
Monday, June 18, 2012

By Michael P. hedden

READING BETWEEN the lines of real 
estate headlines is a crucial skill for 
understanding what’s happening in 

today’s real estate market. In an economy 
filled with mixed signals, a thorough analysis 
of attendant risk and its impact on the value 
of real estate is the most important factor 
in valuation, and will help to explain the 
differences between the highs and the lows 

in the marketplace. A strong knowledge of the valuation process 
and advice from a seasoned, credentialed real estate appraiser 
will assist you and your clients in making well-founded real estate 
decisions.

Market Status

In New York City, there are many stories reporting a competitive 
marketplace at prices reminiscent of pre-recession values. Caution 
must be exercised not to assume that a rising tide of values 
will apply to all properties in all locations throughout the New 
York area. There are still many properties under considerable 
financial stress due to various circumstances that the appraiser 
needs to clarify and quantify as part of a well-reasoned appraisal 
process.

While a cautious optimism exists in a real estate market that is 
showing signs of rebounding, the truth is non-prime assets—those 
assets in secondary markets (secondary cities, and suburbs, 
for example)—are currently and will continue to experience 
deflationary pressure when those assets are revalued to current 
market values.

Various market reports are sending mixed signals regarding 
the four major asset classes (office, retail, apartments, and 
warehouse/industrial) as well as the overall housing market. A 
review of recent office sector statistics indicates only a few major 
cities with overall and meaningful average rent rate increase. 
These markets include New York City/Long Island, Washington, 
D.C., Houston, San Antonio and San Francisco. More importantly, 
the list does not include Boston, Chicago, Philadelphia, Northern 
New Jersey, Seattle, Los Angles, Atlanta and Tampa. 

Looking at another very important benchmark, capitalization 
rate reductions supporting higher values since 2007/2008 have 
only been meaningful in Washington, D.C., Columbus, Indianapolis, 
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New York City boroughs, Atlanta, Jacksonville, 
Denver, Houston and San Jose. Pittsburgh and 
Nashville have also reported some increased 
market activity and stronger valuations.

In this era of low interest rates and paltry 
fixed income returns, there are few investment 
opportunities that achieve a return above 
5 percent, as a significant amount of money 
continues to chase a limited number of prime real 
estate deals. Generally speaking, the United States 
is viewed as a real estate investment safe haven 
when compared to the rest of the world. New 
York City offers investors a prime location that 
has proven over the long-term to be an in-demand 
market that will guarantee some liquidity and the 
ability to exit investments when desired. While 
New York City has withstood the downturn better 
than most markets and has recovered faster, 
current reports indicate that the 2012 market is 
stalling as the office market slows down.

Capitalization and the corresponding 
restructuring of ownership dominates recent 
market activity and is expected to continue for the 
foreseeable future. For example, in 2011, Vornado, 
a dominant real estate investment trust in New 
York City, acquired a 49.5 percent interest in 280 
Park Ave., a 49.5 percent interest in 666 Fifth Ave., 
and a 30.3 percent interest in One Park Ave., as 
well as a 97.5 percent interest in 1399 New York 
Ave. in downtown Washington, D.C.

This activity is reflective of current behavior 
between property owners, developers and 
equity investment sources forming new, stronger 
alliances in light of the new economic realities. 
Owners, developers and investors are critically 
and strategically analyzing the investment risks 
across the spectrum of real estate opportunities 
to optimize investment structures and returns.

Debt maturity and the deleveraging of balance 
sheets have given rise to a significant market in 
buying and selling of bank notes. As reported by Zach 
Fox in an SNL Financial Blog covering the Distressed 
Debt Summit, hosted by CRE Finance Council in New 
York City in March, signs of exuberance are showing 
up in the market for distressed note sales, to the 
point where some notes are trading at a premium 
to the underlying asset.

Market Risk

Although there is activity and strength, there 
are also significant risks in the market from 
weak underwriting, government regulation, 
employment and income growth, debt maturity 
deadlines, shifting demographics, and business 
consolidation. The significant amount of new 
office supply in Manhattan will challenge the 
market’s ability to absorb the new space without a 
detriment to the existing office market and spiking 
the vacancy rate.

While the 2012 economy is expected to be 
stronger than in recent years and poised for 
ongoing recovery, the majority of real estate assets 
will not be as valuable as they were in 2007 and 
2008. According to the National Association of Real 

Estate Investment Trusts (REIT), the average REIT 
implied capitalization rate peaked at 9.8 percent 
in February 2009. The rate has since fallen to a 
post-recession low of 6.0 percent in February 2012, 
80 basis points higher than the 2007 expansionary 
low of 5.2 percent. 

The Morgan Stanley U.S. REIT Index bottomed 
at 326.9 in February 2009, and stood at 835.3 in 
March 2012, an increase of 155 percent. However, 
it is still 29 percent below the pre-recession 
2007 peak. In comparison, the Moody’s/REAL 
Commercial Property Price Index indicates that 
private real estate pricing, which generally lags 
public pricing by 12 to 18 months, is 13 percent 
above its recessionary low, but 41 percent below 
the pre-recession peak.

Non-core assets in secondary markets will be 
subject to new price levels in an economy that 
continues to show signs of only modest growth. 
In addition, owners and lenders are going to have 
to recognize that they will have to take losses and 
reset their expectations.  This is because these 
riskier assets are not attracting the attention 
of investors or lenders unlike assets in prime 
metropolitan markets such as New York City, 
where investors seem more willing to take on 
risk. Investors are seeking predictability and 
statistical certainty in their investment choices. 
With a thorough understanding of valuation analysis, 
the appraiser’s role is to impart knowledge and 
understanding to the user of the service as part of 
an informed decision-making process.

Risk tolerance and risk aversion varies by the 
investor profile, which is discovered as part of a 
highest and best use analysis. With adequate due 
diligence, the appraiser brings to each assignment 
a clear understanding of the potential users of the 
property, who are the likely buyers and what is the 
demand for the property. Appraisers are trained 
to identify the elements of risk (identified below) 
and qualify and quantify its existence in a value 
estimate.  

Liquidity Risk: difficulty of converting an 
investment into cash at market value in a reasonable 
time (exit strategy).

Management Risk: competency of management 
can affect the rate of return

• Degree and type
Environmental Risk: risk that its physical 

environment will affect a property’s value
• Perceived hazards

• Remediation costs
• Forces of nature
Legislative Risk: risk related to legal factors that 

may affect a property’s market value
• Tax laws (federal and local)
• Regulations
• Permitting
Market Risk: net operating income will be 

affected by market condition changes
• Location
• Type of property
• Demand for real estate by users
• Supply of space
• Market rental rate
• Vacancy rates
• Operating expenses
• Stage of investment cycle
Capital Markets Risk: market value will be 

affected by capital market changes
• Mortgage interest rates
• Equity yield rates
• Overall yield rates
• Capitalization rates (initial and terminal) due 
to changing yields
• Level of interest rates
• Availability of mortgage capital (underwriting 
standards)
• Availability of equity capital
• Return rates for alternative investments

Economic Factors

Surveying the current real estate landscape, 
there is a high level of economic and political 
uncertainty. Specifically on the federal level, 
regulatory, tax and capital markets intervention 
is high and opposing political forces are adding 
to uncertainty. Locally, the political risk profile is 
subject to the outcome of an upcoming mayoral 
election, which may impact landlord/tenant issues, 
affordable housing and real estate taxes.

The strength of all facets in the macro- and 
micro-economy play a major part in risk analysis 
of real property. Demographic, employment, and 
income growth are the most important factors 
driving property value. These demand factors, 
when compared to supply inventory, form 
the fundamental analysis that drives revenue 
growth. 

Viewed locally, the strength of the financial 
and legal services, technology, education, health 
and energy sectors will play a major part in the 
demand for office space in New York City, as well as 
Washington, D.C., San Francisco and Texas. Upside 
impacts from high tech, healthcare reform and 
education could be offset by the downside impacts 
from the Dodd-Frank Wall Street Reform and 
Consumer Protection Act on financial services, and 
law firm consolidation. The continued importance 
of the tourist trade could be negatively affected by 
the strength of the U.S. dollar and the contagion 
from the European debt crisis.

From an operational perspective, revenue and 
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net operating income growth is an element of risk 
that gets heightened scrutiny. With a significant 
number of New York City leases rolling over by 
2015, the owner/investor either considers the 
occurrence as an absorption risk or an opportunity 
to increase revenue over the prior rental base. 
However, expense growth from inflationary 
pressures including real estate taxes and energy 
costs can more than offset any increase in the 
revenue thereby decreasing the net operating 
income and the profitability of the asset. There 
is research that supports the importance and 
contribution of strong and competent management 
to minimize operational risk and thereby support 
the property’s value.

There are significant risks in the financial, 
capital market and interest rate environment. 
On the positive side, New York City is attractive 
to both debt and equity investment and 
underwriting requirements are favorable. 
However, there is significant maturity and 
default risk when assets are over-leveraged and 
underwater. According to Trepp, there will be 
over $60 billion of debt maturing nationally in 
2012 and at least half of those assets will have 
trouble refinancing. Trepp and Morningstar report 
significant loans moving to special servicing in New 
York on a regular basis, indicating ongoing distress 
from over-leveraging. 

However, Real Capital Analytics reports the 
percentage of recovery of loan balances is high 
in New York City. These factors support the flurry 
of activity in recapitalizations and the distressed 
debt market. Fortunately, we are currently in a 
low interest rate environment, but anticipated 
increases in rate over the next three to five years 
will impact assets with a high risk profile that need 
to refinance.

The Appraiser’s Role

Having analyzed all of these factors, the 
appraiser’s role is to conclude upon a risk-adjusted 
capitalization and/or discount rate in the valuation 
of the property. The ultimate conclusion of the 
capitalization rate is often viewed in comparison 
to the rate spread from alternative investments. 
The spread between real estate cap rates and 
alternative investment vehicles will narrow with 
improving risk perceptions and widen when there 
is greater risk. 

Also, given today’s historically low interest 
rate environment, there is a bias towards lower 
real estate cap rates given the low returns from 
alternative investments like stocks and bonds. Real 
estate values also benefit if there is an expectation 
for capital appreciation. The outlook for capital 
appreciation flows from improving real estate 
market fundamentals and overall economic growth, 
specifically through employment, population 
and income growth. At the property level, lower 
capitalization rates are possible with the likelihood 

of increasing rents and declining vacancies.
The appraiser considers all of these factors 

in the selection of the appropriate capitalization 
rate to use in the valuation of a real estate asset. 
An algebraic mortgage-equity model to derive a 
capitalization rate that embodies all of these risk 
factors was developed in 1959 by L.W. Ellwood. 

In later years, Charles Akerson developed the 
simplified format shown in the following tables. 
The difference between Table 1 and Table 2 shows 

that just a slight underwriting and investment risk 
adjustment between the scenarios in the borrowed 
amount (loan-to-value ratio from 75 percent to 67 
percent), coupled with a slight variation in the 
expectation of future property growth (from 2 
percent per year to 1 percent per year), will cause 
a 16 percent decrease in property value. This is 
evidenced by an increase in the capitalization rate 
from 5.4 percent to 6.4 percent. 

Inherent in the calculations in the Ellwood 
formula are a property’s underwriting criteria, 
investor’s equity return requirements, amortization 
schedule and the anticipated change in the 
property’s value over the projected holding period. 
This abbreviated Akerson format emulates the 
more complicated Ellwood formula or protracted 
discounted cash flow analysis.

This detailed level of risk analysis and the 
arithmetic models used to justify selected 
capitalization rates are part of the body of 
knowledge incorporated in the formal training for 
appraisers with advanced designations. Equipped 
with market knowledge and quantitative tools, 
the credentialed appraiser can best demonstrate 
and advise the client or user of the service with a 
concluded value opinion that accurately reflects 
today’s economic reality and market risk.
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Table 2

derivation of capitalization Rate
Mortgage equity Method

Mortgage Ratio 67%

Term (years) 25

interest Rate 5.25%

Mortgage constant 0.07191

equity Return Rate 10%

equity Percentage 33%

holding Period (years) 10

Sinking Fund Factor 0.062745

appreciation Over Period 10%

                          Ratio x Rate
Mortgage                           0.67 x 0.07191    = 0.053932
equity                           0.33 x 0.1             = 0.033

                                                             0.081180

less: credit for equity Build-up

           Mortgage Ratio    x   Sinking Fund Factor     x  % Paid Off
                                0.67    x                        0.062745   x   0.254554     = 0.010701

less: credit for appreciation

                                         Sinking Fund Factor     x    appreciation

                                                               0.062745     x    0.1                         = 0.006275

                                                                                                Overall Rate   = 0.064204

                                                                                                       Rounded:  6.42%

Table 1

derivation of capitalization Rate
Mortgage equity Method

Mortgage Ratio 75%

Term (years) 25

interest Rate 5.25%

Mortgage constant 0.07191

equity Return Rate 10%

equity Percentage 25%

holding Period (years) 10

Sinking Fund Factor 0.062745

appreciation Over Period 20%

                Ratio x Rate
Mortgage                            0.75 x 0.07191  = 0.053932

equity                                0.25 x 0.1       = 0.025

                                                            0.078932

less: credit for equity Build-up

           Mortgage Ratio    x   Sinking Fund Factor     x  % Paid Off
                                0.75    x                        0.062745   x   0.254554     = 0.011979

less: credit for appreciation

                                         Sinking Fund Factor     x    appreciation

                                                               0.062745     x    0.2                         = 0.012549

                                                                                              Overall Rate    = 0.054404

                                                                                                       Rounded:  5.44%


