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IS A BUBBLE  
IN THE CARDS?

Members of the Fed claim a commercial bubble is coming. 

 How much is hype, and what do the fundamentals say?

by Deborah R. Huso
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In November, Boston Fed President Eric 
Rosengren became the second member of 
the U.S. central bank to express concerns 
about an impending commercial real 
estate bubble. He echoed the sentiments 
of San Francisco Fed President John Wil-
liams, who earlier said he feared that low 
interest rates are enticing investors to 
assume too much risk in pursuit of higher 

returns. Rosengren, speaking Nov. 9 in 
Newport, Rhode Island, said, “Early signs 
of this ‘search for yield’ may be showing up 
in the commercial real estate market.” He 
referenced the deluge of commercial con-
struction projects underway in Boston and 
noted the role that commercial real estate 
played in New England’s economic down-
turn in the 1980s.
 Are Rosengren and Williams correct to 
worry about a commercial market bubble? 
 “The short answer is yes,” says Stephen 
Fanning, MAI, AI-GRS, principal at  
Fanning & Associates in Denton, Texas. 
“The longer answer is, it depends on 
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which market.” Fanning is referring to the dif-
ference between the fundamental and the 
asset-transaction markets. Bubbles are more 
common in the asset-transaction market, but 
they also occur in the fundamental market. 
“Those two markets are tied together with a big 
bungee cord,” he says. “Historically, values 
always come back to fundamentals.”
 In some markets, like major metro areas that 
have extremely high vacancy rates, a bubble 
isn’t necessarily something to fear. “Some sub-
markets do fine even if the overall market is 
oversupplied,” Fanning explains. “For exam-
ple, Class A office vacancy in Dallas is about 
17 percent, but many submarkets with good 
underlying fundamentals are doing fine with 
low vacancy and historically high rents.
 “The asset-transaction market bubbles usu-
ally are caused by too much money chasing too 
little product.”

Cooling markets
The National Association of Realtors says that 
sustained job growth combined with expanding 
credit opportunities likely will keep the com-
mercial real estate market expanding through-
out the year. However, the association does 
expect prices to cool, particularly in markets 
that have reached their peak. In fact, the cool-
ing may already have begun.
 Fanning says he is less worried about his  

own market of Dallas/ 
Fort Worth because of 
the good underlying 
fundamentals, but he 
expresses real concern 
about the n a t i o n a l 

outlook. 
“I think 
w e ’ r e 
going to 

see a 
nationwide 

b u b b l e 
because of the 

‘free’ and abun-
dant money we’ve 

had for the last 10 
years.” He adds, “It’s 

not only nationwide but worldwide.” Fanning 
says plenty of foreign investors are buying in the 
United States, not because they think there 
won’t be a bubble here, but because they think 
it will be less of a bubble than elsewhere.
 In the second edition of his book Market 
Analysis for Real Estate (Appraisal Institute, 
2014), Fanning says that a lot of investors in the 
asset-transaction market suffer from the fallacy 
that rents will always rise in growing metropoli-
tan areas, that resale is always possible no matter 
the underlying fundamentals, and that the 
United States is the safest real estate investment 
market due to political stability. He adds that 
you can always tell a bubble market because 
prices spike with no basis in underlying funda-
mentals. As Robert Shiller, co-creator of the 
S&P/Case-Shiller Home Price Index, once put 
it, “Price bubbles … have more to do with psy-
chology than economics.”
 Fanning says critical signs of a bubble 
include prices rising when rents don’t (or at 
least not at the same rate), a plethora of buyers 
looking for quick resale, job growth not in 
keeping with the pace of real estate product 
coming on the market, rapid and high appreci-
ation rates, and values in excess of replacement 
cost. “The prices I’ve seen are outstripping 
fundamentals,” Fanning says, and that’s what 
worries him. He watched the recent bubble 
burst in Texas’ Midland/Odessa area as prop-
erty prices spiked due to the oil and gas boom 
and then plummeted when oil prices dropped. 
“The bottom fell out of that,” he remarks. 
“Now their values are in the tank.”
 As for the country as a whole, Fanning says, 
“I think values will go down in the coming 
year,” citing parts of the country that don’t have 
the underlying job fundamentals.

“The precipice of a bubble”
Michael Maglocci, MAI, managing partner at 
Joseph J. Blake and Associates in Chicago, isn’t 
as quick to jump on the bubble bandwagon. 
He’s been appraising CRE in Chicago, sur-
rounding areas and neighboring states for three 
decades. “We may be on the precipice of a bub-
ble,” he says. “We’re not in it yet, but we may 
have the bubble pipe in our mouth.”

“The asset- 

transaction market 

bubbles usually are 

caused by too much 

money chasing  

too little product.”

— Stephen Fanning, MAI, 
AI-GRS
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 Maglocci has seen prices heat up significantly 
in Chicago in the past 24 months, particularly 
in the central business district office market. 
The CBD apartment market, however, is start-
ing to level off. “When you pay $2,000 to 
$3,000 per month for an apartment, you’re 
eventually going to see people switch over to 
buying,” he says, adding that he doesn’t think 
that will be a major problem for apartment 
investors. “Most of these are luxury apartments 
that could be converted to condos, so there’s an 
exit strategy for a bubble in apartments.”
 Maglocci is quick to note that his opinion 
that a bubble would have minimal impact 
assumes no black swan — such as a major 
domestic terrorism incident — that could shock 
commercial markets. 
 “Underwriting is still pretty tight, fundamen-
tals are strong, and unemployment is low,” 
Maglocci says. All that combined with a lot of 
foreign capital flowing into the United States 
due to weakening markets in China bodes well 
for the market’s ability to withstand a bubble. 
Commercial real estate is not in the same place 

today that residential real estate was a decade 
ago. “If there are going to be bubbles, they’ll 
likely first surface in coastal markets like New 
York or San Francisco,” he says.
 Maglocci adds that there still is a relatively 
large spread between a 10-year Treasury return 
and Class A real estate returns: “That spread 
now stands at about 300 to 400 bps when it’s 
traditionally averaged 200 to 300 bps over the 
past 30 years, depending on property type.” 
He notes that the spread between the 10-year 
Treasury and CRE yields allows room for addi-
tional compression, which suggests that CRE 
values are not immediately threatened by ris-
ing interest rates.
 A lot of media attention has focused on Class 
A buildings, but Maglocci cautions against put-
ting all the emphasis on high-dollar properties. 
For example, Class C buildings in the Chicago 
CBD are doing quite well. “They used to pro-
vide office space for price-sensitive tenants, but 
now many have been converted into hotels and 
apartments. There isn’t that much Class C space 
available and rents have risen,” he says, noting 

“I think investors  

are increasingly 

going to look at 

income growth as 

opposed to steep 

appreciation for  

their returns.”

— Michael Maglocci, MAI

In Chicago’s central business district, prices have gone up significantly in the past 24 months in the office 
market, while the apartment market is beginning to level off. 
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that taxes also are lower on Class C buildings. 
 That said, Maglocci contends the Chicago 
CRE market is in what he would call “the bot-
tom of the eighth in a nine-inning game.” 
That’s in no small part because both the city 
and the state are “broke.” He anticipates a big 
real estate tax increase in the future. Tack a 20 to 
30 percent tax increase onto a $120 million 
apartment building, Maglocci says, and “the air 
just went out of the balloon.” 
 Meanwhile, leased suburban retail and subur-
ban office space aren’t doing as well. Maglocci 
says that suburban office space is still selling 
well below cost — as low as $50 to $60 per 
square foot. That also means investors can put a 
lot of money into such spaces for upgrades. “I 
think investors are increasingly going to look at 
income growth as opposed to steep appreciation 
for their returns,” he explains. “Investors want 
to know a property has upside cash flow poten-
tial before they expend significant capital 
improvements on upgrades and amenities.”

Prices may drop, but demand  
will keep growing
NAR Commercial Economist George Ratiu 
believes the bubble antics are largely hype. “I 
don’t see the danger of a bubble at this time,” 
he says. “Price appreciation has accelerated to 
record levels, yes, but most indices track proper-

ties at the highest levels, like $2 million-plus.” 
He adds, “Many transactions, especially in 
smaller metros, are below that threshold. It’s not 
a uniform market.”
 Ratiu sees strong overall demand for com-
mercial space in the coming years. “Looking at 
capital markets on the lending side, we’re 
nowhere near where we were in 2006 and 
2007,” he says. “Banks are more cautious now, 
and securitization is not as big as it once was.”
 He expects individual markets to see some 
price saturation, however. “Top-tier cities like 
New York, San Francisco and Washington have 
seen aggressive price appreciation,” he notes, 
particularly in apartments. Even so, many coun-
tries see U.S. real estate investment as a haven, 
particularly compared with Asia or Europe. 
Thus, Ratiu doesn’t anticipate a bubble; instead, 
he expects “moderation in price growth.”
 But even that’s only going to occur in the top-
tier markets. There’s still plenty of room for 
growth in secondary and tertiary markets such 
as Kansas City, Missouri; St. Louis; and India-
napolis, Ratiu says. “Those places didn’t even 
start seeing price growth until 2013 and now 
they’re seeing employment gains.”
 The biggest price gains in the past year  
haven’t been in top-tier markets. According to 
Ratiu, it’s places such as Jacksonville, Florida; 
Nashville, Tennessee; and Seattle that saw the 

“Looking at  

capital markets  

on the lending side, 

we’re nowhere near 

where we were in 

2006 and 2007. 

Banks are more 

cautious now, and 

securitization is  

not as big as it  

once was.”

— George Ratiu 

Although top-tier cities such as New York (left), San Francisco and Washington have seen aggressive price 
appreciation, particularly in apartments, that doesn’t necessarily portend a bubble. 
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What’s happening with CRE globally

Global commercial real estate investment reached $407 billion in the first half of 2015, according  
to data from real estate firm CBRE. That’s the strongest showing since 2007, and a 14 percent 
increase year over year. The strongest growth occurred in the Americas, with a 31 percent increase 

year over year. Meanwhile, Europe, the Middle East and 
Africa saw only a 5 percent increase, the result of an 
exceedingly strong dollar. The Asia Pacific market saw  
a drop of 19 percent year over year. 

The largest share of global CRE investment, a total of  
74 percent, went to the U.S., the United Kingdom and 
Germany, CBRE reported. The company’s director of global 
research, Iryna Pylypchuk, says CRE investment will continue 
to expand this year simply because real estate offers “a 
spread over bond rates of between 200 and 300 bps across 
global markets.”

That said, markets are definitely lagging in Asia as 
investors flee to the perceived safety of U.S. markets, 
including New York and Los Angeles. Interestingly, the 
largest segment of investors looking outside their home 
markets is from the U.S., Canada, Germany and China. 

greatest appreciation in 2015. 
 “We generally look for CRE to provide good 
returns in the next two years,” Ratiu says. “Cap 
rates are averaging 6.9 percent in large markets 
and 7.9 percent in secondary markets.”
 That said, investment in the sector has been 
slowing. According to NAR’s 2015 Q4 Com-
mercial Real Estate Outlook, sales volume in 
large CRE properties dropped 10 percent year 
over year in September compared with an 
increase in sales volume the first half of the year 
— 49 percent growth in the first quarter of 
2015 and 23 percent in the second. Meanwhile, 
office vacancies continue to decrease and rents 
continue to increase, with a cumulative gain in 
the third quarter of more than 4 percent. 
 Available inventory remains a problem for 
small CRE, however, and the market actually 
saw properties trading 4 percent higher in 2015 
compared with a year earlier, according to NAR. 
It’s important to remember that office space 
demand — more than 70 percent in the past 
year — was focused on smaller spaces (5,000 
square feet or less), not the more publicized 
multimillion-dollar deals that have investors 
whispering about bubbles.

 NAR anticipates office 
vacancies to continue their 
downward trend throughout the 
year while apartment vacancies are 
expected to rise slightly as new construc-
tion adds upward pressure on the market. 
Overall, commercial investment volume this 
year is expected to mirror 2015.
 Lawrence Yun, NAR chief economist, 
believes the CRE market looks good due in no 
small part to easing credit access and steady job 
growth around the country. He says most deals 
occur in the under–$1 million range with inves-
tors or owners who rely on financing from local 
or community banks. These are not the deals of 
high rollers that drive steep price hikes. Yun says 
he anticipates continuing Fed rate hikes to cool 
prices a bit, but he also expects investors to be 
drawn to smaller markets and lower-end prop-
erties where they can still obtain decent yields. 
In top-tier markets with high-end properties, 
investors largely have “pushed properties past 
their peak.” F

Deborah R. Huso is a freelance writer based in 
Barboursville, Virginia.
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