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Unit 1 Overview of the Real Estate System

Section 1 Real Estate, Property and
Asset Concepts

Real estate is defined as the physical land and those human-made items, which attach to the
land. It is the physical, tangible “thing” which can be seem and touched, together with all additions
on, above, or below the ground. Local laws within each State prescribe the basis for disguising real
estate from personal property.'" Although these legal concepts may not be recognized in all States,

they are adopted here to distinguish important terms and concepts.

Real property includes all the rights, and benefits related to the ownership of real estate. An
interest or interests in real property is normally demonstrated by some evidence of ownership (e.g. a
title deed) separate from the physical real estate. Real property is a non-physical concept.

Personal property included interests in tangible and intangible items which are not real estate.

Items of tangible personal property are not permanently affixed to real estate and are generally

characterized by their move ability.”’!

In accounting terminology, assets are resources controlled by an entity as a result of past events

and from which some future economic benefits are expected to flow to the entity. ) Ownership of

an asset is itself an intangible. However, the asset owned may be either tangible or intangible.
The term depreciation is used in different contexts in valuation and in financial reporting. In
the context of asset valuation, depreciation, refers to the adjustments made to the cost of

reproducing or replacing the asset to reflect physical deterioration and functional(technical) and

economic (external ) obsolescence in order to estimate the value of the asset in a hypothetical
exchange in the market when there is no direct sales evidence available.™ In financial reporting
depreciation refers to the charge made against income to reflect the systematic allocation of the
depreciable amount of an asset over its useful life to the entity. It is specific to the particular entity

and its utilization of the asset, and is not necessarily affected by the market.
‘%&»‘. Words and Expressions
&

| property n. a thing or things that are owned by sb.; a possession or possessions Fi# #7; W |
T 5

_________________________________________________________________________________
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tangible adj. that you can touch and feel =T fikifay; T hk4edy; =T sty

interest n. the extra money that you pay back when you borrow money or that you receive
when you invest money #|.&, #|#&

permanently adv. lasting for a long time or for all time in the future; existing all the time
ARA; KiBH; KAH

affix adj. firmly attached something (to something) (formal) to stick or attach something to
something else #5L; M E; ML

terminology n. the set of technical words or expressions used in a particular subject ( ¥ %
Freh) Ris _

depreciation . decrease in value of an asset due to obsolescence or use 4718; AL
obsolescence n. the process of becoming obsolete; falling into disuse or becoming out of
date [£ 4] B4b; FLE

allocation #. a share set aside for a specific purpose #°ft, BLE; €&

utilization #». the act of using #|A), 1A

[1] ...disguising real estate from personal property.
------ RA Rz =557,

[2] ...personal property are not permanently affixed to real estate and are generally
characterized by their move ability.

------ NERRARAMIM BAERSH T L, THHMRE T RIFIE,

[3] In accounting terminology, assets are resources controlled by an entity as a result of past
events and from which some future economic benefits are expected to flow to the entity.
ML FHAERN, FERGTEXAFTHERARBE = TAREH G TR, Sk
AP RIR— Rk I

[4] In the context of asset valuation, depreciation, refers to the adjustments made to the cost of
reproducing or replacing the asset to reflect physical deterioration and functional(technical)
and economic (external ) obsolescence in order to estimate the value of the asset in a
hypothetical exchange in the market when there is no direct sales evidence available.
LEATHERZHES, RALE—FBRIRTH QIR TRATH =460,
AT RBEFZGHAE. e (FAK) AR LZF (9h3R) MR, et a
REERAXENE ERAM—FT R,

% Questions

o
1. What are the differences between the real estate and the personal property?
2. How should we calculate depreciation in financial reporting?
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Section 2 The Real Estate System

You have now been introduced to the three major components of what may be called the real
estate system: the space market, the asset market and the development industry. Exhibit 1-1
presents a visual overview of this system, including the major elements in and linkages among these

three major components.
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Exhibit 1-1 The Real Estate System: Interaction of the Space Market, Asset Market and Development Industry

The exhibit also shows how this system is linked to other, exogenous systems, including the
national and local macro-economies and the national and international capital markets. Let’s briefly
“walk through” the real estate system depicted in Exhibit 1-1.

The three large boxes in the exhibit represent the three main elements of the real estate system:
the space market, the asset market and the development industry. Within the space market, we see
the interaction of usage demand with the current stock of physical space supply, which determines
current rents and occupancy levels in the space market. Underlying the demand side of the space

market are the national and local economies, which determine the need for certain quantities of
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physical space of various types as a function of the cost (rent) for such space.!"! Governing the
amount of physical space on the supply side are the past and current activities of the development
industry.

Moving down to the asset market, we see that the space market determines the current
operating cash flows produced by the real estate assets, which are the fundamental subjects of the
asset market. This operating cash flow interacts with the cap rates required by investors to
determine current property market values in the asset market. Both the supply and demand sides of
the real estate asset market consist of investors, those currently on the “‘buy’’ side and those
currently on the *“sell’” side, either in general or for specific assets. All of these real estate investors
are operating within the broader capital markets, which encompass other forms of asset and money

markets. Investors’ desires and perceptions about the investment risks and returns of real estate

assets, as compared to other types of investment opportunities available elsewhere in the capital

markets, determine the current market cap rates investors require in real estate deals. > A key
determinant of cap rates is also investors’ forecasts about the future of the relevant space market, on
both the demand and supply sides, so as to predict the likely future course of rents.

Thus, we see how the space and asset markets, reflecting the underlying economic base and the
capital markets, interact to produce current real estate asset market values. These values represent
the key signal, or output, from the asset market: input into the development industry, the third major
box in the exhibit.

Within the development-industry component of the system, a crucial comparison is made.
Current development costs, including construction and land costs (incorporating necessary profit for
the developer), are compared against current asset values. If asset values equal or exceed
development costs, then development will proceed, thereby adding to the physical stock on the
supply side of the space market. A key component of development costs is the opportunity value of
the land (including all site acquisition costs). This opportunity value is determined in the real estate
asset market, as land is a type of real estate asset. Of course, development takes time, and this
requires that the development industry be somewhat forward-looking. The developer succeeds only
if the newly completed built property’s value exceeds its total development cost at the time of
completion of the project, which may take several years.

Indeed, the real estate system depicted in Exhibit 1-1 is, in principle, forward-looking to
varying degrees in several aspects of the system. Not only must developers be forward-

looking to account for construction time, but the space market is also forward-looking in that

many users of space require long-term planning for their space needs and much space is
rented out under long-term leases lasting typically from two to ten years."”! But the greatest
incentives for peering into the long-run future probably reside in the asset market part of the
system.

Asset market participants are inherently forward-looking. Investors make or lose money
depending on how their investments do subsequent to their purchase. Even when an investor sells

relatively quickly to another investor, the price the second investor is willing to pay depends on her
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perception about the future. Fundamentally, when you “unfold” each subsequent sale transaction of

a given asset, you realize that the present value of the asset depends ultimately on the entire future

stream of cash flow the asset can generate into the infinite future.*! To forecast future income

streams from the real estate assets they are holding or considering buying, investors must forecast
both the local economic base underlying the demand side of the space market and the activity of the
development industry on the supply side of the space market. They must also attempt to forecast
capital-market and national macroeconomic factors, such as interest rates, inflation, and investor
preferences, all of which affect the opportunity cost of capital and therefore the future values of
assets.

It is important to note that within the real estate system depicted in Exhibit 1-1 there exist what
are called negative feedback loops. These are dampening mechanisms that tend to make a system
self-regulating, preventing it from spiraling out of control. The principal negative feedback loop in
the real estate system is the ability of the asset market to regulate the flow of financial capital to the
development industry. If either supply or demand threaten to get out of balance in the space market,
the resulting effect on assets’ operating cash flows will trigger a pricing response in the asset
market. For example, if new development threatens excess supply in the space market, investors
will expect lower future rents, which will cause a reduction in property market asset values today. If
this reduction is sufficient, it will make additional development unprofitable. On the other hand, if
usage demand for space grows without addition of supply, occupancy and rents will be pushed up
in the space market, increasing current cash flow in the asset market and pushing up prices there
until new develoi)ment is triggered. This new development will eventually service the growth in
demand and bring rents down to their long-run equilibrium level.

If the participants in the system are sufficiently forward-looking and quick in their reactions,
the negative feedback loop in the real estate system can keep built space supply and demand in
pretty good balance most of the time. Of course, the real estate system has not always operated
exactly like a well-oiled machine in this regard. Commercial property markets have been subject to
pronounced boom and bust cycles. However, during the 1990s, improvements in asset market

efficiency, related to the increased role of the more informationally efficient public capital markets,
gave hope that the system may work better in the future.”!

;‘L‘%" Words and Expressions

visual adj. of or connected with seeing or sight 44, FEANLL, WA :
exogenous adj. having a cause that is outside the body $F4 &), MRy, SFEH E
interaction n. if one thing interacts with another, or if two things interact, the two things E
have an effect on each other A8 Z&"f), 48 ZAFA |
specific adj. connected with one particular thing only 4% #7, BA#%, B4Ry E
encompass V.. to include a large number or range of things B %%, €LH i
determinant . (formal) a thing that decides whether or how sth. happens &% H %, &£ 4 i
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w

crucial adj. extremely important, because it will affect other things X 4&t4 ¢4, ML T 244,
RE M

typically adv. use to say that sth. usually happens in the way that you are stating &%, —#&
incentive »n. something that encourage you to do sth. #s8; &gk 3

subsequent adj. (formal) happening or coming after sth. else M/E#), Eke, ZEH
fundamentally adv. used when you are introducing a topic and stating sth. important about
it AARA L, AARE

forecast v. to say what you think will happen in the future based on information that you
have now TR, FHR; F=

trigger vt. to make sth. happen suddenly &3, 3l&2, &

interact with 5 ------AREAEA, G- AR L ¥R, S MELEA

soasto VAMME, AT

addto #Au, i

only if FRdE, RAE

inthat £2F, REA, B4

reside in F#EF, EiE

be willingto &F, ¥, #F

pushup 4 £, ¥35, #£5

in this regard % FHF, #X—Em T

relateto X F, FEBKA, Rk

m Notes

[1] Underlying the demand side of the space market are the national and local economies,
which determine the need for certain quantities of physical space of various types as a
function of the cost (rent) for such space.

AEZNTHERGEERE R 5, BARR T TFTARARLEG HREN
HERBERAZ TR RA (L) 89505,

[2] Investors’ desires and perceptions about the investment risks and returns of real estate assets,
as compared to other types of investment opportunities available elsewhere in the capital
markets, determine the current market cap rates investors require in real estate deals.
BRE T T B3 =R FARF R AR 4R Fa Bedn 5 L 7 T 39 L AT BLRAF
AR TR RATH I, RET SR TE AL LG FHRARLE,

[3] Not only must developers be forward-looking to account for construction time, but
the space market is also forward-looking in that many users of space require
long-term planning for their space needs and much space is rented out under
long-term leases lasting typically from two to ten years.

FAXF K B oL RAT Y M3t LA, m LR T i R ATE M ey, B4 =T 5
W% R P e 2R EREA KA., HERATHRETHE 2~-10 %
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B i8] 69 K HAAL LG F xf o1 sk A6

[4] Fundamentally, when you “unfold” each subsequent sale transaction of a given asset,
you realize that the present value of the asset depends ultimately on the entire future
stream of cash flow the asset can generate into the infinite future.

AAL, B4 BRI BALERFHEERIHNE, AR HIERAIE
FARART S HRAARTHIEA K,

[S] However, during the 1990s, improvements in asset market efficiency, related to the
increased role of the more informationally efficient public capital markets, gave hope
that the system may work better in the future.

Ko, f£20H% 90 FK, FETHRENRS, LERTEZARREFL
RERTHL, BHERGE A SN BRI LT AT HE e A &

H*.
?, Questions
e |

1.What are major components of the real estate system? Please depict them respectively.
2. Why should participants of the real estate system have the forward-looking ability?

Section 3 A Review of the Development Process

There are many steps in the development process, some occurring simultaneously. This is a
good time to pull all of the elements together and try to get that “big picture” you need to enter the
business with some degree of confidence.

The Development Concept

Real estate development, like most projects, begins with a person and an idea. You may have

an idea that it would be profitable to build a certain type of housing in an area you know well, and

are looking for ground to build it on. You may have found a piece of ground that has excellent
physical characteristics for development or can be bought for an attractive price, and you want to

determine if it is feasible to build. Both of these approaches are utilized in development''.
Market Study

The next step is to conduct a market study to determine what type of development is in demand.

At the end of the study, you should be able to identify the most popular types of housing, price
rangers, absorption rates and what specific market segments you intend to sell to.

The market study will be vital, since it will be used by your professional team to develop the
project concept and design and by your lender to determine the financial feasibility of the project.

You can either conduct this study on your own, or you can hire a professional marketing firm.
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Site Selecting and Preliminary Feasibility Study

Once you locate a parcel of land, you will conduct a preliminary feasibility study, a rough
examination of the relevant facts to determine if the land is suitable for development. You will
examine zoning, topographical and other physical features, price and terms. If the parcel is clearly
unsuited for development, you should look elsewhere.

Occasionally, you may find that you have time to conduct leisurely a land acquisition study
over perhaps two months or more. More often, however, you will find yourself in competition with
others if its is a desirable parcel of land, and so your objective is to gain control of the land as
quickly as possible. Remember the Golden Rule of Real Estate Development: those who control the
land make the Golden Rules.

Once your preliminary assessment is completed, you will seek to purchase an option or enter
into an agreement of sale to gain control of the land. You should seek certain contingencies in any
agreement, notably receipt of all government approvals and financing. Not all sellers will accept
these conditions. Under these circumstances, you confidence in the future success of the project will
determine if you want to take the risk of buying unconditionally.

Land Acquisition Study

Once you control the land, you can take the time to conduct more detailed assessment of the
parcel. You will conduct a property inventory to determine the exact boundaries and what is on the
property; an environmental analysis to examine wetlands, soil, and topographical features; a study
of utilities and municipal services to determine whether there is sufficient water, sewer and
electrical services; a regional inventory to examine adjoining land uses, schools, police and fire
services, neighborhood amenities, and growth patterns, and a legal assessment to evaluate
government constraints such as zoning, subdivision and environmental regulations.

Retaining the Professional Team

You are looking for people with good track records in development capable of meeting
deadlines and budgets. In the initial stages, the most important professionals are your lawyer,
architect/land planner, engineer, and accountant.

Your architect/land planner will develop sketches of the project based on the results of the land
acquisition and marketing study. After a decision to develop has been made, you will need to bring
in a construction manager or general contractor, as well as sales and marketing staff.

Financial Feasibility Study

A financial feasibility study is done in conjunction with the land acquisition study. A feasibility
study will provide sketches of your site and generate financial information necessary to determine

how much the job will cost and whether you can make a ];groﬁt.[2 !

You should first determine the cost of the developing the infrastructure (water, sewer,
roads, etc.) by retaining an engineer to conduct a preliminary analysis of the site. The next
step is to meet with the architect/land planner and develop a sketch of the proposed project.
The raw material for the sketch is provided by your marketing plan and the physical layout of
the site.



Unit 1 Overview of the Real Estate System 9

Based on this sketch, you and your professional team (architect/land planner, engineer, and
accountant) can develop preliminary project costs. You must also consider how you will finance the
project.

Most developers approach a lending institution for financing. Since most lenders require some
equity on your part, you must decide if you will use your money or engage in a joint venture with
other partners. The figures you generate with your team will be developed into a pro forma that will
be presented to your lender and partners.

Obtaining Government Approvals and Refinement of the Plan

Zoning and subdivision approval must be obtained from the municipality. During this period,
your architect/land planner is continually revising the plans to reflect design improvements,
refinement in costs , and input from the municipality.

The Development Decision

At this point you must decide if the project is viable. If you have purchased an option, you
must decide whether to exercise it or allow it to expire. If you have entered into an agreement of
sale, you will know if all contingencies (such as obtaining financing and receiving government
approvals) will be met.

It should be clear that there are four important factors that come into play: market
study, physical features, government regulations, and financial feasibility. Each must be
analyzed separately and then as part of the whole package to determine if it makes sense to
develop.

Infrastructﬁre Development and Building

Once you receive approvals and financing, you can begin the construction phase of the project.

You will meet with your construction supervisor or general contractor to go over design feasibility

and set up subcontracting bids, and with your sales team to discuss sales and marketing.[3] You can

begin construction of the infrastructure, including water, sewer, roads, and curbs, and then, when
building permits are issued, proceed to construction.

Developing a Sales Program

A sales and marketing program should have been developed at an early stage and continually
refined. You will haye either in-house staff selling your project or a professional real estate
broker.

Sale and Settlement

The settlement is the culmination of developer’s efforts. Here, the lender is paid off, the buyer

receives a new home, and the developer is paid.

‘%,“ Words and Expressions
!

_______________________________________________________________________________________

simultaneously adv. happening or done at the same time as sth. else [l B & & (#:47) 49; 5
REZZ E
characteristic #.a typical feature or quality that sth./sb. has 4¥4E; 4%.&; &&/f E
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feasible adj. that is possible and likely to be achieved *T4T4#%; A7/Fi8 49

utilize v. to use sth., especially for a practical purpose £/ ; #1f; E/; & A
absorption n. the process of a smaller group, country, etc. becoming part of a larger group
or country FA; FEl4L

parcel n. something that is wrapped in paper or put into a thick envelope so that it can be
sent by mail, carried easily, or given as a present & ¥; /v €L

preliminary -adj. happening before a more important action or event Fi&-1£49; #¥F 8,
4649

acquisition n. the act of getting sth., especially knowledge, a skill, etc. | ( 4272, # A% 45)
*’1%, 172

contingencies 7. an event that may or may not happen T 64 £ 6 F; 1BL (X F R, &
sh) F4

utility n. a service provided for the public, for example an electricity, water or gas supply
PNE

municipal adj. connected with or belonging to a town, city or district that has its own local
government T B 4Y; o BUF )

sketch n. a simple picture that is drawn quickly and does not have many details % 4%; &
5; #8 .

subdivision . the act of dividing a part of sth. into smaller parts &4 %]; &4 @4
municipality ». a town, city or district with its own local government; the group of officials
who governit A% W; (T TFé) HEE; F (RE) BLA

contingency #. an event that may or may not happen [#6KX A8 F; 1824 (AR, &
5h) it

culmination n. the highest point or end of sth., usually happening after a long time T .%.;

_________________________________________________________________________________

m Notes

[1] You may have found a piece of ground that has excellent physical characteristics for
development or can be bought for an attractive price, and you want to determine if it
is feasible to build. Both of these approaches are utilized in development.
WTRLELINT —hETHF L A RFHELRINEFAL Lk, REFEHT
TR TATH, X&h A THL.

[2] A feasibility study will provide sketches of your site and generate financial
information necessary to determine how much the job will cost and whether you can
make a profit .

TATHA A £ 3 i 3R K 6 KBAER, FF AR L B SR 515 & A A H
RERAANBRBAEE.

[3] You will meet with your construction supervisor or general contractor to go over
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design feasibility and set up subcontracting bids, and with your sales team to discuss
sales and marketing.

FABRBEZRIAYUREREROH —RFT T FEGTITHFEF 6
RAFLA, FIMZHEMARFHTTHEHRFTE.

?’, Questions
® |

What is the process of real estate development?

Reading material I Four-Quadrant Model

A graphic representation of the real estate system we just described, which is useful for
performing some basic analyses of the system, has been developed by DiPasquale and Wheaton.
This model consists of a four-quadrant (4Q) graph, as shown in Exhibit 1-2. The four quadrants

depict four binary relationships that together complete the linkages between the space and asset
markets."!

The 4Q graph is most useful for examining simultaneously the effect on the long-run
equilibrium both within and between the space and asset markets. The concept of long-run
equilibrium in real estate involves allowing the markets sufficient time for the supply of built
space to adjust to the demand. Equilibrium in the 4Q graph is represented by a rectangle whose
sides are vertical and horizontal connections between four points, one lying on each of the four
binary-relationship lines in each of the four quadrants. Where the sides of this rectangle cross the
four axes represents the equilibrium stock of built space, rent, asset prices, and rate of new
construction in the market. In Exhibit 1-2, the rectangle is indicated by dashed lines and the
equilibrium prices and quantities by the points Q*, R*, P* and C*. The northeast quadrant
depicts the determination of rent in what we have been calling the space market. The horizontal
axis in this quadrant is the physical stock of space in the market (e.g., in square feet), and the
vertical axis is the rent (e.g., in $/SF per year). Thus, the axes of this quadrant are those of the
classic price/quantity diagram in the space market, and the space usage demand function is
represented in the northeast quadrant by the downward-sloping DD line. If we draw a vertical
line from the point on the horizontal axis representing the existing supply of space in the market
(Q*), the point at which that line intersects the demand function will tell us the current
equilibrium rent, given that amount of space in the market. The equilibrium rent with Q* amount
of space in the market is R*.



