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eal Eslate is parl of the capital

markels and nowhere is this more clear

than in the stock market, where analysts

point out that REIT stocks sulfered for less

in the October 1997 correction than did the S & P

500 [6.9%). Claiming REITs a safe haven,. their pro
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ponenls are urging small investors and large tunas

alike 1o increase their REIT holdir s
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Those i al lollow these m

go out of tavor in the mid ‘705 with disostraus resylts
Tl"‘--:'\.r' remained on the sidelines thru the eighties bull
market. However, peginning with a tax law change

in 1993, which allowed institutions to own REIT shares,

they have come roaring back.

Today, they dominate the commercial real estate
markets. By acquiring as much properly as they can,
the REITs grow by issuing new shares and taking on
more debt for the next wave of buying. Mergers are

common, locally, Columbus Realty Trust was acquired
by Atlanta based Post Properfies to allow the
combined firm to improve their borrowing power by

paying less interest on the same debt

The REIT's cost of capital is lower than most other types
of institutional real estate owners and therefore they
con afford to pay more for the some office building or
shopping center than an individual investor or limited
parinership. Therefore, today they drive the market

and compete with one another when large commercial
properfies are placed on the market

This picture of the real estale marke! sounds oo good
fo be true. Just buy REIT stock through your life
insurance, IRA or company pension and as rents go
up you can take early refirement! There must be
some cafch; but, what is it Where is 12 | beligve
that it begins ond ends with our perceplion of how
things are going. Todoy most of us see growth and
prosperiny and our investmeants inc I-.:-'}E.ih:_] over tha
ong term. This rosy picture can change if enough of
us start seeing the Invesimen! enviranmen! glass as
halt-empty rather than half-full

To wit, in October 1997, in just two days, sellers of
market shares drowned the buyers when the Dow
Jones Average tell nearly 800 points only 1o come
bouncing back. But, whal happens if interest rates
slart going up and companies with investments in
Asia or Lotin America start missing profit projections?
Fund managers see this and start selling to increase
their cash position and protect their gains. All of these
things can turn our perception of that rasy glass to
being murky and then we become unceriain and
lentative.

On @ more local level, REITs who are now building
office buildings could find thal the expansion al
these companies, who were going to occupy the
new space, slows down and new hiring decisions
are put off. Production slated for a new plant in Fort




Worth is shifted to another site leaving home builders
largeting the workers, who were to move in 1998,
without @ market and new refail developers without
lenants.

Then the unspeakable happens, the market has
another correction and cerfain REITs who had
borrowed close to their statutory limited [50% of
their market capitalization) find they are over their
borrowing limit

These events are hypothefical and could never
happen; or could they? | have always been lold that
real estate is a cyclical industry and that, at ony given
As real
eslate becomes more closely aligned with the main
siream capital markets through the REIT own?rshup

and se

moment, we are somewhere on the cycle.

uritized morigages, real estale will be subject
lo 1!"-».~ \.-c_l;__1a_1r|r|+..-:> of these public markets

We have no crystal ball here; but, we have seen
fremendous ql"uwﬁ'- in Texas trom the depths of the last
1990, We
have cleatly arrived at a peint |||g|| on the cycle as
there is

real estale depression beginning around |

new consiruchorn occurring in every majoar

|"'|-,'1'.|-.—_'_'-.' -'::rl-;l almost eveany F_'Jf-"-:;:-ﬁﬂ'\,f Npe ku-_',_ it s much

easier for one 1o see slow downs occurring in the

economy and fewer jobs beine g created or relocated

lo the Texas markets than it is for one to see this boam

conlinuing |r'|_'_ii:-%|f'ul'i-j:|y This is not a time for the faint of
hear because af the fop of the cycle many forlunes
are made and many ore lost. My one homily for those
in the Texas real estate markets is "know <he risks that
you toke and prepare accordingly. Have a clearly

delined exit strategy.”

Faun 1997 Resuirs

This publication is o result of a survey of active
parlicipants in the real estale markets in Texas including
Investors, lenders, Morigage Bankers, Brokers,
Portfolio Managers, Appraisers and Tille Company
Executives. The Group reported completing 182
transactions totaling $ 1.54 billion during the past year.

Texas New Construction Focus

Our Group of Respondents were active in all major
Texas markets; Austin, Dallas, Ft. Worth, Houston and
San Antonio. More than half of them had parficipated
in @ new consiruction project in Texas dufing the past
six months. Therefore, we asked The Group "what do
following property
fype in Texas during the next six months2” Their
answers reveal that the cost to build new properties
has increased throughout the state for all property
types from six months ago.

Following are the estimates of new construclion costs

as reported by our Group

| Avg. Cost of | Avg. Cost of
| Construction | Construction
PROPERTY TYPE Foll 1997 Fall 1996
[ Apartments [per unit 60,000 $55870
Suburban Oilice = 1 1900 8:00C
K pping anter | [; RaA O 81 00
H Jistribution Warshouss [per 5F) 11.00 10.15
|| imited Service Haotel (per room) 143 000 50000
New construction is oceurfing loday in all Texas cilies
in the apartment, industrial, retail ind mini
slorage mal kets. Olice construction is wi il-'ui_ read in

the lorger cities and Includes many speculative
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(effective rent,

CONsSSnsuUs opinion

net of vacancy) and |landlord’s share of|
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today
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| | Property Type Fall | Range ll Fall | Range ‘
e .2 L igh
0509 d/y | 8800475/ |
- — |
Favaed [inlime spoce| | 153 | i 18.0 I_ K | 30 3.01 |
Reiod |oncho) | &3 5.00-8.01 | |85 [ | 752 20 |
| Indheakiial Warehe :'.e‘l 3180 ‘ ] 50.4.20 | |40 l 1.15-1 .65
sl | §710 | 675750 i} i ‘ 225300




InvesTveENT TARGETS

Ruring the past year, we asked The Group about how
they look al real estate investments in Texas. Mast
investors had gone into such acquisitions with a specific
time frame in mind and an exit strategy. |n our last issue
we found that many of the acquisitions were based on a
three 1o five year resale. Interest rates have continued to

decrease allowing for
financing. This has brought new investors to the marke!
looking for higher yields and existing investors cash
through the ability to resell properties purchased during
the 1990-1995 time hrame.

A majority of The Group reported that new real estate
investments show lowet protorma returns than those of
one year ago, bul thal the lower bar OwiIng cosls and
sirang grc .\'-'..r-'|| have altraclied more investors into the
state, Most have reported litfle change with their major
Invesimeant assumn Tlfl{?”b H"W'_.'\LI e $KPEC EL_J returns
compelitive

have decreased due to the mare

environment.
INVESTMENT RETURNS
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properly purchased within the

whal was lhei i urn {as o per te
Those thal sold properties reported annualized relums
ranging trom. 22% to AQ% on recent real esiote sales
The average return was nearly 30% per year. These

resulls r-.-,'-.“e;.-l._'.' in many cases the resale ¢

and FDIC

f properfies
purchased from the RTC , at depressed

[I” ~B5
Real Estare YiELps

f

.‘.'Igriifit:mr'll inflation has caused the lljrmg-ferm freasuries

The recent

lo decrease. This in furn has assisted the real estate
markets by lowering mortgage rales by nearly 75
basis points. Llower mortgage rates allow paositive
leverage and higher returns fo the equity investors,
Thus, it is no surprise o see cap rates and yields

e on properties Ihroughout the

state

As a result, yields have declined and most cap rates are
below 10% for investment-grade properties. Hotels,
which carry the perceived additional risk of management,
have continued fo stay below 11% in their cap rates.

REITs, who are the most aggressive buyers, have pushed
cap rates lower competing with one another for the
ility to grow their asset base |see lead Urh'c|e].
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Discount rates, also known as lree and clear equity

returns, have generally changed lo the same degree

as lhe cap rates from those rates of one yeor ago. The

current discount rates being used In the Texas Markets
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Waighted | Weighted | Changs
Avg. Fall | Avg. Fall From
9% | low 1957 High | Foll 199
——— ja | nox| nose| i20% | 05 pis
1.1l . 0.5 | 20 | 120 | 09 |
Retaill | 19 10.5 | 1135 | r:e‘*l 58 |
el | N4z | M0 | Ws7 | 125 ] 10
Hole B : ns | 1200 | 130 58
Gro rmi!r':-v.r"j 10.75% @ 6.'3'?:' 'L? qc*” I II O‘é: Q5 ‘

With the purchase of mos! real estate one is buying
future income. Therelore, one of the crifical assumptions
with regard to any investment is its ability lo pay net
income. Our Group had become extremely bullish
regarding renf increases. During the last two years
many of the respondents were looking for double digit
increases in their markets; however, their optimism has
subsided and expected increases have gotien smaller.




The office sector is the strongest and our Group
believes that office rents will increase by nearly 7.6%
next year and more than 7.0% the next year. With very
litfle of the new office construction completed and most
suburban markets very light, landlords have boldly
raised rents by 15% to 30% over the last two years.

Many of the other sectors are not performing quite as
well. Therefore, the anticipated increase in income for
all property types is enly 4.9% for next year. Office and
hotel sectors are the only ones where income growth is
expected lo be above 5%. This market performance
represents a slight decrease from the prior year which
probably reflects the increase in office, industrial and
hotel construction which will help keep rents in check

Below are the estimates of our Group concerning
increases in income and expenses for the major
properly lypes over the next two vears

Next Year

Fellowing Year |
Income Expenses | Income Expanses
‘trl frmasril |
1
e & s { i
ke | uf ] 4
Industnial B ¢ 3.LC 1.4
Averoge [ 49% | 3. 9% [ 435% | 39% |

Below are the current lending criteria for real estale
loans made on Texas properties. Rales are 37 basis
poinis lower than our survey one year ago and
represent both acquisition and development loans as
well as permanent loans,

CURRENT LENDING CRITERIA
[ Jinermst] 'G¥ [ Tomin | Balloan] |
:_.... Rate | Ralio Yeora_l_l_rﬁclrs bR Painis
Fall | ' '
1997 7 76% 75.0 25 _7'5 1. 25x .00
Foll
| 1904 B.i3% | 71.5 20 | 70 | 130x| 100
SUMMARY
|.i"ll.'- veacr, | g .:’ r Wil ljt.’- 'r!'lle:-'llk'--_!-'e-'-'] as Ili--- year ':
the REIT. They dro of, pushing up prices
md drivin Q dowr las ond Houston saw

signiticant anomic expansion while

weakness appeared in the Austin and San Antonio job
matkels, Office buil NS and he lels will conhnue 1o
oul [JT--:'r__:r;. ||r resl ol the f'-:'h:‘_ in !""'(_"LI:': ;!.. nlerest
rales are near 30 Y e lows, real esiale canlinues o
attract signiticant capital and provide excellent yields

when .'._-!'rl[_;u;lu'afj to athar investments

Feter Malin and The Matin Group disclaim any and all libility for the accuroey of the data submitted that was Included in this survey, and
therefore, for uses and opplication of the data reported. For permission to reprint this infatmation in whole o in part, cantact Peter Malin of [T

A subscriplion is available
for $100 per year
lo keep abreast of the Capital
and Investmenis Markets
in Texas Real Estate
send your name and address

5925 Forest Lane
Suite- 505
Dallas, Texas 75230

aleng with your check o

Tue MaLIN Group
5925 Forest Lane, Suite 505
Dallos, Texas 75225
call or email
(972) Q60-1250
Fax (972) 960-1201

pmalin@airmail.nef
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