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of the 2008 price collapse. The collapse was the biggest
since 1986, when prices fell nearly 40 percent because
Congress changed the tax laws for real estate owners. Lack
of financing for commercial real estate, higher vacancies and
declining rents due to recession, and a lack of confidence in the
future of America caused transaction volume to plummet in
2009 and 2010.

But time marches on. Five years have passed since the com-
mercial real estate lending market froze and started the down-
turn in July 2007. The recovery has been painfully slow, but it
is clearly underway.

America’s office buildings fill when employment increases.
Most professionals focus specifically on job growth in two key

The office market is rising like a phoenix from the ashes
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industry sectors: professional and business services (PBS) and
financial activities. PBS employment peaked in January 2008 at
roughly 18 million workers. By September 2009, this number
had dropped to 16.4 million. Since that trough, PBS employ-
ment has risen virtually unabated to 17.9 million, recovering
nearly all the recession losses.

Employment in the financial activities industry has not fared
as well. This sector reached peak employment of 8.3 million in
December 2006. The cataclysm in the industry caused em-
ployment to fall to a cyclical low of 7.6 million at the trough
in July 2010. Since then, employment has resumed a gradual
uptrend to 7.7 million workers by September 2012. Today there
are over a half million fewer workers employed in financial
activities than there were at the end of 2006.



ccording to CoStarNet, absorption for the Dallas— Class-A Office Gross Rental Rates
AFort Worth market was up nearly 610,000 (Gross Asking Rates for Overall Market)

square feet in second quarter 2012, following a 32
320,000-square-foot gain in the first quarter. Austin filled \ y
314,000 square feet in the second quarter after absorbing 30
over 631,000 square feet in the first quarter. 28 AUSTIN J

San Antonio followed the positive trend as well. Net \ / HOUSTON

absorption was nearly 250,000 square feet in the second 226
quarter, following 468,000 square feet of positive absorp- = \ / / SAN ANTONIO
tion in the first quarter. The Houston office market is on 824

fire, filling more than 1.5 million square feet in the second
quarter after filling more than 1.3 million square feet in the 22
first three months of 2012.

Nationally, rental rates for office buildings have been
stabilizing, and Class-A office space rents are inching up-
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ward (see figure). Texas is no exception. Amazingly, asking 2001 2002 2003 2004 2005 2006 2007 2008 2009 2010 2011 2012
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in Houston, Austin and San Antonio are now higher than

during the halcyon days of 2007. Asking rents in Texas cities he Great Recession did substantially delay many con-
compared with the “gateway cities” that are drawing strong I struction projects in the Texas office market. As of Sept.
investor interest are shown in Table 1. 27,2012, EW. Dodge data indicate 45 office construc-

After the financial collapse in 2007, construction for all tion projects have been put on hold in Houston, 46 in Dallas,
commercial real estate came to a grinding halt. Lending for 26 in Fort Worth, 40 in Austin and 17 in San Antonio.
new real estate projects vaporized. For nearly two years, little The stock market has been signaling an office market
new supply of office space was added in America. But times are = reawakening. Real estate investment trusts (REITs) that own
changing. As someone once said, the state bird of Texas is the office buildings put in a strong performance in 2012. Prices for
construction crane. the largest REITs are up 26.6 percent in 2012 (Table 2). Notice

A review of EW. Dodge data revealed there are 64 office proj- how the average price for the apartment REITs is up just .3
ects currently under construction in Houston alone. Dallas has  percent for the same time period. Apartment REITs were the
16 projects underway and Fort Worth and Austin have 25 and darling of the market in recent years, but a new sheriff moved
15, respectively. San Antonio has 26. into town in 2012.



Table 1. Class-A Office Asking Rents

Large Texas Markets PSF Gateway Cities PSF
Houston $30.73 New York $56.53
Austin $29.94 San Francisco $41.53
Dallas—Fort Worth $22.56 Washington, D.C.  $38.48

Source: CoStar Group

ome office REIT managers still view the overall market

as weak and are preparing for the possibility of future

challenges by holding large cash reserves and acquiring
only top quality buildings
in the strongest markets.
However, they are seeing

Table 2. REIT Price Changes, 2011-12

According to CoStar, the average office cap rate for sales on
office buildings 15,000 square feet or larger declined from a
high of 8 percent in first quarter 2009 to 7 percent at the end of
March 2012. Clearly prices have begun to pick up steam. Real
Capital Analytics (RCA) reports cap rates in CBDs dropped
from 8 percent to around 6.5 percent by August 2012.

Data from RCA shows cap rates for the CBD areas rang-
ing from 5.5 percent in Washington, D.C., to 7.2 percent for
New York City boroughs. CoStar shows Houston and Austin
following similar trajectories with average cap rates at around
9 percent in second quarter 2009, then trending downwards
to the high 6 percent range for Houston and the low 6 percent
range for Austin at the end
of March 2012. These rates
are lower than the national

occupancy continuing to Price as of Price as of  Percent average, and this displays
recover in quality markets 10/12/2012  12/31/2011  Change leakage from the overcrowd-
and are starting to increase Office Real Estate Investment Trusts ed gateway cities that are
rental rates. Brandywine 12.37 9.5 30.2 driving cap rates down and

The uncertainty of Amer- Boston 108.94 99.6 9.4 prices up in these two Texas
ica’s economic and politi- Mack-Cali 27.86 26.69 4.4 markets.
cal future has been a major Parkway 13.88 9.86 40.8 ith Class-A mar-
concern. Mortimer Zucker- CommonWealth 14.72 16.64 -11.5 kets bid up so hlgh,
man, CEO and co-founder of Kilroy 46.37 38.07 21.8 there is a potential
Boston properties, expressed Brookfield 15.89 7.81 LR opportunity for investors in
his concern during a second e L7 s, L2 the B and C office buildings
quarter 2012 conference call: PouglasEmmett b (85 30.0 based on relative value. The
“We've had the biggest or Corporate Qfﬂce . 25.55 21.26 20.2 Class-A space will reach a
the most stimulative fscal Average price change for office REITS 26.6 point that is t0o expensive
and monetary policy in our S&P 500 1428.59 1257.6 13.6 to justify the cost, making
history, and here we are, Apartment Real Estate Investment Trusts the Bs and Cs (especially
three or four years later, AIMCO 25.45 22.91 UL the high-quality ones that
and we’ve run up deficits of Associated Estates e U958 —&0 can also benefit from a little
close to $5 trillion, and it AvalonBay L) LUt e rehab) a much more attractive
has not taken the economy BRE Properties 46.46 50.48 -8.0 alternative. There is always
out of the very weak status.” ?:ndgnl gé; gé;g 8; value in leaving “something

. Class-A bu.ildings in major E(;)u(i)tr;aRes 56.02 B0 :1 5 for the other‘ guy. ’.’

cities are seeing rents and oc- T 1455 14051 36 Opportunity will be con-
cupancy pick up thanks to a Home Prop 58.81 5757 22 centrated in strong economic
“flight up the quality curve” UDR 24.01 25.1 43 areas with good job growth,
according to Gerry Sweeny, Post Properties 47.37 43.72 8.3 and if Texas remains one of
CEO of Brandywine Realty Average price change for apartment REITS 0.3 the lone areas with this qual-

Trust. In a weak market,
tenants can move into the
best buildings at affordable rent levels. Hence, the nicest
buildings fill up with tenants that move out of lesser-quality
buildings in the same city.

A surge of buying interest from REITs, pension funds and
other investors is pushing prices up, especially in large mar-
kets. Real Capital Analytics reported that their Commercial
Property Price Index was up 10.3 percent in the 12 months end-
ing June 2012. CoStar noted that office buildings in New York,
Boston and San Francisco have recently sold with cap rates less
than 5 percent. A Boston office building, 100 Federal Street,
sold for $471 per square foot and a cap rate of 4.4 percent.

As cap rates are further compressed in the gateway cit-
ies, REITS have started to look more and more to alternative
markets with strong economic growth. Office market growth
requires strong job growth, and there is no better place for job
growth than Texas. There will likely be increased institutional
interest in Texas office buildings that are filled with quality
tenants, which could drive prices higher.

Source: CoStar Group

ity it will become even more

flooded with people want-
ing a piece of the action. It would be prudent to get into these
markets before this occurs so when things do heat up investors
can sell into strength and not buy at the peak.

With all the focus on apartments for the past two years, the
office market hasn’t gathered as much media attention. But
clearly the market is coming back, and the investor public is
moving back into the sector. #

Dr. Dotzour (dotzour@tamu.edu) is chief economist and Parulian and
Stewart research assistants with the Real Estate Center at Texas AGM
University.

Job growth is returning to sectors of the economy that use
office space. As a result, rents are starting to increase and
investor interest is heating up. After several years of dor-
mancy, new buildings are under construction.
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WHAT'S
YOUR PROBLEM?

To tell us about your problem
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IT WON'T LAST LONG

Time to take advantage of a special offer
from the Real Estate Center is quickly disappearing.

English-Spanish Real Estate Glossary
(Kindle Version)

$2.99

. Nearly 800 real estate terms defined, .
translated and explained in this-e-book:-
available from Amazon.com.
A must-have for anyone with
Spanish-speaking real estate clients.

No Kindle? No problem. Free Kindle
reading apps are available for Windows,
Macs, iPads, iPhones and most other
desktop and mobile devices.

Offer melts away on Feb 28 2&13 A S e
Order at amzn. to/XORCPP AN e



