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NOTE FROM  
THE EDITOR

AFIRE members and other 
readers of Summit Journal 
may notice that this issue 
looks a bit . . . different?

That’s because it is.

Since AFIRE first launched 
Summit Journal in 2018, each 
issue has grown in length, 
sophistication, and reach. As 
much of the world went virtual 
in 2020—and as organizations 
and leaders sought fresh ideas 
and stable communities to help 
guide their decisions during 
an unprecedented time in the 
world—Summit also became an 
increasingly important resource 
for thought leadership in 
commercial real estate investing. 
This mixture of timing, 
relevance, and the innovative 
insights of AFIRE members 
and guest contributors allowed 
Summit to grow in influence 
over the past year, and even 
earned some industry accolades 
along the way (2020 MarCom 
Platinum Award, 2020 Graphic 
Design USA Award, 2021 AVA 
Digital Platinum Award).

As AFIRE seeks to continually 
elevate our products and 
programs through 2021 and 
beyond, we’ve introduced a new 
design style for Summit. It’s 
simpler, cleaner, and intended 
to prioritize the ideas—and 
challenges to popular opinion—
that serves AFIRE’s core mission 
of helping one another become 
Better Investors, Better Leaders, 
and Better Global Citizens.

As a result of these changes, 
this issue of Summit is our 
largest issue to date, covering all 
sides of the real estate industry, 
including a look at social trends, 
industry outlooks, asset class 
analyses, business leadership 
and talent development ideas, 
development strategies, and 
ESG. And for the first time 
ever, this issue also features 
two extended white papers 
(“Rather Than the Flood,”  
p. 66; “Rising Pressure,” p. 100), 
presenting original research, 
that will feature expanded and 
illuminated features at Summit’s 
digital home, afire.org/summit.
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By Benjamin van Loon
Editor-in-Chief, Summit Journal

I hope you enjoy these changes and 
getting more involved in the dynamic 
conversation at the forefront of 
commercial real estate, institutional 
investing, and business leadership.
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How are shorthand labels 
like the “Sun Belt” and 
the “Rust Belt” shaping 
investment decisions?  
Should they?

Reports of a mass exodus from northern US cities have become 
ubiquitous during the pandemic, while southern cities, towns, and 
suburbs continue to grow. Population shrinkage in northern “Rust 
Belt” cities has gone on for so long that it is no longer news—and 
many investors have simply lost interest in the region. 

The “Sun Belt” investment strategy has become the standard 
for serious investors in the US property markets. The migration 
accelerated by COVID has only increased investor confidence. Yes 
to the Sun Belt, No to the Rust Belt—end of story.

And yet, this universal certainty is concerning. “Everyone agrees” 
is usually a sign that assumptions need to be examined.

Assumptions are dangerous, of course, because they determine how 
facts are interpreted. Assumptions like to hide. Whether cloaked 
in language and metaphors, or in graphs, historical spreadsheets, 
and pro-formas, it’s important to know that the assumptions are 
always there and to understand what they are doing. 

SUN VS. RUST

The concept of Sun versus Rust 
paints a compelling picture: 
shrinking northern cities and 
expanding southern cities. 
This picture becomes clearer 
with analyses such as the 2020 
Migration Report from North 
American Moving Services, 
which showed that in 2020, 
even more people migrated 
away from Rust Belt states 
such as Illinois, Michigan, 
and upstate New York for 
Sun Belt destinations such as 
Arizona, Texas, Florida, and 
the Carolinas.2 In Illinois, for 
example, residents have moved 
away at a rate of one person 
every ten minutes—for fifteen 
years. As with other cultural 
changes during COVID, this 
migration from North to South 
has proven to be consistent and, 
in some cases, accelerating. 

Pandemic aside, why have 
people been migrating? There 
are many reasons, of course, 
but according to Harvard 
Economist Ed Glaeser, “Since 
the 1970s, increases in housing 
supply have been as important 
as increases in productivity in 
driving the increases in Sun Belt 
population.”3 Simply stated, 
homes cost less in the South. 
At the same time, taxes in 
those regions are minimal. Of 
course, warmer weather doesn’t 
hurt, and as baby boomers, the 
largest demographic cohort, 
transition into retirement, they 
also drive-up demand.

Investors assume that these 
migratory trends will continue. 
This assumption may be 
correct, but how much does it 
take into account all risks and 
opportunities in both regions—
and for how long? 

“I do not think it means what you 
think it means.”
—William Goldman1
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DECONSTRUCTING THE SHORTHAND

This shorthand for geographic 
regions in the US has dominated 
industry discourse for decades, 
and words have power over 
perceptions. Rust Belt is a label 
that communicates loss and 
hopelessness, and it can color 
an investor’s perception of 
risks and opportunities. How 
many investment strategies 
and decisions are swayed by 
words? As residents of this 
region—we often witness 
the cognitive dissonance of 
friends and colleagues that are 
convinced that we live in the 
ruins of another industrial age. 
(We do not.)

Rust Belt was always a 
colorful overstatement, such 
that investors in the region 
came to be positioned as 
adventurous, charitable, or just 
plain foolhardy. Nonetheless, 
the benefits of the region, and 
the promise of their long-
term potential to residents 
and investors alike, has been 
(and continues to be) well-
documented. For the sake of 
making better assumptions, 
it may be time to find another 
way to describe this region. But 
what should it be called? 

The term Sun Belt was coined in the late 1960’s, and around the 
same time, the Rust Belt emerged as a shorthand way to describe 
manufacturing centers located in a “belt” from upstate New York, 
to Pittsburgh, Cleveland, Detroit, Chicago, and Milwaukee. As 
these former industrial centers became obsolete or fell behind 
to new competition, companies moved, outsourced, or went 
out of business entirely. Towns and cities lost jobs, plants and 
infrastructure “rusted” and fell apart as populations moved away. 
(This trend was observable in other countries, as well, as older 
industrial towns such as Berglagen, Sweden; Saarland, Germany; 
Shikoku, Japan; and much of northern England have struggled 
through a time of changing technology and markets.)

RENAMING A REGION

To help find the right descriptor, let’s review what this region is 
today. After fifty years, it has quietly transformed into something 
innovative, resilient, and in some cases, rust-free.

To start, it’s important to understand the scale of the Rust Belt—
starting with the fact that, if it were counted as a country, it would 
be home to the third-largest economy in the world, with a GDP 
of US$6 trillion—just behind the US and China, and greater than 
Japan, Germany, or the UK.4

Additionally, there are 17 million people in the region,5 as well as 
nearly a quarter of all US R&D, and eighteen of the top hundred 
universities in the world.6

The region also surrounds the US side of the Great Lakes, where 
the US annually ships more than 200 million tons of cargo and 
comprises over half of the US-Canada border trade. This volume 
represents more than all US trade with France, Germany, South 
Korea, or the UK.8

With the trade, education, and manufacturing capacity stronger 
than many realize, the region is delivering new technology in 
a way that few other regions can—including advanced R&D 
underway across biotech, infotech, nanotech, and polymers. 
For example, Pittsburgh, Pennsylvania has become a significant 
global center for robotics and autonomous vehicles. And Akron, 
Ohio used to be the tire and rubber manufacturing capital  
of the world. Those production lines closed down a while ago,  
but now that same infrastructure leads advanced polymer  
research and manufacturing, with 400 manufacturing and 
distribution companies.9
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RESILIENCY IS THE KEY TO REGIONAL RECLAMATION

Beyond innovation, there is 
one important fact to consider 
when evaluating the future 
of the region—perhaps more 
important every year—based 
on the region’s proximity to the 
Great Lakes:

The Great Lakes hold 21% of 
the world’s surface fresh water 
and 84% of US surface water.10

On this fact alone, and as 
underscored by the dozens 
of new “point of no return” 
climate change reports released 
every quarter, it seems that the 
term Rust Belt—if once useful 
for making a novel observation 
about post-industrial cities—is 
no longer adequate or accurate 
for signaling the livability and 
investment potential of the 
region. A 2018 analysis from 
the Brookings Institution clearly 
makes the case for how the 
nation’s “freshwater coast” will 
be integral to Rust Belt revival.11

Experts from the Nature 
Conservancy make a similar 
case, and even go so far as to 
suggest that “Blue Belt” might 
be a more relevant evolution 
of the regional nomenclature,12

while IndustryWeek goes one 
notch up the color spectrum 
to suggest “Green Belt” for 
similar reasons.13

Researchers focused on water 
innovations for the region, 
including Rachel Havrelock, 
director of the Freshwater Lab 
at the University of Illinois 
at Chicago, have suggested 
something more intuitive: Water 
Belt. Referencing drought, 
fl oods, and other massive 
weather events impacting 
livelihoods and even lifespans 
in increasingly large swaths of 
the US—including the sunny 
southern states—Havrelock 
writes, “there is a need to 
transform our much-maligned 
Rust Belt into a Water Belt, a 
freshwater oasis for the world.”14

While AFIRE and Summit 
Journal will increasingly 
promote terminology along 
these “post-Rust Belt” lines 
(see editor’s note), many of the 
local population refer to theirs 
as the “Great Lakes Region.” 
The region has a shared culture 
and common history of 
immigrants from around the 
world, and for decades, linguists 
have studied the shared dialect 
of the region (what they call 
“the Great Lakes shift,” which 
stretches from New York in 
the East to Wisconsin in the 
West). Shared language, shared 
education, shared industries, 
and shared lakes. 

NOTE FROM THE EDITOR ON “RUST BELT” 
TERMINOLOGY AND THE AFIRE MANUAL OF STYLE

To help with the production and evolving international style of 
Summit Journal, AFIRE relies on an in-house “Manual of Style,” 
or a continually evolving guide we use to make editorial decisions 
on everything from comma usage and currency symbols to 
standard language to describe institutional real estate processes.

While all style guides contain a lot of rote, technical rules of 
interest mostly to design and production teams, these documents 
also contain some key judgment calls that refl ect the values of 
the organization. At AFIRE, our core mission is to help each 
other become Better Investors, Better Leaders, and Better Global 
Citizens. The directive to speak clearly, plainly, factually about our 
business is central to this mission.

This directive likewise informs the judgment calls we make as 
Summit Journal editors. To make sound editorial judgments, we 
rely on research, data, trends, and the professional expertise of 
our members as leaders in the industry. Using Rust Belt to describe 
former industrial cities is, at best, a term of endearment (in which 
case, it can be tolerated from an editorial perspective). At worst, 
the term is ambiguous—and as the data show—inadequate for 
describing the current status or long-term economic, environmental, 
and political futures of cities in the broader Great Lakes Region.

As context permits, Summit Journal may prefer variations of Water 
Belt, Freshwater Coast, Great Lakes Region, or similarly informed 
terminology, to aid in the clarity and focus of our content.

– Benjamin van Loon, Editor-in-Chief, Summit Journal
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This is, of course, a blunt 
measurement of the cost of 
housing, but directionally it 
points to decreased arbitrage. 
The fast-growing populations 
are increasing the demand and 
cost of housing. But what about 
taxes? For example, many 
companies and individuals 
have relocated to Texas to take 
advantage of lower taxes. But 
population growth and climate 
change could put an end to that, 
sooner than we think. 

With more than twenty years 
of signifi cant growth in the Sun 
Belt population, the need for 
high-quality infrastructure has 
only increased, while zoning 
and building practices have 
made infrastructure such as 
power, roads, and sewage more 
expensive. Climate change 
makes it cost more. In February 
2021, Texas was devastated by 
what was called a “freak winter 
storm” with temperatures as 
low as -10C (13F), 69 deaths, 
and US$18 billion in damages. 
With infrastructure and 
buildings designed primarily 
for temperate to hot weather, 
the Arctic temperatures were 
especially devastating. Millions 
of people were left without heat 
or drinkable water for days, and 
even weeks.15

Texas will likely need to improve 
their power grid and require 
more tax revenues to do so. Of 
course, the leadership of Texas 
will make every attempt to keep 
that increase to a minimum—
but no one can get something 
for nothing.

And that’s not the last “freak 
storm” that will challenge 
the Sun Belt. According to 
the Environmental Defense 
Fund, “Though it can be hard 
to pinpoint whether climate 
change intensifi ed a particular 
weather event, the trajectory is 
clear—hotter heat waves, drier 
droughts, bigger storm surges 
and greater snowfall.”16

WATER BELT SUN BELT

Chicago $276,992 Miami $389,138

Pittsburgh $200,195 Phoenix $310,514

Buffalo $167,231 Atlanta $311,092

Milwaukee $147,854 Orlando $277,218

Cleveland $80,812 Dallas $244,403

Detroit $46,103 Houston $204,810

EXHIBIT 1: ZILLOW.COM LISTED HOME VALUES; 
WATER BELT AND SUN BELT CITIES

Source: Zillow.com

COMPARING THE BELTS

So, how does the Water Belt measure up to the Sun Belt? By current 
metrics, it doesn’t. 

Local taxes are higher in the Great Lakes. Many governments 
have underfunded their infrastructure and pension plans to the 
point where bankruptcy and/or even higher taxes are likely. 
(see also: “Rising Pressure,” p. 100). Overall cost of living is higher 
in the North, and it’s colder in the winter. Not attractive. But how 
permanent and how much of a difference is there between the two?

Migrants to the Sun Belt often talk about a lower cost of housing. 
For some time, that has been the case, but a quick look at Zillow’s 
listed home values tells a different story: Phoenix, Miami, and 
Atlanta are all higher than the most expensive Great Lakes city, 
Chicago, while Dallas and Houston aren’t far behind.

* Note: Prices indicate proprietary Zillow determination of “typical” 
housing pricing, which “is seasonally adjusted and only includes the 
middle price tier of homes.”
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EXHIBIT 2: COUNTY POPULATION CHANGE BY CLIMATE RISK17

Source: Brookings Institution analysis of 1990 decennial census; 2014–2018 American Community 
Survey five-year estimates; EPA CRSI risk scores by county

HIGH GROWTH

ALL OTHER COUNTRIES

MARICOPA COUNTY, AZ

HARRIS COUNTY, TX

MIAMI-DADE COUNTY, FL

TARRANT COUNTY, TX

ORANGE COUNTY, CA

DALLAS COUNTY, TX

BROWARD COUNTY, FL
ORANGE COUNTY, FL

WAKE COUNTY, NC

MECKLENBURG COUNTY, NC

LOS ANGELES COUNTY, CA
CLARK COUNTY, NV

COLLIN COUNTY, TX

RIVERSIDE COUNTY, CA

BEXAR COUNTY, TX
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CLIMATE CHANGE IS ALREADY HERE, AND MOVING FAST

Climate change has moved 
from something that might 
happen in the decades to come, 
to something that is happening 
right now: drought, fire, storms 
and floods.

At the end of 2020, 40% of the 
US was in a state of drought—
most of it in the Southwest and 
Western regions.18 During 2020 
there were 57,000 wildfires 
that engulfed more than 10.3 
million acres—an increase of 
50% compared to 2019.19 The 
smoke from these fires could 
be seen and smelled thousands 
of miles away, and even hid the 
sun in some places.

According to the National 
Oceanic and Atmospheric 
Administration, the Southeast 
saw a “[threefold] increase in 
flooding days” from 2019 to 
2000. For example, Charleston, 
South Carolina, had thirteen 
days where flooding reached 
damaging levels in 2019, 
compared to only two days 
typical in 2000. And along the 
western side of the Gulf, in 
Texas, Sabine Pass and Corpus 
Christi had 21 and 18 flood 
days, respectively, in 2019.20 
Miami may not be underwater 
(yet), but they are experiencing 
record amounts of “sunny day 
floods,” or flooding that occurs 
at high tide. Between 9 and 19 
of these floods occurred in the 
Miami area in 2019.21 

In 2020, the US experienced 
a record-breaking hurricane 
season with thirty named  
storms, and floods. The last time  
the US had a record-breaking 
year was 2005. There are and 
will be larger storms, more  
often, and the records continue 
to be broken. 

The more frequent these events, 
the less of an advantage the 
Sun Belt has, and the more 
the Water Belt is positioned 
for in-migration and growth. 
How long will the population 
of the Sun Belt continue to 
grow, especially in the face of 
these weather events and other 
economic pressures? And at 
what point does the Great Lakes 
Region, and its former industrial 
capitals grow again? The answer 
to these questions can be found 
in the facts, but depends on 
assumptions for context. 
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A data-driven initiative 
to remake how and what 
we build.

Real estate plays a defi ning role in the American economy. It is by 
far the largest asset class in the United States, comprising over 40% 
of private assets nationally, followed by bonds, stocks, and cash 
(Exhibit 1). But we invest—and reap—far more than wealth from 
what we build. Our built environment is an expression of health, 
innovation, community, and culture. It is a physical refl ection 
and embodiment of the human experience, its values, and its 
aspirations—and the ways they have evolved over time, for better 
and for worse.

Real estate is cyclical. Industry 
players are accustomed to 
periodic market resets, where 
credit tightens, demand is 
weak, and the construction 
sector sheds jobs. During these 
“resets,” some combination of 
time, bailouts, and corporate 
pivots ushers in the next cycle 
of growth. The current cycle 
began with a reset triggered by 
the subprime mortgage lending 
crisis and subsequent Great 
Recession of 2007 to 2009. 
Today, the industry is overdue 
for its next reset—but this one 
is different.

For generations, the presumptive 
American real estate consumer 
has been a middle-class White 
family—a fact that is refl ected in 
the products, pricing, planning, 
and public policies that form the 
baseline of industry practice. 
But today, fi ve converging 
trends are disrupting this 
market fundamental: persistent 
segregation by race and income, 
the demographic transformation 
of America, destabilized 
regional housing markets, the 
future of work, and disruptions 
to the retail ecosystem. Thus 
far, the real estate industry has 
only responded at the margins 
to these trends. If we continue 
“business as usual,” the real 
estate industry risks not only 
another market crash, but also 
becoming a central contributor 
to the deterioration of American 
political and social cohesion.

EXHIBIT 1: INVESTMENT ASSET CLASSES BY SIZE

In billions as of third quarter, 2020

Source: Brookings analysis updated and expanded from Ghent et. al. 2019 
using data from the Federal Reserve, the World Federation of Exchanges, 
and the Securities Industry and Financial Markets Association.

Reprinted with permission by authors at the Brookings Institution. 
To read the full fi ve-part article, visit brook.gs/3aesthm.

Cash Commercial
real estate

Residential 
real estate

Stocks Bonds Real estate
(combined)
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The American real 
estate industry can 
create communities of 
opportunity—or face a 
future both figuratively  
and literally underwater.

The intersecting crises of 2020—
the COVID-19 pandemic, 
subsequent economic recession, 
racist police brutality, and 
climate-induced catastrophe—
are exposing and accelerating 
economic and fiscal fragility, 
environmental vulnerability,  
and deep inequities that have 
been mounting for decades. 
These crises were born in no 
minor part out of land use and 
investment patterns—heavily 
influenced by discriminatory 
policies, industry practice, 
and toxic cultural attitudes—
which prioritized profits over 
stewardship of the asset class that 
comprises the building blocks of 
our economy and society. 

Yet these crises are occurring 
at a time when the demand 
for communities that are more 
prosperous, resilient, and 
equitable is on the rise. For 
years, anger over persistent 
racial and economic segregation 
and disinvestment, demographic 
shifts, and changes in where and 
how we work and shop have 
been shifting both needs and 
preferences for housing, retail, 
and office space—not only in 
terms of what gets built, but 
also where and how buildings 
cluster and connect with one 
another in place.

But despite mounting signs 
and evidence, the real 
estate industry—from local 
developers to Wall Street 
financiers—has remained 
structurally unprepared to 
meet this demand. Instead, the 
industry has remained deeply 
entrenched in or beholden to 
financial, legal, and professional 
institutional frameworks that 
pick winners and losers—to 
the detriment of the greater 
American society. This, in turn, 
has left too many communities 
one Hurricane Katrina (climate 
crisis) or one global pandemic 
(COVID-19) away from 
economic disruption and fiscal 
deterioration, hampering their 
collective ability to fully recover 
and making them all the more 
vulnerable to future calamities.

All this provides both an 
imperative and an opportunity 
for the real estate industry—
supported by policymakers—
to reimagine our built 
environment and reset current 
policy and practice toward 
that vision. To this end, these 
leaders must recognize the need 
to create more “communities 
of opportunity”—with full 
appreciation of the fiscal, social, 
and environmental benefits  
that doing so will yield for cities 
and regions. More than that, 
they need to embrace their role 
and responsibility in shaping 
that future.
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EXHIBIT 2: WHO IS THE REAL ESTATE INDUSTRY

Source: Author

WHAT ARE “COMMUNITIES OF OPPORTUNITY”?

“Opportunity Communities” are a model developed by the Kirwan 
Institute at the Ohio State University, which have been mapped 
in multiple US regions through a partnership with Department 
of Housing and Urban Development’s (HUD) Sustainable 
Communities Initiative under the Obama administration. The 
model is holistic and flexible to local values regarding what 
matters most and how to measure what makes a neighborhood 
a great place to live, but the core concept is that communities of 
opportunity are places that have decent housing that most people 
can afford; have proximity to jobs; are multimodal, meaning 
walkable and transit-accessible; have quality public schools; and 
are healthy and resilient, with green space, access to food, and 
manageable disaster vulnerability.

THE GREAT REAL ESTATE RESET INITIATIVE

This initiative presents and describes the major forces that have 
pushed the industry toward this moment, and then will seek to 
articulate the practices and policies the industry and the public 
sector must adopt in order to successfully meet it.

We begin by describing five sets of structural market trends, and 
why they matter to our collective ability to create more prosperous, 
equitable, and resilient communities of opportunity. We will then 
kick off a collaborative effort to develop a “Real Estate Reset” 
playbook with partners inside and outside the industry, featuring a 
yearlong multimedia series that will articulate specific, actionable 
ideas for policy and practice reform.

Separate and unequal: Persistent residential segregation is 
sustaining racial and economic injustice in the US.

Modernizing family: America’s demographics are 
transforming, but our housing supply is not.

Risky (housing) business: Distorted and destabilized housing 
markets are pushing households into climate-risky, low-
opportunity communities.

The office, reimagined: The nature of office work is shifting, 
and so must downtowns.

Retail revolution: The new rules of retail call for small 
business empowerment.

The goal of this joint Brookings-LOCUS initiative is to facilitate 
a more transparent and inclusive conversation in real estate that 
goes beyond talking to each other behind tiers of member-only 
paywalls. Through these discussions, it is our hope to present a 
new vision for industry practice that looks further than short-
term gains or what’s hot for the next quarter, and instead sets in 
motion a systemic transformation of the real estate ecosystem—
one based on care and common sense consideration of our assets 
to nurture better outcomes for more people and places.

NONPROFIT

PUBLIC 
SECTOR

PRIVATE 
SECTOR

Finance

Builders

Insurance Brokers & 
Realtors

Regulators
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Separate and unequal: 
Persistent residential 
segregation is sustaining 
racial and economic 
injustice in the US.
Very few Americans live in neighborhoods that are affordable, 
green, close to jobs, and racially and economically integrated—
to the point where it is a relatively common view that such 
communities are an idealistic or utopian vision rather than an 
achievable goal or national necessity. While most Americans agree 
that our economic system favors the powerful, there is no broad 
consensus from the White majority that integration is essential to 
make our country more fair. Racial integration without economic 
integration—also known as gentrification—has consumed the 
urbanist movement with controversy.

A mountain of research and a world of common sense tell us that 
place matters. There are so many essentials to the American dream 
that are geographically constrained, and the only way to ensure that 
Americans of all races and incomes have a fair opportunity is to 
build a world where good neighborhoods are not scarce, expensive, 
and exclusive, and where all households can put down roots and 
keep them. The attributes of communities of opportunity—good 
schools, proximate jobs, retail amenities, and parks—are tied to 
place. We need more good places for more people.

Today, well over half a century since the civil rights movement 
fought for the principle that separate is inherently unequal, real 
estate industry practices and local public policies have not been 
held accountable for making very little progress on integrating our 
neighborhoods. If we want to see progress on inclusion and racial 
justice, the industry and policymakers will have to work together 
to dismantle these systems and replace them with ones that nurture 
opportunity and connection.

THE TRENDS

Generations of economic and demographic shifts—facilitated by 
public policy—have produced a hyper-segregated metropolitan 
landscape, enabling predatory lending structures in and 
devaluation of minority neighborhoods.

  Federally subsidized suburbs created generational wealth-
building opportunities for White people.

After World War II, loans guaranteed by the Federal Housing 
Administration and the Department of Veterans Affairs opened 
up the possibility of homeownership (and wealth-building) to 
millions of American households. However, these loan programs 
were explicitly structured to exclude Black people and to favor 
particular places: the newly minted suburbs.

In 1950, the 50 largest US metro areas contained almost half of the 
country’s population. These areas in aggregate were 90% White in 
that year (matching the nation as a whole), but the suburbs were 
even Whiter, at 94%. As the civil rights movement opened up the 
prospect of integration, White flight to the suburbs only intensified, 
significantly increasing the spatial scale of racial segregation. 
Jurisdictional boundaries reinforced this segregation: Even as 
Black and immigrant populations began to move into suburban 
areas, they encountered the same exclusionary and segregationist 
zoning policies that created segregated cities and the first White 
suburbs years prior. The upshot of all this is that today, the vast 
majority of White people live in suburbs—and White people and 
people of color largely do not live in the same suburbs.
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EXHIBIT 3: REGIONAL DISTRIBUTION OF 
POPULATION BY RACE

Today’s MSAs containing the top US cities by population 
in 1950 and 2018

Source: Brookings analysis of IPUMS USA, University of Minnesota

Even after decades of 
growing diversity and spatial 
mobility, most Americans 
still live in racially segregated 
neighborhoods.
From 1950 to 2018, the United States went from 90% White to 
60% White. The US has been becoming more multiracial rapidly 
in recent decades, with the total population of people of color 
increasing by 51% between 2000 and 2018, compared to a 1% 
increase in the White population.

All this change has yielded some progress on racial integration. As 
Exhibit 4 shows, the neighborhood of an average White resident 
in the 100 largest metropolitan areas became slightly less White 
between 2000 and 2018, decreasing from 79% White to 71%. 
More notably during this period, the neighborhood of the average 
Black resident crossed the threshold from majority-Black to a 
diverse plurality because of Latino or Hispanic population growth. 
Still, while our cities and regions are becoming far more racially 
and ethnically diverse, segregation has remained persistent. 

EXHIBIT 4: RACE-ETHNIC MAKEUPS OF AVERAGE 
NEIGHBORHOODS OF DIFFERENT GROUPS IN 
METRO AREAS

2000 and 2014-2018

Source: William H. Frey analysis of 2000 Census and 2014-2018 multiyear
Armerican Community Survey.
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SUBURBANIZATION HAS ALSO SEGREGATED 
THE NATION’S NEIGHBORHOODS BY INCOME.

By enormously expanding the footprint of the American 
metropolitan settlement, suburbanization created a patchwork 
of communities built by design to be spatially sorted by income. 
Both modern zoning and the scale of modern housing industry 
production have channeled a century of growth into different types 
of housing rigidly segregated in space. Growth at the subdivision 
scale, instead of by parcel or by block, created and catapulted 
to dominance an unprecedented urban form: communities where 
detached single-family homes do not share a property line or 
road access with anything but other single-family homes. Thus, 
those who can afford those homes do not see or share space with 
households outside their real estate market bracket. The allocation 
of low-income housing tax credits, housing vouchers, and the 
siting of public housing also contribute to today’s unprecedented 
isolation of low-income people of color.

Nationwide, over 80% of low-income Black people and three-
quarters of low-income Latino or Hispanic people live in 
communities that meet the federal statutory defi nition for “low-
income” communities. This is in contrast to just under half of low-
income White people. These patterns have long been evident in 
center cities, fueling tremendous political tension between a small 
number of very wealthy, mostly White neighborhoods and low-
income communities of color with their own needs and priorities. 
But such patterns are repeating themselves in suburbs, too, with 
the increasing concentration and isolation of low-income residents 
now the most common form of neighborhood change in these 
jurisdictions as well.

EXHIBIT 5: NOT ALL LOW-INCOME PEOPLE LIVE IN 
LOW-INCOME COMMUNITIES-THE RATE VARIES BY RACE

Source: Kim and Loh, 2020. Data from the 2018 American Community Survey, 5-year estimates.

SEGREGATION ENABLES THE REAL ESTATE FINANCE 
INDUSTRY’S PREDATORY TARGETING OF BLACK AND 
BROWN NEIGHBORHOODS.

The real estate fi nance industry has consistently exploited and 
exacerbated segregation since World War II, beginning with 
excluding Black neighborhoods from eligibility for homeownership 
or rehabilitation loans—a practice known as redlining. And 
throughout the civil rights era, the industry exploited, reinforced, 
and worsened segregation through other racist lending practices.

Most recently, there is widespread evidence that the real 
estate fi nance industry targeted Black and Latino or Hispanic 
neighborhoods with subprime loan products, committing “reverse 
redlining” in the years leading up to the 2008 fi nancial crisis. 
As a result, foreclosure rates between 2005 and 2009 were an 
estimated 3.5 times higher in Black neighborhoods than in White 
neighborhoods, and 2.7 times higher in Latino or Hispanic 
neighborhoods. The cumulative outcome of decades of predatory 
lending practices—in combination with other economic trends—
is a dramatic erosion of homeownership, concentrated in “middle 
neighborhoods” and legacy cities (Figure 4).

Suburbanization, particularly in slow-growth regions, has had 
a destabilizing effect on housing values in predominantly Black 
neighborhoods. But undervaluation is not only a function of low 
demand. Rather, systemic bias in lending and appraisals are among 
the reasons that Black neighborhoods are signifi cantly devalued 
relative to predominantly White neighborhoods. Analysis by 
Andre M. Perry, Jonathan Rothwell, and David Harshbarger 
revealed that after controlling for differences in housing quality 
and various neighborhood characteristics, homes in majority-
Black neighborhoods were valued 23% lower than homes in 
neighborhoods with few or no Black residents.

White Black Hispanic Asian Native

POVERTY RATE

LOW-INCOME PEOPLE IN LOW-INCOME COMMUNITIES
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EXHIBIT 6: CHANGE IN THE NUMBER OF OWNER-OCCUPIED HOUSING UNITS

2000 and 2018

Source: Updated and expanded from Mallach, 2018. Data from the 2000 census and 2013-18 American 
Community Survey 5-year estimates.

WHY THESE TRENDS MATTER

Public policy and industry 
practice have produced a 
separate and unequal landscape 
of American neighborhoods, 
propagating multigenerational 
negative impacts on health, 
social mobility, and wealth 
for people of color as well 
as harmful divisions in our 
economy and society.

These systemic inequities have 
most recently been exposed by 
COVID-19’s disparate impacts 
along lines of race and ethnicity. 
Nationwide, Black people are 
dying at 2.4 times the rate of 
White people—the result of the 
inequitable living conditions, 
work circumstances, underlying 
conditions, and lower access to 
health care that characterize 
segregated neighborhoods.

But the impacts of segregation 
extend much further than 
COVID-19. Segregation 
has made it possible to 
geographically target—as well 
as withhold resources from—
minority communities through 
a host of negative policies 

and practices, including 
overpolicing, underinvestment, 
and devaluation. These are 
forces that impede wealth 
accumulation and halt social 
mobility. As of 2016, the 
median net worth among White 
families was 10 times that of 
Black families, and more than 
eight times that of Latino or 
Hispanic families.

These racial wealth differences 
are not simply due to familial 
or inheritable differences—they 
are the result of a community 
context with worse access 
to education, employment 
opportunities, health care, and 
open space. For example, Black 
students are seven times more 
likely than White students to 
attend high-poverty schools 
with a high share of students 
of color, which have been 
consistently linked to lower 
academic achievement levels. 
Black urban neighborhoods are 
literally hotter, sometimes by 
10 degrees Fahrenheit or more. 
And Black entrepreneurs—

including those in real estate—
have less access to capital (such 
as the Paycheck Protection 
Program) in part due to racial 
prejudice and ongoing redlining 
by business lenders and the 
appraisal industry. Because of 
that, Black small businesses 
owners are more likely than 
their White counterparts to use 
personal savings and fi nances 
(including home equity) to 
start businesses—repeating 
segregation’s loop of exclusion 
and discrimination, where 
Black people face barriers to 
homeownership and wealth-
building in communities of 
opportunity.

Beyond the direct effects on 
individuals and families, race- 
and income-based segregation 
has long-term, negative impacts 
that affect all residents of a 
community. A 2017 report 
from the Urban Institute 
and Chicago’s Metropolitan 
Planning Council found 
that higher levels of racial 
segregation are associated not 

only with lower income levels 
for Black people, but also lower 
educational attainment for 
both White and Black people, 
as well as lower levels of public 
safety for all residents of an 
area. Similarly, Perry and his 
colleagues document a $156 
billion cumulative loss from 
the devaluation of homes in 
Black neighborhoods—money 
that would otherwise be 
circulating in local economies. 
As law professor Sheryll Cashin 
observed, this “segregation 
tax” is also costly to White 
people, who pay extreme price 
premiums to live in exclusive 
neighborhoods. McKinsey 
& Company estimates that 
continued racial and economic 
segregation will cost the US 
4% to 6% of its GDP by 2028 
due to its dampening effect on 
consumption and investment.

Whatever the calculations, 
policymakers and industry 
leaders need to take heed of these 
impacts and use their power 
to divest from the exploitation 
and exclusion of communities 
of color. Instead, they should 
actively invest in new policies 
and practices that will advance 
connection, integration, and 
prosperity for Black and Brown 
people and places.

To read the rest of this article, 
go to brook.gs/3aesthm
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The events of the past year 
have driven businesses to 
confront racial inequity, but 
some still shy away from the 
challenging language needed 
to make real, restorative,  
and economic progress.

WHAT CAN LEADERS IN REAL ESTATE DO? 

That is the question AFIRE CEO 
Gunnar Branson recently posed 
in his Summit Journal article “A 
Real Estate Reckoning.”1 In the 
article, Branson discusses the 
uncomfortable truths further 
illuminated by the Black Lives 
Matter (BLM) protests sparked 
in the US in summer 2020. 
BLM is a member-led global 
network established seven years 
ago by organizers Alicia Garza, 
Patrisse Cullors, and Opal 
Tometti. Beginning in May 
2020, the movement generated 
the highest number of protests 
since the last major period 
of civil rights in the 1960’s. 
Scholars and crowd-counting 
experts confirm that BLM 
has since become the largest 
movement in US history.2 

Branson writes, “The problems 
addressed by the protestors call 
for much more than another 
corporate diversity initiative. 
They ask for meaningful 
change while empathetic and 
supportive people everywhere 
ask, ‘what can we do?’”3 

It is necessary to know the 
impetus of the historical protests 
of 2020 to understand the import 
of Branson’s question. In short, 
resistance to the myth of White 
supremacy—the illusion that 
races of people exist and ranks 
people categorized as White at 
the top of the racial hierarchy 
— catalyzed protestors to center 
affirmation of the humanity of 
Black people.

The video of Minneapolis 
police officer Derek Chauvin 
murdering George Floyd was 
the initial spark for the protests. 
The energy of the protests then 
grew and was partially sustained 
by other videos of police 
violence against protestors 
and the Black community. 
The disproportionate impact 
of COVID-19 on Black 
communities was also a driving 
factor. The myth of White 
supremacy is the reason for 
these gruesome realities and 
was fuel for massive resistance 
last summer. 

So, what can leaders in real 
estate do to bring about 
meaningful change? What part 
can leaders in real estate play 
in the resistance to the myth of 
White supremacy? In his book 
The Power of Darkness, Leo 
Tolstoy famously wrote that 
“everyone thinks of changing 
the world, but no one thinks of 
changing himself.” However, in 
this environment, everyone can 
do something. Change starts 
with individuals, so leaders in 
real estate can start with a focus 
on themselves. 
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WHAT IS WHITE SUPREMACY? 
WHY DO WE NEED TO CONFRONT IT?

White supremacy is an idea based on a set of popular lies that 
distort and deny the value inherent in human beings. The ideology 
was constructed by White people to acquire and preserve power 
for White people. The original and earlier propagators of the myth 
used violence and laws to instill the mistruths. For example, as 
also detailed by the Brookings Institution, “In 1680, the Virginia 
assembly passed new legislation preventing ‘any negroe or other 
slave’ from raising a hand to any White person, a measure that put 
[White] servants on a par with their masters in their impunity for 
abuse of enslaved people, and stripped enslaved people of any right 
of self-defense.”4

EXHIBIT 1: “AN ACT FOR 
PREVENTING NEGROE 
INSURRECTIONS” (1619)

from The Statutes at Large; Being 
a Collection of All the Laws of 
Virginia from the First Session of 
the Legislature, in the Year 1619

Source: William Waller Hening, 
ed., The Statutes at Large; Being 
a Collection of All the Laws of 
Virginia from the First Session of 
the Legislature, in the Year 1619
(New York: R. & W. & G. Bartow, 
1823), 2:481; encyclopediavirginia.
org/3788hpr-ade5c08e9d09009/
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White supremacy is an idea based on a set of popular lies that 
distort and deny the value inherent in human beings. It assigns 
superiority to White people, inferiority to Black people, and 
measures all human beings based on their proximity to these 
two groups. The ideology was constructed by White people to 
acquire and preserve power for White people. White supremacy 
is expressed culturally, economically, and politically. The US was 
founded on the myth and it is powerfully embedded in US culture, 
systems, and structures.

The most underrated characteristic of White supremacy is the 
omnipresence of “Whiteness”. The fact that its omnipresence is 
underestimated demonstrates the strength of its effectiveness and 
durability. Everyone is susceptible to unknowingly ingesting the 
myth and perpetuating it. People cannot contend with something 
that they do not believe exists and are therefore prevented from 
knowing that they suffer from overexposure. An unaccredited 
adage says, “You cannot conquer what you do not confront, and 
you cannot confront what you do not identify”.

People tend to believe that White people who openly and brashly 
purport White supremacist or anti-Black sentiments are the sole or 
primary perpetrators of supremacy. Everyone can be complicit in 
upholding the myth of White supremacy, so no one is completely 
free from blame. The myth was created by White people for 
their own benefi t, such that White supremacy provides social 
and material rewards for White people. The fact that social and 
material rewards incentivize White people to preserve the myth is 
why looking inward is an especially crucial start for White leaders 
in real estate who want to confront it.

WHAT ARE CRITICAL FIRST STEPS TO CONFRONTING 
THE MYTH OF WHITE SUPREMACY? AND WHY?

People can go a lifetime unaware 
of their internal motivations. 
Self-introspection and self-
interrogation are critical fi rst 
steps to confronting the myth 
of White supremacy. Self-
introspection is the examination 
of your motives and actions. 
It will highlight what you 
are doing and why. Self-
interrogation is the examination 
of your emotional and mental 
processes. It will uncover how 
you feel and what you think. 

Self-introspection and self-
interrogation are especially 
critical on a White person’s 
journey to confronting White 
supremacy because being White 
has often meant not having to 
think about what it means to be 
White. It has meant not having 
to examine how complicity with 
White supremacy dehumanizes, 
marginalizes, and causes the 
injury and death of Black, 
Indigenous, and people of color 
(BIPOC). It has meant not 
having to examine the utility of 
White supremacy. 

A lack of examination 
diminishes the ability to see 
the myth of White supremacy 
at work within and around us. 
If people are unaware of their 
complicity with the myth of 
White supremacy, then they 
are not making conscious 
decisions to protect or abolish 
it. Unawareness robs them of 
the opportunity to choose to 
preserve or resist the myth. This 
unawareness is often glaring 
in otherwise well-intentioned 
corporate diversity initiatives 
that primarily or exclusively 
aim to racially diversify staff. 
Yet, the initiatives overlook the 
White supremacy in and around 
it that has led to and sustained 
an overwhelming racially 
homogenous staff. 

A lack of examination also 
reduces the capacity they need 
to encounter the discomfort 
that comes along with seeing 
it. Self-interrogation and self-
introspection are ongoing, 
important and hard work and 
self-determination is needed to 
remain engaged.

These steps are commonly 
overlooked or undervalued. 
People who say they want to 
confront White supremacy 
sometimes neglect or refuse 
to identify White supremacy 
within themselves fi rst. 
They often want to skip self-
interrogation and introspection 
and immediately move to 
activism. Branson corroborated 
that real estate lending and 
development have upheld the 
same principles that cause the 
marginalization the industry 
leaders verbally condemn. 
Activism without self-
interrogation and introspection 
is premature and will perpetuate 
harm against the people it aims 
to protect.
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EXHIBIT 2: RACIAL SCENARIOS AND WHITE IDENTITY

RACIAL SCENARIO EFFECT ON AN ASPECT 
OF WHITE IDENTITY

Suggesting that a White person’s 
viewpoint comes from a racialized 
frame of reference

Challenge to objectivity

BIPOC talking directly about their 
own racial perspectives

Challenge to White taboos on talking 
openly about race

BIPOC choosing not to protect the 
racial feelings of White people in 
regards to race

Challenge to White expectations and 
needs/entitlement to racial comfort

BIPOC not being willing to tell their 
stories or answer questions about 
their racial experiences

Challenge to White expectations that 
BIPOC will serve White people

A fellow White person not providing 
agreement with one’s racial 
perspective

Challenge to White solidarity

RACIAL SCENARIO EFFECT ON AN ASPECT 
OF WHITE IDENTITY

Receiving feedback that one’s 
behavior has a racist impact

Challenge to White innocence

Suggesting that group membership 
is signifi cant

Challenge to individualism

An acknowledgement that access 
is unequal between racial groups

Challenge to meritocracy

Being presented with a BIPOC in 
a position of leadership

Challenge to White authority

Being presented with information 
about BIPOC in which BIPOC 
drive the action but are not in 
stereotypical roles 

Challenge to White centrality

The adapted chart5 in Exhibit 2 depicts common racial scenarios 
and lists the effects they can have on aspects of White identity.
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HOW DO I TAKE THOSE CRITICAL FIRST STEPS TO 
CONFRONT THE MYTH OF WHITE SUPREMACY?

Sometimes getting started is 
the hardest part. There are a 
few questions to consider for 
initiating the process of humble 
self-introspection and self-
interrogation. 

• Why do you want to 
embark on the journey to 
confronting the myth of 
White supremacy? 

• What do you believe about 
White people? What do you 
believe about BIPOC? 

• Who or what informed 
those beliefs? 

• What interventions 
will you use to uproot 
beliefs tied to the myth 
of White superiority or 
Black inferiority? 

Self-interrogation and 
-introspection for complicity 
with the myth of White 
supremacy can reveal some 
shocking and painful truths. 
Denial blocks the ability to self-
interrogate and introspect. It is 
paramount to be honest about 
what is uncovered and critically 
examine what you fi nd. 
Apologize if what is uncovered 
caused harm to others. 
Perpetually extend grace and 
mercy to yourself because self-
interrogation and -introspection 
are never-ending processes.

Tackling the systemic issues 
remains important. Branson 
notes, “Intentionally or not, 
[the real estate] industry has 
played a part in systemic racism. 
And [. . .] no organization is 
without bias—but it may be 
less obvious.” The US needs 
fewer conspirators and a larger 
anti-racist majority. Self-
interrogation and -introspection 
are starting points. Leaders 
in real estate should lead 
themselves to change fi rst.

They can start with personal 
accountability and genuine self-
discovery and self-development. 
And eventually, these same 
efforts can and should 
be intentionally linked to 
organization- and/or industry-
wide change efforts, especially 
if one has the power to do so. 
Leaders in real estate can affect 
the pace and depth of change 
dramatically, but only when 
they look inward fi rst. In her 
book, The Purpose of Power, 
Alicia Garza says, “Movements 
are the story of how we come 
together when we’ve come 
apart.” How will leaders in real 
estate come together with others 
who are actively resisting the 
myth of White supremacy and 
causing meaningful change? It 
is an urgent consideration—and 
will ultimately determine our 
collective future.
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How is commercial real 
estate set to perform in the 
post-COVID world?

As COVID-19 vaccine distribution commences, it is time to 
turn attention to prospects for commercial real estate (CRE) 
performance in the post-COVID world. 

We are still experiencing the slow emergence of the long-term 
knock-on effects of the pandemic on CRE performance. While 
many hypothetical effects of the virus on commercial property 
have been discussed, there is enormous uncertainty regarding 
the durability of such effects and their consequence for investors. 
Analysts have many metrics that can offer insight, but they are 
so numerous as to constitute yet another source of confusion. 
This article offers a small subset of available indicators that we 
are monitoring as leading indicators of the long-term effects 
on the industry. 

The retail and hotel property 
sectors are bearing the brunt 
of the COVID disruption. 
Weaker businesses are 
shuttering, vacancy rates are 
surging, rent collections are 
shrinking, property values are 
dropping, and commercial 
mortgage delinquencies are 
rising. Investors in these sectors 
are struggling to fi nd a path 
forward. To understand the 
full potential of the impact the 
pandemic will have on CRE, we 
must consider the effect it has 
had on consumers. 

The US Census Bureau started 
tracking consumer reactions to 
the pandemic by creating a new 
Household Pulse Survey in April 
2020. The survey produces a 
wealth of data that tracks the 
prospects for a resumption 
in pre-COVID consumer 
behavior. Consider three telling 
indicators tracked by the 
survey (Exhibit 1): 

1.  Percent of households 
making more in-store 
purchases over the prior 
seven days

2.  Percent resuming 
restaurant dining over prior 
seven days 

3.  Percent of renter 
households with high 
confi dence of making their 
next month’s rent payment 
(Exhibit 2) 

CONSUMERS EAGER OR RELUCTANT TO RESUME 
NORMAL ACTIVITIES?

EXHIBIT 1: CHANGE IN CONSUMER BEHAVIOR 
(PRIOR SEVEN DAYS)*

*Percentage of 249.2 million total respondents for all four time periods

Source: US Census Bureau, Household Pulse Survey, December 21, 2020.
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Recent survey results demonstrate the negative impact of the surge 
in COVID-19 cases during November 2020. Households reported 
fewer in-store purchases, weaker resumption of restaurant dining, 
and less confidence in making rent payments. These results translate 
into ongoing stress on the retail sector and increasing stress on 
the apartment sector. The new US federal support package should 
provide some relief in 2021 for rent payments, but improvement 
for in-store shopping and restaurant dining will require success in 
distributing the vaccine and restoring consumer confidence. 

EXHIBIT 2: HIGH CONFIDENCE TO PAY NEXT  
MONTH’S RENT (PRIOR SEVEN DAYS)**

**Percent of 53.8 million responses for November 9, 56.5 million for 
November 23, 57.1 million for December 7, and 56.2 million for  
December 21, 2020. 

Source: US Census Bureau, Household Pulse Survey, December 21, 2020.

Another area of concern for 
CRE investors is the decreasing 
allure of dense urban areas as 
the pandemic has encouraged 
working from home. This, in 
turn, set off a variety of knock-
on effects including appetite for 
more living space at a lower cost 
than in downtown locations. 
Leasing of suburban apartments 
and single-family home sales 
have both been booming while 
downtown apartment vacancies 
have been rising. But, at the same 
time, downtown apartment rents 
have been dropping in response, 
especially in the most expensive 
cities, including New York and 
San Francisco (Exhibit 3). 

Will the trend away from dense 
urban living be long term? 
Occupancy data (Exhibit 4) can 
answer that question, as the data 
respond to changes in relative 
rents and home prices, work-
from-home prevalence as the 
pandemic ends, confidence in the 
safety of public transportation 
for commuting, long-term 
location choices of employers, 
and appetite of residents to live 
in the midst of city excitement. 
We see the data supporting the 
causal observation that suburban 
areas are benefitting. The longer-
term question for investors 
is whether the decline in the 
attractiveness of urban areas 
is durable or fleeting? Tenants 
continually digest the costs and 
benefits of their domiciles. 

LOCATION PREFERENCES 
SHIFTING AWAY  
FROM CITIES?
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EXHIBIT 3: EFFECTIVE RENT GROWTH (APARTMENT)

Source: RealPage Inc., Aegon Asset Management. Fourth Quarter 2020

EXHIBIT 4: OCCUPANCY RATE (APARTMENT)

Source: RealPage Inc., Aegon Asset Management. Fourth Quarter 2020

The pandemic-associated drop 
in urban rents is changing 
that arithmetic; an eventual 
turning point may indicate that 
downtowns are on their way back.
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EXHIBIT 5: JOBS SHORTFALL (NON-FARM EMPLOYMENT)

Source: US Bureau of Labor Statistics, December 2020

A more problematic category includes those who left the labor force 
during the pandemic to look after children or elders. In December 
2020, this category totaled 1.5 million individuals, with women 
comprising more than half of that number.1 Returning to the labor 
force for this group will require that childcare and school return to 
pre-pandemic “normal;” that children return to those venues with 
minimal distress, and that parents rebuild confidence in the safety 
of those facilities. Similar recovery in eldercare availability and 
confidence is necessary as well. At the same time, it bears mentioning 
that US labor force growth was weak even before the pandemic. 
Restoring the labor force to pre-pandemic levels will not be enough 
to boost long-term economic growth beyond the recent 2% average 
(+/-). At the same time, if the labor force does not recover and grow, 
even a tepid pace of US growth will be hard to achieve. Such an 
outcome would diminish demand for all CRE and discourage rent 
growth in the years ahead. 

Also important for recovery 
is the impact of the pandemic 
on the size of the labor force.

LABOR FORCE SHRINKAGE PERSISTING  
AND IMPAIRING GROWTH PROSPECTS?

We believe that monitoring monthly changes in the unemployment 
rate is proving to be inadequate for assessing the impact of 
COVID-19 and will continue to be inadequate for discerning what 
is to come. The unemployment rate is calculated as a percentage of 
the labor force, which is defined as those willing, able, and actively 
looking for work. It was widely applauded when the unemployment 
rate in 2020 declined steadily from 14.8% in April to reach 6.7% 
in December.1 That improvement disguises the absolute 9.8 million 
shrinkage in employment in 2020 from February through November 
(Exhibit 5).1

As shown in Exhibit 6, in 2020 the labor force was smaller every 
month between March and December compared to the same 
months in 2019. The shrinkage amounted to roughly 4.2 million 
individuals in December 2020, split about equally between men 
and women (Exhibit 6).1

Labor force shrinkage can occur when individuals become 
discouraged and cease looking for work. In December, the 
unemployment rate was 7.1%, including such discouraged workers, 
compared with 6.7% excluding them.1 As economic recovery takes 
hold and jobs become more available, it is likely that discouraged 
workers will return to the workforce. But concerns about health 
safety on public transportation might be a deterrent and require 
reassurance from public authorities. 



33

AFIRE SPRING 2021

EXHIBIT 6: LABOR FORCE CHANGE 2020 (YEAR-ON-YEAR)

Source: US Bureau of Labor Statistics. January 8, 2021

LAGGED FINANCIAL DISTRESS EMERGING IN CRE?

CRE demand and supply are 
driven by macroeconomic and 
capital markets forces. Their 
operation is demonstrated in the 
flow of property leasing, rents 
collected by owners, and new 
construction. Leases can be as 
short as one-night hotel rooms or 
as long as typical ten-year leases 
on office and retail space. The 
translation of macroeconomic 
and capital markets forces into 
CRE performance takes time. 
This is demonstrated in the 
quick plunge in hotel occupancy 
rates, as the pandemic took hold, 
versus the much smaller increase 
in office vacancy rates despite 
the shift to work-from-home. 

We believe the impact of 
COVID-19 on CRE will become 
evident as space demand 
recalibrates, ultimately affecting 
the net operating income 
(NOI) collected by owners. 
Recalibrated NOI flows, in turn, 
will affect the performance of 
commercial mortgage credit. 
As shown in Exhibit 7, NOI 
contraction began for retail 
properties in Q1 2020 just as the 
pandemic took hold and retail, 
along with hotels, has suffered 
a sharp rise in commercial 
mortgage distress. By the 
third quarter, some erosion 
in apartment NOI appeared 
as well, perhaps reflecting 
the expiration in enhanced 
unemployment compensation. 
Through 2021, it is likely that 
these stresses will become more 
serious as lagged effects play out. 
However, a faster and stronger 
economic rebound, supported 
by vaccines distribution, could 
mitigate the damage.

At the same time, NOI data will 
also show structural changes 
underway in each sector. In 
particular, office space might 
suffer prolonged distress as 
work-from-home and space-per-
employee needs are clarified. 
Retail and industrial sector 
results will similarly adjust to 
show how much viability returns 
to bricks-and-mortar shopping. 
These metrics will help investors 
to focus on stronger opportunity 
and avoid laggards. 

Retail and industrial 
sector results will similarly 
adjust to show how much 
viability returns to bricks-
and-mortar shopping.
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EXHIBIT 7: NOI GROWTH (YEAR-OVER-YEAR)

Source: National Council of Real Estate Investment Fiduciaries. Fourth Quarter 2020

Quarterly data on NOI and 
CMBS collateral in special 
servicing (Exhibit 8) are useful 
for monitoring both cyclical and 
structural developments. 

LOOKING FORWARD

While the current environment is more hopeful with the 
implementation of effective COVID-19 vaccines, uncertainty 
remains enormous. We have identified and are monitoring a small 
number of metrics that can serve as leading indicators of the 
potential long-term effects of COVID-19 on commercial property: 

1.  Consumers eager or reluctant to resume 
normal activities

2.  Location preferences shifting away or 
returning to urban vs suburban localities

3.  Labor force shrinkage persisting  
and impairing growth prospects  
or recovering

4.  Lagged financial distress emerging  
or resolving in CRE

Strong data backing these four indicators will guide us to  
more educated insights into the ramifications of this pandemic 
and allow us to potentially position ourselves to take advantage of 
market dislocations. 
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EXHIBIT 8: CMBS DELINQUENT AND/OR SPECIALLY SERVICED

Source: Kroll Bond Rating Agency, LLC. CMBS Loan Performance Trends. December 2020
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WHERE THERE IS CRISIS, THERE IS OPPORTUNITY

Even with all of this doom and gloom, if we use past cycles as 
a guide, there will be opportunities emerging in the wake of the 
pandemic. Today, these opportunities are beginning to come into 
view. 

The key to capitalizing on them will be to understand where  
the underlying structural trends, in place long before COVID, will 
intersect with the coming cyclical recovery—which will inevitably 
be uneven across the hotel sector and tied to factors such as 
location and property attributes. 

Hotels and retail properties 
have borne much of the global 
pandemic’s brunt since the 
spring of 2020 with COVID-19 
ravaging the US economy  
and dramatically altering 
consumer behaviors. 

And while the challenges facing 
the retail sector are as much 
about structural change as they 
are about cyclical weakness, 
the story is notably different in 
the hotel sector, which remains 
underpinned by long-term 
structural growth drivers. 

That doesn’t mean the picture 
for hotels has been rosy. In 
fact, as a result of the global 
pandemic, US hotels saw 
their largest-ever decline in  
demand in 2020—with revenue 
per available room (RevPAR) 
down approximately 47.5% 
compared to 2019.1 And even 
this striking statistic doesn’t 
tell the full story, as it wasn’t 
until March 2020 that the 
virus started to truly weigh on 
demand in the US.

The impact has also been 
uneven. Upper-upscale hotels 
have been hit particularly hard—
with year-over-year RevPAR 
down roughly 62%. The fall 
has been even more dramatic 
for properties in gateway urban 
cities with large exposures to 
international travel, as well as 
convention business. 

While there are some similarities 
to prior periods of crisis, the 
comparable impact following 
both the 9/11 attacks (-10.4%) 
and the Great Financial Crisis 
(-16.8%) pale in comparison 
to what we have witnessed 
from COVID over the last 
year. Perhaps the most obvious 
drivers of this are the duration 
of the pandemic and its global 
nature, which have resulted in 
an unprecedented drop in travel 
of all types. 

LONG-TERM TAILWINDS

If we zoom out from the current crisis, we can see the long-term 
trend toward more experiential leisure—taking the trip rather than 
buying the jewelry, for instance. This a powerful force that cuts 
across today’s largest population cohorts—most notably, Gen Z, 
millennials and baby boomers. While COVID has interrupted this 
trend for the time being, there is reason to believe that lodging 
will continue to gain wallet share as a percentage of consumer 
spending. Indeed, as the millennial and Gen Z cohorts enter their 
prime earning years, much of their leisure spend is likely to go 
toward travel. Similarly, the last wave of baby boomers will enter 
their retirement years over the next decade, likely also spurring 
growth in travel spend. 

If history is a guide, the  
time to invest in hotels is 
when things look bleak.  
This appears to be one of 
those times. 
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EXHIBIT 1: A SHORT-TERM DISRUPTION TO A LONG-TERM TREND?

Source: Barings Real Estate Research, STR, BEA; as of December 31, 2020.

A MULTI-SPEED RECOVERY

In order for this structural 
trend to resume, an inflection 
point will need to be reached 
cyclically. And in order for 
that to happen, people need to 
feel that it is reasonably safe to 
travel. The question, then, is: 
When will this happen?

The answer is complicated, 
but it seems reasonably clear 
that two things are true: (1) 
there is broad, pent-up demand 
across all traveler groups—from 
consumer to corporate; and (2) 
different segments of the market 
are likely to recover on notably 
different timelines. 

For instance, as a greater 
and greater percentage of the 
population is vaccinated over 
the coming months, drive-to 
leisure destinations are likely to 
be among the first to rebound. 
Even destinations requiring only 
short-haul flights should begin 
to rebound sooner than later, 
with consumers viewing them 
as safer than long-haul journeys. 

In fact, we are already seeing this. 
A southwest Florida beachfront 
resort in Barings Real Estate’s 
portfolio, for instance, has 
maintained occupancy at more 
than 60% in recent months, 
and the asset itself has generated 
significant positive cash flow 
over the last year—even in the 
face of the pandemic. 

These trends favor resort 
destinations such as Napa 
Valley, the desert Southwest, 
and south Florida, as well as 
select urban areas with strong 
leisure demand, such as Tampa 
and Los Angeles. Interestingly, 
the “work-from-anywhere” 
trend has also driven demand 
to these and similar locations, 
as workers with location 
flexibility have been attracted 
by resort-style amenities and 
warmer climates.

On the flip side, corporate travel will be slower to come back. 
The widely recognized success of the great work-from-home 
experiment will inevitably leave businesses hesitant to immediately 
return to pre-COVID levels of travel spend. That said, the pent-
up demand for travel in corporate America is palpable. After 
little to no in-person meetings for a year or more, salespeople and 
executives across all major industries are clamoring for face time. 
Indeed, the hypothesis that business travel is dead likely looks far 
too pessimistic. At Barings, while we estimate that 2021 corporate 
(transient) travel spend will likely only reach 30% of 2019 levels, 
we expect that to accelerate in the back half of 2021, getting back 
to 70% and 90% of 2019 levels in 2022 and 2023, respectively. 

Some areas of the market will inevitably remain challenged for 
several years. For instance, we expect the convention business to 
only get back to 50% and 80% of 2019 levels in 2022 and 2023, 
respectively. But even here, for large organizations such as the 
American Medical Association, for example, the pent-up demand 
to get back to in-person, annual meetings will be strong. 
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International travel may face 
the most uncertain outlook 
of all, due to restrictions and 
rules that vary from country 
to country, and the likely 
uneven rollout of the vaccine 
across the globe. This will 
continue to weigh on hotels 
that cater to international 
travelers—which tend to be 
disproportionately higher-
end and urban. 

INVESTING IN THE DIFFERENT PHASES OF RECOVERY

Given the multi-speed trajectory 
that different segments of the 
hotel market appear to be on, 
it’s reasonable to anticipate  
that the opportunity for 
investors in hotels will come in 
phases as well. 

Initially, opportunities are likely 
to emerge from properties that 
face some sort of distress. The 
collapse in market demand 
and associated temporary hotel 
closures have resulted in negative 
cash flows and operating 
losses for the owners of certain 
properties. Additionally, 
borrowers who had been given 
lifelines in the form of short-

term forbearance measures 
will, in many cases, see those  
expire soon.

These factors have resulted in a 
liquidity crunch—or a need for 
near-term capital—that looks 
likely to present opportunities 
for investors willing to assume 
some of the recovery risk.  
Each transaction will be 
structured uniquely to its own 
situation, but opportunities 
are beginning to emerge across 
various parts of the capital 
structure—and at various points 
on the risk/potential return 
spectrum, including:

•  Structured debt: Typically structured as high loan-to-value 
mezzanine debt, this type of instrument is being used to help 
owners and borrowers bridge short-term (12- to 36-month) 
liquidity needs.

•  Preferred equity: Similar to structured debt, these investments 
enable asset owners to fund short-term operating and CapEx 
needs while retaining most of the upside coming from medium-
term asset price appreciation. For investors, the opportunity is to 
potentially earn an attractive yield on an impaired but otherwise 
high-quality asset—and to potentially gain exposure to asset 
price appreciation. 

•  Asset purchases or assuming debt from distressed holders: 
For various reasons, asset owners or the holders of debt may 
look to sell in the current environment. This can present 
opportunities for investors or managers with some appetite for 
risk and deep, in-house hotel asset management capabilities, to 
take over ownership (or responsibility for the debt) and actively 
manage the asset to recovery.



The COVID crisis has left 
much destruction in its 
wake—and hit the hotel 
sector particularly hard. 
For investors willing to 
provide hotels with a bridge 
to recovery, the current 
period of weakness may 
ultimately prove to be an 
attractive entry point.
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NOTES

TIME TO CHECK IN?

Many institutional investors are under-allocated to hotels. This 
is likely due to the heightened cyclicality of the sector, and the 
relatively small percentage that hotels represent in the most 
followed private real estate indexes, most notably the NCREIF 
benchmark, which today has an exposure to hotels of only 0.3%.2

If history is a guide, the time to invest in hotels is when things 
look bleak. This appears to be one of those times. Understandably, 
investors may be cautious allocating capital to this space given 
the cyclical challenges that COVID has introduced. As in every 
real estate sector, prudent risk management is absolutely critical 
to long-term success. To capture potential opportunity while also 
managing risk, investors may want to consider:

•  Diversifying hotel exposure across geographies and points in the 
capital structure to avoid being overly concentrated in any one 
or two segments of the market.

•  Investing with managers with cycle-tested asset management 
capabilities. This factor is as important in hotels as any real 
estate sector given the many value-creation levers to potentially 
exercise, from restructuring contracts to choosing new brands or 
property managers.

•  Entering investments armed with adequate liquidity and a 
broad enough time horizon to adapt to potential changes in the 
industry recovery pattern.

The COVID crisis has left much destruction in its wake—and hit 
the hotel sector particularly hard. For investors willing to provide 
hotels with a bridge to recovery, the current period of weakness 
may ultimately prove to be an attractive entry point.

Many of the properties facing 
short-term distress are the same 
ones that look set to benefit from 
the long-term structural growth 
in experiential leisure from 
baby boomers, millennials and  
Gen Z. By providing capital 
in the current environment, 
investors can potentially earn 
an attractive return, and they 
can help these properties to keep 
the proverbial (or in some cases, 
literal) lights on, in the form of 
amenities that remain open, and 
a staff that remains employed. 
Some of these properties, 
especially on the debt side, 
include so-called “trophy” 
assets, for which opportunities 
to invest have traditionally been 
few and far between. 

In addition to the near-term 
need for capital, a likely 
second “investible” phase of 
the recovery will come from 
markets that showed strong 
demographic tailwinds before 
COVID, but which were 
particularly hard-hit by the 
pandemic. Markets such as 
Nashville, Orange County, and 
Atlanta may offer particularly 
compelling opportunities due  
to severe COVID-related 
RevPAR declines.
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The pandemic has heavily 
impacted the hospitality 
sector, but a growing wave 
of non-traditional investors 
has shown heightened 
interest in getting a piece  
of the evolving industry. 

FOCUS ON THE FRANCHISE

Even amidst the world-wide 
pandemic, hotel franchise 
networks grew, with the 
proportion of total franchised 
hotel rooms equal to 27% of 
total global hotel rooms, a 
slight increase over 2019 levels. 
The expansion of the franchise 
model is facilitated by the fact 
that Wall Street rewards parent 
hotel companies with a more 
asset-light strategy through 
higher stock values. Having little 
or no real estate debt on their 
books means that franchisors 
could easily grow across several 
markets and expand their reach 
without necessarily making 
significant capital outlays. 
This in turn resulted in brands 
becoming more ubiquitous and 
recognizable, such as Marriott, 
Hilton, and InterContinental.

Flagship brands are keener 
than ever to license out their 
name to an existing property, 
or to seek investment from 
outside companies to develop 
properties. In doing so, they 
receive a percentage of revenue 
from the franchisee and are 
able to avoid hefty up-front 
costs. They are also able to tap 
into their partners’ familiarity 
with local market dynamics, 
which is especially important 
when a brand is expanding 
its geographic footprint to 
new regions—a trend that has 
accelerated as global investor 
interest continues to rise.

Growing their franchise 
business also allows major 
hotel companies to grow their 
footprint at a faster pace and 
focus on brand standards and 
distributions.

Franchisees, in turn, help brands 
adapt to traveler’s changing 
preferences. These “collection 
brands” are, in essence, 
independent hotels that benefit 
from a major distribution system 
and service/product standards 
that guests are seeking. 
Amenities, such as contactless 
food delivery, mobile check-
ins and -outs, and building a 
local itinerary at the traveler’s 
fingertips, are now expected to 
be standardized and available 
as we continue navigating the 
pandemic and travelers become 
eager. These former “perks” are 
now necessities and should be 
key focal areas for every hotel 
operator. 

In addition, a franchise owner 
might need to differentiate the 
product in view of competition 
from independent brands and 
vacation rentals. As consumers 
slowly begin traveling again, 
it is becoming clear that they 
favor larger, individual, and 
private accommodations to 
comfortably stay for longer 
periods of time and work more 
productively. Across the US 
during Q3 2020, extended-
stay hotels (typically featuring 
larger rooms and kitchenettes) 
recorded an occupancy of 
65.8%, down only 0.8% when 
compared to the same period 
in 2019, while the overall hotel 
industry logged an occupancy of 
48%. Moreover, Airbnb posted 
a profit in Q3 following strong 
traveler demand for vacation 
homes in coastal and mountain 
areas.

Major hotel brands have started 
responding to the shift in guest 
preferences by moving forward 
with branded residential 
developments and partnerships 
with vacation rentals. 

While certainly not approachable to every kind of entrepreneur, 
hotel franchising can be a great way to diversify a portfolio and 
bolster income. 

With the lodging industry ready to move forward, third-party 
management and franchising agreements have come to the 
forefront of impacting global investor interest, with hotel owners 
demanding increased flexibility, deeper focus on operations, and 
more control of their assets.
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EXHIBIT 1: TOTAL FRANCHISED HOTEL ROOMS  
ACROSS TOP FIVE HOTEL PARENT-BRAND COMPANIES

Source: JLL Research, STR

There are perks, too, for franchisees: They get to own a property 
with brand recognition; they have access to global reservation 
systems, loyalty, and leadership programs; and they receive critical 
technical support. 

Franchisors also have a 
robust network of trained 
professionals that help the hotel 
operator hire and train the 
right people, in addition to a 
significant amount of resources 
that may be out of reach for an 
independent property owner. 
This institutional network of 
support was noteworthy during 
the pandemic—particularly in 
launching sanitation programs 
in partnership with major 
cleaning brands and boosting 
consumer confidence to stay in 
a hotel.

However, due to the volatile 
nature of the industry, hotel 
franchisors are becoming 
increasingly selective about who 
they take on as franchisees. 
The numerous responsibilities 
associated with running a  
24-hour, 365-day operation 
make hotel franchising much 
more formidable than opening 
a new gym or café. As such, not 
everyone can get a franchise. 
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HOTEL MANAGEMENT AGREEMENTS, REIMAGINED

Big brands have taken a cautious 
approach to franchising, 
with their most important 
consideration being a manager’s 
experience in the industry. To 
be able to operate something 
that never shuts down and is 
consistently adhering to broad 
standards takes enormous effort 
and knowledge. In addition, as 
franchise agreements can last 10 
to 15 years, it’s a long time to 
live up to expectations and pay 
fees for anyone unprepared.

If an investor decides that 
hotel franchising is the right 
move, there are still several 
considerations to make. Due 
diligence is crucial, as always, 
but just as important are 
the details of the franchise 
agreement.

Recently, hotel parent brand 
companies have responded to 
the changing needs of hotel 
owners and evolving markets to 
make management agreements 
more versatile and flexible. 
These changes, in part, were 
triggered by the rapid rise of 
third-party or white-label 
management companies over 
the last decade that operate 
hotels on behalf of owners.

Hotel parent brand companies 
are supporting the evolution 
of traditional management 
agreements via “Manchises,” or 
a brand management contract 
that can be converted to a 
franchise agreement. 

Hotel investors have a choice 
when selecting a brand or 
manager for their hotels: 
either hire a hotel parent 
brand company to manage 
the hotel under a management 
agreement or hire a third-party 
management company under a 
franchise agreement. 

Third-party management 
companies tend to offer 
shorter term contracts and can 
more easily be terminated if 
the owner feels that the asset 
is underperforming or would 
like to sell it unencumbered. 
By exiting the investment 
and selling the asset 
unencumbered, hotel owners 
have the potential of attracting 
a wider investor pool, which 
can result in enhanced pricing 
and returns. 

Through traditional management 
agreements, which can last up 
to 60 years, hotel owners can 
avoid franchise fees and reap 
the benefits of being part of a 
larger platform that is skilled 
in hiring and training and can 
offer brand resources coupled  
with robust distribution 
channels. Hotel parent brand 
companies have focused on 
expanding their management 
agreements as a way to limit 
volatility in brand distribution 
and satisfy shareholders eager 
for fee annuities.

These objectives are often at 
odds with hotel owners, because 
they limit their control over 
the asset and result in costly 
management fees—sometimes 
up to 15% of monthly profit. 
These dynamics coupled with 
increasing competition from 
third party managers have 
motivated hotel parent brand 
companies to formulate more 
creative, versatile, and flexible 
agreements.

COVID-19 enhanced the 
competitiveness and challenges 
of operating a hotel. Moving 
forward, hotel parent brand 
companies and owners need to 
work together to find the most 
appropriate structure to meet 
investor objectives and brand 
goals. Manchise agreements 
may be the solution. Operating 
exposure for real estate investors 
becomes greater, though 
rewards have the potential to 
increase, as well.

EXHIBIT 2: TOTAL BRANDED HOTEL ROOMS  
IN THE US, 2020

Source: JLL Research, STR



The last decade has seen 
a continued shift in hotel 
ownership. In 2010, roughly 
70% of branded hotels were 
franchised operations. By 2020, 
that fi gure rose to roughly 81%.
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FUTURE SHIFTS IN HOTEL OWNERSHIP

The high concentration of franchised hotels is a departure from 
the prevailing state of the industry in the 1980’s, when major hotel 
companies would take on significant debt in order to purchase or 
develop hotels. When they subsequently sold those assets, they 
would reach an agreement with the new owners to allow them to 
continue leveraging the brand name.

The economic recession in the 1990’s, however, brought a shift: 
Hotel companies were not able to sell properties in an illiquid 
market. Companies that transitioned into a more asset-light 
strategy found themselves in a stronger position.

The last decade has seen a continued shift in hotel ownership. In 
2010, roughly 70% of branded hotels were franchised operations. 
By 2020, that figure rose to roughly 81%, led by the top five 
franchisors by total room count in the US: Marriott International, 
Hilton Worldwide, Wyndham Hotels & Resorts, Choice Hotels 
International, and Intercontinental Hotels Group. Collectively, 
these hotels represent 81% of total franchised branded rooms. 

These companies continue to move away from owning the real 
estate portion of properties and towards a model where they 
grow in scale through franchise agreements. This allows them to 
benefit from a consistent revenue stream while in expansion mode, 
signaling future changes in the hospitality sector suitable to an 
investor with the appropriate appetite, experience, and foresight.

ABOUT THE AUTHOR

Gilda Perez-Alvarado is the Global CEO of JLL’s Hotels & 
Hospitality Group, the world’s leading hospitality advisor for more 
than 30 years.
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SAFE AS  
HOUSES?

By Sabrina Unger  
Managing Director, Head of Research and Strategy, 
American Realty Advisors
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With more and more time spent at home, capital appetite has 
grown for all things residential, with new living schemes entering 
the fray at a rapid pace. 

Yet not all living investments are as safe as houses. It is important 
to consider demographic wave crests and troughs and how these 
forces will impact prospects for the various components of the 
residential spectrum going forward. 

MULTIFAMILY IN THE US

To holders of US real estate, 
multifamily properties have 
long been a mainstay of mixed-
asset portfolios. The sector’s 
fulfillment of a basic necessity 
provides a resilient demand 
profile that has withstood 
economic volatility throughout 
cycles reasonably well and 
exhibited a quicker propensity 
to rebound, given the shorter 
nature of leases. 

As institutional capital appetites 
and demographic cohorts have 
evolved, so too has the sector, 
moving beyond traditional 
urban and suburban-style 
multifamily buildings to 
encompass virtually all types of 
rentable living. Some operating 
models are newer additions, such 
as co-living and purpose-built 
single-family rentals (SFRs), 
while others, such as student 
and senior housing, had—until 
recently—been relegated to 
the role of niche investments. 
With ongoing challenges in the 
retail and hotel sectors, and 
elevated uncertainty clouding 
the near-term outlook for 
offices, investors’ allocations to 
all things “residential” appear 
poised to rise.

Demographics are perhaps the 
single-most important driver of 
residential real estate demand, 
full stop. While it may be 
challenging to pinpoint what 
future generations may want 
in terms of their consumption 
or working habits, it is less 
challenging to know when 
different cohorts will reach 
critical life milestones, and that 
they will need different types 
of housing along the way. It 
is purely a matter of simple 
arithmetic. This is encouraging 
for investors, as it allows us to 
anticipate changes in demand 
for different types of residential 
real estate along the age 
spectrum before they occur. 

To think about what the 
composition of the US 
population today tells us about 
the prospects for residential real 
estate tomorrow, we need to 
first understand how age aligns 
with the different investable 
living schemes on the market 
today. While there are always 
exceptions to the rule, the 
age spans shown in Exhibit 1  
reflect the core profile of 
renters for the various types of 
residential real estate. 

The future of residential 
investments is all about 
demographics—and the 
forces behind them. 
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SOME KEY TRENDS AND TAKEAWAYS

Target renter age groups tend 
to overlap with one another to 
a certain degree. This accounts 
for regional variations in 
lifestyle preferences, income, job 
mobility, and other trends. 

Certain residential sub-types 
have a much more finite and 
thus measurable demand pool 
by virtue of specific limitations. 
For example, purpose-built 
student housing is dedicated 
exclusively to college-aged 
renters (typically aged 18–22), 
while senior housing (for which 
there are further delineations 
at the sub-subtype level) is 
generally restricted to those 
aged 55 or older. 

The renter cycle doesn’t 
necessarily end at 
homeownership. There is a 
fair degree of fluidity back to 
urban/suburban apartments 
and SFRs after homeownership, 
particularly for older households. 
According to the National 
Association of Realtors, sellers 
between 40 and 73 comprised 
nearly 70% of home sellers in 
the twelve-month period ending 
July 2019, and just over half 
of the buyers,1 suggesting that 
approximately 20% are moving 
from ownership into some type 
of for-rent housing. 

The next step is to then look 
at population projections by 
cohort. Forecasts from Oxford 
Economics suggests that, by 
2024, the age group we’ve 
characterized as “Robust 
Retirees” (60+) will be the single 
largest demographic force in the 
country, while the college-aged 
population (designated as those 
15–19 to account for recent, 
current and future enrollment) 
is slated to remain the smallest. 
Young professionals (20–34) 
are expected to remain a stable 
mainstay (as Gen Z progresses 
beyond their college years) 
while the large millennial 
cohort moves firmly into major 
milestone territory (Exhibit 2). 

EXHIBIT 1: LIVING SCHEMES AGE SPECTRUM

Source: American Realty Advisors
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Standard logic suggests that, 
where age-based demand is 
expected to decline, there may 
be weakness for investors to 
avoid, and where demand 
is expected to grow, there 
are opportunities to pursue. 
However, these large categories, 
while useful in visually depicting 
generational shifts, mask the 
granularities that undoubtedly 
drive the potential for under-  
or over-performance in the 
coming years. 

Take for example the Robust 
Retirees—in aggregate, this 
group’s trajectory is slated to 
trend meaningfully upward. Yet 
when we break down this group 
into smaller brackets, we can 
see that the lion’s share of year-
over-year growth is actually 
being driven by the older end of 
the segment; those 80 years old 
and older (Exhibit 3). In fact, 
all of the growth for this cohort 
by the end of the decade will  
be fueled by those retirees 75 
and older, with the 60–75 age 
group shrinking. 

This trend has meaningful 
implications for an investor 
who may be compelled by the 
headline figures to embark upon 
constructing a senior living 
strategy. With the average entry 
age into Independent Living (the 
least intensive of the higher-
intensity skilled/medical care-
based senior facilities) pegged 
around 83, an acceleration in 
demand for this product may 
not occur until nearer to 2030. 
This is sufficiently close enough 
to consider for future portfolio 
allocations, but perhaps too far 
in the future to benefit investors’ 
portfolios today or over the next 
several years. Alternatively, with 
an average move-in age in the 
low- to mid-70’s, age-restricted/
active adult communities may 
benefit from stronger demand 
sooner, as the 70–75-year-
old subset of Robust Retirees 
is expected to be one of the 
faster-growing cohorts between 
2022 and 2025 (not to mention 
providing the benefits of a less-
onerous operating model). 

A similarly nuanced 
interpretation is also necessary 
when considering the demand 
backdrop for other types of 
residential real estate. Both 
age lines in Exhibit 2 seem to  
suggest a relatively steady 
profile going forward—not 
expanding at the rate of retirees, 
but holding steady relative to 
recent history. 

EXHIBIT 2: US POPULATION BY AGE COHORT; 1990–2035F

Source: American Realty Advisors based on data from Oxford Economics as of 
January 2021; F = forecast
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WHAT DO THE TRAJECTORIES TELL US  
ABOUT FUTURE RISKS AND OPPORTUNITIES?

It is not solely the trajectories of the lines that are telling, but also 
their relative level and composition (not unlike our senior housing 
example). From 2020 through 2035, those aged 20–34-are slated 
to be the second-largest population group, nearly 68 million deep. 
By comparison, those aged 15–19 (which encompasses student 
housing demand) are one-third the size of our Young Professional 
cohort. This, coupled with a multi-year trend of declining college 
enrollment and declining birthrates worldwide, suggests the 
outlook for student housing is not as compelling as traditional 
urban or suburban multifamily apartments. 

Splitting the Young Professionals grouping down into even-smaller 
age brackets provides further insight as it relates to the different 
types of rentals. Of the three five-year age bands aggregated in 
the Young Professionals grouping, the 30–34 category is expected 
to experience a net increase between now and 2025, while the 
number of newly minted graduates in the 20–24 range are expected 
to shrink, suggestive of resilient demand for suburban apartments 
and SFRs, but a reduced tenant pool for co-living. 

The coming generational 
changeovers create both 
opportunities and risks for 
holders of residential real 
estate. Being able to identify 
how these forces will influence 
future demand is but one of the 
considerations that need to be 
accounted for when evaluating 
the composition of one’s 
residential investments. While 
we believe there will always be 
compelling opportunities in 
all the subsectors we noted at 
the right price and in the right 
location, macro forces are not to 
be ignored—particularly for the 
long-term investor. Given the 
significant capital appetite for 
the living sector, anticipating 
demographic tipping points 
can assist in triggering prudent 
acquisitions timing to maximize 
exposure to growing demand 
while minimizing exposure to 
segments poised for a pullback. 

EXHIBIT 3: BREAKDOWN OF ROBUST RETIREES’ 
AGGREGATE YEAR-OVER-YEAR GROWTH

Source: American Realty Advisors based on data from Oxford Economics as 
of January 2021; F = forecast
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NOTES

DEMOGRAPHIC IMPLICATIONS FOR RESIDENTIAL REAL ESTATE

•  Senior housing demand  
will increase, though not 
until nearer the end of the 
decade for some higher-
intensity models. 

  The simple combination of 
an aging domestic population 
alongside longer life 
expectancies should create 
long-run demand for the 
various types of senior housing 
(age-restricted, independent/
assisted living, and skilled 
nursing). However, the 
average Independent Living 
entry age is 83, with Assisted 
Living/Skilled Nursing entry 
even later. With the first 
baby boomer not reaching 83 
until 2029 and the crest of 
this demographic wave not 
surpassing that threshold until 
2039,2 investors are likely 
better off in targeting the 
more imminent opportunity 
in the active adult segment. 

•  Student housing and  
co-living may see  
demand moderate. 

  With offerings that cater to 
a shrinking youth cohort, 
both student housing and  
co-living are likely to 
experience a softening in 
demand in the years ahead. 
For the former, declining 
student enrollments pre-
COVID already portended a 
weakening demand backdrop; 
in fact, fall 2020 marked 
the ninth consecutive year 
of enrollment declines at 
degree-granting institutions.3 
Meanwhile, co-living will 
need to contend with the one-
two punch of a shrinking  
demand base and near-
term downward price and 
occupancy pressure from a 
more competitive traditional 
urban apartment landscape. 

•  Increasing appetite for 
rental housing that caters to 
aging millennials’ delayed 
lifestyle milestones. 

  The number of those aged 
20–24 nationwide is expected 
to decline by nearly 1 million 
between now and 2030 
as the millennial cohort 
(typically defined as those 
born between 1981 and 1996) 
ages into the next bracket. 
Well-documented student 
loan burdens and weakened 
job prospects post-GFC have 
stunted this group’s earning 
potential relative to prior 
generations, with the effect of 
delaying critical life milestones 
such as marriage, child-
rearing, and homeownership. 
With millennials now 
moving towards those events 
in greater numbers, larger 
suburban apartments in good 
school districts and SFRs 
that offer the trappings of 
homeownership with the 
lessened down-payment 
burden are poised to benefit. 
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The COVID-19 crisis 
highlights the advantages 
of single-family living and 
appears to have accelerated 
an existing trend of 
migration to less dense,  
more affordable areas.

The US housing market 
began 2020 with favorable 
demographics-driven housing 
demand, balanced new supply, 
healthy home appreciation, and 
responsible mortgage lending. 
However, the unexpected 
COVID-19 pandemic led to 
the worst economic disruption 
in history, with more than 
22 million lost jobs between 
February and April 2020.1

In response, the US government 
approved nearly US$3 trillion in 
fiscal stimulus while the Federal 
Reserve cut interest rates to zero 
and rolled out an unprecedented 
scale of support to restart the 
financial system. Combined, 
government responses to the 
COVID-19 crisis helped to 
stabilize the economy and the 
housing market has emerged as 
a bright spot in the recovery. 

The resilience of the housing 
market can be explained 
by structural factors that 
persisted before and during the  
economic crisis: 

•  Long-term demographic 
tailwinds, supported by 
the millennial population’s 
greater housing needs as they 
enter family-formation years.

•  Balanced supply/demand 
fundamentals, strengthened 
by the sector’s lack of 
institutional influence 
and players taking a 
differentiated approach to 
residential investing. 

•  Credit markets gap, created 
by liquidity challenges facing 
undercapitalized private 
developers and operators. 

Meanwhile, institutional 
real estate managers have 
largely focused on distress 
in the hospitality and retail 
sectors, with limited groups 
considering a differentiated 
approach to residential real 
estate investing. In addition to 
the pandemic-driven boost to 
single-family housing demand, 
it is important to focus on  
long-term market tailwinds  
that are likely to persist through 
the “normalization” of the 
broader economy.

EXHIBIT 1: PENDING HOUSING MARKET AND HOME SALES INDICES

Source: National Association of Realtors, National Association of Home Builders, GTIS Partners

PENDING HOME SALES INDEX NAHB HOUSING MARKET INDEX (SALES EXPECTATIONS)
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EXHIBIT 2: POPULATION GROWTH TRENDS

Source: US Census Bureau, Brookings Institute, GTIS Partners

LONG-TERM DEMOGRAPHIC TAILWINDS

One of the longstanding 
demand drivers is the large and 
influential millennial population 
cohort. When millennials first 
reached adulthood over a decade 
ago, they drove a prolonged 
rally in high-density urban 
multifamily housing demand. 
Millennials are now entering 
their 30s and 40s, a period that 
is typically marked by family 
formation and having children. 
Transitioning to a family-centric 
living arrangement usually 
corresponds with a move towards 
family-oriented suburban 
neighborhoods, which offer 
relatively more space, safety, and 
higher-quality schools compared 
to urban living. 

Not surprisingly, the 
strengthening of single-family 
housing demand over the past 
five years has coincided with 
the start of a demographic shift 
of millennials entering their 
30s. From 2014 to 2019, an 
additional 2.2 million adults 
entered the 30–39 age cohort, 
compared to only 900,000 
adults between 2010 and 2014.2 
Over the next five years, more 
than 4.2 million adults are 
projected to enter the 30–44 
age cohort.3 This demographic 
trend has led to a shift from city 
to suburban-dominant growth, 
and COVID-19 has magnified 
this trend due to the need for 
more space as weekday activities 
that once took place outside 
the home—dining, sports, 
entertainment, and education—
have since been moved within  
the home.4 

Migration data also suggest 
that households are increasingly 
moving away from high-cost 
urban gateway markets in the 
Northeast and California to 
more affordable, high-growth 
Sunbelt markets. Sunbelt 
markets such as Austin and 
Phoenix are among the leaders 
in net domestic migration 
in recent years, while urban 
gateway markets, such as New 
York, have experienced net 
migration outflows offset by 
immigration.5 Many of the high-
growth Sunbelt markets have 
entered a positive feedback loop: 
population growth contributes 
to local economic growth, 
which prompts employers to 
move or expand in the market, 
further pulling more jobseekers 
and employers into the Sunbelt.

EST. POPULATION GROWTH BY AGE (2020-2025) POPULATION GROWTH WITHIN MAJOR METRO AREAS
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BALANCED SUPPLY/DEMAND FUNDAMENTALS

Positive long-term housing demand factors have been matched 
with muted new supply. Historically, approximately 15.3 million 
new single-family and multifamily housing units were produced in 
each decade between 1970 and 2009, according to the US Census 
Bureau. However, in the ten years between 2010 and 2019, only 
9.2 million new housing units were produced despite the recovery 
in household growth.6 Within the single-family housing sector, 
housing starts continue to remain below the long-term average, 
despite the decade-long recovery since the GFC. Adjusted for 
population size, single-family housing starts comprise only 0.7% 
of total households, compared to 1.1% between 1980 and 2000.7

EXHIBIT 3: NET MIGRATION, 2019 (PERCENT OF POPULATION)

Source: US Census Bureau, GTIS Partners

EXHIBIT 4: SINGLE-FAMILY HOUSING STARTS

Source: US Census Bureau, GTIS Partners

The prolonged period of limited new single family housing supply, 
coupled with healthy demand, has resulted in a tight housing 
market with declining existing home inventory. The number of 
existing home listings fell to a record low 1.28 million homes in 
2020 while existing single-family home sales remained strong with 
5 million sales throughout 2020, equating to 3.2 months of supply 
(as of November 2020), compared to a balanced supply of roughly 
six months.8 

SINGLE-FAMILY HOUSING STARTS (TENS OF MILLIONS) SINGLE FAMILY STARTS AS % OF TOTAL HOUSEHOLDS
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Limited supply has made it 
challenging for potential buyers 
to find the right home and, as a 
result, they have bid up prices for 
homes on the market. Despite 
the economic disruption caused 
by COVID-19, home price 
appreciation accelerated to 7.9% 
year-over-year (as of October 
2020) from 2.8% growth in 
2019.9 Importantly, home 
price increases appear to be 
supported by fundamentals such 
as demographics-driven demand 
and limited supply, while 
mortgage lending standards 
have remained reasonable.10 

Positive underlying housing 
supply/demand fundamentals 
are further complemented by 
record-low mortgage rates 
further enhancing housing 
demand through better 
affordability. Freddie Mac 
reported that average 30-year 
mortgage rates fell to a record-
low 2.65% nationally as of 
January 7, 2021, compared 
to 3.6% at the same point in 
2020.11 Lower mortgage rates 
generally have a meaningful 
impact on housing affordability 
in the near-term. According to 
JBREC, a 100 BPS decline in 
mortgage rates results in a 12% 
increase in purchasing power 
for consumers as measured on a 
monthly payment basis. 

CAPITAL MARKETS GAP

Homebuilders typically operate on an asset-light basis and focus 
on return on equity in this capital-intensive industry. Since the 
GFC, homebuilders have pursued a capital-efficient just-in-time 
land strategy by acquiring finished lots from land developers 
and sourcing capital on an as-needed basis. However, single-
family housing is not viewed as an institutional asset class with a 
dedicated allocation within a broader real estate portfolio despite 
its total market size of $33 trillion, which is double the entire CRE 
market.12 Institutional investors have traditionally gained exposure 
to single-family housing through investing in publicly-traded debt 
and equity securities issued by homebuilders, which does not allow 
sophisticated investors to take a targeted approach in investing in 
specific markets or new home communities.

EXHIBIT 5: EXISTING HOME INVENTORY AND SALES

Source: National Association of Realtors, GTIS Partners

EXHIBIT 6: PUBLIC HOMEBUILDER MARKET SHARE

Source: John Burns Real Estate Consulting

EXISTING HOME INVENTORY EXHISTING HOME SALES (MILLIONS)
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As a result, large public 
builders with well-capitalized 
balance sheets often source 
financing through corporate 
debt and equity issuances as 
well as JV-level, off-balance-
sheet financing to fund project 
capital requirements. However, 
many private builders and 
public builders with weaker 
balance sheets lack access 
to the corporate bond and 
equity markets and typically 
rely on higher-cost alternative 
financing sources to fund 
ongoing capital needs, even 
during a strong economy. 

GTIS believes that the 
COVID-19 crisis has further 
expanded the demand for capital 
from underbanked and private 
homebuilders as alternative 
lenders such as private equity 
funds, hedge funds, and debt 
funds have pulled back and/or 
refocused on corporate credit 
and other asset classes.

“GOLDILOCKS” SCENARIO FOR THE HOUSING MARKET

The economic and social changes that 
have been created by the pandemic will 
have important implications for the 
investment landscape. While the longer-
term economic outlook remains uncertain, 
the housing market appears to be relatively 
less impacted compared to other sectors. In 
addition to positive market fundamentals 
such as long-term demographics, limited 
supply, and reasonable mortgage lending 
standards, shelter retains a symbolic 
importance at a time when a substantial 
share of the population is both living and 
working at home. The COVID-19 crisis 
highlights the advantages of single-family 
living and appears to have accelerated an 
existing trend of migration to less dense, 
more affordable areas. 

In contrast to the hospitality and retail real 
estate sectors, which have been characterized 
by severe dislocation and are the main 
targets of distressed-focused capital raised 
during COVID-19, GTIS believes that 
the housing market remains strong and is 
being overlooked. GTIS believes that this 
combination of resilient demand, balanced 
new home supply, record-low mortgage 
rates, and industry capital scarcity  
may therefore present a “Goldilocks” 
investment opportunity for the housing 
market—one that’s “just right” for the post-
pandemic period.
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DATA CENTERS
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By Ben Wobschall, Managing Director, Portfolio 
Manager, Principal Real Estate Investors
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Data center investments have 
proven resilient in periods 
of economic volatility—and 
they’re only going to become 
more essential and important 
into the future.

It is no secret that our modern 
lives revolve around data. In 
the US and Europe, the average 
home has ten or more internet-
connected devices—a number 
expected to double in the next 
two years as the Internet of 
Things (IoT) and disruptive 
technologies such as artificial 
intelligence (AI) become more 
prevalent. The global volume 
of daily data production 
is expected to reach 175 
zettabytes (ZB) in 2025 (see 
Exhibit 1); nearly three times 
what it is today.2 To put this in 
perspective, one ZB represents 
one trillion gigabytes (GBs). 
Storing 175 ZB on DVDs would 
require a stack of discs that 
would circle Earth 222 times.3

As the world grows increasingly 
interconnected, the demand 
for data requires more storage 
solutions and robust processing 
power. While in the past the 
primary purpose of data centers 
was to simply store data, today 
computing power and network 
connectivity have become the 
most important purpose for 
these facilities. Data centers 
have become the cornerstone of 
the information economy.

EXHIBIT 1: WORLDWIDE VOLUME OF DATA (ZETTABYTES)

Source: IDC, 2018

Once viewed as a niche real estate investment, data centers have 
risen in popularity as the need for data storage and processing 
has rocketed in parallel with the amount of data consumed by 
individuals, businesses, and new technologies.1 While pandemic-
related social restrictions have accelerated data usage trends, data 
centers have long been vital to the global economy’s reliance on 
connectivity. With an attractive risk/return profile and significant 
barriers to entry, the industry has proven itself resilient in both 
good and bad economies, making high-quality data centers an 
increasingly attractive opportunity for real estate investors. 
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DEMAND DRIVERS FOR DATA CONSUMPTION

The exploding demand for data is coming from 
three main categories of users: consumers, 
businesses, and emerging technologies. 

As consumers, we are well aware of our reliance 
on data-dependent activity, whether we are 
messaging friends, ordering dinner, or watching 
a video on our phones. And the world is only 
going to get more dependent on data connectivity. 
By 2023, the number of global internet users is 
expected to soar to 5.3 billion—roughly two-
thirds of the world’s population—up from 
3.9 billion in 2018.4 In addition to expanding 
access to social media and e-commerce, this 
connectivity will continue to allow consumers to 
move from a world of physical media (e.g., disks, 
print, and broadcast content) to on-demand 
services such as streaming music, movies, 
games, and more. And as the IoT becomes more 
ingrained in our lives, consumers will use even 
more data-intensive devices. 

Businesses continue to migrate their activities 
online to improve effi ciencies. At the same time, 
many are using predictive analytics or other data 
science tools to improve customer experiences and 
provide competitive advantages. An increasing 
number of companies are digitizing consumer 
activity to help them better understand and align 
their products and services with the needs of their 
customers. Ultimately, most companies will need 
to adapt to a world in which they need to leverage 
data to make business decisions.

Technological advances are increasing the 
demand for low-latency and high-bandwidth 
data, driving the need to have computing power 
placed in close location to end users. As AI and 
virtual reality expand and continue to be applied 
to new applications, their data-intensive nature 
will require a higher level of processing power. 
Further down the road, other data-intensive 
technologies necessary for the expansion of edge 
computing (that is, a computing paradigm that 
stresses geographical proximity to high-demand 
usage locations) and autonomous vehicles and 
facilitated by 5G will also require a signifi cant 
amount of low-latency connectivity. 

EXHIBIT 2: DATA CENTER ATTRIBUTES (LOCATION)

Source: Principal Global Investors research and views and not a forecast or 
guarantee of future events; November 2020
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PROCESSING AND STORING THE WORLD’S DATA

Data center tenants can be 
classifi ed generally as enterprises, 
collocation providers, or cloud 
service providers. Enterprise 
tenants tend to be Fortune 100 
companies with the resources 
to support their own dedicated 
facility. While these large 
companies may outsource 
certain data infrastructure 
needs, they often have propriety 
and mission critical systems that 
cannot be easily outsourced and 
require the security of their own 
dedicated facility. 

Collocation providers are 
tenants that share a data 
center because of the economic 
effi ciencies provided by the 
asset—similar to a coworking 
facility. Collocation providers 
also enable users to access a 
high-quality data center without 
having to make large capital 
investments. These users are 
generally small-to-medium 
businesses, or large enterprises 
that may need a satellite location 
for redundancy or disaster 
recovery purposes.

A cloud service provider 
allows its customers to convert 
physical technology assets into 
a subscription service. For 
these tenants, migrating data 
to the cloud creates a scalable 
platform with operating 
expenses more closely in line 
with utilization. The fastest 
growing segment of data center 
users are “hyperscale” tenants, 
the largest of the cloud service 
providers (e.g., Amazon Web 
Services, Microsoft, Google), 
which generate signifi cant 
economies of scale and provide 
an attractive alternative to a 
traditional enterprise facility. 

A data center is built to store and 
process the data of its tenant in 
the most secure way possible, 
while providing maximum 
uptime. As a result, redundancy 
is built into every component, 
and there are typically multiple 
sources of power as well as 
backup power systems. In 
addition to the security of the 
facility, tenants consider many 
other factors, such as access to 
fi ber connectivity, operational 
costs, and a low susceptibility 
to natural disasters. The 
proximity of the facility to the 
population it serves is becoming 
increasingly important, because 
latency—the time it takes to 
request, process, and return 
data—is becoming more 
problematic and disruptive as 
businesses and individuals rely 
on applications loading quickly. 
No one wants to see the dreaded 
“buffering” notifi cation. 

SECULAR TRENDS SUPPORT THE “NEW NORMAL”

The impact of COVID-19 on the use of data has been monumental. 
Daily Zoom meeting participants were 10 million in December 
2019, and in March 2020, this number ballooned to more than 
200 million.5 In fi rst quarter of 2020, Netfl ix added 16 million 
new customers, closing out the year with more than 200 million 
subscribers.6 The use of social media, streaming services, 
and online sales have all accelerated, making the processing 
and storing of this huge volume of data even more critical to the 
global economy. 

However, data consumption had already been rapidly accelerating 
prior to COVID-19, with the volume of worldwide data doubling 
every two to three years. The combination of the secular trend 
in data consumption, alongside the “new normal” created by the 
pandemic, has created a confl uence of factors that make data 
centers increasingly appealing investments. 

One of the most important factors is the stickiness of data center 
tenants. Because of the signifi cant tenant investment, as well as 
the diffi culties of relocating data infrastructure, larger tenants 
tend to prefer long leases—typically in excess of ten years. What 
this means for investors is that these assets provide access to 
longer-term, growing income streams—typically from high-quality 
credit tenants. 

In addition, several barriers to entry exist for new entrants into 
this space. These include the signifi cant amount of capital and 
knowledge needed to build and manage a data center, as well 
as the diffi culty in fi nding ideal locations with the confl uence of 
a buildable site and the fi ber and power infrastructure. These 
barriers create high costs for new entrants, constraining supply 
and creating more intrinsic value for existing data centers. 

Taken together, these structural aspects of data centers can help 
drive attractive returns while also making them a strong portfolio 
diversifi er, especially in light of elevated correlations among 
other asset classes.
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EXHIBIT 3: PROPERTY TYPE RESILIENCY AND COVID-19 IMPACT

Source: Principal Real Estate Investors; as of March 2021

A GLOBAL GROWTH OPPORTUNITY

Data center investments have both growth and defensive attributes 
and have proven resilient in periods of economic growth and in 
economic downturns (see Exhibit 3). The industry will continue to 
institutionalize as real estate ownership continues to be bifurcated 
from the data center operations and third-party service providers 
enhance their offerings within the sector. For traditional real estate 
investors, these characteristics—along with an attractive risk/
return profile—present a compelling opportunity. 

The data center industry does face its share of challenges, 
particularly where there are power constraints and strict zoning 
laws that can make sourcing projects more difficult and limit the 
scope of investment opportunities. However, the network of data 
facilities that underpin the global economy is presenting investors 
a unique opportunity to gain exposure to one of the most critical 
components of the information economy. Regardless of whether or 
not we are entering a new normal in how we live and work, it is 
clear data centers are becoming a progressively important part of 
our everyday lives.
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The network of data 
facilities that underpin 
the global economy is 
presenting investors a 

unique opportunity to gain 
exposure to one of the most 
critical components of the 

information economy.
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A comprehensive look at 
climate-induced water 
disasters and their potential 
impact on CRE in the US.

Extreme weather and climate 
change resulting in flood damage 
can change the trajectory of the 
demographic and economic 
success of cities. As the US enters 
the third decade of the twenty-
first century, flood damage 
caused by environmental  
factors has begun to take on 
greater importance.

This article will cite several 
examples of historical changes 
engendered by flood damage 
and then explore which US cities 
are most exposed to this risk 
and how that risk may magnify 
over the next twenty years. 

As the twentieth century 
dawned, it was not clear if 
Galveston or Houston would 
be the premier city of the 
Texas coast. At the turn of the 
previous century, one would not 
have been thought unreasonable 
if one predicted that the winner 
would be Galveston. Galveston 
had among the highest per 
capita income levels in the US.2 
In 1899, it was the third largest 
port in the US (measured by 
use) and was served by forty-
five steamship lines. The city 

benefitted from its natural 
harbor and was the major 
center for trade in Texas and 
it hosted sixteen consulates. 
The city itself grew by 30% 
in the previous decade and as 
of 1900, the city of Galveston 
had 38,000 while the city of 
Houston had 45,000 people. 
However, as of 2018, the city 
of Galveston had 50,000 people 
while the city of Houston had 
2.3 million people. 

What caused the astonishing 
difference in growth 
trajectories? In 1900, the Great 
Galveston Hurricane effectively 
destroyed the city of Galveston. 
The hurricane resulted in 
approximately 8,000 fatalities 
and left approximately 10,000 
people homeless. Approximately 
7,000 buildings in Galveston 
were destroyed, including 3,636 
homes. The catastrophe ended 
the Texas coast competition for 
primacy, as shocked potential 
investors pivoted to Houston. 
Climate impacts economic 
history, and Houston became 
the economic engine for 
southeast Texas.3

Flooding has been a major threat to life and property since before 
and especially after the advent of agrarian societies—and even 
more so with the rise of cities. A flood in ancient Mesopotamia was 
part of the plot in one of the oldest pieces of literature. In the “The 
Epic of Gilgamesh,” Uta-Naphisti and his family are saved from a 
flood that engulfs their world. The impact is so dire that the other 
vexations of humankind are considered preferable to the damage 
wrought by water. The author puts the following into the mouth of 
one of the protagonists: 

Would that a lion had ravaged mankind —
Rather than the Flood, Would that a wolf had 
ravaged mankind—Rather than the Flood, 
Would that had famine wasted the world—
Rather than the Flood, Would that pestilence 
had wasted mankind—Rather than the Flood.1

YEAR HARRIS  
COUNTY

CITY OF  
HOUSTON

GALVESTON 
COUNTY

CITY OF  
GALVESTON

1900 63,786 44,633 44,116 37,789

2018 4,602,523 2,295,982 327,089 50,039

EXHIBIT 1: POPULATION IN HOUSTON AND GALVESTON

Source: US Census Bureau
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RECENT WATER CATASTROPHES

Hurricane 
Katrina 
caused more 
than 1,800 
deaths and 
$125 billion 
in damage in 
August 2005, 
principally 
in the New 
Orleans area. 
In 2005, the city of New Orleans 
represented by Orleans Parish 
had a population of 494,294. 
In 2006, in the aftermath of 
Katrina, the population declined 
53.4% to 230,172. As of 
2019, the population stands at 
390,144—still 21% lower than 
it was pre-Katrina. A similar 
trend is evident in the Greater 
New Orleans metro area, with 
the 2019 population still 9% 
lower than its 2005 level.4

In October 2012, Hurricane 
Sandy infl icted approximately 
$65 billion in damage on the 
northern Atlantic coast.5 New 
York and New Jersey were 
particularly impacted when 
storm surge hit New York 
City, fl ooding streets, tunnels, 
and subway lines, and cutting 
power. Large sections of Lower 
Manhattan, including Battery 
Park, were fl ooded when the 
East River overfl owed its banks. 
Homes, buildings, roadways, 
boardwalks, and mass transit 
facilities in low-lying coastal 
areas of the outer boroughs of 
Queens, Brooklyn, and Staten 
Island were fl ooded by Atlantic 
Ocean surges. There were 53 
Sandy-related deaths in the state 
of New York.6 Approximately 
100,000 residences on Long 
Island were destroyed or severely 
damaged, including 2,000 that 
were rendered uninhabitable.7

Despite the heavy damage, New 
York’s population was far more 
resilient than New Orleans in 
the wake of Katrina. New York 
City’s population remained 
virtually unchanged between 
2012 and 2019. The population 
of hard-hit Manhattan, Staten 
Island, and Nassau County 
actually increased 0.6%, 1.2%, 
and 0.6%, respectively, during 
the same time period.8 The 
impact on New York was not 
permanent. New York continues 
to be a dominant US city.

In 2017, Hurricane Harvey 
caused catastrophic fl ooding 
resulting in $125 billion 
damage, primarily from 
rainfall-triggered fl ooding in 
the Houston metro area.9 In a 
four-day period, many areas 
received more than 40 inches 
of rain, and the subsequent 
deluge inundated thousands of 
homes, which displaced more 
than 30,000 people and caused 
106 deaths.10 Despite this, the 
population of Houston and 
Harris County grew 0.2% and 
0.8% between 2017 and 2019.11

Climate-induced catastrophes 
do not have the same lasting 
effect on all places, but they all 
have potential impact. There are 
many considerations that factor 
into the long-term prospects 
of water damage, including 
the number and importance of 
structures destroyed, economic 
and fi scal strength, and potential 
for recurrence. Weather-related 
water damage changed the 
fortunes of Galveston and 
left a negative impact on New 
Orleans—even 15 years after the 
event. Climate-induced fl ooding 
may negatively impact CRE in 
certain major metro areas and 
may even permanently alter 
their host city’s economic future. 

According to a recent report 
by the Urban Land Institute/ 
Heitman Institutional Realty 
Partners,12 developers and 
investors are increasingly 
considering water damage 
potential in their capital 
deployment strategies. Included 
in their analysis is assessing 
how prepared local jurisdictions 
are to mitigate and react to 
catastrophic events. Many 
investors are seeking markets 
where “governments have 
the authority, function, and 
funding to address climate 
risk, whether at the municipal-
government level or through 
supportive national policies 
and practices.”13
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THE NEGATIVE IMPACT OF FLOODING

The gradual increase in sea levels 
can adversely impact demand 
for CRE in coastal areas. 
Flooding negatively impacts 
CRE values in obvious and not 
so apparent ways. It impacts the 
size of the universe of potential 
investors. Certain investors 
have stated that they will not 
invest in parts of New York, 
Florida, and other locations for 
fear of climate-related risk. In 
addition to rent and occupancy 
being lower in buildings 
exposed to flooding, expenses 
such as insurance, repair and 
maintenance, and capital 
reserves are higher. Businesses 
may suffer losses resulting 
from property downtime and 
business disruption. 

Insurance increases are 
noticeable over the past three 
years. In many markets, 
commercial insurance rose as 
high as 10% to 20% between 
2019 and 2020, though many 
insurance companies believe 
premiums must rise higher to 
cover costs. Numerous owners 
and lenders are expecting 
further increases of the same 
magnitude or higher for 2020 
and 2021. Many insurance 
companies do not offer or are 
limiting coverage in high-loss 
areas. Some major insurers 
are exiting certain markets.14 
This will certainly result in 
upward pricing pressure. The 
insurability of certain markets 
over the long-term may be 
called in to question. Insurance 
rates and market exits may be 
an additional measure of the 
relative risk and exposure of 
certain markets to climate risk. 

The negative implications of 
high exposure to flooding, 
hurricanes, and tornados is 
not limited to the destruction 
of the building itself. Even 
if the building is free of risk 
(built high and structurally 
strong and redundant), the 
area may become flooded and 
the asset inaccessible. Should 

the asset remain accessible—
the area will not be desirable, 
because businesses, retail 
stores, restaurants, and bars are 
situated on flooded streets or 
destroyed. They will not have 
the benefit of networking with 
other businesses in the area. 
Therefore, it is important to 
widen the focus beyond building 
resiliency to the infrastructure 
of the district, the city and even 
the metro area in which the 
property exists.

Particularly vulnerable property 
types include luxury apartments, 
hotels, and associated retail. 
Luxury apartment towers 
are frequently situated near 
the ocean for views. Hotels 
and accompanying retail are 
frequently placed near beaches. 
Higher sea levels and storm 
activity can pose a risk for 
short-term disruption as well as 
long-term value diminution. 

Macro costs may include 
higher taxes to pay for flood 
remediation efforts such as 
sea walls, levees, and pumping 
systems. Negative impacts may 
include lower economic activity, 
declining values, and less 
investment. Entire districts may 
become low investment zones. 
Lower municipal bond ratings, 
and as consequence, higher 
borrowing costs, may ensue. 

MOST AND LEAST EXPOSED METROS

In order to gauge potential current and future damage to American 
metros, we utilized the First Street Foundation Flood Factor data.15 
Many coastal cities, with their business districts close to sea level, 
are exposed. This is to be expected, because the economic vibrancy 
of many of these urban areas was predicated on having a deep-
water port which facilitated the flow of immigrants, finished goods, 
and raw material. Not surprisingly, New Orleans was the most 
exposed to potential flooding risk in 2020 with almost all (98%) of 
its of its properties at risk. As Exhibit 2 shows, The Florida cities 
of Ft. Lauderdale, Miami, St. Petersburg, and Tampa take four 
out of the next six risk positions. Sacramento, Charleston, Fresno, 
Houston, and Norfolk round out the balance of the top ten.  
(It is important to note that coastal flooding does not account for 
all the water damage risk. Fluvial, pluvial, storm surge, and tidal 
effects are sources of hazard that propel Sacramento, Fresno in to 
the top ten.)

EXHIBIT 2: TOP 20 SHARE OF PROPERTIES AT RISK  
OF FLOODING IN 2020

Source: First Street Foundation

 

NUMBER PERCENT

1 New Orleans, LA 148,197 98%

2 Fort Lauderdale, FL 43,762 80%

3 Sacramento, CA 101,792 68%

4 Charleston, SC 29,469 59%

5 Miami, FL 34,932 52%

6 St. Petersburg, FL 40,252 47%

7 Tampa, FL 58,414 43%

8 Fresno, CA 54,255 39%

9 Houston, TX 186,481 32%

10 Norfolk, VA 18,042 27%

11 Buffalo, NY 24,613 26%

12 Chicago, IL 154,824 26%

13 San Jose, CA 56,243 25%

14 Camden, NJ 7,000 25%

15 Salt Lake, UT 15,584 23%

16 Bridgeport, CT 5,836 21%

17 Los Angeles, CA 132,046 20%

18 Portland, OR 45,951 20%

19 Virginia Beach, VA 28,943 20%

20 Boston, MA 19,177 19%

PROPERTIES AT RISK
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When the high value of CRE in these expensive cities is taken in 
to account the cost of their elevated exposure becomes even more 
apparent. The adjacent exhibits emphasize that point. 

Large portions of CRE value are situated in areas at high risk of 
being impacted by coastal flooding resulting from a rise in sea-
level. Exhibit 4 details metro areas ranked by the value of their 
aggregate CRE.

EXHIBIT 3: TOP 20 NUMBER OF PROPERTIES AT RISK 
OF FLOODING IN 2020

Source: First Street Foundation

 

NUMBER PERCENT

1 Houston, TX 186,481 32%

2 Chicago, IL 154,824 26%

3 New Orleans, LA 148,197 98%

4 Los Angeles, CA 132,046 20%

5 New York, NY 121,202 14%

6 Sacramento, CA 101,792 68%

7 Phoenix, AZ 62,351 13%

8 Tampa, FL 58,414 43%

9 San Jose, CA 56,243 25%

10 Fresno, CA 54,255 39%

11 Philadelphia, PA 53,378 10%

12 Jacksonville, FL 48,408 14%

13 Portland, OR 45,951 20%

14 Fort Lauderdale, FL 43,762 80%

15 St. Petersburg, FL 40,252 47%

16 Detroit, MI 39,744 10%

17 Miami, FL 34,932 52%

18 Indianapolis, IN 34,124 11%

19 Nashville, TN 33,153 13%

20 Memphis, TN 32,455 14%

PROPERTIES AT RISK

EXHIBIT 4: TOTAL ASSET VALUE OF CRE BY  
MARKET; TOP 20

Source: CoStar Group

 

VALUE ($)

1 New York, NY 1,587,917,209,600

2 Los Angeles, CA 893,578,084,352

3 Washington, DC 452,783,296,512

4 Chicago, IL 404,237,230,080

5 Dallas-Fort Worth, TX 367,990,964,224

6 Boston, MA 338,198,601,728

7 San Francisco, CA 329,007,390,720

8 Seattle, WA 326,054,211,584

9 Houston, TX 295,095,619,584

10 Orange County, CA 275,966,005,248

11 San Jose, CA 266,311,688,192

12 Atlanta, GA 251,505,479,680

13 San Diego, CA 221,729,640,448

14 Philadelphia, PA 215,030,091,776

15 East Bay, CA 204,616,359,936

16 Inland Empire, CA 198,887,399,424

17 Phoenix, AZ 186,438,197,248

18 Denver, CO 180,460,879,872

19 Miami, FL 166,434,390,016

20 Portland, OR 143,102,070,784

Note: Total Asset Value includes Multifamily, 
Industrial, Office and Retail asset data as of Q3 2020

Houston, Chicago,  
Los Angeles, and New  
York emerge as risk- 
exposed cities when 
considering the number  
of vulnerable properties  
and, as a corollary, the 
potential damage.
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The geographies most exposed are situated on the Gulf Coast, 
Atlantic Coast, Pacific Coast, around the Great Lakes, the Great 
Salt Lake, and certain low-lying and river-adjacent areas. Cities 
with high CRE value, including New York, Los Angeles, Chicago, 
Boston, Houston, San Jose, and Miami are among the most 
exposed to water damage. In many of these urban conurbations, 
a substantial portion of CRE is in CBDs and/or located close to 
bodies of water. 

In contrast, there are cities that front oceans and lakes that are not 
nearly as exposed. These include Milwaukee, Seattle, Cleveland, 
San Diego, and San Francisco. Desert-bound Tucson and  
Las Vegas, as well as land-locked Greensboro, NC, and Denver, 
CO, are also amongst those least likely to suffer substantial  
flood damage.

EXHIBIT 5: BOTTOM 20 SHARE OF PROPERTIES AT RISK 
OF FLOODING IN 2020

Source: First Street Foundation

 

NUMBER PERCENT

56 Milwaukee, WI 12,203 8%

57 Oklahoma, OK 19,852 8%

58 Omaha, NE 12,616 8%

59 Seattle, WA 13,977 8%

60 Fort Worth, TX 20,648 8%

61 Charlotte, NC 17,545 7%

62 Cleveland, OH 12,261 7%

63 Dallas, TX 21,687 7%

64 Raleigh, NC 8,469 7%

65 Richmond, VA 5,067 7%

66 San Antonio, TX 30,587 7%

67 Baltimore, MD 13,705 6%

68 Columbus, OH 17,728 6%

69 Las Vegas, NV 11,947 6%

70 Wilmington, DE 1,590 6%

71 Denver, CO 10,136 5%

72 Greensboro, NC 5,121 5%

73 San Francisco, CA 7,839 5%

74 San Diego, CA 10,434 4%

75 Tucson, AZ 5,404 3%

PROPERTIES AT RISK

EXHIBIT 6: BOTTOM 20 NUMBER OF PROPERTIES AT 
RISK OF FLOODING IN 2020

Source: First Street Foundation

 

NUMBER PERCENT

56 Denver, CO 10,136 5%

57 Grand Rapids, MI 9,448 15%

58 Raleigh, NC 8,469 7%

59 San Francisco, CA 7,839 5%

60 St. Paul, MN 7,345 10%

61 Camden, NJ 7,000 25%

62 Rochester, NY 6,953 11%

63 Newark, NJ 6,790 15%

64 Stamford, CT 5,836 21%

65 Worcester, MA 5,424 13%

66 Tucson, AZ 5,404 3%

67 Providence, RI 5,176 13%

68 Greensboro, NC 5,121 5%

69 Richmond, VA 5,067 7%

70 Stamford, CT 4,803 19%

71 Jersey City, NJ 4,668 9%

72 Columbia, SC 3,927 10%

73 Hartford, CT 3,689 19%

74 New Haven, CT 2,944 12%

75 Wilmington, DE 1,590 6%

PROPERTIES AT RISK
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CLIMATE CHANGE AND INCREASED FLOODING EXPOSURE

The Arctic sea ice covered 
1.4 million square miles in 
September 2020—the second 
smallest range of coverage since 
satellite monitoring began forty 
years ago.17 The figure marks 
the second time that Arctic sea 
ice dropped below 1.5 million 
square miles.18 This key metric 
for climate change reveals that 
the low in 2020 was more than 
40% below the average from 
1981 to 2010. The fourteen 
years with the lowest sea-ice 
area have all occurred in the last 
fourteen years.19 Scientists have 
found that airborne industrial 
pollution gets captured in 
snowfall on the glaciers 
where the black soot sharply 
diminishes the reflectivity of 
the ice, which melts into pools, 
which absorb heat, and melt 
more ice in a continuous cycle. 
The meltwater runs down 
through cracks to the bedrock 
where it acts like a lubricant to 
help slide the glacier into the sea 
where it becomes a giant iceberg 
that instantly raises sea levels.20 

Since 1880, the global average 
sea level has risen eight to 
nine inches.21 Melting Arctic 
ice is expected to speed up sea 
level rise. Should oceans rise 
substantially higher, major 
coastal cities would flood. It  
is likely that waterfront 
property in low lying areas 
will be at serious risk over ten 
to thirty years. In addition, 
hurricanes and cyclones have 
become stronger over the past 
several years. 

EXHIBIT 7: TOP 20 CHANGE IN PROPERTIES AT RISK  
OF FLOODING, 2020–2050

Source: First Street Foundation

 

NUMBER PERCENT

1 Jersey City, NJ 9,585 205.0%

2 Norfolk, VA 36,012 199.6%

3 Virginia Beach, VA 23,182 80.1%

4 Boston, MA 8,642 45.1%

5 New York, NY 45,673 37.7%

6 Jacksonville, FL 15,705 32.4%

7 Wilmington, DE 509 32.0%

8 Atlanta, GA 3,567 26.4%

9 Bridgeport, CT 1,370 23.5%

10 Stamford, CT 1,126 23.4%

11 New Haven, CT 649 22.0%

12 San Francisco, CA 1,482 18.9%

13 Fort Lauderdale, FL 7,505 17.1%

14 Newark, NJ 1,028 15.1%

15 Camden, NJ 1,005 14.4%

16 Tampa, FL 15,199 13.7%

17 Philadelphia, PA 7,183 13.5%

18 Miami, FL 4,696 13.4%

19 Baltimore, MD 1,673 12.2%

20 Charleston, SC 3,605 12.2%

PROPERTIES AT RISK

Coastal flooding is growing because of the increased frequency 
of high-tide flooding, the greater magnitude of extreme weather 
events, and topographical changes. The increases in high-tide 
flooding and the greater magnitude of extreme weather are likely 
caused by global warming. Topographical changes, including land 
subsidence, is caused by commercial and residential development 
as well as oil and gas extraction.22 

The list of cities projected to be most at risk in 2050 includes some 
of the same ones noted in 2020. What is particularly of note is the 
magnitude of change for cities at various levels of current risk. For 
example, the number of properties exposed in Jersey City, NJ is 
expected to increase 205% by 2050. Norfolk, VA risk is expected 
to grow by 200% by 2050, resulting in a jump from the tenth 
to the third spot on the risk list. Other notable increases in risk 
exposure include Virginia Beach (80%), Boston (45%), New York 
(38%), Jacksonville (32%), and Wilmington, DE (32%).



Eight states along the eastern 
seaboard have lost a total of 
US$14.1 billion in home values 
in coastal areas because of 
sea-level-rise fl ooding since 2005.
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According to several studies 
cited by the Urban Land 
Institute, “The impacts of the 
actual and perceived risks of 
climate change are already 
beginning to be refl ected in 
residential market pricing. 
Studies published in 2017 
and 2018 looking at the US, 
Germany, and Finland found 
that homes exposed to fl ood risk 
or sea-level rise have sold for 
less than comparable properties 
or have seen values increase at 
a reduced rate in comparison 
to similar properties without 
fl ood risk.”23 The First Street 
Foundation’s Flood Factor data 
showed in 2018 that eight states 
along the eastern seaboard 
have lost a total of US$14.1 
billion in home values in coastal 
areas because of sea-level-rise 
fl ooding since 2005.24 Cities 
that can demonstrate that they 
are fi scally strong, prepared for 
an emergency, and invest in 
protective infrastructure, may 
be better positioned.

Read more and get a 
city-by-city analysis of key 
metros at afi re.org/summit/
ratherthanthefl ood

PLANNING FOR FUTURE RISKS

Damage from coastal fl ooding, fl uvial, pluvial, storm surge, 
industrialized groundwater extraction, and tidal sources are 
signifi cant risks in certain metro areas. New Orleans, plus four 
Florida cities, take fi ve out of the top seven risk positions ranked by 
share of metro properties. In terms of number of exposed properties, 
Houston, Chicago, New Orleans, Los Angeles, and New York are 
the most at risk. Historically, there have been times when extreme 
weather resulting in fl ood damage changed the fortunes of cities. 
Climate change is placing formerly and relatively safe areas at risk 
and will likely alter investment decisions. The gradual increase in 
sea levels can adversely impact demand for CRE in coastal areas. 
Jersey City, NJ as well as the Hampton Roads cities of Norfolk and 
Virginia Beach are expected to see the greatest increase in water 
damage exposed properties over the next twenty years. 

The impact of signifi cant water damage potential on CRE values 
is refl ected in lower rent and occupancy as well as the higher costs 
of insurance, repair and maintenance, and capital reserves. The 
potential likelihood of catastrophic water damage will impact the 
size of the universe of possible investors in exposed areas. 

Investors need to be cognizant of water disaster potential not 
only in target properties but also in the asset area. The magnitude 
of water damage risk is a major consideration in twenty-fi rst 
century CRE investing. It is important to differentiate short-term 
interruption from long-term secular consequences. Likewise, it is 
vital to bifurcate the practical risk implications of investing with 
a seven- to ten-year holding period verses an investment horizon 
that would not concern the grandchildren of anyone living today.
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REFORGING THE  
SUPPLY CHAIN
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Delivering on the service 
promises of the on-demand 
economy requires the kind  
of reimagined supply chain 
that will support industrial 
real estate growth for years 
to come.

As the COVID-19 pandemic 
continues to support major 
e-commerce growth acceleration, 
this type of restructuring is now 
reverberating to just about any 
business that relies on the supply 
chain to operate: retail, logistics, 
manufacturing, trucking and 
transportation, grocery, and 
on and on. The only way to 
deliver on ambitious service 
promises of the on-demand 
economy is through a complete 
reconfiguration of the supply 
chain, much like the foundation 
of the industrial boom of the 
past decade. As we see it,  
the net effect will be not only 
major ongoing demand for 
industrial real estate, but also 
far more breadth of demand 
across industrial property types 
and locations. 

Among the wide-ranging supply 
chain changes are three notable 
trends impacting real estate 
demand: 

• The growing importance 
of industrial real estate 
proximity to the end 
consumer

• The changing point of 
production and increase of 
inventories in the system

• The pressures of growing 
returns and need for better 
reverse logistics

In the aftermath of iconic toy retailer Toys “R” Us’ 2017 
bankruptcy filing, the toy suppliers that had previously distributed 
heavily through the now-shuttered retailer were faced with new 
distribution complexities. Previously, these suppliers relied on 
a relatively small footprint of stocked warehouse buildings to 
replenish merchandise that would ultimately populate Toys “R” 
Us shelves in fairly predictable volumes. Now they would have 
to rely on new distribution channels to fill the Toys “R” Us void, 
largely turning to Amazon and other “e-tailers” that depended on 
fast, on-demand service in just about every location with virtually 
unlimited choices (including the choice to return orders with few 
exceptions). The net effect required a reimagination of the toy 
companies’ supply chains. Inevitably, they would need to ensure 
merchandise was stocked amply in more warehouse locations, 
closer to end consumers and often strategically positioned near the 
distributors’ own supply chain networks.

CERTAIN SMALLER MARKETS BECOME JUST AS 
STRATEGIC AS LARGE

The revenues of online retailers 
are highly dependent on their 
ability to deliver, far more 
so than their ability to sell. 
Nearly all US consumers have 
the ability to shop online, but 
if an item cannot be delivered 
quickly, a consumer is more 
likely to buy from a competitor 
or a physical store. As service 
requirements have dropped 
from weeks to days, the need 
to position inventory in a much 
wider set of markets proximate 
to end consumers has also 
increased. This has had a 
measurable impact on leasing 
activity in secondary markets.

All markets feature population 
clusters that need to be serviced, 
but the focus throughout this 
cycle has been disproportionately 
aimed at the largest markets. 
More recently, logistics users 
of all types have broadened 
their focus to a network design 
that aggressively expands 
into a wider configuration of 
strategic markets with the goal 
of reaching as many consumers 
in as short a period as possible.

Typically, these markets such 
as Pittsburgh, Detroit, and 
others have been designated as 
secondary or even tertiary and 
have been viewed by investors 
as somewhat risky. However, 
many of these markets have 
characteristics that make them 
important in the modern supply 
chain dynamics:

• Large industrial labor pools 
at relatively low cost

• Access to key transportation 
infrastructure

• Populations of more than  
1 million people

• Growth in key 
demographics; young and 
affluent populations

Over the past decade, industrial 
space demand in these markets 
has outpaced completions by 
more than 35 million SF/3.25 
million SM and rents have 
increased by 40%, according to 
CoStar. Due the steady leasing 
that has persistently outpaced 
construction in these markets, 
vacancy rates have declined 
to about 5%, which slightly 
outpaces the overall industrial 
national average.

These strategic industrial markets 
are also offering investors 
compelling opportunities, as the 
ten-year US economic expansion 
has lowered yields and reduced 
available supply and land sites 
for new development in primary 
industrial hubs. 



78

SUMMIT ISSUE 06

DEMAND BROADENS ACROSS SMALLER AND  
DENSER BUILDING FOOTPRINTS

According to CoStar, light-
industrial properties account 
for 9 billion SF/836 million 
SM—or roughly half of the 
total US industrial stock. The 
vacancy rate for this segment 
has declined by 50% over the 
past decade to its present rate of 
4.5%. Consequently, their rents 
have climbed at the same rate to 
an average of US$8.24 per SF. 

Despite the strong demand 
fundamentals, new development 
in this segment has been 
extremely limited, with 
completions accounting for 
just 1% of total light-industrial 
warehouse inventory since 
1990.1 This dearth is attributable 
to challenges in developing 
smaller parcels in densely 
populated areas, including 
competition with other uses and 
high land values.

Apart from demand for 
light industrial, demand for 
proximity to population-dense 
locations has supported a new 
wave of industrial building types 
and functions—from multi-
story warehouses to robotics 
solutions for order fulfillment—
all of which are likely to see 
increased investment should 
they continue proving their 
ability to increase throughput 
and efficiencies.

EXHIBIT 1: LIGHT INDUSTRIAL SUPPLY WELL BEHIND BULK

Source: CBRE Research

Demand for well-located, 
small, light-industrial 
properties—less than 
120,000 SF/11,148 SM—
continues to surge, largely 
driven by local economic 
activity, urban population 
growth, and same-day 
delivery expectations of 
consumers.
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EXHIBIT 2: OCCUPIED STOCK AND US INVENTORIES CLOSELY RELATED

Source: St. Louis Federal Reserve; CBRE Research

RISING INVENTORIES INCREASE SPACE DEMANDS

One of the less reported impacts 
of the pandemic has been the 
need for businesses around the 
world to quickly assess and 
adjust the amount and source 
of inventory in their systems. 
The crisis has underscored the 
fragility of just-in-time (JIT) 
production networks, which 
historically have involved very 
intricate global supply chains 
in which goods often go back 
and forth across international 
borders many times using many 
different transportation modes. 
These JIT systems were stressed 
to the breaking point in the early 
days of the pandemic, which 
led to disruptions ranging from 
household staples to critical 
medical supplies. A 2020 survey 
by the Institute for Supply 
Management found that nearly 
75% of business respondents 
have experienced supply chain 
disruptions and more than 80% 
believe they will in the future.2 
As a result, many businesses are 
planning major restructuring of 
their supply chain processes.

These adjustments to business 
supply chains will increase the 
demand for warehouse space in 
all markets. After a slight blip 
in early 2020, the growth of US 
business inventories has resumed 
as economic activity has picked 
up, fueled partly by wholesalers 
and retailers adding stock to 
store materials and products 
closer to manufacturing centers 
and consumers. The need for 
additional “safety stock” has 
grown over the past year as 
suppliers and retailers protect 
against the unknown future of 
the pandemic.

This extra inventory inevitably 
sits in warehouses waiting to 
be pulled into retail or business 
supply chains. The impact of 
this additional inventory is 
massive. According to CBRE 
Research, a 5% increase in 
business inventories requires an 
additional 400 million to 500 
million SF of warehouse space. 
To put this in perspective, the 
US market is currently 5.5% 
vacant, which equates to 800 
million SF/74.3 million SM, so 
the increase in space required 
would cut the overall vacancy 
rate in half. 

The demand generated by 
the rise of inventories has the 
potential to reach all markets. 
Most likely, users will seek 
options on the coasts near 
seaports, but with vacancies at 
historical lows in all seaport 
locations, the demand will likely 
flow inland to a wide variety of 
locations connected to ports by 
rail or road. 



An effective reverse logistics 
supply chain requires 
approximately 15% to 20% 
more space than a traditional 
outbound supply chain.
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Along with the exponential 
growth of e-commerce, to 
remain competitive, online 
retailers must meet consumer 
demand for free returns, along 
with a simple return process. 
Demand for returns can reach as 
high as 30% of total e-commerce 
sales—a massive amount in a 
rapidly growing sector.

Efficient return strategies 
are increasingly important 
for retailers, and the tried-
and-true model of in-store 
returns remains the best, most 
cost-effective way to handle 
returned merchandise. This 
creates an obvious challenge 
for online retailers because 
an online order can rarely be 
returned in a brick-and-mortar 
environment. As such, shipped 
returns include significant 
shipping and handling costs, 
along with challenges in 
processing times, liquidation 
recovery, and manual processes 
that can result in more than 
US$50 billion in profit loss and 
more than 10 billion needless 
shipments and touches.

While the measurable costs 
to a liberal returns policy are 
significant, the major challenge 
that can make or break an 
effective reverse logistics 
strategy is controlling for time 
and product value depreciation. 
By some estimates, fashion 
apparel depreciates by 20% to 
50% of its value within three 
months3, creating urgency 
to get inventory back into 
circulation and ready for resale. 
Depreciation levels vary by 
product type, with electronics 
losing between 4% and 8% of 
their value per month.

An effective reverse logistics 
supply chain requires 
approximately 15% to 20% 
more space than a traditional 
outbound supply chain.4 
However, in many cases, returns 
are handled on an ad-hoc basis 
when time permits, and often 
literally in the corner of an 
outbound fulfillment center. 
This type of disorganized 
approach only adds time and 
cost to the process and increases 
the risk of product depreciation.

EXHIBIT 3: RETURNS ARE A LARGE PROPORTION OF 
E-COMMERCE SALES

Source: Internet Retailer; CBRE Research

HOW TO HANDLE RETURNS? REVERSE LOGISTICS.
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NOTES

Given both the urgent need for a better returns network, and the 
insufficient in-house process employed, many retailers outsource 
their returns management to third-party logistics (3PL) providers 
in order to free up space for forward logistics. This has created 
a significant amount of opportunity for the 3PL industry, which, 
according to CBRE, has grown in terms of square footage by 
approximately 31% since 2015. Large 3PLs that offer reverse 
logistics services include XPO Logistics, Ryder, and NFI. The types 
of products being returned drive specific real estate requirements 
and space criteria. Typically, second-generation space is preferred 
over modern, Class A space. Lower ceiling heights are more 
appropriate, because the activities within the space are high-touch 
with slower processing, and the odd configuration of pallet loads 
makes them difficult to safely stack or store in high racks. But, 
given the time-sensitive nature of processing returns, quality 
locations both in high density markets and submarkets proximate 
to major highways (returns are almost exclusively moved by trucks) 
is paramount.
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Though leverage is an 
important part of capital 
funding, it’s important to 
ask LPs if (and how) they 
should take control of their 
real estate leverage.

Leverage is widely used in real 
estate as an important part of 
the capital funding, and real 
estate and leverage have gone 
hand-in-hand since mortgages 
originated in England in the 
Middle Ages. When used 
wisely, it can enhance returns  
and provide other portfolio 
benefits. Institutional investors 
manage real estate leverage 
in a variety of ways, but 
typically utilize relatively low 
levels of leverage for low-risk 
investments and higher levels 
of leverage for higher risk 
investments. In general, this has 
worked out in terms of overall 
returns, but may not be the 
most efficient strategy. 

Institutional investors should 
continue to use moderate levels 
of leverage on a portfolio-
wide basis but also explore 
ways to minimize the cost and 
maximize the flexibility of real 
estate leverage. In particular, 
overall fund-level leverage  
can offer investors lower interest 
rates while not encumbering 
specific properties held in  
their portfolios.

Owners of residential and 
commercial properties typically 
use mortgage loans tied to 
specific properties (collateral) as 
an important source of capital 
to make real estate purchases. 
In most cases, repayment of a 
mortgage is limited to the cash 
flow and potential value of the 
property itself. In some cases, 
personal or corporate guarantees 
can provide additional 
repayment support. Not all 
real estate loans are mortgages 
– lines of credit and unsecured 
debt are also used, without a 
specific property (or properties) 
designated as collateral.

This article examines the pros 
and cons of leverage in general, 
explores the unique aspects of 
real estate leverage, looks at 
the way that leverage is used 
in an institutional real estate 
setting, and offers options 
for institutions to consider in 
managing real estate leverage.

Despite some arguments to the contrary, the majority of investors 
believe that leverage adds value when applied to real estate assets 
or portfolios. The use of leverage generally enhances returns (when 
property or portfolio returns are in excess of the cost of leverage), 
allows for greater diversity in a portfolio, and in some cases, 
provides a free put option when the value of a property is less than 
the mortgage amount.

The biggest argument against using leverage stems from work 
done by economists Modigliani and Miller in the 1950’s.1 They 
argued that the value of a firm (and by extension, a property) is 
independent of its capital structure. Adding leverage can boost 
returns but comes with an offsetting amount of risk. Plus, investors 
have the ability to adjust leverage through investor-level borrowing 
or by offsetting firm (or property) leverage with risk-free bonds, so 
there was no apparent need for firms to utilize leverage.

This initial finding was influential in corporate finance circles but 
was based on crucial simplifying assumptions, such as no taxes or 
bankruptcy costs, and did not account for differences in the cost of 
debt by firm (property) and over time. Later versions of the theory 
took into account those and other factors and determined that 
there is an optimal level of debt for each firm based on its riskiness, 
with lower leverage recommended for riskier firms and industries.

DOES LEVERAGE ADD VALUE?
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Real estate tends to use more 
debt than other sectors. Some 
real-estate specifi c attributes 
that support borrowing include 
yields (either income or cash 
yields) in excess of borrowing 
costs; long leases with credit-
worthy tenants (depending on 
property type); relative resilience 
to technological and other 
changes; and collateral values 
that are typically independent 
of ownership, resulting in 
relatively low loss rates in the 
event of default. Over time, 
leverage has had a benefi cial 
impact on returns. For example, 
properties with leverage in 
the NCREIF Property Index 
(NPI) have out-performed 
unleveraged properties by 150 
and 110 BPS over the past 10 
and 20 years, respectively.2 Of 
course, there have been periods 
of low or negative returns when 
leverage had a negative impact 
on returns.

For most private investors, the 
answer to how much leverage is 
optimal is: “As much as one can 
get at a reasonable interest rate.” 
Institutional investors need to 
view this question differently. 
Pension funds generally have a 
lower tolerance for risk than most 
private investors, particularly 
when underfunded relative 
to expected liabilities. Also, 
most asset allocation analyses 
are based on the returns and 
volatility of unleveraged core 
real estate, creating a potential 
mismatch between target and 
actual portfolio impacts. Finally, 
adding leverage to a real estate 
portfolio effectively offsets 
investments in similar duration 
bonds. For example, a US$1 
billion real estate portfolio with 
50% leverage would effectively 
offset US$500 million of an 
institution’s bond portfolio.

DOES LEVERAGE ADD VALUE?

ASSET CLASS /
REAL ESTATE STRATEGY MAX. ACTUAL

S&P 500 NA 24.7%

NASDAQ NA 25.3%

Equity REITs NA 33.8%**

NCREIF Property Index (NPI) 0% 44.9%

Core Open End Funds (NFI-ODCE) 35% 23.3%

Value Add Funds (NFI-CEVA***) 66.8% 58.8%

LEVERAGE

EXHIBIT 1: LEVERAGE LEVELS BY ASSET CLASS AND 
REAL ESTATE STRATEGY

Source: NCREIF, Nareit, Bloomberg (as of March 2021)

Leverage levels for real estate strategies and other asset classes 
are fairly stable over time, with fl uctuations due to changes in 
market values. Real estate stands out with a relatively wide range 
of leverage levels, as shown in Exhibit 1. The NPI reports returns 
on an unleveraged basis, but many properties in that index utilize 
some leverage. As also detailed in Exhibit 1, NPI properties actual 
leverage is about 45%, indicating leverage is generally accepted by 
many institutional investors. The ODCE Index3 limits overall fund 
leverage to 35%, with the current average much lower at 23%. 
There are some who suggest that ODCE funds should use greater 
leverage given the low-risk nature of those funds. Equity REITs 
utilize about 34% leverage, with notable differences by property 
type. Finally, value-add real estate funds utilize the highest leverage 
levels—an average of 67% allowed and 59% in practice.

* Debt/total assets; other liabilities not included

** As of Q3 2020

*** NCREIF Fund Index - Closed End Value Add.
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Real estate income yields, or cap rates, reflect many factors, 
including risk-free rates, growth projections, riskiness as indicated 
by lease length and tenant credit, among others. The availability, 
cost, and benefits of leverage vary over time, as both base lending 
rates and risk spreads vary. The following chart shows how the 
cost of debt can vary over time. The implication is that there are 
certain times when real estate borrowing is more beneficial than 
other times, although leverage has been accretive for core strategies 
over most long-term hold periods. As of Q4 2020, the steep drop in 
Treasury rates due to COVID-19 has created favorable borrowing 
conditions—a signal to consider higher leverage levels.

INTEREST RATE TRENDS AND TIMING CONSIDERATIONS

EXHIBIT 2: US CAP RATE/INTEREST RATE SPREADS

Source: RCA, Federal Reserve, Data as of 4Q 2020

There have been numerous studies and analyses on the advisability 
and proper level of debt for an institutional real estate portfolio. 
Most of them are focused on private real estate funds and not 
on core strategies, including separate accounts with low levels of 
leverage. Some recent examples include:

• Alcock, Baum, et al. found that, based on analyzing a large 
sample of global private equity real estate investment funds, 
leverage-related strategies, such as adding leverage or tactically 
changing leverage levels in an attempt to time the market, do not 
reliably generate excess fund returns.4 

• Bollinger and Pagliari examined the risk-adjusted, net-of-fee 
performance of non-core funds and generally found that investors 
would have been better served by placing additional leverage on 
their core investments rather than investing in non-core assets.5 
Looking at a range of funds over the 2000–2017 timeframe, a 
leveraged core strategy would have produced higher returns with 
lower fees than a value-add or opportunistic fund.

• Green Street, a real estate advisory firm that focuses on 
publicly traded real estate companies, noted that “Preserving 
financial flexibility and avoiding both direct costs of financial 
distress and indirect costs, such as not being able to pursue 
attractive investments at opportune times, is important. There 
is not a one-size-fits all approach, but . . . key ingredients to 
a healthy balance sheet should include comprehensive leverage 
of 30% or less, debt-to-EBITDA of 5X or less, access to a  
wide menu of capital sources, well-laddered debt maturities, and 
a thoughtful stance on the mix of recourse/non-recourse debt.”6
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PROS CONS

Lowest cost/interest rate option Manager fees based on leveraged 
returns so fee structure may 
need to change

More fl exibility to sell assets Some managers may add value 
through leverage strategy/expertise 
and timing decisions

Lower fees by moving risk from 
high-fee value/opportunistic funds 
to low-fee leveraged core

Loss of embedded “put” from high 
leverage non-recourse loans

Direct control of leverage levels May miss out on high returns from 
skilled managers or those investing in 
otherwise non-accessible strategies

Manager fees may be more 
aligned, as incentives are based 
on operating performance, rather 
than fi nancial leverage

May require additional staff or expertise

EXHIBIT 3: THE PROS AND CONS OF FUND-LEVEL LEVERAGE

Some potential implications: 

• Use more debt for lower risk strategies, and less debt for 
higher risk strategies. 

  Debt for higher risk strategies and with higher loan-to-value 
ratios typically comes with higher interest rates and more 
onerous terms than debt for lower risk strategies. This would 
argue for utilizing more debt for core strategies (particularly 
apartments) and less debt for higher risk strategies. In practice, 
most higher risk strategies are executed through private closed-
end funds commingled with many investors and in some cases, 
track records of strong performance using high leverage levels. 
Changing general partner terms and practices may be diffi cult to 
achieve, particularly for those with good track records.

• Consider ways to lower the cost and increase the fl exibility 
of real estate debt.

  For mortgage debt, the least expensive and most fl exible 
fi nancing typically is available for low-leverage loans on “core” 
stabilized properties. The tipping point where lenders charge 
higher interest rates varies over time and by property type, but 
has typically been in the 50–70% range. In addition, interest 
rates for multifamily apartments are often lower than for other 
property types if originated by government-sponsored entities 
such as Fannie Mae and Freddie Mac. 

Institutional investors currently 
manage real estate leverage in 
a number of different ways. 
Many have overall portfolio 
guidelines, with some extending 
restrictions by investment 
style, typically allowing lower 
leverage for core strategies 
and higher leverage for riskier 
strategies. For fund investments, 
institutional investors largely 
delegate leverage decisions and 
execution to managers, although 
most funds have explicit limits 
for individual assets as well 
as overall fund leverage. As 
shown in Exhibit 2, funds that 
qualify to be included in the 
NFI-ODCE must maintain 
leverage levels below 35%, 
while value-add funds have 
leverage levels restrict leverage 
to around 60-70%.

In many ways, the general 
practice of using higher leverage 
for higher risk strategies and 
lower leverage for lower risk 
strategies is counterintuitive. 
Core strategies often consist 
of properties with longer-
term leases and fewer needs 
for capital expenditures—
typically conditions that allow 
for greater leverage. Value-add 
and opportunistic investments 
often involve properties that 
have lower occupancy rates 
and require extensive capital 
improvements, resulting in 
greater uncertainty regarding 
future cash fl ow and values. 
By comparison, many sectors 
with volatile cash fl ows and 
uncertainty about future market 
conditions, such as technology 
companies, employ low levels of 
debt/leverage. 

HOW SHOULD LPS MANAGE REAL ESTATE LEVERAGE?
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An innovative way to minimize 
the costs of debt and maximize 
flexibility is using overall fund-
level assets (e.g., cash, securities, 
etc.) as collateral for real estate 
portfolio debt. Secured, fund-
level borrowing rates are almost 
always lower than mortgage 
interest rates, even for low-
leverage core properties. Fund 
level debt also reduces the use 
of asset-level mortgage debt 
that can sometimes reduce 
the potential buyer pool 
when selling an asset. Finally,  
fund-level leverage can be 
structured with a range of 
maturities that act as a partial 
hedge if interest rates rise and 
property values increase. 

At least one state pension plan, 
Massachusetts Pension Reserve 
Investment Management, has 
utilized this structure since 
2013. According to their 2020 
Annual Report, “By utilizing 
the securities lending financing 
capabilities, the LLC is able to 
achieve lower borrowing costs 
for the Real Estate Portfolio 
and allow more flexibility 
within the real estate debt 
program.”7 Other institutional 
investors have executed or 
evaluated this approach.

There are both positive and 
negative implications of fund 
level real estate debt, as shown 
in Exhibit 3:

In conclusion, leverage is an 
important part of the real 
estate capital stack. Used 
wisely, it can enhance returns 
and provide other portfolio 
benefits. Academicians have 
raised questions about the 
value of leverage as deployed 
by private equity funds using 
relatively high (>65%) leverage 
ratios, although there many 
managers that have added value 
with leverage. Institutional 
investors should continue to use 
moderate levels of leverage but 
also explore ways to minimize 
the cost and maximize the 
flexibility of real estate leverage.

PLAN-LEVEL FINANCING
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The investment community 
can have an active role 
in an equitable economic 
recovery—but it will require 
the necessary discomfort of 
recasting the traditional  
risk/return framework.

Recessions typically put a 
hard stop to development. 
Shrinking economic activity, 
loss of jobs, and uncertainty 
about the recovery make it more 
challenging for developers and 
lenders to greenlight projects. 
But this pandemic-induced 
recession is different, because 
the supply/demand balance 
heading into it was not too 
out-of-sync with economic 
realities, and the amount of 
leverage in the ecosystem 
was not too onerous. More 
importantly, the pandemic and 
the uneven K-shaped recovery 
have magnified and laid bare 
some deeply ingrained systemic 
deficits in housing, healthcare, 
education, retail, and other 
services for minority and other 
disadvantaged communities. 

The pandemic has also 
accelerated many of the 
demographic trends already 
underway shaping demand for 
housing such as millennials 
facing affordability and 
scarcity issues as they enter 
the homebuying stage of their 
lives. The current housing 
infrastructure is not prepared 
for the massive shifts in demand. 

It is apparent, then, that the 
development cycle needs to 
rev up in earnest to respond 
to these challenges. Not doing 
so would be inexcusable in 
light of the reckoning from a 
year of equity-focused protests 
and the disproportionate 
impact of the pandemic on 
certain neighborhoods and 
communities. 

The investment community can 
support this rev-up endeavor—
it is possible to be good and 
profitable—though it may 
require recasting the traditional 
framework of risk and return. 
Is “risk-free” or “low-risk” 
development that reinforces 
systemic inequality and injustice 
truly risk-free and equitable? 
What are the hidden costs of 
ignoring the obvious disparities 
in access to housing and other 
services? 

Leading up to the pandemic, 
the decade-long housing 
development cycle in the post-
GFC era had focused almost 
single-mindedly on luxury 
rental housing (Exhibit 1) in a 
narrow subset of submarkets in 
most metros. 

EXHIBIT 1: MOST OF NEW SUPPLY IS COMPRISED OF LUXURY/UPSCALE UNITS

Source: CoStar
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The US was in a rental 
affordability crisis even before 
the pandemic. Over the last 
two decades, renter incomes 
have fallen in real terms while 
rents have climbed relentlessly 
as capital has flowed to building 
luxury rental housing in 
affluent neighborhoods. Per the 
Harvard University Joint Center 
for Housing Studies (JCHS) 
latest report, the share of cost-
burdened renter households 
spending more than 30% of their 
incomes on housing rose from 
approximately 41% in 2001 to 
nearly 48% in 2018.1 Renters 
earning US$30,000–44,999 
annually have seen their share 
rise 15.4 percentage points, 
to 55.7%, while households 
earning US$45,000–74,999 
have seen their share increase  
by 13.3 percentage points,  
to 27% (Exhibit 2). 

The rapidly growing share of 
cost-burdened middle-income 
renters is happening in mostly 
coastal and expensive cities 
where market-rate rents could 
be “unaffordable” for even 
households above 120% area 
median income (AMI). This has 
severely impacted the ability 
of essential employees such 
as teachers, police, fire, and 
health personnel, to live in the 
communities they serve. These 
essential workers have steady 
and secure jobs that can pay 
rent, and they are unable and 
unlikely to uproot themselves 
from the communities they 
work in because of the nature 
of their jobs. The pandemic 
has also highlighted the need 
for other essential staff, such 
as supermarket and other 
service workers, to live in closer 
proximity to their workplaces.

THE MISSING MIDDLE—OPPORTUNITIES IN SUPPLY  
OF PRODUCT-TYPE

The more “affordable/workforce” segment of the for-rent sector, 
and a majority of neighborhoods have not seen a significant 
inflow of investment dollars, despite growing concerns about 
housing-related cost-burdens facing many households. Add to 
that the issues of gentrification and displacement many inner-city 
neighborhoods experienced where some of the new luxury housing 
was being built, and the challenge got bigger. It is clear that how 
housing and infrastructure supporting underserved communities is 
built needs a deep rethink. The reevaluation around investment in 
housing infrastructure can be approached with the idea of closing 
the opportunity gaps at three different levels:

1.  Supply of product type: Focusing on a differentiated product 
that addresses the specific needs of cost-burdened households  
at market rate/moderately subsidized rates.

2.  Neighborhood selection: Actively pursuing development in 
communities where public/private investment has been slow  
to arrive due to “perceived” risks despite great need.

3.  Developer/investor inclusion: Allocation to local developers/
investors that are connected to these overlooked communities 
in meaningful ways.

EXHIBIT 2: RENTER COST-BURDEN RATES FOR MOST INCOME  
GROUPS HAVE BEEN RISING

Note: Household incomes are adjusted for inflation using the CPI-U for All Items. Moderately (severely) 
cost-burdened households pay more than 30% (more than 50%) of income for housing. Households 
with zero or negative income are assumed to have severe burdens, while households paying no cash rent 
are assumed to be without burdens.

Source: JCHS tabulations of US Census Bureau, American Community Survey 1-Year Estimates.
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Another study from JCHS 
measuring affordability by the 
residual-income method (after 
accounting for other essential 
spending) fi nd that as much as 
62% of renter households are 
cost-burdened.2 Householders 
of color, particularly Black 
and Hispanic renters, are 
more likely to be burdened. 
Residual-income burden is 1.2x 
higher for Black households 
and 1.1x higher for Hispanic 
households, when compared to 
White households. And based 
on recent data from the Census 
Bureau’s monthly Household 
Pulse Survey, the ongoing 
pandemic has only intensifi ed 
the crisis in the past year 
despite eviction moratoriums 
and other renter support efforts. 
(See also: “The Great Real 
Estate Reset,” p. 14) 

Besides barriers such as 
restrictive legacy zoning and 
regulatory issues, building 
costs in urban areas have 
increased prohibitively over 
past several decades. This 
has incentivized capital to be 
channeled exclusively to high-
end apartments. It has also 
led to signifi cant investment 
infl ows into the acquisition of 
moderately priced affordable 
housing, which are then 
upgraded with raised rents, 
further exacerbating the lack of 
affordable housing. On the other 
hand, many projects for low-
income households (typically 
below 60% AMI) have access to 
subsidies or incentive programs, 
such as low-income housing tax 
credits (LIHTC) that fi ll some 
funding gaps. This disjointed 
approach leaves a massive hole 
in the middle. 

Demand for high-end units 
have reduced the number of 
rental units fi ltering down to 
lower-or moderate-income 
households, or even reversed 
the fl ow by shifting more units 
to higher rents through value-
add renovations. Building more 
housing to meet the needs of the 
middle of the market becomes 
even more necessary in order 
to increase supply and reduce 
affordability pressures on low- 
and middle-income renters. 
Vacancies for one- and two-
star apartments tracked by 
CoStar have experienced the 
least increase during the worst 
of the pandemic while rent 
growth has been on the positive 
side, in sharp contrast to the 
luxury segment that has seen 
vacancies spike and rent growth 
plummet (Exhibit 3).

So how does capital achieve 
fi nancial returns building that 
“missing middle?” 

EXHIBIT 3: RENT GROWTH AND VACANCY RATES FOR NON-LUXURY UNITS

Source: CoStar

Traditional means of fi nancing are either not structured to 
lend to that segment or have unreasonable return expectations 
due to a limited understanding of associated risk.

There are few incentives 
for building middle-income 
housing or “workforce” 
housing, particularly for 
households with incomes 
above the reach of LIHTC, 
but below levels required to 
afford market-rate rents.
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Being creative with fi nancing. Pricing that capital right. Partnering 
with the public sector. Reversing the arms race of amenities, 
luxury unit upgrades and fi nishes. And fi nally, embracing bold 
technological and design innovations to bring down construction 
and ongoing energy costs—while also reducing the carbon 
footprint. All of these strategies could be in the toolkit for investors.

Moving on to the gap in
investment in overlooked 
communities or “investment 
deserts.” The investable 
universe of total US real 
estate is approximately 
US$17 trillion,3 but only 
$4 trillion4 is professionally 
managed, indicating lack 
of access for big swathes of 
commercial real estate to 
effi ciencies and expertise that 
can improve returns outcomes. 
Although many cities have made 
big leaps in economic growth in 
the last decade, this opportunity 
is often inequitably distributed 
at the neighborhood level. Years 
of redlining, public and private 
disinvestment, and negative 
perceptions have denied many 
centrally located urban and 
inner suburban neighborhoods 
access to resources, services, and 
development opportunities. 

Some of these neighborhoods 
have seen investment infl ows 
recently as changes in 
demographics and preferences 
supported demand for unique 
live/work/play neighborhoods 
that were close to CBDs. 
However, these infl ows raise 
other issues of displacement 
of existing households and 
exclusion from building 
wealth generated from rising 

property values. Many 
such neighborhoods remain 
“investment deserts” and 
lack resources to attract new 
development to benefi t existing 
renters who remain attached to 
their communities for social and 
personal reasons. Encouraging 
growth while preserving 
affordability for existing 
residents is key to providing 
opportunity and creating more 
equitable communities. By 
developing businesses, services, 
and residential units that 
anchor neighborhoods, more 
investment dollars will fl ow 
into them.

There is merit in investing in 
overlooked neighborhoods, 
where the tenant supply/demand 
dynamics are heavily tilted in 
favor of solid demand with 
barely any new supply in recent 
years. At the same time, density 
is critical to building community, 
promoting sustainability 
and fueling growth. There is 
opportunity to add new, high-
quality, and mixed-income 
housing and retail investments 
within these communities, while 
preserving affordable rents and 
community control. 

How do investors bring capital 
to these “investment deserts?” 

INVESTMENT DESERTS—OPPORTUNITIES 
IN NEIGHBORHOOD SELECTION

Investors can broaden their horizon by focusing on affordable 
neighborhoods and projects as well as metros that are not on the 
radar for institutional investors. Investing in projects with better 
alignment to community goals and local economic development 
efforts championed by local governments that can potentially 
reduce land costs, minimize entitlement risk for higher-density 
product, and improve lease-up potential. Lastly, there tends to be 
less competition from capital markets because these neighborhoods 
are often overlooked by traditional institutional capital.

EXHIBIT 4: DIFFERENCES IN AUM IN ASSET 
MANAGEMENT AND PRIVATE REAL ESTATE

Source: Bella Research Group and the Knight Foundation. 

ASSET MANAGEMENT INDUSTRY (AUM)

PRIVATE REAL ESTATE INDUSTRY (AUM)
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There is also a need to open 
the door wider to let in diverse 
voices to help build and bridge 
the opportunity gaps in the 
aforementioned product types 
and neighborhoods. A study 
released by Bella Research 
Group and the John S. and 
James L. Knight Foundation in 
2019 found that firms owned 
by women and minorities 
managed just 1.3% of assets 
in the US$69 trillion asset 
management industry, though 
their performance is not 
statistically different from the 
industry as a whole.5 

Finally—it is also obvious that 
there is a need to open the door 
wider to let in diverse voices to 
help build and bridge those gaps 
in product types and in those 
neighborhoods. Minority-
owned manager’s access to 
capital is key in addressing 
systemic underinvestment in 
minority communities. People 
of color comprise 40% of the 
US population, but direct less 
than 2% of the investment 
capital. A study released by 
Bella Research Group and the 
John S. and James L. Knight 
Foundation in 2019 found that 
firms owned by women and 
minorities managed just 1.3% 
of assets in the US$69 trillion 
asset management industry, 
though their performance is 
not statistically different from 
the industry as a whole. For 
real estate, using Preqin data, 
along with hand-compiled lists 
of diverse firms, women- and 
minority-owned firms accounted 
for 0.8% and 1.2% of total real 
estate AUM (Exhibit 4). 

Real estate investment is 
especially impactful as it 
informs business investment, 
job creation, community 
benefit and generational wealth 
resultant from home price 
appreciation. Thoughtful, 
intentional action is required to 
affect these trends as leadership 
at the top commercial real estate 
firms remain majority White, 
from investors to developers, 
lenders, and brokerages.

Support for local real estate 
developers that align with 
communities of color but who 
are caught in a struggle to 
access capital is a critical piece 
of the puzzle. Due to their 
ability to leverage deep, local, 
and long-term relationships and 
identify opportunities missed 
by traditional capital, these 
developers tend to have lower 
cost bases and the potential to 
generate higher returns. 

Diverse developers also tend 
to have expertise in traditional 
affordable housing formats 
and operations that are more 
complicated to execute on 
from an entitlement and 
capitalization standpoint 
than commodity market-rate 
projects. Not only are these 
developers connected to their 
neighborhoods, but they also 
tend to hire other minorities 
for development-related jobs 
ranging from contractors to 
appraisers that also tend to be 
under-represented, creating 
a multiplier effect that may 
not be measured by a singular 
“return” metric. This is also 
a powerful way to develop 
human capital in a sustainable 
way by providing access to 
opportunities in the building 
and construction trades.

INCLUSIVE AND DIVERSE—OPPORTUNITIES  
IN DEVELOPER INCLUSION

Development of housing 
infrastructure is not only 
essential relative to affordability 
issues, but also critical 
given the age of the existing  
stock and looming impacts of 
climate change. 

The good news is that there is 
a real push to move past the 
notion of perceived risk and 
seek to bolster investment in 
communities and people that 
have been in the blind spot for 
many investors. There are signs 
that capital is also ready to want 
more from their investment than 
just financial returns. To the 
capital of today and tomorrow, 

intent and execution matter 
also. At the same time, the 
notion of what is risky is also 
being recast and reconsidered. 
There is a growing realization 
that inclusive development that 
lifts up overlooked communities 
is sustainable, equitable, and 
profitable—not just by the 
metrics of traditional financial 
results but, more importantly, 
by creating true social impact.
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NOTES

Looking through the  
prism of the social and 
political events in 2020, 
finding new ways to 
approach investments in 
communities of color were  
a long time coming. 
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Non-US-based investors face 
the disclosure regime of the 
Corporate Transparency Act. 
What do you need to know?

Non-US-based investors that own or invest in US real estate have 
never been free from disclosure requirements. But the disclosure 
regime has historically been relatively inobtrusive. The Federal 
government has been ratcheting up the scope of required disclosure, 
in part as a response to the terrorist attacks of 9/11 and to rising 
concerns about money laundering through real estate ownership.

On January 1, 2021, Congress enacted the Corporate Transparency 
Act (CTA), the most significant expansion in over twenty years 
of requirements to disclose the identity of individuals who own 
or control entities engaged in business in the US. While the CTA 
applies both to domestic and to some non-US-based entities, and 
is not limited to real estate activities, when fully implemented its 
effect on non-US-based investors and sponsors of commingled 
vehicles in which these investors participate will be substantial. 
The CTA is very much a work in progress, and many of its 
significant provisions are to be defined in regulations due within 
one year from enactment. As a result, critical questions as to its 
reach and scope are unanswered. It will not be effective until these 
regulations are issued. 

This article analyzes the 
principal provisions of the 
CTA and its effect on non-US-
based investors. It offers some 
preliminary thoughts about 
issues to consider immediately, 
and unresolved issues to be 
tracked. Finally, it makes the 
point that the CTA should not 
be ignored.

In the past, governmental 
disclosure requirements have 
largely been confidential (e.g., 
Department of Commerce 
reporting), levied on third parties 
(e.g., financial institutions for 
know-your-customer vetting) or 
title insurance companies (e.g., 
Geographic Targeting Orders of 
the US Department of Treasury’s 
Financial Crimes Enforcement 
Network [FinCEN]), and 
narrow in scope. In contrast, 
the CTA is imposed on entities 
themselves, information 
gathered is prescribed to be 
kept confidential but can be 
shared by FinCEN, and, for the 
entities involved, may be quite 
intrusive. There is a broad list 
of exempt classes of entities, but 
the remaining targets cover a 
substantial segment of owners, 
operators and investors. 

Of particular interest, a non-
US entity is not a “reporting 
company” unless it has qualified 
to do business in the US. It may 
have to be reported by others 
as a beneficial owner, but it 
may not have to report its own 
owners or control parties—it 
may effectively be a blocker.  
We await the regulations  
for confirmation.

The CTA will also affect lenders 
and other third parties. CTA 
compliance may create conflicts 
between sponsors and investors, 
as the former will favor 
compliance (due to civil and 
criminal fines and penalties) and 
the latter may resist disclosure. 
The existence of the CTA may 
have a retarding effect on 
foreign investment in US real 
estate or may reorient strategies 
for investment.
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The US has been criticized for 
allowing investment through 
entities whose ultimate 
benefi cial ownership and 
control parties are not disclosed 
to governmental authorities 
(let alone publicly). The use 
of “shell companies” to hide 
illegal activity, including money 
laundering by criminal or 
terrorist sources, has been a 
perennial concern. Efforts 
under the USA Patriot Act and 
other so-called anti-money 
laundering and combating the 
fi nancing of terrorism (AML/
CFT) enactments and of the 
FinCEN have been criticized as 
incomplete. The CTA culminates 
a multi-year effort to prescribe 
more robust disclosure.

WHY THE CTA? THE BENEFICIAL OWNERSHIP REGISTRY

The CTA creates a benefi cial ownership registry, which FinCEN 
will administer. This database is not publicly available, but 
can be used by FinCEN and made available to Federal and state 
law enforcement entities and some foreign governmental entities 
for law enforcement purposes, including tax administration. If 
a disclosing entity consents, data can be shared with fi nancial 
institutions for use in their KYC and AML/CFT compliance 
activities. No doubt, some fi nancial institutions will request or 
insist on a borrower’s consent.

WHO MUST REPORT? 

The CTA requires “reporting 
companies” to report, including 
corporations, limited liability 
companies and “similar 
entities” formed in the US or 
formed in foreign jurisdictions 
and qualifi ed to do business in 
the US. The scope of the terms 
“reporting companies” and 
“similar entities” is left to the 
regulations, to be issued within 
one year of enactment. The 
important question of whether 
partnerships, trusts, and other 
forms of business organization 
are “similar” is unresolved. 

There are at least twenty classes 
of entities exempted from 
reporting because they were 
deemed suffi ciently regulated 
or carry too low a risk. A non-
US-based entity that is not 
qualifi ed to do business in the 
US is exempt from reporting. 
However, a reporting company 
in which an exempt entity has 
a substantial interest, directly 
or indirectly, or over which an 

exempt entity exerts substantial 
control, must still identify the 
exempt entity itself. An exempt 
entity can perhaps function 
as a kind of blocker, so that 
information about its investors 
and control parties need not be 
disclosed.

An illustrative list of exempt 
entities includes: public 
companies that have issued a 
class of securities registered 
under the Securities Exchange 
Act of 1934; certain investment 
companies, brokers or dealers; 
pooled investment vehicles 
operated by certain exempt 
entities and US persons owned 
or controlled by US persons, 
with a physical presence in the 
US and with at least twenty 
full-time employees and US$5 
million of gross receipts or gross 
sales. Reference should be made 
to the CTA, and eventually to 
regulations, for a more precise 
defi nition.
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WHAT INFORMATION MUST BE REPORTED?

Reporting companies must report the name and specifi ed personal 
information of any individual who directly or indirectly, by 
contract, relationship, arrangement, understanding, or otherwise, 
exercises “substantial control” over (or owns or controls 25% or 
more of) the benefi cial interests in the reporting company. These 
terms are to be further defi ned in regulations, but their scope 
could be quite broad and the defi nition is laced with ambiguities. 
Moreover, complex capital stacks and decision-making parameters 
may make a determination of ownership or control more a matter 
of art than an objectively determinable fact. Do the terms include 
offi cers, directors, holders of powers of attorney, members with 
major decision rights, lenders with consent rights over operations of 
borrowers, trustees, and benefi ciaries of trusts? Do less formal and 
more disbursed networks of organization or cooperation constitute 
a cluster of individuals as control persons? To be determined.

WHEN ARE REPORTS DUE?

The CTA becomes effective 
when regulations thereunder are 
issued, which is to occur within 
one year after enactment. 

Any reporting company formed 
after the effective date must, 
upon formation, fi le a benefi cial 
ownership statement. Note that 
many entities are formed before 
the actual ownership is in place.

Any reporting company formed 
before the effective date must 
fi le its fi rst benefi cial ownership 
statement within two years after 
the issuance of fi nal regulations.

Any reporting company must 
fi le an updated statement of 
a change to the previously 
reported information within 
one year after the change. 
Presumably, the regulations 
will clarify the materiality of 
changes that require an update.

FINES AND PENALTIES

Civil and criminal penalties are prescribed for a person who willfully 
provides false or fraudulent benefi cial ownership information, or 
willfully fails to report, or who makes an unauthorized disclosure 
of such information. 

Liability for individuals responsible to fi le, and perhaps even for 
their counsel, is a topic that should be tracked. At the very least, 
the threat of liability could create adversity between those who 
report (e.g., managing members, trustees, or sponsors) and those 
who possess the information (e.g., investors or benefi ciaries), 
particularly since the scope of what to report is presently 
so uncertain. Among the open issues is the degree to which 
FinCEN can compel parties other than reporting companies to 
verify ownership and control information. However, there is no 
indication that parties otherwise dealing with a reporting company 
are affected by its failure to comply.



  Civil and criminal penalties 
are prescribed for a person 
who willfully provides false 
or fraudulent benefi cial 
ownership information, or 
willfully fails to report, or 
who makes an unauthorized 
disclosure of such information. 



99

AFIRE SPRING 2021

IMMEDIATE ISSUES

While the implementation of the CTA will be deferred, and its 
scope will remain undefined until regulations are issued, it is not 
too early to consider a preliminary response.

• The CTA bans the issuance of bearer shares evidencing 
ownership in covered entities. Entities that have or plan  
to issue bearer shares should address this.

• Familiarize oneself with the rules for exemption.

• Documentation for each newly formed non-exempt entity 
should address the obligation of each party to provide 
the information required by the CTA. It is not unlikely that 
partnerships will be included in the CTA regime, and  
perhaps trusts.

• Documentation for existing entities should be examined 
and, if practicable, revised to reflect the pendency of CTA 
obligations.

• Parties who control investment vehicles (including funds) will 
want to require investor cooperation and indemnification. 

• Each investor should assess its ability to obtain and 
willingness to disclose the requisite information. The CTA 
regime spreads a wide net, but planning opportunities may be 
available.

• Financial institutions should be alert to changes in the CDD 
instituted to conform it to the CTA disclosure regime. One 
issue is the extent to which financial institutions will be 
allowed to rely on the beneficial interest registry in lieu of 
their own due diligence.

• Lenders and borrowers should address the right of lenders 
to obtain information if the borrower consents. Lenders 
may want to require permission to obtain the information; 
borrowers may want authorization from investors to grant 
permission; investors may want to decline permission.

CTA and its Regulations is and will continue to be a subject which 
non-US-based investors in US real property should track and 
respond to as they are implemented. 

ABOUT THE AUTHOR
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INTEGRATION WITH EXISTING REQUIREMENTS  
(FOR LENDERS PARTICULARLY)

The CTA is not yet integrated with FinCEN’s Customer Due 
Diligence Rule (CDD) and does not release financial institutions 
from compliance with the CDD. The CTA instructs FinCEN to 
bring the CDD into compliance with the CTA.
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The latest joint report 
from Praedium and 
SitusAMC looks at rising 
fiscal pressures on state 
and local governments, 
including large-scale changes 
accelerated by the pandemic.

Throughout the stages of the past economic 
cycle, Praedium and SitusAMC Insights have 
published a series of joint reports, most recently 
in 2018, analyzing the fiscal pressures on state 
governments and how the resulting responses to 
those fiscal pressures may affect demographic 
patterns, economic growth trajectories and 
commercial real estate demand.

Pension funding in the US has 
encountered a number of issues 
in recent years; an aging baby 
boomer population, substantial 
benefit promises, and optimistic 
investment return assumptions 
have all contributed to the 
current situation. Furthermore, 
just as the GFC intensified 
existing pension funding 
issues, the economic fallout of 
COVID-19 will further stress 
pension funding across the 
country. Rather than addressing 
this amid the longest economic 
expansion in US history, many 
state and local governments 
have neglected this growing 
problem, continuing to “kick 
the can down the road.” 

Demographic trends are one of 
the main threats facing pension 
funds, as a significant risk is 
the aging of the baby boomer 
population. While the Census 
Bureau projects the total US 
population to grow 25% by 
2060, the older cohorts are 
expected to see substantially 
larger gains. The 65+ 
population is projected to rise 
more than 90% over that time, 
far above the total population 
pace, while the 85+ population 
is expected to see a staggering 
gain of nearly 200%. This 
presents a considerable liability 
as growing obligations to 
older age groups will outweigh 
shrinking contributions from 
younger generations. Restricted 
immigration serves to slow the 
growth of younger population 
cohorts, exacerbating this trend.

State pension liabilities have 
seen a persistent rise since 
2000, growing over 160% by 
2018. Meanwhile, assets have 
seen choppier growth, rising 
less than half as much over that 
same time. This bumpiness has 
allowed their gap to widen in 
the aftermath of the financial 
crisis, as assets have contracted 
in three of the past ten years, 
leading to average growth of 
2.7% per annum over that 
time, compared to 4.3% yearly 
gains in liabilities. State pension 
funded ratios stood at a healthy 
103.1% in 2000, however have 
collectively fallen in all but three 
years since. State ratios slid 
to 86.3% by 2007, still above 
the widely recommended 80% 
minimum, but soon fell below 
that threshold in the aftermath 
of the financial crisis and have 
continued to decline. Ratios 
actually improved slightly in 
2018 as liabilities saw their 
smallest gain since 2000, but 
this only lifted them to 70.6%. 
Despite the longest economic 
expansion in US history, state 
pension funded ratios have 
deteriorated and remain well 
below pre-recession levels. Even 
if further measures are taken to 
reduce liabilities, funded ratios 
should continue to slide in the 
aftermath of COVID-19 as tax 
revenues dip.

HIGHLIGHTING THE PENSION FUNDING ISSUE

The increasing burden of state and local taxes required to face the 
mounting level of unfunded pension liabilities and other committed 
liabilities could drive widening differentials in local business and 
living costs, alter regional growth patterns and thereby affect CRE 
demand. The COVID-19 pandemic and its impact on the economy 
and local tax collections is exacerbating this pre-existing issue. 

While other market attributes and specific local real estate  
supply and demand factors will also play a significant role in 
property market fundamentals, the over-arching trends driven by 
stressed municipal factors could be a mega-theme for real estate in 
coming years.
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EXHIBIT 1: AN AGING US POPULATION WILL INTENSIFY 
PENSION PRESSURES

Sources: US Census Bureau Projections, SitusAMC Insights

Over the past two decades, actual returns have averaged 6.2% per 
year, compared to 7.7% assumed, with a similar gap over the past 
five years. The Center for Retirement Research at Boston College 
estimated FY2020 returns to measure 1.8%—well below the 7.2% 
assumed. An analysis of contributions and investment income 
as a share of assets reveals that pension funds have been forced 
to liquidate assets every year since the financial crisis in order to 
fund benefits, at a rate of roughly 1% per annum over the past 
decade. In addition to being a troublesome long-term trend, during 
downturns there is an additional risk that assets are potentially 
being sold at a discount, further eroding pension fund assets.

EXHIBIT 2: THE GAP BETWEEN STATE PENSION  
ASSETS AND LIABILITIES HAS WIDENED OVER  
THE PAST TWO DECADES…

EXHIBIT 3: …CAUSING STATE PENSION FUNDED  
RATIOS TO SUFFER

Sources: Pew Charitable Trusts, SitusAMC Insights

Average assumed net-of-
fee returns have gradually 
declined since 2001, dipping 
from 8% to 7.2% in 2020, 
though it has not been 
enough to account for  
the underperformance  
of actual returns. 
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Seasonally adjusted state and local tax revenue 
fell nearly 20% in the second quarter of 2020 
following the COVID-19 outbreak, far more 
severe than its previous worst quarter in Q1 2009 
(-13.1%) and not far behind the total drop in the 
aftermath of the GFC (-26.8%). With revenue 
sliding below US$325 billion in Q2 2020, it is 
already at its lowest level in over five years. Third 
quarter data showed a bounceback, but much of 
that reflected delayed tax filings resulting from the 
income tax deadline extension.  It previously took 
nearly a decade for state and local tax revenue 

to recover from the pre-financial crisis levels, 
suggesting lower tax revenue will be a reality 
for some time. The series of stimulus legislation 
has helped boost personal income and sustained 
spending, shielding the hit to incomes from the 
pandemic somewhat. Meanwhile, state and local 
spending has increased in response to pandemic 
related spending. Looking forward, the potential 
for impaired tax revenue and higher spending 
may likely continue to stress state budgets and 
sour pension funded ratios.

EXHIBIT 4: AVERAGE RETURNS HAVE LAGGED ASSUMED RETURNS FOR YEARS

Sources: Center for Retirement Research at Boston College, Public Plans Database, SitusAMC Insights

EXHIBIT 5: PENSION FUNDS HAVE LIQUIDATED  
ASSETS SINCE THE GFC

Sources: Center for Retirement Research at Boston College, Public Plans 
Database, SitusAMC Insights
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Corporate taxes, though representing the smallest portion of total 
tax revenue, saw the most severe drop of nearly 40% in Q2 2020, 
easily their worst quarter on record. Individual income and sales 
tax revenue fell 30% and 15% respectively, more than double their 
previous worst quarterly drops. Property tax revenue fell 5.3%. 
The bounce-back in the third quarter not only reflected delayed 
filings but also the impact of rising equity prices, especially for tech 
stock, driving capital gains income.  Though property taxes have 
been steadier than other segments over time, the pernicious effect 
of deteriorating finances, accelerating relocation, and diminished 
services could erode the property tax bases of the hardest hit 
locales over time, as commercial properties are re-appraised.

EXHIBIT 6: STATE AND LOCAL TAX REVENUES  
BOUNCED BACK IN Q3 2020 AFTER A 17% QUARTERLY  
DROP, THOUGH THIS WAS BOOSTED BY EXTENDED 
TAX DEADLINES

Sources: US Census Bureau, SitusAMC Insights

EXHIBIT 7: INDIVIDUAL AND CORPORATE INCOME TAX 
REVENUE LED THE Q3 2020 REBOUND AS MANY TAX 
DEADLINES WERE PUSHED FROM Q2 2020

Sources: US Census Bureau, SitusAMC Insights

Another issue at the forefront 
of state and local tax policy 
is the reduction of state and 
local tax (SALT) deductions, 
a change that could affect tax 
burdens and influence future 
domestic migration. Beginning 
in 2018, the Tax Cuts and 
Jobs Act (TCJA) capped SALT 
deductions at $10,000—a 
significant development that 
would add to taxpayer burdens 
in already high-tax states. In 
the aftermath of the TCJA, the 
Tax Policy Center estimates that 
the SALT revenue cost fell from 
$100.9 billion in 2017 to $21.2 
billion by 2019.1 The percentage 
of taxpayers claiming the 
deduction in 2017, immediately 
prior to the change, ranged from 
a low of 17% in West Virginia 

to a high 47% in Maryland.  
As portrayed in the map in 
Exhibit 8, the states with the 
highest shares claiming the 
deduction were found primarily 
in high-tax coastal states. 
Without the SALT deduction, 
taxpayers in these states were 
hit with disproportionately 
higher taxes. It could take some 
time for the impact to be felt in 
migration if overtaxed residents 
flee such conditions, and many 
of these states already struggled 
with population growth, though 
many of these states did indeed 
see poor domestic migration 
rates in 2019. Though some may 
expect the Biden administration 
to repeal the SALT deduction, 
to date he has been relatively 
quiet on this matter.
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EXHIBIT 8: HIGH-TAX STATES SAW THE HIGHEST 
SHARES OF SALT DEDUCTIONS CLAIMED IN 2017

Sources: Tax Policy Center, IRS

In our previous analysis in 2018, half of the states improved their 
pension funded ratios between 2010 and 2015.2 Most recently, 
between 2015 and 2018, just 19 states improved their funded 
ratios, a concerning trend considering the US economy was firmly 
in economic expansion over that time. Three states improved their 
ratios by more than 5% over this most recent span; Washington’s 
6.8% gain pushed it above the 90% threshold and West Virginia’s 
5.3% gain pushed it above the 80% threshold, though Kentucky’s 
nation-best 7.1% improvement still leaves it at just 45% funded. 
South Dakota is the only state at 100%, though it did slip between 
2015-18. Alternately, six states saw their funded ratios slide by 
more than 5% over that time; North Carolina (-6.8%), Oregon 
(-9.8%), and Florida (-6.7%) remain at or above the 80% threshold, 
though drops in North Dakota (-5.2%) and New Mexico (-9.6%) 
pulled them below 70%, and Hawaii tumbled to just 56% after a 
7% decline. Since the latest available data goes through 2018, we 
can expect many states to see their funded ratios slide perilously 
further once 2020 is accounted for.

PENSION FUNDING BY STATE

EXHIBIT 9: THE MAJORITY OF STATE PENSION FUNDING GAPS REMAIN 
UNDERFUNDED, WITH MANY WORSENING SINCE 2015

Sources: Pew Charitable Trusts, SitusAMC Insights

United States share (average): 30% ($13,500)

<25% 25-35% > 35% Average > $13,500
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The pension funding landscape by state did not change drastically 
between 2015 and 2018. Only eighteen states had pension funded 
ratios greater than the widely recommended 80% in 2018—just 
one more than in 2015 and only two more than in 2010 despite 
the economic growth seen over that time. South Dakota’s ratio has 
dipped since 2015 but stands as the only state with a 100% funded 
ratio, with only six others north of 90%. At the very least, the 
consequences may hamstring future growth, particularly if they 
are addressed with harsher tax conditions, reductions in services, 
benefit cuts, or higher contributions that discourage future 
economic and demographic gains. More states may take steps such 
as legalizing marijuana or gambling to help fund shortfalls in the 
coming years, but these alone are unlikely to fill such large gaps and 
restore pension funding levels, especially following the dramatic 
damage to budgets that ensued from the COVID-19 pandemic.

EXHIBIT 10: AS OF 2018, ONLY 18 US STATES STILL HAVE  
PENSION FUNDED RATIOS ABOVE 80%

Sources: Pew Charitable Trusts, Mapchart.net, SitusAMC Insights
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Many pension funding 
situations may result in legal 
confrontations, as states 
scramble to fill funding gaps, 
and we have already seen battles 
begin to take place. Kentucky’s 
Supreme Court dismissed a 
lawsuit over mismanagement 
of pension funds in 2020, but 
also noted that the plaintiffs 
are fully entitled to fixed 
payments regardless of the 
pension system’s financial 
stability. The Oregon Supreme 
Court also upheld amendments 
to the state’s Public Employee 
Retirement System passed by 
lawmakers in 2019 that altered 
benefits by making payment 
redistributions and capping 
salaries used to calculate 
benefits. However, similar to 
Kentucky, the decision protects 
benefits earned on service 
already rendered. 

Providence is another city 
facing a critically underfunded 
pension system, one that is only 
26% funded, with obligations 
exceeding $1.3 billion. In 2012 
the city put a freeze on generous 
cost of living adjustments, 
some that previously led to 
instances such as a $197,000 
pension for a fire chief who 
retired 20 years earlier with 
a $63,500 salary. However, 
Rhode Island’s State Supreme 
Court ruled against this freeze 
in 2020, further cementing that 
previous obligations cannot 
be altered despite fiscal stress. 
California also has a long 
history of protecting pension 
benefits dating back to the 
1950’s under what is known as 
the “California Rule.” Per this 
doctrine, public workers are 
entitled to retirement benefits 
promised when they start 

their jobs, and employers may 
only reduce benefits if they 
are replaced with something 
of equal value. In 2020 the 
California Supreme Court 
banned “pension spiking,” the 
practice of artificially inflating 
earnings in a worker’s final year 
by cashing out paid leave and 
running up overtime. However, 
they importantly upheld the 
California Rule yet again in 
this lawsuit, noting specifically 
that pension provisions could 
only be changed “for the 
constitutionally permissible 
purpose of closing loopholes 
and preventing abuse,” which 
does not cover expensive 
promises made by previous 
administrations.

While legal outcomes may vary 
from state to state, these cases 
suggest some may be able to alter 
plans to reduce future liabilities, 
but the existing benefits owed 
will be difficult to touch. This 
could provide some relief to a 
situation rapidly spiraling out 
of control, but does not leave 
states and municipalities off the 
hook. Since the outcomes could 
vary by state, those that are 
barred from making meaningful 
changes to pensions will face 
difficult fiscal situations, while 
states that gain more leeway 
may also lose their appeal to 
workers. Either way this is 
a murky situation rife with 
uncertainty and will likely not 
allow states to simply hit a reset 
button on pension funding.

LEGAL CONFRONTATIONS

US internal migration 
rebounded this past decade 
after falling to historic lows 
following the housing bust. 
Though inventory shortages 
contributed to suboptimal 
liquidity in the housing market 
and may have capped some 
movement in recent years, 
domestic migration hovered 
near 800,000 per year between 
2015-19. The COVID-19 
pandemic could have dramatic 
short-term and longer-term 
impacts on domestic migration 
and living arrangements. 
Upon the initial onset of the 
pandemic, domestic travel was 
severely curtailed but stay-at-
home orders also prompted 
many people to leave small 
city apartments and double up 
at larger family and friends’ 
homes. This presented as a 
general outflow from cities to 
suburbs and less dense markets. 
Longer term, a permanent 
increase in remote working 
could enable substantial 
movement between states. 

Anecdotal evidence has 
suggested that many office 
workers in expensive cities 
have fled to the suburbs and 
cheaper cities. Domestic 
migration has roughly mirrored 
trends seen in US home sales, 
which initially tanked during 
the COVID-19 outbreak but 
recently surged to their highest 
level since 2006. Existing home 
sales in the US have increased 
year-to-date as of October 
2020—a trend reflected across 
all regions, ranging from 30% 
in the Midwest to 20% in the 
West. Some of these immediate 
trends may be related to 
housing supply, as available 
supply has historically been 
limited in the West, while the 
Midwest typically offers more 
affordable homes. While some 
movement could be temporary, 
the prospect of working from 
home permanently has risen 
substantially, with major 
companies like Facebook and 
Twitter announcing many jobs 
will remain remote permanently. 
This potential geographic shift 
could have an enormous impact 
on state economies and budgets.

GEOGRAPHIC IMPLICATIONS

EXHIBIT 11: DOMESTIC MIGRATION FLOWS IMPROVED 
THIS PAST CYCLE IN THE AFTERMATH OF THE 
HOUSING BUST

Sources: US Census Bureau, NAR, SitusAMC Insights
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Domestic migration patterns have been fairly consistent in recent 
years; the Southeast, Northwest, and Southwest regions continue to 
see the largest gains, while the Northeast, Midwest, and California 
are struggling with outflows. Unsurprisingly, expensive, high-tax 
states such as California, New York, New Jersey, and Connecticut 
saw some of the most severe outflows, while other hard-hit states 
such as Illinois, Kansas, and Louisiana have a combination of poor 
pension funding situations and subpar tax ranks. These migration 
patterns have a sizeable impact on local economies and their 
growth potential, and largely reflect the attractiveness of states to 
workers and businesses. Various quality of life measures contribute 
to these trends and potential cutbacks to public safety, transit, and 
sanitation could lead to deteriorated livability. Local tax policy can 
also play a considerable role and affect the economic viability that 
attracts or deters both workers and businesses. 

EXHIBIT 12: NORTHWEST, SOUTHWEST AND 
SOUTHEAST CONTINUE TO SEE LARGEST GAINS  
FROM DOMESTIC MIGRATION

Sources: US Census Bureau, Mapchart.net, SitusAMC Insights

While relative state tax burdens fall short of a direct correlation 
with domestic migration across all states, a clear pattern emerges 
when we look at states at either extreme of the tax spectrum. Eight 
of the ten most burdensome tax states have suffered domestic 
outflows across various time windows between 2010 and 2019, 
while the opposite is essentially true for the ten states with the 
easiest tax environments. This is not to say that state tax policy 
solely inspires interstate migration, as there are numerous factors 
including economic opportunity, affordability, and various quality 
of life measures to consider, but the numbers indicate that the 
softest tax states tend to benefit from net in-migration while the 
most burdensome tax states tend to suffer net outflows. 
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EXHIBIT 13: THE CORRELATION BETWEEN  
RELATIVE STATE TAX BURDENS AND DOMESTIC 
MIGRATION FLOWS REMAINS STRONG AT EITHER  
END OF THE SPECTRUM

Sources: Pew Charitable Trusts, US Census Bureau, SitusAMC Insights

These trends may be further 
exacerbated by the impact 
of COVID-19, as expensive, 
crowded markets become 
even less appealing to many 
households. The outbreak of 
COVID-19 prompted the share 
of remote workers to double 
to 62% by April per Gallup 
Panel data, with half of remote 
workers preferring to work from 
home permanently.3 With major 
companies such as Twitter 
and Facebook embracing the 
expansion of permanent remote 
work positions, this could 
become a new reality, potentially 
enabling more workers to move 
to cheaper locations. 

Expensive markets already 
grappled with outflows as high 
taxes, high costs of living, 
and tight living spaces made 
them less appealing to certain 
workers, and the pandemic 
has only enhanced these 
issues. Many individuals were 
content to accommodate high 
costs and tight living spaces 
in exchange for social and 
cultural benefits to urban living. 
However, municipal cuts to 
essential services such as police, 
transit, sanitation, and parks, 
along with limited cultural 
opportunities owing to social 
distancing have now skewed 
that trade-off. Both workers 
with the flexibility to move and 
those who lost jobs during the 
pandemic may be prompted 
to relocate, a particularly 
acute problem in markets like 
New York and San Francisco. 
Governor Cuomo’s office 
projects that New York City and 
other local governments will 
face $13.5 billion in shortfalls 
over the next two years, while 
San Francisco faced a historic 
$1.5 billion deficit over that 

span that has already forced an 
increase in business taxes to help 
address the issue. Even if budget 
issues are addressed with higher 
taxes, such steps could erode 
the tax base in years to come 
if workers and businesses leave 
to avoid this growing burden, 
especially if remote work makes 
such moves more practical.

While robust data on COVID-
related migration is not yet 
available, an analysis of USPS 
Change of Address requests by 
MyMove showed that requests 
from February through July 
2020 were up 4% from the same 
period a year ago. Though the 
requests for temporary moves 
(those intended for less than six 
months) were up significantly 
more at 27% compared to 2% 
for permanent, these moves will 
still have short term effects, and 
could become permanent as the 
pandemic drags on. Many of  
the cities that lost the most 
movers in 2020 already saw 
the most movers leave in 2019, 
but many of these still saw a 
staggering acceleration. 

Manhattan led the nation 
with more than 110,000 lost 
movers in 2020, compared to 
less than 19,000 in 2019, while 
San Francisco saw nearly triple 
the amount of movers leave 
in 2020 compared to 2019. 
Chicago and DC were also 
notable with roughly double the 
number of lost movers in 2020. 
Unsurprisingly, some of the 
largest mover gains were seen in 
less urban areas. Six of the top 
ten cities were in Texas, which 
features lower costs of living, 
lower taxes, and more space, 
while East Hampton, NY made 
the list as well, a beneficiary of 
the exodus from New York City. 

 
STATE TAX RANK 2010–19 2014–19 2016–19 2018–19

Wyoming 1 –2.4% –3.2% –2.3% –0.2%

South Dakota 2 1.6% 0.4% 0.4% 0.1%

Alaska 3 –8.4% –6.0% –4.2% –1.3%

Florida 4 6.8% 4.3% 2.1% 0.6%

Montana 5 5.0% 3.2% 2.0% 0.6%

New Hampshire 6 0.8% 0.9% 0.8% 0.3%

Nevada 7 8.8% 6.8% 4.4% 1.4%

Utah 8 2.9% 2.6% 1.6% 0.5%

Indiana 9 –0.7% –0.2% 0.1% 0.1%

North Carolina 10 4.8% 3.2% 2.0% 0.6%

Alabama 41 0.3% 0.3% 0.3% 0.2%

Louisiana 42 –2.3% –2.2% –1.8% –0.6%

Vermont 43 –1.7% –1.0% –0.3% –0.1%

Maryland 44 –2.8% –2.1% –1.2% –0.4%

Arkansas 45 0.3% 0.3% 0.3% 0.1%

Minnesota 46 –0.4% 0.0% 0.3% 0.0%

Connecticut 47 –5.6% –3.6% –1.9% –0.6%

New York 48 –7.0% –4.6% –2.8% –0.9%

California 49 –2.4% –1.8% –1.3% –0.5%

New Jersey 50 –5.5% –3.3% –1.8% –0.6%

DOMESTIC MIGRATION RATE
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EXHIBIT 14: CITIES THAT GAINED AND LOST THE MOST  
MOVERS FROM FEBRUARY THROUGH JULY 2020

Sources: MyMove, USPS, SitusAMC Insights

The movement of workers in 
the aftermath of COVID-19 
could have a sizeable impact on 
state and local fiscal budgets. 
States facing the most severe 
structural fiscal imbalances 
could be forced to address 
them by hiking taxes, reducing 
spending on services, or some 
combination of both. 

History has demonstrated that 
both individuals and businesses 
respond to a range of issues in 
making their location decisions. 
State and local tax burdens, as 
well as the scope and quality 
of government services are 
important influences in these 
decisions. The COVID-19 

outbreak could both enable 
and accelerate the relocation 
of workers and businesses, 
as the pandemic will further 
burden state and local budgets, 
particularly those that already 
have high taxes, making 
households and businesses even 
more acutely aware of the tax 
burdens they are subjected. 
The impact of ensuing fiscal 
and regulatory policies may be 
a substantial factor in future 
regional growth patterns and, 
therefore, commercial and 
residential real estate trends. 
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The COVID-19 outbreak could 
both enable and accelerate 
the relocation of workers and 
businesses, as the pandemic will 
further burden state and local 
budgets, particularly those that 
already have high taxes, making 
households and businesses even 
more acutely aware of the tax 
burdens they are subjected.
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Several key trends are 
forcing change in the global 
commercial real estate 
industry, driving demand 
for new skills. How is the 
industry responding? 

Rapidly evolving trends in work habits, technology, environment, 
and demographics are forcing change in the global commercial real 
estate industry. The demand in talent recruitment for colleagues 
and leaders with new skills is growing in kind. How is the industry 
responding? To get some ground-level insights, we interviewed 
more than a dozen industry leaders from North America and 
Europe to understand these changes, and how they impact hiring 
as well as retraining of employees.1 

COMMERCIAL REAL ESTATE IS NOW  
A SERVICE INDUSTRY

The traditional arms-length 
relationship between owner 
and occupier is fast going the 
way of the dodo. Whether due 
to the “WeWork effect” or a 
broader societal trend, tenants 
are seeking more flexibility in 
their office space, coupled with 
expectations for a more robust 
service model from owners.

According to a recent report 
from JLL, the average term of 
a US office lease, now at seven 
years, fell during the first five 
months of 2020 and is “likely 
to fall further.”2 In the UK, the 
average is six years. In Hong 
Kong, it’s three. 

The result of more demanding 
tenants and shorter leases is a 
much more operational future 
for commercial real estate—
more “real estate as a service.” 

“Real estate is not a commodity 
anymore,” says Karim Habra, 
Head of Europe and Asia-Pacific 
at Ivanhoe Cambridge. “If 
you’re not service-oriented, you 
will fail.” According to Nathalie 
Charles of BNP Paribas REIM: 
“Historically you could make 
a return from buying an asset 
and waiting for the yield to 
improve. Now, given the low-
yield environment, managers 
will need to work much harder 
to add value to a building.”

The shift they are describing—
to hands-on full-service 
provision—calls for a different 
skillset. 

“Historically, investment 
managers have focused on 
capital as the client. But now 
they also have to think like an 
operator and focus on the end 
user as the customer”   “Investor 
and operator skills are 
different and each area needs 
to be resourced appropriately” 
says one global CIO at a 
multi-national real estate and 
infrastructure investment 
management firm based  
in Los Angeles. 

Further, “In order to deliver 
upon investors expected 
outcomes, more will be required 
of real estate investment 
managers,” says Tony Smedley, 
Managing Director and Head 
of Private Equity at Heitman in 
London. “They will be required 
to act as a mini-CEO of their 
business line, creating strategy, 
having vision, and managing 
all aspects of their operations. 
Investors are looking for 
partners to provide tangible 
value-add to the relationship 
with tenants.”

And this is not the only 
important trend calling for  
new skills.
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ESG AND TECH SKILLS ARE NEEDED TOO

Real estate investors are 
increasingly prioritizing 
environmental, social, and 
governance (ESG) concerns. 
“Even if the numbers are good, 
we could not do a deal if there 
wasn’t a positive environmental 
impact,” says one senior 
executive from a real estate 
investment firm based in Paris.

Stephane Jalbert at PSP 
Investments agrees. “It will 
become more and more difficult 
to work with an operating 
partner that doesn’t have 
sufficient robust ESG policies 
practices,” he says.

The consensus from our 
contributors is that real estate 
managers and developers must 
understand what a sustainable 
building is, and how to 
measure that sustainability.3 
“Carbon pledges” have joined 
the sustainability lexicon, 
and real estate investors 
are seeking ways to develop 
properties that contribute 
towards decarbonization while 
maximizing returns. 

Our contributors are clear 
that the industry also needs to  
focus more on technology and 
innovation. Deloitte recently 
published a global survey of 200 
commercial real estate leaders 
in which only one third of 
respondents agreed or strongly 
agreed they had the resources 
and skills required to operate a 
digitally transformed business.4 

Real estate has been slow to 
adapt to digitization.5 But 
“innovation will come, and tech 
skills will be key,” says Zsolt 
Kohalmi of Geneva-based Pictet 
Alternative Advisors.

So, given the skills gaps in service 
provision, ESG, and technology 
and innovation, are companies 
hiring talent from outside the 
industry or fostering these skills 
in-house? The evidence from 
our contributors suggests a mix 
of these two approaches.

HIRING TALENT FROM OUTSIDE THE REAL  
ESTATE INDUSTRY

As a result of the shift to more 
hands-on management, our 
contributors say they have 
hired outside the industry 
for skills in accounting and 
operations, particularly from 
the hospitality and retail 
industries, large consulting 
firms, and tech startups. As one 
contributor said:

“We need businesspeople: 
Accountants to really 
understand the P&L and 
individuals from low-margin 
businesses with operational 
know-how.”

Eric Adler, President and 
CEO of PGIM Real Estate in 
London, says most of his firm’s 
recruitment from outside real 
estate was to boost innovation. 
“Our [hiring decisions] have not 
all been tech and data but they 
have been mainly for reasons of 
innovation,” he says. He cites 
fintech and automation skills as 
particularly important. Other 
contributors mentioned the 
need for more data engineers 
and analysts. 

Some investment managers are 
looking to bring development 
experience in-house too. 
As more properties require 
repurposing to meet market 
demands, investors who used to 
focus exclusively on financials 
are now looking to construction 
and development talent to bring 
in hands-on bricks-and-mortar 
experience to create value.

Almost half (46%) of our 
contributors expect to hire 
talent from the hospitality sector 
when focusing on operational 
skills in asset management, 
finance, and operations. 
More than half (54%) of our 
contributors have also hired 
from retail and operational 
fields or are planning to do so. 
Just over a third (38%) will hire 
specialist tech talent. Almost 
two-thirds (62%) intend to hire 
more talent from outside the 
real estate industry over the 
next two years. 

Another fast-growing 
ESG priority is diversity 
and inclusion, aimed at 
both the social good of 
increasing representation 
and the business benefits 
that come from fostering 
a diverse approach to 
problem-solving. 
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REAL ESTATE KNOWLEDGE REMAINS CRUCIAL

Hiring outside talent is the fastest 
way to plug any specialist skills 
gap and can also be a means to 
boost diversity. But real estate 
industry knowledge remains 
crucial. That’s because any 
change or innovation requires 
buy-in from an organization. 
This point is supported by Eric 
Adler at PGIM Real Estate:

“We hired a head of innovation 
but decided they needed to be 
from the real estate industry,” 
he says. “The reason being that, 
because the tech is all there, the 
challenge is how to execute it 
within your own organization. 
You need someone who can get 
buy-in from everyone and who 
has credibility because they 
understand real estate.”

In ESG, perhaps more 
experienced talent exists  
outside the real estate industry 
or comes from tangentially 
related fields. For example, 
some companies are hiring 
architects and engineers to 
boost sustainable property 
development and management. 
But several of our contributors 
argue that a Head of ESG should 
be from a real estate background 
to help get buy-in from the 
business on new initiatives. 

As a result, our contributors 
are also hiring from within 
the real estate industry while 
increasing training.
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NOTES

THE CASE FOR TRAINING AND CULTURE CHANGE

As our contributors focus on training, they review the skills gaps in 
their organization regularly, then look at how to fill those gaps. In 
those areas where real estate knowledge remains crucial, they look 
to develop those skills internally. 

When targeting internal talent for additional training and  
new “stretch” roles, our contributors focus mainly on one  
thing: mindset. 

“It is more about aptitude than expertise,” says one. “People need 
to change their mindset and be open to change.”

This may be the biggest challenge of all. The majority of investment 
managers and advisors are still promoting people based on their 
deal success, not on their ability to manage a business and its 
culture. As we’ve seen, this model is no longer fit for purpose. 

Is your business ready for change? The industry needs leaders to 
be flexible, open-minded, courageous, and responsive to the needs 
of clients. Wherever you look for the skills you need, the right 
mindset will make your success far more likely. 
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By Sunil A. Misser, CEO, AccountAbility

SUSTAINABILITY,  
ACTION 
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During a time of 
unprecedented uncertainty 
and disruption, how 
should businesses approach 
the “new metrics of 
performance,” and how  
will ESG evolve in 2021?

We are in a time of unprecedented uncertainty and disruption, 
as the pandemic, in particular, is posing unique challenges for  
all businesses for how their employees work, how clients behave, 
how supply chains function, and how to confront the “new metrics 
of performance.” 

Business performance, in today’s terms, transcends profits and 
losses and incorporates a broader focus on “Corporate Purpose.” 
This shift from shareholder to stakeholder capitalism was asserted 
through the Business Roundtable’s 2019 statement on the Purpose 
of a Corporation affirming “the essential role corporations can 
play in improving our society when CEOs are truly committed to 
meeting the needs of all stakeholders.”1

Larry Fink, CEO of Blackrock, 
has reinforced this concept 
of elevating the expectations 
of the business sector in 
advancing society through 
his annual Letter to CEOs.2 

His 2021 letter reinforced 
a consistent and targeted 
narrative spun over the last 
four years—the ever-growing 
importance of sustainability 
and environmental, social,  
and governance (ESG) 
principles, and their impact on 
the business universe.

While the momentum for 
ESG investing was building 
pre-pandemic—growing 18x 
since 1995—the events of the 
past year have dramatically 
accelerated investor attention 
around sustainability reporting 
and disclosure. As such, the 
ascendancy of ESG institutional 
investors, asset owners, and 
asset managers will continue 
to increase the scrutiny and 
oversight on ESG portfolio 
screenings, proxy voting 
positions, risk management 
practices, and the management 
of external stakeholders in the 
year ahead. 

The pandemic has also exposed 
the interconnectedness between 
businesses and the broader 
world in which they operate. 
With this realization comes an 
opportunity for organizations 
to move beyond the old ways 
of doing things and reimagine 
legacy business models, systems, 
structures, and processes—an 
advancement echoed by Bryan 
Sanchez, CEO of Lionstone 
Investments, in remarks to 
AFIRE’s group of Rising Leaders 
in 2019, saying: “Our industry 
is very change-resistant, and we 
will get consumed by external 
changes if we don’t get out of 
this continuous echo chamber.”3 

The real estate sector—both 
due to its size and the inherent 
ESG risks associated with 
property development and 
management—has progressively 
emerged as an early mover in 
adopting ESG practices as a 
strategy to build resilience, 
maintain financial strength, 
meet the needs of stakeholders, 
and develop and retain  
diverse talent. 

Sustainability has become not 
just responsible practice, but a 
competitive business advantage. 

AFIRE’s 2020 International 
Investor survey, for example, 
found that two out of three 
investors increased their risk 
consideration of climate change 
issues from 2019 to 2020, with 
nearly nine out of ten investors 
including ESG criteria for 
investment decisions and 90% 
receiving the same or higher 
returns when accounting for 
ESG criteria.4 

The need and desire for 
embedding ESG positions into 
mainstream business strategy 
has become increasingly clear. 
What is less clear to most 
CEOs, boards, and institutional 
investors, however, is how to 
operationalize these positions 
by establishing the processes, 
controls, and procedures to 
monitor and measure ESG 
performance and impact. 
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OPERATIONALIZING ESG 

The need for ESG management and disclosure in the real  
estate sector, in particular, has become increasingly apparent  
due to the industry’s evolving priorities for sustainability and 
business, such as:

• Renewed focus on stakeholder engagement:

  o  Reporting to investors and shareholders on the  
economic impacts of rent collection losses, evictions,  
and foreclosures. 

  o  Prioritizing stakeholder health, safety, and wellbeing when 
taking responsive, calculated, and balanced actions to 
improve operational efficiencies.

  o  Communicating effectively to instill tenant trust and 
promote the responsible social behavior required for 
business continuity and resilience. 

• Demonstrating proactive ESG risk management for  
post-pandemic recovery planning:

  o  Showcasing how real estate assets continue to be valuable 
despite widespread transitions away from traditional  
office and retail environments to remote working and 
e-commerce models.

  o  Ensuring board and executive leadership are equipped  
to understand, assess, manage, and communicate 
corporate ESG risks.

  o  Actively tracking, monitoring, managing, and reporting 
supply chain risks and key performance indicators for 
transparent and informed decision-making.

• Recognition of the social responsibility and obligations  
of the real estate industry:

  o  Acknowledging that fair and affordable housing is a human 
right—not only for economic parity, but also through the 
lens of diversity, equity, and inclusion (DEI) to mitigate 
disproportionate ESG risks for vulnerable populations and 
minority groups. 

  o  Demonstrating how balanced and relevant ESG strategies 
could lower risk exposure with respect to low-income 
populations and at-risk communities.

Mounting pressure from governments, investors, regulators, 
consumers, media, and other stakeholders has driven the business 
sector to confront the global threat of climate change more 
aggressively. Coupled with the comparative ease of measuring 
“E” activities, this makes environmental action a logical entry 
point for corporate ESG management—with metrics that are 
quantitative by design and have clear, direct connections to 
addressing climate concerns, creating operational efficiencies, and 
yielding measurable bottom-line improvements. 

However, it is the advancement of “S” and “G” factors that 
will most directly affect business continuity and resilience in 
our current global business environment, as these are the issues 
impacting economic disruption, social unrest, and, ultimately, 
business performance. Inefficient corporate structures, deficient 
risk management strategies, and inflexible mindsets all contribute 
to the severe economic crisis we face. 

However, there remains a vast disconnect between the long-term 
value and economic impact that sustainability offers, and the near-
term financial, operational, and cultural investments required to 
adopt and operationalize sustainable business practices. 

EXHIBIT 1: WHAT MAKES A “GOOD” ESG GOAL?

Source: AA1000 AccountAbility Principles (2018)

ESG 
GOAL

MATERIALITY
Adresses what matters most to the  
business and its stakeholders

RESPONSIVENESS
Provides a clear, calculated, and 
practical platform for action

INCLUSIVITY
Puts priority stakeholders first

IMPACT
Advances business objectives in 
meaningful and measurable ways 
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EMBEDDING ESG THROUGH STRATEGIC GOAL SETTING 
AND IMPACT MANAGEMENT 

Integrating ESG into an organization’s DNA requires strong 
oversight and clear goal setting. 

For example, in 1999, AccountAbility developed a set of guiding 
principles5—Inclusivity, Materiality, Responsiveness, Impact—
with which organizations can effectively shape their sustainability 
strategy and successfully manage their ESG performance. These 
guiding principles are now an internationally accepted framework 
that guides organizations through the process of identifying, 
prioritizing, and responding to sustainability challenges, with the 
goal of improving long-term performance (see Exhibit 1).

Once an ESG goal based on these principles has been determined, 
businesses should consider adopting an “Impact Management 
Process” that helps to ensure a goal’s successful implementation 
and integration into overall ESG strategy:

1.  Systematic Measurement: Defining sub-targets and 
determining the appropriate internal mechanisms for data 
collection and analysis ensures goals are systematically 
measured and monitored.

2.  Engaged Management: Leveraging executive and board 
support helps to integrate sustainability throughout the 
organization and reinforce corporate accountability around 
setting, monitoring, evaluating, and achieving ESG goals. 
(Increasingly, corporate ESG commitments are being 
incorporated into aspects of executive compensation).

3.  Strategic Communications: Regular and relevant reporting 
of sustainability commitments, goals, and performance in 
alignment with leading practice standards and appropriate 
initiatives allows an organization to strengthen its position as 
a sustainability leader.

EXHIBIT 2: ESG IMPACT MANAGEMENT PROCESS

Source: AA1000 AccountAbility Principles (2018)
AA1000 Assurance Standard (v3)6 
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ANSWERING THE CALL FOR ESG ACTION

It is clear that 2021 will be the year of “less discussion and more 
action” as ESG topics that have long been in the consciousness of 
CEOs and boards will be brought front-and-center due to calls for 
corporate accountability from investors, consumers, governments, 
regulators, media, and other key stakeholder groups.

In this landscape, effective goal setting must be integrated 
alongside other responsible business practices designed to advance 
ESG objectives, such as a: 

• Focus on improving stakeholder engagement practices  
to fortify stakeholder trust and in turn enable an organization 
to better understand and appropriately respond to changes 
happening in the world.

• Commitment to data, disclosure, and reporting to reinforce 
the enterprise-wide integration of sustainability activities  
and performance, and prepare for a seemingly imminent 
future shift to a single global reporting standard.

• Recognition of the transformative power of “Big G” 
governance, as effective governance policies, processes,  
and controls (through increased transparency,  
accountability, and impact) are critical to realizing  
improved business performance.

• Validation of an integrated approach to strategy development 
that aligns sustainability strategy with business strategy 
through a balanced corporate dashboard (KPIs, metrics, and 
reporting) and a clear implementation roadmap integrated 
within the functions of the enterprise. 

In conclusion, despite the disruptive effect of the pandemic, it 
simultaneously provides opportunities for shaping and developing 
a future—hopefully, an operating environment where people have 
a say in the decisions that impact them, where companies act 
on and are transparent about the issues that matter, and where 
organizations monitor, measure, and are held accountable for how 
their actions affect their broader ecosystems.
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