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Introduction

EAR READERS, WELCOME to this tenth edi-
tion of REflexions, with its wide range of

insights into trends and developments in
the real estate (RE) market across the globe.

After g editions in the familiar shape, we present
this edition for the first time in a new format, and
move from an EMEA magazine to a global Deloitte
Insights publication. This will not only reflect the
international presence of the industry. We will be
able to tackle a wider range of topics from and for
all parts of the Globe, to provide you with relevant
and comprehensive insights into real estate.

Published in spring and autumn, each edition
will revolve around 4 topic areas: market
views, technology, a spotlight on a geography
and a focus on a specific market segment.

‘Market views’ presents insights into the RE
investment from leading figures in the industry.

In this edition, we present two interviews. One is
with James Seppala, Blackstone’s Head of Real
Estate Europe, in which he explains the company’s
proactive approach to RE investment, and the use
of real-time data from across its global network in
support of decision-making. He also comments on
the importance of culture in shaping the company’s
success in RE investment, and how challenging
opportunities are given to individuals, even at rela-
tively junior levels, to develop the business; on the
implications of interest rate changes for investing
in growth; and on investment in technology.

Our second interview, with Sven Anderson, CFO

of FREO Group, explores sustainable development
and the role that the RE industry plays in mitigating
the environmental impact of energy consumption.
He explains how the trend toward construction of




‘green’ buildings in urban areas to meet changing
lifestyle demands of the population is creating
value and offering the potential for attractive
investment returns. He also identifies problems
that exist, such as choosing between different
approaches to sustainable building and, not the
least, the challenge of adapting the traditional
approach to investment appraisal in RE to take

account of the value from gains in energy efficiency.

In the ‘Technology’ section in this edition, we
present an article on the use of data analytics, a
fast-developing feature in the RE industry. As
growth and profitability in the commercial RE
sector come under pressure, data analytics

and artificial intelligence (AI) can assist with
identifying investment opportunities, using the
increasing volumes and granularity of data from a
wider range of sources. Although some concerns
remain, data analytics is being used increasingly
for predictive analytics and risk analysis to make
objective decisions for portfolio management and
identify investment opportunities to generate a
high alpha. To get started with data analytics, there
has to be a development plan for data manage-
ment, and a shift in the organization’s mindset.

Our article in the ‘Geographic focus’ section

looks at investing in special purpose properties

in Germany, as an alternative to investing in the
‘traditional’ asset classes of offices, retail, and
hotels. Investing in special purpose properties
presents opportunities for higher returns; however,
a good knowledge of the market is needed to

make sound decisions because demand for these
types of property are driven more by social and
demographic trends than by economic decisions

of companies. The article looks in some detail at
three segments within the special purpose property
sector. The first is health care properties, where
demand is being driven by the growing proportion
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of Germany’s population aged over 65 and by
increasing life expectancy. The second sector is
industrial real estate, and particularly properties
for warehousing and logistics, where demand

for more space is being driven by the growth in
e-commerce but may be affected by changing
conditions in the German economy. The third
sector is micro-apartments, which offer ‘turnkey’
full facilities accommodation in coveted city centre
locations and affordable single living accommo-
dation. Demand for this type of accommodation
comes mainly from professionals and executives
wanting hotel-like facilities with communal
spaces, and from students (with smaller budgets).

There are two articles in our ‘Market focus’ section.
One presents a summary of the Deloitte Property
Index 2019 review of residential property in
countries and cities across Europe. This looks at
trends in residential property prices and changes
in the availability of housing to meet the high
demand. The second article provides a round-up
of the findings in Deloitte’s 2019 European Oper-
ations and Technology Survey of RE investment
managers and their insights into developments in
the industry. This covers a range of issues, such
as the outsourcing of services, the use of software
for day-to-day administration and investment
decision-making, the shortage of digital talent in
the industry, the pressure on fees, and the impact
of regulatory compliance on operations and costs.

The RE industry is continually changing, and
we recognize the importance of keeping on
top of developments and recognizing what

is happening. We hope that the articles we
present in REflexions will be both informa-
tive and entertaining. Enjoy this edition!




Market views

An interview with Blackstone's head of
Real Estate Europe, James Seppala

By David Brown, head of Real Estate, Deloitte North and South Europe, and
Matt Townsend, partner Real Estate Tax and Blackstone Real Estate partner

Deloitte UK

N TIMES OF digitalization and change, real estate

asset management has to face a number of chal-

lenges. Leveraging data analytics, revising the
existing operating model, and people development
are thereby at the top of the agenda.

David Brown, head of Real Estate Deloitte North
and South Europe, and Matt Townsend, Real
Estate Tax partner at Deloitte in the UK, met James
Seppala, head of Real Estate Europe at one of the
leading real estate asset managers: Blackstone.

Deloitte: James, what do you believe differentiates
Blackstone in its approach to RE investing com-
pared to other leading asset managers in the space?

James Seppala: Generally speaking, our ap-
proach to real estate investing is quite thematic.
There are certain themes which we have conviction
in, and we pursue those in scale. That’s instead of
being purely opportunistic and sitting back and
letting things come to us. We do a lot of work on
the sector or location and then commit. We draw
huge benefits from our scale: by virtue of owning




a portfolio in Europe of over €70 billion, we have
access to a wealth of real-time information. We
can evaluate performance—areas of strength

and of weakness—and then draw conclusions

to inform our investing strategies in a way that
others might not have the benefit of. We have over
500 people globally in our team and can leverage
this global expertise across every transaction.

Data and analytics

Deloitte: So you have a demonstrable network
effect from scale. 'm interested in how you
actually draw benefit from the data and analytics.
We find sometimes that real estate is still in the
‘steam age’ in its approach to data analytics.

James Seppala: Real-time data is a priority for
us. We work closely with our asset management
team, portfolio companies, and partners to
gather and analyse as much data as possible.

Deloitte: Do you make decisions off
the back of your data feedback?

James Seppala: All the time. Say we want to
buy a Milan office. Owning 18 office buildings and
doing a number of real-time capex projects and
lease negotiations give you more valuable and
timely data. Those leases are telling you what the
market is doing right now. On the flip side, if we
followed a certain theme but our capex require-
ments are trending higher over time, we would
factor that in to acquisitions going forward. We
learn from mistakes too. That’s just as important.

Deloitte: Have you made or would you make
investments that are even partially driven

by access to data. Take The Office Group for
example. When you buy a business like that,
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does it give you access to a certain type of data
that you wouldn’t otherwise have had?

James Seppala: We don’t invest specifically

to acquire access to data, but it is a beneficial
outcome of entering differentiated segments of the
market, as we did with TOG. In that case, we also
benefit significantly from the management team’s
knowledge and perspective of the coworking space.
They are talking to their customers and feeding
back to us. We have regular board meetings and
talk to them all the time, giving us a perspective
that we wouldn’t otherwise benefit from.

Culture and people
development

Deloitte: Blackstone has been at the top of the
tree in the RE field! for a decade or more, in
terms of fund and deal size and overall AUM.
Tell us something about the culture of the firm
that allows it to maintain this performance.

James Seppala: Across the firm, there is an
enormous sense of ownership and responsibility
which tends to inspire all of us to do more. We also
invest personally in the transactions, aligning our
interests with those of our investors and reinforcing
the sense of ownership. We are a meritocracy,
rewarding people who perform well, giving them
access to opportunities, such as moving to different
groups or offices for periods of time, accelerating
their careers, giving them a new challenge, or
encouraging them to help grow a new business.
That creates a lot of energy, and by virtue of

people always seizing opportunities in different
sectors or moving to different offices, it also allows
younger, talented people to move up quickly.




REflexions

Deloitte: Given the growth in the size and
specialisms within your team, what is your
strategy around people development to

ensure future succession in your business?

James Seppala: We frequently give team
members new opportunities, pushing people out of
their comfort zone, and very often we are positively
surprised by the outcome. Suddenly a relatively
junior person has exceeded expectations and we're
much more productive in a certain region, for
example. When the team see others around them
always try and deliver their best that becomes the
standard that everyone expects of themselves.

Deloitte: To touch on people development,
are there specific programmes that you do
here, or is it case by case that you look at
what is best for people’s development?

James Seppala: We are quite programmatic
about moving people around the world. We try
to move certain of our professionals around
every year, for example always having someone
from London in New York and someone from
New York in London. We do that in a disciplined
way. Several times a year, we also think a lot
about moving people into certain positions across
groups, how they would perform, and how we
can help accelerate their career progression.
With the continued expansion of our business
lines, we are also able to offer people increased
responsibilities in these new areas of growth.

Several times a year, we also

Operating on a
multidisciplinary platform

Deloitte: Blackstone continues to evolve its
business, from PE, to RE, hedge fund, and

now growing credit and infrastructure
strategies. How does the firm derive benefits
from operating on a multidisciplinary platform?
Is the intelligence from different strategies
deployed all across the organisation?

James Seppala: That is absolutely what we
are striving to do. At our review and invest-
ment committee meetings, for example, as
well as at our regional strategy sessions, if we
are able to share any intelligence that might
support another region or business division
and there are no MNPI [Material Non-Public

Information] considerations, we will do so.

Deloitte: Do you have the sort of sit-
uation where you would like to invest
in something, but can’t invest because
another part of the business is doing it?

James Seppala: Not really. The way things
are structured, certain funds or strategies often
have exclusivity on a certain space should they
want to pursue an opportunity in that space, and
we have very differentiated strategies when it
comes, for example, to opportunistic vs. core-
plus investing. There are also times when we
co-invest, for example, when we bought Hilton,
Real Estate and Corporate Private Equity co-in-
vested because we believed our strategies and
skill sets were complementary in this situation.

think a lot about moving people

into certain positions across

groups, how they would perform,
and how we can help accelerate

their career progression.




The interest rate cycle

Deloitte: Your Q2 earnings report mentioned that

the low interest rate environment played a part in
driving demand for Blackstone funds. How do you

think the end of QE (Quantitative Easing), and ulti-
mately its reversal, will play out for your business?

James Seppala: There is a difference between
the US and Europe, obviously, because rates in
Europe are likely to stay lower for longer. Re-
versing QE, or rising interest rates, is typically
driven by GDP growth, which then tends to

lead to top-line revenue growth. We are always
looking to invest in sectors and markets that we
expect to have outsized growth. This is ever more
important in a rising rate environment, such as
the one we have been anticipating in the US.

Deloitte: You have been successful in growing
new ‘perpetual’ capital sources alongside your
series of classic fixed life funds. How does the
Blackstone model flex to deal with the different
discipline of underwriting in the core space?

James Seppala: It’s one investment committee,

one approach to underwriting, and one approach to
the themes we like. The different vehicles may have

different holding periods, different leverage struc-
tures, and of course there is a different risk profile
for core-plus or opportunistic, but it’s exactly the
same approach to sourcing and underwriting.

Deloitte: So what would you say is dif-
ferent, other than the holding period?
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James Seppala: Core-plus assets have a stable
cash flow profile and an ability to increase reve-
nues over longer periods of time, but not through
intensive near-term asset management or capital
investment. So, the management required is
more modest, and so is the leverage. The bar

is higher for core-plus and the amount of lift
required is lower. For example, investments

that require relatively limited asset management
over the hold period may fit well in core-plus.

We are always looking to

invest in sectors and markets

that we expect to have
outsized growth. This is ever
more important in a rising
rate environment, such

as the one we have been
anticipating in the US.

Deloitte: In terms of sourcing those deals, are
you effectively relying on the same network?

James Seppala: Yes, all we are doing is broad-
ening our teams’ spectrum of potential activity.

Deloitte: So is this a question of Blackstone
publicising to the market that you’re inter-
ested in core-plus and opportunistic deals?

James Seppala: Yes, and that tends to open more
doors and is therefore helpful for both businesses.
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Impact of technology

Deloitte: Can we discuss the impact of tech-
nology on your business and your investments.
What impact do you consider digitization will
make to construction and the built environ-
ment? How do you consider the impact of
wider technological change—such as driverless
cars—on your investments? How is digital trans-

formation affecting your own operations?

James Seppala: Technology is impacting
everything in our world, including real estate. Our
recent investment activity has been concentrated
in logistics assets globally, which we believe are
benefitting from the global trend in consumption
patterns toward e-commerce. Also, cities that are
attracting companies focused on tech and media
are doing particularly well today in our opinion.
We as a business are also investing to improve
our technology, across each business division and
at a group level. We have dedicated professionals
within the team focussing on tech applications
and tech companies and we are deploying prop
tech to seek to make us better investment man-
agers. At a portfolio company level, there is a

lot of investment too and we share that across
portfolio companies where it makes sense. So in
aggregate, the investment is quite significant.

Deloitte: Is central location increasingly a
driver of value in Europe, as well as in London?

James Seppala: Yes, that’s why we have a focus
on tier-one cities in Europe where innovation

is happening—such as Berlin, Stockholm, Am-
sterdam, Paris, and Barcelona. These cities are
benefitting disproportionally because it seems
that is largely where young educated people want
to be, where employers want to be, and that is
what’s driving growth and incremental demand.

Deloitte: How do you view London’s
competitiveness going forward?

James Seppala: Despite political uncertainty, we
are long-term believers in London and it retaining
its place as the truly global city in Europe. Certain
investment banks may be increasing their space
requirements in other cities such as Paris, Milan,
and Frankfurt, but that doesn’t mean they are
halving their space in London, far from it.

Deloitte: Does Europe retain its attractive-
ness against Asia and North America?

James Seppala: Yes, it has been amongst our
most active regions globally in the last seven
years and we believe a number of interesting
investment opportunities still remain across
the real estate spectrum for us. That said, given
our differentiated approach and positioning,
we continue to see compelling opportuni-

ties in Asia and North America as well.

Deloitte: Thanks for your time today James.
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Market views
Interview with FREO Group CFO, Sven Andersen

By Lize Griffiths, partner and Real Estate leader, Deloitte Continental Europe,
and Julie Castiaux, senior manager, Deloitte Luxembourg

VER THE LAST months, ESG (Environment,

Social and Governance), SRI (Socially

Responsible Investment) or Impact
Investing moved from buzz words to concrete
products strategy bringing clear values and compet-
itive advantages for the financial players investing
in them. It is now publically recognized that making
profit is compatible with sustainable growth, while
evidences show a positive correlation between ESG
consideration and financial performance.

When thinking about the future of any busi-
ness or industry, it is inevitable to consider
sustainability—and the real estate sector is a
key actor with an important role to play in sus-
tainable development over the coming years.

Deloitte: How does FREO Group see the
link between real estate and sustainability?

Sven Andersen: We fully recognise that the real
estate sector is responsible for high consumption
of energy and other resources and that we have
arole to play in helping the industry mitigate its
environmental and social impact. We also believe
that by being proactive towards sustainable real
estate investments and having an asset man-
agement strategy, we can make a big impact.
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Deloitte: Over the coming years, major
changes are expected in the way that people
live. One trend is the move to urban areas.
Some projections and studies show that by
2050, it is expected that roughly 70 percent of
the population will live in cities.? How is real
estate preparing for these possible changes?

Sven Andersen: Our view at FREO is that
real estate is being transformed fundamentally
by several key trends: adapting to new working
patterns, environmentally friendly ‘buildings’
and through technology and innovation, more
services can be offered to tenants to improve
well-being. Our aim will be to help clients take

these changes into account in their investments.

Deloitte: A major trend seems to be a shift in
the population toward a sustainable and green
lifestyle. Do you see a corresponding change in
your clients’ perceptions? And are concerns about
sustainability consistent with financial interests?

Sven Andersen: We are seeing a shift in mindset.
Developers now see green buildings as a way

of creating value. We are finding that investors
increasingly demand ‘green labels’—and in our
experience this appears to be paying off financially
for all parties involved. All of this is just the start of
a long-term sustainability commitment. The next
challenge for the real estate industry is to ensure
that green building practices are self-sustaining. It’s
not just a temporary trend, but it is here to stay. A
critical factor is to have a business environment that

values green spaces and the people who create them.

Deloitte: We understand that there is a demand
and market for more sustainable investment

in real estate. However, what can be done to
convert this demand into active measures?

Sven Andersen: An excellent example of
sustainable investment from our portfolio is the
concept 2226—a new building concept developed

in Switzerland. To achieve net zero energy perfor-
mance and excellent energy efficiency, brand 2226
buildings include industry-leading technologies and
solutions such as water treatment and recycling,

grey water use for toilet flush, electricity for the
public areas from rooftop solar panels public areas,
and creating roof areas with flowers and plants
for tenants to relax or use as co-working space.

Deloitte: What are the advantages of sustainability
in buildings from the occupant’s perspective?

Sven Andersen: We can point out two aspects
from the value of green buildings for our buildings’
occupants. First, people who work in buildings
care about things that affect their health. If
employers capitalize on this, they can make large
business savings. Product and service providers
that can prove benefits in these areas can increase
market share. Secondly, we have seen that people
are satisfied by things they notice. Which is why
managers and owners should communicate and
engage with people working in their buildings to
point out and capitalize on green efforts. In short,
it appears that green building occupants tend to
report higher productivity and health benefits.

Deloitte: Can you name some obstacles to
sustainable real estate?

Sven Andersen: First, there is a question of
what’s the best approach to sustainable building.
New Environmental Social and Governance (ESG)—
related products and technologies are available now
in relative abundance, and it is difficult to choose
between all these innovative solutions, determine
their impact, and validate their benefits. And

when it comes to implementation, many goals

may be set without internal knowledge about how
to proceed or a view of the financial implications.
The progress achieved is also hard to measure, as
most of the benefits are inherently more qualitative
than quantitative in nature. And perhaps most
fundamentally, existing calculations of investment
return and the whole thinking around ‘what
constitutes a good investment’ do not take energy
efficiency into account. In particular, the estab-
lished investment analysis methodology does not
provide any insights on ‘why’ energy is consumed.
Overcoming this narrow financial thinking around
real estate investments calls for a cultural shift—and
as we know, this can be very difficult to achieve.
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Technology

Data analytics: Enabling smart decision-making for
real estate institutional investors and managers

By Surabhi Kejriwal and Saurabh Mahajan

A challenging environment
for real estate investors

Growth and profitability in the commercial real
estate (CRE) market are under pressure. CRE
investors posted negative average annual returns
in 2018, both globally and in the United States.3
Deloitte’s 2018 Global Real Estate Institutional
TInvestor survey of 500 global institutional investors
found that investors remained committed to CRE
as an asset class and were planning to increase their
capital commitments through 2019.# However, their
investment decisions would likely be influenced
in particular by geographic market, tenant, and
financing/interest rate risks. There are also growing
headwinds around the 2020 US presidential
election, the threat from trade tariffs, an inverted

US yield curve, and the global economic slowdown.
To respond to these challenges, investors should

consider new ways to improve decision-making.

Using data analytics:
The barriers

An option for investors and investment managers

is to use data analytics and Al in their acquisition,
disposition, and portfolio management processes to
manage risks more effectively and mitigate pressure
on fees and margins. Much more data is available
today than even just a few years ago. Information
about net effective rents, leasing spreads, lease
comps, market demand, and tenant information

is now more accessible and granular. In addition,




increasing use is being made of alternative data-
sets, from IoT sensors, social media, geospatial
information, and satellite imagery. New forms
of analytics solutions, backed by AI, can help
investment managers harness this broad range
of data to make more informed decisions faster.

To date, however, most CRE managers and
investors continue to make heuristic decisions,
based on instinct rather than data analytics. There
may be various reasons for this. There may be
problems with available datasets; managers and
investors may lack analytics capabilities; and
there may be concern about data risks involved.

» Problems with available datasets and
analytical techniques. Process inefficiencies
may be a deterrent to exploring the possibilities
of data analytics. There are no commonly
accepted industry standards around data defini-
tions and governance. As such, data gathering,
analysis, and reporting require substantial
human effort and often results in information
silos. Managers could spend as much as 80 per-
cent of their time on gathering or manipulating
data, rather than on analysis.

» Limited analytical capabilities. Investors
and managers often lack the skills, tools, and
technology for sourcing, aggregating, and ana-
lyzing huge datasets from multiple sources.

With increased availability
and transparency of data,
access to information may
no longer be a competitive
advantage.
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« Data risks and uncertainty of return on
investment (ROI). New technologies come
with their own risks. Investors and managers
need to carry out due diligence to verify the ori-
gin and authenticity of the data. There could be
privacy risks if the sourced data includes per-
sonal information or material nonpublic
information. If there is a lack of transparency
about the data collection method, there will
likely be concerns around its accuracy and valid-
ity. Finally, investor organizations may not be
confident about the ROI from using alternative
data sources.

The industry has long thrived on relationships,
which is how many investors have traditionally
gained access to unique information, which
they combine with their gut instincts to make
investment decisions. However, with increased
availability and transparency of data, access to
information may no longer be a competitive
advantage. And some newer business models,
such as short-term rentals for cosharing spaces,
have different dynamics and a limited track
record of performance and returns. For investors
and managers evaluating these new business
models, relying on intuition may not be enough.

Embracing data
analytics and Al

CRE data has improved over the past few years:
One can now track buildings across several
markets and in greater detail. Technologies

such as AT and machine learning can be used to
identify patterns and opportunities, predict future
scenarios, and even automate certain tasks.
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Investors and managers can leverage analytics

and AT across the investment life cycle, from deal
sourcing to portfolio management and risk man-
agement. In addition, technology can help improve
the efficiency and effectiveness of information
integration, investment accounting, and reporting.

For portfolio management, predictive
analytics can be used to forecast performance
based on a range of traditional and alternative
datasets. For instance, to analyze consumer
buying behavior for a geography or to profile
retail tenants, retail mall investors can combine
traditional property performance data with
alternative retail sales data from mobile sensors,
social media, and physical store sales.

Advanced analytics can contribute to a better un-
derstanding of risk—asset level, macroeconomic,
and regulatory—and drafting appropriate mitigation
measures, by assessing risk and return across mul-
tiple property types, geographies, and regulators.

The application of advanced analytics to traditional
and alternative datasets can help reduce human
bias through more objective decision-making,

and also result in faster decision-making,
lower operating costs, and more rigorous risk
management and portfolio optimization.

« Deals and acquisitions. Analytics and Al can
improve deal sourcing by analyzing wider data-
sets across markets; enable more rigorous due
diligence by digging deeper into property perfor-
mance; and use algorithm-based valuations for
smarter bidding and negotiation.

» Portfolio and risk management. Analytics
and Al can be used to predict performance from
trends across a range of internal and external
variables, and facilitate smart monitoring of
assets and portfolio risks.

» Operational processes. Analytics and Al can
provide real-time tracking and integration of
data from multiple sources, accurate investment
accounting, automated reporting, and responses
to queries through machine learning
and chatbots.

Technologies such as Al and machine
learning can be used to identify patterns
and opportunities, predict future scenarios,
and even automate certain tasks.
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Getting started

Although most institutional investors and man-
agers are beginning to use alternative data and
advanced analytics, these tools are expected to
become essential in the future investment land-
scape. The starting point should be to consider
two goals: developing a data management plan
and changing the organizational mindset.

Developing a data management plan. To

use advanced analytics and AI, CRE investors and
managers should first build a data foundation.
Typically, this involves establishing data standards,
eliminating data siloes, and establishing data
governance protocols. A better understanding
should be obtained of the different types of dataset
and analytics solutions currently available, and

of their suitability; and firms should develop or
acquire the right combination they will need of
data analytics skill sets and industry experience.

A cost-benefit analysis can be performed to
decide whether to develop in-house databases
and data analytics capabilities or to outsource
these efforts to a third-party vendor or proptech.

EMBRACING A DATA-DRIVEN MINDSET
Changing behavior throughout an organization

is not easy. Instilling a more data-driven mindset
could require employees to think and behave differ-
ently. C-suite leaders should articulate clearly the
benefits of using alternative datasets and analytics.
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They should act as change champions for creating
a data-driven culture. For organizations that
don’t yet have one, adding a chief data officer to
the C-suite would signal a seriousness of intent.

Achieving success depends on a fundamental
belief that data is an important enterprise
asset and should be treated as such.

Changing behavior throughout an
organization is not easy. Instilling
a more data-driven mindset could
require employees to think and
behave differently.

New roads, new rules,
new insights

Investors looking for investment opportunities
that generate higher alpha can benefit enor-
mously from the use of analytics, especially AL

There tends to be concern around loss of human
touch (or even jobs) in decision-making. Con-
trary to this belief, however, the benefit lies

in carving out more time for investors and
managers to think, innovate, and use in-depth
insights to underpin their decision-making.
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Geographic focus

Zooming in on the niche: Special
purpose properties in Germany

By Jorg von Ditfurth, Nina Schrader and Tamara Terhalle

FEW YEARS AGO, institutional investors had

just three asset classes on their shopping

lists: office, retail, and hotel. Except for a
few outliers, these defined the potential
investments.

Due to the pressure in the German market for
high returns and falling yields from traditional
asset classes, there has been a paradigm shift
and special purpose real estate has become
attractive as an asset class to many institutional
investors. A higher return can be obtained from
these complex niche products, but it generally
requires specific knowledge of the market.

In particular, health care, industrial real estate,
and microliving have gained importance as asset

classes in recent years, and have become a regular
component of professionally managed portfolios.

The emergence of these investment opportunities
can be traced to changing social and demographic
developments. In general, special purpose property
is often driven by different factors than the overall
commercial real estate market, which is subject
primarily to economic decisions by companies.

The future of special asset classes can usually be
predicted much more reliably, since demographic
trends can typically be forecast more accurately
than shifts in economic cycle, and this can provide
a basis for profitable and secure investment.
However, reliable forecasts of social and demo-
graphic change cannot replace a detailed knowledge
of the market, especially with regard to the op-
erating and income models of real estate usage.




FIGURE 1
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Growth in German population and proportion of people >65 years until 2060’
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Health care properties

Currently, more than 20 percent of the German
population is aged over 65. This proportion is
expected to rise to more than 30 percent by 2060,
while the total population is in decline. Moreover,
it is forecast that the number of people over 80 will
rise to more than nine million by 2060, and the
proportion of this age group in the total population
will rise faster than for any other age group in the
coming decades. Another expected development

by 2060 is an increase in life expectancy from 84.5
years to 88.3 for women and from 80.3 to 84.8
years for men.5 Older people are generally more de-
pendent on care services, and the number of people
in need of long-term care is expected to increase
almost 30 percent to 3.61 million by 2030, and 70
percent to 4.82 million by 2060. This would result
in demand of more than 300,000 additional beds in
health care properties. This market segment there-
fore offers numerous opportunities for investors.®

The health care market is divided into various
types of care: senior housing, ambulatory health
centers, clinics, and rehab facilities. Some invest-
ments characteristics differ in comparison with
the traditional asset classes: lease contracts are

usually concluded in a double or triple net agree-
ment without special termination right. The usual
lease term is 20—25 years plus a possible renewal
option. The minimum bed capacity should be 9o+
per facility with an average occupancy rate of at
least 80 percent. Most of the rooms are single
rooms, but with the potential for adding another
bed. The choice of locations is based on having
sufficient skilled labor in the region, a competitive
structure, and a long-term need for health ser-
vices in the hospital and rehabilitation sector.®

The prime yield from health care real estate

is 5 percent, which is much higher than for
traditional commercial asset classes. Neverthe-
less, the yield from this asset class has fallen by
almost one-quarter since 2013. The investment
volume, on the other hand, does not show such a
clear trend and is subject to fluctuations. While
health care real estate worth €2.8 billion was
sold in 2016, the figure for 2017 was only €1.0
billion, a decline of around 64 percent, and it
seems that the first half of 2019 opened even
weaker. However, the high value in 2016 was
due mainly to supra-regional portfolio transac-
tions. The average annual transaction volume
in recent years has been about €701 million.?
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Another special feature of this asset class is the
operator model: Some operators are tenant only
and others are both owner and tenant. If an
operator wants to grow with the company, the
necessary resources are often released in the form
of a sale-and-leaseback deal. Market participants
pursue this strategy if they want to monetize their
property, which is not part of their core business,
in order to improve their equity ratio. In such an
arrangement, triple-net contracts are common

in which the operator assumes responsibility for
operating costs, insurance, and maintenance.'®

The health care real estate market often suffers
from a lack of transparency. This can be due to frag-
mentation within the market and a large number of
regulations. Almost every federal state has different
regulations for health care—from single room
quotas to fire protection regulations. In addition,
the operating landscape is fragmented and there are
many small providers as well as operators linked to
religious institutions. This results in potential for
consolidation, with enormous growth potential.®

Industrial real estate

The logistics sector delivers raw materials and
goods to the market within Germany and inter-
nationally. A major development in this sector is
the growing importance of e-commerce, which is
driving an increase in the volume of shipments
and therefore the property space required for the
associated logistics. In 2018, e-commerce turnover
rose by 11 percent to €65.1 billion and further
double-digit growth to just under €71 billion is
forecast for 2019. With this trend, new challenges
are emerging: Time- and cost-effective methods
must be found for the last mile in the delivery

of goods. In addition, Industry 4.0 is bringing
production, ordering, and logistics closer together.
Customer behavior patterns are also changing
requirements for individualization of goods and
delivery times—most companies need extra logistics
space in order to act flexibly and meet demand.*

The light-industrial asset class combines different
types of real estate, such as office, warehouse,
production, research,

Almost every federal state has different service, and retail

space. It can be divided

regulations for health care-from single into four different
room quotas to fire protection regulations, ~ c:tcsorics: comered

In the future, health care real estate is expected

to become more differentiated, in terms of the
structure of the lease contracts and methods

of operation, and investing in the sector would
require specific skills. Nevertheless, the health
care sector could be an excellent supplement or
even alternative to the current investment asset
classes. Given the predicted demographic change,
there could be strong growth prospects for this
market. Health care properties, both existing and
under development, that are operated on sound
business principles might be attractive for investors
looking for sustainable investment opportunities.*

properties, business

parks, warehouse/
logistics properties, and light manufacturing
properties. It is characterized by mixed use and
proximity to production. Tenants are predomi-
nantly medium-sized companies in a multi-tenant
structure. A common advantage is that required
plots of land are often provided already with
building rights. Furthermore, the previous
conversion of properties often results in a high
third-party usability and they are typically located
on the periphery of cities or bigger conurbations.™

18



FIGURE 2

Division of the light-industrial assets
in Germany™
First half 2018
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Source: Deloitte, ZIA, JLL.

Following record results in 2017 for the asset
subclasses of logistics and industrial real estate
in terms of investment volume and completions,
a shortage of available properties was apparent
in 2018. Land for construction was also in

short supply. This, together with long approval
procedures, slowed down completion activity

in the market and the annual results for 2018
lagged behind 2017. However, the logistics real
estate sector in Germany saw its third largest
performance in 2018 in terms of investments and
construction activity. Compared to other asset
classes or countries, the German logistics market
still offers a high rate of return, even though yields
have fallen in recent years. Many institutional
investors continue to see this as an attractive
addition to their portfolios. The German market is
home to some well-known industrial groups with
strong credit ratings and various well-regarded
small- and medium-size enterprises. With a high
degree of industrialization, low cyclicality, and

a high cash yield, this asset class is particularly
attractive, and investor interest is reflected in the

A global look at Real Estate trends

steadily increasing share of the total transaction
volume in Germany. While only 7.7 percent was
invested in logistics real estate in 2015, it rose to
11.5 percent in 2018. The total transaction volume
in this segment in 2018 was about €6.8 billion,

48 percent above the five-year average, of which
€2.9 billion, over two-fifths, were light-industrial
properties. While yields on traditional industrial
properties are falling, this is not the case for
light-industrial properties. The prime yield for
light-industrial typically varies between 4.3 percent
and 6 percent, depending on the type of property.*®

Due to the lack of available space, take-up in 2018
fell sharply by 40 percent to 856,000m2. Top rents
are around €8.70/m2 for light manufacturing
space, €17.30/m2 for flex space, and €14.20/m2
for office and social space. While top rents are
developing steadily, average rents are rising across
all usage types within a light industrial property.”

The biggest concern for this asset class tends to be
the trade discussions between the US, China, and
Europe and a possible tightening of global trade re-
strictions. Even a disorderly Brexit could adversely
affect Germany’s economic situation. However,

as the European Central Bank postponed any
change in interest rate to 2020 and the current low
interest environment continues, real estate remains
attractive for investors. The prospects for growth

in rental and capital values are generally good for
industrial assets. The scarcity of designated land for
industrial use in the (high-demand) metropolitan
agglomerations has been a continuing driver of
land prices and rents in recent years, particularly
in the logistics sector. The conversion of land could
therefore become increasingly common and, in
response to current global developments, a growing
number of companies are expected to adapt their
supply chain to the new situation and bring their
various operations closer together. In addition, the
continuing expansion of online retail is helping to
increase the demand for industrial property.*®
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Microapartments

The Federal Statistical Office predicts that by 2030
single flats will make up 44 percent of the total of
German households, and even though the country
overall has an ageing population, there is expected
to be a rise in the proportion of younger people in
the big cities such as Berlin (+9 percent), Hamburg
(+5.6 percent), and Munich (+18.3 percent). The
number of students in Germany is increasing
steadily, having risen by 8 percent since 2013 due
to low tuition costs, an expansion higher educa-
tion and English language courses and growing
numbers of international students. Furthermore,
people are getting more mobile, moving around
more, and groups such as students, commuters,
city travelers, and digital nomads prefer sharing
instead of owning. This is having a direct impact
on the structure of demand for accommodation. In
response, new concepts in housing are needed.*

The concept of micro-living takes into account
these changes in society, and also makes affordable
single living in coveted city locations. The market
for microapartments has grown out of classic forms
of short-term accommodation such as furnished
rooms and student halls of residence: It combines
the fit-out of a residential apartment with the
convenience and flexibility of a hotel. While com-
mercial concepts typically focus on professionals
and executives by offering hotel-like services and
sophisticated furnishings, residential concepts
tend to attract students or young professionals in
need for a fully furnished apartment in a commu-
nicative environment. Every concept enables new
residents to start living in the space immediately.>°

Microapartments are offered as turnkey full-facility
accommodation, targeting groups such as students,
young professionals, business people and long-dis-
tance commuters of all ages who do not want to
live in hotels. A room is typically around 20-25 m2
including bathroom and kitchen, and larger types
extend to 35m2. Rather than having a living room
or home office, residents of micro-apartments

use communal spaces, which makes it easy for
residents to meet like-minded people after a day at
work or at lectures. Properties are usually located
in the central districts of metropolitan areas or

Rather than having a

living room or home office,
residents of microapartments
use communal spaces, which
makes it easy for residents to
meet like-minded people.

university towns with a good public transport
system. The monthly rent is an ‘all-in’ that covers
regular ancillary costs and also internet access,
furniture, and services such as a concierge or a
gym. These services are usually not provided by the
owner, but by an operator. The operator concept
provides a high level of service, but the market for
operator companies is still fragmented and only

a few of them have much of a track record. New
market participants in this area often focus on
one region and manage only a few buildings.*">
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The prime yield for residential concepts amounts
6.5 percent and 7 percent for commercial concepts.
The attractiveness of micro-living is particularly
reflected in the growth in transaction volume.
While the transaction volume for commercial con-
cepts has increased by 122 percent since 2013, for
residential concepts it has grown by 322 percent.

The emergence of micro-living as an asset class is
closely related to the question: ‘How will we live
and work in the future?’ In a highly globalized,
digitalized and urbanized future, microapartments
are a solution for many of the challenges facing the
housing and hospitality market. Minimal/coliving
is becoming the new lifestyle for many urban
single people. The majority of microapartments in
Germany are still quite expensive due to the cost of
included services, but there is further potential for
targeting student groups with a smaller budget.>*

A global look at Real Estate trends

Summary

Special purpose property includes different
asset classes that can offer great investment
opportunities provided the necessary know-how
is available. Social and demographic trends

are expected to influence the development of
each type of property. These trends can be
reliably predicted in the medium term.

The numerous possibilities for generating long-
term income and the prospect of solid rental
performance will likely continue to attract the
interest of tactical investors looking for an
alternative to the more moderate returns from
traditional asset classes. Other investors could
look for the security and potential of risk diver-
sification in asset classes that are less exposed

to economic cycles. However, in addition to
monitoring financial returns, careful due diligence
of the operating model can help to understand the
opportunities and risks with these asset classes
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Market focus

]

Deloitte Property Index 2019:
How Europeans live and what it costs them?
Where does residential price growth end?

By Petr Hana

UR EIGHTH EDITION of the Property

Index, Overview of European Residential

Markets, looks again at factors influencing
developments in the residential real estate markets
and compares property prices in selected European
countries and cities. The key issue this year has
been price growth in the housing sector.

Based on previous editions of the Property
Index, housing prices have been on the rise since
2015 in 15 out of the 16 selected countries. The
only exception is Italy, where prices have fallen
continually since the beginning of the financial
crisis. The average annual growth in residential

property prices in the European Union (EU) in the
past three years was 5 percent but was double this
amount in the Czech Republic, Hungary, Latvia,
and Portugal. Due to the significant increase in
property prices in these countries, the prospects
for home ownership are lower. The culprit may
be the fallout from the debt crisis, or poor and
slow administration by government authorities,
which can hamper the construction of new res-
idential properties. These factors can limit the
supply of housing to meet the high demand.

Despite close economic ties within the EU, the
residential markets differ widely between countries.
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For the first time, Norway was the most expensive
country in our survey for the price of a new dwelling
(€4,043/m?3), taking over the leading position
from the United Kingdom. France came second
(€4,016 /m?), where prices rose in the big cities
such as Paris, but tended to fall in the rest of the
country. Portugal recorded the lowest prices, with
an average of €1,088/m>2. Surprisingly, the highest
percentage rate of growth in 2018 was in the Czech
Republic, followed by Hungary, where prices rose
by 16.8 percent and 13.7 percent, respectively.

Inner Paris was the most expensive city in the
Property Index, where the average price was
€12,910 /m?, followed by London (€11,185/

m?), where a new benchmark methodology was
applied for this survey, measuring an average
value for the city as a whole. Debrecen in Hungary
was again the cheapest city in the survey with

FIGURE 3

A global look at Real Estate trends

a price tag of €1,110/ m? in 2018, followed by
Gyor (€1,195/m?). For anyone looking for cheap
residential property outside Hungary, £6dZ in
Poland (€1,237/ m?) might be the perfect place.

To assess the affordability of housing, we measured
how many average gross annual salaries it would
take to buy a standard new dwelling (70 sq m). The
most affordable housing can be found in Portugal,
where you would need to save on average for just
3.8 years to buy a new dwelling. Portugal is closely
followed by Belgium (4.0 years), although it should
be noted that the difference between gross and

net salary in Belgium is larger than in most other
countries. The least affordable housing was, for

the third time in a row, in the Czech Republic
where you would need to save for more than 11
years to buy a new apartment. The second least
affordable housing was in Latvia (10.1 years).
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As in previous issues of the Index, we researched
rental prices in selected cities. A dwelling in the
centre of Paris was again the most expensive in
2018, where the average monthly rental price
was €27.8/m?2. Rents in Norway are also compar-
atively expensive: Oslo followed by Trondheim
occupied second and third places in our research
(€25.3/m? and €21.3/ m2per month, respectively).
Despite the current situation in Berlin, where
rent levels have risen significantly in recent years,
average rents in the city are still modest (€7.3/

sq m per month) compared to other European
cities. The lowest average rental price was in
Debrecen (€6.4/m? per month), followed by Gyor
(€6.5/m? per month) and Ostrava (€6.6 m?).

With regard to new residential construction in
2018, the lowest number was in Latvia where only
3,000 dwellings were completed, although this
was still almost 100 percent more than in 2017.
The highest number was again in France, where

more than 459,000 new dwellings were completed.

When we consider new construction per head of
the population, our research found that for all the

FIGURE 4
Affordability of own housing

countries in the survey, the average number of new
starts was 3.8 dwellings per 1,000 citizens. The
worst performance was in Portugal, where only 1.2
new dwellings per 1,000 citizens were completed.
The highest year-on-year growth was in Belgium,
where the number rose from 4.4 initiated dwellings
per 1,000 citizens in 2017 to 5.5 initiated dwell-
ings per 1,000 citizens in 2018. The largest total
number of dwellings per 1,000 population was in
Portugal (580 dwellings per 1,000 citizens), closely
followed by Italy (578) and France (528). The
highest total number of dwellings was in Germany,
where the housing stock amounts to 42.2 million.

The mortgage market and interest rates have
significant influence over conditions in the housing
market. The cheapest country for a bank-financed
mortgage in 2018 was Portugal, where mortgage
interest rates averaged 1 percent. The most ex-
pensive country was Hungary, with an average
interest rate of 4.5 percent. In traditionally

strong markets such as the United Kingdom,
France, Italy, and German mortgage interest rates
ranged between 1.4 percent and 1.9 percent.
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A global look at Real Estate trends

A round-up of Deloitte’s 2019 Operations
and Technology Survey results

By Andrew Carey, Benjamin Lam, Arnaud Bon and Hendrik Aholt

N LINE WITH wider business practice, the global

real estate market is beginning to see significant

investment in advanced technological solutions.
The 2019 European Operations and Technology
Survey for real estate investment managers shows
an industry adapting to evolving market conditions,
a changing regulatory environment, and a

fast-growing technological landscape.

The survey of 18 global real estate investment
managers reviewed the main trends in technology
and operations in the industry and their associated
challenges. Here, we examine how investment
managers are rethinking their operating models
and technological capabilities, in response to

these trends and to stay ahead of the curve.

The report covered trends in investment
management operating models, including
the extent of outsourcing, software and ap-

plication use, and investment in systems.

Property management
is the most commonly
outsourced activity

Findings from the survey confirm that outsourcing
is a common strategy, and show that property
management, including both rental payments

and general property maintenance, is the most
frequently outsourced activity by investment man-
agers. This is perhaps to be expected: Real estate
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requires local expertise and as such it is common
for investment managers in the field to liaise with
service providers. Overall, service providers are
utilised mainly for ‘support’ activities such as prop-
erty accounting, SPV accounting and consolidation,
and tax accounting: The majority of investment
managers in the survey outsource these activities.
Understandably, the least outsourced activities
were those relating to risk management, investor
reporting, and fund and portfolio management.

FIGURE 5
Outsourcing rate (%)

Property management Property accounting
SPV accounting and consolidation
Tax accounting M Fund accounting

M Investor AML/KYC due diligence

H Investment/ transaction management

M Asset valuation M Corporate services

Bl Assets management M Data-warehousing

W Fund raising/CRM M Risk management

M Investor reporting

B Fund and portfolio management

Source: Deloitte.

Software use is most prevalent
in asset and fund management,
but less so in other areas

The use of software applications to perform daily
tasks is becoming increasingly common across
the industry: The survey found that almost 50
different software applications and platforms
were used by real estate investment managers.
Systems such as SAP, Oracle, and Yardi can
transform the way a business operates, and have
been adopted for various real estate activities.
The survey found that system implementation is
most common in fund and portfolio management,
with the majority of those surveyed having a
technology system in place for these activities, and
often having two or three coordinated systems.

While limited software use is understandable in
property management due to the high degree
of outsourcing, fewer than half the investment
managers surveyed have developed internal
applications for data warehousing. However, as
the ease of data transfer improves with lower
cost, dynamic tools, and more suppliers in the
market, we should expect to see a step change
in the appeal of data warehouse solutions.

The least outsourced activities
were those relating to risk
management, investor
reporting, and fund and
portfolio management.
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Data warehousing and asset
valuation are a target for
future investment in systems

The survey shows increasing demand for data
warehousing solutions to support real estate
investment activities. Although only 13 percent
of managers in the survey have invested in this
field to date, over 60 percent plan to increase
their investments over the next 18 months. Asset
valuation and asset management are also areas
where managers expect to invest significantly

in the same time horizon. The growing interest

in data warehousing, asset valuation and asset
management reflects a longer-term desire to have
a platform for analysing both structured and
unstructured data using advanced analytical tools.

Operating model satisfaction
varies significantly
across activities

The survey also explored the overall level of
satisfaction among investment managers with their
operating models. Among those surveyed,

21 percent reported a low level of satisfaction

with some aspects of their operating model. The
highest level of respondents’ satisfaction was with
governance and processes, particularly in fund
and portfolio management, an area that, interest-
ingly, has also seen the highest level of software
investment. There was also a high level of satis-
faction among respondents with risk management,
anti-money laundering and know-your-client due
diligence, and fund accounting. In contrast, within
the same operational area, data warehousing,
asset management, and property accounting

were seen by those surveyed as areas needing
improvement. This result may not be surprising;:
There is generally a direct correlation between
strong governance and processes and an effective
data warehouse/asset management solution.

A global look at Real Estate trends

Investment in technological
innovation is on the rise

Despite being a near-silent participant in digital
transformation for almost four decades, the real
estate industry is now increasing their use of
technology. All the investment managers in the
survey considered asset management, transaction
management, and investor reporting as likely
avenues for technological innovation. However,
almost a quarter believed that activities such as
property management, fund accounting and tax
compliance and reporting would gain little from
technology compared to current performance.

The growing interest in data
warehousing, asset valuation
and asset management
reflects a longer-term desire
to have a platform for
analysing both structured
and unstructured data using
advanced analytical tools.

Overall, the focus areas for innovation were not
surprising, as they centre on those that can improve
processes and efficiency or provide a greater

degree of data-driven insight. Almost all managers
in the survey intend to invest in digitalisation of
contracts and documents, while 81 percent have
already invested or are planning to invest in big
data and data analytics, and 75 percent in robotics
process automation. Despite being regarded as

‘impactful’, AT and 3D printing are attracting less

investment than might be expected, with fewer than
one in two survey participants intending to invest
in these areas. Some innovations may be at too
early a stage in the cycle, or may be targeted more
effectively by other parts of the real estate sector.
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Yet, challenges remain

Despite intentions to expand software of-
ferings and capitalise on state-of-the-art
technologies, investment managers currently

face a number of challenges in the market.

‘Talent’ was highlighted in the survey as one of the
key challenges, with fierce competition for recruit-
ment and retention of experienced employees. As
fee structures tighten and investment vehicles
become ever more sophisticated, maintaining a
strong talent base is increasingly crucial for the
continued success of investment management
organisations. Seen as the most important
challenge by respondents, it appears there is a
need for more robust employee incentives.

‘Market conditions’ also weigh heavily on
investment performance: Almost all survey
participants considered real estate pricing and
deal flow to be of particular importance, with
pressure on fees another area of concern. In-
creased consolidation in the market combined
with fewer larger players is a key factor adding
to the pressure on fees, and many real estate
investment managers cited feeling required to be
increasingly creative in finding and developing
assets that meet their expected return targets.

In the past decade real estate funds, like all
alternative investment vehicles, have been
affected by a wave of regulations, and the 2016
survey found that many real estate investment

managers felt as though they were being forced

to reconsider the way they were operating. Reg-
ulations, such as the AIFMD, were relatively

new when previous editions of the survey were
undertaken, resulting in investment managers
making substantial operational changes to ensure
correct adoption. This year, regulation impact

(83 percent) and increased compliance and
structural costs (72 percent) were a significant
concern amongst survey respondents. While there
was similar concern about changes in tax envi-
ronment, respondents had a neutral view about
regulatory reporting and financial controls and
the extent of the challenge they pose. As the new
regulations have become embedded into the ‘ways
of working’ for Real Estate investment managers,
there may be less need for direct management
focus, although its importance will remain high.

Despite the challenges, the overarching message
from the survey respondents remains positive.
Findings suggest that investment managers’
satisfaction with their current operating model
corresponds with their level of technological
capability. There are strong intentions by respon-
dents to invest more heavily in technology over
the next 18 months and beyond, so we could see

a dramatic shift in both software use and invest-
ment manager satisfaction. As such, the outlook
for investment managers remains optimistic—a
sentiment that should be reflected in future reports.
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