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Getting used to ‘interesting times’

John Cartwright of London-based Association of Real Estate Funds looks at recent develop-

ments in the property market for institutional investors

AREF Funds

We are all becoming used to living in ‘interesting times’ and
2009 was no exception for property investment managers.
The Association of Real Estate Funds (AREF) sponsors the
Investment Property Databank (IPD) UK Pooled Property
Fund Indices, which started the year with quarterly returns
at their lowest level ever, (-18.7%) for Q4 2008. AREF's Invest-
ment Quarterly for the same period reported continuing net
outflows from AREF funds of about £220m (US$350.4m) for
the quarter, albeit at a reducing rate.

By Q3 2009 the picture was very different, with quarterly
returns back in positive territory at 1.7%, and net inflows in
positive territory for the second quarter running at £450m,
pushing the year into the black. As | write, the Q4 figures are
being collated, but recent monthly return data from Invest-
ment Property Databank and investor flow data from the
Investment Management Association would suggest a con-
tinuation of that trend.

A degree of confidence among investors appears to have
returned to the market but there is a combination of caution
and optimism within our membership, and across the prop-
erty industry there is an incredibly wide range of views as to
the shape of the future recovery.

Market
Two market issues that have been taxing property profes-
sionals are particularly worth mentioning.

Firstly, property indices are, of course, valuation based.
Our members, and the valuation profession as represented
by the Royal Institution of Chartered Surveyors, have striven
hard to ensure property valuations best reflect market views,
and that funds are priced appropriately. However, for a heter-
ogeneous market moving fast but with low trading volumes,
that job has been more than usually challenging over the last
couple of years.

Secondly, recent years have seen enormous growth in
lending to the commercial property market. The most recent
survey by De Montfort University, on the UK commercial
property lending market, documented more than £220bn
of outstanding debt as at mid-2009. More worrying than the
absolute figure outstanding was a marked increase in the
amount of debt-breaching lending covenants, and that nearly
half of the outstanding amount is due for repayment by 2011
or before.

On average, AREF funds have low gearing, so the availa-
bility and cost of debt is not as directly influential on our funds
as some other market participants. However, with limited debt
availability, albeit with some signs of limited improvement for
selected assets, the ability of the market to re-finance maturing
debt is a major topic of debate; if this becomes difficult there is
potential for an increased supply of investment stock coming
to the market, with the consequent impact on pricing damp-
ening the current recovery in returns.

PAIFS
Although not new in 2009 (they were introduced in the 2008
budget) Property Authorised Investment Funds (PAIFS)
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have been a major theme for AREF during 2009. For those
not familiar with them, a PAIF is an authorised open-ended
investment company (OEIC) investing mainly in property or
property-related interests, and the PAIF tax regime is elec-
tive rather than compulsory. However, provided that certain
conditions are met, a PAIF is exempt from tax on the income
arising from its property-related assets.

What is often misunderstood is the interaction of tax and
regulation here. From a regulatory perspective PAIFs can
be either Non-Ucits Retail Schemes (NURS), which, being
designed for retail investors, have attracted more coverage,
or Qualified Investor Schemes (QIS). A QIS has much wider
investment and borrowing powers than a NURS and fewer
operational obligations, but may only be marketed to quali-
fied, i.e. professional, investors.

As yet no PAIFs have been launched, partly as a conse-
quence of market circumstances, but, during 2009, AREF,
supported by member organisations and alongside other
industry bodies, put a lot of effort into working with the
Treasury and HMRC to iron out some of the technical issues
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delaying launches.

Although there is more work to do to facilitate relatively
painless conversion of existing funds, we have been par-
ticularly impressed by the positive co-operation shown by
Treasury officials and their understanding of commercial
issues, so it is pleasing to be able to say that | am aware of at
least two organisations at advanced stages of PAIF launch
planning.

AIFMD

Staying with regulatory matters, the impact of the Alter-
native Investment Fund Managers Directive (AIFMD) is
the other major piece of work undertaken by AREF during
2009 and ongoing. As is inevitable with a wide reaching,
pan-EU, multi-asset class proposal, the law of unintended
consequences has applied in spades in relation to property
funds, their managers and inevitably investors, particularly
in the UK where existing institutional property funds have
evolved over four decades under differing regulatory and tax
regimes and in differing domiciles.
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As originally proposed, the Directive would have had sig-
nificant constraining and costly impacts on property inves-
tors. For example, the original requirement that delegation
of decisions could only be to other authorised entities could
have affected property managers or asset managers, unnec-
essarily increasing costs. Other limitations relating to invest-
ment outside EU member states could have unnecessarily
constrained investment strategy. These issues are yet to be
resolved.

AREF has been actively raising concerns on behalf of
the real estate industry, but has not conducted the debate in
public. We support the principle of proportional regulation
and welcome the proposed EU passport for compliant funds,
but we were concerned that professional investors would
have ended up paying a high price for protection they were
not seeking, from risks they were already prepared to accept.

We have been engaging with key decision makers and
influencers, to ensure the particular characteristics of prop-
erty funds are fully understood and that any revised drafting
strikes the appropriate balance between investor protection
and investment freedom.

Governance

AREF has long had a Code of Practice aimed at promoting
high standards of transparency, good corporate governance,
best practice standards and increasing disclosure levels
in member real estate funds, which all AREF members are
expected to comply with. The Code covers three key areas
— namely governance, operation of the fund (including, for
example, valuations, gearing and distributions) and unit
dealing and performance.

During 2009 a comprehensive review of the Code was
undertaken to stress test the framework in the light of two
years of market turmoil. This increased the range of disclo-
sures that members should meet as a minimum — such as
those relating to Total Expense Ratio (TER). | would expect
that we will undertake a further review in the light of the
finalised AIFMD.

Future
Looking forward, there are three other areas | expect to be
hot topics of discussion in 2010.

Sustainability will remain centre stage for real estate
managers, and AREF members are already engaged in the
debate. In 2010 we will be reviewing how we structure AREF
to best engage with the wider community on social issues
generally and sustainability in particular.

Real estate derivatives have been around for many years
and the market has continued to grow. However, wider usage
is constrained by the lack of exchange-traded instruments,
and that most contracts are whole market, limiting use pri-
marily to multi-asset investors. | expect to see growing
demand for exchange-traded and/or sub-sector instruments
from real estate managers.

Finally, secondary trading of property fund units has been
off the agenda for a while but seems to be back as a discus-
sion topic; watch this space! B
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