Two Nation-States 
Posted on Sunday 15 November 2009 

Suburban v. Urban II
Another way to look at the urban-suburban dichotomy is to view them as different nation-states with their own currencies. 

The urban housing economy experiences: multiple offers on properties, less choice, higher costs, fewer amenities, more noise, less room for automobiles, more rapid increases in price year over year, lower commuting times and petrol consumption and, of course, higher density. 

The suburban housing sector has: more choices and more amenities both in terms of the housing product itself and in the public room, newer inventory, more space per dollar spent, fewer buyers, less housing inflation, lower density, higher commuting times and distances and probably less crime (although vandalism and graffiti may be a significant issue for suburban populations.)

One can easily see why families prefer, for the most part, suburban locations, not least because they can buy a lot more bedrooms with their dollars. Educational opportunities may also be more diverse in suburbia simply because there are more children there anyway.

In the example I used earlier (http://www.eqjournalblog.com/?p=467) of a pair of matched towns (one urban, one suburban), $1,000 bought 6.7 sq. ft. of housing in suburbia but just 3.9 sq. ft. in urban locations. Put another way, ONE SUBURBAN DOLLAR, let’s call it $1 SUB when exchanged for URBAN currency only gets you $0.57 URB. 

So moving from the nation-state of suburbia to the nation-state of urban locales can be a difficult move unless you temper your expectations in terms of accepting less space and more crowding, as well as higher prices for your ‘weaker dollar’.

Prof Bruce

Here are the calculations:

Nov. 15, 2009 Purchase Area Price $1,000
Price per Sq. Ft. Buys

Suburban Town $230,000 1550 sq. ft. $148.39 per sq. ft. 6.739130435 sq. ft.

Urban Town $401,000 1550 sq. ft. $258.71 per sq. ft. 3.865336658 sq. ft.

Ratio of Price per Sq. Ft. 0.573566085 “Exchange Rate”

Prof Bruce @ 10:48 am 

Filed under: Affordable Housing and City Planning and Design Economics and Investing and Livable Cities and Neo-Urbanism and Pricing is an Art and Sprawl and Urban Design 
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Home Staging in a Commercial Setting 
Posted on Saturday 14 November 2009 

I am a recent convert to the value of staging. Imagine if you went to your favourite men’s store to buy a new suit and you found all the suits strewn about the shop floor. To find one, you had to walk over others, pick it up, dust it off and try it on? The store probably wouldn’t sell many suits.

In commercial real estate, I have long known that you need to merchandise your products. If you own an old industrial building, it will lease (or sell) a lot faster if: a) it is super clean, b) the paint is fresh, c) all the ceiling tiles (in the office portion) are in place and none are water stained, d) the grass is cut, e) the gardens tended to, f) broken windows or signage are fixed. If you own a piece of land with an old building that is at the end of its economic life, take it down, run a dozer over the land and let people see the lot and imagine the possibilities—trust me, land with nothing on it is worth more than land with a building on it*.

(* This is similar to when you buy a new car—you spec the colour, whether it is automatic or not, tint the windows, add fog lights, sun roof and rear deck spoiler, etc. You drive it off the lot to work where you are promptly let go so you drive it back to the car lot the same day you bought it and they offer to take it off your hands for 30% less than you paid for it a few hours ago. You freak out. But believe it or not, from the dealers POV, this is rational. Because you have spec’d all this stuff, they have to find a buyer who wants exactly what you want plus wants what is now a secondhand car. They have to restock it, re-warranty it, re-plate it and prep it for a new buyer when one is found. Plus they have to finance it while it is on the lot. So, if you have an old building that has to come down, spend the extra money to take it down—it’s a merchandising cost. If you put up a building, realize that the moment you do, you have locked in all the options (size of building, materiality, function and form) which reduces the value of the land…)

The Broken Windows Syndrome was first discovered in the 1980s and is now widely applied in the field of urban planning (James Wilson and George Kelling, The Atlantic Monthly, March 1982). For example, if you leave a middle-of-the-road car which is clean and in decent shape in a difficult part of town, it will experience little vandalism even if left for quite some time. But throw a brick through one window then stand back and watch—within minutes the car will be stripped to its hubcaps.

When he was Mayor of NYC, Rudolph Giuliani, a former prosecutor, read about Broken Windows and he knew instinctively that this was the right approach for his city. He brought in a no-tolerance policy for vandalism, graffiti and petty crime. He understood that a neighborhood that looked like it was in decay and that tolerated petty crime (prostitution and other so-called victimless crime like drug dealing) would attract major crime and even faster decay would result. In urban planning, you can not create any value from real estate if public safety is at risk. Just look at Detroit practically giving away 100s of vacant homes this year—homes that you can buy for as little as $500 and still there are few takers.

In NYC, if your outside lamp is busted, a window or fence is broken, a door askew, graffiti on your wall, whatever, you will get a notice to fix it and, if you don’t, the City will fix it and charge you for it. There is no tolerance for decay in either the public room or the property facing the public room and NYC has become a much safer place as a result.

Home staging for houses has been known to be an effective selling tool for a long time—if you are going to sell your home, do a few simple things that don’t cost very much and you will add a lot of value: a) clean it up, b) paint what needs to be painted, c) cut the grass, d) tend the gardens, e) patch any holes in the drywall and fix whatever is broken, f) de-clutter the home, garage and any outbuildings, g) stage it.

You notice I don’t say spend thousands of dollars updating your kitchen and bathrooms, finishing your basement or adding a swimming pool. The reason for this is simple—almost all major investments like this have a negative ROI—it costs you more to do it than you can get if you sell it. 

There is a useful online calculator that the Appraisal Institute of Canada has on its site (http://component.aicanada.ca/e/resourcecenter_renova.cfm#select) that shows a typical investment of $5,000 (say) in a bathroom renovation and another $15,000 in a kitchen update may yield expected returns of between 75% and 100% or $15,100 to $20,000*. I learned a long time ago not to make investments that turn four quarters into a dollar and I don’t encourage clients to do that either.

(* I love this one—add a swimming pool for $30,000 and your ROI ranges from 0 to $7,500. In fact, heating, cleaning, repairing, opening and closing a pool are so expensive and the risk of accident and home insurance premium increases that may result from installing the pool in the first place, make me think that AIC is overestimating the value—it may well be negative.)

So there are some smart, cost-effective things you can do to help you merchandise your home or commercial property and one of those things is home staging.

A recent experience proved that for me: we had taken over leasing of an office penthouse floor in downtown Ottawa with spectacular views of the Parliamentary Precinct. The floor had been the head office of a major company but they had left behind some office furniture in jumbled heaps, there was garbage everywhere, the place was a mess and the floors were dirty. 

The space is incredibly funky (in a good way) and would make terrific space for a marketing company, an embassy, a cool tech firm, what have you. The place has been empty for more than a year.

We finally got the OK from the Landlord to stage it—clean it, de-clutter it, arrange the furniture, take professional photos and do basic merchandising. 

Before they even finished (the cleaners were just completing vacuuming), we had a showing and a day later we had an Offer (from a finance company).

The value proposition of the two ladies who run the local staging company—unbelievable. The IRR (Internal Rate of Return) on the $1,600 investment (to clean, take photos and stage it) was a ridiculous 10,683% p.a. for the Landlord.

Prof Bruce

Postscript: I calculated the IRR as follows:

Nov. 14, 2009 Value Proposition: Home Staging in a Commercial Setting

Office Space 5,400 sq. .ft.
Net Rent $15.95 per sq. ft. per year
Op. Costs $16 per sq. ft. per year
Total $31.95 per sq. ft. per year
Total $172,530.00 per year

Cost of Staging $800
Cost of Cleanup $600
Cost of Expert Photos $200
Total Costs $1,600 

Time vacant 1 year
Time to offer 15 minutes

IRR 

0 ($1,600)
1 $172,530.00 

IRR 10683% p.a.

Postscript 2: This is, of course, another example that is ripe for a negative cost selling approach. If you are a home stager and you can visit with a Landlord and tell him or her that by hiring you and your team for $1,600, they will make $172,530 or, put another way, their cost for hiring you is a negative $170,930, well that is a pretty strong value proposition. Or to paraphrase one of my students: “I will pay you $170,930 to hire me to stage your office building!”

Prof Bruce @ 12:52 pm 

Filed under: Customer Service and IRR and Value Proposition 
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Urban versus Suburban 
Posted on Friday 13 November 2009 

The City of Ottawa’s policy on densifying the national capital region is working, at least if price differentials are any indication of success: a new 3-bedroom townhome on Centrepointe Drive (located inside the greenbelt in what used to be Nepean) sold recently for around $401,000. A similar new townhome built by the same company in Morgan’s Grant (a western edge suburb in Kanata) sold for about $230,000. That’s a huge $171,000 price gap and the only real difference I can find is that one is closer to the urban core than the other. 

It may even be that the suburban townhome is a bit nicer—if having a yard or garden is important to you. The urban town has zero private space. Plus, since it is part of a condo corp and the owner must pay condo fees, the urban town is more expensive on a monthly basis (assuming that the suburban owner values his or her time for lawn maintenance, snow removal, etc at essentially zero.) 

So I wondered why someone would pay $171,000 more for basically the same product. I think there is one simple reason: the urban town is (on an as-the-crow-flies basis) just 7.3 km from downtown while the suburban town is 20.9 km away. Now luckily for this analysis, the two towns were bought by colleagues of mine and they both work at the same place—the urban townhome is located about 6 minutes from their office while the suburban town is about 20 to 25 minutes away. So we have a real-world, paired sample—rare in urban economics and urban design—and the comparative analysis is easy to do with no adjustments required for family size, time, design or location and, thus, highly accurate.

The colleague and his family who live closer save about 500 minutes per week in commuting time compared to the other family living further out. They also save petrol—about 53 litres per month. If we value their time at $45 per hour and gas at 90 cents per litre then the family on Centrepointe Drive is saving (time and gas) worth $16,185 per annum. On the extra investment of $171,000 (the increased price of the urban town), this represents a ROI of (a not-bad) 9.5% p.a. Most of this ROI derives from time savings—gas savings make up just 3.5% of the total.

While the builder’s costs are somewhat higher for the urban towns (because of higher land and construction costs), they aren’t that much higher—in part, because the closer-in development is being built at a higher density. In other words, the developer is getting a higher yield of towns on their land on Centrepointe Drive which offsets some of their higher costs. So most of the price differential they are getting for their urban towns is probably going to their bottom line. This is good for the developer but is it good for the urban organism that is called Ottawa?

I would argue that higher land prices in the urban core is the right signal to send to the marketplace—it supports the goal of higher density since developers will act rationally to increase their yield on more expensive land. From the homeowner’s point of view, they are clearly prepared to pay more for the benefit of saving time and gas—there are lineups to buy these urban towns. But they too are acting rationally. And both are serving the greater good by looking out for their own best interests, faithfully following Adam Smith’s principal of the invisible hand. 

When people are prepared to pay this much more for an urban town, a virtuous circle results—developers act in a way that will result in an increase in the supply of the more urban and higher density towns because they command a premium price. There are certainly a lot of teardowns going on inside the Greenbelt in Ottawa where small-scale builders are buying existing single family homes on larger lots and replacing them with doubles. 

But what the City of Ottawa might also want to recognize is that there is still a market for suburban property where people trade longer commutes for lower prices and more space and that isn’t wrong either. The City just needs to get their price signals right and the market will respond…

Prof Bruce

Professor Bruce M. Firestone, Entrepreneur-in-Residence, Telfer School of Management, University of Ottawa; Executive Director, Exploriem.org; Founder, Ottawa Senators; Real Estate Broker and Mortgage Broker Email: bfirestone@partnersadvantage.ca Blog: http://www.eqjournalblog.com/ Twitter: http://twitter.com/ProfBruce
Ps. I posted the spreadsheet I used in .xls format at: http://www.ottawarealestatenews.ca/TownhomeAorB.xls where you can download it and fool around with it yourself. 

Pps. Another way to look at the urban-suburban dichotomy is to view them as different nation-states with their own currencies. The urban housing economy experiences: multiple offers on properties, less choice, higher costs, fewer amenities, more noise, less room for automobiles, more rapid increases in price year over year and, of course, higher density. The suburban housing sector has: more choices and more amenities both in terms of the housing product itself and in the public room, newer inventory, more space per dollar spent, fewer buyers, less housing inflation, lower density and probably less crime (although vandalism and graffiti may be a significant issue for suburban populations.) 

One can easily see why families prefer, for the most part, suburban locations, not least because they can buy a lot more bedrooms with their dollars.

In the above example, $1,000 buys 6.7 sq. ft. of housing in suburbia but just 3.9 sq. ft. in urban locations. Put another way, ONE SUBURBAN DOLLAR, let’s call it $1 SUB when exchanged for URBAN currency only gets you $0.57 URB. So moving from the nation-state of suburbia to the nation-state of urban locales can be a difficult move unless you temper your expectations in terms of accepting less space and more crowding, as well as higher prices for your ‘weaker dollar’.

Here are the calculations:

Nov. 15, 2009 Purchase Area Price $1,000
Price per Sq. Ft. Buys 

Suburban Town $230,000 1550 sq. ft. $148.39 per sq. ft. 6.739130435 sq. ft.

Urban Town $401,000 1550 sq. ft. $258.71 per sq. ft. 3.865336658 sq. ft.

Ratio of Price per Sq. Ft. 0.573566085 “Exchange Rate” 

Prof Bruce @ 2:27 pm 
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Warren Buffett’s HR Strategy 
Posted on Thursday 12 November 2009 

Readers of this blog will know that I think that after your decision to actually start a new enterprise, your next most important decision arrives when you hire your first employee. 

It’s talented people that produce revenue streams not assets so always try to hire ‘up’. I look for people with the right set of skills and experience but I am also looking for people with ‘good hearts’. These folks won’t quit when the going (inevitably) gets tough. To read more about this, see: http://www.eqjournalblog.com/?p=96.

Here is what the Oracle of Omaha had to say on the issue. It may take a few seconds for the lesson to become clear.

“In looking for people to hire, you look for three qualities: integrity, intelligence and energy. And if you don’t have the first, the other two will kill you. You think about it; it’s true. If you hire somebody without [integrity], you really want them to be dumb and lazy,” Warren Buffett.

Prof Bruce
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Planning at Macro and Micro Scales 
Posted on Wednesday 11 November 2009 

Let’s say you are a planner, architect or urban designer and I am a developer or owner or representative of an owner of an important piece of urban property. The property could be owned by a for-profit organization or a Government Agency or a Not-for-Profit. Whatever the case, I give you this assignment: create a superb urban design for this key piece of property. 

It is an island connected to the downtown core. Dirty industry has left the land in a devastated condition. All you see is the plan I give you below.


Now what do you do?

Well, you as an architect (say) have been taught to:

a. First of all, you walk the land.
b. You are trying to develop an over-arching vision and gut feel (at the quantum level of thinking) for the property.
c. You look at the context for the property.
d. What do the adjacent properties look like?
e. What type of development surrounds the property?
f. What structures do you see on this property and adjacent ones?
g. You look at the water features and the topography of the land.
h. You think about soil conditions—their bearing capacity and you think about environmental contamination and related issues.
i. You examine aerial photos of the property to see and understand the history of the area and specifically the property you are concerned with.
j. You talk to the neighbours to get a feel for what their vision is for this property.
k. You talk to the former owners of the property if you can find them.
l. You talk to the urban planner(s) responsible at the municipal level for this property.
m. You meet with local councillors to get their views.
n. You meet with the local community association and as many members of the local community as you can.
o. You understand traffic flows—pedestrian as well as vehicular.
p. You take lots of photos and makes lots of hand-drawn sketches.
q. You see not only what is there and what is around you but also what could be there.
r. You are beginning to formulate a functional program—a list of possible uses which the site could be put to that will produce the highest and best uses for the property.
s. At the same time, you see in your mind’s eye and in your photos and sketches a form (actually, a series of forms) taking shape—they appear to have grown out of the land as if you had planted a series of seeds and stood back in wonder and watched buildings grow and spaces between them develop.
t. You understand that form follows function (at least, from a developer’s point of view) but that function follows form—you know in your bones that buildings which are designed for one use often house other uses within their lifetimes so while the developer may be more interested in the functional program (what uses are for the property) and especially in the revenue streams that flow from them, you are satisfying (at least) two constituencies—the need of your patron to realize commercial benefits from the development and your need to create an enormously complex piece of public art through your design skills and intellect.

Now you reach a fork in the road—are you designing this for a single development or will this be open to participation by many groups? Are you trying to develop a fine scale plan with many development blocks or are you going to treat this site as a whole?

Since many cities are redeveloping and rediscovering their urban cores, this question is important to all stakeholders. And this question may also arise for other properties that are not located in the core but are of region-wide importance—there could be arenas, stadiums, airports, trade show centres, convention halls, casinos, employment hubs, shopping hubs, universities and colleges and many other facilities that are key economic generators where intense, synergistic development is warranted but they aren’t downtown.

In my view, it is almost impossible to obtain a highly variegated, interesting, micro scale plan that produces maximum benefits for an urban group of stakeholders if you treat a piece of property as if it was a ‘flat, treeless plain’ subject to a mono-cultured urban plan and one single development.

The reason that urban cores can be interesting spaces is that over the years, we have had many, many architects, developers and public enterprises have a go at designing and building variegated structures on often tiny pieces of property and thereby making unique contributions to the public room and the public good

What you get when you permit something like this to take place, what you get is… the Byward Market in Ottawa.
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Byward Market
What you get when you allow mono-cultures is an unimaginative redevelopment of places like Lebtron Flats in Ottawa (by the NCC), which may easily become a modern no-place.
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A New No-Place
Now let’s return to our Island project. What if instead of Condition 1, I gave you a base plan that had many different blocks and a road pattern that was sensitive to the land forms?
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Bounded Condition
What if, as a result, you allowed many different types of uses and structures to be developed on this micro scale plan? Maybe you would come up with something that attracts more people (11 million per year) than every other attraction in Canada except for Niagara Falls… Well, you would end up with:
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Vancouver’s’ Granville Island
Ottawa has some sites of region-wide importance that are eminently suited to re-development or more intense development. These include the lands at Rockcliffe Air Base, Lebreton Flats and Lansdowne Park, the lands at, around and adjacent to Scotiabank Place, the airport, Algonquin College, Carleton University, the University of Ottawa and the Byward Market. These sites, even if owned or controlled by a single entity should be opened up to many potential developments—that way they will generate an optimal stream of benefits for all stakeholders including ownership.

Prof Bruce
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Definitions 
Posted on Tuesday 10 November 2009 

It is a common mistake to confuse the terms ‘mortgagee’ and ‘mortgagor’. The correct definitions are:

A mortgagee is the Lender in a mortgage agreement. They give the loan but receive the mortgage document that is registered on title.

A mortgagor is the Borrower in a mortgage agreement. He or she receives the loan but gives the mortgage document that is registered on title.

Most lay people assume that the mortgagee is the person, corporation or entity that will be receiving the proceeds of the mortgage. This misunderstanding arises because these terms were coined by lawyers who are not tracking the direction of the funds (which to most of us is the key in any deal). Instead, they are tracking the direction of the mortgage document. 

The Borrower (mortgagor) is giving the mortgage document to the Lender and the Lender (mortgagee) is receiving it… So the terms only make sense if you think like a lawyer!

Prof Bruce

Prof Bruce @ 9:29 am 
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Concessions are Where You Find Them 
Posted on Sunday 8 November 2009 

I have a saying: “Opportunities are where you find them.” And what I mean by that is opportunity is everywhere—all around you—you just have to be open to those happy events to be able to see them.

A person only becomes old when they stop being open to new things and ideas. The moment you decide you know everything, that no one can tell you anything, you’re starting to get old. I know old 20 and 30-year olds. I also know young 82 and 85-year olds.

Having some kind of ‘pixie dust’, concession, franchise or differentiated value in your business model is important to having a business that is sustainable over the long term.

Recently, a bright, personable young guy I have been tracking for a few years told me how he turned the latest Canadian Food Inspection Agency directive into a valuable concession (or, if you prefer, franchise) for his firewood business. This case shows how you turn misfortune into fortune and show adaptability—a highly prized skill for any would-be entrepreneur. 

Here is Chris’ (latest) story:

“Hi Bruce, how’s it going? Sorry to take so long to get back to you. Anyway, a lot has changed in the last month and a bit. I’ve had to re-focus my business direction. In April, the Canadian Food Inspection Agency put a ban on moving wood from within the urban area to the rural area of Ottawa. And, of course, Carp Road is the boundary. So I won’t need your wood lot anymore. 

The ban was put in place because a bug called the Emerald Ash Borer has made its way to Ottawa. It has killed thousands of Ash trees in Southern Ontario. Although the bug only infects Ash trees, the ban includes moving any wood classified as firewood from inside the city. 80% of my firewood supply comes from local tree companies taking down trees in the city as well as my own jobs. So basically I either had to give up my firewood operation or find somewhere within the quarantine zone. 

I managed to find a good spot on Richmond Road right behind Bridlewood. I can now take all the wood from tree companies within the zone. I’m one of the only firewood operations within the zone so I’ll have no trouble getting a good supply of wood. I’m basically using the new regulations to my advantage. Most tree companies will have trouble getting rid of all their wood so it’s going to work well for me. This ban is a Federal ban too, the fines for breaking it could be as high as $50 000! 

I’ve had the Canadian Food Inspection Agency in to my new lot to see my operation, get me registered and certified on their system. So my original plan of only doing furnace wood is totally gone out the window, but this new opportunity has come from it. Like I said, I won’t need to rent your lot anymore. Sorry about that. I’ve still got a bit of wood up there that I probably won’t get to picking up for at least another month. 

As well, when I was away an old friend from school turned up and gave me a hand with running my business while I was gone. He’s not very experienced but is very eager to learn and has good skills at being a foreman. I was very impressed and decided to hire him full time. I don’t really need the help right now but I will next year so I wanted to make sure I snagged him. Plus I’m getting the grass cutting going again as well as continuing the hedge trimming. I’m going to do less tree removals in the city and spend more time on the firewood. I’m going to do a little bit of local snow blowing this winter too. 

It’s taken a while but I’ve finally found my niche, my goal is to grow a little but not to the point where all I do is price jobs and do paperwork, I love the work and that’s what I want to keep doing! 

Talk to you soon. 

Chris Mulligan
613-513-6493
www.mulliganspropertymaintenance.com”
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Should I Sell or Should I Hold? 
Posted on Sunday 8 November 2009 

Recently, a middle aged man came to see me. Doug (not his real name) told me that he was experiencing tough times—his wife had divorced him years before, he had lost his job and hadn’t found work in nearly two years, his adult children were dealing with their own difficult issues, he was still three years away from his pension and he had recently been forced to move out of his own home near downtown Ottawa because he couldn’t afford to pay his mortgage, property taxes and utility bills. He was also suffering from bouts of depression and was uncertain about his employment prospects. 

He wanted my advice—should he sell the home or continue to rent it? He had been able to find a good tenant who was paying a modest $1,600 monthly and covering the utilities too. His conundrum—the tenants wanted to extend for another year and Doug wasn’t sure what to do.

After paying all the costs on the house, Doug was netting about $265 monthly from the rental income on the property. He was eking out a living in a basement apartment. He felt he could continue to do that plus he felt an emotional attachment to the home where he had raised his family—it was a lifeline for him.

Nevertheless, Doug remains highly rational and analytical so I prepared a spreadsheet for him to assist him with his decision making. 

What we found was that if he could sell the house for its market value (estimated by Comparative Market Analysis, CMA to be about $450,000), he would pocket (after real estate commission, legal fees, disbursements and paydown of his mortgage) about $276,000. 

Now that is a pile of money and my concern was that if he sold it, he might blow it. From what I could see, it was unlikely that Doug would be able to amass that kind of money at any time in the future again.

This is a very real fear—the vast majority of US lottery winners blow their entire stake in under 5 years. And this would be a bit like a lottery win for Doug—a kind of unexpected windfall.

After two more meetings with him though, I found him to be a surprisingly canny guy with good sense when it came to money and, at least this one concern, was allayed.

We looked at investment strategies for him—he decided that if he was going to go ahead, he would invest the proceeds in two areas—GICs (Guaranteed Investment Certificates, an ultra low risk form of investing that produces current returns of around 3% p.a.) and the ROI Fund (which has returns of about 6% p.a., invests in first mortgages and has significant tax deferral attributes). 

The difference in cashflow turns out to be around $875 per month—his total yield on his GICs and the ROI Fund would be about $1,140 per month.

You can download my spreadsheet in .xls format from my server at: http://www.ottawarealestatenews.com/SellOrRentYield.xls. If you plug in different values for key variables such as: Selling Price, Mortgage Amount, Interest Rate, Rental Income, investment percentages, etc., the spreadsheet will automatically update the difference in yields for you.

Now the difference from trying to live on $265 a month and $1,140 a month is huge. That extra $875 has (in economic terms) much greater utility for Doug than if, say, Sally was living on $5,000 a month and considering selling her principal residence to bring her a bit extra.

So the advice I might give Doug could be very different than the advice I would give Sally.

In Sally’s case, I would be much more likely to factor in two other real estate investing concepts—the wealth effect (basically, having her tenant pay down her mortgage principal for her) and real estate inflation.

I calculated these in an approximate manner (at the bottom of the spreadsheet). The wealth effect averages $3,273 per year over the first five years. That is, over the first five years, her mortgage principal owing to her bank will drop by more than $16,000. Now this (ultimately) goes into Sally’s pocket (when she sells the property) but the problem is that it isn’t “IGA money” (as my wife would call it)—it isn’t money you can touch, feel or spend and for Doug, waiting five years to get it isn’t really an option if he can’t survive long enough to actually see the money.

The other real estate return is, of course, inflation. In this model I am assuming a 2.5% p.a. increase in property values which averages just under $2,500 on this property per year for the first five years. Again, this isn’t money that Doug can use until he sells the property but he is sophisticated enough to understand that neither the ROI Fund nor his GICs give him any inflation protection at all.

So he is rightly nervous about selling and missing out on these other types of returns.

But even after factoring these other returns in, we found his adjusted cashflow was still higher under the sell option than the rent option (by nearly $5,000 per year).

So while my bias is to build and hold (see for example: http://www.eqjournalblog.com/?p=218), this case, due to the human factors invloved, seemed to me to be an exception.

Prof Bruce

Postscript: We got Doug’s house sold for him and because of its proximity to downtown Ottawa, we got a full price offer. He has since moved out of that basement apartment, he has a bit of walking around money and he surprised me—he diversified his investment strategy. He decided to invest some of the proceeds in GICs and the ROI Fund but he is actively looking for a rundown place he can buy, live in and fix up so he can do it again. I wouldn’t bet against him—it turns out he has a good eye for real estate and he is holding his head high these days.

(Please note that I have changed some of the facts of the case study to protect the identity of our client.)

Postscript: Here is a comment by Mark Sherboneau, a business owner in the field of investment management.

“Hi Bruce,

That is a really good case study. I liked how you incorporated the spreadsheet to help validate the case.

With respect to the questions that you had yesterday on inflation protection, ROI markets the fund as having inflation protected qualities in that the yield that is offered will adjust up or down over time with the prevailing interest rate condition. So, assuming that we are in an inflationary period and interest rates are going up to curb inflationary pressures, the yield returned by ROI will also go up as principle and interest are reinvested at higher (then prevailing) rates.

But ROI does not offer the same inflationary protection that real estate does, in that real estate appreciates more or less with inflation essentially locking in inflationary growth. 

There are however fixed income instruments in Canada that do operate like that called real return bonds. Real return bonds are typically issued by the federal government and a few provinces and the par value of the bond is adjusted upward (or potentially downward) by the rate of inflation as measured by core CPI. The US has a similar instrument called Treasury Inflation Protected bods (TIPS) which operate in the same manner and are typically offered by the US government.

In summary, ROI has some measure of inflation protection through the adjusted yield on the new loans placed; however, ROI does not offer the same 1:1 relationship that real estate and real return bonds offer.

Regards,

Mark Sherboneau, mark@foundationpwm.com” 

Prof Bruce @ 10:33 am 
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Why Scotiabank Place Is Where It Is (Part 2) 
Posted on Sunday 8 November 2009 

I was asked recently on a local radio show about why Scotiabank Place (SBP) is where it is and why it isn’t at Lansdowne Park. My comments on the show were part of a 20-year record of mine explaining the rationale behind the location of the arena where the Sens play. I also summarized it for a local newspaper and put it on this blog at: http://www.eqjournalblog.com/?p=261. 

The main reason SBP isn’t downtown at Lansdowne is that in 1989/90 when we were making that decision, we just didn’t feel we could put another 2 million visits per year into an established community, especially one without a subway or light rail connection. 

Having said this, the case for a CFL team might be different since a CFL team has played at Lansdowne for the last Century and so it is an existing (or pre-existing) condition. 

We are also talking about a different scale—CFL teams play 9 home games plus 1 exhibition game per year. They also may have one playoff home date. A major new arena had to have at least 150 events per year to justify its existence. We are looking at an order of magnitude difference.

I was also asked about the viability of the CFL team. As I understand the current proposal by Lansdowne Live, they plan to have the CFL team run by the owner of the Ottawa 67s, Jeff Hunt. Many observers felt that Junior Hockey was doomed in Ottawa with the return of the Ottawa Senators but Jeff Hunt has led a remarkable renaissance of the junior team with unsurpassed marketing smarts*. If anyone can make CFL football work in Ottawa, it is Jeff Hunt.

(* How about enjoying a 67s game at 10:30 am with 9,000 screaming kids from local schools in attendance? Who would have thought that a major junior game starting at that time of the day would be a huge success not only in terms of attendance but also in terms of creating the next generation of 67s fans?)

Still, if the City is going to go ahead with the re-development of Lansdowne Park by endorsing the Lansdowne Live proposal as well as go forward with its $6.5 billion light rail plan, it would make sense to hook up all of our MCF’s, Major Community Facilities—everything including the new convention centre, any relocated trade show space, SBP, the airport and, of course, Lansdowne Park. 

I can’t imagine any other city would plan to spend this kind of money on rapid transit and not hook up its major outdoor stadium. Perhaps it might be possible to run light rail along surface streets like they do elsewhere. Calgary’s light rail system seems to be able to do that satisfactorily. 

I think light rail is the right way to go—can you think of a major city anywhere that does not have a subway or light rail system or is not planning to get one? The question one has to ask though is the one that Andy Haydon raised—is this the right time to do it?

After the failure to get light rail off the ground (so to speak) with the cancellation of the plan to put it into the fast growing southern part of this City, maybe Ottawa should have turned its collective mind to completing the bus transitway. We have a terrific bus system but, like so many other Ottawa initiatives, we never finished the system.

The idea was that you could get on a bus in Kanata, Orleans or Barrhaven and get downtown on the Transitway without your bus ever mixing with automobile traffic.

Perhaps Ottawa would be wiser to make the investment needed to complete the Transitway before we go after light rail? 

That doesn’t solve the problem of better public transit access for Lansdowne Park but there is nothing in the current plan to connect light rail to the Park anyway.

Prof Bruce 

Prof Bruce @ 9:18 am 
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Measuring the Value of Design and Creativity 
Posted on Saturday 7 November 2009 

Value of a City’s Treescape
This is an analysis I did in 2003; I was trying to show that the worth of art and creativity is significantly under valued by society. The context was a debate we were having at the time about whether the profession of architecture was doing enough to explain its value proposition. This is a debate that extends to all creative pursuits: for many artists, their works become more valuable after their passing. 

So I asked the question: “Can we change the equation for creative persons so that: a) death is not a career move for them and b) put another way, can we teach creative persons to more clearly define and value their contributions so that they can get rich while they’re still alive?”

Introduction

We can usually quite easily measure the cost of a ‘thing’ and, as a result, we find it easier to establish a budget for the cost of a new project than to determine, with any degree of confidence, the revenues or stream of benefits that flow from that project.

At Carleton University’s (CU’s) School of Architecture, we are trying to change the School’s paradigm from a preponderant reliance on justifying Architectural Design and related Fees for Service based on the cost of a design to a new paradigm, where the benefits created by excellence in design services are also taken into account.

Gosh, even McDonald’s Restaurants are converting from the Dark Side and spending more on the design of their franchises (at least in France they are). McDonald’s is doing this for a reason—better designed stores are attracting more customers, who are staying longer and spending more per capita. 

In other words, better design is a paying proposition. What we want to see is that more of the value created by designers is captured by them through higher fees. Higher fees can be justified to the client by higher Return on Investment (ROI) for clients. Today, everyone should want to be able to measure benefits as well as costs; as they said in Jerry McGuire: “Show me the money.” And get higher fees too.

So here are the three questions we are going to ask in this essay:

Q1. Can we measure ROI from dollars spent on design?

Q2. How much of the ROI can be attributed to greater net benefits derived from design and creativity versus, say, lower costs or higher revenues derived from other sources? 

Q3. How can creative persons obtain more value from what they do?

For example, what if we could show by a cross-sectional analysis (i.e. a comparison with other existing museums) that an extra, say, $35m invested in the design and construction of a National Museum would result in an increase in annual visitor count of 2 million at $10 each for admission? Well, obviously, we don’t need to go through the rigmarole of a spreadsheet analysis to know that a $35m additional investment that produces an extra $20m per year in revenues is worth doing.

Folks like former Canadian Prime Minister Pierre Trudeau and Architect Douglas Cardinal understand this at the ‘nano’ scale—they just have a gut feeling about this stuff; they get it intuitively. Mr. Cardinal often describes Monsieur Trudeau as his ‘patron’ with respect to the design and construction of the fabulous Canadian Museum of Civilization. Douglas uses the term in its purest form; he understands that creative people need the support of powerful people and he respects utterly the fact that creative people are entrusted with great responsibility to protect the interests of their patrons and their audience too.
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Canadian Museum of Civilization: Sinuous Curves, Extraordinary Design, Greater Value from Creativity
An unbelievable design like this has got to be worth more than just another square box, so higher fees should be justified on the basis of more hours worked on the part of the Architect (clients don’t really care about this) and a better product (many clients don’t care about this either). No, what most clients want is to be shown a higher ROI for their money before they will pay you more.

At CU, we teach our entrepreneurs and entrepreneur designers (it warms my heart to see how many Architects are now taking an interest in these matters) to measure ROI using an Internal Rate of Return (IRR) methodology. The IRR (http://www.dramatispersonae.org/IRR/IRRPowerOfLeverageGoalSetting.htm) seems to be the most useful and accurate way to measure and to weigh the relative costs and benefits of a new project, design or program. Knowledge of these techniques puts designers on a more level playing field with their patrons so they can negotiate better deals (read higher fees) for themselves.

Value is measured not just on the basis of costs and benefits. Value in a free market is whatever a willing buyer and willing seller agree to. It can be much higher than costs, about equal to costs, or much lower. Obviously, creative persons would prefer not to sell their services or products (art, for example) below cost but this isn’t unheard of.

[image: image6.jpg]



Vincent Van Gogh, Poor until the End—Don’t Let This Happen to You
So we may determine that the IRR from investment A is much greater than from investment B but that has nothing to do with the price one might get for A or B. As we will see later on, the price for a thing (your fees as a designer, the price paid for the art you create, whatever) is what you negotiate for it. By knowing a thing or two about ROI and IRR, maybe you can negotiate higher prices because now you have more leverage from having more knowledge about the stream of benefits relative to its costs that will flow from your work.

What we are going to learn from the model I created for the following example of planting ordered street trees in my community surprised me—we are going to see that almost all the increase in value from an improved treescape is derived from the act of creation and design and not from, say, decreases in air conditioning costs. And also, we are going to conclude (unfortunately) that you don’t necessarily get what you deserve in this life. Read on, Dear Reader.
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Johnny Knew a Thing or Two about the Value of Creation
Constraints

My wife, Dawn, and I were chatting around the dinner table one evening last week and she asked me: “What is the value of a better streetscape, umm, treescape here on Zokol Crescent (where we live)?” Well, she didn’t actually put in quite this way but the message was—if we got all our neighbors together and planted trees along our road, that would be … nice.

So I left the room and booted up my PC and created a spreadsheet right away to see if we could measure the value of a creatively designed treescape for Zokol, which you’ll see shortly.

The constraints I put on this exercise included:

1. that the treescape would be professionally designed;
2. that the trees would be at least 1.5 inch caliper specimens so that we didn’t have to wait 20 years for the effects to be seen—visual impact would be felt after five;
3. that we would use a design that brought uniformity to the tree planting and to the street;
4. that ultimately we would have a canopy of trees form over our street;
5. that the trees would be long, lived native hardwood species;
6. that the trees would be disease resistant;
7. that we would look at two scenarios—one where the trees would be planted by professionals and one do-it-yourself case but the design and planting would be supervised by a design professional;
8. that we would not accept a ‘no’ from the City who might raise objections (like, say, that the trees require maintenance, that they might interfere with underground services (blatantly wrong if you pick the right species), they mess up city streets when their leaves fall (hmm), that the first six metres of our front yards should be clear of everything except grass (ugh), etc.);
9. that we would need at least 50% of the home owners on our street to agree to participate in the program so that we didn’t end up with a Hodge Podge effect and that the ‘free rider’ problem (the mooches amongst us) would be manageable;
10. that the budget would not exceed $200 per tree for purchase of the trees and another $200 per tree for professional planting services;
11. that there would be at least one tree per lot and preferably two each;
12. that this investment in design and development must have a ROI that exceeds most home owners’ investment portfolio rates of return.
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Gee, Maybe Street Trees do add Some Value, After All
Valuation

So how do we go about measuring the value of an improved treescape? Well, first of all, let’s not reinvent the wheel. Let’s look at what a Google search turned up (http://www.arborday.org):

“Trees can boost the market value of your home by an average of 6 or 7 percent.” -Dr. Lowell Ponte

“Landscaping, especially with trees, can increase property values as much as 20 percent.” -Management Information Services/ICMA

“Healthy, mature trees add an average of 10 percent to a property’s value.” -USDA Forest Service
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Ordered Street Trees Forming a Canopy 
So, OK, let’s use the low end of the range for value increase—a mature treescape adds, say, 6% to property values with emphasis on the word ‘mature’. Let’s further assume that the streetscape is mature at 20 years using, say, maples and oaks, which happen to grow very well in the clay soils around where I live.

So we can hypothesize that we will see value increases something like:

Year 0 $400 per home (i.e., the cost of two self planted trees per home in the do-it-yourself program)
Year 5 10% of the ultimate value
Year 10 33% of the ultimate value
Year 20 100% of the ultimate increase in value of 6% per home

We could make other assumptions than these but this seemed reasonable to me. As it happens, the ROI is not too vulnerable to these assumptions and if you don’t like mine, change the model (http://www.ottawarealestatenews.ca/TreescapeValuation.xls) for yourself and you’ll see the ROI is not very sensitive to this time profile of benefits.

Of course, there are other benefits of planting trees in city spaces like, for example: 

“One acre of forest absorbs six tons of carbon dioxide and puts out four tons of oxygen. This is enough to meet the annual needs of 18 people.” -U.S. Department of Agriculture, 

or

“Trees can be a stimulus to economic development, attracting new business and tourism. Commercial retail areas are more attractive to shoppers, apartments rent more quickly, tenants stay longer, and space in a wooded setting is more valuable to sell or rent.” -The National Arbor Day Foundation,

or

“Trees properly placed around buildings can reduce air conditioning needs by 30 percent and can save 20 – 50 percent in energy used for heating.” -USDA Forest Service

and

“Shade from trees could save up to $175 per year (per structure) in air conditioning costs.” -Dr. Lowell Ponte.

(Unfortunately, as so often is the case in research, the data used here are US based.)

I have based the increase in property values from an improved treescape on a biological growth curve—values tend to increase slowly from Time 0 (where the increase in property values is presumably just equal to the cost of planting them) to about Year 10 when a faster annual increase in value sets in culminating in a maximum increase in value at Year 20. 
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Bigger is Better
I wanted to try one more case—I wanted to see if savings in, say, annual AC (Air Conditioning) costs might have a significant impact on the IRR (I use Internal Rate of Return and ROI as interchangeable terms in this essay but I am actually calculating the IRR here).

I was a bit lazy and used straight line approximations to calculate the annual savings in AC costs rather than generating a true biological growth curve. So I assumed constant increases from 0 to 5, from 5 to 10 and from 10 to 20 years. Given the number of assumptions used here, it doesn’t really matter. Also, because Ottawa is such a northern shelf city (it is a sunny -27 degrees Celsius as I write this and the sun is heating up my home office nicely, btw), I reduced the savings in AC costs from Dr. Ponte’s $175 USD number to, an arbitrary, $75 CAD in Year 20. 

Well, you can see from the spreadsheet included in the Appendix below, the impact of a reduction in AC costs (Case 4) on the ROI. It changes the IRR from 20% p.a. to 21% p.a.—a pretty minimal change. Clearly, the most powerful impact of street tree planting is the increase in property values that arises from the perception that this street is a more desirable place to live, a more aesthetically pleasing place to come home to.

I also tried the model with a much higher cost base—I included a figure of $800 per home, which specifies professional tree planting. The IRR dropped from 20% p.a. to a still respectable 16% p.a. (17% if you include annual AC savings). However, convincing our neighbors to get on side with a program that calls for spending $800 each doesn’t seem too realistic, so we are likely stuck with a do-it-yourself planting solution that starts at $200 per household. 

Conclusion

These kinds of techniques are being applied everywhere today. It seems to me that folks are quite risk averse these days—reluctant to invest in anything without being shown that it will pay off for them. Whether we are talking about a tech investment or an investment in better design or a more innovative and diverse functional program for a new construction program or whatever, people want you to be able to prove that it is worthwhile for them and you can’t do that without doing this type of analysis. 

I believe that at the end of the day, everything creative people do—building cities, for example— require faith, or if you prefer, belief. City-building or enterprise-building are optimistic kinds of endeavours and, no matter what the numbers may say, before anyone commits to anything, they also need to feel in their ‘gut’ that it’ll work out somehow, more or less as planned.

There is an important lesson in this for all manner of creative people to learn—that much or even most of the value in a ‘thing’ is in the eye of the beholder. Creative people involved in design and invention tend to undervalue their contribution to the economic well being of their society. In this example, 95.2% of the increase in the ROI (i.e., 20%/21%) can be attributed to the act of creation and just 4.8% can be attributed to the actual measurable change in benefits (that is, the annual savings in our neighbors’ AC bills). 

I have to admit that what CU’s Dean of Engineering and Design, Samy Mahmoud, said to me a few years ago seems to be true: “You don’t get what you deserve (in our society); you get what you negotiate.” So architects, landscape architects, industrial designers, interior designers, artists, musicians, actors, writers (hmm), directors, decorators, set designers, photographers, videographers, graphic artists, even engineers (hmm) and scientists take note, you need to say: ‘More please, Sir.’ 

Of course, there are many other benefits derived from tree planting than we have included above. However, we have enough of a justification, at least for the residents of my street, to consider implementing this program, just from the economic benefits included here. Very few people tend to be ‘other directed’ (i.e., motivated by something other than money and self interest). But that’s OK, because if they follow their own personal interests in this case, they neatly coincide with the greater social good too.
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Nature’s Free Air Conditioning
Copyright. Dr. Bruce M. Firestone, Ottawa, Canada. 2003
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Appendix

Zokol Crescent Treescape Model– Rate of Return
(or why trees are a good investment)

The Do-It-Yourself Model

Case 1 20 years

Year Cashflow 

0 ($400)
1 0
2 0
3 0
4 0
5 0
6 0
6 0
7 0
8 0
9 0
10 0
11 0
12 0
13 0
14 0
15 0
16 0
17 0
18 0
19 0
20 $ 19,500.00 100%

IRR 20% p.a.

Average House Price

$325,000 

House Price Increase (Low Estimate)

6.00%

Case 4 20 years

With AC Savings 

Year Cashflow 

0 ($400)
1 $5.50 7.33%
2 $6.00
3 $6.50 $ 0.50
4 $7.00
5 $7.50 10%
6 $10.42
6 $13.33
7 $16.25 $ 2.92
8 $19.17
9 $22.08
10 $25.00 33%
11 $30.00
12 $35.00
13 $40.00
14 $45.00
15 $50.00 $ 5.00
16 $55.00
17 $60.00
18 $65.00
19 $70.00
20 $ 19,575.00 100%

IRR 21% p.a.

$75 AC Savings

Zokol Crescent Treescape Model– Rate of Return
(or why trees are a good investment)

Experts-Do-It Model 

Case 1 20 years

Year Cashflow 

0 ($800)
1 0
2 0
3 0
4 0
5 0
6 0
6 0
7 0
8 0
9 0
10 0
11 0
12 0
13 0
14 0
15 0
16 0
17 0
18 0
19 0
20 $ 19,500.00 100%

IRR 16% p.a.

Prof Bruce @ 9:20 am 
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