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Commercial real
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market takes hold

2Q07 and has yet to find bottom. From 2Q07 to 3Q09, prices have
decreased approximately 30 percent on a quarterly basis. The price
pst of industrial property is expected to stabilize or slightly decline
during the coming year. RERC’s required weighted average going-
in cap rate for the industrial sector has been stable during the past
few quarters and is expected to remain around 8.4 percent for the
year ahead. As one would expect, the East and West regions have
the lowest cap rates for the industrial sector and the highest average
prices psf.

Retail. Given the change in consumers’ shopping habits in
this recession, investment conditions for the retail sector vary.
For the most part, local shopping areas where consumers pick up
their nondiscretionary items will continue to do best in 2010, as
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reflected by RERC’s institutional investment conditions rating for
neighborhood/community retail properties at 4.4. Compare this
to the reduced amount of business typically seen by retail power
centers during recessions and periods of high unemployment and
one understands why the investment conditions rating for power
centers is 3.2, the second-lowest rated sector among all the property
types RERC regularly covers. Although very low, this rating is an
improvement from 1Q09 when the investment conditions rating for
retail power centers dropped to 2.6, the lowest rating ever received
for this property type. Like the industrial sector, the retail sector’s
current availability rate of 12.2 percent already has surpassed the
highest vacancy rate recorded since CBRE-EA began tracking these
rates in 1991. By year-end 2010, expectations are for retail avail-

ability to be at 12.9 percent. Net absorption

‘Investment Ratings, 3Q09

Rated on a scale from 1 (poor) to 10 (excellent)

for the retail market has been negative for
the past five quarters, according to CBRE-
EA, and is forecasted to remain negative
through the first half of 2010.

SECTOR 3Q09
Hotel
Industrial/Warehouse

2Q09

Multifamily

Office/CBD
Office/Suburban
Retail/Neighborhood
Retail/Power center
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3Q08

The average price psf of retail space
declined approximately 20 percent in the
past year, with this sector priced at $130 psf
in 3Q09, according to ITQ transaction anal-
ysis. The quarterly retail price psf peaked in
2Q07 and began stabilizing in 2Q09. Watch
for the price psf to come under pressure in
2010. Although the retail sector’s quarterly
transaction volume increased slightly in
3Q09, it is still down 75 percent from its
2007 high. RERC’s required going-in cap
rate expectation for the retail sector for 2010

3Q07
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has increased to 8.6 percent. On a regional
basis, the lowest cap rates for this sector
are in the East and West regions, where we
generally are finding the highest prices psf
as well.

KRequired Return
Expectations, 3Q09

Weighted averages based upon 3Q09 NCREIF portfolio market values

Hospitality. The lodging market continues

to suffer from both reduced business travel

and leisure travel, and as a result, the hotel

sector continues to receive the lowest invest-
ment conditions rating, 2.6, from RERC’s

Office Industrial Retall Multifamily  Hotel a?/;f;ag'é
Pretax yield/IRR 9.7 10.0 9.7 8.9 11.8 10.0
Going-in cap rate 8.4 8.4 8.6 7.5 9.7 85
Terminal cap rate 8.6 8.7 8.6 7.6 99 8.7
Rental growth 0.8 11 0.8 1.2 -04 0.9
Expense growth 2.6 2.7 29 2.7 2.8 2.8

institutional survey respondents. However,
this rating was an increase from the previous
quarter’s rating of 2.1, which was this sector’s
lowest since 1992. Although returns can change quickly in this sec-
tor and the pace of decline has been slowing, expect the decline to
continue in 2010, particularly in the luxury hotel segment, accord-
ing to Smith Travel Research. Watch for occupancy to drop to 55.1
percent, average daily rate to decline 3.4 percent to $93.16 per room,
and revenue per available room to fall 4.0 percent to $51.29. Although
these forecasts are not positive, STR expects 2010 to be slightly better
than 2009.

RERC’s adjusted quarterly transaction volume shows that hotel
volume peaked in 4Q07 and started to stabilize at the beginning
0f 2009. The average price per hotel unit has declined substantially
during the past year, and though there have been significantly
fewer transactions to analyze, it appears that the strongest pricing
averages can be found in the West region, while the lowest are in
the Midwest. The quarterly price per unit for the hotel sector also
peaked during 4Q07, but has yet to find a pricing bottom. With
respect to cap rates, RERC’s required going-in institutional cap rate
is 9.7 percent for the year ahead.

Source: RERC Investment Survey

Staying on the Path

Commercial real estate lags the economy, and since the economy
is just starting to find a bottom, we still have a slow recovery path
ahead for 2010 and 2011. Commercial real estate prices have come
down significantly during the past 18 months and will continue to
decline throughout 2010. Debt capital will continue to be stingy,
and the industry will continue to deleverage. Investors will grapple
with less pricing power and lower demand for space.

This is all part of an investment class running through its down
cycle. Though we told ourselves in the 1990s that we would not
make the same mistakes again, our memories are poor. As prices
edged up more than 60 percent between 2003 and 2008 for many
properties in most locations, we told ourselves that it was different
this time. (More likely greed caused our memories to fade.)

Warren Buffet, one of the foremost investors of our time, tells
us, “Be fearful when others are greedy, and be greedy when oth-
ers are fearful” As re-pricing takes hold, equity capital is eye-
ing solid investment opportunities. We do not have the liquidity
problem of the 1990s when sellers could not find buyers at any
price. Today we have a pricing versus value quandary

It’s Time to Buy

Based on institutional investor ratings

— plus a confidence issue. However, most investors are
weighted heavily by their existing investments and do
not have dry powder to get new deals done, even if they
have the courage to tackle new investment. The deals

5 will be done with fresh capital from new investors and

4 r large institutions that have the depth and courage to

3 access capital.

2 Buy / In the 1990s the noted real estate investor Sam Zell

1 A / said, “Stay alive to ’95.” This time around, at a recent
/ \ / conference where both Zell and I were speaking, he said,
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Difference

“Come clean by 2013.” While it’s not a clever rhyme, let’s
just say: Survive 2010! Further, be happy that you did,
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hopefully still in one piece with some courage and dedi-
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cation left to continue on into commercial real estate’s
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next investment cycle.
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executive officer of Real Estate Research Corp. Contact him
at riggs@rerc.com.
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