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= REAL ESTATE:
' THE FOURTH

ASSET CLASS

or years, many large institutional investors have been skeptical about real
estate’s role as a distinct asset class. Today, that skepticism has been replaced
by recognition of the positive impact that real estate can have on their
portfolios. “We're seeing so much liquidity in the real estate market around
the world because it has become a mainstream asset class in the minds of
most institutional investors. Pension funds and insurance companies have
allocated an increasing portion of their portfolios in real estate,” says
Michael Pralle, president and CEQ of GE Reaf Estate.

In the past five years, real estate has delivered strong absolute and relative performance,
at far lower volatility than equities. Over this period, global real estate has generated around
10 percent annual total returns compared with 3 percent for equities, according to a report
by RREEF a subsidiary of Deutsche Bank Real Estate.

“Investors have an increasing desire to diversify their holdings,” says Edward LaPuma,
president of W. P Carey International LLC, a global real estate investment firm and provider
of net lease financing for corporations worldwide. “Investors have historically held stocks,
bonds and cash, but after the mettdown in our equity markets in 2000, investors became
more attracted to real estate which can diversify risk and is a tangible asset.”

In the US, improving economic and business climates have driven demand for office space in
the top urban markets, while fimited developable sites and escalating construction costs have
restrained new development.“The resulting favorable fundamentals, combined with historically
low interest rates, have attracted investors in search of stable returns and the potential for capital
appreciation.” says Steven Wechsler, senior managing director at Tishman Speyer.

November 2006 // This Sponsored Report was prepared by the Special Projects Department of Institutional Investor.
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REAL ESTATE: THE FOURTH ASSET CLASS

Although domestic investors play the dominant role in the US real estate market, a significant

portion, $17 billion, of last year’s total direct real estate investment in the country came from

Uptrend in US Commercial Real Estate

What appears to be a slowdown in the housing market has
not affected the commercial real estate sector in general. "The
two markets are pretty independent,”
says Benjamin Harris, managing director
and head of domestic investments at W. P
Carey & Co. LLC. "Both are impacted by
interest rates and the overall economy but
have different supply and demand charac-
teristics. A major correction in the residen-
tial market could turn retail investors away
from REITs and other real estate securities
targeted at retail investors, but there is so
much equity from so many different
sources chasing real estate investments that we don't think this
would spell disaster for the commercial market,”

The decline in commercial real estate vacancy rates is leading
to more widespread rent growth, “particularly in the more
volatite 'bounceback’ markets, with San =
Francisco, for instance, experiencing a 460 5
basis point decline in vacancy rates during
2005," says Peter Hobbs, head of global
real estate and infrastructure research at
RREEF. Other markets that have experi-
enced a significant reduction in vacancy
rates in 2006 include Austin, Boston,
Denver, Oakland, Portland and Seattle.

The commercial multifamily sector has
been supported by the economy’s strong
employment market and the shortage of rental units. This has
been amplified, Wechsler says, by both the recent trend of condo
conversions and significant barriers to entry, such as escalating
construction and land costs. "If interest rates continue to

Benjamin Harris
i W P Carvy & Co LLC

B Steven Weehslor
Tishman Speyer

Share of US Cross-Border Real Estate Investment by Investor’s Nationality

2005 2006 H1
51% 21%

e 2001 2002 = 2003 2004
 Australia 1% %  27% 2%

PacficRim 3% 2% 2% 2%
.

MiddleEast  10%  19%  12%  10%

 Note: Share of Total Annual Cross-border Investment by Netionally.
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increase,” he adds, "demand for multifamily rental units will
increase as potential home buyers choose to rent instead of buy!”

Meanwhile, the industrial sector is enjoy-
Ing a broad-based recovery as vacancy
rates fell below 10 percent by the end of
2005.This decline is continuing in 2006,
with national industrial vacancy expected
to fall to 9 percent by the end of the year.
“This shift from a tenant's to a landlord’s
market is putting upward pressure on
rents and the industrial sector is now firm-
ing in the growth phase of the cycle,” says
Hobbs. The recovery is being led by the
warehouse sector and the global gateway markets: Southern
California, Qakland (East Bay), Seattle (Tacoma), South Florida
and New Jersey.

Retail sales are expected to fall back to below 5 percent, after
rising by more than 8 percent in 2004 and 2005. Despite this,
Hobbs says that vacancy rates remain low by historical standards,
and there are few signs of overbuilding, so rent growth is likely to
keep pace with, or slightly exceed, inflation across most markets,
espedially in California, the Northeast and Mid-Atlantic, South
Florida and the Pacific Northwest.

| Peter Hobtis
RREEF

Surge of Interest from Foreign Investors

Although domestic investors play the dominant role in the US
real estate market, a significant portion, $17 billion, of last year's
total direct real estate investment in the country came from for-
eign capital. In the first half of 2006, overseas capital was already
more than $10 billion.

The composition of this foreign investment has changed over
time, with German investment, which accounted for 40 to 50 per-
cent of foreign activity at the start of the decade, falling to 6 per-
cent in the first haif of 2006. “Australian
investors have greatly increased their
activity, from less than |0 percent at the
start of the decade to more than 50 per-
cent in 2005, says Hobbs. More recently,
there has been a surge of interest among
Middle Eastern and Pacific Rim investors,
who together represented more than 50
percent of cross-border activity in the
first half of 2006.

GE's Pralle says a lot of foreign
investors are going into prime office




From a return perspective, the operating income from real estate varies through different

rent and vacancy cycles. Because these cycles are not synchronized across countries, holding

real estate in different countries tends to smooth out fluctuations in yields.

space in the US."You see German and
British investors buying landmark office
buildings in New York, Los Angeles and
Washington DC. They're also investing in
retall, but not to the same degree as
office,” says Pralle.

Kevin Fitzpatrick, president of AIG Global
Real Estate, believes that there is slightly
less interest in residential real estate
because foreign investors look at it as a
very local market. "Although some
investors with diversified portfolios have residential as part of
their portfolios, most would probably be uncomfortable with the
idea of a residential-only portfolio,” says Fitzpatrick.

iy £,
Michacl Pralle
GE Real Estate

Holding a Globally Diversified Portfolio

For many institutional investors, having a diversified portfolio
now means taking an international outlook on real estate. From
a return perspective, the operating
income from real estate varies through
different rent and vacancy cycles. Because
these cycles are not synchronized across
countries, holding real estate in different
countries tends to smooth out fluctua-
tions in yields.

“The low correlations between real
estate returns and returns from other asset
classes can be clearly demonstrated in the
countries where real estate return data
exist,” says Lijian Chen, global head of
research at UBS Global Asset Management, Real Estate. “For
example, the correlation across regions is considerably lower for
real estate securities than it is for stocks and bonds. This suggests

Lijian Chen
UBS Global Asset
Management
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Marked Variations in the Size and Malurut\f of Global Real Estate Markets

that the benefit of holding a globally diversified portfolio of real
estate securities is higher than for bonds or broad equities.”

Global diversification of a real estate portfolic can also help
protect investors from economic and political uncertainty, particu-
larty when an investor is based in a relatively small or less devel-
oped nation. "Even for investors in the US," says Chen, “where
we estimate the real estate market offers the largest stock of
institutional grade real estate in the world, the domestic market
still comprises only about 40 percent of the global real estate uni-
verse, and it pays to diversify beyond national borders.”

Investors are now becoming increasingly
comfortable in taking on emerging market
risks. Says AIG's Fitzpatrick:"The impressive
returns of emerging market stock portfo-
lios are making many US CIOs more com-
fortable with emerging market real estate
as an asset class in their real estate portfo-
lio!" He notes that improved transparency
and more currency trading are aiso making
it easier for investment officers to transact
business in emerging markets,

"Explosive economic and employment
growth combined with unprecedented urbanization trends are
building a strong foundation for the real estate markets in China
and India," says Wechsler of Tishman Speyer. “Multinational cor-
porations have been increasing their presence in these markets,
increasing demand for high-quality commercial spaces. In addi-
tion, several hundred million people will be moving to urban
centers over the next several decades, increasing demand for
residential and retail space.”

In Brazil, fiscal stability and an expanding middle class have
drawn global interest in the real estate markets of Sio Paulo and
Ric de Janeiro. The governments of all of these emerging markets
have continued to create more stable regulatory and
political environments, building a compelling argument
for US real estate investors to go abroad,

“The world is becoming flatter and the trend
toward increasing global real estate investment con-
tinues,” says Chen. As barriers to investing in inter-
national real estate come down, capital is becoming
more global.

Kevin Fitzpatrick
AIG Global
Real Estare

Globalization of REITs

As more real estate assets become securitized
worldwide, real estate investment trusts (REITs) and
REIT-like structures are also beginning to expand
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their real estate investments across borders. "In the US, some of The aging demographic profile in many countries has con-

the larger companies have begun to expand their property port- tributed to the REIT momentum."'We see REITs growing as pen-

folios and investor bases outside of the country,” says Michael sion capital moves from defined benefit plans to defined contribu-
Grupe, executive vice president of tion or 401 (k) type plans. And this is happening not only in the
research and investor outreach at the US but in many European countries as well," says Grupe. Whether
National Association of Real Estate they are individual retirees or large plan sponsors, investors are
Investment Trusts (NAREIT). looking for ways to generate income from their investments. B

Many of these
activities are in the
industrial and retail 3 4.7 ’ y
sectors. 2 ), knowing what | now know
"Companies such 1g h to i1 " t.l WOI"G‘ huy every foot
NanbT T as ProlLogis and of | is '

- Simon Property
Group are dealing with major global
operators, so it's natural for them to
expand,” says Grupe. He adds that US
REITs that are seeking opportunities
abroad are doing so in a slow, careful and
deliberate manner.

Within the US, REITs have grown signif-
icantly as a core investment. As of
September 2006, there were nearly 200
publicly traded REITs with a total equity
market capitalization of $403 billion,
according to NAREIT. In the last five to 10
years, however, REITs have also been
introduced in other
countries. At least
|6 countries now
have REITs or
REIT-like compa-
nies, and an addi-
tional seven coun-
tries are consider-
ing REITs, with the
UK in line to join
the world club in
2007.

In Asia, Hong Kong called attention to
REITs when it successfully delivered the
Link REIT in 2005. it became the largest
REIT IPO in the world when it issued
shares with an aggregate value of $2.8 bil-
lion. The first three Hong Kong REITs to
have IPOs, all in late 2005, raised a com-
bined total of $3.3 billion.

“"Hong Kong has been competing with
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Singapore to provide an exchange to ASSET MANAGEMENT Contact: Jack Sitt (212) 777-SITT (7488)
publicly list and provide liquidity to real
estate investors for investments across

Asia. This led to a rapid evolution of the One Penn Plaza, New York NY 10119 | www.sittasset.com
market," says LaPuma.






