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John Rastor, CEO of Southgate Mall, winced as he looked over the sales charts.  The trend lines were not good.  Something had to be done to improve the long term prospects of Southgate; but what?
Background


Southgate Mall was located in Largecity, Weststate.  Largecity, population about 3 million, was a fairly typical Sunbelt urban area sprawled over approximately 80 square miles.  Southgate was one of six major shopping centers, in addition to a host of strip malls and standalone big box stores (Largecity had no true downtown shopping area).  Southgate wasn’t the largest mall, or the most upscale, but it had numerous major national chains as anchor tenants, and a wide range of specialty shops.


The location of Southgate had both pluses and minuses.  On the one hand, it was relatively centrally located, and near two major freeway intersections.  This meant that a substantial fraction of Largecity’s population was within a reasonable driving distance of Southgate Mall.  On the other hand, unlike Northgate, which was located just beyond the outermost freeway ring, such that it was the only reasonably close mall for several hundred thousand residents in the northern reaches of Largecity, Southgate was situated not too far from three other major malls.  This meant that except for those living in its immediate vicinity, almost any customer who was within a reasonable distance of Southgate was equally close to one, two, or even three other malls.

Its location meant that Southgate had to compete hard for both customers and retail tenants.  Getting and keeping good retail tenants was one of the keys to attracting ndividual customers (referred to as ‘patrons’).  But a high, steady traffic volume of patrons from attractive demographics was the key to signing up new retail tenants.  
All the major malls in Largecity had steady turnover in their crop of small specialty stores.  And there was rarely a year that didn’t see the lease held by some large anchor store expire, or become available for some other reason (consolidation, bankruptcy, etc.).  As a result, the malls competed for new and replacement tenants and generally had ample capacity that needed to be filled.  A few empty storefronts and ‘opening soon’ signs were expected in any mall.  But there was a tipping point, in John’s view.  Too many unoccupied storefronts tended to make individual customers uneasy—no one wanted to be the regular patron of a ‘loser’ shopping area with limited selection.

Because of the extent of retailer turnover, and the need to keep the mall populated with stores, a primary task of the senior management of Southgate Mall was signing up new and replacement retailers.  The major malls all had good locations, and all were competitive in the eyes of potential retail tenants.  In making a selection, the negotiators for the national retail chains tried to balance rent and other fees charged by a mall against the tangible and intangible advantages particular malls offered in terms of facilities, ambience, volume of traffic, and the particular demographics of each mall’s patron mix.

Individual patrons were attracted to a specific mall by some mix of location, the stores present, general ambience, and perhaps a host of other factors; Mr. Rastor wasn’t entirely sure.  In turn, while all retailers valued traffic volume, some retailers in addition sought out specific demographics, looking for large populations of teen shoppers, or of female heads of household, etc.

Southgate Business Model


Southgate followed a model common in commercial real estate.  The land and facilities were financed by a large mortgage; internal operational costs consisted largely of maintenance and upkeep.  ‘’External’ operations such as marketing were handled by the small management group reporting to Mr. Rastor, so this part of the operational budget consisted of a few salaries plus advertising and promotional expenditures.

On the revenue side, the bulk consisted of rental and lease payments by retail tenants.  These were fixed for a period of years.  Most retail tenants opted for a somewhat lower monthly rent in return for obligating themselves to pay in addition a small percentage of gross sales to Southgate, if and when their sales exceeded a certain baseline.  Essentially, if times were tough for the retailer, with sales stuck at a modest level, they would owe only the base rent and nothing more to Southgate.  If traffic was heavy, or customer purchases were substantial, then the retailer made real money, and also paid some of it as bonus payments to Southgate.  In short, both Southgate and its tenants shared a desire to attract high levels of traffic and free-spending patrons.

From Southgate’s perspective, when slack capacity was kept under control (i.e., 85%+ of space was occupied by a functioning retail tenant), and all retailers had so-so years, then the mortgage would get paid and essential expenditures covered, but there would be little left to declare as profit.  For Southgate to actually make money, and achieve its target return on equity capital, the mall had to be particularly full (93-96% was the practical maximum) and/or a good number of retailers had to be having a good year.  The most profitable years in recent Southgate history had been those where the mall was reasonably close to maximum occupancy and large numbers of retailers had high traffic volume, hence made bonus payments to Southgate.  These fat years had to cover the inevitable lean years to be expected when the national economy turned down.
The Problem

John Rastor looked again at the sales charts, which showed total receipts for each of the major malls in Largecity.  They all trended up, including Southgate, over the ten year span.  But it was clear that Southgate was slowly falling behind the three malls located closest to it.  Where Southgate sales had generally ranked #1 or #2 within this set five years ago, in the last two years Southgate had been #1 only once or twice, was regularly #3, and once or twice had been dead last.  The changes were small (all the malls were closely matched in terms of revenue), but John new that if he could notice, so would his equity investors.  Those guys watched every basis point in their ROE like a hawk!
And that was another problem: although Return on Equity had remained above the minimum required (i.e., the level below which John would be hauled in front of the Board to explain), it too showed a downward slope when plotted quarterly over the past five years.  Something had to be done—but what?
The Proposal


John’s thoughts wandered back to a family dinner last month and the conversation he’d had with his nephew Tim, a college student in the political science department at the local state university.  With the confidence of youth Tim had told him, “Uncle, you need to take a poll of your customers.  Find out who they are and what it would take to make them visit your mall more often.  Look, it’s not that hard.  I’m supposed to come up with a questionnaire for my POLI 123 class, and I get to pick the topic.  Tell you what, I’ll draft a questionnaire you can use with your customers, and fax it over to you.”

John looked at the pile of paper work his admin had brought in and saw the fax from Tim had been received.  John sighed.  Tim’s father, John’s brother-in-law Roger, was a major investor in Southgate and headed up the Compensation committee on the Board.  Probably best not to blow off young Tim’s effort.


But did Southgate need a survey of customers?  Was that the solution, or even part of the solution?  Southgate hadn’t done much market research since the initial studies that had led to the selection of Largecity as an attractive market to enter, and the follow on studies that had determined its location within Largecity.  (Several of the investors owned multiple malls across the country; retail commercial real estate was their primary business, and they put a lot of effort into selecting new mall locations.)  So there certainly was an opportunity to learn more about Southgate’s actual and potential patrons.


But what problem was he trying to solve anyway?  The Board had hiked the minimum base rent for new store tenants 18 months ago, which hadn’t made it any easier to attract new stores.  Largecity itself wasn’t growing as rapidly as before, so maybe it was unrealistic to expect the same kind of ROE as years ago.  Along with the rent hike, the Board had cut back on remodeling and refurbishment expenditures. Maybe the premises were looking a little outdated, even though spic-and-span clean? (“Keep the janitors, lose the carpenters” had been heard at the Board meeting. “Design and merchandising is the responsibility of individual retailers, our job is to keep the mall scrubbed clean and in good working order.”)  Advertising had been cut back too; maybe Southgate needed to get the word out?  Or was that the retailers’ job?

John saw it was 6:15pm and began to pack his briefcase, taking care to include Tim’s survey.  “Time to sleep on it,” he thought.
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