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ABSTRACT 

CREATIVE DEVELOPMENT FINANCING 

Raymond L. Burroughs, AIA 

Although the development process is often ill defined and 

somewhat intangible, there is a definite rationale to the 

methodology employed to effectuate the creation of our built 

environment. To comprehend this rationale, it is first neces¬ 

sary to identify and understand the financial infrastructure 

within which all investment type developments must be per¬ 

petrated. Once it is clear that financial restraints play 

a primary role in determining whax:, where, and when built 

facilities will be constructed, it is possible to conclude 

that financial parameters will also have a major impact on 

the quantity and quality of built improvements that can and 

will be made. 

The conflicting continuum of profit versus design has long bee 

the dilemma of those who participate in the development procss 

It is for this reason that many of the professionals who logi¬ 

cally should be primary decision makers in the development pro 

cess have been reluctant to become directly involved in initia 

tion and ownership of income producing real estate projects. 

"The seeds of mistrust between the architectural and economic 

disciplines have long been germinating. There appear to be 

three reasons: a lack of respect between the disciplines; a 



lack of interprofessional knowledge; and poor client coordina¬ 

tion."^ An understanding of the development processes may well 

be a reasonable approach to eradicating many of the misconcep¬ 

tions through which real estate development and financing 

procedures are often perceived. 

The intent of Creative Deve 1 oproen t F inane Png is to give a com¬ 

prehensive overview of the various aspects and implications 

inherent to the development process. Special emphasis is 

placed on the economic considerations of the developers, in¬ 

vestors, and financial institutions that currently represent 

the major contributors to the development process. 

The identification and analization of creative financing techni¬ 

ques is undertaken to both enlighten the reader and to demonstra 

that both quality and quantity of improvements on land may be a 

direct result of the level of expertise and inventiveness 

employed by those establishing the long range economic para¬ 

meters within which the development process is initiated and 

pe rpe tua ted . 

Rice University 
May, 1972 

1. "The New Environmental Professionals," P r o' g r e s' s i v e 
Architecture, May, 1969, 119. 
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SECTION ONE: PRIVATE DEVELOPMENT 



DEVELOPMENT AND THE CREATIVE PROCESS 

INTRODUCTION 

In every urban area there exist a diverse group of businessmen, 

including professional property investors, land developers, 

speculators, builders, and mortgage lenders wnose principal 

occupation is the day-to-day development of the city. As the 

primary producers of the built environment, they have a vested 

interest in real property. Such urban property, either reai 

or personal, represents a significant investment whether in 

public, private, or semi-public ownership. 

From the viewpoint of the private sector, the return on this 

investment represents the basic motivation and ultimate mea¬ 

sure of the degree to which its capital will continue to par¬ 

ticipate in the urban property market. The major concern is 

the ability to obtain an adequate rate and volume of return 
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as compared to alternate investment opportunities in and out¬ 

side the realm of urban real estate investment. 

What the investment approach fails to recognize is that what 

and how a developer uses the land he controls will undoubtably 

affect the urban fabric at many levels. A basic principle of 

land economics suggests that for each action, there is not 

only a single stage use reaction, but also an extended series 

of chain reactions. The impact and range of development de¬ 

cisions may therefore have a residual effect on the whole or 

any portion of the total urban environment. 

in many -'cases , capital i s c i c motivation, combined with exist¬ 

ing tax laws that actually encourage a developer to build 

quickly and often badly, has brought about the development 

of major segments in urban areas that are of highly inferior 

quality. "Entrepreneurs, boards of directors and committees 

make decisions in the United States every year that result 

in the expenditure of billions of dollars for capital im¬ 

provements that literally shape our environment without the 

consultation or advice of an architect.."^ 

CREATIVE PROCESS 

The traditional process for creating the urban environment 

1. Golemon, Harry A., "Our Architecture is Too Small," 
A I A Journal, June, 1970, 56. 
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has been for the developer-entrepreneur to initiate a project, 

assemble the land, determine the economic parameters and lo¬ 

cate the source of financing, without ever defining and/or 

bringing together as a unified group, the various disciplines 

that normally participate in the development process. By not 

having an opportunity to participate in early real estate, 

financial, and similar decisions, many contributors to the 

development process have repeatedly found themselves hampered 

in the satisfactory effectuation of their professional skills 

and talents, by decisions over which they have no control or 

influence. 

The design professionals, especially, have found themselves 

at a great disadvantage when faced with the difficult task of 

choosing between the often self-centered interest of a profit 

oriented client and an inbred personal desire to protect the 

interest of the total community, when the two are in conflict. 

It is this recurring conflict, combined with the realization 

that the design professions, on the whole, have had a very 

insignificant impact on the built environment, that has led 

many architects, planners and urban designers to the conclu¬ 

sion that a more comprehensive approach to the problems of 

development must be achieved. 

Concurrent with this awakening, developers too have began to 

change their attitude toward the creative process. This 
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reorientation may be partially due to the increasing complex 

ity of projects, new values and demands projected by govern¬ 

mental legislation and programs, or merely public focus on 

the quality of the environment. Primarily, however, it is 

due to a major revolution now under progress throughout all 

phases of the construction industry. 

Two basic phenomena are responsible for this: 

" (1) 

. . t S \ 
K*-) 

The technological and resulting economic, social 
and political changes which the world and espe¬ 
cially the United States have undergone since the 
mid-point of the 20th. Century has resulted in 
the evolution of projects of increasing magnitude 
and complexity.... 

With population projected to double during the 
next AO years and with rapid obsolescence of our 
decaying central cities, more than $3 trillion 
of today's dollars will be invested in building 
construction in this country as we virtually 
build a second America during the last third of 
this century."* 

This enlarged framework calls for developments at a larger 

scale and over longer periods of time with continous involve¬ 

ment by all members of the development team. Closer scrutiny 

mus.t be given not only to design, but to time schedules, bud¬ 

gets, financing, taxation and legal aspects of the project as 

well. The developer-owner is finding he can no longer move 

from assumption to decision without first preparing for con- 

l. "The Architect of the Future," Buiiding Design 
and Construction, April, 1970, A1. 
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tingencies that were largely nonexistent in the past. 

The impact of these phenomena has brought about a redefinition 

of the creative process and the roles of the various partici¬ 

pants. Developers and architects alike, now tend to view the 

creative process for the man-made environment as a composite 

of the various functions required for the initiation, concep¬ 

tion, implementation, financing and construction of anything 

that is built or rebuilt. 

THE DEVELOPMENT PROCESS 

It therefore becomes increasingly important that all partici¬ 

pants in the development process have a basic understanding 

of “how the deal goes together." By understanding the total 

development process, and recognizing what other members of the 

investment building team have to offer, individual participants 

will be able to more effectively contribute the skills which 

make them unique and essential to the effectuation of the de¬ 

velopment process. By becoming involved in the overall deci¬ 

sion making process, each of these will have an opportunity 

to assume a key position on the development team, and, in many 

cases, will have the option of becoming equity participants of 

investment~type projects. 

COMPREHENS1VE DEVELOPMENT 

Unlike in past times, the client of today is likely to bring 



DEVELOPMENT AND THE CREATIVE PROCESS 6 

only his problem to the development team. He may offer no 

land and little money, be a mere speculator or investor, or 

own the land and wish to see it profitably developed. It is 

then the development team's responsibility to investigate the 

client's problem, advise on the feasibility of development, 

and eventually bring money, land and the client's development 

objectives into actuality. The investment sector, will not 

of course, allow others to assume a major role or degree of 

control over their private investment decisions regardless of 

how much they need professional assistance unless they are 

confident that this group is fully qualified and ready to ac¬ 

cept the responsibility for such involvement. 

There are numerous ways that a contributor may prove his right 

to assume a role of significance on the investment development 

team, but all are based on establishing a record of professiona 

expertise and competence. To evolve such a record, basic con¬ 

cepts of professionalism for all participants of the building 

team, whether labeled as market analyst, systems engineer, 

realtor, architect, mortgage broker or construction manager, 

must be recognized and adhered to by the development profes¬ 

sionals. Three basic concepts may serve as a foundation for 

application of professional services: 

"(1) Min imizing uncertainty. A professional service 
must make a direct contribution to the reduction 
of the uncertainties involved in managing a busi¬ 
ness. The proper assessment of a service, unlike 
tangible goods, usually must take into account 
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the impact of its performance on the client's 
business. 

"(2) Understanding problems. A professional service 
must come directly to grips with a fundamental 
problem of the business purchasing that service. 
The successful performance of the service, far 
more than the successful production of a product, 
depends on an understanding of the client's busi¬ 
ness. 

"(3) Buying the professional service. A professional 
service can only be purchased meaningfully from 
someone who is capable of rendering the service. 
Selling ability and personality by themselves 
a»*e meaningless."' 

Basically, the client or market must be satisfied that the 

development team can indeed help solve his problems. Regard¬ 

less of trie approach used to effectuate the development pro¬ 

cess, in the end, what the client wants is favorable results. 

FINANCIAL IMPLICATIONS 

To become proficient as a contributor to real estate projects, 

all members of the development team will have to become cogni¬ 

zant of the impact and effectuation of both the real estate 

and financial aspects of development. An understanding of the 

requirements imposed by financing is a prerequisite to realiz¬ 

ing the full potential of a real estate development project. 

Where this understanding does not prevail, many of the cost 

parameters imposed by financing may appear both frustrating 

!, Wittretch, Warren J., "How to Buy/Sell Professional 
Services," Harvard Business Review, March/April, 1366. 
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and unnecessary. A basic understanding of the techniques of 

real estate financing is as necessary to all members of the 

development team as understanding design and construction is 

to the lending institutions. 

CONCLUSION 

"Financing and building a great project is a bit like building 

a road through mountain country; around every bend there is a 

surprise, and a great part of the excitement and interest in 

a development, aside from its conception, lies in the challenge 

of finding new ways around the many difficulties that crop up." 

At one time, financing a project was relatively simple. The 

developer either already had the money to build the building 

or could go to the bank and borrow it. In either case, whether 

or not the project became a reality depended solely on the qua¬ 

lity of his credit rating. Today it is not quite so simple. 

It is not uncommon for a developer to build a project on land 

he will never own with money that belongs to someone else and 

then realize a profit when he sells it to another entrepreneur 

who only intends to lease it to someone else. It is this com¬ 

plexity that Creative Deve1opmen t Financing is all about. 

1. Zeckendorf, William and Edward McCreary, Zeckendorf, 
Holt, Rinehart and Winston, New York, 197 1 $3 • 



THE DEVELOPMENT PROCESS 

The development process begins with an idea. There are a numbe 

of sources from which this idea may emanate. The individual wh 

propagates the idea may be an entrepreneur, an investor, a land 

owner, a real estate broke r, a land planner, or any other indir 

vidual or group who can recognize a need and a potential for 

profit through fulfilling that need. Regardless of the initia¬ 

tor's personal aspirations or his societal orientations, it is 

basically the profit incentive that justifies his participation 

in the development process. The manner of compensation will 

vary, but the need to perpetuate one's livelihood is constant. 

THE ENTREPRENEUR 

The entrepreneur is a generator of productive enterprise. 

Financially, he may or may not have a great deal to offer. 
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But as an individual he possesses a resource far more diffi¬ 

cult to find than capital. He has the ability to conceive, 

to organize, to generate enthusiasm, and the insight to recog¬ 

nize the light at the end of the tunnel. His job is to assembl 

the people and the parts, and to fit the pieces together in a 

manner that will cause the end product to be greater than the 

sum of the parts. An idea man, and a promoter of ideas, he 

seeks his reward through participation in ownership, fees for 

his services, and the satisfaction of knowing that he alone 

is the ultimate creator and overseer of the development pro¬ 

cess. The entrepreneur is essential, without him, or his 

counterpart in the form of any of the deve1oDment team members, 

the project remains merely an idea. 

THE INVESTOR 

The investor has capital, or at least access to capital, to 

contribute to the development process. His is a prestigeous 

position in our capitalistic economy. Often revered by his 

economic lessers, he can do no wrong, and if he could, it 

would only heighten the colorful image inherent to his life¬ 

style. We live in an age, where, according to his position, 

a man may be heralded as a delightful rogue, or condemned as 

a demented criminal, for the same act. Money holds the key 

to position, powe r and the potential for perpetual immortal¬ 

ity through the printed word. 
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Even the have nets , who often reject or condemn pecuniary pur- 

suits as the root of all evil on the one hand, recognize its 

omnipotence, and justify its pursuit as a means to perpetrate 

their own personal or political plight. 

Few people recognize the dilemma that accompanies pecuniary 

predominance. The fear of the rich today, may not be that 

they will die too young, but rather thay they will outlive 

their wealth. On all sides their fortunes are assaulted. In¬ 

flation erodes the value of the dollar, taxes increase, tax 

brackets move endlessly upward, and everyone and every cause 

has the upturned palm outstretched. 

It is this continuum that makes real estate developments at¬ 

tractive to those who have capital. Real estate offers high 

earning potential, extensive tax shelter, and an opportunity 

for serving the needs of society. In some cases, the investor 

and entrepreneur are one. In others, where they are not the 

same, one may approach the other with funds or an idea and 

the development process is initiated. 

THE LANDOWNER 

The landowner's needs are similar to those of the investor. 

Instead of cash, however, he holds a nonproductive asset 

which, even if he owns it free and clear, may represent a 

significant tax burden. If a mortgage exists on the land, 

interest and principal may also be high. Raw land cannot be 
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depreciated, so no tax shelter exists, and whi1e the land re¬ 

mains unimproved no significant income will be forthcoming. 

Fortunately, land in a favorable location will normally appre¬ 

ciate over a given period of time. The gain realized on sale 

may be more than enough to offset the carrying cost and show 

the landowner a generous profit. However, a ready buyer is 

not always at hand and a sizable sale means equally large 

amounts of taxes to be paid. In other cases, the land does 

not appreciate as predicted, and the landowner is at a loss 

of how to dispose of his investment or escape the ever con¬ 

stant carrying charges. 

The solution is often a joint venture with a developer. Every¬ 

body wins. The developer acquires the land he must have to 

develop, and the landowner receives ground floor participation 

in a venture that offers potential for maximum leverage. The 

carrying cost is now the responsibility of the joint venture 

entity, and what was a nonproducing, and cash consuming asset, 

is now on its way to becoming a highly leveraged, income pro- 
# 

dueing property offering cash flow, tax shelter, and eventually 

capital gains. If the landowner retains adjacent properties, 

appreciation of values will quite likely be accelerated due 

to the increased value of the improved properties. 

OTHER PARTICIPANTS 

The requirements of the other development team members are 
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often much simpler. They all seek compensation for the parti¬ 

cular and essential professional service which they car. provide 

V/here they can leverage their contribution into a share of 

ownership, they must share the risk, but also stand a chance 

of realizing a greater return for their investment of time and 

talents. Of course, the opposite extreme lias dominated their 

participation in past years. The entrepreneurs and investors 

have often imposed on the professionals to share the risk with¬ 

out offering compensation beyond the normal fee. In such cases 

whether they realize it or not, by allowing their fees to be 

contingent or delayed until the project becomes a physical 

reality, the professionals have served as a means cf financ¬ 

ing and leveraging the gains of their mere business oriented 

clien t s . 

RISK 

Three basic risks are inherent to almost every type of invest¬ 

ment involvement. First, there is the financial risk that 

once funds are committed to an investment they will not be re¬ 

turned. Second, there is the danger that if they are returned 

their purchasing power, due to inflation, will have diminished 

to the point that the funds recovered are worth less than those 

originally invested. And finally, there is the loss of liquid¬ 

ity, which could mean a corresponding economic loss should the 

need for converting the asset to cash arise at an inconvenient 

time. 
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As the ability of an asset to produce income is the basic de¬ 

terminant of its long-term value, the degree to which an in¬ 

vestment type responds to these three risks will ultimately 

define the rate of return that can be expected. Any reduction 

in the detrimental impact of these risks results in an increase 

in the earnings that can be anticipated. 

The degree of risk incurred is usually reflected in the amount 

of compensation an investment: will yield. In a free market, 

low risk involvement normally means a low rate of return. On 

the other hand, high risk means a higher rate of return. it is 

to this equilibrium that the money market and sophisticated 

investors respond. 

Real estate investment offers a number of factors which off¬ 

set much of the basic investment risk. Further, where risk 

is greatest, real estate investments normally offer an economic 

return more th3n sufficient to offset that risk. 

Where inflation is concerned, this is particularly obvious. 

"Real estate income is produced by rents, which are prices, 

and these prices generally rise with other prices."^ 

Although rent increases actually contribute to overall infla- 

1. Seldin, Maury, and Richard H. Swesnik, Real Estate 
Investment Strategy, Wi1ey-!nterscienee , New York, 1970, 13. 
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tion, the rate at which rents increase, accelerated by increas 

ing demand, is suff i c i ent. to offer a substantia] hedge against 

inflationary trends. The impact of inflation on the purchas¬ 

ing power of the dollar can be demonstrated by the following 

statements : 

"(1) The amount of merchandise that $^7 would buy in 
1345 would cost $100 today. 

"(2) On the other hand, housing that cost $A6 in 1945 
cost $100 in 1969 -"1 

As can be seen, the earning power of the real estate has re¬ 

mained essentially the same, whereas the value of cash has 

been cut in half. 

Real estate i i£ a nonmonetary asset that is normally highly 

illiquid. Rather than interest being paid, as on a corporate 

bond, the return is acquired through the potential to realize 

a profit. As such, the initial investment is not returned 

at a specified date. The liquidity, or ability to readily 

"cash in" the investment without sacrificing profit, depends 

on the salability of the asset at the time of conversion. 

Monetary assets are far more liquid than real estate, with 

varying degrees of liquidity offered by a checking account 

to less liquid monetary assets such as well-known stocks and 

1. Seldin, Maury, and Richard H. Swesnik, Rea 1 E st a t. e 
Investment Strategy, W i 1ey-Interscienee , New York, 
T970 , 13 . 
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high-grade bonds. "But you can get the most profit by invest¬ 

ing in an illiquid asset such as real estate."' The ability 

to realize a profit is further enhanced by tax shelter, cash 

flow, and capital gains that are particularly associated with 

real estate investment projects. 

TAX INCENTIVES 

It is important to recognize that every investor has a silent 

(or sometimes, not so siient) partner in the form of the United 

States government. The participation of this "partner" in¬ 

creases as the individual's tax bracket goes higher. As such, 

the tax ' impI ications of an investment may be the primary fac¬ 

tor affecting the ultimate rate of return retained by the in¬ 

vestor. 

"Under the government's present policy of high taxes and lib¬ 

era? depreciation allowance, tax sheltered income property can 

be an excellent investment."^ The benefits are increased as 

tax brackets go up and the percent of downpayment goes down. 

Taxable income qn an investment return is normally determined 

by subtracting expenses from gross income. Thus the tax de¬ 

duction allowed for depreciation of real property will often 

1. Se1d i n , Maury, and Richard H . Swesnik , Rea 1 Estate 
I n v e s t ITI e n t Strategy, Wi 1 ey-i liter sc i ence , New York, 1970, 1 k. 

2. "Tax Advantages of income Property Investments," 
Property Research Corporation, Pamphlet, 1. 
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result in an accounting tax loss for the investor, even though 

he actually receives spendable income from his investment. The 

apparent loss may be even greater when the interest on money 

borrowed is deducted. 

Six basic tax advantages are inherent to income producing real 

estate property. They include: 

(1) Dep recia tion 
(2) Leverage 
(3) Sales at Capital Gains Tax Rates 
(k) Installment Sales 
(5) Tax Free Exchanges 
(6) Building Up Values by Tax Deductible Repairs 

All contribute to creating a basically tax free return to tine 

investor. "For the taxpayer in an average 50% tax bracket, 

a 20% tax-free return is equivalent to a return in taxable 

ordinary income of ^ 0 % . " * An understanding of these tax ele¬ 

ments is essential to successful financial involvement in the 

development process. 

DEPREC1 AT ION 

Undoubtedly the major advantage to reai property investors, 

depreciation may be defined as the wasting of an asset. Al¬ 

though land i s not depreciable, the improvements on it wi11 

suffer a theoretical loss in value each year. In reality, the 

property will probably appreciate in value. Nevertheless, the 

1. "lax Advantages of Income Property Investments," 
Property Research Corporation, Pamphlet, 3- 
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tax laws permit the owner of an improvement to deduct from his 

annual income, an amount equal to the theoretical reduction in 

value. This becomes a valuable tool for increasing the after 

tax return possible to the investor. "Handled properly, the 

depreciation will usually exceed the net income from the propert 

So not only might there be no taxable income but there can be 

a tax loss to apply against other ordinary income. This will, 

in turn, lower your tax liability and generate a tax refund."1 

There are a number of techniques that may be used to depreciate 

real property. To comprehend these methods, it is first neces¬ 

sary to define the following terms: 

"1) Market Value - the maximum amount of money that a 
prospective buyer is willing to pay for the property. 

"2) Value to the Owner - amount that would be necessary 
to just compensate the owner for depriving him of 
his property. 

113) Book Value or Unamortized Cost - cost of the property 
less the total depreciation charged to date. 

"4) Net Book Value - the book value less the cost of non¬ 
depreciable items (for example in the case of a building 
the land on which it sits cannot be depreciated, there¬ 
fore the net book value is the book value minus the 
land cost). 

"5) Replacement Cost - the difference between the cost 
of a new asset and that of an existing old asset."2 

1. "Tax Advantages of Income Property Investments," 
Property Research Corporation, Pamphlet, 2. 

2. Aguilar, Rudolfo J., "Depreciation," The Sys terns Approach 
to Architectura1 Planning Syndication, and Finance , 
1. Economics of !nvestments in Architectu ra1 Projects, 
Louisiana Architects Association, July 1, 1971. 12. 
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There are four basic methods of depreciation commonly asso¬ 

ciated with real estate. 

(1) Straight Line 

(2) Declining Balance 

(3) Sum-of-the-Years Digits 

(4) Component Parts 

The method of depreciation that will be used for a particular 

property will vary with the investment goals of the property 

owners. Those investors seeking a uni form annual write off 

of depreciation will use the straight line technique. Those 

whose cash flow situation demands a high write off in the early 

years they nold the property will use the remaining three met¬ 

hods which offer accelerated depreciation rates. 

STRAIGHT LINE DEPRECIATION 

This is the simpliest form of depreciation. Once the useful 

life of an improvement has been determined (that is the number 

of years over which it will fully depreciate) an annual depre¬ 

ciation allowance may be made equal to the reciprocal of the 

number of years converted to a percentage and multiplied 

times the value of the building. Thus a building having a 

useful life of kO years has a depreciation allowance of 2-1/2% 

per year if the straight 11ne method is used . To calculate 

the annual depreciation, the following formula may be used: 

Annual 
Depreciation 

* improvement Cost - Salv age Value 
Useful Life in Years 
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Thus a building having an economic value of $10,000,000 and a 

useful life of 40 years with no salvage value would yield the 

following annual depreciation: 

Annual 
Dep rec i at.i on 

$10,000,000 - 0 
5o 

$250,000 

Total 
Depreciation = $10,000,000 

The owner would therefore receive $250,000 depreciation value 

each year. At the end of 1|0 years the full economic value of 

the building would be used. 

DECLINING BALANCE DEPRECIATION 

The declining balance method of depreciation is a form of ac¬ 

celerated depreciation that may be used for assets having lives 

of three years or more. This method provides for a given rate 

of depreciation to be applied to the net book value of the asset 

each year. The percentage of depreciation remains the same each 

year, but the amount of depreciation is declining because the 

book value is declining. For real estate investments, a 150% 

or 200% (double) declining balance method may be used to de¬ 

preciate the improvements on the property. The annual depre¬ 

ciation allowed using these techniques may. be calculated as 

fo11 owed : 

150% Declining Balance 
Deprecia tion 

200% Declining Balance 
Depreciation 

150% x Book Value 
Usefu1 Life in Yea rs 

200% x Book Value 
Useful Life in Years 
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The building having an economic value of $10,000,000 and a 

useful life of 40 years would yield the following depreciation 

using the 150% declining balance method: 

First Year 
Depreciation 

Second Year 
Depreciation 

Third Year 
Depreciation 

Fortieth Year 
Depreciation 

Total Depreciation 

At the end of the period of useful life there will remain a 

net book value greater than zero that may be disregarded and 

considered salvage value. The 200% Declining Balance method 

v/ i 1 1 offer an even more accelerated depreciation for the 

improvements on the property, allowing a write off of about 

two-thirds of the depreciation cost of the asset in the first 

half of its useful life. When the charge off allowed by either 

of these methods becomes less than that permitted by straight 

line depreciation, it is permissible to convert to the straight 

line method so that the entire economic value of the property 

can be fully depreciated within the estimated useful life of 

the building. 

150% x $10,000,000 
¥6 

$375,-000 

150% ($10,000,000 - $3,625,000)  j—  

$361,000 

150% ($3,625,000 - $361 ,000) 
To 

$347,000 

150% ($2,266,666) 
““ —~£o  = $85,000 

$7,832,000 



THE DEVELOPMENT PROCESS 22 

SUM-OF-THE-YEARS DIGITS DEPRECIATION 

This technique writes off about three-fourths of the deprecia¬ 

tion cost in the first half of the estimated life and is thus 

primarily used on equipment and other short life items. The 

annual depreciation is determined by dividing the remaining 

useful life of the property by the sum of all the digits up 

through the number of years of useful life and multiplying 

the result by the economic value of the property. Thus, for 

the property having an economic value of $10,000,000 and a 

useful life of 40 years the annual depreciation would be: 

Sum-of-the-Years Digits _ 40 x Economic Value 
Annual Depreciation " 1+2-J-3+ 3 9+^0 

The annual depreciation would be: 

First Year 
Depreciation 

40 x $10,000,000 
“820 

$488,000 

Second Year 
Depreciation 

39 x $10,000,000 
8To~ 

$475,000 

Fortieth Yea r 
Depreciation 

1 x $10,000,000 
820 

$12,000 

Total Depreciation $10,000,000 

This method uses up the entire estimated value except for the 

pre-specified salvage value, during the asset's estimated life. 
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COMPONENT PARTS DEPRECIATION 

To use this technique the various parts of a building are as¬ 

signed useful lives and one of the accelerated methods of de¬ 

preciation is used to compute the allowance. As many parts 

have shorter lives than the building, per se, the combined 

depreciation allowance will normally be much higher than would 

be otherwise permissible in the earlier years. Only first 

owners of a project are permitted to use this method. 

EFFECTS ON CASH FLOW 

The significance of depreciation becomes clear if one realizes 

that it is an expense item charged against the property that 

is not actually paid out in cash. As such, the type of depre¬ 

ciation used can greatly affect the taxable income, but will 

not reduce the cash flow. The formula for taxable income 

further clarifies this: 

Taxable Income = Cash Flow + Amortization - Depreciation 

Cash flow may be defined as the "spendable" cash left over from 

rental income after all operating expenses and mortgage payments 

have been disbursed. Amortization is the repayment of money 

borrowed and represents a build-up of equity in an asset. As 

there was no tax on the money when borrowed, it stands to reason 

that a deduction will not be permitted when it is repaid. Depre¬ 

ciation represents a return of the original investment and is 

thus not taxable. Tax rules change, so it is important that 
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those involved in the real estate field have current and com¬ 

petent professionals to advise them on depreciation and other 

tax matters. 

LEVERAGE 

"Leverage is the use of borrov/ed money to magnify gains and 

losses."' This is applied to real estate through the purchase 

of a property for a small down payment and then pledging the 

property for security for the debt. Benefits of appreciation 

are then realized for the entire property although only a 

small equity investment was necessary to gain control of it. 

"For example, if a $100,000 property appreciates two percent 

a year, this is 2% appreciation on the investment for the 

investor who paid all cash. But it is 20% appreciation on the 

investment if you paid $10,000 down. "2 

Leverage can work for the investor or against him. As long as 

the property earns at a greater rate than that of the interest 

being paid for the borrowed money, leverage is favorable and 

the investor is gaining the "spread" amount on the mortgage 

debt. Thus, a profit is realized on the borrowed money. On 

1. Seidin, Maury, and Richard H. Swesnik, Rea 1 Estate 
Investment Strategy, Wiley-lnterscience, Mew York, 
1970,153.“ 

2. "Tax Advantages of Income Property investments," 
Property Research Corporation, Pamphlet, 2. 
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the other hand, if the reverse ratio of earnings to interest 

is true, leverage can be devastating to the new investment. 

Leverage applies to all types of investments that will offer 

appreciation. However only real estate offers the leverage 

advantage allowed from appreciation of the full value of an 

investment for which only a small equity was invested to buy. 

OTHER TAX ADVANTAGES 

The existing tax structure also offers significant benefits 

for real estate investors by allowing capital gains rates, 

installment sales, tax free exchanges ar.d claiming cf tax 

deductible repairs. Each of these is a complex tax considera¬ 

tion having special conditions that must be coordinated with 

a particular property if the investor is to receive full 

benefit from their application. Conditions vary with the type 

of property involved, the latest changes in the tax regulations, 

and the individual economic situation of the property owner. As 

such, an in depth analysis of these benefits will not be at tempt¬ 

ed,he re. Consultation with a tax oriented attorney or accountant 

is the best way to become cognizant of the current tax situation 

and how it affects a particular investment involvement. 

PROJECT DEFINITION 

Once the idea has emerged, either a brief "windshield" survey 

or a series of basic assumptions founded on past experience 
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in the development field, will be made to determine whether 

further investigation into the feasibility of the project is 

justifiable. Experienced developers may rely on no more than 

what they define as a "gut feeling" toward the viability of a 

speculative venture. In many cases, such initial observations 

will prove to be highly accurate and represent far more than 

random guesses. Responding to years of successful involvement 

in the effectuation of the development process, a proven de¬ 

veloper will often have sufficient knowledge of the needs, 

markets, competition, and involvement necessary to readily 

define, promote, and implement a project without a great deal 

of additional expertise or formal rationale being necessary. 

He needs only define h i s goals and examine the resources 

available for the type of project he has in mind before 

proceeding into the process necessary to bring a project to 

phys i ca1 rea1ity. 

After determining the project is worth undertaking, the develope 

must then begin to bring together the equity investors and the 

development team, to assemble the land, and to arrange for the 

financing required to effectuate the project. Most developers 

will realize that the creation of an economically sound revenue 

producing property will primarily depend on having favorable 

results with the following factors: 

"a) Market demand for the facilities at a rent capable 
of supporting the capital investment 
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"b) Identification of the cost structure best suited 
to produce the optimum net profit , (the most effec¬ 
tive combination of income and expenses, including 
financing costs) 

"c) The ability of the architect to design a project 
consistent with the identified cost and specifica¬ 
tions 

nd) The development of the project in the most effec¬ 
tive location and the development of stores or 
other rental units within the project in most 
effective location relationships to each other. 

"e) The ability of the owner to control the cost of 
construction and develop, within the budget, the 
project as designed 

"f) Ability of owner to lease or sell project 
efficiently 

"g) Ability of owner to finance project economi¬ 
cal 1 y 

"h) Ability of owner to operate project efficiently."^ 

ORGANIZATIONAL STRUCTURE 

At some point in the early stages of the development process 

it will be necessary for the entrepreneur, his attorney and/or 

a tax consultant to determine in conjunction with other equity 

investors the organizational structure under which the property 

wi11 be constructed, owned and operated. A number of alterna¬ 

tives are possible, with each offering unique parameters with¬ 

in which the goals of the various equity participants may be 

accommoda ted. 

1. Hunt, William Dudley, Jr., Editor, Comp rehensive 
Architectural Services, American Institute of Architects, 
McGraw-Hill Book Co., New York, 1965, 152-153- 
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Special emphasis must be given to the tax implications of the 

various organizational forms. Other items that must be con¬ 

sidered in selecting a form of ownership include suitability 

to use, liability of owners, transferability of ownership, 

permanence, income, risk, control, maneuverability and timing. 

In most projects, the mortgage loan cannot be expected to cover 

all of the project cost. "The difference, therefore, will have 

to be supplied by equity investors who will own the project, 

subject to the prior rights of the mortgage money lender. 

The equity position may be acquired through contribution of 

land, cash, credit or services and will vary in amount of 

ownership according to the time and conditions in which the 

investor is brought into the project. The legal vehicles 

normally employed for real estate development include: 

(1) Individual propr i ertorship 
(2) General Partnership 
(3) Limited Partnership 
(A) Joint ventures 
(5) Corporation; and, 
(6) Real Estate Investment Trust. 

A number of other variations and combinations are possible, 

but the basic determination of their value as a legal entity 

are similar to one or more of the types examined here. 

1. Farrell. Paul B., Jr., "Architect as Developer, 
Progressive Architecture, May, 1970, 88. 
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INDIVIDUAL PROPR1ERTORSHIP 

Direct ownership is the most common form of ownership currently 

employed for real estate ownership in this country. An individual 

having sole control of the title or "fee" of a property is nor¬ 

mally in a highly desirable position. "Having title means 

possessing various rights to the property, such as the right 

to use and to exclude others from using, as well as the right 

to lease to others and to get possession back at the end of 

the lease. Other rights include pledging the property as 

security for a debt, as with borrowing under a mortgage. 

Basic advantages and disadvantages of individual ownership can 

be summarized as follows: 

Advantages 

(1) Tax losses that occur can be used by the owner to 
shelter other sources of income. 

(2) Legal simplicity negates possibilities of penalties 
or loss of tax benefits often inherent to other forms 
of owne rship. 

(3) The individual owner's tax rate may be lower than if 
corporate form is used. 

(4) Owner has,sole and absolute control over the invest- 
men t. 

(5) Easy to liquidate. 

(6) Confidentia 1. 

1. Se1din , Mau ry, and Richard H . Swesnik , Rea 1 E s tat e 
Investment Strategy, Wi1ey-Interscience . New York, 
1970, 216. 
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Pisadvantages 

(1) Possible loss of continuity 

(2) Unlimited liability 

(3) Owner carries total risk of loss. 

PARTNERSHI PS 

Partnerships constitute the most common business entity used 

for land development investments. The three typical types of 

partnerships in use include the General Partnership, Limited 

Partnership, and the Joint Venture. All of these types per¬ 

mit the ownership of real property by the partnership which, 

in itself, offers the distinct advantage of being a non taxable 

entity. 

GENERAL PARTNERSHIP 

All partners hold a legal share of ownership and as such are 

equally liable for the activities of the firm. Primary 

advantages and disadvantanges are as follows: 

Advantages 

(1) Nontaxable entity. 

(2) Profits and benefits passed through directly to 
partners who file personal income tax returns. 

(3) In event of death of one partner, rights to real 
property held by the partnership remain vested 
in the surviving partner(s), although they must 
eventually account to the estate of the deceased. 

(4) Real property conveyance must be executed by all 
partners or under their joint authority. 
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Pisadvantages 

(1) One partner may bind the whole partnership in 
matters of law- 

(2) All partners have full liability. 

(3) Difficult to transfer ownership. 

{^) Partnership is legally terminated on withdrawal, 
death or insanity of any partner. 

(5) Owners may not be treated as employers for tax 
purposes, so many benefits and expenses are not 
allowed as tax deductions. 

LIMITED PARTNERSHIP 

Often considered as the most useful and flexible form of 

partnership, the limited partnership is composed of general 

partners and limited partners. The responsibilities of the 

general partners are identical to those in a general partner¬ 

ship. The limited partners are passive investors who do not 

wish to take an active role in management of the business. 

"The limited partnership form enables an individual to con¬ 

tribute capital to a venture and participate in the profits. 

At the same time he limits his liability to the extent of 

his capital contribution and does not have to participate 

actively in the management of the venture, leaving that to 

the general partner."' 

1. Beaton, William R., Rea 1 Estate Inves tment, 
Prentice-Hall, Inc., Englewood Cliff, N. J., 
1 971 , 80. 
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Basic advantages and disadvantages of the limited partnership 

are as foilows: 

Advantages 

(1) Limited partnership is a nontaxable entity. 

(2) Pretax profits and taxable losses pass directly 
through to the partners. 

(3) Depreciation deductions are applicable to needs 
of individual partners to the extent of their 
ownership interest. 

(k) Offers corporate benefit of limited liability 
to limited partners. 

(5) General partner has unlimited liability but may 
own limited partnership interest also. He thus 
maintains management control without interference 
from limited partners, has ability to "cash out" 
his 'limited partnership investment at any point, 
and may limit his liability by giving the limited 
interest to a relative. 

(6) Death of limited partner does not dissolve partner¬ 
ship. 

Pisadvantages 

(1) Transferability of interest may be restricted. 

(2) Market for limited interest may not be wide. 

(3) if general partner dies, the partnership is 
terminated unless provided otherwise in the 
limited partnership agreement. 

(1») if too similar to a corporation, limited partner¬ 
ship may be ruled a corporation subject to double 
taxation without having had benefits of corporate 
status. 

The limited partnership is often the legal vehicle for the 

organization of real estate investment syndicates that are 

formed to bring together a group of individual investors and 
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a developer for the purpose of carrying out a particular real 

estate development venture. 

JOINT VENTURE 

This form of ownership is normally thought of as limited in 

duration and confined to a specific project, and is most often 

used in jurisdictions not having a limited partnership act. 

I! I t is a special combination of two or more persons who jointly 

seek a profit in a special venture without any actual partner¬ 

ship or corporate designation."^ Under this arrangement the 

equity participants designate one or more members of the group 

to serve as trustees for the organizacion. it is then the 

trustee's responsibility to hold title for the benefit of 

the owners and manage all affairs of the joint venture. Other¬ 

wise, the joint venture agreement will closely resemble one of 

the other forms of partnership agreement as to basic concept and 

content. 

CORPORATIONS 

"A corporationis a creation cf the law. It is a legal entity 

that is empowered to own property, to contract debts, and to 

engage in certain activities.What essentially exist is a 

1. Beaton, William R., Rea 1 Estate Inves tmen t , Prentice- 
Hall, Inc., Engl ewoo3 CTi f f , FTT J""~ 1~3 7 1 , 85 . 

2. Johnson, Robert W., Financial Management, Third Edition, 
Allyn and Bacon, Inc., Boston, Mass., i 3 o 6 , 22. 
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legal device that allows a group of individuals to act and 

be treated as a single person. 

Incorporation is realtively easy to achieve, but the various 

tax and accounting procedures inherent^ to such organizational 

structures are complex and constantly changing. The advantages 

and disadvantages of the various factors most related to real 

estate investment can be summarized as follows: 

Advan t a ges 

(1) Incorporation is a simple and flexible, form of 
ownership that a 1 lows multiple participation in 
varying increments which are easily transferred 
and appraised as to value. 

(2) A.ccntralized management team of diversified 
professionals can be readily organized and easily 
perpetuated. 

(3) Diversification of investments and involvement in 
a multiple of projects is possible, thus reducing 
risk for the stockholders. 

(4) Separation of "investment" and "dealer" property 
is easily defined for tax purposes. 

(5) Fringe benefits are easily provided and the owner 
can participate in these as a shareholder or employee. 

(6) Corporate shares are usually highly liquid, but 
liquidity will vary according to the current market 
or reputation of the corporation- 

(7) The corporation is considered by law as a separate 
person, apart from the individual stockholders 
whose liability is limited to the value of their 
stock holdings in the corporation. 

(8) Capital for additional or current investments can 
be readily raised through issuance of shares 
of stock within the limits of the corporate 
cha rter. 
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(9) The size of investment possible is limited only 
by the corporations ability to raise capital. 

(10) The corporation can be organized easily on a modest 
basis but also has the ability for unlimited growth. 

(11) Corporate continuity is not affected by withdrawal 
or death of any stockholder. 

(12) Stock may be exchanged for title or mortgages on 
real estate with the transfer of both held tax 
free if certain ownership conditions are met. 

(13) The corporate tax rate is fixed at 22 percent 
until the taxable income amount reaches $25,000. 

(14) Stock may be used to acquire property with the 
stock being valued at its current market rate, 
thus often establishing a higher than normal 
basis of the property for tax purposes. 

(15) Any sale of stock, regardless of the price paid, 
is considered a capital contribution and is u o L 
taxable. 

(16) Earnings may be accumulated as required to meet 
the reasonable needs of the business, normally 
up to $100,000 or less. 

(17) Double taxation may be avoided if “Subchapter SM 

requirements can be met. This arrangement per¬ 
mits the limited liability of a corporation while 
being taxed as a partnership. 

D ? s advan tages 

(1) Corporate income is subject to double taxation 
(when received by the corporation and when dis¬ 
tributed to the shareholders). 

(2) Corporations are closely regulated by controls 
outside the realm of its own management. 

(3) Although easy to organize, organizational cost 
may be considered high by some investors and 
promote rs. 

(4) Capita! losses and depreciation allowances cannot 
be passed through to individual investors or share¬ 
holders but may be advantageous to the corporation. 



THE DEVELOPMENT PROCESS 36 

V/he nail factors are considered, the corporate form of organi¬ 

zation, due to the limited liability offered, may prove to be 

the most attractive type of legal vehicle through which real 

estate development can be coordinated. However, the owning 

and financing of separate development projects may best be 

accommodated through use of a limited partnership arrangement 

that offers significant tax advantages. 

REAL ESTATE INVESTMENT TRUST 

The REIT has become a major form of ownership for investing 

in real estate ventures of a large scale. Income derived 

through this arrangement is nontaxable if the earnings are 

properly distributed to the individual investors. "The Inter¬ 

nal Revenue Cede has numerous complex rules which govern the 

kinds of assets, number of investors (no less than 100), source 

of income, amount of annual income distribution to shareholders, 

and other business operations of the trusts."^ The prime advant¬ 

age of such an a r ra n gemen t is the ability for large land deve1o- 

pers, owners or mortgage money lenders to diversify the numerous 

risk related to large scale investments in real estate among a 

number of projects and .individual investors. 

THE DEVELOPMENT TEAM 

Concurrent with determining the organizational structure under 

1. Farrell, Paul B., Jr., "The Architect as Developer", 
Progressive Architecture, May, 1970, 88. 
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which the development will be undertaken, the developer will 

begin making overtures to the various individuals necessary to 

bring the project from idea to physical reality. These, individ¬ 

uals, should the project materialize, will eventually become 

the key members of the development team, and as the economics 

of the situation may demand, possibly co-owners of the completed 

project. 

Although the various services required to develop a project 

may become increasingly specialized as the size and complexity 

of the development increases, one individual may perform a 

variety of the required functions simultaneously. As such, 

the makeup and extent of the development team will vary. The 

customary procedures in the locale where the project is under¬ 

taken, the versatility of the developer and the individuals 

he aligns himself with, the developer's capital status, and 

the sophistication of the organization through which he operates 

will also affect the composition of the development team. 

Commonplace members of the team, or at least, functions 

that must be fulfilled, include investors, market analyst, 

attorneys, real estate brokers, engineers, the design pro¬ 

fessionals, (including planners, urban designers and archi¬ 

tects), accountants, mortgage bankers, and construction 

managers. In many cases all of these functions will be coordi¬ 

nated by the developer and his attorney, with the others being 

brought into the operation as their particular service becomes 
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necessary. In other cases, all or part of these individuals 

will have in depth involvement in the project from initiation 

to comp 1e tion. 

Functions fulfilled by the key members are bascially as follows 

"Market Analyst: the economist, appraiser, or.real estate 
broker preparing the marketability and feasibility studies. 

"Attorney: responsib1e for drafting, reviewing, and nego¬ 
tiating legal papers for construction, partnerships, debt 
financing, consultant's services, land purchases, sales and 
leases, corporations, and zoning changes. 

"Accountant: general advisors on tax, financial, and busi¬ 
ness matters, and controllers of income and expense of the 
developer. 

"Real Estate Broker: assist in testing the market, assembl¬ 
ing the land, and marketing or managing the development pro¬ 
ject. 

"Mortgage Banker: the broker who can arrange the permanent 
mortgage financing and interim construction financing. 

"Construction Manager: the building contractor who can pro¬ 
vide effective cost control during planning and design. 

"Planners: the architects, landscape architects, engineers, 
and urban planners."! 

Additional specialist that might be called upon include market 

researchers, insurance brokers, public relations experts, 

property managers, and a number of others depending on the 

type and parameters of a particular project. Whether the 

various teammembers are brought into the project early in 

1. Farrell, P.au! B., Jr., "The Architect as Developer, 
Progressive Architecture, May, 1970, 88. 
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the development process as an integrated group, or called 

upon only when their particular service is required, will 

vary depending on the entrepreneurs mode of operation and 

the nature of the Individual project. 

SITE SELECTION 

Once the. existence of a potential market has been tentatively 

established, an idea or how to capitalize on the demand con¬ 

sidered, the equity and ownership arrangements defined, and 

the development team assembled, it is necessary to locate a 

suitable parcel of property on which the desired improvements 

can bo, con s t rue ted . 

If the entrepreneur, or one of his co-investors, does not 

already own, have located, or have been offered a property 

at a suitable location, he will determine the general area 

in which the site will be located, assess an approximate value 

he can economically justify for the purchase, and initiate 

the land search. With the help of a real estate broker, a 

number of sites may be located and the possibility for their 

acquisition investigated. From the possible choices, the 

developer and his team must choose one location most favor¬ 

able to the project under consideration. 

LAMP ACQUISITION 

Once a site has been selected, the developer will normally try 
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to gain control of it on a contingent basis, by putting up a 

cash deposit or option money. At this point he may know very 

little about the project and even less about the title to the 

land. Until the site is settled upon it is quite unlikely that 

the scale, density, economic value and even ultimate use of the. 

development can be clearly defined. As such, the risk as to 

whether the project wi11 materialize is still very great. To 

assure that the property is usable, the developer:s attorney 

will draw up the option contract in a manner that provides am¬ 

ple time to confirm that the property is what the project re¬ 

quires, and that its use will not be encumbered by some, unknown. 

The developer can then investigate existing zoning ordinances, 

deed restrictions, building codes and other restrictions that 

might affect the use of the site. A title attorney or title 

company will be hired to assure that the title is free and clear 

and to provide assurance or insurance to the effect that the 

developer is actually getting the full ownership rights repre¬ 

sented. 

The terms and length of the option and the front money avail¬ 

able to the developer will usually determine the Intensity of 

investigation that may be undertaken before the land must be 

accepted or rejected by the developer. 

Regardless of the research involved, from an investment stand¬ 

point, the risk will remain high until a permanent commitment 

or an alternative method of securing construction funds is 
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implemented. Until that time, only the credibility of the 

developer and his team members is available to confirm the 

probability of economic success that can be expected from the 

project. 

PRELIMINARY PLANNING 

Having obtained control of the land, the developer must next 

begin preparation of a "mortgage package". The first step 

is to approach an architect with the basic ideas, accumulated 

data on the site including a survey and topographic map, and 

instructions as to what the developer believes must be pro- 

v . Ow u .1 w I It LliO ID locioiuic. II d p i U J tiC L ib d 

complex or large one, and the developer has adequate resources 

he may feel the hiring of an expert land planner can be justi¬ 

fied to supplement the architects design studies. Either 

independently, or in conjunction with the architect, the 

developer must decide on the appropriate land use, amount and 

sizes of improvements to be made, and the extent of features 

or amentities that he feels desirable for the project. 

ECONOMIC STUDY TYPES 

To assure that the project is an acceptable involvement for 

the mortgage lender, the equity investors, and the developer 

himself, a number of economic study types can be undertaken 

with varying degrees of intensity depending on the nature and 

complexity of the project. These studies also help to predict 
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the actual return on investment that the various finan¬ 

cial participants can expect. Some projects wi11 justify 

socioeconomic studies and extensive market analysis to accurate¬ 

ly confirm the nature and extent of the market to which the 

project will appeal. In other cases, the developer may rely 

only on his own experience or information gleaned from his 

competitors. Some of the more common types of Economic Studies 

recur with sufficient frequency to justify a brief analysis 

of their content. Among the more common of these are the 

appraisal, cost benefit study, economic base study, highest 

and best use study, land use study, market study and market¬ 

ability study, u n d & c o n o m i c feasibility study. 

APPRAiSAL 

The appraisal is an estimate of value on a parcel or property 

based on specific land uses that already exist or on projected 

land uses where the property is currently undeveloped. Market 

studies, highest and best use studies, and an estimate of the 

absorption rate likely for the finished project must be made 

prior to the appraisal. The appraiser will normally look at 

only ihose factors which d’irectly affect the economic value 

of the project and will not be directly concerned with the 

development and marketing plans themselves. 

The three basic methods of appraising revenue producing prop¬ 

erties include those founded on replacement cost, comparable 
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sales, and the income approach. From the developers standpoint, 

the income approach is th.e only method that reflects the 

potential for profit to which he is oriented. "This requires 

an estimate of the net income of the project, which is then 

divided by the capitalization rate, to arrive at the economic 

value of the project."^ In cases where an economic appraisal 

may be used as the basis for lending mortgage money, capitali¬ 

zation rates will undoubtedly vary, normally within a range of 

7 to 12 percent. The greater the risk of the project, the 

higher the capitalization rate will be. For this reason, in 

addition to the economic appraisal, the lender will make a 

cost analysis of the project and then use the lower of these 

two figures in determining the amount of mortgage money he 

can lend. 

COST BENEFIT STUDY 

This type of study often uses both economic and nonpecuniary 

benefits to determine the value of a project. It evaluates 

not only a project's ability to produce a cash return, but 

also the project's impact on the total economy and society 

as a whole. For this reason, it is normally used by public 

agencies for evaluating capital improvements such as express¬ 

ways, rather than for private land development projects which 

1. Farrell, Paul B., Jr., "The Architect as Developer," 
P rog res sive Architecture, May, 1370, 82. 
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are oriented primarily to cash producing considerations. 

ECONOMIC BASE STUDY 

Primarily valued as a source of data for land development 

studies, the economic base study is normally too general and 

comprehensive to be used as a tool for decisions concerning 

a specific project. it is more commonly used for an analysis 

of the economical activity of a metropolitan region and the 

accumulation of data on the basic economy that will be of 

value in formulating and supporting urban planning on a broad 

scale. 

HIGHEST AND BEST USE STUDY 

The purpose of this type of study is to determine the specific 

land use which will produce a maximum return on investment for 

a specific piece of property. A number of land development 

concepts will be tested within the constraints implied by 

location, zoning, topography, and other relevant factors. 

Possibilities that are obviously not feasible will be identified 

and documented as to the reason they are rejected before more 

in depth analysis of the more attractive land uses are fully 

tested. Remaining potential uses can then be screened to 

determine marketability, before detailed feasibility studies 

are undertaken. The highest and best use study is a compli¬ 

cated investigation but is attractive to private developers 
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because it offers an analysis of uses for vacant land based 

solely on pecuniary considerations. 

LAND USE STUDY 

This study represents merely a documentation of the existing 

land uses of all properties located within a predetermined 

area. It is made without consideration for marketability or 

feasibility and may encompass a small area or an entire city. 

MARKET STUDY 

A market study is made to determine the present and future 

supply and demand for a specific land use for one or more 

properties in a specified geographic a*‘ea. Although the re¬ 

turn on investment may not be calculated, this type of study 

may provide answers regarding the rate of change of supply 

and demand as related to the particular use being investigated. 

MARKETABILITY STUDY 

The marketability study will include a market study of similar 

land uses in the vicinity of a project to determine the supply 

of competitive properties, and an analysis of the present and 

future market for the particular land use to be provided. "Three 

conclusions must be made: (1) sales or rental prices; (2.) Quan¬ 

tity likely to be sold or rented per year; and (3) special fac¬ 

tors such as financing, sales techniques and amenities which 
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will affect marketing."^ As a calculation of return is not 

included, this type of study is relatively simple to make. 

ECONOMIC FEASIBILITY STUDY 

The economic feasibility study is a valuable tool for both 

the developer and the lender involved with speculative real 

estate projects. For the developer, it is a means or pro¬ 

jecting the potential success of a specific project. For the 

lender it also serves as a means of determining the amount of 

permanent debt money which will be loaned on a project. To 

undertake such a study it is necessary to have a particular 

de ve !op^ienf p]3n 1"or izh^ •*-* n i w. r F ! Aw -j ^ l x I— ? 1 ? ~ 
-/ • iii a ill c i r\ w «. c L; t i ; y 

study that indicates land use and probable revenues of the 

project, and an estimate of the total project cost and time 

required for completion. From these it is possible to compare 

future income with the investment cost and thus arrive at a 

projected rate of return. 

A simplified version of the type of Feasibility Study used 

by developers to determine the rate of return and the economic 

value of a project would be done as follows: 

(1) Gross Rent: GR = R x A 

To determine Gross Rent, assume per square foot Rental 
to be charged and multiply times total leasable Area. 

1. Farrell, Paul 8., Jr., "Real Estate Development and Taxes," 
The Systems Approach to_ Archi tectura! P 1 a n n i n n , S y n d i c a t i o n 
and Finance, 2. Real Estate Deve 1 o p m e r; t and Syndication, 
Louisiana Architects Association, July 15. 1 ? 7 1 > Tc . 
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(2) Net Income: Nl = GR - (E + V) 

To determine Net Income compute GrossRent 
annual operating Expenses and an allowance 
(Both operating expenses and vacancies can 
as a percentage of gross income.) 

and subtract 
for Va canc i e 
be calculated 

(3) Debt Service: DS = Nl 
(1.2*1.57 

To determine Debt Service required divide Net Income 
by the Debt Service Ratio. (Lenders expect net income 
to be between 1.2 and 1.5 times the debt service.) 

(k) Mortgage Loan Amount: L = DS 
DSC 

To determine the mortgage Loan amount divide the Debt 
Service amount by the Debt Service Constant. (The 
debt service constant may be determined by estimating 
an interest rate and term (number of years) of the 
mortgage and looking under the Installment to Amortize 
section of a compound interest table.) 

(5) Required Equity Investment: E = Ml - DS 
. ROR 

To determine the Equity investment required, subs tract 
from the Net Income available the required Debt Service 
amount and divide the result by the investors des i reci 
Ra te of Re tu rn . 

(6) Project Budget : P B = E + L 

To determine maximum Project Budget, add the Equity 
investment amount to the mortgage Loan amount. 

(7) , Building Budget : B B = P B - C 

To determine maximum Building Budget subs tract from 
the maximum Project Budget the Cost of demolition, 
grading, utilities, parking and roads, lighting, pro¬ 
fessional fees, landscaping, personalty, property 
taxes, financing fees, construction interest, insurance, 
land and other cost. 

Another method of determining the mortgage loan amount and 

debt service may be used by replacing steps (3) and (k) above 

with the following three steps: 

V
) 
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(a) Economic Value: EV = NI 
CR 

To determine the Economic Value of a project divide 
Net Income by the current Capitalization Rate. (Ob¬ 
tainable from lender.) 

(b) Mortgage Loan Amount: L = EV x MR 

To determine the mortgage Loan amount multiply the 
Economic Value times the lenders Mortgage Ratio. 
(Normal I y o*7 tfo 80 percent of the economic value.) 

(c) Debt Service: DS = L x DSC 

To determine Debt Service multiply the mortgage Loan 
amount times the Debt Service Constant. 

The Feasibility Study for a typical income producing real 

estate property is given below. For convenience other fi.nan- 

basis for analysis. 

PROJECT DEFINITION 

A 20 story office building having 17,300 square feet per floor 

is proposed by a developer. Of the total building area, 8 0 % 

is available for lease as prime office space at an annual rent 

of $6.00 per square foot. Determine the economic parameters 

within which this project may be profitably developed. 

ECONOMIC FEASIBILITY STUDY 
URBAN OFFICE BUILDING 

(1) Determine Gross Annual Rent: 

Leaseable area 

Annual rent/sq. ft. 

B0% x 346,000 
276,800 sq. ft. 

$6.00 

$6.00 (276,800) 
$ 1 ,660,000 

Gross Annual Rent 
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(2) Determine Net Income: 

Gross Annual Rent 

Assume Vacancies 
Assume Operating Expenses 

Total Expenses 

Net Income 

(3) Determine Debt Service : 

Net Income 

Assume Debt Service Ratio 

Debt Service 

(4) Determine Mortgage Lean Amount : 

Assume Mortgage Loan Interest 
Assume Mortgage Loan Term 

Debt Service Constant 

Debt Service 

Mortgage Loan Amount 

$1,660,000 

10% Gross Annual Rent 
30% Gross Annual Rent 

4 0 % Gross Annual Rent 
40% x $1 ,660,000 
$660,000 

$1 ,660,000 - $660,000 
$1 ,000,000 

$1 ,000,000 

I .5 

$ 1 ,000,000 / 1.5 
$660,000 

8.5? 
40 years 

.083 

$660,000 

$660,000 / .038 
$7,500,000 

ALTERNATE METHOD (Substitute a, b, and c for 3 and 4 above) 

(a) Determine Economic Value: 

Assume Capitalization Rate 

Net Income 

Economic Value 

(b) Determine Loan Amount: 

1 0% 

$1 ,000,000 

$1,000,000 / .10 
$10,000,000 

75? Assume Mortgage Ratio 
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Economic Value 

Mortgage Loan Amount 

(c) Determine Debt Service: 

Debt Service Constant 

Mortgage Loan Amount 

Debt Service 

= $10,000,000 

= 15% x $10,000,000 
$7,500,000 

= .088 

= $7,500,000 

= .088 X $7,500,000 
= $660,000 

( 5) Determine Required Equity: 

Net income 

Debt Service 

Cash Flow Eero re Taxes 

Desired Rate of Return 

Required Equity Investment 

(6) D e t e rmina Project Budget : 

Mortgage: Loan Amount 

Equity Investment 

Maximum Project Budget 

(7) Determine Building Budget : 

Assume ail other costs 

Maximum Construction Budget 

To determine allowable 
construction divide the 
by the gross area of the 

= $ 1 ,000,000 

= $660,000 

= $1,000,000 - $ o 6 0,0 0 0 
= $340,000 

= 20% 

$340,000 / 20% 
= $ 1 , 700,000 

= $7,500,000 

= $1 ,700,000 

= $7,000,000 + $1 ,700,000 
= $9,200,000 

= 30% Project Budget 
= 30% x $9,200,000 
= $2,760,000 

$9,200,000 - $2,760,000 
= $6,440,000 

cost per square f o < for 
Ma x i mun Con s r. r uc t i or, Budge- 

b u i 1 d i n g . 
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Allowable Cost per Square Foot = $ 18.60 

Where the project is built for sale rather than to rent, the 

feasibility study would be based on a probable sales orice 

for the completed project. "The maximum project budget, in¬ 

cluding direct costs to the developer, should not exceed 80% 

of the sales price.A discoun ted cash flow analysis should 

be used to determine the present value of the various cash 

flows estimated for each year. Major cost that must be con¬ 

sidered by the developer include payments made on mortgages 

he finances for the lot buyers, operating expenses, construc¬ 

tion and development cost, interest on construction loans, 

brokerage co m.Ti i 5 5 < o r. s , and income property taxes paid. 

As can be seen, the feasibility study is a valuable decision 

making tool, regardless of whether the project is oriented to 

eventual lease or sale. In addition to providing an analysis 

of the projected rate of return it also defines the sales or 

rental prices of the completed project, establishes a budget 

to guide the developer and eventually plays an important part 

in determining the amount of mortgage financing that will be 

provided for the project. 

Although this feasibility study can be made in a few minutes 

once the required data is assembled, it should be remembered 

1. Farrell, Paul B. Jr., "Architect as Developer, 
P r og re s sive Architecture , May, 1970, 87. 
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that it will only be as accurate as the data and rules of thumb 

used and as such, should serve only as a preliminary analysis 

which will be reviewed and finalized by a competent mortgage 

banker at a later date. 

SOURCES OF DATA 

Whereas some projects will justify in depth socioeconomic 

studies and expensive market analysis to confirm the nature 

and extent of the market to which they will appeal, others 

may require only a review of the developers past successful 

experiences and a brief investigation into information that 

may be■immediate1y gained from his competitors. One way or 

another however, the developer must gain enough insight to 

guide him in assessing the rent and income estimates neces¬ 

sary to accurately analyze the various aspects of the improve¬ 

ments to be made. 

In addition to the developer's own files, data can also be 

obtained from the trade associations and their journals, local 

mortgage bankers, real estate brokers, property managers, 

market analysts, and the various sources they may recommend. 

THE MORTGAGE PACKAGE 

When the preliminary data has been written up, and the economic 

analysis finalized, they can be combined with the architects 

plans to make up a relatively thorough "Mortgage package." 

Items most likely to be included in a mortgage application 



THE DEVELOPMENT PROCESS 53 

submitted to a mortgage lender are: 

(a) Description of Owners and Sponsors 

1. Experience 
2. Credit Reports 
3. Financial Statements 
k. Equity S o u r c e s 

(b) Description of Builder 

l. Experience 
2. Copies of Construction Contracts 
3. Estimated Completion Date 

(c) Description of Consultants 

1. Identification 
2. Experience 

(d) Project Description 

1. Location 
2. Acreage 
3. Net Usable Space 
k. Gross Area 
5. Space Use 

(e) Plot Plan 

l. Survey and Dimensions 
2. T opog ra phy 
3- Soil Borings 
k. Zoning 
5. Building Restrictions 
6. Building Outline and Gross Area 
7* Parking Lots and Stalls 

(f) Plans and Elevations 

l. Typical Floor P.lans 
2. Unit Plans per Building 
3-Common or Utility Buildings 

(g) Cost Analysis 

1. Cost Estimates 
a . L a n d 
b. Fees 
c. Financing 

2. Cost Breakdown of Materials and Labor 
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(h) Lease Schedule 

1 . Ren t Estimate 
2. Lease Terms 
3. Description of Lessee 
4. Tenant Expenses 
5. Copies of Executed Leases 

(i) Income and Expenses 

1. Estimate of Total Project Income 
2. Estimate of Total Expenses 
3. Net Income Available for Debt Service 

(j) Land Acquisit ? on 

1. Copies of Land Contract, Deed or Option 

(k) Competition 

1. Competing Land Uses 
2. Area Map 
3. Prevailing Rent Structures 
4. Tenant Characteristics 
5. Parking Facilities 

(l) Market Feasibility Report 

1. By Independent Analyst 
2. Selected by Lender 

Professional quality and precise organization of the material 

may provide an attractive and accurate looking presentation 

for promotion of the project and submittal to a lender who 

can provide a long-term mortgage commitment. Credibility is 

important, so it is essential that the material presented is 

basically accurate. As cost and income projections are merely 

conjectural, it is not until the lender accepts and confirms 

them as adequate justification for a loan commitment to the 

project, that the project is truly on its way to becoming a 

physica1 reality. 
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THE PERMANENT COMMITMENT 

On submittal of the mortgage package by the mortgage banker, a 

mortgage broker, or in some cases by the developer himself, 

the lender will examine the information, run a comparative 

economic analysis, and determine the extent of funds he may 

commit based on the economic value of the project. If he 

likes what he sees, and funds for this type of investment are 

available, negotiations may be started for arriving at an 

agreeable loan commitment for the project. 

If an agreement can be reached, the lender will issue a written 

commitment to provide permanent financing for the project that 

will be honored on completion of the building subject to the 

practical and legal conditions spelled out in the agreement. 

"Very few permanent loans on income producing projects are 

not actually taken through to comp 1 e t i on . ^ The fact that the 

lender, who commits the greater portion of the financing for 

the project, also believes that the project is feasible pro¬ 

vides a significant confirmation of the basic feasibility of 

the project as a potential economic success. For this reason, 

the developer has overcome a major obstacle in the process of 

bringing the project into reality, and will normally find the 

value of the venture is suddenly enhanced and the risk signifi¬ 

cantly reduced. Even though the eventual cost of the construction 

1. S e1din , Maury, and Richard H. S w e s nik , Re al Estate !nvestme n t 

Strategy , Wiley-Interscience, New York, 1370, 53. 
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and the accuracy of the income projections are unproven, 

the project now may begin to take on an air of physical reality. 

When the developer agrees to accept the permanent commitment, 

he must pay a standby fee of 1 to 1-1/2% of the permanent 

loan commitment. It may be necessary for this fee to be 

forfeited if construction on the project is not began within 

a specified time, if the project is not completed within a 

specified period, or if the developer elects not to take out 

the permanent loan as agreed upon. However if the developer 

does intend to take out the commitment, the standby fee pro¬ 

vides sufficient incentive to encourage him to maintain the 

momentum necessary to bring the project to completion. 

INTERIM FINANCING 

Having obtained the permanent commitment, the developer may 

then approach a short term lender to obtain the interim' of 

construction financing needed for actual development of the 

project. The interim lender looks to the permanent commitment 

as a guarantee that the cumulative investment made in the pro¬ 

ject will be repaid by the permanent lender upon completion 

of the project. These funds are advanced periodically as the 

construction progresses, and may be used to pay contractors, 

subcontractors, professional fees, land costs, property taxes, 

interest charges, and other project costs that come due during 

the construction period. 
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Prior to disbursing any construction funds the interim lender 

will sign a contract with the 'builder of the project and re¬ 

quire that the interim loan agreement be legally recorded. 

The recordation gives the interim lender a lien on the project 

which acts as security for repayment of the debt. To confirm 

the priority of his lien, the interim lender will want to as¬ 

certain that absolutely no work has been done on the site prior 

to the recording. This is to assure that no existing liens, 

mechanics or otherwise, place an encumbrance on the property 

ahead of that held by the interim lender. 

From this point on, the project will primarily be self financ¬ 

ing. Quite often the first draw on the construction funds will 

be sufficient to cover the costs of the land on which the pro¬ 

ject is to be built. If so, the developer will be able to re¬ 

capture a significant portion of his equity investment and 

thereby greatly enhance the leverage benefits through which 

much of his profit will be realized. 

The builder will have given the lender relative assurance that 

progress will continue on the job through the posting of per¬ 

formance or completion bonds purchased from a bonding company, 

for around \% of the estimated cost of the building. In some 

cases the builders personal signature will suffice if his 

personal assets are sizable. Thus, the builder too has made 

a financial commitment that further assures the building will 

be completed. This is essentia! to the interim lender, because 
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an incompleted project is expensive to hold and produces no 

income while delays wi11•steadi1y increase construction costs. 

TAKE OUT 

Once construction has been completed, and all conditions of the 

commitment agreement have been met, the permanent loan will be 

"taken out," the interim lender paid off, and repayment of the 

permanent loan begins. From here on, the economic analysis 

of the developer will be tested. If the developer and his 

development team were right, he and his co-investors may 

possibly make a highly lucrative return on their investment. 

If no t, t h 0 o r o j e c t rn o y b 0 c o m 0 sn 0 c o n o rn ? c c 3 s u 3 1 t y r 0 s u I t I n 5 

in foreclosure and loss of ownership. 

By the time a developer has completed a project he will have 

put in a number of months or even years from the day he first 

negotiated for the land until the project is fully occupied. 

If he is lucky, he will have made an annual return of 20% to 

30!& for his efforts and investments. In the meantime, he will 

have contributed a great deal of "sweat" equity in the form 

of promotions, negotiations, and collaboration with the various 

individuals involved in the development process. "The creation 

of a sound parcel of revenue-producing rea1 estate is .... not 

only the result of a proper combination of ownership, real 

estate, engineering and architectural abilities directed to¬ 

ward the acquisition of the land and the designing and construe 

tion of effective imp rovemen ts on it. In addition, a whole 
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series of decisions founded on experience in real estate 

leasing, financing and management must be made in such a way 

as to produce effective compromise within the very narrow 

limits that mean profit rather than loss. 

TOTAL COST 

The ability of the developer to control the design and total 

cost of a development project will ultimately determine the 

rate of return that will be forthcoming for the equity partici¬ 

pants time and investment. To successfully effectuate the 

necessary control the developer must understand the impact of 

individual cost elements on the total cost of the project. The 

impact of time must also be considered. 

The total cost of a development project is determined by a 

combination of capital cost and future cost. Capital cost 

includes land cost, construction cost, design fees and carry¬ 

ing charges. Future cost include operating cost, real estate 

taxes, and financing. The time at which these cost occur 

must be considered when comparing them. As the value of a 

dollar received today is worth more than one received tomor¬ 

row, due to continuing inflation and increased interest rates, 

values must be converted to their present worth if a correct 

comparison of cost is to be made. "The formulas relating 

1. Smith, Larry, "Principles of Feasibility for Revenue-Producing 
Real Estate," Comprehensive Architectura1 Services, American 
Institute of Architects, McGraw Hill, New Yo r1965, 153. 
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present worth and future v/orth can be found in texts on in¬ 

vestment practice. Time value of money tables have been 

formed from these formulas. 

To demonstrate the realtionship of various cost to total cost of 

a project an analysis of a typical twenty-one story Manhatten 

apartment house containing 160 luxury units was made and is 

included bel o\v. All values have been converted to the present 

worth to avoid distorition of the actual relationship of the 

individual elements. 

OPERATING 
EXPENSES 

REAL ESTATE 
TAXES 

DESIGN FEE 

CARRYING 
CHARGES 

LAND COSTS 

CONTRACTOR 

CLEvATOR 
PLUMBING 
ELECTRICAL • 
KV AC. 

STRUCTURAL 

ARCHITECTURAL 

CONSTRUCTION COSTS CAPITAL COSTS TOTAL COSTS 

CONSTRUCTION COSTS IN PERSPECTIVE 

J. Steyert, Richard D., “Architectural Economics: The Concept of 
Total Cost,11 Architectural Record , October, 1970, 82. 

2. IBID., 82. 
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Construction cost has a much smaller impact on the total cost 

than most design professionals would normally expect. It is 

for this reason that redesign and technological breakthroughs 

fail to significantly affect cost of a project to the ultimate 

consumer. "V/h i 1 e technological construction breakthroughs will 

be forthcoming, it will be discerned that a comprehensive system 

approach is necessary because only 33 percent of the cost in 

housing is in the building and utilities while 43 percent is in 

financing and 25 percent in land and taxes. All must be rationa¬ 

lized -- a 20 percent cut in building cost, about the maximum 

reduction to be expected, only reduces the consumer's total 

cost 12 percent (7 percent in construction, 5 percent in 

financing) 

CONSTRUCTION DELAYS 

The time required to carry out the construction of a project 

can have a significant impact on the total cost. "The length 

of time required for construction of an office or other 

speculative building, often has a substantial effect on the 

amount of necessary equity money; a lengthy construction period 

will reduce the return on equity investment and may even force 

the investor out of the project." Where excessive delays do 

1. "What the Future Offers and Demands," AIA Journal , 
November, 1969, 41. 

2. Farrell, Paul, B., Jr., "The High Cost of Construction 
Delays," Progressive Architecture, November, 1969, M 6. 
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increase cost, the additional money required must come either 

from the completed project or the various equity investors 

themselves. In either case, the rate of return on the initial 

investment is reduced. For this reason, delaying a project for 

any purpose is an expensive undertaking. Delays mean cost 

increase through inflation and rent lost due to postponement 

of completion and occupancy. 

For the past few years, construction cost have gone up from 

1/2% to 1% per month. Therefore, any advantage that might 

occur through lower interest or savings through redesign will 

normally be more than offset by inflation. "In fact, it can 

be shown that a one month delay can be justified only if the 

developer is absolutely certain that interest rates will drop 

a minimum of one percent."' 

A delay of one month also means a permanent loss of about 10% 

of the annual income from the property. When combined with 

inflation, taxes, and carrying cost, this may represent a 

significant amount of additional equity that must be forth¬ 

coming if the project is to be completed. As the mortgage 

available for a project is based on the economic value rather 

than construction cost, such increases will likely come from 

equity rather than debt funds. 

1. Farrell, Paul B., Jr. "Ten Rules from Profits in Land 
Development," Progressive Architecture, March, 1971 , 88. 
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To demonstrate the impact of construction timing on the equity 

requirements of a project, the example of the Urban Office 

Building can be analyzed. 

As indicated in the Feasibility Study, the gross income of the 

project will be $1,660,000 after a 2 k month assumed construction 

period is over. As annual operating expenses and vacancy 

allowances will represent k0% or $660,000 of this amount, the 

remaining annual net income that can be expected will be 

$1,000,000. A tabulation of the financing for the project 

if the full 2k months is required for construction is as fol¬ 

lows: 

URBAN OFFICE BUILDING 
FINANCING TABLE 

PROJECT COST 

Structures $6,Ho,000 
Site Improvements 500,000 
Persona 1\v 
Land 

197,500 
250,000 

Fees, Insurance, Taxes 650,000 
$8,037,500 

INTERIM FINANCING 

Mortgage Banker at 2.5% $ 187,500 
Loan Discoun t a t 3% 225,000 
Construction Interest 750,000 

• $1,162,500 

TOTAL INVESTMENT $9,200,000 

SOURCE OF FUNDS 

Loan Receipts $7,500,000 
Equity 1,700,000 

$9,200,000 TOTAL FINANCING 
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Equity financing equaling $1,700,000 is thus required. However, 

if the construction period can be reduced by a six month period, 

the sources of funds for the project would be as follows: 

SOURCES OF FUNDS 

Loan Receipts $7,500,000 
Net income (6 months) 500,000 
Equity 1,200,000 

$9,200,000' 

Thus, for each six months the construction period can be re¬ 

duced, net income received will offset the equity requirements 

by $500,000. On the other hand, every six months the construc¬ 

tion period is extended beyond the projected 2 k monchs, net 

income of $500,000 will be lost, and the equity requirements 

will go up correspondingly. Actually, due to additional costs 

of extending or supplementing interim financing, the incremental 

increase may be even more. The impact of time on equity require 

ments may be summarized as follows: 

SUMMARY FOR FINANCING 

Time in construction Net Income Equity I nves ted 

30 months 
2k months 
18 months 
i2 mon t hs 

6 months 

$ -0- 

$ -0- 
$ 500,000 
$1 ,000,000 
$1 ,500,000 

$2,200,000 
$1 ,700,000 
$ 1 ,200,000 
$ 700,000 
$ 200,000 

In this example, the money required by the equity investors 

can be reduced by 85% if the time to occupancy can be reduced 

from 2k months to 6 months. Once the project is operational, 

the cash flow will be the same regardless of the amount, of 

equity that was originally invested. Obviously, the owners 
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would prefer to realize their return on the least amount of 

equity investment possible. As can be seen, timing is a vital 

factor that must be controlled if investment goals of the 

owners of an investment real estate project are to be fulfilled. 

CREATIVE FINANCING 

A great deal of latitude exist for establishing the financial 

parameters within which a proposed development project can be 

effectuated. A variety of techniques can be employed to struc¬ 

ture the financial package for financing o r refinancin g a package 

which allow the investor to direct and control where, how and 

when rijs investment return wi i 1 materialize. As such, the 

rate of return on the equity investment may be directly affected 

by the crestiveness of those responsible for the financing, 

refinancing and eventual liquidation of the property. 

CONCLUS ION 

Financial arrangements, tax considerations, and legal implica¬ 

tions form a complex network of interrelated parameters that 

will eventually be the deciding factor in determining the de¬ 

gree of success that the project will attain. As such, it is 

essential that these elements be explored in depth and their 

implications fully tested if the project is to accomplish the 

investment goals of those who support and perpetuate the 

development process. 



SECTION TWO: PROJECT FUND ING 



REAL ESTATE FINANCING 

"Historically, real estate development has been an entrepreneu¬ 

rial business heavily dependent on borrowed capital."^ The 

details of financing every real estate development project are 

unique, but certain basic .types of financing are inherent to 

most income producing rea1 estate properties. The primary 

categories of financing include: 

(1) Equity Financing 

(2) Land Financing 

(3) Permanent Financing 

(^») Interim or Construction Financing 

(5) Special Financing 

Equity Financlng is capital provided by the owners of a real 

1. Farrell, Paul B., Jr., "The Architect as Developer," 
Progressive Architecture, May, 1970, 93. 
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estate development project. Representing the difference be¬ 

tween debt financing and.total project cost, it allows the 

investor-owner to maintain control of a project with a limited 

amount of investment commitment. 

Land Financing provides funds for the purchase of raw or im¬ 

proved acreage for development purposes. It is normally pro¬ 

vided by the landowner-seller, private investors, or to a 

lesser degree, institutional lenders. 

Permanen t Financing, provided by long-term institutional 

lenders, makes it possible to fund major scale capital improve¬ 

ments by extending the repayment period over an extended span 

of time. Although advanced only after a project is completed, 

a commitment from the lender that permanent funding will be 

Forthcoming, is sufficient collateral for securing the necessary 

construction funds for effectuation of the project. 

Interim or Construction Financing provides funds for the 

actual development and construction of the improvements on 

the land. it is normally provided by a short-term institu¬ 

tional lender who looks to the permanent commitment for 

assurance that his investment will be returned once construc¬ 

tion of the project is completed. 

Special Financing, including Standby, Gap, and Combined 

financing, provides additional funding in unique situations 

■where it is necessary to supplement or supplant other types 
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of financing. 

Conditions of all of these financing arrangements are negotiabl 

between the lender and the borrower. For each project the 

financing package must be tailored to accommodate the special 

considerations inherent to that particular investment involve¬ 

ment. However, a general analysis of the various factors that 

must be considered will provide an understanding of the para¬ 

meters within which the elements of development financing may 

be organized. 



EQUITY FINANCING 

I NTRODUCTION 

Almost all real estate development projects undertaker; under 

the conditions of today's money market will require the use 

of both equity and debt financing to some degree. Debt capi¬ 

tal is money borrowed at a fixed rate of return for a certain 

number of years. As security for the investment, the lender 

w i 1 1 normally hold a mortgage giving him a lien against the 

property and improvements. Equity capital is the investment 

of the owners and represents the difference between the borrow¬ 

ed debt and the total project cost. Which type of funds should 

be obtained first will vary with the project and the reputation 

of the developer who is promoting the venture. 

A proven developer with established financing connections may 

find it advantageous to obtain a commitment for permanent 
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financing prior to seeking equity investors. A feasibility 

study showing that the project is economically attractive and 

an indication that equity funds v/ill be forthcoming is all 

that may be required to obtain the commitment, when viewed by 

the lender in the light of the developer's past accomplishments. 

The ability to acquire such a commitment places the developer 

with a "track record" at a distinct advantage over his less 

established contemporaries. He is able to significantly reduce 

his own front end cost and, using the permanent commitment as 

an indication of the soundness of the project, to effectively 

attract additional equity capital for a much smaller piece of 

the action than would otherwise be necessary. In some cases, 

a developer in such a position may be able to "mortgage out," 

allowing him to work totally with borrowed money while retaining 

full ownership of the project. 

The nature of real estate development is such that it is often 

impossible or uneconomical to finalize all elements before 

proceeding to the next step. Because of this there are more 

uncertainties involved and more risk existing at the earlier 

stages of project development. The inevitable result is that 

equity investors demand a greater degree of participation if 

brought into the picture at the earliest stages. It is there¬ 

fore, advisable for the developer to acquire equity partners 

only when absolutely necessary as a means of continuing the 

project. If a project is a sound one, risking a limited amount 
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of one's own capital and credit should not offer an unreason¬ 

able burden to the developer. 
r 

An individual who has not yet had sufficient experience to 

establish an acceptable "track record" may find it difficult 

to put together both equity and debt financing for his early 

ventures. "It is often said that investors are quick to lend 

to anyone who does not need the money (such as a recognized 

developer with an excellent credit rating).For those who 

find themselves in this position the only thing to do is plan 

a highly attractive project and initiate a hard sell campaign 

to promote the funding required. 

Throughout the development process, the better financed a 

developer is, the better off he will be. "A few dollars in 

the bank will help the builder withstand tenant pressures, 

drive harder bargains with suppliers, hold his land site a 

little longer until he can get better zoning, awa i t a turn 

in the mortgage market for financing, etc."^ The less reserve 

the developer has to call upon, the greater the danger that 

he may eventually lose all or part of the control of his pro¬ 

ject. For those who do not possess the required financial 

base, it may be wise to align themselves with someone who does. 

1. Farrell, Paul B., Jr., "The Architect as Developer," 
Progressive Architecture, May, 1970, 93- 

2. Berman, Daniel S., U rba n Renewa1 , Prentice-Hall, Inc., 
Englewood Cliffs, N.J., 1969, 60. 
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SOURCES OF CAPITAL 

Finding investors to share in a soundly planned real estate 

investment, in a good location, and backed by a responsible 

developer is not a difficult task. Two basic forms of equity 

participation are normally available. There are some who 

furnish cash equity and others who provide equity in the form 

of property, services, or special financing arrangements. 

Those in the first group may include friends and relatives, 

clients, business associates and other individuals interested 

in putting their money to work to earn a substantial return. 

Investment, commercial and mortgage bankers often have individ¬ 

ual or corporate investors who seek outlets for their invest¬ 

ment funds. In recent years, major corporations have began 

to use their ability to raise money in the stock market as 

a source of equity and debt capital to be put into real estate 

investments. Bonds and syndicates may also provide group funds 

for equity investments. The developer's own sources of cash, 

including earnings from other projects or business activities, 

should also not be overlooked. 

Those providing noncash funds may include the landowner, pro¬ 

fessional participants in the project and/or mortgage lenders. 

Landowners may elect to take equity interest or property. 

Architects, lawyers, contractors, and real estate brokers may 

accept participation in a project in lieu of their professional 

fees. When combined with the cost of the land, these fees will 
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often represent the total equity required for the development. 

In recent years, various creative financing arrangements which 

provide 100 percent financing of a project in return for an 

equity kicker for the lender have become commonplace. 

Where noncash equity is provided it is important that the 

degree of participation permitted properly reflects the value 

of the property offered or services contributed and the degree 

of risk commensurate with the time of involvement. In many 

cases, the fee for professional services is contingent upon 

actual realization of the project. Unlike the landowner, 

whose land appreciates from planning and publicity whether or 

not the project is effectuated, the professional incurs the 

risk that his fee will not materialize if the project proves 

infeasible, plus the risk related to loss of future work. 

The valuation of services should therefore be based on both 

the customary compensation for the service and an additional 

amount adequate to offset the degree of risk incurred. For 

protection, the professional should insist on a written com¬ 

mitment for such participation before providing the service. 

The developer's own contribution to the project must also be 

recognized as equity investment. Proper evaluation of his 

skills and their residual impact in causing the land to appre¬ 

ciate must be carefully weighed if their proper value is to be 

allocated. Overpricing of this contribution will make it 
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difficult to attract additional cash investors whereas under- 

pricing will mean too little return for the risk incurred. 

DEBT TO EQUITY RATIO 

In addition to the various sources of equity funds, the developer 

should give adequate attention to achieving the proper debt to 

equity balance for a project. Too much equity means loss of 

leverage for his investment; too little may mean overfinancing 

v/h i ch v/i 1 1 increase debt service to the point that the project 

becomes unnecessarily risky. The goals of equity and debt in¬ 

vestors are in contradiction as to what this balance should be. 

Equity participants desire to reduce their liability, especially 

toward the mortgage debt, whereas lenders seek to secure personal 

liability for the loan from all equity owners involved in the 

project. 

The developer may resolve this by predeterming the amount of 

equity and debt financing required, providing evidence to 

justify the size of the loan sought, and devising an ownership 

agreement tailored to the specific needs of the equity inves~ 

tors involved. 

RETURN ON INVESTMENT 

"Cash investors typically seek a combination of four types of 

return on their investment. These return types are as follows: 

"1) Cash income from operations, typically paid 
annually, quarterly, or monthly. 



EQUITY FINANCING 75 

112) Tax shelter, i.e., the ability to deduct losses 
from personal income taxes. 

"3) Value appreciation realized from refinancing; to 
cash out tax free equity buildup and appreciation 
in va1ue . . . 

lik) Value appreciation realized from selling the 
project. Gain on sale is usually eligible for 
long-term gain treatment.1 11' 

A preliminary estimate of the equity investor's annual rate 

of return can be otained using the following formulae: 

(1) Net Income: NI - GR - (E +V) 

To determine Net Income compute Gross Rents and subtract 
annual operating Expenses and an allowance for Vacancies 
(Both operating expenses and vacancies can be calculated 
as a percentage of gross income.) 

(2) Cash Flow Before Taxes: CFBT = Nl - DS 

To determine Cash Flow Before Taxes, substract from 
the available Net income the required Debt S e rvice. 

(3 ) Taxable i ncome : TI=NI-(D+I) 

To determine Taxab1e Income, substract from the Net 
Income the allowable annual Depreciation and the amount 
of I n t e r e s t paid annually on the mortgage. 

(k) Tax or Tex Benefit: T = Tl x TR 

To determine Tax (positive) or Tax Benefit (negative 
tax), multiply Taxable Income by the Tax Rate of the 
equity holder(s7^ 

1. Farrell, Paul B., Jr., and Carl J. Tschappat, "Project 
Financing for the Architect." The Sys terns App roach 
to Architectura1 Planning, Syndication, and Finance, 
2 . Rea 1 E s ta te Development and Syndication, Louisiana 
AT’chTTects Association, July 15, 1971, 47* 
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(5) Cash FIow After Taxes : CFAT = CFBT - T 

To determine Cash Flow After Taxes, determine Cash 
Flow Before Taxes and subtract the computed Tax 
or add the computed Tax Senefit. 

(6) Cash Rate of Return: CROR = CFAT 
E 

To determine annual Cash Rate of Return divide Cash 
Flow After Taxes by the amount of Eau ity. 

(7) Total Rate of Return: TROR = C FAT AM + AP 
p 

To determine Total Rate of Return (cash and noncash) 
add Cash Flow After Taxes to the Amortization portion 
of annual debt service and the amount of estimated 
App rec ? a tion and then divide by the amount of Equity. 

To deomonstrate the calculation of the equity investor's annual 

rate of return, the example of the Urban Office Building can 

beanalyzed. ^ 

As indicated in the Feasibility Study, the annual net income 

will be $1,000,000 and the debt service required is $660,000 

per year. For convenience, it will be assumed that ownership 

is by one individual who is in a 50% income tax bracket. As 

the project is an office building, the 150% declining balance, 

method of depreciation will be used. For the office building, 

based on an economic value of $10,000,000, the depreciation 

allowance for the first year was calculated as $375,000. The 

return on equity for the first year may be calculated as follows 

PROJECTED RETURN ON EQUITY 
URBAN OFF I CE BIJ I LD I NG 

(1) Determine Net Income: 
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(2) 

(3) 

(4) 

(5) 

(6) 

Gross Annual Rent = $1 ,660,000 

Total Expenses ss 660,000 

Net 1 ncome ss $1 ,660,000 - $660,000 
S3 $1 ,000,000 

Determine Cash Flow Before Taxes : ' 

Net Income =5 $ 1 ,000,000 

Debt Service = 660,000 

Cash Flow Before Taxes ss $ 1 ,000,000 - $660,000 
ss $ 340,000 

Determine Taxable Income: 

Net 1ncome - $ 1 ,000,000 

Depreciation •-= 375,000 

1n te res t at 8.St r? 637,500 

Taxable Income sc $1 .000,000 - $ I 0i,250 
= $ 1,250 (Tax Loss) 

Determine Amount of Tax: 

Tax Loss = $ 1,250 

Tax Rate = 50% 

Tax Benefit S3 $ 1 ,250 x 50?o 
=3 $ 625 

Determine Cash Flow After Taxes : 

Cash Flow Before Taxes = $ 340,000 

Computed Tax Benefit 3= $ 625 

Cash FIow After Taxes S3 $ 340,000 + $625 
33 $' 340,625 

Cash Rate of Return: 

Cash F1ow After Taxes = $ 340,625 

Equity Amoun t = $ 1 ,700,000 

Cash Rate of Return 3S $ 340,625 ! $1 ,700,000 
3= 20.0% 
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(7) Total Rate of Return : 

Cash Flow After Taxes 

Amo r tiza tion 

App reciation at 2% 

Equity 

Total Rate of Return 

$ 3*10,625 

$ 66,000 

$ 200,000 

$1 ,700,000 

$ 593,000 / $1,700,000 

"The skill in dealing with equity investors lies in the ability 

to develop the proper balance of cash income, financing proceeds, 

tax write offs, and the risk of Liability."' The developer should 

therefore emphasize those features most attractive to the parti¬ 

cular type of investor he is approaching for equicy funds. 6y 

fractioning off the separate values of a property and structuring 

his offerings in price ranges within the financial capability 

of individual investors, he may secure maximum equity partici¬ 

pation without difficulty. 

SPECIAL CONSIDERATIONS 

When securing equity capital the developer must also keep in 

mind the demands of the mortgage lenders with whom he is dealing. 

Special attention should be given to the equity offerings 

impact on land financing, cost over-runs, equity split and 

1. Farrell, Paul 8., Jr., and Carl T. Tschappat, "Project 
Financing for the Architect," The Systems Approach to 
Arch it e c tu_r a_l_ Planning , Sy nd i cation , and Finance, 2. Real 
Estate Seve1 opment and Syndication, Louisiana Architects 

Association, July 15, 1971, *, 7 • 



EQUITY FINANCING 79 

future distributions of income. 

A determination must be made as to who'will purchase and 

eventually own the land. By purchasing the land himself, 

the developer may then lease it to the investment group and 

thus allow them to use the rent deductions as a tax shelter. 

The developer owns a nondepreciable asset, but receives the 

rent payments to provide a return for his investment. 

If construction costs exceed the amount of equity and debt 

funds initially available, additional capital must be pro¬ 

vided if the project is to be completed. On the other hand, 

when the permanent loan is closed, there may be funds in 

excess of those required for development. It is important 

to define clearly what action will be taken in either event. 

There are several approaches common 1y used to a ccommoda te 

these potential problem areas. 

In some cases, the developer may assume the over-run risk 

himself, on the condition that he will receive all cash not 

expended on construction. Another arrangement permits the 

developer to assess all equity participants for cost over¬ 

runs and in turn split, on a pro rata basis, all construction 

loan cash not spent. A final solution would be for the 

developer to set up a cost over-run loan from his own funds 

to be repaid from future cash flows. By predetermining 

whether these techniques, or variations of them will be used, 

misunderstandings between the developer and project investors 
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can be p reven ted. 

The method adopted for equity split used can be especially 

important to the investor who receives a share of a project 

for which he offers services in lieu of cash. To reduce the 

possibility of a tax liability resulting from such an acquisi¬ 

tion, extreme care must be used in determining the percentage 

ownership permitted for the developer's services. If the pro¬ 

ject is tax shelter oriented, the developer will undoubtedly 

take the greatest portion of his share in fees and rents which 

are tax deductible items, leaving a small cash flow and large 

tax deductions for the equity investors. Where cash flow 

receives emphasis, the developer might reduce the amount paid 

in fees, forgo receiving rents, and take a high percentage of 

ownership instead. 

The distribution of proceeds from refinancing and future sales 

will normally be done on a pro rata basis according to owner¬ 

ship. if tax shelter is the primary interest of equity inves¬ 

tors, the developer may maintain the bulk of such income for 

himself. 

RISK 

Experienced developers normally try to avoid bringing in 

additional equity investors until absolutely necessary. As 

equity investors entering the picture at the early stages of 

the project will require a larger percentage of participa- 
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tion in return for their capital, the developer will be able 

to retain greater control and eventual return if he uses his 

own credit whenever possible. As the project progresses, the 

risk is reduced and those coming into the deal have less 

justification for being so demanding. The original investors 

who take the risk of getting the mortgage commitment, options, 

surveys, zoning changes and other costs deserve to receive a 

greater percentage of the projects profits. 

When the developer shields cash investors for personal liability 

in his offerings, he should receive more cash for each share 

of the project than would otherwise be required. In addition, 

to designing the investment package to meet the needs of individ¬ 

ual investors, the deve1 oper shou1d select the type of ownership 

vehicle that will properly pass through the degree of liability 

and tax shelter desired by the investors. 

A proper balance assures that both developer and investor will 

receive a fair portion of the returns commensurate with the 

risk they assume. "The proper balance depends upon project 

merits, the investor contacts established by the developer, 

and his negotiating ability."' 

1. Farrell, Paul B., Jr., and Carl T. Tschappat, "Project 
Financing for the Architect," The Systems Approach to 
Archi tec, tural Planning, Syndication, and Finance, 2. Real 
F. s t a t e Devel opment and Syndication , Louisiana Archi t e'ct s 
Association, July 15, 1971, ^9- 
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CONCLUSION 

The developer must provide not only the professional skills 

required to bring about the development, but also must be 

capable of serving as coordinator of both the equity and debt 

financing groups. In addition to maintaining a general over¬ 

view of the entire process, he must also have an understanding 

of a number of highly specialized elements of the whole. 



LAND FINANCING 

j NTRODU CT I ON 

The availability of adequate land in a favorable location is 

a key element for initiation of the development process. 

Whether sought to satisfy a predetermined land use or acquired 

prior to a determination of its eventual use, land is essential 

if development is to take place. 

Location is the primary consideration in selecting a site for 

development purposes. It is the location of a project and 

the arrangement of specific uses within the parameters of the 

development that will ultimately determine the degree of suc¬ 

cess it will attain. A unique quality of land is that no two 

parcels will be absolutely identical. Even adjacent parcels 

of similar size will have different values depending primarily 

on the potential for improvement individually inherent to each 
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of them. It is such individuality that creates competitive 

real estate values. 

An experienced developer will be sufficiently familiar with 

the community in which he operates to know the general rental 

market and the general cost required to develop. Using past 

experience and rules of thumb it is not difficult for him to 

recognize what areas in the community will contain the market 

to which he wishes to appeal. He can then approach a few 

commercial real estate brokers, indicate the approximate price 

he is willing to pay for land, and request that they find 

sites which are suitable to his goals. 

SITE ACQUISITION 

"The acquisition of land for development is a complex business 

transaction requiring more than a surface knowledge of land 

use regulations, mortgage financing, building cost, designs 

and real estate markets.For this reason, an experienced, 

full time developer is at a distinct advantage over less 

experienced or,part time entrepreneurs who also seek land 

for development purposes. Properly identifying, collecting, 

and analyzing the facts required to acquire a choice parcel 

of land is a difficult task. 

1. Seldin, Maury, and Richard B. Swesnik, Real Estate 
Investment Strategy, Wiley-Interscience, New York, 1970, kS - 



LAND FINANCING 85 

This difficulty is further accentuated by the reluctance of 

many top-flight real estate brokers to deal with anyone other 

than full time entrepreneurs. Such reluctance of the realtor 

is not entirely without justification. A full time developer 

must maintain an adequate supply of land if he is to stay in 

business. As such, it is inevitable that he will eventually 

make the necessary land purchases. Further, to sustain an 

adequate land inventory, the professional developer will 

normally be willing to pay the going price for a property with¬ 

out endless bargaining or delay. In fact, his working knowl¬ 

edge of land values may make him suspicious if land prices 

prove to be significantly lower than those seemingly proper 

for the current market. Good land is not cheap, and such 

developers are more interested in finding land they can do 

something with than acquiring what to the novice would appear 

to be a bargain. 

A site which is off the beaten path, or not yet ripe for 

development, may eventually cost the developer more than 

the amount saved through the original purchase. "The wise 

builder pays top dollar for his land because experience has 

taught him that a saving of 25% on land cost cuts the final 

cost of the project by 5% or less.This is true because 

1. Berman, Daniel S., U r ba n Renewa 1 , Prentice-Hall, Inc., 
Englewood Cliffs, M.J., 1969 , 6o . 
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the land cost will not normally exceed 20% of the total 

development cost. 

In any event, the capacity of a desirable site to yield a 

larger loan amount will probably mean the excess cost will 

come primarily out of the mortgage proceeds granted. If a 

less desirable site is purchased, the financing ratio may 

not be as high and the time loss in achieving a full occupancy 

of the project will undoubtedly mean the revenue lost will 

come out of the pocket of the developer. 

The inherent value of a site which has the ability to "romance" 

the lenders and attract tenants should not be overlooked. At 

the other extreme, pay i n g ~a--p r i ce that is out of line with the 

proposed land use and upsetting to the proposed economic analys 

of the project can be equally damaging to a project. No matter 

how attractive a location is, or how well designed the improve¬ 

ments on it, if the bottom line figures on the account sheet 

are not acceptable, the project may be doomed to failure. 

The broker dealing with full time, professional land developers 

need only be concerned with matching the desire of the entre¬ 

preneur for land with the requirements of a landowner in order 

to make a sale. On the other hand, a part time investor is 

not under pressure to make a purchase and may tie up the broker 

for an indefinite period without any assurance that a sale will 

take place at all. As it is the landowner, that usually pays 
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the commission to the broker for arranging a sale, spending 

time with investors who are not obligated by financial neces¬ 

sity to buy, may very likely prove, to be an unprofitable under- 

ta king. 

Occasionally, real estate brokers will approach established 

developers with offering of !,des i rab 1 e" land sites whether 

requested to do so or not. Such offers give a developer con¬ 

stant exposure to available sites in his community that may 

prove useful in the future even if they are not suitable for 

use in his current projects. 

Regardless of who initiates tiie land search, the developer 

must choose that parcel or parcels he considers in the best 

available location for his project and then proceed to gain 

control of the land. Once control of the land has been gained 

by a developer, he then has valuable collateral that may be 

used to obtain financing for his development project. 

SOURCES OF FINANCING 

Land investment is a high leverage business primarily dependent 

on the security of the land to offset the risk incurred. "The 

purchase of land is rarely financed by the traditional institu¬ 

tional lenders - life insurance companies, savings and loan 

associations, savings banks, and commercial banks. However, 

other institutional lenders and some private lenders that are 

part of the development process occasionally make land 
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loans." There are four basic sources for financing raw land: 

(1) Direct loans from banks and saving and loan associations. 

(2) Mortgage bankers or mortgage loan correspondents 
representing a lending institution. 

(3) Mortgage brokers who can place a loan with an institu¬ 
tion or private investor. 

(J») The seller-landowner. 

On approaching an institutional lender, the developer may find 

that acceptable financing is not readily available for the pur¬ 

chase of raw acreage. This is primarily because raw land has 

little or no economic value or earning power per se. It is 

the use to which land can be put that determines its economic 

value. Regardless of the development potential of a piece of 

land, until improvements have been made sufficient to establish 

an acceptable economic value, the lender must view investment 

in raw land as a high risk one offering little or no collateral, 

and having virtually no earning power. "In order for land to 

be productive and income yielding it must be combined (improved) 

with capital and labor. 

When lenders do make loans on undeveloped land, they normally 

1. Seldin, Maury, and Richard B. Swesnik, Real Estate 
Investment Strategy., Wi 1 ey-I n te rsc i ence , New York, 
1970, A6.~ 

2. Ring, Alfred A., The Valuation of Real Estate, Prentice- 
Hall, Inc., Englewood_Cl iffs, "N.J. , 1963, 25- 
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limit the amount to around 50% of the land's appraised value 

based on the highest and best use of the property at the time 

of the loan. They also may charge one or more extra discount 

points to offset the highly speculative nature of this type 

investment. 

Such unfavorable terms will normally prevent a developer from 

seeking land acquisition funds from institutional lenders. 

However, if funds are needed to pay off an outstanding purchase 

money mortgage, to overcome other financial difficulties, to 

avoid tying up his own capital in land not yet ripe for develop 

ment, or, where he already owns the property, to obtain working 

capital for construction on the site, he may have no other 

alternative. 

On the few occasions where an institutional lender will make 

a favorable land acquisition loan, it is because he feels such 

involvement will lead to additional financing of a less risky 

nature if the project is carried through. Private investors 

are attracted to this market because of the high return they 

can earn through making such high risk investments. In most 

cases, however, the landowner himself will be able to offer 

the best financing terms as he can retain the land itself as 

collateral. 

The financial arrangement a developer is able to make may be 

a prime determinant in establishing the price he is willing 
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to pay for a parcel of land. He may be more willing to pay 

a top price if he is able to do so with other people's money. 

By using the maximum financing available and obtaining the 

longest purchase mortgage possible, the developer may be able 

to purchase the land with little or no cash outlay on his part. 

"If the ultimate price is high, builders may be able to convince 

sellers that since the builders are going to spend considerable 

funds on plans, architectural specifications and rezoning, all 

benefits which will inure to the seller, even if the builder 

flops, the seller should accept these costs in lieu of cash on 

contract."' 

Where the developer does not require that the land be subordinated 

to a construction loan, the seller may be willing to take as 

little as 5 to 10 percent cash and a long-term purchase money 

mortgage. As he retains the land for security the seller runs 

little risk and will ultimately gain if the developer can get 

him the price he wants for the property. During the process 

of rezoning, financing, and planning the developer may assume 

the processing cost as well as the taxes and carrying charges 

the owner might otherwise have to bear. Once full control of 

the land has been attained by the developer. He will have 

valuable collateral that may be used to obtain additional 

1. Berman, Daniel S., Urban Renewa 1 , Prentice- 
Hall, Inc., Englewood Cliffs, New Jersey, 1969, 
61 . 
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financing. Where the landowner will not subordinate his rights 

to the land to a mortgage lender the construction financing 

may not be sufficient to recapture the developers front end 

cost and thus his capital will remain tied up until the pro¬ 

ject is in operation. 

FINANCING TECHNIQUES 

The financing techniques used to acquire land are extremely 

important to the feasibility of development. All methods 

seek to defer cash outlays for as long as possible and to 

protect the developer from loss should the project not material 

ize. A developer will seek to minimize his downpayment, obtain 

a maximum amount of property release for the downpayment, tie 

up as much land as possible for the least investment, and 

provide for maximum flexibility in future dealings with the 

land. 

By minimizing cash outlay and future obligations he can greatly 

reduce the risk involved at the outset of a project. The 

leverage inherrent to such arrangements is also highly attra- 

tive. The more common methods used to accomplish these goals 

include: 

(1) Land Option 

(2) Deed and Purchase Money Mortgage 

(3) Land Contract 

(4) Joint Venture 
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(5) Ground Leases 

LAND OPTIONS 

Land options, like the properties they secure, will vary greatly 

according to the circumstances and the individuals involved. In 

general, an option gives the holder the right to buy the piece 

of property at any point within a specified time period at a 

predetermined price. The cost of the option will vary, but 

normally represents a very small percent of the total cost of 

the land. 

An option allows a developer to tie up valuable land for a 

definite period of time for a very modest sum. if the zoning, 

financing or other requirements the developer needs fail to 

materialize, he stands only to lose the sums expended to date 

and the amount of the option money rather than a downpayment 

on the land that would undoubtedly be substantially larger. 

By locking in the price of the land the developer stands to 

gain if the property appreciates during the option period. 

An option offers certain tax advantages as well. If the 

option is exercised, the cost is added to the tax basis of 

the property. If not exercised, the option amount may be 

classified as a tax loss used to offset other income. 

When options are granted that extend over a long period of 

time it is not uncommon for the seller to require a clause 

in the contract which allows him to benefit from anticipated 
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appreciation of the property. This may be accomplished by 

requiring the developer to pay additional amounts to keep 

the option open or by periodically escalating the option 

price at prespecified intervals. The developers additional 

cost is offset by the appreciation in the value of the land 

over the extended period. 

Basic variations of the land option include: 

(a) Straight Option 

(b) Declining Credit Option 

(c) Rolling Option 

(d) S taged Option 

(e) Combination Installment Sale and Option 

(f) Speculative Option 

A straight option allows the developer to tie down a piece 

of land for a designated period of time with the right to buy 

at any time during the option period for a specified price. 

If the market price of the land is rising, the price specified 

by 'the option may be higher than the current appraised value 

of similar properties in the area. This actually offers 

little additional risk or cost as the land is expected to 

increase in value anyway. By the time of purchase it may be 

even greater in value than the option price. Under a straight 

option the owner continues to pay all taxes and carrying charge 

and the cost of the option is applied toward the total purchase 
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price on execution. One va ria 11 on of the straight op tion is an 

arrangement where the specified amount to be paid for the prop¬ 

erty goes up each year the option is held and not exercised. 

A dec 1ining credit opt ion calls for a specified payment to be 

made at the outset on an option to be held for a predetermined 

number of years. If the option is exercised during the,first 

year the entire amount is applied toward the purchase of the 

property. For each succeeding year the option is not exercised, 

the option amount applied toward the purchase price is reduced 

by a specific increment. This provides incentive to the develope 

to exercise the option and somewhat accommodates any appreciation 

in the property value that might occur. 

A roll i ng option is normally used to tie up a large tract of 

land that is to be developed in incremental fashion. An option 

is placed on the entire property which is then divided into 

mutually agreeable parcels having the same or individually 

specified purchase prices. The developer may have a free 

choice as to which parcel will be purchased or an order of 

acquisition may be designated. On purchase of the first par¬ 

cel the developer has the choice of paying the designated pur¬ 

chase price in cash or allowing the entire amount paid for the 

option to be applied toward the purchase price. In the latter 

case, use of the option deposit toward the purchase releases the 

option on the remaining parcels. If the full purchase price 

is paid the option is retained and the option deposit is allowed 
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to "roll over" to the remaining parcels. This technique pro¬ 

vides maximum flexibility and minimum commitment for the developer. 

To protect the owner, the price of the parcels purchased first 

will be sufficiently higher to offset the risk the owner takes 

that the developer will develop the choice parcels and then let 

the remaining parcels go. The landowner also stands to gain 

through appreciated values of his remaining property due to 

development of the adjacent ones. 

A staged option provides the developer assurance that he will 

have an adequate supply of land to develop within the period 

of the option, in stages. By purchasing in stages the developer 

can avoid tying up his capital in land which he cannot immediately 

develop. This permits him to use his capital to fully develop 

one portion, and then when his capital is recaptured through 

sales, to proceed to the next. 

Using this technique the landowner will normally get a higher 

price for his property than that possible by an outright sale 

and he also avoids the excessive tax that would occur should 

the income from the sale of the tract have to be reported in one 

year. 

A combination installment sale and option may also be used to 

sell large tracts of land to developers who prefer to develop 

under a staged program. An accurate survey is made to determine 

the quantity of land and a price per acre is established. After 
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the developer signs a contract agreeing to purchase a minimum 

percentage of the total acreage, the land is conveyed to him. 

The land remaining is placed under an option that must be 

exercised according to a mutually agreed upon time schedule. 

In some cases, specu1 ative options are obtained. Where this 

occurs, the would be developer gains control of the property 

then shops around for a buyer at a price higher than that stated 

in the option. He thereby uses leverage to turn his modest 

option cost into a sizable profit. For the sale to qualify 

as capital gains the promoter must be sure it is the option 

he sells rather than the land if the six months holding period 

required by tax regulations is to be satisfied. Where a 

developer does intend to develop the land which he holds an 

option on, he will normally not "commit himself to purchase 

or pay carrying charges on more land than he can anticipate 

using«within the next 18 months or two years."' 

DEED AND PURCHASE MONEY MORTGAGE 

A purchase money mortgage is used if the landowner is willing 

to provide a portion of the financing required to purchase 

his land. A mortgage is an instrument which creates a 

lien upon the property which provides security for repayment 

1. Baker, Michael, "Acquisition, Holding, and Sale of Real 
Estate," Unpublished Paper, 1971 > !• 
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of the loan amount. The normal procedure is for the developer 

to make a downpayment on the land with the balance on the pur¬ 

chase price due at a later date. The owner transfers title 

to the land and receives a purchase money mortgage for the out¬ 

standing amount of the land cost. 

If the land is not sufficient collateral for the loan, a promis 

sory note may be included to further guarantee repayment of the 

loan. A promissory note is a written promise by one person tc 

pay, unconditionally, to another person a certain sum of money 

at a specified time or on demand. In most cases, however, the 

land will offer sufficient collateral for financing by the 

1 andowner-se11er and the developer will thus insist that the 

contract states that the land is the sole security for the 

outstanding loan amount. 

Should the developer become unwilling or unable to continue 

carrying the land, he may default on the contract and walk 

away from the investment without loss beyond the amount of 

his downpayment and whatever fees, time and cost he has ex¬ 

pended up to the date of the default. The 1 andowner-se11er 

must then foreclose to enforce payment of the debt secured 

by the purchase money mortgage. If he chooses to buy in at 

the foreclosure sale he may resume his position as sole owner o 

the land. in addition, he will have realized a profit from the 

developer's downpayment and from the payments on the purchase 

price, and will realize the benefits of any appreciation or 
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improvements that the developer might have made on the property. 

The advantage of a purchase money mortgage to the landowner is 

that it allows him to use the installment or deferred method 

of reporting his gain. Current tax lav/s provide that if the 

seller receives no more than 30% of the sales price in the first 

year of sale, the transaction qualifies as an installment sale 

and the seller is permitted to report his profit year by year 

instead of all in one. year. 

Another reason a landowner might enter into such an arrangement 

is to make it possible for a developer who cannot arrange other 

financing to purchase the property. Whether this is due to a 

tight money market or the risky nature of the project the 

developer has in mind, the seller will normally require a higher 

selling price in addition to the interest he will receive on 

the purchase money mortgage. "In some cases very generous 

provisions may be obtained - a low downpayment, a long term, 

and maybe even subordination of the loan to a long-term first 

mortgage from an institutional lender - but they are usually 

reflected in a higher price than would be paid on an all cash 

basis."1 This additional cost, effectively a form of discounting, 

is acceptable to the developer as it makes it possible for him 

1. Seldin, Maury, and Richard B. Swesnik, Real Estate 
Investment Strategy, Wiley-Interscience, New York, 
'1970, 46'.'" 



LAND FINANCING 99 

to purchase the land with a small cash outlay allowing him to 

obtain greater leverage on his investment. 

If added flexibility can be provided in the purchase-money 

mortgage contract, the value of the property to the developer 

will be enhanced. To enable the developer to sell off or 

develop certain portions of the land as required, an arrange¬ 

ment can be made to permit selected parcels of the. land to be 

released for development or resale upon payment of a propor¬ 

tionate amount of the mortgage principal. Using this partial 

release technique, the proceeds from sale of the developed 

property may be used by the developer to cover the cost of 

carrying the land. The amount of profit possible to the 

developer then depends upon his ability to sell quickly and 

profitably, thereby shortening the time the land must be 

carried and reducing the carrying cost. 

For many years developers were allowed to prepay as much as 

five years of interest payments and then deduct them as 

carrying charges in the intitial year of the purchase. How¬ 

ever, this practice is no longer permissible as current tax 

rulings now permit deductions of only one year's prepaid 

interest per calendar year. Cash flow, however, can be 

increased if the developer can arrange an interest only balloon 

note which provides for payment of interest alone for up to 5 

or 30 years. This allows deferment of principal payments for 

the given period, but calls for full payment of the entire amount 
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when the note comes due. Where this is not possible, a 1ow 

annual constant may be used to reduce the annual payments to an 

acceptable level. Where the low constant is combined with a 

"balloon" agreement, the term of the amortizing mortgage will 

quite often extend beyond the time when the "balloon" payment 

comes due. This reduces the annual payment, but forces the 

developer to make a choice between expensive refinancing and 

an outright sale. 

SECOND LIEN FINANCING 

A purchase money mortgage may also be used to purchase land 

already encumbered by a first mortgage. This may be necessary 

where the first mortgage does not include a prepayment clause 

allowing the property holder to pay off the existing mortgage 

through refinancing. Where equity buildup has reached a sizable 

amount, secondary financing may also be desirable. The primary 

drawback to secondary financing for land is the lack of adequate 

security remaining after the first lien is satisfied. In any 

event, the secondary mortgage must be held to maturity or sold 

at a sizable discount if the holder is to recover ail or part 

of his original investment. 

The reasons a landowner wi11 enter into a secondary position 

are similar to those given in the case where a first mortgage 

does not already exist. Risk is greater, however, and there 

is a danger that the developer will milk the property by 
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collecting rents in the early operation period of the project and 

then defaulting. To avoid this, a timetable integrating mort¬ 

gage payments with other obligations of the property such as 

water, taxes, and debt on the first mortgage can be arranged. 

This will give the holder of the second mortgage adequate 

warning should the developer elect to default. It will also 

provide for an acceleration of the entire amount of the second 

mortgage payments should this be necessary. 

The purchase money mortgage offers a way for the developer 

and seller to reach an agreement which makes a sale possible 

that might otherwise be impossible. The major disadvantages 

in the technique, is that the contract places an encumbrance 

on the land which prevents the developer from using the land 

as col lateral for acquiring additional development financing. 

In most cases, the terms of a second mortgage will be stiff 

as compared to terms for a first mortgage on the same property. 

LAND CONTRACTS 

"The land contract, also known as the purchase contract, 

installment contract, and installment land contract, is simply 

an agreement to transfer title to land when the conditions of 

the contract have been met."' Although primarily used for the 

1 . Casey, William J . , Rea I Estate I nvestment Fl'anri i ng , 
Vo!. 1, Institute for Business Planning, New York, 

1971 , 57108.k . 
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purchase of undeveloped lots, recent studies have indicated 

they may have some value as a vehicle for the purchase of 

developed properties.^ Their primary attaction is that a sale 

is possible with a very low downpayment since the title is not 

initially transferred to the buyer. Land contracts are used 

primarily where sufficient mortgage funding cannot be obtained 

for a property and where a developer cannot make the necessary 

down paymen t for the landowner to justify carrying the financing 

himself. 

The typical contract calls for a small downpayment by the 

developer and, an agreement to pay a fixed monthly installment 

payment and all tax and insurance cost incurred. The developer 

is permitted to take possession at once but the title is not 

passed. Should the developer default, he is subject to evic¬ 

tion and all payments previously made are forfeited. 

The land contract allows the landowner to avoid the cumbersome 

and often extended procedures of foreclosure on the event of 

default. The additional risk inherent to such an arrangement 

w i 11 al so permit him to charge a higher than normal sales price. 

If provided for in the 'contract the landowner may further 

recover his initial investment by mortgaging the land to an- 

1. Mixon, John, In s ta 11 men t Land Contracts , Institute 
for Urban Studies, Re.print Series, University of 
Houston, Houston, Texas, September, 1970. 
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other investor and subordinating the land contract. As a 

last resort he may sell the land contract outright, although 

probably at a substantial discount. 

JOINT VENTURES 

One method for an established developer to acquire control of 

land for development is through a joint venture arrangement with 

the landowner. Two significant advanatages make such an arrange¬ 

ment attractive to the landowner. First, he is able to postpone 

paying taxes on the appreciated value of the land that would 

result from an outright sale. Second, he can convert a lion income 

producing property into an income producing asset. 

In return for his contribution to the project the landowner 

will normally receive equity participation that will probably 

show him a profit significantly greater than that possible 

through an outright sale. 

GROUND LEASES 

Ground leases a,re used both as ways to acquire control of a 

property and to finance major development projects. As this 

is a major financing technique, used both for land and improve¬ 

ments, and is. of a creative nature, it is covered in detail under 

the LEASEHOLD FINANCING section of this work. 

CONCLIJS ION 

There are a variety of ways that a developer can maintain or 
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acquire an adequate land supply for his development projects 

other than through an outright cash purchase. Major considera¬ 

tion must be given to the impact of cash flow, taxes and types 

of ownership used to acquire and hold properties. However, 

above and beyond all legal and economic considerations it must 

be remembered that location will be the ultimate factor in 

deciding the degree of success a project will have. 



PERMANENT FINANCING 

INTROPUCTION 

The conventional method of securing the debt financing to 

implement a development project is by obtaining a permanent 

first mortgage on both land and building. Using this techni¬ 

que a developer-builder may borrow a high percentage of the 

funds needed for the project providing him with a debt to 

equity ratio that permits maximization of leverage benefits. 

Mortgages are a traditional form of real estate financing 

which permit the developer to retain the benefits of owner¬ 

ship while commiting his property as security to the mortgage 

lender. The legal question of who actually holds title to 

the property during the term of the mortgage will vary de¬ 

pending on the state in which the project is located. Some 

states operate under the "title theory" of mortgage lending 
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which considers the lender as holder of the legal title, while 

others apply the "lien theory" under which the lender is con¬ 

sidered to hold merely a lien against the property. In either 

case, the purpose is solely to protect the interest of the 

lender. In some cases, additional security is obtained through 

use of a note or obiigation which makes the property owners 

personally liable for the outstanding loan amount. Where a 

default occurs, the lender not only has claim to the property, 

but also to the personal assets of the borrower for the balance 

outstanding above the value of the property. 

Mortgage funds are used for various purposes including land 

acquisition, development construction and permanen t f inaneing. 

For identification purposes, they may be classified as related 

to time or priority. A short-term mortgage is usually granted 

for five years or less, whereas any mortgage having a term of 

five years or more would be considered long term. Priority, 

or position of claim, may be primary as in a first mortgage, 

or secondary as in a junior mortgage having a second, third, 

fourth or lesser claim to the security offered. 

Some developers will begin seeking debt financing immediately 

after the land has been tied down, but before title has passed. 

In many cases, purchase of the land, is contingent on obtaining 

a permanent commitment for the project. Other developers pre¬ 

fer to actually acquire the land before seeking a mortgage 

commitmen t. 
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APPROACHING THE LENDER 

Once a developer has determined that a project is feasible and 

has gained control of a building site, either through acquisi¬ 

tion or option, he is ready to approach a lender whose business 

it is to make long-term amortizing loans on income producing 

property. At this point, the developer has a choice of approach¬ 

ing a major lender directly or electing to work through a mort¬ 

gage broker or banker who is familiar with the current money 

market. 

"Getting together the required building plans and making arrange¬ 

ments for mortgage financing can take as little as three months, 

and as long as six months, depending upon the market conditions, 

the complexity of the job and the skill of the professionals 

working on the matter."' As time is of the essence, it is extreme¬ 

ly tempting to approach several lenders simultaneously. To do 

so may be all that is required to kill a loan that might other¬ 

wise materialize. Lenders spend a great deal of time and money 

analyzing a project. So if they find a developer is shopping 

his loan, they may very likely consider further investigation 

a waste of time and shelve the loan application. 

Developers involved in large scale building will normally 

1. Berman, Daniel S., Urban Renewal, Prentice- 
Hall. !ric., Englewood Cliffs, N.J., 1969, 62. 
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recognize their limited understanding of the money market and 

prefer to work with a mortgage broker who is better qualified 

to locate the proper lender and negotiate the best possible 

terms for a particular project. As such, the mortgage broker 

becomes an essential link in the land development process. For 

his involvement, the developer will normally pay a fee of 1 to 

1-1/2% of the amount of permanent funds the mortgage lender 

agrees to advance on completion of the project. This cost 

may be more than offset by the time saved in negotiating the 

loan and favorable terms achieved by approaching the right 

lender with the right deal. 

Prime sources of long-term financing include major insurance 

companies, large commercial banks, savings and loan associa¬ 

tions, and real estate investment trust. Regardless of who 

he decides to approach, the developer will first want to prepare 

a convincing mortgage package. 

PROJECT SUBMITTAL 

When an acceptable package has been assembled, including all 

of the items that a responsible developer would consider, the 

developer is prepared to submit the mortgage package to a 

lender along with a loan application that describes precisely 

what he plans to do and what financing he is seeking. 

In most cases the developer will seek about 75% of the total 

value of the entire project when completed. In most cases 
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this will be significantly more than 15% of his actual cost. 

Quite often he can hold his own cash contribution to 10% or 

less of the actual development cost. To acquire the maximum 

amount of mortgage money possible, he must convince the lender 

that the economic analysis he has prepared is fairly accurate. 

Large permanent lenders, mortgage brokers, and bankers will 

normally have experienced staffs that will estimate the costs 

of a project independently of the developers submittal. Backed 

by extensive files on cost and expenses, and having the advan¬ 

tage of day-to-day involvement in the business, they are qualifi 

to make a highly accurate financial analysis. It is therefore 

most important that the developer's submittal be a fair and 

honest presentation of the projects potential. 

ECONOMIC VALUE 

After checking the building plans, reviewing the market' ana 1ys i s 

projected operating cost and income, the lender is ready to 

determine the size loan the project can carry. It is the 

economic value, rather than the project cost that determine 

the extent of financing available for a real estate development 

venture. It is therefore, important not to confuse project 

cost and mortgage value. It should be clearly understood that 

value is not a direct function of cost. As in a corporation, 

whose borrowing power is inevitably in a direct ratio to its 

earning power, and primarily independent of physical assets, 
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it is the ability to repay the debt that is given prime con¬ 

sideration by the lender considering a real estate loan. 

It is the capitalization of net income - that is gross income 

less annual operating expenses and an alIowa nee for vacancies - 

that determines the economic value of a project. Capitaliza¬ 

tion is accomplished by dividing the net income of a given 

project by the current Capitalization or "cap" rate to obtain 

the economic value of the project. "In its simplest terms, 

the cap rate is the sum of the interest rate a particular 

lender expects on the money he lends, plus a lessor amount 

representing a repayment of the money loaned."^ 

Once this economic value has been established, it can then 

be used by the lender to determine the percentage of the 

amount he wi1 I provide in the form of a permanent loan commit¬ 

ment. In most cases the maximum amount of this loan will not 

exceed 75% of the economic value. 

Cost projections are evaluated, but primarily from the stand¬ 

point of confirming that a successful quantitative and quali¬ 

tative value is being provided for the investment dollar. 

In instances where the economic appraisal, made by capitalizing 

1. Farreli, Paul 6., Jr., "Basic Real Estate Analysis," 
Th e Systems Approach to Architectural P1 a n nin g , Syndication 
And Fina n c e, 2. Rea 1 Estate Deve1opmen t and Syndication , 
Louisiana Architects Association, July 15, 1S71 , 150. 
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the net income, and the physical 

evaluating the land and building 

the loan provided is usually set 

lower of these two appraisals. 

appraisal, made by 

cost, are both considered, 

at a maximum of 75% of the 

FINANCIAL STABILITY 

Mortgage lenders, due to the speculative nature of their busi¬ 

ness, are universally conservative, requiring a significant 

margin of safety based on the financial strength of the developer 

and the project to be financed. In general, they will try to 

balance project earnings, cash equity invested and the strength 

of the guaranteeing signatures of the projei c w if'v * i u i J 

For this reason, the ratio of net income to debt service assumes 

great importance. For most projects, it is desirable for net 

income to be between 1.2 and 1.5 times as great as the debt 

service. In risker projects, an even higher ratio is desirable. 

Where this ratio is to low, the 

grant a smaller loan which will 

As the income remains the same, 

income and debt service are the 

that all lenders can be counted 

loan a high percentage of a low 

will loan a low percentage of a 

lenders solution will be to 

result in a lower debt service 

the ratio will go up. The net 

only decision making variables 

on to use as some lenders will 

economic value, whereas others 

high economic value. 

The financial capability of the equity investors are often 

evaluated in addition to the projects merits. "Lenders normally 
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choose not to enter unsound deals even when equity in¬ 

vestors are willing to pledge ample collateral to offer a high 

degree of safety. However, the lenders objections can be met 

through pledges of liquid collateral, and at some point the 

importance of the quality of the subject development becomes 

negligible."^ In all' cases, the developer must be prepared 

to produce the required equity or collateral when the lender 

requests him to do so. However, the economic appraisal will 

be the primary basis for the permanent lender's final decision 

whether to finance the project or not. "If a permanent lender 

likes the location, appreciates the tenative design, agrees 

with the tenative rents and expenses, and has the money at 

that particular time, it may formally agree to commit its 

funds on a long-term basis subject to certain conditions in¬ 

cluding the inspection and approval of the final working 

drawings prepared by the architect. 

LEAS ING 

If the projects viability depends on long-term tenant obligations 

the leasing and financial negotiations may proceed together. 

1. Farrell, Paul B., Jr., "Real Estate Financing for the 
Arch i tect ," The S y s t ems Approach tJD Architectural Planning, 
Syndication and F i nance, 2. Rea! Estate Deve lopme’nt and 
Syndication, Louisiana Architects Association, July 15, 1971, 

2. Seldin, Maury, and Richard H. Swesnik, Re a 1 Estate 
Investment Strategy, Wiley-lnterscience, Mew York, 
1970, 50. 

b 6 , 
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The developer therefore will need to know the general terms 

under which financing will be available "V/h i 1 e lenders will 

not issue a meaningful commitment without architectural and 

financial presentations, mortgage brokers and professional 

developers who have borrowed many times generally have an 

idea of the kind of loan they can count on at a particular 

time, based on the number of cubic feet of construction and 

the rental potential."^ A proven developer can therefore, 

proceed with the leasing process, realizing that financing 

may not be available at all unless he can show sufficient 

leases or very convincing evidence that they will be forth¬ 

coming. when the lender can be presented with enough AA-Ai 

leases to guarantee the mortgage payments indicated as neces¬ 

sary by his own and the developer's income statement,he will 

then be ready to seriously discuss the possibility of a 

permanent commitment. If the developer cannot obtain these 

leases, then a commitment is still possible, but will be 

based on a much lower 1oan-to-va1ue ratio that will force 

the developer to obtain a greater share of his financing 

from secondary sources. 

NEGOTI AT IONS 

In all cases, the size and condition of the permanent loan wi 

1.. Berman, Daniel S., Urban Renewa 1 , Prentice-Hall, 
Inc., Englewood Cliffs, N.J., 1969, 62. 
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be subject to extensive bargaining between the lender and developer 

The goals of the lender and borrower are basically different so 

it is quite possible an agreement will be reached if the money 

market is not currently too tight. Where money is scarce, the 

developer will have to make a great deal of concessions, seek 

out another lender, or postpone the project indefinitely until 

the economic picture is brighter. 

It is not unusual for a developer to be turned down by a perma¬ 

nent lender. The reasons vary and may have little to do with 

the economic soundness of the project. The number of lending 

sources available, the idiosyncracies of the individual lenders 

and tho fluctuating nature of mortgage terms make it extremely 

difficult for someone not involved in the money market on a 

regular basis to understand or recognize exactly why a lender 

is not interested. 

The lender may feel the project is unsound, is in an area or 

of an investment type he is not familiar with, or just does 

not feel the developer is worth taking a risk on. However, 

most lenders are experienced professionals and have no desire 

to offend a developer who may bring in a project that is 

perfectly acceptable to them in the future. As such, they 

may not say no directly, but may suggest that your timing is 

incongruent to their current portfolio. Or they might quote 

terms to stiff to be acceptable, and place the decision of 

accepting or rejecting on the developer as a delaying tactic. 



PERMANENT FINANCING 1 15 

In other cases they may ask outright that the developer wait 

a whi1e or make significant revisions in the plans. 

In any case, each lender will have a unique way of looking 

at the project, so what is not acceptable to one may be 

readily acceptable to another. Unfortunately, there is no 

way a developer can get a firm quotation of what commitments 

will be available at some future date. 

THE PERMANENT COMMITMENT 

At the time of commitment, the developer does not actually 

receive the money for the project from the lender. Pe rmanen t 

funds are not advanced until the project is comp 1eted. What 

the developer does receive is a "commitment" from the lender 

that he will lend the money at some future date if the condi¬ 

tions of the original agreement are fulfilled. The immediate 

value of this commitment is as a vehicle for acquiring the 

interim financing required for construction of the project. 

The more important terms included in a permanent financing 

agreement are as follows: 

"1) the interest rate; i.e., 9-1/2^ plus for example, 
additional interest in the form of 2% of gross 
income (a sum approximately equal to an additional 
quarter to half percent interest). 

"2) the term of the mortgage; or the total time 
allowed to repay the loan. 

"3) the amortization period; a loan may be made for 
a 15 year period with an amortization schedule 
based on 25 years in which case the borrower makes 
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annual interest and principal payments as if the 
loan were a 25 year loan (although the borrower 
must repay the outstanding loan balance remaining 
at the end of the 15th year. 

"M the debt service or amount of interest and principal 
due each year. This is usally a constant amount 
equal to the first year interest payment plus 
approximately one percent for a twenty five year 
loan; and, 

"5) prepayment privileges; limiting the rights of the 
borrower to pay off the loan before the end of the 
term and specifying any penalties (for example, 
3~5% of the loan amount) if the borrower prepays 
the loan before certain dates."1 

CONCLUS ION 

Once the developer has acquired the permanent commitment, his 

project is well on its way to becoming a reality. Although 

some developers who operate on a large scale and have an un¬ 

impeachable track record can obtain construction financing 

without it, most projects cannot proceed until some form of 

permanent commitment is granted. 

1. Farrell, Paul B., Jr., "Real Estate Financing," 
The Systems Approach to Arcnitectural Planning, 
Syndication and F i nance , 2j_ Rea 1 E state Develop men t 
and Syndication, Louisiana Architects Association, 
JuTy 15, 1971, 69. 



CONSTRUCTION FINANCING 

j NTRODUCTiON 

After the developer has obtained a letter of commitment from 

a permanent lender for the permanent mortgage on the property, 

he is ready to seek out interim financing for construction of 

the improvements. In cases where these funds may be obtained 

without a permanent commitment, the cost of the loan will be 

higher to reflect the additional risk involved. Prior to 

seeking construction financing the developer will have finalized 

the project plans and specifications, and determined whether he 

will be his own contractor or seek the services of a general 

contractor to construct his project. The developer will ob¬ 

tain bids from individual subs or an overall bid with an upset 

price from a qualified general contractor. This is necessary 

to satisfy the construction lender's desire for an accurate es¬ 

timate of all construction cost before he will advance any funds. 
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Interim or construction loans are obtained from short-term 

lenders such as commercial banks, private lenders, and real 

estate investment trust who are only interested in lending 

funds for the construction period prior to the time that the 

property becomes operational or income producing. Such lenders 

make construction loans to developers based upon the permanent 

loan agreement, under the assumption that their investment 

will be repaid by the funds orovided by the permanent lender 

upon the completion of the project. 

GENERAL CHARACTER I ST ICS 

::A construction loan is normally for about 90 percent of the 

amount of the permanent loan commitment unless the developer 

has recognized experience and credit."1 Where a "track record" 

does exist and the developer's credit is sound it is possible 

to obtain construction funds equal to 100? of the permanent 

commitment. Funds advanced by the construction lender may 

be used to pay contractors, subcontractors, professional fees, 

land cost, property taxes, interest charges and other cost 

related to the project which are incurred during the construc¬ 

tion phase. In many cases a lender will discount the construc¬ 

tion loan a few "points" and require that the equity funds of 

the developer be committed to these expenses prior to advancing 

1. Farrell, Paul B., Jr., "The Architect as Developer, 
Prog res sive Architec tu re , May, 1970 , 92. 
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funds from the construction loan. The amount the developer 

must come up with will normally be the difference between the 

estimated project cost and the amount of the construction loan. 

This early investment by the developer is required to assure 

that the project can be completed without a shortage of funds 

occurring. 

Construction financing works basically as follows: 

“l) The borrower submits all information and 
preliminary sketches. 

112) Based on this information, a cost analysis 
and an income and expense projection is made. 
Matters considered include the location, 
number of apartments or offices, layout, 
room size and count, elevators, incinerators, 
class of construction, etc. 

113) A total cost figure is then arrived at by 
adding the construction estimates to the 
value of the land or building to be im¬ 
proved. The income and expense of the new 
or modernized building is estimated, and 
the property is inspected. From these 
estimates, the lender decides on the amount 
of the loan. It may be 60% - 70% of the 
value of an apartment house or office build¬ 
ing, or 50% of the value of a motel or 
similar business. 

"k) Upon the borrower’s acceptance of the offer, 
a flexible schedule of payments is mutually 
agreed upon, a commitment is issued, the 
title is searched, and a closing of the 
mortgage is arranged when the building has 
reached the stage of construction specified 
in the payment schedule. 

115) Subject to an inspection, further advances 
of funds are made upon notice from the 
borrower that additional work has been 
completed. 

M6) The last payment is usually 5% and is paid 
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out when the certificate of occupancy is 
issued and the building is ready for tenants."1 

COST OF CAPITAL 

In some cases a developer is said to be capable of getting 

money at the current so-called prime rate plus and thus re¬ 

ceives financing at a significantly reduced interest rate. 

The actual case is that he ususally will be required by the 

lender to leave a compensating balance of as much as 20% of 

the loan amount in the bank where he borrows. The result 

is that his favorable treatment inevitably results in his 

paying an effective interest rate that closely approximates 

that of any other developer with a similar track record. Even 

when the prime rate goes down, the lender will maintain the 

going overall rate by increasing the percent of compensating 

balance required for borrowers with access to prime rate con¬ 

siderations. 

Lenders may also employ a discount on a loan to achieve the 

effective rate they are seeking. This has the same effect 

as a compensating balance, but is achieved by retaining a 

portion of the loan amount at the outset while charging 

interest on the total amount requested as- the loan. "At any 

.Casey, William J., Real Estate Investment Planning 
Vol. 1, Institute 
1971, 5530b. 

for Business Planning, New York 
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particular time, lenders will be looking for a certain effec¬ 

tive interest rate, and they will get this rate by various 

methods notwithstanding such artificial limitations as quoted 

prime rates or statutory limits on interest."^ 

Regardless.of the method emp1oyed, it is safe to say that the 

cost of borrowing is a very real cost, often much higher than 

the stated rate of interest, and one which will have to be 

borne one way or another by the developer if he hopes to ob¬ 

tain the. desired financing. While there are definite advant¬ 

ages to having an established track record, and fund raising 

will ultimately be an easier task, the cash value of this 

advantage should not be over emphasized or the actual cost 

of borrowing overlooked. Of course, in any financial venture 

the economics of scale will undobutedly prove of some benefit 

to those who are capable of operating at a high level of 

i n vo 1 vemen t.. 

CONSTRUCT I ON 

Once the construction financing has been arranged, the developer 

is ready to proceed with construction. "He makes contractural 

arrangements with the builder, records the 'loan package1 

1. Farrell, Paul B., Jr., "Real Estate Financing," The 
Systems Approach to Architectural Planning, Syndication 
and Finance, 2. Rea 1 Estate Deve 1 o'pmen t and Syndication, 
Louisiana Architects Association, July 15, 1971, 82. 
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(short-term, permanent, or standby, if any) all of this through 

a title company or ti11e • 1awyer, has an inspection by the bank 

(the interim lender), and is now ready to commence construction. 

If everything goes as planned, the project, after land acquisi¬ 

tion, should be self-financing from here on out. By tying 

the construction loan progress-payments schedule to the needs 

of the building subcontractors, funds can be advanced at various 

stages of completion as required. However, this ideal arrange¬ 

ment may be easily upset by any of a number of problems that 

might arise. "In practice, the failure of one sub to tie to¬ 

gether his work with another sub, the bankruptcy or labor prob¬ 

lems of one or more subs, slow or late delivery by material 

suppliers, labor disputes, mechanics liens, weather conditions - 

and the Good Lord knows what have risen to plaque builders 

O 

since the Israelites left the pyramids.11 

RISK 

The high cost of construction funds is a result of the high 

degree of risk inherent to this type of financing. Should 

the developer fail to complete the project it would be neces¬ 

sary for the construction lender to do so if it is to regain 

1. Seldin, Maury, and Richard S. Swesnik, Real Estate 
Investment Strategy, Wiley-Interscience, N.Y., 1370, 52. 

2. Berman, Daniel S . , Urban Renewa 1, Prentice-Hall, Inc., 
Englewood Cliffs, N.J. , 1 9 6 9 , ^3 * 
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the funds it has advanced to that time. Although the builder 

of a project can give the developer a fairly reliable upset 

price for construction of the project, he cannot be held responsi 

ble for conditions that might arise that he cannot foresee. 

Unknown water below the site, acts of God, and other unknowns 

may delay or even temporarily stop progress of the construction. 

The developer too, cannot know the final cost that may result 

from the possibilities of labor strikes, delays in delivery 

of essential materials, the length of time required for leasing 

or similar uncertainties that are an inherent part of the 

development process. Any one, or combination of these, might 

be ail.that it takes to throw the project into a state of 

economic collapse. 

INSPECTIONS 

As construction proceeds periodic inspections may be made by 

the bank, developer, architect, local authorities, and anyone 

else who has a vested interest in the project. It is their 

job to see that the general contractor and the various sub¬ 

contractors he has contracted with construct the project 

according to the construction documents upon which the per¬ 

manent financing is contingent. 

LENDER'S OBL I GAT I ON 

The construction lender must fulfill all of the conditions set 

by the permanent lenders if he expects to be repaid his 
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investment when the project is completed. In addition to 

providing waivers that guarantee payment of all subcontrac¬ 

tors, an income appraisal designating the value of the prop¬ 

erty, a marketable title to the land, and other legal and 

technical services that are required to establish the sound¬ 

ness of the permanent lenders investment. The construction 

lender wi11 also be responsible for seeing that the project 

is constructed according to the plans and specifications and 

remains unencumbered by mechanics liens or other obligations. 

LENDER'S RETURN 

The iender's return on the investment will include interest 

.on the loan amount and a discount. To discount means to make 

a loan for a specified amount, and then advance only the funds 

remaining after a number of points (each equal to one percent 

of the original loan) have been withheld. The borrower is 

then charged interest on the entire loan amount specified 

originally, a 1 though he receives only the discounted amount. 

The result is an effective increase in the overall interest. 

Most lenders will charge the current standard interest rate 

for the total loan amount and then discount the funds advanced 

by varying degrees depending on the term of the loan and the 

amount of risk involved. In many cases, the various fees and 

discounts charged will equal up to five percent or more of 

the loan amount over and above the stated interest rate. 
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HOLDOUT 

Although the construction loan is normally sufficient to carry 

the job to completion, the developer will usually hold back 

10 to 20 percent of the construction funds until the project 

is completed. This gives the developer a degree of control 

over the general contractor who in turn withholds the funds 

from the subcontractors. When the job is completed these 

funds must be forthcoming to make up these payments. In the 

meantime, the developer can use the funds to help finance 

the overall cost of the development process. On completion 

of the job, he must make up this 10 to 20 percent difference 

either through additional equity capital or funds derived 

through taking out the permanent loan. "Hopefully, the 

permanent loan should be large enough to pay off the construe- 

tion loan, to return to the builder a substantial amount of 

the equity in his land, and to make enough extra cash to pay 

the subcontractors any remainders due them on the 10% to 20% 

holdback."1 

CONCLUSION 

Cnee construction is completed, and the permanent or standby 

lender is satisfied that the project has been built according 

to the agreed upon plans and specifications, and all other 

1. Berman. Daniel S., Urban Renewal , Prentice-Ha 1 1 , 
Inc., Englewood Cliffs, N. J., 1969, 64. 
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conditions of the financing agreement have been met, the 

construction lender will-be paid off and his involvement 

in the development process is concluded. 



SPECIAL FINANCING 

STANDBY COMMITMENT 

When money is tight or lenders are indifferent as to whether 

or not they get to provide the permanent financing on a pro¬ 

ject, a standby commitment may be sought by the developer to 

cope with his financing problems. Similar to a normal perma¬ 

nent commitment, a standby commitment is actually a form of 

short-term temporary financing which is unique in several way 

Although considered a viable permanent mortgage against which 

a construction lender will advance interim financing, neither 

the standby lender nor the developer have any intention of 

closing the commitment as a permanent loan v/hen the project 

is completed. When the time comes for taking out permanent 

financing, the developer will seek out other sources of 

financing. "Later, he hopes, the money market will be better 
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rents may be higher than expected, and of course, lenders 

will commit more funds on the completed building."^ 

There are definite advantages to waiting until the project is 

completed before obtaining the permanent financing. If the 

money market is favorable, the project may merit a significantly 

larger loan at a slightly lower interest rate. This is possible 

because there are many more permanent lenders willing to commit 

mortgages on existing buildings than there are available to 

commit for buildings not yet built. There is a great deal 

less risk in mortgaging a completed project than obligating 

funds secured only by an unimproved site, proposed plans, and 

the developers potential to complete a project. A developer 

with a completed project is not under the pressure to immedi¬ 

ately obtain pe rmanen t . f i.na nc i ng as one on the verge of start¬ 

ing construction. He may therefore pick and choose both lender 

and terms and will not be pressured into making unwise or un¬ 

economical decisions. 

To assure that the developer does not close or "take down" the 

standby loan, the lender will set the interest rate purposely 

high and the loan term Short. Although the developer recognizes 

the terms are unrealistic, and that a fee must be paid to the 

1. Farrell, Paul B., Jr., "The Architect as Developer, 
Progressive Architec tu re , Hay, 1970, 92. 
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lender on acceptance, he will nevertheless accept the commit¬ 

ment to be used as a vehicle for obtaining construction financ¬ 

ing. In some cases, it is the standby lender who will advance 

the interim construction funds for the project. 

Should the developer fail to achieve more favorable financing, 

he may actually elect to take out the standby loan, realizing 

that it is only a temporary solution to his problem. This is 

possible because a standby commitment, unlike a normal permanen 

commitment, does not call for the developer to be "locked in" 

or prevented from prepaying the loan for an extensive period 

of ten years or more. 

After a project is a proven income producer, or rents have gone 

up due to inflation or increased demand, and the property has 

a higher economic value, the developer can refinance the pro¬ 

ject under a larger mortgage and pay off the standby lender. 

"And since a developer normally takes the risk of leasing up 

the project anyway, the more sophisticated ones are using 

standby commitments as short-term financing techniques and 

then going for the permanent financing later at the comple¬ 

tion of the project when they feel confident that they can 

obtain a better loan."^ 

1. Paul B. Farrell, Jr., "Real Estate Financing," The 
Systems Approach to Architectural Planning, Syndication 
and Finance. 2^_ Rea 1 Estate Development and Syndication, 
Lousisana Architects Association, July 15, 1971, 70. 



SPECIAL FINANCING I 30 

The standby commitment has a variety of other uses also. When 

a developer feels he can obtain higher rents than other existing 

p roj ec t s in a n area, and thus deserves a larger than no rma1 

mortgage, he can use a standby commitment until he has proven 

his point. V/he re owne r s h i p is f ragmen ted a s in a con dom i n i urn 

project, where construction lenders will normally not accept 

pe rmanen t loan commitmen t s to the various individuals a s suffi¬ 

cient secu rity to advance funds on , a standby commitmen t may 

also be necessary. 

: 

GAP FINANCING 

As the economic value of a development is based on the rents 

from the comp 1eted project, it is not uncommon for the permanent 

lender to condition the. loan on the achievement of at least 80% 

of these rents. That is, until the ag reed upon occupancy 1 eve 1 

is reached, the lender may "hold back" 15% to 20% of the per¬ 

manent loan commitment. The holdback will usually remain in 

effect until the project can create enough cash to pay all 

operating expenses and the monthly debt service on the mortgage. 

The amount of funds the permanent lender will advance prior to 

fulfillment of the required occupancy ratio is known as the 

"floor" amount of the permanent loan. The total amount of 

funds committed through the permanent loan is called the ceil¬ 

ing "amount." The difference between these two is called the 

"gap". 
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As a construction lender will advance the interim financing 

only equal to the floor amount of the permanent loan, it is 

necessary for the developer to either come up with additional 

equity money or to find a lender who will provide a "gap" 

commitment for the remaining percentage not yet available. 

He must do so to have sufficient funds to complete the con¬ 

struction should construction advance faster than the renting. 

Gap financing may be accomplished by obtaining a standby or 

gap commitment through a second mortgage from a separate 

lender at a higher interest rate and shorter term, or from 

th0 psrmsnont 1 ^nds r ti h rcu cjh p3v i n ■ f an additional f: 

When the permanent loan is closed, the standby will provide 

a second mortgage for a term sufficient to allow the developer 

to achieve the rent roles required by the permanent commitment. 

Should the developer fail to satisfy the quota in the specified 

time he may have to sell, refinance, or obtain funds from 

other sources to pay off this second mortgage. 

The standby lender does not actually advance the funds, but 

merely agrees to "stand by" to take up the gap if the occu¬ 

pancy level required by the permanent lender is not achieved. 

This additional commitment and the floor amount of the original 

permanent loan commitment will then equal the full amount of 

the permanent commitment providing sufficient guarantee for 

the interim lender to advance the "ceiling" amount of the 
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permanent loan as construction progresses. 

The standby loan will have a significantly higher interest 

rate than the permanent loan, primarily because it will only 

be disbursed if the project is doing poorly and rents are going 

slowly. If the project is going well, it will not be necessary 

to use the standby funds. In either case, the standby lender 

has only the credit rating of the developer as security for 

his commitment. As such, the companies who make standby loans 

will receive interest several percent higher than that on con¬ 

ventional loans. If the loan is not taken out their fee will 

come from the fees received at the time the commitment was 

issued. In most cases, such companies make money by issuing 

commitments for loans they will never be called upon to issue. 

A standby commitment should be written in clear and simple 

language which ties it to acceptance and closing of the 

permanent loan. Thereby, if the completed building is accept¬ 

able to the permanent lender, it will also be acceptable to 

the standby lender. 

COMBINED LOANS 

Lenders will sometimes offer to combine the interim and per¬ 

manent loan into one package for financing the development 

of an economically attractive project. They will advance all 

construction funds while the project is being built, and on 

completion,also make the permanent loan. The incentive for 
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doing this is threefold. By providing a package loan, the 

lender is assured of getting the permanent loan that is the 

primary source of his profit. The lender can also maintain 

control of the building inspection during construction and 

is thus assured the project will be built properly and accord¬ 

ing to the plans and specifications agreed upon. Finally, 

the overall rate charged for the permanent loan can be justi¬ 

fiably higher due to the extra risk incurred through partici¬ 

pation in the construction loan. 

A loan package is beneficial to the developer in that it allows 

him to make all of his financing arrangements in one place, 

thus eliminating problems of dealing with more than one lender. 

Financial carrying costs, service fees, and discount points 

charged will also most likely be reduced. 

The combined loan is especially attractive to developers who 

build for resale and wants to use the installment method of 

reporting his sale. To avoid receiving more than the maximum 

30% of the sales price in the first year a developer may take 

the construciton loan in the form of a mortgage on the property. 

Since an existing mortg-age assumed by the buyer is not included 

in the 30% payment, if it does not exceed the seller's basis, 

the buyer must pay only the difference between the construc¬ 

tion loan and the permanent financing. He can therefore make 

a first year investment payment somewhat lower than 30% of the 

total purchase price. 
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PRE-CLOSED LOANS 

One way of assuring that the lender who makes the permanent 

commitment will also provide the permanent financing is by 

the use of a pre-closed loan. V/hen interest rates are high, 

it is the permanent lender, seeking to guarantee that the 

borrower will take out the permanent loan, that initiates 

this type agreement. When interest rates are low, it is the 

borrower who will benefit from assurance that the permanent 

financing will be forthcoming when needed, and not withheld 

on a legal technicality claimed by the lender. 

Two variations of the pre-closing agreement are currently in 

use. A Purchase and Sale agreement is a contract between the 

interim lender, the permanent lender and the borrower that 

spells out the conditions which must be met if the permanent 

financing defined in the permanent commitment is to be pro¬ 

vided on completion of the project. The contract for the 

project is purchased and a lien assigned to the permanent 

lender which is legally recorded to bind all parties to the 

conditions stated therein. 

An alternate method of pre-closing the permanent financing, 

is through the use of a T ri-pa rty Ag reemen t between the interim 

lender, the permanent lender, and the borrower. This contract 

guarantees that the issuer of the permanent commitment will 

be the one to provide the permanent financing required to 

retire the construction loan. 



SPECIAL FINANCING 135 

In addition to the assurance that permanent financing will be 

provided as defined by the permanent commitment, the pre-closed 

loan offers many of the advantages provided by a combined loan. 

Negotiations, fees and time of implementation are greatly re¬ 

duced and the uncertainty of future financial arrangements 

virtually eliminated. The primary disadvantage is that a signi¬ 

ficant amount of flexibility in future negotiations is lost to 

both lender and borrower. 



SECTION THREE: CREATIVE FINANCING TECHNIQUES 



CREATIVE TECHNIQUES 

There are numerous individual and combinations of creative 

financing techniques that may be employed for the financing 

and refinancing of major real estate development projects. 

In general they divide -into two basic categories: 

(1) Those that provide equity ownership participation 
to the lender. 

(2) Those that provide cash flow or income participa¬ 
tion tot he lender. 

Creative financing techniques that emphasize equity participa¬ 

tion or ownership as the primary source of return to the lender 

investor include: 

(1) Joint Venture "Front Money" Deal 

(2) Sale and Leaseback 

(3) Sale and Leaseback and Leasehold Mortgage 

(4) Sale and Buyback 

Techniques that emphasize income participation as the primary 
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source of return to the lender-investor include: 

(1) Contingent Interest 

(2) Variable Rate Mortgage 

(3) Wraparound Mortgage 

There are also a number of methods that may be used to achieve 

acceptable financing for situations that are exceptions to the 

norm in real estate development projects. Although not actually 

creative financing techniques themselves., these lending methods 

become vehicles for the application of creative financing techni 

ques. Among the more common these are: 

(1) Basket Clause Loans 

(2) Stock Ownership and Options 

(3) Bondable Net Lease 

(4) Lenders Joint Pool Financing 

(5) Divided Amortization Schedule 

(6) Piggyback Loans 

(7) Balloon Loans 

(8) Annual Constant 

In many cases a combination of creative financing techniques 

will be employed concurrently and the lender will thereby re¬ 

ceive the benefits of both equity and income participation. 

Other creative techniques undoubtedly exist today or will come 

into being in the near future. However, a majority of the 

techniques currently in use are presented here. Others, where 
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they may exist, though specifically different in detail, will 

nevertheless be based on the same creative vein from which 

these techniques have emerged. Regardless of methodology, what 

becomes apparent is the basic underlying business principle 

that the only truly good business deals are those from which 

every party involved stands to gain. Where this premise does 

not hold true, at least in the realm of creative financing, the 

means becomes the end, and the very creativeness on which the 

process is based will cease to exist. 

This final section deals with identifying and analyzing the 

various creative financing techniques currently in use. To 

facilitate this analysis major techniques are examined under 

the following format: 

(A) BASIC CONCEPT 

(B) GENERAL CHARACTERISTICS 

(C) LENDER IMPACT 

(D) DEVELOPER IMPACT 

Where considered beneficial for further clarification of a 

technique, examples and cash flow analysis are also provided. 

A great port ion of the creative financing techniques currently 

in use employ some form of "leasehold" financing as the basis 

for their existence. To properly comprehend these more sophis¬ 

ticated financial arrangements it is first necessary to under¬ 

stand the. basic concept and characteristics of this highly 

versatile financing tool. Although a creative technique in 
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its own right, its major significance is achieved through use 

as a building block for more complex financial applications. 



LEASEHOLD FINANCING 

BASIC CONCEPT 

"Leasehold mortgage financing is a special form of secondary 

financing in which the builder or developer enters into a lease 

with the property owner and then gets a mortgage on the lease¬ 

hold."' It is primarily used when the price of an urban prop¬ 

erty is unusually high or simply not for sale. 

In some cases, especially in the central business districts 

of cities where land has undergone rapid appreciation, the 

taxes resulting from a .land sale, even at capital gain rates, 

will be so high as to make an outright sale an unprofitable 

undertaking for the owner. In other situations, the price of 

1. Casey, William J., Rea 1 Estate Investment P Vann’ i n g , V o 1 . 1 , 
Institute for Business Planning, New York, 1971, 55, 312.5. 
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a property will be so high that the potential developer cannot 

obtain a mortgage for the proposed project sufficient to ade¬ 

quately absorb the excessive land cost incurred. 

Regardless of the reason, where land cannot be purchased, a 

leasehold on the property may offer a suitable alternative. 

By obtaining a long-term "ground" lease, and arranging for a 

leasehold mortgage using the leasehold as security, a developer 

may thus be able to acquire control of desirable urban property 

that might otherwise go undeveloped. Whether such an arrange¬ 

ment is feasible depends on whether the landowner is willing 

to accept the lease on the land as a long time investment in 

lieu of the lump sum he would receive from an outright sale 

and whether or not the developer feels a lease, rather than 

ownership, will suffice to accomplish his goals. 

GENERAL CHARACTERISTICS 

A "ground" lease may provide for the landowner's fee to be 

subordinated to the claims of the leaseholder and the lease¬ 

hold mortgagee. This factor is extremely important as it 

will ultimately determine the financing value of the lease¬ 

hold position to the developer. 

To be mortgaged, the leasehold must have an independent value 

resulting from an operating income that exceeds the required 

ground rent. A lender will therefore want to verify the 

existence of such an income, be sure that ground rents are not 



LEASEHOLD FINANCING 1 b2 

excessive for both current and renewable terms, and that the 

occupancy tenants are paying adequate rental to meet the re¬ 

quired debt service of the leasehold mortgage. The length of 

tenant leases, credit ratings of occupants and clauses provid¬ 

ing for subordinating the ground lease must also be considered. 

If these items are acceptable, a loan may be made on the lease¬ 

hold of a size somewhat less and having an interest rate some¬ 

what higher than that which would be generated by a mortgage 

loan on the same property. Maturity for the loan will be 

limited to the unexpired term of the "ground" lease so as to 

be fully amortized within that period. 

Although the term of the lease need only be equal to that of 

the loan, lenders prefer as great a "cushion" time between the 

lease and mortgage terms as possible. Governing Statutes 

often prohibit institutional lenders from making leasehold 

mortgages for longer than the initial lease term. Often there 

is also a minimum length the initial term may be given If an 

option to renew the lease is provided. Thus, statutory restric¬ 

tions prevent a national commercial bank from entering into a 

leasehold arrangement w.ith a leashold that will expire in less 

than ten years after the date the loan matures. Similarly, 

a federal savings and loan association is restricted to requir¬ 

ing a minimum of fifteen years as a cushion. 

The conditions of the current money market will usually determine 

j 
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to what degree a lender is willing to provide financing of 

an unsubordinated lease. In cases where the landowner will 

not subordinate his fee to the mortgage lender, the leasehold 

becomes the sole security for the project. Both the lessor's 

rent claim and the rights of the fee mortgagee will therefore 

have claims ahead of the leasehold mortgagee. 

The landowner may be justified in his reluctance to subordinate 

his fee. Such action may greatly reduce the value of the prop¬ 

erty to him as he must relinquish his right to mortgage the 

land himself, and also expose himself to the great risk inherent 

to possible foreclosure. By subordinating his fee, he actually 

places the leasehold mortgagee in a position similar to that 

of a fee mortgagee. 

Nevertheless, the lender will prefer that the current and any 

future fee mortgage be subordinated to both the lease and the 

leasehold mortgage. Where such subordination cannot be obtained, 

it is quite possible that acceptable project financing may 

actually be unattainable. Some lenders feel they cannot, or 

will not, make a loan in a situation where their position would 

be that of a secondary lien holder. Such caution on the part 

of the lender may be justified when the increased risk and 

reduced security offered by an unsubordinated ground lease 

are considered. 

In most cases, due to the greater risk involved, the loan-to- 
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value ratio of the loan wi11 be somewhat lower 

able for a fee mortgage. The result is a loan 

than the value of the improved land, but often 

accommodate most of the developer's cost. 

LENDER IMPACT 

"Since the mortgagee must be sure it can act for the lessee if 

he defaults under the lease, the mortgage will provide that a 

lease default also constitutes a default under the mortgage, 

This reduces the lender's risk by making a recovery of the loan 

more certain in the event of financial difficulties for the 

developer. Where renewal options exist, the lender wiii require 

the right to acquire them on the event of default by the develop¬ 

er. The lender may also require that these renewals be exer¬ 

cised immediately or within a few years after the loan is granted. 

if the lender should have to take over the property he will be 

obligated to pay the ground rent. Should the developer default 

on his lease payments, a forfeiture of the lease might result, 

thus obliterating the lender's only security. At best, the 

lender's security is lower than that of a fee mortgagee, as it 

is secured by the improvements alone, not by the land. 

Interest rates will therefore be higher and the mortgage term 

than that ava i 1 - 

somewhat lower 

sufficient to 

1. Casey, William J., Rea 1 Estate Inve s tmen t P 1 arm i ng , V o1. 1 , 
Institute for Business Planning, New York, 1971 > 5531^.5. 
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will most likely be tied directly to the tenant's lease terms. 

The loan-to-value ratio will also be set at a lower percentage. 

One way of protecting the lender's interest would be to require 

the leaseholder to prepay a portion or even the entire amount 

of the ground rental for the mortgage term. However, this 

would usually be unacceptable to both the landowner and the 

developer, as the developer would have to put up a large sum 

of cash at the outset and on receipt of the sum the landowner 

would have to immediately pay the taxes incurred. 

If the leashold mortgage is related to only a portion of the 

property leased, the lender might request that a comparable 

portion of the ground rent be prorated to that portion. Such 

an arrangement would allow the lender to pay ground rent only 

on that segment of the property, rather than on the entire 

lease, should it be necessary to do so to protect its security 

in the event of a default. As further protection, the lender 

may request early notice of any default and a sufficient time 

period beyond that allocated for corrective action by the 

developer, so he may cure the default himself, should the 

developer fail to do so. 

The lender will also want to avoid provisions that provide for 

automatic default. Should the developer declare bankruptcy or 

undergo a reorganization, the lender will want the right to 

renew the lease himself on the same terms as the original con- 
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tract. Should the developer abandon the lease outright, or 

instigate any other noncurable default, the lender should also 

have access to a new and equal lease. Basically, what the 

lender is seeking is a degree of control over any contingency 

that might arise, whether curable or not, that might eradicate 

the lease which serves as sole security for his investment. 

As it is the improvements on the leasehold that generates the 

income to pay the ground rent, the land owner will normally 

require that all insurance funds resulting from damage or destruc¬ 

tion of the property be applied to restoration of the same. In 

cases where the developer may prefer to give the insurance pro¬ 

ceeds directly to the landowner in lieu of doing restoration, 

the lender would undoubtedly object, as doing so would negate 

the reinstatement of security for its investment. Thus, the 

lender will usually prefer that insurance reimbursements be 

assigned to him so he may pay them out directly to the contrac¬ 

tor as the restoration work progresses. Should funds remain 

in excess of repair cost, negotiation will have to take place 

to .determine whether they will be applied toward reducing the 

outstanding balance on the leasehold mortgage or merely returned 

to the developer for his personal use. 

If all or a portion of the property is condemned, the lender 

will be primarily concerned with seeing that the outstanding 

loan amount is reduced by a proportionate amount to that of 

the leasehold's income reduction. The developer will, of 
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course, want his share of the condemnation proceeds to be equal 

to the cost of his improvements. As such, the lender's interest 

is also protected. However, problems may arise where land values 

have risen very rapidly and to a point where the landowner's 

share of the proceeds diminishes the portion remaining for the 

imp rovemen t s. 

The lender's concern is for full payment of the mortgage debt 

in the event of a partial taking that will terminate the lease. 

He will also seek the capitalized value of any rent lost due 

to a partial taking. Where excess funds exist, he will want 

them to be used to reduce the mortgage or restore the premises 

if possible. If a partial taking occurs, but does not abate 

the rent, he will want the entire condemnation award to go 

toward reducing the mortgage. 

Should damage without an actual taking occur, as with the loss 

of access, the problems and disbursement of awards will be 

similar to those where a partial taking does occur. 

It is important to the lender, and any subsequent owners, that 

liabilities incurred before actual ownership by them takes 

place, be completely averted, as such conditions may adversely 

affect the market value of the lease. On the other hand, if 

the developer has an option to purchase, the lender will in¬ 

evitably want the mortgage debt to be an encumbrance on both 

the lease and such options. 
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The landowner v/ill usually require that in the event of default 

on the ground lease, subleases will continue between himself 

and the subtenants. The lender, in turn will want the land- 

owner to agree to assign these to him under a new lease if a de¬ 

fault by the developer takes place. As a final means of pro¬ 

tecting his investment in the leasehold, the lender will want 

to prohibit both the landowner and the developer from instigating 

amendments to the ground lease without first obtaining the 

lender's approval. 

DEVELOPER IMPACT 

In addition to the right to subordinate the fee to a construc¬ 

tion loan, permanent loan, or a refinancing loan, the developer 

v/ill want the right, to subordinate different portions of the 

ground to different mortgages. If the landowner is reluctant 

to subordinate to future refinancing, out of fear that the 

developer may try to milk the property over a short period 

through excessive mortgages, it may be necessary to include 

a provision in the lease that specifies how refinancing funds 

are to be spent. 

To assure that the lease is a saleable product, it is important 

that the developer be unrestricted in his right to assign or 

sublet the property. The lender may require that this right 

also be extended to him, should a default occur. 

For convenience of execution in all transactions, the developer 
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may require the right to act as the landowner's attorney-in- 

fact for negotiations and consummation of all financial agree¬ 

ments. He may further request that the ground lease contain a 

clause requiring the landowner to execute, immediately and on 

presentation, necessary legal documents as submitted to him. 

To avoid personal liability required by the lender, the land- 

owner may have to convey title to the land to a corporation 

having the power to execute the necessary transactions and 

then reconvey the land back to the landowner. To further pro¬ 

tect himself and his interest, the landowner may want an 

opportunity to cure any default that might occur toward the 

leasehold mortgage-, and the authority to include expenses 

incurred in doing so under the developer's rent obligation. 

The lender and the developer-borrower will ultimately benefit 

if the landowner agrees to subordinate his fee and thus allow 

the land to serve as additional security for a loan. "If the 

'ground lease' (rent to be paid on the land) is reasonable 

and the owner agrees to 'subordinate' his interest in the land 

to the lender holding the mortgage in the improvements (that 

is give the lender the right to sell the building and land if 

there is a default on the mortgage payments) then a developer 

can obtain a loan based on the economic value of the building 

and land without having to invest any capital in the 1 a n d . " ^ 

1. Farrell, Paul B., Jr., "Real Estate Financing," The Systems 
Approach to Architectural Planning,Syndication and Finance 
2. Real Estate Development and Syndication, Louisiana 

Architects Assocaition, July 15, 1971, 70. 
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The result may be a loan of sufficient size to cover the 

developer's total cost of land and development. 

Since the lender has the land and improvements as security to 

justify a larger loan than otherwise possible, the developer 

may then be able to provide a more extensive improvement that 

will provide a higher income for him while indirectly benefit¬ 

ing the landowner through increased security. The landowner 

may also receive some direct benefit in the form of additional 

income if the lease ties the amount of ground rent directly to 

the lessee's income. Should the developer anticipate refinanc- 

inn the leasehold at some future date, the landowner may receive 

additional benefits through participation in the profits accrued 

in exchange for allowing subordination of his fee under the new 

mortgage term. 

A leasing arrangement also enhances the tax position of. the 

developer. Under a ground lease, the periodic rental payments 

are fully deductible for tax purposes, whereas under an outright 

purchase, only the interest porition of the payments would be 

deductible. Thus, land cost, which are not normally a deductibl 

or depreciable item, become a tax shelter for other income. 

If the landowner should choose not to subordinate his interest 

in the land, but the ground rent is reasonable, it may be neces¬ 

sary for the developer to secure leasing commitments for a 

designated portion of the leaseable area before a permanent 
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mortgage can be obtained on the improvements alone. Even 

after doing so, the developer may find that the lender will 

require the mortgage to be tied to the tenant's lease terms. 

Interest cost and fees will undoubtably be higher also. 

The landowner may be convinced to subordinate if he can be 

made to realize that he would have to put up the land for 

security anyway, if he were to develop the land himself. The 

pssibility for higher rental from subordinated land may also 

serve to influence his decision. 

Whether subordinated or not, a lease causes the landowner to 

provide partial financing for the iand. The developer need 

raise only the funds required to construct the improvements 

and pay the annual ground rent to make the project both viable 

and profitable. 



JOINT VENTURE "FRONT MONEY" DEAL 

BASIC CONCEPT 

In a Joint Venture "Front Money" Deal the lending institution 

normally provides 100% of the necessary cash investment in a 

project, while the developer supplies the land or an option 

on the land and the entrepreneura1 skills necessary to imple¬ 

ment the required construction, leasing and management for the 

project. Whether such an arrangement constitutes a creative 

financing technique or merely a unique form of ownership is 

not important. What is relevant is the impact it is having 

on the construction industry. 

"With the end of the tight money period-we can now see more 

clearly v/hich of the modern real estate financing techniques 

are likely to survive because they fill a genuine and relatively 

permanent need of the economy. The joint venture in which the 
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investor pays his way and takes the equity risk (described 

above as the joint venture 'front money1 deal) will seemingly 

endure. It is not founded on emergent temporary necessities 

of the developer, but in the perennial problems of real estate 

financing which will become more acute as projects increase in 

size, cost and complexity."^ 

GENERAL CHARACTERISTICS 

Normally conducted under a subsidiary organization of the lender 

and developer to limit liability, the Joint Venture may be in 

the form of a general partnership, limited partnership or a 

corporation. Division of ownership and profits is negotiated, 

in most cases, the developer will own or have an option on the 

land to be developed. After doing the preliminary work, he will 

approach the investor with a deal that permits him to contribute 

the land and advance effort at its current value rather than 

his actua 1 cost. 

The developer may sell half of his package to the investor in 

order to obtain the necessary front money or the lender may 

supply all of the cash. If the former occurs, the profit will 

probably be split fifty-fifty. When the cost basis of the 

land is low, the developer should exchange it for interest 

i. Hershman, Mendes, "The New Look in Real Estate Financing 
Techniques," App raisal Journal , April, 1971 > 221. 
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in the joint venture rather than sell it and have to pay capi¬ 

tal gains taxes. In the latter instance, the lender will un¬ 

doubtedly insist that all of his money be returned with a suitabl 

interest before any split of net income takes place. While such 

repayment is in progress, the developer may receive income from 

fees paid for constructing and managing the project. 

LENDER IMPACT 

The lender receives the normal benefits of interest plus a 

"kicker" giving him an opportunity to participate in the pro¬ 

fits of the project. In addition, the participating lender 

may receive an option to provide the interim and permanent 

financing for the project at the current market yield. 

As the lender is risking loss of his investment without obli¬ 

gating the owner-deve1 oper, there is no usury question involved. 

A major legal conflict does occur, however, over the question 

of who should hold the title to the project. In most cases, 

it is desirable to rest the title with the joint subsidiary. 

Thu.s , the lender's principal assets are protected against 

liability, the lender may remain anonymous, and price hiking 

due. to association with a major institution can be avoided. 

DEVELOPER IMPACT 

This technique makes it possible for the. developer to acquire 

the capital he needs to carry out one or more projects 
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simultaneously using maximum leverage and with a minimum of 

risk. Equally important is the ability to benefit from ini¬ 

tial losses and accelerated depreciation that help to offset 

his personal income taxes. A Joint Venture "Front Money" Deal 

also allows him to maximize the potential of the entrepreneurial 

abilities that make him unique from other participants in the 

real estate development market. 

EXAMPLE 

To demonstrate the use of the Joint Venture "Front Money" Deal , 

the example of the Urban Office Building can be analyzed. 

After acquiring the land and organizing the project, the develooer 

approaches an institutional lender with a joint venture proposal. 

In return for 100% financing of the deveiopment cost, the devel¬ 

oper and lender agree to enter into a limited partnership arrange¬ 

ment whereby each will own one-half of the completed project. 

As the land contributed by the developer has a value of $250,000 

the development cost will equal the project budget less this 

amount or $8,950,000. 

Project financing will be provided as follows: 

Lender - 100% development cost $ 8,950,000 

Developer - Land cost 250,000 

Total Budget $ 9,2 00,000 

The feasibility study revealed the project to have an economic 
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value of $10,000,000 and a net income of $1,000,000 per year. 

The net income will be split in the followi 

Lender takes 8% of $8,950,000 

Developer takes 8% of $250,000 

Lender and developer split 50-50 

Total Net Income 

Lender's total annual return 

Developer's total annual return 

Developer's cash rate of return 

ng manner: 

$ 716,000 

20,000 

$ 736,000 

264,000 

$1 ,000,000 

$ 848,000 

152,000 

$1 ,000,000 

60 oo
 

A comparison of the return on investment using the joint venture 

arrangement and the return on the conventional permanent mortgage 

arrangement analyzed previously gives a clear indication of the 

impact of leverage. Although the developer now owns only 50% 

of the project, his annual cash rate of return has more than 

tripled and the total rate of return is more than five times 

that of the conventional arrangement. Although the after tax 

cash flow is nearly one-half of the conventional arrangement, 

the equity requirement is now less than one-sixth of that re¬ 

quired by the conventional method of financing. 



SALE AND LEASEBACK 

BASIC CONCEPT 

The sale and leaseback technique is one of the oldest creative 

financing techniques in existence. The traditional application 

is for the developer to sell his property to a lender who in 

turn will lease it back to him. More recent creative applica¬ 

tions include sale and leaseback of both land and improvements 

on a property and sale and leaseback of only the energy system 

of a project. "Utilizing the sale leaseback to provide for 

additional investor compensation by way of participation in 

income as well as its application to other than fee estates, 

is a fairly recent innovation."^ 

1. Hershman, Mendes, "The New Look in Real Estate 
Financing Techniques," Appraisal Journal , 
April, 1971, 213- 
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GENERAL CHARACTERISTICS 

In a land sale-leaseback agreement, the developer sells his 

property to a lender who then leases it back to him under a 

long-term lease. The developer then uses the money acquired 

from the sale to build improvements on the land sufficient 

to cover the cost of the ground lease payments. 

Terms vary considerably depending on the lender's participating 

in the current market for such projects. A typical property 

might be bought for 100% of its appraised value and then leased 

for 30 to b0 years with two or more renewal options of ten years 

The annual lease rate normally varies between 9 and 10 percent 

of the original sales price of the land. 

In a sale-leaseback/100 % financing arrangement the lender pur¬ 

chases both land and improvements and thus provides virtually 

100% financing for the project. This usually occurs when de¬ 

preciation on the property has been reduced to a point below 

that required to shelter the income derived from further amorti¬ 

zation of the. property. The terms of a total purchase agreement 

will vary with the quality of the project and the strength of 

the tenants and their lease contracts. "It is important that 

the lessee's position be a sound one, for this represents the 

'cushion' for the safety margin above the investor's position."' 

1. "Up to Date Financing Procedures," Sonnenblick-Goldman 
Corporation, The Systems Approach to A rchitectura1 Planning, 
Syrtdication and Finance , 2. Rea 1 Estate Development and 
Syndication , Louisiana Architects Association, July 15, 197 1, 
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A sale under this arrangement, normally contingent on achieving 

nredetermined rental levels for the project, can be arranged 

before or after development takes place. 

I n a sale-1easeback of energy system, the total energy system 

of a project is purchased by a lender who is willing to sub¬ 

ordinate his interest to that of the first mortgage lender. 

This technique allows the developer to recapture a significant 

portion of his total project development cost. 

LENDER IMPACT 

The lender benefits through the land sa1e-1easeback arrangement 

by securing an ownership position in a property where the ground 

lease value is relatively assured by the improvements built on 

it. "The higher the value of the improvement the more secure 

would be the fee position. In practice, the leasehold value 

should exceed the value of the land by at least 1-1/2 times 

so there would be adequate security for the fee purchaser."' 

What the lender receives is a nonsubordinated fee position 

offering an attractive yield on a lease having an initial term 

for as long as 1»0 years. 

The lender-investor in a sa1e-1easeback/100% financing arrange- 

1. "Up to Date Financing Procedures," Sonnenb1 ick-Go 1dman 
Corporation, The Systems Approach to Architectural P1 a n n i ng , 
Syndication and Finance, 2. Rea 1 Estate Development ana_ 

' S y n d i c a t i o n , Louisiana Architects Association, July 15, 1971, 6 
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ment will be sole owner of a property with a proven record of 

earnings. He also receives a contingent return should the 

property appreciate in value plus the leverage possibilities 

inherent to mortgaging of the fee. 

The lender in a sale-leaseback of energy sys tern arrangement 

normally assumes responsibility for maintenance of the system. 

He then leases the system back or actually sells power for use 

as required by the improvements. 

As lender requirements will vary, careful considerations must 

be. given to the overall economic impact of any type of sale 

and ieaseback arrangement. Some lenders will seek high yields 

and long-term leaseholds, but be difficult about repurchase 

options. Others will accept low yields in order to demand 

short-terms sufficient to greatly restrict additional financial 

opportunities. 

Whether the return to the investor in a sale-leaseback arrange¬ 

ment constitutes a violation of the usury statutes, may depend 

on,whether the contract provides for eventual repurchase of 

the property by the developer. If this option is not provided, 

the equivalent of interest achieved through high rent payments 

on the ground lease may not be considered as interest on a debt, 

if so, the usury regulation in question may not be considered 

exceeded. 

Where the repurchase agreement does exist, the transaction may 
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be looked upon by the courts as a loan. In most cases, the 

repurchase is optional rather than mandatory. "Whether or not 

a court regards the entire transaction as a loan depends on 

whether the parties actually intended the financing device as 

a loan."' This intent may be determined based on the resale 

price of the project in relation to its value and the economic 

considerations that determine whether the repurchase option 

will be exercised or not. 

If the property value greatly exceeds the sales price stipulated 

it is obvious tiiat the developer would indeed repurchase the 

property. Thus, the transaction might be considered by the 

courts as merely a loan for which the property title was con¬ 

veyed as security during the term of the lease. Where economi¬ 

cally logical, options are available to the developer, such as 

the right to extend his lease or repurchase the land at a fair 

appraisal value, it is quite possible the transaction would be 

considered a genuine sale and leaseback. As such, a usury 

violation would not exist. 

The question of usury usually arises where the developer is 

seeking a way out of his contract with the lending institution. 

However, the decision that the agreement is in actuality a 

I. Hershman, Mendes, "The New Look in Real Estate Finances 
Techniques," App raisa1 Journal , April, 1971, 214. 
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loan rather than a sale-leaseback may have grave tax conse¬ 

quences to all parties involved. If determined a loan, the 

developer stands to lose the deduction privileges for the 

amount of rental payments considered in excess of normal interest 

and amortization payments on a mortgage repayment on the same 

property. In turn, the lender will lose the right to terminate 

the lease on default by the developer. Instead, he must under¬ 

go the difficult and often time consumming involvement of a 

mortgage foreclosure. In some states this is greatly compli¬ 

cated by the existence of extended redemption periods. 

DEVELOPER IMPACT 

In a 1 and sale-leaseback arrangement the developer receives 

a purchase price of 100% of the appraised value of the property 

and the right to acquire a leasehold mortgage using the lease¬ 

hold as security. The agreement will be conditioned on the 

understanding that the developer will erect an improvement on 

the land at a cost in excess of the land value. It is important 

to both the developer and lender that the land be purchased at 

a fair market value. If the price is excessive, difficulties 

will arise in negotiating the condemnation clause between the 

lender as fee holder and the leasehold mortgagee. 

in a sale-leaseback/100% financing arrangement a developer with 

an established record of successful projects may obtain 100% 

financing by selling the land and buildings and leasing them 

A 
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back. The developer then assumes the role of a building 

operator who manages the -project and serves as leasing agent 

to project tenants. This arrangement is attractive to him 

because it allows him to retain operational control through 

the leaseback while removing the economic burden of taxes 

resulting from increased amortization and a depleted depre¬ 

ciation base. The profits from the project continue and the 

lease payments are fully deductible. 

When the developer sells the land he gives up the right to 

long-term appreciation of the property except that which he 

may recapture by exercising existing repurchase options. "But 

at the same time he has reduced his equity investment, sub¬ 

stantial 1y furthering his goal of leveraging a small equity 

position (the major attraction of real estate investment) and 

increasing his tax shelter. 

The sa1e-1easeback of energy system arrangement allows the 

developer to draw off a sizable sum of his equity investment 

from the project. "In a typical installation, the developer's 

future cash flow is not affected by any increase in charges 

for energy purchased, yet he is able to recapture 10% to \5% 

of his total project cost, thereby substantially reducing his 

1. Hershmari, Mendes , "The New Look in Real Estate Financing 
Techniques," Appraisal Journal, April, 1971, 213. 
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equity investment." 

EXAMPLE 

The benefits of the sa1e-1easeback/100% financing arrangement 

can be demonstrated by analyzing the Urban Office Building pro¬ 

ject. 

The land and improvements for the project can be sold to an 

institutional lender for an amount equal to the total project 

budget. The lender will then lease the project back to the 

developer for an annual rental amount equal to 3% of the pur¬ 

chase price. 

Project financing will be provided as follows: 

Lender - 100% development cost $9,200,000 
(including land) 

Developer - none  ~0~ 

Total Budget $9,200,000 

Income from the project would 

Net Income 

Rental Payments 

Cash Flow Before Taxes 

be distributed as follows: 

$1 ,000,000 

828,000 

$ 172,000 

1. Farrell, Paul B., Jr., "Real Estate Financing." 
The Systems Approach to^ Archi tectural Planning, 
Syndl ca t i on" and F_(n_ance_, 2_^ Rea 1 Estate Deve 1 oprnen t 
and SyndTca’t ion, Lousi Sana Architects Association, 
jTryT5TT971 , 71. 
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Although the developer cannot claim depreciation once he has 

sold the project, he may still deduct the rental payments and 

thus maintain his after tax cash flow at a reasonable level. 

This arrangement allows him 100% funding for the development 

of the project thus permitting him to develop a project that 

provides a sizable cash return without any cash equity require¬ 

ment on his own part. 



LAND SALE AND LEASEBACK AND LEASEHOLD MORTGAGE 

r> r r> i n r M o r n *r a M 3 I L, UUhULT I 

This method of separating the fee and improvements includes a 

sa1e-1easeback of the land under the building and a subsequent 

mortgaging of the leasehold rights. By financing the values 

of the property separately, the developer is able to use the 

full value of the land as capital in addition to the mortgage 

value of the leasehold which may represent as much as 75 per¬ 

cent of the cost of the improvements. 

GENERAL CHARACTERISTICS . 

In some cases an institutional lender will agree to finance 

both the acquisition of the land and the construction cost of 

the improvements. To make a project feasible, the lender 

will purchase the land from the original landowner at a price 

previously agreed to by the developer and landowner, and then 
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lease the land over a long term to the developer who initiated 

the purchase. For providing the front money, the lender will 

usually demand a significant portion of the cash flow earned 

by the improvement in addition to a reasonable return on its 

investment through the ground lease rental payments. Terms 

of the lease usually provide for repurchase of the land after 

a designated period of time for a predetermined appreciated 

value. Refinancing after a limited "lock in" period is also 

provided for. 

The amount of participation by the lender may be determined by 

a downward sliding scale based on the duration of the lease 

prior to exercising of the repurchase option. With each year's 

extension of the lease after the initial year of the repurchase 

option, the lender's share of income participation is reduced 

by an incremental amount. Thus the developer, with little or 

no personal investment, owns the leasehold interest on the land 

where a major improvement will be built, owns the improvements, 

benefits from depreciation deductions on the improvements, re¬ 

ceives a sizable portion of the income from the property, and in 

some cases receives a management fee for operating the property. 

He may also have the option to refinance the property and 

eventually buy out the lender's right to participation v/ith 

his share of the refinancing proceeds. 

The lender, in turn, has a quality tenant and favorable lease 

terms, and is relatively certain cf receiving regular ground 
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lease payments and interest and principal under the mortgage 

it holds. However, the real profit to the lender will more 

than likely come from the high ratio of income participation 

he receives from the improvements. 

LENDER IMPACT 

To compensate for the greater risk incurred through commitment 

of such a large share of the capital for the project, the lender 

will expect a higher than normal yield on his investment. This 

return will be derived primarily through equity participation in 

the project. In addition to the potential gain through appre¬ 

ciation of t'fie property the lender will undoubtedly seek a por¬ 

tion of the profits resulting from the improvements. The question 

of usury, as in all sale-leaseback arrangements, will always be 

prevalent in an arrangement such as this. 

DEVELOPER IMPACT 

This arrangement is acceptable to the developer as he is able 

to obtain significantly more capital for his project than would 

otherwise be possible. He also retains the tax shelter of both 

the depreciation deductions on the improvements and rental pay¬ 

ments on the ground lease which can be fully deducted. Cash 

flow for the project is thus greatly improved. 

"The ground rent plus debt service on the leasehold mortgage 

(in the case of improved property with the building severed 
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and retained by the lessee) will exceed the debt service on a 

straight mortgage of land and building."^ The reduction in 

equity requirements through sale of the land and the increased 

tax shelter combine to provide a tax flow in excess of that 

obtained through a straight mortgage on the land and improve¬ 

ments combined. As the leasehold provides the security for 

the investment by the lender, the developer will normally have- 

very little or no personal liability for the project. 

EXAMPLE 

The benefits of a land sale and leaseback and leasehold mortgage 

arrangement can be demonstrated by an analysis of the urban office 

building project. 

The $250,000 land cost capitalized at a rate of 10% determines 

an economic value of $2,500,000. At this price, the land can 

be sold to an institutional lender and leased back at a' ground 

rent of 3% per year or $225,000. Net income after payment of 

the ground rent comes to $775,000. This amount can then be 

capitalized at 10% to arrive at a leasehold value of $7,750,000. 

A 75% leasehold loan will then be made equal to $5,812,500 having 

an interest rate of 8% and an annual constant of 10%. Debt 

service on the improvements will thus be $581,500 per year. 

1. Hershman, Hendes, "The New Look in Real Estate Financing 
Techniques," Appraisal Journal , April, 1971, 213- 
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Total debt service on land and building will equal $ 8 0 6,2 5 0 . 

Financing for the development of 

as foilows: 

Mortgage on Land 

Mortgage on Improvements 

Total Debt Financing 

Required Equity 

Total Project Budget 

the project would be provided 

$2,500,000 

$5,812,500 

$8,312,500 

887,500 

$9,200,000 

Using this arrangement the developer's equity requirements are 

reduced to one-half of that required using the conventional first 

mortgage financing analyzed in the feasibility study. However, 

his cash flow before taxes is almost 60% of that provided using 

the prior method and he still retains the full benefits of de¬ 

preciation of the improvements. In addition, he receives deduc¬ 

tions for the rental payments made on the ground lease. Cash 

flow and tax shelter are thus significantly greater than that 

obtained through a straight mortgage on the land and building. 



SALE-BUYBACK 

BASIC CONCEPT 

A sale-buyback agreement is one in which the lending institution 

purchases the property in question for a mutually agreed upon 

price, usually between. 80 and 90 percent of the economic value 

and 100 percent of the developer's cost of land and improvements, 

and then contracts to resell the property back to the developer 

for the same amount through use of an installment sale contract 

over a specified number of years. "The lender retains title 

to'the property, but the developer also retains an equitable 

interest in the title, and this feature enables him to retain 

the important tax advantage of a depreciation deduction."^ 

1. Beaton, William R., "Creative Financing of Real Estate." 
Urban Land, Urban Land Institute, Washington, D.C., 
Vo!. 30, No. 6, June, 1971, 16. 
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GENERAL CHARACTERISTICS 

The term of an installment sale contract usually runs up to 

ten years longer than that made on a normal mortgage basis. 

However, an annual constant is set to liquidate the investment 

over a normal mortgage period at somewhat less than the current 

mortgage rate. The contract term, typically 35 years, provides 

for a closed period of 15 years, after which contract termina¬ 

tion options are provided at five year intervals. A fifteen 

year "lock-in" may seem unreasonable until one realizes that 

the depreciation and interest factors will almost completely 

shelter the cash flow during the entire 15 years. 

Although a fixed contract payment is used, the method of cal¬ 

culating interest and amortization are different. Under an 

ordinary mortgage, the interest portion of the constant pay¬ 

ments decreases each year as the amortization portion increases. 

In an installment sale contract the annual amortization is 

determined by dividing the total amount paid off within the 

years the property is held by the number of years. The re¬ 

maining portion of the constant payment is the interest paid. 

Such an arrangement makes it possible for the developer to 

accurately program the amount of interest and depreciation 

he will receive, knowning that they will remain constant. 

Most contracts will also a 11ow for the balance due to be 

refinanceable at the time of selected prepayment. 



SALE-BUYBACK 173 

LENDER IMPACT 

The lender's desire to get greater returns for their investments, 

and an opportunity for participation, can readily be satisfied 

by a sale-buyback arrangement. In return for granting what 

will inevitably result in 100% refinancing, he will usually 

require a fixed contract payment with installments being broken 

down into constant interest and repayment of principal factors, 

and a contingent payment in the form of a percentage of net 

income less the contract payment. He thus, obtains an interest 

in a project that offers him an opportunity for growth, as well 

as longer than normal basic interest or a repurchase bonus, 

whichever favors the method of write off on his investment he 

intends to employ. A final factor which offsets the higher risk 

factor associated with a high ratio investment, is the extended 

closed-option period, giving a longer than normal period to 

benefit from the high yield investment. 

DEVELOPER IMPACT 

The leverage resulting from the ability to borrow 100% of his 

development cost is the main advantage to the developer. The 

installment contract allows for the certainty of a constant 

installment repayment at a realistic mortgage rate and allows 

the developer assurance that he will benefit from a regular 

annual income stream that is almost completely tax sheltered. 

The disadvantage of bringing a partner into the project who 

shares in the profits is somewhat reduced by the fact that 
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he primarily is a silent partner. The slower than normal rate 

of amortization may also be a desirable feature. However, if 

repaid amortization is important to the developer, or he feels 

the price of giving up income to a partner is not offset by the 

ability to obtain high ratio financing while retaining numerous 

tax advantages, it might be desirable to pursue another vehicle 

for ref inaneing. 

EXAMPLE 

An analysis of the Urban Office Building project will demonstrate 

the value of a sale-buyback arrangement. 

After acquiring the land and doing a thorough feasibility study, 

the developer of the Urban Office Building can demonstrate to 3n 

institutional lender that the project represents a totai cost 

of $9,200,000 and has an economic value of $10,000,000. Based 

on this, the lender agrees to purchase the project at the pro¬ 

jected total cost and then sell it back to the developer. The 

repurchase contract calls for the developer to pay an annual 

installment of 8% of the purchase price over a 35 year period. 

The net income received after payment of the fixed contract 

payment and operating expenses will be apportioned 75% to the 

developer and 25% to the lender. The lender will hold title 

to the property until the contract has been paid off. 

Project financing will be provided as follows: 
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Lender - 100% development cost $9,200,000 
(including land) 

Developer - (none)  -0- 

Total Budget $9,200,000 

The net income will be split in the following manner: 

Net Income $1,000,000 

Installment Contract Payment 736?000 
at 8% 

Remaining Cash Flow $ 264,000 

The remaining cash flow will be split as follows: 

Lender gets 25% $ 66,000 

Developer gets 75% 198,000 

$ 264,000 

The lender's share in the cash flow has the effect of raising 

the yield on his purchase price by about .75% during the first 

year. As net income increases, this will go even higher. 

The developer has benefited from 100% financing of his total 

cost including land. In addition, the tax benefits of an 

annual accounting loss due to depreciation and interest deduc¬ 

tions is sufficient to shelter his entire share of the cash 

flow and a lesser amount of income from other sources for a 

significant number of years. Thus, for only his time, and a 

reasonable amount of risk the developer w i 1 1 receive a sizable 

annual income and a highly favorable tax shelter. And, when the 

in s ta11 men t contract is paid out he will again have total owner¬ 

ship of the building. 



CONTINGENT INTEREST 

BASIC CONCEPT 

A con tingen t interest rate arrangement is one that provides 

for the interest rate on a loan to be a combination of the 

normal fixed interest rate and an additional rate based on the 

performance of the property. 

GENERAL CHARACTERISTICS 

The simpliest technique is to base this additional return on 

a percentage of gross income. More sophisticated contracts may 

call for a percentage of the gross in excess of a specified 

percentage of the gross income or a percentage of the gross 

in excess of a specified dollar amount. Others may provide 

for a percentage of overage rents paid by tenants on percent¬ 

age 1 eases, a percentage of net income before taxes and depre¬ 

ciation, or a percen tage of a prede termined net income under 
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which certain items of expense are limited. 

LENDER IMPACT 

The lender whose return is based on a contingent interest agree¬ 

ment is in danger of exceeding the usury limitations if the 

project is too successful. "However, the transaction may be 

exempt (1) because of the nature of the borrower (in states 

with a corporate exemption); (2) if the transaction is for a 

'business purpose' which, as in Illinois, constitutes a defense; 

or (3) according to recent enactment in several states, the loan 

is legal because it exceeds a certain amount."' 

One method of averting the conflict of usury is to provide for 

the contingent interest to be cumulative. Interest not earned 

in one year, would then be carried over to be paid in subse¬ 

quent years when it is earned. A stipulation that over the 

entire period of the loan the fixed plus contingent interest 

may not exceed the usury regulations could then be employed 

to protect the lender. 

To avoid loss due to amortization and prepayment, the lender 

may require an additional equity interest over and above the 

fixed debt service and equal to the capitalized value of the 

1. Hershman, Mendes, "The New Look in Real Estate Financing 
Techniques," The Appraisal Journal , April, 1971, 210. 
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average amount of additional compensation paid in the years 

prior to prepayment. Or,-he may require a predetermined share 

of the proceeds of refinancing in excess of the outstanding 

amount of the loan. Such compensation recognizes the equity 

position of the lender and allows him to reap the benefits of 

appreciation due to amortization of the mortgage he has pro¬ 

vided. By making this additional participation a condition 

of prepayment predetermined by the borrower and the lender, 

he thus avoids the question of usury. 

An added feature of the contingent interest technique is the 

ability to bargain it opens up for the lender. By creative 

application he may be able to offer a primary interest rate 

which is low enough to permit him to outbid rival lending 

institutions. By doing so, he corners the loan, has reason 

to request an interest participation, and is relatively sure 

that he will eventually receive a return that is equal to or 

greater than the interest rate initially offered by his com¬ 

petitors. 

DEVELOPER IMPACT 

A contingent interest loan is quite acceptable to a developer 

as it provides him with an initial interest rate that is lower 

than otherwise and also puts a degree of the risk in the pro¬ 

ject on the shoulders of the lender. If the project is not as 

successful as anticipated, the additional compensation will not 
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have to be paid. If it is successful, the developer will have 

the option of repaying the loan as soon as the "lock in" period 

is over and thus negating the lender's opportunity to share in 

the profits. The continuous reduction in principal during this 

closed period is also to the developer's advantage. 

EXAMPLE 

To assure that he will get the financing of the Urban Office 

Building project, a mortgage lender must outbid his competitor 

who offers a permanent mortgage of 75% of the economic value 

of the project or $7,500,000 at 8.5% interest for a *t0 year term. 

To do so, he offers the same loan amount at 8% over the same 

term, but charges a contingent interest equal to 2.5% of the 

gross rents after an allowance for vacancies has been made. 

This annual sum of $37,500 makes the total interest paid for 

the loan equal to that of the original offer. However, the 

contingent portion does not have to be paid until the project 

reaches the occupancy necessary to fulfill the gross rent 

requirements projected by the developer in the feasibility 

study. Thus, the lender assumes a portion of the risk involved, 

offers a lower interest rate, and in return stands to gain if 

the project income increases over that projected by the 

feasibility study. The developer benefits from an increased 

cash flow resulting from reduced debt service requirements 

while the project is leasing up or below full occupancy level. 
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A comparative cash flow analysis may be made 

8.5% Loan 

Net Income $1,000,000 

Debt Service 660,000 

Contingent Interest   -0- 

Total Interest $ 3^0,000 

as follows: 

8.0% Loan 

$1,000,000 

622,500 

37,500 

$ 3Z»0,000 

An increase in the mortgage term would result in a lower debt 

service constant and an even more attractive initial cash flow 

for the developer. When the gross rent has reached or surpassed 

its projected maximum the lender's effective interest rate will 

be proportionately higher than if the contingent interest arrange¬ 

ment did not exist. 



VARIABLE RATE MORTGAGE 

BASIC CONCEPT 

A variable rate mortgage provides for the interest on the mort¬ 

gage to shift up or down within predetermined limits over the 

term of the loan. 

GENERAL CHARACTERISTICS 

This technique ties the interest rate of the mortgage to a pre¬ 

determined index that wiil reflect the current cost of capital 

to the originating lending institution from either internal or 

external monetary sources. Whether tied to the rate paid on 

savings by the institution, to the prime rate of a major bank, 

or to the rate of long-term government bonds, when the index 

shifts up or down the interest rate on the loan adjust accord¬ 

ingly. Where the rate is tied to the lender's internal cost 

of capital, he will be able to maintain a degree of control 
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over the fluctuations. However, in most cases the change will 

be limited to no more than one percent above or below the ori¬ 

ginal interest rate determined when the borrower accepted the 

loan. 

A borrower may thereby be assured that he will never be required 

to pay interest more than one percent higher or one percent 

lower than that called for by the original loan rate. In a 

few cases, the lender has demanded the right to adjust the rate 

a maximum of one percent each way at his own discretion, inde¬ 

pendent of an index of any kind. Where this occurs, the borrowe 

will usually be given adequate notice after which he will have 

a period to prepay the loan without a penalty if he so chooses. 

LENDER IMPACT 

The lender feels a variable rate is necessary to overcome the 

burden of obsolete and unprofitable rates on long term mortgages 

due to increasing inflation and continually rising interest 

rates. "In a period when market interest rates were rising, 

then a lender would get a better return on his existing mort¬ 

gage portfolio and would have more funds to make new loans."' 

DEVELOPER IMPACT 

When interest rates are declining the borrower would benefit 

1. "Review and Outlook, Flexible Mortgages," Wa11 Street 
Journal, March 3, 1969, Page 14, Column 1. 
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as the rate of his original mortgage falls. Indirectly, the 

lender would benefit also, as it is in periods of falling 

interest rates that a borrower would cut his mortgage cost by 

refinancing his project and repaying his original loan. The 

variable rate tends to discourage such action, and thus pre¬ 

serves the loan obligation to the original lender. 



WRAPAROUND MORTGAGE 

BASiC CONCEPT 

A wraparound mortgage, sometimes called a blanket mortgage or 

an extended first mortgage, is actually a form of second mort¬ 

gage that allows a lender to advance funds to a borrower in 

excess of the amount of remaining balance on an existing first 

mortgage and/or to make it possible for the borrower to obtain 

terms on a new mortgage more favorable than those of the ori¬ 

ginal mortgage, without requiring that the existing mortgage 

be paid off. 

GENERAL CHARACTER I ST ICS 

Obligations of the existing mortgage are assumed by the wrap¬ 

around mortgage lender by placing another, and usually larger 

mortgage on the property. If the loan amount is for a larger 

amount than the outstanding balance of the first mortgage, the 
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new lender advances the difference to the borrower and then 

begins receiving periodic payments on a new loan amount equal 

to the outstanding balance of the original mortgage, plus the 

amount of additional funds granted. Conditions of this new 

loan generally provide for a longer payout term and a higher 

interest payment for the entire amount outstanding. in turn, 

the wraparound lender then makes periodic debt service payment 

to the holder of the original mortgage. "The wraparound mort¬ 

gagee is not required to assume the existing mortgage, but can 

agree to meet the debt services out of the payments received 

on the 'wraparound' mortgage."^ Thus, the borrower no longer 

has direct dealings with the original lender. 

in some instances the wraparound mortgage may cover only the 

amount to the outstanding balance of the original first mort¬ 

gage. Justification for the increased interest rate of the 

new loan must then come from favorable terms for repayment 

that are considerably different from those of the existing 

first mortgage. 

LENDER IMPACT 

The lender of a wraparound mortgage receives the benefit of 

leverage made possible by the existence of a low interest rate 

1. Hershman, Mendes, "The Mew Look in Real Estate Financing 
Techniques," App raisa1 J ourria 1 , April, 1971- 217* 
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on the original mortgage. Although the new loan will usually 

have an interest rate below the conventional loan market, re¬ 

turn on the actual funds invested will usually be very high. 

The return on this investment, which in this case is only the 

amount of funds that he has extended above and beyond the 

existing balance on the assumed first mortgage is a composite 

of the following: 

(1) Interest and amortization of the new cash outlay 
above the balance of the first mortgage. 

(2) An amount equal to the difference in interest rates 
on the wraparound mortgage and the interest rate of 
the first mortgage on the amount of the original 
ba1ance. 

This composite return makes It possible for the lender to grant 

the cash and terms sought by the developer and still receive 

a composite yield somewhat higher than that offered by the 

current money market while at the same time retaining the auali 

arid type of security it would normally require. In addition, 

the cash advanced will not usually exceed the 75% 1oan-to-va1ue 

ratio normally permitted. 

DEVELOPER IMPACT 

A wraparound mortgage can be used to greatest advantage when 

the borrov/er is Mlocked-in" to a first mortgage having terms 

that are undesirable. It can best be employed when: 

(1) The owner of a project several years old decides 
he would prefer to refinance rather than sell the 
property inquestion. 

(2) The borrower needs more cash and the mortgagor 
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will not make additional advances under the 
existing mortgage. 

(3) The debt service on the existing mortgage proves 
to be unfavorable to the borrower and the holder 
of the first mortgage refuses to renegotiate term's. 

(I4) The first mortgage contains clauses that either 
prevent prepayment or allow repayment only if 
extreme penalties are met by the borrower. 

(5) The first mortgage has substantially 1ow interest 
rate that makes prepayment impractical, but existence 
of additions, improved leasing and/or increased 
property value justify a much larger loan based 
on the current value of the property. 

In cases where a project has been under the first mortgage for 

a number of years, the owner may elect to refinance the pro¬ 

ject rather than sell it and thus reclaim his equity. A wrap¬ 

around mortgage will permit him to by-pass any disfavarable 

prepayment clauses that may exist, and/or to retain any advan¬ 

tage or lower interest rates on the original loan that might 

accrue. "The borrower thus is able to get some or all of his 

equity investment out of the project (usually without paying 

any federal income or capital gain taxes) and will probably 

have loan terms more favorable than would exist if the total 

mortgage debt was completely refinanced. Moreover, a larger 

portion of his debt service payments would again be tax deduc¬ 

tible interest. 1 11 ^ 

1 . Farrell, Paul B. , Jr., "Real Estate Financing," The Systems 
Approach to Architectural Planning, Syndication, and Finance, 
2. Real Estate Development and Syndication, Louisiana 
Architects Association, July 15, 1971, 72. 
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EXAMPLE 

To demonstrate the impact of the wraparound mortgage, the Urban 

Office Building may be considered having its mortgage paid off 

to a point where $5,000,000 of the initial loan amount remains 

to be paid. 

Assuming that an accelerated rate of depreciation has greatly 

reduced the tax shelter that remains and that an increasing 

amount of the debt service is going to paying amortization on 

the loan, it can be seen that the cash flow is no longer advent" 

ageous to the owner. However, a prepayment penalty makes normal 

refinancing and early payoff of the original loan impractical 

and uneconomical, The owner also needs additional cash to 

make needed improvements on the property. 

If a lender can be found who will commit a wraparound mortgage 

equal to the economic value of the project at 3% interest while 

assuming the first mortgage, both the lender and borrower will 

benefit. The new lender will only have to advance an additional 

$5,000,000 which would be subordinated to the existing first 

mortgage. He will then collect interest of 3% on the total 

mortgage value of $10,000,000 and, in turn, pay the 8.5% interest 

on the first mortgage. His actual return would be the difference 

between the $900,000 earned on the overall loan and the $425,000 

interest he must remit to the holder of the first mortgage. 

Tiie lender therefore earns $475,000 on an original investment 

of $5,000,000, giving him an annual net return of 9-5 percent. 
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At the same time, the owner has reinstated a favorable tax 

shelter, Is no longer obligated by an undersirable repayment 

clause, and has received an additional $5,000,000 that is not 

subject to income tax. He may also have obtained an extended 

payout period that will reduce his overall annual debt service 



SPECIAL LOANS 

BASKET CLAUSE I.QAN 

MA basket clause loan, is not technically a type of loan; 

rather it is a provision in some state regulations for insur¬ 

ance companies which permit life insurance companies to make 

a small percentage of their loans in a category that cannot 

be assigned to any of the traditional real estate classifica¬ 

tions."' In New York, for instance, the laws allow insurance 

companies to use 2% to 3% on loans that would not otherwise 

be ' acceptab1e. 3asket Clause Loans may be used for accommodat- 

ing a variety of creative financing techniques such as a wrap¬ 

around mortgage, a loan secured by a lease, but not by a mort¬ 

gage, and loans which may exceed the specified loan-to-value 

1. Beaton, William R., "Creative Financing of Real Estate," 
Urban Land, Urban Land Institute, Washington, D,C., 
Vo“l. 30“ No. 6 , 1 97 I , 1 k. 
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ratios. Other techniques may also require basket posting 

varying according to the-law in the state where they are 

imp1emen t ed. 

STOCK OWNERSHIP OR OPTIONS 

In cases where stock, stock warrants, options, and convertability 

features are used as collateral to secure funding for a develop¬ 

ment project, the lender runs the risk that the borrower or 

majority stockholder will not declare dividends for an extended 

period. Thus his participation will be postponed. If a declara¬ 

tion is made, the lenders gains are subject to the double taxation 

inherrent to corporate dividends. It is therefore, important 

that the borrower be a well established corporation with an 

active market for selling or reselling stock. Even when condi¬ 

tions and features are attractive enough to warrant participa¬ 

tion, the lender may request an option over a period of time 

to convert, at a given conversion price, the unpaid balance of 

the mortgage it holds into common shares of the borrowers 

corporation. Such privileges of conversion and participation 

may make it possible for the lender to grant a more favorable 

interest rate to the borrower. 

BONDABLE NET LEASE 

When a tenant has a very high credit rating and a proven history 

of earnings and is willing to enter into a noncancel abl e absolute! 



SPECIAL LOANS 192 

net lease which provides a net rental sufficient enough to cover 

the mortgage payments, it may be possible for the developer to 

receive what is essentially a direct 100% loan. As the lender 

is looking primarily to the credit of the tenant in lieu of the 

real estate for security, the credit standing of the borrower 

becomes insignificant. "The tenant usually leases a major por¬ 

tion of the property, and the lease is sufficient with the 

rental income from the tenant, to amortize the loan completely 

within the lease period."^ High credit institutions such as 

a municipality, hospital or major corporation using this arrange 

men* , will usually create a separate real estate subsidiary 

that will hold the title to the property and lease it to the 

parent corporation. 

LENDER'S JOINT POOL FINANCING 

Several lenders in the same market area participating in the 

same project may combine funds to provide interim construction 

financing for the larger than normal construction project. By 

using one mortgage and several notes, a "money pool" is created 

by equal contributions from each lender from which construction 

funds may be drawn. Such joint ventures permit lenders to com¬ 

pete for loans that might otherwise have to be originated from 

outside the immediate area. 

1. Beaton, William R., "Creative Financing of Real Estate," 
Urban Land, Urban Land Institute, V/ashington, D. C., 
Vo 1 . 30, No. 6, 1971 , 1h. 
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Permanent loans, on the other hand, are not usually financed 

by such joint commitments. Instead the participating lenders 

each receive a preassigned portion of the completed project 

on which they may provide a standard mortgage commitment. 

DIVIDED AMORTIZATION SCHEDULE 

This arrangement provides for divided amortization rates on 

separate parts of the loan so that faster amortization occurs 

on one portion than on the other. Such a schedule allows the 

lender to recapture a significant portion of its capital much 

earlier than under normal amortization. In some cases, an 

interest only charge, similar to that used in a balloon mort¬ 

gage may be used for several years before a complete amortiza¬ 

tion schedule is enacted. 

PIGGYBACK LOANS 

By sharing or participating in a combined loan, two or more 

lenders may provide a loan higher than the normal loan-to- 

value ratio of 75% of the economic or appraised value of the 

property. Up to 30% of this value may be provided if 75% of 

the money is provided by the institutional lender who originated 

the piggyback loan and 15% is provided by, a private lender. 

The primary investor occupies a senior position and holds the 

documents for both lenders. 

To protect the secondary lender, private mortgage insurance 
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is obtained on his portion, and retained until the loan is 

reduced to the normal ratio of 75% • His claim to the insurance 

is of course, exempt from the other lender's senior claim. 

"The piggyback is in essence a form of junior or second- 

mortgage financing with the prime investor owning 75 percent 

of a 90 percent mortgage and another investor owning a 

subordinated 15 percent interest. 

In some cases collateral for the loan amount above the normal 

ratio may be put up by the borrower or a third party, and the 

entire 90 percent financing provided by the permanent investor. 

This collateral may be in the form of time deposits or guaranty 

by an outside institution, but must be sufficient to secure the 

"top" or "excess" part of the loan. If the borrower does use 

such a "passbook loan agreement" he deposits the sum in a 

savings account which draws interest. 

Although the developer can withdraw the interest, the principal 

sum must remain on deposit until the outstanding loan amount 

is reduced to the size of a standard first mortgage that would 

have been granted under the same circumstances. Other than an 

outside institution, an assignment of stock, letter of credit 

or certificate of deposit may be used as collateral. Such 

1. Beaton, William R., "Creative Financing of Real Estate, 
Urban Land, Urban Land Institute, Washington, D. C., 
Vo I . 30TNO. 6 , 1971, 1 b. 
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collateral, gives the lender significant security to overcome 

the risk of an extremely high ratio loan on unusual property. 

BALLOON LOAN 

Unlike a conventional mortgage which provides for the periodic 

debt service to fully pay off the loan amount, a balloon loan 

provides for only partial amortization during the initial term 

of the loan. Upon maturity, the remaining principal outstand¬ 

ing must be paid, refinanced, or extended as a portion of the 

original mortgage. A long-term loan that exceeds the term of 

the lease it covers may also be considered a "balloon loan". 

The difference between the two terms is referred to as a 

"hangout". 

The attractiveness of a balloon loan to a borrower is found 

primarily in the tax advantages it offers. By reducing or 

slowing down the rate of amortization, the tax shelter pro¬ 

vided by depreciation wi11 be adequate to shelter apprecia¬ 

tion from amortization for a longer period of time. The 

borrower is thus able to postpone the time when he will be 

paying taxes on income he does not receive. 

A secondary benefit is accrued when the loan termination date 

is reached. Whether the borrower chooses to refinance at a 

higher figure than the outstanding "balloon" or to extend the 

loan with lov/er amortization, he stands to acquire a greater 

cash income from his property. In turn, the lower amortize- 
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tion may be sufficient to fall within the shelter of the 

depreciation deductions which are also reduced. Either 

approach will provide additional funds for repairs, or recap¬ 

ture of the initial equity. Should the current interest rate 

be lower at the renewal date the borrower will also receive 

a benefit that might not have evolved had the financing been 

under a standard mortgage of a necessarily longer term. 

The lender is willing to go along because he has the property, 

rather than the credit of the borrower, as security. He is 

also relatively assured to getting a renewed or extended loan 

on the balance of the loan. During the new term he will have 

the same security, receive additional interest, and see the 

balance farther amortized. 

THE ANNUAL CONSTANT 

The annual constant is the debt service of a mortgage stated 

as a percentage of the original debt. It determines the amount 

of principal and interest required to pay off the mortgage as 

well as the rate at which the principal will be reduced. Under 

normal circumstances, the interest portion of the first pay¬ 

ment wi11 be the difference between the amount called for by 

the annual constant and that called for by the annual interest 

rate. The remaining portion will go toward reducing the princi¬ 

pal. After this initial payment, interest is paid on only the 

remaining amount of principal, and thus becomes smaller with 
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each additional payment while the principle reduction will 

increase. 

By maintaining the annual constant, and adjusting the interest 

rate and term of the mortgage, it becomes possible to accommodate 

special financing requirements of both the lender and the borrower. 

By creatively using the annual constant, it is possible to 

vary the interest rate while maintaining a specified annual 

debt service amount. "The principal and interest portions of 

the constant may be planned to give the lender a particular 

rate of return and at the same time to give the developer the 

debt service factor which he desires."1 

1. Beaton, William R., "Creative Financing of Real Estate," 
Urban Land, Urban Land Institute, Washington, D. C., 
Vo 1. 30, No. 6., 1971 , 16. 



CREATIVE FINANCING 

BASIC CONCEPT 

The ever increasing size and complexity of development projects 

have required that developers have larger amounts of capital, 

while at the same time provid i ng added incentive for both 

developers and lenders to take on the additional risk of large 

loans. Expanded construction cost, prolonged periods of infla¬ 

tion and a tight money market have further compounded the pro¬ 

blems of both lender and borrower. 

It has therefore, been necessary to create new approaches for 

providing satisfactory loans in situations that would be im¬ 

possible to finance by traditional methods using the normal 

pattern of long-term mortgage and a fixed interest rate. Thus, 

creative financing may be defined as solving of unusual and 

special financing needs of both lenders and borrowers in 
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situations where normal approaches are inadequate. "It is 

a matter of taking the new materials of a problem in financ¬ 

ing, combining them in a new way, or adding new ingredients 

thereby coming up with an acceptable product which can be 

purchased by lending institutions."^ 

GENERAL CHARACTERISTICS 

Although numerous methods can be employed to achieve the addi¬ 

tional yields sought by lenders, almost all techniques involve 

the use of "kickers" or "sweeteners" conceded to the lender by 

the developer. "This means that the financing is arranged 

to provide the lender an income beyond a fixed return ■■ a yield 

in addition to the straight interest." it is this additional 

incentive, attached to the basic obligation that makes an 

unusual or high-ratio financing situation attractive enough 

to be accep table to the lender. 

Methods used to acquire the benefits of a "kicker" will vary, 

but in most cases will include either the right to participate 

in the income, profits or equity ownership of the project, the 

right to charge non refundable fees and discounts, or a combina- 

tion of any or a 11 of these. 

1. Podolsky, Milton, "Creative Financing of Industrial Properties, 
News letter, Society of Industrial Realtors, October, 1968. 

2, Beaton, William R., "Creative. Financing of Real Estate," 
Urban Land, Urban Land Institute, Washington, D. C., Vol. 30, 
NoTT,“97”l , 12. 
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In spite of the benefits that may accrue, to the lender through 

additional investment outlets and higher yields, and to the 

bor rowe r through advantages of 1 eve rage, and inc rea sed scale 

of operations, many lenders and developers feel that creative 

techniques are gimmicks that will disappear when inflation is 

brought in to some degree of con t ro1 and money becomes mo re 

avai1 a b1e. F rom t he lender1s standpoint there may be a conce rn 

for jepordizing their portfolio through unknowingly violating 

the usury regulations which determine a ceiling for the legal 

rate of interest. Voca1 protestations by bor rowe r s who feel 

that lenders, through participation, are demanding yields in 

magnitudes not commensurate with the degree of additional risk 

assumed, tend to perpetrate the lender's anxiety. 

Actually, recent trends have been toward 1 i beri1izat i on of 

the statutory lending restrictions and the result has been 

increasing use of.creative techniques whether justified or 

not. Whether or not the usury laws are indeed violated is 

a legal question that has not to date been unanimously agreed 

upon by the courts. Nevertheless, as there will always be 

financing problems that must be overcome, especially as re¬ 

lated to large scale or unusual projects, creative financing 

will undoubtedly continue to be used by those concerned with 

the more sophisticated realms of real estate financing. The 

intensity of use will vary with the conditions of the current 

money market. "Yields must be attractive both to the borrower- 
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developer and lender, and the market must be willing and able 

to pay the price to support the yields."^ 

LENDER IMPACT 

It is the potential for higher yields from their investments 

that make creative financing techniques attractive to the 

commercial or institutional lender. Continuing periods of 

inflation and tight money has brought about a declining pur¬ 

chasing power for the lender's investment portfolio whi!e at 

the same time increasing operating expenses. When combined 

with the additional risk incurred by committing long-term 

capital to extremely large scale and increasingly complex 

development projects, these factors are significant enough 

to initiate the lender's desire for greater fiscal involvement. 

The prevalence of inflation is not, of course, the only reason 

lenders are seeking equity participation in development pro¬ 

jects. After watching developers leverage small cash invest¬ 

ments into large profits for so many years, it is inevitable 

that they would eventually seek "a piece of the action" in 

addition to what they consider all too moderate interest rates 

returned on conventional mortgages. 

DEVELOPER IMPACT 

To achieve the high ratio financing which is his primary goal, 

1. Beaton, William R., "Creative Financing of Real Estate," 
Urban Land, Urban Land Institute, Washington, D. C . , 
Vo 1. 30, No. 6, 1971, 16. 
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the developer must, in effect, take on the lender as a partici¬ 

pating partner. However, the ability to obtain larger than 

normal sums of capital may permit the developer to undertake 

projects of a much larger scope than might ordinarily be possible 

within the limits of his resources. Combined with the financial 

leverage inherent to 100% financing of his projects, the economic 

of developing on the larger scale may be favorable enough to 

more than offset the price that has been paid through dilution 

of his equity. In addition, many creative financing techniques 

are so structured as to provide the owner-entrepreneur with an 

income that is almost totally tax sheltered. 

EXAMPLE 

A classic example of the values accrued through imaginative im¬ 

plementation of creative financing can be found in the examina¬ 

tion of a technique first employed by William Zeckendorf in 

1953, when his real estate and development company, V/ebb and 

Knapp, was involved in the purchase and resale of 1 Park Avenue 

in New York.^ 

Using conventional techniques of a straight mortgage and a 

second mortgage, based on a ratio of the economic value of 

1. 2 e c ke n d o r f, William and Edward McCreary, Zeckendorf, 
Autobiography, Holt, Rinehart, and Winston, New York, 
1970, 1-298. 
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the property, the firm found they could only raise eighty 

percent toward the required purchase price. Even though the 

outstanding twenty percent was not available, a decision to 

proceed with drawing up the papers for the transaction was 

made . 

This decision was not entirely without reason, for Mr. Zeckendorf 

realized that if he could get commitments from investors to pur¬ 

chase the building once it was under his control, such a commit¬ 

ment would generate the financing needed to acquire it in the 

first place. 

While vacationing in Hawaii, Mr. Zeckendorf, a pioneer and major 

inventor of creative financing techniques, arrived upon the con¬ 

cept of fractioning off the various values of the project, much 

in the same way an investment broker sells the ownership and 

rights in a corporation of which he must dispose. The result 

of this ingenious concept was the evolution of what has come 

to be known in the real estate profession as the "Hawaiian 

Technique". Although in practice, this process involves a 

long line of interconnected transactions and lateral inter¬ 

actions, the basic concept is relatively simple. 

Beginning with the realization that an urban property may be 

readily broken into two parts, the land and the ground lease, 

the first step is to determine the percentage of the total 

income that will go to ground rent. Since, ground rent, must 
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be paid before any expense, it is the safest of all possible 

incomes to an improved property. 

Once this income has been capitalized, it is then possible to 

sell the rights to it directly, or to acquire a mortgage for 

it using the ground as security. Having done the latter, the 

amount of income remaining after the periodic payment on the 

mortgage has been made could then be capitalized and the rights 

to it sold to an institutional or individual investor. 

After having first mortgaged and then sold off the land, the 

entrepreneur would then have a sizab1e.amount of cash, plus 

the building and a lease giving him unrestricted use of the 

property. The income of the leasehold would be the earnings 

from the property remaining after the ground rent had been 

paid. 

To maximize the value of this leasehold it is necessary to 

break it up into smaller leases which are attractive to particu¬ 

lar types of buyers. The first lease, known as an inner or 

sandwich lease, would be sold to an individual who might be 

considered as the building owner. He would receive a sizable 

rent from the holder of the second lease and in turn pay a 

portion of it as ground rent to the owner of the land. The 

second lease, known as the outer or operating lease, would 

be purchased by the individual who in effect would be the 
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manager of the building. His income would represent the total 

rent derived from tenants using the building. 

Before selling the inner lease its income could be capitalized 

and mortgaged, and the amount remaining after the periodic 

mortgage payments could then be capitalized and sold. In turn, 

the operating lease could be capitalized and sold to an investor 

for a sizable sum. Of course, the return to the original entre¬ 

preneur could be even greater if he decides to provide financ¬ 

ing, by taking back the mortgage on the various leaseholds. 

in essence, what has been done in this simplified example is 

a fractioning off of the property by first selling and mo ru¬ 

ga ging the land; second, selling and mortgaging the inner lease; 

and third, selling an operating lease. The end result is a 

return to the entrepreneur much higher than the price for which 

he will purchase the building. 

The concept becomes clearer when the various participants are 

compared to the individual creditors of a corporation. The 

building manager, holder of the outer operating lease is in 

a position similar to that of a common stockholder. His posi¬ 

tion is secure against inflation, and a rise in sales or rents 

will give him a considerable rise in income. The building 

owner, holder of the inner or sandv/ich, has a fixed income, 

much like a preferred stockholder, plus the additional advantage 

of a tax shelter accrued through depreciation of the building. 
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The land owner and mortgagor are in a position similar to that 

of a corporation bond or debenture holder. The accumulated 

result of all of these is a profitably fractioned income that 

offers a secure investment to all who participate as well as 

a sizable return to the individual who instigated the venture. 

In actuality, the transaction would inevitably be more complex 

and involve a greater number of participants. The introduction 

of second mortgages alone, would undoubtedly double the com¬ 

plexity of the involvement. It is the flexibility permitted 

by the "Hawaiian Technique" that is its primary virtue. Becaus 

it makes it possible to anticipate and capitalize on future 

earnings of a property, the technique has become a major tool 

providing liquidity and flexibility to the world of real estate 

finance. 

Application of the Hawaiian Technique for simultaneous purchase 

and resale of the Urban Office Building project having an 

economic value of $10,000,000 and an annual net income of 

$1,000,000 would be made as follows: 

(1) The land, having an economic value of $2,500,000 can 
be ground leased at 10% ground rent per year. The 
rights to the income from this ground lease can be 
mortgaged at 80% of the economic value or $2,000,000. 
A 7»5% debt service constant requires that $150,000 
of the ground rent go to paying debt service. This 
leaves $100,000 net income which can be capitalized 
and sold to an investor seeking a fixed return of 
8% for an investment of $1,250,000. 

Ground Lease 

Net income $ 250,000 
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(2) 

Ground Lease - Continued 

Capitalization Rate 10% 
Economic Value $ 250,000 / . 1 0 

$2,500,000 

Mortgage Ratio 80% 
Mortgage Amount $2,500,000 

$2,000,000 
X oo

 

Debt Service Constant 7.5% 
Debt Service $2,000,000 X .075 

$ 150,000 

Gross Profit $ 100,000 
Desired Rate of Return 8% 
S a 1es P rice $ 100,000 / 

OO 
o
 

$1 ,250,000 

Total Value $3,250,000 

A sandwich lease that receives an annual income o f 
f*> i r .n r\ r\ _ & n r~ r\ r\ r\ y/;U ,OUU p d / S -?4pU,UUU dnn u a 1 ground rent and p f O V i deb 
the owner with $500,000 in gross profit. This $500,000 
when capitalized at 10% has an economic value of 
$5,000,000 that can be mortgaged for 80% of its value 
or $4,000,000. A fixed annual return of 8% requires 
a debt service of $320,000 leaving $180,000 gross 
profit to the owner. This amount can be capitalized 
at S% and sold for $2,000,000. 

Sandwich Lease 

Gross Income $ 750,000 
Ground Rent $ 250,000 
Net Income $ 500,000 
Capitalization Rate 10% 
Economic Value $ 500,000 / . 1 0 

"$5,000,000 

Mortgage Ratio 80% 
Mortgage Amount $4,000,000 

Debt Service Constant 8% 
Debt Service $4,000,000 

$ 320,000 
X 

C
O
 

o
 

Gross Income Profit $ 180,000 
Desired Rate of Return 9%   

Sales Price $ 180,000 / .09 
$2,000,000 

$6,000,000 Total Value 
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(3) An operating lease having a gross income of $1,000,000 
pays the sandwich lease owner $750,000 annual rent leaving 
$250,000 gross profits to the owner. When capitalized 
at 10% this lease can be sold to an investor for $2,500,000. 

Operating Lease 

Gross Income 
Annual Rent 
Gross Profit 
Desired Rate of Return 
Sales Price 

$1 ,000,000 
750,000 

1 250,000 
10% 

$ 250,000 / .10 
$2,500,000 

Total Value $2,500,000 

The sum of the sales and mortgage values received by the entre¬ 

preneur who instigates the simultaneous purchase and resale of 

the property is $11,750,000. This is $ 1,750,000 above the price 

he must pay for the building leaving a gross profit to him, 

exclusive of broker's fees, of 17-5% of the purchase price of 

the property. 

Total Sales and Mortgage Value 

Ground Lease 

Sandwich Lease 

Operating Lease 
/ 

Total Value 

Purchase Price 

Profit 

$ 3,250,000 

6,000,000 

2,500,000 

$11 ,750,000 

10,000,000 

$ 1,750,000 

CONCLUS1 ON 

"All useful things owned by man are classified as wealth.... 

Property on the other hand, is an intangible concept, being 
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the right to own or possess wealth, and to put to legal use 

if one wisnes. 

This concept of property is clarified if one realizes that the 

value of urban property is divided into two parts. The first 

being ownership of the land itself, and the second the lease 

on the land which gives the holder the right to use the land 

in any way he sees fit, as long as he continues to pay the 

required ground rent. If an improvement, a building, exist 

on the land, the right to use, alter, tear down, or rebuild 

on the site is a privilege of the leaseholder, unless speci¬ 

fically provided for otherwise by the agreement. Income to 

the property may thus be derived from both the value of the 

ground rent and values accrued from use of the improvements. 

The variations and complexity of the creative financing techni 

ques that may be employed to derive income from the multiple 

values of an urban property are limited only by the imagina¬ 

tion, versatility and ingenuity of the various individuals 

involved in the transaction. "The greater the number of 

separate groups (or their needs) that one could interconnect 

(or satisfy), the greater the profit to the innovator-entre¬ 

preneur."^ 

1. Ring, Alfred A., The Valuation of Rea 1 Estate, Prentice- 
Hall, Inc., Englewood Cliffs, N. J., 1963 , 22. 

2. Zeckendorf, William and Edward McCreary, Zeckendo r f, Auto¬ 
biography, Holt, Rinehart, and Winston, New York, 1970, 42. 



CONCLUSI ON 

Whereas many of the professionals who may be identified as 

participants in the development process have played only a 

minor role on the development team of the past, it is possible 

that a significant number of these will have a greater part in 

directing urban growth of the future. A rapidly growing popula 

tion and increases in both privately sponsored and government 

sponsored new development, redevelopment and new communities 

have brought about larger sized and more complex income produc¬ 

ing real estate projects. The result is a greater need for con 

tinuing participation by all members of the development team 

from initiation to conclusion of most development projects. 

Such comprehensive involvement will attract the developer- 

investor-client because it places the entire burden of planning 

financing, construction, leasing of space, and perhaps even 

building operation in the hands of qualified professionals who 
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are well versed in the latest creative methods and techniques 

of development and fully capable of bringing the development 

process up to the standards set by other contemporary produc¬ 

tive enterprises. As each discipline becomes merely a con¬ 

tributing service offered to the total process, over emphasis 

of any one expediency will be less likely, and each member of 

the development team may pursue and project his full creative 

capacity without fear of dilution by the others. 

Once investors and developers are convinced that full level 

contribution by a multitude of participants is viable, and 

that organization of such groups is in their best interest, 

it is quite possible that the conflict of profit versus quality 

can be at least partially resolved. Expertise directed toward 

the integration of creative financing techniques with the 

creative goals of the development team should have an especial 1 

large impact on the amount and allocation of funds that.may be 

directed toward the concern for quality in built facilities. 

The ability for an owner to remain profit oriented and simul¬ 

taneously attain a high degree of design quality in his project 

will be enhanced by the presence of adequate financing and.the 

encouragement of development professionals of undisputed inte¬ 

grity. 

It is redundant to say that the inclination to cut cost for the 

sake of maximizing profits will not continue to exist in some 

cases. "As long as the market place is structured so that 
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exorbitant profits can be obtained from poorly designed and 

ugly buildings, those buildings will be built, whether the 

chief officers of the developers are architects or accountants."^ 

Already, there are professionals who give quality high priority 

and others who do not. It is possible however, that on the 

whole, buildings planned and developed by a development team 

of qualified professionals will be of better quality than if done 

solely by an individual who is ignorant of, or indifferent to, 

the possibility of attaining both quality and profit. 

A positive effect on the environment may result if the develop¬ 

ment team can enter the investment development process on a 

broad scale. Recent trends toward development of large pro¬ 

jects in the form of totally new communities, new towns in 

town, and redevelopment areas controlled by major corporate 

and institutional entities, may offer the best opportunity 

for these professional groups to have a significant impact. 

By defining community needs, and then creating a client entity 

to fulfill that need, the entire development team may become 

a part of the client, establishing for each of its members 

a voice in determining the destiny of the project at hand. 

A market for quality in the built environment does exist, and 

1. "The Profession, 
1369, 131. 

Progressive A rchitec t u r e , Nay, 
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continuing involvement by the federal government, increasing 

public awareness, and constantly rising standards of living 

wi11 both accelerate and perpetuate this market. A definite 

rational to urban growth and change also exist.. A proper 

response to existing and projected conditions can both enhance 

the value of a development and greatly reduce the amount of 

risk inherent to investment of this nature. Creative develop¬ 

ment financing offers a great deal of latitude for establish¬ 

ing the financial parameters within which a proposed project 

may be effectuated. As such, the rate of return on an initial 

investment may be directly affected by the extent or imagina¬ 

tion, versatility, and ingenuity employed by those responsible 

for the initial financing package. 

From a utopian point of view, it appears that the ideal developer 

might be a group of professionals guided by an abiding, concern 

for quality and order in the urban environment and a positive 

respect for the impact of practical economics. 

Raymond L. Burroughs, AIA 
Rice University 

May, 1972 
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Abstract of Title A summary or digest of the conveyances, 
transfers, and any other facts relied on as evidence of 
title, together with any other elements of record which 
may impair the title. 

Acceleration Clause A clause in a trust deed or mortgage giving 
the lender the right to call all sums owing him to be imme¬ 
diately due upon the happening of a certain event. 

Acknowledgement A formal declaration before a duly authorized 
officer by a person who has executed an instrument that 
such execution is his act and deed. 

Adminisdrator A person appointed by the probate court to 
administer the estate of a person deceased. 

Ad valorem Latin for according to value. 
Adverse Possession The open and notorious possession and 

occupancy under an evident claim or right, in denial of, 
or opposition to, the title of another claimant. 

Agen t One who represents another from whom he has derived 
a u t h o r i c v . 

Agreement of Sale A written agreement or contract between 
seller and purchaser in which they reach a meeting of 
minds on the terms and conditions of a sale. 

Amenit y That which contributes satisfaction rather than money 
income to its owner, 

Amo rtiz a tion The liquidation of a financial obligation on an 
installment basis. 

A p p rais a 1 An estimate and ooinion of value. 
Assessed Value A valuation placed upon property by a public 

officer or board as a basis for taxation. 
Assessment The valuation of property for the purpose of 

levying a tax or the amount of the tax levied. 
Ass ? g ne e One to whom property is transferred. 
Assignor One who assigns or transfers property. 
Assumption of Mortgage The taking of title to property by a 

grantee, wherein he assumes liability for payment of an 
existing note becoming a conguarantor for the payment of 
a mortgage or deed-of-trust note. 

Attachment Seizure of property by court order, usually done 
to nave it available in event of judgment is obtained in 
a pending su-i t . 

Balloon Payment The final installment payment on a note when 
that payment is greater than the preceding installment pay¬ 
ments and pays the note in full. 

Beneficiary (1) One entitled to the benefit of a trust; (2) 
one who received profit from an estate, the title of which 
is vested in a trustee; (3) the lender on the security of 
a note and deed of trust. 

1. Maisel. Sherman, J., Financing Rea 1 Estate, P rin cip1e 
and Practices, McGraw-Hill, N ew York, 19 6 5 - 
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Blanket Mortgage A single mortgage which covers more than 
one piece of real estate. 

Borrower One who for a commission or fee brings parties to¬ 
gether and assists in negotiating contracts between the 
parties. 

Capi ta 1 ization In appraising, determining value of property 
by considering net income and percentage of reasonable re¬ 
turn on the investment. 

Capitalization Rate The rate of interest which is considered 
a. reasonable return on the investment and is used in the 
process of determining value based upon net income. 

Col lateral Stocks, bonds, evidence of deposit, and other 
marketable properties which a borrower pledges as security 
for a loan. In mortgage lending, the collateral is the 
specific real property. 

Commis sion An agent's compensation for performing the duties 
of his agency; in real estate practice, a percentage of 
the selling price of property, percentage of rentals, etc. 

Commit men t A pledge or a promise or firm agreement to make 
a loan. 

Compound interest Interest paid on original principal and 
also on the accrued and unpaid interest which has accumu- 
1 4- ~ A t c t c u • 

Conditional Sale Contract A contract for the sale of property 
stating that delivery is to be made to the buyer, title to 
remain vested in the seller until the conditions of the 
contract have been fulfilled. 

Execute To complete, to make, to perform, to do, to follow out; 
to execute a deed is to make a deed, including especially 
signing, sealing, and delivery; to execute a contract is to 
perform the contract, to follow out to the end, to complete. 

Federal Home Loan Bank (FHLB) One of the 12 federally chartered 
regional banks of the Federal Home Loan Bank System. A 
bank's primary function is to supply credit to member 
institutions. 

Federal National Mortgage Association (FNMA, also called Fanny 
May) quas i-governmen ta 1 corporation which supplements jTrT” 
vate mortgage funds by buying and selling FHA and VA loans. 

Federal Savings and Loan Insurance Corporation (FSLIC) An 
instrumentality of the Federal government which insures 
the savings account in member institutions. 

Fee The highest type of interest a person can have in land. 
Absolute ownership (subject to laws) with the right to 
dispose of it or pass it on to his heirs as he sees fit. 
The term "fee" is of Old English derivation. 

Fee Simple In modern estates, the terms "fee" and "fee simple" 
are substantially synonymous. 

Fiduciary A person in a position of trust and confidence. 
Financial Intermediary A financial institution which acts as an 

intermediary between savers and borrowers by selling it own 
obligations for money and, in turn, lending the accumulated 
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funds to borrowers. The classification includes savings 
associations, mutual savings banks, life insurance companies, 
credit unions, and investment companies. 

Foreclosure A procedure whereby property pledges as security 
for a debt is sold to pay the debt in event of default in 
paymen t s or te rms. 

Forfeitu re Loss of money or anything of value due to failure 
to perform for instance under an agreement to purchase. 

Garnis hee To attach a specified sum from wages to satisfy a 
creditor. 

Graduated Lease A lease which provides for a varying rental 
rate, often based upon future determination; sometimes rent 
is based upon the result of periodic appraisals; used largely 
in long-term leases. 

Grantee The purchaser of property; a person to whom a grant is 
made . 

Grantor The seller of property; the one who signs a deed. 
Gross Income The total income from property before any expenses 

a re deducted. 
Hundred Percent Location A city r e t ai 1 -b u s i n e s s location which 

is considered the best available for attracting business. 
Hypothecate To give a thing as security wit h out the necessity 

of giving up possession of it. 
Income P rope r ty A property which produces a money income to 

the owner. 
Installment Mote A note which provides that payments of a 

certain sum be made on the dates specified in the instrument. 
Interest Rate The percentage of a sum of money charged for its 

use. 
! nvo1untary Lien A lien imposed against property without con¬ 

sent of an owne r. 
Joint Tenancy Joint ownership by two or more persons with 

right of survivorship; all joint tenants own equal interest 
and have equal rights in the property. 

Judgment The final deter mi nation of a court of competent 
jurisdiction of a matter presented to it; money judgments 
provide for the payment of claims presented to the court 
or are awarded as damages. 

Junior Mortgage A lien that is subsequent to the claims of the 
holder of a prior mortgage. 

Land Cont ract A contract ordinarily used in connection with 
the sale of property in cases where the seller does not 
wish to convey title until all or a certain part of the 
purchase price is paid by the buyer; often used when property 
is sold on small downpayment. 

Lease A contract between owner and tenant, setting forth condi¬ 
tions upon which the tenant may occupy and use the property 
and the term of the occupancy. 

Leasehold The estate held by virtue of a lease. 
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Lessee One who contracts to rent property under a lease con¬ 
tract. 

Lessor An owner who enters into a lease with a tenant. 
Lien A form of encumbrance which usually makes property secu¬ 

rity for the payment of a debt or discharge of an obligation. 
Examples: judgments, taxes, mortgages, deeds of trust. 

Liquidity The cash position of an association measured by the 
cash on hand and securities quickly convertible into cash. 

Loan A sum of money lent at interest to be repaid. 
Loan Fee The charge made at the granting of a loan in addition 

to required interest. 
Market Value (1) The price at which a willing seller sould sell 

and a willing buyer would buy, neither being under adnormal 
pressure; (2) as defined by the courts, the highest price 
estimated in terms of money which a property will bring if 
exposed for sale in the open market, allowing a reasonable 
time to find a purchaser with knowledge of property's use 
and capabilities for use. 

Mechanic's Lien A claim, created by statutory law in most 
states, existing in favor of mechanics or other persons who 
have performed work in, or furnished materials for, the 
erection or repair of building. 

Mora toriurn The temporary suspension, usually by state, of the 
enforcement of liability for debt. 

Mortgage An instrument recognized by law by which property is 
hypothecated to secure the payment of a debt or obligation; 
procedure for foreclosure in event of default is established 
by statute. 

Mortgage Insurance Premium The amount paid by the borrower 
for insurance by the FHA of a loan. 

Mortgagor One who gives a mortgage on his property to secure 
a loan or assure performance of an obligation; a borrower. 

Net 1 ncome The part of the gross income which remains after 
the deduction of all charges or costs including necessary 
rese rves . 

Nominal Interest Rate The interest rate stated in the loan 
agreement. 

Note A signed written instrument acknowledging a debt and 
promising payment. 

Obsolescence Loss in value due to reduce desirability and 
usefulness of a structure when its design and construction 
become old-fashioned and not in keeping with modern needs. 

Open-end Mortgage A mortgage which states the intention of 
the borrower and of the lender that the mortgage shall 
stand as security not only for the original loan but also 
for future advances that the lender may be willing to make. 

Opt? on A right given for a consideration to purchase or lease 
a property upon specified terms within a specified time. 

Pa rticipation Loan A mortgage loan in which more than one 
association has an interest. One association makes the 

lean, and one or more associations purchase an interest 

in the loan. 
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Pa rtne rship As between partners themselves, a contract of 
two or more persons to unite their property, labor, or 
skill or some of these, in prosecution of some joint and 
lawful business, and to share the profits in certain pro¬ 
portions. 

Percentage Lease A lease on property the rental for which is 
determined by the amount of business done by the lessee; 
usually the rental is a percentage of gross receipts from 
the business. 

Personal Property Any property which is not real property. 
Points The amount of a discount stated as a percentage. 
Prepayment Penalty A penalty for the payment of a debt before 

it actually becomes due. 
Present Value The current value of an amount to be received 

in the future. 
Principal The amount of debt. 
Proration of Taxes The division of taxes equally or propor¬ 

tionately to time of use. 
Purchase-money Mortgage or Trust Deed A trust deed or mortgage 

given as part or all of the purchase consideration for 
property. 

Quitclaim Deed A deed to relinquish any interest in property 
which the grantor may have. 

Reconveyance The transfer of the title of land from one person 
to the immediately preceding owner. This particular instru¬ 
ment is commonly used when the performance or debt is satis¬ 
fied under the terms of a deed of trust and the trustee conve 
the title he has held on condition back to the owner. 

Recourse The right to claim against a prior owner of a property 
or note. 

Redemption Buying back one’s property after a judicial.sale. 
Release Clause A stipulation that upon the payment of a specifi 

sum of money to the holder of a trust deed or mortgage, the 
lien on a specific described lot or area shall be removed 
from the blanket lien on the whole area involved. 

Reserves Those portions of earnings which have been set aside 
to take care of possible losses in the conduct of business; 
listed in the balance sheet as a liability item. 

Right of Way A privilege operating as an easement upon land, 
whereby the owner, by grant or by agreement, gives to another 
the right to pass over his land, to construct a roadway, or 
to use as a roadway a specific part of his land, or gives 
the right to construct through and over his land telephone, 
telegraph, or electric power lines, or gives the right to 
place underground water mains, gas mains, or sewer mains. 

Risk The probability of future loss. 
Risk Rating A process by which various risks are evaluated, 

usually employing grids to develop precise and relative 
figures for the purpose of determining the over-all soundness 
of a loan. 
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Sales Contract A contract by which buyer and seller agree to 
te rms of a sa1e. 

Savings and Loan Association A financial intermediary which 
receives savings and invests these savings mainly in mortgage 
loans. Always a corporation, it may be either a mutual or 
a capital stock institution and may be either state chartered 
or federally chartered. 

Sav i ngs Bank A financial intermediary which receives savings 
in the form of deposits and invests these deposits in 
mortgages and other securities allowed by law. The banks, 
with the exception of a few in New Hampshire, are mutual 
institutions and are governed by self-perpetuating boards 
of trustees. 

Secondary Financing A loan secured by a second mortgage or 
deedof trust on real property. 

Security Something given, deposited, or pledged to make secure 
the fulfillment of an obligation or the payment of a debt. 

Servicing The collection of payments on a mortgage. Servicing 
by the lender also consists of operational procedures cover¬ 
ing accounting, bookkeeping, insurance, tax records, loan- 
payment foI low-up, de1 i nquent-1oan follow-up, and loan 
a n a 1 y s i s . 

Sheriffs Deed A deed given by court order in connection with 
the sale of property to satisfy a judgment. 

Sinking Fund A fund set aside from the income from property 
which, with accrued interest, will eventually pay for replace¬ 
ment. 

Statute of Frauds A state law which provides that certain con¬ 
tracts must be in writing in order to be enforceable at 
law. Examples: real property lease for more than one year; 
agent’s authorization to sell real estate. 

Subject to Mortgage When a grantee takes title to real property 
subject to mortgage, he is not responsible to the holder of 
the promissory note for the payment of any portion of the 
amount due. The most that he can lose in the event of a 
foreclosure is his equity in the property. 

Subordination Clause (l) A clause in a junior lien permitting 
retention of priority for other liens; (2) a clause in a 
first deed of trust, permitting it to be subordinated to 
subsequent liens, for example, the liens of construction loans. 

Tenancy in Common Ownership by two or more persons who hold un¬ 
divided interest, without right of survivorship; interests 
need not be equal. 

Title Evidence that the owner of land is in lawful possession 
of it; an instrument evidencing such ownership. 

Title 1nsu ranee Insurance written by a title company to protect 
a property owner against loss if title is imperfect. 

Trust Deed see Deed of Trust. 
Trustee One 'who holds property in trust for another to secure 

the performance of an obligation. 



GLOSSARY 220 

Trustor One who deeds his property to a trustee to be held as 
security until he has pet* formed his obligation to a lender 
under terms of a deed of trust. 

Usury On a loan, claiming a rate of interest greater than that- 
permitted by law. 

Valuation Estimated worth or price; the act of valuing by 
appraisal.. 

Vendee A purchaser, or buyer, 
Vendor A seller, or one who disposes of a thing in considera¬ 

tion of money. 
Waste Damage to property by neglect or otherwise. 
Zoning Specification by city or county authorities of the type 

of use to which property may be put in specific areas. 
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