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Abstract 

Prior t o th e 1986 Tax Act , th e r eal esta t e 

industry enjoyed privi leged status granted by the 

Econo mi c Re covery and Tax Act of 1 981 . Because of 

f la g r a nt ab use of the provisions of the 1981 Act, 

Congress passed the 1986 Tax Reform Act in o r de r 

to c ur ta il certain ac tivi ti es in t he rea l estate 

ma r ke t th a t had bec o me unhealthy for the economy 

of th e Un i ted States . Therefore, i t is the i nte nt 

o f this p roje c t to s how its rea de rs that tbe 1986 

Tax Reform Act had a nega ti ve impact on tbe office 

bui l ding marke t in S t . Louis County . 

The fo ll ow i ng pages explore a variety of is -

sues conc ernin g the 1986 Tax Re for m. The ar ticl es 

cited in this paper cover many top i cs that figured 

sicn i f icant ly in brin g ing abo ut the n eed for tax 

refo rm . Da ta on o f fice building permits , office 

construction, and vacancy rates doe s support this 

thes i s t hat the 1986 Tax Reform Act had a neuativc 

ef f ec t on the office building market in 

County . 

St . Louis 

Chapter Dua focuses on conclitions in the real 

esta t e ma r I, c t a n d tl I e Un i t e d S t a t e s <.? c o n o my p r i or 

to 1 986 . The reasons and goals b ehin d the passage 

of the Economic Recov ery and Tax Act of 1981 are 

dis cus sed . Changes in monetary p o licy du rin g th is 
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time also played a large part in boosting invest -

ments in r ea l estate projects, and are discussed 

in deta i l i n this chapter . Chapter One deals with 

a period of excesses . There were excess money in 

the hands of lenders, excess building by rea l estate 

investors , excess tax sheltering by rea l estate 

synd i ca t ors , and excessive l osses of tax revenue 

as a resu l t of th i s t ax shel t er i ng. 

Chapter Two is a discussion of specific areas 

of the 1986 Tax Reform Act that 

impact of the real es t ate market . 

have particular 

These areas are 

the altering of depreciation periods , the change 

in the long - term capital gain s rate, the extension 

of at-risk ru l es to real estate activ i ties , lim i-

ta tions on in t erest expense d educt i on s , and ch ange 

in the corpora t e t ax rate . Spreadsheets are given 

which show how these changes collect i vely work to 

decrease the value of commercial property . 

In Chapter Three details the area referred to 

as St . Louis Coun t y . Also, th i s chap t er describes 

the types of office space that are no t inc l uded in 

o ff ice space inventory data provided by St . Louis 

County's Depar tment of Planning . Identi f ying the 

geographical a r eas used i n this paper i s very im-

portant since d i fferent reports on topics such as 

vacancy rates, office construction , and bu i ldi n g 

trends are not uniform in their defin i tions of the 

V 



St . Louis County area. Some sources inc lude d the 

St . Char l es Count y area as a part of the St . Loui s 

area , while others included parts of Regional 

I llinois . Tbe autho r has made every possible ef-

fort to us e only those references that gave data on 

St . Lou is Count y as it is defined in this chapter. 

The emphasis of Chapter Four is on the office 

marke t in St . Louis County before the 1986 Tax Act . 

This exam in a t ion is necessary in order to determin e 

what impact the 1986 Tax Reform Act had on this 

market . I dentifying off ice building construction 

trends, and establish i ng t he motives of investors 

in the office ma r k et befo r e 1986 i s very important 

since these factors indic a te to what degree invest-

ment decisions were bas ed on tax pol i cy, instea d 

of demand for offic e product. llow St . Lo uis County 

investors made investment de cisions before 1986 

will hav e a direct bearing on the office building 

market af t er implementation of the 19 86 Tax /\Ct , 

Chapter Five d i scusses the office building 

market in St . Louis County in the years followin1; 

th e 1 986 Tax Reform Act . Data on office vacancy 

rate s , office building permits, and compl etio n of 

office space is interprete d to show that the 1986 

Act did indeed have a negative effect on this mar-

ket . Th e degree of damage caused by tax changes 

i s also examined and explanat io ns as to why the 

vi 



S c. Lou i s County area fared better than other 

parts of the nation is d i s cussed . The savings an d 

loan crisis is also mentioned as a factor in 

t ailing supply of new office space . 

cur-

Fina lly, a summation of th is wri ting add r ess -

es the d eb atable i ssue of whether the impact o f the 

1986 T a x Reform Act wil l p rov e to be nega t ive in 

the fut ur e . Predictions regarding t h e St . Lou i s 

Count y ar ea t i1 at may cause investors i n of f ic e 

buildings to vie w th e 1 986 Tax Reform Act as a 

positive ch ange are discussed as a po in t for 

further research . 
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Chapter One 

!,hy Tax Refor:n? 

--------------- ------ - ~ -



Why Tax Reform? 

When the contents of the proposed 1986 Tax Act 

hit the streets, magazines and newspapers heralded 

the impendi ng death of t he real estate industry . 

For ma ny a r eas of this country, the newspapers were 

right . In St. Louis County, the office building 

market did t ake a downturn, though not to the ex -

tent seen in other areas of th e Un ite d States . 

Real estate investors did abuse tax shelters . 

This part icular group of inves t ors even had our 

gover nment ' s permission to do so under the old tax 

code. Bu t Congress decided to put an end tax sbel-

ter abuse by passing the Tax Reform Act of 1986 . 

Congress bad four hon orab l e goals in mind when 

they draf t ed the Tax Reform Act of 1986 . The first 

three, " develop equity in th e tax code, broaden the 

tax base, and simplify reporting procedures, " 

duced rounds of app l a us e and hearty hurrabs . 

said "i t was about time someth in g was done ." 

pro ­

Many 

How-

ever, when the fourth goal was rev e aled, "t o c l ose 

loopholes and tax shelters, " mouths snapped shut as 

cold shivers traveled up tbe spines of investors 

who had become addicted t o sheltering tax do l lars 

through real estate investments (Martin 60) . 

This could not be the same Congress that was 

s o accommodating during 1981 and 1982 1 s l egis l a ti ve 
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sess ions . At that time , lobbyists for the r ea l in -

du stry lined t he hal l s of Congress, dressed in fu l l 

Arm an i battle gear, shaki n g hands, patt in g backs, 

wining and dining leg i slators who l istened with 

g enuine interest and concern (Martin 60) . L obby is ts 

claimed , an d the Con gre s s agreed, that certain tax 

benefits would be good for the count ry . 

At that time, t he term " tax she l te r" did not 

car ry with it th e negat i ve connotation that it does 

today . Actually , the phrase " tax incent i ve " was a 

much better choice of words since the tax benefi ts 

t ha t Congress even t ua l ly g ranted were meant as en -

tice me n ts to investing in real est ate . Why d i d the 

Congress fee l that real estate investors needed in­

centives, beyond those o f profit and return , to in­

vest in a n already lucrative dealing? 

I t is the g o al of Government policy to " max i-

mize output from the u se of scarce resources" 

(Burstein l1) . The profit mot ive induces i nvestors 

to allocate their resources among those act i vities 

t hat produce the greatest benefi t, or return, after 

taxe s . T o produce economic equi l ibrium, return o n 

i nvestments mus t be taxe d in a way tha t equates the 

before-tax rate of ret u rn between two investments . 

It is prof it that s p urs an investor into allo­

cating resources i nto ventures that wi ll yie ld t he 

greates t benefi t s, or returns, after taxes. Taxing 
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t he profits from the se ventures at the same tax rate 

maintains equilibrium since the size of the returns 

of two different in vestments befor e taxes is main­

tained after taxes (Burstein 4). 

In 1981, both Congress and real estate l obby-

is ts felt that t he countr y was lacking in the areas 

o f productivity and economic g rowth. If the govern-

men t could stimulate real estate investments , pro-

d uctivity and the economy would improve. As a push 

in that direction, Congress i mp lemented changes in 

the tax code that d e creased risk, and increased the 

potential for profit in all areas of real estate 

investments . 

Investors could deduct losses from real estate 

ventures from their ordinary income . Ord inary in-

come could be reduced by as much as fifty percent 

of the loss. Deprecia tion , a non-cash expense , 

cou ld be included in the loss amount ( Martin 60) . 

An investor could not go wrong with a 

net " like that to fall in to. 

tax "safety 

The stage was now set. Many new and profita b le 

b uildings would be constructed . This surge in real 

esta te investment would increase jobs, and reduce 

unemployment . Hotels, restaurants, office build-

ings, and shopping mal ls wou ld grow and t hrive . 

As Congress and the lobbyist bad prophesied, 

inve stmen t s increased. These investments however, 



we re not of the k ind the y had hoped for . Investors 

were no longer afraid to i nvest in risky ventures. 

I f t hey did incur a loss, the resulting tax benefit 

wa s so great , they could actual ly come out ahead. 

I t was now f ashionable to end up " in the red, " and 

"quick d oubles, and four - to - one write-offs" be came 

t h e hot topics of cocktail conve r sation (Moore 33) . 

Investments in al l dif f erent t ypes of tax shel -

ters increased after 1981. Rea l estate tax shel-

ters showed the greates t increase of money i nvested . 

Tbe followin g table l i sts eight tax she l te r s and 

thei r g rowth rates: 

TAX SHELTER CATEGORIES 

(in mi ll ions of dollars) 

1981 1983 .% Chanr;e ---- ---

Rea l Estate $1,600 $4,477 +180% 

Oil and Gas 2,884 2,995 + li % 

Equipment Leas i ng 200 388 + 94 % 

R & D and Misc. 25 237 +848% 

Film 80 lL11 + 76% 

Cab l e TV 35 71 +102% 

Agriculture 21 44 +110% 

Transportation 39 0 -10 01% ----- --· ----

Totals $ l1,884 $8 , 353 -1- 71% 

(Dentzer 59) 

While money was pourin g into real estate she l ters, 

the IRS was los in ~ money, and lots of i t . 
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The net result of t h e tax law legislation of 

t he early 80 ' s was the spread of tax shelter abuse . 

I n 1982, the Government lost over 3 billion dollars 

be cause of tax shelter abuse. The I RS had 16,300 

c a ses pending in court over tax shelter abuse in 

19 83 . These cases represented over a billion dol-

lars of potential adjustments. At the same time, 

th e re were an 

exam ina tion . 

additio n a l 

" For thes e 

325,000 shelters under 

reasons, it becomes easy 

to see why tax reform d evelo p ed into a rnaj or 

political issue" (Martin 60). 

As seen in the above table, real estate t ax 

shelters grew from $1 . 6 billion to a staggering $4 . 5 

billion in just two years, makin g it the lar gest 

area of tax sheltering . There was a big increase 

in real estate shelters after 19 81 . There are many 

r easons for this, and to fully understand what was 

happening in t he real estate arena, we must examine 

the economic, financial, and government happen ings 

pr i or to 1981. 

Real estate is the largest and most common form 

of wealth in the Un it ed States. For millions of 

people in the U. S . , real estate is their principal 

asset . Because of this, what affects real estate, 

affects the we l fare of the entire nation (Downs 1) . 

Government is, therefore, very interested in what 

is happening in tbe real estate industry. Our 

governme nt can control the real estate industry 
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thro uch taxation, fiscal p olicy, monetary regula -

tion s, etc . , and do e s so quit e often . 

Changes in monetary policy can have a g reat 

effec t on r eal es1:ate because i t t akes money to 

inves t . Real est a te inves1:ments require large sums 

of money, with much of this money coming from l oans 

by fi nancial institutions . The $3 billion increase 

i n real esta t e sh e lters cou l d not have happened 

wit ho u t a great deal of he l p from financial inst i-

tu tions . These ins t itutions appa r e n tly h ad a very 

favo rable attitude toward re a l es t a1:e investing to 

ha ve extended so much credit . This fa vo rabl e at t i -

tud e arose from changes 

s ince abou t 1 978 . 

in government regulation 

The largest source of capital for real estate 

invest i ng comes from savings and l oans . These in-

sti t ut i ons or i ginate and hold the majo r ity of real 

estate mortgages in the Un i ted States . Commercial 

banks are second, and mort gage companies th i rd 

(Downs 4) . 

These ins t itutions o b tain a majority of t h e 

money they loan f r o m customer savings . It is t h e 

mn i n function of real estate financia l ma rkets " to 

move capital from those who save it o u t of the i r 

current i n comes, to those wbo wi ll i n vest in real 

estate " (Downs 63 ) . These savers might be ho u se-

ho l ds, business fi rms, non-prof i t organi z ations, or 

s t ate and l ocal governments . 
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I n order to have $3 bi l l ion to loan, th ere had 

to be a large amount of money being saved . People 

depo sit their savings in a bank or thrift institu-

tion because int eres t is paid on their savings, and 

the safety of their money. Financial institutions 

all over the United States compete for t he savings 

of deposito rs because they, too, receive interest 

payments, plus other fees from their depositors . 

I f the banks and thrift institutions can earn higher 

returns on their investments , higher interest rates 

can be paid to the d e positors. 

Deregulation freed f inancial institutions to 

inv es t in other areas previously forbidden to them 

in the past. After deregulation, banks and thrifts 

developed a bias toward investments in real estate. 

Th is bias is a result of federal benefits to inves­

to rs that "mak e two methods of raising capital less 

costly to financial institutions than all others" 

(Downs 10). f ederal ly insured savings depos its, 

and the selling of shares in real estate syndica-

tions provided s i gnificant benef its to invest ors, 

compliments of the g overnment, and the f inancial 

ins titutions did not have to pay the full cost s 

(Downs 10 ) . 

Banks and thrifts once bought their insurance 

fro m private companies at extremely hi gh premiums. 

The premiums for federal deposit insurance are much 
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s maller. Savers reap the benefits of lower costs 

be cause institutions could pay higher interest rates 

to the depositors . Before deregulation, however, 

these benefits could not be passed on to customers 

due to laws limiting the amoun t of interest these 

institutions could pay . Higher interest rates drew 

more depositors and increased the amount of money 

available for real est ate investing (Downs 1 1 ) . 

Savings accounts are not the most efficien t 

type of investment. However, they are one 

safest because federal insurance 

guarantees that savers will not lose 
their deposits, no matter how bad the 
economy or how incompetent the man ­
agement of the savings institutions 
involved . On l y the federal government 
can offer such a secure guarantee; 
no one else can tax or print money to 
cover liabilities if necessary . .. . If 
two institutions offer the same rates 
to save r s but only one has fed era l 
deposit insurance, that one can 
attract far more funds for the same 
promotiona l cost. (Downs 91 - 92) 

the 

Since only banks and thrifts institutions can offer 

federal l y insured savings accounts, these companies 

have a huge advantage in attract in g savings. 

The attract i veness of federal deposit i nsurance 

became apparent between late 1982 and early 1983 . 

In preceding years, money market funds drew billions 

of dollars from banks and thrifts . In 1978, total 

assets investe d in money market funds were $20 bil-

lion, growing to $230 billion by 1982 . At this 
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time, banks and thrifts still had limits on the 

amount of interest tb ey could pay . Al though they 

a re not insured, money ma rkets had no such ceilings 

and l ured investors witb higher rates of return 

(Do wns 92) . 

The money market advantage quick l y changed when 

the government li fted i nterest ce i lings for banks 

a nd thrifts . In December of 1982, net new savings 

ac counts at thrifts were $10 . 4 bi ll ion . By the end 

o f the first quarter of 1 983 this figure grew to 

$28 . 9 billion, and by the end of 1983 it jumped to 

$62 . 8 billion . Commercial banks faired even better, 

going from $22 . 5 billion in the first eleven months 

of 1982, to $238.6 billion at the end of 1983 . On 

the other hand, money market funds dropped from 

$ 230 billion to $ 165 bil li on by 

( Do wns 92). 

the end of 1983 

Banks wil l normally invest money from savings 

accounts in short-term investments, but thrifts, as 

a rule, will i nvest much of theirs in long - term 

uses . These long-t e rm investments are normally real 

estate mo r tgages and equities (Downs 11 ) , During 

the time deposits were modest, thrifts had been 

"rel ative l y stingy about mak in g mortg a ge loans or 

other real estate investments" (Downs 93) . When new 

deposits began to pour in, thrifts had to put this 

money to work mak in g interest . They soon be came 

very eager to do busi ness. 
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Commercial banks found their line of thinl{ing 

regarding short - term investments quickly changing . 

Many "liberalized the terms on . . . mortgage loans and 

en tered in t o more joint ventur es with real estate 

developers" (Downs 93). With 238 . 6 billion dollars 

wo rt h of depos its, banks were under great pressure 

to invest in rea l estate to cover the cost 

capital . 

of th e 

After deregulation, a trend toward real esta te 

investment eme rged because of federal benefits to 

i nvestors that mad e two meth ods of raising capital 

less costly to financ i al institutions . The first, 

The sel-federal insurance, was discussed earlier . 

ling of shares in real estate syndicates is second . 

Syndicated tax shelters can be desc ribed as 

"financial arrangements in which the principals 

share investments with o thers who participate in 

the activities (at least substantially) as a result 

of tax benefits" (Burstein 4) . Between 1981 and 

1983 , investment in real estate shelters grew by $3 

billion. The $3 billion increase was used to build 

shopping malls, apartment complexes, and multitudes 

of office buildings . 

The Economic Recovery and Tax Act of 1981 made 

inve sting in real estate very appealing to investors 

and financial institutions. The Tax Act of 1981 



... shortened the p e riod for com­
pu tin g dep reciation on real estate 
investments to fifteen years . Th is 
acce l erated depreciation enhanced 
the tax - she l t e r benefits of owning 
sy ndicated partnership interests in 
rea l properties, e s pecially if these 
par t nerships were heavily leveraged . 
(Down s 9 4) 
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Shor t ening the depreciat i on pe riod provides huge 

returns in the initial years of the investment . In 

the case of highly leveraged prope rties, the deduc­

ti on of interest, and the large dep r eciation expense 

made real es t ate investments hard to resist . 

Congress was successful in stimulati n g invest -

ment i n real estate by changing the tax code . Tbe 

tax advantages were t he main catalyst in at tracting 

funds , but other things happening at this time also 

helped . 

In the l ater part of 1982 , interest rates fell 

sharp l y , and ma n y bon d market investors left for 

t he greene r pasture s of real estate investments . 

Als o , the stock market rallied in l ate 1982 and 

ea rly 1983 . Many sto ck market invest ors felt the 

rally bad reached its peak, and bailed out before 

the market bega n to downturn. Real estate synd ica -

tors welcomed the stock market refugees with open 

a r ms (Downs 94). 

To fi nancial institut i ons , real estate syndi -

cation was advantageous for two reasons . First, it 

was a very low-cost way to raise capital . Second , 
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syndicat o rs could profit from large front - end fees , 

and d i d not have to wa i t until the properties they 

invested i n showed a prof i t . In some cases , those 

front - end fees amounted to twenty - five to twenty -

eigh t percent of the i n itia l a moun t o f cap i tal t h at 

was raised (Downs 95) . 

Rea l estate sy n dicat i ons were a low - cost way t o 

ra i se cap i ta l because benefits gained by investors 

were not paid by the fund r aisers . The high after -

tax r eturns came from tax advantages granted by th e 

tax code in effect at that time . Ou r gover n ment 

was conferring a spec i a l advan t age 
upon a particular form of inves t­
ment . Th i s advantage permitted 
f i nancia l institutions using that 
form t o ra i se funds at l ess than 
the fu l l cos t of provid i ng the 
bene f its that the investo r s t hem -
se l ves received . No othe r i nvest-
ments provided f u nd raising i n­
stitutions wit h capital under such 
advantageous te r ms . (Downs 95) 

The government gave syndicates an advantage over 

a ll o t he r k inds of inves tm en t . The cost of this 

benefit was pa i d by the government through lost t a x 

revenue . 

Up to th i s po i nt , everything sounds wonderful 

for rea l estate i nvestors . The deluge o f deposits 

i n f i nancial institution s because of the removal of 

interest cei l ings and federa l depositors insurance, 

provided cash for investing . The financ i a l insti -

t u tions, anxious to put these funds to work, were 
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e xtremely generous in granting loans to real estate 

i nvestors . Real estate investors were eager to put 

t h is money into syndications because of tax advan-

tages the 1981 Tax Code provided . 

t utions saw that synd i cation was a 

Financial insti ­

quick, low-cost 

way to raise even more funds . 

flood of cas h search i ng for real 

( Downs 96). 

The result was " a 

estate equities " 

It is plain to see what was on the horizon for 

the real estate industry and the federal government . 

The basic concept of economics is that equilibrium 

in the market exists when supply equals demand. If 

there is a huge demand for a limited resource, the 

price of the resource will begin to rise . The huge 

demand, plus the higher 

suppliers o f that resource . 

price , will attract more 

The i ncrease in supply 

wi ll cause the price to fall . As the price falls, 

some suppliers will leave the market . Supply will 

dec r ease until it equals demand, and the market is 

aga i n at equilibrium . 

Investors and financial institutions were in 

hot pursuit of real estate to invest in, hence huge 

demand. The sudden increase in deposits happened 

very quick l y, almost overnight. Actually, the bulk 

of the increase occurred from December 1982, through 

early 1983 (Downs 92) . During this time, there was 



o n l y a limi ted amount of real estate ava il ab l e to 

i nve stors . Real estate is not buil t overnight. It 

takes considerab l e time to build office bui l dings , 

ho uses , and apartment bu i ldings in order to keep up 

with the demand . 

F inancial institution s involved in real estate 

synd ications had practically unlimited funds avail-

abl e to them, and at low cost . Hben vying for 

th ese very limited properties , syndicates could af­

fo rd to offer higher prices and had no qualms about 

do ing so. 

ou t-bid 

During 1983, "syndicators 

traditional investors, such 

consistent l y 

as i ns ur ance 

c ompan i es, in the competition for real estate 

e quit i es " (Downs 95) . 

I t was i mperative that these institutions put 

all their money to wor k mak ing mor e money . If this 

meant paying a higher price , it did not matter be-

cause everyone could still benefit . For t he synd i-

caters , profits come from lar g e front - end fees, tax 

s avings, and return s on the investments made with 

inves tors payments (Dentzer 5 7) . S inc e much of 

t h eir profit was rece i ved up front, the l ong -term 

ret urns d i d not need to be extremely high. 

Investors in real estate syn d ic ate shelters 

did no t object to high front-end fees beca use they 

c ould be written off (Jones 160) . In addition , if 

the investor borrowed the funds to invest in the 
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shelter, the interest on the loan could a l so be de -

d u c ted . If investors r ealized a loss, as many made 

s ure they did, they cou l d use it to reduce ordinary 

i ncome by as much as fifty percent (Martin 60) . 

Low-inco me housing shelters offered even be t ter 

be ne f its . 

J\n article in Newsweek discussed how " even 

losers can win " since "h uge tax savings at the out-

set ca n make up for any eventua l l oss " (Dentzer 57) . 

The art i cle gave this example : 

A shelte r tha t operates a n apar t­
ment building in a decaying New 
Jersey city . After 10 years, it 
still owns the property . 
Invest : $70,700 ove r five years 

Payments fro m shelter , including 
renta l income : $19 , 200 . 

T ax sav i ngs : $45,40 0. 

After-t ax resul t: $15,700 loss . 

The $19 , 200 in payments and t he $45,400 tax sav i ngs 

can be invested e l sewhere, so the i n vestor comes out 

ahead whi l e showing a l oss on their tax returns . 

Becau se of the new tax advantages received by 

the real estate industry, 

.. . unprofitable properties became 
attractive f or acquisition and de ­
velopers began to ignore market 
conditions when making a decision 
as t o whether or not a pro j ect 
shou l d be bu i l t. This is clearly 
exhibited by t he gl ut of office 
space vacant in a numbe r o f metro ­
po l itan areas across t he country 
rig h t now . (Martin 60) 



1 6 

The concept of supply and demand says that when 

price s 

Rea l 

rise, new supp l iers will enter the market . 

es tate investing "replaced basebal l as a 

natio na l pasti me " and everyone Han ted to play 

(Den tzer 58) . 

Existing real estate ava ilable to purchase be-

ca me scarce, but demand was still increasing, which 

sen t prices soaring . Exampl es of how syndicators 

he lped raise p ri ces were g ive n in a Business Week 

art i cle in October 1983 . The article stated 

one sy ndicator recently paid $58 
million for a downtown office 
bu i lding in a major Western city . 
The seller's asking price had 
bee n $50 mill ion . Another syndi­
cator is investi ng hundreds of 
millions of dol l ars in a mixed­
use development that institutional 
bidders figure to be wo rth almost 
one-third less than the sum paid . 
(Glancz 203) 

Unsatisfied demand and r i sing prices attract 

that 

ne 1, 

suppliers of the nee ded product . This is exactly 

wh at happened in the real estate industry . 

Deve lopers, seein g the grea t demand fo r real 

es tate at any pri c e, launched into a bui l ding f renz y . 

Some financial institutions dec ide d to become deve l-

opers themselves, hiring their own people and cut -

ting out the middleman . 

own building projects . 

Syndications started their 

Office buildings, apartment 

c o mp lexes, hote ls, restaurants, shoppin g centers, 

s ubdivisions, and practically anything else that 
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c ould be built, were built in record numbers . 

Everyo ne became developers with the same motto: 

Bui ld, build, bui l d, and 

( Downs 229) . 

the market be damned 

In the pas t, comprehensive market re sea rch was 

d one p rior to buildin g any kind of commercial prop-

e rty, If a developer seeking financial back ing, 

went to the potential investors without substantial 

market analysis showing a need for the building, he 

or she would be thrown out. Market cond itions had 

to indicate substantial need before financial 

ins titutions would go out on a limb to 

amounts of cash . 

loan large 

With the tax situation as it was, the question 

was no longer; I s there a need? The question was 

now; Can it b e written off? Since syndicates and 

financial institutions were doing their own devel-

opi ng with others money, they did not have to show 

a need for the buildin g since funding was already 

available . Institutions ignored market conditions . 

Sam Zell, a Chicago real estate entrepreneur warned: 

There ' s a growing epidemic of over ­
supply. Many s y ndicators understood 
raisin g billions of do ll ars throu gh 
Wall Street, but they never had much 
understanding of real es tate, which 
is an entrepreneurial business . It ' s 
the same mentality that le d to the 
RE IT d isaster in th e 70 ' s.(Rudnitsky 110) 

Bu ilder s continued to supply t he real estate market 
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with bu ildin gs . Even when demand started to slow 

do wn, suppl ier s sti ll fou nd it p rofitable to build . 

Da ll as , Texas is " in the grips of the most 

de vastat in g econo mi c slump it has experienced in 

f orty-five years" (Squires SO) . The o ffice- vacancy 

rate there is twenty-seven pe rcent, t he fifth high-

es t in t he en ti re Un i ted States . There is thirty-

fi ve mi llion square fe et of empt y space in down to wn 

Dallas , mo re than all the office space in down to wn 

Los Angeles . The off ic e vacancy rates throughout 

the United States serve as prime examples of "t ax-

dr iven" investing (Segal 14 3) . Every major U . S . 

city i s suffering doub l e - di gi t vacancy rates. 

Economists say t hat whe n prices begin to fall 1 

some suppliers will l eave the market and b ring it 

back into equilibrium. Suppliers l eave the market 

when the price of their product f a ll s and/o r they 

begin incurring losses. Supp l iers are then aware 

t h at consumer tastes are changing a n d it is no 

l onger profitable to sup ply goods that are not in 

such great demand . 

The 1981 Tax Act made losing money very appeal-

ing . Builders kept buildin g, even when the ma rlce t 

was beg inni ng to drop off. The more t hey l ost, the 

mo re they came out ahead because of taxe s . Ignoring 
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ma rket conditions was paying off in after - tax ra t es 

o f retur n , so investors did not care about losses . 

Congress did care, however, and so did the IRS . 

Th e Internal Revenue Se rvice did not share the same 

laissez - faire attitude about losses . There was too 

mu ch sheltering going on . Syndicates were taldng 

adv antage with tbe i r " profitab l e " paper losses . 

Mo rtimer n. Zuckerman, a big real estate dev-

eloper , syndicator, a nd member of the Forbes 

co u l d be c a l l ed the " l<ing " of paper losses . 

400, 

The 

Washington Post reported that Mr . Zuckerman has not 

paid any income tax since 1980 . Joel A . Kozel , h i s 

lawyer, told the newspaper that 

Mr . Zuckerman ' s abundance of tax 
losses just shows t hat his real 
estate business is boo ming ... and 
due to pape r losses created by 
Internal Revenue Service a zero 
tax l i a b ility is tr ue of almost 
eve r y substantial r ea l estate de ­
veloper i n the cou n try . (Mclntyre 15) 

Of the Forbes 400 , fifty-nine of the members make 

real estate their primary business, while another 

t hi r ty - two list rea l estate as the i r major sideline . 

The ultimate insu l t , which many f i nd extremely 

humorous , came when a partnership involved in tax 

she l tering " syndicated the very office b ui l ding 

where the IRS rents its Manhattan headquarters 

(Dentzer 58) . 
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The economy was a mess, and the government was 

l essing millions of dollars i n revenue . The dream 

of what th e 1981 Tax Act would do for the Uni ted 

Sta t es had turne d i nto a nightmare . Instead of 

increasing pro ductivity a nd economic growth, banks 

were fai ling, office buildings were fast becomin g 

vacant, ha l f -built condominium developmen t s were 

aband oned . 

someth i ng 

The 1 981 Tax Act created a monster, and 

had to be done t o des troy it before it 

was too l ate . 

The 1986 Tax Reform Ac t t arge t ed the real es -

tate indus try in part i cu l ar . Chapter Two wi ll be 

exam ine those items of the 1986 Tax Act that are 

most damaging to t he commercial real estate market . 



Chapter Two 

Wha t the 1986 Tax Refo rm Act means t o the 

office b uil ding marke t 



What the 1986 Tax Reform Act means to the 

office building market 
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There are often solid reasons for changes in 

th e tax code , but the nightmare that happened as a 

res u l t of the 1981 Act shou l d have been foreseen, 

or a t least co ns idered. The resultinfl chaos stem-

med from several things, n ot strictly fro m the Tax 

Act . Bank deregulation, federally funded deposit -

o r s insurance, condi tion s of the stock and bond 

ma rkets, improper appraisals, as well as fraud and 

mi s management of savings and l oan in s titutions all 

wo rked in combination to crea te a crisis for the 

gover nQent and the real esta te industry . 

The suc ces sful l obby i ng effort by the real 

estate industry prior to 1981 did succeed in secur -

i n g luc r ative tax benefits for their investors . 

One industry leader said , " Not only did we get it, 

but we chose to f launt i t as an industry by hyping 

t ax she l te rs, and tax free income " (Martin 60) . The 

I RS wil l not listen to claims of "tax free inc ome ," 

and "profitabl e losses of tax shelters " for long . 

Those involved in a ll segments of real estate 

investing became very flagrant in their pr omo t ions 

of tax evas i on . The equality and equilibri u m con -

dit i ons th at were forecast did not happen . By March 

of 1985, vacancy rates were over twenty percent in 
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s ome cities, and above fifteen percent in the down­

town areas of thirty-one of the l argest metropolitan 

a reas (Downs 103). 

There were many not so subt l e hints of what 

was to come. Cong re ss did not l ower the axe on the 

r eal estate industry i n 198 6 without some warn i n g . 

There were tax changes in 1984 that began to curta i l 

real estate investment activities. Although c omp -

licated , the 1984 Tax Act "nicke led and dimed in-

ves t ors by raising small inc r ements of tax revenue" 

( Jones 160). The chanses in tbis act produced more 

headaches than fear for the real estate industry . 

Under the 1981 Tax Code, aggressive investors 

cou l d t ake huge deductions for accrued int erest , 

even though int ere s t would no t b e paid until the 

underly in g mortgage was paid off. The 1984 Act " 

clamps down on the treatment of accrued interest " 

( Jones 1 60 ) . 

Another tact ic mentioned on page eleven of 

Chap ter 1, large fro nt -end fees p a i d by i nvestors 

fo r services and expenses not yet performed, were 

d isallowed in the 1984 Code because out - of-pocket 

e xpenses ca n only be deducted after they have actu-

a l l y been paid out of the pockets 0£ syndicators 

that demand the fees (Jones 160) . 

Damage to the r eal estate in dus t ry from these 

changes were minor. According to Kenneth Leventhal 

& Company : 



the re turn on a re presentat i ve 
real est at e tax she l ter invest­
ment h eld for 10 years drops 
about two perce nt age poin t s -­
fr om 31% t o 29%-- under tbe 1984 
rul es . In gene ral, a deal t ha t 
would have generated a $2 wr i te ­
off for e v ery $ 1 invested wi ll 
now give yo u a $1 .5 0 writ e - off. 
(Jon es 160) 
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As lon g as investo r s could deduct more th a n they 

i n vested, t hei r b ot t om line f i gures s t ill loo ke d 

go od . 

One change i n t he law th at a ff ecte d everyone , 

not only r eal estate inves tor s , was the al te rin g o f 

depreciation pe riods. Inco me - pr o ducing p r opert i es , 

such a s o ff i ce buil d i ngs , would now b e dep r ec iated 

o v er 18 years, inst ead of the 15 years provided by 

the 1981 Tax Act . 

Deductions o f dep reci a tion r ed uce invest o r's 

current t ax l i abi li ty . On d er the 1 984 law, "avai l -

able depreciation is dec reas e d by one pe rcen t age 

po i nt fo r e ach of the f irs t fou r years of owner shi p " 

(Jones 160) . Becau se the allure of big deductions 

i n th e f ir s t few years of ownership i s the be n ef i t 

of accelera ted d e p rec i at i on, t he 1984 T ax Code d i d 

sl i ghtly re duce thi s benefit . 

Ano ther change t hat reduces initia l-year ded u c­

t ions concerns leasing activit i es that inv o lv e pay -

Qents g r eate r than $250 ,00 0 a year . The t ax code 

now says t hat 



No longe r can a lower initi a l 
rent schedule b e offs et by a 
higher future re n t schedule to 
ach iev e a back-l oad i ng of in­
come with a corres po ndine re ­
duc tion of taxab l e in come .... 
I nitial-year deduc tions are re ­
duce d, increas i ng t he effective 
investment and lowerina the 
r ate of r e turn . (Jo nes 161) 

Any thing tha t reduces ini t i al - year return s hurts 

the tax she l t er inclustry, an cl in turn, the real 

estate market, s i nce thi s i s their most at tr ac tive 

benef i t . 

T h ese changes were implemented to curb abuses 

and frau d , a nd increase t he Treasury ' s pu rse . The 

refor ms a lso served as a warning to t hos e i n real 

esta te to becom e " l e s s s h el t er - oriented and more 

profi t - ori ented " for th eir own sak e , as Ke l l as 

tha t of t he ec o no my (!Ja l bert 86) . 

For those rea l estate investo r s that were al -

read y economi c - growth-orien t ed, th e i mpact of the 

198l1 Ac t was fa ir ly po sitive . Althoug h pro pe rty 

va lues were expected to drop , this coul d still mean 

profit. S ome new co11 s truction wa s delayed because 

of the changes , but in t he a l ready over- b uilt 

ind ustry , that mea nt l ess su pp l y , higher rents , and 

in turn, higher p rofit s (Jones 164) . 

Defore t he ink was d r y on th e 1984 Tax Act, 

the re were hi n ts of biGcer changes down the road . 

As th ey had done countless times befo r e , t he real 
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estate industry had re-grouped, and 1~as handling 

the fallout from 1984 fairly well. The industry ' s 

concern was 

Reinsdorf of 

now sh i ft i ng to 

Balcor/American 

the future . 

Exp ress, a 

Jer r y 

lead i ng 

real esta t e syndicator, sums up their fe ar of t he 

unknown : "Our concern i1. the real estate bus iness 

is uncc 1:tai1tty . H (' c; o u 1 1 I 1 i v c w i L h a 1 m o s t n n y t h i 11 g 

as l ong as we !,no w wb.:it it i s '' (Jones 164) . 

Dy l .:itc 1985 , Senator Ro bert Packwood 1. Js ceL-

ti II 1:; 1,1 U C 11 al: l: C 11 t i On • S C n D t O T" p a C k W O O d , C b :1 i r Ill :t ! l O f 

th e Senate Finance Committee, was propos i ng chances 

to th e tax l aw tbat would dea l a f a ta l blow to re al 

estate investors . News of what was happening on 

Capital Hill filled newspapers and television news 

programs . 

incense d 

Panic was Ki de-spread , and "lobbyist were 

about t he threatened repeal o f the 1981 

provisions" (Cullen 24) . 

By early 1986 , l obbyists descended on Washing -

ton by the thousands . The usual lobbying campa i gns 

were not working . To make matters wor s e , the TV 

cameras portrayed lobbyist as the bad guys . 

Senator Packwood, who himself had received $6 

Even 

mil -

lion in campaign contributions from special i nterest 

lobbyist , warned agai nst the increasing numb ers of 

"high-priced lobb y i s t" (Cull en 24) . In desperat i on, 

the lobbyist turned to allies in the bank lobby and 

buildin g-trade unions, but found no open support. 
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Dy summer, the r ea l estate i ndustry had res ign ­

ed itself to the fact that tax reform wou l d " el i mi-

na te mucb of commercia l real estate ' s pr ivile ged 

status " (Novack 73) . On October 22, 1986, P r esident 

Reac an s i gned t he dreaded Tax Re form Act of 1 986, 

and that 198Li pa ge do cument "r ipped apart tax she l -

ters l ik e a tornado racing through a trailer pa rlc " 

(Petre 2 7 ) . 

Even before the Act was signe d, real estate 

investors were feel i n g i ts affects . The rumors o f 

impending doom caused some of the previously reek -

less investors to becowc very ca ut ious . For 1, is e 

investors, tbe idea of losing money was quickly 

los ing i t ' s appeal , 

The reason th at the 1 986 Tax Ref orm Act is so 

d amaging to rea l estate i nves tor s i s that it '' elim-

in a t es mos,: i n,v e s t men t s t hat are primari ly tax 

oriented wi t h l ittle o r n o true econom i c b enefi ts" 

(Snyder 15) . Th e l imi t a ti ons on tax shelters we r e 

needed to offset t he r evenue loss from tax rate re-

duct ion s granted by the Act . Wit h the Un i ted St ates 

def i cit p r oblem , a tax reduction cou l d not have been 

possib l e un l ess t ax l o op holes were closed . 

The new Accelerated Cost Recove r y System is an 

a rea of t he 1986 Ref orm Act that really hur ts the 

real estate i ndustry . The 1981 Tax Co de assigned a 
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re covery period of fifteen yea rs for a ll for ms of 

re a l estate . At various t i mes since then, Co n gr ess 

lengthene d the recov e ry period until it r eached its 

pre -19 86 length of nineteen years . 

The new ACRS of 198 6 applies to all tanc;ib l e 

bus iness p ro perty put in service af te r December 31, 

1986 . Real estate i s now divided into t wo c lassi-

f ications . The f irst is resi de ntial rental p r op -

er ty, which wi ll now have a recovery per i od of 27.5 

y ears . 

s uch 

The second is nonresiden t ial real property, 

as office buil d i ngs , wh ich no w has a r ecovery 

pe riod of 31 . 5 years . The straight-line method of 

d epreciation must now be us ed .:l lor bot h class es , as 

opposed to t he 175 percent declin i ng ba l ance method 

previously used . 

Large deduct i ons in first years of owne rshi p 

were big incentives for investing in b i g - ticke t 

p ro p er ties, s u ch as office buildings . The 1981 ACRS 

method full y re turne d the taxpayer ' s cost in only 

f i f t een years , but t he ne w metho d returns les s th a n 

ha lf the oriei n a l inv e s t ment at the end of f i fteen 

years . 

There is solid reasonin g for lengt hening t he 

r ecovery period . It is u nrea li s ti c to deprec i a t e a 

bui ld ing i n f ifteen years when it s actua l life can 

be three or four times that . Al s o, r ea l estate 

usua ll y appreciates over time , making huge ded u c -

t ions for depreciation contradict ory . 
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Tbe fo ll owing examp l e shows the impact of the 

1 9 86 Tax Reform Act on annual deductions for depre ­

ciation on a $1, 000,000 investment . 

Year 
1 
2 
3 
4 
5 
6 
7 
8 
9 

10 
11 
12 
1 3 
1 Lr 

15 
Total 

1981 Act 
( 1 5-Yea r ACRS, 175% 
Declining Balance) 

$ 12 0 , 000 
100,000 

90,000 
80,000 
70,000 
60,000 
60,000 
60,000 
60,000 
50,000 
50,000 
50 , 000 
50 , 000 
50,000 
50,000 

$ 1, 000,000 

1986 Act 
(31.5 Year ACRS 
Straight -L ine) 

$31 ,7 46 
3 1 , 746 
31,746 
31,746 
31,746 
31,746 
31 , 746 
31,746 
31,746 
31,746 
31 ,7 46 
3 1,746 
31,746 
31,746 
31,7L16 

$476-;-i90 
(Schwartz 30) 

Going from a first year deduct i on of $120,000 to 

$31,746 certainly subt r acts from t he attract ive ness 

of real estate investing . 

The 1981 Tax Act allowed investors to deduct 

sixty percent of their net l ong - term capita l gains 

each year. This deduction limi ted their tax liabi-

lity to forty percent of ord i nary income rate . The 

max imum ordinary income rate was fifty percent, so 

t he cap it al gain rate was cappe d at twenty percent . 

The ne:.-1 Act equalizes rates on capital gains and 

ordinary income. Th e top rate on net cap i tal ga in s 

is now twenty - eight percent, and thirty-four percent 

for corporations (Schwar t z 31). 
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Another blow to i nvestors is the extension of 

a t-risk rules to real estate activities . The at -

r isk rule was established to prevent taxpayers from 

d educting losses greater tban the amount 

a t risk, or invested, in the activity . 

actua l ly 

This limi-

tation did not apply to real estate holdings . The 

amount at risk was t he sum of the fo ll owing taxpayer 

contribut ions to the ac tivit y : 

1 . His cash contributions to the 
activity . 

2 . The ad justed basis of other 
property that he contrib uted 
to th e a ctivity; and 

3 . Amounts that he borrowed for 
use in the activity for which 
he bas persona l liability or 
fo r wh ich he has pledged , as 
security for repayment, pro­
perty not used in the act i­
vity . (Schwartz 32) 

This sum was normal l y i ncreased each year by the 

tax payer ' s sha r e of i ncome from the property, and 

was decreased by losses and withdrawals . 

The 1 986 Act limits the deductible l osses from 

real estate act i vities to the amount of at - risk in-

vestment, includin g personal liabilit y on mort-

gages . The taxpayer cannot deduct losses that " re-

fleet the ful l cost of real pr operty if a portion 

of the cost is finance d by no nr ecourse indebtedness" 

(Schwartz 32). 

A somewhat complicated feature of the 1986 Tax 

Act concerns passive loss ru l es . The new rules say 
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th at deductions from passive activities cannot ex-

c eed income from passive ac tivi ties . This addition 

di sco urages investments in tax sh elters becaus e i t 

"l im its the ab i lity of taxpayers to use deductions 

fr o m passi ve activities as an of f set against 

i nc ome " (Stretch 37). 

other 

Income is now classified as either active, 

pas s ive, or portfolio . The definitions 

t h ree kinds of income are 

Ac t ive income--wages, salaries, 
and any in come or l oss from a 
tra de o r business activity in 
which an in d ividua l owns at 
least a 10% inter e st or parti­
cip ates directly i n management 
decisions. 

for 

Passive income--income or loss 
from an activity in which an in ­
dividual does n ot materia l ly 
par tic ipate, and any r ental in ­
come . 
Portfolio incom e -- interest , di­
vidends , r o yalties, and gains or 
l osses on stocks, bonds , and 
other securities . (Moore 36) 

these 

The pas sive l oss rules do not completely disallow 

lo ss es and credits from passive activities, but d o 

go vern how and wh e n they can be used . 

The question of whether an activity is passive 

must be considered on an individu a l taxpayer basis. 

A tr ade or b usiness might be a passi ve activ it y for 

one owner , b ut not for another. It is each parti -

cul a r ow ner ' s level of activ i ty that determines the 

kind of inc ome it wi l l be for tax pu rp oses . 
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An exception to this is a limited partnershi p . 

Th e Act establishe s a " conclusiv e pre sumpt i on th a t 

a t axpayer holding a limite d partnership interest 

in an activity does not materially partic ipate in 

the activity " (Stretch 38). Also, any losses incur -

red b y a limit ed p artnership are a l way s 

p assive and subject to t he limitation . 

co ns idered 

All rental activ i ties are also considered pas­

s ive without regard to whether the taxpayer mat e ri -

ally participates in the activity . Re ntal inc ome 

and losses are limited under the new rules . Th ere 

i s one exception that involves losses up to $25,000 

from rentals of real estate in wh ich tbe owner 

ac t ively partic i pa ted . 

For ta x purposes, a taxpayer actively partici­

pates in the managem ent of real estate by 

makin g management decisions or 
arranging fo r other to prov ide 
services (such as repair) in a 
significant sense. Re l evan t 
management decis ions would in­
clude app ro v in g new tenants, 
determining renta l terms , ap­
proving capital or repair expen­
d itures and other similar deci­
sions . (Stretch 38) 

Such an individual can offset up to $25 ,000 of non­

passive income annually with losses and credits (to 

the extent they exceed net income f rom all passive 

activities) from renta l activities that he actively 

participates in . 
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Portfo l io income is not consid e re d passiv e , so 

a ny passive losses o r cred i ts may no t be applied to 

offset it . Portfolio income from a passive activity 

mu st be seperated from other income or expenses 

p r od u ced by such activity . In the case of limited 

p a rt n ersh i ps, div i de n ds earned must be separately 

s tated and not i ncluded in the limited partner ' s 

share of passive i ncome o r l oss fro m the activ i ty 

( Stretch 38) . 

Passive loss l imitation rules are phased in and 

be came effec ti ve after December 31, 1 986 . These 

ru l es app l y to all losses incurred after that date 

without regard to when the act i v i ty was entered in­

t o . Rules regarding pass i ve activity credits apply 

to all propert i es placed in service after Decemb e r 

31, 1 986 . 

For pass i ve activities entered into prior to 

the date of enactmen t , t he losses and credits from 

these ac tivitites are allowed against nonpassive 

income according to the fo l lowing percentages : 

Taxable Years 
Beginning In 

1987 
1988 
1989 
1990 
1991 

P ercentage 
Al l owed 

65% 
ti0 % 
20% 
10% 

0% 

Passive losses disallowed during the transitional 

period must be carried forward to the succeeding 

year (Stretch 40) . 



33 

I nterest deductions a r e also limited by the 

1 98 6 Act . An i nvestor may deduct investment in t er-

e st up to the amount of net investment income . Net 

investment income is investment income over invest -

ment expense . Congress has expande d the 

definition of i nvestment income to include 

the taxable gain from the dispo­
s i tion of investment property, 
income from i nvestments and in ­
vestment interest . I nvestment 
expense is the amount of depre­
cia t ion and depletion the tax­
payer actually utilizes fo r 
tax purposes. (Stretch 42) 

current 

In cases of net l ease p r oper t ies, some deductible 

expenditures in excess of rental income are allowed . 

The phase - in period for these new interest 

expense limitations is five years. In 1987 , sixty-

five pe r cent of the otherwise disallowed interest is 

deductible, forty percent in 1988, twenty percent in 

1989 , and ten percent in 1990 . Interest can b e 

carried forward from t his phase - in period, but is 

only deductib l e to the extent that investment income 

exceeds i nves tm en t interest paid (Stretch 44) . 

Rea l estate inves t me n t t r us t s came out ahead 

by the Tax Act of 1 986 . Ru l es gove r ning REITs are 

relaxed to provide them with greater flexibility . 

RE I Ts were created to 



p r ov id e a vehicle fo r numerous 
smal l inves tors to invest in a 
d iversif ied r eal estate p ortfo ­
li o with the benefi t of pro f es ­
s i o nal manag ement . In order to 
provide th e investors with bene­
fits similar to direct o wnership, 
the p ortion of income d istribu­
te d by a REIT to invest o rs is 
genera lly taxed to t he investors 
without b eing subject to tax at 
the REIT l eve l . (Eisenst a dt 25) 
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A REIT may be in the form of a corporation , trust, 

or assoc iation . Howev e r the REIT i s struc ture d , it 

mus t spec i a lize in i nves tments in real estate, real 

estate mortgages, o r a combination of both. 

Some of t he stri ct requir ement s o f qualifica-

tion p revious ly impos ed on REIT ' s have been eased 

with the 1 986 Tax Code . There are st ill n u me r ous 

restrictions de si g ne d to ass u re that REIT ' s invest-

ment activities are passive nature, but a ccording 

to the Se nate Finance committee Report 

many of the prior law provisions 
were overly res trictive ; there­
fore , ch a n g es we r e enacted to 
enable REITs to e n ter into trans­
actions, or otherwise struc t ure 
the ir affa ir s , in a manner con­
sistent with prevailing marke t 
conditions . (Galle r 17 8 ) 

The changes in the 19 86 Tax Reform Act will enab l e 

ne wly c r eated entities to q u a lify for RE IT status 

mo r e easi l y and le t exist i ng REITs compete mo re ef ­

fect i vely with oth e r real esta t e invest ments . 
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The old law required seventy-£ive pe rce nt of 

the REIT ' s income to be derived from r eal estate 

trans ac tions or investments . The new rules relax 

th :'..s qualif ication by al lowin g income from stock 

an d debt instruments purchased by REIT's to be 

trea ted as qualifying income for the seventy-five 

per cent in come test. 

At l east ninety-five pe rcent of REITs income 

must come fro m sources qualifying for the seventy-

f ive percent test or from other interest, dividends 

or gai ns from th e sale or disposition 0£ stock or 

sec urities . This income test has not been changed 

by the 1986 Act, but rents from real property can 

now be applied towards th e seventy - five and ninety­

f ive percent income tests . 

The old law disallowed use of income from the 

rental of real property i f the RE IT rendered any 

services to tenants , or managed the property, unless 

the services or mana gement was provided by an inde-

pendent contractor . This e xc lu s ion is intended to 

e nsure that the REIT remained a passive entit y . 

Under the new la w , incom e received by a REIT 

from rental proper ty is no l on ge r dis q ualified just 

beca use the REIT performs cert a in s erv ices without 

the use o f an independen t contractor . Tenant pay-

ments are co ns idere d rents from real property when 

"servic es provided in connection wit h the ren ta l of 

space are . .. customar ily re ndered in con nec tion with 



th e rental . . " (Galler 180) . For example 

amounts attributable to maid ser ­
vices would not be cons idered 
rent because such services ex ­
ceed those required for mere oc­
cupancy, while amounts attribu ­
table to the furnish i ng of heat 
and light, cleaning of public 
areas and trash collecting would 
constitute rents from real pro­
perty. (Galler 180) 

Th e services provided must be of the kind 
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usually 

p rovided to rental space, and not just for the con­

ve n ience of the occupant . 

The 1 98 1 Tax Ac t obv i ous l y gave real estate 

investors preferentia l treatment. Because the real 

es tate industry abused these benefits, the 1986 Tax 

Refor m Act removed many of the 198 1 benefits . Al-

th o u gh much of the new act affects r ea l estate in -

vestors in a nega t ive way, the government was not 

seeking to destroy the industry. Congress saw that 

by ignoring market conditions, the rea l estate in-

dustry wo u ld destroy itse l f if something was not 

done to stop them . 

The 1 986 Act drast i call y reduces the benefits 

of tax shelters and forces investors to c hange their 

approach to investment decisions . Many real estate 

syndications have gone under since the enactment of 

the 1 986 laws, but they probably would have done so 

anyway . Invest me nt decisions base d on losing money 

will eventually topple even the st r onges t compan i es . 
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There has been much debate a b out the impact of 

th e 1986 Tax Reform Act on the market va l ue of real 

e state investment properties such as office bu i ld-

i n g s . All of tb e changes provided by this Act have 

a n effect on the office buil d ing market in one way 

o r another, but mostly in a negative way . 

There are "three major provisions of the 1 986 

Act which collectively work to decrease the 

of an investment pro p erty " (Turley Martin 1) . 

p rovisions include : 

A . The change i n the a ll owable depre­
ciation rate, from 19 to 31 . 5 yea rs. 

B. The change in the long-term capital 
gai ns t ax rate, from 20% to 28%; and 

C. The change in the corporate tax rate, 
from 50% to 28 %. (Turley Martin 1) 

value 

The 

In a flyer put out by the Turley Martin Company, two 

spreadsheets were compiled to show taxable income 

a nd cash flow under the old t ax law, and under the 

1986 Tax Act . Comparison of the two spreadsheets 

will show a decrease in value of over 7 percent due 

to the provisions of the 1986 Tax Reform Act . 

The following data and s p readsheets are taken 

fro m Turley Martin ' s " Realty Asset Dynamics " flyer . 

Spreadsheet A (Tab l e 1) displays the calculation of 

taxable income and net cash flows of a co mmercial 

property und e r the t a x law prior to the passa g e of 

t he 1986 Act . Spreadsheet n (Table 2) illustr a tes 



Table 1 

Spreadsheet A 
TAXABLE INCOME AND CASII fLOW-UtlDER THE-OLD TAX LA\./ 

T :\ X ,\BI. E _ INCOME ____ l 9 8 7 ___ l 9 8 8 ___ l 9 8 9 _ _ __ l 9 9 0 1 9 91 199 2 - · 1 9 9 3 ____ l 9 9 4 ___ l 9 9 5 ____ l 9 9 o 

Niet Opr .I ncome 212737 223374 234543 246270 258583 271512 285088 299362 374310 330025 

Le s s In r . Exp n s . 18 7 l 0 3 ·1 8 5 2 0 0 18 3 l O 7 18 0 8 0 5 1 7 8 2 7 3 1 7 5 4 8 8 l 7 2 l1 2 4 l 6 9 0 5 3 l 6 5 3 t, 6 l 6 l 2 6 8 

Less Oep . Expns. 
Taxable Income 

lncomc Tax --·--- ·--

!H:T _ CASII FLOll 

Ne t 0 pi:. lncome 

Less Deb t Secv. 
Def . Ta x Csh F 1 o I~ 

Less Tax 
Aft r Tax Csh Flow 

1Sales Price 
- Cost of Sale 
- Loan Balance 
-Ca pita l Goi n Tax 
Ne t Cash F l o1-1 

Pur chase Price ---------·-----$ 2 , ,, 9 ,, , 7 0 0 

118170 1 1 817 0 118170 118170 118170 
-92536 -79996 -66734 -52705 -37860 

118170 118170 
-22146 --5506 

118170 11 8170 
12119 30794 

118170 
50587 

-46268 -39998 -33367 -26353 - 1 8930 -11073 - 2753 6059 15397 25294 --------------------- -----------

198V 1988 1989 1990 1 991 ___ 1992 __ 1993 _ __ 1994 _ _ _ _ 1 995 ____ 1996 -- -------·-- -
212737 223 3 74 234543 246270 258583 2715 1 2 285088 299342 3lt, 310 330025 

206127 206127 206127 206127 206127 206127 206127 206127 206127 206127 ----- ------ ----- ----- - --- - - --- -78961 ------ ----- - - - ---
6610 17247 28416 40lt,J 5 2 t, 5 6 65385 9 3 2 l S 108 183 123898 

-£16268 - 39998 -33367 -26353 -18930 -11073 - 2753 6059 1 5'.!97 25294 ------ ---·-- -----·- ------ ----- ---- ----- 87155 ------ 9860;;-52878 57245 617 83 66{195 71386 7 6l158 8 171 {1 92736 

13567839 
-178392 

-1567820 
-4 1 5289 --- - - - ---- ---- ----- --·-- ----- - - --- ---- - ---- 1so49Z°2-52878 5 7 24 5 61783 66495 71386 76458 ~ l 7 l 11 8 7155 92786 

Int. Rate l}e.e_ . __ Yn. IRR. ~9.!l-1!!~~..1:~ A1110 r . Yrs . lnc. Tax --10¾-- . 16675 --------·- ---soi--19 $623,675 25 

Amount of Loan Annua l _ Parment C a E. i t a 1 _ ,:; a i II s _ T a x _ R a t e ---------- ---$1.871,025 $206,127 --'. 20¾ 
(Turley ~la r L in l ) 

w 
C'> 



f ,\ X AP, L. E INC O 1·1 E 

i: e t Oµr .l ncome 

Li! ss I nt. Expns. 

l.ess Uep . Expns. 
Taxab l e I ncome 

T ab l e 2 

Spreadsheet B 
TAXABL E INCOME AND CASII FLOH-UtlDER TIIE 1986 TAX ACT 

198 7 1988 1 989 19 90 1991 _ __ 1992 _ ___ 1993__ L994 _ _ _ _ l9 95 _ __ 199 6 

2 1 2737 223374 234543 246270 258583 271512 285088 29 9342 3 L43l0 330 02 5 

172500 170746 1 68817 1 6669~ 1 64360 1 61792 l 5B967 155860 15 2 44 2 1 48 6 82 

657111 657U1 ---- - --- -
- 25l177 - 1 3086 

6 5 714 - - -
12 

657 lt1 ----
1386 1 

65 7 ll1 --·- - -
28509 

6 5 7 1 l , ----
l1l10 06 

6 5 7 1 L, -----60(, 0 7 
6 57 1£1 -----
77 7 6 8 

6 5 7 l t , 6 5 7 l l , - ---- ---- -
9 6 1 5{1 1 1 5 6 2 9 

l 11 come Tax -71 34 -3 6611 3 388 1 7983 12322 16 9 1'1 2 L 77 5 26923 3237 6 - ---- --- ---- -

O, 

NET CASH FLOW 1 987 1 988 19 89 19 90 19 91 1 992 1 993 1 994 1995 L996 -·- - - - --------------- - - - - --- ---- ------·- ---- -----------" 
i , e L Op r . I 11 c o rn e 

l. c s s 
fl e f . 

Debt Serv . 
Tax Cs 11 F 1 o H 

Le ss Ta:-: 
,\ftr T a x Cs ll F l ow 

t- S a I es Pri c e 
- Co st or Sale 
- Loan lla l ance 
- Cap i ta l Ga i 11 Ta x 
t: e t C a s h F 1 o 1-1 

Pur c has e Pr ic e ---------- ----$ 2 ,300,0 0 0 

212 7 3 7 223374 234543 246270 2 58583 2 71 512 285088 299342 314310 3300 25 

1900{10 --- - --
2269 7 

- 7 l 3 l 1 -----2983 1 

2983 1 

1900l10 -----
33334 

-3664 
36998 

36998 

Int. Rat e -107. __ _ 

Am o unt of L oan --------------$1,7 25 , 000 

1 9Q0L10 - -----
44 503 

3 - ---
l145 00 

4 l1S OO 

l 900 (1 0 ------
56230 

3 88 1 
5 2 3 {1 9 

1 90040 - -----
685li) 

7 9 8 3 
60561 

- - ~ -~ 
6056 1 

190040 
-81472 

1 2322 ------
69 1 50 

6 9150 

l 900l1Q ----
9 so,, 8 

l 691Li ·---- -
7 8 l34 

- - - -
781 Jl1 

19 0 0 L1Q ------
109302 

2 l 77 5 
87527 

87527 

~ £.E...:.-1~ 
3 1 . 5 

52349 

I RR . 
. 16675 

~3..!r_.!_nv~.!~ 
$ 5 75,0 00 

A 1no r. Yr s . ---- ----25 

An ~~~.!._i~! 111 en t 
$190,040 ..4. 

CaQital Ua i ns _ Tax Rate 
287. 

l9 0 0L1 0 l 9 00 li0 
12'1270 - ------

1J 9 985 

2692 "3 3237 6 
97347 - ----

l 0 7 G09 

➔ 35 6783 9 

-17839 2 
- l l1 L, 5 t, 5 9 

- t, 8 9 0 l1 5 - - - -- ------
9 7 J Li] l'ifi2 5 52 

Inc. Tax 
- - 28%- -

( T Ll r l e y M.-,1 r L j n 2 ) 

l,. 

\.'.: 



taxab l e income and net cash flows under 

of the 1986 Tax Act . 
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provisions 

I t is assumed that seventy - five percent of the 

January, 1 987 purchase price of over $2 . 4 mi ll ion 

i s f inanced at ten percent i nterest for a twenty-

fiv e year period . Ihis is a standard loan-to-value 

ra tio . This analys i s makes no unusua l assumptions 

ab ou t the i nvestment . This property is sold a t the 

e n d of 1996 for $3,567,839 . 

The in t erna l rate of return on th i s invest ment 

i s 16 . 675 percent . With the changes under the 1986 

Ac t re g arding depreciation, corporate income, and 

ca p i ta l gains tax, however, this property could not 

s ell for more than $2 . 3 million if it is to generate 

t he same internal r ate of return . 

a decrease in value of over seven 

$ 2,494,700 to $2,300,000 . 

This represents 

percent-- from 

In addition to the decreased market value of 

the i nvestment prop e rty, there is a significant 

decrease in cas h flow to the investors . Under the 

o ld tax laws, total net cash flow during the ten 

year period of 1987 through 1996 was $2,118,949 . 

The t o tal after tax cash flow for this same period 

is $746,504 . However , under the provisions of the 

1 986 Tax Act, net cas h flow is reduced by $64,711, 

to $2,054,23 8 , or approximately 3 . 2 percent . Also , 

the after tax cash flow is reduced by $8 2 ,4 9 8, to 
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$ 664 ,006 . This decrease signifies an 11.1 percent 

r eduction in returns to the investor . 

The reduced cash flows are attributed to the 

the increase in the dep reciati on period, which i n 

turn causes taxable income to be increased . Even 

though the corporate tax rate is decreased from 50 

percent to 28 percent , the increase in taxable in­

come is so great that taxes actually paid at the 28 

percent leve l are $122,177 for the ten year period . 

Under the old law, taxes actually paid amounted to 

only $46,750, or 38 . 3 percent of the post 1986 Tax 

Act amount . 

What happened to those seductive catch phrases 

used by real estate syndicators? As mentioned in 

Chapter 1, in 1981 it was fashionable to end up " in 

the red, " and " quick doubles, and four - to - one write 

offs " were the hot topics of cocktail conversation 

(Moore 3 3) . What happened to those profitable 

losses l auded by syndicators? Spreadsheets A and B 

provide the answer to that question . 

As s h own i n Spreadsheet A (Table 1), th i s in­

vestment genera t ed t hose " profi t able losses" allowed 

under the o ld tax law . This inv estment produced 

losses in seven out of ten years shown. In 19 87, 

the taxa ble income amounted to $-9 2 , 536 . With a tax 

rate of 50 percent , the tax savings woul d then total 
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$4 6 ,2 6 8 . Total taxab le income losses in the first 

se ven years amounted to Consequently, 

the tax savings amounts to 50 percent of $3 57,483, 

or $178 ,7 4 1. 

In Spreadsheet B (Table 2), th e same investment 

ge ne rated losses in the first two years only. The 

loss in taxable income for the two years was 

$ -38 ,5 63 . The 1986 Act r educed t he tax rate t o 28 

pe rcent, so tax savings on $ -3 8,563 is o nly $10,798, 

as opposed to a savings of $ 178,741 under th e old 

law . The 1986 Tax Act definitely to ok the profit 

o ut of losing money on real estate inv e stments . 

Chapter Three will define tbe area re ferred to 

as St. Louis County in this paper . Each area and 

its assoc i ated subareas will be d iscussed. This 

iden t i f i cation is necessary because some sources on 

t he St . Louis 

a reas such as 

i n Il l inois . 

County offic e market include other 

St . Charles County and some coun ties 

In order to see what affect the 1986 

Tax Act had on the St . Louis County office ma r ket, 

o nly that data conc e rning St . Louis County, as de ­

f i ned by this paper, has been used. 
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T h e fo l lowing data on St . Louis Co u nty office 

sp ace was tak en f r om the Office_ ~~c_e _ _ I_ n __ v_e~n_ t_o_r_yL 

p ub l i cations of 1986, 198 7 , 19 88 , and 1 989 pre p are d 

by the St . Louis County De p artment of Planning . The 

f o ll owin g types o f o ff ice space are n ot incl u ded in 

t his data : 

Also, in 

1 . Office build i ngs of 10,000 
g ross squa r e feet or less . 

2 . Publ i c l y owned and occupied 
b uildin gs (s u ch as t he Coun t y 
Governme nt Cente r ) . 

3 . Uti l i t y ow n ed and operated 
b ui l dings . 

t he case of office / warehouse and office/ 

retail space , on l y t he s q uar e f oota ge of the actual 

off i ce p or ti on i s included . 

The St. Louis County Off i ce Marke t cons i sts o f 

four ma i n geographic areas ; Wes t, South, North , and 

Centra l. These are as are further broken dow n into 

s u bar eas based o n concen t rations of office develop -

men ts . (Figure 1 ) 
liEST AREA 

Most dev e lopment during t h e 19 80 ' s h as been in 

t h e lfos t area . This a r e a grew 62 p e rcent, from 6 . 6 

mi l lion to 1 7 . 5 mill ion net squa re fee t in th e past 
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d e cade . The West area consists of seven subareas : 

Wes~port, Olive / L i ndbergh, Oliv e /I-27 0, Manchester/ 

I -270, Hwy. l 10 Corridor, Chesterfie l d, and Other . 

Th e Wes t port suba r ea comprises 2 .7 square mi l es 

to the nor t h and east of the Page Avenue/I - 270 in-

t er s ection . Deve l opment of the Ives tp ort s u bar ea 

began in t he 1 960 ' s , and continued thr o ughout t he 

197 0 ' s and 1 980 ' s . General o ff ice spac e p r ed omi-

na te s t he Wes tport subarea, but off ice/ wa r eh ous e, 

bank , and medica l office space is also p r esent . 

The Olive/Lindbergh s ub ar ea covers approx im at -

e l y 2 . 5 mi l e s , ex t ending a lo ng Lindbergh 

Boulevar d 

square 

from Baur Boulevard to Ladue Road . The 

Monsanto Company compl e ted the first development in 

this subarea i n 1957 . The ma j or ity of deve l opment 

i n this area was comp le ted during the 1960 1 s and 

1 970 ' s . This subarea i s comprised o f mostly general 

o f fice space, wi th onl y a f e w off i ce/warehouse, and 

b a nk deve l opment s . 

The Olive/I-270 subarea cove r s 2.7 square 

mi l es . 

Mos l ey 

This subarea ru ns al on g Olive Boulevard f rom 

Road to fee fee Road, and it s mid - point is 

th e I - 270 i ntersect i on . The l arges t office in this 

s u bare a is the Insurance Center P l aza co mple t ed in 

1 980 . Mos t d eve l opmen t occurred dur in g t he 1980 's, 

with 1 982 being the peak year . 

space dominates wit h j us t a few 

office dev e l o pme n ts . 

ba nk 

General offi c e 

and med ical 
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The Mancbes t er/I - 270 suba r ea is a 3 - mi le cor­

ridor that runs westward a l ong Manchester Road from 

Ballas Road to Weidmann Road . The l argest o ffice 

development here is t he Community Federal Center 

comp l eted i n 1978 . This developme n t , wh i ch contains 

239,000 n e t square feet, is the l a r gest bank deve l-

opment in St . Louis Co u nty . The corridor developed 

l arge l y dur ing the 1980 ' s , and i s predominately 

ge neral off i ce, wi th some bank , medical and office­

warehouse space . 

The Hwy . 40 Corr idor extends 4 .6 mil es t owards 

the west from Ba l las Road to Woods Mil l Road along 

There are only two types of office space 

in this subarea ; genera l and med i c a l, with general 

office space being the l arges t. The first deve l op -

ment completio n was i n 1 972, however, most office 

deve l op ment has occurr ed during t he 1980 ' s. Th e 

Hwy . 40 Corridor's peak year was 1 986 . 

The Chesterfield sub a rea runs from the i n t er-

section of n i ghway 40 and Ol i ve Bou l evard to Wil d 

Horse Creek Road. Over 90% of the office develop -

ment in this area occ ured d urin g the 1 980 ' s . T!1e 

Monsanto Company ' s Chesterfield Vi l lage Pa r lcway 

d evelopment is the l argest office bui l d i ng gro u p, 

an d was completed in 1 984 . General office space i s 

dominant, wi th some bank, office/warehouse , and 

office/reta i l space . 



The remaining sections not a part of t h e sub ­

a reas mentioned above are incl uded in t he West Other 

s ubarea. Th e first office development i n th i s sub -

area, the Alvey Build in g , was comp le ted i n 1950 . 

Developm en t c on tinued t hrough th e 1 960 ' s and 1970 ' s, 

with the most development occurring in tbe 1980 ' s. 

The main types of office space in ord e r of size a re 

general , office/wa r eho us e , and medical, with a small 

amount of bank and office/retai l sp ac e . 

SOUTH AREA 

The So ut h area has experienced a 54 percent in-

crease in off i ce space ove r the l ast decade . The 

Sou tb a r ea is divided into thr ee subareas; Hwy . 21 / 

I- 270, Watson /I-270, and Other Soutb . 

The Hwy 21/ I- 2 70 suba r e a covers a 2.4 mile cor-

ridor along Tesson Ferry Road , south o f the I -270 

intersection . Genera l office space predo minates , 

but medical office space is a s i e ni f icant part of 

t h is subarea . Deve l opment h as occurred th rou ghou t 

the 1970's and 1980 ' s . The largest office is the 

General American Lif e Assurance Bui lding, which was 

completed in 1976 . 

The Watson /I-270 subarea i s on l y . 2 square mi le 

in size . This subarea i s located a lon g Watson Road 

imm ed i ately east of the i nte rsection of 

includes some development along I-44. 

I- 2 70, a nd 

The l argest 



a nd firs .t built development is the Safeco Office 

Park, completed in 1972 . There is only one medica l 

and one bank o ffi ce deve l opment . Genera l office 

s pace p re do min a tes. 

The South Other subarea comprises the Sou tb 

a rea not included in the two subareas above . Host 

of the deve l opments includ ed here are concentrated 

a long the I - 270 and I-44 corridors . Sout l1 Other is 

a mixed subarea of general, office/warehouse , 

office/retail, bank and medical office space . Tbe 

largest development be re is Mar it z Headqua rters, 

which was comp l eted i n 1971 . 

NORTH AREA 

The No rt h area has experienced an incre ase in 

office space of 52 percent in the last decade . This 

area consists of four subareas; McDonne ll Douglas, 

Eart h City, I-270/I - 70, and North Other . 

The Earth City subarea is a 1. 3 square mi le 

corridor centered along the Earth City Express wa y 

from St. Ch ar les Rock Road to tbe Ri verport Area 

south of I-70 . The Ear t h City deve lopment began in 

th e early 1970 ' s and has grown rapidly duri ng the 

1980's, with it' s peak year in 1987 . Earth City 

has a higher propor tion of office/warehouse deve l­

opments than in any other subarea, but general of ­

fice space is still the dominate off ic e type . 
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The I -270/I - 70 subarea covers 1 . 2 square mi les 

sur roundinc the intersection of I-270 and I-7 0, and 

extends to the northeast . Development in this area 

b egan in the 1970 ' s and continued into the mid -

19 80 ' s . The largest development is the Regiona l 

lleadquarters of Mary l and Casualty Insurance Company, 

completed in 1985 . General office space dominates, 

but medical office space bas a relatively h i gh pro-

portion of footage in the subarea . DePaul Medical 

Center, built in 1976, is the largest medica l office 

development . 

The McDonnell subarea covers 2.8 square miles 

southeast of I-270 and north of Lambert Airport. 

Office development in this area during the 

1950 ' s and has continued int o th e 1980 ' s, with it's 

being in 1985 . This subarea is home to 

the largest company in St . Louis County, McDonne ll-

Douglas, which comprises t he ma jority of space in 

this area . Over 95% of office floor space here is 

in general office developments, and 

portion is in office/warehouses . 

a very small 

The No rt h Other subarea consists of the Nor th 

area exc l uding the subareas ment ioned above . Office 

space here is concentrated along the I -70 and I-270 

corridors . Development has grown steadi l y since the 

1960 ' s . The largest development in this subarea is 

the Northwes t P laza Tower, completed in 1968 . This 
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area contains main ly general of fice space, but 

medica l office space is also imp ortant . 

CEKTRAL /\REA 

The Centra l area contains the larges t single 

concentration of office space in St . Louis County . 

In the past decade, this area has increased office 

space by 40 percent. Centra l Area is brol{en into 

three subareas: I-170/Brentwood, Clayton, and 

Centra l Other . 

The I -1 70/Brentwood subarea is a 6 . 4 mile cor -

ridor along Brentwood Boulevard/I - 170, bound ed 

Manch es t er on the south and Page to the north. 

by 

Of-

fice development in th is area began in the 1950's, 

and has con tinued t hrough th e 1980 ' s . The comple -

tion of Interstate I-70 contributed to the l arge 

development in the 1980 ' s . The l argest office is 

the University Cl ub Tower, completed in 1975. Gen-

eral offices 

ba nl{ o] lfices . 

dominate this subarea, followed by 

There has be en considerable office/ 

warehouse development in th e 1 980 ' s around the 

int ersection of Page /\venue and I - 170 . 

The Clay ton subarea boas ts t he l a r g est single 

concentra tion of office space in St. Louis Coun t y . 

Th i s s u 1J a r e a c on s i s t s o.f 1 . 1 s q u a r e mi 1 e s n or th of 

Elwy . 40, east of I-170, and south of De l mar . 

Clayton subarea has deve lo ped s tea d ily since 

The 

the 
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1950 's, with the peak year in 1986 . General office 

s pace predominates, but there is a l so bank, medical, 

a nd off i ce/reta i l space . 

The Central Other subarea consists o f those 

r e mainin g offices in t he Central Area not inc l uded 

in t he above me ntione d subareas . Development of 

the Cent ral Other subarea began prior to 1950, and 

has continue d t o develop throu gh the 1960 ' s and 

19 70's . Almost half of the off i ce deve l opmen t in 

th i s smal l, dispersed subarea occurred during the 

1980 ' s . The larges t office developmen t , Pu r i na 

Mil l s Inc . , was comp l e ted in 1985 . Nost of the of-

fice space here is genera l wi th a si g nif i cant a mount 

o f medical and a small amount of bank off i ce space . 

The next chapte r wi ll examine the St . Louis 

County office market p r ior to 1 986 to see if i nves ­

tors we r e reacting to demand for office product, or 

responding to tax po licy when making decisions to 

build . Fl o w investors made these decisions wi ll 

have some bea r ing o n how greatly the market wi l l be 

af f ect e d by tax changes in 1986 . 



Chapter Four 

The St . Lou is County Office Ma r ket 

Defore the 1986 Tax Act 
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The St. Louis County Office Market 

Before the 1986 Tax Act 

To determine how great of an effect the 1986 

Tax Act had on tbe St . Louis Off i ce Market, we must 

examin e t h i s market prior to the passage of tbe Act . 

As discussed earlier, ma n y things happened prior to 

tbe 1986 Tax Reform Act that affected real estate . 

Between 1978 and 1 982 there were many things 

happening in tbe financial arena that had a d irect 

impact on the real estate indu stry . Deregulation 

of financial institutions was underway which freed 

banks and thrifts to invest in areas prev i ously 

forbidden to them. One area was the sel l ing of 

shares in real estate syndicates (Downs 10) . 

Prior t o deregulation , banks and thrifts were 

l i mited t o th e amount of interest they could pay to 

depositors. Fede ral deposit insura nce lowered cost 

for these institutions , but unti l dereeulat ion, t he 

savings c ou l d not be pa ss ed on to customers by way 

of interest . Once this limitation was lifted, they 

could co mp ete wit h other forms of investing for in­

vestment do l lars (Downs 10) . 

By December of 1982 , net new savings accounts 

at thrifts were $10 . 4 billion , and $22 . S billion at 

commercial banks . On the other hand, money market 

fund investments dropped from $230 billion to $165 
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b illion (Downs 92) . 

t o banks and thrifts . 

A flood of cash was pouring in 

Once known for their stingi-

ness towards real estate loans, financial inst i tu-

t ions were now desperately searching for real estate 

e quities (Downs 96) . 

In 1981, Congress passed the Economic Recovery 

and Tax Act which further increased the demand for 

real estate 

syndicates . 

investments, particularly real estate 

The 1981 Act shortened the depreciation 

per i od to 15 years, and allowed losses from real 

estate investments to reduce ordinary income by up 

to fifty percent , producing a safety net not 

in other forms of investing (Martin 60) . 

found 

In addition, interest rates fell sha r ply in 

the later par t of 1982 causing investo rs in the 

bond 

the 

market to l eave for the greener pastures of 

real estate syndicates . In late 1982, the 

stock market rallied and investors felt the rally 

had r eached its peak, and bai l ed out before the 

market too k a downturn, turning t o real estate 

syndicates (Downs 94) . 

All these factors together created a frenzy 

for real estate . All over the United States office 

bui l dings, as well as other forms of real estate , 

were being built in record numbers. 

In S t. Louis County p rior to 1978 , there were 

14 , 760,148 net square feet of existing office space . 

In the four year period of 1978 through 1982, net 
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s quare grew by 7,783,582 square feet, or 

52 . 7 percent . Sixty-four percent of the 7,783,582 

s q uare foot increase occurred in the West Area of 

t he county (St . Louis County Department of Planning 

1986 [SLCDP86] 8) . The frenzy for r eal estate in -

vesting and building occurring across the nation 

had obviously caught on in St . Louis County as well. 

It was earlier discussed that many real esta t e 

investors became so enamored with profitable losses 

created by the 1981 Tax Act that they actually made 

inves t ment decisions based upon the properties l oss 

potential. However, such is not wholly the case 

when discussing r eal estate investments during the 

time period of 1978 through 1982 . 

In 1 974, t he national off i ce vacancy rate was 

over 14 p ercent . By 1978, however, absorption was 

soaring, and vacancy rates fell sharply to below 

five percent on a national average (Caldwell Banker 

Commerical 1990 [C BC90 ] 3) . The St . Louis Metropo-

litan area vacancy rate dropped to 4 . 3 percent dur -

ing this time . This increased demand was forcing 

rents to rise higher than the overall inflation rate 

" which itself was s ettin g nei-1 records" (CBC90 3) . 

To suggest that the upshot in office building 

construction during this time was due strictly to 

real estate investors responding to an increase in 
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de mand for office space would be naive . To say the 

de c ision to buil d was strictly tax -d riven would not 

b e completely true either. Perhaps it was merely a 

co incidence, or a combination of these things. No 

matter what the underlying factors were , one could 

s afely say that the situation during this time was 

e xact l y what the government had hoped for with the 

p assage of the 1981 Tax Act , and the deregulation 

o f savings institutions. 

As stated in Chapter l, Congress and the real 

estate lobby i s t s felt that the country was lacking 

in the areas of produc t ivity and economic growth . 

Dy stimu l ating investments in real estate, produc-

tivity and the economy h'OUld improve. Need for 

g rowth was evident when vacancy rates dropped below 

five percent and off ic e rents began to rise. no w 

could new compan ies get started without of f ice 

space to operate ou t of? 

Deregulation provided the money for inves tin g 

in these much needed office buildings, and the 1981 

Tax Act provided incentive for investors to use t he 

money for buildi n g office bui l dings . Congress was 

str iv ing for tbe economic goal of equalibriurn! 

where s upply is i n cre ased t o meet demand . Although 

perfect equalibriurn in a market can seldom, if ever, 

b e a chieved, the period of 1973 

perhaps ConGress' finest hour . 

through 1982 was 



56 

It does appear, however, that the surge in new 

of fice buildings in 

pe riod was made on the 

profi t, and 

it s tax bas e 

not loss . 

dwind lin g 

he aded for the county , 

St. Louis County during this 

grounds of potential for 

First, St . Louis City found 

as city based companies 

Also , only one - fif th of the 

total St . Louis population were city residents. 

St . Louis County was cap turing 

cities population and business refugees. 

and unincorporated areas of the county 

much of the 

The towns 

accounted 

fo r a large percentage of residenti al and construe-

tion activity (Clayton-Fil l more Ltd . [CFL] 12) . 

The large businesses and corporations that desire 

off i ce space look for locations with readily avail-

ab le housing for their employees, and the county 

filled this need. By 1981, "roughly one -f ourth of 

the city ' s housing stock had been either abandoned 

or demolished" (CFL 12). 

With vacancy rates at 4.3 percent, p opu lati on 

on the ri se, and business desiring to relocate to 

the county, there was a definite need for v as t 

amounts of office s~ace i n St . Louis County . Pair 

this with the increased supply of cash to l oan, and 

real estate syndicates searching for real estate 

equities and you have a soun d reason for increasing 

office space in the county . 
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l\s further proof , St . Loui s ' most affluent 

commun ites- - Frontenac, Ladue , C l ayton, Chesterfield 

and othe rs--are loca t ed in t he West Area along the 

[l ighway 40 corridor (CFL 12) . These areas are pri-

marily made up of white-collar and profe ssi onal 

workers who normally work i n office settings . The 

West Area was a l so exper i encing pop ul ation growth . 

S ixty-four percent, or 4,984,510 square feet, of 

the total office space build i n St. Louis County 

during 1978 through 1982 occurred in the West Area, 

further proving that investors had done their home ­

wo rk before launching into bui l ding projects . 

Ily 1983, it had become obvious that the once 

healthy real estate market was becoming over - bu ilt. 

At the end of the third quarter of 1983, the office 

vacancy rate for the nation was a dangerously high 

18 . 7 percent (Table 3) . The St . Louis Count y off i ce 

vacancy r ate had jumped to 

signs of it stopping the r e . 

12 .0 percent with no 

If the smart rea l estate investors of the 1978 

through 1982 building per i od we re still looking a t 

need as a factor in building, then it would fol lo w 

that office building perm i ts wou ld de cline in re-

spo n se t o decreased demand . Unfort unately, permits 

rose in al l areas of the nation, as well as in the 

once profit oriented St . Louis County area . It now 

appeared that real esta te investors had been seduced 



Table 3 

St . Lou is Cou nty Office Vacancy Rates 
Versus Nat i onal Vacancy Ra t es 

5 8 

Quarter St . Louis Count y National 

Ju l y-Sept . 1 983 1 2.0 18.7 
Oct .- Dec . 1 983 13 . 7 1 8 .7 
Jan .-Mar . 1984 13 . 6 18 . 4 
Apr. - June 1984 1 4 . 2 18 . 1 
Jul y -S ep t . 1984 14 . {1 17 . 9 
Oc t. - Dec . 1984 1 ,, . 1 1 8 . 2 
Ja n .-Mar . 1 985 11. 8 18. 9 
Apr .-June 1 985 9 . 6 19 .7 
July - Sept . 1985 9 .7 21. 2 
Oct.-Dec . 1985 9 . 9 22 . 0 
Ja n.- Mar . 1986 12 .1 22 . 5 
Apr . -June 1986 11. 7 23.3 
Ju l y -S ept . 1986 15 .4 23 . 8 
Oct . -Dec . 1986 15 . 4 23. 8 
J a n . -Mar . 1987 1 4 .7 23 . 9 
Apr . -Ju ne 198 7 1 4 . 2 22 . 7 
July-Sept . 1987 15 . 0 23 . 0 
Oct . - Dec . 1987 14 . 2 22 . 8 
J an . -Ma r. 1 988 14 . 0 22 . 3 
Ap r .-June 1988 12 . 4 21 . S 
July - Sep t . 1 9 88 12 . 7 21.4 
Oct . - Dec 1988 13 . 8 21. 4 
Jan . - Nar . 1989 14 . 2 21. 2 
Apr . -June 1989 1 5 . 8 21 . l1 

Ju l y-Sept . 1989 1 4 . 3 21. 3 
Oct. - Dec. 1989 13 . 7 21 . Li 

( Coldwe l l Banker Commerc i al Office Vacancy Indexes 
1988 and 1989.) 
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by the "profitable loss theory" preached by syndica-

tors. 

~apidly 

Congress' dream of a healthy economy was now 

dying , and they again sat down to work out 

a solution . 

Con gress issued a warn i ng to the real estate 

industry by passing the 1984 Tax Reform Act, which 

created more headaches than concern. The 198l1 Act 

nickeled and dimed inve stors by increasing the de -

preciation period to 18 years on income producing 

properties, resulting in an available depreciation 

decrease of one percentage point for each of the 

first four years of ownership (Jones 160) . 

This act a l so clamped down on the treatment of 

accrued interest by disallowing the deduction of 

out-of-pocket expenses unless they have actually 

been paid out of the pockets of the syndicators de ­

mandi ng t he large f ro nt - end fees (Jones 160) . 

As discussed in Chapter One, the 1984 Act was 

aimed mainly at r eal estate syndications, the group 

most gui l ty of tax shelter abuse . The allure of 

big deductions in the f i rst years of ownership was 

the majoring selling poin t of shares in real estate 

syndications. The 1 984 Tax Code d i d s l ightly re-

duce this benefit, but investors could still deduct 

more than they invested, and their bottom line f i g­

ure still lo oked good . 
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Congress was sending a message to those in the 

real estate market to become "less shelter-oriented 

and more profi t-oriented" for their own sake,as 

we ll as that of th e economy (Walbert 86). For the 

most part, the message fell upon deaf ears . 

By the end of 1985, the nationa l vacancy rate 

had reache d an ominous twenty-two percent . Office 

bui l dings were standing uncomplete d or empty in 

many of the nations leading cities . In Denver, the 

vacan cy problem was so great that auctions were 

held to try and fil l vacant office space, with 

l eases go in g to the h i ghest bidders. 

Although St . Louis County did experience high 

vacancy rates in 1984, thes e rates began to decline 

in 1985, rea ch in g a fairly acceptable 9.9 percent 

by the end of that year . !l ad real estate investors 

here perhaps heeded Congress ' warning? 

The largest increase in co mpl eted office space 

in St . Louis County occurred in the period o f 1981 

through 1985 (Table Over one-third of the 

total office space exist i ng in St. Louis County was 

built in t his four year period . Of course, i t does 

take considerable tim e to plan, secure financing, 

and build an office building . Michael Gibson, the 

Director of I n fo rm a ti on Services for Fo l lman Prop-

ert i es , says that as an average there is a two year 

time l ag betwee n issuance of the bui ld ing permit, 
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Table 4 

SU MM ARY Of ST. LOUIS CO UNTY OFF IC E SPACE BY YEAR OF 
CONSTRUCTI ON AND AREA BEFORE 198 6 

(In Square Feet) 

NORTH AREA 

Tota l 
19 76 -77 ----- 19 78 - 80 198 1 - 82 1 983-85 Existing - - ··-------
509,85 0 228,820 965 , 977 843 ,2{13 5,363,780 

SO UTH AREA 

Total 
19 7 8 - 80 1981-82 19 83-85 f ~l~ t i !!.~ -------- ------- ------

46 8 , 800 4 13,6 20 680 , 99 5 569,665 3 , l159,930 

WEST AREA ------

Tota l 
7 9 76 -77 1 9 7 8 - 80 1981 - 8 2 7 983 - 85 Exis t ing ------- ----

654 ,355 2,1 2 1 , 6 55 2,862,855 2,203 ,775 12,516,650 

CENTRAL AREA 

Tota l 
19 7 6 -7 7 1 9 7 8-80 1981.-82 1 983-85 Existing ---- -----
- 129 ,157 275 , 247 234,413 988 , 497 5 ,808,550 

TOTA LS -----
Tota l 

19 7 G-77 19 7 8 - 80 1981 - 82 1983 - 85 Exl~!_i ng ----- ------ --- -

1 , 50 3 , 848 3,039,342 t1 ' 7 4 4 J 2 {1 0 Li, 605 ,180 2 7, 148,910 

5 . 5 % 11 . 27. 1 7 . 5 7. 1 7 . 0 % 100% 

(The above finurcs we re taken f rom t he Office Space 
Inve nto r y Reports from years 1 986, 198 7 , 1 98 8, and 
1 989 pu b lished by t he St. L ouis County Depa rtm en t 
of Planning . ) 
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and t he c omp l et io n of an office building (Michael 

Gibso n, personal commun ic ation, Febr u ary 21, 1990) . 

This two year average is o n l y a n est i mate, or guide­

li ne, not a n exa c t figure . 

Keep in g in mind this two year time lag , a look 

at Table 5 will give some insight to the quest i on : 

nave St . Lou i s Cou n ty rea l estate investors respond ­

ed more to market cond i tions , or to tax po licy when 

mak i ng investment decisions regarding office s pace? 

Th is is an important question when determining what 

effect th e 1986 Ta x tct had on the St . Louis County 

off i ce market because investments that we r e merely 

tax-driven were ser i ously hurt when the once lucra ­

tive tax policies were changed . 

I n ]982, the yc.i r s average vacancy rate in 

St . Louis Councy wa:;; J L . 7 p e r c ent . D u r i rq; t ll e y e a r 

th i r t y -t h re e pe rmit s for office buildings were is-

su e d (Tab l e 5) . Total square feet of office space 

completed in 1984 ( u si n g the two year tim e l ag) was 

2, 17 2,850 . 

In 1983 , vacancy r a t es in St . Louis County were 

on the rise, going from 12 . 0 percen t at the end of 

the th ird qua rt e r, up to 13 .7 percent at the c lo se 

of the year (Table 6 g i ves th e average of 12 . 9) . 

During 1983, th i rty-six permits were is s u ed for of ­

f ice buildings, t hree mo r e than th e previo us year 



Table 5 

St . Louis County Office Vacancy Rates 
And Bu il ding ~e rmits 

.9.~~rteE Vacancy Rates 

Average of 1982 11 .7 
July-Sept . 19 83 12. 0 
Oct.-Dec . 1983 13 . 7 
Jau .-Yiar . 1984 13 . 6 
Apr .-Junc 1984 14.2 
July -Sept . 19 8l1 14 . 4 
Oct.-Dec . 1984 14 . 1 
Jan . -Mar . 1985 11 . 8 
Apr .-June 1985 9 . 6 
July-Sept. 1985 9 . 7 
Oct.-Dec . 1985 9 . 9 
Jan . -Mar . 1986 12 . 1 
Apr .-June 1986 11 . 7 
July-Sept . 1986 15 . l1 

Oct . -Uec . 1986 I .'.> • 4 
Ja .1.-Mar . 1987 ll, . 7 
Apr . -June 1987 14 . 2 
July-Sept . 19 87 15 . 0 
Oct .- Dec . 1987 14 . 2 
Jan.-Mar. 1988 14 . 0 
Apr.-June 1988 12 . 4 
July-Sept . 1988 12.7 
Oct.-Dec 1988 13 . 8 
Jan . -Mar. 1989 14 . 2 
Apr.-June 1989 15 . 8 
July-Sept . 1989 ll1 . 3 
Oct. - Dec . 1989 13 . 7 
Jan . 1990 
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Permits 

33 

36 

42 

70 

77 

34 

59 

43 
3 

Vacancy Rate Data--(Coldwell Banker Commercial Office 
Vacancy Indexes 1988 and 1989 .) 

Buildin g Permit Data - -( Dcpart ment of Pub li c Works 
Construction Reports 1982 - 1990 . ) 
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Tab l e 6 

St • Louis County Office Vacancy Rates a nd Office Construc t ion 

(Jan . ) 

Year Vacancy Rate Con st ruct i on 

- ·---------- (S~are Feat) 

1983 12 . 9 1,356 , 350 

1 984 14 . l 2,172,850 

1985 1 0 . 3 1,784,888 

1986 13.7 3,977,848 

1987 14 . 5 1,883 , 689 

1988 1 3 . 2 1,124,700 

1989 14.5 1 , 729,796 

1990 14 . 5 1,800 , 150 

Vacancy Rate Data -- (Co ld well Banker Commercial 
Office Vacancy Index 1 989 [CBCOVI89] 15) 

Vacancy Rate Data for Jan . 1990-- (St . Louis Post 
Dispa t ch 18BP) 

Construction Data 1983-1988-- (St. Louis County 
Department of P l anning 1988 [ SLCDP88] 6) 

Construction Data 1989- - (S t. Louis County 
Department of P l ann ing 1989 [SLCDP89 ] 5) 

Construction Data 1990-- (Personal Communication 
SLCDP February 21, 1990) 
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Total 

squa re feet of office space completed in 1985 (using 

the two year time lag) was 1,784,888 , a decrease of 

1 7 . 9 percent. 

I n 198/.1 , vacanc y rates continued to climb, 

and averaged 14 . 1 percent for th e year , an increase 

of 9.2 percent over 1983 ' s vacancy rat e . Although 

vacan cy rates were increasing, pe rmits for office 

buildings were stil l increasing. Forty-two permits 

were issued in 1984 , six more th a n 1983, or an in-

crease of 16.6 percent. The total square footace 

completed two ye ars later in 1986 was 3 ,977, 848, 

representing a 222 percent increase. 

It would seem from tbis d ata that investors 

were not paying a grea t deal of attention to tbe 

demand for office space when making decisions about 

building more office space . To increase office 

space by 222 percent when less space is bei ng de -

mantled does not make sense . Howeve r, if investors 

could still profit, even if the property produced a 

loss, increasing vac a n c y rates would not be a de ter-

rent, and this seems to be t he ca se in St . Loui s 

Co un ty , as well a s the rest of the nation . 

By late 1985, Senator Packwood was becoming a 

media darlin g . On May 7, 198 6, Senator Pa ckwood 

disclosed the con t ents of his tax r eform bi ll, and 
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sen t shockwaves through the rea l estate industry . 

By ear l y 1986 , real estate investors had resigned 

themse l ves to the fact that the safety net Congress 

provided in 1981, was goi n g t o be taken away . How 

did rea l estate i nvestors react to this knowledge 

that profitab l e l osses might soon become only a 

warm memory? 

The nationa l off i ce vacancy rate for the first 

quarter of 198 5 was 18 . 9 percent, and stead ily in -

creased until it reached 22 . 0 percent in December . 

S t. Louis County e n ded it ' s first quarter of 1985 

wi t h a vacancy rate of 11 . 8 percent, a n d ended the 

year at 9 . 9 percent wi t h an average of 10 . 3 f o r t he 

yea r (Table 3) . Office vacancy r ates had decreased 

sl i gh t ly, 2 7. 0 percent f r om the 1 984 f i gure of 14 .1 

per c ent . Total s q u are feet of construction comple ­

t ed t Ko years later was only 1 , 883,689 , which repre ­

sents a substant i al decrease of 47 percent . 

On t he s u r f ace , it would appear that St . Louis 

County investors and developers were i ndeed t aking 

demand into acco u nt, and decreasing the i r supply of 

a prod u c t in respon se t o the market ' s decrease i n 

demand . The first clue that perhaps this was not 

the case 

in 1985 . 

bu i ld i ngs 

is the number of building permits i ssued 

However , seven t y perm i ts for new office 

we r e o bt a i ned in 1985, an in c rease of 

66 . 6 percent ! An increase of 66 . 6 percent in new 



building permits, and a decrease of 47 

completed office space two years l ater? 

67 

percent in 

And yet in 

1 984, building permits increased by a much smaller 

16 . 6 percent, while office space completions jumped 

by a whopping 222 percent ! There was something 

definitly amiss. 

Earl i er, the two-year lag between issuance of 

permits and actual comple t ion of the buildings was 

mentioned, noting that two years was just a guide-

l ine and not the law . An exception must be made 

when discussing the office market during 1985 . 

According to Michael Gibson of Follman Proper-

ties (persona l communication, February 21, 1990), 

there is a very good reason for deviatin g from the 

two -year guideline when looking at data from 1984 

and 1985. Real estate investors knew in early 1985 

that their tax safety net wou ld be taken away. In 

order to take advantage of the 1981 Tax Act before 

it w a s go n e f o rev er , in v e s t or s l1 a d t o a c t f a s t . 

A flurry of building activity soon commenced 

all over the Unit ed States. Office bui l dings were 

completed in record time in order to produce those 

soon - to-be- go ne profitable losses. It did not mat -

ter that large amounts o f overtime had to be paid 

to construction workers. 

costs , decreas i ng 

returns. 

taxable 

Overtime would 

income, and 

push up 

increasing 
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If office buildings were constructed in less 

than two years during this time, than the entire 

3 , 977,848 square feet of completed office space for 

1986 cannot be attributed to jus t the 

permits issued in 1984 (Tables 5 and 6) . 

building 

Although 

there is no data available stating exactly how many 

of 1985 ' s seventy building permits resulted in com-

p l etions i n the following year, one might assume 

that i t was probab l y q u ite a few . 

If this theory is correct, then investors in 

St . Louis County were not as sensitive to changes 

However, i n vacancy rates as previously thought . 

it would appear that they were very sensitive to 

tax policy, which would mean trouble for the office 

market in St . Louis County after 1986 . 

In Chapter Five, data on vacancy rates and 

office construction after 1986 will be exam i ned to 

see how the provisions of t he 1986 Tax Reform /\ct 

affected the St . Louis County office market . 



Chapter Five 

The SL , Louis County O[fice Market After 1986 
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The St . Louis County Office Market a ft er 1986 

Alth o u gh r ea l es tate lobbyists did their best 

t o retain " co mmercial rea l estate ' s privil eged sta­

tus " (Novak 73), President Reagen s igned the dread­

ed Tax Reform Act of 1 98 6 on Oct o ber 22, 1986. 

Those areas of t he 1986 Act that a re damaging 

to the r eal estate industry were p r evio usly de tail -

ed i n Ch a p t er Two . This Act succeeded in greatly 

reducin g the returns on comm e rcial properties , a n d 

therefo re reduci n g market valu es of these commercial 

properties (Tables 1 and 2), which ult i mat ely e lim-

inated "most inves t men t s t hat were principal l y t ax 

oriented with lit tle or no t r ue econom ic benefits" 

(Snyder 15) . 

Many real estate invest me nt s made before 1986 

were principally tax oriented . Hi g h vacancy rates, 

emp ty o ffic e bui l d i ngs , condo minium devel opm en ts 

a b andoned before co mpleti on , failed savings an d 

loan institutions, and plunuing market va lues in 

many major cities s u pport this statement. Although 

not as se riou s ly effected as so me cities, St . Louis 

has a l so exper i enced some of the fallout from the 

1986 Tax Act. 

Last quarter of 1985 showed an office vac ancy 

rate of 9 . 9 percent in S t . Louis County whil e th e 

national rate was up to 22 . O percent. Three months 
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later the vacancy rate in St . Louis County was 12.l 

percent, and the national rate was 22 . 5 percent 

(Table 3) . 

were 

If many of those seventy bui l ding permits that 

issued in 1985 resulted in faster than normal 

completions as discussed in Chapter 4, then vacancy 

rates in 1986 would probably begin to rise . If the 

increase in building was due l argely to proposed 

changes in tax policy, and not to demand, vacancy 

rates would probably increase substantially . This 

is exact l y what was happening in St . Lou i s County . 

By December, 1986, office vacancy rates i n the 

St . Louis County increased to 15 .4 percent from the 

9 . 9 percent rate in December, 1985 (Table 3) . This 

represents a 64.0 percent increase in just one year . 

This fact gives some credib i lity to the theory that 

investors in St . Louis County did respond to tax 

policy, more so than demand for off ice space , and 

that office buildings were completed in faster than 

normal intervals due to upcoming changes in the tax 

policy . 

Although vacancy and supply rates of office 

space had reached an all time high for the county, 

building permits again increased in 1986 to seventy-

seven (Table Sand Graph C). In the same year that 

the office vacancy rate increased by sixty percent , 

permits for new buildings increased by ten percent. 
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The prov i s i ons of t he 1986 Tax Re f o r m Ac t per­

tains t o n ew i nvestments i n real estate after 1986 . 

T h e most damaging aspects of the 1986 Act regarding 

in c ome-producing propert i es , s u ch as l engthening of 

dep r ec i ation periods, only ap p l i es t o those b u siness 

p r operties p l aced into service after December Jl, 

1 986 . Since projects begun in 1986 cou l d sti ll be 

wri tten o f f, i n vestors were s t ill will ing to put 

their money i n to off i ce bu i ldings, e v en t h ou g h t he 

demand for this product was decreasing . 

One thing which sugges t s tllat i nvesto r s were 

exercising some restraint i n building is that the 

tota l sq u are footage of office space completed in 

the fo l lowing year (app l icab l e if some accelerated 

b u i l ding occurred) was 1,883,689, and 1 ,124 , 700 tw o 

years l ater . The amount of space being provided 

did decrease considerab l y . The decrease i n office 

space c omple t ed in 1987 was 52 . 6 percent l ess than 

1 986 ' s high of 3,977,848 . 

was 7 1 . 7 percent less office 

years l ater i n 1988 . 

Co mpared to 1 986, there 

space completed two 

Fl ere again there appears to some d i screpancy 

between the n u mber of permi t s issued and the amount 

of office space completed one to two years later . 

Michael Du ncan of t he St . Lou i s County rlanning 

Office (personal communications, February 27, 1990) 

stated that a number of office b u ild i ngs for which 
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perm it s were issued in 1986 were eit he r pos t poned 

or canceled . Data on tbe exact number of permits 

that were postponed or canceled is not available . 

Mr . Duncan said t ha t there were probab l y many 

different reasons f or the d i fference in b uilding 

perm it s issued an d actual projects completed. Some 

poss ibl e reasons are c hang e in investment direction 

due to changes in tax policy , tightening of loans 

due to incre as in g savings and loan failures, some 

response to increasing vac a ncy rates , an d the lack 

of funds provided by real estate syndic atio ns which 

were increasingly l ess popular due to th e 1986 Tax 

Reform Act . 

VJc~ncy rates continued to increase in 1987 to 

percent, up 5 . 5 percent over 1986 ' s fig u re of 

13 . 7 percent. The national v acancy rate for 1987 

was 23 . 1 percent (Table 3) . Office s pac e completed 

two yea rs l ater in 1989, also went up. There were 

1,729,796 square feet of new office space comp l eted 

in 1989 (Table 6) , representing a 53 . 8 percent in-

c r ease ove r the 1 988 figure . l1 01,1ever , permits fo r 

office bui ldin gs h ad dec r eased to o nl y thirty - four 

fro m 1986 ' s high of se v enty-seven , represe n ting a 

dec r ease of 55 . 8 percent (Table 5). This data do e s 

appear to be rat he r confusing, and deserves f urt her 

d i scuss i on . 



It is curious that while issuance of buildine 

permit s decreased by 55 . 8 percent, total square 

footage of office space completed two years later 

increased by 53 . 8 percent . 

explained by referring back 

This can be partially 

the discussion with 

Mr . Duncan on February 27, 1990 , when he said that 

some of the seventy-seven building permits issued 

in 198 6 resulted in postponements or cancellations 

of the projects . Completed office space i n 1989 

co uld very well i nclu de some of t hose projects that 

were postponed after the 1986 Tax Reform Act took 

effect, mak i ng the 1,729 ,7 96 square feet figure 

attributed to 1987 ' s permits somewhat overb l own. 

Vacancy rates went down in 1988 to 13 . 2 percent 

in St . Louis County . The relatively small amount 

of office space completed in 1988 , 1,124,700 square 

feet, is surely a factor in this decline (Table 6) . 

The national vacancy rate also went down slightly, 

from an average of 23 . l percen t in 1987 , to 21. 7 

percen t in 1988 (Table 3) . By this time, off ice 

construction was on the decline a l l over the United 

Sta t es due to changes in tax policy, severe 

building, and to the savings and loan crisis . 

over-

The savi n gs and loan cris i s ca u sed financial 

institutions to greatly change their once generous 

policy regarding real estate loans . No longer would 

loans be granted on office building projects unless 
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th e investor wanting th e lo a n could show need and 

produc e tenants . With the nationa l vac ancy rate so 

high, it wou ld b e hard to convince fi n ancia l i nsti ­

tu t i ons that there was a n eed for more office space . 

A nine percent decrease in vacan cy rates i n 

St . Louis Co unty was met with a seventy-f our per-

cent in crease in office building pe r mit s . Permits 

increased from thirty - four in 1 987, to fifty-nine 

in 1 988 (Tab l e 5) . Even though the purpose of the 

198 6 Act was to disco ur age investments with littl e 

or n o true economic va lue, this Act doe s n ' t seem to 

hav e h ad much of a d eterrent aff ec t on inves tor s in 

S t. Louis County . Of course, i f the p roj ec ts being 

built in St . Louis Coun t y did h a v e ec o nomic value , 

then c han ges i n th e 1986 Act would no t discourage 

these investors . 

Comp l eted o ffice space in just the firs t three 

months of 1990 was a substantial 1, 800 , 150 square 

fee t. There was only 1 , 729,796 comp l eted in th e 

e ntir e year of 1 989 (Tab l e 6) . ARain, no data i s 

available to tell us if some o f these co mp letion s 

can be contrib u ted t o tho se post p o n ed projects dis -

cussed ea rlie r . Even so , it appears tha t 1 990 wi ll 

show another increase in office space construction 

o v er 1989 . There were onl y three perm i ts i ssued in 

the f irst quarter of 1990 for new office space . 

S t. Lo uis County h as consiste n t l y maintained 

mu ch lo wer vacancy rates t han the national average . 
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I n the third quarter of 1989, St . Lou i s County 

r eached it s highest v acancy rate, 15.8 percent . 

Even at this high r ate , it was still 26 . 1 pe r cen t 

In the f ir s t l ess than the national vacancy rate . 

qua rt er of 1987 the nationa l vacancy rate reached 

its highest poin't of 23 . 9 pe rc ent, bu t St . Lou i s 

Coun ty had a much lower 14.7 pe r cent, 38 . 5 percent 

below th e nationa l average (Table 3 and Graph A). 

The Follma n Properties Office Repor t 19 90 says 

that " the decade of t he eigh ties will l o n g b e re -

membered in St. Lo ui s as a n area of unparalled con -

struction g r owt h and off i ce de v elop me nt througho u t 

t he St . Lo uis metropol itan area " ( F o llma n Properties 

Company 1990 [FPC9 0 ] 5) . The g rowt h a nd development 

d i sc u ssed in this report is vie we d as the result o f 

the "increasing evolut i o n of St . Louis' stron g man-

u fac turing base to serv ic e oriented business ... . " 

(FPC90 5) . 

this 

Th e same r eport says that at the beginning of 

decade , there was a n eed fo r construction due 

to the lack of qualit y offi ce product, and t his need 

"precipitat ed a building boom of unparal l eled 

magnitude that in one decade changed the face of 

St . Louis " (FPC90 2) . Today the " s u rplus inventory 

and higll vacancy ·c a t es have forced investors into 

acquirinc properties a l ready deve l op e d where value 

added opportunities exist " (FPC90 2) . 
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S inc e 1987, construction in St . Louis County 

has slowed down, even though vacancy rates seem to 

have leveled off (Table 6 and Graph D)) . T he office 

market in the county is still considered " sof t" 

even tl!ouch St. Louis Count y has fai r ed much better 

than many parts of th e United States . 

Demand for office space across the nation bas 

fallen, however, new supp ly is not matching the re-

duction a lthough office completions are down sixty 

percent from the boom l eve l of the ear ly eigh ties 

(CBC 1). 1986 was the biggest year for office com-

pletions in the St. Louis County area. Since then , 

supply has fallen 56 . 5 percent, slightly less 

the national average of sixty percent . 

than 

A look at Table 3 and Graph A shows that the 

county of St . Louis has consistently shown much 

lower vacancy rates than the national average . The 

movement of the two graph lines are somewhat oppo -

site for the years pr ior to 1986. St . Louis County 

show a steep increase in 1983, compared to a level 

rate for the nation . Vacancy rates continued to 

rise in St. Louis County through 1984, while the 

nation was experiencin g a slight decline . In 1985, 

the nation's vacancy rates begins to increase, but 

St . Louis County shows a dramatic dec r ease 

vacancy rate. 

in its 
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After 1986, however, vacancy rates for both 

St. Louis County and the nation tend to move in t he 

same directions, but St . Louis County continues to 

to l~e ep its vacancy r a tes way be l ow those fo r the 

nation . Although St . Lou i s County investors were 

seduced somewhat by the profitable-loss l i ne of 

thinking that became popular after 1981, the county 

never experienced the severely over-built conditions 

found in many cites across the nation . 

What could be considered a negative aspect of 

the St. Louis area turns out t o be a godsend to the 

office building market after 1986. It was once 

said that the " nee-industrial " boom in the Midwest 

fai l ed to happ e n for the St . Louis area (CFL 12) . 

"The spirit i s willin g, bu t its pro g ress is weal{ ," 

and although the St . Louis area bas shown sound 

fundamentals, its growth is weak (CFL 12) . 

Th e Ro b er t Fu 1 1 e r R e a 1 Es t at e Re E.£E.! s a y s t 11 a t 

in a marke t tha t grows slowly 
and undramatically, as does 
St . Louis, severe overbuildin c 
is uncommon; deve l opers lack 
the confidence to build ahead 
of dema n d , a trend more typi­
cal for boom markets . (CFL 14) 

Although g rowth in St . Louis County has been steady , 

and construction d u ring the 1980 ' s did increase , it 

cannot be called a boom are a , and beca u se of t h is, 

never attracted thos e over-zealous developers 

Houston and Denver unfo r tunately did . 

that 
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Another aspect of St . Louis County that must 

be considered is the attitudes of those people in -

valved in the lending of funds for office building 

projects . The Follman News says that 

Missouri is the Show-Me State, 
and that is what lenders say 
to St . Louis developers before 
they commit funds for specula ­
tive off i ce development--Show 
me your tenants ! (Follman Prop­
erties Company 1989 [FPC89] 4) 

Those over - zealous developers would find the some-

what conservative attitude of St . Louis lenders to 

be an obstacle when attemp t ing to secure financing 

for office building projects that had little true 

economic value . 

Houston and Dallas are two cities that suffer-

ed creatly from overbuilding , and it is no coinci -

dence that there were also a substantial number of 

savings and loan closings in those areas in the 

last few years . Lenders in those areas bad a more 

adventurous attitude towards lending money for pro-

jects that were highly speculative , and the result 

was vacancy rates as high as twenty- seven percent 

(Squires 50) . St. Louis County never experienced 

this degree of overbui l ding, and those conservative 

lenders deserve some of the credi t. 

Even though St. Lo u is County has faired much 

better than other areas of the nation, the 1986 Tax 
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Reform did have an impact on the office building 

ma1:ket be1:e. At the p1:esent, the 1986 Tax Reform 

Act has shown to have had a negative impact on the 

office building market in St . Lou is County . 

The first area that shows a ne g ative impact is 

in the ma1:ket value of r eal estate investment prop -

e1:ties such as office buildings . Referring again 

to Tables 1 and 2, tbe provisions of the 1986 Act 

have "coll ective ly worked to d ecrease th e value of 

an investment property (Turley Martin 1) . Tur ley 

Martin ' s example shows that an income - producing 

property that sold for $2 1 4 94 ,700 under the o l d tax 

laws, cannot se ll for more than $2.3 mil lion under 

the 1986 laws if it i s to produce the same internal 

rate of return . This represents a decrease in 

value of over seven percent. 

The value of an income - producing property is 

made up of many factors. rt market conditions were 

right, an investor mi ght be willing to pay the full 

$2, 494,700 for the building and simply set tl e for a 

lower internal rate of return . However, when the 

market is e~periencing over-built conditions, it is 

not like l y tha t the investor would be willing to 

pay the full p rice, In e ith e r case, the 1986 Tax 

Act would have produced a negative impact on the 

office market by either lowering value or by lower­

ing the internal rate of return t o its investors. 
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Another a r ea that shows the neBative impact of 

t h e 1986 Tax Act is t h e decrease i n offi c e buildi n g 

construction that has occurred since 1986 . 

at Table 6 and Gra p h D shows that afte r 1986 ' s h i g h 

of 3 , 977 , 8 48 square f eet of completed office space, 

c o nstructed declined , averag i ng 1,579 , 395 

feet f or the years 1987, 1988 , and 19 89 . 

square 

Also, a 

l ook ac ross the bottom of Tables 4 and 7 gives wha t 

percentage of the total existing office space in 

St . Louis Coun t y was co mp l eted in each year . 

Of the 37 , 026,843 square feet of office space 

existing at the c l ose o f 1989, 73 . 4 percent of this 

amount was comp l eted p r ior t o 1986 . Of this 73 . Li 

percent, 34 . 5 pe~cent was completed between 1 981 

a n d 1985 . Nearly one-half of all the office space 

bu i lt i n St . Louis Co unty before 1 986 was completed 

in this short four year period. In 1986, 11 . 5 per -

cent of the total was completed, fo l lowed by 6.5 

percent in 1987 , 3 . 9 percent in 1988, and 4 . 7 per-

c e n t in 1989 . Only 26 . 6 percent of total office 

space exist i nc in St . Louis County was completed in 

the period between 1986 and 1989 . 

A point t h at must be addressed is that some of 

t h e office space completed in 1986 and 1987 were 

actually b egu n prior to 1986, and therefore subj ec t 

to the old tax laws . The 1986 Tax Act pertained to 

only those projects beBun af t er 1986 , so it is more 



Table 7 

SUMMARY OF ST . LOUIS COUNTY OFFICE SPACE BY YEAR OF 
CO N ST RU CT I O N A ND ARE A l 9 8 6 T !IR U 1 9 8 9 

(In sq uare feet) 

1986 

8l1S , 130 

1986 

575,566 

1987 

723,865 

1987 

321,532 

NORTH AREA 

1988 

SOUTII AREA 

1988 

280,252 

WEST AREA 

1986 198 7 1988 

2 , 090,590 1,340 , 999 59 1 ,572 

1986 

764,760 

1987 

32,231 

CENTRAL AR EA 

1988 

135,150 

TOTALS 

1989 

212,596 

19 89 

133,310 

1989 

955,780 

19 89 

428,110 

1986 1987 1988 1989 

4 , 276,046 2 , 418,627 1 , 453,464 1 ,729,796 

1 1 . 5% 6 . 5% 3 . 9% 4 . 7% 

Total 
!f~.L~.!!~.!i. 

7,591 , 861 

To ta l 

~~! ~.!!~§. 

4 , 770 , 590 

Total 
Existing 

17,495,591 

Total 

.t~.i:~!2:~ 

7,168,801 

Tot a l 
Existing 

100% 

(The above ficures we re taken fr o m th e Office Space 
Inventory Reports from years 19 86 , 198 7, 1988, and 
1 989 published by th e St . Lou i s County Departmen t 
of P lanning . ) 
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than probable t hat some of the office buildings 

completed in 1986 and 1987 were subject to the more 

lucrative provisions of the old tax laws . As can be 

seen in Table 7, the percentage of total office 

space completed in 1986 was 11.5 percent, but drops 

sharp ly in 198 7 and 1988, and reflects th e negative 

impact of the 1986 Tax Reform Act on the amount of 

office space completed. 

So faced with soaring vacancy rate s , big l osses 

in tax revenue fr om real estate shelter deals, and 

conditions of severe over-buildin g in many cities 

across the United States, the government stepped in 

to halt the dangerous trend in real estate that was 

snowballinG across th e nation . 

The intent o f the 1986 Tax Reform Act was to 

reduce r eturns on commercial 

reducing the market va lu es 

properties, therefore 

of these properties, 

which ultimately eliminated " most investments that 

were principally tax oriented with littl e or no 

tru e economic benefits" (Snyder 15 ). In short, the 

Tax Reform Act of 1986 was meant to have a negative 

estate inves t ments , and impact on commercial real 

was successful in doing so. It is no surprise then 

that investments in office buildings in St. Louis 

County have suffered as a result of 

Reform Act . 

the 19 86 Tax 



Summary 
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Summary 

Congress sent a clear messaee t o those in the 

real estate market via the 1986 Tax Act to become 

l ess shelter-oriented and more prof i t - oriented for 

their own sake, as well as that of tbe economy . 

To discourage investments i n real estate projects 

that were principally tax-oriented with little or 

no true economic benefits , tax laws were changed 

so that returns on commercia l properties were sig­

nificantly reduced, and market va lues of such pro­

perties were also red uce d . 

The neGative impact of the 1986 Tax Act is 

seen by reduced investment in new office product , 

and l ower market values for these projects. In 

the Turley Martin spreadsheet analysis introduced 

in Chapter Two (Tables 1 and 2), market value of a 

particular investment in a commercial property was 

r educed by seven percent under the provisions of 

the 1986 Act. Since 1986, new supply of office 

space in St. Lo ui s Cou nt y is down by 56 . 5 percent, 

and the nationa l average is down by sixty percent. 

The 1986 Tax Act succeeded in greatly curtailing 

tax-driven investments in commercial real estate . 

For this short period between 1986 and 1989, 

and based on the two factors of reduced market 

values and reduced construction, the 1986 Tax Act 



87 

produced a negative effect on the office building 

market in St . Louis County . llowever, tbis conc lu-

s i on deserves further comment. 

This paper discussed bow St . Louis County did 

not experience tbe ext remely h i gh vacancy rates as 

seen i n other areas of the United States . Several 

reasons were cited for this, including the conser­

vative nat ure of l e n de rs in Missouri, and the lack 

of a real boom in the St . Louis Metropolitan are a . 

Also, investors were b ui ld in g a majority of office 

buildine projects in the Wes t Area of St . Louis 

County, an area with a good potential for growth . 

Althoui;h data comparing changes in vacancy 

rates to completions of office space indicated 

that decisions to build were at least partial ly 

based on tax policy and not comp l etely on de mand, 

the cond i tions of severe over -building found in 

many areas of the Un it ed States did not occur here. 

It cannot be said, however, tha t these conditions 

would not have occurred here i f the 1986 Tax Act 

had not been passed . 

Vacancy rates in S t. Louis County we nt up to 

percent by the close of 1986 , and although 

building declined, vacancy rates hovered between 

and 15.8 percent between 1987 and 1 990. The 

high vacancy rate signified a decrease i n demand 

for office space . If the 1 986 Tax Reform Act had 
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not happened vacancy rates may very well have gone 

as high the national average because of possible 

cha n ges down the road for St . Louis County . 

In Chapter four a discussion of population 

trends in St . Louis County was given . First, the 

city of St . Louis found its tax base dwindling due 

to companies movinG into the county . One - fourth 

of the city ' s housing stock had been abandoned or 

demolished by 1981 . Large businesses and corpora -

tions fo und St . Louis County mo r e desirable since 

housing was readily ava il able t o the ir e mpl oy ees . 

llowever, there is one thing on 

could turn this trend around. 

the horizon that 

A good location and adequate housing, while 

a lwa ys imp ortant, will be less critical with the 

arrival of the Metro Link . The Metro Link will 

carry workers from the county into the city , and 

will eliminate parking and traffic problems that 

had been deterrents to working in t h e city in the 

past . For this reason many developers feel that 

downtown St . Lou is i s a sleepe r marke t and that as 

the light r ail begins to service more areas in the 

cou n ty, do wnt own will onc e aaa in draw those 

corporations back into the city . 

large 

Another reason t hat St . Louis County could 

lose business to the city is that righ t now there 

is an overabundance of office space imm ed i ately 
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ava il ab l e for l ease in the c i ty. At the end of 

1989, office vacancy rates in St . Louis City stood 

at 23 . 7 percent . Because of this rate of 

vacancy , concessions are being made to tenants, 

and there are some very good deals availab l e to 

renters. This is important since there wil l not 

be the financing that was available in the ' 70 ' s 

and ' 80 ' s when bankers worked hard to put dea l s 

to13ethe r . 

bu i ldings 

It i s the people 

finan c ed d u ring 

that now own those 

tha t ti me who wi ll be 

wo r k i ng hard to pu t together deals . 

Paired with the Metro Linl{, bus i nesses that 

ar e present l y l ocated in the county may find much 

g r eener pastures downtown . Th i s is certain l y an 

issue for t hose businesses wishing to expand . Due 

to t he huge amount of office buildi n g const ruction 

in the West Area in recent years, there now exists 

t he prob l em of a l ack of available land for expan-

s i on . However, there i s plenty of office space 

read ily available to businesses and corporations 

wishing to re l ocate and expand in the city . 

Besides the light rai l system, St . Louis also 

i n cl u des t h e possibi l ity of the domed stadium, not 

to ment i on existing assets such as t he convention 

cen t er, the arena, Union Station and the St . Louis 

Centre . These things are being "hyped" by market -

ing teams hired by the city to promote this area . 
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Also, the Regional Commerce and Growth Association 

has been promoting the city of St. Louis with its 

" Sold On St. Louis" campaicn . The mayor , as well 

as other city manaRers are striv in g to keep 

tenants happy. 

their 

With all these factors loominG on St . Loui s 

Co unty ' s hori zon, the decrease in construction of 

new office p r oduct attributed to th e 1986 Tax Act 

cou ld possibly end up having a positive effec t on 

the St . Loui s County office market . If the 1986 

Tax Reform Act bad not been passed, and investors 

continued to build office space based on tax-driven 

motives, then St. Louis County would be headed for 

real trouble if these predictions come true. 

Vacancy rates have leveled off in St. Louis 

County since the 1986 Tax Reform Act was put in to 

affect, and this is a positive aspect . Construe-

tion is down dra matic a ll y , and this is a reason 

why the 1986 Act is current l y viewed in a negative 

light, However , tllis view could change down the 

road if St . Louis City does come back to lif e as 

predicted above . Investors in St . Louis County ' s 

office market may someday be t hankfu l for the 1986 

Tax Reform Act which succeeded in dampening 

desire to build more office space . 

their 
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