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What is real estate?
For institutional investment purposes, real estate usually refers
to the commercial sectors of office, retail, industrial (including
logistics) and the leased (rather than owner occupied)
residential sector. Increasingly, real estate investment also
refers to debt secured against property assets and other niche
sectors such as student accommodation, hotels or healthcare.
The types of real estate that make up the investable market
vary, often dramatically, between countries, as do their
financial characteristics. That said, in most countries, both
developed and increasingly emerging markets, institutions
are active investors in the three main property sectors.
Institutional investment in the residential sector is less
common, but where possible, it serves as an important
sector. For example, in the UK, institutional investment in the
residential sector is very low but in the Netherlands, the US
and Switzerland, it is relatively high.
Owning real estate not only buys the physical asset and the
rights which have been granted to the land on which that
asset is developed, but also the rights to the future income
stream from that land and/or building. As an investor, the
right to these income streams is governed by a lease with
a tenant. The lease provides for the tenant to occupy, use,
and possess the space for the length of the lease. The
owner continues to own the property, and at the end of
the lease term the use and possession reverts back to the
owner. A variation to this exists in countries where property
investors themselves buy a long-term lease to land from the
government or other owner, so-called leasehold or ground
lease properties. These exist in the UK, but are less common
in Europe and the US and more common in parts of Asia,
particularly China.
The value of an asset reflects a number of key factors:

Looking at these factors, real estate can offer a range of
investment characteristics with varying risk levels. The lower
end of the risk spectrum includes investing in properties in the
best locations with long leases in place from tenants with low
probabilities of defaulting on their rental obligations. These
investments are referred to as core strategies.
Risk is reduced when a building is already operational and
generating income. Loans made to high quality borrowers
which are secured against properties with stable cash flows
can also be classified as core investments. Riskier investments
that aim to improve either the physical environment or the
security of the income profile of existing properties are
commonly referred to as value added and opportunistic
strategies. These strategies often have higher vacancy rates,
shorter lease lengths, and less secure tenant covenants than
core properties.
The riskiest strategies include speculative real estate
developments, which deliver vacant properties to the
market; purchasing property assets from distressed sellers;
and purchasing debt secured against real estate assets from
distressed lenders. Development risk is reduced by signing up
a tenant before commencement or during construction of the
project. The range of investment styles available means real
estate income streams may be derived in many ways, offering
investors a wide spectrum of risk and return trade-offs.

Gaining exposure to real estate
There are four key ways to gain exposure to real estate as
detailed below.
Private and public equity real estate
• The private equity market via direct investment, unlisted funds
or a fund-of-funds vehicle

• Current and expected income growth
• The risk of the current and future income profile
• Duration of the income
• Liquidity risk
• Management costs
Real estate valuers, or appraisers, typically reflect these factors
in a yield, or capitalization rate (cap rate), which is used to
calculate the current and expected income streams. In the UK,
real estate valuers are usually members of the Royal Institution
of Chartered Surveyors (RICS). In the US, an external appraisal
is performed by a Member of the Appraisal Institute (MAI).
Other countries also have similarly qualified professionals to
undertake valuations.
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• The public equity market via indirect investment through real
estate company shares or real estate investment trusts (REITs)
It is important to note some major distinctions between the
private and public equity routes: price and valuation. Publiclytraded real estate company shares and REITs can be traded
instantly on a stock exchange. While the underlying assets are
properties, the shares do not typically trade at prices which
equal the sum of the individual properties’ prices, net of
liabilities (e.g. debt), otherwise known as net asset value (NAV).
Share prices can reflect a discount or premium to NAV since
investors are not only buying exposure to the underlying
properties, but also the management team’s abilities and
strategy. Moreover, they will independently assess the value of
the properties owned by the company. In contrast, the private
market operates based on the valuations system.
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Valuations are estimates of the price at which a property
might trade and can be above or below the realized sales
price. In real estate markets, the limited transactional
information available on pricing has led to the construction
of indices based on regular valuations of a sample of
properties. The price of units in unlisted funds is based on
these valuations and trading takes place at NAV often with a
bid/offer spread to reflect the cost of acquiring and disposing
of the underlying assets.

liquidity, though not all investors may be eligible to invest in
them or find them tax efficient, especially cross-border ones.
Nonetheless, they enable an investor to access unitized real
estate vehicles which come in many shapes, sizes, and risk
profiles. This way, investors can choose a single fund with
balanced exposure which would tend to track a broad market
index (beta strategies), or can concentrate their allocation
in specific funds that invest in particular sectors, markets or
styles (alpha strategies).

Accessing real estate markets via either the private or public
equity routes brings its own advantages and disadvantages
(see Figure 6.1). Direct investment provides investors with
control and undiluted income, in that no fees are paid to a
third-party manager. However, as the funds involved in buying
individual assets are often large, the formation of a diversified
portfolio requires a substantial allocation and significant
management time. This route is generally limited to the largest
investors. Even then, most have to award mandates for certain
strategies because of the challenge and cost in replicating
local expertise across the globe. In contrast, gaining exposure
to the asset class via the public equity route can be a low cost
alternative to acquire diversified exposure and access expert
management without the significant funds needed for a direct
portfolio. Investors in public equity also benefit from higher
levels of liquidity over the private market route.

Liquidity is provided through redemptions, often after an
initial lock-up period. Investors in these funds will typically
seek redemption when the market is deteriorating or expected
to do so in the near term. The redemption price is based on
the latest valuations of the properties in the fund. In contrast,
closed-ended funds raise capital from investors, close and
then purchase properties.

The downside is that in the short-to-medium term, shares in
real estate companies exhibit volatility similar to the wider
stock market, rather than the underlying property assets. The
price of liquidity is higher levels of volatility. However, over the
long-term, real estate shares can deliver a similar return profile
to holding direct real estate, after accounting for pricing issues
and leverage.
Between direct investment and the public markets lies the
unlisted funds route. Unlisted funds may be closed-ended
or open-ended. They offer a balance between volatility and

Closed-ended funds typically have a limited life, are more
prevalent in the private equity industry and typically exhibit
higher risks than open-ended funds. After the initial capital
raising process, additional funds are typically not raised from
new or existing investors, and liquidity is not available in the
form of redemptions. In some markets, there is an active
secondary market for investors to trade their units in both
open and closed-ended funds. These secondary markets are
useful in providing information on pricing of the underlying
property assets.
In general, the investment strategy of an unlisted fund can
also be classified as core, value-added or opportunistic,
depending on the characteristics of the fund and its
underlying properties. While these styles have been defined
by various industry associations, such as the European
Association for Investors in Non-Listed Real Estate Vehicles
(INREV) in Europe or The National Council of Real Estate
Investment Fiduciaries (NCREIF) in the US, there is no single
global classification of these funds.

Figure 6.1 Gaining exposure to real estate
Example – investing GBP 250 million
Private

Public
Listed

Unlisted Funds
Route

Direct

Single Fund

Manager / Fund-of-Funds

Securities

Number of properties

1 to 50

10 to 500

100 to 5,000

30,000+

Trade-offs
High

Income – Control – Specific risk – Management time – Cost
Liquidity – Divisibility – Diversification – Leverage – Volatility

High

Source: UBS Asset Management, Global Real Estate Research and Strategy
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Broadly, styles relate to the classification of fund risk. There
are effectively three layers to a fund’s risk profile: the risk
related to the individual assets (specific risk); the geographical
and sector diversification within the fund (market risk), and
the level of leverage used in the fund, defined as debt as a
percentage of gross asset value.
Taken together, these layers combine to determine a fund’s
style, so not all funds with zero leverage can be considered
core. For instance, a GBP 2 billion fund investing in stable
assets across retail, office, and industrial sectors, in a mix of
core European countries with no leverage would be widely
considered a core fund. At the other end of the risk spectrum,
a fund developing office properties in emerging markets,
with leverage of 75% would commonly be viewed as an
opportunistic fund. In the middle are value-added funds
which may take leasing, vacancy and refurbishment risks, but
typically would not undertake ground-up development — or
at least would seek to limit such exposure.
The private equity route also includes investing via a fund
of funds vehicle, or multi-manager platform. Here, rather
than investing directly or indirectly through a single unlisted
fund, a portfolio of unlisted funds is selected by a manager
and actively (re-)positioned. This removes the risk of being
exposed to a single fund and/or manager, but typically adds
a layer of fees in recognition of the manager’s ability and
direct time costs to select and carry out due diligence on
funds which are assessed to offer good risk-adjusted returns
for a particular strategy. The additional fee may also be
warranted by the additional diversification and risk reduction
produced by the strategy.
As the fund of funds approach has grown, individual unlisted
funds have derived a higher proportion of their investors from
these vehicles. This route may be appropriate for investors
without the necessary in-house expertise or those investors
that are heavily invested in their domestic market but with
limited global exposure.

Private and public debt real estate
There are two routes to gain real estate debt exposure:
Through the private debt market by providing loans to finance
the purchase of real estate assets
Through the public debt market by investing in bonds that are
secured against real estate assets
There are important differences between gaining exposure
to real estate via the equity or debt routes. Equity exposure
entitles investors to a share of the residual cashflow received
from the tenant under the terms of the lease after all other
claims are paid, such as operating expenses and debt servicing
obligations. This income is either paid directly or via a
distribution to shareholders or unit-holders. These cashflows
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tend to fluctuate with macro and credit conditions and
investors receive their equity back when the property assets
are sold or the unlisted fund units are redeemed or sold in
secondary trading.
In contrast, debt exposure involves making loans to leveraged
investors that use the credit to purchase properties or engage
in capital works, including development. Investors in debt
funds are entitled to the interest and principal payments
paid by the borrower under the terms of the debt contract.
Typically, investors receive their principal back when the loan
matures although, increasingly, it is common practice to
amortise the principal over the life of the loan.
Debt strategies include senior debt loans, riskier mezzanine
financing or subordinate debt. In the event that the borrower
breaches their debt obligations, senior debt investors have first
priority in recouping their principal by selling the underlying
real estate assets, followed by mezzanine or subordinate
lenders and then equity investors.
Senior debt positions are considered the most secure debt
strategy in the capital stack. Generally, the return for investors in
debt strategies is less influenced by cyclical swings in property
valuations, except where a downturn forces lenders to hold
more capital against potential losses on the loan or the borrower
defaults on their loan obligations. With a conventional senior
loan, the investor does not participate in any capital growth in
the property asset. Mezzanine loans, on the other hand, can be
structured so that investors participate in any upside should the
rental income of the underlying assets grow or the capital values
increase. The risk-adjusted returns on this type of instrument will,
therefore, change with the conditions in the property market.
The commercial mortgage-backed securities (CMBS) market
is the most common route for investors to gain exposure to
public real estate debt. A CMBS is a type of fixed-income
security that is collateralized by private real estate loans.
CMBS instruments are created when a bank takes a group of
loans on its balance sheet, bundles them together, and sells it
in a securitized form as a series of bonds. As is the case with
private real estate loans, CMBS investors bear the ultimate
risk of delinquency, default or forbearance. If the underlying
borrowers fail to make their principal and interest payments,
CMBS investors can experience a loss.
US CMBS issuance spiked in the 2005-07 period with strong
demand from both investors and real estate borrowers driving
the market. Although new issuance is below its peak levels, the
market remains an important source of real estate financing. Low
returns on alternative assets and the large inventory of maturing
real estate loans have helped to kick start the US CMBS market.
Across Europe and Asia, the CMBS market has played a
much smaller role in commercial real estate financing, with
borrowers relying more heavily on the banking sector.
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Outcome-oriented funds
Outcome-oriented funds are relatively new to real estate
investment, but are growing in popularity as institutional
investors, such as pension funds, focus on long-term liability
matching. These funds typically target inflation, for example,
plus x% or government bond yield plus y%. Whereas typical
real estate benchmarks are market based, similar to those
for equity markets, these types of funds rely upon extracting
specific elements of value from the various components
(capital return and income return) which contribute to an
asset’s total return.

Real estate derivatives
Derivatives are long established and widely used in the
equities and fixed income markets, but their use for real estate
is still limited. The UK has the most established market, usually
in the form of a total return swap or derivative contracts
written against real estate indices published by IPD. Derivatives
can be used tactically to move portfolios towards favored
sectors or away from those expected to underperform, with
reduced performance drag from the trading costs incurred in
the direct market. They can also help to address overweight
exposures to sectors, negating the need to sell assets that an
investor may wish to retain for the long-term. Hedging can
be used to mitigate the impact of falling market values by
selling a derivative on an index when it is expected to fall.
The UK derivatives market saw a sharp pick-up in trading
in the 2006-2008 period, but volumes have dropped
significantly as investors have become cautious over pricing,
volatility, and counterparty risk.

This weakness is gradually being addressed through the
introduction of repeat sales indices, predominantly by data
provider Real Capital Analytics (RCA). These use repeat-sales
regression methodology based on a database of commercial
property sales transactions. Introduced in the US in 2007
and more recently in the UK, these indices exist for a limited
number of markets and sectors but are becoming more viable
as a de-smoothed estimate of price trends.
Diversification
Figure 6.2 shows historical correlations amongst the asset
classes of unlisted property, equities, real estate equities, and
government bonds. With correlations below one, the addition
of property to a portfolio of equities and bonds can lower an
investor's portfolio volatility and boost risk-adjusted returns. The
level of diversification available depends upon the route used
to gain exposure. As highlighted, real estate equities are more
correlated with the performance of the wider stock market than
the private real estate exposure and therefore offer lower levels
of diversification (at least over short investment horizons). When
the effects of smoothing and gearing are accounted over longterm investment horizons, real estate equities have characteristics
that are more closely aligned to the unlisted market.

Figure 6.2 Correlations between asset classes, (2001-2015, local
currency, total returns)

Global equities
Global bonds

Key benefits and challenges of investing
in real estate

Global listed real estate
Global direct real estate

Benefits of investing in real estate
In general, in order to assess the merits of investing in real
estate, it is necessary to conduct analysis using published
indices. This brings with it various issues related to the way in
which these indices are constructed from regular valuations
rather than actual prices — this is known as ‘valuation
smoothing’. The effect of smoothing makes the statistics more
favorable to real estate, by dampening volatility, reducing
correlations between sectors and markets, and lowering
correlations with other asset classes. Smoothing tends to
reduce the reported volatility of real estate below the actual
level of risk incurred by investors selling into a weak market or
purchasing in a strong market. While these biases are present,
those researchers that have used adjusted data to account for
the smoothing find that the resulting allocation to real estate,
although diminished, is still not trivial. Using de-smoothed
performance data shows that the same benefits from holding
real estate in a multi-asset portfolio remain, although the
extent of these benefits is lessened.

Global
equities

Global
bonds

Global listed
real estate

Global
direct
real estate

1.0

-0.8

0.8

0.3

1.0

-0.4

-0.2

1.0

0.3
1.0

Source: Thomson Reuters Thomson Reuters Datastream, IPD, UBS Asset Management,
Global Real Estate Research and Strategy. Correlation: Statistical measure of the linear
relationship between two series of figures (e.g. performance of a security and the
overall market). A positive correlation means that as one variable increases, the other
also increases. A negative correlation means that as one variable increases, the other
decreases. By definition, the scale of correlation ranges from +1 (perfectly positive) to
-1 (perfectly negative). A correlation of 0 indicates that there is no linear relationship
between the two variables. Please note that past performance is not a guide to the future.

High and stable income return — capital return linked to
economic growth and structural shifts
A particular feature of real estate is the high proportion of
total return which is derived from the contractual rents paid
by tenants; e.g. the income return. Over the long-term, it is
expected that core real estate will deliver the majority of its
total return (70%-80%) from income with the remainder
from capital growth (Figure 6.3 overleaf ). The relatively
stable income return associated with core investment is
particularly attractive in a low interest rate environment
where yields on other asset classes remain depressed relative
to historical averages.
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Figure 6.3 Proportion of total real estate return expected from
income in the long-term

Australia

Eurozone

UK

US
0%

20%
40%
60%
80%
Percentage of total return from income return

100%

Source: UBS Asset Management, Global Real Estate Research and Strategy.
Chart is for illustrative purposes only and refers to long-term equilibrium assumptions
for core, unlevered real estate. As at end December 2015. Please note that past
performance is not a guide to the future.

Upward pressure on rents typically occur during the cyclical
upswings of the economy as corporates expand capacity by
hiring more labour and leasing additional space. This feeds
directly to offices and indirectly, via wages and travel, to retail
and tourism, and via trade, e-commerce, and manufacturing
to industrial/logistics. In theory, the link between output and
investment demand implies a relatively high correlation between
economic growth and capital returns as shown in Figure 6.4.
Yet, how much an improving business cycle affects demand for
space and property investment depends on a number of factors
including the time horizon of the investors involved.

Figure 6.4 Real estate capital returns and GDP growth
(1999-2015, % p.a., local currency)
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Source: IPD, Oxford Economics. Please note that past performance is no guarantee
of future returns.

Relatively low volatility
Looking at the published private real estate indices, such as
those created by IPD and the NCREIF, the volatility of real
estate appears low compared to other asset classes. Using
historic estimates of the sector’s volatility can result in large
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allocations to the asset class due to the issue of smoothing
discussed previously. These theoretical allocations should
be viewed with caution. To compensate, estimates of real
estate’s volatility are adjusted upwards in an asset liability
model (ALM) framework. Depending on the assumption
used for liabilities, the resulting hypothetical allocation falls
but remains significant, with a typical range of 10% to 20%.

Challenges of investing in real estate
The liquidity of the asset class is the main concern for those
investing in real estate. This is defined as the ability to turn
a property asset into cash or convert cash into the asset.
Real estate suffers from two sources of illiquidity. The first
relates to the mismatch between pricing and valuations,
and the second is derived from the delays inherent in the
purchase and sales process.
In a market which relies upon valuations as proxies for
pricing, liquidity is likely to be impaired during periods where
valuations and prices differ substantially from one another.
This is evident in sharp downturns, where valuations tend
to lag pricing as there is limited transactional evidence upon
which valuers can make appropriate assessments of pricing.
This is often amplified because investors may be reluctant to
sell at prices that differ significantly from recent valuations.
In markets where prices and valuations are similar, trading often
takes place over a reasonable time frame. In periods of market
stress or dysfunction, it will often take longer for investors to buy
or sell assets or to enter or exit unlisted funds. The sector’s limited
liquidity is most often mentioned during periods of credit stress
when investors are looking to reduce their exposure. However,
as compensation, a liquidity premium is expected to be earned for
funds being locked-up. In theory, this means that real estate should
deliver a higher return than cash, if only because of the inability
to convert property assets instantaneously into cash, and vice
versa. As mentioned above, listed REITs or shares in real estate
companies can offer higher levels of liquidity, but at the expense
of greater volatility and a higher correlation to the wider stock market.

Global real estate investment
Across most real estate markets, the conventional practice
for investors has been: a) to invest in their domestic market;
and then b) consider cross border opportunities. Real estate
investment has not been exclusively domestic, but there has
been a strong home bias for the majority of investors. Real
estate markets differ across the globe and are subject to
different risks and local practices. With investor expertise
typically focused on domestic markets, this forms a deterrent
to those wishing to invest beyond their domestic markets,
above and beyond the very real concerns around currency risk,
transparency, and tax issues.
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The starting point for investment in real estate outside the home
market has typically been to demand a risk premium over the
returns on offer at home, whether or not this is appropriate.
Typically, the requirement of higher returns have driven investors
to accept risks that they may not choose to take on locally.
These risks were often magnified by the additional layer of
volatility introduced through relatively high leverage, not to
mention currency and other market-specific risks.
This approach is changing with global real estate investment
becoming more accessible, increasingly transparent, and
better understood in a multi-asset context. In particular, the
ability to select funds across the globe where the managers
are specialists in their local markets has offset the asymmetry
of information between domestic and non-domestic investors.
Investors can now access real estate globally, with broadly the
same risk profiles as they adopt locally. Nonetheless, it is not
straightforward to implement a global strategy and a great
deal of due diligence is required to make the correct decisions
along the way.

Diversification
Beyond widening the opportunity set, global investment can
provide powerful diversification benefits. This is shown in
Figures 6.5 and 6.6 where the correlation between the key
markets is relatively low. In contrast, the correlation between
sectors within a single country is relatively high. This implies
that the diversification benefits within a single market are
limited compared to cross country exposure. For example,
over the past 15 years the correlation between the UK and
US market has been 0.61, whereas the correlation between
sectors within these markets has ranged from 0.82—0.97.
Although it is possible that the relatively low levels of interregional correlations are flattered by the use of domestic
valuation indices, the correlations remain relatively low even
after using adjusted data, suggesting that global exposure
can reduce an investor's portfolio volatility and boost riskadjusted returns.

Figure 6.5 Real estate returns by region, 1999-2015*,
(% p.a, local currency)
20

Benefits of global real estate investment
Global real estate investment opens up a set of opportunities
at four key levels.

15
10

Broadening the investment horizon for real estate can open
up a wide set of opportunities, including access to different
sectors. For example, the residential sector is available in a
number of markets via institutional grade vehicles and can
form a significant part of a country’s institutional stock. Other
sector opportunities include hotels, retirement homes, medical
offices, leisure facilities or student accommodation. Styles of
investment can also differ across the globe; e.g. developed
market investors can be attracted to the higher growth rates
available in emerging markets and are willing to accept the
accompanying volatility. Increasingly, these investors are
complementing their core investments in developed markets
with higher growth strategies in emerging markets to boost
overall performance.

(% p.a.)
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Wider opportunity set
For smaller markets, by definition, the domestic real estate
stock available to investors is limited. This can result in a
strong underpinning of demand by local investors supporting
elevated valuations which can often put the market at risk
of overvaluation. For such investors, by investing beyond the
domestic market, the size of the investable market can be
increased considerably. For example, in 2015, the size of the UK
investable market was estimated at around USD 1.6 trillion,
whereas the estimated size of core real estate stock in developed
markets is in excess of USD 13.7 trillion in developed markets
and USD 27 trillion in emerging markets, owner-occupied
property, and non-core strategies are included. Non-domestic
opportunities with similar risk and return profiles as domestic
investments can usually be found elsewhere across the globe.
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Figure 6.6 Correlations between key real estate markets,
1999-2014* (local currency)
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Figure 6.7 Range of real estate returns at the country/sector levels,
(1999-2015, % p.a., local currency)
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Figure 6.8 Real estate returns and inflation,
(2000-2015, % p.a., local currency)
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Greater opportunities to enhance returns
For investors seeking to enhance returns beyond those
available in a single market, there is a wide range of
possibilities when returns are reviewed in a global context.
Figure 6.7 shows the historical range of returns from a set of
25 markets across the three main sectors (office, retail and
industrial). The range between top and bottom performers
was close to 60 percentage points in 2008 before narrowing
in the subsequent years as credit markets and global growth
stabilized. It widened in 2014 as some markets — notably
Ireland — experienced a sudden jump in capital values. Even
over the past 15 years, the range has averaged just over 30
percentage points which provides opportunities for investors
to implement active strategies. However, the limited liquidity
of the asset class means it is not always possible to tactically
switch between countries and sectors as quickly as desired. In
such cases, the use of derivatives or a fund of fund approach
may assist some investors.
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Real estate performance can be negatively correlated with
rising inflation, particularly where higher inflation is driven by
higher costs such as rising commodity prices. In the absence
of increased sales, higher costs tend to reduce profit margins
thereby limiting the ability of occupiers to pay higher rents.
For example, global real estate returns turned negative in
many markets during the financial crisis; however, headline
inflation rates continued to rise due to increasing oil prices.
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Source: IPD, NCREIF, UBS Asset Management, Global Real Estate Research and Strategy. Please note that past performance is no guarantee of future returns

Inflation protection characteristics
For investors seeking protection from inflation, real estate
has delivered strong historical real returns over medium
to longer-term holding periods as shown as Figure 6.8.
In part, the strong performance is due to the relatively
high and stable income returns generated from core
investments.
Over shorter investment horizons, real estate’s inflation
protection characteristics are mixed. Low and negative
correlations between real estate performance and inflation
suggest the asset class only provides a partial hedge against
inflation, where a ‘hedge’ is defined as moving at the same
time and in the same direction as inflation, rather than just
keeping pace with it over long periods. And that correlation
can change over time, as other factors drive real estate, e.g.
supply, which are not influenced by inflation.
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Overall, while the academic literature in this area is
inconclusive, income and valuations do not generally adjust
quickly enough to protect investors against unexpected
shocks to inflation, at least in the short run. Nonetheless, as
returns have outstripped inflation on an ex-post basis – in
other words, based on actual results rather than forecasts –
real estate is generally accepted to provide some protection
against inflationary pressures. Using data from IPD, the retail
sector has provided the strongest real income growth over
the past 30 years, suggesting it offers more protection against
inflationary pressures than the office and industrial sectors.

Risks of global real estate investment
As with any investment, there are risks as well as opportunities
in going global. These are listed below, as are some partial
mitigation strategies.
Currency risk
This relates to all asset classes when investment is made
non-domestically, outside a currency zone, or outside a fixed
exchange rate regime. Achieving a pure real estate return
is more complicated when capital raised in one currency is
invested in markets denominated in another.
There are numerous mitigation strategies. Borrowing in local
currency is a partial hedge, while long-term direct investors
have flexibility in their exit timing. Formal hedging is also
feasible, and is most likely for a fund-of-funds approach or in
a private equity regional or global fund.
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In real estate, the tendency to hedge appears greater than for
equities, but less than for bonds. This relates to the proportion
of total risk that is attributable to currency risk, which for real
estate is relatively high given its longer holding period and
limited liquidity.
Any international investment must consider currency risk,
and the cost of managing that risk, explicitly. High expected
returns in the foreign market may be eroded by adverse
exchange rate movements. The cost of hedging this currency
risk drives a wedge between the gross and net return to the
investors over and above the transaction fees, management
fees, and taxes.
Tax
It is important to look at returns delivered net of tax when
thinking about allocating globally to real estate. Some
countries will have less onerous taxation than others, while
others employ punitive taxes directed at foreign investors. So,
while overall tax leakage of some kind will be experienced, the
selection of particular styles of investment (income vs. capital
growth), sectors, or countries may help to lessen any potential
leakages. In addition, investment vehicle structuring can be
used to mitigate tax leakage, though this should be done with
the appropriate detailed tax advice.

To some extent, these challenges are being overcome by
the growth and development of the asset class. Gradual
improvement is being driven by MSCI Real Estate (previously
IPD), its partners and alliances with other national benchmark
providers, and by NCREIF in the US. The IPD Global Annual
Property Index measures the combined performance of real
estate in the 25 most mature markets world-wide. Fundlevel benchmarking (performance after management fees,
running costs and leverage) is also more common, e.g.
MSCI's Pan-European Property Funds Index (pEPFI) which
tracks the performance of pan-European open-ended funds.
At the global level, two fund indices have been developed
independently. One by the Asian Association for Investors in
Non-listed Real Estate Vehicles (ANREV), INREV and NCREIF
(the Global Real Estate Fund Index, GREFI). The other by MSCI
— the IPD Global Quarterly Property Fund Index.
Despite the infancy of these regional and global benchmarks,
investors need to measure performance in some manner. It is
important to pick a benchmark suitable for the investor's risk
tolerance and investment goals. Some other commonly used
indicators for benchmarking include cash-on-cash returns
and internal rates of return. These returns are typically
benchmarked against cash returns plus inflation or against
a risk-free rate. Investors have also adopted absolute return
targets for unlisted real estate funds.

Valuation and appraisal
Valuation and appraisal processes vary significantly across
the globe and can have a major impact on the accuracy
of a fund’s published NAV. While the goal of appraisers
across the globe may be similar, some major differences
exist depending upon the valuation regime, especially in
domestically-dominated markets with few transactions.
It is important to understand how different valuation
practices can impact performance and liquidity. Notably
international standard valuations are increasingly available
in many jurisdictions. Those carried out in accord with
Royal Institute of Chartered Surveyors (RICS) standards are
dubbed 'Red Book Valuations'.
Benchmarking performance
Benchmarking performance in some markets has a long
history (particularly in the US, UK, and Australia), but there
are still issues with regional and global real estate indices.
Most of the benchmark indices rely on valuations to estimate
capital growth. However, differences in valuation procedures
may mean that indices are not comparable across countries.
Furthermore, there are compatibility problems that relate to
differences in terminology, ownership, lease contract terms,
and taxation. Such differences need to be accounted for in
order to make a direct comparison of returns meaningful.
Even in those markets where there is a long history of
benchmarking, underlying fund performance can diverge
significantly from the benchmark because of the lumpiness
or specific risk associated with individual assets. This tracking
error can be an additional risk factor for investors.
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The UK and
continental European
real estate markets
Market performance
Although the European economy continues to face significant
headwinds, these are predominantly from external forces
and a tentative recovery in the domestic economy actually
drove economic growth above expectation in 2015.
Encouragingly the labour market in most European markets
is starting to show signs of recovery, with annual full time
EU employment expected to rise by 1.1% in 2015. Although
overall unemployment generally remains quite high, in
undersupplied sectors of the workforce a tightening of
the labour market is starting to place upward pressure on
wages. This, combined with an inflation rate of around 0%
is translating directly into rising disposable income, which
consumers are feeding back into the economy in the form of
very strong retail sales. This domestically driven recovery is
starting to have positive implications for European occupier
markets, and we expect occupier demand to continue to
improve across the main European markets. At this stage, the
recovery has been primarily focused in the central business
and dominant retail locations, and targeted towards better
quality commercial real estate.
Reflecting the improvement in occupier demand, vacancy levels
across Europe are generally on a downward trend, however
there continues to be significant polarisation based on quality
and location of stock. In the office markets, the aggregate
European markets vacancy continued on a downward trend
and fell by 0.3 percentage points in 4Q15, and is now at the
lowest level since the global financial crisis. While absorption
of space has started to be positive in most central submarkets,
many markets across Europe continue to suffer from an
oversupply of office space in peripheral submarkets, particularly
those which have poor public transport connections to
the central sub-markets and surrounding areas. On the flip
side, vacancy, particularly of better quality space, in central
submarkets has been coming down rapidly, reflective of the
preference for occupiers to locate in central submarkets and
also the absence of significant speculative development across
most markets since the global financial crisis.
The pace of recovery in the investment market in Europe has
outpaced that of the occupier market, with commercial real
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estate investment in Europe reaching a new record peak in
2015 at EUR 263 billion. Monetary policy by the European
Central Bank (ECB) is encouraging eurozone investors to
look for alternative investments to government bonds.
The introduction of negative deposit rates increased the
pressure on investors but also on banks. As a consequence,
there has been an increase in lending activity to real estate.
An influx of capital from outside of Europe has been an
additional driver of this record level of investment turnover,
with foreign investors seeking diversification outside of their
domestic market. With the comparatively stable political
and economic platform in Europe, attractive returns when
compared to fixed income investments and domestic
property yields in some parts of the world, much of this
capital has focused on core eurozone real estate assets.
Figure 6.9 European commercial real estate investment
(EUR million)
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In most European markets prime yields have now fallen
to below, or are very close to record low levels. In some
markets, particularly in the UK, we believe we are reaching
the peak of pricing in this cycle, although there may be a bit
more inward yield shift to come in a few of the peripheral
European markets, particularly as the lower for longer
outlook for central bank interest rates means the attractive
spread between European government bonds and real estate
will maintain for at least the next 12 months.
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Whilst the economic outlook for 2016 points towards a
steady, if somewhat unspectacular, continuing recovery in
Europe, there are a number of headwinds facing the region
both domestically and globally. The primary challenges on
the domestic front come from geopolitical uncertainties,
with a confirm Brexit, the continuing migration crisis and
the inconclusive outcomes of the recent general elections in
Spain and Portugal all contributing a significant degree of
uncertainty in terms of the political landscape of Europe and
the EU over the next 12 months.

The UK is the only European market to provide a monthly
index, allowing investors to make more timely and informed
decisions. Outside the UK, IPD and its partners provide
limited performance data in Europe. This is limited in terms
of the number of countries covered, the representativeness
of the assets included in the sample, the data collected, the
period of measurement, and the delay between year-end
and the publication of results.

Commercial real estate sectors
Figure 6.10 Prime office yields and 10-year government bonds

The European commercial real estate market has traditionally
been split into three different sectors: offices, retail and
industrial. Increasingly, investors are also looking at debt
opportunities to gain exposure to real estate.
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Differences in market practices
Europe is an aggregate of individually defined real estate
markets with varying market practices. Most notably, lease
structures vary widely across Europe. Leases are typically
shorter in continental Europe than the UK and although since
the global financial crisis the average length of UK leases has
come down slightly it remains above typical European levels.
The upward-only lease review (where the rent paid by the
tenant cannot fall below the actual amount that was being
paid at the time of the rent review), which is prevalent in the
UK, is compulsory only in Ireland. In other countries, income
is indexed, typically to inflation, and, at review, the ability to
achieve full open market rent levels is limited.
In the UK, the tenant is typically liable for the majority of building
costs (repairs, insurance, heating, lighting, etc.) but in continental
Europe, there is a range of varied relationships whereby the income
paid to the landlord can be eroded by liabilities for these costs.
The UK is the most transparent market in Europe and, based on
the 2014 Global Real Estate Transparency Index published by
Jones Lang LaSalle, ranked first globally ahead of the US. IPD
provides detailed information about the UK market, with the
performance history dating back to the beginning of the 1980s.

Offices
Of the main real estate sectors, offices — particularly those
with an occupier base tied to the financial services sector
— tend to be the most cyclical. Offices represent 40% of
the European real estate market as estimated by IPD at the
end of 2014. Major European markets include Amsterdam,
Frankfurt, London, Madrid, Milan and Paris. As part of
highly centralised countries, global centres such as London
and Paris dominate their national markets and are by some
distance, the largest markets in Europe. Madrid and Milan
are both key national markets but with the presence of a
very important second city, whereas Amsterdam forms part
of decentralised national economies. Germany is by far the
most decentralised country, with five main centres sharing
key functions including Frankfurt, which dominates the
German financial industry.
The London office market is the most liquid market in Europe
with investment volumes representing nearly 30% of total
European office transactions over the past two years (as at
December 2015).
The liquidity of the London market, along with its relatively
attractive tax treatment and transparency, attracts significant
interest from foreign investors, who have represented 55%
of the market since 2000. However, the city’s relatively
large exposure to the cyclical financial services sector means
that its performance is more volatile than other European
cities. For investors, London offices present a trade-off
between greater liquidity and higher volatility. In terms of
performance, the London office market has been one of the
strongest performing segments across Europe since 2009,
with investors attracted to the sector’s liquidity and safehaven status. Overall, returns have averaged 17.8% p.a. over
the past five years to end 2015, with rental growth and yield
compression supporting pricing.
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The major office markets across Europe are predominantly
driven by employment in the finance and business service
sectors. As a consequence, the major European office markets
tend to be highly correlated and geographic diversification
does not guarantee portfolio diversification. It is often
appropriate to include regional cities in an office allocation as
these markets tend to have more diversified employment bases
and are less reliant on the fortunes of a single economic sector.
However, even during periods of weak performance, the wide
dispersion of returns at the individual asset level means that
selecting the right asset can prove to be a fruitful strategy,
albeit one which relies upon stock selection and asset
management skills.

Retail
The retail sector is broadly categorized into unit shops (or
high street shops), shopping centres and retail warehouses.
Unit shops typically offer little physical obsolescence but
some locational risk, as town centres can shift with new
development. Shopping centres carry greater depreciation
but less locational risk, although they are still not immune
from the development of new town centre schemes. Retail
warehousing has been an expanding market that has reached
maturity. The whole physical retail sector has been challenged
in recent years by the growth in online retailing.
With the exception of Ireland and the UK, the European retail
sector is less integrated than the office sector. In terms of the
occupier market, there have been some major local players but
cross-border investing has been less prevalent. There are fewer
pan-European retailers than pan-European office occupiers.
Retail brands are often unknown outside of their home country
and so making an investment in the retail sector, on a crossborder basis, requires greater due diligence than investing locally.
The biggest benefit of investing cross-border in the retail sector
has not only been higher returns compared to offices, but also
low correlation between countries. Retail sales are typically less
influenced by global factors and more driven by domestic factors.
A key trend that has been characterizing the European retail
market over the last couple of years has been the rationalisation
of the floor space occupied by retailers. Driven by the growth
in e-commerce, retailers have focused on their most profitable
store locations with the highest turnover, and reducing their
exposure to secondary locations where growth prospects are
much weaker. This is clearly evident in the UK where vacancy
rates in secondary high streets have climbed in recent years, but
declined in prime locations. This trend is expected to continue
as occupiers and consumers focus on better locations.
An increasing number of retailers are also expanding their
multi-channel strategies. To build a profitable online business,
retailers must integrate it seamlessly with their bricks and
mortar operations. Until recently many have kept them separate,
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increasing the risk that they fail to communicate or work together
properly. As e-commerce continues to shape into a real strategy,
we expect to see an increase of new store formats and other
occupational adaptations from retailers looking to keep pace.

Industrial
The industrial sector represents a fairly small part of the
total European real estate investment market, although this
proportion varies between countries. In the UK for example, the
industrial sector represents 17% of IPD All Property by capital
value and continental Europe represents just 6%. The UK
industrial sector is split into two main types: multi-let industrial
units and logistics, with logistics representing just 30% of the
sector. The logistics sector in continental Europe represents
a much larger proportion of industrial investment stock as
most European manufacturers are owner occupiers. With the
exception of France and the Netherlands, multi-let industrial
parks are virtually non-existent in continental Europe.
The concentration of logistics asset exposure bears some risks,
especially in relation to obsolescence. Furthermore, logistics
companies require good transport access but they can be
reasonably flexible with location. This flexibility provides
distribution companies with some negotiation power when
taking a leasing contract. Also, increased competition in the
logistics business sector, as new entrants have entered the
market, has reduced the typical lease contract. Ten years
ago, a 10-year leasing contract was commonplace, whereas
now occupiers tend to negotiate much shorter contracts of
five years or less. This results in specific business risks in the
European industrial sector. Exceptions to this are locations
where logistics need to compete with other land uses, for
example at airports, ports or last mile distribution points.
In these locations, distributors are willing to take on longer
leases to secure a scarce resource and land value is often
underpinned by alternative uses.
In more general distribution locations, the next best use might
be agricultural land. The attraction of investing in industrial/
logistics assets in Europe has traditionally been the relatively
high income return compared to other sectors and low
correlation between European countries.

Debt
Monetary easing from the ECB has started to improve
lending conditions on the continent, however real estate
financing remains largely risk averse and focused on the core
income producing market, financing for any development or
opportunistic acquisitions remains scarce.
Since the financial crisis, banks have been rebalancing their
balance sheets and their capacity to open new lines of lending
against real estate has been more limited. Regulatory changes
are also playing a role by forcing banks to hold more capital
against their risk assets. UK banks have been early movers in
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reducing their exposure to the sector and the deleveraging
process is well ahead of most continental European banks.
Unlike in the US market, real estate financing in Europe has
been largely provided by the banking sector with limited
alternative sources.
However, in the last few years, a number of pension funds,
insurance companies and fund managers have opened
property lending operations. The emergence of such new
debt providers is unsurprising considering the often attractive
risk-adjusted returns on offer. While most of the new debt
products target senior debt positions (with long-dated terms,
low long-to-values by historical standards and secured on real
estate stock) there are some managers looking to provide
junior debt and assume more risk.
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The US real estate market
Over the past decade, the US real estate market has experienced
a considerable degree of volatility. It saw strong performance
leading up to the peak in 2007, followed by two negative years,
then a strong rebound with total returns recovering recessionary
losses by mid-2013.
The volatility of returns has been influenced by the shock to growth
in the wider economy and distress in the credit markets.
However, despite this volatility, stabilised property has still managed
to average 7.8% p.a. over the past 10 years as shown in Figure 6.11.

Figure 6.11: US real estate, equity, bonds and credit returns as at
December 31, 2015 (% p.a., local currency)
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Looking at the sector’s longer-term performance since the
inception of the NCREIF Property Index (NPI) in late 1978, the total
return for real estate has averaged 9.3% p.a. Figure 6.12 shows
the historical annual income return and total return for the NPI,
with capital return being the difference between the two lines.
The appraisal process typically establishes value in relation to
the income component, which remains relatively stable, while
market changes are embedded in the capital return. The rise
and fall of the income return is an indication of relative pricing
over time and can be crudely equated to a yield or cap rate.
During the peak of the market, real estate investors became
increasingly aggressive, requiring very little yield premium to hold
property over risk-free assets. Throughout 2009, the relationship
shifted dramatically as investors and lenders demanded elevated
risk premiums, which brought equity and debt transactions to
a virtual standstill. As the recovery progressed, risk premiums in
commercial real estate trended toward historical averages, which
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still placed the sector in an attractive position relative to other
investable asset classes. Desirable risk premiums continue to bring
institutional capital into the sector, pushing total transaction
volume to new record high levels in the ongoing search for yield
in a low interest rate environment.

Returns (%)

Market performance

Core pricing has recovered on the back of weak alternatives in the
form of low available yields on other assets such as cash, government
bonds and investment-grade corporate debt. In markets with strong
competition, pricing is at or approaching peak levels, suggesting
investors are reasonably confident about future rental growth.
Fundamental performance is improving across all sectors with
rents growing from their post-recession lows. Occupancy rates
are at or approaching stabilised levels. Rent and occupancy
rates are the building blocks of revenue, when these rates are
growing, income is expected to increase.

Commercial real estate sectors
The US commercial real estate market can be split into four
different sectors: offices, retail, industrial and multi-family
apartments. We also take a look at recent developments in
the US real estate debt market.

Offices
As measured by NCREIF, the office sector comprises the majority
of institutionally-held US real estate investment, with a 37% share
at the end of 2015. The office sector is highly cyclical and
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is recovering from the low point of the current cycle. Gross
rents are rising at rates well in excess of inflation; however,
concessions for periods of free rent and tenant improvement
allowances remain elevated. The market for downtown office
space is tighter than the market for suburban office space,
with vacancy in central business district (CBD) locations below
long-term rates. Downtown office rents typically outperform
suburban office rents during expansionary periods, but rents in
the suburbs typically exhibit less volatility.
Through most of the recovery, tenants have been able to use
high sector vacancy to their advantage in lease negotiations.
Demand for office space recovered faster than office
employment as firms took advantage of lower rents and locked
in cheaper overhead costs. Construction of new office buildings
remains generally repressed outside of a few markets.

Retail
Retail is the most highly segmented of the four major US
commercial real estate sectors. Most of the data available
covers community and neighbourhood shopping centres,
including grocery-anchored strip centres. Investors also
compete to acquire regional malls, lifestyle centres and power
centres. Within a typical power centre, individual sites may
be sold to occupiers, and big box retailers may construct
freestanding stores. Strong demand from owner occupiers
means that high-street retail units are difficult for institutional
investors to add to their portfolios.
Given the headwinds facing the US consumer over recent
years, it is not surprising that the retail sector remains under
pressure. Historically, consumer spending has represented
two thirds of US GDP and retail sales have accounted for
approximately half of all consumption. While the liabilities of
the average American household have decreased since the
depths of the financial crisis, wage growth remains sluggish.
When employment stability is a concern, demand for retail
goods will likely remain uneven and cautious, thereby limiting
the pace of recovery for retail rental levels. However, as is
the case in many other markets globally, the supply-side
story is more favorable than the demand and is supportive of
potential future rental growth.

Industrial
In the US, investors in the industrial sector primarily focus
on distribution or warehouse space and there is limited
investment in light manufacturing properties and research
and development (R&D) labs. Coastal cities with strong port
activity and gateway markets proximate to Canada and
Mexico tend to attract the bulk of institutional investment.
Following the 2008 to 2009 recession, US industrial properties
suffered historically high rates of availability. With a slow but
positive economic recovery underway, industrial fundamentals
are improving as many of the leading indicators return to

more normal levels. Improvements in the economy, especially
in the residential housing market, should lead to new orders
and increased production with positive knock-on effects
for real estate demand. Availability rates have returned to
long-term averages. Development of new warehouse space
is approaching long-term average levels and is concentrated
among large buildings.

Multi-family apartments
Institutional-grade apartments comprise 24% of the value
of the NCREIF Property Index (as at December 2015),
the second largest concentration after the office sector.
Generally, multi-family refers to large apartment complexes
with a minimum of 40 market rate units, clubhouses,
amenities, and on-site leasing offices. In practice, it is
common for an institutional-grade apartment development
to have several hundred units.
There are three primary types of multi-family developments:
garden, mid-rise and high-rise. Niche investments include
properties marketed as senior or student housing. With
dozens, or possibly hundreds, of leases per property, the
majority of which renew annually, landlords can take
advantage of frequent expirations to capture market
improvements.
Despite increasing supply growth, multi-family demand-side
fundamentals continue to position the sector as a strong
performer. Following a recovery that began in 2009, multifamily is firmly in the growth phase of the cycle. A structural
shift away from home ownership in the US continues to be a
driving force behind the sector’s above-average rental growth.
The US home ownership rate fell from 69% in 2005 to just
below 64% in 2015, according to the US Census Bureau.
Strong interest from investors has driven yields lower than
other sectors as prices have increased. New construction is
rising, reversing the dramatic drop-off in new supply that
began in 2010. Individual markets are at varying stages of the
development cycle. Overall, new development of institutionalgrade apartments is not expected to increase fast enough to
reverse the sector’s entire positive revenue trend.

Debt
In the US, loans may be originated by a variety of lenders
including but not limited to traditional commercial banks,
insurance companies, mortgage securitisers, and debt funds.
Government-sponsored enterprises provide debt to the
multi-family sector. The much-anticipated distressed debt
market created some opportunities for early movers, though
the feared epidemic of fire sales never materialised. The level
of distressed debt in the US peaked in mid-2010, as did the
portion of outstanding loans that were troubled. By the start
of 2012, the volume of problem loans restructured, extended
or resolved, exceeded those that were bank-owned or
remained troubled.
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A fairly rapid improvement in core real estate pricing helped
reverse the rise in the tide of distressed debt, as rising capital
values led to a natural deleveraging. Having gone through a
difficult period since the global financial crisis, the US banking
system appears to be gradually recovering on the back of
the actions of policymakers. With healthier balance sheets,
more stable funding profiles and improving profitability, some
confidence has returned to the sector. Although external
shocks could derail the recovery, potentially revealing that
the banking sector remains undercapitalized, the credit
mechanism appears to be slowly gaining traction in the US
market, which is supporting real estate liquidity and pricing.
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The Asia Pacific
real estate market
The heterogeneous nature of the Asia Pacific (APAC) region
supports investment strategies across the risk spectrum,
including core strategies in the key global cities and higher
return opportunities in the region's emerging markets.
Overall, APAC continues to see stronger GDP growth relative
to Europe and North America on account of higher savings
and investment rates. With capital levels per person also
languishing behind developed markets in other regions there
is also a catchup element associated with the region's higher
investment rates.
Urbanization trends, the rising middle class consumer and
gradual shifts in output towards the services sector, continue
to reinforce the attraction of the region, particularly in an
environment of subdued global growth. As an asset class,
the real estate sector will continue to be boosted by ongoing
improvements in transparency and legal systems on the
back of the growing presence from global and domestic
institutional investors such as pension funds, insurance
companies and sovereign wealth funds.
From an institutional investor perspective, a consistent analysis
of the APAC's real estate markets is not readily available.
This difficulty is compounded by the varying stages of
development of individual markets with limited performance
data existing for the region's emerging markets and those
markets with limited transparency. Many of the markets in the
region lack comparative market information, which limits the
relevance of standard statistical techniques in understanding
relative performance.
The total return performance of the four markets in the APAC
published IPD indices are available is shown in Figure 6.13.
These markets are considered developed within an APAC
context and the available product offering and risk and return
styles are similar to those available in other regions. Other
APAC markets that offer core stabilized assets for institutional
investors include Hong Kong, Singapore and, increasingly,
China's tier one cities such as Beijing and Shanghai.
Similar to the pricing trends that have been seen in other key
markets in recent years, core yields across the APAC region
have compressed towards pre-crisis levels on account of the
search for yield in a low interest rate environment. Broadly, the
increase in pricing has run ahead of income growth although

fundamentals are now improving in key markets, albeit at a
moderate pace, supported by an improving balance between
demand and supply. As pricing moves towards pre-crisis levels
(or beyond 2007 levels in certain markets), the performance
dynamic is shifting away from yield compression — which
has underpinned strong capital growth since the financial
crisis — towards income as the key driver of returns. In an
environment of slowing capital growth, stock selection and
asset management will be key to generating outperformance
of individual assets and portfolios within the region.
In terms of fundamentals, demand for commercial real estate
space across the three sectors (office, retail and logistics)
continues to be supported by healthy levels of activity in the
services sector. The services sector employs the largest share
of the labour force in developed markets and a growing share
in emerging markets is being supported by low interest rates,
growing demand for e-commerce and technology related
services (from both other corporates and the household
sector), and structural shifts taking place in China's economy.
Recentralization themes on the back of increasing demand
from employees to be located near good transport links and
growing urban populations are supporting demand for CBD
office space in key cities. In the retail sector, prime high street
pitches and dominant shopping centres should continue to
outperform as households focus their spending on assets
that can utilise technology and deliver new experiences for
consumers.

Figure 6.13: Asia Pacific real estate returns in developed markets,
(1999-2014, % p.a., local currency)
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Looking beyond the core space, the APAC region offers
significant opportunities for value added and opportunistic
investors, supported by limited availability of core product
and stronger growth prospects. Limited core opportunities
mean that investors wishing to gain exposure to a particular
market may be only able to do so through higher risk
strategies including development. The lack of core product
that is available for investment purposes reflects either
the high percentage of owner-occupiers in a given market
or the prevalence of large estates which are controlled by
single owners.
In China, corporates have often preferred owning to renting,
reflecting the history of state-owned enterprises owning their
premises. In other markets, access to cheaper credit through
collateralized loans or lack of alternative uses for the capital
restricts the amount of buildings that are available for investment
purposes with corporates holding their buildings on their
balance sheet. As emerging markets mature and new growth
opportunities emerge, owner-occupiers will gradually realize the
potential to sell down their asset base, providing sale and lease
back deals and increasing opportunities in the core space.
For the APAC region, the intra-regional diversification
potential for investors is likely to be the highest of any
region, reflecting the varying degrees of transparency,
liquidity and economic development of the markets. The lack
of consistent performance data makes this difficult to prove
but, as a proxy, we use intra-regional correlations between
GDP growth. On the assumption that capital growth is
linked to faster GDP growth, the lower correlations for the
APAC region provides intra-regional diversification support
compared to other regions.

Figure 6.14: Average intra-regional GDP growth correlations
(2001-2015)

Commercial real estate sectors
Offices
In Asia, commercial lease terms are typically shorter in
duration and not linked to an index, reflecting the stage of
development of the region's real estate markets. The volatile
nature of growth in region and the ongoing development of
new submarkets in the region's emerging cities also play a role
with occupiers demanding flexibility in their lease terms.
Even in developed markets such as Japan, traditional leases are
typically for two years and these can be renewed by the tenant
for a further two years into perpetuity. During the lease term, the
tenant can terminate by giving six months’ notice and, although
rental uplifts are theoretically possible, they are rarely exercised,
reflecting the nature of business relationships in Japan. Traditional
leases are common within the small multi-let buildings in the
Tokyo office market, and comprise the majority of office leases.
In the Australian market, office leases tend to be longer in
duration at five to 10 years although rent free periods and
tenant incentives tend to be much higher as well. For smaller
markets, the lease would typically be for three plus three
years, or five plus five years. Rent increases would normally
be annual, based on inflation or fixed percentage rises, with
market reviews at the beginning of each lease extension.

Retail
The consumer play remains one of the key themes for
domestic and foreign investors in the APAC region, driven by
shifting growth drivers from investment and credit towards
consumer based spending and services sector employment.
Rising wages and the accompanying growth of middle class
households across the region is adding weight to this theme.
The increasing presence of global retail brands is also driving
the demand for space and rents, particularly in the stronger
growth cities.
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Logistics
Generally, existing logistics facilities throughout the emerging
markets of Asia are in short supply and basic in nature. As the
distribution strategies of retailers and manufacturers become
more sophisticated, there is growing demand for facilities that
can offer complex services and that cater to the needs of third
party logistics providers, who have become the major driver of
demand for new space.
The logistics sector is also receiving a boost from rising
internet sales. As online sales increase further, demand is
growing for new inward focused infrastructure to serve
domestic consumer demand, as opposed to older assets that
were more catered towards exporting goods to Europe and
North America. As a result, logistics exposure has become one
of the most sought-after sectors for investors in all markets
particularly given their relatively attractive income yields.

Real estate update 2016

Debt
The relative immaturity of APAC debt capital markets means
that the banking sector's exposure to real estate tends to
be disproportionally higher than regions with more mature
financial markets, particularly the US. In general, lending
conditions in core markets of Australia and Japan mean the
real estate yield remains higher than the cost of debt. There is
however, some evidence that credit conditions have tightened
in the Australian market on the back of increasing capital
charges and regulatory scrutiny.
The availability of low cost finance in Japan has stood out in
recent years as an attractive opportunity for global investors
looking to benefit from the available 'carry yield' although this
presents downside risks for leveraged investors if yields soften.
In contrast, credit conditions remain tight in the region's
emerging markets or are tightening in markets where interest
rates are directly linked to US monetary setting through the
exchange rate.

Transparency
Although investors continue to be attracted by the region's
stronger growth prospects, transparency varies markedly across
the region. Institutional investors continue to demand greater
transparency and policymakers and industry bodies are increasingly
aware that the limited performance data alongside poor quality
market information and inconsistent application of property law
are hindering inward investment. In terms of transparency, the
APAC region can be split into three different groups:
• Developed markets such as Australia, New Zealand, Singapore
and Hong Kong with high levels of transparency which rank
on a par with the mature real estate markets in Europe and
North America.
• Markets that show low levels of transparency relative to
their developed markets status including Japan and South
Korea. Although transparency is improving in this group,
poor quality market information, particularly in the retail
and logistics sectors, limits foreign exposure. The lack of
data availability tends to be related to the concentrated
ownership base and high percentage of owner-occupiers in
these markets.

The extension of IPD’s coverage represents an early step
towards improving transparency across the region. The first
markets to be covered by IPD were Japan in 2003 followed
by South Korea in 2006. IPD also introduced a pan-Asia
index that is now providing, in many cases for the first time,
aggregate property return data for China, Indonesia, Malaysia,
Thailand, Singapore and Hong Kong using a combination
of private and public real estate data. Although data and
coverage are limited for the latter group of countries and not
comparable with other IPD indices, ongoing efforts like this
and others, such as ANREV, will help boost transparency in
the region’s emerging markets.

Conclusion
The period of low growth, low inflation, and ultra-low interest
rates following the global financial crisis has been a positive
one for real assets, including real estate. Investors, some new
to the asset class, continue to seek risk reduction through
diversification, and this implies a reduction of exposure to the
traditional asset classes. Investors also continue to look for
yield in a low interest rate environment.
With yields on sovereign bond markets at record lows in many
cases and even negative in some markets, and the outlook
for further capital growth likely to be limited, income return is
expected to be a key driver of investment returns.
Real estate is benefiting from this tilt in global portfolios
towards yield-based asset classes with both pricing and
transactions continuing to recover. This enhanced allocation
will continue to drive the advancement of real estate as a
global asset class.

• Emerging markets with low but improving levels of
transparency, such as China and India. Limited transparency
means that foreign investors remain cautious about these
markets and any exposure tends to be included in the
investor's high risk budgets. Improving transparency will
eventually lead to higher levels of transactions and market
liquidity and an increasing presence of foreign investors and
longer-term institutional capital.
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