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2017 KEY TAKEAWAYS 
• Surprisingly, indecision in healthcare legislation has not 

hindered reform and progress. The majority of hospitals and 
health systems have already made great strides in healthcare 
reform through private sector partnerships, rapid strategic 
consolidations and cost reduction strategies. Healthcare  
M&A activity peaked in 2017 transactions and announcements 
for 2018. 

• While healthcare REITs have started to “pump the brakes” 
due to adjustments in interest rates and reductions in stock 
value, healthcare-focused private equity has stepped in and 
made major acquisitions in 2017 and will continue in 2018. 
Additionally, non-traditional funds, including global capital,  
will acquire more U.S. healthcare assets this year.

• Hospitals, health systems and providers have been preparing 
for and serving the aging population for the last decade, but 
millennials and smart medicine have already started to become 
an important trend for strategy officers at most hospitals and 
health systems.

• Medical office construction has increased because of pending 
tariffs on steel, lack of skilled labor and construction booms 
throughout the U.S. Lease rates for new construction will be 
impacted, and some ambulatory strategies could  
be delayed. 
 

• Kelly Arduino at HFMA recently wrote that “finance is fashion,” 
an apt phrase to describe the constantly changing forces that 
shape healthcare business profitability. Capital availability and 
sourcing in 2018 will see non-traditional debt structures and 
their cost as a new frontier that is necessary for consolidation. 
Some formulated forces, such as demographic shifts, are 
predictable. Other forces, such as retroactive payment policies, 
are abrupt and some forces like new technologies  
are upending assumptions.

INDUSTRY OVERVIEW
2017 brought significantly more change in 
healthcare than originally anticipated. Last 
year, there were many attempts to repeal 
the Affordable Care Act (ACA), and while 
a comprehensive repeal was not achieved, 
certain legislative changes in the last year 
have chipped away at the ACA. Those 
legislative changes will have an impact 
on hospitals and health systems. Most 
notably, the Tax Cuts and Jobs Act (TCJA), 
which was signed into law on December 22, 
2017, will significantly affect the healthcare 
sector. Beginning in 2019, the TCJA will 
effectively repeal the “individual mandate” 
set forth in the ACA by reducing the penalty 
tax to $0. Without the individual mandate, 
the Congressional Budget Office (CBO) 
and the Joint Committee on Taxation (JCT) 
expect premiums for policies purchased in 
the marketplace to rise with fewer people 
obtaining health insurance. The CBO and 

JCT estimate that with the repeal of the 
individual mandate, approximately 43 
million people under the age of 65 will be 
uninsured by 2026. That is a significant 
increase over its previous estimate of 28 
million uninsured under the ACA prior to the 
passage of the TCJA. This larger uninsured 
population may result in an increase in the 
use of financial assistance programs and a 
rise in uncompensated care costs for many 
non-profit hospitals and health systems.

Additionally, the TCJA has changed certain 
aspects of tax-exempt financing. While the 
TCJA did not repeal tax-exempt financing 
for private activity bonds, it does prohibit 
new advance refunding bonds. This 
removal of advance refunding opportunities 
may affect certain non-profit healthcare 
organizations by removing the ability to 
save money for other cash flow needs.

In an effort to bring healthcare to the 
patient, outpatient migration continues  
to broaden its reach and is a high priority. 
With healthcare delivery changing rapidly 
and the downward pressure on margins, 
some systems have elected to monetize 
their real estate assets in an effort to 
unlock capital. Additionally, as more care 
has moved to outpatient settings, a  
greater percentage of real estate assets 
have become targets of investors, as 
outpatient buildings tend to attract a larger 
buyer pool. Consolidation has sped up, 
ranging from payer-provider convergence 
to large non-profits joining forces. 
Acquisition of physician practices has 
also continued; according to a 2017 AMA 
study, 2016 marked the first point at which 
the majority of physicians are no longer 
practice owners.

Within the healthcare real estate sector, 
the rise of interest rates in 2017 did not 
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result in the increased cap rates that many 
projected early in 2017. Some investor 
surveys indicated an overall decrease 
of five to ten basis points within the 
medical office sector during 2017, with the 
market for core assets being particularly 
competitive. Looking forward, significant 
M&A activity within the healthcare sector  
is forecasted for 2018. 

The market for healthcare real estate 
assets should remain highly competitive 
throughout 2018. However, rapid changes 
in care delivery can create shifts in 
underlying real estate values within 
particular healthcare verticals. While the 
spread between on- and off-campus assets 
has diminished, bifurcation between core 
and non-core assets has been a recent 
theme that is expected to continue. 
Going forward, real estate investors and 
analysts should be aware of shifts in 
reimbursement models along with the 
ways hospital performance can affect the 
value of real estate, particularly buildings 
located on or near campuses.

TRANSITION TO VALUE
Payers (insurers, employers, individuals) 
will compensate healthcare providers for 
quality (successful outcomes), not quantity 
(specific procedures). In industry parlance, 
this is an outcomes-based payment model, 
as opposed to the traditional fee-for-
service model. The primary mechanism 
for this transition will be improved data 
flow between healthcare service providers, 
insurers and patients, enabling them to 
focus on the treatments that deliver the 
best results at a cost-effective price. 
Technology investment is the means of 
making this data flow and its necessary 
analysis a reality, creating a real-time 

feedback loop that helps providers and 
insurers improve outcomes while cutting 
costs. This favors providers—physician 
groups and hospital systems—which have 
the resources to invest in this transition.

CONSUMERISM 
Consumers will gain bargaining power 
as they get more information on costs, 
success rates and other factors to help 
them make intelligent choices on how 
to spend their healthcare dollars. The 
growing prevalence of high-deductible 
health plans (HDHPs) is turning healthcare 
consumers into shoppers, incenting them 
to focus on the cost as well as the quality 
of the care they receive. HFMA notes that 
high-deductible policies “have the potential 
to move volume from high-cost to low-cost 
sites of service,” which would include 
outpatient facilities such as medical office 
buildings. At the same time, insurers are 
making “transparency tools” available 
to their members, encouraging them to 
become informed consumers of care. 
They are also using surveys and analytics 
from retailers and other consumer-facing 
sectors to tailor their programs  
and offerings.
 

CONSOLIDATION
Over the past year we have seen the 
beginning stages of major consolidation 
and change. Large health systems are 
merging together to enter new markets 
and/or increase market share in existing 
markets to grow scale and leverage. 
Smaller health systems are joining larger 
health systems that have capital and 
resources to achieve economies of scale. 
One major transaction that will transform 
how we receive care is the CVS-Aetna 
merger. The merger will provide a new 
model for the healthcare industry with CVS 
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information on costs, success rates and other factors 
to help them make intelligent choices on how to spend 
their healthcare dollars. 
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offering primary-care services and medical 
follow-ups directly from the drugstore. The 
merger is also a strategic move for CVS 
to stay competitive with Amazon, which is 
increasing its presence in the healthcare 
industry. Also, many health systems are 
partnering with CVS and Walgreens in 
their markets to provide primary care and 
urgent care clinics close to their patient’s 
homes. 2017 saw a 37% increase in 

physician-owned practices transactions 
compared with 2016. Many physician 
practice transactions are backed by private 
equity firms. Having access to capital for 
operational and technology needs allows 
practices to position themselves for  
future growth. 

TRANSFORMATIVE 
INNOVATION 
Change is coming from three directions: 
advances in technology, demand for 
improved outcomes at lower prices and 
venture capital spending, which surged 
in the past three years, averaging $12.7 
billion compared with an annual average 
of $9.1 billion in the previous 10 years. 
The growth in venture capital spending 
and technology is resulting in new and 
better treatment protocols for a wide range 
of conditions. Once-fatal diseases have 
become manageable, extending the lives of 
patients. However, cutting-edge treatments 
are often costly, working at cross purposes 
with the need to reduce costs.

HEALTH EXPENDITURES 
FORECAST
National health spending is projected  
to grow at an average rate of 5.5% per 
year from 2017 to 2026. This is a more 

rapid increase in spending compared 
with the 4.2% growth in the years after 
the recession (2008-2016) but more 
modest compared with the pre-recession 
growth of 7.3% (1990-2007). Projected 
health spending and enrollment is driven 
by economic and demographic factors. 
Changes in income growth, increases in 
prices for medical goods and services and 
the shift in enrollment from private health 
insurance to Medicare directly impact the 
national health expenditure. So does the 
nation’s aging and disabled population, 
which is directly responsible for growth 
in Medicare spending (7.4% per year) and 
Medicaid spending (5.8% per year).

IMPORTANCE OF REAL 
ESTATE AND THE SHIFT TO 
OUTPATIENT FACILITIES
One of the cost-cutting strategies most 
relevant to commercial real estate is the 
shift by providers from hospitals to more 
affordable outpatient facilities, including 
physician offices, emergency care clinics, 
diagnostic laboratories and surgical 
centers. As the delivery of services has 
migrated to outpatient facilities, the 
number of hospital beds in the U.S. has 
been declining on both an absolute and 
per capita basis for the past 34 years, 
from 4.36 beds per 1,000 U.S. residents 
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in 1980 to 2.47 beds in 2014, according 
to the most recent data available from the 
American Hospital Association.

INCREASING NEED FOR SPACE
Despite the heightened level of disruption 
and the pressing need to control costs, 
employment growth in the healthcare 
sector has scarcely missed a beat. 
Since 1990, healthcare employment has 
increased 95%, growing in 310 of the 
314 months during this time span, which 
included three recessions. This was almost 
three times faster than the increase in 
both total nonfarm employment and the 
total U.S. population. Of the three major 
categories of healthcare employment 

tracked by the U.S. Bureau of Labor 
Statistics (BLS), ambulatory healthcare 
services grew the fastest, increasing  
153%, while employment in nursing home 
and residential care facilities grew by 75%, 
and employment in hospitals expanded 
by 44%. Ambulatory care also was the 
fastest-growing segment over the past 12 
months, adding 197,000 jobs for a gain 
of 2.7%. Nursing home and residential 

care facilities gained 18,000 new jobs 
during this period, an increase of 0.5%, 
while hospital employment increased by 
70,000, up 2.7%. These numbers likely 
overstate the gain in hospital employment, 
because some in this group are located in 
outpatient facilities owned by hospitals, 
such as clinics and medical office 
buildings, but the BLS counts them as 
hospital employees if the outpatient facility 

One of the cost-cutting strategies most relevant to 
commercial real estate is the shift by providers from 
hospitals to more affordable outpatient facilities, 
including physician offices, emergency care clinics, 
diagnostic laboratories and surgical centers.
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uses the same billing code as  
the parent hospital. 

The rapid growth of employment in the 
healthcare sector will continue. In its latest 
occupational forecast, the BLS projects 
that the fastest growing occupations from 
2016 to 2026 will be healthcare and social 
assistance, adding almost 4 million jobs. 
This sector counts for 15% of all jobs in 
the services industries.

AGING POPULATION
The aging of the U.S. population is the 
primary driver of demand for healthcare 
products and services, which generates 
rapid employment growth and occupier 
demand for healthcare real estate. Seniors 
aged 65-plus averaged 6.6 annual doctor 
visits in 2015, according to the most 
recent data available from the Centers for 
Disease Control and Prevention (CDC), 
compared with the overall average of 
3.2 visits. Seniors aged 65 and older 
comprised 15.6% of the population in 2017 
but will account for 21.1% by 2022, with 
the absolute number increasing from 51.1 
million to 68.6 million.

DEMOGRAPHICS IS DENSITY
The 65-plus age group is growing 
everywhere, but it is more heavily 
concentrated in some areas than in others, 
as the adjacent maps illustrate. The first 
map shows the 65-plus population in 
2017 with the nation’s 917 core-based 
statistical areas (CBSAs) divided into 
quintiles, while the second map shows 
the 65-plus population in 2022 using the 
same breaking points as in 2016. Six of 10 
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areas with the largest shares of 65-plus 
residents in 2022 will be in Florida, led by 
The Villages, a large retirement community 
where 48.4% of residents will be 65 and 
older. At the other end of the spectrum, 
Provo-Orem, Utah, will have the smallest 
share of 65-plus residents at just 7.8%. 
Considering areas with populations of at 
least 1 million in 2022, Pittsburgh will  
have the largest share of 65-plus residents 
at 22.2%, followed by Tampa, Buffalo, 
Tucson and Cleveland. Salt Lake City 
will have the smallest share of 65-plus 
residents among large areas at 11.46%, 
followed by Austin, Houston, Dallas and 
Raleigh. All of the 917 CBSAs will have 
more 65-plus residents in 2022 than in 
2017. The CBSAs with the largest increase 
of 65-plus residents from 2017 to 2022 is 

Williston, ND, followed by Summit Park, UT, 
and the Villages, FL. Of the 1 million-plus 
CBSAs, Austin has the largest percentage 
increase in 65-plus residents from 2017 to 
2022 at 32%, followed by Raleigh, Houston, 
Denver and Nashville. 

MEDICAL OFFICE  
LEASING MARKET
Vacancy: After peaking at 10.2% in 2009, 
vacancy retreated at a rate of 0.34% each 
year, with the largest drop occurring in 
2016. Vacancy hit an all-time low for the 
period shown at 7.5% in 2017. The initial 
indication from 2018 is some retraction 
in vacancy moving more in line with the 
vacancy rate of 2016.  

Absorption: Occupiers absorbed 14.4 
million square feet of medical office 
space in 2017, well under the absorption 
of 24 million square feet in 2016, which 
was the highest since 2008. 2017 was off 
the average absorption pace since 2008, 
which has averaged 15.5 million square 
feet per year and was the lowest period 
of absorption since 2014. We can expect 
a continued steady rate of absorption 
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for 15% of all jobs in the 
services industries.
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in 2018, with absorption more in line 
with what we have seen in 2017 and the 
average since 2008.  
 

Construction: Both completions and 
space under construction have crept up 
slowly since the recession, but they are 
nowhere near the pre-recession peak. 
After topping out at 26 million square feet 
just before the recession, the volume of 
medical office space under construction 
plummeted to a low of 10.1 million square 
feet in 2010. Construction rebounded to 
15.4 million square feet at year-end 2016. 
However, 2017 saw total square feet being 
constructed drop to 12.9 million square 
feet, the lowest point since 2010. With the 
increasing cost of construction materials 
and labor, 2018 will see lower levels of 
construction more in line with 2017.

Rental Rates: The average asking rent 
in 2017 ended at $21.74/SF gross, an 
increase of 2.21% from the prior year. 
Rent growth has grown at an average of 
1.26% each year since hitting a low of 
$20.53/SF in 2012 for the period shown. 
Driven mainly by the competition of prime 
properties and new properties demanding 

a premium, rent growth is expected  
to continue in 2018, despite a decrease  
in development and a slight uptick  
in vacancy.  

MEDICAL OFFICE  
INVESTMENT MARKET
Sales Volume: During 2017, medical office 
properties valued at $13.3 billion changed 
ownership, well above the $10.8 billion 
in 2016. 2017 saw some large portfolio 

With the increasing cost of construction materials and 
labor, 2018 will see lower levels of construction more  
in line with 2017.   
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transactions with the Duke Medical Office 
portfolio setting the bar. Duke Realty sold 
approximately 65 properties to Health Care 
Trust of America for an estimated $2.5 
billion and an estimated cap rate in the 
upper 4% range. The Duke Realty portfolio 
made up approximately 19% of total sales 
volume in 2017.

Pricing: Pricing hit an all-time high in 
2017 for the time shown, with an average 
price of $295/SF, an increase of 16% over 
2016’s average price of $255/SF. Over the 
past 5 years, medical office assets have 
grown an average of 7% each year, with an 
overall increase of 55% since the lowest 
point for the time period shown in 2009. 
Cap rates hit an all-time low for the time 
period shown at 6.66%, finishing below 

2016 cap rates of 6.74%. Cap rates have 
compressed at a rate of 22 basis points 
per year over the past five years. Given the 
increasing 10-year treasury rates in the 
beginning months of 2018, the days of cap 
rate growth are likely over. Rate retreat will 
be gradual, with capital still aggressive 
on strong credit deals where lucrative 
financing is still available.

Investor Profile: Private investors were the 
largest sellers of medical office assets in 
2017, accounting for 47% of dispositions 

and 35% of purchases by dollar volume. 
Users/others, including healthcare systems 
and other providers, accounted for 12% of 
dispositions and 9% of acquisitions. 2018 
has seen a number of hospitals purchasing 
back buildings, and it is possible that 
we may see this trend continue if rental 
rates continue to increase along with 
construction costs. Publicly traded REITs 
were the largest buyers of medical office 
assets in 2017, accounting for acquisitions 
of $4.8 billion, or 36% of all acquisitions.

MOB PRICING METRICS
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CONCLUSIONS
While consumers waited for changes in 
2017, healthcare started reforming itself, 
and we saw significantly more change 
than anticipated. With mega consolidation 
and M&A announcements, it’s clear that 
lowering the cost of healthcare is being 
driven by its own industry. Throughout 
the past year, there were many attempts 
to repeal the Affordable Care Act (ACA) 
and while a comprehensive repeal was not 
achieved, certain legislative changes in the 
last year have chipped away at the ACA.

Some of the trends and disruptors that 
emerged in 2017 were:

M&A and Consolidation
Telemedicine
Technology
Minute Clinics
Micro Hospitals

We expect to see these trends develop in 
2018 and we anticipate there will be signs 
of cost reduction, better patient outcomes 
and improved consumer access to care.

Emerging Trends in Healthcare 

TELEMEDICINE 
In 2018, the number of US health facilities offering telehealth will be almost twice 
what it was in 2016. Telemedicine is also set to attract 7 million patient users this 
year and by 2020, the market is predicted to grow by 14.3% with a total market value 
of $36.2 billion. An overwhelming majority (90%) of healthcare executives said their 
organizations have implemented or are developing a telemedicine program and, from 
the patient perspective, 64% of Americans reported they would attend an appointment 
via video telehealth. Even the federal government is pushing for telehealth initiatives. 
Nine different bills were introduced to the House or the Senate in 2017 that took  
on telehealth reimbursement in some form or another. The country’s largest 
healthcare provider—the Department of Veterans Affairs—is preparing to overhaul 
its approach to telemedicine in order to override state restrictions and expand new 
telehealth initiatives.

DISRUPTIVE TECHNOLOGY
Technology in healthcare continues to evolve, driven by the movement towards 
a value-based model and a need for more efficient delivery of healthcare. Tech 
companies have been ramping up their efforts to step into this market in recent 
years. In 2017, the New York Times reported that “10 of the largest tech companies 
in the United States were involved in healthcare equity deals worth $2.7 billion, up 
from $277 million for 2012.” Companies like Google and Apple continue to bolster 
their presence in the healthcare arena with health tracking devices and increasingly 
integrated applications. Apple recently launched a pilot program to integrate patient 
medical records into its Health app, with the goal of providing consumers with greater 
accessibility to their medical data.

MINUTE CLINICS
With the announcement of the merger between Aetna and CVS, they plan to open a 
small clinic in nearly all 10,000 of the CVS pharmacies nationwide. The average size 
of the clinic would be 500 square feet. Mark Bertolini, CEO of Aetna, said the insurer’s 
$69 billion merger with CVS Health will succeed by keeping Americans healthier 
where they live. CVS Health comprises 10,000-plus clinics and pharmacies across 
the U.S., which Bertolini said will act as “10,000 new front doors to the healthcare 
system.” Bertolini added that these spaces could become local options for preventive 
care, such as filling prescriptions and treatment, which may sway Americans from 
entering the healthcare system until they are in need of extensive care.

MICRO HOSPITALS
Micro hospitals are emerging in some suburban and urban markets as a backup to 
community facilities. Also called neighborhood hospitals, they are being developed in 
regions where there is not enough demand for full-sized hospitals. The facilities range 
from 15,000 to 60,000 square feet, substantially smaller than community hospitals, 
and they offer as few as eight beds. These facilities can provide lower-cost care for 
patients compared with traditional community hospitals. 

NEWMARK KNIGHT FRANK - GLOBAL HEALTHCARE SERVICES
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