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US commercial real estate performance reflects the strength of fundamentals.
2015 produced a sixth year of above-average appreciation and strong income growth.
Tax reform passed in December 2015 potentially benefits qualified foreign pension plans.
Positive outlook for 2016 even with reduced expectations for total return.

Current condition
Even with volatility in the equities markets and bonds repricing, conditions remain supportive for US commercial real estate. Interest rates are
low; rent growth is strong and supply growth remains low-to-balanced across the major property types. As shown in exhibit 1, vacancy rates
are either decreasing or stable at low levels across the sectors.
Private commercial real estate performance reflects the strength of those fundamental conditions. NCREIF Fund Index-ODCE total return reached
3.3% during the fourth quarter of 2015. At the unlevered, property level, the NCREIF Property Index produced a total return of 2.9%.
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Commercial Real Estate
Heading into the new year, acceleration in employment growth
bodes well for continued net absorption of unoccupied
commercial real estate.
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The US labor market averaged a gain of 235,000 jobs per month
during the six months ended February 2016, which was a relief
after a slowdown during the late summer. Ultimately, we
anticipate a total of 2.5 million new jobs to be created in the US
during 2016.
Even as the labor market accelerated, growth in Gross Domestic
Product (GDP) slowed, exhibit 2. Between 4Q14 and 4Q15, the
US economy grew 1.9%. As has been the case for the duration
of this expansion, slow positive growth in domestic GDP was
enough to support continued demand across all commercial real
estate property types during the second half of 2015.
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Exhibit 2 – Economic fundamentals
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The 10-year Treasury rate began rising in advance of the Federal
Reserve's announcement, sunk below 2% in October 2015 and
rose again through the balance of the fourth quarter. By the
beginning of the first quarter, however, global uncertainty and
low overall inflation expectations put renewed downward
pressure on the long-end of the yield curve. Ultimately, the yield
curve flattened in the US.
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After nine years without an increase, the Federal Reserve finally
announced a higher Federal Funds Rate target of 25 basis points
(bps) in December 2015.
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Exhibit 1 - Vacancy rates

Measured by the Consumer Price Index, inflation was up only
0.7% during the year ended December 2015. We expect
upward pressure on inflation in 2016 as the largest decreases in
energy prices roll off the 12-month figure, and wages should
rise faster than in recent years.
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Nationally, sales reached an all-time high of USD 456 billion for
the five major property types during 2015, exhibit 3, (excludes
entity-level transactions). We expect that transaction volume
will level-off in 2016 as Real Estate Investment Trusts reduce
acquisitions activity, shifting capital toward share buybacks.
News came in December 2015 of a decrease in the tax and
withholding requirements for foreign investors in US real estate.
Only time will reveal the magnitude of the effect that changes to
the Foreign Investment in Real Property Tax Act of 1980 (FIRPTA)
will have on foreign investment in US commercial real estate.
Some global pension funds qualify for new exemptions but not
all. We expect a boost to transaction volume to come from
FIRPTA reform over the next few years; however, the impact is
likely to be most measurable in the largest, most liquid US cities
where foreign investment already represents more than 10% of
the annual sales.
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Property types
Apartments
The acceleration in job growth was welcome news for
apartment owners. Demand for apartment rentals continues to
be supported by low homeownership rates and increasing
household formation rates. Supply growth is expected to peak
during 2016, putting some upward pressure on vacancy rates.
Homeownership could flatten out over the coming year but is
unlikely to rise. Even as supply growth rivals record highs,
apartment vacancy remains low at 4.5%, which is actually down
20 basis points (bps) from one year ago.
Hotels
The hotel sector is likely near peak performance as supply
growth rises to meet the current high levels of demand. Full
Service hotel construction is above long-term average levels with
Limited Service hotel supply expected to rise over the next year.
In 2016, we expect slightly positive RevPAR growth (Revenue per
Available Room) to be driven by room rate increases as
occupancy levels off at record high levels.
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Industrial
Industrial rents grew by 3.4% during 2015 and availability
ended the year at 9.4%, the lowest rate since mid-2001.
Weakness in US exports is a concern, which is counter-balanced
by growth in the broad economy and moderate levels of supply
growth, leading to a positive outlook for industrial overall.
Office
The office sector continues to be characterized by the differing
performance of Downtown and Suburban assets. Downtown
office markets average 10.3% vacancy, which is much tighter
than their Suburban counterparts where vacancy averages
14.7%. Rent growth for Suburban offices did speed up to 3.5%
during 2015; even so, office properties in Downtown locations
posted 7.8% gross rent growth for the year.
Retail
With a total return of15.3% in 2015, (see exhibit 4) retail
overtook industrial as the top performing sector in the NPI.
Driving that outperformance was the dominant mall subsector.
Overall retail availability was 11.2% at the end of 2015, down
20 bps for the year. Rent growth is positive but has been lagging
all other property types, as has new construction. Retail supply
increased by only 0.5% in 2015.

Viewpoint
Exhibit 4 – Historical performance (%)
As presented in our January US Real Estate Outlook 2016, our
Base Case expectation is for continued positive momentum in
the US economy to support income growth in the commercial
real estate markets.
Upward pressure on rates (be they interest rates or required
rates of return) will likely slow appreciation. Most of the total
return would again be derived from income growth–as has been
the case over the very long run; refer to 10- and 20-year average
annual return breakouts in exhibit 4.
Since our Base Case was published, equity markets experienced
a highly volatile start to 2016. In the US bond markets, risk
spreads first widened but have begun to shrink somewhat. None
of these short-term fluctuations changes our broad expectations
or guidance concerning commercial real estate over the balance
of 2016.
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NCREIF total returns by property type
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