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Perspectives

As we have seen in past market downturns, almost all risk assets 
feel some degree of pain as correlations trend towards one and 
returns drift downwards in seemingly perfect harmony. In the 
case of private real estate, headlines have been sparse to this 
point but it is only a matter of time until the repercussions are 
felt, particularly for the sectors hardest hit by the outbreak. 
For example, assets with short lease durations and heavier operating business 
components including hospitality (daily) and co-working office (monthly) as well 
as assets that rely on foot traffic — such as entertainment, food & beverage, and 
destination retail — will be more affected. Further complicating matters is the lack of 
transaction volume, comparable sales, leases, and loan originations which collectively 
have made it extremely difficult for appraisers to adjust valuations at this point in time.  

Beyond the troubled sectors mentioned above, the impacts from COVID-19 will 
ultimately vary by property type, geography, and risk profile. The bullet points below1 
highlight the potential near-term and long-term impacts to each property sector: 

 � Hotels/Lodging – In the near-term, a hit to tourism and travel is already 
affecting hotel demand, particularly in major travel hubs. The most damage 
will be to markets that rely heavily on overseas travelers and popular corporate 
and conference destinations. In the long-term, leisure travel will likely recover 
more quickly, but business travel will take longer to come back. Depending on 
the severity of the outbreak, businesses may encourage employees to conduct 
more business remotely (e.g., through video conferencing) rather than travel.

 � Retail – In the near-term, public shopping venues — particularly restaurants and 
malls in popular tourist destinations — are likely to see reduced foot traffic, thus 
further exacerbating the ongoing challenges for brick-and-mortar retail. The 
impact on consumption is of greater concern if consumer confidence weakens 
materially from current high levels. In the long-term, disruption may accelerate 
ecommerce adoption, particularly among the elderly who might have been 
reluctant to shop online before the virus outbreak.
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 � Seniors Housing – In the near-term, dramatically higher mortality rates for those 60+ years old create 
serious challenges for senior housing operating companies, especially with regard to staffing. In the long-
term, the impact of COVID-19 and subsequent social distancing may encourage seniors to age-in-place 
in current home settings rather than move to a closed community.

 � Industrial – Near-term supply chain disruptions may impact utilization rates due to reduced flow of 
goods from China and other affected countries. For companies whose business models rely on “high-
throughput” ecommerce distribution, supply chain disruptions could create a cash flow squeeze. In the 
long-term, supply chain disruptions may encourage companies to maintain higher inventory levels as a 
buffer against random shocks or consider “on-shoring” production to minimize risk of disruption.

 � Office – In the near-term, long-term leases and ability of office workers to work remotely should help 
insulate office properties but leasing decisions may be postponed as companies evaluate the financial 
impact of the outbreak. Co-working is likely to face significant headwinds as workers avoid shared space, 
which could impact cash flow for operators and building owners. In the long-term, forced work-from-home 
experiments may accelerate broader adoption of flexible working environments (e.g., “hot desking”) and 
contribute to the ongoing trend of shrinking office footprints. 

 � Multifamily – In the near-term, apartments should be most insulated from the fallout but will face 
increasing risks if the outbreak extends longer than expected and employers begin laying off workers. 
In the long-term, the impacts from the virus and social distancing practices may discourage widespread 
adoption of the co-living concept. 

Further concerns for real estate are the impacts of rent relief requests and claims of force majeure. Force 
majeure refers to an unforeseeable circumstance that prevents someone from fulfilling his or her obligations 
under a legal contract. For real estate investors, this translates into tenants not paying their rents to landlords 
which could ultimately disrupt cash flows to investors. Real estate landlords find themselves at a crossroads 
over rent relief and force majeure claims because they want to keep their tenants in place but also want to 
collect rent payments. As it relates to core real estate investment funds, every manager is dealing with these 
issues on a case-by-case basis, but for the most part there is a process in place. For example, one real estate 
manager assembled a template letter if tenants request a delay or rent relief. The letter grants the right to delay 
April rent payments by 90 days without penalty. This mechanism provides property teams sufficient time to 
assess each situation while retaining the right to collect the past-due rent at a later date. The ultimate impact 
to investors will depend on the balance of temporary rent forgiveness with how much is finally collected, and 
naturally will vary across property types and investment funds.   

In terms of longer-term performance expectations coming out of a market downturn, Exhibit 1 on the following 
page examines forward-looking returns for private real estate based on historical cap rates of the NCREIF-ODCE 
Index (proxy for core private real estate) and the spread to the 10-Year Treasury Yield. Real estate valuations 
(spread-to-Treasuries) are currently above 300 bps as a result of COVID-19. Spreads of this magnitude have only 
been seen four times, each of which was followed by impressive 3- and 5-year returns. For example, during the 
Global Financial Crisis real estate spreads-to-Treasuries surpassed 300 bps in the fourth quarter of 2009 which 
were followed by 12.2% and 12.4% returns for the NCREIF-ODCE Index in the subsequent 3- and 5-year periods, 
respectively. 
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Stress Event Time Period

S&P 500 
Return 
During 

Event (%)

S&P 500 
Return for 
Following 

Year (%)

NAREIT 
Return 
During 

Event (%)

NAREIT 
Return for 
Following 

Year (%)

NPI  
Return 
During 

Event (%)

NPI 
Return for 
Following 

Year (%)

Long-Term Capital 
Management Crisis

July 1998–
Sept. 1998

-9.9 19.6 -10.9 -6.5 3.6 11.4

September 11th 

Attacks
Sept. 2001 -4.9 -23.8 -2.7 15.5 1.6 6.7

SARS Epidemic
Nov. 2002– 
July 2003

10.4 9.3 28.0 30.4 9.8 14.5

Global Financial Crisis
Dec. 2007– 
June 2009

-37.6 11.0 -48.4 27.6 -12.2 13.1

2009 H1N1 Pandemic
April 2009– 
Aug. 2010

30.9 -1.1 105.9 7.3 -10.1 14.3

S&P Downgrade of 
U.S. Sov. Debt

Aug. 2011 -6.7 11.7 -10.4 20.1 3.3 10.5

Furthermore, U.S. real estate has historically provided a degree of shelter from severe shocks. Exhibit 2 
illustrates private real estate (NPI) performance during historical exogenous shocks compared to the S&P 500 
and publicly traded REITs (NAREIT). During the Great Financial Crisis from December 2007–June 2009 private 
real estate observed a total return of -12.2% but delivered a 13.1% return for the subsequent 12-month period. 
Private real estate returns are predominantly driven by income from contractual leases and changes in property 
capital values, which helps insulate the asset class from public market volatility and to a lesser degree, sluggish 
economic growth. However, the shuttering of the U.S. economy in response to the coronavirus outbreak has 
created the very real possibility that significant rent payments will not be made, which may lead to losses for real 
estate funds until the economy can re-open once the pandemic has been contained.
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Sources: NCREIF (value weighted cap rate, NFI-ODCE total return) and Federal Reserve (Treasury) as of December 2019. 
Note: Estimated 1Q 2020 cap rate and U.S. Treasury yield as of March 19, 2020

Exhibit 1:  Forward-Looking Returns Based on Real Estate Cap Rate Spread-to-U.S. Treasury Yield

Sources: Barings Real Estate Research; LTCM crisis event date – Global Derivative Debacles: From Theory to Malpractice by Laurent L Jacque; SARS outbreak 
and containment dates and 2009 H1N1 Pandemic dates – CDC.
Note: Return for the following year was calculated using closing prices for the first and last trading days of the year for daily indices such as the S&P, using total 
index values for the All REITs component of the NAREIT index corresponding to the last day of the month before the event occurred and the last day of the 
month following the event date and using the first and last quarters for the NCREIF NPI index.

Exhibit 2:  U.S. Real Estate Performance During Exogenous Shocks
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Longer-term we expect a recovery to take hold but the impact to private real estate over the next few quarters 
rests largely on how quickly economic activity resumes and the extent to which rent payments are not made 
by building tenants. Of particular concern are the sectors with substantial exposures to travel and retail since 
people are mostly confined to their homes as most states have issued shelter in place orders.  Due to the lagged 
nature of real estate returns, the impacts will trail the equity and bond markets, and when those markets begin 
to recover, real estate will likely trail, similar to past crises such as the Great Financial Crisis. Although short-term 
performance challenges loom, the long-term thesis for private real estate remains and it should continue to be 
an accretive component to portfolios from both a diversification and return perspective. 

NOTE
1 Barings Real Estate
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