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NPI ENDS YEAR ON UPBEAT
By Jeffrey D. Fisher, Ph.D., NCREIF Senior Consultant

Although returns for commercial real estate have
been somewhat modest this past year, returns for the
fourth quarter of 2017 were the highest quarter for
the year. The quarterly total return was 1.80% in the
fourth quarter, up from 1.70% last quarter, and higher
than the 1.73% return for the fourth quarter of 2016.
For the year of 2017, the return was just slightly
under 7%.
The average quarterly return over the past five
years was 2.48% or 10.30% annualized. Although the
current quarter’s return of 1.80% or 7.40% annualized
is down from the torrid pace during the previous 5
years, the downward drop in returns that we witnessed
for several years came to a halt this past year with the
stabilization of returns.
NPI RETURN TREND

The fourth quarter 2017 total return consisted
of a 1.16% return from income and 0.63% from
price appreciation. Over the past four quarters, both
components of the total return have been relatively
stable. The income return of 1.16% implies an annual
cap rate of about 4.64%. Cap rates had been dropping
steadily for many years but are now holding steady.
Prices Still Reaching New Highs
Although returns have been dropping, price
appreciation remains positive and price levels have
continued to reach new highs.
While it is too early to be sure, it appears that a
combination of tax reform and continued strength in
the economy has helped reverse the decline in returns
that had been occurring before this year and even
resulted in a slight uptick in the fourth quarter. That
said, as this is being written the stock market plunged
over the past two sessions and perhaps coincidently,
Janet Yellen’s parting comments from the Fed were
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PRICES STILL RISING AND WELL ABOVE LONG-TERM TREND AND PRIOR PEAK

that “commercial real estate prices are now quite high
relative to rents.” She further stated that “it is a source
of some concern that asset valuations are so high.”
Cap Rates Level Off
After many years of cap rate compression, it appears
that cap rates have finally leveled off and perhaps even
started ticking up slightly. The fourth quarter cap rate
was up slightly at just under 5 percent. The concern
among investors, of course, is how higher interest
rates might impact cap rates. The spread of cap rates
to BBB Corporates remains at a level that would seem
to provide somewhat of a buffer to rising rates. But
at some point, a rise in rates is expected to put some
upward pressure on cap rates. That said, it may not
be a one-for-one increase if the higher interest rates
are accompanied by higher inflation. Inflation has
historically been good for commercial real estate with
higher inflation being accompanies by higher rents
and higher construction costs tending to push values
up. Of course, there is no guarantee that the future
will be the same as the past.
CAP RATE TRENDS

Industrial Returns Leading the Charge
Industrial continues to lead performance by property
type with total returns of 3.28% in the fourth quarter
or 13.78% on an annualized basis. Other NPI property
types trail by a wide margin in the fourth quarter
with the hotel total return at 0.96%, apartment at
1.62%, office at 1.65% and retail at 1.27%. The strong
return for industrial properties is due to the demand
for warehouse space needed for online retailers like
Amazon.

Cap Rates by Property Type
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NPI TOTAL RETURNS BY PROPERTY TYPE

What I find interesting is that the cap rates for
industrial properties are somewhat higher than the
cap rates for the other property types despite the
strong demand for industrial properties this past year.
I wouldn’t think that they are riskier than the other
property types and as shown later they have NOI
growth that is above average.
CAP RATES BY PROPERTY TYPE

Returns in Top 10 Markets
Of the top 10 markets based on amount of investment
by NCREIF members, Seattle had the highest return
this past quarter followed by Denver, DC, Dallas and
San Francisco. These CBSAs had returns that were
higher than the NPI. Markets with returns that were
lower than the NPI were Chicago, Los Angeles, New
York City, Houston and finally Boston with the lowest
return.
Leverage Continues to be Favorable
The NPI represents unleveraged property
performance. However, about half of the properties
in the NPI utilize leverage, which can provide an
opportunity for higher returns given the low interest
rate environment. For the 3,692 NPI properties
utilizing leverage, the leveraged total return was 2.28%
in the fourth quarter 2017 or an annualized return of
9.44%. Thus, leverage continues to be favorable with
the unleveraged return exceeding the interest rate on
the properties in the index. For properties that have
leverage, the average loan to value ratio is 41% and
the average interest rate being paid is just under 4%.

NCREIF TOTAL RETURN

Fundamentals Strong
Occupancy for NCREIF-tracked properties rose to a
16-year high, at 93.6%. The highest occupancy was for
industrial properties at 96.37%, up from 96.10 percent
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the prior quarter. The second highest was retail at
93.05% which was down just slightly from 93.08% the
prior quarter.
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if lower returns causes less net fund flows, or if the
decline in net fund flows causes lower returns. In
either case, it is clear that they are correlated and we
need to keep our eye on the fund flows and if queues
are beginning to develop.
NFI-ODCE NET FUND AS SHARE OF NET REAL ESTATE ASSETS WITH TOTAL RETURNS

Somewhat surprisingly, office property NOI growth
took the lead this quarter which is likely due to
leases signed 5 or so years ago that are rolling over
at higher rates this year. The NOI growth for
industrial properties was a close second. Laggards
were apartment and retail.
NOI GROWTH BY PROPERTY TYPE

Transaction volume for NPI properties totaled $11.5
billion in the fourth quarter 2017 with 228 properties
sold. This continues to be above average transaction
activity which has historically been accompanied by a
strong market.
Net Fund Flows Negative
One red flag is that net flows into the ODCE
Funds has been negative the past four quarters. In
the past, ODCE funds have been negative during
period of declining returns or recessions as seen in
the following exhibit. ODCE refers to open end
diversified core equity funds. The question is always
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It is always difficult to project future returns
for commercial real estate, but this may be one of
the more difficult times with signs the market is
priced for perfection and mainly one property type,
industrial warehouse, driving the returns. Yet despite
some concern about negative net capital flows, the
fundamentals of occupancy and rent growth remain
favorable. It will be interesting to see what happens
as we navigate through 2018.

