CONCRETE THOUGHTS

Further Forecasting for Investment Sales

Rates, housing, deleveraging and, yes, supply and demand—what to watch for

EXECUTIVE SUMMARY:

| <> Low interest rates are the most |mportant factor in a strong investment-sales market's pricing.
; =3 The housing market recovery means healthier consumer spending; this is good for investors.
| = The speed of the deleveraging process will impact the market. The faster, the better.

| = Demand is picking up. The supply side must be closely watched as deleveraging continues.

ast week, we began our examination of the
different indicators we are consistently ob-
erving in the broader marketplace. We do
this in order to try to determine the likely di-
rection and magnitude of fundamental fluctu-
ations in the investment-sales market. These
indicators impact our underlying real estate
fundamentals and have profound impacts on
our two most important metrics, the volume of
sales and the relative level of property values.
Last week, we looked at employment as well
as government and Federal Reserve policy. This
week we will examine inflation and interest
rates; housing; deleveraging; and supply and
demand.

Infiation and Interest Rates

Inflation is always a concern because if the
rate of inflation exceeds the 1 percent to 2 per-
cent range, which represents the Fed’s comfort
zone, it would exert pressure on the Fed to raise
interest rates.

Perhaps the most important factor in the in-
vestment sales market’s relatively strong pric-
ing is that the interest rate environment has re-
mained at or near historic lows (supply-demand
dynamics is the other one, which we
will discuss later in this column). If
interest rates were 150 or 200 basis
points higher, the level of distress
in the market would be significant;
ly higher than it is today. LIBOR has
been hovering arcund 25 to 30 ba-
sis points, and the 10-year treasury
closed last Friday below 2.5 percent.
These low rates are allowing lenders
to keep borrowing rates low,

Many distressed assets with sig-
nificant negative equity positions
are hanging on by a fingernail based
upon extremely advantageous mort-
gage terms obtained in many of the
2006 and 2000 vintage loans. Today’s
low rates, particularly for loans that are floating
over LIBOR, are allowing distressed assets to
throw off positive cash flow even though their
equity positions are severely negative. Own-
ers in this position have no option but to wait
out the market to see if appreciation can possi-
bly bail them out. This, of course, assumes that
these owners do not have, or do not have the
desire to inject, the additional equity required
to effectuate a refinancing, taking advantage of
today’s low rates.

‘Two weeks ago, the chief economist at Mer-
rill Lynch issued a forecast indicating that he
believes the 10-year treasury yield will drop to
175 percent in 2011 This is an extracrdinarily
bearish forecast for the broader economy, but
indicates that lending rates should be very low
for real estate investors looking to refinance or
obtain acquisition loans. It also indicates that,
with ylelds on alternative investments at very
low levels, modest returns on real estate invest-
ment will be viewed very positively by the in-
vesting community.
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Ano't!ger market we keep close tabs on is the
housing market. The reason for this is that 70
percent of the U.S. gross domestic product is
consumer-based, and for most consumers,
their house is their major asset. As perceived
equity levels in their homes rise or fall, it cre-
ates a wealth effect that impacts consumer be-
havior. As perceived equity rises, consumers
are more willing to spend, injecting adrenaline
into the economy.

The biggest concern in the housing market
is that artificial influences have increased the
likelihood of further decreases in housing val-
ues. The first-time home buyers tax credit stim-
ulated activity in the marketplace but, unfortu-
nately, has potentially negative implications for
the housing market.

The credit did not allow housing to reach its
natural bottom, as the government was liter-
ally paying people to buy homes. The $8,000
credit exceeded the down payment on the av-
erage U.S. home by a significant margin given
the low 3.5 percent down payment require-
ment for most FHA loans. Due to trouble ex-
penenced by Fannie Mae and Freddie Mac,
most home buyers turned to FHA
for residential financing. Not only
were purchasers buying homes with
no money down, the credit often ex-
ceeded the down payment amount,
allowing purchasers to “cash out”
when purchasing a home. Wasn’t
this the same dynamic that got the
housing market into trouble in the
first place?

The housing market must be al-
lowed to clear and to begin to heal.
For this reason, the current foreclo-
sure moratorium implemented by
major banks will further delay a sus-
tainable recovery within the hous-
ing market. This moratorium has
been the result of the discovery that perhaps
a clerical paperwork error could nullify the
foreclosure process. In 23 states, judicial fore-
closures require lenders seeking to seize prop-
erty from a delinquent borrower to file a sum-
mary judgment motion in court. If the wrong
person at the bank signed the foreclosure doc-
uments, it could jeopardize the validity of the
lender’s claim.

If any evidence emerges that lenders are
dislocating people from their homes improp-
erly, the violators should be investigated and
prosecuted. However, no one is aware of a
single case, so far, where someone has been
evicted from their home without proper cause.
This foreclosure moratorium is yet another
setback for the housing market, which desper-
ately needs to find a natural bottom. The clear-
ing of excess inventory and processing fore-
closures as quickly as possible will allow for
the sustainable recovery the market requires.
The moratorium will do nothing to delay the
inevitable and add to the already substantial
amount of uncertainty in the market.

A clear and sustainable recovery in housing
will be positive for the economy and, conse-
quently, for the commercial real estate invest-
ment sales market.

Del

Given the shifts that have occurred in
the marketplace since the peak in 2007, no
one doubts that the market must persevere
through a massive deleveraging process. In
New York City alone, we estimate that at one
time there were more than 15,000 properties
with negative equity positions. These proper-
ties represented approximately 9 percent of
the total stock of buildings in the city.

Through additional equity payments, loan
modiftcation or foreclosure, these properties
must be recycled, resulting in reduced debt
amounts.

The speed with which this deleveraging pro-
cess occurs will have a significant impact on the
marketplace. As banks and special servicers be-
come more aggressive, this deleveraging pro-
cess will quicken, adding significantly to the
supply of available properties. This additional
supply exerts downward pressure on value. To
the extent banks and special servicers move

The housing market must be allowed
to clear and to begin to heal.

more slowly, it reduces the available supply
of properties, exacerbates pent-up buying de-
mand, and exerts upward pressure on value.
Unfortunately, this delays the inevitable recy-
cling that must occur for those assets.

To some extent, the speed of this delever-
aging process will be based upon mortgage
maturity. Vintage loans from 2006 and 2007,
which are those that are the most distressed,
predominantly have maturity dates in 2011
and 2012. While many of these assets have sig-
nificant negative equity positions, they have
maintained positive cash flows based upon the
extremely advantageous loan terms that were
available during the boom years. Interest-only
periods and interest reserves are evaporating
regularly as loans mature. Floating mortgage
rates, which are indexed to LIBOR, are unlike-
ly to be extended given the rates available to
ienders on mortgage debt today.

Therefore, mortgage maturity will precipi-
tate the flow of distressed assets and is likely
to determine the speed with which this de-
leveraging process oceurs.

m and Demand

, we will look at good old-fashioned sup-
ply and demand. In order to try to determine in
which direction the market is headed, we must
lock at trends within the suppiy of available
properties and must also consider what the de-
mand side of the equation looks like.

In 2007 we had $63 billion worth of invest-
ment-sales transactions in the New York City
marketplace. This amount dwindled tojust $6.2
billion in 2009. Many people blame this 90 per-
cent reduction in transaction volume on either
a lack of buyers in the marketplace or the oft-
mentioned bid/ask spread.

The first of these reasons is clearly not appro-
priate, as throughout the worst points during
the recession, there was still significant buyer

interest in New York City investment proper-
ties. As to the second reason, there may have
been a slight bid/ask spread dynamic; however,
supply constraint had much more to do withthe
reduction in volume than anything else.

The supply constraint condition is easy to
understand when we look at the market from
a macro perspective. The supply of available
properties for sale is normally fed by discre-
tionary sellers. When value drops, as it started
to in 2008, discretionary sellers withdraw from
the marketplace, as they could have sold their
properties for higher prices previously. As dis-
cretionary sellers withdraw, distressed sellers
normally swoop in to fill the void.

However, during this recession everything
that has happened from a regulatory perspec-
tive has allowed distressed sellers to delay fac-
ing their problems. Whether they were changes
in FASB mark-to-market accounting rules; bank
regulators allowing lenders to hold leans on
their books at par, even though the collateral is
worth substantially less; or changes to REMIC
guidelines for dealing with securitized loans,
each of these have provided distressed sellers
with cover not to take action.

We are now seeing distressed assets come
to market with greater frequency as lenders
and special servicers seek to clean up balance
sheets. We're also seeing discretionary sellers
come to market with assets, as there has been
significant pent-up selling demand. Discretion-
ary sellers are also reacting to the anticipated
increase in capital gains rates, adding proper-
ties to the available supply for sale.

Thus far, this added supply has not exerted
significant downward pressure on value, A reg-
ulatory change impacting how banks handle
their loan portfolios could have a significant
impact on supply. We do not believe that this
will oceur, however, as it could have devastat-
ing repercussions for hundreds of banks across
the country.

On the demand side, we’ve seen significant
buying interest from all segments of the mar-
ketplace. In the summer of 2007, when we first
started to tangibly feel the impact of the credit
crisis, the institutional capital that inflated the
asset bubble in the 2005 to 2007 period evapo-
rated from the marketplace. Most of our trans-
actions since that peint in time were acquired
by high-net-worth individuals and New York
families who have been active purchasing prop-
erties here for decades. Recently, we have seen
a reemergence of institutional capital, which
is back in the marketplace with distressed as-
set buying funds and opportunity funds. They
are joined by foreign high-net-worth investors
who have come to the New York marketplace in
numbers we haven’t seen since the mid-1980s.

Therefore, the demand side of the equation
is in high gear. We will be focused on monitor-
ing the supply side to try to determine what vol-
ume trends will logk like as we move forward.
The available supply of properties for sale is
likely to have more of an impact on the future
of the investment sales market than any other
factor.
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