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is Not Creating High Returns for Buyers

At least five times a day I receive calls from investors looking to
buy distressed assets at good yields in New York City. The result
of these conversations often leaves buyers frustrated with my
answer that, to date, the distress that some over leveraged owners
and extended lenders are experiencing is not being translated
into buying opportunities at yields buyers would expect. The
activity in the market has also been a pleasant surprise based
upon the prices that we are achieving for income producing
assets. As | have stated in many commentaries before, it is very
important to differentiate the segment of the market that we are
addressing. Clearly, larger institutional quality assets sales have
ground to a halt which has created significant difficulty trying
to determine value. Nine figure loans are extremely challenging
to secure today which is the single biggest obstacle for larger
property sales. In the under $50 million dollar market, activity
continues to be relatively good as debt remains available from
portfolio lenders.

This is particularly surprising given the unemployment data
released by the Government last Friday. [ remain very focused
on unemployment as it is the single most important economic
metric affecting the fundamentals of our real estate market,
The U.S. lost 533,000 jobs in November, the largest one month
dropsince 1974. As employers brace for a continuing recession,
job losses are expected to last through much of 2009. Thus far
in 2008, we have lost over 1.9 million jobs signaling that the
current downturn could be the worst since the years immediately
following World War I1. That being said, the unemployment rate
of 6.7% is somewhat misleading in a positive way. While it is the
highest rate we have experienced in the last 15 years, this jobless
rate, which is based on the number of people looking for work,
was muted by the ranks of discouraged job seekers who are no
longer looking for work as these people are no longer considered
“unemployed.” This is the result of a fundamental change in the
calculation implemented during the Clinton administration to
make the numbers look more benign. Because of this, during the
last two decades the jobless rate has become a significantly less
useful measure of the country’s economic health. A broader and
more accurate government measure of unemployment, which
includes those who want to work but are no longer actively
seeking positions and part time workers who are seeking full
time employment, jumped to 12.5% in November.

This article, and ail other Commentaries by Bob Knakal, can be found
on The Massey Knakal Reel = a tlog for breaking sales, lisling and
neighborhood real estate news — at www.masseyknakal.comiblog

Most economists believe that payroll reductions will continue
at least, through mid 2009 and it is interesting to examine th
total number of U.S. jobs lost from peak to trough during th
last five recessions. This decline was approximately 2%. In thi
downturn, a loss of that scale would translate into a decline o
about 2.8 million jobs or an additional 900,000 people that wi!
lose their jobs. This is clearly having a significant impact o
consumer spending and last Thursday, U.S. retailers reporte:
the worst same store sales declines for November since a
least 1969 when the data began being tracked. Qur economr
is contracting sharply in the current quarter and the lates
job reports indicate that the decline in output could be wors
than the expected annualized drop of 4%. Also last Friday, th
Mortgage Bankers Association said that one in ten homeowner
with a mortgages is either in foreclosure or is delinquent.

So with all this negative news, why are Manhattan’s smal
to midsized income producing properties still performin;
relatively well? Rent regulation, which artificially reduce
average rent levels and is prevalent in many multifamily ane
mixed-use properties, is one reason. Interest rates hover aroury
historic lows and it is expected that when the Fed meets o1
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December 16th, they will cut the Federal Funds Rate to a quarter o
peint or zero. This should have a positive impact on credit availabil
as it will widen spreads even further making loans even more profital
for the lender. Banks that have capital have tremendous incentive
lend the funds and while spreads are high, risk is relatively low as lo
to value ratios are down to 60-65%,

We find, in many of the transactions that we are doing current
buyers are financing only 50-60% of their acquisitions. We :
using these signed contracts as a basis for determining value today
comparable sales do not provide nearly the insight that they historica
have. The reason for this is that we see an inflection point in the mar}
as of September 30th which can arguably be depicted as the point in t
time when the credit markets were the most frozen. That was the d
the overnight LIBOR rate jumped to 6.88% and the commercial paj
market had completely evaporated. Any transactions that have clos
through today had contracts which were, very likely, signed befc
this time period. (Subsequent to September 30th, the realignment
the implementation of the TARP Program and additional stimul
that the Fed and the Treasury have announced have gone into effec
Therefore, we are looking very carefully at the contracts that »
have signed since September 30th and while these transactio
have not closed yet, they are more indicative of value today th:
those transactions which are closing with the pre-September 30
contract dates. Remarkably, the cap rates on the transactions whi
have gone to contract remain in the 5-6% range with some transactio
in the below 5% cap rate range.

We have also seen a tangible shift in the type of buyer that we are seein
Over the past few years, the majority of buyers in the marketplace we
operators who had partnered with institutional capital. Today, we s
the overwhelming majority of buyers are private individuals ar
families which invest their own equity and do net rely on extern
equity sources to complete their transactions. These are typical
buyers with extensive portfolios who have been active in the mark
for decades and have remained active throughout the peaks and valle:
of our market.

So the question is, “When will the buying opportunities come?” ar
we are defining buying opportunities as the ability to get returns ¢
equity that are approaching the high single digits or double digits «
at least a yield above the cost of debt. Clients will often tell me th
they recall buying properties in the early *90s at 8% and 9% return
What some don’t remember is that mortgage rates were 9% or 10¢
back in those days and even though cap rates had increased, they we
still buying with negative leverage. Will the days of the 10% ca
rate return? it is difficult to say “no” to that question based upo
all the negative indicators in our marketplace, the state of o1
economy and the common prediction that the turmoil in 2009 wi
make 2008 look like a walk in the park. However, to date, we hay
not seen any evidence that this condition may return despite wh:
“opportunistic investors” would like to think.

Have a great weel
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