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Macroeconomic
Overview
In a hypothetical asset market exam, the fundamentals for
good quality commercial real estate would definitely get a
passing grade. Not distinction, or even merit, but certainly a
pass. The demand for business/operating premises, driven by
economic growth, is decent, though not spectacular, while
supply remains broadly under control – with a few exceptions.
In recent quarters we have flagged the propensity of the
economic data to get revised up. Effectively, we were saying
that demand was not as weak as was reported in the media
following the initial economic releases. Heading into 2Q16,
that picture is breaking down a little (see Chart 1). While
China and the UK outperformed in the initial data print, the
US undershot consensus by a large margin. Furthermore, its
historical data was revised downward. Apparently the US
economy was not as strong as previously thought.
In 1Q16, both the Eurozone and Japan beat expectations, but
in continental Europe real wage growth, the main driver of
the domestic recovery, is starting to slow. The retreat is not
driven by rising inflation, but rather by slower nominal wage
growth and if this persists, it will hurt future demand.
According to surveys (see Chart 2), the pace of growth is
slowing and, looking ahead, there is the added wrinkle of
financial market uncertainty driven most recently by the Brexit
vote in the UK and further out by the US election, amongst
other triggers.
Examine the recent data more closely, though, and you find
that the US slowdown was driven by a drawdown in
inventories and consumer demand was strong. Nominal wage
growth is volatile in Europe and could easily bounce back.
Meanwhile, in China, a very difficult transition has thus far
been managed without major economic shock. It is only in
Japan where the blunted arrows of Abenomics have struggled
to lift domestic demand. These trends are supportive of quality
commercial real estate, though it is worth noting that the
recovery, such as it is, has not been broad enough to lift the
prospects of smaller or lower quality locations. This is reflected
by a wide spread between prime and secondary initial yields.
The regional sections to follow will have more detailed
information on the supply picture, but outside of select cases
there is little evidence of a glut in construction. Those 'select
cases' are in emerging markets like India and tier 2 China;
developed markets with low vacancy like London City and
Hong Kong office or Tokyo logistics; or a few isolated

Edition 2, 2016

examples like Singapore (across sectors) or US hotels where
development has picked up ahead of demand.
Combined with a gradual reduction in incentives and low
inflation, this creates attractive conditions for real net effective
rental growth. This translates to healthy income streams for
investors in good quality real estate. As noted, although there
are some exceptions to this dynamic, recent economic
developments do not change the overall story.

Chart 1: Real GDP growth, % q/q annualized
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Source: Trading Economics, national statistics agencies, as of August 5, 2016

Chart 2: Global composite (manufacturing + services)
purchasing managers' index (PMI)
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Capital Markets
By early 2016, property's rate of capital value growth had
already started to slow in the lead recovery markets (the US,
the UK, Canada). Therefore, this year, unlike the two prior,
will not likely see property as one of the world's top
performing asset classes. This turning point, where capital
value growth gives way to income as the main driver of total
returns, is unrelated to the brewing political and financial
uncertainties recently highlighted by the UK's EU referendum.
There is no question that Brexit is a significant political shock
in local, and possibly regional terms. An initial knee-jerk
reaction led to significant redemption queues for a number of
retail funds, but at the same time attracted a wealth of
capital, particularly to the London market. These buyers,
hoping to benefit from both distress and a weaker GBP, come
from across the risk spectrum, and will likely find competition
intense and that the window of opportunity is relatively short.
It is important to put Brexit in a broader context. Transaction
volumes were slowing well in advance of the vote

(see Chart 3). There appears to be a standoff between buyers
and sellers, with the former focused on the best quality real
estate and unwilling to pay ever-higher prices, while the latter
have no incentive to sell at a discount. Brexit has helped prove
this thesis, with the transactional evidence thus far showing
no clear, single direction of travel in terms of value discounts.
Some assets have even gone at a premium to asking price.
Nor was the slowdown in transaction volumes confined to the
UK. Activity levels, ex-multifamily, have been slowing in the US
for some time, while in 2Q16 Asia Pacific volumes were at
their lowest since the 2009 financial crisis. Many European
markets also experienced a slide in transactional action in
1H16.
It appears that core, the best quality commercial real estate, is
sold out. Unlike 2006-07, buyers are very narrowly focused
and, as a result, prices have not risen for lower quality real
estate or secondary locations. In the UK, the spread of
secondary yields over prime stood at 400bps in 2Q16,
compared to 200bps at its narrowest at the end of 2006.
Comparable observations could be made for other developed
markets and it serves to illustrate the caution (or discipline,
depending on who you talk to) of investors today.

Chart 3: Quarterly real estate transaction volumes
(by region USD billions)
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Sources: Real Capital Analytics, UBS Asset Management, Global Real Estate Research & Strategy, July 29, 2016
Notes: *preliminary data; all figures converted to USD from local currency at prevailing rates, includes all commercial, hotel, and multifamily property transactions above USD10m
or USD 2.5m in the US, excluding development sites

Despite this, property is still in demand from investors. In a
low yielding world with an ever-longer list of sovereign debt
trading at negative interest rates in the secondary market,
property remains relatively high yielding. A number of large
institutions (pension and sovereign wealth funds) reported
disappointing results in early 2016. Universally, they cited a
desire to increase allocations to alternatives, which includes
real estate. Property will continue to attract inflows. This

highlights the major consequence of Brexit, and of uncertainty
more broadly, for property investment: long-term interest rate
expectations have once again fallen. This widens the spread
between commercial property and fixed income yields,
potentially attracting further inflows. While further sizeable
yield compression across the gateway markets is not our
central forecast, the possibility of such a scenario has
increased. Thus far, the transaction volumes argue otherwise.
5
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Strategy Viewpoint

The expanded quantitative easing programs by the ECB and
the BoJ provide just such an ultimate buyer.

There are two important and interlinked themes which will
directly influence how investors should think about the next
stage of the cycle: the reduction in anticipated returns across
asset classes and the impact of negative interest rates.
Firstly, it is almost certain that core real estate will offer lower
returns over the next cycle than it has historically. Growth and
inflation are both lower, which will influence rental change,
and entry prices have been relatively high. It is not a foregone
conclusion, but responsible managers should be preparing
their investors for this outcome. This is not a challenge unique
to property and, arguably, it will hit other asset classes harder.
Equities do not have the long-term contractual lease income
of property on which to rely, while fixed income is challenged
by the slide into negative interest rates.
Today, nearly two-thirds of all government debt in existence is
trading with a negative yield in the secondary market. This
begs the question why investors are trading assets which cost
them money. Clearly, for income investors a negative yield
does not make sense. Trading investors focused on total
return, on the other hand, are holding negative yielding bonds
with the explicit intention of selling them on at a higher price.

As noted above, the events following Brexit have further
lowered interest rate expectations. Fixed income is moving
deeper into negative yields, making property at a lower cap
rate comparatively attractive. The worry is what happens to
commercial property when the central banks start to curtail
their easing operations. It is possible that the correction starts
not with actual higher interest rates, but when central banks
start to talk about ending quantitative easing.
Today, the yield spread for good quality property is above its
long-term average and occupational markets are broadly
healthy. This mitigates the initial upside risk to property yields
from a rising risk free rate. But if yields compress further this
argument weakens. If the rise in interest rates is not due to
strengthening economies, but rather to a snap-back in
secondary bond markets as a result of less central bank
buying, this argument also weakens.
How should this influence strategy for core investors? Focus
on specific, quantifiable value creation strategies and be wary
of anything that relies on yield compression. Favor markets
where the spread to the risk free rate is well above its longterm average, like Australia, Spain, Italy, parts of the US, and
parts of Germany. Maintain a healthy buffer in your leverage.
And watch the central banks – very closely.

Chart 4: Global* 3-month treasury bill rate, 30-day moving average
(in %)
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Source: Datastream, Oxford Economics, UBS Asset Management, Global Real Estate Research & Strategy, July 29, 2016
Notes: *calculated by weighting the rates of the US, Eurozone, UK, Japan, China, and India (68% of global GDP) by nominal USD GDP
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APAC
Summary
APAC domestic demand drivers resilient in 2Q16
Broader shifts driving changes in end-user demand for
real estate space
Pullback in investment activity in 2Q16 but pricing still
firm
Relative pricing attractive, particularly given the sharp fall
in long term interest rates since Brexit
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APAC Summary

The corollary of the pullback in capital spending is that jobs
growth remains relatively healthy as corporates take on more
(flexible and part time) labor to meet output and sales targets.
The labor-intensive nature of the services sector vis-à-vis
industrial production and manufacturing also helps overall
jobs growth. Importantly, these broader shifts are driving
changes in end-user demand for commercial real estate space
with relative winners and losers between and within sectors
across the APAC region.

Demand
APAC domestic demand drivers remained resilient in 2Q16,
supported by further monetary easing, relatively healthy job
markets and the ongoing structural shift towards services
sector production. The latter is being driven by changes in
consumer preferences, improvements in technology and wage
growth (in emerging markets), but also lower global growth.
Weaker trade volumes as a result of slower global growth,
increasing trade restrictions and lack of significant
liberalization agreements in recent years means that Asia's
historical drivers of capital spending and exports have taken a
back seat to services based consumption and jobs.

On account of rising online sales and increasing imports,
demand for modern logistics space is set to remain healthy
across the APAC region. Third-party logistics providers and
retailers continue to seek well located distribution units near
major ports, railways and arterial roads. Demand for smaller
infill space is also set to remain healthy, particularly in larger
cities where there is growing demand for same/next day
delivery, and it is timely and cumbersome to transport goods
directly from wholesalers to end-users, including retailers.
Rising supply levels may constrain overall rent growth in the
sector, but occupancy levels should remain relatively robust in
the near to medium term. In contrast, with manufacturing
production and exports remaining weak, the traditional
industrial sector is expected to continue to struggle across the
APAC region in the near to medium term.

The intense pressure on costs is also driving the corporate
sector to cut back on capital spending plans and focus on
efficiency gains to maintain dividend payments. The focus on
maintaining payout ratios is linked to broad demographic
shifts taking place in the region and across the world, with a
greater share of households moving into retirement where
they rely on their pensions and accumulated wealth to meet
current spending needs.

Chart 1: APAC CBD prime office rents
(in % p.a.)
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The retail sector also remains polarized across markets, cities
and segments, albeit with the additional headwind from rising
online sales which is hitting demand for space from certain
retailer segments and types, such as the electronics sector and
those department stores with outdated shopping concepts.
Overall, demand for prime and CBD retail space remains
healthy in key cities and markets in Japan, Australia and South
Korea, supported by inbound tourists and strong demand
from food and beverage providers in key office hubs. In
contrast, demand from luxury retail space remains weak in the
Hong Kong and Singapore markets due to sluggish demand
from inbound tourists and affordability constraints – related to
high rents and/or constraints on labor supply– which are
squeezing margins. Suburban malls, where footfall and
turnover are linked to domestic household spending, are
performing relatively better in these markets.
An increasing concern for the inbound consumption theme in
Japan – at least in the near term – is the combined impact of a

Edition 2, 2016

stronger Yen and higher tariffs imposed on goods taken back
to China. The latest figures (as of July 2016) suggest that
overall tourist numbers have slowed from 31.7% year-on-year
(YoY) growth in March 16 to 15.3% in May 16. Importantly,
spend per tourist has fallen in recent months and there has
been a shift away from high valued electronics and accessories
to cosmetics and pharmaceutical goods. Looking ahead, the
upside for prime retail performance in Japan is likely to be
limited in the near term as the sharp rise in rents has squeezed
retailer margins.
In the office sector, demand for space in the developed
markets of Australia and Japan remains largely concentrated
in core markets and key fringe/suburban locations which are
benefiting from spillover effects as vacancy rates tighten in key
CBD markets. In contrast, demand in emerging office markets
has generally been focused in decentralized locations. The
contrasting focus reflects the impact of shifting supply and
demand dynamics in recent years.

9
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Supply
On the supply front, delivery of new supply has been (and will
continue to be) focused in core CBD locations in developed
markets since the financial crisis. In emerging markets, new
supply has been concentrated in decentralized locations which
have emerged as alternative office submarkets for occupiers as
a result of changes to rezoning policy and improved public
transport connections. On the demand side, diverging trends
in rents since the financial crisis has allowed occupiers to
refocus their leasing strategies on CBD markets in Australia
and Japan (which saw large rental declines in the aftermath of
2007), but forced corporates in China's key cities into
alternative office locations given elevated occupancy costs in
CBD markets.
In Singapore, rising office supply levels and weak demand
from the financial sector is set to push rents lower over the
next 12-18 months. Despite tight vacancy, rents in the Hong
Kong market are likely to slow in the near term on account of
slower growth in China, subdued demand from the financial
sector and three new office developments in the CBD. In
Japan, rising supply levels are set to pressurize occupancy
levels and prime rents from end 2017 onwards.
In China, there continues to be a clear divergence in
performance among office markets, although we have started

to see some downward pressure on occupancy across the
majority of office markets we cover. Beijing and Shanghai
continue to attract significant leasing interest from the
financial and technology sectors, particularly domestic
companies. Despite the growth of emerging office
submarkets, landlord expectations have remained high and
core office rents in Beijing and Shanghai (eg. Financial Street
in Beijing, and Little Lujiazui in Shanghai) held steady in 2Q16,
with average vacancy rates below 8%. Average office rent in
Shanghai grew by 9.7% YoY in 2Q16, while the office rent in
Beijing remained unchanged.
Shenzhen's office sector had previously been a strong
beneficiary of Chinese policies, but we are now observing an
about-turn by technology companies, which are relocating to
the city's high tech park and periphery areas for
agglomeration and cost optimization reasons. This is reflected
in the vacancy rate of the office sector in Shenzhen moving
outwards from 6.7% in 2Q15 to 8.5% in 2Q16. At the other
end of the spectrum, lower-tier cities, in general, reported
vacancy rates in excess of 12%. These include cities such as
Chengdu (37.2%), Chongqing (41.8%), Tianjin (32.8%),
Wuhan (27.2%) and Hangzhou (18.1%).
New supply coming on-stream is a certainty as multiple CBDs
continue to be planned ahead of demand in lower tier cities.
The dire situation of oversupply and poor demand will further
exacerbate the softness in occupancy and rents of these cities
in 2016, and going into 2017.

Chart 2: Prime CBD office vacancy rates
(in % of existing stock))
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Capital Markets
Data from Real Capital Analytics (RCA) for 2Q16 suggests
that investment activity excluding land sales has fallen 48%
YoY across the APAC region (in USD terms). The sharpest
declines have been seen in the industrial and retail segments
which have seen transactions fall 55% and 67% respectively.
Even after controlling for the impact of the stronger USD
(outside of the 12% Yen strengthening which would flatter
USD denominated investment volumes in Japan) the pullback
in transactional activity has been broad based across the three
markets that represent the majority of APAC investment
activity (Australia, China and Japan).
In local currency terms, volumes in 2Q16 have fallen 50% in
Japan, 63% in Australia and 80% in China over the year,
although smaller markets such as Singapore have been more
resilient, supported by large one-off transactions. On the
demand side, the weaker transactional environment reflects a
combination of increased investor caution and growing
regional political risks, but also reduced supply of investment
assets with existing holders of core real estate assets sitting on
the sidelines as values continue to move higher.

Ten year government bond yields moved lower in 2Q16 as a
result of Brexit (for existing debt, 10 year government bond
yields fell 20 bps in Japan to -0.2%, 50 bps in Australia to
2.0% and 30 bps in the US to 1.5%). The impact of low
returns on fixed income (for holding periods equivalent to a
typical property investment) and a lack of alternative options
for reinvested capital is likely to ensure overall investment
activity remains subdued in the near term.
In terms of performance, core real estate values in the
developed markets of Japan and Australia, Tier 1 cities of
China and certain market/sector combinations such as Hong
Kong offices, continued to grind higher in 2Q16. Preliminary
data suggests the uplift has been driven by rent growth and
some further minor yield compression in select markets. Core
performance in the developed markets of Australia, Japan and
Hong Kong offices is likely to remain relatively healthy in 2H16
despite the macro outlook remaining weak (Japan) or sluggish
relative to historical averages (Australia and Hong Kong). In
the near to medium term, the key constraint for new capital
will be finding suitable products to purchase in APAC.
Although there are downside risks around the outlooks for
China and Japan's economies, we expect the 'lower for ever
longer' environment to support core performance in the near
term.

Chart 3: APAC investment volumes
(USD billion, quarterly and 12 month rolling sum)
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Viewpoint
Although yields across the APAC region are at or close to
historical lows, demand for real estate exposure in a multiasset context is set to remain healthy in the near to medium
term. Capital inflows into the asset class will continue to be
supported by broad structural shifts across the region related
to demographics and demand for income producing assets on
the one hand and (ex-ante) excess supply of private
(household and/or corporate) sector savings on the other. Part
of these excess savings will continue to find its way into real
estate, both in APAC and in other regions (or is gradually
finding its way into private real estate as in the case of Japan).
In the absence of a sharp pickup macro growth in APAC –
driven either by a pickup in credit growth or external demand,
none of which are likely anytime soon – return expectations
for new capital are likely to be lower over the next five years
compared to recent performance and historical averages.
However, with long term interest rate expectations falling
sharply since Brexit, yields on government bonds have been
pushed further into negative territory in Japan and 'safe
haven' European markets. As such, on a comparative basis,
real estate pricing and return expectations continue to look
relatively attractive for new capital. On the flip side, the
elevated yield spread offers investors some downside
protection should the US economy see tighter than expected
interest rates in 2H16 and into 2017.
How should investors into the APAC region be positioned over
the near to medium term? Focus on quantifiable income
creation strategies including selective value-added
opportunities, and be cautious of any investments that
depend on yield compression and above inflation capital
growth in driving performance. Favor markets and sectors
where the spread to the risk free rate is above its long-term
average and borrowing costs are accretive to leverage, such as
Australia, or where occupational markets remain tight, such as
China's Tier 1 cities and Hong Kong, and there are clear valueadded opportunities for new capital. Favor themes that are
linked to China's ongoing structural shift towards services
sector jobs and consumption – such as hotels exposure in
Japan, emerging retail locations that are seeing strong growth
from Chinese tourists, or rising online sales such as good
quality modern logistics space.
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European
Summary
Despite uncertainties occupational demand continues to
strengthen
Shortage of good quality CRE for occupation is driving
prime rental growth
Sharp slowdown in UK investment activity while rest of
Europe sees a bounce-back on 1Q
Market fundamentals remain strong but geopolitical risks
are accentuated
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European Summary

Italy (-5.7). Similarly, consumers in the UK were also more
downbeat during 2Q, linked to the uncertainty surrounding
the EU Referendum result. The confidence indicator balance
worsened in the UK (-2.2) during 2Q.

Demand

Retailer confidence also corrected during 2Q as a result of
negative developments in recent business activity. From a
country perspective, confidence worsened markedly in Italy (9.0) and the UK (-13.4) and less so Spain (-1.5) and the
Netherlands (-1.0). By contrast, confidence improved
marginally in Germany (+0.6) and France (+0.7). Despite the
reduction in consumer and retailer confidence during the
quarter, retail sales volumes held up relatively well. However,
there are concerns over the direction of future retail sales in
the UK for the rest of the year. Further falls in consumer and
retailer confidence are likely to impact retail sales volumes.
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Prior to the Brexit vote the eurozone economy was continuing
to gather momentum, driven by further strengthening of the
domestic economy. Employment has been growing at a steady
rate of 1-1.4% since the second half of 2015, supported in
part by a continual improvement in lending conditions which
has encouraged corporate expansion. Excluding London, the
quarterly aggregate take-up for European markets reached
the highest 2Q level since 2007, and a 10% increase on the
volume of transactions completed in 1Q. In London,
occupational demand was impacted by uncertainty in the runup to the referendum, with take-up falling to the lowest level
since 2012.

Chart 2: Consumer confidence – Outlook next 12 months

Jul 07

The potential consequences of the Brexit vote have dominated
economic commentary in the aftermath of the historic
decision. It is too early to assess the full implications for both
the UK and Europe, although economic commentators
unanimously expect that there will be negative short-term
impacts on growth stemming from heightened uncertainty.
The impact will be primarily felt in the UK, where under a soft
Brexit scenario, between 0.5-1 percentage point (p.p.) is
expected to be lost from GDP in 2017, but ultimately avoiding
a recession. For the eurozone only circa 0.1-0.2 p.p. has been
trimmed of the expected growth level as a direct consequence
of the vote to exit.

Eurozone

Source: Datastream, DG ECFIN

Chart 1: Aggregate European office take-up volumes
(including Central London)
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Consumer confidence in the eurozone trended down during
June and July after a brief respite in the spring due to
improvements in employment expectations. Confidence
stands at -7.9 in July, down from -6.3 in January, although it
did improve strongly during 2Q in Germany (+4.6), France
(+4.5) and the Netherlands (+10.1) and to a lesser extent in
Spain (+2.7). By contrast, confidence worsened markedly in

While it is clear that future occupational demand in the UK
will be impacted to some extent by the Brexit vote, the impact
on the wider European occupational market is less clear.
Although the economic forecasts suggest the direct impact on
the European markets may remain fairly limited, or even
provide a boost to other competing financial markets, the
event itself has accentuated the geopolitical risks and
uncertainties hanging over European markets. Data for the
end of 2Q16 suggests that the heightened uncertainty hasn’t
yet slowed the momentum in real estate markets; however,
already in 3Q there has been several atrocities in France and
Germany, an unsuccessful military uprising in Turkey, while
although unrelated, the emergence of fundamental
weaknesses within the Italian sector serves as a reminder that
some countries are still struggling with the legacy from the
financial crisis nearly a decade ago. These events in addition to
the Brexit vote and subsequent negotiations have the
potential to give further momentum to the rise of populist
movements, which were already established across Europe.
And with general elections in France, Germany and the
Netherlands on the horizon in 2017, we have to highlight that
while domestic market fundamentals generally remain
supportive of real estate, the downside political risks have
again accelerated.
14
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Supply
As occupier demand for office space in Europe has improved,
the overall vacancy rate has been edging down from its peak
of 10.3% in 2010, and now stands at 8.6% after falling by a
further 0.1 p.p in 2Q16. However, some key markets recorded
an increase in vacancy during the quarter, including London
where the vacancy rate increased by 0.3 p.p, as the
referendum-driven slowdown in demand coincided with the
completion of a significant amount of new space, a trend we
expect to continue for the next 18 months. The regional UK
markets, however, generally saw vacancies come down as
they have a much smaller supply pipeline coming through to
the market. Other notable increases in vacancies were
recorded in Milan (0.5 p.p), Rome (0.4 p.p.), Frankfurt (0.4
p.p.) and Stockholm (0.3 p.p.). Most of the other key markets
continued to see vacancy levels reduce gradually, with
particularly strong reductions coming through in Barcelona
(-0.6 p.p), Munich (-0.5 p.p) and Amsterdam and Brussels
(-0.3 p.p).
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Conversely, due to the lack of new supply in central locations,
we are continuing to see positive rental growth coming
through in the prime segment of the market. The Weighted
Average EU-15 Office Market Rent Index rose by 0.4% in 2Q,
taking annual growth to 2.7%. While this is unexceptional
growth compared to previous recovery periods, it is
nonetheless encouraging that rents are moving in an upward
trajectory after several years of stagnation and decline. With a
limited speculative development pipeline, most markets should
continue to see an improvement in rental levels for highquality, well-located office space. The outlook for secondary
property, particularly assets in challenged locations, remains
weak in most markets.

Chart 3: Prime rent index
(1Q00 = 100)
240
220
200
180

Despite the improved outlook for occupier demand,
development activity remains constrained in most European
markets. Total space under construction as a percentage of
total stock stood at 3.6% at 2Q16, well below the 6% plus
levels which were typical prior to the financial crisis.
Furthermore, much of the space under construction in the
current development cycle is pre-let, or contains a significant
pre-let component, reflecting the restricted access to finance
for purely speculative schemes. Much of the space under
construction in Europe is focused in London, where it
accounts for 7% of the total stock and in some CEE markets,
in particular Warsaw and Moscow. In core western European
markets development levels are typically around or below 2%
of stock, even in markets such as Munich where vacancy levels
are at historic lows.
This is contributing to a continuing polarization of available
space in CBD and CBD fringe sub-markets, which are now in
many cases under-supplied. Peripheral sub-markets are also
still suffering from high vacancy rates left over from the
previous cycle in combination with a weakness in occupier
demand for this type of office space. Structural oversupply in
these areas is maintaining overall vacancy rates at a high level,
and even markets which have seen a strong recovery in
demand are still seeing vacancy rates in some peripheral
submarkets at above 20%.
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In the retail sector, prime supply is restricted in major cities
across Europe as demand remains robust from global retailers
focused on big cities and dominant shopping centers. Luxury
retailers are also an important feature of demand for prime
retail markets, particularly in major tourist destinations across
Europe; however, value/discount retailers are becoming
increasingly prominent, albeit away from the prime pitch in
more cost effective secondary space. Food and beverage
retailers are also forming a greater proportion of demand in
major cities and are shaping European high streets, especially
those with large tourist populations.
As a direct result of strong demand for prime space, prime
rents in major European retail markets have grown this year.
Rome and Milan recorded substantial increases in rents during
the first quarter, with rents now 23% and 16% higher than at
the start of the year. Rome benefited from most new market
entrants and Milan from increased visitor numbers.
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Capital Markets
The outcome of the Brexit vote came as a surprise to a market
which had already experienced a relatively fraught first six
months of the year, with concerns about pricing, financial
market volatility, geopolitical risks and an emerging market
slowdown. As with the occupational side, it is too early to fully
quantify the impact, although preliminary evidence suggests
assets in London are trading at a discount due to the
heightened risk. Nonetheless the majority of UK institutions
are currently bidding their time, and the only market evidence
has come from the small pool retail funds with daily dealing
liquidity requirements, and which have had to rapidly sell
some assets in order to meet redemptions.
Up until the referendum result itself, sentiment in Europe had
been cautious but broadly positive. Overall transaction
volumes in the second quarter more or less matched those of
the first, bringing the half-year total to circa EUR 107 billion –
down on the exceptionally high levels reached in 2015 but
comfortably above the long-term average. Most markets saw
activity increasing in the second quarter, but the 2Q volume
was held back by a slow quarter in the UK where volumes
declined in the UK by about 45% compared with the same
period last year, reflecting both uncertainty due to the
referendum and the UK's relatively advanced position in its
cycle. Accordingly, CBRE yields on London City offices, as well
as in a selection of regional office, industrial and retail
markets, have provisionally moved out by 25 bps to 4.25%.

Although the UK is the only western European market now
experiencing outward yield movement, we are starting to see
yield compression ease in both the prime office and retail
sectors. In both of these sectors, all of the five main German
centers experienced yield compression, perhaps reflecting the
perceived safe haven status of the market in the heightened
uncertainty. The only other market to experience yield
compression in 2Q was Vienna. There was, however, more
widespread inward movement within the logistics markets
with yields in the main French, German and Spanish markets
moving in by 20-25 bps while the markets in the Netherlands
and Italy saw smaller inward movements of 5-10 bps.
Investors appear willing to look at non-core markets to try and
generate returns, although there appears to still be a marked
preference for core, "best-in-class" assets, a tendency which is
only likely to become more entrenched in the wake of Brexit.
Unlike 2007-08, investors do not appear to have the risk
appetite to purchase more secondary assets and LTV ratios are
generally much lower across markets. In light of this, we
would expect there to potentially be very limited further yield
compression, particularly given the lower interest rate
environment, and the attractive risk premium property still
offers over government bonds. Considering the current
volatility in equity markets, it is therefore difficult to see a
mass outflow of capital from property occurring over the next
12 months. That said, we are likely to see considerable
geopolitical challenges over the next half year, which may
deter investment from overseas buyers, who have previously
been attracted to Europe for its relative stability.

Chart 4: European Investment volumes

Chart 5: European Yield Index

(EUR million)

(1Q06 = 100)

9.0
8.0
7.0
6.0
5.0
4.0
3.0
2.0
1.0
0.0
1Q06 2Q07 3Q08 4Q09 1Q11 2Q12 3Q13 4Q14 1Q16
Retail Yield

Industrial Yield

Office Yield

90'000
80'000
70'000
60'000
50'000
40'000
30'000
20'000
10'000
Q1
2013
UK
Spain

Q3
2013

Q1
2014
France
Benelux

Q3
2014

Q1
2015
Germany
Nordics

Q3
2015

Q1
2016

Italy
Others

Source: CBRE 2Q16

16

Global Real Estate Summary

Edition 2, 2016

17

Global Real Estate Summary

Edition 2, 2016

Viewpoint
NPLs in the Italian banking sector
Solvencies of Italian banks have recently been attracting
investors' attention as since the beginning of Global Financial
Crisis (GFC), non-performing-loans (NPLs) have been on the
increase. With a NPL ratio to total loans of more than 16%
(equivalent to more than EUR 320 billion in total) and low Tier
1 ratio, the Italian banking sector is considered weak by the
market. Although this is undoubtedly a threat for the Italian
banking sector and economy, the direct contagion risk to
institutional commercial real estate might be limited. Circa 9%
of NPL volumes are in the retail residential sector and more
than 80% of NPLs are in the corporate sector. Real estate
comes in to play because ca. 90% of corporate NPLs are
collatorized by real estate. On the face of it, this seems to be a
concern; however, most of the real estate is outside the
institutional universe in manufacturing facilities.
However, we believe that sentiment towards the Italian real
estate market may suffer, and the ability to secure financing
may get even more restrictive. On the positive side, improving
occupier demand meets low supply, and this should support
rental growth, with real estate market fundamentals in
balance. A pausing of the Italian investment market may
create opportunities for equity rich investors or alternative
lenders.
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US
Summary
Conditions remain supportive for commercial real estate demand
Long-term interest rates and the cost of debt face downward pressure
Property sector fundamentals are beginning to differentiate
Income returns accounts for the majority of performance
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US Summary
Demand
US economic growth remains supportive of
commercial and multifamily real estate
demand. Despite a slow start to 2016, the
pace of GDP (Gross Domestic Product) growth
is expected to increase during the second half
of the year and again be growing in the range
of 1.5% to 2.5% per year, as has been the
case since 2010. As the labor market begins
its third year of expansion, job growth may be
slowing a bit, but less growth was expected as
the labor market is relatively tight with less
than 5% unemployment. Chart 1 shows that
the current job picture is actually better than
the last expansion even as it is below the
expansion of the mid-1990s. An expansion
begins in the month all jobs lost during a
recession were recovered.

Chart 1: US employment expansions
(Index 100=month expansion began)
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The US is experiencing a bit more inflation than last year. Headline consumer prices rose by 1.1% year-over-year. Core inflation,
which excludes food and energy, grew by 2.3% as of June 2016, chart 2.

Chart 2: Inflation
(Year-over-year in %)
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Income is driving commercial and multifamily real estate performance in 2016. Rents and occupancy rates are the building blocks
of income. Rent growth–shown in chart 3–is rising well in excess of inflation across all property types. Occupancy rates appear to
be stabilizing in the hotel and multifamily sectors and continuing to rise in the office, retail and industrial sectors. Income
accounted for a little more than half of private commercial real estate return during the first half of 2016, a long-anticipated
change to the composition of total return.

Chart 3: US rent growth
(Year-over-year rent growth in %)
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Apartments
Continuing job growth, increasing household formation, and
relatively low homeownership rates support demand for
rentals. As long as hiring continues and vacancy does not rise
much above 5%, landlords should continue to grow rents.
Homeownership could flatten out in 2016 but is unlikely to
rise.
Hotels
We expect slowing RevPAR growth (Revenue per Available
Room) as occupancy rates moderate from peak levels and
operators depend more heavily on room rate increases to drive
growth. Still, demand for hotel rooms remains high even as
new construction is likely beginning to exceed demand.
Industrial
Industrial availability declined to 8.7% during the second
quarter, marking the lowest national availability rate in 15
years. Broad domestic growth and strong e-commerce sales
appear to be offsetting the negative effects of diminished oil
drilling and downward pressure on exports.

Supply
Vacancy rates in the US are stable-to-falling across all major
property types, see chart 4, and rents are growing at rates in
excess of inflation, helping to maintain strong Net Operating

Office
US office vacancy declined by 10 bps during the second
quarter to 13.0%; however, the details are diverging between
city and suburban locations. Downtown office vacancy was up
20 bps in 2016 to 10.5%. While Downtown office rent
growth is decelerating, it remains elevated adding 7.0% in the
year ended June 2016. Vacancy is 14.4% on average in
Suburban office markets, which is nearly 400 bps higher than
Downtown locations but has decreased 60 bps over the year.
Retail
Availability at Neighborhood, Community and Strip Shopping
Centers fell below 11% for the first time since 2008, finishing
the second quarter at 10.9%. Retail rents are growing in a
range of 1.5% to 2% annually. Retail sales growth has
accelerated over the past five months and grew 3.2% in the
year ended June 2016. Slow wage growth may be offsetting
some of the benefits an expanding labor market would
traditionally offer the retail sector.

Income growth rates. Historically, attractive income growth
would generate more development than what is currently
underway; however, subdued economic growth and more
restrained underwriting standards have helped curtail the
potential for a build-up in new supply.
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service hotel construction is already above long-term average
levels. Limited service hotel supply is expected to rise over the
balance of the year.

Chart 4: Change in vacancy
(Year-over-year change; basis points)
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Apartments
Apartment construction is likely nearing a peak, which is
putting some upward pressure on vacancy. Average rent
growth is near 4% year-over-year. In light of increasing
supply, rent growth will likely decelerate over the coming year.
Even as supply growth rivals record highs, apartment vacancy
remains low at 4.4%, up 10 basis points from 2Q15.
Hotels
The hotel sector is likely near peak performance as supply
growth rises to meet the current high levels of demand. Full

Capital Markets
During the first six months of 2016, capital appreciation was
about half of what it was during the first half of 2015, chart
5. Investors have achieved the strong net operating income
growth that was anticipated as cap rates were falling in recent
years. As income growth continues to be above-average, the
broadest measure of average market cap rates in the US is
likely fairly flat today; however, individual cap rate movements
would differ greatly by location and property type.

The yield curve has flattened in 2016 primarily due to
decreasing rates on long-term bonds, which implies that in
isolation, interest rate movement is not currently putting
upward pressure on cap rates. Global uncertainty drove more
capital into the safety of long-term bonds during the second
quarter. After falling 50 basis points (bps) during the first

Retail
Construction of new retail projects is near the lowest rates on
record (data begin in 1980). After 2015 saw only a 0.5%
increase in the stock of shopping centers in the US,
construction amounted to only 0.2% during the first half of
2016. Second quarter 2016 availability was 10.9% for
neighborhood, community and strip centers, down 30 bps
over twelve months.

quarter, the rate on the 10-Year US Treasury fell an additional
30 bps, approaching 1.5% by the end of June. The cost of
debt moved slightly lower; however, the Federal Reserve has
reported that its survey of senior loan officers shows some
tightening in underwriting standards, which will likely serve to
slow development activity but does not appear to be directly
impacting the ability of high-quality borrowers to obtain core
debt.

Chart 5: Returns and transaction volume
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Record transaction volume is leveling off at a high amount, a
phenomenon we began to anticipate in late-2015. US
transactions totaled USD 444 billion in the year ended June
2016 (excluding entity-level transactions), which represents no
increase from the year ended June 2015.

Office
New construction in the office sector remains modest overall.
After adding only 1.0% of inventory in 2015, construction is
on pace to be slightly below 1.0% in 2016. Even though the
Suburban office vacancy rate is nearly 400 bps higher than
Downtown office vacancy, Downtown locations generally
have greater barriers to supply. As such, the first six months of
2016 saw an increase of 0.5% in Suburban office inventory
compared to 0.3% in Downtown office.
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Viewpoint
We continue to expect positive total return even as
appreciation is lower than the levels realized in 2015. Capital
market conditions remain broadly supportive of real estate
performance with low interest rates, functioning debt
availability, and normalizing sales volume. Commercial and
multifamily fundamentals are expected to continue to be
supported by growth in the US economy and job market.
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