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Objectives:

15.1      Understand how the private sector employs a rational deliberate process in 

            choosing the types and location of projects that it will propose.

15.2      Understand how the private sector assesses markets, creates projects, and selects  

            development sites.

15.3      Be familiar with the types of information that is used in project design and development.

15.4      Understand the financial analyses that form the basis of development decision-making.

________________________________________________________________________

Scope:

This session introduces students to the project-level review process from the private sector viewpoint.  Understanding how the private sector initiates, evaluates and finances development projects will help students design more effective strategies for creating disaster resilient communities.  The basic concepts of market analysis are the basis of private sector project planning. Students should begin to appreciate the financial considerations that shape private sector development decision-making.  Students should understand that the private sector plans and evaluates just as the public sector does, but it operates under a different set of objectives and constraints.  Successful approaches to creating disaster resilient communities must take account of and, whenever possible, work in concert with market forces.

________________________________________________________________________

Reading:

Student and Instructor Reading:

Seldin, Maury. 1990. “Concepts of Real Estate Analysis, Part I: Development and Market Analysis” In Maury Seldin and James H. Boykin, Eds., Real Estate Analyses, Chicago, IL: American Society of Real Estate Counselors, pp. 1-17.

Smith, Halbert C. 1990. “Concepts of Real Estate Analysis, Part II: Value and Feasibility Analysis,” In Maury Seldin and James H. Boykin, Eds., Real Estate Analyses, Chicago, IL: American Society of Real Estate Counselors, pp. 18-30.

U.S. Conference of Mayors, et al. 1979. The Private Development Process: A Guidebook for Local Governments, Washington, DC: U.S. Department of Housing and Urban Development, pp. 1-34.

Additional Instructor Reading:

Carn, Neil, Joseph Rabianski, Ronald Racsters and Maury Seldin. 1988.  Real Estate Market Analysis: Techniques and Applications, pp. 14-24 and 65-96. Englewood Cliffs, NJ: Prentice-Hall.

________________________________________________________________________

Objective 15.1 Understand how the private sector employs a rational deliberate process in choosing the types and location of projects that it will propose.

Requirements:
The content should be provided as lecture with interactive discussion.

Remarks:

BEGIN THIS SESSION WITH THESE INTERACTIVE QUESTIONS – 

wE HAVE SEEN HOW THE PUBLIC SECTOR PLANS FOR NEW DEVELOPMENT, WHAT ROLE DOES THE PRIVATE SECTOR PLAY IN ACHIeVING THOSE PLANS? 

is THE PRIVATE SECTOR AN ALLY OR AN ADVERSARY IN CREATING DISASTER RESILIENT COMMUNITIES?

SHow Session 15 – Slide 1
I. Whether you think the private sector is an ally or an adversary, it will help to know about developer decisions in order to craft appropriate incentives or anticipate how developers will likely respond to various hazard mitigation requirements that affect project costs.

II.
The public sector plans at a community-wide scale, but must implement those plans through the approval of individual development projects that are initiated by private developers.  

III.
The private sector is most visible at the project scale where we see actual construction taking place, but these projects are the result of a larger, deliberate process that involves analysis of the market at the community and even regional scale.  A number of potential projects will be evaluated for every one that is actually built.

IV.
Development projects vary widely in scale:  some will be a single building; others may consist of dozens or even hundreds of houses or apartments; still others will be complete communities that consist of the entire range of land uses and housing types.

V.
The private sector responds to the promise of potential profit.  Projects that will clearly lose money will not be built.  Furthermore, since investment capital is limited, developers will consider where the investment of their time and capital will provide the best return.  They will only attempt to build those projects they determine are likely to return an acceptable profit. 

VI.
Since no one has perfect information, private sector developers take a risk every time they initiate a project.  Development is a very risky business and many development firms fail.  Some of the main types of risk a developer faces include:

A. Will the project sell or lease for the expected price?

B. Are there enough buyers to buy all of the units or lease all of the space?

C. Will the project receive the necessary regulatory approvals?

D. Will interest rates or other economic conditions change before the project is completed?

E. Will there be unexpected increases in construction costs?

VII.
If two projects have the same financial return, the developer will prefer the one that has less risk.

VII.
Most development is financed with borrowed money.  Development firms are said to be “highly leveraged” due to their dependence on external sources of capital.  There are two main consequences of this financial situation: 

A. Developers must be able to convince banks, real estate investment trusts (REITs) or other sources of funding that their project will be financially viable;

B. Time is of the utmost importance. Since they are paying interest on the money borrowed to purchase the land, install the necessary infrastructure and construct the project, the length of time required to complete the project will determine the total amount of interest paid and often the financial success of the project.  To the developer time really is money.
________________________________________________________________________

Objective 15.2 Understand how the private sector assesses markets, creates projects, and selects development sites.

Requirements:
The content should be provided as lecture supported by the case study slides.

Remarks:
I.
Private firms are continuously assessing the market to determine what types of development products are needed.  They consider economic and demographic trends as well the sales of comparable projects to determine the strength of demand for different types of development products.  

II.
Development firms analyze the market and the developability of a site before deciding to undertake a project.  If the firm determines that there is sufficient demand and the site appears to be developable, the firm will conduct a more rigorous feasibility study to see if its investment in the project makes financial sense.  

A.
Market analysis determines the demand for various types of development products (e.g., single family homes on quarter acre lots).  The developer uses market analysis to determine if there is demand for his project.  Seldin and Boykin (1990) identify two levels of market analysis. 

1.
The first is a general assessment of the overall trends in the market area (usually a city or metropolitan area).

a. Population growth and the rate of job growth are good indicators of the general state of the economy in a region.

b. Vacancy rates for apartments, offices and commercial properties and the amount of new office and commercial space that has been absorbed into the local market in the recent past are key indicators of strength of market demand. (Show Session 14 –Slide 2)

INTERACTIVE QUESTION – FROM WHAT YOU CAN TELL ABOUT THE OVERALL MARKET IN FLOWOOD COUNTY, DOES THIS LOOK LIKE A GOOD PLACE TO DEVELOP?  WHY?

2.
The second is site-specific market analysis, which determines if there is demand for a particular type of development in a specific location.

a. Site-specific analysis considers the location of a particular property relative to surrounding activities such as jobs, shopping, schools and amenities.


b. Analysis of comparable projects is often used to determine if there is sufficient demand for a particular type of development in a given location.  For example, if a condominium project located a mile away from the project has sold all of its units rapidly, that provides evidence that there is significant demand for that type of housing in the area.  (Show Session 14 – Slide 3.)

INTERACTIVE QUESTION – FROM WHAT YOU CAN TELL ABOUT RECENT DEVELOPMENT IN THE AREA, DOES THIS LOOK LIKE A GOOD PLACE TO DEVELOP?  WHY?

3.
Planners and emergency managers cannot directly affect the overall strength of market demand in their area.  Through public education about the location and severity of hazard exposure they may be able to influence the demand for development of hazardous locations.  In any case, it is important for planners and emergency managers to understand that if demand is strong, the private sector will try to respond to that demand.


B. Developability analysis evaluates the physical and regulatory constraints on a particular site.  The developer uses developability analysis to determine if a site can be developed for the desired type of project.

1. The developer relies on the assessment of engineers, architects and planners for this type of analysis.  Natural hazards, such as floods, landslides, wildfires and seismic hazards, will be considered along with other physical characteristics of the site.  Governmental policies concerning approval of development in hazard-prone areas can influence the weight a developer places on the hazard exposure of a particular site. (Show Session 14 – Slide 4.)

INTERACTIVE QUESTION – GIVEN THE FLOOD PROBLEM WITH THIS SITE DO YOU STILL THINK IT IS A GOOD PLACE TO DEVELOP?  WHAT KINDS OF SOLUTIONS CAN YOU SUGGEST TO THE DEVELOPER WHO WANTS TO DEVELOP THIS SITE?
2.
Other factors, including transportation access to the site and the availability of water and sewer service, are also important in determining if a site can be developed and to what intensity.  For example, a site that does not have access to a municipal sewer system must rely on septic tanks.  Such developments cannot usually support housing at a density greater than 1 unit per acre.  Planners and elected officials should consider the growth-inducing impacts associated with the extension of infrastructure systems into hazardous areas.

3.
Many site-specific conditions can be mitigated, if adequate funds are expended.  For example, the developability of a flood-prone site can be altered by adding fill dirt to bring the base elevation above the level of the 100-year flood plain.  The financial feasibility of this modification depends on how much fill is required.  While adding 3 feet of fill may be economically feasible, it may be prohibitively expensive to add 22 feet.  A thorough developability analysis should provide general cost estimates for any such required site improvements.

C. Investment analysis assesses the financial returns that can be expected from a particular project.  The developer uses investment analysis to determine if a particular project will produce sufficient profit to warrant the risk of developing it.  

1. It compares the revenues and expenditures associated with a proposed project.  (Show Session 14 – Slide 5.)  This example shows the basic costs and revenues for a small residential subdivision.  Note that modifying the site to correct hazardous conditions could significantly affect the engineering and construction costs.

INTERACTIVE QUESTION – WHAT WOULD HAPPEN TO THIS PROJECT IF CONSTRUCTION COSTS WERE INCREASED BY 50 PERCENT TO MITIGATE THE FLOOD HAZARD?
2. Projects that will be developed over an extended time period must take account of the time value of money.  Since income in the future is worth less than income today, future streams of income would be discounted to present value using an appropriate interest rate.  
INTERACTIVE QUESTION – IF I GAVE YOU THE CHOICE OF RECEIVING $100 TODAY OR $100 IN 12 MONTHS, WHICH WOULD YOU CHOOSE?  WHY?  

HOW MUCH WOULD YOU HAVE IN 12 MONTHS IF YOU TOOK THE $100 TODAY AND PUT IT IN THE BANK EARNING 5% INTEREST?

3. Net Present Value (NPV) (also known as discounted cash flow) provides a means of assessing the value of future cost or income streams. (Show Session 14 – Slide 6.)
a. For example, an apartment might rent for $1000 per month.  Over ten years the apartment would generate $120,000 in gross rent (10 years x 12 months per year x 1000 = 120,000).
b. The present value of that future stream of income would be considerably less than $120,000, however.  

c. Each year we must discount the income by the applicable interest rate.  (Show Session 14 – Slide 7.)For this example let’s use an interest rate of12 percent.  In the first year the rent is discounted by 12 percent to $10,714.  In the second year the negative interest rate compounds and the present value of the rent for that year is $9566.

d. This example illustrates how rapidly the private market discounts future costs and benefits.  Planners and emergency managers must take this time value of money into account when creating incentives or disincentives for disaster resilient development. 

D.
Feasibility analysis combines the three earlier types of analysis to determine the overall desirability of undertaking a particular project.  There must be strong market demand for the product, the site must be developable and the project must be financially attractive for a project to be considered feasible. If planners and emergency mangers understand the developer’s  decision criteria they can be more successful at encouraging the private sector to create disaster resilient communities.

________________________________________________________________________

Objective 15.3 Be familiar with the types of information that is used in project design and development.
Requirements:
The content should be presented as lecture.

Remarks:
I. A general market analysis is based on information that describes the overall strength and composition of demand.  

A.
The strength of demand for any particular type of development product will be strongly influenced by the population and employment trends in the area.  

1.
The age, income, family size and family structure of the existing and future population of an area will determine the strength of demand for housing development.  

2.
Much of this information is available from the 2000 Census of Population and Housing (see www.census.gov).  Housing will be designed and priced to meet the needs of the population of an area (e.g., garden apartments for college students or single family starter homes for young families). 

B.
Similarly, the demand for retail development depends on the population and income characteristics of an area.  

1.
The level of income will determine not only whether retail space is needed, but also the amount of space and the kinds of stores that can be supported.  For example, Nordstrom’s department stores tend to locate in relatively affluent areas, while Kmart serves areas with more modest incomes.

C.
The demand for office and industrial space is dependent upon the amount and type of employment in an area.  

1.
Existing employment information by industrial sector can be found in County Business Patterns or the censuses of particular economic sectors (e.g., the Census of Manufacturing).  

2.
Forecasts of future employment can be obtained from the local planning department or Chamber of Commerce.

D.
Most metropolitan areas have subscription services that provide detailed information of the production and utilization of office and commercial space as well as multi-family housing.  Larger developers subscribe to one of these services to keep abreast of current trends in their market.

E.
In any type of market analysis it is also important to have a realistic estimate of the existing and future supply of similar development.  Even if there is strong demand for a particular type of development, a project may not be successful if there is also an abundance of alternative supply.  In such cases, the market is said to be “overbuilt.”  

II. An initial level of developability analysis can be conducted using publicly available data sources.

A.
Developability analysis requires information on natural hazards, including floods, hurricanes, landslides, and earthquakes.  (These information sources will be covered in more detail in Session 16.)

1.
The level of the flood hazard can be determined from a flood insurance rate map.

2. 
Local plans will likely include information on other hazards, such as wildfire and landslides and earthquakes.

B.
Developablilty analysis also requires information on the site’s slopes, soils, and vegetation.  

1.
Rough slope information can be calculated from USGS 7.5 Minute Quadrangles.  

2.
Soil information is available from the US Natural Resource Conservation Service (formerly the Soil Conservation Service).  

3.
Large scale patterns of vegetation can best be determined using remote sensing data (e.g., LANDSAT 30-meter satellite imagery).  

4.
These types of information will often be available from the local planning department, especially if it has a well-developed information system.  

III.
The developability analysis for larger scale projects will be based on on-site data collection. 

A. The developer may hire his own engineers, hydrologists and geologists to assess the level of hazard on the site.  

B. The developer may also conduct his own analysis of the site’s slopes, soils, and vegetation.  

IV.
Based on these physical conditions of the site the developer will decide if it is possible to construct a project on a particular site.  The local government regulations regarding modification of the site and the hazard will shape this decision.  For example, if the local jurisdiction does not allow filling of the flood plain, a flood plain site will be considered less developable.

________________________________________________________________________

Objective 15.4 Understand the financial analyses that form the basis of development decision making.
Requirements:
The content should be provided as lecture. 

Remarks:
I.
It is important to understand that hazards are just one of a number of factors that a developer considers when evaluating a project.  The more hazards can be linked to the financial viability of the project, the more weight they will be given in the developer’s decision process. 

II.
Here are some examples of how planners and emergency managers might affect private sector development.

A. Lower demand for development in hazardous locations through public education programs that increase awareness of the hazard.

B. Limit developability by controlling infrastructure extensions into hazardous areas.

C. Adopt policies that require given levels of hazard mitigation and provide realistic cost estimates of implementing those measures.

D. Institute impact fees for providing services to development located in hazardous areas.

E. Offer density bonuses for projects that cluster development outside of hazardous areas.

F. Provide low-cost loans for incorporating mitigation into new development.

G. Provide subsidies for relocation of existing development out of hazardous areas.

H. Lower the developer’s risk associated with delay by offering streamlined permitting in areas known to be hazard free.

I. Encourage local banks to offer differential loan rates for development in hazard areas.

INTERACTIVE QUESTION – BASED ON WHAT YOU KNOW ABOUT HOW THE PRIVATE SECTOR WORKS, WHAT KINDS OF FINANCIAL INCENTIVES AND DISINCENTIVES CAN YOU SUGGEST TO CREATE DISASTER RESILIENT COMMUNITIES?

PAGE  
15 - 1

