
Over the past year, it has seemed that every day has 
presented the markets with previously imponderable 
events and headlines.  Think of what we've seen: $25 
oil; escalation of terrorism on multiple continents; 
Turkey shooting down a Russian jet; the possibility 
of BREXIT; a collapse in Chinese equities; Brazil  
facing its worst economic contraction in 100 years; 
and investor fear and aversion to risk that has led to 
negative interest rates becoming the norm, not the 
exception. Not to mention the possibility of Trump as 
President, and the potential impact that will have on  
the US economy if everyone who has threatened to 
move to Canada actually does.

Will these events, individually or in combination, prove to be a much feared “Black Swan” event, and if so, upend 
the most carefully constructed investment strategies and asset allocation models of institutions globally? Or will 
institutions stay the course and focus on the benefits of “dollar cost averaging” through vintage diversification and 
possibly double down to take advantage of dislocation in certain markets.  

But all is not doom and gloom. If you read the tea leaves regarding employment trends, retail sales and overall 
sentiment, many economies are in fact showing signs of expansion. Warren Buffett wrote recently that “For 240 
years it’s been a terrible mistake to bet against America, and now is no time to start.” We think this may be a terrible 
time to bet against Mr. Buffett. In our corner of the capital markets, namely institutional real estate investments, 
fundamentals remain sound across property sectors, certainly in the US, as well as in many major global markets.  
In a sign of corporate confidence, even some suburban office markets are demonstrating positive absorption after 
years of weakness. And how about $300 rents on Park Avenue in Manhattan?!

Given these cross currents, we decided to spend a few weeks reaching out to our friends in the industry, including 
members of our firm’s Senior Advisory Board, for perspective and strategic guidance. What did they tell us? In 
short – Breathe, remember to breathe! Markets rise and markets fall, but markets don't know anything. They just 
reflect the emotions of their participants. If you like an investment at $100 and it drops to $50, unless something  
has fundamentally changed, you should like it twice as much. Hold the course on your investment decisions, 
especially if you have liquidity, term and a strong stomach. Take advantage of others who lack liquidity, term and a 
strong stomach. 

And so, we are pleased to present our “Top 10” Market Observations for 2016, which summarizes our observations 
about certain industry trends and their potential impact on the real estate private equity market.
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1.	 BRIDGE	OVER	TROUBLED	WATERS

After five years of strong returns, global real estate investors are wondering if it is time for a pause in investing. 
One industry friend lamented that “investment cycles are generally seven years, while investors’ memories are 
five years.” Many active allocators of capital are beginning to proceed with greater caution. This reflects declining 
investor sentiment. Our 2015 Institutional Real Estate Allocations Monitor, which we publish in partnership with the 
Cornell University Baker Program in Real Estate, reported that (on a scale of 1 to 10) investor sentiment has declined 
steadily from 6.4 in 2013 to 5.6 in 2015. More recently, the denominator effect has reemerged as other parts of the 
portfolio, including public equities, have been battered. While we have not seen a meaningful drop-off in allocations, 
many investors are shifting to more defensive strategies that can weather a potential re-pricing of assets and slower 
economic growth (if not a recession). They are also mindful of the perils of leverage, which are not just related to 
LTVs, but also increasingly to recourse, mark to market provisions and other covenants. Have investors been lulled 
into a sense of security by high debt service coverage ratios, when in fact, low interest expense is masking some of the 
greater perils of leverage? Defensive strategies that have gained favor include credit/debt and net lease, each of which 
derives a substantial component of return from income versus appreciation from residual valuations. In addition, 
there is increased focus on a manager’s ability to generate alpha through the implementation of specific, tangible 
value add strategies, including re-purposing assets or otherwise improving assets to be positioned to capture their 
fair share of market demand. Finally, demographically driven strategies are in growing demand, which accounts 
for the interest in student housing and senior living around the world. Each of these defensive strategies is focused 
on producing durable and sustainable cash flows, which can offer a “bridge over the troubled waters” through the 
inevitable market correction. 

2.	 THE	POWER	OF	NEGATIVE	THINKING

Interest rates have remained at historic lows since 2008. 
Investors have been anticipating a rate increase for over four 
years (remember, right after Obama’s second inauguration?). 
Investors and markets shrugged off the US Fed’s “landmark” 
rate increase last December, as it represented a nominal 
increase in the federal funds rate to a range of 0.25% to 0.5%. 
The increase was well-anticipated and generally viewed as a 
benign development for property markets. The prolonged 
period of record low interest rates has in many cases distorted 
asset pricing and affected investment decision-making. 
In fact, we have seen managers and investors factoring a 
rate rise into their underwriting for some time, providing 
headroom for rates to increase without jeopardizing business 
plan valuations. Counter to everyone’s expectations, interest rates have actually tightened over the past few months, 
as investors turn their focus to the threat of a global economic slowdown. We’ve gone from worrying about “how high 
and how quickly” to “how low” rates need to go to keep the party going. 

3.	 GIVE	CREDIT	WHERE	CREDIT	IS	DUE

While interest rates have tightened, credit spreads have widened, in particular for commercial real estate debt. The 
CMBS market has seen extreme volatility since mid-2015, with many lenders suffering significant losses and once again 
licking their wounds (but alas, we have been to this movie and its many sequels cast with the same actors). Moreover, 
the pending implementation in December of risk-retention rules (part of the Dodd-Frank, Wall Street Reform and 
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Consumer Act) will further change the landscape of CMBS lenders. Further regulatory changes are on the horizon, 
including for banks, which will limit capital available for construction loans in the US. Insurance companies and  
other traditional lenders are stepping in to fill the void, but tend to be limited to lower LTVs and higher debt service 
coverage. At the same time, institutional investors are increasingly adding real estate debt to their portfolios.  
Institutions have average target returns of  8.2%1 for their real estate allocation, so their money is generally too 
expensive for everything except non-core lending, mezzanine debt and subordinate CMBS (aka "B-pieces"). 
Ever astute investment managers are rising to the challenge and developing and offering a range of investment 
products. Managers are launching new debt products every month, and we have even seen the recent and successful  
capitalization of an open end fund for senior debt. We expect that institutionally backed lending funds, separate 
accounts and other vehicles will continue to grow in popularity. We also believe that as long as the industry focuses  
on “lend-to-hold” strategies (as opposed to lend to distribute through securitization), avoids excessive leverage 
and relies on long-term capital partners, that allocations to debt strategies will evolve to be a cornerstone in most 
institutional portfolios over the next five to ten years.  

4.	 EUROPEAN	ODYSSEY

Open Ended Diversified Core Equity funds (commonly called ODCE for their reference index) have grown since 
their first emergence in the late-1970's to a $152 billion2 investment universe. The ODCE funds are supported by 
most US domestic investors and also became a first port of call for many new ex-US investors seeking immediate 
exposure to US real estate. As an indication of their current popularity, entry queues currently average 6.5% of NAV1 
and many managers are informing new investors that it may be six to twelve months before their capital is drawn 
down for investment. Although this detracts a bit from one of the significant appeals of open end funds (“OEFs”) 
– the near term deployment of capital into high grade, core assets – the popularity of OEFs continues to grow. For 
managers, there is meaningful enterprise value associated with managing perpetual AUM. This fact has not been lost 
on European- and Asian-based managers, some of whom already run ODCE funds in the US. A few pan-European 
OEFs were formed in the early to mid 2000’s, with varying degrees of success. The largest European OEF is now over 
€2 billion and growing rapidly. We are aware of at least six additional OEFs in Europe that are being considered for 
launch over the next six to twelve months. Investors will scrutinize each manager’s ability to source and operate long 
term core assets on a pan-European scale, as well as internal competition for deal flow from other managed vehicles 
or separate accounts. Looking to history as a guide, investors will likely favor funds that provide true diversification 
(which generally requires a critical mass of €1 billion+ in gross asset value). A case can be made that country  
selection and currency risk management will be important contributors to alpha. As such, managers that can  
articulate sensible long-term, research-driven strategies should be well-positioned to raise capital. It is not 
unreasonable to expect that the European OEF market, now with its own MSCI European Index, can achieve 
comparable scale to ODCE market in the US over the next ten to twenty years.

5.	 	DE-RISKING	ASIA		

Given the enormous volatility in emerging markets over the past year, it is not surprising to see global investors 
looking for lower-risk ways to gain exposure to Asia. This may account for the expansion of options for open and 
closed end core, core plus and income-oriented funds targeting Asia. It was not too many years ago that Asia-core 
would have been dismissed as an oxymoron. Today, no less than ten regional funds are currently vying for investor 
attention, trying to balance investors’ need for Asian exposure with their desire to sleep well at night. “Asia” is being 
de-risked and redefined. There is an increasing trend among investment managers to focus their activities on a 

PAGE 3     MARCH 2016

HODES WEILL & ASSOCIATES – MARKET COMMENTARY

1   Jones, D., & Weill, D. (2015). 2015 Institutional Real Estate Allocations Monitor. Ithaca, NY: Cornell University’s Baker Program in Real Estate and Hodes Weill & Associates, LP, December 2015.
2  NFI-ODCE value of net assets as reported by NCREIF as of December 31, 2015.
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select group of Asian gateway cities, namely Tokyo, Seoul, Beijing, Shanghai, Singapore, Hong Kong, Melbourne 
and Sydney. These cities generally share similar characteristics – deep and liquid property markets, quality building 
stock and global relevance. In reality, most new core oriented funds are maintaining an even narrower primary focus 
on a subset of cities, such as Tokyo, Sydney and Melbourne, where managers can still access high quality assets with 
reasonable cash on cash returns. As in Europe, we expect the Asian OEF market will grow to rival its counterparts 
around the world.  

6.	 BREXIT	

Britain’s potential exit from the European Union, or BREXIT, is looming large in the minds of many investors, 
particularly in Europe. With the date of June 23, 2016 now set for the referendum, the consensus economic view is that 
the British would be crazy to vote to leave the EU. However, this appears to be the season to consider crazy political 
strategies (no need to look further than the most popular reality TV show - the US Presidential Election). Populist 
voices are raising issues such as the economic burden of immigration and stoking up Islamophobia, all of which is 
building support for an exit of Britain from the EU. David Cameron has negotiated a package of changes to Britain’s 
membership terms with the EU, which he hopes will make it easier to achieve a “NO” vote to BREXIT; focused on more 
independence for Britain, protection for the financial institutions of the City of London (think “large urban office 
users”), flexibility in the provision of benefits to immigrants, and a series of “brakes” and “exit ramps.” If Britain  
does eventually vote to exit, most analysts believe this could lead to economic isolation, a weaker pound, and a 
reduction in foreign direct investment. Given the flow of foreign capital into the UK property markets, owners and 
market observers are worried to say the least. With such a binary outcome, institutions are expected to remain 
cautious, or at least delay investment decisions, until the final result and the potential ramifications are known.   

7.	 ACCESS	DENIED	

One of the lessons of the GFC was that big isn’t necessarily beautiful. Some of the largest financial institutions in  
the world sponsored some of the largest real estate private equity funds that generated some of the worst 
performance in the downturn. An argument can be made that some of these funds contributed to the severity of  
the crisis, in particular in commercial real estate. In the aftermath of the GFC, global regulators implemented 
measures to ensure that large financial institutions, especially the banks and the insurance companies, would 
be monitored more effectively and investors would be “protected.” Given all these good intentions, where are we  
now, eight years later? 

In the world of private equity real estate, an alphabet soup of new regulatory acronyms has been created, perhaps 
without a proper appreciation by regulators of the costs associated with regulatory compliance and intensified 
registration requirements. Nowhere is this more evident than in Europe, where the Directive for Alternative 
Investment Fund Managers (AIFMD) has been transposed into varied, and often onerous, rules in different countries. 
Clarifications of these rules have been slow to follow. Only the largest fund managers have been able to spend the 
money on lawyers and other consultants required to enable them to understand and navigate the regulations as 
they apply across the Continent, let alone register. For some managers, especially those that run smaller, more 
targeted strategies, it makes no sense to even consider entering certain jurisdictions. The unintended consequence 
of this escalation in regulations is that many investors are simply not receiving offerings from smaller and mid-size 
managers, many of whom have generated strong results and represent new, fresh talent in the industry. As access to 
boutique managers is increasingly constrained, institutional investors will be faced with fewer investment options. 
As history has proven, larger does not mean better when it comes to fund size and investment performance. 
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8.	 AGE	BEFORE	BEAUTY	

Chinese direct investment into global real estate assets exceeded $30 billion in 2015, accounting for over 50% of 
all direct investment outflows from Asia. Much of this capital has gone into office and hotel assets, as well as an 
increasing allocation to residential and mixed-use development projects. As outbound capital flows from China 
continue to grow, we expect a broadening in the scope of investments and early signs point to senior living being 
next on the agenda for Chinese investors. China currently has more than 200 million people over the age of 60 
(~15% of the population), and this segment of the population is expected to double in the next decade. Moreover, 
China’s one child policy initiated in 1979 has resulted in a “4-2-1” family structure, in which middle aged couples 
have to support four parents and one child. The domestic market for essential services and products for the elderly 
is estimated to be $651 billion or 8% of GDP today, and projected to climb to 33% of GDP by 2050. Against this 
backdrop, at least 32 public companies have announced moves into the senior living sector (in China!) over the 
past two years. Due to the multi-disciplinary nature of senior living businesses, major Chinese insurance firms and 
developers are at the early stages of exploring joint venture and platform investment opportunities in the US and 
Europe to gain expertise and experience, in order to develop businesses that address the needs of a massive ageing 
population back home. This could be an enormous new assets class and we expect global operators to establish 
beachheads in China and throughout Asia, as we have previously seen in the industrial and retail sectors.

9.	 IN	THROUGH	THE	OUT	DOOR

Much has been made of the recent downturn in emerging markets. Indeed, from volatile currency swings to falling 
commodity prices to geopolitical uncertainty, investors have (in many cases rightly) shown concern and have 
questioned their strategy/involvement in these more risky geographies. And while interest in emerging markets has 
dropped notably over the last few quarters, history has shown that this may be a golden opportunity to capitalize on 
a long-term trend. 

A recent Bloomberg article highlighted a conversation with Christopher Brightman of Research Affiliates, a sub-
adviser to PIMCO. Using phrases such as “exceptionally cheap” and “possibly the trade of the decade,” Brightman 
made the case that “the exodus from emerging markets is a wonderful opportunity…for the long-term investor.” The 
article noted that a popular PE metric, the Shiller P/E Ratio, has dropped to levels only seen six times over the past 
25 years. In the following five years stocks rallied 188%. Additionally, the MSCI Emerging Markets Index, down 7% 
this year, is trading at its lowest level in seven years.

While some may see this as a contrarian play, we have spoken with numerous investors well versed in emerging 
markets who are currently asking themselves, “If I am not going to invest in those markets now, then when will I?” 
This is not lost on several large investors and sovereign wealth funds that are going “in through the out door” by 
entering Brazil while others are fleeing. To illustrate, some savvy investors are taking advantage of depressed real 
estate company stocks in Brazil, killing two birds with one stone.



10.		GOT	ENI?	

Public asset management companies have seen their share prices nose-dive over the past 10 months. This is not 
surprising as public asset managers are essentially a leveraged play on the markets. Those focused on alternative 
assets, including private equity and real estate, have seen some of the greatest devaluations. Part of the problem 
lies with the key metric that these companies have endeavored to convince shareholders to embrace as a means of 
measuring performance: Economic Net Income4 or “ENI.” In short, ENI measures a combination of cash earnings 
from fees and realized carried interest and unrealized carried interest accrued from quarterly mark-to-market of 
investment portfolios. ENI effectively smoothes out or straight lines lumpy earnings from periodic carried interest 
payments. But portfolio valuations do not go up every quarter and as leveraged assets re-price, ENI can in fact go 
down (surprise, surprise). This is particularly the case for companies whose funds hold public securities from realized 
(but not actually liquidated) investments. These companies now face the possibility of negative ENI from paper losses 
due to mark-to-market. It is hard to miss the irony in mangers extolling the virtues of private vehicles for long-term 
value creation while choosing to capitalize their own businesses publicly. The shares of many of these companies 
probably represent good value as a result, but prospective shareholders might be best served to buy the shares, 
place them in a drawer and open the drawer in ten years to see how they have performed. In the meantime, we can 
only hope that the market moves away from ENI, or at least supplements financial analyses with more meaningful 
valuations approaches, such as discounted cash flow analyses.

CONCLUSION

The world remains complicated. We will likely look back on 2016 a year from now and marvel at all the things we  
never expected, just as we are doing now. The only certainty is that the world and the real estate investment market 
get more complicated every day. In fact, complicated is the new normal. 

So… remember to breathe. 

We hope you enjoyed reading our list of current observations on the global real estate market and institutional  
investment trends. As always, we welcome your feedback.
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3 Index includes Apollo Global Management (APO), The Blackstone Group (BX), The Carlyle Group (CG), Colony Capital (CLNY), Fortress Investment Group (FIG) and KKR & Co. (KKR). 
4  Economic Net Income is a non-GAAP (and pre-tax) measure to measure operating performance, including the change in value of an asset manager’s unrealized investment portfolio. The calcula-

tion is: ENI = Total Fund-level Fee Revenue + Total Performance Fees + Total Investment Income + Interest & Other Income – Direct Base Compensation – Performance-related compensation 
(realized & unrealized) – G&A and Other Indirect Expenses – Interest Expense.
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This document is only intended for institutional and/or professional investors. This material is intended for informational purposes only and should not be relied upon to make any investment decision, as 
it was prepared without regard to any specific objectives, or financial circumstances. It should not be construed as an offer, invitation to subscribe for, or to purchase/sell any investment. Any investment 
or strategy referenced may involve significant risks, including, but not limited to: risk of loss, illiquidity, unavailability within all jurisdictions, and may not be suitable for all investors. This publication is not 
intended for distribution to, or use by, any person in a jurisdiction where delivery would be contrary to applicable law or regulation, or it is subject to any contractual restriction. 

The views expressed within this publication constitute the perspective and judgment of Hodes Weill & Associates, LP at the time of distribution and are subject to change. Any forecast, projection, or 
prediction of the real estate market, the economy, economic trends, and equity or fixed-income markets are based upon current opinion as of the date of issue, and are also subject to change. Opinions 
and data presented are not necessarily indicative of future events or expected performance. Information contained herein is based on data obtained from recognized statistical services, issuer reports or 
communications, or other sources, believed to be reliable. No representation is made as to its accuracy or completeness.

* All U.S. regulated capital market and securities advisory services are provided by Hodes Weill Securities, LLC, a registered broker-dealer with the SEC, and a member of FINRA and SIPC, and internationally, 
by non-U.S. Hodes Weill affiliates. All investment advisory services are provided by HW Capital Advisors, LLC, a registered investment advisor with the SEC.

HODES	WEILL	&	ASSOCIATES

Hodes Weill & Associates (“Hodes Weill”) is a real estate advisory boutique with a focus on the investment and  
funds management industry. The firm is headquartered in New York and has additional offices in Hong Kong and 
London. Founded in 2009, Hodes Weill provides institutional capital raising for funds, transactions, co-investments 
and separate accounts; M&A, strategic and restructuring advisory services; and fairness and valuation analyses.  
Clients include investment and fund managers, institutional investors, lenders, property owners and other  
participants in the institutional real estate market.

The Partners of Hodes Weill have 150+ years of institutional real estate experience across many disciplines includ-
ing investment banking, restructuring, advisory, institutional capital raising and principal investing. The Partners 
leverage their deep skill set and a global network of relationships to provide advice and solutions to a wide range of 
complex situations impacting the real estate investment and funds management industry. Hodes Weill is employee-
owned and managed.

In 2015, Hodes Weill sponsored the formation of Tunbridge Partners, LLC with the purpose of acquiring interests in 
real estate and real asset investment and fund managers.

Further information about the Company and backgrounds for the professional team can be found on the Company’s 
website at www.hodesweill.com or by calling 212-867-0888.
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