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Midyear Update

IS CRE’s GLASS
HALF EMPTY
OR HALF FULL?

The industry's best data and its brightest minds gauge
the performance of, and expectations for, commercial
real estate and capital in the current global, regulatory

and economic environment

he analogics (o baseball are beyond

overused, hut the question on every-

one’s mind is how much longer per
formance will remain positive and what will
happen at the end of this cycle? We checked
in with some of the country's wp broker
ages and developers, who weighed in on
the state of commercial real esate o the
migdyear point. what's in store for the rest of
the vesus and their expectations in terms of
capital and development.

According 0 Cashman & Y
Atlas Summary, despite polit
crosshorder real estate investment
interest remains high and capital continues
to flow around the world, However, global
activity patter e shifting in terms of who
is investing and wh as new priorities
cimerge for some investors while others
pump the brakes, As a vesult, the most come
petitive sources of capital will continue w0
shift more rapidly than the market may
expect, CEW cautions. Overall, Asian capi-
tal will spread [urther into new markes this
vear, a rpassing North Americ
lLargest source of global investment in 2017,
subject to how Chinese owthound invesi-
ment develops, the report indicanes,

A rosier forecast is provided by JLL. The
firm reports that a jump-sian in the global
ecomomy has resulied in renewed energy in
several real estate markets, Office rental
growth is once again propelled by healthy
Ir;Lting demand, |'1-.t||'|1jng in 2007 prajec-
tions being revised wpwards, says JLL.
Improvements are most evident in Western

akefield's
al uncer-
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Europe, which, along with China, has
boosted leasing activie. Meanwhile, strong
vental increases have been recorded in the
housing sector in both the US and
Europe, The weight of capital pursuing real
1es 1o imcrease, with deal lows
ar 1o the solid grownd of 20146,

“The curvent reversion of wdal real ciane
returns toward historic norms i the mide 1o
b single digits s a sign of a natural nors
malization of resms, Occupancies remain
favorable in most property sectors, markets
with multifamily being the exception,”
observes Austin Maddux, EVP and depuny
portfolic manager at American Realty
Advisors, "Construction activity in general s
not problematic relative o demand, and,
lastly, bemding stanchards are il intace”

US investment activity was restrained due
to a drop in activity of 7.7% in the second
quarter, according 1o CBRE. When entig-
level ransactions are excluded, the 02
decline increases w approximately 10%.
The unevenly distributed decline is 1 le,
especially since only the Southeast and
Southwest show an increase in investment
activity. New York City, Los Angeles and San
F seo continued 1o atract the most
INVEs e, ;Lcrﬁul'uing for 326, of all :quui-
he first lall of 2017,
ere is a0 lot of capital and interest
rates are low in the Bay Area and Los
Angeles,” says Greg Calig
Cox Castle & Nicholson. =S
are eautious because assets are priced w
perfection and highly seruinized, while

SSIOTE

mer of

construction cosis have gone up, so com-
men estate is difficuln o find,”

Buchanan Street Partners also paints 1o
abundant capital on the sidelines, both
domestically and intermationally. Yet this is
arket dip than the beginning of
acted wough because undeployed
designated for US CRE investmen s
e high, sy Robert Doughe
partner of Buchanan Street, I property
values adjust dovmward causing retums o
improve, billions of dollars will pour back
in, shoring up prices, he says,

CRE investment volume wotaled $108.2
billion in 2, down by 4.8% from a year
ago, says CBRE. A decline in retail was the
main driver of the volume drop, while
other sectors were nearly on par with prior-
vear wotaks, Indusirial was the m:lfr SCCLOT 1o
ot vearovervear increase of 10.4%.

Cap rate movement was modest during
the: first two quarters of 2017, according te
CBREs North America Cap Rate Survey.
Only the retail sector posted 3
cap rates of move than 10 basis point:

The National Council of Real Estane
Investment Fiduciaries Property Index
(NP continued o moderate, underper-
forming the 5&P 500 and the US REIT
Inlex in €2 2017, For the vear ending June
30, the index's wal rewom was 6.97%,

Commercial mortgage produc
increased, as o lability re
fairly high. CMBS in particular
picked up, with 32 me more than
double that of one year ago, Moreover,

]
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CBRE's lender momentum index rose
27.9% from the same quarter kst vear,

“The most senior loan aflicer survey
from the Federal Reserve showed fewer
banks continuing to tghten stndards for
all forms of CRE lending amid demand that
was still weak,” says Heidi Learner, chicl
economist of Sawills Sudlev. “From an
actual asset perspective, (32 FDIC bank data
show a large pick-up in construction,/devel-
opment loans as well as continued growth
in mulifamily lending.”

Fed sins indicated the largest vear-over

vear change in loans secured by real estate
ocewrred in construction and development
at 1001 %. Industrial loans accounted for
the lowest yearoveryear change at 2.8%,.

A veport by Newmark Knight Frank inci-
cates that while overall US invesoment activ
iy declined 6% in the past 12 months,
vear-over-year growth was achieved in
ghobal gaeway markers such as Los Angeles,
Atlanta and Dallas. Western metros still
outpaee LS averages, with sigmificant mult-
Family rent growth in Phoenix, Sacramento,
Seattle, San Dicgo and Las Viegas,

Despite a slowdown in overall sales val-
i, the share of imernacional investiment
remains well above the long-term average
with overseas groups purchasing many tro-

phy assets in primary markets during the
past 12 months, CMBS issuance is on pace
1o eclipse last vear's worals, while bank and
thrilis continue to he lhl: [;I]g('.\.l lender
type by debt omstanding, NKF says.

While vields remain O for most prop-
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crty ypes, indusirial cap raes continue o
compress fivther due 1o susisined investor
demand for warehouse and distribution
centers tied 1o ecommeree, according w
the NKF report. Limited supply in the
industrial pipeline, low vacancy and
dbemand from coommerce and reeail finms
is pushing prices of raw land and indusirial
space outside major metros to record highs,
“Investors continue to pursue both core
and value-add sirategics. For new fund
searches im 2017, investor imterest in vilue-
abiled swrategics seems especially robuse,”
says ARA's Maddux, "The sirongest perfor
mance is i the industral secton As of Q2
2017, industrial real estte in the NP gen-
crated a doubledigit total retwrm over the
past 12 months, Industrial continuwes w
benefit from a number of positive factors,
including the buildowt of ecommerces
related logistics infrastructure aned increas-
ing conswmer consumption,”
I, wave of uncenaimty wis echoed in
the (3 Marcus & Millichap investor senti-
ment survey, highlighned by fiscal, wx and
political policy weighing on LS investor
decisions. Despite increased cantion, steady
apartment and CRE space demand coun-
terbalanced a portion of the uncenainty,
ning the decline in sentiment,

cont
Though some investors have stepped o the
sidelines 1o await additional policy clarity,
many see this as a window of opportunity
with less competition for assets-5
veyed investors plan to increase CRE invest-
ments during the next 12 months.

0% of sur-

Top: Renovating retadl sites such as the BLOC in Downtown Los Angeles has resulted in
an mproverment in surrounding reall, for eample the nearky Gaerropub Public Sehosl 213,

Lefz 5613 DTC Pl in Englewood, CO is an example of the type of properties in secondary
citbes that are uppmlling to Buchanan Street Partners.

Muost investors surveyed anticipate steady
cconomic growth in 2017 and 2018, but
9% of surveved investors eited rsing inter
sl rates as g concern for the coming year,
Respondents believe reduced regulations
and lower taxes will benefit CRE, but con-
sider wade protection and more siringent
immigration polici
these assets. Given the high demand for
ecommerce and logisties facilities, it is no
surprise that industrial investors are cur-
rently the most optimistic abowt future
asset appreciation, followed by apartment

s 0o b bess vorable Gor

aned hotel investors, according 1o the survey,

ommiercial real estate fundamentals
remain healthy and are experiencing a
natural moderation in rental e growih
and value appreciation rates from recently
elevated rates of growth,” savs Maddux,
“The economic environment continues o
provide a supportive taitwind for real estate
property fundamentals, which in wm sup-
ports continued confidence among capital
sourees, Reduced regulations and the pros-
pect of further 11'!411!:"“1!. reductions are
viewed Evorably by capital sources, further
bolstering investor confidence. There has
always been foreign capital interest in
domestic US commercial real estate. A dif-
Feremt points in tme, thay demand has
beeen from differing parts of the world, For
the secomd half of 2017, there may be some
reduced foreign demand from China due
[14] |]L:||'i|i|';|| comditions and Illllul'l'l-ll'l:'.', elec-
tions, but we expect continued foreign
capita] interest for the remainder of T
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~ £ Fewer banks are
@ @ continuing to tighten
standards for commercial
lending amid weak demand.”

HEIDI LEARMER

SAVILLS STUDLEY

s abouncds For many, bt
Buchanan Street points o

Indeed, opn
ot all, Broadly,
the longstanding but weakening property
recovery, now more than seven vears old,
The cresting point in the marken was last
vear and the post-election bounce tha

many predicted has yet to materialize,
Instead, so far this vear, the national prop-
crty market has been characterized by
diminished wansaction volume—Cy 2007
marked the lowest level of overall CRE
transctions simce 2003 and YO-Y siles were
off 18% versus O 2016,

In addition, Green Street Addvisors” come-
posite LIS price index was lat for (31 2007
after recording only 3.2% appreciaton m
2016 compared with an averge of 10.3%
per year from 2000 through 2005, And,
tightening CRE credit standards are evi-
dent as banks and other commercial prop-
ety lenders continue o pull back on the
reins, As aresult, earier this vear, the first
reduction in net demand for US CRE loans
since the current recovery began was
recorded, Buchanan indicates.

Im 2 related analysis, a recent Ten-X

report highlights slowing employment gains
across much of the country. Limited job
creation—a dynamic arising in a labor mar
ket approaching full emplovmeni—is likely
tor suppress the need for companies o aded
1o ar expand olfice space requirements,
slowing absorption. The study also notes
thiat vacancies remained Tat we start the year
and have subsequently hit the mid-vear
peoing with no improvement and at 16% M
with a vear ago. Vacancics remain at a level
Far higher than during the prior expansion,
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Stalled vacancies have resulied i lower remt
growth, with rents schancing at the slowest
pace since 2002, Ten-X expects vacancies o
reach a cyclical rough of 15.3% in 2018,
however the firm's dowr

le recessionary
model foresees vacancy levels reaching
17.6% by the end of 2020, which would be
on par with the recessionary peak in 3010

Buchanan Street also indicates peaking
fundamentals, specifically with regard 1w
oflice and muliifamily net absorption.
While sill healthy, these propeny ypes
continue o exhibit a downward trend
which began in mid-2015. Though rent
growth for both remains positive, the rate
of growth has slowed due o significant con-
strwection of olfice buildings and apanment
o es nationwide,

“There is a palpable pause. Investment
volumes are down,” Dougherty says. “We
1k it was due o summer dol-
s wias less prevalent in 20014
amd 2005, There is a diminished appetite
for mew investments; not the robust eoo-
nomic conditions we've seen previously,
With prices at the highest levels in many
ATEAS, We e circumspect.”

Investors seeking value in @ eresting mar
ket may ook 1o secondary locations, which
are attractive for several reasons, says
Dougherty, For one, suburban office space
is desirable w0 space users looking (o cut
coalx, a5 well as o workers who've heen

narkets.
AFY TN

priced out of urban housing
Inwestors are also eschewing pri
kets bevanse of concens about overbuild-
ing. Secondary cities like Phoenix, Denver
and San Diego have reported less new sup-
ply metro wide, and these areas have room
to run before substantial new supply is likely
tor dhampen income growth, Dowgherty fore-
casts. Finally, assets in these markets can be
aceuired well below replacement cost

ARAS Maddux has a dilferent perspec-
tive with regard o secondary markets,
though. “We expect continued health in
real estate fundamentals and sufficient
capital markets activity for the
the vear, supported by continuing eco-
nomic and employment growth, Chure 2007
expectation for core real estate returns
remains in line with our outlook at the
beginning of the vear,” he says. “As total
returns revert towards historical norms,
some investors are seeking 1o eam retums
samilar to those generated over the last sev
eral vears by accepting additional invest-
ment risk, including mking on increasing
leasing risk, Certain tvpes of investors con-
timuie o seck higher current vields by invest-
ing in secondary and tertiary markets,

lance of

While we view select valueaddd strategies a6
attractive for the remainder of 2007, for
core strategies, we remain committed w
primary markets and best-in-cliss assets that
feature creditworthy wenants and longer-
term leases with contraciual rate escalations

as opposed o chasing lowersquality builed-
ings and secondary/ tertiary markets where
income vield spreads have compressed.”
Beyond the and holis of basic ¢
and prognosticating. the latest trends point

to desiination rewil s one of the houes
development plays, Specifically, Collin
Creek Mall in Flano, TX and the BLOC
project in Los Angeles are examples of tired
malls that are getting new life as mixed-use

; s For new fund searches

in 2017, investor interest
in value-added strategies seems
especially robust.”

AUSTIN MADDUX

W REALTY AD

projects, often with an emtertaimment/ dest-
nation component. As a result, surrounding
neighborhoods have followed suin

Even mall properiics in less dynamic
markets have upside, Vanderhilt Medical
Mall in Mashville was a redevelopment of a
mall that converted the entire second level
into a medical plaea, while densifing the
retail on the ground level. And the former
Winddsor Mall in San Antonio was redevel-
oped into the corporate headguarters for
web-hosting company Rackspace, sparking
redevelopment of the surmmounding area.

With regard to the outlook into 2008, itis
a mixed bag of sentiments, but the general
opamion is that real estate is a vinble and sus-
taining investment throughont most prop-
CITy IVpes in many major meiros, for now.
Only time will el il prevailing winds will
blow it slightly off cowrse into the final
innings of the game, «
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