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Preface
Real estate investments continue to be an attractive
alternative to stocks and bonds. Besides having a low correlation
with the performance of the latter, historical data shows that
real estate as an asset class has also been an effective hedge
against inflation.
Beyond considering whether real estate as an asset class will
continue to perform, this white paper also seeks to answer a
critical question that persists: can real estate investments be
considered an effective hedging tool against the current global
economic environment?
To help answer that question, researchers from IFI Global
interviewed institutional investors in Australia, Canada, the UK
and the US; the CEO of a London-based research firm that
specialises in liquidity trends and macro-economic data; and a
cross-section of real estate managers with a combined AUM of
approximately $67 billion.

"Real estate investing may
well have more of an ability
to react flexibly to the
challenges of the 2020s
compared to other asset
classes."

The one consensus amongst the managers interviewed is
that real estate will perform well in what is expected to be an
unusually low interest rate environment for some time to come.
On this basis, this white paper looks at economic and political
(as well as industry-specific) issues that the real estate sector
can be expected to face in the foreseeable future. As the decade
ahead promises to bring with it an array of macro-economic
obstacles, real estate investing looks poised to potentially
counter these challenges.
Thus, while ‘safe as houses’ may be a far-fetched expression in
these uncertain times, we consider that real estate is entering
the 2020s better equipped to deal with the challenges ahead
than many other areas of the asset management industry. The
flexibility that is afforded to the real estate sector by its diverse
range of asset types, interests, jurisdictions and investors should
provide sufficient hedging against the global macro-economic
environment. Or at least our interviewees hope so!

Stuart Pinnington
Group Funds and Institutional Director

Author’s note
The research carried out for this white paper was
completed before the extraordinary events we have
witnessed in recent weeks with the onset and spread of
COVID-19 worldwide.
We intend to conduct a similar study in six months’ time to
assess the impact of COVID-19 on the real estate industry.
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Overview
We could possibly be at an inflection point for the global
economy, markets and real estate investment industry.
Anaemic growth rates have become the norm. Even if today’s
economic environment lasts for some time to come, real
estate, as an asset class, should do well – particularly in relative
terms. As well as having a low correlation with stocks and
bonds, historical data shows that it has also been an effective
hedge against inflation. Will it also be an effective hedge
against the situation that the global economy finds itself in
at present?
Demand looks likely to remain buoyant for the right
opportunities in a number of different real estate sectors. And
real estate has an extraordinarily diverse range of sectors. This
allows it a degree of flexibility of opportunity, regardless of the
macro-economic environment.

The macro-economic environment
The macroeconomic environment is facing unprecedented
challenges in view of the rapid spread of COVID-19 across the
globe, which is having an adverse impact upon markets, with
US stocks having seen their worst fall since 1987. Governments
around the world have been forced to take extreme measures
to protect their citizens, which will eventually have an impact
on economic activity. Interest rate cuts have already been
announced by the Bank of England and the US Federal Reserve
as part of emergency moves to shore up their economies.
Negative interest rates may well be something that markets
and real estate investors will have to live with for some
time to come. What is clear is that we are in uncharted
economic territory. It is conceivable that we are living through
a fundamental shift in the way that the global economy
operates. If that is indeed what is occurring, it will have a
knock-on effect on investment behaviour. It is possible that we
are witnessing a generational paradigm shift in economic and
market activity.
Nonetheless, the macro-economic environment, with the
expected continuance of historically low-interest rates, should
be helpful to real estate. On top of this is a demand for certain
real estate sectors.
For example, the rise of environmental, social and governance
(ESG) factors should be very positive for some real estate
sectors. Real estate investing with a social element attached
stands a good chance of growing very strongly, possibly even
exponentially, in the years ahead. Such real estate assets

include hospitals, social housing, nursing and retirement
homes, fire stations, student accommodation and so
forth. More of these assets will be needed, for example for
demographic reasons as baby boomers retire. And funds
raised from ESG investment programs should ensure that
the financial assets are available to be allocated to these real
estate sectors.
Even though it is not much more than 10 years old, ESG
investing is estimated to already have an overall AUM of over
US$20 trillion, according to Forbes1. ESG comes out of the
trend towards socially responsible investment (SRI). ESG
investing is associated with the UN’s Principles for Responsible
Investment (PRI) initiative. The PRI is now followed by
approximately 1,600 investors representing over $70 trillion in
assets1. ESG is also closely associated with impact investing.
According to Morningstar, there are now approximately 4,000
ESG funds2. Assets managed in ESG mandates3 by the 500
largest asset managers in the world rose by 23.3% in 2018, in
contrast to their overall assets under management, which was
down 3% from the previous year, according to the Thinking
Ahead Institute. Socially-focused real estate sectors will be
among the targets for these assets.

Tax and regulatory changes
Perhaps the biggest challenge facing the real estate
investment industry over the coming decade will be
developing fund structures that accommodate Base Erosion
and Profit Shifting (BEPS) and related tax challenges, as well as
regulatory changes – particularly in Europe, post-Brexit.
Illiquid alternatives, including real estate funds, are caught up
in BEPS, whereas long-only, mainstream funds are exempt.
BEPS is the OECD and G20’s attempt to align a company’s
business activities and profits with where taxes are paid. The
OECD defines BEPS as ‘exploiting gaps and mismatches
in tax rules.’
The EU Code of Conduct Group’s recently imposed rules on
tax information and economic substance in offshore fund
jurisdictions will also have an impact on alternative funds,
including real estate funds. The EU threatened to blacklist
jurisdictions that did not comply with their transparency
and substance requirements. All of the major offshore fund
jurisdictions have agreed to implement these requirements,
with multiple non-EU jurisdictions introducing new local
legislation to ensure compliance.
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Substance and domiciliation
What is clear is that real estate funds will be required to have
more local substance in the jurisdictions where their funds
are domiciled in the future. Traditionally, fund domiciliation
decisions have been based almost entirely on investor
preference: managers would go to the jurisdiction that their
prospective investors would find the most acceptable. That
will remain the case, but with the likes of BEPS, Brexit and
EU substance rules, fund structuring and domiciliation will
become more of a three-dimensional decision for real
estate managers.
The real estate sector enters the 2020s better equipped
to deal with the challenges ahead than many other areas
of the asset management industry. The macro-economic
environment looks like it will be challenging for everyone, but
real estate, for the reasons outlined above, could do well, at
least relatively speaking.
This new decade will doubtless bring with it a number of
economic and political surprises. However, as real estate
investing is such a global activity, with an extremely wide
variety of different sectors, it may well have more of an ability
to react flexibly to the challenges ahead than other
assets classes.
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Economic and political issues
Macro-economic influencers
Set against a slowing global economy and political uncertainty,
real estate investment activity has held up well.
Global capital flows were marginally up in 2018 over 2017 to
$963.7 billion, according to Real Capital Analytics4, but they
were not as strong as in 2015, let alone 2007 when the record
of just over $1 trillion was achieved. The majority of managers
interviewed for this white paper expect that, overall, 2019 will
be down in 2018, although not substantially so. In the second
quarter of last year, transaction activity dipped by 9% to $174
billion. This brings investment volumes for the first half of
2019 to $341 billion, which is 9% lower than the same period in
2018, according to Jones Lang LaSalle5.
The managers surveyed believe that the global economy is
entering a period of very low growth, or possibly recession.
No one spoken to for this white paper is confident that the
economic era we are in will result in anything better than
anaemic economic growth. Nonetheless, regardless of the
macro-economic outlook, managers expect that demand will
remain buoyant in many real estate sectors.
Negative interest rates appear to be something that markets
will have to live with for some time, say many of the managers
surveyed. This has long-term implications for all asset classes,
including real estate. The consensus among interviewees is
that debt will outperform equities for the foreseeable future.
Looking beyond the next few years is difficult because many
of those contacted for this white paper believe that we are
in uncharted economic territory. Most are not clear as to
whether we are at the beginning, the middle or the end of this
economic cycle. A number of those interviewed believe that
we could be looking at a fundamental shift in the performance
of the global economy, which would have a knock-on effect on
investment behaviour. Even those with bearish views on the
macro-economic outlook believe that the prospects for real
estate are generally good in the period ahead.
The universal view is that bond yields will not revert back
to normal levels for some time to come. However, some
do believe that the risk premia between bonds and real
estate prices will likely narrow. Central London property is
yielding 4% at present with 10-year bonds yielding just 0.5%.
London property yields were this high because of the Brexit
uncertainty (Munich is less than 3%, for example, said one
UK based manager). Now that Brexit has been resolved,
London property yields are anticipated to drop but UK real

estate will remain well above bond yields. Those
who commented on Brexit made the point that it isn’t
expected to be more than a temporary problem. A few
managers suggested that the Brexit uncertainty, which
lasted until the General Election, made UK real estate a good
buying opportunity.
Nonetheless, the impact of the UK leaving the EU without any
trade agreement could have a detrimental effect on growth
across Europe, and conceivably further afield, said other
managers – from both the UK and elsewhere. Concern was
expressed by these managers that Brexit without a trade deal
would result in a deterioration in relations between the UK
and the EU, which could have negative longer-term economic
consequences. It is believed that this would not be good for
the global economy.
All of those spoken to for this white paper believe that the
global economy is in a fragile state. An economist interviewed,
who runs a research firm advising asset managers on liquidity
trends and interest rate movements, said that, in his opinion,
few have yet grasped how negligible to non-existent GDP
growth might affect asset classes over the long term. The
consensus among interviewees is that real estate will perform
well in what is expected to be an unusually low-interest rate
environment. Some anticipate that negative interest rates
could become standard for the foreseeable future, at least.

Major economic influencers on real
estate investment (October 2019)

1. Stagflation

2. Negative interest
rates/yield spread
with bonds

4. Impact of a No
Trade Deal Brexit

3. Impact of a USChina trade war

5 .Impact of tariffs on all
international trade (i.e.
EU-US trade war etc.)

Source: IFI Global – ranking by manager mentions
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Political risk
There was a fair amount of divergence of opinion on the impact of
political risk. Risk is difficult to measure in real estate investing. In
their paper on the Role of Commercial Real Estate in a Multi-Asset
Portfolio, Jeffrey D. Fisher and C. F. Sirmans6 say that there is still a
lot to learn about measuring real estate risk.
A slim majority of the managers interviewed dismiss what is
generally considered to be a temporary dislocation caused by
political upheaval, or other related unexpected changes, as just
‘noise’ – as one London-based manager described it. Their view is
that political risk can cause short-term problems but very rarely is it
ever more than this.
Brexit is seen as a case in point. Real estate investors had been
holding back on UK property, but as Brexit drama unfolded and the
Conservative Party returned to power with a comfortable majority,
managers interviewed predicted that this election result will mark
the beginning of a UK investment surge, as both international
capital and domestic money will chase the high yields and property
market liquidity.
Intrusions from politics are therefore viewed as generally being akin
to a market correction – a short term dislocation but not much
more than that. One manager, who has specialised in property

investing for almost four decades, said that in the midst of political
uncertainty it is important for those making allocations in this
sector to focus on market fundamentals. That is what matters over
the long term.
Another view expressed by a sizeable minority of interviewees
is that unexpected political change can also bring with it serious
market dislocations. These are more than temporary corrections.
Such change often comes quickly and unexpectedly, said
one interviewee.
For example, the recent political upheaval in Hong Kong is likely
to have an impact on its real estate market. Hong Kong and China
were forecast in Deloitte's 2019 Commercial Real Estate Outlook7
to having the best prospects in commercial real estate globally at
the beginning of the year. But now, given a choice, international
companies are more likely to pick Singapore, or other Asia-Pacific
locations, as a result of the political uncertainty in Hong Kong.
The general view is that it is difficult to factor in political surprises
to real estate investment decisions, as such surprises are likely to
be unforeseen. But there was also a suggestion that real estate
managers may not focus enough on the danger of detrimental
political change upon the markets that they are looking at when
making allocations – what one manager interviewed termed the
‘known unknowns.’

Managers’ main political risk concerns (October 2019)

2. Brexit (fallout from
no trade agreement)

1. Growing instability
in Hong Kong

3. Escalation of political
problems in Catalonia
Source: IFI Global – ranking by manager mentions
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Prospects for real estate sectors
Sectors expected to perform best over the next three years

Logistical
warehousing

Social housing,
nursing homes,
assisted living, etc.

Student
accommodation

Central city
office space

Hotels in major
cities

Selected retail
parks

Hotel occupancy
in major cities
remains strong

A contrarian
play as it can
be bought very
cheaply

Why?
Growth in online
retail purchasing
(Amazon etc.)

Growth of ESG
and impact
investing
particularly by
public pension
funds

Further growth in
tertiary education
with more
international
students enrolling
at US and UK
universities,
although the rate
is now slowing

Demand is holding
up and expected
to grow

Sectors expected to perform least well over the next three years

Shopping
centres

High street
stores

Industrial sites

Why?
The downturn is moving
from the US to Europe.
This is a long-term
structural change in retail
behaviour

Yet more suffering
in the face of online
competition

Seen as expensive and
won’t deliver the growth
implied by the yields

Source: IFI Global – ranking by manager mentions
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Background data on selected market segments
Logistical warehousing is expected to grow at a CAGR of 5.9%
between 2019 and 2022, according to Markets Reports World8.

publicly announced transactions10. This is an increase from $12.9
billion in 2016.

Student accommodation grew very strongly in the mid part of
the 2010s. According to Savills’ World Student Housing, global
investment into student housing reached $16.4 billion in 2016,
which was double 2014 levels9. Growth is now slowing from this
rate but is still positive.

Global hotel transaction volumes were predicted to reach $67
billion in 2019, according to Jones Lang LaSalle11.

According to CBRE’s Senior Housing Market Insight, the senior
housing and care home sector continues to grow strongly:
transaction volume by the end of 2017 was $16.7 billion in

Industrial real estate is forecast to show a tapering off in
demand with the availability rate rising from 7% in 2018 to 10.3%
in 2023, according to Deloitte13.

Shopping centre prices have been static over the last few years,
according to RCA12.

Market size: global capital allocations to the major real estate sectors (2018)

Income
properties
$964 billion

Development
sites
$720 billion

Offices
$346 billion
Apartments
$222 billion

Senior housing
and care
$20 billion

Hotels
$75 billion

Industrial
$147 billion

Retail
$156 billion

Source: Real Capital Analytics4
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Forecast demand growth by investor category (from 2020 to 2023)

1. Public pension
funds*

2. Real estate
funds*

3. Family offices
and high-networth investors

4. Sovereign
wealth funds

*These investor categories are expected to grow strongly primarily because of the anticipated steep increase in ESG and impact
investing. ESG is expanding rapidly among all pension funds but especially among public pension funds in northern Europe. ESG
funds are also popular with socially and environmentally conscious millennials, who are now for the first time starting to invest. They
will become a much more prominent investor category in the coming years. The CEO of a global pension fund advisory firm, who is
based in Canada, said investing that follows ESG principles has now become standard practice.
Source: IFI Global – ranking by manager mentions

Forecast demand growth by region (from 2020 to 2023)

3. EUROPE
2. NORTH
AMERICA

1. ASIA-PACIFIC

Source: IFI Global – ranking by manager mentions

8

Industry issues
Fund structuring and domiciliation
Some managers interviewed were not yet aware of BEPS or the
drive for more substance across fund jurisdictions. However,
others are following these developments closely. The variation
in knowledge that managers had on this topic was greater than
on the other topics addressed in this white paper.
The new substance rules mean that managers are looking at
whether fund domiciles are, as one put it, ‘meaningful’. It was
pointed out by a number of interviewees that it will be some
time before the industry knows what impact the substance
changes will have on fund structures. And it may be even longer
before investors, managers and service providers are able to
evaluate the impact of BEPS.
As a result, no one surveyed is yet looking to make changes to
either their fund structures or their choice of domicile. One
manager, who is following developments in this regard, made
the point that there is a question over how much the substance
changes will be enforced, or even implemented.
Two London managers speculated that, post-Brexit, it might
make sense for a greater proportion of their funds to be based
in the UK. It is believed that this may help avoid problems with
BEPS as it would mean both the front and back office would be
in the same jurisdiction.

One manager made the point that administration costs can be
charged to the fund if it is outsourced to a third-party service
provider. If this function is done in-house, this is not possible. It
is clear that managers are looking to outsource more and more
of their back office functions to administrators such as IQ-EQ.
They are looking for providers who can support them globally
and minimise the number of service providers that they have to
deal with.
Various managers indicated that this use of a third-party
provider is no longer limited to offshore structures but also
applies to their local workforce. They want to focus their
resources on deal origination and negotiation and less on
internal services. This is when they reach out to the likes of the
IQ-EQ London office for support.

Technology
We are witnessing the ‘technicalisation’ of fund management
at present, said one manager. All are spending heavily on
IT. Another manager said that the industry is involved in a
‘technological arms race’ at present.

The IT areas that are expected to
see the most increase in expenditure

Notwithstanding BEPS, and substance changes offshore, all
managers interviewed suggested that jurisdictional selection is
all about investor preference. Managers say that they primarily
select their fund domiciles to accommodate the needs of their
investors. And many rely on the advice of their lawyers.

Insourced vs outsourced
Outsourcing is universally the preferred option of those who
were interviewed for this white paper. No one surveyed wants
to have a business with a large backroom staff. All agree that it
is better to outsource to third party specialists. Managers say
that these days the experts work for outsourced operators, as
opposed to working for a manager in-house, in the back office.

1. Cloud
platforms

2. Data protection
and security

3. More sophisticated
economic modelling
tools

Source: IFI Global – ranking by manager mentions
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Conclusion
Real estate is an extraordinarily versatile asset class. That is in
part because it covers such a wide variety of market segments.
This range, for example, from office blocks to leisure complexes
to many forms of residential accommodation. Real estate has
always been a good hedge against inflation. It is also likely to
prove its worth in today’s uncertain economic environment
in which growth rates may well be anaemic, at least for the
foreseeable future.

"Structuring of real
estate funds may need
to evolve to meet new
challenges."

Nonetheless, investors and managers of real estate assets will
likely face a number of challenges in this new decade. Many of
these challenges will be related to operating in the industry itself
rather than on the investment side. In particular, structuring of
real estate funds may need to evolve to meet new challenges in
this changing world, as outlined in this white paper.
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