CONCRETE THOUGHTS

Back to the Boom

Like the Greenspan-era housing bubble of 2005, today’s low interest rate environment is creating a new bubble in the commercial property market.

The New York City investment
sales market over the past three or
four weeks has been happily remi-
niscent of the market in 2007. This,
folks, is the best market we have
seeninfive years.

Cap rates are com-
pressing sharply, values
are up, bidding wars at
or above the asking price
are commonplace as buy-
ers are climbing all over
each other to purchase
the relatively few prop-
erties that are available
for sale.

building owners are see-
ing a wonderful moment in time for
potential sellers to take advantage
of these market dynamics. This may
come across as one of the most self-
serving correspondences I've ever
sent, but if you follow the points
below 1think you may agree with my
conclusions.

Presently in the investment sales
market there is a very sharp supply-
demand imbalance, with demand
greatly exceeding supply. On the
supply side, there are relatively few

I'm bringing these dy- Robert companies has been
namics to your attention Knakal extraordinarily active,
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properties on the market for sale, as
manypotentialsellershaveindicated
that they arenot interestedinletting
go because of alack of alternative in-
vestments into which to deploy the
proceeds from the sale.
Meanwhile, we haven’t
seen as many sellers as
we anticipated to take
advantage of this year’s
capital gains tax rates,
which are likely to in-
creasenext year.
Interestingly, the
mergers and acqui-
sitions business for

pear to be more aware
of this potential tax increase and
are taking advantage of this vear’s
rate more aggressively than partic-
ipants in the real estate market.
Along with this low supply of
properties for sale, demand drivers
appeartobeatanall-timehigh. The
institutional capital that inflated
the asset bubble in the 2005-2007
period had been on the sidelines
for a couple of years but has now
reemerged, in some cases stronger
than before, and is actively com-

peting with the high-net-worth
individuals and established New
York families that have been ex-
tremely active since the downturn.
These investors are being joined
by foreign investors that are coming
to the market in numbers unseen in
the 28 years that I have been broker-
ing properties in the city. We expect
direct investment from foreign in-
vestors to approximately double the
long-term trend line and, including
indirect foreign investment (mostly
in the form of equity financing), for-
eign capital should account for more
than 40 percent of the total invest-
ment sales activity this year.
Imbalance is exerting tremen-
dous upward pressure on values
as we have seen cap rate compres-
sion of nearly 100 basis points just
within the past few months, Many
of the properties that we have
on the market now are achieving
pricing well in excess of what we
anticipated and, in many cases, in-
vestment properties are being sold
at or above their asking prices.
Much of the activity has been

. caused by the extraordinarily (and

artificially) low interest rate envi-
ronment that exists today. About
three months ago we saw sever-

al banks begin to offer five-year
fixed-rate loans at approximate-
ly 3.5 percent. 1 was informed by a
client this week that they just re-
ceived a fixed-rate loan below 3
percent. These rates are exerting
pressure on property values.

Comparisons to 2007 are plenti-
ful in that the cap rates being paid
for properties today are approxi-
mately where they were then and,
in some cases, lower than 2007
levels. The bargain today, so far,
has been slightly better, however.
In 2007, investors were purchas-
ing at an average cap rate of 4 to
5 percent (in Manhattan) but bor-
rowing at approximately 6 percent;
therefore, negative leverage was
significant. Today, cap rates are
once again averaging arcund 4 to
5 percent, but borrowers are still
getting positive leverage, This pos-
itive leverage may be short-lived
as cap rates continue to compress.
Thisis clearly having a tangible im-
pact on the market.

Low interest rates, in the broad-
er economy, are having the effect
of numbing the short-term pain of
the monstrous debt that the coun-
try has and is, simultaneously,
masking the long-term burden of

constant, massive, budget deficits.
For the real estate industry, it is
creating a dynamic in which prop-
erty values are being correlated
with these low rates and leading
some buyers, we believe, into a po-
sition of paying more for properties
than they probably should.

History has shown evidence that
low interest rates always inure to
the benefit of sellers, not buyers.
Additionally, low interest rates over
a long period of time, history has
also shown us, create asset bubbles.
Just as the extended period of time
when interest rates were low dur-
ing the Greenspan chairmanship of
the Fed led to the housing bubble in
2005-2007, we believe a strong case
could be made that the low interest
rate environment of today is creat-
ing the same type of asset bubble in
the commercial property market,

To the extent this comes to pass,
it’s a case for focusing acquisitions
on value-added plays. I would en-
courage a strategy of selling assets
with stable cash flows.
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