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FTSE NAREIT EQUITY REITS INDEX

THE FUTURE OF RETAIL REAL ESTATE
During our quarterly webinar we discussed “The Purpose of Real Estate in New Economy
Retailing.” The comments below are a summary - our full analysis will be presented in an
upcoming paper of the same title that we look forward to sending to you shortly.
In the new economy, the value of retail real estate will be defined by its ability to meet the
needs of a retailer’s omni-channel sales strategy. The implication for landlords is the need
for significant repositioning of existing assets and lower demand for physical real estate.
The consequence for investors is that while certain real estate will face obsolescence
risk, the best assets will benefit from extremely high demand, especially as physical real
estate availability rationalizes. Real estate assets that will win in the future of retail are
either a destination or offer extreme convenience.
CenterSquare has estimated that we will see “peak ecommerce” in the next 5-7 years
at nearly 28% of sales. This is more than double today’s level. Ecommerce penetration
will differ among consumption items based on their “ecommerce-ability”, which we
assess along four categories: the homogeneity of the product, the cost of the product,
the time spent to purchase the product, and the type of information required to guide the
purchase decision. We expect significant saturation in categories such as electronics,
material growth in apparel and merchandise, and lower penetration in food and groceries.
What does ecommerce’s encroachment mean for physical retail assets? Malls are
vulnerable primarily due to their apparel exposure. However, the ecommerce threat is
The statements made and the conclusions drawn in this newsletter are not guarantees and are merely the opinion
of CenterSquare and its employees. Please refer to disclosures and definition of indices at the end of this document.
Investment Managers are appointed by BNY Mellon Investment Management EMEA Limited (BNYMIM EMEA) or
affiliated fund operating companies to undertake portfolio management activities in relation to contracts for products and services entered into by clients with BNYMIM EMEA or the BNY Mellon funds.

1

Freestanding
Industrial
Data Center
Self Storage
Shopping Center
Hotel
Specialty
Diversified
Apartment
Office Suburban
Office Infill
Alt Housing
Regional Mall
Health Care
3Q 2017 (20%) (10%) 0%
YTD 2017

10% 20%

Source: Bloomberg, FTSE September 2017

NCREIF PROPERTY INDEX
Industrial
Hotel
Total
Apartment
Office
Retail
3Q 2017
0%
YTD 2017

2%

4%

6%

8% 10%

Source: NCREIF, September 2017

www.centersquare.com

CenterSquare November 2017
Market Commentary

REIT PERFORMANCE

Peak Ecommerce Penetration and Mall Retail Footprint
Malls

Total Retail
Spend (%)

Peak
Ecommerce
Penetration

Equilibrium
Physical Retail
Share

Apparel & Merchandise
Electronics
Food
Other
Total

50%
10%
10%
30%
100%

50%
70%
5%
13%
36%

50%
30%
95%
87%
64%

Global REITs were up 1.8% for the quarter and 7.3% year to date,
with nearly half of the return for both timeframes owed to foreign
currency appreciation relative to the U.S. dollar.1 Hong Kong
continued as the strongest performer, up 7.2% in local currency,
with developers again leading the charge. Europe and Singapore
also fared well in both local returns and currency. However,
Japanese stocks continued to be the primary poor performer,
with developers taking the lion’s share of the losses this quarter.
Additionally, the United States continued its weak trend witnessed
throughout 2017.

Mall Breakdown by Quality
Number of
Malls

Sales/Sqft

Mall % by
Retail Spend

Mall % by
Value

A

1-200

$635+

45%

65%

37%

B

201-600

$385+

37%

28%

37%

C

601-1000

<$385

Total

1,000

Mall Quality

Mall % by
Sqft

18%

7%

26%

100%

100%

100%

The Asia-Pacific region populated both ends of the Premium
/ Discount to net asset value (NAV) spectrum, as Hong Kong
and China remained cheap despite strong performance, while
Australia posted a slight premium to NAV. All other primary regions
remained slightly discounted to NAV, with the United Kingdom
cheapest due to uncertainty surrounding Brexit.

Current and Future Mall Sqft Needs
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Sources: Retail spend and mall data from Green Street Advisors, as of May 2017.
Future sqft and peak values are projections based on estimates by
CenterSquare Investment Management. Actual results may differ substantially
from projections presented.

not consistent across all retail assets. Under our assumptions,
36% of sales in malls are susceptible to poaching by ecommerce,
leading to our belief that 44% of retail square footage (or 30%
of overall mall value), located primarily in B and C malls, may be
shuttered or repurposed over the next five to seven years. As a
result, we believe capitalization rates for malls may materially
change. Pricing is expected to be more akin to office assets, which
exhibit a significant bifurcation between well-located assets with
inelastic demand and lower-quality assets with higher capex.
High-quality, core mall assets should be more valuable than ever
in new economy retailing, attracting very low cap rates as they
provide retailers with a valuable and unique format to interact
face-to-face with customers.
We believe we are at the beginning stages of the rationalization
and repurposing of physical retail, which, once complete, will lead
to a new equilibrium between the amount of physical retail and
new economy consumption. Only thereafter will be an opportunity
for assets to appreciate in value, particularly the higher-quality
ones. As it stands today, we advise clients to be cautious when
hunting for value in a sector likely to be dominated by creative
destruction as these trends evolve.
1
2

The The U.S. REIT market was up 0.9% for the third quarter of 2017,
underperforming the Dow Jones Industrial Average (Dow) and
Standard & Poor’s 500 (S&P 500) Indices, which rose 5.6% and
4.5%, respectively.2 Year-to-date returns paralleled the quarter,
with REITs up only 3.7% versus 15.5% and 14.2% for the Dow and
S&P 500, respectively. 2
U.S. REITs remain inexpensive as of the end of the quarter, (1)
trading at a discount to NAV, (2) retaining a much higher than
average yield spread to the 10-year U.S. government bond, and
(3) possessing an in-line multiple relative to the S&P 500, that
represents a significant discount to what has been witnessed
over the past decade.
Freestanding U.S. retail was the best performer during the period,
while industrials and data centers continued to fortify their
positive trend as the largest technology winners. Conversely,
despite shopping centers’ rebound from a weak first half, retail
weighed heavily as malls moved lower during the quarter.

The Hurricane’s Impact
The late-summer hurricanes that hit Texas and Florida had a
reverberating effect on the performance of some sectors operating
in these regions. For example, self storage rose after a weak start
to 2017 as demand increased in the wake of the destructive
storms. The hurricanes also lifted Houston apartments, which
reversed course virtually overnight, moving from one of the worst
markets in the country with little chance of recovery to the highest
performing. Conversely, alternate housing was battered, undoing
the sector’s robust start to the year, including Houston’s singlefamily residential and South Florida’s manufactured homes.

Source: FTSE EPRA/NAREIT Developed Index as of September 30, 2017. Return cited is gross fees.
Source: FTSE NAREIT Equity REITs Index, as of September 30, 2017.
The statements made and the conclusions drawn in this newsletter are not guarantees and are merely the opinion
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THE UNITED KINGDOM AND EUROPE

Waiting for the Baby Boomers
Healthcare, a traditionally defensive sector, saw fundamentals
weaken during the quarter. Senior housing demand is expected
to rise significantly by 2025 due to aging Baby Boomers, however,
developers are building too much supply too soon. Occupancy
is moving lower with rates only inching up, pressuring revenues.
While future supply appears to be slowing down, it will take 18
to 24 months to satisfy the excess deliveries through mid-2018.
On the expense side, supply is impacting labor costs materially,
as Millennials shun jobs in this industry. And, because senior
housing is a low-margin business, these wage pressures are more
than offsetting slightly positive revenue growth.
Skilled nursing facilities (SNFs) have been under even greater
pressure. Operators have been hamstrung by fines incurred by the
Department of Justice for service overbilling as well as bundled
payments that have reduced stays and total charges. In addition,
SNFs have low margins, partially due to rent overpayment, and
face similar expense issues as senior housing.
Across the U.S. REIT portfolio, we continue to maintain our
preference toward quality real estate, secular demand patterns,
and value-add development. Single-family residential, West
Coast office, and industrials appear healthy moving into the fourth
quarter of the year, while we believe net lease, healthcare, and
select specialty stocks do not present beneficial opportunities.

The United Kingdom continued to struggle with uncertainty
surrounding Brexit, and consumer confidence remained tepid,
further pressuring the economy. However, U.K. industrials and
London office provided performance relief in an otherwise anemic
region. Retail and residential spaces in this region still appear
unwise due to economic pressures on consumers.
With all major European elections now in the books, political
uncertainty on the Continent is lessened, providing potentially
better footing moving into 2018. Prime European assets such
as German residential, Spanish office, and assets in the Nordic
countries are expected to continue providing strong performance,
while European retail, like its U.S. counterpart, struggles to find
equilibrium in the evolving retail economy.

ASIA-PACIFIC
Hong Kong, China, Singapore, and Japan
Singapore industrial and hotels again posted strong returns
for the quarter. Japanese stocks, however, wore on the region’s
performance, as JREITs and office continued to appear sluggish
on a slow-to-reboot economy.

Australia

Total Return

When evaluating Australian office supply-and-demand drivers
from a top-down perspective,
both Sydney and Melbourne
Global Listed Real Estate 3Q 2017 Total Returns by Region (in USD)
have seen strong population
growth over the past decades.
8.0%
7.2%
Buoyed by both inter-state
migration as well as overseas
5.6%
6.0%
immigration, this trend is
forecasted to endure, driving
4.5%
4.0% 4.0%
3.8%
office demand higher. But what
4.0%
3.4%
3.3%
makes the current office cycle
2.9%
stand out is the supply side of
1.9%
1.8%
2.0%
1.3%
the equation. Melbourne and
0.7%
Sydney saw a glut of office
developments come to market
0.0%
(0.0%)
from 2014 to 2016, leading to
(0.2%)
a sharp fall in net effective
(2.0%)
rents and a subsequent
dearth in construction. From
2015 onwards, both cities
(4.0%) (3.5%)
Japan
United
Global
United
Australia
Canada
Singapore
Europe
Hong Kong
also witnessed increased
States
Kingdom
conversion of older office
Total REIT Returns
Local Currency Return
buildings into condominiums
to meet rising demand for
Source: FTSE EPRA/NAREIT Developed Index, FTSE NAREIT Equity REITs Index, as of September 30, 2017. Please see
urban living. This mixture of
definition of indices at the end of this document.
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strong underlying demand, a reduction in new office developments,
and the removal of older office stock led to a sharp reversal in
fortunes, with net effective rents in both cities rising from 2016
onwards. While office supply will eventually rise again, limited land
availability in both central business districts, as well as prolonged
planning regimes, provides opportunity of at least two more years
of outsized rent growth.

FINDING THE EQUILIBRIUM

In the new economy, the value of retail real estate will be defined
by its ability to meet the needs of retailers’ omni-channel sales
strategy. The consequence for landlords will be a significant
reduction and/or repositioning of existing assets. For investors,
the implications are that while certain real estate faces risk of
obsolescence, the best assets
will benefit from extremely
U.S. Listed Real Estate 3Q 2017 Total Returns by Sector
high demand via experiential
destinations
or
extreme
convenience
offerings.
7.9%

10.0%
8.0%

6.5%

6.0%

4.7%
3.7%

4.0%
Total Return

5.1%

2.0%

0.9%

1.8%

2.5%

2.8%

(2.0%)
(2.7%)

(4.0%)
(6.0%)

(1.8%)

(1.2%)

(0.6%) (0.3%)

(5.4%)

(8.0%)

Source: FTSE NAREIT Equity REITs Index, as of September 30, 2017. Please see definition of indices at the end of this
document.

In summary, we believe that
we are at the beginning stages
of the rationalization and
repurposing of retail assets,
which, once complete, will lead
to a new equilibrium where
physical space is in line with
the demand for new economy
consumption. When this point
is reached, opportunity for
asset appreciation will arise,
particularly those of higher
quality. However, as it stands
today, we advise clients to
be careful when hunting for
value in a sector which is likely
to be dominated by creative
destruction as these trends
play out.

DISCLOSURE STATEMENTS
The statements made and the conclusions drawn in this commentary are not
guarantees and are merely the opinion of CenterSquare Investment Management,
Inc. (“CenterSquare”) and its employees.
BNY Mellon Investment Management is an investment management organization,
encompassing BNY Mellon’s affiliated investment management firms, wealth
management organization and global distribution companies. BNY Mellon is
the corporate brand of The Bank of New York Mellon Corporation and may also
be used as a generic term to reference the Corporation as a whole or its various
subsidiaries generally.
This information is not investment advice, though may be deemed a financial
promotion in non-U.S. jurisdictions. Accordingly, where used or distributed in any
non-U.S. jurisdiction, the information provided is for Professional Clients only. This
information is not for onward distribution to, or to be relied upon by Retail Clients.
For marketing purposes only. Any statements and opinions expressed are as at the
date of publication,are subject to change as economic and market conditions dictate,
and do not necessarily represent the views of BNY Mellon or any of its affiliates.
The information has been provided as a general market commentary only and does
not constitute legal, tax, accounting, other professional counsel or investment
advice, is not predictive of future performance, and should not be construed as an

offer to sell or a solicitation to buy any security or make an offer where otherwise
unlawful. The information has been provided without taking into account the
investment objective, financial situation or needs of any particular person. BNY
Mellon and its affiliates are not responsible for any subsequent investment advice
given based on the information supplied. This is not investment research or a
research recommendation for regulatory purposes as it does not constitute
substantive research or analysis. To the extent that these materials contain
statements about future performance, such statements are forward looking and
are subject to a number of risks and uncertainties. Information and opinions
presented have been obtained or derived from sources which BNY Mellon believed
to be reliable, but BNY Mellon makes no representation to its accuracy and
completeness. BNY Mellon accepts no liability for loss arising from use of this
material. If nothing is indicated to the contrary, all figures are unaudited.
Any indication of past performance is not a guide to future performance. The
value of investments can fall as well as rise, so investors may get back less than
originally invested.
Not for distribution to, or use by, any person or entity in any jurisdiction or country
in which such distribution or use would be contrary to local law or regulation. This
information may not be distributed or used for the purpose of offers or solicitations
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in any jurisdiction or in any circumstances in which such offers or solicitations are
unlawful or not authorized, or where there would be, by virtue of such distribution,
new or additional registration requirements. Persons into whose possession this
information comes are required to inform themselves about and to observe any
restrictions that apply to the distribution of this information in their jurisdiction.
The investment products and services mentioned here are not insured by the FDIC
(or any other state or federal agency), are not deposits of or guaranteed by any
bank, and may lose value.

territories of Canada, and as an Investment Fund Manager and Commodity Trading
Manager in Ontario. • Brazil: this document is issued by ARX Investimentos Ltda.,
Av. Borges de Medeiros, 633, 4th floor, Rio de Janeiro, RJ, Brazil, CEP 22430-041.
Authorized and regulated by the Brazilian Securities and Exchange Commission
(CVM).

This information should not be published in hard copy, electronic form, via the web
or in any other medium accessible to the public, unless authorized by BNY Mellon
Investment Management.

BNY Mellon Company information
Investment Managers are appointed by BNY Mellon Investment Management
EMEA Limited (BNYMIM EMEA) or affiliated fund operating companies to
undertake portfolio management activities in relation to contracts for products
and services entered into by clients with BNYMIM EMEA or the BNY Mellon funds.

Issuing entities
This information is approved for Global distribution and is issued in the following
jurisdictions by the named local entities or divisions: Europe, Middle East, Africa
and Latin America (excl. Switzerland, Brazil, Dubai): BNY Mellon Investment
Management EMEA Limited, BNY Mellon Centre, 160 Queen Victoria Street, London
EC4V 4LA. Registered in England No. 1118580. Authorised and regulated by the
Financial Conduct Authority. • Switzerland: Issued by BNY Mellon Investments
Switzerland GmbH, Talacker 29, CH-8001 Zürich, Switzerland. Authorised and
regulated by the FINMA. • Dubai, United Arab Emirates: Dubai branch of The Bank
of New York Mellon, which is regulated by the Dubai Financial Services Authority.
This material is intended for Professional Clients only and no other person should
act upon it.• Singapore: BNY Mellon Investment Management Singapore Pte.
Limited Co. Reg. 201230427E. Regulated by the Monetary Authority of Singapore.
• Hong Kong: BNY Mellon Investment Management Hong Kong Limited . Regulated
by the Hong Kong Securities and Futures Commission. • Japan: BNY Mellon Asset
Management Japan Limited. BNY Mellon Asset Management Japan Limited is
a Financial Instruments Business Operator with license no 406 (Kinsho) at the
Commissioner of Kanto Local Finance Bureau and is a Member of the Investment
Trusts Association, Japan and Japan Securities Investment Advisers Association. •
Australia: BNY Mellon Investment Management Australia Ltd (ABN 56 102 482 815,
AFS License No. 227865). Authorized and regulated by the Australian Securities &
Investments Commission. • United States: BNY Mellon Investment Management.
Securities are offered through MBSC Securities Corporation, distributor, member
FINRA and a broker-dealer within BNY Mellon Investment Management. • Canada:
Securities are offered through BNY Mellon Asset Management Canada Ltd.,
registered as a Portfolio Manager and Exempt Market Dealer in all provinces and

The issuing entities above are BNY Mellon entities ultimately owned by The Bank
of New York Mellon Corporation.

BNY Mellon Cash Investment Strategies is a division of The Dreyfus Corporation.
•Investment advisory services in North America are provided through four different
SEC-registered investment advisers using the brand Insight Investment: Cutwater
Asset Management Corp, Cutwater Investor Services Corp, Pareto New York LLC
and Pareto Investment Management Limited. The Insight Investment Group
includes Insight Investment Management (Global) Limited, Pareto Investment
Management Limited, Insight Investment Funds Management Limited, Cutwater
Asset Management Corp and Cutwater Investor Services Corp. This information
does not constitute an offer to sell, or a solicitation of an offer to purchase, any
of the firms’ services or funds to any U.S. investor, or where otherwise unlawful.
• BNY Mellon owns majority of The Boston Company Asset Management, LLC
and the remainder is owned by employees of the firm. • Newton and/or the
Newton Investment Management brand refers to the following group of affiliated
companies: Newton Investment Management Limited, Newton Investment
Management (North America) Limited (NIMNA Ltd) and Newton Investment
Management (North America) LLC (NIMNA LLC). NIMNA LLC personnel are
supervised persons of NIMNA Ltd and NIMNA LLC does not provide investment
advice, all of which is conducted by NIMNA Ltd. NIMNA LLC and NIMNA Ltd are
the only Newton companies to offer services in the U.S. In the UK, NIMNA Ltd is
authorized and regulated by the Financial Conduct Authority in the conduct of
investment business and is a wholly owned subsidiary of The Bank of New York
Mellon Corporation. • BNY Mellon owns a 20% interest in Siguler Guff & Company,
LP and certain related entities (including Siguler Guff Advisers LLC).

DEFINITION OF INDICES
The following indices were included in the commentary for illustrative
purposes only and have been selected as they are well known and are easily
recognizable by investors. The indices have volatility and other material
characteristics that may differ from actual investments, are unmanaged, are
not available for direct investment, and are not subject to management fees.
Because of these differences, benchmarks should not be relied upon as an
accurate measure of comparison.

total return calculations which add the income a stock’s dividend provides
to the performance of the index. The Gross benchmark is presented is gross
of withholding taxes and investment management fees. The Net benchmark
presented is calculated as a total return net of foreign withholding taxes
on dividends from an U.S. investor perspective, and gross of investment
management fees. The index changed names on March 23, 2009 and was
formerly known as the FTSE EPRA/NAREIT Global Real Estate Index.

FTSE NAREIT Equity REITs Index
The FTSE NAREIT US Real Estate Index Series is designed to provide the most
comprehensive assessment of overall industry performance, and includes
all tax-qualified real estate investment trusts (REITs) that are listed on the
New York Stock Exchange, the American Stock Exchange and the NASDAQ
National Market List. The index constituents span the commercial real
estate space across the US economy and provides investors with exposure to
all investment and property sectors.

NCREIF Property Index
The National Council of Real Estate Investment Fiduciaries (NCREIF)
Property Index is a quarterly time series composite total return measure of
investment performance of a very large pool of individual commercial real
estate properties (apartments, hotels, industrial properties, office buildings
and retail only) acquired in the private market for investment purposes.

FTSE EPRA/NAREIT Developed Index (and FTSE EPRA/NAREIT Developed Net
Index)
The FTSE EPRA/NAREIT Developed Real Estate Index Series covers both
the FTSE EPRA/NAREIT Equity REITs Index and the FTSE EPRA/NAREIT
Developed ex-U.S. Index. Designed to track the performance of listed real
estate companies and REITs worldwide, the series acts as a performance
measure of the overall market. The Gross benchmark presented is based on

S&P 500
The S&P 500 is an index that is considered to be a gauge of the U.S. equities
market. The index includes 500 leading companies spread across the major
sectors of the U.S. economy. The index focuses on the larger cap segment of the
U.S. market and represents approximately 75% of the market capitalization
of U.S. securities. The index is the most notable of the many indices owned
and maintained by Standard & Poor’s, a division of McGraw-Hill Companies.
These benchmarks are broad-based indices which are used for illustrative
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purposes only and have been selected as they are well known and are
easily recognizable by investors. However, the investment activities and
performance of the fund may be considerably more volatile than and have
material differences from the performance of any of the referenced indices.
Unlike these benchmarks, the portfolios of each of the funds portrayed
herein are actively managed. Furthermore, the fund invests in substantially
fewer securities than the number of securities comprising each of these
benchmarks. There is no guarantee that any of the securities invested in
by the fund comprise these benchmarks. Also, performance results for
benchmarks may not reflect payment of investment management/incentive
fees and other fund expenses. Because of these differences, benchmarks
should not be relied upon as an accurate measure of comparison.
FTSE Data disclosure: Source: FTSE International Limited (“FTSE”) © FTSE
2017. FTSE® is a trade mark of the London Stock Exchange Group companies
and is used by FTSE under licence. All rights in the FTSE indices and / or FTSE
ratings vest in FTSE and/or its licensors. Neither FTSE nor its licensors accept
any liability for any errors or omissions in the FTSE indices and / or FTSE
ratings or underlying data. No further distribution of FTSE Data is permitted
without FTSE’s express written consent.

“FTSE®” is a trade mark of the London Stock Exchange Group companies,
“NAREIT®” is a trade mark of the National Association of Real Estate
Investment Trusts (“NAREIT”) and “EPRA®” is a trade mark of the European
Public Real Estate Association (“EPRA”) and all are used by FTSE International
Limited (“FTSE”) under licence).
The FTSE EPRA/NAREIT Developed Index is calculated by FTSE. Neither FTSE,
Euronext N.V., NAREIT nor EPRA sponsor, endorse or promote this product
and are not in any way connected to it and do not accept any liability.
“FTSE®” is a trade mark of the London Stock Exchange Group companies and
is used by FTSE International Limited (“FTSE”) under licence. “NAREIT®” is
a trade mark of the National Association of Real Estate Investment Trusts
(“NAREIT”).
The FTSE NAREIT Equity REITs Index is calculated by FTSE. Neither FTSE
nor NAREIT sponsor, endorse or promote this product and are not in any way
connected to it and do not accept any liability.
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