
For 1981 and 1982, storage in Texas increased from
208 million to 274 million barrels, a 66 million bar-
rel increase. This is 31.847o for two years, or 15.927o

a year. Continuing at that same rate of increase,
Texas should see an additional 44-million-barrel-a-
year demand from industry. Considering that the
Sabine Pass Terminal had initial plans for storing
15 million barrels at Big Hill, the SPR program alone
should exceed this grov'th rate.

The Economics Of Salt Storage
There are several advantages to salt storage which
will plovide some understanding of the leasons for
its growth, These are:

r The cost of construction. Costs for developing a
salt storage lacility can be much less than the cost
of building any other type of stol'age facility, de-
pending on the volume, design requirenlents and
proximity to the storer's needs.

t The nature of the cavern. A salt cavern is a pres-
sure container; so Iarge volumes of material can
be stored at pressures that may not be leasible to
obtain or maintain in other methods of storage.
Mined caverns also maintain constant humidity.

r The protection they afford. Environmental prob-
lems associated with the storage of hazardous ma-
terials can be reduced. Exposure ofstored materials
to natural and man-desigrred hazards such as rvar
also are much reduced.

r The longevity. Salt caverns have indefinite life-
spans if they are properly maintained.

There are, horvever, three problems that need to
be solved. Salt storage requires a rvater supply and
a brine disposal method, metering in an'd out rather
than more accurate tank gauge metering and a drying
process rvhen lvithdrau'ing certain products. Salt
domes also may not be within practical reach of those
who need them, and they mav not be practical lor
small volume storage.

The Distance Question
The underlying economics of salt storage are real-
ized mainly in the lower costs of their construction
and maintenance and their ability to hold pressure.
The cost ol the container is not the full picture, how-
ever, The distance between the salt storage facility
and those rvho need it is a major value question,
because pipeline runs are needed to bridge that dis-
tance and costs depend on their length, size and the
terrain they cover. Thus, one of the comparative
measures of domes is the difference in cost of pipe-
lines connecting the users.

The needs for storage are normally found at one
or more of the following:
r pipeline corridors that serve markets and produc-

tion centers
r refineries and petrochemical plants
r shipping channels

The question arises as to what is a practical dis-
tance. Wlen distances from the users were checked
for 20 storage operations in Texas and Louisiana,
they ranged from 1 to 70 miles, with an average of
23.5 miles and a mode at 18 to 25 miles.

Cost Comparisons
The cost comparisons in Table 1 show why the de-
mand for salt cavern storage has been growing. For
pressure storage, the cost difference is dramatic and
justifies Iong runs ofpipes. AIso lor pressure storage,
the cost of surface cryogenic or pressure storage is
so high that it is often considered to be impractical.
Until the development of salt cavern storage, most
LPG was flared.

TABLE 1

Relative Costs ol Stolage Containers ( 1982- 1983)

ln 1987, the Massachusetts Institute of Technol-
ogy (MIT) Center for Real Estate Deuelopment in
partnershtp with. the National Association of Real-
tors began to erplore the impact of foreiSn inuestment
on U.S. real estate marhets. The first phase of this
project studied patterns of foreign inuestment in three
cities: Los Angeles, Chicago and Washtngton, D.C.
The objectiue was to gauge the magnitude of foreign
inueslment and to understand the inuestment objec-
ttues of foreign purchasers. The results of phase one
tuere published as MIT Center for Real Estate De-
uelopment Worhing Paper Number 12, "Understand'
ing Foreign Inuestment in U.S. Real Estate," by
Lawrence S. Bacow. The next phase of the project
rcDisited the same three cities 12 months later to de-
termine tf inuestment patterns had changed, and it
eramined tnuestment patterns in three smqller cities:
Phoenix, Atlanta and Honolulu. This phase also
loohed for euidence that foreign inuestors were
branching out beyond the passiue acquisitton of ex-
isting properties into other real estete-reLated bttsi-
nesses. The results of the second plruse of the project
ruere reported. tn MIT Center for Real Estate Deuel-
opment Worhing Paper Nttmber 16, ' The Internq-
tionalization of the U.S. ReaL Estete Industry," also
by Lawrence S. Bacou. Tltis paper describes what
was learned about rcrtical inteEration during the
second plnse of the research, and it explores the
structural implications of the trends in foreign tn-
uestment that were reported in tlte earlier phases of
the project.

I oreic'n investment in U.S. real estate is not a
l' ,r"rioh"r,or',cnon. Oflshore investors have had
tl a nn.ttty appetite lor our land and buildings
since the Dutch pulchased tr{anhattan Island from
the indians in 1626. In recent years, foreign invest-
ment has been fueled by a cheap dollar, a strong
U.S. economy, a stable political environment and
tremendous liquidity on the part of foreign buyers.
U.S. real estate has been particularly attractive to
foreign buyers because it offers a higher cash yield
than is available in most other countries (8-10% in
the United States versus 2% in Japan and 5-69r in
much of Europe) and because it is plentiful. Our
markets are large; rve place ferv, if any, restrictions
on loreigrr ownership; and in contrast rvith building
transactions in other countries, our buildings change
hands relatively frequently. Thus, a foreign investor
can more easily assemble a substantial portfolio ol
investment-gTade properties in the LTnited States
than in other countries.

Since 1982, foreign holdings of U.S. real estate
have more than doubled.t Initially, foreign investors
locused on entry port cities such as New York, Los

Lawrence S. Bacou is the Director of Research for the Mas-
sachusetts Institute of Technology Center for ReaL Estate
Dcvelopnent. A mentber ofthe MIT faculty strce 1977, his
teaclling and research span a number of fields inclutling
real estate litnnce, regulotion of the derelapment process,
bargoining and negotiation theotlt, rish assessment and en-
vironm entol poliqt and regu lat iort.
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Note: These costs do not include pipelines to the site, brine injection
uells ot a brine pit. Injeclion into the cop rcch is Nery lou cost:
deep well disposal is betueen 5700,000 ond 51 million.
The costs include a one-mile, eight-inch pipeline to the injection
ueLI for a ohe-uell catern- The cosls .an Lary upuord if last
leoching, fast rote of product uithdratLal, operating brine needs
and other factors ore included.

Products that do not require pressure contain-
ment, such as crude oil, fuel oil, gasoline and others.
can be stored at lorv cost in volumes exceeding 200,000
barrels. Crude is usually refined as it arrives, and
it requires storage only of surge needs. Natural gas.
fuel oil, LPG and gasoline, hou ever, have seasonal
demands and require large-volume, off-season
storage.

Industry has not been interested in speculative
storage. Apparently, only the federal government
needs to provide au emergency supply of oil in case
of an oil embargo. The SPR program proposes a re-
serve that would exceed the industry total.

The SPR cost for storage is higher than the costs
that are common to industry. The reason is the higher
rate of recovery that is required. SPR requires trvo
wells for each cavern, a high rate of water supply,
brine disposal and large pipelines, The Louisiana
Offshore Oil Port (LOOP), for example, has hve wells
pcr cavern to handle the high-volume delivery and
recovery requirements.

Incompatible Uses
The delicate aspect of cavern development is run-
ning the pipe string into the cavern. Where sulphur
mining has been done in the cap rock, subsidence is
expected, and it can rupture the pipe string.

Does foreign inuestment in U.S. real estate
merely change the nationality of passiue
owners? Or does it signal the restructuring
of the real estate industry in this cotuttry?

by Lawrence S. Bacow
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Angeles, Washington, D.C., and Chicago. However,
as foreigr investors have become more familiar and
experienced with U.S. markets, they have expanded
the locus oftheir acquisitions to smaller cities in the
nation's interior. Perhaps no city has felt the impact
of foreign investment more than Los Angeles where
offshore investors now own interests in more than
half the office space in the central business district.
Substantial foreign holdings also exist in Atlanta,
Phoenix and Honolulu. In fact, it is difficult to iden-
tify a single city of any size in the United States
that does not have foreign real estate holdings.

Foreign investors' increasing interest in U.S. real
estate has raised questions about the long-term con-
sequences that these acquisitions will have for U.S.
real estate markets. In a previous paper, I argued
that passive acquisition of U.S. buildings by for-
eigners is essentially benigrr.2 U.S. markets are too
iarge to be controlled by foreigr investors from any
one nation. Far from being speculators, most foreign
owners are long-term investors who maintain high
standards for building maintenance and manage-
ment. As a result, foreign ownership tends to intro-
duce stability, not volatility, to U.S. markets. Tenaats
tend to be either ignorant or indifferent to the iden-
tity oftheir landlord. And contrary to popular belie[,
foreign purchasers do not possess any competitive
advantage in acquiring U.S, properties because of
supposed access to lower cost capital.

In this paper, I will analyze whether passive
ownership of investment-grade properties by foreign
institutions foreshadows vertical integration by for-
eigrr hrms into related real estate businesses.

The Current Degree Of Integration
Real estate companies in other parts of the world
are far more integrated than they are in the United
States. Perhaps the most striking example of such
integration is the Japanese homebuilder, N{isawa
Homes. Misawa not only designs, builds and sells
its homes, it also manufactures many of the homes'
component parts, provides financing through a sub-
sidiary to the ultimate purchaser, oflers interior de-
sign services to its customers and even sells home
furnishings through one of its divisions. Similarly,
the Mitsui and Mitsubishi companies develop, fi-
nance, own, lease and manage their commercial
properties throughout Japan. European real estate
Iirms also have a tradition of vertical integration.

Already, foreign firms are competing to provide
construction, development, leasing, property man-
agement and hnancial services to the U.S. real es-
tate community. Our survey of foreign investment
practices in a number of U.S. cities revealed a sub-
stantial amount of foreign real estate activity that
extended beyond the passive acquisition of existing
buildings (see Table 1). For example, Shimizu,
Ohbayashi and Kumagai Gumi, three of Japan's
largest construction companies, have significant op-
erations in the United States, and they are compet-
ing for large-scale contracts. These companies also
have used their development subsidiaries to gain
entry into the U.S. contracting business. Some of

Korea's largest contractors have established subsi-
diaries in the United States, and several Japanese
and European firms function as their own devel-
opers in southern Calilornia, Washington, D.C.,
Honolulu, Phoenix and Atlanta.

L.J. Hooker, an Australian company, is perhaps
the best example of a foreign firm that has inte-
grated into a range of relatcd real estate businesses.
In Australia, Hooker is active as a major developer,
property manager, contractor and commercial and
residential broker. In addition, the firm has mining
interests and produces some building products. The
company entered the U.S. real estate market 14 years
ago as a developer ol shopping malls; it subse-
quently expanded into residential development. In
the past two years, Hooker further integrated its
U.S. operations by acquiring two major retailers, B.
Altman and Bonwit Teller, as rvell as MerriII Lynch's
commercial brokerage house.

Mitsui Fudosan has followed a pattern of expan-
sion and acquisition in this country that parallels
its activities in its principal market. It has pur-
chased existing properties in the United States, en-
tered into joint ventures rvith U.S. developers,
acquired a property management company on the
West Coast to manage its portfolio tAspen Woods),
started a residential brokerage operation in Hono-
lulu (Mitsui ReHouse) and established a syndication
to provide services to Japanese individuals who rvish
to invest in the United States. It also is developing
a major office tower in Los Angeles and has retained
the Gerald D. Hines company on a lee basis lor de'
velopment services.

Some foreign companies are pursuing other
strateg'ies. Por example, foreiga banks are aggres-
sively competing for the construction lending busi-
ness and are seeking to place permanent financing
for properties located in the United States.s And in
the past ferv years, several loreign I-rrms have pur-
chased interests in U.S. real estate companies. For
example, Orient Leasing, a Japanese brokerage and
financial investment l-rrm, acquired a share of Rub-
lolf & Co.; Nomura Securities purchased 50% of
Eastdil Realty; and Dai-Ichi purchased a 409r inter-
est in LaSalle Partners.

I would like to argue that, notlvithstanding the
flurry of foreign activity noted here, the size and
structure of the U.S. real estate industry precludes
large-scale vertical integration by foreign firms or
their domestic counterparts. The future restructur-
ing of the U.S. real estate industry will be driven
not by offshore investors seeking to integrate but by
the continuing institutionalization of a previously
highly entrepreneurial and atomistic industry. U.S.
providers of services to the real estate industry will
face foreign competition, but this competition rvill
be no greater than the competition experienced by
service providers in other industries.

To make the above argument in a coherent fash-
ion first requires an analysis ol the rationale lor
vertical integration.

which was available to us. However, in order to ob-
tain sensitive information, we needed to agree to
confidentiality; death was the penalty if any of this
information were to be revealed within 5 years! The
accumulated documents eventually grew to weigh
over 100 pounds. Just reading and organizing them
took a bit of time.

In the management of the study, I retained a
chemica-I engineer to answer questions, make cost
estimates, collect storage rents and advise on tech-
nical petroleum matters. Fenix and Scisson, Inc., a
mining and engineering firm was hired to advise on
cavern development. Their man, Al Medley, had en-
cyclopedic knowledge of mining, geology and salt
domes. He had worked on many cavern projects and
seemed to know every storage operation. He had
written several papers for his professional society
and furnished these as well as other studies.

The data search, including interviews with prin-
cipals, brokers, experts and operators, took much
time. The subject rvas complex, and close study had
to be given to each aspect. Sales figures, for in-
stance, had to be checked rvith several sources. After
the interviews, the s,riteups were checked by the
intervie\vees. In several cases, significant differ-
ences \vere found in data obtained from different
sources: signif-rcant differences also rvere found be-
tween later interpretations of facts and information
as it was first understood.

The counseling problem involved the collection
of masses of hard-to-earn data. A-lter months of
processing this data, however, general conclusions
did emerge. Dehning fundamental concepts in ad-
vance helped the search, the processing and the ex-
planation of the data. This article is background
rvhich, hopefully, may give direction to those rvho
are organizing a counseling study.

Salt Storage Background
Dome storage is involved rvith the production,
processing, rehning, transportation and marketing
phases of the oil/petrochemical industry.

Salt cavern storage is a new technolos;* rvhich
has become an integral part of this industry. Al-
though other uses of salt cavern storage are devel-
oping, oil,petrochemical industry uses dominate.

The following paragraphs are offered as back-
ground on salt domes, their geolog,-, characteristics
and uses and their importance to industry.

Geology
The geolory of domes is amazing. Think of it, a salt
bed runs 30,000 feet down into the ground. The salt
bed is lighter than the soil that covers it. Under
pressure, it becomes a slow moving liquid which ex-
trudes in columns to the surface, like a thick oil
rising through water. The tops ol the columns are
what we know as salt domes. There are hundreds
along the Gulf Coast, but domes are found in other
places as well. The domes usually are associated with
oil production, and the shallow ones are useful for
storage.

Salt Characteristics
Salt has intrinsic value lor many uses. It is an es-
sential commodity lor human consumption and as a
preservative. It is in industrial demand as a source
of sodium and chlorine for refrigeration, deicing
highways and other uses. At one time, salt was scarce
and was used as money. This is no longer the case
as bedded or dome salt has been found in quantities
measured in cubic miles.

The highest uses of salt land are lor brining,
mining and storage. The best use of many salt domes
is for underground storage. This is owing to the
characteristics of salt. These are;

r water solubility, which permits low-cost solution
mrnrng.

r high strength, which permits large caverns and
pressure containment.

r plasticity, which permits the equalization of
stresses through broad ranges of pressure and en-
ables self-healing of fractures that arise from ex-
cesslve pressure.

r non-reactivity, which means salt is insoluble in
hydrocarbons and does not chemically react with
many materials.

Deuelopment Of Salt Storage Technology
Mining of salt has been done for centuries. but so-
lution mining is recent. The earliest solution mining
proposal found on record is in a patent issued to
George Smith in 1.880.

The use of salt domes for storage is more recent.
It began in the United States in the early 1950s.
Although R.L. Pattison applied for a patent in 1945,
the patent was not granted until 1952, and it was
assigned to Sid W. Richardson in 1954. The first
recorded use of a salt cavity for storage was by D.C.
Stewart in Hutchinson County, Kansas, in 1948 for
storing propane; the second was in Winkler County,
Texas, in 1950.

Salt land may be used to store solids, such as
hazardous wastes lor isolation from the environ-
ment, liquids and gases, including compressed air
lor power reserve. Storage of hydrocarbons and Iarge
volumes of pressurized liquids and gases is the most
common use. Employment of this technology likely
will expand. Future uses should include the storage
of compressed air for power generation, hazardous
wastes, natural gas and other materials.

Growth Of Dome Storage
The use of salt domes for storage has grown steadily
since 1950. According to the Gas Processors Asso'
ciation, the cavern capacity in the United States has
grown from 106 million barrels in 1965 to 521 mil-
Iion in 1982; this is a compounding annual growth
ol9.8l%.ln 1981 and 1982, U.S. salt cavern capacity
increased 16.85%, for a rate of 8.43% a year. Ovcr
half (52.69c) of the storage is in Texas, next is Lou-
isiana with 19.29c/a and Kansas with 14.827r.

Because it has a large concentration of refiner-
ies and petrochemical plants combined with many
shallow salt domes, Texas has accounted for 85.93%
ol the growth of salt caverns in the United States.
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I s it acceptable to study a problem for 12 years
I and still have questions about it? In 1978, I rvas
I asked to give counsel on the proper division of
an expropriation (condemnation) arvard on West
Hackberry Salt Dome in Louisiana. The division u,as
to be made betrveen the mineral interest and the
surface interest in 20-acres. The question was not
the value, but the ratio ol the division. The arvard
already had been tendered and rvas considered to be
acceptable, and it was being negotiated for the di-
vision of interest. Horvever. because of the condem-
nation (expropliation) by the U.S. Department of
Energy (DOE) for the Strategic Petroleum Reserve
(SPR); some inkling had to be made of the value of
the salt dome land.

In the process ol determining the division. the
question of dome value rvas raised. Arriving at the
answer to that question appeared to be lormidable
and seemed to involve an analysis ol every phase of
the oilipetrochemical industry. Horvever, formal at-
tempts to value salt domes apparently had begun
only a ferv years earlier, rvith the advent ol the SPR
program.

Each of several encounters rvith salt dome prob-
lems since 1978 has revealed more about dome value.
This writing is a distillation of my experience with
salt domes from 1978 through 1989. Most of the re-
search involves the Big Hill Salt Dome taking for
the DOE. But I still have questions.

Bis Hill Salt Dome
The SPR program chose Big Hill Salt Dome for its
final reserve site. A taking rvas declared in Decem-
ber 1982, with DOE offering $45,000 an acre. The
dome is near Port Arthur, Tex., and at that time, it
rvas orvned mostly by Amoco Production Co. Amoco
thought the dome rvas worth more than $45,000.
This rvas understandable since in 19?9, the company
had sold 100-acres ofthe dome for $100,000 an acre.

My role as one of trvo counselors rvas to evaluate
the offer, recommend a counteroffer and a range
within which to negotiate. I and the other counselor
rvere to work independently but we were to pool the
data gathered. Our data shopping list included uses
of caverns, sales, rents, national and local pipeline
maps, books, studies, existing and proposed caverns,
growth of caverns, operating statements of caverns,
production and pricing of oil, petrochemicals, gas,
liquid petroleum gas (LPC), demand, transporta-
tion, geolory, etc. etc...

The DOE provided geological studies on the sub-
ject project. And Amoco had Iots of information. of
course, on dome geology, production, refining, pe-
trochemicals, pipelines, storage, shipping, market-
ing and cavern construction and operation, much of

Russell J. ADant, CRE, is a second-generalian reallar. He
has been in real estate broherage, appraising and counsel-
ing since graduatiorr from Bojlor Utliuersibl in 1950. Much
of his experience has been with the otL and petrachemical
industries, uhich dominate the economr in the Sabine Trt-
dngle (Beaumont, Port Arthur and Orange, Terus).

TABLE 1

Foreigrr Firms Active in Real Estate Related Businesses in the United States

Firm Location .{ctivitt' \irtionrrlitl
Campeau Cincinnati

New York
Boston

Development
Retailing
Property management

Canada

Cityi State Washington, D.C Development Australia

Hasegarva Komuten Honolulu
New York
San Francisco
Los Angeles

Investment
Development
Construction
Brokerage
Property management

Japan

FUNDAMEN.
TALS OT SALT
DOME VALUE

L.J. llooker Atlanta
Phoenix
Stamlord, CT

Development
Construction
Brokerage
Retailing

Australia

Julien Josephs Washington, D.C Development Austral ia

Kumagai Gumi Neu' York Development
Construction
Finance

Japan

Cost elernents are necessary considerations
in market and income analyses, euen of raw
saLt land.

by Russell J. Avant, CRE

London & Leeds Nerv York
Boston
Washington, D.C

Investment
Development

Brita in

Manhattan Equities Nerv York Investment
Development

Brazil

Mitsui Real Estate Nerv York
Los Angeles
Honolulu

Investment
Syndication
Development
Property management

Japan

C)hbavashi Los Angeles Development
Construction

Japan

Okada New York Brokerage Japan

Olympia & York Nerv Yolk Investment
Development
Property management

Canada

Ronald HSU Maryland Construction I(orea

Shuwa Los Angeles Investment
Development

Japan

Shimizu New York
Phoenix
Los Angeles

Development
Construction

Japan

Tobashima Nerv York
Los Angeles

Investment
Development
Construction

Japan

This listing represents ohLy those foreign lirms that responded to a sun:ey cond.ucted. in Jul1, )988
Source: K. Carignan McNeil and. L. Bacow.

Why Integrate Yertically?
Vertical integration is the act of incorporating into
a firm a technologically distinct selvice or product
or a process that rvas previously purchased by the

firm or sold by others in the marketplace. For ex-
ample, a company that is principally in the oil re-
fining business rvould be integrating vertically if it
were to enter into oil exploration or production and
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the crude oil transportation business. It rvould also
be integrating vertically if it distributed its [inished
products on a wholesale or retail basis.

A variety of reasons are commonly cited in the
industrial organization literature to explain rvhy
firms integrate vertically. Unfortunately, the tra-
ditional rationales are of limited use[ulness in trying
to understand why real estate l-rrms might inlegrate.

The most common explanation for vertical in-
tegration is to capture various types of economies oI
production or distribution. Often, lirms vierv these
choices as buy/make decisions. Horvever, as long as
a market is relatively eflicient, a l-rrm should not be
able to make a product more cheaply than it can buy
the product in the marketplace unless the process of
integration itself generates efficiencies. Porter iden-
tifies a number oI integration economies.{

Contbtned Operations
Sometimes combining operations yields savings by
reducing the number of steps in the production
process. In the classic example of hot rolling steel,
il steelmaking and rolling are combined, the steel
does not need to be reheated prior to lolling. In the
real estate business, effrciencies that result from
combined operations are few and far between. Al-
though combining road work rvith site preparation
may bring about some savings if a residential de-
veloper can avoid bringing heary equiprnent to the
site more than once, the same economies can be re-
alized simply through efficient scheduling of
subcontractors.

Scheduling And Coordination
An integrated firm may realize scheduling and co-
ordination economies by sequencing activities care-
fully. For example, inventory can be controlled better
if a firm coordinates the production of both factor
inputs and final products. Once again, horvever,
scheduling and coordination economies are rarely
issues in the real estate business. Producers and
suppliers of intermediate goods and services are
highly disassociated. As a result, multiple sources
of supply exist, and except for strikes, rarely is de-
velopment interrupted or delayed by an activity that
could be controlled through verticll integration. In-
stead, delays usually result either from rveakness in
demand for the product or from regulatory problems.

Informatton Economies
Vertical integration may produce information econ-
omies by genelating data on changes in the prefer'-
ences of customers or on the cost of producing
particr:lar products. This is the principal explana-
tion why developers (and building owners) often
market and manage their own space. For example,
the housing developer who markets his orvn product
gains firsthand knowledge of the consumer's will-
ingness to pay lor certain amenities. Similarly, the
owner who manages his orvn buildings Iearns much
about the preferences and future space require-
ments of his tenants as well as the costs of operating
his buildings. The developer rvith a captive con-
struction company has substantial cost estimation

information in-house and may be able to exercise
more control over quality. For the loreign investor
seeking to build a large portfolio, acquiring a bro-
kerage company ma-"- represent a reasonable strat-
ery for acquiring market information.

Efflcient Production
Integration may yield savings by allowing a frrm to
substitute a series of internal transactions for those
that otherwise would be conducted in the market-
place. If contracting is cumbersome and time-con-
suming, the integrated firm mav have an advantage
in bringing products to the marketplace through a
more efficient production process. For example, the
developer with a captive construction company in
theory does not have to go through a lengthy bidding
process in the development ol a construction budget.
In reality, horvever, dealing rvith captive providers
is often as difficult as dealing with market pro-
viders. Captive subsidiaries are not subject to the
same competitive pressures as independent pro-
viders, nor are they motivated by the fear of losing
the job. As a result, they are often less efficient and
less responsive than independent competitors.

Input And Demand
Perhaps the strongest reason to integrate vertically
is to ensure a continuing supply ol needed factor
inputs or a demand lor the lirm s end products, Until
the Federal Home Loan Bank Board put a stop to
this practice, developcrs in the Sunbelt were ac-
quiring thrifts largely to ensure a ready source ol
capital {arguably their most important factor input)
to finance their development activities. Developers
also have acquired construction companies to ensure
that their projects rvould receive adequate attention
during times of peak construction activity. Simi-
larly, the evolution lrom consttuction to develop-
ment is a natural one. The orvner of a construction
company already possesses the technical knowledge
of how to build a building. As a general contractor,
he already bears much ol the construction risk for a
project, and he does so for a relatively modest fee.
By entering the development business, he can si-
multaneously generate additional business for his
construction co;npany and earn substantially higher
returns. This stratery has been aggressively pur-
sued by a number of Japanese construction compa-
nies, inciuding Ohbayashi and Kumagai rvhich have
elected to enter the highly competitive U.S. con-
tracting business by I-rnancing joint venture devel-
opments in which they also serve as the general
contractor.

Institutional purchasers of real estate, both for-
eign and domestic, have intcglated into the devel-
opment business to ensule a steady stream of future
products. In the past lew yeals, domestic institu-
tions, especially pcnsion funds, have increased the
portion of their assets that they wish to hold in real
estate from about 3tZ to 10?. As a result, pension
funds, in concert with foreigr investors, have bid up
prices for investment-grade buildings and bid dorvn
yields. To reach their target asset allocations, these
investors have been forced into the development

small corporate headquarters may be drawn to 1o-

cations that are rich in advanced business services.
Finally, the number of emplo-vees who rvould choose
to resign rather than relocate is lorver in corpora-
tions ivith small headquarters.

Companies that grew rapidly between 1975 and
1985 were significantly more likely to relocate than
companies that remained the same in size or de-
clined. Undoubtedly, many headquarters' reloca-
tions of growing companies resulted from shortfalls
or inadequacies in physical lacilities, a major cause
of relocation.e It is also possible that the headquar-
ters ofrapidly grorving companies required a greater
amount of input from specialized labor markets,
banks or other advanced service suppliers that u'ere
based outside the headquarters' locale. This situa-
tion may cause increased contracting outside the Io-
cal service area or actual relocation of thc
headquarters itself. However, as reported earlier,
corporations that diversilied rapidly betrveen 1975
and 1985 were neither more nor less likely to relo-
cate. Apparently, these corporations were able to
manage the intricacies of coordination of diversified
businesses and the technological and market uncer-
tainties associated with diversilication without re-
locating. Hence, diversification may produce
primarily an organizational response by companies
rather than relocation.

Real estate folklore and the popular media long
have identified CEO preferences and social ties as a
determinant of office relocation. We have modest
evidence that headquarter relocations are influ-
enced by the CEO's social and familial attachment
to the headquarter reg'ion. We lound that head-
quarters located in the same city as the CEO's res-
idence or in the state in which the CEO rvas born
are less likely to be relocatcd. Althorrgh this coefli-
cient is only marginally statistically significant in
a one-tailed test, its effect may be underestimated
due to CEO turnovers during the ten-year interval
studied.

Conclusions
We have shorvn that corporations rvhich glerv rap-
idly betrveen 1975 and 1985 or rvere headquartered
in the East North Central or Middle Atlantic re'
gions of the country rvere significantly more likely
to relocate their headquarters. We also found that
corporations with a large number of headquarter
employees or corporations headquartered in larger
metropolitan areas were sigrrificantly Iess Iikely to
relocate. Corporations rvhose CEO resided in the same
city as the headquarters or was born in the same
state were less likely to move their headquarters.
We also found that selected residential correlates of

the zip code in which the headquarters was located,
namely, the percentage of Black and Hispanic res-
idents and percentage of rvorkers employed in man-
agerial and professional occupations, had no eflect
on the likelihood of relocation.

In sum, our findings show that, among large in-
dustrial corporations, headquarter relocations do not
occur randomly. Rather, firms that rekrcate possess
specific location and organizational attributes. This
information may be ofvalue lo real estate firms that
supply consulting and brokerage services on a local
or national basis. Consulting firms may fruitfully
combine our approach rvith corporate culture -.ur-
veys in order to bring considerations of organiza-
tional efectiveness into the analysis ol optimal office
locations. At present, the greatest obstacle to the
successlul utilization of our approach lies in the rel-
ative scarcity of inexpensive, accessible and re'liable
data banks on the attributes of small or privately
held firms. Horvever, the rapid prolileration of less
expensive, high quality computer-readable business
databases should eliminate this obstacle. In an in-
creasingly competitive, knowledge-driven and client-
oriented marketplace, firms that succeed in devel-
oping broad-based expertise in office relocation rray
be amply rewarded for their efforts.

NOTES
l. Stephcns. John D. and Holly, Brian D. Cit) S-vstcn BehaYior

and Corporate lnfluence: The Hcadquartcrs Location of L: S.

Induslrial Firms, 1955-75,'in Urbon S!udEs 18 {1981):265-
300. Se.r also Semple. R. Keith, ct al. Pcrspeclivcs on Cor-
porate Headquartcrs Relocation in the L:nilcd Sralos. in L-.'
ban Geogrophy 6 (1985):37G-391.

2. Hdl, P.C. and Hay, David. Growth Centers rn the Europrcn
Urban S:'ste,I. (Berkeley: University of California Prcss, 1980r
Noyellc, T. and Stanback,"l. The Econontc Translorntation ol'
American Cities (Towata, NJ: Rowman and Allenheld, 1984).

3. See Quante, Wolfgen9. The Corporate Erodus front NerL, York
Ciry (New York: Praeger. I976).

4. Kssarda, John D. "Poople and J<.rbs on tho Movo Amoricas
New Spalial D-vnamics," in Sternlieb, G. and Hughcs, J.W
(eds) Anrzricas Neru Marhet GeogrophJ' \Ncw Bruns*ick, NJ,
Rutgcrs University Press, 1988).

5. Cushman and Waketjeld. The Cushnan ond Wahtfitld Bust'
ness Arnerica Real Eslale Monilor: Bcsr Brrsi,lcss Cilrcs tNeu
York: Cushman and Wakelleld, 1988 . Julien J. Studlcy, Inc.
Tenont Salisfaction ond Corporate R.la$lion Issrres tChicago.
Julien J. Studley, Inc., 1987).

6. Palmer, Donald and Friedland, Roger. Corporation, Cllrss and
Cit-v S]stem." in tr!izruchi, ]{ark and Schsart?. }Iicha('l edsi
The Structurcl Anol-,'sis of Basiness LCarnbridge: Cambridgc
University Press. 1986r. Eisenberg, Joscph, el al l lc,!v Big is
the Big Apple? Corporate and Locarion Determinants of Ad.
vanced Business Service Contracling. !'or the 1990 annual
mccting oI the American Sociological Association.

7. luolccki, E.J. "Technological lmperativcs And N'lodcrn Corpo-
rate Strategy," in Scott, A.J. and Slorper, \1. leds) Procluclrcn.
Worh and Territory: The Geographic Anatonry af Industrial
Capitalism (Boston: Allen and Unwin, 1986).

8. Scott, A.J. Metropolis: From the Diuision of l^lbor b Llrbatt
Form (Berkeley, CA: Universily of Calilornia Prcss, 1988).

9. Studley, Julien J. lnc., op. cit.

4 REAI ESTAIE ISSUES FAII'WINTEB I99O Corporqte Heodquorters flelocsiion 4l



EXHIBIT I
Variables Hypothesized to Affect Headquarter
Relocation

LocatiorL Attributes
Population of the headquarters' metropolitan statistical
area. The total 1980 population, of the MSA in which the
headquarters is located was divided by 1 million.'
Region of the country in rvhich the headquarters is located.
Dummy variables rvere included for the lollowing regions:
Northeast: Maine, New Hampshire, Vermont, Massachu-
setts, Connecticut, Rhode Island; Middlc-Atlantic: New
York, New Jersey, Pennsylvania, Maryland, Delaware,
District of Columbia; East North Central: Ohio, Indiana,
Illinois, Michigan, Wisconsin; lVest North Central:
Minnesota, Iowa, North Dal{ota, South Dakota, Nebraska;
Far \Yest: California, Oregon, Washington. Socioeconomic
composition of the zip code in which the headquarters is
located. The percentage of managers and professionals
residing in the same zip code in 1980 was multiplied by
1000.' Racial composition of the zip code in which the
headquarters is located. The percentage of Black and
Hispanic residents in the headquarters' zip code in 1980
was multiplied by 1000.'
Corporate Atlributes
Sales revenue. Corporate sales revenue in 1985 rvas divided
by 100,000.'

Growth in sales revenue. Corporate sales revenue in 1985
was dividcd by salcs revenue in 1975.2

Increase in product diversihcation. The number of two
digit SIC codes in which the corporation produced in 1975
was subtracted from the number ol codes in which the
corporation produced in 1985.3

Spatial dispersion of facilities. The diversification index
calculates the degree of a corporation's employment
dispersion across states as follows:

1 - [I x!i(!x):]
rvith x as the number of each company s employees in
each state.'

Size of the corporate oflice. The number of employees in
the corporate headquarters in 1985 was divided by 100.s

Previous headquarter relocations. The number ol times
the corporation relocated its headquarters betrveen 1960
and 1975 and between 1975 and 1985.6

CEO ties to the locality. This dummy variable was coded
1 if the CEO in 1975 was born in the state in which the
corporation was headquartered or if the CEO resided in
the same municipality as the corporate headquarters. It
was coded 0 otherwise.T
t U.S. Census dala.
2 ForLune magazine
r Trinet Directory of Top 1500 Corporations r'I985), {oody's Manual

of Industrial Corporations (I975r.

' Trinet Establishment Database fl985r.i Dun's Business Rankings (1985).
5 Fortune ond Slandard and Poor's Regrsler of Corporations.
7 Standard and Poor's Directory of Managers and Directors.

been more likely to move their headquarters away
from such areas. Given the considerable evidence for
highly localized labor markets,s this finding sug-
gests that the demographics of a headquarters' im-
mediate environment has little effect on the likelihood
that it will relocate. Alternatively, the benefits of a
central location exceed by a good margin the direct

TABLE 1

Comparison of Variables Affecting a Corporation's
Propensity to Relocate Its Headquarters

Variable Bcta \raluc

business. Both foreign and domestic institutions now
participate in equity joint ventures on development
projects; they establish captive development com-
panies; and they make equity-like investments in
independent real estate companies.

The retail business is another cxample of inte-
gration in which developers and retailers work to
ensure access to supply and demand. Some of the
nation's largest shopping center developers (Taub-
man, DeBartolo, Campeau and Hooker) have in-
vested in the retail business as a way of gaining
control of major anchor tenants for their new devel-
opments, Sears has become a major developer of
shopping centers through its Homart subsidiary.
Retailers and shopping center developers integrate
vertically because of the symbiotic relationship that
exists betrveen anchor tenants, smaller satellite ten-
ants and shopping center developers.

Typically, shopping centers are anchored by a
few very large national stores that act as magncts
to draw customers to the site. These stores lease
their space on extremely favorable terms, often gen-
erating little or no cash flow in excess of operating
expenses for the developer/owner. With a strong an-
chor, a shopping center developer can obtain favor-
able hnancing as rvell as a good mix of smaller tenants
on terms that typically provide lor base rent plus a
percentage of sales. Without an anchor, a developer
cannot build a conventional shopping center. By
controlling the anchor, the developer assures de-
mand for his space, and he can prevent the anchor
store from locating in a competing center.

Bargatning Power And Value
The previous discussion illustrates trvo rationales
for vertical integration: to offset the bargaining porver
of suppliers or customers and to capture the value
created through contractual relationships. Because
of the important role they play in the dcvelopment
ofa shopping center, anchor tenants wield enormous
porver in lease negotiations. The developer with a
captive anchor offsets this bargaining advantage, at
least with respect to his captive tenants. Similarly,
the retailer that integrates into shopping center de-
velopment captures for itselI some of the value that
is created through the signing of its own Iease. In a
weak off-rce market, a major tenant may also succeed
in capturing the value created through its lease by
obtaining an equity interest in the building. Among
national office users, International Business Ma-
chines, Inc., has pursued a strateg/ ofjoint ventur-
ing with office developers on projects in which IBM
is a major tenant. This type of vertical integration
occurs infrequently in office building development
because, unlike a national retail anchor, an office
tenant rarely attracts additional tenants to a build-
ing. Many small stores may rvish to locate near a
Sears store because they know that the legions ol
people who flock to Sears also will buy goods at other
stores. By owning the shopping center, Sears can
capture some of this value. In contrast, there is lit-
tle, if any, benefit for most businesses to locate in
the same building as IBM.

Fee Busitess
For developers, there is an additional reason to in-
tegrate vertically: to diversify into fee businesses
that operate independently of the development cycle.
The fundamental strategic problem laced by most
developers is how to sustain their organizations
through downturns in the development cycle. By its
nature, real estate development is the most cyclical
of all businesses. The conventional rvisdom is that
the development cycle results lrom sensitivity to
macroeconomic conditions. But the real sources of
the cycle are the durable nature of the product and
the stochastic nature of the demand. Unfortunately
lor developers, buildings last for years. Unlike lood
or toothpaste, there is relatively little continuous
replacement demand for nerv buildings. Instead, de-
mand results from structural shifts in the economy,
marginal changes in demographics or improvements
in local economic conditions that give rise to new
development opportunities. Developers must figure
out how to cover their overhead during periods of
scarce development opportunities when they are not
earning development fees (if they are investment
builders) or development profits (if they are mer-
chant builders).

Vertical integration represents one approach to
the cyclical problem. Brokerage and propertl- nran-
agement are two fee businesses that are closel,y linked
to the development business yet operate indepen-
dently ol the development c1'cle. Demand for these
se11 ices is proportional to the magnitude ofthe slocl
of existing buildings as distinct from the forc of nerv
buildings created through development. Similarll.
mortgage brokerage and tenant construction ofler
similar opportunities to divcrsify into related busi-
nesses that are Iess cyclical than development. An-
other approach to the cyclical problem is for a
developer to strictly avoid any lorm o[ integration.
If a developer contracts for virtuall.y all services rvith
third parties, he can keep overhead to a minimum
and hunker dorvn during Iulls in the development
cycle. So while vertical integration may be one
strategy for dealing with cycles, it is by no neans
the only stratery.

Integration In Real Estate
In sum, there ere a variety of reasons why real es-
tate ['rrms integrate at the fringes of their busi-
nesses. Investors integrate into development to gain
access to product. Developers integrate into broker-
age to gain knowledge of customers and their pref-
erences. Owners integrate into property management
to ensure management from an owner's perspective.
Contractors integrate into development to earn a
larger reward for the risks they are taking and to
ensure a steady stream of work. Large retail devel-
opers integrate into retailing to improve their bar-
gaining position relative to anchor tenants. Retailers
integrate into development to capture the full value
created through their leases. And everyone consid'
ers integration as a means of diversification.

While the above discussion explains why verti-
cal integration occurs at the margins of different
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and indirect costs of proximity to older rundown res-
idential neighborhoods.

Two corporate attributes are associated with the
probability of corporate headquarter relocation.
Corporations with a large number of employees in
their headquarters are much less likely to relocate
because large headquarters are more costly and dis-
ruptive to move. Also, in large headquarter com-
plexes operational decision-making often is tightly
interwoven with and dependent upon the activities
of other departments and functional areas, thereby
posing organizational obstacles to headquarter mo-
bility. in a separate analysis we found that larger
corporations with higher levels of foreign sales tend
to have larger central offices.

In smaller headquarters' office complexes relo-
cation is less daunting, and in smaller offices stra-
tegic decision-making frequently is done
independently of other corporate activities, render-
ing these ofhces more footloose. Because they have
fewer direct contacts with line and staff managers,

L
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segments of the real estate industry, it docs not help
us understand why fully integrated real estate cont-
panies have not proliferated in the United States as
they have in other countries. The next section ofthis
paper examines structura.l characteristics of the U.S.
real estate industry that ale likely to thwatt large-
scale vertical integration.

would perform all of the necessary supporting serv-
ices in-house, In contrast to Japan and some Euro-
pean countries, the United States has lew such I-rrms.
There are a variety of reasons for this.

The Locql Nature Of Seruices
Many ol the services needed to operate a fully in-
teglated development company in the United States
can only be provided locally. Prior to the start of
vertical development, it is Iocal expertise that cre-
ates value in real estate; it is the knowledge of local
buying opportunities, local planning laws, local pol-
itics, and local building trades and contractors. While
an architect can design a building lrom a remote
location and f-rnancing sources can be located vir-
tually anywhere, Iawyers (at least those responsible
lor the approval process), brokers and property man-
agers typically must be located in close proximity to
their projects. To be competitive, contractors also
need to establish relationships rvith local subcon-
tractors. Thus, if a real estate company operates in
more than one U.S. market, it must recl'eate much
of its organization in each part of the countr3r where
it is active. Every one of its regional ofl-rces must
have its orvn construction company, its orvn broker-
age operation, its orvn legal group and its orvn prop-
erty management company.

The difficulty \vith this arrangement is that ferv
U.S. companies operate on a large enough scale to
sustain an integrated operation in every market.
Rather, U.S. companies find it lar more efl-tcient to
contract lor services rvith third party providers in
various locales. This explains rvhy the only fully in-
tegrated (i.e, construction, development, brokerage
and property management) real estate companies in
the United States are regional companies such as
Spaulding & Slye rvhich operates only in Nerv En-
gland and in Washington, D.C. The large national
developers in the United States (Trammell Crow,
Gerald Hines, Lincoln Properties, etc.) generally re-
strict their activities to development, rnarketing and,
in some cases, property management. By way of con-
trast, Japanese real estate markets are smaller geo-
graphically and more homogeneous; therefore, it is
easier for integrated real estate companies to oper-
ate throughout the countr)'. Moreover, Japanese in-
dustry traditionally has operated in an integlated
fashion or through interlocking orvnerships and
directorates.

In the United States, $ e can expect some foreign
firms to be successful with a vertically integlated
strategy in a ferv specific, homogeneous real estate
markets. For example, Hasegarva Komuten is one
of Japan's Iargest condominium developers. The
company is very active in Honolulu where it caters
largely to Japanese buyers. In Honolulu, the firm
not only develops but constructs, markets and man-
ages its properties. This strategy may be reasonable
to follorv in Honolulu or a lew other rvell-defined
markets, but it would be problematic if pursued si-
multaneously in many diverse markets throughout
the United States. Unless a company developed a
substantial number of buildings in each market, it

technolory may have facilitated corporations to move
their headquarters. Moreover, information technol-
ogl may have fostered these relocations by allowing
selected activities that formerly had to be combined
rvith others in a major central headquarters lacility
to be spun off and located elsewhere without sacri-
ficing ease of communications.

The aforementioned lines of research have en-
riched our understanding of the types of places that
are most likely to gain or lose lrom relocation, as
well as the technologies that make relocation eco-
nomically feasible. They do not tell us, however,
which firms ale most likely to act upon these op-
portunities. Consider, for example, that while a sub-
stantial number ofcorporate headquarters are leaving
the central cities of the largest metropolitan areas,
others are moving in. This phenomenon suggests,
anong other things, that co-location of corporate
headquarters and their banks, advanced service
suppliers, and other corporations is more important
lor some tlpes of corporations than for others.6

It is also clear that some corporations have more
options than others when considering the relocation
of their headquarters. Headquarter mobility may be
facilitated or constrained by a host o[ corporate at-
tributes including the size of a corporation, its rate
of growth, the industry in which it operates, the
number and nature of its diversification activities
and its involvement in foreign markets. For in-
stance, because rapidly changing technologies make
it advisable for top managers and their research and
production units to be in frequent and close contact,
the headquarters of high technolory companies tend
to be more hrmly rooted in their productive milieus.t

This article makes use of a statistical model to
analyze the eflects of certain location and cotporate
organizational attributes on the probability that
corporations rvill relocate their headquarters. The
study is of interest to real estate firms for several
reasons. First, commercial real estate is still pri-
marily marketed by cold calling and by obtaining
infornation on lease conditions and expiration dates.
An understanding of the propensity of various types
of companies to relocate their headquarters rvill en-
able real estate firms to gain a competitive advan-
tage in the identihcation of potential corporate clients
and to engage in more intensive rather than more
extensive marketing strategies. Additionally, the
methodology proposed here may' be employed to as-
certain patterns in the location behavior of ofl-tces
within or betrveen particular territorial areas. The
methodolog, also may be joined rvith suruey data to
predict actual relocations, not merely tojustify those
that have already occurred.

Empirical Analysis
The corporate sample in this analysis consisted of
the 500 largest industrial corporations in the United
States in 1975, as listed in Forrrune magazine, which
remained independent in 1985, i.e., these corpora-
tions rvere not acquired by another firm. The depen-
dent variable, rvhich was in dummy form, rvas coded

1 if the corporation's headquarters was located in
the same city in 1975 and 1985; this variable was
coded 0 if the corporate headquarters was relocated
to a dillerent city. Logistic leg'ession wirs cmployed
to determine which of the organizational and loca-
tion attributes were associated rvith the likelihood
that a corporation would relocate its headquarters.
Exhibit I lists the variables rvhich were hypothe-
sized to be associated with corporate headquarters
relocation along rvith thc means of their measurc-
ment and their data sources. Three oI the indepen-
dent variables that were studied-the deglec of
spatial dispersion oIcorporatc facilities, the inc]'ease
in industrial diversification and the number o[ pre-
vious relocations-were eventually dlopped from the
model because of the inability to obtain all necessaty
data. However, none u'as statistically sigrrificant. The
results of the statistical analysis of the reduced num-
ber of variables are presented in Table 1.

The results of this analysis reveal that, despite
the well-publicized departure of corporate head-
quarters from selected larger and older urban cen-
ters, corporations headquartered in large
metropolitan areas are significantly less likely to
relocate their headquarters. Although the number
of headquarters located in suburbs and in Sunbelt
metropolises has grorvn, the number of headquar-
ters moving down the urban hierarchy has trot in-
creased. This finding suggests that the benefits
accruing from the location factors and the agglom-
eration economies that traditionally drerv head-
quarters to large metropolitan areas continue to
outweigh those forces that facilitate their departure
from these areas. Our results also show that corpo-
rate headquarters in the East r',r*orth Central and
Middle Atlantic regions of the country are signili-
cantly more likely to relocate than headquarters lo-
cated in other regions of the country. The elfect ol
location in these regions is above and beyond the
eflects of the quality of the neighborhood in rvhich
the corporation is headquartered. It simply sum-
marizes location disincentives that are concentrated
in these areas and that we have not yet measured.

The racial and socioeconomic composition of the
zip code in,,vhich the headquarters is located has no
effect on the Iikelihood that the corporation rvill re-
Iocate. In addition, corporations headquartered in
elite residential areas rvith a large supply of man-
agerial personnel are no more Iikely to stay than
corporations headquartered elservhere. That thc
percentage of Black and Hispanic residents in a
headquarter's immediate vicinity is unrelated to the
likelihood that the corporation will relocate fails to
support the view that corporate headquarters are
deserting minority neighborhoods or neighborhoods
with a small concentration of residential u'hite-col-
lar wolkers. Policymakers and media figurcs oltcn
assert that corporations are leaving these areas due
to the fear of crime, the shortage ofskilled Iabor and
the pressure from government to comply with ter-
ritory-based hiring quotas. Our findings suggest that
despite the social and economic ills that alflict poor
and minority neighborhoods, corporations have not

FIGURD 1:

The Real Estate Value Chain
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Vertical Integration And Industry Structure
Value can be created in real estate in a variety of
rvays: through land assemblage, horizontal or ver-
tical development, Ieasing or sales, asset manage-
ment and investment. (see Figure 1) Land assemblage
is the process of assembling adjacent sites to permit
the development of a larger project; those rvho en-
gage exclusively in this process are land speculators.
Once a site has been assembled, the process of hor-
izontal development occurs. This process inclrrdes
obtaining permits and approvals and developing roads
and the necessary infrastructure to support the de-
velopment of buildings on the site. Those who en-
gage only in this process are land developers rvho
may sell their sites to end users or rvholesale their
sites as large parcels to developers. Vertical devel-
opment is the process of actually developing build-
ings for occupancy. Once vertical development has
been completed, leasing or sale of the buildings takes
place and asset management begins.

The ways in which value can be added to real
estate are supported by many services, including
brokerage and financing; planning and construc-
tion; design, construction and financing; marketing;
property management and permanent financing; and
investment brokerage (Figure 1). A completely ver-
tically integrated firm would be involved in all of
the methods of adding value to real estate, and it
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COBPOBATE
HEADQUAB.
TERS
RELOCATION

Contrary to popular belief, corporations
that are headquartered in large
metropolitan areas are less lihely to
relocate tlran rapidly growing corporations
and those that are headquartered in the
Northeast and the MiddLe Atlantic states.

by Joseph H. Eisenberg and Roger
Friedland

The authors u,ant to thanh Fr(rnh Mittelbach for his man)
helpful com/nents,

f he relocation oI corporate headquarters has a
- I - major impact on a city s economic development
I and its real estate markets. Potentially loot-

loose headquarters are courted by real estate bro-
kers, olfice developers, consulting firms and, of course,
city ollicials. The threat of headquarters relocations
have impelled cities and states to offer ever greater
ta-x, expenditure and regulatory subventions to in-
duce corporations to stay put. But v'hich corpora-
tions stay and which go? Are certain kinds of lilms
headquartered in certain kinds of places more likely
to relocate their headquarters than others? This ar-
ticle aims to answer these questions by analyzing
the organization and location determinants of head-
quarter relocations.

Most research on colporate headquarter reloca-
tions has focused on the types ol places that gain or
Iose headquarters rather lhan the types oI firms that
relocate. Several studies have described the redis-
tribution of corporate headquarters within the ur-
ban system.l These studies have shorvn that,
paralleling the more general patterns of postrvar ur-
ban grorvth, corporate headquat'ters have been mov-
ing outwards from core metropolitan areas to
suburban rings and from older to newer industrial
areas.x Notable is the exodus lrom New York City
and other older metropolitan areas and the rise of
headquarter centers in major Sunbelt metropolises.3

A-ll of these studies have accounted for head-
quarter relocation on the basis of location factors.
The factors most frequently cited as contributing to
the redistribution of corporate headquarters include
the distribution of the population, the cost ol labor,
the local availability of advanced business services,
the amount of local business and personal t:xes, the
cost of land and living, the amount paid lor oflice
rents and the amenities offered by the environlnent.r

Real estate firms also have commissioned stud-
ies that sought to identily the location factors that
are most relevant to headquarter lelocation deci-
sions.s These studies usually have been based on
surveys of corporate CEOs and emphasized less tan-
gible factors such as a metropolitan area's "business
climate" and "quality of life." How closely CEOs'
preferences concerning attractive corporate head-
quarters locations relate to the realities ofrelocation
behavior also remains a subject of lierce debate.

Other studies have addressed the impact of in-
formation technology, particularly advances in te-
lecommunications and decentralized computing, on
headquarter mobility. By permitting quick access to
specialized information and services, information
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could not support a full construction company and
brokerage operation in every city in which it was
active.

The Compensation Problem
The second difficulty in organizing a fully inte-
grated real estate company in the United States is
managerial in nature. In contrast to other parts of
the world, the United States has traditior.rally com-
pensated people who perform management, broker-
age and development services very dilferently,
Managers, be they property managers or general
managers, are usually paid a straight salary and a
bonus or a share in profits based upon the perform-
ance of the company. Brokers are typically compen-
sated through commissions. And development
personnel often receive equity interests in the proj-
ects they develop in addition to a salary, The firm
that attempts to bring brokerage, management and
development under one roofruns the risk of creatir.rg
friction over corrpensation issues.

For example, brokers, who often receive large
commissions as they lease the space immediately
after completion of a project, rvould be paid in excess
of the salaries earned by the most senior managers.
Inevitably, this difference in compensation rvould
breed resentment among those who were responsi-
b1e for developing a project and who typically rvould
rvait years until the project was sold before they could
recognize the benef-rts of equity participation. And
in the interim, it would be the managers of the com-
pany who rvould create the most value in the project
through careful management of the investment asset.

While this compensation ploblem is not insur-
mountable, it may help to explain why ferv fully
integrated real estate f-rrms exist in the United States.
Furthermore, the difficulty of providing competitive
compensation for brokerage and development per-
sonnel without upsetting the salary structure also
may explain why relatively few large U.S. institu-
tions have managed to integrate directly into de-
velopment. Instead, large U.S. companies find it
easier to participate in development through joint
ventures or passive investments in independent de-
velopment companies.

The recent experiences of Hooker and Campeau
illustrate the investment and managerial risks con-
fronting foreign real estate firms that attempt to
integrate beyond their core businesses in the United
States. Both firms acquired major department store
chains as part of a larger integration strategy. In
doing so, they attempted to manage a highly spe-
cialized business-retailing- in which the firms
lacked special expertise. Today, both companies are
on the brink of bankruptcy. The experience of Hooker
and Campeau suggests that the potential gains from
integration are sometimes more easily identified in
theory than they are realized in actual practice.

Macroeconomic Rish
The third obstacle to large-scale vertical integration
in real estate is that it tends to expose a lirm to
more macroeconomic risk. Although the time it takes

to bring products to the marketplace is shortening
lor other industries because of technical and man-
agerial advances, the time necessary to complete the
value chain for real estate is lengthening. It takes
longer to develop a project today in the United States
than it did 10 or 20 years ago. There are a variety
of reasons for this: the approval process is longer,
financing is more complicated, and buildings them-
selves are more sophisticated and often take longer
to construct. Because of the protlacted value chain,
a large firm that takes a ploject from rarv land all
the rvay through to completion of a development as
an investment asset is more exposed to macroecon-
omic doq'nturns than a small lirm that tines its
entry and exit into the market. As the value chain
continues to lengthen, integrating may be a less at-
tractive strategy for dealing with the cyclical nature
oI real estate than contracting out all possible serv-
ices to third parties and hunkerir.rg dorvn during
downturns in the development cycle.

The Consequences Of Foreign Investment
Notwithstanding their widely admired management
skills, even the Japanese have not figured out how
to overcome the structural obstacles that confront
companies seeking to vertically integrate in the U.S.
real estate industrv. Foreign firms active in U.S.
markets face exactly the same problems (and oppor-
tunities) as U.S. firms. Moreover, the longer foreign
investors are present in the United States, the more
they tend to behave like domestic investors. So, over
time, we would expect to see a variety of strategies
being pursued by foreign real estate interests that
are likely to mirror the strategies that are being
pursued by domestic real estate companies. Some of
these strategies will include integration at the mar-
gins of core businesses. Integration on a scale com-
parable to what is experienced in other countries,
however, is unlikely.

Structurally, there are likely to be two major
consequences of large-scale foreign orvnership of U.S.
buildings. First, there will be more foreign compe-
tition in related businesses. As Iong as there are
foreign buyers, there will be companies catering to
provide services to them. Some of these service pro-
viders rvill themselves be foreign companies that
share a common language and culture ivith theil'
customers. There will be foreigrr-orvned brokerage
companies, foreign-orvned property management
companies, foreign-owned construction companies,
foreign-orvned design hrms, foreign-owned banks and
foreigrr-owned development companies. But there also
will be domestic lirms seeking to serve the same
clientele, and foreign-owned firms rvill be competing
rvith domestic firms for both foreign and domestic
business. Some real estate-related businesses such
as construction lending may even come to be domi-
nated by foreign institutions. But it is highly un-
likelv that massively integrated firms rvill emerge
in the United States as they have in other countlies.

Perhaps the more significant consequence of
large-scale foreign ownership is that it will hasten
the institutionalization of the real estate industry
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in the United States. Foreign ownership is largely
institutional ownership involving pension funds, in-
surance companies, sovereign governments and ma-
jor corporations. The influx of foreig'n capital has
coincided with an increase in the portion of assets
allocated to real estate by domestic pension funds.
As institutional money, both foreign and domestic,
has flocked to real estate, yields on investment-grade
assets have been bid down to levels below the long-
term cost of debt. Furthermore, because of soft renta-I
markets, the return on cost for new buildings in manv
markets is now below the long-term cost of capital.
The result of this bidding up of prices and bidding
down ofyields is that developers can no longer afford
to own the buildings they develop. As a result, they
are developing buildings to sell to institutional buy-
ers at capitalization rates below the return on cost.5
This process reinfolces the institutionalization of the
real estate market, and at the same time, it forces
developers to pursue a fee-based, merchant-build
strategy.

In time, U.S. real estate markets may begin to
look like European markets, with the bulk ol the
investment-grade building stock being in the hands
of large institutions. These buildings will not sell as
frequently as buildings sell in the United States to-
day. Developers will be forced into alliances with
institutional partners because it will be difficult to
finance new projects without gaining access to large
amounts of equity. The development industry will
consolidate because smaller, under-capitalized de-
velopers will have a diflicult time competing in this
environment. But institutional ownership should
introduce more stability to real estate markets, and
it should bode well for individuals with asset man-
agernent skills who are able to create value for long-
term owners through astute management of real es-
tate portfolios.
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yield driven. Today, cash returns in U.S. real estate
range betrveen 6.5Vc and 107c, depending on the
market. These returns are higher than the returns
in Europe, which range from 5% to 67o, and they are
dramatically higher than the returns in Japan, which
are about 2o/o .

It is in the total return area that the U.S. real
estate market is developing some problems. For the
first time in the last five years, we find total returns
in overseas markets exceeding those in the U.S.
markets. This is due to several factors, the most im-
portant of which is the much stronger role of gov-
ernment in the development process abroad. This
tends to limit supply and prevents the overbuilding
that has been experienced in the United States.

An examination of U.S. returns over the last
five years shows that for the first time since World
War II, real estate tlails bonds. This, of course, is
forcing institutional investors to reconsider the as-
set allocation issue. As a result, British investors
pulled out of U.S. investments last year, feeling they
could get higher returns in European real estate.
The Japanese also are increasing their investments
in Europe.

It is pretty clear that if risk-return relationships
do not improve, the United States will see a lower
share of the real estate market held by foreigners
as foreign investment activity slows down.

A second major issue I want to talk about is
vertical integration. I refer to an excellent paper by
Larry Bacow from the Massachusetts Institute of
Technology,' lFor compLete text of Bacow's paper, see

Clearly, there is an underlying fear in the U.S.
real estate community that if foreign firms integrate
in this country as they have in their own countries,
they can establish a monopoly position and force out
U.S. firms or dilute the market share of U.S. firms.
In a period of a possible recession and soft markets,
having to share this diminishing return with foreign
nationals is not a good prospect. This fear is expe-
rienced by individuals and firms who otherwise are
very favorably disposed towards foreigtr real estate
investment.

Bacow's paper concludes that vertical integra-
tion will not be successful in the United States. Let
me review some of his reasons. First, vertical inte-
gration of U.S. real estate has not worked for U.S.
or Canadian firms that have tried it in the past.
There is no reason to believe that it would work
better for other foreign lirms. U.S. markets are too
dispersed in terms of multimarket activity. They
certainly are not homogeneous.

A third major issue is regulation. It is the po-
sition of some people that foreign investment in the
United States should be absolutely prohibited. This
type of thinking is reflected in 27 state 1aws, many
of which were introduced in the late 1800s, that deny
ownership to foreign investors, although most ofthese
Iarvs are directed at the ownership of farm land and

not at the ownership of investment properties.

The next level of regulation is the registration
of foreigrr ownership, which is generally proposed at
the federal level. This type of regulation olten is
introduced as a tracking device. In most cases, it
ends up being a harrassment device. Today, legis-
lation (FIRPTA) requires more disclosure on the part
of foreign national investors than it does from
American investors.

The third area of regulation is taxation. If there
are treaty provisions, foreigners can be treated bet-
ter than U.S. investors. Here, there is a move toward
achieving equality between U.S. and foreign inves-
tors. In future years, no doubt several attempts will
be made to pass measures that will limit foreign
investment unless there is 'reciprocity" from other
countries.

Prospects For The Future
In terms of the future, there will be continued for-
eign investment in the United States, and foreigrrers
will continue to be major players in the U,S. real
estate market. Because of the yield problem, there
will likely be a slowdown in the rate of foreign in-
vestment and a shift in the movement of assets to
other nations. There will likely be limited vertical
integration, except in certain homogeneous markets.

Foreign investors will influence one aspect of
the real estate market that is not healthy for U.S.
real estate firms; there will be fewer tlansactions.
Most foreign investors will not be recycling prop-
erties for some period of time. There will be less
volatility because of the longer term investment
perspective of many foreign investors.

There is clear evidence of globalization of real
estate. This follows the globalization of the securi-
ties market over the last ten years. Finally, there is
an increased level of institutionalization of U.S, real
estate partially because most loreign investors are
institutions.

Generally speaking, the 1990s will be very chal-
lenging in terms of the changing structure of the
real estate industry. By the end of this decade, for-
eign investment will not be discussed in the same
sense that it is today. There will be acceptance of
the fact that there is a rvorld*'ide investment mar-
ket. Some investment goes out; some comes in. Deal-
ing with a global market will be just a part of the
day-to-day life of the real estate professional.
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