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Introduction

This analyst report provides a high level overview
of economic forces that impact the real estate
industry. This report will explain how different
markets (national economy, capital market and
product market) impact the real estate market in
different ways and at different times. After read-
ing this report, analysts can use theoretical
frameworks to predict real estate trends and in-
vestigate real estate investment opportunities.

The first section introduces the concept of the
DiPasquale-Wheaton Four Quadrant Model. It
explains how the °market for use of space and
the market for use of ownership interact and de-
termine stock, rent, price and construction. The
second and third sections introduce the concepts
of shift share analysis and the location quotient.
In this section, readers will learn the underlying
reasons as to why and how job growth is distrib-
uted in MSAs. It will also analyze which indus-
tries are basic and impact the local Miami econo-
my the most. The fourth and fifth sections de-
scribe how the distribution of jobs and industries
create an economic base in the Miami MSA—
affecting this MSA’s house prices. The first half of

i

(0) DiPasquale, D., & Wheaton, W. C. (1992). The Markets for Real Estate Asset and Space: A Conceptual Framework. Journal Of The American

Real Estate & Urban Economics Association, 20(2), 181-197.

this analysis focuses on Miami. Given that the
US and Cuba are reinstituting diplomatic rela-
tions, this makes Miami an interesting investment
opportunity since it has strong economic ties with
Latin America.

The sixth and seventh sections assess the riski-
ness of different debt instruments by analyzing
their risk premiums and interest rates. The
eighth, ninth and tenth sections identify the driv-
ers and lead indicators for different types of prop-
erties (ie. Industrial, Office, Hotel, Retail, Com-
mercial and Residential). Readers can predict
cyclical market trends by comparing market ex-
pectations and realities and looking at the inter-
action of different types of real estate. The final
section shows how people view their homes as
sources of capital. During periods of recession
and growth, residents view their homes different-
ly in terms of a cash source.

Overall, this report shows that the real estate
market cannot be generalized. Analysts must
consider a wide range of economic factors from
different markets before they can make informed
real estate investments.

‘nlest Palm Beach

Delray Beach
Boca Raton

Pompano Beach
Fort Lauderdale
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VIII. Drivers of Commercial Real Estate

Commercial Property Returns and Credit Ration-
ing

There is an inverse relationship between re-
turns on commercial real estate and credit.
For example, as credit tightens (ie. invest-
ment to loan ratio increases), returns on com-
mercial real estate decrease. It also appears
that the investment to loan ratio is a leading
indicator to commercial property returns
(Figure 17).

Commercial Property Returns and Flow of
Funds into Commercial Real Estate

Fund flows are a lagging indicator of commer-
cial real estate returns (Figure 18). Investors
typically follow yields when they make invest-
ment decisions. When investors see that real
estate returns increase (decrease), then the
amount of fund flows will also increase
(decrease).

Expected Corporate Profits and Commercial
Property Returns based on Appraised Values

The change in expected S&P500 EPS
(change in corporate profits) is a leading indi-
cator of all property returns (Figure 19). In
general, as the change in expected corporate
profits increases (decreases), then all proper-
ty returns will also increase (decrease) but
will lag behind by a couple of quarters. When
companies project that their corporate profits
will increase, then they know that they have a
greater ability to afford rents and may expand
to new buildings. Since there is a greater de-
mand for commercial space, then commercial
properties can profit more and their returns
will also increase.

Commercial Property Returns and Credit Rationing from 1978Q1 to 2015Q3
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Figure 18: Commercial Property Returns and Flow of Funds (1992Q1 to
2015Q3)

Commercial Property Returns and Flow of Funds into Commercial Real Estate from
199201 to 201503
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Figure 17: Commercial Property Returns and Credit Rationing (1978Q1 to 2015Q3)
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Expected CRE Market Conditions and Realized
Commercial Property Returns

Anticipated CRE market conditions and CRE returns
are positively related (Figure 20). It should be noted
that commercial property returns lag anticipated com-
mercial real estate market conditions (Architecture Bill-
ing Index). As CRE market conditions increase, CRE
returns will also then increase but lag behind. CRE
market conditions are an indicator of future investment
in real estate. Investors will consequently bid up the
prices of properties seeking the highest yields.

Figure 19: Change in Expected Corporate Profits and Commercial Property Returns (1979Q2 to 2015Q3)

Change in Expected Corporate Profits (EPS) vs. Commercial Property Returns from 197902
to 2015Q3
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Figure 20: Expected CRE Market Conditions and Realized Commercial Property Returns (1995Q4 to 2015Q3)

Expected CRE Market Conditions vs. Realized Commercial Property Returns from 1995Q4 to
201503

000

000

3 8
8 8

g
g

Architecture Billing Index

2000

10.00

Correlation=0.732

— Architecture Biling Index e Al Property Returns (Commercial Property Returns) (NCREIF)

Commercial Property Return (%)

Commerdal Property Return (%)



