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Underuriters in one insurance company
weigh wriables related to property and
real estate market more highly than other
factors when ernluating loon applications.

by Daniel M. Norris
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f, anks and thrift associations are not the only
!f institutions that provide commercial mort-
U eug"" in this countiy. The life insurance indus-
try holds slightly more than 251c of all outstanding
commercial mortgages, and its total mortgage hold-
ings exceed $231 billion, according to Federal Re-
serve statistics.r, Within the life insurance industry,
mortgage holdings are concentrated among 30 to 40
life insurance companies.

The commercial mortgage problem in the life
insurance industry first became evident in 1986,
when delinquencies and foreclosures rose for the
first time since the mid-1970s' recession. There was
a 1,5007 increase in the proportion of holdings of
large life insurance companies that constituted com-
mercial loan foreclosures during the 1980s.5 Reflect-
ing a continuing problem, the proportion of
outstanding commercial loan balances classified as
either delinquent or in the process of foreclosure has
increased more than fourfold.r' These and similarly
alarming ligures have fueled a concern in recent
years over the financial soundness of the insurance
companies that count commercial real estate mort-
gages as a significant portion of their assets. The
increase in foreclosures and commercial loan delin-
quencies has put intense pressure on the profits and
long-term viability ofthe life insurance industry. As
a result, Iife insurance companies like banks and
thrifts, are facing significant asset-quality chal-
lenges in the first half of this decade.

One way of averting commercial loan Iosses is by
effectively screening loan applicants to assess cred-
itworthiness. To the extent that loan losses are cor-
related with specific property and applicant factors
that are detectable before loan approval, an effective
screening process may reduce commercial loan
losses. Alternatively. the screening process may
identify applicants who should be charged a higher
interest rate or given stricter loan terms to compen-
sate the lender for assuming a higher risk of loan
default. Ideally, such a screening process would be
mechanized to reduce loan approval costs and en-
sure consistent application. However, loan olficers
never will completely bypass the need for making
subjective judgments concerning the probability
that a Ioan will be repaid.l

The purpose of the study reported in this article
was to determine ho\a, important certain variables
were to underwriters who evaluated and approved
(underwrote) commercial real estate loans in one
Iarge insurance company. The results may help
guide other commercial real estate mortgage pro-
viders in the development of a loan approval model
by identifying variables that may be used to screen
Ioan applicants' creditworthiness.

The Study
The commercial real estate loan underwriting de-
partment of a large insurance company that agreed
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the numerical aspects of the Williamette study could
lead to overvaluing.

The Williamette study sample was weighted
away from the office, industrial and retail categories
of property management and biased toward residen-
tial management. The survey transactions involved
many small companies, combined with a sprinkling
of very large companies, some of which were pUblic.

In this counselor's opinion, the generalizations
and observations of the IREM-sponsored study, some
of which could be logically concluded or confirmed,
may be of greater importance than its numerical or
mathematical approaches or conclusions. This au-
thor agrees with much of Willamette's research re-
port and does not fault its methodology. Although
the survey appears to be biased toward smaller resi-
dential property management, some of the report's
information and conclusions have been reinforced by
this more recent survey and the input it generated.
However, this counselor is concerned about current
application of any such study, his included, without
paying close attention to the thought processes and
intuitive judgment that a businessman must com-
mit to the valuation process before he can apply any
study results to his own business. Willamette's
study necessarily focuses on a mathematically quan-
titative approach to valuation and, thus, on those
factors most likely to affect the math. Other more
subjective factors also affect the value of a property
management business to an acquiring firm or to the
owners of the frrm that is being acquired in a trans-
action. Willametteb study suggests and alludes to
the factors in several parts of its report.

Survey Results On Valuing A Property
Management Folio
Several trends and directions emerged from the sur-
vey of real estate executives. The most frequently
suggested quantitative approaches were:
r Multiples of current gross revenue or, preferably,

current net income, the latter suggesting a cap-
italization rate applied to the current net income
after some reasonable adjustments, for examplq
altering owner compensation to an amount that
would be normal for the position he fulfilted.

r To a much lesser extent, the present worth of an
anticipated income stream which requires a dis-
counted cash flow analysis using a projection of
the net income from current accounts or opera-
tions that have been extrapolated into the future.

Multiples of (or capitalization rates applied tot
net income were the preferred route used by experi
enced real estate executives because this approach
directly addresses the bottomline. Some inter-
viewees argued for a multiple of gross revenue,
which would make sense when used in a folio of
many small management transactions or when rea-
sonable assumptions could be made about eventual
profitability. This method may very well be the case
for residential property management. Frankly, this
counselor feels that the multiples of gross revenue
approach tends to inflate value or price to the advan-
tage of the seller.

Larger more sophisticated firms seemed to favor
a multiple of earnings, i.e., net income, while
smaller firms accepted a multiple of gross revenues.
The present worth or discounted value of an antici-
pated income stream resulting from a discounted
cash flow analysis appealed more to those executives
whose backgrounds were closely allied with ap-
praisal or accounting, and, in my opinion, has value
more as a cross-check or as a sales tool. As those in
commercial real estate should know, assumptions re-
garding projections can sigrrificantly affect the value
of a projected income stream.

Any quantitative approach, even though mathe-
matically derived through discount factors, capital-
ization rates or multipliers, recognized the short-
term nature of property management contracts,
their cancellability and their reliance to the present
professional staff. Potential retention of clients and
professionals, as well as the caliber of the property
management contracts, became paramount. Thus,
these influential factors, and the means of evaluat-
ing them, became just as important as any quantita-
tive approach to the valuation.

Over the past few years, the numerical multiples
applied to gross revenue or net income have de-
clined, and the percentage discounts applied to fu-
ture anticipated income streams have increased. In
either case, the value of the property management
company or its portfolio of service contracts has de-
clined. These trends reflect increased uncertainty
and competition which have reduced the values of
property management portfolios as viewed by pro-
spective buyers. More firms, especially development
firms, have aggressively entered the property man-
agement competition. Many will likely fail in their
efforts, with the odds far worse for those merchant
builders who have not managed a portfolio and bet-
ter for those who have managed for third parties.
However, nothing prevents Iirms from undercutting
competition, not just in management fees but in
what is provided in return for those fees. Property
managers increasingly face competition from
owners, primarily institutions that have formed
their own property management subsidiaries, over
one of the few remaining areas of income in the
current real estate environment. Other owners are
skimping on property management in these trying
times to conserve outflows on already distressed
property. Some banks, for example, are trying to
manage their REO with their own personnel rather
than use professional property managers as they
have in the past.

The preference for applying a multiplier to net
income accompanied a preference for using net in-
come before taxes, rather than after taxes, and in
some cases a real or perceived lack of a difference
between the two at least by some executives. They
saw income taxes as an exposure that differs depend-
ing not only on profitability but also on tax strategy,
depreciation, interest exposure, etc. Some executives
said that the multiplier is the same or at least simi-
lar in either case, that it makes no difference.
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VALUATION Of
A PBOPERTY
Mf,NAGEMENT
COMPANY TOR
ACQUISITION

In addition to quantitatiue tneasures,
factors such as the retention of existing
o.ccounts and the presenntion of their
growth potential are hey to determining
the market wlue of a management firm.

by Richard C. Shepard, CRE

f he purpose of the counseling engagement re-

I ported here was to provide guidelines and com-

- parables from actual transactions that would
assist and provide direction to a client'.s determina-
tion of the market value of a property management
company. Efforts first concentrated on obtaining in-
terviews with real estate executives who most likely
would have addressed this topic or would have actual
comparables, coupled with followup of references
and sources uncovered through the interview pro-
cess. The same sources and contacts logically ex-
panded the scope ofthe interviews to incorporate the
larger context of the subject, including not only
value and pricing, with comparables in several in-
stances, but also the structure of the transaction
and other relevant factors that affect the acquisition
or sale of a property management company. While
the client relationship and the confidentiality owed
the interviewees prevent disclosure of specific com-
parables, the client for this study graciously has al-
lowed the author to share the study's underlying
trends, general guidelines, conclusions and observa-
tions with industry professionals.

The Survey
The survey took place during early 1991. More than
60 real estate executives located throughout the con-
tinental United States participated. Each was con-
tacted personally and interviewed by telephone.
While the interviews focused on standard areas of
inquiry, they encouraged free-fl owing conversation
to inhibit the interviewees the }east and allow them
to respond to and explore their agenda for the topic.
Executives were eager to participate in the study
because of the current interest in the topic in these
times ofdramatic change in the real estate industry.

Other Resources
The author reviewed a 1988 research report of a

study for the IREM Foundation by Dr Shannon P
Pratt of Willamette Management Associates, Inc.,
entitled Valaing a Property Management Company.
This study's target mirrors that of this engagement.
The Willamette study was comprehensive, had a sig-
nificant response to its initial questionnaire, applied
recognized and accepted statistical methods of anal-
ysis to a surprisingly large sample of comparable
transactions and collected and analyzed the data by
a competent team.

While the report was published in early 1988,
the period for which transactions were analyzed
extended over the previous five years. Some of the
numerical factors used in the study character-
istically change with time, and they have changed
dramatically in today's volatile real estate environ-
ment. The author therefore believes current use of
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to participate in this study manages a multibillion
dollar portfolio of commercial real estate loans. Like
loan underwriters in other institutions, the under-
writers in this department incorporate all important
facts and analyses about a commercial real estate
loan onto a loan information sheet. If an underwri-
ter believes that a proposed transaction meets crite-
ria for a good mortgage, he presents the loan
information sheet to a loan approval cornmittee
which decides whether to grant credit. The under-
writer is held accountable for the completeness and
accuracy of all the facts and analyses included on
the loan information sheet.

The loan information sheet as well as interviews
with underwriters were employed here to identify 19

specifrc variables used by the underwriters to evalu-
ate a real estate loan. The 19 factors were grouped
into four categories (loan, borrower, property and
market) which correspond to classifications em-
ployed in other studies of grouped loan variables.2 a s

Although this study focused on individual factors, it
also determined the importance of group factors.

Defi nitions Of Variables
Several variables had meanings that may not be
obvious. For example, among the Ioan variables,
when the amortization schedule was longer than the
term of the loan, a balloon payment was set at the
end of the term. The amortization period typically
ranged from five to 30 years and could be an
interest-only schedule. The amount of the loan was
used to measure the magnitude of the commitment
by the insurance company. The interest rate com-
bined with other loan variables determined the pay-
ment amount that must be supported by cash flow
from the property.

The property category contained the largest
number of variables since, in essence, the actual or
potential cash flow generated from commercial prop-
erty creates value and is the source for mortgage
payments. The property t,?e variable included a de-
tailed description of the property that suPported the
mortgage loan, for example, hotel, department store,
apartment, medical offrce, etc. The loan per square
foot variable allowed the underwriter to compare
properties of different size. The lease rollover vari-
able indicated the percentage of the square footage
that would be subject to lease expiration in a partic-
ular year; it provided a clue to the effect on cash flow
from the property and the ability of the borrower to
meet mortgage payments ifleases were not renewed.
The micro-location variable was an assessment of
the specific neighborhood in which the ProPerty was
located and of the uses of surrounding properties
The loan-to-value ratio compared the loan amount to
the appraised value of the property and measured
the risk of borrower default; presumably, the smaller
Ioan-to-value ratio, the less chance of default by the
borrower. The contract debt service coverage ratio
indicated how many times the yearly principal and
interest payments could be paid by the yearly net
operating cash flow from the property.

The personal liability of the borrower for the
mortgage ranged from O1 lo L001c and affected the
overall riskiness of the loan. The borower classifica-
tion variable used codes to specify the nature of the
borrower, namely: individual borrower, corPoration,
partnership, joint venture, etc. The total assets, net
worth and liquid assets of the borrower were rele-
vant if the borrower was assuming any personal lia-
bility on the loan (as with recourse Ioan).

The real estate market group of variables in-
cluded factors that were not specihc to a particular
piece of property. The macro-location variable was a
broad assessment of the region of the country in
which the property was located. The metropolitan
statistical area reflected forces that could affect the
value ofthe property, such as the real estate market
downturn in Boston. The economic debt service cov-
erage was similar to the contract debt service cover-
age variable except that the economic debt service
coverage variable used current rental and vacancy
rates in the market area to calculate the possible
cash flow from the property. Market vacancy was a
measure of the vacancy percentage of similar prop-
erties in the area and attempted to capture aspects
of the overall market in which the property was
Iocated.

The respondents were asked to list other factors
that might be important in evaluating a loan. Sev-
eral mentioned that the credit or frnancial strength
of tenants should be an underwriting factor. One
underwriter stated that the loan amount in relation
to reproduction cost should be examined. Another
underwriter declared that the attitudes and recent
actions of the loan approval committee should be
taken into account. However, none of the additional
factors was mentioned frequently enough to be
significant.

The Results
Questionnaires were sent to 40 members of the un-
derwriting department of the insurance company;
36 $0?a) were returned. In the questionnaire re-
spondents were asked to complete the following sen-
tence: "This factor is 

- 

important when I
underwrite a real estate loan," with responses
numbered as follows: 1=not; 2 = slightly;
3: moderately; 4: very; and 5: extremely. The
scores for each factor in each category were summed
across all respondents and divided by the number of
factors in that category to provide an overall cate-
gory score. The most important category was the
property factors group (3.91) followed by market fac-
tors (3.84), loan factors (3.59) and borrower factors
(3.24). Table l presents the descriptive statistics re-
garding the 19 variables and the four variable cate-
gories (loan, borrower, property and market factors).

Borrower Category
The lack of importance of the borrower category may
be related to the structure of the mortgages. Mort-
gages usually are structured so the lender can fore-
close on default; therefore, the lender's primary
concern centers on the property's sustained value
and its ability to generate rents. In fact, most loan
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agreements are structured without recourse, which
means the lender cannot require any assets other
than property from the borrower in foreclosure.
Thus, the borrower's hnancial condition is much less
important than that of the property used to secure
the loan.

Loan Amount
The most important of the 19 variables was the
amount of the loan (4.36). Four of the seven factors
that received at least a 4 rating were property fac-
tors. The only two variables to receive a mean rating
of less than 3.00 were total assets of the borrower
(2.75) and the personal liability of the borrower
(2.17). These results were not surprising considering
that most loans are structured without recourse.

Underwriter Experience
Table l also correlates each individual variable and
each variable group with the years of experience of
the underwriter. The average for the study respon-
dents was 6.2 years of experience (standard devia-
tion of 3.6 years) with a range of one to 18 years. A
relationship between experience and factor ratings
suggests that less experienced underwriters may
need training to model their assessments more in
keeping with those of experienced underwriters
since expertise has been defined as a convergence of
opinion with other experts.3 Of the four groups, the
property factors category had the largest correlation

coeffrcient (-.32), which suggests that more experi-
enced underwriters provided less weight to variables
in this group than did less experienced underwri-
ters. In addition, more experienced underwriters
provided Iess weight to the personal liability of the
borrower and the amortization schedule than did
less experienced underwriters. More experienced un-
derwriters seemed to focus more on the term of the
Ioan and the borrower classification.

Under*'riter Job Category
Table 2 breaks down the mean scores for variables
by three job categories of the underwriters (€ntry
level underwriter. midJevel underwriter and senior
underwriter). These job categories reflect the experi-
ence and competence of the underwriter as shown by
the average years of experience for each classifrca-
tion: 3.3 years for entry level, 5.5 years for mid-level,
and 9.2 years for senior underwriter. A one-way AN-
OVA was run for each factor and factor grouping. At
a signifrcance level of p< = .65, only the amount of
the loan and the loan-to-value ratio were signifi-
cantly different among the underwriter job catego-
ries. The entry level underwriters rated the amount
of the loan much lower (3.67) than the other two
types of underwriters did (4.70 for mid-level and
4.67 for senior underwriters). The mid-level under-
writ€rs rated the loan-to-ralue ratio higher (4.60)
than other underwriters (3.83 for mid-level and 3.67
for senior underwriters).

TABLE 4

Expense Regression Summary: Zero Intercept

Principal Explanatory Variable
Other Explanatory
Variables

Coefficient
(t Value)

Age at
Sale

D*elling units

Standard Error
of Estimation

Increase in
Standard ErrorTime

Total rooms

Totsl N.R.A.

Totsl b€drooms

Gross income

Effective gtoss income

2,361
( 37.6)
2,5t3
(4e.4)

505
(23.6)

561
( 30. 1)
2.05

(28.8)
2.31

(31.e)
I,192
(1e.8)
1,355
(24.8)
30.6%

(37.e)
32.8.i

(3e.5)
32.1"4

(40.7)
34.zei

(41.8)

17,869
(3.35)

37,l9 7
( 4.00 )

30,463
(3.7e)

34.055
( 5.21 )

66,035

76,789

r03,318

124,891

85.442

117,906

121,936

150,218

74,522

95,835

69,591

90,494

- 12,543
(4.5 )

- 12,053
( - 4.6)

l6%

2rv.

38""

23%

30""

TABLE I
Commercial Real Estate [oan Underwriting Factors

Mean
(n = 36)

Standard
Deviation\'pe of Factor

[,osn factors
Amount of loan
Amortization schedule
Interest rat€ on loon
Term of loan

Borrower factors
Liquid ass€ts of borrower
Net worth of borrower
Borrower classifi cstion
Total assets of borrower
Personal liability of borrower

Property factors
Microlocation
Ioan to value retio
[pe of property
Pertent leased
I-ease rollover
Contmct debt service coverage ratio
Losn p€r squsre foot

Msrket factorf,
Economic debt service coverage ratio
Macrolocation
Market vacancy

Experience

Finally, the standard error for the expected
gross income (EGI), model is 187c higher than the
standard error for the dwelling unit (DU) model.
This indicates that expenses are probably better pre-
dicted on a per dwelling unit basis rather than as a
percentage of income.

r Among the inrome multiplter mo&ls, the net in-
come multiplier (UOAR) proved to be superior to
the EGIM, GIM and GRM in terms of prediction
error, but this superiority was not great. These
multipliers appeared to need no adjustments for
the time, age at sale or number of units in the
complex; so all were valid in their simple, directly
proportional form.

r The per unit multipliers associated with the sales
approach to valuation were valid for the most part
in their directly proportional form, but they could
be adjusted for time and age at sale to reduce
modeling (prediction) error. Dwelling units were
the superior predictor, with total bedrooms and
total rooms close behind. The total net rentable
area had too high a standard error to be an ade-
quate predictor.

t The income multiplier models generally were su-
perbr to the per unit multipliers by a factor of
more than 2. Thus, it appeared that the income
approach results should be favored, a priori, over
the sales comparison approach results.

r All of the directly proportional expense models
proved to be adequate, although all could benefit
from adjustments for either time or age at sale to
Iower their prediction error. Estimation of expense
based on effective gross income had a slightly
lower prediction error than estimation as a per-
centage of gross income. However, estimation
based on dwelling units had the smallest estima-
tion error and, therefore, was the superior estima-
tion method for this dataset.

None of the statistical results was surprising,
and all generally supported the adequacy ofthe sim-
ple, directly proportional models that are commonly
used by real estate professionals for raluation. These
results probably generalize to larger, multifamily
complexes under professional management.

NOTES
1. The OAR is equivalently and more conveniently represented ss

a net income multiplier, and it is prop€rly grouped with other
income multipliers.

2. Most of these models are applicable only to properties in $.hich
operations haee been stabilized, although they still have
usefulness as rules of thumb. When used as rules of thumb,
these simple models require careful applicstion due to compa-
rability problems.

3. Their very simplicity is appealing in the extreme. It is difficult
to imagine real estate professionals functioning without an-
swering Buch questions as "what is the cap ratel'

4. All nominal dollar data were converted to constdn, 1988 dol-
lars based on the U.S. All-Urban Consumer Price lndex.

5, Many more regressions were run than are reported here. For
purpos€s of brevity, this exposition does not deal *'ith the
many relationships that did not pro\'e to be significant.

Rangc

2.25 - 4.25
2-5
2-6
2-6
2-4

2.20 - 4.00
2-5
2-5
2-5
l-4
l-3

2.43 - 6.00
2-6
l-6
2-5
2-5
2-5
2-5
l-6

2.67 - 4.67
2-6
3-5
2-5

.00

.08

-.58*{'
-.08

-.05
-.13
-.15

.29

-.ll
_.25

-.32*
-,2?
-.26
-.09
-.33*
-.07
-.t7
-.27
-.10

.12

-.07
-.17

r
3.59
4.36
3.64

3.14

3.24
4.00
3.78
3.50
2.?5
2.t7
3.91
4.ll
4.06
4.03
4.00
3.92
3.64
3.63

3.84
4.03
3.83
3.67

.48
1.02
.80
.72
.59

.46

.79

.72

.70

.65

.bD

.44

.75

.89

.81

.59

.84

.80

.91

.46

.70

.77

.63
* p'.01*'p..os

35 REAL ESTATE ISSUES SPRING/SUMMER 1992 Volidqlion ol Bqsic Vqluotion Models t2

29""



Table 3 includes regression models based on
value indicators commonly associated with the
comparable sales approach to valuation. These re-
gressions provided some interesting results. For ex-
ample, in the first regression shown, dwelling units
(DU) proved, not surprisingly, to be the most impor-
tant explanatory variable. However, both age at sale
(AGE) and time (T) also had statistically significant
I values and therefore played a statistically impor-
tant, albeit small, role in the model. Thus, it ap-
peared that the number of dwelling units was a good
indicator of value (based on the second regression),
even as a directly proportional unadjusted indicator.
The same could be said for the other physical
indicators-area. rooms and bedrooms-but not to
the same degree.

The standard error of the regression on dwelling
units alone was 24q. greater than the standard error
of the regression including time and age. The other
increases in standard error were 607. for area, 187r
for rooms and 17% for bedrooms. For all four regres-
sions, these findings indicated a larger prediction
error when the age and time variables were not
used. A 17%, 187. or even 24q. error could be ad-
justed for; a 60% higher prediction error was too
high to be accepted graciously or adjusted for Thus,
the use of net rentable area, based on these data,
could not be recommended. Further, adjustments for
time and age at sale should be utilized in order to
decrease error.

A final and very important conclusion was drawn
by comparing the standard errors of estimate for the
regressions in Thble 2 and the regressions in Table 3.
The standard errors for the sales cornparison ap-
proach indicators, taken in their directly proportional
form, ranged from 2,277 to 3,622 (Thble 3), while
those associated with the income capitalization ap-
proach ranged from 896 to 1,077 (Thble 2). Thus, the
indicators for the comparable sales approach had
about two to three times the prediction eror of the
indicators for the income approach. This led us to the
conclusion that, a priori, the income approach indica-
tors provided value estimates that were considerably
superior to those of the comparable sales approach.
This result is shown graphically in Figure 1.

Expense Model Tbsts
The simple direct proportionality models described
above are often used to obtain valuation conclusions.
Direct proportionality models are used to model ex-
penses in the income approach to valuation. Specifi-
cally, expenses are estimated as a percentage of
effective gross income, gross income or as an amount
per dwelling unit; sometimes, they are estimated as
an amount per room, bedroom or square foot.

We used simple regression analysis on our
database ari a means of analyzing and comparing
these methods of expense estimation. The anal-
ysis proceeded in much the same way as described
above and yielded similar results. Expense was re-
gressed against a sequence of principal explanatory
variables together with age at sale and time, The
intercept in the regressions was never significant,
indicating that directly proportional models were

FIGURE 1

Standard Error in Sales Price Prediction
Using Alternative Predictors

TABLE 2

Mean Scores by Underwriter Job Category

14,000

13,600

13,000

42,500

E r2,ooo

11,500

1r,000

!500

l0

I

-l-lSC-LniB Sc.
fi.R.A

SC SC- Irr4l Im4B ll|c.ml IrC-NOf
Booo3 BadoG

Tlpe of Factor

Years of experience

losn factors
Amount of losn
Amortization schedule
Interest mte on loen
Term of loan

Bormwer fsctors
Liquid assets of borrower
Net worth of borrower
Borrower classifi cation
Totsl assets of borrower
Personal liability of borrower

Property foators
Microlocation
Ioan to value ratio
[pe of property
Percent leased
Lease rollover
Contrsct debt s€rvice covere{e ratio
I.oan p€r square foot

Market factors
Economic debt service coversge ratio
Ma.crolocation
Market vscanry

Entry
Level

(n = 12)

3.3

3.38
3.67
3.75
3.17
to,
3.18
t.75
3.83
3.42
2.83
2.08

3.92
4.33
3.83
4.08
4.00
3.75
3.83
3.58

3.89
4.17
3.83
3.67

Mid-
Lercl

(n = 10)

,\nolir
Senior

(n = 9)*

9.2

3.66
4.67

3.00
3.33

3.18
3.89
3.78
3.78
2.56
r.89

3.7r
4.11
3.67
3.78
3.78
3.78
3.78
3.38

3.89
4.1l
3.89
3.67

F' P

-l--

5.5

3.80
4.70
3.90
3.40
3.20

3.42
4.40
3.90
3.40
2.90
2.50

4.07
4.00
4.60
4.30
4.30
4.20
3.40
3.70

3.93
4.20
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meaningful; thus, further regressions were forced to
have a zero intercept.

Not surprisingly, time entered the regressions
on physical indicators at a singificant level, but it
was not signif-rcant for the income indicators. Age
appeared at a significant level with the income indi-
cators, but it was not significant for the physical
indicators. However, the time (T) and age at sale
(AGE) variables had relatively low impact. The exis-
tence of these variables in the regression indicated
that appropriate adjustments should be made to the
directly proportional models in order to reduce the
prediction error increases that would otherwise oc-
cur These increases can be seen in the f-rnal column
of Table 4, along with the other regression results.

Table 4 also furnishes expected conclusions con-
cerning the relative potential errors among the
physical models and the income percentage models.
First, the standard error of the regression for the
simple, direct proportionality expense model based
on dwelling units was much smaller than that for
the rooms, area and bedroom models. Stated another
way, these latter three models have standard errors
which are 631c, 54% and 967r higher Thus, among
the physical expense models, it appears that expense
per dwelling unit is superior.

Only two income models were considered, with
the gross income regression carrying a 6% higher
prediction error. This is hardly enough difference to
make comfortable generalities, but the result does
not difler from expectations. Thus, we should con-
tinue to favor the model based on effective gross
income, since it corresponds most closely with expe-
rience and theory.
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.28
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.02
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* Tun had an "othzr" job classifitation, and three uere nat inrluded

The divergence of scores may be the result of
influences other than underwriters' experience or
job classification. Underwriters in this insurance
company are assigned to evaluate loans for proper-
ties within certain regions of the country. Since real
estate market conditions vary across the country,
the variables that may be important for an under-
writer's particular loan evaluation may vary accord-
ingly. The diversity of scores also may be the result
of differences in the personal experiences of under-
writ€rs with different t)?es of property. An experi-
enced underwriter from this department stated that
these disparities were not at all surprising.

Summary
Thirty-six real estate loan underwriters at a large
insurance company participated in a study to deter-
mine the importance of 19 variables in the commer-
cial real estate underwriting process. Four of the
seven lariables most heavily weighted by underwri-
t€rs were property-specific factors, which reflect the
importance of a property's characteristics when a
commercial loan is structured without recourse. The
overall market variables category was heavily
weighted, which may reflect underwriters' response
to cyclic real estate markets and the need to diver-
sify mortgages from seemingly hot markets.
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Given that the insurance industry is experienc-
ing problems with real estate loans along with the
banking and thrift industries, assessment of the
creditworthiness of loan applicants deserves close
scrutiny to protect the U.S. economy from further
deleterious shocks. One suggestion for extending re-
search in this area is a study that constructs a pre-
diction model for loan default using data supplied by
the same insurance company surveyed here. The
analysis may compare the factors underwriters
think are important in evaluating real estate Ioans
and the factors that predict loan defaull.




