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Hodes Weill’s 2019 Market Commentary

Celebrating Ten Years – A Look Back as We Look Ahead   

As we welcome in a New Year, we are back again with our Annual Market Commentary — Top Ten  
Market Observations. 

2019 marks our tenth year in business as Hodes Weill & Associates. To deconstruct each of  the past ten years, 
we see that our industry has navigated a lot of  complex situations which have resulted in many positive changes. 
Fund structures, transparency and governance have been evolving year-by-year, against the background of  an 
investment market that has risen steadily since those frightening days of  2009 when we set up our first office 
(in a borrowed conference room!). 

When the current market cycle corrects, we’ll all have new war stories to tell about what went wrong and ask 
ourselves: “did we miss the obvious?” But for now, investors and their managers and partners are looking back 
on ten years when they generated strong returns. 

Needless to say, it is especially stark to compare the market 
environment at our inception in 2009 to the market that prevails 
today. Back then, the markets had shut down abruptly. Today, 
liquidity abounds. Ten years ago, we were bemoaning the looming 
“tsunami of  debt” which was expected to be washing over us 
right about now. Huh? Now we talk about the “mountains of  dry 
powder” waiting to be deployed.

This is not to say that the current market is without risk. If  we’ve 
learned anything, we know that markets are fine until they’re 
not. However, other than idiosyncratic dislocation, today’s global 
market does appear to be reasonably balanced. There is strong 
demand for both real estate equity and debt investments. Global 
economic output is at a level that mostly supports new additions 
to supply. Leverage levels are rising but remain manageable. In 
other words, there is no obvious reason for a correction but that 
doesn’t mean we won’t have one.

History reminds us that it’s usually an external shock that jolts a balanced market. So, while we fret about 
the duration of  the cycle, owners, managers and investors are continuing to carefully deploy more capital. It 
remains a strong investment market and there is a general sense that with the emphasis on longer duration 
investments and cycle durable leverage levels, there will be fewer prime holdings available in the future.

As we look ahead into 2019, we intend, as always, to keep our eyes and ears alert to trends and opportunities, and 
share them in future Market Commentaries. Meanwhile, to all our friends in the industry — clients, investors, 
consultants, advisors, service providers and competitors — we thank you for the opportunity to work together, 
and for your friendship and support over these past ten years. 



Hodes Weill & Associates – Market Commentary

January 2019Page 2

1. Mergers and Acquisitions – Not All Valuations are Created Equal 

The uptick in M&A transactions in the real estate investment manager space has been well documented. 2018 saw 
some notable transactions in which multiple “household names” either were acquired or sold a partial stake in their 
businesses. The catalysts for trading activity, which include succession planning, pressure on margins and increased 
need for growth capital, are not subsiding in the near-term. These will continue to drive M&A activity for the 
foreseeable future. Additionally, an increasing number of  investors and funds have dedicated capital to purchase 
partial stakes in investment managers, further influencing the activity in the space. The valuation metrics associated 
with deals are difficult to come by publicly, but valuations have trended higher in recent years, with a notable increase 
in 2018. This is not surprising given the aforementioned increase in demand for quality investments in the space, as 
well as continued growth in institutional allocations to the asset class and will likely be a further catalyst for managers 
to evaluate potential transactions in the near future. 

Historically, fund manager transactions were heavily 
scrutinized by limited partners. Oftentimes, these 
transactions would prompt investors and consultants to take 
a step-back or reevaluate their commitment to a manager. 
This was euphemistically referred to as “time in the penalty 
box” until it became clear that it would be business-as-usual 
for the manager. Given the numerous transactions that 
have occurred over the last few years, limited partners have 
become more accustomed and open-minded to managers 
selling all or a portion of  their platforms under the right 
circumstances. Transactions that come across as cash outs 
will continue to be treated with skepticism. The increase 
in strategic activity is not going to subside any time soon, 

but we believe that limited partners will continue to support the “winners” (e.g., continuity of  management team, 
enhanced distribution/operation capabilities, etc.) and avoid the “losers” (principals cashing out, culture/investment 
strategy compromised, significant friction from integrating businesses, etc.). To be successful, both buyers and sellers 
must maintain a laser focus on the relationship between the real estate investment managers and their limited partners 
post-transaction — since future access to capital (and fees) are ultimately a significant driver of  value.

2. Moving from ESG to Climate Risk Assessment and Mitigation

Late in 2018, on Black Friday no less, the White House released the Fourth National Climate Assessment, as mandated 
by Congress, which is considered to be the most comprehensive assessment of  the effects of  global warming on 
the US economy, public health, coastlines and infrastructure. It quantifies, in devastating economic terms, how the 
warming planet is likely to wreak hundreds of  billions of  dollars of  damage in the coming decades. Many regions 
are already experiencing the direct effects of  climate change — the frequency of  extreme storms, rising sea levels, 
increased occurrences of  wild fires and flooding are immediate threats, not future risks. This report found that 
adaptation and mitigation measures to address the impact of  climate change are improving but we still have far to go. 

What does this mean for the real estate investment management industry? With the encouragement of  large 
institutional investors, investment managers have increasingly adopted ESG, GRESB and LEED standards into 
their operations to improve resource efficiency and reduce greenhouse gas emissions with the expectation that these 
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measures should improve rental income and liquidity. Important as these measures are, they “do not address the 
location specific threats posed by factors such as sea level rise, increasingly frequent hurricanes, wild fires, heat stress 
and water stress” according to a recent article, “Futureproofing Real Estate 
from Climate Risks,” reflecting new research from ULI in partnership with 
Heitman, a global real estate investment manager.1

Both reports emphasize the need for developers and architects to consider 
both current and projected climate conditions in their design and planning. 
Furthermore, investment managers need to factor climate risk and resiliency 
measures into their decision making and portfolio management processes. 
Many investment managers view insurance as the primary means of  financial 
protection against physical damage, but that doesn’t protect a manager from 
the lost property value of  assets in areas prone to flooding, for example. As 
we’ve noted in the past, the cost and availability of  insurance and debt in 
vulnerable areas will impact property values well before sea levels rise. The real 
estate investment management industry is in the early stages of  incorporating climate mitigation measures and the 
development of  tools to use in investment decision making and management processes. It’s about time. 

3. Turn Up the Aircon! Online Grocery Options Will Propel Climate-Controlled 
    Logistics Demand

With e-commerce inserting itself  into virtually every aspect of  daily life, we see the rise of  online grocery businesses 
as a key driver of  specialized logistics demand. Online grocery options 
in the US, have to-date focused on key metropolitan areas. As these have 
proven successful, the roll out into other parts of  the country is targeted 
over the next several years, especially as the focus on healthier, fresher food 
options continues to build (given some areas of  the country do not have 
local, fresh food options year-round). Online grocery sales in the US are 
estimated to represent 13% of  total grocery sales by 2024, up from 3% of  
total grocery sales in 2017.2  Even if  this level of  exponential growth is not 
ultimately reached, the market is nevertheless expanding rapidly and large 
national chains, such as Kroger, Walmart and Target, have all announced 
large investment spends focused on e-commerce. 

Cold storage facilities near large metro areas are only one piece of  the puzzle; it’s the last mile storage space that 
is really necessary for making e-commerce work for groceries. This space must be specifically built out for food 
storage, i.e., climate-controlled facilities which require bulk refrigeration systems and complex freezer options. For 
fresh, safe food, proximity is key and crucial, since food doesn’t like to be out of  refrigeration for more than 30-45 
minutes. Given the high cost associated with these purpose-built facilities, there is likely to be a lot more repurposing 
of  existing space and use of  other traditional retail space for grocery deliveries and storage rather than new build 
or large fulfillment centers. We see what Amazon is already doing in Whole Foods stores by using space in the 
existing grocery stores to get closer to customers. This “Click and Collect” trend is one that retailers and industrial 
players should focus on given it is a more cost-effective option. We have spoken to several industrial players who are 

1 Heitman/ULI, “Futureproofing Real Estate from Climate Risks: New Research from ULI in Partnership with Heitman,” 10/9/18. 
2 FMI/Nielsen.
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increasing their focus on the infrastructure continuum required to make online grocery options work, which includes 
both last mile industrial as well as how stores can be used differently for both pick up and deliveries. It looks like the 
impact of  cold storage on industrial in all its different forms will continue to be “hot” for the foreseeable future. 

4. The Logistics Tale Continues…

While new supply is being generated for large sheds and “last mile” urban logistics facilities in Europe, nowhere 
near enough space is being produced to satisfy demand. The present situation and trajectory are here for the long 
term, and supply cannot keep pace with demand. Consumers expect same-day delivery of  goods, so e-commerce 
platforms are shifting their logistics strategies to focus on the last mile. The buildings that the new e-commerce 
tenants need are not the tin sheds of  old. These are now technological 
marvels. As e-commerce is typically defined by small orders and delivery 
speed, more layers are needed in the supply chain. This isn’t just about 
spatial change, but also about an evolution in logistics technology. 

In addition to healthy tailwinds, the logistics sector provides several 
appealing characteristics for investors seeking income. Leases and rental 
terms are typically long, often inflation-linked, and include regular uplifts. 
While the UK has a prime logistics yield of  circa 4.5%, other countries 
in western Europe are substantially above that. Portugal, for instance, is 
around 6.5% with Spain at 5.85%. Denmark and Italy meanwhile are at 
5.5% while Belgium, Austria and Sweden are pegged at around 5.25%.3

5. Watch That Denominator

Despite a strong start to 2019, public equities 
remain 10% below 2018 peak.4 This swing has 
undoubtedly resulted in a denominator effect with 
respect to institutions’ actual vs. target allocations to 
real estate. As detailed in our 2018 Institutional Real 
Estate Allocations Monitor, institutions reported 
an average actual allocation to real estate of  9.5% 
in 2018, approximately 90 basis points below an 
average target allocation of  10.4%. However, as 
institutions have, on average, approximately 60% 
allocated to public equities, it is likely that this margin 
has at least halved; and for some institutions, they 
may be over-allocated to real estate at the moment. 
A non-US pension plan mentioned to us that in just 
60 days during the fourth quarter of  2018, their actual allocation to real estate swung from 100 basis points below 
target to close to equal to target. As target allocations drive capital flows into the market, supporting transaction 
volumes and valuations, this trend is worth monitoring. 

3 Aberdeen Asset Managers limited, “Logistics – the income opportunity,” 7/30/18. 
4 S&P 500, 2018 Peak 9/20/18 – $2,930.75. $2632.96 as of  1/22/19, up from year low of  2,351.10 on 12/24/18.  
5 Jones, D., & Weill, D. (2018). 2018 Institutional Real Estate Allocations Monitor. Ithaca, NY: Cornell University’s Baker Program in Real Estate and Hodes Weill & Associates, LP, October 2018. 24pp.

Actual vs. Target Allocation, by Location of  Institution5
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6. The Power of  a Waterfall

In a market in which boutique managers are finding it harder and harder to compete with mega-cap managers 
for institutional allocations, the strain on their organizations is leading some to make certain strategic decisions. 
These include M&A transactions, new product launches alongside their 
flagship products and leveraging their capital by offering co-investments 
to existing and new clients. The shift from American to European 
waterfalls has made it very challenging for managers to pay their teams 
on a more regular basis when the carry is back ended, and this is more 
pronounced for smaller managers and/or managers with one fund series. 
For institutions that want their managers to stay independent and have a 
single-product focus, it may be time to reconsider deal-by-deal promotes. 
We have seen several funds that have modified deal-by-deal payouts, 
subject to portfolio valuation tests and substantial hold backs. In some 
cases, the payouts are limited to non-partners. If  the industry wants to see 
the formation and entry of  new managers during this cycle, it is probably 
time to revisit carried interest waterfalls. 

7. Higher US Interest Rates Hurting Demand for US RE

Non-USD referenced investors continue to lament the stronger dollar and rising hedging costs given geo-political 
uncertainty and recent US interest rate hikes. This is pushing returns down even further and making their return 
targets harder to achieve. Euro-dominated investors currently have to pay in excess of  340 basis points per annum 
to hedge the USD which is forcing some investors to take a pause on investing in US real estate and look closer to 

home, or elsewhere. There is also anecdotal evidence of  Korean LPs 
bypassing the US and focusing on Europe given relative currency 
values. Although there is an argument that hedging annually over the 
life of  a longer dated fund might not be an exact science, many larger 
institutions prefer to implement this strategy to mitigate currency risk.

Some institutions are telling us that the current environment is leading 
them to rethink their approach to currency and hedging, but that 
will take time, so the current scenario will likely continue to affect 
investments into US real estate in the short term. We might have to 
wait until other countries follow suit and start to raise their own rates.

8. Playing in the GBA (China’s Greater Bay Area)

It is often easy to lose sight of  the reality on the ground in China amidst the heightened rhetoric of  the current trade 
war and barrage of  negative headlines. The fact is that investment activity into and within China has been on the rise. 
Inbound investments have picked up significantly over the past year. We have seen strong interest from international 
investors in prime office assets in Shanghai and Beijing, on the back of  sellers becoming more accommodative on 
pricing as the effects of  the government’s deleveraging campaign move through different sectors of  the economy.

At the same time, Chinese institutional investors who have been curtailed from investing offshore have pivoted 
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to domestic investments often pursuing government 
policy-driven investment themes. Among these, the 
Greater Bay Area (“GBA”) appears to be the one with 
the most appealing growth stories. Encompassing 
three of  China’s most prominent metropolises — the 
Guangdong region, Hong Kong and Macau — the 
GBA has a population of  70 million and the potential 
to become the 7th largest economy in the world by 2030 
with estimated GDP of  $4.6tn by that date.6 Investors 
have been trying to figure out how to capture the growth 
potential of  this region. For example, leading Chinese 
insurance companies are actively seeking prime office 
and retail assets in the megacity of  Shenzhen, which is 
often touted as China’s Silicon Valley. 

We do not expect China’s cross border investment 
policy to be relaxed any time soon, but we can expect 
this domestic activity to continue, and selectively some 
outbound capital flows in the region, including to Japan, 
as the two countries enter into a new phase of  their 
complex economic and political partnership.

9. Squandered Opportunity

If  you are an investor in US real estate and have opened a newspaper or computer in the last six months, you have 
undoubtedly seen a headline about the benefits of  investing in Opportunity Zones. For a summary of  the rules and 
benefits of  this new tax legislation, you can refer to any of  the countless number of  such articles and commentaries. 
With $6 trillion of  unrealized gains eligible for such investments, this legislation has generated an enormous amount 
of  interest from both sources and managers of  capital.7

While these tax benefits can provide an attractive boost to underwritten returns 
(by some estimates up to 500 basis points on an after-tax basis), they should not 
take the place of  careful diligence, particularly when considering the objective 
of  these tax benefits: to incentivize investment in low-income urban, suburban, 
and rural areas of  the country. The legislation further requires that an asset is 
“substantially improved”, the test for which is doubling an investor’s basis. The 
result is that the majority of  Opportunity Zone investments will be developments 
or heavy value-add projects. 

Over recent months, we have seen a wide variety of  groups seeking capital for 
Opportunity Zones, from merchant developers that have never managed an asset 
past stabilization (much less for ten years) to hedge funds with limited hands-on 
real estate experience to internet startups with no track record of  investing at all. 

6 PWC, “New Opportunities for the Guangdong-Hong Kong-Macau Greater Bay Area,” 7/11/17. 
7 Economic Innovation Group, “Opportunity Zones: Tapping into a $6 Trillion Market,” 3/21/18.
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Many of  these managers are unproven in navigating the substantial risks of  late-cycle development; others haven’t 
invested in the secondary and tertiary markets in which Opportunity Zones tend to fall. While we do think that 
Opportunity Zone benefits will allow investors to lower their deal-level return hurdles, investors will be well-served 
to maintain a high level of  discipline underwriting managers and investments. Investors will want to be cautious, to 
ensure that these projects make sense and don’t just generate a tax benefit. Who else remembers the Tax Reform Act 
of  1987 and the immediate aftermath of  all the pre-Tax Act syndication deals?

10. Interest Remains in the Big City 

Last year, we wrote about the new tax bill and its potential negative effect on homeownership rates given the limit 
on deductibility of  property taxes and the lower limit on mortgage interest deduction. Over the course of  the last 
year, another piece of  a homeowner’s equation has shifted considerably: interest rates. While the average 30-year 
fixed mortgage rate has backed up since hitting nearly 5% in November, at 4.45% it remains more than 40 basis 
points above the same time last year, and with the considerable increase in LIBOR over the last 12 months, there is 
reason to believe mortgage rates could rebound toward November highs. Indeed, today’s rate would represent a 5.5% 
increase in a buyer’s monthly mortgage payment over last year; at a 5% rate, the monthly payment would increase 

more than 12%.8

If  millennials haven’t yet been dissuaded 
from barely affordable rents in primary 
and next-tier markets, it seems less likely 
now. And as they continue to express a 
desire for dense urban centers, landlords 
will also have to begin to think about 
density differently in order to provide 
some reprieve to tenants that the 
housing market cannot. 

Coliving is one solution that can benefit 
both landlords and their tenants. By trading the common space of  a conventional multifamily apartment for Class 
A amenities and an enhanced tenant experience, landlords can offer lower per-unit rents to tenants while achieving 
higher rents per square foot. As some investors move to secondary and tertiary markets to chase return, coliving can 
provide a creative way for investors to generate increased yields in the top 20 markets. 

Conclusion

Thank you again for your support these past ten years. While we cannot predict the future, a few trends are clear. 
Demographics will continue to guide real estate investment strategies; capital flows will continue to be more global; 
and real estate managers will continue to consolidate. We look forward to working with you as our industry continues 
to evolve, innovate and move forward. Onward!

As always, your comments are welcome.

Forecasted Annual Housing Starts by Quarter9

8 Freddie Mac, Monthly Average Commitment Rate and Points On 30-Year Fixed-Rate Mortgages, 1/28/19. 
9 Fannie Mae, Housing Forecast, 1Q18, 2Q18, 3Q18, 4Q18.
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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. 
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