
The Tale of 
Two Cycles

They were the best of times, they were the worst of times; 
each with too much supply in the face of cyclically low 
demand. Just as in Dickens’ Tale of Two Cities, every real 
estate cycle is the same, yet every cycle is different. In both 
the crash of the early 1990s and the crash of 2009, there was 
far too much supply for too little demand. However, each crash 
offered distinctive features and provides lessons for the future.

By Dr. Peter Linneman, 
NAI Global Chief Economist



Although both crashes were caused by a much 

greater supply of space than demand and a retreat 

of real estate capital, the two crashes evolved into 

this conundrum very differently. The recent crash was 

caused by a sharp decline in space demand meeting 

modest overbuilding. Thus, the second quarter of 

2007 registered a healthy CBD vacancy rate of 9.7%, 

and most observers (we were among the minority 

which foresaw a recession) felt that due to the 

so-called Great Moderation, the demand boom would 

never end. In marked contrast, the 1990s real estate 

crisis was the result of out of control development 

meeting a modest cyclical demand decline. 

In the late 1980s, even as the economy was booming, 

supply was increasing so dramatically that vacancy 

rates stayed dangerously high. For example, even 

as the CBD office vacancy rate was 15.6% in 1989, 

developers refused to stop building, assuming that 

their new speculative buildings were immune to the 

forces of supply and demand. Hence the recessionary 

decline in demand in 1990 caused a complete real 

estate collapse due to the already existing excess 

supply and a burgeoning pipeline of new supply. 

One may ask, “Why is there eventually too much 

supply?” The answer is that given capital, developers 

will build. And since capital was plentiful in the periods 

prior to both crashes, private development was ample. 

Real total private construction rose by 43% between 

1982-1986, and declined from this lofty height by just 

3.4% through 1989, in spite of sustained high vacancy 

rates. 

The run-up to the recent crash also saw a 

development boom, although not nearly to the extent 

of the earlier period. Real total private construction 

spending increased by 12% between 2002 and 2007. 
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Real construction subsequently declined by 30% 

through 2012 as the crash crushed development. 

Multifamily starts averaged 260,000 leading up to the 

recession (1998-2008), peaking at 423,000 units in 

2006. They then plummeted to a mere 53,000 units in 

October of 2009.

Easy money fueled both booms. The Linneman Real 

Estate Index (LREI) quantifies how easy this money 

was by monitoring debt for commercial real estate 

relative to the size of the economy. Specifically, the 

LREI compares the supply of real estate capital, as 

proxied by the aggregate flow of commercial real estate 

debt (the numerator), with the fundamental demand for 

space, as measured by nominal GDP (denominator). 

Excluding the net real estate equity flows from the 

numerator modestly understates capital over-supply 

situations and overstates an undersupplied market. 

The index is set at 100 in 1982. The index rises if 

mortgage debt rises more rapidly than the economy 

grows (“easy money”), and declines when money is 

tight relative to economic growth. The Linneman Index 

grew from 100 in 1982 to a peak of 138 in 1988, and 

it stayed at that peak through 1989. This means that 

mortgages grew 38% faster than the economy in just 

six years. The LREI decreased dramatically as the crash 

set in, hitting a low of 91 in 1997 (a 34% delivering 

in eight years). Easy money returned, with the LREI 

growing in six years from 121 at the beginning of 2003 

to 172 in the beginning of 2009. This 42% growth in 

leverage in just six years was eerily similar to the run up 

to the earlier crash. Then as the crash reverberated, the 

LREI fell in each quarter, and it now stands at 134, a 

22% delevering, with perhaps another 10% decline yet 

to come.

Easy money was reflected in NCREIF transaction cap 

rate spreads over the 10-year Treasury rates in both 
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instances. In early 1986, due to the insanity of the tax 

laws, the 10-year Treasury rate was higher than the 

NCREIF transaction cap rates, resulting in a negative 

spread of 4 bps. As the absurd tax incentives ended, 

a positive spread over Treasury rates of 100-120 bps 

occurred for the rest of 1986.

Between 1987 and 1989, the transaction cap rate 

spread over Treasuries again swung negative, averaging 

-52 bps, as easy money pushed up property values. 

As the crash set in, capital fled and tight money forced 

the cap rate spread to rise from -54 bps in early 1990, 

to 357 bps by 1995 (averaging 182 bps between these 

years). The most recent crash saw a similar pattern, 

although spreads increased much more rapidly. 

Greenspan’s easy money policies reduced the spread 

over Treasuries from 354 bps in 2004, to 196 bps in 

early 2008. Then as capital withdrew, the cap rate 

spread increased to 321 bps by year-end 2008.

In any crash there are winners and losers (hence “the 

best of times, the worst of times”). Developers lost 

projects in both crashes, as did many owners. Life 

companies and most major banks suffered serious 

losses in the 1990s crash which sidelined them for 

at least five years (and in many cases, permanently), 

while S&Ls took such large losses in the early 1990s 

that they effectively disappeared. However, newly 

formed REITs and investment shops picked up many 

assets from distressed owners and lenders at bargain 

prices. In marked contrast, life companies and Freddie/

Fannie emerged from the most recent crash with 

almost no losses from income producing real estate 

loans. However, CMBS followed the S&L path. CMBS 

mortgage delinquency rates were low through 2008, 

decreasing from 1.3% in 2004 to just 0.6% by mid-

2008. However, they jumped to 1.2% by year end 

2008 before skyrocketing to 9.0% by 2010. They have 

since stabilized between 8-9%, and in first quarter 
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2013 stood at 8.6%. The result was CMBS Version 

1.0 ended with all issuers (and many investors) closing. 

Meanwhile life insurers’ delinquency rates increased 

from 0.2% in 2004 to just 0.4% by the end of 2008. 

Even at their peak in 2010, the delinquency rates on 

office industrial, and hotel life company loans were just 

0.4%, 0.3%, and 1.0%, respectively. By the first quarter 

of 2013, the delinquency rates for life company loans 

for these sectors decreased to 0.3%, 0.1%, and 0.7%, 

respectively. Meanwhile CMBS Version 2.0 evolved with 

a new set of players and capital providers. 

Qualitative differences between the two crashes are 

interesting. The effects of the earlier recession were 

initially concentrated primarily in speculative new 

buildings. Only as the new, empty properties were 

bought at low bases and stole tenants from older 

properties did the pain widen. Thus, developers and 

lenders of new properties were quickly crushed, while 

the majority of existing properties felt little impact 

initially. This time, the recession’s deep job losses 

affected occupancy across almost all properties. As a 

result, the vacancy was spread much more evenly and 

was felt more rapidly across buildings. 

While GDP only fell by 1.4% and employment fell by 

3.5% in the 1990s recession, GDP fell by 4.7% and 

employment fell by 6.7% in the latter recession. Yet 

in spite of this far steeper demand decline, there was 

more capital available in the 2009 crash. In the 1990s, 

private equity firms, publicly traded companies, and 

REITs were rare and small, meaning almost no equity 

was available. This time, although it was expensive and 

unpredictable, equity existed in funds with dry powder, 

sovereign funds, and REITs. 

Another difference is that whereas the opportunities 

were found buying privately owned distressed 

properties in the early 1990s, after the 2009 crash, 

opportunities abounded in REIT bonds and shares, 
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but few were available in distressed private property 
transactions. This difference primarily re�ects the 
differential response of government as well as the 
evolution of REITs. The �rst Bush administration took 
an aggressive approach to resolving debt problems. 
Regulators rapidly took over lenders and forced lenders 
to foreclose, creating a �ood of private assets for sale. 
In marked contrast, the second Bush and the Obama 
administrations were far less aggressive. Instead of 
shutting down insolvent insured depositors and letting 
markets �nd bottom, regulators systematically bailed 
out major lenders and encouraged lenders to work 
with borrowers. As a result, there was never the �ood 
of distressed properties for sale which was widely 
expected. Meanwhile, the panicked withdrawal of 
capital from REITs provided widespread opportunities 
to buy real estate at distressed prices via REIT debt and 
shares.

Every real estate crash is due to dissonance between 
supply and demand, and the rapid deleveraging after a 
prolonged period of easy money. But while each crash 
is similar, each offers new lessons for the future. 
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