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F or more than 30 years, AFIRE has been the essential 
thought leadership forum for international investors 
focused on the US property markets. Three decades 

of relevance is a significant and laudable achievement for any 
organization, but maturation comes with challenges as well. 
The inertia of old habits, for one thing; and the existential 
discomfort of change, for another. Age is not a license to 
blindly repeat old formulas, nor is it an excuse to reject all  
that has worked in the past.

Whether we like it or not, the world (and our industry) is 
changing. The certainty of old habits will always eventually 
reveal itself to be an illusion, and as many of us have learned 
the hard way, that revelation often occurs after damage  
has been done.

In the last 30 years, the nature of thought leadership itself 
has also changed. At one time, only certain kinds of experts 
were allowed to introduce perspectives or ideas to the general 
discourse. But as our lives have become more integrated with 
our professions, and media (especially digital media) has 
become decentralized and open to all, thought leadership is 
now a shared responsibility. As Microsoft’s former director of 
business insights Daniel Rasmus puts it, “Thought leadership 
should be an entry point to a relationship.”

But how new is shared thought leadership, really? Before 
the 20th Century, when passive acceptance of “experts’” 
ideas were the rule, thought leadership was more of a group 
activity. There’s no coincidence that Plato’s ideas come to us 
in the form of dialogues rather than eloquent lectures. True 
understanding is revealed through relationships.

Shared thought leadership, therefore, is essential to AFIRE’s 
mission: to help us all become Better Investors, Better 
Leaders, and Better Global Citizens. 

We are excited for our second issue of SUMMIT, a key 
AFIRE thought leadership forum. The ideas included here, 
from insightful member and guest contributors, range from 
the technical to the aspirational. Together they reveal a 
narrative of change – that the only way we can continue to 
lead and elevate the principles of our fiduciary responsibilities 
is to overcome the challenges of inertia and together define the 
future of our industry.

Gunnar Branson and Benjamin van Loon

NOTE FROM  
THE EDITORS
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INSIGHTS FROM THE AFIRE 2019  
ANNUAL MEMBERSHIP MEETING

“ You never change things by fighting the existing 
reality. To change something, build a new model 
that makes the existing model obsolete.”  

 – R. Buckminster Fuller

A futurist of the mid-20th Century, Buckminster Fuller 
observed a world that was changing dramatically 
because of technology, politics, design, and global 
media. That change didn’t stop. In the last couple of 
decades, it seems to have only accelerated, to the 
point that disruptive change may even be a “new 
normal.” Mr. Fuller’s observations continue to be 
useful guides, perhaps even more than they were a 
generation ago. Change cannot be stopped – but it can 
be embraced, navigated, and even championed. 

In this way, Seattle, Washington – home to some of 
the biggest and most innovative companies in the 
world – provided a picturesque backdrop for a  
21st Century discussion during the AFIRE 2019 Annual 
Membership Meeting about the promises and perils 
of change for international real estate investors.

“Change is difficult in part because we are afraid to 
give up what we already have – even if what we have 
is less than optimal,” said Gunnar Branson, CEO of 
AFIRE. “And paradoxically, the more we fight against 
change, the more we are likely to lose. Perhaps, we 
should consider creating new models for ourselves as 
Mr. Fuller suggested. Instead of being the inevitable 
victims of disruptive change, we could  
lead the way to a better future.”

A Fellowship for International Real EstateCHANGING  
FOR THE TIMES

By Benjamin van Loon, Communications Director, AFIRE
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THE POLITICS OF CHANGE
As much as integrity and humility are 
essential for personal change, so too 
are collaboration and diplomacy for the 
politics of change, as evidenced by the 
mounting tensions between the US and 
China. The evolution of this relationship, 
said Gary Locke, former Governor of 
Washington and former US ambassador 
to China, will frame future pathways 
for change between cities, industries, 
and countries.

“As the US-China relationship goes, so 
does much of the world,” Locke said. 
“Obviously, real estate is impacted by 
the economy, and certainly these are 
very tumultuous times for the world 
economy, which is heavily infl uenced by 
the US-China relationship – perhaps the 
most consequential two-country bilateral 
relationship in the world today.”

As a third-generation Chinese American, 
raised in Seattle’s public housing, Locke 
offered a personal view of the roots of 
the current confl icts between the US 
and China. “When President Nixon 
fi rst visited China nearly 50 years ago, 
it would’ve been diffi cult to imagine 
how a very simple society would so 
dramatically transform itself into the 

modern China of today,” Locke said. 
“The bicycles and the hutong alleys 
that characterized China even 25 years 
ago have given way to Audis, elevated 
freeways, and the world’s largest network 
of high-speed bullet trains.” 

China’s economic transformations 
over the past 20 years also underscore 
a deeper transformation in Chinese 
culture. China has more ultra-wealthy 
individuals than the US, followed by 
a rising and powerful urban middle-
class. Its upper-middle classes currently 
constitute around 14% of China’s urban 
households. Additionally, more than half 
of the country’s population lives in cities, 
compared to only 25% in the mid-1900s, 
and these numbers are expected to 
increase to nearly 70% by 2040. 

“Against this backdrop of dramatic 
social and economic transformation 
in China, both China and the US fi nd 
themselves in an intractable trade war,” 
Locke said. “In a trade war, there are 
no winners, only losers.”

While the trade war between China and 
the US is still playing out, Locke cited 
some more diplomatic precedents that 
support better reciprocity between the 
two countries. For example, respected 
economists and policy leaders have 
advocated for investment restrictions 
rather than tariffs. Some major, US-
based technology companies are required 
to work with Chinese partners in order 
to offer cloud computing services in 
China. This relationship can go two 
ways, without the negative consumer 
impacts of tariff escalations.

When asked about a silver lining to the 
otherwise cloudy US-China outlook, 
Locke returned to the virtues of 
collaboration. “The Chinese people have 
a love affair with all things America. We 
need to make sure that this is a dispute 
between the governments of the United 
States and China,” Locke said. “The 
more that people around the world can 
witness the incredible vitality, energy, 
drive, innovation, and diversity that we 
have in America, the more that perhaps 
they will want the same.”

INNOVATION CREATES A 
VIRTUOUS CYCLE – BUT YOU 
NEED TO SEE IT, FIRST
The same vitality and energy contained 
in Locke’s positive view of US culture are 
also at the core of America’s innovation 
centers; those regional urban economies 
powered by disruptive, technology-
driven industries.

“Technology has fl attened the world, 
and at the end of the day, technology 
has transformed how information is 
shared, and how capital is fl owing,” 
said Roy March, CEO of Eastdil 
Secured. “Innovation creates and 
defi nes opportunity. As more traditional 
industries advance new technologies, 
they’re disrupting how the world works 
while creating a virtuous cycle of growth 
and reinvestment.”

“ Against this backdrop of 
dramatic social and economic 
transformation in China, both 
China and the US fi nd themselves 
in an intractable trade war.”
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ANNUAL MEMBERSHIP MEETING 2019

Innovation centers all share certain core characteristics to make 
this cycle possible. Regions with top universities attract top 
talent, producing an educated population focused on generating 
innovative ideas across industries. Bold ideas produced within 
these ecosystems, as in Seattle over the past two decades, tend 
to attract high-risk capital and create new businesses. “These 
linkages generate an opportunity to cluster around these ideas,” 
March said. “As the cluster grows, the leverage is elevated, the 
benefi ts are elevated, and the cycle feeds upon itself.”

In his presentation on disruption in capital markets, Mark 
Gibson, CEO of Capital Markets, Americas, for JLL, echoed 
March’s analysis of innovation centers and, specifi cally, their 
impact on liquidity and how investors are deciding on where 
to invest. “There is signifi cant liquidity coming into non-major 
markets in the US, because there is signifi cant thinking behind 
what makes an innovation center, and determining where they 
are going to emerge,” Gibson said.

Typically, large credit rating organizations such as Moody’s 
observe an orthodox view of what constitutes a major market – 
including cities such as New York and Los Angeles. “However, 
there’s a lot going on outside of six markets in the US, and it’s 
beginning to shift the investor appetite to 
otherwise non-major markets,” Gibson said, 
adding that the shift is being primarily driven 
by job growth. “If you take a look at who is 
gaining jobs over time, and what industries 
are generating those jobs, you will see what’s 
driving investor demand.”

This enhanced focus on job creation, integral 
to the virtuous cycle of innovation centers, is ultimately 
changing how the industry defi nes gateway markets. While 
an urban environment supports the vitality of established 
and emergent innovation centers, such environments can also 
potentially be created by turning inward-facing corporate 
headquarters inside out and exploring new uses and programs 
that fi t changing attitudes.

Gathering data-driven insights about changing attitudes and 
trends are an essential strategy for Blackstone, as discussed 
by Tyler Henritze, Senior Managing Director and Head of US 
Acquisitions for the fi rm’s real estate group. “What we are 
really are trying to do is take advantage of our scale in every 
way possible, and leverage the data and information gleaned 
from our global real estate holdings to generate outsized 

returns,” Henritze said. “We try to identify global shifts – 
whether it be technology or demographics or capital fl ows – 
and try to get in front of those trends.”

Diversifi cation for its own sake is not a surefi re strategy for 
generating returns, Henritze said. Using the available data 
from Blackstone’s own holdings, paired with marketplace 
insights gleaned from the fi rm’s relationships, he advocates 
for an approach that strategically identifi es what cites and 
asset classes are benefi tting from broader technological and 
demographic shifts.

Emergent sectors, which refl ect these broader shifts, include 
life sciences, multifamily housing, and industrial and logistics. 
Customers in these areas, especially the latter, increasingly 
require urban immediacy, as well as more integrated service 
capabilities. It’s common for industrial sites to now offer 
packaging, freighting, robotics capabilities, and even retail 
capabilities out of single buildings. The important question 
to ask for such assets, Henritze said, is, “What are you really 
selling? What is your customer paying for? Sometimes people 
make the mistake thinking that what they’re selling is just a 
box. Customers and tenants are asking for more.”

THE FUTURE IS HAPPENING RIGHT NOW

When it comes to answering this critical question, Prologis, 
a multinational logistics REIT headquartered in San Francisco, 
California, is already experimenting with innovative, 
future-focused solutions.

“For an industry that has been very stable, change is upon 
us,” said Elizabeth Dunn, Vice President of Global Customer 
Solutions for Prologis. “We need to see how the industry is 
adapting and understand the two distinct roads you can take 
for disruption. On one road, you can try to fi ght disruption. 
The other road is to embrace that change and work to be 
part of the solution.”

Prologis is exploring such solutions by developing multi-story, 
close-in industrial facilities in US cities, including Brooklyn, 
the Bay Area, and Seattle, which is home to the company’s new, 
three-story, 590,000-square-foot Georgetown Crossroads. 
Prologis sees the project as a way to illustrate how logistics 
providers and industrial site owners can adapt to emergent 
customer demands.
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“Most consumers live in these dense, 
urban areas,” Dunn said. “We are 
meeting this demand by systematically 
going through these cities and 
procuring sites and buildings that can 
be redeveloped into real estate for the 
‘last mile’ - the final, critical step in the 
e-commerce supply chain that can be 
difficult to replicate.”

Major demand drivers for last-mile 
facilities include e-commerce, which 
extends supply chains closer to end 
consumers; higher service expectations 
and the pressure to improve supply chains 
to form a competitive advantage; and cost 
optimization through the integration of 
real estate, transportation, and labor. 

Industrial real estate decisions must also 
account for the physical, operational, 
and cultural disruptions of robotics, 
automation, machine learning, and 
artificial intelligence (AI), Dunn said. 
And according to Frank Chang and 
Heather Redman, both partners at Flying 
Fish Ventures, a Seattle-based VC firm, 
AI represents the next “massive” wave in 
technological evolution.

“The Industrial Revolution had this 
transformative impact on how we work, 
and we can think about the Information 
Revolution the same way,” Redman said. 
“Now that we’re well into the latter 
stages of that revolution, many experts 
are already looking at what will be the 
impacts of the AI Revolution. Take the 
amount of productivity unleashed by the 
Industrial Revolution, then multiply that 
by four. That’s what we are going to  
see with AI.”

Chang and Redman outlined three key 
areas where the impact of AI will be 
most profound. The first, which Redman 
called the domain of “insights,” concerns 
what categories of information can be 
extrapolated from massive data sets. 
AI is already used for detecting insights 
from population, public health, and 
scientific data, but will increasingly 
extend into industry data, particularly 
within the data supply chain at all phases 
of real estate, from building management 
data to financing.

AI also promises to have profound 
impacts on automation. While robots 
and drones can be programmed to 
follow certain rule sets, or learn within 
specified parameters (i.e., machine 
learning), AI can begin with “simple 
tasks, and through computer vision and 
natural language understanding, AI will 
eventually be able to automate those hard 
and soft tasks,” Redman said. 

Finally, AI will become increasingly 
personal. Just as computers can mimic 
and improve certain physical tasks, AI 
can learn and study human behavior, and 
be used for everything from marketing 
and customer service to security  
and transportation.

“When you look across industries, 
especially commercial real estate, you 
can already identify places where you’d 
want better insights based on all of your 
legacy data, as well as the new data that 
you’re acquiring every day,” Redman 
said. “AI could generate insights to help 
you automate many tasks, personalize 
your marketing, and enhance your 
understanding of a real estate market  
and make more informed decisions  
about an investment.”

Of course, AI capabilities are only as 
effective as the data upon which they’re 
built. “The world creates 2.5 exabytes 
of data – roughly 250,000 Libraries of 
Congress – every single day,” Chang said. 
“We couldn’t possibly hope to process 
that using traditional methods. There are 
tons of insights and additional revenue 
streams living out there in all of your real 
estate assets all over the world. AI and 
machine learning are how we can unlock 
this potential.”

While AI represents a universe of 
data-driven opportunities, Chang and 
Redman also advocated for a studied 
approach to technological progress; one 
that doesn’t sacrifice privacy, security, or 
individual agency merely for the sake of 
progress. Innovation, particularly in the 
real estate investment industry, reaches 
its highest potential when it’s advanced 
inclusively and responsibly.

“ The Industrial Revolution 
had this transformative 
impact on how we work, 
and we can think about the 
Information Revolution the 
same way.” 

“ The world creates  
2.5 exabytes of data – 
roughly 250,000 Libraries of 
Congress – every single day.” 
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TRANSFORMATION THROUGH INCLUSION, 
COLLABORATION, AND CULTURAL CHANGE
“Our inclusive development philosophy is based around three 
core ideas: active stakeholder engagement, public art and 
preservation, and environmental sustainability,” said Ada 
Healey, Chief Real Estate Offi cer for Vulcan Real Estate, 
in discussing her fi rm’s approach to transforming Seattle’s 
South Lake Union (SLU) neighborhood from urban blight to a 
vibrant, tech-driven downtown community. 

SLU is one of the largest urban redevelopment projects in the 
country, and for Healey and Vulcan Real Estate, such a massive 
neighborhood reimagination would not have been possible 
without community buy-in. “These were goals that the city 
and the majority of the stakeholders embraced, which is why 
we were able to generate so much community support,” Healey 
said. “We wanted SLU to be an economic engine, so our goal 
was to create thousands of jobs and millions of dollars in tax 
revenue. We also wanted a mixed-use neighborhood, active at 
nights, on weekends, and during the workday.”

To achieve these economic goals, 
Vulcan partnered with the City of 
Seattle on the fi rst phase of the Seattle 
Streetcar, and also worked with local 
artists and community groups to design 
SLU’s street-level experience, including 
public art installations and the 
preservation of fi ve historic buildings. 
These goals appealed to a broad group of stakeholders, whose 
support enabled Vulcan to advance its boldest master planning 
initiatives. “We were willing to take risks, and we were 
persistent,” Healey said. 

As with SLU, transformative, large-scale development projects 
can only happen if their champions share a set of core values 
that go beyond pure bottom-line thinking and integrate social 
and environmental priorities. Similarly, large-scale change 
within the real estate industry necessitates corporate self-
awareness and a willingness to embrace change, as emphasized 
by Constance Freedman, Founder and Managing Partner of 
Moderne Ventures, in her keynote address.

“We are responsible for how people work, live, and play,” 
Freedman said. “We’re responsible for managing the assets 
that people touch every single day, and because of that, I truly 
believe we can change the world.”

When advocating for change in the real estate industry, 
Freedman said, it’s not just about planning for incremental 
change; it’s about planning for seismic shifts, including 
emerging technologies, new business models, and new sources 
of capital – all of which pose transformative promises and 
inevitable risks. However, fostering a culture agile enough to 
plan for such seismic change can also enable adjacent revenue 
options – similar to how Apple has built a full technology 
ecosystem, compared to Dell’s focus on hardware – while 
building a foundation conducive to continuous invention 
and innovation.

“It’s absolutely essential to think strategically how to build 
technology, and explore new ideas and opportunities, and 
understand that it can be uncomfortable to think about these 
things,” Freedman said. “We fi rst need to recognize that life is 
changing, technology is changing, and we can make it happen 
for us, or it can happen to us. Then we need to do something 
about it, measure it, understand it, and build it into our 
organizations and our culture.”

WHAT’S NEXT?

Freedman’s message underscored the imperative set by 
AFIRE’s new chairman Martin Brühl, Chief Investment 
Offi cer for Union Investment Real Estate, as he spoke to the 
responsibilities to be shouldered by AFIRE members and real 
estate industries for the coming year.

By accounting for change at all levels – environmental, political, 
and fi nancial – leaders in this industry can have an impact, 
Brühl said. “We can be the voice of responsible investment 
in real estate. We can lead by example. We can show thought 
leadership. We can improve the occasionally questionable 
reputation of the real estate industry. We can demonstrate 
that we are true fi duciaries to our investors, and to the built 
environment as a whole,” Brühl said.

Across innovation centers, emerging technologies, socially 
responsible development, and evolving international relations, 
to fi ght the existing reality is to tilt at windmills. To paraphrase 
Fuller, the priority for the responsible real estate investor, is to 
explore new ideas and embrace a new way of doing things.
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protect you in  
the next downturn?

By Martha Peyton, PhD, CRE, Managing Director  
of Applied Research, Aegon Real Assets US

BETTING ON 
DIVERSIFICATION

Will real estate 
portfolio diversification

AFIRE8
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LET’S LOOK AT HISTORY. Real estate was a powerful diversifier in the 2001 
recession (Exhibits 1 and 2). Throughout 2001, the NCREIF Property Index (NPI) 
total return produced positive results as net operating income cushioned the minor 
1.1% decline in property values.2 In contrast, the S&P 500 total return declined 
21.7% over that period while GDP growth slipped into negative territory in both 
the first and third quarters of 2001.3 During the most recent recession, real estate’s 
diversifying power was not as great. During 2008 and 2009, the NPI total return 
dropped 24.1% over seven quarters while the S&P 500 dropped 45.8% from peak 
to trough, and GDP shrunk repeatedly over five quarters.2,3,4

Exhibit 1: YEAR-OVER-YEAR CHANGE BY QUARTER 
(Source: Bureau of Economic Analysis, as of April 29, 2019; S&P Dow Jones Indices,  
Moody’s Analytics, as of March 31, 2019; and NCREIF, as of March 31, 2019.)

Investors in property commonly cite portfolio 
diversification as a main attraction.1 With the US 
macro economy and commercial real estate cycles 
generally viewed as nearing a down cycle, the need 
to tap diversification benefits from real estate may 
soon be at hand. Should you worry?
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The differing impact of the two recessions on real estate 
investments cannot be traced to imbalances in US property 
markets. Prior to both recessions, vacancy rates were below 
their long-term averages across the four main property sectors 
and new construction pipelines were modest.5 Rather, the 
differences can be traced to the varying degrees of deterioration 
in investor risk appetites and in the employment situation. 
Investor risk appetite affects the pricing of investment assets; 
for real estate, it can be shown in capitalization rate spreads 
over Treasury yields. Exhibit 3 shows the modest widening in 
cap rate spreads in 2001 versus their blow-up in 2008. 

Similarly, the US economy shed 2.5 million jobs during the 
2001 recession and its aftermath, versus a loss of 8.6 million 
resulting from the 2008 recession (Exhibit 4).6 Nonagricultural 
employment peaked in February 2001 at 132.8 million and 
troughed in August 2003 at 130.2 million; it peaked next in 
January 2008 at 138.4 million and troughed in February 2010 
to 129.7 million.7

Exhibit 3: CAP RATES (1990-2018) (Source: Federal Reserve 
and NCREIF, as of March 31, 2019.)

In 2019, the four major property sectors – apartments, 
industrial, offi ce, and retail – are similarly in balance with a 
few instances of exuberant apartment construction in a handful 
of metro areas. Investor risk appetite is holding up well, with 
cap rate spreads slightly below their long-term average and 
property transactions continuing apace. However, GDP growth 
is slowing, employers are increasingly citing labor shortages, 
and the Treasury yield curve is fl irting with inversion. Few 
economists ever forecast a recession but rather tinker with their 
estimates of the odds of recession. As of June 2019, the odds 
for a recession this year are 22.3% and 38.4% in 2020.8 If a 
downturn does occur, the next question to ask is, how severe 
will it be?

DIVERSIFICATION MAY PROTECT YOU
If the next downturn is more similar to 2001 than to 2008, the 
NPI might avoid negative territory just as it did in 2001. But 
that doesn’t mean that all investors in US property will have 
similar success. In order to enjoy diversifi cation benefi ts similar 
to the NPI benchmark, investors need to hold portfolios that 
mirror the benchmark’s performance, which requires portfolios 
diversifi ed enough to squeeze out idiosyncratic risk. For 
example, during the worst four quarters of the last recession, 
the NPI total return was a negative 22%.2 However, the best 
quartile of properties delivered a negative 12% while the worst 
quartile reported a negative 28%.9

Research shows that it takes quite a large number of properties 
to squeeze out idiosyncratic risk and mirror the NPI – as 
many as 100.10 However, this estimate is based on choosing 
properties at random from the NPI database. Applying 
investment and portfolio management expertise can reduce the 
need for so many properties through careful property selection, 
buy-sell timing, property operational management, and 
portfolio risk control.

Exhibit 2: RECESSION BREAKDOWN (Source: Bureau of Economic 
Analysis, as of April 29, 2019; S&P Dow Jones Indices, Moody’s Analytics, 
as of March 31, 2019; and NCREIF, as of March 31, 2019.)

Exhibit 4: QUARTERLY NON-FARM PAYROLL CHANGE 
(thousands) (Source: Bureau of Labor Statistics, as of April 29, 2019.)
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The challenges associated with squeezing out idiosyncratic risk 
are shown in the dispersion of investment performance among 
the properties in the NPI (Exhibit 5). In the year ending in 
December 2018, there were 6,897 properties in the NPI spread 
across apartment, industrial, offi ce, and retail properties. The 
median total return was 8.56% with half of the properties 
producing stronger return and half producing weaker return. 
Exhibit 5 shows the dispersion of performance; it is pretty 
enormous. The top-performing quartile of properties had total 
returns of at least 13.9%, with the top 5% at least 25.6%. 
The bottom quartile had total return of less than 4.8%, 
with the bottom 5% less than -4.1%.2 The dispersion of 
performance varies over time – tightening in good times and 
widening in bad.

STRATEGIZING PORTFOLIO DIVERSIFICATION
Strategies for selecting properties with better return prospects 
vary across investors and real estate fund managers. Some 
strategies introduce risks not incorporated into the NPI with 
the hope of juicing return. These include using leverage (NPI 
return is unlevered) and/or selecting properties in “non-
core” style categories; the NPI is composed largely of “core” 
properties which are within the four major property sectors, 
“stabilized” and producing rental income. Other styles are 
“value-add,” which involves major capital investment in 
improving properties, and “opportunistic,” which is new 
development. Both styles commonly involve signifi cant 
leverage. Straying from the major property types into specialty 
properties such as self-storage, student housing, or nursing 
homes, can also enhance return but introduces risks not 
typically associated with core properties.

More straightforward techniques for composing more 
promising portfolios involve assessing the potential for return 
associated with different geographies. Many investors target 
specifi c metro areas for investment and avoid others. Strong 
economic and demographic growth along with disciplined 
construction are often the drivers of market targeting. Over 
the last 20 years, the ten strongest-performing metros have 
produced an average of 10.2% total return per year while the 
weakest ten returned, on average, only 6.8% per year.2

While metro market location certainly matters, investors 
can sometimes overcome weak metro performance by selecting 
top performing properties. Expert investors will assess the 
competitiveness of properties in their neighborhoods and 
among peer properties. They will also pay special attention to 
portfolio construction and avoid concentrated lease maturities 
over the portfolio’s investment horizon and assess the lease 
structure of each property within their larger portfolios. 
Investment size is important as well; large bets on one property 
can compromise diversifi cation. 

Finally, expert investors will track both the macro-economic 
cycle and the real estate cycle. “Buying low and selling high” 
is the goal, but the uncertainty of cycle timing makes this 
diffi cult to accomplish. Rather than concentrated cycle-timing 
bets, investors may be better off spreading investments 
over the cycle and thereby take advantage of yet another 
source of diversifi cation.

When talking about diversifi cation, experts will often advise 
not to put all your eggs in one basket. It’s a catchy idiom, 
and easy to remember, but only a starting point for thinking 
about diversifi cation.

ABOUT THE AUTHOR
Martha Peyton is Managing Director of Applied Research for 
Aegon Real Assets US. Aegon Real Assets US is an indirect 
wholly owned subsidiary of Aegon N.V.; is a US-based 
investment adviser registered with the Securities and Exchange 
Commission (SEC); and part of Aegon Asset Management, the 
global investment management brand of Aegon Group. 

1 Pension Real Estate Association, as of September 30, 2018
2 National Council of Real Estate Investment Fiduciaries, as of March 31, 2019
3  S&P 500 Dow Jones Indices, Moody’s Analytics, S&P 500 Quarterly Returns, 

March 31, 2019
4  Bureau of Economic Analysis, Gross Domestic Product First Quarter 2019, 

April 26, 2019
5 CoStar Realty Information Inc., as of March 31, 2019
6 Bureau of Labor Statistics, The Employment Situation, April 5, 2019
7 Bureau of Labor Statistics, The Employment Situation, May 16, 2019
8 Blue Chip Economic Indicators, as of June 10, 2019
9  National Council of Real Estate Investment Fiduciaries, Performance Report, 

as of December 31, 2018
10  Jeffrey D. Fisher and William N. Goetzmann, “Performance of Real Estate 

Portfolios,” The Journal of Portfolio Management, Special Real Estate Issue, 2005

Applying investment and portfolio 
management expertise can reduce the 
need for so many properties through:
• careful property selection
• buy-sell timing 
• property operational management 
• portfolio risk control

Exhibit 5: NPI RETURN DISPERSION IN 2018
(Source: NCREIF, as of December 31, 2018.)
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ON THE RISE
An emergency economic agenda focuses 
on business-friendly reforms

BRAZIL

By Dietrich Heidtmann, Managing Director and Head 
of International Capital Markets, GTIS Partners
Robert Sun, Vice President of Strategy and 
Research, GTIS Partners

RESPONSIBLE FISCAL AND MONETARY POLICY
After years of setbacks, pension reform gained popular approval after the 2018 
election and the new administration found support to pass the reform through 
Congress. In July and August 2019, the reform bill cleared the fractious Lower 
House with overwhelming support, receiving over 70% support in each of the 
two-round processes and exceeding the minimum 60% requirement of support. 
Notably, the bill received supporting votes from opposition parties, suggesting 
an ideological consensus on the need for substantial pension reform. The bill 
currently resides in the Senate for two rounds of voting scheduled for October.

Given strong support in the Lower House, Banco Itaú, the largest private-
sector bank in Brazil, believes that the bill will be approved by the Senate with 
minimal changes. The current proposal would generate R$865 billion in savings, 
return the federal budget to a primary surplus by 2022, and result in a gradual 
reduction in public debt, according to Itaú and Bank of America Merrill Lynch. 

Following the successful vote in the Lower House, the Central Bank of Brazil 
announced a 50 basis-point interest rate cut in July 2019 and hinted at additional 
cuts due to lower investor risk premiums for the country. Combined with pension 
reform, low interest rates and low inflation will greatly improve the fiscal deficit, 
as 60% of public debt is floating-rate or inflation-linked. For comparison, only 
10% of US government debt is not fixed. 

The approval of necessary reforms greatly reduces Brazil’s risk premium as 
illustrated by five-year CDS spreads, a market-based measure of country risk. 
Reform progress reduced Brazil’s risk premium to levels reached when Brazil’s 
sovereign credit rating was investment-grade. Near-term external tensions from 
the US-China dispute have resulted in a broad selloff of emerging markets, 
causing a temporary decoupling of Brazil’s currency and risk premium,  
but Itaú expects the relationship to recouple in the long run. 

Investor expectations of the newly elected 
President Bolsonaro and Economy Minister 
Paulo Guedes were high following an 
election victory based on an agenda of 
security and reform. In December 2018, 
Wall Street economists ranked Brazil as 
the top investment opportunity for 2019 
according to the December 5-17 Bloomberg 
surveyi of 30 economists and investors, 
largely based on the market-friendly 
campaign promises, and an economic 
agenda with four stated priorities:

1) Responsible fiscal and monetary policy
2)  Reduced government presence in the 

economy, especially through privatization
3) Greater integration with the global economy
4) Business-friendly reforms

Brazil Risk Premium vs. Exchange RateBrazil Gross Gevernment Debt (% of GDP)
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REDUCED GOVERNMENT  
PRESENCE IN THE ECONOMY
In addition to pension reform, Guedes 
also pushed for a sweeping R$1.0 trillion 
target privatization and asset divestment 
program and announced a plan to sell  
up to 100 state-owned companies.  
In total, the government estimates up  
to $1.0 trillion (US) in state-owned  
assets (excluding real estate) that  
could be divested. 

As part of the state divestment program, 
Petrobras, a semi-public petroleum 
company, sold its natural-gas pipeline 
operator for $8.6 billion (US) and raised 
an additional $2.3 billion (US) from 
the sale of 30% interest in a gasoline 
distributor. In aggregate, Petrobras plans 
to divest $27 billion (US) of non-core 
assets by 2023. The federal government 
also plans to sell its R$130 billion listed 
equity portfolio owned by state-owned 
bank, BNDES, over a four-year period. 
In real estate, the government plans to 
sell R$1.0 billion in state-owned assets in 
2019, or double the cumulative amount 
sold over ten years. The government has 
identified more than 3,700 real estate 
assets worth a combined R$36 billion 
that it intends to sell over four years.

GREATER INTEGRATION  
WITH THE GLOBAL ECONOMY
In 2019, after two decades of negotiation, 
Mercosur – the political and economic 
bloc comprising Brazil, Argentina, 
Paraguay, and Uruguay – reached a free 
trade agreement with the EU. According 
to government estimates, the agreement 
should lift Brazil’s GDP by an additional 
$87-125 billion (US) over 15 years and 
increase investment by $113 billion (US). 

While ratification of the pact will 
likely be slow as European national 
assemblies must also approve the deal, 
it is symbolically important because it 
signals that Brazil is ready to open its 
economy. In addition to the EU-Mercosur 
agreement, Guedes and US President 
Donald Trump announced in July 2019 

that Brazil is in official negotiations  
with the US over a trade deal, pointing 
to a shifting pattern of global alliances 
during a time of conflict between the  
US and China.

CHINA’S TRADE dispute with the 
US has also directly benefitted Brazil’s 
producers at the expense of the US. 
Brazil’s soy exports to China increased 
by 30% last year to fill the void left by 
the US, according to Apex-Brasil data 
reported by South China Morning 
Postii. Bolsonaro has vowed to deepen 
ties with China, while his Chief of Staff 
Onyx Lorenzoni has welcomed Chinese 
investment in Brazil’s infrastructure 
sector. Broadly, the government has 
encouraged foreign investment across 
all sectors. Cross-border inbound M&A 
activity reached $17.4 billion (US) in the 
first half of 2019, according to data from 
White & Case’s compilation of data by 
Mergermarketiii, surpassing the 2018 
annual total and representing the highest 
first-half total since 2011. 

In addition to trade, Brazil formally 
applied to join the OECD in 2017. 
Historically, the US has signaled that it 
could veto Brazil’s membership due to its 
closed economy and difficulty for foreign 
companies to operate. However, progress 
on trade talks between Bolsonaro and 
Trump could remove a major hurdle for 
Brazil’s membership. 

The government has identified 
more than 3,700 real estate 
assets worth a combined  
R$36 billion that it intends  
to sell over four years.

Brazil remains one of the top 
investment opportunities globally, 
with significant opportunities 
following a long period of 
retrenchment that have made  
real asset values attractive.

More Brazil, less Brasilia

China Soy Imports by Origin Market Share
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i  https://www.bloomberg.com/news/articles/2018-12-19/
brazil-tipped-to-lead-an-emerging-market-comeback-
from-dour-2018

ii  https://www.scmp.com/business/companies/arti-
cle/3010480/us-china-trade-war-has-been-boon-bra-
zils-soybean-farmers-can

iii https://whcs.law/2Ldw2WV 
iv https://data.worldbank.org/indicator/IC.TAX.DURS
v  https://www.lefosse.com/Another%20Provisional%20

Measure%20to%20try%20to%20cut%20the%20infa-
mous%20Brazilian%20red%20tap....pdf

BUSINESS-FRIENDLY REFORMS 

Scheduled to follow pension reform, 
lawmakers have progressed on a 
substantive tax reform bill. The current 
proposal in Congress greatly simplifies 
the existing system. According to the 
World Bank, Brazilian companies spend 
an average of 1,958 hours annually 
on taxesiv, compared to 240 hours in 
Mexico and 175 hours in the US. The 
tax reform bill should meaningfully 
improve the ease of doing business and 
increase productivity in the country.

Additionally, Bolsonaro also signed 
a provisional measure on economic 
liberalization that was approved by 
Congress in August. The measure 
emphasizes the role of the free market 
and greatly benefits small businesses, 
according to Brazilian law firm Lefosse 
Advogadosv. The measure establishes 
three main economic principles, 
including freedom to compete in the 
market, belief that market actors are 
behaving in good faith, and minimal 
government intervention. 

“MORE BRAZIL, LESS BRASILIA”

Investors ranked Brazil as one of the top 
markets under the promise that the new 
administration will deliver “more Brazil, 
less Brasilia.” Within its first year, the 
administration has already delivered or 
substantially progressed on its promise. 
Reflecting substantial economic policy 
progress, Brazil remains one of the top 
investment opportunities globally, with 
significant opportunities following a 
long period of retrenchment that have 
made real asset values attractive. 

IN THE OFFICE and industrial real 
estate sectors, tenant demand has 
recovered to pre-crisis levels, but legacies 
of the crisis and limited private capital 
competition suggest that very little new 
supply will be delivered in the near term. 
As existing excess vacancy gets absorbed 
by the market, tenant competition for 
remaining high-quality available space 
will likely generate bidding pressures  
on rents and a significant need for  
new development.

In the residential sector, a bottom-up 
demographic model designed by GTIS 
suggests long-term housing demand 
well in excess of production capacity. 
The model estimates housing demand 
of 129,000 units annually in São Paulo 
solely due to demographics, compared 
to a market peak of 40,000 new unit 
launches. New supply will likely be 
severely limited as execution issues and 
impaired balance sheets during the 
recession forced many homebuilders  
to shut down production capacity.

Within hospitality, the broader 
economic recovery has fueled a 
significant improvement in operating 
fundamentals. As of Q2 2019, revenue 
per available room in Rio and São Paulo 
increased 45% and 20% year-over-year 
respectively, according to STR Global. 
Hotel development faces local structural 
barriers in Brazil that has led to a 
market dominated by fragmented small 
investors in condo hotels. Compared 
to institutional hotel assets, condo 
hotels typically lack central reservation 

systems, are managed inefficiently, and 
suffer from deferred maintenance over 
time, which make them uncompetitive 
to global hospitality platforms. The 
significant share of functionally obsolete 
existing room supply provides an 
attractive consolidation opportunity  
for international flags and for investors 
who can deliver differentiated high-
quality assets. 

ABOUT THE AUTHORS
Dietrich Hiedtmann is Managing 
Director and Head of International 
Capital Markets; and Robert Sun is Vice 
President of Strategy and Research, for 
GTIS partners, a global real estate firm.

WHILE GLOBAL CAPITAL has flowed 
into Brazil’s public markets, private 
opportunistic real estate capital 
remains scarce. Over the past seven 
years, 2016 represented the only year 
of material capital raised, with GTIS 
Brazil Real Estate Fund III comprising 
nearly half that year’s total. Given 
the limited availability of private 
real estate capital, coupled with the 
imminent need for new high-quality 
real estate supply, Brazil provides an 
exceptionally compelling investment 
opportunity for investors who have the 
local expertise to execute.

Brazil Cross-Border Inbound M&A (USD Billions)
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By Mike Kirby, Founder and Director  
of Research, Green Street Advisors 
Dave Bragg, Managing Director, Strategic 
Research, Green Street Advisors 
Peter Rothemund, CFA, Managing Director, 
Strategic Research, Green Street Advisors

R I S K Y 
DEFINING 
SYSTEMATIC MARKET 
RISK: MANY CITIES 
PERCEIVED TO 
BE LOW RISK ARE 
ACTUALLY QUITE 
RISKY
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T HE COMMERCIAL PROPERTY INVESTMENT 
arena is comprised of both a public (i.e., listed Real 
Estate Investment Trusts) and a private side, and, even 

though the actual differences between the two consist primarily 
of putting different wrappers on similar packages, the chasm 
in terms of how participants in each market think and talk 
can be measured in light-years. Indeed, most institutional 
investors (a group that includes pension funds, endowments, 
and sovereign wealth funds) act as though the public real estate 
universe doesn’t even exist, as they focus almost exclusively 
on private options. Differences are often large across the two 
markets in terms of how valuations are assessed, and funds 
flows can go in opposite directions. Not surprisingly, diverging 
valuations are both common and sometimes sizable, and the 
environment of the past few years serves as a fine example. In 
the public market, office, apartment, and retail properties have 
been priced, on average, at around 90 cents on the dollar over 
the past three years, yet institutional capital has flooded into 
vehicles that invest in private real estate. 

There are multiple explanations as to why valuations between 
private and public real estate part ways. Sometimes, there are 
legitimate differences of opinion about appropriate market or 
sector valuations. Other times, valuation pressures flowing 
from the broad capital markets can have an undue temporary 
impact on the pricing of public real estate. In other instances, 
private investors focus on factors that either don’t matter to 
public investors or they employ logic that doesn’t make sense 
to anyone outside the private-market universe. The way private 
investors talk about liquidity and risk fits into that latter group. 

ARE “LIQUID MARKETS” LESS RISKY? 
Liquidity and risk are difficult to separate, as there is a strong 
correlation between markets that institutional investors view as 
liquid and those they perceive as low risk. The largest gateway 
markets (e.g., New York, San Francisco, Boston, Washington 
DC, etc.) are generally viewed as desirable on both fronts, 
while markets that are either smaller or located in the middle of 
the country are viewed less favorably. It appears many investors 
take comfort in investing in cities that they’ve been to and/
or where it is easy to gain access to the market due to its scale 
and investment infrastructure. Perhaps investing based on 
familiarity should not be surprising in a world where adherence 
to the “prudent man” rule is arguably as important as  
return maximization. 

It is far from clear exactly what investors mean when they talk 
about “liquid” markets, as there is no central repository of 
bid-ask spreads in the real estate world. Presumably, liquidity 
is a function of both overall transaction volume in a market 
and the percentage of the property stock that trades over a 
given time period. Based on a definition that incorporates both 
of those concepts, four of the five most liquid office markets 
in the United States are gateway markets: New York, Boston, 
Los Angeles, and San Francisco. That list lines up nicely with 
anecdotal evidence about the preferences of many institutional 
investors, and it also coincides with some of the lowest cap rate 
markets. A similar phenomenon is on display in the apartment 
sector. Correlation does not necessarily imply causation, but 
the tight connection between market liquidity and cap rates 
suggests that liquidity matters enough to some investors that it 
boosts property prices.

DOES LIQUIDITY REALLY MATTER? 
Whether liquidity should increase prices is a different question. 
Pension and sovereign wealth funds have investment horizons 
measured on a generational scale. Is it truly important that they 
be able to make a quick entrance or exit? The proposition is 
dubious for three reasons: 1) liquidity is limited in all property 
markets, so it’s not as if nimble investors can take advantage of 
fleeting opportunities; 2) the finite-lived funds in which many 
of them invest typically have flexibility to avoid having to buy 
or sell into disadvantageous market conditions; and 3) any real 
estate investor who does place value on liquidity can find it in 
abundance in the listed REIT market, and that liquidity has 
recently been accompanied by a substantial pricing discount.  

In the listed universe, REIT managers shouldn’t and don’t care 
about property-market liquidity. The REITs do not regularly 
turn over their property portfolios, so any liquidity impact 
from buying or selling properties would be minimal to the 
REIT. And since shares in listed REITs are highly liquid, 
the concept of an investor in REIT shares paying a premium 
because the underlying properties in one REIT may be more 
liquid than those in another REIT makes no sense. 

WHY DO 
PRIVATE  
& PUBLIC 
REAL ESTATE 
VALUATIONS 
PART WAYS?
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EASURING MARKET RISK
Conversations in the private real estate universe 
can be even odder than the liquidity ones when 
it comes to the topic of risk. The big markets in 

which property market participants frequently invest are often 
presumed to be low in risk, but it is dangerous to leap to that 
conclusion. Instead, market risk is an important enough topic 
in some property sectors – primarily office and apartment –  
to warrant a systematic evaluation.

Many real estate investors equate volatility (i.e., variance of 
returns) with risk, but beta is the more appropriate concept,  
as most property investors can eliminate idiosyncratic risk  
(i.e., risk specific to a given market) by building a property 
portfolio that is diversified across markets. Examples of 
idiosyncratic risk are an outsized exposure to a single industry 
(Houston and oil) or a single company (Seattle and Amazon). 
Beta, on the other hand, represents exposure to systematic risk 
(risk that cannot be diversified away). A market with a beta 
larger than 1.0 is expected to increase (or decrease) in value 
by a greater amount than the national average, while a market 
with a beta of less than 1.0 is expected to do the opposite.

Estimating betas for property markets, where the underlying 
assets do not trade with the regularity of listed equities, is 
fraught with challenges. The approach used herein is to focus 
on the peak-to-trough declines during the two most recent 
property-market downturns (’01-’02 and ’08-’09). Specifically, 
the beta of a market is calculated as the peak-to-trough decline 
in value for that market relative to the national average.  
An example helps illustrate the point. Office properties in  
San Francisco declined in value by 56% during the financial 
crisis vs. the national average of 45%, so its calculated beta for 
that period is 1.24 (56%/45%). A similar exercise is done for 
the milder downturn of ’01-’02, but for this time period the 

focus is on rent/occupancy changes (RevPAF is a metric that 
combines the two) due to a lack of data on property prices. 
The two betas are then blended together — more weighting is 
given to the recent downturn (2/3) since it uses value changes, 
a better measure than RevPAF — to give an estimate of the 
sensitivity of a market to a downturn in pricing.

Of course, historic betas are just that; history. Markets  
will almost certainly behave differently going forward.  
For example, are the housing bust markets (e.g., Phoenix,  
Las Vegas, South Florida) truly high systematic risk markets,  
or do historic betas paint too negative a picture because the 
reason values declined so much had more to do with the boom 
and bust of the housing cycle than sensitivity to a normal 
recession? Acknowledging this, as well as the limitations of 
calculating betas from a time series of property appraisals, 
practitioners should best think of systematic risk in qualitative 
rather than strictly quantitative terms. The grading system 
Green Street uses in its research places markets into one of four 
buckets: low risk, medium risk, high risk, and very high risk.

Office Market  Beta Systematic Risk

San Francisco 1.29 Very High

Boston 1.17 High

Manhattan 1.13 High

Los Angeles 0.93 Medium

District of Columbia 0.88 Low

As shown in the table above (and the chart below), several of 
the large gateway markets are among the riskiest in the country. 
Among them, only Washington DC screens as low risk. 

M

Market Risk and Liquidity vs. Current Cap Rates: Office Markets

Market Beta (Higher Beta = More Risk)

Source: Green Street Advisors

Source: Green Street Advisors
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Rents and values in these high-risk (i.e., 
high beta) markets are more sensitive 
to changes in the outlook for economic 
growth than those in low-risk markets. 
That should not surprise. These markets 
tend to have tighter restrictions on 
construction. This slows the growth in 
supply during up markets which results 
in elevated rents and values that are 
vulnerable to a negative demand shock. 

MISBEHAVING: CAP RATES AND 
SYSTEMATIC RISK
One of the tenets of financial theory is 
that investors are risk averse. They prefer 
a certain outcome to an uncertain one 
and are willing to forego compensation 
(i.e., accept a lower return) for investing 
in the asset whose payout is more 
certain. This explains why the expected 
return from investing in real estate (a 
combination of the starting cap rate 
combined with the near- and long-term 
outlook for growth in rental income) is 
higher than the expected return (yield) 
on Treasury bonds. So, if the range 
of outcomes from investing in office 
properties located in Manhattan, a high-
beta/high-risk market, is wider than that 
of investing in Dallas, shouldn’t investors 
demand a higher return when purchasing 
properties in the former? They should, 
but it is not clear that they do. While 
growth prospects, particularly long term, 
are clearly better in Manhattan, the 250-
300 basis point differential in cap rates 
between the two markets suggests that 
investors may not be appreciating just 
how risky an investment in NYC office is.

In a world where familiarity and 
information give investors comfort, 
perhaps that should not be surprising. 
After all, just as a survey of individuals 
who have never flown in an airplane is 
sure to overstate the risk of an accident, 
a survey of property investors about 
a market like Kansas City is sure to 
misstate the true risk of investing there.

QUANTIFYING THE  
INCREMENTAL RETURN 
One way to quantify the incremental 
return property investors should demand 
is to follow the logic of the Capital 
Asset Pricing Model (CAPM). CAPM 
informs that the size of the risk premium 
(the incremental return investors 
should demand above the return from 
investing in a risk-free asset) is directly 
proportional to the size of beta.

Expected return = risk-free rate  
+ Beta*risk premium

Risk premiums on real estate are on 
the order of 300 basis points (a realistic 
expected return on commercial real 
estate would be 6%, while long-term 
Treasuries yield about 3%). Under that 
scenario, a market with a beta of 1.1 
should be priced to deliver a return of 
6.3%, or 30 bps higher than the average 
market (one with a beta of 1.0).

Is that right? Maybe, but 5% extra 
return (or a 5% impact on value) feels on 
the high side of what is appropriate. Of 
course, the method for estimating betas 
used herein (peak-to-trough decline) 
is different from the more typical 
covariance (x,y)/ variance (x) and there 
is a chance this unconventional method 
overstates betas for risky markets (and 
understates them for relatively safe 
markets). The approach Green Street 
currently uses in its research is to require 
incremental returns of plus (minus)  
15 basis points for high (low) risk 
markets, with twice that amount for 
those markets deemed very high risk.

ontrary to conventional 
wisdom, some of 
the largest gateway 
markets dominate 
the list of risky office 

markets. Meanwhile, office markets 
like Sacramento, Nashville, and Dallas 
have performed better during prior 
downturns. While the future is sure 
to look at least partially different than 
the past, these risk rankings square 
with the logic that supply-constrained 
markets not only go up more during the 
good times, but also fall more during 
the bad times. 

Evidence that these risk rankings run 
contrary to accepted wisdom comes in 
the form of the low cap rates that are 
typically found in the riskiest markets. 
Yes, many of these same markets have 
better long-term growth prospects, 
but it nevertheless appears that 
private-market investors fail to demand 
higher returns in the riskiest markets. 
That comes as no surprise in light of 
widespread misperceptions regarding 
which markets are risky.

C

LIQUIDITY  
& RISK 
ARE  
DIFFICULT 
TO SEPARATE

RISK 
RANKINGS 
CAN RUN 
CONTRARY 
TO ACCEPTED 
WISDOM
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By Mark Fitzgerald, CFA, CAIA, Senior Director of Research, USAA Real Estate
Chenchao Zang, Research Associate, USAA Real Estate
Will McIntosh, Ph.D., CRE, Global Head of Research, USAA Real Estate

Will increased state and local tax intake in major 
markets be unhealthy for real estate portfolios?

The Tax Cuts and Jobs Act of 20171 provided a signifi cant tax overhaul for individuals and 
businesses. In the current decade, and prior to this 2017 legislation, the US experienced a 
pronounced decline in interstate migration. Changes to state and local tax (SALT) deductions 
could serve to increase migration for higher-tax to lower-tax states, though early indicators 
are mixed as to whether the legislation will have a material impact on migration trends.

Metropolitan statistical area (MSA) trends have a strong relationship to population growth 
and multifamily net absorption as a percent of stock, though are less tied to absolute growth. 
The impact of migration trends on multifamily total returns is less robust, though the effect 
of the tax legislation will be improved real estate performance in lower-tax MSAs, relative to 
higher-tax MSAs. Early indications suggest that these effects will be at the margins, while the 
largest coastal and established real estate markets should remain attractive for institutional 
investors moving forward.

Ultimately, we need to ask if a meaningful shift in migration trends, and their impacts on 
real estate markets, could result from the recent changes to the tax law.

Let’s take a closer look.

AFIRE20
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TAX LEGISLATION & IMPACT ON REAL 
ESTATE PERFORMANCE 
Migration within the US in search of economic 

opportunity is part of the nation’s ethos. The early pioneers 
who traversed the California Trail to achieve wealth during 
the California Gold Rush in the mid-1800s are a prominent 
example of this. 

Recently, the issue of similar migration trends has come into 
focus following the passage of the Tax Cuts and Jobs Act in 
December of 2017, one element of which was to place a federal 
cap on deductions for SALT and property taxes. Households 
with income over $100,000 comprise 91% of those taking a 
SALT deduction, and the total number of households taking 
SALT deductions is projected to have declined from 42 million 
in 2017 to 17 million in 2018. As shown in Exhibit 1, the top 
four states impacted negatively by the SALT cap comprise 
22% of the total US population and 39% of the commercial 
real estate portfolio2 for institutional investors. California, 
New York, and Massachusetts have commercial real estate 
allocations signifi cantly above their population weightings.

Exhibit 1: 10 Top States by Value of SALT Deduction 
as a Percentage of AGI, vs. Population & Institutional 
Real Estate Concentration3 (Source: The Tax Foundation, 
Moody’s Analytics, NCREIF, USAA Real Estate Research)

There is evidence that state taxes infl uence where both 
corporations and people choose to reside, in particular for top 
earners.4 Accordingly, institutional investors are concerned 
that if the recent tax law changes increase the pace of high-
income residents relocating from states most adversely affected 
(and these same high earners are disproportionately making 
decisions about where their companies job growth will occur), 
this could negatively impact the relative performance of their 
real estate portfolio.

SALT deductions is projected to have declined from 42 million 
in 2017 to 17 million in 2018. As shown in Exhibit 1, the top 
four states impacted negatively by the SALT cap comprise 
22% of the total US population and 39% of the commercial 
real estate portfolio
New York, and Massachusetts have commercial real estate 
allocations signifi cantly above their population weightings.
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   Deduction %
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Exhibit 2: Top 10 In- and Out-Migration MSA Trends by Decade 
(Source: US Census, USAA Real Estate Research)

This information is published at the state and county level. 
Exhibit 2 shows these trends by MSA. A few highlights:

• Out-migration for the top 15 MSAs is down 36%, compared 
to down 22% for the top 10 states. This may be reflective of 
increased urban living. For example, Colorado in-migration  
is flat this decade, but Denver in-migration is up 40%.

• The major four Texas MSAs have all seen  
outsized performance.

• The San Francisco/Oakland MSA has closed the migration 
spigot this decade.

Exhibit 2 largely addresses migration patterns in terms of 
headcount. To address high-income earners specifically, we 
break down the information for the largest net out-migration 
market, New York, by movers to high- or low-tax areas, both 
by total population and total adjusted gross income. For New 
York, the top 15 MSAs where people moved captured 57% of 
total move-outs. While a low-tax destination, Miami, ranked 
first, New Yorkers generally moved more often to high-tax 
destinations than low-tax destinations, both from a population 
and income perspective (see Exhibit 3). In the current decade, 
high-income New Yorkers were more likely to choose a high-tax 
market as well.

Exhibit 3: Destination for Movers out of NY MSA  
(Source: US Census, USAA Real Estate Research)

US MIGRATION TRENDS OVER THE PAST 40 YEARS
To assess migration patterns going back to 1980, we utilize US 
Census Bureau data, including migration data from tax filings, 
based on the primary mailing address as of the first year filed 
compared to the second year filed. The primary data fields we 
analyzed include:

• Tax filings (a proxy for households)

• Dependents (a proxy for population as it included filer, 
spouse of filer, and all dependents)

• Adjusted Gross Income (AGI) (includes all taxable income, 
less adjustments)
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Exhibit 4: State-to-State Movers by Year (Total and Percent of Population) 
(Source: US Census, USAA Real Estate Research)

Another way to derive potential migration trends would be population 
growth, where the Census has released data for 2018.5 Here we do 
see potential indications of a trend: Overall US population growth in 
2018 was relatively flat compared to 2017, as well as over the three-
year and five-year period leading up to 2018 (see Exhibit 5). However, 
for the states with elevated deductions as a percent of AGI, growth 
evaporated in 2018. 

Exhibit 5: Recent Population Growth Trends  
(Source: US Census, USAA Real Estate Research)

IMPACT OF THE TAX CUTS AND JOBS ACT
One challenge with the IRS/Census Bureau data is 
the lag in the information. The Tax Cuts and Jobs 
Act was passed in December 2017, effective for 
2018. Many citizens were not required to file their 
2018 taxes until April 15, 2019, and the Census 
Bureau won’t release the data until September 
2020. Thus, we are unable to assess the early 
impact of the tax law changes using IRS/Census 
Bureau data at the state or MSA level. However,  
we do have overall state-to-state movers from 2018, 
and surprisingly, total mobility was down just 
under 10% for 2018 compared to 2017, and 1% 
below the average for the 2010s (see Exhibit 4).

Anecdotally, a counterargument to the idea that 
tax legislation will have a significant impact on 
migration trends are recent announcements by 
large tech companies regarding expansion and 
corporate relocation. These firms appear to remain 
highly focused on talent. Recent high-profile 
examples include:

• Google’s December 2018 announcement that it 
will spend $1 billion to build a new campus in 
New York City, and April 2019 announcement it 
had leased four buildings in north San Jose.

• Amazon’s November 2018 announcement of its 
selection of Crystal City and Long Island City  
for its HQ2 expansion.6

• Apple’s December 2018 announcement of a new, 
$1 billion campus in Austin, as well as new sites 
in Seattle, San Diego, and Culver City.

MIGRATION PATTERNS  
& REAL ESTATE PERFORMANCE
Ultimately, real estate investors are interested 
in how changes in migration patterns will 
create opportunities and risks in their portfolio. 
Assessing the historical impact of migration 
patterns on overall demographic changes and real 
estate performance can help with this. Are coastal 
states, such as New York and California, facing  
a significant risk because of the Tax Cuts and  
Jobs Act?

©
iS

to
ck

.c
om

/A
R

TQ
U



AFIRE24

Exhibit 6: Population Growth & Net Migration as a Percent of Population, 2010-2016 
(Source: US Census, Moody’s Analytics, USAA Real Estate Research)

Exhibit 7: Total Population Growth & Net Migration, 2010-2016 
(Source: US Census, Moody’s Analytics, USAA Real Estate Research)

While the relationship between migration 
and population is strong on a percentage 
basis, this breaks down when looking 
at absolute population growth and 
net migration. Exhibit 7 depicts this 
divergence. For example, New York has 
the highest out-migration rate of all MSAs 
but was also the third largest in terms of 
population growth. LA/Orange County 
has the second largest out-migration 
rate, but the seventh-largest population 
growth. Washington, DC and Miami 
rank twenty-third and twenty-fourth 
in terms of net migration, but fi fth and 
fourth in terms of population growth. 
Basically, size matters, and these coastal 
markets continue to attract large numbers 
of residents.

While the relationship between migration 
and population is strong on a percentage 
basis, this breaks down when looking 
at absolute population growth and 
net migration. Exhibit 7 depicts this 
divergence. For example, New York has 
the highest out-migration rate of all MSAs 
but was also the third largest in terms of but was also the third largest in terms of 
population growth. LA/Orange County 
has the second largest out-migration 
rate, but the seventh-largest population 
growth. Washington, DC and Miami 
rank twenty-third and twenty-fourth 
in terms of net migration, but fi fth and 
fourth in terms of population growth. 
Basically, size matters, and these coastal 
markets continue to attract large numbers 
of residents.

To build an understanding around these 
questions, we fi rst assess the relationship 
between migration and population 
growth for 30 institutional-quality 
MSAs. Exhibit 6 shows these two are 
highly related; the correlation between 
population growth and net migration 
as a percent of population is 0.85 in the 
current decade. However, even most 
MSAs with out-migration still had 
growing populations.
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Ex ante, we’d expect to fi nd a similar 
relationship between migration patterns 
and net absorption. We compared net 
migration trends versus net absorption 
for multifamily and found the 
relationship to be very similar. Net 
migration as a percent of population, and 
multifamily net absorption as a percent 
of stock, had a correlation of 0.68 from 
2010 to 2016, while the correlation was 
even higher for offi ce net absorption, at 
0.81 (see Exhibit 8).

Exhibit 8: Net Migration vs. Multifamily Net Absorption, 2010-2016 
(% of Population/Stock) (Source: US Census, Moody’s Analytics, CoStar, USAA Real Estate Research)

However, the size of the market matters 
once again when examining total net 
absorption (see Exhibit 9). The correlation 
for net migration versus absolute 
multifamily net absorption is negative 
(-0.25 versus 0.22 for offi ce). New York, 
Washington, DC, and LA/OC rank 
second, third, and fi fth, respectively, in 
total units of net absorption over this 
period for the top 30 markets, versus 
ranking thirtieth, twenty-third, and 
twenty-ninth in net migration. 

Exhibit 9: Net Migration vs. Multifamily Net Absorption, 2010-2016 
(Source: US Census, Moody’s Analytics, CoStar, USAA Real Estate Research)

However, the size of the market matters 
once again when examining total net 
absorption (see Exhibit 9). The correlation 
for net migration versus absolute 
multifamily net absorption is negative 
(-0.25 versus 0.22 for offi ce). New York, 
Washington, DC, and LA/OC rank 
second, third, and fi fth, respectively, in 
total units of net absorption over this 
period for the top 30 markets, versus 
ranking thirtieth, twenty-third, and 
twenty-ninth in net migration. 

Ex ante,Ex ante,
relationship between migration patterns relationship between migration patterns 
and net absorption. We compared net 
migration trends versus net absorption 
for multifamily and found the 
relationship to be very similar. Net 
migration as a percent of population, and 
multifamily net absorption as a percent 
of stock, had a correlation of 0.68 from 
2010 to 2016, while the correlation was 
even higher for offi ce net absorption, at 
0.81 (see Exhibit 8).

Ex ante,
relationship between migration patterns relationship between migration patterns 
and net absorption. We compared net and net absorption. We compared net 
migration trends versus net absorption migration trends versus net absorption 
for multifamily and found the for multifamily and found the 
relationship to be very similar. Net 
migration as a percent of population, and 
multifamily net absorption as a percent 
of stock, had a correlation of 0.68 from 
2010 to 2016, while the correlation was 
even higher for offi ce net absorption, at 
0.81 (see Exhibit 8).
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Exhibit 10: Net Migration vs. Multifamily Total Returns, 2010-2016  
(Source: US Census, Moody’s Analytics, NCREIF, USAA Real Estate Research)

T he Tax Cuts and Jobs Act of 
2017 should serve to make 
lower-tax states and MSAs 

even more attractive to US citizens, 
particularly high-earners. 

Overall interstate and inter-MSA 
migration activity slowed over the 
past decade. This has generally been 
a strong positive for states such as 
NY and CA, which have experienced 
strong net outflows in previous decades. 
Early indicators show mixed results as 
to whether the recent legislation has 
reversed this decline.

To the extent the legislation impacts 
migration trends, it will offer 
opportunities in lower-tax states – 
particularly for development projects 
to meet increased demand. There is a 
meaningful relationship between net 
absorption as a percent of stock in the 
multifamily and office sectors, and net 
migration. However, some MSAs with 
net out-migration still rank near the top 
in absolute net absorption. For stabilized 
properties, there is no demonstrable 
evidence that the modest changes to net 
migration will impact rent growth or

 total returns. Thus, coastal markets 
with large institutional investment 
should not be severely impacted in a 
negative manner by this legislation.

Retirement income and senior transfer 
payments reveal a great deal about 
the economic vitality of metro areas. 
The private pension component 
of retirement income is the most 
precarious income source and the 
geographic areas most at risk are former 
industrial powerhouse metros such as 
Buffalo, Detroit, Cleveland, Dayton, 
and Rochester. As the generation of 
high-paying private pension recipients 
moves on, these and similar metros 
will lose a vital consumption catalyst. 
Even disproportionate exposure to 
STP could signal future problems for 
metros especially during the period 
in which the smaller Generation X 
replaces later Baby Boomers in the 65-
75 age category. Metros least exposed 
to private pensions and STPs are some 
of the more prosperous, tech-oriented, 
and demographically vibrant metros in 
the US, and include San Jose, Fairfield 
County, CT, Seattle, Boston,  
San Francisco, Houston, Dallas,  
and Salt Lake City. 

ABOUT THE AUTHORS
Mark Fitzgerald, CFA, is CAIA Senior 
Director, Research; Chenchao Zang is a 
Data Science Associate, Research; and 
Will McIntosh, Ph.D, CRE, is Global 
Head of Research for USAA  
Real Estate Company.

NOTES
1  Official name: “To provide for reconciliation pursuant 

to titles II and V of the concurrent resolution on the 
budget for fiscal year 2018”.

2 Per NCREIF.
3  Population and real estate concentration data as of Q1 

2019, deduction information as of 2016.
4  Moretti, E..; Wilson, D.J.; The Effect of State Taxes on 

the Geographical Location of Top Earners: Evidence 
from Star Scientists, American Economic Review, Vol. 
107, No. 7. (July 2017), pp. 1858-1903.

5  Note that state-to-state migration and population are 
not the same. There is foreign migration, births/deaths, 
and also a significant amount of movement that is not 
captured by the IRS census data. 

6  While Amazon subsequently pulled back on its Long 
Island City expansion as a result of political fallout 
regarding tax incentives, several reports indicate it they 
are actively seeking space in Manhattan as of mid-2019.

We tested the relationship between net 
migration and multifamily total returns as 
well. Correlation falls below a meaningful 
threshold, at 0.11 (see Exhibit 10). 



SUMMIT • FALL 2019 27

RISING
TO THE
CHALLENGE

Fear is a real enemy for leaders. It drives them to 
fl ee from risk, rather than work through it, and 
instead default to outmoded habits that seem safe 
only because they’re familiar – but not because 
they’re smart. Fear prevents thoughtfulness 
and careful assessment. It forces self-centered, 
defensive thinking and ultimately pushes leaders 
into fi ght-or-fl ight mode. 

By deferring decision making and surrendering to 
the status quo, or by making decisions based on 
pure emotions, leaders will struggle to achieve 
optimal outcomes. In other words – fear stymies 
good leadership. 

With these concepts in mind, rising leaders 
from across AFIRE gathered in April to face 
fear head-on and discuss the commercial real 
estate landscape as it exists today, including how 
it’s changing, and how best to grow as leaders 
through this change. This report touches on a few 
of the important meeting highlights.

INSIGHTS FROM THE AFIRE 2019 
RISING LEADERS SUMMIT

“ Power does not corrupt. Fear corrupts... 
perhaps the fear of a loss of power.”

 — John Steinbeck 

A Fellowship for International Real Estate
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WHAT WILL CREATE A COMPETITIVE 
EDGE FOR THE FUTURE?
Tiffany Gherlone, Head of Real Estate 
Research and Strategy at UBS, opened 
the Rising Leaders discussion with a 
critical look at the status quo. “If our 
environment continues to be driven by 
property-level income, asset manager 
performance, and managerial value-add, 
then the question is: What does the ideal 
fi rm of the future look like?” Gherlone 
said, asking how the future will be 
different if our underlying fundamental 
assumptions remain the same.

Broadly, Gherlone said, there will be 
less reliance on gut instinct. Data-based 
decision-making is increasingly forming 
the basis of managerial processes, 
which will be an advantage for real 
estate leaders – including determining 
who is in the room. For example, 
Gherlone added, “Many of us were 
probably hired by algorithm.” 

Whether it’s 
the keyword 
search through 
an employment 
résumé, or 
a detailed 
employment 
test, data-based 
decisions are standardized across the 
managerial pipeline. But data in the real 
estate industry is, of course, not limited 
to talent acquisition. It’s ultimately about 
how investment leaders analyze, manage, 
and dispose of their investments. 

“Benchmarking is becoming a lot easier 
and a lot more effective,” Gherlone said. 
“We collect data on all of our properties, 
but it’s a quarterly process at present.” 
Soon, she added, data will be collected 
instantaneously, and as data collection 
becomes more automated over time, “we 
will be able to open up our computers or 
phones or whatever device is prevalent 
and see what is going on with our 
buildings in real time.” Smarter systems 
will be able to identify maintenance 
issues such as water leaks, electrical 
problems, or even tenant risk long before 
the human managers. “Computers will 
call meetings. It’s robot assistance to 
be sure, but we should not fear that 
assistance,” Gherlone said, adding that 
leaders in the industry should instead 
be wary of the lack of information with 
which they presently manage 
their investments.

“Today, many deals are done to maintain 
a relationship or because one of the 
ranking offi cers has a good feeling about 
it,” Gherlone said. As a result, supporting 
data analysis is often crafted to prove a 
deal theory – not the other way around. 
This is classic confi rmation bias. “Going 
forward, data will lead the analysis and 
gut will not.” 

HOW CAN DATA CHANGE HOW 
WE OPERATE? 

“Managing deals is like coaching kids 
at a soccer game,” said John D’Angelo, 
Managing Director at Deloitte. 
“Everyone crowds around the ball and 
then there are two goalies at either end. 
The goalies are the operations people and 
everyone else forgets their position.” 

Playing the position you are assigned is 
crucial to effi cient operations, D’Angelo 
said, “but much of the work that people 
are tasked with is manual and boring.” 
This is why, when something exciting 
comes along, such as a potential deal, 
everyone drops what they are doing 
and joins in the fun, D’Angelo said. 
“My hope is that much of that menial 
labor will be taken care of by computer 
programs in the not too distant future.”

Increasingly companies are hiring what 
D’Angelo calls, “digital natives” – those 
young profi essionals for whom the 
internet has always existed. “These 
people are our future and they are 
data junkies. They can fi nd almost 
anything known to humankind on their 
phones and it’s not novel to them.” In 
day-to-day life, they’re masters of data 
manipulation, but those who fi nd jobs 
with a commercial real estate investment 
manager often fi nd themselves manually 
entering data into a spreadsheet – which 
remains the system of record for most 
companies well into the 21st Century. 
It’s frustrating for digital natives to 
not have a technology-enabled way to 
expediate this task. “This has got to 
end,” D’Angelo said.

Every manual keystroke does two 
detrimental things: It annoys the 
employee and it allows for human error. 
The more annoyed the employee, the less 
attention they will pay to the veracity of 
their work. “We spend so much of our 
time thinking about whether the data 
we are using to inform our decisions is 
accurate,” D’Angelo said. “What if all 
that time was spent thinking about what 
these data mean?” 

“ If our environment continues to be 
driven by property-level income, 
asset manager performance, and 
managerial value-add, then the 
question is: What does the ideal 
fi rm of the future look like?”
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To start: More effi ciency and accuracy. “This is where we are 
going,” D’Angelo added. “Accurate data will be table stakes. 
It’s the rising leaders that won’t put up with the inaccurate 
drudgery and they will be the ones to usher in the next 
generation of operational effi ciency.” 

While data governance and discipline is “spectacularly un-sexy 
work,” D’Angelo said, it nonetheless requires leaders to help 
change “the institutional mindset of ‘data is my asset,’ to 
‘data is our asset.’” 

WHY AND HOW SHOULD ALTERNATIVE 
ASSET CLASSES BE CONSIDERED?
“We knew that there were a lot of companies 
out there that were better at the four major 
food groups than we were going to be,” said 
Geoff Regnery, Senior Managing Director at 
Harrison Street, referring to the company’s 
launch in 2005. “We knew that there were 
underrepresented segments that could give 
us an edge.” 

The challenge for investing in different 
segements, as Regnery saw them, was 
quickly apparent. “It was very diffi cult to 
get any data or reports from JLL or CBRE 
on educational housing, senior living, self-
storage, and medical offi ce.” Harrison Street 
decided that they would need to gather the 
data themselves. “The problem was the 
micro-markets that many of these asset classes 
depend on. Self-storage is usually a two-mile 
trade area. Senior living is more like fi ve 
or six miles.” The team at Harrison Street 
knew they could not possibly gain enough 
ground-level knowledge to be competitive on 
an institutional level, so they started to seek 
third-party operators and collaborators.

“Not only did we need to create this new 
operational model, we had to convince 
investors to buy the strategy; or rather, 
convince them that we could sell the assets to 
a market that didn’t exist. We had a liquidity 
problem,” Regnery said. Investors understood 

the fundamentals of alternate classes, but they did not believe 
there was any way to accurately value the assets or dispose of 
them into a competitive group of buyers. “There were only 
two student housing REITs, a couple of storage REITs, and 
a few healthcare REITs, but the institutional market was much 
less developed.” 

Harrison Street consequently developed a systematic approach 
for alternative asset decisions. “We looked for assets with a 
high-income premium to traditional investments in fragmented 
sectors that had high barriers to entry,” Regnery said. It 
was a successful strategy but it wasn’t foolproof, as Regnery 
illustrated through a closer look Harrison Street’s investmetns 
in marinas, which fi t the fi rm’s parameters for alternative 
asset decisions. 

It’s diffi cult to build a new marina, and 
most boat owners tend to trade their boats 
along with their slips, which results in the 
same boats sitting in the same slips, with 
many different owners along the way. The 
fundamentals looked very promising, Regnery 
said, but there was a problem: “The debt 
capital markets did not want to capitalize 
the transactions, [and] there were maybe 
two lenders. From a liquidity standpoint, 
we thought there was more demand than 
there was.” Additionally, there are operational 
issues totally unique to marinas, including 
“fi ghts over water rights and lake-level issues 
that are completely out of our control and 
out of the norm.” Despite the data, these 
investments were a case of “good on paper 
but not in practice.”

Sometimes, there is something unexpected 
that a system or algorithm isn’t programmed 
to detect. But more intelligent algorithms 
have the ability to learn and become more 
effective over time. Every mistake can 
become a lesson learned.

 RISING LEADERS 2019

“ Accurate data will be 
table stakes. It’s the rising 
leaders that won’t put 
up with the inaccurate 
drudgery and they will 
be the ones to usher in 
the next generation of 
operational effi ciency.” 

“ Algorithms and advanced 
analytics are the way of 
the future – and we need 
to triple down on that.” 

“ fi ghts over water rights 
and lake-level issues 
that are completely out 
of our control and out of 
the norm.” 
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HOW IS REAL ESTATE CHANGING?
“Our industry is very change-resistant 
and we will get consumed by external 
changes if we don’t get out of this 
continuous echo chamber,” said Bryan 
Sanchez, CIO of Lionstone Investments, 
adding that Lionstone has perceived a 
shift in the investment landscape and 
understands that doing things the “old-
fashioned way” won’t work in the future. 

To illustrate, Sanchez discussed how 
Lionstone consulted a group industry 
leaders to advise on how the firm could 
plan for its future. Many recommended 
tackling emergent problems with old-
fashioned tools. 

“We needed to look for outside opinions 
but found that most larger consulting 
companies didn’t have a real estate-
centric department and, as a result, 
couldn’t really help us,” Sanchez said. 
Soon he approached McKinsey & 
Company, the global management 
consultancy, which had a newly  
formed practice focused on real  
estate transformation. 

By the end of Lionstone’s work with 
McKinsey, Sanchez said the group came 
away with a clear message: “Algorithms 
and advanced analytics are the way of 
the future – and we need to triple  
down on that.”

“Globally, the amount of money invested 
in real estate is about the same as private 
equity – about $3.6 trillion,” said Brian 
Vickery, Associate Partner at McKinsey. 
“Private equity gets the lion’s share 
of most allocations presently, but real 
estate is on the rise.” For example, CRE 
comprised an average 4.5% of a standard 
portfolio allocation for most LPs in 
2005. By 2009, the average increased  
to 9%. As of today, most LPs have stated 

that they are underweight on real estate 
by about 1%. “That means there is 
roughly $350 billion of capital waiting to 
be allocated,” Vickery said. “Historically 
real estate has outpaced the market and 
the future looks to be more of the same.”

“The rise of indexing is really 
important,” said Ju-Hon Kwek, Partner 
at McKinsey. “There is a complete 
reassessment going on in LPs around 
how to generate alpha. Wherever alpha 
is hard to generate, you are seeing more 
passive investments and ETFs.” Which is 
good news for real estate, because many 
see it as an active 
investment where 
day-to-day decisions 
cannot be automated. 

LPs are also looking 
for lower-risk 
investments, which 
have traditionally 
been one of the benefits of investing 
in real estate. But LPs are also seeking 
higher liquidity and lower costs. As a 
result, hedge funds are getting hit hard 
because of their fee structure. Real 
estate is also a fee-driven business, so 
there will continue to be significant 
compression. “We have to diversify our 
capital sources,” Kwek said. “Pension 
plans write big checks but will not pay big 
fees. Family offices and high-net-worth 
individuals write smaller checks but have 
no problem paying the fees.” 

“Real estate used to operate as an equity 
replacement. People were looking for 
high-octane returns,” Kwek said. “Now 
it’s doing a fundamentally different job. 
It’s long-dated assets, highly generative 
cash flow, and yield. It has become a 
fixed income replacement in a time where 
fixed income no longer has a fixed value, 
nor does it give you any income.” 

Looking to the future, McKinsey has 
hired roughly 1,000 data scientists 
to capitalize on data analytics. “The 
benchmarking trend is fundamental 
to the future success of our industry,” 
Vickery said. “Firms that have been 
first movers in data collection and 
comparative analytics have saved, on 
average, 180 basis points of cost.” While 
some may assume this cost saving may be 
to the detriment of overall performance, 
Vikery adds, “firms are seeing better 
performance, as well – by roughly 240 
basis points.” 

HOW WILL BUILDINGS CHANGE?

Doing things the old-fashioned way 
applies as much to strategy as it does to 
the performance of the actual physical 
assets. Real estate accounts for roughly 
40% of the carbon dioxide emissions 
in the world, according to Jan-Hein 
Lakeman, Executive Managing Director 
of EDGE Technologies. “We are 
responsible for a global sustainability 
problem. It is our moral obligation to  
do something about it.” 

“ We are responsible for 
a global sustainability 
problem. It is our moral 
obligation to do something 
about it.” 
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That’s why EDGE Technologies espouses a 
sustainable, carbon-neutral approach in its 
buildings. “Buildings should make people 
healthier,” Lakeman said, pointing to Edge 
Technologies’ solutions that have added fresh 
air, natural light, and circadian lighting systems 
that are said to make people happier and more 
effi cient. “We also focus on creating tech-driven 
buildings, and that’s really what sets us apart.” 

To illustrate this philosophy, Lakeman talked 
about The Edge, a 43,000-square-foot offi ce 
building in Amsterdam that won the BREEAM 
Award for Offi ces New Construction in 
2016. The Edge generates its own power 
through renewable energy and smart building 
technologies that also aggregate building 
systems data to create more energy-effi cient 
environments. Using this same approach, EDGE 
Technologies has “decreased operational cost by 
20% in our buildings in the US and Europe,” 
Lakeman said. “We also use more effi cient 
mechanical components that take up less space, 
so we can fi t more fl oors in our building” – 
which ultimately creates more rentable space. 

Buildings designed to be carbon-neutral 
have higher initial costs, “but the savings on 
operations you get in the end make for higher 
NOI and higher valuations,” Lakeman said. 
“In Europe, where energy costs are higher, 
the net cost is about the same as a traditional 
building. But in the US, where energy is cheap, 
you end up a little higher.” 

While smart building systems make for more 
effi cient buildings, emergent building technology 
nonetheless raises concerns about tenant privacy 
– or what some experts call the “Big Brother 
Effect.” Increasingly, developers and operators 
are facing lawsuits for their data collection 
processes. One way owners can reduce their 
risk, Lakeman offered, is to have tenants sign 
an opt-in waiver. “Surprisingly, 99% of tenants 
sign immediately and opt for a better experience 
day-to-day.” 

As demonstrated by The Edge, EDGE 
Technologies and other developers are actively 
challenging conventional thinking about 
commercial offi ce construction and management 
that goes beyond mere BREEAM awards, 
LEED certifi cations, or positive GRESB scoring. 
Would a portfolio of carbon-negative assets 
be more profi table? Could better data-driven 
sustainability stategies help solve an even bigger 
challenge for the world? It’s worth considering.

Across big data, industry transformation, and technology 
transformation as a whole, what are the challenges for the 
next generation of leadership? 

Predictions about the future are always imprecise, but it’s 
important for rising industry leaders to understand what 
potential opportunities – and pitfalls – lay just beyond the 
edges of our known horizon. Data is changing the rules 
for decision making. Capital is fl owing from new sources 
and asking for new transparency. Tenants are demanding 
something different from the assets themselves. We are 
just beginning to understand what kinds of decisions a new 
generation of leadership will need to make. 

Now is not a time to be fearful of what is to come. 
For AFIRE’s Rising Leaders, now is the time to learn.

 RISING LEADERS 2019
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By Brad Dockser, CEO, Green Generation

Changing the 
Tides of ESG 
Sustainability has long been thought of as a cost, 
rather than something that can drive value – but 
that type of narrow thinking is starting to change. 

Global capital markets are evolving, bringing increased focus on 
environmental, social, and governance (ESG) criteria. Where the 
public sector has failed to bring about change, the private sector is 
moving forward with ESG at an accelerating pace. In doing so, capital 
markets are transforming the process by which capital is allocated,  
as well as the issues impacting investment decisions.

AFIRE32
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T his is not a trivial matter. By 2018, 25% of all 
professionally managed assets, worth more than  
$11.6 trillion, were under ESG investment strategies. 

The issuance of green bonds globally represented more than 
$167.3 billion in 2018. Participants in GRESB, the investor-
driven organization that assesses the sustainability performance 
of assets worldwide, have grown in number from 200 in 2010 
to more than 900 in 2018 and now represent more than 79,000 
assets with a gross value exceeding $3.5 trillion.

Together these trends represent a sea change in thinking about 
sustainability. It is longer seen as mere cost, but growing in 
importance as a field of strategies and KPIs that drive asset 
value. As an extension of the discussion held at AFIRE’s 2019 
European Conference, held in Frankfurt, Germany, this article 
provides a deep dive into a fictional example that highlights the 
issues – and the benefits – of ESG investing.

CLIMATE VS. CAPITAL
As a way to understand the evolving conversation around ESG, 
consider this study of the fictional Alpha Fund, an amalgam 
that resembles a familiar case.

Dieter and Gerhard are experienced real estate professionals 
and key members of the Alpha Fund’s Investment Committee. 
In their recent review of the 2019 budgets, they learned that 
their flagship open-end fund, the Alpha Future Fund (AFF), had 
recently received €40 million in new capital. But the use of the 
capital didn’t seem obvious. They asked each other, what path 
will create the most value for Alpha, as well as our investors?

Founded in 2011 by its current CEO, Manuel, Alpha had a 
reputation for innovation and strong risk-adjusted returns. 
Prior to founding Alpha, Manuel was a partner with a leading 
global real estate investment firm. Alpha was owned 50% by 
a German insurance company and 50% by the management 
team, of which Manuel personally owned 20%. 

In the past eight years, Alpha had raised three closed-end 
funds and one open-end fund – the AFF. With assets under 
management totaling €5.1 billion across four funds, and strong 
top-quartile returns, Alpha seemed to have a promising future.

But there were challenges. As CEO, Manuel was a 
quintessential deal person who typically saw most value being 
created in the “buy.” While the firm had a reputation for being 
a savvy buyer and for its value-add approach, Manuel did not 
personally have a great deal of asset management experience 
in his career. As a result, Alpha had earned a reputation as 
a very good buyer but only an average asset manager. While 
the firm’s returns had been strong and in the top quartile of 
their peer group, the capital markets team was being asked 
more and more frequently about the firm’s ESG policy and 
benchmarking strategies, such as ULI Greenprint and GRESB. 
Manuel was aware that some large investors, including Dutch, 
Scandinavian, and US pension funds, had made it clear that a 
strong ESG strategy would be a prerequisite for getting  
access to their capital.

This prerequisite represents a tension that leading global 
property investors face every day. But it also presents a  
false choice, because climate and capital are not  
fundamentally at odds. 
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DISPELLING A FALSE CHOICE
Rather than having to choose between 
ESG and something else, ESG can 
actually increase property values and 
fund manager returns through an 
incentive fee structure, thus becoming 
a strategic option with demonstrable 
fi nancial value.

According to a recent report from the 
Urban Land Institute, sustainability 
can create a fi nancial return through 
the lifecycle of a real estate 
transaction in four key ways:

 •  Acquisition Due Diligence 
Expanding due diligence and 
property condition assessments to 
include key sustainability factors 
and value creation opportunities

 •  Deal Financing
Leveraging sustainability-specifi c 
fi nancing tools that create 
asset value while improving 
the environment

 •  Hold Period 
Finding opportunities to lower 
energy-related costs and introduce 
green lease provisions to align 
costs and benefi ts for landlord 
and tenant

 •  Disposition Preparation
Upgrading buildings at the end 
of their useful life to de-risk assets 
and increase the stability 
of cashfl ows

Dieter and Gerhard were well-versed in 
the versatility of these returns, which 
were further prioritized by Alpha’s 
expanding investor base. ESG policies 
were raised more frequently in meetings, 
and consultants were adding signifi cant 
areas of inquiry to their due diligence 
questionnaires (DDQs). Additionally, 
many of the US cities with AFF 
assets had mandatory benchmarking 
requirements which exposed the energy 
performance of their assets to public 
disclosure, and AFF’s assets in the EU 
had energy effi ciency directives with 
mandatory reporting. In fact, some 
EU members had gone one step further 
by benchmarking some buildings 
and limiting the use of those that 
were underperforming.

During a recent partners’ meeting at 
Alpha, its participants discussed the 
idea of ESG and its impact on Alpha. 
The partners agreed to investigate the 
potential for integrating ESG standards 
in its real estate transactions, and how 
this integration could potentially create 
value for Alpha across its assets and 
its reputation.

Dieter, Gerhard, and the entire AFF 
Investment Committee thus faced an 
interesting choice. Historically, it had 
used new capital to acquire real estate 
assets. For example, the committee 
was considering an investment in Paris 
anticipating a going-in cap rate of 5.2% 
with an unlevered IRR of 10.5%, and 
with the modest debt utilized by the 
open-end fund, a levered IRR of 13.4%. 
The acquisition of this approximately 
180,000-square-foot (16,700-square-
meter) offi ce building was fully 
underwritten and the investment 
memo was ready for discussion 
by the committee. 

A t the same time, Gerhard pointed 
out that the recent annual 
budget review had identifi ed 

approximately €40 million of capital and 
operating expense projects in the existing 
portfolio that were projected to have an 
average net payback of 4.5 years. These 
projects included effi ciency projects, 
such as HVAC and lighting upgrades, 
as well as capital projects that would 
ensure continued building operation 
while ensuring a payback where high 
performance options were considered. 
Gerhard’s team had also taken advantage 
of existing rebates and incentives, mostly 
in the US.

Referencing the directives from Alpha’s 
partner meeting, Dieter noted that 
investing in projects with an ESG 
“story” would be well-received by 
investors driving capital infl ows. In turn, 
this would increase fees to Alpha and 
everyone’s compensation – but especially 
Dieter, who was partly incentivized by 
assets raised. Importantly, it would also 
help Alpha address continued legislation 
in both the US and EU.

With both Dieter and Gerhard 
advocating to use the €40 million in new 
capital funds for ESG projects, Manuel 
had a choice to make. As CEO, he was 
the team’s primary decision-maker, but 
he was focused on the entire team and 
had a broad defi nition of winning. 

Owners can fully utilize the 
use of benchmarking data to 

make better decisions that 
drive asset values higher.
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TELLING THE ESG STORY
When this case study was shared for discussion with AFIRE’s 
2019 European Conference (See “Understanding the World 
and Making it Better,” p. 44), participants suggested that 
Manuel faced a false choice. An organization could commit 
to the ESG program, acquire a building now, and then fund 
it over time – but perhaps the AFF Investment Committee 
wasn’t the right place to house this discussion. At Alpha – and 
at many other real-world fi rms – ESG had only ever been seen 
as a cost and never considered a source of tangible fi nancial 
returns. In any case, as mandatory benchmarking grows in the 
EU and in many US cities, owners can fully utilize the use of 
benchmarking data to make better decisions that drive 
asset values higher.

In the example of AFF, Gerhard had reviewed a list of projects 
(LED lighting upgrades, photovoltaic system installations, 
building management systems, etc.) totaling €40 million for 
which his asset management team was seeking approval during 
the 2019 budget reviews. The projects were typical of projects 
presented in prior years, evenly spread across the portfolio by 
asset type, class, and geography, but often rejected so as not to 
impact the cash-on-cash returns. The lease structure was such 
that approximately 30% of the operating cost savings would 
benefi t the tenants. Alpha had until that point only considered 
but not implemented a green lease program.

The proposed project upgrade program would cost €40 million 
in 2019 – but it would also underscore Dieter’s note about 
the importance of telling an ESG story. When lease structure 
was taken into consideration, the payback would be 6.5 years; 
2020 EBITDA impact would be €6.2 million to AFF, and with 
it, the fees earned by the Alpha management company would 
also increase. The asset management team was confi dent that 
the projects were well-scoped and that both energy savings 
and project costs were achievable, while enhancing income by 
reducing existing capital improvement program costs; lower 
total utilities budgets; reducing maintenance and repair costs; 
and increasing rent and occupancy through updated services 
and amenities.

Additionally, the upgrades would reduce electricity 
consumption across the impacted assets by 17%, and the fund 
overall by 8.5%, versus the ULI Greenprint median of 3.7%. 
Total carbon emissions reduced would be 2,295 tons – the 
equivalent of planting nearly 96,000 trees. The projects would 
also reduce water consumption across the portfolio by 5.3% - 
well ahead of the 2.9% median for ULI Greenprint members.

CALCULATING HARD AND SOFT ROI
While we don’t know Manuel’s fi nal decision – it’s ultimately 
a decision being made every day by investors, who are facing 
increased pressures (and incentives) to incorporate ESG into 
their strategies. AFIRE members suggested that areas of 
fi nancial return cross both “hard” and “soft” ROI, including 
reduced insurance, repairs and maintenance, and energy-related 
costs on one side, and optimized teams, asset occupancy, and 
capital market access on the other.

The example case of AFF underscores a broadened thinking 
about how sustainability can create value for assets and 
organizations. The results of the discussion at AFIRE’s 2019 
European Conference are ultimately part of a growing global 
conversation that can potentially lead to tangible changes in 
how the industry and organizations think about sustainability 
and value creation.

ABOUT THE AUTHOR
Brad Dockser is the CEO of Green Generation, which 
transforms the world’s built environment through innovation 
and solutions by integrating energy, real estate, technology, 
and capital markets to “Operate in the Green.” He also 
serves on the ULI Global Advisory Board for the Center for 
Sustainability and Economic Performance.

NOTES
1  https://americas.uli.org/research/centers-initiatives/greenprint-center/greenprint-re-
sources-2/best-practices-in-sustainable-real-estate/embedding-sustainability-in-re-
al-estate-transactions/

Every day investors, are facing increased 
pressures (and incentives) to incorporate 
ESG into their strategies.
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By Justin Curlow, Global Head of Research and Strategy, AXA IM – Real Assets
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Visibility into the underlying cash-flow streams in 
real estate enables investors to apply a 360-degree 

approach to their property strategy.

T O  PROPERT Y 
ALLOCATION 
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A universal approach to property allocation can offer investors 
superior risk-adjust returns throughout the property cycle, 
but applying this approach to suit the real estate asset class 
demands full visibility into underlying cash-fl ow streams.

Fortunately, the unique characteristics of the property market 
make it possible to build a true, 360-degree approach to 
property strategy and portfolio allocations.

SEEKING EFFICIENCY 
IN AN INEFFICIENT MARKETPLACE
Real estate assets are fi xed and heterogeneous, and the 
acquisition process for direct property investments is 
both expensive and time-consuming, especially based 
on requirements for due diligence requirements (e.g., 
physical asset technical inspection, legal review, etc.). 

The capital-intensive nature of property has led to the 
development of four quadrants of property investment: 
public, private, debt, and equity. The liquidity of each 
quadrant often varies and, regardless of strategy, a 
desired investment may not be readily available on 
the open market. This dynamic is accentuated at 
the infl exion points in the property cycle, when a 
large bid-ask spread causes liquidity in some market 
segments to dry up. However, these points are precisely 
when some of the best investment opportunities can 
arise in the private market. Market participants who 
have a deep understanding and broad reach in a local 
market can often benefi t from a fi rst-mover advantage 
to reset pricing.

Because direct property is not traded on a centralized 
exchange, there are a number of data and market 
transparency complexities compared to most equity 
and fi xed-income investment alternatives. The result is 
a real estate marketplace comprised of relatively low 
transparency and asymmetric information, which can 
provide a source of relatively high risk-adjusted returns 
to investment managers who have access to “quality” 
information through local exposures. 

Additionally, a lack of frequent transaction data for 
the analysis of return distributions often necessitates 
the use of appraisal-based valuations, which tend 
to underscore the disconnect between the timing of 
data release and what is actually occurring in the 
transactional market (although there is a growing 
trend of transaction-based indices in the most liquid 
global markets). Combined with the cyclical nature 
of occupancy, these factors tend to create a relatively 
ineffi cient marketplace with accretive, relative-value 
investment opportunities. 
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The capital-intensive 
nature of property has led 
to the development of four 
quadrants of property 
investment: public, 
private, debt, and equity. 

3

Market participants 
who have a deep 
understanding and broad 
reach in a local market 
can often benefi t from a 
fi rst-mover advantage to 
reset pricing.
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FOCUS ON RISK-ADJUSTED RELATIVE VALUE
Optimal positioning of a property investment within the 
capital stack – to either take advantage of upside potential, or 
to protect against downside risk – based upon an assessment 
of the position within the full property cycle is at the root of 
the 360-degree approach. The ability to assess market pricing 
for the prospective cash fl ow streams of a given investment is 
integral to this approach. 

These prospective cash fl ows can be segmented into recurring 
rental income during the holding period, and sale proceeds at 
the time of disposition for equity investment. This is visualized 
in Exhibit 1, which also shows that, in the case of debt, cash 
fl ows would take the form of interest payments and loan 
repayments at maturity date. 

The 360-degree approach consists of looking at the four 
quadrants of property investment in a given market or region 
to assess the underlying risk-reward characteristics, as well as 
market pricing for the entirety of the capital stack and various 
investment vehicles. 

Horizontal relative-value strategies consider investment 
alternatives across either debt or equity instruments, while 
vertical comparisons look up and down the capital stack 
for relative attractiveness of debt versus equity investment 
in a given market. Traditionally, each quadrant is priced in 

isolation, with specifi c capital sources driving pricing based on 
regulatory constraints. For example, market participants often 
price a property investment relative to other asset classes, rather 
than comparing debt and equity pricing on the same underlying 
property or, if applicable, to comparable quality-listed property 
company stocks or bonds. The result of this isolated approach 
to investing in the real estate asset class is property-market 
pricing which is disconnected with the inherent risk-reward 
relationship up and down the property capital stack and 
across instruments.

APPLYING A 360-DEGREE APPROACH 
TO PORTFOLIO CONSTRUCTION
Within the broader context of portfolio construction, this 
360-degree approach can be used to calibrate an overall 
real estate allocation across the property cycle, based on an 
investor’s underlying risk threshold.

A core holding of direct, unleveraged core properties should be 
at the foundation of a property portfolio, because a 100% fee 
ownership affords property owners the ability to control their 
own destiny with the asset. Outside of core property holding, 
value-add and development risk would be added during the 
growth phase of the property cycle to exploit the higher 
property-level returns available when the market is expanding, 
and rents are growing. 

Within the broader context of portfolio 
construction, this 360-degree approach can 
be used to calibrate an overall real estate 
allocation across the property cycle, based on 
an investor’s underlying risk threshold.

A core holding of direct, unleveraged core 
properties should be at the foundation of 
a property portfolio, because a 100% fee 
ownership affords property owners the ability 
to control their own destiny with the asset. 

repayments at maturity date. 

The 360-degree approach consists of looking at the four 
quadrants of property investment in a given market or region 
to assess the underlying risk-reward characteristics, as well as 
market pricing for the entirety of the capital stack and various 
investment vehicles. 

Horizontal relative-value strategies consider investment 
alternatives across either debt or equity instruments, while 
vertical comparisons look up and down the capital stack 
for relative attractiveness of debt versus equity investment 
in a given market. Traditionally, each quadrant is priced in 

Source: AXA IM – Real Assets
* The Cash fl ow, risks, and capital structure depicted are for illustrative purposes only and the actual capital structure, cash 
fl ows, and risks associated with a particular real estate investment will depend on the terms and structure of such investment 
and may differ materially from the example above.
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Opportunistic and senior debt 
investments can offer better investment 
opportunities and liquidity during the 
adjustment phase of the property cycle, 
particularly when distressed assets 
provide deal fl ow for opportunistic 
strategies, and when loan-to-value 
ratios drop – and lending margins 
widen – on depressed real estate values. 
The core liquid real estate investment is 
used as a tool to maintain full exposure 
to underlying property performance via 
the listed space, with the added benefi t 
of daily liquidity, which can be used 
to fi ll gaps between the times it can 
take to enact the various private-
market strategies.

Exhibit 2 shows a hypothetical example 
of how an investor targeting an 8% per 
annum property return could utilize 
the 360-degree approach in practice to 
calibrate a property portfolio throughout 
the property cycle. Additionally, 
investors can also tailor their property 
portfolios towards a specifi c industry 
segment mix, or towards particular 
macroeconomic growth themes, because 
property performance is often directly 
correlated with local economic market 
prospects — some of which are geared 
towards a specifi c industry segment (e.g., 
the exposure of Silicon Valley real estate 
to the technology sector).

HONING THE APPROACH
By considering opportunities across the 
four quadrants of property investment, 
including the entirety of the capital 
stack and all real estate investment 
instruments, investors can leverage 
360-degree insights for a more targeted 
strategy approach. For example, 
investors looking to build a targeted 
property portfolio that capitalizes on 
strong convictions or global trends 
(e.g., demographics, e-commerce trends, 
Millennial infl uence, etc.) may fi nd it 
diffi cult to source transactions directly 
on the private real estate markets. 
The universe of listed real estate may 
actually offer immediate access for 
an existing portfolio and in-place 
management platform. By incorporating 
a more holistic approach to real estate 
allocations, investors and managers may 
be able to overcome some of the pitfalls 
associated with a traditional, siloed 
approach to investment. 

By applying a 360-degree approach to 
portfolio construction throughout the 
property cycle, and constantly monitoring 
relative-value pricing across the four-
quadrants, investors have the potential to 
optimize their overall risk-adjusted return 
profi les. This approach is anchored on a 
manager’s ability to perform fundamental 
research and read the cycle in order to 
fi nd relative value trades up and down 
the capital stack, and across the various 
investment instruments. 

Additionally, the 360-degree approach 
to property could also be used to 
create blended real estate products 
that seek to circumvent some of the 
inherent diffi culties in building property 
allocations while remaining rooted 
in offering underlying property-level 
investment performance.

Deploying capital into direct property 
takes time, and traditionally involves a 
signifi cant commitment period that can 
sometimes take more than fi ve years to 
implement. By utilizing a 360-degree 
approach to the asset class, investor 
allocations can be tailored to an 
investment target, be it return-oriented, 
catering to liquidity needs, risk 
threshold, or a wider combination of 
objectives. By working with investment 
managers that offer the full suite of 
property investments, such tailor-made 
portfolio solutions can be more readily 
implemented and monitored over the 
course of the property cycle.

ABOUT THE AUTHOR
Justin Curlow is Global Head of 
Research and Strategy for AXA IM 
– Real Assets, which is fully part of 
AXA Investment Managers, the asset 
management arm of the AXA Group, 
a world leader in global insurance and 
fi nancial protection.

Source: AXA IM – Real Assets
Allocation depicted is for illustrative purpose only and is intended to show the strategy that AXA IM – Real Assets would adopt 
if it was a low risk investor looking to design its own real estate portfolio. Such allocation is not intended to be investment 
advice to the recipient and does not take into account an particular needs of the recipient. Defi nition of investment styles is 
based on AXA IM Real Assets’ own subjective interpretation of each such investment style.
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RETIREMENT INCOME 
AND TRANSFER 
PAYMENTS CAN BE  
USED TO MEASURE 
ECONOMIC FRAGILITY

By Stewart Rubin, Senior Director and Head of Strategy  
and Research, New York Life Real Estate Investors 
Dakota Firenze, Associate, New York Life Real Estate Investors

REMEASURING

ross Domestic Product (GDP) is a common way to 
measure the size and strength of economies. GDP 
has four components; investment, government 
spending, net exports, and consumption, which 
constitutes nearly 70% of GDP in the US and 
is driven by a wide range of income and wealth 

sources. Some of those sources are not as durable as others. 

For example, legacy industrial-era private pensions may be 
fueling retail sales and creating retail and warehouse jobs in 
rustbelt metros but may not be sustainable going forward. In 
addition, but to a lesser extent, the economic contribution of 
Senior Transfer Payments (STP), which include Social Security 
retirement and Medicare benefits, may be reduced as the 
large generation of baby boomer retirees ages out of the peak 
retiree spending years and is replaced by a smaller subsequent 
generation. Depressed areas may not be able to weather such 
pension and STP losses as well as more prosperous areas. 

Private pensions1 are a component of the US census category 
of “Retirement Income” which includes retirement, survivor, 
or disability income.2 Transfer Payments include all transfer 
payments provided by government(s), nonprofit, and business 
sources, as defined by the US Bureau of Economic Analysis 
(BEA). We have characterized transfer payments into two 
categories: Senior Transfer Payments and Assistance Transfer 
Payments.3 These account for 96% of all transfer payments. 

These steady sources of income benefit retail in general,  
and entertainment retail (e.g., theater, restaurant)  
establishments in particular.

A metro that has relatively high GDP may be weaker than it 
appears if a significant part of its income comes from retirement 
income or STP. In some ways, many deindustrialized metros 
of the Midwest and the Northeast are living off the past. 
Detroit, the nation’s 14th largest economy, draws 6.6% of total 
household income from retirement income – the 18th highest 
in the nation amongst metros with more than 750,000 people. 
STP represented 12% of 2017 personal income in Detroit;  
the tenth highest in the nation. 

Cleveland had the 28th highest GDP in the US in 2017, however, 
retirement income represented 7.0% of total household income, 
the 13th highest in the nation amongst metros with over 
750,000 people. STP was 11.1% of 2017 personal income in 
Cleveland, 17th highest in the nation. 

Buffalo had the 54th highest GDP in the US in 2017, however, 
even that level may not be sustainable considering its reliance 
on Retirement Income and Transfer Payments. Retirement 
Income was 7.5% of total household income, the ninth highest 
in the nation amongst metros with over 750,000 people. STP 
was 12.1% of 2017 personal income in Buffalo, ninth highest  
in the nation. 
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RETIREMENT INCOME 
In order to gain insight into legacy private pensions, which are 
phasing out as high-paying manufacturing-era disbursements 
become a thing of the past, we analyzed US Census data for 
retirement income defined generally as pensions and retirement 
account fund disbursements.

In many deindustrializing metros of the Midwest and 
the Northeast, residents are still receiving high paying 
manufacturing pensions that are no longer available to current 
workers. As these relatively affluent retirees pass away,  
an irreplaceable source of local income will be lost to the  
regional economy.

The Midwest changed from a vibrant middle-class job mecca 
to the center of American deindustrialization as the share 
of Americans working in manufacturing declined from 
30% in 1950 to approximately 8.5% in 2017. The number 
of manufacturing jobs in the 14 largest Midwestern metros 
declined 41% between 1970 and 2017 while the share of 
Midwesterners employed in manufacturing declined from 
26% to 10% during the same time period. More recently, the 
number of manufacturing jobs in the 14 largest Midwestern 
metros declined 29% between 2000 and 20174.

In the Midwest, the manufacturing economy is a shadow of 
what it once was – but the region continues to benefit from 
legacy private pensions, Social Security, and private and public 
healthcare. As manufacturing and private sector unionization 
declined, generous private pensions declined. Pubic pensions 
and employment have remained relatively strong, especially 
in the Midwest and the Northeast, which have a legacy of a 
highly unionized workforce and historically generous packages. 
Although there is fiscal risk, there may not be the political/legal 
will or ability to meaningfully curtail benefits.

Our analysis of the US Census for Retirement Income 
revealed that metro dependence on pensions and 
retirement accounts is divided into four basic categories:
1) Legacy industrial metros 
2) Retirement havens 
3) Military retirement metros 
4)  State capitals with many public sector workers 

remaining after retirement.

Legacy Industrial Metros such as Dayton (ranked 2nd in terms 
of share of metro income coming from retirement income at 
9.5% of metro income), Buffalo (9th, 7.5%), Cleveland (13th, 
7.0%), Rochester (15th, 6.8%), and Detroit (18th, 6.6%) are 
disproportionally reliant on pensions and retirement accounts 
and are at the most risk, as manufacturing-era private pension 
recipients leave this world.

Retirement havens such as North Port-Sarasota-Bradenton, 
FL (1st, 11.7%), Tucson (3rd, 9.3%), Albuquerque (5th, 8.6%) 
and Las Vegas (16th, 6.8%) are exposed, but at significantly 
lower risk, as their population of those aged 65 of older is 
being replenished by senior net domestic migration, and their 
retirement income is less reliant on private pensions.

There are also retirement havens with a heavy concentration  
of armed forces retirees due to the presence of military  
bases. These include Virginia Beach (4th, 9.2%), Honolulu 
(10th, 7.4%), Columbia, SC (11th, 7.3%), Jacksonville,  
FL (12th, 7.2%), San Antonio (14th, 6.9%), and Tampa  
(17th, 6.7%). The income base of these metros is more secure  
as they have the benefit of military retiree replenishment.

Many state capitals have residents collecting public pensions 
which have proved more resistant to reform and cutbacks than 
private pensions. These include Sacramento, CA (6th, 8.4%), 
Albany, NY (7th, 8.1%), and Columbia, SC (11th, 7.3%).

Retirement Income, As % of MSA Total Household Income - Top Markets
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(Source: U.S. Census Bureau; as of 2017)
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The metros with the lowest retirement income as a share of 
total income include wealthy conurbations such as San Jose-
Silicon Valley (75th, 3%), Stamford-Fairfield County  
(73rd, 3.5%), Boston (71st, 4%), San Francisco (67th, 4.2), 
and Seattle (64th, 4.3%). These metros also include relatively 
youthful cities such as Houston (74th, 3.4%), Dallas  
(72rd, 3.7%), and Salt Lake City (69th, 4%). Metros with 
relatively low median income but high Gini ratios5/income 
concentration such as Los Angeles (66th, 4.3%) and Miami 
(65th, 4.3%) are also included in the lower quadrant. The 
lower half of the Retirement Income exposure spectrum is not 
surprisingly also occupied by fast growing, young, educated, 
tech-oriented markets such as Nashville (60th, 4.5%), Raleigh 
(58th, 4.6%) Austin (57th, 4.6%) and Denver (55th, 4.6%).

SENIOR TRANSFER PAYMENTS (STP)
STP accounts for 9.6% of total personal income in the US, 
and accounts for 56.7% of total transfer payment outlays. 
The number of seniors as a share of the total population will 

grow and certain regions, which have fewer working citizens 
than other parts of the US, will become more reliant on Social 
Security and Medicare payments. Although this type of income 
is considered relatively stable and not subject to loss when the 
unemployment rate goes up, it could dissipate if there are cuts 
to the program.

Amongst those over 65 years of age, spending on food, 
clothing, and entertainment is most significant amongst those 
aged 65-75. As the large Baby Boomer generation phases out 
of the 65-75-year age category (as the smaller Generation 
X phases in), spending on food, clothing and entertainment 
should decrease for this age category, impacting retail and 
warehouse distribution facilities.

Retirement communities such as Northport-Sarasota-Bradenton 
and Tampa-St. Petersburg-Clearwater have a high percentage of 
seniors and unsurprisingly lead the nation in STPs. Unlike the 
Midwest, this type of place, attractive to migrating seniors,  
may be self-replenishing in this stable income source.

n many deindustrializing metros of the Midwest 
and the Northeast, residents are still receiving 
high paying manufacturing pensions that are 
no longer available to current workers. As 
these relatively affluent retirees pass away, an 
irreplaceable source of local income will be lost 
to the regional economy.

Projected Population by 5-year Age Cohorts (in thousands)

Change in Projected Population of 5-Year Age Cohorts (in thousands)

(Source: U.S. Census Bureau; as of 2017)

(Source: U.S. Census Bureau; New York Life Real Estate Investors; as of 2017)
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More affluent retirees rely less on STP. Tech-job centric metros 
have higher paying jobs and are demographically skewed toward 
the young. Fairfield County, Connecticut is included because it 
is a wealthy area that includes Greenwich, and has very high-
income concentration, as evidenced by having the highest  
Gini score in the nation.

Retirement Income and STP reveal a great deal about 
the economic vitality of metro areas. The private pension 
component of Retirement Income is the most precarious 
income source and the geographic areas most at risk are 
former industrial powerhouse metros such as Buffalo, 
Detroit, Cleveland, Dayton, and Rochester. As the generation 
of high-paying private pension recipients moves on, these 
and similar metros will lose a vital consumption catalyst. 
Even disproportionate exposure to STP could signal future 
problems for metros especially during the period in which the 
smaller Generation X replaces later Baby Boomers in the  
65-75 age category. Metros least exposed to private pensions 
and STPs are some of the more prosperous, tech-oriented, 
and demographically vibrant metros in the US, and include  
San Jose, Fairfield County, CT, Seattle, Boston, San Francisco, 
Houston, Dallas, and Salt Lake City. 

ABOUT THE AUTHORS
Stewart Rubin is Senior Director and Head of Strategy and 
Research, and Dakota Firenze is an Associate, for New York 
Life Real Estate Investors, a division of NYL Investors LLC, a 
wholly-owned subsidiary of New York Life Insurance Company.

NOTES
1  This is the most at-risk form of income. There are other components such as public 

pensions and retirement plans that are more sustainable.
2  Retirement, survivor, or disability income includes (1) regular income from a company 

pension, union pension, Federal government pension, state government pension, local 
government pension, US military pension, KEOGH retirement plan, SEP (Simplified 
Employee Pension) or any other type of pension, retirement account or annuity such 
as IRA, ROTH IRA, 401(k) or 403(b); (2) survivor income which is paid to spouses or 
children of a deceased person; (3) regular income from a disability pension paid to those 
who are unable to work due to a disability from companies or unions; federal, state, or 
local government; and the US military. It does not include Social Security or income 
that is “rolled over” or reinvested in another retirement account.

3  We did not include Military Transfer Payments (MTP) which includes military medical 
insurance benefits, and veterans’ benefits, as defined by the US BEA but does not 
include military wages. MTP accounts for only 4% of total transfer payment outlays and 
0.67% of total personal income in the US

4  During the recovery from the global financial crisis, the number of manufacturing jobs 
in the 14 largest Midwestern metros increased 10.85% between 2010 and 2017.

5  According to the US Census definition, the Gini coefficient incorporates the detailed 
shares data into a single statistic, which summarizes the dispersion of income across 
the entire income distribution. The Gini coefficient ranges from 0, indicating perfect 
equality (where everyone receives an equal share), to 1, perfect inequality (where only 
one recipient or group of recipients receives all the income). The Gini is based on the 
difference between the Lorenz curve (the observed cumulative income distribution)  
and the notion of a perfectly equal income distribution.

Metros least exposed to private 
pensions and STPs are some of the 
more prosperous, tech-oriented,  
and demographically vibrant 
metros in the US.

Top 20 Markets based on Senior Transfer Payments, 
As % of MSA Total Personal Income

Bottom 20 Markets based on Senior Transfer Payments, 
As % of MSA Total Personal Income
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(Source: U.S. Census Bureau; New York Life Real Estate Investors; as of 2017)

(Source: U.S. Census Bureau; New York Life Real Estate Investors; as of 2017)
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Real estate is often considered a “local” business. 
To succeed, however, real estate professionals 
need to understand not only what’s going on 
down the street, but what’s happening around 
the globe. And, perhaps more importantly, they 
are increasingly being called upon to improve 
our communities – and our world. That message 
came through during the recent AFIRE European 
Conference in Frankfurt, Germany. 

“When preparing for this meeting I came across 
Mr. Annan’s observation that an argument against 
globalization is like arguing against the laws or 
gravity,” said Gunnar Branson, AFIRE CEO.  
“We are living in a very global world and we have 
come to realize that every time someone does 
something, it affects everyone else. As such, real 
estate professionals need to pursue investment 
opportunities that not only result in positive 
financial returns but simultaneously make this 
world a better place. It’s a responsibility and 
opportunity that everyone here should embrace.”

MAKING IT 
BETTER

UNDERSTANDING 
THE WORLD AND

INSIGHTS FROM THE 2019 AFIRE  
EUROPEAN CONFERENCE

“ It has been said that arguing against globalization  
is like arguing against the laws of gravity.” 

 – Kofi Annan

A Fellowship for International Real Estate
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UNDERSTANDING THE 
GEOPOLITICAL OUTLOOK
The fi rst step in succeeding as an 
investor and making the world a better 
place involves understanding it. In 
his keynote address, Sigmar Gabriel, 
who served as Germany’s Minister for 
Foreign Affairs from 2017 to 2018 and 
Vice-Chancellor of Germany from 2013 
to 2018, offered his insights into the 
current state of geopolitical affairs in 
Europe and across the globe. 

“Today, the world sees Europe as the 
last geopolitical vegetarian in a world 
full of carnivores,” said Gabriel, voicing 
a number of concerns related to the 
possible withdrawal of the United 
Kingdom from the European Union 
(EU). “If Britain leaves the Union, 
they will see us as vegans. This might 
be healthy in our private life, but 
internationally it is dangerous to be 
the only vegan among carnivores.”

“The major powers in the world, they 
are testing us. If Britain will leave 
[the EU] …we will be seen as weak. 
There’s plenty of work to do within the 
European Union, but at the same time, 
the geopolitical landscape is changing so 
quickly and so radically that even a far 
more united European Union would fi nd 
it hard to remain steadfast.

“For the new American administration, 
Europe seems to be in conspiracy against 
the American interests. This ideology is 
worrying me much more than the trade 
confl ict itself, but Europe will only be 
able to uphold its position in the world 
– its values and its interests – if we stand 
closer together than we have done.”

While Gabriel offered his perspective 
on the tenuous state of affairs in the 
EU, he also recognized that, regardless 
of how the Brexit scenario unfolds, real 
estate investors need to increasingly 
make business decisions with an 
understanding of what’s happening in 
the global economy. 

“Even if we succeed in creating free 
and open markets with a level playing 
fi eld, what remains unanswered is what 
we actually do in a globalized and 
data-driven economy to ensure that 
there is not only free but also fair and 
socially-responsible trade,” Gabriel said. 
“How do we prevent the emergence 
of permanent winners and permanent 
losers? How does a fair world economy 
come about?

“Politically, we are in a competition 
between the liberal democracies and 
the authoritarian offerings in the 
world. This, too, has a lot to do with 
economic and social success or failure. 
Our own liberal democracy is actually 
capable of being more effi cient, more 
productive, more socially secure, 
and more politically stable than 
authoritarian regimes.” 

After Gabriel provided his take on the 
changing world, a panel of industry 
experts came together to offer some 
perspective on the US real estate market. 
To open the session, moderator Byron 
Carlock, National Partner/Real Estate 

Practice Leader at PwC, pointed out 
that the current economic expansion 
was on track to hit a record-breaking 
121 months in July 2019. 

“I’m guessing that your portfolios are 
very healthy,” Carlock said. “Supply and 
demand is in good shape, and there are 
only a few soft spots in retail, upper-
end luxury, and certain cities perhaps 
that are struggling. But generally, our 
industry is in very fi ne shape.” 

 EUROPEAN CONFERENCE 2019

“ We are living in a very global 
world and we have come to 
realize that every time someone 
does something, it affects 
everyone else.” 

“ How do we prevent the 
emergence of permanent 
winners and permanent losers? 
How does a fair world economy 
come about?”
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Of course, this expansion is prompting many to ask “whether 
or not a shoe is about to drop, or a hammer is about to fall,” 
Carlock said, as he asked panel participants to prognosticate  
on the future of the US economy. 

While the panelists predicted that the economy should stay 
strong for the foreseeable future, a slowdown remains a 
concern. For example, Zeb Bradford, Chief Investment Officer 
at Metzler North America, noted: “None of the economists 
see any downturn over the next two to three years. There may 
be some moderation of growth but it looks to be a very benign 
environment. I’m sure those economists didn’t call it back in 
2006 either, though.” 

Christoph Donner, CEO at Allianz Real Estate of America, 
said that a slowdown is hard to predict, but largely inevitable. 
“The question is to what extent and at what point a recession 
will hit. It might be 18 months out, or occur at another time, 
but at some point, it’s going to happen,” Donner said, adding, 
“There is risk in certain property types and the portfolio 
returns are going to be challenged.”

CREATING OUTSIDE THE BOX

While real estate investors are not 
able to control the ups and downs of 
the economy, a dose of out-of-the-box 
thinking can go a long way as they 
strive to make investments that are both 
financially and socially sound.

Case-in-point: AFIRE member Gaw Capital Partners 
invested in several graffiti-laden warehouses on the fringe 
of Chinatown, a distressed Los Angeles neighborhood. The 
idea was not to merely create another startup district, but to 
enhance opportunities for social connectivity by renting spaces 
to music-focused companies that could create a neighborhood  
and gathering place for musicians and music lovers. 

To create this music mecca, Gaw Capital rented warehouse 
space to a well-known talent agency that could explore uses 
of the space and form a creative nucleus for the emerging 
neighborhood. It was an ideal opportunity for the agency,

because – like many cultural industry leaders – there was more 
interest in contributing to a unique, local identity rather than 
merely occupying a new, nondescript space in a shiny building.

Gaw Capital leased additional spaces in the neighborhood 
for live music events, as well as restaurants operated by 
internationally renowned chefs, ultimately contributing to the 
growing sense of culture at the north end of LA’s Chinatown 
area. Through its application of creative thinking, Gaw 
Capital is collecting higher rents while also marshalling 
resources that are transforming a dilapidated neighborhood 
into a desirable destination. 

INVESTING IN A BETTER WORLD
The idea of making the world a better place through 
responsible real estate investments and developments sits at the 
heart of environmental, social, and governance (ESG) efforts. 
Making the right decisions is becoming non-negotiable in 
today’s business world. (See “Changing the Tides of ESG,”  
by Brad Dockser, p. 32)

“As of next April [2020], you will not be able to legally 
occupy a building in London that has a low energy efficiency 
rating. In the United States, almost every major building 
has benchmarking requirements that require you to publicly 
disclose your energy consumption at the building. Why does 
this matter?” asked Green Generation CEO Bradford Dockser 
during an ESG session that he hosted. “A lot of people think 
about sustainability as a nice-to-have. But if you are a good 
investor, you will think about sustainability in terms of driving 
the value of your assets.” 

Environmentally responsible investments can result in hard 
savings via reductions in electricity, water, and gas. “It’s 
[also] possible to reduce repairs and maintenance, which 
will allow people to spend less time fixing things and more 
time responding to the various stakeholders in the building,” 
Dockser said. “And if you go chemical-free in your water 
treatment system, you should be able to realize some form of 
insurance savings. If you put solar film on your windows, you 
will change the characteristics of your building construction 
from an insurance point of view. Even though you’ve done it  
for an energy reason, you’ve also reduced your insurance.”

“ The question is to what extent and at what 
point a recession will hit. It might be  
18 months out or occur at another time, 
but at some point, it’s going to happen,” 
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While there are many bottom-line 
benefi ts for investors, it’s also important 
to think about the advantages that ESG-
friendly investments can bring 
to communities. 

“There are so many external 
stakeholders, it’s hard to measure all the 
benefi ts,” said one meeting participant. 
“You need to go beyond the value to 
the investors and think about what you 
are doing in a community, what are 
you doing for the world long term. The 
problem is that those things aren’t as 
easy to measure.”

SHARING THE RIDE
Real estate investors need to determine 
how they can change the world 
for the better through responsible 
ESG investment, while considering 
positive ways to deploy new, more 
equitable technologies – and how these 
advancements could lead to new real 
estate requirements. Uber and other ride 
sharing companies, for example, are 
turning the transportation industry on 
its ear – and that’s resulting a variety of 
considerations for real estate investors.

To start, these ride-sharing companies 
could reduce the need for cars, which 
will lead to a reduction in the need for 
parking. “In the US, we have 80% of 
people driving their own cars when they 
are traveling nationally,” said Andreas 
van De Castel, Head of Business 
Development Germany, Uber. 

“There are some laws that actually 
require developers to build a certain 
amount of parking, together with new 
buildings. And that is quite literally 
cementing the way that we are into car 
ownership and moving around with 
cars. The need for parking also creates 
more of a need for driving, because 

we create environments that are not 
very friendly for walking or other 
transportation means. So, it’s a vicious 
circle that we try to break through ride 
sharing,” van De Castel said. “Uber 
can help. Uber is actually able to make 
it easier to share individual cars with 
more people, and therefore, it’s easier 
to have less cars on the road and less 
demand for individual car ownership 
moving forward.” 

Uber is also working to reduce the 
need for cars through programs such as 
Jump, an electric bike sharing initiative; 
make transportation safer through the 
use of autonomous vehicles; and save the 
environment through initiatives such as 
Uber Green. Such offerings could have 
an effect on the real estate industry. “We 
need to be prepared for electric vehicles. 
We need charging infrastructure as the 
cities of the future are developed,” said 
Andrew Moeller, Business Development, 
Regional Head Automotive, Uber. 

Uber, perhaps, can best help real estate 
professionals by offering insights from 
the data the company collects to inform 
how the real estate industry, as a whole, 
can better develop cities of the future. 
Indeed, Moeller added, Uber is in a 
unique position to work with policy 
makers to really put people before cars 
to change the way how we develop and 
shape cities moving forward. 

LOOKING AHEAD
By understanding what’s going on 
around the globe, what’s happening in 
specifi c markets, and learning about 
the potential applications of emerging 
technology, real estate investors will not 
only build their own understanding – 
but to do so in a manner that makes the 
world a better place.

“ A lot of people think about 
sustainability as a nice-to-
have. But if you are a good 
investor, you will think 
about sustainability in 
terms of driving the value 
of your assets.”

“ You need to go beyond 
the value to the investors 
and think about what you 
are doing in a community, 
what are you doing for the 
world long term.“ 

“ We need to be prepared 
for electric vehicles. 
We need charging 
infrastructure as the 
cities of the future 
are developed.” 
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MULTIFAMILY SUPPLY MEETING CULTURAL  
DEMAND IN THE UNITED STATES AND GERMANY

COMPARING
GERMAN AND US
MULTIFAMILY HOUSING
By Dr. Christoph Pitschke, Managing Partner, 
German American Realty GmbH
Nina Kusenberg, Investment Associate,  
German American Realty GmbH 

Compared to commercial real estate, investments 
in multifamily housing (MFH) generally offer 
investors a stable, long-term cash flow informed by 

a more balanced measure of economic, demographic, and 
regulatory considerations. There is far more at play than 
mere supply and demand.

Take a comparison of Germany and the US as an example. 

MFH houses a large section of the population in both 
countries. This, combined with continuously low interest 
rates, makes MFH attractive to international investors. 
However, though such properties are part of the same 
investment sector, there are significant differences between 
rental properties in the US and Germany that can be 
confusing at first glance. 

AFIRE48
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Some differences relate to building 
features, including construction styles 
and resident amenities. There are also 
critical market-related differences, such 
as data availability, market transparency, 
and demographics. Investors must sort 
through these complexities in order to 
develop a comprehensive risk-return 
profile when strategizing investment 
opportunities in both countries.1

MULTIFAMILY HOUSING IN THE USA
There are 127 million households in 
the US, with a rate of home ownership 
around 64.2%. Rental households – 
roughly 45 million – account for the 
other 35.8%. Of these rental households, 
MFH (those buildings with five or more 
apartments) accounts for around  
18 million rental units. 

Many of the larger apartment complexes 
in the US include extensive communal 
facilities and attractive amenities, such 
as swimming pools, barbecue and sports 
areas, playgrounds, business centers, 
parcel drop-off lockers, and gyms. Unlike 
multifamily complexes in Germany,  
most US apartment units also include  
air conditioning and built-in kitchens. 

These amenities are typically provided 
by the landlords or building managers, 
who bear the associated procurement 
and operating costs. These costs are 
usually charged to tenants in the form 
of gross potential rent, which means, for 
tenants, that the use of these communal 
facilities is included in the monthly rent. 
For landlords, the maintenance costs for 
communal facilities and amenities are 
non-recoverable operational expenses, 
which are subtracted from the gross 
potential rent as operating expenses in 
order to arrive at a net operating income 
(or revenue for the landlord). 

Both new and existing US rental 
properties are mostly built as timber 
frame constructions and do not usually 
include a basement. If they have no major 
renovations, most rental properties have a 
total economic useful life of around 50 or 
60 years. The construction costs for new 
housing blocks are in the range of $116 
to $278 per square foot, depending on 
regional price structures and the quality 
of the features. From a tax perspective, 
the amortization period for residential 
buildings is fixed at 27.5 years.

MULTIFAMILY HOUSING IN GERMANY 
According to the Federal Statistical 
Office, there are around 40.8 million 
households in Germany.2 The home 
ownership rate is 45.5% and the number 
of rental households is 55.5%, or roughly 
22.6 million households, including  
20.7 million multifamily units.

Compared to the US, communal 
amenities for German MFH are less 
abundant; in most cases, they are limited 
to a shared outdoor playground. The 
German Operating Cost Ordinance 
regulates the allocation of utility 
costs for German residential rental 
arrangements. According to Section 1 of 
the ordinance, consumption-dependent 
operating costs, and all other operating 
costs, are usually recoverable from the 
tenants.3 The operating costs that cannot 
be recovered from the tenants  
are therefore relatively small. 

German MFH is almost exclusively 
built using concrete and brickwork 
construction, and buildings often include 
full basements. The construction costs 
for new apartment blocks are in the 
range of €214 to €371 per square foot, 
depending on regional price structures 
and the quality of the features. If no 
major renovations are carried out,  
most multifamily housing units have  
a total economic useful life of around 
70 to 100 years. From a tax perspective, 
the amortization period for residential 
buildings is fixed at a linear amortization 
rate of 2.0% for 50 years. 

©iStock.com/acilo
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THE POWER OF DEMOGRAPHICS
When investing in MFH, the three key determining 
factors for generating rental income and return 

(before financing and taxes), in both the US and Germany, 
include economics (e.g., jobs, purchasing power, etc.), socio-
demographics, and regulatory conditions.

The time frames for housing investments are usually long-
term. Housing demand is therefore largely determined by 
demographic trends, including the age of the population and 
the number of households.

In Germany, the ratio of births (785,000) to deaths (933,000) 
remained negative in 2017. However, due to a positive 
migration balance of 416,080 people, the population remained 
relatively constant at around 82.5 million. Assuming that an 
annual influx of an average of 200,000 immigrants continues 
into the future, the Cologne Institute for Economic Research 
predicts that the population level of the Federal Republic will 
reach 81.7 million persons by 2035.4 However, looking beyond 
2035, the German population is expected to drop significantly. 
According to calculations by the United Nations, it will shrink 
to 74.5 million by 2050 and 63.2 million people by 2100, due 
to lower birth rates as well as the mortality rates affecting the 
Baby Boomer generation after 2040.

In contrast, a steady increase is predicted for population 
growth in the US. The ratio of births (4.1 million) to deaths 
(2.7 million) in the US remained positive in 2017. In addition, 
there was a positive migration balance of 997,000 people. 
According to forecasts by the US Census, this positive trend 

is set to continue. By 2035, the US population is expected to 
increase from a current number of 328 million residents to 
around 372 million residents. According to calculations by the 
United Nations, the US population will reach 388 million by 
2050, and rise to around 450 million people by 2100.

HOUSING SUPPLY AND REGULATIONS
The number of households is another relevant factor when 
considering MFH investments. Since 2000, the number of 
private households in Germany has risen by around 7.7%. This 
positive trend is expected to continue until 2035, expanding 
to a total of around 43.2 million households, particularly 
due to an increase in new single-family households. As a 
result, housing demand is expected to remain stable until 
2035, despite declining population numbers. It is questionable 
whether this course will continue beyond 2035. 

Between 2000 and 2017, the number of private households 
in the US rose from 105 million to around 127 million. This 
positive trend is expected to continue and the number of total 
households in the US is set to rise to around 150 million by 
2035. Additionally, the US population of Millennials (those 
between the ages of 20 to 34) currently totals 72 million people 
and represents a key demographic for future housing demand. 
The Millennial generation’s preference for living in cities and 
metropolitan areas, and a resulting high need for professional 
flexibility, are boosting the trend to rent, which is leading 
to high demand. Around 4.6 million new rental apartments 
must be built by 2030 in order to meet this growing demand, 
according to the National Multifamily Housing Council.6

Exhibit 1: A comparison of US and Germany population growth through 2100 
(Source: Federal Statistical Office/US Census/United Nations)5

GERMANY
Facilities are mostly limited 
to an outdoor Playground.
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As an extension of understanding 
housing supply, rental law is another 
fundamental factor for determining 
potential rental income and return. 

In Germany, rental law is codified in 
the Civil Code (BGB) and characterized 
by high regulatory density. Tenant 
protection is a high priority. Rental 
agreements for apartments are usually 
concluded for an indefinite period. 
Under the Civil Code, it is only possible 
to raise rent on the basis of local 
comparative rent, by graduated rent, or 
rent indexation. These legal requirements 
mean that rent levels are subject to 
political influence. 

By contrast, rental legislation in the 
US is liberal in most states, with low 
regulatory density. Temporary leases 
with terms of one year are standard. This 
enables landlords to adjust the rent at 
relatively short intervals when re-letting.

CONCLUSION
As a result of the predicted demographic 
development of Germany and the 
associated long-term decline in the 
number of households, MFH demand 
in Germany is likely to decline in kind. 
This especially holds true for many 
rural areas. Due to the ongoing trend 
towards urbanization, this risk is lower 
in the big cities, where continuous high 
demand can be expected. However, as 
a consequence of Germany’s regulatory 
conditions for MFH, the attractiveness 
of housing investments in Germany is 
declining for investors. 

By contrast, the US housing market 
has the potential to benefit from long-
term population growth, as well as a 
corresponding trend of rising household 
numbers, and a younger population 
compared to Germany. The US economic 
structure is forward-looking and shaped 

by digitization. Combined with the 
comparatively liberal rental legislation, 
housing investments in the US offer 
interesting opportunities. The trend to 
rent remains sustainably intact and leads 
to a situation in which housing demand 
exceeds housing supply. This opens up 
interesting investment perspectives for 
investments in the US market that go 
beyond conservative commercial strategy 
while still offering stable returns. 

ABOUT THE AUTHORS
Dr. Christoph Pitschke is Managing 
Partner and Nina Kusenberg is 
Investment Associate at German 
American Realty GmbH.

NOTES
1 In terms of data availability and market 
transparency, there are significant differences 
between the US and Germany. While market and 
specific transaction data that names buyers and 
sellers is available in the US, this is not the case 
in Germany. As a result, the level of information 
of market participants is higher in the US than in 
Germany. Based on the real estate market reports 
from expert committees for land values, only 
aggregated data is provided in this analysis.

2 Statistisches Bundesamt (2018): Statistisches 
Jahrbuch 2018: 2. Bevölkerung, Familien, 
Lebensformen.

3 Betriebskostenverordnung vom 25. November 2003.

4 Deschmeier, P. (2017): IW-Bevölkerungsprognose: 
Entwicklung der Bevölkerung bis 2035, in: Institut 
der deutschen Wirtschaft Köln (Hrsg.): Perspektive 
2035, Wirtschaftspolitik für Wachstum und 
Wohlstand in der alternden Gesellschaft.

5 Statistisches Bundesamt (2018): Statistisches 
Jahrbuch 2018: 2. Bevölkerung, Familien, 
Lebensformen; United Nations, Department of 
Economic and Social Affairs, World Population 
Prospects – The 2015 Revision, New York, 2015.; 
U.S. Census Bureau, Current Population Survey/
Housing Vacancy Survey, April 25, 2019.

6 National Multifamily Housing Council:  
The Housing Affordability Toolkit, page 12.

Exhibit 2: US and Germany factors affecting rental income and return 
(Source: German American Realty GmbH)

UNITED STATES
Extensive communal 
amenities: Swimming Pool, 
Gym, Business Center, etc.
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FOR NEARLY FORTY YEARS, 
non-US persons investing in US 
real property interests (USRPIs)1 

have become intimately familiar with the 
complexities of the Foreign Investment 
in Real Property Tax Act of 1980 
(FIRPTA). FIRPTA taxes virtually all 
sales (and many exchanges) of USRPIs 
by non-US persons and requires 15% of 
the amount realized from such sales and 
exchanges to be withheld and remitted 
to the US Treasury by the buyer or 
transferor. However, the Tax Cuts and 
Jobs Act of 2017 (TCJA) introduced the 
concept of Qualified Opportunity Zones2  
which offer the unique ability to defer, 
and possibly eliminate, US federal income 
taxes on certain gains generated by non-
US persons with respect their USRPIs. 

Although created to incentivize 
investments in designated Qualified 
Opportunity Zones (OZs), if structured 
appropriately, non-US persons with 
USRPIs can find a path to the emerald 
city that not only greatly diminishes their 
US federal income tax liability but also, 
potentially, mitigates the harshness of  
the FIRPTA regime. 

The material US federal income tax 
benefits of the OZ program (and how such 
program can impact FIRPTA) include: 

• The current deferral of US federal 
income taxes until no later than 
December 31, 2026 of such non-US 
person’s gains taxed as capital gain, 
from the sale or exchange of property to 
or with an unrelated person (Deferred 
Gain) – and reinvested in a Qualified 
Opportunity Fund (OZ Fund) 

• A potential 15% exclusion from 
US federal income taxation of the 
Deferred Gain subject to a 7-year 
holding period3 

• A potential total exclusion of the US 
federal income tax on a subsequent 
disposition of the OZ Fund interest 
received after a 10-year holding period

OZs are designated low-income 
tracks located throughout the US and 
its territories and possessions. The 
reinvestment in an OZ must be made 

through an OZ Fund, which is generally 
a US partnership, corporation, or 
limited liability company formed for  
an OZ investment.

An OZ Fund can be owned directly or 
indirectly by one or more persons and 
also can be structured as a traditional 
real estate private equity. Moreover, 
because there are no limitations on 
the type of taxpayer eligible to take 
advantage of an investment in an OZ, 
non-US taxpayers (including corporate 
and non-corporate non-US taxpayers) are 
eligible to reinvest gains taxed as capital 
gains in an OZ and take advantage of 
the substantial US federal income tax 
benefits. While there are intricacies to 
the program (which are only highlighted 
in this article), and some methods to 
avoid FIRPTA withholding as noted 
above, OZs provide non-US investors 
in US real estate a unique avenue to 
avoid FIRPTA and defer (and reduce 
or eliminate) US federal income taxes 
on the sale of a USRPI and subsequent 
investment in an OZ Fund. 

GAINS ELIGIBLE TO BE REINVESTED
Recently proposed regulations indicate 
that only gains taxed as capital gains 
(e.g., short- and long-term capital gains, 
unrecaptured 1250 gains and net 1231 
gains (e.g., net gains from assets or real 
property used in a trade or business)) 
can be deferred and reinvested in an 
OZ Fund. Those gains must result from 
a sale or exchange recognized prior to 
January 1, 2027, to or with an unrelated 
person (with relatedness set at a low 
20% cross-ownership).4  

Unlike a like-kind exchange under 
Section 1031, only gains need to be 
reinvested and amounts treated as 
a return of capital (i.e., a return of 
basis) can be retained by a taxpayer 
without being subject to tax. The 
Deferred Gain must be reinvested only 
in equity interests in an OZ Fund and 
reinvestment must be made within 
180-day period generally beginning on 
the sale or exchange date, with some 
very notable exceptions. For example, 
this period begins on the last day of 
the taxable year for sales or exchanges 
by a partnership or with respect to net 
Section 1231 gains. 

Because only gains taxed as capital gains 
are eligible for deferral and reinvestment, 
ordinary income items, such as inventory 
and recaptured gain under Section 
1245 (including recapture from cost 
segregation), are excluded.5

QUALIFYING AS AN OZ FUND
For an OZ Fund to qualify and retain 
its status, it must hold 90% of its assets 
as qualified OZ stock, partnership 
interests, or business property. An 
OZ Fund that directly holds only OZ 
business property has been termed a 
“direct investment” (Exhibit A). An OZ 
Fund that holds interests in OZ stock or 
partnership interests that in turn invest 
in an OZ business has been termed 
an “indirect investment” (Exhibit B). 
Whether a direct or indirect investment 
is used, there must be an active trade 
or business undertaken which does not 
include passive activities (e.g., triple net 
leasing real property).6 There are also 
different requirements for direct and 
indirect investments. Notably, indirect 
investments are only required to have net 
63% qualifying OZ property.7

Additionally, an OZ Fund directly 
or indirectly must acquire property 
whose “original use” begins directly 
or indirectly with the OZ Fund or, 
alternatively, which is “substantially 
improved.” Substantial improvement 
means that within 30 months “additions 
to basis with respect to the property” 
exceed the adjusted basis of a building, 
generally beginning from the acquisition 
date of the property. However, there are 
some exceptions to this rule, including 
carve-outs helpful for construction 
projects. For example, with respect to 
land and a building, land can never have 
an original use and the original use of a 
pre-existing building cannot commence 
with the acquiring OZ Fund if it has 
been placed into service previously or 
has not been vacant for at least five 
years. The IRS has ruled that amounts 
needed to “substantially improve” 
within 30-months are only with respect 
to buildings (or purchase price amounts 
allocated to a pre-existing building) and 
that the land itself does not need to be 
separately substantially improved.
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Exhibit A: Possible OZ Structure for Non-US Taxpayer (Direct)

INCLUSIONS AND EXEMPTIONS OF DEFERRED GAIN
The Deferred Gain can be deferred to December 31, 
2026 at the latest. A seven-year holding period (i.e., from 

2019 to 2026) can result in 15% of the Deferred Gain being 
permanently excluded. The amount recognized as income is 
the lesser of the Deferred Gain minus the taxpayer’s adjusted 
tax basis in its OZ Fund interest, or the fair market value of 
the OZ investment minus the taxpayer’s adjusted tax basis in 
its OZ Fund interest. Although all taxpayers begin with a zero 
basis in their OZ Fund interest, holding the OZ Fund interest 
for fi ve years increases a taxpayer’s adjusted tax basis by 10%, 
and seven years increases a taxpayer’s adjusted tax basis an 
additional 5%, reducing the gain eventually included by 
up to 15%.8

DISPOSITIONS OF AN OZ FUND
If a taxpayer holds the OZ Fund interest for at least 10 years, 
the taxpayer can elect to increase its basis in the OZ Fund 
to the fair market value of the interest at the time of sale or 
exchange, provided it occurs on or before December 31, 2047. 
Debt encumbering the OZ Fund or its assets are included in the 
fair market basis increase. 

With respect to an indirect investment holding multiple 
properties (Exhibit B), the current proposed regulations do not 
currently allow for a full basis step-up to the extent that each 
property or OZ Partnership Interest are sold, (although many 
have requested that the regulations be modifi ed to ensure a full 
basis step up for sales of qualifying OZ property). The practical 
result of this is that both ordinary income and gains taxed as 
capital gains are not subject to US federal income tax. Many 
US states have conformed their state income tax treatment to 
follow the federal treatment for investments in an OZ. Some 
states have also included additional tax credits and other 
incentives for OZ investments made in their state.

THE FIRTPA GAUNTLET
The sale or exchange of a USRPI by a non-US person is almost 
invariably subject to US federal income tax at graduated rates 
under FIRPTA (applying a deemed trade or business), but 
it does not generally impact the underlying character of the 
income (i.e., as capital gain, ordinary income, or Section 1231 
gains).9 Additionally, the deferral and exclusion benefi ts of 
the OZ regime should extend to eligible FIRPTA gains. One 
potential complication is the 15% FIRPTA withholding tax on 
the amount realized which is effectively a prepayment to ensure 
the underlying FIRPTA tax is fulfi lled.10 

To avoid the FIRPTA withholding tax, a non-US person 
should generally be able to apply for a withholding certifi cate 
from the IRS to reduce or eliminate the withholding tax on 
a sale of a USRPI to invest in an OZ Fund and a subsequent 
sale of an interest in an OZ Fund.11 When such a withholding 
certifi cate is provided to the applicable withholding agent 
(generally, the purchaser of the USRPI), the agent may rely on 
the certifi cate to reduce or eliminate the withholding under 
Section 1445 without being liable for such withholding or 
any applicable interest.12 Although technically discretionary, 
the regulations under Section 1445 clearly allow for issuance 
of such a certifi cate where there is a reduction in the amount 
of withholding or for other specifi ed reasons.13 As such, a 
reduction or elimination of US federal tax for eligible gains 
under Section 1400Z-2 should fi t squarely within the IRS’ 
discretion to issue a certifi cate to reduce the Section 1445 
withholding tax on transfers of USRPIs.14

Although the applicable rules indicate that the IRS will rule 
on a withholding certifi cate within 90 days of receiving an 
application, transactions can be structured to be contingent 
and close upon receipt of such a certifi cate. It has been 
reported, however, that future guidance is anticipated to 
address withholding due under Section 1445 in the OZ context.
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Exhibit B: Possible OZ Structure for Non-US Taxpayer (Indirect)

In a US tax world where non-US investors in US real estate are 
virtually always taxed on dispositions of a USRPI, the OZ rules 
of Section 1400Z-2 provide an appealing possible avenue to 
reduce and eliminate US federal income tax. Investments in an 
OZ should certainly be considered as a potential tax planning 
tool when a disposition of a USRPI is contemplated. 

ABOUT THE AUTHOR
James (Jamie) S.H. Null is a partner at Eversheds Sutherland, 
focused on international tax planning for corporate, 
partnership and real property transactions, including private 
equity investments and structures using US and non-US treaty 
networks and individual and institutional investors.

NOTES
1  Th e defi nition of a USRPI is broad and includes traditional fee and leasehold interest 

in real property located in the continental US or the US Virgin Islands (including 
improvements and land), interests in a partnership, estate, or trust (domestic or foreign) 
to the extent that the assets of these interests are USRPIs, stock in a US entity treated as 
a corporation for US federal income tax purposes whose assets currently (or in the past 
5 years) are comprised of 50% or more of USRPI, personal property associated with the 
use of real property (e.g., mining and construction equipment, tangible personal prop-
erty used in a lodging facility, etc.) and debt which is not or a character that is solely of a 
creditor (e.g., a loan that has an equity kicker or sweetener on a USRPI). Excluded from 
USRPIs are 5% or less interests in publicly traded stock and interests in domestically 
controlled REITs. Certain other taxpayers like sovereign wealth funds and pension 
funds can also avoid US federal income taxation on the disposition of certain USRPIs.

2  In addition to the applicable sections of Internal Revenue Code of 1986, the US 
Department of Treasury released proposed regulations in 2018 and 2019 which added 
additional clarity to the rules of Section 1400Z-2.

3  All taxpayers in an OZ Fund begin with an adjusted tax basis of zero. A 5-year hold-
ing period in the OZ Fund results in the adjusted tax basis of the OZ Fund interest 
increased to 10% of the Deferred Gain. An additional 5% increase in the taxpayer’s 
adjusted tax basis OZ Fund (for a total of 15% of the Deferred Gain) is available if a 
7-year holding period is met. Importantly and under current rules, to obtain the 5% 
step-up in basis and thus a full 15% basis increase, the applicable taxpayer must invest 
in an OZ Fund by December 31, 2019. Th e gain eventually recognized on the applicable 
triggering date also steps up the taxpayer’s adjusted tax basis in the OZ Fund. 

4  Th e 2018 Proposed Regulations include preferred stock and partnership interests with 
special allocation as equity interests but expressly exclude debt instruments within 
the meaning of 1275(a)(1) and Treas. Reg. §1.1275-1(d). Helpfully, the use of an equity 
interest as collateral for a loan (including with respect to purchase-money borrow-
ing) is expressly permitted and is not treated as a triggering event. Prop. Treas. Reg. 
§1.1400Z-2(a)-1(b)(3)(ii). 

5  Section 1245 of the Code recharacterizes gain from the sale of certain depreciable prop-
erty to ordinary income while Section 1250 of the Code also recharacterizes gain from 
a sale of certain depreciable real property to ordinary income. Section 1245 recapture 
could result with respect to US real property that was cost segregated in order to pro-
vide a faster depreciation timeline. It should be noted that the exclusion of Section 1250 
recapture is likely of limited practical eff ect as most real property is depreciated under 
the applicable straight-line method. 

6  It is unclear whether a net election under Section 882(d) or 871(d) or under an applica-
ble US income tax treaty which deems a non-US person to be engaged in a US trade or 
business and thus taxable on a net basis would be suffi  cient to be an “active trade 
or business.” 

7  Th e Proposed Regulations have clarifi ed that “substantially all” for a US corporation 
or partnership to qualify as OZ Stock or OZ Partnership Interests must only hold 70% 
Business Property. Th e 63% indirect interest stems from a formula of 90% x 70% = 
63%. 90% represents the OZ property that an OZ Fund must hold, and the 70% is the 
amount of OZ Business Property that a US corporation or partnership must hold to be 
considered OZ Stock or OZ Partnership Interests.

8  In addition, in an OZ Fund that is treated as a partnership, a partner’s allocable share 
of debt is also refl ected in their basis in the OZ Fund interest which can result in the 
partner’s having some initial basis and, potentially, allowing for use of losses generated 
by the OZ Fund’s direct or indirect trade or business. 

9  See, e.g., Botai Corp., N.V. v. Comm’r, 60 TCM 681 (1990), aff ’d without published opin-
ion, 935 F2d 1280 (3d Cir. 1991) (holding that Section 897 taxes dispositions regardless 
of whether the income is capital or ordinary and held that underlying gain of property 
which an installment note was provided was capital gain).

10  See Section 1445. Th e Section 1445 withholding tax is merely a prepayment of US 
federal income tax due on such a sale or exchange of a USRPI. To the extent the with-
holding is greater than the actual tax liability as is frequently the case, an applicable 
non-US taxpayer seller or transferor can fi le for a refund through fi ling of a US federal 
income tax return with the IRS.

11  Treas. Regs. §§ 1.1445-3 & 1.1445-2(d)(7).
12  A withholding certifi cate issued under Treas. Reg. §1.1445-3 aft er a transaction can 

also be an expedited refund request pursuant to Treas. Reg. §1.1445-3(g) with respect 
to the over withheld amounts. 

13  Treas. Regs. §§1.1445-3(b)(4), (5) & (6).
14  An applicant must meet all the requirements of Treas. Reg. §1.1445-3(c), including 

settling or substantiating the lack of any withholding tax due which is attributable to 
the property. Th is may be tricky with respect to USRPIs that have been transferred 
multiple times. It is somewhat unclear whether the applicable taxpayer would indicate 
on the IRS Form 8288-B that Section 1400Z-2 transaction is one that is a “nonrecog-
nition” transaction or one that the tax due is less than the amount of withholding. In 
this context, one would assume that the requirements to describe the transaction in a 
manner consistent with a nonrecognition transaction would be more applicable and 
prudent for a non-US person’s application. 
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