
,f s we near the end of 1995, real estate is rc-

fl emerging as a viable investment product for
I l, institutional investors. Many were so badly
burnt over the last five years that real estate is still a
dirty word. But others have recognized that real
estate, like most investments, is cyclical and that
pricing probably went past its peak on the high side
and now has probably dropped below a normal ebb
on the low side. Manv opportunistic funds have
been structured to take advantage of this market
opportunity, and institutions are participating in
various areas, from direct equitv to debt. This arti-
cle will look at three major institutional players:
pension plans, life insurance companies and banks.
AII have been affected by real estate and are re-
sponding to the changing market in different wavs.

The total value of United States real estate, esti
mated at about $3.08 trillion, is divided approx-
imatelv $1.86 trillion or 60% to non-institutional
owners comprised mostly of government and pri-
vate concerns. The balance, or $1.22 trillion, is con-
sidered hstitutional real estate and represents
about 40% of the total. The institutional segment is
further divided between debt and equity. The debt
component is about 9992.53 billion and the equitv
is $231.55 billion.

As indicated in Figure 1, the two largest plavers
in the equitv area are pension funds (43.4%) and
life companies (21.67c). Combined, they represent
55% of the market. And the largest investors in the
debt market are commercial banks *'ith 39.4% mar-
ket share. It wasn't until the late 1970s that pension
funds started investing in real estate in a meaning-
ful way. One of the strong arguments to in\€st in
real estate was that it provided a good diversifica-
tion to stocks and bonds which accounts for the
bulk of invested pension dollars. Life companies
have invested in both equity and debt for a number
of years; recent regulatory changes have affected
their hvestment strategy and manv are becoming
net sellers. Commercial banks were stung bv many
bad loans and, consequently, had growing REO
(Real Estate Owned) portfolios which hurt earn-
ings. Many banks have been restructured and
others have merged or acquired other banks to ex-
pand market presence and create greater
efficiencies.

hrnes P, Ryan, CRE, serrior lice yrcaidt'rt of Equitable Real
Estale, it Alla,ia, nw,dgcs ht\t contntitgled Lrlrl$rfu isli.
pension fund potlfolios anll one sitlgk client a.coutrl.
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Standard
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during the period. This is shown in the following
equation:

Equation 1

Total Retum NOI + (Sale price Purchase price) 
,.,,

Purchase price

Equation I calculates an intemal rate of return for a

single period of time. The return is called the total
return because it includes return from net operat-
ing income and change in value (sale price
- purchase price). This return assumes that the
property could be sold each year at its appraised
value.? [n the case of stocks and bonds, dividend
and interest income respectively would be used in
place of NOI and actual transaction prices would be
used for the sale price and purchase price.

Income And Capital Return
The total return already discussed can be broken
down into an income return and a capital return.
The income return is equal to

lncome Return : NoI Q\
Purchase Price

The income return is analogous to an overall
capitalization rate (cap rate) for a property. There
may be differences, howevet because the NOI used
by the institutional investor may differ from the
NOI used by an appraiser. For example, the institu-
tional investor may not include any replacement al-
lowance in the operating expenses which,
compartd to what the appraiser might estimate,
may tend to understate the NOI. Alternatively, the
institutional investor might include expenses for re-
modeling, leasing commissions, tenant improve-
ments, etc. which, compared to what an appraiser
would use as a stabilized expense, would overstate
exPenses.

Aside from these differences, trends in the in-
come retum can provide valuable insight into
trends for capitalization rates. Thus, performance
measures can provide a valuable complement to
other sources of capitalization rates used by ap-
praisers and counselors.

The capital return measures the effect of any
appreciation or depreciation on the rate of return. It
is calculated as follows:

capitatReturn - €4!9,P!s9:-rttttE!9,Pry9) (3)
Purchase Price

The capital return assumes gain or loss which is
recognized each period, e.B. the prop€rty is sold
and repurchased. The capital return is also referred
to as the appreciation return. It is possible, of
course, that the appreciation be negative, i-e., de-
preciation in capital value.

Index
An index is often calculated from the return measures.
The index indicates how much wealth the investor
would have accumulated if he invested in the property
and held it over time. It reflects cumulatire rates of
return over time. For example, if the total return was 5

percent in vear 1 and 6 percent in vear 2, n, an invest-
ment of $100 n'ould increase to ($100 x 1.05 x 1.05) or
$111.30 by the the end of the second year.

Example
Exhibit I is an example of the calculation on the
income return, appreciation return and total return.
The table also indicates how an index could then be
calculated with 100 as the starting point.

Exhibit II illustrates the returns for the example
in the graph. Note that the income return is rela-
ti\€ly constant when capitalization rates do not
vary significantly over time. Most of the variability
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REAL ESTATE
PERFORMANCE
MEASURES

by Jeffrey D. Fisher

Et he commercial real estate market is increas-

! ingly dominated bv institutional investors
I. who require periodic performance measures

of their investment portfolios. This presents a chal-
lenge to private real estate investments because in-
dividual properties are not bought and sold on a

regular basis like stocks and bonds. Therefore, in-
vestors cannot measure gains or losses in their real
estate portfolio based on actual transaction prices.
Thev must use alternative measures of real estate
performance.

This article r.r'ill provide an overview on hou'
performance measures for real estate investments
are constructed and used by institutional investors.
In particular, the article will focus on an index of
real estate performance published by the National
Council of Real Estate lnvestment Fiduciaries
(NCREIF). The index includes over 1,500 properties
whose market ralue in 1995 exceeds $20 billion dol-
lars of commercial real estate.r This article *'ill
show hou, the index is used both to gauge the per-
formance of real estate compared to other asset
classes and to measure the performance of different
propertv tvpes and geographic areas so institu-
tional investors can make diversification decisions.
Understanding these indices helps real estate pro-
fessionals understand the motivations of institu-
tional investors when purchasing, valuing and
selling real estate income property. These indices
can also be used to track trends in real estate values
and capitalization rates for different property types
and geographic areas.

Construction Of Performance Measures
lndices of real estate performance measure change
in the rate of return over time, e.g., annual or quar-
terly rates of return. As indicated earlier, this is
easy for publicly traded investments like stocks and
bonds because transaction prices are available to
measure changes in value. In the case of real estate,
it is necessary to rely on appraised values as a
proxy for transaction prices. Institutional inrestors
which hold propertv for pension funds are required
to mark tLr market, i.e., report the market value of
their holdings. Thus, appraisals are done on a peri-
odic basis, usually once per year by an outside ap-
praiser w'ith quarterly updates by inside appraisers.

Performance measures essentiallv calculate an
internal rate of return (lRR) for each time period,
e.g., each yeaq, based on the appraised value of the
property at the beginning and end of the period as
u,ell as the net operating income (NOI) received
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Studies orrl a.sociale l,ftif.!lot of fifiancc and rcal estote al lle
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Pension Funds
Pension Funds represent one of the fastest Browing
pools of capital in the United States. As shown,
pension funds assets are projected to double from
7987 to 1997, or grow from $1.5 trillion to 93.2 tril-
Iion. Over this period, the mix of assets has
changed and is expected to continue changing.

The maJor change has been a reduction in do-
mestic bonds from 35.3% in 1984 to 24.97r esli-
mated in 1997. International stocks/bonds, or those
emerging markets, picked up most of the excess

growing from 3.7'7 rn 7989 to 13.87c estimated in
1997. Equity real estate, as we all kno*i has not
fared well in recent years. Due primarily to value

declines, equity real estate has dropped from 5.ZVo

of pension assets to about 3.2Vo in 1994. The good
news is that by 1997 this asset class is expected to
gron, bv about 1% or 932 billion.

The Russell-NCREIF Property Index reported
positive returns for all four quarters of 1994, and it
ended the year with a healthy 5.73% annual return.
The first quarter of 1995 has continued the trend
with a positive 2.0% return.

As of 1994, about 43% of all pension funds in-
vested in equity real estate. This was down slightly
(about 2%) from 1993. During 1995, corporate and
public funds are expected to increase their equity

1.2 Rrar Esrarr IssuEs Decerflber 7995 Institutions Re-Examine Real Estate 33

'l



FIGURE 2

Pension Fund Capitalization

FIGURE 4

Pension Fund Assets in Equity Real Estate

Vacanry Rate fudrrclions To Contirue At SlolL'et Pace

It is estimated that the rebound in demand and the
moderate increase in completions will result in ei-
ther a slowly faliing or stabilizint vacancy rate, de-
pending on the level of construction. By the first
quarter of 2000, the vacanry level should range be-
tween 6.2 and 8,4 percent.

ConnnwtitylNeighlnrhood Centers Thriue At Regional
Malls' Expense
The retail vacancv rate is significantly different
when the data is segmented by center type. Histor-
ically, regional malls have had much lower vacancy
rates than other centers, due to the constraint on
development offered by department stores and mall
developers. Today, regional malls have a 6.3 percent
vacancy rate compared to 9.3 percent for
community/neighborhood/strip centers. Both sec-
tors experienced a 1.1 percentage point decline in
vacancy over the past year (down from 7.4 percent
and 10.4 percent respectively).

Interestingly, community/neighborhood/strip
centers have a lower vacanry today than thev had in
7990 (12.5 percent), while the average regional mall
vacancy has hcreased (from 4.3 percent). ln the
past six years, the gap in vacancy between the two
types of centers has steadily narrowed, going from
a difference of 8.2 percentage points in 1990 to only
3.0 points in 1994 and 1995. One reason for this is
the rapid expansion and absorption by several of
the "big box" value retailers which primarily locate
in communitv (power) centers. This expansion not
only strengthens the demand for community center
space but also weakens marginal regional malls by
sapping their retail sales.

These different trends reflect some of the previ-
ously mentioned changes affecting the retail mar-
ket, changes which have strengthened value
(discount) retailing. taditional retailing (i.e., re-
gional malls) has lost a significant amount of mar-
ket share to value retailing because of the latter's
better price and customer convenience. In 1994, re-
tail sales for traditional department stores only in-
creased 4.5 percent (nominal) while discount
department stores (WAL-MARI Target, etc.) in-
creased 11.5 percent.

NCREIF Rrlurrs Soon To Be Double-Digit
The NCREIF retail returns turned positive again in
fourth quarter 1993 after experiencing two negative
years. In 1994, retail returns were 5.2 percent for
the year Using the relationship of NCREIF retail
returns to the Gross Domestic Product and vacancy,
it is predicted that by fourth quarter 1995 the an-
nual return should exceed 12 percent (nominal).
This suggests that retail should reach full recovery
four years before the office market. Returns could
range between 10.7 and 16.3 percent by year end
1999, dependhg on the level of construction. For

the period 7995 to 1999, NCREIF returns are pre-
dicted to average 11.0 percent p€r year

Retail C ontl usions -1 99 5 Recottery
The national retail market, which bottomed in 1991,
should fully recover this vear. The demand for retail
space should remain strong over the next two years,
causing the national vacancy rate to either stabilize
or continue to fall, depending on construction. The
future success of retail investment will become in-
creasingly more dependent on choosing the right
type of center and the right anchor tenants.

Conclusions
A recoverv in the real estate market is definitely
occurring. The office, industrial and retail product
types are, however, rebounding at different rates
and will reach equilibrium in different years. The
trend in the NCREIF Index suggests that the indus-
trial market h,as the first sector to show a signifi-
cant rebound in returns, having experienced a

positive return of 9 percent in 1994. It is forecasted
to peak at 12 percent by 1996. Retail is forecast to
have a major jump in returns in the coming yeat,
increasing from 5.2 percent in 1994 to above 12 per-
cent by year end 1995. After 7996, returns for both
industrial and retail are projected to moderate with
slight dips in 1998. The office market, however,
should experience gradual accelerating returns,
peaking at 14.6 percent in 1999.
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Those that do stay with the asset class will proba-
bly look for greater diversification within the real
estate sector and grow into REITs and mortgages.
Currently pension funds are the largest investors in
the private equity real estate market. As their real
estate appetite grows, thev are expected to expand
into the public equity market which provides more
Iiquidity and debt investments - private or public.
Private debt investments would be traditional whole
loans, whereas public debt would be CMBS (Com-
mercial Mortgage Backed Securities). Mortgages,
whether private or public, tend to address fixed
income needs rather than pure real estate mortgages.

FIGURE 5

Insurance Company Revenues

Source: Creenwich Associates

real estate slightly, but endowments and founda-
tions should grow by about 7%. Pension funds are
moving back into the market, but they are using
their experiences of the 1980s to ask the right ques-
tions and understand the risks prior to committing.
Many funds are decidhg whether an average
fund's real estate allocation of 3.2% is worth the
time and effort, since an allocation of approximately
107o is necessary to achieve any diversification
benefits. Some funds wonder whether real estate
is worth the effort; it commands higher advisory
fees than stocks and bonds and demands more
attention.

FIGURE 3

Pension Fund Asset Mix
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peak years of 1985 to 1989, the average absorption
was almost 145 million square feet per vear.

Construction Of Neu Space Expected To lncrease
Reduced construction has helped drive the indus-
trial market to a more normal vacancv rate. From
"199-l to 1993, the volume of building permits in the
nation was at 1962 levels. ln 194, the value of in-
dustrial permits authorized increased slightly (by
almost L8 percent), and it is forecast that in 1995
there will be a significant increase of almost 45 per-
cent. Currently, surveys indicate that 38 million
square feet is under construction h 55 cities, up
from 11.6 million square feet last year. It is expected
that new development will remain at a moderately
low level in 1995 but will more than double in 1996

and will increase to almost 125 million square feet
in -\997 n response to low vacancies in 1995.

Vacancv Rates To Stabilize Near 7 .5 Percent By 1995
In the short run, strong demand and moderate con-
struction will result in a declining vacancy rate. The
average vacancy should fall from the current 8.7
percent to 7.7 Wcent by year end 7995 and 7.3
percent by year end 1996. Healthy market condi-
tions should begin to spur new construction in
1996, causing the vacancv level to stabilize. By vear
end 1999, the nation could have an average \?cancy
of 7 .4.

NCREIF Relurns To Peak At 12 Percent In 1996
The NCREIF Index for warehouse returns began to
rebound in 7994 (+9.0 percent), after experiencing
three years of dismal returns. Based on the rela-
tionship of warehouse returns to GDP and vacancy,
it is expected that by year end 1995 the returns for
the warehouse component of the NCREIF Index
should reach 12.0 percent (nominal). The future re-
turns are projected to average 10,5 percent per year
from 1995-1999.

Industrial Conclusions - Marl<et Recouered By 1995
The overall industrial market is the healthiest it's
been in five years, and, in terms of recovery, is at
least three years ahead of the office market. With
absorption rebounding to pre-recession levels and
completions near all-time lows, the averate vacancy
is predicted to continue falling over the next two
years. However, these tightening conditions will
spur new construction, especially in 1996 and be-
yond. This will stabilize the vacanry level and per-
haps lower the NCREIF returns in 1997.

United States Retail Market

Tlu Mnrket Tightens
The national retail real estate market has clearlv
recovered from its market low experienced in 199i
(first quarter 1991 to first quarter 1992). ln the past
three years, real retail sales have increased 72.4 per-
cent, absorption has grown by over 76 percent and

the national vacancy rate has fallen from 11.2 per-
cent in earlv 1992 to 8.7 percent in early 1995.

The retail market had been going through a

period of significant change rocked by low retail
sales, department store restructurings and bank-
ruptcies, the strengthening of "value" retailers
(such as WAL-MART), and the changing demo-
graphics and attitudes of the American shopper.
Many of these factors will continue to impact the
retail market for vears to come.

Cortsumers Are Buying And Driuing Dennnd
Overall demand for retail space is driven by
changes in real retail sales. In 1991, during the
u,orst of the recession, real retail sales declined 3.1
percent. This decline significantly eroded the ab-
sorption of shopping center space which fell to 38.9
million square feet. Total absorption had not been
that low since the last recession in the early 1980s.
ln 1992, a national pick-up in retail sales helped
absorption to rebound slightly. Most of this early
rebound was due to increased activity by the "bit
box" r.alue retailers.

In the past yeat with real retail sales increasing
5.6 percent, demand increased to over 70 million
square feet (a gain of over 12 percent). This caused
the nahonal \acancy rate to fall from 9.5 percent
one year ago, to 8.7 percent today. Based on fore-
cast retail sales, the absorption of retail space will
continue to rebound in the coming 12 months and
then u'ill moderate, averaging 66 million square feet
per year over the next five years. This is well above
the 41.7 million square feet averaged during the
recession, but is belon the 82 million averaged dur-
ing the 1980s expansion.

Nnt Supltly Is Being Rzuiued
The overall vacancv rate would continue to decline
if absorption were to remain strong while construc-
tion stayed at low levels. However, U.S. buitding
permit data indicates that the nation could soon see
a significant hcrease in construction of retail space.
It is estimated that in 1995 the value of permits
authorized (in real dollars) will increase 15 percent
over the 1994 level, which increased 15.6 percent
over 1993. This pick-up in permit activity is already
reflected in the increased actual square footage un-
der construction. As of early 1995, almost 50 mil-
lion square feet of space was under construction,
up 23 percent from 1994.

Historically, construction of retail space has
been verv cvclical. After the low number of comple-
tions in 1992, there has been a steady increase in
the delivery of new space. It is expected that com-
pletions will increase further over the next two
years and then slow. By'1999, an annual completion
level of between 62 to 76 million square feet is
projected.

Life Insurance Companies
Life companies are the second largest source of
capital in the equitv market $,ith about $50 billion
dollars, but they are even a larger ParticiPant in the
debt market with about $200 billion. The insurance
industry, particularly mutual insurance companies,
is in the midst of major restructuring. Many insur-
ance companies are consolidating and others are
downsizing; some are selling nonessential busi-
nesses to raise capital, while others are refocusing
manatement on core business areas. For example:

r Prudential Insurance lost over 9900 million last
year and is embroiled in lalvsuits o\€r agents'
sales practices. They are also selling their mort-

Sage comPany.

r Metropolitan Life sold its health care, home
mortgage and real estate brokerage businesses. It
is currently in the process of merging with New
England Mutual.

r New York Life is merghg various business lines.

Many mutual insurance companies, which are
owned by poliryholders, are looking at coruerting
to stock ownership to raise additional capital on
Wall Street. The mutual structure limits their abilitv
to attract investment capital and therefore inhibits
growth.

The Equitable Companies converted from a mu-
tual insurance company to a stock companv in the
nation's largest demutualization in 1992 and has
raised its capital base significantly. It also has re-
structured other assets to increase capital. Alliance
Capital, a subsidiary of Equitable, recentlv was
taken public, and Equitable iust restructured Dona-
Idsen, Lufkin & Jenrette from a privatelv held firm
to a public company. Equitable sold 207c of the
company to the public and retained 807c owner-
ship. This not only generated income but estab-
lished a value for the remaining shares.

There are three reasons why equity real estate
is being reduced in life insurance companies:

r risk-based capital

r ratin8 agencies

r variable life policies.

Life insurance companies have been heavilv im-
pacted by regulatory restrictions. The massive real
estate problems that brought down many banks
and thrifts in the late 1980s prompted the federal
government to place tighter controls on the insur-
ance hdustrv Due to problems associated with
junk bonds and real estate, the NAIC (National As-
sociation of Insurance Commissioners) developed
new regulations for the insurance industrv that
negatively affected real estate.

FIGURE 6

Statutory Risk-Based Capital Requirements For
Lifelnsurance Companies
(S€lected Assets)

4...t Cat.rory tt!tuto.y Rl!*{a!.d C.plt l
(P.rc.il ol A.oa.t

1-to4-Family Residential

Commercial and Multifamily{urrent
Commercial and Multifamily.Delinquent

Morlgages in Foreclosure

Company Occupied

lnvestment Property

Foreclosed Property (REO)

0.6% to 1.0%

1.0% to 3.0%

3.0% to 6.0%

20.096

10.0%

10.0%

15.0%

0.0% to 3O.0%

2.3% to 30.0%

0.3%

1.0% to 4.0%

9.0% to 30.0%

Common

Preferred

Class 1 (A or higher)

Class 2 to 3 (888 to BB)

Class 4 to 6 (8, CC, D)

Source: National Association of Insurance Commissioners

In 1993, the NAIC introduced risk-based capital
(RBC) rules requiring that minimum levels of capi-
tal be reserved on a sliding scale to reflect the riski-
ness of investments and operations. In addition to
NAIC requirements, many rating agencies have
taken a dim view of real estate assets on the bal-
ance sheet of insurance companies. Ratings by'
credit agencies have an impact on the cost of capital
for insurance companies which can affect their abil-
ity to sell insurance. Therefore, equitv real estate
has become a drain on many insurance companies
and has prompted sale programs among manv
large insurers. As shown in Figure 6, the reserve
requirement for a Class A bond is .3% compared to
10% for investment real estate. It is interesting that
a Class BBB bond only requires a 47. reserve while
a Class A iN€stment propertv requires a reserve of
10% against a company's asset base. The third rea-
son equity real estate is becoming a difficult invest-
ment option is that the market is changing from
whole life policies to variable life policies. With
whole life policies, an insurer could match the du-
ration of a policy closer to long-term investments.
With variable life, the duration of a policy is less
certain, and shorter term investments, like bullet
loans, match better

As life companies have disposed of real estate
assets, they have also tightened their underwriting
standards. Delinquency rates have shown marked
improvement, dropping from 5.25* in earlv 1994 to
about 3.5% in the second quarter of 1995.

iIORIGAGES

REAT ESTAIE
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