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PRAMERICA REAL ESTATE INVESTORS

Executive Summary

Macro Economic Themes

• Continued moderate GDP growth and the steady – if unspectacular – increase in jobs have boosted optimism in the outlook for the US economy.  

• Although growth is likely to remain modest for at least the first half of 2013, the expectation is that economic performance will improve in 2014 and 2015.

• Optimism is fueled by the recovering housing market, accommodative Federal Reserve policy, healthy financial markets, strong corporate profits and 
balance sheets and rising consumer spending. 

• Policy-related uncertainty was abated somewhat by the passage of the Taxpayer Relief Act. However, the agreement delayed decisions on spending cuts 
and deficit reduction, raising the possibility of government default over the debt ceiling later in the year. That will keep markets on edge through at least the 
first quarter. 

• The question now is whether uncertainty has declined enough for businesses to put their large stock of cash into hiring and new investments.

Implications & Outlook for Commercial Real Estate

• Despite any number of headwinds and hurdles, the 2013 outlook for commercial real estate in the US is fairly compelling.

• Demand for space remains far from robust, and the market is in the middle years of a long-term recovery from the Great Recession. Yet market 
fundamentals will benefit from the improving economy and ongoing dearth of new supply. 

• Technical factors also favor commercial real estate. Investors on the public and private side are attracted to the sector’s income yields. Meanwhile, the 
recession in Europe and questions about emerging economies are attracting global investors to the relative safety of the US. 

• Investor sentiment is demonstrated by healthy real estate capital markets.

• The debt markets continue to gain steam CMBS origination was up 50% in 2012 and another big increase is anticipated in 2013 while life companies and• The debt markets continue to gain steam. CMBS origination was up 50% in 2012 and another big increase is anticipated in 2013, while life companies and 
agency lenders are producing at record paces.

• REITs outperformed stocks for the fourth straight year and raised a record amount of capital.

• NCREIF indexes produced double-digit returns for the third straight year in 2012. Returns may moderate, but should still remain solid relative to other 
investments.
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Economic Trends

O ti i C t d H i M k t R b d J b G th
1) EMPLOYMENT GAINS WERE MORE CONSISTENT IN 2H12

Optimism Centered on Housing Market Rebound, Job Growth

• The US economy added 1.8 million jobs each year in 2011 and 2012 (CHART 1), and 
has created 4.8 million since employment reached its trough in February 2010. The 
economy has regained more than half the jobs lost during the Great Recession. 

• The housing market recovery, expansion in the technology sector and shale gas 200
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energy discovery will likely help employment expand further this year. 

• Housing starts are likely to surge in coming  years due to the cyclical rebound in 
household formations, pent-up demand after years of little new supply and historically 
high levels of affordability. 

• Residential construction was a drag on the economy between 2006 and 2011, but 
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2) INTEREST RATES TO STAY LOW FOR AN EXTENDED PERIOD

g y ,
turned positive in 2012. Moody’s Analytics forecasts the residential sector’s positive 
impact to grow to 0.5% of GDP in 2013 and 0.7% in 2014.

• House prices rose 7% year-over-year in 2012, according to the Case Shiller index, 
and are likely to keep increasing for several years. Household finances are improving 
and rising home prices are a boost to consumer confidence. 
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MONTHLY JOB GAINS

10%
• While growth in employment and income will likely enhance the debt capacity of 

consumers, increases in payroll taxes and tax rates of upper earners will likely exert 
some drag on spending early this year.

• Uncertainty related to the federal government’s tax and spending plans has created a 
drag on business investments. 4%
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Interest rates don't change until jobless 

• The Federal Reserve has promised to keep interest rates low until the jobless rate 
hits 6.5% or inflation forecasts rise over 2.5% (CHART 2). 
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rate hits 6.5% or inflation forecasts 

2
Confidential, Not For Further Distribution. REF: #PFIA – 94FL69

Source:  Bureau of Labor Statistics, Census Bureau, Federal Reserve, Pramerica Real Estate Investors, 4Q12
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Transactions and Pricing

D l Fl R b t C R t St bili
3) NCREIF PROPERTY CAP RATES (EX-HOTEL) ARE STABILIZING

Deal Flow Robust as Cap Rates Stabilize

• Transaction volume in the US in 2012 rose substantially on the back of a solid 
fourth quarter. Total volume for the year was $283.2 billion, up 24% over 2011, 
according to Real Capital Analytics (RCA). Some $98 billion of properties 
changed hands in the fourth quarter, the most-active quarter since 4Q07 (RCA). 
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• Activity should remain in the same general range this year.

• Although some of the year-end transactions were completed to avoid upcoming 
changes in tax rates, the volume demonstrates demand for the asset class. There 
is no shortage of buyers looking for stabilized assets, including private buyers, 
opportunity funds, foreign investors and REITs. 
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4) SALES VOLUME RISING IN N. AMERICA, FALLING GLOBALLY 

• Global demand for prime assets in US urban gateway markets remains very high, 
since investors believe the US will provide them with stable and secure 
opportunities. The Association of Foreign Investors in Real Estate’s 2013 survey 
found four US cities – New York, San Francisco, Washington, DC and Houston –
ranked in the top five global destinations. London was the lone non-US 

EQUAL WEIGHTED VALUE WEIGHTED

CANADA
destination in the top five and Houston made the list for the first time.

• Capitalization rates have leveled off as 10-year Treasuries have inched up 
(CHART 3). We expect changes in values this year will depend more on property 
performance than on capital market trends. 

• Through three quarters in 2012, deal flow rose in the US and Canada despite a EMEA TOTAL
CHINA

ASIAPAC TOTAL
GLOBAL TOTAL

JAPAN
UNITED KINGDOM

NORDICS
UNITED STATES

global drop of roughly 10% that included significant declines in Asia, Europe and 
Latin America (CHART 4). 

• The need for mezzanine debt will remain strong for several years. Up to $2 trillion 
of commercial mortgages are maturing through 2017, providing opportunities to 
provide “gap capital” and high loan-to-value debt.

-70% -60% -50% -40% -30% -20% -10% 0% 10%

LATIN AMERICA
GERMANY

YOY PROPERTY SALES THROUGH 3Q12
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Debt Markets

Lending Volume Up as Rates Are Down

5) LENDING  IS ROBUST FOR CMBS, LIFECOS AND GSES (BIL)

g p

• The debt markets continue to make improvements across the board, as major lender 
types are putting the financial crisis behind them with increasing volume. Life 
companies and government-sponsored agencies (GSEs) are lending at record levels 
and CMBS activity is set for a strong increase in 2013 (CHART 5).

Lenders are gro ing more aggressi e in terms and pricing so m ch so that some $40
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• Lenders are growing more aggressive in terms and pricing, so much so that some 
fear another bubble developing in the next year or two. At the moment, most lenders 
are staying away from mortgages with pro-forma underwriting.

• With sub-2% Treasury rates and loan spreads in the 200 bps range, average life 
company loan coupons dropped below 4% in 4Q12 (CHART 6).
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6) COST OF BORROWING IS VERY ATTRACTIVE

• Life companies are expected to match or exceed record volume, as mortgages 
provide relatively high yields with extremely low historical defaults. Through 3Q12, life 
companies wrote $34.8 billion of mortgages, on pace with 2011’s record $45.5 billion, 
according to the American Council of Life Insurers.

• The roster of commercial banks in the market has thinned due to the exit of most 
European institutions and some regional players but money center banks are active
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9%
European institutions and some regional players, but money-center banks are active. 
Construction debt is available, albeit at relatively conservative terms.

• Apartments remain easier to finance than other property types. GSEs still dominate, 
with a record $50.9 billion of volume in 2012, according to Commercial Mortgage 
Alert (CMA). CMBS is filling in the gap for B-quality apartments.
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• CMBS volume rose nearly 50% to $48.4 billion in 2012, its most-active year since 
2007 (CMA). With the first-quarter pipeline nearing $20 billion, 2013 volume could hit 
$60 billion or more. 

• A healthier CMBS market increases the availability of debt in secondary markets and 
properties that are not stabilized. 
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4
Confidential, Not For Further Distribution. REF: #PFIA – 94FL69

Source: Commercial Mortgage Alert, ACLI, Prudential Mortgage Capital, Pramerica Real Estate Investors; 4Q12; *Life company 2012 volume is projected



PRAMERICA REAL ESTATE INVESTORS

REIT Market

7) REITS OUTPERFORM STOCKS AGAIN IN 2012
REITs Outperform Again in 2012, And 2013 Outlook is Strong 

• REITs outperformed the S&P 500 and Russell 2000 stock indexes for the fourth 
straight year in 2012 (CHART 7). The FTSE NAREIT Equity REIT Index increased 
18.1% for the year, compared to 16.4% for the Russell 2000 and 16% for the S&P 
500. 10%

20%

30%

• Industrial REITs led sectors with a 31.3% return for 2012, followed by retail 
(26.7%), heath care (20.4%), storage (19.9%), office (14.2%) and lodging (12.5%).

• Investors rotated out of apartments, concerned about the sustainability of 
multifamily rent growth after several strong years. Apartment trailed all sectors with 
a 6.9% return for the year. -40%
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-20%

-10%

0%

2008 2009 2010 2011 2012y

• REITs ended the year trading in line with their net asset values. Implied cap rate 
spreads are above historical averages, providing a cushion if interest rates rise.

• REITs raised $71.8 billion of debt and equity in 2012, according to SNL Securities, 
by far their most-active year ever (CHART 8).

• Yield spreads on REIT debt dropped by more than 100 bps during 2012 There is
8) REITS RAISED RECORD LEVEL OF CAPITAL IN 2012 (BIL)
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• Yield spreads on REIT debt dropped by more than 100 bps during 2012. There is 
more room for yields to drop, as they remain above averages from 2005-2007. 

• With the coupons of long-term debt dropping below 3%, many REITs have taken 
advantage by refinancing into longer-term, lower-rate debt.

• REITs should produce 8-12% total returns in 2013, primarily through current 
dividends and internal growth opportunities We expect gradually improving
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dividends and internal growth opportunities. We expect gradually improving 
operating fundamentals, double-digit dividend growth and continued access to low-
cost capital to provide further upside to earnings.
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Property Markets

Office: Opportunity in Early Stages of Recovery

• The office sector remains in the early stages of its recovery, which is marked by 
employment expansion and limited supply. 

• Office-using jobs are growing at a modest rate, producing a slow and steady amount 
of demand for space (CHART 11) Net absorption and effective rent have increased

11) MONTHLY OFFICE JOB GROWTH DRIVEN BY BUS. SERVICES (000)
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of demand for space (CHART 11). Net absorption and effective rent have increased 
modestly for eight straight quarters, according to Reis. 

• The technology and energy driven markets – which have been the first to recover –
have more favorable risk-adjusted investment opportunities. Markets with large 
defense and other government exposures are less attractive.

• Opportunities exist to buy buildings below replacement cost Focused strategies
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12) INDUST. DEMAND FOCUSED ON NEWER, LARGER ASSETS (000 SF)

• Opportunities exist to buy buildings below replacement cost. Focused strategies 
include taking on leasing and rollover risk, buying assets at steep discounts to 
replacement costs and limited speculative development in select top markets. 

Warehouse: Demand Fueled by Housing, Auto, Internet Sales

• Overall absorption of warehouse space remains positive but weak. With little 
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new supply, the national vacancy rate should drop to 8.1% in 2013, down from 
8.7% in 4Q12, according to Property & Portfolio Research (PPR).

• Net absorption is dominated by large, new buildings (NCREIF, CHART 12). 

• Warehouse demand is fueled by the housing, auto and technology industries, as well 
as distribution centers needed for rising internet sales. The biggest consumer of (150)
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space is Amazon, which  is adding 17 distribution centers averaging nearly 1 million 
square feet (PPR).

• Attractive markets generally have strong local as well as regional/demand drivers 
with relatively low vacancies. Infill markets will become more attractive as the 
housing market improves.
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Property Markets

A t t N T bl Ab bi N St k
9) RISING HOUSEHOLD FORMATIONS DRIVING APT. DEMAND (000)

Apartment: No Trouble Absorbing New Stock

• Apartment fundamentals are strong, with net operating income of NCREIF multifamily 
properties rising close to 10% per year for two years. Increases in net operating 
income are likely to decelerate.

• Multifamily starts have rebounded from the trough of below 100,000 units per year to 
2000

2500

y g y
more than 350,000 units annually (SAAR). Starts could approach the previous highs of 
more than 600,000 units annually by the time this development cycle is through.

• Demand should be strong for several years. Although it remains to be seen where the 
homeownership rate stabilizes, employment growth and increased household 
formation will likely help absorb the new stock in the pipeline (CHART 9). 0
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10) SENIORS HOUSING ABSORPTION AHEAD OF SUPPLY (% OF STOCK)

• A recovering single family market provides competition against rental housing, as the 
falling homeownership rate begins to stabilize.

Seniors Housing: Recovery Nearly Complete
Occupancy continues to rise and is now at its highest point since 2008 Rental rates

3.0%
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HOUSEHOLD FORMATIONS HOUSING STARTS

• Occupancy continues to rise and is now at its highest point since 2008. Rental rates 
are increasing at a steady pace. 

• Occupancy and rate gains are largely driven by the housing recovery and limited new 
supply (CHART 10). Favorable demographic trends and the low level of supply will 
produce opportunity for development.
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• Seniors housing yields are under pressure as new investors seek exposure to the 
growing asset class. 

• The Affordable Care Act is expected to have negligible effect on private pay 
independent and assisting living.
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Property Markets

S G
13) HOTEL REVENUE GROWTH SHIFTING TO RISING ROOM RATES

Hotels: Strong Revenue Growth Expected Again in 2013 

• Despite weak growth and economic uncertainty, hotel demand in 2012 set new 
records for room nights sold in a month (105 million in July) and year (1.1 billion), 
according to Smith Travel Research (STR).

• Demand is expected to keep growing. Positive drivers include tourism and the 0%

5%

10%

p p g g
thriving technology, health care and business and professional services sectors. 

• Revenue per available room (RevPAR) rose 6.8% in 2012, comprised of 2.5% in 
occupancy and 4.2% in average room rates (STR). 

• RevPAR growth will likely slow to 5-6% in 2013 with growth focused more on room 
rates than occupancy increases (CHART 13). Growth in room rates is strongest in the
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14) CONSUMER SPENDING RISES IN 2H12, TAX HIKES A FACTOR IN 2013

rates than occupancy increases (CHART 13). Growth in room rates is strongest in the 
luxury and upscale segments.

Retail: Weak Absorption, Focused on Budget Shoppers
• Consumer spending was strong in 4Q12 after a slump in the spring (CHART 14). 
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However, workers face a reduction in take-home  pay this year as a result of tax 
increases that took effect as part of the Taxpayer Relief Act.

• Demand for retail space is concentrated on budget-oriented stores. Retailers slated 
to open the most stores in 2013 are Dollar General, Dollar Tree and Wal-Mart (S&P).

• The market has regained only about half of the occupied space that was lost during $320
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the downturn. Some 14.3 million square feet has been absorbed over the past two 
years, well short of the 31.7 million sf of negative absorption during the previous 
three years, according to Reis. 

• The national vacancy rate in 4Q12 was 10.7%, only 30 bps less than 2011’s peak 
vacancy rate of 11% (Reis).
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Investment Performance

15) NCREIF PROPERTY INDEX TOTAL QRTLY RETURN COMPOSITION Steady Returns As Fundamentals Improve

• The NCREIF Property Index (NPI) produced a 2.5% total return (1.4% income and 
1.1% appreciation) in 4Q12 (CHART 16), which pushed trailing one-year returns to 
10.5% (5.8% income and 4.5% appreciation). 

2%
3%
4%
5%

• Among property types, retail (11.6%) produced the highest total returns over the past 
four quarters, followed by apartment (11.2%), industrial (10.7%), office (9.5%) and 
hotel (8.2%). 

• We expect NPI returns to moderate slightly in 2013, with total returns in the 7.25% to 
9.25% range. Cap rate compression has largely run its course, but income returns 
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16) NCREIF PROPERTIES SEE SOLID NOI GROWTH IN 2012

should remain steady at about 5.5%, with the rest of the return coming from growth 
in net operating income (NOI). 

• NCREIF properties (excluding hotels) are producing solid NOI growth. Through three 
quarters in 2012, trailing one-year NOI was up 4.9%  (CHART 15). Apartment had the 
highest growth, at 8.9%, due to high demand and strong occupancy. Growth was 
4 3% for office 4% for retail and 1 6% for industrial

15%
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APPRECIATION INCOME

4.3% for office, 4% for retail and 1.6% for industrial.

• NOI growth will likely remain healthy through 2015, ranging from 4-6% overall. 

• The NCREIF Fund Index (NFI-ODCE) total return rose 2.3% (gross total return, 
preliminary) in 4Q12, consisting of 1.3% appreciation return and 1% income return. 
ODCE produced a 10.9% gross total return (5.4% income and 5.3% appreciation) in 
2012 5%
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Attractive Risk-Adjusted Investment Opportunities — United States

THEME INVESTMENT IMPLICATIONS

Debt/Deleveraging • Up to $2 trillion in commercial mortgage debt outstanding will need to be refinanced over the next five years. 
• Banks in stronger position to shed underperforming loans, and rebuild their loan books with today’s better-quality deals. CMBS special 

servicers and banks are ramping up sales of loans and loan portfolios. 
• Debt on institutional-grade properties in the 70-85% portion of the capital stack generates high returns and provides a measure of 

protection because it is senior to the equity.

Office Recovery • Office-using jobs recovering at solid pace, supply risk is muted. 
• Lower-yielding core properties favored by some investors seeking stability, long-term hold potential.
• Non-trophy offices in tech and energy corridors (Seattle, San Francisco, Houston, Austin, Portland) may offer strong risk-adjusted returns.
• Office buildings with near-term lease rollovers or requiring a lease-up strategy may be acquired at higher initial returns and at steeper 

discounts to replacement costs than core propertiesdiscounts to replacement costs than core properties.

Apartment Development • The outlook for apartment fundamentals remains strong over the next several years, and debt financing is cheap and readily available. 
• Development provides better risk-adjusted returns in many markets, providing a 150-200 bps spread over stabilized assets in most 

markets.
• Sell assets in markets without meaningful supply constraints. Markets with higher barriers to entry provide short-term development and 

long-term hold opportunities.

Warehouse
Acquisition/Development

• Acquire and develop warehouse in supply-constrained regions such as Miami, Washington DC, New York, and the Bay Area.  
• Targeted-development opportunities in Houston, the LA Basin and Seattle to replace obsolescent stock. 

Niche Investments with • Hotel sector likely to have a prolonged recovery owing to the lack of capital sponsorship for development.
Core Attributes • Medical office buildings and targeted transactions near major health care centers.

• Storage fundamentals continue to improve and opportunities for development are emerging.
• Senior housing real estate values remain strong, and operating fundamentals should support steady NOI growth. 
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These materials represent the views, opinions and recommendations of the members of certain Pramerica fund and/or product investment committees with 

Disclaimer

author(s) regarding the economic conditions, asset classes, securities, issuers 
or financial instruments referenced herein. Distribution of this information to any 
person other than the person to whom it was originally delivered and to such 
person’s advisers is unauthorized, and any reproduction of these materials, in 
whole or in part, or the divulgence of any of the contents hereof, without prior 
consent of Pramerica Real Estate Investors (“Pramerica”) is prohibited. Certain 
information contained herein has been obtained from sources that Pramerica

respect to decisions made on underlying investments or transactions. In 
addition, research personnel may receive incentive compensation based upon 
the overall performance of the organization itself and certain investment funds 
or products. At the date of issue, Pramerica and/or affiliates may be buying, 
selling, or holding significant positions in real estate, including publicly traded 
real estate securities. Pramerica affiliates may develop and publish research 
that is independent of and different than the recommendations containedinformation contained herein has been obtained from sources that Pramerica

believes to be reliable as of the date presented; however, Pramerica cannot 
guarantee the accuracy of such information, assure its completeness, or 
warrant such information will not be changed. The information contained herein 
is current as of the date of issuance (or such earlier date as referenced herein) 
and is subject to change without notice. Pramerica has no obligation to update 
any or all of such information; nor do we make any express or implied 

that is independent of, and different than, the recommendations contained 
herein. Pramerica personnel other than the author(s), such as sales, marketing 
and trading personnel, may provide oral or written market commentary or ideas 
to Pramerica clients or prospects or proprietary investment ideas that differ 
from the views expressed herein. Additional information regarding actual and 
potential conflicts of interest is available in Part II of Pramerica Investment 
Management's Form ADV.y ; y p p

warranties or representations as to the completeness or accuracy or accept 
responsibility for errors. These materials are not intended as an offer or 
solicitation with respect to the purchase or sale of any security or other 
financial instrument or any investment management services and should 
not be used as the basis for any investment decision. Past performance 
is no guarantee or reliable indicator of future results. No liability 
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In Europe, Pramerica Real Estate Investors and Pramerica Investment 
Management are trading names of Prudential Investment Management, Inc. the 
principal asset management business of Prudential Financial, Inc. ('Pramerica
Financial') of the United States. Pramerica Real Estate Investors is the real 
estate investment management business of Pramerica Investment 
M I h U i d Ki d i f i i d b P iwhatsoever is accepted for any loss (whether direct, indirect, or 

consequential) that may arise from any use of the information contained 
in or derived from this report. Pramerica and its affiliates may make 
investment decisions that are inconsistent with the recommendations or 
views expressed herein, including for proprietary accounts of Pramerica
or its affiliates.

Management. In the United Kingdom, information is presented by Pramerica
Real Estate Investors which is affiliated to Pramerica Investment Management 
Limited ('PIML'). PIML is authorized and regulated by the Financial Services 
Authority of the United Kingdom (registration number 193418). Prudential 
Financial, Inc. is not affiliated in any manner with Prudential plc, a company 
incorporated in the United Kingdom. In Asia, information is presented by 
Pramerica Real Estate Investors (Asia) Pte Ltd ("Pramerica Asia") a

The opinions and recommendations herein do not take into account individual 
client circumstances, objectives, or needs and are not intended as 
recommendations of particular securities, financial instruments or strategies to 
particular clients or prospects. No determination has been made regarding the 
suitability of any securities, financial instruments or strategies for particular 
clients or prospects. For any securities or financial instruments mentioned 

Pramerica Real Estate Investors (Asia) Pte. Ltd. ( Pramerica Asia ), a 
Singapore investment manager that is registered with and licensed by the 
Monetary Authority of Singapore. Pramerica Financial and the Rock Logo are 
proprietary service marks and may not be used without the written permission 
of the owner. 
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