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It is supported by in depth capability in real estate economics and analytics and even
training. Our senior team includes five MAI designated appraisers and the team collectively
has nearly 200 years of experience. That broad experience allows us to quickly get behind
the numbers and understand the relevant valuation issues. In our appraisal management
process, we select only appraisers whom we believe are the best qualified in their market by
virtue of their professional education, background and relevant experience. Our review
process goes far beyond the checklist to give you the most meaningful valuation and
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Cheryl Scott
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Catherine Hayward
Senior Valuation Analyst
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Feel free to reach out to any member of the FOCUS team for more information about FOCUS
and its services. Contact Bill Pittenger with comments, questions or suggestions concerning
the FOCUS Quarterly or to subscribe to our periodic Real Estate and Economic Commentary.
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Message to Our
Readers: Our valued clients,

colleagues, appraiser partners and
friends of FOCUS
FOCUS Valuation Advisors is pleased to present you with the Summer 2012 issue of The
FOCUS Quarterly in which we present a contemporary look at real estate markets and the
economy. In this issue, we take a comprehensive look at many of the issues driving our
economy and its recovery from The Great Recession; the broadest, deepest and most severe
downturn since The Great Depression of the 1930s.
We will explore a few important macro issues such as the gross domestic product, the
probability of renewed recession, consumer and business confidence,
employment trends and more. We’ll examine some of the legacy effects
of The Great Recession including structural employment issues and
changing labor dynamics.
From there, we will turn to real estate markets. We’ll take an in depth
look at housing as well as a variety of commercial real estate product
types and more. Finally, we will turn to financing, including capital
markets for real estate finance and the outlook for community banking
and real estate lending.
We’ve also included a couple of original feature articles that we hope
you’ll find instructive and enjoy reading. One is intended for our
residential readers and the other for commercial.
FOCUS Valuation Advisors is a big believer in three fundamentals. First, we always go
beyond the basics and give our clients something they can both readily understand and use
productively. As our current clients know, we do that every day in our appraisal review
services by going beyond the checklist. We will do that too in The FOCUS Quarterly.
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Second, we go behind the numbers and make informed judgments about what they most
likely mean. We try to be instructive and tell our readers how the pieces fit together and why
they are important.
Third, we always look forward. Real estate analytics is sometimes naively backward looking
even though most appraisals are obtained by our clients for forward looking decisions such
as loan origination or asset disposition. By the time we know what rents are; what
absorption is; and what properties sold for (all historical events), it is sometimes too late to
amend the development plan or turn off the loan spigot. We will do our best to offer you well
educated and informed forecasts keeping in mind that a forecast is never a guarantee but it
is always preferable to a mere recitation of history.
I am personally proud to have assembled and edited The FOCUS Quarterly. If you have
comments, questions or suggestions for future issues, they are welcome. Please e‐mail me
personally at bill.pittenger@focusvaluation.net.

William L. Pittenger, MAI, SRA
FOCUS Quarterly Editor
Senior Director – Economic & Consulting Services
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National Economic
Highlights & the
Probability of Recession
Recessions are generally thought of as short‐term fluctuations of output around a long‐term
path of equilibrium. When recessions occur the cause is usually some sort of economic shock
such as oil price and availability, terrorism, inflation, monetary policy and a wide range of
other systemic factors which lead to declining gross domestic product, rising unemployment
and much more. Eventually, the adverse characteristics of recession flow widely and broadly
into other sectors of the economy including housing. Rarely do recessions begin with
housing as The Great Recession actually did. Indeed, housing is usually an effect and not a
cause. It is hard to imagine, but what resulted in a global recession started as over building
in the U.S. housing sector.
The Great Recession, as it has come to be known, was broader, deeper and more severe than
any recession since the 1930’s. It left an indelible mark on the nation and its collective
psyche. Virtually nothing or no one was immune. It was made even more severe by being
accompanied by a financial crisis which resulted in the near collapse of the U.S. financial
system. Many of its effects were structural and will last for years.
Today, the recovery has lost momentum just as it did this time of year in 2010 and 2011. The
U.S. is arguably experiencing its worst recovery from recession in U.S. history. Economies
normally rebound from recession as pent up demand is released. This recovery is different.
Pent up demand has not been released in a way one might have expected. The economy
experienced a recession (1937) within the Great Depression of the 1930s and even that brief
recovery was more robust than the economy is experiencing today.
Today, the economy continues to battle strong headwinds. Consumer and business
confidence are low. Consumer confidence, as measured by The Conference Board, has
declined for four of the last five months. Housing can’t gain traction. Job growth is weak, the
unemployment rate rose in May (8.2%) for the first time since June 2011. Productivity has
peaked yet many businesses are afraid to hire even when they can afford to as they are
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uncertain about the future of regulation and the direction of the economy. Moreover,
unemployment insurance benefits are expiring for millions of Americans.
Businesses face an unprecedented regulatory burden with more on the way. Europe is in
crisis and even Asia is showing signs of slowing with China cooling rapidly. U.S.
manufacturing is cooling and the country is facing a fiscal crisis. A common theme is fear:
fear of the unknown and what the future may hold in regulation, taxes, fiscal policy and
more.
Is There Another Recession In the Nation’s Future?
Questions many business people and professionals have about the probability of recession
are first, whether it will happen and second, how does one estimate the probability before it
occurs. They wonder too if a forecast is just a wild guess, an educated guess or whether there
is actually some science behind it. The answer is the latter. While we never know precisely
and we always face the possibility of unforeseen economic shock, there is some science
underlying the opinion.
By definition, a forecast is a judgment about the probability of a future event happening or
not happening based on currently known or reasonably knowable information. It is not an
exercise in crystal ball gazing nor is it an absolute guarantee that the forecast will
materialize. That is why most forecasts, including this one, are expressed in probabilities.
The nation’s business cycle (contraction versus expansion) is dated by the Business Cycle
Dating Committee (BCDC) of the National
Bureau of Economic Research (NBER). The
committee is comprised of a group of academic
economists at Princeton University. When
dating the business cycle, the committee
considers a wide variety of economic indicators
over a reasonable period of time and from a
broad geographical area. It is not as simple as
often depicted such as a recession is measured
by two quarters of negative GDP (Gross
Domestic Product) or expansion by two
quarters of growing GDP. While GDP is
considered, so are financial market indicators,
labor market conditions, housing,
manufacturing, imports vs. exports, confidence and much more. When the BCDC declared
8
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The Great Recession had ended in June 2009, they relied heavily on GDP and GDI (Gross
Domestic Income). At that time, the average of GDP and GDI was 3.1% above its low in the
second quarter of 2009 but 1.3% below its previous peak in December 2007 when the
recession officially began.
Note too that the announcements were made a year or more after the recession began or
ended – never in real time. The beginning of The Great Recession was determined to be
December 2007, however, the announcement came a full year later in December 2008.
Similarly, the recession technically ended in June 2009 but the announcement was not made
until September 2010. The committee is not in the business of forecasting. Rather its sole
responsibility is dating the business cycle and it would rather be right than fast. Economic
data are also revised frequently and the committee will usually wait for revisions as it did
before declaring the recession had ended in mid‐2009. It is not unusual to see important
data points such as employment and GDP go through significant revision thus showing an
earlier downturn than originally expected. Today, we are seeing a variety of U.S. leading
indicators closely resembling what has already occurred in Europe. That is not positive and
supports the notion of higher U.S. recession probability.
In forecasting a change of direction in the business cycle before the BCDC acts, we too
consider a wide variety of indicators and evaluate them individually and collectively. We
attempt to mimic what the BCDC is most likely to do. We also
weigh each factor’s relevance and potential impact. We then
assign a probability weight to each indicator. Since a wide
variety of indicators are considered, some tend to wash out
others. We understand that any forecast can be rendered
moot if unexpected economic shock occurs. We saw that with the 9‐11 terrorist attacks, the
Japanese earthquake and tsunami last year as well as other catastrophic events over the
years. Sans unknown or unknowable events, however, it is possible to get reasonably close
to a supportable and defensible forecast of change of direction in the business cycle
including the probability of a pending dip into a new recession.
Outlook. As we pointed out previously, economic recovery is perilously close to stall speed.
The probability of recession has risen since our last estimate at 30%. Today, with recent and
significant economic weakness in key U.S. sectors and abroad, the probability of the U.S.
slipping into recession within the next six months is, in our view, around 40%. Note
however, that there are a few conditions that alone could push the economy into recession.
The so‐called “fiscal cliff”, for example, could take around five percent out of a GDP which
only grew by 1.9% in the first quarter. That would create an almost instant recession.
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Gross Domestic Product

Second Estimate Revised Down to 1.9%
from the Advance Estimate of 2.2%
The Bureau of Economic Analysis (BEA) reported that the nation’ economy grew at an
annualized rate of 1.9% during the first three months of 2012. That is according to the third
estimate released on June 28, 2012. That is down from the 2.2% advance estimate released a
month earlier and down from 3.0% growth shown in the fourth quarter of 2011. The
economy expanded at a paltry rate of 1.7% for all of 2011.
The deceleration in growth resulted almost entirely from declining growth in investments.
Growth in fixed investment (plants and equipment) slowed significantly as did investment in
structures (construction) despite a relatively warm winter conducive to construction in
most parts of the country. Private inventory build‐up also slowed while net exports grew
fractionally. Growth in equipment and software was up significantly to 3.9% which was
more than double earlier estimates of 1.7%.
Consumer spending increased at an annualized rate of 2.7% in the first quarter. It was led by
sales of “durables,” or goods expected to last for five or more years. Auto sales and other so‐
called big ticket items had a good quarter however much of that was at the expense of
personal savings which declined and which suggests that growth in spending on durables
may not be sustainable. There was also demonstrable growth in non‐durable items or
“consumables.”
The PCE price index (Personal Consumption Expenditure) showed inflation of 2.4% which
was double the rate seen in the fourth quarter. That was largely driven by food and energy.
Excluding those two components, inflation accelerated less dramatically, from 1.3% to 2.1%.
Despite the acceleration, inflation concerns remain small.
The acceleration in inflation contributed to weaker growth in real disposable income which
fell to 0.4% from 1.7%. Slower income growth combined with faster spending growth drove
the saving rate down to 3.9% from 4.5%. That would be the lowest saving rate since 2007 if
it is not revised higher in subsequent estimates.
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Exports were a slight drag on the GDP as U.S. manufacturers find it harder to sell product
abroad because of the European debt crisis and slowing growth in Asia.
The Bureau of Economic Analysis makes three estimates of GDP each quarter. The first
estimate is the “advance” estimate. That comes approximately 30 days after the end of a
quarter. That is followed in about 30 days by a second estimate called the “preliminary”
estimate and 30 days after that by the “final” estimate for the quarter. Each estimate is
based on more data becoming available. The estimates are never truly final as they are
always being refined and periodically restated.
GDP Change Annualized Q12 2010 – Q1 2012

Analysis and Outlook. Economic growth is positive but the rate of growth, at or around
two‐percent, is not fast enough to create jobs and drive a sustainable recovery. We liken the
current economy to an airplane flying too slowly. If allowed to slow and not create enough
lift it will reach stall speed and crash.
The economy is fragile and is being buffeted by strong headwinds from many directions and
sectors. Among other things it is fast approaching the year end “fiscal cliff.” Tax increases
and spending cuts are already set to take effect on January 1st. The negative impact is
potentially huge and amounts to about five percent of GDP each year. With the economy
growing at a rate of less than two percent, the so‐called fiscal cliff alone could be enough to
drive the economy into recession.
Our concern is that what we are witnessing could be a permanent reduction in the path of
potential GDP. Crises such as The Great Recession (and the accompanying financial crisis)
tend to stunt the three main ingredients of growth: labor, capital and innovation. With
reduced, or even choked off capital, unemployment grows and innovation suffers. The
11
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Federal Reserve, as well as the IMF (International Monetary Fund and the OECD
(Organization for Economic Cooperation and Development) have all revised down their
estimates of U.S. GDP potential. The gap between actual and potential GDP is now around
five‐percent.
Our analysis suggests that slow growth will be a fact of life for the next two years or so with
GDP rising at a rate just above economic stall speed; say around two‐percent. That assumes
that Congress and the President will manage through the issue of the “fiscal cliff” –
admittedly a huge assumption.
The outlook for the nation’s GDP currently depends heavily on what policy makers (U.S. and
internationally) do. We recognize that politics often trumps economics. The possibility of the
Euro Zone coming apart is uncomfortably high. In the U.S., the probability of a third round of
quantitative easing by the Federal Reserve is also growing.

Select Global GDP Annual Change Rates As of Q1 2012
United States
China
India
Japan
Britain
Canada
Euro Area
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+1.9
+8.3
+7.1
+1.8
+0.4
+2.1
‐0.5

Austria
Belgium
France
Germany
Greece
Italy
Netherlands

+0.5
‐0.1
+0.3
+0.7
‐7.1
‐1.7
‐0.8
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Inflation and Deflation at

the Producer and Consumer Level

Producer prices, sometimes called factory prices, are the prices charged by producers to
manufacturers, wholesalers and others in the early or intermediate stages of production.
Because finished goods are eventually passed on to consumers, producer prices can be an
important leading indicator of inflation at the consumer level. Alternatively, what most
people think about when they consider “inflation” is what is happening at the end of the line
when goods or services are actually consumed. Both producer and consumer price indices
are important measures of economic activity.
U.S. producer prices (headline) fell one‐percent in May. That is the third consecutive non‐
positive reading. Prices at the earliest stage of production fell even more with crude
materials dropping 3.2%. Prices for intermediate goods fell less sharply at 0.8% in May.
The year over year change in the finished goods index fell below one‐percent which was
near the lowest level reached during the latest stages of The Great Recession.
Lower producer prices tend to suggest that inflation at the consumer level will remain under
control for the short and mid‐term.
At the consumer price level, the consumer price index (CPI) fell 0.3% in May which left the
index just 1.7% higher than it was a year earlier and suggesting that consumer price inflation
is well under control.
The energy index fell for a second straight month (down 4.3%) as a direct result of falling
gasoline prices. Indeed, the gasoline index fell 6.8%. The consumer price index for food and
beverages was flat in May after experiencing a 0.2% increase in April.
Overall consumer prices are falling modestly led by the steep decline in energy prices. The
steady decline in prices eliminates the short or mid‐term fear of inflation but the declines
have not been nearly steep enough to raise the possibility of deflation.
Both core inflation (not including the volatile food and energy components) and headline
inflation (total CPI) fall well within the Federal Reserve’s zone of tolerance and we expect no
short term action.
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Consumer & Business
Confidence: Consumer confidence

surveys have been trending down.
Business confidence is generally flat

Consumer confidence took a noticeable step back in June due largely to the impacts of slow
job creation, weak income growth, concern over the debt ceiling debate, the year end fiscal
cliff and concern over the Euro Zone; its travails and the possible impact on the U.S.
The “Big Three” in consumer measurement indices include The Conference Board,
Thomson/Reuters University of Michigan and the Bloomberg Consumer Comfort Index. All
three indices measure many of the same things although their questions to consumers are
expressed differently. Generally they move up and down, roughly in unison. Together they
are a meaningful measure of consumer sentiment. Recently, the Michigan survey has trended
up while the other trended down. The Michigan survey however, reversed course in late
June and pointed to significantly diminished confidence.
The most recent Conference Board survey (June) fell more than expected It revealed that
consumer perceptions of both present and future economic conditions are weaker than
earlier in the year. Nevertheless consumers expressed a little more confidence in current
conditions. The readings have fallen for the last four months and for five out of the last six
months. The biggest decline was in how consumers view the future. That view is at the
lowest point since last November. Consumer assessments of the labor market have also
weakened. That is not surprising given the rather dismal government job reports the last few
months. While we expect the June jobs report (released in early July) to show modest
improvement, it won’t be enough to boost consumer sentiment. The generalized downturn
in consumer confidence is despite a significant decline in gasoline prices over the last couple
of months.
Confidence by consumer age varied widely with the older age groups much more
pessimistic. The under‐35 age cohort gained confidence in June. Confidence was relatively
consistent across income groups after having varied widely a month earlier. The May
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variance was likely due to investment performance while lower income groups seemed less
affected.
Business Confidence expectations were little changed from earlier in the quarter according
to the National Federation of Independent Business. Confidence did move fractionally lower
and that marked only the second decline in the last nine months. The component indices
showed that respondent expectations for higher sales volumes in the next six months
weakened as did inventory growth and capital investment. Employee wages are not under
pressure to rise and the assessment of credit conditions weakened. Both U.S. and global
business confidence remain tepid although the U.S. is holding up better than Europe, Japan
and most emerging markets. Pricing pressures have declined significantly in recent weeks;
probably a result of falling fuel prices.
By sector, the most positive are real estate, finance and manufacturing. The most negative
are industries and companies supporting the government.
Outlook. Consumer and business sentiment trends are likely to remain at or near current
levels for quite some time as the broader economy works through its current malaise and
the current economic, political and even international cross currents. Low consumer
confidence will likely weigh adversely on spending which in turn will limit manufacturing
and continue to constrain employment growth.
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Consumer Spending
Trends: Spending Remains

Modestly Positive but Household
Wealth Has Been Crushed

Recession history suggests that consumers often lead the way to economic recovery by
unleashing demand that has been constrained and become pent up during the recession. Not
so this recovery. While spending has been increasing, growth has been modest and below
what it was in 2010 when it accelerated to more than three‐percent, the fastest growth since
before the recession in 2006. In 2010, however, confidence was rising. There was modest job
and income growth and consumers were beginning to unleash pent up demand. That level of
growth, however, proved unsustainable. As spending has risen modestly, especially in
durables such as autos and big ticket items, much of it has been at the expense of savings as
incomes are not rising. The savings rate has hovered at or below 3.5% for most of this year.
The hit on savings appears unsustainable and consumers will likely cut back on spending
over the short term if wage growth does not pick up. Indeed, as the May employment report
showed, wage growth only increased by 1.7% over the year. That was the weakest since
2010 and nearly a new cycle low. Job growth in lower paying occupations explains part of
the slow growth in wages.
Today, consumer confidence is low (near recession level), unemployment is too high, wage
growth is almost non‐existent following the recession driven stagnation. Credit conditions
are mediocre at best and household wealth remains well below pre‐recession levels.
Consumers are not able to lead a recovery this cycle and they have clearly cut back on
spending in recent months.
More potential negatives await in 2013 and the extent of the slowdown is almost entirely
dependent on what the government does or does not do. The Social Security tax holiday,
extended unemployment benefits and the Bush tax cuts will all expire. Without an
Alternative Minimum Tax fix, taxes will rise for many Americans and spending cuts,
especially in defense spending, will kick in. The combination of events is often referred to as
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the “fiscal cliff” or more pejoratively as “taxmageddon.” Regardless, it is serious and policy
makers will need to act quickly to avoid serious adverse economic consequences.
Household Deleveraging
Households have been deleveraging since the recession began. Today, household debt to
disposable income levels are back to where they were three decades ago and U.S. consumers
have seen their access to debt severely constrained. Similarly, most consumers have seen
their wealth crushed, due largely to the housing collapse. Many have also seen their incomes
reduced. Indeed, household income slipped from $49,600 in 2007 to $45,800 in 2010 while
net worth slipped from $126,400 in 2007 to $77,300 in 2010. Both figures are medians and
are based on the Federal Reserve Survey of Consumer Finances for 2010.
Such forced austerity does not bode well for housing especially in a debt driven economy
like the U.S. where access to debt is often viewed as access to money. The following chart
produced by the Federal Reserve Bank of St. Louis clearly depicts what has happened to
household debt as a percent of disposable income over the last 30+ years.
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Employment: Job growth
remains weak

Job growth is having difficulty gaining sustainable traction.
Roughly 3.745 million jobs have been created since the recession
technically ended in mid 2009 however another five‐million are
still needed to bring the number of jobs back to pre‐recession
levels.
The U.S. labor market disappointed in May when payroll employment increased by only
69,000 jobs. The previous two months were also revised downward by a net total of 49,000
jobs. That leaves total job creation for the last three months at: March +143,000; April
+77,000; and, May +69,000 for an average of just over 96,000 new jobs per month. Of the
total 69,000 jobs added in May, 82,000 were private sector jobs. Government lost about
13,000.
The unemployment rate rose fractionally to 8.2%. Approximately 12.7 million Americans
are unemployed and 5.4 million have been unemployed long term, which the Bureau of
Labor Statistics (BLS) defines as 27 weeks or longer. Long term unemployed account for
about 42.8% of the total and is clearly one of the more disconcerting indicators. Unlike
previous recessions, where most job losses were cyclical and workers were called back to
the same or similar jobs, today’s losses are more permanent as a result of structural changes
in both labor dynamics and in the broader economy. Clearly more Americans unemployed
today are staying unemployed longer than ever before.
In addition to the 12.7 million unemployed, another 8.1 million Americans were employed
part time for economic reasons meaning that they were unable to find full time employment
or their hours had been reduced. In addition, 2.2 million workers were considered
marginally attached to the work force. This group is in the labor force; wants full time work,
had searched within the last 12 months but had not searched in the four weeks leading up to
the May survey. Included among the marginally attached are 830,000 workers who are
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considered “discouraged” workers. These former workers are not currently looking for
work because they do not believe a job is available for them.
The rise in the unemployment rate from 8.1% in April to 8.2% in May was largely the result
of more people (642,000) moving back into the workforce in search of work. The labor force
participation rate dropped to 63.6% in April, its lowest reading since 1981. In May, it
increased a statistically insignificant 0.2% to 63.8%, still historically low. In our view, the
decline is being driven by two fundamental factors. First is cyclical due to the recession and
its aftermath. The second is demographic as a result of an aging population, many of whom
are retiring and dropping out of the work force. Another important demographic and labor
statistic is the employment to population ratio for the 25 to 54 age group. This cohort is the
primary working group in the U.S. The ratio was 75.7% in May and has generally been
moving sideways for more than a decade.

Labor Force Participation Rate ‐ Lowest Reading Since 1981
68.0
66.0
64.0

Labor Force Participation
Rate

62.0

The Bureau of Labor Statistics calculates “Alternative Measures of Labor Underutilization.”
While the so‐ called headline unemployment may be 8.2%, the under‐employment rate is
nearly double that at 14.8% when marginally attached workers and those working part time
for economic reasons are considered.
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Headline
Unemployment
8.2%.

In other labor market indicators, the average work week declined to 34.4 hours while
average hourly earnings increased slightly to $23.41 per hour. Over the last 12 months,
average hourly earnings have increased 1.7 percent.
On average, the economy added 96,000 jobs per month during the recent three month
period ending in May. During the previous three month period – December through
February – an average of 252,000 jobs were added each month. A longer ‐ term look back
shows that the economy added about 164,600 jobs monthly over the previous six months.
Private sector job growth was about 169,400 per month while the government sector lost
jobs.
Some Reasons Underlying the Dismal Job Numbers
Various thoughts have been advanced about why employment growth seems to have lost
traction. Some believe the dismal numbers were simply an aberration. Others advance the
notion that it was payback for unseasonably warm temperatures which led to surprisingly
robust winter job creation. Indeed, among other factors, the construction sector added
45,000 jobs in three months during the warm winter. Nevertheless, it also lost 48,000 in the
following three month period. Our view is that the tepid job creation is driven by both
cyclical factors that will eventually change and improve but also by systemic factors which
have changed the employment dynamic permanently or at least very long term. The systemic
issues constraining employment growth include both shifting demographics and structural
changes in employment dynamics that have led to permanent, as opposed to cyclical, job
losses. Regardless of what one views as the cause, the recent employment numbers offer a
chilling reminder of how painfully anemic economic recovery has been. It also points out
how perilously close both our nation and the global economy could be to another recession.
The employment sector is undeniably in the grip of the broader economic slowdown where
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recovery is remarkably weak and just can’t gain sustained traction. Consider the following
cyclical but powerful issues that are clearly frustrating job creation.
The global economy is in turmoil. Europe, which
includes many U.S. trading partners, is experiencing a
debt crisis and is spiraling toward recession. Greece is
perhaps the most troublesome, but surely not the only
problem. The United Kingdom, Spain, Italy, Ireland, and
others are at risk of economic collapse. These countries
have already experienced two quarters of GDP decline.
Even the more economically powerful Germany showed
a one‐percent GDP decline in the first quarter while France and Sweden delivered very
modest growth of one‐percent or less. Even emerging markets such as China, India and
Brazil are showing signs of economic stress. With the global economy in turmoil, there is
obviously less demand for exported U.S. goods and services.
Both consumer and business confidence, as measured by the Conference Board and the
National Federation of Independent Business respectively are low. Consumer confidence is
especially low as consumers lack optimism about their economic and employment future.
Businesses are concerned about what additional regulation ‐ and its cost ‐ might mean in the
form of both health care and financial regulation driven by the Dodd‐Frank Act.
As previously pointed out, the so‐called “fiscal cliff” also casts a dark shadow over business
and consumers. Tax increases and spending cuts are already set to take effect on January 1st .
The negative impact is potentially huge and amounts to about five percent of GDP each year.
The date is set and, as of this writing, there is no resolution in sight. Fear and lack of
confidence translate into reduced spending which means inventory buildup, less
manufacturing and the adverse result lands squarely in the employment sector.
Corporate profits are healthy and productivity has arguably reached its limit. These factors
would typically argue for additional short term hiring. Adding employees, however, is a
significant investment for most companies and many are just unwilling to make that
investment due to uncertainty and lack of confidence in the nation’s economic and political
future. Instead, many choose to limp along with existing staffs to keep payrolls lean. They
substitute lower paid contract workers and often outsource abroad. While such moves keep
payroll costs down, innovation, a hallmark of American business, also suffers.
Government spending is also shrinking. That’s a double edge sword and certainly a political
sore spot. The expectation was that government spending would pick up some slack while
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the private sector was in recession. Most government stimulus programs have proven to be
dreadful failures. Today, government spending is down but the private sector has not yet
picked up the slack as anticipated. Government employment is down 1.8% and the
workforce has declined for three years in a row cutting around 700,000 workers.
The list of recessionary events buffeting both the labor market and the broader economy is
long. They are powerful, intense and there are few leading indicators that point to a self
sustaining job recovery within the next year or so.

1990 Recession
2001 Recession

SOURCE: Data, BLS | Graph Calculated Risk

Structural Unemployment. By definition, structural unemployment results from things
like skills mismatches; something that cannot be fixed by expansionary policy or improving
demand over time. While structural unemployment is not necessarily permanent, it often is.
Technology, for example, has been slicing away at American jobs for decades thus
contributing to structural unemployment. As technology improves, low skilled jobs are
rapidly replaced and mis‐matches occur. Even as 12.7 million Americans remain
unemployed with 5.4 million of them unemployed long term, the Organization for Economic
Cooperation and Development (OECD) discovered that 50% of employers surveyed had
difficulty filling available positions as there was a huge mis‐match between employee skills
and employer needs. Jobs that were once low skilled are now, or will soon be, automated
thereby requiring a vastly different set of worker skills. As the economy recovers, global
22

The FOCUS Quarterly | A Contemporary Look at Real Estate Markets and the Economy

competition and skill based technological change will certainly push worker skill
requirements even higher. If the level of educational achievement does not keep up, and it
has not for four decades, the median wage will continue to decline and wage inequality will
widen further thus increasing the structural unemployment even more. As an aside, the
median wage for men with only a high school education has declined 46% (inflation
adjusted) since 1970.
Let’s look at some historical job loss and recovery patterns as well as demographic and
structural changes driving the nation’s employment. The patterns are shown on the graph on
the previous page.
Job Loss, Recovery and Recession History. There have been 11 declared recessions since
World War II. None of them, however, was as broad, deep, severe or long lasting as the most
recent; aptly referred to as “The Great Recession.” Indeed, in many ways, the most recent
recession rivals the Great Recession of the 1930’s.
Early post‐war recessions showed some consistent patterns of employment change. (See
chart on previous page). The first eight showed “V” shaped patterns of job loss and recovery.
Job loss was usually swift and steep but recovery was too, thus resembling the letter “V”
when graphed. That was largely the product of pent up demand during the recession being
unleashed after it. Consumers and businesses alike stopped or slowed buying during each
recession. That, in turn, led to significant job losses, especially in manufacturing. Post
recession, many resumed “business as usual” and jobs recovered relatively rapidly. Not so
following the last three recessions and especially the most recent as technology,
demographics and employment dynamics changed.
The first post‐war recession began in late 1948 and lasted 11 months as the nation adjusted
to peace time and military personnel migrated to the private sector. Peak to trough job
losses were steep at over five percent (the steepest between World War II and the Great
Recession) and it took approximately 20 months to regain full employment.
Similarly, the 10 month recession in 1953 that followed the end of the Korean War had
nearly identical characteristics as did the eight month contraction caused by flawed
monetary policy beginning in 1957. In both cases, it took roughly 20 months to regain full
employment.
More recently, the early 1990’s saw both a technology boom and a relatively short eight
month recession triggered by the Savings and Loan Crisis. While total job losses were
moderate at about 1.5%, it took nearly 32 months to regain full employment. Recovery time
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was a full one‐third longer than previous recessions which, in our view, speaks volumes
about the structural changes driven by technological innovation.
The eight month recession that began in early 2001 which was triggered by the internet
tech bust and Y2K scare was relatively minor with peak to trough job declines at around
1.5%. Nevertheless, it took over 45 months to recover during which time wages also
stagnated.
The decade of the 2000s saw a jobless recovery and the current decade is shaping up in the
same fashion. Note from the first chart below that job growth in the 2000s on a percentage
basis was negative. Approximately 300,000 new jobs were created in the decade despite
population growth of 30 million.
Note from the second chart below that job losses during The Great Recession were far
greater than job gains during periods of recovery.
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Much of the job loss during and after the last three recessions was driven by innovation and
new technology which fueled productivity and meant that firms could do more with less.
Today we face the aftermath of the Great Recession. Peak to trough job decline was around
6.5%; steeper than any other recession since World War II. It has now been about 52 months
since peak employment and the sector has regained less than half of the jobs it lost. About
3.745 million jobs have been created but the bigger story is that another five million jobs
need to be added to reach the pre‐recession peak. Even if employment growth picks up to,
say, 200,000 jobs per month, full recovery would be a 2014 event. At 125,000 new jobs per
month, full employment stretches through 2015.
That begs the question of whether employment will ever return to its pre‐recession peak.
Surely it will over time but not for reasons we’ve seen historically. The nation’s
unemployment rate has averaged 5.7% since 1948; some 64 years. Given the structural
changes in employment dynamics, the “new” unemployment rate may be much higher. Nobel
Prize winning economist Edmund Phelps and others have done extensive work on the
“natural rate of unemployment.” They concluded that the new normal may be 6.5% to 7.5%.
That change of one to two percent could translate into an additional 1.5 million to 3.0 million
persons unemployed after recovery based on the current size of the civilian work force.
Employment Outlook
Total payroll jobs being created is far too few to make the economy self sustaining or bring
the economy back to pre‐recession employment levels. Another five‐million jobs are needed
to accomplish that. At 200,000 jobs per month, that implies another 25 months (from May
2012) to revisit pre‐recession levels. That would be mid 2014. At 125,000 per month,
employment recovery would stretch into late 2015. Employment change, however, is never
precisely linear. Our outlook is for employment to regain some momentum but a return
to pre‐recession levels is still likely to be a 2015 event. More likely, however, there will
be a new and higher stabilized unemployment metric which will leave more Americans
unemployed longer.
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Real Estate Trends and
Outlook
It seems almost incomprehensible that what started as overbuilding in the U.S housing
market in the early 2000s ultimately led to a near collapse of the financial system; a global
recession and the broadest, deepest and most severe recession the U.S. has seen since the
Great Depression of the 1930s. It spread like a virus and virtually no one and no economic
sector was unscathed. At the risk of over simplifying what is admittedly an extraordinarily
complex problem, the problem grew and spread largely as a result of technology which
drove innovation far past the limits of
risk management and regulatory
controls. In addition, we saw many new
and innovative loan products. Most were
untested in times of economic stress and
most were dependent upon home values
continuing to rise. As long as values rose,
life for many was good.
Technology has made the world smaller.
Though not physically, it has become
smaller in terms of communication,
technology, internet, trade,
transportation, banking, credit, capital,
investment, innovation, financial regulation and, as last decade clearly showed us, real estate
transaction and finance activity.
We like to say that all real estate is local. Perhaps it is but many of the local boundaries have
clearly fallen when securitization enters the very busy and complex picture. The destruction
was not limited to housing. As commercial real estate is dependent upon housing, the pain
was felt there as well. Today, real estate, both residential and commercial, is recovering, but
it will still be a long and sometimes painful journey.
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Housing: Not There Yet But
Flirting With Recovery
Housing remains under extreme stress. Existing home prices have
retreated to early 2000s levels. Sales volumes are still depressed and
construction starts hover near record lows. The all too familiar
refrain of most housing reports is “house prices and volumes have
declined again compared to year ago levels but the rate of decline
has moderated over the last few months.”
Case‐Shiller survey results for the three month period ending in February 2012 showed that
on a year ago basis (that is, February 2012 compared to February 2011) median existing
home prices continued to slide modestly. The 10 city composite decline was 3.6% while the
20 city composite decline was 3.5% over the same period. In both cases, declines have
moderated, albeit fractionally. The Case‐Shiller indices are unique in that they are based on
repeat sales. There are also not seasonally adjusted although they are annualized.
Though house prices are still well‐below year‐ago levels, the rate of decline is slowing. Price
declines for the three month period ending in February were generally milder than they
were over the three month period ending in January. Similarly, month‐to‐month changes are
improving, posting gains in the 10 and 20‐city composites for the first time in almost a year.
Indeed, home sales have been trending higher since the middle of 2011 although the gains
have been modest and not widespread.
Although conditions may be improving, the outlook still remains bleak. For example, Miami,
has been showing significant monthly gains since October. Nevertheless, house prices
remain at just half of their previous peak. Thus, even if prices surge upward (and there is no
leading indicator to suggest that is likely) it will take years or even decades for home prices
to pass their pre‐bust levels. Remember that after The Great Depression of the 1930s, the
event that was arguably the most similar to the recent recession, it took 19 years for house
prices to recover.
The current outlook is for more but relatively modest price declines. The recent settlement
by the states attorneys general with mortgage servicers will likely lead to a reacceleration in
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foreclosure processing. Even though the foreclosure inventory contracted over the past year,
according to RealtyTrac, it is likely to rise again before it heads down for good. Prices will
therefore dip through the end of the year and more widespread price appreciation is still not
likely before 2013.
On the heels of the Case‐Shiller report, the National Association of Realtors released its
survey of existing home sales volume and median price for March. Sales of all types of
residential property (single family, condo, cooperatives and townhouses) declined 2.6% to a
seasonally adjusted annual level of 4.48 million units. That is down from an upwardly
revised 4.60 million units in February but still 5.2% above the year ago level of 4.26 million
units. Prices have now shown nine months of modest year over year sales volume increases.
Total housing inventory declined 1.3% to 2.37 million units which is a 6.3 month supply at
the current sales pace. Listing inventory is 21.8% less than a year ago and substantially
below the 4.04 million listings at the peak in July 2007. Anecdotal evidence from the western
United States and to a lesser extent in South Florida suggests there may actually be too few
available properties compared to the level of buyer interest. How wide spread that might be
and whether diminished sales volume is a product of too
little supply or too little demand or both remains to be
seen. The answer should come into sharper focus over
the next few months. What is clear, however, is that a
fully self sustaining and widespread housing recovery is
still a long way off.
The national median home price for all housing types
according to NAR was $163,800 in March. That is up
2.5% from a year ago. Distressed properties, primarily
foreclosed properties or short sales accounted for 29%
of all March transactions. The breakdown was 18% foreclosure and 11% short sales.
Foreclosures sold at a calculated “discount” of about 19% while the discount for short sales
was 11%. The gap has narrowed substantially from a year ago when it was about 40%. The
term “discount” may be a misnomer. As we wrote nearly two years ago, the difference
between foreclosure or short sale prices and otherwise similar but non‐distressed
properties appeared linked to two fundamental factors. First distressed assets typically had
some degree of deferred maintenance. Second, the time necessary for these assets to work
their way through servicer approval process was extraordinarily long. Buyers were faced
with the delay plus deferred maintenance or seemingly paying more to avoid the time, risk,
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S&P Case‐Shiller
The Case‐Shiller indices are
perhaps the most widely
followed U.S. housing price
trend indices largely
because they are based on
repeat sales over a lengthy
period of time. The indices
include a national index as
well as 10 and 20 city
indices.
Composite 10 Index

cost and aggravation. Today, as properties are wending their way through the
system much more quickly and efficiently, the gap is narrowing. Combined
with continuing declines, prices are migrating to the lower end of the range.
All cash purchases accounted for about 32% of all existing home transactions;
down from 35% a year ago. Cash purchases were dominated by investors at
about 21% of the transactions. Again, that is down fractionally from a year ago
when it was 22%.

Greater Boston

In the single family detached sector sales declined by 2.5% to a seasonally

Chicago Metro

adjusted annual rate (SAAR) of 3.97 million units. Single family detached
homes accounted for nearly 90% of all existing residential transactions. The

Denver Metro

median price was $163,600 which was up 1.9% from year ago levels. Condo

Las Vegas Metro

and co‐op sales fell 3.8% to 510,000 units (SAAR). The median condo price was

Greater Los Angeles

$165,200 which was 7.1% above a year ago.

South Florida Metro

The National Association of Realtors also publishes a Pending Home Sales

New York Metro

Index (PHS). The PHS index is based on a large national sample of contract
signings reported by local and state Realtor associations. Since it is based on

San Diego

contracts and not yet closed transactions, it is forward looking and is
reasonably representative of what might be closed existing home sales one to

San Francisco

three months in the future. An index of 100 is equal to the average level of

Washington Metro

contract activity in 2001; the first year of the survey.
Composite 20 Index

The index rose 4.1% in March. The decline reported a month earlier was

Composite 10 Cities +

revised to a 0.4% increase. The pending home sale index is now 12.8% above

Phoenix Metro

the March 2011 level which bodes well for the number of future closed sales in

Tampa Bay Metro

May and June. Nevertheless, it is important to remember that these results may
overstate housing performance. Still tight credit and lingering low credit scores

Atlanta Metro

will create some degree of contract failure which is difficult to gauge.

Detroit Metro

The Federal Housing Finance Agency (FHFA) released its purchase only
Minneapolis ‐ St. Paul

index results for February and exceeded expectations on the up side. The index

Charlotte Metro

increased 0.3% in February and is now up 0.4% year over year.

Greater Cleveland

The index is now down 19.4% from its April 2007 and is roughly equivalent to

Portland (OR) Metro

its level in January 2004.

Dallas Ft. Worth Metro

The FHFA is the regulator and conservator for mortgage giants Fannie Mae

Seattle Metro
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and Freddie Mac. While the results are encouraging, as they show the first increase since
2007, they may also overstate the health of the broader U.S. residential real estate market.
Unlike Case‐Shiller, National Association of Realtors and other broader indices, the FHFA
lacks complete coverage. Notably missing are data on cash transactions, jumbo loans and
agency loans such as FHA and VA. Cash transactions tend to put downward pressure on
prices especially in high foreclosure states.
Following the somewhat mediocre existing housing reports, HUD and the Census Bureau
delivered an equally mediocre report on new home sales for the month of March. Sales of
new homes fell 7.1% from the February level to an annual level of 328,000 units. At the same
time the Census Bureau revised February sales up significantly. February sales were revised
up 13% while January sales rose three percent. As a result of the revisions first quarter new
home sales advanced by an annualized 17% from the fourth quarter. At the same time
months of supply ticked up to 5.3. Despite the increases, the pace of new home sales at
328,000 annualized is only slightly above its record low. The median price was $237,600
which is making it difficult for builders to compete with significantly lower priced existing
homes, particularly those that have been foreclosed upon.
Have House Prices Reached a Definitive Bottom?
Opinions are mixed about whether or not the housing market has found a definitive bottom.
Buyers, sellers, agents and builders anxiously await some sort of “all clear” signal to be
sounded before they jump back into the market. News stories are replete with wishful
thinking and hopes that the bottom is here and the housing market will soon change
direction; pent up demand will be unleashed and both sales volume and prices will surge
upward. Whether the market has reached a definitive bottom is still arguable. While a
bottom would lead to more consumer confidence and move some off the sidelines, the bigger
story is what happens next and what the short and mid‐term future might hold for housing.
After five years of unprecedented housing distress, affordability is now at an historic high
due to record low mortgage interest rates and existing home prices that have retreated to
levels last seen early last decade. In many areas, inventories too have fallen as much as 40%
to roughly 2005 levels. In some areas that has actually led to shortages which have even
pushed prices up and generated multiple offers on a single property, something we have not
seen since before the housing collapse. This is especially true in California in the under
$500,000 category although there are similar anecdotes from South Florida and other areas.
The arguments for and against a bottom are both predictable and as different as night and
day. Brokers, builders and lenders are warming up and poised at the starting gate as if
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waiting for the bell. Consumers aren’t so sure and many, but surely not all, economists are
doubtful. Yale University Professor and Economist, Robert Shiller, who is also co‐creator of
the Case‐Shiller Home Price Indices, which bear his name recently commented that the U.S.
could face a Japanese‐style housing slump that could last for years. “I’m worried that home
prices have been declining now for about five years. There’s a lot of downward momentum with
year over year and even month over month declines.” Economist Gary Shilling added in a Wall
Street Journal column that house prices could still decline by 20% or more. He offered that it
would take another 22% decline to return median home prices to the trend identified by
Robert Shiller which stretched back to 1890 and which prevailed until last decade’s housing
bubble. Shilling points out that the problem is inventory driven and it will likely take four
years to work off the excess, during which time home price growth will be constrained.
The housing market faces some remarkably strong headwinds in the form of foreclosures,
shadow inventory, diminished home equity, employment, stagnating wages, financing
availability and more. Although some positive things have happened and while the broader
economy has shown modest signs of recovery, the negatives affecting short term housing
recovery still outweigh the positives.
CoreLogic, a leading provider of information and analytics, reported recently that for every
two homes offered for sale, there was one in the “shadow.” In other words, roughly half the
shadow inventory has not yet entered the foreclosure process. By definition, shadow
inventory means homes in foreclosure or where loans are
at least 90 days delinquent. The shadow inventory stands
at about 1.6 million units compared to a year earlier when
it was 1.8 million. It is also about four times higher than it
was at its low point (380,000) which was also the peak of
the housing bubble in 2006. Moreover, shadow inventory
appears to be concentrated in the states with the largest
price decline thus adding more credence to the notion
that the leading cause of foreclosure is negative equity. In
addition, the shadow is largely comprised of assets in the lower price ranges. As the shadow
moves to foreclosure, then on to REO (Real Estate Owned) at banks, there will continue to be
downward pressure on prices.
Diminished home equity is an issue that has received comparatively little attention since
the housing bust but one that will weigh heavily long term. Intuitively, one might expect that
as house prices rose, so would equity. Instead the opposite occurred as consumers withdrew
equity on a regular basis to make other purchases. In 2006 for example, homeowners
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extracted $500 Billion of home equity; an amount equal to roughly 3.8% of GDP. The collapse
in home prices which began in 2007 destroyed much of the remaining equity. Since equity
was extracted for new home purchases, investment, entrepreneurial endeavors, education
and financing or refinancing small business, the ultimate effect of diminished equity is likely
to impede economic growth over at least the next decade.
Diminished home equity will weigh on housing and the broader economy in numerous
ways. It will constrain move up buyers, lead to an absence of mobility to accept better job
opportunities, lead to an inability to fund small business and even lead to an inability to
obtain higher education thus possibly constraining wages for the next generation of
consumers.
Housing Outlook
Foreclosures and the shadow inventory will continue to keep a lid on home prices for
several years as the market works through the excess of distressed inventory. That is likely a
two to four year process.
Employment too will constrain home purchases as a result of a new normal in
unemployment, stagnating wages or slow wage growth and a reduced rate of household
formation. Reduced home equity will constrain move up buyers and limit other buyers’
ability to relocate and perhaps accept better employment.
In our view, the housing market has hit a bottom in the broad sense that the free fall in
prices is over; barring, of course, some currently unforeseen economic shock. Nevertheless,
it will still be several years before we see a full, self sustaining recovery and a robust market.
Prices are still likely to fluctuate, both up and down, within a fairly narrow range of two to
five percent for at least the next 18 months. Price growth will remain generally flat with no
truly discernible and predictable upward movement.
Despite recent mixed reports the outlook for housing is still not good. The hole created by
extraordinary overbuilding and the subsequent housing collapse is simply too deep to climb
out of quickly. Yale economics professor, Robert Shiller, co‐creator of the survey that bears
his name told Reuters News Service recently that housing may take a generation to rebound
given the weak labor market and consumer unease which are outweighing record low
interest rates and record high affordability. The Wall Street Journal also reported that a “full
fledged recovery is still years off for many markets.”
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Foreclosures: Slowing But Still

a Problem. No End in Sight

Residential foreclosure activity has been erratic since the housing crash began in early 2007.
In 2008 and 2009 foreclosures were extraordinarily high but then the so‐called robo‐signing
scandal broke in late 2010. Several big lenders and servicers were accused of either
falsifying foreclosure documents or improperly reviewing them before filing foreclosures
against homeowners. In April 2011, the federal banking agencies announced enforcement
actions against a number of large banks. At the same time, state attorneys general filed suits
against most of the same banks. For much of 2010 and 2011, foreclosures trended down as
settlements were negotiated and lenders were reluctant to act. Indeed, foreclosure activity
decreased nationally for 20 consecutive months including the most recent month (May
2012) for which data just recently became
available.
In May, some sort of foreclosure filing (default
notice, auction, repossession) occurred against
205,990 properties according to RealtyTrac, a
leading provider of foreclosure data. One in 639
properties across the U.S. received a filing during the month. The ratio was much higher in
several other states including Georgia at one in 300; Arizona at one in 305; Nevada at one in
313; California at one in 324; Illinois at one in 325 and Florida at one in 340. These states
experienced foreclosure filings roughly twice the national average.
Metropolitan areas experiencing extraordinarily high foreclosure rates included the
Riverside‐San Bernardino (California) metro at one in 179 and Atlanta at one in 245.
Extraordinarily high foreclosure activity is no longer limited to just the sunbelt states that
experienced significant overbuilding but it has crept into hard hit recession states as well.
Foreclosure activity surged upward nine‐percent in May over April but they are still down
four‐ percent year over year.
The average price of a pre‐foreclosure home was $27,000 higher than if it were bank owned.
That appears to be encouraging more banks to work with borrowers on short sales and
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private auctions. That difference quickly adds up given that there have been roughly 1.6
million foreclosures nationally during each of the last five years.
Initial foreclosure filings rose 11% in May. Foreclosures in the earliest stages stage are now
12% higher than they were a year ago while repossessions rose seven‐percent although they
are now 18% lower than year ago levels.
Outlook: The increase in foreclosures in May was expected and is consistent with the
guidance that accompanied agreements with State Attorneys General earlier this year. The
increase is clearly helping to unclog a seriously clogged processing pipeline and will
eventually return the level of foreclosure activity to more normal and consistent levels.
There continues to be a substantial level of foreclosure activity at every stage of the process.
REO inventories remain near record highs. That will weigh heavily on median home prices in
general over the short and mid‐term. We also expect foreclosures to rise throughout the
remainder of 2012 and that will be largely driven by judicial states where foreclosure
volumes are the highest and where there are the largest backlogs in the court systems. That
will likely to lead to modest decline in prices as well.
U.S. Foreclosure Concentrations

Source: Google Maps Overlaid With RealtyTrac Data (2011)
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Feature Article: Using the

Appraisal to Assess Residential Loan
Repayment Risk
The overheated housing market the middle of last decade led to a
wide variety of adverse events up to and including a global
recession. It also led to abuses at nearly every level of lending from
origination to securitization. Many lenders abandoned responsible
underwriting practices. Appraiser independence broke down and
property and market analytics went away in a lender driven effort
to obtain appraisal services as quickly as possible and at the least
possible cost. The following is a back to basics look at the role of the
residential appraisal in responsible and meaningful loan
underwriting.
A reliable appraisal report is an important piece of information that a lender should use
when evaluating a prospective borrower’s ability and willingness to repay a loan. In today’s
troubled real estate markets, where distress situations sometimes outnumber new
originations, the appraisal is also an essential tool in loss mitigation, workout or disposition.
Regardless of the proposed decision, the appraisal report should include reliable and
relevant information about the security property and its competitive marketplace, which the
user should then use to formulate an informed business decision. Indeed, when reliable
property and market information are combined with reliable borrower information, such as
that obtained from loan applications, financial statements and credit reports, the lender or
servicer should be well prepared to make a business decision.
Lenders too often underutilize the appraisal. They focus almost entirely on the value
estimate. By doing so, they overlook critical information such as property and market
conditions that create value, sustain value or mitigate value. These are the same factors that
contribute to an informed assessment of repayment risk in a loan or workout transaction.
At the risk of over simplification, a skilled credit analyst could make a loan decision without
knowing the value of the security property as long as they had reliable property, market and
borrower information. With that information, and assuming a thorough and meaningful
analysis, they will have identified the most significant risks to repayment either in a new
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origination or a workout transaction. While it is impossible to identify and quantify every
conceivable risk, it is possible to identify and make informed judgments about many of them.
From a property risk perspective, for example, they will have identified what is wrong with
the security property and how those defects might affect repayment going forward. By
meaningfully analyzing the market, they will understand what external forces are at play and
how those forces are likely to affect repayment. Finally, with reliable borrower information,
they will learn the most relevant aspects of the borrower’s income, financial condition and
more. By that time, the analyst can reasonably decide if they would make a loan and how
much the borrower can afford. When the value of the security property becomes known, it
will add the final piece of the equation by presenting more precisely how much the loan
amount should be.
In recent years, residential appraisals have sadly been commoditized and their importance
marginalized. Whereas an appraisal was once — and should be again — a useful decision
tool to help mortgage lenders measure the probability of loan repayment, their current
relevance has been obscured to the point that an entire generation of loan agents, brokers,
processors, underwriters and novice residential appraisers have forgotten, or have never
learned, the real function of an appraisal in a lending or workout environment. Today, the
relevance is often limited to producing a single point value estimate, doing it quickly and
doing it at the lowest possible cost. That mindset has, in very large part, contributed to the
mortgage loan losses the industry has experienced over the last decade and continues to
experience today.
The following illustration sets forth the three broad categories of risk in any real estate
lending or workout transaction. First comes borrower risk. Clearly, the appraisal won’t yield
much relevant information with which to evaluate the borrower and assess risk. That
information will usually come from the loan application, financial statements and credit
reports.
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In most routine loan or workout transactions, however, a reliable appraisal is the primary
source of property and market information. The appraisal should provide a wealth of
information for the decision maker. Without a reliable appraisal, the lender is potentially
overlooking two of the three broad categories of risk. A loan or workout plan without
complete facts will succeed only by accident but is more likely to fail, especially when
influenced by volatile market conditions such as those being experienced today. Let’s drill
deeper into property and market risk.
By virtue of their appraisal education, appraisers should be familiar with property and
market risk. However, these concepts are expressed in different terms. Appraisers estimate
physical depreciation, as well as functional and economic obsolescence (sometimes called
locational or external obsolescence). These are usually factors that detract from value. From
the viewpoint of a knowledgeable lender, however, the same factors are thought of in terms
of property and market risk that needs to be identified and quantified. These factors imply
that something is “wrong” with the property being offered as security for a loan or that
something is wrong or out of balance in the competitive marketplace.
Physical risk factors are characteristics of the security property such as deferred
maintenance, shoddy construction, or inefficient or aging mechanical systems such as heat,
air conditioning, plumbing or electrical systems. From the appraiser’s perspective, deferred
maintenance would be a downward adjustment to value. From the lender’s perspective, the
same deficiency could put loan repayment into jeopardy if the borrower is faced with the
cost of making unexpected repairs. If the borrower does not have readily available funds to
make repairs, they may be faced with the impossible choice between curing the problem or
servicing the debt. From a default servicing or foreclosure perspective, the same deficiency
may result in unexpected or additional cost to the lender or even a reduced sale price or
inability to sell the property.
Functional risk factors, or functional obsolescence in the appraisal lexicon, can be either
curable or incurable. It might refer to design issues such as an unusual or unappealing
design, nonfunctional floor plan or other factors that contribute to limited market
acceptance. Adverse functional characteristics might even include zoning or land use issues,
environmental or legal constraints or even locational issues such as a misplaced
improvement.
The role of property inspection also enters the picture. Absence of a full exterior and
interior inspection adds another layer of risk or uncertainty to the equation. So‐called
“drive‐by” appraisals are all too common, usually for reasons of timeliness or cost.
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Nevertheless, a thorough inspection is necessary before irrevocable decisions are made.
Files of troubled loans are replete with illustrations of residences with an attractive and
apparently well‐maintained exterior but a damaged or even gutted interior. This is most
likely in problem loan situations where a borrower may have damaged the property or it has
been unattended for a lengthy period of time.
Market risk refers to the external forces affecting the security property. Appraisers usually
refer to it as economic obsolescence, or sometimes locational or external obsolescence.
Regardless of the terminology, the risk is the same. Something in the competitive market in
which the security property exists is creating an adverse effect that may impact the
marketability or value of the security property and, by extension, timely loan repayment
either in whole or in part. It may be excess supply, for example, which has plagued many U.S.
housing markets for several years now.
How Long Does It Take to Prepare a Reliable Appraisal?
The short answer is “longer than appraisers are usually given.” A reliable appraisal results
from the skillful combination of both science and judgment brought together by a trained
professional. In other words, the appraiser uses property and market facts. Where facts end,
judgment takes over and the finished product brings with it a significant level of risk for both
the appraiser and the user of the appraisal. If the final appraisal report omits important
facts, is based on faulty or incomplete data, flawed logic or reasoning or is presented with
errors, the appraisal report may not be the reliable decision tool the user expected to receive
and rely upon.
Preparation of an appraisal can also be likened to peeling an onion. On the outside, the
onion may look very normal. As layers are removed, however, abnormal conditions may
become apparent. When preparing an appraisal, the appraiser may uncover unanticipated
facts or conditions which require additional data or analysis. Nevertheless, the appraiser is
usually given a few short days to prepare an appraisal. If the appraiser uncovers the need for
additional work, they are confronted with the difficult choice of doing the additional work
and delivering the product late or wrapping the appraisal up and delivering it on time. Too
often, the choice is the latter and an unreliable appraisal is the result.
The bottom line is that factors that create, sustain or mitigate value are the same factors that
are critical to effective analysis, quantification and mitigation of property and market risk in
a real estate loan or workout transaction. The appraiser must thoroughly explore each factor
and present findings in a clear and well reasoned fashion. For a truly reliable appraisal, the
appraiser must have sufficient time to perform responsibly and have the benefit of a
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thorough exterior and interior property inspection. Each information element that is not
considered may add another level of risk to the transaction.
Similarly, the lender, servicer or other user of the appraisal report must use the product in
its entirety and avoid the all too frequent temptation to fast forward to the bottom line value
estimate and call it a day.
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Commercial Real Estate
Recent History, Overview, Current
Performance and Emerging Trends
Economically, commercial real estate is secondary to residential which is regarded as
primary. Expressed another way, everyone needs a place to live making housing primary but
not everyone needs an office, a warehouse or a retail store. The commercial market
therefore draws its demand from what happens in the residential sector. In a balanced
market, when a subdivision is created, commercial space will eventually migrate toward it
and create services needed by residents. Oftentimes during the recent boom, however,
commercial developers assumed residential development would be coming and development
got out of sync and commercial actual preceded residential. When the music stopped and the
housing market collapsed, developers and their lenders were left with extraordinary
amounts of commercial space for which there was no demand and which could not be
rented.
To meet the perceived expected demand, developers developed, lenders loaned, rents
increased, capitalization rates plunged and prices soared. A field of dreams mentality
emerged. They built it but no one came, or even cared. Predictably — like residential — the
commercial market crashed. The following chart shows residential and commercial price
performance. Note that as bad as the residential collapse was, commercial was worse. Values
fell faster and steeper.
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The commercial real estate market peaked in late 2007. At that time aggregate CRE value
was about $6.5 Trillion against aggregate loan balance of $3.5 Trillion. That was clearly a
comfortable margin until the market collapsed and CRE lost roughly 50% of its value leaving
aggregate value and loan principal roughly equal. The adverse effect was compounded by the
recession and little demand for commercial space.
While no sector escaped the commercial down turn, the office sector was perhaps the
hardest hit. In the early part of last decade, there was a wide spread perception that large
amounts of office space would be needed to accommodate the burgeoning internet
technology market. Space was built at the peak of the market in about 2001. Nevertheless,
the “dot.com” bubble collapsed and so did the office real estate market. Just three short years
later, the housing bubble began to inflate again and there was another widespread belief that
large amounts of office space would be needed to serve housing and allied industries such as
construction, finance, sales and others. Once again, employment and inventory both peaked
and the sector collapsed. Much of the expected demand never materialized.
Predictably, bank credit quality suffered as defaults surged. Late cycle loans originated in
2007 performed the worst. A stunning 35.6% by principal balance defaulted. After the
collapse, all sectors suffered but industrial and warehousing generally held up the best
followed by multifamily (except condo) office and retail.
Today, vacancies are off their highs but all four key CRE product sectors remain under stress
and are struggling to recover. The sectors are clearly not recovering at a consistent pace. All
are suffering from the slow recovery of the broader economy and a general lack of
confidence together with economic malaise.
The exception is multifamily (apartments) which is currently benefitting from the housing
collapse as one time owners who have been foreclosed upon become renters. Cap rates have
dropped to a national average of 6.3% and are largely being sustained by record low interest
rates. Caution is in the air though as the current multifamily vacancy rate hovers around
4.9% and the sector is showing signs of overheating once again.
While the pace of sale transactions is modest at best, there has been anecdotal evidence of
rising prices driven by renewed cap (capitalization) rate compression. Some top tier
properties are offered at dangerously low cap rates in the five‐percent range (multifamily in
particular). Owners of lower tier properties are seeing the low offered cap rates and are
following suit although there is no evidence they are actually fetching prices based on five
percent cap rates. What is happening, however, is that high pricing is pushing owners to at
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least consider new development. There is very little evidence of development success,
however, due largely to financing constraints.
When we consider the four broad categories of commercial real estate (office, retail,
industrial and apartment) it is apparent that three of the four have a ways to go before
declaring a sustainable and robust recovery. The multifamily sector is doing well. At the
opposite end of the product spectrum, retail remains most vulnerable. There is virtually no
discernable retail development potential and national vacancy stands at about 10.9%
(equivalent to 1991). In the middle are office and industrial. Office vacancy is now around
17% and poised to move higher due to lease expirations while industrial (including
warehousing and flex) is now in the 13‐15% range.
Demographic Shifts
The demographics driving
commercial real estate are clearly
not what they were as little as six
or seven years ago in the pre‐
recession era. That change is
largely the product of technology
and the demands of the so‐called
Echo Boomer generation; that
group of people born between
1982 and 1995 which began
reaching college age in 2000. That
generation is now some 80 million
strong, and like the baby boom
generation (post World War II)
before it, is changing the face of business. Echo boomers, in general, don’t have the number
of possessions their parents did and they are opting for smaller apartments. Unlike their
parents they like to live in cities rather than suburbs and both live and work close by. They
prefer open office spaces as well as telecommuting; a fact we will address in more depth in
the office section of this report. Demographic shifts are worth paying close attention to.
Standards of Functional Adequacy
The housing boom and bust has left its mark on commercial real estate product types. Over
time, however, many projects built during the boom have witnessed functional changes.
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Here is a summary of functional issues to remain aware of and carefully evaluate:
Too much office space (especially in the suburbs) was created to serve what turned out to be
faux demand driven by housing. Much of that space is now functionally obsolete. Current
demand is for smaller offices, work stations, open space and non‐traditional working
environments.
Too much retail space was also created to meet the faux demand of housing. Retail got ahead
of housing and much of the space was “high end” and beyond what most retailers can justify
today.
Too much warehousing was also created to serve the demands of builders. Much of it is now
functionally obsolete. Today, cubic space is more important than floor space for container
storage.
Real Estate Finance & Regulation
Commercial real estate credit is still a deep concern for the Federal Banking agencies. The
OCC, for example now regulates all national banks and federally chartered thrifts. The
addition of thrifts was the result of the 2010 Dodd‐Frank Act which eliminated the separate
thrift charter. Together, those two important sectors hold about $700 billion in commercial
real estate loans and the total is about 14% of their aggregate loan portfolios. The
concentration is even higher for community banks where commercial real estate accounts
for about 37% of the total loan portfolio.
“Concentrations Kill”
Commercial real estate concentrations have been troublesome for community banks in
particular since the bubble began to inflate in the middle of last decade. While large banks
generally had lower CRE exposure than community banks, their portfolios performed more
poorly. The lower exposure was due largely to size and diversity of loan types but the poor
performance appears to have been the product of out of market lending; more speculative
loans and more loans made on a non‐recourse basis.
Community bank CRE weakness came from CRE exposure. Many banks became overly
concentrated in CRE when they tried to imitate their big bank competitors and grow quickly
with wildly speculative CRE loans and those for which they did not have the capital,
infrastructure, personnel, background or knowledge to compete safely and effectively. In one
particularly naïve and egregious example, a community bank in South Florida literally copied
the strategic lending plan of a near trillion dollar (asset) bank and began engaging in small
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business, middle market, agricultural, asset based and capital markets lending (as well as
other types) without the tools to effectively do so.
While large banks had fairly nominal limited exposure on a percentage of capital basis, many
community banks were much higher at 400% to as much as 800% of capital allocated to
commercial real estate. In a significant number of those cases, high concentrations were the
direct cause of failure. The OCC (Office of Comptroller of the Currency) performed
retrospective analyses of commercial loans and concentrations. Predictably, they found that
construction and development loans were the worst performers by a very large margin and
that high concentrations in that sector were a reliable indicator of eventual failure. The OCC
points out that in March 2007, nearly 2,000 national and state community banks held
construction and development loans that exceeded their capital. By September 2011, 13% of
those banks had failed.
The federal banking agencies released guidance concerning CRE concentrations in 2006.
That guidance set thresholds of 300% of capital for total CRE and 100% of capital for
construction lending. The OCC subsequently discovered that 23% of banks that exceeded the
guidelines failed. When banks were within the guidelines only about 0.5% (one‐half percent)
failed.
Outlook: Our view of commercial real estate for the short and mid‐term remains guarded.
First there is too little demand for most types of space and the little demand there is, is
being frustrated by low confidence and a broader economy that is very slow to recover.
Second, is technology and changing demographics that will dictate changing space
requirements.
Third, is financing constraints. Not only are lenders risk averse but new Basel III capital rules
are likely to constrain lending even more. Among other far reaching effects of the new
standards is a 150% risk weighting for development and construction lending.
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Vacant Land Economics
And Development
Outlook
Land is a commodity whose value lies in its contribution to a finished product. In real estate,
that finished product may be a shopping center, office building, a subdivision or any other
type of development. For a component part of any product to have value, there must be
demand for the finished product. For example, if the office market is under‐supplied,
vacancies are low and rents are rising office prices may rise. It follows too that the value of
land for office development may also rise. Conversely, if the office market is depressed, as it
is at this writing, there is no rational and economic reason to construct additional office
space. Prices paid for vacant land will fall as the land cannot reasonably be expected to be
put into immediate or short‐term development and the owner is faced with a wide variety of
costs until such time as the land can be put into production.
In today’s real estate markets, most product types remain impaired and the root can be
traced directly to housing. Consider Florida, one of the nation’s hardest hit states. Median
existing home prices peaked at $257,800 in June 2006 and fell steadily to a trough of
$121,900 in February 2011. That’s an approximate 53% fall. Several of the state’s major
metropolitan areas experienced even steeper declines. Metro Orlando, Miami‐Dade, and
Broward all experienced a peak to trough decline of about 56% to nearly 65%.
Commercial real estate was not immune. Prices fell about 50% since the beginning of 2008
and the decline may not be over. Another 5% to 10% decline is possible this year and next as
foreclosures mount and properties — both residential and commercial — come back to
market at reduced prices.
Land values have fallen dramatically as well. Predictably, the decline has been even steeper
than that of the finished product. Why steeper? Because land is a non‐earning asset until it is
developed to its highest and best use. In other words, there is no cash return or return on
equity with vacant land. Instead, it is expensive to hold and pay taxes, other expenses and
most of all the cost of mortgage and/or equity capital. There is also risk and uncertainty
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around when the market will recover, whether other future events might occur that would
lengthen the holding period and even entitlement risk or the possibility government
approvals cannot be obtained in the future when demand returns and the then land owner
seeks to develop the land. Even if the land is not encumbered by a mortgage, there is still an
opportunity cost associated with holding land, having money tied up in a non‐earning asset
and not being able to invest in potentially more profitable alternatives.
Today, land owners have few options and are facing enormously difficult decisions.
Development today is rarely economically feasible in the face of huge inventories of finished
space and declining prices. For most owners, simply holding land acquired during the mid‐
2000 bubble era for development is not a financially feasible option.

What is happening is not unique to real estate. The principle is the same in any type of
manufacturing. For example, steel and rubber are essential in the manufacture of
automobiles. If the market for automobiles slows or becomes depressed, it follows that there
will be less demand for steel and rubber. As a result, steel and rubber prices will decline.
The value of land or any component part of something being manufactured is not an
inherent quality. Its value is linked directly to the supply and demand relationship for
finished product in the marketplace. As a result, land prices and value do not change on a
straight line or other orderly basis independent of the value of the finished product. Just like
other commodities, they can be subject to wild swings. Indeed, since late 2007, we have
witnessed land prices decline by 50% to 90% as finished product values have fallen by 40%
to 65%.
Land values have declined for reasons cited herein. In addition, there is often a wild card
46

The FOCUS Quarterly | A Contemporary Look at Real Estate Markets and the Economy

that is being played in many transactions today. This downturn has also brought out another
type of potential purchaser sometimes referred to pejoratively as a vulture fund. While not
new, these buyers are rarely true real estate investors but rather private equity funds that
seek to purchase at prices so low that it virtually removes most risk from their side of the
equation. They usually purchase from banks at a small percentage of the outstanding loan
balance rather than the asset’s contributory value to future development.
What Is Land Worth In a Depressed Market? If there is no short‐term need for finished
homes or commercial space, it follows that there will be no need for a developer to acquire
land for current or short term development. Clearly, however, excess finished space or lots
will be absorbed over time. What we are witnessing today is part of the real estate cycle —
albeit a fiscally painful and unusually severe part of the cycle. At some future date, there will
again be a need for new development and the land to support that development.
So who will purchase land today and what will they pay for it?
Today’s land purchaser will most likely be an investor or speculator who will buy now and
hold it until they can profitably put it into production or sell it to someone who will at some
future time when the market recovers. In rare cases, national builders with significant
staying power are acquiring lots for future development. Today’s purchaser, however, will
not pay a price equivalent to what a developer might pay to put the land into immediate or
short term production. Why? Because they will incur holding costs until they can do so. A
knowledgeable investor knows land is expensive to hold. They will clearly pay less — usually
much less — than if the land could be used today.
A knowledgeable investor will only pay a price that will allow them to acquire the property,
pay all expenses they expect to incur and to earn a profit for holding the property until it can
be put to use. For example, if market evidence suggests that supply and demand will return
to equilibrium in five years, and at that time the land can be put into production at a certain
price, an investor will likely deduct expected profit, expenses and the cost of mortgage
and/or equity capital over that five year period. An investor would likely make that analysis
using a discounted cash flow technique where the first cash inflow occurs in five years and
expenses (cash out flows) occur incrementally before that in the time periods they are
reasonably expected to occur.
Today’s real estate landscape is littered with thousands of physically developed but unsold
vacant residential building lots — the remains of the mid 2000s housing bubble. While some
of those lots are currently being acquired by large builders and others with the capacity to
hold them until the market returns, by far the majority will remain dormant for many years.
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Entitlements will expire, consumer preferences will change over time and municipal growth
management laws and regulations are likely to change as well to help ensure that the
extraordinary level of over‐development and virtually uncontrolled growth does not happen
again. The value of those horizontally developed lots will revert to the general equivalent of
vacant un‐entitled land.
The contribution of entitlements. The entitlement process for real estate development
includes, but is not necessarily limited to, obtaining zoning, access to water, sewer and other
utilities as well as a wide range of other government approvals. The entitlement process can
be lengthy, expensive and often politically charged with developers and communities
sometimes at odds over needs, local lifestyle issues and growth management. Actually
obtaining the necessary entitlements to develop land is fraught with uncertainty and risk.
When the process is started, there is no guarantee that all the necessary entitlements can
actually be obtained.
In a balanced or rising market, entitlements usually add substantial value to the raw land
even if construction has not begun. This is largely because substantial risk has been
eliminated, the usually lengthy time period to obtain entitlements has already passed and
the dollars to obtain them have been spent. A developer who can put a fully entitled parcel of
land into immediate development will usually pay significantly more for the land than they
would if the parcel were not entitled.
In the bubble inflation days of the mid 2000s, many non‐real estate developers discovered
they could purchase or merely option a parcel of vacant land and navigate it through the
entitlement process. Their intended result was often to create a shovel ready parcel of land
that could immediately be sold to a developer or builder to put into production for the
entitled use.
When the music stopped in 2007 and there was no longer demand for virtually any sort of
development, entitlements became virtually worthless. Today, it is difficult to find any
quantifiable evidence of land purchasers paying a premium for entitlements over and above
an already deeply discounted land value.
The valuation challenge. As the housing bubble was inflating last decade, data for
valuation purposes were abundant. One could quantify lot prices, absorption, expenses and
discount rates. That information could be rolled into a discounted cash flow analysis to form
an estimate of the value of a subdivision or group of lots as is to a single purchaser as of the
date of valuation. The point of the technique was to arrive at an indication of the price a
single third party purchaser would pay for all of the lots in “bulk” and then put them into
48

The FOCUS Quarterly | A Contemporary Look at Real Estate Markets and the Economy

production incrementally over time. That value to a single purchaser is often referred to
informally as “bulk value” or “bulk sale value.”
Today, even in this extraordinarily impaired market, the objective is the same. The question
to be answered in most appraisals is “what is the value of the subdivision or group of lots
today, as is and as if they are being sold to a single purchaser.” That is, by definition, the
value to a single purchaser or so‐called bulk value. Today, however, the valuation challenge
is huge as there is little meaningful or quantifiable evidence of individual lot values,
absorption rates for lots or many of the other factors critical to a reliable discounted cash
flow (DCF) analysis. Instead, there are arms length sales of subdivisions or groups of lots.
They are, indeed, true “bulk sales” without all of the moving parts of a DCF and without the
inherent uncertainty and forecasting risk. Nevertheless, too many lenders — even today —
require a DCF with all its moving parts and assumptions where absorption and future lot
prices are often little more than speculation.
A word of caution. The market is always the final arbiter of both value and the process
used to estimate value. If convincing market evidence suggests that individual lots or groups
of lots can realistically be sold to builders or end users over a reasonably identifiable time
period, then cash flow analysis may again be the method of choice. Let the market decide.
Current Construction and Developed Lot Trends
The construction pipeline has started to flow again, albeit slowly and not in all areas of the
country. Nevertheless demand for land underlying new construction is modest and not
expected to grow robustly anytime soon. While builders and developers would like to launch
new projects (and some are trying), demand is minimal and most projects are not
economically feasible today (see feature article) meaning that the cost to build is greater
than the value likely to be created. That is largely a product of tumbling values that began in
the residential sector in early 2007 and the commercial sector in 2008 together with the
large number of foreclosures that linger today.
Outlook: Our outlook is for modest new development over the next 12‐24 months and that
will keep a lid on vacant land prices and transaction activity.
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Office Market
Behind the Headlines
The U.S. Office market and most major metros are still reeling from the collapse in office
using employment. The office real estate sector was especially hard hit and particularly in
suburban locations.
The following chart shows the rise and fall of office employment in millions. In the early part
of last decade, there was a wide spread perception that large amounts of office space would
be needed to accommodate the burgeoning internet technology market. Space was built at
the peak of the market in about 2001 but the sector abruptly collapsed.
Just three short years later, the housing bubble began to inflate. Once again, office using
employment surged. The spike was quickly followed by a fresh round of new office space
intended to accommodate the perceived need. The sector again quickly collapsed leaving
thousands of office projects unoccupied or poorly occupied.

The Dramatic Rise and Fall of Office Using Employment
That Led to the Collapse of the Office Real Estate Sector

Today, space is very slowly being absorbed but at rental rates sometimes half of what they
were at their peak.
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Vacancy rates remained relatively high throughout both bubbles averaging 14% to 16% in
2005. Net absorption of space also remained positive through 2005 and 2006. Commercial
real estate as a sector peaked near the end of 2007 and the collapse in net absorption is
apparent at that point. By the fourth quarter of 2008, net absorption was negative by 25.5
million square feet and vacancy hovered in the 15% ‐ 17% range. According to widely
regarded Reis data, net absorption remained
negative through 2010 and office vacancies
nationally peaked at 17.6% in late 2009. They
have remained in the 17% range ever since
hovering at 17.2% in the first quarter of 2012 –
the most recent data available. Net absorption
of office space was about 5.8 million square
feet in the first quarter which represents a
level about 74% less than peak absorption in
early 2005 when it was 21.8 million square feet
in the second quarter.
Interestingly, both asking and effective rents
remained fairly constant nationally. Asking rents consistently remained in the high $27 per
square foot range while effective rent remained in the mid $22 per square foot range.
Office employment showed some modest improvement in 2010 and 2011 but it has since
retreated. As would be expected deliveries are extremely modest. Nevertheless there is
evidence of recovery as there have now been five consecutive quarters of recovery. The loss
of occupied space during The Great Recession, however, means it will likely be several years
before the sector regains the space it lost.
Nevertheless, PriceWaterhouseCoopers (Korpacz) reported in its second quarter survey
significant interest in stabilized or near stabilized office properties. Capitalization rates,
which reached record highs during the recession, have now retreated to 2006 levels with
central business district rates at 7.03% average and suburban office markets at 7.52%. Both
figures are according to the PWC investor survey. Second and third tier office property
capitalization rates are generally much higher. A bifurcated market has emerged in many
metros with true investment grade properties commanding significantly higher prices.
The office sector is also facing an even more fundamental shift as technology makes almost
anywhere a workplace for some workers. With extraordinary growth in telecommuting
together with a shift in the way younger workers prefer to do business, the need for office
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space is shrinking. The typical office space was around 220 to 250 square feet. That space
allocation has now shrunk dramatically to 70 – 90 square feet and by some standards an
open environment with no walls has become the norm. Indeed, according to New York
University’s Schack Institute of Real Estate, younger workers no longer aspire to the large
corner office and most don’t even want it. Open spaces are fine with them.
Reduced office employment and reduced space requirements combined with open space and
telecommuting represent structural changes in office space requirements. That trend has
several significant implications. First, the need for much of the existing office space is far less
than it might have been pre‐recession. Second, much of the space may need to be
reconfigured to make it desirable and rentable. Third, the need for new space may also
shrink.
Even the General Services Administration which owns or leases some 354 million square
feet of space in 9,600 buildings in 2,200 communities on behalf of the federal government is
reducing its own space in Washington, D.C. When renovation of its downtown headquarters
is complete in 2013, it will accommodate 4,500 workers. That is more than double what it is
today due primarily to telecommuting and shared work spaces.
Work from home is clearly on the rise nationally. According to the Census Bureau, in 2005,
3.6% of 133.1 workers telecommuted. That equates to nearly 4.8 million workers. In 2010
that figure was up to nearly5.9 million workers with 4.3% of 137 million workers
telecommuting.
Tenant Retention Concessions and Capitalization Rate National Summary
National Office Market Average
CBD
Suburban
Tenant Retention
67.5%
64.1%
Months of Free Rent
6.1
5.3
Average Cap Rate
7.8%
8.4%

Secondary
71.1%
8.0
8.1%

Source: PWC (Korpacz)

A significant number of five year leases entered into at the peak of the market in 2007 and
into 2008 before the collapse are expiring this year and next. That explains in part why rents
have held up but it also implies that rents going forward could be lower and/or subject to
greater concessions.
The structural change not only affects real estate but also office equipment furniture and the
way many workers do business.
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Outlook: The office sector, in our view, has not yet recovered and is facing significant
structural and demographic changes that are creating some significant headwinds. As we’ve
pointed out, there may be a demand for less space as a result of more modest space
requirements associated with telecommuting and shifting preferences. Lease expirations are
also a growing issue. Economic feasibility will keep a lid on value increases and hence new
construction until the market works its way through the current foreclosure cycle.
Select Metro Data

Office Market

Q1 Vacancy

Q1 Rent

Office Market

Q1 Vacancy

Q1 Rent

U.S.

17.2%

$28.10

Dallas

23.8%

$19.53

Atlanta

20.6%

$21.36

FT. Lauderdale

20.6%

$25.50

Orlando

17.2%

$21.05

Phoenix

26.0%

$22.30

Birmingham

12.0%

$18.99

Sacramento

19.9%

$23.69

Chicago

18.7%

$27.40

San Bernardino

24.8%

$21.28

Cleveland

21.2%

$18.40

Denver

19.1%

$21.64

Source: Reis Q1 Data
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Retail Market
Behind the Headlines
Despite weak retail fundamentals including low consumer and business confidence as well
as only moderately positive consumer spending trends, the first quarter of 2012 proposed a
faint glimmer of light that retail real estate recovery could be approaching. According to real
estate analytics firm Reis, occupied retail space increased by 3.141 million square feet in the
first quarter. Most of the increase was in neighborhood and community shopping centers.
The first quarter experienced the second largest absorption gain since the sector started
losing occupancy in early 2008. The gain is significant as the annual gain for the full year
2011 was 3.18 million square feet.
Caution remains, though as one or two quarters of
improvement does not translate to a trend.
Nevertheless the positive news is certainly welcome.
Several more quarters of positive news combined
with some improving fundamentals may affirm a
trend toward recovery.
Vacancies also declined in the first quarter albeit
modestly at about 10 basis points. That is the up to
the rise in vacancies the middle of last decade. Since the retail sector began its implosion in
2007 and The Great Recession began around at the same time (December 2007), additions
to inventory have been virtually non‐existent. Nevertheless, recession driven negative net
absorption drove retail vacancies consistently higher peaking at 11% and falling fractionally
in the first quarter to 10.9%.
Regional and super‐regional malls performed slightly better with the national vacancy rate
down about 20 basis points to 9.0% and asking rents growing modestly at 0.2%. This retail
category did not experience the same degree of overbuilding as the neighborhood and
community shopping center sectors did.
Asking and effective rents both increased fractionally by 0.1% for neighborhood and
community centers and 0.2% at the regional mall level. Rents vary significantly across the
country but the Q1 national average rate was just under $19.00 per square foot.
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The following are data for select U.S. metros.

Retail Market

Q1 Vacancy

Q1 Rent

Retail Market

Q1 Vacancy

Q1 Rent

U.S.

10.9%

$19.00

Dallas

14.3%

$16.38

Atlanta

14.1%

$20.19

Ft. Lauderdale

11.2%

$18.62

Orlando

13.7%

$17.33

Phoenix

11.8%

$18.64

Birmingham

15.3%

$14.55

Sacramento

12.0%

$21.90

Chicago

11.8%

$19.08

San Bernardino

10.6%

$20.51

Cleveland

15.0%

$14.97

Denver

12.0%

$16.83

Source: Reis Q1 Data

The International Council of Shopping Centers (ICSC) reported that year over year chain
store sales index fell 1.4% compared to year ago. While still positive, that figure represents
the slowest growth since January 2011. Prior to that, growth had not been that slow since
the spring of 2010. The ICSC attributes weak sales to deteriorating conditions in Europe,
uncertainty in the stock market and recent storms in the Midwest and mid Atlantic states.
Weak fundamentals appear to also be holding retail sales back. Perhaps the biggest
constraints are weak personal income growth and a lingering weak labor market. Vivid
memories of lost jobs and deteriorating household wealth also keep consumers cautious.
The short term outlook for retail real estate remains unclear. Best Buy, for example, recently
announced it would close 50 big box stores but open 100 smaller stores. Albertsons
announced it would close up to 570 stores and Food Lion announced closure of 113 under‐
performing stores mostly in Florida. At this writing, the economic impact is unclear largely
because some smaller chains have announced significant expansion. Internet shopping also
continues to take a chunk out of store front space.
National Retail Market Average
Regional
Power Center
Tenant Retention
71.3%
68.9%
Months of Free Rent
4.0
4.9
Average Cap Rate
6.89
7.31%

Strip Center
67.6%
3.9
7.18%

Source: PWC (Korpacz)

Outlook: The retail sector has clearly not yet recovered but there are some positive signs.
Nevertheless fundamentals such as household income, employment, confidence and
spending will need to recover before sector recovery is assured. New development will
remain constrained as most projects are not economically feasible at this time.
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Industrial Market
Behind the Headlines
The industrial real estate sector appears to be performing very much like the retail and
office sectors. Moreover, occupancy and other indicators are generally tracking the broader
economy. In other words, there has been noticeable improvement but it is tracking at a
relatively low level and it is too early to declare the industrial and warehouse sector
recovered.
Effective rent growth in both Flex and Warehouse sub sectors trended down for six of the
last eight quarters. Modest rent growth was apparent in the fourth quarter of 2011.
Moreover, the vacancy rate has been trending down since its peak in the spring of 2010.
Flex/R&D vacancies finished 2011
at about 15.1% which was a 30
basis point decline compared to
the third quarter. The sub‐sector
also added some 8.96 million
square feet of space. The average
cap rate registered 8.65%.
At the same time the national
warehouse/distribution sub‐sector
saw its vacancy rate fall to 13.1 %
while adding 6.4 million square feet of space in 2011. PWC reported an average
capitalization rate of 7.33%.
While transaction activity has been nominal to date, there is strong evidence that both
prospective buyers and tenants are looking for quality space near busy sea, rail and trucking
hubs. This is obviously in anticipation of recovery in international markets. Today, however,
economic stress in the Euro Zone with many U.S. trading partners either in or likely to fall
into a second recession is a major obstacle to industrial real estate sector growth.
The Midwest is also attracting investor attention for quality warehouse and distribution
space as the nation’s auto and allied industries show improvement. Again, the preferred
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locations are in proximity to rail and trucking hubs. There is growing evidence to suggest
that warehouse and distribution space may outperform flex space going forward. That would
be a reversal of recent historical performance but not unusual in historical economic
recoveries where research and development is oftentimes slower to recover than is the
demand for storage space.
Containerized storage is changing the warehousing dynamic especially in and around
seaports where ships can offload and stack containers rather than occupying valuable
interior floor space.
Port cities in the U.S. are scrambling to deepen channels in order to accommodate larger
tanker and container ships. While a typical “Panamax” container ship can be accommodated
by a 35‐foot deep channel, the new and larger ships, particularly those originating in Asia,
require 42 to 52 feet. Cities that have such deep water will likely win the most container
business and generate a greater need for space.
Outlook. There is clearly improved investor sentiment around warehouse and flex R&D
space. In our view, the warehouse sector will recover first followed closely but not
immediately by flex R&D. Cities with deep water ports will do best followed by other port
cities and those located near rail or trucking hubs.
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Multi‐Family Market
Behind the Headlines
The apartment sector is by far the best performing of the key commercial real estate sectors.
National vacancies fell by 30 basis points in the first quarter. The current vacancy rate is
now under five‐percent at 4.9%; the lowest it has been in more than a decade. The five‐
percent threshold is also significant in the sense that it is typically regarded as “full
occupancy” and evidence of a robust market. Once vacancies dip below that level, rents tend
to spike. That bears close scrutiny as rents may not be sustainable.
Leasing activity was strong again in the first quarter with 36,448 units leasing up. Two major
groups appear to be migrating toward apartment rentals. The first is households who see
nothing but a flat or modestly declining housing market for the next few years. The second is
former owners, many who have been
foreclosed upon and who are trying to
get a fresh start or who may have been
closed out of the purchase market.
Asking and effective rent growth both
remain strong with effective rents
increasing at their fastest pace since
2007. The difference between asking
and effective (effective = asking rent net
of concessions) is narrowing quickly as
landlords have little or no incentive to
offer incentives.
Despite the apparently robust market, new units coming on line were comparatively modest
at only 7,342; a mere 20% of the number leased during the same period. Nevertheless, real
estate analytics firm, Reis expects some 70,000 new units to come online in 2012. That is
double what it was in 2011.
Much of the robust leasing activity was probably the result of a fairly robust labor market in
late 2011 and early 2012. The last three months, however, have been dismal and there is
growing evidence that economic recovery has stalled or is certainly near stall speed.
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Capitalization rates have, once again, been declining leaving some market observers
(including this one) to worry about the sustainability of the multifamily market. The national
average capitalization rate in the first quarter was 6.3%. Cap rates of five‐percent (and
sometimes lower) are being quoted. While transaction activity is not robust, it remains to be
seen whether investors will purchase on what may prove once again to be unsustainably low
cap rates.
Compressed rates have enticed owners of lower tier projects to raise their price
expectations. As many investors refuse to act, some are considering new development
however that too is constrained by financing.
Apartment Sector Metro Highlights

Apartment
Market
U.S.

4.9%

Q1 Rent /
mo
$1,070.

5.9%

Q1 Rent /
mo
$851.

Atlanta

7.4%

$859.

Ft. Lauderdale

4.9%

$1,134.

Orlando

6.4%

$880.

Phoenix

6.7%

$768.

Q1 Vacancy

Apartment
Market
Dallas

Q1 Vacancy

Birmingham

6.3%

$730.

Sacramento

4.4%

$943.

Chicago

4.4%

$1,088.

San Bernardino

4.5%

$1,059

Cleveland

4.1%

$748.

Denver

4.3%

$932.

Source: Reis Q1 Data

Outlook. The apartment sector is clearly the shining star in the broader CRE marketplace.
Nevertheless, the jury is still out on whether the current level of performance is sustainable.
With broader economic recovery clearly softening and wages stagnating while the
apartment sector is still heating up, our opinion is that the growth is not sustainable at least
mid or long term. Growing stock could easily damage apartment sector fundamentals and lay
at least a luke‐warm blanket on the now hot sector.
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Feature Article: What Does It

Mean to be Economically Feasible?

We toss the term economic feasibility around loosely, sometimes in an effort to explain why
a real estate project failed. But what does the term really mean? Economic feasibility analysis
seeks to answer the very fundamental question, “if this project is constructed, will it be
worth an amount equal to or greater than the cost to create it?” After all, there is no rational
economic reason to construct anything that will be worth less than it would cost to build.
Economic feasibility analysis is therefore something that should be undertaken before a loan
is made and before a project is started.
Economic feasibility analysis sounds like a simple task: compare estimated cost against
estimated value. If value is greater than cost, the project might be considered economically
feasible to develop. If not, STOP. There is no economically justifiable reason to proceed.
Indeed, the economic feasibility equation is so simple yet so complex. The complexity,
involves what is most likely to happen during the absorption period — the time period
necessary to lease the proposed space or sell proposed units or lots.
The construction period is arguably the easier phase as success is usually in the hands of the
builder or developer. That is not to say that unforeseen events cannot occur but generally
most of the construction activity is controllable. The lease up/sell out phase is more difficult
because the project is now at the mercy of the market place where uncontrollable events are
more likely.
The cost to be measured against value expected to be created is the total cost of production,
sometimes referred to as the “all in” cost. In addition to the cost of land and building
construction, we have the cost of mortgage and equity capital (interest), sales or leasing
costs, taxes, insurance, maintenance costs during the absorption period and perhaps more.
These costs are sometimes referred to as the cost to carry. Even if we compare two
locationally and physically identical projects, if one has a longer absorption period, its total
cost will be higher. In other words, the longer the absorption period, the higher the “all in”
cost. That may imply that one project may be economically feasible and the other is not, even
if the two appear virtually identical.
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Finally, we add profit to the developer. Profit is the incentive for successfully completing the
project — not just building it but also successfully leasing it or selling it out. All of these
costs, including profit, are as real as bricks and mortar. Moreover they are capable of being
forecasted.

If the absorption period becomes longer than originally expected, absorption period costs
must come from somewhere and it starts with developer profit. Once the incentive to finish a
project is gone, so is the incentive to repay the loan. It is usually impossible for the developer
to raise rents or sale prices as the reason for the extended absorption period was probably
sagging demand anyway. Today, virtually nothing would be economically feasible if it were
proposed to be constructed today. In fact many projects started in 2006 and 2007 were not
economically feasible, a fact not recognized until it was too late.
All this begs the question of what needs to happen to restore economic feasibility to real
estate development? Consider retail real estate. Mathematically, some combination of the
following events needs to occur. Rents need to increase 25% to 40%. Capitalization rates
need to decline to “compression era” rates in the 5% to 6.0% range. Vacancies must decline
to near zero. Land values need to decline to 1990’s levels. With the exception of land value
decline, none of the other conditions is likely to occur anytime soon. In fact, each indicator
argues strongly for the continued absence of economic feasibility which will keep a lid on
new development for the next couple of years.
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Trends in Commercial
Real Estate Finance
There is demonstrable improvement in commercial real estate asset and credit quality
among both small and large banks. Indeed much of the shakeout came following the collapse
of the CRE sector after its peak at the end of 2007. Since the beginning of 2007 there have
been 447 bank failures in the United States. Most of them have been small banks and many
failures were the product of overly aggressive and unknowledgeable CRE lending. Among
lender types, banks and thrifts continue to have the largest portfolio concentration of CRE
assets at about 49%. Capital markets which include commercial mortgage backed securities
and other collateralized debt obligations total about 19%.
While there has been improvement in CRE delinquency rates, what has not improved
demonstrably is the demand for commercial real estate. Most of the demand that exists
today is to refinance six year‐old “demand;”‐ much of which may have been faux demand
anyway driven by the perceived need for space expected to be needed to serve the housing
and finance sectors. Many banks that still exist are still recovering from the CRE overhang
but few are originating new CRE loans.
A significant number of commercial real estate loans originated during the bubble were
commercial mortgage backed securities (CMBS) wherein one lender would originate a large
loan and either sell portions to others or securitize the loan, have the pieces (tranches) rated
and sell those pieces on Wall Street.
When the market collapsed, both bank and CMBS delinquencies soared in 2009 through
2011. Bank loans have improved while CMBS loan delinquencies slowed. CMBS
delinquencies began inching up again in 2012. The fundamental reason for higher CMBS
delinquencies appears to have been recourse. Portfolio lenders usually obtained personal
guarantees in addition to a lien against the security property. CMBS lenders usually did not
obtain personal guarantees. When a loan defaulted, the lender could only look to the security
property with no recourse to borrowers. Refer to Moody’s Investors Services chart on the
following page which compares bank and CMBS performance.
Today (May 2012) U.S. CMBS delinquencies (60 plus days) has risen to 9.82%. The
delinquency rate rose for office, industrial, retail and hotel but declined for multifamily.
62

The FOCUS Quarterly | A Contemporary Look at Real Estate Markets and the Economy

Bank Portfolio and CMBS CRE Delinquencies Surged In 2009

The following chart illustrates the rising trend in delinquencies over the last year:

CMBS Delinquency Trend

Property Type
Industrial
Office
Retail
Multifamily
Hotel

Delinquency
May 2012
12.57%
10.05%
7.70%
14.30%
11.65%

Delinquency
Jan 2012
11.9%
8.53%
7.58%
13.77
12.95%

Delinquency
July 2011
10.77%
7.59%
7.37%
15.13
15.00%

SOURCE: Moody’s Investors Service
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In Context: An Economic
and Real Estate Forecast
The FOCUS mission on behalf of its clients is primarily commercial real estate. Nevertheless,
it is difficult to understand just one sector without understanding how all the economic
pieces fit together. Doing so is like looking at the market with blinders on or perhaps looking
at only one frame of a movie. That is the leading reason why forecasts are sometimes
inadequate or just plain wrong. For example, one cannot truly understand retail real estate
without understanding who is spending; how much they are spending and for what.
Similarly, one cannot truly understand the office real estate market without understanding
what the demand drivers are and who will occupy the real estate. As we pointed out
previously, commercial real estate is generally secondary to residential in the sense that
everyone needs a place to live but not everyone needs an office or a warehouse, etc. As a
result, it is imperative that we also understand the dynamics of the residential sector.
Bankers observe an admonition to “know your customer.” We can carry that admonition one
step further to say “know your customers’ customer.” Nowhere is it more important to do so
than in commercial real estate lending. Lenders, must clearly understand who the customer
is, what they need, how much their business will allow them to pay in rent and how long
they can pay. That knowledge is critical in secured credit lending where one must not only
know the collateral but have develop reasonable assurance that the bank will be secured
over the life of the credit arrangement. Many of these basics were overlooked or perhaps
ignored during the recent boom.
We at FOCUS seek to continually understand these things on behalf of our clients. We hope
that these 65 or so pages offer you a little broader and instructive insight into real estate
markets and how the broader economic pieces fit together. Here is a summary by key
indicator or sector:
The broader economy has been extraordinarily slow to recover and the headwinds are
enormous. The so‐called “fiscal cliff” facing the nation could either drive the nation into
recession OR hasten the recovery. If lawmakers do not deal with it, recession seems
inevitable. If they do remove that uncertainty and the potentially devastating economic
impact it will go a long way toward helping the economy to recover.
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The nation’s Gross Domestic Product is likely to fly along at around 2.0% for the next two
years or so. That is just above what we believe is “economic stall speed” and assumes that
the President and Congress will quickly and aggressively act to lessen or remove the threat
of the fiscal cliff.
Inflation will likely remain under control and within the Federal Reserve’s zone of
tolerance. We don’t believe it is a threat for the next two years or so.
Consumer and Business Confidence will
likely remain low throughout this year and well
into next. Of course, confidence has a lot do
with how our policy makers act, or don’t act.
Removing regulatory and tax uncertainty will
go a long way toward stimulating confidence
and in turn, getting both consumers and
businesses to spend.
Employment continues to struggle and will
continue to do so for the next two or more
years. At the current pace of job creation,
recovery will be at least a 2015 event. There
will likely be a new, and slightly higher, normal in the nation’s unemployment rate as those
who become unemployed will likely remain so longer. Others will need to retrain and learn
new or advanced skills.
Housing remains in a very deep hole and there is no quick way out of it. For all practical
purposes, the housing market has reached a bottom but that does not mean it will suddenly
reverse course and surge upward after nearly six years of decline. The probability of modest
decline is greater than an upward surge given the prevailing headwinds. Foreclosures
continue largely unabated. Inventory, shadow inventory, employment, reduced household
wealth, stagnating wages, financing, lack of confidence and general economic malaise all
weigh heavily on housing and will stifle growth for most of the current decade.
Commercial Real Estate is slowly recovering but it is far too early to declare “mission
accomplished” in any sector with the exception of multifamily. That sector is generally doing
well but caution is in the air as it also shows signs of over‐heating as a result of some cap
rate compression. The market for developed land or land intended for development will
remain soft throughout most of the decade as inventories of both lots and finished space are
absorbed. Other key sectors such as office, retail and industrial will recover consistent with
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recovery of the broader economy. As we pointed out earlier in this report, we are
experiencing demographic shifts and changes in standards of functional utility for certain
commercial real estate product types. Watch those carefully. The office building of 2015 may
be much different than it was in 2005.
Banking and Finance sectors are recovering from the 2008 meltdown. Nevertheless banks
remain under pressure on several fronts. Not only are there financial pressures that make it
difficult to produce revenue in the face of diminished demand, but the impact of new
regulation is enormous. The Dodd‐Frank Wall Street Reform and Consumer Protection Act is
producing new compliance and expense challenges and will continue to do so throughout
most of this decade. In addition, new Basel III Capital Standards, which include some new
and potentially challenging risk ratings will also require that some banks change the way
they do business. The risk trajectory for banks and especially community banks is up.
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