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The Tragedy of the Commons
The excesses of the real estate development market of the late 1980s

may be compared to the "tragedy of the commons." The tragedy describes
the circumstance where a village common is overgrazed to the point
wherc there is no fodder left for the village animals. This occurs because
individuals feel an entitlement to their share of the comnlon good and
no collective sense of responsibilitv to conserve or renew the food sup-
ply. The result is that no one individual destroys the common, but as a
group the village common is devastated and trust in thc institution of
the' village is lost.

ln the case of real estate development in the late 1980s, each project
was deemed in the eyc of its beholder as being vcry special, having
unique appeal, ancl coming on tlre market at precisely that windorv of
time when the last full building would be executed and before the der,-
astation of overbuilding. Lost in the analvsis lr.as thc devastation cause-d
to all buildinp;s in a specific locale by the serious o'i'ergrazing n,hich
resulted from a number of such seemingly isolated .rnd innocuous deci-
sions.

Real estate development has traditionally been a local business,
played chiefly by insiders with information not always readily available
to the financial marketplace, whe're individual entr('preneurs attempt to
gain windfalls by getting an edge on the market in genc.ral. The lack of
broadly accessible, accurate, consistent data on real estate has helped to
preserve this insider's game, as it has also contributc'd to the volatilitv
and amplitude of the real estat(' cycle. The more transparency, the greater
the depth of accurate information available to all players in a market,
the less chance there will be'for such wide swings in real estate as oc-
curred over the past l0 years.

It is entirely possible that '1998 will be regarded in retrospect as the
year of equilibrium; the year when aggregate supply and demand for
real estate came into balance; the year in which virtually no new devel-
opments caused excessive capacity or declining rents. Along with the
achievement of market equilibrium have come the beneficial results of
several recent trends-such as securitization, technologv and consoli-
dation. A rising hde lifts all boats, so it is difficult at present to assess
whether or not these newer trends in real estate will provide greater
stability to the industry. The answer will come only as we swing into yet
another real estate recession caused by overbuilding. At the end of a

complete economic cycle we will better be able to assess the significance
of these new trends. Meanwhile, the issue is: Have these new trends in
real estate served to dampen the volatiliw of the real estate cycle, or is
the real estate development game just the same old game being plaved
out in a new wrapper?

The Moral Hazard of Rewards
and Punishments

One of the problems with real
e'state, especiallv in thc' latc 1980s,

is the moral hazard which resulted
from a deJinking of rewards and
punishments. Those who piled on
production in financial institu-
tions, especially savings and loans
and commercial banks, were re-
warded handsomely for meeting
or cxceeding targets. Bonuses and
longer term incentiv€'s were not
tied to the outcome of the invest-
ment. There rvas no linking of the
rew,ards for production with the
risk involved in the transaction.
Thtre was little or no conc(,pt of
risk- based capital or of risk-ad-
justecl retrrrn. This le.d to krans be-
ing maLie at 100 pcrcent or more of
cost to developers rvith no equitv
stake or risk in the project, often
rvith all their developmr'nt fees
ht'irrg paid out on thr: fnrnt cnd in
cash instead ofstaying at risk in the
transaction.

A further moral hazard oc-
currctl when entrepreneurs plave.d
thc IITC game and achieved, in the
earlv years, windfall profits as a

result of the Federal government's
eapiLrl being at risk. Tlrc positive
side of this event was that we
cleaned up the mess in a hurry; a

fact that our Japanese friends do
not appear to have caught on to.
As a result of astute mirnagement
by Dr. Alan Greenspan, our bank-
ing svstem survived the test quite
wt'll. Bank executives u'ere also a
beneficiary of this de-linking of re
wards and punishments. The Fed-
eral Reserve Bank kept rates low,
allowing the banks to builcl up
their reserves. Certain bank stock
prices initially fell to 20 percent of
previous values and then in-
cre,ased eight-fold, giving the bank
officers windfall profits orr their
stock options.

THE REIT ENcTwE:

Is GnowrH rN
FFO SusrarNABLE?
by Cory Rtlstott E Richard Hornltack

.TNTRODUCTION

I Thc stt,ck price ot a R EIT i: ti rir cn
I t,u PfO rFunds From Opcr,rti(,n)
per share. So it is only natural that
REIT..rnalysts and investors are con-
cerned about the sustainability of cur-
rent FFO pL'r sh.rre growth rntr's.

In recent REIT history, twostrategies-
increasing rental income and making
accretive acquisitions-have become
thc prcdtrminant methods Ior main-
taining FFO growth. Some observers
believe there are natural limitations to
REIT growth and, as a result, have
suggested tht. potential for growth in
FFO per share is more limited than the
earnings growth of traditional operat-
ing companies. In effect, some ana-
lysts are suggesting that a REIT's FFO
can onlv grou'so fast, so long, or so far.

Why is it that Bames & Noblc., Best
Buy, Eckerd, OfficeMax, and Pie'r 

.l

Imports are considered growth com-
panies, but their REIT landlord is
not automatically granted the same
status? While some inherent limita-
tions certainly do exist for the REIT, a

more comprehensive look at the REIT

business model reveals multiple
growth opportunities lr,ith unlimited
potential. The approaches to incrr.as-
ing FFO per share will change, just as

engines changed from steam to inter-
nal comhustiorr whcn steam engines
reached thcir limit. This presents an
interestirrg mctaphor for the chang-
ing real estate industry.

In this article', rve describe a funda-
mental change in attitude non' de'r,el-
oping anronp;st real estate practitio-
ners. We then categorize and explore'
eight strategies for fueling growth in
FFO per share, cach with multiple
variations and tactics. We illustrate
how this eight-cylinder REIT growth
engine reflects the premium of a

REIT's market value over its net asset
value (NAV)-in essence, its com-
pany (or franchise) value. Finally, we
examine how this translates into FFO
growth pr.r sharc and how it mitigatcs
a REIT's operating risk.

REDEFINING THE REAL ESTATE
BUSINESS
In the past,lancllords simply provid t'd
space, and in return, received rent.
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The authors recognize
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unccrtaint'r1 as to
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for REIT grozoth
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any and all aoailable
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their shareholders. 
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How Can We "Fix" the
Real Estate Cycle?

Without the transparencv oi
timc'ly and accurate data on rents,
it is unlikely that anv systenr will
be dc.veloped which will c.-rusc

punishment to occur prior to over-
builcling. The kinds of systems
which might procluce data in time
to prevent overbuilding are prob-
ably too draconian to withstand
the political and regulatorv pro-
cess. Examples of practices which
might prevent overbuilding and
truly mitigate the real estatc. cycle
would include the following:

A national rent index, with
various krcal components. The Ur-
ban Land lnstitute made som('sig-
nificant progrcss on this fr(nrt in
the c'arly 1990s, but industry sup-
port lagged and then collapsc'd as
the re,.tl estate markets inrprovecl
and it became every institution out
for itself once again. Such an indcx
could bt derived statistically. lt
n'ould ctrst a few million dollars-
a cost which could be shared by
several of the major financial insti-
tutions in the real estate busine'ss.
The ultimate value could far out-
weigh the cost. Developers, finan-
cial institutions, and tenants could
go long or short in various indi-
vidual geographic markets and
product tvpes, smoothing out
cvcles in ltral markets.

The, index must be monitore,cl
by an independent fiduciarv in
which there is a high degree of
trust. The Urban Land lnstitute
could be such a body, as could any
one of the maior universitit's in-
volvr'd in real estate education.
Such an index would be organiztri
by geogr.rphic sector and bv m,tirrr
property type. The moral hazarll
here is the industry's lack of will-
ingness to make real estate a pub-
lic utility.rnd share the formerly
insidr. information so broadly. Each
player fet'ls advantaged to "get an
edge on tht market." In so doing,

thev increase the volatility of the
cvcle and are thus each a cause of
the major vr,indfalls and cata-
strophic losses lvhich occur in the
inclustry rvith enrbarrassing regu-
Iaritv

The Controller of the Currency
could require each major bank to
report on a quarterly basis the de-
tails of each real estate financing
in rvhich thev havc engaged, in-
cluding accurate data r /ith respect
to volume of construction lending,
loan to value, true equitv degree
of risk taken by the developer,
rental concessions, amount of pre-
leasing, and the like. As one who
is fundamentallv anti-regulation,
this draconian tactic has little per-
sonal appeal, but it cotrld provide
a basis for mitigating the cvcle if
such data were rc'ported out to the
public on a real-tinre basis, i.e. on
the Internet.

The Securities and Exchange
Commission could require each
publicly traded rL'al estate operat-
ing companv, real estate invest-
ment trust, originator of commer-
cial mortgage backed securities,
etc., to report publicly on a quar-
terly basis net effective rentals on
all of their properties on a consis-
tent basis. Such data could be fed
by the Internet to all interested par-
ties, including, a public or quasi
public utility u'hich rvould con-
struct the rental indices referred to
above.

What Is Different This Time?
In theory, the s.'curitization of

a significant amount of real estate,
primarilv through real estate in-
vestment trusts and commercial
mortgage backed securities, pro-
vides the marketplace with .r

much greatc'r pool of data than
was the case wlren such assets
were held by private' institutions.
Punishment setms more directly
linked to tlre neg.rtive evenl. Ftrr
erample, il an REIT persists in

over-developing a particular mar-
ket, the u'ord gets out quicklv, and
the'public and the financial insti-
tutions will sell the sharcs of that
particr.rlar REIT, increasing its cost
of capital and most likely making
it a take-over candidate. The pub-
lic clisclosure required of publicly
he'ld firms provides for a much
more rational market, although the
punishment does not txcur until
after the overbuilding has oc-
curred.

Likewise, one mav surmise
that properties controlled by op-
portunity funds are likely to be
more closely scrutinized and nrore
aggressively dealt with than those
financed by large financial institu-
tions n hich, dt least at thc begin-
ning of .r cvcle, have traditionally
stretched out problem loans, r.1uar-

ter by quarter, hoping to avoid a

write-off.
Iu general, the current real es-

tate industry structure has more
monitoring devices than bt'fore.
The imposition of risk-b.rsed capi-
tal rules have forced comnrercial
banks and insurance companies to
become more rigid in their re'al es-
tate analysis. Wall Street conmon
stock analysts as well as credit ana-
lysts are quick to punish a public
company for a missed earnings
forecast, excessive leverage, non-
accretive acquisitions, or over-
building. These stock and bond
analysts ride herd on the' publicly
held financial institutions as well,
such as commercial banks.rnd in-
surance companies; and they are
quick to punish excessive financ-
inB to real estate on the part of these
firms.

In general, real estate benefits
from the consolidations ancl the
larger sized real estate firms, both
public and private-(especially if
their larger size allows them to
make the investment in technology
that is required to attain efficien-
cies in operations). Most larger,
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consolidated firms also have a

more conservative debt structure
than was the case in the 1980s, as
they wish to gain the advantage of
an invL'stment grade bond rating
and lower cost capital. The con-
solidations r.r,ill truly benefit real
estate if they can bring off the
benefits of professional manage-
ment, discipline, and sc.rleto.rn in-
dustry which has been highly
customized and hand crafted for
too long.

What Is The Likely Outcome?
It has been said that "disci-

plined, speculative" development
is an oxvmoron. This is somewhat
surprising, given all the ncwly de-
veloped risk management to()ls in
the financi;rl markets. lf this is tnre,
then the only real discipline in the
real r.statc markets is tht t-low r>[

capital. So long as the financial
sources maintain discipline, the
real estatt'cvcle will be moderated.
In the l.rte lq80s, the financial in-
stitutions became part of the prob-
Iem themselves as they contributed

to the overgrazing of the public
commons.

The larger real estate firms
need to develop discipline. A truly
mature industrv should not be re-
lving solely on capital sources and
regulators to kecp it from excessiVe
behavior. It will be difficult for real
estate firms to develop such dis-
cipline, hon'ever, if a significant
portion of nc,w development con-
tinues to be carried out by local
entrepreneurs who have no in-
centive other than to get and keep
an edge on the nrarket. Such be-
havior, which is always rational
in the individual sense, creates an
imperfect and distorted market
cx,erall. It is impossible to punish
such behavior in aclvance of over-
building.

Thus, in the. abscnce, of some
draconian moves t() produce trans-
parency of marke,ts and informa-
tion, it is highlv likelv that the real
estate development market rvill
remain imperfecg i.e. the same old
business in a new wrapper. The
major difference at present is that
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the punishment is likely to come
faster and be harder. Those who
avoid "overgrazing ' and keep their
powder dry will be there to mop
up thc pieces at suhstantidl dis-
counts and take ultimate aclvan-
tage of such imperfect markets.
The tragedv of the commons will
continue with all the concomitant
windfalls and losses. Perhaps that
is th('ultin.rate reason why so many
of us find real estate such an en-
tertaining and stimulating place to
makc our living.^0,
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of capital of all. But this did not protect against the
evaporation of equity. Investors, therefore, should
not lose sight of the asset base of anv real estate
company in a mistaken assumption that the form of
ownership will confer some ability to outperform
the real estate market in supply/demand terms.

Yet it app!-ars that precisely such an assunrption is
being madc', as REITs find their market capitaliza-
tion running at a substantial premium over the
value of their rc'al estate assets. This is not necessar-
ily a permanent condition. Certainly, it has not
often been the case over the course of real estate
cycles (for those publicly traded real estate operat-
ing companies who have been in business for a
lengthy period). Ancl it most definitely has not been
the case for firnrs in other industries. We know very
specifically what happens when stock prices un-
dervalue business assets: heavilv leveraged buy-
outs and,/or lrostile takeovers. The alternative, for
an existing management that wishc's to ride orrt the
cycle, is selective asset sales. Here again, the expe-
rience of the airline industry can be instructive. For
some, there will be the opportunity for a shrewd
reconfiguration of the property portfolio as cash is
raised. For others, there rvill be a cannibalizing of the
portfolio by tht'sale of assets that are the core of the
enterprise. Undcr the pressure of the market, the fine
line between the two may be difficult to discern.

LEVERAGE REMAINS A KEY FACTOR
IN REAL ESTATE
Since the 70s, the airline industry has provided
examples of adroit debt financing to support strate-
gic route expansion and facilities upgrades. This
period also saw prominent carriers succumb to
poorly-timcd rrr poorly-priced borrowing.

Analysts covering publicly-traded real estate com-
panies have been frowning on levels of debt that
have typically shaped the capital stnrcture of real
estate investment. Even if the public company en-

ioys an advantage of several hundred basis points
on the equity component of the deal, the edge in
capital costs may shift to a private investor who can
secure 75 percent loan-to-value financing compared
with a 50 percent debt limit for a public firm.

This is one reason to suspect that REIT growth may
have some as yet untested constraints. Given the
accretion imperatives in the capital markets, how-
ever, one possible adaptation is that the acceptable
level of indebtedness might migrate upward. There
is no cause for alarm here, of course, expect that
such a strateBy does, pari passu, narrow the very

cost of capital advantage that the REITs have been
so assiduously promoting. My point is simplv this:
despite the disproportionately high share of prop-
erty acquisitions registered by REITs in the past
several years, the real estate industry is going to stay
highly competitive and in a competitiae mnrket no

I a1t can ytstain mlttanttst' intlcfinitehl.

TURBULENCE SHOULD BE EXPECTED
Based upon the experiences of the various indus-
tries which have found themselves going through
changes of state in the past quarter-century, epitG
mized by the airline industry but by no means
limited to it, real estate should not expect the pro-
cess to be a smooth one. In fact, one of the findings
of the Santa Fe Institute scientists has been that
phase transitions are typically turbulent, or even
apparently "chaotic." Thus far we have been spared
such turbulence in the period since 1993 when
public-market investments in real estate have ex-
ploded. Don't count on this continuing.

I would think that both public-market equity in-
vL,stments (either as REITs or C-Corps) and debt
instrunents likeCMBS are now a permanent partof
the real estate industry. We have yet to see how th('
market will respond to the prospect of diminished
opportunities stemming from either economic re-
trenchment or a market downcycle. Other indus-
tries have seen such events as the occasions for
winnowing out the weaker competitors. There is no
reason to expect that real estate will be exempt from
this phenomenon.

Meanwhile, the industry will function as a complex
adaptive system, and both the public-market and
private.market players will be sha rpening theircom-
petitive edges. I suggest that, amid the turbulence,
real estate service professionals will find ample
demand for their services.

And, in a highly competitive, rapidly shifting, and
capital-fluid environment, one prediction seems
fairly safe to make: It won't be dull.".,

NOTES
Background information for this article has treen drawn from a

variety of sources. Readers interested in the curent state of th€'
REIT industrv witl find much uscful information in the U.S. Rpal
Eshltt Almnnac, published by Bcar Stcams Equity Research, a
b<ok for which the tandauer Rest'arch Croup developed much
of the market content.

Much of the framework of disr-ussion has been built upon re.
search in other disciplines. Readers interested in pusuing thes€
stimulating 6elds will find the followinS sources thought-pr<>
voking and, for the most part, hi8hly readable.
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