


these are unPreCeDenteD tiMes in reaL estate —  
not onLy resiDentiaL reaL estate, But aLso CoM- 
MerCiaL. in FaCt, CoMMerCiaL reaL estate MarKets 
arounD the Country Continue to struggLe as 
a resuLt oF DrastiCaLLy LoW DeManD.

It’s a problem caused by the recession and staggering unem-
ployment, and compounded by the glut of new office building 
construction that was completed throughout the decade. Add 
the fact that building owners overpaid for real estate assets 
— motivated by low interest rates — and you’ve got a perfect 
storm of troubling scenarios for many real estate owners and 
their lenders.

You’ve also got a perfect storm of promising opportunities 
for tenants, however — including associations. Because occu-
pancy costs typically are organizations’ second largest expense, 
now is the perfect time to capitalize on market conditions to 
immediately reduce rental costs.

Why noW?
There are a number of reasons that now is the ideal time for 
tenants to capitalize on market economics. First of all, the 
supply of office space has exceeded demand. According to 
CB richard Ellis, since 2000 developers have built more than 
600 million square feet of office space in the united States. 

during the same period, however, the number of people in 
non-farm employment has remained at approximately the same 
level, according to the u.S. department of Labor, leading to 
reason No. 2 that now is the time to negotiate: unemployment. 

While employment levels have been high through much of the 
decade, most of the jobs created in the last 10 years have 
since been lost.

The lack of jobs growth combined with the excess of new 
office construction has resulted in higher office space vacancy 
levels. With no employment growth anticipated, it is likely 
that much of the 600 million square feet of new office space 
will remain unused in the short term. While depressing for 
landlords, this extra inventory has created an aggressive rental 
market for tenants, putting downward pressure on pricing in 
many office markets around the country. As a result, rents 
nationwide are down significantly from fall 2008, when the 
recession began.

In addition to high supply and low demand, one of the most 
significant factors impacting commercial real estate today is 
real estate financing. In the past, most real estate was financed 
using traditional mortgages obtained from life companies or 
banks. On occasion, larger projects were financed through a 
consortium of banks. In recent years, however, Wall Street has 
securitized these larger real estate projects with an instrument 
called Commercial Mortgage Backed Securities (CMBS). These 
publicly traded securities were the principal way that office 
space in large central business districts throughout the united 
States was financed from 2002 until 2007. during this same 
time period, interest rates were falling; real estate as an invest-
ment was in strong demand; and buyers were bidding up assets, 
buying properties using creative short-term debt vehicles and 
counting on rents to continue climbing — which they did until 
the Wall Street meltdown of 2008.
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unDerstanDing oWners
Association tenants who want to negotiate lower rents need to under-
stand how building owners have been impacted by the economic 
downturn, which has been shaped by a series of events that happened 
to the investment world when Wall Street collapsed, creating a 
new and often difficult set of conditions for commercial landlords.

The first of these conditions is a lack of capital, because 
when the economy dried up, so did money from failed invest-
ment bankers like Bear Stearns and Lehman Brothers — two 
major players in the CMBS world — and from commercial banks, 
many of which have stopped lending. The second of these 
conditions is business stasis, as many people stopped making 
business decisions, including decisions about leasing space.

Over the next year, the world changed for many real estate 
owners. For many — especially owners facing short-term loans 
that had to be repaid — the changes were negative. So nega-
tive, in fact, that many owners were foreclosed upon and sub-
sequently lost their properties. After a period of denial, market 
reality set in for owners who avoided foreclosure, who began 
dropping rental rates below initial projections and increasing 
concessions to attract new tenants and retain existing ones.

Although many owners who received CMBS financing are 
still operating their properties — and still making mortgage 
payments — they’re not necessarily in the clear. That’s because 
many properties purchased between 2003 and 2008 have 
experienced dramatic market value declines, just like residen-
tial homes have. As a result, many commercial buildings are 
worth less today than what the owner paid for them yesterday.

unless rents recover prior to repayment, this spells trouble 
for owners, who are finding that currently it is nearly impos-
sible to refinance large real estate loans without first making 
a significant equity investment. There currently are more than 
$200 billion of CMBS loans on u.S. office buildings requiring 
more than $42 billion of recapitalization, according to CB 
richard Ellis. Almost 10 percent of all those outstanding CMBS 
loans currently are at risk for foreclosure.

the uPsiDe oF DoWn
While they’re bad for owners, foreclosures can be good for 
association tenants. Although there can be some initial disrup- 
tion caused by a change in ownership, lenders will value the 
asset appropriately in line with market conditions when they 
repossess it. This means that if the lender had a loan on its 
books at $150 per square foot — but the building is worth only 
$100 per square foot — it will adjust the valuation to $100.

At the same time, when it comes to leasing space in the 
building, lenders are able to then develop a leasing strategy 
that will support the lower valuation while also funding trans-
action costs such as tenant improvement allowances. If the 
building has a high vacancy, and if the rental rate is below 
market, many lenders-turned-owners will work to aggressively 
fill vacant space by undercutting other competitive buildings. 
If a building has limited vacancy, meanwhile, the lender’s 
strategy might be to hold the rent closer to market with the 
ability to drop the rate to make the right transaction.

To mitigate their risks with bargain-hunting tenants, land-
lords often request lease security in the form of security deposits 
or letters of credit. Sometimes, these requests can be equal to 
100 percent of the landlord’s out-of-pocket transaction costs 
for tenant improvements, free rent, commissions and legal fees. 
In a major market like Chicago, the value of these securities can 
approach $100 per square foot or more on a long-term lease.

To determine how much security to collect from tenants — 
and how many concessions to grant them — landlords look at 
tenants’ balance sheets. And in the case of associations, they 
usually like what they see.

Indeed, landlords find that associations — many of which 
have historical roots of 50 to 100 years or more — typically 
are stable, long-term organizations. That stability and history 
give the landlord comfort that the association will be around at 
the end of a long-term lease. Furthermore, many associations’ 
balance sheets include some level of invested reserves. These 
reserves exist because of excellent leadership by executive 
staff working with their boards to ensure that funding is avail-
able to fulfill the organization’s mission.

Associations have strong quantitative balance sheets. They 
also make great qualitative tenants, however, because they tend 
to place great importance in the appearance of their headquar-
ters as part of their image. Association spaces therefore tend to 
be built out to higher standards, enhanced with larger budgets 
and maintained meticulously by the association.

Together, their quantitative and qualitative appeal often 
result in reduced securitization for associations in today’s com-
petitive real estate market. Combined with falling rents, that’s 
good news for associations looking to negotiate new leases or 
re-negotiate existing ones.

in ConCLusion
If you want to take advantage of the renter’s market, now is 
the time to begin a comprehensive review of your lease. There 
are real opportunities today for reducing your occupancy costs, 
but these opportunities won’t last forever. When job growth 
finally occurs, the current excess of office space supply will 
finally give way to increased demand. And when vacancy rates 
start to decline, rents will start to climb.

Help building owners see the big picture: If they scratch 
your back, you’ll scratch theirs. It’s a win-win situation; stabi-
lizing the building with a solid, good-credit tenant is a win for 
the landlord, and lowering occupancy costs is a win for you. 
Now is the time to make it happen. 
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assoCiations haVe strong quantitatiVe 
BaLanCe sheets. they aLso MaKe great 
quaLitatiVe tenants, hoWeVer, BeCause 
they tenD to PLaCe great iMPortanCe in 
the aPPearanCe oF their heaDquarters 
as Part oF their iMage.


