
View From the Top 
All eyes on “The Donald.”  As discussed in our previous 
quarterly outlook - (download > 3Q16 Review and 
Outlook), we noted that monetary policy was taking a step 
back from the limelight to be replaced by a burgeoning 
“fi scal wave” with announcements or proposals for fi scal 
measures in Canada, Australia, Italy, Japan and the UK. It 
was also expected that the next US president would join 
in … but that expectation became, arguably, a certainty as 
the “The Donald” led the Republican Party to a sweep of 
the White House and congressional houses. 

Even before the US election, we expected the implied 
new economic regime to be infl ationary and refl ationary 
– albeit moderately so – anticipating that sovereign bond 
yields had hit an important infl ection point with the 
previous downward bias evolving to an upwards bias. 
But with Trump’s ascendancy, the bond market now 
appears to be pricing in our earlier moderate view “times 
2.” While increases were generally sharpest in the US and 
Australia, average yields on G7 sovereign 10-year bonds 
(Bloomberg: BG7SOV Index) traded up as much as 31 
(0.31%) basis points (bps) following the election after 
having appeared to stabilize following an increase of 27 
bps from their 2016 low on July 6th. At the same time, 
the Federal Reserve raised its projected trajectory for 
the Fed Funds rate by about 0.25% at their last meeting 
in December (source: Cornerstone Advisors, January 4, 
2017 note), lending credence to a view that it was getting 
hawkish in reaction to an infl ationary interpretation of 
Trump policy.  

Admittedly, there is much about the evolving Trump 
agenda and its impact on the US economy – either negative 
or positive – that is uncertain. However, the increasing 
probability we are moving into a more sustained period 
of rising infl ation and bond yields has raised important 
derivative questions that infl uence our portfolio views: 

1. With US 10-year Treasury yields rising, will property 
capitalization rates fi nally have to go up? NOT 
NECESSARILY:  We addressed this topic before 
(download > US Property Capitalization Rates - 
Whither Thou Goest? (Where are you headed?)), 
but have done more work since (download > Ten-
year yields are rising: How much more can US real 
estate values and REITs take?). Evidence shows that 
property values do not suffer meaningful declines 
absent a recession. If investors are willing to accept 
tighter spreads for property yields over the risk-free 
rate (in anticipation of stronger cash fl ow growth), 
then we believe US REIT and real estate values could 
withstand a 10-year yield approaching 4%… albeit 
with a fair amount of volatility accompanying that 
transition.

2. Is the cap rate compression story for European 
property over? NOT LIKELY… but moderating:  
A key aspect of our call for a “Second Act for 
European Property” (download > The ‘Second Act” 
for European Property Market Performance) was the 
expectation that cap rates would fall as bond yields 
were driven down by ECB quantitative easing. Given 
a mix of both cap rate compression and recently 
rising European 10-year yields, we now think the 
scope is reduced. In fact, our signal for potential 
compression dropped by roughly half between June 
and December 2016 (differs by metro). With cap rate 
compression moderating, we believe that investors 
will have to really focus on markets and portfolios 
that are achieving, or are likely to achieve, actual rent 
growth.

3. Can the Australian 10-year de-couple from that of the 
US? LIKELY:  Ten-year sovereign bond yields have 
moved up by roughly 100 bps in both markets since 
their respective lows in July and August, putting 
downwards pressure on the local REIT indices. 
However, since the end of 1999, the Australian       
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the full year, accounted for the entire calendar-year 
underperformance. Similarly, the international strategy 
achieved positive contributions from Asia and Europe 
over the quarter, with the strongest country based relative 
performance coming from Japan. The US strategy 
quarterly performance was underpinned by positive stock 
selection for the Shopping Centers, Offi ce and Apartment 
property types, all core sectors which we favored over 
the period. For the full year, stock selection was strongest 
in the Shopping Center, Apartment and Lodging sectors, 
with Offi ce delivering a negative contribution on the back 
of a weaker start to the year. (All comments are based on 
preliminary attribution, gross of fees, for representative 
accounts)

Property Update
United States: Interest rates and politics largely 
“trumped” fundamentals in the real estate sector in 4Q16.  
The fourth quarter was initially marked by concerns 
that central banks around the world would grow less 
accommodating and that the Fed would increase rates in 
December. This fear only grew more intense following 
the results of the presidential election as equity markets 
generally embraced the idea of a more pro-growth and 
business friendly administration.  All of the above placed 
upwards pressure on the 10-year treasury, and US REITs 
spent the majority of the fourth quarter under pressure 
until experiencing a relief rally in late December.

A Trump presidency results in numerous unknowns 
for commercial real estate.  The potential repeal of the 
Affordable Care Act (ACA) has implications for healthcare 
demand, which could impact operator strength.  Lower 
corporate taxes could diminish the relative advantages 
of being a REIT.  Border adjustability could negatively 
affect retailer health. These uncertainties also add to our 
conviction that the transaction market will struggle over 
the next one to two quarters.  Buyers and sellers were 
already wrestling with a material move in interest rates, 
and a real estate sector that is likely in the latter innings 
of the cycle. Combined with an opaque political outlook 
and a stronger dollar (may limit foreign participation), 
we have to believe that there is modest upside risk for 
cap rates, even if more likely for secondary quality 
property.  In fairness, Trump has a fairly extensive real 
estate background.  As a result, we think it’s unlikely 
that he pursues policies that directly put real estate at a 
disadvantage, but we are concerned regarding the indirect 
impact of his initiatives. 

10-year level has traded much more closely to its 
local central bank cash rate than has the US 10-year 
(average multiple of 1.15x for Australia but 5.43x for 
the US). Median forecasts for central bank rates and 
2-year sovereign bond yields are predicting increases 
in 2017 versus 2016 for the US, but decreases in 
Australia (source: Bloomberg, December 31, 2016). 
With US and Australian monetary policy, thus, likely 
to diverge in 2017, the Australia 10-year may not 
trade in lockstep (up?) with the US treasury. That 
would support Australian REIT valuations.  

4. Can the Japanese listed property market continue 
its recent rebound? LIKELY:  A weaker Yen means 
that Japanese companies benefi t from an increase in 
profi ts when translating foreign earnings into Yen 
terms; it also can support tourist arrivals (willing 
to shop in the weaker Yen). Investment and tourist 
spending prop up economic growth, and a weaker 
Yen should, on the margin, result in higher infl ation. 
Given the assumption that the Trump agenda will 
FINALLY make the Federal Reserve stick to their 
hiking guns in 2017, the Yen has scope to continue 
weakening. 

Over the quarter, our global, international and US 
strategies delivered positive attribution versus their 
respective indices; and for the full year the US strategy 
generated positive relative attribution. The global 
portfolio saw positive contributions from all three regions 
over the quarter, including in Japan, a market that, for 
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The continued macro uncertainty leaves us expecting 
more volatility and with a waning level of conviction 
when it comes to identifying sectors that can outperform.  
This view is reinforced by a fundamental outlook that 
suggests decelerating internal growth across essentially 
all property types.  Hence, our sector bets are more limited 
in size, and we remain more focused than the historical 
norm on stock selection.  One property type where we are 
relatively more constructive is shopping centers.  Retail 
broadly struggled during the holiday season, and while 
we understand the concerns as they relate to malls, we 
think that shopping centers have been unfairly painted 
with the same brush:  Supply is fairly benign, tenants are 
generally healthy, and there is little visible deterioration 
in operating fundamentals.  We expect that politics 
and macros may continue to overshadow real estate 
fundamentals in the near-term, but generally still have 
a favorable outlook for commercial real estate.  Organic 
growth is healthy albeit moderating and there remains a 
thirst for yield that should limit any moderate disruption 
in the transactional market.   
 
Highlighted US Property Sectors
Self Storage: We remain relatively constructive on the 
storage sector.  The sector has struggled to gain traction 
due to increased concerns regarding supply growth and 
moderating fundamentals.  Green Street forecasts supply 
growth of 2.5% based on property size (sf) for 2016 
and 2017 and 3.6% for 2018-2020.  We acknowledge 
the risk, but supply growth averaged over 5% from 
1995-2009.  The sector was a material outperformer 
versus other property types during most of this time 
period. Furthermore, some industry analysts expect 
supply growth to decline materially in 2018 as fi nancing 
availability is mixed and the odds of a purchase by a REIT 
upon development completion, the likely motivation 
of some builders, are much lower today.  We think that 
the supply concerns are heightened by the lack of data 
consistency and availability.  The sector’s outlook likely 
needs more clarity before the REITs see their stock price 
recover, but we contend that the share prices already 
refl ect a lot of bad news.  Fundamentals will continue to 
moderate in ’17 and ’18, but we believe that expectations 
are appropriately low.  A 2017 outlook that includes 3-5% 
NOI growth and approximately double-digit FFO growth 
would still place the sector ahead of virtually every 
other property type.  Combined with valuations that are 
roughly at NAV—historically, the sector has traded a 

healthy premium—and a 17x average ’17 FFO multiple 
– in line with the overall industry average – we think the 
risk reward proposition is compelling.  

Shopping Centers: Despite a weak sales environment 
for bricks and mortar real estate there continues to be 
solid net operating income (NOI) and rent growth for 
shopping center landlords.  Value and convenience based 
bricks and mortar retail sales continue to see positive low 
single digit same store sales growth, unlike department 
store and other mall based retail tenant sales which are 
seeing mid to upper single digit same store sales declines.  
This divergence in sales performance between shopping 
center and mall based tenants will likely result in lower 
store closures and better future rent economics for 
shopping center landlords.  In addition, supply growth 
in shopping center real estate remains muted at less than 
0.5% of stock.  Shadow supply from mall anchor closings 
is a potential concern for the industry, but likely won’t 
impact the REITs given their asset concentration in top 
MSAs and in-fi ll locations, where mall anchor closings 
are less likely to occur.  Given this backdrop, we expect 
shopping center REITs to outperform their mall brethren 
and maintain solid core fundamentals in a volatile retail 
environment.         

US Market Outlook
As discussed at the start of this commentary, given recent 
events, we’ve, if anything, gained confi dence in our 
previous assessment that the global economy had entered 
a regime characterized by rising infl ation and an upward 
bias for 10-year sovereign bond yields. That view was, 
however, tempered by less confi dence that we would 
see a signifi cant uptick in global growth. That may have 
changed, for if Trump’s policy initiatives do prove to be a 
game-changer – we note there is still MUCH uncertainty 
about what will and won’t be done – it wouldn’t be 
unreasonable to expect the US economy to benefi t from 
improved corporate investment. And one would also 
anticipate some positive spillover to the global economy, 
albeit with the caveat that any protectionist measures 
from Trump would complicate matters. We believe the 
US property market is late cycle, and Trump/Fed policies 
will dictate whether that cycle is perpetuated or continues 
to grind away at the “new” normal growth rate. In our 
portfolio, we are seeking out sectors that could benefi t the 
most from the fi scal/monetary policy now taking shape. 
With consumer confi dence, wage growth, equity markets 
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at new highs, the apartment and retail property types could 
fare well. We have de-emphasized “pure yield” but after 
the recent sell-off for US REITs, we are willing to own 
traditionally higher-yielding companies/sectors if they 
offer both valuation support and dividend growth. Given 
the shift in global currents noted above, we are gaining 
confi dence that our investment philosophy – favoring 
real estate investment opportunities that offer attractive 
total returns, not solely yield – is back “in style.” 

January 2017
Al Otero, Global Real Estate Securities Portfolio Manager
Michael Hudgins, Global Real Estate Strategist
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Disclaimer:

This document is for illustration and discussion purposes only. It is not intended to be, nor should it be construed or used as fi nancial, legal, tax or investment advice. This is not an offer to sell, or a solicitation 
of any offer to buy an interest in any of the investment vehicles or accounts managed by EII Capital Management, Inc. and/or EII Realty Securities Inc. (collectively, the “Manager”). Past performance is no 
guarantee for future results. Unless otherwise indicated, portfolio returns are calculated since inception and are gross of all investment management fees. The returns refl ect the reinvestment of dividends 
and other earnings and are based on unaudited fi nancial information.

This document is confi dential and is intended only for the person to whom it had been delivered. Under no circumstances may it be shown, copied, transmitted, or otherwise given to any person other than 
the authorized recipient. This document is as of the date indicated and is subject to revision, modifi cation and updating and may exclude certain material information about the Manager including important 
disclosures and risk factors associated with an investment with the Manager. Certain information has been provided by third-parties and although believed to be reliable, it has not been independently verifi ed 
such that its accuracy or completeness can be guaranteed.

Before making any investment, investors should thoroughly review all of the materials provided by the Manager and consult their own fi nancial, legal and tax advisors to determine whether an investment 
with the Manager is suitable for them in light of their fi nancial situation. No person should invest who is not, either alone or with their advisers, capable of evaluation the merits and risks of prospective 
investments. No representation is made that the Manager will or is likely to achieve its investment objectives or that any investor will or is likely to achieve results comparable to those shown or will make 
any profi t at all or will be able to avoid incurring substantial losses. Additionally, no representation is made that the Manager will make and/or maintain any or the investments described in this presentation 
on behalf of any investment vehicles or accounts.

Investors are advised that fi nancial indicators and benchmarks are used for illustrative purposes only. Financial indicators and benchmarks are unmanaged, do not refl ect any management fees, assume 
reinvestment of income and have limitations when used for illustrative purposes as they may have volatility, credit, or other material characteristics that are different from a particular managed account or 
investment vehicle.

Certain information contained in this presentation is based upon forward-looking statements, information and opinions, including descriptions of anticipated market changes and expectations of future activity. 
The Manager believes that such statements, information, and opinions are based upon reasonable estimates and assumptions. However, forward-looking statements, information and opinions are inherently 
uncertain and actual events or results may differ materially from those refl ected in the forward-looking statements. Therefore, undue reliance should not be placed on such forward-looking statements, 
information and opinions.
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