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ABSTRACT

A great number of German companies are
suffering an acute financial crisis.  Financial
optimisation of the substantial property hold-
ings owned by German companies offers an
opportunity to reduce costs and to free up
capital. However, the demands on property for

operational  purposes create difficulties when
optimisation is carried out exclusively for finan-
cial objectives. In this paper it will be shown,
by means of an empirical investigation of real
estate directors and financial managers of the
leading German undertakings, that companies
are failing to take the decisive step towards
optimisation. The reason for this lies in inade-
quate internal preparations, manifested in the
lack of a linkage betiween real estate strategy
and corporate strategy. Property rights-oriented
analyses of real estate assefs create new scope to
refinance existing holdings, without sacrificing
the important requirements of the units occupy-
ing them. This paper discusses the essential
steps to a solution and explains the potentials
that can be enhanced by a structured financial
optimisation of property loldings.

Keywords: corporate real estate, real
estate finance, real estate strategy,

financial — optimisation, real estate
property rights

INTRODUCTION

An acute fiancial crisis is threatening
many German companies. The main
causes  are the disclosure  of hidden
rescrves assoctated with the change in




accounting mecthods to International Ac-
counting Standards (IAS); the current
massive pressure on costs; tighter restric-
tions on corporate financing (Basel II);
and 1n  particular German companies’
shortage of capital resources. At the same
time, German  corporations  have, on
average, 10 per cent of their capital tied
to real estate.” As a result the core business
is deprived of the capital tied up in
property, which morcover is often shown
below its market value in balance sheets.
In 1991, in absolute figures, the real value
of the property assets of German com-
panies was DM3,176bn (c. €1,600bn).”
Considering the financial problems, the
current very high level of real estate, in
terms of both assets and costs, in German
companies no longer makes sense. What
is required is a substantial reduction in the
amount of capital tied up in property,
with the aim of improving balance sheet
ratios and increasing value added, as well
as reducing property-related costs.

However, the financial optimisation of
property assets is not without its problems."
In non-property companies, there are dual
objectives for real estate assets. On the one
hand, the properties are needed to provide
a physical covering for operational processes.
To provide the best possible services, in-
ternal company users arc interested in spa-
cious and comfortable workplaces, with a
high level of architectural and technical
features, over which they have unrestricted
powers of disposition.

On the other hand, real estatc —
because of the costs it creates and its
capital intensity — is subject to the typical
freeholders’ financial goals such as maxi-
mising return on capital or value added.
Unfortunately there is a conflict of objec-
tives between operational aims, directed
toward optimal use of floorspace, and the
financial aims of the company’s owners.’

A survey of corporate real estate
managers from the largest German com-

panies has shown that the two objec-
tives are given almost the same level
of importance.” Optimising corporate
property on the basis of financial targets, for
example with the help of sharcholder value
management, jeopardises productivity in
operational divisions. Although in principle
it is possible to optimise corporate property
according to the aims of the owner and the
user simultancously, in practice there are a
number of obstacles, including a consider-
able dearth of information about property
costs and uses, as well as principal-agent
problems.” The above-mentioned study
therefore showed that German companies’
cost structures are ill-defined and this,
combined with inadequatcly developed
control systems, practically cncourages
uneconomic dealings with property.

This paper will show that a financial
optimisation of property assets is possible
without neglecting the interests of users.
The results are based on a survey of major
German companies carried out in 2002.
The results of the study provide a basic
understanding of the currently observed
stagnation in German corporate real estate
management and give valuable pointers
for the financial optimisation of company
property assets.

EMPIRICAL RESULTS

Methodology

A telephone questionnaire of property
managers of German non-property com-
panies was carried out in 2002." The aim of
the survey was to draw conclusions about
the importance of property assets. An
intensive preliminary study had justified the
suspicion that, in contrast to the com-
prehensive introduction of capital-oriented
management systems in major (German
companies, no attention was being paid to
the capital engaged in property. The
current poll, in contrast to a survey of
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Survey of CFOs 2002 (n = 58 out of 160 largest German companies {36 %) )

Figure 1 Topics Objectives & Strategy| [Controlling System Corporate Finance
«Relevance of real - Return ohjectives on +Financial instrurments
and genera/ content estate for corporate real estate assets *Financing partne; =
finance =Handling of disy hle

real estate assets

of the empirical

investigation
dvestg Survey of corporate real Survey of corporate real estate managers 2002
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Objectives & Strategy
= Corporate challenges

. orate real estate strategy
«Focus of corporate real estate management
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= Profit responsibility - Real estate retum ohjectives
= Cost allocation + Real estate accounting
= Controlling of customer satisfaction

Organisation Organisation
+Integration of corporate real estate managerment
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Development in time  » | Gorporate Finance
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spensable real estate

corporate real estate managers in the same  management: a  rigorous real estate

Page 314

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyz\w\w.manaraa.com

statistical population carried out in 1998’
was expanded to include a survey of
financial directors on the role of property
assets in corporate finance. The rcasons for
this were, ﬁrst, that property managers arc
not usually responsible for the finance of
real estate assets, and secondly that financ-
ing pursues corporate, rather than property,
objectives. The structure of the question-
naire is shown in Figure 1.

The basic statistical population of the
study included all 160 German companics
employing more than 9,000 staff: 58 finan-
cial directors and 70 property directors
took part. The proportion responding, 36
per cent of financial directors and 44 per
cent of property directors, was considerably
higher than is usual for such studies. For an
outline analysis of the respondents by busi-
ness sector, sce Figure 2.

The most important results are briefly
described and interpreted below.

Results and interpretation

Requirements lacking in property
management

Only about half the companies had the
first prerequisite for cffective property

strategy for the group and its subsidiaries.
Less than half the companies surveyed had
linked such a strategy with the strategy of
their core business (see Figure 3). In view
of the high stickiness and illiquidity of real
estate as an economic good, the lack of a
longer-term, but at the same time flexible,
strategy  for real estate assets  holds
mncalculable financial risks.

Ever more frequently, office buildings
are being constructed on factory sites for
divisions of companies that, following the
strategic concept of their group, should
long since have been rationalised or sold
oft. The lack of coordination between
corporate and real cstate strategy can also
mean that property management oppor-
tunities arc being thrown away; only in
rare instances are users asked for their
opinion on the quality of accommoda-
tion. It remains questionable whether

effective  real cstate strategies for the
company can be followed, in view of the
lack of guidelines and controls.

Instead of this, companies are con-
centrating on increasing the capacity of
their property departments by building
up a full range of services. ‘Onc-stop
property management’ and  ‘insourcing’




Survey 1998 Survey 2002
n=167
n=160 n=160
No Answer
110 (66%) 102 (64%) 90 (56%)
I 70 44 (28%) Production
o 0
57 Tatal 58 folin) | |(H4%)
o P
(30| 97 (34%) (36%) B 15 (9%) Services
6 (4%) -1 - - === - - oo o- -
n . 9 (5% 11 (%) Retail
Property Manager Financial Directors Property Manager
Corporate real estate management strategy Corporate strategy
{ Strategy contents current challenges
.‘1 Owned vs. rented real estate 88 % Changing company 63 %
' e tructure / process
z Support of core business 84 % 2
54% | Pp D ? reengineering
No RE- I.‘ Investment strategy 81 %
Strategy | | Location structure a1 % I‘;‘J Restructuring core 57 %
2 business
h Divestrmnent 78 % Linked
! A ; 53 %
; Accounting ratios 78 % Integration of new 47 %
Extent of space reserve 72% \Not linked Ruslnessiuois
)
Utilisation-benchmarks 69 % 47 % IAS or US-GAAR 33 %
o Property type structure 69 % accounting
RE- Impact on halance stucture 66 % Capital market 26 %
Strategy Service 63 % transactions
Support of CI 96 % Sale of business 23 %
Employee satisfaction 58 % units

are the watchwords. In this way the
companies have created largely selt-suffi-
cient ‘property islands’, a long way from
the ‘mainland’ strategies of the group.
Even if there i1s no dedicated plan-
ning and control of property services
in the group, it could at least be ex-
pected that the company would set up
measures to increase cost efficiency. The
most tried and tested possibility is to

introduce market mechanisms. On  this
point the theory of cost allocation says:
“Wherever there i1s a market price, use
it!” The application of ncar-market prices
should restrict users, to a reasonable ex-
tent, to their actual space requirements.
However, as Figure 4 shows, even in
this respect only about half the com-
panies surveyed are prepared to follow
this maxim.

Pfnuer and Armonat
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Figure 3 Linking
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Figure 4 The use
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of market
mechanisms

Controlling by return

Return objectives {oppor-

Calculation of capital

objectives... tunity cost) related to ... employed relates to ...
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49 % No /
Caorporate /
Z 31 % performance /
goal /' Book value 44%*
!
\
| Purchase price 19%
|
CRE \
51 % Yes (n = 36) performance \
goal
Y Nonesdon't know 9%
\
\
(n=12) calculate with regard to book values only (several answers possible)

Looking at the results of the investiga-
tion as a whole, it is clear that in many
companies the opportunitics for optimis-
ing added value in property management
arc far from being cxhausted. The neces-
sary strategic concepts arc just as lacking
as the methods of supervision and con-
trol.

Real estate is largely dead capital

In Germany, more than three-quarters
of corporate~occupiced property is in the
frechold ownership of the company (see
Figure 5).

The high level of frechold ownership
by companies in Germany is in stark
contrast to other countries, particularly
the USA, where companies own only
third
property. This may not be a mistake

about  a of corporate-occupied

in itself, as, unlike most operational
resources, property can also be a capital
mvestment, if properly organised in terms

and risk

However, the high level of ownership is

of tax, vyield diversification.
open to question when — as in 46 per

cent of the companics surveyed — no

standards have been set for the yield on
the capital tiecd up in property.

Up to the present, alternative methods
of raising capital, such as the issuc of
property nvestment funds, the securitisa-
tion of property asscts or the issuc of
participating certificates are hardly — or
at most marginally — used as part of
the financing armoury of the property
departments. Here there is further confir-
mation of the situation demonstrated by
of property
ment: in the last few years cfforts have

the  organisation manage-
been made to unravel property manage-
ment from the organisation rather than
towards an integration of property-speci-
fic opportunities for added value. For
their management, the ‘property islands’
that have been created lack any incen-
tive to contribute to corporate finances.
Quite the opposite: merging the equity
tied up in property would endanger the
fabric of the cmpires that have been
created.

Unlike the property managers, financial
directors are slowly recognising the scope
offered by alternative methods of financ-
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1%
67%
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n=60 n=51 n=46 n=39 n=43 n=39
Office Logistics Production R&D Technical Retail

Space

ing. For example, 17 per cent of the
financial directors surveyed are planning
securitisation of property assets, compared
with only 3 per cent of property managers
who intend to adopt this method; and 21
per cent of financial directors are planning
to use fund-financing models compared
of property
directors. The shortcomings become evi-

with only 13 per cent
dent when looking at how managers
include recal estate for corporate finance

purposes. Table 2

proportion of planned corporate finance

indicates the small
volume taking the company’s real estate
assets into account. These discrepancies
illustrate the theory that there is a lack of
coordination between group and property
management.

The empirical results make one thing
quite clear: at the moment German com-
panies are underestimating the financial
potential for optimising their property
assets. The possibilities offered by a grow-
ing market for real estate finance are
largely being ignored. Instead of integrat-
ing the potential value from property into
the activities of the company, the main
task of the property divisions is a one-
dimensional strategy of disinvestment.

THE MISSING LINK BETWEEN
PROPERTY OPTIMISATION AND
FINANCIAL PERSPECTIVE: AN
ANALYSIS

The state of the evolution of property
management in major German companics
presents a sobering picture. In view of
the pressing financing problems in many
companies, it must be questioned why,
until now, nothing more has been done to
improve the financial potential of cor-
porate property.

Closer analysis of property management
shows that, currently, the starting point
has not been properly identified, and
that the real problems are not being
addressed.

If the companies mainly continue as they
have so far, it is evident that therc will be
a considerable gap between an optimal
solution in terms of ‘best practice’ and the
status quo of property management as
evidenced by the survey. A gap analysis
makes clear the key points required to close
the gaps in implementation.

Lack of transparency

The basis of the dilemma in the real cstate

economy is the lack of transparency

Pfnuer and Armonat

Figure 5
Corporate-occupied
property:
Breakdown of
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Table 1: Employment of alternative forms of financing to refinance property

assets

CRE-Managers CFOs

Importance Implementation Importance Implementation
Financial instruments (1-7) (planned) (1-7) (planned)
Mortgages 25 7% 2.3 5%
Registration of land charges 2.9 4% 2:9 3%
Sale and leaseback 2.8 13% 3.0 2%
Securitisation 1.7 3% 2l 17%
Fund investment 1.6 13% 1.8 21%

Table 2: Volume of real estate financing expected in the next three years

Volume of Finance in € million Proportion of Companies Surveyed

0 22%
<50 million 16%
> 50 million 33%
No answer 14%
Don’t know 16%

Page 318

in  property
10

management observed by
Pfnuer.” In this respect, for many com-
panics, nothing has changed up to the
present. Their problems are based not just
on won’t but also on can’t.

Weaknesses of method are particularly
evident in property valuation. For ex-
ample, market values assessed in accord-
with the
(statutory German  Valuation Order or
Wertl) are in many cases also used in
internal accounting for control purposes.

ance Wertermittlungsverordnung

The Wertl” standards, which provide for
‘snapshot’ valuations at a particular point
in time, result in valuations that are out of
date before they have been determined.
The main problem, however, is that,
in their character as objective valua-
tions, purposcly calculated at arm’s length
from the individual circumstances of the

owner and potential purchasers, they do

not fit the valuation problem. For ex-
ample, Substanzwerte (roughly cquivalent
to depreciated replacement cost (DRC)
valuations), which arc often used in the
commercial sector for production facilities
and spectal properties, give a false indica-
tion of the financial value of the property.
Even more problematic than the use of
Wertl” bases of valuation is the use of
balance shect or ‘book’ values of property
assets for corporate control purposes.
Some German companies not uncom-
monly have hidden assets, in excess of 50
per cent of property wvalucs, in their
capital invested in real estate. In con-
trast, other companies have incurred book
losses in their property assets. For ex-
ample, only recently Decutsche Telekom
has had to lower its value estimates for
property asscts sceveral times. However,
the real problem is not in the fluctuating
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Professionalism

Best practice

Lack of suitable financial
instruments

Uncertain corporate strategy

.

Agency cost

Failure of market mechanisms
for controlling

Feeling of insufficient room
to manoeuvre

Lack of transparency

Status quo (CREM 2002)

values of property assets and their cs-
timated values. It is problematic, however,
when companies do not know the true
value of their propertics and rely on
book wvalues. Without an approximate
idea of the amount of capital involved
and the financial effectiveness of property
management processes it 1s absolutely 1m-
possible to utilise property resources effi-
ciently.

The lack of transparency of the value of
property assets extends outside the com-
pany. Often not only the directors but also
the sharcholders and stock-market analysts

are in the dark about the wvalue of
the properties. An analysis of share
price movements of the 30 DAX-

quoted companies from 1998 to 2002
demonstrates that no significant change in
share prices was observed in reaction
to the announcement of major cvents
from corporate real estate management
dcpartmcnts.” In Germany therefore,
unlike in the USA, the stock markets do
not react to corporate real estate manage-
ment changes In non-property companies.
(For an outline of the position in the
USA, sce Table 3 and the studies there
listed.)

The feeling of insufficient room to
manoeuvre

An important reason for the property

managers’ inactivity 1is the subjective

impression that there is no room for
manoeuvre. True to the maxim that they

lack flexibility, property

surveyed perceived a whole series  of

the managers
objections to the financial optimisation of
the property assets. For example, Figure 7
analyses the reasons given for retaining
non-essential properties.

The major reason for the large amount
of properties held in ownership is the fact
that those responsible consider that the
property could not be marketed at a
profit. What is required here is first an
innovative marketing concept for in-
dividual properties and sccondly, direct
The
problem with valuation techniques that

was discussed in connection with com-

disclosure of actual values. same

pany control crops up again here. The
question as to how much a property 1s
For
example, the value of the BASF Ludwig-

worth 15 often extremely relative.

shafen works could be estimated, cqually
logically, at several billion Euro or at a
negative figure. For the first scenario it is

Pfnuer and Armonat

Figure 6 Gap
analysis to describe
problems of
implementation
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Figure 7 Reasons

Table 3: Overview of the financial consequences of real estate decisions of US

companies

Statement

Verifying Study

The more extensive the property ownership, the more likelihood

there is of a hostile takeover

Relocating the head office leads to an increase in share price

Except for: relocations motivated by the personal interests of the

management lead to share price falls

Companies that rent property rather than buying it have higher

stock market values

Buying property does not lead to a positive movement of share

prices

Selling property leads to an increase in share price

Stock markets react positively to joint ventures in the property

arca

Sale and leaseback transactions lead to a significant rise in share

price

Hiving off the property department causes an increase in share

price

12
Ambrose

Alli/Ramirez/Yung"
Ghosh/Rodriguez/Sirmans "

Allen/Rutherford/Springer'

Glascock/Davidson/Sirmans'®

Glascock/Davidson/Sirmans'”

Elayan'®
Slovin/Sushka/Polonchek and
Rutherford"
Ball/Rutherford/Shaw™

n=65 22

for retaining
non-essential Insufficient link with users' needs  ,-gg 1.9
property holdings
Strategically important locations N=66 2.8 J
Income from rented space  N=69 2,5
Low marketability of property assets  1=69 3‘7& - ,,iJ
Polluted areas 769 20
Low dernand for marketable  p=g5 247 ]
property - =
Avoidance of book losses in property =g5 23
sales under book value
o= o ]
0 1 2 3 4 5 6 7
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n=70 no relevance

very high relevance

assumed that Ludwigshafen will remain a
and that
BASE will continue to occupy the space.

prosperous economic location
In the second instance the presupposition
1s that BASF will cease occupation. As a
result the site would be comparatively
particularly  as

worthless, comprehen-

sive decontamination would be required
before it could be put to an alternative
use. Against the background of the second
scenario it quickly becomes clear why
property managers could see no possibility
for making a profit. However, it is also
evident that reality must lie somewhere in




the middle, between the extremes of these
scenarios. Companies that do not have a
technically sound method of assessing
property values would probably never
discover this.

The failure of cost pricing

in controlling

Up to now all the hopes of property
experts, both in research and in practice,
have rested on the healing powers of
market mechanisms for the control of
holdings. It is undisputed that, on paper,
an cfficient allocation of resources can be
achicved with the help of market price
systems. However, n property manage-
ment this outcome remains just theoreti-
cal. In its application, the gently acting
power of market prices is not quitc as
good at fulfilling the controlling function
as it 1s at allocation. At times when things
are going either particularly well or par-
ticularly badly for the company, stronger
controlling forces are needed than can be
provided by market-pricing mechanisms
alone. When the company is doing well,
department heads are inclined to build up
rescrves. In the time-honoured way, over-
heads then rise. In times of recession, as at
the moment, the controlling pressure that
market prices can exert fizzles out. It
is thercfore hardly surprising that the
market orientation of corporate property
management has only been adopted to a
limited extent, despite being continually
demanded by the research and consult-
ancy sectors. The current problems of
property management are not likely to
be solved by bringing in market-price
mechanisms.

Agency problems

It is well known, from the new institu-
tional economy, that corporatc decisions
are made by people whose primary aim is
to maximise their own personal benefits.
It is the task of management to set

Reproduced with permission of the copyright owner.
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up structures that make sure that the
employees’ interests are not too far
removed from thosc of the company.
Propertics are places to live and work, and
as such they are considerably more than
just operating resources. Whether used
commercially or privately, they display a
whole range of psychological, sociologi-
cal, town-planning related, ecological,
cconomic and management effects. Real
estate decisions are therefore subject to
management rationality only to a limited
extent. There arc no real estate decisions
that are influenced by corporate aims
alone. Examples that are widely known
include the ‘image’ of a location or
property, proximity to a place of residence
or the social effccts of the size and
standard of fit-out of offices. With regard
to the methodological problems in the
estimation of management costs  and
benefits of property, there is hardly a more
penetrating fog than that from hierarchics
in which each decision maker can pursue
their own interests in a largely uncon-
trolled way. Not least because of this
vague situation, the control methods that
are available, in particular the market
price system discussed above, lose their
striking power.

Uncertainty about corporate strategy

Viewed  strategically, companies arc
navigating into an uncertain  future.
Without doubt this problem has effects on
their property holdings. The inherent
inflexibility of real estate resources ensures
that not every strategic reorganisation can
be put into action without delays causced
by property resources. On the other hand,
strategic flexibility often implies a special
type of property fit-out. The result is a

more or less extensive stockpile  of

property in German companies. In this
respect the directors responsible arc
generally unwilling to take risks. If the
sale of property threatens the company’s
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strategic options — however realistic

these may or may not be — no more sales
will take place. Often the mere worry that
day
relevance is enough to have the property

the space might one regain  its

classified as a strategically significant
resource and therefore no longer available
tor disposal outside the company.

Decision theory can offer only one
tried and tested way to combat uncer-
tainty: flexibility. In the future, the com-
pany’s property managers must ensure that
the core business has property holdings at
its disposal that are characterised by op-
timal strategic flexibility. As flexibility is
usually linked with costs, this does not
mean that increased flexibility will auto-
matically mean increased efficiency. It is
much more important to give thought to
how the benefits of strategic flexibility can
be assessed in order to compare them with
the resulting costs.

Whereas  the about the
strategy  of  the

problem for property management that is

uncertainty
company presents  a

hardly capable of complete solution, in
the strategic area there is an unnecessary
but considerably more serious weakness.

Hardly
corporate and real estate strategies that are

any German companics have
interlinked. As a result their property
managers build, buy or lease properties
mappropriate to needs; or they disposc of
properties that would be valuable for the
current corporate strategy. Put another
optimal
the company necessitates

way, strategic  positioning  of
the optimal
utilisation of all resources.  Particularly
i increasingly  sophisti-

cated advantages over the competition in

in times when
property resources can be achiceved, a
detailed analysis of property resources is a
prerequisite  for the formulation of an
effective corporate strategy. In corporate
property management, what is neceded is
a much stronger integration with the
strategic  processes of the company, in

stark  contradiction of the tendencies
towards independence and hiving-off scen

in the last few years.

Lack of suitable alternative financing
methods

A further obstacle for property manage-
ment in Germany in the next few years
will be dealing with innovative financ-
g instruments. As the empirical analysis
showed, only a few companies have ex-
perience of establishing property funds,
sccuritisation of property assets, or loans
by participating certificates. This is not
the fault of the companies themselves
but 1s rather duc to a general lack of
marketable products. In order not to part
with the family silver too hastily, com-
panies nced a close cooperation between
their financial and property departments
to examine the new products closely and
to organise a financial strategy adapted to
their circumstances.

As a closing observation on the causes
for the stagnation in the development of
property management in German com-
panies, it must be made clear that there is
a whole string of good reasons for it. In
the end all these reasons lead back to the
fact that there are hardly any answers to
the following key questions, which each
itself: How
important is it to own property? And

company must answer for
what importance docs the occupation of

property have for the company?

THE BASICS OF FINANCIAL
OPTIMISATION IN CORPORATE REAL
ESTATE MANAGEMENT

Property offers important opportunities for
corporate finance: it can be used as security
for borrowed capital and has income as
well as balance sheet effects when ap-
propriately structured. As the cmpirical
study demonstrated, it is precisely these
resources that are still being left unused.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyz\w\w.manaraa.com




Property management units and also finan-
cial directors have hardly recognised the
potential. An important approach to reduc-
ing the conflict between corporate financ-
ing and corporate real estate management
lies 1n reducing the amount of capital tied
up in property assets. There 1s sufficient
capital currently available on the German
capital markets to be placed in real estate
mnvestments.

For example, in 2002 the open-ended
property funds received a net inflow of
€14.9bn.”" The stock-market slumps of
2001 and 2002 led private investors in-
creasingly to shift their assets into less
volatile investments. In both economic
and psychological terms, property invest-
ments, in the form of either direct or
indirect vehicles, have a high importance
in this regard. The capital flows into the
open-ended property funds are not neces-
sarily due to the advantages of these
investment alternatives as far as the objec-
tives of the investors go. Other financial
forms could be significantly more suitably
tailored to the real estate investment re-
quirements of private and Institutional
investors, but are at present not available
on a sufficient scale.

With the help of their properties, many
companies could take advantage of this
supply of capital. If property can be
successfully refinanced while preserving
the rights of disposition (property rights)
needed,” the cost of owning real estate
can be substantially reduced. In addition
the company acquires fresh capital, which
can be applied to the core business. A
prerequisite for optimisation is the grant-
ing of the necessary powers of disposition
to the corporate real estate management.
The aims of sharcholder value manage-
ment are biased towards the investment
perspective and cannot result in a simul-
taneous optimisation. The equal levels of
importance given to the user perspective
and the investment perspective in German

companies appear to require a simul-
tancous optimisation.

A varied range of products has been
established on the financial markets in the
last few years.” Figure 8 illustrates the
different variants that arc available for
property finance.

The varying provisions conferring
property rights in each financing variant
allow for alternative financing to  be
structured according to the rights of
disposition desired. The choice of the
optimum form of financing should reduce
the capital commitment as much as
possible  while at  the same ume
recognising the protection of the defined
property rights. In  this  way the
characteristic conflict of objectives be-
tween corporate finance and the use of
property as an operating resource can be
overconie.

Specific analyses of the property rights
of real estate assets create a scope that
goes beyond unilateral optimisation. The
different forms of financing instruments
(ownership, renting, leasing, asset-backed
securitics (ABS), ctc) are associated with
differing and highly distinct property
rights. Freehold ownership censures that
the company owns all rights to wuse,
rearrange and dispose of the property.
ABS, for instance, allow comprehensive
rights of use up to the dissolution of the
securitisation instrument. However, the
company loses the chance — but at the
same time the risk — of making a profit
on disposal. In many cases the property
rights conferred by an alternative form
of financing the properties are sufficient
for them to retain their strategic umpor-
tance. For a comparison between the
effects of three different methods of
holding property, sce Table 4.

Financial potentials can be increased by
structured preparation in the course of
an effective real estate corporate finance.
The expression  ‘real estate  corporate

Pfnuer and Armonat
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Figure 8
Alternative methods
of financing: The
spectrum
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Table 4: Property rights under alternative forms of financing”*

Right Purchase Renting Leasing
Use e Limited only by e Limited to the use e Limited only by
statutory in the lease statutory
restrictions agreement restrictions
e Contractual e Limited period
liabilities
e Limited period
Disposal ° At any time, * No e After exercising
provided a the option to
purchaser can be purchase, provided
found a purchaser can be
found
Realisation of profits ¢ Unlimited e Subletting e Subletting
and losses on disposal depending on depending on
individual contract: individual contract:
usually expected usually permitted
Modification of form ¢ Limited only by * Requires * Requires
and substance statutory agreement with the agreement with the

restrictions

landlord

leasing company

finance’ can be defined as the aggregate
of all measures for the financial optimisa-
tion of property holdings for corporate
The financial and
real estate departments must take joint

the

- . . 75
finance  objectives.™

responsibility  for  resolving op-

timal application of capital to corporate
property

contribution to

assets.  In  the future their

the  structure of the

liabilities side of the balance sheet will
mcrease

considerably.  However, they

must not interfere with strategic demands
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operation costs Space transparency
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Introduction of manage-
ment systems
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Real Estate Corporate
Finance

|

Support of corporate
strategy

Financial optimisation

Performance arientation
of real estate assets

1998 2002 future

for use of the properties.

For the German market it is possible
to outline a route for the development
of corporate property management n
Germany, which comprises the four steps
outlined in Figure 9.%°

Whereas, during the property manage-
ment and portfolio management phases,
only one-sided demands were placed
on corporate real estate management
from the corporate finance, in the
meantime this approach has reached its
limits. Cost reduction and disinvestment
measures have reached a position which
demonstrates a higher degree of efficiency.
Further optimisation is possible only by
weighing up the consequences for, and
restrictions on, the core business.

The current survey not only shows the
general route, but also allows for state-
ments about the stage of development
which individual groups of German
companies are currently experiencing.
The cluster analysis reported in Figure 10
identified two groups of companies that
differ considerably in their stages of
development.

As Figure 10 shows, the stages of

development of corporate  property
management differ enormously. Although
in a third of the companies it is possible
to refer to professional management of the
property as corporate real estate manage-
ment, two-thirds of them manage their
property resources as supply managers
mehr schlecht als rechit — that is in at best a
rough-and-ready manner.

It is clear, however, that all companies
real

are fighting shy of the last stage
estate corporate finance. It is precisely for
this decisive step, by which the consider-
able remaining potentials could be en-
hanced, that companies lack clarity as to
the strategic importance that should be
allocated to their respective property as-
sets. The cause is the lack of interlocking
between property strategy and corporate
strategy. The companies are not awarc
of a suitable set of instruments that al-
lows them to assess and to overcome the
restrictions hindering the financial flexi-
bility in the use of their property.

If thesc companies want to continuc
the optimisation of corporate real estate

Figure 9:
Development of
corporate property
management in
Germany
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Figure 10 Stage of
development of
property
management in
German companies
(cluster analysis)
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management, a complete definition of
the property rights and user demands on
their property assets will be essential. The
results will determine the strategic re-
quirements according to which the finan-
cial optumisation of their corporate real
cstate can take place.

PREPARATION OF CORPORATE
REAL ESTATE FOR REAL ESTATE
FINANCE TRANSACTIONS

It appears obvious that it is mainly internal
obstacles that contribute to the unsatisfac-
tory development of corporate real es-
tatc management. Many companics are
prevented from taking advantage of at-
tractive potential benefits in the use of real
estate corporate finance if they have not
succeeded in structuring their property
assets appropriately. The integration of the
property users’ requirements and the op-
at cor-

to be
prepared. The stages of this preparation
can be divided into three core points: first
the introduction of a thorough process of

timisation of financial demands

porate strategy level first needs

optimisation of accommodation: secondly,

linkage with the planning system; and
thirdly, derived from that, the definition
of the property rights required for the real
cstate assets.

Optimisation of accommodation

The way out of the current dilemma can
only be achieved by a fundamentally fresh
start to corporate property management.
The paradigm  of this new beginning
will be dominated by the idea that each
property should be put to its highest
and best use.”’ In place of the price
mechanism, this situation demands strong
leadership. Failing that, it will not be
possible to breach the present barriers
preventing the unravelling of properties
from their former uses. The next step will
be a notional disposal of the properties
that have been freed from their current
uses. The notional sale of the properties
will provide a true indication of value and
will show the financing potential of the
real estate holdings.

Users will then be confronted with the
(opportunity) costs of their accommoda-
tion, measured on the newly introduced
cost concept of the property holdings.




Accountancy Organisation

Finance
Strategy
Real Estate
Planning
Systems
Organisation
Accountancy

Corporate Planning Systems

Strategy Finance

A consolidation of accommodation will
follow, in which the
modation will be put to efficient use. A

available accom-

constituent part of the consolidation will,
where necessary, be a revitalisation of the
space. The space could be disposed of to
third parties; or internally redistributed; or
remain in its previous use. As a result, the
company’s accommodation will have been
rearranged to cope with the demands of
its users to the best possible extent.

Integrating the planning system

At the same time as the accommodation is
being optimised, financial optimisation of
the property assets will be carried out. As
well as the necessary property rights, ef-
ficient alternative financing instruments,
which will strengthen the financial posi-
tion of the company, will be sought out.
The freeing-up of financial resources is
the current objective of a range of serv-
ices offered by the banking sector under
such designations as ‘real estate investment
banking’ or ‘property banking’. In order for
such measures to be successful 1t is cru-
cial that the importance of the particular
property to the company is first clarified.
This is to ensure that property rights, which

cannot be restored later, arc not relin-
quished in haste. A fundamental success
factor for alternative financing concepts for
property holdings is to run through the
process outlined in Figure 11.

A mutual pushing through of the plan-
ning system for property management
and the corporation in the stages of ac-
countancy (1) and organisation (2) creates
the prerequisites for the effective integra-
tion of property into the (3) corporate
strategy. Without a linkage to the ac-
counting department the potential for
optimisation can be only very roughly
assessed. The connection at organisational
level establishes the absolute prerequi-
site of actually being able to put the
potential optimisations into action with-
out disagrecable side effects. From this
linkage it will be clear which property
rights the corporation should retain over
its holdings. It is only on the basis of
this preliminary work that (4) alternative
financing concepts can lead to real im-
provements in effectiveness.

Defining necessary property rights
In German companies it is not only the
determination to apply this procedure

Pfnuer and Armonat

Figure 11

Integration of the

planning system
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consistently that is lacking. Even when
space planning already constitutes a per-
manent component of propcerty manage-
ment activities, an important aspect is
often overlooked. In many cases the com-
pany nceds only limited property rights
over its land and buildings. It is far from
necessary to own the frechold interest in
every case. The problem of property
rights required 15 of fundamental impor-
tance in the improvement of financial
reserves in property assets. It makes a
major difference, for example, whether
the corporation wishes merely to occupy
the space or whether a continuing right to
alter the accommodation needs to be
retained. In the latter case the company
must retain freechold ownership, or en-
sure that appropriate contractual rights are
reserved in an individual agreement. In
the former case, a sale of the accom-
modation would normally present no dif-
ficulty.

The property rights analysis shows the
objectives that the company is pursu-
ing with its properties. In the results it
can also emecrge that, corresponding to
the strategy being followed, the company
views some properties as having a high
potential for growth in value. From a
financial viewpoint, there would then be
no question of a sale during the planning
stage.

For the majority of properties, the
results of the analysis of property rights
necessary for the corporation create addi-
tional scope for negotiation in financing.
that
necessary for the

The main argument against sale
the properties are
company’s activities and are therefore not
available for disposal — is then no longer
tenable. It is high time to sweep away a
common mistake in Germany: it is not
the freehold that the company needs, but
rather particular property rights which can
be derived from the corporate strategy,
over the corporate property.

Measures towards financial
optimisation

The key question to be answered is: what
are the specific measures available to com-
panies to optimise the financial structure
of their property holdings? In principle,
there is a varied range of instruments
for the provision of equity, borrowed
and mezzanine capital. Mezzanine finance
combines characteristics of both the first
two types of capital. In addition to receiv-
ing a fixed rate of interest, in this instance
the lender is also regularly paid a propor-
tion of the income from the investment
being financed. This proportion can be
determined in very different ways, of
which a typical example is the issue of
participating capital. As well as tradi-
tional real estate loans, large tranches
of outside finance can be raised in the
form of bonds, ABS or mortgage-backed
securitics. In the equity capital area there
1s a choice between the issue of company
share certificates or investment funds. In
a special purpose vehicle (SPV) the total
amount of finance is pooled and then
refinanced, applying the instruments men-
tioned, as a structured financing with
different layers of risk.

SUMMARY AND CONCLUSION

This paper first explored the scope Ger-
man companies have between the aims of
financial optimisation and corporate usc
of their property holdings. An empirical
study demonstrated that the effects of the
latest developments in real estate finance
and the resulting opportunities for non-
property companies in Germany are still
msufficiently recognised and made use of.
The reasons for this can be traced prin-
cipally to the lack of the fundamentals of
corporate property management. The ab-
sence of a linkage between corporate and
real estate strategics results in companies
not being able to define clear future
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requirements for their property holdings. German corporate real estate’ that the
The future value of property for the authors held at the CoreNet Global Summit
corporation remains just as uncertain as 10 Lille on 18th September, 2002. The

authors thank the editor of the Journal of

the existing possibilities for optimisation. o
Corporate Real Estate for inviting them to

At present, to release financial poten- ) .
. . . submit this paper to the current volume.
tial German companies are using only

properties that are no longer necessary for

corporate purposes. REFERENCES

Between the two viewpoints — of the (1) This article is based on the authors’
employment of real estate in corporate research project: ‘Property Investment
finance and as an operational resource — in Germany’.
an incrcasing conflict of objectives has (2) Unternehmensbilanzstatistik der
built up. This can only be alleviated by a Deutschen Bundesbank (1999)
comprehensive examination of all the Jahresabschliisse westdeutscher

Unternehmen 1971 bis 1996, Frankfurt
am Main, pp. 18-23.

(3)y DIW (1996) ‘Immobilienvermogen der
privaten Haushalte’, DIW Wochenbericht

) Vol. 63, 25th January, p. 61.
continue to be used by the company, (4) Manning, C. and Roulac, S. E. (2001)

planning systems must be instigated.

economic consequences for each com-
pany, in the course of a real estate finance
scheme. In the future, to raise the
financing potential of property which will

‘Lessons from the Past and Future:

These will make the costs and benefits of Directions for Corporate Real Estate
the company’s property holdings clear, Research’, Journal of Real state

both in terms of internal uses and for Research, Vol. 22, Nos 1-2, pp. 7-57.
disposal externally. To this end the (5) Weimer, A. M. (1966) ‘Real estate
property management planning system decisions are different’, Harvard Business
must be integrated with the corporate Review, Vol. 44, No. 6, pp. 105-112;

Pfhuer, A. (2000) ‘Institutionalisierung
des betrieblichen

Immobilienmanagements’, Zeitschrift fr
betriebswirtschaftliche Iorschung, Vol. 52,

] o September, pp. 571-591.
by applying modern financing instruments (6) Pfauer, A. (2000), sce ref. 5 above.

that so far have hardly been used in (7) Pfnuer, A. (2002) ‘Betriebliche

planning system.

On the basis of this, more sophisticated
real estate planning financial opportunities
can be identified. These can be improved

Germany. Which of the available finan- Immobilienékonomice’, Physica Verlag,
cial instruments should be employed will Heidelberg, pp. 261-264.

depend first on an analysis of the property (8) Pfnuer, A. and Hedden, N. (2002)
rights that the company needs to retain in ‘Ergebnisbericht zur empirischen

each property unit. On the other hand, Untersuchung: Corporate Real Estate
the properties must be capable of place— 2002 — Institutionalisierung des

S . >
ment on the capital markets, so that betrieblichen Immobilienmanagements’,

current taxation and general market con-
ditions for the raising of fresh capital from
property assets must be taken into ac-

working paper No. 28, Rescarch
Project ‘Property Investment’ at the
University of Hamburg, www.property-

investment.de/ [15.4.2003].

count. (9) Sources for a comprehensive
explanation of the results are: Pfhuer,

ACKNOWLEDGMENT A. (2001) ‘Organisation des

This paper is based on the presentation betrieblichen Immobilienmanagements’,

‘Real estate finance and its impact on in Gondring, H. P. (ed.) ‘Handbuch der

Page 329

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyz\w\w.manaraa.com



German corporate property

Page 330

(10
(11)

=

(12)

(13

=

(14)

(15)

(16)

(17

~—

(18)

(19)

Immobilienwirtschaft’, Gabler Verlag,
Wiesbaden, and Ptuer, A. (2000), see
ret. 5 above.

Pfhuer, A. (2000), see ref. 5 above.
Eversmann & Partner (2002) ‘Offensive
Corporate Real Estate’, Eversmann,
Hamburg, p. 13.

Ambrose, B. W. (1990) ‘Corporate Real
Estate’s Impact on the Takeover
Market’, Journal of Real Estate Finance
and Economics, Vol. 3, No. 4, pp.
307-322.

Alli, K., Ramirez, G. and Yung, K.
(1991) “‘Corporate Headquarters
Relocation: Evidence from the Capital
Markets’, AREULA Journal, Vol. 8, No.
4, pp. 583-599.

Ghosh, C. M., Rodriguez, M. and
Sirmans, C. E (1995) ‘Gains from
Corporate Headquarters Relocation:
Evidence from the Stock Market’,
Journal of Urban Economics, Vol. 38, pp.
291-311.

Allen, M. T., Rutherford, R. and
Springer, T. (1993) “The Wealth Effccts
of Corporate Real Estate Leasing’,
Journal of Real Estate Research, Vol. 8,
No. 4, pp. 567-578.

Glascock, J., Davidson, W. and Sirmans,
C. E (1989) ‘An Analysis of the
Acquisition and Disposition of Real
Estate Assets’, Journal of Real Estate
Research, Vol. 4, No. 3, pp. 131-140.
Glascock, J., Davidson, W. and Sirmans,
C. E (1992) ‘The Gains from
Corporate Sellofts: The Case of Real
Estate Assets’, ARIEUEA Journal, Vol.
19, No. 4, pp. 567-582.

Elayan, E A. (1993) ‘The
Announcement Effect of Real Estate
Joint Ventures on Returns to
Stockholders: An Empirical
Investigation’, Journal of Real Estate
Research, Vol. 8, No. 1, pp. 1-26.
Slovin, M. B., Sushka, M. E. and
Polonchek, J. A. (1990) ‘Corporate
Sale-and-leascback and Shareholder

(20)

1)

Wealth’, Journal of Finance, Vol. 45, No.
1, pp. 289-299; Rutherford, R. C.
(1990) ‘Sale-leaseback of Corporate
Real Estate: An Empirical
Investigation’, ARLUIZA Journal, Vol.
18, No. 4, pp. 522-529.

Ball, J. N., Rutherford, R. C. and
Shaw, R. (1993) “The Wealth Effects of
Real Estate Spin-offs’, Journal of Real
Estate Research, Vol. 8, No. 4, pp.
597-606.

Bundesverband der
Investmentgesellschaften und Asset
Manager e.V. (2003) ‘Fondsstatistik
2002°, Frankfurt am Main,
www.bvi.de/downloads/ [15.4.2003].

(22) Jafte, A. J. and Louziotis, ID., Jr (2000):

24)
(25)

‘Property Rights and Economic
Efficiency: A Survey of Institutional
Factors’, Journal of Real Estate Literature,
Vol. 8, No. 1, pp. 3-19.

Redman, A. L., Tanner, J. R. and
Manakyan, H. (2002) ‘Corporate Real
Estate Financing Methods: A Statistical
Study of Corporation Choices’, Journal
of Corporate Real FEstate, Vol. 4, No. 2,
pp. 169-186.

Pfnuer (2002), p. 308, see ref. 7 above.
Pfhuer, A., Armonat, S. and von
Brockhusen, H.-IH. (2003) ‘Real Estatc
Corporate Finance’, in Gondring, H. P,
{ed.) ‘Real Estate Investment Banking’,
Gabler Verlag, Wiesbaden.

(26) Joroff, M., Louargand, M., Lambert, S.

27)

and Becker, E (1993) ‘Strategic
Management of the Fifth Resource:
Corporate Real Estate’, Site Selection &
Industrial Development, Vol. 38, No. 3,
pp. 763-768, have shown a similar
analysis for the US market.

Steele, K. 1. (1990) ‘A “backdoor”
approach to highest and best use
analysis’, The Appraisal Journal, Vol. 58,
pp- 314-323; Wurtzebach, C. H. and
Miles, M. E. (1995) ‘Modern real
estate’, 5th edn, John Wiley & Sons,
New York, pp. 184-185.

Reproduced with permission of the copyright owner. Further reproduction prohibited without permissionyz\w\w.manaraa.com



