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Forward
This publication is an addendum to our annual 2019 House View
that was produced at the beginning of the year. This update
highlights our outlook for the economy, capital markets, and
commercial real estate (CRE) sector for the remainder of 2019.

Market Insights
Ten Years Removed from Global Financial Crisis
The summer of 2019 marked the tenth anniversary since the end of the Global Financial Crisis (GFC),
culminating in the longest US economic expansion on record; however, many market watchers are wondering
how much longer this cycle can run. As highlighted below, the answer is complicated:

I. Monetary Policy: Pressured to Get It Right In July 2019, the Federal Reserve (Fed) announced the first interest rate cut
since the GFC era. Unlike 2008, many would argue that US economic conditions are relatively stable today. So, why did the
Fed cut interest rates now?

II. Economic Outlook: Stable but Rising Uncertainty The US economy has performed well in recent years, but a growing
list of recessionary concerns threatens the decade-long expansion, and geopolitical provocations pose contagion risk to both
the domestic and global economies.

III. Yield Curve Inversion: Countdown to a Recession The most predictive recession indicator over the last 50 years, the
inverted yield curve, suggests that the current cycle is running on fumes. However, a chorus of market observers are making a
case for why “this time is different…”, though we find it difficult to overlook the historically prophetic powers of the inverted
yield curve.

We will explore each of these issues concerning the potential impact on CRE markets, and how
USAA Real Estate will respond from an investment perspective.
Exhibit 1: The

US Economy Reached Its Longest Expansion on Record in July 2019
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I. Federal Reserve: Pressured to Get It Right
Historically, the Fed cuts interest rates when economic conditions are rapidly deteriorating, but current Fed officials
appear to be taking a different approach. In July 2019, the Fed cut short-term rates by 25 basis points to a range of
2.00-2.25%, lowering rates for the first time since the GFC era in December 2008. Many market participants have
questioned the Fed’s decision given that the economy does not appear to be in imminent danger of falling into a
recession. The following provides our perspective regarding several questions investors may be considering:

Did the Fed succumb to
pressure from President
Trump in deciding to
raise interest rates?

Are there risks associated
with taking a less
data-dependent path
to monetary policy?
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It is impossible to determine if outside forces
influenced the decision to cut rates. Ultimately,
we think the Fed’s approach mainly represents a
philosophical detour from being primarily datadependent to taking a more preemptive approach
toward monetary policy. Rather than waiting for the
economic data to reflect their concerns on issues
such as slowing global growth, structurally weak
domestic inflation, escalating trade tensions,
and a persistent inversion of the yield curve, they
seem to have taken proactive measures to get
ahead of these challenges.

Being more preemptive regarding interest rate
policy is not without its pitfalls. This strategy relies
heavily on the Fed’s ability to anticipate economic
conditions accurately and determine the impact of
interest rate adjustments in real time. It is too soon

to know if this strategy will prove prescient or if it
increases the odds of a policy misstep.

Does the recent
rate cut represent
the first in a series of
downward declines?

Interest rates will likely fall further, but it is difficult to know how
much lower they will go. Following the rate cut announcement
in July, the Treasury futures market priced in an additional
50-75 basis point rate cut for 2019, with short-term rates likely
to approach a range of 1.25 - 1.75% by year end. The market
seems to expect a protracted decline in interest rates, but the
Fed Chair declined to commit to further rate cuts while also
acknowledging that additional rate hikes were within the realm of
possibility should the economy continue to surprise to the upside.
Ultimately, we expect another 50  -75 basis point rate cut by the
end of 2019. However, it is challenging for investors to anticipate the
interest rate trajectory when recent actions from the Federal Reserve
seem to reflect an organization that is struggling to walk a fine line —
support economic stability while maintaining independence from both
the market and the President.

What is the
overarching takeaway
regarding the Fed’s
recent actions?

In a short span of roughly seven months, the Fed pivoted from
a moderately-hawkish approach to interest rate policy to a
progressively dovish stance, despite there being no significant
deterioration in the underlying economic conditions. In
December 2018, they were overwhelmingly bullish on the
economy, forecasting “further gradual increases” in the Fed
Funds rate in the near term.1 In February 2019, Fed officials
softened their position, becoming “patient” regarding rate hikes,
effectively pausing the three-year rate hiking cycle.2 By July, they
had cut interest rates for the first time in more than a decade and
were willing to act “appropriately” to extend the current cycle.3
This trend reflects a Fed that is willing to be nimble in its economic
outlook and policy stance, even if the current underlying data (or the
broader market) does not necessarily support its approach.

1. Federal Reserves Issues FOMC Statement, December 19, 2018. Board
of Governors of the Federal Reserve System, federalreserve.gov.
2. Federal Reserves Issues FOMC Statement, March 20, 2019. Board of
Governors of the Federal Reserve System, federalreserve.gov.
3. Federal Reserves Issues FOMC Statement, July 31, 2019. Board of
Governors of the Federal Reserve System, federalreserve.gov.
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II. Economic Outlook: Stable but Uncertain
As noted earlier, the US economy has persistently delivered moderate growth. The US Gross Domestic Product
(GDP) grew at a pace of 2.6% in the first half of 2019, following the 2.9% annual GDP mark in 2018. Labor market
conditions remain strong, and the unemployment rate is near historic lows (3.7% as of June 2019). Survey data
indicates consumers’ confidence hit an 18-year high in June, and business owners remain relatively optimistic
about the economy. In some ways, there seems to be a disconnect between the headline economic indicators and
the recession concerns echoed by the Fed.
Nevertheless, several crosscurrents emerge when evaluating a broader set of economic gauges. Labor conditions are
becoming more volatile, and monthly job growth was down 20% in the first half of 2019 from its previous 5-year
average. The single-family housing market has been sluggish primarily due to woefully inadequate supply levels
that have pushed prices to near-record highs while making homeownership unaffordable for many consumers.
Auto inventories recently increased to their highest level since 2009—potentially a precursor of slower consumer
spending growth. Inflation has rarely met the Fed’s 2% target over the last three years, and rising interest rates over
that period have further weakened inflation expectations in the near term.4

Exhibit 2: Strong

Labor Market Conditions Continue to Stabilize the Economy
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4.

Per the Fed’s preferred inflation indicator, Core Personal Consumption Expenditure (PCE) Index.

“Over the last several years, we’ve been consistent
in our view that the Federal Reserve was pursuing an
unsustainable rate-hiking cycle. Market participants must
now adjust to a slower growth, lower yield environment.”
– WILL MCINTOSH, PH.D
Global Head of Research
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To compound matters, a growing list of potential recessionary catalysts seems to be lingering in the background.
The US/China trade conflict certainly could derail the global economy, especially if the trade dispute continues
to spiral. The US federal budget deficit is on pace to top $1.0 trillion in 2019 for the first time post-GFC due to
a mix of lower taxes (primarily from the Tax Cut and Jobs Act passed in 2017) and increasingly high government
spending—raising concerns over the nation’s fiscal health.5 Risk assets, from the stock market to core CRE assets,
have been near record highs for some time, leading many to wonder when these and other microbubbles will
inevitably burst. Furthermore, geopolitical provocations in the form of contentious elections, immigration battles,
bipartisan gridlock, border conflicts, and social unrest have the potential to destabilize the global economy.
While it is difficult to predict whether any of these concerns can spur an economic downturn, one thing is for sure
is that the list of potential recessionary catalysts is getting longer.

Exhibit 3: Geopolitical

Risk Index Highlights Market Uncertainty
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5. A Budget for a Better America, 2019. The White House, whitehouse.gov.
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III. Yield Curve Inversion: Countdown to a Recession
History suggests an inverted yield curve is the most predictive indicator of a pending economic downturn, but not
everyone agrees this remains the case. An inversion of the yield curve (between the 10-year and 3-month Treasury),
has been the most reliable recession indicator since 1970, occurring five to 16 months before the last seven US
recessions. On March 22, 2019, the 10-year and 3-month Treasury tandem inverted for the first time since 2007.
If history proves accurate, the window for the next recession to start opened in August 2019 and extends through July 2020.

While an inverted yield curve certainly warrants the attention of investors given its historical accuracy, some
contrarians believe it to be an antiquated indicator that may not necessarily reflect what will occur in the near
term. The following highlights a few credible arguments regarding why this time may be different:

1 Fiscal & Monetary Policy to the Rescue: Despite the public discord from the President regarding the Fed’s interest rate policy,
both parties want to extend the current cycle. Thus, it is impossible to rule out a fiscal stimulus package driven by the Administration
(particularly given a healthy economy could be a deciding factor in the 2020 election cycle), or a significantly deeper rate cut from the
Fed should the economy begin to falter. The more pressing question is whether such efforts would be too late to offset the adverse
impact that an inverted yield curve has already inflicted on the economy.

Exhibit 4: US

Yield Curve Consistently Inverted Since May 2019
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2 Household Finances are Stable: As a share of disposable income, household debt levels dropped to 101% in 2019 from a
peak of 136% in 2007, which is unusually low for the late stages of an economic cycle. Furthermore, the personal saving rate was at
8.1% as of June, more than double the pre-GFC levels. Nominal wage growth has gradually increased from a bottom of 1.6% in 2012
to an annualized pace of 3.9% as of June 2019, mainly due to a robust labor market. Though many of these factors are lagging
indicators, some have made the case that healthy consumer balance sheets could reduce the risk of a recession in the
near term. Robust consumer balance sheets are probably not enough to prevent a recession, but it could undoubtedly limit the depth of
a downturn given consumer spending accounts for more than two-thirds of GDP.

Exhibit 5: Household

Balance Sheets Reflect a Healthy Consumer Outlook
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Debt Service Ratio

The household Debt Service Ratio (DSR) is the ratio of total required household debt payments to total
disposable income. The Financial Obligations Ratio is a broader measure than the Debt Service Ratio.
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Though many of these factors are lagging indicators,
some have made the case that healthy consumer balance
sheets could reduce the risk of a recession in the near term.
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There are numerous counterarguments against the inverted yield curve being an accurate predictor of the next
recession and by no means are we suggesting a slowdown is inevitable. Generally, the inverted yield curve reflects
investors’ concern regarding future growth prospects. Our long-standing view on this issue also holds true: the very
notion that short-term bonds should receive a higher yield than longer-term bonds with comparable credit quality (effectively
ignoring inflation, opportunity cost, and potential market risk) would seem to suggest the market is not only functioning poorly
but is also quite possibly in need of a correction. When, or how for that matter, the correction occurs remains to be

seen, but history tells us that it will likely happen in the form of a recession between August 2019 and July 2020.

Exhibit 6: Federal

Reserve’s “Dot Plot” Indicates Lower Yields Will Likely Persist
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2020

2021

Longer Run

Each shaded circle indicates the value (rounded to the nearest 1/8 percentage point) of a Federal Reserve
official’s judgment of the midpoint of the appropriate target range for the federal funds rate or the appropriate
target level for the federal funds rate at the end of the specified calendar year or over the longer run.

CRE Perspective:
Pick Your Spots Carefully
USAA Real Estate’s investment outlook is relatively
straightforward. In our view, the Fed pursued an unsustainable
rate-hiking cycle over the last three years. Consequently, we
anticipated a yield curve inversion would occur, the cost of
capital would increase, Core cap rates would trend higher
gradually, and Core values (which have hovered near record
levels) would eventually soften as economic conditions began
to slow. This scenario was generally on target, evidenced by
diminishing Core prices in some markets in 2018 and a yield
curve inversion in early 2019 that reinforced the likelihood of an
economic slowdown due to overly aggressive interest rate policy.
Now that the Fed has somewhat swiftly reversed course
regarding interest rates, investors are reassessing their outlook
with a slower growth environment and lower interest rates in
mind. We will continually refine our House View in the coming
months as the impact of lower interest rates reveals itself, but the
following issues are top of mind:

Downward Pressure on Cap Rates: Core cap rates are already near
record lows across every major real estate sector. Lower interest rates
could lead to downward pressure on cap rates as well as a surge in
institutional capital chasing yield in CRE markets. This dynamic suggests
that cap rates will likely remain flat in the near term and possibly trend
lower in a sustained low-interest-rate environment, barring a slowdown
in capital flows or deterioration in fundamentals (e.g., negative rent and
supply growth).

Cross-Border Capital Increases: Foreign investment in US real estate
has slowed dramatically since peaking in 2015, mainly due to higher
hedging costs, as the interest rate differential between the US and
many other countries widened during the rate-hiking cycle over the last
three years. With a lower interest rate environment and the possibility
of a weaker Dollar on the horizon, cross-border capital flows could
increase substantially.

Favorable Borrowing Conditions: Lower interest rates are generally
intended to encourage borrowing and new investment. In a CRE market
awash in lending capital, one might expect loan volumes to surge, supply
levels to rise, and property prices to increase. However, these attributes
are already above their long-run averages, which begs the question—
could a substantial increase in CRE capital flows begin to compromise
the relatively disciplined underwriting that has come to define the
current cycle?
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From an investment perspective, we are picking our spots carefully. The impact of lower interest rates seems
destined to compound uncertainty in an already challenging investment environment. Given this backdrop, we will
continue our defensive, but active, investment stance in the second half of 2019—bolstering our existing portfolio and seizing
opportunities as the market continues to evolve.

Exhibit 7: NCREIF

Index Reflects Slowing Returns
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“We must pick our investments carefully, being mindful of
not only the market conditions today but also where the
broader economy is headed over the next few years.”
– LEN O'DONNELL
President and CEO
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Proprietary CRE Forecast
Using machine learning and predictive analytics, USAA Real Estate has created a back-tested, proprietary AI model
that examines a vast set of robust historical datasets and information. These tools provide better visibility into
the economic and business cycles while enhancing our understanding of relative investment risk across property
sectors and MSAs (or Metropolitan Statistical Areas). They have also helped us to incorporate downside protection
measures at the asset level during our underwriting, due diligence, and property operations.
Exhibit 8 illustrates the CRE value projections for core properties from one of our AI forecasting models. It shows
that the central, or middle, 50% of all value outcomes in the distribution are below zero, indicating an approximate
10-15% value erosion is likely to occur for these properties over the next three-years. Similarly, Exhibit 9 shows
the total return projections for core properties over the next three-years. Exhibit 9, unlike the value projections
in Exhibit 8, includes the income component of these property returns. This graph also demonstrates that the
three-year total return outlook has deteriorated. While these examples focus on the national market, our models
provide a similar output by property sector in each major metro area. Below are a few items of note regarding our
AI forecast model outputs in Exhibits 8-9:

AA To reiterate, these forecasts are for core real estate over the

AA In Exhibit 8, the purple line shows the actual subsequent three-

next three years. This model provides expected total returns

year NCREIF appreciation returns and how they align with the

over the subsequent three years if you were to acquire core

forecast of values for that period. Historically, the model

properties at today’s market price.

appears to call the turn of the cycle slightly before the

AA Our forecasts provide a range of outcomes with confidence
intervals. For example, the mean forecast suggests that values

actual shift in values.

AA In Exhibit 9, the purple line shows the actual subsequent three-

will decline 15% over the three-year forecast horizon, causing

year NCREIF total return, and how it aligns with the forecast of

total returns to be near 0%.

total returns for that period.

Ultimately, our machine learning/artificial intelligence forecasting models provide an alternative view that
enhances our understanding of the market environment. Today, these AI models generally align with our
traditional forecasting tools and on-the-ground intelligence that are presented throughout this document.
Both approaches appropriately reflect the view we have held for several years—core values have been at or near peak levels
and are poised for a correction.
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CRE Value Change: All Sectors

Purple line shows actual projected CRE value change

Exhibit 8: Projected

Source: USAA Real Estate

Total Return: All Sectors

Purple line shows actual projected Total Return

Exhibit 9: Projected

Source: USAA Real Estate
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As always, we remain true
to USAA Real Estate’s
Guiding Investment Principles:

1 Acquire only high-quality assets with strong elements
of design, size, and access — such that the asset will
outperform the greater marketplace over time

2 Obtain assets with broad appeal to future
institutional investors

3 Thoughtfully select assets in the best locations
4 Maintain discipline concerning replacement cost

Furthermore, we categorize Gateway, Primary, and Secondary
target markets, as shown in the following chart:

Gateway Markets

Primary Markets

Secondary Markets

• Boston

• Atlanta

• Austin

• Orange County

• New York

• Chicago

• Charlotte

• Philadelphia

• San Francisco

• Dallas/Fort Worth

• Denver

• Phoenix

• Seattle

• Houston

• Minneapolis

• Raleigh

• Washington D.C.

• Los Angeles

• Nashville

• San Diego

• Miami

• Northern New Jersey

• San Jose

While the classification varies by product type, these descriptions should generally hold true for office and multifamily, with slight variations between categories
for hotel and retail. For the industrial/logistics sector, other major markets include Baltimore, Central Pennsylvania, the Inland Empire, Central Valley, St.
Louis, Indianapolis, Tampa, Portland, Sacramento, Nashville, Orlando, Louisville, Cincinnati, and Kansas City. Also, we would consider grocery-anchored
retail in some large population centers.
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Investment Themes
and Strategies
Acquisition Capital
USAA Real Estate will continue to limit its acquisition of stabilized core assets. Despite some softening in values
across various markets during 2018, core properties remain fully priced, and we expect values to recede modestly
over the next several years. As a result, our team still prefers value-creation opportunities with an emphasis on
markets experiencing population and job growth. We are attracted to properties having core characteristics and
upside potential, such as the ability to capitalize on future development opportunities. We will continue to allocate
acquisition capital in the following areas:

Multifamily: Our emphasis continues to be

Industrial/Logistics: We are focused on

on core creation by acquiring assets below

opportunities with current vacancy or near-term

replacement cost that offer the chance to add

lease rollovers that provide us with an attractive

value through renovation and enhanced property management.

cost basis as compared to replacement cost. Executing this

This strategy includes individual properties as well as

strategy in the current market conditions is rather challenging,

portfolio acquisitions, particularly for urban infill locations

so the primary execution path has been, and is expected to be,

and transit-oriented, mixed-use nodes outside the central

through development in the near term. We have, however, seen

downtown core. While multifamily supply has returned to

an increasing level of new supply in a select number of markets,

the historical average, single-family housing supply remains

and we do think acquisition opportunities are likely to present

well below average, fueling a total housing shortage in the

themselves in the coming 12–24 months.

US that is exacerbated by strong job growth and elevated
household formation. Robust demographics are expected to

Office: On a selective basis, we will continue

impact demand over the long term, but certain submarkets

to seek out office buildings that offer genuine

may experience a supply-demand imbalance in the near term.

opportunities to create value—targeting buildings

Affordability remains an issue in several major US markets,

in urban locations as well as high energy, mixed-use suburban

while construction costs have also risen dramatically.

environments that provide strong job growth in key sectors of the

Therefore, a strategy targeting well-located (high quality but

economy (e.g., technology, health sciences, finance, and media).

lower cost) alternatives remains attractive.

Aggressively managing these assets, while mitigating risks, offers
the potential for substantial returns.
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Government Office: Government-property

with stronger credit quality and consumer drawing power, adding

investments align with our defensive approach;

accretive income while simultaneously improving the health of

they are more likely to withstand a downturn given

existing tenants. Furthermore, the density of some locations can be

the durable credit quality, single-tenant occupancy, and long-

increased to include other uses (e.g., multifamily, office, and self-

term lease structures (typically 10 or more years). The value

storage). Some malls may even present an opportunity to generate

proposition for this segment is primarily in new development;

additional revenue through the introduction of freeway billboards

however, there are limited opportunities to acquire assets that

or other signage. These attributes differentiate healthy malls with

meet our return expectations.

upside potential from lower-tier malls that have underperformed
and will likely continue to do so. We believe that as many as half

Grocery-Anchored Shopping Centers: We

the country’s 1,096 malls may close over the next decade, but the

target properties anchored by dominant grocers in

top-performing malls will remain viable. As brick and mortar stores

locations that are achieving the highest level of sales

continue to expand, they will represent most of the retail sales for

per square foot. This property type has proven to be the most

many years to come, albeit at a slower pace as e-commerce grows.

resistant to e-commerce growth relative to other retail segments.

For more research on this topic, see US Mall & Retail Outlook

Consequently, given the significant investor demand in recent

Strategic Opportunities for Mall Investments located at

years, pricing has become relatively expensive, and value-add

www.usrealco.com.

opportunities are limited. Thus, we have become cautious
regarding acquisitions in the short run.

Hotels: Both USAA Real Estate and Square Mile
Capital Management (Square Mile) see opportunities
to capitalize on emerging softness in the hospitality
sector. We will focus on repositioning undervalued assets
(or portfolios), recapitalizations, and selective acquisitions of
secondary market debt.

Square Mile Equity Strategies: Square Mile’s
equity investment strategy will continue its focus
on preferred equity investments, because they
benefit from sponsor subordination and downside protection.
Additionally, Square Mile will pursue special situations equity
investments, including the capitalization of general partner
platforms and recapitalizations and “equitization” of capital
structures. We expect to see emerging opportunities for this
investment style as economic conditions weaken, values soften,
and debt availability becomes more constrained.

Underutilized Malls in Class A Locations:
Meaningful value creation opportunities currently
exist among certain malls with untapped potential,
situated in active trade areas. The persistently negative media
commentary regarding the future of malls has, in our view, created
an environment that has significantly mispriced the better assets.
These properties have the potential for value creation through
densification, redevelopment of outparcels, and recapturing tenantowned sites, which allows the landlord to lease to occupants

2019 MID-YEAR HOUSE VIEW  
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Development Capital
Development remains attractive in many markets
due to rising rents, healthy occupancy levels, and an
attractive spread between the cost of new construction
and the market value of stabilized assets. USAA Real
Estate has been a leader in this market segment, but
we are ever sensitive to the risks of overdevelopment,
as construction pipelines have increased significantly
in several US markets. As we initiate development
projects, we are mindful of the supply/demand
conditions that will prevail at the time of delivery.
Therefore, we continue to focus our development
activity in those submarkets that we believe will offer
outsized tenant demand and investor interest. Our
governing thesis is to invest in development at times

20  
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when assets are trading well above replacement cost,
as is the case in many markets today. Even if core
values fall further over the next several years, we
believe a meaningful spread between core values and
the cost of new development will persist, presenting
the opportunity to “create core assets” at prices well
below current trading values. That said, we are
carefully monitoring the rising costs of construction
and increased supply in some markets. Labor
shortages, increased material costs, and even tariffs
have started to accelerate cost escalations, which must
be evaluated before committing to new projects. We
will continue to provide development capital in the
following areas:

monitoring rising construction costs, and we are actively working
with advanced construction techniques that will provide our
investors with a competitive advantage.

Senior Housing: The expected growth in senior housing over the
next decade is almost exclusively a demographic phenomenon,
supported by the Baby Boomer and Silent Generation cohorts.
The oldest Baby Boomers turn 73 years old in 2019, and the bulk
of them are in their 60s. Thus, senior housing options such as
age-restricted communities and independent living have become
increasingly popular among this group. Similarly, the number
of people between the ages of 82–86 is expected to rise from
5.1 million to 6.6 million (a 29% increase) between 2017–2025,
sparking demand for other parts of the senior housing spectrum
(e.g., skilled nursing, assisted living, and memory care). Thus, we
are continuing to expand our presence in this sector.

Industrial/Logistics Build-to-Suits: We continue to be active
in the build-to-suit sector with an emphasis on e-commerce
(mainly near urban and high-density consumer areas) as well
as traditional warehouse/distribution/logistics properties. The
build-to-suit space is a very competitive environment today, as
investors continue to compress yields and spreads. Consequently,
we will continue to be disciplined in this area, targeting
investments with a few distinct characteristics:

AA Assets with locational and physical attributes that make
them highly functional and state of the art

Multifamily: We conduct ongoing research on approximately 50
US metropolitan markets (and an even more significant number
of submarkets) while taking a highly-selective and disciplined
approach to new multifamily development. The most recent

AA Strong tenant credit, primary lease terms of 10+ years
and annual contractual rental increases

AA Appropriate investment basis as compared to
conventional warehouse/distribution/logistics properties

data suggests tenant demand has, for the most part, kept pace
with the rising supply levels across the country in past years.

Speculative Industrial/Logistics: Healthy rent growth, strong

However, robust pipelines of new supply in some submarkets,

tenant demand and more attractive overall yields and spreads, as

coupled with rising land and construction costs, have resulted

compared to build-to-suit transaction, make this sector attractive,

in eroding development yields. Elevated supply levels in a few

despite some pockets of excess supply, mainly in the large/bulk

markets have also caused a slight decline in Class A rents and an

warehouse segment of the market. Smaller industrial/logistics

increase in concessions, reducing effective rents in some markets

buildings (150,000 to 400,000 square feet) offer strong investment

overall. Though these issues present challenges for investors,

potential and have largely been immune from the competitive

opportunities remain in submarkets where demand will outpace

nature of the built-to-suit market. This segment makes up

supply over the next several years. It is in these areas that we

approximately 20% of the industrial/logistics square footage in

will continue to pursue our build-to-core strategy, targeting

the US, and only 20% of this inventory is Class A. This product

submarkets with substantial population and employment growth.

type tends to produce stable cash flows, and the prevalence of

We believe these areas will outperform over the long term, even if

high levels of obsolescence in current stock should spur healthy

vacancy rates rise in the near term. As mentioned, we are closely

demand for new, modern space.
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We are beginning
to consider best in
class development
opportunities, in the
strongest office markets,
with target deliveries in
2022 and beyond.

Office Build-to-Suits: During the economic recovery, the office sector has
experienced a shrinking supply of quality office space for corporate tenants.
Demand for new, innovative, and efficient buildings has increased notably in
the technology, medical, media, and finance sectors. Consequently, we have
witnessed considerable activity and favorable yields in this market segment.

Government-Leased Office: Investment in this subsector offers an attractive
opportunity at this point in the cycle given its stable cash flows and typically
limited ongoing capital requirements. Government leases are naturally defensive,
as the tenant base has high-quality credit and usually signs commitments of 10
years or more. These characteristics can help stabilize a multi-asset portfolio,
which is beneficial late in the real estate cycle, as investors tend to shift toward
defensive strategies.

Speculative Office: We have been cautious in this area throughout this
cycle due to shrinking office demand. However, much of the aging supply is
obsolete to today’s corporate user, spurring some office tenants to pursue new
construction despite double-digit vacancies in some markets. Additionally,
the tight labor market has resulted in office tenants using their highlyamenitized space to attract and retain talent. Going forward, we expect office
fundamentals should continue to support new development in select markets
where the following characteristics persist:

AA Pricing exceeds replacement costs
AA Vacancy rates have declined
AA Rental growth is positive
AA A lack of high-quality blocks of contiguous space
AA Strong tenant demand for modern and efficient buildings
used to recruit and retain employees

AA Aging and obsolescence of current supply
AA Mixed-use suburban environments that provide strong
job growth in key sectors of the economy
Given that office development requires an extended construction period versus
other asset classes, the sector is more susceptible to developing too late in a
cycle (i.e., where one might suggest some markets are today). However, it is
also often the case that the most successful office developments are
those that are the first to deliver in a new cycle or at the onset of an
economic recovery. While we are unable to pinpoint the exact timing of a
coming recession or, for that matter a subsequent recovery, we are of the view
that a correction is already underway and that a mild downturn is likely within
the next 24 months. As a result, we are beginning to consider best in
class development opportunities, in the strongest office markets, with
target deliveries in 2022 and beyond. It is our view that these buildings will
be able to capture demand generated in an emergent economy, and we believe
they will be delivered at an attractive cost basis.
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Debt and Capital Markets Strategies
USAA Real Estate and Square Mile continue to manage a suite of complementary debt and preferred equity
strategies. At this point in the cycle, they offer highly attractive, risk-adjusted returns consistent with our defensive
posture, while also providing downside protection. Many of the traditional sources of CRE debt capital remain
constrained by the current regulatory environment, and opportunities exist for non-traditional lenders to fill the
resulting gap. USAA Real Estate, in conjunction with Square Mile, is actively responding to this opportunity
by providing loans that are accretive vis-à-vis common equity for funding debt repayments, capital expenditure
programs, and leasing costs. We continue to focus on the following areas:

Whole Loans: USAA Real Estate continues to offer first mortgage whole loans on institutional quality properties throughout the US,
focusing on long-term, fixed-rate debt for major property sectors in Primary and Secondary markets; terms range from five to 30 years,
with loan-to-value (LTV) ratios of 50% to 70%.

Stretch First Mortgages and Mezzanine Debt: Through Square Mile, USAA Real Estate continues to expand its activities in these areas
with a focus on originating high-quality first mortgage and mezzanine loans. These investments, offering last dollar exposure between
65% and 80% of the capital stack, provide equity-like returns with lower risk exposure and stable current income derived from monthly
coupon payments. These investment opportunities are pursued through a set of programs, each of which is designed to meet the needs of
a particular segment of the market, ranging from loans on cash-flowing assets that are undergoing a value-add program to construction
lending that capitalizes on the opportunity created by the significant pull back from the market by traditional lending sources. We will also
continue to aggressively monitor values to ensure that our LTVs are realistic considering current market fundamentals.
Our primary focus across credit strategies remains originating loans backed by properties with a value-add component and development
projects. We believe the market opportunity will persist over the near term. There is an enormous opportunity for private lenders to fill the credit
gap created as banks have downsized their lending volume due to a heightened regulatory environment. This opportunity persists despite the
recent influx of capital into debt funds in past years. Furthermore, non-bank lenders that have entered the market over the last couple of years
have been met with limited success as incumbent lenders, like Square Mile, have leveraged strong records of performance to win mandates on
the best terms. Borrowers have come to realize that a dependable and creative capital partner means more to the success of projects, especially
projects with significant business plans to be executed, than nominally saving basis points on the spread. In the second half of 2019, we expect
to see the reemergence of opportunities in long-term, fixed-rate mezzanine loans and rescue recapitalizations.

Construction Lending: The opportunity to achieve attractive risk-adjusted returns in construction lending, particularly in mezzanine
loans, arises from solid real estate market fundamentals and margins provided by subordinated cash equity. We believe our platform is
well positioned to leverage our long-standing, joint-venture relationships and development expertise to select and underwrite investments
prudently. Also, these loans allow us to further participate in development opportunities, but with a significantly reduced cost basis, while
still achieving equity-like returns.
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Other Areas of Interest
While the areas listed previously reflect USAA Real Estate’s primary focus,
we will continue to advance opportunities in the following sectors:

Single-Family Housing Lot Development: Despite current headwinds, the US housing
sector stands to benefit in the near term, as the oldest Millennials (in their mid-30s) are
beginning to form families and purchase homes. The bulk of new household construction
has occurred in the multifamily sector, and therefore single-family construction pipelines
have been underdeveloped at a time when demand is rising. Furthermore, strict lending
standards have made it difficult for single-family developers to obtain capital. USAA Real
Estate believes there is an opportunity to capitalize on these conditions by tactically
sponsoring lot development opportunities in the single-family housing sector.

Mexico and Canada: USAA Real Estate is systematically expanding parts of its industrial
development business to other non-US markets, including Mexico and Canada. We are
pursuing a broad strategy of developing in the best markets along with one or more bestin-class developers, capitalizing on emerging opportunities driven by strong e-commerce
growth. Also, we may have a chance to expand long-standing relationships with several of
our current e-commerce partners/tenants.
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European Economic Outlook
& Investment Strategies
Outlook
The European economy is forecast to continue expanding for the seventh year in a row in 2019, with real GDP
expected to grow in all EU Member States. While underlying momentum has slowed over the last 12 months, several
temporary factors have exaggerated the slowdown. Germany, the main ‘engine’ of the economy, experienced weakness
in the industrial sector because of low water levels in the Rhine and transitional issues in the automotive industry. Italy
slipped into technical recession following weakness in manufacturing against the backdrop of political uncertainty.
Consumer tax increases and the Gilet-Jaunes protests in France are also likely to have slowed economic growth.
Outside of the eurozone, Brexit-related uncertainty in the UK also weighed on the economy.
Available hard data for the second quarter of 2019 has been sending mixed signals. On the one hand, Europe’s
services sector remains stable, and labor markets are resilient, but the manufacturing industry appears to have
softened. In this context, our base case is of an economic slowdown rather than a recession. Oxford Economics
forecast Europe (EU-28) to post GDP growth of 1.4% in 2019, down from 2.0% in 2018, with growth holding firm
in 2020 (1.4%).
Central European countries, plus Ireland and Spain, are among the countries with the best five-year GDP growth
potential. The UK is expected to see below-trend growth in 2019 and 2020, but a lot depends upon the outcome
of the negotiations over its exit from the EU. Brexit has now been delayed until 31 October 2019. Though there
remains a sizeable risk of a no-deal Brexit by this date, it is likely to face parliamentary opposition. The more
likely scenario is that the UK is forced to seek a further delay to 31 March 2020. At this stage, the UK parliament
would be forced to confront the same three options available—‘deal,’ ‘no deal’ or ‘no Brexit.’ Brexit uncertainty
continues to weigh on the UK economy, and this is likely to persist until there is clarity on the UK’s future trading
relationship with the EU.

2019 MID-YEAR HOUSE VIEW  
25

There are numerous downside risks to growth in
Europe, of which a US-driven cyclical slowdown
is one. It is also possible that the Chinese economy
is slowing more dramatically than official
statistics show and that this could dent growth in
other countries. Slowing global trade points to a
challenging outlook for European exports with
weaker external demand acting as a drag on growth.
Closer to home, the Italian budget has the potential
to produce problems, and the next stage of the Brexit
process remains uncertain.
Although global and political uncertainties continue
to weigh on growth, domestic dynamics are set to
support further expansion in Europe. Growth will
be underpinned by resilient domestic demand,
healthy labor markets, and a supportive monetary
and fiscal stance. Unemployment remains a bright
spot amid the moderating outlook. The European
unemployment rate reached 6.3% in June 2019, the
lowest level since monthly records began in January
2000. Tighter labor markets are driving a pick up
in wages, which are rising at their most robust pace
in a decade. This outlook should provide a boost

to real incomes and support household spending,
with upside potential from consumers if growth is
stronger than anticipated.
While uncertainty in economic and political
conditions will persist, this should also create
opportunities for investing. Slowing growth and
a weak inflation outlook mean that the European
Central Bank (ECB) will remain cautious about
withdrawing monetary support. In June, the ECB
changed its forward guidance, indicating that rates
will remain at present levels until at least the second
half of 2020 (from the previous Q4 2019). With the
timing of the ECB’s first interest rate increase being
pushed out further, and bond yields falling, lower
rates should extend the real estate cycle.
European real estate assets continue to look
attractive to overseas investors due to lower currency
hedging costs, and for now, investor sentiment
appears firm. Although the office sector remains
the most significant asset class in Europe, there
is an increasing supply of capital for secular trend
strategies and logistics is at the top of many investors’
lists. The asset class is expected to see robust demand
from domestic and international investors as it
is considered to be more resilient and capable of
withstanding geopolitical risks.
There is currently a scarcity of available logistics
investment product for sale, especially for core
buyers. This supply-demand imbalance is expected
to persist, which should nudge cap rates slightly
lower. Market dynamics for Europe’s logistics real
estate remain strong. The beneficial combination
of economic growth and expansion of online sales
continues to drive occupier demand, and both
elements will support strong performance in 2019.

Strategies
As we advance into the fifth year of investment in
Europe, USAA Real Estate has made and exited
multiple investments across the region, as several
markets offered attractive near-term opportunities.
Although economic momentum has slowed
somewhat, the economy remains fundamentally
healthy, expanding at a rate above its 15-year average
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and this should continue into 2019 and 2020. Political risks are never far away, and we continue to monitor factors
likely to impact investments; including the course of Brexit and Italy’s budget troubles. However, the European
economy has proven to be resilient in times of uncertainty. Fiscal policy is another clear risk, albeit not an
immediate one given the prospect of higher interest rates has been pushed out further. Any interest rate hikes will
most likely remain gradual over the coming years, which should help to avoid a significant shift in real estate yields.
We expect to continue, and, in some cases, accelerate our European investment activities, focusing on markets and
product types with strong economic drivers, favorable demographics, and healthy real estate fundamentals.
Since 2014, USAA Real Estate has invested in European logistics in our Mountpark Venture, mainly through
development. The Mountpark team has an enviable and proven track record in delivering successful and complex
logistics development projects throughout the UK and Europe. Our Joint Venture has become a market-leading,
pan-European, logistics development and investment platform specializing in large modern logistics assets.
Our extensive, strategically-located, network of logistics properties currently spans seven countries, providing
access across Europe’s major supply-chain corridors. The Venture is strategically positioned to take advantage of
the maturation of the logistics real estate market in Europe, and we see an opportunity to further expand our
investment activities in this area.

Exhibit 10:

European Union’s Monthly Unemployment Rate Falls to Record Low
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While much of our European development
activity has capitalized on surging demand for
new big-box industrial/logistics warehouses, we
will also look to capitalize on the growing demand
for consumer-centric, mid-sized regional and
urban warehouses to serve the closer-in deliveries.
Demographic trends point to an increasing
concentration of the latter in and around urban
areas. This demand driver is especially prevalent
in Europe, where three-quarters of the population
live in cities. Despite this, Europe has only onethird as much warehouse space per capita as the
US. On the other hand, the scarcity of locations
with planning approval and growing demand
for distribution and logistics space have resulted
in substantial yield compression for stabilized
assets, as well as appreciation in development land
values. Accordingly, we will remain defensive
in this area while still recognizing the strategic
advantage that a well-located land bank provides.
In locations with sustainable growth prospects
and barriers to entry, we will look to hold modern
logistics assets and benefit from the evolution of
the logistics market.
We also see a maturing opportunity to develop
institutional-quality multifamily residences in
select European markets based on compelling
demographics and supply/demand factors.
Institutional ownership of purpose-built, for-rent
residential has become more mainstream in
Europe, but the high-quality modern product
is scarce in the marketplace. The residential
sector in Europe is highly fragmented and facing
increasing regulatory pressures with government
rent control measures, creating an inefficient
market and an opportunity for USAA Real
Estate to leverage its multifamily acquisition/
development expertise in Europe to create value.
However, to date, the market opportunity has
not matured sufficiently enough for USAA Real
Estate to enter this market substantially.
Similar to our track record of uncovering
value investing themes in the US, we will
look to capitalize on opportunities driven by
demographic shifts, the inadequacy of capital
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at specific points along the risk spectrum,
and individual property types or markets that
appear to be mispriced compared to the actual
underlying risk profile. By way of example, Brexit
uncertainty is leading to solid fundamentals being
overlooked and the perceived risk overstated at
times. Overreaction to Brexit or lack of investment
capital may create opportunities for nimbler
investors looking to acquire assets. The Pound is
likely to continue to fluctuate in value as news
stories around Brexit emerge, providing attractive
acquisition opportunities for overseas capital. We
will continue to monitor the fallout from Brexit,
which may create opportunities for attractive
acquisitions, especially if uncertainty continues to
arise regarding the eventual outcome.
As we continue to grow our team and expertise in
Europe, we will take both a strategic and tactical
approach to value-driven investments. We expect
Europe’s economic recovery to continue to be
supportive of real estate markets. Consequently,
we believe there will be opportunities to acquire
existing assets, provide development capital,
and even consider structured debt or equity
investments across some markets and sectors.
Over the long term, we will continue to grow
this area of our investment platform and adjust
to market opportunities, while maintaining a
cautiously optimistic outlook.

Dispositions
In 2018, USAA Real Estate executed $1.5 billion in
dispositions and is currently on pace to complete
approximately $2.3 billion in 2019. Over the last
few years, we have continued to monetize tactical
assets to the significant reward of our investors,
while allowing for capital to be redeployed into
other investments opportunities. Our disposition
philosophy reflects our focus on value creation and
investment performance, which differentiates us
from some real estate managers who focus primarily
on amassing assets under management.

2019 MID-YEAR HOUSE VIEW  
29

Pricing Perspective
Core real estate prices remain well above replacement costs in most major markets. The major market
index, comprised of the top six MSAs, is up 46% from the pre-recession peak (4.4% year-to-date through
June 2019). The non-major market index is only 22% above its pre-recession peak.
Cap rates hovered near historic lows despite short-term interest rates rising 100 basis points in 2018.
According to NCREIF, implied cap rates were 4.37% as of second quarter 2019, and were 53 basis points
below the pre-recession trough. The spread over 10-year Treasuries is roughly 200 basis points below the
post-1992 average of 230 basis points. Cap rate spreads over Baa corporate bonds, on the other hand, are
above historical averages (96 basis points vs. 68 bps as a post-1992 average), suggesting real estate is better
positioned relative to alternative risk assets.
The Fed’s effort to normalize interest rates has had no impact on deal volume—2018 was the second
strongest year on record at $578 billion in total transactions, just $3 billion below the 2007 high-water mark.
The first half of 2019 is slightly below last year’s pace but still very strong.
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Exhibit 11:
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At USAA Real Estate, we recognize the
risk as well as the unique obstacles
posed by the current environment.

Conclusion
The economic cycle appears to be in its late stages, highlighted by an increasingly long list of potential recession
catalysts and rising market uncertainty. At USAA Real Estate, we recognize the risk as well as the unique obstacles
posed by the current environment. To find value in today’s market, investors must compete on price but avoid overpaying,
devise solutions for complex transactions while mitigating downside risk, and take a contrarian view that may be
initially unpopular—all while an economic slowdown appears to be on the horizon. Despite those challenges, we have

continued to find success navigating such conditions primarily by adhering to our guiding principles, maintaining
a disciplined underwriting approach, and being prudent in the face of widespread uncertainty. Therefore, USAA
Real Estate will continue to subscribe to its defensive, but active, stance in the second half of 2019, capitalizing on
opportunities as they emerge.
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