
 the 9:05 | 1st Quarter 2019 | 1

An excerpt from Bailard Institutional’s  
Quarterly Review of Economic and Market Developments* Q1 2019

the9:05

Having been with Bailard since the firm’s founding 50 
years ago, I understand that long-duration “market 
tops” late in the cycle can be frustrating times. 
We know that the deeper we are into an economic 
expansion, the closer we get to a correction. So with 
a downturn potentially lurking around the corner, 
we certainly don’t want to rationalize an investment 
just before “the music stops.” We’ve identified target 
markets with good population and job growth, 
upward trending rents and balanced supply/demand 
fundamentals. Yet, the vast majority of investment 
opportunities don’t meet our return targets. 

Where else should we look? 

You listen to the market.

Cap rates in cities like San Francisco and Seattle have 
settled at historic lows of 4.9% and 4.6% (Office) and 
3.6% and 4.2% (Multifamily), respectively.1 We believe 
that the potential returns at these pricing levels do 
not justify the risks inherent in those asset types in 
those markets. Those two metro areas, together with 
San Jose, Boston, Austin and Raleigh/Durham, form 
an economic cluster tied to Tech (“Tech Centers”). We 
believe the pricing has been driven up as the larger, 
institutional firms have accumulated an outsized 
position in the cities that make up the Tech Centers 
cluster.2 For the past few years we have generally 
steered clear of the Tech Centers in large part because 
of our view that assets in those cities are “over-bought” 
and that the risk/reward balance is not in equilibrium 
at this point in the cycle. 

But sometimes, when you listen, a potential gem 
reveals itself. For example, earlier this year in the 

course of regular conversations with our friends, allies 
and partners, an interesting investment opportunity 
surfaced. Located on the edge of a Tech Center city 
was a simple but sprawling community retail shopping 
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ECO N O M I C C LU S T E R S
Bailard real estate research has developed an approach 
that organizes America’s 128 different urban areas 
(Combined Statistical Areas, or CSAs) into eight groups 
of similarly performing cities. This is not done by the 
standard industry geographic approaches, where cities 
are grouped into broad regions of East, South, Midwest 
and West. Instead, Bailard has grouped the CSAs into 
similarly-performing economic clusters, where the 
economic drivers in these cities are similar from city to 
city, and therefore the various property types tend to 
move in rhythms that correlate with each other. The 
eight clusters include Capital Metro, Heartland, Large 
Growth, New SoCal, New York Corridor, Old SoCal, Sun 
& Sand and Tech Centers. 

Using a geographic screen, Tech Center cities like 
Austin, Boston and San Jose would appear to be 
diversified all around the country. Yet, the Tech 
industry’s continued extraordinary growth has driven 
rents to extreme heights that has propelled a large 
wave of development. This brings substantial risk of 
overbuilding and a subsequent downward correction 
in rents and market values. As a result, we believe 
there’s less diversification protection from this risk than 
geographic diversification screens would suggest. 

Our research has grown from the efforts of our 
previous work over the past 25 years. Please see 
Bailard’s white paper, “Using Economic Clusters to 
Better Manage Risks and Enhance Returns” for further 
details.



center. The center had some vacancy and its market 
value had fallen well below its original development 
cost from just before the GFC. Yet, the market is 
growing, the center has outstanding access and 
visibility, the tenants’ sales are picking up and there 
are no competing shopping centers in the immediate 
area to draw shoppers away. 

To us, “listening to the market” means both a 
willingness to be open-minded and an eagerness to 
understand a complicated story. This opportunity 
came with myriad moving pieces to figure out… and 
the current owner just wanted to move on. If we and 
our local operating partner can resolve the issues, this 
investment could be a home run. We don’t yet know if 
we will even be awarded the deal, but we’re intrigued 
by the possibility. Retail properties right now are the 
least favored property type for institutional investors 
as e-commerce puts traditional “bricks & mortar” 
through wrenching change. This is especially so for 
properties with problems to solve. For the right deal, 
we view that as an opportunity to create value.

Why aren’t more investors pursuing this deal? Beyond 
the fact that retail is an “orphaned” property type at 
this time, we believe it’s one or more of several reasons. 
First, it’s too small for the big players.3 Second, it’s too 
much work. Third, it’s in a smaller Tech Center city, 
so it’s below the radar of many of the bigger firm’s 
acquisitions officers. Fourth, it could be “structural.” 
That is, in most large firms, the research group is in 
a separate silo from acquisitions which, in turn, is 
separate from asset management. It’s not an optimal 
organizational structure for surfacing and vetting 
opportunities that require creativity, vision, effort and 
energy. 

We enjoy the unruly process of putting our entire 
investment team in the same room every Monday 
morning to discuss all the opportunities in the 
“pipeline.” Issues are vetted. Concerns are raised 
and discussed. Questions are posed and answered. 

This, we believe, allows an attractive real estate 
deal to be revealed. Instead of the traditional “top-
down” approach of filling prescribed geographic and 
property-type buckets, we prefer to let opportunities 
bubble-up from the bottom. 

The beauty of investing in private transaction markets 
is the opportunity to find inefficiencies. We like to 
listen to the market. Even if a particular metro area 
or property type is a little outside our “strike zone,” if 
we’re willing to listen, we might hear something quite 
appealing. 

We enjoy the unruly process of 
putting our entire investment 
team in the same room every 
Monday morning to discuss all the 
opportunities in the “pipeline.” 

1 A property’s capitalization rate, or cap rate, is a measure of its net operating income relative to its market value. Source: Real Capital Analytics.

2 The NCREIF Fund Index – Open-End Diversified Core Equity (NFI-ODCE) is a fund-level index reporting the returns of various open-end commingled funds pursuing 
a core private real estate investment strategy and qualifying for inclusion based on certain pre-defined index policy inclusion characteristics. As of 12/31/2018, the 
ODCE’s Index had a 30% weighting to the Tech Center cluster.

3 NFI-ODCE average property gross market value was $86.4 million as of 12/31/2018.
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A B O U T  T HE  9:05 
Since 1978, we’ve held a weekly company-wide meeting during which we talk about the prior week’s 
activities and those anticipated in the week to come. We refer to this meeting, which begins just after 
nine each Monday morning, as “the 9:05.” Just as the 9:05 meeting enables us to share our knowledge 
and insights with each other, this newsletter provides us with a valuable means of communicating with 
our clients. Hence its title: the 9:05. 

D I S C L OS U R E S
the 9:05 is produced by the Asset Management Group of Bailard, Inc. The information in this publication is based primarily on 
data available as of March 31, 2019 and has been obtained from sources believed to be reliable, but its accuracy, completeness 
and interpretation are not guaranteed. We do not think it should necessarily be relied on as a sole source of information and 
opinion.
This publication has been distributed for informational purposes only and is not a recommendation of, or an offer to sell or 
solicitation of an offer to buy any particular security, strategy or investment product. It does not take into account the particular 
investment objectives, financial situations or needs of individual clients. Any references to specific securities are included 
solely as general market commentary and were selected based on criteria unrelated to Bailard’s portfolio recommendations 
or the past performance of any security held in any Bailard account. All investments have risks, including the risks that they 
can lose money and that the market value will fluctuate as the stock and bond markets fluctuate. Asset class specific risks 
include but are not limited to: 1) interest rate, credit and liquidity risks (bonds); 2) style, size and sector risks (U.S. stocks); 
3) increased risk relative to U.S. stocks due to economic or political instability, differences in accounting principles and 
fluctuating exchange rates – with heightened risk for emerging markets (international stocks); and 4) fluctuations in supply 
and demand, inexact valuations and illiquidity (real estate). The volatility of real estate may be understated due to inexact 
and infrequent valuations. Real estate has significant risks and is not suitable for all investors. There is no guarantee that 
any investment strategy will achieve its objectives. Charts and performance information portrayed in this newsletter are 
not indicative of the past or future performance of any Bailard product, strategy or account, unless otherwise noted. Market 
index performance is presented on a total return basis (assuming reinvestment of dividends), unless otherwise noted. Past 
performance is no guarantee of future results. All investments have the risk of loss. This publication contains the 
current opinions of the authors and such opinions are subject to change without notice. Bailard cannot provide investment 
advice in any jurisdiction where it is prohibited from doing so. 
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