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Executive Summary

Interpretation

This report presents the
findings of empirical analysis of
secondary market performance to
glean how its investment profile
— the trends, participants,
and points of inflexion — s
differentiated from primary
markets. Differences  are
apparent when contrasting
primary and secondary markets
as well as between secondary
markets. In a few cases, these
observations point to clear
investment strategy implications.
In most cases, they are instead
suggestive of opportunities and
risks for investors and lenders.

As an overview of the secondary
market investment landscape,
the scope of this report is
ambitious. The causal drivers of
commercial real estate market
performance at every level
will command the attention of
our industry’s academic and
practitioner researchers far into
the future. Rather than attempt
to isolate causality, the empirical
analysis and results presented
here are both descriptive and
interpretive. They survey patterns
of market performance and
relationships that can inform
investors’ evaluation of market
opportunities in  secondary
markets.

A Distinctive Investment Landscape in Secondary Markets.

Conditions are ripe for a shift in focus to commercial real estate’s
secondary markets. Bolstered by the potential for more stable
national economic trends, buyers’ improving tolerance for risk-
taking, and a widening disparity in yields across primary and
secondary markets, investors are broadening their sights.

Apart from their rankings on the commercial real estate investment
hierarchy, secondary markets present investors with distinct
opportunities and risks. The assumptions underpinning investment
strategy along the coasts are not completely portable as buyers and
lenders migrate to areas of lower liquidity — secondary markets are
not business as usual on a smaller scale.

Differences between primary and secondary markets — and across
the diverse array of secondary markets themselves — extend
well beyond a tally of each metro area’s inventory of commercial
properties. For an investor making a first foray into secondary
markets, the landscape of market participants, properties and
linkages to the real economy will be less familiar. Secondary
markets also present unique issues related to the timing of property
acquisitions and dispositions and the dependence of investors on
the availability of financing to support a critical mass of activity.

For investors motivated by a secondary market’s long-term prospects
for appreciation, several factors may be important. Markets with
a high concentration of skilled workers, and a track record of
innovation, rank high on the list, as do supply-constrained markets.
A cautionary note accompanies that endorsement. If those skilled
workers are all busy doing the same thing, a downturn in a market
fueled by a single knowledge industry can be particularly difficult.
The notion of a creative class driving a market’s long-term growth
does not preclude volatility over the business cycle.

This report explores practical issues facing secondary market
investors and their implications for the timing of investments
and market and asset selection. Secondary market investment
opportunities present unique risks. As the economy expands and the
distance from the financial crisis widens, understanding secondary
markets’ performance patterns and their risk-return tradeoffs
becomes an increasingly important task for investors, lenders and
policymakers.



Secondary Markets and the Current Real Estate Cycle

In the aftermath of the financial crisis and the Great
Recession, the recovery in commercial real estate
investment activity has been heavily weighted to a
small number of primary markets. Bifurcation came into
widespread use as a descriptor of prevailing commercial
real estate trends in 2009 and 2010. It has persisted
longer than many investors could have anticipated.
Even as compared to previous cycles, debt and equity
capital flows to secondary markets have resumed
slowly. After a prolonged period of imbalance in capital
flows favoring a small number of prime markets, more
confident investors and rising risk-free yields are now
contributing to secondary markets’ improving share of
activity.

Super Prime Markets Lead the Recovery

Even within primary markets, the patterns of recovery have been
uneven. Investment volume and asset prices in five markets —
Boston, Los Angeles, New York, San Francisco and Washington,
D.C. — accelerated past their peer group early in the turnaround.
Well-located, high-quality properties within these “super prime”
markets have subsequently recovered a significant share of lost
value. By late 2013, a range of metrics, including price indices
and measures of transaction and lending volume, showed activity
in these markets at or near its pre-crisis peaks. Large assets have
been trading routinely above their pre-crisis values, even where
operating income has been anchored to slow improvements in the
real economy.

What is the underlying advantage of the super prime markets?
Among the various distinguishing characteristics, urban economists
can point to measures of market size, such as population and
economies of agglomeration within and across complementary
industries. Real estate analysts may explain the advantage in
terms of supply constraints or asset liquidity. These advantages,
self-reinforcing in the case of asset liquidity, have proven more
important for lenders and investors during the recovery thus far.



Secondary Markets and the Current Real Estate Cycle continued

Figure 1
Primary and Secondary Market Tiers

Primary Markets Secondary Markets
Atlanta-Sandy Springs-Marietta, GA Austin-Round Rock-San Marcos, TX
Boston-Cambridge-Quincy, MA-NH! Baltimore-Towson, MD
Chicago-Naperville-Joliet, IL-IN-WI! Charlotte-Gaston-Rock Hill, NC-SC
Dallas-Fort Worth-Arlington, TX Cincinnati-Middletown, OH-KY-IN
Denver-Aurora-Broomfield, CO Cleveland-Elyria-Mentor, OH
Houston-Sugar Land-Baytown, TX Columbus, OH
Los Angeles-Long Beach-Santa Ana, CA! Detroit-Warren-Livonia, Ml
Miami-Fort Lauderdale-Pompano Beach, FL Greensboro-High Point, NC
New York-Northern New Jersey-Long Island, Hartford-West Hartford-East Hartford, CT

NY-NJ-PA! Indianapolis-Carmel, IN
Riverside-San Bernardino-Ontario, CA Jacksonville, FL
San Diego-Carlsbad-San Marcos, CA Kansas City, MO-KS
San Francisco-Oakland-Fremont, CA! Las Vegas-Paradise, NV
Seattle-Tacoma-Bellevue, WA Louisville-Jefferson County, KY-IN
Washington-Arlington-Alexandria, Memphis, TN-MS-AR

DC-VA-MD-WV! Milwaukee-Waukesha-West Allis, W

Minneapolis-St. Paul-Bloomington, MN-WI

Nashville-Davidson-Murfreesboro-Franklin, TN

New Orleans-Metairie-Kenner, LA

Oklahoma City, OK

Orlando-Kissimmee-Sanford, FL

Philadelphia-Camden-Wilmington,
PA-NJ-DE-MD

Phoenix-Mesa-Glendale, AZ

Pittsburgh, PA

Portland-Vancouver-Hillsboro, OR-WA

Providence-New Bedford-Fall River, RI-MA

Raleigh-Cary, NC

Sacramento-Arden-Arcade-Roseville, CA

Salt Lake City, UT

San Antonio-New Braunfels, TX

St. Louis, MO-IL

Tampa-St. Petersburg-Clearwater, FL

Virginia Beach-Norfolk-Newport News, VA-NC

Source: Market assignments by Chandan Economics.
! Prime markets that are also super prime markets.
Note: All other markets are designated tertiary.

Primary and secondary market designations are generally subjective, reflecting observable
but qualitative differences in levels of market activity. The designation of some primary
markets will meet with widespread agreement. Markets including New York, San Francisco,
and Washington DC, are examples. Other large markets may not be classified consistently.
For example, some investors will classify Atlanta and Dallas as primary markets while others
will not. No one approach to classification is intrinsically superior to all of its alternatives. In
this analysis, markets have been grouped by lender density (described on Page 11), which
measures the number of active lenders relative to a market’s inventory. Markets were clustered
into primary, secondary, and tertiary categories based on this metric.



Lender participation in secondary markets increases as general real
estate market conditions improve, though correlation and causation
cannot be reliably distinguished. In secondary markets, the dominant
lenders include banks and conduit lenders. Credit unions have also
emerged as more visible sources of financing following the financial
crisis. During the current recovery, the reemergence of CMBS
lending has lagged for a variety of reasons, including a slow recovery
in investor demand for bonds and unfavorable risk assessments
resulting from CMBS loans’ higher delinquency and default rates.

For lenders that may have already engaged in primary markets, the
decision to lend in secondary markets reflects an improving appetite
for risk and rising competition for high-quality lending opportunities.
At the same time, smaller regional and community banks with
relatively narrow geographic scopes have been constrained by the
high concentration of property and construction loans on their
balance sheets.

Figure 2
RELA-Chandan Survey of Commercial Real Estate
Lender Sentiment
Second Quarter 2013

Increase Unchanged Decrease
Loan-to-Value Ratios 14% 80% 5%
Debt Service Coverage 18% 64% 18%
Debt Yields 20% 64% 16%
Property Quality 14% 71% 14%
Loan Sponsorship 13% 75% 13%
Property Location / 27% 57% 16%

Market

Source: Real Estate Lenders Association and Chandan Economics

Note: This survey measures appetite for credit risk among U.S. based lending institutions.
Respondents were asked: “As compared to the prior 12 months, my institution’s appetite
for risk over the next 12 months will increase, remain unchanged or decrease.”



Secondary Markets and the Current Real Estate Cycle continued

Outside of the super prime markets, investors and lenders have
not reengaged consistently. The recovery in secondary markets has
generally come later and has been slower to build momentum. With
few exceptions, secondary market property values and transaction
activity reached their pre-recession nadirs with a lag.

Figure 3
Peak to Trough Sales Volume
Office
Prime Secondary  Secondary Markets Lead or Lag
Markets Markets Lead or Lag By Quarters
Value Peak Q2 2007 Q1 2007 Lead
Value Trough Q4 2009 Ql 2011 Lag 5
Peak to Trough 10 16
in Quarters
Retail
Prime Secondary  Secondary Markets Lead or Lag
Markets Markets Lead or Lag By Quarters
Value Peak Q1 2008 Q2 2007 Lead
Value Trough Q4 2010 Q3 2011 Lag
Peak to Trough 11 17
in Quarters
Industrial
Prime Secondary  Secondary Markets Lead or Lag
Markets Markets Lead or Lag By Quarters
Value Peak Q1 2008 Q3 2007 Lead 2
Value Trough Q1 2012 Q2 2012 Lag
Peak to Trough 16 18
in Quarters

Source: Chandan Economics



Disparate outcomes in primary and secondary market investment
recoveries are not unique to the most recent cycle. However,
the current cycle’s lagging secondary market recovery —
like the recovery in the broader economy and labor markets
— is distinguished by its persistence. The convergence of
risk aversion among institutional investors and exaggerated
economic uncertainties are among the explanations. Differences
in asset liquidity and the need for and availability of financing are
interrelated constraints that have also weighed in favor of primary
markets.

Despite the number of quality assets in the super prime markets,
the influx of capital in search of core properties as a safe haven,
has contributed to the enviable price trends among “trophy” assets.
Even after accounting for the impact of unorthodox monetary
policies like maturity extension that pushed U.S. Treasury yields to
record lows, cap rates for the most aggressively contested office and
apartment assets are inconsistent with the tenuous recovery in the
real economy and labor market.

Figure 4
Office Capitalization Rates, 2005-Second Quarter 2013

11%

10%
Secondary Market

Office Cap Rates

9%

8%

7%

6% .
Primary Market
Office Cap Rates

5%

4%
2005 2006 2007 2008 2009 2010 2011 2012 2013

Source: Chandan Economics



Secondary Markets and the Current Real Estate Cycle continued

Spillovers and the Hunt for Yield

As vyields in super-prime markets have declined, institutional
investors have broadened the scope of their buying activity to
include other primary markets, as well as mid-cap assets, and even
non-core properties. These spillovers are supportive of secondary
market activity but are more nuanced than a simple hunt for higher
risk-adjusted returns. Most institutional buyers tend to purchase
larger properties in primary markets. However, fewer large properties
in secondary and tertiary markets translate to fewer investment
opportunities for these buyers.

Figure 5
Mean Property Prices Across Super Prime and
Non-Super Prime Markets by Property Type
In Millions of Dollars

Industrial Office Retail
Super Prime Markets $7.6 $37.2 $21.0
All Other Markets $1.9 $4.1 $5.5

Source: Chandan Economics, 2012 Mortgage-Financed Transactions
Note: See Figure 1 for a list of super prime, prime, secondary and tertiary markets.

Capital inflows from the largest institutional buyers might easily
saturate a smaller secondary market, but historical patterns suggest
this rarely happens. The largest real estate investment trusts
(REITs), pension funds, and cross-border investors that dominate
the super prime markets have not consistently searched for low-
visibility buying opportunities in secondary markets. To the extent
that larger investors and lenders in super prime markets also value
the larger size and liquidity characteristics of a property, secondary
markets will not allow them to deploy capital as efficiently. In cases
where investors are distant, as with cross-border buyers, they may
also value the information efficiency of more visible markets.?

Figure 6
Repeat Investors Through the Third Quarter of 2013
Primary Only 23%
Primary and Secondary 9%
Secondary Only 68%

Source: Chandan Economics
Note: Repeat investors includes buyers with two or more mortgage-financed commercial
property acquisitions. Excludes multifamily properties.

?Ling, Naranjo, and Petrova (2013) find that geographically distant investors
pay a premium relative to local buyers. They attribute this premium to higher
search costs and asymmetric information favoring the proximate investor.




Principal Findings

Index Calculation:
Measuring Investor
and Lender Market
Participation

The density of investors and
lenders in each market-quarter
is measured using an industry-
standard Herfindahl index. The
index was scaled to account for
differences in market size. The
index is an imperfect measure
since the full extent of market
participation is unobservable.
Only parties to the transaction are
recorded. Unsuccessful bidders
for a property and financing
opportunity are not observed. If
one class of buyers or lenders
is consistently more successful
in winning a transaction
opportunity, the index measure
will  tend to underestimate
density. The index is more than
a measure of transaction volume;
by design, its upper bound is
the scenario where there is a
unigue one-time buyer and one-
time lender for each asset. In
this scenario, there is the largest
number of potential transaction
participants. At the other
extreme, the scenario where only
one buyer and one lender are
observed for all transactions,
density is at its minimum.

Investor and Lender Density Matters

Investors. The number of investors in a market, both buyers and
sellers, is positively related to price trends. The relationship is
dynamic since investor density supports prices and improving
prices draw additional investors. Buyers enter the market as prices
rise; incumbent owners list and sell their assets in response to
the same observation. Secondary markets with a larger number of
active investors or lenders with deep knowledge of the market may
be at an advantage as compared to markets with fewer embedded
participants. A relative decline in yields in primary markets will push
some investors into secondary markets, which should support prices.
However, this anecdotal observation does not mean that all investors
in primary markets decamp for opportunities in secondary markets.
In fact, large institutional investors that represent a disproportionate
share of super prime market activity are underrepresented in
secondary markets, where investment opportunities are smaller in
scale.

Figure 7
Investor and Lender Density, 2012

Number of Unique Lenders in Market

<10 >25
Tertiary Markets 1 Austin Atlanta . Boston
+ Baltimore Dallas i Chicago
Greensboro | Charlotte Denver ' New York
Hartford + Cincinnati Houston ' Los Angeles
Milwaukee : Cleveland — Miami ' San Francisco
Oklahoma City ! Columbus Philadelphia E Seattle
Pittsburgh + Detroit Phoenix 1 Washington DC

Providence : Indianapolis Inland Empire |
Research Triangle @ Jacksonville E
Sacramento ! Kansas City :
St Louis : LasVegas ;
i Louisville !
i Memphis '
i Minneapolis :
: Nashville 5
i New Orleans '
i Orlando ;
i Portland '
+ Salt Lake City 5
i San Antonio '
. Tampa !

Source: Chandan Economics
Note: Lenders participating in three or more transactions during the year.



Principal Findings continued

The Hirfendahl Index has a range
from O to 1 and is calculated
as the sum of squares of the
market shares of the most active
investors (or lenders) in a market.
A value of 1 indicates that there
is a single, large investor in the
market. Smaller values indicate
more  dispersed investment
activity.

Hirfendahl Index Examples

Example 1: Market with a single

investor

In a market with a single investor,
that investor's market share is
100 percent. The sum of the
squares of the market shares is
1, the upper bound on the index.
This is the least competitive and
most concentrated market.

Example 2: Market with several
investors

In a market with five equally
active investors, each has a
market share of 20 percent.
The sum of the squares of the
market shares is 0.2. This market
is more competitive and less
concentrated than the market
with a single investor.

Example 3: Market with a
dominant investor

In a market with five investors
where one accounts for half of
all activity and the remaining
four account for the other half
in equal shares, the index is
0.31. Even though Example 2
and Example 3 have the same
number of investors, the market
with a dominant investor is more
concentrated.

Lenders. The presence of investors implies active lenders, as well.
A healthy lending environment for small- and mid-cap properties,
both in terms of the number of lenders and underwriting standards,
is crucial for secondary market performance. For most buyers, the
availability of secured financing is a necessary condition, but entities
such as life insurance companies are not the most relevant sources
of debt in secondary markets. Instead, lending is dominated by
smaller regional and community banks as well as conduits. Small
regional and community banks and CMBS lending account for a
larger share of lending in secondary markets, where life companies
and unsecured financing is less prevalent. Activity will be sensitive
to changes in the regulation and oversight of banks as they relate to
commercial real estate lending and the robustness of the commercial
mortgage-backed securities (CMBS) market.

The Risk Premium is Not Guaranteed. Higher going-in cap rates
in secondary markets reflect compensation for higher risk. But the
expectation of higher returns finds ambiguous support in the data.
The data show relatively large declines in secondary market prices
over a longer period of time, followed by a constrained recovery. Over
the last cycle, even the strongest secondary markets, such as San
Jose and Austin, have lagged the value recoveries of super prime
markets with relatively weaker employment trends, such as New
York.

Figure 8
Peak to Trough Decline in Value
Office Retail Industrial
Prime Markets -38% -27% -37%
Secondary Markets -43% -35% -39%
Difference in 5% 8% 2%
Percentage Points
Source: Chandan Economics
Figure 9
Trough to Second Quarter 2013 Recovery in Value
Office Retail Industrial
Prime Markets 45% 25% 23%
Secondary Markets 26% 18% 17%
Difference in 19% 7% 6%

Percentage Points

Source: Chandan Economics



Figure 10
Value Comparison: Second Quarter 2013 to Previous Peak

Office Retail Industrial
Prime Markets -10% -6% -24%
Secondary Markets -25% -25% -29%
Difference in 15% 19% 5%

Percentage Points

Source: Chandan Economics

Flexibility Matters More. Capital outflows during downturns result in
weaker investment outcomes in secondary markets. Said differently,
less investor capital flows toward secondary markets during
downturns. Under these conditions, investors in a hurry to sell will
incur greater relative losses at sale than investors who can optimize
the timing of their sales to reflect market conditions. The same is
true in primary markets, but the relative loss of liquidity is greater for
secondary markets.

Fundamentals Matter More. Liquidity premiums are illiquidity
discounts. When asset liquidity is more important to investors,
capital flows will favor super prime and primary markets. Absent
the support of capital inflows, appreciation (or value retention) in
secondary markets during these periods is more dependent upon
fundamentals. Even as markets move from recovery to expansion,
fundamentals show a stronger correlation with asset prices in
secondary markets; cap rates decline more slowly and appreciation
is better correlated with increasing net operating income. This may
reflect higher transaction costs, which are positively related with
buyers’ holding periods (Collett et al. 2003).

Timing Market Shifts is No Easier. The ability to identify the peaks
and troughs in the business cycle is an elusive skill, even when they
are in the rearview mirror. This is not unique to commercial real
estate. The economists on the Business Cycle Dating Committee
of the National Bureau of Economic Research, the official arbiters
of recession dating, announced in September 2010 that the last
recession had ended more than a year earlier, in June 2009.

Various indicators of capital flows, financial system stress, and
esoteric measures of real economic activity have been proposed as
leading or coincident indicators of a slide into recession. Similar
to the business cycle, there are no undisputed leading indicators
of a turnaround or downturn in real estate markets, large or small.
Some measures of economic and capital markets activity provide
indications of peaks and troughs in business and real estate cycles;
none are fully reliable.



Secondary Market Characteristics and Implications

Secondary Market Investment Implications
Characteristics

Primary and secondary The spillover from primary to

markets have distinct secondary markets is more complex
investor profiles, often than investors moving en masse
with limited overlap. from one class of market to another.

The scale and risk profile of some
investors will support activity across
different market tiers. For other
investors, secondary markets will

not be viable targets for investment.
Rather than pure investor migration,
investment activity in secondary
markets depends on whether a range
of necessary conditions is in place,
such as financing.

The expansion phase The broader commercial real estate
of the investment cycle market is not a leading indicator
generally peaks in of a systematic downturn across
secondary markets before secondary markets. Instead,
primary markets. secondary market performance may

be the canary in the coalmine for
primary market investors.

Figure 11
The Secondary Market Real Estate Cycle

Peak

A Lower Peak in
Secondary Markets v

Recovery & Contraction

Expansion

A Shorter Expansion in
Secondary Markets

......

A Later Recovery in
Secondary Markets

A Deeper, Longer Trough in

A Sharper Contraction in
Secondary Markets

Secondary Markets

Source: Chandan Economics



Secondary Market

Characteristics

Investment Implications

The contraction phase
of the investment cycle
has a longer duration in
secondary markets than
in primary markets. The
recovery for secondary
markets begins later.

In contrast with the peak of

the expansion phase, broader
commercial real estate market
performance is a leading indicator
of the secondary market trough.
Investors might capitalize on the lag
in secondary markets’ price recovery
and paucity of competition, but
cannot depend on secured financing.
When investor density is low, lender
density is generally low, as well.

Early in the recovery,
primary market
investments offer higher
returns. The gap between
primary and secondary
market pricing widens.
Later in the recovery,
secondary market
investments offer higher
returns.

Investment returns from the point

of acquisition to market peak are
relatively larger in secondary markets
as the recovery progresses. Investors
must remain sensitive to exit timing,
however, as secondary markets may
experience more rapid declines in
transaction activity following the
market peak.

Figure 12

Upside of the Lagging Secondary Market Recovery

NORMALIZED PRICE

Prime Market

Secondary Market

Buy Early

Source: Chandan Economics

Buy late in Sell

recovery



Secondary Market Characteristics and Implications continued

Secondary Market
Characteristics

Investment Implications

Market scale matters.

In support of price
discovery, larger markets
achieve a critical mass of
transaction activity more
easily.

Some secondary market
disadvantages may be considered
immutable. Fewer assets imply
fewer potential trades and slower
price discovery following a market
shock. A spate of transactions in a
particular secondary market may
trigger the self-reinforcing process.

An alternative theory of spillovers
and the recovery lag, secondary
markets may get a boost from activity
in primary markets. If investors
believe there is relevant information
about a secondary market’s prices
embedded in primary market
transaction activity, the former can
benefit from improvements in the
latter.

Larger markets have

an advantage in terms
of agglomeration
economies, i.e. there is
an inherent advantage in
size.

Agglomeration economies relate

to the co-location of firms, where
the density of firms and their
productivity are positively related.
This means that raw market size can
be trumped by scale in a particular
activity. The secondary markets

that also fall into the class of
knowledge markets (markets with a
high concentration of highly skilled
professionals employed in highly
creative activities) are cases in point.
Relative to its size, Austin is an
unusually active investment market.

Secondary markets
with higher industry
concentrations are
more volatile. Strong
expansions can be
followed by deep
contractions.

Be careful of the one-industry

town. Secondary markets with
agglomeration economies
comparable to a primary market may
not be well diversified. Concentration
in one industry implies volatility,
with greater upside offset by a
deeper downside.



Secondary Market
Characteristics

Investment Implications

During a downturn,
outflows of capital are
more severe in secondary
markets than in primary
markets.

Investor flexibility and income
resilience are advantages anywhere
but may be more important in
secondary markets. In a flight to
quality, high quality properties
should hold their value better than
lower quality properties. Higher
quality assets are strongly favored
in the secondary market asset price
inflexion.

Even after controlling
for private market

characteristics, local
fiscal health matters.

Either through direct or indirect
channels, local governments with
weak long-term budgetary positions
have a negative impact on secondary
market performance. Large unfunded
pension liabilities may have
implications for local tax policy that
will negatively impact the economy
and asset prices.



Concluding Observations

How is the commercial real estate investment cycle different in
secondary markets as compared to primary markets? Timing is even
more important in the former. Drawn to appreciation in primary
markets and anxious to diversify away from secondary markets, a
poorly informed investor might have sold assets at a deep discount
early in the commercial property recovery. Better informed, that
same investor’s optimal exit strategy might have shifted significantly,
anticipating a later turnaround for property values in secondary loca-
tions.

As compared to primary markets, investors in secondary markets
engage a different set of buyers, sellers, lenders and assets. The
scale of each individual investment is smaller, as is each market’s
aggregate level of investment activity. Limited scale impedes price
discovery following a disruption of activity. But the resulting recovery
lag can be an opportunity for investors in high quality assets.

Rather than secondary markets, institutional investors are attracted
to the relatively strong liquidity of the super prime markets. These
are not necessarily the largest markets; they tend to be the most
actively traded. The dynamic is self-reinforcing. Investors and lend-
ers respond positively to liquidity; liquidity improves in the density of
investors and lenders.



Data and Methodology

The empirical findings described in this report are based primarily
on the Chandan Economics’ proprietary database of commercial real
estate mortgages. The database is supplemented with public and
third party data relating to the socio-economic, demographic, real
estate and business activity characteristics of each market. These
sources include the U.S. Bureau of Labor Statistics, the U.S. Bureau
of Economic Analysis, the Board of Governors of the Federal Reserve
System and ratings agencies.

Chandan’s mortgage database includes mortgages made in support
of property acquisitions and refinancing by balance sheet lenders,
including banks and life insurance companies, conduit lenders, and
agency lenders in the case of the multifamily sector. For purposes
of this report, multifamily loans are included in measures of lender
density, i.e. the number of active lenders in a market. Multifamily
properties are excluded, however, from the analysis of commercial
real estate market dynamics.

As of the fourth quarter of 2013, the mortgage database included
just more than $1.9 trillion in transaction activity. One notable omis-
sion from the database and the analysis is that property class is not
used as an explanatory variable. Property characteristics for which
class designations may be a subjective proxy are included in prop-
erty-specific regressions. As a practical consideration, the mortgage
database does not capture class assignments or other subjective
measures of property quality.

Leveraging the mortgage data, the analysis is undertaken on several
levels. Data from individual loans was aggregated to create market-
level and market-tier trends, i.e. primary and secondary markets.
These trends were used in making comparisons between primary and
secondary market commercial real estate property trends as well as
between secondary markets. The microanalysis used loan-level data
for transactions occurring in secondary markets.
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