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Dear Reader:

I am delighted to welcome you to the third quarter 1999 issue of the Korpacz Real Estate Investor
Survey®, the first issue published by PricewaterhouseCoopers LLP. And, to welcome Peter F. Korpacz, pub-
lisher of the Survey since its inception in 1988, and his staff who joined PricewaterhouseCoopers earlier
this summer.

As you probably know, The Korpacz Organization was comprised of two entities – Peter F. Korpacz &
Associates, Inc., and The Korpacz Company, Inc. The first group – which specialized in the analysis of
large properties such as mixed-use projects, office buildings, shopping centers, industrial properties, apart-
ment buildings and complexes, hotels, resorts and development land – merged into Pricewaterhouse-
Coopers’s existing Global Real Estate Valuation/Consulting Practice, which is headed by Robert K.
Ruggles, III.

The other group, the company’s real estate information, education, and publishing arm, will continue to
publish the Korpacz Real Estate Investor Survey® and the Korpacz Real Estate Source Directory, as well
as other current and proposed PricewaterhouseCoopers real estate research products. Peter F. Korpacz
leads this new organizational group – the Global Strategic Real Estate Research Group.

The Korpacz Real Estate Investor Survey® is the industry’s standard source of up-to-date capitalization
and discount rates and other cash flow forecast assumptions of active investors. PricewaterhouseCoopers
is committed to continuing this tradition and providing the necessary resources to enhance and expand
the Survey in its coverage of global real estate markets. Work has already begun on enhancements to the
publication and expansion of our coverage of the global real estate markets.

We at PricewaterhouseCoopers are committed to delivering timely, succinct, and accurate analyses of real
estate investment market conditions and trends in the most respected publication of its kind – the Korpacz
Real Estate Investor Survey®. With the addition of Emerging Trends, the real estate industry’s premier
annual forecast of market trends jointly published by PricewaterhouseCoopers and Lend Lease, to each
subscription, you will now have the best real estate investment market information and forecasts available
anywhere – on a timely and forward-looking basis.

I hope you enjoy this premier issue published by PricewaterhouseCoopers and continue to support our
efforts. Your observations about this publication and suggestions for future markets, issues, and special
reports you would like to see addressed are always welcome.

Sincerely,

Patrick A. Leardo
Global FAS Real Estate Leader
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National Highlights
Outstanding Real Estate Performance Continues

And the beat goes on. The outstanding performance of the real estate market
continues unabated. Investors, wondering just how long it can last, continue to
enjoy the good times. The fundamentals of the market are very solid, and there
is no significant activity pushing the market dramatically in either direction.
Common words and phrases used by investors to describe current market con-
ditions are stable, orderly, and an equilibrium market.

While some investors view the real estate market as approaching the top of
the real estate cycle, others believe that the market has peaked, but is holding
steady. “We have reached a plateau, an elongated peak,” comments a partici-
pant. To many, the events of last fall are responsible, in part, for the real estate
market’s current prolonged peak. The restraints on capital continue to limit new
construction and keep the majority of REITs out of the transaction arena. After a
limited number of transactions were completed in the first half of 1999, trans-
action activity has picked up. With the right set of economics, transactions are
being done. However, it is nowhere near the volume realized 12 to 18 months
ago when nearly any deal could be done. New construction, for the most part,
is occurring at reduced levels and is expected to remain under control.

The big factor currently affecting the real estate market is the increase in
interest rates. In addition to impeding financing and thus limiting the number of
transactions, the increase in interest rates is putting upward pressure on overall
cap rates. The recent change, however, has not been dramatic. Still, buyers are
using lower forecast growth assumptions, which are limiting seller’s desires to
market properties for sale. In turn, it is increasingly difficult to find good quality
properties to acquire, and deals, particularly larger ones, are harder to get done. 

As an alternative to buying existing properties, some investors are looking
at buying properties that are in the construction pipeline, nearly completed
(between 70.0% and 80.0% built), and preleased well. The risk is higher, but the
reward is attractive. 

With supply and demand relatively in balance, investors are optimistic that
the good times will continue and that a recession is not likely to occur in the
near future. If a recession does occurs, the real estate market is better prepared
to withstand an economic downturn than it was during the last recession. There
has been no significant overbuilding and properties are encumbered with lower
debt service ratios. Hence, the somewhat reduced level of income would cause
fewer foreclosures than in past recessions.

Investors continue to keep a close eye on the stock market, noting that it will
likely be responsible for the next major change in the economy. However, the
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Federal Reserve continues to closely
scrutinize the economy and has suc-
cessfully (so far) made quick adjust-
ments to lessen the impact of reces-
sionary forces to the benefit of the
stock market.

REITs remain the less dominant
buyers in the marketplace and are
attempting to reenter through joint
ventures with pension funds and pri-
vate companies. Most have turned
inward to concentrate on streamlining
operations and fine tuning portfolios to
improve performance. Some REITs are
focusing on new property develop-
ment. The primary buyers in the
market include private individuals and
groups, pension funds, and foreign
investors. German investors have been
very active throughout the country and
in a variety of property types. U.S. in-
vestors are increasing their presence
globally as well and typically mention
Europe and Asia as favorite locations
for foreign investments. Preferred prop-
erty types for international investments
include hotels and office buildings.

PUBLIC MARKET TRENDS
The inability of REITs to buy unabated
continues to positively affect the real
estate market. Sale prices have been
moderated to more realistic levels and
nonREIT investors are able to acquire
properties. While it is not likely that
REIT shares will recover to their peak
levels anytime soon, investors do ex-
pect some REITs to make slow and
steady gains. They are not entirely out
of the real estate market. “Once REITs
can prove to the market that they can
swallow what they took in last year,
they will start getting priced a little bet-
ter,” remarks a participant. Until this
occurs, REITs are concentrating on
asset management, operations, and
strategic acquisitions and dispositions.

Despite strong underlying funda-
mentals in the real estate market, REIT
stock prices declined an average of
3.67% during the month of July 1999,
according to the National Association

of Real Estate Investment Trusts’
(NAREIT) Composite REIT Index. This
follows a drop of 1.38% in June 1999.

Total REIT industry market capital-
ization increased in July according to
NAREIT. As of July 31, 1999, the
marker was $138.97 billion. Although
this is up $7.64 billion (5.82%) from
March 31, 1999’s total of $131.33 bil-
lion, it is only $67 million (0.48%)
above the year-end 1998 total of
$138.30 billion.

The number of existing REITs
totaled 211 as of July 31, 1999. Retail
facilities represent the largest portion
of existing REITs at 49 (allocated
among 28 strip centers, 11 regional
malls, 7 freestanding, and 3 outlet cen-
ters). This is followed by industrial/
office REITs which total 40 (allocated
among 19 office, 13 industrial, and 8
mixed use). 

As of July 31, 1999, the amount of
capital raised through initial public
offerings (IPOs), secondary offerings,
and unsecured debt was $12.07 bil-
lion. This is down significantly from
the year-end 1998 total of $39.13 bil-
lion. This year, as of July 31, 1999, only
two IPOs were issued. The total value
was $292 million. By comparison, in
the third quarter of 1998, no IPOs
were issued.

CASH FLOW FORECAST
ASSUMPTIONS
Commercial Markets
Cash flow forecast assumptions this
quarter indicate that values are stable
in most surveyed commercial markets.
The composite average overall cap rate
(OAR) is only 2 basis points higher
than last quarter’s. The average OAR
decreased in only one market; a drop
of 3 basis points occurred in the
Manhattan office market. The average
OAR increased in six markets. The
range is from 2 basis points in the
national power center market to 7
basis points in the San Francisco office
market. There was no change in ten
markets. 
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The average discount rate (IRR)
decreased in five markets; the range is
from 1 basis point in the national sub-
urban office market to 13 basis points
in the Dallas and Houston office mar-
kets. The average IRR increased in four
markets. The range is from 1 basis point
in the Manhattan office market to 4
basis points in the regional mall mar-
ket. The average IRR remained un-
changed in eight markets.

The average initial market rent
change rate increased minimally in
three markets and decreased in ten.
Decreases range from 2 basis points in
the Washington, DC office market to
85 basis points in the Dallas office mar-
ket. There was no change in four mar-
kets.

National Hotel Market
For the national hotel market, the cur-
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rent  composite average overall cap rate
(OAR) is 11 basis points higher than
first quarter 1999. The average OAR
increased in all markets. The range is
from 2 basis points in the economy/
limited-service market to 24 basis
points in the extended-stay market.

The average discount rate (IRR)
decreased in two hotel markets; the
range is from 2 basis points in the lux-

ury market to 6 basis points in the full-
service market. The average IRR in-
creased in two hotel markets. The
range is from 7 basis points in the ex-
tended-stay market to 18 basis points
in the economy/limited-service mar-
ket. 

The average initial average daily
room rate (ADR) change rate de-
creased in the four hotel markets. De-

creases range from 16 basis points in
the economy/limited-service market to
48 basis points in the extended-stay
market.

YIELD COMPARISONS:
Real Estate vs. Alternative
Investments
The Korpacz Yield Indicator (KYI)
decreased 1 basis point to 11.28%
(see Table 1). The current rate is 7 basis
points lower than the 1998 average.
The KYI peaked at 12.29% in fourth
quarter 1993. For the most part, it has
trended downward since.

The average long-term mortgage
rate is 8.15%, 61 basis points higher
than the rate last quarter. The current
rate is 122 basis points higher than the
1998 average. This reflects the contin-
uing upward push on interest rates.

The 10-year treasury rate in-
creased 58 basis points to 5.85%. The
current rate is 51 basis points higher
than the 1998 average.

The relationship between real
estate yields and inflation is noted by
comparing yields to the CPI. From
April to July, the CPI change rate de-
creased 343 basis points from 4.63%
to 1.20% (annualized). The spread
between the KYI and CPI change rate
is 1008 basis points. 

Table 1
Yield Comparisons
JULY 1, 1999

1993 1994 1995 1996 1997 1998 1999 1999 1999
YIELD INDICATORS AVERAGE AVERAGE AVERAGE AVERAGE AVERAGE AVERAGE JANUARY APRIL JULY

Korpacz Yield Indicator (KYI)a 12.25% 12.18% 11.96% 11.82% 11.59% 11.35% 11.27% 11.29% 11.28%

Long-Term Mortgagesb 8.76% 9.00% 8.61% 7.86% 7.94% 6.93% 7.14% 7.54% 8.15%

10-Year Treasuriesc 5.98% 6.92% 6.86% 6.33% 6.48% 5.34% 4.69% 5.27% 5.85%

Consumer Price Index Changed 2.99% 2.61% 2.78% 2.96% 2.07% 1.48% 0.73% 4.63% 1.20%

SPREAD TO KYI (Basis Points)

Long-Term Mortgages 349 317 335 396 366 442 413 375 313

10-Year Treasuries 627 525 510 549 511 602 658 602 543

Consumer Price Index Change 926 957 918 886 952 987 1054 666 1008

a. A composite IRR average of the markets surveyed.
b. 10-year or longer term for commercial and industrial property. Source: Research Department, Appraisal Institute and Federal Reserve; beginning October 1994, Crittenden Publishing, Inc.; 

compiled by The Korpacz Company, Inc.
c. Source: Federal Reserve.
d. Source: U.S. Department of Commerce; quarterly changes are annualized based on the index change from the prior quarter; the year-end change is based on the index change from the 

prior-year fourth quarter.
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The spread between the KYI and
long-term mortgage rates decreased 62
basis points to 313 from last quarter's
375 basis points. The current spread is
129 basis points lower than the 1998
average. 

The spread between the KYI and
10-year treasuries decreased 59 basis
points to 543. The current spread is 59
basis points below the 1998 average.
The tightening of the spread between
the KYI and interest rates is typical in
periods of rising interest rates. Al-
though real estate yields are sensitive
to interest rate changes, they do not
move precisely in concert.

DIVIDEND COMPARISONS:
Public vs. Private Markets

REIT dividend yields can be com-
pared with stock dividend yields,
although they are not exactly compa-
rable. As Merrill Lynch cautions: AP/E
ratios for most companies incorporate
measures of earnings after deprecia-
tion, whereas REIT earnings are mea-
sured as a function of funds from oper-
ation (FFO), which basically amount to
earnings before depreciation. Adjust-
ments to FFO for recurring capital ex-
penditures still do not result in adjust-
ed FFO (AFFO) measures which are
readily comparable to GAAP [general-
ly accepted accounting principles]
earnings in other sectors.

The REIT dividend yield is some-

what comparable to the going-in cap
rate (OAR) on an all-cash sale. The
OAR is the dividend rate a direct real
estate investor receives upon a cash
purchase of a property. However, cau-
tion must be exercised here as well.
The Korpacz Dividend Indicator (KDI)
is a composite OAR (initial rate of
return in an all-cash transaction) aver-
age of the 17 commercial markets sur-
veyed (not including the hotel mar-
kets). The average annualized equity
REIT dividend yield is for all compa-
nies, including for example, health
care and manufactured homes, which
we do not track. 

As a result of such differences
among dividends for equity REITs, the
S&P 500, and OARs, the comparisons
are not perfect. However, they do
show trends among these three types
of investments.

The KDI, average dividend yields
for equity REITs, and the S&P 500, as
well as spreads between the KDI and
the other investments, are set out in
Table 2. From 1991 through 1996, the
annual average KDI consistently in-
creased. At the same time, the spread
between average annual IRRs and
OARs consistently decreased. The nar-
rowing spread is indicative of inves-
tors’ diminished anticipation of both
increased income and property appre-
ciation.

In 1997 the annual average KDI

decreased slightly. The spread between
average IRRs and average OARs nar-
rowed in three quarters of 1997. It
widened slightly in all quarters of
1998. This quarter the spread is 214
basis points, a negligible 3-basis-point
dip from last quarter. Since prices are
expected to remain stable for the bal-
ance of the year, the relationship be-
tween average OARs and average IRRs
is unlikely to change significantly.

Average annualized equity REIT
dividends have fluctuated consider-
ably during the 1990s, due primarily
to fluctuations in their stock prices. By
comparison, the average annual S&P
500 pattern has been steadier. It
declined from 1991 through 1993,
increased in 1994, and declined in
each of the next four years. This is, in
large measure, due to the dramatic
increases in stock prices during 1995
and continuing through the present
time.

As REIT dividends fluctuated be-
tween 1991 and 1996 and the KDI
consistently increased, the spread
between the KDI and REITs climbed
from the 1991 annual average of 38
basis points to the historical high of
382 basis points, reached September
30, 1997. This quarter the spread in-
creased 64 basis points to 180 as REIT
dividend yields declined. The average
annual spread from 1991 through
1998 is 215 basis points.

4 PricewaterhouseCoopers

Table 2
Dividend Comparisons
JULY 1, 1999

1993 1994 1995 1996 1997 1998 1999 1999 1999
DIVIDEND INDICATORS AVERAGE AVERAGE AVERAGE AVERAGE AVERAGE AVERAGE JANUARY APRIL JULY

Korpacz Dividend Indicator (KDI)a 9.28% 9.29% 9.31% 9.39% 9.35% 9.08% 9.11% 9.12% 9.14%

Equity REITsb 6.30% 7.25% 7.75% 7.09% 6.06% 6.01% 7.47% 7.96% 7.34%

S&P 500c 2.74% 2.85% 2.41% 2.11% 1.83% 1.57% 1.32% 1.28% 1.20%

SPREAD TO KDI (Basis Points)

Equity REITs 298 204 156 230 329 307 164 116 180

S&P 500 654 644 690 728 752 751 779 784 794

a. A composite OAR (initial rate of return in an all-cash transaction) average of the markets surveyed.
b. Source: National Association of Real Estate Investment Trusts; average annualized dividend yield calculated by The Korpacz Company, Inc.; dividend yields are as of the last day of the prior quarter.
c. Source: S&P 500 Analysts’ Handbook Office Series–Monthly Supplements; average annual dividend yield calculated by The Korpacz Company, Inc.; dividend yields are quarterly yields as of the 

last day of the prior quarter.
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Changes in the spread between
the KDI and the average S&P 500 from
1991 through present range from a
low of 545 basis points in third quarter
1991 to this quarter’s high of 794. This
quarter’s 794-basis-point spread top-
ped the previous high of 779 reached
January 1, 1999. The average annual
spread from 1991 through 1998 is 654
basis points. 

Average annual real estate divi-
dends, as expressed by the KDI, are
higher than REIT dividends and S&P
500 dividends in every year shown in
Table 2. The likely reasons that the pri-
vate market real estate dividends are
higher than public market dividends
are the burden of management and
lack of liquidity in direct private own-
ership of real estate. In the public mar-
ket, investors have no management
burden and the opportunity for liquid-
ity is present daily.

Historically the return on stocks,
as represented by the S&P 500, has
been considerably lower than the
return from all forms of real estate
ownership. Stocks have consistently
provided the bulk of their return in
appreciation of the stock over time.

INSTITUTIONAL vs.
NONINSTITUTIONAL RATES
EDITOR’S NOTE: Table 3 shows non-
institutional-grade property discount
rates (IRRs) and overall cap rates
(OARs) for the surveyed markets for
which sufficient data are available.

As with the rates published for
institutional-grade property, we do not
represent that the survey is statistically
accurate for each surveyed market.
Analysts are cautioned to test rates in
local markets to verify spreads and
relationships between institutional-
grade and noninstitutional-grade prop-
erty rates. Despite the survey findings
that rates are higher for noninstitution-
al-grade property, in our appraisal
work we have found that the reverse is
true in some cases in some markets.

As would be expected, the IRRs in

our Survey are higher for noninstitu-
tional-grade property than for institu-
tional-grade property, reflecting the
greater risk in owning noninstitutional-
grade real estate. 

Average noninstitutional-grade
IRRs range from 12.13% (Atlanta
office market) to 15.00% (Washington,
DC office market). The composite
average noninstitutional-grade IRR for
all markets is 13.28%. This is un-
changed from the prior quarter. By
comparison, the composite average
institutional-grade IRR is 11.28%.

Like the IRRs, the OARs in our
Survey are higher for noninstitutional-
grade property than for institutional-
grade property. Average noninstitu-
tional-grade OARs range from 9.72%
(San Francisco office market) to
11.97% (national strip shopping cen-
ter market). The composite average
noninstitutional-grade OAR for all
markets is 10.62%. This is unchanged
from the prior quarter. By comparison,
the composite average institutional-
grade OAR is 9.14%.

MARKETING TIME
Commercial Markets
Marketing time, the period from put-
ting a property on the market to clos-
ing, has remained relatively stable
since last quarter. Marketing time esti-
mates for retail, office, industrial, and
apartment properties are included in
the Investor Survey Response tables in
the back of our Survey. Averages for
the 17 commercial markets are shown
in Table 4. Last quarter and year-ago
averages are also included.

This quarter the average marketing
period for all surveyed commercial
markets is 7.13 months. This is a
0.48% increase from last quarter, but a
3.30% drop from the average market-
ing period one year ago (7.37 months).

At 9.33 months, the Manhattan
office market has the highest average
marketing time. In addition, the aver-
age marketing time for the Manhattan
office market has increased each quar-

ter since year-end 1998 at the highest
rate than any other market in our Sur-
vey. Although Manhattan is a top in-
vestment location, there has been a
decline in the quality of buildings on
the market. Since there is less investor
interest for lower-tier properties, mar-
keting time has increased.

The national apartment market
again has the lowest average market-
ing time at 5.43 months. However, as
sellers continue to market properties at
prices above what buyers are willing
to pay, marketing time is increasing.
Although the current average is un-
changed from last quarter, it is 2.26%
above first quarter 1999’s average and
16.77% higher than the average one
year ago.

National Hotel Market
Marketing time estimates for each seg-
ment of the hotel industry are included
in the Investor Survey Response tables
in the back of our Survey.

Overall, the average marketing
period is 6.76 months. This is an in-
crease of 4.0% from first quarter 1999.
Since our last report on the hotel in-
dustry in first quarter 1999, the aver-
age marketing time increased in each
hotel segment.

With an increase of 7.99%, the
greatest increase in marketing time
occurred in the economy/limited-ser-
vice hotel market. The average market-
ing period for this segment is 6.89
months. Continuous building is nega-
tively affecting this segment and di-
minishing investor interest.

The luxury hotel market, the
strongest segment of the hotel industry,
reported the lowest increase in aver-
age marketing time of 1.34%. The
average marketing period for this seg-
ment is 6.64 months.

The average marketing time for
the full-service hotel market is 5.97
months, while the average for the ex-
tended-stay hotel market is 7.55
months.

Korpacz Real Estate Investor Survey       5
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VALUATION ISSUES
Rent Spikes
Although some office markets warrant
the use of rent spikes in cash flow fore-
casts, the majority of office markets do
not. Only 36.5% of our survey partici-
pants are factoring spikes into their
analysis of some potential acquisitions
in markets where absorption is strong
and rents are likely to continue to rise
in the near future. This is down signifi-
cantly from 75.5% a year ago.

A rent spike is defined as an in-
crease in market rent that is markedly
higher than the general inflation rate.
For example, if inflation is 3.0%, one
might expect a spike to be at least
50.0% to 100.0% higher than the
inflation rate, say, 4.5% to 6.0%.

Participants who apply rent spikes
maintain that spikes are property spe-
cific and heavily dependent on market
and submarket conditions. For exam-
ple, rents may already have spiked sig-
nificantly and additional future spikes
are not likely. Rent spikes are used
"where and when appropriate" in mar-
kets where there is hard evidence that
rents will increase substantially. Such
evidence includes a diversified eco-
nomic base, job growth, and good
current absorption.

The percentage of survey partici-
pants who are using rent spikes in
each of the surveyed office markets
compared with one year ago is set out
in Exhibit 1. The average rent spike in
each market is also included.

The use of spikes decreased in all
office markets since the year-ago quar-
ter (except the Manhattan office mar-
ket), perhaps indicating that rent levels
are approaching their peak. The largest
drop occurred in the Dallas office mar-
ket (0.0% compared with 71.4%).
Other office markets, which show
great declines in the use of spikes, are
Houston (33.3% compared with
85.7%), Southeast Florida (25.0%
compared with 71.4%), and Suburban
(42.9% compared with 78.6%). Man-
hattan increased from 40.0% to 44.4%.

Table 4
Average Marketing Time (months)
THIRD QUARTER 1999

CURRENT LAST YEAR
MARKET QUARTER QUARTER AGO

National Regional Mall 8.11 8.11 9.55

CHANGE — 0.00% –15.08%

National Power Center 7.13 7.13 7.80

CHANGE — 0.00% –8.59%

National Strip Shopping Center 6.68 6.68 6.96

CHANGE — 0.00% –4.02%

National CBD Office 8.36 8.36 8.64

CHANGE — 0.00% –3.24%

National Suburban Office 7.75 7.75 8.25

CHANGE — 0.00% –6.06%

Atlanta Office 6.50 6.50 7.50

CHANGE — 0.00% –13.33%

Chicago Office 7.50 7.50 7.50

CHANGE — 0.00% 0.00%

Dallas Office 7.14 7.14 6.69

CHANGE — 0.00% +6.73%

Houston Office 7.19 7.19 6.69

CHANGE — 0.00% +7.47%

Los Angeles Office 5.56 5.56 6.06

CHANGE — 0.00% –8.25%

Manhattan Office 9.33 8.35 7.86

CHANGE — +11.74% +18.70%

Pacific Northwest Office 7.13 7.13 7.94

CHANGE — 0.00% –10.20%

San Francisco Office 5.63 6.00 6.50

CHANGE — –6.17% –13.38%

Southeast Florida Office 8.07 8.07 8.42

CHANGE — 0.00% –4.16%

Washington, DC Office 7.17 7.17 7.33

CHANGE — 0.00% –2.18%

National Industrial 6.47 6.50 7.03

CHANGE — –0.46% –7.97%

National Apartment 5.43 5.43 4.65

CHANGE — 0.00% +16.77%

All Markets Surveyed
(Simple Average) 7.13 7.09 7.37

CHANGE — +0.48% –3.30%

Third Quarter 1999 Korpacz Real Estate Investor Survey       7
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Reported spike amounts for this
quarter are as high as 8.1% (in the
national CBD office market). Most
spikes, however, fall into the 6.0% to
7.0% range. Spikes are most often
applied in a series of years. However,
an unusually high spike may be ap-
plied for one year only.

Many participants time applica-
tion according to anticipated supply-
demand conditions. Others use spikes
in the early years of an analysis period,

Exhibit 1
Rent Spikes
THIRD QUARTER 1999

PERCENT USING SPIKES AVERAGE SPIKE

OFFICE MARKET CURRENT YEAR AGO CURRENT YEAR AGO

National CBD 50.0% 81.8% 8.1% 8.5%
National Suburban 42.9% 78.6% 6.0% 6.4%
Atlanta 0.0% 0.0% 0.0% 0.0%
Chicago 44.4% 66.7% 6.9% 10.3%
Dallas 0.0% 71.4% 0.0% 8.2%
Houston 33.3% 85.7% 8.0% 8.2%
Los Angeles 80.0% 90.0% 5.4% 6.1%
Manhattan 44.4% 40.0% 6.5% 5.7%
Pacific Northwest 37.5% 50.0% 6.8% 5.7%
San Francisco 50.0% 85.7% 7.3% 8.6%
Southeast Florida 25.0% 71.4% 6.0% 6.9%
Washington, DC 30.0% 54.6% 6.3% 8.2%

Exhibit 2
Leverage Premium on Equity Discount Rate
(50.0% to 60.0% Debt)
THIRD QUARTER 1999

RANGE AVERAGE
(Basis Points) (Basis Points)

MARKET CURRENT YEAR AGO CURRENT YEAR AGO

National Retail
Regional Mall 0-200 0-100 67 56
Power Center 50-200 50-200 110 106
Strip Shopping Center 0-650 0-650 160 163

Office
National CBD 0-375 0-150 121 88
National Suburban 0-375 0-150 91 70
Atlanta 300-400 200-250 363 225
Chicago 100-500 100-500 240 225
Dallas 200-400 0-250 250 175
Houston 200-300 0-250 230 175
Los Angeles 100-600 0-600 317 205
Manhattan 0-700 0-200 156 107
Pacific Northwest 50-250 50-250 165 155
San Francisco 0-300 0-250 145 115
Southeast Florida 100-700 50-250 288 160
Washington, DC 0-800 0-800 246 286

National Industrial 0-800 0-800 144 179

National Apartment 0-300 0-400 94 116

All Markets Surveyed 0-800 0-800 187 153
(Simple Average)

especially in markets that are on the
verge of higher rents. Timing of spikes
in our Survey ranges from the first to
the fifth year of a 10-year forecast.

Leveraged IRRs
With the strong condition in the cur-
rent transaction environment, positive
leverage can be useful in tight bidding
situations. The anticipated internal rate
of return on equity can exceed the cost
of debt capital in many cases. Buyers

who are able to access economical
debt capital to finance a portion of the
sale price can anticipate a better yield
than the indicated property yield, offer
slightly more for a property than an all-
cash buyer, and win the bid.

When the financed portion of a
sale is in the 50.0% to 60.% range,
most leverage buyers are willing to bid
up the price by a small margin above
the all-cash price. They can increase
their equity IRR above the property IRR
and thus do better than in an all-cash
deal. They perceive only minimal addi-
tional risk as long as the financed por-
tion is small enough to offset the possi-
bility of the leverage becoming nega-
tive.

Current and year-ago leverage pre-
miums are set out in Exhibit 2. Cur-rent
average premiums range from 67 basis
points in the national regional mall
market to 363 basis points in the
Atlanta office market. The average of
all the markets surveyed (not including
the hotel markets) is 187 basis points.

One year ago our Survey showed
that 50.0% to 60.0% debt at market
rates could result in an equity IRR pre-
mium of up to 286 basis points. The
average was 153. This quarter’s find-
ings suggest that an increase in interest
rates have resulted in a higher premi-
um. As the loan-to-value ratio increas-
es, the leverage premium would in-
crease as well.

Income Capitalized in 
Direct Capitalization
The method – that is, which level of
income – investors use in direct capi-
talization is a significant item in our
Survey because it is a component in
defining the overall capitalization rate.
The three methods are:

■ Method 1: NOI after capital replace-
ment reserve deduction but before
TIs and leasing commissions

■ Method 2: NOI before capital re-
placement reserve deduction, TIs,
and leasing commissions



■ Method 3: Cash flow after capital re-
placement reserve deduction, TIs,
and leasing commissions

Methods 1 and 2 are the same
except for the treatment of the capital
replacement reserve.

Results of the current quarter sur-
vey are shown in Exhibit 3. Com-
parisons with the year-ago report on
this topic indicates that the composite
percentage of participants who rely on
Method 1 increased again. The com-
posite percentage increased to 35.8%
from 29.1% a year ago.

The composite average of partici-
pants who rely on Method 2 de-
creased to 53.7% from 55.1% one
year ago. It greatly exceeds the per-
centage who rely on Methods 1 and 3
and continues to be the most widely
used method.

Reliance on Method 3, which is
generally an indication of investor
focus on real cash returns after all
expenses are satisfied, has decreased

steadily since fourth quarter 1994. The
current percentage of 10.5% is down
from 14.6% one year ago. 

Face/Effective Rents
As strong market conditions continue
to diminish the overall use of conces-
sions, the majority of real estate in-
vestors use face rents when analyzing
properties. On average, 79.82% of the
participants in our Survey use face
rents. The remaining 20.18% use
effective rents. This is off slightly from
last quarter when the ratios were
78.97% and 21.47%, respectively.

When using face rents, conces-
sions are forecast as they are sched-
uled to occur. If market rent is not fore-
cast to increase at too high a rate
throughout the forecast period, then
the use of face rents prevents forecast
cash flow distortion. The use of effec-
tive rents – that is, rents after all con-
cessions are extracted – spreads con-
cessions over the forecast period. This
method is more generally used in mar-

kets that have a higher amount of
available space.

This quarter there are two markets
that reported significant shifts in the
use of face or effective rents. The use of
face rents in the national regional mall
market declined from 100.0% to
87.5%, while the use of face rents in
the Southeast Florida office market
increased from 57.14% to 75.00%.
Only three other markets reported
minor shifts (San Francisco office,
Washington, DC office, and the
national industrial markets). All other
markets remained unchanged from
last quarter.

We continue to track the use of
face or effective rents, but under cur-
rent market conditions, few investors
are using effective rents. Consequent-
ly, a comparative analysis is irrelevant.
As significant changes occur, we will
keep you posted. As the pendulum
swings – and it will – we will reinstate
a comparative analysis. ■
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Exhibit 3
Income Capitalized in Direct Capitalization
THIRD QUARTER 1999

METHOD 1 METHOD 2 METHOD 3 VARIES

MARKET CURRENT YEAR AGO CURRENT YEAR AGO CURRENT YEAR AGO CURRENT YEAR AGO

National Retail
Regional Mall 25.0% 25.0% 62.5% 62.5% 12.5% 12.5% 0.0% 0.0%
Power Center 37.5% 42.9% 50.0% 42.9% 12.5% 14.3% 0.0% 0.0%
Strip Shopping Center 31.6% 18.8% 52.6% 68.8% 15.8% 12.5% 0.0% 0.0%

Office
National CBD 18.2% 0.0% 81.8% 81.8% 0.0% 18.2% 0.0% 9.1%
National Suburban 25.0% 10.7% 56.3% 64.3% 18.8% 25.0% 0.0% 0.0%
Atlanta 75.0% 40.0% 25.0% 40.0% 0.0% 20.0% 0.0% 0.0%
Chicago 55.6% 44.4% 44.4% 44.4% 0.0% 0.0% 0.0% 11.1%
Dallas 25.0% 25.0% 62.5% 75.0% 12.5% 0.0% 0.0% 0.0%
Houston 22.2% 25.0% 55.6% 75.0% 22.2% 0.0% 0.0% 0.0%
Los Angeles 30.0% 30.0% 50.0% 40.0% 20.0% 20.0% 0.0% 10.0%
Manhattan 22.2% 10.0% 66.7% 70.0% 11.1% 20.0% 0.0% 0.0%
Pacific Northwest 37.5% 25.0% 50.0% 50.0% 12.5% 25.0% 0.0% 0.0%
San Francisco 37.5% 28.6% 62.5% 42.9% 0.0% 28.6% 0.0% 0.0%
Southeast Florida 37.5% 42.9% 56.3% 42.9% 6.3% 14.3% 0.0% 0.0%
Washington, DC 40.0% 30.0% 50.0% 60.0% 10.0% 10.0% 0.0% 0.0%

National Industrial 28.6% 33.3% 71.4% 60.0% 0.0% 6.7% 0.0% 0.0%

National Apartmenta 60.0% 63.2% 15.0% 15.8% 25.0% 21.1% 0.0% 0.0%

All Markets Surveyed 35.8% 29.1% 53.7% 55.1% 10.5% 14.6% 0.0% 1.8%
(Simple Average)b

a. The three methods in direct capitalization in the apartment market are (1) NOI after capital replacement reserve deduction, (2) NOI before capital replacement reserve deduction, and (3) cash 
flow after capital replacement reserve deduction 

b. Totals may exceed 100.0% due to rounding.
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The number of buyers for top-tier re-
gional malls has always been small,
but lately it has become even smaller.
“There are less than a handful of buy-
ers for mall deals,” says one participant.
Yet, deals continue to be made. The
main players are REITs and pension
fund/REIT partnerships. Few pension
funds, if any, are buying regional malls
alone.

A recent rise in interest rates is af-
fecting overall cap rates for Class-B
malls. The majority of investors in sec-
ond-tier regional malls are out of funds
and out of the market. Most investors
are not interested in Class-B malls and
lenders are more cautious too. As a
result, owners of Class-B product are
finding it increasingly difficult to sell
properties at cap rates similar to those
received a year ago.

Class-A malls are feeling less of an
affect by the increase in interest rates
and buyers of top-tier regional malls
still face a competitive market. Some

trophy properties with average retail
sales well over $400 per square foot
are still trading at cap rates below
8.00% with some approaching the
7.0% level. “There is a bigger gap in
cap rates between Class-A and Class-B
properties than there was a year ago,”
says a participant.

Despite a harder sell, Class-B and
Class-C regional malls are being pur-
chased, mainly for redevelopment and
repositioning. Developers are recy-
cling older malls which have solid
locations and strong customer bases,
but lack good retail, into entertain-
ment-retail facilities. It is the newest
concept in retailing that is also occur-
ring in conventional malls. Ice rinks,
amusement rides, and IMAX theaters
are becoming commonplace in a cen-
ter’s tenant mix.

The majority of regional malls are
priced near replacement cost. Partic-
ipants say that prices in the national
regional mall market range from 80.0%

to 120.0% of replacement cost. The
average price is 98.75% of cost. Es-
timates of value change over the next
12 months range from 0.0% to 10.0%;
on average, values are expected to
increase 3.5%.

Most cash flow assumptions
shifted this quarter. The largest shift oc-
curred for the average market rent
change rate which increased 12 basis
points to 3.21%. This is a 21-basis-
point increase from a year ago. The
average discount rate (IRR) inched up
4 basis points this quarter to 11.19%,
and the average overall cap rate (OAR)
increased 3 basis points to 8.41%.

Cap rates for top-tier malls are con-
siderably lower than the average OAR
in the national regional mall market.
For A+ malls, the range of cap rates is
from 7.00% to 8.75%; the average is
7.65%. For A malls, the range is from
7.00% to 9.00%; the average is 8.00%.
For B+ malls, the range is from 7.50%
to 10.00%; the average is 8.75%. For
B malls, the range is from 8.25% to
11.00%; the average is 9.66%.

There is debate from mall owners
on how e-commerce will affect re-
gional malls. Opinion is divided, and
there is not yet sufficient evidence to
support either side. The affect, if any, is
likely to occur gradually and not all
stores will be affected. The potential for
a decline in retail sales and occupancy
rates, however, is enough to make mall
owners plan ahead. “We need to fig-
ure out how to benefit from the
Internet and not get hurt by it,” com-
ments a participant. It is no surprise
that some regional malls have started
their own web sites offering coupons
and insights on upcoming mall event.
E-commerce is relatively new and
gaining popularity. Thus, it is most
likely that properties, which take
advantage of the Internet, will prevail
and remain more profitable. ■

National Regional Mall Market

Table 5
National Regional Mall Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO
Discount Rate (IRR)a

RANGE 9.75%–12.50% 9.75%–12.50% 10.00%–13.00%
AVERAGE 11.19% 11.15% 11.28%

CHANGE (Basis Points) — +4 –9

Overall Cap Rate (OAR)a

RANGE 7.00%–10.50% 7.00%–10.50% 7.00%–11.00%
AVERAGE 8.41% 8.38% 8.45%

CHANGE (Basis Points) — +3 –4

Market Rent Change Rateb

RANGE 0.00%–4.00% 0.00%–4.00% 0.00%–4.00%
AVERAGE 3.21% 3.09% 3.00%
CHANGE (Basis Points) — +12 +21

Expense Change Rateb

RANGE 3.00%–4.00% 3.00%–4.00% 3.00%–4.00%
AVERAGE 3.28% 3.28% 3.68%
CHANGE (Basis Points) — 0 –40

Residual Cap Rate
RANGE 7.50%–10.50% 7.50%–10.50% 7.50%–11.00%
AVERAGE 8.55% 8.55% 8.76%
CHANGE (Basis Points) — 0 –21

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Some investors are aggressively chas-
ing deals for investment-grade power
centers that are encumbered with
long-term leases to national creditwor-
thy tenants. Other investors are in a
state of watch, deciding their next ac-
tion. “It has been so good for so long,
we are wondering if it can continue,”
says one participant.

There is no consensus among par-
ticipants about the current state of sup-
ply and demand in the market. While
some believe that there is equilibrium,
others believe that the market is over-
supplied. Many urban areas and in-fill
locations are underserved by retail. De-
mographics for these areas, especially
those with below-average household in-
comes, are considered less favorable and,
therefore, do not attract many develop-
ers or tenants. 

Whether the power center market is
in balance or not, construction is typi-
cally spurred by a retailer’s demand to
enter a market than it is from consumer
demand. “Unless there is something neg-
ative occurring internally, retailers are ag-
gressive at opening stores,” comments a
participant. As a result, there is less diffi-
culty in obtaining high-rated tenants for
centers. “Not only do large tenants such
as Home Depot and Wal-Mart want to
be in every market possible, their strong-
est competitors want to be there too,”
adds a participant.

As more retailers set up web sites or
acquire companies with online pres-
ence, it is evident that retailers are con-
cerned about competition from online
retailing. However, it is too soon to esti-
mate how much e-commerce will im-
pact retailers. “Everyone is behind right
now in their thinking. The Internet num-
bers keep doubling every 18 months. If it
continues, it has very serious implica-
tions for retail real estate,” comments a
participant. Power centers, which sell
popular Internet commodities, are likely
to see a shift in dollars.

To offset the affects from online

sales, power center developers, like re-
gional mall developers, are trying to cre-
ate “destination” retail by incorporating
entertainment, restaurant, and theme
tenants into their centers. “People are
looking for entertainment as part of their
retail experience,” comments one partic-
ipant. Many large, vacant buildings in
prime areas or along major highways are
great prospects for entertainment-retail
complexes.

The majority of power centers are
priced near replacement cost. Prices
range from 80.0% to 120.0% of replace-
ment cost. The average price is 98.75%
of cost. Values are expected to remain
stable over the next 12 months.

All cash flow forecast assumptions
remained unchanged this quarter. The
spread between the average OAR and
average residual cap rate is the lowest of
all the markets surveyed. Thus, power
centers are providing limited upside
potential for investors.

Overall cap rate selection is viewed

in different ways by participants and is
based on income growth or tenant cred-
it. In analyzing income growth, some
participants believe that centers that are
100.0% occupied by big-box tenants
have limited potential for rent growth
and, therefore, command higher OARs.
As in-line store space increases at a cen-
ter, the potential for rent growth increas-
es. Thus, this type of participant would
apply a lower overall rate. 

For investors that analyze power
centers based solely on credit, the pres-
ence of noncredit in-line store space is
seen as a credit risk. Therefore, a higher
cap rate should be selected. Centers that
are anchored by 100.0% creditworthy,
big-box anchor stores have less credit
loss and should command lower OARs.
“In-line space is a headache, its credit
loss, its management intensive – which
would you pay more for?” says a partic-
ipant. It’s a question of different strokes
for different folks. ■

National Power Center Market

Table 6
National Power Center Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO
Discount Rate (IRR)a

RANGE 10.25%–12.50% 10.25%–12.50% 10.00%–12.50%
AVERAGE 11.20% 11.20% 11.29%

CHANGE (Basis Points) — 0 –9

Overall Cap Rate (OAR)a

RANGE 8.00%–10.50% 8.00%–10.50% 8.00%–10.50%
AVERAGE 9.66% 9.66% 9.73%

CHANGE (Basis Points) — 0 –7

Market Rent Change Rateb

RANGE 0.00%–4.00% 0.00%–4.00% 0.00%–4.00%
AVERAGE 2.88% 2.88% 2.75%
CHANGE (Basis Points) — 0 +13

Expense Change Rateb

RANGE 2.00%–4.00% 2.00%–4.00% 3.00%–4.00%
AVERAGE 3.19% 3.19% 3.46%
CHANGE (Basis Points) — 0 –27

Residual Cap Rate
RANGE 9.00%–10.50% 9.00%–10.50% 9.00%–10.50%
AVERAGE 9.75% 9.75% 9.79%
CHANGE (Basis Points) — 0 –4

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Offers for neighborhood and commu-
nity shopping centers have declined
and bidders for properties have be-
come unpredictable. “You never really
know who is going to show up,” com-
ments a participant. The majority of
REITs are not active in the market since
they do not have the capital necessary
to close deals. Private groups, which
were acquiring retail properties and
assembling portfolios to sell to REITs,
have stopped buying. Primary buyers
in the market include pension funds
and private companies.

As overall cap rates inched up in
the beginning of the year, sellers pulled
their properties from the market. “Strip
and community centers should com-
mand a higher capitalization rate,”
states a participant. “The NOI is very
static. There is relatively no upside
potential due to the generally flat
rentals of the credit anchors,” adds
another participant. Recently, more
property owners have agreed. Being

more acceptable to higher cap rates,
properties have been put back up for
sale. Yet, it is the opinion of some
investors in the marketplace that strip
shopping centers are still overvalued.

There is a fair amount of retail
construction occurring, but investors
believe that the rate of construction is
down from prior years. Participants are
not fearful of overbuilding since retail
development typically follows in areas
where there is new residential growth.
“Construction based on consumer de-
mand, as well as retailers’ demand, is
relatively balanced,” says a participant.

Since the success of a strip center
is usually dependent on its grocery
store anchor, and grocery stores are
driven by population, it is no surprise
that investors are very interested in ac-
quiring properties in California, es-
pecially southern California and the
coastal areas. Other preferred areas in-
clude Texas, Florida, Georgia, Portland,
Northern Virginia, and Washington.

Investor interest in Atlanta, where
perpetual building is occurring, is very
limited. “Development in Atlanta is get-
ting to the point where new centers are
mostly relying on taking tenants from
existing centers,” remarks one partici-
pant. This is unhealthy for the market.

The affect of retail web sites on the
national strip shopping center market
is a debatable issue. Some investors
are concerned that even the slightest
projected decline in sales will have an
impact on the industry, others are more
optimistic. “I would be more con-
cerned if I was a catalog retailer,” says
one participant. “The more antiquated
forms of retail distribution might be
affected, but not the day-to-day gro-
cery store anchor.”

On average, prices in the national
strip shopping center market are nearly
at replacement cost. Participants esti-
mate that they vary from 80.0% to
120.0% of replacement cost. The aver-
age is 97.79%. Prices are not expected
to rise significantly over the next 12
months; the projected average in-
crease is 2.08%.

Key value indicators in the na-
tional strip shopping center market are
shown in Table 7. While the average
discount rate (IRR) held steady at
11.61%, the average overall rate (OAR)
increased 2 basis points to 9.78%. The
largest mover was the average market
rent change rate, which declined 22
basis points to 3.17%.

Strip shopping centers have tradi-
tionally been perceived to pose a
higher investment risk than regional
malls. Consequently, both the IRR and
going-in cap rate reflect a premium for
higher risk. The spread between the
average strip center IRR and the re-
gional mall rate declined this quarter to
42 basis points. The strip center OAR
has consistently been much higher
than the regional mall rate. This quar-
ter’s OAR premium is 137 basis 
points. ■

National Strip Shopping Center Market

Table 7
National Strip Shopping Center Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO
Discount Rate (IRR)a

RANGE 10.00%–14.00% 10.00%–14.00% 10.00%–14.00%
AVERAGE 11.61% 11.61% 11.63%

CHANGE (Basis Points) — 0 –2

Overall Cap Rate (OAR)a

RANGE 8.25%–12.00% 8.25%–12.00% 8.00%–12.00%
AVERAGE 9.78% 9.76% 9.72%

CHANGE (Basis Points) — +2 +6

Market Rent Change Rateb

RANGE 0.00%–6.00% 0.00%–7.00% 0.00%–7.00%
AVERAGE 3.17% 3.39% 3.22%
CHANGE (Basis Points) — –22 –5

Expense Change Rateb

RANGE 2.00%–5.00% 2.00%–5.00% 2.50%–5.00%
AVERAGE 3.22% 3.21% 3.42%

CHANGE (Basis Points) — +1 –20

Residual Cap Rate
RANGE 8.75%–12.00% 8.75%–12.00% 8.50%–12.00%
AVERAGE 10.03% 10.03% 9.95%
CHANGE (Basis Points) — 0 +8

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Overbuilding, whether perceived or
actual, in some of the major suburban
office markets is redirecting more in-
vestors to search for less risky invest-
ments in CBD office markets. Tenants,
who are finding a renewed interest in
downtown, are pushing vacancy rates
into the single digits in most markets.
Investors are following behind, leaving
the uncertainty of suburban investments
for opportunities in CBD markets.

Buyers of CBD office buildings are
winning deals by bidding close to asking
prices. On average, the sale price is
within 5.0% of the asking price. Primary
buyers are pension funds, private part-
nerships, and single individuals. Foreign
investors’, especially German investors’,
are also hot for downtown properties.
Due to the slight up tick in interest rates,
there is likely to be a slowdown in
financing and sales.

Some buyers think that yields are
too low, particularly on Class-A build-
ings, and are looking for investment
alternatives such as buying properties
that are nearing completion and pre-
leased well. The risk is higher, but the
reward is better than on operating prop-
erties. Others like the dynamics of the
market.

Vacancy rates in most major CBD
markets fell this quarter. Several down-
town markets boast single-digit vacancy
rates. According to Cushman & Wake-
field, the national CBD vacancy rate was
10.1% as of the second quarter 1999.
Although there is speculation that a
slowing economy could put a halt to job
growth or leave space available from
downsizing, vacancy rates are so low
that markets will likely continue to pros-
per.

Leasing activity is keeping pace
with 1998. As of midyear 1999, approx-
imately 40 million square feet were
leased nationally. New construction in
most markets is minimal. For the first half
of 1999, only 328,600 square feet of
new space were completed in the CBD

market. The continued restriction on
credit puts the future of many planned
projects on hold.

Rental rate growth is still above
inflation, but double-digit growth rates
are not the norm. Even the tightest mar-
kets, such as San Francisco and Seattle,
are seeing less growth in rental rates. In
some instances, rent levels are holding
steady. The current slowdown in rental
growth rate should enable existing ten-
ants to renew leases and not force relo-
cation due to rising costs.

Most CBD office buildings can still
be acquired at a large discount to re-
placement cost, but prices exceed cost
in some instances. Participants estimate
that prices in the national CBD office
market range from 65.0% to 110.0% of
replacement cost. The average price is
90.75% of cost.

Key value indicators in the national
CBD office market are shown in Table 8.
The average discount rate (IRR) remained
unchanged at 11.24%; only 9 basis

points below the average a year ago. The
average residual cap rate held steady at
9.31%, unchanged from a year ago. The
average overall cap rate (OAR) remained
at 8.79%.

The average market rent change
rent declined for the fourth consecutive
quarter to 3.68%. Although investors are
no longer including large rent increases
in their analyses, rent spikes are still used
by 50.00% of our participants. However,
the average rent spike dropped 10-basis-
points this quarter to 8.05%. Rent spikes
are primarily used in years one, two,
and/or three.

In terms of the real estate life cycle,
investors sense that there is still upside
potential in many CBD markets. Favor-
able markets include San Francisco,
Manhattan, Boston, and Washington,
DC. Participants caution that cities such
as Houston, Denver, and Los Angeles
are at the top of the real estate life cycle
or may be heading down the other 
side. ■

National CBD Office Market

Table 8
National CBD Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a

RANGE 9.75%–15.00% 9.75%–15.00% 10.00%–15.00%
AVERAGE 11.24% 11.24% 11.33%

CHANGE (Basis Points) — 0 –9

Overall Cap Rate (OAR)a

RANGE 7.00%–11.00% 7.00%–11.00% 7.00%–11.00%
AVERAGE 8.79% 8.79% 8.80%

CHANGE (Basis Points) — 0 –1

Market Rent Change Rateb

RANGE 0.00%–8.00% 0.00%–8.00% 0.00%–8.00%
AVERAGE 3.68% 3.83% 3.85%
CHANGE (Basis Points) — –15 –17

Expense Change Rateb

RANGE 2.00%–4.00% 2.00%–4.00% 2.00%–4.00%
AVERAGE 3.33% 3.33% 3.50%
CHANGE (Basis Points) — 0 –17

Residual Cap Rate
RANGE 7.50%–11.00% 7.50%–11.00% 7.50%–11.00%
AVERAGE 9.31% 9.31% 9.31%

CHANGE (Basis Points) — 0 0

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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The prospect for solid investments in
the suburban office market is good,
despite threats of overbuilding and a
renewed interest in urban markets.
The rate of new construction is wor-
risome for certain suburban markets,
while others are boasting single-digit
vacancy rates. Well-located subur-
ban office buildings are hot com-
modities.

Even with the recent renaissance
of many downtown markets, subur-
ban markets will continue to flourish
as companies maintain offices in both
locations. Preferred suburban office
markets include Seattle, Washington,
DC (Northern Virginia), Boston, and
New York.

According to Cushman & Wake-
field, vacancy for the national subur-
ban office market was 12.2% as of
midyear 1999. This is 210 basis
points above the national CBD va-
cancy rate of 10.1%. Although some
suburban office markets have vacan-

cy rates below 10.0%, there are many
markets where the amount of new
construction is outpacing demand.
Investors are cautious about Chica-
go, Dallas, and Atlanta.

Financing may not be as easily
available for new development, but
the new supply of space has nearly
doubled in comparison to a year
ago. Based on statistics published by
Cushman & Wakefield, a total of 31.5
million square feet were completed
during the first six months of 1999.
As of the second quarter 1999, 61.2
million square feet are under con-
struction. The majority of the space is
concentrated in the Southwest, in-
cluding Dallas, Denver, Houston,
Phoenix, and San Antonio. The South-
east, including Atlanta and Miami,
and the Midwest have the least
amounts of new construction.

Properties in the national subur-
ban office market are close to fully
priced. Participants say that prices

range from 80.0% to 115.0% of
replacement cost. The average price
is 98.67% of cost. Price increases
over the next 12 months in some mar-
kets may be as high as 10.0%. The
average projected price increase is
4.88%.

Key indicators in the national
suburban office market are shown in
Table 9. Changes are minor this quar-
ter. The average discount rate (IRR)
decreased 1 basis point to 11.09%.
The average overall cap rate (OAR)
held steady at 9.15%. The average
residual cap rate declined 1 basis
point to 9.48%.

After decreasing for the past two
quarters, the average market rent
change rate remained unchanged at
3.67% this quarter. The average ex-
pense change rate, which has also
been declining since the end of 1998,
held steady at 3.09% this quarter. 

The average IRR for the subur-
ban office market is now 15 basis
points lower than for the CBD office
market. Thus, investors view the sub-
urban office market as less risky.
However, the average OAR for the
suburban office market is 36 basis
points higher than the CBD rate. This
suggests that investors see less poten-
tial for income growth in the subur-
ban office market.

Leasing activity for the national
suburban office market is in line with
1998 averages. As of midyear 1999,
approximately 80 million square feet
have been leased. The pace of ab-
sorption, while consistent in some
markets, is slower in others. Markets
plagued by slow absorption and con-
tinuous building are seeing rental
rates dip and concessions appear. In-
vestors are hopeful that any oversup-
ply of space is short lived and that
job growth will enable excess space
to be leased. ■

National Suburban Office Market

Table 9
National Suburban Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a

RANGE 9.75%–12.50% 9.75%–12.50% 10.00%–12.50%
AVERAGE 11.09% 11.10% 11.14%

CHANGE (Basis Points) — –1 –5

Overall Cap Rate (OAR)a

RANGE 7.50%–10.50% 7.50%–10.50% 7.50%–10.50%
AVERAGE 9.15% 9.15% 9.05%

CHANGE (Basis Points) — 0 +10

Market Rent Change Rateb

RANGE 0.00%–8.00% 0.00%–8.00% 0.00%–10.00%
AVERAGE 3.67% 3.67% 4.50%
CHANGE (Basis Points) — 0 –83

Expense Change Rateb

RANGE 2.00%–4.00% 2.00%–4.00% 2.00%–4.00%
AVERAGE 3.09% 3.09% 3.42%
CHANGE (Basis Points) — 0 –33

Residual Cap Rate
RANGE 8.00%–11.00% 8.00%–11.00% 8.00%–11.00%
AVERAGE 9.48% 9.49% 9.43%
CHANGE (Basis Points) — –1 +5

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Although Atlanta remains a cautious mar-
ket for most investors, “I do not believe
that the market is as bad as has been
reported,” comments one participant. In-
vestments need to be made carefully.
Atlanta is a market very sensitive to loca-
tion. Many investors who discarded At-
lanta as a potential acquisition market a
year or two ago are starting to reexamine
the area for possible investments – par-
ticularly in the hot upper Georgia-400
corridor (north Fulton County) and Buck-
head.

The underlying fundamentals for the
market suggest improving market con-
ditions. According to CB Richard Ellis,
the vacancy rate for downtown Atlanta
declined 250 basis points from the first
quarter to 12.5%. This is down 370 basis
points from a year ago.  For suburban At-
lanta, vacancy as of second quarter
1999 was 9.5%, slightly below the prior
quarter rate of 9.9%, but well above the
rate from a year ago (7.7%).

Buckhead, which absorbed 471,000
square feet during the first half of 1999
according to Jamison Research, Inc., is
the second strongest submarket in At-
lanta. North Fulton County, with a mid-
year absorption of 817,000 square feet,
is the healthiest submarket. 

Continuous absorption and declin-
ing vacancy rates are prompting new
construction. The majority of recent new
development in suburban markets is pre-
leasing well and developers are contem-
plating new construction.  However, de-
velopers are not willing to start without
significant preleasing. “Any developer
that starts a new project will need a large
tenant to commit,” says one participant.

The less favorable investment areas
in Atlanta include the Perimeter 400 sub-
market and downtown. Construction data
varies from source to source, but the
consensus among participants is that
construction is continuing at a rate that
may outpace employment gains. “De-
velopers feel they survived the first wave,
so let’s hit the market again, despite a

projected slowdown in job growth,” com-
ments one investor. 

Some buildings in the Atlanta office
market are still priced below replacement
cost, but most are fully priced. Partici-
pants report a range of prices from 90.0%
to 110.0% of replacement cost. The av-
erage price is 100.0% of cost. Prices are
expected to remain generally flat; the
projected average increase over the next
12 months is only 1.92%. Hence, in-
vestors see limited upside potential in
the market.

Key value indicators in the Atlanta
office market are shown in Table 10. The
average discount rate (IRR) remains at
11.08%. This is a 52-basis-point drop
from one year ago. The average overall
cap rate (OAR) held steady at 9.23%.

REITs may not be the primary buy-
ers in the market, but they are active in
suburban development. Cousins Prop-
erties Inc. and Equity Office Properties
Trust are two REITs vying with two pri-
vate developers to construct the next of-

fice building in Buckhead. 
REITs are also branching out into

other aspects of office development.
CarrAmerica Realty, a Washington, DC-
based REIT, is debuting a new office
space concept that tenants can lease and
move into the same day in suburban
Atlanta called NowSpace. NowSpace
offers workstations complete with furni-
ture, operating phones, and access to
copiers and fax machines. The tempo-
rary space is aimed at fast-growth com-
panies and start-up companies that need
office space immediately. The concept is
similar to “hoteling” and is ideal for
telecommuters and short-term corporate
projects. Although local brokers em-
brace the concept, it remains to be seen
if the concept can succeed in a market
perceived to be plagued by traffic con-
gestion, commuting woes, and labor
availability. ■

Atlanta Office Market

Table 10
Atlanta Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a
RANGE 9.75%–12.00% 9.75%–12.00% 11.00%–13.50%
AVERAGE 11.08% 11.08% 11.60%

CHANGE (Basis Points) — 0 –52

Overall Cap Rate (OAR)a

RANGE 8.00%–10.50% 8.00%–10.50% 8.00%–10.50%
AVERAGE 9.23% 9.23% 9.17%

CHANGE (Basis Points) — 0 +6

Market Rent Change Rateb

RANGE 0.00%–3.50% 0.00%–3.50% 0.00%–4.00%
AVERAGE 1.96% 2.21% 2.46%

CHANGE (Basis Points) — –25 –50

Expense Change Rateb

RANGE 3.00%–3.50% 3.00%–3.50% 3.00%–4.00%
AVERAGE 3.08% 3.10% 3.65%

CHANGE (Basis Points) — –2 –57

Residual Cap Rate
RANGE 9.00%–11.00% 9.00%–11.00% 9.00%–11.00%
AVERAGE 9.46% 9.46% 9.60%

CHANGE (Basis Points) — 0 –14

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Investors are impressed with Chicago’s
strength. The office market has held up
fairly well since the crisis in the financial
markets last fall. Transactions, although
at a slower pace, continue to occur in
both the downtown and suburbs. A Ger-
man fund is reportedly under contract to
purchase 150 North Michigan. The sale
price is estimated at $150.00 per square
foot, which is a fairly good price for a
Class A- building in the East Loop sub-
market. However, recent consolidations
and mergers and acquisitions are making
investors nervous about large blocks of
space waiting to hit the market. 

Chicago’s skyline will change with
the addition of new buildings that are
under construction or planned for down-
town. Union Tower at 550 West Van
Buren Street (332,608 square feet) and a
371,608-square-foot building at 550 West
Washington are nearly complete. Fi-
nancing for a third building at 550 West
Jackson (330,000 square feet) was ob-
tained, yet the timing of the project is not

known. Site work for a mix-use project
on North Dearborn (260,000 square feet
of office space) is also completed. These
buildings will likely fulfill preleasing re-
quirements and be completed.

The construction in downtown Chi-
cago appears to be in line with the rate
of absorption. Vacancy downtown as of
midyear 1999 was reported at 10.0%
and participants do not expect this rate
to change dramatically over the near
term. Corporate downsizing and a de-
cline in job growth are likely to hinder
future development downtown.  Due to
preleasing difficulties, construction of a
1.45-million-square-foot office tower on
North Wacker Drive stopped. The pro-
spective tenant for the deal, AON In-
surance, is reportedly close to signing a
deal for former Amoco space. It is not
clear whether the project will recom-
mence anytime soon.

Vacancy in the suburban office mar-
ket as of midyear 1999 is reported to be
approximately 9.0%. Participants expect

this rate to rise due to the construction
boom (5.9 million square feet) and low
preleasing (33.33%). Some space that
has been delivered is still vacant. In-
vestors are concerned that concessions
may reappear and aggressive leasing
packages will be needed to induce ten-
ants to lease any available space.

Increases in construction are likely
to ease rental rate growth downtown and
in the suburbs. Participants anticipate ini-
tial-year market rent growth at between
0.0% and 6.0%. Rent spikes are project-
ed by 44.44% of participants. This is
down from 55.56% in the prior quarter.
Rent spikes range from 5.0% to 9.0%
and are applied in years one, two, and/or
three.

Key value indicators are shown in
Table 11. The initial market rent change
rate declined again this quarter (22 basis
points).  This represents a decrease of 81
basis points over the past year. All other
rates remain unchanged except for the
average OAR, which inched up 3 basis
points to 9.14%.

Strong market conditions closed the
gap between replacement costs and sale
prices this quarter. Prices in general range
from 85.0% to 110.0% of replacement
cost. The average price is 94.44% of cost.
Prices are not expected to rise signifi-
cantly over the next 12 months. Partici-
pants are projecting increases as high as
10.00%. The average is 2.57%.

In addition to new construction,
Class-B and Class-C properties are being
bought and renovated and retrofitted to
target high-tech users. As with many cit-
ies throughout the country, the majority
of employment growth is driven by new
high-tech firms. The majority of these
new, service-oriented companies want
to be in close proximity to a major client
base to generate high revenue.  How-
ever, start-up companies find it difficult
to pay Class-A rental rates. The renovat-
ed buildings provide a CBD location at
discounted rental rates. ■

Chicago Office Market

Table 11
Chicago Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO
Discount Rate (IRR)a

RANGE 9.29%–13.00% 9.29%–13.00% 9.50%–13.00%
AVERAGE 10.92% 10.92% 10.79%

CHANGE (Basis Points) — 0 +13

Overall Cap Rate (OAR)a

RANGE 8.00%–10.25% 8.00%–10.25% 8.00%–10.00%
AVERAGE 9.14% 9.11% 9.06%

CHANGE (Basis Points) — +3 +8

Market Rent Change Rateb

RANGE 0.00%–6.00% 0.00%–6.00% 0.00%–9.00%
AVERAGE 3.44% 3.66% 4.25%

CHANGE (Basis Points) — –22 –81

Expense Change Rateb

RANGE 2.00%–4.00% 2.00%–4.00% 3.00%–4.00%
AVERAGE 3.09% 3.09% 3.25%

CHANGE (Basis Points) — 0 –16

Residual Cap Rate
RANGE 8.00%–10.50% 8.00%–10.50% 8.00%–10.25%
AVERAGE 9.28% 9.28% 9.21%

CHANGE (Basis Points) — 0 +7

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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The abrupt slowdown of new construc-
tion in suburban Dallas is good news for
the market and for the developers who
still need to find tenants to fill the mil-
lions of square feet completed in 1998
and year-to-date 1999. In the mean time,
downtown Dallas is attracting more ten-
ants due to its economic value and revi-
talization.

All of the new office construction is
concentrated in the suburbs and, al-
though construction has slowed, some
investors feel it may be a little too late.
Last year 11 million square feet were add-
ed to the inventory, while absorption
was less than half of that, around 5 mil-
lion square feet. At the end of June, 6.95
million square feet of office space were
under construction in the Dallas area.
Absorption over the same time period
was 3 million square feet. This pattern of
supply exceeding demand is pushing
vacancy rates up. According to Cush-
man & Wakefield, vacancy in suburban
Dallas increased 230 basis points over
the past year to 13.3% as of midyear
1999.

The affect of rising vacancy rates in
the suburbs is taking its toll. Concessions
are increasing and rental rates are start-
ing to level off and even dip in some
areas. Even top investment markets such
as Las Colinas and Far North Dallas are
making investors nervous. However,
there are some developers who remain
upbeat. Three developers recently an-
nounced plans to build new office pro-
jects along the Dallas North Tollway. The
buildings will add roughly 500,000
square feet to the market.

Downtown is expected to hold its
own. The revitalization of downtown and
declining vacancy rates are sparking in-
vestment interest. Along with a residen-
tial building boom, there are office rede-
velopment projects that are attracting
tenants. Absorption is positive and nu-
merous high-tech firms are relocating to
downtown, where new housing is at-
tracting employees. According to Cush-

man & Wakefield, vacancy downtown
decreased 6 basis from the first quarter
1999 to 25.9% as of midyear 1999.

Transaction activity is occurring
downtown. Negotiations are pending for
the sale of Thanksgiving Tower. This 50-
story tower was built in the 1980s and is
owned by foreign investors. The sale
price is expected to be about $160.00
per square foot. MetLife announced that
it plans to sell its 45-story Lincoln Plaza.
This 1.1 million-square-foot building
was built in 1984. No asking sale price
was disclosed.

Few markets in the nation have dis-
counts to replacement cost as deep as in
the Dallas market; the deepest discounts
are in prices for older downtown build-
ings. Participants estimate that across the
market properties can be bought for
50.0% to 110.0% of replacement cost.
The average price is 90.8% of cost.

Key value indicators in the Dallas
office market are shown in Table 12. All
cash flow assumptions shifted this quar-

ter. The greatest change is an 85-basis-
point drop in the average initial market
rent change rate. This reflects a 220-
basis-point plunge from a year ago.
Clearly, investors are concerned that ex-
cessive building is putting downward
pressure on rental rates. The average dis-
count rate (IRR) decreased 13 basis
points to 11.23%. The average overall cap
rate (OAR) increased 3 basis points to
9.36%.

Due to the time lapse between
breaking ground on a new project and
delivery to the market, the surge of con-
struction in 1998 is being reported now,
while the benefits of the current drop in
construction will not likely be realized
until 2001. Until then, much of the real
estate investment will likely shift down-
town except for developers that are able
to obtain financing for, and are opti-
mistic about, continued development in
the suburbs. ■

Dallas Office Market

Table 12
Dallas Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a

RANGE 9.00%–13.00% 10.00%–13.00% 10.00%–14.00%
AVERAGE 11.23% 11.36% 11.56%

CHANGE (Basis Points) — –13 –33

Overall Cap Rate (OAR)a

RANGE 7.50%–12.00% 7.50%–12.00% 6.50%–11.00%
AVERAGE 9.36% 9.33% 8.83%

CHANGE (Basis Points) — +3 +53

Market Rent Change Rateb

RANGE 0.00%–10.00% 0.00%–10.00% 2.00%–10.00%
AVERAGE 2.36% 3.21% 4.56%

CHANGE (Basis Points) — –85 –220

Expense Change Rateb

RANGE 2.50%–4.00% 2.50%–4.00% 3.00%–4.00%
AVERAGE 3.13% 3.31% 3.56%

CHANGE (Basis Points) — –18 –43

Residual Cap Rate
RANGE 8.00%–12.00% 8.00%–12.00% 8.00%–11.00%
AVERAGE 9.66% 9.53% 9.44%

CHANGE (Basis Points) — +13 +22

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change



www.korpacz.com18 PricewaterhouseCoopers

Fueled by concerns of mergers and ac-
quisitions and low oil prices in the
market, the pace of the Houston office
market has slowed. New construction
starts are down and transaction activi-
ty is minimal. There is very little in-
vestment property being marketed for
sale. Rental rates and vacancy rates are
holding steady.

With the recent entrance of
Chevron Corporation into the market,
investors who were concerned about
the market’s reaction to the merger of
British Petroleum and Amoco are feel-
ing more optimistic. Chevron is ex-
pected to bring two divisions and addi-
tional jobs to Houston.

Due to the drop in construction,
the percentage of preleasing in newly
constructed suburban office projects is
keeping absorption strong and allow-
ing developers to continue building.
There is talk of a new speculative high-
rise property for downtown, as well as
a built-to-suit project. However, fewer

projects are breaking ground as the
capital markets continue their restraint
on speculative construction. 

Demand for office space is con-
centrated in the suburbs except for
most financial institutions and large-
space users who prefer to be down-
town. Absorption was 573,990 square
feet during the first half of 1999 in the
Houston suburban markets according
to Cushman & Wakefield. Absorption
may slip as some tenants migrate to
downtown. Overall, vacancy was
13.5% in the suburbs as of midyear
1999.

With the threat of overbuilding in
the suburban markets, investment op-
portunities downtown have gained mo-
mentum. New residential lofts, restau-
rants, a ballpark, and entertainment
venues are attracting businesses and
residents. Participants are hopeful that
the revitalization of downtown will
enhance its tenant appeal and curb
vacancy rates. Downtown Houston has

the third highest vacancy rate of the
office markets surveyed. As of midyear
1999, Cushman & Wakefield reported
an overall vacancy of 13.7%. Only
two other cities in our Survey, Dallas
and Los Angeles, have higher vacancy
rates.

A few investors are investing in the
new craze for loft office space down-
town by purchasing older buildings for
redevelopment. The 36,000-square-
foot Commercial National Bank build-
ing was recently purchased for such a
renovation. Other investors have their
eyes set on opportunities in midtown,
which is attracting tenants.

Key value indicators in the Hous-
ton office market are shown in Table
13. All cash flow assumptions changed
this quarter. The largest increase oc-
curred in the average expense change
rate, which dropped 22 basis points to
3.22%. The average market rent change
rate declined 6 basis points to 3.36%.
The average discount rate (IRR) de-
creased 13 basis points to 11.51%.
The average overall cap rate (OAR) in-
creased 5 basis points to 9.60%.

Of all the markets surveyed, Hous-
ton is second in terms of the greatest
discount at which buildings can be ac-
quired in relationship to replacement
cost. Manhattan is ranked first. For
Houston, participants report that sale
prices are between 50.0% and 105.0%
of replacement cost. The average price
is 83.3% of cost. The majority of par-
ticipants expect values to rise over the
next 12 months. The rate of apprecia-
tion ranges from 3.0% to 15.0%. The
average is 6.79%.

Houston’s economy is more diver-
sified now. Future employment growth
will be realized by energy companies,
as well as high-tech, financial, and law
firms. Although the underlying funda-
mentals of the market are less attrac-
tive then other major cities in the
nation, investors are expecting a favor-
able outcome for Houston. ■

Houston Office Market

Table 13
Houston Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a

RANGE 9.00%–13.50% 10.00%–13.50% 10.00%–14.00%
AVERAGE 11.51% 11.64% 11.63%

CHANGE (Basis Points) — –13 –12

Overall Cap Rate (OAR)a

RANGE 8.00%–12.00% 8.00%–12.00% 6.50%–11.00%
AVERAGE 9.60% 9.55% 9.02%

CHANGE (Basis Points) — +5 +58

Market Rent Change Rateb

RANGE 0.00%–8.00% 0.00%–8.00% 0.00%–8.00%
AVERAGE 3.36% 3.42% 3.94%

CHANGE (Basis Points) — –6 –58

Expense Change Rateb

RANGE 3.00%–4.00% 3.00%–4.00% 3.00%–4.00%
AVERAGE 3.22% 3.44% 3.59%

CHANGE (Basis Points) — –22 –37

Residual Cap Rate
RANGE 8.00%–12.00% 8.00%–12.00% 8.00%–11.00%
AVERAGE 9.81% 9.75% 9.59%

CHANGE (Basis Points) — +6 +22

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Office properties for sale in Los Angeles
are attracting multiple bidders. How-
ever, buyers are not willing to pay any
large premiums. “No one is going crazy
over prices,” says one participant, “there
have not been any surprise transactions.”
Market conditions in a majority of the
Los Angeles submarkets are favorable for
investors. However, the market remains
relatively calm.

Vacancy rates in the Tri-Cities and
West Los Angeles average approximate-
ly 11.00%. Speculative construction ap-
pears to be under control and rental
rates continue to increase. It is not sur-
prising that most institutional investors
prefer these less risky submarkets. These
areas are also favorable to tenants and
developers.

Downtown Los Angeles continues
to suffer from a surplus of space. As of
midyear 1999, Cushman & Wakefield
reported a vacancy rate of approximate-
ly 25.0% – one of the highest CBD rates
in the country. The available space rep-
resents nearly 40.0% of the total space
available in the county. Some brokers
argue that the data is inflated since it
includes office space located in Class-C
buildings that are obsolete. Excluding
these properties, however, the underly-
ing fundamentals for downtown are still
weak.

With no new office construction on
the horizon for downtown, there is hope
that the projected employment growth
will deflate the available space. The tele-
communications industry appears to be
the dominant employment force in the
downtown market. According to Cush-
man & Wakefield, approximately 120,000
square feet have been leased to high-
tech tenants in 1999.  In 1998, over
400,000 square feet were absorbed by
this industry.

Upside potential exists for office
properties in the Los Angeles market
since sale prices are still generally below
replacement cost. Across the market,
prices range from 75.0% to 100.0% of

replacement cost. The average price is
87.81% of cost. Prices are expected to
increase as much as 10.0% over the next
12 months. The average projected in-
crease is 5.07%.

Key value indicators are shown in
Table 14. While the average overall cap
rate (OAR) and average residual cap rate
remained unchanged at 8.86% and
9.25%, respectively, the average dis-
count rate (IRR) increased 2 basis points
to 11.73%. The Los Angeles average IRR
is now the highest IRR of all the office
markets surveyed and 49 basis points
higher than the national office market
IRR (11.24%) and 64 basis points higher
than the national suburban office market
IRR (11.09%)

Going against a prior trend, the
average initial market rent change rate
increased 3 basis points to 4.39%. This is
105 basis points below the average a
year ago. The expense change rate re-
mains at 3.25%. Some participants use
rent spikes, but they are property specific.

New office construction in the sub-
markets is occurring at a steady pace
and properties have significant leasing in
place prior to completion. Construction
is occurring in West Los Angeles (Santa
Monica and Marina Del Ray), South Bay
(Cerritos), and the Tri-Cities (Glendale,
Burbank, and Pasadena). Following the
purchase of a 20.5-acre parcel of land in
Burbank’s South San Fernando redevel-
opment district, Crown Realty plans to
build a master-planned facility to
include studio, office, and retail space.
The Burbank Media District, which
boasts a vacancy rate of 1.5%, is the
strongest Tri-Cities submarket.

Investment opportunities exist in
Los Angeles, but the market is sensitive
to location. As with other markets, REITs
will remain the less prominent buyers,
and enable other investors to benefit
from the market’s confident economic
and demographic outlook. ■

Los Angeles Office Market

Table 14
Los Angeles Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a

RANGE 10.00%–14.00% 10.00%–14.00% 10.00%–15.00%
AVERAGE 11.73% 11.71% 11.71%

CHANGE (Basis Points) — +2 +2

Overall Cap Rate (OAR)a

RANGE 7.00%–10.50% 7.00%–10.50% 7.00%–10.50%
AVERAGE 8.86% 8.86% 8.74%

CHANGE (Basis Points) — 0 +12

Market Rent Change Rate b

RANGE 3.00%–6.00% 2.50%–6.00% 3.00%–10.00%
AVERAGE 4.39% 4.36% 5.44%

CHANGE (Basis Points) — +3 –105

Expense Change Rateb

RANGE 3.00%–4.00% 3.00%–4.00% 3.00%–4.00%
AVERAGE 3.25% 3.25% 3.47%
CHANGE (Basis Points) — 0 –22

Residual Cap Rate
RANGE 8.00%–11.00% 8.00%–11.00% 8.00%–11.00%
AVERAGE 9.25% 9.25% 9.35%

CHANGE (Basis Points) — 0 –10

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Due to solid market fundamentals, Man-
hattan continues as a top investment lo-
cation. The market has adjusted to re-
strained lending, and both buyers and
sellers are being more conservative with
potential deals. The recent slowdown in
transactions earlier this year was more a
reflection of a decline in the quality of
buildings on the market than of a de-
crease in investor interest.

Currently, transaction activity has
picked up. Two properties in Midtown
and one property Downtown traded in
the latter part of the first half of the year.
450 West 33rd Street, at the corner of
Tenth Street, sold for $223 million
($139.00 per square foot). 521 Fifth Av-
enue, at the corner of 43rd Street, was
bought for approximately $93 million
($210.00 per square foot). The purchase
price excludes $4 million that the new
owner will use to renovate the property.
GE Investments sold 14 Wall Street for
$100 million ($100.00 per square foot).
Overall, Class-A properties Downtown

are trading at an average of $185.00 per
square foot according to Cushman &
Wakefield. For Midtown, the average is
$287.00 per square foot.

Insurance companies, private part-
nerships, and foreign investors are active
buyers. REITs are also participating in the
market. Although the total monetary in-
vestment in Manhattan by REITs is down
from last year, they represent a larger
portion of the buying pool.

The market continues to benefit
from the continued restraint on specula-
tive new construction. Vacancy rates are
still low.  In Midtown the rate was 7.4%
at the end of the second quarter, accord-
ing to Cushman & Wakefield, which re-
ports a Downtown second-quarter va-
cancy rate of 8.4%.  Some submarkets,
such as Midtown South, have vacancy
rates under 6.0%. Vacancy rates are even
lower for Class-A space — 4.0% Down-
town and 5.2% in Midtown. Tight mar-
ket conditions are minimizing conces-
sions.

Key value indicators in the Manhat-
tan office market are shown in Table 15.
This quarter there were minimal shifts in
most cash flow forecast assumptions. The
average discount rate (IRR) inched up 1
basis point to 11.36%. The average over-
all cap rate (OAR) slipped down 3 basis
points to 9.03%. The market rent change
rate dropped 6 basis points to 3.50%,
while the expense change rate held
steady at 3.44%.

Prices for Manhattan office proper-
ties are still generally below replacement
cost.  Discounts range from 10.0% to
40.0% with the greatest discount being
received by Class-B properties.  How-
ever, prices for Class-B buildings are in-
creasing. Overall, participants estimate
that the average price of Class-A and
Class-B properties together is 82.0% of
replacement cost. Prices are expected to
increase from 3.0% to 10.0% over the
next 12 months; the average projected
increase is 6.63%. This is a decline of 77
basis points from the prior quarter.

The shortage of space and contin-
ued job growth are helping to keep
rental rates high. In Midtown the overall
average asking rent was $41.54 per
square foot; for Class-A space, the aver-
age was $48.11. Downtown the overall
asking rent hit $32.31 per square foot;
for Class-A space it was $38.84.

There is some uncertainty as to how
long rental rates can keep climbing. Al-
though there is no fear that an oversup-
ply of space may put downward pressure
on rent growth, investors are wary that
persistent growth in rental rates will slow
leasing activity or cause tenants to relo-
cate out of the market.

Investors, concerned that there is
minimal upside in current rent levels, are
scouting the market for investment-grade
properties which were leased during the
recession of the early 1990s hoping to
benefit from near-term lease expirations.
Investors estimate that some leases are
currently up to 20.00% below-market
rent. ■

Manhattan Office Market

Table 15
Manhattan Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a

RANGE 9.75%–13.00% 9.75%–13.00% 9.75%–13.00%
AVERAGE 11.36% 11.35% 11.06%

CHANGE (Basis Points) — +1 +30

Overall Cap Rate (OAR)a

RANGE 7.50%–10.50% 7.50%–10.50% 7.50%–10.00%
AVERAGE 9.03% 9.06% 8.84%

CHANGE (Basis Points) — –3 +19

Market Rent Change Rateb

RANGE 0.00%–6.00% 0.00%–6.00% 0.00%–6.00%
AVERAGE 3.50% 3.56% 3.56%
CHANGE (Basis Points) — –6 –6

Expense Change Rateb

RANGE 3.00%–4.00% 3.00%–4.00% 3.00%–5.00%
AVERAGE 3.44% 3.44% 3.67%
CHANGE (Basis Points) — 0 –23

Residual Cap Rate
RANGE 8.00%–10.00% 8.00%–10.50% 7.00%–10.50%
AVERAGE 9.17% 9.19% 9.08%

CHANGE (Basis Points) — –2 +9

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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While new construction is occurring in
the Pacific Northwest, transaction activi-
ty remains relatively quiet.  After Chicago-
based Equity Properties Trust bought nu-
merous buildings in Seattle over the last
two years, remaining investment oppor-
tunities in downtown Seattle are mini-
mal. “Nothing substantial has been on
the market. Sale offerings out of Seattle
are flat,” comments one investor.

Despite new construction and
Boeing continuing to downsize and sell
some of its owner-occupied buildings,
market conditions are stable. There has
been no real boom or bust activity to
push the market in either direction, and
there is an amble pool of investors who
stand ready to invest if opportunities
arise.

There is development occurring in
downtown Seattle and on the fringes of
both Portland and Seattle where land
and development costs are cheaper. The
last office tower built in downtown Seat-
tle was completed in 1991. Low vacan-
cy rates are prompting new construc-
tion. 

During 1999, three new office
buildings broke ground. Earlier this year,
a 180,000-square-foot office building at
Second Avenue and Columbia Street
went into construction and a 300,000-
square-foot office tower at Seventh Av-
enue and Pike Street was started.  Re-
portedly, neither property has signed sig-
nificant tenants. A third office tower is
under construction at 700 Olive Way.
This 24-story office tower is being built
by a joint venture between Clise Prop-
erties and Nordstrom Inc.  Nordstrom will
occupy 80.00% of the 500,000-square-
foot building. The remaining space
(100,000 square feet) remains available
for leasing.

The vacancy rate for downtown
Seattle declined 80 basis points from the
first quarter to 3.8%. This is down 100
basis points from a year ago. In suburban
Seattle, the vacancy rate increased 110
basis points from the first quarter to 6.4%.

For downtown Portland, the vacancy
rate increased 20 basis points from the
first quarter to 5.1%. In suburban Port-
land, the vacancy rate increased 100
basis points from the first quarter to
8.6%.

Some buildings in the Pacific
Northwest office market are priced high-
er than replacement cost, but more are
available at a discount to the cost bench-
mark. Prices are 85.0% to 110.0% of
replacement cost. The average price is
97.9% of replacement cost. One partic-
ipant believes that prices could drop
over the next 12 months; most, however,
look for increases between 2.0% and
5.0%. The average projected increase is
2.38%.

Key value indicators in the Pacific
Northwest office market are shown in
Table 16. The average discount rate (IRR)
inched up slightly (3 basis points) from
the second quarter to 11.30% as of the
third quarter. The average overall cap
rate (OAR) and residual cap rate re-

mained unchanged. The market rent
change rate and expense change rate
each incurred moderate decreases from
the prior quarter.

After seeing above-inflationary
increases in rental rates in Seattle over
the past 18 months, participants are pro-
jecting only moderate increases. Rental
rates for the top buildings in Seattle are
about $40.00 per square foot.  Rental
rates for lower-end Class-A buildings are
at the $30.00-per-square-foot range.
Rental rates in Portland are still in the
mid $20.00-per-square-foot range.

Although vacancy rates in down-
town Seattle may increase slightly due to
the addition of speculative space, the
economic and demographic outlook for
Seattle and Portland is positive. Hence,
the office markets in both major cities of
the Pacific Northwest are likely to re-
main healthy. As a result, investors will
continue to seek investment opportuni-
ties. ■

Pacific Northwest Office Market

Table 16
Pacific Northwest Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a

RANGE 10.00%–13.00% 10.00%–13.00% 10.00%–15.00%
AVERAGE 11.30% 11.27% 11.52%

CHANGE (Basis Points) — +3 –22

Overall Cap Rate (OAR)a

RANGE 8.00%–11.00% 8.00%–11.00% 8.00%–11.25%
AVERAGE 9.21% 9.21% 9.27%

CHANGE (Basis Points) — 0 –6

Market Rent Change Rateb

RANGE 2.50%–8.00% 2.50%–8.00% 0.00%–8.00%
AVERAGE 4.29% 4.43% 4.38%

CHANGE (Basis Points) — –14 –9

Expense Change Rateb

RANGE 2.00%–4.00% 2.00%–4.00% 3.00%–4.00%
AVERAGE 3.19% 3.34% 3.42%

CHANGE (Basis Points) — –15 –23

Residual Cap Rate
RANGE 8.50%–10.50% 8.50%–10.50% 8.50%–10.75%
AVERAGE 9.44% 9.44% 9.42%

CHANGE (Basis Points) — 0 +2

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Investor interest for office properties in
San Francisco remains strong despite
new construction, a slight rise in vacan-
cy rates, and a slowdown in rental rate
growth. “Market conditions are not as
strong as they were a year ago,” com-
ments one participant. “Some property
owners in the market are trying to cash
out before there is no liquidity left,” adds
another investor.

REITs remain on the sidelines find-
ing it difficult to finance acquisitions in
the pricey San Francisco market. Sale
prices for Class-A office space in San
Francisco are still in a tight range – be-
tween $300.00 and $350.00 per square
foot estimates one participant. Properties
are trading with cap rates in the low
7.00% range, with buyers anticipating
rental rates continuing to increase. For-
eign investors, pension funds, and pri-
vate investment companies remain the
major buyers.

Investors are eager to see how the
market will react when available space is

added to the market following the com-
pletion of approximately 1.50 million
square feet of new office space sched-
uled for completion over the next three
years. Although the new buildings are
approximately 60.00% preleased to
major tenants, including Arthur Ander-
sen, PricewaterhouseCoopers, and The
Gap, rental rates in San Francisco are
currently so high that prospective tenants
may find it financially difficult to lease
space.  

According to The CAC Group, a bro-
kerage firm in San Francisco, rental rates
as of midyear 1999 ranged from $40.00
to $60.00 per square foot. Investors are
concerned that occupancy costs for ten-
ants may reach a point where, even
though the tenant does not want to leave
the market, they can’t justify staying.
Although recent increases in rental rates
are well below the surges realized over
the last three years, above-inflation in-
creases are still occurring. As a result,
some companies have relocated to sub-

urban markets and nearby Oakland.
While leasing and transaction activ-

ity remains steady in the suburban sub-
markets, the downtown is by far the most
active area. The hot spot within down-
town is the South of Market Street
(SOMA) submarket.  The strength of
SOMA is tied to an explosion of new
Internet and technology-related compa-
nies – “dotcom” firms –, as well as tradi-
tional companies leasing space for their
Internet-related divisions. As demand in-
creases in SOMA, rental rates are nearly
as high as the NOMA (North of Market)
submarket, where law and financial ten-
ants are typical occupants.

Some buildings in San Francisco are
priced higher than replacement cost, but
more are available at a discount to the
cost benchmark. Prices are 70.0% to
110.0% of replacement cost.  The aver-
age price is 96.25% of replacement cost.
Most participants believe that prices will
increase over the next 12 months. The
projected increases range between 2.0%
and 10.0%. The average increase is
3.94%.

Key value indicators in the San Fran-
cisco office market are shown in Table
17. The average discount rate (IRR) de-
creased 3 basis points to 11.02%. The
average overall cap rate (OAR) inched up
7 basis points to 8.53%, the lowest of all
surveyed office markets.

After declining 67 basis points last
quarter, the average initial market rent
change rate increased 28 basis points
this quarter to 4.28%. Participants are not
expecting significant rental rate growth
like that realized over the past three
years (15.0% to 30.0%). While some
investors believe that rents will stabilize
as new space coming into the market is
absorbed, others anticipate better than
average rent growth. This quarter, how-
ever, fewer participants (50.0%) are
using rent spikes. This is down from
57.14% last quarter. Rent spikes range
from 2.0% to 10.0%; the average is 7.3%,
70 basis points lower than last quarter. ■

San Francisco Office Market

Table 17
San Francisco Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO
Discount Rate (IRR)a

RANGE 10.00%–13.00% 10.00%–13.00% 9.25%–13.00%
AVERAGE 11.02% 11.05% 11.07%

CHANGE (Basis Points) — –3 –5

Overall Cap Rate (OAR)a

RANGE 7.00%–11.00% 7.00%–11.00% 7.00%–11.00%
AVERAGE 8.53% 8.46% 8.43%

CHANGE (Basis Points) — +7 +10

Market Rent Change Rateb

RANGE 0.00%–10.00% 0.00%–10.00% 0.00%–11.00%
AVERAGE 4.28% 4.00% 6.14%

CHANGE (Basis Points) — +28 –186

Expense Change Rateb

RANGE 3.00%–4.00% 3.00%–4.00% 3.00%–4.00%
AVERAGE 3.31% 3.43% 3.61%

CHANGE (Basis Points) — –12 –30

Residual Cap Rate
RANGE 8.00%–10.00% 8.00%–10.00% 8.00%–10.00%
AVERAGE 8.94% 8.89% 8.86%

CHANGE (Basis Points) — +5 +8

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Office properties in the central business
districts (CBD) of Fort Lauderdale and
Miami are the preferred property types
for investors. Although some developers
and investors are scouting the non-CBD
submarkets for real estate opportunities,
rising vacancy rates and continued con-
struction are likely to dampen their en-
thusiasm. Commitment for new office
space is down from last year and the first
six months of 1999. As with many other
markets throughout the country, invest-
ment timing is a key issue. 

A relatively small market, the South-
east Florida office market is spread over
three counties — from the middle of
Palm Beach County, through Broward
County, to the end of Dade County. The
major office markets are West Palm
Beach, Boca Raton, Fort Lauderdale, and
Miami. Miami-Dade County contains
more than 26 million square feet of insti-
tutional-grade office properties. There is
not a significant supply of institutional-
grade office space outside of Miami;
Broward County contains approximately
13.5 million square feet, and Palm
Beach has just under 12.5 million square
feet.

While vacancy rates in the CBDs of
Fort Lauderdale and Miami declined
during the first six months of 1999, va-
cancy rates in the non-CBD submarkets
increased. The increases in vacancy re-
sulted from the completion of specula-
tive space and the lack of absorption. As
of the second quarter 1999, the vacancy
rate in the CBD was 14.5%, according
to Cushman & Wakefield. Outside of the
CBD, the vacancy rate was 13.4%. The
average Class-A asking rent is approxi-
mately $25.00 per square foot.

Speculative construction is also oc-
curring in West Palm Beach, especially
in Boca Raton. Of the approximate
600,000 square feet of space completed
to date, 57.0% is preleased. Rents are
higher than in Fort Lauderdale or Miami,
however. The average rental rate for Class-
A space is roughly $28.00 per square

foot. Transaction activity in West Palm
Beach indicates a broad range of prices
depending on building quality, location,
and size. A 20,000-square-foot office
building at 5840 Corporate Way recent-
ly sold for $1.1 million or $55.00 per
square foot. Crocker Realty Trust pur-
chased approximately 610,000 square
feet of office space in Palm Beach
County for $75 million or $122.00 per
square foot.

Prices are nearing or exceeding
replacement costs. Survey participants
feel that the range is from 80.0% to
110.0% of replacement cost; the aver-
age is 98.2% of cost. Participants expect
prices to rise over the next 12 months,
but the rate of increase is modest, from
2.0% to 3.0%. The projected average
increase is 2.5%.

Key value indicators in the South-
east Florida office market are shown in
Table 18. All cash flow assumptions re-
main unchanged from the prior quarter.
The average discount rate (IRR) is

11.08%. For the third consecutive quar-
ter, the average overall cap rate (OAR) is
9.39%. The average initial market rent
change rate is 3.50% and the average
expense change rate is 3.09%.

More new space is planned for the
market. Approximately 1.3 million square
feet are under construction, the majority
in the Brickell Avenue and Airport/West
Dade County submarkets. Preleasing is
estimated at 11.0%. 

Developers are optimistic that
steady job growth will enable the space
to be absorbed. Investors are concerned
that a slowdown in job growth will
impede absorption. Rental rates will suf-
fer and concessions will increase.

Not all construction is speculative.
Built-to-suit projects continue to benefit
the market. The Internal Revenue Service
is planning a 140,000-square-foot facili-
ty in Plantation. Other developers are ag-
gressively chasing deals for built-to-suit
projects. ■

Southeast Florida Office Market

Table 18
Southeast Florida Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO
Discount Rate (IRR)a

RANGE 10.00%–12.00% 10.00%–12.00% 10.00%–13.50%
AVERAGE 11.08% 11.08% 11.00%

CHANGE (Basis Points) — 0 +8

Overall Cap Rate (OAR)a

RANGE 8.00%–12.00% 8.00%–12.00% 8.00%–12.00%
AVERAGE 9.39% 9.39% 9.46%

CHANGE (Basis Points) — 0 –7

Market Rent Change Rateb

RANGE 2.00%–7.00% 2.00%–7.00% 2.00%–7.00%
AVERAGE 3.50% 3.50% 4.21%

CHANGE (Basis Points) — 0 –71

Expense Change Rateb

RANGE 2.00%–4.00% 2.00%–4.00% 3.00%–4.00%
AVERAGE 3.09% 3.09% 3.43%

CHANGE (Basis Points) — 0 –34

Residual Cap Rate
RANGE 9.00%–11.00% 9.00%–11.00% 9.00%–11.00%
AVERAGE 9.72% 9.72% 9.82%

CHANGE (Basis Points) — 0 –10

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Investors are trying to enter into the
Washington, DC market before it is too
late in the game. “How much longer can
it go on?” asks one participant. There are
still profitable deals to be made in the
market, but they are becoming the
minority. Preleasing on new construction
is unbelievably high and rental rate
growth has come so far so fast. Despite
the jitters, investors view Washington,
DC as a hot investment market.

The majority of public-funded REITs
remain quiet in the market. REITs with
capital are still active, but they are few
and far between. Foreign investors, in-
cluding German and Dutch buyers, are
interested in Class-A projects downtown.
Pension and opportunity funds are en-
joying the prosperity of the suburbs. 

Vacancy rates are extremely low
and are expected to remain so, as pre-
leasing in newly constructed buildings is
strong. The overall vacancy rate is just
over 5.0%. The average asking rent in the
District is over $30 per square foot;

Class-A space ranges from the mid-$30s
to over $40 per square foot. There is talk
that rental rates may be up to as high as
$50.00 per square foot in some premier
buildings downtown. Concessions are
extremely rare in the market and there is
no pressure for concessions to start.

Rental rate growth is expected to
slow. Only 30.0% of participants antici-
pate continued rent spikes. This is down
from 50.0% in the prior quarter. Rent
spikes range from 4.0% to 10.0% and
occur in years one and/or two. The aver-
age rent spike of  6.33% remains un-
changed from the prior quarter.

Preleasing for buildings under con-
struction is very strong. Properties devel-
oped in 1998 are significantly leased
and projects scheduled for delivery in
1999 are estimated to be 60.0% pre-
leased. Due to the area’s extremely low
unemployment rate, it is uncertain where
the tenants will come from to fill the
properties. “Companies are building for
future employees which may be difficult

to obtain,” comments one participant. “I
think that many of the companies have
optimistic hiring plans that may not
materialize.”

Problems associated with traffic
congestion  also loom over the market.
“It is a difficult market to get in and out
of,” says one participant. The suburban
areas of Northern Virginia are particular-
ly difficult for commuters; especially, the
Dulles Toll Road corridor. However, “It
doesn’t keep people from coming,” a
participant states.

Key value indicators in the Wash-
ington, DC office market are shown in
Table 19. Minor changes in cash flow
forecast assumptions occurred this quar-
ter. The average discount rate (IRR) de-
creased 3 basis points to 11.54%. The
average residual cap rate decreased 4
basis points to 9.36%. The OAR re-
mained unchanged at an average of
9.17%.

Downtown and suburban office
projects continue to trade at prices gen-
erally below replacement cost. CIGNA
recently purchased 1800 M Street for
$114.8 million.  This ten-story, 535,000-
square-foot Class-A office building was
100.0% occupied at the time of sale.
The sale price equates to $215.00 per
square foot. 7600 Leesburg Pike in
Tysons Corner recently sold for approxi-
mately $150.00 per square foot. Report-
edly, a building in Reston is under con-
tract for slightly over $200.00 per square
foot. Better discounts can be found in
suburban Maryland.

Overall, prices range from 75.0% to
110.0% of replacement cost. The aver-
age is 92.2% of replacement cost. Over
the next 12 months, values are expected
to increase up to 10.0%; the average
projected increase is 3.2%. Properties in
the market sell in a relatively short peri-
od of time. The average marketing time is
7.2 months. ■

Washington, DC Office Market

Table 19
Washington, DC Office Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a

RANGE 10.00%–13.00% 10.00%–13.00% 10.00%–13.00%
AVERAGE 11.54% 11.57% 11.33%

CHANGE (Basis Points) — –3 +21

Overall Cap Rate (OAR)a

RANGE 7.00%–11.00% 7.00%–11.00% 7.00%–11.00%
AVERAGE 9.17% 9.17% 8.88%

CHANGE (Basis Points) — 0 +29

Market Rent Change Rateb

RANGE 0.00%–10.00% 0.00%–10.00% 0.00%–10.00%
AVERAGE 2.93% 2.94% 2.93%

CHANGE (Basis Points) — –1 0

Expense Change Rateb

RANGE 2.00%–4.00% 2.00%–4.00% 3.00%–4.00%
AVERAGE 3.23% 3.23% 3.48%
CHANGE (Basis Points) — 0 –25

Residual Cap Rate
RANGE 8.00%–11.00% 8.00%–11.00% 8.00%–11.00%
AVERAGE 9.36% 9.40% 9.23%

CHANGE (Basis Points) — –4 +13

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change



Third Quarter 1999 Korpacz Real Estate Investor Survey       25

There is consistent demand for Class-A
bulk warehouse product in the nation-
al industrial market, but the supply of
available properties is declining. “We
can’t find enough of it,” says one par-
ticipant. The larger, bulk-warehouse
properties are preferred by investors
because they are less management in-
tensive and more marketable than
smaller industrial buildings. “Since
everyone is looking for big-box indus-
trial buildings, your exit strategy is a lot
easier,” remarks a participant. How-
ever, investors need to select properties
with caution. Tenants who typically
occupy larger warehouse properties
are more likely to downsize at the sign
of a slowing economy.

Some investors are scouting estab-
lished high-tech markets to acquire
R&D properties that have been reno-
vated for flex-office use for tenants
such as computer engineers and soft-
ware developers. Sale prices for these
properties are usually slightly higher
then typical R&D buildings, but they
are perceived as being less risky. They
are likely to command higher rental
rates and, therefore, provide investors
with greater income potential.

Construction activity is brisk.
During the first half of 1999, 67.3 mil-
lion square feet were completed, ac-
cording to Cushman & Wakefield. As
of midyear 1999, 72.6 million square
feet are under construction. In addition
to new construction, older properties
located in established markets, where
land availability is limited but demand
from users is strong, are being redevel-
oped.

Chicago is a favorite market for
investors, especially the south and
west sections of the market. The ap-
peal of Atlanta is diminishing. Al-
though investors favor the I-85 corri-
dor of Northeast Atlanta, the overall
market is starting to soften and con-
cessions are becoming commonplace.
“Everyone is trying to attract the new

tenants in the market to their build-
ing,” comments a participant. Nonethe-
less, developers are still building in
Atlanta. Outlying areas such as
Doraville and Suwanee are seeing in-
creased development due to an
abundance of land and cheaper
prices.

As developers plan projects far-
ther from established markets, there is
concern that it will be increasingly dif-
ficult to secure a skilled labor force.
Accessibility is also a concern. Existing
road networks will likely need to be
improved and expanded.

Prices in the national industrial
market are stable. Institutional-grade
warehouses remain above replace-
ment cost, while lower-grade product
is generally at replacement cost. R&D
and flex properties are still generally
below this marker. Across the market,
prices range from 80.0% to 110.0% of
replacement cost. The average is 98.0%
of cost. Prices are expected to increase

as much as 10.0% over the next 12
months; the average projected in-
crease is 2.17%.

Key value indicators are shown in
Table 20. The majority of cash flow
forecast assumptions held steady from
the prior quarter. The average discount
rate (IRR) remained at 11.13% and the
average overall rate (OAR) is again at
9.15%. The average residual cap rate
dipped 3 basis points to 9.50%.

The risk of ownership of R&D/flex
properties is higher than in the ware-
house segment. This is evident in
comparing rates for R&D/flex space
with those for warehouse/distribution
facilities. The range of IRRs for ware-
houses is from 9.50% to 12.50%; the
average is 11.00%. The range of OARs
is from 8.00% to 10.00%; the average
is 9.03%. For R&D/flex properties, the
range of IRRs is from 8.00% to
13.00%; the average is 11.54%. The
range of OARs is from 8.00% to
12.00%; the average is 9.77%. ■

National Industrial Market

Table 20
National Industrial Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO
Discount Rate (IRR)a

RANGE 9.50%–12.50% 9.50%–12.50% 10.00%–12.50%
AVERAGE 11.13% 11.13% 11.15%

CHANGE (Basis Points) — 0 –2

Overall Cap Rate (OAR)a

RANGE 8.00%–10.00% 8.00%–10.00% 8.00%–10.00%
AVERAGE 9.15% 9.15% 9.02%

CHANGE (Basis Points) — 0 +13

Market Rent Change Rateb

RANGE 1.50%–6.00% 1.50%–6.00% 2.00%–6.00%
AVERAGE 3.29% 3.32% 3.57%

CHANGE (Basis Points) — –3 –28

Expense Change Rateb

RANGE 1.50%–5.00% 1.50%–5.00% 1.50%–5.00%
AVERAGE 3.25% 3.25% 3.48%

CHANGE (Basis Points) — 0 –23

Residual Cap Rate
RANGE 8.50%–10.50% 8.50%–10.50% 8.50%–10.00%
AVERAGE 9.50% 9.53% 9.30%
CHANGE (Basis Points) — –3 +20

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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It is becoming increasingly difficult to
find existing high-quality apartment in-
vestments at reasonable sale prices
throughout the country. Some sellers are
marketing projects with unrealistic ex-
pectations of what investors are willing
to pay. In turn, sellers are receiving fewer
offers and price adjustments are still oc-
curring. Buyers are using tougher under-
writing standards and lower revenue
growth assumptions.

New products keep entering the
market and there appears to be no short-
age of funds available for apartment de-
velopment. Heavy permitting activity is
occurring in Orlando, Dallas, Charlotte,
Austin, Las Vegas, and Phoenix. “In-
vestors need to get the message out to
the developers and construction lenders
of the world that they have to stop build-
ing,” comments one participant. The con-
tinuous building is negatively affecting
occupancy rates, rental rates, and in-
come growth. These markets are attract-
ing fewer buyers. As a result, marketing

time is longer and sale prices are soften-
ing.

There is speculation that market fun-
damentals in Dallas and Austin are turn-
ing around. “We are starting to see some
light at the end of the tunnel,” comments
a participant. Rents have started to come
up, although they are still depressed from
where they were 12 months ago. Con-
cessions are going away. “How fast and
when it is going to come back is the
question, but it looks like it is starting to
turn in the right direction,” continues the
participant. Sellers are likely to hold onto
properties in these markets until buyers’
perceptions improve.

The amount of construction is less of
a concern in tight markets such as the
Pacific Northwest and Southwest re-
gions of the country, as well as Wash-
ington, DC, Boston, Minneapolis, and
Chicago. “We do not have any fears of
overbuilding, we are more cautious of
how much we have to pay to get the
product we want,” says a participant. The

high cost of entry to most of these mar-
kets will likely keep market conditions
favorable.

Pension funds are very active in the
apartment market. REITs may not be the
primary investors in the market, but
apartments are their preferred property
type. Based on a report prepared by the
National Multi Housing Council, apart-
ment REITs outperformed all other REIT
sectors in the first quarter of 1999. Com-
pared to a 5.5% overall decline in the
NAREIT index, apartment REITs were
down just 1.2%. For March 1999, apart-
ment REITs posted the second-highest
gain at 1.0%.

There is a wide spread in prices in
relation to replacement cost in the
national apartment market. Participants
say that, overall, prices range from
75.0% to 120.0% of replacement cost.
The average price is 95.86% of cost.
Projected increases over the next 12
months are not large; the range is from
0.0% to 6.0%, with an average increase
of 2.64%.

Key value indicators in the national
apartment market are shown in Table 21.
The average residual cap rate declined 1
basis point to 9.21%. Both the average
discount rate (IRR) and the average over-
all cap rate (OAR) held steady this quar-
ter. The average IRR is 11.51%, while the
average OAR is 8.86%. However, many
investors are selecting higher cap rates
within the range when negotiating deals. 

Some participants view the apart-
ment market as being over the peak on
the real estate cycle. It is hard to gener-
alize. There are markets which are very
tight, while others are so on the verge of
crashing that any slight shift in employ-
ment or population growth will hurt them
very fast. Investors not interested in pay-
ing high prices for Class-A product, or
pessimistic about development, are buy-
ing older, Class-B and Class-C products
in strong markets to renovate and reposi-
tion. ■

National Apartment Market

Table 21
National Apartment Market
THIRD QUARTER 1999

CURRENT LAST YEAR
KEY INDICATORS QUARTER QUARTER AGO

Discount Rate (IRR)a

RANGE 10.00%–15.00% 10.00%–15.00% 10.00%–13.00%
AVERAGE 11.51% 11.51% 11.26%

CHANGE (Basis Points) — 0 +25

Overall Cap Rate (OAR)a

RANGE 7.50%–11.00% 7.50%–11.00% 7.00%–11.00%
AVERAGE 8.86% 8.86% 8.76%

CHANGE (Basis Points) — 0 +10

Market Rent Change Rateb

RANGE 0.00%–6.00% 0.00%–6.00% 0.00%–7.00%
AVERAGE 3.08% 3.08% 3.28%

CHANGE (Basis Points) — 0 –20

Expense Change Rateb

RANGE 2.00%–5.00% 2.00%–5.00% 2.00%–5.00%
AVERAGE 3.18% 3.18% 3.28%

CHANGE (Basis Points) — 0 –10

Residual Cap Rate
RANGE 8.00%–10.25% 8.00%–10.50% 8.00%–10.25%
AVERAGE 9.21% 9.22% 9.28%

CHANGE (Basis Points) — –1 –7

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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The dynamics of the hotel industry
have changed. Aggressive buyers with
endless capital have been replaced
with a slower-paced, more focused
group of players. Strategies to domi-
nate the industry by accumulating the
most properties have been replaced by
internal strategies to be the top opera-
tor in the industry. “There has been a
decreased emphasis on portfolio size
and an increased emphasis on how to
dominate through operation,” com-
ments a participant. 

The current lull in the hotel trans-
action arena is allowing hotel in-
vestors to reevaluate their portfolios
and devise plans to improve perform-
ance, both externally and internally.
Some companies will not survive the
current capital crunch. “Companies
that succeeded only because of asset
growth may not be smart enough or
efficient enough to maintain the same
profits with internal restructuring,”
says a participant. “The dominant
hotel companies will now be con-
firmed,” adds the participant.

The hotel industry recorded
record-breaking profit for 1998, de-
spite dips in average daily room rate
(ADR) growth and occupancy levels.
According to Smith Travel Research
(STR), 1998 profits for the hotel indus-
try are estimated at $20.9 billion. This
is 23.0% higher than the industry’s
$17.0 billion profit in 1997 and 67.0%
higher than the profit from 1996
($12.5 billion). For 1999 through
2001, STR is projecting profits to
increase annually, reaching $29.0 bil-
lion by year-end 2001.

Industry Performance
Despite a slip in occupancy and ADR
growth during the first six months of
1999, the underlying fundamentals for
the hotel industry are solid.

The industry’s occupancy rate de-
clined to 63.0% as of midyear 1999
according to STR (see Exhibit H-1).

This is a decrease of 1.56% from year-
end 1998. All hotel markets, except
luxury hotels, realized declines in oc-
cupancy during the first six months of
1999. Midprice hotels recorded the
highest drop, a 5.15% decrease, to
reach an occupancy level of 60.8%.
Luxury hotels posted a 0.96% gain to
reach an occupancy level of 73.6%.

The slowdown in ADR growth

continued through the first six months
of 1999. As of midyear 1999, ADRs
increased 3.21% to $81.14. Luxury
hotels achieved the highest gain of
0.72% to reach an ADR of $140.00.
ADRs for all other segments declined
during the first half of 1999. With a
decline of 13.55%, budget hotels
reported the largest drop to $38.47. 

National Hotel Market Highlights
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Exhibit H-1
Occupancy Trends 1993-June 1999
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Average Daily Room Rates 1993-June 1999
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REITs
The drop in REIT stocks is still affecting
the hotel market. Lending is more con-
servative and construction is occurring
at a slower pace. In the long run, the
inability of REITs, and particularly
paired-share REITs, to buy unabated
will positively affect the market. Sale
prices have been adjusted downward
to more realistic levels and other non-
REIT investors are able to acquire
properties.

It is not likely that REIT shares will
recover to their peak levels anytime
soon. Investors, however, do expect
some REITs to make slow and steady
gains. “REITs are not entirely out of the
picture,” comments a participant.
“Once REITs can prove to the market
that they can swallow what they took
in last year, they will start getting
priced a little better, remarks a partici-
pant. MeriStar and Host Marriott are
consistently mentioned by participants
as top REITs that will continue to dom-
inate the market.

For the time being, lodging REITs
are likely to act like hotel companies
and concentrate on asset manage-
ment, operations, and strategic acqui-
sitions and dispositions. The majority
of future transactions will likely be
through private equity and joint ven-
tures with private companies.

Construction
Between 1975 and 1998, according to
Bjorn Hansen, Ph.D., Global Industry
Partner for Hospitality and Leisure
practice in PricewaterhouseCoopers’
Financial Advisory Services, room starts
averaged 89,659 rooms. The highest
level during that period was reported in
1985, when there were approximately
160,000 room starts. During the reces-
sion of the early 1990s, room starts
were minimal. Following 1993, room
starts increased annually before peak-
ing near 150,000 in 1997. This is near-
ly double the average between 1975 to
1998.

Although the capital crunch in the

latter part of 1998 did not hinder new
room starts, a downward trend is pro-
jected through 2001 as shown below.

The slowdown is a result of the
restraints on capital as well as a slow-
down in the underlying market funda-
mentals. The decrease in construction
should enable occupancy levels to re-
main steady or increase slightly.

The distribution of the total existing
supply of hotel rooms to the total
rooms under construction is shown
below.

It is not surprising that fears of
overbuilding still loom over the econ-
omy/limited-service hotel segment.
This segment represents the highest
percentage of existing rooms, as well
as the highest percentage of new
rooms under construction. Although a
large amount of luxury hotel construc-
tion is occurring, historical construc-
tion in this market has been minimal.
Hence, there are less fears of over-
building for the luxury market.

Throughout the country, the largest

percentage (28.0%) of new rooms
under construction or in the permitting
stages of development are in the South
Atlantic region in areas such as Flor-
ida, Georgia, Virginia, the Carolinas,
Maryland, and West Virginia. The least
amount of building, 4.4% of total con-
struction, is occurring in the New Eng-
land region, in areas such as Mas-
sachusetts, Rhode Island, Connecticut,
and Maine.

Leveraged IRRs
Positive leverage is useful in tight bid-
ding situations. Buyers who are able to
access economic debt capital to fi-
nance a portion of a sale price can
anticipate a better yield than the indi-
cated property yield, offer slightly
more than an all-cash buyer, and win
the bid. When the financed portion of
a sale is between 50.0% to 60.0%,
most leverage buyers are willing to bid
up the price by a small margin above
the all-cash price. As the loan-to-value
ratio increases, the leverage premium
would also increase.

Current and year-ago leverage pre-
miums for the hotel industry are shown
in Exhibit H-3. The current average
premiums range from 293 to 583 basis
points. The overall average premium is
387 basis points. This is 83 basis points
higher than the overall average a year
ago.

The lowest premium is reported for
the full-service market, while the high-
est premium is reported for the extend-
ed-stay market. A year ago, the full-ser-
vice market reported the lowest premi-
um, while the economy/limited service
market had the highest premium. ■

28 PricewaterhouseCoopers

EXISTING UNDER
SUPPLY CONSTRUCTION

Economy 28.2% 28.8%
Midscale w/ 

with F&B 25.9% 6.6%
Midscale 

without F&B 16.0% 20.5%
Upscale 12.1% 20.6%
Upper upscale 17.7% 23.5%

Total 100.0% 100.0%

YEAR ROOM STARTS

1998 actual 145,875
1999 forecast 130,000
2000 forecast 115,000
2001 forecast 115,000

Exhibit H-3
Leverage Premium on Equity Discount Rate
(50.0% to 60.0% Debt)
THIRD QUARTER 1999

RANGE AVERAGE
(Basis Points) (Basis Points)

HOTEL MARKET CURRENT YEAR AGO CURRENT YEAR AGO

Full Service 0-1100 250-450 293 292
Economy/Limited Service 100-1000 100-600 415 344
Luxury 0-450 100-450 258 296
Extended Stay 300-1300 0-450 583 283
All Hotel Markets Surveyed 0-1100 0-600 387 304

(Simple Average)
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Full-service hotels are hot commodi-
ties with some sellers believing that
their properties are still worth the pre-
mium prices paid during last year’s
buying frenzy. However, with limited
funds for acquisitions and buyers con-
centrating on strategic purchases, the
number of transactions occurring this
year is much less than 1998. 

Investors weary of high prices are
looking to build full-service hotels.
Barriers to entry in strong markets are
limiting their opportunities. Midscale
hotels with food and beverage repre-
sent the least amount (6.6%) of the
total rooms under construction as of
year-end 1998. Upscale hotels, which
also include some full-service product,
represent 20.6% of the total rooms
under construction. 

Some participants believe that a
recession is possible, but most are not
overly concerned over the near term.
The economy is strong, unemploy-
ment and inflation are low, and
consumer demand is high. In addition,
public markets are carefully scruti-
nized. However, as one participant
warns, we need to be cautious. “The
industry is tied to the stock market and
a slight blip could lead to a recession.”
Most investors believe that the hotel
industry will withstand a national slow-
down better than it did during the last
recession since construction has
eased, fundamentals are stronger, and
hotels operate more efficiently today.

As of midyear 1999, the occu-
pancy rate for full-service hotels
declined to 64.8% according to Smith
Travel Research (STR). This is a 3.86%
decline from year-end 1998 and a
0.9% decline from year-to-date 1998.
Occupancy peaked in 1995 at 68.5%.
Participants expect occupancy levels
to continue to dip slightly as the indus-
try adjusts to new construction. 

Total available rooms increased
5.0% between January and June,
while total room demand was 4.0%.

As a result of room supply outpacing
room demand, the average daily room
rate (ADR) dropped to $86.42 as of
midyear 1999 according to STR. This is
a 5.52% decrease from the end of
1998, but a 2.3% increase from year-
to-date 1998. Projections for ADR
growth vary depending on the under-
lying fundamentals of the specific
geographic market. Overall, ADR
growth is expected to decline further.
Tight markets, such as New York,
Boston, and Denver, should see the
highest ADR growth rates.

All cash flow assumptions changed
this quarter. The largest shift was a 29-
basis-point decrease in the average
ADR change rate to 4.56%. The aver-
age operating expense rate fell 6 basis
points to 3.21%.

The average discount rate (IRR)
dropped 6 basis points and at 13.11%
is 32 basis points higher than the lux-
ury hotel market IRR (12.79%).
However, the average IRR for full-ser-

vice is well below the extended-stay
and economy/limited-service markets.
The average overall cap rate (OAR)
jumped 13 basis points to 10.15%,
and the average residual cap rate
inched up 4 basis points to 10.58%.

U.S. investors are becoming inter-
national investors too. Whether it is
the result of a strong global economy
or the easy accessibility to markets
through the Internet, interest in hotel
investments is increasing. London is
the foreign hot spot for hotel acquisi-
tions.

For U.S. investments, the North-
east and West (especially California
and Arizona) and major airport mar-
kets are frequently named as good
full-service hotel locations. Conven-
tion markets, such as Boston, San
Francisco, New York, and Washington,
DC, are also favored for full-service
hotels. ■

National Full-Service Hotel Market

Table 22
National Full-Service Hotel Market
THIRD QUARTER 1999

CURRENT FIRST YEAR
KEY INDICATORS QUARTER QUARTER 1999 AGO
Discount Rate (IRR)a

RANGE 9.00%–16.00% 9.00%–16.00% 9.00%–16.00%
AVERAGE 13.11% 13.17% 13.00%

CHANGE (Basis Points) — –6 +11

Overall Cap Rate (OAR)a

RANGE 8.00%–13.00% 8.00%–13.00% 8.00%–12.00%
AVERAGE 10.15% 10.02% 9.56%

CHANGE (Basis Points) — +13 +59

Average Daily Rate Chg. Rateb

RANGE 2.00%–10.00% 2.00%–10.00% 2.00%–10.00%
AVERAGE 4.56% 4.85% 4.88%

CHANGE (Basis Points) — –29 –32

Operating Expense Chg. Rateb

RANGE 1.00%–10.00% 1.00%–10.00% 1.00%–10.00%
AVERAGE 3.21% 3.27% 3.31%

CHANGE (Basis Points) — –6 –10

Residual Cap Rate
RANGE 8.00%–12.00% 8.00%–12.00% 8.00%–12.00%
AVERAGE 10.58% 10.54% 10.24%

CHANGE (Basis Points) — +4 +34

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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It is becoming increasing difficult for
willing investors to find profitable in-
vestments in the economy/limited-ser-
vice market. Most markets throughout
the country are saturated with econ-
omy/limited-service hotels that are not
performing as anticipated due primar-
ily to excessive competition. Investors
trying to sell hotels in overbuilt mar-
kets are finding limited interest from
buyers. The markets hardest hit are
those which experienced significant
office development over the past cou-
ple years such as technology corridors
in Atlanta and Denver.

Although there has been a recent
slowdown in construction due to cap-
ital restraints and a recognition by de-
velopers that there is overbuilding, it
may be a little too late. “The damage
has already been done,” comments a
participant. There is still a tremendous
amount of construction in the pipeline.
Economy hotels represent the largest
percentage of rooms under construc-

tion (28.8%). It is worrisome that the
largest amount of construction is oc-
curring where there is the largest sup-
ply of existing space.

In the economy/limited-service
market, the gap between room supply
and room demand is the largest of all
the hotel markets in our Survey.
During the first half of 1999, room
demand increased an average of 2.3%,
while room supply increased an aver-
age of 6.4%, according to Smith Travel
Research (STR). With room supply
nearly three times the room demand, it
is not a surprise that transaction activi-
ty is minimal.

The recent construction boom is
causing declines in occupancy rates
and average daily room rates (ADRs).
Occupancy dropped to 58.57% dur-
ing the first half of 1999. This is a 4.0%
decrease from year-end 1998 and a
0.8% slip from year-to-date 1998
according to STR. The ADR fell to
$50.23 as of midyear 1999, a 10.80%

decrease from year-end 1998, but a
3.95% increase from year-to-date 1998.
Participants are projecting a continued
decline in ADR growth, occupancy,
and RevPar until the gap between sup-
ply and demand is tightened.

All cash flow forecast assumptions
shifted this quarter. The largest change
occurred in the average discount rate
(IRR) which increased 18 basis points
to 14.75%. The average IRR for the
economy/limited-service market is still
the highest of the four hotel markets in
our Survey. By comparison, the aver-
age IRR in the other hotel markets are
14.50% (extended stay), 13.11% (full
service), and 12.79% (luxury).

The average overall cap rate
(OAR) incurred a minimal 2-basis-
point increase to 11.36%, while the
average residual cap rate increased 11
basis points to 11.83%. Again, both
rates are the highest of the four hotel
markets in our Survey. The average
ADR change rate declined 16 basis
points to 3.28%.

To offset the affects of declines in
occupancy rates and ADR growth,
owners of economy/limited-service
hotels are attempting to generate rev-
enue from other sources. Extended
business centers that offer copiers,
printers, fax machines, modems, com-
puters, etc. are becoming popular in
hotels. Room rates may be increased
slightly to compensate for their cost, or
additional fees are charged at the time
of use. Some hotels are increasing their
use of take-out delivery services for pa-
trons. In return for promoting a restau-
rant service, the hotel receives a fee.

Alternate sources for producing
revenue are likely to be implemented
until a reasonable equilibrium is reach-
ed in the market and occupancy rates
and ADRs stabilize. Investors are 
hoping that the wait will not be too
long. ■

National Economy/Limited-Service Hotel Market

Table 23
National Economy/Limited-Service Hotel Market
THIRD QUARTER 1999

CURRENT FIRST YEAR
KEY INDICATORS QUARTER QUARTER 1999 AGO
Discount Rate (IRR)a

RANGE 10.00%–20.00% 10.00%–18.00% 10.00%–16.00%
AVERAGE 14.75% 14.57% 14.14%

CHANGE (Basis Points) — +18 +61

Overall Cap Rate (OAR)a

RANGE 10.00%–13.00% 10.00%–12.00% 10.00%–12.00%
AVERAGE 11.36% 11.34% 11.34%

CHANGE (Basis Points) — +2 +2

Average Daily Rate Chg. Rateb

RANGE 1.00%–10.00% 2.00%–10.00% 2.00%–10.00%
AVERAGE 3.28% 3.44% 3.44%

CHANGE (Basis Points) — –16 –16

Operating Expense Chg. Rateb

RANGE 2.00%–4.00% 2.00%–4.00% 2.00%–4.00%
AVERAGE 3.06% 3.11% 3.11%

CHANGE (Basis Points) — –5 –5

Residual Cap Rate
RANGE 10.50%–13.50% 10.50%–12.50% 10.00%–12.50%
AVERAGE 11.83% 11.72% 11.59%

CHANGE (Basis Points) — +11 +24

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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While the luxury market is the domi-
nant segment of the hotel industry,
occupancy levels have dipped and
average daily room rates (ADRs) and
RevPar are trailing in comparison to
prior years. Investors, however, are
cautiously optimistic that the funda-
mentals of the market will continue to
provide opportunities for profit. Thus,
whether it is through acquisition of an
existing property or development of
new product, most investors want to
be part of the luxury market.

Despite strong interest from in-
vestors, the number of transactions has
declined. “The investment community
is still cautious,” says a participant.
Many investors are still waiting to see
what the REITs are going to do.
Although REITs by themselves remain
relatively quite, they are likely to try
and acquire properties through joint
ventures. 

Primary buyers for luxury hotels
include C-Corps and private individ-
uals. Foreign investors are also pur-
chasing top-tier hotels in the United
States. Le Meridien, part of Forte
Hotels in the United Kingdom, pur-
chased the 300-room Hotel Nikko at
Beverly Hills for reportedly $267,000
per room. Foreign investing is being
reciprocated as American investors
continue to acquire luxury hotels in
other countries. Starwood recently
purchased the Hotel Santa Marina in
Mykonos, Greece.

Construction activity has increas-
ed such as the 14-story, 300-room Ritz
Carlton in Miami. This resort is sched-
uled for completion in 2000. Devel-
opers are also moving forward on
plans to build the 162-room Hotel
D’Orsay in Long Beach, California. In
addition, a new 33-story luxury hotel
is planned for downtown San Diego as
part of a redevelopment project. The
hotel will be operated by Westin Ho-
tels Resorts, which is owned by
Starwood.

Overall, new construction in the
luxury market represents 23.5% of the
total space under construction as of
year-end 1998. Investors are hopeful
that increases in supply will have only
a minor affect on occupancy levels,
ADRs, and profits. New construction is
occurring in select markets that are
strong and underserved. 

For the first half of 1999, the luxu-
ry market achieved a 73.6% occupan-
cy rate with an average daily room rate
of $140.00. Although ADRs and occu-
pancy for luxury hotels are up from
year-end 1998, occupancy is down
0.8% from year-to-date 1998. ADR is
up 3.2% from year-to-date 1998.
While investors expect occupancy to
remain high, ADR growth is expected
to continue to decline. 

All cash flow assumptions changed
this quarter. The greatest shift is a 21-
basis-point decline in the ADR change
rate to 5.02%. This is a 71-basis-
point drop from a year ago. The aver-

age operating expense change rate
also declined this quarter to 3.08%; a
decrease of 9 basis points.

The average discount rate (IRR)
declined 2 basis points to 12.79%.
This is 4 basis points above the rate a
year ago. The average overall cap rate
(OAR) moved up 4 basis points to
9.29%. After climbing 30 basis points
from the third quarter 1998 to the first
quarter 1999, the average residual cap
rate dropped 14 basis points to 9.72%.
The majority of luxury hotel partici-
pants (54.55%) apply the OAR to the
forecast next 12 months income. The
remaining 45.45% apply the OAR to
the prior 12 months income.

As long as the economy remains
healthy, investors will take advantage
of select opportunities to invest in lux-
ury hotels. Even with a slowdown in
ADR growth, occupancy rates are ex-
pected to remain steady resulting in
continued RevPar growth. ■

National Luxury Hotel Market

Table 24
National Luxury Hotel Market
THIRD QUARTER 1999

CURRENT FIRST YEAR
KEY INDICATORS QUARTER QUARTER 1999 AGO
Discount Rate (IRR)a

RANGE 9.00%–16.00% 9.00%–16.00% 9.00%–16.00%
AVERAGE 12.79% 12.81% 12.75%

CHANGE (Basis Points) — –2 +4

Overall Cap Rate (OAR)a

RANGE 6.00%–12.25% 6.00%–12.25% 6.00%–12.25%
AVERAGE 9.29% 9.25% 9.19%

CHANGE (Basis Points) — +4 +10

Average Daily Rate Chg. Rateb

RANGE 3.00%–10.00% 3.00%–10.00% 3.00%–12.00%
AVERAGE 5.02% 5.23% 5.73%

CHANGE (Basis Points) — –21 –71

Operating Expense Chg. Rateb

RANGE 1.00%–5.00% 1.00%–5.00% 1.00%–5.00%
AVERAGE 3.08% 3.17% 3.29%

CHANGE (Basis Points) — –9 –21

Residual Cap Rate
RANGE 7.00%–11.50% 7.00%–11.50% 7.00%–11.50%
AVERAGE 9.72% 9.86% 9.56%

CHANGE (Basis Points) — –14 +16

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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The extended-stay market continues to
be the fastest growing segment of the
hotel industry and attracts business trav-
elers, as well as people relocating,
building homes, or attending family
functions. Occupancy levels are typi-
cally above those of traditional tran-
sient hotels and operating costs are
lower. The appeal of higher profit mar-
gins is attracting new investors, as well
as keeping current investors searching
for additional investment opportunities.

Although there has been rapid
growth over the past several years, de-
velopment has been occurring in all
segments of the market, including econ-
omy, midprice, and high-end. Overall,
most segments are reportedly perform-
ing very well and construction is pro-
jected to continue. The rate of con-
struction, however, is occurring at a
slower pace.

According to a recent report pre-
pared by The Highland Group, extend-
ed-stay hotels represent only 4.0% of

the total room supply in the country.
There are, however, areas of the coun-
try where overbuilding is likely occur-
ring. In some markets, extended-stay
hotels represent over 30.0% of the
total room supply. If building contin-
ues in these saturated areas, rate re-
ductions may occur and operating
profits will decline. 

Overall, the total extended-stay
room supply is projected to increase
by 45,000 rooms in 1999 and total
300,000 rooms by year-end 2002
(approximately 8.0% of the total hotel
room supply in the country). Most of
the new construction is occurring in
high-growth areas such as Dallas,
Denver, and Atlanta. Participants also
note Colorado, Utah, and Florida as
preferred states for extended-stay
investments. The Northwest region of
the country is also a favorable area for
investors.

All cash flow assumptions changed
this quarter. The largest shift occurred

in the average ADR change rate, which
declined 48 basis points to 3.83%. The
average operating expense change rate
inched up 3 basis points to 3.19%.

The average discount rate (IRR) in-
creased 7 basis points to reach 14.50%.
The average overall cap rate (OAR)
realized a 24-basis-point increase to
10.83%. The rate is now 1 basis point
higher than a year ago. The average re-
sidual cap rate moved 29 basis points
higher to 11.26%, 44 basis points
above the rate a year ago. The extend-
ed-stay market continues to have the
highest average discount rate of the
four hotel segments in our Survey.
Thus, participants view hotel invest-
ments in the extended-stay market as
the most risky. “The amount of con-
struction continues to push discount
rates up,” comments a participant.

Midprice extended-stay hotels, the
newest product of the extended-stay
market, are apparently being well
received. As a result, many economy/
limited-service owners are continuing
their efforts to build customer  loyalty
through frequent-stay guest programs
and other gimmicks. Some economy/
limited-service owners, however, are
taking the “if you can’t beat ‘em, join
‘em” approach by expanding into the
extended-stay market. Motel 6 recent-
ly announced their new extended-stay
line – Studio 6. Motel 6, like other lim-
ited-service hotels with established
brand loyalty, is hoping to retrieve cus-
tomers lost to extended-stay hotels.

The underlying economics of the
extended-stay market are appealing to
travelers, as well as investors. The ex-
tended-stay market is projected to
nearly triple over the next five years.
Developers, however, need to exercise
caution on new construction in certain
markets or overbuilding will hinder the
potential for future growth in the mar-
ket. ■

National Extended-Stay Hotel Market

Table 25
National Extended-Stay Hotel Market
THIRD QUARTER 1999

CURRENT FIRST YEAR
KEY INDICATORS QUARTER QUARTER 1999 AGO
Discount Rate (IRR)a

RANGE 12.00%–17.00% 12.00%–16.50% 12.00%–16.50%
AVERAGE 14.50% 14.43% 14.04%

CHANGE (Basis Points) — +7 +46

Overall Cap Rate (OAR)a

RANGE 9.00%–12.00% 10.00%–12.00% 10.00%–12.00%
AVERAGE 10.83% 10.59% 10.82%

CHANGE (Basis Points) — +24 +1

Average Daily Rate Chg. Rateb

RANGE 2.00%–10.00% 3.00%–10.00% 2.50%–10.00%
AVERAGE 3.83% 4.31% 4.00%

CHANGE (Basis Points) — –48 –17

Operating Expense Chg. Rateb

RANGE 2.00%–5.00% 2.00%–5.00% 2.00%–5.00%
AVERAGE 3.19% 3.16% 3.18%

CHANGE (Basis Points) — +3 +1

Residual Cap Rate
RANGE 10.00%–13.00% 9.50%–12.50% 9.50%–12.50%
AVERAGE 11.26% 10.97% 10.82%

CHANGE (Basis Points) — +29 +44

a. Rate on unleveraged, all-cash transactions
b. Initial rate of change
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Survey participants represent a cross
section of major institutional equity real
estate market participants who invest
primarily in institutional-grade property.
Initially, each participant is interviewed
by telephone or in person regarding the
cash flow assumptions used in analyz-
ing real estate investment opportunities
throughout the United States. Sub-
sequent quarterly surveys are completed
by mail with telephone follow-ups.

Information is criteria applied in the
quarter in which it is reported.

As a group, the survey participants
collectively own, control, or acted as
agent in 1998 transactions of institution-
al-grade real property assets with a total
estimated value in excess of $200 bil-
lion. The minimum equity investment of
the participants is from $5 million to $50
million (excluding hotel participants).
Rates and other assumptions presented

in this survey indicate participants’
expectations from institutional-grade
real property investment. They do not
reflect performance of such property. The
information is not generally applicable
to investments that are not institutional
grade. Although we do not represent that
the survey is statistically accurate, the
survey results provide important insight
into the thinking of a significant part of
the equity real estate marketplace. 

■ INSTITUTIONAL-GRADE REAL ESTATE
Real property investments that are sought
out by institutional buyers and have the
capacity to meet generally prevalent institu-
tional investment criteria.

■ KORPACZ YIELD INDICATOR (KYI)
A composite IRR average of the surveyed
markets

■ KORPACZ DIVIDEND INDICATOR (KDI)
A composite OAR average of the surveyed
markets

■ MARKETING TIME
The period of time between the initial offer-
ing of a property for sale and the closing
date of the sale

■ STRIP SHOPPING CENTER
Neighborhood or community center

■ RESPONDENT TYPE
Classification of survey participants into
descriptive categories (e.g., domestic pen-
sion fund, REIT, investment advisor)

■ FORECAST PERIOD
Time for projection of anticipated cash flow
benefits for discounted cash flow analysis

■ CHANGE RATE
Annual compound rate of change
Market Rent
Achievable current rent if vacant
Expenses
Total property expenses

■ RESIDUAL
Estimated total price at conclusion of fore-
cast period
Cap Rate
Overall capitalization rate used in calcula-
tion of residual price
Selling Expense
Transaction expenses (legal, brokerage,
marketing, etc.) paid by the seller 

■ DISCOUNT RATE (IRR)
Internal rate of return in an all-cash transac-
tion, based on annual year-end compound-
ing; formerly termed the free and clear equi-
ty IRR in the Korpacz Survey

■ OVERALL CAPITALIZATION RATE (OAR)
Initial rate of return in an all-cash transac-
tion; formerly termed the free and clear equi-
ty cap rate in the Korpacz Survey

■ VACANCY ASSUMPTIONS
Months Vacant
The number of months a space remains un-
leased at the expiration of a vacating
tenant lease
Tenant Retention
Percentage of leased rentable area that is
expected to be released by the existing ten-
ants at lease expiration
Underlying Vacancy/Credit Loss
Percentage of total revenue uncollected due
to unexpected vacancy or credit loss (in
addition to any rent loss from vacancies at
lease expirations)

■ NET OPERATING INCOME (NOI)
Income remaining after deduction of all property
expenses. In direct capitalization, investors capi-
talize one of the following:
1. NOI after capital replacement reserve

deduction but before TIs and leasing
commissions

2. NOI before capital replacement reserve
deduction, TIs, and leasing commissions

3. Cash flow after capital replacement
reserve deduction, TIs, and leasing com-
missions

■ REGIONAL MALL CLASSIFICATIONS
Class Retail Sales PSF
A+ $400 and up
A $300 to $399
B+ $250 to $299
B $200 to $249
C+ $150 to $199
C $100 to $149
D Less than $100

■ RESERVE
Amount allocated for periodic replacement
of building components during a property’s
economic life

■ FULL-SERVICE HOTEL
Hotel with restaurant and lounge facilities,
meeting space, and a minimum service and
amenities level; moderate to lower upper-tier
pricing; includes all-suite hotels

■ ECONOMY/LIMITED-SERVICE HOTEL
Hotel with “rooms only” operation and no
food and beverage except possibly continen-
tal breakfast; lower-tier pricing

■ EXTENDED-STAY HOTEL
Hotel with rooms that generally include
work stations with two-line phones, access
to fax machines; mid- and upper-price hotels
include kitchenettes, separate lounging area;
weekly rates.

■ LUXURY HOTEL
High-quality hotel offering personalized
guest services, typically with extensive
amenities; upper-tier pricing; includes four-
and five-star resorts

■ OPERATING EXPENSES (HOTEL)
The on-going expenditures incurred during the
ordinary course of business necessary to main-
tain and continue the production of gross rev-
enues, not including reserves, debt service,
and capital costs

■ GROSS ROOMS REVENUE 
MULTIPLIER (GRRM)
The relationship, or ratio, between sale price
and gross rooms revenue

■ MANAGEMENT FEE (HOTEL)
An expense item representing the sum paid
for or the value of management service,
excluding incentives, expressed as a per-
centage of total revenues

■ RESERVE FOR REPLACEMENT
OF FIXED ASSETS (HOTEL)
An allowance that provides for the periodic
replacement of building components, and
furniture, fixtures, and equipment, which
deteriorate and must be replaced during the
building’s economic life

■ RevPar
Revenue per available room

Survey Process

Definitions



PricewaterhouseCoopers LLC
Real Estate Publications and Products

Korpacz Real Estate Investor Survey® <www.korpacz.com>
Quarterly publication of market information on equity investment in institutional-grade real estate. In 22 separate market reports, the Survey
includes up-to-date cap and discount rates and cash flow forecast assumptions of active market participants in retail, office, industrial, mul-
tifamily, development land, and hotel markets. Includes OARs and IRRs for noninstitutional-grade property. Online subscribers have com-
plimentary access to thought-provoking and leading-edge research articles and white papers on a variety of U.S. and global real estate
issues. Internet subscriptions and Intranet multiuser site licenses available. The Emerging Trends in Real Estate 2000 forecast is included as
part of a Survey subscription.

Price (U.S.): Online  $225 for one year  ■ $375 for two years Print  $250 for one year  ■ $415 for two years

For foreign pricing and single-issue rate,
please call 301-829-3770, email info.korpacz.com, or check out our web site – www.korpacz.com

Korpacz Real Estate Source Directory® <www.korpacz.com>
A cumulative Internet database describing thousands of real estate data sources, software products, education programs, books, Web
sites, and government publications from counties and regional planning authorities throughout the United States. Also contains links to
selected articles of interest to the real estate industry. New product entires are added weekly, and product descriptions are updated on a
regular basis. The Emerging Trends in Real Estate 2000 forecast is included as part of a Directory subscription.

Price: Online only $175 for one year ■ $125 for six months

Emerging Trends in Real Estate
This annual forecast, published since 1979, has been the commercial real estate industry’s benchmark report on development in the
industry. Emerging Trends contains forecasts and analysis by industry leaders on investment trends, capital flows, markets, and property
types.

Price: Online  $75 Print  $95 (U.S.)   ■ $110 (foreign)

The Lincoln North & Company Limited Survey
A unique Canadian survey of the investment market in metropolitan Toronto. The survey includes information for office, retail, industrial,
and apartment markets. It is produced by the Real Estate Advisory Services Group in Toronto, Canada.

Price: Print  $200 for one year  ■ $65 for a single issue

COMING SOON 

Emerging Trends in U.S. Real Estate Market Cycles
A semiannual publication of real estate cycle information on the position of office, warehouse, retail, apartment, and hotel sectors in the
58 major U.S. markets. Based on PricewaterhouseCoopers’ propriety real estate cycle model, this publication will make extensive use of
graphs and explanatory analysis and comments providing a clear and concise understanding of emerging trends in U.S. real estate mar-
ket cyles.

Expected publication date - late Fall 1999.

For further information about these products, contact:

Global Strategic Research Group
PricewaterhouseCoopers LLC

6500 Rock Spring Drive, Suite 500
Bethesda, MD 20817-1100

(301) 829-3770  ■ Fax (301) 829-3769
E-mail: info@korpacz.com  ■ Web site: www.korpacz.com
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Financial Advisory Services
Global Real Estate Valuation/Consulting Practice

The Global Real Estate Valuation/Consulting Practice of PricewaterhouseCoopers’ Financial Advisory Services is committed
to providing ours clients with comprehensive services that build value, manage risk, and improve performance. Specialty
areas include:

■ Valuation ■ Transaction assistance ■ Appraisal management
■ Reviews ■ Cost segregation ■ Due diligence
■ Expert testimony and litigation support ■ Portfolio performance benchmarking ■ Technology assistance
■ Research ■ Policies and procedures

“The Source for Real Estate Expertise”

For further information, contact:

Robert K. Ruggles, III, MAI, CRE
Principal

PricewaterhouseCoopers LLC
615 Franklin Turnpike
Ridgewood, NJ 07450

201-689-3101 ■ robert.k.ruggles.iii@us.pwcglobal.com

Atlanta
Don Burns, MAI, CRE ■ 404-658-8590

John Cherry, MAI, CRE  ■ 404-658-8828

Chicago
Dan Bajadek, MAI ■ 312-540-2501

Houston
Richard Wincott, MAI, CRE ■ 713-356-4114

Del Kendell, MAI, CRE ■ 713-356-4817

Los Angeles
Richard E. Kalvoda ■ 949-251-7249

Tampa
Alan Plush, MAI ■ 941-379-2375

Washington, DC
Peter F. Korpacz, MAI ■ 302-663-9595

Michael J. Carey, MAI ■ 301-663-9595

New York
Michael J. Mihalek, MAI ■ 201-689-3115

© 1999 PricewaterhouseCoopers LLP. PricewaterhouseCoopers refers to the U.S. firm of PricewaterhouseCoopers LLP and other members of the
worldwide PricewaterhouseCoopers organization. Printed in U.S.A. All rights reserved.


