SUMMIT

ISSUE 06

CRE PROSPECTS
POST-COVID-19
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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.
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CONSUMERS EAGER OR RELUCTANT TO RESUME
NORMAL ACTIVITIES?

The retail and hotel property 1. Percent of households
sectors are bearing the brunt
making more in-store
of the COVID disruption.
purchases over the prior
Weaker
businesses
are
seven days
shuttering, vacancy rates are
surging, rent collections are 2. Percent resuming
restaurant dining over prior
shrinking, property values are
seven days
dropping, and commercial
mortgage delinquencies are
3. Percent of renter
rising. Investors in these sectors
households with high
are struggling to fi nd a path
conﬁdence of making their
forward. To understand the
next month’s rent payment
full potential of the impact the
(Exhibit 2)
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):

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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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.

LOCATION PREFERENCES
SHIFTING AWAY
FROM CITIES?

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.

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 knockon 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, workfrom-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 longerterm 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.

30

AFIRE

SPRING 2021

The pandemic-associated drop
in urban rents is changing
that arithmetic; an eventual
turning point may indicate that
downtowns are on their way back.
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
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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

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

EXHIBIT 5: JOBS SHORTFALL (NON-FARM EMPLOYMENT)
Source: US Bureau of Labor Statistics, December 2020
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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.
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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.

Retail and industrial
sector results will similarly
adjust to show how much
viability returns to bricksand-mortar shopping.

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-peremployee 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.

EXHIBIT 6: LABOR FORCE CHANGE 2020 (YEAR-ON-YEAR)
Source: US Bureau of Labor Statistics. January 8, 2021
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LOOKING FORWARD

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

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.

EXHIBIT 7: NOI GROWTH (YEAR-OVER-YEAR)
Source: National Council of Real Estate Investment Fiduciaries. Fourth Quarter 2020
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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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