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Presenter
Presentation Notes
This is an annotated slide presentation made by Jim DeLisle, the Runstad Professor of Real Estate and Director of Graduate Real Estate Studies at the University of Washington. It was presented to commercial brokers and other participants WSCAR Education Day 2008 sponsored by the Washington State Commercial Association of REALTORS® in Seattle Washington on October 29, 2008 in the Ranier Club. The presentation was customized to address the unique needs/perspectives of the audience and to help bring the national trends and market conditions down to the local level. This insight was achieved through an Internet survey, the results of which are incorporated in the presentation.
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Presentation Overview
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e Macro-View

— Economic Conditions
— Real Estate Capital Markets

— Real Estate Fundamentals

e Seattle Regional View
— Economic/Capital/Real Estate Markets
— Challenges, Issues and Opportunities
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Presenter
Presentation Notes
The 90 minute presentation included a discussion of the macro-economy, the capital markets and real estate fundamentals. Based on this background, the discussion turned to the challenges, issues and opportunities embedded in the current crisis facing the country and spilling over into the rest of the world. The emphasis of the discussion was on how the crisis would affect the real estate market.
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Survey Responses
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R

Objective

— Link academic/industry perspectives

— Provide local market insights

— Compare to national perspective

Who Responded?

Tenant Rep

Owner Rep
Investor
Tenant
Consultant

EIJ_thE r. please specify

View Responses

Response Rate
— 69 usable
— 50% +/-

Brokerage management

All of above

Investment Sales/Broker/Rep
Property Manager

Land/investor broker

Mortgage Banker/Broker
Listing/procuring agent

Investor

Syndicator, owner, manager, agent

Market data provider
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Presenter
Presentation Notes
The presentation incorporated the results of an Internet survey of attendees. The objectives of this survey were to help link academic/industry perspectives, and provide local market insights that would help us link the national and global trends to the local market.  The majority of respondents were engaged in commercial brokerage, ranging from tenant and owner reps to generalists. The response rate was around 50%, providing 69 completed questionnaires. The invitation involved two waves timed to coincide with the meeting.
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The Definition of Real Estate N ACHINGION

e \What is Real Estate?

— Artificially delineated space over time with a fixed reference
point to the earth.......

* What key approaches to Real Estate?
Money-time

»

Space-time
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Presenter
Presentation Notes
One of the starting points for any discussion of the real estate market is to focus on the basic concept of real estate itself.   To some observers, real estate may be the dirt that underlies properties. To others, it may be the buildings and improvements on the dirt. Both of these observations are technically correct. However, a market-based context, real estate can be defined as “artificially delineated space over time with a fixed reference point to the earth.” While somewhat poetic, this definition points to two key elements of real estate. First, real estate consists of defensible areas that have been delineated or mapped out.  Second, real estate has a temporal dimension, dictating that decisions should be looked at over time rather than at a point in time. In essence real estate has two dimensions: a space-time dimension and a money-time dimension. When these two dimensions are in balance, real estate markets tend towards the equilibrium. When they are disconnected real estate markets tend towards imbalance which may be major or minor depending on the degree of disconnect.
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What is the Spatial Side of Real Estate? W WASHINGION

What are the three key dimensions of Real Estate?

S.... E.... L....

Envwonment
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Presenter
Presentation Notes
This slide highlights the multidimensional nature of real estate. That is, rather than just the bricks and mortar or “static” attributes, real estate also includes “environmental” attributes comprised of surrounding land uses and users, and “linkage” attributes that reflect the connectivity of the site. This connectivity is measured from a number of perspectives including distance, roads, transit and other systems that link a property to ancillary or supportive/complementary properties. Given this dimensionality, locational and land use decisions take on a broader, more holistic meaning. To optimize real estate usage, these elements should be carefully weighed against the needs and preferences of the market and submarket it serves. Finally, since these dimensions are all constantly changing and evolving, the real estate product takes on a dynamic nature.
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Real Estate Cycles & Spatial/Capital Disconnect
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Capital Market

Capital
\ET G

Warrante
Construction:
Expanding
Demand

.

Values

Market
Inefficienc

y

Spatial Market

Key Questions: Where are we? Where is bottom? When?
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Presenter
Presentation Notes
Given the multidimensional nature of real estate and its fixed location, real estate is subject to a number of external forces which change over time. These forces include the broader macroeconomic environment, capital markets and spatial markets. Each of these forces has a temporal nature which leads to market cycles characterized by periods of excesses or shortages of space, both relatively and in absolute terms. Since some of these forces are correlated, they can put pressure on the nature ebb and flow of markets and add to the amplitude and frequency of market cycles or waves. One of the more recent “externalities” is the surge in capital flows to the asset class which led to imbalances on the supply/demand side of the equation, as well as on the pricing. This latter occurred as a result of shortages of investable product which, due to the lags in construction and supply, created upward pressure on prices for existing assets and declining yields.  Going forward, we are likely to be facing a prolonged period of heightened cycles, both in terms of frequency and severity.
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Three Major Attributes of Real Estate SN

Three major attributes of real estate . . .
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Presenter
Presentation Notes
This slide is a play on words; the somewhat trite phrase that the three most important elements of  real estate are Location, Location, Location. 
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Three Major Attributes of Real Estate
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Three major attributes of real estate . . .
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Presenter
Presentation Notes
This slide points out the dependency of real estate on externalities, and the potential for windfall and wipeouts due to a range of natural or manmade phenomena. Clearly the current crisis in the residential market is a function of the separation or disconnect between the spatial markets and capital markets. A similar fate is in store for the commercial market, which has experienced the same disconnect. The chaos and the credit in general markets are creating a spate of new government interventions; this provides strong evidence of how real estate is vulnerable to such disruptions, impacting different players in different manners.
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The Three C’s of our Disconnect WHASHING oM

e Credit Crisis
— Easy Credit
— Cheap Credit
— Plentiful Credit

e Crisis of Confidence
— Consumer Confidence
— Corporate Confidence

 Crisis of Collateral
— Value attributable to delinking spatial market/c
— Values correction as “marked to market”

— Re-pricing of Risk
Rt n St dyc durinroltte '

e .
- ¥ e .
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épital market
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Presenter
Presentation Notes
We are facing an unprecedented confluence seemingly independent, but related events. The problems began to surface in the residential credit markets. Once attention was drawn on festering problems in the residential market, some began to worry about whether this was a symptom of a broader problem. Those who began to explore how widespread the credit practices were in other sectors, realized that we had created a house of cards. As attention turned to the broader economy, the credit crisis quickly turned into a crisis of confidence. The crisis of confidence was contagious, rippling across the consumer and corporate spectrum forcing many players to revisit expenditure patterns. Once confidence levels were eroded, the market faced the double-whammy of tightening or evaporating credit. This quickly translated to an erosion in collateral values, leading to a self-fulfilling prophecy which became a black hole that started the implosion.
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The Risk Management Process

llllllllllll

Identify exposures

Identify alternative control procedures

Select appropriate control

Implement

Monitor and feedback

© JR DeLisle, Ph. D.



Presenter
Presentation Notes
One of the underlying problems leading to the credit and confidence crises was the fact the market turned its back on risk, ignoring the inevitable correction that would occur.  This situation has rapidly changed as consumers, investors, corporate executives and governmental agencies turn attention back to risk management. Unfortunately, for many the renewed awareness of the downside potential of market excesses is too late, creating a sense of panic that has rippled across the economy.

JRDeLisle
Line

JRDeLisle
Text Box
Mouse over for Annotation


Types of Risks In Real Estate

lllllllllll

e Business risk

e Financial risk

o Liquidity risk

e [nflation risk
 Management risk

e |nterest rate risk

» Legislative/Political risk
e Environmental risk
e Accounting risk

o EXitrisk

e Market Balance

e Demand

Risk to underlying activity
Not generate sufficient funds
Inability to transfer assets
Loss of purchasing power
Administrative, HR risks
Changing cost of capital
Changing “rules” of the game
Changing standards
Changing accepted practices
Unable to liguidate position
Excess or imbalance supply
Changing nature, level of demand
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Presenter
Presentation Notes
To re-emphasize the importance of risk management, one only has to look at the potpourri of risks inherent in real estate. Some of these risks are internal to the asset class and derive from market imbalances that can occur as a result of changes in market fundamentals affecting supply and demand. However, many of these risks are external and can introduce tremendous shocks to the system. When several of them hit simultaneously –as they have– we can face the perfect storm of credit, confidence and collateral.
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Political Preferences and Prognastications

M WASHINGTON

 \Which Presidential ticket do you personally prefer?

Barack
Obama/loe Biden

John
McCain/Sarah
Falin

Other, please
o —
specify —

VIEW RESDONSES

Barack
Obama/Joe Biden

John
McCain/Sarah
Falin

Other, please
specify

View Responses

e \Who will win for Governor?

Christine
Gregoire

Dino Rossie

T ¥
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Presenter
Presentation Notes
Since we are heading into a heated political showdown on the national stage, it is interesting to figure out where the audience stands on the political arena. The respondents to the survey --many of whom are in the audience, prefer John McCain over Barack Obama. However, when asked which ticket will win, over 88% picked Barack Obama. This suggests the market is already discounting the changing of the guard in Washington; at least based on our respondents’ collective views. At the state level, the respondents were much more split with no clear winner.
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Part I: Economic Growth & Recession? M WASHINGTON

GDP was up 3.5% in 2" Q, but... How long? Seattle

More Than Half the Country Is in Recession
Based on employment and industrial production

August 2008

W Expansion OAtRi :EI-::
O Recovery B In Recession

FFr75 1981-82 1990-91 2001 2007-09F

Source: Moody’s Economy.com
Jeither Disagree Strongly Disagree
26 26 g 5 0

Heading into major recession? -
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Presenter
Presentation Notes
Turning to the economic environment, we can start with some good news that is quickly overwhelmed with some of the bad news. In response to the question of whether we are heading into a major recession, almost 80% of respondents strongly agreed or agreed. While GDP was up in the second quarter, the improvement was attributable to the stimulus package, which is not sustainable. In terms of how bad the GDP will likely be hit, the forecast suggests it will flatten out but not be as bad as the recessions in the 70s and 80s. Much of this however depends on the success of government interventions.  In terms of timing, the respondents see the recession lasting into the 2nd half of 2009; my own view is that it is overly optimistic unless something unexpected on the positive side happens.
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Unemployment Rates

1T WASHINGTON

Strongly Agree Meither

Employment to improve early ’09?

d
S
E Rising Unemployment Insurance
Initial Ul claims, 3 mo. sum, August
>
o
3
(b
-
D)
-1 ’
- Who’s Next?
How g

o State & Local Government
» Technology, retail

e Everyone????

381-82 1990-81 2001  2007-09F » University Professors???

Bad?

T T N N AT O W O -
= o i

imn

Source: economy.com © JR DeLisle, Ph. D.
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Presenter
Presentation Notes
One of the key challenges to the US economy is the softening in employment and rising unemployment levels. We asked the audience if they agreed or disagreed with the statement that employment was set to improve in early 2009. Some 93% of respondents indicated no, suggesting they anticipate weakness on the job front to continue. In order to help with the unemployment figures in context, it is useful to look at unemployment levels in the prior recessions. As noted in the graph in the upper left of the slide, unemployment levels in the 70s early 80s and early 90s were much higher than the current levels. Given the weakness of the US economy compared to those times and the prospects of further erosion, employment levels are likely to rise dramatically. Whether they will break into double digit levels will depend a lot on how the economy settles down and how recent and future government interventions work. Over the near term, conditions are likely to erode even further with weakness across most sectors including state and local governments whose budgets are getting hit hard. Thus, it will be hard to pick out the winners.
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Business Indicators & Business Confidence e

Disagree Strongly Disagree

Corp Balance Sheets OK?
Exports will propel economy

Moody's Economy.com Survey of Business Confidence
Diffusion index, 4 whk. MA

Inventories/Shipments

i

N | ) lll .3
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Source: economy.com
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Presenter
Presentation Notes
In general, the respondents believe corporate balance sheets are okay, although the decline in stock prices remains problematic. Most understand that the global weakness has taken some of the luster off the “export” sector as an area of strength. The inventory levels are building up somewhat, although companies are cutting back and shipments are declining. Corporate profits are weakening which is likely to add even more volatility to the stock market. Looking forward, business confidence levels have plummeted, mirroring those of consumers. Unfortunately, businesses aren’t receiving the same attention as households, with the exception of financial institutions. With credit tight, pessimism will likely pervade the near-term outlooks even more than in the recent past.
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Global Contagion: Diffusion of Credit Innovation ™ "*/#¢rox

Most Affected Regions .

{ EUROPE] -

AMERICAS

Glohal Emerging Market Composite Spreads
Basis points

940

Emerging &
Markets [

Cct-07  Jan-08  Apr-08  Jul-03  Oct-08

Netherlands to inject €10 billion
($13.4 billion) into ING Groep NV

Germany worked out details of a
€500 billion rescue package

Sweden’s financial stability plan,
includes $206 b bank guarantee

South Korea’s $130 b guarantee and
$30 b infusion Korean banking

Iceland’s banking system essentially
collapsed in the past month

China's economic growth slowed
more sharply than expected

Russia's financial markets face rising
interest rates and a liquidity shortage.

Japanese economic stimulus package
worth $107 b.
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Presenter
Presentation Notes
The global scope of the crisis has caught many off guard, especially those who were looking to exports to bolster the US economy and stimulate growth. As noted in the map, most regions of the world have been affected by the credit crisis. The scan of the news headlines indicates few countries have escaped it from Western Europe to emerging markets in the Southeast. As a result, the composite spreads between Libor and emerging market debt has soared. This renewed attention to the risk side of the equation will have significant impacts on global capital flows. It also hints to the “un-priced” risk that may be embedded in global real estate investments which have attracted significant capitals over the last five years.
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Stock Market: Now and Then T WASHINGTON

CBAoOn
Where In 2 years?

C BA L 140 14000 - 16000 -
Whe re bOttOm’) 12.0 12000 - 14000 —

Disagree Strongly Disagree

Post election
pro-business incentives

Stock

s surged 900 pts on 10/28/08...

J
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Presenter
Presentation Notes
The stock market has had a rocky ride over the past five years. Since its peak in October 2007, the Dow Jones Industrial Average has plummeted, as have many other markets. The respondents to the NAIOP survey believe the stock market will bottom out in the 8000 - 9000 range, it will recover somewhat over the next two years, peaking in the 10,000 to 12,000 range. This improvement would be welcomed by many but would represent a modest gain that continues to lag the recent bull market many wish would return. In addition to moderate gains, the stock market is in for a period of volatility. The audience is not optimistic that the postelection will not benefit from a pro-business attitude. Indeed, the population at large may blame business in general for the credit collapse and the losses in their 401(k) accounts.
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Crisis on Wall Street: Erom East Coast to West ~ TVASHINGTON

Residential market; Start of 1t all??

— Went into a deep tailspin in 2006; focus on sub-prime mortgages; delinquencies up
— New Federal Housing Finance Agency (FHFA) in July 2008
— October, Fannie Mae and Freddie Mac conservatorship; $200b

Bailout

— Approved $700 billion “bail-out” under “Troubled Asset Relief Program” (TARP)
— Bernanke: Fed paying depository interest on required and excess reserves
— Treasury Secretary Paulson w/ $200b infusion for financial institutions

Fallout

— September, 2008: watch Lehman Brothers bankruptcy

— Gov help sell Bear Stearns sale to JP Morgan Chase

— Seized control of AIG and made an $85 billion infusion

— Provided Morgan Stanley and Goldman Sachs with a credit agreement, under supervision

— Bank of America acquired Merrill Lynch, with similar credit agreement

— Acquisition of Washington Mutual by Wells Fargo & Co.
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Presenter
Presentation Notes
In July 2008, a new independent regulator entitled the Federal Housing Finance Agency (FHFA) was created. In one of its first moves, it placed Fannie Mae and Freddie Mac under conservatorship. Congress also approved infusion of some $200 billion in new capital to the two entities. To help avoid a complete meltdown and quash the waves of fear, in early Fall the government approved a $700 billion “bail-out” package to shore up financial institutions and return the credit markets to a semblance of balance. In mid-October, the Fed provided some direction as to how it would deploy the $700 billion that capitalized its “Troubled Asset Relief Program” (TARP). At the same meeting, Treasury Secretary Paulson announced a $200 billion capital purchase program to infuse equity into the top financial institutions through investments in “preferred stock.” The FDIC is doing its part as well, trying to attract more capital to banks by increasing insurance limits to $250,000 and supporting businesses by eliminating the cap on non-interest bearing deposits. In September, Treasury Secretary Paulson and the director of FHFA provided some details as to how they would work together. They noted that the objectives of the takeover of the two entities were to: 1) provide stability to the volatile residential mortgage market, 2) increase access to mortgages, and 3) protect taxpayer interests. In addition, they will be creating incentives and placing pressure on mortgagees to work problems out with borrowers facing foreclosure.
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Consumer Confidence, Spending & Credit A NEHIN

Consumers Contracting dramatically k

Consumers Are VYery Jittery...

University of Michigan sentiment index, 1966 Q1=100
120

110
100

40

Expectations (L), index

Source: Univ. of Michigan

Source: economy.com
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Presenter
Presentation Notes
Since they are consumers themselves, the respondents provided some interesting insights into the prospects for consumer spending. Some 80% strongly agree or agree that consumers will continue to contract expenditures. This anticipated decline is noted by the high correlation between confidence levels and consumer spending; both of which are expected to continue to struggle. More recently, consumers have cut back on installment credit which might be taken as a good sign, although it is more likely due to the pressure of mortgage debt and the desire to hunker down in order to hang onto their houses and make it through the rough times they see ahead. Given how households are being squeezed in terms of budgets, it is unlikely that savings rates will move back into positive territory, especially as consumers have little confidence in the stock market.
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Inflation Trends

M WASHINGTON

Inflation not major concern [N LN

Core CPI, % change

et 1year — Over Fmorths, SAAR
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Presenter
Presentation Notes
The respondents were not overly concerned with inflation, likely having attention drawn to the weak economy and decline in GDP. That is symptomatic of the pressure the Fed is facing in light of the credit collapse. The deterioration of the employment picture has taken some of the pressure off wages, removing the near-term risk of stimulating inflation. The recent decline in energy prices has also helped, although many consumers had already curtailed driving to deal with record prices. The core inflation levels remain somewhat volatile with upside risk, especially with PPI rising. Health care remains an area of concern, with companies cutting back on benefits and costs of insurance, treatment and medication all on the rise. The Fed is likely to remain concerned about inflation, although the fears of a deep recession, the near-collapse of the financial sector, and prospects for a global slowdown have taken some of the pressure off inflation.
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Interest Rates, Mortgage Rates & Spreads T WasHINGTON

Fed F u n d S R ate Rising Mortgage Rates Complicate Matters

3I] -year average conventional commitmennt rate, %
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—Target fed funds _r:ate
1m0 Treasuy o Mortgage
Rates
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spread hetween 30-vear fixed
mortgage and 10-yvear Treasury b

Mortgage
Spreads

Fed likely cutting rate
50bp 10/29/08
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Presenter
Presentation Notes
The Fed has demonstrated its willingness to do what it can to stimulate the economy, pushing the Fed Funds rate down another 50bp in late October. Despite the decline, the increase in mortgage spreads has not trickled down to the mortgage market which remains tight. This situation is expected to continue until the uncertainty surrounding the residential –and more recently the commercial– market abates. However, since the residential market has not bottomed out, and the re-pricing and shake-out in the commercial market is just starting, it is likely that spreads will remain high. The pressure of the Fed and Treasury to get financial institutions to get the money from the bailout into the market may help, although many institutions will continue their tight credit policies and higher spreads. The more recent announcement that some financial institutions will grant forbearance and restructure residential loans –including rolling some sub-prime floating rate and bullets into longer term fixed rates, may offer some relief although such accommodations will not affect the broader market. Indeed, they may put more pressure on spreads as lenders seek to mitigate losses associated with such activities.
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Presenter
Presentation Notes
Respondents have a realistic but sobering view of the housing market, estimating the recovery will be well into 2009 at best. The data surrounding the housing market is bleak, with few signs that the market has bottomed out. Housing permits and starts have plummeted to the lowest level in over 20 years. While inventories have been declining, sales levels and traffic remain low as potential buyers sit on the sidelines, with some waiting for the market to bottom out, and others waiting for the economy to improve. In a number of overheated markets, raw land values have already plummeted by 60-70% from their 2006 peak levels. Delinquency rates continue to rise at an accelerating pace, spreading across the country as the consequences of easy credit hit home. In the absence of meaningful intervention, this trend is likely to continue, especially with estimates that some 30% of households who bought in the last five years are underwater, the principal balances greater than market values. At this point, some reminisce about the “It’ll be fine in 2009,” and are now resigned to “But then again, it could be 2010.” Unfortunately, those timetables may be realistic, depending on how long it takes the market to bottom out and capital to return to the sector.
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Presenter
Presentation Notes
This says it all; the nightmare on ARM street….. Unfortunately, the situation is too real for too many… Sorry Freddie and yes, his last name is Mac…
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Presenter
Presentation Notes
The economic snapshot is bleak, with the economy moving towards a recession, businesses struggling, the stock market trying to bottom out and consumers out of the picture.  Unfortunately, there are no quick solutions on the horizon with more downside risk than upside potential.
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Presenter
Presentation Notes
Going into 2008, some prognosticators were suggesting that the commercial real estate market was headed into some troubled waters. To many, this “dose of fear” was characterized as a cyclical adjustment as investors backed off of the aggressive pricing of the past several years and demanded higher returns. In the face of pent-up demand for assets –especially core assets– the commercial market was in for choppy, but navigable, waters. As the year unfolded, the danger signals increased as the potential of a “perfect storm” began to shake confidence. This perfect storm was fueled by three forces: the credit crisis, the loss of confidence, and the withdrawal of consumers from the market. At this point, the fact that so many households and investors are underwater is reminiscent of the fate of the Andrea Gail and other fishing vessels hit by the infamous “unnamed tornado.”
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Presenter
Presentation Notes
In order to understand the impending crisis facing the commercial real estate industry it is useful to take a historical look in, to see if we can extract the lessons learned from the past. The seeds for institutional real estate investment were planted with the passage of ERISA in 1974. The most significant impact of the legislation was to raise the prudent man criterion to prudent expert criterion. Under the prudent man criterion, institutional investors avoided real estate as a risk management tool based on its inherent complexity. However, under the prudent expert criterion, if real estate was an asset class, institutional investors and asset allocators were required to commit resources to achieve diversification. By 1978, institutional capital flows to  real estate were still limited, due in large part to the absence of historical return series that could be used by asset allocators to model how real estate would interact with other asset classes. To address that need, the real estate units of the major life insurance companies including Prudential, Aetna, Cigna and Equitable created the National Council of Real Estate Investment Fiduciaries (NCREIF). The objective of NCREIF was to create a time series for real estate returns that asset allocators could use along with stocks, bonds and other asset classes in making asset allocation decisions.
 
In 1981, financial institutions were deregulated and allowed to create development subsidiaries. In 1982 the Economic Tax Recovery Act (ERTA) created double declining depreciation was passed. This attracted more capital for syndicators, who doubled up with foreign investors and pension funds to create a surge of capital to real estate. This created a disconnect between the spatial and capital markets. This led to overbuilding which ultimately led to the collapse of the latter 80s. Other than disposing of troubled assets, the real estate market shut down. When the commercial real estate market collapsed, the RTC was created to work off bad debt financial institutions had accumulated. In 1994, faced with the prospect of filing bankruptcy, Taubman decided to file an IPO and convert to a REIT and was quickly joined by a spate of other owner/developers including Simon, DeBartelo, General Growth and a number of smaller players. Around the same time, while the RTC was wrapping up its business, Wall Street investment banks and others sought to convert the temporary securitization of commercial real estate to an ongoing activity. During the mid-to latter 90s REITs grew from under a $10 billion industry to over $200 billion, while CMBS volume rose from nothing to a similar market cap.
 
Our success in recapitalizing the real estate market was quickly adopted across the globe, setting the stage for the worldwide collapse of credit and real estate markets that is now occurring.  In 2001, the 9/11 tragedy attracted investors to “real assets” including which were seen as defensive investments. Benefiting from an improving economy and the government’s support of homeownership for all and complete trust in self-control by financial institutions, the housing market went on a bull run characterized by easy credit. Thus, both the commercial and residential markets became disconnected from the fundamentals (i.e., Wall Street vs. Main Street or Capital Markets vs. Spatial Markets). This disconnect led to the recent collapse, since easy it created permeated all asset classes and became an accepted mode of operation. Unfortunately, the problems in the commercial market have yet to be recognized with attention being focused on the residential market and the broader credit markets. The disconnect that occurred on the commercial side that has yet to receive attention suggests hard times ahead.
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Presenter
Presentation Notes
When institutional investors began to approach adding real estate to their mixed asset portfolios in the early-mid 80s, they focused on developing diversification strategies within the asset class. These strategies were primarily focused on property type allocations and locational or market allocations. In the latter 80s and early 90s, some of this attention shifted to economic location and market targeting. Despite this shift, the alternative set of products and investment structures was finite, with emphasis placed on market fundamentals. After the collapse of the real estate market in the early 90s, investors began to broaden their investment horizons with respect to real estate, pushing the frontier out in terms of international investments, commercial mortgages, REITs and REOCs, and securitized (i.e., CMBS) and synthetic products. Thus, asset allocators face more challenges than ever, many of which involve entity level pricing that transcends or diverges from underlying market fundamentals. The challenges associated with the shear choices investors make are likely to remain, although many will turn back to real estate fundamentals as more exotic financial structures fall out of favor.
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Presenter
Presentation Notes
In order to explain the impact of the separation between the spatial and capital markets it is useful to look at a graphical representation. As noted at the top of the slide, the valuation continuum extends from the left which focuses on property valuation, to the right which focuses on entity valuation. While looking at direct ownership property loan valuation is the key. While looking at public ownership and securitized forms of real estate entity level valuation is key. As long as the capital markets remain connected to the spatial markets, cap rates are in balance. However, when a capital surpluses in the forms of swaps, derivatives, synthetics, and tenancy in common investments are attracted to real estate, they can create disconnect from the spatial markets. Rates are drawn down, which puts upward pressure on prices. This is what happened in both the residential and commercial markets, creating something of a bubble. In this sense, the term bubble refers to an unsustainable increase in prices that is not justified by increases in income. When the capital flow associated with easy and cheap credit chasing assets is shut off, the market can collapse as values fall and spatial market fundamentals are taken into consideration by capital providers.
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Presenter
Presentation Notes
One of the buy-products of disconnects between spatial and capital markets was the trend toward commoditized pricing.  This term refers to the fact that investors --and indirect capital providers-- failed to price risk associated with property types and markets. As such, prices converged from historical levels. This is illustrated by comparing the long-term risk/return plots by market with the more recent risk/return plots stemming back some 5 years. As noted, markets were drawn into a narrow band due in large part to surplus capital flows. Going forward, returns are expected to diverge or move to longer terms levels along with the attendant risk.  Respondents to the survey were somewhat divided on the question of whether commoditized pricing is behind us, with a slight majority believing that fundamentals would once again prevail as investors focused on the risk side of the equation. If this occurs --as I believe it will-- 2nd and 3rd tier markets with limited exit strategies will face particular challenges, as will weaker product which in the recent past benefited from the rising tide of values. On the other hand, there will be opportunities for those who can pick and time markets --which is possible in real estate-- as well as those with an understanding of fundamentals and the ability to “Create value.”
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Presenter
Presentation Notes
One of the concerns of investors/developers operating on the national stage is which markets will be hurt most and which ones will recover first. As noted, financial services and real estate jobs are a major component of many markets; suggesting few will be able to avoid softening employment levels. This is especially true as job losses spread across most sectors of the economy in the face of weakening fundamentals and tight credit. Investors who have the ability to move and make contrarian plays will find deals in some of the higher growth markets with barriers to entry.  At the same time, those with patient capital looking for “cash cows” should look to secondary and tertiary markets where there will be little competition. However, it should be recognized that such markets are not quick-term flips, since capital will take some time to trickle down to these markets after the broader recovery. Finally, investors following portfolio strategies which allocate assets across markets and geographies may be able to snap up deals --both individual and portfolios-- if they can act quickly and are mobilized to take on the underwriting and sourcing of product.
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Presenter
Presentation Notes
In the current environment investors are looking for markets that may avoid the downturn. While avoiding a downturn is likely overly optimistic, whether recovery begins not all markets will rise with the tide you. In particular, markets have benefited from price compression and the failure to consider the risk side of the equation will languish. In this environment, investors will be looking for more strategic ways to allocate investments across markets. They will be focusing assets on dynamic and strong markets although the determination of which markets followed which categories will continue to be debated. In addition to troubles ahead for moderate and static markets, secondary and tertiary markets with limited exit strategies and thin market Will struggle.
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Presenter
Presentation Notes
One of the key indicators of the relative balance between supply and demand for space and capital are cap rates. In general Rates remain relatively stable. However, when there's too much capital chasing deals, cap rates fall and prices go up. To get a handle on the current balance of cap rates, we asked the respondents if they thought they would be higher in two years. As noted, the vast majority agrees or strongly agreed that they would be higher in two years. At the same time, they agreed that lenders were too risk averse, suggesting the weighted cost of capital could be rising, placing additional downward pressure on prices. In general, respondents saw current cap rates around 7.5%, with the prospects for rates 2 years out to range from 6.5% to 8.5%, with most seeing at least a 100bp increase. This response was juxtaposed against NCREIF cap rates which have trended down and face some cyclical correction as the “migrate to the mean.”
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Presenter
Presentation Notes
Over the past several years institutional cap rates have trended downward falling below long-term averages. The acceptance of lower yields translated into higher prices which led to the record purchases of the past several years.clearly, the time of record-setting prices for institutional grade core real estate are behind us. Indeed the market value of core properties will struggle due to the downward drag of appraisals for non-core properties which benefited from price compression. The rise and fall Rates is not isolated to any particular property type that cut acrossthe spectrum with apartment and office capitalization rates falling the most radically.
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Presenter
Presentation Notes
In order to understand the impact of rising capitalization rates, it is useful to look at example. This slide shows the effect of a change in Rates from 6.382 an increase of 7.6 on a property with $100,000 of net operating income. As noted, the moderate rise in Rates could lead to a 16% decline in value. In many markets as has already occurred although the damage is far from over. Assuming that simultaneous with the rising cap rates, the NOI declined 10% ; if so, the value loss for the property would approach 25%. Unfortunately this scenario may play out for many properties and investors over the next several years.
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Presenter
Presentation Notes
As noted in this part of the cycle much attention has been focused on a problems in the subprime credit market and credit swaps. Unfortunately, while the press, politicians and regulators have focused attention on those sectors,  the commercial real estate market has escaped outside scrutiny. However, those on the street realize the lure of easy credit and lax underwriting was as prevalent as in the residential sector. Indeed, the commercial sector is facing a number of problems stemming from the turning tide in credit markets affecting both the ability of borrowers to pay (i.e., rising vacancy rates, declining rents) , and in the willingness of borrowers to pay in the face of erosion of the equity value and tighter credit. The dramatic erosion in access to the capital for commercial investments is evidenced by the fact that it’s really doing a number of transactions in 2008 depending on the ability to assume existing financing. Going forward, assumptions will be much more difficult to affect with tightening credit standards, higher equity requirements, and a return to non-recourse debt carrying the day.another first for sure that over the near to intermediate term which may well extended to 2010 is for limited supply, higher spreads, and tighter underwriting standards.
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Presenter
Presentation Notes
With respect to institutional capital flows, a number of trends create downside risk for the commercial sector. First, capital flows will decline, both from domestic and international sources distracted by credit crises sweeping the globe. Second, investors will search for value and eschew risk, looking at simpler structures and products. Third, investors will be patient and wait for signs the market is bottoming out; they will be indecisive and slower to act, especially those lacking a firm understanding of real estate fundamentals. While this capital environment will create problems for many, it does offer some opportunities. In general, cash will be king, especially if it is mobilized and can act in a preemptive manner as sellers and holders panic or are forced to action. A good source of product for such investors will be “channel sourcing” or looking at REO, TICs and highly leveraged buyers with limited ability to refinance will begin to recognize their plight. There will also be opportunities in asset takeovers as investors lose confidence in current advisors who got them into high priced assets, as well as in portfolio acquisitions where large blocks of product --both direct and securitized-- will be on the market and looking for a quick exit. Finally, players with real estate expertise may be able to swap talent for assets, taking over troubled properties or getting stakes through sweat equity and promoted positions.
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Presenter
Presentation Notes
One of the concerns of investors/developers operating on the national stage is which markets will be hurt most and which ones will recover first. As noted, financial services and real estate jobs are a major component of many markets; suggesting few will be able to avoid softening employment levels. This is especially true as job losses spread across most sectors of the economy in the face of weakening fundamentals and tight credit. Investors who have the ability to move and make contrarian plays will find deals in some of the higher growth markets with barriers to entry.  At the same time, those with patient capital looking for “cash cows” should look to secondary and tertiary markets where there will be little competition. However, it should be recognized that such markets are not quick-term flips, since capital will take some time to trickle down to these markets after the broader recovery. Finally, investors following portfolio strategies which allocate assets across markets and geographies may be able to snap up deals --both individual and portfolios-- if they can act quickly and are mobilized to take on the underwriting and sourcing of product.
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Presenter
Presentation Notes
The capital market overview for real estate is tempered, with downside risk cutting across many sectors. In terms of construction, activity levels are expected to contract significantly, especially for speculative product or projects tied to tenant expansion predicated on a healthy economy. Private equity capital will be on the sidelines, as larger players suffer from the “denominator effect” as overall portfolio values decline and real estate allocations increase and smaller, leveraged players are locked out. REITs will continue to struggle as fundamentals erode and investors question the underlying market. Commercial mortgages will tighten even further, with CMBS issuance low, downgrades increasing and risk premiums widening. Foreign investors will remain interested, but problems at home and global uncertainty will temper activity levels and make them more selective. 
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Presenter
Presentation Notes
Looking at both the economic and capital markets, there are a number of danger signals for commercial real estate. For the first time in years, capital flows may actually decline as assets are revalued and owners forced to come up with more equity at higher yields that are commensurate with the attendant risk. The prospects of a deep and prolonged recession create significant downside risk that has yet been priced into the market.
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Presenter
Presentation Notes
Turning attention to real estate fundamentals, going into 2008 it looked like the commercial market would be on a modest path of improvement. That situation eroded quickly, first in response to the credit market and then in response to the weakening economy. In general, vacancy rates are expected to trend upward, while construction activity will decline across the board. Especially hard hit will be speculative office properties and retail or mixed-use properties depending on tenant expansion and an emphasis on market share rather than unit profitability.
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Presenter
Presentation Notes
During 2008, the office market has shown some signs of weakening, with increases in vacancy rates and softening rents occurring in many markets. For the most part, this moderate contraction has been related to the slowing of the overall economy and rising unemployment rates. However, the crisis that has hit the credit markets and financial sector the hardest have factored into the equation, especially in markets which depended heavily on financial services and related businesses.  As the scope of the credit and financial crisis became clearer, the ripple effects of the contractions spilled over to a number of markets. Although rental rates had held up through the early phases of this correction, the market is beginning to experience some downward pressure. This is especially pronounced in markets facing major job cuts resulting in tenant       givebacks and a rise in subleasing activity.  Given recent economic activity, the office sector is expected to continue to struggle, with some downside risk. Particular areas of concern include spec projects, commoditized assets, assets in need of defensive capital, and assets in weaker locations and markets. There will be a number of opportunities including distressed projects, asset takeovers and challenged sources (e.g., REO, corporate downsizing and leveraged owners facing refinancing). 
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Retail Income ----Retail Value —Retail Total
Retail Real Estate

e Overview
— Retail sales slowing
— Inventories tightening
— Credit shortening
— Retailer contracting
— Defensive capital needed

e Areas of Concern
— New unproven & unopened stores
— Underperforming existing units
— Unanchored Life-style centers
— Tenant Bankruptcies

UMNIVEESITY OI]
W WASHINGTON

e Opportunities

— Projects
» Lost Anchors
 Entitled/Spec Projects
» Capital Needs Projects
» Asset Takeovers

_ _ _ — Sourcing
— Mixed-use , TOD in marginal markets « Undercapitalized owners
— Underparked MU « REO: Institutional & Corp

e Tenant-owned Pads
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Presenter
Presentation Notes
The retail market has been more dramatically affected by the economic contraction than the other major property types. This is due to the fact that rising unemployment levels and the housing market collapse have combined to eat away at the confidence levels of consumers. Since the housing market is unlikely to correct over the near term, retail sales growth should remain down for some time. In anticipation of declining retail sales, retailers have turned defensive, putting the brakes on new store openings. This unexpected contraction has caught a number of developers off guard and left them scrambling to lease space that hasn’t yet come on the market. Particularly hard hit are some mixed-use projects and lifestyle centers that may have been a bit ahead of the market. While many markets and projects will face added risks and price adjustments, the sector will provide some opportunities for investors and developers who have the expertise to create and/or protect values. Troubled and distressed projects in good markets and locations will be on the block, along with projects in need of capital, both defensive and offensive. Investors may also be able to pick up product by focusing on distressed channels and sources including REO, owned pads affected by corporate contractions and undercapitalized investors.
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— Industrial Income ----Industrial Value — Industrial Total ‘W WASHI ':.(-'I ON

Industrial Real Estate

e Overview
— Absorption slowing
— Rents softening o
— Construction moderating
— Logistics models changing
— Design standards increasing
— Globalization slowing

e Areas of Concern
— Overbuilt markets/submarkets

e Opportunities

— Projects
e Lost Tenants
 Functional Obsolescence
» Capital Needs Projects

_ — Sourcing

— Functional obsolescence . Undercapitalized owners
— Office Showroom/Flex  REO: Institutional & Corp
— R&ND facilities  Asset Takeovers
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Presenter
Presentation Notes
The industrial market has continued the trend of slowing activity that characterized the first half of 2008.  This easing was related to the softening economic picture in the U.S. and lower demand for space as manufactures pulled back on operations and capacity utilization declined. At the same time, the moderate weakening in fundamentals was exacerbated by the unexpected global recession which has dampened demand for exports, thus eliminating one of the anticipated drivers for the sector.  For port markets and those along the primary distribution routes, the end result was negative absorption which hadn’t occurred for over five years and a moderate increase in vacancy rates. Due to the short pipeline for production of new space relative to other property types, development of new industrial space was scaled back, helping keep supply and demand in relative balance. Despite the general slowdown in the sector, new supply chain, logistical models and technological innovations create concern for obsolete product in weaker markets. Office showroom, flex and R&D space may also come under more price pressure as fundamentals weaken along with the broader economy. There are some opportunities in the current market, especially for projects in need of better management or additional capital. Opportunists might also benefit by focusing on sources of product likely to come under pressure as a result of REO or asset takeovers as investors seek higher returns or risk mitigation.

JRDeLisle
Line

JRDeLisle
Text Box
Mouse over for Annotation


Multifamily Propertiesjs

Apartment Income ----Apartment Value — Apartment Total
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e QOverview =
— Rent vs. Own preference shifting * Opportunities
— Tenant diversity rising — Projects
— Vacancy rates declining e In development: not finished
— Rents rising  Entitled: not started
e Areas of Concern * Repositioning existing
— Homogenized Product — Sourcing

» Undercapitalized owners
» Stuck Condo developers
* REO: Institutional

_* Asset Takeovers

— Poor Product Positioning
— Re-apartmenting
— Density as an End vs. Means
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Presenter
Presentation Notes
The apartment market is one of the brighter spots, with a number of markets experiencing a decline in vacancy rates and rising rents. This situation is a stark contrast to the single-family and condominium markets which are faced with significant excess capacity. The prospects of record foreclosures that would force homeowners on the street promise some upside potential for the apartment sector. However, the interventions and incentive programs that are being launched to provide some relief for borrowers and allow them to stay in their homes may dampen this potential surge in demand. On the other hand, the slowing economy and prolonged recovery of the single family market should bolster the ranks of renters and help stabilize rental rates.  Some areas of concern relate to product with weak fundamentals or those that have no competitive advantage. At the same time, projects developed in anticipation of shifting consumer preferences (i.e., higher density) and normative desires (e.g., shared parking) may struggle. Opportunities include projects in the works or entitled that are now struggling for capital, as well as assets in need of repositioning or value creation. As with other property types, investors might also take advantage of the challenges faced by some owners/investors via channel sourcing of REO and assets held by undercapitalized investors.
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—Hotel Income  -—Hotel Value  —Hotel Total
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Hotels
e Overview
_ High risk/return profile
— Travel down » Opportunities
— Companies down-scaling — Projects
— Occupancy falling ¢ In development; not finished
— Rates slipping o Entitled: not started
e Areas of Concern « Reflagging existing
— Homogenized Product — Sourcing

— Poor Product Positioning
— Hotel/Apartment Hybrids
— Weak flags

¥
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Presenter
Presentation Notes
From an institutional perspective, the hotel sector is characterized by the most volatile of all major property types. This is evidenced by the volatile return series reported in the NCREIF index. In the recent environment, the hotel sector is expected to experience a series of shocks as businesses, consumers and travelers cut back on hotel stays. Areas of particular concern are homogenized product that is poorly positioned in the market and properties with weak flags. There will be a number of opportunities including projects in development as well as projects that receive entitlements but have not yet started. As some chains are forced to cut back on supply, there may also be some opportunities to reflag existing hotels. Other opportunities may be harvested by focusing on sourcing particularly undercapitalized owners and institutional REO. Players with the wherewithal and expertise to manage hotels may also find some opportunities via asset takeovers as funds and investors are expected to struggle.
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_
Economy vs. Capital Market vs. Spatial Market — ffwisiincion

Macro-economic Real Estate Capital Spatial Market
Environment Market

e Economy tottering * Wavering, delayed e Fundamentals
with risk of Investor demand continue to weaken
recession mirroring economy

Rising Cap rates”

» Businesses on private side « \acancy rates
struggling, st_ock rising, rents
market volatile « Challenge softening

accessing equity

o Consumers and nonrecourse » Stagnating demand,

bearish debt tempered recovery
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Presenter
Presentation Notes
In looking at the snapshot of the spatial market --supply and demand for real estate-- the bottom line echoes that of the broader economy and capital markets. That is, there is some additional downside risk associated with a combination of a slowing economy, tighter credit, a renewed interest in risk, and weakening fundamentals. That situation should prevail over the near-intermediate term, with commercial real estate lagging the broader economic recovery which is well into 2009 at best. These will be interesting and challenging times with some opportunities for those willing and able to take advantage of the market malaise and lack of capital.
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Will Government Intervention Work?

Mouse over for Annotation
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R

No .
— Not enough $; too little, too late
— Not address mortgage issue
— Ill-conceived; gov only stupid buyer
— Cycle inevitable, let it play out
— Not deal with fundamental issues
— Not deal with commercial bomb

Not right away
— Not until credit crisis resolved
— Curtail negative, but take time
— Not a quick fix; eventually
Limited
— Marginal help
— Too long, slow, costly

Mixed/Maybe

Ok for banks, not taxpayers/econ
Essential to avoid further erosion
Create illusion of stability

They don’t know what they’ll do

Yes, but only if...

Yes

Buy truly toxic loans
Have Stopgaps to avoid foreclosure
Banks forced to loan vs. hoard

Restore Confidence; banks/market
Fear removed, mitigated

Put a floor on bottom

Add essential liquidity

Get wheels in motion
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Presenter
Presentation Notes
Given the spate of government interventions --both announced and on the horizon-- one question set to the respondents addressed the issue of whether they would work. Although many respondents had a number of caveats, about half thought it would work although perhaps not right away, not as effectively as hoped, or without certain conditions to occur. A significant number thought the efforts were misplaced and would not be sufficient to reverse the downward spiral of the economy, especially the commercial real estate market which has not yet even gotten onto the radar screens of regulators, policy makers and other interested parties.  The biggest boost and potential for the various incentives and intervention programs would be indirect rather than economic, working through restoration of business and consumer confidence.
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What More Should Government Do?

Mouse over for Annotation
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No more actions

— Don’t know

— Nothing

— Enough already; Out of tricks
Taxes

— Cut capital gains taxes

— Cut income & capital gains

— Create incentives
Mortgages

— Lower rates

— National loan program
Market-based solutions

— Stimulus package

— Eliminate mark to market accounts

Equity infusion

— Inject equity; take positions

— Pari pasu with private investors

— Force liquidity; flow-through
Psychic Interventions

— Leadership stability (Paulson)
— Restore accountability

— Remove “entitlement”
Regulation

— Increase Oversight

— Proactive regulations
Other:

— Global action/world leader

— Create RTC-like entity

— Education
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Presenter
Presentation Notes
In response to the question of what more could be done, many thought “enough already,” let it play out. However, respondents did have some hot spots not currently on the agenda including cutting taxes, lowering mortgage rates, creating market-based solutions. They also saw benefits in actions that could restore confidence, including those aimed at more regulation and accountability.  The infusion of equity into financial institutions and the attraction of private capital to leverage federal funding held much promise both in the presentation and ensuing discussion.
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Seattle CBA on National Market Trends/Issues ™" Hiox
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Presenter
Presentation Notes
In order to help bring discussions of the national economy, the credit crisis, the crisis in confidence and the emerging crisis in collateral values, we asked the respondents to share their thoughts on the national scene. This slide presents the results of responses to various open-ended questions. The scale of the y-axis went from strongly agree at the bottom to strongly disagree at the top, with the scale set in percentage of total respondents. In order to read the graph much focus on the green and red responses to the bottom of each bar which indicated the “strongly agree” to “agree.” As noted, only 40% of respondents believe commoditized pricing is gone, while most recognize that commercial real estate will weaken and the sector will not avoid the fate of the residential market. In terms of capitalization rates, the majority of respondents realize they are too low andwe Rates will increase over the next several years. They also recognize problems with risk including the fact that lenders are too risk averse in the current environment. On a positive note, only 10% of respondents agreed or strongly agreed with the statement that real estate will underperform other asset classes.
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National: Greatest Risks to Commercial RE? T VAHiReion

o Equity  Demand
— Decline in qualified buyers — Employment losses
— Capital shortage near-term — Tenant Bankruptcies
— Players on sidelines — Consumers and confidence
o Debt Access e Fundamentals
— Tightened credit — Overall deterioration
— Credit hangover — Erosion in market balance
— General shortages — Rising vacancies, rents declines
— Deleveraging effects — RIising costs
— liquidity » Re-pricing/Valuation
e Debt Rollover — Some already occurred
— Maturing bullets — Further valuations slippage
— Mezzanine — Foreclosures
— Default increases — Non-recourse walk-always

— Non-recourse walk-always
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Presenter
Presentation Notes
In exploring the greatest risks faced by the commercial real estate market in the aftermath of the credit crunch and slowing economy, respondents had a number of worries. For many, a withdrawal of capital --both debt and equity-- and requirements for higher returns was a danger. Concern was also expressed as to how the highly leveraged buyers who took advantage of easy credit would fair when they attempted to refinance or rollover existing loans. Respondents were also concerned about the ripple effects of the slowing economy on job formation and demand, leading to the anticipation of weakening fundamentals overall in terms of spatial supply and demand. Finally, respondents worried about a re-pricing of the asset class as risk took center stage and investors, lenders and other players demanded higher returns from the asset class.
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National: Greatest Opportunities?
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o Get in the game o Markets
— Beaplayer — Secondary and Tertiary
— Be Opportunistic — Lower Cost
e Cash * Property Types
— At bottom — Land
— Cashis king — Apartments, student, assisted
— Deleverage — Industrial/flex
e Debt — Medical
— Distressed * Value creation
— Discounted — Repositioning assets
e Distressed — Adding management expertise
— Properties — Takeovers
— Sellers; overleveraged — Re-tenanting
— REO — Provide liquidity, capital
— Any form
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Presenter
Presentation Notes
To tap into the collective expertise of the group --especially those who had lived through prior downturns-- we explored respondents’ views of the greatest opportunities that would come out of the current and impending crisis. One of the common themes was to just “get in the game” or stay in the game; to be a player with the ability and will to act in an opportunistic manner. Many respondents believed cash would be king, especially as the commercial market struggled with re-pricing and deleveraging of the sector. A key phrase was “distressed,” which referred to properties, debt, sellers and any other forms. Some thought secondary and tertiary markets with limited competition for assets in the current market and few prospect for overbuilding due to tightening credit as good opportunities. I agreed, but with the caveat these were longer terms holds with the risk of limited exit strategies or options. In terms of property types, land was the most frequent response, although they recognized the best deals have already been transferred to new owners who will wait for the market to turn. Apartments were seen as an attractive sector, followed by industrial and niche properties including medical offices. Finally, respondents saw opportunities in “value creation” as hot money withdrew and that which stayed, seeks out partners, consultants and buyers who could help nurture assets to protect and/or create value.

JRDeLisle
Line

JRDeLisle
Text Box
Mouse over for Annotation


Seattle’s Economy and Real Estate Outlook

W WASHINGTON

Seattle's Eocnomy and Real Estate Outlook |
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Presenter
Presentation Notes
To focus in on the sale real estate market we asked a series of open-ended questions similar to those that queried respondents thoughts on the national market. The results were somewhat mixed with the vast majority not seeing the Seattle housing market in for a major collapse. While welcome news to many of the residential sector the proof is in the pudding. Interestingly, only 23% thought proposition one would pass which attests to the uncertainty of the political process and voter mindsets in the region. Our proactive stance the respondents recognized the need to diversify the Seattle economy and to approach our problems from a regional perspective. They do not believe the Seattle economy has bottomed out but they do not see dramatic change on the local scene. They do not believe we are currentlyexporting our competitive advantage which might provide some upside potential for the proper leadership.
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Seattle as an Institutional Market: Why it Matters " "N

How significant are Institutional Dollars?

—Market Value

$9,229,158,125

J
/

{
/
J

How many Players/Properties?

—Number of Properties ==Number of Managers

— - -
P Ll L gl S e el
-

|
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Presenter
Presentation Notes
To get a handle on the importance of institutional capital for the local commercial real estate market, we took a look at the NCREIF Index and the relative market share in Seattle. As noted in the slide, institutional investors not including international investors, has some $10 billion invested in Seattle real estate. This includes 203 properties and 35 managers.
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How is Institutional Real Estate Priced in Seattle? M "HNeiox

What are Implicit Cap Rates? How Cap Rates Compare to US?

Seattle Cap Rate ----Refail =——Industrial ==-Apartment -——Office =—3Seattle Cap Rate
11% -
10% -

= Seattle Cap Rate

6% -

lot as Different as we thoug
3%

5%
49

(o]

CHANGES IN SALES PRICE

What’s Coming? APPRECIATION OVER PAST YEAR Seattle haS

Apartments -10.3% -51% Some CatCh i ng
S o up to do!!!
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Industria
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Presenter
Presentation Notes
In many respects Seattleites tend to believe they are different from the rest of the market. In order to test this theory one can compare cap rates. As noted in the upper right graph the Rates and Seattle are not different from national capitalization rates plotted by property type. While property crimes have fallen somewhat across the country, the top markets which includes Seattle has fared better than the average. Although Seattle comes out higher rankings, this divergence is unlikely to hold suggesting Seattle isn’t for some repricing for core commercial real estate.
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Seattle Institutional Investment: Performance " "eToN

What Is Average Value?

—Average Market Value

$45,805,624

Millions

How is it Doing?

—Seattle Income ----Seattle Value —Seattle Total

Why is it Doing What it i1s?

Recent Outperformer
High Barriers to Entry
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Presenter
Presentation Notes
And looking a bit deeper into Seattle institutional holdings, one can see a steady increase in the average value of properties. To some extent this is accountable to the rise in property values, as well as to the emphasis of institutional players on larger assets. Going forward many local players take some solace in the fact that Seattle ranks high in the charts. Unfortunately, as noted in the graph in the lower right, Seattle’s institutional investment performance has also been rather choppy compared to many other markets.

JRDeLisle
Line

JRDeLisle
Text Box
Mouse over for Annotation


Seattle Commercial RE: What’s Happening/Not? M /AiNeiox

Seattle Center

GREATER DOWNTOWN SEATTLE
1. 151 john St. 15. 2000 3rd Ave.

17 apartments 441 apartments, 40-room hotel

. lcon 16. Heron and Pagoda Towers

783 condominiums 267,000 square feet office space,

400 condominiums,

200-room hotel, retail
17. 1915 2nd Avenue

175 condominiums
18. 1 Hotel & Residences

51 condominiums,

44 “condo-hotel™ units,

- Tth@Westlake 192-room hotel, retail
342,000 square feet office space,
19. SkyGarden

365 condominiums .
116 condominiums

- 1800 Terry Ave. 20. 5th and Columbia Tower

261 retirement units 60,000 e
. 2700 Elliott Ave. /b, 000 square teet omce space
100 condominiums 21. Colman Center

2nd & Bell 170,000 square feet office space

102 apartments 22. Smith Tuw_er_ condo conversion

_The Martin 12 condominiums Elliatt
170 condominiums 23. 200 Occidental Ave. S. Bay

. Ava l_!.[},UU[} square feet of‘ﬁ_ce space, YESIER Wiay
236 condominiums, b2 condominiums, retail 5, WASHINGTON £ T

190-room hotel 5 AN 5T

12. 1519 Minor Ave.
80 condominiums

13. Art House
140 condominiums

14. Western and Blanchard
113 condominiums

e e o ——— .

Seattle Times business reporter
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. Insignia
646 condominiums
. 2030 Eighth Ave.
230 condominiums

. Stewart & Minor Lofts
150 apartments, 160-room hotel
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Presenter
Presentation Notes
In order to get a handle on what’s actually going on in the market it’s useful to look at the distribution of what’s happening and what’s not. The story presented a slide relative to the number and distribution of abandoned properties are properties in trouble in Seattle are well-known to the audience. However, the story may have reached the national press which may lead to interesting reading over the next phase of the cycle.

http://search.nwsource.com/search?sort=date&from=ST&byline=Eric%20Pryne�
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Bellevue RE: What’s Happening/Not?

M WASHINGTON

DOWNTOWN BELLEVUE 4. European Tower N.E_ 12TH 57

. 16 condominiums 1]

1. Hanover Bellevue Cadillac ,' e 1omesT.
295 apartments 5. Lincoln Square |1 ‘

545,000 square feet office space, vesmst  H
— coin i
are r

2. Washington Square ndiminiums,

700,000 square feet office space,
150-room hotel,

. Belle i
20-room hotel, retail Square A:
200 retirement units, retail 6. Bank of America site tower

3. Pacific Regent Phase I 692,000 square feet office space,
168 |'eti|'EEr|ent units 7 '-._ll'entana on Mzin
68 apartments

Some of the Buzz

Seattle's commercial real-estate market is No. 1 for 2009
Seattle beats rivals in bleak commercial real-estate picture
Prospective condo buyers in Seattle area sitting on the fence
Retail Tenant’s backing out of deals

Area office vacancies climb

n S t a d CENTER FOR HEA‘]‘_ E-s'rn.-rz STUDIE;. EriCPr}fne

Seattle Times business reporter

© JR DeLisle, Ph. D.



Presenter
Presentation Notes
The slowing down or abandoning of projects is not endemic to Seattle, but spreads across the region as noted by the illustration of what’s happening in Bellevue.in terms of buzz a number of headlines have come out on the positive side for Seattle although there is a rising tide of bad news.

http://search.nwsource.com/search?sort=date&from=ST&byline=Eric%20Pryne�
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WhO’S Hurting? Who’s Not? T WASHINGTON

e Who is Hurting?
— Developers
— Architects
— Contractors
— Brokers
— Mortgage Bankers/Brokers
— Leveraged Owners

« Who is Not Hurting (yet...)?
— Long-term, non-market value, non-leveraged owners
— Tenants looking for space
— Property managers creating value
— Consultants... who you going to turn to????
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Presenter
Presentation Notes
Focusing again on the Seattle scene we asked respondents was hurting and who’s not in the local real estate market. On the hurting side, the simple answer is “everyone.” On the “not hurting” or “not hurting yet” side I saw the longer-term players who are not concerned with paper losses associated with the mark to market accounting. Tenants are happy and likely to get even happier to the chagrin of owners. Those with expertise in coding property managers who can create value and consultants who can create confidence will do well.
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Biggest Risks in Seattle? I WASHINGTON

 Employment National Economy

— Layoffs — Recession
— Loss of jobs (Safeco, Wamu — Static economy
& Who?) e Capital
~ Minimal job growth — Lack of capital flows
e Infrastructure — Lack of credit

— Transportation
— Service cutbacks

Real Estate Fundamentals

_ _ — Weakening occupancy
* Business Environment — Overbuilding continues

— Anti-business mindset

— Onerous regulations

— Lack of leadership (effective)
— Apathy

Transactions

— Sellers unrealistic

— Tenants non-committal
— Buyers on fence

R u l'l S ta d uuuuuuuuuuuuu E’i‘n.‘rz s'runlzs'-:'. ©JRDeLi5Ie, Ph. D.



Presenter
Presentation Notes
Other side of the equation the Seattle market faces risk exposures on a number of fronts. While the national press and many local aficionados believe ou whatr employment situation is immune to downturns the respondents are less optimistic. This harkens back to the concern over the diversification of our economic base, the impending second strike at Boeing, cutbacks at Starbucks and slowing down of the technology sector. For yours respondents have been concerned about infrastructure including transportation. More recently, they’re concerned about cutbacks in social services as the local government budgets take a hit. With respect to the business environment a number of respondents are concerned about the antibusiness mindset of some activists, as well as a sense of apathy, concern for overregulation, and a general lack of leadership. Despite our differences in Seattle, many respondents focus on the national economy and lack of access to capital. They also see weakening market fundamentals especially as recently started product comes out of the ground. On the transaction side, which brokers focus on, it is my concern over the lack of activity in the market and the gap between seller expectations and dreams and buyer realizations and demands which has led to many just sitting on the fence.
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Biggest Opportunities In Seattle? T WaSHINGTON

None » Real Estate Services
— Buyers & sellers not adjusted — Tenant Rep

— Cap rates too high — Leasing

Property Types

— Apartments favored by many e |nvestors

— Industrial; port — Cash rich

— Medical — Opportunistic Buyers
— Lifestyle  Distressed

— Renovation/Rehab — Buy properties
Core Locations/Assets — Buy debt

— Develop waterfront; viaduct e Channel

— Buy core; CBD; Queen Anne — Distressed owners
— TOD; infill; South Lake Union _ Refinance

' |
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Presenter
Presentation Notes
Was my presentation and our discussion has been on the negative side of the equation for understandable reasons, some of the respondents did see some opportunities in Seattle. With respect to property types, the greatest opportunities for an apartment and industrial, along with renovation or rehabilitation of existing product. The respondents continued like locations including TOD, infill sites such as Queen Anne and South Lake Union. They also realize real estate service providers will be busy with the tenant representatives having the most fun. Investors who are flush with cash will likely see some opportunistic buys, although sellers are not there yet. Finally, the respondents focused on the word “distressed” and opportunities in buying anything distressed as you can get the pricing right, which may be somewhat premature.
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Key Topics of Interest? T WASHINGTON

e Real Estate Outlook e What to do?
— What’s happening? — How will we be affected?
— Where are we headed? — Where are the Opportunities
— How low can it go? — How do we Survive?
— When will it bottom? — How do we go forward?
 Capital Markets — How do we get ahead of the curve?
— Where’s the money?  What are the lessons learned?
— Who steps in? — What can the past tell us?
— What role securitization? — What are the dangers ahead?
e The Seattle Difference? — How will this get turned around?
— Are we different? » Other Questions?
— What does it mean? — What about sustainability?

— Where’s the demand?
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Presenter
Presentation Notes
And looking back at our presentation, a review of the topics of interest going into the session suggest the concerns of the audience. Prickly response are concerned about real estate fundamentals, the capital markets and whether Seattle’s really different after all. They were very interested in lessons learned and what we might gain from looking at the cycles of the past. While we did cover prior cycles analogies are stressed by the fact we are treading water in uncertain seas. 

JRDeLisle
Line

JRDeLisle
Text Box
Mouse over for Annotation


Summary (vs. Conclusion.....)
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e The 3 C’s and the Macro-view

— Macroeconomic Conditions
— Capital Markets
— Real Estate Fundamentals

e The Seattle Experience
— What it Is
— What it will be
— What are the Risks and Opportunities
Contact info:
|delisle@u.washington.edu
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Presenter
Presentation Notes
In many presentations, this last slide would be entitled “Conclusion.” Unfortunately, in the current environment which faces a number of unknown risks, there is no conclusion. Rather, we are looking at a situation that is somewhat reminiscent of the “Never-ending Story,” with many more issues to emerge that are lurking beneath the already choppy sea. The downside pressures and additional risks are pervasive, cutting across the economy, the capital markets, and real estate fundamentals. This will create a number of challenges, issues and opportunities, although most will be forced to deal with the two former items. That will leave opportunities to those who have already hunkered down and are now ready to spring to action.  These will indeed be interesting times, as we face the credit, confidence and collateral challenges. Good luck to all and have fun along the way as we travel down the “road less traveled.”
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