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The real estate expansion cycle is now in its 10th year since 
the Great Recession, yet there are positive signs for the asset 
class’ potential due to favorable macroeconomic conditions.

Economic growth is strong and unemployment remains 
low around 4 percent. Interest rates have picked up over 
the past year, but they are still historically low and rate 
increases have been measured. They have not experienced 
a rapid spike that would be problematic for real estate. New 
construction is steady, and in most areas has not slipped 
into overly aggressive territory. This has still allowed for 

rent growth, albeit at a slowing pace. Additionally, most 
Real Estate Investment Trust (REIT) management teams 
have remained conservative, with the majority acting as net 
sellers of real estate and keeping their leverage levels at 
decade-long lows.

As a result, our credit outlook on the REIT sector remains 
neutral. What follows is a high-level look at overall trends that 
are important for the sector, as well as positive and negative 
dynamics at play for five different common property types 
that make up REITs.

BROAD TRENDS TO CONSIDER
When assessing the overall REIT sector, there are a number of factors and trends that we observe when developing our credit outlook.

First, rent growth has been gradually slowing, although it 
remains a respectable 3.1 percent. And, occupancies are at 
multi-decade highs of 94.3 percent across the REIT space 
(see Figure 1). 

The overall balance sheet picture is strong for REITs (Figure 
2). Debt-to-total-capitalization is below 30 percent and 
interest coverage is 4.5x. Additionally, net leverage is around 
5.5x — more than 1x lower than pre-financial-crisis levels.

Transaction volumes remain high, with $420 billion in 
commercial real estate deals for 2017. That’s down from a 
2015 peak of $470 billion, but still quite close to multi-decade 
peaks and more than enough to provide a relatively liquid 
source of funds in the event of deteriorating macroeconomic 
conditions.

New construction is fairly well contained this late in a real 
estate cycle, but there are certain markets with elevated 
supply pressure, such as New York City apartments and 
senior housing across multiple metro areas. Retail square 
footage is also considered overbuilt, due to overbuilding 
in the early to mid-2000s that’s exacerbated by the added 
demand pressures from e-commerce.

Merger and acquisition activity has increased. M&A for the 
first half of 2018 exceeded $80 billion, which was in line with 
the full year 2016 M&A activity, and the activity has been led 
by retail and industrial property types. Private equity firms 
have increased their purchases of public REITs as well. If 
rates rise significantly and valuations became discounted, 
additional M&A activity could resume.

REITs have had an inverse relationship with rising interest rates over the past 12 years, so the rate increases are something to monitor in 
the near future. Higher rates, which raise borrowing costs, would likely create a drag on the value of REITs’ underlying assets. In fact, small 
rate increases led to a REIT equity sell-off in early 2018. However, many REITs have locked in cheaper debt costs and fundamentally are 
doing well.

What follows is a breakdown of trends by property type.

  Source: NAREIT

FIGURE 1: AVERAGE OCCUPANCY RATES AT REIT-OWNED PROPERTIES

Sources: Miles Capital, CreditSights, Bloomberg, NCREIF

  Source: Company reports, SNL, CreditSights

FIGURE 2: STRONG REIT CREDIT QUALITY
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APARTMENTS 
Despite the large levels of new supply in the apartment 
segment, fundamentals have held up relatively well to date, 
with rents growing steadily for six quarters and out pacing 
broad inflation measures for three years.

Vacancies, which had been running in the low 4 percent 
range since the beginning of 2013, have now moved up to 
4.8 percent. Demand is quite strong, but the multi-decade 
highs in new supply are still pressuring rents. Most believe 
new supply will slow in 2019, but apartment REITs will still 
have to get through a challenging 2018 peak (Figure 4), and 
the effects on rents may linger into 2019.

PROPERTY TYPE ANALYSIS

RETAIL
Despite tremendous pressures, retail rent growth has 
held steady recently at approximately 2 percent per year. 
Vacancies remain high at 10.2 percent, second only to the 
office property type. However, publicly traded retail REITs 
tend to have much-higher-quality properties and have a 
lower vacancy rate, around 5 percent. Most estimates for rent 
growth over the next few years are low, in the range of 1-2 
percent.

New construction supply is very low in the retail segment, 
which is helping to ease some of the pressures in the 
property type, but not enough to completely counter the 
previous overbuilding and pressure from e-commerce. U.S. 
retail per capita square footage is the highest in the world 
at 23.5 square feet, relative to Australia at 11 square feet or 
Europe at only 3 square feet per person.

On the demand side, 2017 was a record year for store closures in the U.S., with more than 7,000 stores shutting down, topping the 
previous record of 6,163 in 2008. The first half of 2018 came in at an even higher pace with an unofficial estimate of 4,200 closures. 
E-commerce sales growth has been averaging around 17 percent per year recently and will likely continue to eat into demand for brick 
and mortar retail space.

It is also important to note that while broad supply and demand trends are working against retail REITs, high quality properties in premium 
locations have bucked these trends. 

Sources: Miles Capital, CreditSights, Bloomberg, NCREIF

HEALTH CARE in focus
Health care real estate consists of a variety of sub-property types. REIT activity in hospitals and medical office buildings has 
been increasing, but a majority of those properties are still owned by the operating health system. The result is that health care 
REITs tend to have a higher exposure to the senior housing sub-property type.

New senior housing supply is significantly elevated as developers look to cash in on the expected demand from aging baby 
boomers. However, new construction may have been too far in advance as near-term demand has not kept up with supply, and 
there has been a sharp increase in vacancies — to nearly 10 percent in assisted living and 8.3 percent in independent living. 
While near-term challenges exist, most expect supply pressures to ease in 2019 and the acceleration phase of demand to start 
around 2020.

Rent growth is averaging 2 percent across the healthcare space, with very little deviation across the sub-property types of 
assisted living, independent living, skilled nursing and medical office. The bulk of the new construction pressures are in the 
senior housing segment, where ongoing construction is at 9 percent of inventory in assisted living and at 4.8 percent of 
inventory in independent living.  Medical office buildings and skilled nursing facilities are better off with very limited new 
construction, including skilled nursing new construction being less than 1 percent of inventory.

FIGURE 3: U.S. RETAIL PROPERTY COMPLETIONS AND NET 
ABSORPTION

Source: Reis, CreditSights
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FIGURE 4: U.S. MULTIFAMILY PROPERTY COMPLETIONS AND NET 
ABSORPTION

Source: Reis, CreditSights



New construction deliveries are expected to be the highest in over 15 
years in 2018, and rents could be pressured significantly in the near 
future. Notably, new construction in the past three years has been 
greater than the rate over the six years leading up to the financial 
crisis. The bulk of the new supply is in urban cores, causing higher rent 
pressures for properties in those locations.

Demand factors should be mostly supportive of apartment rents going 
forward as more individuals elect to rent in lieu of increasingly costly 
homeownership (the affordability index remains over 150 per Figure 5), 
even at the current below-average homeownership levels.

OFFICE 
Rent growth came in at 2.6 percent for office properties in the first quarter of 2018, but is expected to slow to 1.8 percent by year-end. 
If these expectations play out, office will likely be in the running with health care and retail for the lowest rental growth. The vacancy 
rate of 16.6 percent makes it difficult to expand rents even in an environment of low unemployment, and expectations are for limited 
vacancy improvement.

While supply remains below most pre-financial-crisis levels, it’s still expected to out pace new demand, and new deliveries should 
pick up slightly in 2018. However, we don’t necessarily consider the situation a construction supply problem, but rather the result of 
stubbornly high vacancies due to previous overbuilding, with a marginal up-tick in new construction.

Employment trends are the primary driver of demand for office space, specifically growth in financial services (25 percent of REIT office 
leasing), legal and other professional services (29 percent) and media and tech (23 percent). Given the changing work and demographic 
dynamics, we expect this sub-property type to continue to be pressured. Teleconferencing and co-working capabilities have enabled 
employees and companies to move away from traditional large office spaces

INDUSTRIAL
With the very high demand levels and relatively well-
contained supply, industrial rents and occupancy levels 
are healthy and increasing. Rent growth hit 4.1 percent in 
2017, while vacancies have steadily dropped from over 12 
percent in 2010 to current levels of 8.9 percent (See Figure 
6). Vacancies even lower at the high-quality industrial REIT 
properties.

Industrial space currently can’t be built fast enough to keep 
up with demand. Such a high-demand environment would 
typically be met with significant new supply and eventually 
introduce the possibility of overbuilding. However, the 
current e-commerce-fueled environment places a huge 
premium on “last mile” properties that are close to end 
consumers, are in urban locations and offer sufficient space for a large warehouse. Land or available space that meets all three of these 
criteria is very difficult to find, and that limits supply and drives up prices. A possible negative factor to keep tabs on is speculative 
development. Although it isn’t expected to be difficult to lease the space, it could be a concern that a number of landlords are building 
new industrial space without a tenant lined up.

Industrial demand is very strong, with e-commerce facilities serving as the primary drivers and not expected to slow down anytime soon. 
Outside of the 2008-2009 pullback, e-commerce has been growing by double digits every year since the turn of the century, and is still 
only 9 percent of total retail sales. Consumer confidence is within a few points of decade highs, adding to a positive demand picture.

CONCLUSION (and a bit of  History)
The difficulties of the 2008-2009 real estate and REIT environment remain fresh in some investors’ minds. It is necessary to remember that 
REITs encountered a significant cash-flow problem in 2008 and 2009, which exacerbated already growing levels of investor distress. The 
financial crisis was a very severe event that impacted all sectors and industries. While the NCREIF property index fell significantly over 

Sources: Miles Capital, CreditSights, Bloomberg, NCREIF

FIGURE 5: HOUSING AFFORDABILITY COMPOSITE INDEX
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FIGURE 6: U.S. INDUSTRIAL PROPERTY FUNDAMENTALS

Source: Reis, CreditSights
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Past performance is not an indicator of future results

that time, average occupancies only fell 3.8% from peak to 
trough. 

REITs had a low starting cash balance, higher leverage, 
and deteriorating fundamentals pre-crisis. Once they had 
to raise cash, the crisis made it increasingly difficult to 
sell properties to increase liquidity. Transaction volumes 
dropped to an extremely low level of $60 billion, or 
approximately 12 percent of previous levels and 14 percent 
of today’s levels (See Figure 7). 

We do not believe it is likely that history will repeat itself; 
however, that challenging period does highlight some of 
the risks inherent in the sector.

Due to these financial crisis era challenges, this has led 
many REIT management teams to maintain fairly conservative balance sheets recently, with net leverage more than 1x lower than pre-
crisis levels and total debt-to-capitalization ratios just below 30 percent. The conservative stance is likely in part a reaction to problems 
encountered during the financial crisis when REITs’ option-adjusted yield spreads topped 1,200 basis points and REIT equity losses over 
a two-year time frame were 67 percent.

Our conclusion is that the current environment is fundamentally different from the time leading up to the financial crisis, and that the 
conservative positioning detailed above is favorable for fixed income investors in the REIT sector. This contributes greatly to our neutral 
credit outlook for the sector.

FIGURE 7: SOLID COMMERCIAL REAL ESTATE TRANSACTION VOLUMES

Source: Real Capital Analytics, CreditSights
$ in bn. Volumes on a trailing twelve-month basis. 


