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Il ension funds began investing in real estate in

l, the earlv 1970s. During the last 25 years they
I. have accumulated approximatelv $120 billion in
property of various types through a number of
investment formats. During the last five years
pension fund portfolios hale been impacted dra-
maticallv bv the worst market downturn since the
real estate asset class was added to their overall
portfolio asset allocation. This article reviews the
historical development of diversification strategies
within the real estate sector in order to identifv and
discuss the factors most likelv to influence the fur-
ther evolution of pension funds' investment strate-
gies for real estate.

Pension funds hitiallv began hvesting in real
estate through large open-end commingled funds,
manv of which r.r,ere sponsored bv insurance com-
panies. The fund manager was responsible for all
decisions regarding the diversification of the portfo-
lio. Most funds had a broad charter in terms of the
stated investment strategv and, consequentlv, were
invested in most commercial property types
throughout the United States. Early in the life of
these funds, the predominant property types were
office, retail and industrial. All were income-
producing properties that generally were
u n ler.era ged .

By the early 1980s, the investor market began to
question the validitv of appraisal-based pricing and
the liquidity promised by the open-end funds. In
response, fund managers developed a product
structured to meet these concerns-the closed-end
fund. Earlv closed-end funds still had a fairlv
broad property type chartet including office, retail
and industrial, but generally *,ere smaller capital
pools and thus acquired a smaller number of prop-
erties. The first generation of closed-end funds
added littte to the diversification of investors'
portfolios.

As the capital market demand for the asset
class from all sources hcreased in the late 1980s,
pension funds grew increasinglv selective in their
in\€stment acquisition strategies. While their asset
allocation studies continued to dictate target fund-
ing levels in excess of the value of their current
property holdings, the pricing of new acquisitions
had shifted. Lower initial cash yields were accepted
in exchange for the prospects of greater future
growth. Real estate acquisition strategies became
increasinglv focused not only on certain property
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tvpes and regions, but on specific properties. Inves-
tors increasingly looked to direct propertv acquisi-
tions, or fullv or partiallv-specified pooled funds, as
the preferred investment mode. In 1988, office ac-
quisitions (in terms of dollars invested) hit an all
time high. By the end of the decade, the bottom fell
out of not only that strategy, but the propertv mar-
ket in general.
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Bv the early 1990s pension funds were looking
in two fairlv narrow directions: specified property
types that were expected to generate steady income
and positive growth (primarily retail), and new cat-
egories of non traditional or non core investmcnts
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which included timber and farmland. Improved
supply/demand relationships in the apartment sec-
tor contributed to the acceptance of mtrlti-famil1,
apartment iN,estments as part of the real estate
portfolio strategv Durhg this time frame, invest-
ment strategies for new commingled fund products
were becomin2; increasinglv focused regarding
property tvpe and geographic location. The drop in
office propertv values, combinc'd n,ith increased ac-
quisition volume in the retai[ sectot had altered the
real estate portfolio mix. The market rescarch
needed to assist in identifying future gror+'th pros-
pects by propertv type and region was addressed
bv the emergence of senior researchers in several of
the top traditional real estate advisorv firms.

During the same period of time, the capital
markets u'ere beginning to respond to the shifting
capital demands of the real estate sector. Just as
changing regulatory conditions led the traditional
sources of real estate finance to withdraw fronr new
investment in real estate, Wall Street was seeking
ways to capitalize on the resulting capital void.
During 1992-7994, the market capitalization of the
Real Estate [nvestment Trust (REIT) sector grew
from less than 510 billion to orer S40 billion. These
new public companies had management and assets
in place, capital to grou, and a recent record of
attractive dividend yields.

How have these factors influenced pension
funds' real estate diversification strategies? Ne$,
pension fund in\estment capital is slowly returning
to the real estate sector, but iN€stors are much
more introspecti\e. The last fire years of retums
have had a siBnificant impact on how pension
funds approach the strategic planning process for
the real estate sector. This has led to critical re-
examination of the real estate advisor's role in the
investment planning and implementation process.
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At the same time, the market recoverv has brought
a whole new array of investment formats and
investment strategies many of which are being
offered by new investment firms. The real estate
capital market matrix is a topic of discussion at
many pension real estate conferences. These
changes are influencing these in\.estors'real estate
investment strategies in a number of ways.

FIGURE 4

Total Market Equity REIT Capitalization
($ Billions)

specific investment programs has provided the pen-
sion investor with better mechanisms for changing
the portfolio's propertv type mix over time. The
emergence of market mechanisms, such as the In-
stitutional Real Estate Clearinghouse designed to
facilitate the transfer of the investors' investment
interests, also will provide investors with greater
flexibility over their portfolio mix and their ability
to change that mix over time.

Publicly Traded Real Estate Securities
The publicly traded real estate companies will play
an increasinglv significant role in the investors'
portfolios. Pension funds will continue to seek out
quality management and assets at attractive pricing
whrch may be available through public companies.
Many of the new REITs are hithly focused in their
strategy, particularly by property type, which will
contribute to the investors' control over portfolio
mix.

Private Real Estate Securities
The new generation of private real estate securities
(commingled funds) has incorporated a number of
structural and governance changes. These changes
have increased their attractiveness as in\€stment
formats. Many of these funds are infinite life funds
with the expectation that over time they will per-
form like real estate operating companies. Investors
desiring liquidity in their private securities will
have new mechanisms available, such as the Clear-
inghouse. The Clearinghouse is an industry-
sponsored facility designed to disseminate informa-
tion and list bids and asks for the nearlv $40 billion
of existing commingled funds as well as all newlv
formed funds. Investors r.r'ill be able to sell their
shares, or units, in private real estate securities
through a screen-based electronic trading system
designed to serve the needs of the private institu-
tional real estate marketplace.

Opportunity Funds
Following the lead of the RTC, banks and insurance
companies developed programs to reduce, over a

short period of time,their real estate portfolio hold-
ings. Formhg up on the buy side was entrepre-
neurial capital willing to take the risks of early
stage propertv market recovery. As the magnitude
of the portfolio disposition process became better
understood, and as the sponsors of these earlv in-
vestment pools began to generate exceptional re-
turns to participants, a next round of funds, the
opportunity funds, was offered to pension funds.
These non core strategies have substantially higher
risk-return criteria, but, to date, have been success-
ful in attracting nearlv $10 billion from pension
funds. Opportunity fund strategies continue to
evolve todav seeking out those areas of investment
most affected by changing capital market par-
ticipants or overlooked by the marketplace. For

the new technologv and not lose out to technology-
sawy competitors.

NOTES
L A LAN is a svstem which links computers and peripheral dc-

vices within a buildin8 or e)me other small, local area. LANS
allow co.workers to communicate with each other's compulers
and to share resourccs throuth a client/server svstem. In a
client/sener svstem, one or more sener compulers centrallv
maintain data fo! and execute tasks for, a group of intercon-
nected client computers,

2. A WAN is a communications netlvork rvhich links th'o or more
Local Area Networks which are lNated al a distance frcm each
oth€r Communications in a WAN ntav be bv raav of public or
Frivate lines.

3, A Imlo(ol is a set of rules or agpcments on how to communi-
cate. TCP|IP stands for Transmission Control Prot(xol,4nternet
Protocol. Hence the name l,rlenrl for the network operating
under TCPm

.1. Nlan), pcople are workin8 hard to de\elop better r€vs k) charge
for information and products distributed o!'er the lnternet. Once
it is effectile to chargc for lntemel information, it ii,ill become
economically viable for manv information p(rviders to offcr their
wares directlv over the Intemet. Strong products ll'ill reach a
vast market, ithich wrll result in lorv pei-use charges.

5. If _vou access Internet bv a modem connection lvith an Internet

Batekeeper such as America On-Line, there is little risk of a

breach of security involving your (ompuler. The risk is more
acute if vou open vour network to outside visitations by ncting as
a senice provider on the lntem€t rather than iust a service

6. Teleres is an on-line information sen ice dedi.ated to the com,
mercial real estate indust( i{hich is bein8 de\eloped bv
AECON, a Dutch insurance- conglomeratt', in partnership witl)
the Dsrr Jones Corporation.

l99s *

Source: NAREIT 'As of Jure 30, 1995

Core And Non Core
The mix of core and non core strategies has shifted
with non core strategies now comprising up to 50
percent of the total real estate allocation. Core strat-
egies are defined as completed, substantially leased
properties with stable operating income in major
metropolitan markets with anticipated total returns
of 200 basis points over ten year Treasuries. Core
properties may be apartments, industrial, retail and
office. Non core strategies are properties with a

higher risk profile than core and/or require spe-
cialized management and expertise r.r'ith antici-
pated total returns of 300 basis points over core
expected returns (i.e., 500 basis points over ten year
Treasuries). This shift is the result of pension funds'
re-examination of real estate's role in their overall
investment strategy. Many of these large capital
pools appear to be moving increasingly toward
substantial indexation of their domestic equity port-
folios. As this takes place, these funds will increas-
ingly look to their private investments, including
real estate, to provide better than market total re-
turns. Thus, private investments are being increas-
ingly vieu'ed as the vield-enhanchg sector of the
portfolio. This view argues for a portfolio strategv
u'ith a larger percentage of non core investments
with higher expected total returns.

Property Type Mix
Propertv type mlx in the portfolio is likely to be
rebalanced more frequently through investor-driven
portfolio decisions. The advent of property type-
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r operating statistics $,hich had only been pub-
lished previously in printed guides;

r propertv market conditions;
r recorded deeds, mortgages, legal descriptions

and other documents scanned from public re-
cords and sometimes converted into searchable
data files.

Information on a disk is a big improvement over the
old hard copv representations. It can be searched
using electronic search engines, and the data can be
sorted, areraged, arranged in charts, graphed, etc.

Although a number of CD products are used in
real estate analysis throughout the nation, many
more cover only certain states or parts of states. It is
likely that in the next few vears there will be some
consolidation and cooperative marketing of the CD
information products. This would make them easier
to find and contract for, therebv increasing the user
base and making the production of this information
more economically viable. It is also likely that some
information now available exclusively on a CD will
find its way onto the lnternet or private onJine
services such as Teleres.6

How Will This Technology Change Commercial
Real Estate Practices?
Real estate has alwavs been characterized bv pri-
vate hformation, but te.chnological advances are
making it ever more public. Technology is also lead-
ing to standardization of holl' data is organized and
presented. For example, real estate companies pre-
viously might have used varied methods to present
the same type of information in charts. Now com-
puterized databases can present data in a common
set of charts, graphs and maps which are primarily
generated bv the computer nith limited interaction
required by the analyst. This not only saves a great
amount of time, but it leads to consistencv of pre-
sentation. Standardized charts are easier for a third
partv to review particularly n,hen a large portfolio
is involved. The use of common data elements, pro-
cessed bv database and CIS programs/ allon,s for
easv comparisons of one asset to another. It also
allo*'s for more process control bv management.

Technological advances are causing an evolu-
tion in the tvpe of knon'ledge and research skills
which are valuable to a real estate counselor. Previ-
ouslv one needed to knovy ho*,to use the librar.y's
physical card catalogue and guide to periodic litera-
ture. Now, it's better to know hon, to search for
information on the Internet and other on-line
sources. Increasingly, local propertv market knowl-
edge is becoming less valuable. Today database
products enable users located throughout the coun-
try to intensively map the property stock, availabil-
itv rents, income patterns, new construction
patterns, population movements, household size
and other variables of locales that used to take vears

for a local expert to understand. There used to be
so little data or it was organized so poorly that in
manv areas an expert was needed *'ho intuitivell,
understood the loial realities. We are getting to th;
point $'here hard data will often replace gut feel, if
effectively manipulated.

The new technology n'ill lead to centralization
of gathering information. Just as garage-based car
manufactures were replaced by the efficiencies of
the Ford assembly line earlv in this century, data
firms will centralize many information gathering
tasks which practitioners previously did indepen-
dently. For example, it doesn't make economic
sense for each appraiser in America to gather his or
her own public records information on comparable
sales when this can be done for far less aggregate
cost bv firms such as REDI Data or COMPS. In a

competitive world, most cost savings are passed on
to the users of the information. Those who persist
in inefficient mc.thods of data investigation and pro-
cessing \^'ill see their profitabilitv suffer.

Adrances in computing and telecommunica-
tions, such as the Internet, will affect many aspects
of the office business, retail business, lodging busi
ness and others directly connected to the commer-
cial propertv markets. The ability to communicate
at a distance decreases the need for office tenants to
agglomerate. It makes office hoteling and telecom-
muting more feasible. On the retail front, the possi-
bilitv to present one's wares electronicallv chantes
the type of space required and the best location for
that space. For example, electronic bankhg has
greatly reduced the demand for large, well located
bank branches. The ability to order music CDs over
the lnternet and to preview the sound, will hurt
CD sales in malls. Computer networks will encour-
age more comparison shopping as computerized
agents seek out the best deal among competing
vendors. For the lodging industrv, electronic book-
ing is coming into play. The prospective guest can
call up a detailed description of a hotel, sometimes
including electronically transmitted photos or vid-
eos together with pricing options. This *,ill change
common booking procedures which affect the value
of franchise agreements and booking association
memberships held by hotels.

Conclusions
Real estate counselors need to explore what is im-
portant about new technology as well as its busi-
ness ramifications. Since real estate is an
information-based business, it is inevitable that
most commercial real estate professionals will be on
the Internet and will use other products such as
CD ROM and geo-maps. For many it makes sense
to get on-line and up to speed with the new tech-
nologv These professionals u,ill reap the benefits of

example, some opportunitv funds are evaluating
opportuniti('s to acquire ownership stakes in public
limited partnerships.

International
Pension funds non, hold a significant percentage of
their total portfolio investments in non-U.S. stocks
and bonds. lncre.rsing allocations to internation.ll
investment reflect the differential economic growth
rates proiected around the globe and the demand
for capital to fuel that growth. The same rationale
for international in\estments in general can be ap-
plied to real estate investing as well. As investors
evaluate the proiected gron'th in properw current
yields and value available in the U.S. market, they
will ercntuallv turn their attention to non-U.S.
property markets. Indeed, institutional investors
todav are seehg a gron,ing arrav of international
real estate investment programs with strategies
ranghg from stable investment markets (i.e., the
UK market, with a long history of property invest-
ment b1, global investors) to emerging markets with
their demand for development of new modern
properties. As the opportunistic phase of the U.S.
property market cycle begins to wind dolvn, it is
expected that investors' attention may shift to inter-
national markets which offer the potential for re-
turns higher than projected for the U.S. market.

Conclusion
The real estate market in r+'hich pension funds in-
vest during the rest of this decade will be very
different from that of the 1980s. Continuing institu-
tionalization of the $3 trillion U.S. property invest-
ment market will ultimately shift the ownership of
the sector from the individual entrepreneur to large
institutions. Second, the securitization of real estate
investments certainly will experience another wave
or influx of investment capital, converting \^,hat
once were private real estate development com-
panies into publiclv owned real estate operating
companies. lnformation technologies will spur the
depth and breadth of this market as greater access
to information on both public and private real estate
companies is achieved at a lower cost.

By the end of this decade, pension portfolios
will have expanded beyond the private market
pooled fund and direct hvestment strategies pri-
marilv employed during the last real estate market
cycle. Portfolios will include investments in real es-
tate companies, prirate and public, lvith both U.S.
and non-U.S. property holdings. The exp€rtise that
r.'ill be tapped to run these portfolios will come not
only from the traditional real estate advisory com-
munitv but also from the ranks of real estate opera-
tors whose business activities once centered around
derelopment and propertv management. Securities
firms will, with the gror.rth in the market capitaliz-
ation for publicly traded real estate companies, seek

to develop specialists in the sector. Alreadv the
number of management firms specializing in this
area has grown. Real estate pricing r,r'ill become
more significantly influenced by transaction pricing
of investor interests as contrasted with the current
market mechanism for private market investments
of appraisals of propertv interests. While real estate
is likely to continue to be viewed as a long term
hold asset, investors will have the increased flex-
ibilitv to change their minds over the holdhg
period.

The changed structure of today's real estate
arena has created a neu,playing field for pension
fund investors. Illiquid private market investments
will comprise onlv one component of institutional
investors'total real estate holdings. High quatity
real estate investments combined with the right
management and ownership structures will con-
tinue to be the kev ingredients. Successful real es-
tate strategies will access the sector through a
broad array of private and public market options.

There is a real estate firm in Madison whose
major consideration is professionalism...
in attitude, service and accomplishment.

D.L.,lhlU8tl.B co., lNc.

Commercial and Residential Realtorso
Counseling and Valuation Services

6409 Odana Road, Madison, Wt 53719
Telephone (608) 274-4141
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