
Spring arrived right on schedule this year and with the lengthening of 
daylight hours, there has been a palpable lifting of the collective dark 
mood hanging over the real estate community. It was as though our  
industry was emerging metaphorically from a long, dreary winter  
malaise. Like everyone affected by “cabin fever,” our colleagues in the 
industry had become increasingly restless, bored, angry and frustrated 
by the relentless bad news of the past two years, and the lack of convic-
tion to make new investments. 

The past few weeks have given rise to a discernable change in the mood. Suddenly, deal flow is improving and we 
continue to hear that “deals are making sense.” The market for stable assets with secure income is quite frothy, 
with anecdotes of pre-crash pricing levels and numerous competitive bidders. Every day we read about assets 
being acquired at prices that are surprisingly high. Debt is once again becoming plentiful, and unlike before, it 
is now available in size. One need only look to the GGP transaction to note that lining up several billion dollars 
of debt and equity is no longer impossible. In the past few weeks alone, we learned of three major office building 
transactions in Manhattan, at much lower cap rates than anyone would have considered just a few months ago.

So, do all of these “green shoots” imply that winter is over and that the warmth of spring will be followed by the 
heat and humidity of summer? Has everything suddenly gotten better? 

To be sure, there are far more positive signs on the horizon than at any other time in the past 30 months.  
The massive Federal stimulus in the US (and the simultaneous spending undertaken by other central banks 
around the world) is clearly having the desired effect of stabilizing economies and companies. Most companies 
have taken the opportunity to improve their balance sheets and re-establish reserves, and many seem poised  
to grow. Industrial production data has shown encouraging signs of a recovery which is starting to be reflected 
in employment growth.

For the real estate economy more specifically, there are other positive signs. Capital is starting to return to the 
market, albeit slowly, and the growing availability of debt will encourage new investment. There are new sources 
of capital forming. Whether borne out of improved balance sheets, financial innovation or new government  
initiatives, large pools of capital are becoming increasingly available for global investing. Some of these new 
sources are tied to the expansion and diversification of national retirement programs (e.g., Mexico and other 
parts of Latin America), or the growing pools of retirement savings in more developed countries that will be  
increasingly exported around the world – such as Canada, Japan and Australia. And finally, sovereign wealth 
funds are staying the course with respect to their real estate programs – either maintaining or in many cases, 
increasing their allocations to (and enthusiasm for) real estate.
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In the US, there has been genuine progress on the relaxation of FIRPTA1 which has, for the past 35 years, posed 
a significant obstacle for foreign investors coming into the US market. It is becoming generally accepted that 
FIRPTA will either be substantially or entirely eliminated before the end of 2010.2 This could be a significant game 
changer with respect to the recovery of the US real estate capital markets, bringing in much-needed capital from 
overseas. One should expect that the actual revenues generated by FIRPTA will be replicated in some fashion 
elsewhere (for example, establish transfer taxes and other revenue at the local level where it can provide relief to 
strapped states and municipalities). However, once the onerous elements of FIRPTA are lifted – withholding and 
disclosure – we believe there will be many new entrants to the US market. 

And finally, the most positive element supporting the  
expanding real estate investment market of the past few 
weeks is that interest rates remain at historically low  
levels, and the returns on other risk-based investments are 
likewise well below the returns that investors believe they 
can achieve in real estate assets today. Central govern-
ments world-wide are keeping rates low with a few notable 
exceptions, where structural impediments or impending 
sovereign debt issues are overtaking the best-laid inten-
tions of finance ministries. There are some concerns about 
the stability of sovereign borrowers, but generally there is 
little on the horizon that portends meaningful increases in 
borrowing costs in the developed markets.

Sounds positively rosy. So, why is there still so much uneasiness and, certainly within our shop, the sense that 
this renewed wave of investment and optimism defies the cold fact that most existing US portfolios held privately 
remain over-leveraged, undercapitalized and illiquid? On a macro-economic level, there remains a significant 
risk that there will be insufficient global economic growth to sustain the expansion of the labor force in the US, 
thus giving rise to further under-employment. Job creation of 100,000 per month is needed just to absorb the new 
entrants into the US work force, but payroll employment would have to increase by 200,000 per month for twelve 
years to get us back to employment levels in 1999, when 73% of the civilian population aged 18-69 was employed 
versus 64% at the end of 2009.3  

The longer term outlook for US job growth is troubling. Governments have proven that they can spend money 
but have had less success in creating jobs; without jobs, people don’t spend money and this could undermine  
virtually every segment of the real estate market. The trillions of dollars that have been expended in the past  
18 months have gone a long way toward preventing the collapse of the global economy, but we have probably 
seen the limitations of this stimulus for the foreseeable future.  At some point, the private sector needs to resume 
the task of spending and growing, and this has been very slow to kick in.

PAGE 2   MAy 2010 

HODES WEILL & ASSOCIATES – MARkET COMMEnTARy

The Ted Spread is the difference between the interest rates on interbank loans and 
short-term US government debt, essentially an indicator of perceived credit risk in 
the general economy.

TED Spread – Over Past Five Years

Source: Bloomberg

1 The Foreign Investment Real Property Tax Act (“FIRPTA”) imposes tax on “foreign persons” that realize gain from the disposition of interests in United States real prop-
erty interests. In general, the tax is imposed in the same manner as if the gain from the disposition of the USRPI were effectively connected with the conduct of a U.S. trade or  
business by the foreign person. In addition, a purchaser of a USRPI from a foreign person or from a non-U.S. partnership generally must deduct and withhold 10% of the purchase 
price. Such withheld tax is a credit against any tax imposed on the foreign person (or the partners of the non-U.S. partnership) and is refundable to the extent it exceeds the tax due. 
2 The change or elimination of FIRPTA will likely be subject to a sunset provision which will result in a phase out of the law over a few years.
3 International Strategy & Investment; Bryon Wien.



Closer to the ground, little has improved in the real estate market. 
From the perspective of real estate pricing fundamentals, nOIs,  
especially in the office sector, are poised for several more years of  
declines, given the overhang of space (primary or sub-
let) in nearly every market, and weak tenant demand. 
While a few property types are doing better than others 
(multi-family, hotels) in terms of stanching the decline in 
revenues, even these sectors face the challenges of slug-
gish economic growth and reluctance by businesses and  
consumers to spend. And as we have previously noted, the de-
cline in nOIs is going to be met head-on by rising debt maturities 
over the next 12-24 months. By then, there might be just enough 
economic growth to cause central bankers to nudge up interest 
rates, setting up the market for a round of foreclosures or, at the 
very least, more painful restructuring. The market is still lacking 
a market clearing mechanism like we had in the late 1980’s dur-
ing the RTC which helped set a floor for a new pricing paradigm. 
Eventually, either private market or regulatory initiatives will force restructuring and assets will begin trading. 
We view this as essential to any sustainable market rebound. This will likely also force a lower cost basis across 
the entire industry, which will have the effect of reducing values for any holder of assets. 

Within institutional portfolios, in particular the real estate private funds invested in the 2004-2008 time frame, 
we have not seen widespread improvements. Portfolios remain over-leveraged and have little margin of liquid-
ity. Efforts to re-capitalize with either debt or equity remain highly problematic, given the difficulty of finding 
pockets of collateral value and free cash flow. In our analysis of fund re-cap opportunities, we have had our own 
epiphany over the past few weeks: the problems of over-leveraged portfolios cannot be solved by adding more 
leverage, especially priced at the high levels that are required to attract capital for these rescue financings (on a 
positive note, however, these re-caps are beginning to get completed, often at lower yields than were required 
to attract capital over the past year). Since this new capital has significant equity risk, we question why anyone 
would lend to complex situations where it will be difficult to cure defaults or take control of collateral. If you’re  
prepared to take equity-like risks, why not seek equity rights?

If portfolios are best re-capitalized and re-structured with equity, then this requires a challenging exercise to 
establish current equity values. Although there is a growing volume of transactions on the market today, very few 
are comparable to the transitional assets typically held in high-yield real estate private funds. To date, the flow of 
debt restructurings or bank foreclosures has been at a slow pace and is also not very instructive as to new pricing 
levels. Without the clearing mechanism that bank foreclosures (or governmental action) has typically brought to 
the market, there continues to be a large bid-ask spread in determining a new cost basis that could encourage 
a meaningful infusion of new equity into legacy situations. Fund managers would like to continue to base their 
nAVs on older business plans and use today’s market comparables as supporting data. new capital will seek to 
participate at a 2010 cost basis. Preferred equity and other structures can only bridge relatively small gaps. Fund 
investors grapple with decisions to re-invest in their legacy funds for fear of perpetuating an investment that will 
not generate a return on the new money, let alone the old money.
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Dead Cat Bounce?
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And what of the fund managers, themselves? As we enter the third year of this market correction, some managers 
may be starting to run out of steam and we believe that 2010 will be the year that these businesses will have no 
alternative but to evolve. With little or no new capital on the horizon, human resources and other assets will have 
to be stretched further. Our industry, like most private markets, has nothing replicating the FDIC to arrive after 
the close of business on a Friday evening and put everything in place for a systematic transition of a fund or fund 
manager into safer hands. Rather, we have observed the complicated process of manager/portfolio transitions. 
This is a major challenge for the industry and a structural weakness of the private fund vehicle that needs to be 
addressed before the private fund market can begin to grow again.

Fund managers with capital are stepping up their investing. Whether these are good deals or not, only time will 
tell. Given human nature, we imagine that even with the best of intentions, some of this capital will be deployed 
out of the sheer boredom of not doing deals for a few years, or worse, fear of losing capital as commitment  
periods expire. Fund managers who lack current capital worry that their past legacies are preventing them from 
raising funds to take advantage of the apparent buying opportunities all around them. Some may make impul-
sive decisions about how they utilize their human and financial resources to maximize recoveries in their current 
portfolios, in order to move from defense to offense. 

In our judgment, the overall market has not really corrected and at-
tractive investments remain pretty scarce today. Without indications 
of economic growth on the horizon, the risks of investing remain very, 
very high. That said, our message is not to “do nothing” but we sound a 
note of caution that we all need to resist our industry’s optimistic nature 
to see improvement where there may be none. Just as Dorothy and her 
friends thought that they were “out of the woods” when they saw Oz 
glistening in the distance, they were unaware of the challenges that still 
lay ahead of them. 

Our view remains consistent. We all need to channel some of our restlessness and creative energy and turn it 
inward. We have written previously about the flaws in the private fund model. There is a critical need to re-invent 
private vehicles and many of these businesses, and take their finest attributes – teams of talented, energetic, 
responsible and intelligent people with enormous global market knowledge, and re-engineer businesses that 
will be better equipped to meet the needs and challenges of their clients and human capital. Instead of resuming 
business as usual, we should all take this opportunity to look inward, re-think how and what we do, and make 
the honest and often painful decisions about how we need to evolve.

The first thing that new medical students are taught is that they should “do no harm”, and we have said that this 
is an appropriate metaphor for the global real estate market in 2010. However, this is not a suggestion that you 
sit back and do nothing, since there are many positive steps that can be taken now to better position businesses 
and teams in our rapidly changing industry. To the list of “R’s” that define our industry today: Re-structuring, 
Re-positioning and Re-capping, let’s add a few that keep with our spring theme: Rebirth and Rejuvenation. Let’s 
all find ways to channel our collective energy into improving our businesses and positioning for the future, and 
maybe worry a little less about missing deals in a highly volatile environment. 

 



HoDes Weill & AssoCiAtes

Hodes Weill & Associates and it’s affiliates (HW&A) is a new york-based, advisory and principal investment busi-
ness focused on the real estate private equity and private funds industry on a global basis. HW&A offers indepen-
dent advisory services to fund managers, institutional investors, fund advisory committees, lenders and other 
interested parties in the real estate private funds/private equity community. In addition, the firm sources and 
invests capital to assist in the recapitalization, restructuring and growth strategies of fund managers, funds and 
fund portfolio investments. HW&A is employee-owned and managed.

The Partners of HW&A have 75+ years of real estate experience across many disciplines, including investment 
banking, restructuring, advisory, institutional capital raising and principal investing. The Partners leverage their 
deep skill set and a global network of relationships to provide advice and solutions to a wide range of complex 
situations impacting the rapidly changing industry.

some of HW&A’s activities include: 

• Fund, Portfolio and Asset Recapitalizations
• Invest and Source  Capital for Restructuring, Recapitalization and Growth Strategies
• Transfer, Sale or Restructuring of Fund Managers
• Independent Fiduciary to Institutional Investors
• Investor and/or Advisory Committee Review of Fund Manager Proposals
• Investor/Manager Conflict Resolution
• Fairness Opinions; Valuation and Liquidity Analyses
• Portfolio Rollups and IPO Contribution Analyses
• Fund Manager Reviews and Track Record Assessment
• Debt Restructuring and Buybacks
• Fund Manager Positioning Analyses
• Analyses of Strategic Alternatives
• Co-investments and “Back-Stopped” Rights Offerings 

Further information about the Company and backgrounds for the professional team can be found on the  
Company’s website at www.hodesweill.com or by calling 212-867-0888.

This document is only intended for institutional and/or professional investors. This material is intended for informational purposes only and should not be relied upon to make any invest-
ment decision, as it was prepared without regard to any specific objectives, or financial circumstances. It should not be construed as an offer, invitation to subscribe for, or to purchase/sell 
any investment. Any investment or strategy referenced may involve significant risks, including, but not limited to: risk of loss, illiquidity, unavailability within all jurisdictions, and may not 
be suitable for all investors. This publication is not intended for distribution to, or use by, any person in a jurisdiction where delivery would be contrary to applicable law or regulation, or it 
is subject to any contractual restriction. no further distribution is permissible without prior written consent.

The views expressed within this publication constitute the perspective and judgment of Hodes Weill & Associates, LP at the time of distribution and are subject to change. Any forecast, 
projection, or prediction of the real estate market, the economy, economic trends, and equity or fixed-income markets are based upon current opinion as of the date of issue, and are also 
subject to change. Opinions and data presented are not necessarily indicative of future events or expected performance. Information contained herein is based on data obtained from 
recognized statistical services, issuer reports or communications, or other sources, believed to be reliable. no representation is made as to its accuracy or completeness.

All regulated capital markets and securities advisory services are provided by HW&A’s subsidiary, Hodes Weill Securities, LLC, a registered broker-dealer with the SEC, and a member of 
FInRA and SIPC.
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