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Overbuilding in commercial real estate, especially in
office buildings, and the resultant default on | oans
collateralized by commercial real estate, has been wi dely
identified as one factor |eading to weakness in the banking
sector in the late 1980s. Wakness in the banking sector in
turn has been linked to a downturn in economc growh late in
t he decade [Litan, 1992; Browne and Case, 1992]. Wile nuch
research has been conducted regarding the presuned effects of
of fi ce-space overbuil ding, explanations for the overbuil ding
phenonenon are still being debated. This paper presents an
expl anati on of overbuilding that differs substantially from
t hose previously advanced. !

The hog-cycl e approach [ G nsburg, 1982; Browne and Case,
1992] is a common expl anation of office overbuil ding.
According to Browne and Case, for exanple, commercial rea
estate construction is inherently cyclical. They attribute
the cyclicality to their observation that commercial buil dings
take a long tinme to construct and that tenants in commerci al
bui I dings typically have | ong-term| eases, and they concl ude
that the supply of available comrercial space is relatively

fixed in the very short run. As a result, they believe that

LA number of authors (Corcoran [1987] and Voith and Crone [1988], for example)
have argued that arise in vacancy rates occurred in the 1980s as a natural response to tax
laws. However, these explanations do not alow for overbuilding accompanied by increased
levels of loan defaults.



any unantici pated increase in the demand for commercial space
may sharply drive up rents in the short run as a relatively

| arge pool of new potential tenants bid for the limted space
avai |l able. Browne and Case nmaintain that these tenporarily
high rents will be msinterpreted by the nmarket as | ong-
lasting, as in the classic hog cycle, and will encourage the
overbui | ding of comercial space. However, the hog cycle
approach has its critics. Heknman [1985] finds no enpirica
evi dence of a hog cycle in real estate data from 1979 to 1983
t hat he exam ned.

A second expl anation for overbuilding focuses on the
availability of financing and has been | abel ed the "herd" or
"lemmng" theory [Litan, 1992]. Litan suggests that rea
estate building is influenced by the availability of
financing. He proposes that overbuilding in the 1980s
occurred because too much financi ng was nade avail able to real
estate borrowers. According to the | emm ng expl anati on,
bankers made excessive real estate | oans because they saw how
profitable real estate | ending was for other bankers and
wanted to follow suit. Litan contends that these bankers
t hought the real estate boomwould | ast forever or that their
borrowers woul d be the [ ast good ones. A ong this sane |ine,
Peek and Rosengren [1992] propose that banks in New Engl and

lent heavily in the 1980s in response to a real estate price



"bubbl e" that the bankers apparently believed woul d be | ong
lived.

Moral hazard also is cited frequently as a reason for the
provi sion of excess lending to commercial real estate. This
expl anation has been applied prinmarily to lending by thrifts
that had negative equity positions and thus nothing to lose if
the | oans went bad, but nmuch to gain if they were successful
[Hester, 1992; Litan, 1992]. The noral hazard argunment is not
generally applied to banks that typically had positive net
worth in the 1980s. This point is of particular interest
si nce banks expanded into commercial real estate lending to a
significantly greater degree than did thrifts or insurance
conpanies in the 1980s [Litan, 1992].

Finally, it has been argued that banks increased their

commercial real estate |ending because thrifts and ot her
i nternedi ari es weakened in the 1980s, providing an opportunity
for banks to profit by shifting a greater proportion of their
| oan portfolio into comercial real estate [Hester, 1992].
Al so | eading banks to increase their reliance on comrerci al
lending was a loss of their non-real estate custoners to
securities-backed credit markets during the decade [Litan,
1992] .

Anong researchers, there is a general consensus that the

Econom ¢ Recovery Tax Act of 1981 (ERTA) played an inportant



role in comrercial real estate activity in the 1980s. ERTA
created tax incentives that benefitted some owners of
commercial real estate. Mst authors agree that these tax
benefits nmade the construction of commercial real estate nore
attractive. Browne and Case, for exanple, naintain that ERTA
hel ped boost "constructi on beyond what coul d have been
supported by the underlying demand for commercial space.”

A common assunption in the existing explanations for
commercial overbuilding is that bankers, devel opers, and
tenants had infornmation about the deterioration of conditions
in the commercial real estate sector that they either
msinterpreted or sinply ignored. For exanple, after finding
little enpirical support for several of the popul ar
expl anati ons revi ewed above, Browne (1993) concl udes that

banks nust have "...failed to recognize that the risks they
incurred as individual banks were affected by the actions of
their fellows."

In contrast, the explanation proposed in this paper
mai ntai ns that bankers, devel opers, and tenants did not
necessarily nmake systematic errors in judgnent or ignore
relevant information. Rather, these parties acted rationally,
using all available information. Further, it is argued here

t hat ERTA al one may have been sufficient to lead to

overbuilding. R sing vacancy rates acconpani ed by additi onal



of fice-building construction and an eventual rise in
commercial real estate |oan defaults coul d conceivably have
been rational responses to ERTA. This paper will show that
real estate overbuilding (represented by fully anticipated

ri sing vacancy rates, increased office construction, and the
correspondi ng financi ng by banks, even when such financing is
known to result in net loan | osses) can be generated in the
context of profit maxi mzing behavior by all market

partici pants.

A Sketch of the Market for Ofice Space

To denonstrate the points nade in the section above, a
sinple real estate market environnment is sketched. In this
environnent, the real estate sector is conposed of bankers and
| andl ords who wi sh to naxi mze profits and tenants who wi sh to
maximze utility given their office space budget. fice
space i s exchanged between tenants and | andl ords, exclusively
with 10-year |eases that define price and other terns and are
legally binding on both parties. Landlords both construct
of fice buildings, using funds borrowed from bankers, and
operate the structures once conplete. Landlords pl edge the
office buildings as collateral on the | oans they receive from
banks. Ofice buildings are assuned to be a fixed-cost asset

in that their operating costs are the same whether they are



fully occupied or enpty. O fice space is not honogeneous.

Two types of office space exist, Qasses Aand BB dass A
space is relatively newer and has nore anenities than does
dass B space. As aresult, tenants pay a premumfor ass A
space. Moving costs are fixed for all tenants. For
sinplicity, all office space is initially |eased. Bankers
finance all real estate projects for landlords that add to

their bank's profits.

The Rol e of ERTA

In 1981, fiscal authorities signed ERTA into |law. Arong
the provisions of ERTA was a reduction in the tine period over
whi ch real assets were depreciated. Depreciation schedul es
for comrercial real estate, including office buildings, were
shortened fromabout 40 years to 15 years. In addition, ERTA
i ntroduced the Accel erated Cost Recovery System which "front-
| oaded" depreciation wite-offs. This front-Ioading provided
proportionately greater wite-offs in the early years than did
the straight-line depreciation nethod but smaller wite-offs
in later years. This provision further enhanced returns to
bui | di ng owners.

If the passage of ERTA was a "surprise" and thus was not
capitalized into real estate values, ERTA increased | andl ords

non-rent return fromowning office buildings. The benefits to



Adass A (called A) owners were nuch greater than those to
A ass B (called B), however, because A-space buil dings were
relatively new and often had nost or all of their depreciable
base whil e B-space buildings were usually 20 or nore years old
and had a relatively snall depreci abl e base.

Under ERTA, |andl ords who owned A space that was fully
| eased found their returns to be above normal in the very
short run. This occurred because the non-rent conponent of
| andl ords' returns rose with ERTA. B-space |andlords likely
di d not experience above-nornmal returns. B-space |andl ords
who resold their properties may have capitalized ERTA when
they resold their buildings. If so, newlandl ords only
received normal returns. |f not, sone portion of ERTA returns
nmay have accrued to new |l andlords. 2

New of fi ce-buil ding construction, which was al nost al ways

A space, captured the benefits of ERTA nore fully than did B

%A space that was not newly constructed also could take advantage of ERTA simply by
being sold. The depreciation benefits would not likely be offset by tax liabilities on paper
gains. Conceivably, Class-B space could be resold at market values and purchasers would
regain the whole depreciable base. If atwo-party transfer occurred, negotiations between the
seller and purchaser would determine whether the purchaser gained any returns from ERTA
or was left with only normal returns, but tax liabilities on paper gains would limit the appeal of
doing so.

A second case is that B-space owners sold the buildings to other entities wholly owned
by themselves (i.e., sold the buildings to themselves) to increase its depreciable base. This
strategy may not have been employed by B-space owners as any sale of B space for a higher
value also created paper gains that were subject to substantial federal tax liabilities. Browne
and Case [1992] point out, however, that this strategy could have been profitable for some B-
space owners.



space. * |If no growh of potential tenants is assuned, new
of fice-building construction could occur if Arents were

reduced relative to B rents, encouraging a shift of tenants
fromB space to A space, and conceivably yield no | ess than

normal returns to A landlords. *

Leasi ng Arrangenents

The previ ous section argued that ERTA placed A- space
landlords in a favorable position relative to B-space
| andlords. The ability of A-space landlords to build
addi tional space and price it attractively while naintaining
at least normal returns could have led to a rise in B-space
vacancy rates and unchanged or only slightly changed A-space
vacancy rates in an unfettered market.

However, office space is typically let with long-term
| eases, and these legally-binding contracts greatly restrict
the ability of tenants to take advantage of office-space

rental differentials in the short run. Assumng that |eases

3K otlikoff [1991] points out that if the owners of existing assets (B-space buildingsin this
example) are older than the owners of new assets (A space), then an act like ERTA could
make the owners of old capital less wealthy and owners of new capital more wealthy.

“Existing A tenants also may move from their current space to new A space.
However, since rents on A space are greater than rents on B space, then for any narrowing of
the relative spread between A- and B-space rents, the price elasticity of demand may be
greater for B tenants. Further, since moving costs are the same for al tenants, moving will
only occur if rental savings exceed moving costs. Generaly, B tenants will be more likely to
move than A tenants.
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are for 10-year terns (typical in the industry) and that they
are uniformy distributed, then only 10 percent of the tenants
in an office building can relocate in any year w thout facing
a legal cost. Further, for those tenants that cannot relocate
wi thout legal cost, it is assuned that the cost is
proportionally greater the |onger the remaining termof the
| ease. °

Since ERTA provided benefits to A space owners and
allowed themto attract B-space tenants, the question arises
of why B-space owners did not sinply reduce rents to retain
tenants. Al though the answer to this question is not clear,
anecdotal reports abound that indicate that, when an office-
bui | di ng owner reduces rents for sone tenants (the owner would
only have a strong incentive to reduce rents for the 10
percent of tenants whose | eases were expiring the year after
t he passage of ERTA, for exanple), the pressures to reduce
rents for other tenants is strong, even in the face of legally
bi ndi ng | eases.

There are at | east two possible explanations for these

®Legally binding leases between lessors and lessees are breakable by either party, but it is
assumed that the injured party can almost without cost obtain damages up to the remaining
value of rent. A possible exception is bankruptcy, where either party can break the lease by
incurring bankruptcy costs. Note that relatively low bankruptcy costs benefit the tenant in
negotiations, but not the landlord. That is, tenants may "walk away" from alease through
bankruptcy and reduce the wealth of the landlord. If the landlord declares bankruptcy,
however, the office-building asset is normally transferred to a secured creditor or smply
retained by the landlord. In either case, tenants lease terms may remain unaltered and thus
landlords threats of bankruptcy may not result in tenants concern over their own wealth.
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pressures. First, office-space costs represent a substanti al
portion of total costs for many tenant firns and the
possibility that these firns' conpetitors could receive | ower
costs could place the firnms payi ng higher costs at a
conpetitive disadvantage. Second, it is nore likely that al
tenant firns will have the landlord s reservation | ease rate
reveal ed to themas soon as the | ease rates for sone tenants
are |owered. These tenants then will find it less costly to
negoti ate lower rent levels with |Iandl ords once the
reservation price has been revealed. 6

Landl ords may or may not yield to the pressures placed on
themby tenants. For these pressures to be binding, |andlords
must believe that tenants have a cost of breaking their |eases
that is below their expected gains. Therefore, the
credibility of tenants' ability and intent to break | eases is
inmportant. |If tenant threats are not credible, |andlords
presunmably will hold to the |ease terns. |If threats are
credible, then landlords may yield, lowering the | ease rates
for all tenants that they believe will break |eases.

Tenants and |landlords will negotiate new | ease terns

®Wheaton and Torto (1988) support the view that confidential rental-rate information is
valuableto landlords. They state, "Actual contract rental data are regarded as proprietary by
landlords who seem to feel that the information is strategic in negotiating new leases." Also,
this phenomenon apparently transends national boundaries. A Wall Street Journal (Chandler
and Bussey, 1993) article reported in 1993 that landlords in Tokyo, "...are quietly slashing
rents, though many now make tenants sign confidentiality agreements so the word won't get
around.”
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anytinme both parties believe that such negotiations wll mnake
thembetter off. For exanple, landlords nay offer |ower rents
in exchange for extensions of the leasing term Thus tenants
gain lower rent but obligate thensel ves for |onger peri ods,
and | andl ords give up a portion of rent revenues in the short
run, but hedge agai nst possi bl e future higher vacancy rates.
Since a landlord's cost of building ownership is |argely
fixed, to maxi mze revenues the |andl ord nust simultaneously
view the anticipated rental revenue streamfromboth the
square footage rented and | ease rate per square foot.
Yielding to tenants who denmand | ower rents reduces rent
revenues because of the |ower | ease rate per square foot but
keeps vacancy rates down. Not revealing the reservation |ease
rate would likely result in higher vacancy rates as sone
tenants relocate (presunmably to A space), but the | andl ord
woul d mai ntain higher |easing rates per square foot. Since 10
percent of the tenants in any B office building are likely to
relocate in any given year, the strategy enpl oyed by | andl ords
depends on the price elasticity of demand for B space. If a
| andl ord does nothing, revenues will be reduced by 10 percent.
If the landlord chooses to lower the rental rate to the
tenants whose | eases are up in an effort to retain them then
the lower price has been revealed to all tenants; the | andl ord

is likely to have to reduce the rent not only for those whose
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| eases have expired but also for sone proportion of those
tenants whose | eases have not yet expired. |If the landlord
perceives that total rents would have to be reduced nore than
10 percent to retain the tenants whose | eases have expired,
then the landlord will choose to let the tenants rel ocate or

will "run off" tenants, assum ng a one-year planning hori zon. !

Landl ords' expectations about the price elasticity of
demand for office space is crucial to their strategies
regarding tenant "run offs.” Studies by Heknan [ 1985],
Wieat on and Torto [1988], Rosen [1984], and Shilling, Sirnmans,
and Corgel [1987] find a range of elasticity estinates.
Wheat on and Torto find that a decrease of 1 percent in the
vacancy rate was associated with a 2 percent annual increase
inrents in the national market, whereas the other authors
find that rents increased in individual nmarkets up to 6.3
percent. However, Hekman finds a coefficient of -0.11 for A
space alone. In light of these vacancy rate/rent
relationships, landlords clearly may be likely to | ower rents
for A space to a greater degree than for B space. A strict
interpretation of these elasticities suggests that |andl ords

may expect to nmaxi mze revenues by running off tenants,

"Landlords' tendency to let tenants run off would be reinforced by the belief that some new
tenants would be attracted at the current lease rates per square foot. For simplicity, this
aspect isignored here.
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especially for B space.

What Do the Data Show?

National comercial real estate vacancy data are
difficult to obtain. As a result, data were collected for the
downtown R chnond, Virginia, office market. This narket
totaled about 2.7 mllion square feet of office space in 1979,
and grewto about 6 mllion square feet of speculative office
space by 1994.

Figure 1 shows that vacancy rates for both A and non-A (B
and O space fell from1979 to 1981, but that A rates fel
nmore dramatically. Further, vacancy rates for A space
remai ned bel ow 10 percent until late 1985. Vacancy rates for
non- A space surpassed 10 percent in 1983 and by 1985 were
aver agi ng above 20 percent. The dramatic increase in A space
vacancy rates in the fourth quarter of 1986 was the result of
a large conpleted office building that was enpty. However,
the tax benefits to new buil dings provided by ERTA were
removed in 1986, naking the post-1986 rise in vacancy rates
uni nportant to the explanati on proposed here.

The pattern of A and non- A vacancy rates suggests that A
space was fully leased (in the sense that a vacancy rate of
| ess than 10 percent nay be considered normal) in the early

1980s, whereas vacancy rates for non-A space rose. This
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pattern is consistent with the idea that A | andl ords vi ewed
their properties as profitable, whereas non-A | andl ords
experi enced high vacancy rates and nay have risked | oan

defaul t.

The Rol e of Financing

The previous section contends that |andl ords may, under
very pl ausi ble conditions, choose to let tenants run off to
maxi mze their rent revenues and thus their profits. Since
| eases are assuned to be uniformy distributed, it is unlikely
that B landlords would allow tenants to run off for nore than
a few years, as the vacancy rate would |likely domnate renta
rate reductions rather quickly. Thus, whereas it is quite
concei vabl e that the passage of a tax law |i ke ERTA coul d
force vacancy rates up and simultaneously drive up new office
bui | di ng construction over relatively short periods, the
construction of new offices also requires that banks finance
the projects. Wthout |oans, no new building activity and

hence no rising vacancy rates may take pl ace.

The Banker's Di | emma
Normal Iy, the construction of office buildings requires
financing. In this section, it is shown that rational,

profit-maxi mzi ng banks may choose to nmake real estate | oans
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that cause themto sustain |osses, i.e., bad real estate
| oans.

Litan [1992] puts forth what he believes to be "... the
wel | - known observation that commercial real estate activity
appears to be heavily influenced by the availability of
finance, or liquidity. Wen tinmes are good and noney is
avai |l able, lenders lend and builders build." Certainly in the
1980s tines were good, avail able noney was | ent, and buil di ngs
were built. But why in the face of evidence that the returns
from owni ng commer ci al space were di mni shing and vacancy
rates were rising did lending activity continue to occur? As
Hester [1992] stated, "The puzzle is why it [commerci al
construction spending] remained as high as it did and why
commer ci al banks woul d i ncrease their commercial nortgage
| ending in such conditions."

This puzzl e may be sol vable. Banks (which were the only
financial internediaries that substantially increased their
exposure to comrercial real estate in the 1980s) nay have
sinply been acting in a rational, profit-nmaxi mzing nmanner
when they nmade | endi ng deci sions that appear irrational ex
post. The key insight comes from separating banks' nargi na
| oan decisions fromthe average return on banks' real estate
assets that is observed ex post.

This point nmay be described by the devel opment of a
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sinpl e hypot hetical exanple. Consider two nei ghboring towns,
each with a bank. Each bank faces a dil emma one day when a
devel oper in each town unveils plans for a new A-space office
building in the respective downtowns. The devel oper in each
town has 10-year | ease coomtnents from B- space tenants who
woul d be attracted to the new | ocal buil di ng because of
favorabl e rents nmade possi bl e by ERTA, tenants are assunmed not
to be able to nove between the two towns. Assune al so that
the new buildings will generate returns in excess of the costs
of borrowing at market rates of interest. Each devel oper,
coonmtnents in hand, approaches the local bank for a
construction | oan and a subsequent pernmanent |oan for a 10-
year term Each |ocal bank weighs its options, know ng that
granting the loan will result in higher vacancy rates in B
buildings in the local town (whose nortgages the |ocal bank
whol Iy hol ds).

Each bank al so knows that if it nakes the | oan sone of
the nortgages on B-space office buildings it holds will likely
default. If it does not nmake the | oan, the devel oper can
apply and get credit at the bank in the nei ghboring town since
t he nei ghboring bank does not have to be concerned about
| osing tenants from B-space buil dings on which it hol ds
nortgages. Assune that each |ocal bank anticipates that its

new bui I di ng woul d add $200, 000 in profits, but would result
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in $300,000 in defaults on existing loans inits portfolio.
Each bank faces the sane dil emma over whether to lend to its
| ocal developer. Band A s decision rule nmay be represented as
a two-part decision process. First, the payoff to Bank Ais
contingent on the willingness of Bank B to finance the
project, so Bank A nust decide if Bank B will always finance
the devel oper. Since Bank B is unconcerned with [ oan defaults
in Bank A's territory, Bank B w Il always gain a payoff of
$200, 000 fromfinancing the devel oper, and is always wlling
to provide the financing.

The second part of Bank A's decision is to evaluate its
payoffs given that Bank Bis willing to provide financing.

The payoff is as follows:

Payof f to Bank A

Make Loan - 100, 000
Don't Make Loan - 300, 000

Thus Bank A will always nmake the loan to the | ocal
devel oper. This occurs even though the bank fully antici pates
that it wll |ose noney and knows that vacancy rates wl|
rise. Bank Bwll also act in the sanme fashion in response to

devel opers in its territory.
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Summary and Concl usi on

Overbuilding in the 1980s in conmercial real estate,
particularly in the office-building sector, has been wi dely
cited as a cause of banki ng probl ens and of sluggi sh economc
growth. Mbst explanations of comrercial real estate
overbui l ding during that decade describe the period as an
exanpl e of a specul ative bubble and find little evidence of
the period being driven by underlying economc fundamental s.

Thi s paper describes an office market in which
overbuilding activity, as it is comonly described, can be
generated as a rational response to the passage of ERTA in
1981. Viewed ex post, rising comercial real estate vacancy
rates do not necessarily indicate the existence of a real-
estate bubble, given that ERTA rai sed non-rent returns to
relatively new of fice buildings, but not to ol der buil dings.
Expected returns fromnew y constructed office buildings may
be sufficient for builders to build and for banks to | end,
even when overall vacancy rates are rising and banks are
experiencing nore commercial real estate |oan defaults. It is
concl uded that rising vacancy rates acconpani ed by new
bui I ding activity and bank financi ng (even when "bad | oans”
are fully anticipated) could be rational responses to ERTA

It should be noted that it is not the intention of this

paper to propose that only the phenonena di scussed here drove
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overbuilding in the 1980s. dearly many other factors were at
work. Rather, this paper proposes that during the 1980s at

| east sone of the actions of tenants, |andlords, and bankers
that formerly have been | abeled as irrational may have been
aimed at the rational pursuit of profits. Finally, the
results of this paper inply that sone of the overbuilding and
resultant "bad" | ending by banks that occurred during the
1980s was likely driven by actions of the fiscal authorities

rather than by the actions of bad bankers.
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