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A More Durable Expansion?
Sentiment by Product Type and RCLCQO's Point of View

January 24, 2017 | By Charlie Hewlett, Managing Director; Len Bogorad, Managing Director; and Clare Healy, Senior Associate

As detailed in Part 1 last week (read it here), respondents to RCLCO's latest Market Sentiment Survey are feeling more optimistic today
about the amount of runway remaining this real estate cycle than they were six months ago. Nearly 40% of respondents believe the next
U.S. real estate market downturn is at least two years off, and current sentiment is higher than it was six months ago. As such, respondents
predict maturing but stable conditions to continue for at least the next year for most real estate product types. Nonetheless, they remain
vigilant about when the other shoe will drop, and how much upside remains. Sentiment suggests apartments may be the first to peak.

Little Cycle Movement Compared with Six Months Ago

Consistent with the uptick in sentiment since RCLCO's mid-2016 survey, respondents report most product types are still coasting in the
stable phase of the real estate cycle and are no closer to downturn conditions today than they were six months ago.

Source: RCLCO

In fact, every product segment showed a slower rate of progression through the cycle than respondents have reported for the past three
surveys. This is particularly good news for some real estate segments that were late to the recovery but previously progressing quickly
through the cycle stages—namely office, retail, and resort/second home communities—as it suggests they will have more time in the
upward phase of the cycle than thought six months ago, when respondents predicted they would enter the late stable phase of the cycle
by mid-2017.
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All Land Uses Predicted to Be “Late Stable” 12 Months from Now

Despite the slow rate of cycle progression today compared with six months ago, respondents still anticipate all real estate segments will
have entered the late stable stage of the cycle by this time next year. As is the case today, multifamily, land, and hotels are expected to be
the most mature segments, followed closely by for-sale residential and retail. In fact, respondents predict apartments will be on the cusp
of downturn conditions.

Source: RCLCO

Apartment Bubble Concerns

Apartments have been the big winner of this real estate cycle. According to RCLCO's survey, apartments were the first segment to enter
the early stable phase of the cycle, all the way back in mid-2012—one year earlier than any of the other segments. However, the apartment
market may be running out of runway. A full 40% of respondents predict apartments will experience early downturn conditions within the
next 12 months, up from 28% six months ago and 20% one year ago.
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Additionally, 65% of respondents now believe there is a moderate or significant risk of an apartment bubble, up from the 60% mark where
sentiment had held been holding since the year-end 2013 survey.
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The share of respondents reporting apartment bubble concerns is strongest in the greater Washington, D.C.; Texas; and Southeast (excluding
Florida) markets. In those regions, at least three-fourths of respondents say there is a moderate or significant risk of an apartment bubble.
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Growing Minority Predicting Downturn Conditions

The share of respondents predicting early downturn conditions this time next year also increased meaningfully for several other product
types, although none to the same degree as apartments. Approximately one-quarter of respondents now predict early downturn conditions
for land and hospitality in 12 months, a five percentage point increase over six months ago. Additionally, nearly 20% of respondents also
anticipate early downturn conditions for for-sale residential, office, retail, and resort/second home. While respondents making these
downturn predictions are still in the minority, the share is growing. It will be important to continue to monitor market conditions, even
though most respondents believe the next real estate downturn will not occur until at least 2018.
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The RCLCO Point of View

The previous RCLCO forecast, before the election, called for the increasing likelihood of a downturn sometime in the next 18 to 24 months.
There remains considerable uncertainty about what exactly is in store for the U.S. economy and the real estate markets under a Trump
presidency:

On the one hand, there is a strong argument for the expansionary phase of the cycle lasting longer than this. The
new administration is promising stimulus programs in the form of infrastructure investments, deregulation of financial
markets, increased military spending, and tax rate reductions, which, should they be enacted, would generally be good
for industry and increase demand for real estate. This in turn, while it could result in inflationary pressures that would
raise the cost of capital, would generally be good for real estate.

On the other hand, while President Trump’s proposed fiscal spending could stimulate further economic growth, there
are those who argue that his mercurial character and still largely unknown (and possibly unsound) policy proposals—on
top of political and societal turmoil elsewhere in the world—could introduce greater uncertainty and volatility into the
system. A majority of the country’s most prominent economists have banded together recently to say that the stock
market has it wrong, and the president’s policies will cause little additional growth in the U.S.

What is most clear is that the outlook has become much less clear. The “base case” economic trend could indeed be more positive and for
longer, but volatility and uncertainty increase the odds that an asset bubble or some other unanticipated disruptive exogenous event could
derail the current U.S. positive growth trajectory.

The RCLCO outlook remains positive, calling for moderate growth with potentially more volatility and uncertainty until the administration’s
intent and, more importantly, achievements become evident, and effects on the economy better understood. This scenario translates into
a potentially longer lasting expansion for real estate investors, owners, and operators through 2019 and beyond. However, we advise
everyone in the real estate industry to dust off contingency plans and revisit their cycle strategies to be able to react quickly to potential
alternative outcomes. In short, while expecting positive overall economic and market conditions for the next year or two, we advise our
clients to be prepared for a “surprise” as volatility and lack of predictability cannot be ruled out.
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Article and research prepared by Charlie Hewlett, Managing Director; Len Bogorad, Managing Director; and Clare Healy, Senior Assaciate

RCLCO provides real estate economics and market analysis, strategic planning, management consulting, litigation support, fiscal and
economic impact analysis, investment analysis, portfolio structuring, and monitoring services to real estate investors, developers, home
builders, financial institutions, and public agencies. Our real estate consultants help clients make the best decisions about real estate
investment, repositioning, planning, and development.

RCLCO's advisory groups provide market-driven, analytically based, and financially sound solutions. Interested in learning more about
RCLCO's services? Please visit us at www.rclco.com/expertise.

Disclaimer: Reasonable efforts have been made to ensure that the data contained in this Advisory reflect

accurate and timely information, and the data is believed to be reliable and comprehensive. The Advisory is

based on estimates, assumptions, and other information developed by RCLCO from its independent research

effort and general knowledge of the industry. This Advisory contains opinions that represent our view of .
reasonable expectations at this particular time, but our opinions are not offered as predictions or assurances The Ad‘"sory
that particular events will occur. rclco.com/the-advisory
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