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Resilient performance in 2016. The logistics real estate markets have had 
a healthy 2016. Market supply/demand dynamics remain positive in many 
markets around the world. Structural drivers of demand, such as e-commerce 
and supply chain reconfiguration, and the rise in the adoption rate of logistics 
real estate that it produces, enjoy an added lift from positive economic 
growth. Low supply has been just as important. Vacancy rates have fallen to 
new all-time lows in the U.S., Europe and elsewhere. Rent growth has been 
solid in many markets around the world, particularly in the U.S. An ongoing 
expansion of interest in logistics real estate is translating to cap rates that 
have fallen lower than anticipated and with greater speed. Consequently, 
investment performance has exceeded underwriting due to both lower cap 
rates and surging rental rates, albeit at a moderating pace from 2015. 

New uncertainties pose risk to the expansion. The UK’s June 2016 vote to 
leave the European Union creates uncertainty around trade policy, business 
investment and economic growth. In turn, future elections, as well as the 
possibility of additional populist policies, seem to pose additional risks. Yet, 
customers continue to lease space and investors are completing transac-
tions. Revised economic forecasts foresee slowdowns, not recessions. Policy 
makers seem interested in stabilizing growth in the short term and in main-
taining links between the UK and the EU in the medium and long term. 
Despite these uncertainties, or those in the recent past, the expansion has 
continued. It has taken other events in stride—for example, the debate 
surrounding Greece’s role in the EU, China’s economic slowdown and 
volatility in the price of oil.
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Squarely in expansion. Healthy performance has 
continued in 2016. Structural demand drivers, such as 
e-commerce and the rising adoption rate for modern 
logistics facilities, are coinciding with a moderate economic 
cyclical updraft, creating good demand in many markets 
around the world. In the U.S., vacancies have fallen to 
5.2% (their lowest level on record), outsized rent growth 
continues and values have risen by more than 3% this year. 
In Europe, values are up nearly 2%, and vacancies have 
reached 6.0% (their lowest level on record), although rent 
growth has been variable. Vacancies in the major estab-
lished markets elsewhere around the world, including 
in Japan, China and Mexico, are also generally low and 
driving rental growth.  

Constrained supply facilitating outperformance. 
This expansion is now in its fourth year and, based on 
prior cycles, construction would normally be higher. 
Several factors, such as new regulations, stricter lending 
standards, institutionalization of the development industry, 
and a lack of desirable land sites all act as new governors 
of supply. In many markets around the world, replacement 
costs have jumped, stemming from increased competition 
for land and labor, but also growing municipal require-
ments. Doubtless, headline risk has also weighed on 
sentiment and willingness to take development risk in 
the current cycle. 

Valuations are fair, momentum for outperformance 
continues. The pace of cap rate declines slowed in 
multiple places around the world during the last year—
value growth remained good, buoyed by surging NOI 
growth, but it was not as outsized as it had been in 2014 
and 2015. However, the recent lack of increases in interest 
rates may pull cap rates lower in future quarters. In fact, 
multiple pending transactions suggest they might. Indeed, 
real estate offers compelling value relative to bonds. In the 

U.S., the spread between cap rates and inflation linked 
10-year government bonds is more than 500 bps and is 
about 100 bps versus corporate bonds—each high by 
historical standards. Spreads are even higher in Europe, 
Japan and elsewhere. 

The UK’s vote to leave the EU clouds the horizon, 
but it has not reversed the operational and valuation 
expansion in Europe. Leasing and transaction activity 
have continued in the wake of the vote. Doubtless, 
economic growth will soften—economists are calling for 
GDP growth of about 1% in the UK and 1.5% in the EU 
in 2017—but a call for a recession seems too bearish at 
this point. Other surprises could surface. At the same 
time, structural drivers, specifically Europe’s undersupply 
of modern stock and the rise of e-commerce, seem to 
have had a steadying influence and driven demand amid 
past volatility (e.g., Grexit). Development activity, which 
has been relatively moderate and dominated by build-to-
suit projects, helps. 

Where is momentum strongest and weakest? The 
market with the deepest discounted values across Prologis 
markets appears to be Brazil. Operating conditions there 
have softened in recent years and cap rates appear to be 
above 9%. Yet, the macro backdrop has shifted materially 
in 2016—the political order has changed, inflation has 
peaked and economists are calling for growth later in 2017. 
Financial markets have taken notice—the Brazilian real has 
strengthened by 20% in 2016 and bond yields have fallen 
by more than 350 bps. By contrast, there are a handful of 
lower barrier to supply locations where new supply from 
private developers and their institutional capital providers 
seem to be dampening investment performance. These 
markets include Poland and a few markets in the U.S. such 
as Houston, Columbus and Louisville. 

EXHIBIT 1 Fundamental Operating Cycle, Global
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UNITED STATES
Summary: Logistics real estate owners continued to benefit from contained development activity, with demand 
again outpacing supply in the second quarter. Strong demand supported pricing power as the vacancy rate declined 
to 5.2%1, matching its lowest point in recorded history. Strong NOI growth stemmed from the wide gap between 
in-place and market rents following 25% rent growth over three years. Property values gained from NOI growth 
and another tick-down in core cap rates.

Strong operating conditions. Given the modest pace 
of economic growth, net absorption of 128 MSF in the 
first half of the year outpaced expectations. This was the 
strongest start to the year since 2000. Underlying this 
outperformance, logistics real estate occupiers are posi-
tioning their supply chains for growth beyond the current 
cycle and are adapting to new ways of doing business. 
Chief among these structural drivers are the adoption 
and implementation of e-commerce fulfilment, which 
has comprised 10-20% of new demand for space in 
recent years.2

A wide breadth of industries driving leasing. While 
out- and under-performing markets continue to exist, 
consumption and e-commerce have been growing across 
the nation. No single industry has been central to the 
growth of demand. This diversity is also apparent by size 
category, with good demand in all size ranges. Vacancy 
rates have consistently declined for all size categories 
except those larger than 1 MSF, which were effectively 
full and occupancies retreat from near 100% occupancies 
as new supply comes online.

Rents rising in nearly all markets. After almost reaching 
double digits in 2015, rent growth maintained momentum 
through mid-2016. Unsurprisingly, markets with few avail-
abilities and high barriers to new supply led rent growth. 
These markets included the San Francisco Bay Area, 

New Jersey/New York, Los Angeles and Seattle. With the 
exception of Houston, all markets recorded rent growth 
in excess of inflation. 

Economic growth has boosted logistics real estate 
demand. While annual GDP growth remained in the 
low-2% range, consumption growth has averaged 3% 
over the past year.3 Both consumption and housing arrived 
late to the current expansion. These segments not only 
form the backbone of current demand but also represent 
potential for future growth.

Yet, risks to cyclical demand are rising. The current 
health of operating conditions has benefited from 
economic growth and, at some point, a cyclical correction 
will occur. Additionally, new risks and uncertainties are 
constantly emerging. For example, although the U.S. 
economy survived a contraction in the oil industry, a 
sudden fuel price shock could spark the next recession. 
Positive structural demand drivers should cushion the 
correction, however. 

Constrained supply has been a main driver of favorable 
market conditions. Deliveries totaled 81 MSF in the 
first half of 2016, lagging demand by more than a third. 
This expansion is now in its fourth year and, based on 
prior cycles, we expected a significantly higher level of 
new supply. Several factors have curtailed development, 
including expanded entitlement regulations, stricter 

EXHIBIT 2 – Operating Fundamentals, U.S. 
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lending standards for construction loans, the institutional-
ization of development and a lack of desirable land sites. 
Furthermore, construction costs have risen, stemming 
from increased competition for land and labor, but also 
from growing municipal exactions and fees. 

Supply risks (mostly) contained. Throughout major 
U.S. markets, approximately 175 MSF of space is under 
construction.4 Nearly 40% of this square footage is concen-
trated in the top five markets for occupier demand: Dallas, 
Inland Empire, Atlanta, Chicago and Central & Eastern 
Pennsylvania. Even with full construction pipelines, the 
vacancy rate continued to tighten in these markets. 
Furthermore, the most in-demand locations are under-sup-
plied. For example, the Inland Empire West submarket had 
a Q2 2016 vacancy rate of 1.8%.5 On the margin, private 
developers and their institutional capital providers have 
recently shown less discipline. 

Prologis Research anticipates a period of balanced 
supply and demand. At the moment, economic risks 
seem largely contained and the domestic economy is 
poised for an extended period of moderate growth. We 
forecast a gradual moderation in demand, with 225 MSF 

of net absorption in 2016, followed by 200 MSF in 2017. We 
expect deliveries to total 185 MSF in 2016 and increase 
to 215 MSF in 2017.

Once again, industrial returns outperformed. Industrial 
returns totaled 13.3% in the past year compared with 
12.2% for retail, 9.7% for apartments and 9.3% for 
office.6 Both NOI growth and cap rate compression 
supported returns. Prologis estimates that cap rates for 
core quality properties decreased to 5.15% in the second 
quarter of 2016 after stabilizing at 5.20% for the previous 
four quarters.

Relatively attractive, but normalizing, returns are 
ahead for the industrial sector. With approximately 25% 
rent growth over the past three years, the gap between 
in-place and market rents is historically wide, fueling NOI 
growth as leases roll and are marked to market. Prologis 
Research expects the vacancy rate to hover around 5.2% 
through 2017, allowing for continued rent growth. The 
combination of NOI gains and sustained investor demand 
for logistics real estate should support property values and 
returns through the near term and likely beyond.
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EUROPE
SUMMARY: The outlook for logistics real estate remains positive as structural drivers offset macroeconomic 
crosscurrents. Vacancies fell to all-time lows in H1 2016, both in the UK and on the Continent. The UK vote to 
leave the European Union will have a tempering effect on the outlook and the potential for unforeseen surprises; 
however, business activity continues. Interest rate declines have led real estate valuations to become more 
attractive on a relative basis, as spreads are among the widest in world. Consequently, there is the potential for 
further cap rate declines and value growth in the years ahead.

The recovery continues to make progress, albeit 
modest. Vacancies fell to 6.0% during the second quarter, 
down 10 basis points and 60 basis points yr/yr, due to 
both positive demand and moderate new supply. New 
demand, as measured by net absorption (the sum of new 
requirements, expansions, and contractions), amounted to 
13 MSF (1.2 MSQM). Values rose, too, up 2% during the 
first half of the year. Cap rate compression has been the 
key driver in the recovery, but improving operating funda-
mentals recently became an increasingly important factor. 

The recovery is broadening. Vacancy declines are broad-
based, and most markets appear to be at or approaching 
frictional vacancy levels. The improvement reflects a 
levelling of customer sentiment in all regions, with 
improving performance in periphery markets comple-
menting the stronger markets in Northern Europe and 
the UK. 

The UK’s vote to leave the EU will impact the market, 
yet current conditions have been stable. Three themes 
have emerged:

• Leasing markets remain active. Prologis has leased 
more than 8 MSF across the region through July, with 
more than 1.7 MSF in the UK since the referendum. 
These leases have rents that are higher than they 
were on the prior leases. Demand in Europe still 
appears to be broad-based and continues to have 
an emphasis on the automotive and e-commerce 
sectors. Prologis has completed leases with many 
household names, including DHL, Schneider Electric, 
Jaguar Land Rover, Marks & Spencer and Alibaba.

• Capital markets are steady. Prologis’ dispositions 
illustrate market depth. A transaction in the UK 
closed on June 21, two days before the referendum 
vote. Prologis also began negotiating the sale of a 
French portfolio before the referendum and concluded 
negotiations after the vote with no change to pricing. 
Other sellers and buyers have also transacted. Two 
recent transactions, one in Birmingham and another 
in Manchester, each with 10-year leases, appear to 

be transacting with cap rates in the high-4%s. In 
addition, a UK retail fund brought a £50 million facility 
to market and asked buyers to transact in just five 
working days. There was a deep pool of buyers with 
pricing at a stable level. 

• A potential for forced sales. The popular press has 
speculated that certain retail funds may bring assets 
to market to create liquidity. Those transactions, if 
they arise, may present opportunity. In general, values 
in the UK are driven by lease length and location, so 
quality logistics real estate seems relatively isolated 
from recent volatility.

Development activity, while rising, continues to 
augment the recovery in most markets. Development 
starts rose to their highest level in six years at 25 MSF 
(2.3 MSQM) in the second quarter, but developers remain 
relatively risk-averse. In the UK, development slowed 
heading into the referendum, and the vote to leave may 
further dampen starts activity. On the continent, devel-
opment has been modest and dominated by build-to-suit 
activity. However, Poland is an exception. A few merchant 
developers are overbuilding the market by offering rental 
incentives of up to 40% and convincing new investors to 
capitalize artificially inflated headline rents.
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Vacancy rates appear poised to continue to decline 
in the near term. Economic growth is expected to slow 
as a result of the UK’s vote to leave, with GDP growth in 
2017 slowing toward 1% in the UK and about 1.5% in the 
EU. For now, economists expect the UK and the EU to 
avoid recession. In fact, leading economic indicators had 
become fairly positive heading into the vote, positioning 
the region to better weather this period of economic uncer-
tainty. Structural drivers for logistics real estate, such 
as e-commerce, have been more important for driving 
the recovery. Looking forward, we forecast annual net 
absorption of approximately 66 MSF (6.2 MSQM) 2016 
and 68 MSF (6.3 MSQM) in 2017. By contrast, the current 
pace of new supply is lower and should produce vacancy 
declines of approximately 50 basis points over the next 
18 months. 

Values may continue to rise despite the uncertainty 
created by the UK referendum. Transaction volume has 
slowed, which clouds the valuation picture. Nonetheless, 
several factors support a positive view. For example, a signif-
icant queue of equity is focused on logistics investment 
opportunities. Even in light of improved valuations, sellers 

are reluctant to bring product to market. Real estate 
valuations, which were already attractive relative to the 
fixed income universe before the UK’s referendum, have 
become only more so in the wake of interest rate declines 
in June and July. Cap rate spreads to safe rates are now 
the widest in the world among developed economies. 
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EXHIBIT 8 – Development Starts, Europe 
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EXHIBIT 11 Market Fundamental Cycles (Q2 2016)
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Japan has unique structural drivers, many of which 
are positive. Despite its economic prominence, Japan 
has a severe undersupply of modern logistics facilities, 
creating expansive opportunities for logistics real estate 
as the adoption rate rises. An affluent consumer sector 
drives strong demand, which gains a strong boost from the 
expansion of e-commerce. Net absorption has averaged 
nearly 15 MSF (1.1-1.4 MSQM) in the past three years, 
or 7% to 10% of market size, considerably ahead of 
economic growth. With respect to supply, Japan enjoys 
considerable land constraints and city density, which are 
notable compared with other markets around the world. 

Japanese logistics real estate markets are in a strong 
position due to the country’s  mature expansion. In a 
marked divergence from economic headlines, logistics 
real estate demand has been healthy and has brought 
the vacancy rate to a low 4.0%. Quantitative easing has 
benefited valuations, where cap rates have dipped into the 
low 4.0% range for prime assets—among the lowest in the 
world. Over the past three years, values have increased 
1.9% annually. Yet despite seemingly high valuations, 
Japanese logistics real estate retains attractive relative 
value. Japan’s cap rate spread to inflation-linked bonds 
is higher than China’s and the U.S.’s, which indicates an 
appropriate return given the relatively safety and stability 
of the Japanese investing environment. Furthermore, 

while the dearth of market transactions in Japan provides 
little empirical evidence, JREIT’s trading at premiums to 
cap rates signals that market valuations can rise further. 

The macro backdrop has been—and remains—
dependent on governmental intervention, posing 
both risks and opportunities going forward. From 
2012 to 2015, Japan’s annual GDP growth averaged just 
0.9%.7 This soft growth has been in spite of heavyweight 
monetary and fiscal policy, which has been a critical pillar 
throughout the recovery. The Abe administration has 
pursued three “Three Arrows” of policy: quantitative 
and qualitative monetary easing, fiscal expansion and 
structural reforms. However, economic growth is not yet 
self-sustaining and relies on stimulative government policy. 
Core-core inflation (excl. food and fuel), retail sales, wage 
growth and business sentiment indicators all remain tepid. 
Prime Minister Abe is important to these policies, but his 
approval ratings have slipped into the range 40-50% range 
in 2016, down from 60%+ in 2013. 

Supply poses an additional risk at this point in the 
cycle. Starts during the last four quarters amount to 32 
MSF (3.0 MSQM) slated to deliver during the next year 
and a half, a considerable sum compared with historical 
data. By comparison, Prologis Research forecasts 
annual demand to approximate 20 MSF (1.7-1.9 MSQM). 
Most of the development was speculative construction 
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JAPAN
SUMMARY: The Japanese logistics market enjoys structural drivers that set the basis for strong fundamentals in 
spite of soft economic growth. Government policy has been an important backstop to economic activity, including 
both stimulative fiscal and monetary policy. The latter has buoyed asset values amid soft economic growth. A 
continuation of stimulative policy—which appears likely—is important to a constructive outlook. Supply-side risks 
are present however, particularly in peripheral locations in Osaka. Positive return performance appears poised to 
continue as private Japanese real estate offers high spreads to REITs, interest rates and inflation. 
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concentrated in Osaka. In particular, with the Shin-Meishin 
Expressway scheduled to open in two years, new locations 
in Osaka have become targets for construction. While 
infrastructure improvements have spurred supply, it may 
also stoke latent demand from users who previously could 
not enter the market, while alleviating congestion such 
as has occurred along Tokyo’s Ken-O expressway. The 
elevated levels of supply may lift vacancies, specifically 
in Osaka, although vacant stock is projected to remain 
less than one year of new demand, tempering the impact 
to the market’s balance.

CHINA
A healthy real estate expansion. Logistics real estate 
occupancies and demand are stable in Shanghai, Beijing, 
Guangzhou and their adjacent submarkets. Rent growth 
remains notable relative to many markets elsewhere 
around the world. Supply pipelines in a handful of growth 
submarkets, particularly Chengdu in West China, remain 
elevated. Given the relatively small size of most logistics 
real estate markets in China, the degree of excess supply 
appears to be limited, as a handful of large deals might 
allow the elevated vacancies to correct more quickly than 
experienced in developed (i.e., slower growth) economies. 
Of note, e-commerce customers, 3PLs and automotive 
customers remain strong. 

The firming economic picture may attract additional 
real estate investment in China. Yet, there remains an 
important economic debate around a hard or soft landing 
for the economic deceleration. The latest data illustrate that 
the slowdown in economic growth is firming. June PMIs 
for both the government manufacturing and non-manu-
facturing indices improved considerably to 50.0 and 53.7, 
respectively. The Caixin manufacturing PMI declined in 
Q2 2016, a reflection that smaller private firms have not 
benefitted from the supportive fiscal policies, while the 
service sector continues to outperform manufacturing. 
Retail sales growth has consistently remained above 
10.0% yr/yr, aided by strong real wage growth. Stimu-
lative government policy and the ongoing transition to a 
consumer- and service-based economy provide a positive 
backdrop to our outlook.
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MEXICO
Improving momentum. Logistics real estate demand 
growth has been robust in 2016 and continues to outstrip 
new supply across the country’s six main logistics 
markets. The overall vacancy rate for these markets 
declined by approximately 300 bps to reach >6% in Q2 
2016—marking the lowest point of the cycle.8 The decline 
in market vacancies has been considerable and broad-
based, as vacancy rates in both the Global and Regional 
logistics real estate markets remain at or below 6%. 
Overall, demand in the first half of 2016 exceeded 12 
MSF—a significant uptick in demand, and approximately 
double the pace of supply.

Positive customer sentiment. Consumers continue 
to drive growth even though headwinds are present 
elsewhere in the economy. Underpinning the strong 
consumption has been the labor market. The national 
unemployment rate remains a healthy 4.0%, and 
employment growth has advanced gradually throughout 
2016. Rising inflation is a new risk, however. 

Anticipating a balanced expansion going forward. 
Supply and demand appear poised to remain relatively in 
sync, with approximately 18 MSF and 20 MSF of comple-
tions and net absorption this year. Low vacancies should 
lift rental rates, especially along the border. However, 
recent softness in the peso is pressuring customers with 
U.S. dollar-denominated leases in certain markets, princi-
pally in Mexico City. This will pressure rent levels to be 
lower than it would be on a U.S. dollar basis. 

BRAZIL
Much-needed geopolitical changes and reforms are 
advancing. Although a degree of political uncertainty will 
remain a fixture in Brazil for several years, progress has 
been made in 2016. Interim President Temer has outlined 
fiscal austerity measures, notably favoring public spending 
cuts and public pension system reforms. However, Temer’s 
ability to implement his proposed (and, unpopular) fiscal 
reforms is uncertain; his failure to do so could risk a return 
to the unorthodox policies of the past. Financial markets 
have taken note: The Brazilian real rose 20%9 in the first 
half of 2016, and bond yields declined. 

Brazil’s bleak economic picture seems to be brightening. 
Economic indicators appear to be stabilizing alongside 
constructive changes in Brazil’s geopolitical backdrop. 
Catalysts include global and domestic events—specifi-
cally, improving commodity prices and the presidential 
leadership. In addition, an end to the downward spiral 
of the real helps to re-anchor inflation expectations. In 
response, market watchers have begun to anticipate an 
easing of monetary policy later in 2016, itself a governing 
factor of economic growth. 

The Class-A logistics market appears poised to 
recover quickly once the broader macro backdrop 
stabilizes. The Class-A big box vacancy rate in São Paulo 
is significantly outperforming the overall market, driven 
by a customer consolidation of logistics operations and 
flight-to-quality. Added vacancy produced weaker rental 
rates, and in-place rents are above market. Yet, excess 
vacancy remains less than one year of demand in the best 
submarkets, which could precipitate to a quick recovery 
of occupancies and rents as customer demand expands.
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Lorem ipsum dolor sit amet, consectetur adipiscing elit. 
Sed in congue massa. Vestibulum laoreet placerat neque 
id rhoncus. Integer auctor hendrerit erat id tempor. Ut 
in erat at purus feugiat ullamcorper sed nec neque. Sed 
magna massa, molestie vitae porttitor quis, varius vel nibh. 
Aliquam erat volutpat. In a gravida enim. Cras ullamcorper, 
turpis et facilisis adipiscing, nisi felis malesuada dolor, 
a pharetra lectus odio eu turpis. Etiam lobortis facilisis 
aliquam. Curabitur id libero nec urna sollicitudin sagittis. 
Maecenas nec libero at libero luctus luctus. Nam tincidunt 
pulvinar est, nec feugiat enim pulvinar lacinia.

ETIAM ARCU JUSTO FERMENTUM SIT

Amet euismod nec, eleifend mattis libero. Cras venenatis 
viverra condimentum. Lorem ipsum dolor sit amet, 

consectetur adipiscing elit. Fusce eget dui sit amet ante 
ultricies bibendum. Aenean eleifend convallis sem, vel 
blandit velit tincidunt et. Quisque imperdiet augue at purus 
feugiat.

MORBI MALESUADA CONVALLIS EGESTAS

Fusce eget dui sit amet ante ultricies bibendum. Nulla 
et ante sed lorem auctor interdum in vel lectus. Etiam 
venenatis pretium ligula, ac luctus turpis pellentesque vel. 
Integer sit amet placerat eros. In hac habitasse platea 
dictumst. Suspendisse ligula purus, semper vel gravida ac, 
eleifend eu sapien. Lorem ipsum dolor sit amet, consec-
tetur adipiscing elit. Etiam fringilla scelerisque neque, 
eleifend euismod orci sodales nec. Integer ultrices congue 
massa, sed egestas.
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