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Let the good times roll — we aren’t done yet. Sales transactions in
U.S. commercial property markets picked up in the first half of
2018 (1H 2018). Though the gains were modest, amounting to just
4% over the first half of 2017, year-over-year transaction volumes
rose in two consecutive quarters for the first time since late 2015,
after falling in seven of the prior eight quarters. And sales of trophy
and other high-priced assets faired even better, jumping almost 9%
in 1H 2018.
Prices also have shown healthy gains in 2018, further
demonstrating a strong investor appetite for property. Measured on
a matched-pairs basis, prices for every major property sector rose
in 1H 2018 relative to a year earlier. Only central business district
(CBD) offices in major markets declined, reflecting investor
resistance at the highest end of the market. At the same time, more
buyers are targeting lower-priced assets in more affordable
markets, so prices per square foot of building area are falling
across several sectors, as average building quality declines for
assets that transact.
The news has not been uniformly favorable. Trades of office
properties in suburban and especially downtown locations have
dropped considerably, while sales in all sectors aside from
industrial are well off cyclical highs reached in 2015, now three
years ago.
Nonetheless, overall demand for U.S. property remains robust.
Neither trade tensions between the U.S. and its leading trading
partners nor rising interest rates seem to be impacting foreign
demand for U.S. property. Though China continues to offload
recent acquisitions and pull back from new purchases, offshore
demand has grown much more than domestic demand.

Key Takeaways
> Investment capital flows remain robust by historical standards.
Overall transaction volumes for 1H 2018 were up 4% from a year
ago (1H 2017). Year-over-year transaction volumes rose in each
of the past two quarters, reversing a string of mostly negative
trends.
> Multifamily led all sectors in total volume, but the industrial sector
continues to post the largest gains in market share among the
major property types. Hotels boasted the biggest annual gains of
all, with sales up 38%, though on half the volume of industrial.
Meanwhile, office was the weakest of the major sectors, down
13% on the year.
> Entity and portfolio purchases have staged a moderate comeback
this year, gaining almost 10% during early 2018, while individual
property transactions have been relatively stable with just a 2%
gain. Still, multi-property transactions are nowhere near their
former significance, down over 40% since 2015 while individual
property transactions are about the same.
> Investors continue to shift capital from primary into secondary
markets, and from CBDs into inner suburban submarkets —
especially for apartments and offices — and particularly for
foreign investors, who feel increasingly confident seeking greater
returns outside the top markets.
> Pricing remains strong as values increased in all sectors in 1H
2018 over a year ago, led by apartments; office and industrial
properties also registered strong gains. Appreciation was
generally stronger in the secondary markets, reflecting the rich
pricing in most major markets.
> With the U.S. continuing to outperform most developed
economies and interest rates still relatively low by historic
standards, U.S. property remains attractive for investors, which
will keep property capital markets strong and attract offshore
capital to our markets, despite rising trade tensions.

Overall Transaction Volumes and Investment Flows
After consistently trending down in recent years, sales transactions
in U.S. commercial property markets climbed in the first half of
2018. Year-over-year transaction volumes had fallen in seven
of the prior eight quarters through the end of 2017, but then
reversed course, rising in each of the last two quarters — the first
consecutive quarterly gains since late 2015.
Though the gains were modest, the improvements were broad
based, with nearly all sectors either reversing prior declines or
growing more quickly than last year. Of the major sectors, only
office experienced more significant declines, with both CBD and
suburban offices showing double-digit drops. Malls and garden
apartments also declined, as did senior housing, while warehouses
surged.
The U.S. markets remain attractive globally. Despite growing trade
tensions and the rising value of the dollar, the U.S. share of global
acquisitions rose in the first half of 2018 back up to its historical
peak levels.
> U.S. property markets saw an estimated $236 billion in sales
transactions in 1H 2018, up 4% from 1H 2017. This volume was
an impressive showing by historical standards — the third highest
first half in this cycle and 24% greater than the average of all
first-half-year periods since the economic recovery began in
earnest in 2011. Sales volumes typically are about 25% greater
in the second half of the year as investors rush complete deals
before year end, and thus are not fair comparison for first half
deals. Large deals — those $25 million and up — did even better,
up 9% over 2017, excluding land deals and M&A activity.
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> However, the U.S. share of the top investment markets globally
fell sharply this year, with 59% of the investment volumes in the
top 10 markets, down from 73% last year. New York remains the
top market globally, as it has been every year since at least 2012.
Chicago joined the ranks of the top 10 at #9, while Boston and
Atlanta both slid out.
> Looking more broadly, the U.S. share of the top 30 markets
globally — which account for almost half of all transactions
globally — also fell in the last year, from 59% to 56%. The
disparity between the U.S.’s growing share of all transactions
but falling share of transactions in the top markets demonstrates
growing investment in U.S. secondary and tertiary markets.
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NYC Metro
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$26,034,199,726
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Hong Kong

$19,680,852,542

89%
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London Metro

$17,475,786,683
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LA Metro

$15,867,480,932

4%
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SF Metro

$11,188,188,956
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DC Metro

$10,662,824,728

24%

7

Tokyo

$9,275,616,707

11%

8

Paris

$8,479,439,422

19%

9

Chicago

$8,182,315,484

42%

10

Dallas

$8,011,695,805

$250
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> The U.S. is still considered a safe haven for global investors
despite growing trade tensions. Overall, the United States
accounts for virtually half of all income property sales globally,
excluding development sites, increasing its share year over year
from 44% to 47%. One factor: the rise in foreign capital inflows.
The offshore share of U.S. property transactions rose to 14%
from less than 12% in the first half of 2017. Similarly, the U.S.
share of global cross-border transactions rose to 22% from 20%
a year earlier, though down from its peak of 29% in 2015.
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> Individual asset sales have accounted for 75% of the transaction
volume this year, up from its average of 70%. While overall deal
volume is up 4% over the past year, single-property deal volume
is up only 2% over this period, while portfolio deals were about
flat.
> On the other hand, the volume of entity deals surged 67% this
year versus a year ago, mostly on the strength of a few major
deals, including the Unibail-Rodamco acquisition of Westfield
Corp.’s global assets, and the acquisition of Singapore’s Global
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Logistic Properties (GLP) by a private equity consortium of
Chinese investors led by Hopu Investment Management. Note
that these deals, as well as several other deals each valued at
over $1 billion, involved acquisition of global companies, so the
value of the U.S. portion of their portions are only educated
guesses, not reported transaction prices.

-12%

1H 2018

1H 2017

U.S. Share of Global Top 10

59.3%

72.6%

U.S. Share of Global Top 30

56.4%

59.0%

Source: Real Capital Analytics
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Property Sector Trends
Transactions have shifted over the past decade away from office
and retail and decisively toward apartments, and these trends have
continued in the past year.
> Multifamily transactions dominated property transactions, with
almost $70 billion in assets changing hands, up a strong 8% over
the past year and reversing declines last year. All of the gains
were concentrated in mid- and hi-rise buildings (+30%), while
sales of garden communities fell (-2%).
> Industrial sales surged 26%, on the strength of a 38% spike in
warehouse sales. Investor thirst for industrial product parallels
the strength of industrial leasing, as changing logistics and rising
e-commerce favor this sector over traditional shopping centers.
> Retail managed to post a small gain on the year (+1%), though
would have declined excluding the Unibail-Rodamco acquisition
of Westfield Corp. Individual sales of retail centers fell 9% on
the year.
> Office transactions were the second most popular asset type,
with almost $58 billion in sales, but transactions nonetheless
fell by 13% — the only major asset type to post sales declines
on the year — with CBD offices (-17%) down more sharply
than suburban (-10%).
> The market saw bigger gains among large deals compared
to overall, particularly in the industrial sector. Individual and
portfolio industrial assets valued at $25+ million rose 54%,
compared to 12% for all deals in the sector. The apartment
sector also saw more gains among big deals (+19%) than all
deals (+13%), though the trends were reversed for hotels and
the retail sector.

Transaction Volumes by Property Type
All Deals $2.5 million+

1H 2018 Volume
($ billions)

Office
CBD Office

$22.7

- 17.2%

Suburban Office

$34.9

- 10.1%

All Office

$57.6

- 13.0%

Industrial
Flex

$9.8

+ 2.3%

Warehouse

$29.5

+ 36.7%

All Industrial

$39.3

+ 26.1%

Malls

$11.1

- 1.9%

Community

$23.3

+ 3.1%

All Retail

$34.4

+ 1.4%

Garden

$45.7

- 1.2%

Mid/Hi-Rise

$24.2

+ 29.9%

All Multifamily

$69.8

+ 7.7%

Hotels

$19.9

+ 38.0%

Land Development

$10.0

+ 7.2%

Senior Housing

$5.1

- 25.9%

$236.1

+ 4.1%

Retail

Multifamily

All Property Types

Source: Real Capital Analytics and Colliers International

> Overall, individual and portfolio deals rose three times as much
for large deals (+9%) compared to all deals (3%). The shift
to larger deals reflects the record amounts of dry power that
investors want to put to work, combined with record asset
pricing.
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1H 2018 vs. 1H 2017
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Change in Transaction Volumes by Property Type
Individual and Portfolio Deals Only*

1H 2018 vs. 1H 2017
All Deals $2.5M+

Large Deals $25M+

Office

- 13.0%

- 7.8%

Industrial

+ 11.7%

+ 54.1%

Retail

- 10.3%

- 13.8%

Multifamily

+ 13.0%

+ 19.0%

Hotels

+ 38.0%

+ 26.6%

+ 2.8

+ 8.6%

All Property Types

Property Prices and Returns
The pickup in sales activity this year was reflected in pricing, as
appreciation continued in the first half of 2018, resulting in record
low cap rates. Led by apartments, all sectors experienced price
increases, with gains moderately higher outside the major markets.
Nonetheless, prices per square foot of building area either declined
or grew more moderately than headline prices, suggesting asset
quality is falling among buildings that transact as investors chase
yield in lower-priced markets.

Indexed Price Appreciation for Repeat Sales
2Q 2018 vs. 2Q 2017

2Q 2018 vs. 1Q 2018

Property Type

* Entity sales are excluded from “All Deals” volumes.
Source: Real Capital Analytics and Real Estate Alert

The composition of transactions by property type has changed
significantly in recent years, rising for apartments and warehouses
while falling for offices and hotels:
> At the last investment peak in 2007, office buildings accounted
for 38% of all property sales by dollar volume, far outpacing all
other sectors. The distribution across property types is more
balanced now, with the office share falling to 25% this year.
> Apartments surged from just 19% in 2007 to 33% last year,
falling back to 31% this year. The industrial sector also gained
since 2007, particularly in recent years, though less dramatically
than apartments, while the hotels share has declined, and retail
is about even with its share a decade ago.

All Property Types

6.5%

1.2%

Apartment

11.6%

3.0%

Hotel

3.3%

1.3%

Industrial

6.5%

-0.1%

Office - CBD

-2.2%

-0.9%

Office - Suburban

6.0%

3.6%

Retail

0.9%

0.2%

Major Markets (Top Six Metros)
All Property Types

5.6%

1.2%

Apartment

7.6%

1.5%

Hotel

2.7%

-1.9%

Industrial

9.5%

0.3%

Share of Transactions Volume Over Time,
by Property Type (Excluding Land)

Office - CBD

-5.6%

-1.7%

Office - Suburban

6.3%

2.6%

40.0%

Retail

0.5%

0.8%

All Property Types

6.9%

1.4%

Apartment

13.5%

3.5%

Hotel

5.1%

2.9%

Industrial

5.0%

0.9%

Office - CBD

3.4%

-0.2%

Office - Suburban

8.2%

3.5%

Retail

1.0%

0.1%

Secondary and Tertiary Metros
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> Our primary gauge of price movements is the RCA Commercial
Property Price Indices (CPPI), which measures real estate price
changes based on “repeat sales,” or sales of the same properties,
which implicitly controls for product quality.
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> The price index for all property types nationally rose 6.5% over
the past year, down slightly from early 2017 when prices rose
7.9% over the prior year. Reversing prior trends, appreciation
in the primary markets (+5.6%) lagged in comparison to the
secondary and tertiary markets (+6.9%), reflecting stronger
leasing trends in these markets, as well as investor resistance to
increasingly frothy pricing in the primary markets, particularly for
trophy assets.

Prices measured per square foot of building size — or per unit for
residential product — yield similar trends:

> Apartments have seen by far the greatest gains this year
(+11.6%), particularly in secondary markets (+13.5%), though
apartment appreciation in the major markets were also healthy
(+7.6%). Industrial properties (+6.5%) and suburban office
(+6.0%) both saw decent appreciation, both in major and nonmajor markets. However, retail continues to struggle, which
was flat for the year, while CBD office in the top metros was the
weakest sector (-5.6%), reversing strong gains a year earlier
(+19.5%).

> Hotels, multifamily and industrial all posted healthy gains, helped
by slightly falling cap rates, though warehouse prices weakened
in the second quarter.

> Excluding the volatile land sector, office has experienced the
greatest price declines over the past year. Office cap rates rose
marginally, and was the only sector with higher cap rates this
year, further suggesting weakening investor demand and a lower
quality of product transacting this year.

> RCA data shows that prices seem to have fallen back during the
second quarter, a trend reinforced by an analysis from Ten-X,
which finds that prices have now fallen overall for six consecutive
months, which Ten-X largely blames on an increasing gap
between buyer and seller expectations.

Change in Price per Square foot (Per Unit for Apartments, Hotels, and Senior Housing)
Metric

1H 2018 vs. 1H 2017

2Q 2018 vs. 1Q 2018

Office

Price / SF

-1.8%

-5.5%

Industrial

Price / SF

7.1%

-3.8%

Retail

Price / SF

2.4%

-2.8%

Multifamily

Price / Unit

8.1%

4.0%

Hotels

Price / Unit

12.3%

18.2%

Land Development

Price / SF

-11.6%

-0.1%

Senior Housing

Price / Unit

-1.6%

8.9%

Source: Real Capital Analytics and Colliers International

Prices are now well above the peak prices reached in the last cycle,
at least on a nominal, non-inflated adjusted basis. Investors have
bid up prices and cap rates have fallen to historic lows, driving
down returns after an extended period of double-digit returns.
> Price gains have been concentrated within the major markets
over the past decade. Apartments have seen the greatest gains,
with values up 81% over peak prices in the last cycle. CBD offices
have also experienced significant gains this cycle (+44%), though
down 6% from last year. Though industrial lagged other sectors,
recent appreciation has pushed up prices to more than a third
above their prior peak.

> The gains for retail and suburban office have been much more
modest, up 10% and 9%, respectively, over their 2007 peaks.
> Outside of the primary markets, only the apartment sector has
established new pricing peaks significantly above those reached
in the prior cycle. Prices for industrial and CBD offices in the
secondary markets have only recently regained new peak levels
over those reached a full decade ago.
> Both retail and suburban office outside of the major markets are
still below their prior peaks, reflecting consumer and tenant shifts
away from these product types, especially in secondary locations.

U.S. Property Prices over Time - Indexed to 2001
Current Prices Relative to Peak Prices in Last Cycle
Multifamily

CBD Office

Suburban Office

Industrial

Retail

Top Six Metro Markets

80.9%

43.5%

8.8%

34.2%

10.4%

Secondary and Tertiary Markets

52.8%

13.9%

-2.1%

5.6%

-9.2%

Source: Real Capital Analytics and Colliers International
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> With cap rates generally continuing to fall over the last year,
albeit marginally, cap rates remain at or near their all-time lows
in every sector, and below their lows in the prior cycle. The
all-property rate of 4.4% is the lowest ever recorded and 0.5%
below its low in the prior cycle.

Returns on Property in Private Real Estate Funds
Annualized Quarterly Returns
20%
18%
16%
14%

> However, interest rates and inflation are now well below their
levels a decade ago, despite recent Fed hikes. Thus, cap rates are
effectively higher now than in the last cycle.

12%
10%
8%
6%
4%

Change in Capitalization Rates

2%

All Properties

- 0.01

- 0.01

Industrial

- 0.03

- 0.02

Apartment

- 0.04

- 0.01

Office

+ 0.03

- 0.01

Retail

- 0.01

+ 0.01

Property Buyers and Sellers
The pickup in buying activity this year has been broad-based, if
not quite universal, among the major investor groups. Offshore,
private and institutional investors all acquired more this year than
a year ago, while owner/users and especially REITs decreased
their buying. Private investors remain the largest source of capital,
and their market share continues to rise since plunging during the
recession. But foreign investors had the largest percentage upswing
in acquisitions this year, while REITs saw the greatest drop.

Source: NCREIF and Colliers International

Capitalization Rates by Sector
(Two-Quarter
Moving Average)
9.5%

Cross-border investors were once again net buyers of U.S. property
in the first half of 2018 – the collective value of their acquisitions
exceeded their dispositions – while domestic investors were again
net sellers, continuing a trend that began four years ago. However,
the level of domestic net selling moderated as institutional investors
and equity funds became net buyers for the first time since early
2016. Meanwhile, dispositions by offshore investors rose almost
enough to make them net sellers.

9.0%
8.5%
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7.5%
7.0%
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4.0%
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> With record pricing and historically low cap rates, property
returns have fallen significantly from their lofty rates earlier in
the cycle. After averaging 12.2% for a six-year period through
2015, annual property returns have averaged just 7.2% over the
past two and a half years. Returns have averaged 7% thus far in
2018, marginally higher than the 6.8% rate last year.
> With cap rates already low, occupancy high and rents at record
levels in most markets, there is little prospect for returns to
regain their former levels.
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> Offshore investors sharply increased their acquisitions of U.S.
property over the last year (+27% year over year), while overall
acquisitions from all domestic sources were flat. Within that
domestic grouping, however, both private (+5%) and institutional
investors (+10%) increased their buying, while REITs pulled back
sharply (-38%) and owner/users declined moderately (-5%).
> Private buyers accounted for more than half (51%) of the total
transaction volume. After hitting a cyclical low of only 30% in
2011, the private investor share has grown gradually almost
every year. Institutional buyers comprised almost a quarter
(23%), about the same as last year. Overall, offshore entities
increased their share to 14% from 11% in 2017; domestic
sources collectively declined from 89% to 86%. In the last
cycle a decade ago, the domestic share consistently exceeded
90%, demonstrating the growing importance of cross-border
transactions

U.S. Capital Flows Research Report | 2018 Capital Flows Midyear Update | Colliers International

Acquisitions by Type of Investor

Where Foreign and Domestic Capital
Buy U.S. Properties

$140

$120

The top six U.S. markets still account for a disproportionate share
of investment activity nationally, but their share continues to drop
as investors seek out greater returns — and take on more risk
— in secondary markets. Relative to domestic investors, foreign
buyers still tend to focus more on the leading markets, but they too
increasingly invest elsewhere in pursuit of yield.
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> The top six metros alone accounted for 40% of U.S. investment
dollars this year, but this share has been declining since peaking
at 47% in 2011, particularly among offshore investors.

1H 2018

Source: Real Capital Analytics

> For the fifth year in a row, offshore investors have been net
buyers of U.S. properties, while domestic sources are net sellers.
Despite growing international trade tensions, foreign buyers
are attracted by the relative strength and stability of the U.S.
economy, as well as compelling returns compared to their home
markets. However, the net is slipping. While offshore investors
acquired twice as much as they sold in each of the past three
years, current year acquisitions exceeded dispositions by only
9%: While they did increase their purchasing significantly (+27%),
their selling rose by five times as much (+134%).
> Domestic capital sources were again collectively net sellers
(-2%). Within this group, only institutional investors were net
buyers (+7%). REITs and owner/users were strong net sellers
(-21% and -17%, respectively), while private investors sold only
2% more than bought.

> There is a huge spread between domestic and foreign buyers: the
top six’s share is just 39% among domestic investors, compared
to 53% for offshore. However, the gulf is narrowing. The share of
investment dollars garnered by the top six metros is down nine
percentage points relative to its cycle average among offshore
investors, compared to just four points among domestic.
> This trend demonstrates the growing willingness of foreign
investors to consider secondary markets, which now accounts
for 39% of offshore capital in U.S. property markets, up from
30% earlier in the cycle. Apartments and CBD office are the top
choices among these investors.
*Note that these figures are not additive. Rather, these figures refer to the
proportion of each source’s investments that are concentrated in the top
six metros.

Domestic vs. Foreign Capital in Top Six Markets
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> New York — mostly Manhattan — is the dominant metro market
for attracting offshore capital. Thus far in 2018, foreign investors
have purchased two-thirds more property in New York ($5.6
billion) compared to Los Angeles, the next-largest metro ($3.4
billion). New York has captured almost one-fifth of the dollars
that flowed into the U.S. from overseas this year.
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> Foreign investors hold a much greater share of U.S. commercial
real estate than they did five years ago. Since domestic capital
sources collectively became net sellers in 2014, together they
have sold 6% more than they have purchased, while offshore
sources have acquired 89% more than they have sold. However,
government-owned investment funds have been net sellers,
according to a study from the London-based International Forum
of Sovereign Wealth Funds.

Cross-Border

Inst'l/Eq Fund
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Source: Real Capital Analytics
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1H 2017

Private
2H 2017

User/other
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Total Domestic

> New York has regained its crown among U.S.-based investors
this year, but its 12% share is much lower than among foreign
capital. Los Angeles had edged out New York in early 2017, but
now again ranks in second place.
> Together, 10 metros account for two-thirds of foreign capital
invested in U.S. property markets but for less than half of the
domestic capital.
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Top Markets for Domestic and Foreign Buyers of U.S. Property ($ millions)
Offshore Capital
Rank

Domestic Capital

Metro

Volume

Share

Metro

Volume

Share

1

NYC Metro

$5,560.9

19.7%

NYC Metro

$24,998.5

12.5%

2

LA Metro

$3,358.0

11.9%

LA Metro

$18,164.9

9.1%

3

DC Metro

$2,724.9

9.6%

SF Metro

$13,056.8

6.5%

4

SF Metro

$1,696.3

6.0%

DC Metro

$9,309.3

4.7%

5

Chicago

$1,429.3

5.1%

Dallas

$9,073.2

4.5%

6

Phoenix

$1,007.8

3.6%

Chicago

$8,321.8

4.2%

7

San Diego

$891.2

3.2%

Atlanta

$6,611.2

3.3%

8

Miami/South Florida

$882.9

3.1%

Phoenix

$6,536.2

3.3%

9

Philadelphia Metro

$865.6

3.1%

Seattle

$6,458.2

3.2%

10

Seattle

$703.4

2.5%

Miami/South Florida

$6,179.4

3.1%

Other

$9,124.4

32.3%

Other

$91,421.7

45.7%

Total

$28,244.6

100.0%

Total

$200,131.3

100.0%

Source: Real Capital Analytics and Colliers International

> This year has again seen major shifts in the source of foreign
capital as France surged past Canada to outpace all other
countries, mostly on the strength of the blockbuster Westfield
acquisition by Unibail-Rodamco, as mentioned previously. France
soared from #14 last year to the top spot so far in 2018 — a
ranking unlikely to prevail at year end.
> Countries climbing the ranks this year include Hong Kong, the
United Kingdom and Australia, while Singapore, Germany, Hong
Kong, South Korea, Israel and especially the Netherlands all fell.
Overall, the top 10 countries accounted for 89% of deal volume
this year, up from 85% last year.

> The full impact of the Chinese pullback has yet to be felt. Though
China so far this year again ranked as the third-largest source of
offshore capital, and actually slightly increased its share of U.S.
acquisitions, virtually all of its purchases were in the first quarter,
and the Chinese investors are now actively selling their holdings.
In the second quarter alone, Chinese investors sold $1.3 billion of
assets — a full 10 times more what they bought in the period.

Top Offshore Sources of Capital – 2017 and 1H18
First Half 2018
Rank

Full Year 2017

Country

Volume

Share

Country

Volume

Share

1

France

$8,235.1

24.9%

Canada

$16,768.5

30.1%

2

Canada

$7,423.5

22.5%

Singapore

$6,796.9

12.2%

3

China

$4,632.7

14.0%

China

$6,773.2

12.2%

4

Singapore

$3,024.4

9.1%

Germany

$4,344.2

7.8%

5

Germany

$2,343.7

7.1%

Netherlands

$3,255.3

5.8%

6

Hong Kong

$890.7

2.7%

Japan

$2,720.6

4.9%

7

United Kingdom

$793.6

2.4%

Hong Kong

$1,972.9

3.5%

8

Australia

$771.2

2.3%

South Korea

$1,961.8

3.5%

9

South Korea

$681.8

2.1%

Israel

$1,638.3

2.9%

10

Switzerland

$604.4

1.8%

Switzerland

$1,275.8

2.3%

Other

$3,664.4

11.1%

Other

$8,220.7

14.8%

Total*

$33,065.4

100.0%

Total*

$55,728.4

100.0%

Volume in Millions of $. Multiple countries counted for some deals.
Source: Real Capital Analytics and Colliers International
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What to Expect in Late 2018 and Beyond
This economy still has legs. We are nine years into an economic
recovery that has turned into the second longest expansion in the
nation’s history - and would become the longest a year from now.
Despite a slow start to the year, GDP growth surged to 4.2% in the
second quarter. A consensus of economists expects growth for all
of 2018 to reach 3%, which would be the highest rate since 2004.
Meanwhile, the economy continues to create new jobs at a healthy
rate, averaging just under 200,000 nonfarm payroll jobs per month.
The economy has benefited from synchronized growth abroad
fueling export demand for our products. Business investment has
been strong ever since the election of Donald Trump, partly based
on expectations of favorable regulatory and tax policies. Finally,
federal tax cuts and reform passed last year, and the expansion
of federal spending authorized this year, are providing a jolt to the
economy, with consumer spending picking up sharply.
All of this is conducive to continued strong real estate fundamentals
and robust capital markets. Despite record pricing and cap rates,
investor demand for U.S. property remains at historically high
levels, if off from the peak levels reached in 2015.
Still, there is growing unease about the economic outlook, much
of it related to rising trade tensions. There is little prospect that
the recent 4%+ growth will be sustained. Further, risks are now
weighted to the downside, according to two-thirds of economists
surveyed recently by the Wall Street Journal, up from only onefourth of economists at the beginning of the year.
And all indications suggest that the Fed will continue its policy
of gradual rate hikes, with a total of four in 2018 and more to
follow next year. The cumulative impact of rising interest rates
will eventually cool economic growth as businesses pull back on
investing and consumers reduce spending. Even more important for
property markets is the fact that U.S. job growth is slowing, as jobs
are the single greatest driver of space absorption.
In summary, we expect robust economic growth to continue this
summer and through early next year. But the economy is likely to
start slowing by mid-2019 and certainly by 2020.

> Strong investor demand for product combined with record dry
powder for acquisitions will keep transactions at healthy levels.
But with prices at record levels in many markets, interest rates
rising and returns well below their cycle average, transaction
activity will not return to the peak levels of 2015. Sales volumes
are likely to slow more significantly next year.
> Returns have peaked for this cycle and will continue to trend
down, struggling to exceed the 7% plateau achieved in 2017 due
to flat cap rates and slowing NOI growth. Inflation and interest
rates are becoming more significant headwinds to property
investing and performance this year.
> Among the property sectors, expect the industrial and multifamily
sectors to continue garnering the most love from investors.
Industrial property fundamentals continue to improve as
e-commerce transforms logistics and demands even more
warehouse space. Growing apartment supply will blunt returns
and price appreciation in the multifamily sector, though the longterm outlook remains quite encouraging due to shifting dynamics
favoring the residential renting.
> However, we do not anticipate a comeback for office and retail
before the next downturn. The rising gulf between the best and
worst performing assets and markets makes informed asset
selection increasingly vital to avoid underperformance.
> With trade tensions between the U.S. and China continuing to
escalate and Chinese regulators restricting overseas investment,
the pullback in Chinese investment — and dispositions of their
current holdings — will continue for the foreseeable future. The
impact will be felt most acutely in New York and at the highest
end of the market. Nonetheless, the impact on U.S. property
markets overall should be limited, as investors from other
countries — primarily European, but also Asian — have stepped
up and more than compensated for the Chinese sell-off.
> Tenant and investor interest will continue shifting to secondary
and non-CBD markets as vacant space in prime markets
becomes increasingly scarce and expensive. But this trend will
quickly reverse course once the economy and property markets
cool

Our key market calls largely reiterate those we offered at the end of
2017:
> The tax cuts and budget spending are now providing a boost to
the economy, property markets will begin to fade next year and
an economic downturn now seems increasingly likely within two
years. Accordingly, most investors will want to lock in income
returns now with longer-term leases, rather than betting on
upsides to vacant space..
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