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Trying to measure economic growth? One vital indicator is the health of the commercial real

estate market. The Albany Business Review hosted a conversation with three people involved

in the industry on how the financing of deals has changed, why a talent shortage is impacting

operations and whether the region has too many apartments in the pipeline.

When you’re considering financing for a com-
mercial real estate asset, what are some of the
factors that should be considered?

Charles Cronin Jr.: You have to think about a lot of
factors when you’re financing a piece of real estate.
You can do long-term fixed rate financing, but there
are things that you have to build into a financing, like
the assumability of a financing, so somebody else can
step in. How much leverage is on a piece of proper-
ty? As time goes on, does the value of the property
go up, and as a result, do you then have to add addi-
tional leverage if you want to sell it? Because who’s
going to buy something for 30 percent of the value
and pay cash for 70?

Do you find that most people don’t have that
long-range view of all of it?

Cronin: Unfortunately, a lot of times, they don’t. And
interest rate sensitivity has a tendency to drive many
of the decisions on a day-to-day basis, and people
sometimes jump into situations not fully thinking
through some of the various aspects of financing and
what it means in the long term.

John Allen: Prepayment penalty is a big issue. A bor-
rower can get a rate whether he or she is refinanc-
ing an existing property or buying a property. And
it looks like an attractive rate, but none of us have
crystal balls to go 10 years down the road. And cli-
ents can find themselves in a situation, particularly
if their prepayment is a yield maintenance, or rates
go down so it’s a good time to refinance, but the pre-
payment penalty negates your ability to do it.

It’s a little bit amazing to me that the lenders are
making it so difficult. I would think that they
would want to make it easier.

Cronin: 1 don’t think they want to make it difficult.
I think what we have today is unprecedented. In
the ‘50s, 5 1/2 percent was a very reasonable level

of interest rate. When you look at prepayment pen-
alties, put yourself in the position of an institution.
If you went to Capital Bank and said [ want a CD for
51/2 percent in 1950 for 55 years, you'd be upset if
they came back and said, “Well, I'm sorry. Interest
rates have changed. I'm not going to pay you your 5
1/2 percent.” That’s the same thing that lenders do,
whether it be Capital Bank or insurance companies,
et cetera. What’s happened is that the interest rates
scenario has changed so dramatically, so quickly as
a result of the 2008 crash. And so previously, 5 1/2
percent was a very good interest rate. But when the
10-year treasury is sitting at 1.65, there’s a big delta.

Allen: | think certainly, if a borrower has a relation-
ship with a lender — and I think it’s easier with the
local banks that you do business with — if you have
a prepayment schedule that may go 5, 4, 3, 2, 1, or
5,5,4, 4, 3, 3ifit’s a longer term, you know what it
is. If you have a yield maintenance, you really don’t
know what it is. And one is a little easier to plan for.

As far as the capital sources that are available
to finance the projects, what kind of options do
people have?

Cronin: I think there’s a multitude of options. I'll
categorize them. Four general areas — two general
areas: The institutional and then the banks. You have
banks; you have insurance companies; you have pen-
sion funds and non-traditional sources such as pri-
vate equity firms; and then you have securitization,
which is Wall Street securitization where they take
bunches of loans and put them into a pool. Each one
of those in my opinion has different advantages. But
[ think if you look at the products that those insti-
tutions have, you can pretty much figure out where
to best put things.

Allen: If the borrower wants to sell down the road,
you probably don’t want to get into a securitized
financing because it’s very, very difficult to get it out.
I had one situation once where there was a prop-

erty in part of a large securitized financing where
the borrower had actually bargained to get a certain
number of properties out. They were a trust. They
had real estate across the country. They were will-
ing to sell a particular property that the client want-
ed to buy, but they had removed from the financing
everything they could remove. So there was some
public interest in this particular property in seeing
something happen with it. So we were able to work
with the municipality that was involved, and actual-
ly, they went through the beginning of the condem-
nation, the eminent domain process to acquire the
property for what was considered a public use, and
that enabled the borrower to go to the lender and be
able to get it released. That’s a pretty extreme situa-
tion. That’s something — you can’t pull the condem-
nation card out of your back pocket.

I’'m interested in everybody’s take on the abili-
ty to recreate traditional downtown areas with
all of the positive trends that are happening. And
then, what is the up-and-coming area that you
see where we might see that happening first? We
know the general things that are happening in
the area. Can we recreate that downtown?

Daniel Fariello: 1t becomes a chicken or the egg. Do
the people come first or do the businesses come first?
[ think Troy is an example where the businesses came
first and the people followed with success. Albany
downtown where I work, what we’re experiencing
is the people are coming, the businesses are the lag.

Why do you think that is?

Fariello: The taxes are part of the issue. Also parking.
And that’s being addressed in a positive manner. And
I'd say the next up-and-coming area is Glens Falls.
People are getting priced out of Saratoga Springs.
They’ve recreated a nice downtown as far as retail
and some office, however, and the people are coming.
But I think as Saratoga gets pricier, you might see that
become a destination point with an easy commute.
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Allen: 1 think a lot of businesses will say we need
some critical mass of residents. People complain
that there’s no real significant grocery store down-
town. Are the people there to support it? So I can
understand. And I guess there’s now a smaller gro-
cery store that has opened somewhere down there,
but [ don’t know that that’s ideal for what the city
would like to see happen in terms more people liv-
ing downtown. But it’s a start. Obviously, Troy has
made some real moves. [ think there’s a fair bit
going on in downtown Albany. I know there have
been projects in Glens Falls. Particularly, the peo-
ple who are, I'll say, water sports enthusiasts, Glens
Falls would be a great place to be. If you’re work-
ing down this way and you can set your sched-
ule so you’re not on the Northway during the peak
hours between exits 12 and 8, that probably would
work for you.

Fariello: And the renaissance in Schenectady is also
not to go without mention. I'll maybe use, not the
word incredible, but positive and abrupt.

From all that you’ve seen happening, do you
think that’s going to continue to snowball in a
good way?

Fariello: Yes. I think the focus on the casino site, the
focusisn’t the casino. It’s everything else that’s going
up around. The casino is one moderate aspect of that
entire site and what’s been done over there. There’s
retail, office, apartments, direct water access. So it’s
a movement from the core of Schenectady out to a
great piece of real estate as well.

Left to right: Daniel Fariello,
Charles Cronin Jr., John Allen

Cronin: I moved to Clifton Park from downtown Alba-
ny because the tax situation creates just a challenge for
both people to live and people to work, because the
rent just has to be higher to pay for the taxes. At some
point, it breaks. And that’s what’s happening. It’s chal-
lenging for the city. 'm not pointing fingers at them,
but it’s very challenging for them because they have
the state of New York as a tenant, who doesn’t pay rent.

KRISTINA WALSER

At what point should we have an attorney
involved when we’re talking about financing
or refinancing an asset or piece of property? At
what point should we get you involved, John?

Allen: If a bank is working with a term sheet, an
attorney should have a chance to review it and give
some input there. Same thing with the commitment
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letter. My experience, and I think most local banks
are pretty good to work with, you're better off rep-
resenting a borrower if you can negotiate things that
you think the borrower needs no later than the com-
mitment letter. The earlier the attorney gets involved,
[ think the better off the borrower is.

Cronin: | think the sooner you get the attorney
involved, the better. I think even if we use retail as
an example, the thought process has to be in the
beginning when you’re negotiating those leases.
Even if you have your own family attorney, go find
somebody like John Allen. Because you just wind
up saving yourself a lot of money and time and
aggravation.

If you’re going to use an attorney, you should
pick one that has the expertise in the field that
you need. John, how does a letter of intent
impact the process of negotiating a commercial
lease?

Allen: My experience has been particularly with
national tenants, and there are a number of what I
would call tenant brokers. So there are some nation-
al companies that sign up with national tenants and
try to find them locations. They will frequently use a
letter of intent to spell out basic terms. Unfortunate-
ly, I think sometimes clients look at it and they see
the last paragraph, which typically says, “This is not
a binding agreement.” And they think, “Well, OK,
we really don’t have to worry about anything. 'm a
landlord, but this isn’t binding.” Try negotiating with
the attorney for the national tenant something that is
black and white in the letter of intent and your client
doesn’t want to do it. It’s important that clients read
them and understand that, while they’re not legally
binding, you don’t want to be in a position where you
just accept the things that you really don’t want and
then try to get them out of the lease stage.

ropractor. You can’t get that online. There’s also the
factor of T.J.Maxx, Marshalls, Tuesday Morning. It’s
adventure shopping where you don’t know what
you’re going to find. I think at some point, online
will plateau. Obviously, it will increase from where
it is now, but at a certain point, eventually it will
reach a saturation point. Tenants are merging —
that’s another factor.

Cronin: There will be a definite effect, but as Dan
said, we’re going to hit a plateau. I think whether it be
a 14-year-old daughter or myself, while we may have
different habits, she still wants to see the food that
she’s eating before she eats it. She does like to go to
the mall and look at the clothes that she’s going to put
on. There’s instant gratification and there’s delayed
gratification.

Allen: Dan touched on what’s happening with doc-
tor’s offices now appearing in some of the strip cen-
ters and the tendency to fill space with food offer-
ings. The landlord may not have negotiated its anchor
lease with the grocery store. There are typically a lot
of restrictions in one of those leases as to how much
food there can be, particularly if it’s takeout stuff.
They’re concerned with the proximity of those kinds
of uses to their primary parking area.

Cronin: As we’re talking about the internet, [ think
that that’s a significant factor that comes into play
with commercial real estate. Currently, on the
internet, every day, [ probably get 10 offers to invest
in real estate. It’s good in that it expands the uni-
verse of potential investments for individuals, but
it’s bad because people who are investing in those
situations don’t know, does that anchor tenant have
a go-dark clause in the lease? Is there adequate
parking? Are you going to be able to rebuild it in
the event of a casualty or condemnation? ... My con-
cern with that is that you wind up with this pen-

“It becomes a chicken or the egg. Do the
people come first or do the businesses come
first? I think Troy is an example where

the businesses came first and the people

followed with success.

DANIEL FARIELLO, senior commercial real estate lender and market executive at

Capital Bank, on recreating traditional downtowns

Fariello: Same thing on the bank side with a term
sheet. 'm a fan of a five- or six-page term sheet
rather than a two-page term sheet. Just enough to
spell out the basics. Let’s get that figured out now
rather than at the 11th hour when nobody’s in an
advantageous position. You win a battle but you
lose a war.

How about the future effect of online shopping
on retail real estate? How do you think that’s
affecting the brick and mortar?

Fariello: Plazas that have a grocery anchor, a lot of
the fill-in now is what we call in the industry “food.”
It’s quick-service restaurants, it’s service industries.
I was at a plaza recently. I looked across and saw a
therapy center, a doctor’s office, a lot of food, a chi-

dulum situation where somebody’s going to start
losing a lot of money when interest rates change or
whatever happens.

Do you think that it could be a major hit to the
commercial market if the pendulum swings?

Cronin: 1 think you could have that. Not totally as a
result of the internet, but too many people right now
are searching for yield on investments. The problems
are that it brings people who don’t fully understand
the risks and it creates many opportunities for fraud
.. The solution has got to be that people have got to
pay attention.

Cronin: You look at the residential mortgage busi-
ness right now. It’s over-regulated. It’s ridiculous. An

example of that, where do I go to get my residential
mortgage?

Fariello: To your local bank.

Cronin: Why? Because I don’t have to go through the
aggravation. I'm self-employed. I have four times the
amount of cash in the bank that I'm going to need to
spend on the house, but that doesn’t matter. “Let’s
see a W-2.” [ don’t have a W-2. I have a tax return.

Fariello: And that circles back to the relationship
aspect of where we will do a lot of transactions. The
relationship, again, fills in a certain spot versus going
online.

When the Fed talks about interest rate increases,
what does this mean? And what impact would a
Fed interest rate increase have on the commer-
cial real estate industry?

Cronin: The Fed regulates short-term rates. They reg-
ulate overnight borrowing between banks and they
lend money to banks to balance their balance sheet.
That’s what the Fed does. So the Fed doesn’t neces-
sarily impact long-term rates. It’s not as big of a deal
as people make of it.

Do you think commercial real estate is experi-
encing a talent shortage?

Fariello: We see it. My managers and I harken back
to the banking crisis in the late ‘80s and early ‘90s
— banks had very strong formal training programs.
Those were very quick to go. And those were people
who would have graduated from those programs in
the mid ‘90s. I graduated college in the late ‘90s, and
there was almost a generation lost as far as upcom-
ing bankers.

Cronin: In commercial real estate, there’s a widening
gap in the talent pool. And part of it is commercial
real estate is something that you have to see. You just
have to experience it. Probably the best way to learn
the commercial real estate business is go through a
disaster, because you don’t understand the bloody
noses that you're going to get until you get them.

Allen: Looking at the situation locally, if you look at
it from the bank’s perspective, you have banks that
are really committed to commercial lending, com-
mercial real estate lending specifically. You have oth-
ers that aren’t or haven’t been traditionally. Then you
look at things like the recent merger of First Niaga-
ra and Key. I don’t think anyone knows what that’s
going to be.

So what do you think the answer is to the
shrinking talent pool?

Fariello: 1t’s getting people in the area. The popula-
tion growth here in this area has been steady. There
are assets in the market that make people want to
move here: proximity to major cities, culture, arts,
recreation. I moved back to this area. I grew up
around here, moved out to the metropolitan Boston
area, and moved back because you don’t know what
you have until it’s gone. My top analyst is from central
Massachusetts, so it’s almost becoming an influx of
people. We just hired an analyst recently that’s local.
So it truly is a mix of cultivating what you have local-
ly, getting people back to the area that might have
gone to college or relocated, and also finding new
people coming in that are associated with other
employment.

Anybody have anything else you want to make
sure we cover here?
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From left: moderator Marie Bettini of
Albany Realty Group, Charles Cronin, John
Allen, a court reporter and Daniel Fariello.

Cronin: One of the things that is talked about fre-
quently and has been asked a hundred times: Do we
have too many hotels? Do we have too many apart-
ments? [ find that too much is communicated about
supply and demand with respect to commercial real
estate without there being an adequate forum for it.
For example, people talk about, we have too many
apartments. We don’t have too many apartments.
We’re not spending enough time looking at the big
issue, which is, what is supply and demand? And
what we don’t look at very often is, where are we
starting from?

Fariello: Developers are bringing more apartment
inventory online. Yes. However, we have been very
active in that segment. And when you work with the
right partner that is focused on multi-family devel-
opment, that has an expertise in multi-family devel-
opment, what we’re seeing is not surprising. The new
units are being absorbed quickly and they’re being
absorbed at the rents that they had demanded. Often
times, we’ll say with a new project, it will fill up,
just at what rent? So we are doing a heavy level of
sensitization.

What do you think is driving the quick absorp-
tion rate?

Fariello: It was a long time lack of, some would say,

quality units. [ would say personally, we had to rent
an apartment for six months while our new home
was being built. It was the best summer I had in
years. I didn’t have to mow the lawn. There was
a garage. There was a pond I could take my chil-
dren to. There was a swimming pool I didn’t have
to take care of. That gave me a great perspective as
a financier.

Cronin: And the other thing is, if you sell your house
today, are you going to sell it for more or less or the
same as what you bought it for?

Fariello: Less. Without hesitation.

Cronin: My point is that the investment in a house
and getting that appreciation that you saw from
the ‘50s to now probably is not as prevalent going

forward.

Fariello: Yet, I will say the homebuilder clients that
we have are having record years.

Allen: How many of those homebuilders are market-
ing to first-time homebuyers?

Fariello: Not many.

Allen: I'm not sure that the person two, three, four

KRISTINA WALSER

years out of college has “Oh, [ have to buy a house” as
one of his or her priorities. A lot of people are work-
ing hard. They want to play hard. They don’t want to
maintain hard.

Fariello: This market, more than a lot of areas our
size, has a core group of multi-generational family
builders that have weathered multiple downturns.
And the cream rose to the top. So the ones who
have survived the numerous downturns in the past
decades have managed their business well and know
where to build the units and have focused their strat-
egies and are successful as well.

Allen: 1 think if you're appealing to a market that
already includes homeowners, unless you get to a
point in your life where you really want to downsize
and you want to simplify things, if you own a home,
you’re going to buy another one, whether you need
more room or you like a location better.

Do you see developers talking about projects for
the people that are downsizing?

Fariello: Yes. One large local homebuilder in par-
ticular is having great success with a smaller prod-
uct marketed in the $200,000 to $250,000 range.
The smaller footprint, maintenance included as an
option, and they’re having great success. |

TRANSCRIPT LIGHTLY EDITED FOR SPACE AND CLARITY.
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