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Commentary
Going into the fourth quarter of 2004 a number of
major isstes loomed over the cconomy.including the
presidential election. While the election is behind us,
otherissues continue to nag—in particularv. the contlict
in Iraqg. the value ol the dollar, health care costs, and
oil prices. Howeversthere are a nimber ol signs that
the cconomy remains ontrack including relatively Tow
interest rates. moderate inflation, incereasing business
imvestment. strong productivity fevels: and rising ex
ports. Inaddition o such businessand economic indi
cilors. eves continue to focus on Washington, DC as
the president rolls out his economice azenda, which
includes simplification ol the tax codesa massive over
haul of Social Securitycand health care reform. Assum
ing there are no major shocks on the legislative front
arthe geopolitical scene. the domestic cconomy seems
fo-he onca path to recovery that may prove 1o be sus
Lainable thongh notas stellar as some might wanl.

Overall the real estate market has fared remark
ablvwellin the recent economic environment. \While
fundamentals continte to struggle to turn the cor
nee the lageed recovery that was anticipated is sull
plaving out. There are some markets in which de
velopers are posturing themselves Tora new wane
of expansion. Similarhv cmomentinm is building for
more innovative developments.such as lifesiyle cen
ters and mined-use development thal some see s a
panacea formanaging urban grosth by ~densilying”
and revitalizing our centralb cities, This trend will
carey into 2005 and hears monitoring as the depth
ol the demand for such projects and their economic
viabitity becomes elearver

On the investment side ol the equation. the real
esltate market conlinues o outperform other sectors

in terms of Wotal returns, although the upside pres-

oot ihe tooos Bhosledye the s ontrbators

Nabvoond

Tt e aende te iy Teegn gt e

sure has been derived from strong iy estor demand
that has driven cap rates Lo historical Tows: During
2000 itis tikely that capital flow s into peal estate will
become more tempered. with investors demanding
more competitive returns, This coneern has raised
mterest m the erowing debate over whether we are
ina commercial and residential real estate “hubbte”
or whether the marcket is merely “over exuberant”™
and improving fundamentals will cateh up to vatoes,
The zood news is the hroader ccononnie recovery
might ke some pressare ofl vields driven by cap
rales.and allow the market o settle into s naturat
mode ol providing competitive rish adjusted retarns

as the capital and spatial markets tall imto alienment.

The Economic Environment

Economic Growth

The prospectsfor U.sceconomic erow th renain zen
crally positivesalthough the seene stilhis clouded by
mrined sienals, The two strongest sectors thal have
bolstered the cconomy over the past several yvears
residential construction and inventory mvestment
may have plaved outs While netther industey s in
imminent danger of i major retrenclhiment, rising
ierest rides anda cenerally cautious attitude within
corporate \imerica shouald dampen both sectors as
they move toward long term ayeraces, Tndeed busi
ness prolits seem to be peaking, with carnings
aronth tapering oft moderatels. Fhis pressure on
bottom line perlormance is expected to continue as
companies inerease laborand imvestment expenses
to position themselves for the anticipated economie
recovery, Little helpis expected from the 2oy ernment
sector. which already is under pressure from the
record federal deficits weak revenue fows:and de

pleted state coffersc With consumer enthusiasny and
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capacity somew hat reduced. the Tevel of gross do
mestic prodoct (GDPy aronwth will depend on busi
ness investmentand exports that in turn depend on
expectations and a cheap dollar Prospects for grow th

i GDPappearto be positive but tempered. building

on the moderate improvement in the second hatf of

the yearand pushing o lor the 2000Hfourth quarter.
The ceneral outlooh for ecconomice growth in 2005 is
around 5% with some slippage before strength

ening Later in the vear.

Employment

\s during mach of 200 the employment scene re

mains one ol the more trounbling arcas of the recoy

ey with employment gains cottinuing 1o disap

point. This nnderperformance remains a concern:
many observers are looking at emplovmentas a key
indicator that businesses have sufficient confidence
in the economy to stake their bottom lines on the
recovery. On a positive note. nonfarm payrotl em

ploxmentdid pick up in October 2008 W hile the rise
in cmplovment was welcomed, enthusiasm was
weithened by knowledge thal some of the gains were
alemporary phenomenon associated with hurricance
cleanup. During the fiest three quarters of 20040 the
pace ol mass lavolls moderated. hoth in terms ol the
number of kinoft events and the number of effected
cimployees: There is some solace in the annuatized
rateowhich is the lowest sinee 20000 In terms ol in

dustry sectors, lavolls in manulacturing accounted
for-about one-thivd ol all losses followed by admin

Istrative and waste services,with most of those jobs
in the temporary category.,

Prospects for additionat cimployviment growth re
main gonarded.with the leek of crowth in the manu
facturing sector creating concern. 'The help wanted
index incereased moderately in the 2000 fourth quar-
ter. although the trend swas unstable. The cood news
is that the increases have been dispersed across in
dustey sectors Within the manulactiring sector. du
rable zoods ehed outa stight gain in jobs.swhile non
durables jobs sutflfered from further erosion. The ab
sence of growth inmanulacturing could continue to
affect the employment scene. especiatly il the dollar
begins to improve and exports lose some recent nio
mentum, Jobs continued to expand in the temporar
worker sector.despite some lavofls and total employ
ment levels below the peak level reached in 2000,

The unempltoyment rate has remained velatively
Mlat at around 55% and is an improvement over the
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peak reached in 2005 The pace ofinitial uncmploy -
ment clatms has continued its downward trend. re
(Tecting a 10% decline in yvear-over figures, while
continuing claims fell even more dramatically, The
bottom line on the employvment seene is that some
improvement is expected to continue. although not
at the pace needed to certify the recovers and bol-

ster consumer confidence on a sustainable basis.

Inflation and Interest Rates

[nflation remains under control in spite of recent in
creases inolt prices, This situation should hold well
into 2005 with limited risk ol a major increase. Strong
commodity futures suggest some upward pressure,
although much of the increase can be attribuled to
rising exports. Assuming employment growth con-
tinues to rises labor costs might begin to tick ap. With
the exception of apparel prices. which could benelit
from elimination of quotas. import prices also might
rise in response to the cheap dotlar,

The Federal Reserve (Fedy has gone down ils
anlicipated path. raising short-term interest rates five
limes in 20010 in a deliberate and predictable pat
tern that is expected to continue over the near lernn.
The outlook for shorl-term rates is for another 100
basis points increase over the next yvear: however.
the vield curve is expected to flattens with rising
short term rates ereeping up and long-term rales
holding. The tenuous nature of the recovery may
factor into decistonsomay prolong the inevitable in
creases.and may provide some inflationary visk. In
this environment. the federal funds rate should in
crease somewhal, but remain attractive relative lo
historical Tevels. The market will be pricing such
changes into its behavior, suggeesting a eradual ad-
justment to rising rates with little risk ol an overre-
action that could disrupt the economic seene.

The dollar continues to straggle globally —a situ
ation that caught many olf cuard due to the breadih
and depth ol the dolar’s decline refative to other
currencies. This was especially true for those ob-
servers who had anticipated gradual improvement
in the dolar based on mid-200-8 By the 2001 third
quarter. howeversitwas clear thal the deficit would
not be peaking over the near term.and thal the Fed
would be ageressively bolstering rates. Thus. the
dollar has continued 1o slip across the board. espe-
cially relative to the curo and many Asian curren
cies. This continued erosion is an ongoing cause of
concern. In particular. in some circles it is hecoms-
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ing clear that Toreign capital sources are growing
warv offunding U.S. deficitspending. Ifthis seenario
plays oul it will put more pressure on raising rates
to attract much-needed global capital. At the same
time, politicians in Washington, DC have shown fittle
interest in addressing the deficil, instead focusing
on increasing tax cuts and spending, Concern over
the global scene has importantimplications for the
bhond market, which has come to depend on such
imvestment and is vulnerable 1o declining investor
demand. This situation is Hikehy to ereate some near-
term volatility as issuers ey to floal new issues be

fore the market peaks.

Business Indicators

[Lconomice growth conceerns continue to focus on the
bhusiness sectors where business expansion and in-
vestment are important components of the recovery.
Businesses have set the stage. with business spend-
ine rising in the 2001 fourth quarter. U nfortunately
forthe broader cconomy.employviment grow th has not
been as robusl ereating some downward dragon the
ceonomic outlook. Employment costs have risen
moderately, with zains in 2oods-producing sectors
oulpacing those in service sectors. A signilicant por
lon of increases inemployment costs were attributed
(o the spiraling costs of henelits, leaving employees
with modest salary gains and declining benefit pack-
ages. This scenario s likely 1o continue, with ben
clits coming under more serutiny as companies seck
to maintain their slipping profit margins.

The recent inerease in exports was somew hat
higherthan expected and helped bolster overall eco
nonmric growth in the 2004 fourth gquarter. The out
look for exportindustries is relatively healthyowith
much of the credit attributable to the weak dollar
Despite improvementin exports, the lrade deficit has
continued 1o increase. The health of the dollar and
the United States” pereeived reluctance to inlervene
remains a wild card that could (rigzer backlashes
on the gtobal front and place downward pressure
ONn CNports.

With respeet to leading indicators: the resulls
through October 2001 were disappointing. with the
leading indes falling moderately for the ffth straighit
month. These declines however, have nol been suf
ficient Lo indicale the recovery has been derailed.
During the 200 Ethird quarter. manulacturing activ -
ity and shipments picked up, with rising orders
across most sectors. U nfitled orders also gained. con-
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tinuing a trend that has held for mare than a vear
Imventories of durable zoods also increased mod-
esthve although the totalb inventory to sales ratio re
mained flat and well below long-term averages, In
terms of durable zoods, defense-refated industries
enjoved strong cains. However the resulls were dis
appointing for nondefense, durable coods orders,
which fell moderately in the quarter. Capacity wtili
zation also held steady. above Tevels over the past
several vears bot stlf below long-term v erages, As
in the recent pastimprovement is expected forin
dustries associaled with defense technology Cequip
ment. heatths and distribution. The outlook is Tor
continued improvement in the manufacturing sec
tor as demand for exports builds: helping achieve

moderate but positive expansion during 2005,

Stock Market

In the 20006 fourth quarter. profits continued (o im
prove overthe prioryear. although the rate ofinerease
declined and caused concern among some inyestors,
Otherivestors, however, read this asa sizn that com
panies are shifting from a defensive to an offensive
posture. In elfeet. oplimists attributed the decline o
justified investments in ecquipment and labor by com
panies gearing up foreconomic expansion. There also
was recognition that agerecate heures had been al
feeted by losses associated with the hurricanes.

The combination ol slowing profits and rising
rates might portend a soltening in the stock market.
although itappears that many investors have already
discounted this phenomenon and remain locused
onother stoek market indicators. The final outeome
ol the national election was welcomed by many in-
vestors and caused a shift from bonds to stocks. 'FThe
weaherdolliaralso helped oflset the slower recovery
and might help corporate profit margins and carn
ings forecasts in some sectors, espectally farger 1S,
multinationals. In some cireless the emphasis has
shilted from price-carnings ratios to qls inverse--
carnings vieldsowhich are relatively attractive com
pared to alternative myvestirents, This is especially
true in a low interest rale environment and one in
which forward-lookimg carnings growth is antici-
pated. There also may bea llight to quality asinves
tors ey to pick winners that can recapture historical
performance levels: Predicting the market in this
cnvironment is particularhy challenging: expecta
lions are fora positive. but not stellav vear. This owt
look will depend on a number of factors including
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crierey prices. interest ratesc and consaomer confi
dence. Thos. assuming econamice expansion does nol
stumblecthe marketis likely to fhaetuate swith some

upside potential as investors search for returns,

Consumer Confidence

Therewas some concern thal consumer conlidence
would fall i the 2001 fourth quarter after a period
ol aptimism. Indecd. consamer conlidence did slip
i November 2000 disappointing Wall Streetand re
tatlers who were hoping fora post election rebonnd.
In cencral, consumers are refatively comfortable

with therr carrent situalions, bul are expressing

arowing concern rezarding the lature. A number of

factors have ted o this angsttincluding employment
prospects and rising costs (eaas healths eneray ). Vlso.
itappears thatthe prolonged involventent in Trag has
helped to nag away at confidence levels Some Took
for the Traqi elections o signal a point ol departare.
[ terms of market segmentation, confidence ley
clsin late 2000 varied sienificantiv: consumer con
fidence eroded the most among those at the bottom
of the income spectram. while upper-income con
stiers actually reported higher condidence levels,
Going forward. confidence levels will depend on
improvement in the emploviment piciure and on the
ceopolitical front. Clearly. consumers swill nol pro
pel the recovery. atthoueh they will he ready 1o do
thenr part it the recovery continues to expand and

cmploymentand wages beain to trend upward.

Retail Sales

Consumer sales fizures benefited fronyan uptick in
the 2000 third quarter. raising hopes fora strong sca
sonal surge in vear-end retail sales. This was good
newscespecially alterthe disappointing pace ol sales
arowth registered by many retaiters carlier last vear.
Optimism was bolstered by strong October sales
catns.survess of honseholds that pointed to increas
ing expenditures resolution ol election uncertainty
and relatively strong consumer confidence levels
wWilh respect to therr corrent situation. As a resull
many retailers entered the holiday season with high
hopes. Formany however these hopes were dashed
aftera briel post Thanksgiving rally sive way 1o a
disappointing weekend, This situation varied across
the tdustey. with the electronies and apper end
markels domg well and the middle and Tower ends

ol the markel steaggling, Fayen within these calego
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ries. the results were minedowith upscale discount
ers (e Target) doing well and dow nscale retailers
suffering. This latter sitnation was puncluated by
Wal-Mart which Taunched a wave of price culs to
ey Lo stimulate sales,

Despite mined resulls in the carly seasonal pe-
riod. there was some hope that the holiday sales would
improve as consumers indicated that they expecled
to increase holiday purchases over lastyear Holiday
sales have become something ol a wailing game be-
ween constmers and retaitersowith the fate of hoti
day siles zoing down to the wire as consumers wail
for retailers” spurt ol last-minute promotions.,

Durtng 2000 online retail sales gained sone
cround.with expectations fora stight inerease in the
percent of houscholds making purchases ontine:
these purchases are fed by books: followed by ap
parcl tovs.and music CDs, OFthose consumers who
mahe purchases ontine, reports sugeest they spent
over hall ol their budzels online, indicating strong
markel capture rates, Sinee a high percentage ol
online shoppers report satistaction with theiv prior
shopping experiences. the market is likely Lo con
tinue to expand. though it remains dwarted com
parcd to traditional in store shopping.

The antomobile industry showed signs ofl'life Tate
in 2000 with manutacturers hinving some success
in bolstering demand through new product innova
lons. This is particulariy true al the upper end of
the market. where sales ol Tuvary vehicles is ont-
performing the broader sector.

Looking a head, retailers swill receive a hoost to
their hottom lines in 2005 On January 1. the quola
system for apparel expired. which had established
mandatory allocations to poor countries. This should
create aowindlall for USoretaiters who will be able
to concentrale apparel purchases in countries that
have the Towest cost base. sach as China. The end
restll will be consolidation of apparel production
and declining prices of imported clothes While some
of the cost savings will be passed on to consumers,
the Tevel of transter swill vary widely. At the upper
end ol the market. which has been doimg well onits
own prices are expeeled to hold. thus enhaneiny
profit margins. Retaiters al the middle and lower
cnds of the price points are expecled 1o pass more
savings on lo consumers, although they will also
benelit from improved margins until competition

forces them to adjusl.
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Housing Market

The housing market continues to belie predictions
ol eventual soltening in spite ol the increases inin
terest rates that occearved inmid 200 LAV hile the rate
increases caused some consternation within the fi
nancial community. they did little to rein in the
charging housing markel. During the 2004 fourth
quarter. new home sales continued o outpertform
eypectalions and sales ol existing homes remained
strong, In terms ol single-family housing unit au-
thorizations. the market held up throughout 2001
and showed few signs of slippage. Indeed. housing
starts and anits under construction inereased mod-
crately throunghout the vear This sageests that in the
absence ot major increases in mortzage rates. the
strong housing marketwill carey into 2005\ ith this
positive but cautions outlook. the housing sector will
he closely watched this year.

\s in the relail market the top-end housing mar
ket has remained particularhy strong, especially siales
ol fuxury homes. Since these buyers tend to be insen
sitive to interest rates. this sector is expecled to stay
vizorons is long as the economice recovery conlinues.
\Lthe Jow end of the marketc appreciation has placed
pressure on workforee housing, especially in housing
markelswhere prices have ontpaced purchasing power
despite low interest rates, s a resulto there has beena
shewine oulward ofgrowth as moderate income work-
ers pursue the American Dream of homeownership.
While this sprawling effect runs counter to the smart
arow homovement that seeks to satisiy housing needs
through areater densilication ol central arcas. itis re
sponsive to some consumer prelerences and markel
behavior This is especially trae for middle class
vimerica forwhom the quality ol schools levels ol'ser
vices. recreation, and faciities are selling points, Van
financially stressed cities have been unable 1o ratehel
ap to support the new demands on serviees, \cecord
inghv, a number ol cities have been foreed o make
cutbachs in tamilyv-friendly amenitiesow hich has only
exacerbated the sprawling pressure induced by spi
raling housing cosls.

\ couple factors have helped extend the hous
ing boom and sastain it bexond swhat ordinarily
would have been its natural peak. In some of the
faster crowing markets (in terms ol households and
appreciation rates) the upward spiral on prices has
heen supplemented by the emergence of housing
specttators who have taken temporary positions in
new projects. only o sell their interests before the
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the upward spiral on
prices has been
supplemented by the
emergence ol housing
speculators

butldings actually open for occupaney. Obvious|y.
this specutative game can only he plaved forso long,
evposing imvestors to risk it rates turn up or the ap

preciation trend stadlso v second stimulus to the
houasing market that has vet to play oul is the in

crease in the ceiling for conforming Fannie Nace and
Freddie NMac morteages. As of January [othe con

forming foan linvi is 8360.0000 which swith a 20
cquity payvment translates into a loan on houses cosl

ing up to S150.000. This increase provides more al
fordable Toans for hizher priced houses.

Going forward, hoosing appreciation rales are
exvpecled to flatten out and starts are expected 1o mod
crate. There is rising concern that hameownership
rates.w hich are pushing 70%. may nol be sustainable
or may be approaching saturation levels, This sitaa
tion i~ most dramatic in the saburbs and
normetropolitan arcas.where over Dtaol households
ow i their houses compared to slichthy more than half
ol the contral city houscholds. This situation may con
litvre in 2005 10 the recovery stavs on tritcks morleagee
rate increases arc maoderate. and the ceconomy finally

shows emiploviment and carnings gains,

Real Estate and Capital Markets
Overview
Astheyearwinds downothe strenath inreal estate capi
tal Tow s shiows no sizen ol abating, This s 2ood news
for scllers and bad news for huversowho hanve had an
extremely diflicult time sourcing product. The chal
lenec is particutarly difficalt for cquity investors seek
ing to crow core real estate in portfolios. Fhis hits on
hoth the public and private side of the market. with
cap rates below real estate imvestment trisl (RETT)
Lareels and total returns unlikely 1o hold up against
the existing, onwned assels of private mstitutions,
Despite the extremely competitive arenia. trans
actionyvolume has remained hichowith near-record

sales for 2006 Private investors hine dominated the
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markel, oulpacing public investors in acquisition
volume: With respect to product lile evele. inlerest
in properties suitable for rehabilitation. renovalion,
expansion. or redevelopment has inercased. This
interest is retated to the scarch for returns, swith in-
vestors looking for higher-vielding., opportunistic
purchases to bolster core returns, While there s
some hope that veal estate fundamentals will im
prove and help stimulate income growth. itis doubt
ful that the market swill recover sufficiently o
strengthen current income returns.

On the debt front. the story remains the same,
with plentiful capital at attractive rates flowing
within the market. This situation is likely 1o con
tinue well into 2005, with the cheap dotlar altract:
inglorcign capital thatis likely to focus on the same
core assels coveted by domestic investors, Afthough
the pricing cannot hold up over the long term. there
is Title near term relielin sight for buvers who have
bheen hoping that prices would retreat.

During 2005 across-the bhoard appreciation will
begin to moderale as institutional holders stop chas
e deals as ageressively asin the past 1821 months,
The result will be maore downward pressure on cap
rates, ‘This repricing, however, will not be a near
term phenomenon. There is a backloz ofinvestable
capital on the sidelines that is secking to expand real
estale holdings, and it will be Tured back into the
markel by the promise ol an cconomic recovery. The
next wanve ol transactions is likely to focus on rental
correction and internal rates of return. as investors
shitt from o defensive mode to one based on more
sustainable pricing. The caveal here is that these
expeclations may not he met unless the economie
recovery holds up and the marketis once again able
to capture positive 2rowth in net income.

Construction Activity

tn the 2000 fourth quarter. constraction activity ley -
cls strengthened moderately along with the overall
ceonomy. with construction aclivity up almaost [0V
over 2005 Some improvement in conslruction was
attributed to the recovery from the devastating hur-
ricanes in the Southeast.

The residential sector was the driving foree be
hind construction growthowith the single family seg
ment leading the way, Daring the Tourth quarter,
however. there were signs that the housing market
was coaling oftowith single-family and multifamily
construction both tailing olf.

m It Apprassal Joutsal, Wanter 20U

Nonresidential construction aclivily rose early
in the fourth quarter, fed by the launching of some
major office projeets. This trend is expected to con-
tinue, although it should be noted that levels are
being measured against the stagnant growth rales
ol 2005, During late 2001 other commercial prop
erty sectors also showed modest increases in con-
struction activitycincluding hotels, slores,and ware-
houses. The only declining seclor was manulactur-
ing. which dropped from an unsustainable vise in
the third quarter. The institulional and nonbuilding
sectorswere relatively flat for 2000 with major road
projects remaining derailed until Congress passes a
nesw . multivear transportation bill.

Thus. the ageregale outlook for construction is
for continued increases, but no major surge in new
activity. This should be good news for the commer-
cial real estate sector, which needs time 1o absorh
the existing backlog, There is some risk. however.

thal developers may internalize low cap rales.

Private Equity Market

The private equity market has generated surprising
results.with a significant out-performance rating for
the NCRETE property index through the third quar
ter of 2000 This strong performance caughl some
ol guard: many had expected tolal returns to slip
into the single digits as investor demand drove vields
down. Indeed. annualized income returns fell to
76%—weltl below S-term averages by almost 100 ba
sis points. On the other hand. appreciation rates
came inatoverdouble the long-term averages, lead
ing to the strong ltotal return figures. This situation
continues the recent disconnect hetween the capital
and spatial sides of the market in which fundamen-
tals remain weak, with limited prospects ol a near-
term cure. Furthermore, the market has become
much tess diseriminating and has extended down-
ward pressure on cap rales across the quality spece-
tram resalting in commodily pricing.

Over the near termyinvestors are likeh 1o con
tinue to chase new deals supporting current values
despite the current markel dynamics. This situation
bears careful attention, with pricing of both new and
existing assels becoming more yvulnerable to a cor-
rection. While the timing of an adjustment is not
clear. the pressures are building. The pent-up de-
mand from a myriad of privale sources. however,
suggests this process will be smooth and tempered,

which bodes well for the broader market. Indeed,
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recentinvestor suevevs and the tone at investor con-
ferences hane been surprisingly optimistic. When
coupled with a general consensus that this is an
aptimal time for cashing out ol the market. the pace
of transactions should significantly increasessetting
the stage for a dramalic rise in product avaitability.
\s these buyers move back on the scene.a gradual
improvement in market fundamentals may supporl
increases in nel operating income and thus allow a
eradual pricing adjustment. On the other hand. there
is also a risk that impatient capiltal may supporl a
wave of new construction thalt could leave some
markets languishing from oversupply. Thus: 2005
should be aninteresting vear for private invesiors
and the hroader real estade market,

Public Equity Market
During much of 2006 RETTS proved to be resilient.
houncing back from a disappointing third quarter.
Indeed. despite weak monthly figures. the year-lo-
date returns on the composite index pushed 25%. a
vers competitive level in this capital market envi
romment. Dividend vields accounted for s 6% ol the
vield. pointing o the strong price zains associaled
with the pricing for the underlyving assets. AL the
same e, RETT preminms 1o NV declined some
whal. falling to 8% (rom the 0% level eoing into the
second halt of 2001 In addition 1o growth through
reinvestment in existing holdings™ carnings, the
RETT market cap has grown through a wave ol ini-
lial public offering (1PO) activity, fn 2000 1P0Os ac
celerated, with annualized rates pushing the hey
diavs ol TY97- 1998, Secondary olferings also were
strong, although noton the same pace. As with their
private counterparts, RETTS have turned 1o the debt
market to help bolster performance. drawing down
over S17 billion ol unsecured debt

Going forward. it is likely that strong capital
flows (o RETTS will continue, especially as the
cconomy picks up and investors are dravwn to real
estate to tap into improving fundamentals. RETTS
have weathered the downside of the spatial market,
and investors may expeel grealer returns as funda
mentals improve, The market for RETES will open
up as the industry expands its global perspective,
The elobalization of the RETT formal is evidenced
by the introduction of the S&P/Citigroup RETT Tn-
dex. Globalization should result in further matura-
lion of the industey and expand the investment ho-
rizon of domestic investors. The U.S.market should
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henelitlrom additional capital low s as international
imestors take advantage of the cheap dotlar to tap
into the real estate markel.

The REIT Improvement Aetof 2005 (R signed
into law in October 2001 shouald also foster global
ization of the REIT markel. Brictlv the BEV changes
the treatment of forcign investors in RETIS o con
form to how they are treated inother public compa
nies. redocing the withholding requirements and
avoiding the requirement that they file a UoSotay re-
turn. The BTV also provides maore fTexibility inlermes
of permitted activities and allows REFTS toavoid dis
qualification of RETT status by paying monetary pen
alties in cases ol unintentional violations of REVE tests.
The bottom line is a more Mexible environment that
allows RETTS o be more creative and entreprencur

ialand consequentlymoaore attractive to investors,

Commercial Mortgage Market

\s with the equity side of the market. the commer:
cial mortzage market has remained Tushwith capi
tal. on both the private and publie fronts. A< a result.
there was a flurey of aclivity in 2001 as investors
songht to finance new acquisitions or lock in debl
on existing product. The slisht uptick in short term
rates did not spill over to long term debts however,
with the vield curve flattening and rates remaining
atlractive for borrowers: Indeed. i mumber ol own
crs used the low interest rale environment to help
bridee the bottom of the spatial markets using
lower-cost capital to offsetdisappointing netincome
levels from flat occupanes and rental rates.

The availabitity of morteage capital has in

creased the ftexibility of Tenders. Interestingly . in the
private market this flexibitity has not taken the form
ol relaved underw riting standards, such as loan to
value and debt coverage ratios,w hich remain in line
wilth long term averagzes. Rather, thie avatlability of
mortzage capital has manilested itsell in lenders”
willingness to take on lower end eredit and higher
risk assets. This has opened capital Howsto a broader
spectrum of the market and has helped expand the
commoditization of pricing. It has also opened rey
cnue Tows to innovative developments, such as
lilesthyvle centers and mined used projects that might
not have received capital support in a more tradi-
tional markel. The Tow delingueney vates in the pri
vale market and the ability to loek in attractive (al
heit historically Towy vields should help maintain an

active How ol private debt.
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The commercial morlgace bached sccurities
CCNEBS) market continued to expand al a solid pace
throughoul 2000 This expansion occurred in spite
olfcompetitton fordeals. There is some evidence that
the private market has looked to the securitized
market to fund deals that may have stretehed tradi
Honal underwriting, helping the publicmarketl main
lain s pace ol activity, To the extent that such shew
ing occurred. it has not shown up in delinquency
rates orin indicators that the market has overheated
and taken on mare realized visk. The strong invest
ment market has no doubt provided some insula
ton for the debt sideo with peady busvers willing 1o
cashvont sellers stroealing with debt toads or deelin-
e income streams associated with weak market fun
dinmentals. This situation is unlikely to change soon,
sugeesting the capital markets should remain plenti

Ful and supportive of an active real estate market.

Real Estate Outlook

Office Market

The office markel continues to stringele with excess
capacity inmost markets. Ona national level, there
has been some moderale improvement in vacancey
ratescespectally ineentral business districts (CBDs)
and suburbs with central business districts. Despite
this tmproyvement. the market is far from where il
needs to he o conerate improved leasing terms and
mereases in net operating income. \Mthough there
e signs ol recoveryothey remain isolated and local
rather than associated with any sustainable, broad
trend. Furthermaore the factors nnderiving improve
rent o some mrarkels are associated with reloca
Hons and ortenant mobility rather than an inereiase
inasereaate demand. Thisis rellected in the strong
pirce ol leasine in 20010 that significantiy outper
formed the Tevels of 20075,

With respect to performance. the privale oflice
sector provided total retirns slightly ander 10%a with
the CHDs slichthv above that averaze and the suburbs
tradling, Dacto concern over the sector. appreciation
returns have been tempered compared o other prop
eriy vpescalthough CBD appreciation heat 10-vear
averazes, while suborban nmimbers faceed. In the
public marketl. office vields have dropped off [rom
strong nombers in 2005, althoueh total returns are
stillrelitively attractive in the midtecns,

lo the current cconomic environment, investors
remain appropriately concerned over the unwilling

ness of companies o expand theiv cmployment bhase
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to support the office markets Investors seem to real

ize there is more potential downside visk, They are
paving particular attention to the trends allecting
white-collar employment-ofl shoring, onlsonreing.
and consolidations. Despite these concerns, oflice
lransaction levels have risen to record fevels, again
duc in part to strong capital flows to the asset class
allocation targets that shew a signilicant portion of
investiments. To the extent possible. office buvers are
concentraling on marhkels where they see some com-
petitive advantage and are likely 1o benefit liest from
the cconomic recovers, On the other hand. they are
also seeking solid product that the market can grow
into as the recovery plays out. With o few exceplions,
the supply side remains in cheek with a number of
ollice developers Tooking bexond the sector to keep
busy while the markel regroups. This situation is
likely to continue. althongh the scarch for returns has
set the stage for more development linance and in

vestment when the market begins to recover, The
dramatic inerease in component prices (.. conerete,
steelowood) should further dampen construction ey

clsoradsing the rental rate hurdle necessary for new

development.

Retail Market

During 2001 vetail investments provided generally
positive resulls for investors.both in the private and
public markets. This experience has heen atiribut
able to a number ol factors including consumer re
sithicney, cost cutting measares and focus on unil
profitability . strong capital flows, and relatively
stable supphy/demand balance. In generval. retail
market fundamentals have remained steady due to
continued consumer support and strong balance
sheets:this has been particulariy trae in the upper
cnd market.

The vetail sector has reported very strong returns
numbers, Although off the frenetic pace of total re
turns in 2005 (which pushed 16%0). the retail RETT
sector continued o outperform predictions through
November 200000 with total returns aronnd 55% and
malls leading the pack. On the private side. retail
returns also outperformed predictions, with annu
alized returns over 200a through the 2000 third guar
ter, These unusually strong returns have spread
across the sectoro with neighborhood retail not as
strong with returns of [7% and super regional re
tail feading at 25%. As might he expected. these re

turns are doe to double-digit appreciation (with the
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exveeption of neighborhood centersy and moderate
income returns in the 728% 8.5% range. Going for
ward, it is unlikely that such retuens will be sos
lainable, with some correction likely over the neat
vear:howeverca strong cconontic recovery and pent
tup investor demand may forestall that adjustment.

The acquisition ol Sears by kimartis aninterest
ing indicator ol the times. The acquisition will im
pacta number of malls, and the after-effects will be
closely watched as the two struzeling merchants tey
to make adjustments, The merger will have impli
cations bevond the immediate chains, Mallb owners
undoubtediy will be faced with some upside oppor
tunities lo reptace underperforming stores. Con
verselve this situation will be problematic for ailing
properties. which face the Toss ol an anchor store
thatis well performing relative to the balance of the
mall.and which have few prospects Tor comparable
placements. much less tenant upgrades, Atthe same
time. attention will focus on the impact to off-mall
focations, as Scars adjusts 1o the acquisilion and
seehs cconomies ol seale and lower operating costs
to help them compele.

Durving 200 L several new shopping-enter [or
mats became prominentoincluding lifestyle centers,
and mined use developmento Although the drivers
behind these two formats are somewhal different,
they both are receiving signilicant attention and are
postured for o surge in new construction activity.

Part of the allure of the Tifestyle centers is thal
they provide fashion and upscale merchandise that
satisfies consumer demand. while also providing a
close-incopen air format that appeals to consumers
secking a unique shopping experience. A the saime
time. the absence ol indoor common arcas creates
an operating format that has appeal to tenants who
can avoid the high occupancy surcharges they face
in more traditional. enclosed malls.

On a similar note. the interest in mined-use de

velopment has been stimulated in part by the smart

aronwth movement secehing greater densification of

trban marketscand by the desire to reescle under
developed properties. Mined-use development has
the added appeal o helping create walkable neigh-
horhoods that can operate as self contained tive, eat,
work. and play nodes. Despite the intuitive appeal
of such developments making the retail component
work remains a challenge where neighborhood
trade arcas do nothave sufficient purchasing power.
While fifestvle centers and mined-use development

finandial views

can indecd work, the jury s oul onow hat it takes to
cnsure such development has adequate consumer
demand for retailers: In the absence of empirvical
rescarch upon which to base investmentand under
wriling standards. there is a rish that such projects
may saturate the market with funcetionally obsoles
centspace. This coveatis especially troe for projects
in which the retail space allocation has been con
strained to satisiy normative standards that are de
tached from the reality of the market. Thus, the ai
lure of retail investiments biased on recent returns
and the appeal ol innovations that promise higher
returns wiltb continace to attract significant capital and

bear close monitoring,

Industrial /Warehouse Market

The general spatial trends in the induostrial sector
have tracked that of the office sector. althouah the
drivers and numbers are somew hat different.

With respect to market balance the market has
been stuck at slighthy under the 12% vacanes rale
sinee carly 2002, There has been some incerease in
demand associated with the cconomic recovery, bul
excess plant capacity and rising prodoctivity fevels
have dampened inercases in demand for space. Al
the same times the constraction pipeline has begun
o builtd up.as developers respond to emerging pock-
cts ol demand associated with changing logistical
models and supply chains. Income levels have heen
flat. although there are some signs that leasing ac
tivity will begin to pick up.

With respect to performance. the public indus
triad sector has oatperformed the office sector and
pushed retail for top honors, On the private front,
industrial retarns fell in the same relative rank as
the public sectar compared to other property ty pes,
with annual returns ol over (0% This improyvement
has benefited from strong capital flows and strong
income returns running above long lerm averages.,
From a spatial side. the outlool Tor the industrial
sectorineludes cradual improvement in fundanmen
tals as the ceonomic recovery plins oat and exports
increase, During this adjustment period. indostriad
prices should hold and total returns remain com

petitive as investors pour capital into the assetelass.

Apartment Market
In cenerall the apartiment market has not faired as
well as other property sectors in lerms ol recent de

mand shifts. This is due to the Ture ol homeow nership
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facititated by low interest rades and pereeived strong
nnvestiment performiance associated with rising prices.
This latler caveat Tocuses on the Tact that. Tor most
homeowners the investment return from their houses
is an unrcalized gaine one thal may or may not be
realized depending on their market ming, interest
rate changes,and housing demand, Since these forees
are all moving against the ownership model as they
migrate toward long lerm averages, there is some
upside i the apartment outloolk. To this point. va
caney rates have stipped sincee 2005 due to tempered
demand and construction activity. Despile this situa-
ton. there is some evidencee that occupancey and rental
rates may be headed up.although no majorimproyve
ment s anticipated over the near term.

With respect to performance. on the public mar-
ket Tront, apartnnents have had o strong run. with
total returns al the upper end of the continuum
across property sectorsoSimitarlycin the privale sec-
lorcapartments provided surprisingly strong returns.,
with rates in the Tow double digits, This improve
ment was led by high-rise projects. many ol which
were new imestments associated with the smart-
growth movement and the trend toward densifica
tion to reduce spraw b and revitalize central cities.
Thus. the returns hinve been shewed by strong ap-
precigltion -pushing 7%o-on top ol below parincome
veturns compared to other apartment formals and
other property sectors, This situalion willb hear close
attention, since the depth and sustainability of such
imitiatives hineyetto be demounstrated. Farthermore,
the momentum behind such development which
has attracted oftfice and industrial devetopers in
search ol new projects-may well lead to oversupph
ol such niche projects. Overall. however. the pros
pects forapartments look relatively positive. assum-
ing supplyis Keptin check and household demand

conlinues Lo grow,

Conclusion

Goinginto 2005, the commercial real estate markel
is ata crossroadsowith moderately improving fun-
damentals mecting increasing investor demand.
Current holders, who hiave been wailing for the
inflexion potnt at which they can oplimize sales

prices.have heard enough collective wisdom to con
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vinee them this is the ideal time to divest ol assels,
\ssuming the economic recovery stanvs on track and
interest rate increases arce modest, the real estale
marketis postured fora strong vearin terms of rans-
acltions. The significant. pent-up investor demand
that has heen sidelined due o aggressive pricing can
he expected to move back into the markel in response
tonew product availability and the prospect that the
spatial side ol the market may improve. The supph
side should remain relatively tempered, while abuan-
dant capital and the search for returns create some
supphy-side risk. On the other hand. income vields
should begin to recover even though current prie
ing levels will come under added pressure. Given
the continued influx of capital and investor opli-
mism. this pressure is likely to tlake the form ol ftat -
tening oul ol appreciation rates rather than a mas
sive repricing. As such. 2005 should see an extremely
active real estate market with the balance of power
heginning to shift from sellers 1o buyers, although

such an adjusiment may be a prolonged process.
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