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I. Proposed Project 

 

A. Description 
Crescent desires to acquire a tract of land in the Washington, D.C. metropolitan area 
consisting of approximately 340 acres known as Potomac Yard.  Strategically located at the 
entrance to Reagan National Airport, adjacent to the Crystal City commercial hub and historic 
Alexandria, Virginia, Potomac Yard represents a unique opportunity for Crescent to establish 
a significant presence in one of the most dynamic real estate markets in the United States.  
With permitted uses including 4.7 million square feet of office, 2,727 units of multi-family 
residential, 235,000 square feet of retail and 1,250 hotel rooms, the project will provide 
development opportunities for multiple disciplines within Crescent’s fields of expertise. 
 
Historically, Potomac Yard served as a major rail corridor connecting the Washington area to 
points south and west, last actively used by the RF&P railroad.   More recently, the rail lines 
(including the Metro public transportation rail servicing the D.C. area) were relocated to one 
edge of the property.  An investment group led by Lazard Freres acquired the real estate 
holdings (under the name of Commonwealth Atlantic Properties, or “CAP”) and has spent the 
past seven years repositioning the property to allow for a large mixed-use urban in-fill 
development.  CAP’s efforts have focused on zoning and entitlement approvals in the public 
arena and remediation of some environmental conditions affecting the site.  Additionally, 
CAP developed a 589,000 square foot retail center on a portion of the site, which CAP will 
retain pursuant to the proposed transaction subject to an option to purchase and a right of first 
offer in favor of Crescent exercisable in the future. 
 
Two separate jurisdictions, Arlington County and the City of Alexandria, Virginia, control 
entitlements for the respective portions of the site, with a mixture of uses contemplated in 
each jurisdiction.  Crescent’s development plan contemplates commencing as soon as possible 
with high rise office development (mixed with ground level retail) in Arlington compatible 
with the surrounding existing development.  We would work our way south towards 
Alexandria, where we would commence with a town center style development consistent with 
“Old Town” Alexandria. 
 
The development concept envisions an urban village destination, or a new town within the 
city.  Extensive urban development guidelines have evolved from the lengthy entitlement 
approval process involving significant input from all the local stakeholders.  The result is a 
plan which has garnered support from elected officials, the public planning staff, and public 
groups committed to “Smart Growth” and urban redevelopment such as the Sierra Club and 
the EPA. 

 

B. Cost and Financing 

The negotiated purchase price for the land is $122,800,000, which includes our advisor fees.  
Together with other due diligence, environmental insurance and initial capital costs 
aggregating approximately $5,000,000, we are seeking authorization for initial capital 
expenditures of $127,800,000.  We propose to fund the land acquisition with proceeds from 
qualified section 1031 tax-deferred exchange transactions to the extent possible.  We do not 
envision utilizing debt to finance the land acquisition or future land development. 
 
Our financial analysis of the project (discussed in greater detail under “Quantifiable Benefits” 
below) reflects an absorption scenario from a land developer’s point of view.  We have 
estimated future infrastructure and other capital costs required to make sites available for their 
intended final use based on the entitled development program.  Our infrastructure estimate in 
current dollars is approximately $70 million, inclusive of the $5 million referenced above.  
However, infrastructure may be phased as economics and market conditions allow, so we plan 



to seek separate authorization for future capital requirements on a phased basis as we develop 
the project. 
 
Cash inflows, EBIT and taxes in our land development model represent the potential results 
from selling off lots over time to outside “vertical” developers.  We have done this for 
modeling purposes, but with limited exceptions, we have no current intentions to actually sell 
tracts to other developers.  Lot values are predicated on analyses of comparable sales and our 
own economic analysis of potential building projects, the economics of which are driven by 
construction costs, market rents and operating expenses for the anticipated vertical projects.  
However, with some exceptions, our intent is to develop the vertical projects internally, so 
there would be no EBIT generated, nor taxes payable due to placing lots into production.  
Generally, the value of a lot will serve as the equity for a vertical improvement project, with 
most of the other development costs financeable with construction or project loans.  We plan 
to seek authorization for future development projects on a phased basis as we implement the 
vertical development program.  Finished vertical development project sales will ultimately 
generate the recognition of EBIT and the taxable event for GAAP purposes. 
 
As noted in the project description above, CAP will retain ownership of the 589,000 square 
foot retail center situated in the Alexandria portion of the property.  Despite the success of the 
center, we believe the site to be developed at less than its full long-term potential.  Further, 
with our anticipated development program contiguous with the center, we will be creating 
additional value.  Therefore, we negotiated an option to purchase the center coupled with a 
right of first offer to purchase.  For CAP’s internal tax reasons, they likely will not want to 
sell the center prior to January 1, 2004.  The right of first offer assures us that when CAP is 
ready to sell, we will have the first opportunity to purchase the center based on its future 
market value.  The option to purchase the center for $94 million sets a ceiling on the value for 
which we may acquire it.  Therefore, we may seek authority in the future for capital to acquire 
the retail center, but we have no obligations to do so now or in the future. 
 

 

II. Strategic Implications 

Potomac Yard presents Crescent several strategic opportunities: (1) a major entry into one of 
the most dynamic real estate markets in the country, (2) participation in a new product type: 
mixed-use urban in-fill, and (3) the ability to leverage existing expertise across multiple 
product lines as we penetrate this new geographic market and product type. 
 
The Washington, D.C. metro area serves as the hub for the vibrant mid-Atlantic region.  From 
a base in this metro area, we expect to have opportunities to grow throughout the region.  
Current market conditions in the metro area include some of the lowest vacancies, the highest 
rents and the highest growth rates the area has experienced.  The region has diversified its 
economic base so that the drivers include not just the federal government, but also many high 
growth technology firms in the telecommunications and other service industries.  Crescent 
previously acquired a 100-acre suburban office tract called Westfields, which we anticipate 
developing in a manner consistent with the style of other successful developments around the 
Southeast such as Coliseum Centre in Charlotte, N.C.  Crescent’s staff in the D.C. market 
currently consists of one senior executive experienced in the Washington market who will 
oversee the commercial activities in the region. 
 
As traffic and growth management issues receive a higher profile in urban regions around the 
country, demand for dense, mixed-use urban in-fill type of projects is expected to increase.  
Communities increasingly embrace so-called “smart-growth” initiatives to address citizens’ 
concerns about congestion and perceived urban sprawl.  Considering Potomac Yard’s 
proximity to the airport, major roads and public transportation, its reuse of an under-utilized, 
close-in former industrial site, and the extensive public input involved in the entitlement 
approval process, the project will be held out as a model for progressive development 
philosophy on a significant scale.  Crescent will have the opportunity to capitalize on inter-
disciplinary synergies as we bring to bear existing expertise in the commercial, retail and 
multi-family divisions. 

 



III. Quantifiable Benefits 

 

We have provided a standard cash flow projection outlining certain expected development 
results (see attached).  Again, this model does not include the costs or returns from developing 
and selling any of the buildings to be located on the site.  Rather, it does include the 
infrastructure development and the projected gain on hypothetical sales of sites to outside 
developers at market prices.  Corporate Finance has established that the appropriate base 
hurdle rate for real estate projects is 9.25%. The anticipated after-tax IRR for this project is 
9.9% unleveraged.  As noted above, this yield would result from selling off the project in 
parcels over time to outside developers.  However, consistent with our traditional business 
strategy, we plan to develop a substantial portion internally.  Supplemented with timely 
investment of capital in the future and the prudent use of leverage to develop buildings on the 
sites, we expect to generate significantly greater EBIT and after-tax yields over the total 
project life. 

 
  
IV. Potential Risks and Appropriate Mitigation 

 

A. Market Risk:  Our most likely case model assumes relative equilibrium in the supply and demand 
dynamics of the markets for real estate and capital over the life of the project.  Anticipating that 
there may be one or two periods of general economic softening over the life (with corresponding 
fluctuations in real estate demand and capital availability and pricing), we have assumed a 
relatively modest average annual growth rate in prices of 3%, and an absorption rate that captures 
a modest portion of the current pace.  We could mitigate the effect of a general market slowdown 
by appropriately phasing the deployment of incremental capital for future  infrastructure as well as 
vertical development projects based on prevailing market conditions.   We have evaluated 
sensitivity to the key assumptions in our model as described below.  

B. Litigation Risk: An established competing local developer, the Charles E. Smith Company, has 
filed claims against CAP and the United States Department of Interior. The claim relates to an 
exchange of rights CAP had to construct an interchange on the nearby George Washington 
Parkway for a release of an indenture encumbering the South Tract of Arlington parcel which 
limited the development potential of that tract.  Our outside legal counsel (Cadwalader, 
Wickersham & Taft) has reviewed the claims and believes Smith is “unlikely to prevail in its 
lawsuit to thwart Potomac Yard.”  In addition, Duke’s internal litigation counsel has reviewed 
documentation related to the suit.  Despite the suit, portions of Arlington South Tract are 
unaffected by the indenture, and the proposed Arlington PDSP (see Entitlement Issues below) 
specifically provides that these portions may be developed immediately in accordance with the 
anticipated Final Site Plan in spite of the unresolved litigation.  We believe the primary risk 
related to the litigation would be potential delays of portions of the Arlington development plan.  
However, in the unlikely event Smith prevails, development potential would revert to the existing 
“by right” entitlements.  Our sensitivity analysis discussed below suggests that the end result of 
this scenario would not be a loss of capital, but rather a reduction in the anticipated yield. 

C. Entitlement Issues:  The Alexandria portion of the property received entitlement approval on 
September 8, 1999, when the City Council approved a revised Potomac Yard Coordinated 
Development Plan (CDP) and a Conceptual Development Plan.  Due to the detailed nature of the 
Conceptual Development Plan and the accompanying Urban Design Guidelines, we expect to 
readily obtain necessary approvals and building permits as long as the requests are “in substantial 
accordance” with these documents. 

Final approval of the “Arlington South Tract Conditions to Planned Development Site Plan” 
(PDSP) by the Arlington Board of Supervisors is a condition of closing. We anticipate a vote for 
the Arlington entitlements on October 21, 2000.  CAP currently owns additional acreage in 
Arlington referred to as the AIA tract.  The entitlement plan under consideration with Arlington 
contemplates a transfer of density to the South Tract (which Crescent anticipates developing) in 
exchange for transfer of title to the AIA tract to Arlington to be used for a park or other public 
purposes.  However, consummation of this arrangement will likely be delayed by the pending 
litigation discussed above.  Crescent would take title to the AIA tract upon closing and would 



consummate the transfer upon successful resolution of the litigation.  Mitigating this risk is the 
fact that portions of the South Tract could be developed immediately consistent with the PDSP 
and unaffected by the Smith litigation.  Secondly, as discussed above, in the unlikely event Smith 
prevails, development potential would revert to existing “by right” entitlements including the AIA 
tract. 

D. Environmental Risks:  Potomac Yard is a former Superfund site which has been extensively 
studied, monitored, and remediated with involvement and oversight by the federal EPA and the 
Virginia Department of Environmental Quality (VDEQ).  In addition, experts from Duke Energy’s 
environmental teams have participated in the review of the environmental conditions in 
conjunction with our own outside consultants.  CAP recently completed a major remediation effort 
in the Central Operations Area, and a “no further action” letter was received October 18, 2000.  
Impacted soil remaining on site will be removed off-site prior to foundation construction or 
capped and sealed by impervious materials on-site to the extent allowable under the existing 
regulations.  Impacted ground water in the Central Operations Area will be managed in 
accordance with VDEQ regulations.  Crescent is investigating the purchase of environmental cost 
cap insurance from AIG which would be assignable to subsequent purchasers of completed 
projects. 

E. Infrastructure Risk:  The Alexandria portion of Potomac Yard, particularly the “Town Center,” 
will require significant horizontal infrastructure prior to commencement of the first vertical 
development.  Part of the infrastructure required for Alexandria is a 24-inch sanitary sewer trunk 
line to be run approximately one mile under the densely developed areas of Alexandria.  This 
trunk line will be dug using lasers in a micro-tunnel, a new technology for Crescent but not 
unusual for Duke Energy. 

F. Development Team Risk:  At this time, Crescent has one employee committed to the Washington, 
D.C. area and Potomac Yard.  The complexity of the Potomac Yard development will require 
numerous professionals working together as an interdisciplinary team.  In addition to hiring 
additional in house expertise, we should be able to draw on the resources of the Crescent corporate 
staff.  On an interim basis, key employees of CAP have agreed to continue their involvement with 
Potomac Yard after closing as part-time consultants to Crescent.  Also, CAP’s major outside 
professional consultants have agreed to continue their involvement after closing. 

G. Sensitivity:  The following graph illustrates the sensitivity of the project yield to several of the key 
input assumptions: 

Potomac Yard Sensitivity Analysis

After-tax Internal Rates of Return

Commence Absorption +/- 2 years

Value Growth +/- 3 points

Lot Prices +/- 10%

Absorption Period +/- 1 year

Infrastructure +/- 10%

Most Likely Case

 

9.88% 

10.30% 

10.36% 

11.37% 

12.10% 

12.25% 

9.45% 

9.17% 

8.18% 

7.74% 

7.56% 



In addition, we have run scenarios which evaluate combinations of variations in several of the input 
assumptions to consider a optimistic, pessimistic and worst case assuming loss of the Smith litigation 
resulting in a revised development plan based on “by right” entitlements: 

Case After-tax IRR 

Optimistic:  Combination of higher range of estimated 
lot prices coupled with 5% growth rates 

12.35% 

Pessimistic: Combination of lower range of estimated 
lot prices coupled with no growth in prices 

6.04% 

Lose Smith litigation, resort to development based on 
“by right” entitlements after extended delay 

7.24% 

 

 

 

V. Other Corporate Support Groups 

 

There are no unusual tax or financial issues expected from this project which would require input 
from other corporate support groups.   We expect no undertakings from Business Unit Finance to 
provide specific financing.  We have drawn on the expertise of our in-house environmental experts 
and would look for support in the execution of the sanitary sewer micro-tunnel facility.  We have 
also sought the support of in-house litigation counsel to review the pending litigation. 
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