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Real Estate Investments and the Business Cycle

Emotions
and Real Estate

In the last issue of Espace Montréal we also dem-
onstrated the inter-relationship between inflation and 
expectation and how the expectation that inflation will 
rise is self-fulfilling.  

‘Expectation’ by its very nature is an emotion-
al attachment to a particular outcome.  Emotional 
attachment leads to the herd mentality, where the 
individual’s instincts can be drowned out by the clamor 
and cacophony.

Hence we arrive at the following equation:

It is somewhat reassuring that mankind, anthro-
pologists will tell us, cannot evolve without distinctive 
individuality, that is why we have developed as a spe-
cies from the primitive herds. 

Yet, Friedrich Nietzsche (1844-1900, German 
Philosopher) reminds us that: Insanity in individuals 
is something rare – but in groups, parties, nations, and 
epochs it is the rule.

By the early 1990s most economists endorsed the 
view that monetary policy's main purpose was to main-
tain low inflation. Although monetary policy should 
also contribute to smoothing the business cycle, it was 
clear that it had not been enough to create the much 
needed stability.   

I had the privilege to meet Paul Volcker during his 
recent trip to Montreal. I asked him about the chal-
lenge of steering today’s economy in light of the credit 
crunch. He very wisely replied, “I tell you, there is a 
big difference between steering the economy around 
an average inflation rate of say, 2%, and steering the 
economy with double digit inflation.”

The 1990s – A Time for Opportunity

During the latter part of 1989, I was working for 
a major financial institution. In our industry there was 
talk of a coming downturn. In my personal opinion I 
felt it would be much deeper than most people were 
willing to admit.

I presented my vision to a colleague who felt 
that my description of coming events was accurate. 
Together we established a consulting practice to help 
private and institutional investors to handle defaulting 
loans, of which we predicated there would be many. 

We can all recall that recession of the early nineties 
did indeed follow, and during that major portfolios 
were in default.  None of the loans in our portfolio 
went into default during the recession.  Sustainable due 
diligence can stand the test of time.

During a recession it is more difficult to bring 
deals to fruition, more time consuming to get deals 
approved.  Very few actual real estate transactions 
occurred during the 1990’s, and properties lost signifi-

In our last article we delved into the events of the early 1980’s.  Although inflation was under control by 1984, 

the subsequent years would be marked by intermittent progress and harsh adjustments.  We also noted that time 

is not linear but circular.  The timing of economic events can therefore be likened to cycles within cycles, like 

the inside of a watch. The highs and lows of the economy are epicyclical, and each event is a springboard for a 

subsequent result.

Today the global economy faces a credit crunch situation. In response, Central Banks around the world have 

flooded the market with billions of newly-printed paper money. They have significantly cut their rates. The global 

economy is beginning to undergo a financial market shake-up. This cycle of rise and decline has happened before, 

and it will happen again. This is been a quasi-natural process of cyclical beginnings and ends. 

Inflation = Expectation = Emotional attachment   
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cant value. The transactions that made head-
lines were mainly the acquisitions by opportu-
nity or vulture funds and major pension funds 
with the ability to invest in real estate on a 
global scale.  Our vision had been correct.

But as in any downturn, there are opportu-
nities to reap benefits.  

Pro- Active Asset Management

In the early 1990’s large and small corpo-
rations suffered as the real estate market was 
severely hit. 

The very culture of larger organizations 
inevitably produces one small group of individ-
uals who achieve a certain level of dominance. 
Company culture endorses the visions of these 
select few with little or no resistance, creat-
ing a monolithic culture. The corporation‘s 
momentum in a particular direction becomes 
entrenched.  It is difficult, if not impossible, to 
steer away from this predetermined course, even 
if there is a marked change in the economy.

This is the Icarus Paradox introduced by 
Danny Miller, and it would explain in part 
many of the defaulting loans and portfolio 
failures suffered by real estate giants in the early 
nineties.

Proactive asset management is a way of 
creating value during virtually no real estate 
market. Some pro-active asset management and 
innovative restructuring was called for, as the 
following examples show.  We were personally 
involved in these efforts, and we can relate our 
first hand experience of the results:

Illustration A:

The sale of the mortgages of a $5 billion 
multinational office/retail/industrial portfolio 
to vulture funds (1993).

In the early 1990s this company was one 
of Canada's largest real estate corporations with 
office/retail/industrial assets across Canada, 
and some US assets.

The rush to exit real estate caused everyone 
to sell before prices fell further, aggravated by a 
tight money supply. In fact, in 1991 and 1992 
real estate values had a mark-to-market disci-
pline and most properties were marked down 
by as much as 40%.  Company A’s five-billion 
dollar portfolio was appraised down to four 
billion dollars in 1992 with further declines 
expected to follow. 

Our mission was to restructure the port-
folio to prevent further losses in value and to 
stabilize its transaction price or trading value. 

This was no different to the current 

approach adopted by the central banks of the 
world as they attempted to reach such a reliable 
transaction price for the sub-prime market and 
curb its free fall.  

Following the sale of this company the ven-
dor proceeded with expansions in more lucra-
tive market opportunities around the globe.

Illustration B:  

The restructuring of $4 billion shopping 
center portfolio (1994-1995) and how it was 
later turned into a public company (1996-7).

As the real estate market continued its free 
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fall, our next file was the restructuring of this corporation. 
We wore the vulture fund hat and proposed to the 

company proceed on an entirely different course than illus-
tration A.   Now, the majority of return from vulture funds 
comes from appreciation over a short period of time, rather 
than the income-based return of ‘core’ real estate. We pro-
posed that the Company B should not only be restructured, 
but that it should go public, as it had been before. 

We immediately embarked on maintaining the value of 
the assets, to demonstrate the appreciation potential, and to 
‘secure’ a trading value.

The loan to value ratios, the expected maturity dates 
cost of funds, face rate, and other criteria formed the basis 
of the evaluation of the mortgages as well as the underlying 
real estate assets.

Our analysis included the future performance for cer-
tain groups, defining them as ‘growth centers”, ‘stable cent-
ers’, and those expected to decline in value. Our strategy was 
to focus on dividing performing assets from non-performing 
assets; we divided the assets into five groups according to 
risk; we then created a category for non-conforming assets.

These analyses were comprehensive enough for us 
to arrive at solid enough value to bring the portfolio to 
market.  

Some people have noted that our pro-active asset 
management was the first of its kind in Canada, involving 
a national multi-sector portfolio.  In that our approach was 
intended to evaluate billions in mortgages, it served as a 
template for the CMBS issues of the 1990s.

Illustration C

The turnaround of a key asset in Montreal known as the 
Centre de Commerce Mondial (1995-1996).

Another noteworthy turnaround mandate, the Centre de 
Commerce Mondial in Montreal soon followed.  

Within our value creation strategy of this  property, various 
levels of government (provincial, municipal and other) par-
ticipated by way of ‘grants’ for job creation,  for Fife’s ( furniture 
fixtures and equipment),  and various tax incentives.

We created an international bid process to attract inter-
national institutions to this Center, jointly with Montreal 
International with Mr. Guy Coulombe, the president at the 
time.

The bid process occurred in two phases.
The first phase report involved the different levels of 

government who provided the necessary inputs for ‘why’ these 
potential tenants (our target market) around the world should 
choose Montreal for their headquarters rather than, say Geneva, 
New York, Atlanta, etc. Each bid quoted different cities that the 
tenant was considering at the time.

The second phase was the full report on the financial and 
fiscal incentives, rental rates (gross, net, net effective), taxes and 
operating expenses, ten year projection analysis and the recom-
mendation for the final, transparent selection of the Centre de 
Commerce Mondial as their new headquarters.

Needless to say the process was competitive, and intense.  

And the strategy proved to be fruitful. We were success-
ful in attracting various divisions of NAFTA and the United 
Nations.

Illustration D

The due diligence and asset management of a well-timed 
acquisition of a major office portfolio in Paris (1999- 2001), and 
the subsequent asset management of this $2 billion portfolio.

The office portfolio purchased by Company D in 1999 rep-
resents a sustainable urban design development concept.

The layout of this new avant-garde business district gives 
effect to the two principles of urban planning: functionality and 
the separation of vehicular and pedestrian traffic introduced by 
Le Corbusier in the 1930s. 

Much like the highways in Tokyo and Shanghai, the high-
ways that service this Paris sector are circular and underground.  
Motor traffic to and from this location is confined to a ring road 
round the outside of the district.

In 1999 the vendor of the portfolio announced it would 
focus on the telecommunications sector, subsequently divesting 
of its real estate assets just as it was beginning to turn around. 

What’s more, the following year was the year of the high 
tech crash, virtually devastating the vendor and his investors. 
In true springboard fashion, the crash of the high tech sector 
in 2000 caused the markets to shift their investments from the 
free-falling high tech shares to real estate.

The point of maximum returns in any investment is at the 
trough.

Real Estate Finance

The Business Cycle

80 



Conclusion

In the early 1990’s a speaker at a 
conference had joked:  “What is the new 
definition of child-abuse?” the reply was 
“Leaving your children real estate assets.” 
This anecdote correctly depicts the mood 
in real estate at the time.  

Less than a decade later the demand 
for real estate far exceeded supply

The  nineties recession gave our firm 
the opportunity to analyze and restruc-
ture most of the real estate portfolios that 
had come to market:  Les Cooperants, 
Cadillac Fairview, Cambridge Leaseholds, 
the Campeau Corporation, to name a 
few.  

The innovative strategies that we 
devised, and the value creation results 
achieved were done so during a period in 
the economy with virtually no real estate 
market to speak of.  

Several months ago I sent our com-
pany newsletter to our clients suggesting 
a market consolidation.  This scenario is 
playing itself out as capitalization rates 
have already begun to increase an average 

of .25% per quarter.
Echoing Paul Volcker words, this 

writer can honestly say first hand, that it 
is one thing steering a portfolio during a 
good real estate cycle, it is quite another 
to steering it during a recession.

If the last three decades have taught 
the industry anything, it is that we have 
transformed the business cycle into a 
‘bubble’ cycle, and a repeated creation 
of ‘troughs.’

Everything that has occurred can 
be re-worked; it can evolve into a set of 
sustainable guiding principles.   As indi-
viduals and as an industry we are being 
forced to face the fall-out which has 
materialized from a global economy now 
facing its some of its worst nightmares.   
Our concerns about sustainable financial 
due diligence are a part of this chance to 
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