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FOREWORD

December 2012
Dear Readers,
As we put the finishing touches on our annual outlook report, Expectations & Market Realities in Real Estate 2013—Turn
the Page, we are anxious to turn the page into a new year and a new era. There is still much uncertainty and many challenges
ahead—the European debt crisis and slowing global growth, the unsustainable debt levels and fiscal policy discussions in
the U.S., a slow-growing U.S. economy and lack of job growth, and heavy reliance on monetary policy, to name a few. We have
come to the conclusion that 2013 may not be much brighter or better than what we have been through during the past few
years, but we look forward to putting the past behind us and getting on with it.
Although there are no guarantees and there are elements of risk with any investment, we generally agree that despite the
uncertainty and challenges still ahead, commercial real estate appears to be positioned relatively well.
We—Real Estate Research Corporation (RERC), Deloitte, and the National Association of REALTORS® (NAR)—are pleased
to present our research, overview, and outlook to you. Thank you to everyone who has contributed to this report, especially
our researchers and data providers, economists, business associates, research survey respondents, and the many others who
have shared their insights and observations. We also thank you—our clients, subscribers and membership professionals, and
consultants—for your interest and support of this report. We hope you find Expectations & Market Realities in Real Estate
2013—Turn the Page helpful in reaching your investment objectives.
Sincerely,

Matthew G. Kimmel, CRE, FRICS, MAI
Principal & US Real Estate Services Leader
Deloitte Financial Advisory Services LLP

Kenneth P. Riggs, Jr., CFA, CRE, FRICS
Chairman & President
Real Estate Research Corporation

Lawrence Yun, PhD
Sr. Vice President, Chief Economist
NATIONAL ASSOCIATION OF REALTORS®
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1 | INTRODUCTION
Turn the Page
When Real Estate Research Corporation (RERC), Deloitte, and the National
Association of REALTORS® (NAR)
began discussions to publish the
annual Expectations & Market Realities in Real Estate 2013, we hoped that
some of the uncertainty that has dominated our outlook for the past few years
would be in decline. Instead, what
we found was that the economy and
capital markets appeared even more
uncertain, and that there were major
hurdles still to overcome before investors would have the clarity they have
been wishing for.
Although a few questions have been
answered—the Federal Reserve has
initiated a third round of quantitative easing and has extended the
time frame for keeping the federal
funds rates low to mid-2015, and the
November elections are over—other
uncertainties remain. It appears that
the political gridlock we have had for
the past couple years will continue,
at least to some degree, and we wonder if calmer heads will prevail. Slow
economic growth, weak job growth,
and unsustainable debt levels are
here for the foreseeable future and we
question if any industry can provide a
meaningful boost to growth. Tax burdens and expenses of the new healthcare legislation are beginning to be
felt, and new banking regulations are
on the rise. The credit crisis in Europe
has spread and the U.S. is beginning
to feel the effects through lower export
growth, all while the challenges in the
Middle East are intensifying
If there is one thing investors appear
ready to do—perhaps even anxious
to do—it is to turn the page on the
past few years. In general, investors
want to put the past behind them, and

although they may not know exactly
where they are going, they know where
they have been and that they do not
want to return there. They know what
they are dealing with, they realize that
this situation will be with the nation for
the foreseeable future, and they need
to make adjustments in order to maximize commercial real estate investment performance and yield in this
kind of environment. We believe that
much of the critical research and analysis needed to do just that is provided
in our new outlook report: Expectations & Market Realities in Real Estate
2013—Turn the Page.

In this first chapter to our annual
report, we take a look at the economy as the investment environment
in which people invest. The outlook
is for a continued slow recovery,
with modest economic growth over
the next few years and for slow job
growth to continue. It is expected
that once businesses get used to
the new tax increases, that business
spending (including hiring) may
increase. In addition, it appears that
the residential real estate market is
finally starting to stabilize, and we
may finally begin to see positive
growth in this sector.
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The capital markets take center stage
in Chapter 2, as we look at the demand
for commercial real estate as an investment alternative, as well as the availability and discipline of capital for
investing in this asset class. Both debt
and equity committed to commercial
real estate investment are discussed.

The NAR forecast for gross domestic
product (GDP) is for constant dollar
growth for 2012 in the neighborhood of
2.1 percent, then rising modestly to 2.5

Exhibit 1-1. Federal Open Market Committee Federal Funds Target Rate
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That statement could be an apt summary of current economic conditions.
The stock market has bounced back
spectacularly from the low point of
2009, nearly doubling in value, yet the
number of new small business startups remains very low. Housing affordability is at the lowest level on record,
accompanied by exceptionally low
default rates by recent homebuyers, yet
the number of homeowners who are in
a negative equity position (underwater) still remains near unprecedented
highs. Over 4 million net new jobs
have been created in the past 3 years,
yet the number of people unemployed
remains high. The mixed economic
data on balance point to an economic
outlook that is positive but mediocre,

This weakening of economic activity
was cited as a key reason for the Federal Reserve’s publicly-stated commitment to keep the ultra-low interest rate policy initiated in 2008 (see
Exhibit 1-1) until mid-2015, including

Ja
n

In providing an economic outlook for
2013, one is reminded of the famous
quote from Charles Dickens in “A Tale
of Two Cities”: “It was the best of times,
it was the worst of times….”

OVERVIEW

Percent

		 The Economy

percent in 2013. When viewing quarterly
growth figures from the Bureau of Economic Analysis (BEA), the economy has
decelerated, from a strong growth rate of
4.1 percent in fourth quarter 2011 to 2.0
percent, 1.3 percent, and 2.0 percent in
the each of the subsequent quarters.

20

Our final chapter contains our collective analysis of the investment environment, the capital markets, and the
property markets as we present our
outlook for commercial real estate for
2013 and beyond.

with significant positive or negative
potential in either direction. The economic outlook is very difficult to predict, given that unresolved political
and policy issues can have a major
impact on any economic forecast.

Ja
n

Chapter 3 offers our highlights and
expectations for the five major property sectors—the office, industrial,
retail, apartment, and hotel markets.
Our analysis examines volume, pricing, capitalization rates, vacancy/
occupancy rates, absorption and completions, and rental rates/revenues for
each of the property sectors.

Sources: Federal Reserve Board, Haver Analytics, October 12, 2012.
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The high budget deficit (see Exhibit
1-2) will likely need to be addressed
by a combination of government
spending cuts and revenue increases
as part of a long-term budget deal. In
general, though such measures bring
short-term downward pressures
on economic growth, longer-term
growth prospects should improve
from the implementation of policies that resolve concerns over the
deficit and public debt. Any budget
deal, however, is unlikely to take
place until deep into 2013, with some
short-term patch of “kicking the can
down the road” being the most likely

T U R N t h e PAG E

Exhibit 1-2. Federal Surplus and Deficit (12-month moving total)

$ Billions

the additional purchases of mortgagebacked securities, in order to further
stimulate the housing sector. Interestingly, it has been the recovery of
the housing markets, albeit modest,
that appears to have been preventing
the U.S. economy from slipping into a
new recession. The Federal Reserve’s
very aggressive commitment to keep
ultra-low interest rates may be partly
in response to a likely fiscal policy contraction in the near term.

|

Sources: U.S. Treasury, Haver Analytics, Oct. 12, 2012.

action from Congress during the near
term. Otherwise, most economists—
both nationally and at NAR—believe
that the fiscal cliff of sudden sharp

Exhibit 1-3. Real GDP Growth
5.0

sequestration and high taxes would
quickly shave-off close to 3 percent
of GDP and plunge the economy back
into job-cutting recessionary conditions. These forecasts are therefore
based on the assumption that the
U.S. will somehow muddle through
the variety of political deals to avoid
a recession.
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Percent Change
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Sources: BEA, Haver Analytics, October 12, 2012.
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To some observers, current economic
conditions suggest that the U.S. may be
approaching a recession, although this
view is inconsistent with recent GDP
data. Economists define a recession as
a prolonged period of declining output, with two consecutive quarters of
decline in the GDP normally qualifying as a recession. The fact of the matter, however, is that as shown in Exhibit
1-3, the U.S. GDP has expanded for 12
straight quarters, according to the
BEA. The latest growth rate of 1.3 percent in second quarter 2012, was very
sluggish and well below the 3-percent
historic average annual growth rate.
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Sources: BLS, October 12, 2012.

prospects of strong price appreciation.
In fact, the economist panel to The Wall
Street Journal (of which NAR is a participant) has raised its consensus home

price outlook to 3.3 percent growth in
2012 and another 3.3 percent in 2013
from a forecast of essentially no price
growth earlier this year.

Exhibit 1-5. Real Personal Consumption Expenditures
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In addition, home price increases will
likely further diminish the rate of distressed property sales with each passing quarter. The so-called shadow
inventory—those homes not on the
market but where mortgages have not
been paid for 3 months or more—has
also trended down, further raising the

136,000

20

First, as shown in Exhibit 1-5, consumer spending has moved into positive territory over the past two years
and will likely continue to be positive
due to rising aggregate income because
of job creation and big wealth gains in
the stock market. Even housing wealth
is slowly making gains, rising by $730
billion since the end of 2011, according to the Federal Reserve. By yearend 2012, home prices will likely have
shown some modest single-digit gains
nationally, while some fast-recovering
markets like Phoenix and Miami will
likely have shown double-digit rates of
price appreciation. A higher housing
wealth effect is also likely to help consumers open their wallets.

138,000

2Q

Consumer Spending

140,000

Ja

Further, when examining each of the
components that make up the GDP, it is
difficult to see how the economy could
sink back into a recession at this time.
The behavior of each of the major components, which are discussed in more
detail in the following paragraphs,
suggests further economic expansion.
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Exhibit 1-4. Total Nonfarm Employees

Percent Change

Nonetheless, the economy is still
producing more output and creating
additional jobs. The low point for jobs
was in early 2010, as reported by the
Bureau of Labor Statistics (BLS) and
demonstrated in Exhibit 1-4, when
there were 8 million fewer people
working compared to just two years
prior. But since the low point, the U.S.
economy has added 4.3 million net
new jobs as of September 2012. The
U.S. economy is still down from the
peak in jobs, but is well off the bottom and is continuing to add jobs
with each passing month.

|

Sources: BEA, Haver Analytics, October 12, 2012
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Exhibit 1-6. Private Nonresidential Fixed Investment

Secondly,
business
investment
spending will likely be positive
because corporations have an abundance of cash on their balance
sheets. According to the BEA and as
shown in Exhibit 1-6, after-tax corporate profits reached a record high
of $1.58 trillion in 2011, and profits
look to be even higher in 2012. By
comparison, profits had peaked at
$1.1 trillion in the pre-recession year
of 2006.
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Banks also appear to have plenty of
cash reserves to lend for increased
business spending, although various regulatory uncertainties are
causing banks to be extra cautious.
Another part of the investment outlook is related to housing, which is
more formally defined as residential
investment. According to the BEA,
housing investment grew by 20.5
percent in first quarter 2012 and 8.5
percent in second quarter 2012, as
demonstrated in Exhibit 1-7. With
the broader measure of overall GDP

Sources: BEA, Haver Analytics, August 28, 2012.

growth at under 2 percent, the high
single-digit and double-digit pace of
expansion in the housing sector is
impressive.

Exhibit 1-7. Real Private Residential Investment
40

Percent Change

20

0

12
20
2Q

11
20
2Q

10
20
2Q

20
2Q

2Q

20

08

-40

09

-20

Sources: BEA, Haver Analytics, October 12, 2012.
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Government Spending
Third, federal government spending is
likely to continue to be a positive contributor to economic growth over the
short term. Spending on infrastructure
or buying a helicopter or tank typically
results in people working and in additional income generation. The debate

08
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Further, big publicly-listed companies appear to have, as stated
previously, plenty of cash, and
non-residential fixed investment
is increasing. However, given the
already depressed activity confronting small business, spending in that
sector appears to have nowhere to go
but up (see Exhibit 1-9).
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Exhibit 1-8. Owner-occupied Real Estate Values

$ Billions

In addition, the value of owneroccupied real estate has increased
during the first and second quarters
of 2012 as residential prices recover,
as shown in Exhibit 1-8. Improvements in homeowner balance sheets
as a result of increasing home prices
should lead to continued economic
improvement.

|

Sources: Federal Reserve Board, Haver Analytics, October 12, 2012.

over the federal budget currently
focuses on the rate of future increases
in spending—not the actual cutting
of current expenditures. It is unlikely

that the federal budget will decline
much in terms of overall expenditures,
given that the bulk of expenditures are
required by and fixed by law.

Exhibit 1-9. Nonresidential Fixed Investment
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Sources: BEA, Haver Analytics, October 12, 2012.
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Due to significant budgetary pressures,
particularly at state and local levels
where the annual balancing of the budget is mandatory, state and local government spending has trended lower
in recent years (see Exhibit 1-10). All
else being equal, declines in government spending typically mean lower
economic activity, and laid off government workers and contractors will have
less money to spend. Although there
have been significant cutbacks at the
state level and some modest decreases
in contractors at the federal level, the
degree of negativity has diminished (see
Exhibit 1-11), which suggests that GDP
will probably not be negatively affected
by continued government cutbacks
going forward. In addition, an improved
budget situation may raise the confidence of bond investors, and thereby
may help provide attractive low interest
rates for those private consumers and
businesses in need of borrowing.

Exhibit 1-10. Real State and Local Government Consumption Expenditures & Gross Investment

International Trade

of hand. The labor productivity gains
after several years of expansion tend
to be normal or below average, so the
GDP growth will directly translate into
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Sources: BEA, Haver Analytics, October 12, 2012.

job gains. As such, job gains of around
1.5 million in 2012, followed by a more
reasonable pace of 2.0 to 2.5 million
jobs in 2013, appear likely.

Exhibit 1-11. Total Federal Debt
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It is hard to foresee how the two main
components of GDP—consumer and
business expenditures—can retrench
much further. Therefore, the NAR
forecast is for U.S. GDP to continue to
expand, albeit at the somewhat subpar
rate of 2.1 percent in 2012 before picking up speed to 2.5 percent in 2013. The
sub-par growth rate suggests that inflation and wage demands will not get out

4

n

The Outlook
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The fourth component of GDP is international trade. Exports have been rising robustly, but so have imports. The
long-standing U.S. trade deficit will
likely continue, based on the trend
lines in Exhibit 1-12 (next page), but
will likely neither measurably widen
nor contract, so the impact on GDP
growth will likely be neutral. Given
the economic troubles in Europe, a
greater level of international trade has
occurred with Asia and with our direct
neighbors, Canada and Mexico.

8

Sources: U.S. Treasury, Haver Analytics, October 12, 2012.
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Exhibit 1-12. Imports and Exports of Goods and Services (4-quarter moving average)

A caveat to the NAR forecast is that
it assumes there will be an agreement by Congress and the White
House about taxes and spending. If
no new budget passes, then sizable
automatic government spending cuts
to domestic and defense programs
would be mandated. This, along with
the recent tax increases, means that
the dollar amount taken out of the
economy is estimated by NAR to be
equivalent to 3 percent of GDP. A
potential 3-percent GDP subtraction
on an economy that is growing at less
than 2 percent could put the economy
into a recession.
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Exhibit 1-13). In the past, even during
a recession, the number of long-term
unemployed people rarely reached
above 2 million.
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Exhibit 1-13. Civilians Unemployed for 27 Weeks or Longer
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The economy has added jobs for
nearly three years, and this trend
will likely continue in the upcoming years based on the GDP growth
forecast. However, all is not well with
job market conditions. There are still
12.1 million jobless people looking
for work, of which 4.8 million have
been without work for more than six
months, according to the BLS (see

00

Employment

Furthermore, there has been heated
debate over the unemployment rate
figure, which declined to under 8 percent despite sluggish economic conditions. Surely job creation has led
to lower unemployment, but another
reason for the decline in employment
in recent years has been due to a sharp
drop in labor force participation rate.
(A person has to be in the labor force to
be officially counted as unemployed,
and a person returning to school or
on disability benefits will not count
as unemployed, even though this person may have had a job in the past.)
Had the labor force participation rate
remained near 66 percent or better,
as had been the case a decade earlier,
then the unemployment rate would
be above 10 percent, rather than at
the BLS official figure of 7.8 percent in
September 2012.
A better measure of the health of the
job market may not be the “unemployment rate” but the “employment rate,”
which can be defined as the number
of working adults among the adult
population. Based on this measure, the
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Exhibit 1-14. Employment Rate

employment rate has been stuck at 58
percent for several consecutive years
without any measurable improvement
(see Exhibit 1-14).
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Despite the dispute over which measure best reflects real world job market
conditions, there are more jobs today
than one year ago, and more jobs one
year ago compared to two years ago (see
Exhibit 1-15). The demand for commercial real estate space is derived not from
the unemployment rate or the employment rate, but from total jobs. According to surveys of individual companies
by the BLS concerning the number of
employees on company payrolls, there
have been 4.3 million payroll jobs created from the low point of employment
in 2010. Looking at a different measure
of jobs—the monthly household survey
which simply asks people if they have a
job—there were an additional 4.1 million net new jobs.
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Another measure of improving job market conditions is the quit rate. Quitting
a job is often a sign that better opportunities are popping up elsewhere.

After all, America is often referred to
as the “land of opportunity,” where
new businesses get created and succeed. (Technology/Internet companies

Exhibit 1-15. Net New Payroll Jobs in Private Industries
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A major impact of the high unemployment rate (even though jobs are being
created) is that wages are barely rising. According to the BLS, the average
hourly wage rose by only 1.4 percent
from one year ago to September 2012
(see Exhibit 1-17), one of the lowest
increases in modern history.

3,600
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When the fire rate (involuntary termination) rises, it is a symptom of declining economic activity. However, when
the quit rate (a voluntary action) rises,
as shown in Exhibit 1-16, the economy
is generally expanding. Fortunately the
quit rate is slowly making a comeback,
even though ‘quitting’ still remains
well below the level commensurate
with healthy economic conditions.
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Exhibit 1-16. Total Quits

Thousands

would likely not be what they are today
if employees had not quit their prior
jobs to go work there).
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Sources: BLS, Haver Analytics, September 11, 2012.

Inflation
The Federal Reserve has announced
that it is willing to tolerate a higher
inflation rate in order to bring the

unemployment rate down. Its primary
tool for providing an economic stimulus is Quantitative Easing, the creation
of additional financial liquidity through

the Federal Reserve’s monetization of
bonds (popularly denoted as “printing
money”). Generally printing money can
lead to a higher inflation rate, but so far,

Exhibit 1-17. Average Hourly Earnings
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As to interest rates, there does not
appear to be room for further downward movement. The change in interest rates ultimately will likely be in
only one direction, and that’s up. Independent of the Federal Reserve’s policy
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Despite the current non-threatening
inflation rate, recent increases in apartment rents should raise concerns.
Apartment rent is the biggest weight in
the overall consumer price index. Furthermore, several private sector measurements on rents (such as apartment
rent data from Reis, Inc.) show an even
faster rent growth than the official rent
figures from the BLS (see Exhibit 1-19
on next page). If, at some point, inflation
were to get out of hand, then the longer-dated interest rates will likely have
to rise. The bond market typically will
price bonds downwards to compensate
for the loss in the purchasing power of
money. Rents could easily accelerate
because of the rising rental population.
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Exhibit 1-18. Core Inflation Rate: All Items Less Food and Energy

Percent Change Year-to-Year

inflation is well maintained, as shown
in Exhibit 1-18. The latest increase in
the Consumer Price Index was only 1.7
percent, according to the BLS. Inflation
is likely to trend a little higher next year
based on recent rises in energy prices
and their subsequent impact on other
prices. In fact, the Federal Reserve may
be willing to let inflation rise to 4 percent or even 5 percent, so long as core
inflation (all items less food and energy)
stays near 3 percent.

|

Sources: BLS, Haver Analytics, October 12, 2012.

on short-term federal funds rate determination, the Federal Reserve does not
directly control the longer-dated bond
yields. The 10-year Treasury is likely to
have already touched the absolute bottom, and will likely be steadily inching
up. From the current yield of 1.5 percent, NAR forecasts the 10-year Treasury yield to increase to 2.2 percent by
the end of 2013. Somewhat higher rates
are likely to prevail in 2014 and 2015.
Commercial practitioners therefore
need to be very mindful of the outlook

for interest rates, as many commercial
real estate loans are priced off 10-year
Treasury rates.

Conclusions and
Economic Outlook
The U.S. economic outlook suggests a
slowly improving economy as the U.S.
“muddles through” the remnants from
the Great Recession. The federal budgetary situation—taxes, expenditures,
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Exhibit 1-19. CPI-U: Rent of Primary Residence

priorities, and objectives—still needs to
be resolved, and the short-run impacts
of the resolution process may slow economic expansion. Consumer balance
sheets, as related to debt levels and home
equity, appear to still be in the rebuilding
process, with consumers more cautious
in their spending than in the past and
contributing to the slowing of the current
speed of economic growth. The future of
the euro and the resolution of economic
problems in a variety of European countries continue to cloud the economic horizon. Finally, consumer confidence still
does not appear to have recovered from
the impact of the Great Recession.
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The problems still facing the economy
will likely require time for resolution as confidence increases, balance
sheets build, and federal fiscal issues
are resolved. Accordingly, for the next
several years and as shown in Exhibit
1-20, the outlook is for a slow expansion
of the economy.
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Exhibit 1-20. U.S. Economic Outlook (October 2012)
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2 Average of annual data and percent change often do not equate to quarterly averages of percent changes. NAR.
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2 | THE CAPITAL MARKETS
Easing Continues
As we turn the page on 2012, some of
the uncertainty that has been dominating the investment environment
and capital markets during the past
couple years is finally being addressed.
The election is over, and there appears
to be some sense of how the electorate
views the role of government and the
direction we might go. A third round of
quantitative easing (QE3) is underway,
and Federal Reserve Chairman Bernanke has stated that the federal funds
rate will remain low until mid-2015, at
least. There is still uncertainty, particularly regarding this nation’s unsustainably high debt levels, the debt crisis in
Europe, and weak GDP growth in the
U.S. and worldwide, but there are hopes
for addressing the mandated spending
cuts in the U.S. before the possibility of
plunging into a new recession. Significant challenges remain, but as noted
in the previous chapter of this report,
there are signs of some slight improvement, particularly in the housing market, as we look to 2013.

as demonstrated in Exhibit 2-1, the
availability and the discipline of capital are once again becoming more
closely aligned, as the availability of
capital declines and the discipline
of capital increases (capital becomes
more selective).

As for where investors are placing
capital, RERC’s institutional investment survey respondents rated commercial real estate as the top investment alternative, giving it a rating of
6.8 on a scale of 1 to 10, with 10 being
highest, during second quarter 2012.

Exhibit 2-1. Historical Availability and Discipline of Capital
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According to RERC’s institutional
investment survey respondents and
as measured on a scale of 1 to 10, with
10 being highest, there has been more
available capital than discipline
since third quarter 2010. However,

Rating

7

Although many investors have spent
much of 2012 focused on safe haven
investments, requirements for higher
returns, along with recent doses of
easing by central banks, are drawing
many investors into riskier strategies.
For the most part, the capital markets
are willing to support such strategies,
and lending continues to expand.

Ratings are based on a scale of 1 to 10, with 10 being highest.
Source: RERC, 2q 2012.
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Commercial Real
Estate Lending
Increasing investor demand, enhanced
fundamentals, and improving commercial real estate loan performance
continue to drive lending, especially
for Class A properties. In the first half of
2012, banks continued to ease underwriting standards and increase commercial mortgage originations, while
life insurance companies and government-sponsored entities (GSEs) led
overall originations, according to the
Mortgage Bankers Association (MBA).
However, weak performance by commercial mortgage-backed securities
(CMBS), high debt maturities (at least
$1.7 trillion of commercial real estate
debt will mature between 2012 and
2016, according to Trepp, LLC), and
concerns over stricter provisions under

10
9
8
7
6
5
4
Hold

3

Sell

2

Buy

12
2Q

20

11
20
2Q

10
20
2Q

09
20
2Q

08
20
2Q

07
2Q

20

06
20
2Q

05
20
2Q

04
20
2Q

20

03

1

2Q

The perceived safety of commercial real
estate and the potential returns available with this asset class have been particularly attractive to investors during
the past few years of extreme volatility.
Despite record-high sales for high-quality commercial properties in some of
the top markets like New York City, San
Francisco, and Washington, DC, along
with increasing sales of good quality
properties in the secondary and tertiary
markets in 2012, uncertainty continues to undermine investor confidence.
Although investment in commercial
real estate is increasing, as noted with
buy-sell-hold scores above 6 on a scale
of 1 to 10, with 10 being highest, there is
enough uncertainty that many investors continue to sit on their hands and
“hold” (see Exhibit 2-2), creating a stalemate between many buyers and sellers.
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Exhibit 2-2. RERC Historical Buy, Sell, Hold Recommendations

Rating

In comparison, stocks received a rating of 5.2, cash received a rating of
3.9, and bonds were rated at 3.5. Historically, these ratings have fluctuated
somewhat from quarter to quarter,
however commercial real estate has
continued to earn some of the highest
marks from institutional investors.

|

Ratings are based on a scale of 1 to 10, with 10 being highest.
Source: RERC, 2q 2012.

the Dodd–Frank Wall Street Reform
and Consumer Protection Act and Basel
III continue to pose risks for the commercial real estate debt markets.
Tight lending is generally a more significant challenge for investors of smaller
properties, and according to NAR, all
projections of the commercial real estate
recovery are based on continued and/
or increasing credit availability. Given
that the implementation of the DoddFrank Wall Street Reform and Consumer
Protection Act affects smaller banks to a
much greater degree than larger banks
(estimates provided by the American
Bankers Association show that the cost
of regulatory compliance as a share of
operating expenses is often approximately 2 ½ times greater for small banks
than for large banks), financing poses
the biggest single risk for investors of
commercial properties under $2.5 million. This is critical, when taking into
account that local banks and regional
banks provide more than 40 percent of
the financing for investors, per results of
the third quarter 2012 REALTORS® 2012
Commercial Lending Survey.

Even so, commercial real estate loan
originations for larger commercial
properties, which are the primary
focus of this report, have been rising.
In second quarter 2012, commercial/
multifamily mortgage origination values were 25 percent higher than second quarter 2011 levels, and 39 percent
higher than first quarter 2012, as life
insurance companies, government
agencies, and banks competed for
commercial real loans (especially for
core properties), stated the MBA in the

©2013 D eloitte D e v elo p me n t L LC , R e a l e s tate re s e a r c h cor p or atio n , NAT I O NA L ASS O C I AT I O N O F R E A LTO R S . All ri g h t s re s er v ed.

|

21

E x p e c tatio n s & M a r k et R e a litie s I n R e a l E S TAT E 2013

U.S. Chartered Depository
Institutions
47%
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other ABS
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Fixed Income Markets - $3.04 Trillion
Lender Composition
Source: Federal Reserve Flow of Funds, September 2012.

progress in lenders focusing on permanent resolutions to distressed loans
versus modifications/extensions. For
instance, between second quarter
2011 and second quarter 2012, nearly
78.5 percent of the total distress workouts (or $47.7 billion) were resolutions,

With higher commercial property
prices and increased refinancing
options, the industry is finally seeing

while the remaining were restructurings (see Exhibit 2-4), according to Real
Capital Analytics. Credit conditions
remain strict for the broader commercial real estate market (including for
construction loans), despite easing for
prime properties during the past year.

Exhibit 2-4. Loan Resolution Versus Restructuring
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However, the CMBS recovery has
continued to slow since second half
2011, driven by the sovereign debt
crisis and increased economic uncertainty. There continues to be significant bifurcation in the market, as
well-located and leased properties
have strong access to debt capital,
while other properties find it difficult
to source financing. MBA expects
commercial mortgage originations to
increase by 6.6 percent year over year
to $244.0 billion through 2013.

Other
5%

Life Insurance
Companies
11%

08

Among property types, the retail sector reported the highest growth in
mortgage originations—56 percent
year-over-year, with an index value of
253.0 in second quarter 2012, versus a
value of 162.0 in second quarter 2011.
(The Commercial/Multifamily Mortgage Bankers Originations Index is
based on a quarterly average of 100 in
2001.) Mortgage originations for hotel
properties were next highest, with an
increase of 22 percent, followed by a
19-percent increase for multifamily
properties and a 15-percent increase
for office properties. In contrast, the
MBA reported a 5-percent decrease in
originations for industrial properties.

Govt. Sponsored Entities
18%

Foreign Banking Offices
in U.S.
1%

20

According to the Federal Reserve Flow
of Funds, fixed-income lender composition was slightly less in 2012 (see
Exhibit 2-3) than it was at the same
time in 2011 ($3.04 trillion in September 2012 versus $3.15 trillion in September 2011).

T U R N t h e PAG E

Exhibit 2-3. Fixed-Income Lender Composition

$ Billions

Q2 2012 Commercial Real Estate/Multifamily Finance Quarterly Databook.
Second quarter 2012 originations for
commercial banks were up 58 percent
from second quarter 2011, and up 50
percent for Fannie Mae and Freddie
Mac. Second quarter 2012 originations
were up 16 percent for CMBS conduits
from second quarter 2011, and up 10
percent for life insurance companies.

|

Note: Data pertains to a trailing 12-month total.
Source: Real Capital Analytics, August 2012.
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Exhibit 2-6. U.S. REIT Fundraising
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While increasing bank leniency and
improved fundamentals have likely
helped revive the commercial real
estate market, the high level of maturing debt remains a significant barrier
to recovery. Additional foreclosures
are a possibility. Lenders’ focus on
permanent loan resolutions through
pre-foreclosure sales will likely provide opportunities for investors to
acquire overleveraged properties at
attractive prices.
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It is generally believed that prospects
for a broad commercial real estate
market recovery are being delayed due
to tepid CMBS issuance and increased
caution toward loan originations and
refinancing for “non-trophy” assets
in secondary and tertiary markets. In
addition, the Dodd-Frank Wall Street
Reform and Consumer Protection Act
and Basel III provisions on enhanced
risk-retention requirements for CMBS
and higher capital charges on bank
commercial real estate loans will likely
lead to increased origination and securitization costs and stricter eligibility
criteria—factors that may limit lending, increase debt cost, and result in a
financing gap in the U.S. commercial
real estate markets.
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Exhibit 2-5. Debt Maturities by Lender Type

$ Billions

The increase in loan workouts accompanied by improved property fundamentals has reduced the number of
commercial loan delinquencies at
commercial banks—5.0 percent in
second quarter 2012 compared to 7.1
percent a year earlier, according to
the Federal Reserve. However, slower
recovery in non-prime markets provides significant challenges for the
$1.7 trillion in commercial real estate
debt maturities due between 2012
and 2016, as shown in Exhibit 2-5. Of
the debt maturing through 2016, 29.0
percent is estimated to be “underwater,” according to Trepp, LLC, and
is a significant barrier to recovery.
In addition, high CMBS delinquencies (9.0 percent as of second quarter
2012, according to MBA) remain a
concern.
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IPO

Secondary Equity

Secondary Debt

*YTD represents data through August 2012
Source: NAREIT, September 2012
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Fundraising for private equity real estate,
though slow, as shown in Exhibit 2-7, is
refocusing on traditional areas such as
core and opportunistic strategies, with
46.0 percent and 35.0 percent of investors,
respectively, planning to invest in these
funds over the next 12 months, according to Preqin, a leading source of market
research for the alternative assets industry. While there is plenty of capital ($78.5
billion) to target commercial real estate in
the U.S., deployment continues to be slow
due to the economic uncertainty.
Public REITs continue to outperform
other asset classes (see Exhibit 2-8), with
year-to-date returns of 20.4 percent as of
September 2012, according to NAREIT,
as investors seek portfolio diversification
and strong inflation-hedged returns.
In 2011, private equity funds posted an
average internal rate of return (IRR) of
12.1 percent in comparison to 15.5 percent in 2010, according to Thomson One
Analytics. During the pre-recession
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REITs continue to take advantage of easier access to capital as leverage (reduced
to 35.6 percent in June 2012 from 39.8
percent at the start of 2011, according to
the National Association of Real Estate
Investment Trusts [NAREIT]). Fundraising by REITs is returning to customary levels (see Exhibit 2-6 on previous
page). In addition, REITs have utilized
the surplus capital for acquisitions (net
acquisitions of $7.0 billion in the first
half of 2012 versus $5.3 billion in the first
half of 2011, per Real Capital Analytics).

100

20

Real estate investment trusts (REITs)
have been strong performers in the
commercial real estate recovery, given
their relatively easy access to capital,
high acquisition activity, and strong
investment returns compared to traditional asset classes. However, private equity real estate has had a comparatively slower recovery, as investors
have remained cautious during these
uncertain economic times.
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Exhibit 2-7. U.S. Private Equity Real Estate Fundraising

$ Billions

REITs and Private
Equity Real Estate

|

Source: Preqin, September 2012.

period, private equity real estate funds
reported an average IRR of 21.7 percent
during the period 2003 to 2007.
REITs’ access to equity and debt capital appears to continue to favorably
position them to acquire properties
(including distressed properties) and
thus appears to make commercial real
estate a compelling asset class from an
investment perspective. In addition,
private equity real estate investments

in secondary and tertiary markets can
potentially help to revive the broader
commercial real estate market. However, given the minimal development
activity and the expected slowdown
in operating fundamentals, sustained
outperformance may be challenged.
Investors in REITs and private equity
real estate may be increasingly drawn
to invest in Asia, selected European
nations, and emerging markets in
search of growth and higher returns.

Exhibit 2-8. Comparative Performance by Asset Class
FY07

FY08

FY09
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FY11

FY12
YTD*

Public REIT (All REIT Index)

-17.8

-37.3

27.5

27.6

7.3

20.4

NASDAQ

9.8

-40.5

43.9

16.9

-1.8

19.5

S&P 500

5.5

-37.0

26.5

15.1

2.1

16.0

Russell 2000

-1.6

-33.8

27.2

26.9

-4.2

15.2

DJIA

6.4

-33.8

18.8

11.0

5.5

9.1

Private Real Estate (NCREIF
Property Index)**

15.9

-6.5

-16.9

12.6

14.3

5.3

Asset Class

*YTD is as of September 12, 2012. **NCREIF 2012 data is as of June 30, 2012.
Source: NAREIT, September 2012.
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3 | THE PROPERTY MARKETS
Perspective and Analysis
The stabilizing trends which developed in the commercial real estate
markets during 2011 have been maturing in 2012. Although macroeconomic
growth remained weak in the U.S.
and the global economy, the recovering equity markets and historically
low interest rates helped bolster commercial real estate returns. The overall investment trends in commercial
properties during the first half of 2012
mirrored those in the first six months
of 2011. Sales volume advanced, capitalization rates continued to compress,
and portfolio transactions provided a
solid highlight during the period.
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In terms of yearly growth, the apartment sector showed the strongest
performance, with sales jumping 23
percent in the first half of 2012, totaling $28.6 billion. Riding in the wake
of apartment growth, the volume of
development site sales—especially for
apartment construction—jumped 67
percent year-over-year, to $4.9 billion,
according to Real Capital Analytics.

Exhibit 3-1. Commercial Property Volume

Billions

As shown in Exhibit 3-1, sales of major
properties rose 4 percent in the first half
of 2012, reaching $108.8 billion across
7,590 transactions, according to Real
Capital Analytics. Following the 2011
trend, the pace of sales slowed during
second quarter 2012, as economic fundamentals took a deep breath in anticipation of looming legislative, regulatory, and election outcomes. Portfolio
transactions totaled $23.2 billion over
the period, with the Simon Property
Group’s acquisition of the Mills Property Portfolio 2012 taking the top spot.
Retail transactions made up four of the
top five portfolio transactions.

In a sign of growing investor optimism in the first half of 2012, sales in

Source: Real Capital Analytics, July 2012.
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Exhibit 3-2. Property Prices Increased in 2012
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During the first half of 2012, there were
27 markets which exceeded $1.0 billion
in commercial sales, according to Real
Capital Analytics. In addition, at least
seven more markets are likely to cross
that threshold by year-end 2012. The
top three spots remained unchanged
from 2011, with Manhattan, Los Angeles, and Chicago closing $9.9 billion,
$6.5 billion, and $5.2 billion in sales,
respectively. Rounding out the top
five were San Francisco, which posted
$4.4 billion in sales, and Dallas, with
transactions totaling $3.9 billion. As
investors found deals in secondary
and tertiary markets more appealing,
the strongest year-over-year percentage gains were recorded in Baltimore,
Charlotte, Nashville, and Austin.
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Index

secondary and tertiary markets posted
noticeable gains from 2011. By comparison, transaction volume in most
of the major metro areas was flat or
negative in the first half of 2012, as the
supply of properties and willing sellers dwindled. However, major metros
continued to command price premiums for available properties, even as
secondary and tertiary markets offered
more attractive yields.

|

Sources: Moody’s Investors Service, Real Capital Analytics (Moody’s/RCA CPPI ), September 2012.

Due to the large volume of mortgage
maturities in 2012, distressed sales
continued to play a role in the market. However, the volume of distressed
property sales slowed in the first half of

2012. According to Real Capital Analytics, distressed properties accounted for
12 percent of total sales in the first half
of 2012, compared with 15 percent averaged during 2011.

Exhibit 3-3. Cap Rates Continue to Compress

Prices for commercial assets advanced
3 percent in 2012, with office properties posting yearly gains of 12 percent,
according to Real Capital Analytics (see
Exhibit 3-2). Driven by renewed portfolio activity, the retail sector saw prices
rise 8 percent to an average of $343 per
square foot. Industrial and hotel properties recorded positive price gains of 7
and 4 percent, respectively.

11%

Based on Real Capital Analytics
data, average cap rates declined 18
basis points in the first half of 2012
to a national average of 6.9 percent.
As shown in Exhibit 3-3, apartments
offered the lowest yields, at 6.2 percent,
followed by office properties, at 7.1 percent. Retail caps declined 26 percent on
a yearly basis, to an average of 7.3 percent in 2012. Industrial and hotel property cap rates were each 7.8 percent.
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Source: Real Capital Analytics, July 2012.
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With equity markets moving in a volatile—if upward—trend during 2012,
investors remained interested in the
alternative provided by commercial
real estate investments. Private investors made up 41 percent of acquisitions
in the first half of 2012, based on Real
Capital Analytics data. Furthermore,
with $45.7 billion in transactions in
first half 2012, private investors upped
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Nationally, the majority of commercial
markets had work-out rates exceeding
50 percent, according to Real Capital
Analytics. The exceptions were Detroit,
Indianapolis, Philadelphia, Palm
Beach, Las Vegas, the Inland Empire,
and Sacramento. CMBS loans made up
48 percent of total outstanding distress
in 2012, at $82.0 billion, followed by
domestic banks, with $39.7 billion in
troubled assets. The recovery rates for
outstanding balances (before fees and
costs) for both entities have been tied
at 66 percent, in line with the national
average of 67 percent.
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Exhibit 3-4. Distressed Property Sales Start to Decline

Billions

As depicted in Exhibit 3-4, total outstanding commercial distress property sales amounted to $169 billion
by mid-2012, a 6-percent decline
from 2011. The largest share of this—
$76.6 billion—was in the office and
apartment sectors. However, the
pace of workouts has been quickening, reaching 55 percent by mid-2012.
The rate of resolutions varies across
property types, from a high of 59 percent for apartments to a low of 40 percent for land and other commercial
properties.

|

Source: Real capital Analytics, July 2012.

their commercial purchases by 40 percent on a year-over-year basis.
Institutional and equity funds provided
the second largest driver for acquisitions in first half 2012, accounting for 28
percent of the total. REITs were the third
largest group of buyers in the commercial markets, with $16.7 billion of acquisitions. Lehman Brothers Holdings led
the group of most active buyers, with
$8.8 billion in acquisitions, followed by
Blackstone Group and Simon Property
Group, with $6.2 billion and $4.2 billion, respectively. International investors curtailed their buying in the U.S.

markets in first half 2012 compared to
the first half of 2011. According to Real
Capital Analytics, cross-border investment accounted for 8 percent of total
sales volume during the period, with
$8.8 billion in transactions.
The steadily upward trends in investments followed the broader improvement in commercial fundamentals.
While employment growth slowed as
2012 wore on, the underlying macroeconomic indicators remained positive. In turn, demand for commercial
properties advanced, with net absorption for all property types posting positive figures. In concert, the supply of
new commercial space remained constrained by tight financial underwriting standards, leading to declining
vacancies and rising rents.
Building on the broad market stabilization of 2011, commercial real
estate remained a viable alternative
to equity securities for investors seeking growth during the economic and
political uncertainties that continued
throughout 2012.
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The Office Market
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Exhibit 3-A1. Office Property Volume and Pricing

The slower pace of overall sales volume in second quarter 2012 can be
attributed largely to an 18.0-percent
decline in sales of central business district (CBD) buildings. While office sales
volume for CBD properties reached

$70

Volume

Volume in Billions

$50

$250

$40
$200

$30
$20

$150

$10
$100

3Q
4Q 200
6
1Q 200
6
2Q 200
7
3Q 200
7
4Q 200
7
1Q 200
7
2Q 200
8
3Q 200
8
4Q 200
8
1Q 200
8
2Q 200
9
3Q 200
9
4Q 200
9
1Q 200
9
2Q 201
0
3Q 201
0
2
4Q 01
0
2
1Q 01
0
2
2Q 01
1
2
3Q 01
1
2
4Q 01
1
2
1Q 01
1
2
2Q 01
20 2
12

$0

Source: Real Capital Analytics, 2q 2012.

$16.3 billion in the first six months of
the year, sales of suburban properties accounted for $12.9 billion over
the same period, as reported by Real
Capital Analytics. The pace of sales for
CBD space rose 7.0 percent in the first
half of 2012 over first-half 2011 sales,
while suburban office sales advanced
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Exhibit 3-A2. Average Office Property Capitalization Rates

Source: Real Capital Analytics, 2q 2012.
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Following broader macroeconomic
trends, the office sector posted a solid
first quarter 2012 performance, but
slowed by the midpoint of the year. In
the first half of 2012, transaction volume advanced 7.0 percent, according
to Real Capital Analytics, and capitalization rates declined by 25 basis
points. Sales volume totaled $29.2
billion in the first six months of 2012,
compared to $27.2 billion in the first
six months of 2011, as shown in Exhibit
3-A1. Portfolio sales provided a boost to
office sales in 2012, rising 50.0 percent
on a yearly basis, and reaching $5.3 billion in transactions. Cap rates maintained their downward trend, reaching
7.1 percent in the second quarter, as
shown in Exhibit 3-A2.
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5.0 percent in the first half of 2012. Cap
rates declined 40 basis points for CBD
office properties and 5 basis points
for suburban office properties. With
investor demand continuing to focus
on quality properties, pricing for office
buildings rose 12.0 percent on a yearly
basis, averaging $245 per square foot in
the first half of 2012. CBD office buildings continued to command a price
premium, averaging $405 per square
foot, compared with $184 per square
foot paid for suburban spaces. With
strong economies and fundamentals,
the Washington, DC, and Manhattan
markets led the field in pricing and
yields. Office cap rates averaged 5.3
percent in Washington, DC, and 5.0
percent in Manhattan. Average prices
per square foot were also elevated at
$536 in Washington, DC, and $453 in
Manhattan. Other markets commanding higher prices were consistent with
prior years—San Francisco, Seattle,
Boston, and San Jose. (However, prices
began to soften during third quarter 2012, as lower-quality properties
entered the sales stream.)
During the first half of the year, nine
major markets posted transactions
exceeding the $1 billion mark in office
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largest group of investors, accounted
for 28.0 percent of the market, with $8.4
billion in purchases. Meanwhile, international investors made up 13 percent
of the market, snapping up $4.0 billion
in office properties. REIT office investment volume dropped to $3.3 billion, a
40.0-percent yearly decline from 2011.
Users and other investors made up 10.0
percent of the market, mirroring last
year’s figures.

Investor Composition
Office Market Fundamentals
With stabilizing fundamentals and
increased investor demand, the office
landscape remained competitive in
the first half of 2012. Institutional/
equity investors returned in force to
the market, purchasing $11.2 billion of
office buildings in the first half of the
year, a 46.0-percent increase year-overyear. Private investors, as the second

(courtesy of Reis, Inc. and Newmark Grubb
Knight Frank)

The incipient recovery of the office sector, sluggish as it is, took a breather in
second quarter 2012. National vacancies remained at 17.2 percent, as shown
in Exhibit 3-A3, though occupied stock
increased by more than 4.0 million

Exhibit 3-A3. Office Property Vacancy and Asking Rental Rates
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Following an upward curve of continued improvement, office distress
moderated in the first half of 2012.
Cumulative office distress totaled
$43.6 billion, after workouts. Much of
the outstanding distress was concentrated in maturing CMBS loans. New
office distress in second quarter 2012
reached $2.6 billion, the lowest level
since the first part of 2008. Resolutions reached 57.0 percent for troubled
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Rental Rate ($/Sq. Ft.)

In a notable twist, the first half of the
year was also marked by diminishing
offers in major metros, which drove
investors into secondary and tertiary
markets. The volume of office sales in
major metros declined 4.0 percent in
the first half of the year, while the volume in secondary markets notched up
16.0 percent, and the sales volume in
tertiary markets jumped 90.0 percent,
per Real Capital Analytics. Secondary
and tertiary markets with strong fundamentals offered better investor returns.
Yields for office properties averaged 7.7
percent in secondary markets and 7.8
percent in tertiary markets, noticeably
higher than the 6.3 percent found in
major metros. Several inland markets
recorded sharp increases in sales over
the first six months of 2012, although
many were from previously low levels.
Memphis office sales rose 3,604.0 percent year-over-year, followed by Hartford, where office sales were up 1,587
percent, Indianapolis, with office sales
up 737 percent, and Charlotte with
office sales up 704 percent.

office properties, with the Northeast
posting the strongest rate of workouts,
at 70.0 percent of worked out distress.
Much of the distress in Manhattan,
Washington, DC, and San Francisco
was resolved. On the other hand, markets with weaker fundamentals—Las
Vegas, Orlando, Atlanta, Sacramento,
Indianapolis—still maintained resolution rates below 35.0 percent.

Vacancy Rate (%)

transactions. Manhattan retained the
top spot, with $5.0 billion in sales. San
Francisco passed last year’s number
two—Washington, DC,—with $2.4 billion in office transactions. Washington,
DC, rounded out the top three, with
$1.7 billion in sales. The other metros
with office transactions exceeding $1
billion were Chicago, Boston, Dallas,
Denver, Los Angeles, and Seattle. In
addition, several markets appear likely
to cross the $1 billion threshold by year
end, including Charlotte, Houston,
Phoenix, and San Jose.
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Source: Newmark Grubb Knight Frank, 2q 2012.
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square feet. This slowdown in vacancy
improvement came amidst a deceleration in hiring, GDP growth that came
in below expectations, and increased
uncertainty regarding domestic and
international political issues that
threaten to plunge the U.S. into another
recession.
The reasons for the weak office sector recovery are not hard to find; chief
among them is the disappointing rate
of job creation. The U.S. labor market
has recovered about half of the 8.8
million jobs lost to the Great Recession. Office-using jobs—information,
professional and business services,
and finance—have done slightly better, recovering about three-quarters
of the lost jobs, but the rate of growth
has not been enough to fill the space
that was emptied due to layoffs and
downsizings. As a result, about 100
million square feet of shadow space
remains on the market—leased but
unoccupied. As the underlying leases
gradually reach their term, most of
the space is returned to the pool of
direct vacant space, which keeps the
vacancy rate from falling as fast as it
would in a normal recovery.
Despite economic growth well
below expectations, the office sector
absorbed over 10 million square feet
of space over the first six months of
2012, and second quarter 2012 marks
the sixth consecutive quarterly gain in
occupied space. Still, given the ongoing
fragility of the national labor market, it
is not surprising that office leasing has
slowed down. There was a significant
pullback in hiring during April and
May 2012. Moreover, a substantial portion of the jobs being created are not in
the office-using sectors of the economy
and therefore do not create demand for
office space.
National asking and effective rent
both grew by 0.3 percent during second quarter 2012. But this represents a
slowdown from the 0.5 percent and 0.6
percent growth rates that asking and

effective rents achieved, respectively,
during first quarter 2012. Annual gains
of 1.6 percent and 2.0 percent, respectively, are virtually unchanged, and
remain feeble. The anemic labor market recovery is translating into levels of demand that are insufficient to
increase rents in a meaningful manner. Rents appear to remain stuck at
levels last seen in 2007, and 5-year
leases coming due in 2012 run the risk
of being signed at equivalent or even
lower rent levels, exerting a dilutive
effect on landlord incomes.
The average asking rental rate for Class
A space rose by 0.7 percent, ending the
year at $31.38 per square foot (gross).
Class B space trailed with an increase of
0.2 percent. CBD markets, particularly
24-hour downtowns such as San Francisco, Seattle, and New York, recorded
solid leasing demand as companies
consolidated in downtown locations,
seeking access to mass transit for their
employees and environments attractive to the younger knowledge-workers
they seek to hire.
Office markets powered by the technology and energy industries performed well in 2012. Austin, Texas, led
all large markets, having added more

than two and one-half times as many
jobs as it lost to the Great Recession.
Houston, Dallas-Fort Worth, San Antonio, and Oklahoma City, all with strong
energy sectors, also have recovered all
the jobs lost to the recession, and then
some. On the East Coast, New York
City, Washington, DC, and Pittsburgh
have recovered all their lost jobs, while
tech-fueled markets including Boston, San Jose, and San Francisco are
approaching their former peaks. These
impressive employment growth rates
have shown up in office market metrics
such as vacancy and absorption, with
each of these markets outpacing the
U.S. recovery.
Supply growth in the office sector
remains muted. During second quarter 2012, only about 1.6 million square
feet of office space were completed,
the equivalent of one large office
building in New York. This represents
the lowest quarterly level since Reis,
Inc. began tracking quarterly office
market data in 1999. Nonetheless,
demand for space during the quarter was so weak that, even with such
little supply being delivered, the level
of absorption observed during the
quarter was insufficient to generate a
vacancy rate decline.
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Unfortunately, the 2013 outlook for
the office market sounds like a broken record. With GDP expected to be
at or slightly below 2.0 percent, the
labor market will likely continue to
add jobs at a rate of 150,000 to 175,000
per month, probably enough to create
positive absorption in the office market
but unlikely to create enough velocity to generate upward momentum in
rental rates (see historical absorption
in Exhibit 3-A4). It appears that the
vacancy rate will decline around 1.2
percentage points, ending the year at
16.0 percent. This is still above the equilibrium vacancy rate of 13.0 percent to
14.0 percent, where landlords and tenants have roughly equal bargaining
power and the average asking rent, theoretically, rises at the rate of inflation.
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Exhibit 3-A4. Office Property Absorption vs. Completions

Millions (Sq. Ft.)

Though it has not been smooth or
steady, the slow recovery in the office
sector continued during the second
quarter. Unfortunately, the pace of
improvement in fundamentals continues to reflect the state of the economy,
particularly the anemic growth in
the job market. Given the heightened
uncertainty that the economy faces,
organizations are proceeding cautiously. Until this uncertainty abates,
recovery in office leasing, if any, will
likely be muted and underwhelming.
Nonetheless, the office sector appears
likely to continue to recover during the
latter half of 2012, though it will likely
be a recovery that isn’t too strong.

|

Source: Newmark, Grubb, Knight, Frank, 2q 2012.

by approximately 1.2 percent in 2013
while the average Class B rental rate
will trail with a gain of 0.4 percent.
It appears that overall completions
across the U.S. will total 12 million
square feet in 2013, led by Lower Manhattan’s iconic 2.6 million-square-foot
One World Trade Center.
Shadow space will likely continue to
burn off in 2013 as leases expire, setting
the stage for job growth to contribute to
the bottom line in terms of reducing the
vacancy rate. In other words, the share
of job growth that goes into shadow
space will likely decline and a greater

percentage will go into direct lease
space, which will be reflected in the official vacancy and absorption data.
Tenants will likely continue to seek
ways to control their occupancy costs,
by reducing the number and size of private offices, by allowing employees to
work from home several days a week,
or by sharing office spaces. While this
is having an effect on demand for office
space at the margin, it will probably
not be enough to reverse the gradual
recovery that has been underway for
the past two and one-half years and
that is anticipated to continue in 2013.

Consequently, tenants will likely continue to wield a bigger stick at the bargaining table in 2013, although the size
of the stick will likely shrink as the year
progresses. The recovery will likely
continue to proceed unevenly, much
as it has since the recession ended,
with Class A properties likely outperforming lesser-quality assets and the
most popular submarkets beating
those with more challenging or distant locations. It appears that the average Class A rental rate will increase
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Exhibit 3-B1. Industrial Property Volume and Pricing
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Pricing for industrial properties
rose 7.0 percent during the first half
of 2012, to an average of $98 per
square foot. The major metro markets retained their price premium,
closing deals at an average of $118
per square foot, compared with $78
per square foot in secondary markets

and $85 per square foot in tertiary
markets, per Real Capital Analytics.
San Jose recorded the highest price
per square foot of industrial space at
$177, followed by the New York City
boroughs with an average price of
$167 per square foot, and San Francisco at $158 per square foot.

Exhibit 3-B2. Average Industrial Property Cap Rates
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Sales of industrial warehouse properties totaled $8.3 billion in the first half
of 2012, a 46.0-percent year-over-year
decline. Flex space accounted for $5.9
billion in sales, increasing 46.0 percent
from the first half of 2011. Cap rates continued a downward trend for both property types, as shown in Exhibit 3-B2.
Average cap rates for warehouse properties declined 18 basis points, to an average of 7.6 percent, while flex cap rates
ticked-down 4 basis points, to 7.9 percent
in the first six months of 2012, according
to Real Capital Analytics. Several industrial deals broke the 6-percent yield floor
in markets like Baltimore, Miami, the
Inland Empire, and Los Angeles.

Price $/SF

Average $/Sq. Ft.

Eight deals exceeding the $100-million
mark (mostly portfolio transactions)
were recorded in the first half of 2012.
The largest was the Blackstone acquisition of the Dexus U.S. Central Portfolio at $741 million. DRA Advisors and
AEW Capital Management also closed
large transactions during the first half
of 2012. Meanwhile, on a price-persquare-foot basis, the top deal was an
Irvine Company investment in San
Jose, which sold at $521 per square foot.

$100

$20

Market Overview
The manufacturing sector benefited
from brisk global trade in the early part
of 2012. However, the pace of trading
slowed by midyear. Investment sales
of industrial properties also recorded
a slowdown, totaling $14.2 billion
in the first half of 2012, 26.0 percent
lower compared with the first half of
2011, reported Real Capital Analytics (see Exhibit 3-B1). Over the first six
months of 2012, 1,619 industrial properties changed hands, with warehouse
properties accounting for 61 percent of
the total. Portfolio transactions were
a major contributor, making up 32.0
percent of sales volume. Capitalization
rates declined an average of 10 basis
points in the first half of 2012 compared with a year ago.
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Source: Real Capital Analytics, 2q 2012.
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Yields mirrored the relationship, with
major metros commanding 7.1 percent cap rates, versus 7.9 percent and
8.5 percent in secondary and tertiary
markets, respectively. Nationally, the
lowest average capitalization rates
were found in the West region, in markets such as Los Angeles, the Inland
Empire, and San Jose.
Looking at the property types, there
were a few hotspots that distinguished
the trends in 2012. Single-tenant properties comprised about one-third of
all transactions in first half 2012, closing $4.0 billion of transactions—a
40.0-percent year-over-year increase.
The other bright spot was noted among
technology and research and development (R&D) properties, where
sales increased 143.0 percent on a
yearly basis to $1.7 billion. Flex spaces
posted higher prices, averaging $126
per square foot in the first six months
of 2012, a 13.0-percent premium over
2011. Warehouse properties sold at an
average price of $80 per square foot
over the same period.
While investors continued to favor
major industrial markets, there were
a few changes in the top 10 markets
during the first half of the year. Los

|

Angeles became the largest market
by sales volume, followed by San Jose.
In addition to industrial stalwarts
such as Chicago, Dallas, and Atlanta,
several other markets rounded out
the top 10, including Miami, Orange
County, Boston, and the Inland
Empire. According to Real Capital
Analytics, sales volume declined 34.0
percent across most major metropolitan areas in the first half of 2012,
compared with the first half of 2011.
As investors—reassured by improved
fundamentals—sought higher yields,
sales volume rose in secondary and
tertiary markets. Smaller industrial
metros like Stamford, the Northern
Virginia suburbs, Westchester, and
Philadelphia recorded triple-digit
sales growth on a yearly basis.
During the first six months of 2012,
seven major markets posted industrial transactions at or exceeding
the $500-million mark. Los Angeles
replaced Chicago for the top spot, with
$1.3 billion in sales. San Jose moved
into second place, with $891 million
in sales, and Chicago earned third
place, closing $797 million in transactions. Dallas and Miami rounded out
the top-five list with $723 million and
$506 million, respectively, in sales.
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Atlanta and Orange County were at
the $500-million mark. Other markets
that will likely cross that threshold by
year-end 2012 include Boston, Northern New Jersey, Phoenix, and the
Inland Empire.
During the post-recession period,
industrial properties have accounted
for the smallest proportion of cumulative commercial distress. At $12.5 billion for the first six months of 2012, outstanding industrial distress made up
about 7 percent of total. The volume of
troubled and real estate owned (REO)
industrial properties rose 4.0 percent
year-over-year, as new additions to
distress bumped $3.1 billion higher
in second quarter 2012. In some markets—Detroit, Las Vegas, Memphis,
Oakland, and Phoenix—distressed
properties comprised the bulk of sales.
CMBS and domestic banks retain the
largest share of industrial distress,
with CMBS loans recording gains in
volume over the first two quarters of
2012. In keeping with market size, Los
Angeles posted the highest current
outstanding industrial distress volume
at $1.0 billion. This was followed by Las
Vegas and Chicago, with $851 and $749
million, respectively.
However, the rate of workouts has been
rising, reaching 49.0 percent of total
outstanding distress. Additionally, the
recovery rate of liquidated industrial
properties was at 71.0 percent, higher
than other commercial property types,
according to Real Capital Analytics.
The Western states posted the largest
proportion of distress resolution, with
59.0 percent of troubled properties
worked out. In contrast, the Southeast
and Midwest will likely slog through
a longer period of distress, with workout rates at 37.0 percent. With growing investment interest and activity
in secondary and tertiary industrial
markets, Washington, DC, Cleveland,
Hartford, and the East Bay/Oakland
metros witnessed the highest rates of
resolution—over 80.0 percent.
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Industrial Property Fundamentals
(courtesy of Newmark Grubb Knight Frank)

The industrial market has been recovering at a modest pace since first quarter 2010 when the vacancy rate peaked
at 10.9 percent. Compared with the
other three major property types, the
industrial sector trails only the apartment sector in the pace of its recovery, outperforming both the office and
retail markets. Credit for a large portion
of this goes to the early recovery of the
manufacturing sector, which helped
lead the economy out of recession
beginning in mid-2009. The replenishment of inventories from the low levels
during the Great Recession provided
the initial boost, and business capital
spending coupled with strong exports
carried the ball from there until third
quarter 2012, when the sector slowed
to a crawl.
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Portfolio transactions played a central role in the industrial sales landscape in the first half of 2012. Private
and institutional investors accounted
for 80.0 percent of the market. With
$6.3 billion in acquisitions, private
investors boosted their purchases by
41.0 percent compared with the first
half of 2011. Institutional and equity
investors also increased their investment allocations in industrial properties, closing $4.2 billion in deals
over the period. With the merger of
AMB and Prologis, REIT investment
volume declined 84.0 percent yearover-year to $1.3 billion. Users and
other investors captured 16.0 percent of the market, with $2.4 billion
in transactions. Cross-border investments made up 2 percent of industrial
acquisitions, as international investors refocused their acquisitions in
other property sectors.
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Exhibit 3-B3. Industrial Property Vacancy and Asking Rental Rates

Vacancy Rate (%)

Investor Composition
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Source: Newmark Grubb Knight Frank, February 2012.

in Exhibit 3-B3. Absorption was projected to be fairly robust, at 120 million square feet, for the year, up from
the 97 million square feet absorbed in
2011. Third-party logistics companies
(3PLs) and retailers have led the list
of companies fulfilling space requirements in 2012, generating demand for
state-of-the-art distribution centers in
the Inland Empire, central Pennsylvania, Indianapolis, Chicago, and other
logistics hubs.

Approximately 25 million square feet
of industrial space is estimated to be
completed in 2012, comprised mostly
of warehouse-distribution product.
Despite market conditions that have
tightened gradually through the year,
the average asking rental rate for
industrial space will not likely find
bottom until the end of the year. While
occupiers remain conservative in
their space requirements, total occupied space has set new highs during

The industrial vacancy rate was
expected to end 2012 a shade under 9.0
percent, down by 80 basis points from
the beginning of the year, as shown

©2013 D eloitte D e v elo p me n t L LC , R e a l e s tate re s e a r c h cor p or atio n , NAT I O NA L ASS O C I AT I O N O F R E A LTO R S . All ri g h t s re s er v ed.

|

34

E x p e c tatio n s & M a r k et R e a litie s I n R e a l E S TAT E 2013

Net absorption is generally expected
to increase modestly to approximately
140 million square feet, which would
be the strongest performance since
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The economic recovery is expected to
move ahead in 2013, despite the recession in Europe and slower growth in
China and other emerging markets.
These factors are putting a damper on
U.S. exports, but if consumer demand
remains positive and continues to
grow, container traffic will continue
to flow into U.S. ports, generating
demand for large distribution centers
in the vicinity and around the large
inland multimodal centers.
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Exhibit 3-B4. Industrial Property Absorption vs. Completions

Millions (Sq. Ft.)

first and second quarter 2012. However, tenants’ restraint has kept landlords’ ability to raise rates in check,
despite the fact that all of the negative absorption occurring from fourth
quarter 2008 through first quarter
2010 was refilled by fourth quarter
2011 (see Exhibit 3-B4). One bright
spot for landlords has been the R&Dflex market, where rental rates have
posted modest increases during 2012,
thanks to demand from tech tenants
in selected markets.
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Source: Newmark Grubb Knight Frank, February 2012.

2007. Although it does not appear that
consumers are in a position to lead the
economic recovery, retailers continue
to squeeze costs out of their corporate
supply chains, and the resultant deals
will likely bolster absorption in 2013.
Businesses, which had been spending at a decent clip, turned more circumspect in the second half of 2012

as uncertainty over the election and
the “fiscal cliff” put a damper on their
plans. Getting past the elections and
the fiscal cliff will probably provide a
modest boost to deal-making activity, compared with the sluggish pace
in late 2012. The nascent recovery of
the housing market could be a bright
spot as well, generating higher sales at
home improvement retailers and furniture stores, along with more goods
flowing through their supply chains.
The uptick in homebuilding could also
show up in more demand for general
industrial space as builders ratchet up
their businesses.
It appears that the overall industrial
vacancy rate will end 2013 at 8.3 percent, a decline of 60 basis points over
2012. Absorption of 140 million square
feet will likely outpace new space completions totaling 50 million square feet.
By the second half of 2013, landlords
may be in a position to judiciously
raise asking rates in a few key markets
and submarkets, led by demand for
logistics space in supply-constrained
industrial markets such as Los Angeles
County and Northern New Jersey.
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Retail sales declined 0.5-percent in
June 2012, even though annual income
grew 0.5 percent. This represents the
first time since 2008 that retail sales
have fallen three months in a row, suggesting high levels of caution on behalf
of consumers who have yet to regain
confidence. This dynamic can lead
to a vicious circle of mediocre retail
spending levels that are not strong
enough to support a significant reduction in unemployment levels. Retailers, too, lack confidence, even though
fundamentals indicate that vacancy
rates have decreased to 10.7 percent
from 11.0 percent one year ago, rents
have grown at less than 1 percent over
the prior year, according to Newmark
Grubb Knight Frank, and forecasts
support a return of pricing power to
landlords, as shown in Exhibit 3-C1.
The strength of the consumer recovery has not been convincing enough to
justify rapid expansion, and increased
store closings serve as a reminder to
retailers of market realities.
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Group’s acquisition of the Mill’s Portfolio, in which 22,975,214 square feet was
purchased for $3,853.6 million. The
portfolio is comprised of two distinctive types of assets: regional malls and
Mill’s properties. A Mill’s property typically comprises over 1 million square
feet of gross leasable area and offers
a combination of a traditional mall,

outlet center, big box retailers, and
entertainment venues. These assets are
generally well-located in major metropolitan markets, and have considerable consumer brand equity and large
trade areas.
Although strip centers experienced a
44-percent year-over-year decline in

Exhibit 3-C2. Retail Property Volume and Pricing
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According to Real Capital Analytics, the largest transaction in the first
half of 2012 took place in the second
quarter and involved Simon Property

Rental Rate ($/Sq. Ft.)

Market Overview

According to Real Capital Analytics,
the average price per square foot for
significant retail property transactions
increased 16 percent year-over-year to
$170 in second quarter 2012, as shown
in Exhibit 3-C2. Significant sales continued to take place in the first half of
2012 and transaction volume reached
$24.4 billion. The majority of the deals
involved neighborhood strip centers
and regional malls. Additionally, several large portfolio deals took place
during the first half of 2012 and contributed to the high transaction volume, including Westfield’s sale of seven
U.S. malls to Starwood Capital Group
and Blackstone/DDR’s purchase of 46
shopping centers from EPN group.
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Exhibit 3-C1. Retail Property Vacancy and Asking Rental Rates
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In 2012, while investors continue to
favor quality assets in the upper tier
of the spectrum, there were more
distressed sales and a broadening of
investment beyond Class A properties, which resulted in lower average
prices in many markets. According
to Real Capital Analytics, Denver,
Seattle, Phoenix, and Miami each
posted a relatively high proportion of
distressed sales in first half 2012. In
other markets, a decline in average
prices resulted from a lower quality of properties trading in markets
generally considered popular among
investors, such as Manhattan, Boston, San Jose, San Francisco, Los
Angeles, and Hawaii. It appears that
investors, either more confident in
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Additionally, the national average
cap rate for retail properties dropped
26 basis points in first half 2012 to
7.3 percent, as shown in Exhibit
3-C3. Cap rates for strip centers and
malls, averaging 7.6 and 7.5 percent,
respectively, in first half 2012, have
remained relatively stable since
year-end 2010 when the average rate
was 7.7 percent, as reported by Real
Capital Analytics. (It is important to
note that due to the disproportionate
volume of recent strip center transactions relative to other retail property types, more weight was placed
on strip center cap rates.) It appears
that mall cap rates have trended
downward over the first two quarters
of 2012 and have dropped approximately 55 basis points year-over-year.
Furthermore, since this subtype has
been struggling with occupancy
due to store closures and downsizing amid online competition, many
investors are still uncertain about
regional malls and some market participants appear to be avoiding this
property subtype altogether.
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Exhibit 3-C3. Average Retail Property Cap Rates

Percent

sales volume, they still accounted for the
most active property type during the first
half of 2012. Regional malls remained
a close second, posting an explosive
373-percent year-over-year increase.
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Source: Real Capital Analytics, 2q 2012.

the markets or seeking better yields,
have begun to settle for less prime
locations or targeting repositioning
opportunities.
Investor Composition
Investors in retail real estate treaded
cautiously in the first half of 2012 in
the midst of a slow recovery. According to the NREI/Marcus & Millichap Investor Sentiment Survey, the
top concerns of investors involved
the recession and growing store closures, which CBRE indicates have
increased 23-percent year-over-year.
Announced closings and further
downsizing of some retailers could put
15 million square feet of space back
on the market, according to Property
and Portfolio Research (PPR). Competition from online retailers and the
negative impacts of frugal consumers
influence retail investment decisions
and add to low confidence levels.
However, despite the low confidence,
Marcus & Millichap suggests that the
retail real estate recovery has proceeded quicker than anticipated and

the sector has posted positive absorption for nine consecutive quarters as
vacancies continue their gradual drop
during second half 2012. Cap rates
also continue to trend lower as REITs,
institutions, equity funds, and foreign
investors compete for low-risk assets.
Retail Property Fundamentals
(courtesy of Newmark Grubb Knight Frank)

Demand drivers for the retail leasing
market were mixed in 2012. Employers added approximately 150,000
net new payroll jobs per month during the year, but three and one-half
years into this disappointing recovery, the market has recovered only
about half the jobs lost as a result
of the Great Recession. Household
incomes recorded a second year
in decline. The savings rate hovered around 4 percent through the
year, above the debt-fueled trough
just before the recession began, but
still not as high as might have been
expected given the decline in household incomes and net worth in recent
years. Revolving credit ended its precipitous decline at the beginning of
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Although absorption is out of the red,
as shown in Exhibit 3-C4, retailers
remain cautious about expanding
and demanding new space. Accordingly, new development is generally not expected to be strong and
completion rates over the next five
years are estimated to remain below
their historical averages (around 3
percent). Still, declining interest
rates, bottoming prices, and gradually improving fundamentals suggest
more retail sales to come.
In 2013, it appears that there will be a
further, gradual recovery in the retail
leasing market with continued, bifurcated performance between different
centers and trade areas. The “haves”
will likely be the grocery-anchored
neighborhood centers and power centers in mature, higher-income trade
areas, and also the fortress malls. The
“have-nots” will likely be older centers
and empty boxes in stable to declining lower-income areas. A near-term
recession remains unlikely, but a
broad-based recovery likely remains at
least another year off.

Exhibit 3-C4. Retail Property Absorption vs. Completions
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Although retail has been one of the
slowest property types to recover
in terms of leasing market fundamentals, retail investment market

Consumer spending levels typically
play an important role in the pace of
recovery for the retail sector. Retail
sales were down 0.5 percent in June of
2012 for the third consecutive month,
and a decline in consumer spending is generally expected to continue
to correspond with slow job and
wage growth. As a result of low confidence, many retailers are focusing
their attention on spaces they already
occupy rather than expanding into
new space, and layouts and design of
stores are becoming more compact.

03

Retail vacancy rates came down slowly
at a sluggish pace of recovery but a
recovery nonetheless. Asking rental
rates for available space appeared to
hit bottom by year-end 2011 after suffering a decline since year-end 2008.
Upscale centers in mature trade areas
held their rental rates and in some
cases pushed rates upward. Malls,
particularly “fortress” malls—the
strongest malls in the strongest trade
areas—did particularly well. Mall
REITs posted strong gains during the
year, among the strongest performers
of the property types. At the other end
of the quality spectrum, unanchored
strip centers on the urban fringe were
the weakest performers. Often these
centers were built in anticipation of
new homes that were put on hold for
years as the housing slump worsened.
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Outlook

20

In the face of these cross-currents,
retail sales have held up reasonably
well. In general, consumers spent
money for necessities and the occasional luxury, but they were far from
profligate. Perhaps the brightest spot
is that by mid-2012, the housing market began to recover after a number
of false starts. Prices bottomed in
the summer and began to move, particularly in some of the hardest-hit
markets such as Phoenix and Miami.
Existing home sales made a convincing move higher, and new home
construction rose as builder sentiment reached a post-recession high.
The supply of both new and existing
homes on the market remained low
throughout the year.

metrics were as good as, and in some
cases better than, office, industrial,
and even apartment properties—the
leader in recent years. This might be
because retail, fueled by the erratic
consumer, was viewed as riskier than
other property categories. But as
investor demand pushed down cap
rates for less risky (and lower yielding) assets, some investors took a second look at retail, which is now playing catch-up.

Millions (Sq. Ft.)

2011 but has risen only slightly since
then, a sign that consumers remain
cautious. Gas prices bounced around
in 2012, pulling back in the summer
driving season (counter to the usual
trend) and rising again in the fall due
to renewed unrest in the Middle East.

|

Source: Newmark Grubb Knight Frank, 2q 2012.
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Exhibit 3-D1. Apartment Property Volume and Pricing
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at 1 percent over the year-end 2011
level, per Real Capital Analytics. As
presented in Exhibit 3-D2, capitalization rates for the apartment sector
have held steady at 6.2 percent during
the first two quarters of 2012, which
represents a 16-basis-point decrease
from the average cap rate in 2011. The

average cap rate for garden apartments
(6.4 percent) continues to be well above
that of mid/high-rise apartments (5.6
percent). However, it is noteworthy
that the cap rate spread between these
subtypes is 20 basis points smaller
than in first half 2011. The apartment
sector is currently the only property

Exhibit 3-D2. Average Apartment Property Cap Rates
8
Avg. Cap Rate

7

Percent
6

5

3Q

In terms of the number of properties
exchanged, the year-over-year increase
in sales volume in first half 2012 closely
mirrored the increase in dollar volume
at 24 percent. Among apartment types,
garden-style properties observed the
highest growth during this period
and accounted for approximately twothirds of the total sales volume. Portfolio transactions contributed significantly to sales volume and totaled $3.5
billion during second quarter 2012,
marking the highest quarterly level
of portfolio sales since 2007. The largest portfolio transaction in first half
2012 was the California State Teachers’ Retirement System’s (CalSTRS’)
purchase of a 90-percent stake in the
LCOR portfolio, consisting of nearly
5,000 units spread across 14 properties.
This deal alone accounted for $738 million of transaction volume. Although
the pace (in terms of volume) by which
the sector is growing has slowed somewhat (see Exhibit 3-D1), apartment
properties continue to outperform
every other major property type and it
is clear that investors continue to favor
this category of commercial real estate.

$140

Average in Thousands $/Unit

Building on the strong momentum
developed throughout 2010 and 2011,
the apartment sector has remained the
leading performer in commercial real
estate in 2012. A total of $28.6 billion of
significant apartment properties were
sold in the first half of 2012, representing a year-over-year increase of 23 percent, according to Real Capital Analytics. This increase, while still robust,
was far less explosive than the 104-percent increase recognized between the
first half of 2010 and that of 2011. Even
so, the $16.2 billion of properties sold
during second quarter 2012 represents
the second highest quarterly total
since 2007.
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The Apartment Market
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In first half 2012, the average price per
apartment unit increased modestly

Source: Real Capital Analytics, 2q 2012.
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sector where the national average cap
rate is back to levels exhibited prior to
the start of the economic downturn
in 2008. Factors that have contributed
to the lower cap rates include sustained and historically low interest
rates, increased availability of capital,
strong sector fundamentals, and the
perceived safety of apartment assets
relative to other property types. Additionally, GSEs Fannie Mae and Freddie Mac provide apartments with a
financing advantage relative to other
property types. Further cap rate compression in the apartment sector, particularly in the primary markets, is
unlikely to continue, though improving fundamentals will likely continue
to drive pricing upwards. It is conceivable that average cap rates may even
inch upward slightly, as a greater proportion of transactions may occur in
secondary and certain tertiary markets
from investors seeking opportunities
for potentially higher yields.

|

Investor Composition

buyers in this sector in 2012. Bank of
America and Barclays Group were the
top sellers during the period, according
to Real Capital Analytics.

Throughout first half 2012, intense competition for top assets by both REITs and
institutions has continued. Equity Residential, UDR Inc., American Campus
Communities, and CalSTRS were active

A preference for core assets in major
markets such as New York City, Washington, DC, Los Angeles, and San Francisco over the past few years has continued into 2012. However, investors are
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now more willing to explore secondary
markets as well. As a result, secondary
markets posted the greatest year-overyear increase in sales during first half
2012, with dollar transaction volume
up 38 percent, according to Real Capital Analytics. In comparison, major
markets experienced only a 9-percent
increase increase in transaction volume during first half 2012, though the
number of properties traded increased
by 22 percent. This transaction data
indicates that not only are investors
focusing more attention on secondary
markets, but the average deal size in
major markets is decreasing as investors are willing to buy lesser-quality
properties in these areas. These trends
are likely to continue in the latter half
of 2012 and into 2013.
A diminishing supply of apartments,
strong sector fundamentals, and
intense competition for properties
has led to a growing pipeline of new
apartment projects as developers
look to capitalize on the tight market
conditions. According to Real Capital
Analytics, over $2 billion of apartment
development sites have been acquired
during first half 2012, nearly double
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Another supply-side factor which
could impact the apartment market
is the recent trend of investors buying distressed or foreclosed singlefamily homes with the intention of
renting them out. Blackstone Group
LP spent over $300 million in the
first half of 2012 buying more than
2,000 foreclosed homes. Other investors, including KKR & Co. and Colony
Capital, have implemented a similar
strategy. It is estimated by RealtyTrac
that there are approximately 600,000
homes owned by banks as REO.3 Further, according to Lender Processing
Services4, over 5 million additional
homes are already delinquent or are in
the foreclosure process. While there
is no shortage of distressed singlefamily homes to buy, management of
the rental homes could be challenging.
Unlike an apartment building, there is
generally not a concentration of homes
in one location to provide economies
of scale. Further, given that the homes
targeted are distressed, it is likely that
these homes will require certain renovation or repair prior to initially renting. It remains to be seen what impact
the single-family rental market may
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Exhibit 3-D3. Apartment Market Vacancy and Effective Rental Rate Growth
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the volume for all of 2011. The most
active buyers of these sites have been
REITs. Prices have averaged $66,000
per buildable unit in 2011 and the
first half of 2012, down from $100,000
reached at the peak, but up considerably from $36,000 observed in 2009.
In a few markets, such as Manhattan
and San Francisco, prices for sites are
approaching or have already exceeded
peak levels. Reis, Inc. projects that the
supply of new apartment units will
double in 2012 relative to 2011, and
will double again in 2013. Although
increases in supply may have a more
limited impact on apartment fundamentals in the short term, the longer-term possibility of overbuilding
does have the potential to negatively
impact this sector.

|

Source: Axiometrics, Inc., 2q2012.

have on the apartment sector, but it is
a trend worthy of attention.
Apartment Property Fundamentals

time period, the vacancy rate has fallen
every quarter from 6.9 percent in second quarter 2010 to 5.7 percent in second quarter 2012.

(courtesy of Axiometrics Inc.)

After an impressive performance in
2011, U.S. apartment market fundamentals continue to perform well in
2012 although they have moderated
slightly. Nationally, annual effective
rent growth peaked in second quarter 2011 at 5.1 percent and has averaged 4.3 percent since then, with the
vacancy rate continuing to decrease
each quarter.
As of second quarter 2012, annual
effective rental rates increased by
4.0 percent nationally. Even with
the decreasing rate of rental growth,
vacancies have continued to decline,
going from 6.0 percent in second quarter 2011 to 5.7 percent in second quarter 2012. Since the apartment recovery
began in second quarter 2010, annual
effective rent growth has been positive
for nine consecutive quarters, averaging 3.9 percent per year. Over this same

The annual increase in effective rental
rates has been driven by an increase
in asking rental rates and a corresponding decrease in concessions.
Over the past year, asking rental rates
have increased by 2.7 percent ($25 per
month) and the value of concessions
has fallen from the equivalent of 1.8
weeks of free rent ($37 per month) to 1.1
weeks ($25 per month), resulting in an
increase in effective rental rates of $40
per month, or 4.0 percent.
The level of effective rent of $1,036
($1.13 psf) per month in second quarter 2012 is 3.8 percent above the prior
peak’s level of rent of $998 ($1.07 psf) in
second quarter 2008, which is encouraging construction. According to
Axiometrics (as presented in Exhibit
3-D3), annual effective rent growth is
expected to be approximately 3.6 percent by the end of 2012, inching up to
4.7 percent in 2013, and declining down

3 REO Inventory Ballooning as Banks Hold Back Housing, June 11, 2012, RealtyTrac, CNBC.
4 New Housing Crisis, Not Enough to Buy, June 21, 2012, CNBC.
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Exhibit 3-D4. Forecasts of Effective Rental Rate Growth, Vacancy, and Potential Rental Revenue for the Top 20 Markets (2012-2015)
Effective Rent Growth

Vacancy

Potential Rental Revenue

Market

2011A

2012A&F

2012F

2013F

2014F

2015F

2011A

2012A&F

2012F

2013F

2014F

2015F

2011A

2012A&F

2012F

2013F

2014F

2015F

Atlanta

3.5%

3.2%

3.0%

4.9%

4.4%

3.9%

9.0%

7.8%

8.0%

5.9%

5.0%

5.9%

4.0%

5.2%

4.7%

6.2%

5.1%

2.5%

Austin

7.4%

5.1%

4.5%

4.9%

4.1%

3.2%

5.0%

4.7%

4.8%

4.5%

5.4%

6.3%

8.8%

5.8%

5.1%

4.5%

3.0%

2.4%

Boston

7.1%

6.2%

6.0%

5.2%

4.3%

3.7%

3.6%

4.0%

4.0%

3.1%

3.7%

4.7%

7.8%

6.2%

5.8%

5.9%

3.5%

2.5%

Charlotte

6.8%

5.9%

5.6%

5.1%

3.8%

3.3%

6.4%

5.4%

5.5%

4.9%

6.0%

6.4%

8.7%

6.6%

6.4%

5.1%

2.6%

2.9%

Chicago

5.1%

4.7%

4.2%

4.8%

4.1%

3.3%

5.0%

4.8%

4.9%

4.0%

4.2%

5.0%

5.6%

5.2%

4.4%

5.9%

3.0%

2.7%

Dallas

6.5%

4.7%

4.7%

4.4%

4.1%

3.1%

6.4%

5.8%

5.8%

5.2%

5.8%

6.4%

8.4%

5.0%

5.1%

5.0%

3.3%

2.6%

Denver

6.3%

6.6%

6.3%

6.1%

4.8%

3.9%

5.0%

5.0%

5.0%

4.1%

5.0%

6.1%

6.9%

7.2%

6.7%

6.9%

3.1%

3.2%

Houston

4.4%

6.5%

6.3%

4.4%

3.4%

2.7%

9.0%

7.0%

7.3%

5.4%

5.6%

6.3%

5.9%

8.4%

8.4%

5.7%

2.8%

1.8%

Las Vegas

-1.6%

0.5%

0.2%

3.8%

4.2%

3.2%

8.1%

7.4%

7.6%

5.4%

5.2%

5.9%

-0.8%

1.6%

1.3%

5.8%

3.4%

2.9%

LA

4.1%

3.1%

3.2%

5.9%

5.0%

4.4%

5.1%

4.8%

4.8%

3.8%

3.9%

4.4%

4.8%

3.0%

3.2%

7.2%

4.3%

3.9%

New York
Metro

4.2%

3.9%

3.4%

4.9%

4.0%

3.5%

3.2%

3.3%

3.3%

2.5%

2.7%

3.2%

5.4%

3.9%

3.4%

5.7%

3.4%

3.0%

Orlando

4.2%

3.9%

3.4%

5.2%

4.2%

3.6%

6.9%

6.0%

6.1%

4.5%

4.8%

5.8%

5.5%

5.0%

4.2%

6.6%

3.0%

3.1%

Phoenix

3.1%

2.4%

2.0%

4.8%

3.9%

3.5%

7.5%

7.1%

7.2%

5.5%

5.6%

6.2%

4.7%

3.0%

2.7%

6.6%

3.1%

3.1%

Riverside

2.9%

0.9%

1.0%

4.2%

4.9%

3.7%

5.8%

5.5%

5.6%

4.4%

5.0%

5.7%

3.4%

1.8%

1.8%

5.1%

4.0%

2.9%

San Diego

2.5%

3.4%

2.7%

5.8%

4.6%

3.4%

4.4%

4.7%

4.8%

3.7%

4.2%

5.0%

2.9%

3.7%

2.7%

6.6%

3.7%

2.7%

San Francisco

13.9%

9.9%

10.3%

6.6%

5.3%

4.4%

3.5%

3.7%

3.7%

3.2%

3.6%

4.3%

14.5%

9.9%

10.2%

6.9%

4.6%

3.9%

Santa Ana

5.4%

3.5%

3.2%

5.4%

4.6%

4.0%

4.7%

4.6%

4.7%

3.8%

4.4%

5.1%

6.3%

3.9%

3.6%

6.1%

3.7%

3.4%

Seattle

6.1%

6.2%

5.7%

5.0%

4.0%

3.1%

4.9%

4.4%

4.6%

4.1%

4.9%

5.6%

6.3%

7.4%

6.8%

5.0%

3.1%

2.5%

Tampa

3.2%

2.9%

2.8%

5.1%

3.8%

3.1%

7.2%

6.5%

6.6%

5.0%

5.4%

5.9%

3.6%

4.2%

3.9%

6.7%

2.5%

3.1%

Washington,
DC Metro

3.6%

3.5%

3.3%

5.2%

4.0%

3.6%

4.7%

4.7%

4.8%

4.2%

4.9%

5.4%

3.4%

4.3%

3.9%

5.4%

2.9%

3.4%

U.S.

4.2%

3.6%

3.4%

4.7%

3.7%

3.0%

6.2%

5.5%

5.6%

4.7%

5.1%

5.8%

5.0%

4.5%

4.3%

5.5%

2.8%

2.4%

Source: Axiometrics, Inc., 2q 2012.

to 3.0 percent by 2015. The vacancy rate
is expected to continue to decline to a
low of 4.7 percent in 2013, subsequently
increasing to 5.8 percent by 2015 due
to an anticipated increase in supply
brought about by new construction.
There are a large number of markets
that may outperform the U.S. average in terms of cumulative potential
rental revenue growth from 2013 to
2015. (Potential rental revenue growth
is the combined change in effective
rental rates and occupancy.) Almost
all of the Top 20 markets in Exhibit
3-D4 are expected to outperform the
U.S. over the specified period, with
Los Angeles, San Francisco, Atlanta,
Santa Ana, Denver, San Diego, and
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Phoenix leading in performance.
The lower performing markets are
expected to be Austin, Houston, Charlotte, Seattle, and Dallas.
Outlook
The overall outlook for the apartment
sector appears to be positive (particularly in the short term), given the
strong fundamentals, the lag in new
supply, and the relative availability of
financing for apartment investments.
The positive fundamentals have largely
been a direct result of the decreasing
homeownership rate, which has fallen
to the lowest level in 15 years (from its
peak of over 69 percent in 2004 to just
over 65 percent in first quarter 2012),
as well as the lack of new supply. However, this trend in homeownership may
diminish, with housing affordability at
historic levels in many markets, and
apartment rents on the rise.
The growing pipeline of apartment
development projects, increase in
unit completions over the next several years, and the potential impact of
distressed single-family home rentals
are all trends which may pose longerterm headwinds to the apartment sector. It appears that low job growth (as
presented in Exhibit 3-D5) will continue to be the biggest threat to apartments in the short term, as demand
may become more pegged to job creation and less to trends of owning versus renting. That said, according to the

BLS, a disproportionate share (nearly 75
percent) of employment gains since the
beginning of the recovery cycle have
been in the 20 – 34-year-old age group,
considered the key renter demographic.
This trend is likely to continue to accelerate demand for apartments above
modest employment gains. It appears

that investors will continue to favor
the apartment sector in the foreseeable
future, as evidenced by the increasing
transaction volume and development
trends. Based on the aforementioned
factors, apartments appear well-poised
to possibly experience another year of
solid growth in 2013.

Exhibit 3-D5. Key Assumptions for U.S. Forecast
Actual

Forecast

Key Variable

2008

2009

2010

2011

2012A&F

2012

2013

2014

2015

Employment (000)

136,171.0

130,524.3

131,278.3

133,002.3

134,658.3

133,822.8

137,031.1

139,544.4

141,548.4

Job Growth (000)

(2,746.0)

(5,646.7)

754.0

1,724.0

1,656.0

1,165.0

2,372.8

2,513.3

2,004.0

Job Growth %

-1.98%

-4.15%

0.58%

1.31%

1.25%

0.88%

1.76%

1.83%

1.44%

Total Residential Permitting

905,359

582,963

604,610

624,061

969,781

897,795

1,507,483

1,874,595

1,764,633

Demand/Supply Ratio

-2.0

-6.2

1.3

2.9

3.0

2.7

2.6

2.3

1.4

Housing Affordability Index

171.6

206.8

228.0

231.4

239.0

242.8

207.1

183.3

179.2

Sources: Axiometrics, Inc., U.S. Bureau of the Census, U.S. Bureau of Labor Statistics, Housing Affordability Index, DataQuick, National Association of REALTORS,
U.S. Department of Housing and Urban Development, Federal Housing Financing Agency, 2q 2012.
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The Hotel Market
Market Overview
As in previous recessionary periods,
hotels generally recover faster than
other property types due to their ability to immediately capitalize on daily
occupancy and rate changes. If history
is a guide, improvement in general economic conditions should materialize,
with the fiscal cliff, global economic
conditions, and Middle East issues
notwithstanding. Despite the domestic
and global concerns, hotel metrics are
improving. According to Smith Travel
Research (STR), occupancy, average
rate, and revenue per available room
(RevPAR) for hotel properties in the
U.S. trended upward through the first
eight months of 2012. STR also reported
that the hotel industry has achieved
the highest level on record in terms
of room revenue, $78 billion, and that
demand has outpaced supply for 25
consecutive months. Compared with
many other propery types, the hotel
recovery is well on its way, and U.S.
hotel occupancy has recovered to prerecession levels and is supported with
a solid platform for sustained growth.
Driving occupancy is room demand,
which continues to strengthen as
developers have refrained from flooding the market with an abundance
of new supply. According to Marcus
and Millichap, both leisure and business travelers continue to fill rooms,
resulting in improving occupancy
in a majority of markets. As a result,
from January to July 2012, the U.S.
hotel industry sold more rooms than
during any other six-month period.
According to STR, nationwide occupancy is projected to finish at 61.2 percent, reflecting a 2.6-percent increase
in room demand in 2012 over 2011.
However, the 2.5-percent rise in room
demand posted in September 2012 may
signal the end of easy year-over-year

comparisons to depressed or soft yearearlier periods.5 PKF attributes this
slowdown to less favorable prior-year
comparisons, uncertainty in the economy due to the presidential election,
and the lag effect of a drop in the leading economic indicators.
The anticipated pricing power resulting
from increased demand has not materialized, as U.S. average hotel rates have
struggled to maintain a rebound trajectory to pre-recessionary levels. After a
strong first half of the year, 2012 average daily rate (ADR) growth has slowed
in the second half. Since occupancy
has stabilized, ADR growth is the main
focus of hotel operators. In an economic
downturn, hotel operators decrease the
rate to save occupancy, and in some
markets, rates decreased more than 30
percent. Unfortunately, due to the duration of the current economic downturn,
travelers have been sensitive to significant rate increases. In addition, travelers have continued to look for bargains
by using on-line travel agents to book
rooms, which limits rate increases.
These issues, coupled with the lack of

high ADR group business, have failed
to contribute to a sustainable trajectory
in ADR increases overall. According to
STR, the national ADR is projected to
finish the year 2012 at $106.15, or 4.4
percent higher than 2011 results. While
the increase in the ADR from one year
ago marks a notable and positive trend,
the current level is 6 percent short of the
ADR in year 2000, the increased Consumer Price Index (CPI), and 1.1 percent
short of the high point attained before
the recession. ADR is growing, but at
this level, it is still generally a disappointment to hotel operators.
As one of the most widely-followed
hotel metrics, RevPAR is the product
of occupancy and ADR at a given measurement date and provides a picture
of revenues at a specific occupancy.
Since the downturn, occupancy grew
rapidly, however ADR growth was
negative and somewhat unresponsive. Thus far in 2012, ADR has driven
RevPAR growth, primarily due to real
personal income growth and corporate
profits resulting in increased leisure
and business travel. The recent growth

5 HotelNewsNow.com, STR:US hotel results week ending 29 September 2012, October 5, 2012.
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in RevPAR has prompted STR and PKF
to revise and increase their RevPAR
forecast. The 2012 revised RevPAR
performance reflects a 6.5-percent to
7.2-percent increase over 2011, and
2011 RevPAR performance increased
8.2 percent over 2010 results. The combination of high room demand and
limited new supply should likely result
in limited pricing power and support
for future RevPAR increases.
Given that new construction growth is
occurring primarily in the upper midscale and upscale segments and supply
is marginal, STR forecasts 2012 supply growth at 0.5 percent. With forecasted room demand at all-time highs,
the industry should be entering into a
new construction growth cycle, but for
the following impediments to growth.
Construction financing remains more
challenging to obtain than debt to
acquire existing properties, and many
lenders remain cautious regarding the
immediate and potentially adverse
effects of another economic slowdown
on the hotel segment. The pipeline
remains relatively thin by historical standards, however, according to
Lodging Economics, and room counts
under construction is at its highest
level, with construction starts and new
project announcements continuing to
grow. Lodging Economics’ new forecast for 2014 is 446 construction projects/48,335 rooms, which, if accurate,
will result in a 31-percent increase of
new rooms over the cyclical bottom set
in 2011. The U.S. markets with the most
rooms under construction are New
York, Orlando, Washington, DC, Chicago, Nashville, Denver, Philadelphia,
Miami, and Los Angeles. According
to STR, the largest impact to RevPAR
growth is New York, with 9,490 rooms
(or 9.2 percent of existing supply) under
construction.
Transaction Activity
The 2012 transaction volume in
the lodging sector remains tepid.
According to Real Capital Analytics,

year-to-date 2012 sales of significant hotels have totaled $10.8 billion, down 22 percent from the same
period in 2011. (It should be noted
that the 2011 sales total was impacted
by two major limited service transactions that accounted for 60 percent of
the volume.)
There has been a shift in investment
strategy with fewer REIT purchases and
fewer struggling assets trading. However, REITs still account for many of the

large asset trades that have occurred
this year. The Grand Hyatt in Washington, DC, which sold for approximately
$396.85 million, and the Essex House,
which sold for approximately $362.3
million, were the largest hotel transactions thus far in 2012. Most major deals
occurred in the primary urban markets, namely New York, San Francisco,
and Washington, DC. A list of the top
10 highest-priced transactions year-todate 2012, as provided by Real Capital
Analytics, is provided in Exhibit 3-E1.

Exhibit 3-E1. Top Hotel Transactions by Sales Volume for First Half 2012
Property

Location

Rooms

Price

Price/room

Buyer

Grand Hyatt

Washington, DC

888

$396.85 million

$446,903

Host Hotels & Resorts

Essex House

New York

518

$362.3 million

$669,421

Strategic JV KSL

Manhattan at Times
Square

New York

665

$275 million

$413,534

Rockpoint JV
Highgate JV
Whitehall

Wyndham Parc 55

San Francisco

1,010

$230 million

$227,723

Blackstone

Perry South Beach

Miami

589

$230 million

$390,492

Starwood JV
Lefrak JV
Other JV Partner

Anaheim

1,572

$216.1 million

$137,474

HHC HA

San Francisco

676

$200 million

$295,858

Woodridge JV
Oaktree JV
Colony

Hilton
Fairmont
Ritz Carlton Central Park
Loews Hollywood
Ritz Carlton Reynolds
Plantation

New York

261

$198.04 million

$758,776

Westbrook

Los Angeles

632

$169 million

$267,405

Loews

Greensboro, GA

251

$160 million

$637,450

MetLife

Source: Real Capital Analytics, 2q 2012.
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Not listed in Exhibit 3-E1 is Blackstone
Group’s nearly $1.8 billion acquisition
of 103,716 Motel 6 rooms and Goldman
Sachs’ JV Gamercy pending portfolio
acquisition of 3,100 Hilton hotel rooms
for approximately $252 million. Sales
activity in September 2012 appears to
be on track to exceed August results,
but third quarter 2012 volume will
likely be 20 percent lower than third
quarter 2011 volume.

Property

Location

Rooms

Price

Price/room

Buyer

Cassa

New York

165

$126 million

$763,636

HNA Property Holding
Company Limited

Ritz Carlton Central Park

New York

261

$198.04 million

$758,776

Westbrook

Essex House

New York

518

$362.3 million

$669,421

Strategic JV KSL

Greensboro, GA

251

$160 million

$637,450

MetLife

Savannah

75

$45 million

$600,000

Inland America

Miami

93

$50 million

$537,634

Chateau Group

Brooklyn

64

$33 million

$515,625

King & Grove JV Chetrit
Group

Los Angeles

258

$125 million

$484,496

Pebblebrook

New York

100

$48.3 million

$483,000

Presidio/Domain

Santa Barbara

97

$43.5 million

$448,454

Kimpton

Ritz Carlton Reynolds
Plantation
Bohemian

W Los Angeles
Avalon
Canary Hotel

Source: Real Capital Analytics, 2q 2012.

Investor Composition
The composition of investors in hotel
properties reflects a pull-back in
acquisitions by REITs and private
equity funds. Improved financing
conditions are fostering a rebound in
acquisitions by the institutional and
private sectors, and in fact, Real Capital Analytics reports that the private
and institutional sectors are the only

capital groups that have increased
acquisitions and the average price
paid for them in 2012. Hotel acquisitions by institutional and private sectors over the previous 12 months, as
of October 2012, are 23 percent and
19 percent, respectively, ahead of the
two-year average. Private buyers are
more focused on distressed properties,
which have accounted for 35 percent of
the group’s acquisitions this year.

Exhibit 3-E3. Hotel Property Volume and Pricing
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According to Real Capital Analytics, unit pricing of lodging properties is 20 percent lower than the near
$175,000 per key recorded in second
quarter 2011, as demonstrated in
Exhibit 3-E3. The average price per
key for hotels has declined due to
the robust increase in tertiary market hotel transactions, primarily in
the Southeast region. Comparatively,
secondary and major market trades
declined 26 percent to 28 percent in
first half 2012 compared to 2011.

Hotel Williamsburg

Average $k/Unit

Sales of the Motel 6 portfolio and
the New York Plaza will bolster overall deal volume for the second half
of 2012. Nevertheless, overall 2012
transaction activity is anticipated to
be below the 2011 level, which totaled
$19.4 billion. Industry analysts expect
between $10 billion and $15 billion in
activity in 2012, similar to the level
exhibited during 2010.

T U R N t h e PAG E

Exhibit 3-E2. Top Hotel Transactions by Price Per Key for First Half 2012

Best Western Oceanfront

The price per key remains at a fairly
strong level overall, and Manhattan hotels in particular continue to
appeal to buyers who are willing to
pay the high market entry fee. The
recently-built Cassa Hotel in New
York attracted the highest price per
room at more than $760,000, per Real
Capital Analytics. Of special note are
the sales of select-service properties
in the New York market (a Hampton
Inn and a Courtyard by Marriott) that
were acquired at high per-key prices.
Exhibit 3-E2 lists transactions that
garnered high per-key pricing year to
date 2012, according to Real Capital
Analytics.

|

Source: Real Capital Analytics, 2q 2012.
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The REITs, which had a dominant
22-percent share of all hotel transactions over the past 24 months with
acquisitions totaling a yearly average
of $5.9 billion, made less than $5.409
billion of acquisitions in the trailing
12 months leading to October 2012.
Although overall volume was down,
they still commanded a 26-percent
share of the market. DiamondRock,
LaSalle Hotel Properties, and RLJ
Lodging are the only REITs currently
on track to exceed 2011 acquisition
levels in 2012.
Cross-border investors have also
reduced hotel acquisitions, with just
$400 million of transactions in first
half 2012 compared to $2.0 billion for
all of 2011. Cross-border capital flows
are down globally, although the U.S.
is capturing a greater share. Pending
acquisitions in Manhattan by Indian
conglomerate Sahara India Pariwar
will likely substantially bolster crossborder totals in coming months.

continues to favor sellers. The stability
exhibited by capitalization rates reflects
the consistent quality of the majority
of the assets brought to market. If and
when the lending market opens to lower
quality assets, capitalization rates may
rise, on average. However, if future ADR
growth appears to accelerate and group
demand firms, the potential income
benefits anticipated by investors could
force capitalization rates lower.
According to data from Real Capital
Analytics through October 2012, realized capitalization rates have remained

T U R N t h e PAG E

relatively stable after a slight decrease
in the first quarter. The majority of the
transaction activity in the first quarter
occurred in the northeast region, quoting 6 percent to 7 percent capitalization
rates on net operating income in Year 1
(after FFE reserves) estimates. Although
national data has reflected an upward
trend for the full-service hotel sector
since mid-2011 (see RERC’s required
capitalization rates in Exhibit 3-E4),
capitalization rates for selective service properties have mitigated the rise
resulting in little change in capitalization rates for the hotel sector in 2012.

Exhibit 3-E4. Average Hotel Property Required Cap Rates
11.0
Terminal Cap Rate

10.5

Going-In Cap Rate
10.0
9.5

Percent

Private equity funds, which had a
dominant 46-percent share of all
hotel transactions over the past 24
months with acquisitions totaling a
yearly average of $12.26 billion, made
less than $8.181 billion of acquisitions in the trailing 12 months as of
October 2012. Although overall volume was down, they still commanded
a 36-percent share of the market.
Blackstone, Apollo, and Starwood
have been the most active buyers
of hotels so far this year, and Blackstone’s pending purchase of Motel 6
will add significantly to the totals.
Other active players from the sector
include Rockpoint, JP Morgan’s new
fund Junius, Invesco, and MetLife.
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The limited amount of available properties and the stringent lender requirements have resulted in fewer market
offerings, all of which require greater
analysis and transparency. Although
one could think otherwise, the market

Source: RERC, 2q 2012.
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Despite continued macroeconomic
headwinds fueled by global economic
issues, the U.S. lodging investment
industry continues to outperform the
broader market. Short-term considerations regarding managing the transaction pipeline fluctuations take priority, but going forward, buyer demand,
capital availability, and proper pricing
are expected to be the focal points.
However, for the longer term, lodging investors are considering what the
pace of the current overall economic
recovery cycle will have on the overall
lodging market.
Hotel Property Market Forecast
(Provided by PKF Consulting USA, LLC)

Based on performance data through
June 2012 as provided by STR and
Moody’s Analytics’ July 2012 domestic
economic forecast, PKF-HR is forecasting that RevPAR in the U.S. will increase
by 6.7 percent in 2012. This RevPAR
forecast is greater than the 5.8-percent
RevPAR growth rate presented in the
June 2012 edition of Hotel Horizons®.
According to PKF, the main reason for
the improved annual forecast was the
stronger than expected performance
of the market in second quarter 2012,
when RevPAR for U.S. hotels grew at
a pace of 7.9 percent, a full 2 percentage points greater than their previous
forecast of 5.9 percent. Robust demand
growth was the primary reason for the
superior gain in RevPAR.
Despite the strong performance of
the U.S. hotel market during first half
2012, PKF-HR expects that the pace of
growth will moderate during the second half of the year and during 2013,
as shown in Exhibit 3-E5. RevPAR estimates for 2013 are 6.2 percent, slightly
below their previous estimate.
Along with its improved forecast for
RevPAR for 2012 overall, PKF-HR has
boosted its projections for growth in
unit-level hotel profits for net operating income (NOI) to increase by
12.6 percent in 2012, up from its June

forecast of 9.3 percent. Typically,
hotel profit growth expectations are
enhanced when ADR begins to drive
revenue gains. However, in 2012, PKFHR’s increased outlook for RevPAR
change is driven by the stronger than
expected gains in occupancy. Historically, occupancy-driven RevPAR gains
did not lead to projections of significant improvement on the bottom line,

but improved management and cost
controls are helping to convert future
growth in revenue to double-digit
growth in NOI. PKF-HR forecasts unitlevel profits to increase by 10.9 percent
in 2013.
Exhibit 3-E6 (see next page) showcases
the PKF Hospitality Research, LLC Hotel
Horizons® forecasting universe.

Exhibit 3-E5. National Forecast Summary
Year

Occ

Δ Occ

ADR

Δ ADR

RevPAR

Δ RevPAR

2007

62.8%

-0.5%

$104.29

6.6%

$65.53

6.1%

2008

59.8%

-4.8%

$107.39

3.0%

$64.25

-2.0%

2009

54.6%

-8.8%

$98.07

-8.7%

$53.51

-16.7%

2010

57.5%

5.4%

$98.03

0.0%

$56.37

5.3%

2011

60.0%

4.3%

$101.70

3.7%

$60.99

8.2%

2012F

61.4%

2.4%

$105.99

4.2%

$65.09

6.7%

2013F

62.1%

1.1%

$111.30

5.0%

$69.12

6.2%

Sources: PKF-HR, September-November 2012 Edition Hotel Horizons® report, STR.
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Exhibit 3-E6. National Horizon Profile

National Horizon Profile: Average ADR Growth for 2013-2014
The map below displays the average annual change in average daily rate (ADR) from 2012 to 2013 and 2014.

Source: PKF-HR, September-November 2012 Edition Hotel Horizons® report.
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4 | OUTLOOK FOR 2013 AND BEYOND
The New Normal
As investors turn the page on 2012 and
prepare for a new year, they may also be
turning the page to an entirely new era.
According to many economists, many
of the old investing rules and suppositions do not apply, and the challenges
that investors have been facing globally and in the U.S. will likely dominate
the investment environment for a long
time—possibly through the rest of this
decade—as investors try and get used
to a new normal.
The world seems to be getting smaller,
and the U.S. seems to be affected more
directly than it would have even just a
few years ago. According to the European Central Bank, the debt crisis in
Europe will likely take years to work
through, and as various austerity measures are put in place, exports and the
stock market in the U.S. are already
seeing the results of such measures.
Back in Washington, it appears that
the disputes among political leaders
and the partisan divide will dominate
this nation’s fiscal policy for at least
another election cycle (or more), and
even though we have avoided falling
off the fiscal cliff at the end of 2012,
many more cliffs appear to be in store
as the nation begins to address things
such as debt ceilings, tax increases,
new healthcare legislation, additional
regulatory requirements, and entitlement spending. Many forecasts show
a slow-growing economy with continued weak employment growth, as
noted in this Expectations & Market
Realities in Real Estate 2013 report;
respondents to RERC’s investment
surveys and the majority of pollsters
report that investors, as well as the general populace, are more than ready to
turn the page.

Like it or not, uncertainty appears to be
the reality for the foreseeable future. It
will likely affect how business is conducted, where money is invested, how
and where people live and work, and
even how they raise and educate their
children. Although there are few bright
spots in this otherwise overcast outlook—a stabilizing residential market,
recent discoveries of natural gas and
shale in North Dakota, low interest
rates through mid-2015, among them—
we anticipate more trying times ahead
and uncertainty will likely continue in
one form or another, even as people are
determined to turn the page and get on
with life.
These are also the primary reasons why
commercial real estate has been and is
likely to continue to be attractive as an
investment. As discussed throughout
this report, although there are no guarantees and there are elements of risk
with any investment, commercial real

estate offers attractive potential absolute returns through income and modest appreciation. Despite the challenges
in this investment environment and the
new era, we expect that commercial real
estate will likely continue to perform as
the stable and transparent asset class
we have long known it to be.

RERC’s Commercial Real
Estate Value Outlook6
RERC forecasts aggregate National
Council of Real Estate Investment Fiduciaries (NCREIF) values as presented
in the NCREIF Property Index (NPI) to
increase by approximately 4.1 percent
throughout 2012, less than in 2011 when
the NPI increased 7.8 percent. During
third quarter 2012, the capital return
decreased from first and second quarter’s returns down to 0.9 percent. The
RERC Value Outlook demonstrates a
cumulative value increase from trough

6 This outlook and forecast is provided solely by RERC. Deloitte is not participating in this forecast in any way.
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Note: The most recent downturn depicted above (baseline) started in 2q 2008.
Sources: NCREIF, RERC, 3q 2012.

risk-adjusted returns over Treasury
rates. The spread between RERC’s
required internal rates of return (IRRs)
or pre-tax yield rates and 10-year Treasurys increased 30 basis points to 720
basis points during third quarter 2012,
as shown in Exhibit 4-2. This is nearly

150 basis points higher than the historical average back to first quarter
1990. The current spread is only 30
basis points lower than the historical
peaks reached in first quarter 2009 and
fourth quarter 2002, when the spreads
reached 750 basis points.

Exhibit 4-2. Spread Between RERC’s Required Pre-Tax Yield Rate and 10-Year Treasury Rate
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As has been the case for the past year,
commercial real estate investment
appeal going forward will likely continue to be the “assurity” of income (dividend) component versus the “speculative” value appreciation element—a
“back-to-basics” approach for investors.
Further consideration of back-to-basics
investment strategies can be found by
examining the historical NCREIF capital (value) index. NCRIEF, in combination with RERC’s value projection,
indicates that true value “appreciation”
would have been just 1.4 percent over
the 34-year reporting history of NCREIF,
if one deducted the capital expenditures
required to maintain the value of the
assets during this period of time.

Exhibit 4-1. RERC Value Outlook

Decrease Off Peak

In addition, as shown in Exhibit 4-1,
RERC’s projection is near 4.1 percent. If
you add an income return of 6 percent,
total returns are expected to be near
10.1 percent on an unleveraged basis
for 2012. As we look ahead, RERC’s forecast is bracketed by upside and downside scenarios that reflect total returns
expected to range from 3.7 percent to
9.7 percent, with the base case near 7.8
percent on an unleveraged basis, for
2013. It is also important to note that
RERC’s estimates are unleveraged, and
the use of debt (even prudent levels
exhibited by core funds) has a compounding impact on value increases
going forward. Thus, if positive leverage
is added to these estimates, compared
with many investment alternatives,
commercial real estate offers attractive potential risk-adjusted returns for
a core strategy.
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Increase Off Trough

to fourth quarter 2012 of approximately
20.1 percent (note that trough was
reached in first quarter 2010). NOTE:
It is important to understand that
RERC’s presentation provides an
aggregate view for the entire commercial real estate industry, and is not a
projection specific to tiers of funds that
exist throughout the industry.

|

Sources: RERC, Federal Reserve, 3Q 2012.
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Compared with many investment
alternatives and as noted in Chapter
2 of this report (see Exhibit 2-8), commercial real estate has historically generated a relatively high absolute return
with an attractive and steady income
return and modest appreciation.

Market Expectations &
Realities Outlook for 2013


As investors turn the page on 2012 and
look ahead to this new era, a variety of
indicators point to a continued slow
recovery in 2013, with commercial real
estate expected to earn relatively reasonable returns.








U.S. economic growth will
likely remain slow, with GDP
growth likely rising only modestly in 2013. Overall, consumer
spending is expected to remain
positive, business spending is
expected to increase (given the
amount of cash on hand), and it
is likely that government spending will be positive. International
trade imports and exports are
expected to be neutral.
It appears the job market will
remain weak, and much of the
decline in the unemployment rate
will have to do with the drop in the
labor force participation rate. The
“employment rate” has been stuck
at 58 percent for several consecutive years without any measurable improvement, and is likely to
remain close to this in 2013.
The Federal Reserve has instituted
QE3 to increase financial liquidity
through bond purchases. Inflation remains well-contained so
far, although it is likely to increase
slightly. Short-term interest rates
are expected to remain very low,
and NAR forecasts the 10-year
Treasury yield to increase to 2.2
percent by year-end 2013.
Requirements for higher returns
are drawing investors into riskier
strategies. The capital markets are

|

generally willing to support such
investor strategies, and lending
continues to expand in the primary markets. However, concerns
over stricter provisions under the
Dodd-Frank Wall Street Reform
and Consumer Protection Act and
Basel III will likely continue to
pose risks for the commercial real
estate debt markets for the next
couple years.
REITs have been strong performers in the commercial real estate
recovery, given their relatively
easy access to capital, high acquisition activity, and strong investment returns compared to traditional asset classes. However,
private equity real estate has had
a comparatively slower recovery, as investors have remained
more cautious. In addition, slower
recovery in the non-prime markets
provides significant challenges for
the $1.7 trillion in commercial real
estate debt set to mature between
2012 and 2016, particularly for the
approximately 30 percent of debt
estimated by Trepp, LLC, to be
“underwater.”
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The stabilizing trends in the commercial real estate market have
matured in 2012, and the recovering equity markets and historically low interest rates helped to
bolster commercial real estate
returns during the first half of
the year. However, during second
half 2012, sales slowed, as economic fundamentals anticipated
looming fiscal, regulatory, and
election outcomes.
Commercial property sales in
secondary and tertiary markets
gained ground in 2012 in both volume and yield, while transaction
volume in the primary markets
was mostly flat in first half 2012.
With global issues overshadowing concerns about the pace of
U.S. economic growth, it appears
that commercial properties should
continue to provide a safe foundation for growth.
The outlook for the office sector
recovery is for it to continue to proceed unevenly throughout 2012
and 2013. We expect the labor market should add enough jobs to create positive absorption in the office
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market, but it is unlikely to create
enough velocity to increase rental
rates much. According to Reis,
Inc. and Newmark Grubb Knight
Frank, expect the vacancy rate
to decline to 16.0 percent, rental
rates to increase very slightly, and
completions to total 12 million
square feet in 2013. Shadow space
is expected to continue to burn off
in 2013, as leases expire.
Net absorption of industrial
space is expected to increase to
140 million square feet in 2013,
the most since 2007. Expect the
overall industrial vacancy rate to
end 2013 at 8.3 percent, according to Newmark Grubb Knight
Frank. The recession in Europe
and slower growth in China is
putting a damper on U.S. exports,
but demand for large distribution
centers is expected to continue,
particularly in supply-constrained
industrial markets like Los Angeles
County and Northern New Jersey.
Given the slowdown in retail sales
in second quarter 2012, retailers
remain cautious about expanding
store space, and completion rates
are expected to be below their
historical averages over the next
five years. However, vacancy rates
have decreased 30 basis points
in the past year, and although
rents have grown less than 1 percent, this snail’s pace progress
is expected to continue in 2013,
particularly if the housing market
continues to improve.
The outlook for the apartment sector appears to be positive, given
strong fundamentals, lag in new
supply, and relative availability for
apartment investments in the short
term, although in some areas, it is
becoming more affordable to buy
a home than pay apartment rent.
In addition, the growing pipeline
of apartment development and
increased completions over the
next few years pose headwinds to
the sector. Nevertheless, according to Axiometrics, Inc., effective
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rental growth is forecasted to
increase 4.7 percent in 2013 while
vacancy rates should decrease to
4.7 percent.
Hotel occupancy, average room
rate, and RevPAR have trended
upward throughout most of 2012,
according to STR. However, the
pace of growth is expected to moderate in 2013, according to PKF
Consulting, with occupancy projected to increase 1.1 percent, ADR
to increase by 5.0 percent, and
RevPAR to increase 6.2 percent.
In addition, unit-level hotel profits
are forecasted to increase by 10.9
percent in 2013.
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Commercial real estate is rarely glamorous. However, as discussed in this
issue of Expectations & Market Realities in Real Estate—Turn the Page,
compared with many investment
alternatives, returns for this asset class
can be very attractive. Risk-adjusted
returns for commercial real estate in
2012 were down from what was seen
in other years, but NOI was positive
in 2012 and as reported herein, fundamentals are steady and are even
improving, albeit very slightly. Given
the Federal Reserve’s assurance that
interest rates will be low until mid2015, opportunities with reasonable
prices can still be found, particularly
in secondary and tertiary locations.

As noted by RERC institutional investment survey respondents, investors
are more than ready to turn the page
into 2013. Investors may not expect
much improvement in the future, but,
in general, they are anxious to put
the past behind them and get on with
things. According to Federal Reserve
Chairman Ben Bernanke, the investment environment will include a slow
economy, unsustainable debt levels,
continuing reliance on monetary policy versus fiscal policy, and continued
market volatility.
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SPONSORING FIRM

Real Estate Research Corporation
Real Estate Research Corporation (RERC) is one of the longest-serving and most wellrecognized national firms devoted to independent research, valuation, consulting, and
fiduciary and advisory services. RERC’s clients include institutional and individual
investors, development and investment firms, and government agencies at all levels.
Corporations, pension funds, and institutions seeking to diversify investment portfolios frequently call on RERC to provide fiduciary, valuation, or consulting services.
Independent Fiduciary Services - As a registered investment adviser with the Securities and Exchange Commission (SEC) and with its 80 years of research, valuation, and
consulting experience, RERC is ideally suited to provide a variety of real estate-related
services for institutions that manage real estate assets for others:




Independent fiduciary services for a leading investment manager of a 180-property portfolio with gross asset values of about $12 billion.
Fairness opinions on dozens of major acquisitions totaling over $1 billion.
Valuation consultant for the second largest pension fund in the U.S.

Valuation and Consulting Services - As one of its core businesses, RERC performs
independent property valuations and analyses founded in thoroughly researched
market fundamentals. RERC’s valuation and consulting services feature:




Valuation and consulting expertise with office buildings, industrial properties,
retail properties, apartments, hotels and hospitality-related property, and multiuse properties in all major U.S. markets.
Appraisal management services including assisting with third-party appraiser
selection, developing approved vendor lists, and coordinating appraisal assignments and rotations.

Leadership
Kenneth P. Riggs, Jr.
Chairman & President
312.587.1900
Richard A. Hanson
Chief Executive Officer
312.587.1800
Del H. Kendall
Managing Director
713.661.8880
Donald A. Burns
Managing Director
770.623.4922
William L. Corbin
Managing Director
310.734.1401
Steven W. Thompson
Managing Director
713.661.8880
Brian T. Velky
Managing Director
515.309.7601

Management and Valuation Information Systems - RERC’s management information system and valuation management system services offer completely customizable technology solutions that offer clients real-time data and reporting to help manage their portfolios, track and store important files, and maintain information security.
RERC’s web-based systems manage a variety of equity portfolios valued in excess of
$100 billion.
Research & Publications




The RERC DataCenter™ is a proprietary database that provides current and historical survey-based and transaction-based investment criteria, property volume
and pricing averages, and library and querying functions.
The RERC Real Estate Report is considered “the National Real Estate Authority” for investment returns and analysis, and has served the industry for 40
years. The report is best known for its survey-based capitalization and pre-tax
yield rates and expectations for 10 major property types on an institutional,
regional, and metro basis.

Real Estate Research Corporation
205 North Michigan Ave.
Suite 2200
Chicago, I L 60601-5923
312.587.1800
www.rerc.com
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SPONSORING FIRM

Deloitte
In today’s competitive environment, it is critical to stay ahead of industry trends and
respond dynamically to market opportunities.
As a recognized leader in providing audit, tax, consulting and financial advisory services
to the real estate industry, Deloitte’s clients include top REITs, private equity investors,
developers, property managers, lenders, brokerage firms, investment managers, pension funds, and leading homebuilding and engineering & construction companies.
Our multi-disciplinary approach allows us to provide regional, national and global services to our clients. Our real estate practice is recognized for bringing together teams
with diverse experience and knowledge to provide customized solutions for all clients.
Deloitte’s Real Estate Services industry sector in the United States comprises over 1,300
professionals supporting real estate clients out of offices in 50 cities; key locations include
Atlanta, Boston, Chicago, Dallas, Denver, Houston, Los Angeles, Miami, New York, San
Francisco, and Washington, D.C. Deloitte’s global Real Estate Services industry sector
includes over 4,800 professionals located in excess of 40 countries.
Key Real Estate Advisory services include:





Analysis of Distressed Real Estate,
Debt and Equity
Real Estate Due Diligence
Real Estate Corporate Finance*
Real Estate Valuations and Appraisals






Regulatory Capital Markets
Lease Advisory
Real Estate Market Studies
Fairness Opinions

Deloitte’s Real Estate practice serves:









3 of the top 5 brokerage firms
9 of the top 10 office owners
5 of the top 10 direct lenders and
intermediaries
4 of the top 10 industrial owners
7 of the top 10 retail RE managers
6 of the top 10 retail RE owners
9 of the top 10 RE investment managers
9 of the top 10 managers of defined
benefits assets











20 of the top 25 largest REITs
5 of the top 10 home financing REITs
6 of the top 10 apartment REITs
6 of the top 10 retail REITs
5 of the top 10 professional builders
6 of the top 10 contractors
6 of the top 10 green design firms
5 of the top 10 construction
management-at-risk firms
8 of the top 10 design-build firms

Sources: NAREIT, Retail Traffic, NREI, P&I, Builder on Line, ENR

Contacts
Robert O’Brien
Partner
U.S. Real Estate Services Leader
Deloitte & Touche LLP
312.486.2717
robrien@deloitte.com
Jim Berry
Partner
Real Estate Services
Deloitte & Touche LLP
214.840.7360
jiberry@deloitte.com
Matt Kimmel
Principal
Real Estate Services
Deloitte Financial Advisory Services LLP
312.486.3327
mkimmel@deloitte.com
Guy Langford
Principal
Distressed Debt & Assets Leader
Real Estate Services
Deloitte & Touche LLP
212.436.3020
glangford@deloitte.com
Ken Meyer
Principal
Real Estate Services
Deloitte Consulting LLP
973.602.5237
kenmeyer@deloitte.com
Larry Varellas
Partner
Real Estate Services
Deloitte Tax LLP
415.783.6637
varellas@deloitte.com

*Investment banking products and services within the United States are offered exclusively through Deloitte Corporate Finance LLC, member FINRA, and a wholly owned subsidiary of Deloitte Financial Advisory Services LLP.
As used in this document, “Deloitte” refers to one or more of Deloitte Touche Tohmatsu Limited, a UK private
company limited by guarantee, and its network of member firms, each of which is a legally separate and independent entity. Please see www.deloitte.com/about for a detailed description of the legal structure of Deloitte Touche
Tohmatsu Limited and its member firms. Please see www.deloitte.com/us/about for a detailed description of the
legal structure of Deloitte LLP and its subsidiaries. Certain services may not be available to attest clients under the
rules and regulations of public accounting.

To learn more, visit:
www.deloitte.com/us/realestate
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NATIONAL ASSOCIATION OF REALTORS®
RESEARCH DIVISION
The Mission of the NATIONAL ASSOCIATION OF REALTORS® Research Division
is to collect and disseminate timely, accurate and comprehensive real estate data
and to conduct economic analysis in order to inform and engage members, consumers, and policymakers and the media in a professional and accessible manner.
The Research Division monitors and analyzes economic indicators, including
gross domestic product, retail sales, industrial production, producer price index,
and employment data that impact commercial markets over time. Additionally,
NAR Research examines how changes in the economy affect the commercial real
estate business, and evaluates regulatory and legislative policy proposals for their
impact on REALTORS®, their clients and America’s property owners.

Contacts
Lawrence Yun, PhD
Sr. Vice President, Chief Economist
lyun@realtors.org
George Ratiu
Manager, Quantitative & Commercial
Research
gratiu@realtors.org

The Research Division provides several products covering commercial real
estate including:


Commercial Member Profile: The annual report details the business, transaction and demographic characteristics of commercial members.



Commercial Real Estate Outlook: The Research Division’s quarterly assessment of market fundamentals, the report covers macroeconomic conditions
underpinning commercial core property sectors, while providing a forwardlooking outlook of supply and demand.



Commercial Real Estate Quarterly Market Survey: Based on NAR’s national
commercial members’ activity, the report covers trends in commercial markets. Each report provides an analysis of market performance, sales and rental
transactions, cap rates, and business challenges.



Commercial Real Estate Lending Survey: The annual report details liquidity
conditions, funding sources and the impact of capital markets on commercial
members’ practice.

To find out about other products from NAR’s Research Division, visit
www.REALTOR.org/research-and-statistics

NATIONAL ASSOCIATION OF
REALTORS®
Headquarters:
430 North Michigan Ave.
Chicago, IL 60611
DC Office:
500 New Jersey Ave., NW
Washington, DC 20001
800-874-6500
www.realtor.org
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