CONCRETE THOUGHTS

Investment Sales’ Uncharted Territory

Distressed assets keep trlckllng to market am|d tough economy—what now?
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f late, rarely a day goes by
ithout news of ancther no-

table asset or portfolio of
commercial investment properties
being turned over to a special ser-
vicer. Properties have been becom-
ing “distressed” at a growing rate.
Distressed assets are those where
value has fallen below the amount
of debt or which do not have encugh
net operating income to service debt
payments. With values, on average,
down 32 percent in New York City,
it is not surprising that many assets

acquired in 2005, 2006 and 2007

are increasingly falling into the dis-
| tressed-asset category.
Distressed assets have

Many lenders have attempted to
weather the storm using techniques
of “extend and pretend,” “delay and
pray” and “a rolling loan gathers no
loss.” These strategies are gener-
ally only effective in a circumstance
where fundamentals will correct
at an extent to which value will ap-
preciate significantly, The funda-
mentals are getting better, but not
nearly rapidly enough to save the
overwhelming majority of proper-
ties underwater.

The economy appeared to be on
the right track earlier this year but,
unfortunately, recent econornic data
hag caused significant concern and

could be the reason why
been flowing into the mar- lenders are now taking ac-
ket with more regularity. tion to address their dis-
These assets can be in the tressed assets rather than
| form of short sales (where waiting and hoping that
the owner delivers a deed significant losses would
and all proceeds go to pay not have to be faced.
off the lender at a level
lower than the amount of ast Friday’s jobs re-
the mortgage); note sales port, released by the
{where the lender sells a partment of Labor,
property’s debt obligation Robert Knakal may have seemed positive
to an investor who will to the casual observer as
proceed with the foreclo- Columnist the official unemployment
sure process); or REO sales rate dropped from 9.7 per-

(here the lender has com-
pleted the foreclosure process and
can deliver the deed to the buyer).
Each of these forms of distressed-
asset sales brings about a delever-
aging of the commercial real estate
market. These sales have been in-
creasing in frequency; unfortunate-
ly, there remains a long way to go
before we have fully dealt with the
massive deleveraging process that
is required in order for the market to
fundamentally recover.

cent in May to 9.5 percent
in June. The administration point-
ed to growth in private-sector em-
ployment and declared that “we are
headed in the right direction.”
At one point, so was the Titanic.
The truth behind the jobs report
was that 125,000 jobs were lost in
June. It is, therefore, counterintui-
tive for the unemployment rate to
drop. However, the reduction in the
rate was a largely illusory decline
as hundreds of thousands of dis-

couraged workers dropped out of
the workforce—652,000 Americans
stopped looking for work and, there-
fore, are technically no longer count-
ed among the unemployed. The so-
called participation rate is dropping
as discouraged workers give up their
job searches. If these folks are taken
into consideration, as well as part-
time employees who would prefer to
be working full-time, the true unem-
ployment rate rises to 16.5 percent.

In June, private-sector job cre-
ation hit 83,000, far below the
100,000 to 150,000 jobs needed per
month just to keep up with popula-
tion growth.

This poor employment report
comes on top of several other eco-
nomic indicators that are painting
a bleak picture for the country, A
recently released new home sales
report was so negative it surpassed

We are headed into a fas-
cinating period of time in
the investment sales area.
Underlying fundamentals
appear to be correcting and
rent concessions in both the
commercial and residential
markets have been reduced
significantly or eliminated.

even the most pessimistic expecta-
tions. New home sales declined by a
record amount in May to a new low
as builders sold fiew homes at an an-
nual rate of just 300,000 units. This
was 32.7 percent below the 446,000
rate in April.

This shocking drop created a lev-
el even lower than that experienced
during the recession in the early
’80s, wheninterest rates approached
20 percent. They are now at the low-
est level since the government be-
gan tracking this data in 1963.

Additionally, consumer senti-

ment and consumer spendmg con-
tinued to drop. The stock market has
been dropping and most economists
are adjusting their forecasts for fu-
ture G.D.P. growth downward. These
economic indicators are exerting
further downward pressure on the
commercial real estate investment
sales market.

The acute supply-demand imbal-
ance and the low-interest-rate envi-
ronment have been the major posi-
tive influences on the sales market.
Global economic concerns have cre-
ated a flight to safety and quality
and, as capital worldwide has flowed
into U.S. treasuries, we have seen
interest rates hit remarkable lows.
Last week, the 10-year T-bill was
yielding less than 3 percent, and the
five-year fell below 2 percent. This
dynamic is helping to keep commer-
cial mortgage rates at historically
low levels.

otwithstanding this low-in-
terest-rate environment, dis-
tressed assets are continuing
to work through the system and are
doing so in greater numbers each
month. The flow has not resembled
the tsunami that was expected by
many of us two years ago. They are

coming to the market in a succes-

sion of slow, rolling waves and, con-
sequently, activity in the sector has
picked up substantially.

Massey Knakal’s Special Assets
Group has completed more than
1,700 valuations during this cycle
for lenders and special servicers in-
terested in knowing the value of the
underlying collateral for their loans.
In 2009, our activity in this sector
produced just 12 transactions. Thus
far in 2010, our distressed-asset ac-
tivity has shown 56 closed transac-
tions. My colleagues in the invest-
ment sales arena report similar
experiences.

The activity in the distressed-
sales sector is clearly continuing to
increase, quarter over quarter, as
lenders and servicers increase the
purging of these assets. These offer-
ings have been met with significant

demand from the investing com-
munity, producing very attractive
recoveries for the sellers. While the
number of distressed assets com-
ing to market continues to pick up,
the overwhelming majority of these
assets have yet to work through the
m.

We are headed into a fascinat-

ing period of time in the investment
sales area. Underlying fundamentals
appear to be correcting, and rent
concessions in both the commercial
and residential markets have been
reduced significantly or eliminated.
The abatement of these concessions
reflects a 10 to 20 percent increase
in rent levels. We'believe that these
enhanced fundamentals are exert-
ing upward pressure on property
valuations and that this is helping to
move the market forward in a posi-
tive way.
* However, we believe we are
still in the early innings in the dis-
tressed-property sector and that we
could have distressed assets coming
to market, in one form or another,
for several years to come. Advanta-
geous mortgage terms have been
responsible for keeping some prop-
erties afloat even if they have sig-
nificant negative equity positions.
These include -interest-only peri-
ods, interest reserves built into fi-
nancing structures and floating-rate
mortgages that are indexed to rates
that are at historically low levels. As
these advantageous terms burn off,
it is likely that these assets will be
forced to the market to bring about
the deleveraging that the market so
desperately needs.

Based upon these observations,
the investment sales business may
be headed into ancharted territory.
It will be interesting to see exactly
how things play out.

rimakal@masseyknakal.com

Robert Knakal Is the chairman and
founding partner of Massey Knakal *
Realty services and in his career has
brokered the sale of more than L075
properties, having a market value in
excess of $6.4 billion.

Reach the people who own, manage, lease and sell space in the city
by advertising your deals in the Commercial Observer.

Contact Robyn Weiss,
Associate Publisher, for more information: 212.407.9382 or rweiss@observer.com
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