CONCRETE THOUGHTS

The Value of a Building These Days

Regulated apartments best bet; offices with market exposure—look out! '09 vs. peaks

f"& ne of the most frequently spec-
ﬁ. Hulated about and most diffi-

¥ cult statisties to quantify in
our marketplace has been the drop

in Manhattan’s commercial real es- -

tate sales values, Thus far in 2009, a
lack of abundant data points makes
this difficult, and I have read esti-
mates ranging from 20 percent to
70 percent. Ironlcally, both ends of
this range are partially . ... et The
reason lor this Is that v wu-; con-
duct this analysis utlzing m ket
gegmmentation in order (o fict a ezl
sanse nfhowrdhiferent pooanat v ges
wre performing,

1t is important to re-
alize that value is pred-
leated on two volatile
items: revenue and yield
expectation. (operating
expenses are falrly con-
sistent on a property-to-
property basis). We have
seen  across-the-hoard
veductions in market

. rent-regulated rents to unlock this

potential. This analysis is reflective
of this unique dynaemice.

¢ In the elevator building sec-
tor, average capitalization rates this
year have been 4.08 percent, also
up, coincidentally, 128 basis points
from their low point in the first half
of 2006, of just 2.8 percent, The 2.8
percent cap-rate average in 2008 is
reflective of the condo conversion
craze during which these buildings
viere, essentially, seliing on a price-

per-square-foot basis with little at-

. tention paid to yield,
Because we are work-
ing off a lower hase, this
128-basis-point increase
{n cap rates corresponds
1o a 31 perpent reduction
in value, Similar to waik-
up buildings, the price-

1 ;a per-square-foot  analy-

Robsrt Knglial

sis shows a much more
modest reduction in val-

1ents across all sectors ue. The average eleva-
of the marketplace. We Erluist tor building in 2009 has
have also seen inereases ———————-——  sold for $426 per square
in the capitalization rate, foot, down from a peak of
or yleld, demanded by investors in, ~ $532, This is reflective of 3 20 per-
the marketplace, The combination  cent raduction in value,

of these two metrics affects prices 3
per square foot, which, ultimately, = Mixed-use properties are those
determines the relative price fluctu-  apartment buildings in which there
ations in the market, : is & retail component accounting
- LetstakealookathoweachMan-  for at least 20 percent of the square
hattan property type has performed  footage of the building, Average cap

year-to-date and how this perfor-
mance tompares with peak levels
achieved in either 2008 or 2007. The
year In which the peak occurred is
dependentupqnme property type,

o The rent-regubated spartment
buibding sector s, clearly, the best
performing. Thiss far in 2006, walk-ug
apartment bulldings have lad an e
cempe capitndization mte of 5.28 par-
cont, up 128 basis palnts from jis Jow
In tha first half of 2007, of 4 perpent.
This increase

Interestingly, if we look at price
per square foot, walk-up buildings
are averaging $511 per square foot
this year versns their peak of $605.
This represents only a 16 percent
reduction in value. The reason that
this percentage reduction is lower
than the cap rate expansion wonld
dictate is becanse the revenue in the
rent-regulated sector (uniike in any
other sector) has continued to -
crease on a building-wide basis even
though market-rate rents have de-
cHned. This iflustrates one of the ad-
vantages of rent-regulated huildings
in that there {s significant embedded
upside potential based on the artifi-
cially low rents that regulation caps
and an owner’s ability to increase
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rates in this sector have increaged
to 6.51 percent in 2009, up from a
low of 4.7 percent in the first half of
2006. Here, the cap-rate expansion
has been 181 basis points, which cor-

responds to a reduction in value of

28 percent, .

. Ifwelook at the average price per
square foot for these mixed-used
buildings, it's $583 versus a peak of
$1,135. This 15 areduction value of 49
percent, Here we see that the differ-
ence between the imputed reduction
based on cap rate is significantly less
than the actual price-per-square-
foot reduction. This is due to the
compounding effect of significant
reductions in the market level of ye-
tail rents,

* In the retai] property sector, av-
erage cap rates have increased to
744 percent from a low point of 5.39
percent. This increase of 205 basis
points would indicate a reduction in
value of 28 percent. However, retail

- properties have seen a drop in ay-

erage price per square foot from a
2007 peak of $1,987, down to $1,071,
& 46 percent drop. This is, again, in-
dicative of the softness in the retail
leasing market caused by weak con-
spmer confidence, resulting in ane-
mic consumer spending,

* +The officebuilding sector Jsmore
difficult to anatyze, If we slnply look

[i-#

at the average price per square foot
at the peak of $886 and compare it
to the 2009 average of $337, we gee
office buildings, on average, have ex-
perienced reductions in value of 62
percent.

However, a clear trend has
emerged in this marketplace. Two
years ago, office buildings with sig-
nificant vacancy or short-term lease
rollovers ‘were highly sought af-
ter by investors in the marketplace
wanting to take advantage of sky-
rocketing office rents. Today, office
buildings that possess this market
exposure have been trading on a
very different basis from those prop-
erties with long-term, stable cash

. flow. Of the handful of office build-

ings that have sold thus far.in 2009,
those that had relatively stable o¢-
cupancy and less market exposure
bave averaged $663 per square foot.
This represents a reduction off the
peak of 25 percent,

For properties that had substan-~
tial vacaney and/or market exposure
caused by significant short-term
lease rollover, the average has heen
& mere $27) per square foot, a drop
of 70 percent. Clearly, the market is
placing a ptemium on in-place cash
flow today, given the reductions in
office rents during this downtum.
Recerit months have shown positive
ahsorption, which could help to sta-

. bilize rent levels.
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The office condominium market
has performed fairly weil. We have
seen reasonable activity in the office
condo market, where sales prices
have averaged $776 per square foot.

* The market for developable
land has experienced significant re-
ductions in sales volume, Thus far
in 20098, there have been only seven
development-site sales, consisting
of a total buildable square footage
of approximately 207000 square
feet (to put this into perspective, in
2006, Massey Knakal itself sold 53
development sites in Manhattan),
Swrprisingly, the average price per
square foot for these sales is $401,
Of the seven, four sites were pur-
chased by users to construct bulild-
ings for their own use, The challeng-
es faced by developers in ohtaining
construction financing is the main
contributing factor to the lack of ac-
tvity in this sector.

¢ Finally, we will look at what
we refer to as “specialty use” prop-
erties. These are smaller, vacant
buildings that are appropriate for
institutional users, such as schools,
nonprofit organizations,
governments, foundations and the
like. In this sector, there were five
sales that averaged just in excess of
$1,000 per square foot. :
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Based upon this analysis, it's
easy 1o see clearly a significant dif-
ference in value reductions based
upon the segment of the market. The
range is substantial; Walk-up apart-
ment buildings have, on a price-per-
square-foot basis, only dropped by
16 percent, creating one end of the
range; and office buildings with sig-
nificant vacaney or market exposure,
have dropped by 70 percent.

downside risk than upside risk
kiin the direction of prices ag we
move forward. As always, we are
watching unemployment very care-
fully and are making the assump-
tion that our fapdamentals, in terms
of market-rent levels, will hit a low
point around the same time that un-
employment hits its cyclical peak.
Most economists project that this
peak will be reached in the first half
of 2010, It is at this point that value
should stop going down.

After a bottom has been estab-
lished, how quickly we rise from that
bottom will be dependant upon the
battle batween alt of the capital sit-
ting on the sidelines waiting for op-
portunities (which will cyeate up-
ward pressire an pricing) versus

t appears there {s at present more

Thus farin 2009, there have
been only seven develop-
ment site sales, consisting
of a total buildable square
footage of approximately
207,000 square feet,

" the massive de-leveraging that the

market must go through because of
the distress that is tangibly embed-
ded in so many of our overleveraged
propertes (which will continue to
exert downward pressure).
» We also need our debt markets to
o Back to life, The incredible de-
mand for refinancing hetween now
and 2013, whichis estimated by some
to be ag much as $2 trillion, cannot
be satiated by the banking and in-
surance industries, even if they are
cperating at full throttle. Access to
public capital is the only way we can
come close, meaning that CMBS, in
one form or another, must be awak-
ened from its hibernation. Without
this, the slogging could go on much
longer than any of us would like.
editorial@observer.com

Robert Knakal is the chairman and
founding partner of Massey Knakal
Reaity Services, and has brokered
the sale of more than 1,000 proper-
ties int his career.
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