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Over the past several years, the market for U.S. commercial 
real estate has bifurcated, with pricing and funding liquidity 
conditions for “trophy” properties and other “core” assets 
differing substantially from those in the rest of the market. 
For fully-leased buildings in top locations with high-quality 
tenants, prices are high and funding abundant. Converse-
ly, prices of non-core properties remain relatively low and 
liquidity conditions remain surprisingly restrictive given the 
buoyancy observed in other asset classes. The divergence 
between core and non-core market conditions does not 

appear to be evidence of 
mispricing; rather, chang-
ing tastes have combined 
with a collapse in real es-
tate development activity 
to create a shortage of 
high-quality properties 
that meet the needs of 
today’s more discerning 
tenant base. This short-
age potentially creates at-
tractive opportunities for 
real estate investors able 
to identify non-core prop-
erties that possess the 
inherent attributes nec-
essary to become core. 
In these cases, capital 

spending to improve the property and attract sought-after 
tenants can allow investors to “arbitrage” between the 
(relatively low) non-core purchase price and (relatively high) 
core sales price. The window to pursue such opportunities 
is likely to remain open for some time. Although cap rates 
have fallen as core prices have adjusted upwards, they still 
appear high relative to global interest rates, market risk 
premia, and current U.S. growth expectations.

Divergence in Returns Between Core & Non-Core 
Segments

Most U.S. commercial real estate (CRE) price indexes agree 
that the market bottomed in Q1-2010 and rebounded 
with the overall economy since then.1 The magnitude of 
the estimated appreciation depends critically on the weight 
assigned to the most valuable, “core” properties in a given 
index. As shown in Figure 1, when all properties receive 
equal weights, total CRE market appreciation since 2010 
has been just 24% on a repeat-sales basis, with year-end 
2014 average sales prices 13% below 2007 peaks. Con-
versely, when properties are weighted based on market 
value, cumulative appreciation since 2010 has averaged 

1 C.f. the Real Capital Analytics, Commercial Property Price Index (CPPI), the NCREIF Property Index, 
and Moody’s Commercial Property Price Index (CPPI) in addition to the CoStar Repeat Sales index 
analyzed here.

70%, thanks to the outsized returns on the most valuable 
properties in the sample. 

The 46% difference between the cumulative appreciation 
of the value (+70%) and equal (+24%) weightings is the 
largest in the 17-year history of the repeat sales index. This 
price gap could be interpreted as the prospective “value 
arbitrage” from acquiring non-core properties that possess 
the inherent attributes to become core.  It is not enough 
simply to acquire non-core assets in the hope that their 
prices eventually adjust upwards because the price gap 
reflects growing market segmentation, not mispricing.2 
Changes in demographics and tenant preferences have led 
to a sharp division between the properties that offer the 
location, amenities, and layouts demanded by the most 
sought-after tenants and those that do not.  To exploit 
the “value arbitrage,” investors must “create” new core 
properties by redeveloping or repositioning existing assets 
to appeal to today’s most discerning tenants.

Repeat Sales Price Indexes, 2010-20143
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This dynamic is particularly evident in the office segment, 
where the same sample of properties has appreciated 
by 76% on a value-weighted basis but by just 17.4% 
when each property receives equal weight (Table 1). This 
differential implies that the average sales price of the 
most valuable one-fifth of office properties has essentially 
doubled since 2010, while non-core office prices have 
remained roughly the same since then.4 A hot market for 

2 For a discussion of segmentation by value’s impact on real estate indexes, see: Boudry, W., et al. 
(2012), ““What Do Commercial Real Estate Price Indices Really Measure?” Cornell Center for Real 
Estate and Finance Working Paper 2012-02.
3 CoStar Repeat Sales Index, February 2015.
4 This is based on the assumption that office properties are Pareto-distributed with α=1.616, 
whereas the most valuable 20% of properties account for 80% of the total market value of the 
sample.
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FIGURE 1

A commercial 
building is not a good 
investment simply 
because its price is 
low relative to replace-
ment cost. To exploit 
the "value arbitrage," 
investors must create 
new core properties 
by redeveloping 
existing assets.



fully-leased, “trophy” office buildings has obscured the 
overall weakness in the office market segment. 

Cumulative Returns by Segment, 2009-20145

The office sector appears to be in the midst of a gener-
ational shift, as the baby boom generation retires and 
traditional office occupations like law and finance decline 
in significance.6 In many office markets, the fastest grow-
ing tenants are tech companies, which tend to employ a 
younger workforce that demands “creative office” ame-
nities like open and flexible space plans, advanced com-
munications technology, and access to transit, restaurants, 
and retail.7 Many of these younger workers are part of the 
“Millennial” generation, which is better educated than 
Generation X, larger than the baby boom generation, and 
already accounts for over one-third of the current labor 
force and over half of the expected labor force in 2020.8 

Nationally, tech companies accounted for 19% of the larg-
est new lease transactions in 2014 despite occupying just 
8.8% of total office-using employment.9 Overall, the “in-
tellectual capital, energy and education” industries’ share 
of net absorption has been about twice as large as their 
share of the stock of office space since 2010.10 With tech 
companies serving as the marginal lessee in many markets, 
building-specific characteristics have become a main driver 
of observed price differentials.11 Offices with the location 
and amenities that appeal to Millennials have found their 
space in high demand, which has translated into a large 
and growing price premium relative to older buildings in 
less attractive locations.

Functional Obsolescence & Effective Depreciation

In the economic literature, “depreciation” is often used to 
describe two related, but distinct concepts: (1) the decline 
in the market value due to the aging of the structure; and 
(2) changes in market value attributable to changes in the 
quality or technology of newly produced assets or shifts 

5 CoStar Repeat Sales Index, February 2015.
6 C.f. TIAA-CREF Asset Management, “Creative destruction: Generational shift in the U.S. office 
sector,” March 2014.
7 Clarion Partners, U.S. Office Sector Outlook, February 2014.
8 White House Council of Economic Advisers, “15 Facts About Millennials,” October 2014. 2020 
projection based on participation trends and CEA definition of “Millennial.”
9 CBRE, 2015 U.S. Office Market Survey; Jones, Lang, Lasalle, 2014 High Technology Office Outlook.
10 Clarion.
11 C.f. JLL Research, “Tech sector driving Chicago’s economy and office demand,” February 2015. 
Colliers International, “Tech, Sun Belt Office Markets lead Broad Recovery,” Q2-2014.

in tastes and market demand.12 The relative decline in the 
market value of non-core property largely reflects the sec-
ond type of depreciation. As tenant preferences change, 
properties that fail to meet new standards and expecta-
tions can become functionally obsolete and experience 
much more significant declines in relative market value 
than would be suggested solely by their age or wear and 
tear. The observed price gap in the office segment, for ex-
ample, would not be as large if net absorption were driven 
by law firms and other users of traditional office layouts 
for whom the existing stock of assets were constructed.

Since the start of the Great Recession, real estate devel-
opment has experienced its most severe downturn in fifty 
years.13 With so few properties constructed or rehabilitated, 
the functional obsolescence of the overall stock of com-
mercial real estate assets has increased. While U.S. GDP 
and household consumption are both nearly 10% above 
their pre-recession peaks in real terms, total private office 
development remains 27% below 2008 peaks in nominal 
terms, or 35% below pre-recession highs after accounting 
for inflation (Figure 2).14 New office supply deliveries have 
averaged between 0.3% and 0.6% of the total stock over 
the past several years, well below most estimates for the 
annual rate of depreciation attributable solely to aging.15 
Hotel development remains 60% below pre-recession 
highs in real terms. Even multifamily development, which 
has grown rapidly since the end of 2011, remains 25% 
below its 2006 peak in real terms. We believe the decline 
in CRE construction as a share of GDP signals significant 
pent-up demand for new and renovated commercial prop-
erties.

Real Construction Spending, 2008-201416
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12 Fischer, et al. (2005), “Analysis of Economic Depreciation for Multi-Family Property,” Journal of 
Real Estate Research.
13 Federal Reserve Bank of San Francisco, Economic Letter 2013-12.
14 Census, Construction Survey, February 2015.
15 For example, the U.S. Bureau of Economic Analysis estimates annual depreciation rates of 2.5% 
to 2.6% for offices and other commercial buildings. See: “BEA Depreciation Estimates, Fixed Assets 
Survey, 2014.”
16 U.S. Census Bureau, Construction Survey, February 2015. Deflator obtained from Bureau of 
Economic Analysis.

2

TABLE 1

SEGMENT
VALUE-

WEIGHTED
EQUALLY-
WEIGHTED DIFFERENCE

Office 76.0% 17.4% 58.6%

Industrial 24.1% 14.0% 10.0%

Retail 30.0% 21.7% 8.3%

Multi-Family 58.4% 57.2% 1.2%

FIGURE 2



In conjunction, changing preferences and the decline in 
capital spending have resulted in a shortage of high-quality 
properties that meet the expectations of today’s emerging 
tenant base. As a result, a large price gap has emerged 
that creates strong financial incentives to create new 
“core” properties through the redevelopment of existing 
buildings or selective development. A commercial building 
is not a good investment simply because its price is low 
relative to replacement cost; in many cases the observed 
discount may exist for good reason. Only a small subset of 
non-core properties has the attributes necessary to become 
core. The most key ingredient is location, but properties 
must also possess the requisite light and air characteristics, 
ceiling height, floor plate geometry, and view corridors. 
Current market discounts potentially provide attractive en-
try points for opportunistic investors able to identify and 
redevelop these properties to meet the demands of today’s 
most discerning tenants.

Cap Rates Still Appear to be Too High Rather than 
Too Low

Over the past four years, the largest contributor to CRE 
returns has been the compression in cap rates, as the 
market value of core property has risen sharply relative to 
rents and net operating income.17 While we believe this 
process has largely run its course, with future returns likely 
to depend on asset selection and rental growth, we do 
not anticipate a sustained upward adjustment in cap rates 
either. With global interest rates on the safest sovereign 
securities near (or below) zero, investors have naturally 
sought safe investment alternatives capable of replacing 
foregone coupon income. The stable cash flows of ful-
ly-leased properties with established tenants in central 
business districts look especially attractive in this context. It 
is no surprise that the prices of these assets have adjusted 
upwards, pushing cap rates down relative to high-grade 
corporate and sovereign bond yields.

Since rents and operating income shifts through time, cap 
rates depend not only on interest rates but also market 
risk premia and economic growth rates.  Based on historic 
relationships between these variables, cap rates actually 
look too high, even after the recent appreciation. Analysis 
of data from 1997-2007 suggest that 70% of the monthly 
variation in average U.S. CRE cap rates can be explained 
by three variables: the 10-year Treasury yield, the spread 
on high-yield bonds relative to equivalent duration Trea-
sury securities (credit and liquidity risk premia), and the 
annual U.S. GDP growth rate. Based on the year-end levels 
of these variables, average cap rates appear to be about 
0.4% too high, on average. Importantly, these same vari-
ables (correctly) predicted that cap rates in the 2004-2007 
period were 0.45% too low, on average. It was only after 
the 0.78% jump in cap rates in Q4-2007 that market rates 
rose to model-implied levels. 

17 Bloomberg, Accessed February 12, 2015. Transactions data from the financial crisis (2008-2009) 
are either incomplete or missing entirely. Cap Rates refer to a property’s gross or net operating 
income relative to market value.

Average Cap Rates, 1997-201418
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Short-term U.S. interest rates may rise modestly in 2015, 
as the Fed attempts to raise overnight interest rates, but 
global rates are likely to remain low. Since October 2014, 
22 central banks have combined to cut interest rates 32 
times.19 In addition, the Bank of Japan (BOJ) and Europe-
an Central Bank (ECB) have instituted or expanded asset 
purchase programs that are scheduled to add more than 
$1.5 trillion in central bank liquidity to markets over the 
next 12 months.20 With interest rates on $4 trillion of Eu-
ropean and Japanese sovereign securities already yielding 
zero or less, there is little room for rates to fall further.21 
Most of the adjustment is likely to come on the exchange 
rate, as investors sell euros and yen to buy higher-yielding 
dollar-denominated assets. These purchases will not only 
place downward pressure on U.S. interest rates, but may 
also increase demand for U.S. CRE and related fixed in-
come securities. In 2014, foreign investors accounted for 
their largest share of U.S. CRE transactions in a decade 
and this trend could continue into 2016.22

Funding Liquidity Conditions Remain Stressed 
Relative to Other Asset Classes

Appreciation for the bifurcation of the CRE market also 
helps to explain how stressed capital structures could 
exist in a market where “average” prices have increased 
by 70% from the bottom. The stagnation in the prices 
of non-core properties since 2010 has left a number of 
capital structures under stress, as reflected by the dramatic 
reduction in funding liquidity volumes (Figure 4). And with 
most of the improvement in funding liquidity captured 
by trophy properties, current funding conditions in the 
non-core segment are worse than the basic CRE mortgage 
statistics would indicate.

18 Bloomberg, Accessed February 12, 2015. Transactions data from the financial crisis (2008-2009) 
are either incomplete or missing entirely.
19 Carlyle Analysis of Central Bank policy statements.
20 Bank of Japan and ECB Policy Statements measured at February 20, 2015 exchange rates.
21 The central bank deposit rate serves as an effective floor on interest rates, see: Draghi, M. 
(2015), “Introductory Statement,” March 12, 2015.
22 Deloitte, 2015 Commercial Real Estate Outlook.

3

FIGURE 3



The 2004-2007 period was characterized by especially 
rapid growth in CRE mortgage originations, which was 
facilitated by a boom in commercial mortgage-backed se-
curities (CMBS) issuance. Between 2004 and 2007, the net 
stock of CRE mortgages grew at a $290 billion annual rate 
and CMBS issuance averaged nearly $200 billion per year.23 
Credit growth at this rate was clearly unsustainable, as fi-
nancial obligations were growing faster than the economy’s 
capacity to finance them.

Commercial Mortgage Credit Outstanding24
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Figure 4 plots the stock of CRE mortgages outstanding rel-
ative to its steady-state path as measured by a log-linear 
trend model that accounts for variation in nominal GDP. 
At its peak in Q4-2008, the stock of CRE mortgages was 
about 22% larger than justified by the size of the economy. 
A sizeable contraction in gross issuance volumes appeared 
inevitable. This adjustment occurred through a surprising-
ly swift $330 billion contraction in outstanding CRE credit, 
which quickly pushed the stock of mortgages well below its 
long-run trend path. Although net issuance turned positive 
in 2013 and grew by $125 billion in 2014 (gross origina-
tions net of refinancings), the stock of CRE mortgages fin-
ished 2014 nearly 20% below its long-run trend.

Nearly all of the net increase in CRE credit since the re-
cession has been channeled to trophy properties and other 
core assets. Prior to the financial crisis, CMBS deals served 
as a mechanism to allow investors to gain diversified expo-
sure to U.S. commercial real estate. Approximately 95% of 
CMBS were conduit or fusion deals where securities were 
issued against a broad, diversified collateral pool.25 Since the 
crisis, investors have instead used CMBS to gain exposure to 
a single, trophy property, leaving non-core assets deprived 
of this source of funding liquidity. 

23 Fed, Financial Accounts of the U.S.; SIFMA, Mortgage-Related Issuance February 2015.
24 Federal Reserve, Financial Accounts for the United States, March 12, 2015.
25 All data on CMBS issuance from SIFMA, Mortgage-Related Issuance & Outstanding, February 
2015.

Single-asset deals, where securities are issued against a sin-
gle, well-known asset, account for all of the net growth in 
CMBS since the crisis. Whereas the total stock of CMBS de-
clined by $240 billion between 2007 and the end of 2014, 
the stock of single-asset CMBS rose by $36 billion during this 
time. The $17.1 billion net increase in single-asset CMBS in 
2014 was nearly six times the $3 billion net growth in total 
CMBS outstanding. The low valuations of non-core assets 
are barely adequate to support existing mortgages and pro-
vide little room for increases in outstanding balances tied to 
new acquisitions. At the same time, CMBS investors’ dwin-
dling interest in diversified collateral pools mean that more 
equity will be needed to refinance CRE mortgages on non-
core assets, which could create investment opportunities 
over the coming year.

Conclusion

The observed bifurcation in the U.S. commercial real estate 
market has created a unique set of circumstances for op-
portunistic investors. On the one hand, prices and funding 
in core real estate have rebounded sharply, with current 
prices well above pre-recession highs. On the other, the val-
uations of non-core assets remain relatively low, with fund-
ing conditions that are surprisingly tight given the buoyancy 
observed in most other asset classes. The divergence has 
rational origins tied to changing tastes and an investment 
shortfall and cannot be attributed to mispricing. It does, 
however, create potentially attractive opportunities to “ar-
bitrage” between the (relatively low) non-core purchase 
price and (relatively high) core sales price in those specific 
cases where such transformation, repositioning, or incre-
mental development is possible.

Economic and market views and forecasts reflect our judgment 
as of the date of this presentation and are subject to change 
without notice. In particular, forecasts are estimated, based on 
assumptions, and may change materially as economic and mar-
ket conditions change. The Carlyle Group has no obligation to 
provide updates or changes to these forecasts. 

Certain information contained herein has been obtained from 
sources prepared by other parties, which in certain cases have 
not been updated through the date hereof. While such infor-
mation is believed to be reliable for the purpose used herein, 
The Carlyle Group and its affiliates assume no responsibility for 
the accuracy, completeness or fairness of such information. 

This material should not be construed as an offer to sell or the 
solicitation of an offer to buy any security in any jurisdiction 
where such an offer or solicitation would be illegal. We are not 
soliciting any action based on this material. It is for the general 
information of clients of The Carlyle Group. It does not con-
stitute a personal recommendation or take into account the 
particular investment objectives, financial situations, or needs 
of individual investors. 
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