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FOREWORD

January 2012

Dear Readers,

As we prepare to issue our annual outlook report, Expectations & Market Realities in Real Estate 2012—New Foundations in
an Uncertain World, the financial world appears to still be at risk. The sovereign debt crisis in Europe seems to be unresolved,
and many nations’ debt burdens may be unsustainable. Our memories are good enough that we recall the implosion of our
credit markets just a few years ago, and given the apparent interconnectedness of the world’s big banks today, we think of how
fragile the world’s financial system might be and what may unfold.

Although there are no guarantees and there are elements of risk with any investment, we—Real Estate Research Corporation
(RERC), Deloitte, and the National Association of Realtors (NAR)—generally agree that institutional-grade commercial real
estate appears to have remained relatively stable during recent periods of uncertainty. Besides seeming to have avoided the
recent volatility of the stock market, some commercial real estate investments have offered returns greater than those experi-
enced by non-real estate equity investors.

Thankyou to everyone who has contributed to this report, especially our researchers and data providers, economists, business
associates, research survey respondents, and the many others who have shared their insights and observations. We also thank
you—our clients, subscribers and membership professionals, and consultants—for your interest and support of this report.
We hope you find Expectations & Market Realities in Real Estate 2012—New Foundations In An Uncertain World of value
in this fragile investment environment.

Sincerely,
Mvﬂ#—? / [
) . . /{ o A
Matthew G. Kimmel, CRE, FRICS, MAI Kenneth P.Riggs, Jr, CFA, CRE, FRICS Lawrence Yun, PhD
Principal & US Real Estate Services Leader Chairman & President Sr. Vice President, Chief Economist
Deloitte Financial Advisory Services LLP Real Estate Research Corporation NATIONAL ASSOCIATION OF REALTORS®
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1 | INTRODUCTION

New Foundations in an Uncertain World

When Real Estate Research Cor-
poration (RERC), Deloitte, and the
National Association of REALTORS®
(NAR) began making plans to publish
Expectations & Market Realities in
Real Estate 2012, the already sluggish
economy was starting to slow. The ups
and downs in the stock market were
becoming more pronounced as the sec-
ond round of the government’s quanti-
tative easing initiative started wind-
ing down, and this volatility further
increased as we witnessed the inability
of politicians to come to an agreement
about the nation’s debt ceiling. Finally,
the market nearly collapsed as the
nation’s credit rating was downgraded
from its AAA status and investors—
afraid the economy was about to fall
into another recession—retreated to
the relative stability that investments
like commercial real estate could offer.

As the year 2011 comes to an end, fear
and uncertainty have spread beyond
the U.S., and Europe is focused on its
own economic difficulties. The sover-
eign debt crisis has expanded beyond
Greece and Portugal to Italy and Spain,
and although there are moves toward
strengthening the European Union’s
response, a risk remains that one or
more nations may eventually default
on their obligations and a new finan-
cial crisis that could affect the West
will emerge. As aresult, the investment
world is uncertain and the relative
safety of commercial real estate invest-
ment may be more attractive as inves-
tors look for “New Foundations in an
Uncertain World.”

In this first chapter to our outlook
report, we have focused on the econ-
omy and various risks associated with
our fragile recovery. This is the envi-
ronment in which people invest, and

the economic risks—particularly high
unemployment, but also high debt and
the housing market—affect the per-
formance of this asset class.

Chapter 2 of this report discusses
the capital markets and the debt and
equity available for investing in com-
mercial real estate. We have also
included a guest commentary provided
by The Real Estate Roundtable, which
describes some of the capital market
uncertainties related to the regulatory
environment.

In Chapter 3, we take a closer look at
the office, industrial, retail, apart-
ment, and hotel property sectors. Our

analysis examines volume, pricing,
capitalization rates, vacancy/occu-
pancy rates, absorption and comple-
tions, and rental rates/revenue for each
of these major sectors.

In our final chapter, we offer our col-
lective analysis of the investment envi-
ronment, the capital markets, and the
property markets.

THE ECONOMY

The commercial real estate market
often lags the broader economy by a
year or two, and the economic recov-
ery and growth in retail sales and jobs
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gains that follow can lead to renewed
demand for commercial space, falling
vacancies, and rising rents. This recov-
ery is different however, and even with
the Great Recession of 2008 and 2009
already in the rearview mirror, the
nation’s economy remains very sub-
dued. Toward the end of 2011, total U.S.
employment was still nearly 7 million
below the prior peakin 2007, according
to the Bureau of Labor Statistics (BLS).
Compared to what might have been,
had the recession never occurred and
had job growth kept pace with popula-
tion increases, the economy remains
short some 11 million jobs, according
to NAR’s analysis of data provided by

PLEASE WAIT
UNTIL YOU ARE

THE WINDOW

IN THE LINE

CALLED TO

the BLS. That shortfall is the reason
behind the stubbornly high unemploy-
ment rate, even while the economy is
adding jobs — albeit at a slow rate.

One of the more worrisome aspects
of the recent business cycle is that the
number of people considered long-
term unemployed (those without a job
for longer than six months), remains
near a troubling 6 million at the end of
2011, according to the BLS. In “normal”
expansionary times, fewer than 1 mil-
lion people stay unemployed for such
an extended period, while during bad
economic times, like the 2001 reces-
sion, the figure topped 2 million. This

past recession saw a fundamental rea-
lignment of industries and of the large
pool of long-term unemployed, many
of whom may never again be gainfully
employed in their specialty area.

Those who do have jobs should feel a bit
more fortunate in this context, but many
of them are not happy either. Hourly
earnings are rising at a rate of less than
2 percent, which is well below the con-
sumer price inflation (CPI) rate of 3.6
percent. In short, American workers
are falling behind in their standard of
living. The combined frustration of the
jobless and workers losing their spend-
ing power is reflected in weak, if some-
what improving, consumer confidence.
According to the Conference Board, the
Consumer Confidence Index registered
44.5 as of Aug. 18, 2011, the lowest read-
ingin 50 years (with the exception of the
period between autumn 2008 to spring
2009 when there was massive hemor-
rhaging in the financial markets) before
rising to 55.2 in November and 64.5 in
December.

Deleveraging

Often, economic recovery following a
recession tends to be above trend. In
1983, for example, GDP rose at a whop-
ping 8 percent while in 1992, GDP grew
at a very respectable 4 percent, com-
pared to the long-term trend growth
rate of 3 percent, according to the
Bureau of Economic Analysis (BEA).
This time around, the post-recession
expansion has notbeen and may notbe
strong. In the aftermath of a financial
market crisis, there is usually a balance
sheet “readjustment” by key players in
the economy. Persistent high spending
and low savings rates would generally
be neither sustainable nor healthy, and
the adjustment from this environment
would necessarily take time. History
has clearly shown that too much bor-
rowing by even a small number of enti-
ties could lead to a financial disaster
sooner or later. As a result, some form
of adjustment was needed after the
2008 financial crisis.

©2012 DELOITTE DEVELOPMENT LLC, REAL ESTATE RESEARCH CORPORATION, NATIONAL ASSOCIATION OF REALTORS. ALL RIGHTS RESERVED. | 9
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Americans socked away $250 billion
annually in the 10 years prior to the
onset of the financial crisis, according
to the BEA. The savings rate was a very
low 2 to 3 percent of disposable income,
but from 2008 onwards, consumers
started to become more careful about
spending, and the annual savings rose
to nearly $600 billion, nearly 5 percent
of disposable income as of mid-2011,
according to the BEA.

The rise in the pre-crisis savings rate,
however, has not negated the neces-
sity of buying food, clothing, utilities,
and health care—the prices of which
have recently hit new highs. Interest-
ingly, even discretionary spending
onrecreation hasrecently reached an
all-time high, according to the BEA.
The increased savings rates of recent
years have principally hit house-
holds’ two biggest purchase items:
cars and homes (though both items
have been impacted by the ability of
financing as well). We've seen sales
rates of 11 to 12 million vehicles every
year for the past three years, accord-
ing to Autodata Corp.—well below the

Exhibit 1-1. State and Local Government Jobs Declining (600,000 Job Cuts in Past 3 Years)
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Source: BLS, July 2011.

16 to 17 million that would be more
typical in normal economic times.
And, as most Americans know only
too well, home sales are also off their

Exhibit 1-2. Federal Government Jobs Have Increased (110,000 Jobs Over 3 Years)
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high marks. In 2005, a bubble year,
new and existing annual home sales
hit 1.2 million units and 7.1 million
units, respectively, according to the
U.S. Census. The most recent com-
parable figures are currently 300,000
units for new home sales and 5 mil-
lion units for existing home sales.

It is not only consumers who are
watching their spending. Businesses
and banks too have undergone belt-
tightening by reducing debt or holding
onto excess cash. State and local gov-
ernments, faced with balanced budget
rules, have deeply slashed employ-
ment, as shown in Exhibit 1-1. How-
ever the federal government has been
moving in the opposite direction (see
Exhibit 1-2), with increased spending
from borrowed money.

The good news related to such delever-
aging is that the process could move in
the reverse direction soon, and further
deleveraging in the private sector may
not be needed. Consumers have been
saving, and some of that savings may
inevitably show up as down payments

| 10
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for home purchases. Businesses may
be pressured by shareholders to either
invest in new plants and equipment or
pay out higher dividends. Tax revenues
at local and state governments have
been rising of late as a result of some
economic recovery, according to U.S.
Census data. The increased revenue
could help slow down the job cuts.

More Stimulus?

Two policy options are potentially
available for moving the economy for-
ward: fiscal and monetary. There is
some concern by certain parties that
the traditional ‘crowding out’ effect of
business investment falling as interest
rates move higher in the face of higher
budget deficits, although interest rates
are currently at historic lows. However,
another crowding out scenario could
be on the horizon. With the national
debt continuing to grow at a fast pace,
individuals and businesses are faced
with great fiscal and economic uncer-
tainty. And, uncertainty often leads to
consumers and business holding back
on spending.

Regarding monetary policy, some of
the options available to the Federal
Reserve to fight the economic down-
turn have already been used. The
federal funds rate is already at zero,
and it cannot possibly go lower. The
quantitative easing approach of print-
ing money to buy government debt
has been tried twice already. Another
plan, dubbed “Operation Twist,” in
which the Federal Reserve buys long-
term bonds by selling short-term
bonds, is also underway so that there
would not be any additional printing
of money.

Banks have steadily built up reserves
over the past three years and can be
said to have large amounts of cash,
but they have generally been unwill-
ing to lend at the same levels they
lent money prior to the Great Reces-
sion. Any further rate decline may be
inconsequential.

Inflation

It is unclear what impact the monetary
policy of the past three years has had on
the economy, although it can be argued
that the printing of money may have at
least moderated the degree of economic
downturn, and may have prevented the
unemployment rate from rising above
its current level. It will be very hard to
determine the effectiveness or the inef-
fectiveness of recent policy until well
after the fact, and it may well be a topic
on which economic professors debate
over the next 50 to 100 years.

Printing money is said to lead even-
tually to higher inflation. Consumer
prices have inched up, with the CPI

up by 3.4 percent from a year ago in
November, according to the BLS. The
recent “easy” monetary policy may
have impacted commodity prices, with
the price for oil, corn, wheat, pork,
beef, copper, coffee, and in particular,
gold, rising significantly in the recent
past. In addition, there appears to be
even more price inflation pressure in
the pipeline. Producer prices are rising
at a faster clip, as shown in Exhibit 1-3,
particularly for those products in the
early stages of production. Producer
prices are generally known to be vola-
tile, with larger increases followed by
larger declines. But, if producer prices
do not retreat, then another concern
may be the pass-through of inflation
into consumer prices.

Exhibit 1-3. Prices are Rising - Broad Inflationary Pressure

Consumer Price Index

Producer Price Index (Finished Product)

Producer Price Index (Intermediate Product)

Producer Price Index (Crude Product)

Dow Jones Commodity Spot Price Index

Gold Price

Percent Change from One Year Ago
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21.1%
20.0%

Around Record High Price

Sources: BLS (October 2011), Dow Jones, The Wall Street Journal, September 2011.
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Housing to the Rescue

Housing, which has sometimes been
the first sector to come out of a reces-
sion and to help power the broader
economy forward, has shown almost
no indication of revival in 2011. Home
sales are running below levels seen a
decade ago, foreclosures remain high,
and housing starts are at a 60-year
low. Furthermore, according to Core-
Logic, 10.7 million homeowners, rep-
resenting a fifth of homeowners with a
mortgage, were underwater as of third
quarter 2011, with mortgage balances
higher than home values. This huge
debt overhang may keep these house-
holds subdued in their spending or
in their ability to trade-up for several
years to come.

The good news is that housing market
activity has been so low and so deeply
corrected that it is likely that over time,
there may be only one direction to
move: up. Though its degree of strength
is unclear, a housing recovery could
propel the economy, and help reduce
the chances of another recession.

©2012 DELOITTE DEVELOPMENT LLC, REAL ESTATE RESEARCH CORPORATION, NATIONAL ASSOCIATION OF REALTORS. ALL RIGHTS RESERVED.

Exhibit 1-4. NAR Housing Affordability Index at Record High
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Despite the housing market struggles
that are likely to continue in the near
term, there are many compelling fac-
tors showing potential improvement,

!rmﬂll'

and while there are no crystal balls,
these improvements could lead to a
housing market recovery.

NAR’s Housing Affordability Index,
which incorporates house price, fam-
ily income, and mortgage rates, is at
its highest level since 1970 when the
data were first compiled (see Exhibit
1-4). The record-high Index does not
automatically mean there will be
more buyers, however, for two major
reasons. One reason is that the Index
does not incorporate recent trends in
lender underwriting standards, which
are much tighter than in past years.
The second is that it cannot capture
consumer moods with respect to home
buying.

The rise in rental property rents is also
a factor for improving home sales.
When rents rise, more renters pull out
their calculators to see if buying makes
more sense than renting.

The most fundamental metrics to
assess whether a market may be over-
inflated or overcorrected are the

| 12
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simple home price-to-income ratio and
home price-to-rent ratio (see Exhibit
1-5). Both metrics clearly show the
imbalanced, unsustainable conditions
that prevailed during the bubble years
of 2004 to 2006. Interestingly, both
metrics now point to a possible slight
overcorrection in the market, which
indicates that home values need to rise
under these ratios in order to catch up
with income and rent.

Another indication that the worst in
the housing market may be coming to
an end is that the inventory of unsold
homes is declining. The peak inven-
tory was set in the middle of 2008, with
4.5 million homes available for sale, as
reported by NAR on www.realtor.org.
A steady chipping away at supply has
brought the inventory to only a hair
above 3 million near the end of 2011.
The corresponding months’ supply, at
that level of inventory, will not likely
reach double digits, and it could even
fall to 7 months or less depending on
the pace of home sales. In short, the
pressures for additional home price
declines may be coming to an end,
and in fact, home prices have already
shown some signs of stabilization.
The Case-Shiller Repeat Price Index
has risen for four straight months. The
same is true of the Federal Housing
Finance Agency’s (FHFA’s) House Price
Index, which is seasonally-adjusted
and covers only conforming Fannie/
Freddie-backed properties.

©2012 DELOITTE DEVELOPMENT LLC, REAL ESTATE RESEARCH CORPORATION, NATIONAL ASSOCIATION OF REALTORS. ALL RIGHTS RESERVED.

Exhibit 1-5. Home Price-to-Rent Index
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The 40-year low on newly-constructed
inventory could also help heal the hous-
ing market over the short term. Though
the minimal housing starts of the past
three years have not helped in terms of
job creation in the construction sector,
the low starts may have helped to trim
away inventory, thereby setting the con-
ditions for a potentially brighter and
healthier housing market recovery.

Other smaller, though not insig-
nificant, factors that could propel

housing upwards include recovery in
stock market wealth, which helps sec-
ond home purchases, and real estate
investment demand arising from the
search for inflation hedges. Those who
are currently able to get Fannie- or
Freddie-backed conforming mort-
gages have an average credit score of
760, according to FHFA data. Under
normal underwriting standards (and
not the lax underwriting situation
of the bubble years), credit scores
would be closer to 720 on conform-
ing mortgages. For FHA mortgages,
today’s borrowers have an average
credit score of 700, compared to his-
toric FHA borrowers who had average
credit scores of 660.

According to the Census Bureau, the
number of people who “doubled-up”
recently was 12 percent higher than at
the beginning of the recession in 2007,
which represents 7.5 million addi-
tional people cooped-up in tight living
spaces. Such a trend is not likely to rise
indefinitely. A more likely scenario is
a decline in doubling-up in upcoming
years, provided the economy expands
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and generates jobs. As shown in Exhibit
1-6, housing starts have been scraping
along a deep bottom over the past few
years. This extremely low level of hous-
ing starts is subject to the “low boil”
of household formation which should
require more housing units. The apart-
ment sector, perhaps the healthiest of
the commercial property sectors, may
continue to provide opportunities in
terms of rent growth and new apart-
ment construction.

The historical average growth in hous-
ing starts in the U.S. has been 1.5 mil-
lion units each year, according to the
U.S. Census Bureau. Thisvolume of new
housing starts would likely be needed
to replace some number of demolished
housing units that occur each year and
from the rising population in the U.S.
Currently at 130 million housing units,
according to Census, even a very con-
servative assumption of a 0.3-percent
depreciation rate implies 360,000 dem-
olitions each year. In addition, the Cen-
sus projects about 3 million in addi-
tional population gains each year for
the next 10 years. According to the Joint
Center for Housing Studies at Harvard,
such an increase in population will
generate household formations to the
tune of 1.2 million per year. Therefore,
under these assumptions, long-term
housing starts would need to be atleast
1.5 million units annually, although
housing starts activity in the past three
years has been less than 600,000 annu-
ally. If new housing production activity
were to lag for another few years, then
a legitimate question arises about a
potential housing shortage in the U.S.
in the not-too-distant future. Based on
this assumed scenario, either housing
starts would need to steadily rise or
home prices may be squeezed measur-
ably higher.

While housing may be poised for some
type of recovery, we are not out of the
woods yet. If the housing recovery is
delayed, the broader economy and
commercial real estate market may be
hard-pressed to squeak out gains.
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Exhibit 1-6. Actual Versus Historic Average Housing Starts
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Consumer confidence remains stub-
bornly low, with the Conference
Board’s Consumer Confidence Index
hovering in the 50s and 60s, as shown

in Exhibit 1-7. From the perspective of
consumers, confidence corresponds to
deep recessionary conditions. Despite
the favorable conditions to re-engage

Exhibit 1-7. Consumer Confidence Remains Low

150
140 [
130 [
120 [~
10 [~
100 [
90
80

70 I!
60
50
40 [
30 [T
20 [
10 [~

Sources: The Conference Board, Haver Analytics, Sept. 14, 2011.
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in the housing market, from the cur-
rent low interest rates to affordable
pricing, consumers are the ones who
ultimately must pull the trigger; if
consumers stay on the sidelines, then
housing and economic conditions may
remain troublesome throughout 2012.

Policy changes may impact the housing
recoveryaswell. For example, changesto
the percent down-payment requirement
and phasing out the mortgage interest
deduction are proposals that could be
detrimental to the housing market. Irre-
spective of the merits and demerits of
these policy changes for the long term,
such policies could affect housing and
the economy in the near term.

Outlook

A housing recovery may help bring
about economic recovery. Both fiscal
and monetary policies may not mat-
ter too much, but due to the effects of
deleveraging, economic growth may
not be terribly strong. As summarized
in Exhibit 1-8, GDP is expected to
expand at 2 percent to 2.5 percent in
2012 and 2013.

Wildcards

Many southern European countries
are facing the difficulties associated
with past years’ government payouts
now clashing with very high, possibly
unsustainable, budget deficits. Greece
is the most acute case, although Por-
tugal, Spain, and Italy may not be too
far behind. In addition, French banks
have significant exposure to the sover-
eign debts of these countries, so France
could also be included on the watch
list—if its government has to bail out
the French banks. Germany’s mean-
ingful size may potentially help out its
fellow euro-zone countries, but there
are intense political pressures from
German citizens not to throw money
at countries perceived as irresponsible.

Putting it all together, one would not
expect significant help from Europe to

Exhibit 1-8. Economic Forecast: Growth and Interest Rates

+3.0 +2.0
2011 estimate +1.6 +1.6
2012 forecast +2.0 +1.8
2013 forecast +2.5 +2.0

Interest Rates

0.2

0.2 32
2011 estimate 0.1 31
2012 forecast 0.1 EN
2013 forecast 07 3.7

Sources: Federal Reserve Board, NAR, October 2011.

fuel U.S. export growth. A potentially
troubling scenario is one in which
the meaningfully-sized economies
of Spain or Italy technically default

severe, or more so, as the one the U.S.
economy experienced after the fall of
Lehman Brothers in late 2008. It is not
about a single firm or a country; rather,
it is about the broad financial liquid-
ity panic wrought by a single firm or a
country. Normally a wildcard, oil prices
are known to change quickly, and could
also affect consumer spending globally.

Still, aside from the European picture
and uncertainty in the Middle East,
emerging markets are growing at quite
a healthy pace in terms of GDP. Recov-
ering economies typically engage in
greater international trade. Accord-
ing to NAR’s outlook, U.S. exports may
rise at an 8- to 10-percent annualized
clip in the next two years, although
import growth may be slower (5 per-
cent to 7 percent), in part due to slower
U.S. income growth and some residual

Consumption Net Exports
: (in Sbillions)
35 19 179 A7 350

m
33

+4.4 +0.7 -422
+8.1 -19 -4
+8.7 -0.5 -390
+1.5 -0.4 -345
Treasury AAA Bond Mortgage

53 5.1

32 49 47

2.8 47 45

3.1 53 5.0

37 5.8 5.6

impact of consumer deleveraging. The
trade deficit will likely persist, even at
these differential export and import
growth rates, because the starting
point of the gap is just too large at $560
billion in the past 12 months. Still, the
deficit gap is likely to slowly narrow
and to contribute to GDP growth, per
NAR'’s outlook.
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2 | THE CAPITAL MARKETS

Easing Continues

Given the volatility of the stock mar- Exhibit 2-1. Historical Availability & Discipline of Capital
ket, worry that the U.S. economy may
tip back into recession, and fears about
the sovereign debt crisis and financial
weakness in Europe, investors con-
tinue to search for stability in their
investments, and as such, commer-
cial real estate is becoming even more
attractive as an asset class for some
investors. These investors view com-
mercial real estate as more transparent
and tangible. What’s more, according
to RERC’s institutional investment sur-
vey respondents, lending is increasing
for this asset class.

Rating

— Discipline

RERC’s institutional investment sur- mm Availability

vey respondents also state that both 2

tl'le avallablllty‘of Capltal for c0¥nmer- 1 | N N I N Y Y N N I I Y Y N N I Y N I I N N I N |

cial real estate investment and invest- v ) & & L Q & 5 Q O
t risk are continuing to increase O > O > O > O > > >

men 8 : > > > > > > > > > >

Interestingly, as shown in Exhibit ) . o
. . Ratings are based on a scale of 1 to 10, with 10 being high.
2-1, we are now in a period where the Source: RERC, 2 2011.

availability of capital has outpaced
discipline. While capital is amply Exhibit 2-2. Historical Buy, Sell, Hold Recommendations
available for high-profile/core assets,

bifurcation of available capital con- 10
tinues to exist among the lower-tier o
asset classes.

8

The increasing availability of capi-

tal is also reflected in the buy-sell- 7
hold recommendations offered by
RERC'’s institutional investment sur-
vey respondents. As illustrated in
Exhibit 2-2, the recommendation to
hold commercial real estate dropped
during second quarter 2011, while the 4
recommendation to buy remained
steady and the recommendation to
sell increased. This is the first time in = Sell

Rating

mm Hold

recent history that both the recom- mmm Buy
mendation to buy commercial prop- L
erty and the recommendation to sell & ) > & L Q & S QO R

: : T A L L S N
commercial property were higher o o o o o o o o o o

. ; 0 0 ¥ 0" 0" " " > ¥ ¥
than the recommendation to hold this . ) o
1 Ratings are based on a scale of 1 to 10, with 10 being high.

asset class. Source: RERC, 2q 2011.
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These indications of investor senti-
ment are further demonstrated in
the Mortgage Bankers Association’s
(MBA) Quarterly Survey of Commer-
cial/Multifamily Mortgage Bankers
Originations, with second quarter
2011 mortgage loan originations 52
percent higher than first quarter origi-
nations, and 107 percent higher in
second quarter 2011 than in the same
period a year ago. The increase in loans
for commercial properties was led by
loans for health care properties, fol-
lowed by loans for hotels, retail proper-
ties, apartments, office buildings, and
industrial properties.

Among investor types, the MBA reports
that loans for commercial mortgage-
backed securities (CMBS) increased by
638 percent in second quarter 2011 com-
pared to second quarter 2010. During
the past year, loans for commercial bank
portfolios increased 150 percent, loans
for life insurance companies increased
87 percent, and loans for government-
sponsored  entities (GSEs)—prima-
rily Fannie Mae and Freddie Mac—
increased 58 percent (see fixed-income
lender composition in Exhibit 2-3).

LENDING AND MORTGAGE
ORIGINATION

The scarce lending that occurred fol-
lowing the September 2008 financial
market blow-up generally consisted of
loans with government backing, and
commercial real estate loans with no
guarantee from the government were
essentially non-existent in 2009 and
early 2010, according to RERC'’s institu-
tional investment survey respondents.
Now, more than two years after the
credit crunch, money is starting to flow
into commercial real estate, per RERC
data. Commercial and multifamily
mortgage originations more than dou-
bled in the first half of 2011 compared
to the same period a year earlier. Still,
current activity remains subdued com-
pared to the hyperactivity back in 2006
and 2007.

©2012 DELOITTE DEVELOPMENT LLC, REAL ESTATE RESEARCH CORPORATION, NATIONAL ASSOCIATION OF REALTORS. ALL RIGHTS RESERVED.

The strong increase (150 percent) in
portfoliolendingbybanksis potentially
encouraging. Of course, bank origi-
nators cannot simply off-load those
whole loans onto the non-government
backed CMBS market, as memories
remain fresh of the disasters brought to
those who bought any private MBS—
commercial or residential—in the past.

While extra care goes into these bank
balance sheet originations, compared
to the pass-through of CMBS, lenders
may be feeling more confident about
the direction of commercial real estate.

Along with higher loan originations,
many commercial real estate inves-
tors have easier access to debt and

Exhibit 2-3. Fixed-Income Lender Composition

Govt. Sponsored Entities

Savings Institutions

6%
Life Insurance

Companies
9%
| I

CMBS, CDO and
other ABS /

20%

16% Other

/5%

Commercial Banks
44%
1

Fixed Income Markets - $3.15 Trillion
Lender Composition

Source: Federal Reserve Flow of Funds, September 2011.
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equity capital to meet their refinanc-
ing requirements. In addition, as
commercial real estate values rose
and as distressed debt resolution
through loan sales, refinancing, and
foreclosure increased, lenders have
been gradually moving away from the
2010 “amend and extend” strategy,
according to the Federal Reserve’s
third quarter 2011 Senior Loan Officer
Opinion Survey.

The uptick in loan restructuring and
improved property fundamentals have
decreased commercial real estate loan
delinquencies to 7.1 percent in second
quarter 2011 compared to 8.8 per-
cent in second quarter 2010, accord-
ing to the Federal Reserve. However,
slower recovery of non-prime proper-
ties and continued economic uncer-
tainty remain challenges for the $1.8
trillion in commercial real estate debt
maturities due by 2015 (see Exhibit
2-4), according to Trepp, LLC, despite
an improved refinancing market for
commercial real estate loans. (Trepp,
LLC estimates that nearly 60 percent
of these loans are underwater, raising
concerns about the timing for a com-
mercial real estate recovery.)

The Senior Loan Officer Opinion Sur-
vey on Bank Lending Practices con-
ducted by the Federal Reserve has
shown some degree of easing credit.
After the near-collapse of lending in
late 2008, the trend toward easing has
been rising with each passing quar-
ter, as illustrated in Exhibit 2-5. For
commercial and industrial loans, no
loan officer indicated further tight-
ening in credit standards for loan
approvals in third quarter 2011, while
22 percent indicated slight easing.
The basic fundamentals for easing
are developing from the simple fact
of cash flowing into the banking sys-
tem. In addition to the exceptionally
low federal funds rate and the Federal
Reserve’s discount window borrow-
ing rates for financial institutions,
corporate profits in the U.S. finan-
cial industry have recovered quite
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Exhibit 2-4. Commercial Real Estate Debt Maturities Remain a Challenge

450

$1.8 Trillion
400 —

|
I
350
300 I

250 —

200

$ Billions

150 [

100 [

50

. Banks

Source: Trepp, LLC, 1q 2011 Update.

nicely in a relatively short span of
time. After suffering a loss during the
credit crunch in fourth quarter 2008,
corporate financial profits reached

Exhibit 2-5. Bank Credit Continues to Ease

an all-time high during fourth quar-
ter 2010 at an annual rate of $512 bil-
lion, according to the BEA. Atthe end
of 2010, domestic industries earned
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APARTMENT LENDING
TO INCREASE

According to the FHFA, Fannie Mae and
Freddie Mac have boosted lending in
the multi-family/apartment arena by
58 percent from a year ago. Given the
measurable declines in apartment va-
cancy rates and rising rent trends, GSEs
may be willing to provide more pur-
chases of multifamily loan originations.
And, demographic trends tracked by
the U.S. Census Bureau, point to a solid
and sustained increase in the number
of young households for at least the
next 40 years, if not more, suggesting
continued strong demand for rental
housing going forward, as depicted in
the accompanying graph.

According to the U.S. Census, in 2011,
there are 17.4 million people who range
in age from 16 years to 19 years. As
these young people move into their 20s,
many will choose rental housing. Census
Bureau projections state that by 2050,
the number of people who range in age

profits at an annual rate of $1.485
trillion, which has grown during the

Demographic Trends Forecast
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Source: U.S. Census Bureau, September 2011.

from 16 years to 19 years is projected to
be 22.4 million. Assuming two persons
per household, those figures show the
need for 2.5 million new additional

first half of 2011 to an annual rate of
$1.492 trillion.

Exhibit 2-6. Spread Between Required Going-in Cap Rates and 10-Year Treasurys
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rental units just to house young house-
holds in their 20s, not counting the
volume of new construction needed to
replace uninhabitable units.

Some life insurance companies, pen-
sion funds, and other institutional
investors who include commercial
real estate holdings in their invest-
ment portfolios may also be hoping
to achieve higher yields than can be
realized by parking money in low-
yielding money market funds or U.S.
government bonds. Though capitali-
zation rates have been sliding, the
gap between commercial real estate
rates of return and ultra-safe U.S.
government bond yields (irrespec-
tive of the S&P’s downgrade of U.S.
debt) provides a nice safety cushion,
should U.S. government borrow-
ing rates rise in the near-to-medium
term from higher inflation or a much
improved economy (see spread
between required going-in cap rates
and 10-year Treasurys in Exhibit
2-6). In either case, higher rents may
be extracted, leaving a buffer zone
against any possible rising interest
rate environment.
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CMBS

Although CMBS issuances dropped
to near zero in 2009, the CMBS mar-
ket showed signs of recovery in 2010,
with issuance of $11.6 billion, and has
increased to $22.5 billion year-to-date
2011, according to Real Capital Ana-
lytics. However, recent credit market
volatility will likely have an adverse
effect on the pipeline. For instance, J.P.
Morgan reduced its CMBS issuance
target to $30 billion to $35 billion from
its prior estimate of $45 billion, due to
pull-out by borrowers. Pricing of new
CMBS issuance is being impacted by
wide spreads, given fresh concerns
about U.S. economic growth. CMBS
issuance may pick up once the market
returns to normal. The re-emergence
of the CMBS market is having a signifi-
cant impact on the availability of debt
capital going forward.

While CMBS delinquency rates
remain high at 9.5 percent as of
August 2011, the pace of delinquen-
cies has significantly moderated,
and any future rise in delinquen-
cies should continue to be slow
amid improved refinancing options,

reported Real Capital Analytics. In
fact, Fitch recently lowered its 2012
estimate of CMBS delinquencies to
10 percent from 12 percent. Further,
the bulk of CMBS maturities are due
in 2015-2017, with an average annual
figure of $116.3 billion compared to
$59.1 billion in 2011-2014.

Exhibit 2-7. REIT Capitalization Values

NEW FOUNDATIONS IN AN UNCERTAIN WORLD

REITs

Real estate investment trust (REIT)
market capitalization values have
shot up sharply from overcorrected
levels following the 2008 credit cri-
sis (see Exhibit 2-7). According to the
National Association of Real Estate
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Investment Trusts (NAREIT), the  Exhibit2-8.Public REIT Fundraising (2002-2010)
total market valuation of outstand-
ing public REIT companies was $191
billion in 2008. That total rose to
$271 billion in 2009 and to $389 bil-
lion in 2010. Market conditions have 40

been volatile in 2011 with a contin-

ued increase in market value in the 5

first half of the year, but falling meas- 30 I
urably in the second half, with the

valuation likely settling around an : 25 = I
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estimated $350 billion in September,
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Index.
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tunistic and strategic opportunities,
especially with development activity
.. Source: NAREIT, August 2011.
remaining low.
As shown in Exhibits 2-8 and 2-9,
new capital raised by REITs in 2010
was $47 billion, and based on incom-
ing data, even more may be raised in Exhibit 2-9. Rise in Public REIT Fundraising (2010 year-to-date vs. 2011 year-to-date)

2011. Going into 2012, there appears 45
to be plenty of cash ready to come
into the commercial market arena. 40 [~ =
Following negative returns during 35 [~ 66.5%
the recession (Exhibit 2-10, on the
following page), REITs rebounded in 30 =
2009 with attractive returns of 27.5 n
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of 3.4 percent, as of August 29, 2011, $11.4
REITs still outperformed most asset 5
classes as investors sought portfolio
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Year-to-date = as of July 31, 2011.
Source: NAREIT, August 2011.
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Exhibit 2-10. REITs Outperformed Other Investment Classes

Asset Class

Private Real
Estate (NCREIF
Property Index)

Public REIT (All
REIT Index)

DJIA

S&P 500

NASDAQ

Russell 2000

*YTD is as of August 29, 2011. **As of June 30, 2011
Sources: NCREIF, NAREIT, DJIA, S&P 500, NASDAQ, Russell 2000, Aug. 29, 2011.

Forging a Path to Recovery: Lifting the Cloud
of Regulatory Uncertainty

by Clifton E. Rodgers, Jr.

With nearly 14 million people still unemployed, the U.S.
economy faces some very tough challenges, and the com-
mercial property industry continues to be affected by this
economic distress.

Hopes for a broader recovery in real estate credit markets
continue to be undermined by uncertainty in the global credit
markets and the broader economy, and further exacerbated
by a lack of confidence in the credit rating process and the
regulatory climate. Persistent weakness in the housing market,
anemic job growth, and tight credit in many parts of the coun-
try are also impeding a strong economic resurgence.

The $30 billion in new CMBS issuance projected by J.P. Morgan
for 2011 is an improvement from the prior year (514 billion), but
is well below what is needed to refinance hundreds of billions
of dollars in maturing commercial real estate debt. Despite the
positive turnaround in issuance, the delinquency rate on loans
in CMBS rose to the highest level in 14 years.

|  NEW FOUNDATIONS IN AN UNCERTAIN WORLD

With an estimated $1.4 trillion of commercial real estate loans
maturing over the next few years, credit problems persist. This
number reflects the fact that many commercial real estate
loans will not qualify for refinancing at maturity without signif-
icant equity infusions. As such, “re-equitizing” the mountain of
commercial real estate loans made during the boom remains a
serious challenge.

One approach to possibly filling this “equity gap” is to en-
courage capital from foreign investors, including sovereign
wealth funds.

Climate of Regulatory Uncertainty

The 2,300-page Dodd-Frank Wall Street Reform and Consumer
Protection Act, signed into law in 2010, unleashed the biggest
wave of new federal financial rule-making in generations. A
year after its enactment, Dodd-Frank continues to reverberate
across the financial services industry, as 11 federal agencies try
to implement some 243 new formal rule-makings.

One of the rules imposed by Dodd-Frank affects asset-
backed securitization, and specifically, CMBS. This so-called
“skin in the game” rule requires banks who package loans to
retain 5 percent of the credit risk on their balance sheets, and
is intended to better align the interests of the sponsor with
those of investors by providing sponsors with an incentive to
control the quality of securitized assets. In March 2011, five
federal banking and housing agencies, as well as the Securi-
ties & Exchange Commission (SEC), released a 367-page set
of proposed rules to implement the Dodd-Frank mandated
credit risk retention requirement for certain securitization
transactions.

As stated in The Real Estate Roundtable’s August 1, 2011 com-
ment letter, The Roundtable believes that the proposed risk
retention rules were intended to ensure that the commercial
real estate lending market function with an appropriate level
of integrity and discipline. Although risk retention may be
intended to safeguard bondholders, it also introduces the
potential to raise costs for borrowers or to limit the amount of
credit and liquidity that are available, particularly to borrowers
in secondary and tertiary markets. (The Real Estate Round-
table supports efforts to promote economically responsible
commercial real estate lending that reflects sound underwrit-
ing and risk management practices, and rational pricing of
economic risk.)

Clifton E. Rodgers, Jr. is the senior vice president of The Real Estate Roundtable. The Roundtable represents the leadership of the nation’s top privately-owned and public-
ly-held real estate ownership, development, lending, and management firms, as well as the elected leaders of the 17 major national real estate industry trade associa-
tions. Collectively, Roundtable members hold portfolios containing over 5 billion square feet of developed property valued at over 51 trillion, over 1.5 million apartment
units, and in excess of 1.3 million hotel rooms. Participating Roundtable trade associations represent more than 1.5 million people involved in virtually every aspect of the
real estate business. More information on The Real Estate Roundtable can be found at www.rer.org.
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3 | THE PROPERTY MARKETS

Perspective and Analysis

Commercial real estate markets gen- Exhibit 3-1. Commercial Property Volume Increases
erally advanced in 2011, despite a glo-

bal economic environment marred by 3160 — Retail
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commercial real estate markets pro-
vided an alternative, despite the slug-
gish economicrecovery. Consequently,
as depicted in Exhibit 3-1, sales volume Exhibit 3-2. Property Prices Level Out in 2011
rose 117 percent in the first half of 2011,
according to Real Capital Analytics,
reaching $90.6 billion in transactions. mm Retail
Although the pace slowed considerably | == Office
during the third quarter, sales volume == Industrial
surpassed 2010 totals by September mmmm Apartment
2011, and may close-in on the $200 bil- 1.7
lion threshold before December.

Source: Real Capital Analytics, September 2011.

2.1

In addition, prices for commercial 1.5
assets stabilized in 2011, as shown in

Exhibit 3-2, with some properties post-

ing noticeable gains. The bifurcation 13
of commercial assets along location
and value remained. Major markets
with strong local economies—New
York City, San Francisco, Washington,
D.C., Boston, and Chicago—experi- 09 L L UL LU UL
enced a combination of higher prices S S S SE S S S S
and declining cap rates. The improved
valuation landscape brought a rise in
new offerings, with supply growing by

Source: Moodys/REAL Commercial Property Price Index (CPPI), MIT Center for Real Estate, 2q 2011.
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Exhibit 3-3. Most Cap Rates Declined in 2011
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Source: Real Capital Analytics, 3q 2011.

double digits compared with the prior
year. Inthe top-tier markets, most of the
supply was easily absorbed by investor
demand. While secondary and terti-
ary markets continued to struggle with
higher prices, they may have started to
become attractive to investors looking
for higher yields.

During the first half of 2011, there were
25 markets which exceeded $1.0 billion
in commercial sales, according to Real
Capital Analytics. Manhattan retained
the top spot with $9.7 billion in trans-
actions, followed by Los Angeles and
Chicago, with $5.9 billion and $3.8 bil-
lion, respectively. Rounding out the
top five were Washington, D.C., which
posted $3.2 billion in sales, and San
Francisco, with transactions totaling
$2.9 billion.

In addition, 39 of the 40 top markets
registered year-over-year sales gains
in the first half of the year. Some of
the strongest performers in yearly
gains were markets that had lagged in
transaction volume, such as Atlanta,
Phoenix, Las Vegas, and Philadelphia.
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With many investors searching for
higher returns in smaller cities, terti-
ary markets as a group recorded faster
growth—129 percent year-over-year—
than primary and secondary markets
in the first half of 2011, and totaled over
$16.5 billion in sales.

Cap rates for commercial properties
maintained their downward trend in
2011, as demonstrated in Exhibit 3-3.
Based on Real Capital Analytics data,
average overall cap rates declined from
7.7 percent in the first half of 2010 to 7.2
percent in the first six months of 2011.
A few trophy properties in markets like
New York sold in the low 5.0-percent
range, while those in secondary mar-
kets hovered around 8.0 to 9.0 percent.
The higher rates proved to be the silver
lining for secondary markets, as inves-
tors shifted capital into commercial
properties offering better returns.

Commercial markets also witnessed
the return of large deals and portfolio
transactions during 2011. In the first
half of the year, there were 130 trans-
actions valued at $100 million or more,
according to Real Capital Analytics
data. This research showed that multi-
market portfolio transactions also
gained traction, indicating investors’
optimism about the performance and
outlook of entire property sectors.

Distressed commercial properties pro-
vided a growing supply of inventory
for investors in 2011. Distressed sales
totaled $15.6 billion in the first half
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of the year, based on data from Real
Capital Analytics, double the figure
recorded in the first half of 2010 and
representing 17 percent of all sales in
the first half of 2011. With outstand-
ing distress having surpassed $180
billion by mid-2011 (see Exhibit 3-4),
distressed sales may remain part of the
landscape for the next few years.

Financial markets provided a volatile
environment for investors in 2011, and
kept financial institutions in a risk-
averse posture, especially towards
commercial real estate. While banks
funded some projects, mortgage orig-
inations remained tepid and lend-
ing conditions continued to be tight.
According to Real Capital Analytics,
bond markets also traversed a jarring
period, and CMBS conduits—which
rebounded at the end of 2010 and into
the first part of 2011—also maintained
a slower pace of originations.

Asnoted in Chapter 2 of this report, the
dominant buyers charging into com-
mercial propert