Introduction

0 A small apariment and miniwareheuse developer ina medinm-sized
city in the Hast has been caught in the worst real estate depression since
the 1930s. He faces an overbuilt market. 1lis recently built projects are
draining his cash. 1 lis banks are not only not lending, they are threaten-
ing to pull his existing line of credit. With development foes and the
sale or refinancing uf his built projects as his sole squtce of cash flow,
this developer is facing corporate bankruptcy and, even waorse, per-
sonal bankruptey because he has personally guaranteed much of the
company debt.

2 Having refinanced its 1 million-square-foot portfolic uf industrial prop-
erty, a medium-sized real estate company ina Sotitheastern metropolitan
area noted & gradual nptuen in its market, Build-to-suit projects for cor-
porations were being developed in Jarge numnbers. The valucs of existing
industrial projects had been rising for the last two years due to vilture
fund and real estate investment trust (RETT) activity. The CoOmMpAany's
top management was beginning to talk about the passibility of return-
ing to speculalive developmerd. The company also had cxtensive leas-
ing and property nmanagement operations, not just for its own projects
but also for third parties. The income from these operations had cov-
ered the firmy's overhead for the last few vears. Now that development
activity scemed feasible in the near tuture, the firm’s managerent was
trying to decide how to position the company o take advantage of an
inproving market.

4 Dure to the strength of the real estate market, a large, diversified, full-
sorvice real estate company serving seven metropolitan areas in the West-
orn United States had successfully expanded its development aclivities



for a number of years. Recently, however, it has placed less emphasis
on its fee management business in favor of its burgeoning development
activity, which took most of the firmn’s capital and attention. While the
firm's recent projects appear to be successful and its projects in the pipe-
line hold great promise, the top managers remember the Yast real estate
depression all too well. They arc concerned that I the economic growth in
their region slows dewn, they might be caught with wnderperforming
new projects and insufficient cash flow from foe businesses. Even though
their preference is to conlinuc developing, (he managers have an inhui-
tive sense that they shonld shore up their foundation just in case their
markets become soft,

These are examples of real estate comnpanies facing strategic challenges
at crucial points in the economic cycle. Lach company is atlempling to
determine its fuhure direction and how it plans to get there. The only ques-
tion is whether the firms’ top managers will consciously look at their eco-
nomic situation and explare all the available options or whether they will
unconseiously decide simply to muddle through, Most firms in our busi-
ness follow the latter course.

This book is an introduction ta strategic planning for income property
teal estate companies, both large and small. I is a primer on the most im-
portant issues real estate senior management faces: how o scl the direc-
tion of the firm and implement an action plan to cnsure that the strategy
is prurseed.

The income property real estate industry #s defined as the development
and management of income-producing assets, inclading product bypes such
as office, retail, industrial, and office parks; hotels and rental apartments;
and smaller segments such as miniwarehouses, recrealional facilities, ete.
. The income property real estate induslry does not include for-sale residen-
tial property. That segment of the indusky is a much different type uf busi-
ness, from its organizational structure to it financing, and thus deserves
itz own special approach.

Income property real estate iy one of the largest segments of the national
cconomy. It is alsa the most cyclical industry in the cconomye Tt experiences
higher highs and lowcr lows than nearly any other industry, including
the automobile, acrospace, and other highly cyelical industries. Mare than
any ather factor., the real estate cyele determines the stratesry of any income
property company. When formulating & stratesy, a company must start
wilh an understanding of the effecl of (hese extreme cydes.

The real estate cycle comprises three general phascs as shown in Fig-
ure I-1 and discirssed below,

2 Lipturt—Lasting one ko two yvears, the upturm is one of the rare times
when it is a "seller's™ market for leasing income property. After a mot-
ropolitan area’s vacancies fall to the 5 percent to 10 pereent range i re-



Figure -1

Real Eslate Cycle
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sponse to a general ecanomic recovery, the usual result is rising demand
for space. Yet the lead time required for developers to respond 1o this
demand #s too long b produce the needed new space. Consequently,
managess allow rents of existing space to risc while they reduce or
eliminate concessions.

o Muture—Lasting anywhere from two to five years, the mature phasc is
a time of approximate equilibriom. Toward the end of the matuee phase,
howewver, it is nal unousial for an increasing ameouant of e space b
come ontu the market, causing a virtual overnight shift to a “Tryer's”
market. The increased supply forces owners to lower rents and increase
concessions. Despite rising vacancies and falling renis, unduly uptimis-
tic projections about the fulure performance of new projects grnerally
keeps the pipeline full of additional new space, unbess finarnwtal insiitu-
tions and investors demand increased preleasing and mare conservative
absorption and remda! rate assumptions in the pro forma.

1 Downttrin—Usually lasting from two Lo four years, although Texas
experienced a nearly decade-long downturn in the 1980k, the downburm is
a petiod of adjustment when falling demand and excess capacity force
drastic concessions and lowered rents. The result is the bankruptey ol
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marginal projects and a serious decline in the financial performance of
nearly every project in the market, The bankruptoy of many developers,
coupled with unduly pessimistic future demand projeckzons by bank-
ers and investors hurt by the dawntien, prevents the development of
any new product well beyond the period of the downlurn, thus setting,
the fonsndation for the next uptum.

Undue optimism and pessimism arc both major factors in the extreme
cyalical mature of the industry. For cxample, in the early 1990z, many
industry observers and participants predicted a paralysis in the incdustry
for years o come. They believed that nes incomue real estate would not be
built before the turn of the century. Conversely, during the 19805 boomn,
many industry observers and participants believed that the good hmes
would never end.

Such unbeidled optimism or gessitnism is almest always misplaced.
Markets always correcl themselves on both the downside and the upstdce,
The firm of the industty tnay change over Hme as may the sources and
mechanisms of financing and the structure of the companies within the
industry. But the ever<hanging American cronomy and the tadically trans-
forming size and shape of our metropolitan areas, not ko mention the con-
tinued nbsolescence of older buildings, guarantec that the industry will
always emerge from downhime—no matler how crushing.

I the preparalion of a strategic plan, it is crecial to identify the phase of
buth the current cycle anl that likely to characterize the next twa Lo three
years. A realistic assessment of the market is essential in developing an
appropriate and optimal strategy:.

This bonok is organized into three sections, The first section {Chapters
1 and 2} is an in-depth discussion of the real estate cycle and the balanced
portfolio approach a real estale company can use to manage the oycle’s
uptims and dewvnburns successfully. The second section {Chapters 3 through
7y oudlines the universe of strategic aptions available to companies in the
induslry It discusses the major issucs companies must face as they develop
a strategy, The third section {Chapters & through 10} discisses financing
the strategy and how tir develop a strategic pland It coneludes wilh some
thoughts on the future of the industry. Foally; the appendices offor three
case studies of companies adjusting to the new realitics of the 19%)s,

MNever have the challenges facing companies in the real estate indus-
Ury been as greal as they are in the mid-19%s. As Jobn E Kennedy noted
in 1959, “When wrilten in Chanese, 1he word “crisis’ is composed of two
charactets—one reprosents danger and e other represents opportundty”
This cettainly applics to the Income property real estate industry as it
meets the demands of the 1990s marketplace.
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Chapter 1

Real Estate Cycles
And Roles

he eruel teuth about the cyclical nature of the income property indis-

try must be the starting point for any discussion of strategic planning.
To ignore the cxtreme cyclicality of the Industry is to place a company at
peril, dooming it to continuous crisis during cvery real estate depression.
If companies do not adequately plan for deep downturns, they will never
survive to enjoy the inevitable upturns.

Many factors contribute to the industry’s extreme overrgaclion to eco-
nomic trends. These include
O the relationship between fixed and variable costs that is built into the

mdustry’s finances;
u the long-term nature of the customer comrimitment;
U the lead times required to develop new prodict; and
0 the unfrunded optimism that pervades the industey.

Taken in cambination, these factors grarantee that when a metro-
politan economy catches a cold, the income property development indus-
try catches pneumonia. Many participants in the industry, including mvestors
and lenders, quickly succiunly

Fixed and Variable Cos!s

'[he relationship between fixed and variable costs is one of the primary
reasons for the extretne cyclical nature of the industry: Affecting every in-
come property type, the fixed costs af a Ieveraged new development account
for approximately 7U petcent of break-even roventies. In other words, the
debt service of a new office, hotel, or rental apartment project represcnts
most of that project’s costs, assuming the developmaent breaks even, The



vatizble costs associated with mnming the building, ie., property man.
agement, maintenance, wilities, taxes, cle, amaunt ks ondy about 30 percent
of break-cven revenues,

The airline industry operates under a similar financial structure. The
fixed costs of financing the airerafl represent most of the airlines” breal.
even costs, thereby exposing the industry to short-term price wars with
fares priced well beluw the break-even point. The airline industry price
wars are {he direct result of excess capacity:

The same phenemenon affects income property real cstate, Daring
times of overcapacity, it makes short-term ceonomic sense o price space
well helow the break-even point. Tn the airline industry, once a seat is flawn
emply, the revere for that seat is iost forever, So, tou, with income prop-
eity real estate. Every day office space 15 nat leased or a hotel room oS
unretited, the income for that day is lost forever. Therefore, any rent above
the varable cosls, Le, any rent above 30 percent of the break-even point,
is betler than ne rent for vacant space. Thus, during the depths of Lhe late
1930: downturn, some nffice markets saw $8 to $12 per square foot {pross)
rents for new space when $18 ta $24 pet syuare fool rents were necded
to break even.

Conversely, firms can realize generally high rents and ocen pancy
rates during the upturn phase of the cycle and thus considerable profits.
Lince the break-even point is reached, 70 percent of every dollar of rent
drops to the bottom line,

Long-Term Gustomer Commitment

The second factor Lhal affects the indusley’'s overreaction (o economic trends
is the long-tetm customer commiient required by most income prop-
erly products. For example, the typical office and industrial leasc is five
vears in duration. Many of the larger leases are 10 years and longer, Of
copurse, there are exceptions—such as hotels, renlal apartinents, and mini-
warchouses —which may not be able ko aoblain a customer commitment of
more than a month or even a daw

When a regional cconomy falls into a recession, MANY Ccompanies in
a metropolitan arca face a short-ferm threat o their viability. Because of
cconamic or psychological reasons or bath, i is difficalt for a current or
prespective bonanl 1o consider a relatively long-term commitment such
as a five- to 1M-year lease,

If a company’s lease is coming due during an economic downturn, it
may tend to be conservative about the amound of space it requires. It does
nod lease any mare space than needed and may even shed surplus space,
thus creating a large “shadow” market in sublease space, The shadow
market may be as much as one-half of the known vacant space glulling



the market during a downturn, For example, assuming an “official” 20
percent office vacancy rate during the trough of a downturn, the shadow
market conifd account for as much as 10 percent addilional vacaney. As
the reginnal economy i proves, hovwever, businesses become more 5ai-
guine about their future. Long-term lease decisions are easier to justify,
and companies rent a more generous ameount of space for bolh current

use ang future expansion.

Lead Time for New Product

A third reason for the industry's extreme overreaction to cconomic trends
is the lead time required to bring new product un line. On the one hand,
the transition from too Iittle space to too much space can ocrur almaost
overnight through a change in perception of (he market reality. At a 1956
meeting in Kenneth Leventhal's Century City office, John Cushman, a
leading office leasing agent in thr country during the 1980, remarked
that he [ell that the office market in downtown Los Angeles had changed
from a scllor’s market 10 a buyer's market during the previous week. He
believed (hat the perception of tightness in the market had shifted, leav-
ing owners mure likely tu malke concessions,

In the early 19903, mast office and hotel markets were comsidered
abuyer's market. Yet, even with a 20 percent vverall vacancy rafc, many
office markets had virtually no blocks of space that could accomunodate
wsers looking for more than BL,000 square feet of contiguous space. While
this tightness was confined only tu a small number of large space users, it
was the begirming of the end of the perception that the affice paarket glut
would exist forever.

At the beginning of a downtum, after the cmergence of a buyer's or
tenant’s market, many projects alrcady o the pipeline (i.e., those with fi-
mancing commmitments and entitlements in place bul not neceszarily under
construction) will proceed. Because it can lake bwvo ot more years (o oom-
plete a major office or hotel project after seouring the necessary commit-
ments, the pipeline will dump a significani amount of product on the
buyer s market when least necded or wanted.

The same lead ime {actor works dueing an upturn. Onee a seller’s
market returns along with declining vacancics and increasing rents, dovelop-
ors will need nearly three years to deliver new office or hotel space, The
pipeline for delivery of new rental apartments or industrial parks, howeser,
can bo much shorter, Stick-frame bwvo- and three-story rental apartments
take 12 b 15 months o complete once the linancing and entitlements are
in place. Industrial buildings can be completed in ap proximately six months.

Puring the most overbuilt period of the carly 19905, vanationin lead
times by product type tesnlted in vacancy rates for rental apartments (12



percent nationally) and industrial parks (9 percent natiunally) thal were
much lower than for effice projects {19 percent nationally). ! Intels, which
also require a two- ko three-year lead Hne, were more overbuilt than any
olher income property type (61 poercent occupancy; 85 percent is the thea-
retical broak-cven point),

Unbridled Optimism

The fourth reason [or the cxtreme cyclical nature of the industry is the

unbridled optimism of developers. When starting a new project during

the mature phase of the cycle, developers have repeatedly showin their

ability to justify projects without adequate market support—even in the

face of significant overbuilding and the emergence of a buyer's market,

Developers are masters in devising such raticnalizations as

2 the building will fit an underserved market niche that no ome else has
recognized;

= the project will be delivered just in lime to take advantage of a “ window
af opportunity™; or

O the firm's marketing ability is far superior 1o that of the competition.

Assuming that financing is available, these rationalizations ensure that
developers will buill projects regardless of market randilions, OFf course,
this lngic is reinforced by the fact that most developers are just that, de-
velopers. They only know how to build. So even when the market does
not want new development, developers tend tignore eeality, rationalize,
and builst anyway.

For example, in 71985, an office developer in the Southwest was plan-
ning a 4HL0N-square-foot tower ina prestigious but overbuilt subarban
markel of a major metropolitan arca, Naturally, he know that the market
was overbuilt—the vacancy rate was over 20 percent—but he felt the rate
would decline substantially by the lime his project was ready for oecu-
pancy. The fact of the matter was that the developer had a $4 million over-
head. Te needed the praject’s development foe to help ollset a large por-
tivn of his overhead far the two years of planning and construction. 'The
developer hoped that the market would correct itself in Hme. 1t did nod,
The building and the development firm were dragged down by the deci-
sion to proceed, anf the suburban madket was even further overbuill, huet-
[tys evervone else in the market,

Understanding the Real Estate Cycle

The best way to demonstrate the extreme cyclical nakere of the income
property real estate industry is te look at individual metropolitan econg-



mies. In our postindustrial cconomy, smetropalitan areas are the hindamen-
tat buiiding Plocks of the national and international economy. Each metro-
polilan area has a uniyue cconomy that ts the product of a specific set of
“export” industries, all of which sell goods and services outside the metro-
politan area and bring new cash into the regional economy.

Export industries are the catalyst for all job growth in the metropoli-
tan area, And job growth is the major determinant of demand for most
income property prodoct types. The extreme cyclical nature of the income
property industry is vividly shown by comparing construction emplery-
ment and the performance of various real estate products in a metropeli-
tan arca, as measured by office absorphion, to general economic indicators
for that region, as measured by overali job growth

The three metropolitan arcas cxamined beline demonstrate the dra-
matic averreaction of he income property real estate industry when local
economies undergo recessions and expansions.

Washington, D.C.

Before the 1980s, the Washington, D, metiopolitan arez was not known
as a “boom town.” Like many state capitals, the nation’s capital did not
undergo periods of extremc high growth, but it did not expericnee severe
recessions either, As a corequence, the Washington real estate market was
not subject ko the wild swings that nearly every metropolitan area experi-
ences during a recovery and subsequent recession. All of that changed in
the 1950s: Wazhington, D.C, exploded.

The metropelitan arca transformed itself from what was perceived to
be a sleepy government town into an economic powerhouse, The cortirmed
growth of government; the need for subcontractors to cluster near specific
government agencies {defonse industries in Fairfax Coundy V1 riginia, close to
the Pentagon, and medical comparies in Montgomery County, Maryland,
clnsc in the National Institules of Health); the emergence of the mctropolitan
area as @ majur business headnguarters locabion {Mobil Qil for instance);
the recognition thal trade arganizations had o locate in Washington to
ensure their effectivencss; and the development of a critical mass of cul-
tural institutions, places of entertainment, and restaurants all contributed
to e evolubion of Washinglan, 13.07, during the 19805 into one of the most
dynamic economies and real estate markets in the country.

As Figures 1-1 and 1-2 show, employment in the metropolitan area grew
by 36 percent from the 1982 ceconomic trough cased by the carly 1980s
recession to the peak in 1990, The rate for the nation as a whaole was 23
percent. Yot construction employment for the sanre perind grew by 114
petcent, 2.9 Llimes as fast as total job growth. Even more impressive, office
absarption during the peak vears between 1985 arul 1988 tnereased by



Figure 1-t

Employment and Net Office Absorpilon Trends in
Metropolitan Washingion, B.C., 1932-1992
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326 percent over the 1982 trough, a rate nine Himes the growth in total cme-
ployment. The Washington, 1O, real estate market expetienced ine of
the largest increases in office leasing activity of any metropolitan area in
the country duning a decade that saw more development in the United
States than in any nation in recorded buman history.

However, the recession in the Late 19805 and early 1990 friggered a
severe real estate industiry overreaction From the economic peak to trough,
the Washington metropolitan area lost 4 percent of its jobs. Construction
cmployment dropped by 34 percent, which was over eight Hmes the rate
of general job lass. And office absorption fell by 63 percent to 5.9 million
siuare feet or by over 16 times the rate of general job loss,

Unfortunately, many long-time Washinglon, D.C., area development
comypanies firmly belicved that the region’s real estate market could not
experience a severe fall in artivity and value simply because it had never
before happened. These companies overextended Lthemselves on commie -



Figrre: 1-2
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Trough-to-Peak and Peak-lo-Trough Analysis for
Metropolitan Washinglon, D.C., 1982-1992
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cial and residential land positions and, in particular, starbed new office
projects that, once begun, could not be stopped. Most of these companies
lost mast of the net worth that they had acrumulated during the 1950s
and several went out of business.

Phoenix

The Pheenix economy is gencrally difficult for outsiders to understand.
The Phoenix metropolitan area expericnced a 50 percent increase foremn-
ployment (rom the 1982 trough to the 1990 peak, placing it among the
three fastest-growing metropolitan areas in the country for the same time
period. While ohvious industries such as state governmeint and Lourism
are e foundation of the Phoenix economy, they do not by themselves



Figure 1-3

Employment and Met Office Absorption Trends in
Metrapaolitan Phoenix, 1982-1992
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explainthe extraoedinary growthin jobs during the past decade. [thas
been the influx of retirees who bring their home equity and retirement
income that has fueled the Phoenix economy. The infliex is as clean an
“industey™ as thete is and requires litte in the way of cxlraordinary gov-
ermment cxpenditures on, for example, schools.

As Figures 1-3 and 1-4 show, the explosive gmwth in employment
led by an overreaction in the real estate industry inboth the booum years
of the early to mid-1980s and during the ecconomic slowdown that started
loeally in the late 19805 Constrietion emplovment increased by 79 per-
cont from its trough ta its poak or by a rate over 1.5 times ax fast as total
employmcnt growth. Even maore of an overreaction oceurred during the
upturn as office absorption inereased by 143 percent from trough o peak
for a rate nearly three times as fast as the job growth rate.

As employment growth leveled off and declined slightly in the early
1990, the real estate market collapsed. While the number of jobs declined



Figure 1-4

Trongh-to-Peak and Peak-to-Trough Analysis for
Metropolitan Phoenix, 19821992
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by only 0.5 percent [rom the peak year of 1990 to the probable trough in
1992, canstruction employment was off by 35 percent from the mid-1980s
peak and accounted for 70 times as much as the drop in tofal employment.
Office absorption was off by 74 percent from the peak to trough years,
representing 148 times as much as the total employment drop.

While a mild recession plagued the Phoenix metropolitan economy, a
deep depression hit the real estate industry. The extent of overbuilding in
the market was about as great as that experienced by any metropolitan
arca in the country. The overbuilding was partly the result of the unrealis-
ticaily high expectations of continued growth that characterized most of
the 1980s. In addition, an influx of outside development and investment
capital flowed into the metropolitan area, particulatly from the Midwest
and abroad. That capital was generally less sophisticated and came into
Phoenix after the market had experienced boomlike conditions, thus
further overheating the market.



Figure 1-5

I

Employment and Net Oflice Absorption Trends in
Metropolilan Los Angeles, 1982-1992
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Las Angeles

The Liss Angeles metropolitan area, aceounting for such induoskrics as aco-
space, defense, high-technolegy research and development, cnkerlainomomd,
ol apparcl, world brade, and many olbiers, is possibly home to the nation's
most diversified economy. The Los Angreles region added more jobs inalb-
solute termes in the 19804 than any other metropolitan area: over 1.4 mil-
livn from the 1982 {rough 1o 1he 1990 peak ur an average of LHRLOD0 new
jobs every yenr Yeb even powerful Eos Angeles is nol immune to real estate
deprossions as dramatically demomstrated during the carly 190s.

Figures 1-5 amd 1-0 shwn that, in the 19805 boom years, Tos Angeles
expericnoed a 29 pereent increase in jobs, starting, from a base of nearly 5
tnillien in 1982 and peaking atl neacly 6.5 million in P990. While office ab-
sorptiva figates lor the carly pard of the decade are not available, construc-
tivn employment inceeased by 97 percent, a rate more than three times as
fast as jub growth,

10



Figure 1-6

Trough-to-Peak and Peak-to-Trough Analysis for
Mefropolitan Los Angeles, 1982-1992
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Demonstrating that what moes up must come down, the decline in the
number of jobs From the 1990 peak: to the middle of 1352 was a Tittle iver
6§ percent. |linvever, construction employment decreased by 24 percent,
niearly fve times ag mouch as the total employment drop. The decline in net
office absorption was even greater. It fell 61 percent from the 1957 peak,
when it absorbed 1158 million square feet, to an annual absorpEion rate of
only 4.f milliun in 1992

The enormous Loz Angeles economy will undoubledly recover after
restructuring a number of its key industeies, including aerospace and de-
[ense. With the resumytion of growth, the real estate market will certainly ne-
bound, perhaps a little wiser than befure. 'The belief that Los Angeles is sate-
guarded against punishing reeessions has been pul{o bed, at least for now.

"



Indusiry Roles

While national and regionat econumic nps and dowins Tuel Lhe extreme

cyclical nature of the income property induskry, 2 vast array of industry
roles, cach with its ownorisks and ewards, contributes to and is affocted
by these extreme cycles.

Industry roles may be divided into two major categories based on the
risk that the player assumes: capital tisk and operating risk. Figure 1-7 out-
lines these roles and the subcategories wikthin Ehem. The clear boxes des-
ignate capital risk roles, and the shaded boxes designate operating risk
roles o, as they are also termed, service businesses.

The player that assumes capital risk has general partner equity owr-
ership in a project, As a rule, this individual or entity is the last in line to
be rewarded fur the successful completion of the ndustry role or reles per-
formed and is wsually the first to be “squesred out” of ownership when
unexpected problems cause financial setbacks. The capital risks may be
so larpe as to imperil or bankrupt the playen no matter how strong the
player’s halance sheet—as has been shown repeatedly in the aftermath of
the 198k with Triunp, Porlman, Equitable Life, many Japanese investors,
and even onwe-power{ul Olympia and York.

During the performance of the capital risk role, the capital risk player
may recelve periodic income in the form of, for example, a development
fee or acquisition foe, However the player receives most of the revenues
anly at the back end after performing the rale and either passing the capi-
tat risk on to another capital sk player (similar fo the children's game “hot
potatn”) or refinancing if the project has acownulated sufficient valie.

‘The risks and rewards of the various capital risk roles vary greatly. Asa
rule, the risks and rowards tncrease with proximity to (he souce of supply—
the land. Land sperulation is potentially the most profitable capital risk
role in the industry, but it is also the most risky

Far exampie, one of the most spectacular real estale success stoties in
U Washingtomn, LLC., metropolitan area duging the 1980s bootn years was a
firtmy that spcr:'ialixed in land specolation and, occasiomaliy, land deselop-
ment. The firm conlrolled a significant amount of the city's industeial, of-
fice, and residential Tand, which other desclopers subsequently developed
between 1785 and 1988, Unfortunately, the company, believing that the
pood times wituld never end, permitted ibselt o become overleveraged
writh illiquid, cash-vonsuming land. When the market collapsed in 1983,
ihe firm declared bankruptey

On the other hand, many land speculators and developers, properly
financed and perceptive about the tight time W buy and the right time to
stor buying, did well in obtaining land during the early 1980s trough. Dur-
ing the early 1990s trough, mary wellcapitalized residential land devel-
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opers and builders took land positions that will assure them a low basis
during the hoped for residential uptuen. Some indusirial land developers
also began to position themselves in the early 19k by buying land ata
fraction of the 1980s peal prices,

Figure 1-7
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The player that assumes operating risk perferms one of a myniad of
service businesses for capital risk players. The major sk is associated with
collecting the fees for porforming the services. This is the working capital
tisk, which represents a far lower level ol risk than that assumed by the
capital risk plaver Assuming that the service provider has many clients
and no one chient has a significant percent of the service provider’s busi-
ness, the damage of not being paid by any ene client can be minimized,
thus lowering overall risk.

The nn]}-'.uthr.-:r major visk for a service business 15 a lawsait for faalty
adwvice or service. While this risk has mereased over the past 20 years—
particularly for general contractors, design professionals, and accountants—
il is manageable for most other service providers.

O course, many industry plavers perform both capital risk and oper-
ating risk roles within their companies. Chapter 3 explores these two ma-
jor industry rules in more detail.

With this understanding of the importance of the real estate cycle in
the formulation of company strategy and an overview ol the different
roles and service businesses available to players in the industry, it is im-
portant to understand the principle of strategic balance for a real estate
company, the subject of the next chapter
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