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In brief
We describe three alternative
real estate asset classes that may
cater to investors’ income needs.
European hotels are becoming
ever more interesting – not least
due to rising tourism. US real
estate is particularly compelling
if one invests outside the major
agglomerations. And, finally,
global income securities (aka listed
real estate) provide a full range of
instruments with diverse risk and
return characteristics.

Investors need income, but how can it be
generated in a low-return environment?
For real estate investors, it may be time
to look beyond the well-known. In this
article, we present three alternatives that
can enhance real estate investments or
multi-asset portfolios: European hotels,
income-focused investing in the US and
global income securities.
Whether it’s Generation X, Y or Z, or
the iGeneration, one thing that remains
steadfast throughout the generations
is the need to create income in order to
achieve long-term financial goals. Never
more so than in today’s environment of low
returns and increasing financial pressures,
which means that savvy investors are
increasingly having to look beyond the
realms of long-established tradition to
find solutions with potential for decent
income returns, that match liabilities and
may offer lower volatility. It’s all about
“Generation Income”.
Real estate has long been regarded as a
complementary investment within a multiasset portfolio, given its low correlation
to bonds and equities in the past. But a
deeper look at the asset class reveals
that, outside of more traditional core
investments lies a selection of strategies
and solutions providing long-term income
streams, lower volatility potential and
effective liability matching.
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It’s all about “Generation
Income”.

Making room for European hotels in a multi-asset portfolio
Hotels have become a new mainstream real estate asset class
over the past 10 years, adding complementary attributes to a
multi-asset portfolio. Leased hotels’ strong income component,
relative resilience compared to commercial real estate during the
global financial crisis (figure 1), the increased depth of transparent
performance data and liability-matching characteristics given the
longer-dated income, make for a compelling story.
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European hotels can provide relatively stable returns
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Since 2008, hotel real estate has accounted for an average of 7%
of total European investment volumes in real estate, with EUR 8.5
billion of assets trading in 2016. Since 2010, hotel yields have
maintained a premium over comparable quality commercial office
or retail assets, despite leased hotels typically offering longerdated income streams and potentially more stable investment
performance.
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There are multiple strategic opportunities for investors in hotel real
estate, depending on risk/return preference. Hotels comprise both
an operating business and an underlying real estate asset. These
can be separated and considered as two distinct components.
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Hotel real estate investors can then consciously take on
management agreements with higher operational risk with a view
to accessing growth potential, or transfer much of that risk to the
tenant and settle for more stable or fixed-lease income. There is
also the opportunity to invest into different market positioning,
and through branded hotel chains or local hotel operators. The
drivers of growth in the hotel sector continue to look positive.
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Hotels subject to leases (as opposed to management contracts)
offer relatively stable income-return potential due to the
underlying assets being cash flow generative – a good match for
lease liabilities with explicit oversight of rent affordability through
the asset’s operating performance. In the mid-market segment,
hybrid leases which provide a minimum income with the addition
of potential turnover performance are common.
The daily pricing of the underlying rooms can then provide
inflation protection, with long-term real growth in revenues.
Turnover has grown in real terms over 5-, 10- and 20-year
periods. Hotels suffer less depreciation than many other real
estate assets because it is possible to refurbish rooms on a
phased basis while the hotel continues to operate, meaning that
hotels are both kept modernized and are very rarely empty or
non-income producing.
This is one reason for the relative return stability, alongside
higher starting income yields. Values may also be relatively
protected due to the long-term nature of hotel leases, derived
from a cash flow-generating underlying asset; the high quality
real estate (typically hotels are in core Central Business District
(CBD) locations, serving tourism and business demand) and
lower asset depreciation (ongoing tenant investment into the
asset as part of their business maintains quality of real estate).
In addition, hotel real estate adds sector diversification to a
core real estate portfolio given the different underlying industry
exposure which is otherwise hard to access.
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Source: MSCI. Data as at April 2017. Latest data available.
Checking-in to European hotels
Travel within Europe is increasing steadily because of improving
economic conditions. Moreover, Europe is also a key beneficiary
of the growth in inter-regional travel, especially from China. Low
oil prices provide further support for cross-border travel. Growth
in supply of rooms continues to lag demand, despite growth
in sector disrupters such as Airbnb. Europe remains relatively
undersupplied with strong hotel brands, and operators continue
to seek opportunities to increase their presence in major cities
across Europe.
The extended stay / serviced apartment market is a rapidly
growing segment. According to the Global Serviced Apartment
Industry Report (GSAIR 2016/2017), the number of serviced
apartments in Europe has almost doubled over the past three
years, and the number of locations served has increased threefold.
The hotel sector across Europe has exhibited above-inflation
growth over the past 20 years. We believe this is set to continue
in the prime markets across Europe for the following key reasons:
–	Underlying demand is expected to continue: 3.8% p.a. (45%
compound) growth in European tourist arrivals forecast
between 2010 and 2020.
–	Supply response has been muted: 2.8% of stock under
construction across EMEA.
–	Less than 30% of hotel stock is branded: suggesting room for
new supply from the main hotel groups which can provide
higher quality assets to capture existing market share.
–	18 quarters of positive revenue growth: since last negative
quarter; only two negative quarters in last eight years
(source: STR/MKG to September 2017. Negative quarters:
Q1 2013 and Q4 2011). In many cases directly feeding
through to rental income.
–	Evolving tourism industry: and varying consumer preferences
facilitating the emergence of hotel sub-sectors, thus providing
further opportunities to access market growth.
At Invesco Real Estate, we favour seven-day trading cities,
particularly those with well above-average occupancy levels, such
as Amsterdam, Paris and Madrid.

The drivers of growth in the hotel
sector continue to look positive.

Income-focused investment in the US
Another option for achieving income is a more income-oriented
“core” approach, which focuses on relatively high current income
and cash returns.
The US real estate market is a good example of how an incomefocused strategy can work. For example, a focus on markets
outside the major coastal / gateway markets, such as: New York,
Washington, Boston, San Francisco, Los Angeles and Seattle
(generally 3% to 4% cap rates), and instead on the ‘next set’ of
well-known primary and select secondary non-gateway markets
(such as Dallas, Atlanta, Denver, Houston, Portland and Charlotte
– generally 5% to 6% cap rates) is a good place to start. In our view,
there is a meaningful, long-term income return spread between
US coastal / gateway and non-gateway markets. Currently, income
spreads between gateway and non-gateway markets are wider
than their long-term average levels (figure 2, top), denoting
the ability to not only achieve premium income returns but also
potentially realize capital appreciation over time as spreads revert
back to their long-term average. However, to manage risk within
these non-gateway markets, the focus is exclusively on institutional
quality ‘core’ asset profiles and locations.
At the same time, the ability to prudently take advantage
of modest levels of accretive debt financing is key, and can
increment unleveraged income returns by 100+ basis points. For
example, leverage can be locked in at low fixed-rates for extended
time periods, with the available terms exceedingly attractive
on both an absolute basis, given historically low US Treasury
rates, and a relative basis, with spreads between cap rates and
mortgage rates over the near-term generally ranging somewhere
near or above their long-term average (figure 2, bottom).
Therefore, a modest leverage level of 40%-45%, can produce
prudent debt yield (DY) and debt service coverage ratio (DSCR)
metrics in line with those traditional core strategies due to the
premium income return levels of an income-focused strategy.
The attributes of an income-focused strategy are such that
they offer a complimentary addition to other lower-yielding
direct real estate strategies, such as trophy core, value add and
opportunistic portfolios. In addition to the focus on relatively
high income and cash returns, a strategy would also feature
investments in predominantly non-gateway markets, an
overweight position in apartments /residential due to their strong
income component and a counterbalance underweight allocation
to offices, which can be volatile and provide poor cash returns
due to capex reinvestment.

Figure 2
Income returns and leverage in a typical US
income-focused programme
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Coastal markets: Boston, Los Angeles, New York, San Francisco,
Seattle, Washington, DC, with the industrial sector including
the following adjacent coastal markets: Riverside, Orange
County, Oakland, Tacoma, Newark, Edison, and Baltimore.
Source: NCREIF Property Index (NPI), Invesco Real Estate,
Moody’s Analytics, ACLI (“American Council of Life Insurance“)
mortgage rates, data as at Q2/2017.

The US real estate market is a good
example of how an income-focused
strategy can work.

Global-listed real estate securities portfolio with income focus
Since the onset of the global financial crisis in 2008, volatility
within listed real estate equity has increased. Correlations among
common stocks have also been elevated, causing stocks to move
up and down together.
A potential solution for investors looking to offset this and the
volatility within their portfolio, while continuing to reap the
benefits of relatively stable income, can potentially be found by
focussing on a listed real estate securities portfolio which invests
across the global universe and specifically targets income. In our
view, this approach has the following attributes:
–	Income focus with the opportunity to capture listed real
estate equity returns
–	Ability to grow cash flows to help offset potential impact
of inflation
–	Opportunity to reduce volatility with downside protection
potential by investing across the listed real estate capital
structure
Such an approach could invest across the entire capital structure,
including common stock, preferred securities, REIT corporate
debt and commercial mortgage-backed securities (CMBS). It is
our belief that the ability to invest across the listed real estate
capital structure makes for an attractive risk-return profile by
potentially lowering volatility. Against an all-equity real estate
index, such investments have traditionally provided lower
volatility, measured by standard deviation, and a competitive
return profile. Since correlations across the capital structure are
not as elevated, there is an opportunity to tactically allocate and
take advantage of any mispricing in the marketplace.
Should there be a move in interest rates, maintaining low-duration
in the fixed income portfolio works well, as low duration securities
are traditionally less susceptible to interest rate risk. Additionally,
if some securities within the portfolio are floating rate, these will
reset periodically as rates rise. Lastly, a listed real estate full capital
structure1 approach has had low correlation with traditional fixed
income indices,2 and may be a good way to diversify an investor’s
fixed income allocation. From June 2002 to June 2017, the
correlation between the index and the listed real estate full capital
structure was 0.41 according to StyleAdvisor.
It is reasonable to expect that the path of future rate increases is
likely to remain volatile, and that from a risk-return standpoint, the
flexibility to invest in stocks and fixed income securities may enable
investors to have a lower risk profile than all-equity real estate
portfolios, while possibly maintaining competitive risk-adjusted
performance and greater downside protection (figure 3).

Figure 3
Full capital structure approach to income-focused securities
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It is our belief that the ability to
invest across the listed real estate
capital structure makes for an
attractive risk return profile.

Source: Invesco Real Estate, S&P, Barclays, MSCI, ODCE and
FTSE. Data as at 30 June 2017. Listed real estate full capital
structure represented by Invesco Global Real Estate Income
Composite, gross of fees, none GIPS compliant returns. The GIPS
compliant returns, including net of fees returns for the composite,
are presented in the Appendix at the end of this article. Private
real estate represented by ODCE Core Fund Index Value Weighted
Total Return. Global equity represented by MSCI World Index.
Global bonds represented by Barclays Global Aggregate Bond
Index. Global listed real estate equity represented by FTSE EPRA
NAREIT Developed Index (Net of W/H).

Conclusion
Investors need income, and real estate can provide
it. In this article, we have described three rather
different solutions that have one thing in common:
the potential for generating income. This is true for
European hotels as well as for income strategies in
the US, and global income real estate securities. All
three can complement real estate portfolios as well
as portfolios consisting of other asset classes.

Appendix
Invesco Global Real Estate Income Composite
Schedule of Investment Performance
		
Gross Rate Net Rate
		
of Return
of Return
		
(%)
(%)

Benchmark
Return
(%)

Composite
3-Year
St Dev (%)

Benchmark		
3-Year
Number of
St Dev (%) portfolios

Composite
assets
(USDm)

Total firm
assets
(USDbn)

Composite
Dispersion
(%)

2016 		

6.26

5.42

4.06

8.05

12.38

1

965

599

n/a

2015 		

-0.17

-0.96

-0.79

8.58

12.46

1

909

575.1

n/a

2014 		

15.73

14.81

15.02

8.61

11.18

1

1164

584.9

n/a

2013 		

1.14

0.38

4.39

9.14

11.56

1

1006

572.8

n/a

2012 		

19.56

18.67

19.63

9.3

10.68

1

737

497.1

n/a

2011 		

4.99

4.21

4.96

18.99

22.99

1

307

479.8

n/a

2010 		

20.3

19.4

25.73

27.08

30.48

1

248

475.3

n/a

2009 		

36.48

35.47

45.6

27.22

31.84

1

180

140.5

n/a

2008 		

-31.04

-31.55

-28.95

22.09

24.95

1

74

126

n/a

2007 		

-9.68

-10.35

-15.36

13.18

17.04

1

128

154.8

n/a

2006 		

30.4

29.43

35.73

15.89

16.51

1

678

143.4

n/a

2005 		

5.44

4.66

12.13

15.81

15.56

1

903

129

n/a

2004 		

25.58

24.65

31.49

n/a

n/a

1

1004

137.2

n/a

2003 		

52.94

51.8

36.74

n/a

n/a

1

917

151.8

n/a

2002 (7 months) 		

-6.15

-6.56

-6.1

n/a

n/a

1

717

144

n/a

Annual Compound Rates of Return Ending 31 December 2016

1 Year 		

6,26

5,42

4,06

3 Years 		

7,08

6,23

5,9

5 Years 		

8,22

7,38

8,05

7 Years 		

9,4

8,56

9,96

10 Years 		

4,77

3,97

5,46

Since Inception		
(31/05/2002)

9,88

9,05

10,65

Invesco Worldwide claims compliance with the
Global Investment Performance Standards
(GIPS®) and has prepared and presented this
report in compliance with the GIPS standards.
Invesco Worldwide has been independently
verified for the periods 1st January 2003 thru
31st December 2015. The legacy firms that
constitute Invesco Worldwide have been verified
since 2001 or earlier. The verification reports
are available upon request.
Verification assesses whether (1) the firm has
complied with all the composite construction
requirements of the GIPS standards on a
firm-wide basis and (2) the firm’s policies
and procedures are designed to calculate and
present performance in compliance with the
GIPS standards. Verification does not ensure the
accuracy of any specific composite presentation.
Performance Notes
Invesco Worldwide (“The Firm”) manages a
broad array of investment strategies around the
world. The Firm comprises U.S.-based Invesco
Advisers, Inc. (excluding Unit Investment Trusts)
and all wholly owned Invesco firms outside of
North America (excluding Religare Enterprises
Ltd). All entities within the Firm are directly
or indirectly owned by Invesco Ltd. Invesco
Canada Ltd. is also a GIPS-compliant firm whose
assets are managed by a subsidiary of Invesco
Ltd. Invesco Senior Secured Management,
Inc., Invesco Private Capital, Inc., and Invesco
PowerShares Capital Management LLC are
affiliates of the Firm. Each is an SEC-registered
investment adviser and is marketed as a
separate entity. Invesco Great Wall Fund
Management Co. Ltd is a fund management
company established under China Securities
Regulatory Commission’s approval, and its
assets are excluded from total Firm assets.
The Invesco Global Real Estate Income Composite
consists of all fee paying discretionary portfolios

whose mandate is to provide high current income
with a secondary objective of capital appreciation
sought by investing in income-producing equity
securities issued by REITs. The composite was
created on May 31, 2002. Effective March 12,
2007 the primary underlying portfolio moved
from a closed-end mutual fund to an open-end
mutual fund. Historical returns for this composite
may include the impact of leverage. The Invesco
Global Real Estate Income Composite is indexed
to the Custom Global Real Estate Income
Composite Index which is a custom benchmark
that is composed of all former benchmarks and
currently 100% FTSE EPRA/NAREIT Developed
Real Estate Index.
–	Effective April 30, 2010, the AIM Select
Real Estate Income Composite was
renamed the Invesco Select Real Estate
Composite .
–	Effective September 1, 2011, the Invesco
Select Real Estate Composite was renamed
the Invesco Global Real Estate Income
Composite
Effective April 30, 2006 the portfolio changed
it’s benchmark from the MSCI U.S. REIT to the
FTSE NAREIT All Equity Index. This benchmark
was chosen because it is more widely
recognized in the real estate sector. Effective
December 31, 2007 the portfolio changed its
benchmark from the FTSE NAREIT All Equity
Index to a custom benchmark which consists
of 50% FTSE NAREIT All Equity Index and 50%
Wachovia Hybrid and Preferred Securities REIT
Index, rebalanced monthly. This custom index
was created to better reflect the balanced
nature of the portfolio. Effective September 1,
2011, the custom benchmark consists of the
following: 50% FTSE EPRA/NAREIT Developed
Real Estate Index and 50% Wells Fargo Hybrid
Preferred Securities Index, rebalanced monthly.
This change switched the equity portion of the
index from US to global. Effective December 21,

2012, the benchmark changed from a balanced
benchmark to an equity only benchmark, the
FTSE EPRA NAREIT Developed Real Estate
Index. This change was made due to the fact
that certain data was not always available on
the balanced benchmark (i.e. yield, attribution,
valuation/growth metrics etc.)
Composite Dispersion is calculated using the
asset-weighted standard deviation of the annual
returns of all portfolios that were included in the
composite for the entire year. It is considered
not meaningful for composites with fewer than
three portfolios during the year. The three-year
annualised standard deviation measures the
variability of the composite and the benchmark
returns over the preceding 36-month period. The
standard deviation is not presented where there
is less than 36 months of performance history.
Gross total returns are presented before the
deduction of management fees, brokerage
commissions, and administrative fees; are net
of all transaction costs; and are supplemental to
net returns. Net returns include the effect of the
maximum annual advisory fee as noted in the
accompanying fee schedule. All information is
expressed in U.S. dollars. Portfolio returns are
net of all foreign withholding taxes, as applicable.
The management fee schedule is as follows:
80 basis points on the first USD 100 million;
70 basis points thereafter.
The minimum portfolio size for the Composite is
USD 1,000,000.
The composite creation date is May 31, 2002.
A complete list of composite descriptions is
available upon request. Polices for valuing
portfolios, calculating performance, and
preparing compliant presentations is available
upon request.
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