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Key Themes
▪▪ Growing Concerns Over Rising Construction Costs
▪▪ Plug and Play: The Rise of Flexible Office Space
This briefing note highlights key insights arising from our most recent internal strategy meeting, at which the Investment Research team
and senior investment professionals from across our platform gather to discuss the investment implications of various topics relating to
the economy and real estate markets.
We hope you find the insights informative. Please do get in touch if you’d like to discuss them in more detail with a member of the team,
using the contact details below. If you haven’t already, we also encourage you to check out our more in-depth annual Global Outlook
paper, published in May.

Growing Concerns Over Rising Construction Costs
With real estate returns decelerating and development spreads narrowing, we can now add the rising cost of construction to our list of
concerns. Construction costs are expected to rise 4% to 5% this year, according to the Associated General Contractors of America. That’s
more than twice the growth rate of CPI inflation.
MATERIAL COSTS MOVING HIGHER (YEAR-OVER-YEAR %
CHANGE, MARCH 2018)

CONSTRUCTION COSTS BY APARTMENT TYPE, $/SF
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At the same time, our asset managers indicate that some contractors are luring crews from nearby projects, reflecting labor shortages within
the industry. There are massive regional labor disparities, with common labor costs across some West Coast markets rising nearly 10% over
the last 12 months. Moreover, the difficulty in finding workers has resulted in delays, with the average number of months from start to completion for a typical apartment building increasing to 15.7 months in 2017 from 11.9 months in 2013, according to the U.S. Census Bureau.
The good news is that delays will help spread apartment completions over a longer time horizon, limiting the negative impact on rents. For
sectors like office, where the supply cycle did not strengthen like it did in previous cycles, developers and investors may think twice about
starting a project, thereby lengthening the cycle and providing potential upside for current owners.
REGIONAL CONSTRUCTION COST INCREASES (YEAR-OVER-YEAR INCREASE, 4Q17)
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Plug and Play: The Rise of Flexible Office Space
We have a new tenant in town, which may be a threat or an opportunity for existing business models. It’s too early to tell, but impossible to
ignore. Co-working and flexible office companies continue to capture big headlines, leasing significant amounts of office space both in the
United States and globally. Leasing activity by flexible office space providers has surged in New York City over the last two years, as well as
in creative urban markets such as Los Angeles and San Francisco. Miami has seen a marked pick-up in activity, as this small-office tenant
market provides a perfect platform for flexible offices. Yet, there is a huge amount of uncertainty in leasing to co-working tenants.
FLEXIBLE OFFICE SPACE MOVE-INS - NEW YORK (000 SQF)

FLEXIBLE OFFICE SPACE MOVE-INS (000 SQF)
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We should think holistically about what co-working tenants mean for property owners and managers. The recent growth of co-working
tenants reflects the intersection of broad technological and social changes, including the sharing economy and behavioral shifts, the
rapid expansion of technology-related jobs, the need for leasing flexibility, and growth of the millennial population in the labor force. The
expansion of the tech sector has coincided with an increased focus on cost efficiencies and flexibility. Start-ups are attracted to shorter
lease terms in top buildings that are fully built out and inclusive of administrative and other occupancy expenses. Larger firms are also
testing the waters by exploring enterprise solutions that offer higher levels of service and flexibility than they receive from building owners.
Is co-working space an amenity for other tenants? Or is it just a credit risk that is fundamentally unprofitable in the long term? It may be both.
Flexible office companies have locked in long-term leases over the last two years at cyclically high rents, driving absorption in certain markets,
but also demanding large tenant improvement packages. What remains to be seen in the next downturn is how flexible office space companies
manage cash flow and space give-backs to landlords. The historical evidence from Regus – its U.S. business went bankrupt in 2003 following
a period of low occupancy, and its UK business pressured building owners to lower rents in 2010 – is certainly not compelling.
Regardless of whether the business models of office suppliers such as WeWork are ultimately sustainable, these companies and other co-working
tenants may be fundamentally changing tenant expectations. Traditional office landlords may need to change how amenities and services
are delivered in an office environment. This may cost them upfront, but it may be essential to keeping properties competitive in the market.
Moreover, the ability to be creative service providers extends to other property types as well. For example, the apartment amenity base has
exploded, with many new Class A apartments comparable to staying in a four-star hotel, complete with concierges, Amazon Lockers, and
frequent social events. In retail, it’s about providing experiences as well, from dine-in movie theaters to children’s play areas, dog parks,
and community event programming.
REGUS VS PGIM REAL ESTATE’S TOP 25 OFFICE MARKET
OCCUPANCIES

COWORKING MOVE-INS BY YEAR VS OFFICE RENTS

Millions, SF

Existing Coworking Tenants Move-Ins By Year
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Important Information
PGIM is the primary asset management business of Prudential Financial, Inc (PFI). PGIM Real Estate is PGIM’s real estate
investment advisory business and operates through PGIM, Inc., a registered investment advisor. PGIM, their respective logos as
well as the Rock symbol are service marks of PFI and its related entities, registered in many jurisdictions worldwide. In the United
Kingdom, information is presented by PGIM Real Estate which is affiliated to PGIM Limited. PGIM Limited is authorized and regulated
by the Financial Conduct Authority (‘FCA’) of the United Kingdom (registration number 193418) and duly passported in various
jurisdictions in the European Economic Area. These materials are being issued by PGIM Limited to persons who are professional
clients or eligible counterparties for the purposes of the Financial Conduct Authority’s Conduct of Business Sourcebook. PFI of the
United States is not affiliated in any manner with Prudential plc, a company incorporated in the United Kingdom. The information
provided in the document is presented by PGIM (Singapore) Pte. Ltd.), a Singapore investment manager that is registered with, and
licensed by the Monetary Authority of Singapore. In Hong Kong, this material is distributed by PGIM (Hong Kong) Limited, a regulated
entity with the Securities and Futures Commission in Hong Kong to professional investors as defined in Part 1 of Schedule 1 of the
Securities and Futures Ordinance.
These materials represent the views, opinions and recommendations of the author(s) regarding the economic conditions, asset
classes, securities, issuers or financial instruments referenced herein. Distribution of this information to any person other than the
person to whom it was originally delivered and to such person’s advisers is unauthorized, and any reproduction of these materials,
in whole or in part, or the divulgence of any of the contents hereof, without prior consent of PGIM Real Estate is prohibited. Certain
information contained herein has been obtained from sources that PGIM Real Estate believes to be reliable as of the date presented;
however, PGIM Real Estate cannot guarantee the accuracy of such information, assure its completeness, or warrant such information
will not be changed. The information contained herein is current as of the date of issuance (or such earlier date as referenced herein)
and is subject to change without notice. PGIM Real Estate has no obligation to update any or all of such information; nor do we make
any express or implied warranties or representations as to the completeness or accuracy or accept responsibility for errors. These
materials are not intended as an offer or solicitation with respect to the purchase or sale of any security or other financial instrument
or any investment management services and should not be used as the basis for any investment decision. Past performance is
no guarantee or reliable indicator of future results. No liability whatsoever is accepted for any loss (whether direct, indirect, or
consequential) that may arise from any use of the information contained in or derived from this report. PGIM Real Estate and its
affiliates may make investment decisions that are inconsistent with the recommendations or views expressed herein, including for
proprietary accounts of PGIM Real Estate or its affiliates.
The opinions and recommendations herein do not take into account individual client circumstances, objectives, or needs and are
not intended as recommendations of particular securities, financial instruments or strategies to particular clients or prospects.
No determination has been made regarding the suitability of any securities, financial instruments or strategies for particular
clients or prospects. For any securities or financial instruments mentioned herein, the recipient(s) of this report must make its own
independent decisions.
Conflicts of Interest: Key research team staff may be participating voting members of certain PGIM Real Estate fund and/or
product investment committees with respect to decisions made on underlying investments or transactions. In addition, research
personnel may receive incentive compensation based upon the overall performance of the organization itself and certain investment
funds or products. At the date of issue, PGIM Real Estate and/or affiliates may be buying, selling, or holding significant positions
in real estate, including publicly traded real estate securities. PGIM Real Estate affiliates may develop and publish research that is
independent of, and different than, the recommendations contained herein. PGIM Real Estate personnel other than the author(s),
such as sales, marketing and trading personnel, may provide oral or written market commentary or ideas to PGIM Real Estate’s
clients or prospects or proprietary investment ideas that differ from the views expressed herein. Additional information regarding
actual and potential conflicts of interest is available in Part II of PGIM’s Form ADV.
These materials are for informational or educational purposes only. The information is not intended as investment advice
and is not a recommendation about managing or investing assets. In providing these materials, PGIM is not acting as your
fiduciary as defined by the Department of Labor.
© 2018 PFI and its related entities.
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