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2018 Market Preview: Real Estate 
NAVIGATING THROUGH A LATE MARKET CYCLE

The commercial real estate market performed as expected in 
2017, on track to deliver an estimated approximate 6% unlevered 
return for the year.1 Since delivering six consecutive double-digit 
annual returns through 2015, the NCREIF Open-ended Diversified 
Core Equity Index (“NFI-ODCE”) returned 8.8% in 2016 and 
5.4% YTD through September 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 
asset 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 market preview, we address these questions 
by examining critical drivers of the real estate market including 
performance, valuation, income, and appreciation which affect the 
outlook on the real estate market.  

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 
10.8% and 11.6%, respectively (Exhibit 1).
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3Q17 (%) YTD (%) 1 Year (%) 3 Year (%) 5 Year (%) 10 Yr (%) 10 Yr Risk (%) 
NPI 1.7 5.1 6.9 9.8 10.3 6.2 5.8
Income 1.1 3.5 4.7 4.9 5.1 5.5 0.3
Appreciation 0.6 1.6 2.2 4.8 5.0 0.7 5.8
NFI-ODCE 1.9 5.4 7.7 10.8 11.6 5.0 8.5
Income 1.1 3.3 4.4 4.6 4.8 5.3 0.3
Appreciation 0.8 2.1 3.2 6.0 6.5 -0.2 8.5

FTSE NAREIT All Eq. REITs 1.1 6.0 2.6 10.2 10.0 6.1 25.2
NPI Apartment 1.7 4.5 6.2 8.9 9.5 6.1 6.2
NPI Office 1.4 4.3 5.7 8.7 9.3 5.2 6.1
NPI Industrial 3.3 9.5 12.8 13.6 13.0 7.1 5.9
NPI Retail 1.2 4.3 6.1 10.4 11.5 7.8 4.8
NPI Hotel 2.3 3.9 4.6 8.7 8.5 3.8 6.5
NPI East 1.3 3.7 5.1 7.9 8.4 5.2 6.1
NPI Midwest 1.4 4.2 5.5 8.8 9.5 5.9 4.8
NPI South 1.6 5.1 6.8 9.9 11.0 6.9 5.1
NPI West 2.2 6.4 8.8 11.8 12.0 7.0 6.2

Sources: NCREIF, Bloomberg

Exhibit 1:  Real Estate Performance Table

Sources: NCREIF via Clarion Partners
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Exhibit 2:  NPI Calendar Year Returns

Exhibit 2 charts the historical total return of the NPI going back to 1978 broken out by appreciation and 
income. Since the NPI was first launched in 1978, real estate cycles have historically lasted more than 10 
years. The first cycle featured 13 years of positive total returns followed by a negative 5.6% return in 1991 and 
negative 4.3% in 1992 as a result of severe oversupply in the market. These negative returns only lasted two 
years before again turning positive for another 15 years from 1993 until 2007. In 2008 returns flipped negative 
due to the global financial crisis; they returned to positive territory in 2010 and have remained there since.



3

Source: Bloomberg
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Exhibit 3:  Real Estate Property Price Indices

Apartment properties have experienced the strongest recoveries and now reside above their prior pricing 
peak followed by industrial, office, and retail. Among the property sectors, Office represents the largest 
share of the NPI (37%), followed by Apartment (24%) and Retail (24%) (Exhibit 4). As such, the change in value 
for these sectors contributes significantly to the return attribution of the NPI. Given the weightings and 
recoveries, the information in Exhibits 3 and 4 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. 

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 3:

Source: NCREIF
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Exhibit 4:  NPI Market Value Composition as of September 30, 2017
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The supply of properties is another data point 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 5, which shows the supply and demand across property types as a percent 
of stock through September 30, 2017.
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Exhibit 5:  Supply and Demand as a Percentage of Stock

With the exception of apartments, demand as a percentage of stock is equal to or greater than supply. 
Oversupply in luxury Class-A apartments in various pockets within the United States is causing some concern 
whereas Class-B apartments located in urban infill and well located suburban locations are still in high 
demand. As illustrated in Exhibit 6 on the following page, Class-B apartment rent growth has outpaced 
Class-A over the past few years particularly as favorable demographics, affordability, and low levels of supply 
continue to drive 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.
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Of course, no valuation discussion of real estate is complete without an analysis of current cap rates.2 Exhibit 
7 shows the progression in NCREIF cap rates from the first quarter of 1990 to the third 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.”
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Exhibit 6:  Apartment Rental Growth

Source: Preqin
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Exhibit 7:  All Property Cap Rates & 10-Year Treasury Yield Spread

Sources: NCREIF, Bloomberg
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From an income perspective, 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 4.9% relative to a 2.5% 10-year U.S. Treasury yield.3 Going forward, we 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 significantly 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 returns going forward. 

TRENDS AND MARKET OUTLOOK

Retail 

The retail sector has been subject to a lot of attention lately as a result of all the negative headlines claiming 
that the mall is dead. However, the retail sector has undergone significant transformation throughout its 
history and today is no exception. What we are experiencing today is a growth in ecommerce sales compared 
to traditional brick-and-mortar due to changes in technology and shifting demographics. While ecommerce 
sales only represent approximately 12.5% of overall retail sales, the growth in online shopping cannot be 
ignored and is likely to continue gaining market share.

Consumers — particularly the millennial generation — increasingly spend their money on experiences rather 
than goods. Experiential spending, such as going out to restaurants and entertainment has shown significant 
growth while the apparel sector has struggled (Exhibit 9).

Source: Preqin
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Exhibit 8:  E-Commerce Share of Sales

Source: U.S. Census Bureau via Heitman Research
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Exhibit 9:  % Share of Non-Durable Goods and Services

So what does this all mean for real estate investments going into 2018? The majority of the retail exposure for 
real estate funds in the NCREIF-ODCE index is typically in community and regional centers with heavy foot 
traffic. This includes grocery-anchor malls and locations where store openings remain positive with minimal 
exposure to large mall anchor stores that dominate the headlines. These investments should flourish in 
today’s market, as real estate investment managers anticipate future shopping patterns of the ever-changing 
consumer.  
 
Industrial

Just like valuation cannot be discussed without mentioning cap rates, retail cannot be discussed without 
mentioning the industrial sector. The industrial sector has been one of the biggest beneficiaries of ecommerce 
sales. Rent growth is strong and occupancy is high within the industrial sector. The reason for all this success 
is due to consumers increasingly purchasing products online and expecting to have their items shipped 
within 24–48 hours. Because of this, vendors are looking to buy or lease industrial buildings closer to high 
density population regions and as a result, demand for industrial buildings remains strong. Investors with 
exposure to the industrial sector have benefitted from this and are likely to continue benefitting as demand 
outpaces new supply. Due to attractive returns and decreasing cap rates — illustrated in Exhibit 10 — pricing 
is relatively high and something to consider when adding new investments today. 
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Exhibit 10:  Industrial Sector Cap Rates

CONCLUSION
Core real estate has made a robust recovery since the recession, but the real question is how much longer 
the cycle can continue. We have considered several facets of the issue in this 2018 market preview, 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, and moderating appreciation. On the other 
hand, supportive factors and drivers of real estate investments include: balanced supply and demand as a 
percentage of stock for most sectors, attractive cap rate spreads vs. Treasuries, and the potential for even 
stronger NOI growth. 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 single digit 
range. However, investors seeking exposure to core real estate should select diversified managers that are 
not too heavily weighted in one single property type, especially luxury apartments. Overall, the portfolio-
diversifying and income-producing benefits of an allocation to real estate remain, and will continue to play a 
meaningful role in portfolio performance. 

1 Based on the NCREIF Property Index (“NPI”).
2 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.
3 As of December 31, 2017.
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