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CASE ASSIGNMENT: ASSOCIATE’S TASK

Purpose of the case: This is a numbers-crunching exercise designed to push up the learning curve in real estate finance.  The spreadsheet template of the case provides you with a format for analyzing real estate investments using both static financial ratios and discounted cash flow (DCF) techniques.  It encompasses the range of analytical tools commonly used in a full DCF analysis of property, as well as information characteristic of commercial property (office, apartment, industrial).  Once you have completed the numbers, the second task is to grapple with what they tell you (or don’t tell you) about risk and return for each of the properties.

The Associate’s Task is a long assignment and ample time should be allowed; it cannot be completed the evening before Part I is due, nor the weekend before.  It takes time to think about the concepts you are being asked to model; it is not just plugging-in formulas.  Rather you should work on the assignment gradually.  A disk file of the template is available on the web at the Columbia Business School web page at “http://www.columbia.edu/cu/business/courses” for B8314–Real Estate Finance. 

Assignment:
Part I: 

The case asks you to run the numbers for the evaluation of three potential investments for two cousins, who are clients of an investment management firm.  The first objective of the exercise is for you to learn the analytical set-up for real estate through the case’s presentation of the numbers for the first property– Hanewood Gardens (an apartment complex).  Then, using that financial framework as a model, you are to complete the analysis for the other two properties–four Loring Avenue (an industrial property) and The Pershing Building (an office property in development).  The case asks you to assume the debt levels as given; time permitting, you should run the analysis on an unleveraged basis to understand how debt impacts the investment analysis.  You are to submit a complete set of financials, keeping a copy for yourself.

This assignment can be done alone, or in a group of up to three people.  If you work in a group, you need only turn-in one assignment per group listing the names of all group members.
Bring your computer to class.  In class we will discuss the conceptual and technical issues underlying the exhibits.  Afterward, you are expected to find any problems in your model and make the necessary corrections, with help from the TA’s and myself.

Hint: Think about the difference between buying a “fee interest” in a property versus a “leasehold interest.”
Part II: 
This part of the project is to analyze key assumptions of the case and consider various “what-if” scenarios, testing the risk/return sensitivity of alternative investments.  Your task is to make a determination as to which property (properties) WestStar should recommend to each cousin.  Each recommendation should be no longer than 1 page, with additional summary financials attached.  Please do not re-submit a full text of all financials.  Any additional attachments should support material in the text, but not contain information that is not summarized in the text.  These attachments might be in the form of a presentation that could easily be handed to your boss at WestStar or the Sherman cousins.

Consider how the qualitative attributes of the investment bear on the risk/return relationships revealed by the financials.  Be sure to support you recommendations suing the individuals investment criteria as well as the risk/return characteristics of the individual properties.  The amount of debt on each property is a choice variable (more or less leverage), but, for simplicity, the price (interest rate, points, term) cannot change.  If you elect to change the debt level, you need to explain your reasoning.

For this exercise, you do not have to worry about allocating properties to one or the other cousin; that is, if you recommend property x for one cousin, you are not constrained also recommending that the other cousin buy the same property.
For Part II, the submission must be strictly individual work.  While you can discuss the recommendations in general as a group, you must write-up the assignment individually.
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THE ASSOCIATE’S TASK
The training course at WestStar & Company, an upstart investment management firm with a stellar performance record and roster of rising stars, had been a snap for Marc Adler.  Fresh out of a top-ranked business school, he whizzed through rotations, ever alert to the deal flow soon to cross his desk as a new associate.  Then in November 1997, nearly at the end of his three-month stint, he moved into the Real Estate Group for his final round.  Within the first hour at his new post, he realized that not taking a Real Estate Finance course during his MBA curriculum had been a major mistake.  Real estate, he belatedly learned, was a big part of the nation’s stock of assets and a fast-moving sector of the capital markets, especially now that securitization was in the process of transforming the financial profile of the industry.  More to the point, WestStar & Company was actively advising a number of real estate accounts, private individuals as well as pension funds managing real estate investments.  Being a finance person, though lacking an understanding of the fundamentals of real estate finance and its tradition of collateralized lending, was going to mean long nights in the office.  

The task at hand seemed relatively straightforward: Adler was being asked to run the numbers on several alternative investments being reviewed in preparation for a meeting with two cousins of the Sherman family, clients from the Washington, D.C. area who had been with the firm since its earliest days.  Two of the three potential investments had been brought to WestStar’s attention by a friend of one of the founding partners who worked at an opportunity fund (with whom they had a strong working relationship) which had acquired several large portfolios of assets during the recent downturn in real estate.  Having held the assets through the worst of the cycle and made the capital investments necessary to position the assets for resale, the opportunity fund was now marketing the properties.  While most were being packaged into portfolios for sale to institutional investors, a few were too small to meet the minimum-size requirements of these buyers and were being sold individually.  A third property, a soon-to-be-completed development project, was brought to WestStar’s attention by a well-known regional commercial broker with whom partners had worked on prior assignments.

__________________________
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The People
The Sherman cousins were at different stages of their lives.  Emily Sherman, age 42, was president and sole stockholder of a small manufacturing company, which earned in excess of $2 million before taxes and $1.3 million after taxes in each of the previous two years.  She was also co-owner and partner with her sister in a separate, very successful equipment-leasing business.   In the past three years she had received several offers to buy her company in exchange for the stock of a public company, but preferred to retain control at this stage of her professional life.   Also, she knew the benefits of holding these investments could be further enhanced through diversification with the addition of income-producing real estate to her portfolio.
  Her company had accumulated over $4 million in cash and short‑term securities which she considered unnecessary for present operations, and thus available for outside investment.  She did not, however, want the management headaches of an investment in another less familiar manufacturing field, and was not seeking to enlarge her company's business through acquisition. 

Eric Sherman, age 60, had recently sold his business to a medium-sized public company in exchange for $4.5 million of the company’s 6% preferred stock and $2 million of zero-coupon bonds (yielding 9.5%) due at the end of 2002.  For the next two years, Eric would continue with the company as a part-time consultant at an annual compensation of $50,000—well below his most recent salary of $250,000.  Upon retirement he expected to live on dividends paid on the stock.  Although he had historically reinvested most of his business profits in his firm, over the years he had accumulated a modest portfolio of marketable securities which provided about $12,000 of additional income, but these investments had fared poorly.  Eric felt the need to diversify his investments and planned to sell up to half his stock and securities and reinvest the money from the sale in real estate or some other investment.  Real estate, he believed, would give him the benefits of diversification and protection from inflation.  He also felt that if his income from real estate was sheltered for income-tax purposed, his overall cash flow might increase substantially.

Each cousin wanted to purchase a property large enough to attract the interest of a professional real estate management firm to relive them of the burden of day-to-day management, and they wanted a minimum total return on their investment of 12%, after payment of federal income taxes.  

The Properties

The first property was Hanewood Gardens, a 100-unit, Class-A garden-apartment complex with good amenities located in Montgomery County, Maryland.  Completed in 1990, at a time when overbuilding had pressed many developers with uncovered construction loans and investors with highly leveraged property, the residential complex had remained “performing” because of its location and market attractiveness.  Also, a county-wide sewer moratorium imposed in the late 1980s had prevented additional newly constructed projects.  After a short period of break-even occupancy, the complex had been operating between 94% and 96% occupancy since the market had turned around in early 1993; for 1997, annualized economic occupancy was projected at 95%.  The asking price for Hanewood Green was $6.893 million, though WestStar had been led to believe a price of $6.7 million would probably be acceptable.  The gross rental income from the property was $901,610 with a net operating income (NOI) of $518,426.  Real estate taxes in Montgomery County were generally about 14% of the gross rent roll.  Although the building was in very good condition, Marc had been told to budget for replacement of readily worn-out items (such as carpets and appliances) since frequent turnover was a factor in apartment investments; he would set aside 4.5% of gross revenues in a replacement reserve.  For tax purposes, the land was valued at $1.15 million and the depreciation (cost recovery) period for the building, being residential, would be 27.5 years.

The second property was a 75,560-square-foot single-storey warehouse facility, Four Loring Avenue, being offered for $5.5 million.  An office/industrial property located in suburban Virginia, within ten miles of Tysons Corner, an area transformed during the 1980s development boom by new office buildings and shopping centers.  Completed in 1982, Four Loring Avenue had been occupied by a national credit tenant until its lease expired in 1992.  The building then sat empty for 42 months, until the opportunity fund now shopping the property, took control, renovated the structure so that it was now at a B+ standard, then net leased the facility for eight years to a regional distributor of biological and hospital supplies.  Though mainly a distribution facility with 24-foot clear-ceiling heights and two tailgate-loading docks, the office-space portion of the building, about 12,000 square feet, was nicely fitted out with drop ceilings, air conditioning and other features which made it fully competitive with comparable space in that market.  Situated on approximately eight acres in an area currently zoning for office, manufacturing and light industrial, the property included approximately 500 parking spaces.  In addition, the “as-of-right zoning” for the parcel allowed an additional 35,000 square feet of buildable space.  

The “net” lease on Four Loring Avenue, which ran from January 1997 through year-end 2004 (with a single five-year extension option at prevailing market rents), was for $6.15 per square foot, and under the terms of the least the tenant would be responsible for most operating expenses and repairs, other than replacement of major capital items such as the roof.   Increases in property taxes would be the responsibility of the tenant as well, up to a “stop” of $1.50 per square foot from the level prevailing at the time the lease was signed.  This meant that if, over the course of the eight-year lease, increases in property taxes exceeded the $1.50 benchmark, the owner would absorb the additional increases.  (Property taxes at the time of the lease, for the entire property, averaged $1.10 per square foot, or $83,116.)  The owner would also be responsible for property and casualty insurance, which was presently costing the opportunity fund $6,075 per year; management fees, presently costing $15,100 per year, were another expense to the owner.  In other words, this was something less than what the industry called a “triple-net” lease.  For tax purposes, the land was valued at $1.59 million, and being a commercial structure, a 31.5-year depreciation schedule would be used to amortize the building.  Although newly renovated, once again, Marc would factor in a small replacement reserve, this time a flat-dollar amount of $3,000 per year.  As with the other existing property under investment consideration, WestStar’s local agent had completed a due-diligence review of all building systems and found them to be in good working order. 

The third property, The Pershing Building, was located in Arlington County, Virginia.  A two‑storey 55,000-square-foot office building with 50,500 square feet of net rentable area, the building was still under construction with completion scheduled for the end of the year.  Marketing for the building had already begun with 60% of the space pre‑leased, mostly to lawyers, accountants and small computer and consulting companies, for five-year terms.  Pershing was being offered for sale by the developer for $7.25 million. but the broker who brought the deal to WestStar was sure it could be purchased for $7.05 million.  The land was leased for 75 years with an annual payment during the first fifteen of $75,000.  Ground-lease payments for the next three 15-year periods would adjust (upwards only) at 50% of the annual increase in the Consumer Price Index (CPI); for the last 15-year period, the lease payment would be repriced at 12% of the “fair market value” of the land, as if unencumbered.

The purchaser would be permitted to depreciate The Pershing Building over 31.5 years on a straight‑line basis.  Projected base rental revenue for the building was $1,136,250 and the projected net operating income was $722,120.  The developer had estimated that combined property taxes (at 12% of gross revenues) and operating expenses on a rentable square-foot basis would be about $6.50, based on a stabilized occupancy level of 93%.  Although the developer felt a reserve for replacement of fixed assets was premature at this time, Marc decided to carry a reserve of 1% of projected base rents in his operating pro‑forma.  All of these figures seemed reasonable, yet WestStar had been told by a colleague in the area that a number of new office projects were either under construction or in the planning stages in Arlington County.  With that working to their advantage, the firm pressed the broker, who negotiated a guarantee of the projected first-year NOI for the first three years of operations—sufficient time for the building to reach a stabilized (93%) level of occupancy.  Although the precise mechanism by which NOI would be guaranteed had not been finalized, the developer had indicated a willingness to lease back the building for three years on a triple‑net basis.

WestStar felt it unlikely that either of the Sherman cousins would hold any particular property for more than seven years.  Marc, therefore, was told to assume a sale at the end of the seventh year of operations and estimate values by capitalizing the projected net operating income for the eighth year.  Choosing a "going-out" capitalization rate for this valuation calculation was always a critical unknown in these types of investment analyses.  Since he wanted to rely on some "hard" source of information, Marc checked with the American Council of Life Insurance, which surveys major lenders quarterly,
 and decided to base his estimate upon the averages for the Middle Atlantic region, 8.0% for conventional apartment properties and 8.5% for office buildings.  Estimating the future value for Four Loring Avenue was trickier because of the site’s location in the path of growth and its potential reuse value.  Rather than capitalize projected eighth-year NOI, he was told to assume a future value of $6.4 million.  Finally, he assumed a 2% brokerage commission at time of sale.

The Capital Structure Decision

Since neither cousin could buy property with 100% equity, some debt was necessary.  Nevertheless, Marc had been schooled to evaluate the economics of the investment apart from the financing decision.  He was aware that for Hanewood Gardens the opportunity fund had arranged for a new $5.025‑million mortgage, at 7.0% interest and one point,
 which the buyer could assume.  Being a "GIC" (Guaranteed Investment Contract) financed loan, the term‑to‑maturity of the loan was relatively short, seven years, but the amortization term was very favorable, 30 years.
  For Four Loring Avenue, a similar type of “plain-vanilla” mortgage was available from a Wall Street “conduit” financier.  The maximum loan amount was $4.125 million and the interest rate was 7.5%.  The 15-year mortgage would be amortizing over 30 years, with a payment at time of closing of one and one-half points. In addition a second interest only mortgage was available in the amount of $550,000 with a 12.75% interest rate and a 15-year term to maturity.

For The Pershing Building, a $4,582,500 participating mortgage seemed the most likely type of financing.  Interest on the loan would be 6%, with the lender sharing in 25% of (a) increases in before‑tax cash flow and (b) capital appreciation (net sales price minus original acquisition cost).  One and one-half points would be charged for making the loan.  Both the term‑to‑maturity and the amortization term would be 20 years. 

As he laid out the basic data for each property, Marc thought about the different financing arrangements available to borrowers in the marketplace.  Only one lender seemed to be offering participating debt, whereas he had been told that in the 1980s, this had been the most common type of commercial mortgage.  With a participating mortgage, the lender has a fixed‑rate return (the contract rate of interest plus any up‑front points) plus a participation in the property's cash flow and/or capital appreciation.
  Should inflation and rents rise, participation in the property's performance afforded the lender a higher overall rate of return; in effect, the lender traded a below‑market interest rate on the mortgage note for expected future compensation in the form of operating cash flow and capital appreciation (often called  an "equity kicker").  He wondered if the low and steady rate of inflation, which had prevailed for much of the 1990s, was something he should pay closer attention to when evaluating the results of his analysis.

While Marc understood the mechanics of the different types of mortgages, he also knew that it would be important to project the total cost of borrowing in each case.  He would need to explain to the principal in charge how the participating mortgage affected the nature of the risks borne by the lender and borrower.  WestStar would advise each cousin on how much leverage should be put on the investment, though the final key decision would, of course, rest with each cousin.  Much depended upon the risk/return relationship underlying the property fundamentals of each prospective investment.

Major Assumptions

Marc set about organizing his preliminary analysis.  In this first run-through, he hoped to identify those properties for which a detailed financial analysis and a more careful examination of day‑to‑day operations were warranted.  More seasoned associates in the office had told him that after this initial screening analysis, he would have to spend considerable time studying comparable projects to validate the reasonableness of the purchase prices, rents, and operating expenses of the properties under consideration.  For this analysis, he had been told to assume the following:

1) for each property, rental revenues would increase at the time of lease renewal, each year in the case of the apartment properties, at the end of five years in the case of the office property and at the end of eight years in the case of the industrial/office building; releasing rental rates would be based on historical growth trends for the regional suburban market in the past three years—apartments, 3% annually; office buildings, 5% annually; industrial, 5% annually;

2) operating expenses would increase 5% annually for apartments, 4% annually for the industrial property and 6% annually for the office building; the rates for property taxes, respectively, were 3%, 4%, 4%; for the office buildings operating and property tax increases would be passed through, in full, to tenants on a pro-rata basis, in accord with prevailing lease arrangements; to simplify the analysis, these reimbursement adjustments would be accounted for in the year of their occurrence;

3) no capital improvements upon releasing for any of the properties;

4) the investments would be analyzed with the debt assumptions given herein; the fundamentals of each potential acquisition would be examined from an unleveraged basis as well and, based on his analysis, he should make recommendations regarding the maximum amount of debt for each investment option [second part of The Associate’s Task assignment];

5) despite  uncertain  future  changes in  federal income‑tax  laws, for purposes of the preliminary analysis, an effective ordinary‑income rate of 28% would apply and, for capital gains, the newly enacted 20% rate.  (State income taxes would not be taken into account at this time.); and 

6) all transactions would be closed by December 31, 1997.

Being characteristically methodical, Marc developed a list of salient facts he felt he would need for his analysis (Exhibit 1).  His next step would be to develop an income-and-expense pro-forma for each property.  Once again he returned to the original information for each property.  In general, the data were not in the form he found most useful, so he transcribed the information into the firm’s standard format (Exhibit 2).

Financial Ratios/Comparables

To validate the reasonableness of the asking prices, Marc would compare the capitalization rates and per‑unit costs of recent sales elsewhere in Arlington and Montgomery Counties and the Tysons Corner market.  If these rates varied significantly from recent sales comparables, he believed a more aggressive review of that property and a tougher negotiating posture would be called for.  Furthermore, since unit costs and operating expenses were usually related items, he would not gloss over these factors.  Accordingly, he calculated the important financial ratios for each property (Exhibit 3).

Operating expenses for similar properties in the same general area should be close to average, he reasoned.  Good management could move them down a little, but very deviant expenses were typically signals of trouble and deserved detailed inquiries.  Property managers would be able to inform him as to typical expenses; industry data published annually would be another potential source of information.  Most difficult to estimate would be repairs and maintenance since these items would reflect the age of the property, the quality of initial construction and the history of past expenditures in these categories.

Rent levels would, of course, be affected by the competitive position of the individual properties, for both the present and near‑term future.  For apartment units, relevant factors would be location, size, design, openness, light, interior amenities, outside facilities, tenant mix and prestige.  He would consider at a later point whether there might be potential upside, and even condominium conversion.  For office and industrial buildings, many of the same factors were applicable, but location and highway access were particularly important.

Marc understood from his general business education that operating leverage was an important factor in gauging future profits, and he reasoned that this might be especially the case with the two existing properties.  What factors would lead to an increase in rents?  What could be done to cut expenses?  How could cash flow be increased while maintaining or enhancing future value?  What would the owners' operating policies be?  He felt the Shermans would want to keep their properties well‑maintained rather than run‑down, but this was a decision each would have to make.  Then there were real estate taxes to consider.

Marc could see from the data that real estate taxes are a significant expense of property ownership, so he believed it was worth examining local tax practices since, over time, tax increases could materially affect net operating income.  Property taxes varied widely throughout the country; for example, in New England and New York City, they were noticeably higher than elsewhere in the U.S.  Was the community embarking on a program of expenditure for roads, schools, or other infrastructure which would raise property taxes?  Was the assessed value out of line with comparable properties?  Had the assessments for newly constructed properties risen to their limits?  How was commercial property treated in comparison to residential property? After his preliminary analysis and screening of individual properties, he would have to review these issues.

Break-Even Analysis
Marc's next step was to assess the nature of the operating risks associated with each property.  He realized that the financial analysis rested on the assumption that the occupancy levels being projected for the upcoming year could be maintained.  He referred to the pro‑formas in Exhibit 2.

With this information, Marc could complete a rough first‑year break‑even analysis for each property.  It was apparent to him, for example, that every 1% increase in occupancy added $9,490 to the before‑tax cash flow of Hanewood Gardens.  Assuming the $5.025-million mortgage, a 12.6% decrease in occupancy from its expected stabilized level would wipe out all of the before‑tax cash flow for the property (see Exhibit 4).  With this information in hand, Marc could better interpret the financial cost and risk of each mortgage package (see Exhibit 5).   He could envision problems, which might necessitate additional cash investments in individual properties.  Break‑even analysis would suggest where risk might be related to reward in the set of properties he was examining.

Financial Analysis
Two simple measures of return are widely used in real estate practice: free‑and‑clear return and cash‑on‑cash return.  The free‑and‑clear return (or capitalization rate) is determined by dividing the net operating income by the purchase price (or total investment value).  By Marc's calculations, the free‑and‑clear for Hanewood Gardens was 7.7%.  If the buyer assumed the new $5.025-million mortgage, the cash‑on‑cash return, derived by dividing before‑tax cash flow by the initial equity investment, would be 6.8%.  He felt, however, that these simple measures of return did not take into account income tax or future value considerations, and that additional steps were necessary.

Marc set about doing a complete discounted cash-flow analysis.  He employed a more detailed set of cash-flow projections and calculated the after‑tax rate of return by discounting the projected after‑tax cash flows.  Because he had already assembled the critical facts about Hanewood Gardens in Exhibits 1 and 2, it was easy for him to determine the before‑tax cash flow, tax benefit or liability and after‑tax cash flow associated with that property over the projected seven‑year ownership period.  Having calculated the mortgage and depreciation schedules (Exhibits 7a and 7b) and projected after‑tax cash flow (Exhibit 6), including the computation of net sales proceeds (Exhibit 8), Marc calculated the Internal Rate of Return and Net Present Value (at 12.0%) of the investment in Hanewood Gardens (Exhibit 9).  

He felt this last figure could be useful in setting a maximum price for any subsequent negotiations.  His calculations are summarized in Exhibit 10.

It was obvious that Hanewood Gardens met the Shermans’ minimum after‑tax total return requirement of 12%, but Marc was nonetheless intrigued.  He wondered whether he could put more or less confidence in the future of apartments as opposed to office or industrial property.  He also wondered how the other projects would measure up to Hanewood Gardens with respect to the results presented in Exhibit 9. 

Next, Marc returned to Exhibit 9 to reflect on the sources of return for each property.  In which cases was there an appropriate match between investment objectives and property characteristics?  The two distinct sources of return—after‑tax cash flow from operations and net sales proceeds—he felt should be important to WestStar’s clients.  Accordingly, he had "partitioned" the return by discounting the flows back to their present values at the project's internal rate of return, 12.85%.  This allowed him to compare, on a present‑value basis, the separate streams to one another and to the initial investment, in order to identify the proportionate contribution of each to the total return for the property.  Applying the same reasoning, Marc then examined the breakdown of Hanewood Garden’s "residual value" into component parts (Exhibit 13).  It was apparent that the increase in sales price over time was an important part of the total "future" cash flows, but that capital‑gains taxes and taxes on accumulated depreciation and cost amortization substantially reduced the net cash flow to the seller.  Marc felt that the "Breakdown of Futures" gave him information, which would be useful in interpreting the results of the discounted cash-flow analysis.  It highlighted the impacts of lender participation and taxation upon sale.  He believed that identifying the impact of future taxation, he could provide his boss with strategically helpful information, which could help the Shermans avoid decisions that could be costly later.  For example, it suggested the need for careful planning of the eventual sale.

Marc Adler had some additional analysis and some hard thinking to do after repeating his analysis for Four Loring Avenue and The Pershing Building.  He could see that these were very different types of real estate investments, whose cash flow and future investment profiles varied.  His boss had told him that the needs of the client had to be matched with the characteristics of the properties and the profile of risk/return offered.  This was the most professional way to present the results of his analysis.  Marc wished to test his intuitive perceptions of the properties against the returns each provided.  He was intrigued to see whether each measure of return assigned the same rank to each property.  He understood, however, that differences in rankings could be due to differences in the implicit assumptions underlying each measure of return, as well as the size of the original investment in each property.

Marc knew his boss would not recommend a purchase without additional field work and analysis.  In particular, he wanted to run some "what if" sensitivity analyses testing out the risk implications of several key assumptions and different amounts of leverage.  This analysis would allow him to establish sensible priorities upon which he would make specific follow-up recommendations. 

�	1  Sherman in fact, had started the equipment-leasing business fresh out of business school as a way of mitigating federal-income tax exposure for her family's real estate investments while generating cash flow for herself.  Equipment leasing created two sources of tax benefits.  First, during the leasing period, "passive" income resulted from lease payments in excess of depreciation (against the lessor's capital asset) which could be used to offset "passive" losses from real estate investments.  Second, at the end of the lease term, the paper capital loss that typically resulted could be used to offset "portfolio" income, such as interest income from savings accounts and mortgage-interest payments.


�      The American Council of Life Insurance publishes quarterly the Investment Bulletin which details the characteristics of mortgage commitments on multifamily and nonresidential properties as reported by 20 life insurance companies.  Typically, these reporting companies account for approximately three-fourths of nonfarm mortgages held by U.S. life insurance companies.


�      Under current U.S. Treasury regulations, the loan point could be amortized ("written off") over the term�to�maturity of the loan.


�      In  effect, monthly payments would be made on a 35�year amortization schedule until year seven when the bank would have the right to demand repayment of the outstanding balance of the loan.  The mortgagor would then have to make a balloon payment or refinance the property.  [Regardless of the amortization term, however, the actual life of most long-term mortgages historically averaged between 8 and 10 years.]  The longer amortization period is advantageous to the mortgagor because it lowers the constant payment on the loan and makes the tax-deductible portion of the debt service payments larger in the early years of the loan �� the net effect being increased before�tax and after�tax cash flow to the mortgagor.


�       Participations can be structured in several ways: a percent of gross income, NOI, or any measure of "income" over and above a predetermined figure.  For the loans in this case, the lenders are  requiring a participation in the increase in annual before�tax cash above that projected for the first year.  With respect to future appreciation, the lenders are requiring that the same percentage participation be applied to the increase in market value above that established at acquisition. (Value at acquisition, for purposes of this case, is assumed to be the purchase price, and value at the time of sale is assumed to be the sales price less the brokerage commission.)





