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Seven months into the year as midyear data starts to roll in for property market
fundamentals and capital markets, it is a good time to take stock. For forecasters
like us, it is a chance to course correct. How close were we on what we thought
2017 was going to turn out to be? Do we need to re-think 2018? So far, the
big takeaway is that the “Trump Bump” in leasing that we expected to see in the
office sector has not materialized. In fact, it has been quite underwhelming. The
improvement in the apartment sector is marginally better than but not quite as
robust as expected. The retail sector also continues to struggle, but then again
expectations were low to begin with. The only major sector to stay on track and
perform at a high level remains the industrial sector that is reaping the benefits
of changing technology and shifts in consumer behavior. Although transaction
volumes are not quite where they were a year ago, cap rates and pricing are
holding steady. Investors are approaching the sector with caution as the cycle
matures.

THE ELUSIVE TRUMP BUMP
The sector continues to see gains, but there has been a notable cooling in leasing activity
over the last year. The optimism many had for the sector after Trump won the election has
yet to materialize. Current vacancy, 13.0%, is at the same level it was a year ago. On a
rolling, four-quarter basis, the sector saw 36 msf of net absorption nationally in Q2 2017,
down notably from five quarters ago, Q1 2016, when that figure was 62 msf. Most
markets continue to see rent growth, but gains have tempered and will be more muted
going forward than during the peak years of 2015 and 2016. The sector has benefitted
from a measured supply response in this cycle, but by the end of 2017 the sector will
see the most new supply added in a year since 2008. Fortunately most construction is
concentrated in the best performing markets and many of these markets have high prelease rates.
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APARTMENT VACANCIES TREND UP

BACK ON TRACK

Although the magnitude of increase varies by the source, all
forecasters agree that apartment vacancies are trending up
and will continue to do so over the next several quarters as the
supply wave delivers. Both REIS and CBRE EA have the apartment
sector vacancy in the mid-4% range and both the sources have
recorded an increase of roughly 20 bps or so at midyear 2017
over the prior year’s rate. Of the 66 markets covered by CBRE EA,
46 metros show an increase in the vacancy rate YoY. Obviously
there is no turning back from the units under construction – they
will all be delivered. There is also no denying that employment
growth is slowing. There are only three things that can prevent
the vacancies from spiking and for rent growth to stay healthy
– delays in construction, a faster pace of household formation
to offset slowing job creation, and lenders and developers
exercising restraint as they consider new development proposals.

The industrial sector remains on solid footing, supported by
healthy market fundamentals and investment activity. After a
relatively tepid first quarter, net absorption in Q2 17 rebounded,
rising to more than 60 msf. Through the first half of 2017, net
absorption approached 95 msf, outpacing the 92 msf delivered
during this time and resulting in a 10 bps improvement in vacancy
rates to 7.8%. Just over half of all completions during H1 17
were concentrated in five markets: Chicago, Dallas-Fort Worth,
Riverside, Atlanta, and St. Louis. With internet sales volumes only
expected to increase, the rising demand for warehouse/distribution
space will further fuel net absorption, counterbalancing the wave
of new construction through the near-term. Although investment
sales activity has slowed in comparison to recent quarters, the
still-elevated transaction volume maintained downward pressure
on cap rates nationally, driving valuations higher through midyear 2017.
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THE LONG SLOG PERSISTS

A GREAT START TO THE YEAR

After a more robust 2016, 2017 has been somewhat of a
disappointment for retail. The availability rate for neighborhood/
community centers, 10.1%, has been at the same level for three
consecutive quarters. However, the power center and lifestyle
center/mall segments are experiencing better occupancies in
the 6% range. The sector has trailed the other property types
consistently throughout this expansion, as bricks-and-mortar
retail businesses have suffered at the hands of both e-commerce
and the changing fashion whims that have led to hundreds of
store closures. With but a few exceptions, year-over-year sales
growth is broadly healthy despite the drags from weak pricing
power and strong additions in online sales. At the same time,
the sector is undergoing significant transformation as retailers
streamline their operations to tackle internet and mobile
shopping. Strengthening consumer spending and very limited
new construction should help drive further improvements going
forward.

Hotels started 2017 on a strong note, posting a 30-year high for
Q1 occupancy. Due to a stronger economy, demand increased
and pushed occupancy to a record 61% that was met with
strong supply growth nationally. Supply growth was the strongest
since Q2 2010. However, with the aggressive supply pipeline
expected to come online in 2017 and 2018, RevPAR growth
will decelerate. ADR growth was a modest 2.5%, despite record
occupancy, partly due to new supply. The top performing markets
included Washington D.C, Seattle, Detroit, and New Orleans, all
of whom saw significant RevPAR increases. Miami experienced
the steepest decline in RevPAR, but absolute RevPAR remained
among the nation’s highest. Domestic travel continues to grow,
while inbound arrivals from abroad plateaued in 2016 due to the
strong dollar. And while the Trump administration’s recent “travel
ban” has grabbed plenty of headlines, the restricted countries
only represent a small fraction of inbound travel.
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