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Within the evolving
investment landscape, the
emergence of OpCo-PropCo
models present a compelling
opportunity for institutional
investors seeking to

capture value in innovative,
operationally complex real
estate business models.

Therealestateinvestmentlandscapeis witnessingatransformative
shift, driven by macroeconomic changes, evolving human
needs, and technological advancements. Within this dynamic
environment, the emergence of OpCo-PropCo investment
models presents a compelling opportunity for institutional
investors seeking to capture value in innovative, operationally
complex real estate business models that have emerged from this
transforming landscape.

This article explores the evolution of OpCo-PropCo investments,
elucidates the diverse investment structures, and identifies the
key players shaping a handful of burgeoning sectors.

THE CURRENT CONTEXT

In recent years, traditional real estate investment paradigms have
encountered limitations in accommodating the rapid proliferation
of novel real estate business models. Venture capital, while adept
at fostering innovation, often falls short in adequately addressing
the capital requirements and risk profiles inherent in real estate
ventures. The requirements include lease payments, space build-
outs, furnishings, etc. The most notable example is Softbank’s
efforts in funding WeWork’s growth, which led to total losses of
over $14 billion for Softbank as of WeWork’s bankruptcy filing
last November.!

Conversely, traditional real estate investment frameworks often
emphasize stable, long-term returns, which naturally leads
investors to favor investment profiles with a proven track record.
These frameworks typically rely on historical performance data,
established market trends, and de-risked profiles. This focus on
stability can create a risk-averse environment where emerging or
innovative real estate ventures, which might not have extensive
performance histories, struggle to attract investment.

The convergence of these factors has catalyzed the rise of OpCo-
PropCo investments, offering a hybrid approach that blends the
risk appetite of venture capital with the stability of real estate
investment. OpCo-PropCo investments entail the pairing of an
operating company (OpCo), typically focused on technology-
driven real estate solutions, with a property company (PropCo)
responsible for acquiring and managing real estate assets.

OpCo-PropCo investments involve a dual-entity structure:

¢ OpCo focuses on the operational strategy, management, and
value-add initiatives for real estate properties.

e PropCo holds the real estate assets and typically finances these
assets with the capital raised from investors.

This separation allows for focused management of each entity and
tailored investment strategies that meet diverse investor needs.
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EXPLORING OPCO-PROPCO INVESTMENT MODELS

The landscape of OpCo-PropCo investments encompasses
diverse structures tailored to accommodate the unique needs
and objectives of stakeholders. Broadly categorized, these models
include:

J Vs with Institutional Investors

JVs (JVs) represent a prevalent approach to OpCo-PropCo
investments, leveraging the complementary strengths of OpCos
and institutional investors. OpCos, often equipped with innovative
real estate solutions, partner with institutional investors to
establish PropCos dedicated to real estate acquisition and
management. This model facilitates the deployment of capital at
scale while mitigating risk through shared governance structures.

Key features of JVs include:

¢ Alignment of Interests: One of the primary advantages of JVs
is the alignment of interests between OpCos and institutional
investors. By structuring partnerships around shared goals and
incentives, stakeholders can collaborate effectively to pursue
mutually beneficial opportunities.

¢ Streamlined Decision-Making: JVs streamline decision-making
processes by delineating roles and responsibilities between
OpCos and institutional investors. OpCos typically assume
responsibility for day-to-day operations, including property
management and asset acquisition, while institutional investors
provide oversight and strategic guidance.

¢ Enhanced Access to Capital: For OpCos, JVs offer access to
institutional capital, enabling them to scale their operations and
pursue growth opportunities more aggressively. By tapping into
institutional investor networks, OpCos can access larger pools
of capital and expand their real estate portfolios more rapidly.

e Risk Mitigation: JVs mitigate risk through diversification,
shared governance, and individual entity-level vehicles. By
pooling resources and expertise, OpCos and institutional
investors can distribute risk across multiple projects and asset
classes, reducing the impact of individual market fluctuations
or operational challenges.

¢ Flexibility in Structure: JVs offer flexibility in structuring
investment arrangements to accommodate the specific needs
and preferences of stakeholders. Equity stakes, profit-sharing
agreements, and incentive mechanisms can be tailored to align
with the risk profiles and investment objectives of both parties.

¢ Distinct Capital Structure: The separation (or decomposition)
of the investment risk profiles between venture capital and
direct real estate capital allows more proactive and aligned
portfolio management decisions for institutions, which aligns
more closely with existing portfolio allocation profiles. This
bifurcation likely increases the pool of available capital that can
be deployed in these emerging asset classes.

By integrating OpCo financing within
PropCo frameworks, these funds optimize
capital deployment and maximize long-
term value creation.

INVESTS IN
VC FIRM NEW OPCO NEW OPCO
NEW OPCO SERVICES
THIRD-PARTY
NEW OPCO PORTFOLIOS OF ASSETS
STRUCTURE JV FOR NEW
INSTITUTIONAL PROPCO TO BUY NEW NEW OPCO
INVESTOR PORTFOLIO OF ASSETS

\2

NEW PROPCO

Examples of such collaborations include:
e Invesco & Mynd: Focus on single-family rentals.
* W5 & Quarters: Specialize in co-living apartment buildings.

¢ Saluda Grade & AvantStay: Engage in short-term vacation
rental properties.

In-House Incubation with Vertically Integrated Firms

Vertically integrated real estate firms are increasingly adopting
in-house incubation strategies to foster OpCo-PropCo ventures.
By leveraging existing infrastructure and expertise, these firms
empower entrepreneurs to develop tailored OpCo-PropCo models
aligned with market demands.
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Core aspects of in-house incubation include:

¢ Seamless Integration of Functions: In-house incubation models
facilitate seamless integration between OpCo and PropCo
functions, leveraging the operational synergies and economies
of scale inherent in vertically integrated firms. By consolidating
management and decision-making processes, these models
streamline operations and optimize resource allocation.

® Direct Access to Capital: Entrepreneurs participating in
in-house incubation programs benefit from direct access to
capital and resources provided by vertically integrated firms.
By leveraging existing funding channels and investment
platforms, entrepreneurs can expedite the development and
expansion of their OpCo-PropCo ventures.

e Strategic Support and Guidance: In-house incubation
programs offer entrepreneurs access to strategic support and
guidance from experienced real estate professionals. Mentors
and advisors within vertically integrated firms provide valuable
insights and industry expertise, helping entrepreneurs navigate
complex challenges and capitalize on emerging opportunities.

¢ Potential Limitations on Autonomy: Despite the benefits of
in-house incubation, entrepreneurs may encounter limitations
on autonomy and decision-making authority. As subsidiaries
or affiliates of vertically integrated firms, OpCo-PropCo
ventures may be subject to oversight and control measures
imposed by parent companies, impacting entrepreneurial
freedom and flexibility.

e Execution Expertise: Integrating capital allocation with
operational expertise within a single firm expands the range
of activities that must be effectively coordinated to achieve
successful investment outcomes. The recent trend in the
hospitality industry, exemplified by firms like Hilton, which
now derive 80% of their total fees from franchise operations,
highlights the appeal of specialized divisions of labor.

VERTICALLY- CREATES AND
INTEGRATED FIRM LAUNCHES NEW OPCO NEW OPCO
NEW OPCO SERVICES
FIRM'S EXISTING
NEW OPCO PORTFOLIO
STRUCTURE JV FOR NEW
VERTICALLY- PROPCO TO BUY NEW I

INTEGRATED FIRM PORTFOLIO OF ASSETS

\2

NEW PROPCO

Examples include:
e Vornado & Placemakr: Development of apartment-hotels.

e Capstone Equities & Portal Warehousing: Innovations in co-
warehousing.

Purpose-Built OpCo-PropCo Funds

Purpose-built funds offer a holistic approach to OpCo-PropCo
investments, providing sponsors with greater control and
flexibility over investment strategies. By integrating OpCo
financing within PropCo frameworks, these funds optimize
capital deployment and maximize long-term value creation.

Key characteristics of purpose-built funds include:

¢ Substantial Co-Investment from OpCo Sponsors: Purpose-built
funds typically require substantial co-investment from OpCo
sponsors, aligning the interests of LPs and GPs and ensuring
commitment to the success of OpCo-PropCo ventures. This
“skin in the game” incentivizes stakeholders to pursue value-
enhancing strategies and maximize returns.

e Optimized Fee Structures and Investment Horizons: Purpose-
built funds feature optimized fee structures and investment
horizons designed to maximize investor returns while
minimizing overhead costs and administrative burdens.

By aligning fee incentives with performance metrics and
investment objectives, purpose-built funds enhance investor
alignment and promote long-term value creation.

¢ Exclusive Rights and Incentives for Investors: Purpose-built
funds offer exclusive rights and incentives for investors,
including rights of first offer/refusal on future acquisitions, free
warrants in OpCo equity, and preferential access to investment
opportunities. These incentives enhance investor participation
and loyalty, fostering a collaborative and mutually beneficial
investment environment.

¢ Long-Term Hold Strategy: Purpose-built funds typically adopt
a long-term hold strategy, focusing on portfolio aggregation
and value creation over extended investment horizons. By
prioritizing stability and sustainability, purpose-built funds
mitigate short-term market volatility and capitalize on the
potential competitive advantage of patient capital.

This model is exemplified by firms like Cloudland, which invests
in emerging real estate models such as short-term rentals and
workforce housing.

INVESTS CAPITAL
OPCO/PROPCO INTO NEW PROPCO TO
FUND ACQUIRE PORTFOLIO NEW PROPCO
NEW PROPCO AQUIRES
NEW PROPCO PORTFOLIO OF ASSETS
PORTFOLIO IS MANAGED BY
NEW OPCO AND PAYS FEES TO NEW OPCO

(AND COVERS START-UP COSTS)
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NAVIGATING THE DYNAMICS OF OPCO/PROPCO
PARTNERSHIPS

In the world of OpCo/PropCo partnerships, structuring
successful collaborations requires a nuanced understanding of
control dynamics, termination clauses, exclusivity agreements,
and operational alignment.

Establishing Control and Stability

The negotiation of control dynamics often revolves around
two models: the discretionary model, which grants the OpCo
autonomy within predefined investment criteria, and the right of
first refusal (ROFR) model, which gives the PropCo veto power
over each deal. Hybrid approaches that blend elements of both
models can offer a middle ground, ensuring alignment while
mitigating risks associated with extreme control dynamics.

Termination clauses play a pivotal role in shaping the stability
and longevity of OpCo/PropCo partnerships. Setting clear
conditions for termination, linking penalties to contract duration,
and tailoring termination rights based on successor concerns
are essential strategies for safeguarding long-term interests and
fostering trust between parties.

Balancing Exclusivity and Market Dynamics

Exclusivity agreements define the boundaries of collaboration
and competition in OpCo/PropCo partnerships. While exclusivity
offers focus and security, it also presents challenges in navigating
market dynamics and maximizing deal flow.

PropCo exclusivity serves as a cornerstone for aligning investment
strategies and maximizing returns. By committing to exclusive
partnerships, PropCos can streamline their investment focus and
leverage their expertise for mutual benefit.

OpCo exclusivity presents a delicate balance between constraints
and opportunities for growth and diversification. Finding the
right balance between exclusivity and flexibility is crucial for
optimizing market presence and deal flow while protecting
brand integrity.

Clear boundaries through geographic or asset-specific exclusivity
clauses are essential for mitigating risks and fostering collaboration.
Defining the scope and duration of exclusivity agreements helps
parties navigate market dynamics while safeguarding mutual
interests and opportunities.

Fostering Operational Alignment and Collaboration

Operational alignment is critical for maximizing value creation
and synergy in OpCo/PropCo partnerships. Proactive strategies
for preempting conflicts and fostering collaboration are essential
for operational success.

Comprehensive agreements detailing budgets, brand standards,
and operational considerations help preempt conflicts and
streamline operations. By setting clear expectations upfront,
parties can mitigate conflicts and maximize value creation.

Aligning investment criteria with operational goals fosters
compatibility and maximizes returns. By ensuring that investment
criteria align with operational objectives, parties can optimize
deal flow and capitalize on synergies across the asset lifecycle.
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NOTES

! https://www.wsj.com/livecoverage/stock-market-today-dow-jones-11-08-2023/
card/wework-is-bankrupt-and-softbank-s-losses-are-14-billion-and-counting-
0qi7ppztStxbktqSgbia
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Operational alignment is
critical for maximizing
value creation and synergy.

79



