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Representing $525.3 billion in market value, the 
quarterly NCREIF Property Index (NPI) total return 
has moderated for two years as the real estate cycle 
has matured. The total return was 1.73% in the 
fourth quarter 2016, down from 1.77% last quarter 
and 2.91% in the fourth quarter 2015. For each 
quarter of 2016, the quarterly total return has been 
below its twenty-year average.

The fourth quarter 2016 total return consisted 
of a 1.14% income return and 0.59% appreciation. 
The income return has trended lower through most 
of this cycle with property values rising faster than 
income as the recovery began, followed by slower 
quarterly income gains as fundamentals stabilized. 
Appreciation experienced a steeper downward trend 
in 2016 with three consecutive quarters of sub-1% 
appreciation and a fourth quarter capital return at 
one-third of the rate returned in the same quarter a 
year ago.

The 2016 annual NPI total return, at 7.97%, 
marked the first year of this real estate recovery/
expansion cycle without double-digit total returns. 
The annual total return consisted of the lowest 
calendar year income return in NPI series history 
(4.74%) and the lowest, positive calendar year capital 
return (3.10%) since 2003.

Appreciation, even at modest levels, reflects 
improvement in values with the Market Value 
Index (MVI) continuing to rise. The MVI measures 
capital value trends for properties with consistent 
characteristics (i.e. not undergoing significant capital 
expenditures) and is comparable to a price index. In 
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2016, the MVI increased by 5.5%, which was down 
from 9.4% in 2015 and marked the slowest annual 
pace of value growth since 2010. Yet, this was still 
above its 20-year average annual pace of 4.5% for an 
MVI that stands 16.8% above its 2008 peak.

Shifting to the NPI by property type, industrial 
maintained its lead for quarterly (3.04%) and annual 
(12.31%) total returns with other property types 
trailing by a wide margin. Industrial was the only 
property type to outpace the overall NPI for the 
quarter and had the only double-digit annual total 
return in 2016. Apartment and retail had similar 
quarterly total returns, while retail outperformed 
apartment and the overall NPI in 2016. Office 
experienced marginally positive appreciation in the 
second half of 2016 for a 6.20% annual total return. 
Hotels had quarterly depreciation throughout 2016 
to remain the weakest property type for the quarter 
and the year.

Taking a deeper look into performance by property 
type, NCREIF examines the most influential market/
property type combinations on the NPI for the Indices’ 
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Review webinar each quarter. There were 16 market/
property type combinations that had a positive or 
negative impact on the NPI of one basis point or more 
in the fourth quarter. Grouping these together, the 
stronger performance of industrial stands out, while 
making it clear that West Coast industrial markets – 
Los Angeles, Seattle, and Northern California – are 
key to industrial’s strength. Office markets were a 
large drag on NPI performance due to weaker total 
returns in major East Coast markets – Washington 
DC, Boston and New York – and a negative total 
return in Houston. There were mixed impacts among 
apartment markets, highlighting areas with struggling 
(Houston), leveling off (Washington DC and New 
York) and improving (Los Angeles and Dallas) total 
returns.

The NPI and its disaggregated segments represent 
unlevered property performance. The long period of 
low interest rates has provided the opportunity for 
higher returns by utilizing leverage. For the 3,686 
NPI properties utilizing leverage, the leveraged total 
return was 2.28% in the fourth quarter and 10.81% 
in 2016, comparing more favorably to other asset 
classes.

The 24 funds tracked in the NCREIF Fund Index 
– Open-end Diversified Core Equity (NFI-ODCE) 
benchmark had quarterly total returns (gross of 
fees) near 2% each quarter of 2016 with 2.11% 
returned in the fourth quarter. This was a marked 
deceleration from 3.34% in the fourth quarter 2015. 
At 1.07% in the fourth quarter, the quarterly income 
return has edged down marginally over the year. 
Meanwhile, appreciation has moved from a 2.0%-

to-2.5% quarterly pace in 2015 to a 1.0% pace in 
2016, ending the year with 1.04% appreciation in the 
fourth quarter.

The 2016 annual NFI-ODCE total return gross 
of fees was 8.77% for the lowest annual total return 
since 2009, although similar to its since inception 
annualized total return of 8.75%. The annual total 
return was comprised of a 4.50% income return and 
4.12% appreciation.

NFI-ODCE returns measure fund-level performance 
and therefore can reflect other investments beyond 
properties, including cash balances and leverage. 
Leverage is conservative among these funds given 
their core strategies, ranging from 15%-to-34% over 
the quarterly series history beginning in 2000. In the 
fourth quarter 2016, NFI-ODCE leverage was 21.7%.

In the second half of 2016, net NFI-ODCE fund 
flows decelerated sharply from their $5-to-$6.5 
billion annual trend of the prior two years. Net fund 
flows for 2016 totaled just $884.2 million for the 
lowest annual total since 2009, after net flows turned 
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sharply negative in the fourth quarter, at negative 
$1.2 billion. Net flows in the fourth quarter reflected 
$3.2 billion of contributions and $4.4 billion of 
distributions/redemptions.

With net real estate assets held in NFI-ODCE 
funds expanding from $18.8 million in 2000 to 
$174.3 billion in 2016, it provides greater context 
to examine aggregate fund flows as a share of these 
assets. In 2016, net fund flows (0.6%) are at their 
lowest level since the real estate recovery began in 
2010. However, this near annual balance between 
contributions (10.4%) and distributions/redemptions 
(9.8%) as a share of net assets has not occurred since 
the start of the series in 2000 and 2001.

These aggregate fund flows track the NFI-
ODCE total return as well as broader institutional 
investment performance trends as measured by the 
NPI. Slower net fund flows may simply be indicative 
of the current stage of the real estate cycle. With 
appreciation slowing, there is an incentive to realize 
gains for strong assets and perhaps deploy the 
proceeds into higher yielding strategies. Trends in 
sales transactions among NPI properties are sending 
a similar signal.

With 241 properties sold, transaction volume for 
NPI properties totaled $14.0 billion in the fourth 
quarter 2016, for a 24% increase in volume over the 
same quarter a year ago. Transaction volume in 2016, 
at $40.2 billion in 805 properties, was up 23% from 
2015.

Cap rate compression continued with the implied 
valuation cap rate at 4.43% in the fourth quarter 
2016 on a value-weighted basis, setting yet another 
historical low. However, compression has slowed 
to only a few basis points (bps) each quarter. 
Meanwhile, the 10-year U.S. Treasury reversed its 
downward trend in the fourth quarter, rising to 
2.14% from 1.56% in the third quarter. As a result, 
the cap rate spread narrowed to 238 bps in the fourth 
quarter, down from the 250-to-300 bps range over 
the prior three years.

Cap rate compression occurred across all property 
types for the quarter and the year. Each property 
type now has a sub-5% cap rate, ranging from a low 
of 4.17% for office to a high of 4.92% for industrial. 
Cap rates for all sectors, except apartment, are at 
historical lows. 

Discount rates are available by property type from 
Altus using assets held by most NFI-ODCE funds. 
From this sample, discount rates have converged 
at about 6.7% for industrial and office in the fourth 
quarter 2016 from 8.2% and 7.8% five years ago, 
respectively. The apartment discount rate moved 
from the lowest across property types in 2011, at 
7.3%, to 6.4% in the fourth quarter 2016. Retail, at 
6.3%, shifted from the middle-of-the-pack five years 
ago to the lowest discount rate.

Property fundamentals are healthy at the end 
of 2016. Occupancy remains at its 15-year high of 
93.2%, which is up 40 bps from fourth quarter 2015, 
and net operating income (NOI) growth was 5.3% 
(including hotels) for the year. Although occupancy 
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was steady overall, there was considerable variance 

by property type. Occupancy was up for industrial 

and office over the quarter and the year, but down 

for apartment and retail. With a 90 bps increase over 

the year, to 96.1%, industrial occupancy remains the 

highest of all property types, while office, at 88.8%, 

remains the lowest despite the same annual increase 

in occupancy.

Annual NOI growth for apartment, industrial and 

office continued to trend well above their long-term 

averages, while retail was slightly below its 3.0% 

average. Industrial took over the lead for annual 

NOI growth, at 7.4%, followed closely by apartment 

at 7.0%. Office NOI growth closely tracked the 

overall NPI, at 5.0% and retail had 2.6% NOI growth 

in 2016. Using NCREIF’s Advanced Query Tool, 

NOI growth can be smoothed beyond the standard 

property criteria to only include properties in the 

NPI for two consecutive quarters. By excluding 

properties entering the index for the current quarter, 

the impact from new completions on NOI growth is 

muted. In 2016, this smoothed annual NOI growth 

measure was not significantly different for industrial 

(7.0%), office (5.0%), and retail (2.5%). Smoothed 

apartment NOI growth, however, was much lower 

than the headline growth rate, at 4.7%, which is 

nearly equivalent to its long-term average.

Healthy, yet stabilizing property fundamentals 

and the shift toward income driven performance 

imply that commercial real estate expansion has 

matured. This is likely no surprise to investors 

given the combination of elevated institutional sales 

volume and moderating net flows to core funds. In 

the near-term, the macroeconomic forces of space 

demand and the pace of interest rate increases will 

be important factors to watch for their impact on real 

estate income and appreciation.


