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Chapter Twelve
Real Estate Strategy — Theory into Practice
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How do you prefer to invest in real estate?

e Buy buildings or land directly?
e Joint ventures?

e |PSX?

e Clubs?

e Listed securities? ?
¢ Funds? |

e Funds of funds?

We asked a group of family offices. What did they say?
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Why do you prefer buildings/direct?

?
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Why do you prefer buildings/direct?

¢ You are better than professionals at stock selection
* You don’t trust advisers
¢ You don't like paying fees

¢ You don’t believe in the benefits of diversification
— (Markowitz should give back his Nobel prize)

¢ You don’t want to go through KYC or money laundering
checks

¢ You have unique tax-based structuring issues

e You have at least $500bn of investable assets
— (10% into real estate means you have $50bn to invest — enough to diversify)
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How would you invest £100m?
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Investing £100m: best risk/return?

The benchmark is unleveraged UK direct real estate
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How would you invest $6bn?
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Strategy: aims

e The aim of strategy is: to allocate capital to the best performing
markets, sectors, and asset level strategies on a risk adjusted basis i.e.
to deliver the maximum return for a given risk constraint

e A good strategy produces management value-added or alpha

e In practice, strategy requires a blend of judgement and quantitative
analysis

e Key requirements are views on expected returns and risks

e Portfolio construction is not as straightforward in property as it is in
other asset classes: the nature of the asset class presents unique
challenges
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The top-down strategy process

forecasts

valuation
model

portfolio market
analysis buys/sells

[ [ I
[

portfolio
strategy

objectives
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Definitions: market buys/sells

e Forecasts
— Rent growth, deprecation, cap rates
— Some (rent growth, depreciation) are more reliable than others (cap rates)

¢ Valuation model

— Discounts the cash flows to present value: requires discount rate or produces IRR

e Market buys / sells
— Positive NPV, or IRR exceeds target
— Target =RFR +Rp
— Market buy: IRR > RFR + Rp before leverage

e The capital structure decision should follow the investment decision

— Does it make sense to buy this with 100% equity?
— If yes, should we use leverage?
— If yes, how much?
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Sources of risk and return

Risk & Return

Portfolio Capital
structure el structure
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Top down, bottom up?

Market forecasting ability

Stock selection skills Good Poor

Active management | Active management

concentrate on a few concentrate on a few

Good buildings buildings

shift sector weights hold market weights
based on forecasts

Active management | Passive management

Poor diversify diversify

shift sector weights hold market weights
based on forecasts
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What is risk? Where does it come from?

e Potential variability of total return
— Around the market average?
— In absolute terms?
— Can we avoid being affected by the market?

e Sources
— Concentration of structure: all London, all offices, all £50-150m
— Concentration of stock: 1-5 buildings
— Leverage: > 40%
— Development/value-add
— Low income
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Alpha or beta?

Repositioning
Type A Moderate

redevelopment
Core-plus

Stable lease roll
Moderate NOI
Upside
Return: 8-12%

Return

Opportunistic
Distressed sellers
Development, significant
redevelopment,
financial engineering,
Value-added emerging sectors

Return: 12%+
Leverage: 60%+
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Core
Le 1 50-60%

Fully leased multi- everage ; Type B

tenant property

Return: 5-8%
Leverage: 20-40%

Return: 4-6%

Leverage: 0-20%
Risk

Andrew Baum
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Alpha and beta in property investment

Stock alpha
— Cost control, leasing strategy, asset enhancement, acquisitions & dispositions
— Asset management and transaction skills are the drivers

Structure alpha
— Higher than benchmark allocations to outperforming markets and sectors

— Forecasting skills are the driver
Stock beta
— Asset level operating leverage
— Continuum from ground rents to speculative developments

Structure beta
— Domestic benchmark: allocations to more volatile sectors

— Global benchmark: exposures to higher risk geographies
— Financial leverage

Real Estate Investment: A Strategic Approach Andrew Baum

Impact of increased risk / higher beta
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Benchmarking

¢ Relative return mandate

— |IPD, NCREIF etc

— Index + x% to reflect risk profiles and potential manager value-add
e Absolute return mandate

— Typically stated in real terms, e.g. RPI + x% , or 6%

e Even absolute return strategies are influenced by the market
portfolio — equilibrium approach
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London Capital strategy: objectives

e The aim of strategy is: to allocate capital to the best performing
markets, sectors, and asset level strategies on a risk adjusted basis i.e.
to deliver the maximum return for a given set of (risk) constraints

e Our challenge is to devise a Capital Preservation Strategy and a
Growth Strategy

e The constraints include

- The current capital base (assuming no further capital calls from the
investor)

- Maximum LTV of [50]%
- UK market / GBP denominated returns
- Income is currently retained/available for re-investment
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Alternative portfolios

¢ We modelled three model portfolio structures: the current
portfolio; a low-risk portfolio; and a high return portfolio

e The results are based on the stress test results, the historical
correlation between the sectors and the property specific risk, all
based on MSCI historic data

Real Estate Investment: A Strategic Approach Andrew Baum

Portfolio A: low risk / capital preservation

* Developments are assumed to be held until completion

e Core assets in sectors with the worst “downside” returns are sold.
These are Central London offices

* Three assets are sold, c. 50% of the portfolio’s GAV

* Core assets in sectors with the best downside and low correlation are
bought (student accommodation, supermarkets, rest of UK industrial
and office parks)

* Leverage is reduced to 40% LTV

Real Estate Investment: A Strategic Approach Andrew Baum
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Portfolio B: high return / capital growth

* Developments are assumed to be held until completion

* 5 core assets in sectors with the worst “upside” returns are sold
(regional offices, retail warehouses)

* These represent c. 21% of the portfolio’s GAV

* Core assets in sectors with the best upside are bought (London office
developments)

* Leverage is maintained at 50% LTV and cost in increased to reflect the
cost of development funding

* We have assumed that developments are able to generate 1% above
the expected MSCI returns on a levered basis
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Current portfolio — 5 year expected returns
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UNLEVERED
+ Expected unlevered total return of 4.1% p.a.

+ 15% probability of negative returns
+ 6.5% probability of returns in excess of 10% p.a.
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Portfolio A: low-risk / capital preservation
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Portfolio B: high return / capital growth
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LEVERED

Expected levered total return of 8.0% p.a. (50% LTV @ 2.93% p.a.)

+ 31% probability of negative returns
« 45% probability of returns in excess of 10% p.a.
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Summary

LTv
Investments % Core % Development 0% 30% 40% 50% 60%

Current Portfolio 1 75% 25%
Total return (%p.a. pre-tax and 5.7% 7.1% 7.7% 8.3% 8.7%
fees)

Probability of negative returns 23.4% 26.1% 27.6% 29.7% 32.8%
Portfolio A - Low-risk / capital
preservation

Total return (%p.a. pre-tax and 1% 5.0% 5.39% 5.6% 5.7%

fees)

Probability of negative returns

18 100% 0%

15.0% 18.8% 21.0% 23.6% 28.2%
Portfolio B - High-return / capital 1 79% 219%
growth
Total return (%p.a. pre-tax and 5.4% 6.8% 7.4% 8.0% 8.3%
fees)
Probability of negative returns 25.4% 28.1% 29.5% 31.4% 34.3%

Real Estate Investment: A Strategic Approach
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Summary

The current LC portfolio is expected to deliver a higher return than the
market, on both a leveraged and unleveraged basis

A low-risk portfolio with 40 per cent leverage is expected to deliver returns
very close to the market average, around 5-5.5 per cent with a c.20 per cent
risk of negative returns

The current portfolio is expected to deliver returns of 8-8.5 per cent, which

are very similar to a high growth portfolio with 50 per cent leverage, with a
higher (c.30 per cent) risk of negative returns

Real Estate Investment: A Strategic Approach

Andrew Baum
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Summary

Negative return prob
Low risk, unleveraged (1a) 4.1 15.0

5.3 21.0
5.7 23.0
8.3 30.0
5.4 25.0
8.0 31.0
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Summary
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A portfolio summary: family office

io*

Equity committed £5.2m M Portfolio
Equity drawn £3.5m Cash
Other
Val TVPI Multiple (Sep 19, £3.41 0.97;
iy iR Ep e m/ X Residential  p—
Number of funds 4 Industrial- Rest of UK
GAV (£m) £124m Industrial- South East  m—
Rest of UK offices
Number of assets @3 Restof South Eastoffices
LTV current / expected (%GAV) 22% [ 36% WestEnd offices
Standing investment (% GAV) 50% City offices

Planning risk Retailwareh ouse
17%

(income producing, % GAV) Shopping centres
Development risk (% GAV) 50% Standardretal - Rest of UK
Non-income producing planning 27% Standardretal - So uth East
%
/ development

0% 10% 20% 30% 40%  50%
Pre-let/fwd funding 6%

*portfolio risk and sector metrics excludes undrawn equity commitments
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How would you invest $6bn?

e How can we sub-divide the global real asset market? How might
these categories buy used or define our portfolio strategy?

e What real asset types would we prefer?

e How would we execute the investment programme?

Real Estate Investment: A Strategic Approach Andrew Baum
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The GPIF case

December 20, 2017 6:00 am JST
Japan's pension giant steps into real estate

GPIF diversifying portfolio away from stocks and
bonds

The Government Pension Investment Fund has been taking on riskier assets due to
historically low bond yields

TOKYO -- Japan's Government Pension Investment Fund is starting to actively invest
in domestic real estate funds in a bid to boost its returns.

The GPIF, which has no internal real estate expertise, has already decided to diversify
its portfolio away from stocks and bonds. The entity will invest up to 5% of its 156
trillion yen ($1.37 trillion) holdings in alternative assets such as infrastructure
projects, private equity and real estate. The fund has been looking for outside asset
managers specializing in those areas since April.

Real Estate Investment: A Strategic Approach Andrew Baum

GPIF

e The Government Pension Investment Fund was founded in 2006 — it is the
largest pool of retirement savings in the world with ¢.$1.5tn of AUM*
e Over the next 100 years the fund will contribute around 10% of Japan’s
pension budget; liquidity calls are expected to start in ¢.30-40 years
e ltsroleis to preserve and grow its capital pool through ‘stable long-term
returns’ to meet Yen liabilities; it is an enthusiastic advocate of ESG
e The fund is unusual due to:
— itssize
— restrictions (e.g., no direct investments in companies)
— 100 year / 3 generation mandate
— low risk approach
e Initial investments were domestically focused, and low risk, but low returns
have led leadership to gradually change the structure of the portfolio

Real Estate Investment: A Strategic Approach Andrew Baum
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What is driving GPIF?

Real Estate Investment: A Strategic Approach
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GPIF and Japan’s pension system

e GPIFis funded from the
Japanese government’s pension
premium surplus

100%

e As the population ages this
surplus will become a deficit,
which GPIF will be expected to
cover

Pension payment sources

0%

Real‘Estate InVestment: A Strategic Approach

Pension premiums

Government
contribution

Present

Role of the pension reserve
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50 years later

Long-term plan
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through investment

Secure funds

returns

Decline in
working
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Covers deficit

Pension premiums

Government
contribution

100 years later
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GPIF portfolio allocation (YE 2018)

Investment assets and portfolio allocation
(Consolidated with GPIF and the Pension Special Account)

Inside: policy asset mix (figures in parentheses
indicate deviation limits)
Outside: at the end of March 2019

Foreign equities
25.53%
¥41,897.5 villion

Domestic bonds
26.30%
¥43,162.7 billion

;I+543A)) Short-term assetsete®
+4% 7.67%
25% ¥12,587.1 biltion

Foreign bonds
(£9%)

16.95%
¥27,818.7 billion

Domestic equities
23.55%
¥38,655.6 billion
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Introducing alternative assets

e In 2012 GPIF started to consider adding exposure to ‘alternative assets’

e This shift is part of attempts to diversify the portfolio and increase exposure
to higher yielding assets

e |tis based on the belief that alternative assets offer
— Exposure to different risk / return profiles than listed assets
— Exposure to return factors that are unavailable in public markets
— Some protection from the volatility of listed markets

’

— Avreturn premium over listed assets to compensate for ‘illiquidity

Real Estate Investment: A Strategic Approach Andrew Baum
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Your brief

* You have been asked to advise GPIF on their entry into the global real estate
market (ex-Japan)

e You should consider:
— The fund’s objectives (and constraints)
— The portfolio strategy options
— Execution options

Real Estate Investment: A Strategic Approach Andrew Baum

Preparation

e How can we sub-divide the global real asset market? What factors will
you use to determine a portfolio allocation?

9
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Strategy: issues to consider

e |nvestment options
— Private or public
— Direct or indirect
— Debt or equity
— Geographies
— Property types
— Risk style
e Liquidity?
e Currency? (Yen was at a 0.50 high v sterling in 2015; now 0.75)
e Global demographics and megatrends

e  What risk limits would you put in place?

Real Estate Investment: A Strategic Approach

Andrew Baum

Strategy

e What real asset types would you prefer?
e Where will you be overweight?
e What bets are you placing?

9

Real Estate Investment: A Strategic Approach
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Execution: issues to consider

e Context

— GPIF’'s in-house team / level of real estate experience

e Managers

— In-house or subcontract; multiple or single managers; advisory or discretionary; conflicts;
platform; capabilities across alternatives; additional services required (e.g., research,
accounting, reporting etc.); fees; taxes

e Qut of scope
— Tax; accounting; structuring; liabilities; SAA

Real Estate Investment: A Strategic Approach Andrew Baum

Execution

¢ You have five years to achieve the objective. How will you get this done?

Real Estate Investment: A Strategic Approach Andrew Baum
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What works? What doesn’t?

e One point of contact - a ‘super-manager’
e Global coverage ex-Japan
e Access to best in class one the ground operators (real estate is local)

e Proven track record (Type A emphasis, some Type B)
¢ No conflicts
e Reasonable fees

e large in-house capital pot with first choice

¢ In-house only execution (funds)

Real Estate Investment: A Strategic Approach Andrew Baum

GPIF’s decision

e In September 2018 GPIF awarded their first ex-Japan global real estate
mandate to CBRE Global Investment Partners, part of CBRE Gl

e The mandate is a discretionary mandate to build a portfolio of funds,
joint ventures and large assets focused on core real estate with third
party asset managers

e CBRE Global Investors is a top ten global manager of alternative assets
— its real estate business (c.580bn) covers direct, indirect and securities

e GIP manages over £530bn via third party asset managers

Real Estate Investment: A Strategic Approach Andrew Baum
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The CBRE GIP mandate

e (CBRE’s mandate appears to form part of a longer-term objective to
deepen GPIF’s alternative asset capabilities

e Type A investments, but some scope for higher / different risk (e.g.
value add, development etc.)
— Market relative benchmark, with bets
— Focus on domestic currency returns, i.e. largely hedged
— Limited leverage (c.30%)

e Lot size target of c.5100-5250m GAV and c.30 investments (i.e., $3bn to
$7.5bn vs. c.575bn alternatives target)

Real Estate Investment: A Strategic Approach Andrew Baum

Target geographic exposure
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Source: CBRE Global Investors
As of June 30, 2018.
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Target exposure by product

_ Global targets Regional targets

Private unlisted
core / core-plus

US REITs and Listed
Equities
Non-US REITs

Value-add and
Opportunistic funds

JVs and co-
investments

Debt

45%

10%

15%

20%

15%

Real Estate Investment: A Strategic Approach

US - 15%

Asia Pacific — 5%
Europe — 25%
US - 10%

Europe — 5%
Asia Pacific — 5%

Andrew Baum

GPIF: progress

Manager Start of
Investment

In-house investment in a
unit trust

Infrastructure

Discretionary
Discretionary

Discretionary
Real Estate Discretionary

In-house investment in a
private REIT

Discretionary

In-house investment in a
unit trust

Private Equity

Discretionary

OMERS / DBJ

Sumitomo / Stepstone
Nomura / Pantheon

DBJ
Mitsubishi-UFJ

Various

Asset Management One /

CBRE GIP
DBJ/IFC

Neuberger Berman
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Core — Developed

FoF / Core — Global
FoF / Core — Global

FoF / Core — Japan*
FoF / Core — Japan

Core — Japan
FoF / Core — Global
Consumer focus in

EM
FoF / Higher Risk

Feb 2014

Jan 2018
Feb 2018

Mar 2018
Dec 2017
Jan 2018

Sep 2018

Jun 2015

April 2020
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