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 I’m not one to waste your time with a lot of rhetoric about our Country’s economic and 
financial condition but I’d like to relate what I believe is going on in our local commercial real 
estate markets, and moreover how general trends across the United States affect those markets. I 
will fully explain in my own terms what I mean by “The Car is in Neutral”. 
 
 Whether it’s industrial, office, retail or investment land our Capitalization Rates 
(“CAPR”) are “king” and define the vector (direction and magnitude) of our commercial real 
estate business. CAPR’s are inversely proportional to the value of the property and relate the 
quality and stability of rental income of an investment to a suggested sales price. The higher the 
CAPR the lower the value. It’s a rule of thumb metric critical in determining complex factors 
important to a good investment decision. CAPR also incorporates the expenses of the property 
excluding debt service, so, while CAPR is an important metric it is not enough to base dynamic 
and complex real estate investment decisions on alone. Detailed cash flow models must be 
completed and broader assumptions made as to the longer term viability of the properties tenants 
(credit risk), changing local and national trends in the availability and cost of debt financing and 
equity, credit spreads, volatility of interest rates and maintaining desirable leverage. 
 
 Many real estate economists will tell you that the U.S. commercial real estate markets 
have been in recovery for well over a year now. But we must look closer at the data and talk to 
those with “boots on the ground”, e.g., brokers, bankers, and investment clients. While 
historically low interest rates and mounting global liquidity have attracted a disproportionate 
share of institutional capital flowing into the U.S. real estate markets, the majority of it is into low 
risk assets, such as CBD office properties or other institutional grade assets in the multi–housing 
or industrial sectors. These investments are being made strictly on the credit risk associated with 
the cash flow presumed to be generated by the tenants. The problem is that these transactions, 
while impressive, account for only a fraction of the total commercial real estate market that we as 
investors and brokers at the local level must contend with. What about the rest of the more 
localized suburban sub–markets for properties not considered “institutional” grade. In addition, 
many of these assets are those suited only for owner/users and not investors. 
 
 According to Real Capital Analytics (RCA), commercial real estate transaction volume 
surged during the first half of 2011 with property sales totaling ±$90.6 billion, however, this is 
still weak when compared to past years performance. Strong demand for institutional office and 
multi-housing assets has accounted for much of this sales activity. CBD office, in particular, has 
been a prime target of cross–border investors. Demand for multi–housing has also been supported  
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by a robust recovery in underlying fundamentals and the availability of still favorable financing 
for “credit” risk investments. More recently, a rising volume of large retail portfolio sales have 
been noted during the second quarter as investors become relatively bullish on retailers longer 
term, however many of these assets lost up to ±70% or more of their tenants crippling property 
cash flow and most have been bought well short of mortgage balances and sometimes literally for 
“pennies on the dollar”. I know this because I consult for two top tier hedge funds in the United 
States and they have been scooping some real bargains. But once again, these transactions 
represent the lower end of the overall risk/reward investment model. After all, how risky can it be 
to pay ±$0.20 on the dollar of mortgage balance for an asset? They have no where to go but up! 
Many will say that despite the recent volatility in the broader equity and fixed income markets 
resulting from the downgrade of the U.S. from AAA to AA+, commercial real estate should 
continue to attract institutional capital given real estate’s critical role in a well–diversified and 
multi–asset portfolio. Probably true, but these properties account for only a fraction of the 
transaction volume needed to stabilize the commercial real estate markets in our local 
hometowns. 
 
 Recent reports from the US Government indicate a ±0.9% growth in GDP during the first 
half of 2011 and a ±1.3% growth in GDP for the 3rd quarter of 2011. While a ±30% increase in 
growth seems promising, such an anemic level of growth can also not be sustained. It would 
appear we are heading for another recessionary period beginning in 2012. Most experts agree that 
GDP must grow ±4–5X faster to sustain a meaningful recovery and lead us into a sustainable 
period of prosperity. Compounding the problem nationally is the drastic increase in the public 
debt as a share of GDP since 2008, rising from about ±50% in 2008–2009 to ±80% in Q1/2011. 
 
 Private equity real estate returns as measured by the NCREIF Property Index (NPI) have 
also outpaced other traditional and alternative investment asset classes. NPI annualized returns 
(leveraged) through the second quarter of 2011 totaled 16.7%, better than returns for stocks and 
bonds during the same period. The highest quality assets with credit tenants and staggered, 
longer-term leases, located in the primary markets will be favored targets. In this uncertain 
environment, investors have a greater appetite for core credit real estate assets that provide much 
more stable yields. Due to investor appetite for these assets, our expectation is that transaction 
volume should exceed $150 billion this year. But once again, this data is somewhat deceiving; 
those returns are likely based on either bargain basement acquisition prices or institutional quality 
properties with credit tenants. The world is not made up of just credit tenants and institutional 
equity. What about our local economy and real estate? 
 
 If there is only one positive result from this activity it is the imputed rise in institutional 
real estate values which may flow over to our local real estate assets, through an intrinsic 
lowering of our CAPR. But this will take time. An overwhelming number of experts in the field 
also report continued downward pressure on cap rates across the main property sectors including: 
CBD office, suburban office, retail, industrial, apartments and hotels. This downward pressure in 
CAPR is good for those less risky assets, but once again any spillover to our riskier suburban real 
estate will take more time and will likely result in a slower and more contained rise  
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in value over the next ±3–5 years. Don’t look for a “big bang” in second–tier property values 
because it is this author’s opinion that is not the way it will happen. So, where are the CAPR’s 
now? RCA suggests a wide range of CAPR in the Eastern US ranging from about ±7.00% to as 
high as ±12% depending on property Class (“A” to “C”), location, and quality of tenant base 
(credit risk). And this extends across all property types and classes. Previous to 2008, a ±12% 
CAPR on even a Class “C” commercial real estate investment was unheard of. I will concede that 
we were over–valued. 
 
“the car is in neutral” 
The Car represents the physical nature of our commercial real estate 
The engine is the pent up power of hopeful financial markets 
The fuel is the equity and debt required to renew those investments 
 
 My conclusion is this. The Car is not as shiny as it once was, but nevertheless it is still a 
car but in need of “restoration”. The Engine is running but the Car is in neutral, not moving 
decisively forward or backward. Small gains forward are countered by small gains backward, and 
vice versa, as can be seen today in the equities and banking/lending markets. The Fuel is the 
immense supply of untapped equity (cash) sitting in the bank accounts of millions of Americans, 
banks and corporations, with no real interest in taking risk for the future. This is the most risk 
adverse market I’ve seen in my career. Money is cheap, but banks are running scared, seemingly 
having lost their ability to take risk, which is really quite vexing since banks must lend to survive. 
This suggests to me many things, but the most important is that regardless of what the “big” 
institutional money players in commercial real estate are doing, the positive effects for our local 
real estate economy will be slow and hard coming at least until the fear of investment is mitigated 
and our CAPR’s start coming down. And finally, I don’t see anyone in driver’s seat of our Car, 
and this is most troubling of all. Politics has hobbled us, greed and fear reins us in, international 
economies are crumbling, and too many Americans are unemployed. That’s a story for another 
time. 
 
 When I speak to other brokers, investors, clients and bankers I always get the same 
answer. Would someone please get in and buckle-up, put the Car in drive, and start burning some 
fuel??!!! 
 
 In the meantime we remain vigilant and determined to provide you with the best service 
we can and value our business relationship. 
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