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For over 35 years, LaSalle has been focused on Atlanta New York
delivering competitive investment performance Amsterdam - Parls
for more than 400 clients around the world.
Building relationships is at the heart of everything S o Franeieen
we do. We use our unparalleled sector experience London Seoul

and depth of research to present a compelling Los Angeles  Shanghai
view of the future, so enabling our clients to Luxembourg  Singapore

Baltimore Prague

Chicago San Diego

invest with confidence. Madrid Sydney
Mexico City Tokyo

Milan Toronto

lasalle.com Munich Vancouver

Past performance does not guarantee future results. Investment in the real estate
sector is subject to risks and no investment strategy or risk management technique
can guarantee return or eliminate risk in any market environment.
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Yardi® InvestorPlus

Investment
transparency
depends on Yardi

Get complete insight into
portfolio and investor health
and quickly respond to
investor inquiries with an
easy-to-deploy customer
relationship management
and mobile business
intelligence solution.

800.866.1144
Yardi.com/InvestorPlus

V YARDI | Energized for Tomorrow
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EDITOR'S LETTER

According to the 2017 PREA Investor Report, 30% of PREA investor members that responded
invest in assets other than real estate. Those assets include infrastructure, timber, natural resources,
agriculture, and other assets.

If your organization invests in real assets
other than real estate, indicate how you
are currently invested by type.

If your organization plans to invest in real assets
in the next 24 months, indicate how you plan
to invest in the future.

Infrastructure 71.4% Infrastructure 85.0%
Timber 64.3% Natural Resources  45.0%
Natural Resources  50.0% Agriculture/Farm  45.0%
Agriculture/Farm  32.1% Timber 35.0%
Other 14.3%

Source: PREA

The primary reasons driving these investment strategies is a need to diversify and hedge against
inflation. In addition, those surveyed said real assets offered stable income flows and were believed to
have overall higher returns.

Obviously, real assets are here to stay as a component of investors’ asset mix. Many PREA members
who at one point were the real estate officers now carry dual roles, covering both real estate and real
assets. Recognizing the expanding responsibilities of PREA members, the Fall 2017 issue of the PREA
Quarterly offers a detailed review of real assets by industry leaders.

Angie Davis, President of Campbell Global, provides an overview of timberland investments. Next,
Bruce J. Sherrick, Director of the TIAA Center for Farmland Research at the University of Illinois,
reviews the farmland sector. The opportunities of renewable energy investments are discussed by Keith
Goplerud, Economic Research Analyst at Hancock Natural Resource Group. Gary Sernovitz, Manag-
ing Director of Lime Rock Partners, discusses oil and gas investments in our fourth feature. Andrew
Dietz, Managing Director, and Daniel McCormack, Senior Vice President, at Macquarie Infrastructure
and Real Assets, share their insights on infrastructure. Need more? Our regular Real Assets department
features a column by Dave Lowery of AXA Investment Managers—Real Assets focusing on digital
infrastructure.

PREA Publications Committee

The members of the PREA Publications Committee, listed to the right, are responsible for developing
the topics for the Quarterly and help make this a must-read industry publication. Four of our longstand-
ing committee members, Ritson Ferguson, Robert Kochis, Christopher Longee, and Bret Wilkerson,
will roll off the committee after the PREA Institutional Investor Conference in October 2017. They have
served on the committee for a combined 40 years. Their insights and help with the PREA Quartetly
have been greatly appreciated, and we thank them for their dedication to PREAs mission to serve its
members engaged in institutional real estate investments through the exchange of information.

John Koza Leadership Program

For eight consecutive years, PREA has sponsored the John W. Koza Leadership Fellows, and we are
pleased to again offer this benefit to investors in 2018. Investor members are encouraged to nomi-
nate candidates for the prestigious program, which is designed to familiarize investors with the
educational resources available to them via PREA. Thus far, 27 individuals from 15 organizations
have been named Koza Fellows. The program is named in recognition of John Koza, a longtime
PREA supporter, Board Director, and from 2003 to 2004, Board Chair. For more information about
the Fellows Program and to apply (or nominate) to the 2018 program, visit the PREA website at
www.prea.org/awards/koza/.
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SUSTAINED
EXCELLENCE.

The only real estate company in America to
earn this distinction every year since 2003.

Partner of the Year
Sustained Excellence 2017

USAA Real Estate Company

T - —:ia-__{":

“It's rewarding to see the impact we have made by prioritizing sustainable, energy-efficient
operations throughout our portfolio. A win-win approach as our tenants express their
satisfaction about working in environmentally responsible settings, and our partners enjoy

the value created by improved financial performance.”

LEN O'DONNELL
PRESIDENT AND CEO, USAA REAL ESTATE COMPANY

AA®

REAL ESTATE

ar

usrealco.com
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T TAKES A

STRONG HISTORY

TO UNDERSTAND THE
FUTURE OF REAL ESTATE

Since 1981, AEW has been a constant for its clients during
the ups and downs of the global economy. We've navigated
through many market cycles and have successfully provided
disciplined, real estate investment solutions to the world’s

foremost institutional investors.

Our research-based approach takes history into account
as we use our deep experience fo anticipate where future
opportunities may emerge. This approach has helped us
grow from one of the first dedicated real estate investment
firms info a global organization managing over $60 billion

of real estate assets and securities around the world.

Our achievements would not have been possible without our
investors, and we'd like to thank you for your support. We p|cm
to build on our strong history as we continue on your behalf to

focus on the future of real estate.

FOR MORE INFORMATION VISIT AEW.COM OR CALL 617.261.9000

Gross asset value as of March 31, 2017. Total AUM includes $28.4 billion in assets managed
by AEW Europe and its affiliates and $923 million in advisory,/subadvisory wrap and other
accounts for which AEW provides only a model portfolio.
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Deutsche
Asset Management

ACCESS A WORLD OF
REAL ESTATE POSSIBILITIES

A 45-year real estate investment heritage, professionals

in 22 cities around the world and more than $56.7 billion

under management... this is the kind of expertise needed
to develop real estate solutions in a global market.

realestate.deutscheam.com

/

Deutsche Asset Management is the brand name of the Asset Management division of the Deutsche Bank Group. The respective legal
entities offering products or services under the Deutsche Asset Management brand are specified in the respective contracts, sales
materials and other product information documents.

Assets under management as of June 30, 2017.

For purposes of ERISA and the Department of Labor’s fiduciary rule, we are relying on the sophisticated fiduciary exception in
marketing our services and products, and nothing herein is intended as fiduciary or impartial investment advice unless it is provided
under an existing mandate.

This advertisement has been approved and/or communicated by Deutsche Bank AG. The services described in this advertisement are
provided by Deutsche Bank AG or by its subsidiaries and/or affiliates in accordance with appropriate local legislation and regulation.
Deutsche Bank AG is authorised under German Banking Law (competent authority: BaFin—Federal Financial Supervisory Authority)
and by the Prudential Regulation Authority and subject to limited regulation by the Financial Conduct Authority and Prudential
Regulation Authority. Details about the extent of our authorisation and regulation by the Prudential Regulation Authority, and
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© 2017 Deutsche Bank AG. All rights reserved. ALT179094 (9/17) 1-039849-1


http://www.preaquarterly-digital.com/preaquarterly/fall_2017/TrackLink.action?pageName=9&exitLink=http%3A%2F%2Frealestate.deutscheam.com

CHAIR'S REPORT

PREA supports an array of long-standing forums to fulfill its mission of helping inves-

tors learn about and understand macroeconomic, geopolitical, and other developments relevant to
investment decision making, In recent years, these established platforms have been augmented by an
expanding array of events and media that seek to maximize convenience and access for busy PREA
members. A number of important recent examples appear below.

(1) In July, Director of Research Greg MacKinnon released a PREA Research Report ranking
US metropolitan areas by their percentage increase in college-educated population, a correlate of
economic growth and real estate returns. MacKinnon examined that statistic generally and within
specific age bands, including the millennial cohort, generating lists containing some of the “usual
suspect” metro areas as well as some names likely to surprise many observers. Members can view
the report at www.prea.org/research/research-reports/.

(2) Also in July, the Association hosted a “PREA Near You” event in New York during which Mat-

thew Mowell (Oxford Economics) led an interactive discussion of regional variation in US economic
performance, underlining the potential for secondary cities to grab a larger share of tech employment
and economic growth than they have previously. Participants asked about the tech-sector metrics on
which various metro areas were assessed in a ranking Mowell shared, and spoke about the potential
implications from their perspective as real estate investors.

(3) PREA organized webinar broadcasts in July, August, and September on risk measurement in real
estate investment (with MacKinnon, Devon Olson of Utah Retirement Systems, and Howard Radley of
Radley & Associates), 2Q2017 results of the PREA | IPD U.S. Property Fund Index (with MacKinnon
and Elizabeth Francis of MSCI), and the future of the retail landscape (with Doug Herzbrun of CBRE
Global Investors, John Burns of John Burns Real Estate Consulting, and Leanne Lachman of Lachman
Associates). Webinars can be replayed online at www.prea.org,

Webinars and regional events are overseen by PREA's New Programs Committee, chaired by
Gadi Kaufmann of RCLCO Real Estate Advisors. The committee is in the midst of planning a major
enhancement to its services, an online community of PREA Networks through which members will
be able to continue the conversations begun at PREA's in-person events, as well as initiate new ones.
These networks stand to optimize the interactive, educational character of PREA membership and to
enhance communication and collaboration on subjects of shared interest. We look forward to sharing
this new member benefit with you in the coming months.

I would like to conclude on a note of thanks to PREA members for their enthusiastic participation in
the fund-raising and internship campaign for the PREA Foundation, which will support the training
and entry into our industry of promising college students from underrepresented backgrounds. The
presence of this talent—roughly 150 interns by 2021—will have a profound effect on students’ career
trajectories and on the future vitality of our industry. As the original fund-raising goal of $5 million has
now been reached and exceeded, the initiative’s leadership has raised the target with an eye to building
an endowment capable of sustaining high-level support for the foundation’s work over the long term.
We will present an update on the campaign’s outstanding progress during the 2017 Annual Investor
Conference at which this issue of the Quarterly will be distributed.

Regards,
Kevin Faxon
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Invest Soundly + Sustainably

Our commitment goes beyond the building

Bentall Kennedy is investing in the future with an
emboldened commitment to leading the way in
sustainability.

What started as a focus on energy efficiency and
green building certifications is now the
foundation of the next stage of our journey,

taking our commitment to sustainability beyond
the walls of our buildings and embracing our role
as co-creators of communities.

Read our 2017 Sustainability Report, Invest

Soundly + Sustainably, at cr.bentallkennedy.com.
It's a reflection of how we see the world, and how
we put these words into action.

Bentall Kennedy, a Sun Life Investment Management company, is one of the largest global real estate investment advisors and one
of North America’s foremost providers of real estate services. Bentall Kennedy serves the interests of more than 550 institutional
clients and investors across office, retail, industrial and multi-residential properties throughout the U.S. and Canada. Bentall Kennedy
is comprised of Bentall Kennedy (Canada) Limited Partnership, Bentall Kennedy (U.S.) Limited Partnership and the real estate and
mortgage operations of their affiliates.
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PREA FOUNDATION

PREA FOUNDATION | Access. Inclusion. Success.

DIVERSITY AND INCLUSION
STRENGTHEN THE BOTTOM LINE.

"There is evidence that "We need to prioritize

investment firms with coalition building to-
employees of varied ward stronger diversity in
backgrounds perform the institutional investor

better than less-diverse industry and real estate

firms, and that has sector.”

implications for the retirement accounts

Scott Evans
of teachers, police officers, and other city CIO, New York City Retirement System
employees”
Scott Stringer

NYC Comptroller
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PREA FOUNDATION

Investing in Diversity Drives Better Results

The PREA Foundation was introduced at the 2017 CEO
Leadership Forum and Spring Conference with a simple
yet vitally important mission: to further the interests and values
of the real estate investment community by advancing industry-
wide diversity and inclusion.

A diverse workforce has increasingly been recognized as a key
factor in a firm’s investment performance and overall success.
Investors understand the benefits achieved with a staff made up
of people from different backgrounds and with different per-
spectives. They are now selecting managers whose own employ-
ees reflect the diverse constituencies of retirees and other stake-
holders they both ultimately serve.

In order to help achieve its mission, the PREA Foundation
entered into a partnership with Sponsors for Educational Op-
portunity (SEO) to establish the first ever Real Estate Track.
SEOQ has a 35-year track record of providing select educational
and internship opportunities to undergraduate college students
from underrepresented backgrounds. The PREA/SEO Real Es-
tate Track will be SEO Career’s first program specific to real
estate. What makes SEO Career complementary to other di-

versity programs is that the organization focuses its efforts at
the undergraduate level, providing internship opportunities to
sophomores, juniors, and rising seniors, those who are ready
for their first full-time position. Additionally, SEO looks for tal-
ent not just at elite colleges, but at hundreds of campuses across
the country.

After an initial outreach over the summer, there has been con-
siderable interest in the SEO Real Estate Track from both stu-
dents and real estate organizations, including institutional inves-
tors, offering intern positions. The first class of interns is poised
to begin in the summer of 2018.

Along with the very positive responses regarding internships,
fund-raising has been extremely successful. The PREA Founda-
tion was introduced with an original goal of $5 million to be
raised before the Annual Conference in October. Because of the
overwhelming, industry-wide support for this initiative since
its launch, that goal has been surpassed. Any additional funds
raised will allow the Foundation to build and expand its pro-
gramming, including the real estate track with SEO, to provide
opportunities for more students and organizations alike.

At press time, $8,070,500 in gifts and pledges has been received.

"What | have always
said to my staff is
you have fo make
the extra effort to

go out and find

=
h-Ll

break groupthink. | don’t want a bunch

people. We want fo

of people around that look like me and

think like me. We want to have people .

Vicki Fuller

ClO, New York State Common
Retirement Fund

with very diverse backgrounds that think

about things in very different ways.”

Christopher J. Ailman
ClO, CalSTRS

“The group is often
smarter than any
one individual but
only if diverse think-
ing and debate is
fostered. Leadership

means empowering different opinions

and being open fo being challenged.”

’| think we can do
better in terms
of drawing more
diversity of talent

into the invest-

ment office. We
all know that. And we are committed
to bringing as many different voices

into the investment office as we can.”

Ted Eliopoulos
ClO, CalPERS

For those interested in making a pledge or learning more about the PREA Foundation, please reach out to Gail Haynes at gail@prea.org.
Any commitment will benefit individual participants and the industry as a whole in measurable and transformative ways.
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RESEARCH INSIGHTS

Sometimes Expensive Markets Are Cheap, and Cheap Markets Are Expensive:
Looking Past Long-Term Averages

Greg
MacKinnon
PREA

One of the fundamental questions rcal estate investors
face is whether to concentrate on primary or secondary markets.
There is no universally accepted definition of what constitutes
a primary market, but it can generally be thought of as a large
market with significant institutional investment. Primary mar-
kets have certain built-in advantages for large investors because
of their higher liquidity and the relative ease with which capital
can be put to work. For purposes of this article, however, let’s ig-
nore these, admittedly very important, factors and concentrate
simply on returns.

In a recent article in the PREA Quarterly, authors from
Deutsche Asset Management provided an excellent overview of
the behavior of different types of markets and their advantages
and disadvantages." As part of that analysis, the authors plotted
the beta (sensitivity to the cycle) of each market against its aver-
age return. Exhibit 1 here does the same, but I restricted this
analysis to office markets.”

As theory would predict, higher beta office markets tend
to have higher average returns over the full 20-year period—
higher risk and higher returns do go together over the long run.
The exhibit also labels the ten largest office markets by market
cap in the NCREIF Property Index. Note that these primary

markets generally have betas greater than one, indicating higher

Exhibit 1: Average Total Return Versus Beta, Office by MSA

exposure to swings in the overall market and hence greater sys-
tematic risk. The notable exceptions (with betas below one) are

Houston and Washington, DC (which tend to march to their

own drummers based on oil and government), and Chicago.
Generally, however, the primary office markets have greater

exposutre to the cycle but have earned higher total returns over

the long term.

Income and Total Returns: Is There a Relationship?

A potential drawback to primary markets is that they are often
seen as expensive places in which to put capital to work. Cer-
tainly, the meager cap rates currently found in major market
core are a source of consternation for investors looking to ac-
quire properties. Exhibit 2 seems to back this up. It plots the
average income return (as a proxy for cap rate) in office for each
metropolitan statistical area (MSA) against the average total re-
turn; both are measured from 1997 to 2016.

This look at 20-year averages again shows that the primary
markets tend to group together, this time with the lowest aver-
age income returns. Given that income returns are a proxy for
cap rates, this indicates that primary markets tend to be more
expensive than secondary markets on average. Also clear in
the exhibit is the negative relationship between the average in-

come return and the average total return;
though the primary markets tend to be

more expensive on average, they also

3.5% )
generated higher average returns over
3.0% — "“”"""‘\ /’"‘ Frandisco the 20-year period.
. osAngeles  seattle 4 .
5 Washington, 0C _ Houston 0B omese At first blush, Exhibit 2 seems to in-
Py [ ] [ ] 7'y . .
3 e o < dicate primary office markets are more
S ° ° . Cambridge . .
= 20% ° than able to overcome their relatively
g e % iy ’ low cap rates and provide higher returns
: . Chicago °
& 1% . v to investors over the long term. But two
v
=z o issues need to be considered. First, the
exhibit is based on averages over 20
0.5%
° 1. Kevin White and Mark Roberts, “Defensive
0.0% Strategies fora Market Downturn,” PREA Quarterly,
0.0 0.2 0.4 0.6 0.8 1.0 12 14 1.6 Spring 2017.
Bet. 2.To be consistent with the Deutsche Asset Man-
eta

Source: PREA Research based on NCREIF data
Notes: Based on the period 101997 to 1Q2017. Betas are calculated for each office market with
respect to the NCREIF office index.
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agement article, Exhibit 1 is based on the period
1997 to 2016. It includes only office markets for
which at least ten years of data were available.




>
v
5

f i
DRE A AD OR ow A
A\ P AN A - -ﬂl L
’ - -
- 1
E | sl
- ._-“-_,--"'
b1 Lt
g -
- '-I__‘.-P'
L] =
mi 4-"'-"-1 -
[ :-1“’-‘.‘]“'_. i+
1. -]
- I
|.-!l-"\,_‘H |
1 T ‘.
1 o -
. : N 1 - | |
- : .- = = .- ‘ %‘
L= i
s 1 . wl
" f |
- o = ! i
! I 1 = ' 1
l"! | il I | ] |1 .-!T
- . -y I R R 1
‘i o 0 I B R TR ot
" o R
= I AR,
N ahiilt jin
! |! e o - E EET -'.'.i-.
| o i
= = thay) gy . Aas il
el HEE i
| Fa 3 a i
| ST LET ¥ 11l
] i § | g . ,:if-
.! Rl o [ ]Pr i
] B ! 1 f E. | plit
' H i o Figs i
1 § iR i i bt 15 i
i E i i
i B i helll i
5 R B k| o Rir i
1] R o e g ERan =1 e
i 1 F . e il ! Wi
Ty e ree g 5
| L] i TEIi
i | LN I e Tw i L.-'-
B | P e e IR T TR
. B iE s el o _ug HRER -
- - | , P ¥y i f = :
' " f 4 b g P [ el e | |
I O F' S | =
- ¥ *
= il L;‘ ! 1' | e E

ARA has a new home - $8 IB IOOO/O

Downtown Los Angeles.

in assets under management

as of June 30, 2017 employee-owned

Reflecting the growth, expansion, and strength of the

firm, ARA’'s new headquarters will give our investors,

business partners, and professionals access to a
location in the heart of one of the nation’s largest ‘\ /I
financial centers. °

ARA is now located on the 49™" Floor at 515 S. Flower square feet of LEED years of providing real estate
Street (City National Plaza) in Downtown Los Angeles. certified. properties investment solutions

Visit the new www.aracapital.com to learn more about our investment solutions.

LOS ANGELES | ATLANTA | BOSTON | CHICAGO | ORLANDO | PHILADELPHIA | SAN FRANCISCO


http://www.preaquarterly-digital.com/preaquarterly/fall_2017/TrackLink.action?pageName=15&exitLink=http%3A%2F%2Fwww.aracapital.com

RESEARCH INSIGHTS

Exhibit 2: 20-Year Perspective on Office by MSA: Average Total Return Versus Income Return

to be expensive on average, might actu-
ally have relatively high cap rates. So a typi-

o cally expensive market might sometimes
L 20% — -~ be cheap and correspondingly, a typically
g . o ° . cheap market might at certain times be ex-
E 1.8% W . «CambridgE ":"m:/ santose pensive. The academic research cited above
E Chicago —° ‘ e ° .. o Seattle reclassifies markets based on their cap rates
i . ‘ Washington,C Bewlork  each quarter; hence, it is not classifying
5 Boston Los Angeles . .
2 14 San Frandisco primary markets as low cap rate but rather
% looking at which markets had the lowest cap
< rates at that time.
Given the high betas of primary markets,
1.0'%; 2% 14% 1.6% 1.8% 2.0% 2% 2.4% 2.6% 2.8% 3o theideathat the relative cap rates in primary

Average Total Return per Quarter

Source: PREA Research based on NCREIF data
Notes: Office properties only. Based on the period 1Q1997 to 1Q2017.
The exhibit omits Riverside, an outlier to the others, for clarity of presentation.

years. While some investors actually do buy and hold for such a
long horizon, the typical holding period for institutional prop-
erty is substantially less than this.> Hence, other than investors
who are extremely careful to put equal amounts of capital to
work every year, few people actually invest at an average time.
The specific conditions at the time of acquisition and disposi-
tion will affect the returns investors realize. Second, the image
in Exhibit 2 presents seems to contradict recent findings from
the academic literature. Work published in the 2015 issue of
the PREA-sponsored special real estate issue of the Journal of
Portfolio Management classified MSAs as having high or low in-
come returns (L., cap rates) each quarter and then compared
the performance of those markets* The study found that, on
average, high cap rate markets outperform low cap rate markets.
The difference in performance was found to exist in investment
horizons out to 15 years in length, although it did diminish
somewhat with longer horizons.

How then to reconcile the, perhaps intuitive seeming, results
shown in Exhibit 2 that primary markets provide higher aver-
age returns with the results of the more carefully done academic
research? And does it really matter that Exhibit 2 is based on
long-term averages? I believe these two questions are related. A
particular market (e.g., New York) may have low cap rates on
average over a long period of time, but that does not mean it al-
ways has lower cap rates than other markets. For example, there
may be periods during which a primary market, which tends
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and secondary markets will vary over time

may make sense. In rising markets, primary

markets rise the most and exhibit cap rate

compression. But during downturns, pri-

mary markets fall the most, leading to cap
rate expansion, which can leave some of those markets with
higher cap rates than many secondary markets at the trough
of the cycle.

The practical implication for investors, and an explanation of
the difference between the results of looking at long-run average
cap rates versus cap rates at each point in time, is that market
timing matters in real estate. Market timing often gets a bad rap
in real estate given its illiquid nature. But by timing I am not
referring to trying to predict the cycle exactly or implying in-
vestors need to get in or out of certain markets at certain times.
Rather, the concept of timing I am employing here is simply
that investors consider current market conditions when decid-
ing on investment strategy—something that most investors do.

3. A study published in 2000 found the average holding period for US insti-
tutional real estate to be approximately 11 years for properties purchased in
the 1980s and 1990s (Jeffrey D. Fisher and Michael S. Young, “Institutional
Property Tenure: Evidence from the NCREIF Database,” Journal of Real Estate
Portfolio Management, 2000, Vol. 6, No. 2, pp. 327-338). A study on the UK
market found the average holding period to be about seven years as of
1998 (David Collett, Colin Lizieri, and Charles Ward, “Timing and the Holding
Periods of Institutional Real Estate,” Real Estate Economics, 2003, Vol. 31, No.
2, pp. 205-222). Both studies found that holding periods were decreasing
significantly over time; therefore, average institutional holding periods may
now be less than these estimates, especially given the rise in popularity of
opportunistic strategies since the studies were published.

4. Eli Beracha and David Downs, “Value and Momentum in Commercial
Real Estate: A Market-Level Analysis,” Journal of Portfolio Management, 2015,
special real estate issue, pp. 48-61. This paper is available to PREA mem-
bers on the PREA website at https:/www.prea.org/members/portfolio-
rnanagement/october-2015/.



http://www.preaquarterly-digital.com/preaquarterly/fall_2017/TrackLink.action?pageName=16&exitLink=https%3A%2F%2Fwww.prea.org%2Fmembers%2Fportfolio-management%2Foctober-2015%2F
http://www.preaquarterly-digital.com/preaquarterly/fall_2017/TrackLink.action?pageName=16&exitLink=https%3A%2F%2Fwww.prea.org%2Fmembers%2Fportfolio-management%2Foctober-2015%2F

Investment decisions such as deciding on target markets should
be based on conditions at the time, not on how that market is
priced on average.

Market Rankings Change Over Time
Although all this may be interesting (perhaps only vaguely to
some), it is really useful only if the underlying premise is ac-
tually true: Do primary markets, which are expensive on av-
erage, sometimes become relatively cheap? And do markets
that are on average cheap sometimes
become relatively expensive? To analyze
this, I looked at each office market (..,
MSA) in the NCREIF database between

100%
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definitely not a particularly expensive market and was, in fact,
among the lower half of MSAs when ranked by the pricing of
office properties. Further, although not shown in the exhibit, if
the data are extended back farther, in much of the 1980s and
early 1990s, New York office was actually in the highest quartile
by income return, ranking as one of the cheapest office markets
by that metric. While New York has one of the lowest average
income returns over the full 20-year period, there are definitely
periods when it is less expensive than many other markets.

Exhibit 3: New York-Percentile Rank of Office Income Return Versus Other MSAs

1Q1997 and 1Q2017 with at least ten

years of data. For each quarter, I ranked
75%

Top Quartile
(Highest Income Returns)

the income returns to office in each mar-
ket and calculated the percentile rank of
each market in the distribution (e.g, if a

market had a percentile of 25% or less, o

it was in the lowest quartile of income

returns that quarter; 75% or more and it o

was in the highest income return quar-

Percentile Rank of New York Office Income Return

tile; and if the percentile was 50%, it had

the median income return). Plotting the o

Bottom Quartile
(Lowest Income Returns)

percentile rank of a market over time

301998 |

1Q1997
1Q1999
3Q1999

3Q1997
1Q1998

reveals how its income return relative to
other markets (.., its relative expensive-
ness for investment) changes over time.

Exhibit 3 presents the results for New

1Q2000
3Q2000
1Q2001
3Q2001
1Q2002
3Q2002
1Q2003
3Q2003
1Q2004
3Q2004
1Q2005
3Q2005
1Q2006
3Q2006
1Q2007
3Q2007
1Q2008
3Q2008
1Q2009
3Q2009
1Q2010
3Q2010
1Q2011
3Q2011
1Q2012
3Q2012

Source: PREA Research based on NCREIF data

Exhibit 4: Chicago—Percentile Rank of Office Income Return Versus Other MSAs

1Q2013

3Q2013
1Q2014
3Q2014
1Q2015
3Q2015
1Q2016
3Q2016
1Q2017

York office. In recent years, New York 100%
has ranked as one of the lowest income
return markets, and the city has been

5%

Top Quartile
(Highest Income Returns)

consistently in the lowest quartile since
the beginning of 2011. This should come

as no surprise to those investors looking

—

at the very low cap rates on New York 50%

office deals over the past several years.
What may be surprising, however, is

. 25%
that there have been periods when New

Percentile Rank of Chicago Office Income Return

York office has been in the third quartile

for income return among office markets.

P
—]

Bottom Quartile
(Lowest Income Returns)

This happened in the 2009 downturn,
the early 2000s, and late 1997/arly
1998. At those times, New York was

1Q1997
3Q1997
1Q1998
3Q1998
1Q1999
3Q1999

1Q2000
3Q2000
1Q2001
3Q2001
1Q2002
3Q2002
1Q2003
3Q2003
1Q2004
3Q2004
1Q2005
3Q2005
1Q2006
3Q2006
1Q2007
3Q2007
1Q2008
3Q2008
1Q2009
3Q2009
1Q2010
3Q2010
1Q2011
3Q2011
1Q2012
3Q2012

Source: PREA Research based on NCREIF data

1Q2013

3Q2013
1Q2014
3Q2014
1Q2015
3Q2015
1Q2016
3Q2016
1Q2017
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Exhibit 5: St. Louis—Percentile Rank of Office Income Return Versus Other MSAs

100%

90%
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60%

50%
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Percentile Rank of St. Louis Income Return

0%

a sure thing; in the most recent period
from 2012 to 2016, the lowest cap rate

markets outperformed by a substantial

(Highest Income R )

Top Quartile margin, during a time characterized by

an extended period of cap rate compres-

-
ey
—

sion in primary markets. What it does

Source: PREA Research based on NCREIF data

As further examples, Exhibits 4 and 5 present the same anal-
ysis for two other markets, Chicago (another primary market)
and St. Louis (a decidedly non-primary market). Those office
markets have at different times been among both the most ex-
pensive and the least expensive markets. The upshot of this is
that, while a market may on average tend to have higher (or
lower) cap rates than other markets, the relative pricing can
vary hugely over time. Sometimes the “expensive” markets are
the cheapest, and the “cheapest” the most expensive.

But Does This Affect Returns?

How much can the variation in relative pricing among of-
fice markets affect the ultimate returns to investors? Exhibit 6
shows average annual total returns over the four five-year in-
tervals from 1997 to 2016. For each time period, the average
annual returns to the markets in the top quartile by income
return at the start of the period (e.g., as of 4Q1996 for the pe-
riod 1Q1997 to 4Q2001) are shown along with returns to the
markets in the bottom quartile by income return. Essentially, it
shows the average returns over five years on the markets that
were, as of the start of the period, the most expensive and the
least expensive.

The important thing to note from the exhibit is that in three
of four time periods, the average return to the highest income
return markets exceeds the average return to low income return
markets.” The outperformance ranges from 190 basis points
(bp) per year in 1997-2001 to 50 bp per year in 2007-2011.
This does not indicate that targeting high cap rate markets is

18 PREA Quarterly, Fall 2017

indicate, however, is that things change
\ over time, and current conditions mat-
\ I \ \ I ter. Although Exhibit 2 shows the office
\ \ { markets that on average have low income
) .
- | - returns provide total returns that are on
I\  Bottom Quartile

(Highest Income average higher, over a particular invest-
V ment horizon such as five years, it may
888888 E8855¢8¢888:8:28:8:888888¢E¢228EEEEE88E8EEE888E8  verywell be the high income return mar-

Egegegzgdegagegegogegegogegagagegagggegage

kets that do better (and, in fact, they do

better the majority of the time).
Another important point to note from
Exhibit 6 is the degree to which individual markets can vary
in terms of their cap rates relative to other markets. In the four
time periods in the exhibit, only one market, St. Louis, is in the
top quartile in all periods. No market is in the bottom quartile
by income return in all four periods. Most interesting is that
there are 11 markets that are one of the most expensive markets
in one time period but are one of the least expensive at another
time. Looking at only the average level of cap rate or income
return for a market over a long period simply does not capture

the dynamics of how markets can change over time.

Condusion

The simple analysis here is not meant to provide any defmitive

answers on the best investment strategy. It looks only at returns

and not at other important aspects of the investment decision-
making process. No adjustment was made for risk; the higher
betas of primary markets should be taken into account if com-
paring to secondary markets on a risk-adjusted basis. Impor-
tantly, it does not include the liquidity aspect of the primary ver-
sus secondary market decision: Is it possible to put a significant

amount of capital to work in smaller markets, even if one wants

to target them? Is it worth the risk that exit from an investment
may not be possible in the future because of lack of liquidity?

How will transaction costs affect ultimate returns? Investors

5.Because the analysis incudes both primary and secondary markets, | used

the equally weighted average across the markets in each time period to

avoid having the results dominated by a small number of the largest mar-
kets, as would happen if the average were weighted by market value.



Exhibit 6: Average Total Returns to Office Over Five-Year Horizons—MSAs With High Versus Low Initial Income Returns
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A.1997 to 2001
First Quartile (Lowest) Income Fourth Quartile (Highest) Income
Returns at Beginning of Period  Returns at Beginning of Period
Average Average
Total Total
MSA Return MSA Return
Atlanta 10.4% Bridgeport, (T 21.5%
Austin 16.9% Cambridge 18.0%
Boston 17.8% Fort Lauderdale  14.1%
Chicago 12.9% Miami 11.3%
Los Angeles 14.0% Minneapolis 9.3%
Sacramento 13.1% Oakland 19.3%
Tampa 8.5% St. Louis 13.2%
Average 13.4% Average 15.3%
(Equally Weighted) (Equally Weighted)

B. 2002 to 2006
First Quartile (Lowest) Income Fourth Quartile (Highest) Income
Returns at Beginning of Period  Returns at Beginning of Period
Average Average
Total Total
MSA Return MSA Return
Anaheim 13.6% Dallas 7.4%
Boston 10.6% Minneapolis 10.0%
Fort Lauderdale  12.4% Montgomery County, PA  10.7%
Los Angeles 13.9% Portland, OR 13.2%
Miami 11.9% Sacramento 12.1%
Newark 11.2% St. Louis 7.3%
Oakland 9.1% Silver Spring, MD 15.0%
San Francisco 7.9% Washington, DC 16.2%
Seattle 11.7% West Palm Beach 15.6%
Average 11.4% Average 12.0%
(Equally Weighted) (Equally Weighted)

Sources: PREA Research based on NCREIF data

need to consider all these issues along with simple returns.

There is no single, right answer to the primary versus
secondary market question. But that is really the point; too
often investors are faced with plots such as Exhibit 2 and de-
cide the primary markets do better, and therefore there is no
reason to even consider other markets given their inherent
liquidity issues. My point here is not that secondary markets
are better or worse than primary from a return perspective,
but simply that there is no single right answer (and what
answers there are likely change over time).

To many it may come as no surprise that there is no one
type of market that always outperforms. This is especially so
since looking at things on a market level is painting with a
pretty broad brush. The recently released 2017 special real es-
tate issue of the Journal of Portfolio Management, sponsored by
PREA and available to members at www.prea.org/members/

portlolio-management/, includes a paper I had the privilege

to work on with two academic coauthors (Eli Beracha of
Florida International University and David Downs of Vir-
ginia Commonwealth University) that takes a different look
at the issue. Rather than looking at market-level returns, it
looks at things property by property, classifying individual
properties as high or low cap rate and comparing the returns
to investors. What this more-detailed look reveals may sur-
prise some in the industry, as it does come up with a pretty
definitive answer—high cap rate properties outperform
and do so almost all the time, across the cycle and across
all property types. As always with this type of research, the
jury is still out, but that research paper does provide some
very interesting evidence, and I encourage those interested
to take a look at the full paper on the PREA website. H

Greg MacKinnon (greg@prea.org) is the Director of Research
at PREA.

€. 2007 to 2011 D.2012t0 2016
First Quartile (Lowest) Income Fourth Quartile (Highest) Income First Quartile (Lowest) Income Fourth Quartile (Highest) Income
Returns at Beginning of Period Returns at Beginning of Period Returns at Beginning of Period  Returns at Beginning of Period
Average Average Average Average
Total Total Total Total
MSA Return MSA Return MSA Return MSA Return
Anaheim -1.3% Austin 3.2% Anaheim 10.1% Fort Lauderdale 9.1%
Boston 4.3% Chicago 1.3% Austin 12.2% Lake, Kenosha Counties, IL-WI 5.0%
Denver 2.5% Houston 7.8% Denver 11.7% Minneapolis 5.4%
Los Angeles 4.8% Lake, Kenosha Counties, IL-WI 3.2% Newark 2.9% Montgomery County, PA 6.0%
Philadelphia 4.2% Oakland 1.3% New York 10.5% Orlando 10.2%
San Diego -2.1% Portland, OR 2.3% Raleigh 7.0% Philadelphia 10.9%
San Francisco 4.0% Raleigh 4.8% Riverside 73% St. Louis 4.1%
Washington, DC 5.1% Sacramento —-0.9% San Francisco 15.8% Silver Spring, MD 0.8%
West PalmBeach  -3.1% St. Louis -0.2% Washington,DC  5.7% Tampa 8.8%
Average 2.0% Average 2.5% Average 9.2% Average 6.7%
(Equally Weighted) (Equally Weighted) (Equally Weighted) (Equally Weighted)
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REAL ESTATE SECURITIES

Examining the Uptick in REIT M&A Activity:
What It Says About the Market

Eric Rothman
CenterSquare
Investment
Management

After a lull in the pace of mergers and acquisitions
in the US REIT market, a surge of activity began midway
through the second quarter of 2017 and into July and Au-
gust. Only one traditional merger was announced in the
fourth quarter of 2016 (Regency Centers’ $6 billion acquisi-
tion of fellow shopping center REIT Equity One), only two
in the third quarter of 2016, and 2017 also started off slowly.
However, after two announcements in February, a shift oc-
curred between late April and early July when six separate
transactions totaling $20.6 billion were announced. Then
in August, one of the biggest REIT mergers in years was
announced—the $7.8 billion “merger of equals” between
Starwood Waypoint Homes and Invitation Homes.

Interestingly, the announced mergers covered a number
of different property sectors, including lodging, health care,
data centers, office, apartment, and single-family rentals.
The deals included a mix of big and small, as well as new
and old REITs. Consideration ranged from all cash to stock
for stock to a combination of cash and stock. Transactions
included business combinations, takeovers, and go-private
deals. Some announcements were welcomed by the public
markets, and others left investors with questions.

Why the sudden uptick in REIT M&A activity? No two
mergers or acquisitions are identical, and each has its in-
dividual circumstances. Timing is difficult to predict, with
some transactions in the works for months and others com-
ing together quite quickly if conditions are right. That said,
we believe underlying market and cyclical conditions laid
the groundwork for the increase in M&A activity.

Favorable debt capital markets and a stable fundamental
outlook are prerequisites for large entity-level transactions.
Buyers today are confident about the fundamental outlook.
Sellers who have failed to gain sufficient scale or achieve a
competitive cost of capital are finding that the quickest path
to rectifying their situation is to join forces. Private buyers
can arbitrage the disconnect between certain discounted
REIT valuations and higher private-market values—every
once in a while, one plus one equals more than two. But mo-
tivations for merging will always be questioned, and the ac-
quirer must have a good rationale. Acquirers that can solve
some fundamental problems are more likely to be successful.
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Why Mergers Occur and Why They Don’t Occur

The strongest hand doesn't always win—there must be a
willing seller. Hostile bids are rarely successtul—just look at
Simon Property Group’s unsuccessful bids for rivals Taub-
man Centers, General Growth Properties, and Macerich
Corp. If a REIT has no intention of being acquired, there is
little a suitor can do. Entrenched management and boards
have a myriad of corporate governance tools they can em-
ploy to thwart takeovers. For this reason, hostile takeovers
are quite rare in the REIT space. A would-be acquirer needs
to do more than simply raise its bid.

An Array of Sodial Issues Is the First Hurdle
Before a board and management team conclude it is time to
sell, they first consider the so-called social issues. Social is-
sues are the emotional, human, and non-numerical factors
for which the offer price means less. Mergers that solve for
social problems have the highest probability of success.
Perhaps the most obvious social issue is that the man-
agement team is putting itself out of a very lucrative job. If
its members are at the wrong point, from their perspective,
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REAL ESTATE SECURITIES

in their careers, they have little incentive to seek a sale no
matter the external or practical pressures. REITs with older
management teams, those with ill-defined succession plans,
or those young enough to resurrect themselves in a new
REIT are the most likely to be sellers. REITs with strong
family connections or whose executives are unlikely to get
a second chance at managing another REIT are the most
hesitant to sell, in our experience.

Inside ownership can both facilitate and impede the
merger process. If insiders hold sufficient stock to outweigh
the downside from putting themselves out of a job, it can be
helpful. The less stock insiders hold, the less incentivized
they are to sell. Conversely, very high insider ownership can
impede the merger process as it can represent a powerful
tool to thwart an unwelcome suitor. This is all the more true
when insiders hold super voting rights by a fault in corpo-
rate governance structures.

Taxes can also be a significant hindrance. Because many
REITs are the products of decades-old businesses built by
individuals through the accumulation of assets with roll-
forward bases, the tax consequences of an all-out sale can be
enormous. The deferment of capital gains taxes over these
long periods can result in enormous tax bills for certain in-
dividuals. The different tax bases of insiders and sharehold-
ers is often an invisible source of conflict. Although this can
be structured around, suitors that fail to account for this

important issue can run into material opposition.

The Influence of the Cyde and Market’s Signal
One REIT’s ability to acquire another is most often a func-
tion of its cost of capital advantage. Immediately following
the global financial crisis, the REIT market experienced a
“rising-tide-lifts-all-boats” phenomenon, in which most real
estate firms benefited from a recovering market. In the en-
suing years, many REITs focused on disposing of the non-
core albatross assets and on reducing the financial leverage
that was impeding their recoveries. As the cycle has pro-
gressed, this phenomenon has passed. Winners and losers
have become more clearly defined today.
As the cycle has progressed, REITs that have gotten their
houses in order are in a position to press their cost of capital
advantage and expand via M&A. Based on valuations, the
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market is signaling to REITs that enjoy a cost of capital ad-
vantage to use that advantage to grow and gain scale. Con-
versely, the market is telling REITs that have been unable to
attain sufficient scale or attract sufficient capital to effectively
execute their business plans that the current course of ac-
tion requires a change. That change may be an outright sale.

Need for Scale

Competitive pressures, public company expenses, Sar-
banes-Oxley compliance costs, and the need to be suffi-
ciently diverse have put increasing pressure on small pub-
lic companies. REITs that once could thrive with a $500
million capitalization have found that the bar is set much
higher today. In the increasingly regulatory-heavy pub-
lic sphere, dramatically higher compliance and regulatory
costs have forced some smaller companies onto the auction
block. Companies that are too small struggle for relevance
with investors, making it difficult for them to achieve an ef-
ficient cost of capital.

Need for Accretion

A cost of capital advantage on its own is insufficient to entice
a merger. The obvious would-be candidates are often poor
fits for REITs with an existing cost of capital advantage. A
target REIT needs to represent a compelling opportunity,
and there must be strategic value to the combination. Get-
ting bigger is not the same as getting better; acquirers must
strengthen their portfolios, and growth must benefit share-
holders. A REIT will lose its cost of capital advantage if it
uses it unwisely.

Cost synergies are often cited as key drivers of M&As.
The most immediate cost savings often come from poorly
run companies. An interesting by-product of REITs focus
on improving efficiency the past few years may have had a
detrimental impact on mergers. As REITs get stronger and
more efficient with purged portfolios and streamlined op-
erations, these synergies can be realized.

Alternatively, M&A can be used as an entry point into
a new strategy or geographic market, or it can be used to
eliminate a perceived deficiency in a REIT's strategy or area
of expertise. Because the bar is very high for any REIT at-
tempting to shift its focus or expand into a new area, some-
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times an effective way for a REIT to move into a new area is

to acquire an expert in that area.

Public-Private Arbitrage

The discount or premium between publicly traded REITs

and private real estate drives a lot of M&A activity. We esti-
mate that today the REIT market as a whole trades roughly

at net asset value. However, by our estimates, certain REIT
sectors trade at significant discounts to net asset value (retail

and office, for example), and others trade at significant pre-
miums (net lease and heath care). When the public market

is trading at a discount to private market value, it creates an

advantageous environment for private investors to buy pub-
licly traded firms. If private-market investors can purchase

real estate assets for less than the cost of building or buying

those assets individually by acquiring a public REIT, they

will. Alternatively, when public REITs trade at a large premi-
um to net asset value, they can use their cheap cost of capital

to buy private companies and assets. The recent increased

M&A activity supports this thesis, as there have been both

go-private transactions and acquisitions of private portfolios

by public companies.

Outside Agitators

Activist investors are rising in influence in the REIT space.
Their mere presence can be enough to shake boards of en-
trenched or underperforming REITs to rethink their strate-
gies by highlighting the disparity in value and or insufficient
history of generating returns to shareholders. Though the
pressure applied is mostly in the court of public opinion,
these activist investors can generate a lot of bad press. The
weaker the history of generating performance for sharehold-
ers, the greater the risk of becoming an activist target. Activ-
ist investors have fed the increase of M&A activity within
the real estate market in recent years. Notwithstanding the
controversies some of these investors have generated, they
have pushed several subpar, inactive, or absentee boards to
take notice, answer tough questions, and explore strategic

alternatives.

An Attractive Offer Is in the Eye of the Beholder
We believe the vast majority of REIT boards and manage-
ment teams take their fiduciary duty to shareholders very
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seriously. A rejected offer is hardly a failure of corporate
governance. In fact, it is often the opposite. A firm may
not believe it is being offered a fair price. Offers need to be
vetted in the context of the REIT's long-term value. A pre-
mium offer relative to today’s value may be a large discount
to tomorrow’s value. Boards are charged with a fiduciary
responsibility to all shareholders, not just to the interests of

the most vocal or short-term investors.

When Mergers Happen for the Wrong Reasons

Price and value considerations should be paramount but are

not always so. Some M&A transactions irreparably damage

companies. Paying too high a price can permanently ham-
per growth. Questionable motives—such as a management

team’s securing its own job by purchasing a second firm—
can be a nonaccretive disaster that investors will not easily

forgive. Occasionally, a company acquires another in an ef-
fort to dilute risks embedded in its own portfolio. Although

the original risk may be reduced, the risk embedded in the

acquired firm must be absorbed. When a large, expensive,
and high-profile deal goes bad, it often costs management
executives their jobs.

Conclusion

Today’s real estate fundamentals, accommodative credit
markets, and the relative valuation gap some REITs hold
over others have made for a fertile M&A landscape, in our
view. Relative valuations and discounts/premiums to net
asset values will ultimately be arbitraged. Regardless of
the direction—public to private or vice versa—as smaller
or weaker companies are absorbed or acquired, the overall
health of the REIT market improves as a result of the exci-
sion of that underperformance. Stronger REITs with bigger
platforms, better margins, attractive costs of capital, and ac-
cess to capital are more relevant to all investors. US REITs
have used the rising real estate cycle of the past several years
to sharpen their sector focus, systematically improve their
portfolios, and reduce their financial leverage. An entity-
level transaction that furthers any of these goals should be
welcomed. H

Eric Rothman is a Portfolio Manager at CenterSquare Investment
Management.



BLEM

$300,390,000

LEM MULTIFAMILY SENIOR EQUITY FUND IV, L.P.

August 2017

Investing in Class B value-add multifamily properties
in primary and secondary U.S. markets

MULTIFAMILY EXPERTS

Experienced. Disciplined. Diligent.

lemcapital.com



http://www.preaquarterly-digital.com/preaquarterly/fall_2017/TrackLink.action?pageName=25&exitLink=http%3A%2F%2Flemcapital.com

GLOBAL MARKETS

Think Globally, Act Locally

“Capital will always go where it is welcome and stay where it is well treated.”

Michael Acton
AEW Capital
Management L.P

United Kingdom se——— $604.6

— Walter Wriston

The average US institutional investor allocation
to property now stands at slightly more than 10%, the
highest level ever and more than twice the level re-
ported as recently as 2000." Clearly, US institutions
like what real estate does for their portfolios. At the
same time, US institutional investors show less home
country bias than do investors in other countries,
with roughly 20% of property holdings outside the
US, comparable to Australia and trailing only Canada
among the larger institutional investor countries.
While a 20% allocation to non-US property is signifi-
cant, it is not clear that such a target is truly suffi-
cient for long-term investors. One simple metric for
allocating across global markets would be in propor-
tion to the relative sizes of the professionally managed
real estate investment markets. Exhibit 1 illustrates

the relative size of the individual country markets
but also aggregates the individual countries to create
North American, European, and Asia-Pacific totals.
By size of market alone, this would suggest rough al-
locations of 35% for North America, 35% for Europe,
and 30% for Asia-Pacific.

Just as they care about absolute market size, insti-
tutional investors likely also care about the depth of
the market and transaction volumes, which may be a
rough proxy for market depth (liquidity) and the abil-
ity of markets to absorb large-scale institutional capi-
tal. Exhibit 2 shows the trailing annual transaction

1. David L. Funk, “Real Estate Takes lIts Place as the Fourth Asset Class,”
Development Magazine, NAIOP, Spring 2015.

2. Jean-Martin Aussant, Per Hobbes, Yang Liu, and Peter Shepard, “The
Erosion of the Real Estate Home Bias,” MSCI/IPD, November 2014.

Exhibit 1: Estimated Size of Professionally Managed Real Estate Investment Markets (2016)

North America

$3,017.4

United States

$2,729.7

$2,397.9
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Asia-Pacific

$1,986.5
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Hong Kong
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26 PREA Quarterly, Fall 2017

$500

$1,000

$2,000 $2,500 $3,000 $3,500



§

SOL

Operational Foundation.

N

Expanding Investment :

OPPORTUNITY.

Drawing on deep multifamily

experience, Berkshire Group develops

innovative solutions to create value | ¢
p

for institutional investors across our (| [i

expanding range of vehicles. From —

multifamily to senior housing, buy or
build, direct or venture, Berkshire seeks

out opportunities and unlocks value.

Multi-skilled. Multi-experienced. m B e rksh i re

www.berkshire-group.com


http://www.preaquarterly-digital.com/preaquarterly/fall_2017/TrackLink.action?pageName=27&exitLink=http%3A%2F%2Fwww.berkshire-group.com

GLOBAL MARKETS

Exhibit 2: Commercial Property Transaction Volume by Global Region (Rolling 12-Month Total)

volumes of the four major commercial property types
(apartment, industrial, office, and retail) across the
three major global regions. While total transaction
volume in the Asia-Pacific region is roughly half the
North American average, Europe tends to show equal
or greater volume of commercial property trades as
North America. Again, this would argue for somewhat
comparable portfolio allocations to North America
and Europe and somewhat smaller allocations to the
Asia-Pacific market (40% to North America, 40% to
Europe, and 20% to Asia-Pacific).

Investment Performance by Region

Consistent global property return data, while greatly
improved over the past decade, remain more limited
than the data investors have grown accustomed to for
the US and the UK. Despite limitations, the available
data does provide some insight into the opportunity
presented by cross-border investment as well as the
opportunity cost of home country bias. Exhibit 3
summarizes the broad region-level comparison of in-
vestment returns by property type. In each case, we
have highlighted both the highest absolute return and
the highest risk-adjusted return for the period 2005

Exhibit 3: Commercial Property Investment Returns by
Property Type and Region

Average Annual
Return’ Standard Sharpe
2005-2016 Deviation Ratio*

INDUSTRIAL

Asia—Pacific 8.32% 8.56 0.85

Pan-Europe 4.16% 13.16 0.24

North America 1.72% 10.05 0.66

us 7.81% 10.54 0.64
OFFICE

Asia—Pacific 6.84% 8.93 0.65

Pan-Europe 4.34% 10.99 0.30

North America 7.07% 10.94 0.55

us 6.83% 11.48 0.50
RESIDENTIAL

Asia—Pacific 5.01% 9.85 0.40

Pan-Europe 6.58% 9.28 0.60

North America 6.06% 1131 0.44

us 6.04% 11.56 0.43
RETAIL

Asia—Pacific 9.54% 5.81 1.46

Pan-Europe 3.93% 12.07 0.24

North America 7.61% 8.74 0.75

us 7.57% 9.40 0.69

Source: MSCI/IPD

* Returns are in USS (i.e, not hedged).

t The average 30-day US T-bill rate from 2006-2016
was used as the risk-free rate (1.05%).

to 2016. In every case, the best performance over the
prior decade was somewhere outside the US or, in the
case of office property investment, the North Ameri-
can region (including the US).

These results, while intriguing, are
specific to a relatively brief time period
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and tell only part of a more complicated
story. The Asia-Pacific region clearly
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Exhibits 4-7 highlight the top 15
global markets by 2016 transaction vol-

ume for the four property types as well
as the total return for the property types

between 2005 and 2016. These exhibits
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identify the stronger-performing mar-

2015 2016 2017

kets that also demonstrate institutional
liquidity. Among the office markets,
Sydney recorded the highest absolute
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GLOBAL MARKETS

Exhibit 4: Top 15 Office Markets by Transaction Volume Exhibit 6: Top 15 Industrial Markets by Transaction Volume
Average Average Annual

2016 Volume  Annual Return Standard Sharpe 2016 Volume Return Standard Sharpe
Metro Area (InBillions)  2005-2016 Deviation Ratio Metro Area (InBillions)  2005-2016 Deviation Ratio
New York $29.344 8.21% 13.87 0.52 LA/Orange/County/Riverside $8.532 8.37% 11.42 0.64
London $19.252 9.62% 14.54 0.59 Bay Area $5.909 9.63% 13.67 0.63
Paris $18.344 8.39% 7.94 0.92 NY/NJ $4.946 8.33% 9.56 0.76
Los Angeles $14.832 6.92% 13.30 0.44 Chicago $3.662 5.70% 9.60 0.48
San Francisco $14.456 9.16% 15.84 0.51 Sydney $2.758 9.51% 7.64 m
Tokyo $13.214 4.13% 6.88 0.45 Dallas $2.443 8.03% 8.95 0.78
Hong Kong $9.490 NA NA NA Hong Kong $2.268 NA NA NA
Shanghai $9.490 NA NA NA Miami/South Florida $2.228 7.05% 12.30 0.49
Seoul $8.230 9.69% 6.05 143 Seattle $2.046 8.87% 9.97 0.78
Washington, DC $8.101 5.43% 9.74 0.45 Boston $1.997 5.81% 9.70 0.49
Boston $7.904 7.35% 12.03 0.52 Paris $1.913 10.17% 8.33 1.10
Amsterdam $7.005 5.78% 6.26 0.75 London $1.803 8.62% 12.27 0.62
Dallas $6.209 5.64% 9.87 0.46 Atlanta $1.769 6.86% 11.46 0.51
Sydney $6.022 10.01% 7.97 112 Toronto $1.586 6.36% 6.62 0.80
Chicago $5.740 5.80% 8.39 0.57 Washington, DC $1.539 7.70% 10.92 0.61

Sources: Real Capital Analytics, MSCI/IPD

Sources: Real Capital Analytics, MSCI/IPD

Exhibit 5: Top 15 Retail Property Transaction Volume by Metro Area Exhibit 7: Top 15 Apartment Markets by Transaction Volume
Average Annual Average Annual

2016 Volume Return Standard Sharpe 2016 Volume Return Standard Sharpe
Metro Area (In Billions) 2005-2016 Deviation Ratio Metro Area (In Billions) 2005-2016 Deviation Ratio
New York $7.239 9.23% 9.65 0.85 NYC Metro $19.755 3.03% 13.82 0.14
Los Angeles $6.519 7.86% 10.43 0.65 LA Metro $11.939 6.10% 11.99 0.42
Las Vegas $4.513 NA NA NA Dallas $9.421 1.75% 9.10 0.74
Chicago $4.427 6.53% 10.18 0.54 Atlanta $9.012 8.10% 11.68 0.60
London $4.297 8.17% 1.81 0.60 Denver $6.699 10.62% 11.29 0.85
Hong Kong $3.943 NA NA NA SF Metro $6.100 9.84% 12.21 0.72
Dublin $3.653 1.65% 22.77 0.03 Miami/South Fla $6.070 4.85% 12.77 030
San Francisco $3.218 7.59% 9.34 0.70 DC Metro $5.957 6.37% 11.40 0.47
Miami $3.059 9.07% 9.71 0.83 Seattle $5.650 6.92% 14.40 0.41
Paris $3.051 10.60% 7.04 136 Phoenix $5.377 4.32% 13.75 0.24
Shanghai $2.975 NA NA NA Houston $4.859 7.52% 9.36 0.69
Tokyo $2.542 4.74% 5.32 0.69 Chicago $4.593 8.19% 10.75 0.66
Washington, DC $2.340 5.99% 9.34 0.53 Austin $4.014 8.65% 11.02 0.69
Beijing $2.208 NA NA NA Berlin $3.326 7.25% 3.15 1.97
Sydney $2.190 9.10% 6.00 134 Amsterdam $2.916 6.09% 8.24 0.61

Sources: Real Capital Analytics, MSCI/IPD

level of return, and Seoul demonstrated the greatest
risk-adjusted return. For retail property markets, Par-
is was the clear leader on both measures, with strong
showings by New York, Sydney, and Miami. Within
industrial markets, Sydney narrowly led in risk-ad-
justed returns, with Paris the leader in total returns.
Finally, within residential markets, Denver and San
Francisco strongly outperformed in absolute returns,
and Berlin was a clear leader in risk-adjusted returns.

Again, despite data limitations, adding exposure to

3. Elroy Dimson, Pau Marsh, and Mike Staunton, Triumph of the Optimists:
101 Years of Global Investment Returns, Princeton University Press, 2002.

4. Dimson, Marsh, and Staunton developed return data for Belgium, Italy,
Germany, France, Spain, Japan, Switzerland, Denmark, the Netherlands,
the United Kingdom, Canada, the United States, South Africa, Sweden,
and Australia.
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Sources: Real Capital Analytics, MSCI/IPD

markets beyond the home country can contribute to
both return and risk reduction.

Final Thoughts

In their seminal work, Triumph of the Optimists,” Dim-
son, Marsh, and Staunton developed and analyzed
a comprehensive set of equity and fixed income re-
turn data across 16 countries over more than 100
years (1900-2002). While documenting the higher
long-term absolute return of equities, they also dem-
onstrated the greater risk of equity markets and the
importance of global diversification. Imagine inves-
tors in 1900 faced with developing equity and fixed
income portfolios comprising the major economies
of that time.* Where would they invest? Would they
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Exhibit 8: Select Periods of Significant Equity Market Loss
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Source: Elroy Dimson, Pau Marsh, and Mike Staunton, Triumph of the Optimists: 101 Years of Global Investment Returns,
Princeton University Press, 2002.

overweight the fast-growing but volatile US that had only  (Germany post World War D). The point of this illustration
recently recovered from the Civil War, or would they is that investors simply do not have perfect foresight of
concentrate their positions in the developed and liquid  future events, and prudence alone argues for meaningful
markets of Europe? As shown in Exhibit 8, in at least two ~ multicountry exposure. B

examples, equity investors would have lost nearly all their
capital with single-country investments (Germany and  Michael Acton is the Director of Research and a Managing
Japan post World War II) as would have bond investors  Director at AEW Capital Management L.P.
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SNAPSHOTS

Top Ten Most Expensive Office Markets (USS per Square Feet per Annum)

Hong Kong (Central), Hong Kong | m e $269.26
Beijing (Finance Street), China | $174.07
Hong Kong (West Kowloon), Hong Kong | $163.57
New York (Midtown Manhattan), US [ $153.50
Beijing (CBD), China | $151.87
London (West End), UK [ $136.38
Tokyo (Marunouchi/Otemachi), Japan |IE—— $132.09
Shanghai (Pudong), China | — $120.11
New York (Midtown-South Manhattan), US I $113.53

New Delhi (Connaught Place—(BD), India [IE e $110.85
$0 $50 $100 $150 $200 250 $300

Source: CBRE, Global Prime Office Rents survey, 2Q2017

The Ten Costliest Natural Disasters in US History (Cost in Billions)

Hurricane Katrina, 2005 $160.0

Hurricane Harvey, 2017 *
Superstorm Sandy, 2012

Hurricane Irma, 2017 *
Hurricane Andrew, 1992

US Drought / Heat Wave, 1988
Midwest Flooding, 1993
Hurricane lke, 2008

US Drought / Heat Wave, 2012

Central/ Eastern US Drought / Heat Wave, 1980
$0 $20 $40 $60 $80 $100 $120 $140 $160 $180

Sources: National Centers for Environmental Information, Moody's Analytics, Corelogic, CNN Money, Reuters
*Hurricane Harvey and Hurricane Irma costs are estimated.
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SNAPSHOTS

15 Colleges Where Buying a Condo Is Cheaper Than Paying for a Dorm

B Monthly Mortgage Cost ™ Monthly Dorm Cost ™ Cost Difference
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Cost
Cost Difference

Columbia
Greenshoro

University of Arizona

Georgia State University
University of South Carolina
Kent State University at Kent
Louisiana State University
University at Buffalo
University of Kentucky
University of Oklahoma, Norman
University of Texas at El Paso
University of Texas at Dallas
University of Akron

University of Delaware
University of North Carolina at
Sam Houston State University
Miami University, Oxford

Source: Redfin
Note: Colleges are listed by enrollment size.

Median Household Income—25 Most Populous Metropolitan Areas

San Frandisco

Washington, DC

Boston

Seattle

Baltimore
Minneapolis—St. Paul m2015

Denver m 2016
New York

SanDiego
Portland
Chicago
Philadelphia
Los Angeles
Dallas
Atlanta
Houston
Charlotte
St. Louis
Riverside
Phoenix
Detroit
San Antonio
Orlando
Miami
Tampa

$0 $20,000 $40,000 $60,000 $80,000 $100,000 $120,000

Source: US Census Bureau: 2015 and 2016 American Community Survey
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Timberland emerged in the early 1980s
as an asset class for institutional investment. Today, more than $100 bilion of
institutional capital is invested in timberland worldwide—most of it in the United
States—and approximately $65 bilion is managed by timberland investment
managementor oganizations, such as Campbell Global, s While timberland
is often included In a real estate allocation, its characteristics differ significantly
from commercial real estate. Both timberland and real estate use real property,
or land, to support income-generating activities; however, there are few other
shared attributes. Land value for commercial real estate may include " ‘
a significant percentage of total property value for core properties, r

but land value makes up a relatively small percentage of total value
for mature timberland, m Historically, annual timberland retums dem-
onstrated low, and In some cases even negative, correlations when

Angie Davis

compared to other assets, thus providing enhanced diversification to Campbell Global

an overal portfolio. This low correlation supports the inclusion of timberland in a
diversified portfolio, and indicates that lowered risk, as measured by the stan-
dard deviation of portfolio returns, may be realized by alocating a percentage
of portfolio assets to timberland. m A correlation analysis between commercial
real estate and timberland, as measured by the FTSE NAREIT US Real Estate
Index and NCREIF Timberland Index, ilustrates this negative correlation (Exhibit
1). In generdl, real estate has not been correlated with timberland retumns be-
cause of fundamentally different business and economic drivers.

Exhibit 1: Correlations of Select Asset Class Indices to NCREIF Timberland Index, 1987-2016

US Treasury Bill (90 Day) 0.59
Inflation—CPI 0.48

S&P 500 0.24

S&P GSCI 0.24
NCREIF Farmland 0.23
MSCI EAFE International 0.20
Bardays Agg. Bond Index 0.19

Russell 2000 0.14
NCREIF Real Estate 0.00
NAREIT -0.14
-0.25 - 025 050 0.75

Sources: NCREIF, NAREIT, S&P, Bloomberg, MSCI, FTSE, Russel, Federal Reserve
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Exhibit 2: Biological Growth and Product Changes of Loblolly Pines in the US South
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Exhibit 3: Typical Timberland Investment Return Attributes

Non-Timber
Income
4.2%

Land Value
Changes
8.3%

Timber Price
Changes
29.2%

Source: Campbell Global

Exhibit 4: Timberland, Commodities, Bonds, and Stocks, 1987-2016

NCREIF Total
Timber Index
11.98%

S&P 500 Index
10.16%

Sources: CG, NCREIF, S&P, Bloomberg
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Barclars Agg. Bond
ndex
6.34%

Biological Growth
58.3%

S&P GSCI
3.28%

More recently, because of low-yielding fixed income as-
sets and timberland’s ability to generate yield, timberland
has been used as a substitute for fixed income. Today, the
primary drivers for investors’ interest in timberland are
diversification, net income, positive risk-adjusted returns,
and environmentally responsible investing.

Store on the Stump

Timberland is quite literally a growing asset. It requires
moderate-to-low capital investment over time relative
to asset value. It generates income through the harvest-
ing and selling of logs, which are sold to companies that
produce a multitude of wood-based products. Uniquely,
timber can be “warehoused” by simply not harvesting—
stored on the stump, in other words.

The concept of warehousing timber by delaying har-
vesting highlights the main driver of the lack of correlation
of returns—biological growth. Biological growth is the
component that separates timberland from other invest-
ment types, providing potential appreciation independent
of economic and financial markets. The benefit of biologi-
cal growth is that as trees mature, they add value by gain-
ing volume, which may in turn translate into higher-value
products, as illustrated in Exhibit 2.

Consider loblolly pine, the predominant species in the
southern US. In the South, the trunk of a 14-year-old
loblolly pine tree is approximately 7 inches in diameter, a
pulpwood-sized tree. Pulpwood-sized trees are primarily
used to manufacture paper and packing products. At 19
years old, the tree trunk will be near 9 inches in diam-
eter, which generally puts it in the chip-and-saw range—
mostly used to produce intermediate-value products such
as small-dimension lumber and composite building pan-
els. By age 23 to 25, the trunk has a diameter of approxi-
mately 13 inches to 15 inches, and the tree is classified
as sawtimber. Sawtimber is used to manufacture lumber,
plywood, paneling, furniture, and flooring—the highest-
value products.

It should be noted that biological growth can vary widely,
based on species, growing conditions, climate, and man-
agement practices. Active management of forest resources
enables harvests to produce cash flow and influence the
generation of enhanced returns. Campbell Global utilizes
sophisticated models to perform cost-benefit analyses that
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aid in determining optimal management treatments and
can maximize growth rates and increase returns. Deci-
sions such as when, or if, to thin a stand of trees or to ap-
ply fertilizer can have a material impact on growth rates
and the value of a timberland property. Additionally, we
frequently develop export strategies to diversify our cus-
tomer base and create market tension for our products.
Ultimately, this should lead to higher pricing and reduced
risk, which positively affect returns.

The ability to store on the stump allows investors the
latitude to realize cash returns when market demand and
pricing dynamics are most favorable. Timber harvests can
be adapted to timber price movements to reduce mar-
ket exposure and mitigate risk. Because of the biological
growth component, unharvested trees continue to grow
and add value over time. When used effectively, this cash
flow flexibility can lower the standard deviation of tim-
berland returns, mitigate short-term log price fluctuations,

and augment price increases.

Investment Returns

In addition to biological growth, three other primary com-
ponents contribute to total timberland returns: timber
price changes, timberland value changes, and non-timber
income (Exhibit 3).

Timber prices are derived from demand for wood products.
As end-product prices fluctuate, so do the prices for wood
fiber. While short-term price fluctuations impact the cash re-
turn generated from a property, short-term price changes have
not historically translated into significant changes in timber-
land values. This is partly a result of expectations that market
participants will defer harvests in weak markets. In addition,
most participants will use a discounted cash flow model with
aprice forecast that converges on a long-term trend price based
on long-term fundamentals, which tends to stabilize value.
Changing expectations surrounding long-term price trends
can impact price forecasts used in timberland valuations, and
might influence the overall investment return.

Land value typically accounts for a smaller portion of the
total timberland investment return. Bare land value fluctu-
ates based upon the supply and demand of the land avail-
able for timber production as well as changes in demand for
alternative uses, such as agriculture, recreation, bioenergy
production, and “higher and better use.” Changes in demand

for alternative uses can provide upside potential to land value
because of increased appreciation and may contribute incre-
mentally to the total return.

Recreational licenses and leases for hunting and fishing,
mineral rights, rights-of-way, mitigations banking, and
carbon offset markets are examples of non-timber income
sources that provide opportunity to add value to timber-
land investments.

Historically, timberland has outperformed many other as-
set classes. NCREIF publishes a Timberland Property Index
patterned after its Property Index, which is well known for
measuring commercial real estate returns. NCREIF com-
piles data from members who submit return information
specific to the properties they manage. Those data become
the basis for the composite return figures for the timberland
asset class in the US. As evidenced in Exhibit 4, timberland
returns, represented by the NCREIF Timberland Index,
have outperformed stocks and long-term corporate bonds
since 1987.

The NCREIF Timberland Index generated a 7.06% total
return over the past five years (through December 31, 2016).
Depending on the region in which one invests in the US, re-
turns can differ materially. For example, the NCREIF Tim-
berland Index for the US South returned a total of 6.07%; in
comparison, the US Northwest returned 10.61% during the
same five-year period (ending December 31, 2016).

Timberland returns vary between geographies based on
growth cycles (average time from planting to harvest age);
product mix (.e., sawtimber or pulp); product pricing; in-
country (domestic) demand; export opportunities and pric-
ing; and other regional, national, and international economic
factors, in addition to the skill and expertise of the invest-
ment advisor.

As discount rates in the US have compressed over time be-
cause of broad market yield compression and overall market
efficiencies, many investors have looked outside the US to gen-
erate excess returns, further diversify their timberland portfo-
lios, and take advantage of global supply-and-demand trends.

Timberland investments in Australia and New Zea-
land, two core, well-established timber markets, can typi-
cally expect to realize moderately higher investment returns
compared to those in the US, depending on individual tax
outcomes and assuming one is investing in established plan-
tations. Countries in Latin America, such as Chile, Brazil, and
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Uruguay, may offer even higher projected returns, depend-
ing on the opportunity.

Investors are better able to mitigate risk and maximize re-
turns with a well-diversified portfolio. A global portfolio, tar-
geting investments in core timberland markets globally, can
take advantage of both local domestic markets and continued
strong demand from Asia, through export markets, helping to
mitigate pricing risk and fluctuations in supply and demand.

Investing in the Environment

In early 2005, the United Nations created its Principles
for Responsible Investment, which were launched in April
2006. In 2016, the Paris Agreement, forged at the 2015
COP21 United Nations Climate Change Conference, was
ratified. Both have helped guide investors focused on in-
vesting their assets responsibly. Timberland is well suited
for investors focused on environmental, social, and gov-
ernance (ESG) issues. Campbell Global has focused on
investing in plantation or working forests—forests that
have traditionally been managed for industrial purposes
for decades and sometimes hundreds of years, which we
manage sustainably.

Plantation forests provide a sustainable source of timber
for forest products, helping to prevent the degradation of
native forests such as those in the Amazon region. Forests
are natural carbon sinks, meaning they capture and store
carbon from the environment. Depending on the type of
forest (existing or greenfield) and management regimes, in-
vestments in timberland can reduce carbon footprints. In
addition to capturing carbon and providing clean air, most
properties have favorable environmental attributes, such
as watersheds, providing clean water and fisheries habitats,
and valuable biodiversity.

Importantly, enhancing environmental attributes on a
timberland property does not need to detract from total
investment return. For example, Campbell Global initiated
the development of a carbon project in the state of California.
This project was part of an active management strategy devel-
oped to generate additional value from a preexisting conser-
vation easement on a property we manage on behalf of a cli-
ent. In addition to generating additional cash flow, the project
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provided environmental benefits that went beyond climate
protection through carbon sequestration. By implementing
carbon protocol standards, the project promotes the mainte-
nance of species diversity, helps to prevent erosion, improves
water quality, and safeguards natural landscape aesthetics.

In addition to the environmental benefits, timberland in-
vestments provide important social benefits. Most timber-
land investment companies are an integral part of the towns
and regions in which they operate and help provide econom-
ic stability to the employees, families, and communities that
depend on them.

Governance begins at acquisition, ensuring that the invest-
ment is structured properly to meet clients’ risk and return
objectives and their desired level of control. Good governance
is integral to active management. It may include creating best
management practices that meet or exceed state and federal
standards and certifying a property via a third-party certifi-
cation standard. Certification standards include the Sustain-
able Forestry Initiative (predominantly in the US), the Forest
Stewardship Council in Latin America and New Zealand,
and the Australian Forestry Standard in Australia. We also
include client reporting in governance, reporting not only
traditional performance metrics but impact metrics as well.
Impact metrics can include trees replanted, carbon seques-
tered, acres of watersheds protected, and the protection of
biodiversity, including endangered species.

At Campbell Global, we continually strive to invest re-
sponsibly and incorporate ESG policies into our investment
framework. As part of our continued evolution, we estab-
lished a Responsible Investment Committee and became a
signatory of the UN Principles on Responsible Investment.
In the future, we anticipate that timberland will play a larger
role in investors' portfolios as responsible investing and in-
tegration of ESG attributes continue to rise in importance.

In summary, timberland can play an important role in
an institutional investor’s portfolio, providing diversifica-
tion, net income, and attractive risk-adjusted rates of return
while also strongly aligning with a responsible investing/
ESG framework. ®

Angie Davis is President of Campbell Global.



Landmark Partners specializes in secondary market transactions
of private equity, real estate and real assets investments, with
approximately US$18.7 billion of committed capital. Founded
in 1989, the firm has one of the longest track records in the

industry and is a leading source of liquidity to owners of
I H E POW E R O F interests in real estate, real asset, venture, mezzanine and
buyout limited partnerships.
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ension funds and institutional

investors understandably seek as-
sets that offer strong returns and mean-
ingful diversification for their portfolios.
Additionally, pension investors typically
seek relatively longer-duration invest-
ments that also hold values well in pe-
riods of uncertain inflation. Farmland
has emerged as a potential asset class
of interest as its historical performance
is exceptionally strong and displays low
or negative correlation with traditional
equity returns and positive correlation
with inflation. It can be, however, a
somewhat complicated asset to acquire,
manage, and dispose of because of
the low turnover and relatively unique
transactions involved. When included
in traditional mixed-asset portfolios,
farmland offers substantial diversifica-
tion potential and typically improves
risk efficiency and thus still warrants
consideration for inclusion in invest-
ment portfolios in the future.

Returns to farmland investments
are driven by a complex set of factors
including variables that affect expecta-
tions about agricultural returns, macro-
economic conditions, market structure,

and policy; farmland prices also exhibit

Exhibit 1: Select Balance Sheet Characteristics of US Agriculture Sector (In Millions Except Ratios)

substantial variation across locations as
a result of urban influence, agricultural
production practices, crop suitability,
and state and local policies. In addition,
several key characteristics of the farm
real estate market and agricultural pro-
duction more generally make farmland
distinct from other asset classes. As ac-
cess to the asset class becomes more
routine, it is important to examine the
performance and potential role in di-
versifying a traditional portfolio. This
article outlines the characteristics of the
sector and the performance of farmland
investments, identifies some key factors
influencing its future, and discusses its
potential future role in pension fund and

institutional investor portfolios.

Scale and Composition

The US agricultural sector
has an aggregate value of
just over $3 trillion as of
mid-2017, according to the
US Department of Agricul-
ture Economic Research
Service (USDA-ERS), and
about 84% of that total is held in real
estate (Exhibit 1). Amazingly, total debt
is only $390 billion, or 12.7% of asset

Bruce J. Sherrick
University of Illinois

1970 1980 1990 2000 2010 2013 2015 2017

Farm Assets $278,823  $1,000,422  $840,609 $1,203,215 $2,170,832 | $2,776,110 $2,909,653 $3,074,869
Real Estate $202,418 $782,820  $619,149 $946,428 $1,660,114 | $2,251,002 $2,395363 $2,556,932
Non-Real Estate $76,405 $217,602  $221,459 $256,787 ~ $510,718 | $525,108  $514,290  $517,937
Farm Debt $48,501 $162,432  $131,116 $163,930  $278,931 $315,332  $356,738 $389,965
Real Estate $27,238 $85,272 $67,633 $84,724  $154,065 | $185161  $208,769  $242,418
Non-Real Estate $21,263 $77,160 $63,483 $79206  $124.865 | $130,172  $147969  $147547
Equity $230,322 $837,990  $709,493  $1,039,285 $1,891,902 | $2,460,777 $2,552,915 $2,684,904
Selected Indicators

Debt/Equity 21.1% 19.4% 18.5% 15.8% 14.7% 12.8% 14.0% 14.5%
Debt/Assets 17.4% 16.2% 15.6% 13.6% 12.8% 11.4% 12.3% 12.7%
Real Estate/Equity 87.9% 93.4% 87.3% 91.1% 87.7% 91.5% 93.8% 95.2%
Real Estate/Assets 72.6% 78.2% 73.7% 78.7% 76.5% 81.1% 82.3% 83.2%
Real Estate D/Total D 56.2% 52.5% 51.6% 51.7% 55.2% 58.7% 58.5% 62.2%

Source: USDA-ERS
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Exhibit 2: Asset Return Characteristics

Annual Standard Coefficient
Asset/Index Average Return Deviation of Variation Correlation
1980-2016
US Avg. 32 States 8.55% 5.32% 0.621 1
S&P500 8.19% 15.87% 1.936 -0.132
NASDAQ 9.63% 25.14% 2611 -0.118
EAFE 6.11% 20.61% 3.375 -0.281
AAA 7.56% 2.82% 0.374 -0.059
TCM10Y 6.32% 3.23% 0.510 -0.013
Mort30F 8.10% 3.40% 0.420 -0.022
All REITS 10.29% 17.08% 1.659 -0.043
Gold 2.18% 16.09% 7.391 -0.128
CPI 3.10% 2.10% 0.679 0.390
1990-2016
US Avg. 32 States 9.27% 3.54% 0.381 1
S&P500 6.84% 17.22% 2.519 -0.122
NASDAQ 9.15% 26.93% 2942 -0.157
EAFE 1.76% 19.99% 11377 0.027
AAA 6.15% 1.57% 0.254 0.153
TCM10Y 4.74% 1.85% 0.391 0.250
Mort30F 6.39% 1.76% 0.275 0.252
All REITS 9.74% 18.68% 1918 -0.150
NCREIF 11.85% 6.66% 0.562 0.634
Total Farmland
Gold 3.91% 14.29% 3.654 0.049
CPI 241% 1.13% 0471 0.223
2000-2016
US Avg. 32 States 9.09% 4.36% 0.480 1
S&P500 2.48% 18.31% 7.390 -0.166
NASDAQ 1.65% 26.69% 16.216 -0.226
EAFE -0.26% 21.85% -84.108 -0.023
AAA 5.23% 1.11% 0.212 0.205
TCM10Y 3.60% 1.20% 0.334 0.409
Mort30F 537% 1.27% 0.237 0.377
All REITS 10.88% 19.19% 1.763 -0.166
NCREIF 13.69% 7.58% 0.554 0.721
Total Farmland
Gold 8.08% 14.99% 1.855 0.043
CPI 2.12% 1.03% 0.487 0.288

Source: USDA-ERS

values. Perhaps even more surprisingly,
real estate debt is proportionally lower
at only 62% of total debt at $242 bil-
lion—and that number has actually in-
creased recently from its low of roughly
50%. The relatively low aggregate lever-
age represents a potentially attractive
feature in terms of aggregation and re-
turn leverage, but historically, isolated
ownership and low cash flow relative
to total returns have limited the ability
to actively manage the capital structure
in individual holdings. The USDA-ERS
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also reports that, in aggregate, farmland
has increased in value at an annual rate
of 6.5% since 2010 and by 4.6% in 2017.
These capital gains rates are in addition
to annual income and reflect the highly
diversified nature of US agriculture in
total. Row crop farms have had cycli-
cally lower performance recently, and

permanent crops have had better recent
experiences, for example, but what may
be of most interest is the performance of

a fairly diversified institutional investor.

Returns Performance
Data on individual farmland perfor-
mance are somewhat difficult to assem-
ble; most farmland is held by individu-
als, and return data are not collected or
reported to any single source. Moreover,
agricultural income is determined only
annually in most cases because of the
yearly production cycle of most crops.
However, the USDA does conduct an-
nual surveys of farm-level performance
with a wide array of indicators included,
and NCREIF publishes an aggregated
index across its reporting members
that own and manage farmland, both
of which allow important indicators of
financial performance to be examined.
Exhibit 2 provides returns to farm-
land investments (income plus capital
gain less property taxes) across various
subperiods along with summary corre-
lation measures of aggregate farmland
returns to other key investment catego-
ries. Among the observations are that
farmland has very competitive returns
in aggregate but, more notably, has dis-
played a negative correlation with equi-
ties, a near-zero correlation with fixed
income investments, and a positive cor-
relation with inflation for virtually any
subperiod examined. These features
are relatively stable across each of the
subperiods and are key in assessing the
impact of inclusion of farmland in a tra-

ditional investment portfolio.!

1. These results are constructed from aggregate USDA state-level data across the 32 states
with the greatest value of agricultural production and include results of all farms, not just
commercial-scale operations. In comparison to NCREIF returns, which are more represen-
tative of farms managed as active investments, the aggregated USDA-based returns tend
to be as much as 200 bps lower, but they also display less variability because of the larger
universe of investments represented. The NCREIF Total Farmland Returns series is available
from 1991 to the present. Equity index returns include only changes in index values.



Does the Farmland Market

Make Sense?

At a basic level, farmland markets
should behave similarly to other
income-generating assets and have
prices that reflect the underlying ex-
pectations about future income, in-
come growth potential, and the cost
of capital supporting the investment
in the asset. In row crop regions of
the US, asset values had a remark-
ably common pattern of appreciation
through roughly 2014, with varying
declines for a couple of years thereaf-
ter. Many observers of land markets
in the Midwest have begun to indi-
cate that a soft bottom seems to be
forming and have noted that overall
price changes have been less respon-
sive relative to current incomes than
is typical in other real asset markets.
Questions that often arise are why
farmland prices (and return patterns)
seem to respond less to changes in
current income than other assets,
and what implied cap rates seem to
be generated. A somewhat overly
simplified explanation is that each
year’s income is simply a realization
from a set of possible values, largely
a result of weather and current world
demand-supply fundamentals and
that these patterns take several years
to adjust on a world basis. In other
words, the expectation of future in-
come, its growth, and the cost of con-
trolling invested capital move slowly
because of the long duration and non-
depreciable nature of the underlying
asset. An analogy that is sometimes
made is that current income is to
long-term expected returns as weath-
er is to climate. Realizations of the for-
mer (income or weather) are used in

the formation of expectations of the

@

Exhibit 3: Treasury Yield Curve, Weekly (8/31/17 to 9/15/17)
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Exhibit 4: C(MT10 and CMT1 Treasury Spread Yields (November 2016-August 2017)
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latter (expected long-term income or  torically very low, stable levels. The

climate), but it takes a great deal of in-  liquidity “puddle” that seems to have
formation and perhaps several years  formed at the short end of the yield
to fully adjust expectations. curve only recently had its front pe-
On the cap rate side of the argu- riods elevated through the series of
ment, a couple of graphic representa-  Federal Open Market Committee rate
tions are provided for context. First, increases. Exhibit 4 compares the
Exhibit 3 shows a long period of one-year and ten-year constant matu-
weekly US Treasury yields. As is well ity terms (CMT) on the yield curve
understood, the post-crash short end  since one month prior to the first

of the yield curve has been at his- post-crash rate increase in December
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Exhibit 5: Farmland Capitalization Rate, CMT10, and Income Relationships, 1971-2016
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2016. What is most notable might be
that the compression of rate spreads
and economy-wide “multiple expan-
sion” that many regard as the new
norm do not seem to have been af-
fected in clear fashion by each of the
rate increases. Interpreted another
way, it seems that each of the rate
increases was fairly well anticipated
and consistent with the understood
cost of capital driving asset values.
In a more direct manner, Exhibit 5
shows two related concepts using Il-
linois farmland as an example. The
top chart shows the implied cap rate
against the ten-year Treasury yield,
and the bottom chart shows implied
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asset values against actual when cur-
rent income is simply divided by the
most recent ten-year CMT rate. In
the top chart, it seems that the farm-
land current yield is fairly consistent
with the CMT10 except in the early
1980s, when the divergence from
fundamentals was fueled by idiosyn-
cratic policies and lending practices
that do not exist today. In the bot-
tom chart, it is notable that farmland
values did not fully respond to in-
creases in incomes that occurred in
the mid-2010s but rather displayed
a more measured response consis-
tent with an understanding that the

income realizations seemed greater

than the longer-term expectations.
While space prevents a more com-
plete presentation of the nuances of
these arguments, a summary of this
information seems to be that farm-
land markets are indeed reasonably
rational and do not seem to be set up
for an irrational period of high or low
returns relative to longer-term fun-

damentals.

Market Issues: What's the
Ticker Symbol for Farmland?
Given the previous discussion and
the historical performance of the
asset class, one might expect it to
be offered in a deeply traded and
well-understood platform. Howev-
er, there remains a different form
of the “equity puzzle” in this as-
set class—one that has begun to
change but with a pace toward a
more-complete  financialization
that is difficult to predict. In sim-
plest terms, there is no broadly
available, well-functioning equity
market for agricultural real estate,
and individual owners still rep-
resent a large share of operators.
There have been great advances
in development of ag-related
funds and institutional platforms
for holding ag investments, and
there is an increasing acceptance
of greater separation of owner-
ship and operation. These hold the
promise of providing steps toward
more standardization or access
to equity investments in the asset
space, but the total fraction of the
$3 trillion sector represented in
these cases remains fairly small.
Another feature of the asset
class that helps demystify why re-

turn premiums seem to have been
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sustained is that there is incredibly
low primary turnover in farmland
markets. A 2013 study by the Uni-
versity of Illinois showed that only
about 1% of farmland turns over at
arm’s length each year. Consider-
ably more has changing title, but
the majority is a result of estate set-
tlements within families and trans-
fers among related parties. Simply
put, it is a difficult asset to acquire
at scale in a short period of time,
and the “excess returns” that may
appear to exist in naive assess-
ments of historical performance
represent market frictions and
liquidity premia to a large extent.
Additionally, the acquisition and
management platforms required to
meaningfully operate in this space
represent substantial investments
and cannot be expected to exist for
one-time rebalancing efforts. TIAA
is among a select few that have
made a significant commitment to
the infrastructure needed to op-
erate in this space and has done
so with an internationally active
scope as well. Other notable firms
have also begun to emerge to create
aggregated holdings through spe-
cial purpose vehicles and farmland
funds with management company
wraparounds. The interest in this
activity and the set of structures is
evident by the roughly 600-700
attendees at each year’s Global Ag-
Investing conference.

In addition to the growing ex-
istence of farmland fund manage-
ment companies and fund plat-
forms, publicly traded farmland
REITs have also emerged as ve-
hicles to allow investments to be
made into the asset class. Although

the two most visible publicly trad-
ed in the US (Farmland Partners
[FPI] and Gladstone [LAND]) have
begun to make inroads, they are
each still very small relative to the
scale of the sector. Still, these REITs
are viewed as critically important
efforts in the ongoing maturation
of the market and the eventual de-
velopment of an equity market that
allows direct access to returns from

investments in farmland.

Future Issues

The investment thesis for farmland
and base connections to the impor-
tance of feeding the world’s grow-
ing population seems stable in the
long term if access to the asset class
becomes more routine. In simplest
terms, the locations of populations
will remain relatively fixed, but
the density will continue to in-
crease. Likewise, locations where
land is suitable for crop produc-
tion are very fixed, with continued
intensification highly likely. Water
resources, even if made more vari-
able through time, are likely to be
increasingly constrained but are
not especially mobile. Thus, the
remaining major factor influenc-
ing demand for productive farm-
land is the growth in standards
of living for emerging populations
as the caloric quality increases, as
higher-quality proteins are con-
sumed, and as food grains are di-
verted to feed grains for animal
units. Technological innovations
for genetic improvements that in-
crease yields and improve input
efficiency measured in terms of
cost of inputs/unit of output have
been dramatic over the past 50

years and show no signs of slow-
ing. At the same time, consumer
concerns about food safety and
increased preferences for greater
information about and choice of
the production technologies em-
ployed in food production likewise
seem to have great and perhaps
increasing momentum. The im-
pacts of these types of movements
are unclear but tend not to result
in less spending on food in total.
Emerging technologies related to
remote sensing, improved input
usage, and monitoring of demand
and supply channels favor scale of
production, which in turn tends
to favor greater investment and
more separation between owner-
ship and operation of assets. In
short, most long-term factors will
tend to promote broader access to
equity investments in agriculture
and the further financialization of
the sector.

Conclusion

Farmland has been a remarkably
well-performing asset but historical-
ly somewhat outside the commonly
considered space of investable assets.
As markets continue to mature and
the ability to transact in this sector
improves, it is increasingly impor-
tant to consider the potential role
of farmland investments in pension
fund and other institutional invest-
ment portfolios. ®

Bruce J. Sherrick holds the Fruin
Professorship in Farmland Econom-
ics and is Director of the TIAA Center
for Farmland Research in the Depart-
ment of Agricultural and Consumer
Economics at the University of Illinois.
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Institutional Interest in Renewable Energy

Institutional investors have been active in the renewable energy space since
the mid-2000s, attracted by the potential role renewable energy could play
in mitigating the impacts of climate change. Over the past decade, govern-
ment policies in North America, Western Europe, and key Asian countries
have actively encouraged the expansion of renewable power generation
through a range of public policy initiatives, including investment credits,
feed-in tariffs, preferential pricing, and targeted reductions in fossil fuel
power generation. Private investors in the renewable energy space re-
sponded to these changing energy markets, and Preqgin found
that as of April 2017, half of private equity capital fund-raising in
the energy space was targeted at renewables, while 40% was al-
located to traditional energy sources. Recently, Black Rock closed
a $1.65 billion renewable energy fund, targeting an allocation of

85% for solar and the remainder in wind power. Keith Goplerud

Hancock Natural
Resource Group

Growth of the Sector

The renewable energy sector generally refers to electric power generated
from sustainable natural sources, including hydro, solar, wind, biomass,
geothermal, and tidal. Hydro remains the largest subsector of renewable
energy and represented 17% of global power generation in 2016 but has
experienced slow growth and lost share to other renewables (Exhibit 1).
Hydro power projects have faced challenging economics and environ-

Exhibit 1: Global Generation Capacity

M Nonrenewable M Renewable (w/o Hydro) * Hydro Power Capacity

Source: Renewables 2017 Global Status Report, REN21
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Exhibit 2: Global Generation Capacity by Sector
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Source: Renewables 2017 Global Status Report, REN21

Exhibit 3: Countries With the Largest Renewable En
Annualized
Growth
2005-2016
Japan 22%
India 19%
China 18%
us 18%
Germany 14%

Source: Renewables 2017 Global Status Report, REN21

Exhibit 4: Annual Investment by Subsector

Annual Investment (in Billions)

ergy Capacity

mental roadblocks that have limited investment over the past
decade. In this article, “renewable power” refers to sources
excluding hydro. In 2005, there was 113 gigawatts (GW) of
installed renewable capacity, representing less than 3% of
global capacity. By the end of 2016, renewable energy pow-
er generating capacity swelled to 920 GW and represented
14% globally. Of this total, wind was the largest component,
at 487 GW, followed by solar (308 GW) and biomass (112
GW). The remaining renewable power sources, geothermal
and tidal action, represented less than 2% of the renewable
sector. Between 2005 and 2016, renewable energy capacity
grew at an annualized 22.5% pace (Exhibit 2), while all other
energy capacity growth (of hydropower, nuclear, and fossil
fuels) sustained an annualized growth rate of 3.3%. Among
renewable energy sources, solar and wind power were the
fastest growing; between 2005 and 2016, capacity increased
at an annualized rate of 52% and 21%, respectively.

The growth in renewable power generation over the past
decade has been a global phenomenon. The five countries
with the largest renewable energy capacity are Japan, India,
China, the US, and Germany (Exhibit 3). These five players
account for 65% of worldwide installed renewable energy ca-
pacity, and all have maintained double-digit annual growth
rates since 2005.

Expanded investment has fueled the growth in

$350 global renewable power generation. Annual invest-
$300 ® Other M Biomass HWind " Solar $309 ment in renewable power generation grew steadily
$271 s213 from just $63 billion in 2005 to a cyclical peak of
$250 $233 s 3229 $271 billion in 2011. Since 2011, investment in re-
$200 newable energy has maintained a healthy average
$163  $168 level of more than $250 billion per year and set a new
$150 132 record in 2015 of $309 billion (Exhibit 4). Between
$100 oot 2005 and 2016, a cumulative total of $2:412 billion
$63 was invested in renewable energy globally, primarily
$50 1 ! in project financing and research, with the bulk of
$0 the investment directed to the solar ($1,150 billion)

2005 2006 2007 2008 2009 2010 2011 2012 2013 2014 2015 2016 and wind ($989 billion) subsectors (Exhibit 5).

Source: Renewables 2017 Global Status Report, REN21
Advances and Hurdles
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Growth in renewable power production is anticipated to be
driven on a number of fronts: broadening commitment to
reducing the carbon gas emissions associated with the use of
fossil fuels (coal, natural gas, and oil), increasing cost competi-
tiveness of renewable energy production with fossil fuel power
generation, and the transition to renewable energy sources to

reduce a country’s dependence on imported fossil fuels.
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Increasing global recognition of the link between green-
house gas emissions and climate change and a building com-
mitment to phasing out the use of fossil fuels will support con-
tinuing investment in renewable power generation over the
coming decade. Between 2005 and 2016, the number of coun-
tries with government-mandated targets for renewable power
generation increased from 50 to 176. High-profile international
agreements, such as the Paris Agreement, which was adopted
in December 2016, have provided a road map for government
policy initiatives to expand renewable power production and
have been influential in building public support for reducing
the use of fossil fuels for power generation. A Gallup poll in

sure to imported fuel. In 2000, foreign oil represented more
than 25% of Uruguay’s total imports, prompting the gov-
ernment to invest heavily in renewable energy; Uruguay’s
rate of investment in renewable energy reached 15% of an-
nual GDP in 2014. By 2016, Uruguay generated over halfits
total energy mix and more than 95% of its electricity from
renewable sources, reduced oil imports by half, and is now
exporting wind-powered energy to countries from which it
previously imported oil and gas. The Baltic region (Estonia,
Latvia, and Lithuania) is currently pursuing a similar move
away from energy dependence. Currently, the region’s
energy supply is dominated by Russian natural gas im-

Investment in renewable energy also offers countries
that depend on imported fuels a possible
oath fo energy independence.

March 2015, found that 55% of Americans believed global
warming was caused by human activities, and an equal per-
centage thought its impacts had already begun; two years later,
the same poll recorded increases to 68% and 62%, respectively.

The substantial growth in the renewable power sector
over the past decade has been accompanied by technologi-
cal advances that have driven the costs of renewable energy
lower and made solar, wind, and biomass energy more com-
petitive with traditional fossil fuel power and less dependent
on government subsidies and mandates. The cost savings
associated with the improved technologies have been ampli-
fied as production of new equipment has ramped up, allow-
ing manufacturers to achieve economies of scale. Since 2010,
the global average cost to generate a kW of solar power has
dropped 65%, and the global average price for wind power
has fallen 18%. The increasingly cost-competitive position of
solar energy compared to traditional fuel sources, coupled
with its ability to provide electricity to otherwise off-grid
populations, has pushed emerging economies to become
key growth regions for investment in renewable energy. For
the second year in a row, emerging economies invested more
in solar power technology ($57.5 billion) than did developed
economies ($56.2 billion).

Investment in renewable energy also offers countries
that depend on imported fuels a possible path to energy
independence. Uruguay’s experience is a clear illustration
of renewable power’s potential to reduce a country’s expo-

ported via gas lines constructed prior to the collapse of the
Soviet Union. Along with building the capability to access
liquid natural gas shipments and expanding power lines to
Eastern Europe, the region is also increasing investment in
its now-small renewable energy sector. Estonia’s investment
in the space last year, for example, exceeded its combined
imvestment totals in 2013, 2014, and 2015. In 2016, Lithu-
ania’s wind power capacity rose by 56%, spurring electricity
production from renewable sources to surpass that from non-

renewable sources for the first time in the country’s history.

Exhibit 5: Cumulative Global Investment (in Billions) 2005-2016
$32

$1,150

Total: $2,412"

Solar M Wind M Biomass M Other
Source: Renewables 2017 Global Status Report, REN21
*The total of each bar in Exhibit 4, representing annual
incremental investment.
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Exhibit 6: Top Regions/Countries in Renewable Energy Electric Power Capacity (in GW)

. United .
Global  China  gates Germany Japan India Italy
Biomass 112 12 17 8 4 8 4
Solar* 308 77 3 | 43 9 19
Wind 487 169 82 50 3 29 9
Other! 14 0 4 0 1 0 1
Total 921 258 145 99 51 47 34

Sources: Renewables 2017 Global Status Report, REN21
*Solar Includes photovoltaic and concentrating solar power.
*Other includes ocean and geothermal power.

Recent Developments

Solar

Capacity growth has grown most quickly in solar power com-
pared to other renewable sources; by the end of 2016, 164 large-
scale (> 50 MW) solar plants operated around the world, a sig-
nificant increase from 124 plants at the end of 2015. In 2016,
solar power generation capacity increased by 75 GW, a record
in annual capacity additions. China, the US, and Japan experi-
enced the most growth, with additions of 34.5 GW, 14.8 GW,
and 8.6 GW, respectively. These three countries accounted for
85% of global solar capacity additions in 2016 and now account
for more than 50% of global solar capacity (Exhibit 6). The cost
of solar continues to fall; between 4Q2015 and 4Q2016, the av-
erage price to produce a watt of solar-generated energy fell 20%.
Wind

In 2016, wind power generation also continued to expand
at a healthy pace, as capacity increased by 55 GW, with the
bulk of the additions in China 234 GW), followed by the
US (8.2 GW) and Germany (5.0 GW). The rapid growth in
wind power generation in China slowed in 2016 because of
transmission and grid integration challenges. Chinese wind
capacity is concentrated in its northern regions, far from major
metropolitan areas, resulting in inefficiencies. In 2016, 17% of
generated wind power was lost as a result of insufficient infra-
structure. As a comparison, the USs 8.2 GW of wind power
capacity is just 48% of China’s 169 GW, but the US generated
227 terawatt hours of electricity over 2016, which was 94% of
the wind power—generated electricity produced in China.
Biomass

Growth in biomass power generation has been more subdued
than growth of solar and wind, with capacity expanding at a
more moderate 9.6% rate between 2005 and 2016, compared
to 21.2% for wind and 51.7% for solar. Investment in biomass
has waned from a peak of $20 billion in 2011 to $7 billion in
both 2015 and 2016, but biomass power generation is antici-
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pated to remain an important and necessary component of the
overall shift to renewable energy. Both solar and wind power
contend with intermittency and storage issues; power can be
generated only when the sun is shining or the wind is blow-
ing. Biomass power can be used in conjunction with solar and/
or wind to meet base-load demand and modulate surges and
slumps in overall power demand. Biomass pellets can be sub-
stituted for coal in existing power plants with very limited capi-
tal investment, providing in some cases a relatively low-cost

option for meeting renewable energy targets.

Challenges and Prospects

Renewable energy is beginning to confront a number of hurdles
that could moderate future growth. Some of the most advanta-
geous sites for solar and wind were the first to be developed,
and potential sites for new facilities are less productive and far-
ther from major energy demand centers. In addition, advances
in energy storage technology have not kept pace with the rapid
growth in solar and wind power generation. Neither solar nor
wind power can continuously produce power if weather con-
ditions are not suitable. Advanced batteries could remedy this
problem, but currently, the technology to effectively store solar-
and wind-generated electricity is not available. The progress of
renewable energy will also face choppy waters resulting from
the ebbs and flows of policy momentum in individual coun-
tries, such as the US withdrawal from the Paris Agreement and
rollback of the Clean Power Plan, both announced by President
Donald Trump last summer.

Despite ongoing political debate, investment in the renew-
able energy space continues to move forward, with the US add-
ing more than 2 GW of solar capacity in the first quarter of
2017. In a recent survey of energy experts, 71% stated that a
transition to 100% renewable global energy is a feasible goal
over the long term, though continuing problems in storage
and transportation will remain its most significant hurdles.
Roughly half of scientists believed that renewable energy will
make up more than 60% of final energy consumption by 2050,
more than twice the share it contributes today. Bloomberg New
Energy Finance forecast that $2.8 trillion worth of clean en-
ergy investment will enter the space over the next ten years,
including technology development, public and private market
investment, and asset financing, with 75% of this investment

expected to target wind and solar power. H

Keith Goplerud is an Economic Research Analyst at Hancock Natu-
tal Resource Group.
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Exhibit 1: US Crude 0il Production, 1997-2017 Year to Date
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Exhibit 2: US Marketed Dry Gas Production, 1997-2017 Year to Date

1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017

70

aY

60

Billions of Cubic Feet per Day

50

40 .

Source: Energy Information Administration

56 PREA Quarterly, Fall 2017

1997 1999 2001 2003 2005 2007 2009 2011 2013 2015 2017

For decades, the real asset categorization
for oil and gas seemed sensible. Something
even better started in 2002: for investors, ol
and gas investments combined all the “safe-
ty” features of real assets with the growth
characteristics of an industry in acceleration
mode, driven largely by demand from China
and other emerging markets. Safe oil and
gas prices were actually steadily going up.
Investors got to keep their cake and eat it
too. But with the decline in natural gas prices
starting in 2008 (felled by the global financial
crisis and still down a decade later) and ol
prices starting in 2014, the opposite seems
to have happened: many oil and gas assets
have not held their value, and equity in them
feels anything but real. At the root of the de-
cline in prices is the US shale revolution, an
unforeseen (and in some ways unimaginable)
change to the global oil and gas business.
Amid all the other changes wrought by the
revolution, a key question to ask is, Are oil

and gas still real assets?

The Shale Revolution

Much ink has been spilled on the US shale revolution
(including an entire book by this author). It is hard to
overstate the impact of advances in horizontal drilling
and hydraulic fracturing, when applied to US oil and
gas shale reservoirs, on the global environment, local
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communities in shale areas, the US economy, US for-
eign policy, global energy consumption patterns, and
the oil and gas industry itself. The near-term impacts
of the shale revolution have related to its impressive
volumes: from nowhere, US shale gas now accounts
for about half of US supply, and US shale oil now sup-
plies about 5% of the world’s consumption. (Exhibits
1 and 2 display US crude oil and dry gas production
over the past 20 years.) In the case of oil, the new un-
expected source of supply collided with the 2014 de-
cision by Saudi Arabia to try to protect market share.
While that decision was subsequently reversed, both
oil and US natural gas prices remain at effectively half
their “pre-shale” prices in markets that are more than
adequately supplied.

Yet when thinking about the shale revolution in
the context of long-term thinking about oil and gas
as real assets, the revolution is important for another
reason. For the first time in the modern history of the
oil business, a new large source of supply came to
the market at a lower breakeven cost than prior new
sources of supply and a considerable amount of legacy
supply. That is, the shale revolution is not a one-time
disruptive force in the oil and gas business but an on-
going force of disruption that undermines many prior
truisms of oil and gas assets: a Malthusian “peak oil”
vision of scarcity in which demand will eventually
outstrip reasonably priced supply and a qualitative
“resource pyramid” view that new supply will always

grow ever more expensive.

No, Oil and Gas Are Not Real Assets

Because of the shale revolution, good arguments can
be made that oil and gas investments are not real assets
anymore. An oil field used to be like a building in Man-
hattan because there was a fixed amount of supply, and
costs weren't getting any cheaper. But in an era when
technology “creates” a new cheap supply, that analogy
no longer holds. Investors who bought oil and gas in-
vestments as “inflation protection” and worried about
a reprise of 1970s oil shortages learned a hard lesson
in the past ten years. There was little general inflation
to be protected from, and oil and gas prices declined
because of industry-specific deflationary forces.

There is a group of private equity energy investors
who invest in oil and gas less on a real assets model
than something more akin to a growth capital model in
industries regularly buffeted by secular changes, such
as technology and retail. The guiding principles for in-
vestors with this growth mind-set are threefold:

B Focus on the disrupting sources of new supply
(from new drilling) rather than legacy fixed supply at
old cost structures (from production)

B Be extremely cognizant of the cost of supply of ex-
posed assets, given the lower trajectory for oil and gas
prices and the risk of periodic very low prices

B [ook for businesses that can achieve corporate
growth outside the “commodity play” of owning oil
and gas resources, such as differentiated oil field ser-
vice companies that service the shale fields, fast-grow-
ing exploration and production strategies that can grow

reserves and production, and midstream strategies.

Yes, Oil and Gas Are Still Real Assets
Oil and gas investing is not completely akin to technol-
ogy investing. An oil field may no longer be a Manhattan
office building; it’s also not a smartphone. Even with the
momentous changes wrought by the shale revolution,
there are oil and gas assets that still retain essential fea-
tures of real asset investing, and managers are pursuing
these assets. The features of such investments, of directly
owning oil and gas fields, include these:
B Current income from the production of oil and gas
(an oil or a gas field, produced over years, is like a
building whose tenants and their checks are already
in place and underground)
B Current income protection from the use of liquid
hedging markets, especially in the near-term
B Noncorrelation with other markets, with oil and
gas prices driven as much by industry supply as the
general economic growth (and with looser connec-
tions to broad public equity markets)
B Permanence to the ownership of a physical asset,
however variable its value
B The potential use of leverage to enhance returns be-
cause lenders can hold a lien against that physical asset
These real asset features can be attractive, if the
assets are bought in prudent ways and operated by
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skilled managers. Yet the returns on real assets cannot
totally escape the direction of oil and gas prices dur-
ing the holding period; one can hedge only so much
revenue in an oil and gas field that may produce its
hydrocarbons for 30 or more years, so investors must
have some directional call on oil and gas over the next
decade. Will prices halve again? Will they revert to
the mean of $100 per barrel and $6 per thousand cu-
bic feet? Will they incline slowly or stagnate?

Any investor answering those questions should
bring the appropriate humility. Few investors, includ-
ing this one, have good track records of predicting
commodity prices consistently because of the thou-
sands of variables that set those prices.

But markets still have shapes and facts. As far as US
natural gas, some recovery in gas prices seems likely
only if there is an unexpected acceleration in the pace
of domestic demand growth and exports.

Recent history has shown the limits to oil prices’
remaining far below today’s prices for extended peri-
ods. In the $30 to $40 per barrel range, US shale pro-
ducers pressed hard on the brake for drilling, caus-
ing a quick decline in production. State producers in
OPEC and other countries agreed to restrict produc-
tion, to protect the oil export revenue they need for
their regimes to survive. And although the upside of
oil prices will be limited by the growth of shale pro-
duction, the 25- to 50-year transition to mass electri-
fication of transportation, and a general increase in
energy efficiency, oil prices in the medium term will
be helped by service costs coming off the bottom, a
strengthening global economy, and the relative size of
US shale production in a global market. At some point,
assuming oil demand grows, other sources of oil sup-
ply besides shale will be needed to replace 96 million
barrels per day of existing production from fields that
all naturally decline. The rules will resume in some
areas: the world will use worse resources with higher
costs. But it’s a bold investor who will try to predict

the month, or even the year, of that inflection point.

And in Both Cases ...
Finally, for private equity investors who see oil and

gas investing in either a new paradigm or an adjusted
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real asset paradigm, similar criteria should probably
be followed in both cases. There have been and are
likely to continue to be wide performance dispersions
across managers in both strategies. Investors should
ask these questions:

B Does the manager have a clear strategy and under-
stand the difference between growth assets and more
income-oriented “real” assets?

B Does the manager have a history of correctly valu-
ing assets and companies, given the added complexi-
ties of investing in an industry that sells commodities
in a disrupted market?

B Does the manager have the right attitude toward
(and history with) leverage?

B Does the manager have the right cost structure to
its funds, considering the underlying returns avail-
able from the different strategies?

B Does the manager have access to differentiated op-
portunities in a market with multiple participants ac-
tive at every conceivable deal size and strategy?

B Do portfolio company management teams or, in
direct operator strategies, the managers have the
skills to drive operational growth?

A pessimistic view of the change in the private oil
and gas market is that investing used to be much
easier. Investment rules, based on physical principles,
applied. They protected returns to some degree. Then
the shale revolution scrambled those rules and damp-
ened, for a period, private equity returns. (The returns
on the shares for many public oil and gas-related com-
panies were less dampened than destroyed.) But the
optimistic view of the shale revolution is that it has
broadened the investment universe in oil and gas.
Carefully, one can still look for managers providing
income and downside protection, presuming at worst
a benign commodity price environment. And one has
a second set of options: investing with companies that
are part of “Shale 2.0"—new producers and oil field
service innovators that are driving one of the most
unexpected changes in American industrial history,
changes still unfolding that have strengthened Ameri-
ca’s economy, its power, and its opportunities.

Gary Sernovitz is a Managing Director at Lime Rock Partners.
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Infrastructure has grown substantially as an asset class
over the past 15 years, having gone from being spe-
cialist or niche to becoming its own independent asset
class and a viable asset allocation option for investors
without an exposure to real assets. m Infrastructure’s
growth has been driven largely by two factors. The first
IS governments’ growing desire that the private sector
own these assets both to improve their efficien-
cy and to free up government revenue for oth-
er areas of spending. The second is the strong

growth in pension funds over this period, which Andrew Dietz

Macquarie Infrastructure
and Real Assets

has in turn fueled demand for long-dated assets
that deliver reliable cash flows. = While there is
no precise definition of what constitutes invest-

able infrastructure, infrastructure assets Provide  paie mecormack

Macquarie Infrastructure
and Real Assets

services or facilities essential to modern econo-
mies and urban societies, and they typically have high
initial capital costs, long useful lives, and high barriers
to entry. They also have stable, predictable cash flows
and revenues that are often directly linked to inflation.
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The Investment Case for Infrastructure
Infrastructure’s growing popularity among investors
has been driven by three factors:

m Overall returns, particularly risk-adjusted returns,
are attractive relative to traditional asset classes such
as equities and bonds.

B Infrastructure returns have certain traits or char-
acteristics that investors find appealing. For example,
infrastructure is an effective hedge against inflation
and offers downside protection in bad economic times.
B There are significant portfolio benefits of adding
infrastructure to an already existing portfolio of equi-
ties and bonds.

According to Cambridge Associates, since 2004 (as
far back as there is data) unlisted infrastructure has
delivered an annualized compound return of 9.1%.
Over the same period, equities have delivered 6.1%
and bonds 3.5%. The volatility of unlisted infrastruc-
ture’s returns has been significantly less than that of
equities and slightly more than the volatility of bonds,
making its risk-adjusted return performance very im-
pressive indeed.

The profile of infrastructure’s returns is also some-
thing that appeals to investors. For example, investing
in infrastructure offers an effective hedge against in-
flation. When inflation is elevated, infrastructure sig-
nificantly outperforms both equities (by 3.6 percentage
points [ppt] per year) and bonds (by 8.1 ppts per year).
Relative to equities, infrastructure also offers downside
protection in weak economic times. When growth is
very weak, unlisted infrastructure tends to perform
better by 10.8 ppts per year. Put simply: when growth
is strong, infrastructure goes stride for stride with eq-
uities, but when growth is very weak, infrastructure
generally outpaces equities. This outperformance in
periods of economic weakness is in the main because
of the relative resilience of consumer spending on the
essential services that infrastructure provides.

Finally, adding infrastructure to a traditional port-
folio of equities and bonds materially improves that
portfolio’s performance. Adding a 20% allocation to
infrastructure to a portfolio that is 60% equities and
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40% bonds (lowering each by 10 ppts to accommo-
date the new allocation) both increases the average
return of that portfolio and lowers its volatility, push-

ing out that portfolio’s efficient frontier.

The Public Policy Case for Infrastructure

The US and other countries around the world have
a clear need to reinvest in critical existing infra-
structure, to build new infrastructure, and to bring
existing infrastructure into the next century. For
governments, the case for investing in infrastruc-
ture is powerful. First, it generates significant em-
ployment gains for each dollar spent, meaning it
provides powerful second-round effects on the
economy and so is a cost-effective way to boost the
economy. Second, and perhaps even more impor-
tant, it increases productivity (by lowering costs,
increasing options for consumers and businesses,
and improving the allocation of resources across
an economy)—something that increases long-run
economic growth and raises living standards. Fi-
nally, as we move into a period of rapid technologi-
cal change, high-quality infrastructure will be an
important factor in enabling economies to adjust
rapidly and therefore reap the economic benefits of
these technological advancements.

The case for adding an allocation to infrastruc-
ture is compelling—returns are strong, it provides
downside cyclical protection, and it likely improves
an existing portfolio’s risk-return profile.

As the world ages and private pension funds and
systems proliferate, the amount of money chasing
infrastructure assets is likely to grow. This is good
news for governments. With effective policy ar-
rangements in place, governments can harness this
strong private sector demand for infrastructure to
improve the quality of infrastructure networks and
advance living standards for citizens. ®

Andrew Dietz is a Managing Director and Daniel Mc-
Cormack is a Senior Vice President at Macquarie Infra-
structure and Real Assets.
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REAL ASSETS

Digital Infrastructure—Connected

Dave Lowery
AXA Investment
Managers—Real Assets

Technology continues to transform the world.
It touches every aspect of business, culture, and personal lives
and changes the way people work, live, and interact with one
another. New technologies, ranging from artificial intelligence,
autonomous vehicles, and the Internet of Things to virtual real-
ity, are continually advancing,

New technology is being rolled out to provide the infrastruc-
ture that businesses and consumers rely upon and is connect-
ing sectors within the digital infrastructure space more than
ever. As a result, entry points into the digital infrastructure
space should be assessed as a whole, rather than viewing each
sector and subsector in isolation.

Digital infrastructure firms, such as telecom companies, are
developing new technologies that enable people to maintain
connections and continue to use technology no matter where
they are in the world. Perhaps surprising to some, average
mobile data speeds in Kenya, Egypt, and Indonesia are faster
than those in the US!" Although these countries do not have
the same type of established infrastructure as the US has, some-
times existing technology and legacy infrastructure networks
can slow development rather than speed it up.

Exhibit 1: 2016 Mobile Data Traffic Growth
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The lack of established fixed-line networks in many regions
has spurred strong growth in mobile data traffic. According to
Cisco, mobile data traffic growth reached 96% in the Middle
East and Africa during 2016, compared to 44% in North Amer-
ica. While growth in North America and Europe was lower
than that in all other regions, as can be seen in Exhibit 1, it
remained strong,

Infrastructure Providers Responding to Changing Needs
Mobile network operators and other digital infrastructure
providers have shifted the ways they deliver their services in
response to how the public and businesses consume data. Tra-
ditional telecom masts remain a feature but have been supple-
mented with new technology, such as small cells and distribut-
ed antenna systems (DAS). As many mobile network operators
confront spectrum limitations following a period of relatively
flat capital expenditure? while demand growth rises, network
densification is the primary tool used to increase capacity. This
entails conventional cell splitting (deploying a new cell site in a
capacity-constrained area in order to accommodate increased
traffic), deployment of higher-speed links (often by deploying
fiber to the cell site), and various small-cell approaches such as
microcells, picocells, and femtocells. Because of their small size,
these devices are often more feasible from a zoning perspec-
tive. They can also be more effective than conventional macro
cell sites at addressing pinpoint capacity needs. In practice,
this means that a person walking down the street will not lose
wireless connection while streaming a music service or live
news feed, for example.

Outdoor DAS installations can be used in a range of settings,
including downtown areas, historical districts, difficult-to-
zone neighborhoods and travel corridors, or where obtaining
zoning approval for a conventional tower is difficult. Because
DAS elements are positioned as individual nodes on low-el-
evation structures, rather than as highly visible arrays (as on
towers), zoning authorities that are resistant to towers are often
more amenable to DAS. As a result, in some metro areas, ob-
taining construction approval for DAS installations is easy. The

fact that these installations now frequently link directly to fiber

1. Rani Molla, “The US. Ranks 29th in the World in Mobile Internet
Speeds,” Recode, June 7, 2017.

2. Global wireless capex was estimated at $31.4 billion in 2014 and is
estimated to reach $31.7 billion in 2017, according to Royal Bank of
Canada estimates.
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Exhibit 2: Video Set to Be the Main Driver of Mobile Traffic Growth
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networks to increase capacity highlights the links between one
subsector and the other.

Edge data center network growth has been driven by provid-
ing data connectivity directly in locations it is most needed. These
networks can be considerably smaller than the average data cen-
ter and located in smaller population centers that are farther from
traditional hubs, yet they still require a reasonable amount of
bandwidth to allow viewing of mobile and Internet video. This
form of data consumption, which dominates data use now, looks

set to drive data growth in the future, as can be seen in Exhibit 2.

Fiber: Still the Baddhone of Many Networks

Despite the growing importance of mobile, fiber infrastructure

plays a key role in delivering mission-critical communications ser-
vices. Following aggressive construction, many fiber companies

struggled in the early 2000s because of a lack of demand, busi-
ness failures in the carrier and Internet sectors, and overcapacity.’

In the mid-2000s, a substantial expansion in computing

power and growth in bandwidth-intensive applications drove

meaningful traffic growth, which led to a recovery in demand for
fiber networks. The capacity and performance of the consumer

last-mile connection was primarily addressed by the expansion
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of cable and telecom networks and through mobile network
development by wireless carriers.

Meanwhile, the growing bandwidth business users de-
manded was provided by a number of focused fiber devel-
opers constructing new networks to connect directly to data
centers, government facilities, schools, hospitals, and other
locations with high-bandwidth needs.

Not All Fiber Is the Same

“Dark fiber” provides raw bandwidth infrastructure to custom-

ers who desire more control over their networks. From a cus-
tomer perspective, dark fiber contracts are typically long term
(5 to 20 years or longer) and tend to feature low churn, while
entailing high capital investment. Under these arrangements,
customers lease fiber strands and light them with their own
optical equipment.

“Lit services” are based on carrier-owned fiber and optronics.
Customers pay based on the amount and type of bandwidth
service they purchase, with services including wavelength,
Ethernet, Internet Protocol, and Synchronous Optical Net-
working services. Contracts are typically shorter than those for
dark fiber, generally running between two and five years.

What Is Needed: More Fiber or Better Connections?

A fiber optic cable has a single glass core through which in-
formation travels. However, research conducted by Dutch and
American scientists in 2014 in multi-core technology (a cable
has several glass cores through which information travels rath-
er than just one) revealed that the current use of available fiber
is just a fraction of its true capability. The scientists achieved a
top speed of 255 terabits per second. To put this into context,
it equates to downloading a 4 GB high-definition film in just
0.12 seconds.*

The conclusion of this research was that a single fiber
cable could theoretically carry the entire world’s Internet
traffic, according to infrastructure services company Zayo.
Although this research highlights the fact that more band-
width is not needed per se, significantly improved con-
nection between existing networks could result in much
greater speeds. In practice, making global improvements
would be difficult, considering that 95% of the world’s In-
ternet traffic and around $10 trillion of daily global finan-
cial transactions’ are carried over more than 300 subsea
cables.® Satellites account for the remaining 5% of global
Internet traffic.



The disparate ownership of subsea cables also creates poten-
tial barriers to their efficiency. The termination points of subsea
cables are often controlled by telecom operators, which then pro-
vide transport options to other networks. As a result, third-party
data center operators, even those with locations close to cable
landing stations, have traditionally been unable to obtain direct
network access. Exceptions include circumstances in which
data center operators’ network customers have provided direct
access or in a site where a telecom sponsor is not an incumbent
player at the location. These potential connection issues have
prompted organizations to lay their own subsea cables, with

REAL [ASSETS

then exercise significant control over the connected ecosystem,
potentially delivering an enhanced service for users.

Ultimately, telecoms and digital infrastructure providers are re-
sponding to the ongoing shift in the way both businesses and the
public consume and generate data. Those that control their entire
networks are likely to have a significant advantage over those that
remain niche operators or fail to see the increasing connectivity
between the various digital infrastructure sectors. W

Dave Lowery is Senior Research Analyst at AXA Investment Manag-
ers—Real Assets.

joint Facebook-Microsoft” and Facebook-Google
cables examples of collaboration between major

infrastructure providers.®

Connected Digital InfrastructureIs Leading toa
Shift Inthe Way Some Companies Operate
Many companies are now beginning to provide
dark fiber services alongside both traditional
and more specialized telecom services. Further,
some operators are also moving into the data
center space in order to offer a full suite of digital
infrastructure services. One example of such a
shift in strategy is that of Crown Castle Inter-
national, which has added DAS and small cells
to its network of traditional towers. It has also
added significant fiber capacity and acquired its
first colocation data centers during 2017°

This strategy of ensuring a company can offer
a variety of services to its clients could create a
seamless ecosystem of connectivity for a range
of clients and end users. Such a company could

3. Paul Starr, “The Great Telecom Implosion,” The Amer-
ican Prospect, September 9, 2002.

4. Sebastian Anthony, “255Tbps: World's Fastest Net-
work Could Carry All of the Internet’s Traffic on a Sin-
gle Fiber,” Extremetech, October 7, 2014.

5. “Improving Outage Reporting for Submarine Ca-
bles and Enhancing Submarine Cable Outage Data,”
notice of proposed rulemaking, Federal Communica-
tions Commission, September 17, 2015.

6. Submarine Cable Map, TeleGeography,
https://www.submarinecablemap.com/, August 2017.
7. Cade Metz, “Facebook and Microsoft Are Laying a
Giant Cable Across the Atlantic,” Wired, May 26, 2016.
8. Klint Finley, “Facebook and Google Will Stretch In-
ternet Cable from LA to Hong Kong,” Wired, October,
12,2016.

9. Jodo Marques Lima, “Crown Castle International
Buys LA Provider in $600m Data Centre, Fibre Deal,”
Data Economy, April 18, 2017.
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REPORTING STANDARDS

NCREIF PREA Reporting Standards: Increasing Focus on Closed-End Funds

Kingsley
Kingsley
Consulting

Marybeth
Kronenwetter
NCREIF

The mission of the NCREIF PREA Reporting Standards
is to establish, manage, and promote transparent and
consistent reporting standards for the real estate industry to
facilitate informed investment decision making. The Reporting
Standards were established to address a perceived gap and in-
consistency in reporting practices for investors in real estate
investment vehicles. Reporting Standards for open-end funds
have been successfully established (with 95% compliance in
the industry), and similar reporting requirements are in the
process of being finalized for closed-end funds, which have
several unique considerations to address.

The

recommended elements for reporting to investors. The

Reporting  Standards contain required and
required elements are considered a minimum baseline
for reporting, but funds are encouraged to adopt both the
required and the recommended Standards, which would
represent best practices within the industry. Many of the
required and recommended elements apply to all investment
structures. For example, fair value reporting, quarterly
valuations, financial risk measures, and certain types of
diversification characteristics can be consistently and
meaningfully compared across all investment structures. The
Standards also can reflect investment structure; open-end
funds, closed-end funds, and single client (separate) accounts
all have specific components within the Standards tailored to
their defining structural characteristics. For example, equity
multiples are appropriate performance measures for closed-
end funds but not for open-end funds.

The Reporting Standards have been readily embraced
by the open-end fund community as evidenced by a 2014
study" with over 95% compliance for funds reported to the
NCREIF Fund Index—Open End Diversified Core Equity
(NFI-ODCE). The challenge now facing the Reporting
Standards Board and Council is to build similar success with
managers of other investment structures, notably closed-
end funds. The NCREIF Fund Index—Closed End Value
Add (NFI-CEVA) is the only known index of its kind and
is building and expanding to become more widely accepted
as a benchmark for closed-end value add funds. NCREIF
is working closely with the Reporting Standards Board and

1. NCREIF PREA Reporting Standards, ODCE Compliance
Assessment, June 10, 2014
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Council to encourage standards compliance among NFI-
CEVA contributors.

Similarly, work has commenced on several topics that need
to be tackled to address the specific reporting demands of
the closed-end community. Such projects have generated
substantial momentum within the Reporting Standards Board
and Council, with enthusiastic discussions covering several
meetings, energizing members of the sponsor organizations,
and bringing critical issues to the table for resolution. The
result will be improvements to the Reporting Standards
overall. The Reporting Standards Board aims to capitalize on
this momentum with a focus on expanding the adoption of the
Reporting Standards in order to improve the transparency and
consistency of reporting across open- and closed-end funds.
The success of the strategy is dependent on collaboration
with sponsors NCREIF and PREA, continued compliance
efforts with the Reporting Standards, the establishment of
prudent alliances with related industry association efforts, and
increased promotion within the real estate industry.

Three projects are currently under way within the
Reporting Standards to address the unique nature of closed-
end funds. Successtul completion of these projectsis expected
to catapult recognition of the Reporting and Standards and
the ability to comply within the closed-end fund community.

B Time-Weighted Returns and Annual External
Appraisal Reporting

Determining the relevance and applicability of time-weighted
returns and annual external appraisal requirements for
closed-end funds is the first order of business. These existing
Standards are rooted in the CFA Institute’s Global Investment
Performance Standards (GIPS) for real estate. The Reporting
Standards Council and Board continue to work with
members of the CFA Institute as it, too, struggles with
compliance issues for firms sponsoring closed-end real estate
funds. Cogent arguments exist on both sides to either keep
the existing Standards or to change the Standards to be more
applicable to a broader group of investment structures. For
example, those in favor of keeping the time-weighted return
requirement argue that the performance of other asset classes
ismeasured on a time-weighted return basis, and as such, they
are required for benchmark comparisons and aggregation



purposes. Counter arguments include that performance
of closed-end fund managers is IRR driven, and because
of the nature of the calculation of time-weighted returns,
performance prior to fund realization can be misleading and
misused. These are just two examples of points considered
that are not easy to resolve. The debate continues.

Late in 2017, an exposure draft specific to this topic will be
made available for a 60-day industry public comment period.
Industry input and feedback are critical. PREA members will
be notified when the exposure draft is available for comment.
The information considered by and conclusions of the
Reporting Standards Board and Council will be presented in
the exposure draft. Upon successful completion of the public
comment period, if changes to the Reporting Standards are
warranted, they will be made and adopted.

B Global Fee and Expense Measure

The second project relates to the development of a
comprehensive global fee and expense measure. This project
illustrates the multifaceted nature of many projects within
the Reporting Standards. Transparency, comparability, and
consistency of calculations surrounding fees and expenses
is a worldwide issue. Investors are pressured by investment
boards and state regulatory bodies to control investment
management fees and provide a complete accounting to
the public of all the costs associated with administering
institutional investment pools. Investment managers are
feeling the heat from investors and the SEC, all of whom
are demanding consistent and transparent fee disclosures.
Associations such as the Reporting Standards sponsors, PREA
and NCREIF, along with their global counterparts, INREV
(European Association for Investors in Non-listed Real Estate
Vehicles) and ANREV (Asian Association for Investors in
Non-Listed Real Estate Vehicles), and other associations,
such as the Institutional Limited Partners Association (ILPA),
are collaborating on important aspects relating to this topic.
The Reporting Standards Council is working with INREV
and ANREV to develop vehicle metrics. The result of this
work will be exposed for a 90-day industry public comment
period in the fall of 2017. Upon conclusion of this project,
changes will be incorporated into the Reporting Standards
and INREV Guidelines to incorporate this global measure.

REPORTING STANDARDS

In addition, and at the request of investors, the Reporting
Standards Council is working with ILPA to accommodate
real estate in its Reporting Template. Finally, discussions
are under way regarding all groups coming together to
accommodate investor reporting needs surrounding fees and

expenses on a global basis.

B Gross Versus Net IRR Presentation and Calculation
The third project is the development of guidance for the
consistent presentation and calculation of gross and net
IRR. The real estate industry does not have a consistent
and transparent approach to the presentation, calculation,
and disclosure of gross IRR and net IRR. IRR (along with
various multiples) is considered the relevant performance
measure in the closed-end fund community. Therefore,
this lack of consistency may result in false comparisons or
incorrect conclusions.

The guidance developed is expected to include a hier-
archical approach (tiers), coupled with clear identification,
definition, and mapping of fees and costs and will be
published in Handbook Volume 1I. Guidance is expected to
be available by year-end 2017.

Although each of these projects is critical to enhancing
the applicability of the Reporting Standards to closed-end
funds, real success is achieved by closed-end investors and
managers embracing, advocating for, and implementing the
Reporting Standards and initiatives. The Reporting Standards
Board and Council continually need volunteers from the
PREA membership to join the efforts. Educating the closed-
end community on the benefits of compliance is critical as
well. Webinars and videos will continue to be produced on a
regular basis and will give the industry multiple opportunities
to learn about the Reporting Standards.

The promotion of the key elements of the strategy is
expected to increase the dialogue with industry stakeholders
and highlight the benefits of compliance with the Reporting
Standards. Such communication, will ultimately lead to
more transparent and consistent reporting, culminating in
the facilitation of informed decision making. B

Jamie Kingsley is the Founder of Kingsley Consulting, and Marybeth
Kronenwetter is the Director of Reporting Standards at NCREIF.
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REGULATORY UPDATE

The New Partnership Audit Rules: \\Vhat Tax-Exempt Partners Should Know

Paul S. Drizner
Seyfarth Shaw LLP

While it may be an overstatement (o say that tax-exempt
partners generally don't worry about partnership tax audits,
that statement is probably not too far from the truth.! However,
thanks to the Bipartisan Budget Act of 2015 (BBA),” that is go-
ing to change very soon. Effective for partnership taxable years
beginning after December 31, 2017, Section 1101(c) of the BBA
imposes a centralized audit regime that will replace the current
audit procedures established by the Tax Equity and Fiscal Re-
sponsibility Act of 1986 (TEFRA) and the audit procedures ap-
plicable to electing large partnerships. The effect of this change
will be to redirect the assessment of audit adjustments and
the collection of any resulting tax from the partner level to the
partnership. Although this change will impact all partners, the
greatest impact may very well be felt by tax-exempt partners.
This article summarizes the important changes made by the
BBA and discusses steps that tax-exempt partners can take to

protect against unwanted consequences of a partnership audit.

Current Law: TEFRA and Electing Large Partnerships
Under current TEFRA audit procedures, when the IRS exam-
ines a partnership, the IRS makes adjustments to “partnership
items” at the partnership level. The IRS then makes correspond-
ing adjustments to each partner’s return to reflect the partner’s
share of adjustments of partnership items. In certain situations,
the IRS is then required to conduct a separate deficiency pro-
ceeding at the partner level. Importantly, partnerships with ten
or fewer direct partners are exempt from the TEFRA procedures,
and if the IRS wants to audit a TEFRA-exempt partnership, it
must conduct a separate examination of each partner and assess
any resulting tax in a separate proceeding for each partner.

Certain partnerships with 100 or more partners may elect
out of the TEFRA procedures. Such electing large partnerships
(ELP) are, instead, subject to simplified reporting rules and cen-
tralized audit procedures that are in some respects similar to
those enacted under the BBA.

The New Audit Rules Under the BBA

Why the Change?

In 2013, Congress recognized that the number of partner-
ships had grown significantly since 2002, but the number
of partnership audits had not kept pace. It was thought that
this was a result of, at least in part, the audit procedures un-

der TEFRA, which are complex and time-consuming. Section
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1101 of the BBA was enacted in 2015 to address this concern,
and proposed regulations implementing the BBA audit pro-

cedures were released in June 2017. Effective for partnership
taxable years beginning after December 31, 2017, the BBA
replaces the TEFRA and ELP procedures with a centralized
audit regime that will apply to all partnerships, including
those that were previously exempt under TEFRA. Under the
new audit rules, a partnership, and not the individual partners,
will be liable for any tax, penalties, and interest due as a re-
sult of partnership-level adjustments. This is a very significant
change from current law, especially for tax-exempt partners.
Under TEFRA, a tax-exempt partner generally suffers no eco-
nomic harm from partnership audit adjustments because the
adjustments are passed through to the partners, and because
of the exempt status, a tax-exempt partner would typically pay
no tax as a result of the adjustments. However, because under
the BBA the partnership is responsible for any tax resulting
from audit adjustments, taxes collected from the partnership
will reduce the value of the partnership and, correspond-
ingly, the value of each partner’s interest in the partnership.
Election Out of New Audit Rules

The new audit rules generally apply to all partnerships for tax-
able years beginning after December 31, 2017. However, Sec-
tion 6221 of the Internal Revenue Code as revised by the BBA
permits partnerships that have 100 or fewer partners and have
only “eligible partners” to elect out of the new audit rules. For
this purpose, eligible partners are individuals, C corporations,
foreign entities that would be treated as C corporations if they

were domestic, S corporations, and estates of deceased partners.

1. The discussion that follows applies to all entities that are treated as partnerships
for federal tax purposes, including partnerships and limited liability companies
that are taxed as partnerships. For ease of discussion, all such entities are referred to
as “partnerships,” and all equity owners of such entities are referred to as “partners.”
2.PL.114-74.
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Eligible partners do not include partnerships, trusts, or disre-
garded entities. Thus, a partnership that has a trust (including a
tax-exempt trust), partnership, or disregarded entity as a part-
ner will not be permitted to opt out of the new audit rules.

A partnership wishing to elect out of the new audit rules
must do so annually on a timely filed partnership return for the
taxable year to which the election relates. If a partnership elects
out of the new audit rules, it will be audited under pre-TEFRA
audit procedures, meaning that the IRS will separately assess
tax with respect to each partner under the deficiency provisions
of the Code.

Consistency

Section 6222 of the Code as revised by the BBA requires each
partner to treat items of partnership income, gain, loss, deduc-
tion, and credit on its return consistently with how such items
are treated on the partnership’s return, unless the partner dis-
closes any inconsistency in a statement attached to the partner’s
return. If a partner fails to treat a partnership item the same way
the partnership treated the item, the IRS can adjust the partner’s
return to make it consistent with the partnership return and de-
termine any resulting underpayment of tax. The IRS may then
immediately assess and collect the tax from the partner.
Partnership Representative

Under TEFRA, a partnership is required to appoint a partner as
its tax matters partner (TMP) to act as the liaison between the
IRS and the partnership. A TMP has authority to bind the part-
nership, but it cannot bind other partners, and under TEFRA,
other partners are entitled to notice of and have the right to par-
ticipate in IRS proceedings.

Code Section 6223 as revised by the BBA eliminates the con-
cept of the TMP. Instead, the new rules require each partner-
ship to have a “partnership representative,” which is different
from a TMP in significant respects. For example, the partner-
ship representative is not required to be a partner; he or she can
be any person who has a substantial presence in the United
States. Also, the partnership representative has the sole authori-
ty toact for and bind the partnership and the partners regarding
audit proceedings (regardless of any contrary provisions of state
law or the partnership agreement), and the partnership repre-
sentative has broad powers, including the power to enter into
settlements, agree to notices of final partnership adjustments,
and make a push-out election (discussed below).

A partnership must designate a partnership representative
on its return for each taxable year. If a partnership does not
propetly designate a partnership representative, the IRS may
designate any person to serve as the partnership representative.

Considering the broad powers afforded a partnership represen-
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tative, partners would be wise to have their partnership agree-
ments require that the partnership appoint its own partnership
representative and not leave the choice to the IRS.

Imputed Underpayment and Modification of
Imputed Underpayment

Code Section 6225 as amended by the BBA and the proposed
regulations provide that if the IRS adjusts any item of partner-
ship income, gain, loss, deduction, or credit for a “reviewed year,”
the partnership is required to pay any imputed underpayment
regarding such adjustment in the “adjustment year.” For this
purpose, a “reviewed year” is the tax year under examination,
and the “adjustment year” is the year that an audit or judicial
review is completed. The imputed underpayment is generally
the net amount of partnership adjustments multiplied by the
greater of the highest federal income tax rate applicable to indi-
viduals for the reviewed year or the highest federal income tax
rate applicable to corporations for the reviewed year. Because
the imputed underpayment is payable by the partnership in the
adjustment year, the partners during the adjustment year bear
the economic burden of the imputed underpayment, even if
they were not partners during the reviewed year.

Code Section 6225(c) of the new audit rules allows a partner-
ship to modify an imputed underpayment in certain situations,
with IRS approval. One situation in which a modification may
be granted is if (1) one or more partners file amended returns
for the reviewed year and for any subsequent year in which a tax
attribute is affected by an adjustment for the reviewed year, (2)
the amended returns take into account all adjustments that are
properly allocable to such partners, and (3) such partners pay
any tax due with their amended returns. The imputed under-
payment to the partnership will then be determined without
the adjustments that were included in the amended returns.

A partnership with at least one tax-exempt partner during
the reviewed year may request a modification based on the
partner’s tax-exempt status. If the modification is approved, the
imputed underpayment will be calculated without regard to
the portion of the adjustment that is allocable to the tax-exempt
partner and for which the tax-exempt partner would not have
been subject to tax in the reviewed year. However, the adjust-
ment will not be modified to the extent that an otherwise tax-
exempt partner would have been subject to tax with respect to
the adjustment. For example, if the IRS examines a partnership
that has two equal partners, one of which is tax-exempt (X),
and the IRS makes an adjustment to increase the partnership’s
income by $100, the partnership representative can request
a modification based on Xs tax-exempt status. If the IRS ap-
proves the modification request, it should reduce the $100 ad-



justment by $50, which is the portion allocable to X. However, if
40% of the $50 adjustment allocable to X is unrelated business
taxable income to X, then the modification would be only $30
(the portion of the adjustment to which X would not have been
subject to tax in the reviewed year).

A modification can also be requested to lower the tax rate
that was used to determine an imputed underpayment from
the default highest individual or corporate rate. If a partnership
has C corporation partners, the partnership can request that a
lower rate be applied to the portion of the adjustment allocable
to such partners, and if a partnership has capital gain or quali-
fied dividend income, the partnership can request a lower rate
to the extent that such items are allocable to individual partners.
Push-Out Election
Code Section 6226 as amended by the BBA allows a partner-
ship to elect to push out the partnership audit adjustments to
its reviewed-year partners. If an effective push-out election is
made, the partners, and not the partnership, take the partner-
ship adjustments into account and are liable for any resulting
tax, penalties, and interest. The effect of a push-out election is
consistent with the pass-through nature of a partnership and
puts the tax burden on those who were partners during the re-
viewed year rather than on the partnership and, indirectly, the
adjustment-year partners.

An electing partnership must file a push-out election and fur-
nish to each reviewed-year partner and the IRS a statement re-
flecting such partner’s respective share of the partnership adjust-
ments for each reviewed year. If a push-out election is made, each

REGULATORY UPDATE

reviewed-year partner must take into account the adjustments
listed on the partner’s statement received from the partnership
and pay with the partner's adjustment-year return (1) any ad-
ditional tax, penalties, and interest resulting from the partner’s
share of the partnership adjustments for the reviewed year, plus
(2) if the adjustment of tax attributes for the reviewed year af-
fects any of the partner’s returns for years after the reviewed year
and before the adjustment year (“intervening years”), any result-
ing additional taxes, penalties, and interest for such intervening
years. The extent to which a partner owes additional tax because
of the push out of partnership adjustments depends on the part-
ner’s particular tax situation, such as if the partner is tax-exempt
or the partner has net operating losses that can be applied against
the adjustments.

The proposed regulations require a partnership that makes
a push-out election to compute a “safe harbor” amount of tax
and a safe harbor amount of interest, which must be included
in the statements furnished to the reviewed-year partners. The
proposed regulations set forth the procedure for calculating the
safe harbor amounts. A reviewed-year partner can elect to pay
the safe harbor amount in lieu of the additional reporting year
tax, but it is unlikely that a tax-exempt partner would elect to pay
the safe harbor amount.

The proposed regulations do not address how the push-out
election will apply to partnerships that have pass-through entity
partners (ie., tiered partnerships). The IRS has expressed con-
cern that allowing upper-tier entities to push out adjustments to
their partners will result in complexities and challenges similar
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senior housing operating partners

Blue Moon acquires and develops private-pay, rental Independent
Living and Assisted Living / Memory Care communities in markets

with dramatic expected growth in resident demand.

www.bluemooncp.com (617) 307-5961

PREA Quarterly, Fall 2017 73


http://www.preaquarterly-digital.com/preaquarterly/fall_2017/TrackLink.action?pageName=73&exitLink=http%3A%2F%2Fwww.bluemooncp.com

REGULATORY UPDATE

to those that exist under TEFRA, which Congress had hoped to
resolve with the new audit rules. The IRS has reserved this issue
and may issue additional proposed regulations to address how to

administer the push-out election in a tiered partnership structure.

Available Protective Measures

Obviously, the BBA will significantly change partnership
audit procedures, including how taxes resulting from part-
nership audits will be assessed and collected. While these
changes will affect all partners, the greatest impact will like-
ly be felt by tax-exempt partners. Thankfully, there are steps
that tax-exempt partners can take to lessen or eliminate the
sting of the new rules.

Perhaps the most important action involves the partner-
ship representative. As noted above, a partnership repre-
sentative has the sole authority to act for and bind the part-
nership and its partners. To protect its interests, an exempt
partner should have itself appointed as the partnership
representative with powers as broad as possible to make all
elections and other decisions for the partnership in connec-
tion with partnership audits. If a partner is unable to be ap-
pointed as the partnership representative, it should negotiate
to have the partnership agreement limit the power of the
partnership representative to enter into settlements or make
elections that bind the partnership and the partners without
their consent. Under law, any actions taken by the partner-
ship representative regarding an audit are valid and binding
on the partnership regardless of any limitations set forth in
the partnership agreement. However, the partners can agree
among themselves to limit the partnership representative’s
powers, and if the partnership representative takes any ac-
tion that exceeds such limits, the partners can bring an ac-
tion for breach of contract.

If a tax-exempt partner is unable to be appointed as the
partnership representative with broad powers, it should re-
quest that the partnership agreement require the partner-
ship representative to elect to opt out of the new audit rules,
if the partnership qualifies to do so, or to make a push-out
election if the partnership does not opt out of the new rules.
The partnership agreement should also provide that if the
partnership fails to opt out of the new rules or make the
push-out election, the partnership representative will re-
quest all applicable modifications under Code Section 6225,
and the partners will take the actions necessary to secure
such modifications.

The partnership agreement should also (1) address how
the partners will share any tax assessed against the part-
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nership in the event that the partnership does not opt out
of the new rules or make a push-out election, (2) require
current and former partners who were partners during a
reviewed year to contribute their allocable share of any
taxes owed by the partnership as a result of an audit, (3)
provide that any current partner that is a successor to a
former reviewed-year partner be responsible to the extent
its predecessor does not pay the predecessor’s share of the
reviewed-year tax, (4) require the partnership represen-
tative to provide the partners with copies of notices and
other communications received in connection with an au-
dit, and (5) provide that the audit procedure provisions of
the partnership agreement are binding on all current and
former partners and that they survive the termination of
the partnership.

In addition to the foregoing protections, a partner joining an
existing partnership should request to be indemnified against
any liability for prior-year taxes, including indirectly as a re-
sult of any partnership-level imputed underpayment, relating
to a reviewed-year prior to when the new partner joined the
partnership. This is generally not necessary under TEFRA be-
cause under TEFRA the partnership adjustments are passed
through to those who were partners during the year under
audit, which would not include the new partner. However,
because under the new rules a partner can become directly or
indirectly liable for taxes attributable to years before becoming
a partner, a new partner should request indemnification from
the other taxable partners (if the new partner acquired the in-
terest from the partnership) or from the selling partner (if the

interest was acquired from another partner).

Conclusion

With only a few months until the new audit rules become
effective, it is important that tax-exempt partners become
familiar with the new rules, including available elections
and other ways they can protect themselves against be-
coming directly or indirectly liable for tax, should the
partnership be audited. A partner should also consider re-
viewing and revising existing partnership agreements to
address the partnership representative concept and other
aspects of the new audit rules. Failing to seriously con-
sider and address the potential consequences under the
new rules could result in a tax-exempt partner essentially
bearing the same economic burden as a taxable partner if
the partnership is audited. ®

Paul S. Drizner is a Partner with Seyfarth Shaw LLP.
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DEBT MARKETS

The Evolution of Commercial Mortgage Risk Management
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Many institutional investors view commercial mort-
gages as an attractive, complementary, and lower-risk
alternative to real estate equity. History shows, howev-
er, inadequate risk management can lead to significant
losses in commercial mortgage lending, particularly
when the investments originate during the later stages
of a real estate cycle. The market cycle influences com-
mercial mortgage performance in a similar fashion to real
estate equity, but the defining characteristics of the cycle
can play an even more important role in the former case.
Prudent risk assessment in commercial mortgages can be
relatively complex, however, and must consider the myr-
iad of potential loan characteristics, structures, collateral
characteristics, sponsorships, and other attributes that
may contribute to risk. Lenders who employ effective
risk management throughout cycles, especially during
periods of significant stress, are better able to minimize

losses on a relative basis.

Risk Management

The primary risks associated with commercial mortgage
lending can be classified as operational risks, which are
related to operational controls, information systems, or
corporate governance; credit risks, which are associated
with the likelihood that counterparties, such as sponsors,

Exhibit 1: Year-Over-Year Market Value Change and Income Growth Through Cydes

15%

tenants, and co-lenders, will not fulfill their financial ob-
ligations; and market risks, which are associated with the
economy, capital markets, interest rates, currency rates,
investment sectors, and geographies.

Although operational and credit risks are critical com-
ponents of portfolio- and loan-level risk management
programs, market risks are arguably the most difficult to
anticipate and manage. This is because applicable market
risks vary considerably by investment and are subject to
material changes over time. Market risk metrics that have
proved most useful in identifying emerging risks and
strategically positioning portfolios for one cycle have not
necessarily been the most helpful in subsequent cycles. A
look back at real estate investment performance across
cycles can help illustrate variability in the key drivers of
real estate market downturns and the characteristics of
the best-performing loans through each cycle.

Early 1990s: Converging Fundamental and Capital
Market Pressures

The past three decades have produced three primary eco-
nomic and corresponding real estate cycles, illustrated in
Exhibit 1. The first major real estate downturn occurred
during the early 1990s. Leading up to this downturn,
policy and regulatory changes, including the Depository
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Institutions Deregulation and Monetary Control Act of
1980 and the Economic Recovery Tax Act of 1981, con-
tributed to increased capital flows to real estate. This
increase in equity capital coincided with an increase in
undisciplined lending from savings and loan institutions,
which drove significant amounts of new construction. As
a result, supply growth exceeded 4% in the mid-1980s.
Construction slowed dramatically following the passage
of the 1986 Tax Reform Act, but the reduction was too
late to stem the tide of rising vacancies that accompa-
nied the early 1990s recession. As a result, rents declined
broadly across the United States, and property prices, as
measured by the NCREIF appreciation index, fell 32%
from peak to trough between 1990 and 1995. The failure
of many savings and loan institutions, along with per-
sistent weakness in fundamentals, caused both investors
and lenders to lose confidence in the market, and capi-
tal for commercial real estate grew scarce. Commercial
mortgage default rates and losses increased significantly,
negatively impacting lenders of all types.

In the years preceding the early 1990s downturn,
lenders measured risk primarily by examining loan-
to-value (LTV) ratios, with debt service coverage ratios

Exhibit 2: Real Estate Fundamentals

DEBT MARKETS

(DSCRs) as a secondary, but important, consideration.
However, the competitive lending environment pushed
many lenders to relax standards for both; LTVs of 80% or
higher were relatively common. In the early stages of the
downturn, DSCRs began to fall below 1.00x, leading to
term defaults not long after. As the downturn progressed,
illiquidity in the capital markets led to maturity defaults
as borrowers were unable to refinance. These conditions
persisted for several years, pushing cumulative losses to
record levels for many lenders. Though this experience
was painful, it positively influenced risk management

programs at many firms.

Early 2000s: Technology Bubble Causes Fundamental
Demand Collapse

One of the major drivers of the late-1990s/early-2000s
economy was the emergence of a new segment of the tech
sector consisting of many small Internet-focused compa-
nies, dubbed “dot-coms.” With few viable business plans
and little operational discipline, combined with unreal-
istic stock valuations, many of these companies quickly
failed. The result was a precipitous decline in real estate
demand in the markets where they proliferated, such as
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Exhibit 3: Cumulative Expected Loss by Chicago Property Type (in Basis Points)

CBRE EA Moody’s Moody’s Federal
Upside  Stagflation Next-Cycle Reserve Adverse
Expansion Recession  Recession Stress Test
Retail A [ 145 | [ 253 |
Industrial | 261 | [ 215 |
office IEM [ 278 | [ 230 | [ 132 |
Apartment [EETH [ 206 | [ 208 |

Sources: Moody's CMM, CBRE EA, Federal Reserve Board

Exhibit 4: Cumulative Expected Loss for an Office Mortgage by Market (in Basis Points)

New York City
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Chicago
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Los Angeles
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Dallas

Atlanta
Philadelphia
Denver

CBRE EA Moody’s Moody’s Federal
Upside  Stagflation Next-Cycle Reserve Adverse
Expansion Recession  Recession Stress Test
[ 50 |

[ 278 | [ 230 | [ 132 |
| 44 | | 217 | [ 111 |
| 86 | [ 272 | [ 252 | [ 122 |

[ 178 |

[ 210 | [ 198 | [ 103 |
| 256 | | 228 | [ 135 |
| 85 | [ 213 | B [ 106 |

Sources: Moody's CMM, CBRE EA, Federal Reserve Board

San Francisco and Seattle. Vacancy rates rose dramati-
cally (Exhibit 2), and market rents fell quickly. Property
incomes declined at an unprecedented pace, falling 10%
in just over two years, far exceeding the pace of decline
in the early 1990s. However, supply was more in bal-
ance leading up to 2001 relative to the previous reces-
sion, totaling less than 3.0% of existing stock. Property
values were only modestly impacted, declining 3.0% peak
to trough, and capital flows into the real estate sector remained
relatively intact as investors sought the perceived safety of hard
assets. The continued investment demand placed downward
pressure on capitalization rates, largely insulating property
values. Real estate investors and lenders who understood the
transitory nature of the negative fundamental environment
associated with the dot-com bubble remained in the mar-
ket. Commercial mortgage default and loss rates in this
downturn were relatively modest in spite of the magni-
tude of property income losses.

During this downturn, DSCR ratios came under im-
mediate stress as incomes fell rapidly amid rising vacancy
rates. However, with values falling only modestly, LTVs
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were not dramatically affected. Owners were more will-
ing to carry the assets in anticipation of recovery. Also, as
debt and equity capital remained largely available, ma-
turity defaults were kept at bay. In this downturn, while
DSCRs signaled severe losses, resilient LT Vs helped miti-
gate the stress.

Late 2000s: Global Financial Crisis

The economy’s most recent downturn was very different
from both the property market bust of the early 1990s

and the dot-com bubble in the early 2000s. When the

economy entered the Great Recession, the impact on
commercial property markets was twofold. First, many
businesses chose to reduce headcount, laying off workers

but often not enough to close entire offices. Net operat-
ing income (NOI) dropped a mere 4.5% peak to trough,
thereby lessening the potential for term defaults. The
more important effect was from the capital markets. The
abrupt closure of the CMBS market, and overall inves-
tor paralysis amid the uncertainty, caused a rapid and
severe repricing of real estate assets, with values declin-
ing 32% in two years. In the face of this severe correc-
tion, the commercial mortgage lenders that appropriately
positioned their portfolios emerged relatively unscathed.

The global financial crisis offers an interesting contrast to
the experience of the early 2000s. As values rapidly declined
amid severe capital market dislocation, LTVs moved quickly
higher. Unlike the early 2000s, tenant credit was not the pri-
mary issue, and property incomes remained mostly intact.
Although LTVs signaled severe stress, the limited impact to
DSCRs allowed borrowers to keep mortgages current until
property prices recovered.

The past 35 years, and three downturns, taught lend-
ers that in strategic positioning and managing portfolio
risk, they must consider DSCR, LTV, and tenant credit.
In today’s context of perpetually low interest rates, these
metrics alone may not provide sufficient insight to the
level of risk lenders face. As a result, debt yield is also an
important metric. Debt yield is defined as NOI divided
by loan amount. Debt yield ignores capital value changes

1.Ratings and losses were estimated using Moody's Commercial Mortgage
Metrics (CMM) with summer 2017 assumptions from CBRE EA, Moody's
Economic and Consumer Credit Analytics, and the Federal Reserve. Office
mortgages averaged 70% LTV with a five-year term, 2.0x DSCR, 7% debt
yield, and 3.7% mortgage coupon.



as well as the interest rate and amortization. It focuses on
the appropriate ratio of leverage to NOL By employing
debt yields, lenders can ensure that low interest rates or
exuberant capital markets do not mask the assumed risk.
Along with these metrics, losses can be significantly in-
fluenced by the quality of an asset and its sponsorship. In a
situation in which an asset’s DSCR falls below 1.00x and is
operating at a loss, a high-quality asset provides the sponsor
incentive to weather the stress of the cycle. Emphasis should
also be given to the importance of financially strong and ex-
perienced sponsors. Such sponsors have the capability and

DEBT MARKETS

The performance of individual assets in the same
market can vary significantly depending on property
type. To illustrate, Exhibit 3 depicts commercial mort-
gages backed by collateral located in Chicago, one of
the largest US real estate markets, across the four pri-
mary property types. The results show retail properties
performed better than other property types under the
Moody’s Next-Cycle Recession scenario and worse under
the Federal Reserve scenario. Conversely, office proper-
ties performed best under the Federal Reserve scenario

and worst under the Moody’s scenario. The reason for

wherewithal to fund shortfalls during periods

of economic distress.

Concentration Risk Management

In addition to understanding the unique
characteristics of each market cycle and
strategically positioning portfolios appro-
priately, investors should also pay atten-
tion to concentration risk when managing
market risk. They must identify the com-
mon characteristics across commercial
mortgage assets that could lead to stress in
pockets of the portfolio. Two of the more
important characteristics include property
type and geography.

To illustrate the risk posed by a high
concentration in a single property type or
market, Exhibits 3 and 4 show estimates of
expected losses under a variety of econom-
ic scenarios for a selection of A-rated com-
mercial mortgages across major US mar-
kets.! They include a CBRE Econometric
Advisors Upside scenario, which reflects
a rapid economic expansion; the Moody’s
Stagflation Recession scenario, which in-
cludes a severe recession and high inflation;
the Federal Reserve Adverse Stress Test
Recession scenario, which includes a mod-
erate deterioration in both retail spending
and labor markets; and the Moody’s Next-
Cycle Recession scenario, which includes a

more significant labor market decline but
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a relatively mild decline in retail spending.

PREA Quarterly, Fall 2017 79

CBRE


http://www.preaquarterly-digital.com/preaquarterly/fall_2017/TrackLink.action?pageName=79&exitLink=http%3A%2F%2Fbellpartnersinc.com

DEBT MARKETS

this divergence is that different property types cater to
different sectors of the economy. For example, office fun-
damentals generally respond to labor markets, particu-
larly the financial and services-producing sectors; indus-
trial fundamentals respond to goods-producing sectors;
retail fundamentals respond to consumer spending; and
apartment fundamentals generally respond to household
formations and age demographics. Thus, a commercial
mortgage portfolio diversified by property type is bet-
ter prepared for downturns that may primarily impact a
single property type.

Similarly, different geographic locations have different
economic and demographic drivers that affect commer-
cial mortgage performance. For example, an office prop-
erty in New York City may fare differently than a similar
office property in Atlanta under the same national eco-
nomic conditions. This is clearly illustrated by the results
of the analysis shown in Exhibit 4. An office mortgage
in Dallas is estimated to outperform other metropolitan
statistical areas under the three recessionary scenarios
but underperform under the CBRE-EA Upside scenario.
A portfolio heavily concentrated in Dallas office mort-
gages could improve diversification by adding exposure
in Philadelphia or Chicago; performance in these regions
is higher in the upside scenario and lower in the three
recession scenarios. Effective geographic diversification
results from selecting investments in areas with funda-

mentally different economies.

Risk Management Implementation

Management’s ability to understand loan concentrations
and risk factors in a portfolio is critical to effective port-
folio management. An effective risk management plat-
form is supported by two pillars: first, a well-devised
and risk-conscious investment strategy driving port-
folio- and loan-level decisions and, second, a thorough
monitoring system. A variety of quantitative tools and
techniques exist, including portfolio optimization and
liability matching, economic capital modeling, and oth-
ers, that provide guidance for the most appropriate port-
folio composition. These portfolio construction tools
typically rely on a combination of risk, return, and cor-
relation estimates for the potential assets in the portfolio
and will vary based on any given investor’s risk tolerance

and return expectations.

80 PREA Quarterly, Fall 2017

These models, however, are primarily based on his-
torical performance and should be used as general
guidelines for longer-term portfolio composition. Be-
cause near-term risk and return opportunities in the sec-
tor vary through time and the factors influencing these
opportunities can rapidly change, portfolio composition
guidelines should incorporate material flexibility. Time-
ly, on-the-ground information flows and appropriate
feedback channels and processes for incorporating new
information into investment strategy are paramount to
effective risk management.

Portfolio- and loan-monitoring systems and periodic
reviews are also essential to keep a portfolio aligned
with its strategic objectives. Monitoring the exposures
of the portfolio can serve as a method to ensure an in-
vestor is appropriately implementing these objectives.
Finally, implementing risk management processes relies
on embedding it into the culture and philosophy of the
organization. Risk management should not be executed
as a “stand-alone” functional area; organizations should
rather strive for risk management to permeate through
the firm’s investment decision-making and monitoring
processes. Each organization should have a balanced
view from the research, portfolio management, and risk
groups. Investment returns are the ultimate goal but
must be adjusted for risk.

Condusion

Commercial real estate conditions have fully recovered
since the global financial crisis, and though there are few
indications that a new recession is in the offing, planning
for the day the next one arrives is prudent. Effective risk
management throughout the cycle, in spite of significant
market stress, has proved to mitigate losses. This includes
ensuring appropriate risk management tools and pro-
cesses are in place to monitor a portfolio and determine
the potential impact of future economic conditions. Risk
management processes that encourage active manage-
ment of metrics, such as LTVs, DSCRs, debt yield, tenant
credit, sponsorship quality, and portfolio concentration,
can help investors attain superior risk-adjusted returns. ®

Sultane Cosaj is a Senior Analyst and William Pattison is an
Associate Director in the Real Estate and Agricultural Finance
Group at MetLife Investment Management.
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PREA Scholarship and Grant Recipients

In keeping with its educational mission, the Pension Real Estate Association awards scholarships annually to promising students studying real estate at
the undergraduate and graduate levels. PREA's scholarships have been distributed to students at 54 academic institutions. We congratulate the following

2017 scholarship recipients.

Nick Brown is a second-year MBA real estate candidate
at the Wisconsin School of Business. He serves as Co-
President of the Real Estate Club and is the Portfolio Man-
ager for the Applied Real Estate Investment Track (AREIT).
Last summer, Brown interned in the Real Estate Invest-
ments Group at Pacific Life, where he assisted in the un-
derwriting of first mortgage and construction loans on all major product

types. Prior to Wisconsin, Brown worked as the Operations Manager for a
residential development firm. Upon graduation, he plans to continue his
career in real estate investment management.

Lyndon Chang is a fourth-year student at the Universi-
ty of Southern California, studying international business
with a concentration in real estate finance. He partici-
patesin the Trojan Real Estate Association, is a competing
member of the Marshall Case Team, and is the Director
of trip fund-raising for Global Brigades @ Marshall. Chang
completed internships in CRE with several banks in previous summers. As
aTrojan, he has been able to further expand his knowledge of the industry
by examining the real estate market of Los Angeles and meeting fellow

alumni within the industry. He hopes to continue pursuing CRE and real
estate finance, with long-term plans to break into development.

Ryan Lovell is a 2019 MBA candidate at the University
of Chicago Booth School of Business. He began his ca-
reer in Hong Kong as a Management Consultant for EC
Harris, performing due diligence and investment analysis
for globally recognized clients within the property and

infrastructure sector. After joining Citigroup to focus on
retail real estate strategy across Asia-Pacific, Lovell moved to Shanghai to
manage the China portfolio. Currently based in New York, he directs the
bank’s portfolio activities across the eastern United States. In 2010, Lovell
earned a BBA in real estate finance and a minor in Mandarin Chinese from
Southern Methodist University, where he was awarded the CCIM Institute
University Scholarship and the ICSC Undergraduate Real Estate Award.

Katrina Malone is an Executive MBA candidate from
the Kellogg School of Management at Northwestern
University and holds a bachelor’s degree in liberal arts
and economics from Xavier University. She completed a
certificate in financial decision making from the Univer-
sity of Chicago Graham School of Professional Studies
and recently joined the Graham School's FDM Curriculum Advisory Coun-
cil. Malone is a recipient of the Goldie B. Wolfe Miller Women Leaders in
Real Estate Initiative Scholarship Award and the American Association of
University Women'’s Selected Professions Fellowship.

Patrick Morse is a junior at Ohio State University's
Fisher College of Business and plans to pursue a career
4| in commercial real estate. Last spring, he completed
a fast-paced accounting internship with Novogradac
and Company CPAs, where he prepared audited finan-

cial statements and tax returns for apartment projects
backed by the low-income housing tax credit. Morse is experienced
at product development and developed pizza for two premium pizza
brands. He has been exposed to menu development, location analysis, ar-
chitectural design, accounting, contracts, marketing, labor management,
customer service, and operations efficiency.

Ana Daniela Rodriguez is an MDes Real Estate and
the Built Environment candidate at the Harvard Univer-
sity Graduate School of Design, where she is focusing her
d studies on development and investment. She is part of

the communications team at the Harvard Joint Center for
'™ Housing Studies. In 2016, Rodriguez was elected a FIABCI

Scholar. Prior to Harvard, she worked at BDG Architects in Miami. Addition-
ally, she was the Project Coordinator at iCapital PM, an international de-
veloper building its first multifamily condominium project in the United

States. Rodriguez received a Master of Science in construction manage-
ment from Florida International University and a Bachelor of Architecture

from Philadelphia University.

Macy Trizonis is a third-year student at the University
of Florida, pursuing both a Bachelor of Science in busi-
ness administration with a major in finance and a Master
of Science in real estate. She is involved with the UF Real
Estate Society and currently serves as the Vice President

of communications. Trizonis is presently working as a ro-
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tational intern at NAI Hallmark Partners in Jacksonwville, FL, and supports
the brokerage team by providing research and market analysis and assists
in the property management and leasing of the company’s portfolio.

Andrew Wade is an MDes Real Estate and the Built En-
vironment candidate at the Harvard University Graduate
School of Design. Last summer, he worked as a Financial
Analyst for Blue Hawk Investments, a value-added inte-
grated private equity development firm in Newton, MA.

Wade is a member of H Square, a start-up focused on
student housing admitted to the Venture Incubation Program at the Har-
vard Innovation Lab. Prior to Harvard, Wade was the J. Clawson Mills Fel-
low at the Architectural League of New York. He holds an MS in develop-

ment planning from University College London and a BS in architecture
from McGill University.

Jimin Won is a first-year MBA/MPS student in the dual-
degree program at Cornell's Johnson School of Manage-
ment and the Baker Program in Real Estate. Last summer,
he worked as a business development consultant for
a boutique design and interior architecture group in

Laguna Beach, CA. He began his professional career as

a member of Hanjin Shipping’s Global Management Training Program,
working in Seoul, South Korea; Paramus, NJ; and Shanghai, China. His long-
term assignment in Shanghai included overseeing operational efficiency

of Hanjin's real estate assets in mainland China and analysis of potential

inland land-use acquisition.

PREA-Toigo Fellowship Grant Recipients

PREA and the Robert Toigo Foundation have collaborated for the past 13 years to support the educational and professional development of minority

students pursuing careers in real estate. We congratulate the following 2017 recipients of the PREA-Toigo Fellowship Grants.

David Chan is a second-year MBA student at Harvard
Business School and is interested in the nexus of climate
change and investment management. Over the past
N year, Chan has interned with Palm Drive Capital and Pru-

dential Agricultural Investments, where he worked on

2™ valuations, acquisitions, and strategic initiatives. At HBS,
Chanis Co-President and CFO of the Food, Water, and Agriculture Club. He
also represents HBS on the Harvard Graduate Council, serves as the HBS
School Team Captain for the Toigo Foundation, and sits on the board of
the HBS Latino Student Organization. Chan received a BS in atmospher-
ic science from Cornell University.

Ruben Ortega is a second-year MBA candidate at Har-
vard Business School. Prior to business school, Ortega

worked as a financial analyst in private wealth manage-
ment at Goldman Sachs. He graduated from Cornell Uni-
versity with a degree in hotel administration with a minor

in real estate. This past summer, Ortega worked as a sum-
mer Associate on the real estate acquisitions team at Hersha Hospitality, a

hotel REIT. He aspires to a career as a real estate hotel investor focused on

creating affordable luxury hotels. Ortega is the Treasurer for the Cornell La-
tino Alumni Association and is actively involved with the Point Foundation,
a national LGBT scholarship fund.
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Kyle Smith is an MBA candidate at the University of
Chicago. Prior to graduate school, Smith served six years
in the US Air Force as a Procurement Officer, managing
multimillion dollar weapon systems and construction

o

'.*";!1.

L ? .
HFF Chicago in investment sales and recently finished a summer intern-
ship with USAA Real Estate Company, where he worked in acquisitions

and asset management. Smith holds a Bachelor of Arts in economics from
Howard University.

contracts on behalf of the Department of Defense and
foreign allies. During the school year, Smith worked with

Mandy (Chi Man) Yeung is a second-year MBA can-
didate at Columbia Business School, where she serves as

Vice President of Trips in the Real Estate Association and

Vice President of Women's Week in Columbia Women in

Business. Last summer, Yeung interned at DDG Partners,
a vertically integrated real estate investment, develop-
ment, and management firm. She focused on development and divided

her time among five active projects in various stages of development.
Before Columbia, Yeung spent five years with Turner Construction as a

Project Engineer, where she managed the building process from precon-
struction through closeout. She graduated from the University of South-
ern California with a degree in civil engineering.
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Elizabeth (Liz) Bell has joined
Jaguar Growth Partners as Prin-
cipal on the firm’s investment
team. She is based in Jaguar’s
New York office and leads the
investment team in the firm’s
activity in Latin America and
beyond. Before joining Jaguar,
Bell was an Investment Manager
on the property multi-manager
team at Aberdeen Asset Man-
agement. Prior to Aberdeen,
she was Vice President on the
investment team at Equity Inter-
national, where she was respon-
sible for originating, executing,
and managing investments
across Latin America and Asia.
Bell also worked as a Summer
Fellow in the real estate group
at the KAUST Endowment, as an
Associate at J.E. Robert Com-
panies with a focus on Latin
American real estate, and as an
Investment Banking Analyst
in the equity capital markets
group at Deutsche Bank.

Jacqueline Brady has joined
PGIM Real Estate’'s Americas
Business Development team as
an Executive Director. Based in
New York, she focuses on client
relationship management and
fund-raising efforts. Brady joins
PGIM Real Estate with more
than two decades of experi-
ence in the real estate debt
capital markets and a wealth
of capital-raising experience.
Most recently, she was a Senior
Leader at CenterSquare Invest-
ment Management, where she
was responsible for enhancing
and developing CenterSquare’s
relationships with institutional
clients and consultants and
introducing the firm’s real asset
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capabilities to new markets.
Previously, Brady was a Principal
and Portfolio Manager at
Canopy Investment Advisors;
Capmark Investments, LP; the
Greenwich Group; and Nomura
Securities International.

Rahul Ghai has been appoint-
ed as a Managing Director at
Partners Group in its Singapore-
based Private Real Estate team.
In his new role, Ghai focuses on
direct investments across the
Asia-Pacific region. He brings
close to 15 years of experience
in the real estate investment in-
dustry. Prior to joining Partners
Group, Ghai was Head of Trans-
actions, Asia-Pacific, and Head
of Real Estate for South East Asia
and Australia at Deutsche Bank
Asset Management. Previously,
he also worked for Standard
Chartered Bank Principal
Finance, Istithmar World, and
Jones Lang LaSalle.

- i
Jay McNamara has been
appointed Global Head of Real
Estate at MSCl and a member
of the Executive Team. He
joined MSCl in 2002 and has
led its Americas Client Cover-
age for the past five years, with
responsibility for nine offices

across North and South America.

He is a member of the firm’s Ex-
ecutive Committee. Prior to his
current role, McNamara held the
position of Global Head of Asset
Owners and managed a team
of more than 40 people based
in 15 offices around the globe,
working with pension plans,
sovereign wealth funds, endow-
ments, investment consultants,
and other institutional investors.

James Mitchell has joined
American Realty Advisors as

its new Senior Vice President/
Client Portfolio Manager. He

is responsible for leading the
firm'’s sales and client service
efforts nationwide for ARA's Taft-
Hartley relationships through
the firm’s commingled funds
and separate accounts. Most
recently, Mitchell was National
Director of Asset Management
Relationship Development

for BMO Asset Management,
focusing on customized asset
management, trust and custody,
and banking needs of the labor
community. Prior to joining
BMO, Mitchell worked at North-
ern Trust as a National Director
of the Taft-Hartley Investment
Client Solutions Group. He also
previously served as Executive
Director of the Inter-Local Pen-
sion Fund/Graphic Communica-
tion Conference of the Interna-
tional Brotherhood of Teamsters,
the Automobile Mechanics
Local 701 as the Controller, and
at Thomas Harvey, LLP.

Ibtissem (“Ibti”) Sfaxi has
been appointed Principal at
Hodes Weill & Associates in its
London office with primary
responsibility for coverage of
institutions and family offices in
the Middle East and Europe. She
joins from Aberdeen Standard
Investments, where she was a
Senior Business Development
Manager and Property Product
Specialist. Sfaxi joined Aberdeen
Asset Management in 2012
from Pradera Real Estate, where
she was responsible for business
development in Europe and

the Middle East. Prior to joining
Pradera, Sfaxi was a Vice Presi-
dent at JER Partner’s London
office and was responsible for
capital raising for the company’s
various opportunistic fund of-
ferings. Sfaxi began her career in
property business development
in 2003 at Capital & Marketing
Group.

Kimberly Smith has joined
CS Capital Management, Inc.,, as
Managing Director. Her duties
include asset management,
acquisitions, and investment
management oversight. Smith
has more than 20 years of expe-
rience in institutional real estate

asset management, property
management, and accounting.
She has previously held senior
positions at KBS Realty Advisors,
the Koll Company, and Cassidy
Turley.

Kyle Torpey has joined
Madison International Realty

as Director of Investments, part
of the team responsible for the
origination, underwriting, and
execution of Madison transac-
tions in the US and global mar-
kets. Torpey joins Madison from
Goldman Sachs, where he was a
Vice President in the real estate
investment banking division,
focused on M&A and capital
markets. Previously, he served
as an Associate in real estate
investment banking at Lazard
and UBS in a similar capacity.
Torpey served in the US Army as
a Captain.
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Stephen Coyle
The Davis Companies

Defined

Contribution Plans
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Marc Weidner
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Heitman, LLC

Nils Kok
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Maastricht University

INSTITUTIONAL INVESTOR COUNCIL

Dan Cummings
Chair

Harvard
Management
Company, Inc.

Graeme Eadie
CPP
Investment Board

Adam Gallistel
GIC Real Estate Inc.

Gloria Gil
University of
California Regents

Emily Landry
Shell Asset
Management US

EricLang
Teacher Retirement
System of Texas

Yvonne Nelson
Office of the New
York City Comptroller

Michelle Pak
The Rockefeller
Foundation

Christina Scarlato
The World Bank

Stephen Spook
Florida State Board
of Administration

Tim Works
QuadReal
Property Group
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OF MEMBER FIRMS

NEW MEMBER

FIRMS

Alistate Investments LLC
Annie Haas SooHoo

Barings Real Estate
Advisers
Joe Baccash

Bell Partners, Inc.
Keaton Hurt

Bentall Kennedy (US) LP
Mike Keating

Blue Vista Capital
Management, LLC
Christopher Klare

Bouwinvest REIM
Friso Berghuis
Charlie Janssen

CBRE Global Investors
Patrick Benoist

Chicago Teachers’
Pension Fund
Tina Padilla

CohnReznick, LLP
Jason Burian

Colony NorthStar Inc.
David Belford

Coretrust Capital
Partners, LLC
Robert Morgan

CPP Investment Board
Edwin Cass
Ali Naqvi

Dallas Police & Fire
Pension System
Ryan Wagner

Fir Tree Partners
Ben Ghriskey

Ford Foundation
Christine Looney
Megan Thompson

GID Investment
Advisers LLC
Jim Linsley

Greystar Investment
Group, LLC
Adam Pillay

Hines
Steven Ma

HQ Capital Real
Estate L.P.
Paul Doocy
Sylvia Gross

Jones Lang LaSalle
Zeynep Fetvaci
Cameron McGregor
Ryan Severino
Scott Sutton

JPMorgan Asset
Management
Eve LaRoche Carter

LaSalle Investment
Management
Bradley Gries

Los Angeles County
Employees Retirement
Association

Vivian Gray

Anthony Sims

Madison Marquette
Salime Yacoubi

MetLife Real Estate
Investors
Lou Kruk

Msdl
Douglas Slater

The New York City Office
of the Comptroller
Jackie Ye

New York State Teachers’
Retirement System
Robert Engels

Jason Kearney

Michael Pisciotta
Patricia Rezny

Nippon Life Global
Investors Americas, Inc.
Peter Viehe-Naess

PacificUrban
Residential
Richard Ross

PSP Investments
Kristine Hart

Qic
Reza Basharzad

QuadReal Property
Group

Paul Cantor
Stephanie Chan
Vivian Lai

Reid Turner
RealFoundations
Barry Faulkner

Realterm
Colby Pan

Stanford Management
Company

Christopher Preston
Daniel Truong

Starwood Capital
Group, LLC
Michael Lefton

StepSone Group
John Morgan

Teachers’ Retirement
Allowances Fund
Brian Gilleshammer

The Townsend Group
Brian Woods

United Nations Joint
Staff Pension Fund
Natalie Hong

University of
Wisconsin, Madison
Tim Pire

Varde Partners, Inc
Ali Haroon
Deb Pederson

Bernstein Management
Corporation
Joshua Bernstein

Bixby Land Company
Michael Severson

Carnegie Corporation
of New York

Kim Lew

Alisa Mall

Castleforge Partners
Brandon Hollihan

Federal Reserve Board
Tyler Wiggers

Griffis Residential
Chris Leggee

McCaffery Interests, Inc.

Clayton McCaffery
Daniel McCaffery
Thomas Shanabruch
Ed Woodbury

John Ziegenhein

Meadow Partners
Alison Garcia

Menlo Equities
Henry Bullock

Pembrook Capital
Management
Stuart Boesky

Peregrine Group, Inc.
Daniel Burds

Rockstreet Partners LLC
Travis Furr
John Turner

State Oil Fund of
Azerbaijan

Ruslan Alakbarov
Inara Murtuzaliyeva

Sundial Park Group
Liz Weiner

Systima Capital
Management
John Varones

TruAmerica Multifamily
Peter Borges

Mark Enfield

Robert Hart

Noah Hochman
Christopher Wei

Wheelock Street Capital
Lawrence Settanni

PREA

John W. Koza Leadership Fellows Program

Our Leadership Fellows Program is now in its eighth year.

information, visit the PREA website at www.prea.org/awards/koza.

This program was established to encourage and expand active participation in our educational and research
initiatives by junior associates within PREASs investor constituency. Once appointed, Fellows make a two-year
commitment to attend both PREA conferences and the PREA Institute as well as engage in our committee
activities and Affinity Group program. Eligible individuals are encouraged to apply for the program directly.

However, supervisors may also nominate eligible individuals who work within their organizations. For more

2018 Nominees are now being accepted.
Contact Jack Nowakowski (jack@prea.org) for additional information.
Submission deadline is December 4, 2017.

Kirkland & Ellis LLP
Benjamin Briggs

TNDITA

pension real estate association
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We invest in quality.

(Quality people. Quality properties. Quality relationships.

UBS Asset Management

Combining over 39 years of expertise with USD 32.0 billion in invested assets,

UBS Asset Management, Real Estate & Private Markets, Real Estate US is a leader in
US real estate investment management. We manage direct property and participating
mortgage investments in all property types throughout major US markets.

With offices in Hartford, San Francisco and Dallas, we offer a full range of

real estate investment services to meet the individual needs of our clients.
We value the company we keep.

UBS Realty Investors LLC

Hartford e San Francisco ® Dallas
Find out more at: ubs.com/realestate-us UB S
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