Market Update March 2015

LOWER OIL PRICES AND THE
IMPLICATIONS FOR U.S. REITS
Oil prices have declined by nearly 50% since mid-2014. This has both positive and negative implications for
U.S. REITs. Lower energy costs positively impact economic growth and tenants’ demand for space, but they
also negatively impact energy production in key U.S. energy markets where REITs own properties.
IMPLICATIONS FOR U.S. REITS:
Oil prices peaked at $107 per barrel in mid-June 2014 and currently trade at roughly between $45 and $55 per barrel. Oil prices are
widely expected to rebound to approximately $65 to $75 within the next 12-24 months assuming that current expectations for global
production and user demand are achieved this year. Under this scenario, the net effect on REITs’ earnings and dividend growth should
be a modest positive.
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POSITIVE IMPLICATIONS:
• Economic growth is bolstered by lower oil prices. Citigroup has
estimated that for every 10% decrease in WTI crude oil prices, the
percentage change to global GDP growth in 2015 is expected to be a
positive 40 basis points and a further 60 basis points in 2016. While
there are offsets from lower capital expenditures by energy companies,
U.S. Average Gasoline Spending per Vehicle-Owning
there is still a modest, positive effect on economic growth.
Household and Retail Gasoline Prices
• Lower oil prices have a positive impact on consumers’ discretionary
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the U.S. It is early, but we expect to see positive implications on spending
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activity due to lower gas and home heating and air conditioning costs.
$3.00
It has been estimated that for every one dollar decline in gas prices
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there is an average household savings of $1,000 per year. The chart
$2,500
adjacent illustrates this trend. Although the drop in oil prices has not yet
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been reflected in the latest spending data, the recent spike in consumer
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confidence could be a strong precursor for near term growth in spending
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activity. This should translate to better sales volumes at neighborhood
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shopping centers, regional malls, and outlet centers – all of which are
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property types held by U.S. REITs.
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• Rising economic activity should benefit U.S. corporations in a myriad of
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ways including increased business commerce which will have a positive
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effect on corporate confidence and a flow through effect on leasing
Source: Citi Research, December 31, 2014. “E” refers to estimate.
demand. Several important industry sectors are direct beneficiaries
of lower energy prices including airlines, railroads, package shipping
companies, and automakers. The Business Confidence Index rallied
significantly into year-end 2014 as the oil price slide accelerated,
although the most recent data have come off those highs, confidence
levels have clearly risen. Improving business confidence and commerce
should have a direct positive impact on corporate demand for office
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space. It should also drive more business travel which will increase
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hotel occupancy levels and room rates. This bodes well for many of the
U.S. office and hotel REITs.
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• U.S. manufacturers should experience a substantial contribution
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to higher profit margins from lower energy costs in 2015 given that
energy is typically one of the highest, most variable expense line-items.
Recent ISM Manufacturing Index data showed a significant increase
in the latter part of 2014. Manufacturing companies experiencing
higher profitability and overall business confidence should translate to
increased leasing demand. U.S. REITs owning logistics facilities and
distribution warehouses should directly benefit from improving space
demand trends.

NEGATIVE IMPLICATIONS:
•

A number of REITs have underlying property exposure to some of America’s largest energy markets. Houston, Dallas and
Denver, in particular, are energy “hubs” where REITs own and operate apartments, office properties, industrial warehouses, retail
malls and other types of commercial real estate. The chart below reflects that there is a correlation between oil prices and office
leasing absorption in key energy hubs such as Houston, Texas. The chart indicates that the recent oil price decline has had a
negative impact on leasing activity, and brokers at CBRE have indicated that there has been an increase of sublease space in this
market totaling approximately 2.6% of available office space. Although CBRE has not yet seen a drop in asking rents in Houston,
the risk is rising. Nonetheless, if oil prices rebound, absorption could improve as it has in previous periods.
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•

Nonetheless, there are only eight of roughly 140 listed U.S. REITs today that have a portfolio concentration of more than 10%
exposure to the key energy markets (see chart below). Furthermore, it is important to consider that most REITs have broadly
diversified property portfolios in terms of location which mitigates their geographic market risk.
U.S. REIT

Property Sector Focus

Concentration in Key Energy Markets1

Camden Property Trust

Multifamily

29%

Post Properties, Inc.

Multifamily

26%

Mid-America Apartment Communities, Inc.

Multifamily

24%

PS Business Parks, Inc.

Office

12%

Columbia Property Trust, Inc.

Office

11%

Duke Realty Corp.

Office

11%

Equity Commonwealth

Office

11%

Piedmont Office Realty Trust

Office

11%

Source: Standard & Poors as of December, 31, 2014.

Estimated concentration in Texas and Colorado using disclosed average revenue, net operating income or asset concentration as of December 31, 2014.
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•

A medium to long-term decline of oil prices could negatively impact tenant demand in the key energy markets, particularly for
office and industrial space. It is early and we have not yet seen signs of a slowdown, but this is a distinct possibility. Slowing
employment growth and possible lay-offs in these markets could depress demand for apartments in Houston, especially on the
heels of approximately 17,000 new apartment units expected to be delivered over the next 12 to 24 months.

•

Discretionary retail sales activity in the key energy markets may also suffer, but necessity spending habits should be relatively
inelastic. Although retail REITs may see a slowdown in foot traffic and consumer spending activity in the key energy markets,
there is very little revenue tied to actual spending at the stores so the near term impact on REITs is quite limited.

•

We have heard anecdotal information that a number of large office developments that were in the planning stages in Houston,
Texas and were slated to begin in 2015 have been shelved. Banks and lenders have largely shut down funding new development
deals. This could be a longer term positive event when oil prices stabilize and move higher as tenant demand improves in an
environment in which limited new supply was delivered. This will benefit property landlords, including office REITs, over the
medium term.

Although there are negative implications for a handful of U.S. REITs due to lower oil prices, the positive implications for the U.S. REIT
universe outweigh them. Only a small fraction of today’s U.S. REIT universe is exposed to key energy-related markets whereas the
entire REIT market has broad exposure to the U.S. economic recovery that is increasingly gaining traction.

IMPORTANT DISCLOSURES
©2015 CBRE Clarion Securities LLC. All rights reserved. The views expressed represent the opinions of CBRE Clarion which are subject to change and are not intended as a
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any security. It is derived from proprietary and non-proprietary sources which have not been independently verified for accuracy or completeness. While CBRE Clarion believes the
information to be accurate and reliable, we do not claim or have responsibility for its completeness, accuracy, or reliability. Statements of future expectations, estimates, projections,
and other forward-looking statements are based on available information and management’s view as of the time of these statements. Accordingly, such statements are inherently
speculative as they are based on assumptions which may involve known and unknown risks and uncertainties. Actual results, performance or events may differ materially from those
expressed or implied in such statements.
Past performance of various investment strategies, sectors, vehicles and indices are not indicative of future results. Investing in real estate securities involves risk including to potential
loss of principal. Real estate equities are subject to risks similar to those associated with the direct ownership of real estate. Portfolios concentrated in real estate securities may
experience price volatility and other risks associated with non-diversification. While equities may offer the potential for greater long-term growth than some debt securities, they
generally have higher volatility. International investments may involve risk of capital loss from unfavorable fluctuation in currency values, from differences in generally accepted
accounting principles, or from economic or political instability in other nations. There is no guarantee that risk can be managed successfully. There are no assurances performance
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