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EXECUTIVE SUMMARY

After being severely curtailed by the COVID-19
global pandemic in 2020, U.S. commercial

real estate activity rebounded sharply in 2021,
setting a record with $S809 billion in transaction

. volume. In addition, of the nearly 40,000

properties that were traded in the major real
estate asset classes (i.e., office, industrial, retail,
multifamily and hotels), 81% were for middle
market assets. This report describes the middle
market, it analyzes the performance of middle
market properties and it examines the benefits
middle market assets can provide investors.



INTRODUCTION

While there is no single definition for middle market commercial real estate
properties, they are generally considered to be properties valued at or below
S50 million. They can be further stratified into the following segments:

$2.5 million to $15 million: LOWER MIDDLE MARKET
$15 million to $35 million;: CENTRAL MIDDLE MARKET
S35 million to $50 million: UPPER MIDDLE MARKET

Assets priced above $50 million are generally considered too large to be classified
as middle market and are often owned by larger institutional platforms. Alex.
Brown Realty, a Baltimore-based real estate investment manager, defines middle
market properties as those priced between $2.5 million and $35 million. Assets
priced in this range represent the vast majority of properties traded and this
report will focus primarily on this segment of the market. According to Real
Capital Analytics (RCA), between 2011 and 2021, 87% of the properties that were
traded were priced between $2.5 million and $35 million.

The high trade volume for middle market properties evidences strong interest in
this section of the market and while trades for larger assets tend to receive most
of the headlines, significant value can also be found in middle market assets.
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U.S. Commercial Real Estate Trades by Number of Properties 2011 - 2021
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THE BENEFITS
OF INVESTING IN
THE MIDDLE MARKET
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ith 87% of the properties traded between 2011 and 2021, the

middle market is large, broad, and fragmented. It is also subject

to less competition from institutional capital because the large

amount of capital institutional funds need to deploy makes it
inefficient for them to pursue middle market properties. This is reflected in data
from RCA revealing that while the amount of private capital pursuing middle
market assets has increased substantially since 2011, the amount of institutional
capital pursuing middle market assets has decreased substantially since then.!
In 2011, institutional capital accounted for 22%, 40% and 42% of investor capital
in the lower, central and upper middle market segments, respectively. However,
by 2021, institutional capital accounted for only 12%, 21% and 25% of investor
capital in the lower, central and upper middle markets, respectively.
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Instead of being owned primarily by institutional funds, middle market property
owners tend to be non-institutional and varied. They include smaller funds,
partnerships formed by friends and family, family offices, other entities and
individuals. Accordingly, while there is plenty of capital in the middle market,

it is not as well organized, sophisticated or professional as the capital targeting
larger assets. In addition, because middle market properties can be found across
the country, the middle market’s vast size and scope arguably make it the most
inefficient and fragmented segment of the broader commercial real estate
market. The combination of these factors can generate several benefits for
middle market investors.

First, a lack of sophisticated capital in the middle market can lead to quality

assets being mispriced and thus, potentially acquired at an attractive basis. There
is currently a significant disconnect between where lower and central middle
market properties are trading compared to where upper middle market and larger
properties are trading. This is demonstrated by recent cap rate spreads between
properties valued between $2.5 million and $35 million, and properties valued
above $35 million. From 2011 to 2019 the average cap rate spread between these
segments was 87 bps. However, in 2020 it grew to 99 bps as capital flowed to

the perceived safety of institutional assets after COVID-19 emerged. The spread
continued to grow in 2021, ultimately finishing the year at 102 bps.?

U.S. Commercial Real Estate Average Cap Rates 2011 - 2021
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Contributing to recent high cap rate spreads between middle market and
higher priced properties is the acquisition strategy of large institutional funds.
In recent years, these funds have raised large sums of capital from domestic
and foreign sources, and they need to invest it efficiently and on a timely basis.
This dynamic demands that these fund managers focus on acquiring larger
properties or portfolios in lieu of investing in middle market properties because
it is not efficient for them to allocate capital to this segment of the market.

This reduces the number of sophisticated buyers for middle market assets and
leads to quality middle market assets being mispriced. This in turn, allows for
astute investors to acquire these assets at an attractive basis and earn higher
yields relative to their larger peers. For example, a diligent investor with strong
sourcing and underwriting capabilities can acquire a mispriced or undervalued
middle market asset at an attractive basis and implement a business plan that
improves the property’s performance. The business plan may include interior or
exterior capital improvements, a redevelopment or recapitalization of the asset,
improved management and /or marketing from a new operator, or some other
value-add mechanism. If the business plan is successfully executed, it can result
in additional cash flows throughout the holding period and a significant return at
exit by placing the asset back on the market as a core asset (often at a price above
$35 million that produces greater institutional fund interest). Thus, in addition
to generating current income on investor capital, well-executed middle market
investments can also provide substantial returns through capital appreciation.

Second, even though middle market deal sizes are smaller, there

are several financing sources available for them. These include large
lenders, major banks, community banks, insurance companies, debt
funds, government agencies, crowdfunding platforms, and others. This
broad access to leverage reduces the cost of debt for middle market
acquisitions to a point that compares favorably with institutional assets.

Third, in addition to potential pricing premiums from mispriced properties,
because of the number of financing sources that are available, middle market
investors may also receive a structural financing premium in the form of better
covenants from lenders.

The opportunities that investing in the middle market can provide were
highlighted in a 2016 report on commercial real estate that was commissioned
by Alex. Brown Realty and produced by the Rosen Consulting Group (RCG).
RCG’s Outlook for Small and Mid-Sized Assets report turned out to be prescient
as the upside potential for middle market assets has been realized in many
markets and demonstrated by multiple data points since the report was issued.?
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PRICING TRENDS

A detailed analysis of pricing trends demonstrates middle market properties’
upside. For example, an examination of price PSF growth for properties

valued between $2.5 million and $35 million, and properties valued above $35
million, reveals that lower priced assets outperformed their higher priced

peers significantly between 2011 and 2021. During this period the price PSF for
properties valued between $2.5 million and $35 million increased by 58%, versus
a 26% increase for properties valued above $35 million.

In addition, a property-level comparison of pricing growth in the six major
primary markets that are home to many larger assets, versus the pricing growth
of properties in the non-primary markets that are home to the majority of middle
market properties, reveals that in recent years pricing growth for assets outside
the primary markets has generally outperformed pricing growth for assets inside
the primary markets.* Furthermore, when analyzed over four different periods,
the data also supports an assertion in RCG’s Outlook for Small and Mid-Sized
Assets report that rent growth for larger assets began to peak around 2015,
motivating investors to look to secondary markets for yield. The periods that are
analyzed are the following:

I. 2011to 2015
2015 is approximately the time rent growth for larger assets began to peak.

II. 2015 to 2019
2019 is the year before COVID-19 emerged.

II1. 2019 to 2020
2020 is the year COVID-19 emerged, severely disrupting the economy and
dramatically curtailing commercial real estate transaction activity.

IV. 2020 to 2021
This period includes the year COVID-19 emerged and the following year, when
economic growth and commercial real estate trades accelerated.
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The data reveals that from 2011 to 2015, with the exception of multifamily assets,
pricing growth for assets in the primary markets exceeded pricing growth for
assets outside the primary markets across the major real estate asset classes.®
However, this trend shifted in 2015 and since then, with the exception of 2019
to 2020, a period that was heavily influenced by COVID-19, pricing growth
outside the primary markets has outperformed pricing growth inside the
primary markets. Specifically, from 2015 to 2019 pricing growth outside the
primary markets exceeded pricing growth inside the primary markets for all of
the major real estate asset classes. From 2019 to 2020 pricing growth outside
the primary markets exceeded the pricing growth that took place
inside the primary markets in two out of the five major real estate

A detal led ana l.yS|S asset classes (i.e., office and multifamily). Lastly, from 2020 to 2021,

11 repeating what occurred from 2015 to 2019, pricing growth outside
Of p ricl ng trends the primary markets again exceeded pricing growth inside the

de Mo nstrates primary markets for all of the major real estate asset classes.
middle market
properties’ upside.

Commercial Pricing Trends (SPSF): 2011 - 2021
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OFFICE PROPERTIES

From 2011 to 2015 the price PSF for office properties increased by 24% in
primary markets, versus 18% outside the primary markets. However, from

2015 to 2019 this dynamic shifted and prices increased by only 18% in primary
markets, versus 27% outside the primary markets. Since then, office assets
outside the primary markets have continued to outperform their primary market
peers. From 2019 to 2020 office prices decreased by 3.42% in primary markets,
versus a 3.22% decline outside the primary markets; and from 2020 to 2021
prices decreased by 1% in primary markets, versus a 9% increase outside the
primary markets. The substantial pricing growth for assets outside the primary
markets during this final period is likely due to concerns about the future of
office properties in higher density urban settings now that hybrid and remote
work arrangements have become more prevalent due to COVID-19.

Major Metros vs Non-Major Metros: 2011 - 2021
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INDUSTRIAL PROPERTIES

From 2011 to 2015 the price PSF for industrial properties increased by 54% in
primary markets, versus 28% outside the primary markets. However, from 2015 to
2019 this dynamic shifted as prices increased by 33% in primary markets, versus
34% outside the primary markets. From 2019 to 2020 another shift occurred as
primary markets experienced 6% pricing growth, overtaking the non-primary
markets which experienced 5% pricing growth. This trend then reversed again
and from 2020 to 2021 industrial real estate prices increased by 9% in primary
markets, versus an 11% increase outside the primary markets. The pricing growth
outside the primary markets from 2020 to 2021 was partially driven by rapid
e-commerce growth during this period. E-commerce activity had been growing
consistently for years, but it accelerated in 2020 largely because of stay-at-home
orders and other COVID-19 related measures that restricted the ability of people
to shop at stores, malls, and other retail outlets in-person. Furthermore, because
COVID-19 related restrictions occurred across the U.S., e-commerce growth also
occurred in markets across the country. This geographically dispersed growth
increased the importance of warehouses, distribution centers and other industrial
properties in secondary markets located outside of city centers and contributed
to strong pricing growth outside the primary markets.

Major Metros vs Non-Major Metros: 2011 - 2021

INDUSTRIAL
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Source:
Real Capital Analytics.
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RETAIL PROPERTIES

From 2011 to 2015 the price PSF for retail properties increased by 41% in primary
markets, versus 13% outside the primary markets. From 2015 to 2019 this trend
reversed as prices declined by 16% in primary markets, versus a smaller decline
of 2% outside the primary markets. From 2019 to 2020 another shift occurred

as retail prices decreased by 1.68% in primary markets, versus a slightly larger
decrease of 2% outside the primary markets. Then, from 2020 to 2021 retail
pricing trends reversed again with prices decreasing by 7% in primary markets,
while increasing by 3% outside the primary markets. During this period
investors appeared hesitant to acquire retail properties in crowded city centers
as COVID-19 disrupted shopping patterns in urban locations.

Major Metros vs Non-Major Metros: 2011 - 2021
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HOTEL PROPERTIES

From 2011 to 2015 the price per key (PPK) for hotel properties (note the change

from price PSF), increased by 47% in primary markets, versus 17% outside the

primary markets. A shift then occurred and from 2015 to 2019 prices declined
by 24% in primary markets, but increased by 6% outside the

: primary markets. Another shift then took place and from
Th IS trend faVO rs 2019 to 2020 prices declined by 16% in primary markets

ll m |ted -Se rVice a nd and by a much larger 31% outside the primary markets as
S el. e Ct_ S eI’Vi ce h Ot e l. S investors grew cautious about acquiring hotel properties in

. less populated secondary markets. However, this thinking
IN SeCo nda ry ma rkets . changed once it became apparent that leisure travel would
recover from the COVID-19 pandemic much quicker than
business travel. This trend favors limited-service and select-service hotels in
secondary markets and this contributed to hotel prices increasing by 7% in
primary markets from 2020 to 2021, while they increased by 39% outside the
primary markets.

Major Metros vs Non-Major Metros: 2011 - 2021
HOTELS
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MULTIFAMILY PROPERTIES

For multifamily properties, pricing growth outside the primary markets has
consistently exceeded pricing growth inside the primary markets. From 2011
to 2015 the price per unit (PPU) for multifamily properties in the six primary
markets increased by 43%, versus a larger 48% increase outside the primary
markets. From 2015 to 2019 prices increased by 13% in primary markets, versus
39% outside the primary markets. From 2019 to 2020 prices declined by 2% in
primary markets, but increased by 5% outside the primary markets. And, from
2020 to 2021 prices declined by 4% in primary markets, but increased by 4%
outside the primary markets.

The strong pricing growth of real estate assets in the non-primary markets
where most middle market properties are located reflects their upside potential.
Additional data on capital flows and cap rates also indicates that investors are
taking steps to realize the value attractive middle market assets hold.

Major Metros vs Non-Major Metros: 2011 - 2021

MULTIFAMILY
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INVESTOR INTEREST IN
MIDDLE MARKET PROPERTIES



n examination of capital flows indicates that investors are increasingly
looking outside the primary markets for yield. For example, of the
nearly $200 billion in domestic capital that was invested in the major
real estate classes in 2011, only 54% of it found its way to secondary

and tertiary markets. However, by 2021 this figure had grown to 71%.

The amount of foreign capital being invested in secondary and tertiary markets has
also increased in recent years. From 2011 to 2017 foreign capital invested in primary
markets exceeded the amount invested in secondary and tertiary markets. However,
this changed in 2018 and since then foreign capital invested in secondary and
tertiary markets has exceeded the amount invested in primary markets.

i nvesto rs are While capital is flowing into middle market properties, it is also

important to note that these properties can hold investment risks

i nc reaSi ng ly that are different than those associated with larger assets
l_OO kin g outs | de in primary markets.
the primary
markets for yield

Capital Invested in Major Metro and Non-Major Metro Markets: 2011 - 2021
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MITIGATING MIDDLE MARKET
INVESTMENT RISK



enerally, primary markets, where most larger assets are found, enjoy

a broadly diversified job base and typically have higher barriers to

new supply. And, in the case of office and industrial assets, larger

properties typically have high credit leases. This contrasts with
secondary and tertiary markets, and middle market assets in general. Instead,
with middle market assets, local fundamentals, particularly supply, demand and
locational considerations, have a greater impact on property performance and
valuations and can substantially impact an asset’s performance. Mitigating the
unique risks associated with middle market sized assets can be accomplished
through various strategies.

First, underwriting risk can be moderated through strategic
partnerships with experienced local operators who know their

Preql n data markets well. These operators typically have intimate knowledge

i N d | Cate S th at m |d - of locational and building advantages in their communities, and
. often an understanding of the history of both. They are typically
sized funds that

the first to learn of events that can help create or impair value,

foc us on Central_ such as new road construction; changing demand catalysts,

such as new company relocations or expansions; and potential

m |dd l-e MmMar ket new supply. A comprehensive understanding of the information
as SetS reco rd provided by these parties produces more accurate underwriting,

higher risk adjusted

which helps lessen investment risk.

Second, leveraging relationships with knowledgeable partners

retu rns th an th €Ir who can effectively source deals and identify mispriced
peer f u nd S th at properties can lead to acquiring assets at less than intrinsic

value. Acquisitions of this kind create a cushion for cash flows,

Inves t IN h Ig her operational issues and performance challenges. This further
p ri Ced p FrO pe rt | es. moderates investment risk.

Third, by utilizing strategic partners an investor can successfully
gain access to multiple property types and different geographic regions. This
provides portfolio diversification and mitigates nonsystemic risks associated
with a particular market such as adverse weather events, excess supply being
delivered, material increases in local property taxes or employment loss in large
local industry. Portfolio diversification also helps protect investors against risks
experienced in a particular property sector, such as that experienced by the
hotel industry when travel declined due to COVID-19.
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Lastly, while some level of risk is inherent with all investments, Preqin data indicates
that mid-sized funds that focus on central middle market assets record higher

risk adjusted returns than their peer funds that invest in higher priced properties.
Specifically, an analysis of core, value-add and opportunistic fund returns provided
by Preqin reveals that funds sized between $200 million and $1 billion that invest in
assets priced between $15 million and $35 million return higher Sharpe ratios than
equivalent-sized funds that invest in assets priced above $35 million.®

Sharpe Ratios for Fund Sizes Between $200M and $1B

Source: Core/Core Plus Funds
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CONCLUSION

The middle market for commercial real estate
is distinguished from other market segments
by its large size, fragmented nature, and limited
competition from institutional capital. These
characteristics combine to create a market that
offers several benefits to investors, including
the potential to generate strong yields from
selective investments in growing regions across
the country. Generous cap rate spreads between
middle market properties and their higher
priced peers indicates strong upside potential
for these assets, and transaction volumes and
capital flows into the secondary markets where
most middle market properties are located
suggests that investors are increasingly taking
note of the yield potential they possess. With

a disciplined approach, effective underwriting
and appropriate risk mitigation practices,
knowledgeable investors who can source,
acquire and manage middle market assets
effectively will be well-positioned to earn
attractive returns from these investments.



ALEX. BROWN REALTY
AND THE MIDDLE MARKET



ince 1972, Alex. Brown Realty (ABR) sponsored investment programs

have acquired nearly 400 properties at a total cost of approximately

$4.5 billion. ABR generally focuses on assets that are priced between $20

million and $40 million and invests through strategic alliances with local
and regional real estate operators, managers and developers who are experts in
their own markets. This allows ABR and its clients to assemble portfolios that are
diversified by property type and geographic region. ABR prioritizes well-located
real estate assets with existing cash flows and the potential for greater income
and value appreciation. ABR targets markets that have attractive fundamentals
and exhibit the potential for growth. Leading indicators of growth potential
include positive population and employment trends. A select sample of markets
that ABR is targeting include Denver, Atlanta, Charlotte, Tampa, Nashville and
Raleigh.” These markets compare favorably to the primary markets and the top
10 secondary markets in population and employment growth.

ABR’s disciplined investing approach and thoughtful market selection has resulted
in positive returns for its Chesapeake fund series. The following acquisitions are a
sample of investments ABR has made across different funds since 2011.

Primary Markets vs Top 10 Secondary Markets vs Select ABR Target Markets

2010 - 2019

Population Growth Source:
U.S. Census Bureau

Employment Growth Source:
Bureau of Economic Analysis
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2011

B In 2011, ABR acquired a 92,500 sf medical office complex in Charlotte, NC.
The Charlotte Medical Plaza consisted of two buildings located in proximity
to two of the city’s major hospitals and was 71% occupied at acquisition.
Prior to acquisition, the properties were 94% and 97% occupied. However,
by 2011, occupancy for both properties had declined while occupancy
levels remained in the low 90% range for the properties’ competitors.
ABR recognized that even with the occupancy decline the complex still
held meaningful potential because the previous ownership’s decision to
limit funding for tenant improvements, leasing commissions and other
investments that could enhance the property was having an adverse effect
on occupancy. Further benefiting the property was the rapid growth the
Charlotte MSA was experiencing at the time. The metro area’s medical
office sector was also well positioned for growth due to the nation’s aging
population and the additional health services that older adults generally
need. Through professional management, a focused marketing program,
targeted capital improvements and a willingness to fund tenant and leasing
improvements in accordance with market practices, ABR and its JV partner,
Insite Properties, successfully executed an effective business plan that
contributed to significant occupancy gains and strong returns at exit.?

2015

B In 2015, ABR acquired a 152-unit, purpose-built student housing property
in San Marcos, TX, a suburb of Austin. The property was located off the
main thoroughfare to Texas State University, less than two miles from
campus. It was 98% pre-leased for the 2015-2016 academic school year
and had several attractive amenities including a pool, hot tub, game room,
tanning salon, fitness center and basketball court. After acquiring the
property, ABR rebranded it and executed more than $1 million in interior
and exterior capital improvements to refresh the asset and complete
deferred maintenance. These improvements allowed for higher rates and
the elimination of a utility fee limit that brought the property’s utility
payment structure in-line with comparable properties in the area. The
combination of an attractive market, limited on-campus housing offerings,
growing enrollment at Texas State University and property-enhancing
capital improvements helped the asset generate strong returns at exit. ABR’s
partner in this venture was Asset Living, a leading real estate management
firm and one of the nation’s largest property managers.

2017

B In 2017, ABR acquired the 195,044 sf, flex industrial property Eden Landing
Business Park. This 10-building property is located in Hayward, California
and was 89% leased at acquisition. The investment thesis for Eden Landing
included completing cosmetic, structural and mechanical improvements
at the property, preparing vacant units for leasing, increasing rents as
leases expired and shifting some of the property’s expense burden from
the property owner to the asset’s tenants. While the cost of the property’s
capital improvements would eventually exceed budget, this was offset by the
removal of problematic tenants, occupancy gains and increases in in-place
rents over time. Combined with a coveted property type and high barriers
to entry in its market, the improvements that were made to the property
helped the asset achieve strong returns at exit.

27  ABRAND THE MIDDLE MARKET



APPENDIX



HISTORICAL TRANSACTION VOLUMES BY ASSET CLASS: 2011 - 2021
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HISTORICAL TRANSACTION VOLUMES BY ASSET CLASS: 2011 - 2021
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HISTORICAL CAP RATES BY ASSET CLASS: 2011 - 2021
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HISTORICAL CAP RATES BY ASSET CLASS: 2011 - 2021
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ENDNOTES

1 Real Capital Analytics defines institutional investors as the following: An investor, such as a bank,
insurance company, retirement fund, hedge fund or mutual fund, which is financially sophisticated
and makes large investments, often held in large portfolios of investments. Real Capital Analytics
defines private investors as the following: Private family wealth invested directly, non-traded
Real Estate Investment Trusts (including public non-listed REITSs), and non-traded privately held
developers, property managers, owners, and operators.

2 The exact cap rate spread for the 2011 to 2019 period is 87.15 bps, it is 98.56 bps for the 2020
period, and it is 102.15 for 2021.

3 Rosen Consulting Group. Outlook for Small and Mid-Sized Assets. 2016.

4 The six major primary markets are New York, Los Angeles, San Francisco, Chicago, Boston, and
Washington D.C. The non-primary markets are also referred to as secondary and tertiary markets.

5 The major real estate asset classes are office, industrial, retail, hotels, and multifamily.

6 Sharpe ratios were calculated using data from closed-end funds with North America as their
Primary Region Focus, vintage years between 2011 and 2018, and that reported at least two trades,
trade pricing, and fund net IRRs to Preqin. A total of 79 funds met the eligibility criteria and were
used in the analysis. 8 funds were analyzed in the Core/Core Plus group, 46 funds were analyzed
in the Value-Add group, and 25 funds were analyzed in the Opportunistic group. The Sharpe ratio
was calculated based on fund data reported through August 17, 2021 and is subject to change
as fund returns change. ABR does not attest to the accuracy or completeness of the data that
individual funds reported to Preqin.

7 The Primary Markets are New York, Los Angeles, San Francisco, Chicago, Boston, and Washington
D.C. The Top 10 Secondary Markets are the next ten largest metropolitan statistical areas by
population as of 2019 according to the U.S. Census Bureau. They are the following: Dallas, Houston,
Miami, Philadelphia, Atlanta, Phoenix, Riverside /San Bernadino, Detroit, Seattle, and Minneapolis.
ABR is targeting more than six markets, but six were chosen for this exercise to provide for a
level comparison with the six primary markets. Please contact ABR for additional target market
information if desired.

8 Please contact ABR for additional investment return information if desired.

9 Employment includes full and part-time employment, wages, salaried jobs, and self-employment.

33  APPENDIX



RESEARCH SPONSOR

ALEX. BROWN REALTY, LLC

Alex. Brown Realty (ABR) is a privately held real estate investment manager and sponsor of
real estate private equity offerings for institutional, family office and high net worth clients.
The firm has invested in over $4 billion in real estate assets since its founding in 1972 and has
experience across diverse U.S. markets and property sectors.

DEBO AYENI

Director of Research and Data Analytics
debo.ayeni@abrealty.com

THOMAS BURTON

Senior Managing Director/Chief Investment Officer
tom.burton@abrealty.com

The information contained in this report was obtained from sources deemed to be reliable. Every effort was made to
obtain accurate and complete information; however, no representation, warranty or guaranty, express or implied, may be
made as to the accuracy or reliability of the information contained herein. This is not intended to be a forecast of future
events and this is not a guaranty regarding a future event. This is not intended to provide specific investment advice and
should not be considered as investment advice.
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