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Investing in suburban markets 
during this economic downturn

I n this current dis-
tressed economic cli-
mate, investing in 

suburban markets tends 
to present investors with 
a number of obstacles and 
opportunities. With the 
market changing daily, 
developers and investors 
are beginning to experi-
ence a rapidly increasing 
weakness throughout all 
sectors of commercial 
real estate. Projected 
increases in unemploy-
ment and the resulting 
market contraction are 
now upon us. 

In the suburban NYC 
markets, numerous com-
mercial loans have gone 
into default or may soon 
be in trouble. Recently 
funded deals were traded 
at exorbitant valuations 
and predicated on leasing 
rates, occupancies and 
financing assumptions 
that are now unachiev-
able. The repercussion 
from the fi nancial crisis 
has quickly degraded 
the performance of the 
market in general, and 
the near-term prognosis 
going forward is only ex-
pected to get worse.

Businesses and con-
sumers alike are cutting 
unnecessary spending, 
conserving cash and re-
ducing costs on all levels. 
All real estate sectors are 
going to face a slump, 
though in certain areas 
it will be of more sub-
stantial proportions. One 
segment that is already 
facing tremendous ob-

stacles is the retail sec-
tor. Small, medium and 
large-sized retailers are 
experiencing a substan-
tial decline in sales, and 
are seeking to cut costs 
by delaying new store 
openings, closing mar-
ginal stores, and asking 
for concessions on renew-
ing leases. In addition, 
the current lack of avail-
able credit is making it 
almost impossible for 
many small- to mid-sized 
retailers to continue fi -
nancing their operations 
or fund expansion. 

This combined effect 
of poor sales and frozen 
credit has retailers go-
ing out-of-business over-
night, leaving vacancies 
in places once populated 
with booming stores. You 
can walk through almost 
any downtown mall or 
shopping center and see 
closed stores for which 
there are no replacement 
tenants. Adding to the 
vacancy woes is the on-
going bank consolidation 

that is leaving many va-
cant retail branch loca-
tions in its wake. Over-
all, the vacancy rate has 
rapidly climbed and is 
expected to continue for 
the near future. 

Although this recent 
economic downturn has 
impacted the retail sec-
tor very rapidly, the spill-
over effect is starting to 
have similar impact on 
the offi ce and industrial 
sectors as well. Those 
sectors will also see a 
similar contraction in 
demand and correspond-
ing higher vacancy and 
lower rental rate. 

The rental apartment 
segment is currently 
the brightest star on the 
market and is expected 
to out-perform all other 
sectors. With the hous-
ing mortgage crisis, we 
see people who are un-
able to purchase homes 
or who can no longer 
afford their mortgages 
moving into more afford-
able rental apartments. 
Long-standing apart-
ment projects where the 
owner has low-cost basis 
will be able to outper-
form the newer, more ex-
pensive competition by 
offering reduced rents. 

One potential damper 
to the apartment sec-
tor in certain suburban 
areas is the competition 
now coming from fore-
closed homes and failed 
condominium projects 
that are now being listed 
for rent. Although both 

homes and condomini-
ums are hamstrung by 
typically seeking higher 
rents due to their larger 
size and cost. It is un-
certain how much this 
additional supply from 
these two sources will 
dampen the traditional 
rental market. 

This economic slump 
will not be bad news for 
everyone, as during the 
last major downturn we 
saw the low-cost alterna-
tive product prevail in all 
sectors. Suddenly B and 
C class space, be it retail, 
offi ce or industrial, were 
in vogue as cost effi cient 
alternatives to the more 
expensive “luxury” class 
A product. With a focus 
on the bottom line, com-
panies won’t need costly, 
unessential amenities 
such as a fancy address, 
building lobby or view. 
Owners with a low cost 
base will be able to cut 
rents, increase occupan-
cy, and still make a profi t 
while the newer, high-
cost properties will face 
losses in order to remain 
price-competitive.

On the lending side, 
one positive in the sub-
urban market is that 
community mid-sized 
banks are well capital-
ized and still lending 
money. These community 
banks are conservative 
lenders, thus potential 
transaction must offer 
high loan to value and 
debt service coverage 
ratios. In addition, these 

lenders tend to lend up to 
$20 million, therefore the 
larger projects will not be 
able to attract this type 
of financing. However, 
qualifying projects can 
still obtain fi nancing in 
this credit-frozen envi-
ronment. 

Palisades Financial, 
being a private equity 
fund, does have capital to 
invest and has been ac-
tively pursuing a variety 
of investment opportuni-
ties in the local tri-state 
area. As an opportuni-
ty fund, we continue to 
strategically invest in 
transactions that will 
provide both a very good 
return combined with a 
lower loan-to-value. With 
the current credit crisis 
and traditional lenders 
now on the sidelines, we 
are receiving funding 
requests from a higher 
quality of borrower and 
deal than traditionally 
would have used our type 
of fi nancing. We recently 
fi nanced the remaining 
unsold units of a success-
ful condominium project 
where a majority of units 
had been sold and closed. 
Our cost basis in the 
project is very low, thus 
affording us the option 
to either rent the units 
or sell the units at a big 
discount to market and 
still achieve the targeted 
returns.
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