BECOMING EVERGREEN

The Full-Service Real Estate Company of the 1990s

Christopher B. Leinberger

eal estate development companies have always

been deal driven and project oriented. Devel-

opment, particularly in the 1980s, was a swash-
buckling enterprise. And it was where the real fun
was to be had while adding the most value, Real estate’s
other aspects, such as acquisitions, property manage-
ment, leasing, consulting, and appraisal, were con-
sidered secondary and often left to nondevelopment
firms to carry out.

This view of development is changiug. Development
firms are evolving into real estate companies that will
* invest in and improve existing assets,
¢ manage assets on a large scale,

s provide fee services that do not invelve capital risk,

* dispose of assets when appropriate, and

* develop new assets only when marke: conditions
are right.

This broadening of the development business re-
calls Theodore Levitt's “Marketing Myopia” in the
September 1975 Harvard Business Review, one of the
most widely reprinted HBR articles. Its premise was
that many companies too narrowly define the busi-
ness they are in,

As an example, Levitt discussed railroad executives
who thought they were in the railroad business,
when in fact they were in the transportation (not
to mention real estate) husiness, competing with
barges, pipelines, trucks, and airlines. These execu-
tives {or their successors) realized the ervor in their
thinking only after they had run their companies
into the ground.

As development company executives survey the
wreckage of the current downuurn, many are revising
their strategies. Some of the most prominent devel-
opers in the United States no longer view their com-
panies as being strictly in the development business.
They are, more broadly, in the real estate business.

Goodbye, Easy Street

When times were good in development (such as
the mid- to late 1930s and the late 1970s), there

a great deal of money to be made. Barriers to entry
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into the business were low--developers had little
need to provide significant equity in deals, their
partners did not c?mphnsizc strong track records
over a long period of ime, and government approv-
als were relatvely easy to come by,

Development companies raised money from an
array of institutions—insurance companies, hanks,
S&Ls, pension funds, foreign investors, credit corpo-
rations, ang others—that came into and went out of
the picture at various times,

The constantly changing lending and joint venture
officers of these institutions were many times inex-
perienced and naive. They failed to require of devel-
opers a track record that extended over a full real
estate cycle. Superficialities sufficed—a glossy bro-
chure, a wood-paneled oflice, a {lensed) luxury car.
(Thus, the reputatien for being flashy but tlaky that
developers acquired, often deservedly.)

However, the days when developers could abtain
money easilv for a superlicial proposal package are
probably over, even when (_levelopment opporturi-
ties and credit reemerge. Why? First, the real estate
downtn ajready has created severe distress in the
financial comimunity. As the most cychcal of indus-
tries, real estate has been through many downturns,
each producing some pain for equity and debt in-
vestors. But in the past when development opportu-
nities resurfaced, investors new and old rushed back
in with lending policies not much changed from those
that had gotten them into trouble.

This time, however, poorly performing real estate
has made a major contribution to the collapse of
much of the S&L industry, currently threatens com-
mercial banking, has provided foreign investors with
a long string of losses, and is attracting financial
storm clouds over the huge insurance industiy and
industrial credit corporations.

The substantial property loan writedowns that led
many institutions o the brink of extinction will im-
prove institutional memeory. Loan policies, once the
credit crunch is over, will be tightened significantly
for the foreseenhle future. Also, new federal regula-
tions already in place and probable future federal



legislation will mitigate the “Have Money, Must Lend”
approach of the delinous recent past,

When credit is available again, equity requirements
will be in the 20 to 40 percent range. The day of the
110 percent loan is over, probably forever. The in-
creased equity requirement will signif'lcnn tly raise
this barrier of entry into development and property
acquisition. Plavers will be limited to companies with
institutional or other deep-pocket equity connections.

Second, real estate companies will need more than
cash to operate in tomorrow’s changed environment.
Speciﬁcmllv they will need a reputation for deliver-
ing on their commitments, & name that carries an
implied promise of quality and commitments fulfilled
at nearly anv cost to the company. In other words,
real estate companies will need

niakes the strategic change to thinking and acting
like @ real estate company will need 1o modify 1ts
structure and focus. Some of the shifts that proba-
blv will be required are described in the following
SCCLIONS.

Fee Orientation

A developiment company has two options for
weathering the inevitable downside of real estate
cycles: sufficient equity to hold the organization and
p(::[‘[fc')iiu together or strong aperaling service busi-
nesses that provide fec income in bad tmes as weli
as good. Few compantes have sufficient cquity, and
those that do may not wish to invest it in excess de-

velopiment mp’lcn\ Thercfore,

both conswmer/regulator and
financial/investor “franchises.”
Consumer product companies,
such as Proctor & Gamble and
Kellogg's, have recognized the
importance of their “franchise”
with the public, and have gone so

TIMES AS WELL

[THE] GOAL IS TO BECOME
“EVERGREEN"-T0 MAKE
MONEY TN BAD DEVELOPMEN
AS GOOD ONES,

for most companies, the only
option is to become pro\-‘ide:'s
of property management, forfee
(1(?\'(*]()})11](‘11[. asset n'mnngemenl.
T and other services.
The existing real esiate asset
hase in speculative huilding in

fee

far as to put the dollar value of
their product names on the bal-
ance sheet. The financial /investor “franchise™ of
mast siccessful companies gives them ready access
1o low-cost commercial paper for debt and the pub-
lic market for equity.

A consumer “franchise” has become critical to
winning public approval for a projectin an increas-
ingly growth-controlled world. More and more, only
“white hat” firms will obtain the nght to develop new
pr ()J(’( ts, reaping the rewards of developing and own-
mg in a supply-managed environment. A financial

“franchise” among sources of project {inancing will
become crucinl once the credit crunch is over. And
an investor “franchise” mav be critical to attracting
equity to the real estate company as a whole.

Becoming Evergreen

Trammell Crow Company isin the vanguard of
the transition from a primarily dcvelopmm1[.{)1‘1011[6(]
to a fullservice real estate company. Its goal is Lo be-
comne “c‘vergrecn”—m make money in bad develop-
ment tmes as well as good ones, Thl‘i will mean rea-
sonably predictable furure earnings. (Note: Trapimell
Crow Compaxu is connected with Trammell Crow
Residenual in name only: the two companies have
no marketing or management affiliation. )

To be in the real estate business, as contrasted with
the development business, is to incorporate a core
of service businessés that will provide positive cash
flow and earnings during all phases of the roller-conster
real estate cycle. The development company that

the United States takes constant
nmanagenent, maintenance, and
I’(“I‘)lill*.
ate huge revenues. Unfortunately, maost real esiate de-
velopment companies make no serious attempt to
capture these revenues.

This veality vffers the Gpportunity to gener-

For example, the Dallas speculative mduserial mar-
ket contains 304 inillion squave {fect of space, 11.4
puccm of which was vacant i 1990, This inventory
is warth, at $50 a square foot, $15 billion. Conserva-
tively calculating that every vear an cquiva]en[ of 10
percent of the asset base must be spent for such ser-
vices as leasing, management, raof repair, and ten-
ant improvements. there are $1.5 billion in annual
revennes available to service providers 1z this market.
I contrast, during hoom development years the
inventory will grow by about 10 percent, or 50 mitlion
square feer, with a vidue of §1.5 billion, the same as
Adinittedly, develop-
menl reveniIes are more prof fitable than services
Cbut thiat has not meant much in Dallas
over the past few years, when next to nothing has

the annual services revenues.
1eVenues

been built.

Many developers consider fee businesses merely a
port in the stormn These businesses are, in {act, highly
competitive and price sensitive; few pr()\’iders have
established names and specialiies that allow them
to demand price preminms. Therefore, the key to
profh:ll)%lit}' in fee services lics in efficiency and Tow-
cost operations, which are not the hallmark of the
development indusuy,

Fee-service bhusinesses can achieve higher profir
miargins only through stremnlining systems, standardiz-
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ing procodm‘:’s, and gr satly incrensing velumes to
spread fixed overhead costs. The servieing of home
loans represents the best example of a real estate fee
pusiness that has learned how to make money. Its
cost/revenue ratios drop dramatically ar certain
volume levels, And the volume levels necessary 1o
achieve these savings are well known. In fact, mort-

gage scrvicing contracts are actually bought and sold
because of their reliable cash flow and the possibil-
ity of lower operating costs for the acquinng firm
resulting from cconomies of scale.

Among the former developers tuned real estate
companies that have made or are making the transi-
tion to profirable fee businesses are many companies
that survived the prolonged Texas downturn.

Transwestern Property Company wern frenn being
a nearly bankrupt, overextended office and indus-
trial developer in the mid-1980s to one of the larg-
est managers ol Income property in Texas and one
of the top 30 asset management companies in the
United States todav. The company has learned how
to manage, efficiendy and prefitably, over 30 mil-
lion sguare teet of space.

Trammell Crow Company, with over 230 million
square feet in its portfolie of owned and managed
property, is the largest 1S, asset management firm.
It has recenty reorganized to reflect the importance
of this aspect of its business. The operating efficiency
of this fee business is a MAjOr reason for the (:c'nnpzmy’s
return to profitability after a couple of vears of losses
in the late T980s.

Achieving imereased efficiency and cost control in
real estate fee businesses has only recently received
the attention it needs. And the abilitv of firms to
achieve a critical mass of business depends on con-
solidation of the asset management industry, which
will take a muunher of vears to achieve. But the re-
sult will be a complete vrestructuring of the industry
in the 19G0s,

National/Local Capabilities

The geographically dispersed organization of most
major development {irms is based on a fact of life,
namely that real estate is a local business. This will
not change. However, a real estate firm’s ability 1o
deliver locally in a competitive and costetfective
manner will come to depend more and more on
its national {and internatonal) abilities in finance,
marketing, and asset management.

Natonal/intermanonal finaneial capability is needed
for raising debt and equity. One person or depart-
ment in a real estare firm must act as the single point
of contact in the company™s dealings with the large
financial institutions—like Prudential, Teachers. and
Citicorp—thar will probably increase their dominance
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of the mdastry tn the 1990, That Person or (.

‘ ‘ part-
ment will have to have asingle cory

L FOTALe SLoYy Lo
tell, astonry based on prediciable COIpor ’

] - ate earnings
and commitment on the part ot all the | N

. ocal ()[)61'?}
tions o everall company goals,

Tolease office, ndusuial. or retail space, rey| estate
companics must develop better working relatio,.
ships with corporite real estate managers aned {omil-
larity with thenr corporate culture and procedyres.
Natlonalimnternational nuu k(jling capabilities will
provide a real estate company 2 decided competitiyve
advantage in the corporate user marker,

Markerting to hirge corporate users goes bevand
lewsing. Large public companies are (:cnn‘nliz;h ;
contrels and stndardizing procedurcs for their real
e _ Allons s
“outsoun Clyg —CONiractng (o (_lu[.sid(_‘rs——ho“m

estate operations. The big trend in Corpor
. ' - or all
of these real estate tunctions, ()ulsoux‘cing will be-
come a kuge new fee and development reven .
source for real estite companies,

The consolidation of real estate wownership by fi-
nanical msttarions 1s pl'npﬁlling real estare ;

‘ 7 § . compa-
nies to develop nutonal/international cap

7 abilitjes
rasset manngement services. Inereasingly sophisti-
cated nnuagement lc(‘lmiqucs for pProperty portfolios
and assets are putting the emphasis on unifory stan-
dards ot management and reparting, wherever and
whatever the property.

Firms with national/international finamcial, yar-
kening, and asset managersent capabilities thiy are
able to combine these capabilities with {ocal market
knowledes and tadent will be the low-cost producers
of services and projects. But they must nevey loraet
thit real estate s lundamentally @ lacal })LlSilleiS.O

From Pﬂrtnership to Corporation

Tranmell Crow mtroduced the pm't['l(?rship ap-
proach to real estate development 30 vears ago for
the compensation of emplovees. The iden (';'nig‘m
W Lo com-
pensate emplovees of development companies

on. Partnership has been the preferred w
ever
since. But earlier this vear Trammell Crow C‘“Tlpfln\-‘
switched to a corporate form of OrgAnIZalion, 3 sym-
balically significant move. Other developumnr co}m-
panes making the strategic change o bc(‘.oming
estate conmpantes probablv will follow suir,
The 1986 Tax Act did away with most of the 14y
reasons to offer project partnership interests 1o ey
plovees, In the wake of the Som'ing of manv deais. a
growing number of emplovees have begurf[o 51“.’
away from partnership strucoares sinee the

real

W personal
Liabiliey is not limuted. Furthermore, parmerships

are admmistrarvely burdenscine. Even small
opment firms with relativelv few deals find o
the tremendous cost and complexity of tax

devel-
erous
account-



ing and investor reporting for separate projects. And
the “exit strategy” when an employee leaves the com-
pany is always troublesome.

Additionally, real estate companies are now con-
sidering a shift to a corpoerate legal structure to hold
company-owned project interests. In the future, eq-
uity will have 1o be retained at the corporate level
to bolster the balance sheet, so that an arrangement
whereby projects are owned bv a series of unrelated
partnerships may no langer be appropriate.

Finally, a corporation rather than a partnership is
the best vehicle for providing the fee services that
companies need to offer to sustain a positive and
growing earnings record. Real estate companies will
find that the corporate form provides a foundation
on which they can build evergreen
service businesses while it also cre-

equity needs of the ;1(‘quircd companics. Matsushita
paid 365.59 hillion--566 per share, 25 times earnings—
for MCA, the equivalent of @ -t percent cap rate in
real estate terms. While Matsushita did Acqun

some
real assets—the Universal Picrures film library and
theme park. for example—it was most interested 1n
acquiring the reasonably predictable future deal-
making ability of MCA's movie business.

To create corporate, as contrasted with project,
value, real estate firns need to establish a predicrable
ff:lrnings strearn af the company level and jusify

he future growth potential of that earnings stream.

ul[r"”llb De \clupm('n[ the former subsidiary of the
Atchison Topeka & Santa Fe Railroad), for example
bias raised capital ar the corporate lc\-el from iarge
mvestors, including the railroad
itself, CalPERS (California State

ates an asset base and a strong bal
ance sheet for financing purposes.

NENT DEVELOPERS IN

Company Investment Value

Development companies have
traditonally had very listle inher-
ent corporate value. It is virtually
impossible to value Lincoln Prop-
erties, The Galbreath Company,
or Maguire Thomas Partners: maost

THIE REAL ES

SOME OF THE MOST PROAMI-

UNITED STATES NO LONGER
VIEW THEIR COMPANIES
BEING STRICITY IN THI
OPMENT BUSINESS [BUT|IN
TATE

Emplovees Pension Fund), and
Olvmpia & York, as well as the
lmi)hc mazl«et Its investors look
to the overall performance of the
company rather than to mdivid-
ual projects for their remurns.

A real estate company with a
reasonably predictable earnings
stream could be valued at six to
20 rimes carnings. This would

THE

DIEVET -

BUSINESS.

or all of their assets are held in
partnerships outside the compuny
very little “going concern”

However, it is probable that rea! estate companies
will have ()115(‘)i11g C()l‘pur’l[(—' value, calculated as a
multiple of earnings, assuming those earnings are
reasonably predictable. A focus on corporate valua-
uern, Id[llt_‘l than on project valuations, is a signifi-
cant (lep"u[u:c from the approach of development
companies in the 1930s.

, and they have
value.

Investment banking firms and entertainment
companies were in the same boat 30 years ago. Like
development companies today. investunent banks
(Salomon Brothers, Shearson, Kidder Peabody) and
movie and television companies (MCA, Columbia
Pictures, Warner Brothers) were project oriented.
As they said in Hollvwood,
vour last movie.”

“You're only as good as

But firms in these businesses in the 1970s and 1980s
nceded to raise large sums of equity capital 1o remain
competitive, Rather than being deal makers using
other people’s money, they became major investors
m their own corporate overhead and projects.

A few firms, like Disney and Merrill Lyneh, devel-
opud their equity internally. Most others, like Shearson,
Kidder Peabody, MCA, and Warner Brothers, were
acquired by huge conglomerates that paid healthy
multiples of earnings for the right to fund the future
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make selling shares, either pub-

lichv or privately, possible and

would provide a source of equity that development-

oriented companies have not been Pn:‘licul;n‘l}-‘ SUC-
essful at rapping up o new.

I the 1990, players in the real estate business
will full into two canps: the big and successful and
the small and limited. What will separate them is
the ability to raise equity on the (“OIPOI"[((—‘ level for
both new development and acquisiion and for the
expansion of operating fee businesses. Projects of
a certain size and significant fee contracts will be
available only to wellcapnalized companies. Those
without steady, strong equity sources will have to
get along by scrambling after jeint venture partners
el by cleal ) '

The shift [rom o development orientation to a fuil-
service real estale orientation is not easy to make.
(,Ump uy executives necd to change Lhcn LOUC&I)
tion of the business they are in and then change
thelr business strategies and structures accordingly
But by making these changes, the real estate indus-
oy will win investor confidence and stabilize itseli—
actions that are needed now more than ever.m

Clir 1~.lupin P Leinbe rger iy managing partoer of Robert
Charles Lesser & Co, 1<..ll estate advisory firm with ol
flees throuehout the United States. TTe s based in Santa
l'e, New Mexico.
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