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A return to
stability?
Public Equity
Private Equity
Public Debt
Private Debt
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4Q highlights
Public Equity

• Given the maturity of the cycle in the UK, investors are
favouring European stocks.
• The structural shift of consumer spending is reflected in
preference for logistics over retail exposure.
• For those seeking equity exposure, the public route is arguably
more attractive at this stage of the cycle, given its liquidity.

Public Debt

• The CMBS pipeline remains limited, but demand from
outside the real estate market may prompt greater issuance
in the second half of 2017.
• Investors’ preference for scale, rather than specific sectors or
markets, indicates a cautious outlook.
• The key concern is, although there is decent value in relative
terms, nominal returns are at risk from inflation.

Private Equity

• A dichotomy is emerging between short- and long-term
risk appetite.
• In the short-term, investors are finding decision-making
difficult as short-term political risk and the stage of the cycle
preys on nerves.
• For the long-term however, bolder strategies are being
pursued; investors are actively seeking out alternative sectors
offering robust and inflation-linked income streams.

Private Debt

• A huge volume of capital has been raised to invest in European
debt markets; deployment is now the challenge.
• Consequently, a broad range of loans are being underwritten,
with lenders able to satisfy a variety of return requirements.
• That said, investors still treat secondary retail and speculative
development lending opportunities with kid gloves.
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Transaction volumes in the first half
of 2017 have shown a marked increase
on the same period last year.

4Q investment outlook
the political landscape at the end
of the first half of 2017 is arguably
much more positive than many would
have dared hope for at the beginning
of the year. Resurgent support for
centre-ground parties in Netherlands,
France and Germany has quelled, or
in Germany it looks as if it will quell,
various far Right threats. Only in the UK
has the incumbent establishment been
weakened, by self-inflicted wounds,
but when compared with the turmoil of
the UK one year ago, perhaps even this
represents a return to stability.
Against this improving political
backdrop, total real estate investment
in Europe reached €130bn in H1 2017,
representing a 13% increase on the
same period last year. The strong
quarterly performance was, in large
part, driven by an upturn in UK trading
activity with volumes reaching €23.4bn
in Q2 2017, up from €16bn in Q1 2017,
and a 54% increase on the same period
last year. The sale of Logicor in Q2 did
have substantial UK exposure but even
if this large transaction were excluded,
investment volumes would still be
trending up year on year.
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Germany once again proved to be the
driving force behind investment growth
in Continental Europe, with the region
posting 15% growth on the same period
last year. In Germany, transaction
levels for H1 2017 increased by 49%
compared to H1 2016, transacting
€13.9bn in Q2 2017 and €26.5bn for
the first half of 2017. Italy and Spain,
as well as the Netherlands, also
witnessed strong investment growth
over the quarter, posting 110%, 76%
and 38% increases respectively. In
France, the results for the first half of
2017 were somewhat muted. However
the success of Emmanuel Macron in
France’s presidential elections will
likely have a positive impact on occupier
and investor markets, with a strong
investment pipeline going into H2 2017.

ITALY AND SPAIN,
AS WELL AS THE
NETHERLANDS, ALSO
WITNESSED STRONG
INVESTMENT GROWTH
OVER THE QUARTER

Strong rental growth is coming through
in a number of markets across Europe
and investors are looking for ways to
capitalise on this trend. Rental growth
is currently evident for office property
in some European markets. And while
prime office districts have already seen
a share of rent increases, sustained
occupier demand and growing scarcity
of space is resulting in spill-over effects
to secondary locations.
To a lesser extent rents for industrial
property are also on the rise –
particularly in supply-constrained
areas. As for residential, both vacant
possession values and rental values
have risen sharply as demographic
pressures in the major cities are
mounting. A structural shortage of
housing makes residential particularly
attractive to developers. However,
competition for land and the relative
attractiveness of residential projects are
pushing away development potential
in other sectors.

€130bn
54%
49%
IN H1 2017 TOTAL REAL ESTATE INVESTMENT IN EUROPE REACHED

UK TRADING VOLUME HAD AN ANNUAL INCREASE OF

GERMAN TRANSACTION LEVELS FOR H1 2017 INCREASED BY
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Currently, the model suggests that most
quadrants are good value – in other
words, expected returns are greater
than required returns – which has been
the theme for much of the last few years.
More specifically, it appears that:
• Debt quadrants appear better value
than equity quadrants,
• Private quadrants appear better value
than public quadrants,
• Public equity looks poor value absent a
positive change in the discount to NAV.

CURRENTLY, THE MODEL
SUGGESTS THAT MOST
QUADRANTS APPEAR TO
BE GOOD VALUE
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These signals should be treated with
caution. Although this model has
predicted accurately in the past, (see
Figure 01), it may not hold into the
future. Furthermore, investors should
use it in conjunction with their own
risk and return requirements, as well
as their own view of the cycle. For
those – and there are many – who view
the cycle as increasingly mature, the
evidence that debt quadrants appear
good value will be very welcome, given
that it would be natural to favour
these quadrants when downside risk
is a key consideration. Those with a
more optimistic outlook however,
will perhaps see an opportunity in
public equity – buying in at significant
discount to NAV but maintaining
liquidity should it be required.

4

1996

the pricing model is initially only
for the UK, but it will be extended to the
rest of Europe in future publications. It
is deliberately simple, in part due to a
paucity of performance data for some
of the quadrants, but also to maintain
its accessibility. The model compares
expected returns, defined by current
market pricing and income growth
forecasts (where relevant) with required
returns, determined by the risk free
rate and a risk premium that we
have set. Further information on the
methodology can be found at
www.cbre.co.uk/4Qpricingmodel

6
Expected Return minus Required Return

4Q relative value

Figure 01: Expected Return Vs Required Return, UK

PUBLIC DEBT

Figure 02: Expected Return Vs Required Return, UK, Q2 2017
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For this edition of the Four Quadrants we have developed
a simple pricing model to compare relative value across
the universe of real estate investment options. As at the
end of Q2 2017, all four quadrants appear to offer value,
to varying degrees, to investors in real estate.
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P UBLIC EQUITY

The Public Equity quadrant captures real estate exposure gained through
ownership of shares in a company that is invested in real estate. Typically, these
will be Real Estate Investment Trusts (REITs) or property companies. This class
of investor may be diversified or sector-specific, and some will have exposure
to development. Most will have a modest level of gearing (sub 50% LTV).

PUBLIC
EQUITY
Europe is regarded more favourably
than the UK largely as a result of the
macro-economic outlook; with growth
slowing in the UK but accelerating
on the continent, investors are more
able to believe that income growth
will supplement low dividend yields.
Specific country preference is hard
to discern given the esoteric nature
of the REITs in each country, and so
relative performance is specific to
each company rather than geography –
although German residential is a
strong favourite.

In the UK, with little growth anticipated
and concern about the direction of
values in the short term, investors
are demanding significant discounts
to NAV, but even at current levels of
over 10%, these are not sufficient to
drive significant buying behaviour.
Companies weighted towards Central
London value-add or retail are least
popular, given the cyclical and
structural issues investors perceive in
these sectors. Instead, investors favour
companies exposed to logistics and to
alternative sectors where the income
stream is more defensive or perceived
to be inflation-linked, such as student
accommodation. Smaller companies
aimed at the retail investors that
offer a higher dividend yield have also
out-performed.

It is difficult to see a catalyst for change
in the short term. On a relative basis,
this quadrant looks slightly less good
value than the other three quadrants.
But it is possible to make a case for
public equity in spite of this on the basis
of the genuine liquidity it offers, which
is always preferable in an investment
if one is worried about downside risk.
There is also the potential upside in the
form of erosion of the current discount
to NAV. However, this has been the case
for some time. Without a meaningful
reduction in short-term political risk or
the prospect of significant NAV growth,
cautious investors will feel justified in
sitting on their hands.

Figure 03: UK and European Public Equity Performance
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once again, the theme of the last
quarter has been a preference for
continental Europe over the UK.
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P R IVATE EQUITY

The Private Equity quadrant relates to capital that is invested in entities that are
not listed on a public exchange. Trading in these funds or companies will take
place (if at all) privately. While private equity has a reputation for aggressively
seeking higher returns through active management, higher risk stock selection
and higher leverage, many funds falling into this category are in fact diversified
funds invested in core real estate with little or no gearing.

PRIVATE
EQUITY
heightened perception of shortterm risk, due to the maturity of the
cycle and country-specific political
events, is an increasingly important
factor in decision-making – or the lack
of it. Investors compelled to commit
capital for a short time period (say,
three years or less) see a great deal of
uncertainty and consequently tend
to be conservative in outlook. They
prefer diversified strategies, large fund
managers with good track records, and
a focus on their home markets where,
rightly or wrongly, they believe they
better understand risk. By contrast,
those able to invest with a much longer
horizon in mind are spreading their
wings and alternative options, including
student housing, hotels, residential,
and infrastructure are particularly in
demand. In short, fears of downside
volatility are to the fore
in the short term, but upside potential
can increasingly be priced in over
the longer term.

0 8 | J ULY 2017

In the secondary market for private
funds, we have seen very strong
demand for pan-European core funds
and for funds enabling liability driven
investment (LDI) – in other words, those
specialising in long, often indexed
income. Although we have some
doubts as to the validity of a net asset
value (NAV)-driven approach to this
market, pricing against this metric
is nonetheless instructive, and these
funds are seeing trades at high single
digit premia to NAV.
There is a sustained level of demand,
broadly in balance with supply, for
the UK balanced funds. While they
rarely enjoy a premium they equally
seldom trade at a discount to NAV.
Specialist funds tend to be less in
favour; those with a retail or Central
London focus tend to be available at a
discount to NAV, although that discount
has narrowed recently – in part as a
result of falling NAVs (as valuations
have caught up to sentiment) but also
because of an increase in confidence
in the London market.

We do not expect a busy start to the
second half of the year in the secondary
market; with no stimulus to move
pricing, and without a divergence in
views away from a “lower returns for
longer” consensus outlook, investors
have little incentive to trade. What
activity there is will more likely be
focussed on Europe, where we feel
that the pressure to deploy funds is
greater. Indeed, with many investors
increasingly balancing their portfolios
with end of cycle risk in mind, and with
little to indicate that pricing is anything
other than fair at best, tactically there
is an argument for investors to favour
debt or public equity quadrants.

WHAT ACTIVITY THERE IS WILL
MORE LIKELY BE FOCUSED
ON EUROPE, WHERE WE FEEL
THAT THE PRESSURE TO
DEPLOY FUNDS IS GREATER
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P UBLIC D EBT

The Public Debt quadrant encompasses borrowing by entities engaged in real estate
investment, where that debt has been issued via a public market. In practice, this usually
means corporate bonds of REITs or property companies, or securitisations of debt backed
by single assets or a portfolio of assets, usually termed commercial mortgage backed
securities (CMBS). Often this debt will be rated by independent agencies; most will be
investment grade, though some may be higher risk.

PUBLIC
DEBT
With regards to CMBS, the market
has been in the doldrums for some
time as the higher returns demanded
by investors (due in part to Solvency
II capital requirements) have simply
not been achievable. As a result, new
issuance has plummeted.

We are hopeful however that this
trend may begin to reverse, as interest
increases from other fixed income
investors seeking relative value within
their spectrum. With growing demand
for various rated asset backed securities
products, CMBS may benefit from
improved pricing relative to other forms
of debt, including residential mortgage
backed securities (RMBS) and CLO
(collateralised loan obligations).
Within the mainstream public debt
market, modest required returns
continue to support lending appetite
for REIT corporate bonds. Here,
preference is less expressed on a
sector or geography basis – though
as is universally the case currently,
logistics are very popular – than on a
scale basis, with investors showing a
preference for scale, which may imply a
defensive outlook. We have also noted
an increased interest in debt backed by
operational assets, such as hotels.

If we have a concern, it is that inflation
risk is being mispriced throughout
markets, but particularly in the UK –
where the upside risk to inflation is
exacerbated by uncertainty over sterling
in the wake of the Brexit referendum
and negotiations. So although we think
that on a relative value basis public
debt pricing is reasonable, low nominal
returns are at risk of being swamped
should the inflation threat crystalise.
Some investors are seeking to protect
themselves from this; we have noticed
a marked increase in demand for longterm inflation-linked debt over the first
half of the year.

IF WE HAVE A CONCERN,
IT IS THAT INFLATION
RISK IS BEING MISPRICED
THROUGHOUT
MARKETS, BUT
PARTICULARLY IN THE UK

Figure 04: Comparison of Spreads on European Public Debt
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P R IVATE D EBT

The Private Debt quadrant consists of lending to real estate investment that is not
done via a public exchange. Usually, this will relate to lending by a bank or fund.
Because it is private, achieving transparency of even basic pricing terms, and hence
performance over time, has historically been challenging.

PRIVATE
DEBT
There is a huge amount of liquidity
waiting to be deployed in the sector.
Preqin data shows that almost €40bn
has been raised for European real
estate debt funds over the last three
years, much of which will likely remain
un-invested. After a strong first
quarter, our sense is that volumes were
constrained in the second quarter by
a shortage of product.
Competition has long been intense for
a long time to lend to prime capital city
offices at reasonable LTVs, but it is also
robust at higher LTVs or for assets with
a “bit more hair on” because the sheer
volume of investors with different risk
tolerance and target rates of return
ensures competition beyond the prime.
By and large lenders have robustly
defended margins, and where they are
compromising it is more likely to be on
deal size than on pricing; lenders are
showing greater willingness

to write larger loans than they are
cheaper loans. That said, following an
initial move upwards, pricing in the UK
has returned to pre-referendum levels.
Very few areas of the market see
no interest, although it can be very
difficult to provoke much response to
secondary retail away from national or
regional centres, even at a modest LTV.
Speculative development finance is
available, but lenders are selective
with regards to sponsors, market
and location.

Figure 05: Funds Raised for European Debt Mandates
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the stampede into the private debt
market has been ferocious over recent
years, and the momentum of the
charge shows few signs of abating. The
strong relative value of the quadrant
compared to competing asset classes,
both real estate and fixed income, is
a factor for some. We are even seeing
investors “crossing the quadrants”,
with a few examples of property
companies establishing debt platforms
as they perceive greater value to be
had in debt than equity. But for many
other new entrants the prospect of
further fragmentation of market share
away from a few dominant players is
sufficient enticement.
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