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Chapter Three

Market Fundamentals and Rent
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Google: lease, buy or build?
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Lease, buy or build?

e 2013: Google has completed a £1bn property deal to move its
UK headquarters to London's King's Cross. The US technology
giant has purchased a 2.4 acre site and plans to build a complex
due to be complete in 2016.

e 2014: Google’s design review of its planned £650m UK
headquarters at King’s Cross is expected to take as long as two
years. Sources close to the King’s Cross project said the design
review, announced last November, is expected to take around
two years.

e Why would Google lock up capital in real estate? Why would it
develop its own buildings?
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Rent and profit

REENE

Expenses

Profit before
rent

Profit after rent
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Lease or buy?

e Lease ° Buy
— Preserves capital — Maximises control
— Tax effects? — Diversifies balance sheet

— Balance sheet?

— Risk of operation?
Return impact?

Who manages the asset?
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Alternative real estate investment?

¢ The old income model — lease rents
— Investors — pension funds - prefer leases

e The new income model — operational revenue
— Leases have shortened - non-lease revenue increasingly accepted
— Workspace Group, Unite
— Operations and real estate are converging — turnover rents
— Who are the natural operators?
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Rents psf, London, Oxford, Kuwait
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The economics

OpCo/PropCo: the profit earned by a freeholder business
= rent + profit

Revenue — costs (excluding rent) = gross profit including
rent

Gross profit including rent = reward for entrepreneur’s
labour, return on capital invested and rent for land

Where is super-profit allocated?
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Rent and profit

Revenue

Expenses

Profit before
rent

Profit after
rent
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Real estate revenue models: hotels

e Lease hotel to an operator — 10 years
— indexed
— stepped
— fixed
— with reviews to market at year 5

e Appoint manager/management co on a salary/fee
— franchise model
— with or without incentive

e Appoint management company and share revenues
— side by side JV
— top slice
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OpCo/PropCo arbitrage

e Maximise value
— Property owning operating business (Enterprise Inns)
— Property owning business plus non property owning operator

e Southern Cross case
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Ricardo on rent (1817)

e “Rentis that portion of the produce of the
earth which is paid to the landlord for the use
of the original and indestructible powers of the
soil”

e Higher quality land earns more rent

e Rentis an unearned surplus because it derives
not from skill, or effort, or capital, but from the
original and indestructible powers of the soil
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Ricardo: rent as a surplus

|| High fertilty_| Medium fertii

Costs per acre

Capital £10 £10 £10
Labour £50 £50 £50
Materials £20 £20 £20
Normal profit £10 £10 £10
Total £90 £90 £90
Output per acre tons 2 1.5 1

Revenue per ton £90 £90 £90
Revenue per acre £180 £135 £90
Rent per acre £90 £45 £0
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Powers of the soil?

e “Rent is that portion of the produce of the earth which is paid to the
landlord for the use of the original and indestructible powers of the
soil”
e How can we think of land for development? What are the ‘original and
indestructible powers of the soil’ in central London?
e The productive capacity of land for development depends on:
— economics (demand and supply)
— government regulation (zoning, planning, permits to build)
— physical feasibility (can the land bear the load?)

e This produces the ‘highest and best use’
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Location — a power of the soil?

e What about ‘location, location, location’?

e Enter Von Thunen (1826) and his concentric rings

Forestry

Fruits

CBD/
market
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Location/accessibility theory

1 mile 5 miles 10 miles
Fredcostsperton(a) 10
Transport costs per ton per mile (b) 1 5 10
s s s
Total costs per ton (a+b +c) 16 20 25
B e
Costs per acre 32 40 50
s s s
Revenue per acre 25 25 25
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The coffee shop and rent
| | ododst | | Bondst
Costs

Equipment £12,500 £12,500

Energy £20,000 £20,000

Wages £200,000 £200,000
Sales

Cups of coffee: 000 p.a. 250,000 170,000

Price per cup £2.50 £2.50

Material cost per cup £0.10 £0.10
Costs
Base costs £232,500 £232,500
Materials £25,000 £17,000
Total costs £257,500 £249,500
Sales revenue £625,000 £425,000
Gross profit £367,500 £175,500
Coffee shop 'normal' profit (20% costs) £51,500 £49,900
Rent £316,000 £125,600
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What explains rent levels?

Rent Sticky prices, rent pressure

Demand Building quality
Macro-location
Accessibility

Supply Substitutability
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Highest and best use (Ratcliff, 1949)

e The highest and best use of a property will maximise
land value or developer’s profit

¢ The highest and best use must be:
— Legally allowable
e permitted by local zoning/planning
e permitted by national regulation
e permitted by covenants imposed by current or previous owners

— Physically possible/feasible/sustainable

— Financially optimal
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Land use in the 19th century city

Rent/
acre

Commercial
(office / retail)

,~\.' """"" Industrial
T2 E Residential
T ~e L Agricultural
Industrial e Edge of
CBD Belt Residential District City

Distance from CBD

How has this changed?
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Land use in the modern city: why?

Rent/
acre

Commercial
(office / retail)

Residential

~"=i _  Industrial
A N Agricultural
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CBD Industrial ° City
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Distance from CBD
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Home working

| More ‘home’ working |

| Reduce central office costs | | TLower salaries? | | More space per worker

| More profit? | | Third space costs | | Home fit out |

Productivity impact?
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Land use in 2030?
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Why skyscrapers?

Agglomeration effects in manufacturing and financial services
— Industrial efficiency and vertical integration (19th century)
— Information sharing (21st century)
The agglomeration effect decays much faster with distance in
financial services than in manufacturing

Lateral v vertical travel and maximum travel times

Hence density in modern cities, and urbanisation
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What drives rent growth?

« Supply

- Price elasticity

« Demand
- Indirect measures — productivity
- Space per employee

o Cycles?
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Economic and property cycles

« Which cycle are we interested in?

« There are several distinct components
Economic/occupier markets (rents)

Development industry (new supply)

Investment markets (cap rates)

Rates of return and capital values

» Property cycles are driven by development cycles —an
example of the classic ‘hog cycle’
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What creates a ‘hog cycle’?

« Producers work with imperfect knowledge of other producers -
farmers do not know what other farmers are doing

« Non-substitutability of the product — storage, importing

« Delay between demand indicator and supply response
(inelasticity)

« In the 19th century there was no importing or storage
» Delay between prices rising and production
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How the building cycle works (Barras)

Real Property oney
econom arke econo
| Economic upturnlﬂ Increased demanh—| Credit expansionl
V.

| Supply shortagesl
i

| Rising prices |
i
| Economic boom H Buildinf boom H Credit boom |

| Increased supply |+

[ Downturn |————{ Weak demand k————_Rising rates _|
Y

[__Falling prices |

Y
| Recession H Property slump H Credit squeeze |
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Long swings in UK commercial building

Cycle Trough Peak Duration Duration
T-T P-P

1 1856 1865
2 1870 1876 14 1
3 1888 1902 18 26
4 1908 -1930 20 -28
5 -1933 (Ww2) -25
6 (WW2) 1973
7 1981 1990 17
8 1996 2007 15 17
9 2012 16
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Commercial new building orders, UK

New construction orders (excluding housing & infrastructure), constant (2005) prices, £ millions
14000 Source: National Statistics
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Real rent index, Europe industrial markets, 1990-2021
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Real rent index, Europe retail markets 1986-2021
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Real rent index, Europe office markets, 1986-2021
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All property real capital values, UK

All property real capital value index (1951 = 100)
Source: IPD, National Statistics

140 -
120
100 -
80
60 -
40

20 -

0 ™

1090

aPNa05205L a2 ENg a0 Bl g1 1 ({q%lq%'Eq%‘{q‘b"\q%iq"lqﬁqﬁqﬂqﬂe%o“ﬁ&&c‘ﬂ o

Real Estate Investment: A Strategic Approach Andrew Baum

\k(,\'?’

10/6/22

17



Total returns, UK

All Property Total Return (%)
Source: IPD
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Some conclusions

» Development, the economy and bank lending explain cycles
« Thereis a relationship between property crises and banking crises
« ‘No developer ever turned down a bank loan’
» Long cycle in occupier markets
« Economy-driven, 8-10 years
e Long swings in real estate capital markets
« Bank lending and development driven, 15-20 years
» Isthe next cycle predictable?
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A retail rent model

Rent (0) = 0.88 x rent(-1)

-0.28 x rent(-2)

+1.48 x consumer expenditure
-2.36 x floorspace(-2)

-0.09 x constructions starts(-2)
-0.10 x interest rate(-1)

-4.88

Note: the model is specified in log form and real terms
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Source: IPD/University of Aberdeen
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Rent pressure

(%)

30 Percentage difference from predicted ‘structural rent’
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Source: PFR, CBRE, OEF, IMF, World Bank, Eurostat
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