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Commercial Real Estate Chartbook: Q2

Rising Interest Rates May Taper the Real Estate Recovery

Long-term interest rates have spiked over the past few months. Rising interest rates will test the
viability of the recovery in property values. While operating fundamentals for income properties
have improved, the bulk of the increase in prices has been driven by exceptionally low interest
rates, which have made the income streams from rent more valuable. Higher interest rates will
lead to a number of adjustments. Overall price appreciation will slow and demand will gravitate
even further toward areas where operating fundamentals have improved the most and prospects
remain the brightest. For now that still primarily means apartments, where demand has been
strong and rents adjust relatively quickly. Industrial properties should also hold up relatively well,
thanks to continued strong growth in online retailing, the energy boom and improving sentiment
in the manufacturing area. Demand for well-located office and retail properties has turned the
corner as well, but both areas have recovered much less and the improvement remains spotty.

Apartment fundamentals remain solidly in place, but the acceleration we have seen over the past
couple of years is likely to moderate somewhat. After 12 consecutive quarters of vacancy rate
declines, the apartment vacancy rate held steady at 4.3 percent in the second quarter. The rate of
decline over the past year is also decelerating, although this is not necessarily concerning, as we
would expect new construction to fall more in line with demand over time. A wave of new
construction is coming on line later this year and, when combined with an improving single-
family market, should take some of the steam out of the apartment boom. Based on projections
from Reis, Inc., apartment completions should continue to pick up in 2014, and then fall back
slightly as we reach the middle of the decade. The apartment vacancy rate declined 0.5 percentage
points over the past year, compared to a 1.1 percentage point decline the year prior and a
1.9 percentage point drop two years ago. The markets benefiting from the energy and technology
booms are performing the best, including Houston, Austin, San Francisco, Seattle and Denver.
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Industrial
vacancy rate
declines have
been pulled
lower by
growing
demand for
warehouse
space as well as
minimal new
construction.

Traditional
retailers
continue to
battle increased
competition
Jrom online
merchants and
value-oriented
consumers.

Energy and Technology Are Still Leading the Way

With overall economic fundamentals improving, including employment, income and consumer
spending; demand for industrial space is increasing. Industrial vacancy rate declines have been
pulled lower by growing demand for warehouse space and minimal new construction.
E-commerce remains one of the driving influences on demand, as large Internet retailers build
out their distribution network and traditional retail chains add online distribution channels as
well. We suspect this trend has quite some way to go. Many firms are opting to build rather than
lease existing space, as their location and building requirements are often unique. Demand from
more traditional sources has slowed in recent quarters, reflecting weaker global economic growth
and a greater desire by many firms to reduce raw materials and finished goods inventories. We
expect global economic growth and international trade to improve during the second half of the
year and into 2014, which should fuel demand for industrial space in major international trade
gateways.

Many ports along the Gulf and East coasts have already been busy, as the ports and businesses
prepare to handle increased trade volumes following the expansion of the Panama Canal, which is
expected to be completed by the end of 2015. Growth is evident around several key areas but the
greatest impacts have been in the South. The Gulf Coast has seen a huge influx of investment in its
key energy and chemical sectors and has also landed a number of marquee industrial projects.
Container traffic has increased at most major Gulf ports, many of which continue to expand. Ports
along the East Coast are also preparing for the larger container ships. The additional capacity is
driving demand for nearby warehouse and distribution space.

Demand for office space continues to slowly revive, as businesses have gradually ramped up
hiring. Growth in professional and business services and part of the information industry have
been the primary drivers. Hiring in the energy sector is a big driver in professional and business
services, particularly in Houston, Dallas, Oklahoma City and Denver. The tech sector is driving
much of the improvement in office demand in Manhattan and Atlanta. Employment in the
financial services sector has also stabilized, although the sector still appears to be consolidating its
space needs. Markets tied to the federal government have clearly felt the sting from sequestration.
Vacancy rates have increased in Northern Virginia and Washington’s Maryland suburbs.

The recovery in the retail sector has been slower to take shape. Traditional retailers continue to
battle increased competition from online merchants and value-oriented consumers. Higher-end
retailers are tending to hold up better than discount stores. Middle income households have been
squeezed this past year between sluggish wage and salary growth, higher payroll taxes and
increased food and gasoline prices. Sales are growing modestly, however, and gas prices have
retreated in recent weeks. More chains are expanding. While the national vacancy rate has fallen
0.3 percentage points over the past year, it still stands at 10.5 percent. Prime locations are

becoming scarce in many markets, leading to some selective new development.
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Commercial Mortgages Outstanding

Commercial/multifamily debt outstanding fell
0.2 percent in the first quarter, a decline of
$4.9 billion. The pullback marks the first
decrease since the third quarter of 2011. Much of
the weakness continues to be concentrated in
securitized mortgages, which remained at a low
level for the first quarter.

Showing a consistent downward trend,
commercial mortgage delinquencies (includes
land development loans), fell nearly half a
percentage point in the first quarter to
4.1 percent but remained above pre-recession
levels.

Lending standards for commercial mortgages
continued to ease and demand is strengthening
according to the Senior Loan Officer Survey.
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CRE Property Fundamentals

Operating fundamentals have improved only
modestly across all key property types outside of
the apartment sector. However, the rapid surge
in apartment fundamentals is slowing with
vacancies bottoming at 4.3 percent in the second
quarter and net absorption (change in occupied
space) falling for the second consecutive quarter.

Total transaction volume increased more than 25
percent over the year, with office and industrial
showing double-digit gains. However, apartment
activity has started to moderate as investors
become wary of rising interest rates.

Suburban office has outperformed CBD and

unanchored retail had the most positive trends

in retail. Properties in markets tied to the energy

and technology sectors remain in high demand.
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Apartments
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Apartment demand remained strong in the
second quarter, with net absorption of nearly
32,000 units. Builders continue to plan new
projects, and while we believe this market will
gradually begin to cool off somewhat,
overbuilding is not yet a major concern.

Apartment vacancy rates were unchanged at 4.3
percent in the second quarter, which may signal
a bottoming for this cycle. The gap between net
absorption and net completions narrowed
significantly in the second quarter to 5,300 units.

Deliveries will increase during the second half of
this year, possibly pushing vacancy rates slightly
higher. Demand should remain strong, however,
reflecting improving employment conditions.
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Office

® The office market continues to see only modest
improvement. Private construction has slowed
recently, although it remains up 7.7 percent from
its exceptionally low year ago levels. By contrast,
the weakness in public building has been
unrelenting. The office market is unlikely to pick
up without any substantial increase in office
employment. The vacancy rate remains elevated
at 17.0 percent in the second quarter.

®  Office net absorption and completions picked up
in tandem in the second quarter. While growth
continued to be driven by hiring in the IT sector,
conditions also improved modestly in financial
services. Rising mortgage rates may cut back into
these gains, however, due to slower demand
during the second half of the year.

Office Price vs. Vacancy Rate
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Retail
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The retail market continued to see modest
improvement, as consumer spending gradually
recovers. The overall retail vacancy rate declined
0.1 percentage point to 10.5 percent, and has
declined just 0.3 percentage points over the past
year. Growth in the retail sector remains spotty,
with a handful higher-end chains and specialty
retailers posting solid gains.

We suspect the retail market has turned the
corner. Rent growth strengthened in the first half
of the year, rising 0.3 percent in the first and
second quarters. Still, there likely remains an
oversupply of available space, much of which is
in B and C locations. The better-performing
retailers are moving past these locations, which
is helping support new development.

Retail Price vs. Vacancy Rate
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Regional Market Overview

Office employment growth has accelerated
slightly over the past year, led by gains in the
technology sector, energy business and some
stabilization in financial services. Major energy
market and tech centers have posted some of the
strongest absorption gains. Tech employment is
also fueling much of the growth in more diverse
markets such as New York City and Atlanta.

Rising interest rates will present some near-term
challenges. The modest recovery in financial
services will come under pressures from declines
in refinancing activity. Property price
appreciation should also slow, which would
disproportionately affect B and C properties in
the slower growing markets and submarkets.

Office Vacancy Rates
In Percent, 20 Lowest in the Nation

Knoxville 15.3
Tucson 15.2
Suburban Maryland 15.2
Richmond 15.0
Raleigh-Durham 15.0
Lexington 15.0
Buffalo 14.4
Seattle 14.3
Houston 14.2
Boston 14.2
Portland 14.0
Philadelphia 14.0
Long Island 13.9
San Francisco 13.6
New Orleans 13.5
Nashville 12.7
Birmingham 12.7
Little Rock 12.1
New York 9.7
District of Columbia 9.7 ‘ Q2 2013
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Office Vacancy Rate Decline
In Percentage Points, Year-over-Year
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Office Net Absorption
In Millions of Sq. Ft., Q2 2012-Q2 2013

Oklahoma City
Nashville

Palm Beach

Salt Lake City
Raleigh-Durham
Miami

Tulsa

Denver

Atlanta
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Suburban Maryland
Boston
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Dallas

Philadelphia

San Jose

Orange County
New York

Houston
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Office-Using Employment Growth
Level Change in Thousands, July 2012-July 2013

Dallas, TX DMSA
Chicago, IL DMSA
Atlanta, GA MSA

Los Angeles, CA DMSA
Houston, TX MSA

New York, NY DMSA
Denver, CO MSA

San Jose, MSA
Minneapolis, MN MSA
Nashville, TN MSA
Tampa, FL MSA

Salt Lake City, UT MSA
Jacksonville, FL MSA
Grand Rapids, MI MSA
Pittsburgh, PA MSA
Phoenix, AZ MSA

San Francisco, CA DMSA
Baltimore, MD MSA
Cincinnatti, OH MSA
Seattle, WA DMSA
Washington, DC DMSA

2.2

Office Employment

Year-over-Year Percent Change

8%

6% +

4% +

2% +

0%

2% +

-4%, +

6% -+

—Office Employment: Jul @ 2.7%

-8% t t t t t t t t t t t
91 93 95 97 99 01 03 05 07 09 11 13

Source: Reis, Inc., U.S. Department of Labor and
Wells Fargo Securities, LLC

8%

6%

4%

2%

0%

-2%

-4%

-6%

-8%

10



Wells Fargo Securities, LL.C Economics Group

John E. Silvia, Ph.D.
Mark Vitner

Jay Bryson, Ph.D.
Sam Bullard

Nick Bennenbroek

Diane Schumaker-Krieg

Global Head of Research, (704) 410-1801

Economics & Strategy
Chief Economist
Senior Economist
Global Economist
Senior Economist

Currency Strategist

(212) 214-5070
(704) 410-3275
(704) 410-3277
(704) 410-3274
(704) 410-3280
(212) 214-5636

diane.schumaker@wellsfargo.com

john.silvia@wellsfargo.com
mark.vitner@wellsfargo.com
jay.bryson@wellsfargo.com
sam.bullard @wellsfargo.com

nicholas.bennenbroek@wellsfargo.com

Eugenio Aleman, Ph.D. Senior Economist (704) 410-3273 eugenio.j.aleman@wellsfargo.com
Anika Khan Senior Economist (704) 410-3271 anika.khan@wellsfargo.com
Azhar Igbal Econometrician (704) 410-3270 azhar.igbal@wellsfargo.com

Tim Quinlan Economist (704) 410-3283 tim.quinlan @wellsfargo.com
Michael A. Brown Economist (704) 410-3278 michael.a.brown@wellsfargo.com
Sarah Watt Economist (704) 410-3282 sarah.watt@wellsfargo.com
Michael T. Wolf Economist (704) 410-3286 michael.t.wolf@wellsfargo.com
Sara Silverman Economic Analyst (704) 410-3281 sara.silverman@wellsfargo.com
Zachary Griffiths Economic Analyst (704) 410-3284 zachary.griffiths@wellsfargo.com
Peg Gavin Executive Assistant (704) 410-3279 peg.gavin@wellsfargo.com

Cyndi Burris Administrative Assistant (704) 410-3272 cyndi.burris@wellsfargo.com

Wells Fargo Securities Economics Group publications are produced by Wells Fargo Securities, LLC, a U.S broker-dealer registered
with the U.S. Securities and Exchange Commission, the Financial Industry Regulatory Authority, and the Securities Investor
Protection Corp. Wells Fargo Securities, LLC, distributes these publications directly and through subsidiaries including, but not
limited to, Wells Fargo & Company, Wells Fargo Bank N.A., Wells Fargo Advisors, LLC, Wells Fargo Securities International Limited,
Wells Fargo Securities Asia Limited and Wells Fargo Securities (Japan) Co. Limited. Wells Fargo Securities, LLC. ("WFS") is
registered with the Commodities Futures Trading Commission as a futures commission merchant and is a member in good standing
of the National Futures Association. Wells Fargo Bank, N.A. ("WFBNA") is registered with the Commodities Futures Trading
Commission as a swap dealer and is a member in good standing of the National Futures Association. WFS and WFBNA are generally
engaged in the trading of futures and derivative products, any of which may be discussed within this publication. The information
and opinions herein are for general information use only. Wells Fargo Securities, LLC does not guarantee their accuracy or
completeness, nor does Wells Fargo Securities, LLC assume any liability for any loss that may result from the reliance by any person
upon any such information or opinions. Such information and opinions are subject to change without notice, are for general
information only and are not intended as an offer or solicitation with respect to the purchase or sales of any security or as
personalized investment advice. Wells Fargo Securities, LLC is a separate legal entity and distinct from affiliated banks and is a
wholly owned subsidiary of Wells Fargo & Company © 2013 Wells Fargo Securities, LLC.

Important Information for Non-U.S. Recipients

For recipients in the EEA, this report is distributed by Wells Fargo Securities International Limited ("WFSIL"). WFSIL is a U.K.
incorporated investment firm authorized and regulated by the Financial Services Authority. The content of this report has been
approved by WFSIL a regulated person under the Act. WFSIL does not deal with retail clients as defined in the Markets in Financial
Instruments Directive 2007. The FSA rules made under the Financial Services and Markets Act 2000 for the protection of retail
clients will therefore not apply, not will the Financial Services Compensation Scheme be available. This report is not intended for,
and should not be relied upon by, retail clients. This document and any other materials accompanying this document (collectively,
the "Materials") are provided for general informational purposes only.

SECURITIES: NOT FDIC-INSURED/NOT BANK-GUARANTEED/MAY LOSE VALUE

WELLS
FARGO



