REAL ESTATE
PRINCIPLES

EEEEEEEEEEEEEEE

CHARLES F. FLOYD aAnD MARCUS T. ALLEN



REAL ESTATE
PRINCIPLES

ELEVENTH EDITION

Dearbern

Real Estate Education

CHARLES F. FLOYD anD MARCUS T. ALLEN



This publication is designed to provide accurate and authoritative information
in regard to the subject matter covered. It is sold with the understanding that the
publisher is not engaged in rendering legal, accounting, or other professional
advice. If legal advice or other expert assistance is required, the services of a
competent professional should be sought.

President: Dr. Andrew Temte

Chief Learning Officer: Dr. Tim Smaby

Executive Director, Real Estate Education: Melissa Kleeman-Moy
Development Editor: Julia Marti

REAL ESTATE PRINCIPLES ELEVENTH EDITION

©2014 Kaplan, Inc.

Published by/DF Institute, Inc., d/b/a Dearborn Real Estate Education
332 Front St. S., Suite’501

La Crosse, WI 54601

All rights reserved. The text of this publication, or any part thereof, may not be
reproduced in any manner whatsoever without written permission from the
publisher.

Printed in the United States of America

ISBN: 978-1-4754-2173-6 / 1-4754-2173-7
PPN: 1515-0111



DEDICATION

This book is dedicated to
R. W. Barber
a man of the land
and
C. O. Floyd
a man of business.
—Charles F. Floyd

This book is dedicated to
Rhonda, Melanie, and Issabella.
—Marcus T. Allen



CONTENTS

PREFACE  Xili
REAL ESTATE TODAY FEATURES  XVii

CHAPTER 1

Why Study Real Estate? xx
Chapter Preview 1
The Role of Real Estate Studies in Business Education 2
Personal and Business-Related Real Estate Decisions 2
Organization of This Book 3
Special Characteristics of Real Estate 4
The Economic Importance of Real Estate 9
The Real Estate Industry: Career Opportunities 10
Chapter Review». 13
Key Terms 14

PART ONE | " e

Real Estate Legal Analysis 45

CHAPTER 2

Property Rights and Legal Descriptions 16
Chapter Preview 17
Real versus Personal Property 18
Fixtures 18
Mineral and Air Rights 20
Water Rights 20
Estates in Land 23

Concurrent Estates 29



Contents

Condominium Ownership 31
Cooperative Ownership 32
Time-Shares 32
Legal Descriptions 32
Chapter Review 43
Key Terms 45
Study Exercises 46
Further Reading 47

CHAPTER 3
Private Restrictions on Ownership 48

Chapter Preview 49
Covenants, Conditions, and Restrictions 50
Liens 54
Easements 58
A Relatively New Type of Easement 64
Profita Prendre 64
Encroachments - 64
Adverse Possession 66
ChapterReview 67
Key Terms.« 68
Study Exercises 68

CHAPTER 4
Public Restrictions on Ownership 70

Chapter Preview 71
The Property Tax 72
Power of Eminent Domain 74
Police Power 75
The Comprehensive General Plan 76
Zoning 76
Chapter Review 94
Key Terms 96
Study Exercises 96
Further Reading 97



Contents

CHAPTERS
Deeds and Title Examination 98

Chapter Preview 99
Deeds 100
Title Examination 107
Chapter Review 114
Key Terms 115
Study Exercises 115
Further Reading 115

CHAPTER 6
Contracts and Title Closings 116

Chapter Preview 117
Necessary Elements of a Contract 118
Breach of Contract 120
Contract Contingencies 121
Real Estate Sales Contracts 122
Option-to-Buy Contracts 128
Contractfor Deed. 129
Some Basic Negotiation Strategies 129
Title Closings . 130
Chapter Review 137
Key Terms 138
Study Exercises 139
Further Reading 140

CHAPTER 7

Real Estate Leases 142
Chapter Preview 143
Leases 144
The Landlord-Tenant Relationship 146
Chapter Review 155
Key Terms 157
Study Exercises 157
Further Reading 158

vii



viii Contents

PART TWO

Real Estate Service Industries 159

CHAPTER 8

Real Estate Brokerage 160
Chapter Preview 161
The Real Estate Sales Process 162
Real Estate Brokers and Sales Associates 163
Licensing of Sales Associates and Brokers 163
Real Estate Brokerage Regulation 164
Legal Aspects of the Broker-Client Relationship 164
The Role of Real Estate Brokers 165
The Creation of Agency Relationships 166
Duties and Rights Under Agency Relationships 168
Termination of Agency Relationships 171
Types of Brokerage Firms 174
Broker and Sales/Associate Compensation 175
Chapter Review 176
Key Terms 177
Study Exercises 178

CHAPTER 9

Real Estate Appraisal 180
Chapter Preview 181
Appraisal Regulatory Environment 182
What Is Value? 184
Some Key Appraisal Principles 186
The Appraisal Process 187
The Sales Comparison Approach 192
The Cost Approach 196
The Income Approach 199
Chapter Review 201
Key Terms 203
Study Exercises 203
Further Reading 205



Contents

CHAPTER 10

Property and Asset Management 206

Chapter Preview 207

The Role of the Property Manager 208

The Management Agreement 208
Functions of a Property Manager 209
The Role and Function of Asset Managers 215
Chapter Review 216
Key Terms 217

Study Exercises 217
Further Reading 217

T - 3 PART THREE

Real Estate Market Analysis 219

CHAPTER 11

Residential Land Uses 220
Chapter Preview 221
Types of ResidentialDevelopment. 222
Market and Feasibility Analysis® 229
Financial Feasibility Analysis 237
The Importance of Market Analysis 237
Chapter Review 237
Key Terms 238
Study Exercises 239
Further Reading 239

CHAPTER 12
Commercial and Industrial Land Uses 240

Chapter Preview 241
Shopping Center Development 242
Evolution of the Shopping Center 244
The Shopping Center Development Process 246
Office Buildings 249

Industrial Parks and Distribution Facilities 252

ix



Contents

Analysis of Industrial Sites 254
Hotel, Motel, and Resort Developments 254
Chapter Review 256
Key Terms 257
Study Exercises 258
Further Reading 258

CHAPTER 13

Understanding Real Estate Market Dynamics 260
Chapter Preview 261
Owner-Occupied Residential Real Estate Markets 262
Example: Fort Lauderdale, Florida 265
Commercial Real Estate Markets 267
Real Estate Asset Markets 270
Tying Together the Space and Asset Markets 272
Preparing a Commercial Real Estate Market Analysis 272
Chapter Review 275
Key Terms 276

Study Exercises 276
Further Reading 277

CHAPTER 14
Urban and Regional Economics 278

Chapter Preview 279
Economic Factors Influencing the Growth and Decline of Cities 280
The Location of People 283
Analyzing Local Real Estate Demand 284
The Bid-Rent Curve and the Concept of Highest and Best Use 286
Models of Urban Growth Patterns 287
The Importance of Public Facilities in the Growth Process 291
The Dynamics of Neighborhood Change 293
Urban Form: A Synthesis 297
Chapter Review 298
Key Terms 299
Study Exercises 299
Further Reading 300



Contents xi

CHAPTER 15
Home Purchase Decisions 302

Chapter Preview 303
The Rent-or-Buy Decision 304
How Much Can You Afford? 310
Choosing a Property 312
Making and Closing the Deal 316
Selling the Home 318
Chapter Review 319
Study Exercises 320

e — — PART FOUR

Real Estate Finance and Investment Analysis 321

CHAPTER 16
Residential and Commercial Property Financing 322

Chapter Preview 323
Understanding the Mortgage Concept 324
U.S. Mortgage Practice 325
Typical Provisions of a Promissory Note 325
Understanding the Foreclosure Process: 327
Structure of the U.S. Housing Finance System 330
Mortgage Market Participants 336
Federal Legislation Affecting Mortgage Lending 338
Mortgage Underwriting 340
Sources of Capital in Commercial Property Markets.. 344
Commercial Financing Underwriting Criteria 349
Chapter Review 349
Key Terms 351
Study Exercises 351
Further Reading 353



xii Contents

CHAPTER 17

Risk, Return, and the Time Value of Money 354
Chapter Preview 355
The Relationship Between Risk and Return 356
Time Value of Money Formulas 358
Financial Decision Rules: NPV and IRR 368
Chapter Review 370
Key Terms 370
Study Exercises 370

CHAPTER 18

Mortgage Mechanics 372
Chapter Preview 373
Mortgage Mechanics 374
Understanding the Fixed-Rate Mortgage: Prepayment 378
Understanding the Fixed-Rate Mortgage: Refinancing 382
Understanding the Fixed-Rate Mortgage: Discount Points and Effective Interest Rates 383
Alternatives to the Fixed-Rate Mortgage 386
Chapter Review 390
Key Terms 390
Study Exercises 391
Further Reading 393

CHAPTER 19
Analyzing Income-Producing Properties 394

Chapter Preview 395
Advantages of Real Estate Investment 396
Financial Decision Making 398
The Discounted Cash Flow Model 401
Chapter Review 410
Key Terms 411
Study Exercises 411
Further Reading 412

GLOSSARY 413
APPENDIX 431
INDEX 437
CREDITS AND ACKNOWLEDGMENTS 447



PREFACE

Welcome to the eleventh edition of Real Estate Principles! As one of the most
popular and well-respected texts in college-level real estate education, this book has
served as the framework for a practical and rigorous learning experience for intro-
ductory real estate students at schools across the nation since its first edition was
published in_1981. This edition continues that tradition by incorporating the latest
industry advances and education technologies into a comprehensive, student-friendly
presentation of the real estate “body of knowledge.” We are absolutely convinced that
students who master the material presented in this text will become better-informed
real estate market participants whether their primary real estate interests lie in con-
sumption, investment, brokerage, appraisal, law, property and asset management, or
any combination of these aspects of real estate.

PEDAGOGICAL DEVICES iy ¥ N

For students, the book contains the following pedagogical devices designed to enhance
their learning experience:

Each chapter begins with a Chapter Preview that clearly sets forth the
learning objectives.

The Key Terms discussed in each chapter appearin boldface for
emphasis. These terms are succinctly defined in the end-of-book
Glossary.

Many tables, figures, and photographs are provided throughout the
text to help readers visualize the topics and incorporate them in their
knowledge base.

Each chapter ends with a Chapter Review that concisely summarizes
the key concepts.

Thought-provoking review exercises are provided at the end of each
chapter.

Suggested reading lists for each chapter are included to direct students
who wish to learn more about specific concepts to additional sources of
information, including books, academic journals, practitioner journals,
newspapers, magazines, and internet sites.

xiii
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Preface

INSTRUCTOR SUPPORT

For instructors, we have developed an extensive collection of support materials
that can be easily downloaded (with the proper password) from the publisher’s web-
site at www.dearborn.com. The materials include

B detailed lecture notes in Microsoft PowerPoint and Microsoft Word
format for each chapter (for use with a computer display projector or as
transparency slides);

B assignment exercises for each chapter (with answers); and

® _multiple-choice, true-false, and short-answer questions by chapter.

Readers familiar with previous editions of this text will be pleased to find that
this edition continues to incorporate many of the special features from previous edi-
tions that enhance the students’ learning experiences. Close-Ups, Legal Highlights,
People Profiles, and Case Studies are liberally sprinkled throughout the book to dem-
onstrate how real estate principles can be observed and applied in the “real world.”

FLEXIBLE PATHWAYS THROUGH THE TEXT

Because real estate<s such a dynamic and diverse discipline, we have purpose-
fully designed Real Estate’ Principles.in such a way that instructors who wish to
approach the material from theirown preferred direction can do so with relative ease.
Each chapter can be treated as a stand-alone learning module within the real estate
body of knowledge. While we‘recommend presenting the material in the chapter
order provided for general business students, an instructor who wishes to focus on
finance and investment analysis issues can easily shift Chapters 16 through 20 to the
beginning of the semester (after Chapter 1) to allow adequate time for in-depth cov-
erage. Or an instructor who wishes to focus on real estate economics might consider
following the first chapter with Chapters 11 through 15. We would be pleased to get
feedback from instructors describing how they choose to sequence the chapters in
their courses.
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CHAPTER PREVIEW

Why study real estate? Why/is it important? What are the characteristics
that make real estate different from other types of assets? Fundamentally, people
must have places to live and businesses must have locations for their activities.
As aresult, real estate is a vital resource/that touches the economic lives of all
people. A thorough understanding of the complexities of real estate resources
and the markets in which they are traded enables us to'make informed choices
regarding real estate for either personal or business‘use. The objective of this
book is to present the general principles necessary for effective real estate deci-
sion making. The text also serves as a starting point for more advanced study of
the concepts and issues facing real estate market participants.

REAL

ESTATE
TODAY

CASE STUDY
The Importance
of Location

CASE STUDY
The Gestation
of Park Springs



THE ROLE

REAL ESTATE PRINCIPLES

OF REAL ESTATE STUDIES IN BUSINESS EDUCATION

When you first learned that your college or university offers a real estate prin-
ciples course as part of its business school curriculum, you may have thought that the
focus of the course would be to prepare for a career as a real estate broker. While real
estate brokerage is an excellent career choice for many people, this book does not
assume that a career in brokerage is your motivation for studying real estate issues.
Instead, we present the principles of real estate from the perspective of the user of
real estate resources. These principles provide a foundation for effective real estate
decision making, whether you intend to make a career in the real estate industry or
simply_to become more knowledgeable about your personal real estate transactions.

In mostuniversities and colleges, real estate is regarded as a specialty area under
the general umbrella of business studies. As such, a real estate principles course cov-
ers issues and topics unique to the real estate discipline that are much too specific
for adequate coverage in other areas of academic study. Because of the special-
ized knowledge required for effective real estate decision making, real estate issues
deserve independent/attention in a business school curriculum. The intricacies of
real estate resources and markets can baffle the ill-prepared decision maker, but a
solid foundation in real estate principles will help you make effective personal and
business real estate decisions throughout your life and career. In addition, the topics
covered in this text will serve as a springboard for those students who wish to pursue
a more detailed study of real estateiin subsequent courses.

PERSONAL AND BUSINESS-RELATED REAL ESTATE DECISIONS

A thorough understanding of real estate principles is extremely important for
real estate decision making in both personal and business-related venues. As indi-
viduals, all of us will probably face the following questions several times over the
years:

®  Should I buy a house or a condo or should I lease an apartment for my
personal residence?

In what neighborhood do I want to live?

What type of financing should I use, and how do.I arrange it?

Should I use a broker to sell my property or try to sell it myself?

How should I structure the sales contract to get the best deal?

How do I decide which property I should invest in?

The same issues that face us as individuals also apply in the business environ-
ment. Consider a company that requires additional office space to expand its opera-
tions and compete effectively in its product market. Such a company faces many
questions that can be addressed only with the knowledge of real estate principles.
The following are examples:

® Should the company buy or lease additional space? If the company
leases space, how should it structure the details of the lease agreement
to best serve its objectives?
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m If the company decides to buy more real estate, should it build a new
property or purchase an existing one?

® How should the company finance the purchase or development?

B Should the company acquire a larger building than it currently requires
and lease the additional spaced to tenants until the company needs it?

® Should the company consider relocating the corporate headquarters to a
different location, either in its current city or in another city altogether?

Appropriate answers to these and other important questions require familiarity
with the overall operation of real estate markets, as well as specific knowledge of
legaliissues, transaction details, and the financial framework of real estate resources.
For this reason, real estate principles are a fundamental component of undergraduate
business education, regardless of your chosen field of study.

ORGANIZATION OF THIS BOOK

Our goal is to present some of the basic principles of real estate in such a manner
that you will be well prepared to anticipate and evaluate changing market conditions
and make real estate decisions that best serve your personal and business objectives.
We have divided the topics considered in the text into four categories:

1. Part One, Real Estate Legal Analysis (Chapters 2—7) consid-
ers issues related to the legal concept of real estate ownership. We
define various ownership interests one can obtain in real estate, deed
and legal description methods, and private and public limitations on
ownership.

2. Part Two, Real Estate Service Industries (Chapters 8—10) discusses
the real estate services industry, including brokerage, property man-
agement, and appraisal.

3. Part Three, Real Estate Market Analysis (Chapters 11-15) consid-
ers the dynamics of real estate markets as a result of national, regional,
and local influences on property values and uses. In addition, we
review the classic models of urban growth and discuss various aspects
of the land development process. We also examine the residential,
commercial, and industrial development process.

4. Part Four, Real Estate Finance and Investment Analysis (Chapters
16—19) examines the financing of real estate investment and owner-
ship, and real estate investment analysis.

The remainder of this introductory chapter sets the stage for the topics to be
addressed throughout this text by describing the special economic characteristics of
real estate, the economic importance of real estate, and various career opportunities
in the real estate industry.
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SPECIAL CHARACTERISTICS OF REAL ESTATE

What is real estate? Simply defined, real estate is land and things attached to it
such as buildings and other improvements to the land. Real property consists of the
legal interests associated with ownership of the physical real estate. In practice, how-
ever, the two terms are often used synonymously. All other movable property such
as automobiles, furniture, boats, and clothing is known as personal property. As an
economic resource, real estate has some distinct characteristics that distinguish it
from other types of resources. These characteristics are
fixed location;
uniqueness;
interdependence of land uses;
long life;
long-term commitments;

large transactions; and

long gestation period.

Fixed Location

The characteristic of real estate that distinguishes it from all other types of eco-
nomic resources is its fixed location: If there is an oversupply of wheat in Kansas, or
of automobiles in Michigan, they can be‘'moved to areas of relative scarcity. This is
not true of real estate resources. If there is an oversupply of condominiums in Miami,
office space in Manhattan, or shopping centers in Minneapolis, they cannot be trans-
ported to other communities where the demand is stronger. A tract of land, of course,
cannot be moved a few feet up the street to help meet demand for space at that site.
Thus, the success of real estate acquisition, development, and investment decisions
is directly affected by the forces of supply and demand in a local area.

Uniqueness

Because real estate is fixed in location, every parcel.is unique or, to use a fancy
term, heterogeneous. Even subdivision lots located side by side are not perfect sub-
stitutes for each other because of differences in such factors as topography, tree
cover, and view. These factors often create large differences in property values. For
example, lots fronting on a lake will probably sell for much more than lots just across
the street; lots with a spectacular mountain view may sell for many times more than
nearby ones without the view.

Interdependence of Land Uses

Real estate’s fixed location leads to another economic characteristic: interde-
pendence of land uses. The use of real property depends greatly on the provision of
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The Importance of Location

How important is location to the
value of real estate? Very
important in the case of a
77-square-foot “studio apart-
ment™in.the exclusive Knights-
bridge neighborhoad of London. The former
storage closet, originally conceived as a maid’s
room, is only slightly larger than a prison cell, but is
priced at $335,000;.0r@about $4,500per square
foot. Moreover, the room has no electricity or heat,
which would cost an additional.$59,000 to make it
habitable. Rather pricey, but the tiny apartment is

located in one of the wealthiest neighborhoods in
the world and is within walking distance to exclu-
sive stores such as Harrod’s and the city’s iconic
Hyde Park.

Almost unbelievably, other ultra high-end Lon-
don properties have been selling for even higher
prices, sometimes as much as $6,000 per square
foot. By comparison, the closet-sized apartment is
a bargain. The old real estate axiom that the three
most important factors in real estate are location,
location, and location certainly applies in this case.

public services, the uses made of nearby land, and the general economic vitality of
the neighborhood and community.

It is extremely difficult to use land to its full economic potential, particularly in
an urban setting, unless adequate public services are provided and neighboring land
is used in complementary ways. Even agricultural lands need to be served by roads,
and such basic utilities as electricity and telephone service are necessary for prac-
tical homestead use. As we move to denser residential development, public water
and sewerage systems are essential as are such governmental services as education,
police and fire protection, and various soecial services< Land must be converted to
public use for parks, schools, and other governmental services, particularly trans-
portation facilities. If adequate governmental services and public land uses are not
available, it will be difficult or even impossible to develop land for residential, com-
mercial, or industrial use.

The use of land is also affected greatly by nearby land use. If a large tract of
vacant land is located near areas of expanding residential and commercial develop-
ment, this location should increase both the land’s potential use and its value in the
marketplace. Conversely, the value of land may be affected adversely by its proxim-
ity to “undesirable” uses. It would probably be difficult, for example, to develop a
single-family housing development next to a chemical plant or slaughterhouse. Such
uses, however, particularly if served by transportation facilities and other public ser-
vices, may make nearby land valuable for industrial purposes.

The economic vitality of a neighborhood, community, or region greatly affects
the demand for real property and its value. If the economy of the area is expanding,



REAL ESTATE PRINCIPLES

the population also will increase, bringing about a corresponding increase in the
demand for residential, commercial, and industrial land. Conversely, if the economy
of the area is in temporary or long-term decline, the demand for real estate and real
estate value also will tend to decline.

It is the interdependence of land uses that leads to the existence of both private
and public land-use controls, topics we will study in Chapters 3 and 4. The use of
land affects the owners of other land more than the use of almost any other type of
private property and may create costs to the public at large. For example, the fill-
ing of floodplain lands (the low-lying land near streams) to make them suitable for
high-density residential use may cause other owners of land on the floodplain to be
affected-adversely in periods of heavy rainfall. If other landowners also fill in their
portion of the floodplain, a flood hazard may be created that will require large public
expenditures to alleviate.

Long Life

Although its ability to generate income may change over time, land is virtu-
ally indestructible. Additionally, real estate improvements—that is, buildings on the
land—generally have very<long lives. For example, a family would expect a new
home to last as long as they wanted to live there and beyond, and many houses last
for a century or more‘when maintained properly. Apartment houses, shopping cen-
ters, and other types of income-producing property also have very long lives.

Long-Term Commitments

The long lives of real estate improvements mean that investment decisions are,
by their very nature, long-term commitments. Although the immediate prospects for
the production of income are very important in real estate investment analysis, the
factors that influence income generation over the long term are equally critical. For
example, the proximity of a hotel to a heavily traveled highway-is a predominant fac-
tor in the financial success of the hotel. If the hotel is built ina location that soon will
be bypassed by a new freeway, it probably will not be a successful investment during
much of its life. Conversely, shopping centers are often built somewhat ahead of the
market to gain advantageous location in advance of expected population growth.

The characteristics of long life and long-term commitments force the real estate
investor and developer to establish realistic, long-term outlooks if they want to make
successful investment decisions. The real estate investor who merely assumes that
favorable economic trends will continue will probably be unsuccessful. For exam-
ple, most of the problems that arose during the recent decline in real estate prices
occurred because investors and financial institutions regarded the future with unbri-
dled optimism. Investors should analyze carefully the factors that have caused eco-
nomic trends to be favorable in the past and try to ascertain what will happen to these
factors for some years into the future.
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Large Transactions

Another important economic characteristic is the relatively large size of real
estate transactions. Because they involve large expenditures, real estate transactions
are not entered into either lightly or frequently. A home is by far the average family’s
largest single purchase. Investment in income-producing real estate requires even
larger outlays.

The large size of real estate transactions means that buyers usually have to rely
at least partially on some type of outside financing. This economic characteristic has
led to the rise of the real estate finance industry. Both buyers and sellers generally
need assistance to analyze the marketplace, evaluate long-term investment decisions,
arrange financing and, in general, deal with the complexities of these transactions.

Long Gestation Period

A final economic characteristic of real estate is the long gestation period of
real estate development projects. The time between the conception of a development
project and its actual completion and subsequent entry into the available supply may
be several years. Suppose a group of investors decides to develop an apartment com-
plex. To complete this project, they first must acquire the land, then have engineer-
ing and architectural plans drawn for the site and buildings, secure zoning and other
regulatory approvals, arrange financing, and construct the improvements.

Long delays may occur at any of these steps. For example, it may be difficult to
secure approval from the zoning board, or it may be necessary to wait several months
for the completion of a new sewer line, or bad weather may delay construction.

The long gestation period‘makes the supply of real estate slow to respond to
increases or decreases in demand. Because the supply cannot be increased quickly,
increases in demand often result in rapid upward price movements unless an excess
supply exists. Conversely, demand may decline during a project’s gestation period,
making it less valuable upon completion than originally anticipated. This is yet
another reason the real estate developer must analyze factors affecting future demand
and supply. There may be a strong market for, say, office space in a certain area at
present. This does not necessarily mean that the strong demand will continue. Many
investors have discovered, to their immense sorrow, that by the time the project
was completed, demand for the products had declined. Or they may not have fully
considered the impact of other projects that were being built at the same time. Suc-
cessful real estate investment requires a thorough, long-term economic perspective.
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The Gestation of Park Springs

The development history of the
Park Springs continuing care
retirement community provides
an excellent example of the long
gestation period for real estate
development: 10 years from conception to generat-
ing income.

In 1994, developers Andy and Kevin Isakson
bought a 110-acre former private airportsite that
straddled two county lines in suburban Atlanta in
order to obtain the two acres needed to complete
the assemblage for a Super Target shopping
center site. They then sold part of the remainder
for a parking lot for the 1996 Atlanta Qlympics but
were left with 54 acres that had limited access and
no utilities. In order to make the tract suitable for
development they worked with the two counties
involved and the state department of transportation
to relocate an adjoining road to make the site more
accessible. This also meant that the site would be
surrounded on three sides by 3,500-acre Stone
Mountain State Park. In order to gain utilities they
had obtain water from one county and sewerage
from the other. Finally, after four years of effort the
site was ready for development. Now came the
need to obtain zoning.

The plan was for a mixed-use development
including apartments and retail space. This pro-
posal was met with considerable community oppo-
sition based on a fear of an influx of school children
and an increase of traffic in the already congested
area. Thus, the initial zoning proposal failed. Then
one of the community leaders suggested an age-
restricted senior retirement community. This was
attractive to the community because there wouldn’t
be additional local school children and the retired

residents would generate little traffic, particularly
at busy hours. The developers responded with a
proposal that included 398 residences restricted to
persons 65 years of age and older. This proposal
gained overwhelming community support and was
approved after two more years of effort. This brings
us to the year 2000, six years after purchase,

with nothing but expense and no income from the
property.

The developers saw the potential for success
for a continuing care retirement community, one
where seniors could purchase the right to occupy
an independent living residence with the option
of moving to assisted living or skilled care nursing
facilities on the same site as their health needs
changed. They offered a variety of units, ranging
from an.800-square-foot one-bedroom apartment
for $185,000 to.a 2,400-square-foot detached
two- to three-bedroom home for $600,000. For
this entry‘fee.the purchaser obtained the right to
occupy the unit for‘his or her lifetime and the use
of the development’s facilities, including a fitness
center, library, woodworking shop, pottery shop,
and three restaurants. A monthly fee covered all
utilities, biweekly cleaningsall maintenance, and
taxes. At owners’ death; 90% of the entry fee would
be refunded to their estate.

The concept met withrgreat market accep-
tance, and finally in 2004, 10 years after the
property was purchased, the first units were sold
and the project began generating a cash flow—not
yet a profit, but at least a cash flow. By 2007, all but
16 of the units had been sold, and entry fees had
risen by 45%, generating a healthy profit for the
developers upon resale of these units. Even

(continued)
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The Gestation of Park Springs

so, the development didn’t begin to really show an
overall profit until 2009. Park Springs has been a
resounding success, but only with developers who
were able to surmount the many obstacles inherent
in the site and absorb thelarge development costs
during the more than 10-year gestation period.

THE ECONOMIC IMPORTANCE OF REAL ESTATE

Real estate is a vital component of the national economy and constitutes a large
portion of national wealth. As of the first'quarter of 2014, land and structures com-
prise about 21% of the total assets of households and about 33% of the total assets
of businesses in the United States (the remainder consists of equipment and inven-
tories). Real estate accounts for about 5% of the nation’s gross domestic product
and about 36% of gross private domestic investment. In‘addition to tangible assets,
individuals and businesses frequently borrow against real estate assets, which creates
financial assets in the form of mortgages and mortgage-backed securities. In early
2014, the total outstanding mortgage debt in the United States was more than $13.3
trillion.

The economy of the United States is especially sensitive to changes in owner-
occupied residential real estate (housing) values. The most recent example was the
overall negative economic impact the decrease in housing values in the 2000s had
on the economy of the United States as well as impacts throughout the world. The
shocking declines in overvalued housing stemmed from aggressive investment in
mortgage-backed securities, which led to relaxed loan qualification standards and a
variety of alternative mortgage loan products. These relaxed standards and so-called
subprime loans enabled many people to obtain loans for which they would not have
otherwise qualified. In some cases, borrowers did not have to provide any proof
of their income or other assets (so-called liar loans). Some loan products allowed
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borrowers to pay only the interest due on the loan (instead of interest and princi-
pal amortization, as in traditional loans) for the first few years of the loan. Some
loans had reduced initial interest rates (so-called teaser rates) that lowered the initial
monthly payments but required higher interest rates (and higher payments) after the
first few years. Some loans allowed borrowers to borrow more than the value of the
house being pledged as collateral for the loans.

Easy access to mortgages increased demand for housing and resulted in rapidly
increasing housing values. According to the S&P/Case-Shiller Home Price Index,
housing values increased by more than 47% between 2000 and 2006. By mid-2006,
however, many subprime borrowers realized they could not afford their loan pay-
ments_(especially those with required interest rate adjustments), and the number of
delinquent subprime loans started to rise dramatically. By the first quarter of 2007,
more than 17% of subprime loans were delinquent, and foreclosures were rapidly
increasing. Investor demand for mortgage-backed securities that relied on payments
from subprime borrowers for their cash flows dried up very quickly. Lenders quickly
instituted more prudent borrower qualification standards and returned to more tradi-
tional types of mortgages.

With less mortgage capital available, the demand for housing quickly began
to erode. Nationally, home  values fell by 32% between mid-2006 and the end of
2009. Some areas experienced even more dramatic declines over this time period:
Las Vegas, 55%; Phoenix, 51%; and Miami, 47%. Likewise, the value of mortgage-
backed securities plummeted, severely affecting many major financial concerns that
held these securities as investment assets< The general economic decline that fol-
lowed has proven to be the worst economic crisis since the Great Depression of the
1930s. As of late 2014, housing prices in many markets around the nation are recov-
ering but have still not reached the'record highs of the mid-2000s.

ESTATE INDUSTRY: CAREER OPPORTUNITIES

The real estate industry is diverse, offering many career opportunities. To some
students a career in real estate means selling homes, and, indeed, this is a significant
part of the real estate brokerage industry. But many other fascinating careers in real
estate exist, and one of the purposes of this book is todntroduce these career oppor-
tunities, as well as to provide the basic knowledge needed to become a part of the
real estate industry.

Real Estate Brokerage

In 2014, the largest real estate brokerage trade association, the National Associa-
tion of REALTORS®, had over 1 million members, including brokers, salespersons,
and other real estate professionals. The compensation earned by participants in the
brokerage industry fluctuates with the ups and downs of the real estate market, but
the U.S. Bureau of Labor Statistics estimated that in 2012 real estate brokers earned
an annual average of $82,380, and salespersons $53,200.
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Five principal classifications of real estate exist in the private marketplace:
owner-occupied residential, renter-occupied residential, commercial, industrial, and
farm and other open land. Because it is difficult to be an expert in all aspects of the
real estate market, most brokers specialize in certain types of property. The extent
of specialization depends on a number of factors, particularly the size of the local
market. The real estate broker in a small city may deal in several or all types of prop-
erties. In larger cities, brokers may sell one type of real estate or properties located
in only one part of a city. Quite commonly, some brokers and salespersons sell only
owner-occupied houses, while others deal only in the sale or leasing of income-
producing properties.

Property Management

Many people who invest in income-producing real estate, such as apartments and
shopping centers, have neither the inclination nor the expertise to personally handle
the properties” day-to-day operating activities, such as leasing, rent collection, build-
ing.repairs, and building services. These tasks—and, indeed, the general objective of
maximizing the value of.a property—are delegated to the property manager. Some
brokerage firms manage real estate as a supplementary activity, while many larger
firms have a/separate property management department. Still other property man-
agers may be hired directly by the firm that owns the properties. If the property
manager does a good job, this function can add considerable value to a property. It
can also earn a good income for the property manager. The average annual wage for
property managers in 2009-was $52,610.

Real Estate Finance

Several characteristics of real property, principally the long-term nature of real
estate investment and the consequent need for large amounts of money over a long
period of time, make mortgage credit both necessary for most purchasers and attrac-
tive to many lenders. In turn, this has givenrise to the real estate finance industry.

Real estate loans are made by many types of institutions and even by individu-
als, and major employment opportunities are found in savings associations, savings
banks, commercial banks, mortgage banking firms; and life insurance companies.
Savings associations and savings banks specialize in residential loans and do most of
their lending locally. Commercial banks also lend money on real estate, particularly
for relatively short-term construction loans, and they also purchase many mortgages
for mortgage bankers.

The mortgage banking and mortgage brokerage industries also play large roles
in the financing of real estate. Mortgage bankers do not collect deposits from savers
and have only a small amount of their own capital to lend. After originating loans to
borrowers, mortgage bankers sell the loans in the secondary mortgage market, but
they often continue to service (collect payments, mail late notices, etc.) the loans
for a fee. Mortgage brokers do not originate loans with their own funds but instead
bring lenders and borrowers together in exchange for one-time fees. Both mortgage
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bankers and brokers are essential parts of the financial mechanism that makes debt
capital available to real estate owners.

Appraisal

Estimates of value are needed in almost every aspect of real estate and develop-
ment. Sellers need to know what their potential purchases are worth in comparison
with other properties in the market. Mortgage lenders need estimates of value, an
appraisal, before they make lending decisions. Appraisals also are essential for tax
assessors, insurance adjusters, and right-of-way agents. Accordingly, some apprais-
ers are.employed by financial institutions, other private firms, and government orga-
nizations, while many others work as independent fee appraisers—that is, they offer
their services to the public for a fee. The average annual wage of appraisers was
$57,040 in 2012.

Consulting

Closely related to real estate appraisal is real estate consulting. The real estate
appraiser makes estimates 0of value, while the real estate consultant advises indi-
viduals and firms regarding their real estate investments. Though the two specialties
require similar kinds.of knowledge, the consultant must have even more extensive
knowledge than the appraiser of all phases of real estate, tax laws, and other aspects
of investment.

Development and Construction

Real estate development certainly is one of the most fascinating aspects of real
estate and one that offers greater potential return~—and greater potential risk—than
perhaps any other field within the industry. Real estate development involves the
acquisition and subdivision of land, designing and planningsthe project, and the
construction of improvements, such as roads, utilities, and‘buildings ranging from
single-family homes to multi-million-dollar office building and shopping centers.
Development is often described as the process of creating value by improving real
estate for more productive use.

Corporate Asset Management

Although real estate makes up a large portion of corporate assets, most cor-
porations have not placed adequate emphasis on managing these assets efficiently.
Increasingly, however, firms are establishing corporate real estate departments, and
this has led to many new opportunities in the real estate field. As might be expected,
utilities and other firms with very large percentages of their assets in real estate have
been leaders in the field, and other companies as well are realizing that efficient man-
agement of their real estate can add significantly to corporate profits.
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Legal Experts

The legal complexity of real estate transactions and development projects often
requires the expertise of attorneys and other legal professionals. Many attorneys spe-
cialize in real estate law and provide important services for real estate market par-
ticipants such as title examination, contract drafting, and litigation. These attorneys

often hire paralegals to assist them.

Land Planners

Land-use planning has grown in importance with the increase in both urbaniza-
tion and concern for the environment. Planners are employed by local government

planning agencies, regional planning districts, and state development offices.

CHAPTER REVIEW

The five broad categories that comprise the real estate “body of knowl-
edge” considered in this text include real estate market analysis, the legal
framework of real estate, real estate services, the real estate transaction
process, and inyestment analysis.

Simply defined, real estate is.land and things attached to it.

The special economic-characteristics of real estate are (1) fixed location,
(2) uniqueness, (3) interdependence of land uses, (4) long life, (5) long-
term commitments, (6) large transactions, and (7) long gestation period.

The characteristic of real estate that distinguishes it from all other types
of economic resources is its fixed loeation. Fixity of location means that
every parcel of real estate is unique, and this factor can create large differ-
ence in property values.

Land is indestructible, and real estate improvements generally have long
lives. Thus, investment decisions are by their very nature long-term
decisions.

Because real estate purchases involve large expenditures committed for
long periods of time, outside financing is essential for most transactions.

The use of land depends greatly on (1) the provision of public services,
(2) nearby land uses, and (3) the general economic vitality of the neighbor-
hood and community.

The gestation period for real estate improvements—that is, the time
between conception of a real estate project and its actual completion and
subsequent entry into the available supply—may be several years. This
long gestation period makes the supply of real estate slow to respond to
increases in demand.
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KEY TERMS

Five principal classifications of real estate exist in the private marketplace:
(1) owner-occupied residential, (2) renter-occupied residential, (3) com-
mercial, (4) industrial, and (5) farm and other open land.

The general objective of the real estate property manager is to maximize
the income flowing to the owners from income-producing property.

Mortgage loans now total about $14.1 trillion and have led to the devel-
opment of a major sector of the real estate and finance industries. Major
employment opportunities related to real estate are found in savings banks,
commercial banks, mortgage banking and mortgage brokerage firms, and
life insurance companies.

Real estate appraisers estimate the value of real property. Their services
are used by buyers and sellers, financial institutions, tax assessors, and
many others.

Real estate counselors advise individuals and firms about their real estate
investments. They must have extensive knowledge of all aspects of real
estate; tax law, and investment.

Real estate development.offers greater potential return and greater poten-
tial risk than perhaps any other field within the real estate industry.

Land-use planners-are engaged in physical design, economic and invest-
ment aspects of development, and land-use policies and regulations.

Many real estate specialists are’employed at various levels of government
in property acquisition, tax administration, land-use planning, and other
operations of government

appraisal real estate

gestation period real property

personal property
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