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The Capital Report: Pres, Cap Rates

and Capital FlowsFall2011 Update

A closer look at the commercial real estate
transaction market

Investor interesin commercial real estateas
beenvery strongso far in 2011 aprices on
average, are increasingap ratesare tightening
andvolume has almost matched 20@Gotal
Unfortunately,gatheringstorm clouds (European
debt issues, shaky job recovery, pull back in
CMBS) could slow demainto 2012as investors
take stock of the current landscapghe

following report takes a closer look at the currel
state of the commercial real estate transaction
market Highlights include:

1 Prices Commercial real estatrices
haveincreasedl2.6% since bottoming in
April 2011.

9 Demand:Transaction volumeotaled
$111b by August 2011an 86% increase
overthe same time period in 2010and
almost equalingh n m tot& &olume of
$125, although it remains well below
resuts recordedfrom 2005 to 2007

1 Cap RatesCap ratexontinueto tighten
in all five major commercial real estate
sectors.

Given the economigolatility, we have lowered
our forecast foitransactionvolume in 2011to
$160 billion to$175 billion from our previous
forecastof $200 billion Still, demandfor high
quality productremains high andf macroissues
subside the $200 billion projection is reachable.
We expectcap rates will continue their
tightening trend, whileaveragepricesshould
continue to pushincrementally higherthrough
yearend 2011
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Strong GrowthSo Fain 2011, Demand May Moderate on Mackssues

Given the uncertainty caused by sovereign debtiesn Europe and slow job growth in the U.S., the
commercial real date transaction market wilktruggleto replicate the stong growth experienced from
mid-2010 to mid2011 Whiledemand for high qualitproduct remains elevatethanks to stabilized
leasingfundamentalslow interest rates andhighrisk premiumsthe transaction market will eed
sovereign debtoncerns to easghe CMBS sector to reemerge as a viable source of financing, and
continuedpositivejob growth to sustainpositive momentunover the near term.

Highlights

1 Prices RisingPrices for commercial real estate appear to have timiéd asthea 2 2 R Qa k w9 ! |
CPPI index has increasé&@.6% since bottoming ipril 2011. On a sector basis, all major
commercial real estate sectors have seen average prices increase after bottoming2f0ate
or early2010 with the exception of theetail sector, whichsaw prices soften igarly-2011.

9 Surge in DemandOverall transaction volumen the first 8 months of 2011iotaled $111b, an
86% increas@verthe same time period in 201($59.4b),andalmost equalingd n m tot& &
volume of §125h, accordig to Real Capital Analytics (RCA)

1 Cap RateJightening Cap ratesontinueto tightenas the twelve month movig average fell
to 7.11% inAugust2011 ¢ down 67bpsfrom a near term high of 7.78% in Q2 2Ql&ccording
to Real Capital Analytics

PricesdAl a22R@Qakw9! [ /2YYSNOAFE t NEBLISNI& t NAOS LYyR)

Although the path has been rockgpeatésame storeprices havebegun to reboundvith the
az22Reé Q&k w9 !ificredsindl2L6% avgt fh&astthree months, after index values slumped in
the first quarter. Thisfollowsa 48.96declinesincethe indexpeaked in October 200We expect near
term performance of the index will trend incrementally higher as appreciating prices of performing
properties in primary marketeutperform the drag frondistressed sale#lighlighting the precarious
stabilization of commercial real estate prices, even with the uptrend priceseasumed by the index
remain42.3% below their peak.
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6.0% v CPPI index has

a0% A, [ increasedL2.6%
sinceApril 2011after
falling48.9%from its
peak in October
2007.
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While the overall index has trended higher, sector performamas varied as illustrated Hiie

a22ReéQakwol [ /ttlL

Prices by Sector

Figure 2a 2 2 R& Q& k w#\paftment Sectbr
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Apartment sector pricing has increased sharply after its precipitous fall in 2008 and much afi2909
the index increasin@5% fromalow of 117.6 iQ32009. KS 2 T F A O $e ndofedénhbEbaen LINR
choppy, however, the index at the end Q2 2011 was125.66 up11.0% from its low Q32009
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Industrial sectopricingcontinues to trend lowears theindexfell 7.7%in early-2011and is now39%
lower than its peakThe retail sectoreboundedin late-2010 andts index nowstandsat 129.4 up 5.7%

from itstroughin Q2 2010.

Following we take a closer look at cap rates, price per unit, and sales volume byssegteasured by

Real Capital Analytics
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Cap Ratesnd Transaction Voluméy Sector

After a dramatic decrease in transaction flovwvestor intereshasreturnedas creditoecamemore
readily availablend the risk premium to own real estawidenednearhistoriclevels.While interest
remains, investorsdwe stepped back from more risky assgitgeensovereigndebtissuesn Europe
political gridlock (and downgradef the U.S. sovereign debt b§B) anda stalled jobs recovery.

Figure6: Apartment Sector Cap Rates, Price per Unit, Quarterly Sales Volume & Property Count
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Apartment sector cap rates (twelvaonth moving average) tightened a total %6 bps to 644%since
Q1 2010 helping fuel 83% increase in average price per unitm the Q3 2009 bottomaccording to
RCA. Sales volumehichsurged in 2010has continued to remain robust with volurtetaling almost
$30billionin the first eight months of 2011 83% increase over theame tme period in 2010

Figure 7 Office Sector Cap Rates, Price per Unit, Quarterly Sales Volume & Property Count
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= Property Count == Sales Volume

Sales volume in the office sectortire first eight months 02011 outpaced the same time period in
2010 by 68%%$32.3billion vs. $9.2billion. After topping out at 81% in Q2 2010, cap ratéswve

tightened dramatically with the twelvenonth moving average compressih@lbpsto a 730% average

as of August 2011As a result, the average price per square footr(idhth moving average) has
increased39%from its bottom in Q1 2010ccording taReal Capital Analyticalthough the pace of
increase has slowed the past six months
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Figure 8 Retail Sector Cap Rates, Price pelitUQuarterly Sales Volume & Property Count

Cap rates in the retail sector reversed trend and tighteG8dpssince Q2 201@s monthly retail sales

turned positive. Tightening cap rates helped the average price per square foot break highgd (op

26%) aftertrending lowerin 201Q The twelvemonth moving averageap rateendedthe first half of

2011at 748%, while transaction volumever the first eight months of 201das up approximately

110%to $23.7 billionin comparison to last year, according to RCAsi@iificancewas f | O1 a2y SQa
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Figure 9 Industrial Sector Cap Rates, Price per Unit, Quarterly Sales Volume & Pro@autyt

Industrial sector cap rates have tightenfige quarters in a row moving from 1% to7.90%,which is
still the highest average cap rate of the four major sectors. Sales volunie &ftsllion through August
2011 is 58% higher than th§8.2 billion of transaction activityn the eight monthsof 2010.
Unfortunately, pricing softened some as the price peritumas fallen approximately 8% so far in 2011,
according to Real Capital Analytics

Interest ininvesting incommercial real estate remains high, althougé doexpect some pullback by
investors and lenders fromom-Class A properties located in secondary and tertiary markets aomac
issues make buyers more rigierse Given the low interest rates and preference for high quality assets,
we expect that averagiansactionalkap rates will tighten modestly, whitBere will be a bifurcation in
overall cap ratess institutional assets trade ghter initial yields and lower quality agséocations

see cap rates increase modestly through the end of 2011.



