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Investment stylesand return objectivesin rea estate havefocusedin
recent yearson higher return strategies. Thisprogressvemigrationfurther
out aong therisk/return curve hasled to aproliferation of investment
funds and strategies known generically by descriptive names like
“enhanced core,” “vaueadded,” or “opportunistic,” depending loosely
on themagnitude of thefunds' return targets. All of these funds seek
returnsin excess of those expected by traditional highly diversified,
unleveraged coreprivateequity funds. However, thestrategic and tactica
approachesindividua fundsemploy to achievehigher returnscanvary
considerably. That is, within the generally accepted real estate fund
stylenomenclature of enhanced core, core plus, opportunigtic, etc. there
is another layer of manager style which relates to the specific
approachesto achieving the stated objectives of thefund.

Investors, therefore, need to examinenot only the styleof theinvestment
fund, but the style of the manager as well when contemplating
investments, particularly thoseinvolving higher return or opportunistic
drategies. Thisarticleintroducessomegenerd categorieswithwhichto
distinguish funds based on the approach to achieving enhanced returns,
and suggests some important considerations relevant to each that
investors can useto assessafund manager’slikelihood of success.

Higher Return Strategies and Manager Styles

Inthemodernview of investing, excessreturnsariseintwoways. (1) as
areward for incremental risk imbedded in portfolios as aresult of
investment decisons, and (2) fromincrementd va ueadded arisngfrom
skillson the part of the portfolio manager, not related to risk. Capital
market theory suggeststhat thislatter variety of excessreturns, typically
described by termslike” manager vadueadded” and alpha, isimpossible
to achieve consistently in efficient markets. Due to important and
persistent inefficienciesin thecommercial real estate market, however,
itispossbleto achieveexcessreturnscons stently in carefully structured
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and managed redl estateinvestment funds. That is, askilled portfolio manager can deliver superior
performanceto investorswithout exposing them to additional risk, creating valuefor theinvestor
directly and indirectly through careful structuring of investment programswith respect to both
financia issuesand decison making.

For the purpose of thisdiscussion, higher return strategiesare classified into four categories(see
Exhibit 1). Three of the categories, defined as wealth creation, value added and income
enhancement, invol ve different gpproachesto achieving higher returnsfromthe skillsor styleof the
portfolio manager. Thefourth category, incrementd risk, includesal strategiesthat involvetheuse
of additional conventional risk, i.e., higher expected volatility of returns.

Exhibit 1: Four Categories of Higher Return Strategies

Category Approach

Wealth Creation Create value by development, redevelopment or
repositioning.

Value Added Exercise superior investing skills — selection and
timing — to exploit market inefficiencies.

Income Enhancement Exploit superior operating skills to enhance
revenue and operate more efficiently.

Incremental Risk Choose investment/leverage combinations higher
on return/volatility continuum.

Inredity, funds can and often do use various combinations of these approachesto achievetheir
enhanced return objectives. Because the categoriestend toinvolve contributionsfrom different
membersof the asset-management/portfolio-management team and can beimplemented in concert
with one another, thefour categoriesrepresent acomplement of strategic approachesrather than
amenu from which investors and managers must choose. Neverthel ess, each approach requires
different specific skillsfrom the manager/advisor team, exhibitsdifferent liquidity characteristics
requiring different time commitmentsfrominvestors, andincursdifferent coststoimplement.

Wealth Creation

For the purpose of thisdiscussion, theterm “wealth creation” isused to describe the practice of
using contributed capital and retained earningsto increase the market val ue of the capital base.
Growing the asset baseisthe basisof most weal th creation in the equity markets. Wealth creation
inred estatearisesalmost exclusively from devel opment and redevel opment.

Thesourcesof wedlth creationinvestment opportunitiesare many, and comefrom both the supply
and demand sides of the property markets. Therobust job growth in the office sector of theUS
economy, for example, has created significant demand for office space, providing opportunitiesto
devel op new office properties and redevel op existing space. Likewise, changing demographics
and increasing wealth are creating demand for new apartments, just ascontinual innovationinthe



retail sector remainsaconstant driver of demand for new retail formats. At thesametime, technology
hassgnificantly accelerated therate of functiond, physica and even externa obsolescencewhich
can be cured or exploited through devel opment or redevel opment.

L ocal market dynamicsare animportant factor in the execution of wealth creation strategies.
Development and redevel opment projectsare morelikely to succeed when the propertiesare
located in growth markets, like San Josein thelate 1990s, or in turnaround markets, like Boston
inthe mid-1990s. Absorption of new or refurbished structuresin agrowth market can occur
rapidly. Tenantsentering the market for thefirst time, for example, may sel ect these properties
over competitorsbased on margina differencesin amenities. Slow growth, mature markets pose
greater chalenges. Inmaturemarkets, propertiesmust rely moreheavily on current tenantsrel ocating.
Potentia tenants, therefore, must percelve quality differences sufficiently largeto justify acostly
relocation decison. Thispresentsamoredifficult, though not insurmountable, hurdietotheinvestment
manage.

Ultimately, devel opment and redevel opment investment opportunities sharethe common objective
of seekingto exploit adisparity in market perception and the market potential of aproperty. Inthe
case of redevel opment projects, wealth typically is created through improving cash flow by
repositioning aproperty to market quaity or abovemarket quality toredize higher leaseratesand/
or decrease vacancy. In the case of new development, wealth is created by providing above
market quality space (intheform of superior location, amenities, functiondity, etc.) to satisfy unmet
demand.

We can depict thewed th creation investment approach graphicaly by way of aproperty lifecycle
diagram. Exhibit 2 showsthetypicd lifecycleof aninvestment property, assuming periodic capital
expendituresfor maintenance and renovations, where“ property quality” representsan abstract
measure of the servicesand amenitiesflowing to tenantsfrom their lease payments. Asshown, the
averagequdity of propertiesinthe market asawholetendstoincrease over time, afeaturearising
from the s multaneous pressuresof productivity increasesand technol ogica advancesonthesupply

Exhibit 2: Long Term Investment Property Lifecycle

Market Quality
Trend

Property Quality Line \

Higher Quality —— >

Increasing Tme — >
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sdeand rising tenant standards on the demand side, whilethe quality of existing propertiestendto
decreaseover time. Themarket vaueof any property a agiven pointintimeisrdatedtoitsquality
relativeto themarket average.

Wedlth creation investment opportunities (shown in Exhibit 3) caninvolveredevel opment and re-
positioning of existing propertiesthat havefallen below the average market qudity trendline, or
new devel opment projectswhere demand issufficiently strong relative to supply to support new
congtruction.

Exhibit 3: Wealth Creation Property Lifecycle

Market Quality Trend ‘

~

‘ Property Quality Line ‘

\

Execute disposition strategy
Redevelop to specific quality niche
— Acquire Distressed Property

Higher Quality —— >

Increasing Time —— >

Inether case, wedth creation investmentsrequireanumber of specidized skillsnot involvedinthe
execution of other strategies, and embody distinct event and relationship risks. In particular, timing
canplay acritica roleininvestment success because of therdatively fixed timestructure of these
investments(i.e., negative cashflow andilliquidity during thedevel opment or redevel opment phase)
andthe sengtivity of thefinal market value of the property to market conditionswhenthe project
iscomplete. The portfolio manager, therefore, must articul ate adisposition strategy that provides
for sdewhiletheproperty till commandsaquality premiuminitsmarket. Inaddition, theacquistion
team must be skilled inlocating and successfully bidding on propertiesat pricesdiscounted to the
market average, and the asset management team must be ableto identify and executeimprovements
that quickly bring the property to or above market standards.

Many of therisksassociated with devel opment and redevel opment are addressablewith carefully
structured contractual agreements between the advisor, the devel oper, and any venture partners.
Forward commitmentsand pre-leasing conditions, for example, helpto mitigatetherisksassociated
with cost overruns, construction delays, and unforeseen market demand shifts. Investorsneed to
understand the uniquerisksand skill sassociated with wed th creation investing, and should evaluate
theadvisor’sfinancial strength and experience with these ventures, aswell asthe meritsof the
individua investment opportunities. Further, because much of thetotal return can beimbeddedin
aproject’smarket value at completion and often can berecognized only at sale, the conventional
intermediate measures of performance—total return andinternal rates of return—often provide



littleinsight about final project performance. They may even givewildly differing estimates of
performanceto daterd ativeto each other, particularly intheearly stagesof thefundlife! Investors
need to be aware of theinadequacies of these performance measuresfor theseinvestments, and
pay proportionaly greater attention to progressreports, project milestones, and actua cash flow
relativetoplan.

Value Added Investing

Whilethereissomeriskinusing aterm asfuzzy as“vaueadded” to describethe second category
of higher return strategies, we have done so in the context of this paper to emphasi ze the source of
higher returnsfor investmentsthat fall into thiscategory. Specifically, asdefined herevalue added
investing refersto strategieswhich seek to achieve higher returnsprimarily fromva ueappreciation,
rather than fromincome, by exploiting propertieswhose prices are discounted dueto non-market
riskssuchaseventrisk, liquidity risk and informationinefficiencies. Althoughimprovingincome
can boost market value, thisstrategy focuses primarily on stepsthat improve market vauedirectly.

Theprivatered estate markets provide many such opportunitiesfor aportfolio manager toinfluence,
even control to someextent, thetruerisk exposurewhileat the sametime capturing return benefits
for theinvestor. Thecriticd stepsinvaueadded investing involvefinding and executing transactions
that the advisor believesare mispriced by the market, then structuring the deal sto mitigaterisk as
effectively aspossible. Assuch, value added investing involvesactively managing investmentsto
neutralize, at least in part, theseimbedded risks so that therealized risk ex post isactually lower
than thetheoretical risk exanteasaresult of the professional value added contributions made at
thetimeof acquisition, whileinvested, and at disposition. The contributionstorisk control cantake
many formsinvolving many specidties: legd skills, asset management skills, rel ationship advantages,
or market advantages such aspreferentia accessto profitable buy/sdll opportunities. Since manager
experience, networksof professional relationshipsand manager negotiating power can play an
important rolein these contexts, individua managers may assesstherisk of agiveninvestment
differently, leading to divergent viewsof fair market price.

Typicaly, thevaueadded variety of excessreturnsarisesfrominvestment selection andtiming
skills—investingin better opportunitiesover theright interva relativeto smilarly risky dternatives.
Inthissense, thisapproachisnot unlikethat pursued by traditiona equity portfolio managers. The
opportunitiesto achieve higher returnsfrom superior selection and timing are created by market
inefficiencies—thecyclical behavior of different regionsand property types—whichtypicdly are
reflected inlower pricesand/or higher potentid returnsto compensateinvestorsfor theadditiona
risksthey incur. Red estateinvestment managerscan actively addresstheseriskswith combinations
of properly structured management and JV contractsand active asset management.

From atechnical standpoint, the IRR and total return can diverge significantly in anumber of circumstances,
particularly when the investment cash flows are large and variable relative to the current market value. This
often happens in the case of development projects.
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Thisapproach can dso beshown graphically by way of the property lifecycle. Asshownin Exhibit
4, value added investmentsfocus on the disparity between the perceived market value of agiven
property and the potential market value (* Quality Potential”) not recognized by the market. This
disparity allowsthe manager to acquirethe property at apricereflecting the market’ s perception,
then operateit in such away that provides cash flowsrepresentative of ahigher quality property.
Eventudly, themarket and manager assessmentsof the property’squdity and va ue should converge,
after which the property should earn market, often core, returns.

Exhibit 4: Value Added Property Lifecycle

. Market Quality Trend ‘
‘ Property Quality Line ‘

\ ~.

Execute disposition strategy

Higher Quality ——— >

Market Perception Quality Potential

Increasing Time ———>

Asistruewith most higher return strategies, timeworksto theinvestor’sdisadvantage over the
courseof holding valueadded investments. Often, investment performanceisstrongestinardaively
short timeinterval after the acquisition, and then gradually convergestoward market average
performance asthe percelved market va uerisesto aleve consstent with theinvestment’sactual
(lower) riskiness. Because va ue added investmentsby their naturewill not achieve superior returns
indefinitely, the manager should have aclearly defined, carefully timed exit strategy for each
investment property. Timely disposition, therefore, isanimportant element of the value added
investment strategy.

I nvestors cons dering fundsemploying val ue added strategies should examinethe advisor’ strack
record with executing value added investments, giving specific consideration to the ability of the
advisor’stransactionsteam, legal team, the engineering and inspection process, the structure and
partnersof any joint ventures, and the disposition plan. Investors should also look for effective
portfolio management skills, and proven ability to provide strong leadership to orchestrate the
separate contri butionsfrom the asset management and the portfolio management team members.

Income Enhancement

A manager/advisor can aso create val ue by concentrating on theincome component of real estate
investments. |ncome enhancement strategiestypically derive excessreturnsfrom the asset and



property management skills of the manager/advisor. Thisapproach to achieving higher returns
takes advantage of one characteristic that distinguishesprivatereal estateinvesting from equity
investing, namely the ability of the portfolio manager to participate actively inthevalue creation
processtaking placeat theasset level.

Infact, operational control and oversight involving specificinvestmentsmarksamgjor difference
between private real estate portfolio management and conventional public equity portfolio
management. |n asense, these contributionsrepresent something more akin to production value
added than investment value added, wheretheflow of valuefrom servicesprovided by aportfolio
manager/asset management team accruesto theinvestor.

By contrast, stock equity investorscaninfluencetheir investmentsat best only at theentity level,
and then often only indirectly through share proxy voting.

Themaost common meansby which managerscan directly influencetheincome producing potentia
of aninvestment property arethroughleasing activitiesand providing servicestotenants. A manager
may, for example, be ableto take advantage of specia relationshipswith tenantstoimprovethe
overal credit quality profile of investment properties, thereby reducing therisk of the expected
cashflows, or may be ableto achieve higher occupancy through superior leasing skills.

Similarly, managerscan redlize higher returnsthrough servicesto tenantsby providing either the
samelevel of servicesasothersat alower cost or better servicefor the same cost. Bothlead to
higher occupancy rates and more stable tenant bases. Market successin this context has been
identified historicaly with the management concept of “ cost leadership” coined by Michadl Porter,
and resembl esthe economic concept of “ producer surplus’ commanded by more-efficient-than-
average producersof acommodity.

Inreal estate, the producer surplusrepresentsthe margin between the property rentsset by market
conditionsand the costs of operating the property. Investment managerswho can operate properties
moreefficiently, becauseof economiesof scaeavailabletolargefirms, above average management
skills, or attractively priced contractswith suppliersand servicers, for example, enjoy wider margins.
Hence, management operationa skillsand tactical execution areimportant sources of enhanced
returns in the form of enhanced cash flow. Investors, therefore, need to focus on the asset
management skillsof the advisor, and to eval uate the sources of net income enhancement.

Superior returns are achieved not from aparticular pattern of market value changes, but rather
from higher-than-average income returns generated from tenant services, for example, from
investments priced at the market average. Effective design and execution of property asset
management drategiesplay akey rolein extending themarket lifeof properties. Managers, therefore,
must maintain skilled staff to properly execute these strategies.
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Of thefour categoriesof higher return strategi esdescribed here, theincome enhancement approach
generally fallsat thelower end of thereturn (and risk) spectrum. Importantly, thetypes of assets
which fit theincome enhancement “ profile’ ofteninvolveinvestmentswhich areheldfor alonger
term relativeto other higher return strategies. Funds that seek excess return through income
enhancement typically do not try to benefit from market timing transactions, and instead rely more
oftenonrallinginvestment Srategiesstructured to stabilize cash flowsand neutrdizebusinesscycle
effects. Under these circumstances, the advisor/manager purchasesand sellspropertiesmoreor
lesscontinuoudy, but & adow pacerdativetofund sze, digposing of aging propertiesand purchasing
new onesto refresh the portfolio.

Investors should recognize that excess return through income enhancement comes not from
appreciation, but rather from income. Although some of theincreased income should become
capitalized into property price, to the extent that the market views the enhanced income as
transferableto new owners, thisaspect isfundamentally different from the value added category
which derivesexcessreturn fromincreasesin asset value.

Incremental Risk Strategies

Finally, excessreturns can arisefrominvesting in morevolatileinvestmentsand being rewarded
accordingly. In other words, the funds can be structured to have ahigh portfolio beta. Thetwo
approaches used most frequently involve choosing propertieswith more uncertain cash flowsand
leveraging property investments. For example, hotel investments, with highly variabledaily and
seasona cashflows, typicaly providehigher returnsthanindustria propertieswhich often come
with more stabletenant bases and long term leases. Similarly, leverage can increase both return
andvolatility asapercent of net asset vaueevenif theindividual assetsexhibit normal cash flow
characterigtics. Generally, the degree of return enhancement dependslargely ontheleverageratio
and the cost of debt relative to the return on equity investments. The degree of risk increase
dependslargely ontheleverageratio.

Whilethese approaches can produce returnsthat exceed core fund returns, they do so primarily
by exposing theinvestor to incremental risk. Investors should recognizethat there should bea
clear relationship between expected return and return vol atility from fundsusingincremental risk
strategies. From theinvestor perspective, these funds have the advantage of requiring only that
managersbeableto sdect investmentsfor which market prices match theimbedded market risks.
Theintrindc natureof theinvestmentsand/or thefund leverage providethemechanismsfor achieving
excessreturnsrather than some special skillson the part of themanager. In principa, thesefunds
should achievetheir objectiveswithout higher-than-average transaction volumes.

Performance measurement for theseinvestments must alow for the deliberate use of increased
risk to achieve enhanced return. Risk-adjusted return, therefore, can beauseful construct for the
investor when monitoring manager and fund performance.



Summary

Theincreased pressure on private real estate advisorsmanagersto deliver returnsin excess of
coreinvesting strategieshasled to aproliferation of higher return strategies. Thebroad categories
identifying thesemoreaggressvefunds—coreplus, higher return, opportunistic—can mask rikingly
different stylesand skill sthat managers can bring to the marketplace to achievetheir objectives. It
isimportant, therefore, that plan sponsorsdifferentiate advisors'managersand investment fundsby
meansof the specificinvestment stylethey employ to achieve higher returns.

In this paper, we haveidentified four broad categories of investment strategieswith which to
further subdividethe universeof fundspursuing greeter-than-corereturn objectives. Thesecategories,
defined aswealth creation, value added, income enhancement, and incremental risk, represent
four distinct approachesto generating excessreturns. |n addition, we have highlighted several
skillsthat advisors/managersmust cultivate to successfully executethefour strategic classes, and
have added some comments about the measurement of investment successin the context of each
approach.

Clearly, fund managersinthered world can and often do empl oy morethan one of these gpproaches
to achieve higher returns, depending on circumstances and manager skills. However, these
perspectives should hel pinstitutiona investors assessthetradeoffsamong risks, cash flows, and
returnsoffered by fundswith differing Srategies, and ultimately may help themto sdect theprivate
real estatefundsbest suited to meet their own investment needs.
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