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Real Estate
WHAT WILL HAPPEN NEXT?

Real estate has thrived since the Global Financial Crisis as 
a result of economic growth, falling interest rates, and low 
inflation. While we don’t expect these market conditions to go 
away completely, the macro environment is changing. 
What has worked in the past is unlikely to work going forward in the face of 
anticipated slowing global growth, trade war uncertainty, political polarization, 
heightened asset values, and disruptive technology. However, it is not all doom 
and gloom for the asset class. Potential tailwinds include an ongoing low interest 
rate environment, stable fundamentals, and favorable demographics. 

Real estate performance as measured by the NCREIF Open-End Core Equity 
Fund Index (“NFI-ODCE”) is on pace to deliver a 5% gross total return for 
calendar year 2019. The NFI-ODCE returns continue to slow in this mature market 
environment as a result of falling retail property valuations and depreciation from 
mark-to-mark debt adjustments1 due to lower interest rates. Net capital flows 
within the NFI-ODCE were -$909 million in the third quarter of 2019, well below 
the second quarter’s -$73.7 million net outflows. Over the last year, fund flows 
were -$2.8 billion which is a major shift from earlier in the cycle when flows were 
positive. Much of the redemption activity was a result of investors redeeming 
from poorer performing funds and reallocating to better performing funds and 
perceived favorable sub-sector allocations (i.e., higher exposure to industrial 
and multifamily and lower exposure to retail). 

The top five performing markets within the NCREIF Property Index (NPI) over 
the trailing 1-year time period (as of September 30, 2019) were Riverside, Austin, 
San Francisco, Seattle, and San Jose. Industrial and technology exposures were 
the key drivers of outperformance in these top markets. Conversely, Chicago, 
New York, Houston, Washington D.C., and Dallas were among the bottom five 
performing markets. In regard to property type performance, industrial continued 
to lead with a total return of 13.6% while retail was the worst performing sector 
with a 1.4% total return. 
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Looking forward to the next couple years, the Pension Real Estate Association (“PREA”) consensus expects 
further moderation of returns ranging from 4–6% with the majority of return coming from income and 
appreciation continuing to trend lower. 

FUNDAMENTALS
For the most part, real estate fundamentals remain healthy as illustrated in the following exhibits.  
Exhibit 1 illustrates that demand is outpacing supply in every sector except industrial. Labor shortages 
and disciplined construction lending are keeping a lid on development. A disproportionate amount of the 
industrial supply has been in a handful of markets: Atlanta, Chicago, Dallas, and the Inland Empire (east of 
Los Angeles). 

Sources: CBRE Econometric Advisors, Axiometrics, DWS Research

Exhibit 1:  Supply and Demand as a % of Stock 
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Exhibit 2 illustrates demand has been above historical averages in all sectors except retail. Even there, 
demand is growing despite negative headlines about store closures. Demand slipped slightly in 2019 for 
apartment and industrial but remains strong. For industrial, it is worth nothing that the threatened tariffs 
pulled forward some inventory accumulation and demand into 2018 and this contributed to the drop in 
demand for 2019. Also of note is an increase in office demand despite slightly slower job growth; a possible 
sign that the office densification trend — putting more people into less space — may be ebbing.

Sources: CBRE Econometric Advisors, Axiometrics, DWS Research

Exhibit 2:  Absorption Trends as a % of Stock (Annual) 
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Exhibit 3 illustrates that vacancies continue to fall from near-record lows except for industrial, where 
vacancies are extremely low already. In fact, a lack of available space might be crimping demand in the 
industrial sector. 

Exhibit 4 illustrates that with vacancies low and falling further, building owners have a lot of pricing power.  
Rents are increasing 3%–4% annually, twice the rate of inflation. The data on retail is a little better than 
investors might expect given the negative sentiment around the sector. It should be noted that the rental 
increases are better for neighborhood and community centers (primarily grocery-anchored strip centers) 
vs. malls, especially lower-quality ones, which are faring worse.

Sources: CBRE Econometric Advisors, Axiometrics, DWS Research

Exhibit 4:  Annualized Rent Increases as of 3Q19
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Sources: CBRE Econometric Advisors, Axiometrics, DWS Research

Exhibit 3:  YoY Vacancy Change as of 3Q19
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The spread between core real estate cap rates for major property sectors and the 10-year Treasury Yield, 
illustrated in Exhibit 5, continues to widen as a result of lower U.S. interest rates.  Thus, even if interest rates 
were to rise, real estate will continue to offer a more attractive yield than Treasuries.

  Source: Bloomberg, NCRIEF as of September 30, 2019

Exhibit 5:  All Property Cap Rates and 10-Year U.S. Treasury Yield Spreads
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LOOKING AHEAD
What is likely to drive real estate going forward is the less understood sub-sectors that are propelling 
demand such as data centers, fitness, gaming, life sciences, sustainable energy, and even cold storage. These 
sectors are likely to perform better in a slow growth market environment and even in a downturn, largely 
as a result of their secular demand. Additionally, specialized sectors that require operational expertise are 
growing and provide diversified income streams compared to traditional property sectors. For example, 
powerful demographic trends are boosting demand for life sciences and healthcare given the aging 
population and desire to cure diseases 
as illustrated in Exhibit 6. Decades of 
research and development have led to 
new drugs and medical treatments ready 
for commercialization. Compared to 
traditional office buildings, life sciences 
and lab offices are difficult to operate 
and require close relationships between 
property management and tenants. 
From an investment standpoint, the 
life science sector is a high-growth real 
estate sector with above-market NOI 
growth that outpaces traditional office 
buildings.
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Exhibit 6:   Health Care Spending Rises with Seniors’ Share  
          of Total Population
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In 2020, we anticipate further downward pressure on regional/super-regional mall valuations, power 
centers, and lifestyle centers driven by tenant credit considerations, increased capital requirements, and 
negative investor sentiment toward those brick and mortar retail formats. Neighborhood and community 
centers were the top performing subsectors within retail over the last one-year period (through 3Q) and 
that trend is likely to continue this year as well. In general, those properties are supported by necessity-
based consumption and/or discount department stores with considerable consumer appeal and limited 
e-commerce interaction. Critically, they are often bordered by service-oriented businesses with models 
more limited to the impacts of e-commerce or that partner well with e-commerce (think fast-casual dining 
with the ability to order ahead and pick up in-store). The retail sector will likely continue to be quite 
nuanced and investors will be selective.  

High street retail, on the other hand, has struggled in some markets (particularly New York, parts of Miami, 
and Chicago) after several years of dramatic escalation in rents. This is more difficult to measure given 
there is not sub-sector specific reporting available from NCREIF, but anecdotally, high street retail rents 
are down considerably with tenants reluctant to commit to high cost “branding” space and are instead 
focused on locations with strong expected productivity and resultant profitability. Given the amount of 
capital still looking to invest in private equity real estate vehicles, we don’t anticipate pricing erosion or 
material upward pressure on cap rates for class A centers in strong locations with credit tenancy.  Shopping 
centers — even neighborhood and community centers that don’t fit that bill — may be more challenged 
in the coming year.

RETAIL
Retail, based on the NPI, remains the worst performing property sector with an abysmal 0.22% total return 
comprised of 1.18% income and -0.96% appreciation in the third quarter of 2019. The table below illustrates 
that all retail within the NFI-ODCE peaked in the beginning of 2018 and has trended down since. ODCE 
funds have been taking write downs across the retail sector for several quarters now. Outside of the mall 
space, most of these write downs have been property-specific and/or tenant-specific. The following table 
details the appreciation performance (to illustrate the impact of write downs without offsetting income) of 
retail based on NFI-ODCE data which includes all retail properties in ODCE funds:

Mall Classification Peak Depreciation (performance)  
since peak as of 3Q 2019

All ODCE Retail 1Q 2018 -5.2%

All ODCE Regional Malls 1Q 2017 -12.3%

All ODCE Community Centers 1Q 2018 -3.5%

All ODCE Neighborhood Centers 1Q 2019 -0.3%

Exhibit 7:  Retail Appreciation Performance

  Source: NCREIF
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CONCLUSION 
Real estate investments have undoubtedly been accretive to client portfolios over the last decade with 
annualized returns of almost 9%, but with limited future cap rate compression and anticipated slowing 
global growth, trade war uncertainty, political polarization, heightened asset values, and disruptive 
technology, future returns are unlikely to duplicate the last ten years. However, it is not all doom and gloom 
for the asset class. Looking forward, potential tailwinds that will likely drive real estate performance include 
an ongoing low interest rate environment, stable fundamentals, and favorable demographics. Real estate 
should continue to play an important role in portfolios as a source of income and diversification, but the 
overall magnitude of returns will be in the mid-single digits.

NOTES
1 Nearly all ODCE fund managers have elected to mark debt to market and do so in accordance with NCREIF PREA Reporting 

Standards. As a generalization, when the cost of debt falls (borrowing rates decrease), the mark-to-market may result in a 
negative adjustment. Alternatively, when the cost of debt increases (borrowing rates increase), in-place debt issued at lower 
rates may result in a positive adjustment. In much of 2019, the debt mark-to-market detracted from portfolio performance due to 
compression in Treasury yields that decreased the cost of borrowing for most property sectors and asset profiles.
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