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Over the last ten years core real estate as measured by the NFI-
ODCE has delivered an annualized return of almost 9%1 and has 
helped boost institutional portfolio returns. However, given the 
consensus view that we are in the late stage of the economic 
cycle, coupled with overall global uncertainty and moderating 
returns in the asset class,2 investors are wondering if it is time 
to reduce their allocation to real estate, and if so, where they 
should allocate these funds.  The following article strives to answer these 
questions by analyzing the current landscape for real estate investments, 
including opportunities outside of the traditional “core” strategies that have 
historically constituted the majority of real estate investments for our clients. 

Furthermore, we offer guidance on where to allocate assets outside of the real 
estate asset class if investors have built up overweights to the asset class over 
the last decade of outperformance.

Jeremy Zirin, CAIA 
Senior Research Analyst,  
Real Assets

Real Estate: Where Do We Go From 
Here?

REAL ESTATE CATEGORIES
As a matter of background, the institutional real estate asset class can be broken 
into three broad categories: Core, Value-add, and Opportunistic, with each of 
these higher on the risk/return spectrum (i.e. core is the most conservative and 
opportunistic is the most risky). In an effort to help guide investors, Exhibit 1 on 
the following page summarizes the expectations of each investment style.

http://www.marquetteassociates.com/people/jeremy-zirin-caia/
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Exhibit 1:  Summary of Real Estate Strategies

Strategy Expectations

Core: Risk-off Lower returns with positive spread to investment-grade bonds; 
emphasis on income and preservation of capital

Core-Plus/Value-Add: 
Risk-on

Higher returns than core through active leasing, development, 
repositioning, and cap-ex improvements; higher risk levels than core, 
but manageable as long as economic growth continues; short-term 
income; higher correlations with economic growth; difficult deal 
execution as a result of abundance of value-add capital

Opportunistic: Risk-on High risk levels; distressed opportunities; entry points at a deep 
discount to previous cycle highs; gaps in capital markets may generate 
higher return opportunities

Most institutional investors have devoted the bulk of their real estate allocation to core funds  — as 
described above — and the almost 9% annualized return has been accretive over the last decade.  However, 
a significant percentage of these overall returns has been driven by appreciation (also known as cap rate 
compression). Appreciation has slowed down, and core pricing is high. So far in 2019, returns have been 
trickling along around 1%–2% per quarter. Looking towards the second half of the year and beyond, the 
outlook is somewhat clouded as it relates to core real estate.

From a fundamental perspective, the data on occupancy, supply and demand, and rents look stable, but 
the macro picture is filled with uncertainty driven by a slowing economy and overall global uncertainty. 
The industrial sector continues to drive performance while retail write-downs and mark-to-market debt 
adjustments due to lower interest rates has detracted from performance. Overall, real estate fundamentals 
are generally strong and should provide support for a continuation of moderate returns with an emphasis 
on income growth and a premium to fixed income over the near future.

Real estate cap rate spreads to U.S. Treasuries (see Exhibit 2 on the next page) are still relatively attractive 
and should look even better (wider) after rates fell in the second quarter.3 As interest rates fall, the historically 
low cap rates across the real estate sector still remain attractive relative to fixed income. Bottom line: 
despite lower expected returns, core real estate continues to offer a premium to fixed income and should 
hold up much better than traditional asset classes in the event of a downturn. 
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Exhibit 2:  Cap Rates Still Favorable Compared to Treasury Yields

Sources: NCREIF, Bloomberg

For investors who want to pursue higher returns from real estate  — either because of the lower expected 
returns from the core sector or simply as a way to add upside potential to their portfolios, value-add and 
opportunistic strategies may be considered. However, investors must be mindful of the higher risk profiles 
of these strategies as well. We offer the following commentary on each strategy:

Value-add:
Value-add can be defined in many ways including renovations, lease-up, or re-leasing, repositioning, and 
redevelopment. Value-add investments tend to produce moderate income and rely more on property 
appreciation from NOI growth to generate total returns and given the higher expected return potential 
relative to core real estate, it is not surprising that interest in value-added strategies has surged. Given that 
core pricing is high, investment managers are finding more attractive opportunities in the value-added 
space, though it is becoming more challenging given greater competition in the market (there are a lot of 
funds in the market raising capital). Moreover, return targets for value-add funds have declined over the 
last several years. Since 2003, the average return target has fallen by 2.5% for value-add funds.4 

The primary focus of value-add strategies is the apartment sector.  For example, NOI growth for apartments 
within the NFI-ODCE was 45% higher as of 1Q19 thanks to development and renovation strategies, 
according to LaSalle Investment Management. LaSalle estimates that properties in development and 
lease-up account for, on average, 12% of the ODCE apartment market value since 1998, so this NOI growth 
was well above its share of the index. This is evidence that higher return strategies have been an outsized 
driver of NOI growth and will likely continue to be going forward (Exhibit 3).
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Exhibit 3:  NOI Growth Most Notable in Apartments

Sources: NCREIF, LaSalle Investment Management

Opportunistic (Development): 
Most core assets are priced above replacement costs which provides an attractive opportunity for select 
development projects as a way to access high quality assets at cost. This assumes investors are willing 
to hold the asset through a potential downturn or recession. Speculative development at this point in 
the cycle can be tricky, particularly if we experience a downturn. On one hand, if capital is put to work 
now and a downturn occurs shortly thereafter, investors may find themselves in an unfavorable situation. 
Alternatively, if a downturn occurs prior to deployment of capital, opportunities will present themselves 
coming out of the financial stress and offer attractive pricing and entry points.

IS IT WORTH THE RISK?
Looking at past return data (Exhibit 4 below), a first glance would suggest that the additional risk of these 
strategies (higher leverage or development) has not paid off over all time periods:

Exhibit 4:  Are Value-Add and Opportunistic Funds Worth the Extra Risk?

Sources, as of 4Q18:  1NCRIEF-ODCE Index net time-weighted returns. 2Cambridge Real Estate Benchmark net time-weighted returns. 3Cambridge Real 
Estate Benchmark net time-weighted returns. Note that these returns are as of 4Q18 and include the significantly negative returns of the Financial Crisis in 
2009 and therefore do not match returns cited earlier in this article.

U.S. Core Funds1 (%) U.S. Value-Add Funds2 (%) U.S. Opportunistic Funds3 (%)
1 Year 7.4 8.7 5.9

3 Year 7.3 11.1 8.5

5 Year 9.4 12.5 9.6

10 Year 6.0 7.7 8.0

15 Year 7.2 7.0 7.0

20 Year 7.5 7.3 7.2
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Exhibit 5:  Real Estate Fundamentals Appear Healthy Now and Going Forward

Sources: CBRE-EA, MPF, NCREIF, RCA, LaSalle Investment Management

Given that fundamentals (i.e. supply and demand dynamics, low vacancy rates, stable cap rates) are healthy 
(see Exhibit 5), we believe that adding incremental risk is appropriate for investors seeking higher returns 
within real estate. We would define incremental risk as moderately higher leverage in the ~45%–60% range 
(core strategies typically employ leverage in the 20–25% range) and “value-added” activities such as lease-
up on core assets, light renovations, and select developments/redevelopments. Thus, value-add is worthy 
of consideration given the focus on NOI growth, but the underlying risk vs. the current market environment 
does not make opportunistic strategies particularly appealing at this time.

OPPORTUNITIES BEYOND REAL ESTATE

Infrastructure:
For investors that are looking to rebalance out of real estate or to reduce their strategic allocations to the 
asset class, a natural replacement is infrastructure.  Private infrastructure should provide stable returns and 
cash yields (most infrastructure assets receive revenues from contracts or are part of a regulated market), 
even in the event of pronounced market volatility. Investors may want to consider partially rebalancing 
out of highly priced real estate or fixed income (assuming an overweight) into more attractively priced 
infrastructure which may provide a superior risk/return and diversification profile (attractive risk-adjusted 
returns and low correlations to traditional asset classes) among an overall portfolio and within a real assets 
bucket. 

Infrastructure is not immune to a global recessionary environment, but should provide protection for the 
following reasons: 

 � Essential service to society;
 � High barriers to entry;
 � Monopolistic characteristics/lack of substitutes;
 � Long-term stable cash flows (revenue streams) which are often linked to inflation and/or benefit 

from economic growth;

Stability of last few years expected 
to persist into 2019 & 2020
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 � Investment-grade financing; 
 � Low elasticity of demand. 

Of course, no asset class is without risks and infrastructure is no different. The chief risks pertaining to 
infrastructure are an erosion of returns stemming from high valuations, significant growth in AUM among 
infrastructure funds, dry powder, and demand for large trophy assets. There are also risks in “non-core” 
sectors and emerging/developing countries which may lead to volatility. It is safer to invest in OECD 
(developed) countries. The fear of rising inflation and rising interest rates have subsided for the time being 
which is good for the asset class as a whole. However, we would caution investors to consider the risks 
around liquidity as infrastructure is less liquid than traditional asset classes.

Stocks and Bonds:
Generally speaking, most investors funded their real estate allocations out of previous stock and bond 
allocations, so as investors look to rebalance or strategically reduce their real estate allocations, they may 
choose to simply move assets back into stocks and bonds. At the time of writing, the Fed seems poised 
to reduce interest rates at least once — if not twice — over the second half of the year, and such a move 
would likely be accretive to both stocks and bonds. For bonds, returns are inversely related to interest 
rates so assuming steady spreads and a drop in rates, bond returns should be positive.5  For equities, lower 
interest rates can be expected to further fuel the bull market.  

On the other hand, the Fed’s decision to drop interest rates could be equated to concerns about economic 
growth  — both domestically and abroad — and no doubt slow growth coupled with further global 
uncertainty could weigh on stocks and drive spreads higher.

CONCLUSION
Real estate investments have undoubtedly been accretive to client portfolios over the last decade with 
annualized returns of almost 9%, but with limited cap rate compression left, future returns are unlikely to 
duplicate the last ten years. For investors who are concerned about the size of their current real estate 
allocations to core strategies — or future returns — there are several alternatives available. While none 
are without risk, they may help to reduce any concentrated real estate “bets” in a portfolio, either by 
diversifying the real estate strategy (value-add strategies) or by adding/increasing allocations to other 
asset classes (infrastructure, equities, and bonds). Ultimately, each investor must make the decision most 
appropriate for his or her portfolio in light of underlying risk and return goals and the changing landscape 
of real estate investments.

NOTES

1 8.9% annualized as of June 30, 2019
2 Going forward, core real estate returns are expected to be in mid-to-high single digits 
3 At the time of writing 2Q19 cap rate data is not yet available
4 Preqin
5 However, this leaves out how the shape of the yield curve may move. In all likelihood, short-term rates would drop while longer-

term rates are more likely to hold steady, therefore benefitting shorter duration strategies
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