'CONCRETE THOUGHTS

examine the current condition

of supply-and-demand drivers
that are impacting the commercial
real estate iInvestment sales
market in New York City.

We will be discussing supply and
demand from a macro perspective
and the nature of its impact on to-
day’s market without getting too
granularly into the numbers. We
are presently in the process of fi-
nalizing third-quarter 2011 (3Q11)
statistics and will have a very de-
tailed statistical analysis for you in
two weeks.

It 1s easy to understand that
supplyv-and-demand dynamics 1m-
pact the value of something, In
this case commercial real estate
properties. But it i1s also true that
supply-and-demand dynamics 1m-
pact the volume of transactions
as well. Volume and value are the
two metrics we watch most close-
ly to determine how the market 1s
performing. They are also the two
things that must be addressed to
answer the most frequently asked
question in our industry, “How 1s
the market today?”

Clearly, we are experiencing a
very interesting time, as there has
been a tangible impact on the mar-
ket over the past four to six weeks
given uncertainties based, pri-
marily, upon European economic
conditions. Most economic indi-
cators are trending downward,
creating stresses in the global
capital markets. For commercial
real estate, these conditions have
led to disconnections within the
financing markets, particular-
ly the C.M.B.S. market, which has
impacted transaction volume, par-
ticularly in the larger property
sector. There are still transactions
occurring, but it would not be sur-
prising to see the dollar volume
of sales dip below expectations.
Whether the number of properties
sold Increases or decreases, In a
quarter-over-quarter analysis, will
be largely dependent on the supply
of available properties.

Many market participants tie
market activity to demand but the

In this week’s column, we will
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activitylevelismuchmore
sensitive to supply than
to demand, especially In
New York. It 1s interesting
to note that supply, more
than any other factor,
impacts the number of
properties sold in the city.
This 1s particularly true
in New York City, which is

typical market, the supply
of available properties for
sale is fed by discretion-
ary sellers who decide,
for one reason or another,
that nowis the time to sell.
Generally, in a consistent-
ly appreciating market,
discretionary sellers come
and go based on changes
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Going back to at least
1984, there has never been a time
(with the possible of exception of
1992) when demand has not sig-
nificantly exceeded the supply of
available properties in New York.

If you are a frequent reader of
Concrete Thoughts, you know that
I like to use the Manhattan sub-
market as a barometer of New York
City’s market in general. Since
1984, the average turnover rate
of the total stock of approximate-
ly 27,600 buildings in Manhattan
(south of 96th Street on the East
Side and south of 110th Street on
the West Side) has averaged 2.6
percent. In other words, the aver-
age holding period for an asset 1s a
remarkable 40 years.

The highest turnover we have
ever seen was 3.9 percent, achieved
in 2007, and the lowest turnover we
have ever seen prior to 2009 was
the 1.6 percent experienced in 1992
and againin 2003. These were both
years at the end of recessionary pe-
riods and years in which we had
peaks in cyclical unemployment.

In 2009, the turnover ratio
dropped to an anemic 1.17 per-
cent, a figure that we believe is an
all-time low for the city (we’re still
researching 1975 and 1976, when
the city almost went bankrupt).
The general perception is that the
reason for 2009’s low volume 1s
either that buyers were not inter-
ested in buying properties at that
time or that the infamous “bid-ask
spread” was too large.

We believe the reason turnover
was so low in 2009 was primar-
ily due to supply constraints. In a
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reallocation of capital
within portfolios, the im-
plementation of different
investment strategies or
simply for personal reasons.

When the market cycle turns and
values drop, these discretionary
sellers generally exit the market,
as they choose not to sell today for
a lower price than they could have
obtained yesterday. Distressed
sellers will typically move in to fill
this void but that entrance into the
market does not occur overnight.
We observed a period in 2009
when discretionary sellers were all
but extinct and distressed sellers
had not yet progressed to the point
where they were ready to act.

By 2010, we saw a significant
flow of distressed asset sales, par-
ticularly in the note-sale area,
which added greatly to the avail-
able supply of properties. In fact,
we believe note-sale activity ri-
valed the dollar volume of property
sales, many of which slid into the
distressed category.

Most of this distressed activi-
ty emanated from banks trying to
clean up balance sheets. In 2010,
approximately 75 percent of the
note-sale activity came from banks
while 25 percent came from spe-
cial servicers. In 2011, it appears
that these percentages have in-
verted and most of the activity is
coming from special servicers, al-
though they are not being nearly as
aggressive as banks were in 2010.
This observation is absent the $10
billion Anglo Irish Bank transac-
tion, a significant portion of which
was collateralized by New York
City properties.

Webelievethereasonspecial ser-
vicers are not adding to the supply
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Today we have conditions where the institutional capital is
plentiful, high-net-worth individuals and families are com-
peting and foreign capital is being injected into the market
in significant amounts given the uncertainty that envelops

the global markets.
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of available properties as quickly
as we anticipated is the fact that we
are operating in an extraordinari-
ly low-interest-rate environment.
Variable-rate 2006 and 2007 vin-
tage loans may be floating at as
little as 100 or 150 basis points over
LIBOR, which means that debt-ser-
vice payments may be based on an
interest rate of less than 2 percent
today. This leaves hundreds of New
York City properties in a zombie
position where they have signifi-
cant negative equity but positive
cash flow. These assets are more
likely to come to market precipi-
tated by mortgage maturity rather
than a lender or special servicer
taking proactive action.

We have seen significant price
appreciation, particularly for
Manhattan properties, which 1is
encouraging discretionary sell-
ers to return to the market as
they view opportunities to realign
portfolios and take advantage of
distressed assets, which we believe
will continue to come to the market
throughout this year and next, and
possibly well into 2013. We also see
some price appreciation in various
asset classes in some neighbor-
hoods in the outer boroughs, which
1S encouraging discretionary sell-
ers there to return to the market
as well.

Therefore, the supply side seems
to be increasing nicely, which will
directly impact sales volumes on a
number-of-properties-sold basis.

With respect to demand, I am
often asked who the buyers are in
the marketplace today.

To have a better perspective on
the condition of demand today,
it is important to take a look back
on how the typical buyer profile
has changed over the past several

years.
In the asset-bubble-inflating

years of 2005-’07, much of the ac-
tivity was driven by the massive
amounts of institutional capital
raised by hedge funds, opportuni-
ty funds and private equity funds
to purchase commercial real es-
tate. Much of this capital was
raised in the hopes of finding
properties in prime Manhattan lo-
cations. However, the amount of
capital raised was far in excess of
the supply that existed. Therefore,
this capital expanded its geograph-
ical parameters and we saw, for the
first time, institutional capital at-
tracted to properties in northern
Manhattan and the outer boroughs
(particularly the Bronx).

This capital also was able to take
great advantage of the C.M.B.S.
market, which was absolutely on
fire in 2007 as it hit an all-time
peak of $230 billion of issuance
nationally. This very aggressive
Institutional capital squeezed out
private operators and families who
had long been a staple In many of
these neighborhoods.

By mid-2007, we started to feel
the first tangible signs of the cred-
it crisis and the overwhelming
majority of the institutional capi-
tal—which had been aggressively
buying—essentially evaporated
from the marketplace. By late 2007
through 2009, most of the prop-
erties we sold were acquired by
high-net-worth individuals or the
old New York families that had
found significant challenges trying
to compete with the institutional
capital previously.

In 2009, we also saw a tre-
mendous resurgence of foreign
high-net-worth individuals who
were looking to acquire properties



in New York that they believed well‘le l;e:gllg
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and through 2010 that drop had grown

38 percent below peak.

By 2010, institutional capital players:

d been quiet for a couple of years
ggr}r‘laed to theqmarket. While the amount
of dollars raised for dis?ressed-asset-buy-
ing funds and opportunity funds has belen
significant and has impacted the sales
market, this capital has not been nearly
as dominant as it had been in the 2005-
’07 period, allowing private operators anfl
families to compete. Thisisdueto a corrgbx-
nation of that institutional capital’s being
less aggressive than in previous years and
the fact that leverage is not available at the
loan-to-value ratios that we had seen dur-
ing those asset-bubble-inflating years.
Institutional capital was attracted to the
returns on the equity that highly lever-
aged properties provided.

Today we have conditions where the
institutional capital is plentiful, high-
net-worth individuals and families are
competing and foreign capital is being
injected into the market in significant
amounts given the uncertainty that envel-
ops the global markets.

. While counterintuitive, it’s also interest-
Ing to see that after S.&P. downgraded the
credit rating on long-term U.S. debt, the
10-year Treasury rate plunged as a flight

to safety was obs_erved. Foreign investors,
1gh-net-worth individuals and institu-
tlona} caplta..l players have bee

the city looking for properties to acquire.

ity fi ‘ ore
sector in the form of equity financing m

direct investment. it’
tha’l‘?\ if;(}g}eign capital is plentiful, and it’s
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comin from all OVt 110U work
g da, Israel,
' ith investors from Canada, :
Crmary ing Ao, o
and countries throughout the ivaté
rprisingly, we have seen privete
i\:gi{ris('i?xaqs from countries that are suft::e
ing economic problems much worse rln 4
than our own such as Greece, Italy, Irelan ’
Portugal and Spain who are looking to ac
quire assets here. Perhaps it IS n.ot. strange
to think that high-net-worth 1nd1v1duqls in
these countries are looking for l:elatlvely
risk-averse investments and relatively safe
assets to acquire in the U.S., as opposed to
keeping net worth tied to local assets.
Current market conditions dictate that
demand remains far in excess of supply.
This condition, mixed with historicglly
low interest rates, prompts the question,
“Are the prices being paid today inflating
yet another asset bubble?” It is indisput-
able that a low-interest-rate environment
creates asset bubbles and only time will
tell if investors buying today are being too
aggressive. Sellers who believe this are
taking advantage of these conditions and
are electing to sell today.
In two weeks, we will provide empirical
datarelative to how 3Ql1 activity compares

to the second quarter and how activity

thus far in 2011 is comparing to last year

and the peak of the market. Until then ..
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