Regional Disparities Temper Asset Price Recovery

With recession fears abating in the waning months of 2019, the PRICE RECOVERY DIFFERS WIDELY

CRE market will register a record tenth year of expansion. ‘

National small-cap CRE asset prices have increased substantially e e R

over the cycle and have recovered much - though not all - of = Hiest | Hornesst B MGATARTE T Soufhesst 8 soufwest S
their losses incurred during the financial crisis. In fact, it's very
possible that certain regions and constituent cities will fall short
of a full price recovery during the current cycle. After all, the
mid-2000's run-up in both residential and commercial real
estate prices reflected a bubble with unsustainably high
property values.
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In the wake of the financial crisis, the rising tide of the U.S.
economy proverbially lifted all boats to some extent, but not all
small-cap CRE markets have equally re-inflated along with it.
Indeed, since the onset of recovery in 2012 there have been wide variances in asset price trajectories across U.S.
regions according to our latest research. See the nearby graph showing clear leaders and laggards. A brief outline of
each region’s performance follows.

The West region has posted the best price gains by far. Powered in part by strong job growth in STEM-related
businesses in San Jose, San Francisco and Seattle among other metros, the West has enjoyed a hefty 4.1% compound
annual growth rate in small-cap CRE prices since bottoming out in 2012. With this robust growth, the West has
recovered 68.7% of its losses through September but, as a result of a severe decline in prices in the wake of the
financial crisis! this region remains 11.1% below its former boom-time peak value at the end of 2007.

Driven by growth in energy-patch markets including Houston, Tulsa and Oklahoma City, and also pumped up by the
fast-paced employment and population advances in Denver, Dallas and elsewhere, the Southwest was runner-up to
the West with enviable 3.3% annual price growth. Having retraced 69.1% of the region’s cyclical losses, the Southwest
was 9.2% below its former apex as of September's reading.

As the comparative trends also show, the Midwest and Northeast have witnessed the slowest rising reflation in prices
during the upcycle. With its high concentration of traditional manufacturing sectors and factory employment that
has yet to fully recover since the Great Recession according to BLS, the Midwest's small CRE asset prices have
increased at a modest 1.5% annual growth rate leaving in its wake a 14.4% deficit to a breakeven point with its past
peak value.

The former peak-to-current change in the Northeast, at -8.9%, is the second closest to breakeven among the regions,
though the area has reclaimed only 55.4% of its losses since 2012. The area's subpar annual price growth of 1.1% —
the weakest of the group — explains the sluggish price rise despite positive contributions from prosperous hubs like
New York and Boston. The fact is that among the 22 NY, NJ and CT metros comprising the Northeast, the region's
overall employment growth has barely recouped its total job losses since the financial crisis.

The Mid-Atlantic states comprising PA, MD, WV, VA and the Washington, DC Metroplex reflect a broad array of
private, public and government-related businesses that, in the context of aggregated small-cap CRE prices, has
generated modest returns with low price fluctuation. That is, the Mid-Atlantic region has produced a fourth best 1.7%
annual price gain coupled with the lowest annual price volatility (0.21%) As a result, the region has climbed to
within 5.0% of its former peak level and recovered 69.8% of its losses — both tops among the six regions.

Forty percent of the more than 40 metro areas included in Boxwood's coverage of the Southeast region are clustered
in Florida3. As many readers know, Florida is prone to housing boom and bust cycles, and was an epicenter of the
housing crash that sent residential real estate values plummeting by 50% peak-to-trough according to Corelogic
data* The fallout from the housing crisis, in turn, rippled through the small-cap CRE domain causing sizable losses

in commercial property values across Florida's cities and elsewhere. At its boom-era peak in late 2007, the Southeast's
aggregate small-cap CRE price level was tops among all U.S. regions. The region's small-cap property values then
plunged more than 60% — the largest drop among the group — before beginning a delayed recovery in 2013. Yet
despite favorable annual price growth of 2.2% prompted by the region’s surge of in-migration and continued
transition from traditional to knowledge-based and business-

friendly economies, the Southeast had reclaimed only 35.6% of
its valuation losses resulting in the widest gap (25.2%) to full COMPARATIVE ASSET VALUE GROWTH
recovery. Initial $100,000 Investment in 2012
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The nearby graph indicates that the West yields the highest $100,000
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of the country.

It might be somewhat impractical or unrealistic to gauge metro and regional price performance based in part on the
degree to which a market has regained parity with its peak value before the financial crisis. That said, knowing the
ultimate boundary lines between feast and famine, or where current and projected property values sit between an
era's peak and trough, are valuable guideposts in framing an investment thesis or financing for your next small-balance
loan or property acquisition.

1As the lyrics open in the Blood, Sweat & Tears song, Spinning Wheel, "What goes up must come down.” So, while the region recorded the second-highest,
pre-recession peak values among the group, the West's strong price surge at the time was followed by a persistent and very steep decline resulting in the
highest regional annualized price volatility.

2Aside from the Mid-Atlantic's figure, the annual historical price volatility for the remaining regions through September was as follows: Northeast (0.27%);
Midwest (0.40%); Southwest (0.45%); West (0.60%); and Southeast (0.68%). Note that these regional differences in price volatility are not significant
primarily because of the consistent month-to-month price increases since 2012.

3The construction of Boxwood's Small Commercial Price Index (SCPI) weights each metro area in its respective region by the number of sales transactions
in that metro for each month. (SCPI incorporates all sales transactions under $5 million in value.) Every eligible property sale in a region has equal weight
to every other sale. Markets with more active sales activity thus have more influence over the Index. For example, then, Atlanta with 11% of the sales in
the period under study carried an average weighting of 11% in the Index. Similarly, the state of Florida had 36% of the unit sales volume and was
weighted in the Index accordingly.

40nly home values in the states of Nevada and Arizona, with average peak-to-trough changes of 60% and 51%, respectively, declined more than Florida
from peak values in 2006.
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