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Emerging Trends Highlights

M Today’s weak real estate fundamentals will improve very
slowly. Office markets, in particular, will erode further
before turning around. Corporations’ overseas outsourcing
and reliance on operating efficiencies to spur profits are
restraining U.S. job growth and deepening the hole for most

property sectors.

M Interest rates will rise, putting modest upward pressure on

real estate capitalization rates.

M Capital flows into real estate debt and equity markets will

lessen, but will remain strong enough to sustain liquidity.

M Core property performance will muster returns in the mid
to high single-digits—comfortably in the black. But portfolios
overweighted in office properties with mounting vacancies

could face sizable writedowns.

M Foreclosures, delinquencies, defaults, and workouts will

muldply during the year, yet remain manageable.

M Real estate’s cyclical recovery over the next three to four
years will be lackluster. Current returns—propped up by
interest rates and capital flows—are borrowing from future

performance.

M Development activity will be limited. Most markets and

sectors are oversupplied.

M Developers will find expanding opportunities in urban
and suburban infill, as decades of sprawl argue against green-

field development.

M Washington, D.C., southern California, and New York are

the best metro areas for investment. Other markets languish.

M Of all property sectors, investors favor grocery-anchored
retail, warehouses, and apartments—the cash-flow leaders.

Office lags, and retail performance will slack off from recent

highs.
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CHAPTER

“Low cap rates and huge
capital flows
could be fleting phenomena.
Poor fundamentals

may stick around.”

Futur

o be sure, sustained improvement of commercial real
I estate markets isn’t likely until 2005 or later, and a shal-

low, but protracted downturn promises to stress some
investors in the meantime. Even as the overall economy signals
modest growth, punctuated by a presidential election year of
inevitable pump priming, real estate performance in 2004
could continue to erode, especially for office investors. “The
worst is behind, but recovery isn’t imminent.”

For 2004, the moods of Emerging Trends interviewees

range from “cautiously pessimistic” to “at best, less sanguine.”
Cheerleaders rightly tout the industry’s “resilience”: real estate
has delivered positive returns through an entire cycle, surpass-
ing stock and bond performance for the last decade. But opti-
mists must temper their hopes of surfing the cyclical bottom
unscathed—despite Alan Greenspan’s largesse and investors’ lin-
gering doubts about Wall Street alternatives. America’s economy
hasnt shown enough potency to inspire confidence or deflect
uncertainty. Where are the job generators? Will corporations
continue to outsource jobs to overseas locations? How do we
factor in the nation’s looming deficits and perilous entangle-
ments in Iraq, Israel, and Korea?

Sturdy Performance
Continues

In the near term, annualized core real estate returns will be

quite acceptable—surprisingly good in fact—remaining in the
mid to high single-digits for portfolios concentrated in well-
leased, cash-cow apartment, retail, and warechouse holdings.
Results will be better—in the low teens—for core investors who
have strategically used cheap debt to leverage up rent revenues
locked in from recent market peaks. But lower-quality office
properties suffering high vacancies will likely register value
writedowns—“as much as 25 percent”—and dwindling cash
flows. Tenants in all property sectors have substantial bargain-
ing power, and will trade up for quality space at favorable rents.
Opverall, returns continue to belie those “stinky” market funda-
mentals: the near-record vacancies, falling rents (plummeting in
some office markets), hefty renewed concessions, mounting prop-
erty taxes, and inflated operating expenses. The only property
sector that hasn’t deteriorated is retail—kept afloat by con-
sumers flush with added buying power from refinanced mort-
gages and federal tax cuts. Grocery-anchored retail, fortress
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“Its hard to have much near=term conviction.”

IEZXR] Real Estate Firm Profitability Forecast

Prospects for Profitahility in 2004 by Percent of Respondents

Good 31%

Poor 1% —
Modestly Poor 3% —

Excellent 4% — Very Good 21%

Fair 20%
— Modestly Good 21%

Source: Emerging Trends in Real Estate 2004 survey.

malls, and power centers have fared particularly well, as
America’s passion for shopping continues unabated—for now.

For the most part, real estate investors, property companies,
developers, and lenders are effectively adapting to this changing
market, and a majority of Emerging Trends respondents are
expecting that the profitability of their firm will be good to
excellent in 2004. (See Exhibit 1-1.)

Facing Facts

At some point, reality sinks in. The heady elixir of seemingly
low-as-you-can-go interest rates and ample inflows of capital,
steering away from turbulent stock market, can’t camouflage
property markets indefinitely—or offset declining revenues.
Some fallout is inevitable, and investors will need to refocus on
replacement cost and exit risk, not just current returns based on
transient cash flows.

Challenges loom. In a general economic recovery, property
values could actually drop if interest rates surge before job
growth can boost leasing activity. Office markets always lag
economic rebounds by as much as 12 to 18 months, and that
could mean big trouble in the current environment. Especially
vulnerable are borrowers holding floating-rate debt; they’ll get
whipsawed if interest rates rise and net operating incomes drop
further—or even stagger. “A lot of guys are just hanging on.”
There’s no doubt that office performance is headed for a rough
stretch. The survivors will be buildings with minimal tenant
rollover and strong credit rosters to sustain rent levels above

market-rate declines.

Warehouses and apartments both suffer from uncharacteristi-
cally high, though still manageable, vacancies. But these sectors
usually rebound more quickly in economic turnarounds and are
less exposed than office. For hotels, the key will be businesses’
willingness to loosen their travel-budget pursestrings. Absent a
surge in corporate profits and a decline in CFO nickel-and-dime
accounting, that’s a questionable prospect.

Most developers, meanwhile, have been forced uncomfort-
ably to the sidelines. “We're back to the early 1990s.” Although
investors are relieved that recent construction has remained in
relative check and lenders appear to have been disciplined, “con-
siderable overcapacity still exists in the markets. Thats another
way of saying were overbuilt.” Right now, “this country doesnt
need anything new for a while.” Surprisingly, the one unrestrained
sector has been apartments—lusty construction activity has contin-
ued even in the face of slackened demand. But investors continue
to pay premiums for multifamily, expecting favorable demographics
to propel future leasing and rent growth.

A Postponement Effect

Of longer-term concern is the consequence of declining capi-
talization rates propping up returns during an extended mar-
ket trough. The “unprecedented” anomaly of high prices and
outsized returns in an otherwise troubled market could rob

investors of any robust upside when properties move closer to
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supply/demand balance in 2006 and 2007. “Current returns
may be borrowing from future gains, making the next cycle
very lackluster,” says a noted REIT stock manager.

“It’s a postponement effect,” adds a leading researcher.
Instead of a more typical sharp decline during the cyclical
nadir, markets will clear “in a slow painful adjustment.”

“Pricing hasn’t corrected as you'd expect. Buyers have
already anticipated a recovery in their cap rates, getting ahead
of current fundamentals. Future returns will focus mostly on
property cash flows—you won’t see much appreciation. No
spikes like there were in the last cycle.”

As markets bump along toward an anemic recovery,

2004 will be a transition year. Cash flows will key performance.
Returns will be income driven. “It will all be about keeping up
cash returns.” Buildings with solid tenant rent rolls will be fine.
Properties hobbled by declining cash flows will struggle unless
interest rates stay low. The bifurcation between “have” (tenants)
and “have not” properties will become more apparent.
Downside risk clearly outweighs upside potential until the
economy reignites—and that means substantial job growth.
“You may wait a long time.” Expect moderate returns, with
more distress and a few horror stories. Real estate will continue
to attract investors, but bad-news headlines may dim some of
its “safe haven” luster.

“It’s hard to have much near-term conviction.”

The Fconomy: Concern

about Job Growth

The dream for 2003—that the economy would rebound before
crummy real estate fundamentals could take their toll on
investors—has been painfully slow to materialize. The indus-
try’s fortunes are inextricably tied to recovery. “Real estate is
the tail of the dog. In the early 1990s, we were a drag on the
economy; this time it’s dragging us.”

Emerging Trends interviewees are guardedly hopeful about
steady economic improvement in 2004. Nearly 90 percent expect
“low to medium growth.” Last year, close to 85 percent correctly
predicted “no to low growth.” While concern over a possible
double-dip recession is negligible, none of our more than 200
survey respondents predict high growth for the year ahead.

m Real Estate vs. Economy
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of Real Estate Investment Fiduciaries.

*2003 GDP data are projected; 2003 NCREIF data are annualized.

Got a Joh?

Economic expansion without significant employment gains is
interviewees’ leading concern. “Job growth will be the key to
2004. Period.” If corporations expand their U.S. workforces,
vacant office buildings will begin to fill. Expanded production
and distribution will benefit warehouses, and increased business
travel will buoy hotels. More wage earners—cashing bigger pay-
checks—will rent more apartments and spend more in malls.
That hasn’t been happening.

Low interest rates and a flood of capital from investors flee-
ing the equities’ tech wreck bought time for the property mar-
kets, but any recent upticks in economic performance and cor-
porate earnings have come mostly through productivity gains—
at the expense of jobs. “Corporations have become very good at
doing more with less.” Since early 2001, when the recession
began, the United States has lost more jobs than at any time
since the Great Depression. Payroll jobs continued to be shed
well into 2003, more than 18 months into supposed recovery,
and pay raises have been puny—only slightly ahead of inflation
and well below averages in the 1990s. “Companies have learned
to be lean,” says an interviewee, who works in a global money
management firm. “It takes an act of Congtress to get new peo-
ple in the door.”



“The smartest people don’t know where rates are headed.”

Overseas Outsourcing—A Thorny Issue
The jobless recovery has roots in technology advances and com-
petitive pressures from globalization. Blue-collar jobs have been
bleeding offshore for decades, going to countries where local
hires earn a pittance compared with what U.S. factory workers
earn. This leakage continues apace—more than 2 million U.S.
manufacturing jobs have been eliminated or moved overseas in
the past two years alone. Since the early 1990s, data processing
and call centers have also been successfully shifted to English-
speaking countries like Ireland and the Philippines.

Now the trend is moving up the worker food chain, as
knowledge-based tasks are transferred to lower-cost overseas
sites as well. Analyst, research, accounting, and other white-
collar office jobs are ticketed to countries like India and China,
which feature highly educated and motivated workforces earn-
ing fractions of comparable U.S. wages and benefits. “It was
one thing to move a back office to the suburbs or send a call
center to Sioux Falls—it’s quite another to move an accounting
operation to Bangalore.”

Satellites, fiber optics, Web-based systems, and computing
advances combine to make “a seamless operation” possible and
highly desirable for company bottom lines. “The Indian gov-
ernment rolls out the red carpet: you can pay MBAs less than
$10,000 for work comparable to a U.S. job paying $50,000.
Despite some extra costs for travel, relocation, and equipment,
overall expenses can be cut by two-thirds.”

The impacts of global white-collar outsourcing are unsettling
at the very least. High-tech has been America’s recent edge, but
now industry behemoths Microsoft and IBM plan to move
increasing numbers of high-paying software design jobs to Asia
and India. Microsoft’s 5,000 planned new hires are welcome
news, but 2,000 of them will be located outside the United
States. In real estate, mortgage servicers have jumped on the
outsourcing-to-India bandwagon. By some estimates, U.S. com-
panies will send upwards of 3 million service jobs overseas by
2015. “Do the math,” says one researcher. At 200 square feet
per worker, “that’s 600 million square feet of office worker space
we won't need.” Whatever the number, outsourcing means
diminished growth in demand for office in the future.

If U.S. corporate profits improve on the back of more belt-
tightening and global outsourcing, it may be good for share-
holders and stock prices, but not for U.S. job creation. Not
only will office expansions be constrained, but retail sales will

suffer as well. Today, it’s lower-paying service jobs that show the
most growth; among corporate middle managers, unemploy-
ment is well above average. Little surprise that Wal-Mart is now
the country’s top employer instead of GM or IBM.

The potential real estate fallout isn’t all bad. Demand for
affordable housing will escalate. And warehouse properties
shouldn’t be affected as much—once goods get shipped to the
United States they still need to be distributed. “That’s the other
side of the global economy,” a researcher comments wryly.

A flare-up in India-Pakistan relations could stanch enthusiasm
for relocating operations to the Indian subcontinent. “There is
something to be said for stability.” But lower-cost English-speaking
alternatives abound worldwide.

What Will Drive the Economy?

It might be extreme to call international outsourcing a “crisis”
or “a deflationary nightmare” (our interviewees words), but at
minimum the trend underscores the country’s growing struggle
to find a new economic engine. “We need a saving grace, and
can’t assume we have a monopoly on creativity anymore.” The
big question: What will be the economy’s new driver?

“It’s hard to anticipate.” In the 1980s, insurance companies
and brokerages morphed into financial service giants while Ma
Bell’s breakup fueled the telecom industry. High-tech stoked the
1990s “and that turned out to be mostly b.s.” “Nobody seems to
know what will turn the trick now—it will be something.”

Interviewees point to biotechnology and nanotechnology.
Defense spending and homeland security offer more traditional,
less cutting-edge wellsprings. But the tax-cutting wave and
looming federal deficits limit government’s role in any jobs
recovery. State and local governments, meanwhile, lay workers
off or freeze payrolls.

The country’s advantages—wealth, strategic location, labor
mobility, huge markets, stability, rule of law, and educated
workforce, among many others—outweigh current concerns
and doubts about employment generators and global competi-
tion. But clearly the solution isn’t more discount store sales-

clerks or airport security guards.

Interest Rates—A Slow Go
Unquestionably, low interest rates have shielded both the econ-
omy and real estate markets: “They’re the difference between
now and ten years ago,” when property markets were mired in

depression. Despite weakened cash flows, borrowers have “been



hanging on,” and delinquency and default rates have remained
low. Low-cost debt on well-leased properties has boosted
returns. Put another way, “low interest rates have covered up
industry flaws and made up for some bad underwriting.”
Most interviewees expect and hope that rates will climb
slowly in 2004, coaxed along by the Federal Reserve as the
economy strengthens. “It’s an educated bet that the Fed won't
raise rates dramatically in an election year and will try to care-

fully manage the recovery.”
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Stable or declining rates would mean only trouble at this
point in the cycle—the economy isn't gaining any traction. But
if interest rates rise too quickly before supply/demand trends
improve, floating-rate borrowers will suffer shortfalls and values
could decline. “A 200-basis-point increase in interest rates
pushes up cap rates while NOI [net operating income] doesn’t
go anywhere,” observes a pension fund adviser. “That’s the
biggest risk. The next 18 months are problematic.”

If interest rates ratchet up suddenly from some exogenous
shock, “a lot of people could be cooked.” Concern mounts over
the federal deficit and increased government borrowing, which
normally exert upward pressure on rates. The country’s current-
accounts deficit and burgeoning expenses in Iraq cloud the out-
look further.

“The smartest people don’t know where rates are headed.”

The Housing Market and Consumer
Credit—Keep Your Fingers Crossed

Although Emerging Trends doesn’t attempt to forecast single-family
residential markets, its clear that a decline in house prices would
threaten the economy—upending consumer spending and knock-
ing out a key driver in recovery. “It could be the biggest threat.”
The American consumer has been overextended for years on credit
card and mortgage debt, spending through the recession on the
back of inflating home equity. Low interest rates have spurred a
tsunami of homeowner refinancing that feeds consumer purchases
at malls and car dealerships. Lower mortgage payments mean
more cash to burn.

More important, low mortgage rates have enabled many
first-time home purchases and trade-ups, strengthening home
prices and property values. If housing demand drops because
higher interest rates make mortgages less attractive, and home
values consequently ebb or fall, retail’s recent run-up could be
over. And if consumers stop spending, any rebound in corpo-
rate profits would hit the skids. Bad news for everyone. But
realistically, if the housing market is not another bubble, it’s
at least due for a breather.

Multifamily owners see a silver lining in the prospect of
higher mortgage rates: fewer homebuyers will mean more
apartment renters. However, an improved business environ-
ment and resumption of job formation are more critical to
feeding the renter pool.

Ample Dollars: Capital Pulls
Back, Not Out

Real estate’s risk profile has improved over the past decade.
Heightened regulatory scrutiny, greater transparency, more pro-
fessional analysis, and public market oversight give investors
increased confidence in their ability to assess holdings. Recent
solid returns have reinforced perceptions that real estate yields
can be sustained through entire cycles, including market troughs.
But interviewees are concerned about whether the recent
surge of capital into the property markets and the ensuing cap
rate compression reflect a more permanent shift in real estate’s
standing or a temporary cyclical phenomenon driven by equity
outflows from the 2000-2002 bear market on Wall Street.



“Real estate may turn out to be o flavor of the month if the stock market gets hot.”

Coming out of the early-1990s debacle, cap rates shot up as
investors factored more risk into the property sectors. During
the late 1990s, as property markets returned to equilibrium,
“cap rates stayed high when the risk premium should have been
shrinking.” With the risk profile declining, investors have been
willing to take lower returns in stronger property types (apart-
ments, warchouse, neighborhood shopping centers, well-leased
downtown office) with minimal leasing risk. “On balance, cap
rates should stay lower for these stronger property types,” says a
researcher. In fact, cap rates actually trend near historical aver-
ages despite recent compression. (See Exhibit 1-5.)
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Note: Quarterly moving average.

Private syndication activity and increased pension fund allo-
cations support the view that capital flows are broadening, and
the maturing CMBS and REIT sectors have secured real estate’s
position in the public markets. “Real estate will never be a
rock-star asset class,” says an interviewee, “but investors, partic-
ularly baby boomers, want the attractive yields real estate offers,
and that will keep money flowing and cap rates down.”

Most respondents believe an improving stock market will
siphon capital from new property investments, and 2004 may
prove the point. For the first time in four years, a majority of
Emerging Trends respondents (52 percent) predict that stocks will
outperform real estate and that investment potential for both
private and public real estate will diminish.

“Real estate may turn out to be a flavor of the month if the
stock market gets hot.”

Asset Class Investment Potential
for 2004
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Scale: 0to 10
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4
2
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Source: Emerging Trends in Real Estate 2004 survey.

Spreads Between ACLI Cap Rates
and Ten-Year Treasuries
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But more than 95 percent of the interviewees forecast that
real estate will beat bond returns, and the persisting cap rate
spread of over 400 basis points between real estate yields and
ten-year Treasuries continues to offer real estate investors com-
fort with respect to risk-adjusted performance. (See Exhibit 1-7.)

Still, as a pension fund adviser points out: “Investors are
fickle. Real estate isn't big enough to accept all the money that



has wanted to come in lately. It’s an alternative investment cate-
gory, not an asset class like stocks and bonds. If the stock mar-
ket looks good, money will move out.”

Barring an unlikely rash of bad headlines and red ink, any
pullback will be confined to momentum investors. Premium pric-
ing will dissipate, and underwriting will become more discrimi-
nating. Office could suffer from weakening operations, and retail
has been overheated. Other sectors should hold their own. “Real
estate delivered on its promise—it stayed in positive territory and
offered diversification. Its done its job. We'll cruise along.”

A "Ton" of Vacant Office Space

Despite all the credible evidence of greater transparency and
information flow in the real estate markets, most analysts admit
a lack of certitude in calculating levels of current office vacancy.
They use words like “massive,” “unprecedented,” “as bad as ten
years ago or worse.” Brokerage firms put out their leasing
reports, but the numbers don’t convince anyone. “We're proba-
bly identifying 80 to 90 percent” of the vacancy, said one ten-
ant representative. “But it’s very hard to pin down.”

Getting a handle on the extent of phantom (empty occu-
pied) space, in addition to ample sublease vacancy, has been the
primary conundrum. Corporate business units have held onto
unused space, anticipating new hiring. Languishing cubes seem
omnipresent. “Companies aren’t going out of their way to
report subvacancy and shadow space.” Once they start expand-
ing again, they won't need to lease new space immediately.

Then there’s the totally vacant but still-leased space, which
creeps off rent rolls. “The pain continues to shift from tenants to
landlords” as this space burns off, depressing net operating incomes.

Most observers predict there won't be any significant office
leasing upswings until 2005, and rents won’t increase until mar-
kets show some signs of returning to equilibrium. How long
that takes depends on how much vacant space is really out
there, and the velocity of job growth. Rental rates in many
markets have fallen to mid-1990s levels or lower—well below
peaks of the late 1990s and in the range of mid-1980s rents in
some markets. “When five- and seven-year leases come due,
tenants should be able to sign sweet deals. Many will be able to
trade up to higher-quality space for less. That spells big trouble
for lower-quality office space, some of which was rescued from
obsolescence by the tech-bubble leasing boom.

Perceptions of office-market health typically influence feel-
ings about real estate’s overall investment potential. Skylines
and towers showcase the property markets’ most visible calling
cards—too many see-through floors and “For Rent” signs can

chill investor appetites for properties in general. With soft ten-
ant rosters and uncertainty about the depth of vacancies, there’s
scant reason for near-term comfort.

Intensitying Unease over
an Uncertain World

Since the late 1990s, real estate’s durability and resistance to a host
of shocks and troubling undercurrents have impressed investors,
drawing new adherents. Fallout from 9/11 dampened hotels and
shook confidence in office towers, but overall impacts have been
restrained. The Enron and WorldCom scandals in 2002 raised
questions about credit tenancy, but were otherwise nonevents for
property investors unless fallen companies were their tenants.

Wavering Confidence

In general, the longer-term nature of mortgages and leases has
helped insulate real estate investments from volatile shifts and
damaging swings during choppy periods. Eventually, real estate
reflects general economic conditions, but it typically lags
behind both good and bad phases, smoothing out dips and
humps along the way. Today’s uncertainty about geopolitical
risk, however, is gnawing away at confidence levels and eco-
nomic underpinnings, raising concerns among interviewees
about the strength of any real estate rebound. In addition to
the global competitive forces pressuring the U.S. economy, a
host of world conflicts test our security and well-being:

B Isracli/Palestinian turmoil spirals out of control, destabilizing
the entire Middle East.

B Iraq looks like a sump for U.S. tax dollars as we attempt to
establish social order in the face of terrorist resistance and local
distrust. Afghanistan remains a hot spot, and next door, Islamic
Pakistan retains nuclear weapons as its shaky government par-
ries threats with nuclear neighbor India.

B North Korea’s growing nuclear arsenal menaces Asian security,
confounding Pentagon planners.

Countries from Africa through the Asian subcontinent, the
Pacific, and South America represent potential breeding grounds
for anti-Western terrorists, who seem able to strike anywhere at
any time, but probably can’t and won't.

“These world events are sidetracking us—creating uncer-
tainty and putting drags on our economy,” says an interviewee.
“Decisions important to real estate are outside one’s control. Its
more difficult to assess risks and plan accordingly.”



Terror Redux

The domestic terror threat has been pushed toward the back-
ground. “Time has helped us come to terms. We've bounced
back from the first one.” But last year’s overriding interviewee
assumption holds firm: another disruptive strike will occur
somewhere, sometime, and perhaps with considerable conse-
quences. Only a marginal lowering of concern about terrorism’s
negative impact on real estate registers in this year’s survey (see
Exhibits 1-8 and 1-9). Here are 9/11s lasting repercussions:
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m Impact of Terrorism on Skyscrapers
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Only a marginal lowering of concern about t@XYOMSIM'S negative impact on real estate re

Skyscraper Anxiety Except for the very tallest buildings in
major 24-hour markets like New York and Chicago, fears about
occupying skyscrapers appear muted. But tenant skittishness
has compromised the value of a handful of icon skyscrapers.
“People are still worried about being on the 80th floor.”

Dispersion Major companies continue to disperse operations,
both within major metropolitan areas and to geographically
diverse locations. “All the big New York—based financial compa-
nies are moving operations outside the city. They'll keep a head-
quarters presence and certain functions, but not everything in
one central location. It’s too risky.” Memories of 9/11 only re-
inforce companies’ inclinations to seek lower-cost space outside
premium office markets wherever possible, whether domestically
or internationally.

Insurance As expected, the market has resolved most insur-
ance cost—related issues stemming from the World Trade Center
attack. Owners absorb added, but not dramatically higher, costs
for most properties. But the federal government backstop sun-
sets at the end of 2005, which could revive the issue.

Security and Safety Expenses Wherever possible, build-
ing owners have shied away from shelling out for top-of-the-
line security systems, though installation of additional guards
and cameras has increased costs modestly at some properties.
More prominent buildings with Fortune 500 tenants in major
markets typically maintain greater vigilance, employing not
only typical rent-a-guard ID screening, but also expensive opti-
cal badge-reading turnstiles and/or metal detectors. Most ten-
ants in most places are considerably more concerned about
petty theft than a terrorist assault. They don’t want to go
through the hassle of checkpoint screenings, let alone pay addi-
tional pass-through charges. Outside major markets or in more
commodity-type buildings “it’s walk right in and get in the ele-
vator, just like it’s always been.”

Mall Vulnerability Throughout the world, terrorists have
historically targeted shopping districts, where they can wreak
havoc anonymously and escape detection. Although the
Oklahoma City and 9/11 attacks struck office buildings, inter-
viewees continue to be more concerned about malls or other
shopping centers. These properties are largely defenseless and
the lasting damage to consumer psyches could be severe.



gisters in this years survey.

Travel Woes Terror alerts fray nerves. International flare-ups
keep people closer to home. And tighter U.S. visa restrictions
reduce foreign visitations. All spell less business for many hotel
operators. First, the World Trade Center tragedy devastated occu-
pancies and revenues; then foreboding over the war in Iraq delayed
any recovery. Who knows what's next? That’s the problem.

Technology Bites

For all the talk of tech wreck, one would think we'd returned
to the Dark Ages. To the contrary, technology’s impact on real
estate continues to evolve—reducing the need for space and
cutting demand growth in a number of ways.

How Increased Use of Technology by
Business and Consumers Affects
Demand for Real Estate
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Outsourcing Enabler Telecom, Web, and satellite systems
are the great enablers of the burgeoning wave of outsourcing.
Increased use of hoteling and work-from-home consultants nib-
bles at office space requirements—they just beam in their work.
WiFi makes office layouts more flexible and slims down space
per capita at the margins.

Web Merchants Gain Footholds 1n steady increments,
more people are shopping on the Internet. Web sales surged 50
percent in 2002 and could amount to more than 4 percent of
total 2003 retail sales if some estimates hold up. A majority of
Webtailers have turned profitable. Still in its infancy, e-tailing
will steadily bite into the market share of brick-and-mortar
retailing. Eventually, online and offline merchandizing will
become more integrated, reducing the need for store space. It’s
just a matter of time.

Warehouse Scanning Nowadays shippers are attaching
radio frequency ID chips to pallets, tracking them to their des-
tinations with global positioning satellites and more closely
matching delivery needs to inventory requirements. It’s the lat-
est wrinkle for just-in-time distribution systems, which have
steadily reduced the need for warehouse storage over the past
15 years.

Hotel Woes Internet pricing power slashes at hotel earnings.
Surfers have learned to shop for last-minute bargains and get
them as operators compete to fill empty rooms. Information is
power, and the Web gives travelers an advantage in searching
out deals.



