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EXECUTIVE SUMMARY

Economic recovery in Silicon Valley hinges on a complex web of local, national
and international challenges. The recent experience in Silicon Valley demonstrated the
volatility of local markets and the impact of U.S. national and international policy on the
local economy. Fortunately, after four troubled years of job losses, job growth in Silicon
Valley returned in 2005, which translated into increases in leasing space, lease rates, and

market values. These positive trends should continue for the remainder of 2006.

New and difficult challenges have recently emerged, however, that are expected
to create difficulties in 2007 and 2008. First, the nation's recovery has been fueled by the
astonishing willingness of borrowers to borrow and lenders to lend. Both the nation and
its consumers have created dramatic new depths of indebtedness. These massive
financial flows are difficult for any nation to sustain, even during times of peace.
Secondly, and compounding this dilemma, is the uncertainty and instability of the world's

primary energy supplier, the Middle East.

The 2001-2004 recession was a disconcerting period for many residents and
business. The initial stages of the recovery in Silicon Valley, even more than elsewhere,
saw little job growth. The recession and the unusual recovery drastically reduced the
level and predictability of revenues for the SJRA. Faced with a substantial and
unexpected drop in its 2004-05 revenues, the Redevelopment Agency engaged Spectrum
Economics in 2004 to perform a detailed forecast of the Agency’s revenues. That report
covered the key factors that drive those revenues: Assessed Values, the local Real Estate
Market, the Local Economy and the National Economy. The 2004 report was followed
by an update in 2005, which accurately forecast a significant recovery in revenues in
2006-07. This report updates those earlier forecasts and provides a new forecast through
2011.

This report is a detailed independent economic analysis. It is based on economic

indicators and other reliable data. Spectrum Economics anticipates SJRA revenues to



continue to recover, with revenue growth in the 6 to 8% range for the next several years.
The growth in STRA Assessed Values and revenues is unlikely to accelerate beyond this
range. It is important to note that this modest growth is dependent on the construction of
5 major residential projects: Hitachi GS, Almaden Ventures, North San Pedro, Northpark
Apartments, and Block 8. Without these projects, revenue growth would be much
slower. The Assessed Value and Revenue forecast is summarized in Table 1, and Silicon

Valley’s history in these categories is located in Table 2.

RESULTS OF PAST FORECAST

The 2004 and 2005 forecasts prepared by Spectrum, were unusually precise:
within 1.6% of actual SJRA assessed values for fiscal 2005-06 and within 2.5% for fiscal
years 2006-2007. The differences between the forecasts and actual events were the result

of several key factors:

Total job growth was about as forecast, but was slower than anticipated in some key

industries, particularly the computer and software sectors.

e Higher than expected growth in Assessed Value in the retail/commercial sectors

compensated for slower than expected industrial and office growth.

e New investment per worker was higher than anticipated, but the extra growth in 2005

was concentrated in one firm: Cisco Systems, Inc.

e Residential assessed values did not increase as expected, mostly due to project delays.

ECONOMY IN MID-2006

e U.S. economic growth was dramatic in the first quarter of 2006; but now is slowing

sharply.



The “Jobless” recovery was partially a statistical error. Many of the “lost” jobs were
accounted for in later estimates. Silicon Valley alone grew by 8,000 jobs more than

initially estimated in 2004-2005.

Demand for computers, software and communications equipment continues to
increase at double-digit rates. Nationwide employment growth in this sector finally

resumed in the spring of 2005.

High energy prices, cautious consumers, skeptical lenders and the Middle East
situation will contribute to a slower growth rate both nationally and locally in 2007-

2008. At best, the nation will be in near-recession in 2007.

Silicon Valley is not fully sharing in the employment growth of the national recovery
of the Hi-tech sector. Other cities and nations are outpacing high tech employment in

Silicon Valley. The employment forecast is described further in Table 3.

COMMERCIAL REAL ESTATE

The Silicon Valley Commercial Real Estate Market continues to experience high
vacancies but lease rates and prices are increasing. These increases in lease rates,

15% in both Office and R&D, are not sustainable without faster job growth.

Local real estate markets are closely linked: lease rates are effectively set at the
County level. San Jose and SJRA vacancy and lease rates follow the County
averages. The current status and history of the Commercial Real Estate Market are

shown in Tables 4-8.

Space per employee is on the rise as companies pre-lease at low rates in anticipation
of future growth. A similar phenomenon occurred in the mid-90’s. However current

levels of space per employee are unprecedented. The structure of the economy



appears to be shifting to industries needing more space per worker. Space use per

employee is likely to stabilize at current levels, rather than decline.

o Local lease rates and property values are growing based on overly optimistic
expectations that have created a self-reinforcing cycle. Because firms expect rates to

rise, they pre-lease, causing rents to increase. We expect this pre-leasing to end by
2007.

e The R&D/Industrial market is likely to remain relatively weak for the foreseeable

future.

e Based on our employment forecast, office vacancy rates should be declining and lease

rates rising sharply by 2008. The market appears to be anticipating this shift.

e Current planned construction of new space will slow this future growth in office lease

rates.

o Since the relationship between SJRA and County lease rates appears reasonably
constant, we can use the more reliably projected County lease rate growth estimates

to estimate value change in the SJRA.

e The modest local economic recovery now underway will sustain current rates of
increase in lease rates and values the Office sector, but not in the larger R&D market.
The rent forecast is shown in Table 9.

RESIDENTIAL PROPERTY

e The primary new growth factor in the redevelopment project areas is residential.



o Five projects worth approximately $1.8 billion, account for nearly all of this
residential growth. These projects are: Hitachi GS, Almaden Ventures, North San
Pedro, Northpark Apartments, and Block 8.

e These 5 projects account for one-fourth of the SJRA’s projected revenue growth

between now and 2011,

PERSONAL PROPERTY

e New investment in equipment in Silicon Valley dropped dramatically from 2001
through 2003, stabilized in 2004, and increased in 2005. However, the 7% growth
that occurred in 2005 was primarily due to growth at Cisco Systems, Inc. Equipment

values are level or declining in most other companies.

e Because depreciation rates are high, investment must be high in order to break even.

Recent patterns and the Assessor’s depreciation schedule are shown in Tables 10 and
11.

ASSESSED VALUES

e Because of Prop. 13, the connection between Market Values and Assessed Values is
extremely complex. Ideally, detailed data is necessary on past sales, construction,
and market values by type of property to make a precise forecast. Each year’s sales
and new construction is a separate “cohort” or age group that should be tracked

separately.

e We have sufficient data to estimate assessed values for these cohorts of properties and
reconcile them with known totals. Because we can identify the Assessor’s past

actions, we can forecast future actions.



Forecasting Assessed Values also requires a forecast of future construction. We
began with a list of current projects provided by the SIRA. Given market conditions
and past patterns of delay, we can confidently predict delays in some of these

projects.

New residential construction was not as strong as anticipated for 2005. Residential
Assessed Values in the SJRA grew approximately $300 million from Calendar 2003
to 2004 (FY 04-05 to FY 05-06), but only $170 million from 2004 to 2005 (FY 05-06
to FY 06-07). Residential growth should accelerate in 2007 and future years.

The Assessor appears to have been cautious in his Prop. 8 re-appraisals. Because low

values were used, the net loss to appraisal appeals will be minimal.

Aggregate Office and Industrial Assessed Values are finally rising in all sectors.
From here out, nearly all re-sales and reassessments should result in increases in

value.

The Assessed Value analysis is shown in Tables 15-18. The sum of these forecasts

resulted in the Summary Forecast, Table 1.
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METHODOLOGY

Two years of successful forecasts confirm the validity and reliability of the data
used in this analysis. The most challenging questions for 2006 are: 1) how quickly will
the exuberant local commercial real estate market realize that its near- term growth hopes
will not be realized; and, 2) how quickly will the Assessor translate these market shifts
into changes in Assessed Values (AV). Spectrum Economics can provide the best
forecast possible, but market psychology could swing more quickly than expected, in

either direction.

The final methodology used was as follows:

e Spectrum Economics updated its forecasts of the IT industry. Demand growth

continues, but will slow with the overall economy in 2006-07 and then recover.

e These industry demand forecasts were used to forecast local employment growth. A
significant turnaround and modest employment growth commenced in the first half of
2005 and continued into 2006. This job growth will slow in late 2006 and 2007 and

accelerate thereafter.

e This employment growth translates into R&D and Office space use. However, a
key factor, space use per employee, is unpredictable. Normally space use per
employer rises modestly early in a recovery then falls. Currently, we see
unprecedented, sustained growth in space per employee. As a result, we have-
changed the space forecast to reflect a significantly higher level of space use per

employee.

e [Lease rates are a function of vacancies and how fast space is being leased. Using
regression analysis, Spectrum forecast future lease rates based on estimates of

future vacancies and net leasing of space.



With actual and forecast lease rates, Spectrum created updated estimates of trends

in property values. Property value is the key factor in the Assessed Value

forecast.

Equipment purchases and AV outpaced employment in 2004 and 2005. This
meant that corporate investment per worker was growing, which is consistent with
corporate investment trends. As mentioned previously, the 2005 net growth in
investment was accounted for primarily by one company, Cisco Systems, Inc.

This means that future equipment growth is like to slow.

Using updated employment and investment growth forecasts by industry,

Spectrum created a personal property AV forecast.

Finally, Spectrum totaled all the assessed value forecasts, subtracted the Base

Year AV, and estimated Tax Increment Revenues.

THE ECONOMY

In 2006, Silicon Valley’s economy grew at a slower pace than both the nation and

other parts of the Bay Area. Silicon Valley lost market share in high tech jobs to the rest

of the nation. Silicon Valley companies are mostly investing and hiring in other parts of

the nation or abroad.

During Silicon Valley’s boom, employment rose sharply. From 1996 to 2000 the

area added 230,000 jobs. During the economic downtown of 2000 through 2004, Santa

Clara County lost over 200,000 jobs, dropping to roughly 1995 levels. This dramatic job

loss in Silicon Valley took place in spite of the fact that the nation’s recession was

statistically mild. Silicon Valley had a deeper recession because problems were more
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severe in Silicon Valley’s key industries: computers, software and communications

equipment

The economic recovery has turned out to be more “normal” than originally
assessed. The “jobless’ recovery was due primarily to errors in the accumulation and
interpretation of data. The Census Bureau Household surveys of workers correctly
showed stronger growth — additional job gain of about 2 million from 2001 to 2005 --
compared to the lower job count in the Employer Surveys. A disproportionate % of this

huge disparity was in California, and now has been corrected.

This is a particularly important problem in Silicon Valley. The Employment
Development Department’s employer survey sample excludes fast growing new and
small firms. This undocumented job growth turned out to be 7,600 jobs in Silicon Valley
in 2004-2005. We estimate the correction for 2006 will be an additional 8,000 jobs.

Neither high-tech growth nor Silicon Valley growth were as strong as expected in
2005-2006. Computer sales growth slowed from 13% in 2004-05 to 7% in 2005-06 (Q1).
Growth in sales of communications equipment was also slower. At the national level,
software sales growth has accelerated from 5% a year in 2004 to 10% a year by late 2005.
Employment began to grow in the high tech sector, but Silicon Valley did not fully share
in this growth. Employment in electronic manufacturing grew by 10,000 jobs nationally,
from mid-2005 to mid-2006, but only by 200 jobs in Silicon Valley. Employment in
computer systems design soared by 73,000 nationally, but by only 1,500 in Silicon
Valley. Silicon Valley is losing share — growing much more slowly than the rest of the

nation — in all major hi-tech sectors.

In 2006, Silicon Valley’s already modest growth is threatened by new problems that
are emerging in the national economy. The key problems are energy, the housing bubble
and trade deficits. Each of these problems presents different issues for the nation and

Silicon Valley:

11



e ENERGY The current rise in energy prices is finally slowing national economic
growth, but Silicon Valley will suffer less from this than other regions. This energy
“crisis” is clearly going to last longer than others. Qil producing nations have backed
into an amazing bonanza of “Profit through Incompetence.” Enormous quantities of
oil are concentrated in such nations as Venezuela, Nigeria and Iran. Qil is abundant,
but companies are reluctant to invest the billions of dollars necessary to extract oil,
due to the instability and volatility of the regions. With demand growing, driven by
the growth of China and India, and supply stagnant, prices are stuck at unprecedented
high levels. For most of 2005 and early 2006, consumers and business effectively
absorbed the energy loss by borrowing more money. Business did not raise prices
and consumers did not reduce retail purchases in the face of a 50% increase in oil
prices. This period of low inflation and high consumption is over. Currently prices
are increasing and retail sales are falling. The good news for Silicon Valley is that
sustained high-energy prices encourage investments in energy-saving technology.
These energy-saving investments, from hybrid cars to industrial equipment, require

more and better computers and software.

e HOUSING BUBBLE Through late 2005, the consumer’s energy loss was more than
compensated for by gains from the housing boom. The housing boom benefited the
economy in three ways: Consumers reduced mortgage payments by re-financing at
lower rates; consumers financed consumption through new equity borrowing; and, the
increase in the production of housing employed millions. As of mid-2006 U.S.
housing prices are at best stagnant and may be declining nationally for the first time
in post-war history." With both home prices declining and interest rates increasing,
the wave of re-financing gains is largely over. Roughly 5 to 8% of consumer
spendable incomes came from this source. Home construction is slowing as
speculative buyers (possibly ¥ of the total in some locations) are forced to cut their

losses, discontinue the purchase of homes, and sell under-performing real estate in a

! Goldman Sachs, US Daily Financial Market Comment July 26, 2006
A National Home Price Decline?

12



weak market. As of June 06 building permits were down 15%, compared to June
2005. The end of the housing bubble will not have major direct impacts on Silicon
Valley’s economy, but the slow down in consumer spending threatens to reduce

corporate investment, a direct threat to the Valley.

TRADE DEFICITS The U.S.’s huge $ 600 billion trade deficit has been financed by
Asian exporting nations’ equally huge investments in Treasury bills and other U.S.
assets. This investment flow maintains low U.S. interest rates, keeps the dollar over-
valued, and also keeps jobs growing in Asia. Asian governments and investors are
already shifting from the investments in Treasuries to investments in U.S. real estate
and equity markets. This shift is showing up in surprisingly strong commercial real

estate prices in places with high vacancies, such as Silicon Valley.

Asian governments are finally slowing their desperate (and hopeless) attempts to
support the dollar, and the dollar is declining relative to most currencies. The dollar is
weakening, U.S. exports are growing, and the trade deficit may slowly decline over
the next year. More weakening of the dollar is likely. If this continues long enough,
U.S. exports, led by hi-tech manufacturing, will revive dramatically and imports will
decline. The economy will go through a complex restructuring: shifting workers and
other assets back to manufacturing and away from construction and consumption.

Silicon Valley employment levels would be a key beneficiary of such a restructuring,

High energy prices combined with the end of the housing bubble finally slowed

national growth in the second quarter of 2006 from 5.6% a year to 2.5%. Anemic

growth is certain, and a national recession is possible by late 2006 or 2007. Silicon

Valley may not experience the impact from this slowdown as much as other regions,

because Silicon Valley does not rely on the consumer and construction markets that will

be most affected. However, Silicon Valley does rely on the national economy —

particularly corporate investment. Corporate investment in computers and software

should still grow in 2006 and 2007, but at 3 t0o7% per year not 7 to 10 %.
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Based on all these complex trends, our forecast of Silicon Valley job growth is shown
in Table 3. We expect Santa Clara County to add only 8,000 jobs over the next 12
months with this growth re-accelerating to 16,000 per year by 2011. Our projected
growth in employment is significantly slower than the Association of Bay Area
Governments (ABAG) 2005 Projections. It is highly improbable that job growth will
come close to the ABAG projection for Silicon Valley by 2010. Note that demand for
Silicon Valley products will continue to grow far faster than employment. Unfortunately,
there is no new Internet or other such dramatic emerging technology on today’s horizon
to cause us to increase these forecasts. Such high growth potential technologies were
known in 1995, when Silicon Valley growth was severely underestimated; they don’t
exist today to justify higher forecasts. A real recession in 2007-08 would cause even

more anemic growth in Silicon Valley.

COMMERCIAL REAL ESTATE

Silicon Valley’s commercial real estate market has been full of surprises for the
last few years. Fortunately for the San Jose Redevelopment Agency, real estate values
have significantly out-performed the rest of the local economy. The Valley still has high
vacancy rates, but leasing of new space increased in 2005-2006, leading to sharply higher
lease rates and values. Leasing activity was dramatic over the last 12 months. Leased
space grew by approximately 8 million square feet in Santa Clara County, with only
10,000 new jobs. This translates to an astonishing 800 square feet leased for every new
employee. The combination of severe geographic constraints, complex regulations and
highly cyclical industry has continued to make for a volatile mix in the Valley’s
commercial real estate markets. The key problem was one of regulatory lag: permits are
so time-consuming and expensive to acquire that builders often built the wrong thing at
the wrong time. Now we have over-leasing in anticipation of another economic boom

that will likely not occur.

Current leasing is a combination of actual employment growth, anticipation of

future employment growth, fear of future price increases, and a shift toward more space

14



growth and space per employee grew substantially (15%) from the bottom of the 1990-91
recession to early in the boom. The same pre-leasing activity is occurring today -as
leased space per worker grew by over 30% from 2001 to 2006. However, there are
indications that other forces are at work. Spectrum calculated space per employee by
dividing total occupied space in Santa Clara County by the number of workers in industry
and services — the main users of industrial and office space. Some demand is coming
from other sectors, such as government, which are now leasing commercial office space.
Our analysis indicates that less than %2 of current leasing activity is justified by actual
employment growth. The remainder is an unknown combination of anticipatory leasing
and a permanent shift toward more space per worker. Our current judgment is that most
of the shift toward more space per worker is permanent, and this will compensate for any
current advance leasing. The result should be space use per worker that grows slowly
from current levels. This is one of the most important, and most uncertain, estimates in

this report.

Silicon Valley’s commercial real estate markets are faring better than the local
economy. Current patterns are unsustainable, making the future unusually uncertain. It
raises the following interesting questions:

e Will space use per employee stabilize near current high levels or decline?

e Will lease rates continue to follow past leasing activity or start to anticipate the
future?

e Will lease rates stabilize or decline from current levels?

o Ifthey decline, will leasing stop, leading to more declines in price?

o Will the shift to more demand for office space continue?

e Will it be possible to re-model older R&D space into office uses?

o Will the shift in leasing markets occur in 2006, thus affecting 2006 (FY 2007-08)

assessed values or occur later?
Because these commercial markets have repeatedly out-performed our

projections, our new forecasts are modestly optimistic. We are projecting a “soft

landing” for R&D lease rates, and renewed growth for office lease rates. Spectrum

15



projects that the slow down in lease rates will occur in 2007 not 2006. We expect that
little R&D space is both efficiently convertible into offices and well situated, making
most such conversions impossible. This will lead to both higher office lease rates and
more office construction. None of this is certain; there is no solid data to support either

side of these issues.

The modest job growth Spectrum now projects for Silicon Valley will ultimately
ensure healthy markets for commercial real estate, but it will be a slow process: Silicon
Valley’s vacancy rate will take years to rebound. This is particularly true for industrial
R&D space. Table 4 shows the history of commercial rents in Silicon Valley, while
Table 5 reviews trends in space and leasing. At the space absorption rates Spectrum
projects, office vacancies will soon drop to low enough levels to justify higher lease rates,
higher values, and significant new construction. No such recovery is yet in sight for
R&D space.

Based on our new employment forecast, the expected space per worker, and
modest rates of new R&D and office construction, Spectrum forecast vacancy rates in
Santa Clara County through 2011. Table 6 shows the vacancy forecast. It shows
vacancies stabilizing in the R&D area but continuing to decline in the Office area. Chart
4 tracks vacancy rates over the two economic cycles: 1991-2002 and 2003-2011.
Vacancy rates are moving in parallel in the two time periods, but the current cycle is at a

much higher level of vacancy.

Tables 7A and 7B show detailed space and lease rate trends in the R&D and office
markets of Silicon Valley. It is important to understand that these two markets are not
always clearly differentiated in Silicon Valley. The primary product is really
“Office/R&D” - only the far ends of this continuum are clearly distinguishable.
Remembering this caveat, it is still notable that lease rates for R&D space declined to
about 27% of where they were in 2001 and are now back to only 34% of the previous
peak. Office rents, in contrast, bottomed out at 45% of the peak and are now back to
55% of the 2001 peak rate. Using the actual data from 1991 through 2006, we searched

16



for predictors of lease rates. After several attempts it was determined that the key
predictors are vacancy rates, change in vacancies and percent of absorption. These factors
explain about 65% of the variation in lease rates over the 15 years reviewed. Using
regression analysis, Spectrum created an equation that forecast lease rates as a function of
net absorption and vacancies. With employment and space per employee forecasts, the
equation gives lease rates, which are the best predictors of market values. The resulting
rent and value forecasts are shown in Table 10. R&D rates are expected to be stable but

office rents should continue to rise significantly.

Using the forecasts of vacancies and absorption, Spectrum finally created a
forecast of rents by building type as shown in Table 10 and Chart 5. Assuming that
property values largely follow rents, an assumption also used by the County Assessor,
Spectrum then created a value index for R&D and office space. The value index actually
used is shown in Tables 16 & 17. The Prop.8 and Prop.13 analysis needs only relative
values over time, so this index is all that is necessary. We used a three-year average of
rents to create the market value indices. This estimated value index was later modified
to fit apparent actual Assessor practices in assessment years 2002-2004. In those years
the Assessor used significantly lower value indices than those predicted by our equations.
It should be noted that such items as lease rates and market values have a substantial
psychological component. Any widely held belief that prices are going up, or down, can
become self-fulfilling as the Internet stock boom demonstrated to all. We forecast that
market values will recover somewhat faster than lease rates as investors anticipate the

future.

Some analysts believe that “obsolete space” should be removed from such
calculations. Obsolete space estimates range up to 20% or more. Spectrum disagrees
with this approach and has not adjusted vacancies for allegedly obsolete space.

Obsolete space only disappears from a market in two ways:

e Itis so old nobody would rent it, no matter how cheap.

17



e It can be redeveloped for a different use.

Since 90% of San Jose space has been built over the last 30 years, we believe
there is much Office/R&D space that can be made attractive with minor improvements —
mostly new wiring and paint. Redevelopment would be economically possible, mainly
from old industrial to new residential, but not under current zoning. We assumed no
changes in these regulations. Current high gross absorption shows that San Jose R&D
tenants are delighted to keep moving around to get lower lease rates, and desperate

owners of R&D property will stay desperate for years to come.

Another factor in Assessed Values in the SJRA area has been commercial, non-
office, non-industrial space. This category, mostly retail, has grown significantly in the
last several years. It now totals over $1 billion, and is growing by about $100 million per

year.

The recently approved North San Jose plan should lead to even faster growth in
assessed values in the SJRA area in the long run, especially from redevelopment of
existing properties. This plan allows both more residential development and denser
office R&D development in North San Jose. The result will certainly be more
development in that area, especially along key transportation corridors. The net impact
on SJRA assessed values is more difficult to forecast. The increase in residences will
surely increase assessed values in total and contribute modestly to more long-term job
growth. The denser Office and R&D development will be attractive but will largely shift
job growth from other parts of the county. The SJRA is likely to be a net gainer in
Office/R&D assessed values, but the impact is too far in the future and too complex to

forecast at this time.
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RESIDENTIAL REAL ESTATE

Over the next five years, new residential construction will be the key to Assessed
Value growth in the SJRA area. This growth is concentrated in five huge projects:
Hitachi GS, Almaden Ventures, North San Pedro, Northpark Apartments, and Block 8.
These five projects account for one-fourth of all growth in Assessed Values-- $1.8
billion. We have reviewed current plans for these projects and adjusted schedules to
meet actual progress rates. Since they are mostly apartments, they should not be affected
by the end of the housing bubble. Even modestly higher mortgage rates would not affect
these projects, since they would increase rents (homes become less affordable) as much
as increasing costs to the developer. Nonetheless, it is vital to realize how important

these few projects are to the financial health of the SJRA.

PERSONAL PROPERTY

Personal and business property is about 30% of current assessed values. It must
be treated separately since it is mostly not subject to Prop. 13 limits, and has become
highly volatile, dropping nearly 20% in assessment year 2003 alone (FY 2004-05). This
decline was caused by a combination of high depreciation rates, employment loss and
low new investment. All these factors hit hard in 2003. We analyzed the depreciation
rates used by the Office of the Assessor by reviewing the Board of Equalization’s
Assessor’s Handbook as shown in Table 11. This shows very high depreciation rates,
20% to 30% per year, for high-tech firms where most equipment is replaced on a 3-5 year

cycle.

Combining these results with employment data we could disaggregate the change
in AV between 2004 and 2005 among depreciation, employment, and new investment as
shown on the right of Table 10. This showed disinvestment everywhere except in the hi-
tech sector. We took another look at the rate of disinvestment by examining the 19
largest firms in Table 12. For these firms, accounting for nearly half of personal and

business property AV, we found recent corporate cash flow statements. From these
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statements we could see that these firms had reduced total investment in new equipment
by over half from 2001 to 2002. Since then there has been limited improvement, about

7% per year.’

As we have repeatedly pointed-out, high-tech firms cannot long survive without
investing in new equipment, particularly when demand is increasing. Two years of not
replacing obsolete equipment is a very long time in these industries. Corporate growth in
equipment investment started in the second half of 2004, but little of this has reached
Silicon Valley. In 2005, total personal and business property assessed values increased
by $325 million, but Cisco alone increased by $400 million. The 2006-07 increase was
primarily accounted for by Cisco. Cisco now has $1.7 billion of equipment, over 1/3 the
total in the SJRA area. The net result is that all other hi-tech firms, in the aggregate, are
not keeping up their investments in Silicon Valley. Because Cisco cannot be relied on to
continually increase its local investments at such a dramatic rate, we have reduced our
Personal Property forecast. The Personal and Business Property Assessed Value forecast
is shown in Table 14 and Chart 6. It projects that Personal and Business Property AV
should grow by $200 million this assessment year (fiscal year 2007-2008) and continue at
that rate in the future.

ASSESED VALUE AND REVENUE

The final steps in the analysis are the Prop.8 and Prop.13 analyses and the resulting
Revenue forecast. This starts with an estimate of major new construction in the SJRA
area. Table 15 tabulates actual projects that are either under construction or have started
the permit process. Building permits for new non-residential construction in San Jose in
2005 grew by 10% over 2004. However, as of mid-2006 permit activity dropped back to
the low levels of 2003. Most of this construction was alterations. Office/R&D developers
find that existing buildings often sell for less than new buildings can be built. This

competition, driven by high vacancies, makes most new industrial, R&D, or office

22006 data is available through mid-ycar. We annualized the investment rate shown in the quarterly
statements.

20



development difficult. However, Office rents and vacancies will soon reach levels that

will justify new construction.

Spectrum’s analysis of historic real estate AV — industrial, office, commercial,
residential, and vacant land -- back to 1995, is shown in Tables 16-18. We estimated the
age cohorts by calculating what new sales or new construction was necessary in each year
to balance to the totals. We assumed that each age cohort would grow at 2% Prop. 13
rates unless market values dropped below this Prop. 13 ceiling. For these properties we
use our value indices to calculate the fall and later rise of Assessed Values. For the
earliest age cohort - projects built in 1995 or before which contain the oldest properties

most likely to be sold - we assumed a 5% per year decline for re-sales.

The purpose of this massive exercise was to attempt to duplicate, in the aggregate, the
Office of the Assessor’s Prop.8 analysis for 2002-2005. Knowing the approximate size
of each age cohort of buildings and the value index, it became apparent how far back in
time the Prop. 8 reductions had to go. We then estimated the current value index the
Assessor had to use to reach his total AV reduction for each year. Using these cohorts
and our indices of property values, we were able to duplicate the Assessor’s Prop.8
results for assessment years 2002, 2003, 2004 and 2005 (FY 2003-04 through 2006-07).
Having fit the model to actual data, we added expected new construction and sales in
2006-2011 and forecast future assessed values. The result of this forecast is that R&D
space never returns to its previous peak valuation, but Office space does so by 2007. A

more severe recession would delay this value revival.

Growth in the next several years will be dominated by the residential sector.
Residential assessed values in the SJRA grew by over $400 million in 2004 but slowed to
$170 million in 2005. Because of project delays we expect another slow year in 2006 but
acceleration after that. With hundreds of millions of dollars worth of new residential
construction underway, growth should soon increase to over $600 million per year by
2009 and 2010.
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Finally, we totaled all the Assessed Value forecasts, subtracted the Base Year AV,
and estimated Tax Increment Revenues. Both projected and historic AV and Revenues
are shown in Tables 1 and 2 and Charts 1 and 2. Altogether with employment rising and
non-residential values growing modestly, the time of assessment declines for commercial,
office and R&D property is over. With residential booming and equipment investment
steady, total assessments will rise. The rate of increase will accelerate when growing

employment leads to rising lease rates and resulting increases in values.

22



SUMMARY OF ASSESSOR’S PRACTICES

GENERAL PROCEDURES

Assessment and appraisal of property is part art and part science. This is
particularly true for large industrial properties in times of fast changing markets.
Academic studies have found that the average difference between appraisal and sales
price of non-residential property is 10% to 20%. The Office of the County Assessor is
directed by State Law and guided by the Board of Equalization in their appraisal
procedures but ultimate decisions rely on a significant amount of judgement. Because of
this judgement factor, and the threat of appeals, California Assessors generally provide
only limited information on their exact procedures. Spectrum’s observations are based
on a combination of limited direct information, review of the relevant regulations, and

review of outcomes, i.e., if X is the result, Y must have been the procedure.

In normal times, assessment of “secured property,” (mainly real estate -- land and
structures) is fairly simple. Most of the effort is concentrated on determining fair market
value at time of sale or construction. Once this value is determined, Prop. 13 limits the
increase to 2% or the rate of inflation, whichever is less. Values change significantly
only on sale or if there are improvements, which the Office of the Assessor monitors

through building permits.

Unsecured property, mainly business equipment, is mostly not subject to Prop. 13,
but neither does it follow the trends of real estate values. Equipment depreciates in value;
it rarely appreciates. These values are assessed based on initial costs reported to the
Office of the Assessor by every business on April 1 of every year and on depreciation
factors established by the State Board of Equalization. (The Office of the Assessor is not
required to follow these guidelines, but staff has stated that they do follow them.) As
shown in Table 11, the depreciation factors are large, but that is legitimate for the fast
moving high technology sector where equipment becomes out-of-date so quickly. The
result is that when business investment in new equipment slows, assessed values of

equipment drop very fast.
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PROP. 8 ANALYSIS

If real estate values are dropping, which happened for non-residential property in
Santa Clara County from 2001 to early 2005, the assessment process becomes more
complex. As prices drop, more age cohorts of building must be reassessed under Prop.8,
since their market values drop below the Prop. 13 ceiling. For FY 2004-05, (Calendar
2003) the Office of the Assessor was forced to reassess most non-residential property that
was built or sold since about 1997. Since thousands of buildings are involved, individual
re-assessments are impossible - the Office of the Assessor does not have the staff, budget
or time to reassess each individual structure in detail. As a result, a mass appraisal
technique is used: the Office of the Assessor decides on a reduction factor for each age

cohort of building by type in each major area.

The Prop. 8 calculation is made more difficult by the lack of data. When real estate
values decline, the market tends to “freeze” -- very few transactions take place. Sales
that do take place are often complicated by such factors as below market owner
financing, above market leases or forced sales in bankruptcy. With prices dropping
monthly, and few good comparable sales, all prices must be further adjusted to what they
would have been at the end of the year — the official date of assessment. Faced with such
limited data, the Office of the Assessor often must rely on estimating values from lease

rates.

The Prop. 8 re-assessment process mixes with the appeals process. Appeals always
rise when values are declining, and the Assessor has a significant incentive to re-assess
on the low side in order to limit the number of time-consuming appeals. Many large
property owners appeal every year in both rising and declining markets — the potential

gain exceeds the cost of the appeal.

As previously discussed, assessed values are so uncertain, the data is so bad and the

process is so complex that the Office of the Assessor has a huge incentive to re-assess
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low enough to discourage appeals. As a result, the Office of the Assessor appears to have
been cautious in their Prop. 8 re-appraisals. Values of industrial and Office buildings
have been reduced back to approximately where they were in 1997 (See Tables 16 and
17). Because the Office of the Assessor has used such low values, Spectrum expects that

the net loss to appraisal appeals will be minimal.

The year 2004 was the last year of downward reappraisals. Table 19 shows total re-
assessments with sale and without, for major properties in 2004 (FY 2005-06). This
includes the 920 properties in the SJRA with values over $500,000. There is great
contrast among Residential, R&D and Office properties. For residential properties, there
was little net gain in assessed value on re-sale, but other re-assessments added $69
million. For R&D property it was the reverse: AV’s went up by a net $162 million on re-
sale but down by $62 million with no sale. On average this means that the Assessor had
slightly underestimated R&D values. For Offices, the loss on sale was a net $159

million: the Assessor had been too high.

Upward reappraisal across the board started in 2005. The assessor increased average
R&D values by 7% and average Office values by about 15%. With lease rates jumping,
he was fully justified in making this change. With lease rates even higher in 2006,
another upward re-appraisal is likely, but upward re-appraisals in 2007 (FY 2008-09) are

more uncertain.
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CONCLUSIONS

Because of its reliance on property taxes on commercial property and several
unusual patterns in the economy, revenue trends of the San Jose Redevelopment Agency
are ahead of the economy. This amazing turnabout is due to the factor that R&D &
Office market values are growing, in spite of slow job growth, and residential
construction is booming. With most commercial real estate growing modestly, residential
booming, and increased investments in equipment, the revenues of the San Jose
Redevelopment Agency will continue to recover. This further recovery in revenues
should be about 7% in FY 2007-8 and rise significantly thereafter, as shown in Tables 1
and 2 and Charts 1 and 2.

These are uncertain economic times for Silicon Valley and for the San Jose
Redevelopment Agency. Our modestly optimistic forecast rests on several key

assumptions:

e The nation’s economic slowdown of 2006 will be mild and recovery will begin by
early 2008.

e This economic slowdown will not result in significant reductions in corporate
investment in Silicon Valley’s key products: computers, communication
equipment and software.

e Silicon Valley commercial real estate markets will not ricochet from their current
over-exuberance to panic.

o Currently planned major projects in the SJRA area will be built approximately as
scheduled.
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SPECTRUM

ECONOMICS

R&D MARKET
{Total Available
Net Absorption
Absorption rate
Building Base
Vacancy Ratio
New Shell Added

Lease Rates

Difference from
Avg. Sil. Val Rates

OFFICE MARKET
Total Available
Net Absorption

Building Base
Vacancy Ratio
New Shell Added

Lease Rates

Difference from
Avg. Sil. Val Rates

2001

3,508,062

43,931,818

$2.60

($0.26)

-9%

2,118,025

19,981,299
10.6%
$ 3.83

$ (0.26)
-6%

2002

10,451,859
-3,867,789
-8.2%
47,006,826
22.2%
3,075,008

$1.13

($0.14)
-11%

4143177
-700,598
-3.3%
21,305,853
19.4%
1,324,554

$2.23

$ (0.11)
-5%

Source for Space Data: Colliers International

TABLE 8

2003

11,738,494
-1,240,787
-2.6%
47,052,674
24.9%
45,848

$0.85

($0.07)
-8%

4,397,701
440,553
2.0%
22,000,930
20.0%
695,077

$1.84

$ 0.02
1%

R&D AND OFFICE SPACE TRENDS
SAN JOSE

2004

10,891,886
835,241
1.8%
47,041,307
23.2%
-11,367

$0.61

($0.15)
-20%

3,813,916
1,161,940
5.1%
22,579,085
16.9%
578,155

$1.70

$ (0.10)
6%

SPECTRUM ECONOMICS INC.

2005

10,885,224
192,329

0.4%
47,226,974

23.0%

$0.77

($0.08)
-10%

3,840,364
-13,862
-0.1%
22,591,671
17.0%
12,586

$1.64

$ (0.31)
-19%

201 San Antonio Circle, Suite A-105 * Mountain View, CA 94040 ¢ (650) 949-9590 ¢ Fax (650) 949-2201

website: www. spececon.com

2006

9,943,468
1,241,756

2.6%
47,526,974

20.9%
300,000

$0.90

(30.08)
9%

3,266,527
673,837
3.0%
22,691,671
14.4%
100,000

$1.94

(0.31)
-16%
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SPECTRUM

ECONOMICS

Manufacturing

High Tech
Non-tech

Trade

Information

Bus & Prof Services
Leisure

Other

Total

201 San Antonio Circle, Suite A-105 * Mountain View, CA 94040 « (650) 949-9590 » Fax (650) 949-2201

TABLE 10

PERSONAL AND BUSINESS PROPERTY DETAIL

SAN JOSE REDEVELOPMENT AGENCY

2004-2005
($ in Millions)
2004 2005
Change
$ Share Employment Depreciation Reinvest  Total $
3,085 68.4% 2.7% -276% 42.0% 11.7% 3,448
151 3.4% 1.7% -22.4% 15.0% -5.7% 143
154 3.4% 1.0% -23.5% 15.0% -7.5% 143
571 12.7% 6.4% -22.4% 8.0% -8.0% 525
332 7.4% 0.6% -22.4% 24.0% 2.2% 340
124 2.7% 2.0% -22.5% 8.0% -12.5% 108
92 2.0% 1.9% -22.0% 70.0% 49.9% 138
4510 100.0% 4,845



