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Core real estate investments have flourished since the financial crisis. Since delivering six consecutive double-
digit annual returns through 2015, the NCREIF Open-end Diversified Core Equity Index (NFI-ODCE) returned 
a positive 8.8% in 2016 and a positive 3.5% YTD through June 2017. While overall returns are moderating, the 
relatively lower high single-digit returns remain consistent with our longer term expectations for the asset class 
and real estate remains an attractive investment relative to other assets classes. Investors may be wondering how 
much longer the real estate cycle can continue and if it is time to pull back on their allocations. In this newsletter, 
we address these questions by examining critical drivers of the real estate market, including performance, 
valuation, leverage, income, and capital flows. 

Performance

The performance of core real estate funds has been strong. As mentioned above, core real estate, as measured 
by the NFI-ODCE, gained 8.8% in 2016. Over the past three and five years, the NFI-ODCE has generated 
annualized returns of 11.3% and 11.8%, respectively (see Exhibit 1).

Exhibit 1: Performance of the NPI and NFI-ODCE as of June 30, 2017

Source: NCREIF

2Q17 YTD 1 Year 3 Year 5 Year 10 Year
NPI 1.8% 3.3% 7.0% 10.2% 10.5% 6.4%

Income 1.2% 2.3% 4.7% 4.9% 5.2% 5.5%
Appreciation 0.6% 1.0% 2.2% 5.1% 5.1% 0.9%

NFI-ODCE 1.7% 3.5% 7.9% 11.3% 11.8% 5.3%
Income 1.1% 2.2% 4.4% 4.6% 4.9% 5.3%
Appreciation 0.6% 1.3% 3.3% 6.5% 6.7% 0.0%

NPI Apartment 1.5% 2.8% 6.3% 9.2% 9.6% 6.2%
NPI Office 1.6% 2.9% 5.6% 9.2% 9.5% 5.5%
NPI Industrial 3.1% 6.0% 12.4% 13.5% 12.8% 7.1%
NPI Retail 1.5% 3.1% 6.9% 10.8% 11.8% 8.0%
NPI Hotel 1.8% 1.6% 3.7% 9.0% 8.5% 4.1%
NPI East 1.5% 2.4% 5.4% 8.3% 8.6% 5.4%
NPI Midwest 1.3% 2.7% 5.6% 9.2% 9.7% 6.1%
NPI South 1.6% 3.5% 6.8% 10.3% 11.2% 7.0%
NPI West 2.2% 4.2% 8.8% 12.1% 12.1% 7.1%
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The NPI1, which measures the performance of properties, gained 8.0% in 2016 and has advanced 10.2% and 
10.5% over the past three and five years, respectively. While returns have been robust across all property types, 
industrial has shown the strongest growth over the past five years as a result of the trends in ecommerce. In 
today’s world, when a consumer purchases a product online, he/she expects to have it shipped within 24-48 
hours. Because of this and the increase in overall ecommerce sales, vendors are looking to buy or lease industrial 
buildings closer to higher density population regions. From a regional perspective, real estate in the western 
portion of the U.S. has experienced the largest gains over the same time period.

As we address the various real estate market indicators, the positive returns over the last five years certainly 
support current allocations to the asset class.  However, as we assess the future return prospects, there are a 
number of factors to consider, such as current valuations, debt profiles, income prospects, and investor flows.  
We start by looking at overall valuation levels in the next section.  

Valuation

Real estate valuations based on the Moody’s/RCA Commercial Property Price Index have fully recovered from 
their drawdowns during the financial crisis, with all major sectors rebounding from their lows, as shown in Exhibit 
2:

1 The NPI is the NCREIF Property Index, which measures the return of individual commercial real estate properties that are acquired 
in the private market for investment purposes only. 
2 The Moody’s/RCA Commercial Property Price Index uses repeat-sales transactions to measure price changes in commercial real 
estate.

Exhibit 2: Real Estate Property Price Indices2

Source: Bloomberg
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Apartment properties have experienced the strongest recoveries and now reside above their prior pricing peak 
followed by office, industrial and retail. Among the property sectors, Office represents the largest share of the 
NPI (37%), followed by Apartment (24%) and Retail (24%) (see Exhibit 3). As such, the change in value for these 
sectors contributes significantly to the return attribution of the NPI. Given their weightings and recoveries, the 
information in Exhibits 2 and 3 suggests that valuation levels are high for real estate, and continued strong 
returns are not likely.  However, there is more to the valuation story than these initial metrics.
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The supply of properties is another item to consider when gauging the current state of the real estate market. 
Simple economic theory suggests that excess supply leads to depressed prices, while a shortage of supply leads 
to high prices. Though straightforward in nature, this intuition can help us assess the real estate market, and we 
do so with Exhibit 4, which shows the supply and demand across property types as a percent of stock through 
March 31, 2017. 

Exhibit 3: NPI Market Value Composition as of June 30, 2017

Source: NCREIF

Exhibit 4: Supply and Demand as a Percent of Stock

Source: CBRE-EA via Deutsche Asset Management

With the exception of apartments, demand as a percentage of stock is greater than supply. Oversupply in luxury/
Class-A apartments in various pockets within the United States is causing some concern whereas Class-B and 
C apartments located in urban infill and well located suburban locations are still in high demand.  Overall, the 
depressed supply we see today for three out of the four sectors should be viewed as a positive for future real 
estate returns.

37%

24%

24%

14%

1%

Office

Apartment

Retail

Industrial

Hotel



The State of Real Estate: An Era of Normalizat ion? August 2017 4

3 Capitalization rates (cap rates) are used to value real estate properties and are defined as net operating income divided by market 
value. The market value of a real estate property is derived with the following formula: MV=  (Net Operating Income)/(Cap rate). 
Therefore, the lower the cap rate, the higher the market value, all else equal.
4 As of 3/31/2017  

Of course, no valuation discussion of real estate is complete without an analysis of current cap rates.3 Exhibit 
5 shows the progression in NCREIF cap rates from the second quarter of 2008 to the first quarter of 2017. Cap 
rates have trended downward since the real estate recovery began in 2010; this is more formally known as “cap 
rate compression”. 

From an income perspective (covered in a subsequent section), low cap rates suggest a lower yielding investment 
than what was available seven years ago.  Nonetheless, real estate continues to offer a modest spread above 
the 10-year Treasury yield so while the absolute yield is lower, it is still favorable to low Treasury yields. All 
property cap rates are at 5.0% relative to a 2.4% 10-year U.S. Treasury yield.4  Going forward, we would expect 
this relatively large spread between cap rates and Treasuries to provide a measure of cushion that will allow 
long‐term interest rates to rise without impacting core real estate. 

In terms of price returns (i.e. property appreciation), all property cap rates have been moderating over the 
past several quarters. As cap rates continue to halt their decline and start to turn upwards, the appreciation 
component of real estate returns will have less of an impact on positive total returns. However, despite the 
decline in cap rates, net operating income (“NOI”) growth has become an increasingly important component of 
total return and likely a key driver of appreciation returns going forward. 

The Income Picture

Income is the hallmark of a real estate portfolio. It functions as an integral ingredient in the valuation of the 
portfolio’s assets and serves as a buffer to total returns when appreciation declines. Throughout the low interest 
rate environment that we have seen in recent years, the hunt for yield continues to draw investors to real estate. 
The average quarterly return for core real estate from 1978 to June 2017 was 2.3%; approximately 1.8% has 
come from income and approximately 0.5% was generated by appreciation. As Exhibit 6 illustrates, real estate 
has generated on average 78% of its total return from income.

Exhibit 5: Cap Rates

Source: NCREIF via Principal Global Investors
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Exhibit 6: Income’s Contribution to Total Returns

Source: NCREIF

The chart above illustrates that income has represented a smaller share of total returns since the market recovery, 
but we fully expect income to generate a larger portion of total returns in the coming years. This is a positive 
sign for the asset class, especially when its income levels are compared to the other mainstays of institutional 
portfolios. Exhibit 7 compares the annual yield of real estate with those of fixed income5 and U.S. equities.6 

5 Represented by the Bloomberg U.S. Aggregate Bond Index
6 Represented by the S&P 500 Index

Exhibit 7: Income Comparison with Fixed Income and Equities 

Source: Encorr, Barclays, Bloomberg

Yields have decreased since the onset of the market recovery, yet they remain favorable in comparison to those 
of core fixed income and U.S. equities. Over the past several years, real estate yields have been generous, 
ranging from 4% - 6%, while the yields on fixed income and equities have been more modest.  Going forward, 
the income from real estate will drive a larger percentage of the overall return, and while the absolute level of 
income is expected to be lower, it should help to support relatively steady – and critically, positive – returns. 
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Leverage and Debt Levels

Leverage, an important tool for real estate investors, can help in a rising market and hurt in a falling market due 
to its amplification of investment returns. Many core real estate funds have reduced their leverage since the 
real estate recovery began. This is particularly true of funds that carried higher leverage during the financial 
crisis. Exhibit 8 below charts the leverage levels for a sample of the most commonly used real estate funds at 
Marquette Associates. The average leverage in 2010 for this sample was 34%; in 2016, the average was 20%, a 
significant drop. 

Exhibit 8: Leverage

Source: NCREIF-ODCE manager submissions to Marquette Associates, Inc.

Exhibit 8 also reveals an emerging trend: convergence of leverage levels over time. In 2010, leverage among 
popular core open-end real estate funds ranged from 18% – 52%. By the end of 2016, the range for the same 
group of funds narrowed to a range of 14% – 27%. This trend suggests that real estate fund managers as a group 
are less bullish on future return prospects and prefer to be less exposed in the event of a market correction. 
The good news for investors is that a correction will not be as hurtful to returns given that managers are utilizing 
discipline in their purchase decisions, rather than reaching for valuations just to put money to work.  On the other 
hand, lower leverage could indicate that managers think the real estate market as a whole is overvalued and a 
correction is around the corner.  We tend to lean more toward the former of these two arguments, namely that 
managers are adhering to a strict underwriting and purchasing discipline, and the lower leverage is ultimately 
safer for investors.

Given that interest rates are poised to rise again in the next 12 – 18 months, real estate managers are keeping a 
pulse on how their debt is structured, specifically the split between fixed and variable rate debt. To the extent 
that investment managers can increase the proportion of fixed rate debt in this low rate environment and extend 
the maturity of such debt, they can better insulate their portfolios from rate increases.7 

Indeed, this is precisely what real estate managers are doing: the graphs in Exhibit 9 show the proportion of 
debt that is fixed rate and the debt maturities of the same sample of core, open-end real estate funds that we 
discussed previously. The graphs show that fixed-rate debt represents over 82% of total debt and the lion’s 
share of debt matures after the year 2021.
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7 Managers will have already locked in low rates sufficiently far into the future so that they will be paying below market rates 
compared to the prevailing higher rates in the market as a result of the rate hike.
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Exhibit 9: Fixed-Rate Debt (left) and Debt Maturities (right) 

Source: NCREIF-ODCE manager submissions to Marquette Associates, Inc.

Certainly, the leverage and debt profiles of managers from our survey are supportive of ongoing real estate 
investments.  Leverage is low, managers have taken advantage of the low rate environment to secure inexpensive 
loans, and a “maturity wall” is not around the corner.  Price appreciation is likely lower in the coming years, but 
there is less pressure for prices to quickly rebound to support high levels of debt due in the immediate future.

Capital Flows

As a result of real estate’s compelling yield relative to other asset classes, it is not surprising that net capital flows 
into the asset class have been positive over the past several years. However, net flows, illustrated in Exhibit 10, 
turned negative in the fourth quarter of 2016 (-$1.2 billion) and through the first quarter of 2017 (-$738 million) 
largely due to investors rebalancing their real estate allocations back to policy weights. While negative fund 
flows are typically a red flag, investors should be relieved to know that the net flows reversed course to the 
upside (+$693 million) in the second quarter of 2017 and demand for the asset class, particularly from foreign 
investors, remains strong. 

Exhibit 10: Rolling 1-Year NFI-ODCE Fund Flows ($M) 

Source: NCREIF
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Conclusion

Core real estate has made a robust recovery since the recession, generating positive returns over the past seven 
years, but the real question is how much longer the cycle can continue. We have considered several facets of 
the issue in this newsletter, and there are cases to be made for both sides. The primary concerns appear to be:

 � Increasing valuations due to recent strong performance

 � Flattening and potentially rising cap rates

 � Moderating appreciation

On the other hand, supportive factors of ongoing real estate investments include:

 � Below demand supply as percentage of stock for most sectors

 � Attractive cap rate spreads vs. Treasuries 

 � Favorable income levels

 � Decreased leverage

 � Appropriately structured debt profiles

As such, we do not believe that it is time to sound the alarm just yet, but do caution investors that returns – while 
likely to remain positive – will continue moderating in the mid to high single digit range. However, investors 
seeking exposure to core real estate funds should select diversified managers that are not too heavily weighted 
in one single property type, especially apartments. Overall, the portfolio-diversifying and income-producing 
benefits of an allocation to real estate remain, and we expect them to continue.
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The sources of information used in this report are believed to be reliable.  Marquette Associates, Inc. has 

not independently verified all of the information and its accuracy cannot be guaranteed.  Opinions, estimates, 

projections and comments on financial market trends constitute our judgment and are subject to change without 

notice.  References to specific securities are for illustrative purposes only and do not constitute recommendations.  

Past performance does not guarantee future results. 

About Marquette Associates

Marquette Associates is an independent investment consulting firm that guides institutional investment programs 

with a focused three-point approach and careful research. Marquette has served a single mission since 1986 – 

enable institutions to become more effective investment stewards. Marquette is a completely independent and 

100% employee-owned consultancy founded with the sole purpose of advising institutions. For more information, 

please visit www.marquetteassociates.com.


