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Executive Summary
• The economic recovery has not been evenly distributed; a “K-shaped” recovery.
• Cap rates may compress during the second half of 2021, despite rising Treasury yields.
• Office leasing was weak in New York, San Francisco, and Seattle, but strong in Las Vegas,

Orlando, and Pittsburgh, in recent quarters.
• Industrial demand growth may be dependent on faster e-commerce delivery speeds,

not e-commerce sales growth.
• E-grocery doubled over the last year, and grocers without a strong omni-channel strategy

may struggle in 2021 and beyond.
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Economy
The outlook for the U.S. economy and commercial real estate continued to improve in the first
quarter of 2021. Vaccine effectiveness has been as strong as expected1, and should be available
to the general public in the U.S. in a matter of weeks. This helps alleviate one of the primary risks
(vaccine distribution) that we outlined in our 2021 Outlook report, The Winding Path to Recovery.
The unemployment rate is less than half of peak unemployment from the early months of the
outbreak, and we expect it to reach 5.0% by the end of the year. The recently passed $1.9 trillion
economic stimulus package, and potential $3 trillion infrastructure package that is still being
worked on in Washington, suggests GDP growth could be at least 5.5% this year2.

Exhibit 1. Job Losses Persist for Low-Income Workers
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Source: MIM, Opportunity Insights, as of January 2021.

Real Estate & Reflation
A recovering economy and multiple rounds of fiscal stimulus have stoked inflation fears and sent
treasuries sharply higher in recent months. Shown in Exhibit 2, the U.S. 5-yr inflation breakeven
rate – an indicator of where the market believes inflation will be in five years – recently reached its
highest level (2.45%) since the wake of the Global Financial Crisis.

Exhibit 2. 5-Year Break Even
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While we anticipate a modest pickup in inflation during 2021, we suspect it will be more
transitory, and a function of the volatility in price levels exhibited during 2020. We do not believe
inflation is likely to remain high until slack from the labor market is removed, however. Although
this may occur in 2022 or beyond, for now we do not believe sustained inflation is likely to occur
while the unemployment rate remains above 4%.
Still, inflation fears have begun impacting interest rates, and the bellwether 10-year treasury
rate could end the year at 1.75% (from 0.92% in 2020), and the CPI-U could rise to 2.0% in 2021
(1.4% in 2020).3
Although rising interest rates tend to translate into fears of rising cap rates, history suggests that
they are rarely correlated. In fact, because real estate is pro-cyclical, the trend between interest
rates and cap rates can be negatively correlated during times when the economy is expanding
or contracting (Exhibit 3). As an example, from 2003 – 2007 when the economy was improving,
treasury rates rose from 3.3% to 5.1%, while cap rates compressed from 8.0% to 5.7%. From 2008 –
2012, when economic conditions were depressed, treasury rates declined from 4.1% to 2.6%, while
cap rates rose from 5.1% to 6.6%.

Exhibit 3. Annual Changes in Cap Rates & 10-Year Treasury;
Correlation = -21% (2001Q1 – 2020Q4)*
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Source: MIM, Moody’s, as of January 2021.

Looking forward, we expect an improving economy to drive down risk premiums across the
investment spectrum, including commercial real estate. We believe this will translate to a
compressing cap rate spread to the 10-year treasury, and declining cap rates, even as treasury
rates rise off their COVID lows. If treasuries rise to the mid-2% range, and U.S. GDP growth remains
in the 5% to 7% range, then we would begin to be concerned about potential cap rate expansion.
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Office Sector Update
So far, it’s been challenging to make sense of how firms are planning to adjust their office
footprint today, and even more so in the future. Almost every week a Fortune 500 company is
announcing a large new office lease renewal or expansion, while another is announcing they are
making work-from-home permanent. We’ve also noticed these types of mixed trends in the MIM
office portfolio, and from the leasing brokers and corporate real estate professionals that we
work with.
That said, when we cut beyond headlines to aggregated leasing statistics, we find that the
average U.S. office vacancy rate rose from 12.8% to 15.0% over the last year5, slightly less of
an increase than we were expecting when we wrote Back to Work: Office Demand in a Post
Pandemic World in May of 2020. Looking forward, we continue to expect vacancy to rise
modestly above the peak levels realized during the Global Financial Crisis (16.7%)6 later this year
or in early 2022. By 2023, however, and as we also detailed in Back to Work, we believe many
firms will be reversing their decisions to work remotely permanently.
One issue with using an aggregate vacancy statistic is that it is a lagging indicator, and to some
extent the increases in vacancy will be limited by the pace at which typical 5- or 10-year office
leases are maturing. To potentially help answer the question of what companies have been
doing, we developed a tool that estimates the percent of expiring office space being renewed
across markets . Although only a rough approximation, we believe it has historically been a useful
barometer of market-level office performance in the past.
In Exhibit 4, we modeled renewals for both 3Q20 and 4Q20. Markets such as San Francisco,
New York, and Seattle have experienced some of the lowest average rates of office space
renewal, compared to the rest of the U.S., which averaged an 80% renewal rate. On the flip side,
of the total office space that was up for renewal during the second half of 2020, more than all of
it was absorbed / renewed in markets such as Orlando and Jacksonville (each over 100%). The
standard vacancy statistics also confirm this trend, with markets like San Francisco rising from
5.2% to 11.7%, and markets like Minneapolis only rising from 18.5% to 18.9%.

Exhibit 4. Estimated Average Office Space Renewed
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In our most recent office whitepaper, The Pandemic Pitfall, we outline how this office workfrom-home adoption could vary by city based on factors such as public transit usage, household
income levels, the concentration of tech workers, and the age of the office using workforce. We
expected weakness in San Francisco, Seattle, and Denver7, although also said that we believe
those markets could offer some of the best tactical/pricing opportunities in the near-term. We
continue to believe that to be the case, although acknowledge that none of these markets are yet
pricing office assets at meaningful discounts to pre-Covid levels, in our view.

Industrial
The industrial sector continues to shine relative to other core property types as the pandemic has
accelerated preexisting demand growth (Exhibit 5). Stay-at-home orders related to the pandemic
accelerated e-commerce adoption as we
estimate the number of people regularly
Exhibit 5. Industrial Rent Growth
buying goods online jumped from 55%
pre-Covid to around 75% today8. That
8%
said, rather than just the absolute level of
7%
e-commerce sales growth, we believe the
continued push for faster delivery times is
6%
driving the outperformance.
Industrial occupiers are more willing to
absorb large rent increases in assets that
are located in densely populated areas,
also referred to as “infill” assets. These
buildings enable third party logistics
providers to satisfy the burgeoning demand
for faster delivery times, and have notably
outperformed their regional counterparts
over the last cycle. Since the GFC, infill
industrial rent growth has averaged 6.3%
annually, while regional assets averaged
3.9% annually (Exhibit 5).
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Source: MIM, CoStar, as of February 2021.

6

MetLife Investment Management

We believe infill industrial demand will remain strong until four-hour delivery is available in most
markets, down from 1 to 2-day delivery speeds that are typical today. As a result, we believe
it is appropriate to expect 5% to 10% in cumulative additional rent growth from 2021-2024 for
infill assets as compared to rural/regional distribution assets. At the national level, we therefore
expect around 3.3% annual rent growth 2021-2024 for regional assets, and 5.3% annual rent
growth for infill assets.

Retail
Retail assets – particularly those with non-essential tenants – have generally struggled
throughout the pandemic as stores temporarily closed and foot traffic fell dramatically.
Additionally, leading up to the pandemic, the retail sector was already experiencing secular
challenges as consumers increasingly shopped online, and we believe the pandemic has likely
accelerated this trend of e-commerce adoption.

Shopping centers anchored by essential retailers
such as grocery stores have remained open, and rent
collections remain strong at nearly 100%.
Around 25,000 retail stores were closed last year9, although the challenges were not evenly
distributed. Malls, for instance, make up less than 10% of total existing retail space, yet they
accounted for roughly 35% of the existing retail footprints of all of the retailers that announced
closures in 2020.10 On the flip side, shopping centers anchored by essential retailers such as
grocery stores have remained open, and rent collections remain strong at nearly 100%.11
This outperformance in grocery anchored
retail is not a new trend for real estate
investors as the sector is widely regarded for
being more resilient e-commerce spending
(Exhibit 6). However, we believe e-grocery
spending patterns – also accelerated by
the pandemic – could be worth monitoring.
In 2019, only around 5% of groceries were
purchased online; that figure rose to 10% in
2020 and could reach 12% by 2025.12 In our
view, similar to the retail sector as a whole,
grocers who are unable to enhance their
omnichannel strategies going forward (ex:
curbside pickup) could be at risk to rising
online grocery trends.
Zooming out more broadly, we believe there
could be select opportunities in the retail
sector going forward, particularly those
offering experiential elements. Over the
past several decades, consumers across
all generations have been spending more
on experiences and less on goods, and

Exhibit 6. Grocery Retail Centers
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we expect this trend to continue. Although these experience-based retailers such as gyms,
restaurants, etc. are struggling with social distancing measures today, we believe these types of
tenants could outperform in the long-term.

Apartment
Demand growth moderated only slightly for the apartment sector in 2020 as vacancies ticked up
from 4.1% to 4.5%.13 That said, assets located in central business districts (CBD) have struggled
more than their suburban counterparts, and rents in CBD locations remain below their prepandemic peaks14. With employees no longer commuting to the office and working from home,
the appeal of living in high-cost urban areas has temporarily shown signs of deterioration; as
such, densely populated gateway markets such as San Francisco and New York have struggled
over the last 12 months (Exhibit 7).

Exhibit 7. 2020 Rent Declines: Laggards Concentrated in Densely Populated
Gateway Markets (Market-Level)
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We believe fundamentals in densely populated urban areas will remain soft during the remainder
of 2021. However, given we expect workforces to largely return to an office environment,
employees who migrated out of city-centers could return to the “live, work, play” dynamic that
they enjoyed prior to Covid-19.
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One additional important and sometimes
overlooked dynamic of apartment leasing
over the last year has been the demand
for larger vs smaller units. As illustrated
in Exhibit 8, three-bedroom apartment
rents never skipped a beat throughout the
pandemic, and have been growing at a
faster clip relative to other unit types.
In our view, the higher rent growth for
larger unit types could be attributable to
the need for employees to enhance their
remote working accommodations, as well
as the Millennial generation due to the
cohort aging into their 30s and forming
households, a trend that we identified in a
2016 whitepaper Echoing the Boom. When
considering only 12% of apartment units in
the U.S. have three or more bedrooms15, we
expect fundamentals to remain healthy for
assets with a higher concentration 2 and 3
bedroom units.

Exhibit 8. Burgeoning Demand for Space
(Effective Rent Growth)
125
120
115
110
105
100
95

2019
Studio

2020
1 Bed

2021
2 Beds

2022
3 Beds
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Hotel
The hotel sector has been the most directly and severely impacted by Covid-19. Virtually
overnight, leisure and business travel came to a halt, and many hotels were forced to temporarily
close their doors. As we detail in our recent whitepaper, A Stigmatized Sector – Our Outlook for
U.S. Hotel Investments – the hotel sector is currently in a liquidity and capital markets crisis, but
we believe there’s light at the end of the tunnel.

Wide bid-ask spreads persist in the equity investment
market, but we believe there could be attractive
opportunities in the near-term.
Given the steady progress with the vaccine distribution in the U.S., we believe hotel occupancies
have likely reached a trough and will steadily recovery until reaching pre-Covid demand by 2022
or 2023. That said, the recovery will likely be uneven across hotel subtypes. On one hand, the
K-shaped downturn and recovery suggests leisure hotel demand could recover even quicker,
a thesis that is already supported by summer reservation data within the MIM portfolio. On
the other hand, we expect segments reliant on group and business travel to recover at a much
slower rate due to the increased adoption of virtual meetings.
Wide bid-ask spreads persist in the equity investment market, but we believe there could be
attractive opportunities in the near-term. In the mortgage space, we believe both senior and
subordinate pricing is attractive, and readily available at scale.

MetLife Investment Management
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Conclusion
Economic downturns can often create attractive investment opportunities, and while they
are more challenging to find today than was the case after the 2008 global financial crisis,
we feel they are still abundant in commercial real estate. In our view, the hotel debt sector
presents some of the most compelling, and scalable, opportunities available today. We believe
fundamentals remain positive for apartment and industrial assets, and select opportunities
remain available for careful investors in the office and retail space. The cap rate to 10-year
treasury spread continues to suggest strong value in the real estate sector, in our view, and we
expect flat to modestly compressing cap rates during the remainder of 2021.
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