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The current state of the
market suggests calls

for modest growth and
retreating inflation 2024,
with risks focused on the
downside and spread across
geopolitics, monetary policy,
and climate change.

As we enter into 2024, we’re seeing a consensus emerge for modest
growth and retreating inflation throughout the year.

Asthisarticle discusses, drivers of growth include: (1) the expectation
that interest rate tightening is done, alongside a concomitant decline
in long-term vyields; (2) capacity for a tech sector rebound fueled
by record-level dry powder from private equity; (3) continuing
stimulus from Federal industrial policies and private sector appetite
for advances in electric vehicles, renewable energy, battery storage,
Al and domestic chip manufacturing; (3) preparation for revival in
residential construction as financial markets pull in interest rates in
expectation 2024 Fed rate cuts.

With these drivers as a backdrop, commercial real estate investment
opportunities will be most attractive in metro areas that have been
experiencing relatively strong employment growth along with
property sectors in metros enjoying a “sweet spot”—cyclically
elevated cap rates in metros with moderate vacancy rates and sparse
new supply pipelines.

Risks are clustered on the downside and focused on: (1) geopolitical
shocks and negative impact on trade, commodity prices, interest
rates, and the value of the dollar; (2) monetary policy risk if the Fed
misjudges interest rate moves; (3) timing risk if investors wait for
distress bargains that are unlikely to materialize; and (4) the ongoing
threat of extreme weather/climate events and their repercussions.

POSITIVE ECONOMIC OUTLOOK FOR US ECONOMY
BODES WELL FOR PROPERTY

In the waning months of 2023, economic forecasters coalesced
around expectations for solid growth in 2024, validating a “soft
landing” victory for the Federal Reserve. This conclusion was
sharply different from the negativity that was prominent at the
beginning of 2023.

The Federal Reserve Bank of Philadelphia, Survey of Professional
Forecasters, reported a 1.7% consensus forecast for real GDP
growth in 2024, while assigning a less than 10% probability to a
negative outcome for the year.
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EXHIBIT 1: MEAN PROBABILITIES FOR REAL GDP GROWTH IN 2024

PREVIOUS CURRENT

That optimism is mirrored in the most recent
projections released by the Federal Reserve in
December 2023. The projections are drawn from
Federal Reserve Board members and the individual
Federal Reserve Bank district presidents. Their
median forecast for 2024 calls for 1.4% real GDP
growth with most responses in the 1.2-1.7%
range along with interest rate cuts of 50-100BPS
over the year.

The drivers of growth in 2024 are focused on
the assumed completion of the Fed’s interest rate
tightening cycle that produced a 525BPS increase
in the Federal Funds rate between March 2022
and July 2023. The tightening reversed the
monetary easing enacted to cushion the negative
effects of the covid recession.

PREVIOUS CURRENT

When inflation popped in 2021, the need for
tightening became evident. The tightening
appears to have worked as shown in the return of
inflation to near the Fed’s 2% target. Forecasters
are assigning a 40% probability to inflation
of 2.4% or less over the four quarters of 2024.
Further easing in inflation through the year is
expected reflecting the lag in the impact of higher
interest rates on the economy.

While Federal Reserve policymakers are offering
assurances that they are closely monitoring the
need for more tightening, financial markets
are expecting none but rather see a beginning
of easing before the end of 2024. This hope is
embedded in the decline in the 10-year Treasury
from its 4.98% cycle high posted in mid-October
to 3.84% on January 2 as shown in Exhibit 2.

EXHIBIT 2: BB OAS VS. 10-YEAR TREASURY

10Y TREASURY YIELD (L) BOFA BB OAS (R)

The drivers of growth
in 2024 are focused on
the assumed completion
of the Fed’s interest rate
tightening cycle.
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Residential mortgage borrowing rates have moved lower
similarly since October and home building and home buying are
expected to respond positively as 2024 progresses. The potential
for recovery in the housing sector is supported by ongoing job
creation and a recovering labor force participation rate which
has not yet reached its pre-covid level. Monthly employment
growth has been moderating and wage gains year-over-year were
a modest 3.7% in November.

At the same time, investors’ risk appetite is reviving as shown in
the shrinking of spreads on high-yield BB rated bonds back to pre-
covid readings as shown in the chart above along with the 10-year
Treasury yield. Beyond traditional corporate business, investors
are also focusing on emerging growth engines including renewable
energy, artificial intelligence, electric vehicles, and domestic chip
manufacturing. Additionally, these innovating industries will get
a share of the accumulated venture capital dry powder which is at
a record level.

While all these factors support the soft-landing consensus forecast,
it is important to note that expected growth is weak albeit positive.
It depends on consumer spending holding up in the face of savings
depleted of the covid build-up, weakening job growth, leveling
wage gains, and elevated costs for rent and groceries. The weight
of these stresses is illustrated in the rise in credit card delinquencies
shown in Exhibit 3.

EXHIBIT 3: DELINQUENCY RATE ON CREDIT CARD
LOANS; ALL COMMERCIAL BANKS

The potential for recovery in the
housing sector is supported by ongoing
job creation and a recovering labor force
participation rate which has not yet
reached its pre-covid level.

With the assumption that consumer spending is sustained, the
modest US economic growth expected for the year ahead will
produce benefits for the nation’s commercial real estate sector.
Notice the strong correlation between real GDP growth and net
operating income growth in the NCREIF index. That link is why
monitoring the macro-economy is so important.

EXHIBIT 4: ECONOMIC GROWTH AND NOI GROWTH

GDP GROWTH-NOMINAL NOI GROWTH




SUMMIT

ISSUE 14

US REAL ESTATE OFFERING OPPORTUNITY FOCUSED
IN SELECT SECTORS AND SELECT METROS

Prospects for US commercial
real estate investing in 2024
are dependent on a variety
of cyclical and structural
forces. The cyclical forces
are embedded in the macro-
economic prospects already
discussed. That outlook for
the real economy bodes well
for commercial real estate.
Ongoing modest growth in
jobs, income, and the pace
of economic activity feed the
demand for space across the
four primary property sectors.
The degree of benefit depends
on the size of the excess space
overhang in each market
and sector. If the overhang
is sizeable, potential for rent
growth will be compromised.

Cyclical forces also operate
through interest rates. The
shift in monetary policy that
boosted US interest rates
has had a huge impact on
commercial real estate. Part
of that impact is channeled
through the restraining effect
of higher interest rates on the
real economy. Another part
is the effect on the cost and
availability of debt financing
along with its disruption of
refinancing  maturing  debt.
In addition, higher interest
rates impact investors’ return
requirements. When riskless
Treasury yields rise, return
requirements for all investments
must be reset. That process has
been driving down property
values and elevating cap rates.

A prominent real estate
research firm estimates that by
year-end 2023 property values
had essentially reached fair
value in the current interest
rate  environment.!  Their
calculations show that by year-
end 2023 core property values
were down 25% from peak cycle
high values. At the same time,
actual property transactions are
sparse suggesting that buyers
and sellers are still far apart
and implying that transactions
prices may fall further in 2024.
Real Capital Analytics reports
an 11.5% value decline based
on transactions.?

The path ahead for property
values  will  affect  the
refinancing opportunities
available for the huge pipeline
of property debt that matures
during the year ahead. Real
Capital Analytics reviewed
current leverage metrics for
outstanding property debt and
concluded that only 6.6% of
properties have lost 20% or
more of value since origination
leaving them vulnerable to
refinancing difficulty.’ As a
result, opportunity to purchase
property at bargain prices
because of debt distress is and
will continue to be very limited.

The path ahead for property

values will affect the refinancing

opportunities available for the huge

pipeline of property debt that matures

during the year ahead.

Structural forces differ by property sector and metro market.
Most prominent are the shift in population growth across metro
areas and the ongoing uncertainty in office-space use. Other
forces were important factors during the last few years but only
temporarily. These include the upsurge in online shopping during
the covid shutdown which stimulated demand for warehouse
space and exploded warehouse rent growth. That surge is over;
both online shopping and warehouse demand are normalizing.
Another temporary factor was the covid cash grants which, along
with the pause in student debt repayment and the need for work-
from-home space, stimulated household formation in 2020. The
upsurge in demand for apartments exploded rent growth and
promoted new construction with the latter helped by historically
low borrowing costs. That surge is over; the household formation
rate has retreated.

When combined, these cyclical and structural factors support the
following expectations for 2024:

o Non-mall retail sustained as the best performing of the four
primary sectors.

o Industrial sector performance returning to positive total return
as excess supply is absorbed and the new construction pipeline
empties. At the same time, NOI growth benefits from expiring
long-term leases turning to higher rents.

® Apartment sector performance will find its floor this year as
rents on new supply drop to accommodate absorption and
future construction plans are delayed. As supply pressures
dissipate investors will have a clearer view of underwriting
assumptions facilitating dealmaking.

¢ Office remains the most uncertain of the four primary sectors.
Work-from-home protocols are taking root but remain
uncertain. New super-high-quality buildings are leasing up
even at super-high rents and higher quality space in general is
pulling tenants from lower quality space. As vacancy becomes
concentrated in the least attractive buildings, they will slowly
be weeded out of the stock . . . slowly!

These sector level recommendations are supported by the data
shown in Exhibit S.
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Ongoing modest growth
in jobs, income, and the
pace of economic activity
feed the demand for space
across the four primary
property sectors.

EXHIBIT 5: PROPERTY SECTOR READINGS

HISTORIC 2023 2023 HISTORIC
CURRENT AVERAGE CHANGEIN CHANGE AVERAGE
VACANCY VACANCY VACANCY INASKING CHANGEIN

RATE RATE RATE RENT ASKING RENT
APARTMENT  7.5% 6.6% 1.0% 0.8% 2.2%
INDUSTRIAL 5.9% 7.1% 1.9% 6.1% 3.3%
OFFICE 13.7% 10.8% 1.2% 0.7% 1.5%
RETAIL 41% 5.4% -0.1% 3.2% 1.5%

DRILLING INTO METRO AREA FUNDAMENTALS

However, actual property investment decisions require more than
analysis of sector aggregates. Location factors are next, starting
with metro area conditions. Location analysis starts with metro
areas because metros are defined officially as economically and
socially integrated groups of counties with one or more large
cities. Official data covering employment, inflation, labor force,
personal income, and demographics are available for metro areas
and drive real estate research.

Attractiveness of property investments differs widely across metro
areas. In Exhibit 6, metro area data for the 50 largest US metro
areas is segmented to illustrate the breadth of differences.

EXHIBIT 6: METRO AREA DISPERSION

VACANCY RATE CHANGE IN RENT UNDER-CONSTRUCTION
_ 12°M0S SQ FT % OF TOTAL MARKET CARRATE

LOW 10 OF
50 METROS

APARTMENT 4.1%
INDUSTRIAL 2.6%
OFFICE 7.6%
RETAIL 2.8%

HIGH 10 OF

50

11.9%
6.8%
16.9%
5.4%

LOW 10 HIGH 10 LOW 10 HIGH 10 LOW 10 HIGH 10
VACANCY VACANCY VACANCY VACANCY VACANCY VACANCY
2.4% -1.3% 3.7% 8.1% 5.2% 5.8%
7.7% 7.2% 3.0% 4.6% 7.3% 7.1%
1.6% 0.3% 0.6% 1.5% 9.9% 7.5%
4.7% 1.8% 0.6% 0.5% 6.8% 6.1%

The dispersion of current vacancy rates shows the degree
of excess supply concentrated in a relatively small swath of
metros for each sector. Those high vacancy markets also show
significantly weaker rent growth over the last year. Industrial
is the exception with a big difference in vacancy rates but a
surprisingly small difference in rent growth. This indicates the
still strong appetite for industrial space even in metros that are
producing a lot of new supply.
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Construction activity is generally stronger in the high vacancy
metros except for retail where there is weak construction
uniformly. It is especially noteworthy that the pace of construction
in the high vacancy apartment metros is very strong suggesting
that rent growth will remain challenged in the year ahead. Cap
rates are reflecting this expectation but only modestly suggesting
that the excess supply is viewed as transitory.

Market cap rates are lower and pointing to the higher vacancy
metros as more desirable for industrial, office and retail sectors.
This observation is hugely important. It shows that investors are
viewing metros with excess supply as more attractive than those
with tighter supply. This suggests a confidence that developers
have been deeming these metros as having superior economic
growth prospects and superior absorption capacity versus metros
with low vacancy rates. Only apartments are pricing in some
caution regarding high vacancy metros implying that investors
are indeed evaluating supply carefully rather than dismissing it.
Exhibit 7 shows that the high vacancy metros did indeed produce
superior or equivalent employment growth in 2023 versus the low
vacancy metros. Retail is the exception.

EXHIBIT 7: EMPLOYMENT GROWTH DISPERSION
FOR 50 LARGEST METROS

EMPLOYMENT GROWTH - 12-MOS

LOW 10 VACANCY HIGH 10 VACANCY
APARTMENT 1.0% 1.9%
INDUSTRIAL 1.4% 1.4%
OFFICE 1.1% 1.5%
RETAIL 2.0% 1.3%

Investors are viewing metros with

excess supply as more attractive than
those with tighter supply.

LOOKING FOR OPPORTUNITY

For investors, there is no
simple conclusion other than
“metro matters”. Investment
selection requires analysis of
top-down macro-economic
factors, property sector
evaluation, and metro area
analysis of both property
market fundamentals and of
the economic and demographic
drivers that influence property
performance. For the year
ahead, the data provided here
do not identify clear sweet
spots but rather illustrate the
uncertainties that investors
must confront. Current market
cap rates point to confidence
that high vacancy rates in some
metros are the result of the
surge in construction prompted
by historically low borrowing
rates. With higher interest
rates curtailing construction
and ongoing economic growth,
property buyers will need to
assume how quickly the excess
space will be absorbed. That
assumption will determine the
price an investor will be willing
to pay. If economic growth
falters, absorption will be
delayed. Investors are advised
to consider this eventuality.

With all this said, the final
word is a reminder that no
investor can see the future. The
potential for shocks is always at
hand. But fixation on risk can
be paralyzing and paralysis is
a risk in itself as it creates no
investment return.

The shifts in population growth
across metro areas have longer-
lasting  implications.  First,
relatively  faster population
growth may be associated with
job opportunities. Second, the
relatively ~ faster  population
growth will in turn create more
jobs related to serving that
population. Third, demand for
space of all types is enhanced
in locations where population
growth is relatively stronger.
In the chart below, population
growth for the largest fifty US
metros areas is divided into the
top ten, bottom ten and middle
thirty. (We focus on metro areas
because they are comprised of
contiguous counties which are
deemed to be economically and
socially integrated.) Vacancy
rates for the four primary
property sectors are shown
adjacent to the chart.
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No investor can see the future.
The potential for shocks is always at hand.




