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GLOBAL OVERVIEW

The surprise EU referendum result has significantly weakened UK real estate 
prospects. A period of illiquidity and heightened risk aversion makes yield 
increases probable in the near term, while worries about the outlook for occupier 
demand will reduce rental growth expectations in many segments. However, any 
deterioration in values should be limited by easier monetary policy, which improves 
the relative pricing of real estate. If interest rates remain even lower for even longer 
and we avoid a severe recession, high-quality real estate should benefit from its 
status as a source of secure income.

The global impacts of Brexit should be far more contained. Global activity was 
already cooling in Q1, but while slowdowns are typical for the opening quarters 
of each year and this one follows a particularly strong Q4 2015, other factors are 
likely to have magnified the fall. One is a volatile start of the year for the financial 
markets in general, another - caution about overpricing in the US and the UK real 
estate. Finally, a bleak economic outlook for a number of Asian markets which 
had deterred investment. In contrast, continental Europe continued to enjoy high 
investor demand thanks to attractive relative pricing and strengthening occupier 
demand. Looking ahead, highly supportive monetary conditions in developed 
markets are expected to sustain historically low yields even in many of the most 
aggressively priced markets in the short term. Parts of the US and Asia Pacific 
markets are likely to see yields softening from 2017 onwards.

Generally we favour high quality retail locations as we expect further polarisation 
in performance in this sector, with many retail assets in need of being repositioned 
due to structural changes. The logistics sector is well placed to benefit from some 
of those changes as retailers increasingly compete based on the efficiency of their 
supply chains. Indeed, distribution assets look attractive on a risk-adjusted basis 
in many markets. We expect offices to underperform other sectors in a number of 
markets in the coming years. However, locations characterised by strong knowledge 
intensive industries and a highly educated workforce should offer attractive 
opportunities. 

Although the peak of the cycle is likely to be pushed back in a number of markets 
thanks to the ongoing monetary stimulus, geopolitical risks are high, especially 
in the light of Brexit, and so investors should prepare for potential softer market 
conditions by reducing their exposure to assets that could become illiquid in a 
downturn, and ensuring that leverage levels are appropriate. 

Figure 1: Green Street Commercial Property Price Index Figure 2: United States development pipeline vs history 

Source: CoStar, Aviva InvestorsSource: Macrobond
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US: Signs of divergence between investment and occupier cycles

Investment activity in the US cooled in the first half of 2016, which we consider to 
be caused predominantly by a volatile start of the year for the financial markets. 
However, the US real estate market has clearly entered the late stages of the 
investment cycle and activity is likely to continue to slow. 

While the favourable relative pricing of real estate against other asset classes has 
been a strong governor of capital flows into the market, this argument has faded 
and all sectors are beginning to look expensive based on this metric. This is most 
true in gateway cities where yields have compressed furthest. The industrial market 
looks most attractive, offering both a higher yield and good value against fixed 
income.

Overall, cap rates held firm in Q1. Yields were stable or saw minor outward 
shift in Tier 1 retail and offices, while secondary and tertiary markets saw gentle 
compression. Data suggests commercial property prices fell between March and 
April, but values rebounded in May (Figure 1). We believe that low interest rates 
will help maintain yields at current low levels for the remainder of the year in office 
and retail. Yields will continue to be bid down in the industrial sector, where we 
still see value. Indeed, both logistics and light industrial sectors look attractive on a 
risk-adjusted basis, given scope for further capital growth. At the other end of the 
spectrum we see Tier 1 multi-family and most retail sectors as offering poor value.

Despite concerns over tepid US growth the occupier market has benefited 
from labour market gains and improving consumer sentiment. There is notable 
differentiation within the retail sector however, as department stores continue to 
see declining shopper traffic. As the number of store closures increase and chains 
re-evaluate expansion plans, returns on secondary malls are likely to suffer. Supply 
risk is of less concern, with pipeline concentrated in apartments and hotels  
(Figure 2).

Figure 3: Europe (ex UK) All Property vs. 10y German Bund Figure 4: European Investment Volumes (€billion)

Source: Bloomberg, Aviva Investors Source: CBRE
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EUROPE: Limited impact of Brexit on European property markets 

Our central view is that the impact of ‘Brexit’ on continental Europe’s economy and 
property markets will be limited. The UK’s vote to leave the EU does however highlight 
that geopolitical risks are to the fore and can be badly mispriced by financial markets. 
Given the rise of populist politics and anti-EU sentiment, upcoming elections in major 
European states will be closely watched and may spark more volatility. Ireland and 
Benelux countries have the strongest economic links with the UK, so may see weaker 
economic and real estate data. We see upside potential in continental European 
residential markets, student housing and offices in smaller financial centres as well as 
selected luxury retail markets which may be boosted by the weaker euro. In the longer 
term, prospects for those industrial markets that are most exposed to the UK could 
worsen due to the likelihood of protracted trade negotiations between the UK and  
the EU. 

The European property market saw record investment activity in 2015, driven by 
favourable relative pricing and supportive monetary policy (Figure 3) as well as rising 
occupier demand. Q1 2016 marked a slowdown in investment in both the UK and 
continental Europe (Figure 4), which was however not unusual in a global context as 
financial market volatility increased at the start of the year. 

Looking ahead, the main change in our thinking on prospects for European real estate 
is a greater focus on potential geopolitical shocks. Populist parties in the Netherlands, 
Italy and France may gain more parliamentary seats in upcoming elections by mid 2017. 
We nevertheless retain our positive assessment of market prospects for most markets 
in the region. Irish real estate is a key exception due to the country’s close trade and 
financial links with the UK. Some Benelux real estate markets are also expected to be 
affected, albeit to a lesser extent.

Uncertainty over the outcome of the UK-EU negotiations will breed further volatility, as 
will votes across Europe this year and next. We anticipate Interest rates  to remain even 
lower for longer than previously anticipated and possibly an extension of the European 
Central Bank’s asset-purchase programme, both of which will be supportive for high-
quality continental European real estate. Relative pricing for property is likely to improve 
further in ‘core’ markets, especially Germany and the Nordics where government bond 
yields have touched record lows recently.

Figure 5: Australian office prime net effective  

rental growth, YoY

Figure 6: Prime Japanese total return forecasts

Source: PMA, Aviva InvestorsSource: JLL, Aviva Investors
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Asia Pacific: Australia outshines the rest of the region

Investors seeking core income remain drawn to Sydney and Melbourne offices. PMA 
estimates combined volumes of c. A$2.5bn for both cities in the first quarter of this year, 
a significant increase on the A$1.7bn recorded in Q4 2015. Investors are also looking to 
benefit from a cyclical occupier upswing. Sydney CBD rental growth of 15.3% yoy in Q1 
is well above trend (Figure 5). 

Outside of Australia’s South East coast the outlook for offices is less bullish. Singapore 
remains an unattractive market in the near term given the poor economic backdrop and 
surplus space on the market. Yet investors taking a long term view may be able to justify 
entry at this point in the cycle; recent trades include an S$3.4bn office tower purchase 
by Qatar Investment Authority. Yields are likely to remain stable but pricing may come 
under pressure if US rates begin a slow ascension. 

Supply constraints in Hong Kong Central offices should lead to healthy income growth 
this year, whereas the wave of development outside of the CBD will severely limit 
growth potential in decentralised markets.

The outlook for property returns in Japan is less attractive than it was this time last 
year. Cap rates are at historical lows and scope for further yield compression is limited. 
Nonetheless, healthy annual returns of 15-17% are forecasted for both prime office 
and retail sectors in 2016 (Figure 6). Prime Tokyo retail is being supported by visitor 
spending, and recent government initiatives looking to promote tourism bode well 
for this sector. Looking at a longer term, once yield compression is exhausted we see 
downside risks to Japanese real estate given the bleak economic outlook.
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