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But how many of us understand 
exactly what this so-called “real estate 
cycle” actually is? This month, we will 
discuss exactly how this cycle works 
and what moves the market from phase 
to phase. 

There are many different types of 
cycles, but we are going to focus on 
the real estate cycle, specifically what 
is called the Physical Market Cycle. 
Most observers consider real estate to 
be a lagging indicator of the broader 
national economic cycle – real estate 
reacts to changes in the economy. But 
predicting how real estate is going to 
react can be challenging, due to three 
primary factors. First, the response is 

not immediate. Second, the response is 
not consistent. And third, the response 
is usually influenced by a whole host of 
local factors. Before we get into how 
these challenges can be overcome, we 
need to discuss what the drivers are for 
the real estate cycle.

The “physical” cycle is the demand 
and supply for space. On the demand 
side, there are a variety of drivers, 
depending on the type of real estate. 
The demand for office and indus-
trial space is driven by employment. 
Population, typically at the younger 
end of the adult age spectrum, drives 
demand for apartment space. Hotel 
demand is driven by a mix of business 

Cycling Up

Several years ago, I had the opportunity to listen to a noted pro-
fessor and author by the name of Glenn Mueller. In addition 

to being on the faculty at the University of Denver, he also has 
written several notable research publications. One of the things 
that Mueller often talks about is what phase we are in according to 
the real estate cycle and as we close out 2014 and look forward to 
2015, I have no doubt that Mueller as well as many other forward-
looking experts on the speaker set will be weighing in with their 
thoughts on our position within the real estate cycle. 
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travelers and tourism. And consump-
tion drives the demand for retail 
space. On the supply side, the story is 
much simpler. There is but one driver 
and it is the inventory of available 
space. The equilibrium point occurs 
where supply meets demand and the 
result is the current occupied space. 
When demand outpaces supply, the 
amount of occupied space will increase 
and, eventually, so will the rental 
rate. Conversely, when the supply of 
space outpaces demand, the amount 
of occupied space will decrease and, 
eventually, so will the rental rate. 

Now that we have some background 
on these drives, let’s talk about cycles.  
Although many have studied and 
written about the real estate cycle, 
Mueller is generally credited with 
establishing the modern real estate 
cycle. This was initially discussed 
in his 1995 publication entitled Real 
Estate Finance and is illustrated on 
the adjacent graphic. The cycle is 
characterized by four distinct 
phases, each of which has several 
hallmark characteristics.

Phase I – Recovery
Phase I is called Recovery. During 

this phase, vacancy is increasing, 
demand is falling and there is no new 
construction. As a result, rent growth 
is either negative or growing but at a 
level less than general inflation. 

Phase II – Expansion
Phase II is called Expansion. During 

this phase, the vacancy trend is reversed 
by virtue of passing over the average 
long-term occupancy rate and is now 
falling while demand is increasing. As 
a result, positive rent growth not only 
continues but also outpaces inflation. 
Another critical factor occurs during 
this phase – the market rate begins to 
surpass the rate that justifies new con-

struction. As a result, new construction 
begins to occur.

Phase III – Hypersupply
Phase III is called Hypersupply.  During 

this phase, the vacancy rate peaks and 
then begins to slowly increase.  Demand 
also peaks and then slowly starts to fall 
off. New construction will continue in 
the early parts of this phase but will 
also fall off over time, primarily due to 
market rents, which have plateaued and 
then begin to decrease as supply starts to 
outpace demand. 

Phase IV – Recession
Phase IV is called Recession. During 

this phase, the vacancy rate is again 
reversed by virtue of passing below the 

average long-term occupancy rate and 
is now rapidly increasing. Demand con-
tinues to fall, also at a rapid pace. As 
a result, market rates will also fall at a 
rapid pace, eventually bottoming out as 
the cycle repeats.

The graphic and corresponding phases 
are straightforward. But figuring out 
where we are in the cycle can be much 
more challenging, as it depends on both 
the location and the type of real estate. 
For example, the real estate market in 

Los Angeles may be in well into Phase II 
while the market in Detroit may still be 
in Phase I. But, shockingly, I have some 
opinions on which point of the cycle I 
think our sectors are in Cleveland.

Retail 
I think this market is in the middle 

stages of Phase II. Our vacancy rate is 
falling, rental rates are increasing and 
now we are just getting to the point of 
new construction. 

Office
This market is in the latter stages of 

Phase I. The vacancy rate is very close to 
the tipping point but demand is still slug-
gish, resulting in flat rental growth. And 
despite the dramatic success of EY Tower, 
new construction is still a few years off.

Industrial 
This market is similar to retail but 

perhaps a bit further along and in 
the later stages of Phase II. Vacancy 
rates have fallen and our rents have 
increased to the point of justifying 
new construction, with a few new 
projects already started. 

Apartments 
This market is the furthest along in 

the cycle and likely approaching Phase 
III. Vacancy rates are at historic lows, 
rental rates have significantly increased 
and new construction (in the form of 
conversions) is in full swing.  

Alec Pacella, CCIM, senior vice president at NAI 
Daus, can be reached by phone at 216.455.0925 
or by email at apacella@naidaus.com. You can 
follow him on twitter @dausyouknow or on his 
blog at http://blog.sbequitiesinc.com.

Daus, You Know?
BUSY STREET Howe Avenue was jumping last 
month with two major retail investment sales 
in less than a week’s time. The plaza at chapel 
Hills, a 456,000-square-foot center, was sold 
to Devonshire ReIT and a few days later the 
85,000-square-foot Shoppes at chapel Hill was 
sold to pebb enterprises.  –AP

Most observers consider real estate to be a 
lagging indicator of the broader national 
economic cycle – real estate reacts to changes 
in the economy. But predicting how real 
estate is going to react can be challenging.
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