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SIGNS OF CONTINUED RECOVERY IN TODAY’S REAL ESTATE MARKET

With the apparent upturn in the economic cycle, 2011 is showing signs of being an ideal
time to invest in both core and value-added real estate, due in part to both an improving
risk profile and significant value upside potential. In this newsletter, we will discuss the
factors most strongly affecting opportunities currently available to real estate investors
including:
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Evaluating each of these carefully should yield key insights into the best strategies for
both core and value-added real estate in an overall real estate portfolio.

DEMAND GROWTH

In 2010, all property types
experienced positive net Monthly Change in U.S. Employment (n Thousands)
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www.americanreal.com experienced strong demand growth totaling 1.3% during the year, while industrial demand

growth was minimal at only 0.1%. American’s current forecast calls for a 1.5% to 2.5%
gain in total employment in 2011, as historically the second full year of a recovery achieves
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at least 1.5% job growth, with similar growth in 2012
and 2013 expected. Corresponding to employment
gains, we expect overall real estate demand to improve,
with a reduction in the gap between the top-performing
multi-family sector and the trailing industrial sector.
Industrial markets hardest hit by the recent recession,
such as California’s Inland Empire and Phoenix,
Arizona, respectively, experienced a solid 0.47% and
0.95% gain in demand during the 4Q10. This is the
first significant gain in demand that both of these
markets have seen in several years.

Real Estate Demand Fundamentals

2008 2009 2010 2011

Job Trends -2.6% -3.5% 0.7% 1.5% to0 2.5%

Office Industrial Retail Multi-Family

2010 Market Size SF 3,573.4 12,5723 9,607.8 13,144.7
(in millions)
2008 19.5 -68.2 105.3 -11.5
Net

Absorption SF 2009 -39.7 -253.6 5.8 -58.6
(in millions) 2010 17.1 12.9 51.6 154.2
2010 Demand Change % 0.6% 0.1% 0.6% 1.3%

Source: CBRE Econometric Advisors, AxioMetrics, PPR, CoStar, Economy.com, ARA Research

LIMITED SUPPLY

Construction of new real estate continued to fall during
2010 and is likely to reach a recessionary low in 2011.
During 2010, office completions were down 73% from
2008, industrial was down 90%, retail down 82% and
multi-family completions were down 63%. As most of
the demand gains will be absorbed through an increase
in occupancy of existing space, growth in new supply
will continue to be low and is expected to remain well
below historical averages for several years.

Real Estate Supply Fundamentals

Office Industrial Retail Multi-Family
2008 79.1 188.5 181.9 145.7
2009 51.9 75.5 93.1 119.8
Completions SF
(in millions) 2010 21.2 17.5 32.9 53.9
2011
10.0 to 20.0 5.0 to 20.0 20.0 to 30.0 25.0 to 50.0
Forecast
2010 Change in Supply % 0.6% 0.1% 0.3% 0.4%

Source: CBRE Econometric Advisors, PPR, CoStar, ARA Research

With rents below construction justification levels in
most markets, most speculative new construction will
likely be limited to multi-family in Washington D.C.,,
New York, and coastal California, as only these markets
can achieve at least a 6.5% to 7.5% unleveraged return

on investment cost. As a result, now is one of the few
times in the market cycle that real estate investors can
remove near-term supply risk from the typical list of
concerns.

OccuPANCY GAINS

The trend in vacancy rates is important in predicting
the direction and magnitude of future real estate
returns. For core real estate, returns are typically 3% to
4% higher when vacancy rates are falling than when
they are rising, as there is strong relationship between
occupancy trends and net operating income (NOI). We
have found that, for every 1% improvement in real
estate occupancy rates, within two years real estate NOI
typically grows by 2% to 3%, as increases in occupancy
not only reduce the percentage of space not earning
rent, but also are associated with gains in rental rates.
For wvalue investors, a positive trend in market
occupancy reduces investment risks for lease-up
strategies and should allow wvalue investors to buy
occupancy-challenged value-add properties with the
intention to sell, upon lease-up and stabilization, into
the core market demand.

NET OPERATING INCOME GAINS

Real Estate Occupancy Fundamentals

Office Industrial Retail Multi-Family
2008 86.0% 88.2% 93.4% 92.1%
2009 83.7% 85.7% 92.5% 91.7%
Occupancy 2010 83.6% 85.7% 92.7% 93.1%
2011 84.0% to 86.0% to 93.0% to 93.5% to
Forecast 85.0% 87.0% 94.0% 94.5%
Source: CBRE Econometric Advisors, AxioMetrics, CoStar, ARA Research
With long-term leases, real estate NOI in a

predominantly diversified portfolio would likely trail a
recovery in the broader economy by about 18 to 24
months. This means that while total employment gains
were recorded in 2010, real estate portfolios are unlikely
to experience increasing NOI before the second half of
2011 or even 2012.
recoveries, NOI growth should then generally trend
upward with a cumulative 15% increase in NOI
expected by 2015. Given stable market capitalization
rates, this would equate to a 15% gain in property
values on top of the normal income return. The gains

Based on prior economic
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in NOI are likely to first favor the multi-family sector
due to short lease terms, with a catch-up period for the Significant Upside Potential in Property Values
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Construction costs tend to rise with inflation over time
and real estate rental rates in the long-run tend to
follow suit. Within the office sector, the long-term
trend in effective rent growth is 2.25% (shown by the
dashed red line in the adjacent chart.) Over time, office
rents tend to revert to this trend encouraging new
construction. This means investments timed to periods
such as today are likely to achieve above inflation rent
growth with office currently showing 13% to 20% rent
upside to long-term trends. Similarly, our analysis
shows that retail has 13% to 20% of rent upside, while
multi-family has the lowest amount of rent upside to
the long-term trend at 5% to 10%.

RELATIVE PRICING

Accounting for rent, occupancy and NOI growth
potential, property values in the NCREIF Property
Index (NPI) are roughly 15% below long-term trends.
Given the economy is now in recovery mode, this
favorable valuation provides investors with less
downside risk and above-average upside potential.
Value-added investment prices are currently less
aggressive than core and the wupside there is
correspondingly greater.

STRATEGIES FOR VALUE INVESTORS

At this stage of the market cycle, the increase in market
occupancy rates should allow value investors to realize
gains by purchasing occupancy-challenged properties in
stable markets and selling these properties upon lease
up into the core space demand. It is significantly easier
to lease up an occupancy-challenged property now
when demand is generally increasing than when it is
contracting or when the market faces meaningful new
construction. Based on recent NCREIF data, such
occupancy-challenged properties may now be priced at
a 28% discount to highly-occupied core properties; a
significantly greater discount than the typical 19%
discount to core observed in more normal market
conditions.

% Discount For Occupancy-
Challenged Buildings*

3Q10 and 4Q10
Occupancy Discount

Long-Term Average
Discount
0%

-5%
-10%
-15%
-20%

-25%

-30%

Source: NCREIF, ARA Research
*Above data reflects occupancy for NFI-ODCE property types that include
office, industrial and retail properties with occupancy rates of 80% and

under versus those with 90% or higher occupancy rates.
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CONCLUSION

If a recovery in the economy is now firmly in-place, with several years of improving real estate occupancy

expected, investment returns from real estate are likely to be above average. Specifically, during periods of rising
occupancy rates, core investments have averaged 3% to 4% higher returns than in periods of falling occupancy.
Likewise for value investors, the 28% average discount between value and core properties offers investors
significant value upside if they can buy in the value market and eventually sell in the stabilized core real estate
market. Based on the history of past economic cycles, the window of opportunity for making a real estate
investment in today’s market is quite favorable.

For mote information regarding This newsletter is for your information only; is not intended to be relied on to make
any investment decisions, and is neither an offer to sell nor a solicitation of an offer to
buy any securities or financial instruments. The information in this newsletter bas
been obtained or derived from sources believed by American Realty Advisors to be

American Realty Advisors®, please contact:

J ay Butterﬁeld, CFA reliable but American does not represent that this information is accurate or

Managing Director, complete.  Any opinions or estimates contained in this newsletter represent the
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801 North Brand Boulevard, Suite 800 mﬂiy difficult for any third party to r;/)rodhfe. Pzrt pepffaifmm?/of any iiﬂd
Glendale, CA 91203 referenced in this newsletter in connection with any particular strategy should not be

Phone: (818) 545-1152 = Fax: (818) 545-8460 taken as an indicator of future results of such strategies. It is important to
butterfield@americanreal.com ® www.ameticanreal.com understand that investments of the type referenced in this newsletter pose the potential

Jor loss of capital over any time period.

This newsletter should be considered confidential and may not be reproduced in whole
or in part, and may not be circulated or redelivered to any person without the prior
written consent of American.

Forward-Looking Statements: This newsletter may contain  forward-looking
statements within the meaning of the federal securities laws. Forward-looking
statements are statements that do not represent historical facts and are based on onr
beliefs, assumptions made by us, and information currently available to us. Forward-
looking statements in this newsletter are based on our current expectations as of the
date of this newsletter, which conld change or not materialize as expected. Actual
results may differ materially due to a variety of uncertainties and risk factors.
Except as required by law, we assume no obligation to npdate any such forward-
looking statements.

ENERGY STAR
PARTNER n

© 2011 American Realty Advisors®. All Rights Reserved. Printed in-house. A ER IR AR

REALTY ADVISORS,





<<
  /ASCII85EncodePages false
  /AllowTransparency false
  /AutoPositionEPSFiles true
  /AutoRotatePages /All
  /Binding /Left
  /CalGrayProfile (Dot Gain 20%)
  /CalRGBProfile (sRGB IEC61966-2.1)
  /CalCMYKProfile (U.S. Web Coated \050SWOP\051 v2)
  /sRGBProfile (sRGB IEC61966-2.1)
  /CannotEmbedFontPolicy /Warning
  /CompatibilityLevel 1.4
  /CompressObjects /Tags
  /CompressPages true
  /ConvertImagesToIndexed true
  /PassThroughJPEGImages true
  /CreateJDFFile false
  /CreateJobTicket false
  /DefaultRenderingIntent /Default
  /DetectBlends true
  /DetectCurves 0.0000
  /ColorConversionStrategy /LeaveColorUnchanged
  /DoThumbnails false
  /EmbedAllFonts true
  /EmbedOpenType false
  /ParseICCProfilesInComments true
  /EmbedJobOptions true
  /DSCReportingLevel 0
  /EmitDSCWarnings false
  /EndPage -1
  /ImageMemory 1048576
  /LockDistillerParams false
  /MaxSubsetPct 100
  /Optimize true
  /OPM 1
  /ParseDSCComments true
  /ParseDSCCommentsForDocInfo true
  /PreserveCopyPage true
  /PreserveDICMYKValues true
  /PreserveEPSInfo true
  /PreserveFlatness true
  /PreserveHalftoneInfo false
  /PreserveOPIComments false
  /PreserveOverprintSettings true
  /StartPage 1
  /SubsetFonts true
  /TransferFunctionInfo /Apply
  /UCRandBGInfo /Preserve
  /UsePrologue false
  /ColorSettingsFile ()
  /AlwaysEmbed [ true
  ]
  /NeverEmbed [ true
  ]
  /AntiAliasColorImages false
  /CropColorImages true
  /ColorImageMinResolution 300
  /ColorImageMinResolutionPolicy /OK
  /DownsampleColorImages true
  /ColorImageDownsampleType /Bicubic
  /ColorImageResolution 300
  /ColorImageDepth -1
  /ColorImageMinDownsampleDepth 1
  /ColorImageDownsampleThreshold 1.50000
  /EncodeColorImages true
  /ColorImageFilter /DCTEncode
  /AutoFilterColorImages true
  /ColorImageAutoFilterStrategy /JPEG
  /ColorACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /ColorImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000ColorACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000ColorImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasGrayImages false
  /CropGrayImages true
  /GrayImageMinResolution 300
  /GrayImageMinResolutionPolicy /OK
  /DownsampleGrayImages true
  /GrayImageDownsampleType /Bicubic
  /GrayImageResolution 300
  /GrayImageDepth -1
  /GrayImageMinDownsampleDepth 2
  /GrayImageDownsampleThreshold 1.50000
  /EncodeGrayImages true
  /GrayImageFilter /DCTEncode
  /AutoFilterGrayImages true
  /GrayImageAutoFilterStrategy /JPEG
  /GrayACSImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /GrayImageDict <<
    /QFactor 0.15
    /HSamples [1 1 1 1] /VSamples [1 1 1 1]
  >>
  /JPEG2000GrayACSImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /JPEG2000GrayImageDict <<
    /TileWidth 256
    /TileHeight 256
    /Quality 30
  >>
  /AntiAliasMonoImages false
  /CropMonoImages true
  /MonoImageMinResolution 1200
  /MonoImageMinResolutionPolicy /OK
  /DownsampleMonoImages true
  /MonoImageDownsampleType /Bicubic
  /MonoImageResolution 1200
  /MonoImageDepth -1
  /MonoImageDownsampleThreshold 1.50000
  /EncodeMonoImages true
  /MonoImageFilter /CCITTFaxEncode
  /MonoImageDict <<
    /K -1
  >>
  /AllowPSXObjects false
  /CheckCompliance [
    /None
  ]
  /PDFX1aCheck false
  /PDFX3Check false
  /PDFXCompliantPDFOnly false
  /PDFXNoTrimBoxError true
  /PDFXTrimBoxToMediaBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXSetBleedBoxToMediaBox true
  /PDFXBleedBoxToTrimBoxOffset [
    0.00000
    0.00000
    0.00000
    0.00000
  ]
  /PDFXOutputIntentProfile ()
  /PDFXOutputConditionIdentifier ()
  /PDFXOutputCondition ()
  /PDFXRegistryName ()
  /PDFXTrapped /False

  /Description <<
    /CHS <FEFF4f7f75288fd94e9b8bbe5b9a521b5efa7684002000500044004600206587686353ef901a8fc7684c976262535370673a548c002000700072006f006f00660065007200208fdb884c9ad88d2891cf62535370300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c676562535f00521b5efa768400200050004400460020658768633002>
    /CHT <FEFF4f7f752890194e9b8a2d7f6e5efa7acb7684002000410064006f006200650020005000440046002065874ef653ef5728684c9762537088686a5f548c002000700072006f006f00660065007200204e0a73725f979ad854c18cea7684521753706548679c300260a853ef4ee54f7f75280020004100630072006f0062006100740020548c002000410064006f00620065002000520065006100640065007200200035002e003000204ee553ca66f49ad87248672c4f86958b555f5df25efa7acb76840020005000440046002065874ef63002>
    /DAN <>
    /DEU <>
    /ESP <>
    /FRA <>
    /ITA <>
    /JPN <>
    /KOR <FEFFc7740020c124c815c7440020c0acc6a9d558c5ec0020b370c2a4d06cd0d10020d504b9b0d1300020bc0f0020ad50c815ae30c5d0c11c0020ace0d488c9c8b85c0020c778c1c4d560002000410064006f0062006500200050004400460020bb38c11cb97c0020c791c131d569b2c8b2e4002e0020c774b807ac8c0020c791c131b41c00200050004400460020bb38c11cb2940020004100630072006f0062006100740020bc0f002000410064006f00620065002000520065006100640065007200200035002e00300020c774c0c1c5d0c11c0020c5f40020c2180020c788c2b5b2c8b2e4002e>
    /NLD (Gebruik deze instellingen om Adobe PDF-documenten te maken voor kwaliteitsafdrukken op desktopprinters en proofers. De gemaakte PDF-documenten kunnen worden geopend met Acrobat en Adobe Reader 5.0 en hoger.)
    /NOR <>
    /PTB <>
    /SUO <>
    /SVE <>
    /ENU (Use these settings to create Adobe PDF documents for quality printing on desktop printers and proofers.  Created PDF documents can be opened with Acrobat and Adobe Reader 5.0 and later.)
  >>
  /Namespace [
    (Adobe)
    (Common)
    (1.0)
  ]
  /OtherNamespaces [
    <<
      /AsReaderSpreads false
      /CropImagesToFrames true
      /ErrorControl /WarnAndContinue
      /FlattenerIgnoreSpreadOverrides false
      /IncludeGuidesGrids false
      /IncludeNonPrinting false
      /IncludeSlug false
      /Namespace [
        (Adobe)
        (InDesign)
        (4.0)
      ]
      /OmitPlacedBitmaps false
      /OmitPlacedEPS false
      /OmitPlacedPDF false
      /SimulateOverprint /Legacy
    >>
    <<
      /AddBleedMarks false
      /AddColorBars false
      /AddCropMarks false
      /AddPageInfo false
      /AddRegMarks false
      /ConvertColors /NoConversion
      /DestinationProfileName ()
      /DestinationProfileSelector /NA
      /Downsample16BitImages true
      /FlattenerPreset <<
        /PresetSelector /MediumResolution
      >>
      /FormElements false
      /GenerateStructure true
      /IncludeBookmarks false
      /IncludeHyperlinks false
      /IncludeInteractive false
      /IncludeLayers false
      /IncludeProfiles true
      /MultimediaHandling /UseObjectSettings
      /Namespace [
        (Adobe)
        (CreativeSuite)
        (2.0)
      ]
      /PDFXOutputIntentProfileSelector /NA
      /PreserveEditing true
      /UntaggedCMYKHandling /LeaveUntagged
      /UntaggedRGBHandling /LeaveUntagged
      /UseDocumentBleed false
    >>
  ]
>> setdistillerparams
<<
  /HWResolution [2400 2400]
  /PageSize [612.000 792.000]
>> setpagedevice


