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The city never sleeps: urbanization and real
estate after COVID-19

Introduction

In the weeks and months that coronavirus has wreaked havoc on the global population, urban residents
have confronted the painful reality that human density and proximity - the very things that make cities great
- have perilously facilitated the communication of a highly infectious virus. Indeed, cities have been
particularly deadly throughout the pandemic. America’s most densely populated metropolitan area - New
York City -- has tallied nearly 220,000 cases at the time of writing: by contrast, hard-hit places such as
France and Germany have witnessed 160,300 and 190,000 cases, respectively, within their entire
countries. As the virus rages on, many urbanites have fled cramped apartments for refuge in pastoral idylls,
or in seemingly safer suburban areas, facilitated in part by the ability to work from home (WFH) and
telecommute (at least, such is the case for some white collar workers).

The coronavirus outbreak struck many advanced economies in late cycle territory: over a decade after the
Great Financial Crisis (GFC), real estate prices in major gateway cities - such as New York, San Francisco,
Boston, London and Paris - had reached frothy heights - prompting many young professionals, millennials,
and families to flock to secondary cities in a flight for more space and greater affordability. For those who
had not hitherto made the leap, the scourge of coronavirus was the proverbial straw that broke the camel’'s
back. As the pandemic continues to ricochet between countries and across the globe with successive
waves of infections, desirable urban goods -- including high quality amenities and rich cultural life -- which
had made higher prices more palatable for some were either shut down or suspended. As employers have
been swift in accommodating the WFH phenomenon, the rationale for living in mega-priced megacities was
no longer tenable for some households.

Consequently, some commentators forecast a coronavirus-induced but semi-permanent exodus from New
York, “tech-xodus” from San Francisco, and a flight from London and Paris to the countryside. If long
lasting, such a shift of reverse urbanization would have major ramifications for the future of our economic
growth. More than 80% of global GDP is generated in cities, and the relationship between urban density
and job creation is positively correlated in major cities across the globe, from Miami to Mumbai, and from
Los Angeles to Milan.

And yet, even despite the plague of the worst pandemic in a century - and the scourge of high prices - a
eulogy for the city is highly premature. Once a vaccine is successfully deployed, and today’s trauma
becomes the last crisis, the world’s cities will regain their vibrant foothold and intrinsic relationship with
global economic growth. In fact, the wake of coronavirus has opened up a path to address the crises of
affordability and inequality within our cities, and in turn, our societies as a whole. It has also precipitated a
way for real estate investors and urban developers to capitalize upon a dislocation, as well as to inculcate a
sense of stewardship by fostering urban “goods,” shared by all.


https://www.nytimes.com/interactive/2020/nyregion/new-york-city-coronavirus-cases.html
https://www.nytimes.com/interactive/2020/nyregion/new-york-city-coronavirus-cases.html
https://www.nytimes.com/interactive/2020/world/europe/germany-coronavirus-cases.html
https://www.worldbank.org/en/topic/urbandevelopment/overview
https://www.brookings.edu/wp-content/uploads/2019/06/2019.06_Bass-Center_Geography-of-jobs-report.pdf
https://www.theguardian.com/cities/2019/nov/10/how-europes-cities-stole-continents-wealth

Megacities in the pre-COVID age: magnetizing GDP, productivity, talent,
innovation, and creativity

A deeply intrinsic relationship exists between cities and global economic growth. Roughly one-third of global
GDP is generated within the 123 largest metropolitan areas. In the transition from “old” industrial
manufacturing to “new,” technology and services-driven economic growth, the natural geographical
advantages of some of the world’s oldest urban centers - such as ports or even soil composition - have
given way to demographically dense clusters of innovation, R&D, and job creation. When measured in
terms of wages, productivity levels are highest in the world’s major metropolitan areas, which often act as a
propitious labor pool for employers seeking to hire the best talent.

Despite the decrease in transportation costs -- that is, of moving goods and people -- as well as the ease
and facilitation of telecommuting and videoconferencing, which theoretically enable some workers to work
from anywhere -- the world’s major cities continue to be magnets for a rich array of skilled workers across
sectors. Even despite the mounting cost of living in these cities, many workers are willing to aggregate in
cities due to best-in-class professional opportunities, as well as access to high quality cultural amenities.
The fruits of this urban clustering of talent and growth is referred to as “agglomeration economics.”

As we can see in Figure 1, in the case of the US, the density of the largest metropolitan areas is closely
correlated with the fastest GDP growth. This growth and resulting productivity is often closely linked to
higher wages. Indeed, data shows that within France, both productivity and wages are higher in the largest
and most dense cities. As Harvard economist Edward Glaeser points out, part of the reason for the
existence of agglomeration economies is that human interaction plays a vital role in the exchange of ideas.
Especially within the new economy, there is a growing premium placed on the type of knowledge that is
“pest produced by people in close proximity to other people.”

' Glaeser, Triumph of the City. Pg. 6.
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Figure 1: Area density and per capita GDP
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Such interactions often result in “knowledge spillovers.” That is, an increase in R&D and innovation across
sectors. As we can see in Figure 2, the largest metropolitan areas in the US are also cities which boast the
highest levels of patents. Carlino and Carr emphasize the ways in which urban environments spur
knowledge spillovers, especially in cities which are “industrially diverse.” In such metropolitan areas, people
with diverse backgrounds congregate and “facilitate the exchange of ideas,” which can often catalyze the
“development of new ideas, products, and processes.” (Indeed, 45% of the workforce in innovation-led New

York City is foreign-born).
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Figure 2: US Metropolitan areas, total number of patents granted

U.S. Regional Title Total
San Jose-Sunnyvale-Santa Clara, CA 143473
New York-Northern New Jersey-Long Island, NY-NJ-PA 92577
San Francisco-Oakland-Fremont, CA 89981
Los Angeles-Long Beach-Santa Ana, CA 74381
Boston-Cambridge-Quiney, MA-NH 62653
Chicago-Joliet-Naperville, IL-IN-WI 46991
San Diego-Carlsbad-San Marcos, CA 45465
Seattle-Tacoma-Bellevue, WA 44406
Minneapolis-St. Paul-Bloomington, MN-WI 41696
Detroit-Warren-Livonia, MI 37342

Source: U.S. Patent and Trademark Office

The case can be made that these innovation-rich urban clusters are enhanced by local ecosystems around
some of the world’s greatest universities, by providing both cutting-edge research from faculty, as well as a
fertile labor pool of graduates. Moreover, the policies concocted in think tanks within the largest
metropolitan areas are also often the fruit of rich collaboration, with ideas and solutions for complex
problems -- such as climate change and urban development -- transmitted across the globe.?

Income inequality: tale of two cities

Of course, this rich tapestry of growth and productivity -- and ideas and innovation -- comes at a price.
Rising real estate prices in some of the world’s “supercities” has exacerbated existing income and wealth
inequality within societies. Because of the ability of employers to tap into a rich talent base across sectors -
or “labor market pooling” - as well as the potential for employees to find the right organizational match - both
might be willing to pay more in terms of compensation and in real estate to live in the world’s largest and
most expensive cities - thus “pricing out” those at a median or a lower wage.

Moreover, since the GFC, with a growing preference for property as an asset class, many institutional
investors, family offices, and high-net-worth individuals have deployed capital to developments in desirable
gateway cities, often propping up prices. For example, between 2015 and 2018, housing prices in pockets
of California and New York City boomed, partly as a result of an influx of Chinese capital. However, amidst
capital controls and the ongoing US-China trade war, this investment has since been geographically
diverted to Canadian cities such as Vancouver and Toronto - partly contributing to rising prices in these
locales. Prime and super prime residential real estate in London has often been a safe haven for capital
from Russia and the Middle East, and even for European buyers at the height of the European sovereign
debt crisis. Additionally, high home prices in the world’s gateway cities can partially be explained by policies
designed to attract investment in exchange for residency or citizenship, such as the EB5 investment

2 http://urbandesignlab.columbia.edu/
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program in the US, the golden visa in Portugal, and residency and citizenship programs in Canada. Prices
can also rise by natural constraints on supply, such as in San Francisco.

While a number of factors contribute to rising real estate prices, the crisis of affordability in major cities is
clear. As we can see in Figure 3, it might be completely infeasible for young professionals earning near the
median income within gateway cities to actually own a home where they live and work.

Figure 3: Crisis of Affordability: The number of years a skilled worker needs to work to
able to buy a home (650 sq.ft.) near the city center
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Indeed, even in the deflationary environment within many advanced economies, rising rent and home prices
are often outliers in core inflation indexes, rising steadily amidst an otherwise muted price environment. For
those households within the lower quintiles of the income distribution, the rise in the cost of the basic need
of housing further erodes an already etiolated purchasing power: such is the case from London to Paris to
Los Angeles. Even in the wake of the coronavirus, and on the brink of potentially the worst evictions crisis
since the Great Depression, rents are still rising.

In our age of polarization and of thinking in binary terms, it's important to point out that it is not only those at
the lowest part of the income distribution who feel acute economic distress: it can also be those living near
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the median income. Although earning higher nominal wages than in other parts of the region, urban
professionals paying sky-high rents in the world’s megacities often take home comparatively lower real
wages.? Also, in looking beyond the office, it goes without saying that the high quality amenities which draw
residents are reliant upon blue collar workers in essential service jobs, as well as creative professionals
working in visual art, music, theatre and dance, the culinary scene, yoga teachers, and writers and
educators. Artists and academics flock to cities not only as a rich marketplace, but also as a hotbed of
creative interaction. As Philip Auerswald points out, Brooklyn used to be a place where people came to
make it - and has of late become a prohibitively expensive place to live for some aspiring professionals and
creative people.

Beyond shelter, the rising cost of healthcare - and specifically hospital services, even in pre-COVID times -
has been an additional source of economic distress for many lower income households.

Urban “bads”: disease, crime, and climate change

Beyond the scourge of high prices and the crisis of affordability, disease and crime have often been two
endemic problems within urban life. Whether cholera outbreaks in London, or the bubonic plague in Paris,
pestilence has long been a negative feature of cities. Amidst the post-modern plague of coronavirus, with
hospitals having been overwhelmed in cities such as Paris and New York, the risks of density may outweigh
any benefits of agglomeration in the short term. However, it is worth pointing out that another pandemic of
the 21st century - SARS - disproportionately impacted two of the world’s megacities: Shanghai and Hong
Kong. Since the outbreak of 2003, these cities -- and offices, retail, hospitality, and residential communities
within them -- have experienced anything but “de-densification” or “reverse urbanization.” This experience
suggests that the latest pestilence-induced flight might be a short to medium term development, at the
most.

Beyond disease, crime has historically been another downside of urban clustering. Violent crime can be
measured in different ways: burglaries and personal theft; homicide; rape; brutal assault, and even a feeling
of insecurity. A great deal has been written on the economics of crime, and the ways in which effective law
enforcement disincentivizes criminals. Examples in recent history of serious drops in murder rates and
violent crimes include New York City in the 1990s, and Boston since 2006. In these cases, innovative
methods in policing - such as the use of big data and statistics, and working with communities and even
clergy - have been effective at driving down murder rates.* At a time in which dialogue on police reform is
underway in the US, it will be incumbent upon municipal leaders, judicial authorities, civic communities -
and even technology companies - to consider the ways in which streets can become safer, and residents
can feel sustainably more secure.

Finally, some of the natural geological advantages which have historically contributed to the growth of cities
as hubs and marketplaces - such as waterways, ports and seaways, and lower altitudes - have in some
cases transformed into vulnerabilities in our era of climate change. Indeed, as we move from post-traumatic
anxiety about coronavirus - to post-traumatic growth syndrome - tackling the negative impacts of climate
change is likely to resume pole position as a chief concern for urban planners and developers across the
globe. The good news is that some cities, such as Rotterdam, which have long countered the impact of
rising sea levels, are working with others around the globe - including Miami - in order to mitigate the
impacts of climate change. It is important to note that cash-strapped governments are also likely to look to
the private sector to implement environmental solutions, potentially via more stringent regulation.
Regardless, some of the most vulnerable cities also boast some of the most ingenious solutions - which can
be a lesson to us as we consider the future of urban density and long-term prosperity after a crisis.

3 Glaeser, Edward. Triumph of the City. Pg 130.
4 Glaeser, Edward. Triumph of the City. Pgs 111-114.
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Real estate investing: in every dislocation, an opportunity

While many continue to discredit the vibrancy of the city in the post-COVID age, the current moment of
uncertainty and distress opens up an ideal dislocation moment for those with a long-term horizon. In terms
of offices, as the pandemic rages on, employers and developers will need to invest heavily in ensuring their
staff are safe and healthy - such as using thermal scanning, contact tracing, re-imaging common amenities,
and ensuring elevated standards of hygiene. Rather than a demise or vanishing of the office, what is likely
to appear is growth in flexible working and “hoteling” into desks rather than a designated permanent space -
a process PwC and many other companies have used for years - and a corollary modest decline in
footprint. In the residential space, with the continuing preference for multifamily investing, re-imaging
amenities such as gyms and business centers is likely to change the ways in which developers approach
the relationship between space and well-being. These capital investments in health, wellness, and safety
represent a swift acceleration of the marriage between technology, service, and real estate development -
or “proptech” in industry speak. Finally, it goes without saying that with the pandemic-fuelled preference for
e-commerce, logistics maintains pole position as a desirable real estate “food group.” Urban distribution
centers and cold storage present two niche alternatives which are likely to blossom in the future.

Fostering urban goods: real estate investing and the stewardship of
cities

The chasm between the richest of the rich - the top of the trunk of Thomas Picketty’s “elephant graph” - and
the rest (i.e., the bottom 90th percentile of the income distribution) is likely to deepen and widen as a result
of coronavirus. In the wake of demand destruction, and the flat-lining of sales across sectors, the “savings
glut of the rich” - held by those who can afford to defer purchases and therefore save - has been amplified.
By contrast, many low to median income households in advanced economies entered the coronacrisis with
an etiolated purchasing power, as well as mounting debt. As the stimulus and relief packages eventually
taper or elapse, these households are likely to face even deeper economic distress.

Amidst this socially combustible climate and set against the backdrop of heightened unrest in recent years
and months - whether with the giles jaunes in Paris, or with the riots across the US - a shadow might once
again be cast over the role of real estate investors. Indeed, as evictions inexorably rise, the denotative
labels of “capital holders” and “rent seekers” are likely to come to the fore - especially in communities in
which gentrification has become a four-letter word.

There are solutions. For those seeking a steady yield, investing in affordable housing presents an attractive
opportunity. Despite all of the investor attention on luxury multifamily development, affordable housing
remains the single largest growth category for rent in the US. As demand for rent control is likely to rise in
the wake of the crisis within some cities, the prospect of generating steady yield - with a minimized risk of
default - presents an attractive position in a portfolio, as well as fulfilling a critical social need. Additionally,
as employers transfer some of the costs of working in an office - such as broadband and utilities - to their
employees working from home, and as the cost of housing continues to rise, demand for workforce housing
is likely to blossom. Although such investments might present a smaller IRR when compared with high end
residential investments, the steady stream of capital which behaves like a bond can be an attractive
complement to a balanced portfolio for those investors who are also scouting J-curve investments with
higher exits after a long holding period.

Additionally, the proclamation of an end - even if premature - yields a moment of renewal. Even as we
consider the statistically significant relationship between GDP and megacities, there are facets to city life
that are not often explicitly calculated within GDP, but which lead to an enriched quality of life. For example,
green spaces have been crucial for those seeking fresh air amidst the current pandemic. Especially in light
of our climate conscious environment, developers pursuing urban greening - with the potential to generate
carbon emission offsets - may curry special favor with regulators, as well as with tenants. Additionally, a
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continued focus on air quality within buildings - and associated venture capital investing in the space - is
likely to outlive the virus for some time. Reimagining the relationship between buildings and urban
communities - with the ability to “live, work, and play” within one area - and potentially adding to pedestrian
spaces - is also likely to continue to gather steam. Crucially, rather than potentially being viewed in a
pejorative light in the wake of this crisis, real estate executives have a clear role to play as stewards of the
cities in which we thrive and prosper. Anticipating potential changes in regulation by proactively contributing
to the environment and the affordability crisis is one way to assume strong footing going forward.

Federal, state, and local governments of course have a role to play as well. Policies such as the Lower
Income Housing Tax credit and the opportunity zones component of the 2017 tax reform in the US have
mobilized private capital in order to alleviate income inequality in practical ways, and notably, have bridged
a bipartisan divide (at times, chasm) in the US. Additionally, with a rising cost of healthcare burdening
households in the US and governments in Europe, investment in the efficiency of hospitals is absolutely
critical. Indeed, data shows that efficient hospitals have also historically been a contributing factor to the
positive relationship between productivity and growth in major cities. Also, as many observers have pointed
out, in light of the current global health emergency, stimulating investment in R&D and science and
innovation at the national or federal level is critical to ensure pandemic preparedness, which would then
have a positive feedback loop at the municipal and local level.

Conclusion

In sum, even despite contending with the pandemic of a century, the world’s major cities have not lost their
sheen or magnetizing power for human capital, nor their position as marketplaces of ideas, innovation, and
growth. As we await the development and dissemination of a successful vaccine and an end to the
outbreak, many professionals - although “smart working” - are at the same time drawing down on a
reservoir of relationship capital which - as one prominent executive highlighted - is currently being depleted,
and needs to be eventually restored with in-person interactions. The role of central business districts in
facilitating such interactions is absolutely critical to generating economic growth and to sustainably
improving productivity at a national and a global level. Looking beyond the corporate world, the ability for
cities to act as a hive for cross-pollination between sectors - including the creative industries - further adds
to these levels of innovation and productivity.

As policymakers seek to address the social imbalances both revealed and exacerbated by the COVID19
crisis, it is important to note that cities are home to essential workers who support the services activity and
amenities that make these urban environments meccas for talented and curious people. If a certain amount
of income inequality is inevitable in cities - as employers and employees are willing to pay more to cluster
together - then considering ways to help alleviate some of the high costs of living - including the
development of workforce and affordable housing - are natural solutions to fulfil a basic human need, to
keep services activity humming along, and to enhance “liveability” for all.
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Additional information

For additional information about this topic, please contact

Dr. Alexis Crow
Lead, Geopolitical Investing
alexis.a.crow@pwc.com
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