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Foreword

Dear colleagues

“It was the best of times, it was the worst of times....." So
begins Charles Dickens’ A Tale of Two Cities. In many ways,
this describes the environment that the financial services
industry is facing as we head into 2014. The economy is
showing some signs of life, balance sheets are stabilizing,
and consumer and manufacturer confidence indices are
trending toward the positive. That said, the coming year
likely will be one of continued challenges for industry
executives to realign business models, adjust to increasing
regulation, and attempt to innovate for growth.

In many ways, the commercial real estate (CRE) sector has
experienced more good times than bad in recent years. It
is looking to build on this momentum by exploring new
sources of revenue and identifying ways to drive increased
efficiency. For example, private equity firms’ success with
buying and renting foreclosed single-family (SF) homes has
driven the housing rebound in the U.S. and is leading to
increased interest on their part to establish these properties
as a new asset class for investment. Bank lenders are
easing their standards, leading to increased CRE lending
volumes and a rebound in commercial mortgage-backed
securities (CMBS) issuance. Transaction activity and pricing
are healthy for prime properties.

But challenges remain. The impact of regulations, such

as Dodd-Frank, Terrorism Risk Insurance Act (TRIA), and
Foreign Account Tax Compliance Act (FATCA) is still
somewhat uncertain. Capital availability for construction
activity and non-prime properties remains tight. Technology
is becoming a driving force in a number of ways — from
its impact on retail property owners through the rise of
online shopping; to increases in mobile workforces and
the resultant changes in demand for office space; and its
influence through social media and mobility (again) on
the potential talent shortage that may be looming for the
sector. Successful firms will navigate these issues in order
to capitalize on these changing drivers

of growth.

We are pleased to share with you this outlook for 2014,
the fifteenth publication in Deloitte’s series on critical
issues affecting real estate, based on original research
combined with the insights and first-hand experience

of many of Deloitte’s leading real estate practitioners.
Clearly, Deloitte is not alone in producing annual forecasts
for the financial services industry. More often than not,
these forecasts take the form of a list of trends, initiatives,
or strategies. We were bothered by this “list-for-a-list’s-
sake” approach and thought we could improve how we
bring relevant, thoughtful content to our clients. Over the
past year we have restructured our content into six major
topical platforms, which are designed to explore both
industry-wide competitive and market dynamics as well as
examine tactical trends and opportunities within individual
firms. Across nine segments of the financial services
industry, our 2014 outlooks rely on this new structure and
provide insights aligned to the following:

- Competition and markets - Evaluates existing industry
structure, competitive landscape, or market composition
Clients and products - Explores emerging trends in retail
or institutional customer behaviors, attitudes, and needs
amongst tenants and owners across real estate property

types

Governance, risk, and compliance - Reviews industry risk
management practices and regulatory mandates and
their potential financial and strategic impacts on industry

participants

Financial management - Highlights how finance leaders
can better organize and deliver needed insights to their

firms

Organizational effectiveness - Analyzes how firms have
responded to talent, process, and other operational

challenges

» Technology dynamics - Examines the evolving role of
technologies in the industry
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We've included a graphic element (below), which you will
see throughout the report, which provides a signpost as
you navigate the outlook. If you pick up more than one of
our financial services outlooks, you will be able to easily
compare how the various industry sectors are addressing
the six issues by visiting the corresponding section. For
example, you'll see technology trends by visiting the
corresponding blue sections in all nine reports.

competitip,,

Focus areas

We hope you find this report insightful and informative
as you consider your company'’s strategic decisions in the
upcoming year. Please share your feedback or questions
with us. We would value the opportunity to discuss the
report directly with you and your team.

Bob O’Brien

Vice Chairman and Partner

Global and U.S. Real Estate Services Leader
Deloitte & Touche LLP

+1 312 486 2717

robrien@deloitte.com

Jim Eckenrode

Executive Director

Deloitte Center for Financial Services
Deloitte Services LP

+1 617 585 4877
jeckenrode@deloitte.com



Trimming the sails for growth

Three-quarters into 2013, the CRE industry is marked by which were the first to recover from the recession,
continued recovery in asset prices, transactions, and capital  fundamentals are beginning to peak and are expected to
availability. Asset prices are close to 2007 peaks in the major  moderate. Development activity, which provides indications
metropolitan markets and transaction activity has improved  about medium-to-long-term growth prospects for the CRE
in the secondary markets. Debt markets have improved to industry, remains muted for most property types, again

a point where refinancing concerns have eased and there is  other than multifamily and hotels. In addition, lending

less worry about the maturity schedule. In addition, private standards for construction loans remain stringent.

equity and international investor interest have increased in

U.S. CRE, with the region considered both the most stable Institutional interest in SF homes has provided the much
as well as offering better overall returns relative to needed boost to the beleaguered housing market and has
risk globally. led to the emergence of a new asset class in the form of SF

real estate investment trusts (REITs). This sector is likely to
Can this recovery gain momentum as we move into 2014?  continue to grow, albeit at a slower pace, and longer-term
investor appetite for this new institutional asset class is yet
CRE fundamentals — rents and occupancy — have to be determined.
strengthened since the economic downturn, and are now
stabilized across property types. However, as we dig deeper  In summary, with economic growth expected to remain
into these fundamentals that drive core revenue growth, we  protracted, along with uncertainty surrounding the
observe that, except for multifamily and hotels, rent growth  outcomes of impending regulations such as Dodd-Frank
and occupancy are trending below historical averages and TRIA, we believe that the pace of recovery of the CRE
across most sub-sectors. In sectors such as multifamily, industry is likely to moderate in the near-to-medium term.
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Macroeconomic fundamentals — Modest CRE

growth drives need for operational excellence

The global economy continues to grow at a modest pace,
with Europe and many major emerging markets exhibiting
slower growth. Meanwhile, global financial markets

have experienced considerable volatility due to expected
changes in U.S. monetary policy, a new policy in Japan, and
instability in China’s banking system.! The United States
likely will experience slow-to-moderate economic growth
through 2014.

A closer look at some of the key macroeconomic
parameters confirms the improved, albeit slow economic
growth (Figure 1), which is leading to increased competition
in the CRE sector for both financing and transactions.
While banks have eased lending standards, they continue
to be stringent about asset location and quality. Hence, the
prime market has stabilized as available capital and credit
pursue that top tier; whereas bank financing for non-prime
properties and new construction remains tight. This is not
surprising given that, typically, CRE recovery tends to lag
broader economic growth.

Competitia,,
and Markegs
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Gross Domestic Product (GDP) growth

GDP grew by 2.5 percent in 2Q13, better than the prior
estimate of 1.7 percent growth, primarily due to stronger
exports and improved consumption demand.? It is unlikely
that there will be sustained higher growth levels in the
medium term, as the economy needs time to adjust to the
tax increases that went into effect at the beginning of the
year and the federal spending cuts that began in March.?

Consumer sentiment & manufacturing

Consumer sentiment dropped recently amid concerns
over government policies as highlighted by the Thomson
Reuters/University of Michigan index, which came in

at 77.5 in September compared to 78.3 during the

same period last year. Further, the index of consumer
expectations declined to 67.8, compared to 73.5 during
the comparable period in 2012. However, manufacturing
witnessed an expansion in activity, as the Purchasing
Managers Index (PMI) rose to 56.2 percent in September,
an uptick for the fourth consecutive month.*

Figure 1. GDP growth, unemployment, and consumer confidence
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Unemployment

The unemployment rate continued to decline and fell to its
lowest point since 2008; 7.3 percent in August.” However,
the long-term unemployed accounted for a significant
37.9 percent of the total unemployed, while labor force
participation dropped to 63.2 percent, its lowest level since
1978.57 This reflects the high incidence of structural
unemployment and is expected to continue to act as a
drag on the overall economic recovery.

Outlook

Even with these challenges, the outlook for the United
States has improved; attention is now on the timing of

the Federal Reserve's reduction and discontinuation of
asset purchases and its plan for interest rates.® While a rate
increase may indicate confidence about current and future
economic growth, it is likely to impact the refinancing
market in the short-to-medium term. A slow growth
environment coupled with policy uncertainty such as this
may deter investments and the opening up of financing for
non-prime properties.

The bottom line

It is difficult to see how the government makes

the hard choices necessary to provide long-term
solutions, but we do know that the longer it waits,
the harder the fix will be.® Delay may create risks

to the rate of CRE industry growth, although key
parameters — fundamentals, transactions, lending

— continue to improve. We believe -- given the
expected modest near-term economic growth,
longer-term risks to the industry from government
fiscal policy, and CRE's standing in the current
recovery cycle -- that astute players can potentially
enhance their competitive edge by reducing costs
through improved processes and leveraging
technology to improve operations. Additionally, CRE
companies should focus on enhancing the tenant
experience to suit tenants’ changing needs, with an
emphasis on service, sustainability, and increased use
of technology.
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Globalization — Is the time right for

geographic diversification?

Globalization is a trend that is gaining more traction year
over year (YOY) as opportunistic investors chase yields and
risk-averse investors from emerging markets seek security
in more stable regions. The emphasis on investing beyond
domestic borders is largely driven by the macroeconomic
fundamentals and investment climate in the home country
vis-a-vis other nations. And while CRE industry growth
tends to lag the broader economic growth within a
country, the same doesn’t necessarily hold true for CRE
investments beyond its borders.

Global transaction volumes

Global transaction volumes are off to a strong start this
year (Figure 2) — TH13 volumes aggregated $473.5 billion,
an increase of 29.8 percent YOY. The Asia Pacific region
continues to gain a larger share of the global pie and
accounted for 51 percent of sales compared to 46 percent
during the same period last year. This was followed by the
Americas, which was essentially flat at approximately 29.5

Figure 2. Global CRE transaction volume
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percent, with lower volumes (19.5 percent compared to
23.5 percent in TH12) in the Europe, Middle East, and Africa
(EMEA) region.™

Digging deeper by region, some of the key Asian markets
such as China have begun to mature, leaving international
investors likely to face stiff competition from domestic REITs,
insurance companies, and local pension funds. Transaction
volumes and prices in China will likely remain stable. India
continues to feel the impact of slow domestic growth and
policy-making, which is resulting in investor demand for only
high-quality properties and resultant cap rate compression.
Asian investors are expanding internationally, to offset
limited opportunities in home countries, and also to diversify
their asset base. Elsewhere, in the Americas, Canada and
Brazil continue to demonstrate strong performance. Europe
remains dominated by London and Germany, due to better
prospects of rental growth.

FY13 YTD
W AsiaPac

Americas includes USA, Canada, and Latin America; EMEA includes UK, Western Europe, Eastern Europe, Middle East, and Africa; Asia-Pacific
includes China, Japan, Australia, New Zealand, India, Hong Kong, Singapore, Malaysia, South Korea, Taiwan and Others

Source: Real Capital Analytics (RCA), YTD is as of June 2013



Global investments

The above trends are backed by higher availability of
capital for investment. Of the $320 billion capital available
for investment in CRE globally (+7.4 percent YOY), a large
portion is likely to be directed towards the Americas and
Asia Pacific region." This is no surprise, given that during
the three-year period ending August 30, Brazil's FIPE ZAP
and the MSCI US REIT Index have had returns of 68.7
percent and 12.8 percent, respectively, compared to the
MSCI World Real Estate Index’s 11.8 percent return (Figure
3). While Brazil has demonstrated substantial returns over
the last three years, the U.S. CRE market continues to be
the favorite, with approximately 56 percent of new capital
raised being funneled into the region.™

Figure 3. Global real estate: 3-year cumulative
returns (through August 2013)*

Percent

Composite FIPEZAP
index Brazil

MSCI U.S. REIT index 12.8

MSCI World real
estate index

China real estate 1.6
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* China real estate returns represent the median returns based on sales
price indices of newly constructed commercial residential buildings in 70
large- and medium-sized Chinese cities. Indices assume 2010 as base.
Returns of indices other than China are for three years to August 2013.
Source: MSCI, ZAP Brazil, National Bureau of Statistics of China,
September 2013

Outlook

Increased international interest in U.S. CRE has helped
revive the transaction market following the financial crisis.
In TH13, cross-border investment in the U.S. was

approximately 8.8 percent of total property investment
volumes, double the investment level of 2001, with

three of the four largest investors being Asian nations

-- Singapore, China, and South Korea."* According to a
2013 Association of Foreign Investors in Real Estate (AFIRE)
survey, 55 percent of the respondents expect the U.S.

real estate market to provide the most substantive capital
appreciation, and also consider it to be most stable and
secure. In fact, going forward, 81 percent of respondents
plan to increase their portfolio size in the United States.

In contrast, the Europe, Middle East, and Africa (EMEA)
region continues to see a significant decline, except for
London. However, opportunistic and distress investors are
increasingly interested in European opportunities. The U.S.
has also gradually increased its global presence, with cross-
border investments growing by 13.4 percent in 2012 over
2008 levels.'* We believe this trend will continue through
2014 as investors find value in attractively priced properties
across the globe.

The bottom line

International diversification is a double-edged sword
for U.S. CRE players. It provides an opportunity to
spread risks and improve returns, yet insufficient
local market knowledge, lack of transparency in
many emerging real estate markets, and REIT
regulations in the home country can impede
expansion of a global footprint. That said, an
effective international diversification strategy,
including joint ventures with local partners, may
help U.S. CRE players differentiate themselves. For
example, while EMEA continues to trail other CRE
markets, select properties appear attractively priced.
CRE players also may benefit from increased
international interest in U.S. secondary and tertiary
markets, as this will help strengthen the transaction
market, as well as cap rates and pricing.
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Stronger leasing activity has led to an improvement in CRE
fundamentals. Both rent growth and occupancy levels
have stabilized, although they continue to remain below
historical averages across most property types. However,
tenants’ technology use and a changing workforce are
now influencing leasing decisions to a point that we
believe requires CRE property owners to evaluate their
existing space and service levels, and determine the need
for redesign in the near-to-medium term.

Office

Office vacancy rate and rental growth was 15.2 percent
and 2.1 percent in 2Q13 (compared to 15.8 percent

and 3 percent, respectively, in 2Q12)," although growth
remains below historical average. And, while net
absorption remains positive (10 million square feet as of
2Q13), new development activity is insignificant.'® Going
forward, a focus on employee well-being (e.g., flexible
work strategies) and a desire to reduce rental expenses
through efficient space utilization likely will impact leasing
decisions and result in lower demand for physical space.
A Deloitte report on Work Environment Redesign states
that many tenants are now including the physical, virtual,
and management infrastructure as part of the overall
work environment to enhance employee satisfaction.'”

In addition, a 2012 Flexibility Drives Productivity Regus
Study says that $15 billion in savings can be achieved if
all U.S. firms adopt flexible work schedules.’® Demand for
office space is also being influenced by improved mobile
technologies, experiences gained from globalization, and
the work/lifestyle expectations of younger employees
among other factors. Office players can potentially up
their game by anticipating tenants” demands to optimize
workforce effectiveness and appropriately redesign their
existing space.

Retail

In the retail sub-sector, vacancy was down 60 basis points
YOY in 2Q13 to 12.3 percent." Effective rents declined
0.3 percent YOY, which is marginally better than the 1.2
percent YOY decrease in 2Q12.2° Net absorption expanded
to 8.1 million square feet in 2Q13 compared to 4.5

million in 2Q12, which is a positive sign.?' However, as
retailers’ store sales and margins continue to be impacted
by the rise in Internet sales, they remain cautious about
expanding brick-and-mortar stores and are increasing

6
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use of alternative channels such as online. Also, retail real
estate development activity is at a record low, which should
temper the effect of lower demand to some extent. In
addition, improved consumer spending is likely to support
overall retail sales, as categories like home products gain
traction. Retail CRE players can potentially help tenants
redirect traffic back to brick-and-mortar stores by enhancing
the customer experience through technology enablement,
such as integrated use of mobile apps and social media;
enhancing the tenant roster to include more experiential
service providers; providing personalized/customized advice
for shoppers; and delivering non-traditional products
and/or services.

Industrial

Rent growth for industrial space inched up to 2.6 percent

in 2Q13 from 0.8 percent in 2Q12, and vacancy improved
to 12 percent, compared to 13.1 percent in 2Q12.2% Net
absorption was a strong 46.5 million square feet in 2Q13,
compared to 24.2 million square feet in 2Q 122 attributed to
e-retailers and their shippers leasing more warehouse space
given the increase in online shopping. We believe this trend
will continue well into 2014. Warehouse operators may be
able to use their existing space more efficiently via advanced
supply chain management and automated warehouse
management systems.

Multifamily

The apartment sector continues to post a strong
performance, with vacancy and rent growth near historical
levels. In 2Q13, effective rent growth and vacancy was

3 percent and 4.6 percent compared with 5 percent and

4.8 percent, respectively, during 2Q12.% In addition, the
sector continues to witness a strong development pipeline
supported by healthy absorption. In 2Q13, net absorption
totaled 119.7 million square feet compared to 70.2 million
in 2Q12.% However, the robust development pipeline is likely
to exert pressure on rent and occupancy in the medium term
as concerns about oversupply build in a few cities. That said,
we believe apartment owners/operators are comparatively
less impacted by the onslaught of technology from a
demand-supply perspective. In fact, they are benefitting
from adopting technology in the leasing and tenant service
processes to establish better rapport with existing and
potential tenants.



Lodging

The lodging sector reported solid growth, although the
pace of increase has moderated compared to the same
period last year. In 2Q13, higher occupancy (+1.3 percent
YOY to 65.9 percent) and average daily rate (ADR) (+3.6
percent YOY to $110.5) led to a 5 percent YOY growth

in revenue per available room (RevPAR).?¢?7 In general,
lodging operators potentially need to upgrade technology
in existing space to allow tenants to offer enhanced levels
of guest convenience through smart reservation systems.
In particular, business hotels face competition from
increased use of video and virtual meetings

Outlook

CRE fundamentals continue to improve across all property
types, including vacancy, rent, and absorption levels.
However, demand is yet to increase enough to drive
development activity, except for multifamily and hotel
construction, which continues to be robust. These same
sectors, which were the first to grow and recover after
the recession, may see some tapering off in fundamentals
as new supply comes to the market. We expect tenants’
leasing decisions to be increasingly influenced by
technology usage (Figure 4). Overall, it appears that
fundamentals will continue to improve at a moderate pace,
in line with the macroeconomic situation.

Figure 4. Influence of technology in tenants' leasing decisions

L4

of U.S. workers likely to be
mobile this year

Corporates adopting
alternative workplace
strategies

Retail store
margins
impacted by
internet sales
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impacted from a demand perspective

Retailers cautious about
expanding brick-and-mortar
stores and aim to target
consumers through online
channels

Source: Deloitte Analysis

Tenants embrace
TECHNOLOGY

Owners/Operators benefitting from technology
adoption in the leasing process

A & ¢

-j e-shopping

—

d? increasing
demand for

warehouse space

e-retailers prefer integrated
logistics and warehouse
solutions

Corporates

adopt new

audio and video
conference technologies to
efficiently conduct
business meetings

Travelers demand
smarter hotel
reservation systems

The bottom line

Traditionally, macroeconomic factors have had a significant
influence on the demand-supply dynamics for CRE
properties. Now, though, factors such as technology and
mobility impact leasing demand. Further, rent growth and
vacancy lag historical levels across most property types, and
construction and delivery of new properties remain minimal.
In response, CRE players can spur core revenue growth and
regain bargaining power through investments in existing
properties to suit tenants’ changing needs.
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Single-family homes — Big investors help drive

housing rebound

The single-family or SF housing market is abuzz with rental
activity as institutional investors continue to increase their
appetite for purchasing and renting foreclosed homes.

As we highlighted in our last outlook, SF homes have
emerged as a separate asset class, with a few companies
completing initial public offerings as REITs and several more
expected to follow. The current institutional investment

in SF homes stands at $17 billion.?® Consequently, a
backlog of delinquent homes is now forming a part of

the foreclosed pipeline, which is likely to clear the glut
and is a positive sign from a long-term perspective. In
fact, according to Realty Trac, foreclosure filings and starts
declined 27 percent and 39 percent YOY, respectively,

in September.

Housing fundamentals

The emergence of the SF rental segment has provided
much needed support to the otherwise beleaguered
housing market, as most stats point to a recovery

Figure 5. SF homes

Focus areas

(Figure 5). One of the most positive changes is that
average home prices are back to spring 2004 levels.?*

The S&P/Case-Shiller Index (national composite) rose 10.1
percent YOY in 2Q13. According to the Zillow Home Prices
Expectation Survey, home prices are expected to appreciate
6.7 percent by the end of 2013, eventually slowing to

4.4 percent in 2014 and 3.4 percent in 2017.%° From a
demographic perspective, first-time home buyers have also
stepped up purchases, which is a positive sign. According
to the 2012 National Association of Realtors Survey, entry-
level buyers accounted for 39 percent of purchasers, which
is close to the typical 40 percent.?’

Residential mortgage markets

Another emerging bright spot for the SF market is a
modest improvement in the residential mortgage market.
According to the Federal Reserve’s July Senior Loan Officer
Opinion Survey on Bank Lending Practices, demand for
prime residential mortgages is moderately stronger, while

o ’ Existing home
Institutionalization of New single sales up
the housing sector fa:;l:zsh;);ne 13.2% YOY Prices expected to
BV in 2Q13 rise 6.7% YOY
home prices in 2013 and 4.4%
rose YOY in 2014
10.1% YOY

Emergence of
a robust rental
market

6.7%

4 49/

Total housing

inventory increased

SALE

0.4%
MOM in August. However,
in light of increased sales,
it reduced to
4.9-month
supply compared to

6-month

supply a year ago

Modest improvement in
residential mortgage market

Foreclosure filings declined

— 27%

YOY in September.
Distressed home sales
reduced to

12%

of August sales,
substantially lower than

23%

recorded a year ago

Source: National Association of Realtors, S&P Case-Shiller, Zillow Real Estate Research, RealtyTrac, and Deloitte Analysis
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it remains consistent for non-traditional and sub-prime
loans.'3? Credit standards for all loan categories remain
predominantly unchanged. However, the recent rise

in mortgage rates may slow refinancing activity, which
accounted for 70 percent of mortgage originations during
1H13.%% Residential mortgage backed security (RMBS)
issuance totaled $1.4 trillion through September, primarily
driven by agency issuances.** Non-agency issuance
continues to languish and is likely to account for only 1
percent of total RMBS issuance, although it is expected to
increase to $20 billion in 2013 from $12 billion in 20123
Delinquencies (seasonally adjusted) fell to 9.4 percent in
2Q13 compared to 9.7 percent in the preceding quarter.®

Outlook

We expect institutional interest in SF homes to continue

to support the ongoing recovery. In addition, home
ownership is on the mend, with buyers returning to the
market. This likely bodes well for the housing sector in
general; however, there is some concern about rental rates
sustaining the same pace of growth as home prices. As we
look ahead to 2014, an uptick in development activity -
increased housing starts and land purchases, appears likely.
Builders are drawing up expansion plans, which include
diversification and/or initial public offerings. However,
stringent lending standards for construction loans and a
shortage of skilled labor are likely to act as headwinds.
Further, the outcome of the government-sponsored
enterprise (GSE) reforms and qualified mortgages could
play a pivotal role in thawing the mortgage market.

The bottom line

While most parameters point to a recovery, the
overall housing market still lags the stable market
seen during the mid-to-late 1990s. Developers
should be more innovative in designing new
construction, as demand increases for new formats
such as NextGen" homes. Individual buyers should
be careful about market timing and asset selection
as the lending market remains tight compared to
historical levels. Institutional investors can
potentially consider engaging third-party managers
with proven expertise in property management,
given their relative inexperience in this area. This is
critical, as SF operators with improved operations
and financing are likely to benefit as the

sector matures.

" The survey defines “prime” mortgage as loans to borrowers with strong credit histories, high credit scores,
and low debt-to-income ratios. “Non-traditional” mortgages include loans with limited income verification,
mortgages secured by non-owner-occupied properties, interest-only mortgages, and loans with multiple
payment options. Sub-prime mortgages include loans made to borrowers with weakened credit histories.

I NextGen homes encompass a ‘home’ within a "home’ to accommodate multiple generations of a family and are
seeing an upsurge in demand given changes in economic situations (unemployment and foreclosures).

2014 commercial real estate outlook Business transformation is key
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Historically, real estate has been more directly impacted by
local regulations such as entitlements and building codes
than by Federal regulations, other than those related to
income taxes and environmental protection. Federal
regulations, which impact the capital markets, typically
have an indirect, yet significant, impact on the real estate
industry. The 2008 financial crisis resulted in the
development of several regulations, such as the Dodd-
Frank Act, which have far-reaching implications for the
industry as a whole, with certain provisions impacting

CRE financing. Many of these regulations are at various
stages of finalization and/or implementation. In addition,
there are other regulations that may potentially affect CRE
financing and accounting (Figure 6).

Terrorism Risk Insurance Act (TRIA)*’

The impending expiry of TRIA is likely to have an
immediate impact on CRE financing. Unveiled in 2002 and
extended in 2007, TRIA provides a federal backstop to
insurers for terrorism coverage of CRE properties. This gives
lenders confidence to provide funding for construction and
ownership of real estate. TRIA's popularity is evident in the
uptick in adoption rate for all terrorism coverage —
approximately 62 percent currently compared to 27
percent in 2003. More specifically, the current adoption
rate for financial institutions and real estate players is

close to 80 percent.?® TRIA is scheduled to expire by the
end of 2014, but the impact of the pending expiration
would be felt much sooner by CRE developers and

owners. This means that effective January 1, 2014, the
market for terrorism coverage will likely begin to dry up,

if not evaporate entirely, which can impact both new and
ongoing project financing. In case of TRIA's non-renewal,
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existing loans can run into a technical default, creating
a double whammy for the CRE industry: not only will
coverage become expensive and/or scarce, but financing
will be hard to come by.

Lease accounting standards

On the accounting front, the latest exposure draft of

the Financial Accounting Standards Board (FASB) and
International Accounting Standards Board (IASB) proposes
to require tenants to record leases as right-of-use assets
and financing liabilities on their balance sheets, and report
rent expense on a straight-line lease basis in their income
statements. While the accounting boards aim to create
greater corporate transparency and consistency in lease
accounting presentation, industry stakeholders have raised
concerns about the potential negative impact of the new
standards on tenant behavior, existing CRE debt covenants,
lending, and property valuations.*

Foreign Investment in Real Estate Property

Tax Act (FIRPTA)

The FIRPTA reform bill proposes to double the maximum
tax-exempt foreign stake in public REITs to 10 percent
and allow additional categories of redemptions and
liquidations of foreign ownership interests in domestically-
controlled REITs to be treated as sales of stock, effectively
exempting them from taxation.* Further, earlier this year,
the government proposed to exclude foreign pension
funds from the purview of the Act, effectively putting them
on even ground with their U.S. counterparts. If passed,
the proposed reforms likely will encourage foreign equity
investments in U.S. CRE.



Figure 6. Regulatory issues and likely impact

impact

TRIA Risk of non-renewal

Lease accountin . .
9 Capitalization of operating leases

standards

FIRPTA Higher exemption limits

FATCA Withholding tax for U.S. sourced v
payments for non-U.S. funds

Source: Deloitte Analysis

Foreign Account Tax Compliance Act (FATCA)

FATCA requires foreign financial institutions and investment
funds to comply with the new reporting rules with respect
to their U.S. account holders and investors, or face a new
30 percent withholding tax on the U.S. source payments
made to them. U.S. based investors will also be required to
furnish information regarding foreign assets and
transactions involving certain foreign entities in order to
avoid penalty. The new proposals, which will impact CRE
funds and REITs, likely will be implemented in July 2014,
resulting in additional compliance and reporting costs.

Outlook

With most regulations at various stages of development, the
associated uncertainty is likely to promote caution within
the real estate industry. In the past, Congress has utilized a
wait-and-see approach on TRIA and extended it at the last
minute. However, the effects of a looming expiration would
be felt long before TRIA's actual demise. The proposed
changes to FIRPTA and FATCA likely will impact international
investments through 2014.

The bottom line

Given the regulatory uncertainty, chief risk officers
(CROs) and chief financial officers (CFOs) at CRE
companies should effectively utilize this time to
assess the potential impact to their business.
However, this may not be an easy task, as
stakeholders may need to make adjustments based
on the assumption that the rules have changed.
In addition, portfolio managers should consider
regulations impacting international investments
while designing their strategy, especially as global
diversification gains traction.
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CRE lending — On more steady ground

The CRE lending landscape is more stable compared

to a year ago, with lenders increasing commercial
mortgage issuances due to the improving economy

and rising property prices. We see a clear bifurcation in
credit availability across markets. While lenders continue
to compete for large CRE loans in primary markets,
traditional funding sources remain scarce in secondary and
tertiary markets. Concerns around loan performance and
refinancing options for maturing debt ($1.6 trillion during
2014-18) have alleviated and paved the way for a healthier
funding scenario.*’

Lending scenario — Banks & CMBS

Life insurance companies and GSEs continued to lead
Commercial Mortgage Originations (CMOs) in 1H13
(Figure 7), although traditional lenders such as banks

are extending more CRE loans. Banks are now willing to
accept higher loan-to-value (LTV) ratios for CRE loans and
have eased lending standards. According to the Federal

Reserve's July Senior Loan Officer Opinion Survey on Bank
Lending Practices, on a net basis, nearly 21 percent of
the banks eased lending standards on CRE loans in 2Q13.
However, banks continue to maintain relatively stringent
standards around asset location and borrower credit
quality.*? In 2Q13, bank CMOs grew 14 percent YOY, with
the Mortgage Bankers Association (MBA) index rising to
196, its highest 2Q level since 2008.%* In addition, banks’
CRE loan delinquencies declined 96 bps and stood at 2.2
percent in 2Q13.4* CMBS issuances have also exceeded
expectations, with the $64.6 billion raised as of October
being 82.6 percent higher than the same period last year.*
Regional and community banks; however, remain cautious
about extending loans outside class ‘A" markets as they
are yet to recover fully from the substantial loan losses
suffered during the financial crisis and some of them are
still focused on restructuring troubled mortgages.

Figure 7. Commercial/multifamily mortgage originations — MBA Index
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Outlook

Over the past year, the recovery in CRE financing has been
more broad-based, and should likely continue in 2014.
We expect banks to continue gradually easing lending
standards, although construction loans will remain difficult
to obtain. Conduits and private lenders, often referred

to as “shadow lenders,” will fill the void created by the
banks, especially in non-prime markets. In addition, hedge
funds will continue to extend construction loan funding

to mid-market companies. However, these loan options
may be relatively expensive, typically in the range of 9-12
percent for a term of one to three years.* Risks include the
expected wind-down of the Fed’s bond-buying program
and the uncertainty around regulations that are likely to
impact CRE financing (Dodd-Frank Act and TRIA), which,

in turn, likely will increase interest rates and may impede
recovery in the near-to-medium term.

The bottom line

An improved and stabilized lending environment
with better lending terms bodes well for the

CRE industry as it creates more opportunities

for domestic investments. Given fewer concerns
around deleveraging the balance sheets, CRE
companies may opt for more competitive deal
structures. In fact, according to a 2013 REIT
executive survey, nearly one-fourth of respondents
indicated their plan to increase leverage.”’ The
next step in the lending environment may be
gradual leniency in construction loan standards,
and improved borrowing for secondary and tertiary
market properties. Players with healthy balance
sheets may decide to use this opportunity to tap
the non-prime markets and move up the risk curve.

2014 commercial real estate outlook Business transformation is key
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CRE Investments — Continued REITs

and PERE interest

U.S. REITs and private equity real estate (PERE) funds have
continued to raise more capital on a YOY basis, reflecting
improved investor confidence in the U.S. CRE recovery.
However, unlike relative increases in the past few years,
REIT stocks have underperformed other asset classes,
largely due to the recent spike in interest rates.

REITs

As of September, REIT fundraising rose 11.5 percent YOY
to $60.6 billion, with nearly two-thirds of the capital raised
through the equity route.*® REIT IPOs have been at their
highest level (in terms of number and value of transactions)
since 2005 and have ranged from traditional RE asset
classes to more non-traditional RE classes, including SF
rentals and data centers. In contrast to the last three years,
REITs underperformed traditional asset classes with returns
of 4.3 percent in 2013YTD (as of October 10) compared
to 20.7 percent for the S&P 500 and 27.2 percent for the
Russell 2000.% Nonetheless, we expect that this is likely

a short-term phenomenon; historically, REIT performance
and CRE values have improved during periods of rising
interest rates and a strengthening economy. During the six
monetary tightening cycles since 1979, when U.S. treasury
yields rose significantly, REITs generated cumulative returns
of 56.5 percent, compared to 38.3 percent returns on
stocks and 4.2 percent on bonds (Figure 8).*°

PERE

U.S. PERE funds raised nearly $34 billion as of September
2013 and will likely maintain a positive annual growth clip
for the third straight year.”' These funds exhibited improved
performance in 2012 with average internal rate of return
(IRR) of 6.4 percent compared to 4.9 percent in 2011,
driven by the sustained recovery in real estate prices.*? In
addition, PERE dry powder available for investment in North
America aggregates to $97.8 million and accounts for 57.6
percent of the global total (Figure 8).

Figure 8. Comparative returns, REIT fundraising, and PERE dry powder
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Unlike the past, PERE funds have diversified investments
into foreclosed SF homes over the past 18 months. Large
players have helped create a SF rental market through
bulk purchases of foreclosed homes, which has led to the
emergence of SF homes as a new asset class. While some
players have listed as public REITs, others are looking for
opportunities to monetize their portfolios in secondary
markets to benefit from the recent surge in home prices.

Outlook

Despite the recent decline in REIT valuations, investors
likely will continue to favor REITs to earn higher

yields. In addition, REITs as an asset class now provide
more diversification opportunities with the advent of
non-traditional REITs" and the recently introduced SF home
REITs. For instance, Timber REITs provided the highest
returns (37.1 percent) among the REIT sub-sectors in 2012,
and continued to provide positive returns in FY13YTD (as
of August) -- even as other sub-sectors delivered sub-zero
returns.>® Moving forward, REIT returns are expected to
stabilize to more sustainable levels in 2013 and 2014.
Private equity will continue to focus on non-core markets,
given higher return prospects. A majority of these funds
are looking to invest in opportunistic and value-add real
estate assets, which is becoming increasingly competitive
as 458 funds are targeting total commitments of

$162 billion.>

The bottom line

PERE investors have shown an increased interest
in CRE following the recession, given favorable
pricing. However, they need to craft an effective
exit strategy for legacy investments to derive
maximum gains. REITs continue to raise additional
capital and drive property transactions. They should
also evaluate new alternatives for growth, such as
substantial updating and repositioning of existing
properties to meet evolving tenant needs, mergers
and acquisitions, or select international expansion.
That said, REITs can potentially consider increasing
dividends or repurchasing preferred or common
shares based on their balance sheet strength.

" Owners of income-producing real estate such as timber, data centers, document storage facilities, cell
towers, prisons, and billboards are classified as “non-traditional” as the underlying assets have different and
unique characteristics compared to the owners of traditional properties. These companies have opted to

convert to a REIT to capitalize on the benefits of the structure.

2014 commercial real estate outlook Business transformation is key
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CRE deal flow - Focus shifts beyond core markets

Transaction activity continues to be the sweet spot for ME&A activity continues to rise, as deal value increased

the CRE sector, driven by easier access to low- cost capital 32 percent YOY in 1H13 to $22.9 billion, driven by large
and a strengthening economy. The consequent increase in deals in the office and apartment sub-sectors.>” Regionally,
investor interest, both domestic and global, drove the price  the West" continued to lead transaction volume and

of high-quality CRE above pre-recession highs in 2Q13. accounted for 27 percent of total TH13 volumes.*®

Property transaction volumes grew 17.1 percent YOY to
$162.1 billion as of July 2013, as REITs and private CRE

firms have been on an acquisition spree (Figure 9).>> REITs

led . L ith " ) f " Per RCA, CRE markets in the West include East Bay, Inland Empire, Las
ed transaction activity with positive net investments o Vegas, Los Angeles, Orange Co, Portland, Sacramento, Salt Lake City,
$14.2 billion in TH13, up 84.5 percent YOY (Figure 10).5 San Diego, San Francisco, San Jose, Seattle, and Tertiary West.

Figure 9. U.S. CRE transaction volume by property type
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Increased transaction volumes continue to have a positive
impact on overall property prices and cap rates. However,
we can see a reduction of the prior bifurcation between
core and secondary markets. Prices of Class A properties
in gateway markets have hit a plateau after crossing
peak-2007 levels, as Green Street Advisors’ Commercial
Property Price Index (CPPI) has remained flat between May
and August.*® In contrast, property values in secondary
markets continue to rise, as investors increase their

risk appetite.

The increase in property prices and lenders’ strong focus
on loan workouts has produced a steady decline in
distressed assets and underwater loans. Distressed CRE
sales declined 15.2 percent YOY to $11.8 billion in 1H13,
and comprised 7.8 percent of total CRE sales compared to
11.7 percent in 1H12. However, distressed CRE sales may
still represent an important chunk of total deal activity in
the next few quarters, as $97.2 billion (34.1 percent of
2012 transaction volumes aggregating $285.4 billion) of
distressed assets remain outstanding.®®

Outlook

CRE deal flow likely will continue to increase in 2014

due to favorable fundamentals, capital availability, and
positive cap rate spreads over the 10-year treasuries. Sale
and leaseback transactions are likely to boost transaction
activity as more companies opt for such deals to unlock
value of their owned real estate and earn higher returns on
their core businesses. In addition, we expect private and
international investors to increasingly look for higher-yield
real estate investments in secondary and tertiary markets,
and help support the broader transaction market recovery.

The bottom line

Real estate investors with healthy balance sheets
and liquidity may want to look at the value
offered by properties in non-prime markets when
designing their portfolio and acquisition plans given
compressed cap rates for prime assets. Companies
may consider different routes for investments —
direct purchase, M&A, and/or sale and leaseback
transaction. For over-leveraged companies, we
expect to see increased use of joint ventures with
institutional investors looking to increase their real
estate allocations.

2014 commercial real estate outlook Business transformation is key 19



The talent conundrum — Does experience count?

CRE companies traditionally hired business school
graduates and groomed them for promotion and future
growth, given that CRE is a relationship-based business
and there weren't many specialized academic offerings.
The average age of an employee in the real estate industry

is 40-50 years old (Figure 11), subject to function and level.

A higher proportion of older professionals has worked for
the sector to date, as winning incremental business has
been associated with experience.

Moving into 2014, talent is becoming a key agenda item
for CRE executives and boards. In fact, experts argue
that talent deserves the same priority as capital. We
concur, especially in light of the following trends that are
redefining the corporate ecosystem for CRE players:

Unlike the past, tenants’ leasing decisions today are
being influenced by their talent demographics. To put
the situation in perspective, by 2025, Gen Y employees,
now in their 20s, will grow to represent 75 percent of
the global workforce.®! Increased digitization — the use

Figure 11. The talent conundrum
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of mobile technologies, among other things -- has led

to higher levels of virtual collaboration. In addition, both
men and women are opting to work fewer hours in the
office to attain a better work-life balance; employers are
allowing this flexibility.®>¢> These trends are requiring that
organizations think about workplace flexibility as a means
to improve productivity.

Further, tenants are also focused on improving the
"quality of life” of their workforce in the office, moving
sustainability beyond energy efficiency and carbon
footprint reduction. Real estate investors could benefit by
giving their HR professionals a strategic role in real estate
acquisition and development decisions.

Lastly, CRE players cannot develop and nurture their talent
brand independent of their corporate brand, as the hyper-
connected, social-media savvy world is blurring these lines.
Gen Y employees increasingly are connecting their self

image to their employer’s brand and commitment to social
responsibility, even including this criteria in their job search.

Universities have
launched several
real estate specific
programs from
undergraduate to
post-graduate level.

(N
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Outlook

Is the older, experienced CRE talent pool equipped to
drive future profitability within the context of the above
trends? We believe there is an age gap, which expands
moving up to the core real estate functions and executive-
leadership talent pool. The high unemployment rate in the
United States and abroad has not created a talent surplus;
rather, there is a shortage across functions responsible

for innovation and growth. The situation is exacerbated
by the fact that over 65 percent of senior leaders will
retire by 2020 and the next level is not prepared to fill the
vacuum.®* Companies should more aggressively manage
succession planning and the development of their future
leadership pipeline.

The good news is that a thoughtful and effective

talent strategy need not be expensive — it's more about
innovation and a willingness to flex outmoded assumptions
that hold a company’s talent hostage to pre-technology,
pre-mobility thinking. The war for talent may have

gone underground in the recent financial crisis, but we
expect competition for top talent to re-emerge; many

CRE sectors are already seeing this dynamic occurring. A
comprehensive and well-designed talent strategy addresses
and mitigates these organizational risks.

2014 commercial real estate outlook Business transformation is key 21

The bottom line

There has been an improvement in real estate-
focused university offerings, with at least 15 U.S.
universities providing graduate programs in real
estate.® In addition, 30 universities offer MBA
programs with a real estate concentration and
there has been an increase in real estate programs
at the undergraduate level, as well. With the
academic world gearing up to fill the gap by
preparing Gen Y for the industry, companies need
to re-strategize and refresh their talent brand to
attract this new generation and derive bottom-line
benefits.

In parallel, CRE companies should rethink their
entire talent chain approach this should be at the
time of recruitment, companies should consider
broader functional skills, leadership and personality
attributes, along with academic qualification. In
grooming existing and future top management,
executives should recognize and prioritize strategic
skills, along with innovative and creative thinking,
a trend evident in some European nations. Talent
development and assessment should have a
holistic focus on strategic, creative, and leadership
competencies. Further, retention should be

driven by a more attractive incentive structure,
workplace flexibility for better work-life integration,
and efforts to provide more meaningful work
experiences that leverage employees’ strengths,
while also developing skills and capabilities needed
to progress in the organization.
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Finance transformation — Technology will be

the key driver

The finance function at CRE companies typically spends
the bulk of its time consolidating and reporting key
pieces of financial information across the organization
and externally. This is primarily because many real estate
companies have de-centralized financial operations and
systems that use multiple enterprise systems, as well as
offline tools, such as MS Excel. Companies also make
significant use of process and procedure manuals to
perform core activities. Most of the larger real estate
companies use leading ERP solutions for corporate
management and point solutions for different functions,
and face integration challenges.®®

As the CRE sector enters a modest growth phase and
many prior balance-sheet concerns have been addressed,

Figure 12. Technology enables finance transformation
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Finance
transformation

the CFO's role is becoming increasingly valuable and
complex. CFOs are being asked to focus on improving
cost efficiency and competitiveness, as well as using
enhanced technology and analytics to deliver strategic
insights (Figure 12). This requires automation and
standardization of repetitive and transactional tasks, and
increased accuracy, efficiency, and speed of core finance
operations to effectively manage business information
and reporting. These requirements can be achieved with
more robust technologies, a redefined chart of accounts,
and the introduction of shared services capabilities and
enhanced organizational structures (e.g. centralization,
regionalization).



The above transformation may require companies

to overhaul their core finance reporting systems and
processes. While this can be a lengthy and costly effort,
companies can facilitate the process by answering
questions such as:®’

Do the current system'’s capabilities align with
leadership’s objectives to support the business for the
next three or five years?

Does current technology provide the information, tools,
and services that business leaders are demanding for
shorter- and longer-term planning, decision support, and
strategy implementation?

Can the technology be scaled to support business model
changes, company's growth, and expansion into new
markets?

Can the technology generate information that can help
management plan for and address unexpected events or
risks that may impact earnings?

Does the technology enable the finance organization to
comply readily with new regulations and report on such
compliance?

Outlook

Finance transformation is a hot topic for the CRE sector.
We anticipate that a great number of companies may opt
for piecemeal implementation rather than large upfront

investments. The choice may not be an easy one for
technology leadership to make, as they balance long-term
strategic imperatives against the imminent need for
technology revamps across various functions

and processes.

The bottom line

CRE companies tend to have a multi-entity
structure, with properties spread across various
geographies. At the same time, each company
typically has a unique finance operating model
using different legacy systems. Therefore,
companies should consider challenging current
practices, identifying an optimal finance model, and
evaluating the right mix of technology to achieve
their goals. Successful companies are challenging
the status quo and asking if their finance operating
model reflects innovative practices that have been
adopted by leading companies both within and
outside their RE industry peer group. Companies
also may benefit from early interaction with
various business stakeholders in order to realize
value at each project stage, while also adopting

a disciplined approach to drive value and ensure
successful execution.
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Business transformation is key

Domestic and global interest in U.S. CRE is expected to continue in 2014 and the financing environment is likely to further
improve, including both equity and debt issuances. Together, these factors should increase deal flow in the non-prime
property markets, although regulatory uncertainty and fiscal policy issues present a number of risks for CRE. Increased
institutional activity is anticipated to help clear the SF foreclosure pipeline and continue to support the housing recovery,
but rent growth may be slower compared to home price appreciation. The housing recovery likely will lead to a muted
revival in construction activity, with increased demand for new homes, particularly in formats such as NextGen.

Driven by evolving customer and tenant needs, the CRE industry is undergoing a fundamental change in the way it does
business, challenged by technology proliferation in the forms of automation and digitization, and the evolution of a new
virtual world. Some elements of this transformation may include redesigning existing space to suit new demands from
tenants, increasing automation, and re-tooling the existing talent pool. With most CRE fundamentals pointing to average
growth through 2014, we suggest that CRE management and boards consider factoring-in the influence of these new
forces to derive above-average growth, achieve operational excellence, and be better-positioned for the long term.
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