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The End of Real Estate

CHRISTOPHER B.

Successfully managing solid assets
will be essential.
I'{ started with moderately priced restau-

rants, then hotels, and, more r::i_'::nﬂ:r,

retirement housing. Once these former
sectors of the real estate industry began pro-
viding predicrable, sustainable cash flow, they
were gpun off o become separare businesses.

A similar change is happening or will
happen to most real estate income property
types. Once independent industries are spun
off, only a remnant of the real estate indus-
ty will remain. In fact, what is occarring is
a nantral evoluton that will make the former
pieces of the industry conform to the gener-
ally accepred standards of American business.

For decades, the real estate industory has
been an oppormnisac free-fore-all. Ie has been
largely project oriented: if the marker wanted
indizstrial one year, it built industrial; if apare-
ments were the J‘a_ge, it built ﬂpzrl:rm:ntx.
Whether the Anished project was held or
flipped, management was done on a “catch-
as-catch-can” basts, und viewed a5 2 neces-
sary evil.

Over the past few cycles, however, the
real estate i:uﬂuery has ].n:gu.n (L4 S]Ji.n off new
entities that look and behave entirely differ-
ently from their chaotic birthplace, There is
more order, reasonably predictable cash flow,
and better business prm:tjce.-’.. Of course, cer-
rain companies implement these changes
more effectively than others. These compa-
mies will probably be more successful, allow-
ing them to absorb less successful companies,
and the new industry will begin to coalesce,

While the rest of corporate America has
created the most productive process-coriented
economy in the world, the real estate indus-
try with its one-shot deals has been made up
of individuals and companies that o a third
party have no intrinsic investment value.

One benefit of a process orientation has
been the ability to publicly trade the owner-
ship interest of companies. Currently, the
stock market values average publicly oraded
companies at about 20 tmes their earnings—
the equivalent of a § percent cap rate, un-
heard of by real estate standards (except for
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the inflated prices paid by certain Japanese
investors in the late 1980s),

One of the many complaines from for-
mer independent developers is that process-
oriented businesses such as property manage-
ment, pension advisory services, or mortgage
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brokering are not profitable. What they really
mean is that there are few “home runs,” which
is certainly wrue, However, few developers
have calculaed the payoff from a well-run,
process-oriented business, either from the
ultimate sale of the company or by taking it
public. With every dollar of after-tax rev-
enue valued ar upwards of $20, the potendal
payoff can be guite lucrarive.

The strucrure of real estate is evolving
as formulas and critical success factors are
developed, thus allowing a process orienta-
don. For example, the policies and procedures
of the Philadelphia office of Manpower, Inc.,
or Xerox are the same as at their offices in
Seattle. A business hotel in Los Angeles is
now exactly like one in Ardanea. A power
center in Sacramento is the same as one in
Boston. And more and more, powet center
compettors in Sacramento and Boston will
be the same as well, Significantly, the finan-
cial intermediary for many of these compet-
ing companies will be one of a handful of
large Wall Street firms.

Real estare has seen this shift to a pro-
cess orientation accelerated by the massive
depression in the early 1990s. Most real

estate professionals now are convinced that
there has to be a berter way to run the busi-
ness. (The irony is that the economic reces-
sion that brought the industry o its knees
was very mild, a drop of only 1.8 percent in
the GDE)

But it was the indusry’s financiers who
ensured that there would he more discipline.
Reladvely high equiry requirements are now
the industry norm, The creation of publicy
traded equity and securitized debr markers,
controlled by invesrment bankers and the
Security and Exchange Commission, is im-
posing a level of discipline the indusuy has
never seen. This will be beneficial, espe-
cially during the next depression, but it also
is breaking up the industry as we know it

The impHmtlnns for the industry are
many. Obviously, real estate companies will
become more process oriented, Lessons
learned will be retained over time rather
than lost during periodic depressions, which
il.'l. '&lE pﬂst meant bﬂnhuPtCiEE- i.l'l.d |a}'DEFk'
The drove to offer services betver, faster, and
cheaper will dominate industry thinking.
Asset and property managers will prosper
while developers will find their freedom and
personal finances curtailed. Real estate pro-
fessionals will have to retocl not only their
skills but also their work methods. Develop-
ers who onee could rationalize ineffidencies
by claiming a huge payotf upon sale or re-
financng {which sometimes happened but
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more often did not) weday will be held ac-
countable for producing projects with sus-
tainable cash flow.

A second implication will be the contin-
ued growth of publicly taded real estate
firms, cither capital risk companies such as
BETT:, operating risk service firms, or a com-
binadon of the two. At the base of their busi-
ness, capital risk firms will have relatvely
unleveraged real estate assets, allowing the
better managed ones to sall through depres-
sions without fear of bankruprey. Suecess-
fully managing solid assets will be essental
sinee public markes will reward those who
can deliver the highest increases in annual
“same store sales,”

Today, most REITS, like their predeces-
sor development firms, value most their ac-
quisition and development talenr. Wall Streer,
however, will teach the industry during the
next downturn that management is what
counts. The current lull in new offerings,
compared with 1993 and 1994, is mainly a
pause a5 investors wait to see how the indus-
try performs during the next downmrn, The
major question is whether REITS are real
estate stocks or REIT stocks, a crucial differ-
ence. Wall Street will reward those thar per-
form as REIT: and severely discipline those
that perform like highly cyclical real estate.
The antcipated consolidaton of REI'Ts
{which will happen because institutional in-
vestors want t see larger comparies with
more efficient overhead stucture and larger
daily rading volume) will result from com-
panies with the highest price/earning ratios
picking up those with low ratos. High ratios
result from a conservative balance sheer, supe-
rior management, and predictable earnings—
not characteristic of the real estate industry.

Operating risk companies, such a2 the
new and improved Trammell Crow Company
and LaSalle Parmers, will probably be the
next wave of firms to go public. They will
do it for the same reason companies in gen-
eral have gone to Wall Street: to inerease
their equity base to grow and create liquidi-
ty for their founders, But, there will also be
a third reason: to obrain legitimacy, especially
for firms who serve the day-to-day real es-
tate needs of corporations and financial in-
stitutions. Since real estate firms have not
enjoyed stellar reputations, going public like
their clients will make them part of the club,
Mathing sells ro a corporate bureaucrar like
an SEC-approved 10-K annual report,

The spin-off of the corporate real estare
management business from the real estate
industry is inevitable. Today, nonresidential
real estate assers total approximarely $3 wil-

lion. More than 70 percent of those asers
are owned or leased by corporate America,

comtined on page 61
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The vast majority of this $2.1 illion port-
folio is managed in hause by corporate staff
The trend toward outsourcing will surely
drive a majority of this management func-
ton to specialized outside vendors. This has
been the case with corporate food service
management—not a particularly srrategic
function—by firms such as Marriow, ARA-
MARK, and Ogden. It is presently raking
place with corporate information process-
ing—a very strategic function—by IBM,
Anderson Consulting, and EDV5.

The potental size of this new carporate
real estate management indusiry is enormons.
[t requites an annual expenditure of berween
5 and 7 percent of the real cstmte assct base
for assets, property, construction, tenant im-
provements, management, and leasing com-
missions. This means that annual revenues
will run from berween $105 billion and $150
billion, more than the revenues of the aero-
space/defense indusiry and abour equivalent
to the revenue base of the chemical industry,
With average after-tax profic margins of, say,
8 pervent and a pricefearnings rato of 20, the
industry would have a capitalized value of be-
tween $168 billion and $240 billion—making
it one of the country’s largest industries,

Also, hybrid firms may emerge, such as
AMRESCO, which combines capital risk
and operating risk businesses. A Dallas-based

real estate financial services firm, AMRESCO
specializes in a variety of interrelated busi-
nesses, including portfolio workout, mort-
gage banking, portfolio and asser manage-
ment, pension advisory services, and othors,
The firm is a relatve newcomer 1o the ranks
of publicly maded firms, bur Wall Swreet seems
to like what it sees, with rading ar a price/
carnings ratio in the 2(k.

Firms that will not be acceptable to pub-
lic markets will be those that have erratic; un-
predictable cash flow and low margins. The
short experience of Koll Property Manage-
ment as a publicly raded company illustrates
the type ot firm thar will not find a marker.
Koll has 30-day cancelable property man-
agement contracts in a high-price comper-
tive business, During its three years as a pub-
lic company, the stock rarely traded above
its inidal offering, in spite of exrremely high
revenue growth, and eventually went private
again. Traditional real estate development
companies will not be candidares to go pub-
lic ejther, given the project-oriented narure
of their business and the erratic namre of
their :arni'n.gi

Of course, there will sull be room for
the well-capitlized and well-managed pri-
vate real estate company, such as Faison As-
sociares, thar specializes in specific geographic
markes and product rypes, However, char-
acreristics like that of a public firm will be
required: conservative balance sheet, super-

ior manegement, and predictable earnings.
Like their publicly traded competition, they
will have a foundation of owned, cash-flowing
assets; process-oriented service businesses;
or a combination of the two. These firms
have the freedom of developing new assets
when the market is favorable and of raming
down new projects when the market is un-
favorable, without jeopardizing revenues,

The end of real estate docs not mean
thar the swashbuckling past is complerely
over, There will always be those who will
develop new products and pioneer new mar-
kets. Bur after the product or market is
proven, it will probably be either the well-
capitalized private real estate firm or the
publicly traded company that will take over.

In rime, the bosses will be the profes-
sional managers who know how to run oper-
aring businesses and the developers will build
only when they are told to. #
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