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Notice to Readers

Emerging Trends in Real Estate® is a trends and forecast publication now in its 41st
edition, and is one of the most highly regarded and widely read forecast reports in the
real estate industry. Emerging Trends in Real Estate® 2020, undertaken jointly by PwC
and the Urban Land Institute, provides an outlook on real estate investment and devel-
opment trends, real estate finance and capital markets, property sectors, metropolitan
areas, and other real estate issues throughout the United States and Canada.

Emerging Trends in Real Estate® 2020 reflects the views of individuals who completed
surveys or were interviewed as a part of the research process for this report. The

views expressed herein, including all comments appearing in quotes, are obtained
exclusively from these surveys and interviews and do not express the opinions of either
PwC or ULI. Interviewees and survey participants represent a wide range of indus-

try experts, including investors, fund managers, developers, property companies,
lenders, brokers, advisers, and consultants. ULI and PwC researchers personally inter-
viewed 750 individuals, and survey responses were received from more than 1,500
individuals, whose company affiliations are broken down below:

Private property owner or commercial real estate developer: 27.6%

Real estate advisory or service firm: 23.6%
Homebuilder or residential land developer: 11.9%
Private equity real estate investor: 11.3%
Bank lender: 6.5%
Investment manager/adviser: 6.5%

Equity REIT or publicly listed real estate property company: 3.9%

Institutional equity investor: 1.8%
Private REIT or nontraded real estate property company: 1.7%
Institutional lender: 1.0%
Mortgage REIT: 0.9%
Real estate debt investor: 0.8%
Securitized lender: 0.7%
Other entity: 1.8%

Throughout this publication, the views of interviewees and/or survey respondents
have been presented as direct quotations from the participant without name-specific
attribution to any particular participant. A list of the interview participants in this year’s
study who chose to be identified appears at the end of this report, but it should be
noted that all interviewees are given the option to remain anonymous regarding their
participation. In several cases, quotes contained herein were obtained from interview-
ees who are not listed in the back of this report. Readers are cautioned not to attempt
to attribute any quote to a specific individual or company.

To all who helped, the Institute and PwC extend sincere thanks for sharing valuable
time and expertise. Without the involvement of these many individuals, this report
would not have been possible.
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Chapter 1: Shifting Focus to the Decade Ahead

Shifting Focus to the Decade Ahead

“The last 18 months roughly has been one of the more static
periods I've seen in my career. | don’'t mean static in a bad
sense. | only mean the sense that whatever | would have said

18 months ago is not much different than | would have said this
week,” says a veteran real estate pro whose real estate career
extends back to the Ronald Reagan years. In fact, many of our
interviewees and focus groups noted the “on track” character of
recent activity in the property development and investment field.

This does not mean that they are in “Groundhog Day” mode. No
one claims we are in a time warp. Most of the experts in the real
estate business are following through on business plans that
have served them well over the past year and look like a solid
roadmap for the future.

That is exactly what “trends” should produce—confidence that
a business should not try to start from scratch every year. If you
have thoughtfully assessed your resources, been careful about
your objectives, and lined up the physical, financial, and human
assets needed for success—well, your approach should have
some staying power.

Trends—Dby their nature—are dynamic. Time is a stream, not a
frozen pond. That stream runs toward the future, and each year
puts some conditions into the past, and brings some conditions
closer to realization. If the pace is gradual, we may hardly feel
the changes. But they are happening even if subtly.

That is one reason that an annual examination of Emerging
Trends is such a healthy and helpful exercise. It is when change

Emerging Trends in Real Estate® 2020 3



is so subtle that it may escape notice that that we need to pay
even more careful attention.

Trends, by the way, are just one form of change. Our discussion
of trends keeps in mind that the world, the economy, and the
real estate business are subject to other kinds of influence in the
river of time.

Cycles are perhaps the most prominent feature of the real estate
industry, and we discuss late-cycle behaviors in this chapter.
Trends typically persist longer than cycles. We examine the
potential impact of the decades-long deceleration of the U.S.
economy on real estate as we emerge from the next recession:
slower demand over the decade of the 2020s.

Maturation is another form of change, generational aging as well
as the aging of our infrastructure. Will future cohorts continue
patterns of previous generations? Boomers have frustrated pre-
dictions since they burst upon the scene, and advances in life
sciences may permit them to do so again in their 70s and 80s.
Our infrastructure, meanwhile, could use rejuvenation and may
be seeing an infusion of capital at the state and local levels even
as entropy rules in Washington.

Technology continues to present disruption—another form of
change—as both a risk and an opportunity. We should not rule
out the capacity of capital markets to be a disrupter either. The
abundance of capital for debt and equity is a feature of markets
for now. But capital markets are notoriously fickle and real estate
veterans are well aware of how quickly a “Niagara of capital”
can be dammed up.

Physicists recognize “change of state” as another time-based
phenomenon affecting real estate. The shift from a blue-collar
economy to a white-collar economy profoundly adjusted prop-
erty needs, as did the dramatic increase in female labor force
participation. Today, we are experiencing changes of state in the
housing market, which may see homeownership in the 2020s
drop to levels not seen since the 1930s and 1940s. We are
already seeing such qualitative shifts as the rise of “hipsturbias”
in our metro areas. A change in ethos also is observable. The
environmental, social, and governance (ESG) movement has
taken root in the corporate and institutional investment world.
Real estate operations, meanwhile, are more and more attuned
to a preference for “community” in the places where we live,
work, and play.

Our level of awareness concerning the complex nature of
change is increasing, but probably not to the degree that it
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Exhibit 1-3 Emerging Trends Barometer 2020

excellent

abysmal

2006 2008 2010 2012 2014 2016 2018 2020

Source: Emerging Trends in Real Estate surveys.
Note: Based on U.S. respondents only.

should be. But, as Holmes often noted to Watson, “The game
is afoot.”

1. Easing On Down the Road

Queried about cyclical risk and opportunity, one REIT executive
quipped, “Don’'t ask me what inning we are in. We are playing
cricket!” As this economic cycle entered the history books as
the longest in U.S. history, the level of confidence in the real
estate industry has been palpable.

Property veterans see the internal conditions in the business as
solid. “Real estate will continue to perform,” one experienced
investment manager said. “We don’t see oversupply or over-
leverage.” Developers continue to see opportunities, and one
Sun Belt broker commented, “Builders going gangbusters even
though the cycle is old makes me feel good.” A New York—
based construction executive chimed in, “It is encouraging to
note that the biggest, most sophisticated developers are still
active.”

Reinforcing the optimism about real estate’s ability to withstand
a recession is satisfaction that the property sector’s discipline
in this recovery means that “this time it won’t be our fault” if the
economy falters. Any warning signs are arising from causes
that real estate has little control over. As an economist from an
institutional investor put it, “How much energy should you use
worrying about stuff you have no ability to change?”

This economy may not be as robust as many believe. Although
the consensus of economists has real gross domestic product



Chapter 1: Shifting Focus to the Decade Ahead

Exhibit 1-4 Debt Underwriting Standards Forecast
for the United States

Exhibit 1-6 Availability of Capital for Real Estate,
2020 versus 2019

_ Remain the same _
2020 S as%
2019 .
2018 - .2
2017 - a1
2016 51.7 129
2015 44.7 196 |
2014 39.4 173

Source: Emerging Trends in Real Estate surveys.
Note: Based on U.S. respondents only.

Exhibit 1-5 Equity Underwriting Standards Forecast
for the United States

_ Remain the same _
2020 55.5% o 316%
2019 48.7 . 302
2018 51.4 . 35
2017 54.2 . a3
2016 52.4 . 136
2015 47.5 1A
2014 50.8 185

Source: Emerging Trends in Real Estate surveys.
Note: Based on U.S. respondents only.

(GDP) closing out 2019 with a 2.5 percent gain, and a slowing
but still-positive 1.8 percent advance in 2020, the “stuff you have
no ability to change” is still out there—and worthy of heed. The
yield-curve inversion that took hold and then deepened during
the first half of 2019 leads the list of warning signals. Housing
starts have been softening, and the 6.6 percent year-over-year
decline in residential permits recorded in June is presaging a
weakening period ahead. Auto sales also have been languid,
with implications for the consumer economy as well as for the
manufacturing sector heading into 2020. Viewed one way, the
decision of the Fed to ease interest rates at its July Federal
Open Market Committee meeting is a sign of concern over the
confluence of these domestic signals as well as a hedge against
international risks in both finance and trade.

Another significant indicator of the economy’s fragility, which
the short memories of the 24-hour news cycle seem to have
forgotten, is the impact that the government shutdown of last

Lending source

2020

Debt funds 2019
Nonbank financial
institutions

Insurance companies
Mortgage REITs
Securitized lenders/CMBS

Commercial banks

Government-sponsored
enterprises

Equity source

2020
2019

Private equity/opportunity/
hedge funds

Institutional investors/
pension funds

Private local investors
Private REITs
Foreign investors

Public-equity REITs

1 2 3 4 5
Large Stay Large
decline the same increase

Source: Emerging Trends in Real Estate surveys.
Note: Based on U.S. respondents only.

winter had on hundreds of thousands of workers with “secure”
jobs. The delay in receiving a couple of paychecks prompted
arun on food banks and sent households scrambling to meet
rent and home mortgage payments. This amounted to a “natural
experiment” validating estimates that 41 percent of U.S. house-
holds struggle with an emergency expense as little as $400,
since they must first meet their existing obligations. The extent
to which so many households are “on the edge” is likely under-
estimated in macroeconomic models.

Recessions strike the economy at its points of excess. Many
believe that the shape of the present expansion—moderate in
pace as well as extended in length—has protected it from over-

Emerging Trends in Real Estate® 2020



heating. This is said to be reflected in the low rate of inflation,
due in some measure to the failure of wages to rise over most
of the period of declining joblessness. The coincidence of low
inflation with low unemployment is said to be a justification for
easing monetary policy even as the long economic expansion
persists.

But it may be that the unusual timing of rate reductions may itself

contribute to excess. This is worth watching, especially coming
on the heels of the significant fiscal stimulus of the 2017 tax cuts
and the federal budget, which increased deficit spending by

17 percent in 2019, with red ink that will hit $1.1 trillion this year.
Rate cuts (monetary stimulus) and deficit spending (fiscal stimu-
lus) during a period of economic growth bring us into uncharted
territory, and can be seen as borrowing growth from the future.

If so, then the baseline forecast from the nonpartisan Con-
gressional Budget Office (CBO) comes into sharper focus. That
analysis calls for U.S. real GDP growth to drop to 2.1 percent in
the year ahead (closely in line with private forecasters’ expec-
tations), and then to remain below 2 percent throughout the
coming decade. Core inflation is anticipated to stay at 2.4

to 2.6 percent through 2023, and 2.3 percent thereafter until
2029, while unemployment remains below 5 percent (up a bit
from its recent lows). On the labor front, the more significant
projection is this: after growing over 200,000 jobs per month
on average during the current expansion, the average monthly
gain in employment for the 2020s decade is projected to be
just 46,600.

It is safe to say that few have made plans for investment per-
formance under conditions of such a sharp and then extended
slowdown. Many real estate professionals take comfort in their
experience (“We've been through cycles before”), expect that
the next recession will not be as severe as the global financial
crisis (very probably true), and that the next recovery will be at
least as strong as the current expansion (highly unlikely, if the
CBO projection is even approximately correct).

We could be looking at an especially jolting shock to the system.

In the short run, caution is advisable. One of our interviewees,
with a solid background in troubled assets as a special servicer,
advised asset managers to “put some of your ‘dry powder’
aside to cover lower levels of NOI and for capex over the 2020s
decade.” An opportunistic developer is seeing some “late-cycle
budget busts, where costs are running beyond its projects’
contingency cushion; in those cases, we reevaluate immediately
and if the numbers don’t work, those deals are scrapped.” A
private-equity manager candidly acknowledges, “If the market
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Exhibit 1-7 How Profitability Outlook Has Changed,
2020 versus 2019

Expectations are the same
54.5%

/

Expectations are higher
22.6%

N\

Expectations are lower
22.8%

Source: Emerging Trends in Real Estate 2020 survey.

were to take a turn, we’d find ourselves long on our investments,
long on vacancies,” and suggests that a defensive strategy
might not be such a bad idea right now. For a few years now,
commercial property has been “priced to perfection,” mean-
ing that there is little in the way of a safety margin for negative
surprises.

So: spoiler alert! The “emerging trend” for real estate demand in
the decade ahead is not just for softer demand, it is for dramati-
cally softer demand. As we warned a year ago, confidence

is one thing, complacency is another. At least some serious
attention should be given to the prospects for an extended
downshifting in the economy and its implications for commercial
property demand in the decade ahead.

2. The Siren Call of TINA

Way back in Emerging Trends 2006, chapter one was titled: “As
Long as Capital Keeps Flowing, Everything Will Be All Right.” A
careful reading of that report is instructive in many ways. There
is a familiar ring to much of its narrative:

The big dollars have been made from cap rate compression,
[some] real estate is trading well above replacement cost,
and pricing is ahead of where it should be at this point in the
cycle. The consensus forecast, however, suggests that real
estate can maintain a relative value edge over stocks and
bonds, at least in the near term with the majority view that the
risk premium for property investments has been reduced,
enhancing stability and capital liquidity and limiting the
chances for investment losses.
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Exhibit 1-8 Real Estate Capital Market Balance Forecast,
2020 versus 2019

Debt capital for acquisitions

2020 54%

2019 ‘

Debt capital for refinancing

40%

2020 57%

2019 53%

Debt capital for development/redevelopment

- @

Undersupplied

57%

2019 58%

In balance Oversupplied

Source: Emerging Trends in Real Estate surveys.
Note: Based on U.S. respondents only.

That edition noted that investors were increasingly “foraging
beyond core.” Real estate was characterized as “priced to per-
fection.” Cost concerns in construction labor and materials were
cited as eroding builders’ margins. Interviewees conceded,
“Expansion has been at a subpar rate, but there is still some gas
left.” More suburban mixed-use development was encouraged;
real estate investment trusts (REITs) were anticipated to continue
consolidating into larger, more institutional companies; and
housing prices were seen as being at nosebleed levels. Yet, the
industry’s headline conclusion was that “the real estate climate
remains favorable.”

Exhibit 1-9 Real Estate Capital Market Balance Forecast,
2020 versus 2019

Equity capital for investing

2020

36%

2019 32%

Undersupplied In balance

Oversupplied

Source: Emerging Trends in Real Estate surveys.
Note: Based on U.S. respondents only.

Our point is not a cheap critique of the optimism that reigned
even as the global financial crisis loomed. That would be just
Monday morning quarterbacking. The point is that a surfeit of
capital desperately seeking placement is the very definition

of a bubble that remains unrecognized until it bursts. Ruefully,
one notable Wall Street executive lamented after the collapse a
decade ago: “As long as the music is playing, you've got to get
up and dance.”

The conundrum is real. Investment managers are not paid to
sit on cash. And yet there is serious risk in an approach that
deploys the capital just because it is there. The mantra encap-
sulating a reasoning that one or another investment area must
be chosen so that money can be put to work goes by the acro-
nym “TINA™—“There Is No Alternative.”

There is no doubt about the pressure of capital. The volume of
private-equity dry powder is now estimated to exceed $2 trillion,
with 5 percent or more allocated to real estate. So much money
is looking to be deployed in safe fixed-income investments that
$12 trillion is now parked in negative-interest-rate debt instru-
ments in Europe and Asia. Given the very high level of economic
uncertainty around the world—an index of such uncertainty
maintained by academics at Stanford, Northwestern, and the
University of Chicago is 70 percent higher than during the global
financial crisis—a flight to safety is understandable, with key fac-
tors including Brexit, tariff and trade wars, and political turmoil in
France, South America, and the United States itself.

That search for safety is one reason that U.S. 10-year Treasury
yields have been pushed down, sending the markets a disturb-
ing recession signal, inverting the two-year/10-year yield curve

Emerging Trends in Real Estate® 2020 7



in midsummer. It is also a reason that U.S. equities have been
outperforming international stock indices, as they did between
1996 and 2007. The threat of recession is perceived to be

higher abroad than in the United States right now (with Germany

contracting in early 2019), prompting some worries about “con-
tagion.” Yield, adjusted for risk, is in America’s favor right now
even in today’s environment.

What are the ramifications for real estate, as Emerging Trends’
interviewees see them?

From all corners of the United States, we hear that there is no
shortage of equity or debt capital, but virtually no sense that
there is a wave to ride toward future investment success. On
the contrary, buyers and lenders are described as discriminat-
ing. A North Texas observer remarks on “a continued shortage
of deals with desirable yields; there are more investors chasing
deals than there are good deals available.” A West Coast fund
manager marvels, “It's amazing that U.S. real estate markets
have done so well, given the uncertainty.”

Part of the reason, frankly, has been the hard lesson of expe-
rience. There are still those bearing the scars of the Great
Recession. But it is more than reflexive fear of pain. As one
fiduciary put it, “NCREIF investors are in the second genera-
tion of learning about this asset class, especially in evaluating
mixed-asset portfolios.” They are drawing on more than intuition
about volatility, relative performance among the property types,
or geographic diversification.

The application of “big data” and advanced analytics is com-
ing into play more and more. This trend is migrating from the

institutional investors into other buyer categories and is bound
to accelerate. “Pension funds are cautious,” says one executive
whose firm is a recognized provider of much of the data-shaping
strategies. “With a low probability of future appreciation, pension
funds are getting most of their return from NOI, and this is not
enough to satisfy long-term obligations.” As yields disappoint,
style creep is happening as capital slides up the risk curve.

One researcher at a major retirement fund looks at its legacy
portfolio, overweight in office and retail assets, and concedes
that “the past is our problem: we need to sell those assets

and get into the real estate of the future—which includes data
centers, cell towers, manufactured housing, and mixed-use sub-
urbia.” Selling offices is still an executable tactic; retail, not so
much. What office and retail have in common is the continuous
need for capital expenditure (capex) infusions, just to maintain
market competitiveness. Lightening the portfolio load of such
property types is a way toward capital preservation—do not
spend money that does not earn another marginal dollar.

Public-equity REITs, on the other hand, are likely to prosper in
an environment of easy monetary policy. They certainly have
during the first half of 2019, and one dealmaker in the world of
REITs sees this being one of the best merger-and-acquisition
years ever. There are now 30 REITs with a market cap of $10
billion or higher. He foresees consolidation producing three or
four REITs per property sector, although the total value of these
public companies may actually double over time. There are
certainly opportunities for smaller firms in the “niche” property
types. In terms of timing, he says, “The REITs have little to worry
about from ‘end of cycle’ concerns. Debt discipline is the REITs’

Exhibit 1-10 Anticipated Changes in Commercial Mortgage Rates, Inflation, Cap Rates, and Expected Returns, Next Five Years

90% —
80% —
70%
60%
50%
40%
30%
20%
10%

0%

Commercial mortgage rates Inflation

Source: Emerging Trends in Real Estate 2020 survey.
Note: Based on U.S. respondents only.
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Chapter 1: Shifting Focus to the Decade Ahead

Hot Topic: Extreme Heat and Real Estate

In summer 2019, heat waves engulfed much of the United
States and Europe. According to NASA, July 2019 was the
hottest month on record, and in the first month of 2019 alone,
33 hottest temperature records were broken worldwide.

Both climate change and urban development are leading to
increased extreme heat, which includes higher temperature
days as well as longer and more frequent heat waves.

Without intervention, the current and potential future

impacts of extremely high temperatures—on real estate
developments, infrastructure, and the economy—could be
substantial. Research links extreme heat to as much as a 4
percent decrease in U.S. GDP for midsized cities through
reduced growth rates and increased expenses. For buildings,
high temperatures in urban areas increase building cooling
load by 13 percent. Moreover, extreme heat worsens wild-
fires, drought, and air pollution and decreases electrical grid
stability. Heat also presents tremendous public health risk:
more than 65,000 people in the United States visit emergency
rooms each summer for acute heat iliness.

If greenhouse gas emissions continue, the United States is
expected to have twice the number of hot and humid days
that feel like 100° F or higher by midcentury.

Extreme heat will affect tenant and consumer prefer-
ences: Changing temperatures mean changing thermal and
energy needs, affecting building design or leading to costly
retrofits. For example, air-conditioning demand has become a
factor in Seattle’s competitive rental market. Before the 2010s,
6 percent of Seattle rentals had central AC; responding to
rising temperatures, record apartment construction, and
demand, that percentage has climbed to over 25 percent.

saving grace: low balance sheet indebtedness and a ‘laddering’
of maturities that spreads risk.”

We have been marking the increasing heterogeneity of lenders
for several years now, and that trend shows no sign of slow-
ing down. “There are lots of lenders for all product,” says the
chief operating officer of a midsized value-add and opportunity
investment manager. Borrowers are able shop around. One
professional in the Charleston market reports that “restrictions
on big banks [can] make it hard to get money, so you need to
look at other sources of capital, perhaps cross-border sources
or other nontraditional lending in this small market.”

Extreme heat is likely to influence regional markets and
economies: Extreme heat puts local infrastructure at risk,
potentially leading to broader economic consequences. High
temperatures, for example, interfere with airplanes’ ability to
take off. In June 2017, American Airlines canceled over 40
flights departing Phoenix because daytime highs of 120 °F
were too hot for regional planes to fly.

Local governments are enacting heat-related policies:
To safeguard public health and infrastructure function, local
governments are enacting heat-specific policies and updat-
ing existing ones to stricter standards. Previously, these
policies largely related to social services and emergency
preparedness; today, they are beginning to address land use
and building issues. For example, in May 2019, Miami Beach
enacted an ordinance establishing review criteria to reduce
the temperature-raising impacts of development and waiving
some application fees for developments that contribute to
heat mitigation. Los Angeles and Phoenix are among the cit-
ies that have recently updated existing requirements for cool
roofs and shade cover. Cities are also experimenting with
technologies to reduce heat, such as cool street surfacing.

The built environment offers numerous solutions: There
is no “one size fits all” approach to managing extreme heat,
but numerous available building- and district-scale solutions
can reduce outdoor and stabilize indoor temperatures, and
lower operating costs in an inhospitable climate. For example,
de