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Is This What a Soft 
Landing Looks Like?
Executive Summary
•	 The path to an economic soft landing has widened.

•	 The most important update in real estate capital market conditions over the past few months is 
early signals that transaction activity is thawing.

•	 We believe capital markets disruption has created opportunities for higher-yielding real estate 
debt and preferred equity.

•	 Fundamentals generally remain healthy outside the office sector, which could see vacancies rise 
further next year.

Fall 2023 Real Estate Outlook
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Economic Overview
The first half of 2023 was a whipsaw of economic and real estate data that turned from gloomy to 
bright and back again, seemingly by the day. As the fog lifts from this noisy backdrop, we believe 
the case for a soft landing has become more pronounced. 

The most notable change over the past few months has been meaningful progress on inflation. 

As of the most recent reading, headline CPI registered a 3.7% year-over-year increase, markedly 
different from the 8.9% peak from last year.1 Inflation measures excluding shelter components have 
declined even more. The shelter component has a well-documented lag, and observing real-time 
data from MIM’s portfolio of roughly 25,000 managed residential rental units across the U.S. gives 
us conviction that the shelter component will decline toward the Fed’s 2% target through the 
remainder of the year (exhibit 1).

Consumers and businesses are also showing more signs of optimism due to moderating inflation 
and a resilient labor market. The Conference Board’s consumer confidence index registered a 
healthy 103 in September; down slightly from an 18-month high in July.2 Additionally, the second 
quarter GDP report showed an acceleration in business investment, an indication that businesses 
feel better about the near-term future.3

However, not all data over the past several months have been positive. Though the likelihood of a 
soft landing has increased, we continue to expect a mild recession to occur in the next 12 months 
due to several risks to the outlook.

On August 1, Fitch downgraded the U.S. federal government’s AAA credit rating to AA+, the 
second such downgrade since S&P’s similar move in 2011. Fitch cited concerns over fiscal 
governance and rising deficits in its rating decision. Importantly — and as we have outlined in a 
number of previous reports — Fitch highlighted the nation’s rising interest-service burden, and the 
challenges the U.S. will have without implementation of timely corrective measures. We wonder 
if there will be incentives among policy makers to keep inflation higher than usual to inflate away 
excessive debt levels, similar to what occurred in the 1970s. Given that real estate income growth 
is tied to inflation, we think real estate could be a hedge against a number of increasingly probable 
monetary policy paths that include elevated inflation.

Exhibit 1  |  In�ation is Moderating

Source: MIM, Census
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Additionally, we believe the resumption of student loan payments will act as an economic 
headwind, which could weigh on consumer spending and thus, real estate demand in early 2024. 
Increasing credit card usage and receding checking account balances are also early warning signs 
of weakening consumer health. 

Lastly, credit conditions were tightened further as the Federal Reserve kept pressure on the 
inflation fight by hiking rates an additional 25 basis points (bps) in July. Credit conditions across the 
economy are near the highest level on record (exhibit 2) and will likely be a drag on growth in the 
near term.

Similar to our economic outlook, real estate capital market conditions remain challenged, but are 
beginning to show some bright spots. 

Capital Market Conditions
The most important update in real estate capital market conditions over the past few months is 
early signals that transaction activity is thawing.

In our view, the wide bid-ask spread that has driven transaction volume back to COVID-19-era 
lows is primarily a function of monetary policy uncertainty. Underwriting can be a challenge when 
market participants do not agree on the future path of interest rates and therefore — discount 
rates/required returns. Exhibit 3 shows that monetary policy uncertainty over the last six months 
has been the highest on record.4 However, recent month-to-month data show that monetary policy 
uncertainty might be peaking. MIM believes that the Fed has completed its rate hike cycle, and 
that the 10-year Treasury will end 2023 in the low 4% range before declining to 3.5% at the end of 
2024, as the economy cools.

Exhibit 2  |  Net Percentage of Domestic Banks Tightening Standards for 
Commercial and Industrial Loans

Source: MIM, FRED
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Exhibit 3  |  Index of Monetary Policy Uncertainty
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We expect transaction volume to continue improving during the remainder of 2023 and expect 
the number of institutional-quality trades to reach normal levels by the second half of 2024, as 
uncertainty about rates subsides.

Even the illiquid office sector is beginning to see capital markets improvement, in our view, with 
buyers and sellers tightening the bid-ask spread and the number of trades modestly growing. This 
is further evidenced by the amount of time office assets for sale are sitting on the market, which 
peaked at 15 months in late 2021, and has declined to around 13 months today (exhibit 4).5

Lastly, our closely tracked metric comparing equity yields to Baa corporate bond yields +200 bps 
that we have reviewed in several prior reports is indicating that real estate equity is offering fair-
to-attractive relative value in the spot market (exhibit 5). This, along with recovering public markets 
that have helped heal the denominator effect on commercial real estate, should continue to draw 
investor capital into the sector in our view.

Exhibit 4  |  Time Office Assets Are On Market Listed For Sale (Months)

Source: MIM, Costar
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Exhibit 5  |  Private Commercial Real Estate IRR vs. Baa+200bps

Source: MIM, Green Street
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Filling Up the Capital Stack
Spreads for higher-yielding debt and preferred equity have been widening this year. In normal 
conditions, the difference between senior mortgages and these higher-yielding segments of the 
capital stack might be 200-300 bps. That spread has widened, with certain higher-yielding segments 
pricing closer to 400 bps this year, and we believe there are three reasons why. These include [1] 
declining property values, making refinancing senior mortgages with traditional sources and at 
traditional loan-to-value (LTV) levels more challenging; [2] stress in the banking sector; [3] continued 
weak fundamentals in the office sector, which are having a contagion effect across all commercial 
real estate.

Traditionally, institutional-quality commercial mortgages follow an interest-only or partial-
amortization schedule where a portion of the principal may be paid down during the life of the loan, 
followed by a balloon payment at maturity that is normally funded through a sale or refinance. In 
normal market conditions when values are growing during the life of a loan, we see refinancing with 
lenders like banks or insurance companies is uneventful, and borrowers expect to have little trouble 
sourcing a new 60 or 65% LTV loan at maturity. 

Today, however, properties that were worth $100mm at the time of loan origination may only be 
worth $80mm. Now, a borrower who must refinance a $65mm loan is faced with a challenge. We 
think few senior mortgage lenders are willing to lend up to 80% LTV ($65/$80), so the borrower may 
source a senior loan for $50mm, and either put more money into the investment or search elsewhere 
for the remaining $15mm. The extent to which this is occurring is part of the reason we believe the 
opportunity for higher-yielding debt and preferred equity investing has grown.

The second reason why opportunities exist in this space today is stress in the banking sector. Banks 
are a significant source of commercial real estate loans, representing 39% of outstanding loans.6 
The combination of real estate market turmoil and interest rate-related banking stress has caused 
regulators and bank executives to increase capital reserves, effectively sidelining banks for the 
foreseeable future. Banks are a particularly important source of construction financing, in addition to 
financing traditional mortgages.

Lastly, we see many lenders are reluctant to increase exposure to stressed real estate segments, like 
the office sector, retail and some more complex property types like hotels. As a result, these property 
types are likely facing a liquidity gap, pushing up yields even for senior first-lien mortgages.

Most property types are facing challenges on the capital markets front, but with the exception of the 
office sector, supply and demand fundamentals, in our view, look more sanguine.

Apartment Outlook
After softening late last year, residential rents are growing again, due in part to a still-tight for-sale 
housing market, continued wage growth and stable labor market conditions.

Apartment asking rents grew 1.1% in the second quarter of 2023, an acceleration versus the 
prior two quarters of negative rent growth.7 We expect modestly positive rent growth through 
the remainder of the year, even as vacancies increase toward their historical average. “Sunbelt 
markets” have been generally underperforming due to high-supply pipelines and a tightening 
relationship between rents and incomes. Palm Beach, Orlando, Phoenix and Austin posted 
the worst rent growth of the top 50 U.S. markets during the second quarter of 2023. Boston, 
Washington DC and Chicago were among the markets with the highest quarterly rent growth, all 
around 2%.8
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We continue to tilt towards larger-
format rentals, including single-
family rentals, manufactured 
housing and apartments with a 
greater concentration of 2- and 
3-bedroom units. These unit types 
have been outperforming studio 
and 1-bedroom formats, and we 
believe this could continue due to 
demographic shifts that will likely 
be occurring through the end of the 
decade (aging Millennials), as well as 
gradually shifting space preferences 
to accommodate hybrid work-from-
home arrangements (exhibit 6).

Office Outlook
The office sector posted another period of negative net-leased space despite positive office-using 
employment growth last quarter; although, as has been the case for the past two years, lower-
quality assets accounted for the bulk of weakening demand. National office data show A+ assets 
experienced positive net leasing for the 10th consecutive quarter in 2Q 2023.9

Thus far, we believe remote working has 
accounted for a roughly 7% structural 
decline in office demand (exhibit 7).a We 
expect the structural decline to continue 
rising from 7% as companies continue to 
make space-use decisions, and leases 
continue to expire, to around 9% next year. 

Our base-case expectation is that remote 
work and moderating office-using 
employment growth will continue to 
drag on leasing into 2024, and the office 
vacancy rate will rise from 18.2%10 today 
to 19% or 20% by the end of next year. 
Spot market values for the office sector 
have still likely not found a trough, and 
any new office investments, even high-
quality assets with long average-lease 
terms, are generally commanding value-
add or opportunistic returns.

While we don’t have a crystal ball and acknowledge space-use decisions are happening in real 
time, we think the market is approaching peak negativity for the office outlook, and investors are 
not acknowledging or pricing in the possibility that the remote-work impact stabilizes or even 
improves going forward.

Exhibit 6  |  Rent Growth Forecast by Unit

Source: MIM, CoStar
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Exhibit 7  |  Estimated Remote Work Impact On 
Office Demand

Source: MIM, Moody’s, CBRE-EA, CoStar
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A number of Fortune 500 firms have made forceful return-to-work announcements over the past 
several months, even including tech firms that implemented the most liberal work-from-anywhere 
policies during the pandemic. 

We think investors should consider the possibility that weak office leasing is now more a function 
of the uncertain economic outlook than it is downsizing due to remote working. 

If that were the case, in an upside scenario for office, we would expect net office leasing to turn 
positive in late-2024, as the economy recovers from a soft landing or a potential mild and short-
lived recession and then enters an expansion phase. In this scenario, we believe office leasing 
could return to pre-COVID-19 velocity by 2025. We think there is around a 15% chance of this 
upside outcome.

Retail Outlook
High-profile retail bankruptcies have made headlines in 2023, but halfway through the year, store 
openings are handily outpacing store closings, like the trend observed in 2022. We attribute this to 
a combination of healthy consumer spending and an increase in demand for discounters and off-
price stores that are e-commerce resilient (exhibit 8).

Due in part to store openings exceeding closings, retail vacancy rates are now near a 20-year low11, 
which is beginning to generate healthy rent growth for the sector. Positive demand conditions are 
not the entire story, however. A declining supply pipeline and an accelerating rate of demolitions 
have also helped bring fundamentals into balance (exhibit 9). We believe these favorable 
supply conditions should help retail vacancies to remain below their historical average, even as 
consumption and the broader economy moderate into 2024.
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Exhibit 8  |  Store Openings and Closings

Source: MIM, Coresight Research

Exhibit 9  |  New Retail Construction Near Level of Total Retail Demolished

Source: MIM, CoStar
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Within retail segments, we continue to favor centers with low operating expense ratios, and 
experience-based tenants and elements, which add e-commerce resiliency. 

Industrial Outlook
After a two-year streak of robust fundamentals, the sector continues to show signs of moderating. 
Industrial vacancies increased 40 bps in the second quarter of 2023, the fourth consecutive quarter 
of increases.12 Industrial is being impacted by a simultaneous moderation in demand back to normal 
levels, and a large supply pipeline that continues to deliver space to the market. 

The vacancy rate is now 4.7%, above the recent all-time low of 3.8%, but still well below the long-
term historical average of 7.2%.13 Despite rising vacancies, we believe the tight market should 
continue to generate healthy rent growth in the near term. We expect 5.2% average rent growth in 
2023 and 4.2% rent growth in 2024.

While supply growth has been a challenge, fallout from inflation, higher interest rates and the 
regional banking crisis are pushing up construction costs and causing supply growth to moderate.

As shown in exhibit 10, industrial construction starts have rapidly declined since the middle of 
2022. In our view, this should translate to reduced deliveries in mid-2024, given the average 
development timeline for industrial of roughly 12-18 months. 

Across markets, cities that have favorable demographic conditions, port cities in the sunbelt and 
on the east coast, and cities that have low-cost labor pools and/or manufacturing infrastructure 
are outperforming the broader U.S. markets. Examples include Miami, Orlando, Northern NJ, 
Richmond, Nashville, Milwaukee, Phoenix, Memphis, Savannah and Tampa. We expect these 
markets to remain rent-growth outperformers into 2024.

Tracking Alternatives
Outside the core property types, MIM tracks a number of institutional-quality alternative property 
types. In order to evaluate the opportunity set, we survey MIM’s regional acquisitions teams to 
assess current spot market yields for stabilized properties. We then apply risk adjustments based 
on current supply/demand conditions, historical performance volatility, operating expense loads 
and average CapEx needs to produce estimated risk-adjusted returns for all core and alternative 
property type classes. Finally, we bucket property types into overweight/underweight categories 
based on rankings of risk-adjusted returns. 

Exhibit 10  |  High Inflation Reducing Future Deliveries

Source: MIM, CoStar
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This analysis suggests that the most favorable opportunities exist in infill industrial, limited-service 
hotels and residential alternatives (seniors housing, manufactured housing and moderate income 
housing). Cold storage, single-tenant net-lease retail and active adult/55+ housing also score 
favorably. Importantly, this analysis is an unconstrained view that does not consider factors like 
portfolio diversification or MSA exposures (i.e., Life Science may only be available in several markets), 
and does not reflect higher-yielding strategies like ground-up development. 

Conclusion
2023 has provided a torrent of economic and financial markets news, flipping between positive 
and negative indicators on a seemingly daily basis. Despite the noise, little has changed in our 
fundamental macro view. Labor market conditions are stable, but we remain vigilant about the 
impacts inflation and hawkish monetary policy could have on consumers, and thus real estate 
demand, in the next 12 months.

Despite the risks, the real estate market is presenting opportunities for well-capitalized investors, as 
is the case in most prior challenging markets in our view. In the office sector, negativity around the 
outlook maybe be peaking, which could mean spot-market prices are near a trough. In the residential 
sector, we see larger-format rentals continue to outperform. Retail and industrial are experiencing 
healthy fundamentals at the same time, which has not happened in over a decade. Real estate capital 
markets remain challenged, but we believe unlevered equity assets are offering favorable relative 
value. Debt markets remain dislocated as a result of a pullback from banks, which is creating strong 
opportunities for senior mortgage, mezzanine, and preferred equity investors, in our view.

Exhibit 11  |  Property Type Overweight / Underweight Guidance

Sector Analysis

Infill Warehouses Overweight

Seniors Housing (IL) Overweight

Limited-Service Hotels Overweight

Manufactured Housing Overweight

Moderate Income Apartments Overweight

Cold Storage Neutral +

Retail- Net Lease Neutral +

55+ Housing Neutral +

Single-Family Rentals Neutral

Medical Office Neutral

Life Science Neutral

Full-Service Hotels Neutral

Regional Warehouses Neutral

Retail- Strip/Neighborhood Neutral -

Self Storage Neutral -

Class-A Apartments Neutral -

Student Housing Underweight

Retail- Grocery Anchored Underweight

Data Centers Underweight

Office (Excludes Life Science/Medical) Underweight

Retail- Mall Underweight

Sources: MIM
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