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Abstract

Property as an asset class is in a period of transiThe establishment of indices throughout
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Real estate portfolio strategy and product innovation in Europe

1. Introduction

The benefits of including real estate in a mixeseagportfolio have been well documented
(e.g., Hoesli and MacGregor, 2000, chapter 10).es€hinclude risk diversification and
liability matching characteristics. Property retsirare weakly correlated with stock returns,
with the diversification benefits also largely staing from property’s low (often negative)
correlation to bonds (Hoesli, Lekander and Witkiezyi 2004). More specifically, the
diversification gains originate in the real chaeaistics of property in general, and the inter-
temporal behaviour of the actual and expected imc@tneam to property in particular.
Property is subject to the same dynamics as ardsbonterms of interest rate movements
(that is when interest rates decrease, the progestg also tends to decrease), but the late
cyclicality of the income stream tends to havergdaimpact on the overall return to property.
This effect on the income stream usually occurs iatthe business cycle, at a point when

interest rates tend to increase resulting in a eiebknd market performance.

The second benefit of property as an investmessdi@mm an institutional perspective is the
long duration of property assets which in comboratwith the common contractual tie of
rents to the rate of inflation offers a match tadderm liabilities. This has led many to use
an asset-liability management (ALM) framework tsess the benefits from including real

estate in mixed-asset portfolios (e.g., Chun, Gaticland Shilling, 2000; Craft, 2001).

The long term asset allocation related benefitgroperty are, however, not the only thing an
institutional investor needs to consider. Propeftgrs high risk-adjusted returns, in part due

to the liquidity premium. The relatively predictabncome stream from property also offers



an attractive opportunity for investors acceptieguing. In a low interest rate environment,
this can appear as a ‘free lunch’, as the retureauity of geared property investments well

exceeds the perceived risk to property investments.

There are also drawbacks to investing in propestych as the lumpiness of assets,
information asymmetries and barriers to ehtrjndeed, building values tend to be large and
properties are by their very nature indivisiblege theller of an asset generally has an
information advantage over the buyer and subslacaigital is needed in order to invest in
property without being exposed to too much assetifip risk. Another drawback is the

management of assets, which requires an organizaima personnel. This risk puts the
investor in a situation of being the manager ofoperating company rather than being an

investor.

Property as an asset class is in a period of transi The establishment of indices and the
growth of international service providers throughoburope add transparency and
expectations of increasing sophistication. Anotiesult of the increased transparency is that
cross border investments are now more substanti@keasing the within property
diversification benefits The international diversification gains stemnirthe local nature of
the assets as the income and market valuation aéset largely depend on its attractiveness
as well as the local economy. Thus, despite tbetlfeat the capital is becoming international
also in the real estate sector, the return gemgrdtinction of the assets remains very much

tied to the local economy.

! See also Hoesli and MacGregor (2000), chapted2Mitier and Geltner (2005), p. 440.
2 For a review of the literature on the benefitinbérnational real estate diversification in restiate, see Wilson
and Zurbruegg (2003), and Sirmans and Worzala (2003



Historically, direct investments via an in-housgaorization in the domestic market have been
the most common way to achieve an exposure tortbgepy market. With the introduction
of new investment avenues, however, more and meesiors are using third party managers
or indirect vehicles to achieve well balanced ddmesnd international property exposures.
These new avenues include outsourcing of the mamagfeof assets, the growth of the non-
listed property fund industry, the establishmentREIT-like structures in an increasing

number of countries and the creation of a derieatmarket.

The aim of this paper is to provide a contributioward a better understanding of the various
avenues to equity real estate investment and oflikeéy effects of the wider array of
investments on European real estate markets annvestors’ strategy options. In the next
section, we discuss the various ways of gainingsue to the equity real estate market. The
focus is primarily on major differences in the legaucture, pricing and tax status of these
vehicles. We then turn to examining the effectgeal estate markets of this wider array of
investment vehicles (section 3). In section 4,ithpacts of these new avenues on the real

estate strategy of investors are examined. Finsdigtion 5 contains our concluding remarks.

2. Types of real estate exposure

One way of viewing the increasing number of avenioeseal estate exposure is the well
known four-quadrant model, consisting of the twmelnsions equity/debt and private/public.
These two dimensions capture much of the complexitich investors face when choosing

an investment approach. This model is shown inféid..



As for other capital markets, property markets roffieo fundamentally different investment

forms in relation to the risk profile of the invesnt: equity investment and investment into
debt instruments. On the equity side, a long gqosition offers the investor an exposure to
the return on equity of real estate assets. Tthesreturn is in one way or another tied to the
income return in conjunction with the market’s \atlan of future cash flows. Debt investing

is more closely tied to the pricing of risk in rba to the risk free rate of return from short
term government bonds and the pricing of the risdebtor default. In this paper, we focus

exclusively on equity instruments.

Property markets also offer two practical avenwesxposure; either through investing in the
public (listed) market or over the private markethe public market is characterized by a
standardized exchange or other organized tradilageplthereby creating the basis for
transparency, liquidity and pricing efficiency. dontrast, the private market is characterized
by a lack of a standardized market place. This drasffect on transaction costs in the
broadest sense, transparency and market efficieAsynentioned above, all these aspects are
typically more investor friendly on the public matk The private market can, however, offer
investors excess returns from information asymmegtriliquidity premiums from the
illiquidity of the assets/investment and attractiisk diversifying characteristics. The public
market does not offer the same diversification fienas the private market. Further, there
can be significant deviations from NAV over extetigeeriods of time and the volatility on

the public market is usually greater as a resulhefgreater liquidity of public assets.

Examples of real estate assets traded over a puidiket are Real Estate Operating
Companies (REOC), tax transparent publicly listesimpanies (REITs; Real Estate

Investment Trusts stems from the U.S., but theeefamily of similar structures globally) and



real estate backed debt instruments (MBS; Mortdzaeked Securities, a pool of individual
debt contracts structured into a traded securiB®amples of private approaches to real estate
exposure are portfolios of directly held real estaeal estate funds, and single loans backed
by real estate. The latter types in each categoeydebt investments which fall outside the

scope of this paper.

We now turn to analysing private and public equégl estate investments in more detail, and

also to discussing real estate derivatives.

2.1 Private equity real estate investments

Direct real estate is the traditional avenue t¢ @state investing. Owning real estate directly
offers the diversification benefits investors segiants the investor full control of the strategy
and management of the portfolio, and is (with a femceptions) tax transparent for
institutional investors. These benefits come abst, however, some of the most obvious
ones being: large lot sizes, low liquidity, infortim@ asymmetries and management intensity.
The large lot size, and also heterogeneity, of estdte result in that a manager, even if the
portfolio is large, has a degree of unsystemasi (see also Miller and Geltner, 2005, p. 440).
Second, direct real estate investments are illigi¢an easily take between three to six
months to transact an asset. Third, the diredt estate market is ripe with information
asymmetries; a seller of an asset by definitionrhase information than the potential buyer.
This is further amplified if international investrnite are taken into account, in which case a
foreign buyer is at an information disadvantageany with regards to the information at the
asset level, but also with regards to market-widermation (see also Hoesli, Lekander and

Witkiewicz, 2003). Finally, real estate is a magmagnt intensive asset during the whole



cycle of the investment (from the technical manag@nof the assets, to the leasing activities,

refurbishments, and transaction and strategy dirnes®f the portfolio).

For international investments, an investment iniatVenture (JV) makes it possible to align
the interests of a local partner with those ofrdgarnational investor. JV structures, however,
are far from easy to access and are not harmonieading to difficulties in initiating and

managing these exposures.

Another avenue to exposure is the private fund etaile. dedicated investment vehicles set
up for the sole purpose of placing investor capitahe property market. The funds tend to
retain the diversification benefits of the direcanket (Table 1), while at the same time (in
most cases) addressing the information asymmetlylgm (by aligning the interests of the
manager with those of the investors), especiallyhan context of international investments,
and giving debt-constrained investors access t@bildy to gear the exposure. These funds
can take a number of different forms, from spedsdigal forms tailored for real estate funds
(German open-ended funds, GE@Rs private equity (in its broadest sense) stmastu The
latter are typically closed-ended structures (a¢gerred to as nominal return/IRR structures)
with pre-defined life duration. The specializeddeforms are typically tailored to create the
prerequisites for some type of liquidity, while thevate equity structures are instead limited

life.

Making an illiquid asset liquid is not, however,tmout problems; an open-ended structure
must in some way handle the potential redempti@mfrinvestors. As transacting the

underlying asset can at the best of times take tloge to six months, the fund must in some

% For a discussion of the history, construction elnaracteristics of German open-ended funds, seleeR@606).



way guarantee that it can meet this potential owtibf capital. The natural resolution of this
is to match the time the investor receives hisiagital with the time it takes to liquidate an
underlying asset from the fund’s portfolio. Thendback of this solution is that the sale of
the asset could be decided by the ability to dedl dsset, not necessarily to the benefit of
remaining investors. A second solution would bereate a liquidity reserve in the form of
cash or money market instruments. This has theddantage of hurting the performance of
the fund given the low return on cash. A thircealative is to use leverage to manage the
outflow of capital. This is not entirely unproblatic either as leverage is used to manage
liquidity, not necessarily to the benefit of theadl A fourth alternative is to provide a match
between a seller and a buyer (match-to-match litg)id This solution also has drawbacks,
however, as there is no guarantee that a buyebedaund and also the bid-ask spread may

be such that the benefits of investing in realtestall be mitigated.

This is why there has been a tendency for instihati vehicles to be closed-ended, although
there has been a recent increase in the interesipen-ended structures. A closed-ended
fund is very closely related to a private equityastment. The investor commits capital to a
fund, which has either already seeded the propgmstifolio with assets, or has not (blind
pool). During the course of the life of the fumalyestors receive a cash dividend, stemming
from the income return of the underlying portfoliéfter a predetermined number of years
the fund’s portfolio is wound up, and the procedddributed to the investors. At this stage
the IRR (internal rate of return) target of thedus either fulfilled or not. Given that most
such funds have been created quite recently, tiserm evidence on the probability of
achieving the target return. It is obvious thatrsprobability should depend on the state of
the market at the time of maturity. This undoubtedonstitutes a risk factor of such

investments, which in our view is often understdigdnvestors.



Figure 2 shows the GAV (gross asset value) of daseled private funds (excluding
GOEFs) over the period 1963-2005. As can be siengrowth of such funds has been
substantial since 1997, with a GAV of €bn 297 feay2005. Figure 3 depicts the breakdown
between finite and infinite life funds as a peregat of GAV for various investor types in
2005. It appears that private retail investorsestvexclusively through open-ended funds,

while a mixed behaviour emerges for institutiomalastors.

For an investor, the establishment and growth efftind industry have several benefits, in
terms of the ability to expand the scope of thategy for the real estate exposure. These
include:

* Access to specialized asset management abilitigeeincontext of a well balanced
overall portfolio strategy. A professional reatats investor has an expertise in a
number of segments, most usually offices and raesmle Moving outside these
sectors can, even though the rationale is corbectyjery hazardous as sector or niche
specialist competence is needed to achieve theedeskposure. In these situations,
the ‘top down’ rationale for investing into a nichearket might be better met by
utilizing an external resource specialized in thiche, thus resolving the operational
hazards in implementing the desired strategy;

* Ability to reduce information asymmetries when eimg new markets. By investing
through private funds, the investor in effect emédzes the operational
implementation of the predefined strategy. Asrttanager has a focus on the specific
strategy of the fund, and should have the resounszessary to implement the
strategy, he/she should be better able than thesiow to address information

asymmetries;
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» Diversification of specific risk (i.e., divisibilt of assets). As mentioned above, even
large investors have a degree of specific riskeirtportfolios. A way to reduce this
specific risk is to pool investments with those ather investors. By pooling
investments, for instance through a fund, the sanieof investment is subject to less
risk than if the investment was made directly iatbasset. This offers both large and
small investors the ability to reduce the spedifsk component of the portfolio, and

move towards the market risk level.

2.2 Public equity real estate investments

Listed real estate offers an opportunity to inviesb real estate holding companies without
the problems associated with investing into privedal estate. As discussed, the issues
associated with the latter include information asygtries, operational risks and liquidity.
REOCs, however, suffer from taxation issues astimepanies pay corporate tax. This is not
the case for direct real estate if held by insbnal investors. This has caused many
institutional real estate investors to view listedl estate investments as less return efficient.
The establishment of REIT-like structures addredes issue of tax efficiency, while
continuing to offer investors the benefit of lessgrithe information asymmetry problems for
unknown markets, increasing the potential for kijtyi and diminishing the operational risks

of implementing international real estate strategie

Public real estate, however, tends to be more yigbtrelated with the stock market than
with the real estate market on a one year holdergpg basis (see Table 2). Further, listed
real estate tends to be more volatile than diragestments due to the fact that listed

securities are traded daily (see Table 3). Alke, firice of real estate securities regularly

11



deviates from the NAV. Viewed from another perspes the short term valuation of listed
real estate is subject to relative sector viewshenstock market, and less to the valuation of
the underlying assets. Thus it would appear tmatfall desired diversification benefits that
real estate can generate are not achievable thimigtl real estate, at least not on a one year
holding period basis. In spite of this, real estsgcurities have still been shown to provide
diversification benefits for common stock portfaigLiang, Chasrath and Mcintosh, 1996;

Gordon, Canter and Webb, 1998).

There are some signs that the REIT market is beaupmiore closely related to the direct real
estate market. Clayton and Mackinnon (2003), f@aneple, use a multi-factor approach to
investigate the link between securitised real estaturns and stock, bond and direct real
estate returns. They report that the REIT marlettvirom being driven largely by the same
economic factors that drive large cap stocks thinotige 1970s and 1980s to being more
strongly related to both small cap stock and rethte-related factors in the 1990s. The
declining relation between REIT and common stockkets has also been documented by
Khoo, Hartzell and Hoesli (1993), and Ghosh, Maesl Sirmans (1996). Hoesli and Serrano

(2007) provide international evidence on this issue

If the holding period is extended to longer peridtie linkages of listed real estate with direct
property market increase substantially (see FigyreThis would indicate that the valuation

of the listed assets over time approaches the fuaedtal valuation, which is amply supported
by the academic literature. Mei and Lee (1994)jrstance, report that REIT and direct real
estate markets are driven by the same underlyiabestate factor (see also Gyourko and

Keim, 1992). More recently, Pagliari, Scherer dahopoli (2005) control for property-type

12



mix, leverage and appraisal smoothing and find thetmean and volatility of the two types

of real estate are not different from a statistpsispective.

The positive impact of including listed real estatea part of the allocation to real estate
stems more from the ability of such securities tovigle liquidity to the portfolio than from
the return and risk characteristics of real essateks. Figure 5 shows the correlation to
direct real estate and the risk-adjusted performant portfolios containing varying
proportions of direct and securitised real estameestments in France, the Netherlands,
Sweden and the U.K. Including listed real estate tevel of about 20 percent (with the
remaining 80% invested in direct real estate) dumssignificantly hurt the performance of
the real estate allocation as the return per unris& only drops from 1.3 to 1.1, and the
correlation with direct real estate remains highO& indicating no major loss in the

diversification benefits.

We maintain that as real estate will become manesparent and sophisticated, the difference
in pricing between the private and public marketl rg@ceive increased interest. With the
systematic deviation between the pricing of retdtesassets traded on the direct market and
the listed market becoming more evident, arbitragportunities between the two markets
will be exploited by investors, thus forcing anneased integration between the public and

the private sectors.

13



2.3 Real estatederivatives

Derivatives add a new dimension to the propertetaskass, as they offer an investor the
ability to cheaply achieve a beta exposure to thekat. For the issuer of a derivative, it is
the most cost- and time-efficient way to reducedkgosure to the asset class. The derivative
instruments being applied to the real estate maatisually structured on the basis of a well
established index, thus ensuring that there aramocal hazards with the pricing of the
underlying assets. Selecting a reliable and reptesive index for this endeavour is no easy
task and this clearly has constituted an impedinterthe faster development of property
derivatives. In a recent paper, Lecomte and Msmt2006) argue that establishing futures
and options based on the NCREIF Property Indicesmeeptually feasible, but many issues

are still unresolved.

The market for derivatives was first establishedthe U.K. in 1991, but failed shortly

thereaftet. Given the timing of the launch, many investoesavinterested in hedging against
price declines, but counterparts were more diffit¢alfind. As a result, transactions were
limited. In 1994, the property index certificat@®ICs) were launched, with around £800
million of PICs having been issued over the lifetloé vehicle. Total return swaps were
created more recently. These to date still cautstithe bulk of property derivative

transactions in the U.K. The U.K. market stariedake off in 2005, with volumes estimated
to have reached £800 million (see Baum, Lizieri &ndrcato, 2006). Efforts to create
derivatives are also being carried out in otherntoes. In Switzerland, for instance, the

cantonal bank of Zurich has recently launched twmwes$ of derivative products on their

* For more details on the development of derivatinethe U.K., see Baum, Lizieri and Marcato (2006).
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hedonic index of residential properties in ZurichQutside Europe, countries where

derivatives have been developed include the U.& Aastralia.

From an investor’s perspective, the establishméat derivatives market would significantly

increase the scope of strategy options. The nwidért benefits include:

» Ability to short risk. Real estate differs sigodintly from other asset classes as it has
been impossible to go ‘short’ in the asset claBse benefits for investors are evident,
in that an investor can actually exit an exposweatmarket or sector through a
derivative, without incurring the transaction cosassociated with selling the
underlying assets. It is evident that this is @fuistool for temporary down
weightings to real estate in the context of theadiasset portfolio, but it also opens
the door to a much more sophisticated ability tonage real estate risk on the
portfolio basis;

» Attainment of a market (beta) exposure. Real estah non-homogeneous asset, with
a significant specific risk affecting even largertfmios. Thus, even large investors
are unable to obtain a market exposure to a matkeugh direct investments.
Derivatives are the only way in practice to achitvs;

» Arbitrage. Investors should be able to take ad@gmtof any pricing differences
across markets by engaging in derivatives. Withsuwth derivatives, arbitrage
benefits are limited given the high transactionte@s real estate markets. It is likely
that such operations will enhance the efficiencyeal estate markets;

» Liquidity. Investors will be able to adjust thegal estate allocation to their desired

allocation more easily with derivatives given threajer liquidity of such instruments.
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3. Effectson thereal estate market

These innovations on the legal/institutional sideséy in conjunction with the increased
transparency, attracted significant amounts oftahfm the property investment market. This
has caused concern within the property industry i weight of capital will diminish the
yields to the asset class due to the rise in ptpp@dues. The rising interest for property is
also manifested by the increased number of investod funds searching for investment
opportunities. According to data from DTZ Researitte professional European property
investment market is estimated to include no mbem tabout a third of the total property
market (excluding residential properties). The aemnmg estimated two thirds of the stock are
owned by government entities and other owner-o&spisuch as corporations. With the
current fiscal situation of many European governmisienn addition to much needed
government investment in such things as infrastinectthere is a pressure to off load under-
managed property assets to the investment maiRetporations are under similar pressure
from shareholders to increase the efficiency inuke of capital, encouraging the selling of
assets to the property investment market. If tife. $ to be any guide to what might happen,
the real estate inventory went from a two-third evahip by owner occupiers in the 1980s to
being largely owned by the investor community. é@&uctng to DTZ, the invested stock
currently accounts for as much as 80 percent otdted commercial real estate stock in the
U.S. If such a trend were to occur in Europes iikely that many of these real estate assets
would be acquired by institutional investors. Hoesd Lekander (2005), for instance,
maintain that for the institutional real estat@eadition to grow to the lower level suggested in

the academic literature, i.e. to 15% of the totated portfolio (Hoesli, Lekander and
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Witkiewicz, 2004), a large but not impossible prdamm (31%) of assets held by non-

institutions would have to be acquired by instdogl investors.

We maintain that the likely effect of the re-allaoa of assets is an increased efficiency of
real estate markets. The development of realeediativatives would also contribute to the
efficiency of the market as a result of arbitragewaking advantage of any pricing
discrepancies across markets. Not the leastntneased capital flows on real estate markets
should lead to increased transparency through e¢lieldpment of indices and benchmarking
tools. It is likely, however, that the increasegplsistication and globalization of real estate
markets will lead to higher correlations, and hemess diversification benefits, across
international markets. We believe however thas¢hehanges should not alter substantially
the appeal of the asset class, as real estate thaies not likely to see the same level of

integration as financial markets due to the loealre of the underlying individual assets.

The development of finite life funds could potehliyi@onstitute a risk in relation with the real
estate cycle. Many of the funds were created enkllish part of the cycle, thus further
increasing the demand for real estate. If sucldsuwere to mature in bearish real estate
markets, an increase in supply (through the selbhgassets by maturing funds) could
exacerbate the cycle. We believe, however, thatritk should be contained given the small

fraction of the universe of real estate assets Inglitinds.
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4. Impactson real estate strategy

The development of these new investment vehicldemd easier to achieve an exposure to
real estate. These developments also make itlpedsr institutions to tailor an exposure to
the individual needs of the fund in terms of duratigearing level, liquidity, and risk/return
profile. Thus, investors can today implement styas, for instance based on an MPT or
ALM framework, that allow for arbitrage between kets (private versus public markets)
and for liquidity (listed tax efficient structurespen-ended private funds and derivatives),
while achieving substantial diversification usingveral specialized niches (through third
party managers, JVs, fund of funds, or separatetsires). The multi-quadrant approach to

investment into property is increasingly becomimgplemented throughout Europe.

Compared to the situation ten years ago, the wltditachieve a direct exposure to the real

estate asset class is facilitated by the growthntd@rnational property asset management

companies. This offers investors the ability toess the asset class from a pure investment
perspective, as well as being able to expand th#opo internationally without having to

establish local presence.

The growth of the non-listed sector allows investty access specialist managers, to gain
exposure to markets which would be difficult to eex through the direct route (e.g.,
international markets) and to handle the infornmatasymmetry of investing in a foreign
market. The non-listed property fund market alffers investors the ability to reduce the
specific risk in the property exposure, as the sameunt of capital is exposed to a larger
portfolio than would be the case if the investmeat done directly. This also implies that

the economies of scale of a large investor cancbessed with less capital, offering smaller
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institutional investors an entrance to the marketere are also new fund of fund structures
that offer an even easier route to exposure. Tadgantages come at a cost, however, as fees
are in most cases high in the non-listed sectoccoAding to a study by the industry body
INREV, core funds on average charge a managemendff@®.56 percent of the gross asset
value. The corresponding fee for value added gumbrdunistic funds is 0.61 percent and
0.58 percent, respectively. Added to this are @mesaction and performance fees. Many of
the vehicles have been created in bullish reakeestearkets, and there is to date only very
limited evidence on thex post performance of such products in declining markétsestors
should bear in mind, for instance, that the adiR& may substantially deviate from the target

IRR.

Although new products also have costs and riskecased with them, the following two

major strategic aims should be achieved by investor

* Liquidity with retained diversification. An invest can today chose a mix of direct
real estate in markets where he/she feels thainfleemation asymmetries can be
managed, add niche private fund investments astdlitgainvestment (either for
markets or specialized sectors) and from this f@rrmore portfolio of real estate
exposure. To this the investor can add derivatisego long and short for a specific

market or market segment and/or use listed reateeas a liquidity reserve;

* Internationalisation of real estate holdings. Wtitle institutional integration of the
European economies, the local nature of real estat&ets is decreasing somewhat.
The diversification benefits of real estate markegmentation and the portfolio

efficiency to gain from this will attract investarterest, and in the process diminish
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these benefits. But only to a point in our vieWhe local nature of real estate returns,
as described above, will continue to offer sigmifit diversification benefits. By

having the ability to invest through a third pamyltinational managers of real estate,
private real estate funds and through listed resthte, long term investors can

continue to reap these benefits on a large scale.

5. Concluding remarks

This paper has focused on the tremendous changelahe been occurring on European real
estate markets since the mid-1990s. For an extdepeleod of time, the preferred approach to
real estate investment was by means of direct hgédi Such strategy has significant
advantages, such as the weak correlation of dieadtestate with financial assets and hence
the diversification benefits, but also substantehwbacks such as lack of liquidity, the
required management skills and information asymiegetrUntil quite recently, the alternative
ways of gaining exposure to real estate markets VWimited investment opportunities in non-
listed real estate funds or investments in listexp@rty companies that were capturing many

of the stock market effects and thus limiting tiveedsification benefits.

The array of investment products in real estateketarhas expanded quite substantially.
Besides direct real estate investments, invesanopt for different types of real estate funds
such as finite life or infinite life funds. Sevetgpes of funds are available with varying
levels of market risk (depending on the type of e=tate assets held by the fund and on the
country where such investments are undertaken) ddinithancial risk (depending on the

gearing of the fund). Although benchmarks areidiff to introduce for such investments,
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there is evidence to suggest that the performahseich investments is akin that of direct
holdings. Listed real estate companies are aledréamsparent in an increasing number of
European countries, making it possible to invest p& a portfolio in such securities to

increase the liquidity of the portfolio. Last babt least, derivatives are developing in a
number of countries, although many issues arewstiésolved. Such products would provide
for more flexibility in real estate investing inatha portfolio could be balanced without the

actual purchasing or selling of assets and maigletould to some extent be hedged away.

Such institutional and legal changes, together tiéhlow interest rate environment and for a
while with the aversion of investors for stock istraents, have brought significant amounts
of capital to real estate markets. This is notrahlgmatic as yields are under pressure. Also,
profound changes of ownership of real estate haearced and are likely to continue in the
future. There is growing evidence that holdingyveh®ecome increasingly indirect, for
instance with companies selling off some of thesets and receiving in exchange shares of

newly created indirect vehicles.

A strong emphasis has been placed in this papéneimpacts of such changes on the real
estate strategy of European investors. We betieatethese changes provide for significantly
more flexible strategies. An investor can achikgeidity with retained diversification, for
instance. This is possible by combining directdhmals on markets where information
asymmetries can be managed with niche private fomdstments for specific markets or
sectors. These investments can additionally be bowed with derivatives. Also,
international real estate strategies will beconsegdo implement. Although markets should
become slightly more integrated in the processmaatain that the segmented nature of real

estate markets will prevail in the future. Investshould be aware, however, of the costs and
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risks associated with their strategy. A major iislour view is that several of these market
changes, but also the development of new investrsieategies, have occurred in bullish
markets. Although a full understanding of how efifiee these strategies will be in declining

markets is impossible, this issue should be consitiearefully.

In sum, institutional and legal changes make itspgade to adopt an investment strategy that
truly meets investors’ objectives. The bulk oflsutianges have taken place over the last ten
years, but we expect changes to continue in thedwdding both more depth to the markets
where substantial change has already occurredismitracreased investment opportunities in
countries where change has so far been more limif€dis is good news for real estate

markets as transparency and professionalism wdrave as a result of this trend.
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Figure 1 The four-quadrant model of real estatesting
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Figure 3investment in finite and infinite real estate furfds various types of European real estate

investors as of 2005
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Figure 4 Correlation between securitised and direat estate for various time increments

(one- to eight-year rolling periods) (1986-2005)
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Figure 5 Correlation to direct real estate and-adjusted returns of portfolios containing

varying proportions of direct and securitised reatate in France, the Netherlands,
Sweden and the U.K. (1988-2005)
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Table 1 Mean quarterly return and standard dewatiodirect real estate and property funds
in the U.K., 1990Q2-2006Q1

Mean Return Stdev Risk / Return | Correlation to
(%) (%) Ratio Direct Market
Direct Real Estate 2.38 2.06 1.16 1.00
Funds 2.32 2.38 0.97 0.96
Source: IPD

Table 2 Correlation between annual returns on #esmd real estate and returns on direct real

estate and common stocks in selected countrie§-2085 (Ireland 1988-2005)

France Ireland Sweden Netherlands U.K.
Corr (Sec. RE, Direct RE) 0.21 -0.19 0.51 0.04 0.61
Corr (Sec. RE, Stocks) 0.51 0.19 0.44 0.45 0.33

Source: IPD, GPR and authors’ calculations

27




Table 3 Mean annual return and risk on securitieedl estate, direct real estate and stocks in

selected countries, 1986-2005 (Ireland 1988-2005)

Sec. RE Direct RE Stocks
France Return (%) 11.0 8.0 14.6
Risk (%) 18.4 7.8 26.9
Ireland Return (%) 24.4 15.7 14.0
Risk (%) 47.8 11.5 25.3
Sweden Return (%) 11.9 10.7 20.9
Risk (%) 29.9 14.9 32.8
Netherlands Return (%) 8.4 10.0 134
Risk (%) 16.3 3.4 214
U.K. Return (%) 14.7 11.7 11.8
Risk (%) 26.4 9.3 15.4

Source: IPD, GPR and authors’ calculations
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