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I t’s hard to imagine inter-
est rates could go any-
where but up, especially 

10- to 30-year rates. We’ve been 
saying that for several years 
now. The big issue for 2013 is 
whether the Federal Reserve 
will continue accommodating 
bond markets to counter fis-
cal drag from growing federal 
austerity. It appears the group 
will. On the other hand, fail-
ing to address federal auster-
ity will cause higher long-term 
rates due to growing anxiety 
in financial markets over sov-
ereign debt in advanced coun-
tries around the world with the 
U.S. simply leading the way. 

Cap rates, while at low points 
historically, reflect high-risk 
premiums relative to Treasur-
ies. The question is whether 
the risk premium is legitimate 
(commercial real estate is even 
more risky relative to 90-day 
Treasury bills) or whether Fed-
eral Reserve intervention has 
created an “artificial” premi-
um. The good news is com-
mercial real estate survived 
what could have been a blood 
bath had regulators forced real 
estate-owned liquidation as 
opposed to the Federal Reserve 
providing liquidity. This is a 
sharp contrast to the savings-

a n d - l o a n 
crisis 25 
years ago, 
when com-
mercial real 
estate prices 
in overbuilt 
m a r k e t s 
plummeted 
by as much 
as 70 per-
cent. 

I n v e s t o r 
interest in 
commercial 
real estate 

remained high in recent years 
in the A+ major market sector 
as institutional and large for-
eign investors sought capital 
preservation. The second- and 
third-tier markets found along 
the Colorado Front Range 
encountered rough going. The 
lack of liquidity in these “less-
er” markets created a nega-
tive appraisal bias in general 
despite declining cap rates due 
to lower debt costs. The per-
ception is changing. While the 
desire for significant upside 
among investors will continue 
to keep downward pressure 
on prices, the low-interest-rate 
environment, which looks to 
persist for the coming two 
years, will lower cap rates on 

quality properties, generat-
ing upward price pressure. In 
short, the market for quality 
second- and third-tier commer-
cial real estate should open up 
in 2013 after a prolonged wait-
ing period. 

Private-sector, and state and 
local government growth look 
to be as strong as we’ve seen in 
six years. The 2013 version of 
recovery will be more broad-
based, favoring the energy, 
technology, manufacturing, 
and housing sectors. Retail 
will suffer somewhat with the 
elimination of the temporary 
payroll tax deduction and job 
growth should continue being 
somewhat sluggish due to hir-
ing uncertainty resulting from 
debates in Washington and the 
full-fledged implementation 
of the Affordable Health Care 
Act in 2014. Conversely, rising 
stock markets and home prices 
will help the upper half of con-
sumers feel better off in 2013, 
resulting in higher consump-
tion and riskier investment.

The impacts on the various 
commercial real estate sectors 
will be varied – mainly due 
to longer-term fundamentals 
than short-term improvements 
in the economy. Overall we 
should see net lending increas-

es in commercial real estate. 
Office, which has performed 
the worst in the last decade 
along with anchorless retail, 
will stay sluggish. Sluggish job 
growth, more self-employment 
and a general trend to fewer 
square feet per employee do 
not bode well for less desirable 
office inventory. Traditional 
retail space will continue expe-
riencing declines in market 
share relative to online retail. 
This may hit the big-box retail-
ers the hardest. Neighborhood 
and community level centers 
with anchors will perform the 
best. Improvements in manu-
facturing and online retailing 
favor well-located industrial 
and warehouse space. The 
apartment market may soften a 
bit in 2013 as more renters qual-
ify for home purchases and for-
sale inventory increases some-
what, but overall rent growth 
in the last few years should 
be sustainable even with more 
apartments being built. One of 
the challenges in the housing 
market will be curtailed new 
attached and multifamily for-
sale product as the cost to the 
supply chain from construc-
tion defect litigation is killing 
development incentives.s
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