THE COUNSELORS OF REAL ESTATE

www.cre.org

FALL/WINTER 2002
Volume 27, Numbers Three & Four

in collaboration with

Journal of

Real Estate Portfolio
Management

AMERICAN REAL ESTATE SOCIETY
www ARESnet.org

Volume 8, Number Four, 2002

An International Real Estate Symposium

Sponsored by

Harvard Design School

The Counselors of Real Estate

Roval Institution ot Chartered Surveyors



1976 - 2002
27 Years of Publishing Excellence

The partners of Global Cities in an Era of Change gratefully

acknowledge the contribution of the following;:

Stephen Brown - RICS Towndiation
Alan Collett - RICS, Allsop~
David Fitzpatrick - RICS Fowndation
Mary Walker Fleischmann - e Cotoeselors of Real | <tate
Appraisal Institute Martyn Glen, CRE - tegra Glon Adrsors
Hugh Kellv, CRE - New York hueersity Craduate Real Pstate School
National Association of REALTORS i Kark CRE. - Ruskest ity
Sarah Littlejohns - Roval [nstitution of Clhartered Suriegors
George Lovepon, CRE - ity Assocnites
Anpus Montosh, FRICS - RICS Anig Stirge
[ ] lohn MeMahan, CRE - Centerprise
Rachard Peiser - Flarcard Design School

Dr. karen Sieracks, MRICS - KASPAR Assocuates | td

James R. MacCrate, CRE, New York, NY Cloria Bowman
Veronoa Sepin
; T Patricia kurt

Joseph H. Martin, CRE, Lawrenceville, Nj Rl BLEe

Shea Shumpert

Paul Coady
K(.’nnt‘th I’. I{lgg‘\, JI'., (‘R[, LﬁJHLNI'\'i’. s Jonathan [ avamana

Daniel Rose, CRE, New York, NY
Corlette Moore MeCony
Margaret Moore de hicojas
Janet Wysacks

Anthony F. Souza, CRE, Tracy, CA

Jenniter Clark

Frank X. Troisi, CRE Emeritus, New York, NY

Monica Ferrell

Casev Hophans

Rav C. Wilson, CRE, Sau Antonso, TX Doug Copger

u Joanne Edmondson

Lous Armstrong

' : ; : James Rebbeck
For more information on becoming o member ot the '

Editor’s Council or advertising in Real state lssiies, i Rlelonagh
contact The Counselors” Chicago office at 312.329.8427; [uke Dunstan

mtow cre.org



An International Real Estate Symposium

About Hie contribuiting organizations:

The Counselors of Real Estate (CRE)

[he Counselors of Real Estate, established in 1933, 1s an
international group of high profile protessionals mcluding,
members of prominent real estate, tinancial, legal, and
accounting firms, as well as leaders of government and aca-
demia who provide expert, objective advice on comples real
property situations and land related matters. The organiza-
tion's purpose is to advance, enhance and support these
leaders by serving as a resource tor information, by creating
opportunities for protessional development and community
service, by facilitating networking, and by providing the
benefits of camaraderie. Members are awarded the CRE
Designation, extended by invitation only, in recognilion of
their achievements in real estate counseling, www.cre.org

American Real Estate Society

I'he American Real Estate Society (ARES) 1s a sociely ot
and for high-level practicing professionals and real estate
professors at colleges and universities throughout the
United States and the world. ARES, tounded in 1985,
serves the educational, informational, and research needs
of thought leaders in the real estate industry and real
estate protessors at colleges and universities. ARES pub-
lishes tour journals and a rescarch monograph book cach
vear, Inaddition ARES is linked with the other regional
real estate socicties throughout the world (Asian,
European, Pacitic Rim, Atrican, and Latin American) via
the International Real Estate Society. wwawaresnet.org,

Sporsored by

Harvard Design School

The Counscelors of Real Estate

Roval Institution ot Chartered Survevors

September 4-6, 2002
Harvard University

The Harvard Design School

Ihe Harvard Design School (also called the GSDYy is dedicat -
ed to the education and development ot future leaders in the
professions of architecture, landscape architecture, and
urban planning and design. The School offers an array ot
masters and doctoral dvgrvcs, as well as Career Discovery
and Exceutive Education programs. With its iternational
faculty, the GSD provides a broad range of design philoso-
phies and visions. The unparalleled resources of the Design
School and those ot Harvard University, including its cours-
oS, museums, libraries, and cultural events are available to
all students. www.gsd harvard.edu

The Royal Institution of Chartered Surveyors
(RICS)

With 110,000 members in 1200 countries,  The Roval
Institution of Chartered Surveyors (RICS) 15 the world's
leading professional body addressing all aspects of land,
property, construction, and associated  environmental
issues. An independent, not-for-profit organisation, RICS
acts in the public interest, upholding, the highest standards
of competence and integrity amony, its members and pro-
viding impartial, authoritative advice on major issues affect-
ing business and society worldwide, wiwworics.org

The RICS Foundation

[he RICS Foundation is a worldwide charitable foundation
that secks to enhance the quality of the built and natural
environments for the benefit of all, and is committed 1o
ensuring that sustainability is an intrinsic part ot all that we
do. The RICS Foundation supports, promotes, and dissemi-
nates research and also advises and supports other charita-
ble organisations, including the RICS Education Trust.
wwwrics-foundation.ory,




FALL/WINTER 2002

Volume 27, Number Three/Four I S S U

1976 - 2002

27 Years of Publishing Excellence
TABLE OF CONTENTS

REAL ESTATE

putblished by

THE COUNSELORS OF REAL EstaTr

Page
1 About the Global Cities in an Era of Change Sponsoring Organizations
iv-vii  Editor’s Statements
| GLOBAL CITIES IN AN ERA OF CHANGE
A summary of the tirst international real estate symposium ot its kind sponsored by Harvard
Design School, The Counselors of Real Estate, and The Roval Institution of Chartered Survevors,
COMMENTARY
15 THE COMMENTATOR’S PERSPECTIVE:
GLoBAL CITIES IN AN ERA OF CHANGE
by Bowen T “Buzz" MceCoy, CRE
19 SERVICING THE GLOBAL CITY
Dy Danel Rose, CRE
23 GLOBAL CITIES IN AN ERA OF CHANGE,
A COMMENTARY
by David S, Kirk, CRE
25 STRATEGIES FOR MANAGING

URBAN GROWTH AND REVITALISATION
by Dame Judith Mayhew

INSIDER’S PERSPECTIVE

30

)
)

o>
'

41

“WITH A LiTTLE HELP FROM OUR FRIENDS”
by Hugh 1. Kelly, CRE

THE DAWNING OF A NEw ERA FOR
COMMERCIAL REAL ESTATE INVESTMENT
by Kennetli Rigys, [r., CRE

GLOBALIZATION 1S KEY TO
REAL ESTATE INDUSTRY GROWTH
by Dale Anne Reiss

BENEFITS AND ISSUES IN

GLOBAL REAL ESTATE INVESTING:
A REVIEW OF THE RESEARCH

by Raymond G. Torto, CRE

REFLECTIONS IN AN INTERNATIONAL EYE
by Edwin “Brick” Hewe, [r., CRE



Journal of

Real Estate Portfolio

Volume 8, Number Four, 2002 Management  AMERICAN REAL ESTATE SOCIETY

APPLICATIONS

45 Cross BORDER CAriTal FLOows —
PERSPECTIVES FROM A MIXED-ASSET
PORTFOLIO INVESTOR
by Martha S. Peyfon, CRE

46 COUNSELING IN AN ERA OF CHANGE
by Roy Sclmeiderman, CRE

47 EVEN IN GLOBAL CiTiES, THINK LOCALLY
by Jose Carlos Pellegrio, CRE

48 PARTNERSHIPS IN GLOBAL REAL ESTATE
iy Lorenz Reibling, CRE

REAL ESTATE ISSUES FEATURE ARTICLES

5() DECONCENTRATION:
A STRATEGIC IMPERATIVE IN
CORPORATE REAL ESTATE
by Malidon Apgar, 1V, CRE
Since the Industrial Revolution, work has been concentrated in specific sites and facilities. The
resulting workplace model —otten defined in modern corporations by large, monolithic buildings
in fixed locations — benefited emplovers and emplovees alike in the “steadyv-state” world of the
past century. Today, however, new needs, new norms and new capabilities are making the
Industrial-era workplace a costly, inetticient drag on economic growth and organizational per-
formance.

61 INTERNATIONAL REAL ESTATE
INVESTMENT RISK ANALYSIS
by Herve A, Kevenides, CRE
International real estate investment represents considerable decision-making, organization, and
managerial challenges above and bevond the problems of achieving the desired cash flows at the
building level. These challenges are accentuated by the time-distance gap from the United States
and the different socio-economic and cultural structures associated with individual national mar-
kets. International real estate investment requires a concentrated scrutiny of the problems and
opportunities linked to such decisions.

74 WORLD WINNING CITIES—
THE NEXT GENERATION
by feremy Kelly
Cities are the framework of society, and their continuing existence has become an unguestionable
part ot world order. Thev provide the canvas for most real estate market activities, and under-
standing the factors that have led to the success or tailure of cities, is a vital part ot the property

provess.

i



83 Grosat CITIES SYMPOSIUM:
THe GLoBaL CiTy TODAY
by Angus Mclntosh
I'his article looks at how we measure cities and the impact of Asia-Pacific on urban change. What
is the role of cities today and are urban regions consolidating? Environmental sustainability is
increasingly important and relate to various scenarios for the future. However, the city, and its
place in history, is as important today as it was 2000 vears ago.

88 WHERE DID THE “WITHER AWAY” GO?
by Alan R, Winger
Ihis article revisits past predictions about the impact of the technology of the new economy on
real estate. Since the collapse of the dot.com “boom™ it appears that many assumptions about the
effects of technology were overestimated; however, technology continues to be adopted and will
have an intluence on office space.

95 EMERGING GLOBAL CITIES:
COMPARISON OF SINGAPORE AND
THE CITIES OF THE UNITED ARAB EMIRATES
Dy Al Parsa, Ramin Kervant, Loo Lee S, Seow Eng Ong, and Bassam Younis
Singapore is often quoted as an exemplary city to have successfully embedded its development
strategy within the global cconomic circuit while the main United Arab Emirates cities are among
many urban regions in the developing countries that hope to emulate Singapore as an emerging
global city. The following study delves into the very path that cach ot the subject cities has
cmploved and is an attempt Lo evaluate both the past development and the present and future
capacity of their milieu, through an institutional study approach, to accomplish their respective
“development visions” and emerge as cconomic centres of the global supply chain. This particular
study is the first of its kind to include these cities as part of a comparative study with an estab-
lished regional global city.

102 OUTLET MALLS ON THE HORIZON -
A View FROM THE MIDDLE EAST
by Simon Themson, CRE
I'he shopping centre market in The Arabian Gult Co-Operation Council member states (Bahrain,
Kuwait, Oman, Saudi Arabia, Qatar, and United Arab Emirates) has reached a level of maturity
that is commensurate with the U5 and European Union. So much so that clearly defined sub
markets are now emerging. These are about to be joined by another exciting concept new to the
Middle East: the outlet mall.

107 COMMERCIAL REAL ESTATE
IN DUBLIN 2003 -
AFTER THE BoOM
by Brendan Williams, Stephens Walsh, ad Sean O'Neill
I'he demand for commercial real estate in the Dublin market in recent vears has been driven by
several main factors — continued strong groswth in the general economy, high levels ot imwvard
investment particularly in the 1T sector, expansion of the financial services sector and growth in
urban tourism.

The articles submuissions printed herein represent the opmions of the authors contributors and not necessarily those ot The Counselors of
Real Estate or its members, The Counselors assumes no responsibility tor the opinions expressed /citations and tacts used by the contributors
to this publication whether or not the articles/'submissions are signed.

Currently published quarterly by The Counselors of Real Estate, a not-tor-protit organization, ot the National Association ot REALTORSE,

430 North Michigan Avenue, Chicago, Hlinois 60611 Copyright 2002 by The Counselors of Real Estate of the National Assoctation of
REALTORS® . All rights reserved. (Printed in US.A L)



JOURNAL OF REAL ESTATE PORTFOLIO MANAGEMENT

115 NON-PERFORMING LOAN RESOLUTION IN CHINA
by Richard Peiser and Bing Wang
China, like with other Asian countries, is closely tollowing the approach used by the United States
through the tormation of the Resolution Trust Corporation (RTC) to resolve its non-pertorming,
loan problem. The purpose of this article is to review China's progress in attracting foreign
investors to purchase the NPLs, and to evaluate a long hist of tactors that attect investor percep-
tions ol uncertainty: These factors must be addressed before investors are likely to enter the
Chinese market in torce — a necessary requirement for the government to see higher NPL recovery
rates and lower losses on leans made by the state-owned banks.

128 THE GROWTH AND PERFORMANCE OF
INTERNATIONAL PuBLIC REAL ESTATE MARKETS
by Glenn R Mueller and Randy 1. Anderson

This paper looks at the growth in size of public capital markets around the world and analvzes
the returns that have been achieved. Monthly data trom Global Property Research (GPR) for peri-
ods 1984 through 2002 midvear is used for the study. The paper describes the number of firms
and market capitalization found in 16 countries, then examines the return correlations of the
major real estate indices around the world along with their growth and performance. We con-
clude that while the reasonable returns and low correlations of most public real estate markets
around the world should attract institutional investors, but the relatively small size of most mar-
kets has made them less attractive. The US. market cap is $170 billion; but all other markets are
much smaller with France, Hong Kong, and Japan averaging around $40 billion being the next
closest tier. Thus the public real estate markets around the world still have a long way to go and
grow to attract significant institutional capital.

140 IMPACT OF THE INTERNET ON
INTERNATIONAL REAL ESTATE OFFICE MARKETS
by Sotia Vo Derniisi
The present study examines the impact of the Internet on the real estate oftice market through a
survey of real estate protessionals in traditional companies in Boston/U.S. and London/U.K. This
survey captures professionals’ opinions on the use of the Internet and how it attects their busi-
ness. The results from both cities indicate ditterences when using the Internet versus traditional
practice. The Internet seems to atfect the role of the transaction participants, and the length of the
process, but not the participants” earnings or transaction steps. It is currently used as a listing
service, intormation-gathering resource, and communication tool.

Chird class postage paid at Chicago. Real Fatate Issues publishes four times annually (Spring, Summer, Fall, Winter), Subscription rates are:
S48 tor one vear (4 ssues); S80 tor two vears; $96 tor three vears; S42 per vear to students and taculty; $54 toreign rate, submit in US. curren-
evisingle copy $15 Remittances may be made by credit card or personal check, pavable to The Counselors of Real Fstate. Remittances,
change ot .I\L| ress notices. undeliverable copies, orders tor subscriptions, and editorial material should be sent to Real Estate ssues, The
Counselors ot Real Estates 430 North Michigan Avenue, Chicago, Hinows 606110 Plone: 3123298427 fav: 3123298881 C-madl: intow cre.org;
Websiter wwancreaory,

Library ot Congress card number 1O T6-55075

Real Estate Isses 1w a registered trademark ot The Counselors of Real Estate, a not-tor-protit organization.



REAL ESTATE

| S S U E ]

EDITor 1N CHite
Hugh Kelly, CRE

Real Estate Economies - Brookvn, NY

2002 Epitorial Boarp
Timothy Barnes, CRE
PricewaterhouseCoopers LLP -
Peter C. Burley, CRE
Amstar Group LTI -

New York, NY

Denver, CO
Maura M. Cochran, CRE !
Bartram & Cochran, Inc. - Harttord, C1
John A. Dalkowski, [II, CRE

Phoenix Real Estate Counselors, Ine. -
Jack P. Friedman, CRE

Jack [ Friedman & Associates, LLC - Dallas, TX
John L. Gadd, CRE

Gadd, Tibble & Associates, Inc. - Wheaton, 11
Jill §. Hatton, CRE

SSR Realty Advisors - Boston, MA

John ). Hentschel, CRE

Hentschel Real Estate Services - Abingdon, MD
James C. Kafes, CRE

AFEGON USA Realty Advisors, Inc

New York, NY

George R. Karvel, CRE
Untversity Ot 5t Thomas -
Steven Kaye, CRE

CHB Richard Ellis/Whittier Partners -
Mark Lee Levine, CRE
Lniversity of Denver
Lesane, Lid, Consultants -

Gerald M. Levy, CRE
Gerald Mo Levy & Co IO - New York, NY
Scott R. Muldavin, CRE
The Muldavin Company -
Philip M. O'Brien, CRE
Montreal, CANADA

Charles H. Peterson, CRE

Corporate Really, Inc. - New Orleans, LA
Kenneth P. Riggs, Jr, CRE

Real Estate Research Corporation - Chicago, I1L
David ]. Wilk, CRE

Greystone Realty Advisers, Inc. - Wilmington, DE
S. Jody Wilson-Foster, CRE
Richard Odom & Associates, Inc

Miami, FL

Minneapolis, MXN

Boston, MA

Denver, CO

San Ratael, CA

Devencore Lid. -

- Rock Hill, SC
Jim Zemezonak, CRE
Core Realty Partners -

Seottsdale, AZ

2002 NATIONAL OFFICERS
William L. Ramseyer, CRE - clir of tie boand
Philip S. Cottone, CRE - fir<t cuce charr of the board
James ). Curtis, CRE - [jrson e clar
Arthur P. Pasquarella, CRE - [uzson vree chan
Gerald N. Zaddack, CRE - luarson e chair

PRESIDENT
Mary Walker Fleischmann

ManacinG Emimor
Jonathan Laxamana

EDITOR’S STATEMENT - by Hugh F. Kelly, CRE

arvard  paleontologist Stephen Jav Gould

loved to write and lecture on the themes of

diversity and adaptation in the natural world.
These qualities characterize our economic world, and
the place of real estate, just as fundamentally as they
do the biological world. Probably this is true for many
of the same reasons, for humans interact on many of
the same principles of selectivity as do our Lompan—
ions of other species on this pl.mvt We seek to survive,
to pass on the best of ourselves, to seek habitats that
are sustainable and sustaining, and to congregate both
for protection and because social interaction promotes
our evolutionary progress.

As Gould's academic home, Harvard was then a very appropriate
locale for the September 2002 conterence, Global Cities inan Era of
Change. This three-day event was a notable collaboration among The
Counselors of Real Estate, the Roval Institution of Chartered Survevors,
and the Harvard Graduate School ot Design. Much of the value of the
conference, of course, derived from the interaction ot the participants on
the scene, both during the tormal sessions and in the many opportunities
for “sidebar” conversations at meals and breaks. But certainly the con-
tent of the program itself was quite exceptional, rewarding those able to
attend.

To make selected conference content available to a wider audience,
and to expand the conference’s theme through a series of related essavs,
Real Estate Issues and the forrnal of Real Estate Portfolioc Management com-
mitted to producing this special joint issue, Through a series of articles —
some quantitative and others conceptual; some focused on particular
cities and others thematic in scope —we look at urban economic and real
around the world at the start ot 2003, The world is becom-
ing progressively more urbanized and, in the cliche, this presents both
challenges and c.lppnrtunilics' Global cities, those conurbations at the top
of the world economic hierarchy, are increasingly important as portals
where the world’s economig, social, and cultural diversity connect, Not
coincidentally, such cities are also the places where real estate 1s devel-
oped most intensely and valued most highly. Real estate development
also is a powerful force shaping the physical dimensions of cities, as it
serves its function of housing cconomic activity.

estate issues

A distinguished group of scholars and practitioners offer vou their
ideas in this special joint issue. They are an excellent example of a fruit-
ful duality that Professor Gould aptly expressed as “richness in particu-
laritv and potential union in underlving explanation.” We commend
their efforts for vour thoughttul consideration and application.

Hugh F. Kelly, CRE
Liditor-in-Chicf
Real Estate Issues

vi



EDITOR’S STATEMENT - by Richard Peiser

he Global Cities Conference at Harvard Design

School occurred almost exactly one vear atter 9-

11. Up to the dav of the conference, we along
with our partners in the conference, the Roval
Institution ot Chartered  Survevors, the RICS
Foundation and The Counselors of Real Estate, feared
that a repeat terrorist incident would throw the world
again into turmoil and cause the conference to be can-
celled. Manvy tlights were in fact cancelled and hotel
rooms in Boston—-normally very tight in the Fall were
available at bargain prices.

As we now know, the one year anniversary ot 9-11

occurred without incident, and we all breathed an

enormous sigh ot relief. Still, the events of a vear before had a profound

impact on the substance of the conterence. The long-term implications

for urban development are just beginning to be recognized. The imme-

diate impact, however, on real estate—trom global investment to local

contidence in urban redevelopment decisions —are being felt in every
aspect ot the industry.

The substance ot the conterence is reported in a series of articles in
this volume. At the time of this writing, however, certain aspects stand
out. The theme of the conference —competition among, global cities
was brought home through a number of different dimensions discussed
on the various panels. The term “global cities” refers to a select group of
“world-class” cities that compete with one another for capital, invest-
ment, companies, sporting events, world fairs, art exhibits, and a host of
other activities that give them prominence on the world stage.

The conterence featured many more cities than the top one or bwo
cities in each ot the major countries represented. For example, New York
City may hold the top spot in the United States, but Los Angeles,
Chicago, Boston, San Francisco, and even Las Vegas, among others, are
in competition not only within the U.S. but also with major cities around
the world. As instantancous communications, tluid capital, free trade,
and more open markets make the world ever smaller, cities must work
harder to create the kinds of environments that are attractive to compa-
nies. A number of speakers reiterated the relationship between the urban
fabric and qualitv-ot-lite in citics —how certain cities, like London and
Paris, have managed to preserve a special quality while remaining com-
petitive.

Juel Kotkin created somewhat of an uproar by arguing that great
cities today are not automatically destined to become even greater: " The
real question tor cities is what role they can plav in this new economy:,
Those that find niches will thrive; those that don't are doomed to stag-
nate or dechne. In the end, Cities are an act of Inspiration and
Vision...where the Vision has failed, so has the city. Successtul cities
must inspire or die.” Other speakers were much more upbeat about the
future of cities. Certainly, Dame Judith Mavhew, head ot the Corporation
of the City of London, and Governor Ed Rendell of Pennsylvania, while
recognizing, the challenges that cities face, were optimistic about the
many positive steps that well-motivated city leaders can take to improve
the competitive positions of their cities. (contined)
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Lawrence Summers, President of Harvard University, spoke about
Harvard's own real estate expansion. Over the next tw enty vears, a sub-
stantial part of the university will be located across the Charles River in
Alston on land owned by the univ ersity. He underscored the tundamen-
tal importance ot creating a unique sense of place in order to motivate
Harvard's graduate schools to move to a new campus. He also spoke ot
the implications tor a sustained period of low intlation and low interest
rates, and the spm'inl prnl\lums of nmndging dan economy when interest
rates are so low that monetary policy has little room to maneuver.

It there was a consensus to be heard among the participants at the
end of the conference, it was that the ever-shrinking world makes our
understanding ot the torces that make cities rise and fall ever more
important. We still have much to learn about the complex interaction
between private investment and public policy—what cities can do to make
themselves more attractive and more competitive. People in the real
estate industry have a unique lens through which to view the growth and
decline of cities. It the conterence improved our understanding of the
forces that intluence urban tutures, then it could be deemed a success.

This issue is a tirst-time collaboration of the American Real Estate
Society, The Counselors of Real Estate, and the RICS Foundation to pro-
duce a joint issue of the fowrnal of Real Cstate Por ttolio Management and Real
Estate Issues. It combines articles about the Global Cities Conference with
related papers on international real estate investment. [ am indebted to
my colleague, Hlugh Kelly, for managing the collection and assemblage of
articles tor The Counselors. Stephen Brown, Director of Research for the
RICS Foundation, and [T have worked together to assemble the articles tor
the refereed section of the journal. These articles have passed JREPMS
standard blind review process for inclusion in the journal. We are partic-
ularly gratetul to o number of reviewers for JREPM who have turned
muund reviews i a record-short period of time. We are also indebted to
the authors who have responded in equally short time to requests for
revision — some minor, some substantial.

The issue contains four articles that are part of the refereed-paper see-
tion. All four address aspects of international real estate investment. With
the exception ot Glenn Mueller and Randy Anderson's article, “The
Growth and Pertormance of International Public Real Estate Markets,”
the articles focus on real estate inindividual countries. Collectively, they
pm\ldv new mslgh[a mto important real estate issues in IL:rnpc dnd
Asia.

Glenn Mueller and Randy Anderson assess the growth ot public real
estate markets around the world. They note that the U.S. market is by tar
the largest; other markets have vet to reach the size that give institution-
al investors sutticient liquidity. The v conclude that public real estate mar-
kets for the most part ofter investors attractive returns and low correla-
tions. However, for a number of reasons cited in the paper, public real
estate markets in most countries still have a long way to go to attract sig-
nificant institutional capital.



Richard Peiser and Bing Wang tocus on non-performing loans (NPL)
in China - one of the most important problems that China must resolve
as part of its entry into the World ITrade Organization and imminent

competition from western banks. Peiser and Wang evaluate fifteen major

issues that must be addressed in order to reduce uncertainty and moti-
vate foreign investors to enter the Chinese NPL market in force. They
conclude that the Chinese have demonstrated a strong commitment at
the national level to deal aggressively with the NPL problem, but it
remains to be seen whether foreign investors will be able to get control
of real estate assets L]uickl\' at the local level and convert them into cash
- a necessity if China is going to realize higher NPL recovery rates and
lower ultimate losses from bad loans.

Sofia Dermisi reports the results of a survey on how the Internet is
currently being used by owners, brokers, and investors involved in the
office market in Boston and London. She finds that the Internet is still
being used primarily for information gathering and dissemination. It is
significantly reducing the total processing time tor lease and sale trans-
actions, but it has yet to be used very mue h to consummate actual trans-
actions. She concludes that a common online platform will enhance the
transparency of transactions, but the major participants — brokers,
lawvers, and appraisers —will resist the implementation of such a plat-
torm as long as they teel their income is threatened.

We trust that members of the American Real Estate Society, The
Counselors of Real Estate, the Roval Institution of Chartered Surveyors,
and the Harvard real estate community will find the Joint Issue of inter-
est. Through better understanding ot what 15 occurring in ditferent parts
of the world, meetings like the Global Cities Conference hopetully give
vach of us better insight into our own small part of the world, and how
it fits into the larger picture.

Richard Peiser
Cambridee, Massachusetts

Stephen Brown
London, England
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How Can Cities of the World Compete
for Capital and Economic Vitality?

A swmmary of the first international real estate symposiun of its kind,
sponsored by Harvard Design School, The Counselors of Real Estate, and
The Royal Institution of Chartered Surveyors.

For three davs in early September, thev came to conquer the world, or
perhaps more appropriately, to help the world conquer itself.

An international lineup of academicians, urban planners, and real
estate practitioners converged on Harvard University to dissect the
urban animal to its core and determine where cities will be headed in
the brave new world. The real estate symposium, Global Cities in an
Era of Change, also sought to identity the world’s premier growth areas
and to offer insights into what elements are required to ensure a city’s
success and overcome mounting challenges such as overcrowding,
poverty, and pollution.

Attendees came “to find out how cities are moving forward,” said
speaker Angus Mclntosh of London’s King Sturge. The Counselors of
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Real Estate (CRE), the Harvard Design School, and
the Roval Institute of Chartered Surveyors (RICS)
sponsored the symposium. Nearly three vears in
the making, syvmposium steering  committee
Chairman George Lovejoy, CRE, said the groups
strived to present no less than “the consummate
symposium on international real estate.”

“We're enthusiastic about the capacity,” Lovejoy
said in opening the first of six panel discussions
that focused on evervthing trom identitving what
makes a city global and how urban spaces are
being designed in the 21st century to the influence
of cross-border capital on developing nations.
Impacts of migration, pollution, pm'vrt_\'—and
even prosperity —on cities were also examined,
while many weighed what fallout the World Trade
Center attacks and other terrorism might have on
the global expansion of cities.

“The terrorism threat is a serious threat,” insisted
Pepperdine University professor Joel Kotkin, who
delivered the conference’s keynote address and
was among the most vocal in exposing the strug-
gles faced by the modern city. Others disagreed
with Kotkin’s notion that the September 11th inci-
dents will lead companies and others to shy away
from the central city. Dame Judith Mavhew of the
London Development Agency countered  that
Furopean cities have coped with terrorism for
decades,  maintaining  Americans  will — also
strengthen their resolve,

Such interaction among speakers and audience
members was common throughout the conference,
engendering spirited debate about whether the
urban model can survive given the mounting pres-
sures of modern society. Among the most conti-
dent that it will endure was New York City devel-
oper Daniel Rose, CRE, who recalled that cities at
the turn of the 20th century were deemed doomed
because observers felt waste from ubiquitous hors-
es would limit their growth. “The horses are gone,
but New York and London are still there,”
said. In a latter-dav example, New York City's
crime problem was also considered unsolvable, but
Rose noted great strides have been made in that

Rose

regard in recent vears.

Rose also delivered the message that inhabitants of
a city must act locally to keep problems from over-
whelming a metropolis. He and others, such as
speaker Bowen “Buzz” McCoy, said a level of per-
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sonal involvement with schools and the under-
privileged can ensure a city will remain relevant
and livable into the future, stressing that, “it’s not
the amount of the check, it’s the amount of time”
donated.

In a similar vein, speakers called for greater
reliance on sustainable design and rational urban
planning in the development and operation of
cities to protect dwindling natural resources.
Indeed, one of the greatest threats facing cities
worldwide, according to some at the conference, is
the lack of water, among, the most critical of all
human needs. “Water is a very serious issue every-
where,” said speaker Brett McCarthy of UBS
Warburg. Almost as much as oil, water 1s among
the most valuable resources in the Middle East,
South Bank University professor Ali Parsa added,
so much so that it has created constant contlict.
McCarthy said private investment may soon enter
the water utility business in an effort to capitalize
on the need for better svstems.

To no great surprise, the issue of capital influence
on global expansion was a major topic throughout
the conference, with a host of experts on hand to
help decipher which markets are garnering the
greatest interest and what elements are required
to make a city popular among investors. Along
with real estate users, such as PepsiCo, audience
members heard from investment bankers, real
estate developers, and economists who offered
their insights on the cities they find most appeal-
ing and the factors influencing capital decisions.

PepsiCo, for example, has made substantial
inroads into Istanbul, and company official Ken
O’'Gara offered reasons for entering that market
and the steps taken to ensure it was a secure and
fruitful initiative. But while PepsiCo was willing to
put its capital there, real estate developer Hines
Interests of Texas opted against doing so after tak-
ing a long look, representative Lee Timmins told
the audience.

“For me, they are at the wrong end of the real
estate clock, and it doesn’t make sense for us to be
there todav,” said Timmins, explaining his firm’s
capital typically has an cight-year investment
horizon, whereas PepsiCo as a user has a longer
view of the market. Others, such as real estate
advisor Will McIntosh, said it has been difficult to
get investors comfortable with the notion of put-
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ting their capital overseas, especially in develop-
ing countries,

“It's a real dilemma as real estate monev managers
are tryving to invest internationally,” said McIntosh
of AlG Global. Conservative investors “look at vou
like vou've got three heads.”

Another aspect of the conference was the role that
toreign governments can plav to encourage private
investment. Political upheaval, corruption, and an
uneven legal svstem are among the leading rea-
sons certain cities fail to pass muster, many of the
speakers reported. Hines recently opted against
buving an office building in Bombay, India, largelv
because tenant’s rights are especially strong and
legal recourse was deemed too risky, Timmins
said. In Moscow and Paris, meanwhile, stringent
land use laws have also been difticult for Hines to
get comfortable with, he said.

Investor Jeremy Newsum praised  politicians in
Liverpool, England, for adopting a pro-business
stance that provides the struggling city its best
opportunity vet to emerge from the malaise
enveloping it since World War I1L “It is absolutelv
critical for any city that there be a good tusion of
business and politics,” said Newsum, a notion sec-
onded by no less than Governor Edward G,
Rendell of Pennsylvania, who outlined his efforts
to overhaul Philadelphia as mavor of that strug-
gling metropolis in the 1990s. Rendell said that
strict attention to business interests enabled him to
lure capital back to the mid-Atlantic metropolis.

Rendell was among several veteran city officials
and planners who added to the heft of expertise at
the conference. Mavhew provided an outline of
London governmental efforts to address a 43%
child poverty rate and mounting city health prob-
lems, while San Dicgo planner Peter |. Hall
desceribed how that California city has engaged tor
more than a quarter-century in a battle to bring
back a community decimated by suburban flight in
the 1970s. The initiative has vielded a seven-to-one
ratio in private investment versus public financial
input, Hall said.

The conference also relied on private sector input
as well, with practitioners on hand who have trav-
cled the world over to develop, acquire, or finance
commercial real estate projects of every scope
imaginable. London investment banker Paul Rivlin
of Deutsche Bank delivered an in-depth look at

how the European market is responding to global
interest, while Warburg's McCarthy detailed why
institutional capital is changing the formula for
real estate investment in all corners of the earth.
Australia, he said, is becoming a leading interna-
tional tinancier, as are pension funds in Germany,
the Netherlands, and the United States.

Australian real estate investment funds now com-
prise tully' 7 of the country’s equity market, com-
pared to 1% for most countries, McCarthy said. Of
the 7%, 24% is invested in U.S. real estate.
Australians have developed a sudden appetite for
real estate opportunities in North America, as wit-
nessed by one such fund’s current commitment to
buy a downtown office building in Boston for $400
per square foot. In his presentation on “The Global
City Today,” McCarthy predicted institutional cap-
ital would become a prime driver of investment in
undeveloped countries in the coming vears, prima-
rilv. to garner higher vields. Countries such as
Germany and the Netherlands are already amass-
ing tunds to search the globe tor opportunities,
McCarthy said.

Investment strategices of all stripes were presented
to the audience, with Lehman Brothers investment
banker George Von Liphart bullish on buying non-
performing loan pools as an efficient way to jump
into a forcign market and get up to speed on the
arca encompassing the loans. Soros principal
Richard Georgi reported sale/leaseback opportuni-
ties may be on the rise in Europe as corporations
seek to raise quick cash. One overriding message
amonyg, the investors and advisors was the invalu-
able need to find a competent, trustworthy local
partner inan untapped market.

“You have to rely on local people on the ground
that you have some sort of cultural affinity with,”
said Charles Wurtzebach, an investor who spoke at
the Cross Border Capital Flows presentation.
Devlin said that even that arrangement might be
madequate, advising foreign investors to “keep
your money in vour pocket.”

“I don't believe in the global real estate industry,”
Devlin said. “You cannot run a successful real
estate business from New York” focusing on inter-
national markets.

Ironically, Rose said one of the problems cities

often encounter is a myopic outlook that prevents
locals trom investing. When his New York firm
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attempted to develop One Financial Center in
Boston in the carly 1970s, Rose said he could find
no Boston bankers willing to tinance the deal, fore-
ing him to turn to New York lenders to back the
project.

“It's tascinating to realize that the building boom in
Boston was done with outside talent and outside
capital,” said Rose, That observation was shared by
Hugh Kelly, CRE, who said “we tend Lo get close to
our own markets.”

“When we get very close, we tend to see a lot of the
warts,” Kelly said. “We see all the reasons not to do
things and we don't see the reasons to actually step
into action.”

As for assessing specific cities throughout  the
world, leaders included the universal locations
that immediately come to mind, such as Paris,
Tokvo, and London. Such meccas were labeled
“super-globals™ by Newsum, but speakers also
offered surprisingly solid praise of such cities as
Moscow, Athens, and Berlin, while Georgi said
Soros is even bullish on fiscally troubled Brazil and
just closed a deal in volatile Buenos Aires, which
Soros had abandoned in 1999.

Hines Interests has done several projects in
Muoscow, although Timmins said a leading reason
for the improvement in that Russian city is a will-
ingness amonyg domestic plavers to invest in their
own country. Bolstered by that sclf-confidence,
Russia has begun to attract multi-national corpora-
tions, a kev factor in where Hines opts to put its
capital.

Berlin garnered  particular interest, with both
Devlin and Soros predicting the city has a solid
chance of emerging from its current state of chaos,
which includes insolvent banks, falling rents and a
large amount of vacant office space under con-
struction. “It’s at the bottom right now,” acknowl-
edged Devlin, but “it Thad to pick a city tor a medi-
um-term prospect, | think Berlin is a great place to
eo and will be a fantastic financial center when it is

d U\'Ulﬂpud g

Placing Berlin at the top of his list, Georgi also
bucked other speakers by voicing support for
Tokyo. “It is the center of everything in Japan,” he
said, while acknowledging that the city's office
market is in trouble at present, with 70 million
square feet currently coming on line. Athens made

several lists, partly because it recently joined the
monetary union and because interest rates have
settled down atter several vears in the mid-207,
range.

Overall, the “Global Cities in an Era of Change”
symposium  fueled the sort of discussion The
Counselors ot Real Estate, the Harvard Design
School, and The Roval Institution of Chartered
Survevors (RICS) sought when they began plan-
ning the program nearly three vears ago. Lovejoy
praised former CRE President Jonathan A, Avery
and CRE executive  vice  president  Mary
Fleischmann for helping to initiate the program,
which was launched after the three traveled to
England in 1999 to meet with RICS.

“We were secking to better serve our members and
add global capacity through alliance with compat-
ible organizations,” Lovejov said, adding he
believes that mission has been accomplished with
the Global Cities program. The addition of
Harvard Design School bolstered the union, said
Lovejoy, with its educational and research capabil-
ities.

THURSDAY, SEPTEMBER 5, 2002

THE GLOBAL CITY TODAY
Panelists:

Frank Duffy, DRGW

Mark Steinitz, UBS Warburg

Dr. Ali Parsa, Southbank University

Moderator/Ccordinator:
Angus Mcintosh, King Sturge

Big corporations, mstitutional capital,
strategic alliances, and agility cited as tHe
key influences tn today’s Global Cities

Cities are a manv splendored thing, offering an
international variety as widespread as the people
who occupy them, but to economist Angus
Mclntosh, one distinet clement is beginning to
inure itself in the fabric of urban centers every-
where.

“If you go somewhere like Shanghai, you will
find Starbucks and Kentucky Fried Chicken on
most corners,” the head of research for London-
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based King Sturge said during a presentation at
the Global Cities in an Era of Change svmpo-
sium. “The design of buildings in cities is being
dictated to us by some of these major global cor-
porations.”

In the panel presentation, “The Global City
Today,” Mclntosh joined other economists and
real estate professionals to outline the factors
influencing metropolitan areas and the wavs dif-
ferent cities are responding to the challenges.
Among those speaking were Brett McCarthy of
UBS Warburg, architect Frank Dutfy of DEGW
North America, and Dr. Ali Parsa ot South Bank
University.

The panelists voiced concerns that multinationals
are over-influencing cultures worldwide. “These
global corporations have tremendous impact on
politics and politicians of every shade, of every
color,” said McIntosh. In the case of McDonald’s
entering castern Europe, he remarked that, “the
Cold War of tanks is being taken over by the hot
war of hamburgers.”

How that situation will play out is unclear, but
Mclntosh said there is little doubt globalization is
making, its mark on cities in other ways as well. In
one recent study, it was revealed that leasing of
office space in global European cities such as
London, Paris, and even Frankfurt is booming,
recently reaching a four-vear high despite an
overall economic downturn in other parts of the
continent. “There is something going on there in
terms of city consolidations and cities dominating
regions,” Mclntosh said. “It's quite prevalent.”

Beyond corporate finance, developed nations are
sending institutional capital into third-world
cconomies, said Warburg’s McCarthy, a real estate
analvst who tracks global capital flow. According
to McCarthy, countries with aging populations
are investing retirement funds into developing
nations to finance infrastructure improvements.
Especiallv in light of flagging equity markets,
pension funds, and other sources of institutional
capital are looking for higher-vielding invest-
ments, and McCarthy said Third World invest-
ment otters that opportunity.

“Clearly the capital is flowing into infrastructure,
and this will have an impact going, forward,” he
said. “The synergies are there and the matching (of
capital to projects) is happening.”

Two Australian funds have recently been formed
to invest in toll roads, for example, including one
that owns such thoroughtfares in the United
Kingdom, Canada, Spain, and Portugal. Another is
gearing up to mvest in airports. China is lobbving
private capital to build 7,000 kilometers of railwayv
and is now willing to provide legal protections to
attract bidders for the $40 billion undertaking,.
Such assurances will be critical if countries want to
be successtul, McCarthy added. “It's a two-way
street,” he said. “You have to provide the condi-
tions to make it attractive to investors.”

Such has been the challenge in the United Arab
Emirates, the federation of seven empires in the
Middle East that is a major plaver in worldwide
oil production. Parsa detailed a studyv on how the
UAE has worked to become a global economy
similar to that scen in Singapore. Parsa noted that
both were former British colonies that only
recently gained their independence, but said
Singapore has taken greater strides to incorporate
itself in the global economy, offering outsiders
clear legal and regulatory protections and ensur-
ing that its citizens are aware of the country’s
goals to be a dominant regional powerhouse.

In the UAE city of Dubai, officials have come a
long way in a short time to become an internation-
al trading center, Parsa said. After not even being
recognized 10 yvears ago as a regional transporta-
tion hub, Dubai todav is linked by 78 airlines to 125
other cities, and has 12 million passengers travel-
ing through the citv's airport annually. On the
down side, Parsa said there are strict federal laws,
a lack of legal precedence and a time-consuming,
approval process throughout the UAE. If the coun-
try is to become a truly global region, Parsa said
such cities as Abu Dhabi, Dubai and Sharjah must
be more adaptable to outsiders, increase their busi-
ness focus and be willing to work more closely
together. “For the UAE as a whole, there is a strong
need for inter-emirate and regional svnergies,”
Parsa said.

The panel closed out with a speech by Duffy on
what makes for an intelligent city, a topic which
he admitted is ditficult to pin down. Duffy noted
that in the modern age, for example, a city needs
the physical intrastructure such as fiber optics
and bandwidth to compete in the technological
world and to attract an educated workforce. In
that regard, he said, “an intelligent city is one
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that has the abilitv to make changes over time,’
such as accommodating new growth engines.

Bevond that element, however, Dutfy said a city
needs a spiritual willingness to change, with its
inhabitants cager to take on new ideas and cultures
that will broaden their horizons even further.
“Diversity, we believe, increases the agility of cities
and provides the basis of flexibility in the context
of rapid change,” he said.

THURSDAY, SEPTEMBER 5, 2002
STRATEGIES FOR MANAGING URBAN
GROWTH AND REVITALIZATION

Panelists:

Dame Judith Mayhew,

Corporation of the City of London

Gov. Edward Rendell of Pennsylvania, former Mayor,
Philadelphia

Peter Hall, San Diego Center City Redevelopment

Commission/Moderator:
Nicolas Retsinas, Joint Center for Housing Studies,
Harvard

Commentator:
Bowen “Buzz” McCoy, CRE, Buzz McCoy Associates

Coordinator:
Richard Peiser, Harvard Design School

Urban Revitalization Challenges Major Cities -
Capital And Cooperation Required

Governor Edward G. Rendell stressed the impor-
tance of infrastructure at the Global Cities in an Era
of Change svmposium. Lauded as "America’s
Mavor” for revitalizing Philadelphia in the 1990s,
Rendell explained the city had to right itself
through infrastructure improvements and other
changes betore the private sector would return.,

“The free market is not anxious to put capital in
most American cities until it feels they have turned
the corner,” Rendell said. “We need to create a nur-
turing environment and a good physical environ-
ment (for companies).”

Governor Rendell spoke at the “Strategies for
Managing Urban Growth and Revitalization”
panel. The panel was moderated by Nicolas
Retsinas, assistant U.S. housing secretary under
President Clinton, and also included Dame Judith

Mavhew of the Corporation of the City of London
and San Dicgo planner Peter Hall.

During Rendell's tenure from 1992 through 1999,
Philadelphia increased convention space and
opened new hotels to bolster tourism, while also
helping traditional businesses. In one instance, a
clothing manufacturer wanted to build a new
plant, but required a cleanup of the parcel in
advance. Rendell’s administration ensured it was
accomplished.

Equally important to physical upgrades is provid-
ing a stable revenue climate, Rendell added, main-
taining Philadelphia lost 250,000 jobs in the vears
prior to his election partly because of 19 tax
increases over an 1l-yvear period. While acknowl-
edging some political shrapnel in backing business
tax abatements and focusing on the financial cen-
ter, Rendell insisted such attention is critical.

“You can’t shy away from the downtown,” he
said, adding the city is now embarking upon an
extensive neighborhood improvement initiative
fueled by a healthy budget. By the time he left
office, Philadelphia had converted a $250 million
shorttall into cight straight vears of revenue sur-
plus.

Rendell praised current efforts to foster life sci-
ences research, and cited a migration among
empty nesters and the voung back into down-
town Philadelphia, with commercial buildings
being renovated for residential use. “One of the
great roles going forward is to be a place where
we can mingle with each other,” Rendell said of
improving cities.

Judith Mavhew discussed the ambitious London
Plan. Concerned over increasing poverty and
strains on housing, schools and public transporta-
tion, the mavor of the United Kingdom epicenter
recently issued a forward-thinking document
known as the London Plan. The initiative calls on
the restoration of browntields sites, upgrades to
sewer and water systems and increased transit
options to accommodate 700,000 people expected
to pour into the city of 7.4 million during the next
13 vears,

“It is, simply, London’s way of managing urban
growth and revitalization,” Mavhew said of the
London Plan. By current estimates, London will
need another 25,000 homes and 130 schools in the
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next decade. Electrical networks will also have to
be modernized to support London’s place as a hub
for telecommunications activity, Mavhew added.

A cornerstone of the London Plan is sustainable
dv\'elopnmnt to reduce environmental waste and
efficiently use scarce resources. The effort is also
aimed at “soft issues” such as better health care,
cducation and expanded recreational activities.
“Here as well, the Plan envisages growth and
development of a full range of amenities to support
and enhance the lifestvle as London grows,”
Mavhew said.

Back in the United States, San Diego has been
engaged inoa long-term initiative to overhaul its
downtown. Hall, who joined the Centre City
Development Corp (CCDCY in 1995, outlined its
creation in 1975 as an effort of the S5an Diego busi-
ness community to save a dving downtown. The
CCDC's purview was a 1,500-acre swath where it
worked to leverage public funds for enhanced pri-
vate investment, a common theme at the Global
Cities conference.

“Government action equaled public reaction,” Hall
said of the $445 million in public bonds issued to
prime the pump, including $100 million for infra-
structure improvements. After 27 vears, the CCDC
area has yielded more than 6,000 residential units,
4.7 million square feet of commercial space and
4,555 hotel rooms. San Diego is now garnering $55
million annually in tax revenue from the new
development.

Hall acknowledged it has not been an easy road,
with political clout in San Dicgo often misaligned
with the CCDC's vision. Not only are residential
issues more of concern to the city’s councilors, who
represent specific districts, Hall said term limits
make it harder for them to adopt a forward-think-
ing stance. As a result, “land use policies in our
region have taken on the context of a full-contact
sport,” Hall said.

London has encountered a similar problem, said
Mavhew, with a decentralized power structure
making it ditficult tfor resources to be directed to
long-term needs. The London Development
Agency, for example, would like to raise municipal
bonds, but currently is not allowed. It is an issue
that must be resolved, according to Mavhew, in
order to prepare London for the 21st century. “The

~]

citv and the hinterlands are mutually dependent

and we can’t deprive one or the other,” she said.

THURSDAY, SEPTEMBER 5, 2002
ECONOMIC AND WORKPLACE
DRIVING FORCES

Panelists:

Mahlon Apgar, CRE, The Boston Consulting Group

Will Mcintosh, AIG Global Real Estate Investment Corp.
Ken O'Gara, Pepsico

Lee Timmons, Hines Partners

Moderator/Coordinator:
John McMahan, CRE, Centerprise

Tracking Multi-Nationals [nfliences
Real Estate Decision Makiny

[t is spelled the same as always, but the concept of
“location” is rapidly evolving worldwide, accord-
ing to panelists at the Global Cities in an Era of
Change international real estate symposium.
Technology, globalization and other forces are
“changing the paradigm” of where companies are
expanding, said speaker Mahlon “Sandy” Apgar,
CRE, whose Boston Consulting Group (BCG) helps
firms find space internationally.

“Redefining the factors of location ... is an impor-
tant challenge,” Apgar said during the “Economic
and Workplace Driving Forces™ panel during the
event. Unfortunately, he added, neither business
schools, real estate educators “nor much of the the-
ory and practice have vet grasped the magnitude
of these changes.”

Most of the 23 companies BCG is assisting interna-
tionally are industrial-era operations, which still
seek inexpensive land, low-cost labor and bounti-
ful natural resources. But the needs of BCG's infor-
mation-related clients are dramaticallv divergent,
said Apgar. While also labor-conscious, such plav-
ers require an educated workforce, and depend on
high-bandwidth and other telecommunications
capabilitics more so than phvsical infrastructure.

“When they cross that threshold (to the informa-
tion age), vou literally can look at the globe in
terms ot fundamental labor economics, but they
are not defined any more by concentrations of tra-
ditional location criteria,” said Apgar. “You're no
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longer moving the workers to work, vou are mov-
ing the work to the workers.”

Moderator John McMahan concurred, noting cities
deemed knowledge centers have fared well, with
one recent survey listing Helsinki, Stockholm, and
Copenhagen as popular targets for foreign invest-
ment. Cisco Systems recently tabbed Amsterdam
for its European headquarters, while Amazon.com
has been active in the Netherlands as well. “The
message seems to be that there are some new cities,
new plavers in this game, and some of them are
coming on very strong,” said McMahan, executive
director of the Center for Real Estate Enterprise
Management, a Calitornia-based think tank, and
who is also a member of The Counselors of Real
Estate (CRE).

I’anclists detailed why companies have moved into
certain arcas, and which cities are likely to garner
capital interest going forward. Joining Apgar and
McMahan were Kenneth (YGara ot PepsiCo, Hines
Organization principal Lee Timmins, and AIG
Global  Investments Managing  Director Will
Mclntosh.

PepsiCo has three real estate needs, said O'Gara,
those being manutacturing, distribution and office
space. Each has five or six unique criteria, he
explained, with geography and a city’s physical
makeup important for distribution. An active port
allows product to be shipped via barge, while
office space must be close to core businesses, such
as local bottlers. PepsiCo is currently developing
its largest manufacturing facilitv in Ireland’s
County Cork, one that will produce concentrate for
North America and Europe. A favorable tax agree-
ment, good labor force and centralized location led
PepsiCo to make the $100 million investment,
according to O'Gara.

“What we do in a city depends upon what the city
provides to us,” said O'Gara, adding PepsiCo sees
its primary growth coming overseas, which
presently represents just 20% of its revenues,

AlG pavs close attention to which countries multi-
national companies are entering, said Mclntosh.
Not only does it indicate stability, AICS investment
group aims to develop facilities tor such compa-
nies. “A great deal of the research we do involves
studving what the end users are looking for, and
trving to make sure we're in those markets ready to
provide the kind of product they want,” said

Mclntosh. “If we do that and do that well, we're
going to produce the returns our clients are look-
ing for.”

In the decade since becoming an overseas develop-
er, Texas-based Hines has also reacted more to
market demand  than its own development
strengths, Timmins said, making it important to
track multi-nationals. Known at home for office
and retail, two of Hines” earliest international ven-
tures involved a residential component, while the
developer has also completed several industrial
projects in Mexico. “That’s a real departure for us,”
said Timmins. Hines currently has 50 projects in
19 foreign cities.

Hines is also influenced by demographics and the
strength of a citv’s real estate market, said
Timmins, chiefly because its funds generally have
an cight-year horizon. “If vacancy rates are above
20%, we're probably not going there,” said
Timmins. “If vacancy rates are maybe 10 or 12 or
15% and falling fast, that is a market that will look
very good to us”

Investor appetite is key, said Mclntosh, with capi-
tal often fearful of emerging markets. It can be frus-
trating, he said, explaining investors prefer estab-
lished markets such as the United Kingdom,
Germany, France, and Spain. But such capital
incorrectly expects higher returns overseas, even in
stable climates, “They don’t want to go to the coun-
tries where we can get them the risk premiums that
thev want for their international investing,” said
MclIntosh. “It’s a real dilemma.”

Both Timmins and McMahan defended investment
in emerging markets, but acknowledged potential
complications. In Mascow, a Hines plan to develop
housing and sell to the U.S. government hit a snag
when Russia became upset at the Clinton adminis-
tration. Russia blocked the ownership transfer,
leading to a summit showdown between Clinton
and Russian leaders. “If vou told me in 1992 I'd be
dealing with a residential project in Moscow that
was on the agenda for the summit, | would have
said vou are crazy,” Timmins remarked. “But that
is the tvpe of political issue we encounter in all of
these countries.”

In the future, Hines plans to limit its exposure
mainly to markets where it is already active. “The
goal is to be deeper and deeper into the countries
in which we are currently operational, to do more
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projects tollowed by more projects, and to have a
long-term horizon,” Timmins said.

AlG s bullish on Asia and ultimately hopes to
expand into Latin America. At present, however,
Mclntosh said Mexico is the only Latin American
country “we can get excited about,” citing its
improved credit rating, the ability to do dollar-
denominated leases and the positive impact of the
North American Free Trade Alliance.

PepsiCo tavors Latin America, said O’'Gara, with
Brazil and Argentina seen as possible suppliers of
juices tor its Tropicana line. McIntosh said the
demographics of 175 million people make Brazil a
long-term gem, but stressed that economic woes
make it too unstable at present. “There's just too
much uncertainty among my investors,” said
MclIntosh. “But we think it’s going, to be a big mar-
ket going forth and we want to be there”

THURSDAY, SEPTEMBER 5, 2002
INNOVATIONS IN INFRASTRUCTURE

Panelists:

Peter Head, Faber Maunsell & AECOM
Joel Kotkin, Pepperdine University
Peter Lewis, CRE, MIT

Commentator:
Bowen "Buzz"” McCoy, CRE, Buzz McCoy Associates

Moderator:
Barry Gilbertson, CRE, PricewaterhouseCoopers, CRE

Urban Population Surge Denands
Attention To Econoniic, Environmmental,
And Transportation Issues

With the worldwide urban population growing by
150,000 daily, cities must stretch threadbare
resources even further in the new millennium,
stressed one panelist at the Global Cities in an Era
of Change svmposium. Experts in the “Making
Cities Work” segment of the program ottered wavs
municipalitiecs can overcome that challenging
dilemma.

“The answer is by supplving the right fabric,” said
moderator - Barry  G. Gilbertson,  CRE. The
PricewaterhouseCoopers principal “set the scene”
by stating that 1.3 billion people live on fragile

4

lands which cannot support them, fueling migra-
tion that will wedge two-thirds of the world’s pop-
ulation into cities within 50 vears, “Think of that in
terms of the demand it places on energy and
water,” said Gilbertson. “Also think of what it is
going to do tor housing, and can we do anvthing
sustainable with housing?”

So-called sustainable development, a topic raised
throughout the conference, garnered particular
attention by the “Making Cities Work” speakers,
which included Pepperdine University professor
Jool Kotkin, Massachusetts Institute ot Technology
Real Estate Director Peter Lewis and British plan-
ning consultant Peter Head.

Representing the Greater London  Authority
Sustainability  Commission,  Head  detailed
London’s ctforts to improve housing, transporta-
tion, health and education without overwhelming
city resources, “Sustainable development needs to
balance the Triple Bottom Line,” he said, covering
cconomic, environmental and social issues, While
some feel a tradeoff is inevitable, Head disagreed.
There is “a wav of getting the three going together
and creating win, win, wins,” he said. “I'm quite
radical in that sense, but | actually believe it's pos-
sible through very innovative approaches.”

The cost is certainly daunting, with Head reporting
London will require $110 billion pounds to accom-
modate growth over the next 15 yvears. Sixty per-
cent is needed for public transportation invest-
ment, Head estimated, especially as population
increases and rising costs tor motorists add rider-
ship. “The svstem is greatly overloaded and needs
new capacity,” Head explained.

In admitting past undertakings have failed, Head
claimed the public and private sectors can effec-
tively share in the upside by uniting resources.
Office rents abutting a recent extension  of
London’s Jubilee Line grew 14% above the norm,
Head noted, while property values also rose dis-
proportionately. If investors can enjov a project’s
truit, Head predicted they will buttress public
investment. In London, he said a $30 billion public
commitment should vield a $60 billion infusion of
private capital,

“The great challenge in the issue of private/public
sector benetits going in partnership is to try and
eot the risk/reward balance right,” Head remarked,
with private enterprise motivated by a return on
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equity, design and construction revenues from
delivering the product and opportunities tor entre-
preneurial development in the upgraded arca.

A common mistake for public/private partnerships
is drawing up the contract before establishing per-
formance requirements, according to  Head.
“You've got to have those targeted and fixed trom
the start,” he said, outlining a three-step process
that begins by forging a strategy “to deliver satety
and value for money within a sustainability devel-
opment tramework.” After setting performance
goals, the next step is to contract it out to the nec-
essary disciplines, and then to deliver the project.

“My experience is that it one tollows that simple
process from start to finish, vou do get success, and
almost invariably it's never done, which is very
frustrating,” Head lamented.

Despite past struggles, panelists vowed the effort
must continue, with Head adamant that public
transportation  be  addressed. “Governments
worldwide do not still seem to understand the rel-
evance and the connection between investment in
public transport in dense cities and the benefits
that can come from it,” he said. “The only country
that really understands it is France ... which is why
Paris reallv does work very well.”

In his presentation, Lewis said institutions can
assist host cities via investment in both the physi-
cal and social environment. “The city  of
Cambridge is inextricably linked to MIT and
Harvard,” said Lewis, estimating MIT has pumped
$28 million into sewage and roadway improve-
ments near the campus, built several hundred
affordable housing units and teatures community
education and tutoring programs.

“We're really trving to give something back,” said
Lewis, with the school contributing $18 million in
taxes and fees to Cambridge in 2001, Greater
Boston has been economically enhanced by more
than 50 colleges and universities, Lewis opined,
noting MITS Cambridge First program has gener-
ated 38 million in goods and services revenue for
local businesses. Universities contribute “on tech-
nology, health care and financial services,” Lewis
added, while acceding thev also drive up housing
casts, use city resources and exacerbate density. In
recognition, MIT pavs a special fee for its tax-
exempt property and to offset services such as
police and fire response.

Schools create jobs, Lewis continued, with MIT-
related  businesses  emploving 125,000 in
Massachusetts alone. Those firms contribute $10
billion in income and sales of $53 billion, said
Lewis, citing homegrown giants founded by MIT
graduates such as Digital, Ravtheon and Gillette.
“An educated workforce is increasingly important
in the shift from an agricultural cconomy to a
manufacturing, ecconomy to a service-based econo-
my,” he said.

THURSDAY, SEPTEMBER 5, 2002
KEYNOTE ADDRESS
BY JOEL KOTKIN, PEPPERDINE UNIVERSITY

Terrorism, Global Mugration, And Digital
Revolution Cited As Key Challenges
Facing Today's And Tomorrow’s Cities

Joel Kotkin insists he is not “anti-city,” but the
Pepperdine University  professor does forecast
trouble ahead as the metropolitan model proceeds
into the 21st century.

“I'see a lot of scary trends,” Kotkin said during his
keyvnote address at the Global Cities in an Era of
Change international real estate symposium.
“There are many things to be concerned about.”

Kotkin detailed three challenges cities face: terror-
ism, global migration, and the digital revolution.
His view on terrorism was especially disconcert-
ing, with Kotkin insisting the September 11th,
2001, attacks are prompting companies and resi-
dents to consider suburban relocation,

“People who had decided, ‘I can live in New York
or [ want to live in New York” are now choosing to
be elsewhere,” Kotkin said. “I think vou are going
to see more of that.”

Kotkin cited examples where emplovees, including
senior management, have begged out of their
urban offices, and noted that even with 13 million
square feet destroved or damaged in the World
Trade Center  attacks, the vacancy rate in
Manhattan has risen. Those staving face higher
occupancy costs, Kotkin said, with the insurance
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svstem particularly unsettled. Several trophy prop-
erties are technically in default due to a lack of ter-
rorism insurance, he said, adding that workers
compensation rates are rising in urban markets.

Some in the crowd disagreed, including Brookings
Institute fellow Anthony Downs, who acknowl-
edged a deconcentration movement but cited alter-
native reasons. I don’t think terrorism is a kev fac-
tor,” said Downs, a notion scconded by others.
Kotkin remained firm, predicting more attacks
might worsen conditions in cities worldwide.

“I'm not trving to scare people, but let's think of
this as an issue because itis an issue,” Kotkin said,
adding, “I think there is an extreme possibility tor
[another terrorist attack| to happen.”

Even without that influence, Kotkin said a stream
of people are flecing the urban lifestyle. In
California, he said, whites are moving to the outer
limits of the suburbs or even into the countryside.
Upwardly mobile, educated minorities are enhanc-
ing the trend, with only the poorest residents left
behind, said Kotkin.

“The vast amount of America’s growth is happen-
ing in the suburbs,” Kotkin said, while estimating
that 30 to 50" of the population in Amsterdam,
Marseilles and Paris are immigrants, often from
poor countries such as Iraq and Turkev. In the
Netherlands, 28" of the Dutch have reached the
highest level of education, Kotkin said, while just
40 of Turkish and Moroccan immigrants had
attained that level of degree.

“Rotterdam has decaved, and the white, middle-
class people have moved to the suburbs,” said
Kotkin, Although immigration-legal and  other-
wise-is up sharply in the United States, Kotkin said
the issue will be more daunting for Europe. “Their
cconomy lacks the kind of dvnamism we have to
absorb immigrants,” he said, with the overseas
welfare svstem likely to be further burdened.

On the third challenge, Kotkin did sav certain
citics, including Boston, New York and London,
have a leg up in attracting knowledge workers in
the new millenniom. But communitics must
remain vigilant to keep I'T workers stimulated, said
Kotkin, who overall sees virtuality leading to fur-
ther dispersion of the public.

“The vast majority (of [T workers) don’t want to
live in the center city,” he said. “The job growth
continues to be .. L in lower density areas.”

Kotkin concurred that some downtowns have seen
inward migration, largely empty nesters and
recent college graduates. But middle class families
are key to a city’s survival, Kotkin stressed, and
claimed those fueling that trend are often simply
going through “a phase.” In one study of the latest
New York City boom, 82% of the emigrants were
35 or less, only 37% were married and just 10% had
children. “For the most part, [living in the city] is
just something that people do between when they
go to college and when thev grow up,” Kotkin
said.

FRIDAY, SEPTEMBER 6, 2002

CROSS BORDER CAPITAL FLOWS
Panelists:

lvo DeWit, ING Real Estate

George Von Liphant, Lehman Brothers
Richard Georgi, Soros Real Estate Partners
Paul Rivlin, Deutsche Bank

Coordinators:
Karen Sieracki, KASPAR Associates
Hugh Kelly, CRE, NYU Graduate Real Estate School

International Real Estate Investiment Track Record
Shaky

As a well traveled principal with Soros Real Estate
Partners, Richard Georgi has homes on three conti-
nents and a watch sporting 22 time zones, modera-
tor Hugh Kellv noted at a panel presentation here
during the Global Cities in an Era of Change sym-
posium. But while entrenched in the cross-border
real estate industry, Georgi cautions that the infan-
cv of the movement and a shaky world economy
make for a challenging business pursuit.

“There is a very limited track record of successtul
international real estate investment,” said Georgi,
explaining his company pitches clients on buying
property in foreign markets “with great care and
humility.” Georgi calls the expansion of such activ-
itv “inevitable,” but said Soros is treading lightly at
present.
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“It's a very challenging time to identify places
where one can invest with conviction,” Georgi
said. “There's so much uncertainty and so much
dampened growth prospects, it's really difficult to
see where in the world there are great pockets of
growth.”

Georgi's remarks came during the “Cross Border
Capital Flows” panel, one secking to explore “the
who, what, when, where, how and why of moving
" Kelly told the audience
during the three-day event at Harvard University.

money across borders,’

Other speakers concurred that market conditions
are ditficult universally. Yet even as cities such as
London, San Francisco and Tokvo face erosion of
rental rates and vacancy increases, capital contin-
ues to chase deals, with foreign sources often dis-
plaving more optimism than domestic funds. In
London, there is “dvstunctionality between the let-
ting market and the investment markets,” said
panelist Karen Sieracki, of KASPAR Associates,
Ltd., an expert in European real estate, who said
properties in the United Kingdom continue to
attract investor ardor even though leasing is off
sharplyv. Most buving in 2002 has been from over-
seas, said Sieracki, a point underscored by Paul
Rivlin, the managing director for Deutsche Bank in
London. Rivlin noted domestic property compa-
nies are divesting assets.

“The ones you would expect to know best about
what the markets have in store are significant net
sellers,” said Rivlin. “That savs to me that buvers
must be buving pretty near the top of the market.”

Such overheating could lead to a pricing bubble,
Rivlin and several colleagues said, with Georgi
maintaining that over-aggressive capital is already
driving up values in the United States. “We saw
this before in 1987 to 1989, exactly the same phe-
nomena where the underlying occupancy dynam-
ics in the property market in the United States are
actually pretty weak,” Georgi said. In markets such
as Jacksonville, Fla and Oklahoma City, Georgi
said effective rents have fallen to zero after
accounting for commissions and concessions.

“You're basically giving awav the space just to
cover vour operating expenses,” said Georgi. “That
we haven't seen for a decade”

Other speakers were less dismal. Henderson
Global Investors Managing Director Charles

Wurtsebach said the relative stability of real estate
is driving capital in that direction. Aging popula-
tions ot North America, Europe, and Asia are also
prompting pension funds to pursue vield through
real estate to support their growing list of benefici-
aries, Wurtzebach added. “I don't really believe
that in the next three yvears there's any big crisis
that’s looming,” he said. “When vou look at the
underlying economy, I think fundamentally we're
in tairly decent shape.”

A critical element of investing globally is having
the proper approach and infrastructure, panclists
also advised. Along with tax and currency issues,
local culture, property rights regulations, and the
varving legal svstems also offer potential chal-
lenges. In one ongoing situation, Lehman Brothers
is among a consortium buving the first non-per-
torming loan pool ever in China, but after having
won the bid last November, the group is still await-
ing approval from the Chinese government.

Not only is the approval process unclear, panelist
and Lehman Brothers principal George Von
Liphart said he discovered the Chinese govern-
ment has little control over the provinces, making
it hard to evaluate loans secured by property out-
side the major cities. The same uncertainty applies
in Japan, he said, where “the rules change if the
results aren’t to the liking of the policy makers.”

“They seem to find a way of moving the goal line
every period to accommodate their larger policy
concerns,” said Von Liphart, calling that tendency
“definitely pronounced in Asia.” But as long as one
proceeds with caution, they should be fine, Von
Liphart asserted, with Lehman a major investor in
Asia. Liquidity is not a problem, Von Liphart said,
noting the tirm recently securitized and sold two
residential portfolios and two non-performing loan
pools in Thailand. “You can basically exit just
about anything through the capital markets,” Von
Liphart said.

No matter what experience a global investor has, it
1s imperative to connect with a local partner, pan-
clists stressed repeatedly. Infact, many cited it as
the leading requirement when pursuing a peri-
patetic investment strategy, including Ivo De Wit
ot ING Real Estate.

ING always secks to join a local company when
entering a given region, De Wit said. In the United
States, Dutch-based ING has forged a solid rela-
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tionship with Clarion Partners, through which
thev have acquired properties throughout the
country.

“Our main goal is to keep it local,” said De Wit,
with ING favoring firms possessing a similar cul-
ture and appetite for investment-quality proper-
ties. “It’s also looking at what they can add to your
own organization, what are the strengths of these
organizations and which is the knowledge that
thev can contribute to vour own organization,” De
Wit said.

FRIDAY, SEPTEMBER 6, 2002
THE FUTURE VISION

Panelists:

Anthony Downs, CRE, Brookings Institution

Alex Krieger, Harvard Design School

Jeremy Newsum, The Grosvenor Office

Daniel Rose, CRE, Rose Associates

Bowen “Buzz” McCoy, CRE, Buzz McCoy Associates

Can Cities Cope? ot Million People Streaming lito
Urban Areas Aunually

If Brookings Institute Senior Fellow Anthony
Downs is right, one product scems a surefire
investment in the 21st century: bumper stickers.

“It is mv opinion that congestion is an inescapable
part of living in a large and growing metropolis
region anywhere in the world,” Downs proclaimed
during the Global Cities in an Era of Change sym-
posium. “It cannot be eliminated.”

Speaking on a program segment entitled “The
Future Vision,” Downs and other planning and
real estate experts closed out the conference offer-
ing views of how cities will be cast in the new mil-
lennium, identitving challenges ahead and steps
communities can take to ensure a place in the glob-
al economy. Other speakers included Harvard
Urban Planning and Design  chairman  Alex
Krieger, international real estate investor Jeremy
Newsum of The Grosvenor Office of London, and
U.S. real estate icon Daniel Rose, of Rose Associates
in New York, who ended the program with a stir-
ring defense of the modern city.

Downs warned that globalization will lead to an
endless stream of automobiles, trucks and buses,
fucled partly by humankind’s thirst for sclf-mobil-
itv, and compounded by urban sprawl creeping
endlessly outward. Political and fiscal pressures
will make sutficient roadwavs and alternative tran-
sit options unattainable, said Downs, with the con-
dition so acute that private toll roads may become
an increasing, albeit inadequate, reality.

Author of the 1992 tome Stuck in Trattic, Downs
said the inventory of vehicles has accelerated faster
in percentage terms than the population. Between
1980 and 2000, total vehicle count rose from 380
million to 752 million, accounting for a compound
annual growth rate of 3.5%. The human population
in that time increased by 1.6 billion, or a compound
annual rate of 1.6%. Although the United States
continues to dominate in vehicle usage, Downs
predicted the problem will worsen in developing
countries, many of which lack the infrastructure to
meet the rising tide of tailgaters.

Program moderator Bowen “Buzz” McCoy, CRE,
of Buzz McCov Associates in Los Angeles, second-
ed Downs’s view that the third world is ill-
cquipped to handle the automotive age, and doing
little to prepare for it, citing a China trip where he
saw massive skvscrapers being developed with
only a few dozen parking spaces. “They are build-
ing, tor the bicvele economy, and the buildings are
going to still be there when they all have cars,”
Bowen said. “What's going to happen then, God
only knows.”

Public transportation is not the answer, said
Downs, with usage actually tracking downward.
In the U.S, only 4.7% of the working population
takes public transit, and Downs said that tigure
drops to 3.5% when one factors out New York City,
where 30% of the nation's transit riding occurs.
“Congestion will happen no matter what anti-con-
gestion tactics are adopted because of the rising
population and rising incomes in all cities,” Downs
said. “Get used to driving in congestion.”

But automobile use will not be the only excess
global cities must cope with, Krieger advised in his
remarks. The sheer expansion of the urban jungle
puts into question how the world will be able to
handle such concentrations, said Krieger, with 60
million people streaming into cities annually, rep-
resenting a 20-told increase of urban dwellers in
less than a century. By 2050, there will be five bil-

REeAL ESTATE IssuEs, Fall/Winter 2002



lion people in cities, Krieger said. “The numbers
are so extreme, thev are hard to penetrate,” he said,
noting that in eight vears, London will not be in the
top 30 cities in population.
“That's just astounding,” said Krieger, warning it
is critical for planners and public officials to pre-
pare for the onslaught and solve issues such as
sharing limited resources, providing adequate
housing and caring for an aging population.

As a global traveler working for private real estate
investor Grosvenor, Newsum offered opinions on
cities he enjovs and the elements critical to success.
Most importantly, Newsum said, are intangibles
that give a metropolis influence on other arcas,
both at home and internationally. While cach city
has the tyvpical matrix of trade, education and work
opportunities, Newsum maintained that *
need to be emotional places” to stand out.

‘cities

“You can examine statistics to the Nth degree, but
still not get at the essence of what a city really is,”
Newsum said. “In the end, 1 do believe they need a
heart and a soul and a character.”

Equally impassioned for the city model was devel-
oper Daniel Rose, chairman of New York-based
Rose Associates and member of The Counselors of
Real Estate (CRE). Rose disputed theories that ter-
rorism and other fears are diminishing the role of
cities, assailing the notion that wealth and influ-
ence are abandoning urban centers en masse. Rose
also derided opinions that technology will lead to
decentralization.

“We have to take the negative forecasts of our
social scientists with a grain of salt,” said Rose,
countering one quote offered carlier in the pro-
gram from Herodutus that “human prosperity
does not abide long in the same place” with his
own from Aristotle that states “men first come to
the city tor safety. They stav on to earn a living and
settle there permanently to live the good life.”

“I think there alwavs will be those of us who
choose to live the good lite in London, in Paris, in
New York, and those of us are the ones to whom [
would like to think the conference has addressed,”
said Rose, adding he believes Aristotle was
“smarter and more accurate” than Herodotus.
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THE COMMENTATOR'’S
PERSPECTIVE: GLOBAL CITIES
IN AN ERA OF CHANGE

n September 4-6, 2002, an international real estate symposium on the
subject “Global Cities In An Era of Change” was held at Harvard
University. The purpose of the symposium was to create a broad
understanding of the urban landscape and the factors that impact it. It was co-
sponsored by the Harvard Design School, The Counselors of Real Estate and
The Roval Institution of Chartered Surveyors. There were approximately 150
attendees, including some  thirty speakers or panelists. This article is an
attempt to summarize the prowcdm%s for those unable to attend.

THE GLOBAL CITY TODAY

Panelists reflected upon the homogenization of building design and culture
which has caused the loss of local character of cities in general. Measures
which might be utilized to gauge the quality of a city would include popula-
tion, quality of life, economic power, commuter time and the cost of produc-
tion. Cities have become places where complex work is accomplished face to
face, while the suburbs have become the places where dispersed intellectual
work is accomplished. There are huge price differentials among cities in terms
of rents and wages. Environmental quality will be a major determinant of the
success of cities in the future. Global warming could cause massive changes in
coastal global cities.

Other factors impacting the future of cities include demographics and the abil-
itv to attract capital. In future vears some 30% of Japan's population will be
over 63, while only 10% of the U.S. population will be of that age. In Third
World cities, the population is even vounger. Major factors contributing to the
ability to attract capital include the rule of law, transparency and trust. In order
to attract capital, a city must align its processes for decision making with those
of the capital sources. Capital controls the process; they must “think like us.”
This increasing globalization of capital also adds to the “McDonaldization” of
global cities. It is also important for a global city to be a transportation hub.

There is an increasing imbalance between economic vision and social vision.
Aspiring individuals in Third World countries wish their children to be edu-
cated at universities in the United States, but they resent our culture.
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As a result of the impact of broadband and wire-
less communications, we can now speak of “intel-
ligent cities.” 21st century cities become strategic
nodes, talking with one another. The gap between
the haves and the have-nots widens. An integrated
world economy leaves out 80" of the people. In a
few vears there will be 35 cities with over 10 mil-
lion population. How do we deal with the “unin-
telligent cities”? How do we deal with the anger
and resentment of those outside the global svstem?
There will be an even greater need for broad access
to good education.

Another issue is the overlapping government bod-
ies which constitute a city. Global cities range from
virtual citv-states to sprawling urban areas with a
multitude of overlapping government bodies and
a weak central government.

REFLECTIVE PRACTITIONERS

A panel was constituted by Dame Judith Mavhew,
policy director of the City of London, Governor Ed
Rendell of Pennsylvania, and Peter Hall of a pub-
lic-private development venture in San Diego.
Dame Judith had just returned from the United
Nations conclave on growth and the environment
held in Johannesburg, South Africa. That group
adopted the City of London principles of sustained
finance and development. The “London Plan”
deals with the realities of an “intelligent city” and
a Third World city co-existing in the same space.
Some 29" of the inhabitants of London live below
the poverty line, and thus must deal with the needs
of the “intelligent” as well as the needs of poverty.

The “London Plan” includes comprehensive and
coordinated measures designed to deal with the
issues of transportation, urban in-fill, public-pri-
vate partnerships, volunteerism, education, health,
social services, crime, affordable housing and a
jobs-housing balance, with nodes of development
activity.

Governor  Rendell  attributed  his  success in
Philadelphia to the following: One must have a
regional approach, including support from the
state and Federal governments; an ability to work
with both political parties in the name of good gov-
ernment; a view of the city as a place for celebra-
Hon; a focus and prioritization on those areas
which make a city great; a competitive develop-
ment mentality to attract positive new business,

including having available well located, entitled,
cleared sites for development; an open communi-
cation with business; a recognition that citics must
bear the heaviest social costs in America and a
tocus on education.

Peter Hall attributed San Diego’s success to pro-
viding single stop shopping for developers, com-
bined with a focus on which businesses to attract
and a well orchestrated planning process. He
emphasized the conflicts arising from the differing
cycles for development and elections.

As is often the case, the ideas of the practitioners
were deceptively simple. The elegance is in the
exccution.

HARVARD’S PRESIDENT:

LAWRENCE SUMMERS

The president of Harvard University honored us
with an after luncheon address. He emphasized
the importance of economic geography and urban
economics as intellectual inputs, as well as the
enduring nature of concentration in specialized
places. President Summers discussed the acquisi-
tion by Harvard of substantial lands adjacent to the
present campus, which will result in a doubling of
the academic area, thus emphasizing Harvard's
keen interest in urban economics. He expressed
concern about the ongoing migration into Third
Waoarld cities with their teeming slums. He predict-
ed low global inflation and surplus capital for the
next decade, resulting in lower interest rates and
cconomic stability. He noted that high productivi-
ty results in poor pricing power.

In response to a query, president Summers stated
that he questions whether real estate will become a
separate academic discipline. To do so would
require the notion that real estate has separate ana-
Ivtical tools, methodology and distinctive research
separate from tinance or geography. He stated it is
more likely that real estate will remain a “subject,”
similar to manutacturing or tourism. A commenta-
tor noted the paradox between the desire to link
real estate into the capital market asset allocation
investment decision process with total transparen-
cv and the desire to have real estate as a separate
academic discipline.

ECONOMIC FORCES
This panel raised the issue of why one would or
would not invest in a particular city. Statistical data
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were presented concerning over 500 business relo-
cation decisions and  which cities were chosen,
Primary issues bearing on the decision included
rule of law, property rights, tenant rights, enforce-
ability of the law, costs, “intelligent” infrastructure,
stability, transportation logistics, quality of life,
educated workforcee, and capital availability.

Significant discussion occurred concerning doing
business in places like Russia and China, where
one has to know one’s partner and develop a sense
of trust. Often the rules are not known, or made
known, by the local partner. Often the local partner
is attempting to recvcle flight capital. The agendas
may be completely different.

THE FABRIC OF CITIES

In order to provide a sustainable environment for
both the business and the host city, the business
must become committed to environmental man-
agement, emplovee volunteering, community out-
reach and corporate philanthropy. There must exist
an explicit or implicit public-private partnership.

An effective explicit public-private partnership
requires a measurable budget for sustainable
development. Such a public-private budget bal-
ances the needs for economic growth, environmen-
tal management, and social responsibility. Each
side must agree upon the resources that they will
contribute to the budget. One should not speak of
trade-offs between cconomic growth and social
costs, but of a balanced budget which sustains
both.

A panelist attempted valiantlv to describe the
impact of major rescearch universities on urban
growth, utilizing the Massachusetts Institute of
Technology's spawning of a bio-tech industry
within its environs as an example.

JOEL KOTKIN, PEPPERDINE UNIVERSITY
As a pancelist Mr. Kotkin described the traditional
role of cities. Many cities are sacred in their origins.
Thev create a perception of safety, often contained
by protective walls. They are busy places, filled
with celebrations. They create a “casbah economy”
filled with various markets. A major problem with
current cities is that the upwardly mobile immi-
grants move out. To sustain cities on a positive
scale, the educated middle class must be attracted
back in.

It is difficult to judge what makes such a
symposium a success. The issues are often
too ephemeral and complex for an individ-
ual to deal with. If each of the 150 partici-

pants were to become motivated by the
event to become engaged in their own city,
the symposium might be termed a success.

Mr. Kotkin also served as an after dinner speaker.
His negative predictions as to the tuture of the
global city awakened the participants to spirited
rejoinders. Mr. Kotkin stated that several global
cities are not intelligently located. The rising mass-
es of under educated from the Third World will
end urbanism as we know it. Terrorism under-
mines msurance, and thus the ability to finance
cities. The elites are moving out of cities or into
protected nodes in the few “intelligent” cities.

CROSS BORDER CAPITAL FLOWS

This panel discussed the state of the global real
estate capital markets. It was emphasized  that
there is no such thing as a global real estate indus-
try, but rather a series of local markets, cach of
which requires local partners and specialized
knowledge. Real estate is above all local in nature.
Real estate capital is a residual to the corporate
capital markets. Capital will always flow into the
higher return businesses. Over the next few vears,
real estate is perceived as offering positive returns
on a risk adjusted basis, with good cash flow.

European investors do not see the need for foreign
capital, although they seem to have plenty of it.
Japan appears to be shutting down the market to
foreigners through restrictive rules and regula-
tions. The U.S. market is more disrupted than
meets the eve. In certain cities, net effective rents
are close to zero, after taking into account tenant
improvements, free rent, commissions, and the
like.

THE FUTURE VISION

The final panel attempted to bring the svmposium
to a close with a vision for the future. The problem
of low density and long commutation times will be
resolved by congestion. Congestion can be seen as
a balancing mechanism. When it becomes intolera-
ble, NIMBYs (not in my backvard) finally begin to
relax and allow for higher densities. The only other
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solution is to travel with a CD plaver, a cup of cof-
tee and a highly attractive scat mate.

We are currently urbanizing at the rate of 60 mil-
lion persons a vear. Urban areas will grow twenty
fold in a single century. The average U.S. person
requires 10 acres to sustain life; in the Third World
it is a single acre per person. We cach throw away
28 pounds of garbage a week. The solutions are to
conserve the places we have already made, rather
than building new places, and helping the poor to
become rich.

Great cities have a soul. They are great markets,
centers of learning and centers of entertainment. In
England certain residential developments have
lasted for hundreds of years. They tend to be non-
linear and surrounded by greenbelts. Two major
threats to cities are the cost of housing and the
threat of rising scas.

Neo-Malthusians have been nav-savers forever, A
hundred vears ago the maintenance of enough
horses was scen as the limiting factor in the growth
of cities. What is required is leadership, entrepre-
neurship, volunteerism, and education.

A commentator mentioned two books. In The
Mystery  of  Wealth, Third  World  economist
Hernando De Soto makes the point that the Third
World has substantial wealth. It just cannot be
unlocked. This is so because there is no perfected
title or deeds which can be financed or traded; no
street addresses; no incorporated businesses and
the like. Thus much of the Third World capital is
dead. The way to make it alive and productive is
through education. Robert Kaplan in An Enpire
Wilderness makes the same point about cities in the

United States, choosing East St Louis as an exam-
ple. In these arcas there are no deeds, no records,
no energy, and no vision, much as in the Third
World.

In manyv of our cities, such as New York, London,
Chicago, Lisbon, Dallas Shanghai, and Los
Angeles, we have co-mingled “intelligent” cities
with Third World cities. The problems appear
insurmountable. What can any single individual
do? One example is that several of the panelists
volunteer in their own cities with the disadvan-
taged in mentoring programs, to assist them in
their education. Financial aid is alwavs important,
but far more important is one-on-one personal con-
tact and mentoring. In the case of some “saved”
children, the mentor has put in a ten-year commit-
ment to assist the child. There are obviously a wide
variety of wavs in which individual svmposium
attendees can become involved in their cities in a
pro-active manner.

It is difficult to judge what makes such a sympo-
sium a success. The issues are often too ephemeral
and complex for an individual to deal with. If each
of the 150 participants were to become motivated
by the event to become engaged in their own city,
the svmposium might be termed a success.
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Dianiel Rose, CRI

SERVICING THE GLOBAL CITY

By Daniel Rose, CRE

Remarks from the Global Cities Sympostum
Harvard University, September 6, 2002

ccessary but not sufficient” is how the relationship between oxvgen
and fire is often deseribed, and the characteristics of great global cities
fall into the same category.

Those cities are centers favorable for the international exchange of capital,
ideas, goods, and people, and for the generation of economic value out of
ideas. Thev nurture the communication and information technology that
financial networks rely on; they reward high risk investments with even high-
or returns; and they attract the people that make the system work.

[n an age of wondrous electronic communication, easy national and interna-
tional travel, and remarkable professional mobility, middle and upper middle
class populations that bring dvnamism to a city and relate well to the world
cconomy can live wherever they choose to live. And where those bright, edu-
cated, creative, and dvnamic tvpes choose to live and work greatly affects
what takes place there, global networking included.

Experience has demonstrated that those who can, shun threats to their phyvsi-
cal safety and avoid political jurisdictions with high local taxes and poor serv-
ices. On the other hand, they are attracted to cities with good transportation
facilities, with welcoming public spaces and social peace and, above all, with
recreational and cultural activities that come under the heading of “quality of
life.”

With appropriate infrastructure, an educated population tor support, and with
an encouraging political climate, a critical mass of talented people will soon
assemble. The stage is then set tor an agglomeration of highly specialized
legal, accounting, high-tech communication, consulting, advertising, forecast-
ing, engineering, and other services which international financial centers
require today.

19
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Rudolph Giuliani’s dramatic success in lowering
crime rates and business taxes did not create the
New York business boom of the 90s but it permit-
ted it to land there rather than somewhere else.

Those cities which have followed his lead have
benefited accordingly. Taking seriously small
crimes (“the broken window” syndrome) and
carefully analyzing current crime data (the
Compstat program) really do pav off, and we
now know that lowering taxes can indeed
increase revenues.

Good retail outlets, good heath care facilitics and a
wide choice of housing are desirable; but ina free
market cconomy, well-to-do populations can out-
bid others for choice housing; they can attord pri-
vate doctors for what ails them; and thev can pur-
chase whatever goods they wish,

Good education should ideally be a universal tree
good; but sadly it isn't.

The widespread failure of public education is the
greatest tragedy in American life today, not only
for global city types but for all those who cannat
afford private schooling,.

The favorable experience of the nation’s parochial
schools with the same inner-city students failing
in the public schools (and at a fraction of the per
capita cost, too!) indicates that the solution lies in
reversal of educational and social policies that
our public refuses to recognize; but that can
change.

Perhaps the dav will return when New York's pub-
lic schools again produce literate and numerate
graduates and when our public colleges again pro-
duce Nobel Prize winners, as they did between the
two World Wars.

For now, education is our greatest governmental
failure; and New York's global workforee will tend
to attract single or childless individuals and those
who live in the suburbs or who can afford private
schooling,.

In other matters, Adam Smith's “invisible hand”
will, it permitted, soon till—for those who can
afford it—whatever needs government does not.
And we free market entreprenceurial types are the
fingers of that “invisible hand.”

The global city of tomorrow will have the
gravitational pull to attract those with
the skills and talents, education and
mindset, that the cutting edge activities of
our time demand; and human capital is
acknowledged today as important as
financial capital.

To pertorm successtully, we must understand, and
anticipate and fill the needs of sophisticated clients
with complex requirements.

If Tokvo is an exporter ot capital, and London a
processor of capital, and New York an importer
and provider of services for capital, their agents
must be in efficient contact. If Kuala Lumpur is an
important market for financial futures and
Singapore for currency trading (and they are), their
agents must be in contact with colleagues in New
York and London, Tokyo and Paris, Frankturt and
Boston.

In many tvpes of financial activity, cooperation
rather than competition is the order of the day
and linkage rather than isolation is the goal.
Cities may compete, but todav individual firms
often cooperate.

And we, the entrepreneurs, must help the global
city participants meet their needs and at a charge to
them greater than our cost. While thev are involved
in market-making, underwriting, mergers and
acquisitions, risk management, and so forth, we
supply the platform on which they operate.

We must provide them with phvsical premises, the
varied services thev rely on and a context in which
thev can operate successtully — for their benefit, for
ours, and tor that of the cities in which they oper-
ate. And we must work to make our respective
cities more receptive to those business and profes-
sional activities.

For the urban gencration of the 1960s to the
1990s, business was seen as a “cash cow”
taxes paid for government-supplied social servie-
es for the urban poor; today, business more often
is seen as the provider of jobs that permit people
to earn incomes which enable them to take care of
themselves.

whose
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[n the previous generation, demagogic, or mis-
guided politicians applied municipal revenues to
subsidize short-term consumption rather than
long-term investment; the clearest examples are
New York's decision to “save the five cent fare” at
the expense of building the Second Avenue sub-
way or trading the benefits of the remarkable
underground highway and river front park system
called Westwayv for subway operating subsidics.
Today, at long last, capital investment in infra-
structure is back on the agenda.

Healthy cities todav are seen not so much as vehi-
cles for wealth transter as for wealth creation, not
so much as donors to those on the bottom as cata-
lysts of upward mobility for immigrants and oth-
ers, not so much as the home of static business
activities as the mcubator of new business enter-
prises, new ideas, new cultural forms that tflourish
in this new world of privatization, deregulation,
and digitalization.

Although the tirst stage of the high-tech revolution
took place in the shadow of universities, the next,
explosive stage (designing software content and so
forth), is taking place in the creative sections of
dvnamic cities, often in the recveled manufactur-
ing premises of a previous economic cvele. It is not
surprising to find that in New York, for example,
the massive old Lehigh-Starrett freight warchouse
is today the address of choice for cutting edge new-
media companies.

Cities  like  Detroit  or  Philadelphia  (before
Governor kd Rendell served as mayor), which
imposed punitive taxes to support swollen public
payrolls or which regarded their police depart-
ments as “part of the satety problem, not as a solu-
tion,” witnessed  painful economic and demo-
graphic decline in the same time frame in which
cities like New York, which think and act different-
Iy, have tlourished.

In America today, the beleaguered citv of
Cincinnati - looks  with  wonder at  nearby
Indianapolis; sophisticates in Detroit are painfully
aware of the positive developments in Cleveland,
and the word is spreading. In Europe, evervone is
aware of the exciting resurgence of Spain’s
Barcelona and of the fierce problems  of
Manchester, England. Copenhagen’s triumph of
the pedestrian over the automobile is well known,

and Bilbao, whose Frank Gehry museum brought
to the city in its first three vears over $500 million
in economic activity and over $100 million in new
taxes (which recouped its cost), is there for all to

by

In New York, the quintessential global city, the
combined impact of the World Trade Center disas-
ter and (God willing) the 2012 Olvmipics could lead
to changes making New York the world's first truly
21st contury metropolis. Once we dismiss the
equally ill-advised ideas of restoring exactly what
was destroved or of creating a 16-acre cemetery,
something wonderful can emerge.

Thoughtful observers understand that Lower
Manhattan has always had a relatively poor trans-
portation network compared to that of midtown.
We now have an opportunity to make the area a
mass transit dream come true. Federally-funded
improvement in mass transit will be the catalvst for
the whole redevelopment effort, which can turn a
former white-collar ghetto into a 24-hour, seven-
day mixed-use paradise with office, housing, retail,
hospitality, recreational, and cultural facilities in
proper balance.

An appropriate memorial tor the World Trade
Center site 15 a sensitive subject because wounds
are still raw and an unemotional exchange of
views 1s not vet possible. Newlv-bereaved families
have little interest in the long-term aspects of
urban design or regional planning, and significant
time should pass before important irrevocable
judgments are made.

The memorial models most often suggested are
Oklahoma City, Pearl Harbor, Hiroshima, and the
Vietnam Memorial in Washington, DC, the first
conveying a deep sense of sadness, the second one
of serenity, the third of the need for education, and
the last of remembrance.

I believe the ideal model is Pericles” brilliant
rebuilding of the Athenian Acropolis after its
destruction by the Persian King Xerxes in 480 BC,
since the Greek goal was both to remember and to
create, to memorialize and to move forward. But
even the Greeks let the idea simmer for a number
of vears,

Incidentally, even the biblical books of Noah,
Danicl, and Job all end on an upbeat note, and it
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would be wondertul if the World Trade Center
story could, too.

It New York does get Olvmpic approval, long over-
due mass transit to our airports will be spurred,
our 600 miles of under-utilized waterfronts will be
activated, new housing tor the Olvmpic athletes
would be a lasting legacy tor our under-housed
middle class, and (even at a billion dollars a mile)
a subway connection to midtown from an expand-
ed Javits Convention Center and a major new ath-
letic stadium would make sense. The eventual tax
revenues from the redeveloped present wasteland
would make the capital cost a good investment.

Cities like Atlanta have largelv wasted their oppor-
tunities; but Barcelona showed how Olvmpic plan-
ning can take a city in the direction it wanted to go
in creating a setting where civilized people can
lead a satisfving and fultilling life. The Olympic
impact on New York would be exciting, and would
make it even more attractive to global networking
types.

The global city of tomorrow will have the gravita-
tional pull to attract those with the skills and tal-
ents, education, and mindset that the cutting edge
activities of our time demand; and human capital
is acknowledged todav as important as financial
capital.

Local and regional populations will benetit, too,
from having access to the urban strengths that cre-
ate a global city,

Obviously, not all benefit equally, and in global
cities worldwide we are witnessing increasing
polarization of income and of wealth; and the ram-
ifications of these great disparities are complex.

Precise caleulation of costs and benefits is difficult
in a setting in which manutacturing jobs evaporate,

in which heavy foreign immigration clouds the sta-
tistical picture, and in which the benefits of formal
ceducation and appropriate credentials are crucial,
and where their absence puts the uneducated and
uncredentialed at a severe handicap.

Somedav we will understand that the crucial ques-
tion is not why some are poor but rather why some
are not; and we should reflect on the role of educa-
tion in the difference.

But make no mistake —the poor in a global city do
not benefit it stockbrokers lose their jobs or if tax
accountants or corporate lawvers move away. And
we should ask if a Third World country is, or is not,
better off it a First World country locates a manu-
facturing plant there.

This week’s headlines proclaimed that fully one-
third of the voungsters in the State of Washington
will drop oul before completing high school.
Perhaps the protesters against globalization in
Seattle last vear should have focused their atten-
tion on public education instead.  Indeed,
improved education for women in the Third World
is perhaps the single most important immediate
goal well-intentioned groups should fight for.

The wealth creation of a global society is a positive,
not a negative sum game; and evervone benefits to
some extent,

Our challenge is to stimulate such wealth creation
and also to spread its benefits widely.

ABOUT THE AUTHOR
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David S Kirk, CRIT

GLOBAL CITIES IN AN ERA OF
CHANGE, A COMMENTARY

By David S. Kirk, CRE

wanted to fast-forward technology and globalization trends and start to

understand what these trends meant for me, for Boston. Was [ still in a

world-class city, and was [ ever in one? T was looking for take-home that
might serve me later rather than sooner but | was looking for some answers
and some stimulating thinking from persons that typically were not accessible
to me. Alex Kreiger, chairman of Urban Planning and Design at the Harvard
Design School, obliged by remarking in the closing session that by 2050, there
will be 5 billion people in cities and in cight vears London will not be in the
top 30 cities in population. And in between, the panelists and attendees ful-
filled the promise and delivered surprises as well.

The Research Directors” panel started the deliberations with a matrix exercise
which shared current ongoing efforts to characterize the global cities tor the
institutional investor. The threshold requirements of legal framework, political
endorsement, cultural acceptance for real estate enterprise were added to geo-
graphic, economic, and demographic measurements. The related risk assess-
ments were illuminated by the trench men on the Capital Flows panel on the
second day. The roster included key acquisition/investor representatives from
institutions: Lehman, Soros, Deutsche Bank, UBS Warburg, AIG, Henderson
Global. Dubai of the United Arab Emirates and Berlin are on the radar screen
and Brazil and Argentina are still considered prime real estate markets for
well-timed investments. Ken (YGara from PepsiCo and Lee Timmins of Gerald
Hines Interests demonstrated the risk range by describing how the multina-
tionals follow their markets, and how the international developer is more
selective. Richard Georgi of Soros spoke for the group when he acknowledged
that, “There is a very limited track record of successful international real estate
investment,” and admitted his tirm pitched international investing “with great
care and humility.”

The pre-conference MIT tour led by Peter Lewis, CRE, showcased recent
decades of campus development and investment, world-class in all respects.
Along with an inside look at new Millennium Pharmaceutical biotechnology
tacilities joint ventured with Forest City, the tour included the multimillion-
dollar real estate portfolio in biotech now controlled by MIT and the ever
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expanding campus facilities. Followed by a leisure-
v walk in Harvard Yard, participants were well
prepared  for  Harvard  President  Lawrence
Summers” informal remarks about his high priori-
tv job of promoting Boston as a global city and
leading Harvard’s future planning agenda. With
Harvard as the onlv American urban university
with a substantial capacity to expand (over 200
acres cross the Charles River in Boston), Summers
articulated his personal teelings about humanity
continuing to need a place to gather and its rele-
vance in the new cconomy as well as old economy.

For political reality, former Philadelphia Mavor
and now Pennsvlvania Governor Ed Rendell, San
Dicgo’s planner Peter Hall and London’s plan-
ner/manager Dame Judith Mayhew added some
practical experience and visionary commentary.
The keys to global cities in an era of change are
education and public/private partnerships for sta-
bilitv and growth, themes echoed by global institu-
tional investors later in the program. All three of
these urban veterans were well moderated by
Kennedy School Nick Retsinas and had war stories
and dilemmas to relate and the focus was delight-
fully laser-like for this real estate crowd.

Joel Kotkin of Pepperdine University and author of
The New Geograplny (Random House, 2000) was a
panclist and kevnote speaker and did not disap-
point. Terrorism and other urban ills like the poor
education and training for the next generation of
unskilled, poor, and immigrant/migrant popula-
tions, will reinforee a tendency to decentralize and
strengthen some new patterns of growth and
decline among American cities. Dame Mavhew
refuted Kotkin vigorously recounting Europeans’
coping with terrorism for decades. Kotkin quoted
Greek historian Herodotus, “Human prosperity
does not abide long in the same place.” Dan Rose,
CRE of Rose Associates (New York, Boston, and
Washington, DC) preferred Aristotle,” Men first
come for safety; they stav to carn a living; and thev
remain to enjoy the pood life”

Anthony Downs, CRE, currently updating his 1992
book entitled Stuck i Traffic in which he counts
cars and people, concluded we are not making
progress in reducing, congestion with mass transit
or otherwise, His hope tor emerging global cities in
this battle was dimmer ceven still. Dan Rose, CRE,
ended his visionary commentary on the last dav
with, “But, there will always be some of us
attached to the dynamism, the vibrancy, the excite-
ment and the stimulus of great cities.”  Jeremy
Newsum of London-based Grosvenor Properties
and a resident of Cambridge, England echoed the
frequently mentioned threshold essentials of trade,
work opportunities and education, and, like sever-
al participants, sought to recognize the human and
emotional elements of soul, heart, passion which
challenge measurement.

Rather than just a random remp with Dubai, Abu
Dhabi, Berlin, Istanbul, Singapore, Buenos Aires,
Amsterdam, and Moscow compared with London,
New York, Tokvo and Paris, “Global Cities in an
Era of Change” was an eftort to capture the trajec-
tory of technology and globalization, telecommu-
nications, and diversity, and see what might sur-
vive and what might emerge and what might not.
Education’s role was spotlighted by manv with
Cambridge, England and Cambridge, Ma, receiv-
ing noted attention. Boston mayv not be a global city
by all definitions but it certainly has many of the
durable qualities that will make it a survivor and
education is among, them.

David Kirk, CRE, i~ principal wad forder of Kirk ¢
Company, Real Estate Connselors of Boston, MA special-
izing in oreal estate valuation and Dreestment cotnseling
for institrtional investors.
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Davinre Judith Maheao

STRATEGIES FOR MANAGING
URBAN GROWTH
AND REVITALISATION

By Dame Judith Mayhew

Remarks from the Global Cities Symposium,
Harvard Unioeersity, September 5, 2002

hank you so much for inviting me to take part in this important seminar,

It's great to have the opportunity to visit this eminent centre of learning

and intellect at Harvard too. I have come here directly from attending
the World Summit on Sustainable Development in Johannesburg, There [ was
one of a mere 65,000 delegates.

But I was privileged to address the audience at both the NGO day and the
Business day on the London Principles of Sustainable Finance. This subject,
which is an important part of sustainable development, certainly has consid-
erable relevance to what we are all discussing here.

As Chairman of the Policy & Resources Committee of the Corporation of
London, [ .am the Leader of the municipal authority for the district known as
the City of London, the largest international financial centre in the world
today.

I am also the financial and business advisor to the separate Mavor of London.
He directs the strategic governance of Greater London, particularly in areas
like economic development, urban planning, transport, and the environment.

LONDON TODAY AND THE LONDON PLAN

[ would like to start this address with a brief look at the London of today. For
itis a city at the forefront of technology and communications. It is the world’s
largest international financial and business centre. It has one of the most cos-
mopolitan populations in the world. Three-hundred and seven languages are
spoken there daily, and there are sizeable resident communities from over 90
countries with a richness of culture, diversity, and experience from all around
the world,
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For many of these people, London is “the place to
be.” London is an attractive place in which to live
and work,

But, like anv major city, London is far more than
the sum of its parts. Central London is a unique
mix of cultures, people, and experiences. It is this
blend that provides the critical mass of the city; it is
this blend which draws people to London in ever
increasing numbers.

London is also rich in amenities and boasts some of
the best museums, libraries, and archives in the
world, dating back many hundreds of years. And
London itself boasts a rich heritage in architecture
and resources.

Aside from its heritage, London today is the centre
of the most international financial markets in the
world. This financial industry is clustered together
in a small area, thus creating considerable business
ctficiency.

This is complimented by a large presence of com-
panies involved in supporting services such as
accountancy, law, surveving and all forms of con-
sultancy.

But it is not just in financial services that London is
a leader. It is a major centre for the creative indus-
tries and a major hub for news, media, and broad-
casting —international as well as British.

The presence of a vibrant property market with a
large supply of international investors and devel-
opers allows the continuous renewal of office stock
to the latest technical and environmental stan-
dards.

London is therefore a complex economy, with ever-
changing patterns of economic  activity and
growth. Over the past decades, London has been
an immense success story, and it has grown in eco-
nomic, social and cosmopolitan terms as a conse-
quence. It has a power and an influence far beyond
the borders of the European Union.

But one must also add a dark side to London.
Despite its great wealth and economic power, 29%,
of its houscholds are below the poverty threshold.
Child poverty stands at the distressing level of
43%. Some neighbourhoods experience a high
level of crime.

But, like any major city, London is far
more than the sum of its parts. Central
London is a unique mix of cultures, people
and experiences. It is this blend that pro-
vides the critical mass of the city; it is this
blend which draws people to London in
ever increasing numbers.

There are also areas that have a very high rate of
unemployment—11% in the Borough ot Haringey.
And their residents suffer more health problems
than those in more affluent places do.

There is also huge pressure on land both for busi-
ness and housing. This has pushed up house prices
to incredibly high levels whilst leaving some areas
more deprived than ever.

The presence of talent alongside considerable
poverty comes with a price. This has created
strains that are now in need of resolution.

The Mavor of London is therefore in the midst of
getting agreement for The London Plan. This is a
new spatial development strategy for Greater
London for the next 20 vears. It is simply London’s
way of managing urban growth and revitalisation.

WHAT IS DRIVING GROWTH?

But before 1 discuss the London solution, | would
like to say a few words about what the drivers are
of this remarkable growth.

T'he first one is undoubtedly the financial and busi-
ness centre in the Citv of London. The City s
Europe’s leading tinancial centre and the interna-
tional financial centre. It differs from New York in
that it deals in international finance and advice.
The huge domestic market here largely sustains
New York.

All the biggest international banks and financial
institutions operate from London. Indeed many of
them manage their entire overseas operations from
there,

The presence of all these banks attract a very high
quality  workforce from all over the world.
Financial services, particularly in arcas like corpo-
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rate finance are intellectually demanding and need
the very best brains and the best managers.

Morcover international financial services are an
expanding industry. Over the next 15 vears they
are expected to grow by L75% per annum.
Emplovment in the industry will also grow in line
with this.

Another significant driver of growth is population.
London’s population has increased by almost
600,000 since 1989, This is the equivalent of a medi-
um sized city. We predict that this will continue to
grow by a further 700,000, reaching 8.1 million by
2016.

Such a rapidly growing city just cannot function on
the present resources, For instance, this increase in
population will require a further 130 schools —
with teachers.

Athird driver is the need for new jobs to match this
population growth. The continued expansion of
tinancial services, as well as tourism, the creative
industrics and other service sectors will of course
provide the bulk of these. By 2016 we estimate
there will be more than 600,000 new jobs in
London. Financial services alone will provide
140,000 of these.

And lastly I come to the increasing use of sophisti-
cated technology, both in the office and in the
home. London has a very high level of connectivi-
ty and is at the core of the global networks. E-tail-
ing, E-commerce, and E-government will therefore
impact on every aspect of lite. Technology is also
particularly important in financial and business
services—which is in many wavs the principal
driver of change and innovation.

Technology, inits wake, brings the need for greater
skills and the ability to use the information. That in
itself places heavy demands on training and edu-
cational facilities.

PLANNING FOR THE FUTURE

In planning, the strategy for this growth and revi-
talisation there is one overriding necessity. That is
to preserve and sustain the centre of London. This
is the great wealth-producing arca. This is where
the cconomic clusters are—be they financial and
business services or creative industries.,

It would be quite counterproductive if in the
course of our future strategy we dispersed these
industries around outer London and relied on
telecommunications and public transport. For as |
said carlier the economic cluster does bring real
benefit. We need to foster that.

One of the characteristics ot London is that it suf-
ters trom a shortage of land. It is not at all densely
populated, like New York is. We also wish to pre-
serve our green belt and so prevent London from
expanding ever outwards.

London’s density is 4,554 people per square kilo-
metre, although there are a few small select arcas
of over 19,000, Paris on the other hand is 20,000 per
square kilometre—and it does not have tower

blocks.

So there is considerable scope in London for high-
er density development, as well as development of
the so-called brownfield sites—derelict industrial
land.

There is a huge browntield area in east London—
the Thames Gateway, as well as selected areas
nearer the centre, that will support both high-den-
sity housing and industry to provide jobs tor those
who live there,

In the financial and business centre in the centre of
[.ondon, there are also demands from internation-
al business for tower blocks. Not huge ones such as
vou have here in the United States, but smaller
buildings up to 50 floors and perhaps one million
square feet in size. These blocks can also increase
density considerably,

Unsurprisinglv international companies demand
buildings —be they tower blocks or campus-stvle
complexes, to the highest international standards.
And so that is what we have got to build.

In the City, the Corporation of London also goes to
great lengths to ensure that there are good out of
office tacilities as well. By that [ mean restaurants,
bar and shops.

Another arca important to redevelopment is public
transport—especially railways, or what vou in the
United States call railroads. In London public
transport also embraces our Underground, or
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metro system, as well as the very extensive bus net-
work.

At present the network to the centre is comprehen-
sive, but hopelessly overcrowded. One million
people commute daily into the centre of London,
320,000 of them into the financial centre.

But elsewhere it is not so good. London's transport
system is highly radial, in and out to the centre
from the suburbs. Intra-suburban and orbital traf-
fic is left to buses, operating on congested roads.

This restricts the ability of people in outer London
to get jobs away from where they live, orin an area
where transport links are bad. The improvement of
this is an important prioritv. And in doing it we
need to take in to account three points,

Firstly, transport must be integrated with new
development. This means new transport links
must be constructed to any large browntield
development, such as east London.

Secondly, transport capacity must be matched
with development. In other words do not con-
struct the new development before the transport
systems are ready.

And thirdly, adequate land must be set aside for
transport requirements —and  terminals and
teeder routes must also be in the right place.

The presence of public transport is directly related
to the level of unemplovment and to productivity.
And this particularly applies to the poorer, run
down areas that are in need of regeneration [revi-
talhisation].

New transport links allow people to travel to work
away from where they live. They also assist in
bringing new industry to an arca. Both these rap-
idlv increase the wealth in the area. This in turn
bring extra benctits such as better health, less
reliance on social services and a lower crime rate.

And these so-called ‘soft” issues bring me on to the
things that make lite bearable for residents and
business alike. And again this is an arca that is
recetving much attention in the London Plan.

These issues also include the provision of good
educational tacilities. And these will be particular-
v important with London’s rising population and
the continuing march of technology.

With this goes the provision of the teachers for
those schools. For along with policemen, munici-
pal workers, nurses, and other essential workers
these people often cannot afford to buy homes in
the inner city where they may work.

The answer for London is the construction of what
we are calling attordable housing for them. Latest
projections for London indicate that we will need
23,000 additional homes every yvear; 10,000 of these
would be affordable. And that entails an invest-
ment of some £6 billion [$9.3 billion].

SUSTAINABILITY
Overarching all these issues, hard and soft, is the
need for sustainability.

This is a kev question currently facing the planners
ot all big cities, none more so than London. As |
have outlined, London is experiencing consider-
able pressures owing to huge growth —we need to
work out how to tackle the problems of success.

First ot all, this means that we must run them more
cfficiently. This can be done by utilising improved
public transport; as well as by cutting down on the
numbers of cars in the centre.

It is also essential to decrease the amount of waste,
domestic as well as industrial.

Thirdly, energy efficiency must be promoted
through more etficient buildings and sources of
natural power.

Sustainable cities are a modern necessity. And we
all need to work hard to make them a reality.

CONCLUSIONS

In conclusion may [ sav that, like many large cities,
London is suffering from the problems of success.
But it also has areas of poverty and unemploy-
ment. These must be alleviated.

London’s very attraction means that new business-
es, new industries; new public facilities and new
jobs must continually be generated.
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At the same time it will be absolutely essential that
the provider of the greatest wealth, the financial
centre of the City of London, be upheld into the
future.

But the one area that will have to receive particular
attention and funding, is that of public transport. It
is the key to regeneration and revitalisation in any
city and any cconomy.
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Dame Judith Mayhew, DBE LLM., is chairman of
the Policy and Resorrees Committee of the Corporation of
London, and City and Business Adoviser to the Mayor of

London.

28

ReaL EsTATE 1ssUEs, Fall/Winter 2002



INSIDER'’S PERSPECTIVE

Hugl o Kelly, CRI

FOCUS ON THE ECONOMY
“WITH A LITTLE HELP

FrROM OUR FRrRIENDS”
by Hugh F. Kelly, CRLE

he previous three columns in this series looked at the contribution of the

consumer, government, and private investment to the growth of the U.S.

cconomy. There is one other very important element to consider, and
that is the relation of the domestic economy to the rest of the world. As glob-
alization has become more and more of a force during the past two decades,
the linkages between nations has become tighter and, for good or ill, it is vir-
tually impossible to separate any local economy —even down to the level of
individual cities — from trends that are afoot on the far side of the world.

Of course, it is quite apposite to treat this subject in an edition of Real Estate
[ssues that is devoted to Global Cities in an Era of Change. Americans are so
used to the international intfluence in the cconomy that it is almost totally
transparent. We grew up with Bayer aspirin. We drive Toyotas or BMWSs. We
watched Monty Pvthon on our Sony TVs., We've gotten used to eating Chiquita
bananas and other tropical fruit on a vear-round basis. At happy hour, there’s
whisky from Scotland, vodka from Russia or Finland, wine from [taly, France,
or even Australia. Shoes from Italy; watches from Switzerland; cheese trom
Holland; movies from Bollywood. The computer that this article is being com-
posed on came stamped “Made in Malavsia” even though, dude, it's a Dell!

Real estate, though often thought of as the most local of industries, has gone
global as well (as the articles throughout this edition of REI amply demon-
strate). Investors like Lend Lease, the Grosvenor Estate, TMW, RER, GSIC, and
Henderson Global Investors own substantial holdings of U.S. commercial
property. More and more, financing is accomplished through entities like
HSBC, Hypo-Vereinsbank, ING, and Caisse de Depot de Quebec. Capital, even
more than goods, flows freely across borders in the contemporary economy.
This affects price and terms, usually by driving the market to the most efficient
and lowest cost source of funds,

Conventionally, there is a lot of hand-wringing about the impact of world
trade on the US. economy. Every quarter the Department of Commerce inter-
national trade numbers spark a round of editorializing about the ballooning
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Extubit 1: Merchandise Trade Flotws (Billions of Dollars)
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trade deficit, which was $427 billion in the mer-
chandise sector for 2001 and looks like it will wind
up at an even larger number in 2002, based on
three quarters of data. The trade deficit, by defini-
tion, is a negative influence on GDP since it means
we are consuming, goods made elsewhere (i.e., not
produced here — that's the “DI”” in “GDIP”) and by
extension sending U.S. dollars to our trading part-
ners. Commentators keep saving “this can't go on
forever” and, of course, thev are right. But the ebbs
and flows of the trade balance are just part of the
picture, and the adjustment in its level depends
upon many factors, including growth clsewhere in
the world, the value of the dollar, savings rates that
vary widely from country to country, and even the
age-structure of national populations and other
demographic features,

A few items seem worth mentioning,. First, the trade
deficit has to be put into the perspective of a US.
cconomy that has grown above $10 trillion in size
and that has been sustaining growth —with the
exception of the recession period that saw contrac-
tion from the second to fourth quarter of 2001 —
since 1991: the exact period of the weakening trade
figures. Second, in many ways the overall trade
deficit disguises sectors of comparative strength and
weakness that are very important to many U.S. eco-
nomic regions. For instance, while we run substan-
tial deficits in energy, automobiles, and most con-
sumer goods, we are in trade surplus in agricultur-
al and food products, and in capital goods: chietly
aircraft, semiconductors, industrial machinery,
sophisticated instruments, and medical equipment.

Third, from a real estate perspective the usual caleu-
lation of the trade deticit (exports minus imports) is
fairly irrelevant. Demand for U.S. industrial space is
more influenced by a figure rarely publicized: total
trade (exports plis imports), because whether goods
are coming into or going out of the country, they
have to pass through the warehousing and distribu-
tion system. As Graph 1 shows, the trend in total
trade has been rising steeply for a long time. And
fourth, a trade surplus is not a guarantee or even a
reliable sign of prosperity. Japan has been running
large trade surpluses for the past decade, even as its
cconomy has stagnated and its financial system
brought to the brink of collapse.

The other side of the international transaction pic-
ture is capital investment. This has also been grow-
ing spectacularly for the past two decades, and in
both directions. Foreign direct investment in the
United States (FDIUS) has grown more than ten-
fold since 1982, while U.S. direct investment
abroad (USDIA) has sextupled over the same peri-
od (see Graph 2). Direct investment tlows consist
of equity capital, debt including loans by parents to
atfiliate companies (or vice-versa), trade accounts,
and reinvested carnings. Especially in the period of
exceptional growth enjoved by the United States in
the late 1990s, tremendous volumes of foreign
direct investment capital were attracted to the U.S,,
with Western Europe the principal source of new
funds (especially Germany and the Netherlands,
with Switzerland also high on the list due to debt
structuring by Swiss-based multinational compa-
nies).
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Exhibit 2: International Divect Investment Positions (Billions of Dollars;

Historical Cost Basis)
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Perhaps more than any other figure, the capital
accounts on direct investment illustrate how tight-
Iv bound together the world economy is. Real
estate has witnessed the degree to which cross-bor-
der investors compare the risk-reward profile of
alternative acquisitions, It is not an accident that, as
world stock markets have sutfered, the volume of
capital being directed into ULS. commercial proper-
tv by toreigners has noticeably increased.

Much more could be said, though the limits of
space constrain discussion in this column. For
example, deflationary pressures overseas (particu-
larly in Asia) have helped keep ULS. consumer
prices down, thus supporting the Fed’s efforts to
stimulate our domestic ecconomy by dropping
interest rates to historically low levels. At the same
time, the U.S. dollar has been kept very high (lim-
iting our export potential} and it is likely that we
will see downward pressure on the dollar in the
coming vear or so. This is not such a bad thing,
despite the Bush Administration’s dogmatic faith
in keeping the currency high. After all, it was the
G-7 Plaza Accord of 1985 that restored US. com-
petitiveness on world markets by lowering the dol-
lar that set the stage for our excellent economic
performance thereafter,
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In short, we are intimatelv networked with the rest
of the world. U.S. economic policy (to the degree
such a thing can be said to exist right now) cannot
be set on purely domestic terms, and analvses of
our cconomy must alwavs keep an eve to the inter-
national influences on trends and the global rami-
fications of decisions. Real estate professionals, too,
must be acutelv aware of what is happening
behind changes in the demand for space and in the
capital market for our products.

Hugh F. Kelly, CRE, is the principal of an independent
counseling practice, specializing i applicd real estate eco-
nomics for clients with domestic and international con-
nierctal property interests. Kelly is based in Brooklyn, NY,
and ds zeell known as oa writer and  public speaker.
Formerly, e weas chicf economist for Landaner Realty
Group and aithor of the Landauer Forecast from 1986 to
2000, Kelly was a 2000 national vice president of The
Counsclors of Real Estate, chair of its New York
Metropolitan Chapter i 1999 and 2000, and editor in
chiefof “The Counselor” newsletter from 1997-1999. (F-
mail: hghkellyehotmail .con)
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INSIDER’S PERSPECTIVE

FOCUS ON INVESTMENT CONDITIONS
THE DAWNING OF A NEW ERA FOR

COMMERCIAL REAL ESTATE INVESTMENT

Kewnetl Rigyes, Jr, CRE

he last 18 months have been arduous for even the most resilient among

us. A recession, the September 11 terrorist attacks with continuing threats

of terrorism, corporate accounting scandals and company bankruptcices,
the tumbling stock market, and now the likelihood of military action with Iraq
have taken their toll on our nation’s psvche,

Most investors were hopeful that the cconomy would be back on a firm
growth track by now but that is not the reality. Working off the excesses creat-
ed during the tech bubble is taking more time than expected. Slow economic
growth is killing demand for commercial real estate, and as a result, our out-
look is more bearish now than it was just a few months ago.

&

Despite the slow growth, the U.S. economy has held up relatively well thus far,
thanks to consumers and the aggressive low rates initiated by the Federal
Reserve. Mid-term elections may be over, but there remains plenty of uncer-
tainty ahead. The expectation is that 2003 will be the vear that the business
environment shows life bevond the tech run up, but we are not out of the
woods vet. Commercial real estate markets will lag behind the economy by six
to twelve months, which means that the space markets will not see improve-
ment until 2004,

REAL ESTATE ATTRACTS INVESTMENT

With the debacles of Enron, Global Crossing, Adelphia, Tyco, and dozens of
other company failures, the stock market gambling days are over for many
investors —at least for the foreseeable future. Instead, investors have directed
their investment dollars away from the volatility of the stock market and
toward more stable and income-driven assets, like real estate,

However, until corporate carnings begin to increase and transparency and dis-
closure improve, expect disciplined asset allocations to public and private real
estate investment trusts (REITS) and real estate limited partnerships (RELDPs) to
continue. Consistent cash flow and leveragability also make real estate attrac-
tive, but in the long run, demand from portfolios to invest in real estate will
eventually help drive down returns,

Meanwhile, however, the low interest rate environment and low return expec-
tations for investment alternatives have resulted in real estate returns becom-
ing extremely attractive. As of this writing, 10-year government bonds are near
4.0% while expected real estate vields cling toward 11.4%, resulting in a yield
spread of 7.4% — the widest gap ever witnessed in the 20-plus years that RERC
has tracked this relationship. There are many theories as to why this spread is
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so wide today, but in the final analvsis, the result is
that real estate vield requirements are being low-
ered and compressed in the current economic and
financial environment. Based on RERCS spread
and competitive analysis, yields on solid assets
that are properly underwritten should see total
vields below 10%.

Buving right and adequately projecting cash flows
and values have alwayvs been key to successful
investing. Like other forms of investing, real estate
investment comes down to the balance between
risk and rewards. Hotels and office investment
have historically oftered strong upside potential,
but also have been considered high-risk as vacan-
cies can fluctuate greatly and eat awayv at the bot-
tom line. Industrials and apartments, on the other
hand, offer strong income growth but typically do
not offer strong appreciation potential. Beyond
diversification of one’s portfolio, including the real
estate portion, property value and pricing analvsis
should be viewed more quantitatively by separat-
ing out the components in order to reduce risk and
increase overall reward.

There is plenty of capital chasing real estate, which
is pushing up prices and reducing  returns,
However, this will change as stocks start coming
back and real estate works through the lag factor.

WHAT DOES THIS MEAN FOR COMMER-
CIAL REAL ESTATE INVESTMENT?

We hate to be pessimistic, but it appears that a
major paradigm shift—or the dawning of a new
era for real estate investment—mayv be underway.
Investment in most property tvpes presently is
characterized by low returns in an environment
where detlation is more of a concern than is intla-
tion. We're seeing slow economic and corporate
growth, and a conservative posture in most com-
panies. Perhaps more important is our concern
about how the economy will bear the necessary
and ongoing, cost of homeland security required by
the continuing war on terrorism.

Although certain real estate sectors have shown
signs of stress for some time, the effects of our
struggling economy are now becoming much more
apparent. RERC's third quarter 2002 research indi-
cates that office rents slipped another 5 to 109,
and rents and values/prices are expected to be
weak throughout 2003 as the office market adjusts
to the realities of a slower growth environment,

Industrial properties are expected to be one of the
first beneficiaries of an economic recovery, with
rents and values/prices expected to decline further
before beginning, to show improvement in 2003,
Asking rents for apartments have held but conces-
sions are common in most markets, and effective
rents and values/prices are expected to continue to
remain flat in 2003. Retail rents and prices/values
also look to remain flat through 2003, On the other
hand, ADR for hotels is expected to increase 2 to
4% in 2003, with values/prices expected  to
strengthen in 2003, Owners will recognize neces-
sary downward price adjustments which will con-
tinue into 2003.

Commercial real estate prices have peaked, and
given real estate’s lag on the economy, do not
expect space markets to recover until 2004, We
expect that real estate will lose its lustre in 2003,
given current pricing levels, as the stock market
stabilizes.
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INSIDER’S PERSPECTIVE

Dale Anne Relss

FOCUS ON COMMERCIAL REAL ESTATE

GLOBALIZATION IS KEY TO REAL
ESTATE INDUSTRY GROWTH

By Dale Anne Reiss

ut “global” in front of some words and the connection makes sense;

global economy, global capital markets, global entertainment, or global

sports. As for a global real estate market, it hasn't arrived — yvet. What
exists is mostly a patchwork of national real estate markets, some similar, but
most strikingly ditferent. The first guiding principle for real estate owners,
investors and users is: “there is no global real estate market per se.”

It a seamless, integrated global real estate market does not vet exist, it is not
due to a lack of interest on the part of corporations, businesses, and other users
of space, nor indifference on the part of real estate investors and owners.
Companies see globalization as a means to find new markets, move closer to
customers, and reduce manufacturing and other costs, Investors, too, are look-
ing bevond their own borders, in part because some home markets are too
small or too competitive and do not offer many investment opportunities.
Investors are trying to realize higher returns by taking advantage of ineffi-
ciencies or unique opportunities in local markets, while owners are seeking to
expand their existing porttolios of assets and build on the success of their
domestic businesses.

Globalization offers these parties increased exposure to markets, more invest-
ment choices, access to global capital markets, and additional opportunities to
increase deal flow to achieve greater peographic diversification, reduce
dependence on a single market, and smooth or increase portfolio returns. For
the host country, global investment means increased domestic emplovment,
greater access to international capital to finance growth and compete interna-
tionally, access to global technologies, and other benetfits.

In the global environment, the key to success for owners, investors and users
of real estate is to really understand local real estate markets. Whether they're
investing billions around the planet, or millions in a few countries, owners,
investors and users should have a thorough knowledge of the markets in
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which theyv choose to invest or operate. They
should know these markets as well as their home
markets.

Even sophisticated real estate professionals can
make the mistake of taking their knowledge of
their home real estate markets and trving to apply
it to other markets. But what's true in one market is
not necessarily true in another. International best
practices are developing but are not universally
accepted and almost always have national twists,
Often, these best practices are adapted to local tra-
ditions, cultures, and paolitics. As a result, every
market has a unique set of obstacles or barriers to
entry that, depending on one’s viewpoint, can be
pitfalls or opportunities; for example, laws favor-
ing tenant rights may be an obstacle to investors
and owners but an opportunity for multinational
companies and businesses. The kev is to recognize
these obstacles or opportunities, consider the
options tor dealing with them, and develop strate-
gies to mitigate or exploit them. To deal with barri-
ers to entry and other issues, owners, investors,
and users often utilize impartial, reputable local
real estate resources, including accounting and tax
advisors, attorneys, consultants, brokers, and capi-
tal partners,

Despite international efforts to reduce barriers to
foreign investment, foreign ownership of real
estate in many countries is often subject to specific
domestic restrictions and prohibitions, and global
investors often utilize specially tailored ownership
structures to mitigate such restrictions. In Mexico,
for example, direct ownership of real estate by a
foreign individual or entity is prohibited within
100 kilometers of the border and within 50 kilome-
ters of the coastline. A toreign-owned Mexican
company, however, mav acquire trust rights to real
estate through the creation of a trust with a
Mexican bank as trustee.

Real estate markets slowlv but surely are moving
toward globalization by removing barriers to entry,
adopting global real estate standards, and devel-
oping the legal and professional infrastructure
needed to attract companies, businesses and
investment capital. Global investors, owners, and
users are helping to drive this process by generally
taking a consistent approach and using the same
methodologies, valuation techniques, tax analvsis,
limited liability structures, metrics, and models to
invest in or acquire properties or do business from

market to market. The key to successful oftshore
investing is to make the right contacts with rep-
utable local partners and local accounting, tax,
legal, and other service providers, and to caretully
develop the most efficient structures that limit
investor liability and minimize foreign taxes and
withholding obligations.

The Czech Republic is an example of a country that
has made structural changes in its economy,
including development of a private real estate mar-
ket, to attract businesses and real estate investors
from all over the world. Depending upon their
risk, tax, and capitalization requirements, global
investors in the Czech Republic can choose from a
variety of ownership vehicles, including imited
partnerships, limited Iiabilily companies, and joint
stock companies. Lease provisions are fullv nego-
tiable and enforceable and real estate mortgages
Are COMMOon.

Countries differ considerably in their approaches
to lease law and tenant rights. Many have estab-
lished leasing guidelines that tavor the tenant’s
rights over the landlords. Although many coun-
tries limit such rights to residential real estate, a
number have extended similar rights to commer-
cial properties. Furthermore, tenant rights often
vary by product tvpe within a country.

In Brazil, carlv lease termination and automatic
renewal rights are common in commercial leases.
Leases are for a minimum term of 36 months, but
tenants have the right to terminate a lease with one
month’s notice regardless of the contractual expira-
tion date. Once a tenant has occupied the premises
for more than five vears, that tenant has the right to
continue to occupy the space for a minimum of one
month per vear of occupancy. For multinational
companies and other global users, tenant rights
can be an advantage; however, for real estate own-
ers and investors, tenant rights present a number
of risks, the most important being the disruption of
cash flows. There may be wavs for owners to at
least partlv mitigate these risks, such as requiring
tenants to payv higher security deposits.

One of the most common wavs in which countries
are lowering investment barriers is through inter-
national tax treaties, which are being changed to
reduce foreign investor withholding taxes or dou-
ble taxation of income or to achieve other tax-
reduction measures, The structure adopted for the
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acquisition of direct or indirect interests in real
estate outside the investor’s country of residence
almost always controls the extent of taxability of
the profits, and the use of tax losses and deduc-
tions, from the investment. Depending on the
countries involved, the use of tax haven entities
can be beneficial or a disaster. The ownership and
tax structure planning process must take into
account the particular circumstances of the
investor (for example, the investor's resident juris-
diction, whether the investor includes tax-exempt
or pass-through entities or real estate investment
trusts (REITs), and the investor’s individual tax
attributes).

Even with tax treaties in place, the issue of local
taxation is a constant vexation for owners and
investors. Property, income, and capital gains tax
vary widely from country to country and sales and
transfer taxes such as Value Added Tax (VAT) fur-
ther complicate both the structural and fiscal posi-
tion of offshore investments. In the area of taxation,
as in so many other areas concerning overseas
investment, there is no substitute for local knowl-
edge.

The issue of how and where to finance real estate is
also problematic for owners, investors and users.
Most real estate markets provide some form of
leveraged real estate financing. First, mortgages
are the most established form. Also common are
varving forms of second mortgage or mezzanine
financing. In these countries, international real
estate capital providers such as pension and
opportunity funds are often the primary sources of
mezzanine capital. In countries without an existing
market for mezzanine financing, the legal infra-
structure is usually sufficient to support such
financing. Complex equity structures are also com-
mon. Large-scale real estate developments and tro-
phy property acquisitions often lead the market
with sophisticated deal structures that are
designed to meet the respective needs ot their

investors, In some countries, complex equity struc-
tures are tailored to address market-specific issues.

In Argenting, for example, most commercial real
estate transactions are made on a 100% cquity
basis.  While  commercial  mortgages  exist,
Argentine investors generally favor increasing
their equity stakes or utilizing preferred equity
partners to borrowing from Argentine banks.
When such partners are used, preferred, and sub-
ordinated equity structures in Argentina simulate
conventional first mortgage financing and  offer
leveraged returns to subordinated equity holders.

CONCLUSION

In an era when virtually everything we come into
contact with on a dailv basis is cither manufac-
tured, assembled or produced outside the United
States, itis clear that the era of globalization is here
and here to stav. However, globalization moves at
a dittering pace depending on the demands of the
economy and of the willingness of cach industry to
re-tool for global expansion. Real estate is, and
always will be, essentially a local industry. Yet, the
lure of globalization and the pressure placed on the
real estate industry by its core clientele — Corporate
(read Global) America—and also by an increasing-
Iy international clientele that is itselt looking to
globalize by expanding into new markets, includ-
ing North America—is forcimg new ideas, innova-
tions, and best practices that will lead to a greater
appreciation of the global market among owners,
users and investors in the real estate industry. The
global real estate market is likely to become reality
sooner than we all might think,
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INSIDER’S PERSPECTIVE

FOCUS ON THE ECONOMY AND REAL ESTATE
BENEFITS AND ISSUES IN GLOBAL REAL ESTATE

INVESTING: A REVIEW OF THE RESEARCH
By Raymond G. Torto, CRE

ver the last two decades deregulation, growth, integration of financial

markets, and significant political and economic reforms around the

globe have propelled a dramatic increase in international investments.
The level of international investment varies, however, significantly across
countries. For example in 1993 U.S. pension funds had 4.5% ot their assets
invested in international equities (Bajtelsmit and Worzala, 1995) while UK.
funds had 25", of their funds in international investments (Sweeney, 1993).

Most international investments have focused on stocks and bonds and to a sig-
Raymond G Tork, nificantly smaller extent on real estate. Some institutional investors, particu-
CRE larly, from United Kingdom, the Netherlands, and more recently from Japan
have established traditions in international property investment. The level of
participation ot U.S. investors in international real estate investments, howev-
cr, has been minor although in the recent vears there has been a growing inter-
est in this tvpe of investment. With financial deregulation, the integration of
global markets, and the emergence of global real estate services companies,
this perspective is changing and investors are taking a new look at the possi-
bilities for international property investments.

BENEFITS OF INTERNATIONAL REAL ESTATE INVESTING
International real estate investments may help investors increase returns or
reduce risk. US. investors may increase their returns by investing in interna-
tional propertics with prospects for better performance than domestic assets.
For example, during the period 1985-1995 U.S. investors, had they invested in
office properties located in UK., Australia or Canada, as opposed to domestic
assets, thev would have carned a significantly higher return. Paggliari, Webb,
Canter, and Lieblich (1997) found that office property investments in the U.S.
during that period provided a zero average annual return while similar invest-
ments in UK., Australia, and Canada provided an average annual return as
high as 12.4%, 8.1%, and 4.5%, respectively.

International real estate investments can help investors reduce risk in two
wavs. First, by investing in foreign markets that are less riskv. For example,
Paggliari, Webb, Canter, and Lieblich (1997) found that office investment per-
formance in the U.S and Canada was considerably less volatile than office
investment performance in Australia and the U.K during the period 1985-1995,
Second, investors can reduce risk simply by diversifying their portfolios with
the inclusion of foreign assets whose performance is likelv to be minimally
correlated with performance of domestic assets. Such low correlations are
attributed to differences in behavior over time stemming trom different mar-
ket structures and idiosvncratic economic shocks.
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Research in the last thirty yvears has shown that
international investing does provide diversifica-
tion benefits. Fowever, only recently has attention
been turned towards international real
investments within a mixed-asset porttolio. The
results of the research with respect to the diversifi-
cation benetits of direct equity investments are
mostly encouraging,.

estate

Some rescarchers (Worzala and Vandell, 1995;
Sweeny, 1993) have found that international real
estate provides diversification  benefits when
included in mixed-asset portfolios. Such benefits
were found to be reduced but not eliminated by
exchange rate fluctuations. Chua (1999) also found
that international real estate does have a viable role
to play in global mixed-asset porttolios even after
correcting for the higher taxes, transaction costs
and management fees incurred when investing in
real estate.

Torto Wheaton Research has prepared a study that
also concludes that global real estate investments
can help U5 investors better diversifv their portto-
lios, The study focuses on 21 cities on tive different
continents and uses historical rent series to calculate
pair wise correlation coefficients in order to gauge

o
Table 1

the extent to which movements in these markets
during the period 1975-1997 were synchronized.

Each annual series was first converted to U.S. dol-
lars at its historical exchange rate to demonstrate
what these income streams would mean to an
American investor, thus incorporating the impact
of exchange rate risk. To remove complications
from inflation in other countries, all rent series
were also adjusted for ULS. inflation. The estimated
correlation coefficients are presented in Table 1. As
seen from this table while the correlations among
North American cities is quite high, the correla-
tions among European and Asian cities is some-
what lower. The lowest correlations, however, are
seen between North American cities and cities in
Asia and Europe, demonstrating that these combi-
nations would have provided the greatest diversi-
fication benefits,

Table 1 shows that diversifving investments only
across major markets in North America still carries
a high degree of risk that cannot be diversified
awav. The average correlation among markets in
North America is 0.77. This high correlation is the
result of somewhat similar construction cveles in
the North American markets, as well as common
economic influences. A relatively high average cor-
relation can also be observed among major mar-

1
3 E =3 g
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< 3 % s T: f 0§ % oforo, %0 oz 0t 3 oPogos @
s 3 0§ = 3¢ § % g : o3 0F FFoFEOZOEORYo: o
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Gaeva 0281 026 0264 0777 036 0217 1000
lobon 039 03% 0343 0149 0/99 0047 0891 1000
Bneseks 0749 O8R 085 083 018 0807 0610 0123 1000
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Pans 0343 0330 0444 0748 0346 0568 085 0559 089 0909 031 100
Sigapore 030G 0404 0461 0174 0078 042 Q061 0121 0386 0443 03¢ 0229 100
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Toko 05 030 036 0B 043 033 0912 0587 O0A7 082 0865 096 0100 0316 100
Jakarla 0612 042 0395 0540 053 0086 029 0265 0252 0100 031 0038 038 003 0119 1000
Maboure 0443 0445 0367 0125 0897 0137 0646 085 0063 0253 0733 050 0010 0047 0648 0366 1000
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kets located within Europe. On the contrary the
average correlation among markets in Asia is con-
siderably lower—0.19.

The correlations in Table 1T suggest that there is
more to be gained in cross-continental diversifica-
tion, specifically North America and Europe or
North America and Asia. For example, market per-
formance i Hong Kong exhibits an average -0.57
correlations with market performance in the North
American markets, while Frankfurt and the North
American markets exhibit an average of -0.56,
These statistics show that rents in manv foreign
markets do not move with rents in North
American markets, vet again suggesting that hold-
ing assets in various global markets mav help
diversifv away some svstematic risk.

Contrary to these results that do advocate direct
mvestments, a few other studies found that
Japanese and British investors did not gain from
diversitving their portfolios with US. real estate
(Ziobrowski and Curcio, 1991) even after mitigat-
ing for currency risk (Ziobrowski and Bovd (1991).

Paggliari, Webb, Canter, and Lieblich (1997) study-
ing the different components of equity real estate
returns in four countries (LS., Australia, Canada
and United Kingdom) find that space markets dis-
play lower correlations between countries than do
capital markets or capitalization rates. Thev attrib-
ute such lower correlations to the fact that space
markets comprise more idiosyncratic risk as local
customs, regulations, and business practices may
cause space markets to behave ditferently from one
country to the other, while the price of capital is
increasingly set ininternational markets.

CONCLUDING REMARKS

Despite the signiticant degree of integration of
world cconomies there is still significant cross-
country and cross-continent divergence inreal
estate market and property performance. Thus,
global property investing may provide consider-
able diversification benetits and opportunities for
increased returns. As the world economy is becom-
ing more and more integrated, the avenues of inter-
national real estate investing are becoming wider,
Although manv of the traditional risks associated
with non-domestic property investments remain,
the globalization of real estate services companies
mayv help investors get a better handle of these risks
and hopetully turn them into advantages.
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INSIDER’S PERSPECTIVE

FOCUS ON LEGAL ISSUES
REFLECTIONS IN AN INTERNATIONAL EYE
by Ldwin “Brick” Howe, [r., CRE

ust how is toreign investment in U.S, real estate doing these davs, especial-
v when compared to, sav, 25 vears ago?

Not all that well, I'd guess (or to look at it from another standpoint, not all that
badly, since such investment is far from the fad it was some vears ago). My
point of view may be a little different from vours. As a real estate lawver for
35 years, ['ve had to know a bit about real estate, just, as an international
lawver, I've had to know a bit about ditferences among, cultures and bridging
them. But I've seldom had the opportunity to occupy a torward position on the
substantive real estate lines and theretore hope that 1 can regard matters like
this in a more detached fashion than many CREs,

Edwein "h‘!'nk”un‘ foiee, Jr.
CRE

I start by asking a question that has been rattling around the back of my skull
for many vears: Why should a foreign institutional investor be interested in
U.S. real estate? I'd ask the same question about any foreign investor. Or any
domestic institutional investor.

As for non-institutional domestic investors, I'd ask the same question and say
the answer is obvious: That is the wayv the Helmslevs, Silversteins, Greens, et
al., ot this world make their living —or lose their shirts —byv being primarilv in
the real estate and related businesses and “knowing their respective territo-
ries,” as a less folksy Music Man might have put it. If anyone is going to suc-
ceed, one would expect that it is this group of investors.

But why the others? Here is a small, and clearly non-exhaustive, sample of the
answers I've heard over the vears:

B “It's a hedge against inflation.” Not true; real estate is as subject to inflation
as any other part of the cconomy and actually is less well equipped than
most other sectors to respond to intlationary conditions because leases, at
more-or-less fixed rental rates, will remain in effect for some time to come.
In fact, real estate can be a hedge against very short-termn recession, though
there must be very few real estate portfolios having a core strategy of capi-
talizing on short-term recession. Shorting stocks would seem a much more
cfficient wav of implementing such a strategy.

B “It's a hedge against volatility.” Yes, sometimes, especially when stock or
other securities markets are behaving in a fashion that appears irrational to
us mere humans. But think, for example, about the sudden 33% upturn in
non-primary-market shopping center capitalization rates experienced over
some six months during 2001, Think about what happened to real estate
during the Asian financial crisis a few vears back. That is very big-league
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volatility and positive turn-arounds in the real
estate market are something like reversing the
course of the Queen Mary, as compared to the
experience of a rebounding securities market.

B “It's real estate, atter all, assets 1 can touch, not
just pieces of paper.” Please. [ will not put tur-
ther ink into this one, except to note that, at least
in the languages other than English with which
I'm familiar, the word we translate as “real” is
“immovable,” a distinction that speaks for itself.

B “Maybe trends in real estate will, over time,
counterbalance trends in other investments.”
Yes, mavbe they willl The kev word there is
“mavbe.” To base portfolio management on this
principle, I'd want a two-line graph, once line
marked “Real Estate” and the other marked
“Other,” going back 100 vears at least and
adjusted for panics, droughts, wars, Great Fires,
carthquakes, plagues, irrational exuberance, and
insatiable greed. It those two lines didn’t com-
plement cach other reasonably well, I'd drop this
as a theorv of portfolio management.

B “If managed with a careful eye to costs and with
a creative leasing strategy, net cash flow can
grow very substantially and capital value can
grow geometricallv.” This one makes sense, sub-
ject to a carload of qualifications, and is some-
thing of a springboard into my own view of the
matter, which differs from the viewpoint just
stated not in concept but in the approach to the
endeavor to be adopted by the spider at the cen-
ter of the investment web.

My view, simply stated, is that the potential virtue
of institutional investment in real estate is that a
real-estate project is a business that is small enough
tor an institution to manage on its own free-stand-
ing basis, employing its own management and
portfolio policies and exercising its own business
judgment as to the timing of acquisition, financing
and sale of the asset in question. Note that I say its
owen judgment, not that ot Jack Welch, Hank
Greenberg, Bernie Ebbers, Dennis Koslowski, or
Martha Stewart (to mix the apparently OK with the
apparentlv non-0OK). As such, a real estate invest-
ment can be an appropriate counterweight to
investments in assets, management and perhaps
unsavory motives belonging to someone else.

The individual toreign investor can look upon U.S.
real estate investment similarly, but the temptation

to delegate the etforts on his part normally neces-
sarv to run the business properly to persons not
worthv of his trust all too often is overwhelming,
in consequence of which I can count on the thumbs
of both hands the foreign individual investors
whose U.S. real-estate programs [ have witnessed
succeed.

As for the institutional investors, it would seem
that, it they are smart and prudent enough to run
standard securities portfolios, they should be
smart and prudent enough to add to the mix a few
investments that can take direct advantage of their
own business acumen. This is not to say, of course,
that institutional investors who do not take such
advantage are inadequate, but merelv to suggest
that putting together such a mix should not, inand
of itself, be regarded as a negative so long as the
institutional managers reallv do possess the neces-
sarv business judgment.

But, if a particular institutional investor or its man-
ager cannot lay claim to that kind of ability, then
the investor probably should stick to the program
of “passive” investments that have traditionally
been the concentration of such investors, If there's
one thing that direct investment in real estate is, it's
not passive—or, as an old colleague of mine once
put it, “Real estate is PROBLEMS!” (Emphasis in
original.} And, in particular, such investors should
not look to REITs as “indirect” investment in real
estate. REITs do invest in real estate and some of
them verv successfully, but over the vears thev
have performed far more like stock than real estate
and the movements of REIT shares are about as
responsive as any other stock to the unknowable
fashions, whims, misunderstandings and corrup-
tions of Wall Street “analvsts.”

A rather benign example of how resistant Wall
Street is to a true understanding of real estate
occurred when a client of mine some years ago
explored a public offering of its shares. A very dis-
tinguished Wall Street investment bank  was
engaged for the exercise, and my client was accord-
ed the services of one of the bank’s most skillful
executives. At the first meeting with him (at which
the lawvers were present for some long-forgotten
reason), the executive said to the client, “Well, now,
how do vou manage vour assets — for income or for
growth?” The client quickly realized that some
cducational work would be necessary and the plan
to market a new share issue did not long survive
that incident. I do not accuse Wall Street of main-
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taining that antediluvian mind-set, but [ do think
many Wall Streeters haven’t made it much bevond
the Napoleonic Wars in their view of real estate.

So just how well have the foreign institutional
mvestors done in US. real estate over the last bhwo
and a halt decades or s0? As with so many things,
it's a mixed bag and one that | have to approach
ancedotally, largely on the basis of mv own knowl-
edge of the records of some of my firm's clients,
which number (though not exclusively) some of
the larger and more distinguished foreign institu-
tions, and of similar clients represented by other
professionals whom | have known over the vears:

B Most such investors should have kept entirely
clear of ULS. real estate. (I concede, of course, that
this statement is a lot easier for me to make
todav than it would have been fifteen vears ago,
when | earned much of my living that way, and
I hasten to add that many of my current judg-
ments are made only via 20-20 hindsight.) The
lessons learned from these investments were by
and large far greater than the profits they pro-
duced. One of those lessons is that one has to
operate a real estate investment like a small busi-
ness. Not many of the investors in questions did
so, and I'd venture that not all of Hiem did so
competently.

B ilaving said the foregoing, [ need to set the
record straight: Many of these investors were
lured into U.S. real estate investment in the mid-
1970s and even the early 1980s because of US.
tax policies in place at the time. If vou think back
to the early vears of the Kennedy Administration,
vou will remember a weak US. dollar and an
inability of this country to attract as much toreign
investment, including both portfolio and direct
investment, as it should have. This was in part
the result of a tangle of archaic fiscal rules which
the U.S. had applied to foreign investors (among,
others) with increasing vigor since the carly davs
of the New Deal. The Foreign Investors Tax Act
of 1966, a picce of legislation beautifully crafted
by some of our most illustrious tiscal minds, was
intended to do away with all that and in fact did
do awav with much of it. Indeed, as the “tax
industry” moved into the 1970s, it was possible
for anv torcign investor who adopted the right
tax planning to invest in U.S. real estate on a vir-
tually tax-tree basis. With such a fiscal back-
ground, the watchword became, “"How can we
afford not to invest in U.S. real estate?”
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B Then, as time passed, as a certain xenophobia
developed in the U.S,, and as our legislators real-
ized that foreign investors vote only with their
teet, the fiscal screws on foreign investors were
tightened again and again until their position
was in some cases actually worse than their tax-
paving domestic counterparts. But this is a mes-
sage that somehow just didn’t get through to for-
cign institutional investors. They needed to see
some real, even abundant, losses in terms of
actual greenbacks to break themselves of the
habit.

Hin retrospect, investment b_\' foreign investors in
U.S. real estate was very much a herd phenome-
non, and tvpically those who were first in (say,
1975-77) and also first out were the winners,
while manyv of the others were losers.

B When FIRPTA was enacted at the end of 1980,
this legislation for the first time made it vastly
more difficult, frequently impossible, for foreign
investors in U.S. real estate to do so tax-free, and
as a consequence the relevant market became
stone-cold for about three and a half vears. But
there was a pent-up demand for U.S, real estate
on the part of foreign institutional investors
which evidenced itself in a second, utterly irre-
pressible wave of investment activity beginning
about the middle of 1984 —ironically, just at the
moment when the US. dollar was approaching
its highest level vs. virtually all foreign curren-
cies in decades. Far too manv of these invest-
ments were big losers in terms of US. dollars
and far greater losers when expressed in terms
of home currencies, some of which had grown
212 times stronger vs. the dollar by the time of
sale (or foreclosure).

B To be fair, when the first wave of such invest-
ment began in the mid-1970s and exchange rates
were more like they are today, [ observed to sev-
eral foreign clients that they would probably end
up making a fair profit, on repatriation, in terms
of their home currencies. Invariably the reply
was that this was in no wav a currency play; a
certain part of the portfolio had been allocated to
dollar-denominated investments and a portion
of that had targeted real estate. | never pursued
this point, as [ had no reason to doubt anv
client’s candor. In retrospect, myv best guess is
that they foresaw selling U.S. Property 1 and
investing the (tax-tree) proceeds in ULS. Property
2 and so on.
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B And one must not forget the security factor. For
decades, investors have put some of their money
in the U.S. because they found the phyvsical envi-
ronment here more favorable than at home. We
have to bear it in mind that the Berlin Wall did
not come down until 1989, when a great manv of
the investments in question had already been
made. Today, of course, the reputation of the
U5, as a safe haven tor real estate investment
mav no longer be what it once was.

B The investors whose programs (even if they
were losers, and for sure not all of them were)
outpaced the others invariably did their invest-
ing the “right” way, as did some but not all of the
less successtul investors. All of those who did it
the “wrong” way, to the best of myv knowledge,
were in the “less successful” class,

B The “right” wav in myv judgment was (1) to rely
on independent investment advisers, tee-driven
as little as possible, and (2) not to think in terms
of “having to get $X invested in US. real estate
this vear.” On one occasion, when an investment
offered a client turned out to be essentially
fraudulent, the client actually said to me, “We
are coming back to make more investments in
two months and, Brick, next fime we nitst nol
tarl!” (Emphasis in original; and, by the way, that
client’s approach was manifestly the “wrong”
wav.) Many of the investors who did it the
“right” wayv set up elaborate monitoring systems
to track operations and some even set up repre-
sentative offices in the U.S. All of this turned out
to be pretty expensive of course, particularly
when compared to investment in portfolio secu-
rities,

B While there are many other wavs that didn't
work out, one of the
adopt a “house broker” or two, some of whom
offered “guarantees” of cash tlow tor a few
vears, and (2) to visit this country two or three
times a vear, always with advance notice to the
broker, who was by now acting as managing and
leasing agent. With such diluted attention from
abroad, it all too often happened that a shiny
new office building, say, was built 250 vards
away, to come on line just as the larger leases in
the client’s building were beginning to roll. This
presented what the “house broker” normally
reterred to as “a fabulous leasing opportunity”
from the client’s viewpoint.

‘wronger” wavs was (1) to

B The investors who went “wrongest” of all are
those who made decisions, at their highest lev-
els, to dispose of the entire U.S. real estate port-
tolio by X date. Invariably, the pressure on their
operatives to sell was well known, and they got
out at prices most of which were heart-breaking-
Iy low.

B And one final point: Much of the allure of tor-
cign institutional investment in U.S. real estate
probably had to do with the related perks, the
trips to the U.S. to kick the tires and enjoy the
Kansas City strip steaks. In that respect, those
enjoyving the perks were clearly no more venal
than the author of this article. My onlyv saving
grace is that it was not my own attraction to
perks that led investors into programs of invest-
ment that at first appeared very attractive but,
certainly from 1982 onwards, did not stand
much of a chance. Of course, as we have seen
from recent revelations in certain divoree
papers, even the most highlv regarded among, us
have their little venalities.

To sum up, it appears that the vast majority of for-
eign investments in real estate were made on the
basis of noble, and certainly not ignoble, motiva-
tions. That is true especially if vou consider it noble
for the real-estate manager of, say, a foreign pen-
sion fund to go looking in the U.S. after his boss
has said, “ABC and XYZ are going into U.S. real
estate in a big way; why aren’t we?” Moreover, the
fact is that there were —and are —a number of for-
eipn-owned U.S. real estate portfolios that have
been successful. To the best of my knowledge, they
were all acquired in the “right” wav and then
managed, including in terms of timing of refinanc-
ing and sale, as businesses, some in recent times
with innovative tax planning of the sort I have
written about in a previous issue of this publica-
tion. The pity is that more of them haven’t been
handled that way.
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APPLICATIONS

Introduction

As with cvery successful conterence, participants cach
came home with a ighly individual perception of how the
knowledge gamned could be applied. Real Estate Issues
ivtted a nmber of attendees fo contribute their oien
Hhoughts on the applications of conference tenies i Hieir
bustnesses, Not surprisingly, the range of reactions was
wide. Here are four commentaries: twoe from the ULS., and
fie from abread. Lovenz Reibling considers howe Dest to
partuer i placing anternational  investments. Jose
Pellegrine turns a skeptic cye to Hie benetits brought by
large banks and rating agencies in Latin America, as well
as sugeesting a “small s beautiful ™ approach to local
plarng. Roy Schineiderman takes a long historical per-
spective i suggesting that “clobalization™ 1s hardly a
novelty. Amd Martha Peyton provides insichts into the
pricing of capital and its effects on property calue inoa
mixed-asset world.

Cro0sSs BORDER CAPITAL
FLOWS —PERSPECTIVES
FROM A MIXED ASSET
PORTFOLIO INVESTOR

by Martha S. Peyton, CRE

ne of the clearest points made during the

Capital Flows session at the Global Cities

conference was the abundance of capital
pouring into real estate to escape unattractive
return prospects in other asset classes such as
stocks and fixed income instruments. The flow is
having an unsurprising adverse impact on real
estate prices. The rise in prices and decline in cap
rates prompted some of the panelists to opine that
prices have become too high in both U.S. and major
European markets. The price increases were
judged to be inconsistent with actual and expected
deterioration in occupancy and rents associated
with weak economic performance. One panel
member diagnosed the price increases as the start
of a bubble, implving that real estate buvers were
nurturing unrealistic illusions regarding property
market prospects.

There is another less alarming explanation for the
rise in prices that draws from the increasing inte-
gration of real estate into global capital markets.
Historically, real estate was in a world ot its own.
Cap rates responded slowly at best to interest rate
changes; property values replied on appraisals;
and real estate investment was most commonly
done through separate account managers special-
izing in real estate. In this environment, real estate
could be viewed as a separate world in which
expected IRRs on cash flowing institutional quality
property were always pegeed at double-digit lev-
els. If recent price movements are viewed through
this historical lens, real estate is indeed priced
dearly.

But the world has changed. Capital markets are
much more closely integrated than ever betore.
Ready availability of market data and analysis
lubricates the integration. As a result, real estate
has lost a good bit of the mystery that historically
reinforced its separateness. Unattractive returns in
mainstream asset classes is a recent bit of stimulus
accelerating the integration process. As a part of
the global marketplace, real estate investment
prospects are being examined alongside all other
alternative investments. For good or ill, the com-
parison tactors boil down to expected return, risk,
liquidity and the unique ownership burdens asso-
ciated with hard assets versus soft.

Capital is flowing to real estate because it is priced
attractively when expected return, risk, liquidity
and ownership concerns are weighed against simi-
lar measures tor alternative asset classes. Stocks are
coming up short because the market has no real
sense of fair value exacerbated by erosion of confi-
dence in corporate financial reporting. Bonds of
untainted investment grade borrowers are more
palatable but ofter vields based on a Treasury rate
that has not been this low since the carlv 1960s.
High vield below-investment-grade bonds offer
higher vields but suffer from volatile credit risk.
Investment in cash flowing properties with invest-
ment grade tenants and long-term leases is nirvana
compared with the travail of alternatives.

But, of course, the demand is driving up prices—as
well it should. When are prices too high? When the
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expected risk-adjusted return is in line with alter-
native investments. When assessing risk-adjusted
return, real estate investors need to acknowledge
that the underlving riskless rate (i.e. Fed funds) is
1.75% and intlation expectations incorporated into
the term premium brings the 10-year Treasury to
the 3.6-4.0% range, absent an oil shock. Expected
IRR=s in this environment will probably find an
equilibrium  below 10% for institutional quality
property. How much below? Perhaps quite a bit
given that medium quality BBB-grade corporate
bonds are trading around 6.50%. But can a real
estate buver reallv use that 6.53"% as a credible
opportunity cost when it clearly represents an his-
torically rock bottom and therefore temporary con-
dition? Answering the question again requires that
real estate buyers think like bond buyers. When
considering a purchase of that 6.50% bond, a bond
investor will mull over the duration bet attached to
the bond. That involves evaluating how much
value will be lost if interest rates rise, what is the
risk of an interest rate rise, and again, what are
alternative opportunities for my capital.

With all this said, [ believe that the danger for real
estate investors in the current environment is the
temptation to take ever-greater risk in return for
double-digit IRRs. For the market as a whole, the
danger is that rising real estate prices might be
misread as justifying significant new construction.
A construction response to higher prices would
indeed be a real estate “bubble.”

Martha S. Peyton, CRE, s an cconomist at leachers
Isurance and Annuity Association College Retivement
Laguities Fund (TIAA-CREF) in New York, (F-mail:
mpeytomatiaa-cref.org)

COUNSELING IN AN ERA OF
CHANGE

by Roy Schmeiderman, CRE

n reflecting upon the theme Global Cities in an
Era of Change, the first thought that struck me
was that there is not really a lot new here. After
all, there have been, (relatively speaking at least)
“global cities” for thousands of years. And 1 suspect

that there may never have been an era in the histo-
ry ot mankind that would not have been described
by those living at the time as “an era of change.”

So although the specific characteristics (“the
details”) that we see in our world today appear
extraordinary in their complexity, sophistication,
and richness, it is much less clear whether or not
there is anything fundamentally different about
our current world, society, culture, cte.

This is not to sav that fundamental changes do not
occur. They do. But those fundamental changes
generally can only be seen in retrospect, and usu-
ally with a fair amount of distance and perspective,
Or put another way, those who think that there is
necessarily an inexorable march towards the glob-
alization of the world’s economy should note that
the Euro does not mark the first time (or even the
second time) that Europe has tried a unified cur-
rency. And only time will tell if the current effort is
1) the successtul culmination of a long-term trend,
2) an unsuccessful experiment during a brief peri-
od ot pan-Furopeanism, or 3) something in
between.

S0 against that backdrop, I offer up the tollowing
four thoughts with respect to how the current
trend towards globalization and urbanization/sub-
urbanization will impact the practice of real estate
counseling:

B Successfully cultivating and nurturing relation-
ships will continue to be the single most impor-
tant clement of a counseling practice. This has
been true for a long time, and is likelv to be true
no matter how far technology, or globalization,
or any other trend changes the “details” of our
world and society.

B [ntegrity and reputation will become increas-
ingly important. Of course, integrity and repu-
tation have always been important in a counsel-
ing practice. However, accessing information
about people has heretofore been a rather hap-
hazard affair. But in a world where people can
casily send out an e-mail to hundreds of people
that they know personally asking “1 am think-
ing of doing a deal with Mr. or Mrs. X, do vou
know them?” counselors are likely to find that
their history, as embodied in the corpus of their
work and their reputation, becomes increasing-
lv important.
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B There will continue to be a squeeze on mid-sized
firms. Large firms will be able to achieve some
scale in order to accommodate large projects.
And small firms will remain nimble and tlexible
as conditions change. But mid-sized firms will
tind themselves in the worst of both worlds.

B Continued improvements in technology will
allow for small firms to partner on a project basis
or a product-line basis. The market acceptance of
this type of ad hoc counseling partnership will
continue to increase, with the kev factor being
the ability to successtully convey the message to
the client that the people involved can (and
have) successtully work(ed) together.

Roy Schneiderman, CRE, is principal and founder of
Bard Consitlting tn San Francisco,

EVEN IN GLOBAL CITIES,
THINK LOCALLY

by Jose Carlos Pellegrino, CRE

eturning from the Global Cities in an Era of

Change conference at Harvard University, |

considered some consequences for the city
and county of Sad  Paulo. Imagine, for instance,
would be the organization of District Councils or
Zone Councils, with representatives of main
schools and colleges, professional associations,
small commercial businesses and establishments,
and ordinary men and women who would meet
once a week or every other week to discuss priori-
ties tor the regions thev belong to.

Ot course, these Councils will not have political
strength, but would have the ability to assert to
mayors, planners, and politicians grassroots needs
in the fields of development, health, and educa-
tional facilities, transportation changes, and things
of that sort.

Within a short time these Councils would convert
themselves into important political cells. This
would be a natural consequence, it it is considered
that the family is the cradle of evervthing and the
Councils would the best representative of families
in a given district or sector. Obviously, city and

county governments would not want to see the cre-
ation of such Councils, specially the professional
politicians, because in the long run the present sys-
tem would be replaced by a better one. Here in Sao
Paulo this idea will not be accepted, especially at
this moment when we have a radical leftist gov-
crnment. But that is no reason to dismiss such a
democratic idea as a practical goal.

The second consideration concerns relates to the
risk factors in my country, as it has been set or
determined by some rating agencies all over the
world. In tact, it vou start to think just a little bit,
vou might suspect these agencies are self-perpetu-
ating and not especially helpful to the very coun-
tries they purport to assist. Why? Because, in a
way, thev are all linked to financial complexes; that
is, they all have direct interests in their own funds
and other types of investments. Certainly  the
record of success in South America is not a strong
one.

Large banks invest in some arcas and then, all of
sudden, right after selling their position with big
profits, they proclaim that same investment “too
riskv.” What a shame! Corporate and financial
gamesmanship is becoming a plague, with compa-
nies acting with little or no ethics at all, resulting in
significant losses all over the world. | see the rating
criteria as applied here lacking good technical sup-
port and largely based on guesses and assump-
tions.

The common threat is this: As “macro” policy is
made at the governmental or corporate level, there
is a tendency to miss what is actually occurring at
the level where most people live and work. Let's
keep our eyves on the richness and complexity that
are visible locally.

Jose Carlos Pellegrino, CRE, CIPS, s scrior and
nujor partier of Pellegrino and Associales of Sao Panle,
Brozid, (L-mail: pellegrinoeterra.con.bi)
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PARNTERSHIPS IN
GLOBAL REAL ESTATE

by Lorenz Reibling

t the “Global Cities in an Lra of Change,”

International  Real Estate Symposium,

September -6, 2002 held at Harvard
University, how to manage risk over diversitied
real estate pools was a much discussed topic. The
main division was over single or multiple bets on
real estate entreprencurs operating in diverse mar-
kets. This discussion is not new, but in todayv’s
world of uncertainty surelv has new value and
deserves a fresh look. The guiding questions for
assessing this topic should be:

1. How do vou reduce the intrinsic risk of a real
cstate asset?

2. How doces a global investor, such as an insur-
ance company, a pension fund, or the truly wealthy
family office most efticiently distribute capital over
markets and risks?

3. The common denominator in these discussions
is the recognition that real estate by definition is
immobile. Most European languages use terms
such as immobilier, Tmmoblien, tnntobili ete. that
reflect this attribute better than the English term
“real estate.” How to deal with the local nature of
real estate, particularly in regard to people and
financing, is much disputed.

Put in a nutshell, the two camps are divided along
the following fault line:

1. Group A trusts the “best” local partner or oper-
ator in cach individual market and desires to max-
imize the return by actively searching, for those
partners or operators.

2. Group B trusts one diversified real estate part-
ner, who in turn has operations in numerous mar-
kets under one set of controls and typically uses
the same brand name as a business asset in all mar-
kets,

Conventional wisdom would suggest that, in theo-
ry, Group A should indeed harvest higher returns
over a constant risk, assuming that Group and
Group B would invest in the same tvpe of real

estate, at the same time, using identical leverage,
operating, costs, cte. Obviously, such conditions
rarely if ever occur, but the distinction is useful in
thinking clearly about the problem. It is indeed one
indicator of the difficulties in executing a coherent
investment strategy over a large number of operat-
ing entities.

The evident advantage of Group A is the higher
degree of diversitication. Group A is operating not
only over different markets, but also different com-
panies. If it is desirable to spread risk in the portfo-
lio, it seems to be a fruitful approach to real estate
investing,

But, offering a not far-fetched analogy, the likeli-
hood of collecting a gallery of Van Goghs,
Boticellis, Rembrandts, and Singers by simplv vis-
iting distant and exotic places while meeting inter-
esting people is borderline absurd. Artists —and
real estate operators —of this exquisite caliber are
cqually rare. Henee any investor should recognize
the limited supply of such talent. Given this short-
age of excellent and —todav mavbe most impor-
tant —trustworthy partners, the strategy used by
Group A is extremely time consuming. It also
comes with a great intrinsic risk to this approach,
one that is often overlooked: the more people vou
have to trust with vour investments, the more like-
Iv vou are to pick a bad apple out of the bunch. U.S.
institutions are still nursing the wounds suffered
by confusing superb, but unfortunately falsified
replicas with the real thing. Remarks one major
LS. hedge fund investor about a transaction in
Western Europe: “We could have never imagined
how a bunch of pin-striped, serious-looking
bankers pulled us over the table as if we were
naive beginners.”

Group B investors may avoid the worst mistakes
predictably more often than Group A investors.
Making a series of “good picks” in multiple mar-
kets is much harder, than building one good rela-
tionship with an operator active in the same mar-
kets.
The “people factor” is a risk widely underestimat-
ed in an industry driven by “deals,” as it these
individual transactions were virtually devoid of a
significant management risk. But it should be
apparent that the higher the expected returns, the
higher also the “people risk.” Managing real estate
risks in repositioning, refinancing, or even devel-
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oping and redeveloping is, by any measure, com-
parable with risks inherent in manufacturing pro-
cedures such as re-tooling, introduction of new
products, or major capital events such as the
issuance of debt or an 1PO. Nobody in his right
mind would leave the management of such risks to
unknown characters with a merely parochial
understanding of the world.

This by no means minimizes the value of the local
operator. In fact, even an entity chosen by Group B
might in certain well defined cases enter into joint-
ventures with local operators, This would typically
be in the first few vears of breaking into a new mar-
ket, or tor specialty projects with complex techni-
cal, financing or political risks.

Group B investors rely upon the integrity, corpo-
rate governance, and standardized reporting sys-
tems of their relationship partner to make exact
comparisons between various risk/return events
across multiple markets.

The most prominent feature of a single entity is the
ability to gather, format, and preserve input from
numerous markets over various real estate cycles.
Experience generates an important “gut feeling,” a
sense that “we have seen that before” or “they do
this ditferently there.” Such judgments can then be
veritied with independent market data.

The ability to compare notes and transfer know-
how in assessing and managing risks requires a
central brain or processing entity, distant enough
from the micro-management issues of the local the-
ater, vet still close enough and capable enough to
interact decisively and authoritatively with local
risks and opportunities. This indispensable know-

how cannot be imbedded adequately within mam-
moth investment houses. The psychology of the
top real estate minds runs counter to the notion of
institutional domesticity. Rather than working
with a toothless tiger, sophisticated investors need
to interact with market opportunity.

Prudent investors have learned their lessons and
adjusted their investment programs accordingly.
Rather than investing in the best deals or the best
people in a specific market, they invest in a com-
petent real estate organization, a brain, with cyes,
cars, and a nose that sees, hears, and smells bevond
the local weather report. This relationship partner
is defined by documented high integrity under
duress, deep real estate know-how condensed into
a relatively small number of top executives and the
impeccable ability to not only perceive but report
changes in risk. These tvpe of organizations are
few and far in between. Such a proven relationship
partner can be invaluable in sorting out the true
opportunities from the mountain of “irresistible”
real estate deals presented to any large investor.

ABOUT THE AUTHOR
Lorenz Reibling s president and CEQ of Tawrus
hivestment Group, Iue., in Deerfield Beach, Fla,
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DECONCENTRATION: A
STRATEGIC IMPERATIVE IN
CORPORATE REAL ESTATE

by Mahlon Apgar, IV, CRE

ABOUT THE AUTHOR

Mahlon Apgar, IV, CRE, /s &
director of The Boston Consulting
Group and advrses major corpora-
tions on real estate and fnfrastric-
tiure. He recetved the James Felt
Atweard for Creative Counscling in

2002, He wwas assistant secretary of

the Army tor installations and
crivirommient fronr 1998 to 2001,
He created " The Apear Score,” the
oy patented  system and
methed — for covaluating  real
estate conditions, and athored
“The Alternative Workplace, " and
numerous other publications. His
Harvard Business Review series
is a standard reference on nunag-
iy corporate real estate.

ince the Industrial Revolution, work has been concentrated in spe-

cific sites and facilities. The resulting workplace model —often

defined in modern corporations by large, monolithic buildings in
fixed locations —benefited emplovers and emplovees alike in the
“steady state” world of the past century. Today, however, new needs,
new norms and new capabilities are making the Industrial-era work-
place a costly, inefficient drag on economic growth and organizational
performance.

The Intormation era offers the opportunity to rethink, reposition and
redesign the Industrial-era workplace. Advanced communications and
information technologics—when coupled with flexible organization
structures and work practices—allow companies to redistribute work
to numerous single- and multi-purpose sites, within cities, across
regions and globally, without compromising the collaboration and effi-
ciencies of collocation in a specitic facility. We call this strategy decon-
centration. Carefully designed and executed, it may strengthen compet-
itive advantage, improve customer service, increase employee produe-
tivity, and reduce total real estate costs.
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Deconcentration is no fad. Indeed, it has been the
underlving trend in urban development in the US.
and Europe tor more than five decades. The impe-
tus began with manutacturers whose scale and
scarch for efficiencies required vast, horizontal
production floorplates. After World War 11, corpo-
rations of all tvpes began to migrate from cities to
suburbs in search of large administrative, research
and warchouse space. As a boy in the 1950s, 1
watched in awe as my father, a pioneer in assem-
bling suburban sites for major companies such as
AT&T, Ford, IBM, and Warner-Lambert, envi-
sioned the transtormation of farmland to the cor-
porate campuses we now see throughout the met-
ropolitan New York-New  Jersey area. Suppliers
and service firms quickly followed to support
these large enterprises. Their executives and pro-
fessionals, tiring of long commutes to the city,
drove the parallel demand for suburban oftices.
Residential, retail and hotel development naturally
ensued. Consequently, suburban growth has
steadilv outpaced center city growth, despite the
impressive recent progress in revitalizing tradi-
tional downtowns in several major cities,

The terrorist attacks on September 11, 2001, accel-
erated and redefined this long-term trend in the
New York region. Manv firms’ headquarters,
branch office and back office operations, clustered
in the Wall Street area, were demolished or severe-
ly damaged. Companies were compelled to restore
operations within days and to relocate within
weeks. Executives made quick, profound decisions
in hours that would have entailed months of delib-
eration under normal conditions. Professionals
and specialists in many ficlds learned how much
they could accomplish from homes, hotels, and
other remote locations. Meetings were hastily
rearranged through videoconterencing, with large
savings in time and travel

Today, the sense of crisis within these companies
has largely passed. Critical infrastructure has been
restored and travel is being resumed. Managers
have strengthened and institutionalized security
and contingency plans. Workers displaced to back-
up or temporary locations have returned to their
former otfices.

Still, there is—in a very real sense —no going, back.
Thousands of people learned that they could oper-
ate effectively from their homes and other remote
locations, and could “meet” electronically with
customers and colleagues alike. For the firms most

directly atfected, significant reductions in travel
time and cost are now being built into business
plans and budgets. For all others, the attacks torced
reconsideration of long-held beliefs and revealed
the potential for change in other metropolitan
areas. Concerns about phvsical security and busi-
ness disruption will linger. A recent BCG survey
revealed that “business continuitv” has now sur-
faced as a top management concern. And continu-
ing economic uncertainty will ensure that global
interest in workplace security as well as productiv-
ity will remain. As one CEO observed recently, “A
vear ago, tacilities were not even on my radar; now
they're right in the center.”

For companies evervwhere, the upshot s that
deconcentrating the workplace is no longer an
option, but an imperative. As a result, senior exec-
utives across industries and regions have found
themselves re-examining their corporate intra-
structure. As they do so, the key questions remain
the same as ever —vet the answers are no longer as
intuitive or straightforward as thev once were,
Consider:

B Where should we locate —and what should we build?
Today, location is increasingly a matter of securi-
tv and interoperability as well as customer serv-
ice, cost, and convenience. Advances in wireless
communications and computing can both liber-
ate vast numbers of employees from their tethers
to specitic locations and allow firms to manage
broadly dispersed operations, Yet these tech-
nologies alse increase dependence on power and
telecommunications grids. So in planning and
building their workplace intrastructure, compa-
nies must find new ways to balance three inter-
locking and potentially  conflicting tradeofts:
access (for customers and emplovees), lavout
(for efficient and effective operations), and mass
(to minimize visibility and over-concentration).

B [low can we itiqate and manage infrastructire
risks? Financial and environmental risks have
long been high on management agendas. Since
September 11, physical threats to emplovee safe-
ty and infrastructure security have risen to para-
mount concerns. Firms must determine how to
disperse employees and facilities not only for
maximum benefit but also with minimum risk to
the individuals, the company, and the communi-
tv. Tradeotts between physical and systems secu-
rity (to pre-empt risk), back-up operations sites
(for business continuity in the event of disas-
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ters), and insurance (to pav for disaster recov-
erv) require especially robust and  intormed
judgments, as the solutions affect every compa-
ny stakeholder.

B When and how should we transform the workplace?
Managers must decide how to organize func-
tions and people to reduce risks while improv-
ing operational ctficiency and ctfectiveness.
There are no pat answers to basic questions,
such as: Who should work in corporate facilities,
and who coild work clsewhere? How can we
maintain team integrity, as well as the social and
intellectual benefits of teamwork, when individ-
uals and work units are dispersed across multi-
ple sites and time sones? Which policies and
practices—from removing executive suites to
installing individual incentives— will cause
emplovees to accept deconcentration without
diluting the underlying values that determine
the firm’s culture and ensure its long-term suc-

cess?

B Which facilities should wee keep and which should we
sell? Decisions to lease, buy, build, or dispose of
carporate facilities can be made only after the
above three questions are answered. The tough-
est choices usually involve disposition, simply
because most line managers find it easier to
acquire new space than to eliminate existing
excess space. Therefore, it is up to senior execu-
tives to determine which current facilities
should be maintained, both to sustain ongoing
performance and to ensure business continuity,
and  which should be disposed. Then, they
should move decisively to rationalize the facili-
ties portfolio by separating surplus facilities
from the company's mainstream real estate
activities. Even large portfolios of “legacy
assets” can be reconfigured through disposals
and adaptive re-use, provided they are priced to
the market and managed separately —but this
takes a highly focused, disciplined effort.

Until recently, decision makers tended to ignore
these questions about corporate infrastructure
until thev were confronted, periodically, by needs
to relocate operations, build new plants, or reduce
staff (and, consequently, realign the facilities that
house them). Then, with little preparation, these
exeeutives either tried to become instant experts, or
delegated the decisions to specialists several rungs
down the organizational ladder, or outsourced the
function entirely.

Such an approach is no longer tenable. In most
organizations, infrastructure is the largest balance
sheet asset and the second  highest operating
expense. [t can help or hinder the achievement of
organizational mission and objectives. And it is
critically important to the organization’s strategic
positioning, competitive advantage and operating
performance.

PRINCIPLES OF DECONCENTRATION
Deconcentration changes the paradigm for manag-
ing corporate infrastructure. Until recently, a com-
panv’s infrastructure was defined both by its real
estate and by its information svstems. These two
clements were, and in most tirms still are, man-
aged through separate, distinet decision processes
and tunctional organizations. However, in the
mid-1990s, several major companies, including
American Express, AT&T and IBM began pursuing
innovative organizational and systems concepts
that fused the places where people work with the
techinologies they use to communicate and compute,
wherever thev are. Today, these two clements of
the workplace are inextricably intertwined — wit-
ness the trend toward global “24/7” operations —
and they form the foundation for three broad prin-
ciples that will help executives to frame and exe-
cute deconcentration strategies.

First, the workplace can be anywhere.
Deconcentration challenges traditional real estate
location theory by allowing companies to move
work to the workers instead of the workers to
work., Manv workplaces, like markets, are now
global, not local. Work often is shared through
technology, not dedicated in or dependent on spe-
citic locations. Time can leverage the redistribution
of work, achieving “24/7” operations across geog-
raphy, functions and business units.

Networks of people, information and resources—
not buildings —detine the new workplace infra-
structure. These networks are linked clectronically,
through the Internet and phones; spatially, through
“hotel-like” offices; and socially, through teams
with shared interests and resources, This means
that individuals and teams can be efficient and
effective anvwhere. And as workspaces shift from
single locations owned by the company to multiple
sites owned by others (including emplovee and
customer homes), the workplace remains essential
to production but its economics change radically,
Leaders in organizations as diverse as American

JOurNAL OF REAL ESTATE PORTFOLIO MANAGEMENT, Volume 8, Number Four, 2002 52



Figure 1

3 nq. .
¥ !
ey X J
el »

49

& 337K sg. M.

"bD

®A oo [ retan
@5 ¥ B Ho Admn
Ac FF ] other
’Curpum i [ warehouse ston age
4 Other % Indic des mulliple sies N same oy

COMPANY’S US SITES ARE CLUSTERED o

Express, IBM, and Sun Microsystems have cham-
pioned this concept.

Figures 1 and 2 show the portfolio of one large
company that typities the situation faced by many.
Its headquarters’ city has about half of its total real
estate, including large front office and operations
functions. Many sites also are clustered in several
other metropolitan arcas—the inevitable result of
both decentralized operations and multiple acqui-
sitions that have vet to be rationalized. This firm is
addressing two strategic issues: whether to consol-
idate “front office” and retail activities into fewer
urban sites, and where to deconcentrate “mid-
"and "back-office
lier locations it already has.

office’ “ functions among the out-

As a counterpoint, consider Sun’s “anyvwhere, any-
time” strategy. This combines emplovee and con-
tractor homes, corporate “hubs,” “drop-in” centers
and satellite offices. Homes are tor individual
work, connected to the organization by phones
and computers. “Hubs” have all ot the facilities,
furnishings and equipment of the conventional
corporate office: individual executive, professional
and administrative workspaces; dedicated confer-
cence rooms; high-bandwidth communications
cquipment and svstems technology; full meeting
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support, travel and clerical services; and perma-
nent paper file storage. “Drop-in centers” accom-
modate those who periodically need high band-
width, sophisticated programs and focused team-
work, but they are housed in simple, low-cost, util-
itarian buildings. On an average day, 30% of Sun’s
emplovees are “on the road.” They do not have
assigned, dedicated workspaces in hubs and drop-
in centers, but can reserve offices, workstations,
and meeting rooms as needed in those and numer-
ous other locations that are provided either by Sun
or by “shared office” suppliers and others. As
Sun’s CEQ Scott McNealy savs, “I'm paving rent,
depreciation, and utilities on all kinds of office
space just so someone can have a nice place to hang
a picture of his dog. I include myself in this, by the
wav. The only tools I need are a browser, a wireless
phone, and access to a network.... T tell CEOs to
walk down the halls in some of their buildings on
Wednesday at 10 o'clock in the morning and note
to themselves what the peak occupancy is. [ts usu-
allv 407, at most. So why are they paving for all
that unused space?” By deconcentrating its infra-
structure, Sun expects to cut $240 million trom its
$800 million annual occupancy cost during the
next few vears.
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Second, infrastructure is a strategic resource.
Many executives still see infrastructure in simplis-
tic terms—as a necessary (but sleeping) asset and
as a fixed (therefore uncontrollable) expense.
Meanwhile, line managers treat it as an adminis-
trative burden or as a commodity to be traded, not
as a resource to be efficiently utilized and protect-
ed. Thev focus on objects, not assets, and price, not
value. In such organizations, infrastructure is man-
aged with one of two mindsets: ether technical and
cost-driven  or transactional and deal-driven.
Executives focus on lease terms and financial engi-
neering when location and layout decisions typi-
cally drive occupancy costs.

Until executives define, analvze, and convey the
strategic implications of infrastructure issues, fow
have an immediate, intuitive grasp of the underly-
ing factors that drive real estate costs, limit strate-
pic moves, and cloud (or even eclipse) the options
for improving their current situation. The kevstone
is to link “business” data on customer service,
emplovee productivity, financial performance and
operations with “facilities” data on locations, costs,
utilization, design, construction, and value. These
linkages, when combined with creative problem-
solving, produce fresh insights for top manage-
ment and build momentum for real estate initia-

|

tives. And the analysis of real estate profit eco-
nomics and key success factors establishes endur-
ing principles for a “business approach” to corpo-
rate real estate, and the strategies that are
emploved by successful entrants.

Figure 3 shows the information architecture that
should trame corporate real estate management
svstems. [t combines databases on business eco-
nomics, operations, and statfing with facilities
and real estate market data to reveal utilization,
productivity and full occupancy cost. Applied to
cach business unit, function, and area, discrepan-
cies within the company can be identified more
effectively than external benchmarking. Using
such metrics, Figure 4 reveals the mismatch
between this company's branch locations and its
customer base. Not only does it occupy three cost-
Iy central city sites within a few blocks of each
other; it lacks any presence in the very communi-
ties it has targeted for customer penctration and
competitive success.

Third, mobility enables business continuity.
Corporate executives can learn much from the mil-
itary in preparing for the unexpected. In fact, the
military is more advanced than business in many
respects, adapting its strategies, structures, and
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Figure 3
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svstems to the challenges of unconventional war-
fare, and emploving non-linear thinking about its
infrastructure - in particular, the links between
mobile operations and contingency planning,

Military doctrine is rooted in “mobility.” From the
Romans’ portable encampments to the current svs-
tem of “expeditionary” and “special operations”
forces, military officers have been imbued with the
attitudes and know-how to balance permanent
" fixed, costly facilities
with temporary sites and “light,” tlexible, low-cost
structures. Todav’s strategy of frequent foravs to
distant lands from fixed home bases is rooted in
four capabilitics: satellite communications, “just-
in-time” logistics, multi-unit platl‘nrms, and thor-
ough training. While these capabilities can be
found in manv companics, few have invested
equivalent time and energy in planning ftor the
mobile workplace.

installations and “heavy,’

IBM's “Maobility Initiative,” launched in 1993, was
a far-reaching attempt to simultancously reduce
high, fixed infrastructure costs, increase emplovee
productivity and improve customer responsive-
ness. By capitalizing on the technical capabilities
and entreprencurial motivation of its vaunted sales
torce, IBM was able to deconcentrate some 25,000
emplovees (or 17% of its global workforce} over a
four-year period. In addition to real estate savings
totaling $1 billion, this program also cnabled 1BM
to significantly improve the sustainability of its
customer service operations and reduce the risks of
over-concentration in specific downtown sites.

Mobility, supported by contingency planning, also
made all the difference immediately after the
September T1th attacks. Morgan Stanley (MS),
with 3,700 emplovees in Lower Manhattan, had
prepared evacuation and “back-up” plans during
the Persian Gult War, and had reinforced these
atter the 1993 World Trade Center bombing,
through disciplined organization, systematic train-
ing, and detailed manuals. The approach was
developed by a former military officer and based
on military experience and practices. MS estab-
lished alternate facilities in three other New York
City locations, with storage and communications
systems support in Dallas. These plans were criti-
cal in saving nearlv all MS emplovees and quickly
restoring operations.

Similarly, Citigroup activated dormant facilities
reserved for disaster recovery and “hot seats” tor
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its critical trading functions. Thousands ot protes-
sionals and administrators decamped to work
from home and various company sites. Citigroup
executives and staft continued nearly all of their
scheduled meetings without delay, as video-con-
ferencing scamlessly replaced hundreds of pre-
planned trips that week. In the aftermath of
September 11th, these and other tirms took bold,
decisive actions to reduce the risk of future busi-
ness breakdowns and are now pioneering contin-
gency planning for disaster recovery and business
continuity —mainly by recontiguring operations to
accommodate immediate shifts in workload to dis-
tant sites it any one site goes down for any reason.

The regulators too are now weighing in on this
issue. The SEC, Federal Reserve Board, and
Treasury Department have issued a contingency
plan requesting major Wall Street firms to establish
backup tacilities within a sweeping regional arc up
to 300 miles from Manhattan, ranging from
Southern Maine to Southern Virginia. These sites
would climinate the dependence of an entire
industry that is critical to the global economy on a
single power and  telecommunications grid, vet
would still be accessible within one dav’s drive of
New York. Thus, at this writing, continuity is
becoming a matter of corporate compliance as well
as best practice.

Figures 5 and 6 illustrate the frameworks man-
agers can use to assess their company’s “mobility
potential” for alternative workplace sites. By dis-
secting the linkages between Space, Functions, and
Time within each business unit and across con-
tiguous units, they can locate facilities that opti-
mize human resource availability and cost with
global time management. Then, they can deter-
mine how important “face time” is in the individ-
ual emplovee’s work, both with customers and
with colleagues, and decide on locations accord-
inglv,

IMPLICATIONS OF DECONCENTRATION

Deconcentration speaks to a subtle vet profound
shift in American values that now affects emplov-
ers and emplovees alike. In a society where work is
central to the culture ana to individuals’ self-
esteem, the mobile, “24/7” workplace is a com-
pelling notion in theory but a double-edged sword
in practice. Technology is eroding the traditional
boundaries  between  worklife  and  homelite.
Emplovees are rebelling against the ever-increas-
ing encroachments on their personal time. Baby-
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boomers score familyv pursuits higher than tinan-
cial gain: two out of three would take two weeks of
extra vacation time over two weeks ot extra pay.
Americans ook with envy at Europeans and
Japanese who routinely take six weeks of annual
holidav. Astute emplovers are redesigning their
work cvcles, enabling emplovees to fit separate
half-dav blocks into 24-hour work packages and
three-day workweeks. But along, with the work-
place redesign, they must also change corporate
norms that heavily favor “face time”
more objective measures of individual output and
productivity.

to emphasize

Deconcentration, in fact, carries far-reaching impli-
cations, not only for organizations and their
emplovees but alse for cities and communities that
house the workplaces, homes, and myriad other
facilities that trame people’s hives. Consider these
possibilities:

B Traditional definitions of the workplace —and,
therefore, the norms and conditions of work
itself —become obsolete. Face time s less rele-
vant in individual advancement; instead, out-
put, and productivity become the measures of
performance and the trigpers for promotion.

B Workers can live where they like; their assigned
company locations no longer matter. Instead,
waorkers” access to information and to co-work-
ers through electronic media becomes para-
mount. Conversely, customer locations for sales
and service gain in importance. From the Greek
agora to the American mall, people still like to
buy and sell face-to-tace, and to congregate in
marketplaces where entertainment  facilitates
their transactions. Companies that develop
interactive communications and intuitive com-
puting to leverage these intenselv personal,
highlv predictable preferences gain a substantial
competitive advantage through higher employ-
ce productivity in workplaces and shops alike.

B New norms liberate both workers and managers
from standards that promote workspace entitle-
ment (such as “the corner oftice”) vet also are
derided (such as Dilbert’s “cubicle”). Yet man-
agers are challenged to ensure that emplovees
are productive wherever thev are, requiring
more fluid, flexible schedules, and seamless,
“24/7" operations. And workers, while enjoving
newfound independence, risk “burnout” if they
allow work outside the workplace to overwhelm

i

their lives, Companies will need to help emplov-
ces balance work, family, and personal pursuits
through cffective use of their total time, and not
simply leave this to chance.

Through workplace redesign, companices trans-
torm the real estate legacies of command-and-
control organizations. Space reductions and ctfi-
ciency improvements save money, increase pro-
ductivity, and foster innovation. In “hub”
offices, space is reconfigured into “neighbor-
hoods” to promote a sense of community. Large,
open bavs, interspersed with “huddle rooms,”
“cafes” and other impromptu meeting points,
reflect flat hicrarchies. Workstations are no
longer relegated  to secretaries. Managers,
administrators and technical statf across many
grade levels occupy individual workspace mod-
ules of varving sizes reflecting their functions
instead of their ranks. Conference space is stvled
to stimulate creativity and teamwork. And even
plant design increasingly retlects these same
phvsical attributes,

“Trophy” buildings lose their value, as function-
ality supersedes image and occupants perceive
more risk in high-rise, high-visibility, high-rent
structures. Building designs return to the funda-
mentals of “efficient” and “attractive,” not dom-
inant and imposing. The added costs of securi-
ty —trom terrorism insurance to back-up opera-
tions centers — weigh heavily on industrial, dis-
tribution and service tirms, especially in older,
built-up areas. While declines in asset values
and increased operating costs ultimately will
show up in pricing, thu_\' may impair short-term
carnings for those who invest heavily in busi-
ness continuity.

“Significance” no longer requires skvscrapers.
The office towers that dominate downtowns are
triumphs of engineering but onlv a few excel as
urban design. From the 1960s on, building size
and visibility proclaimed corporate success.
“Curb appeal” became architectural dogma;
companies competed for naming rights. As secu-
rity concerns prevail, occupants now prefer less
visible buildings that not only are sater but
assimilate better into their environments. The
relationships among building height, shape and
mass, and surrounding public spaces, reflect a
balance of aesthetics and cconomics. Companies
are the fulcrums, for they determine the market.
Employees want to be closer to ground and less
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crowded. Washington, DC has a 12-story height
limit, and public spaces occupy 40% of its land.
The five-story Pentagon, though cequivalent in
size to one World Trade Center tower, suffered
far less because of its distributed mass.

B Companies cash out of costlv headqguarters
buildings and corporate campuses, recognizing
that they don’t have to own real estate to control
it and can redeploy scarce capital more produc-
tivelv. Citigroup’s recent billion-dotlar sale of its
New York headquarters spurred o significant
quarterly ecarnings increase. AT&T sold its New
Jersey  headquarters for $200 million  and
McGraw-Hill is pondering a similar $700 million
deal. Yet simultaneously, others such as Merrill
Lvnch, Nortel, and Lucent are unloading, prop-
erties at tire-sale prices —one-half to one-third of
their replacement cost.

B “Smart growth” policies, which concentrate
roads, schools, sewers, and other public facilities
in established communities  with room  to
increase their densities, become more politically
and sociologically acceptable. Emplovees, living
long, distances from their workplaces, increas-
inglv lose valuable time in long commutes.
While thev enjoy urban density for many activi-
ties, thev also like suburban living. When people
and facilities are spread out and linked by
instant  communications,  their  safety s
enhanced. This accelerates a trend  that was
spawned in the 19505 by the fear of nuclear
attack and cnabled by the Interstate Highwav
System. Now, trains are enjoving a renaissance
and transit-oriented development is tueling the
revival of older suburban town centers, capital-
izing on their distinct community image and dis-
tinctive shopping arcas around train stations.
Cultural facilities complement commercial
development and housing,

B “Trading down” takes prominence in compa-
nies” decisions to deconcentrate in the wake of
recession and renewed  attention to reducing
their fixed costs of business. Already, cities like
Baltimore, Denver, Des Moines, and Las Vegas
attract employers looking tor business-triendly
communities, affordable housing and high-qual-
ity workforces. Those in high-cost cities like
Boston, New York, Seattle, and Washington, DC
are trading down to these second- and third-tier
cities, not only for “mid-office” and back-office
operations but for regional headquarters, distri-

bution centers and specialty business units.
Tovota recently established a 400-person admin-
istrative and operations center for its Financial
Services unit in a Baltimore suburb. For busi-
nesses, the cost savings, recruiting, and produc-
tivitv benefits are demonstrable. For cities, eco-
nomic recovery, renewed growth, and local
morale boosts are much needed.

B Corporate real estate enjovs new  goals in
knowledge-based businesses —frugal, function-
al, and fun. But to achicve these, new and more
robust strategies are required. Large, lavish,
specialized headquarters requiring long com-
mutes to work are out. Small, simple, generic
workspaces with high functionality and the
capacity to telecommute are in. Real estate port-
folios mayv actually increase in size and com-
plexity while the costs per unit are sharply
reduced. New conceptual and analytical tech-
niques must be infused in the strategic planning
process. The overall ¢lobal ¢rid optimizes space,
functions, and time. The facilities mein ofters a
limited number of fixed-priced workplace selec-
tions for mainstream decision-making, with an
a la carte menu of custom offices for special sit-
uations. The knowledge box, designed from the
inside out, is shrink-wrapped around the func-
tions and operations within. The building skin
tits into the neighborhood, but does not seek to
make an “architectural statement.”

In the end, deconcentration requires top manage-
ment commitment and bottom-up  acceptance.
While CEOs reacted immediately to September
11th, corporations now must sustain top-level
attention on issues that go well bevond crisis man-
agement. There is much at stake. Through concert-
ed management attention and creative deconcen-
tration strategics, AT&T freed up $550 million in
cash flow; IBM reduced total occupancy costs by
$1.2 billion and redeploved $100 million in annual
savings; and one American Express unit increased
productivity by 70%.

Corporate leaders should rethink business infra-
structure in terms of strategic advantage, produc-
tivity and morale. In their zeal to grow and change,
many firms overlook the basic business risks of
destroved, impaired, and excessive infrastructure.
And ingenious financing schemes, so prevalent in
the 19905 bull market, divert companies from
applving new technologies and work practices to
their infrastructure and business processes.
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As recently as 2001, rosy assumptions led many to
add space at more than double the rate ot job
growth, creating a huge real estate overhang, Now
they must shed that excess, and then some. As they
do so, companies with strong balance sheets and
cash reserves should take full advantage of the
depressed market and low cost of capital to con-
sider how to streamline and improve the work-
place itself. By reinvesting in emplovee-centered,
customer-friendly, cost-saving facilities and svs-
tems, they will improve emplovee safety, satistac-
tion and productivity.

NOTE ON SOURCES

While this article is based on my experience in con-
sulting with a number of corporate clients, I have
benetited from the following  publications and
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that are driving deconcentration:
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Brookings Institution, Lanuary 2002,
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DO, Department of Commerce (issued periodicallyy

Brennan, fohn and Thil, Fdward W, “Where are the Jabs? Cities,
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Cleveland, Case Western Reserve University, October 200010
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he late 1980s and early 1990s marked a burgeoning interest in

international estate investment among United States institu-

tions. Many investors believed that investment in internation-
al real estate could enhance overall performance by increasing
returns and reducing portfolio volatility. During the late 1990s, the
impetus for investing in international real estate came tfrom the poor
performance of American real estate during the 1987 to 1992 period.
Investors were concerned about the difficulty of selling under-per-
forming real estate assets during a period of significant over-produc-
tion and weak demand.

By 2000, the Euro was beginning to have a remarkably beneficial effect
on Europe. It integrated the 11 countries” financial systems, decreasing
the cost of capital by creating a deeper, more liquid market. Many
European Union (EU) countries support EU enlargement to include the
current ten accession (2004) candidates —Malta, Hungary, Poland,
Cyprus, the Czech Republic, Slovakia, Estonia, Latvia, Lithuania, and
Slovenia. Other countries being considered for membership later on in
the decade include Switzerland, Norway, leeland, Bulgaria, Romania,
and Turkey.
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Current EU countries would prefer that new mem-
bers be wealthier nations, with Switzerland and
Norway as the most popular candidates. This pref-
erence is linked to the common perception that
admitting poorer countries to the EU could
unleash substantial labor migration flows. The pre-
cise scale of migration flows from the accession
candidates is difficult to predict. Estimates based
on the post-war German experience suggest that
about 3.5% of the population of the 10 new mem-
bers (1" of the current EU population) will seck
jobs in Western Europe.

Recently, the amount and cost of capital have
respectively increased and declined. On average,
European companies pay more than half a per-
centage point less for their capital that it the Euro
did not exist. More than $600 billion were raised
last year. This means that more Euro-denominated
bonds were issued in 2001 than dollar-denominat-
ed bonds. A return to growing rents and overall
economic health is likely to occur by 2005 in Paris,
Milan, and Brussels. Markets like London,
Frankfurt, Stockholm, and Madrid will continue to
shift sideways during the next three vears.

IMPLICATIONS OF THE

NEW GLOBAL ECONOMY

The post-industrial age began soon after World
War Il in the United States and arrived in Western
Europe and Japan in the 1960s. Its distinguishing
characteristic is a declining emphasis on material
goods and a growing interest in quality of life.
Quaternary activities steadily expand, resulting in
an claborate division of labor and supplying a
whole new set of societal needs. Service activities
including banking, retail, telecommunications
services, and public sector activities, such as edu-
cation and medical care, have grown in impor-
tance. However, this does not mean that manufac-
turing is on the way out.

The key characteristic of the New Economy s
increasing global interdependence. Rising trade
fosters a cvele leading to greater competition and
cfficiency, more rapid diffusion of innovations, and
greater productivity gains. However, the growing
dependence of services on a sophisticated infra-
structure of hardware and software has increased
their cyclical vulnerability.

The New Economy reflects a willingness to under-
take massive risky investment in innovative infor-
mation technology. This, when combined with a

The key characteristic of the New Economy
is increasing global interdependence. Rising
trade fosters a cycle leading to greater com-
petition and efficiency, more rapid diffu-
sion of innovations, and greater productivi-
ty gains. Howeuver, the growing dependence
of services on a sophisticated infrastructure
of hardware and software has increased

their cyclical vulnerability.

decade of improvements in the U.S. financial mar-
kets, down-sizing of the Federal government, and
ctforts by corporations to cut costs and increase
efficiency, has had a profound impact on the com-
petitiveness of the American economy.

The Institute for International Economics, a
Washington think-tank, expects that between 30
and 40% of global tinancial assets will end up
denominated in Euros (with between 40% and 504%,
in dollars, and the rest in ven and a few other cur-
rencies). This would imply a shift of between $500
billion and $1 trillion into Euros, primarily out of
dollars, as investors and central banks reshuffle
their portfolios.

CHALLENGE OF INTERNATIONAL

REAL ESTATE INVESTMENT

International real estate investment represents con-
siderable decision-making, organization and man-
agerial challenges above and bevond the problems
of achieving the desired cash flows at the building
level. These challenges are accentuated by the
time-distance gap from the United States and the
ditferent socio-economic and cultural structures
associated with individual national markets.

[nternational real estate investment requires a con-
centrated scrutiny of the problems and opportuni-
ties linked to such decisions. A number of macro
issues must be examined to reduce systematic risks
for portfolio allocation across particular nations.
By extension, international diversitication assists,
but does not remove, systematic risks.

One ot the most popular means of international
real estate investment is a country fund. Using
country funds, investors can speculate in a single
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foreign market with minimal costs, construct their
own personal international country porttolios
using countrv funds as building blocks, and diver-
sifv into emerging markets that are otherwise inac-
cessible, Some of the most common variables in the
initial winnowing process used to determine the
economic desirability of a nation for real estate
investment are gross domestic product (GDP), per
capita income, and the percentage of GDIP devoted
to service industries.

CALCULATING AND ANALYZING VALUE
AT RISK

Value at Risk (VAR) is the amount of money an
institution could make or lose from changes in the
price of the underlving assets. VAR reduces a tirm'’s
total market risk to a single number. In other
words, VAR is a statistical estimate based on his-
torical data. Most firms are more worried about
what they can lose if the markets move against
them. Consequently VAR has become a measure of
potential losses rather than a measure of potential
gains, The VAR concept incorporates two central
clements of risk: (1) the sensitivity of a portfolio to
changes in underlving prices and (2) the volatility
of the underlving prices.

The former retlects how well the portfolio is
hedged (the better hedged it is, the less sensitive to
price changes) and the latter, the likelihood of
large price fluctuations. The size of the price
change is inextricably linked with the holding
period. The longer the holding period, the greater
the possibility that price changes will lead to a
higher potential loss,

There are three main approaches to calculating
value at risk:

1. The correlation method, a  deterministic
approach also known as the variance/covari-
ance matrix method. According to the correla-
tion method, the change in the value of the
position is calculated by combining the sensi-
tivity of cach component to price changes in
the underling asset, with a variance/covariance
matrix ot the various components” volatilities
and correlation,

!\J

Historical simulation. This approach calculates
the change in the value of a position using the
actual historical movement of the underlving
asset, but starts from the current value of the
asset. It does not require a variance/covariance
matrix.
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3. The length of the chosen historical period has
an impact on the results. It the period is too
short, it mav not capture the full variety of
events and relationships between the various
assets and within cach asset class. If it is too
long, it mav be too stale to predict the future.
The advantage of this method is that it does not
require the user to make any explicit assump-
tions about the correlation and dynamics of the
risk factors, since the simulation follows every
historical move.

4. Monte Carlo simulation, a technique for deal-
ing with complex resource allocation problems
that cannot be solved by mathematical analv-
sis. This technique involves creating a tvpical
life history ot a system that represents the actu-
al problem and its rules ot operation. Repeated
runs of the simulation, slightlv altering the
operating, rules cach time, enable experimenta-
tion aimed at discovering methods of improv-
ing the performance of the system.

The Monte Carlo simulation method calculates the
change in the value of a portfolio using a sample of
randomly-generated  price scenarios. In this
approach, the user makes certain assumptions
about market structures, the correlation between
risk factors and the volatility of these factors.
Unlike the historical simulation method, a Monte
Carlo simulation requires the user to relv on his
views and experience in evaluating risk.

All three methods include three basic parameters:
a holding period, a confidence interval and a his-
torical time horizon, over which the asset prices are
observed. One way of evaluating the accuracy of a
firm's VAR methodology is to compare the esti-
mated (ex-ante) VAR number produced by its
internal model with its actual (ex-post) profit and
losses, A VAR number can be calculated tor indi-
vidual positions and for whole portfolios. It a firm
has only one position, the VAR number represents
the potential loss of that instrument, for a specitied
time horizon and confidence interval. Once it has
two instruments, it will have two VAR numbers. To
arrive at one number for both positions, it is neces-
sarv to evaluate whether and to what extent the
positions oftset or reinforce cach other when the
market moves.
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These tendencies can be captured by the statistical
measure of correlation that calculates the degree to
which changes in two variables are related. Tt is
normally expressed as a coetficient between plus
or minus one. A +1 correlation means that the vari-
ables move in the same direction to the same
degree while a -1 means that they move in opposite
directions to the same degree. The statistical meas-
ure also depends on whether past correlation
assumptions are valid for the future. Although in
theory correlations should be stable, in reality they
are not. They are at their most unstable level when
markets are under stress. In short, correlations
have a tendency to break down when they are the
most needed.

A firm can use correlation offsets within a risk
(asset) class, but not between risk classes. Similarly,
banks can have capital reliet for offsetting posi-
tions in a risk class, but not between classes, The
VAR numbers for the various risk classes —interest
rates, equities, currencies and commuodities — must
be added up to form the basis of a market risk cap-
ital calculation. The Bank for International
Settlement (BIS) wants banks to have market risk
capital to support their positions in a doomsdav
situation.

GREATER OPPORTUNITIES FOR
DIVERSIFICATION

One means of mitigating risk is through the
process of portfolio diversification. Diversification
simultancously  pools and  subdivides  risks.
Diversitiable risk is also referred to as unsvstemat-
ic risk or idiosyncratic risk. It is the portion of the
total risk of an asset that is not captured by its beta.
Unsystematic risk is the risk unique to a particular
asset. Since investors can eliminate unsystematic
risk from their portfolios by diversitving, thev are
not rewarded for taking this risk.

One of the most compelling reasons for investing,
abroad is diversification. The passage of ERISSA
(Emplovment Retiremoent Security Act of 1972) tur-
ther reinforced the notion of  diversification,
International real estate investment portfolios
revolve around how much investors can gain from
international diversification and the effects of fluc-
tuating exchange rates. Returns on real estate are
much less correlated across countries than within a
country, because of differing economic, political,
institutional, and psychological factors.

There is a large amount of home bias in real estate
portfolio holdings. The reasons for this bias
include the belief that domestic securities provide
investors with a hedge against domestic inflation,
and a conception of formal and informal barriers
against investing in real estate overseas, extra
taxes, and transaction and information costs.
Further, investors are more willing to invest in the
United States than in less familiar countries.

A real estate portfolio consisting of different assets
is not alwavs less risky than one consisting of a sin-
gle asset. A portfolio needs to comprise the kind of
assets that will provide desired diversification.
Once properly diversified, a portfolio is less
exposed to risk, but consequently alse closer to
average rather than maximum returns. This trade-
off between risk and return is known as the risk-
return frontier. Its shape is curvilinear with dimin-
ishing returns matched by an increasing level of
risk. Since there are numerous market inefficien-
cies in real estate, only a few properties are avail-
able for sale at anv given time. Consequently, an
investment porttolio should consist not only of real
estate, but also of common stock and other mar-
ketable securities.

Portfolios can be constructed in such a way that the
overall risk of the portfolio is less than the weight-
ed average of the standard deviation of the indi-
vidual assets. Balance sheets have never really cap-
tured all the financial risks a firm faces. The func-
tion of balance sheets is to account for the histori-
cal performance of the firm. Credit and interest
rate risks in a loan portfolio cannot be quantified
without further information on maturities, coun-
terparties, and the proportion of secured versus
unsecured lending,

IDENTIFYING, DEFINING, MEASURING,
ANALYZING, AND FORECASTING RISKS
Systematic risk is undiversifiable risk, market risk,
or beta risk. Svstematic risk cannot be avoided by
diversifving among securities. Because of this,
investors demand and, over the long run receive,
compensation for bearing such risk in the form of
an excess return. Market risk deals with the level
and timing of absorption and the prices or rental
rates at which this absorption takes place.

Political Risk— Country risk analysis involves an
examination of a country’s economic outlook and
the stability of its government, as well as such fac-
tors as corruption, the crime rate, and the possibil-
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ity of expropriation. In addition to these risks, real
estate is also subject to numerous legislative and
regulatory risks, such as changes in tax laws, rent
control, zoning, and other government-imposed
restrictions,

There is no unanimity vet on what constitutes
political risk in a given country and how to meas-
ure it. Measures of political stability may include
the frequency of changes of government, the level
of violence, the number of armed insurrections,
conflicts with other states, and so on. The basic
function of such stability indicators is to deter-
mine how long the current regime will be in
power and whether the regime will be willing and
able to enforee its foreign investment guarantees.
Most companies believe that greater political sta-
bility means a sater investment environment.
From Canada to the Czech Republic, from India
to Ireland, from South Africa to the former Soviet
Union, and to Zimbabwe, which hosts the most
prominent cthnic land disputes, political move-
ments centered on ethnicity, national identity, and
religion are reemerging to contest some ot the
most fundamental premises of the modern
national state.

Companies differ in their susceptibilities to politi-
cal risk depending on their industry, size, composi-
tion of ownership, level of technology, and degree
of vertical integration. For example, expropriation
or creeping expropriation is more likelv to occur in
the extractive uatility and financial sectors of an
cconomy than in the manufacturing sectors.
Because political risk has a different impact on
cach firm, it is doubtful that anv index of general-
ized political risk will be of much value to a com-
pany selected at random. The specific operating,
and financial characteristics of a company  will
largely determine its susceptibility to political risk
and the eftects of that risk on the value of its for-
cign investment,

In the large majority of countries, expropriation
appears to be used as a fairly selective policy
instrument. Rarely do governments, even revolu-
tionary ones, expropriate foreign investment indis-
criminately. In general, the greater the perceived
benefits to the host economy and the more expen-
sive its replacement by a purely local operation,
the smaller the risk of expropriation.
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One good indicator of the degree of political risk is
the seriousness of capital tlight. Capital flight
refers to the export of savings by a nation’s citizens,
who doubt the satety of their capital. Capital out-
flows can be inferred by using balance of payment
figures. These estimates suggest that capital flight
represents an enormous outflow of tunds from
developing countries. This phenomenon vccurs for
several reasons relating to inappropriate economic
policies, which include government regulations,
controls, and taxes that lower the return on domes-
tic investments.

Business Risks—Business risks involve changes in
occupancy rates, the level of new construction, and
soning and permit regulations, as well as additions
to the competitive supply. Other risks include labor
problems and moratoria on various types of utili-
ties, for example gas, sewers, water, and electricity.

Ditferences among customers and building prac-
tices may result in losses due to construction
delays, the failure to obtain necessary permits, and
the behavior of labor and supervisory personnel,
which may be unacceptable to American investars
and other stakcholders. Business people have to
make subjective estimates. Economists refer to this
situation as an incomplete market —one in which
not all scenario pavofts are replicated.

Risks from Unsound Monetary and Fiscal
Policies — Fiscal irresponsibility is a sign that a
country is likely to be politically risky. The govern-
ment deficit as a percentage of gross national prod-
uct is a risk indicator. The higher this figure, the
more the government is promising to its citizens
relative to the resources it extracts in pavment. The
greater the deticit, the higher the possibility that
the government will not be able to keep all its
promiscs without resorting to expropriations ot
property.

Domestic policies plav a critical role in determin-
ing how effectively a nation deals with external
shocks. Asian nations, for example, successtully
coped with falling commodity prices, increasing
real interest rates, and rising exchange rates,
because their policies promoted relatively low
inflation rates and small current-account deficits.

The opposite was true tor Latin America, where
most countries believed that growth is best pro-
moted by development strategies characterized by
extensive state ownership and control. On the one
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hand, many of these countries took over failing pri-
vate businesses, nationalized the banks, protected
domestic companies against imports, ran up large
foreign debts, and heavily regulated the private
sector. On the other hand, the “East Asian Tigers”
(Hong Kong, South Korea, Taiwan, and Singapore)
demonstrated their ability to imitate and innovate
in the international marketplace.

The lack of foreign competition has contributed to
long-term  inefficiency among Latin American
manufacturers. Latin American producers were
content with the exploitation of domestic markets,
charging prices typically several times the interna-
tional rate for their goods. At the same time, state
expenditures on massive capital projects diverted
resources from the private sector and exports,
Much of this investment funded inefficient state
enterprises, resulting in wasted resources and
large debts. The decline in commodity prices and
the simultaneous rise in real interest rates should
have led to reduced domestic consumption.

Fearing that spending cuts would threaten social
stability, Latin American governments delaved cut-
ting back on projects and social expenditures.
Borrowing overseas filled the gap between con-
sumption and production, enabling them to tem-
porarily enjov artiticiallv high standards of living.
Latin American governments also tried to stimu-
late their economices by increasing state spending
through high rates of monetary expansion. This
response exacerbated their difficulties with high
rates of inflation, combined with fixed exchange
rates, boosting the real exchange rate and resulting,
in higher imports and lower exports.

The overvalued exchange rates, interest rate con-
trols, and political uncertainties triggered massive
capital flight from the region. The result was con-
siderable balance of pavment deficits that necessi-
tated more foreign borrowing and higher debt
service requirements. The amount of unproductive
spending in the economy is an indicator of poten-
tial political risk. To the extent that capital from
abroad is used to subsidize consumption or is
wasted on showcase projects, the government will
have less wealth to draw on to repay the nation’s
forcign debts and is more likelv to resort to
exchange controls and higher taxes.

Risks from Changes in the Country’s Economic
Base— The resource base of a country consists of
its natural, human and financial resources, Other

things being equal, a nation with substantial natu-
ral resources, such as oil or copper, is a better eco-
nomic risk than one without those resources.
However, nations such as South Korea or Taiwan
turn out to be better risks than resource-rich
Argentina or Brazil. Reasons tor this include the
quality of human resources and the degree to
which these resources are put to their most effi-
cient use.

The world economy still needs to make an enor-
mous number of manufactured products. Each
vear, these products have to be made in greater
variety with higher sophistication to meet increas-
ingly stringent industrial and consumer demand.
And vet, cach vear, they must cost less. Of the 47
largest manufacturing businesses in the United
States, 19 specialize in chemicals, biotechnology
and pharmaceuticals. If a country is serious about
providing high-income emplovment, it needs to
make sure it has a high concentration of knowl-
edge-based and capital-intensive industries.

Manutacturing contributes some %6 trillion a vear
to the world gross domestic product of over $30
trilion. Morcover, itemploys an estimated 350 mil-
lion people and in most developed countries, it
accounts for between a ftifth and a quarter of the
gross domestic product. That is down from 357 to
40% half a century ago.

A nation with highly skilled and productive work-
ers, a large pool of scientists and engineers, and
ample management talent has many of the essen-
tial ingredients to foster steady growth and devel-
opment. The next decade is likely to be the era of
the “sliver” company —manufacturing businesses
that focus on a narrow set of products sold world-
wide. Among the factors helping the evolution of
such businesses are reductions in trade barriers,
case of international travel, and the role of the
Internet in allowing small companies to produce
and distribute their products worldwide.

Risks from Minimal Gains in Productivity—The
United States has effectively regained its long-term
productivity growth rate. During the tirst half of
the 20th century — one of the most innovative peri-
ods in history —as well as in the 1990s, productivi-
tv averaged about 2% annually. The biggest pro-
ductivity gainers are the computer and semi-con-
ductor industries. More broadly, non-financial cor-
porations have turned in average productivity
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gains of 2.7% a vear, faster than the pace of the
1960)s.

Productivity in the service sector has been basical-
Iy flat. Service firms have not taced the same glob-
al competition as manufacturing companies and
have had a readv supply of relatively cheap labor.
This disparity in productivity is particularly seri-
ous because the service sector accounts for 75% of
output. Policies that range from encouraging high-
er cducational standards to supporting a few
industry research consortia, help to achieve gains
in productivity. Productivity growth is the single
most important tactor affecting American quality
of life.

Risks Associated with the Localized Nature of
Real Estate — Real estate is a local business because
of the immovability of land and buildings.
Investors take the risk that international, national,
regional, state and local conditions will change.
Two of the risks related to the localized nature of
real estate are local area risks and site-specitic
risks.

Economic feasibility studies conducted for poten-
tial development projects focus on risks inherent in
specitic  sites. Arca-wide  economic  analyses
address how risks relate to international, national,
regional and metropolitan-area developments.
They require a thorough understanding of the pro-
ject’s metropolitan area, because it is large enough
to provide an overview of alternative market loca-
tions.

An understanding of risks inherent in the local
arca requires knowledge about its economic base.
Some real estate analysts look at population, while
others look at income or income per capita, others
focus on retail sales, and still others use all of these
variables. Theyv then measure demand for various
tvpes of goods and services and prepare sensitivi-
ty analvses to determine the derived real estate
demand.

Demographic Risks—The growth of the United
States” population to 350 million people within a
generation will have profound economic and real
estate implications. This increase ot 747 million
people between 2000 and 2025 represents an annu-
al rate of growth of 0.8%, a slight decline from the
previous 30 years, which averaged 0.85% growth.

Projections of increases in the United States” popu-
lation are a function of natural gains—births over
deaths —and immigration. The population base is
now so large that even a small percentage increase
vields a very large number. During the 1940 to 1970
period, the population increased at the higher
average annual compound rate of 1.2%. Yet,
because the base was so much smaller, it resulted
in a gain of only 71.1 million people. In certain
periods, one of these two factors dominates. After
World War I, the increase in long delaved births
gave rise to the Baby Boomers, by far the single
most important factor in the population growth.

The United States will remain an attractive desti-
nation for immigrants from around the world.
Economic opportunities, political freedom, and a
tradition of acceptance and integration ot foreign-
ers will continue to be powerful draws. Immigrant
professional and technical workers will feel strong
incentives to come to the United States, like rela-
tivelv high salaries and opportunities to further
develop their skills in an environment free of polit-
ical and other restraints.

There will be significant opportunities for doctors,
nurses, computer software technicians, electronic
engineers, and scientists with experience in genet-
ics. These opportunities will call workers and
entrepreneurs from China, the Philippines, Russia,
South Korea, India, Pakistan, and other parts of the
world. On balance, immigration produces econom-
ic benefits for the receiving country. Immigrants
are more economically active than the native pop-
ulation, They also tend to be paid less than natives
with similar skills.

Risks from Different Values and Lifestyles — The
pervasive trend in the past 500 years has been to
separate church and state. In some parts of the
world, powerful movements are insisting on a
return to God-centered governments,
Fundamental religious movements have entered
the political arena. Thev are challenging the princi-
ple that government and other civic institutions
should be predominantly secular and religion
should be confined to the private lives of individu-
als and groups.

These movements are reacting against the secular
nature of modern public culture and traditional
values, although it is true that in many countries a
close link between religion and  government
authorities exists. Egalitarian ideologies tend to
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downplay private success, while justitving public
privilege and the pervasiveness of the state. This
distorts the reward pattern and makes it casier to
get rich by politics than by industry, by connection
rather than by performance. One consequence is to
make dealings between states and groups more
volatile. Political violence, whether endemic to the
svstem or occurring mainly at the change of a
regime, has been measured worldwide through
analvzing strikes, riots, and terrorist incidents. The
implications of the resurgence of national, ethnic,
and religious passions are profound.

The idea that diverse and even historically hostile
people could readily be assimilated under larger
political umbrellas in the name of modernization
and progress seems to have failed. Similarly, the
concept of the “melting pot” has become discredit-
ed. The latest idea, that of a "salad bow!” requiring
a “tossing up” rather than a “melting” of back-
grounds, remains to be tested. There is turmoil in
the former Soviet Union and parts of China. These
problems threaten to blow apart the last remnants
of an imperial age that began more than 500 vears
ago. Stretching from the Gulf of Finland to the
mountains of Tibet and bevond, the sheer scale of
the potential instability is taxing the world's capac-
ity to respond. Ethnic unrest is spilling into neigh-
boring countrics, old border disputes are re-ignit-
ing, and civil wars are erupting within two of the
world’s largest nuclear powers.

Generally, American investors are most interested
in the duration of governments, orderly transitions
between regimes, and the stability of economic
policies pertaining to matters such as property
rights and foreign investment regulations and tax-
ation. At the same time as manv states and soci-
eties are fragmenting over religion, ethnicity, and
national culture, their people nourish hopes of
achicving economic progress by allving them-
selves with one of the new trade blocks now taking
shape. The challenge for business is to create prot-
itable opportunities in a world that is simultancous
globalizing and localizing,

Burcaucratic behavior has not been subject to
extensive quantitative analysis, but burcaucrats do
interpret their roles in government very differently
from nation to nation. The international real estate
investment process requires extensive contact with
burcaucratic clites, and, of course, governments
are prime users of space for the most common
international investment of all: office buildings. In

certain Furopean nations, for instance, burcaucrats
view themselves as detached technicians and not
as advocates for the positions thev hold. Yet, these
groups can be extremely powerful and can make
important decisions about issues concerning urban
p]anning, construction, government location, and
even Currency.

Risks from Changes in Income Growth and
Distribution—Nationwide, from the late 1970s to
the late 1990s, the average real income of the low-
est-income families fell by more than 6% in real
terms, while the average real income of middle-
income families grew by about 5%. By contrast, the
average real income of the highest-income tamilies
increased by more than 30,

In the late 1990s, the average annual income of
families in the top 20% of the income distribution
was $137,500 for the United States as a whole. This
is more than 10 times that of the poorest 20% of
tamilies, which had an average income of $13,000.
In New York State, the highest-carning 570 of tam-
ilies gained nearly $108,000 per family over the
past two decades, while the lowest-earning 20% of
familics lost $2,900,

Most Americans feel as it the New Economy's
good-and-plenty train is passing them by, Real
wages are barely budging and only 21% of
Americans have stock market assets outside retire-
ment funds. Growth in real hourly compensation
has dropped from a 4.3% annual rate in the third
quarter of 1998 to 2.3% in 1999, Annual raises in
1999 wvas estimated at 4.2%, down by 0.2% from
1990. The most striking development in the New
Economy for many has been the end of the 40-hour
week, Americans now log more hours on the job
than workers in other industrialized nations.

The share of people working more than 49 hours a
week rose significantly in the late 1980s and early
1990s across all occupations, according to the
Bureau of Labor Statistics, Leading the trend and
posting the longest hours were the highest-paid
workers, managers and  professionals, with as
many as 29.5% logging marathon work weeks in
the late 1980s and carly 1990s, compared with
about 24% in the carly 1980s.

Income distribution i1s another source of frustra-
tion. While executives at Amazon.com in Seattle
watched their paper-wealth mushroom, option-
less customer-service representatives complained

Journal OF Reat ESTATE PORTFOLIO MANAGEMENT, Volume 8, Number Four, 2002 68



of toiling awav for $10 an hour in cyber-sweat-
shops. The Center for Budget and Policy Priorities
and the Economic Policy Institute recently listed
nine states—led by New York—in which the rich-
est 20% of houscholds now earn at least 11 times
the income of the poorest 20%. This points to a
much sharper income disparity between the top
and the bottom than existed two decades ago.

Liguidity Risks—Liquidity risk reflects the
amount of time required to liquidate an mvest-
ment. Real estate has a relatively high degree of lig-
uidity risk. Even normally liquid markets can
become illiquid when they experience extraordi-
nary events, such as the break-up of the Exchange
Rate Mechanism in September 1992, the equity
market crash of October 1987 or the bond market
crash of 1994

The relatively large size of a real estate investment,
the lack of homogencity amang, propertics, the
large number of forces that affect the income
strecam, the variety of ownership alternatives, and
the tax issues related to ownership, as well as high
transaction costs, all act to keep liquidity at low
level. However, the creation of secondary markets
tor real estate debt and equity has improved lig-
uidity. Other factors providing greater liquidity
include the broader securitization and institution-
alization of the real estate markets.

Inflation Risks—Inflation risk demands a higher
rate of return than an investment that is little
affected by price increases. Historically, real estate
has had a relatively small inflation risk, because
the value of the land and buildings increases with
reproduction costs. However, unexpected inflation
can reduce an investor’s rate of return, if the
income from the investment does not increase as
rapidly as the associated costs, including the cost

of debt.

An increasing number of economists believe that
eliminating inflation is not a priority, because the
costs of living with inflation are not high relative to
the costs of reducing it. Thev believe that, to a con-
siderable extent, inflation is “neutral.” The factors
that hurt the economy are not higher prices but the
acceleration in prices and increases in their volatil-
itv. These tend to distort decisions and reduce effi-
clency.

In countries where inflation is high and domestic
intlation hedging is  difficult or impossible,
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investors may hedge by shifting their savings to
foreign currencies deemed less likely to depreciate,

Thev mav also make the shift when they or their

governments expect that a devaluation of an over-
valued currency will hold down domestic interest
rates artificially. In an attempt to control inflation,
Latin American governments imposed price and
interest rate controls. These controls led to turther
capital flight and price rigidity. Distorted prices
gave the wrong signals to residents, sending con-
sumption soaring and production plummeting,

Management Risks —Most real estate investments
require management to keep the space leased and
maintained, in order to preserve the value of the
investment. Another key issue in management risk
is “moral hazard.” Some managers are tempted to
place their own interests ahead of those of the com-
pany or the investor.

Alternatively, local management may assume
more risks than the company and/or the investors
are prepared to take. A powerful conflict can occur
it the local management has different risk aver-
sions and opportunity costs than the home compa-
nv and investors. There is an increasing demand
for better intra-company communication and
assurances that the home company management
directions are carried out. At the very least, the
local management needs to be aware of the need to
retain all or part of the original investment, keep
pace with inflation, and avoid any actions that are
in contlict with local laws and regulations.

Interest Rate Risks —Real estate tends to be highly
leveraged and thus the rate of return carned by
equity investors can be affected by changes in
interest rates. Furthermore, vield rates required by
investors for real estate tend to move with the over-
all level of interest rates in the economy. The use of
leverage in real estate transactions magnifies the
risk. The investor essentially makes a bet on future
land appreciation and  development  profits.
Whether the use of tinancial leverage enhances or
diminishes an investor’s return on equity is deter-
mined by the interplay of the asset’s unleveraged
return and the etfective cost of debt capital.

Changing inflation or deflation scenarios alter the
level of real inflation-adjusted interest rates. As the
inflation rate rises, the real cost of indebtedness
drops, while as detlation increases, the real cost of
indebtedness increases. These events in turn
enhance the value of the properties and decrease

Reatl EstaTe Issurs, Fall/Winter 2002



the vield to the leveraged equity  position.
However, it is important to recognize that the cost
of miscalculating leverage, or contracting a fixed
rate of interest in a reduced-inflation environment,
is greater than the benefit of correctly using lever-
age, or contracting a fixed rate of interest in a
heightened-inflation environment.

Risks from Insufficient Capital Accumulation—
The national savings rate is the sum of net domes-
tic investment (in the capital stock) and net foreign
mvestment (increases in the net claims of the
nation on foreigners). Since the early 1980s, the
United States has stopped investing abroad and
has started selling huge quantities of its own assets
to foreigners.

Recently, the United States has been saving 4% to
5% of its income, while other industrial countrics
have been saving an average ot 10%. The ratio of
domestic and foreign savings to GDI? has declined
from around 18" at the beginning of the 1980s to
less than 10%. The main consequence of this
decline, brought about by the Federal budget
deficit and increased houschold spending, has
been a growing dependence on foreign capital to
finance American investment.,

Currency Risks— A change in the value of the
domestic currency relative to currencies of coun-
tries where a company has real estate investments
involves transaction, translation, and economic
risks. The equilibrium exchange rate between two
currencies is theoretically equal to the ratio of the
price levels between the two countries. The level of
the exchange rate reflects the general price levels in
the home nation and in the foreign nation.
According to the law of one price, a given com-
modity should have the same price (so that the
purchasing power of the two currencies is at pari-
tv) in both countries.

Purchasing power parity theory can be very mis-
leading in part because it suggests that the
exchange rate is completely independent of
changes in the capital account. Another problem is
that it does not take into consideration the exis-
tence of many non-traded goods and services, such
as cement and brick, as well as services rendered
by mechanics, hair stvlists, tamily doctors, and
many others.

International trade tends to equalize the prices of
traded goods and services among nations, but not

the prices of non-traded goods and services. There
are also problems with the relative purchasing
power parity theory, because of significant struc-
tural changes in the economy of various countries.
Trade deficits have a cost: a gradual mortgaging of
future U.S. income to foreigners. Morcover, inter-
national trade theory indicates that consistently
large trade deficits, which are not offset by
increased domestic savings or foreign investments,
lead to downward pressures on domestic currency
and a lack of confidence in the economy.

As the United States becomes a massive net debtor,
it will be exposed to serious financial cycles all over
the world. The other negative impact of the trade
deficit is political. The trade deficit and the grow-
ing foreign stake in the United States tend to feed
crude forms of cconomic nationalism at home,
increasing the risks of a trade war.

Environmental Risks—The value of real estate is
often affected by changes in the environment,
some potentially hazardous. An analysis and fore-
cast of economic and business cycles, as well as
monetary, inflation, and interest rate conditions,
can often assist an investor in mitigating these
risks. In the United  States, the  National
Environmental Policy Act of 1969 is the major
“umbrella” law requiring Federal agencies to care-
fully assess the potential impacts of proposed real
estate and intrastructure projects.

In both the United States and abroad, the process
requires the analysis and use of a systematic inter-
disciplinary approach to determine the environ-
mental impact of every proposed project. Impacts
can be phvsical, visual, auditory, social, and/or eco-
nomic. They include direct and indirect effects, as
well as reasonably foresecable cumulative effects.
The first step in the process is to determine
whether the project will have “No Effect,” “No
Adverse Effect,” or an “Adverse Effect” on the
environment.,

THE MEASUREMENT OF RISK

Measuring risk tactors is a tradeoff between build-
ing a matrix that can capture all the risks inherent
in a portfolio and acquiring data that is manage-
able and quick to use. In general, the number of
risk factors in cach risk class, and the level of detail
involved in defining cach risk factor, should be
greatest where the firm has a large and/or complex
position. This is because the firm needs to know as
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precisely as possible the market risks emanating
from those positions.

Another consideration is the depth and liguidity of
the markets underpinning cach risk factor. For
example, liquid markets with difterent types of
securities of varving maturities will provide more
comprehensive information on risk factor behavior
than less liquid, more thinly traded markets. For
interest rates, there be will be a risk factor for every
currency in which the firm has an interest-rate sen-
sitive position. These factors must be caleulated for
various points on the government bond vield
curve (to capture curve risk) as well as risk factors
for non-government instruments such as swap
rates (to capture spread risks).

For significant interest rate positions, the Bank for
International Settlements (BIS) insists on a mini-
mum of six maturity bands, cach representing a
separate risk tactor. Equities, currencies, and com-
madities are less complicated and thus only
require risk factors for every market in which the
firm has a position. The resulting risk factor matrix
is extensive and impossible to use without the aid
of computers.

RISK MANAGEMENT

THROUGH DERIVATIVES

Risk management is at the forefront of investors’
minds. The evidence is clear that derivatives fulfill
a fundamental cconomic function. Their use is
being applied to an increasingly broad range of
asset classes. Exchange risk management involves
both the financing decision and the investment
decision. Financial executives in multinational cor-
porations face manv factors that have no domestic
counterparts. These factors include exchange and
inflation risks, international differences in tax
rates, multiple money markets —often with limited
access, currency controls, and political risks, such
as sudden and creeping expropriation.

It the derivatives industry did not exist, it would
have to be invented. As is, the entire sector is
booming. A notable feature of the market is a sig-
niticant concentration among a small number of
participating banks. This is one of the main differ-
ences between the current market volatility and the
previous bout of turmoil. The credit derivatives
market is an important part of users” ability to
manage risk. Risk is taken on by the banks and
then redistributed, for example through issuing
bonds with attached warrants on particular com-
panics to retail investors. 1" Morgan is one of the

biggest forces in the global derivatives market.
Others include the Bank of America, CitiGroup,
Credit Suisse  First Boston, Deutsche  Bank,
Goldman Sachs, Merrill Lynch, Morgan Stanley,
and UBS Warburg,

A recent survey (2002)  conducted by the
International Swaps and Derivates Association
{ISDA) showed that the volume of outstanding
interest rate and currency derivatives has reached
582,700 billion, having increased by 20% in the first
six: months of 2002, Equity derivatives have
reached $2,300 billion, while interest rate swaps
have become the most accepted  instrument to
hedge credit duration risk. An increasing number
of actors in the market use interest rate swaps to
customize their lability portfolio. For example, the
Chicago Board of Trade recently launched five-
and ten-year contracts,

Dealers and investors use swaps to adapt to
changes in the economic and financial environ-
ment. In carly September 2002, when the econom-
ic outlook had so deteriorated that no rise in inter-
est rates was in sight, activity in the swaps market
peaked. European pension and insurance funds,
which need to extend debt maturities to match
assets with liabilities, are using the interest rate
swaps market,

The swaps market can provide protection against
the falling equity market and declining interest
rates, both ot which have occurred since the burst-
ing of the dotcom bubble. Government debt man-
agement agencies are employing interest swaps to
reduce maturities and  cut borrowing  costs.
Derivatives are being used far more frequently
than in the past. This marks a fundamental change
in the approach of European institutions.
Insurance companies, in particular, are testing new
means of risk management.

The tastest growing segment of the market is cred-
it derivatives. While the market did not exist in the
mid-1990s, the volume of outstanding contracts
comprised $1,600 billion in mid-2002. Morcover,
the British Bankers” Association believes that they
will reach $1,952 billion by the end of 2002 and
$4,800 billion by the end of 2004, This growth
reflects investors” reach to the market that s
marked by volatile share prices, protound uncer-
tainty about fundamental economic and corporate
trends, and acute risk aversion.
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ESTIMATES OF RISK-WEIGHTED

RATES OF RETURN

The asset allocation policy of an institutional
investor should be guided by the basic philosophy
that capital market behavior is ultimately a func-
tion of underlying cconomic fundamentals. The
real “riskless” rate of return on an investment is the
marginal rate at which people are willing to torgo
present consumption in favor of uncertain future
consumption. This rate depends on both the time
preference for consumption and the marginal etfi-
ciency of investment.

Three concepts of financial cconomics have proven
to be of particular importance in developing, a the-
oretical foundation for international corporate
finance:

1. Arbitrage: Arbitrage pricing theory (APT)
involves the simultancous purchase and sale or
lending and borrowing of two assets or two
groups of equivalent assets in order to profit
from a price disparity. Arbitrage in foreign
exchange markets ensures that comparable for-
cign exchange rates vary minutely, if at all,
among different markets.

b2

Market efficiency: This means that market
prices of capital assets, like ctficient markets,
reflect all available information. This hypothe-
sis has profound implications for investor
behavior. If markets are efficient, all attempts
to outperform market indexes will fail.

|#5]

Capital asset pricing: The capital asset pricing,
model (CAPM) and arbitrage pricing theory
(APT) are the principal pricing theories. In
1952, Harry: M. Markowitz demonstrated a
method of portfolio construction that mini-
mizes risk for each level of expected return,
called the “etficient frontier.”

CONCLUSIONS

Accurate and frequent valuations of derivative
porttolios are essential in determining value at risk
(VAR). VAR is the amount of money an institution

could make or lose due to price changes in the
underlving market.

The implications of VAR on proper risk manage-
ment cannot be over emphasized. Marked-to-mar-
ket valuation reflects true portfolio value, which in
turn implies proper hedging techniques. More fre-
quent marking-to-market practices produce more
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up-to-date risk measurement information and
therefore enable price risk management practices.
Daily marking-to-market is essential for dealers.

The practice and methods of risk management in
derivative portfolios are continually evolving,. Risk
measures such as VAR are replacing more rudi-
mentary risk measures based on notional amounts,
as more participants recognize the benetits of their
accuracy.

The svnthesizing of custom financial contracts and
securities is for financial services what the assem-
bly line production process is for the manutactur-
ing scctor. Options, futures, and other exchange-
traded securities are the raw inputs applied to pre-
scribed combinations over time, to create porttolios
that hedge the various customer liabilities of finan-
cial intermediaries.

Other frequently-used indicators of political risks
include inflation, balance-of-pavment deficits or
surpluses, and the growth rate of per capita GNI
These measures are thought to reveal whether the
economy is in good shape or requires a quick fix,
such as expropriation to increase government rev-
enues or currency inconvertibility to improve the
balance of pavments. In general, the better a coun-
trv’s economic outlook, the less likely it is to face
political and social turmoil.

More subjective measures of political risks are
based on a general perception of cach country’s
attitude toward private enterprise: whether private
enterprise is actively welcomed or is considered a
necessary evil to be eliminated as soon as possible.
A country’s attitude toward multinationals is par-
ticularly relevant and may differ from its views on
local private ownership. In general, most countries
probably view foreign direct investment in terms
of a cost/benefit trade-oft and are not cither for or
against it in principle. From an economic stand-
point, political risk refers to uncertainty over prop-
ertv rights. It the government can expropriate
either legal title to property or the stream of
income it generates, then political risk exists.

Political risk also exists if property owners can be
constrained in using their property. This definition
of political risk encompasses government actions
ranging from outright expropriation to a change in
the tax law that alters the government’s share of
corporate income, to laws that change the rights of
private companies to compete against state-owned
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companies. Each action atfects corporate cash
flows and hence the value of the firm.

Risk is closely correlated to uncertainty. Although
real estate investment risks can often be mitigated,
they can never be entirely climinated. Moreover,
the process of mitigating risks is seldom cost-less.
The essence of risk management lies in identifving
the risk, analvzing it, and tinding the means to eco-
nomically reduce its impact:

B A structure of incentives that rewards risk-tak-
ing in productive ventures: People have clearly
demonstrated that they respond rationally to
incentives, when information and resources are
made available to them,

WA legal structure that stimulates the develop-
ment of free markets: The resulting price signals
are most likely to contain data that are essential
to making efficient use of a nation’s resources,

B Minimal regulations and cconomic distortions:
Complex regulations are costly to implement
and  waste management time  and  other
resources,

B Clear incentives to save and invest: in general,
when such incentives exist, when the economic
rules of the game are straightforward and stable,

and when there is political stability, a nation’s
chances of developing are maximized,

B And an open economy: Not only does free trade
increase competition and permit the realization
of comparative advantage, it also constrains gov-
ernment policies and encourages them to sup-
port increases in living standards and rapid eco-
nomic growth.

The most successful cconomies, such as South
Korea and Taiwan, demonstrate the importance of
aligning domestic incentives with world market
conditions. Statism, the substitution of state-
owned and state-guided enterprises for the private
sector, on the other hand, has proven to be inefti-
cient.

The essential element that distinguishes the true
multinational corporation is its commitment to
seeking out, undertaking, and integrating manu-
facturing, marketing, research and development,
and financing opportunitics on a global basis, A
necessary complement to the integration of world-
wide operations is tlexibility, adaptability and
swiftness, Speed has become one of the critical
competitive weapons in the fight for global market
share. The key maxim in real estate is no longer
“Location, Location, Location,” but “Timing,
Timing, Timing.”

ReAL ESTATE IssuEes, Fall/Winter 2002



WORLD WINNING CITIES —
THE NEXT GENERATION

By Jeremy Kelly
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INTRODUCTION —
CITY COMPETITIVENESS AND REAL ESTATE
itics are the framework of society, and their continuing existence
has become an unquestionable part of world order. They pro-
vide the canvas for most real estate market activities, and under-
standing the factors that have led to the success or tailure of cities is a
vital part of the property process.

But, the nature of citvy competitiveness is changing rapidly. “Model”
growth cycles in “model” world cities based on size, hierarchies, and
cconomic wealth are being increasingly challenged by technology and
by new thinking on what will constitute the winning urban dynamic in
the 21st century. Emerging definitions of success are being based not on
size but on connectivity, not on hierarchies but on networks, and less on
wealth and more on environment, quality of life, culture, city gover-
nance, and marketing.
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And, competition between cities has never been
more intense. City marketing is becoming, a precise
science and branding campaigns, trade missions,
major infrastructure projects and the scecuring of
prestige sporting and cultural events are kev ingre-
dients of city strategies. The role ot property as a
contributor to, rather than as a consequence of
competitive advantage is a vastly under researched
arca and one which we believe will become
increasingly vital to any city intent on making its
mark on the world stage.

Our tirm has theretore launched a major research
programme “World Winning Cities,” representing,
a multi-year quest to identity the winning, cities of
the future. Our aim is to draw together the essence
of contemporary city competitiveness, and to bet-
ter understand the extent to which property can
drive the new citv order. We are focusing on the
trends that will impact on the business and eco-
nomic landscape, in order to predict which cities
will be the rising urban stars of the nest decade,
and cqually importantly those cities that may lose
in the battle for world city status.

The objective of this project is to develop an inno-
vative methodological approach that will allow us
to deconstruct cities and to define and explore the
newly emerging principles of city competition and
how they relate to real estate. In essence our proj-
ect is focused on answering four fundamental
questions:

(iy ~ What does history teach us about recent

winners?

(ii)  Which indicators will be the best predic-

tors of future success?

(iii) Where are the next generation of rising

urban stars?

(iv)  What will or could be real estate’s contri-

bution to a city’s sustainable competitive advan-

tage?

In this paper we contrast the results ot our first
phase analvses, addressing the lessons of history of
winning, cities over the period 1991-2001, with the
much wider questions about the model of world
order that will prevail over the emergence of the
next peneration of urban rising stars.

WINNING CITIES OF THE PAST DECADE

Although the past is not necessarily the best pre-
dictor of the future, it does give a baseline position
from which to describe the nature of likely future
change. In phase one of the project, the firm took a

75

Our search for the essence of competitiveness
is routing us away from the traditional city,
with its steady, reasonably predictable mar-
kets, to the fast vibrant, technology-rich city
of the future where urbanisation and
information go hand in hand to create new

city forms and functions.

look at city performance over the last 10 vears. We
needed to know which cities, from both a general
cconomic and property market’s viewpoint, have
been the most successful in recent years, This
analvsis was undertaken to throw light on the like-
Iv “winning formulae” for tuture city success, and
to set benchmarks against which to measure future
city performance.

The firm analysed historic data covering 100 major
metropolitan arcas worldwide (see Appendix 1).
These cities were selected on the basis of size, func-
tion and corporate rcprvﬁvnmtinn, unsuring that
the balance of cities in each continental region was
broadly in line with cach region’s cconomic
weight. We covered 40 cities in the Americas, 37
citivs in the EMEA region, and 23 cities in the Asia
Pacitic region.

Annual data was analysed for the ten-year period,
1991-2001, for five key measures of city growth and
real estate activity:
B Two Measures of City Growth:
Population Change (% per year)
Emplovment Change (" per vear)
B Two Measures of Real Estate Activity:
Oftfice Net Absorption Rate (as "o stock per vear)
Office Construction Rate (as %o stock per year)
B One measure of Real Estate Performance:

Prime Office Rental Change (real, "o per vear)
This historic data was analyvsed to build up a pic-
ture of city performance over the past ten years.
Our aim was to identify those cities that have cre-
ated the right circumstances to stimulate strong
citv cconomic growth, high levels of real estate
activity and strong real estate performance.

Which cities were the rising urban stars of the past
decade?
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Figure 1

Figure 1 —World Top 10 Cities
Population & Employment Change, 1991 - 2001
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Our analysis of relative growth over last ten vears
shows that the strongest growth has been from
smaller metropolitan arcas of less than two mil-
lion people.

Three cities stand out:

Dubai (in the United Arab Emirates) holds the top
position worldwide for both population and
employment growth, at 5.8% pa and 83"% pa
respectivelv (Figure 1), This rapidly expanding
Emirate citv-state has emerged over the past
decade as a leading economic and trading hub of
the Gult States. Much of its success derives from a
drive to create a favourable environment tor busi-
ness, and in providing the physical infrastructure
to match. Dubai has been activelv promoted on the
international arena, and the city has been success-
ful in attracting foreign companies. [t has grown
rapidly as a tourist destination, and is developing
a high-tech image as an Internet hub citv. Hlowever,
the real estate market is still immature, and the
building boom of recent vears has translated into
an oversupply of office space.

Dublin (the “Celtic Tiger”) has emerged as proba-
bly the most successful city economy and real
estate market of the last decade, and it is the only
ity to score consistently well on all five measures
of performance. Strong emplovment growth (4.1%
pa), and (byv European standards) strong popula-
tion growth (0.7% pa) translated into a very
dynamic office market, characterised by high lev-
els of take-up and high construction activity — the
occupied oftice stock doubled in a decade. Dublin
recorded the strongest real rental growth (at 6.1%
pa) of the 100 cities analvsed (Figure 2). The city’s
growth owes much to the success ot the Irish

Figure 2

Figure 2: World Top 10 Cities
Prime Office Rental Change, 1991 - 2001
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national economy in creating one of Europe’s most
tavourable business environments, Whilst external
subsidy has been a factor, the cconomy’s success
has been built on private investment. Dublin has
captured a significant proportion of Ireland’s tor-
cign direct investment (FDI), attracted by a
favourable tax regime, low regulation, labour mar-
ket flexibility, and access to a well-educated labour
force. IT software and financial services have been
particularly active. Dublin is now Europe’s largest
centre for the sottware industry, with five ot the
world’s leading top ten software companies having
their European centre in Dublin,

Las Vegas has been North America’s fastest growing
metropolitan area, and stands “head and shoul-
ders” above the other North American cities in
terms of population growth, emplovment growth,
office net absorption, and office construction rates
(Figure 3). The city’s population has been growing
by over 70,000 a vear, and Las Vegas is now a city of
1.6 million people. Growth has been underpinned
by a rapidly expanding leisure sector, but as the city
has grown its cconomy has diversified, and low
taxes and low regulation have succeeded in nurtur-
ing new business and attracting new companies and
labour.

Why have these cities been winners? These cities

have created a compelling cocktail of attractions

that has stimulated strong economic growth, and
all three share a number of common features:

B 5ize—with metropolitan area populations of 1.6
million in Las Vegas, 1.1 million in Dublin, and
(.9 million in Dubai.

B Attractive business environments, light regula-
tion, and favourable tax regimes for business,
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Figure 3

Figurem3 - North Ameﬁcan Top 10 Cities
1991 - 2001 (% pa)
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which has led to high levels of inward invest-
ment.

B Strong, in-migration and a successful record of
attracting, skilled and educated labour.

B [ cisure—both Las Vegas and Dubai are under-
pinned by leisure activities, whilst Dublin has
emerged as an important European short-stav
tourist destination.

B Branding — All three cities have developed a
high profile on the international “stage.”

The top city “winners” are spread across the Globe
(in Asia, Europe and America), but our analysis
has identitied significant differences in city growth
between continental regions. Figure 4 shows aver-
age population and emplovment growth in cities
in North America, Western Europe, and Asia
Pacific. North American cities have been the best
generators of new emplovment; Asian cities have
shown strong population growth, whilst European
cities have shown the weakest growth in both pop-
ulation and employment terms.

However it is the ratios between these indicators
that are one of the most revealing aspects of our
analysis. It shows that the last decade was good for
large cities with the rate of employment growth
exceeding the growth in population by a ratio of
1.3 to 1. In Europe and Asia Pacific, on average
cities generated 1.2 new jobs for every additional
resident. In the Americas the ratio was a striking
1.5 to 1, with employment growth far outpertorm-
ing population growth. So on this measure and as
a broad regional generalization, the cities ot North
America were the biggest winners in the past
decade.

Figure 4

Figure 4: Population & Employment Change
by Region 1991 - 2001 (% pa)
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The strength of the North American cities is also
illustrated when looking at the geographical
spread of “winning cities.” Our analysis shows
that individual cities are linking together into clus-
ters to provide sub regional ccosvstems of “win-
ning cities.”

A number of clusters were identified from our
analysis:

Southern LS. —Whilst the North American conti-
nent as a whole has been a significant generator of
new employment over the past decade, as Figure 3
shows, it is in the metropolitan areas of Southern
U.S. where growth has been strongest—in a band
running from Nevada to Florida—and including
the cities of Las Vegas (Nevada), Phoenix
(Arizona), Denver (Colorado), Dallas (Texas),
Atlanta (Georgia), Raleigh and Charlotte (North
Carolina), and Orlando and Tampa (Florida).
These nine metropolitan areas grew in population
by an average rate of 3.1% pa, and have generated
new emplovment at over 4.2"% pa over the past
decade.

Northernt Cirope — European cities have, in general,
recorded relatively weak population, emplovment,
and absorption rates, although rental growth has
been amongst the strongest worldwide (reflecting
inherent supply constraints). Cities in Northern
Europe embracing the Nordic countries, the British
Isles, and the Netherlands have been the strongest
performers in the region (Figure 5).

The Nordic capitals (Stockholm, Copenhagen,
Oslo, and Helsinki) all recorded strong rental
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Figure 5

Figure 5. Europe
Prime Rental Change. 1991-2001
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growth (amongst the highest worldwide), strong
population in-migration (from rural arcas), and
more recently, strong emplovment growth, under-
pinned by IT. On almost every measure of techno-
logical progress, the Nordic region scores amongst
the highest worldwide. This serves to highlight the
emergence ot the Nordic Region over the last
decade as a major force in advanced telecommuni-
cations and IT, capitalising on a highly educated
workforce and several world-class technology
companies.

The main commercial centres in UK and Ireland
(London, Dublin, and Edinburgh) have also per-
formed well on a number of measures. All three
citics have recorded strong  “emplovment-rich”
growth, which has resulted in significant pressures
on their commercial and residential property
stocks.

Amsterdam, the main centre of the highly
urbanised Randstad region has been particularly
successful in attracting footloose companies from
across Europe. The Netherlands is also considered
to have one of the most favourable business oper-
ating environments worldwide, as well as being
supported by an excellent transport and techno-
logical infrastructure.

Coastal/Southern China—The Asian cities, in gener-
al, have had a difficult decade, and the weak per-
formance of most citics has been a legacy of the
Asian financial crisis of the late 1990s. The notable
exception is China, and coastal and southern China
in particular. The changes that have taken place in
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Figure 6: Cities in Developm% Economies
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the last decade in this region have been striking,
and have been epitomised by Guangzhou, which
has emerged in less than a decade into a fully func-
tioning city.

Guangzhou is at the apex of one of the fastest
growing regions worldwide. Together with Hong
Kong, Shenzhen, and several smaller cities, the city
forms part of the Pearl River Delta Mega City,
(which has a combined regional population of
more than 46 million people). The region has seen
rapid urbanisation initially with illegal immigrants
who have now been absorbed formally (leading to
strong population and employment growth). The
region accounts for a thi rd of China’s FDI, which
1sin part a reflection of high cultural and econom-
ic links with Hong Kong and overseas Chinese.
But, growth has come at great environmental cost.
What was once a fertile agricultural region has
been transformed into a sprawling industrial zone.
In addition, the commercial real estate market was
over-supplied for much of the 1990s, with the city
going through an emerging market boom to bust
in office rents, as new construction took place.

Guangrzhou typifies the often patchy and contra-
dictory evidence of “winning cities” within the
developing economies. In most cases, “develop-
ing” citics have been characterised by strong pop-
ulation and employment growth, which have fed
through to high rates of office market activity.
However, property speculation and over-supply
have translated into sharp falls in rents in most of
these cities over the past decade.

JOURNAL OF REAL ESTATE PORTFOLIO MANAGEMENT, Volume 8, Number Four, 2002 78



Figure 7
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Our analysis showed that cities in China (Beijing,
Shanghai, and Guangzhou) and Central and
Eastern Europe (Warsaw, Moscow, Budapest, and
Prague) were the most active markets in “develop-
ing” cconomices in terms of both net absorption
(Figure 6) and construction activity. Other relative-
v active markets were Mexico City, Santiago (in
Chile), and Bangalore (in India).

The cities in “developing” cconomies illustrate that
a city's economic performance is no guarantee of
strong property performance. Qur analysis shows
a positive relationship between population change
and emplovment change in most cities, teeding
through to oftice net absorption and construction
rates. However, the link with property perform-
ance is tenuous. As Figure 7 shows, whilst there is
some evidence of a positive relationship between
city emplovment growth and real estate perform-
ance in Western Europe and Australasia, in North
America any relationship is difficult to prove and
in Asia there is a negative correlation. Guangzhou,
for example, had one of the strongest population
and employment growth rates worldwide, but has
shown one of the sharpest falls in rents over the
same period.

WINNING CITIES OF THE NEXT DECADE

This analysis inevitably raises the question of how
a“winning” city is measured, and it highlights that
“winning” has different meanings for different
stakcholders. For real estate investors, a “winning
citv” is usuallv defined narrowly in terms of real
estate performance, determined not only by a
strong city cconomy, but also critically, issues of
real estate supply constraints and market liquidity.
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These supplv-side and liguidity factors need to be
built into any future model of city performance.
Real estate investors also need to tocus more on
how the corporate sector defines a “winning city,”
in order to identity cities ahead of the “curve.” For
the corporate sector “winning” is increasingly
based on finding the next high-growth consumer
market or low-cost, well educated worktoree,
which tends to be in cities with a vet unproven eco-
nomic track record—the Indian call centre phe-
nomenon in cities such as Bangalore, Mumbai, and
Delhi s a classic case.

So are the next generation of rising urban stars vet
on the corporate radar screen? Our analysis helps
to throw light as to the likely characteristics of the
future “winners.” The winning cities of the future
may well exhibit light regulation, favourable tax
regimes, labour market tlexibility, high inward
investment, in-migration of skilled workers, and
leisure, but in what combinations, in what
strengths, and with what other qualifiers?

Will the criteria for success change in the 21st
Century? There are many agendas that may intlu-
ence the future of cities and here we suggest a
number of competing forces as to the tuture driv-
ers of city form:

Avvreeation Leonomists —The aggregation econo-
mists believe that eritical mass and grounded cap-
ital in real estate and intrastructure will enhance
the value of centrality. The existing successtul glob-
al cities will grow and prosper, despite worsening
congestion and security concerns. We analvsed the
performance of the world top ten cities as meas-
ured by corporate representation of high order
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services. The roll call of cities in the top 10—New
York, London, Paris, Tokyo, Chicago, Los Angeles,
Frankfurt, Milan, Hong Kong, and Singapore — has
few surprises, as the inertia of size and the critical
mass has helped to maintain their positions.
However, what is particularly interesting is that
although they get top scores for volume growth,
these high-order cities have under-performed the
worldwide average on all variables over the past
decade, including real estate activity and perform-
ance (Figure 8).

The leading position of these cities is certainly not
assured. The relationships and dynamic within
and between these global cities is becoming
increasingly subject to competitive price pressures,
to quality of lite issues and, as are many places, to
skill shortages. As we get richer so the balance
between income and opportunity and health, cul-
ture, and leisure pursuits becomes more impor-
tant. Their desire to achieve cultural success will
change the nature of their occupier and investment
protile.

Looking forward, it would be casy to be still influ-
enced by size. The rapid growth in urbanisation
has given rise to “mega cities,” with populations of
more than 10 million people. In 1950 there was
only one city with a population of 10 million or
more—New York. Now there are 16 cities, and by
2015 (according to the United Nations) there will
be 21 cities. With three-quarters of the mega cities
in the developing world, most are not currently
even on the corporate or investor radar screen, but
they will offer considerable opportunities in the
future for global companies from their potential
consumer base and abundant labour supply.

Digital Econmmists —The digital economists con-
versely believe that communications technology
will signiticantly dilute the need for centralised
physical proximity, and commercial activity will
disperse and decentralise into science parks, “sili-
con vallevs,” and informated communities,
However, the consequence of improved communi-
cations technologies will be an increased need for
face-to-face meetings, with cities plaving an even
more crucial role as host for these activities.

Over the past decade we have seen the emergence
of “technologyv-rich” cities in North America, such
San Francisco/Silicon Valley, Boston, Seattle, San
Diego, Raleigh-Durham, Minneapolis, Dallas, and
Austin. In Northern Europe, a similar trend has

emerged, led by the Nordic cities —Stockholm,
Helsinki, and Copenhagen, but also characterising
[.ondon/Thames Valley/Cambridge and Munich.
[n the advanced economies of Asia —Tokvo, Osaka,
Scoul, Singapore, and Taipei all have well devel-
oped technology sectors.

“Lvolution Leapfrogger” Theorists—The ability to
innovate will play a kev role in the continued
development of technology-rich cities, and  the
world’s existing technology clusters have a good
head start. But significantly, a number of cities in
developing and transition economies have strong
innovation bases. Tel Aviv is one of the best exam-
ples, but Moscow, Beijing, and even Tehran all
have well educated populations, high levels of
R&D expenditure, and large number of rescarchers
and science graduates, which combined with the
appropriate communications intrastructure and
business environment could potentially propel
them to economic litt-off.

“Evolution Leapfrogers” believe that cities in
developing and transition countries will use tech-
nology to leap frog the conventional requirements
of physical transport and communications infra-
structure to create a new breed of competitive city.
Where the major IT multi-nationals place their
manufacturing and R&D facilities can often pro-
vide the catalyst for technology-led growth. For
example, in 1989 Intel’s choice of Greater Dublin
tor its largest manufacturing plant outside the US,,
was a contributory factor to the growth of the IT
sector in Dublin during the 1990s. We are secing
the same happening in San Jose in Costa Rica,
which was chosen in 1996 for Intel’s main
microchip plant in Latin America, and most recent-
Iy in 2000 the opening of a major software devel-
opment centre by Intel in Nizhni Novgorod
(Russia’s third largest city, formerly known as
Gorki) could impact on this city in the same wav.

But what will drive the performance of cities in an
cra where technology is abundant but where skills
are in short supply? Cities in some developing
cconomies have a competitive advantage in this
respect. India, for example has developed a degree
of originality in the fields of technology and intel-
lectual research, and at the same time has an abun-
dance of low-cost, skilled, IT-trained manpower.
As a result, cities such as Mumbai (Bombay), Delhi,
Bangalore (the Silicon Vallev of India), Hvderabad,
and Chennai have been successtul in recent years
in attracting I'T and contact centre activities.
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Post Capitalist Econonists — Finally, the post capital-
ist view may be that the Western model of globali-
sation and growth is unsustainable, and that com-
merce will revert to local growth and local control,
and therefore fragmenting property markets. The
issue of sustainable development has been brought
into sharp relief by the Johannesburg World
Summit 2002, and many developing countries,
most recently in Latin America, are questioning the
free-market model of economic development,
while a number of Northern European cities (such
as Helsinki, Stockholm, and Copenhagen) have
actively promoted, and are trying hard to deliver,
the advantages of social and environmental sus-
tainability.

Our analysis and its results, so far have been
unashamedly cconomically based. Economic pros-
perity has been the understandable mainstay in a
citv’'s armoury in attracting investors and occu-
piers, but the property sector should be question-
ing the traditional one-dimensional assumptions
about success. A new class of city may emerge
encouraged by a different set ot drivers where
wealth and economics are a consequence rather
than a pure objective of growth.

NEXT STEPS OF “WORLD

WINNING CITIES” PROJECT

It is likelv that the different theories of urban
development will not be mutually exclusive, and
understanding the new evolutionary models for
different cities in different countries is crucial to
optimising location and investment decisions.
Understanding the role of property to a citv’s
future becomes even more important.

The firm is currentlv building a proprietary data-
base of Keyv Performance Indicators to provide the
context for forward-looking analysis. We are test-
ing the predictive abilities of many different clus-
ters of measures. We are looking to reveal new
relationships between indicators that are critical to
a City’s success —new insights for the real estate
investor, occupicr or developer —reflective not just
of a one-dimensional Western model of city
growth, but of the richness of factors that drive
urban dvnamics across the world. So we can cap-
ture the essence of success for world cities, which
fully acknowledge their diverse stakeholder inter-
ests and their ditferent development objectives.

81

The “World Winning Cities” project will develop a

new set of metrics, benchmarks, and analytical

tools to allow us to:

B Describe and map future changes in city for-
tunes.

B Model and predict the next generation of rising
stars and their promotion to the world city stage.

B Predict the inevitable relegations that will occur
for some cities,

B Analysce the consequences for real estate markets
of changing city fortunes and to predict them
ahead of the curve.

Our search for the essence of competitiveness is
routing us away from the traditional city, with its
steady, reasonably predictable markets, to the fast
vibrant, technology rich city of the tuture where
urbanisation and information go hand in hand to
create new city forms and functions. And from
which we may all be surprised about the future
identity of at least some of the World’s “winning
cities” of the 21st Century.

Appendix 1—City Coverage

Americas

1 Atlanta

% Baltimore

3 Boston

4 Charlotte

5 Chicago

6 Cincinnati

7 Cleveland

8 Dallas

9 Denver

10 Detroit

11 Houston

12 Indianapolis
13 Kansas City
14 Las Vegas
15 Los Angeles
16 Miami

17 Milwaukee
18 Minneapolis
19 Montreal

20 New York
21 Orlando

22 Philadelphia
23 Phoenix

24 Pittsburgh
25 Portland

26 Raleigh

27 Sacramento
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28
29
30
31
32
53
34
35
36
37
38
39
40

Asia-Pacific
41
42
43
44
45
46
47
48
49
50
51
52
53
54
55
56
57
58
59
60
61
62
63

St Louis

San Diego
San Francisco
Seattle

Tampa
Toronto
Vancouver
Washington DC
Buenos Aires
Mexico City
Ric de Janeiro
Santiago

Sao Paulo

Bangalore
Bangkok
Beijing

Delhi
Guangzhou
Hong Kong
Kuala Lumpur
Manila
Mumbai/Bombay
Osaka-Kobe
Seoul
Shanghai
Singapore
Taipei

Tokyo
Adelaide
Auckland
Brisbane
Canberra City
Melbourne
Perth

Sydney
Wellington

Europe, Middle-East and Africa

64
65
66
67
68
69
70
71
72
73
74
75
76
77
78
79
80
81
82
83
84
85
86
87
88
89
90
9N
92
93
94
95
96
97
98
99
100

Amsterdam
Athens
Barcelona
Berlin
Birmingham
Brussels
Cologne
Copenhagen
Dublin

Dusseldorf-Ruhr

Edinburgh

Frankfurt am Main

Geneva
Glasgow
Hamburg
Helsinki
Istanbul
Lisbon
London
Luxembourg
Lyon
Madrid
Manchester
Milan
Munich
Oslo

Paris
Rome
Stockholm
Vienna
Zurich
Budapest
Moscow
Prague

Saint Petersburg

Warsaw
Dubai
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GLOBAL CITIES SYMPOSIUM:
THE GLOBAL CiTY TODAY

By Angus Mclutosh

ABOUT THE AUTHOR

Angus MclIntosh is partier and
head of rescarcl with King Sturge
and s a .\}’L‘('M“ﬁ'f land ecananiist.

his article is based upon the talk given at the Global Cities con-

terence in Boston, Ma, in September 2002, It looks at how we

measure cities and the impact of Asia-Pacific on urban change.
What is the role of cities today and are urban regions consolidating?
Environmental sustainability is increasingly important and relate to
various scenarios for the future. However, the city, and its place in his-
tory, is as important today as it was 2000 years ago.

One image of the city of the tuture is one dominated by global brands
such as McDonald’s, Coca Cola, Starbucks Coffee, and Kentucky Fried
Chicken. All the residents drive global brand cars such as Ford or
General Motors or Nissan or BMW and fly to and from cities in global
brand aircraft designed by Bocing or the Euro Airbus.

Such images replace those of the cold war vears between 1950 and 1990;
thousands of land tanks facing cach other across Europe or Asia have
been replaced by the image of an invasion of corporate capitalism in
every country of the world.
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MEASURING CITIES

The simplistic way to measure cities is by their
population. However, this raises various issucs,
such as defining what is the boundary of a city.
Table 1 lists an economist view of the largest cities
in the world, but ignores the concept of city
regions. Both London and Paris are part of city
regions exceeding 20 million people.

What is noticeable from the above is that the rank-
ing of quality of life, with Vancouver being the
attractive city in terms of quality of life, does not
appear in large cities. Is there is an inverse correla-
tion; large cities are not necessary good places to
live?

ASIA-PACIFIC AND URBAN CHANGE
During the 1980s and 1990s “the Asia Tigers” cities
grew enormously in terms of population and
wealth including Mumbai, Calcutta and Shanghai
shown above. As a result of financial deregulation
and globalisation, Asia-Pacific saw extraordinary
cconomic growth which resulted in their property
markets growing in parallel. In the mid 1990s this
process came to a halt. Several countries experi-
enced a property slump and currency devaluations
plus a series of banking crises. As a result, proper-
ty rents fell. As Table 2 shows, in real terms indus-
trial rental values are today considerably lower
than they were seven yvears ago.

Further analysis from the King Sturge Global
Trends Survey (Table 3) shows major rental ditfer-
ences for both the office and industrial markets
across the world.

As Tables 2 and 3 show, industrial property has
fallen in value in the Asila-Pacific region; it is
nowadays seven times more expensive to rent an
industrial building in London (next to Heathrow
Airport) compared with Shanghai. However,
even within Europe there are one or two areas,
such as Lille, where industrial rents are moder-
ately low. Likewise, in the office market it is much
cheaper to rent an office building in Kuala
Lumpur than in the UK.

This analysis tells us two things; certain major
financial cities such as London and Hong Kong can
command cnormous rents relative to other loca-
tions in the world. Secondly, the cost differentials
of certain locations in Asia-Pacific make them the
obvious location targets for low cost manufactur-
ing facilities. Asia-Pacific is increasingly becoming

the manufacturing zone of the global economy,
with manufacturing employment downsizing in
many North American and European countries.

This reasoning is reflected in the King Sturge
analysis of global workplace locations (Figure 1).

As the chart shows, routine manufacturing can be
in any part of the global economy where costs are
cheap. There is no particular need for face to face
interaction. Heavy manufacturing increasingly
takes place in China and Asia-Pacific.

By contrast, complex face to face negotiations, often
requiring legal documentation, needs to be done in
major cities such as London and New York.

The development of software is another phenome-
non of the global economy. This does not necessary
require face to face contact, but requires “thinking”
time.

This proximity-work ftunction matrix helps us
understand the role of different cities in different
parts of the global economy.

CONSOLIDATION OR URBAN REGIONS
As a result of globalisation, and the strive for cost
efficiency and greater productivity, certain city
states are becoming more important. Increasingly,
it is not countries but city regions which form the
economic network of the global cconomy. As the
carlier table demonstrated, Lille is far less impor-
tant and commands much lower rents than Paris,
despite both cities being in Northern France.

The take-up of office space in major cities includ-
ing PParis in Europe (even during 2001) over the last
four years has been much higher than in the carly
1990s. As the following forecast table suggests
(Table 4), this trend is likely to continue. Cities, not
countries, and city regions will increasingly
become the focus of economic activity as the glob-
al economy becomes increasingly dependent on
the service sector.

Table 4: Euro—City Office
Take-up pa: million m?
10 Year Avg. to 2001 5 Year Avg. from 2002

London—Central 1.0 1.2
Paris—Ille de France 1.6 1.7
Frankfurt 04 0.5
Amsterdam B3 0.32
Madrid 0.4 0.42
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The consolidation of cities, and the growth of the
service sector at the expense of the manufacturing
sector, will result in the greater need for not only
office buildings, but also residential buildings and
good transport systems. Indeed, the whole infra-
structure of cities will need to be improved if this
consolidation is to be successful. Such consolida-
tion involves schools, hospitals, and leisure facili-
ties. And linked to this consolidation is the need for
industrial distribution facilities to support these
mega city region complexes.

ENVIRONMENTAL SUSTAINABILITY

The consolidation of cities leads on to one of the
major challenges of the global economy, that of
environmental sustainability.

A simple definition of environmental sustainabili-
ty is that “a building must be capable of fulfilling

One image of the city of the future is one
dominated by global brands such as
McDonald’s, Coca Cola, Starbucks Coffee
and Kentucky Fried Chicken . .. Such
images replace those of the cold war years
between 1950 and 1990; thousands of land
tanks facing each other across Europe or
Asia have been replaced by the image of an
invasion of corporate capitalism in every
country of the world.

today’s needs without prejudicing future genera-
tions.” This simple statement is easy to make but
harder to justify. It is clear today that global warm-

ing is an increasingly important issue. The follow-
ing table demonstrates this trend.

Temperature: Deviation from Average
(Degree Celsius—Global)

1860 -0.4
1880 -0.2
1900 -0.2
1920 -0.3
1940 -0.05
1960 0.0

1980 0.0

2000 +0.4

Sonrce: Intergovernmental Panel on Climate Change

One of the causes of global warming is the increas-
ing emissions of carbon dioxide. Although there
are a number of gases which can be taken into
account, the one which is increasingly important is
carbon dioxide when considering the issue of envi-
ronmental sustainability.

Carbon Dioxide

Year % Atmosphere
1900 0.028
2000 0.035

Sowrce: Intergovermmental Panel on Climate Change

Some work undertaken at King Sturge, looking at
the energy used by buildings, divides energy con-
sumption to three elements; embodied energy
used in constructing a building, energy in use day
to day and energy used transporting emplovees to
and from an office building,.
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Energy and Offices:
per person Kg CO2 per 10 m? over 20 years
Embodied In-Use Transport  Total

Air-Con out-of-town 10,000 40,000 14,112 64,112
Air-Con in-town 10,000 40,000 7,584 57,584
Old Non Air-Con in-town 2,000 14,000 7,584 23,584

As the table above shows, a new air-conditioned
building in Northern Europe, outside the tradi-
tional town centre, relving on road transport is a
gas guzzler, It generates a vast amount of carbon
dioxide over a 20-vear period.

By contrast, a non air-conditioned refurbished old
building, in a town centre, generates less than half
the carbon dioxide of a brand new out-of-town
oftice building over a 20-vear period.

It is this tvpe of analvsis which will be increasing-
Iv important to understand the future. Even so,
increasing carbon dioxide will increase atmospher-
ic water vapour, create greater climatic change and
weather instabilitv. This volatility and global
warming impact will create more droughts and
flooding (such as in Prague during 2002) and will
result in sea levels rising as the polar ice caps melt.
That will then lead to the following,:

Flooding: High Risk Regions
Venice, ltaly

Tokyo, Japan

South Texas, U.S.

Bangkok, Thailand

Abu Dhabi, UAE

Dubai, UAE

London, UK

Netherlands

New York, U.S.

Sonerce: fames Morrell “Howe to Forecast ™ 20001

It is interesting that certain citics which have
grown enormously in recent yvears, either in terms
of population or in terms of wealth, (or both) are
also cities which are most vulnerable to changes in
the global environment.

GLOBAL SCENARIOS

AND CITIES IN HISTORY

International research undertaken by King Sturge
in connection with the Dublin  Institute  of
Technology suggests that there may be three ways
of looking at the future, but cach of these scenarios

is over-written by the issue of environmental sus-
tainability discussed above,

One scenario is that the world will become more
unruly. The “Lords of Misrule” scenario suggests
that, in 15 vears time international terrorism and
urban crime will both become far more important
and more widespread than they are todav. In parts
of the world, such as Johannesburg or Moscow,
urban crime is already a major problem.

A second scenario is that the “Bazaar” will take
over the world. The world is increasinglv dominat-
ed by a market place. Major global brands, referred
to in the introduction to this article, including
McDonald’s, Boeing, Lockheed, Exxon, Shell Qil
and B’ will, dominate not only the economy of the
world but also politics. Those who earn most will
pav the politicians and expect politicians to coop-
erate with the ambitions of these global companies.

A third scenario is that of “Socratic systems™ where
by we all learn together and tollow the thoughts of
the Greek philosopher Socrates. Making use of the
internet, we learning together; we generate a better
world which is both safer and creates a better qual-
ity of lite for all mankind.

Which ever of the three scenarios dominate cities
of the future, and the reality is that a mixture of
these scenarios and others may  transpire, the
ancient world has much to teach us. Some of the
building blocks of the ancient world such as Rome
are set out as follows.

Ancient Rome: Important Buildings
The Forum

- Religious Buildings

- Political Buildings

- Judicial - Administrative Buildings

Agora - Marketplace

Sports Stadia

Odeon - Smaller Theatre

Baths and Gymnasium - sport centre

Library (“mens sana in corpore sano”)

In any major city in the world today, the building
blocks of Ancient Rome can be seen. All major
cities need religious buildings whether they be
Buddhist stupors, Islamic mosques or Christian
cathedrals.

Parliamentary buildings are equally important and
some countries such as Malaysia are building a

JourNAL OF REAl ESTATE PORTFOLIO MANAGEMENT, Volume 8, Number Four, 2002 86



whole new city to accommuodate the political and
judicial buildings for the future. City governance,
country governance and global governance will
require administrators and  buildings for those
administrators.

All cities are market places in the sense that they
are where people meet to exchange ideas and
goods. Shopping centres and  shopping streets
(both in-town and out-of-town) will be an increas-
ingly important part of a thriving, city.

Sport is alive todav as it was in the ancient
Olympic cra. Sports stadia such as the Olvmpic
Stadium in Svdnev or the new sports facilities in
Cleveland, Ohio or the venue tor the recent football
world cup in Northern Paris, will remain part of
the urban fabric,

Leisure and entertainment will be an on-going,
theme ot all cities, including cinemas and theatres,
In recent vears there has been the development of
multiplex cinema locations, often incorporating,
other facilitics including sports facilities. Health
and fitness is a theme which runs through cities
over many millennia,

The role of culture, and the concept of a healthy
mind within a healthy bodv will prevail, to a
greater or lesser extent, over this generation and
for many generations to come.

The global citv today, whilst experiencing a num-
ber of changes, is based on the global city of ves-
terdav. The success and failure of cities like Rome
or Athens still have much to teach us in the 21st
century,
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WHERE DID THE
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System(E-nual:

everal vears ago this journal published an article of mine entitled

“Wither Away Office Space as We Know It Today?”" The concern

in the article was with the potential impact of the developing
information technologies on office space. Implicit in the title was the
notion that this technology could make office space as we know it
todav irrelevant to the needs of tomorrow’s business organizations. The
conclusion was that while nothing likelv was to happpen over the next
couple ot decades, signiticant change was possible and, indeed, very
likely bevond that time.

A number of things have happened since the time this article was pub-
lished, one of which was the publication of a number of substantive
analvses of how businesses are or should be responding to the technol-
ogv as it develops: A caretul review of these studies might suggest to
some that I underestimated the time that it will take for this “withering
away” to take hold, as well as overestimating the amount of withering
that will occur. [ agree that there is growing body of evidence that sug-
gosts no hint of any diminution in the spatial clustering of information-
intensive activities, something that bodes well tor the office space mar-
ket as we know it todav. Nevertheless, [ still see no reason not to expect
significant change some time in the future. It may take more time to get
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there than I expected earlier, but the likelihood that
long-term structural changes in the economy will
bring about significant structural changes in the
office space market has not in my view dimin-
ished. What follows spells out why 1hold on to this
conclusion.

THE NEW ECONOMY: IS IT A MYTH?

The recent bursting of the dot.com bubble in the
nation’s stock market combined with the disap-
pearance of many if not most of those dot.com
firms raised questions in the minds of many as to
the reality of what was once called the new econo-
my. The reality, of course, is that there never was a
new economy in the sense often described in the
hype that accompanied the emergence ot the
dot.com tirms. There is certainly a lot that is new
going on right now, but what’s happening in the
cconomy can in no sense be characterized as a rad-
ical departure from the past.

In the hype that surrounded the rapid growth in
dot.com firms, there surfaced notions that were
taken by some as the basic clements of such
change. One of these was the weakening of brand
identification. Another was the disappearance of
middlemen. Being tirst in a world ot fast-paced
innovation was also considered to be a critical key
to success because it was believed that the business
world  was fast becoming one in which winners

ldkt‘ 1.]”.

While the business world is changing as it
responds to the opportunities being provided by
our rapidly changing information technologies,
there are no such indications of radical change.
Brand identification has not weakened. There are
still middlemen and ample illustrations of the dis-
appearance of those who were first in the business
implementation of some of the emerging informa-
tion technologies.

There are also numbers that belic any kind of rad-
ical change in the structure of the economy.
Emplovment data broken down by tvpe of indus-
try and occupation give us a rough reading of the
structure of the cconomy and in neither case do we
see anv indication ot radical change. Emplovment
in the nineties continued to shift away from manu-
facturing into services, but the changes were no
greater than those that occurred in the 1980s and
denote the continuation of a trend going back a
half century or more. Of course, some of the recent
shift into services was in activity generally consid-
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The quest for something new and better,
especially in its early stages, leads one into
a world filled with haziness; a world
loaded with ambiguities, There are no
manuals to provide the needed guidance.
There are few books that offer much in the
way of concrete help. What is required is
insight and imagination, much of which
can only be found the minds of able
individuals, who for reasons just
discussed, usually work things

out in co-located teams.

ered to be a key part of the new economy — knowl-
edge-oriented activity. But a careful examination of
the data indicate that close to 75% of the nation’s
workforce remains in occupations that aren't in
that class, ¢.g. personal services, factory workers,
artisans ot various kinds, and low-order white col-
lar positions.

Furthermore, activity in which the economic revo-
lution s taking place—in the area of information
technology —is still small relative to the total, cur-
rently accounting for onlv a little over 5% of the
nation’s emplovment in year 2000

There is no new economy as envisaged by some at
the height of the dot.com boom in the late 1990s.
Yet there are, at the same time, visible signs of
important changes taking place throughout the
economy. Innovation lies at the core of what's been
happening in the economy. While innovation in
business has long been a part of our economic his-
tory, the pace of such activity accelerated during
the last part of the 20th centuryv. This shows up in
business research and development activity which
more than doubled during the decade of the
nineties, increasing from L4% of GDI” in 1990 to
1.8% by vear 20001 1t is also reflected in patent data,
which shows that the number of patents being
issued almost doubled in the 1990s and increased
significantly in terms of the number being issued
per 1000 firms.

There are also literally tens of thousands of report-
ed changes in how firms now do business with
their customers and other businesses, the main
thrust of which has been in the development of
communication svstems. These are changes that
have had the effect of reducing transaction costs
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with both customers and other firms; bringing
about increased management efficiencies that so
far have been concentrated in supply chains; mak-
ing markets more compelitive; and fostering inno-
vation as the competitive tool of choice. Most firms
are now more exposed to competitive pressure and
devote more of their resources to knowledge-ori-
ented activities aimed at generating more mnova-
tion. Hlustrations of how this is working out in
industries that constitute roughly 70% of the total
are to be found in a Brookings task force report on
the Internet. That our cconomic world 1s changing
clearly shows up in what is reported here. But this
report also makes clear that what's happening is a
part of a process of change that is in its carly stages.
Much of what we now do as actors on the econom-
ic stage is not much different from what we have
been doing for sometime now. But there can be no
doubting the tact that what we are doing is chang-
ing and in time we will probably be able to talk
about radical change or operating in a new econo-
my.

ORGANIZING INFORMATION-INTENSIVE
ACTIVITY WHEN INFORMATION COSTS
ARE DIMINISHING

In an ecconomy in which information costs are
diminishing, one would expect dispersion in infor-
mation-intensive activity. The carlier spatial con-
centration of such activity, as noted in myv carlier
paper, was largely the result of efforts to minimize
information costs. Given the information technolo-
gies of the times, being close to one’s co-worker was
the cheapest and most effective wav of getting and
using much of the needed information.

Reductions in information costs, of course, are not
new, and have resulted in the dispersion of infor-
mation-intensive activity in times past. What's hap-
pening now to those costs hints at the possibility of
dispersion, the likes of which we have never seen.
But, as noted in my carlier paper, this won't hap-
pen quickly largely because of the setting in which
more and more tfirms now operate. The environ-
ment is one of fast-paced change and growing
complexity. Dealing with the many problems that
arise in such a setting apparently requires collabo-
ration, with collaborators working in close physical
proximity to one another.

What we have been given from recent rescarch and
interpretations of its results is more insight into
how firms are responding to these problems with
the new tools our technologies are providing.

Clearly those activities that can be carried out on
the basis of instructions written into computer
codes are being, dispersed. They are headed to
where non-information costs are less. There is
nothing new about this. Our current information
technologies have just accelerated the movement.
But there is much activity that continues to be geo-
graphically concentrated and housed in office
buildings as we know them today for what we are
now told to be several good reasons.

['he first of these has to do with the mechanisms
being put in place to connect people, the most
important of which is the Internet. Through the
Internet folks in business now have many more
connections with manyv more people over much
greater distances. Significantly, these are also con-
nections that are both quick and cost etticient. But
to make such connections, there must be standards
that enable the computers or any other media
involved to connect up with one another. There
must also be rules or standards that foster efficient
use of the hardware and software that underlie
these connections. And then there is the matter of
the rapid pace of change in the technologies that
underpin these connections. Incorporating such
changes into the infrastructure requires effort and
vigilance. What firms have apparently found is
that all this activity involves work that is best done
when carried out at some centralized place.

A second reason has to do with the perceived need
to focus more on the consumer. This need arises
partly out of the ever growing complexity of the
operations of business. Complexity in business, of
course, 1s nothing new and what emerged trom it
carlier were operations that had many disparate
parts running scparately from one another —the
silo effect. More recently, silo-driven operations
began to encounter difficulty in markets with
intensified competition and in businesses where
the complexities of operation continued to grow.
Most have now apparently come to believe that the
solution to the problems these conditions create is
the disassembly of those silos. Many firms are now
attempting to do just that through a new found
tocus on the consumer. Those in the silos are being
encouraged (or forced) to realize that what's
important in today’s world is connecting the con-
sumer to all parts of a business operation. This
cries out for some kind of centralized operation
through which the proper messages are developed
and gotten out, feedback is dealt with eftectively
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and the activities associated with such eftorts are
properly coordinated.

In both instances, the underlving reason for the
push towards centralization stems from the simple
fact that much of what has to be done raises ques-
tions that do not have straightforward answers —
matters that involve ambiguities that can only be
worked through with discussion and debate that
draws heavily upon knowledge that resides in the
minds of those involved —tacit knowledge. In a
world of rapid paced change induced by quickly
developing technelogies, there will be lots of this
kind of knowledge-based activity involving teams
of people. The majority belief now is that this can
be best done if 1t is carried out in a setting in which
there is community which is characterized as one
in which there is a good deal of social capital.
While social capital is a collective term that can be
defined in different ways, most consider it to be
things that bind people together in ways that make
cooperative action possible. And the things most
often talked about are trust, mutual understanding
and shared values and behaviors. The presence of
such capital, in turn, is thought to be most likely
found in settings in which there is a good deal of
face-to-tace communication. Thus the argument is
that for a growing number of their concerns, busi-
nesses choose settings in which face-to-tace com-
munication is possible because that means operat-
ing in a sctting that is likely to vield the best
results. Since more and more of the activities of
business fall into the category where such capital is
important, this bodes well for those places that
house that activity, which is office space as we
know it today.

WILL IT GO ON FOREVER?

Studies based on the real-life experiences of tirms
undergoing changes precipitated by technological
innovation suggest that these technologies are
pushing us into an economic world that, in time,
will be significantly different from what we have
today. Thev certainly do raise serious questions
about the likelihood of movement into a world in
which people live and work whereever they
choose. That thev raise such questions, however,
should not obscure the fact that there are elements
in the current situation that, in time, could reduce
significantly the economic importance ot the co-
location of knowledge-based workers in central-
ized locations.
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Consider first the setting in which these concentra-
tions of emplovment occur. They are settings in
which costs are high relative to alternative loca-
tions. High-density areas are places where rent and
labor costs are high, which is reflected in the pri-
vate costs of operation. Thev are also places in
which social costs are high because of congestion
and pollution. This means there is, to begin with, a
built-in incentive to movement away from these
places.

Movement awav from high cost locations, of
course, happens all the time in market economies.
As the cost pressures build from economic growth
in these locations, competitive factors in markets
force firms to look elsewhere for operating, sites.
When such movement makes economic sense, it's
done. That we have many urban agglomerations in
which there are concentrations of knowledge-
based activity apparently reflects the fact that it
doesn’t make sense to do it in many instances. And,
of course, there are the reasons just noted tor
believing this.

BUT WILL IT ALWAYS BE SO?

There are two reasons for believing that the glue
currently  holding  things together in our cities
could lose some of its strength. The first of these lie
in the information technology itself. Face-to-face
communication currently has many advantages
over electronic means of communicating because
current communication technologies represent
only the carly stages of development in what these
technologies are going to give us. As the emerging
multimedia technologies develop, we will have an
intrastructure that will more readilv allow us to
simulate face-to-tace communication. Surely, if the
markets in which this takes place are competitive,
more and more of the knowledge-based activity
now co-located in areas of geographic concentra-
tion will move to lower-cost locations. How much
of this will occur and what location patterns will
emerge is, at this point, a matter of speculation.
What we might expect is that the upcoming
changes in technology will, in time, result in move-
ment awav from locations in citiecs—perhaps a
pood deal of movement.

Another factor may be changes in the volume and
kind of knowledge-based activity in most busi-
nesses. Innovation has become such an important
tool of competitive advantage, and more than a
tew statistics suggest that knowledge has become
an increasingly important input in the production
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process.” Innovative activities, in turn, require
knowledge inputs from qualitied individuals who
deal with extraordinarily ditticult problems. The
quest for something new and better, especially in
its carly stages, leads one into a world filled with
haziness; a world loaded with ambiguities. There
are no manuals to provide the needed guidance.
There are tew books that offer much in the way of
concrete help. What is required is insight and
imagination, much of which can only be tound the
minds of able individuals, who tor reasons just dis-
cussed, usually work things out in co-located
teams.,

If we believe that this kind of activity, which has
increased substantiallv in business over the past
decade, will continue to grow, or at least be sus-
tained in the toreseecable tuture, then there is rea-
son to argue that much if not most of the knowl-
edge-based activities of business will remain con-
centrated in our cities and metropolitan arcas.

BUT IS THIS A REASONABLE BELIEF?

The gquestion is much casier raised than answered.
It's also one about which reasonable people dis-
agree. The answer depends in part on one’s assess-
ment of the opportunities tor innovative activities
and the incentives to engage in them. The matter of
opportunity is important because ideas, the guts of
innovation, just dont drop trom the heavens.
What's happening now in most firms has roots in
the various sciences. Innovation is not necessarily a
lincar process that starts from science and works it
wav through to the commercialization of some
product, but scientific knowledge is the bedrock of
the process. The opportunities for innovation are
very much tied into basic scientific ideas. Prior to
the recession in vear 2000 and the faltering path of
the cconomic recovery since then, there was much
optimism about these opportunities. Areas such as
sottware, hardware, the World Wide Web, biotech-
nology, materials technology, and nanotechnology
were touted as areas of opportunity that would
keep innovation growing forever at an ever-
increasing rate.”

It's not ditficult to be taken in by the arguments of
those who optimistically summarize the techno-
logical opportunitics coming out of what's happen-
ing in that incredible maze of involved and com-
plicated activity we call science. But trving to antic-
ipate what's going to flow out of the scientific dis-
covery that underpins much of our technology is
difticult if not impossible to do. There are never-

theless reasons tor tempering some of this opti-
mism.

One of these is the recent cutbacks in government
funding tor R&D. While private industry efforts
has more than taken up the slack here, industry
cfforts are more geared toward development
rather than research. This shows up in a number of
wavs, including the shift in the R&D to activity
closer to the market, at such firms as Bell, Dupont
and Xerox, firms that were at one time in the fore-
front of industrial research.”

Second, there is the matter of history. The reservoir
from which we draw the ideas that underpin inno-
vative activities has by no means been continuous-
v filled to the brim. Throughout history, there
have been periodic dry spells in innovation. The
ceonomic booms and busts that some believe cover
periods of 30 vears or more have, in the eves of
some, been the result of waves or a time clustering
of innovations." While history doesn’t have to
repeat itself, the possibility of future cvelical move-
ment is there, And if it comes into fruition it will
amplify the eftects created by what appears to be a
current emphasis on the “D” in R&D. The oppor-
tunities for innovation could, in time, dwindle,
which if it happened would lead to some slow-
down in the pace of innovative activity.

There is also the matter of incentives, This is partly
a matter of being able to appropriate the benetits
from innovative activity. The problem here is that
the ideas that give rise to innovation, if not pro-
tected in some way, can be casily borrowed by oth-
ers. The truits of the labor, in other words, can be
appropriated by others if they are not protected.
There are, of course, remedies that have devel-
oped, including patents, copyrights, and operating
stealth. Such measures introduce monopoly ele-
ments in the market, and market restriction of
some sort must be present if there is to be innova-
tion, especially in the early stages of the process.
But competition is equally important in moving
from innovation to commercialization.

In most instances, our legal infrastructure provides
tirms with reasonable protection against the theft
of the ideas that are developed in rescarch.
Appropriating the returns from their investment is
not a serous problem. Morcover, worldwide eco-
nomic developments over the past several decades
have provided the competitive incentive necessary
to push the process to its conclusion. Markets
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worldwide became much more competitive as
Western nations privatized and deregulated indus-
trics and socialist cconomies scrapped their eco-
nomic plans and adopted market solutions for
large chunks of their economy. The globalization of
many markets during this period intensitied the
competitive pressures, thereby adding to the
incentive to innovate.

While there is no reason to believe that much will
happen to alter the incentives to innovate at the
research end of the process, some questions are
raised about the competitive factor at the develop-
ment end. The movement toward markets and the
deregulation of markets appear to have pretty well
run their course. Moreover, there are political
uncertainties in some parts of the world that hint at
movement in a counter direction. Whether this
happens or not depends in part on the perform-
ance of the world economy.

The difficulties affecting most economies over the
past several vears raise more questions about the
incentive to innovate. What has become increas-
ingly clear recently is that the carly notions about a
new economy that moves along in a perpetual
boom-like condition just don't hold up. There is
now reason to argue that we are in the throes of a
recovery that will be slow and arduous compared
with what we experienced in the 1990s, If this turns
out to be case, it implies demand conditions that
will bring forth less innovative activity than expe-
rienced during the go-go vears of the 90s,

While my training in the dismal science of eco-
nomics predisposes me to look at the glass as
though it were half empty, | don't think it can be
denied that there are reasonable arguments that
can be made that the bloom will, in time, come oft
the flower of innovative activity. The concerns ot
business, while still focused heavily on gaining
competitive advantage through innovative effort,
could, in time, shift toward activities that attempt
to consolidate the benefits of outcomes from carli-
er and current efforts. This implies activity that
emphasizes less creative effort and the need for
discovery and focuses instead on the more mun-
dane concern with the validation and rationaliza-
tion of what has and is coming out of innovative
ctfort. This means activity that is likely to involve
less tacit and more codified knowledge, which
could have bearing on the issue of the location of
the people providing the knowledge inputs into
the operation of the firm.,
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WHAT DOES IT ALL MEAN?

Certainly as the “information revolution” untolds,
there is evidence of a considerable amount of activ-
ity that entails knowledge-based people working
in teams in the same geographic location. The
changes that this revolution brought to us have,
thus far, not melted the glue that holds knowledge
workers collaborating in office buildings as we
know them todav. The reason, of course, is that
most of what we do that brings about change is
knowledge-based activity concerned  with prob-
lems and situations filled full of ambiguities. Many
of the knowledge inputs required such as discov-
ery and creativity come out of the heads of those
involved. And what is needed when this is so is
best elicited when the work is done by teams of co-
located people. As long as the revolution continues
in this way, there is no reason to expect these work-
ing arrangements will change. The implication is
an absence of radical change in the wayv in which
we house this work.

There could, of course, be radical change for other
reasons. An unsettled political environment giving,
rise to terrorist attacks of the kind experienced on
the World Trade Center could precipitate some sig-
nificant changes in these housing arrangements.
That possibility aside, it remains true that a funda-
mental underlving reason for the kind of arrange-
ment we have today is the importance of co-loca-
tion in the knowledge-based component of busi-
nesses.

The question raised in this paper is whether that
importance will continue.

To raise this question is, in effect, to ask whether
the technologies emerging today will continue to
sustain, indeed even elevate, the importance of co-
located knowledge-based activity. As [ have pre-
sented the reasons for this importance, the answer
depends in part on what happens to the pace of
future innovation. There are reasonable arguments
that can be made to the effect that what we
observed in the last decade of the 20th century will
return after the economy regains the growth path
it lost during the carly years of the 21st century.
There seems to be much on the opportunity plate
that would keep the pace of business innovation
high for as far out as the eve can see.” As [ see it
this view of the future is too optimistic. The well of
opportunity is not a bottomless pit. If there is a
slowdown at some point in time, as | expect, etforts
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to consolidate what we have been given through
mnovation will lead to activity that will be more
susceptible to geographic dispersal. And there will
be dispersal because of the relative costs of current
arrangements. As I see it in general terms, the
office building, market will, in time, continue to
become more dispersed in geographic space, a
trend that has been there for more than a half cen-
tury. The precise details of the pattern that evolves,
however, is by no means clear. It will depend on
matters that are not now an important part of the
equations we currently have to explain the current
spatial configuration ot this market.

Of course, my view of the future may be tainted bv
the selt-admitted inclination | have to looking at
the water glass as being halt empty, What | have
tried to doin this paper is to point the reader in the
direction of those developments that are most like-
ly to have important bearing on the outcome. Since
reasonable people can disagree about the future
direction of these developments, those concerned
with outcomes cannot avoid the responsibility of
taking a position with respect to these directions.
Now it’s vour turn.
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lobalization processes and responses to them have important

consequences for the growth and development of cities, This,

however, is not a uniform process. The outcome at the regional
and local level is highly ]_)a[h-dvpendvnt on inherited social, economic,
and regulatory structures and relationships. This development path is
heterogeneous and the path to regionalization and globalization of a
city is influenced by multiple factors such as its geographic location,
resource availability, and local productions and service advantages, to
name only a few.

Singapore is often quoted as an exemplary city to have successtully
embedded its development strategy within the global economic circuit
while the main United Arab Emirate (UAE) cities, Abu Dhabi, Dubai,
and Sharjah are among many urban regions in the developing countries
that hope to emulate Singapore as an emerging global city. Although
there has been extensive research examining the impact of the global-
ization process on urban and regional development in various geo-
sraphical areas including Singapore, there is a distinet lack of studies
on the Middle Eastern region, particularly the UAE cities. In view of
this, the following studyv delves into the very path that each ot the sub-
ject cities has employved and is an attempt to evaluate both the past
development and the present and future capacity of their milieu,
through an institutional study approach, to accomplish their respective
“development visions” and emerge as economic centres of the global
supply chain.
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PROCESSES OF GLOBALIZATION AND
THEIR IMPACT ON CITIES

There are many different approaches to the study
of globalization and global cities, but some impor-
tant concepts that have emerged from the body of
literature are complementarities and competition.
As networks develop, they engage in complemen-
tary activities; at the same time, they compete with
cach other to attract investments as illustrated in
the studies reviewed in the following sections.

In their efforts to secure international investment,
countries and cities todav are increasing their oper-
ations in conditions of changing comparative
advantage. As a result, rather than relving solely
on traditional concepts of comparative advantage
in terms of lowest production costs or highest
investment incentives; cities are forming urban
alliances and economic synergies within and
across national boundaries in order to utilise dif-
ferent urban/regional functions and tactor advan-
tages towards accomplishing common economic
objectives.

Network functionality and competitive co-opera-
tion creates synergistic effects for a win-win situa-
tion. Success is often dependent on the ability to
otfer institutionalising processes to attract flows of
investment and entrepreneurship and to offer a
variety of external economies of sufficient scope
and scale to business.

One significant aspect that emerges from these
studies is the recognition of the increasing impor-
tance of the business environment as a determin-
ing factor in the competitiveness of a city. Central
to this is the role of policy factors and institutional
design of a citv. As a result, the institutional
approach has gained importance in explaining the
competitive and comparative advantage of cities.

THE INSTITUTIONAL APPROACH

The institutional approach has gained importance
for analvzing the diversity of economic formations
in different regions in recent years. Institutions
have been defined as “rules of the game” in a soci-
cty. Organizations, whether political, cconomic, or
social, behave and perform within a framework
defined by institutions, which are regarded as both
tormal and informal rules. Formal rules are laws
and regulations while the informal rules are
norms, conventions, traditions, and customs.

Thus, the institutional approach does not empha-
size the presence of institutions per se but rather
the process of institutionalization — the institution-
alizing processes that both encourage and support
diftused entreprencurship—a recognized set of
conduct, supports, and practicu&

The questions to ask therefore—are cities up to the
challenge of creating the kind of institutional thick-
ness required? Are existing and inherited institu-
tional structures and interest groups an obstacle to
the Kind of innovative milicu that is required for
embedding entreprencurship and international
capital?

RESEARCH METHOD

The methodology underpinning this resecarch
draws upon the institutional school of urban
analysis and academic work on world cities and
global urban networks. In essence this is an exam-
ination of rules, regulations, conventions, and
structures that shape processes and resultant inter-
actions vis-a-vis the citv’s capacity for attracting
and embedding international business.

In evaluating institutional capacities in the studies,
a series of semi-structured interviews were con-
ducted. These involved senior policy makers from
ditferent government departments and agencices,
concerned with the formulation and implementa-
tion of cconomic and urban policy. International
private sector participants were drawn from eco-
nomic sectors that have been identified as being
central to the economic globalization process in
terms of higher value added functions as well as
the more traditional sectors of comparative advan-
tage in each case studv city. Overall a total of 118
interviews were carried out in the four cities
encompassing 15 different private categories.

The questionnaires and the interview programme
were designed to enable detailed exploration of
perceptions and actual experiences of both public
officials and international firms in respect of a
range of institutional processes and capacities
framing and facilitating the business environment
in the studied cases. These include general devel-
opment vision, the stability of the business envi-
ronment, security of investment, impact of specific
regulations, and the quality of spatial development
and infrastructural capacity.
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Exhibit 1

Singapore’s GDP at Current

Market prices: 1960- 2000

Data Sewrce: Singapore Department of Statistics
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UAE GDP at Current Market prices:
1975—2000
UAL Annual Economic Accounts different years

[ VL) L UL 1

300

AT i
1710 4

F
‘4
i
VEE
1ed

J
i Tt o
wten v
yopen IRAN
™ aws
Al Noms Khayman,
e s Deywayn,
Apnan, Khawe Fsakar
JATAK s Cban STANAN A ayar
Ve sabal Ak,
ABU DHABI
A Ay
A Gy
SAUDE ARABIA o
OMAN
-

Pwau Batam

SINGAPORE

The competitive city of Singapore (Exhibit 1), as
we know it today, has developed through rapid
economic and socio-cultural transformations.
This development model is built on the recogni-
tion by the public administration for value addi-
tion and adaptation of an export-oriented
growth model, a strategy employed by most
emerging markets in Asia. Singapore transi-
tioned from a manufacturing base in the late
1960s and 19705, to a knowledge intensive sector
in the 1980s. This led to an advancement in the
value chain in this sector in the 19905, to reach
the platform of a highly recognized regional city
of the 21st century, demonstrating the strong
fundamentals of the institutional system. The
liconomic Development Board (EDB) and the
Trade Development Board (TDB) are the key
drivers for taking Singapore in the regional and
global marketplace and are the statutory bodies
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that aim at attracting businesses through fiscal
incentives, sound business policies and environ-
ment.

Moving towards the new century, the institutions
have initiated the Singapore 21 plan. This includes
Tourism 21, Industry 21, and Construction 21,
which are mandates to establish and achieve poals
within these sectors.

To date, more than 5,000 international companies
operate in Singapore, with about half having
regional operations. This growth has been con-
tributed to a significant extent by the 20% foreign
workers that reside in Singapore. This large popu-
lation base of expatriates reiterates the demo-
graphic etfects of globalization on cities.

UNITED ARAB EMIRATES

United Arab Emirates (Exhibit 2), hereon UAE, a
federation of seven emirates— Abu Dhabi, Dubai,
Sharjah, Ajman, Ras al Khaimah, Umm al Qawain
and Fujairah, was established in 1971. Of these
seven emirates, Abu Dhabi and Dubai account for
60% and 25% of UAE's Gross Domestic Product
and have been the frontrunners in the economic
growth in the decade spanning 1990-2000, when
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the UAE recorded a growth of over 80"%. Today, the
country is a major regional centre for trade and
shipping, and business and IT services. A report by
Emirates Industrial Bank (EIB) issued in May 1999
ranks the UAE as the third most important re-
export center in the world (after Hong Kong and
Singapore respectivelv).

With its low custom tariffs, no personal income tax,
low corporate tax, and secure business environ-
ment, UAE has become a preferred business loca-
tion in the Middle East market. UAE citizens
account for a little over 20% of the population,
which further emphasizes the need to study an
institutional system that caters to economy and its
development.

Abu Dhabi is the largest of the seven emirates and
the federal capital. It is the biggest oil producer in
the UAL, controlling more than 85% of the UAE's
total oil output capacity and over 90% of its crude
reserves. Abu Dhabi’s primary strategy has been
the privatization of the manufacturing sector, a
notable example of which is the Taweelah A-1
Independent Water and Power Project. At the same
time Abu Dhabi has diversified its economic base
particularly aiming at developing oil related petro-
chemical industries as well as producer services
and tourism.

Dubai: The Emirate of Dubai, world renowned for
the Burj al-Arab 7-star hotel, is built along the edge
of a narrow 10-kilometres long, winding creck
which divides the southern section of Bur Dubai,
the city’s traditional heart, from the northern arca
of Deira. Dubai’s oil reserve has reduced over the
past decade and is now expected to be exhausted
within 20 vears. Given the depleted natural
resources, this emirate has diversified its strategy
for development with added emphasis on provid-
ing a service base for financial services, 1T, tourism,
sporting events, and transit trade, in its bid to
become the financial, business, and high tech cen-
tre for the region. In the aftermath of September 11,
2001 and the U.S. government’s decision to clamp-
down on funds and investment from the Middle
East, according to the Financial Times about $200
billionn of Arab funds have been withdrawn trom
the U.S. Much of this will be reinvested in Dubai
strengthening the cityv's position as a global finan-
cial and business center in the Middle East North
Africa region.

Sharjah: The Emirate of Sharjah extends along
approximatelv 16 kilometres of the UAE's Gulf
coastline and is a major industrial base for the
UAE. Sharjah is the junior partner to Abu Dhabi
and Dubai in terms of contribution to overall GDP.
As with the other two main emirates Sharjah has
also made a concerted effort to diversify its econo-
my in to trade, retail, tourism as well as its capac-
ities in producer service functions. The govern-
ment has sought to boost foreign investment and
trade in several ways, including the setting up of
the Sharjah Airport International Free Zone (SAIF
Zone) and the development of the Hamrivah Free
Zone (HFZA). Sharjah was recognized by
UNESCO as the Cultural Capital of the Arab
World in 1998.

The overall institutional set up in the UAE is a two
tier svstem comprising the federal level and indi-
vidual emirate levels. The rulers of the seven emi-
rates in the UAE comprise the Federal Supreme
Council which elects the countryv’s President and
Vice President at five-yearly intervals from
amongst its members. The different emirates,
however, have a large degree of independence in
deciding and implementing their social and eco-
nomic development strategies and policivs.

KEY FINDINGS

The most important message emanating tfrom this
work is to reconfirm the central role of institutions
in cconomic development and competitive posi-
tion of cities in the world economy. In Singapore a
clear definition and openness of the intended goals
tor the country along with the initiatives that are
made available to both public and private organi-
zations through a focused, harmonised, transpar-
ent and accountable institutional structure has
allowed the regulations and business markets to
align their interests. This unification has resulted in
Singapore attaining immense growth and global
recognition.

Active feedback with the international business in
developing policies has allowed businesses to
realign their respective objectives, thereby avoid-
ing shocks and increasing adaptability. This two
fold advantage of effective implementation and
continuous dialogue on policies is set to be taken
further with the establishment of the Singapore
Business Federation, whose primary mandate is
to cater to the business community in Singapore.
Notably, the responses from public and private
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organizations bore similarities that reflected the
transparency and openness in the business cul-
ture. This is one of the keys to a successtul city,
where interests and aspiration of the business
community are in line with the institutions and
VICE VeTsa.

As a result of the strong institutional participation
in business tacilitation and efficient servicing,
there is an air of business security created. This is
further substantiated by a strong legal sector,
Singapore has been commended by all respon-
dents for its ability to maintain a just legal frame-
work that is pragmatic and highly efficient. The
move by an international company to include
Singapore laws for any arbitration in their region-
al assignment is an adequate retlective of the
same. In addition to the sound legal environment,
the regulations tor conducting businesses were
also seen as highly adequate. Except for the rising
property prices, the availability of local finance
and over regulation, all other issues ranging from
the policy stability, corruption and business set up
were seen to be pro-business. The accountability
and openness ot the institutional structure, more-
over, allows for ecarly identification of problem
arcas and implementation of strategies for rectify-
ing the situation, be it in terms of enhancing the
city’s cultural and leisure facilities or liberalization
of the banking scector.

The most important issues facing Singapore in
terms of its future development strategy is ensur-
ing the supply of high calibre knowledge based
workers and managers for the expansion of its cor-
porate services and knowledge based services as
well as fostering greater innovation. The former is
dependent on maintaining the citv’s attractiveness
to foreign talent as well as expanding training of
home grown talent through its well developed
education system. The latter on the other hand can
be partially explained by the stage at which the
country has entered this innovation train. ADB
(Asian Development Outlook 2001) outlines that
areas such as Singapore and Taipei relied on initial
acquisition of technology, through collaborative
R&D and joint ventures with multinationals to
seed the innovation, It then marketed this innova-
tion through the development of necessary physi-
cal infrastructure and telecommunications for
firms to practice the same and sustain. Theretore
the actual cultivation of R&D ventures is restricted.
Another aspect to nurturing innovation may be
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sought in a cultural change to set the mind free and
allow expression ot individual initiatives outside
the current tendency for “in the box™ and secure
work culture and practices.

In the case of UAE, Dubai is clearly the most
dvnamic and institutionally most developed of the
three examined cities, Similar to Singapore it has a
tocused cconomic vision built around its tradition-
al role as the trade and transport hub of the Middle
East which it now wants to expand to regional
higher value added functions in corporate and 1T
services, niche rescarch and development activity
and tourism. Abu Dhabi is also tollowing a similar
development strategy but with a greater focus on
the development of capital intensive petro-chemi-
cal industries and services. Sharjah has a substan-
tially smaller economy. Its economic vision is in the
first instance based on the more modest objectives
of exploiting niche markets for establishing itself as
a regional manufacturing base relving on its lower
cost factors to attract largely small and medium
enterprises. At the same time the city is also aiming
at expanding its gas and oil industries, developing
a niche cultural tourism industry as well as its
higher value added functions for capturing at least
a part of the market for regional corporate services
and HQ functions. This is parallel to its desire for
becoming the higher educational hub of UAE and
the greater region while maintaining its strong,
local cultural and identity.

In terms of their regional ambitions and interna-
tional investment all three UAE cities have to some
degree a privileged position as none of their poten-
tial competitors can match the combination of
incentives offered by their political and economic
stability, high level of infrastructural development,
business support facilities and quality of life.
Indeed, all three cities and particularly Dubai have
succeeded in exploiting this advantage in estab-
lishing themselves as the premier regional HQ and
corporate service location as well as tourist desti-
nation. Based on the Singaporean experience, how-
ever, their long term success and further growth as
regional centres for higher value added functions
is dependent on addressing certain institutional
concerns/issues highlighted in this rescarch. These
can be divided into common areas of concern ema-
nating trom ftederal regulations and structures and
those that are specific to the individual emirates.
The former relates to the need for reform of feder-
al regulation in certain areas such as local partner-
ship and agency requirements, labour laws and

Real Estary Issues, Fall/Winter 2002



property ownership as well as enhancing the qual-
itv of the legal svstem. To a certain degree immi-
nent UAE entry into WTO will enforce reform of
the more restrictive federal regulations such as the
local partnership requirement.

One area of specitic emirate concerns that is com-
mon to all three UAE cities is the shortage of
human resource capacities to enable greater instiu-
tionalization of the decision making and imple-
mentation process, business facilitation and effi-
cient servicing. Similar to the case of Singapore,
this issue must be tackled through a twin strategy
of training local capacity and attracting, foreign tal-
ent of the highest caliber. In addition innovative
schemes could be developed to enhance the effi-
ciency and knowledge base of existing personnel
as well as fostering greater inter-institutional coor-
dination and creating a sense of common purpose
and understanding. A good example here is the
“fire-fly” scheme used in Singapore. To this must
be added weaknesses in terms of robust feedback
mechanisms with international business for policy
development and implementation. Clearly there
are differences between the three cities. Dubai is by
far institutionally the most developed and focused.
Abu Dhabi on the other hand has emerged as insti-
tutionally the weakest. Not only in the arcas out-
lined but also in its lack of institutional awareness,
unnecessary burcaucracy and the prevalent gift
oriented work culture which leads to excessive
personalization of government/business interface
and therefore creates uncertainty and the scope for
increased corruption. The most important area of
concern specific to Sharjah stems from a lack of suf-
ficient clarity in its economic objectives and its
effective circulation as well as a perceived imbal-
ance between social and economic objectives.

Finally, a major issue of concern relates to the soli-
tary go-it-alone attitude evident in all three cities.
The Singaporcan example has highlighted the ben-
ctits of creating synergies for full utilization of
potentials and complementary factors endow-
ments. In the case of UAE the most logical starting
point for creating such svnergies is between the
ditferent emirates themselves, Clearly none of the
emirates can atford to be hampered in pursuing its
developmental objectives by the contlicting inter-
ests and development strategies of the other emi-
rates. Nevertheless, there are major interconnec-
tions and complementary functional activities
which should be harnessed to greater effect,
Nowhere is this more evident than between Dubai

and Sharjah which from a regional perspective can
be considered as part of the same urban conurba-
tion. This was clearly evident from our interviews
with firms in both cities highlighting the comple-
mentarities between the two cities as benetiting
their regional competitive positions. Morcover the
logic and imperative for creation of such synergies
has increased, given the stated objectives of Dubai
and Sharjah in becominyg regional centres for niche
rescarch and development and educational activi-
tics. The most important element in the success of
R&[D regions is the creation of a highly innovative
and networking milicu. Such innovative networks
are in turn more likely to be created in a growing
urban agglomeration which utilises all of its inno-
vative potential including existing industries and
academic institutions, Here there is a clear case for
encouraging  greater svnergetic development
between Dubai and Sharjah particularly in terms of
academic and industrial links to harness and direct
the innovative potential towards creating, a sus-
tainable R&D environment, This of course would
have to be a long term objective building up
research capacities through an interconnected pro-
gramme of industrial and academic development
in both locations.

As can be seen, there is an increased understand-
ing among nations and cities of the competition
that they must endure in order to link their econo-
my to the global value chain. The development
strategy is a formal order of just that, where in the
city defines its role in this value chain and utilizes
its resources and comparative advantages to posi-
tion itself as the peer for the product. However, this
accomplishment can casily fall short with the lack
ot effective institutional thickness and nimbleness.
As the ‘rules of the game’ these institutions estab-
lish a tramework for achieving the set vision and
create an urban environment that phyvsically and
cconomically helps in sustaining its competitive-
ness. Singapore has achieved significant success in
the last four decades, from a small city to a region-
al and an Asian city. It now aspires to become a
global city for business functions and the above
studv explores the potentials and shortcomings
that it possesses in its stride. As for the three UAE
cities, the intra city functions and inter city tunc-
tions are presented in the study.

Whether Dubai will be successtul in emulating
Singapore, or whether Dubai and Sharjah will
work complementarily, or it Sharjah can formulate
a clearer vision, Abu Dhabi a more sophisticated
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institutional set up. or tor that matter Singapore a
plobal city in the future, is an aspect that will have
to be seen. But one thing that clearly stands out for
all the subject cities is the need to recognize and
implement strategies that support, exploit and
benefit the socio-cconomic status of the citv and
the human capital that builds it. Theretore, for the
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UAE cities, Singapore may stand as an exemplary
example of a city, but tor Singapore the need to
launch turther in the global economy rests on the
samw principle as required in the UAE cities, the
human capital and their capacity to build, foster
and add value to the knowledge based economies
ot the world.
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Council member states (Bahrain, Kuwait, Oman, Saudi Arabia,

Qatar, and United Arab Emirates) has reached a level of maturi-
tv that is commensurate with the U.S. and European Union. 50 much
so that clearly defined sub markets are now emerging. These are about
to be joined by another exciting concept new to the Middle East, the
outlet mall.

Thu shopping center market in The Arabian Gulf Co-Operation

REGIONAL CENTERS

At the top end of the scale are the major regional department store
anchored speciality centers such as Al Faisaliah and Kingdom Mall in
Riyvadh, Al Rashid Mall in Al Khobar, New BurJuman and Wafi Mall in
Dubai, and Seef Mall in Bahrain.

HYPERMARKETS

Next come the hy permarket/supermarket-anchored centers typified by
the Citv Centre format of the Majid Al Futtaim Group of Dubai and
Carrefour of France and now being joined by Geéant-owned by Casino
also from France and Fu-Com of Bahrain in the Gulf. These centers
range to up to 130,000 sq m (approx. 1,400,000 sq ft).
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“STRIP” CENTERS

A third category comprises smaller centers typical-
Iv in the 7,500 sq m (approx. 81,000 sq ft) to 15,000
sq m (approx. 161,000 sq ft) GLA range. These may
well be of high quality but without anv significant
department store or big box-tvpe anchor. Usually

((approx. 2,668,500 sq ft) of retail and occupving a
site of 1,200 acres.

AIRPORT AND RAILWAY RETAILING
The dutv-free reputation of the Gulf's leading air-
ports is legendary; however, the overall retail offer

located in strip tvpe has failed to keep pace
. : : . [SWDTIT TAST : 2
locations  such  as nen » with  other  leading
_ ... S !
Jumeirah Beach Road, - R Jra— world  class airports.
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An increasingly impor- g enhanced by privatiza-
tant category embraces tion, to create an airport
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a broad range of mixed — g retail offer representa-
s e o
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use projects in which C vl tive of the range and
retail plays a significant . ‘ARABIA o . quality available in the
role. This may take the s region’s leading malls.
) i E e iy, « s - . 1
torm of overall space So far, airport retailing
such as Al Ghurair }C‘it\' i = o has muat]}\' been con-
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Dubai and in others e T e fined to air-side duty
where  the  shopping, . free. The opportunities
center provides a kev L for the development of
critical component ele- ok landside  shopping to
2 } ) “wearme SOMALIA , P -}h'
ment to the success of include  convenience
the overall scheme, In o and supermarket shop-
the ftormer both  ele- ping for arriving pas-
ments —retail and non-retail—in - effect become sengers, airport statf and other non-travelling visi-

‘mutual anchors’ of the scheme, while in the latter
the non-retail will assume many of the facets of an
anchor. These typicallv will comprise a substantial
residential and/or office content that have the effect
of generating regular footfall from a virtually “tied’
audience.

include  Emirates  Towers
Boulevard, Dubai and Fotouh Al Khair Centre and
Abu Dhabi Mall in Abu Dhabi. It is over the next
fow vears, however, that significant projects of this
tvpe will be completed. In Dubai these will include
Dubai Marina, Festival City and Palm Islands. In
Cairo, Stars City, in Kuwait the Millennium
Waterfront, and in Bahrain the Amwaj Island and
Durrat Al-Bahrain projects. These are significant
projects in - international terms with the Dubai
Festival City, providing 248,000 sq metres

Existing  examples

tors are open to be exploited.

The recent announcement that construction will
start this vear on the first phase of a public trans-
port railway svstem in Dubai with the main rail
station located near the Municipality HQ will be
the tocal point of new development including
shopping malls, theatres and cinemas. Once again
Dubai will be setting the trend for others in the
region to emulate in future vears.

OUTLET MALLS

All of this retail space —some 6.5 million sq meters
(70,000,000 sq fty Gross Leasable Area (‘GLA") in
modern shopping centers across the region by
2005 — estimated by Retail International —with
some 250 cross border brands, is generating an
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urgent requirement for the development and pro-
vision of outlet malls.

These shopping centers offer a combination of
famous brands at discount prices often incorporat-
ing leisure activities in an exciting environment
targeted at visitors of all ages. Such centers not
only appeal to bargain hunters but also provide a
convenient outlet for retailers to shift slow-selling
merchandise, tacilitating frequent turnover of
stock and a constantly refreshed image.

Several developers in the region are known to be
planning a series of outlet malls across the Middle
East with details soon to be announced.

In Europe market leaders include Freeport and
McArthurGlen with, in North America, The Mills
Carporation, now also moving into Europe.

In the US. such centers are tvpically well over
100,000 sq meters (approx. 1,100,000 sq ft) GLA and
require a catchment population in excess of 500,000
within a ten to fifteen minutes drive.

[n Europe outlet centers may be much smaller with
25,000 s meters (say 270,000-sq ft) GLA typical but
the trend toward US. dimensions is growing,
Apart from quality and value an ingredient essen-
tial for the success of any such center is acres of car
parking often averaging at the ratio of I car space
per 10 sq meters or around 100 sq ft GLA.

RENTAL VALUES

The Middle East is no different from many other
multinational markets with a wide disparity of
rental values across the region. The issue can be
clouded too by the payment of “kev” monev or
premium by tenants to secure shop units in partic-
ularly sought after locations. This is particularly
prevalent in Kuwait where at one time a secondary
market developed in trading vacant shop units as a
commodity rather than for normal retail purposes.

In more recent vears with the ever-increasing
sophistication of shopping center management
tt‘chniqucs‘, the introduction of turn over rents,
service charges and legally enforceable leases the
practice of tenants being able to trade on their units
without returning them to the landlord is dving
out.

Rents are always pavable in advance and mav
range from monthly, three monthly, bi-annually, or
in buovant markets, annually. The Arabian Gulf
States with the exception of the United Arab
Emirates operate the metric system ot measure-
ment, whereas the UAE still uses Imperial (feet and
inches). All of the Gulf currencies are fixed to the
U.S. Dollar that makes comparison relatively easy.
However with some quoting rents in square feet
per annum, some in square meters per month and
others in square meters per annum, a spreadsheet
and I’C can be usceful!

The division of shop units into zones for the assess-
ment of rental value such as is the norm in the
United Kingdom is not practiced in the Gulf with
an overall standard rate being charged.

The most expensive location in the Middle East is
Dubai where top retail rental values are between
the equivalent of U.S$100 to U.S.$150 per square
foot per annum. Retail rents in Dubai will howev-
er come under extreme pressure in the next few
vears as the growth of new shopping centre space
seems unabated. Lowest rates at around U.S.$50 to
U.SS100 are likely to be found in cities such as
Muscat, Oman.

INVESTMENT RETURNS

The basis of comparing real estate investments in
the Middle East varies considerably from that con-
ventionally known in the west. In many cases land
value may not be included because cither it has
been held in the family for generations or may
have been gifted by a ruling tamily. Equally it is
only rarely that a shopping center will change
hands. This may only come about due more to a
rearrangement of ownership internally between
two members of an owning family or in times of a
severely distressed market when the lender may be
forced to foreclose on a loan.

If Western valuation techniques are applied aver-

age mvestment returns or capitalization rates are
&

generally in the region of 10%.

FUNDING

Shopping center developers, who are also almost
alwavs the owners, finance their projects from a
variety of resources. Some may come entirely or
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Exhibit 1

Middle East

Estimated completed and

planned shopping centers by gross leaseable
area in square meters

Souerce Retail hiternationali € 200)2

Middle East Shopping Centre Surfe;gpring 2b02
Estimated Completed and Planned
Shopping Centres by GLA m2

2,146,000 m2
in the pipeline
[
4,373,000 m2
completed

substantially from internal equity, some may be
provided by conventional bank loans or mortgages
from cither local or international banks. These
depending upon the size of the project may be syn-
dicated to a number of banks. Project costs up to
U.S.$ 1 billion are not unknown. Local and inter-
national banks mav also provide borrowings using
Islamic banking principles that eschew the concept
of interest and although too detailed to develop in
this paper, gencerally involve the lender taking
some form of equity ownership in the project for a
specified period at the end of which the ownership
is “sold” back to the borrower at a pre-determined
price to show the lender a margin for the provision
of finance.

Retail Sales Figures

Unlike North America such information is a close-
ly guarded secret among the Gulf retailers.
Experience however indicates that high-end fash-
ion apparel in top locations such as Dubai may
average in the order of U.S$500 per square foot.
Sales of jewelry, gold and perfume however are
likely to substantially exceed this figure. Many
shops also operate as showrooms with wealthy
customers having merchandise sent to their homes
for private viewing and purchase rather than in
mall. Transactions such as these may be large and
may not teature in the trading returns tor individ-
ual shop units.

Exlubit 2
Middle East Total Shopping Center Space
planned as a proportion of the total.

Sowrce Retarl Tntermahionalv C 20002

g 838

Pipsiine to Total %
o238 838

4t

—— v T T T 4

1997 1908 1989 2000 2001 2002 2003 2004

GEOGRAPHY

The Arabian Gulf (or Persian Gulf as its is known in
the West) lies in west Asia on the east of the Arabian
peninsula. With Kuwait at its head it divides the
countries of Iraq and Iran on the east from Saudi
Arabia and the other Gulf States on the west.

The leading Gulf countries are The Kingdom of
Saudi Arabia, The United Arab Emirates, The
Sultanate of Oman, The Kingdom of Bahrain, The
State of Qatar and the State of Kuwait. Although
each is entirely independent and a member of the
United Nations and World Trade Organization,
they are ecach a member of the Arabian Gulf Co-
Operation Council. This is somewhat similar to the
European Union aimed at increasing integration in
terms of trade and monetary union between the
member countries.

With minimal personal taxation the region enjovs
enormous wealth due to the vast deposits of natu-
ral carbons (il & gas) and other minerals. Gross
Domestic Product per capita ranges from about
$10,000 in the less well off regions to well over
U.5.525,000 in the wealthiest cities and states, such
as Qatar, Kuwait and UAE.

The population of the region is rapidly expanding
with one of the voungest demographic profiles.
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The total is estimated at around 40 million of
which over half are in Saudi Arabia. The popula-
tion is predominantly urban with cities such as
Riyadh, capital of Saudi Arabia, reported to have a
population of around 5 million. Other principal
cities are Jeddah (Saudi Arabia), Kuwait City
(Kuwait), Dubai (UAE), Abu Dhabi (capital of the
UAE), Sharjah (UAE), Manama (capital of
Bahrain), Doha (capital of Qatar) and Muscal (cap-
ital of Oman). Apart from Jeddah, the former capi-
tal of Saudi Arabia, with a population of around 3
million, these other cities range tfrom around
500,000 to 750,000.

The indigenous populations are boosted by large
numbers of expatriate workers and their tamilies
including, many from South and East Asia and
from the West.

The environment therefore is totally multicultural
providing not only for exciting and vibrant com-
munities but opportunitics for retailers with a
unique range ot trading opportunities.
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SECTION 1
INTRODUCTION AND MARKET CONTEXT

recent vears has been driven by several main factors — continued

strong growth in the general economy, high levels of inward
investment particularly in the I'T sector, expansion of the financial serv-
ices sector and growth in urban tourism. The dominant role of Dublin
and its surrounding Greater Dublin Area (GDA) can be illustrated by a
comparison of the GDA to the rest of Ireland. The GDA, incorporating
Dublin and surrounding counties of Kildare, Meath and Wicklow con-
tains 1.53 million inhabitants, representing almost 407 of national pop-
ulation (CSO, 2002). Approximately 47.5% of all immigrants into
Ireland come to this region and 49% of all employment growth in
Ireland is located there (Williams and Shiels, 2002). This growing dom-
inance of the Greater Dublin Area and Dublin city in particular places
particular pressures on urban land markets and is clearly evidenced in
emerging constraints in the GDA including problems of accessibility
and congestion, infrastructure constraints and affordable housing diffi-

The demand for commercial real estate in the Dublin market in

culties.
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A critical appraisal ot the Dublin urban land devel-
opment pattern indicates a major surge in outward
infrastructure led development with a notable
absence of inter-suburban transport links and
essential services infrastructure. In summary, the
Dublin urban land market is a clear example of the
ditficulties involved in managing rapid economic
growth in an urban arca in a sustainable manner.
The analvsis, which tollows, includes research con-
ducted under the Luropean Union Group for
European  Metropolitan  Areas  Comparative
Analysis, Second Project (EU GEMACA 11, 2001)
and the Quarterly Reports on Property Investment
undertaken by the Dublin Institute of Technology
(DIT) and Lambert Smith Hampton (LSH) during
2001 and 2002.

The structure of this article comprises of an intro-
duction and analvsis of the Dublin market context
in Section 1, an examination of the changing eco-
nomic driving forces for real estate demand in
Section 2 and an overview of current sectoral
investment patterns in Section 3, followed by con-
clusions.

DEMAND FOR REAL ESTATE

There is clearly a strong correlation between eco-
nomic growth, emplovment trends and demand
for real estate. Over the period 1990 to 2002 the eco-
nomic protile of Dublin has changed trom one of
the weaker urban economies of Northwest Europe
to one of the strongest. Growth in Dublin current-
Iv accounts for over 38% of Irish GNP, which has
been increasing by approximately 8% per annum
in the vears to 2001, This compares with the stag-
nant economy of the middle to late 1980s and an
emergence from recession in the carly 1990s,
Employment  trends  show  that employment
growth of 34% or 127,000 new jobs was evidenced
over the period 1995 to 2000 (Dublin Chamber Of
Commerce, 2000). Unemplovment has reduced
from 12% in 1996 to 4% in 2000. Financial services,
the IT industry, construction and general business
services have shown the strongest growth over the
period. The weakening international and  local
economy is retlected in the more modest growth
rate of 3% expected in 2002

RESULTING COMMERCIAL DEMAND

As a result of the region’s economic activity there
are over 40,000 businesses in the city, 37,000 of
which are service companies, and 1,300 manufac-
turing companies along with the state and semi-
state sector (GEMACA 1L, 2001). Commercial activ-

ities in the city are centered on the old commercial
business district, the new urban renewal areas
adjacent to the commercial core and the new
peripheral areas particularly to the west of the city.
Examples of traditional industry in Dublin includ-
ed the Food and Drinks Sector such as Guinness,
Irish Distillers and Cadbury while a dominant
force in new demand has been inward investment
in the Electronics/Computer Software  Sector
whose significance to the region is illustrated by
their employvment levels (e.g.: Intel 4,000+ and IBM
Ireland 3,500+).

The Financial Services sector has experienced
strong, growth in demand for Real Estate over the
19905 with over 30,000 emploved in the sector com-
pared to approximately 15,0000 in the 1980s. These
activities are centered on Dublin’s International
Financial Services Centre developed with the assis-
tance of urban renewal incentives and preferential
taxation regimes. Projects in this scheme qualified
for a 10% rate of corporation tax until the end of
2005 after which they will be subject to the new
standard 12.5% Corporation Tax Rate. This low tax
svstem has been considered essential in the attrac-
tion of foreign direct investment of all types. Other
strong erowth sectors include telecommunications,
teleservices and pharmaceuticals.

THE ROLE OF PUBLIC POLICY

The Regulatory and Public Policy framework with-
in which real estate development operates is an
essential contributory factor to shaping urban land
markets. Since 1963, a statutory planning process
has evolved in Dublin which involves the respon-
sible local authority (e.g. Dublin Citv Council)
preparing a legally enforceable development plan
for the arca under its responsibility. Such develop-
ment plan includes zoning and segregation of var-
ious land uses and proposals for infrastructure
including roads, water and sewage. Each develop-
ment plan includes a policy statement and a set of
land use maps. Once adopted, all proposals for
development other than exempted development
(below certain sizes ete.) must be approved by the
local planning authority and must conform to the
development plan. The local planning authority
does not have the financial resources or powers to
implement the development plan. It is dependent
on its regulatory function to ensure that developer
proposals comply with its requirements. The exist-
ing financial basis of urban government gives a
dominant role to central government agencies with
regard to public infrastructure provision. Essential
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infrastructure development in the urban areas,
while planned at local level, can only be imple-
mented with the commitment of central govern-
ment resources. This effectively produces a plan-
ning svstem, which is regulatory and reactive to
development proposals rather than proactive. A
speculative market approach to urban develop-
ment dominates in all sectors with developers and
investors anticipating, future demand within the
regulatory constraints of the development plan.

A significant aspect of the Dublin policy experi-
ence, which is viewed as innovative and relatively
successful, is urban renewal policies. In the
Planning Act of 1963 powers were given to local
authorities to identify obsolete arcas or areas in
need of renovation. Special powers including the
right to compulsorily acquire land interests were
available to achieve renewal of such area. While
initial schemes met with limited success, only since
1986 and the introduction of specific urban renew-
al arcas have serious policy initiatives in this area
been launched. It can now be seen that such
polices, adapted over time in view ot the cyclical
movement in economic trends, have contributed to
the modern development of Dublin in a significant
manner.

URBAN RENEWAL AND LAND MARKETS
IN DUBLIN

Globalization and the economic restructuring of
the 1970s and 1980s necessitated the development
of a variety of urban management and renewal ini-
tiatives over the period to 2002, Urban develop-
ment and renewal programs in Dublin have devel-
oped trom taxation-based programs encouraging,
development activity to a broader integrated arca
plan approach encompassing social and economic
objectives. Grants and complex fiscal incentives
guide land uses towards specific forms of develop-
ment. This stimulation of construction and invest-
ment in a stagnant economy resulted in the suc-
cessful physical redevelopment of designated
inner-city arcas, albeit with problems in displace-
ment and a narrow scope of social and economic
benefits,

The major successes of the designated  arca
schemes are often cited as: The International
Financial Services Centre developed at the Custom
House Docks and the Temple Bar Project. The
Temple Bar project involved the conservation and
renewal of a historic district of the City with a land
use emphasis on cultural, leisure and tourism uses.
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This pattern of successful physical redevelopment
contributed to, and was assisted by, the major
improvements in economic confidence in Dublin
during the 1990s.

The new approach to urban renewal since the 1998
urban renewal guidelines involves a more holistic
approach to urban development with integrated
physical, social and  economic regeneration.
Integrated Arca Plans are prepared by local
authority targeting arcas in need of renovation in
consultation with local representative groups.
Such plans include issues such as urban design,
local economic development, education and envi-
ronmental improvements. A selective use of incen-
tives and public funding can be used to assist
implementation and progress is monitored on an
annual basis to cnsure physical, economic and
social progress.

An example of this new approach is the Dublin
Docklands Development Area. An extensive devel-
opment area of 520 hectares (1,285 acres) have been
included in the master plan since 1997 with a total
investment of €6.3 billion’ envisaged over the peri-
od to 2012 by public and private sources. Targets
set include the creation of 30-40,000 new jobs, pop-
ulation increase from 16,500 to 45,000 and 11,000
new homes including 20% social and affordable
homes. Permission for development within these
arcas is based upon the contribution of such devel-
opments to the general aim of the plan and can
involve planning gain type agreements where
developments agree to specific community gains
in returns for permissions. With strong economic
growth in the late 1990s significant development
activity levels continue to be achieved in the vari-
ous renewal areas of central Dublin,

URBAN GOVERNANCE

The framework within which the urban land
development market operates has been a major
focus of ongoing policy discussions in the Dublin
context. The fragmented nature of local urban gov-
ernance, with competing local authorities within
the Dublin area and separate agencies having
important responsibilities with regard to essential
infrastructure and services, requires a transforma-
tion to take account of the rapid and partly unco-
ordinated expansion of the city region in the past
six vears. The region faces a specific problem in
dealing with the problems of scattered urbaniza-
tion characterised by low population densities and
automobile dependency. A strategic development
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plan for the entire region has been developed, giv-
ing statutory guidelines to the local authorities
involved and promotes development in strategical-
Iy chosen transportation corridors. Full implemen-
tation of this or alternative regional strategies are
dependent on the adoption of the new national
spatial development plan and the development of
a regional agency to implement a strategy for the
Dublin area. Proposals with regard to improving
these issues are currently being debated at the
national political level.

SECTION 2
COMMERCIAL PROPERTY MARKETS
AND INVESTMENT IN 2002-2003

DOMESTIC CLIMATE CHANGING

The overall economic outlook for Ireland has
weakened in 2002, There is now an official govern-
ment recognition that the boom is over and that a
less benign climate than we have experienced in
recent vears has emerged. All participants in the
cconomy are being prepared for a tougher regime
ahead. This will be particularly clear in a much
tighter budget in December 2002 as the public
finances deteriorate leading to cutbacks in spend-
ing in 2003,

A fturther major implication of the deteriorating
finances is a suggested pay freeze in the public sec-
tor. This opens up the possibility of industrial
unrest within the public sector and the associated
impact that this would have on the economy as it
stands but also on the prospects for the flow of for-
cign direct investment (FDI) into the country. The
Irish Equity Market has continued to pertorm
poorly losing 19% in the third quarter 2002 and has
damaged confidence among investors and also
among the wider public,

Against these negative developments, the passing
of the referendum in 2002 on the Nice Agreement
has claritied the position in relation to the future
expansion of the EU and removed a divisive and
potentially damaging issue from the economic
landscape.

Despite the negatives, investors view that selected
properties can offer a safe haven due to concerns
about the volatility of the equity markets.

ECONOMIC INDICATORS
Despite the growth in retail sales in August 2002,
the most recent measure of consumer confidence is

not encouraging. The  Irish  Intercontinental
Bank/Economic and Social Research Institute
(IIB/ESRI) Consumer Sentiment Indicator (2002)
shows that sentiment weakened in September by
over 4% since August and by over 15% since
September 2001 The fall in confidence is partly
due to expectations as to labor market conditions
over the next vear and consumers view of their
own current and future financial prospects.

On the industrial front the  Irish  Business
Emplovers Confederation (IBEC)/ESRI Monthly
Industrial Survey for September 2002 shows some-
what mixed results. In the capital goods industries,
expectations as to production, home sales, exports
and emplovment are generally better than a month
previously; while for intermediate goods and con-
sumer goods the trends are mostly negative. The
IBEC/ESRI survey results are consistent with the
data on industrial production, which shows manu-
facturing output up 10.1% in the vear to August
2002 but down 4% in the period June-August
against  the previous three months  (Central
Statistics Office, 2002). The most significant
increases were in Publishing & Printing and in
Pharmaceuticals and Medical products. Indeed the
growth occurring in the latter sector mav be pro-
viding a somewhat misleading picture of the
health ot the overall industrial sector, The sector is
largely overseas-owned, capital intensive and with
a lower value-added contribution to the economy
than other sectors.

Reflecting the mixed performance of the sector,
industrial emplovment tell by 10,300 (3.8%) in the
vear to June 2002, with the electrical equipment
sector alone losing 8,300 jobs over the period.
Other sectors, which lost jobs, included Textiles (-
1,500), and Paper and Publishing (-1,700).

RETAIL SALES

Provisional data for August 2002 shows that the
volume of retail sales (excluding motor trades) rose
by 4.8 over the previous 12 months, The value
increase over the same period was 7.8%. However,
when the data is examined using the rolling three-
month index up to July 2002, the annual increase is
only 2.2%. In addition, the detailed sectoral infor-
mation available to July 2002 shows significant
variation across sectors. It also indicates that a
number of sectors, which have had strong growth
over the 12-month period, actually experienced
decline in the most recent three-month period.
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CONSUMER PRICES AND INFLATION
Consumer prices rose by 0.5% in the month and by
4.5% in the vear to September 2002, While the
annual increase is above the July and June levels, it
has not increased on the August level and is slight-
ly below the annual increases experienced earlier
in the year. This may suggest that the inflation rate
has peaked and mav slowly decline as the econo-
my slows down.

[reland remains at the top of the EU inflation
league at well over twice the EU average and is the
only country with an inflation level above 4%,
although 4 other countries are very close to this
level. This prolonged period at the top of the infla-
tion band serves to damage the regions competi-
tive position against other countries within the
Euro zone. Combined with a somewhat stronger
Euro affects Irish competitiveness against non-
Euro zone economies.

PUBLIC FINANCES

Tax receipts for the first nine months of 2002 are
well below the target set in last December’s budg-
et. In particular, income tax revenue is down
almost 11% so far this vear against a target growth
tor the vear as a whole of 1%. Corporation taxes
have risen in the first nine months, but at only
about 30% of the projected level. Current spending,
has run ahead of target, over 20% to end
September compared to a target for the year as a
whole of just over 14%. The overshoot in capital
spending is of the same order of magnitude.

The implications ot this combined trend in spend-
ing overruns and tax shortfalls are tor spending
cutbacks. This could include curbs in employment
in the public sector, with the consequent impact on
service delivery, and capital spending cuts with
longer-term implications for the efficiency of the
economy.

COMPARATIVE INVESTMENT CLIMATE

Total returns on the Irish equity markets this vear
(to end September 2002) shows a loss of over 30%,
with a loss of almost 19% in the third quarter alone.
The bond market has benefited from some flight
from equity. Total return on the Irish bond market
to end September was over 6.5%, with the long end
of the maturity range showing the greatest return,
Total returns for Irish property for the third quar-
ter of 2002 were 1% with overall returns for the last
12 months being just under 3%. In 2002 it was spec-
ulated that property might act as a safe haven tor
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Table 1
Economic Indicators (% change per annum)

2002 2003
GDP 4.0 4.0
GNP 325 3.5
Personal consumer spending 3.0 3.0
CPI 4.6 4.5
Employment (%) 1.0 1.0
Employment Total (000) 20 20
of which:
® Industry (000) -15 0
B Services (000) 35 20
Unemployment {000} 95 100+
Unemployment rate % 5.0 5.3
Exports 5.0 7.0
Imports 50 6.0

Soprces: Central Bunk of Ircland, ESKRI wid DIT estinnates.

capital moving from equity or indeed fresh invest-
ment funds looking for a home. As regards the
institutional investment market this does not
appear to have happened. Property’s weighting
within portfolios had automatically grown as
property values increased over the past few vears
and institutions are divesting of some property
assets in order to re-establish its weighting in port-
folios at about 7%. The bond market would appear
to be fulfilling the role of a safe haven. This may
reflect investors” unwillingness to commit funds to
the less liquid asset of property in order to have
funds available to facilitate a return to the equity
sector in the future,

Both the office and industrial markets recorded
negative capital growth with yields rising and
rental values falling; however, the income return in
both these sectors managed to maintain slightly
positive overall returns. The retail sector continues
to perform well recording an overall return of 3.1%
for the quarter, which was the result of a shght
drop in vields and a significant uplift in rental
value. It is expected that property returns will
remain positive for the remainder of 2002 support-
ed by the strong performance from the retail sector.
Given the recent rental evidence emerging now on
Grafton Street, increasing rental values in the retail
sector will push capital growth although it is like-
Iv that vields will bottom out. Rental values in both
the industrial and oftice sector may continue to tall
however again with the exception of out-of-town
offices it is likely that vields will stabilize.
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DIT/LSH research (2002) indicates that investment
spent over the third quarter of the vear was
approximately €32.5 million. The level of invest-
ment in the market has continued to fall from €135
million during the first three months of the vear to
€81.6 million during the second quarter and now
just €32.5 million. The total spend therefore for the
vear to date is €249 million which is well down on
the €460 million expended in the market at the end
of September 2001, Much of the reason for the low
spend has been the shortage of product in the mar-
ket so far this vear. However given the significant
increase in the supply experienced since the end of
September a much increased level of expenditure
for the final quarter of the year is expected.

An analysis of the market spend by sector shows
that industrial accounted for approximately 58% of
the second quarter total with approximately 36%
placed in offices and the balance of 6% placed in
retail product.

SECTION 3
SECTORAL INVESTMENT PATTERNS

OFFICE INVESTMENT PROPERTY

Investors placed just €11.8 million (approximately
36" of market spending) in the office sector during
the third quarter of the vear. This is down on the
€30 million and €15.4 million spent during the first
and second quarters of the year respectively. The
overall level of spending so far this year at €57.2
million is signiticantly down on the €181 million
spent this time last vear. Almost all of the market
spending between the last quarter has been in the
city center of Dublin and this again reflects the
nervousness telt by investors in the out of town
market.

DIT/LSH research indicates that the current supply
of office accommodation in the Greater Dublin
Area remains at approximately 650,000-sq. m (7
million-sq. ft) with 64" of this supplyv located in
out of town arcas. Of the total amount of space
available, approximately 210,000-sq. m (2.26 mil-
lion sq. ft) is proposed and unlikely to be con-
structed without pre-lets having been obtained.
Leaving aside space proposed, current availability
therefore stands at approximately 440,000 sq. m
(4.73 million sq. tt), of this amount just 300,000 sq.
m (3.23 million sq. ft) is available immediately with
the remainder of 140,000 sq. m (1.5 million sq. ft)
being space under construction.

LLSH research indicates that take up for the third
quarter of the year amounted to 34,600-sq. m
(373,000 sq. tt). This is down slightly on the figures
recorded for the first and second quarters of the
vear at 37,000 sq. m (398,000 sq. ft) and 43,500 sq. m
(468,300 sq. ft) respectively. Therefore the total take
up for the vear to date stands at 115,000-sq. m (just
less than 1.24 million sq. ft). The take-up figure for
the tull year 2001 amounted to approximately
93,000-s¢. m (1 million sq. ft) and therefore already
during the first three-quarters of the vear, this has
been exceeded. In a significant turnaround on the
previous quarters of the year approximately 80%
of take-up levels was situated in out of town loca-
tions. Activity in the office sector has improved;
however, tenants seeking space have a significant
amount of choice of properties at their disposal
and can negotiate very competitive rental levels.
This continues to have an impact on the market.

As at the end of September there was approxi-
mately €147 million worth of office investment
property available on the market. This is a signifi-
cant increase on the €57 million worth of invest-
ments available at the end of the last quarter and is
made up mainly of the €70 million lot size Garda
Headquarters on Harcourt Street brought to the
market in early September. 74% of the investments
now available are in the €10 million + size range.
Since the end of September a further €90 million
worth of investments has come to the market
increasing the average lot size available from (4.7
million at the end of June to €11 million. It is likely
that city center investments will be in demand with
vields unlikely to drift however as we have said
before the outlook for out of town market is much
more uncertain.

RETAIL INVESTMENT PROPERTY

DIT/LSH resecarch indicates very little activity
occurring in the Dublin retail market, as there was
a significant shortage of product. Just €1.8 million,
6% of the total spending was placed in retail prop-
erty during the third quarter of the year. The total
amount invested in retail property for the first 9
months has amounted to approximately €120 mil-
lion; just over 48" of total market spending.

During the year prime Dublin retail vields contin-
ued to fall mainly as a result of the shortage of
investment product and the perceived rental
growth possibilities. Following the letting of the
property at 1 St. Stephen’s Green and a number of
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rent review  settlements, which have followed,
Zone A rental levels have now shifted towards the
(5,500 per 5. m mark (IRZI00 per sq. tt). The view
is now that although there continues to be a
demand for retail accommodation in prime loca-
tions the rate of rental growth going forward is
likely to slow down significantly. This will obvi-
ously have an impact on the vields which investors
are prepared to accept from investment product.
Also given that there are a number of investment
properties in Dublin’s central business district on
Grafton Street and Henry Street available the laws
of supply and demand would indicate that some
impact on vicelds must be the result.

INDUSTRIAL INVESTMENT PROPERTY
Investors placed approximately €18.8m (58" of
market spending) in the industrial sector over the
past 3 months. It is slightly up on the €17.6m spent
during the second quarter with the total spending
in industrial property for the year to date now
standing at €79.4m. Again this is an increase in the
€o0m placed in industrial property by this time last
vear. Industrial is traditionally viewed as a deten-
sive stock given its higher income return and this
combined with the greater availability of industri-
al investments so far this vear is attracting, invest-
ment in this sector.

End user take up in the industrial market had sta-
bilized during the second quarter of 2002, This
trend appears to have been maintained with third
quarter take up of 83,800 sq. m (902,000 sq. ft)
being almost identical to that for the second quar-
ter. Total take up for the vear end to September
2002 is 334,930 sq. m (3.6 million sq. ft.) a marginal
increase of 2,857, on the vear end figure recorded
to June 2002.

The supply trend again appears to have been
maintained with the total supply recorded at the
third quarter at 435,000 sq. m (4,682,000 sq. tt)
being unchanged trom the previous quarter indi-
cating that the increase in supply has now leveled
off. Therefore with supply having peaked at end
user take up having now bottomed out it would
appear that significant over supply is unlikely to
QCCur.

The supply of industrial investments at the end ot
the third quarter stood at approximately €83m
which again shows a reduction on the figures of
€95m and €100m recorded at the end of the second
and first quarters respectively. Having said this,
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Table 2
Economic Driving Forces—
The Balance of Positives and Negatives

Factor Impact on Economy

Deteriorating Public Finances

B possibility of tight budget —
B borrowing may be necessary —_
® capital spending may be reduced —
B pay freeze and job curbs in public sector —

Ending of National Wage Agreement PPF
® danger of industrial unrest —

B further period of stability if new deal reached ¢

EU Enlargement

B increased competition for FDI —
m [reland to be net contributer to EU Budget -
® expanded export market for Irish goods £

Political Uncertainty Globally
® general risk to economic recovery —

® danger of oil price rises —

Slow Recovery in U.S. and European Economies
m little pick-up in demand for Irish exports —

Interest Rates

m |ikely to remain low +

Inflation at top of EU Band

B damage competitiveness —

Slower progress in National Development Plan

® prolonged infrastructure deficiencies —

approximately €78m worth of industrial invest-
ments has come to the market during October
2002, significantly increasing the supply. Once
again, as with the other sectors, much of the supply
is in the higher lot size investments with the pro-
portion of investments with values in excess of
C10m standing at approximately 70%. The propor-
tion of investments of less than (5m in value has
decreased signiticantly from 48% at the end of June
to just 25% at the end of October. Given the higher
income return available from industrial property
this sector is seen as an attractive short to medium
term prospect.

CONCLUSION

As Table 2 suggests, the balance of factors impact-
ing in the Irish ecconomy and property markets is
weighing on the negative side. With the exception
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of low and possibly falling interest rates, most
other variables are more likely to present threats
rather than opportunities in the short term.

Political uncertainty internationally remains a crit-
ical issue in the prospects for the Irish economy.
Recent terrorist attacks and the ongoing threat of a
war in Iraq, indicate that the global economy is sus-
ceptible to unexpected shocks and economic per-
formance cannot be taken for granted. Against this
the recent passing of the Referendum on the Nice
Agreement has removed an element of political
uncertainty.

On the domestic front, the forthcoming Budget is
likely to be conditioned more by the need to
address the deteriorating public finances rather
than as an instrument of economic management. A
critical issue in this regard will be the commitment
to a number of key infrastructure projects, e.g. the
Dublin Port Tunnel, the Luas (light rail system)
and the M50 (orbital motorway/beltway), all in
Dublin, and the other major road projects else-
where in the country.

The uncertain economic climate is likely to influ-
ence investors” decisions. Combined with the con-
tinued volatility in the equity markets investors
may look to assets that offer some defensive quali-
ties. Despite the various threats facing the econo-
my, well-selected property offers the investor at
least a defensive position with prospects for
renewed growth as the economy improves.

Predictions throughout this year have been that
overall property investment returns would remain
flat and this will continue to be the case for the
remainder of the year. It is possible that the invest-
ment disposal programs currently underway by
some of the institutions will have a positive impact
on overall return as there remains significant pri-
vate investor demand for properties. Whilst a sig-
nificant amount of property investments have been
brought to the market in 2002 most of this has con-
sisted of higher value lot sizes and there remains a
significant shortage of smaller scale property
investment opportunities. It is likely therefore that
vields for the smaller lot sizes will remain at keen
levels as demand will be in excess of supply. In the
higher lot sizes as yields rise there will be demand
from private investors for industrial and city center
offices where yields of 6%+ make them an attrac-
tive finance play. Overall the market for city center
office investment and industrial product is

stronger than the office sector where excess supply
at suburban locations exists.

In summary, the commercial real estate market in
Dublin demonstrated a very strong supply-side
response during the recent development cvcle.
This contrasts markedly with the less volatile sup-
ply-side responses in the more regulated markets
in other European commercial centers such as
Amsterdam. This can be seen as a response to
Dublin’s economic growth and ongoing structural
changes in the Irish economy. The tendency
towards oversupply noted in 2002/2003 is linked to
the speculative development of the new “edge
city” or suburban districts, as is happening in
many cities. Over the 1990s property prices such as
office rentals in Dublin have risen dramatically and
now exceed those prevailing in cities such as
Amsterdam and Brussels. By 2003, lenders in
Dublin, as in the main European centers have
become reluctant to lend for further speculative
development with an increasing emphasis on pre-
letting. Given the greater level of economic uncer-
tainty prevailing, it is likely that this more cautious
market approach will prevail in the short term.

Endnote
' 1.00 Euro (€) = $1.08 USD
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NON-PERFORMING LOAN
RESOLUTION IN CHINA

By Richard Peiser* and Bing Wang™*

*Michacel D. Spear Professor of Real
Estate Development, Harvard Design
School or rpeiseragsd harvard.edn.
“Harvard Design School

Executive Swmmary. China, like with other Asian countrics, is closely follotw-
ing the approach wused by the United States through the formation of e
Resolution Trust Corporation (RTC) to resolve its non-performing loan prob-
lem. The purpose of this article is to review China’s progress in attracting for-
cign investors to purchase the NPLs, and to coaluate a long list of factors that
affect investor perceptions of uncertainty. These factors must be addressed
before investors are likely to enter the Chinese market in force—a necessary
requirement for the government te see higher NPL recovery rales and lower
losses on loans made by the state-otwoned banks.

The article discusses three broad categories of wncertainty that affect investor
perceptions about China’s NPL market. Of these, it is in the area of execittion
that forelgn investors face the greatest uncertainty. The government has been
moving forweard to resolve key issues with respect to repatriation of capital and
fax rates for foreign buyers. Other issues depend more on what happens at the
local lewvel or o property-level negotiations such as laid-off employee lability,
Wihile these areas would benefit from strong national divection, enly experience
i resolving actual loans is likely to reduce investor uncertainty.

The success of the RTC in the United States hinged primarily on the speed with
which NPL assets were brought to market and securitized. Tnvestors responded
creatively to the opportunity, and prices, which were initially lowe, rose quickly,
thereby reducing the losses to the gevernment. The Chinese government has
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attempted to apply the lessons of the RTC by creating four
Asset Management Corporations (AMCs) to speed the
loan resolution process, and by cocouraging foreign
mvestors to by the NPL portfolios. Whether or ot prices
in China will vise rapidly as they did b the United States
depends o whether foreien moestors are able to get con-
trol of NPL assels quickly amd to realize higher recovery
values Hror they currently project, especially frons loans
originally made to the state-owned enterprises.

hina, like every other Asian economy, is

dealing with a mountain of bad loans. The

total clean-up  cost is  estimated by
Standard & Poor’s to be some $518 billion, or 43%,
of this vear’s gross domestic product (Business
Week, 2002, p. 18). China has begun the long
process of resolving its non-pertorming loan
(NPL) problem by establishing four Asset
Management Corporations (AMCs) to resolve
some $169 billion of non-performing loans (NPLs)
made to the four major state-owned policy banks.
Resolution of the NPLs and recapitalization of its
banks are of fundamental importance to China as
it enters the World Trade Organization, and pre-
pares its banks to compete head-on with Western
banks. Toward this end, China is attempting to
attract foreign investors to purchase the NPL
portfolios.

The purpose of this article is to review China’s
progress in attracting capital to invest in its bud-
ding NPL market, and to evaluate a long list of
tactors that affect investor perceptions of uncer-
taintv. These factors must be addressed before
investors are likely to enter the Chinese market in
force —a necessary requirement for the govern-
ment to see higher NPL recovery rates and lower
losses on loans made by the state-owned banks.

In establishing the four AMCs to work out the bad
loans of the four major state-owned banks, China
has closely followed the United States” experience
with the Resolution Trust Corporation (RTC). The
RTC’s aggressive sales of NPLs has become a
model for the rest of the world. Despite predictions
of loan losses in excess of $400 billion, the final cost
to the United States government was under $100
billion—one of the must successful government
interventions into the U.S. financial markets.

To be sure, China has its own unique set of prob-
lems in dealing with its NPL situation. Unlike the
United States, many of the loans are not real
estate backed. Furthermore, many of the loans
were made to state-owned enterprises (SOEs) that
have assets of questionable value. Great uncer-
tainty surrounds the ability of foreign investors to
foreclose on delinquent loans and to collect much
monev trom the sale of collateral. However, like
the United States, China is using the NPL resolu-
tion process to introduce a new set of institutions
into the market place. The success of the RTC
depended on opportunity investors” bringing
massive amounts of capital into the real estate
markets and led to the first securitization of non-
performing loans. Similarly, China is looking to
Wall Street and other global capital markets to
resolve the NPL crisis through the first major for-
cign direct investments into Chinese financial
markets.

The article has three main parts. It begins with a
discussion of the RTC's experience in resolving
the United States” NPL problem and a review of
the literature on NPLs in Asia. The second part
presents the NPL resolution process in China.
This section begins with a brief discussion of
China’s banking svstem. It proceeds with a dis-
cussion of the classitication and magnitude of
China’s NPLs, and ends with the government's
approach to loan resolution by establishing the
four AMCs. The third part evaluates fifteen fac-
tors that atfect foreign investor perceptions about
risk and uncertainty for investing in China’s NPL
market. The article concludes by highlighting the
changes that must occur in order for prices on
China’s NPLs to rise—key to the government’s
objective for bringing in foreign investors to help
reduce the ultimate cost of NPL resolution. The
article’s main contribution is to add to the litera-
ture about non-performing loan resolution —one
of the most important financial restructuring
issuces  throughout the world over the last
decade —and to illuminate the challenges facing
China as it attempts to resolve its NPL problem.
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PART I: BACKGROUND

AND LITERATURE REVIEW

There are two strands of literature that are impor-
tant for understanding China’s NPL resolution
process. The first strand describes the experience
of the Resolution Trust Corporation (RTC) in the
United States. The second strand  relates to
China’s NPL problem and the fundamental finan-
cial restructuring that China’s economy is under-
going. For both strands, the serious academic
examination is onlyv just beginning. Journal arti-
cles are sparse, so we have had to rely more than
we would like on articles in the financial press.

The FDIC and the RTC Resolution Process

For understanding the RTC, two important com-
pendiums ot articles and torum discussions have
been assembled by the Federal Deposit Insurance
Corporation (FDIC). History of the Eighities: Lessors
for the Futiere (FDIC, 1997) examines the formation
of the RTC and the U.S. government's response to
the banking crisis ot the 1980s and carly 1990s. A
second two-volume publication by the RTC,
Managing the crisis: the FINC and RTC experience,
1980 — 1994, (FDIC, 1998) reviews the resolution
methods and techniques used by the RTC during
the Savings and Loan banking crisis and the RTC's
performance.

The primary success of the US. resolution process
was that despite the magnitude of the crisis, there
were no serious bank runs or credit flow disrup-
tions at federally insured institutions and, more
importantly, no evidence of depositors losing their
insured deposits (FDIC, 1998, v.1, p.6). In the reso-
lution process, the FDIC performed its essential
role as a deposit insurer of banks and savings asso-
ciations and as a receiver. Its primary objective was
to preserve the overall stability of the US. financial
system and maintain public contidence. The RTC,
on the other hand, had a narrower focus; its duly
was to maximize net present value returns from
the disposition ot tailed institutions and  their
assets.

One of the RTC’s carliest challenges was to deal
with the requirement of selling assets quickly with-
out being accused of “dumping” them for prices
that were considered to be too low. Initially,
FIRREA (the Financial Institutions  Reform,
Recovery, and Enforcement Act of 1989) required
that the RTC sell real estate for no less than 93% of

its appraised (market) value. In 1991, however, in
response to growing criticism of its slow sales and
congressional concern over the cost of maintaining,
a rapidly growing inventory of properties, FIRREA
was amended, and the minimum sales price was
reduced to a stipulated figure of no less than 70%
of the appraised value (FDIC, 1998, v.1, p.9).

Due to its limited life span, the RTC had neither the
time nor the resources to develop an experienced
staff, but by establishing working relationships
and partnerships with large private asset manage-
ment and disposition firms, it was able to acquire
as much expertise in NPL resolution as it needed.
It was also able to set up national sales centers and
successfully sell assets in bulk.

Resolution of assets

Methods used by the RTC to dispose of assets pre-
viouslv owned by failed institutions include auc-
tions and sealed bids, sccuritization, equity part-
nerships, and the use of asset management con-
tractors. About 5400 billion in assets were handled
in one of these wavs, Most of the RTC's assets were
secured by real estate mortgages, and their dispo-
sition was further hampered by a nationwide
decline in the real estate market. To meet this chal-
lenge, real estate-backed loan portfolios were strat-
ificd and placed in pools in accordance with such
criteria as geographic area, asset tvpe, asset quali-
tv, and asset maturity. In addition, the RTC also
adopted the use of seller financing as a convenient
tool tor portfolio sales (FDIC, 1998, v.1,p.30).

“The FIIC began holding real estate auctions
periodically in the late 1980s to dispose of large
inventories of smaller, distressed, and  labor-
intensive real estate properties, such as condo-
miniums and vacant lots. Because of this, real
estate auctions connoted the image of “fire sale’
in which the seller was willing to accept heavily
discounted prices to liquidate undesirable real
estate” (FDIC, 1998, v.1., p.34).

“Consequently, in the carly stages of the RTCs
existence, real estate auctions were prohibited tor
fear that they would aggravate already distressed
markets and damage the tinancial standing of
banks and thrifts that were heavily invested in the
real estate market” (FDIC, 1998, v.2, p.62). This pro-
hibition was later litted when it became apparent
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that it was inhibiting the rapid disposition of assets
and increasing the cost of resolution.

In fact, the two distinctive asset disposition tech-
niques used by the RTC in its successful handling
of NPLs were (1) the creation and sale of large asset
pools; and (2) the use of securitization. Nearly
500,000 loans were packaged for securitization. To
accomplish this, a variety of collateral types were
used: c.g, home mortgages, commercial mort-
gages, manufactured housing loans, leases and
installment contracts on personal property. 71 of
these transactions, out of a total of 74, performed
extremely well (Glassman, 1998).

The RTCs effectiveness in the crisis can be attrib-
uted to the tollowing  five principles: (1)
Throughout the entire process, the etforts of the
RTC were coordinated with those of legislators, (2)
Clearly defined roles and objectives for the FDIC
and the RTC helped both agencies to remain
focused. The RTC's resolution process was based
largely upon the prior experience of the FDIC. (3)
The RTC gradually adopted an evolutionary
approach to resolution methods. (4) By using pri-
vate-sector resources whenever possible, it saved a
lot of time and money in the disposition of the
NPLs. (5) By going to the public capital markets
through securitization, it was able to achieve
unprecedented results,

Over its seven-vear life, the RTC succeeded in dis-
posing of more than $410 billion in NPLs and other
assets. While the pricing of early pools was low,
prices rose quickly as investors became comfort-
able with the process of resolution and recovery. In
the end, the government's losses on NPL resolution
were much lower than originally predicted.

China’s NPL Problem

The second relevant strand of literature for this
paper is on the subject of Asian NPLs. Most work
in this arca has focused so far on the macro-cco-
nomic or political and legal aspects of the debt res-
olution process [Olson (1999), Dornbusch and
Giavarzezi (1999), Chinag Daily (2001)). The micro-
pricing aspect of the loans has vet to be given seri-
ous analvsis. This is not surprising since the trans-
actions that by detinition would underlie anv
cconometric analyvsis have occurred only over the
last couple of vears.

Two svstemic studies of Chinese NPLs are worthy
of noter 1) a survey report entitled “China’s Non-
Performing Loan Problems,” (Watanabe, 2000);
and 2) a working paper entitled “China’s Asset
Management Corporations,” (Ma and Fung, 2002).
[he first of these fully explains the macro-mecha-
nisms that have generated the bulk of China’s
NPLs. The second focuses on their scope and offers
a theoretical deduction of the actual amount of the
loans, as well as an analysis of the financial short-
comings of the resolution process presently being
implemented by China’s four AMCs.

In addition to the above two academic publica-
tions, there have been a number of articles in the
financial press that trace the sequence of events in
the NPL resolution process. These articles tocus on
the establishment and development of China's four
Asset Management Corporations (AMCs) and the
groundbreaking international auction of NPPLs car-
ried out by the Huarong AMC (Dow Jones
Iternational Newes, 2000; Financial Tinmes, 2001),

The cover story of the February 2002 edition of
EuroMoney Magazine was the first to offer an in-
depth report on the auction process and to discuss
the opinions of the various foreign investors and
government officials regarding the value of the
NPLs being auctioned.

PART II: NPL RESOLUTION IN CHINA

The underlving causes of China’s NPL situation
have to do with the way China has traditionally
financed its multitude of state-owned enterprises
(SOEs). The trials and errors resulting from the
countryv’s efforts to return to a market economy
have complicated NPL resolution. The current
NPL dilemma is the product ot a legacy of central
planning, and the main plavers in the drama are
Chinese government officials, particularly mem-
bers of local governments; in most decisions, third
partics are conspicuously absent. The banks
involved have acted primarily as government
agents, disbursing funds to a variety of pre-deter-
mined projects without anv prehiminary credit
analvses. Such analvses were never performed, nor
was there thought to be any need for them, since all
credit terms—the amount of the loans, loan matu-
rity, interest rates, and so forth- were pre-deter-
mined by the government. Such a system could not
help but generate irrational investment decisions,
and these decisions frequently resulted in non-per-
forming loans.
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Morceover, in China’s transition to a market econo-
my, there remain institutions that inhibit the main-
tenance of capital and traditions that have long
since outlived their usetulness. Of these, the most
serious is the lack of attention given to the mainte-
nance of capital. This, more than anything clse, can
be blamed for the current NPL problem. In essence,
State-owned enterprises (SOEs) have treated their
share of credit allocations as government grants
and used them to finance working capital and
fixed investment. In too many cases, these disbur-
sals have not been thought of as debt obligations
that had to be repaid. Though state enterprises
have been able to shift the consequences of their
lack of toresight to Chinese banks, the banks have
had no way to pass the burden on.

T'he overly optimistic expansion ot credit that
China experienced in the early 19905 was an addi-
tional source of NPLs. It overheated the economy
and created runaway intlation. Domestic credit
arew at the rate of 30% per vear between 1991 and
1995, a rate significantly higher than the average
growth rate of 21.3% in the 1980s. During that
same period of time, real estate lending increased
rapidly and tucled property development that was
far beyond the limits of the country’s demands.
Many ot the problem loans that now plague
China’s banks were created by the credit boom in
the 19905 and by subsequent asset price bubbles.
The majority of the country’s NPLs are the sur-
vivors of loans to, and assets of, failed SOEs. This
is a signiticantly different NPL scenario from that
of the United States.

The Banking System in China

Since the banking reforms of the mid-1980s, the
People’s Bank ot China (PBOC) has been turned
step-by-step into a central bank. Three policy
banks have been established to take up the job of
policy lending, and the four state-owned special-
ized banks are being gradually transformed into
commercial banks, Meanwhile, thirteen sharehold-
ing commercial banks and tour public-quoted
banks have been set up. 75 credit cooperatives
were turned into city commercial banks, and 65
foreign banks have set up 155 branches and 248
representative offices,

The three policy banks are:
B The China Development Bank (CDB)

W The Export and Import Bank of China
(Chexim)

B The Agricultural Development Bank of China
{(ADBC)

Policy banks, with mandates from the national
government, use their capital to support infra-
structure construction, develop basic and mainstay
industries, release bottlenecks, and adjust industri-
al and local economic structures, After the 1994
bank reforms, three policy banks started to issue
Policy F-bonds to commercial banks and other
non-bank financial institutions.

The “Big Four” dominant state-owned commercial
banks are:

B The Industrial and Commercial Bank of China
(ICBC)

B The Agricultural Bank of China (ABC)
M The Bank of China (BOC)
B The China Construction Bank (CCB)

Because the “Big Four” hold a crucial position in
China’s national economy, the central government
has required them to sort out their assets and
restructure into “true commercial banks” within
the next five years. By that time, thev will have to
compete in a market that will be fullv open to for-
cign financial institutions.

The “Big Four” face disadvantages and advantages
for competing against Western banks. Their disad-
vantages include the current overhang of huge bad
loan portfolios; thev lack modern banking prod-
ucts; thev have many uncrvditwnrthy customers
(SOEs); and thev are overstaffed and over-
branched. Their advantages are that thev are too
big to tail: they dominate about 80% to 90%, of
China’s banking assets. Thev retain profitable cus-
tomer bases, widespread branch networks, and
government support for building competitive
infrastructures. The government is using AMCs to
purchase the banks” bad loans at apparently full-
book value with bonds guaranteed by the state.
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Over the next five vears, the Chinese government
wants to transform the “Big Four” into modern
strongly competitive commercial banks. Some
state-owned commercial banks will be restruc-
tured to become state-controlled sharcholding,
commercial banks. Cutting down on the number of
NPLs has become a reform priority, with impres-
sive results having been achieved. In April, the
ICBC became the first to make public its NPL rate,
and it was tollowed by the CCB and the BOC.

Moreover, commercial banks are now competing
for the efficient resolution of NPLs in an effort to
prepare themselves for competition with toreign
banks and to obtain a better chance to go public
through an 1PO before their peers do. Chinese cen-
tral bank chief Dai Xianglong has urged the four
big banks to reduce their bad loan rations from
28% to 13% of their total lending over the next five
years,

Non-state-owned Banks

In addition to the state-owned banks, there are two
types of non state-owned banks: One is called a
sharcholder-owned bank and is actually owned by
investors, private citizens, and corporations: the
CITIC, the Bank of Communication, and municipal
commercial banks, such as the Beijing Commercial
Bank and the Bank of Shanghai are all banks of this
kind. The other type includes four banks that trade
on the stock exchange: thev are the Shanghai
Pudong Development Bank, the Minsheng Bank,
the China Merchants Bank, and the Shenzhen
Development  Bank,  the  previous  Hainan
Development Bank, etc.

[n June 1998, the PBOC ordered the Hainan
Development Bank (HDB) in Hainan Province to
be closed. This was the tirst bank failure since the
establishment of the People’s Republic of China
(PRC), and it signaled the end of the myth that
“China’s banks never fail” Immediately betore
HDB's failure, there was a run on the bank, the first
instance of a run on a PRC bank triggered by wor-
rics about its credit. This demonstrated that the sta-
bility of the credit system, which had been main-
tained by the commitment of central and local gov-
ernments, was changing: it indicated that Chinese
banks were now exposed to much greater liquidity
risks. To avoid a liquidity crisis within the financial
system, the government injected 270 million RMB
into the “Big Four™ in 1998,

Classification and magnitude of NPLs

The PBOC, the central bank of China, required
commercial banks to introduce a newly defined
five-category asset classification system in 1998,
which is modeled on the United States” svstem
(Figure 1).

Table 1: Loan Classification

Loan Categories
Performing Loans normal loan
watch list loan
Non-Performing Loans (NPLs) inferior loan
problem loan

loss loan

The system is set forth in the Guiding Principles on
Lending Risk Classitication issued by the PBOC.
Although these guiding principles detail the crite-
ria that should be used in loan classification, the
system for monitoring, loan pertormance in China
remains substandard. Chinese banks do not
appear to adequately grade the quality of their
loan assets and, when compared to international
banks, it can be seen that they understate their
NPLs. Although the PBOC announced that 25% of
all its loans are NPLs, Sé&[” estimates that the NPLs
may account tor up to 50% of all lending done by
the four big state-owned banks. Thev claim that
even in the Bank of China, the best of the “Big
Four,” NPLs account for 39% ot the bank’s loan
portfolio.

Government Approach to NPL resolution and
establishment of the AMCs

Government involvement in NPL resolutions in
China has taken various forms. From the mid-
1990, the government began to separate commer-
cial lending trom policy lending. It established
three policy banks to handle all policy-related
lending, in the hopes that wasteful lending to fail-
ing companies from the four commercial banks
would decline and that internal and external com-
petition would intensify within them. Since Prime
Minister Zhu Rongji took control of the financial
reform, a number of reform measures have been
put forward to deal with NPLs and to guard
against risks in the banking system. These includ-
ed (1) injecting equity to recapitalize state-owned
banks; (2) compelling banks to adopt international
standards when classifying NPLs; (3) requiring
banks to make loans on a commercial basis; (4) for-
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bidding local governments to interfere with the
lending decision of banks; (5) creation of four Asset
Management Corporations (AMCs) to take over
and liquidate the NPLs from the “Big Four” state-
owned banks; and (6) debt to equity swaps.

The AMCs in China are largely based on the RTC
model successtully used in the US. Thev are gov-
ernment-sponsored agencies with limited life (10-
vear). China's four AMCs are responsible tor the
disposal of approximately 1.3 trillion-RMB
(USS169 billion) in NPLs injected into them from
the tour State commercial banks. NPLs in the four
AMUCs consist largely of corporate loans to SOEs.
Among these, it is estimated that around 25% to
30% are real estate loans. Qutside of the AMCs,
another $220 billion in NPLs are estimated to be
held by other banks. This figure excludes bad loan
holdings by large SOES, insurance companies, and
non-bank tinancial institutions.

Cinda, the first AMC in China, was established in
April, 1999, after the State Council's decision to
experiment with the disposal of NPLs. Cinda
received 373 billion-RMB (book value) as a lump
sum financial asset transfer from the China
Construction Bank and the State Development
Bank. Most of these assets were in the form of loans
to key capital construction projects and large-scale
state-owned enterprises, with 2038 billion RMB
concentrated in LOSO enterprises. Cinda’s assets
were also largely concentrated in basic industries,
among which 161" (61.2 billion RMB) were in the
energy industry, 1317 (30 billion RMB) in real
estate, 6.2 (23.5 billion RMB) in the metallurgical
industry, and 54" (20.5 billion RMB) i the con-
struction material industry. Loans in the amount of
some 14 billion RMB (40.8"0) were concentrated in
the developed Eastern region.

Technically, Cinda assumed onlv that portion of
NPLs which had been incurred prior to 1996, NPLs
incurred atter 1996 staved  on the  China
Construction Bank's balance sheet and were cate-
gorized as results of the bank’s own mismanage-
ment and not the result of government policies.
Loans deemed irrecoverable (ie. recognized loan
losses) were also not transterred to Cinda instead,
they were written off by the government.

Following Cinda, three other AMCs were estab-
lished in 1999, These were the Huarong AMC, the
Great Wall AMC, and the China Orient AMC. In
terms ot their legal status, the four AMCs are whol-
v state-owned, non-bank financial institutions
under the supervision ot the Ministry of Finance
(MOF) and the PBOC. Each of them had/has regis-
tered capital of RMB 10 billion (approximately
USS1.2 billion) and was/is directly tunded by the
MOF. In 2000, to finance the purchase of the com-
mercial banks” assets that had been transferred to
them, cach AMC issued ten-vear bonds, guaran-
teed by the MOF, to their respective “partner” in
the Big Four. Cinda purchased assets valued at
RMB 375 billion; the Great Wall purchased RMB
345 billion in assets; China Orient acquired assets
valued at RMB 264 billion; and Huarong bought
assets valued at RMB 407 billion.

Under applicable law, the four AMCs are author-
ized to deal with all three types of assets: debt,
equity and real property. By far the largest propor-
tion of the AMC assets are comprised of uncon-
verted debt in the form of NIPLs. Most of these
NPLs are unsecured. A comparatively small pro-
portion of the debt now held by the AMCs s
secured by physical collateral or pledges. The equi-
ty of SOEs that the AMCs hold is the result of debt-
to-equit_\' swaps.

Bv July 2002, China's four asset-management com-
panies (AMCs) had disposed of 210.36 billion RMB
(US525.4 billion) in nonperforming loans (NI'Ls)
and recovered 4545 billion RMB (USS5.5 billion) in
cash. The recovered cash accounted for 216 per-
cent of the face value of the NPLs that were dis-
posed. Within slightly more than two vears since
the four AMCs were established, Huarong has dis-
posed of 3885 billion RMB (US$4.7 billion) in
NPLs and recovered 12426 billion RMB (US%1.5
billion) in cash (31.98"). China Great Wall has dis-
posed of 76.04 billion RMB (US$9.2 billion) in
NPLs and recovered 6.6 billion RMB (US$793.4
million) in cash (8.64"). China Orient has disposed
of 31.96 billion RMB (U5$3.9 billion) in NI’Ls and
recovered 741 billion RMB (US$895.2 million)
cash, accounting (23.19%). China Cinda has dis-
posed of 63.5 billion RMB (US$7.7 billion) in NTI’1Ls
and recovered 19.04 billion RMB (US$2.3 billion) in
cash (29.98%).
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Attracting toreign capital to help resolve China's
NPLs and raise the recovery rates has become a
principle objective ot the government. Following
the successful experience of the RTC in auctioning
off NPL assets in the United States, China Huarong,
AMC carried out the first auction to foreign
investors in November 2001, The cover story of the
February 2002 edition of ErroMoney Magazine was
the first to offer an in-depth report on the auction
process and to discuss the opinions of the various
forcign investors and government officials regard-
ing the value of the NPPLs being auctioned. As the
article points out, the pricing ot these non-per-
forming assets is extraordinarily difticult. In fact,
there are so many unknowns that a number of the
parties involved consider the available assets to be
worthless: “We wsed tie normal criterin we nse else-
where but we just couldn’t compute a valie.” There are
others, however, who still think the assets are
investment-worthy.

Among the divergent opinions, there remains a
single consensus that the involvement of foreign
investors will help China to speed up the disposal
process and improve its rate of recovery as meas-
ured by the ratio of sales proceeds to outstanding
principal balance (OPB). The estimated recovery
rate tor the Huarong auction was about 22%,
according to an insider foreign financial adviser.
T'his figure 1s much higher than the average exist-
ing recovery rate under the present bankruptey
laws (less than 10%). The target recovery rate for
the four AMCs has been set at 30% of the total
value of all of the outstanding loans that have been
taken from China’s four major commercial banks.

PART IIT: FACTORS AFFECTING FOREIGN
INVESTOR’S PERCEPTIONS OF UNCER-
TAINTY ABOUT CHINA’S NPL MARKET
While the bids by toreign investors in the first auc-
tion for NPLs by China Huarong AMC were high-
or than the other current recovery rates, they were
still below the target recovery rate set by the gov-
ernment. The low pricing was largely due to the
presence of many loans by SOEs. Uncertainty relat-
ing to whether foreign investors will be able to get
control of the underlving assets of the SOEs, and
the value of those assets if and when thev do so,
have caused the foreign investors to give little
value to the SOE assets.

While China has taken a number of critical steps to
deal with its NPL problem, many of the rules and
regulations necessary to resolve the NI'Ls are just
now being passed. Although the opportunities are
cnormous, foreign mvestors have demonstrated
considerable reluctance to plunge into China’s
NPL market. This reluctance reflects the uncertain-
tv that investors have about their ability to resolve
NPLs, convert them to cash, and repatriate the pro-
ceeds in a timely manner. The speed with which
investors can accomplish the various steps neces-
sary to take control of assets used as collateral for
NPLs directly affects their willingness to pav more
monev for the NI’Ls —a principal objective of the
Chinese government, and a necessary condition for
reducing the losses associated with NPLs.

There are three broad areas that affect investors’
uncertainty and reluctance to plunge in the
Chinese NPL market:

A. Political and social will to get the job done
B. Legal environment
C. Execution

Below we assess fifteen different tactors that must
be in place if China is to succeed in attracting sig-
nificant foreign investment in NPLs at prices and
recovery rates that they hope to achieve,

A. Political and social will to get the job done

I. National fevel. There is general agreement that
China’s leaders have been aggressive in tackling
the need to perform major financial restructur-
ing. Under Prime Minister Zhu Rong [i (1992-
present), the government recognized the NPL
problem before it became a major crisis.” The
government has demonstrated its commitment
to change by establishing the AMCs and by hav-
ing the tour major state-owned banks sell loans
to them. Thev passed rules that tackled funda-
mental issues such as letting foreigners own
leasehold interests and repatriate their capital.
So far, the central government’s will to get the
job done seems to have been strong,.

I

. Local Level. While China has done the structural
work to set up the AMCs, it is unclear whether
they have the political and social will to push
deals through the system. The problem is that
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B.
In

politics are very local, and the national govern-
ment has less authority than most Americans
assume to command local politicians to carry
out their policies. While the national govern-
ment has demonstrated its will to get the job
done, it has not been proven vet whether they
will be able to toree local politicians to go along
with the hard decisions that must be made. Will
local politicians, for example, allow foreigners to
take over and close down local tactories, putting
a lot of people who supported the local party
officials out of work?

. New leader<hip. The other big political unknown

is what the new leadership will do. Will they
take the same aggressive stance in support of
tinancial retorm as the previous leadership did,
or will they bow to pressures as in Japan to go
more slowly with financial restructuring?

Social security. Fear of social upheaval make
China’s national government ambivalent about
giving foreign investors full reign to take action
against SOEs that may cause people to lose their
jobs. SOEs have provided many aspects of social
security, including housing, and education for
workers and their families. As SOEs are restruc-
tured or closed, the social services that they pro-
vided must be replaced by a broader social secu-
rity system that has vet to be fully developed.
The absence of a safety net increases investor
concerns that the political will to get the job done
will fade quickly if foreclosures by foreigners
lead to even hints ot social unrest,

Legal environment
order for a market in NPLs to tlourish, the legal

framework must provide for foreclosure, orderly
bankruptcy resolution, established creditor rights,
and ownership rights for foreign investors.

5.,

Foreclosure laws, The foreclosure laws in China
are similar to those in the United States. They
give creditors all the powers they need to fore-
close on debtors for non-pavment of loans and to
go after their assets. Creditor are allowed under
the law to (i) institute civil proceedings and
enforcement against the debtor and/or guaran-
tor and their assets; (ii) realize the value of col-
lateral through sale at auction or agreement or
by transfer of the creditors” rights; (iii) realize
creditors” rights  through negotiation  with
debtors and guarantors to restructure the enter-

6.

prise; (iv) to petition for bankruptey of the
debtor or guarantor; and (v) to go to court to
where no agreement
between the creditor and debtors. The court will
decide whether the mortgaged property will be
auctioned or sold.

foreclose i1s reached

Baukrriptey laws. Bankruptey laws also operate in
a similar manner to those in the United States,
both for private enterprises and SOEs. Upon
petition tor bankruptcy, which may be initiated
by the creditor, the debtor is required to submit
a plan of reorganization after the creditors and
the court have approved the plan of reorganiza-
tion. The SOE has up to two vears to complete
the reorganization, which can be terminated by
court order sooner if the debtor’s financial situa-
tion deteriorates or if he fails to implement the
settlement plan.

Creditor rights. Priority of creditors-rights are
well-established. Protection of secured creditors
and pavment of liens is enforced in the order in
which the loans were registered. Collateral
includes land-use rights, buildings, machinery
and equipment, and transportation vehicles.
Mortgages of all these forms of property are per-
missible under PRC Security Law. The four
state-owned banks have been actively working
their NPL porttolios to resolve as many loans as
possible. Foreclosure and bankruptey laws and
processes as well as creditor’s rights seem to be
functioning, in a similar manner to those in the
United States, although thev have not been test-
ed vet by foreign investors.

. Foreign investor vights and ownership. All private

property ownership is in the form of leasehold
interests ranging from 50 to 70 years depending
on the land use. Foreign investors are able to
assume the leaschold rights on property. More
complicated are restrictions on foreign owner-
ship in certain industries including financial
institutions. A complex set of legal entities and
special jomt ventures has been established to
deal with servicing issues on the Morgan Stanley
consortium that purchased the first China
Huarong portfolio. Thev have established the
first foreign-owned independent company for
holding and servicing the NPLs tor their dispo-
sition  (Yang, 2002). Receiving government
approvals for these unique arrangements has
taken much more time than originally anticipat-

e
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C.

ed, but such approvals are now in place, opening,
the wav for similar arrangements by other pur-
chasers in the future.

Execution

The third area, execution, presents the greatest
uncertainty tor NPL resolution because there sim-
ply has not been enough experience vet in China to
see it the process of NPL resolution will go smooth-

Iv.
ha

Some areas are clearer than others in terms of
ving rules in place or tested. For space reasons,

the list below emphasizes only the highlights.

9.

10.

11

Court enforcement. Court enforcement is the ulti-
mate weapon that investors have to force bor-
rowers to pay up or hand over collateral quickly.
How local courts will treat foreign investors as
they attempt to exercise their creditor rights is
untested. Will local courts enforce the laws
regarding foreclosure and bankruptey? The vast
majority of borrowers are SOEs or joint ventures
with SOEs. Will the courts enforce laws that lead
to closure of local factories, especially where the
general manager of the factory may be related to
the judge? Considerable uncertainty surrounds
the interpretation of legal processes and how
local courts will behave. Although the central
government supports enforcement of the laws,
political power is more decentralized than west-
erners expect. Thus, even though strong nation-
al pressure for courts to enforce the laws may be
present, no one knows how local courts will
respond.

Level of fees to transter assets. It is unclear
whether unpaid taxes follow a property or
stick with the individual who sold it. Do
unpaid taxes become an obligation of the new
buver? When one buyvs property, what should
bidders assume about these obligations?

. Laid-off employee liability. 1s the new owner sub-
ject to a company’s liability for emplovees who
have been laid off? In principle, the answer is
“yes.” When SOEs cease operations, they have
obligations to compensate laid-off emplovees.
Whether or not NPL buvers who become the
leascholders of property must assume  these
obligations is a matter of negotiation between
the SOE and the creditor (NPL buver). It the
creditor must assume the obligation, it s
unlikely that he/she will want to take over the
collateral. In many cases, the price to settle

laid-otf employee liability claims is deter-
minable in advance and thus becomes a factor
in valuing the NPLs.

. Repatriation of capital. Previously, Chinese law

required foreign investors to complete a trans-
action in order to repatriate capital. NPL
investors want to repatriate capital as each loan
is resolved inorder o boost interim cash tlows
and IRRs on their capital. A
November 2002 approval by the Ministry of
Foreign Trade and Economic Cooperation
(MOFTEC) gives investors the right to repatri-
ate capital (net cash flow after profit tax) as
loans are resolved rather than waiting until the
entire transaction for a given loan portfolio is
completed (Yang, 2002).

invested

13, Favorable tax rates. The government has estab-

lished Business Development Areas (BDAs,
similar to enterprise zones) such as Pudong in
Shanghai that offer foreign companies tavor-
able tax rates. If the companies are set up in
BDAs, they are entitled to the tax benefits
given to the BDA. In addition, companics set
up by forcign investors in China to dispose of
NPLs are subject to taxes under the current tax
structure. However, it is not known vet
whether they will be exempted from the busi-
ness tax that financial institutions now pav.
The combination could reduce taxes from 33%
to 15%, significantly boosting returns to tor-
cign investors

14, Processuiyg time. Investors price assets based on

the time it takes them to get their hands on
assets. Buyers of NPLs have vet to go through
the process of seizing and getting control of
assets. As mentioned above, the processing
time depends heavily on the attitudes of local
courts. Some cities like Shanghai have more
commercially oriented court svstems. What
will happen in other areas?

15. Land-use rights. The option to convert to anoth-

er land use provides the NPL servicer a “big
stick” to get something out of settlement.
(Investors in most cases don't want to get a fac-
tory back.) In order for investors to do any-
thing other than the current land use with
property they acquire through loan resolution,
the property must have a granted land use rigit.
Many SOEs have alfocated nind use rights which
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must be converted to granted land use rieht by
pavment of a conversion fee to the local
authority of approximately 20-40% of the
leasehold value (present value ot 50-70 vear
lease).” The processing time and actual fee for
making this conversion has not been tested
and is likely to ditfer between jurisdictions.
The need to pav high conversion fees will leave
little loan recovery value to many collateral-
ized properties where the market value of the
propertyv with the granted land use right is not
much higher than the conversion fee.

The issues listed above must all be resolved it
China is going to realize higher prices on the sale
of the NPLs to foreign investors. In addition to
these issues, bidders must rely on local partners for
information. The collection of reliable and detailed
information is ditficult, because contact with bor-
rowers and guarantors is prohibited and public
sources of information are not readily available.

The legislation that will allow the market in China
to develop as rapidly as they desire is just now
being passed. The State Council is working on a
variety of regulations that will encourage foreign
investments in China, While bankruptey and tore-
closure laws to enforce creditor rights have been
established, Westerners have yet to experience
whether or not local courts will enforce the laws.
Critical regulations with respect to repatriation of
foreign capital and setting up foreign investment
enterprises to work on NPLs through joint ven-
tures with the AMCs had just been passed at the
end of 2002.

The explanation for the system's slowness to
change lies in the fact that the government is both
a debtor (in its capacity as the owner of SOEs) and
a creditor (in its capacity as the owner of state
banks). Its ambiguous financial position has creat-
ed a plethora of conflicting cconomic incentives.

Furthermore, because of the social and political
disruption that would result from “overly aggres-
sive” restructuring and the liquidation of mori-
bund SOEs, it is hard to get AMCs to accept signit-
icant discounts on the book values of their NPLs,
although there are signs this is changing,.

At the present time, there is active disagreement in
the Chinese government and in the academic com-
munity over the speed and methods needed to
resolve China’s NPLs, Some argue that since the
resolution of NPLs is associated with the stability
ot SOEs and emplovment rates, the government
and its regulators should be wary of opening con-
duits for private sector investors, either domestic
or foreign. On the other hand, this apparent failure
to address China’s NPPLs mayv well result in a finan-
cial crisis that could lead even the “big four” to
bankruptcy.

Table 2
Assessment of Investor Uncertainty

level of uncertainty

Ittle some  considerable
Political and social will
1 National Level |
2 Local Level |
3 New Leadership ]
4 Social Security |
Legal Environment
5 Foreclosure Laws |
6 Bankruptcy Laws -
7 Creditor Rights n
8 Foreign Investor Rights L}
Execution
9 Court Enforcement |
10 Fees to Transfer Assets -
11 Laid-off Employee Liability ]
12 Repatriation of Capital i
13 Favorable Tax Rates |
14 Processing Time |
15 Land Use Rights l

REAL ESTATE Issuks, Fall/Winter 2002



SUMMARY AND CONCLUSION

China is pursuing a course to resolve its NPL prob-
lem that tollows closely out of the United States’
experience with the Resolution Trust Corporation.
They have established four AMCs, which have
similar powers and responsibilities to the RTC. The
AMCs are in the midst of overcoming a number
hurdles to bring in forcign investment to purchase
some of the NPL portfolios. The auction by China
Huarong AMC has brought these efforts to a head,
since many of them must be resolved in order to
close the first sale to the Morgan Stanlev consor-
tium,

Table 2 summarizes the fifteen factors discussed
above that atfect investors” perceptions about the
Chinese NP1 market.

Of the three broad areas above, the legal environ-
ment is the most developed. Laws with respect to
seizing property, getting control of collateral, and
realizing value for creditors through foreclosure
and bankruptcy appear to be in place to support a
favorable resolution of NPLs. On the surface, the
svstem supports orderly transfer of assets and has
been used by the four AMCs to resolve a number
of NPLs alrcady. The leadership at the national
level has demonstrated a strong commitment polit-
ically, but there is still considerable uncertainty
about reactions at the local level. In addition, the
strong commitment of the new national leadership
to address with the hard issues surrounding NPL
resolution especially with respect to closing down
tactories and job losses has yet to be confirmed.

It is in the third area, execution, that investors face
the greatest uncertainty. The government has been
moving forward to resolve key issues with respect
to repatriation of capital and tax rates for foreign
buvers. Other issues depend more on what hap-
pens at the local level or on property-level negotia-
tions such as laid-oft emplovee liabilitv. While
these areas would benefit from strong national
direction, only experience in resolving actual loans
is likely to reduce investor uncertainty.

It is revealing in that more than half of the above
factors are a source of considerable uncertainty for
investors. If the experience of the early foreign
buyers of NPLs is positive, then many of the uncer-
tainties in Table 2 will be quickly reduced. The long
list, however, helps to explain why it has taken
over one year to close the first auction sale by
China Huarong to the Morgan Stanley consortium.
As China Huarong’s president, Yang Kaisheng has
emphasized, however, the situation has not been
static. In fact, over the past year they have been
extremely active in addressing the fundamental
1ssues that must be resolved betore significant for-
cign investment will occur.

The success of the RTC in the United States hinged
primarily on the speed with which NPL asscts
were brought to market and securitized. Investors
responded creatively to the opportunity, and
prices, which were initiallv low, rose quickly,
thereby reducing the losses to the government. The
Chinese government has attempted to apply the
lessons of the RTC by creating the AMCs to speed
the loan resolution process, and by encouraging
forcign investors to buy the NPL portfolios.
Whether or not prices in China will rise rapidly as
they did in the United States depends on whether
foreign investors are able to get control of NI’L
assets quickly and to realize higher recovery values
than thev currently project from the real estate
assets and other collateral of the state-owned enter-
prises.

Endnotes

I IE should be noted that any losses associated with the NPLs were
deterred when the government issued 10-vear bonds to enable the
ANMCS to buy the assets trom the Big Four state-owned banks. The
lomses awall be recopnized only when the bonds are retired and
there s msutticent capital trom the NP resolution to pav off the
bonds, Presumably the ditterence sall be made up by the govern-
muent.

2 William Overholt, speaking at o torum on Asian Financial
Restructuning thHarvard kennedy School of Government,
Decembuer 13215, 2002), <tated that ameng Asian countries, only
Ching acted betore the cnsis hits " The system had a strongs leader
who could rally the nation and get acceptance of ditticult meas-
ures.”

30 cases where loans are not registered, then lien prionities are
determined by the order o hich loan documents were signed
and dated

4 This conversion tee is in essence the state’s payment tor selling the
leaschold ripht to develop or use property to the tenanl,
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THE GROWTH AND
PERFORMANCE OF
INTERNATIONAL PUBLIC
REAL ESTATE M ARKETS

by Glenin R. Mueller and Randy 1. Anderson

Executive Summary. This paper looks at the growth in size of public capital
markets arevnd the world and analyzes the returns that have been achicved,
Monthily data from Global Property Rescarch (GPR) for periods 1984 Hhrough
2002 mnid year is used for the study. The paper describes the momber of firmes and
market capitalization forond i1 1o countries Hen exammines the return correlations
of the suajor real estate indices avonnd the weorld along with their growth and per-
formance. We conclude that while the reasonable veturns and low correlations of
most public real estale markets around the world should attract institutional
incestors, but Hie relatioely small size of most markets has made Hen less attrac-
tioe, The ULS. market cap is S170 billion; but all other markets are much simaller
with France, Hong Kong, and Japan averaging arowund $40 billion being the next
closest tier. Thus the public real estate markets around the world still have a long
ayg fo go and grow to attract siguificant mmstitutional capital.

I. INTRODUCTION:
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ceess to capital is a major component of every real estate invest-
ment decision and access to public capital markets has been a
major problem for capital hungry real estate investors since the
beginning of time. However, the last decade of the 1900s bought a new
era of access for real estate to the public capital markets around the
world. This paper looks at the growth in size of public capital markets
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around the world and analyzes the returns that
have been achieved. We examine the growth and
performance of public market real estate in an
international context using monthly data from
Global Property Research (GPR) for periods 1984
through 2002 midvear. With the poor pertormance
of the general equity markets around the globe and
the lowest interest rates in 50 years, many investors
have decided to add to their real estate allocation
in both private and public form investments,
Another reason for investors to consider real estate
is that there has been an increasing correlation
between international stock and bond market
return indices, causing investors to look for addi-
tional portfolio diversitiers. This paper also exam-
ines the return correlations of the major real estate
indices around the world along with their growth
and performance.

II. LITERATURE REVIEW

There is a wvast literature that has examined the
size, growth, and performance of the international
debt and equity markets. Beginning with the sem-
inal work of Solnik (1974), practitioners and aca-
demics have espoused international investing due
to the low correlation in returns across countries,
providing diversification opportunities. However,
recent studies have suggested that due to the
increasingly global, open economy, the cross listing
of securities, and the rapidly advancing technology
that international debt and equity markets are
becoming more correlated, thus reducing the ben-
efits of international diversification (Conover,
Fridav, and Sirmans, 2002).

On the domestic side, there are numerous studies
that have examined the size, growth and perform-
ance of both public and private real estate invest-
ments. Like international debt and equity, real
estate allocations have been advocated due to their
low correlation with domestic stock and bond
returns (Conner, Hess, and Liang, 2001). With the
recent downturn in the general equitics market,
the increasing correlation of international stocks
and bonds, and the relatively strong performance
of real estate, investors are becoming increasingly
interested in international real estate. However,
there are very few studies that have examined the
international real estate markets, Stevenson (2000)
points out that few studies exist because there 1s
relatively little data and the data that does exist is
only for a limited number of countries.

In general, most of the international real estate
studies that have been completed have tried to
determine if international real estate investing pro-
vides diversification benefits. The majority of the
studies find that international real estate has a role
in a mixed asset global porttolio. However, none of
these studies have used current data, with most
data stopping in the mid to carly 1990s. The latest
studv  Gordon and Canter 1999, used a 14-vear
period through 1998 on 14 countries and found
that high dividend paving companies (such as
REITs) had lower correlations with their domestic
stock markets. This is problematic as strong
growth in public real estate occurred after this time
frame. Additionally, the prior studies looked at
only a handtul of the largest countries. In the cur-
rent study we are able to use data from [984 to the
present and examine three major regions —
America, Europe, and Asia, and thirteen countries
within each of these regions. This allows us to be
able to ascertain, for the first time, if diversitication
exists between regions or within the individual
countries in those regions, Moreover, we provide
the first comprehensive study that examines return
performance, return volatility, returns relative to
risks, growth in the number of public real estate
firms, growth in the market capitalization of the
public real estate firms, in addition to their return
cross correlations, The next section examines the
evolution and development of the public real
estate markets.

I1I. THE GROWTH AND DEVELOPMENT
OF PUBLIC REAL ESTATE COMPANIES
There has been a dramatic increase in the number
of public real estate firms across the globe in the
last two decades. Exhibit | shows the change in the
number of public real estate companies broken
down into three major geographic regions around
the world: America, Europe, and Asia. The trend
line shows that Europe was first with the number
of companies growing quickly in the late 1980s,
flowed bv the America region in the early 1990s
and then the Asian region in the late 1990s. Note
that the large jumps in both the European and
American statistics are not due to a major change
in one given year in the actual marketplace, but the
addition of those companies to the GPR index in
that given vear as GPR developed their database
(although the inclusions were lagged by only one
or two years),

Analyzing the countries within the 3 geographic
regions, we sce that within America there are 4

REAL EsTATE Issuks, Fall/Winter 2002



Exhibit 1: The Number of Public Real Estate Firms by Major Region
Source: GPR
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countries with public markets. America started out
with the fewest firms of any region and now, due
to the growth of public real estate firms in the
United States, has the largest number of firms
(Exhibit 2). Mexico and Argentina have only a few
companies and Canada has managed to grow to 20

companies, but the U.S. market dominates the
Americas with over 150 companies.

Europe, France, and the UK have the largest num-
ber of public real estate companies. The UK expe-
rienced the majority of its growth in 1997 and 1998
but has lost firms since that time period. France,
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Exhibit 3: The Number of Public Companices in Enrope Source: GPR
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Exhibit 4: The Number of Public

Firms in Asia Source: GPR
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experienced rapid growth in the number ot firms
in 1989, remained steady for several years, and has
been on a recent downward trend due to consoli-

dation (Exhibit 3). All other countries have less
than 10 firms.

Examining the number of public real estate firms
in Asia reveals that Australia, Hong Kong, Japan,
and Singapore have the largest number of tirms.

For the most part, the major increases occurred in
the late 1980s and carly 1990s while the number of
firms fell in 2002 for all countries (Exhibit 4).

IV. TRENDS IN MARKET CAPITALIZATION
The trends in market capitalization, for the most
part, mimic the patterns observed when looking, at
the changes in the number of tirms. Exhibit 5
shows that both America and Asia have had very
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Exfubit 5: Market Capitalization of the 3 Major Regions
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rapid growth in market capitalization over the declines, due to the Asian financial crisis dropping
sample period. The noted difterence of course is market capitalization back to 1993 levels. Europe
that the U.S. has shown steadv improvement in has been less volatile, experiencing a slower stead-
market  capitalization  exhibiting  exponential ier increase in overall market capitalization than
growth in recent vears, where Asia saw a dramatic cither the U.S. or Asia.

increase in the 1995-1997 period with dramatic
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Exhibit 7: Market Capitalization in Enrope

Source: GPR
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Exhibit 8: Market Capitalization 1 Asia
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Examining countries of the major regions reveals

some interesting trends. For America, the increase Europe experienced the most rapid increase in
in market capitalization is the sole result of the market capitalization from the UK market with
growth in the U.S. markets as Canada, Mexico and most of the growth occurring between 1996 and
Argentina remained flat and there are no other the first quarter of 1998, France had grown in the
major contributors (Exhibit 6). carly 1990s but then experienced dramatic declines
133 ReAl Estate Issurs, Fall/Winter 2002




[ o I o .
- Exlubit 9: Total Return Index of the Major Regions
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Exhibit 10 Average Monthly Returns by Region
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in market capitalization during the second half of that European market capitalizations are only a
the 1990 as the number of firms shrank. The fraction of the U.S. capitalization.
Netherlands had a slow and stable increase in
market capitalization across the sample period The market capitalization for the Asia region has
{Exhibit 7), while most of the other five European been very volatile over time. Japan had strong
countries had almost insignificant growth. Note growth in market capitalization during the carly to

mid-1980s, which was consistent with their overall
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Exhibit 12: Returns for America’s Region Countries

Sotreer GPR

Monthly Returns

cconomic situation. Hong Kong had dramatic
increases in market capitalization from 1984 until
midyear 1997, which tollowed their securities mar-
ket bubble, then had a major decline bringing, cur-
rent market capitalization back to 1994 levels,
Singapore exhibited similar trends to Hong Kong,

but on a much smaller scale. Australia has experi-
enced slow but stable market capitalization growth
over the sample period, but the market still
remains small (Exhibit 8). Asian market capitaliza-
tions are similar to European market capitalization
and still a fraction of the U.S. market capitalization.
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Exhibit 13: Returns for Asia’s Region Countries
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Exhibit 14: Standard Deviations for Asia Region Countries
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V. INVESTMENT RETURNS AND
VOLATILITY

For the international public real estate markets to
evolve and grow rapidly, they need to be attractive
to investors by generating strong returns. Return
performance and volatility of the three major

regions in Exhibit 9
America had steady
500" increase over

shows that both Europe and
positive returns producing a
20 vears with low volatility,
while Asia had extremely high returns from the
mid-1980s through the mid-1990s but then had
substantial losses in the second half of the 19905
bringing investors back to a mid-1980s return
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Saniree: GPR

Average Monthly Returns

Source: GPR

Return/Risk

position. The U.S. market is also added to the
graph to show that U.S. returns were significantly
higher in the 19905 from the America region com-
posite.

The average monthly returns and returns to stan-
dard deviations are shown in Exhibits 10 and 11.

Exhibit 15: Europe Region Country Returns

Exhibit 16: Lurope Region Country Standard Deviations

|

So, while Asia looked good on a total return basis,
on a risk-adjusted return level, both America and
Europe performed much better.

Examining the individual countries revel that there
are dramatic differences in performance within

ReAL ESTATE Issuks, Fall/Winter 2002




Exhibit 18 Cross Country (within Region) Return Correlations

France Germany Italy

France 0.443 0.442
Germany 0.443 0.323
Italy 0.442 0.323

Netherlands 0.644 0.424 0.288
Norway 0.268 C.153 0.140
Sweden 0.182 0.019 0.047
Switzerland 0.619 0.376 0.192

Australia Return

Australia Return 0.375
Hong Kong Return 0.375

Japan Return 0.202 0.064
Singapore Return 0.316 0.611

geographic regions. For example, average monthly
returns in the U.S. just over 1%, while the average
monthly return in Canada was negative. (Exhibit
12)

In Asia, all ot the firms showed positive total
returns for the sample period, With Australia pro-
ducing a similar 300% return to the American and
European regions over the 2 decades ot the 19805
and 1990s. It was Hong Kong alone that produced
the substantially higher returns and volatility that
drove the index for the Asia region. (Exhibit 13)

Due to its low volatility Australia produced the
best risk adjusted return of the Asian region.
(Exhibit 14)

In Europe, Norway and Italy produced the highest
level of total returns (Exhibit 15), but Switzerland
and France had the highest Tevel of risk adjusted
returns (Exhibit 16).

VL. RETURN CORRELATIONS:

Modern portfolio theory states that anvtime assets
that have less than perfect positive correlation are
combined into a portfolio, there are risk reduction
benefits. In fact, both the major rationale for real
estate investing and international investing stem
from their low correlation with other investments
in a portfolio allowing for better risk-adjusted
returns. Recently, the general international equity
markets and debt markets have been moving in
relative tandem as indicated by the increasing

Netherlands

Hong Kong Return

Norway Sweden Switzerland

0.644 0.267 0.182 0.619
0.424 0.153 0.019 0.376
0.288 0.140 0.047 0.193

0.327 0.175 0.559
0.327 0.247 0.109
0.175 0.247 0.096
0.559 0.109 0.096

Japan Return Singapore Return

0.202 0.316
0.064 0.611

0.134
0.134

return correlations. However, real estate in general
and international real estate markets in particular,
have exhibited relatively low correlations with the
other asset classes and also have shown low corre-
lation across the three regions (Exhibit 17).

Exhibit 17 Cross Region Returin Correlations

Return Amenca  Return Asia  Return Europe

Return America 033 0.40
Return Asia 0.33 0.38
Return Europe 0.40 0.38

Examining the correlations within cach of the
major regions (Exhibit 18) shows that there exist
diversification benefits even within any one of the
major regions. Return correlations for the period
1982 through 202 are very low with only a few
countries having correlations above 0,50, Thus
local and not global factors would appear to be
driving public real estate company returns.

U.S. Returns Canada Returns
U.S. Returns 1
Canada Returns 0.431 1

VII. CONCLUSION

Investing in international real estate is a new chal-
lenge that is being considered by more and more
investors today. The substantial efforts, risks and
costs associated with purchasing direct real estate
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can be reduced by investing in publicly traded real
estate companies around the globe, Public real
estate companies have only become a viable option
in the last 20 vears and their performance (ana-
Ivzed here) shows positive results, Most countries’
public real estate markets have shown relatively
steady returns, with the exception of the highly
volatile Hong Kong market.

As most public markets grow, a major force in cap-
ital flows is the institutional investor entering the
market. Institutional investors need liquid markets
in order to invest and this is a function of the size
of the market. While the reasonable returns and
low correlations of most public real estate markets
around the world should attract institutional
investors, the relatively small size of most markets
has made them less attractive. While the U.S. mar-
ket cap is $170 billion, all other markets are much
smaller with France, Hong Kong and Japan aver-
aging around $40 billion being the next closest tier.
Smaller and less liquid markets keep many
investors awav. A few large investors see invest-
ments in smaller public markets as similar to mak-
ing a private investment, due to the low liquidity.
Thus the public real estate markets around the
world still have a long way to go and grow to
attract significant institutional capital.

Currency risk is also a major factor in assessing
return volatility in the home country currency of
the investor. Real estate poses a different type of
risk from other stock investments as there can be a
large portion of the return coming from annual
dividends, while stock investments provide most-
lv appreciation as the major component of their
returns. This annual cash flow from real estate
investments means that investors have to develop
different currency hedging strategies to manage
the annual cash flows. Thus international real
estate investments can provide a different chal-
lenge as well as a different value to the portfolio.
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Executive Sunnmary. The present study cxamines Hie imnpact of the Internet
an the real estate office market through a sirvey of real estate professionals in
fraditional companies in Boston/ULS. and London/ UK. This survey captures
professionals” opinions on the wse of tie Iiternet and how it affects Hielr busi-
ness The results frome both citics Ddicate differciees when wsing Hie Internet
versus braditional practice. The Diternet seems to affect the role of the transac-
Hon participants, Hie length of the process b ot the participants’ cariings or
transaction steps 1 is currently wsed as a listing service, information-gatier-
i1y resonrce and communication tool,

INTRODUCTION

he Internet is a recent expanding medium ot economic and

social exchange. It is most effective at breaking down barriers,

improving information flow, and speeding up the decision-
making processes (Hartung C.J., et al.,, March 2000). Two factors sig-
nificantly contributed to the increase in Internet adoption among real
estate brokerage companies: increased computer use throughout the
population as well as companies, and the downturn in commercial
real estate. This downturn led brokerage companies to list properties
online to reach a wider market (Rebuz.com, 8/8/01). Similar to the
retail industry and Web-based marketing (Baen ., 2000; Miller N,
2000) the real estate industry is expanding its online listings by con-
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tinuously advertising additional properties, thus
providing property seckers with a variety ot
options.

The Internet use in the U.S. and the UK. can pro-
vide a context of the Internet’s adoption in the two
countries where the survey took place. Nielsen/Net
Ratings estimated that more than 62% of the U.S,
population had Internet access in 2001 cither at
home or at work in comparison with 57" the vear
before (Stellin 5., 2001). According to the US.
Department of Commerce, in 2000 319 ot all U.S.
homes had a computer and 41.5% had Internet
access. High per-minute charges have prevented
people in the UK. and other European countries
from browsing the Internet, leading to a lower
growth than in U.S. (Wickham R., 2000). In the
U.K., houschold PC penetration was 46% (Nielsen,
2001). The UK. government’s E-envoy indicated
that Internet penctration in the United Kingdom
was still less than 60% (Holmes M., 2001). The
housing market transactions have been more casi-
ly facilitated through the Internet compared to
office transactions. Studies in the US. show that
the numbers of homebuyers searching tor housing
on the Internet are between 40%  |[Forrester
rescarch, 2000; Farnsworth C. & Evans B., 2000]
and 56% (Murray M., 2000). In general 79% of
agents claim they do not think the Internet threat-
ens their job (Gomez Research, 2000). However, the
search tor housing in the U K. is mostly conducted
through traditional methods because ot limited
Internet use.

This studv was motivated by the limited research
on the Internet’s impact on the Real Estate Office
Market (REOM). A survey of traditional real estate
companies was conducted in Boston and London
in order to capture the “real-world” views on
Internet adaptation and especially its impact on the
office pr()purties transaction process. Boston was
selected because of its small office market size
compared to other major cities in the northeast U.S.
and what brokers see as a tight, relationship-driv-
en otfice market. London, however, was selected
because it is the largest and most representative
office market throughout UK. What could the sur-
vev results indicate for these cities in two conti-
nents? This survey tries to identify how Interncet
use affects the role, time, and carnings of the key
participants involved in the transaction process of
office properties as well as the transaction process
length. This survey of traditional real estate com-

panies in Boston and London indicates that the
Internet affects the roles of the transaction partici-
pants allowing the real estate business to remain
competitive.

LITERATURE REVIEW

The traditional real estate industry has been char-
acterized as  fragmented  and  technophobic
(Hartung C.]., ¢t al, 200(h. A recent literature
review (Dermisi 5., 2002) shows that although the
Internet Real Estate has made significant steps in
its advertisement side, the transaction process has
not shared the same growth. Adaptation of the
Internet, as a new medium in a traditional “rela-
tionship driven” sector, was slow in the mid-1990s
but has increased exponentially in the past few
vears (Baen |, and Guttery R, 1997). From the 1995
onwards, real estate Web sites evolved from static
brochures to comprehensive online property list-
ing sites with various information on the property,
location, demographics, and statistics for the area
and tinally to process management sites that create
cfficiencies in the workflow process along with
providing information (IHarvard Design School,
2000; Bond M., Setler M., Seiler V., Blake B, 2000).

As in other industries, views vary on the Internet’s
use and impact on the real estate sector. Some real
eslale professionals believed that traditional real
estate companies could not easily adopt the
Internet. Others argued that “in the new informa-
tion technology paradigm of place and space, the
classic location, location, location mantra of real
estate decision-making is replaced by information,
communication, location”(Roulac S., 1996). In
recent years another thought has been  that
“although real estate is not very technologv-orient-
ed, people are beginning to appreciate that tech-
nology can be relationship-oriented” (Pike D,
1998). The relationship between brokers and the
Internet is not mutually exclusive, but allows tech-
nology to complement them in order to produce
more valuable services (Devine AL, 2001). Bond M.,
et. al. (2000) reported that most of the firms they
surveved either operate their own Web sites or list
their properties on larger industry sites. While the
Internet cannot replace relationships, brokers roles
will likelv be redefined as more emphasis is placed
on financial and analvtic services (Hartung CJ., et
al., 2000). Brokers and clients still need to commu-
nicate but they are mecting face to face less and
“talking” clectronically more. Brokerages must
distinguish themselves in other wavs mainly by
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their ability to help companies make increasingly
complex decisions about real estate (Moore D,
1999).

In the real estate business using a common online
plattorm that functions as a repository for docu-
ments and information is a vital first step toward
simplitving the complex transaction  process
(Carpenter S., 2000). The combination of commer-
cial real estate’s limited transparency and informa-
tion sharing as well as the variety of deal clauses
are significant obstacles to the use of a common
standardized platform (Miles M., 2000; Bergsman
S., 2001). Consortia, like Constellation and Octane,
have been formed to overcome these obstacles.
Although it is cheaper and more flexible for con-
sortia to merge with other companies, the chal-
lenge is to pool all listings together in a compre-
hensive and meaningful way on a neutral platform
for all plavers (Harvard Design School, 2000;
Bergsman 5., 2001). Along with consortia, portals
have begun to evolve presenting a new medium
for possible future transactions. The portal evolu-
tion has led to trends that consolidate and global-
ize existing markets by developing a comprehen-
sive procurement platform service, enabling busi-
ness practices (Harvard Design School, 2000).

DATA COLLECTION

The real estate data were obtained in 2001 from a
survey of companies in the U.S. and London/U K.
chosen to meet the following criteria: a) national
coverage in terms of listings as a real estate agencey;
b) largest real estate companies in Boston and
London in terms ot broker numbers; and ¢) well-
established research and investment departments.
The population (all companies meeting the criteria)
was  determined  through  the  Internet,
financial/consulting organizations, local chambers
of commerce and real estate organizations such as
BOMA and NAREIL This search led to the conclu-
sion that the Boston population consisted of ten
real estate companies: CB Richard Ellis, Spaulding
& Sluve (Colliers), Prudential, Jones Lang Lasalle,
Cushman & Wakefield, Grubb & Ellis, Insignia,
Prudential, CRESA partners, and Meredith &
Graw Inc. A similar search in London revealed a
population of ten companies: DTZ, Jones Lang
Lasalle, CB Hillier Parker, lLambert Smith
Hampton, Healy Baker, Henderson, Prudential,
Cushman and Wakefield, Coldwell Banker, and
GVA Worldwide.

PProbability sampling (DeVaus A, 1996) was select-
ed because of its random sampling, principle in a
population and its effectiveness even in small pop-
ulation sizes (Lyberg L., and Kasprzyk D., 1991),
Finally, representatives from four major brokerage
companies in Boston (CB Richard Ellis, Spaulding
& Slye, Prudential and Jones Lang Lasalle) and
seven in London responded to the survey (DTZ,
Jones Lang Lasalle, CB illier Parker, Lambert
Smith Hampton, Healy Baker, Henderson, and
Prudential). All these participating companies are
among the most representative in terms of certified
brokers and deals in cach city, indicating that they
are very knowledgeable about both the market as
well as the best practices for a property transaction.

QUESTIONNAIRE DEVELOPMENT

AND ADMINISTRATION

The questionnaire was designed to capture the
views of real estate professionals working in tradi-
tional companies on how and if the use of Internet
facilitates office market transactions.

An effort was made to formulate questions that
were self-explanatory and would gather most data.
The respondents” answers would allow the better
understanding of what the companies believed to
be the impact of the Internet on the real estate
office market. Since close-ended questions could
create a bias leading the respondent to answer in a
specific way, a combination of closed and open-
ended questions was utilized. The close-ended
questions required from the respondents to select
their answer based on a grading system (i.e., very
signiticant, significant etc.). Respondents could
also add other observations they thought signifi-
cant.

The method chosen tor the questionnaire adminis-
tration was “face-to-face interviews” (DeVaus A.,
1996; Lyberg L., and Kasprzyk D, 1991). However,
some of the respondents requested additional time
to consult with colleagues in their organization.
Ultimately, for both Boston and London compa-
nies, the responses were a product of more than
one person within the company.

The questionnaire consists of three conceptual
areas based on 8 questions (Exhibit 1):

a) Company information (questions 1 and 2): such as
name and vear of establishment. The purpose is
to identity the company’s experience in the mar-
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ket.

b} Information on the real estate transaction process and
participants (questions 3 through 6): such as
grading participants in the transaction process
based on their role significance, carnings, and
time spent with and without the use of the
Internet. In addition they aimed to measure the
difference between transaction length with and
without the Internet.

¢) The Impact of the Internet o the office market frans-
action steps (questions 7 and 8): Identification of
transaction steps conducted  traditionallv and
using the Internet.

DATA ANALYSIS AND DISCUSSION

The effect of the Internet on REOM was evaluated
through the survevs in Boston and London, which
attempted to answer the following question: How
does the use of the Internet atfect the rele, time and carn-
inys of the key participants tnvolved i the transaction
process?  The question is answered by testing the
following two hypotheses:

HI: The Internet redieces the significance and cariings
of the key participants involoed in the fransaction

pracess.

H2: The Internet reduces the time spent by key partic-
ipants on each transaction and also reduces the
fransaction process lengt.

The questionnaire’s three conceptual arcas are ana-
lyzed quantitatively (questions 3 through 6). Tables
1,2,4,5, and 6 were developed to agglomerate data
from the answers to the questions. Qualitative data
were derived from the transaction process steps
defined by the respondents. The agglomeration of
these steps with comments made by respondents
on the use of Internet were used as a vehicle for
answering the question, “How can te Internet be
wsed betweeen searching for a property and its transac-
tion?” The transaction in the Internet era reters not
only to the actual transaction, but also to the
process of submitting a property for lease or sale
online.

Boston survey

In the traditional market, the broker seems to be
the most important “kev” participant in the trans-
action process preceding the lawyer, whercas bro-

kers using the Internet lose some of their power
(see Table | for lease and sale properties). This
oceurs for a few reasons:

a) Consumers have the ftlexibility to search
through the Internet tor properties without
consulting brokers until thev identity a proper-
tv that interests them.

b) The literature review  acknowledges  that
Internet allows faster decision-making because
of real time exchange of information by all the
parties involved in the deal, possibly decreas-
ing the broker’s significance. In order to remain
competitive, the Multiple Listing  Service
(MLS) portals are continuously evolving to
offer better and  quicker services to the
lessees/buvers. Theretore, lessees/buyers are
more easily empowered and aware of property
market availability.

¢)  TPart of the brokers” ability to identify property
opportunities is replaced by the MLS.

r

The time spent by cach of the “key” participants in
the transaction process is also presented in Table 1.
Comparing time spent on traditional and Internet
transactions, respondents’ answers  show  a
decrease in time spent by the broker on lease prop-
erties” deals using the Internet. This can be caused
by the quicker flow of information among parties
on the Internet and the more standardized agree-
ments compared to sales. For sales, however, the
broker’s time increased when using the Internet.
One possibility is that clients are usually more
demanding from their brokers because they use
the Internet as a information-gathering resource
and then request additional research from their
broker, taking more time from them. Another pos-
sibility is that the sale of a property is a long-term
investment and future owners, aware of the
Internet, explore a number of investment opportu-
nities with or without a broker, before they finalize
their decision. Thus, the Internet informs the tuture
buver of multiple available investment opportuni-
ties, which he can simultancously evaluate and bid
on, increasing the time the broker needs to prepare
with the counter party another proposal for the
future owner.

In examining if the Internet reduces the earnings of
“kev” participants in the transaction process all the
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1) What is your company’s name?

2) What year was your company established? (vear)

Exhibit 1
SURVEY OF INTERNET’S IMPACT ON REAL ESTATE OFFICE MARKET

3) Identifv “kev™ participants ( “key" is identified as i.e., broker, lawyer, mortgage company etc.) involved in
office market transaction process and state their significance by the following point system:

1:very significant, 2: significant, 3: not significant 4: don't know

Traditional transaction (without Internet use)

Internet Era Transaction (with Internet use)

Role lease Sale Role Lease Sale
Broker Broker
Lawyer Lawyer
Appraiser Appraiser
Mortgage comp. Mortgage repr.
Web MLS

4) Whar are the key participants' earnings in office market transaction process?

Traditional transaction (without Internet use)

Internet Era Transaction (with Internet use)

Role Lease Sale Role I ease Sale
Broker Broker
Lawyer Lawyer
Appraiser Appraiser
Mortgage comp. Mortgage repr.
Web MLS

5) What is the time spent by key participants involved in office market transaction process?

Traditional transaction (without Internet use)

Internet Era Transaction (with Internet use)

Role Lease Sale Role Lease Sale
Broker Broker
Lawyer Lawyer
Appraiser Appraiser
Mortgage comp. Mortgage repr.
Web MLS

6) What is the average transaction process length?

Traditional transaction (without Internet use)

Internet Era Transaction (with Internet use)

Lease Sale

Lease Sale

7) Please identifv all the transaction steps of a traditional office property transaction.

8) Please identifv all the steps of an office property transaction carried out with the use of Interner.

participating, respondents answered that the bro-
ker receives from 1-5"% per deal no matter whether
executed traditionally or via the Internet. Lawvers
are paid hourly. Mortgage company fees are tied to
the amount of the actual mortgage. The Web M1.S
usually has a monthly fee for participating brokers
and thus does not add directly to the consumer’s
cost. Therefore, the use of the Internet can reduce

costs only it the participants spend less time dur-
ing the transaction process.

The Internet’s impact on the mean length of the
transaction process is presented in Table 2. For
lease properties a reduction of 19 days was found,
which represents a 22%' reduction in time length.
However, for sale properties the mean reduction is
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15 davs  thatis only a 10% " reduction in time. The
respondents also indicated a 25% decrease in the
properties for lease transacted in 2 months or less.
For sale properties the decrease is the same, but tor
properties transacted in 4 months or less.

The qualitative section of the survey questions 7
and 8 (Exhibit 1) identified 24 steps in a typical tra-
ditional lease transaction (Table 3). According to
respondents, the use of the Internet cannot signiti-
cantly reduce these steps. There are some excep-
tions, such as a “property walkthrough,” where the
Internet is used for “virtual tours.” Other steps that
might take less time are negotiations, lease
reviews, and the construction overview. Using the
Internet (i.c., email, chat rooms) participants can
communicate immediatelv about changes, thereby
decreasing the time involved in the decision
process,

The Boston results validate the first hvpothesis that
the Internet reduces the significance of the key par-
ticipants. However, they do not validate the second
part of the hvpothesis referring to the participants’
carnings. The first part of the second hypothesis,
reducing the time spent by key participants was
validated with some exceptions, as was the second
part of the question referring to reduced transac-
tion length.

London survey

appraisers are the kev participants whose power
decreases with Internet use. The reasons for this
are the same as in Boston. One additional reason is
that the appraisers’ work can be partially substitut-
ed via the Internet (ie,. estimation of property val-
ues based on other properties listed online) as in
the case of brokers, which is a significant difference
compared to the U.S. market.

The time spent by cach “kev” participant involved
in the transaction process is also presented in Table
4. Appraisers” time decreases but brokers” increas-
es by [%. The impact on appraisers is more signif-
icant because thev are estimating property values.
The Internet provides information about compara-
ble properties for free, with the click of a mouse
and without involving an appraiser requiring a fee.
On the other hand, the broker’s time appears to
increase by 1% possibly because they must be
aware of the continuous information flow available
from the Internet,

The respondents’ answers whether the use of the
Internet reduces the carnings of key participants in
the transaction process is presented in Table 5.
Among these  participants  the brokers” and
appraisers” earnings decrease by 2.5% and 0.25%,
respectively, when they use the Internet. Clients
are now aware of more resources available to them
and the broker, making them more demanding
and in less time. In general, Internet use reduces
earnings only for those participants who spend
less time on the transaction process. In addition,

Table 1. Key participants™ role inan office property transaction in Boston

Participants Significance of involvement Time spent
Traditional ‘ Internet era process Traditional process ‘ Internet era process
process L
| lease | Sale Lease  Sale l ease Sale Lease  Sale
Broker L] 4% [ 30% | 3T | 2% [ 37T } 36% [ 35°0 [ 3%
Appl'ilixt’]' 119 20%p 3% 1™ 250, 299, 21% 24
Lawyer o290 7 3000 0 249 259, | 130 | 21% | 1™a | 20%
Iqot1g:tg;cor|l|). 1 rae. 209 i 13% | 17 250, | 14% I 24%0 1 13%
Web MIS T - T T 1™ | - T 3% 3%

In the traditional market, the broker seems to be
the most significant participant in the transaction
process tollowed by the lawver and the appraiser
who are equally significant for lease and sales
properties (Table 4). With the use of the Internet the
broker shares the same signiticance with the Web
MLS for lease and sales properties. Brokers and

the Web MLS usually has a monthly fee for the par-
ticipating brokers, which does not add to the con-
sumer cost directly.

[nternet’s impact on the mean transaction process
length is presented in Table 6. For lease properties

a reduction of 20 davs" is found, which represents

145
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a 397 time length reduction. For

Table 2. Transaction process time (months) in Boston

sale properties the mean reduction is Months Traditional process Internet era process
18 davs, * only a 23" reduction. [t Lease Sale Lease Sale
also appears that Internet use reduces 1 5 B 25% .

by 14% the transaction time for lease 2 S0% 5 509 R
properties transacted in 1 month or 3.5 25% - - =
less. For sale properties the decrease 4 25% 25% 25% 50%
is the same, but for properties trans- 45 - 25% - 25%
acted in 2.5 months or less. 6 - 50% - 25%
In terms of the qualitative part, questions 7 and 8 CONCLUSIONS

(Exhibit I —Table 7), some comments are presented
based on respondents” answers. Parts of the trans-
action process are facilitated via the Internet allow-
ing a small but not significant decrease in the
length of the process. The respondents indicated
that the actual transaction steps are not reduced.
However, they use the Internet for e-mail, quicker
communication between parties and  setting up
password-protected chat rooms on the brokerage
company’s network or en other mutually agreed
Web site (extranets). These techniques allow dis-
cussion and viewing plans, etc., achieving trans-
parency or monitoring of information between
participating members.

This study surveved views of real estate profes-
sivnals on the Internet’s impact on the Real Estate
Office Market (REOM) in Boston and London.
Although the survey was conducted among, vari-
ous real estate professionals and not only brokers,
the participating companies were brokerage and
investment firms, which might have influenced the
brokers” selt-importance.

The results for both cities indicated more common-
alties than differences in the Internets impact on
the REOM. The Internet affects the roles of the
transaction participants, especially brokers in both
citics and appraisers in London. It is forcing partic-
ipants to redefine their roles, from information
providers to strategists tor risk reduction, towards

Table 3. Traditional transaction process steps for lease properties in Boston

1. Client contact

9. Initial space fit plans

17. Neﬁotiate lease

2. Client pitch to get hired | 10. Counter proposals

18. Finalize pricing for tenant work,
pick general contractor

3. Client retained 11. Final choice

19. Sign lease

4. Prepare survey 12. Final negotiations

20. Oversee construction (some cases)

5. Property tours 13. Letter of intent

21. Coordinate move (some cases)

6. Request for proposal

14. Detailed space planning begins 22. Punch list (some cases)

7. Evaluate proposals 15. Draft lease review

23, Furniture installation (some cases)

8. Determine finalists
construction

16. Pricing of plans for tenant 24. Move (some cases)

Source: CB Richard Ellis brokers

Combining the results of the London survey the
same hvpotheses as in Boston were validated. That
is, respondents said the Internet reduces the signif-
icance of the kev participants, but not their carn-
ings. Their time consumed is reduced with one
exception, and the transaction length is also
reduced.

a more knowledgeable audience, thus leading to a
transformation of the real estate business to remain
competitive. However, participants indicate that
the Internet’s impact on their earnings is currently
not substantial and there is no actual reduction in
the number of steps in the transaction process or
the time they consume closing a deal. The use of
Internet in the length ot the transaction process
indicates a mean reduction by 22% for lease prop-
ertiecs and 10% for sale properties in Boston.
Similarly, in London the Internet use reduced the
length of the transaction process for lease proper-
ties by 39% and tor sale properties by 23%. The
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Table 4. Key participants’ role in an office property transaction in London

Participants Significance of involvement Time spent
Traditional Internet era process | Traditional process | Internet era process
process

Lease Sale Lease Sale Lease Sale lease Sale
Broker S0% 50% 33% 33% 33% 33% 4% 34%
Appraiser 25% 25% 17% 17% 50% 50% 13% 33%
Lawyer 25% 25% 17% 17% 17% 17% 1% 1%
Mortgage comp. - - - - - -
Web MLS - 33% 13% - 22% 22%

Table 5. Earmings of transaction process participants in London

Participants Traditional transaction Transaction with Internet use
Leases Sales Leases Sales
Broker 5-10% 1-5% 7.5% 1.5%
Lawyer 3-4% 0.5-1% 3-4% 0.5-1%
Appraiser 25-0.5% .25-0.5% 25-0.5% 25%
Mortgage company 1% 1%

Table 6. Transaction process time (months) in London

Months Traditional process Internet era process
| ease Sale Lease Sale
Less than | - - 40% -
1 66% - 40% -
Less than 2 - - - 20%
2 - 349% 20% 60%
2.5 - 33% - 20%
3 17% - - -
35 e | e |- [ -

Table 7. Traditional transaction process steps for lease properties in London

1.Client contact 8. Terms of bidding

2. Confirmation of instructions 9. Bidding

3. Agree fees 10. Choosing selected party

4. Due diligence/understanding the product L1 Instructing solicitors

5. Market research 12. Reviewing agreement terms
6. Marketing material preparation 13. Exchange contracts

7. Viewing/inspection

reduction in the total time length, which seems to
contradict the limited reduction in the time spent
by the key participants, is due to quicker decisions
made by the owners and space seckers as well as
the quicker dissemination of information among
participating parties.

The Internet is currently used in the REOM as a
listing service (i.e., loopnet ctc.), a rapid informa-
tion-gathering medium (i.e., area/city information

for investment opportunities & risk assessment)
and a communication tool among deal participants
(i.e., email, extranet ete.). The next step has been
already taken with the effort to develop an online
transaction platform. Although consortia (Octane,
Constellation) have tried to introduce such a plat-
form they have not been vet successtul and broker-
age companies seem reluctant to adopt them. One
main reason is that office property transactions
cannot be casily standardized because most deals
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are unique with different clauses and cannot be
described by one simple tormat. However, the
ctfort made to develop an online transaction plat-
form indicates the willingness to utilize also the
Internet to facilitate quicker and casier real estate
transactions in the future similar to e-retail.

The results indicate that the Internet mayv enhance
the transaction process transparency among, partic-
ipants with the use of a common online platform.
However, this can not be accomplished if partici-
pants” such as brokers, lawvers, and appraisers
income is threatened.

Appendix

Boston s mean traditional transaction process tor lease propertios is
RATO254T0 250270 5287 months or approsimately 86 davs. The
mean transaction process using, the Intermet 15
025+ 2205+ 0.25-2.25 months or 675 dave Theretore, the mean
wetghted transaction time of properties tor lease i< 062 months o
about 19 days. The mean reduction ot the property transaction time
length s [9/86.2- 224,

Boston's mean traditional transaction process tor sale properties 1~
A0S0 25+ 57025512 months or approvimately 154 davs, The
mean transaction process using the Inlernet <
60254 570254470 5=4.62 months or 139 davs Theretfore, the mean
werghted transaction time of properties tor sale s 1.3 months or 15
dave, The mean reduction of the property transaction time length s
157154 10,

London’s mean traditional transaction process tor lease properties 15
ST ARNLT 0 a6=1 76 months or approvmately 33 davs, The
mean lransachon process using the Internet is:

044270 240 7704 1 08 menths or approsimalely 32 davs, Theretore,
the mean weighted transaction time of properbes for lease 1« D8
muonths ar about 20 days. The mean reduction of the property trans
action time length s 200.5/52.8-39%,

London s mean traditional transachion process tor sale properties s
27034+ 2 570,333 3103322 s months or approamatels SE davs The
mean transaction prowess using the Internet is:

RO 24270642570 2206 months or approximately 62 davs
Theretore, the mean seeighted transacion time of properties for <ale
i~ (bt months or I8 davs The mean reduction o the property transacc-
tron time length is: 18798 23
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Red Man, Green Man ¢ v '“1:5'{0-..ﬂd(]'l"_‘v"‘.'f."g‘-' rmgm
Jayne Cox, David Fell and Mark Thurstain-Goodwin
£17.99, also available in print from www.ricsbooks.com

Policy-makers are yet to establish clear measurements,
or indicators, of sustainability performance. The
establishment of these indicators presents businesses with
a unique opportunity to influence and benefit from the

-l sustainability agenda.

Red Man, Green Man examines current approachesto
performance indicators for urban sustainability with
particular reference to the property and construction

o g industries. The report recommends that businesses must
L' MaN , g.luu MAN engage actively in the sustainability debate and outlines
Sayes G, Do ol Mt Tl G possible steps companies can take to place themselves
at the forefront of the movement towards urban
sustainability. The authors conclude that this will not only
beneft quality of life in and around urban areas, but will
also give businesses a commercial advantage.

Painting the town green Austin, Texas initiatives, using her findings as a basis

Painting the town green ¢ v ricsfoundation org/mita
Anindita Mitra
£15, also available in print from waw

f :Ci;hf»::li 5.COMm

Painting the Town Green is the latest report fromthe

RICS Foundation on performance indicators for urban
sustainability. The study, written by American architect and
urban planner, Anindita Mitra, reviews the experiences

of several US urban sustainability initiatives. She pays
particular attention to the Sustainable Seattle and

oy for suggestions for the improvement of future indicator
T S programs.

One of the main recommendations relates to the use of
indicator results to drive change. Mitra discovered that
programs sometimes fail to translate their findings into
policy. Itis essential that such obstacles are overcome if the
real value of indicator programs is to be realised.
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