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Key takeaways

Investors who can overlook near-term
macroeconomic uncertainty may find an
attractive opportunity in US commercial
real estate.

A weakening in expected US economic
growth accompanied by higher expected
inflation will challenge Federal Reserve
policymakers in 2025.

During the first quarter of 2025, the
pace of CRE transactions held up well,
property pricing increased and credit
availability was robust.

Upturns in net operating income growth
and stabilizing cap rates contributed to
positive appreciation in most sectors.

The top 50 metro area markets are
reporting stable to improving market
fundamentals, which we believe should
further benefit as inflows of new supply
diminish.

US commercial real estate (CRE) investment performance
during the first quarter of 2025 confirmed expectations for a
cycle turnaround. The NCREIF National Property Index (NPI)
benchmark delivered its third consecutive quarter of positive
total return, following seven quarters of negatives. Three
positive quarters are a solid basis for declaring a cycle upturn
supported by steady economic growth through year-end 2024
and ongoing employment growth.

Positive income return accompanied by a small positive quarterly
appreciation component drove the total-return results. Among the four
primary sectors, only office continued to report negative appreciation
amounting to -0.57% for the quarter. Retail led with the strongest quarterly
total return followed by residential and industrial, while office lagged. For the
full year ending in March, all property total return amounted to 2.8%, with
retail at 6.7%, industrial at 3.8%, residential at 3.7% and office at -3.0%.*

The cycle turnaround is benefiting from the decline in new supply in the
space-heavy industrial and apartment sectors, along with continuing
scant new supply in retail and office sectors, as shown in Figure 2. The
US economy continued to support the demand side of CRE with solid
employment growth through May and ample credit availability. The rising
economic uncertainty related to tariff policies that emerged in the first
quarter had little discernible effect on property total return, reflecting

the usual lag between CRE and the macroeconomy. Nonetheless, the
first quarter’s -0.3% GDP growth, which resulted from a flood of imports
intended to front-run tariff changes, foreshadowed tariff worries to come.

Figure 1 — Solid employment growth is supporting the CRE cycle upturn
Monthly employment growth
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Source: BLS. Data as of May 2025.
Figure 2 — Supply is declining in space-heavy sectors
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Solid US CRE performance so far in 2025 faces foggy future

While diminishing new supply this year should support the CRE
cycle upturn from here, prospects for the quarters ahead have
become highly unpredictable due to the evolving federal policies
introduced by the second Trump administration. The most
unsettling are the tariff policies covering all US trade partners
that were announced on April 2. The new tariffs included a 145%
levy on goods from China, the largest source of US imports.
Financial markets convulsed after the announcement with stock
values plummeting, long-term Treasury yields rising, credit
spreads widening and the value of the dollar slipping.

Global investors were clearly alarmed and dumped US assets.

In response to the turmoil, the US administration paused most of
the new tariffs for 90 days, leaving the 145% tariff on China and
a 10% across the board levy elsewhere. More recently, the 145%
has been reduced to 30% on some items for 90 days pending
further negotiation. Financial markets calmed even though the
reduced tariffs are still high enough to be disruptive.

Even after the pause, the tariff situation remains problematic
for the US economy. Tariffs have been shown historically to
be inflationary, with the related disruption to the economy

Figure 3 — CEO confidence is down
CEO confidence index
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Source: Chief Executive Research. Data as of April 2025.
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threatening growth as well. Moreover, the uncertainty
surrounding on-again, off-again tariff policy has negative effects
as well.

Other Trump administration actions are adding to economic
uncertainty. Shrinkage in the federal government labor force
and shutdowns in activities and agencies are in the headlines,
but court ordered delays are making it impossible to gauge
effects. Halts on federal research grants also have potential
negative impact on economic growth that is not yet measurable.
In addition, the crackdown on immigration is making headlines
but without a clear measure of its impact on the labor force,
especially in the construction, agriculture and food processing
sectors.

Long-horizon business commitments and consumer spending
decisions need policy clarity and stability. All told, CEO
confidence is down, and consumer sentiment has deteriorated
with rising inflation expectations, as Figures 3 and 4 show.
Through early May, the Federal Reserve has maintained interest
rate policy while commenting on the heightened risks to growth
and inflation.

Figure 4 - Consumer sentiment has deteriorated with rising
inflation expectations
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Implications for US CRE

The macroeconomy represents only a portion of the factors
that drive “the CRE cycle” and determine CRE investment

performance. Fundamental market and property performance are
also factors:

e  Weaker economic growth is most likely to affect the demand
for industrial space most directly. Slower growth especially
with tariff disruption will impair the flow of goods and
the warehouse space that houses them. Industrial space
vulnerability depends on the relative supply-demand
balance in individual metro markets. Some are grappling
with excess supply; others are more balanced.

e Retail space demand will also respond to weaker growth
as it flows from slower consumer spending. But supply-

demand is well-balanced across the sector, leaving it more
resilient.

e The office sector is in the midst of restructuring. Weaker
leasing activity will accelerate the shakeout of excess space.

e The residential sector is also working through excess supply
in some metros with others well balanced. Slower economic

growth will slow the rotation of tenants to single-family
purchases.

Figure 5 — CRE is coming off the bottom of its pricing cycle
National property types
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Overall, slower economic growth combined with borrowing rates
elevated to curb inflation will likely discourage new construction
projects beyond current expectations. Higher prices for
construction materials affected by tariffs may slow new projects
as well, along with uncertainty regarding construction labor as
immigration is tightened. We believe any further shrinkage in
supply as result of these factors will benefit CRE investors.

CRE investors will likely also benefit from the recent bottom

in cycle pricing. Unlike stocks, which are trading at rich prices
even with the tariff volatility, CRE is coming off the bottom of
its pricing cycle, as shown in Figure 5. At the end of first-quarter
2025, the preferred apartment sector was priced 18.5% below
its cycle peak, while industrial was barely off its peak and retail

was down 5%. Office pricing was down most severely, off 23%
from its peak.

Investors who can overlook near-term macroeconomic
uncertainty may find CRE an attractive opportunity. Their demand
could put a damper on property value risk ahead. In this regard,
the quarterly survey of foreign investors in US CRE conducted

by AFIRE, shows that 44% were planning an increase in US
investments, citing promising fundamentals and despite rising
concerns with the US outlook.?
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Macroeconomy

Projections for US economic growth in 2025 are subject to

an unusual degree of uncertainty, reflecting the gyrations in
tariff policy, shrinkage in federal government employment and
activities, shrinkage in immigration flows, and the potential
impact of these on consumers and businesses.

The most recent forecasts were collected in May by the Federal
Reserve Bank of Philadelphia in its quarterly “Survey of
Professional Forecasters.” The survey reports a 1.4% median
projected real GDP growth in 2025, down from the 2.4%
projections reported in the February survey. Core inflation
measured by the personal consumption expenditures metric is
expected to rise 3.3% in 2025, up from the 2.4% expectation
earlier. Weaker growth and higher inflation are projected for
2026 as well. The risk of negative quarters in the remainder of
2025 is gauged at 30%-+.

The Survey does not ask explicitly about the risk of recession,
which typically involves two consecutive negative quarters.
CEOs were surveyed about recession, and 46% expect recession
over the latter half of 2025.3 Recession or not, the weakening in
expected growth accompanied by higher expected inflation will
challenge Federal Reserve policymakers.

The challenge is illustrated in recent Treasury yields. Despite the
100 basis point cut in the federal funds rate since September,
both the 2-year and 10-year Treasury yields have increased,

as shown in Figure 7. The increase is notable as it implies

that financial markets are more focused on rising inflation
prospects versus weaker growth prospects. The Fed appears

to be reinforcing this view, as rates were held steady at all four
policy meetings so far in 2025. The federal budget negotiations
underway in Congress are also weighing on Treasury yields, as
the likelihood of a widening deficit increases.

e~

T =

[

Q2 2025 | A cycle upturn meets uncertainties

Figure 6 — US real GDP and core PCE (annual)

7%
mmm GDP Core CPI Forecast
6%
5%
4%
3%
2% N III
| =
- II IIIII I II
0% -
-1%
2%
-3%
N0 OO O @ N M T IO ON 0O O A NI I O N
O O O o o +F oA 34 34 o4 4 d 400000«
O O O O O O O 0O 0O 0O 0000 00O OO OO OO o o
N AN AN AN AN AN AN AN AN NN NN NNNNNN

Source: Federal Reserve Bank of Philadelphia, First Quarter 2025 Survey
of Professional Forecasters; St. Louis FRED.

Figure 7 — US 10-year and 2-year Treasuries (monthly yields)
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CRE transactions and pricing

The pace of CRE transactions held up well through the first
quarter of 2025, with the total 11% above first-quarter 2024
levels.* However, it bears repeating that transactions are closed
weeks, if not months, after they are negotiated and signed. First-
quarter transactions pre-date the upheaval of the April tariff
news and may pre-date much of the news on federal cuts and
immigration tightening.

Apartments, hotels and industrial had the strongest year-over-
year improvements in transactions. Retail transactions were
flat while office transactions contracted in the absence of entity
deals. Interestingly, the hot data center segment of the market
contracted sharply from year-ago transactions activity, but it is
very small and volatile.®

Property pricing reported in the MSCI-Real Capital Analytics
Commercial Property Price Index show a third consecutive
quarterly increase in the first quarter of 2025 of 0.5% for the All
Property Index. As Figure 9 shows, retail properties experienced
the strongest increase, 1.8%, followed by office at 1.2%, and
apartment at 0.4%. Industrial lagged with a -0.2% decline. The
price increase in the office sector is noteworthy, as it indicates
that some buyers are finding opportunity despite office sector
restructuring.

Credit availability was robust during the first quarter. The
Mortgage Bankers Association reports that commercial and
multifamily lending was up 42% in the first quarter from the
same quarter last year and up 40% from the fourth quarter of
2024. Plentiful CRE credit has helped to modify distressed loans,
with the total of modifications almost doubling from March

2024 to March 2025, according to Cred IQ research. However,
the pipeline of distress continues to grow; RCA reports a 23%
increase in the year ending March 2025. Office properties account
for the largest portion of distressed assets.

Figure 8 — Transaction volume (quarterly, $b)
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Figure 9 — RCA CPPI (% change quarter-over-quarter)
8.0%
6.0%
4.0%
2.0% /A\q/’\ AN
0.0% 7
-2.0%
-4.0%
-6.0%
M A MO A M A M A M 4 M 4 MO 4 MO 4 MO A M
[oglogiosioso OO OO MOMOMOMOMOMOMOMOMOIO OG-
LW O© O NNOWOBOOO OO A A NN MM IF S W0
o H H H H H H H H AN NN NN NN NN NN
Apartment Industrial e Retail e Office

Source: Red Capital Analytics. Data as of May 2025.



NPI property performance

Most sectors see positive appreciation

The US CRE NCREIF NPI benchmark reported its first positive
appreciation in the first quarter of 2025, after ten consecutive
quarterly negatives. As Figure 10 shows, only the office

sector continued to suffer value depreciation, though the

pace of its quarterly decline has been waning. Upturns in

net operating income (NOI) growth and stabilizing cap rates
contributed to the positive appreciation in industrial, residential
and retail, while office NOI and cap rates both contributed

to its depreciation. Figures 10 and 11 examine NPI property
performance in more detail.

It is worth remembering that NOI growth for each sector is
influenced by the pace of lease rollovers. Residential apartments
typically have short-term leases allowing rents to catch-up
quickly to changing marking conditions. Lease terms are longer
for the other sectors, prolonging the catch-up to market. Recent
turmoil in the office sector is promoting tenant interest in shorter
leases that accommodate further evolution in work-from-home
arrangements.

In the quarters ahead, the ebbing flow of new supply will likely
improve NOI growth but only to the degree that new supply can
be absorbed without compromising rents. We believe weaker
economic growth and heightened economic uncertainty will
challenge absorption and perhaps challenge rent growth as
well. Cap rates will likely respond as well to the challenging
environment, especially if interest rates remain elevated.

Figure 10 — Expanded NCREIF-NPI growth (rolling four-
quarter average)
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Figure 11 — NCREIF-NPI capital return
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Metro market vacancy rates and rent growth

Improving most for apartments

Figures 12 and 13 are designed to portray the momentum

in the top 50 metro area markets as defined by changes in
vacancy rates and rents by property sector. The 50 top metros
tracked in the figures are reporting stable to improving market
fundamentals. For apartments, more than half of the top 50
metros reported declining vacancy rates and rising rents in
the first quarter, somewhat better than in the fourth quarter of
2024. The retail sector also reported solid results but more as
continuation than improvement.

Retail vacancy rates were essentially unchanged at 4.1%, with
twenty of the top 50 metros showing falling vacancy but most
reporting weaker rent growth. Industrial properties also reported
weaker rent growth, but at a still robust 3.3% rate, accompanied
by a small but pervasive increase in vacancy rates. Office
continued to struggle, with rising vacancy rates and declining
rent growth reported for most metros.

Looking ahead we believe metro market fundamentals should
benefit as inflows of new supply diminish. But if weaker
economic growth and higher interest rates materialize, the
benefits could be offset.

Figure 12: Vacancy rate changes (top 50 metros)
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Source: CoStar, Q1 2025 vs. Q4 2025.

Figure 13: YoY rent growth changes (top 50 metros)
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Our assesment Process

Analysis of real estate investment prospects commonly starts with a review of recent and expected macroeconomic
performance. That starting point reflects the importance of the macroeconomy as a driver of the supply and demand forces
that determine property investment performance. The macroeconomic environment influences those drivers and propels a
national real estate cycle. That cycle is the dominant influence on performance with property sector and local geographic
influences following in importance. At the same time, the idiosyncratic characteristics of specific properties and their
specific locations combine with the national cycle feeding each property’s bottom line. These diverse influences encourage
investors to evaluate both the “top-down” macro environment and the “bottom-up” characteristics of each individual
investment under consideration.

Economic growth affects property sectors through varying channels. For apartments, demand drivers include employment
and income growth that enable maturing young people to form households along with the absolute number of that
population cohort. Interest rates are also important as they influence the cost of buying a home versus renting. Stronger
economic growth fuels both employment and income growth. Employment and income growth along with population
growth also influence prospects for the retail sector. But growth that is too strong can promote inflation leading to rising
interest rates which put a lid on growth.

The industrial sector depends on the widest definition of GDP including the international trade sector. Industrial space
demand reflects the flow of goods through the domestic economy. Industrial space demand is very responsive to the
macroeconomy in part because the sector can build new space quickly when compared with other types of structures. This
responsiveness contrasts sharply with office space where construction lags dampen responsiveness to the macroeconomy.

But, at the same time, there are structural forces of various strengths affecting each sector. For apartments, the strongest

is the ongoing shortfall in the supply of housing due to weak construction following the 2008 recession. For industrial, the
adjustment to more online shopping and demand for faster delivery is an ongoing tailwind. For office, work-from-home
appetite is still uncertain and space obsolescence is a mounting concern. Finally, the retail sector is enjoying a tailwind from
disparate population growth contributing demand for space in growing localities while the headwind of excess space in
declining areas and shrinking venues is ongoing.
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Research Consultant to L&G — Asset Management, America
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Disclosures

Legal & General Investment Management America, Inc. LGIM America (d/b/a L&G — Asset Management, America) (“LGIMA”) is a registered investment
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not independently provide investment advice to U.S. clients. Registration with the SEC does not imply any level of skill or training.

This material is intended to provide only general educational information and market commentary. Views and opinions expressed herein are as of the
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informational purposes only and is not intended as a solicitation to buy or sell any securities or other financial instrument or to provide any investment
advice or service. Legal & General Investment Management America, Inc. does not guarantee the timeliness, sequence, accuracy or completeness of
information included. Past performance should not be taken as an indication or guarantee of future performance and no representation, express or
implied, is made regarding future performance.

Certain of the information contained herein represents or is based on forward-looking statements or information, including descriptions of anticipated
market changes and expectations of future activity. Forward-looking statements and information are inherently uncertain and actual events or results
may differ from those projected. Therefore, undue reliance should not be placed on such forward-looking statements and information. There is no
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Unless otherwise stated, references herein to “LGIM”, “we” and “us” are meant to capture the global conglomerate that includes Legal & General
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investment adviser) and Legal & General Investment Management Asia Limited (a Hong Kong SFC registered adviser). The LGIM Stewardship Team
acts on behalf of all such locally authorized entities.
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