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It’s a global trend, the shift 
toward real assets that provide 
investors with diversification, 
inflation hedging, asset backing 
and more operational effort 
than some bargained for.  
This asset class is exactly as 
described, it’s real, you can 
see, touch, feel and occupy it 
and while the title deed or 
lease may be virtual, the asset 
cannot be traded over the cloud 
or removed from its location. 
It is bricks and mortar, steel 
and glass, earth and rock,  
it is different.

This general investor trend is 
certainly reflected, and in 
many cases amplified, for the 
organisations currently referred 
to as Sovereign Wealth Funds. 
The impact of a number of the 
following issues can also be 
more significant for Sovereign 
Wealth Funds due to factors 
including country of origin, 
global approach, level of 
transparency, remuneration 
policies, national employment 
policies and the perception of 
the Sovereign’s influence  
and intentions.

Going local and  
moving micro
Real estate is a fundamentally local business requiring 
knowledge of the micro economy within post codes and 
streets, as much as, if not more than, national or global 
demographic and economic trends. It is fully accepted that the 
global economy remains far more integrated than ever before 
and you cannot isolate individual localities completely but the 
key is to start local and apply global rather than the opposite 
approach. Real Estate attracts a significant proportion of 
global capital raising the challenge of bridging global demand 
with local supply and micro environments with macroeconomics. 
Sovereign Wealth Funds certainly face this challenge.

Mature real estate markets, such as central London, have 
comparatively high levels of transparency and market 
efficiency which, some argue, allows global investors 
relatively easy access. However, in reality, even these mature 
real estate markets require local expertise to ensure you’re 
making the right investments.

The local nature of real estate creates an opportunity for 
outperformance for those with local expertise, access to data 
and the capability to use that data with the corollary of 
underperformance and value erosion for those with good 
intentions and macro investment thesis but a lack of experience 
on the ground. Real estate investment requires speaking the 
language metaphorically and practically to ensure you are able 
to execute your investment strategy in this key asset class.

Demographics provide a great example; Western Europe’s 
population is generally considered to be shrinking and ageing. 
Our research suggests that London’s population will reach 
8.5m by the end of 2013 – an increase of 120,000.  

To put this in context, it is equivalent to adding a town the size 
of Cambridge to London. The population is forecast to 
increase to 9m by 2020 and 10m by 2030, driven by 
immigration and urbanisation which in turn will slow the rate 
at which the population ages. Understanding where these new 
inhabitants and this growing population will work, reside and 
procure services is key to making sustainable real estate 
investment decisions.

A second contrarian thesis, whether proven to be correct or 
not, offers a further example of the importance of local 
knowledge when applying global trends. Real interest rates 
are forecast to rise over the next three to five years as a result 
of the quantitative easing tap being gradually turned off. This 
could impact pricing in core real estate markets such as 
London, as it becomes more expensive for leveraged investors 
and bond yields become more attractive for income investors. 
A London asset recently came to market at a sub 4% yield and 
interest is significant. The standard thesis drives investment 
in London at these historic low yields because London will 
always offer long term value in terms of income growth and 
capital preservation. The contrarian view is that pricing will 
come off as interest rates rise and an opportunity exists to sell 
at sub 4% yields and potentially buy back at a yield of 5% or 
above. While these may appear small movements in yield they 
represent very significant movements in value. However, 
either thesis cannot be applied across central London assets in 
general and require an asset by asset assessment by the right 
person with the right data and experience.

We can carry on with examples of changes in local rules and 
regulations relating to energy certificates, business rates, 
planning laws, transfer taxes – the list goes on and the 
impacts can be material.

Supply drought
Latest estimates of new equity allocated 
for deployment in global real estate 
markets range from $350bn to $500bn, 
which represents an unprecedented 
level of demand. However, relevant 
supply, meaning the availability of high 
quality assets, is constrained by a 
number of key factors:

• a high proportion of capital is 
focused on core investments, i.e. 
high quality assets in prime locations 
occupied by financially sound 
organisations with sustainable 
business models;

• some commentators believe long 
term investors have taken much of 
this stock “off the market” because 
they are long term holders with no 
intention to sell. A buy and hold 
strategy is not always the right 
solution for investors with a long 
term horizon and experience is 
revealing some contrarian behaviour;

• real assets cannot be created 
overnight, they require a lead time 
measured in months and years not 
hours and days;

• obsolescence is accelerating in line 
with the acceleration of behavioural 
change. The way organisations 
demand and occupy space is 
changing quicker than ever and 
shows no sign of abating, in fact 
quite the opposite. Obsolescent 
assets are no longer core investment 
because there is risk involved in 
significant refurbishment, 
repositioning and re-letting; and,

• local law and regulation can 
restrain development while 
accelerating obsolescence where 
buildings aren’t flexible enough for 
efficient refurbishment.

Basic supply and demand theory has 
already created an environment of 
record pricing for prime assets with 
intense competition for every opportunity. 
However, it is not time for doom and 
gloom or time to retreat from an asset 
class which provides investors with key 
benefits. It is time to get real, understand 
you need to bridge the divide between 
global demand and local supply.
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The Bridge
Building the bridge isn’t simple, takes patience and requires 
investment but is a prerequisite for investors’ intent on 
accessing the benefits real estate can offer. Bridges take 
many forms including the following:

• A number of organisations are building direct real 
estate investment capability. While recognising they 
cannot cover every global real estate market in depth, 
for key markets they are building the highest quality 
teams their organisational restrictions allow. Building 
direct capability brings the war for talent into focus 
which is a subject of such depth and importance we 
cannot do it justice here.

• Joint ventures have become a more popular structure 
for investment especially where they combine a partner 
with deep local operating capability and a capital 
partner willing to take a less passive day to day role but 
maintain an active strategic and tactical role.

• Some organisations have moved away from open and 
closed ended funds because they believe control is ceded 
to managers and fees appear high. Consistent with the 
view that real estate assets should be assessed on an 
asset by asset basis so should external managers. 
Certain managers have built best in class capability  
with a clear track record of delivering across many 
cycles and markets and still offer value for money net  
of the fees charged.

• Alternative relationships with external managers 
include co-investing and separately managed accounts. 
It once again comes down to a robust assessment of the 
manager and the specific team that will be responsible 
for investing your organisations capital.

• A number of investors look to gain access to the real estate 
market through real estate securities. There remains 
significant debate about the correlation between real 
estate securities and direct real estate versus the 
correlation to equities. In an environment where 
maintaining more influence / control is the trend, and the 
only recourse where you own a minor stake in a particular 
organisation is to sell, investors are questioning this as a 
real estate strategy while still considering it within their 
broader equity and fixed income exposures.

All of these bridges require that you increase 
your in house capability to ensure you identify, 
assess, monitor and act effectively in relation 
to investments or external parties. The scale 
and expense will often, if not always, seem high 
in comparison to equities and fixed income 
but remember where we started, these are 
real assets.


