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“Buy when everyone else is selling and hold until everyone else is
buying. This is not merely a catch slogan, it is the very essence of
successful investment!!”

John Paul Getty

1. INTRODUCTION

Since their emergence in the post-war period, office rental markets
have been subjected to strong cyclical up- and downswings, to an even
greater extent than other real estate markets.! During the course of the of-
fice market cycles, there was almost always a crisis of overproduction,
with associated high vacancy rates. These crises originated in the eco-
nomic fluctuations of the general economy and the special workings of
the real estate market: they had negative effects on all market partici-
pants. Developers, investors and financiers were affected by high finan-
cial losses, and planners were confronted with uncompleted properties®
as well as deteriorating buildings and locations.

Although the players in the market were aware of its cyclical variations
and the resulting negative effects, many of them behaved in a cyclical
manner and thereby increased the magnitude of the overproduction cri-
ses. This phenomenon has often been explained by the erroneous behav-
iour of individual market players®, although particular patterns of psycho-
logical behaviour have been put forward, e.g.

» the gold digger mentality: players being tempted to follow the ex-
ample of others who had achieved high profits by being able to

market their development at the beginning of a cycle.?
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* the gambler’s fallacy, a theory in which many market players be-
lieved that they could even improve on the market leader’s ini-

tial success.®

» the Midas syndrome’, an explanation based on the players’ over-
assessment of their own abilities. As the players were confident

that their projects would succeed, even as others were failing®,
they continued to plan, finance and acquire further properties al-
though having long been aware of the indications that the market
was deteriorating.

* the belief in the greater fool, according to which the players were
convinced that they would always be able to find a purchaser, even

for poor properties.®

* the developer’s fascination for his project and the opportunities
for personal fulfilment offered by the planning and development
of a property. An analysis of major projects in London and New
York, for example, expressed astonishment at the extent “to
which they have been driven by individual male egos that find
self-expression in building tall buildings and imprinting their per-
sonae on the landscape '

Until now, however, academic studies have only seldom discussed
whether the special functioning of the office market could also be respon-
sible for the pro-cyclical dealings of market participants, in addition to
these psychologically-motivated behaviour patterns. The subject of the
present analysis is therefore to demonstrate and summarise these general
conditions. With the help of the tools and the restraining measures that
the players are currently developing and implementing, alternative meth-
ods, which could avoid the effect of the market forces mentioned, will
also be demonstrated.

Firstly however the general circumstances and the behaviour of the in-
dividual groups of market players will be described.

Two groups, office occupiers and the state, will not be explicitly de~
scribed, although their dealings can contribute to major dislocations
of the office market. Although users, with their cyclically varying
demand for office accommodation, have sparked office property
booms and slumps, their dealings were exclusively aimed at satisfy-
ing their original space requirements. When agreeing to a new lease,
they benefit from a tenants’ market or complain about the high rents
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in a landlords’ market. Changes in behaviour aimed at reducing the
amplitude of the market cycle could not result from these experienc-
es, however, as the demand for space cannot be coordinated with the
fluctuations of the real estate market.

In the past, the German government has influenced the market with
tax allowances for depreciation. Particularly in the former East Ger-
many, these measures served to subsidise investment and the econo-
my. They were however not intended as instruments to control the
property market.

As the government’s actions were not directed at controlling the real
estate market, its behaviour did not change in reaction to market
phases and therefore cannot be interpreted as pro-cyclical conduct.
It will therefore not be further discussed.

Following an mvestigation of their previous behaviour patterns, it will
be shown how market players have reacted to their experiences in the
most recent slump. As the office markets in Germany are still relatively
young and have only gone through a few cycles, market players were un-
prepared for past slumps. They have learned from these crises, however,
and are now trying to tackle them with new instruments and tactics.
These measures, which are described and assessed in the final chapter,
could also indirectly lead to a reduction in the upswings and downturns of
the general economy.

2. THE PLAYERS - THEIR GENERAL CIRCUMSTANCES
AND BEHAVIOURAL PATTERNS

Project Developers

Project developers are the key players in the office market.!! They car-
1y out activities “that are necessary or effective ... for building on sites or
for their preparation for another user.”** They thereby combine “location,
project concept and capital so that ... competitive ... investment in con-
struction can be created or ensured.”'* The developer’s contribution com-
prises providing the expert knowledge required for the development of a
real estate investment and assuming the risks of development. When
completed, the property will be sold, either to an investor or an owner-oc-

cupier.” The sale price is related to a multiplier of the achievable annual
rental income.
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From this field of activity arose a pattern of behaviour that has contrib-
uted to the overproduction of office accommodation in the past. Firstly,
the dependence of the sale price on the achievable rent and the capitalisa-
tion factor should be pointed out. The prospects of making a profit were
thus greatest if rents were at their highest, or if there was a rapidly rising
trend, and the willingness of the market to pay a higher multiplier was at
its height. Both conditions occurted in phases when the level of rents was

being influenced by demand from occupiers' at the same time as the size
of the multiplier was being determined by demand from investors. The
latter rose both because of the general economic upswing and the paucity
of supply of existing office buildings. In such phases project development
appeared to be extremely lucrative, and developers commenced their ac-

tivities. The fragmented structure of demand'® resulted in many develop-
ers planning and building at the same time, unaware for a long period of
each other’s actions. A few years later, as the projects were ready for oc-
cupation, it became clear that too much accommodation had been con-

structed.” The long development period for real estate'® also meant that,
in addition, general economic conditions had frequently changed during
the planning and construction phases, reducing the demand for office
space. What would in any event have been an oversupply then came to-
gether with falling demand, resulting in high vacancies and lower rental
values. Developers could then only dispose of their projects at much low-
er prices than anticipated, if at all.

The increasing demand for office buildings also encouraged develop-
ers to invest in sites, often peripheral, which were not yet established of-
fice locations. Amongst other reasons, these were attractive because they
were more easily available than the city-centre locations sought after by
numerous developers. However, such locations have a higher risk of va-
cancy and loss of rental income. On the one hand, they are the last to ben-
efit from an upswing and the first to suffer from a downturn. On the other,
they tend to be preferred by less creditworthy tenants. The lower level of
market transparency on the periphery, as compared with the city centre,
further increases the risk of a lack of knowledge of competitors” activities
and therefore of underestimating supply when deciding to commence a
real estate investment. "’

The high level of effort required to secure and acquire a site was an
additional reason to continue with a project once started, even when
changes to the market situation had resulted in reduced prospects of
success. Securing a site is often a risky and long drawn-out process,
so that even at this point a considerable amount of time and money
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has already been invested in the project.” Halting development activ-
ity means abandoning the possibility not only of recovering the costs
already incurred but also of covering the continuing site finance costs
through income from the investment.

Pressure not to call a halt to projects once started also results from the
requirement to place a project at the beginning of a cycle, in order to be
particularly successful. This forces developers to act quickly. Once the
decision to start a project has been made, it is rarely reconsidered during
the development.?’

In addition, in boom phases the first decision in favour of a develop-
ment project had also to be made against the clock. Rapidly rising land
prices tempted developers to purchase quickly. As many developers made
up their minds to purchase in such phases, they further stimulated land
prices and created their own market. The escalating prices then forced all

market participants to ever faster and ill-considered action. %

The time pressure was mostly increased by the fact that project devel-
opment was started very late, i.e. at the point when the boom phase was
beginning. There is no doubt that the low point or the downturn phase of
a cycle would have been more suitable.

At such times there would have been the advantage of land, capital,
staff and construction costs being at their lowest. In addition, the com-
pleted property could have been offered on the market at a favourable
time. However, in a downturn project developers frequently lacked the

necessary capital, either in the form of equity or access to loans.?

During downturns, developers frequently had their capital tied up in
projects built during the last boom and which market oversupply prevent-
ed them from disposing as planned. These buildings often had high va-
cancy rates, and the originally envisaged rental value was no longer
achievable, although the finance costs continued to be payable. They
therefore gave rise to financial outflows and reduced the developers’ eq-
uity coverage. In such a situation it was hardly possible for developers to
make capital available for new investments. Further difficulties were
caused by the higher level of equity required by the banks in such phases.
Because of the perceived increased risk, they demanded an increase in
the proportion of equity - if they were prepared to provide the necessary
loans at all.

In any case, at this point in the cycle the banks assessed the develop-
ers’ creditworthiness as low because they were at best unlikely to make a
profit in the situation described. As the value of the properties owned by
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the developers had fallen because of the poor real estate market,” they
were able to offer only small amounts of security. Developers were un-

able or unwilling to demonstrate the degree of pre-letting? demanded by
the banks in such a phase. On the one hand, potential tenants would not
sign pre-letting agreements when there was such an oversupply of space
available for immediate occupation. On the other hand, developers were
themselves unwilling to sign pre-letting contracts in a period of low rent-
al values.

A further reason for the oversupply resulted from developers aiming to
sell their completed buildings, which is why they only tended to pursue

short- to medium-term objectives.*® Stable market conditions, which pro-
vide long-term security for the letting and hence the value of the proper-
ty, were of no interest to developers. On the contrary, as the aims of
project developers were to plan and then turn over properties, they were
forced continuously to place new properties on the market. The fact that,
by doing so, they were driving existing buildings out of the market was of
no importance to them. The introduction to the market of ever-newer
projects complying with the most modern standards meant that existing
buildings were ever more quickly made obsolete. A consequence of the
entry of developers to the market was therefore a shorter product life cy-
cle for buildings. This resulted in an increasing number of properties that
were unlettable without refurbishment. '

A few developers tried to escape the dilemma of having to develop
projects in unfavourable market phases by expanding into other regional

markets or the markets for other types of property. ® However, as they were
frequently unfamiliar with the characteristics or the key players in the new

regional markets® and as they lacked the staff with appropriate expertise
for the development of other types of property,®® such investment decisions
were inevitably subject to a higher risk of misjudgement. *!

The developers’ unwillingness to restrain their activities was addition-
ally brought about by the particular functioning of the building industry.
A developer’s success depends only on the abilities and contacts of its
staff.>> A reduction in staff numbers therefore makes a later recovery in

production more difficult,®® which is why developers refrain from such
steps if possible.

Erroneous decisions in favour of project developments also resulted
from unfortunate organisational structures. In boom phases the compa-
nies - and their staff numbers — grew rapidly. It required some time to set
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up the corresponding decision-making and organisational structures.
However, as leading staff were needed to complete work on projects, the
necessary amount of time was hardly ever available. The result was that
missing or unfavourable decision-making structures contributed to a

higher error rate.”’ This expansion was not merely the result of tempta-
tion but rather resulted from a pressure that the firms could rarely avoid.
Just as in the USA, where many development firms were quoted on the
stock market, they were subjected to the compulsion to deliver high
growth rates. Nevertheless, during the progress of the cycle it became
more difficult to achieve these rates of growth. On the one hand this was
because the base for calculation of the growth rate was continually ris-

ing,* while on the other hand the cost of development in the boom phase
rose disproportionately (sites, construction costs and finance all became
more expensive), and therefore the yields achieved on individual projects
fell.* To compensate for this, ever more numerous and larger projects
had to be developed.

An additional incentive to grow resulted from the increased confidence
that the banks placed in larger firms, making it easier for them to gain ac-

cess to the necessary outside financing, 7

In many cases a further reason for wrong decisions lay in the age struc-
ture of the decision makers. Firms that were already running in the previ-
ous cycle and had experienced a market collapse tended to be more hesi-
tant with the decision to commence a development. In contrast, at the
start of the boom the most successful firms were often those that lacked
this experience and were therefore less inhibited in commencing a

project. *® As these developers had no experience in recognising immi-
nent crises, not infrequently the signs of the coming downturn escaped
their notice.

The circumstances described in principle applied to all developers,
however in varying intensity depending on their organisational structures.
Firms who, for example, had access to equity capital, either from other
activities or from cautious actions in previous cycles, could act indepen-
dently of the banks. This also applied to firms who did not sell projects
immediately on completion but held them, at least for a time. This en-
abled them to offer the banks a higher level of security. In addition, such
firms were more interested in long-term value and therefore developed
fewer locations with high risk of voids.

A different behaviour pattern also resulted from the way firms were
regionally organised. Developers who were active in regional units had
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better opportunities to recognise when the cycle had passed the opti-
mum time for investment than companies that were nationally active.
They also had more detailed local knowledge and therefore could often
better single out locations lacking in development potential. Unlike na-
tional firms, however, these developers did not have the opportunity to
observe the progress of developments in other markets that had been
commenced earlier and to emulate them in their own. In addition, na-
tional market players operated on a more strongly data-oriented basis
and so were less likely to run the risk of developing projects motivated
solely by emotional factors. They also had the opportunity to take ad-
vantage of the timing differences between individual markets and to
transfer their activities to those markets where the most favourable in-
vestment conditions prevailed.

The constraints on the players were also governed by whether a devel-
opment firm was independent or was part of a larger group. Employees of
a member of a group of companies were subject to stronger pressures to
justify themselves than those in independent firms and therefore acted
more carefully. On the one hand, therefore, they only selected projects
that, because of their location, had smaller risk of voids, while on the oth-
er hand they were often forced to start development later in order to com-
ply with the pre-letting requirements of the parent organisation.

Special conditions applied to developers who belonged to construction
companies. For them even developments that did not make a profit could
be shown to be viable, as the parent company could make sufficient profit
on the construction work.

Private and public development organisations must also be differently
judged. The latter are often required to develop properties with the aim of
improving the economic structure of a region. One result of this was that
their objectives were on a long-term basis. Properties were fitted out to a
high standard in order that they would be lettable even in difficult phases.
However, they were also compelled to construct properties in just the lo-
cations where there was so high a level of risk of voids that private inves-
tors were not interested in them.

Developers who were integrated in industrial or service organisations,
or who were founded by or developed from such firms, often had to deal
with locations where there was a high risk of vacancy. This was because,
for structural reasons, they were required to market or develop redundant
properties owned by the parent company. The majority of such properties
were not in city centre locations.
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Such companies tended to aggravate the property cycle by starting to
market potential development sites very late in a cycle. There were two
main reasons: firstly, they were constrained by the high book values set
during the previous high-value phase; and secondly, they also wanted to
benefit from the expected rise in values. Unlike other developers, how-
ever, this group was not subject to the pressure to continue with a
project because an acquisition had already taken place and finance costs
were mounting.

Financiers

As developers have only limited amounts of equity, securing finance is
a significant component of project development.* For this reason, finan-
cial institutions must be regarded as one of the most important groups of
players in the property market. The opinion has even been put forward
that it is the availability of cash that tempts developers to undertake risky
investments. According to one developer “There is a belief that bankers
finance what builders build. In fact, the opposite is true. Money is the
sine qua non. If you have money you will build.**

By backing risky projects, banks became subject to the same pressures
as the developers themselves. Financial institutions make profits by lend-
ing money, making it continually necessary to conclude new loan agree-
ments.*’ In this respect banks were subject to increasing competition.*?
Since the end of the 1970s, with high inflation and falling interest rates,
governments in Western industrialised countries had allowed the liberali-

sation and deregulation of the international financial markets® This
forced banks to reduce their margins and to accept higher levels of risk.
They looked for other investment vehicles, which they believed could be
found directly in the boom phase of the real estate economy.* As the eco-
nomic upswing of the early 1980s began, the banks also experienced a
large capital influx, which once again had to be placed in investments.
There is no doubt that the increased pressure of competition in the in-
vestment market® contributed to a casual attitude to project risks and to

an over-optimistic assessment of the market.* The development of new
financing methods, which were characterised by higher risks, could also
be explained by conditions in the finance markets. For example, in the
1980s a type of financing known as cross-financing was Increasingly
used.*’ The underlying assumption was that the best way to repay a loan
was to take out a new one. In boom phases this model worked outstand-
ingly well. Particularly in the USA, it contributed to a drastic rise in
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supply in the office market. The method however brought an increased
level of risk, which rose from loan to loan and quickly fuelled the be-
ginning of the crises of the 1980s.%

In rising cycles, developers used the banks’ corporate mentality al-
ready described by presenting them with feasibility studies based on
similar considerations. For example, they used existing properties as se~
curity and so justified higher mortgage values. They also used the max-
imum proportion of borrowing in order to increase the equity yield.*’
These considerations®® were, however, only successful as long as the to-
tal capital yield remained above the interest rate on borrowed capital. If
this were no longer the case, the situation was reversed (the leverage
effect™). In the upswing phase of the real estate cycle these feasibility
studies persuaded bankers that developers would be making higher
profits, which made them ever willing to make new funds available to
the real estate economy.

The liberalisation also allowed the financiers themselves to have an equi-
ty share in the development of projects. The formerly usual separation of
functions had saddled the financiers with higher risks, while not allowing
them to profit from successful developments.”> New forms of financing,”

integrating the financier as a partner in project development,™ offered bet-
ter potential profits but blurred the boundaries between development, in-

vestment and financing.™ The role of the financier as a controlling authori-
ty then largely disappeared.

The financing of properties without adequate checking of their via-
bility was further encouraged by the remuneration systems of several
banks, which operated on the basis of commission payments. Frequent-
ly they rewarded just the closing of a loan contract, without taking into
account the associated risk. Bank staff that were remunerated by such
criteria were hardly encouraged to put the security of the firm in the

forefront of their consideration.*® The supervisory mechanisms that the
banks applied to the allocation of funds were largely based on the bor-

rower’s creditworthiness. >’ As has been shown, this creditworthiness is
particularly poor in phases of the cycle when it would be particularly
advantageous to start a development. In contrast, it is particularly good
when the conditions necessary for a successful development have dete-
riorated. The banks’ security measures therefore led them to decline
real estate financing in phases that would have been advantageous for
development by indicating that there were high risks. In contrast, during
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favourable market phases property financing could not be approved be-
cause the security assessment methods suggested that risks were high.

Even when financiers were well aware of the risks of a project, financ-
ng it might have been sensible for the financial institutions. For example,
banks always considered financing construction work in instances where
they had already provided funds for the site and for development costs.
The borrower could only obtain an income - and pay back the existing
credit - after the property was completed. The banks were therefore al-
ways prepared to continue financing the project provided at least that
there were sufficient pre-lets, or the chance of achieving sufficient let-
tings, to pay back both the original and additional loans. That the banks,
by doing so, were increasing the amount of vacant space on the market as
a whole was of no importance to them.

Investors

Investors aim, above all, to make a profit by investing their capital. The
size of an investment in real estate depends on two main factors: the vol-
ume of capital to be placed; and how the expected yields from alternative
forms of investment, such as bonds, stocks and shares, etc., compare with
those of real estate investments.

The returns on real estate come from rental income and growth in the
capital value of the property. In boom phases both increase: rental income
because formerly vacant space can be let, and because new lettings can
be agreed at higher rents; capital value because it is directly linked to the
annual rental income by the capitalisation factor (years’ purchase). As
variations in the real estate market were greater than in many other mar-
kets, in boom phases the real estate market improved in competitiveness
compared with other types of investment The effect was to redistribute
investments in favour of the property market. The increased demand for
real estate investments confronted a reduced supply, as developers had
only been able to complete small numbers of buildings in the preceding
crisis. The result was a scramble for the few properties on the market,
making investors prepared to acquire them at a higher multiple of annual
rental income. This further boosted capital growth and made real estate
investment even more attractive in comparison with other types. In such
phases, investors tended to disconnect the valuation of a property from
the achievable rental income. This turned speculation on resale value into

a substantial impetus to plump for real estate investments. 5

This process was further accelerated by the second element that de-
termined the volume of investment in real estate: the overall amount of
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available capital. As property market booms for the most part coincided
with general economic upswings, higher incomes were achieved
throughout the economy. These had to be invested in inter alia the real
estate matket.

Investors who already had property in their portfolios were receiving
funds in the form of rental income, which had to be reinvested. [nvestors
were therefore under pressure to deal further on the real estate market
when conditions could, at best, be described as less than optimal.

The amplitude of the cycle was increased by the phenomenon of inves-
tors ever more often being their own tenants. As an example, in the City
of London, the prime location in the British capital, more than 50% of of-
fice space is already owned by — and let to — companies in the “financial
services,” “insurance,” “real estate” and “legal and economic consult-

ants” sectors.
Almost 30% of the buildings are both owned and occupied by the fi-

nancial sector.” If these firms could achieve good growth rates in their
core businesses, they normally increased their staff. This again strength-
ened new demand in the office market and resulted in higher rents. At that
time office property was an interesting investment, and the previous oc-
cupiers invested the profits from their core businesses in such buildings.
Yields from the property business then contributed to the further success
of the company and so to further staff increases. In this way investors cre-
ated their own demand and started their own boom. However, they in-
creased the real estate market’s susceptibility to risk. External shocks, for
example on the international financial markets, now had direct effects on
the real estate market. Staff cuts in the above-mentioned sectors then
caused losses in the property divisions of the same companies and so fur-
ther collapses in the financial markeéts and so on. This positive feedback
started downward spirals, leading to crises on the real estate markets.

Compared with the noticeably pro-cyclical actions of all investors,
the behaviour patterns of different groups of investors varied to some

extent. For example, statutory regulations® restricted the amount of
capital that insurance companies and pension funds were allowed to
invest in real estate. This took some of the pressure from the invest-
ment market. In addition, these groups were subject to the regulations
of the Versicherungsaufsichtsgesetz (insurance supervision law),
which gave them a duty of care to their investors.®! This meant that
they were able to select only relatively safe properties for investment.
As a result, developers were not encouraged to construct buildings
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that had no chance of letting in the long term due to the characteris-
tics of their location or fit-out.

In contrast, statutory regulations require open-ended funds to invest a

set proportion of their current assets in real estate.52 Their inflows of cap-
ital in economic upswings forced them into acquisitions at exactly the
most inopportune moment. For this reason they were an important driv-
ing force behind the upward spiral. However, as open-ended funds bias
their investment decisions more towards long-term value increase than

initial yield,” they purchased very few buildings likely to have letting
problems in the long term. Like the insurance companies and pension
funds, they therefore did not encourage the development of additional ac-
commodation in unattractive locations.

Quoted real estate corporations are only slowly gaining importance in
the German market. It is therefore not possible to derive typical behav-
iour from past experiences. However, some of the effects of the real estate
corporations’ entry to the market merit discussion. As their shares, be-
cause of their price level, are suitable for all classes of investor, an in-
crease in the amount of capital invested in real estate could result.* This
could heat up competition in the market.

The market entry of quoted real estate corporations also enabled new
methods of financing for property firms. These made them less dependent
on bank loans, ® thereby weakening the banks’ controlling function and
making more funds available to developers.

As stock can easily be purchased or sold,®® funds can flow very quickly
either in or out of the market. This could contribute to investment deci-
sions being made more quickly following the increase in demand. The re-
sulting rise in purchase prices for property would, however, quickly make
yields less attractive and therefore curb new investment. All in all, this
could flatten out the cycle. The quick reactions of stockholders must how-
ever be put into perspective with the amount of time that the corporations
need to acquire or sell property.

The amount of vacant office space could, on the other hand, be in-
creased by property investment decisions becoming more strongly linked
to stock market movements and further distanced from occupier de-

mand.*’ The investors’ interest in short-term gains and the frequency with
which reports are issued force the real estate corporations to seek high
growth rates and report continual successes. Even in boom phases this
can exert pressure to acquire new properties, which could further fuel the
real estate market.
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In the past, closed-end funds have also contributed significantly to the
production of vacancies. They enjoyed attractive tax write-down possibil-
ities, which meant that tax considerations were always at the forefront of
their investment decision-making. The yield on 1ental income and capital
growth were regarded as being of only small importance. This increased
their readiness to invest in properties burdened with high risk of voids,
thus contributing to a steep rise in the volume of construction, particular-
ly in the former East Germany, and so too to dramatic increases in vacan-
cy rates. The repeal of the Sonder-Afa (special depreciation allowance)
and other restrictions on tax write-down will however mean that, in the
future, the return from rental income and capital value increases will
once again be major criteria for closed-end funds. Because of complicat-
ed resale conditions, investment in closed-end funds must be on a long-

term basis.%® In the future, therefore, this group of investors could even
contribute to the stabilisation of the real estate markets.

Consultants

In the approach to making an investment decision, consultants are in-
structed by developers, investors or financiers to assess the prospects of
success and the value of the property. Although their reports influence
their clients’ opinions, their actions have only indirect and therefore
smaller effects on the movements of the market than those of the players
already described. Positive appraisals of projects in boom phases can
however contribute to the initiation of schemes that increase the oversup-
ply on the market.

In this connection consultants are often alleged to have issued Gefdl-
ligkeitsgutachien (reports which reflect the client’s desires rather than be-
ing objective). The background to this point of view is the “principal-
agent-problem” or agency-theory. This states that it is in each valuer’s
own economic interest not to report what he or she themselves thinks, but

rather what the client considers correct.” The theory is that consultants
do not want to upset their clients, which might cause them to instruct

competitors to report on other projects.

In many cases, consultants have high hopes of receiving additional in-
structions, within the scope of a project, once development has started.
These could include contracts for continuing consultancy services.
Should the adviser be associated with other organisations in the real es-
tate or financial sectors (e.g. firms of agents, building companies, banks)
these further instructions could also be for the provision of other services
(e.g. finance, project control, marketing) or acting as a general coniractor
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for construction work. The hope of receiving further instructions could
have made consultants tend to ignore the mood of the sector and to err on
the side of overvaluation of projects.

Town Authorities

Because of their restricted scope of action, the activities of municipali-
ties have had less effect on the movements of the market than those of de-
velopers, investors and financiers. However, their actions have also often

been pro-cyclical” and have contributed to crises of over-production. Au-
thorities have therefore often increased the supply of space during booms.
The reasons for this are complex. Worthy of mention are, for instance, the
actions of lobbyists representing the real estate market. To gain the poten-
tial for new developments, in times of high demand they have argned
more strongly with the municipality’s political representatives to have ad-
ditional land released for office use.

The town councillors frequently gave in to this pressure in the hope of
supporting economic growth. Their idea was that, by allowing the con-
struction of modern office space, they were making accommodation

available to companies who would create high-quality jobs.” This per-
spective was confirmed, in boom phases, as the demand for office space
rose. Expanding firms then migrated to the periphery because they found
that there was either no adequate office space in urban centres, or that
which was available was far too expensive.

In such phases industrial firms also left the cities. One reason was that
higher land values had increased their opportunity costs, while on the
other hand in such phases they had expanded but found that rapidly rising
land prices ruled out a move within the city. The broad political consen-
sus which the desires of the real estate lobby encountered was thus large-
ly that employment and tax policies were of major significance.

Large and attractive projects, particularly when built at the peak of a

cycle,” also improve a town’s image and therefore its chances of being
successful in the competition with other local and national locations.
Councils who maintained a restrictive policy to releasing land in upswing
phases ran the risk of being viewed as anti-investment. Such an approach
was therefore almost impossible to defend.

In slumps, however, releasing land for development was carried out
very restrictively. Amongst others, the group of lobbyists made up of the
market-leading investors and developers pushed for this policy. To protect
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their own properties, these players wanted to block the granting of plan-
ning approval for further office buildings.

A further aspect of the pro-cyclical behaviour of town authorities re-
sulted from their own ownership of land. They often owned large areas,
suitable for office use, directly in the town centre. As land values rose, the
temptation to balance their budgets by selling such land increased. At the
same time, the opportunity costs of their owner-occupied properties in
the town centre were rising. In contrast, when land prices are falling,
councils find it politically almost impossible to reach agieement on the
sale of their own land. In most authorities there is an - at least unwritten -
rule that public land should never be sold at less than the Bodenrichtwert
(guide value - published by the council’s valuation panel). As these guide
values are based on comparison with past transactions, falling land values
can often make them higher than the prices that could be achieved on the
open market.

As well as these deliberately controlled methods, councils sometimes
inadvertently intensified the real estate market cycle. As they did not
observe the market systematically, often they had hardly any indication
of the current phase of the cycle. The poor acquisition of data at local
levels affected not just the councils themselves, who instigated incor-

rect controls” because of their ignorance of the market, but also the
other players in the market. This lafter group made decisions that were
inopportune because they had to be based on a background of inade-
quate information.

Unintentional effects on the market also resulted from the long peri-

od that was required to implement a plan once it had been instigated.™
This however need not always have been disadvantageous. If a council
intended to act pro-cyclically for the reasons already described, it often
happened that, because of the length of time required to put through a
development plan, the market situation had changed by the time the
plan came into force. The council’s action thus had an inadvertent anti-
cyclical effect.

3. ALTERNATIVE METHODS

The motives and background factors affecting the players in the real
estate market already described have shown that their pro-cyclical actions
are, on the whole, not attributable to incorrect behaviour by individuals.
They are rather based on mechanisms inherent in the real estate market
and on interaction with other market participants. This limits the opportu-
nities for individual players to behave anti-cyclically. However, within the
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limits of market conditions already discussed, modified approaches for
all market players are conceivable.

Because of the varying importance and the sharply differing room for
maneuver of the individual players, their respective opportunities to exer-
cise influence also vary in importance. Without doubt, the largest contri-
bution to levelling the amplitude of the office market cycle can be
achieved by the actions of the key market players: the project developers,
nvestors and financiers. Developers in particular even have an interest in
developing new projects in crisis phases, in order to maintain their staff,
as far as possible, at the same level. Their lack of funds in real estate mar-
ket crises, however, limits not only their possibilities for anti-cyclical ac-
tions but also those of investors.

The financial institutions have greater structural autonomy. They are
often only constrained by internal political conditions, so that the courage
of the banks to support new developments even in - and at the heart of -
slumps could lead to a more even production of office accommodation.

Consultants and local authorities have only indirect influence on mar-
ket movements, but even their actions can support a damping of the am-
plitude of the office market cycle.

The negative experiences that the market players have suffered in past
office market slumps have resulted in all of them researching and imple-
menting alternative methods, not least because it is in their own interests.

Developers

Project developers are dependent on finding the optimal moment for
investment decisions, or alternatively on determining when the point in
time for making a promising investment has passed by. As a result, devel-
opers now give a higher relative importance to market research than they
did a few years ago. Analysis of competitors now contributes clarifica
tion, at a very early stage of the development, of whether too many com-
petitors are planning projects and how demand is expected to develop.
Careful analysis of locations helps to ensure that the special requirements
of investors and occupiers are met, so that the building will enjoy benefi-
cial competitive conditions even if the market were to have deteriorated
by the time of its marketing.

Market and location analyses contribute to making the development
process more objective and thereby phasing out the psychological factors
mentioned in the introduction. If carried out at the start of the project,
market research slows the progress of the project. In extreme cases this
could even result in its failure. The result is that developers increasingly
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keep a continuous watch on the market. This gives them the opportunity
to spot potential developments early and to commence projects quickly
enough to be able to gain competitive advantage. The high cost of this
course of action means that they limit it to a handful of locations and

make detailed adjustments to match the goals of their organisation.”

To reduce the time pressure caused by site acquisition at the start of the
development of a project, the mechanism of agreeing purchase options
has been in use for some time. It can, however, only be used in falling or
static market conditions, as site owners are not prepared to commit thern-
selves contractually to fixed prices during economic upswings. They as-
sume that the value of their interest will increase and therefore, on com-
pletion of the final purchase contract, would be higher than the price ear-
lier agreed.

However, developers also aim to include the site owner as a partner in
the project, thereby making the acquisition of the site unnecessary. As
partners they look for owners who themselves have some knowledge of
development and the ability to take part in the project. Companies and in-
stitutions that meet these requirements and who are in ownership of inter-
esting potential sites inclade for instance Deutsche Telekom AG, Deut-
sche Bahn (rail) AG and the local authorities.

There is a third method, used by developers trying a new tack to reduce
development risks. This is to acquire existing properties that have suffi-
cient rental income at least to cover the cost of financing them. Redevel-
opment or additional development of the site can then be put off until
what appears to be an opportune moment.

To be able to maintain their activities even in phases when the develop-
ment of new properties in their own market appears inadvisable, some de-
velopers are also applying a diversification strategy. To reduce the risk of
wrong decisions resulting from lack of knowledge of markets in other re-
gions or for different types of property, many firms are now employing
appropriately qualified staff and/or entering into joint ventures with de-
velopers experienced in the relevant region or product.

A few players are even trying to keep their order books steady by tak-
ing up other types of activity’®. These include, for instance, advisory ser-
vices, which have the advantage of being in particular demand in crisis
phases, exactly when the developer badly needs new fields of activity.”’
An example would be advising owners on the revitalisation of buildings
that are no longer in line with market requirements.
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The coordination of projects with varying lengths can also contribute
to a more even workload. At the start of boom phases, only those
projects that can be completed in the short term would be commenced,
while longer-term projects will be started when the economic situation
begins to be weaker. This process is complemented by a far-sighted
manpower policy. A cautious recruitment policy is operated, particular-
ly in boom phases, including checks on whether particular services can
be bought in from external providers. In critical phases the firm’s own
staff would be used.

To optimise the decision-making structure of the company, nowadays
directors do not just plan such strategies themselves but rather buy in
support from professional management consultants. Firms are ever-in-
creasingly applying for certification under the DIN EN ISO 90021f stan-
dards. These industrial quality management standards not only validate
all the company’s organisational, decision-making and operational struc-
tures but can also improve the confidence other market players (e.g.
banks or investors) place in the company.

Developers are increasingly sending their professional staff on special
continuing education courses, so that young project developers, lacking
experience of slumps in the real estate market, have at least a theoretical
knowledge of market cycles

Financiers

Banks are reacting to their painful experiences in the last real estate
market slump by increasing strategic controls on their lending portfoli-
0s. The aim of these controls is the diversification of existing and new
business in order to optimise the relationship between risk and return in
their real estate involvement.” The dispersion of financing over differ-
ent regional markets and varying property types is being supplemented
by integrating real estate credit into their overall portfolios. In un-
favourable phases of the real estate market, other types of financing will
be given preference.

The strategic aims for the whole credit portfolio are being supplement-
ed by new guidelines, intended to check the quality of each credit com-
mitment.” The financial institutions are paying increasing attention to the
functional suitability of each property and are placing Jess stress than be-
fore on the creditworthiness of the borrower.*°

By doing so, firstly they reflect that, with the high levels of outside financ-
ing now usual, the property often represents the only security. Secondly, this
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procedure results from the realisation that the credit standing of a developer
is often at its lowest when the chances of a successful development are great-
est and vice-versa. As well as conventional valuations, banks are increasingly
applying rating methods, like those already introduced to assess clients’ cred-
itworthiness, to real estate.®’

By setting up their own real estate companies or departments, the fi-
nancial institutions are also creating real estate-specific advisory capabil-
ities. These are being used, on the one hand, to identify high-risk proper-
ties in order to turn down loan applications on them, and on the other
hand to follow the progress of projects on which positive financing deci-
sions have been made. This requires the banks to become involved in the
project earlier than they would have done a few years ago.* Supplement-
ed by continuous surveillance of the market through newly established
market research departments, this approach enables the risks and poten-
tial benefits of a development to be better foreseen. Even in critical times,
the risk of financing a new project could therefore be taken.

A final measure is a reworking of the system of remuneration, to re-
ward credit negotiators for the quality of the loans they arrange rather
than just the volume.

Investors

Investors are also increasingly applying market research as a tool to en-
able them to adapt early to the phases of the market and, where possible,
to invest in an earlier phase of the cycle.®

As well as spreading assets between different forms of investments,
control within the real estate portfolio is at the heart of the minimisation
of risk.3* The diversification of holdings over various markets, tenant
structures and types of real estate, to take advantage of the phase dis-
placement between different markets, aids this aim.*

Diversification of the portfolio also represents the only opportunity to
moderate the consequences of effects - not inherent in the real estate mar-
ket - which result from the simultaneous use and ownership of property.
The increasing attention investors pay to marketability and resale possi-
bilities when acquiring a property also aids in minimising risk. By doing
so they guarantee successful letting of the property even in an unfavour-
able market.

A further tool used by investors to take advantage of anti-cyclical
methods is project development.®® This offers the possibility to enter the
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market sooner®’ although it is mainly used by quoted corporations. These

companies, often created from formerly industrial concerns,®® enjoy ex-
tensive property ownerships and therefore have the opportunity to plan
their actions with optimum timing. Open-ended funds, whose develop-
ment activities were formerly subject to statutory restrictions, were given
much greater possibilities to participate in development by the dritte Fi-

nanzmarktférderungsgesetz (Finance Market Promotion Act).*®

When acting as developers, however, investors are subject to all the
factors already described in “Developers,” including the danger of bring-
ing about crises of overproduction.

Consultants

To reduce the danger of receiving over-favourable reports, aimed at at-
tracting further instructions, developers, investors and financiers are in-
creasingly using in-house consultancy services. This means that advisers
are tied to the instructing organisation.

Advisers who erroneously recommend a property are therefore subject
to an obligation to justify themselves. In the end this must lead to a more
cautious approach to giving advice.

In-house consultancy services however bring the disadvantage of for-
going the market knowledge of external advisers. In particular, those con-
sultants who also function as agents in their local markets have a compre-
hensive market insight, which cannot be purchased by nationally active
developers, investors and financiers. In addition, consultants, who follow

a property through its whole life cycle,”® are familiar with the needs of
both investors and end users. If market research is integrated into the or-
ganisations of other market players, this knowledge will be lost. There is
also the danger that the in-house advisers will adapt to the euphoria of
their employers. The desired objectivity and controlling function of the
adviser could then disappear. Employing in-house advisers therefore of-
ten only supplements the buying in of external consultancy services.

An alternative to this method is already practised in the USA. Some
advisers there take a stake in investments they recommend and must
thereby substantiate their faith in their own forecasts. Their willingness to
share part of the risk themselves should also normally encourage a more
cautious approach to advice. However, the linking of advisers to investors
reduces the importance of the adviser as a controlling influence.
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Town Authorities

One of the most important tasks for local authorities in connection
with the control of the office market is the collection and compilation of
information. Councils are also taking these responsibilities more serious-
ly as they have recognised that good market knowledge has two main
benefits: firstly as an essential prerequisite for their own planning poli-
cies; and secondly to assist developers and investors in identifying flawed
investments very early and if necessary to abandon them.

Local authorities also exercise influence over the office market by de-
liberate policies controlling the release of land for development. One of
their aims is to avert an oversupply of space. They also strive to avoid the
development of accommodation that, albeit appearing atiractive in a
boom phase, is not in a setting suitable for establishment as an office lo-
cation in the long term.

This procedure takes for granted precise knowledge of the locational
requirements of office companies, the locational circumstances of the
planned area and the sustainable level of demand. Many local authori-
ties therefore compile comprehensive market and location analyses be-
fore zoning a new area for office uses. Councils increasingly draw up
office space plans, which include inter alia forecasts of space require-
ments, on the basis of which the amount of land to be released can be
decided. These studies also allow the political discussion process to be
carried out objectively.

The hope of being able to react more quickly to changed market cir-
cumstances, which followed the introduction of two new mechanisms:
development plans related to project proposals and urban planning
contracts, has, however, hardly been fulfilled. It is much more to be
feared that, in a boom, these instruments will increase pressure from
developers and investors for councils to release more land for office
development. The pro-cyclical behaviour of local authorities would
thereby be reinforced.

To summarise, it is clear that all market players are currently develop-
ing and implementing security measures. In general this can be regarded
as a positive factor. However, as the methods described are only just be-
coming effective, it is not yet possible to make an empirically safe fore-
cast of how successful they will be in controlling the scale of future crises
of overproduction.

Putting things in perspective, it must also be noted that, characteristi-
cally, players in the real estate market are more likely to be cautious under
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the shadow of a crisis. For that reason it is hardly remarkable that the pro-
cedures described have been introduced just in the last few years. Howev-
er, as developers, investors and financiers tend to carry out only limited
activities in times of economic difficulty, the effects of such safety mea-
sures are hardly likely to have been shown. It is widely appreciated that
setting up security checks in crisis phases can even be counterproductive
and can strengthen pro-cyclical behaviour. They prevent the start of a de-
velopment project at a time that would allow the completed building to be
offered at the beginning of a boom phase, the most advantageous moment
in economic terms.

It is in periods of economic strength that the setting up of security
measures is particularly necessary. The success of the procedures de-
scribed will depend not only on whether they are suited in principle, but
also on willingness of their protagonists to accept the competitive disad-
vantages of maintaining them in the upswing phase that is just beginning.
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The reasons fur pru-cvclicat behaviour of market players and .iltcrnmwc methods

Player

Rensons for pro-gyelieal behaviour 2000

‘L Alternative methods

Developer

High rents and high capitalisation factors
make development the most attractive at the
peak of the real estate cycle.

» [ Continuous observation ofthc m-nket
in order to find out in advance when
the peak of the eyele is likely to occur,

Unknown competing properties fead te an
incosract assessment of supply.

Detailed analysis of the competitive
situation before starting development,
in order to assess the number of
competing properlies.

Lang planning and development periods
prevent prompt responses Lo stumps in
demand.

« § Carrying out medium-term demand
anatyscs, in order te be able to forecast
the time when demand will collapse.

Sufficient equity for new projects cannot be
made available, as funds are tied up in
unsold buildings from the last boom The
Iuck of rental income from these properties
has resulted in losses

*

Forward-looking behaviour in the
previous phase inhibits the
construction of unsaieable and/or non-
vinbie properties and thereby increases
itquidity in the next phase

» [ Reduction in the required proportion of
cutside finance through the bank's
panticipation in profits; the
introduction of new financing
methods; and the acceptance of higher
interest rates {c.g project company,
mezzanine firancing, equity kicker).

Qutside financing cannot be obtained,
because in crisis periods creditworthiness is
poar

» | Forward-looking behaviour in the
previous phase inhibits the
construction of unsaieable and/or nor-
viabie properties and therchy improves
credit standing in the next phase
Certification under DIN EN 150

» | 9002fT improves acceptance by
financiers.

Abandoning project development is
associated with high costs, as planning and
site poquisition costs have already been
incurred

« | Purchasing an existing property with
continuing rental income, which will
cover the finance on site acquisition
Agreeing purchase options instead of
» | direct site acquisition

Joint development with the site owner

Rising land prices and the pressure to place
a project first in the cycle leave so ime o
check the quality of the site and the
marketability of the project.

+ | Continuous observation of the market
allows early site acquisition and a
prompt stagt to planning, eliowing
more time.,
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Player =

| Reasons for pro-eyclical beliaviour

o Alternative methods o0y

Developer

Reduction in manpower causes difficaities
at the start of a cycle Developer forced to
develop projects in disadvastageous phases
in order to maintain staff numbers

-

Expanding activities into neighbouring
fields (e g advising investors and
financiers on problem investments)
oceupies staff i phases when
development would be inoppertune
Diversification into other regions or
into markets for other types of propesty
can also provide work for staff, even i
sorne sections of the market
deteriorate.

The deveioper only makes money from
development activities This forces the
developer 10 develop projects evenin
inopportune phases of the market

Expanding activities inte alternative
fields {e g advising investors and
financiers on prablem investments)
removes the pressure to develop
prejects even in unfavourable phases.
Diversification into other regions or
into markets for other types of property
can allow the development of further
projects, even if some sections of the
market deleriorate.

Maintaining development activities and
staff numbers, even in difficult market
phases, necessitates diversifying into
unfamiliar regional markets and/or types of
real estate of which the developer has ligtle
or no expert knowledge

Employing staff with special
knowledge of the new product types,
or precise local knowledge when
expanding into unfamiliar regional
markets

Developing as a joint venture with
competent partners.

Rapid growth of the company in boom
phases requires stuff time te set up the
corporate structure.  They are however
needed for development activities,

Instrscting professicnal corporate
advisers.

Cerification under DIN EN 150
900217

The pressure to present shareholders or
partners with high growth rates, even at
high entry levels; falling yickds from some
prajects at the end of the beom phase; and
the higher levet of confidence of the barks
in larger concerns encourages “growth at
any price®,

Deliberately forgoing quantitative
growth at the expense of quality,
thereby guarantecing lower but safer
growth rates

Certification under DIN EN ISO 9002
increases the confidence of investors
and financiers.

At the start of a boom, inexperienced
developers tend to be more successful as
they act with fewer inhibitions. They are
however not familiar with the indications of
an impending crisis.

Theoretical education through special
training and CPD courses.
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Player::

] Reasons for pro-tyclical behiviour:

i Alternntive methods

Financiers

» | Financiers make money only by placing
funds, so that financing must also be carried
cut in unfavourable phases

In less opportune market phases,
regrouping of financing in favour of
non-real estate joans

Structural changes within the real
eslate portfolio, including regional
markets and other types of property
which are still in a favourable phase
for investmeny.

» | Investment caleulations on the basis of
cross-financing indicate prospects of high
profits in boom phases.

Tensibiiity studies to be based
exclusively on the individual property.

« | New forms of financing allow an equity
share in development, by which the
financier loses his function as controller,

Setting up internat controiling bedies,
based outside the lending departments

« | The poor creditworthiness of developers in
stump periods conflicts with the bank's
control systems asd mnkes real estate
finance politically unzcceptable

New forms of finsncing (e g.
mezzanine, participating morigage,
equity kicker, securitisation) atlow &
fairer sharing of profit and risk
between deveteper and financier
Carrying out market and location
analyses limits risk

Strategic porifolio comirol can optimise
the risk/return ratio of a real estate
porifolio

TFransfer of weighting from credit-
worthiness of the borrower to quality
of the property.

+ | Acquisition and development costs already
incurred make it sensible to continue
financing a project, even in worsening
market conditions, in order to produce a
cash flow 10 service the loan

Financing existing properties with
continuing rental incomes, which
nllow the loan to be serviced even if
further development is abandoned
Financing purchase options instead of
site acquisition.

Market research, in order to aflow
timely refusal of site financing in
inappropriate parts of the cycle,

» | Pay systems based on commission
encourage lower importance being placed
in the employer’s safely measures,

Introduction of systems of
remuneration that refiect risk as well as
the amount of the advance,
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Fa T

Regsons for proscyclicaj hehaviour - -

] Alternative taethuds o,

Investors

Funds atways flow to investors in hoom
phases and so must be invested at an
unfavourable time

.

Investment of the funds in other forms
of investmem, as far as this is possible
legaily and with respect to taxation

* | Diversification into regionat real estate
markets and other types of property, if
legally possible

* | Developing own projects, provided
tegally possible, does not force the
purchase of averpriced property in
boom phases.

Large increases in value in boom phases
encotrage the disconnection of valuation
from potential income, and speculation on
potential increases in value.

* § Propenrty to be acquired onty on the
basis of a rigorous income-related
valuation.

Investors are often their own tenants
Externa! influences increase their demand
for space, thereby starting their own reat
estate boom,

* { Diversification of the real estate
portfelio between regional markets and
types of property lowers the risk from
external influences.

Censuitants

Submission of Gefilligkeitsgutachten
{valuations which reflect the client’s desires
rather than being objective) in the hope of

receiving further instructions on the same or

subsequent projects.

* | The integration of the consuitant into
the cotnpany creates long-term ties and
increases the requirement to justify his
decisions

« | Il the consultant participates in the
recommended investment his risk is
increased, encouraging more careful
advice.

Town
Authorities

Insufficient gathering of market information
at focal tevel prompts councils and
investors to make wrong decisians.

* | Continuous observation of the market
keeps councils and investors informed
and allows decisions t6 be made on the
basis of adequnte information.

Lobbyists end relocating firms exert
political pressure to release land for office
development Large and attractive projects
improve the town's image Councils who
refuse 10 release lnnd are regarded as anti-
investment

* | Prawing up an office space plan
ollows long-term strategies and makes
the political discussion process more
* | objective

Market and location analyses for
newly-reteased office sites lower the
risk of developing in locations which,
after the boom, will not become
established in the long term,

Local authority mechanisms are subject to
laege delays and thus begin to operate at
unintended times

* | Continuous observation of the marlker
allows the measure to be introduced at
* | the appropriate time.

Releasing new development land eniy
i arcas that, after the boom, can be
established as long-term office
iocations,
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