SIOR Index – Office and Industrial Markets Are Contracting; Some Buyers and Tenants Find Opportunities
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NAR Economic Overview
The economic slump continued through the first quarter of the year, following an accelerated decline in the last quarter of 2008. Commercial real estate moved in tandem with the economy, showing signs of distress. 
Based on advance estimates, gross domestic product (GDP) dropped 6.1 percent during the first quarter of 2009 following a 6.3 percent contraction during the fourth quarter 2008. The decline was driven by a sharp drop in private inventory investment and major declines in exports, nonresidential structures, industrial, transportation and business equipment, and software. Government spending, generally a stalwart contributor to the GDP, declined 3.9 percent in the first quarter.

In contrast, consumer spending, the major component of the GDP, advanced in the first quarter after two consecutive quarters of sharp declines. Advance first quarter results showed a 2.2 percent increase in spending—a  9.4 percent rise in spending on durable goods (e.g., cars, furniture, household items) and a 1.3 percent rise for nondurable goods (food, clothing, gasoline). These changes in spending seem to be a consumer response to deep discounts from manufacturers and to stimulus legislation. But they were not enough to offset continuing declines in overall demand.  

Business investment dropped 37.9 percent, a clear sign that businesses are sharply scaling back production and slashing costs. The slowdown in business activity is reflected in payroll employment, which dropped 5.9 percent, pushing the unemployment rate to 8.1 percent during the first quarter. 
The financial markets continue to contribute to the general decline in economic activity and are a major factor in the low level of consumer and business confidence. Activity on all major exchanges was down for the quarter. Investors are treading cautiously, especially in light of several high-profile bankruptcy filings, including Circuit City and General Growth Properties.  

Meanwhile, credit markets have a long way to go to address looming debt maturities, particularly in the commercial real estate markets. To address this problem, the U.S. Treasury Financial Stability Plan, expanded the Term Asset-Backed Securities Loan Facility (TALF) to include commercial mortgage-backed securities (CMBS). The Plan provided for an expansion of TALF’s $200 billion lending capacity to $1 trillion in potential lending by the Federal Reserve Bank of New York. However, in light of deteriorating economic conditions and declines in property values, the banks have proven reluctant to tap this source and extend lending. And the CMBS market, which provided $230 billion of funding in 2007, has been frozen since the middle of 2008.

These negative factors directly affect the commercial real estate sector. Diminishing business opportunities, cost cuts, and continuing job losses are cutting demand for commercial space. Vacancies are up and rents are down for most commercial properties. In addition, investment levels in commercial properties are significantly lower for the quarter. With a large volume of debt maturities approaching and with credit markets unwilling to refinance, the number of distressed commercial properties is rising. For the first quarter 2009, there were 1,372 distressed properties totaling $25.6 billion. By dollar volume, the largest portion of distressed properties is in the development and office sectors. By lender type, there is a high concentration in CMBS and Wall Street/Finance bank portfolios.

SIOR Index Drops—Again

The April 2009 SIOR Commercial Real Estate Index survey, which reflected first quarter 2009 data, registered the lowest mark since SIOR started the project in Fall 2005. The national index, which measures 10 variables pertinent to the performance of U.S. industrial and office markets, dropped 6.4 points to a reading of just 42.3. The score reflects negative conditions in the industry for landlords and sellers. In fact, for a second quarter in a row, 97 percent of respondents said that the protracted national recession is having a negative impact on their local markets. Regionally, markets display some variation in conditions. For the first quarter of the year, the Southern states (historically often the strongest region) registered the largest decline in market conditions from the previous survey. 

Respondents Report Grim Conditions, but a Glimmer in the Distance

According to SIOR survey respondents, demand for space is down across the board. Sales activity is low or nonexistent because of a widening gap between sellers and buyers on price expectations and uncertainty about the future. Lack of financing liquidity and stringent lending standards are further depressing sales transactions. Buyers and sellers are taking a wait-and-see approach, probing for signs of a market bottom and looking for a rebound in the economy.

Leasing activity, although considerably below historic levels, still provides the only reprieve for SIOR members, as tenants are taking advantage of a favorable market. With vacancy rates high and a rising volume of sublease space available, tenants are pressing landlords for concessions. The survey responses indicate that many tenants prefer to stay in place rather than relocate and incur moving costs. However, in many cases they are downsizing and asking for significant concessions. Low asking rents and free months seem to be commonplace in negotiations. However, both tenants and landlords seem to favor short-term leases, expecting an improvement in business opportunities in the next two years.  

According to most SIOR members surveyed, development activity is almost at a standstill. Many markets reported that there was no planned new construction for the remainder of 2009. A few spec buildings are still going up in a handful of markets, but they are the exception. Current conditions clearly favor buyers, who stand to benefit from falling prices.

The nation’s economic woes are reaching even those regions that have traditionally proven resilient during downturns. Many SIOR members find their local economies contracting in response, which further depresses activity in commercial real estate. However, given the ample availability and declining prices, SIOR members see opportunity for willing and able investors when the economy rebounds. This may explain the change the respondents’ three-month outlook. In December 2008, 82 percent of respondents said that business would be down in three months. But in April 2009, only 66 percent of SIOR members expected business to be down from the current level in the next three months.
Summing Up

During the first quarter 2009, the commercial sector was squeezed by a general decline in business opportunities, prompted by consumers reining back spending due to worries about economic uncertainty, unemployment, and the financial markets. Both fundamentals and investments are substantially affected. However, SIOR members are finding signs of opportunity in their markets and expecting the economy to turn the corner by the end of 2009 or in mid-2010. 

