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Real estate alchemy
Transforming non-core assets into prime property requires 
skill and resources
Core real estate is attractive to many 
long-term investors. It provides 
solid (if unspectacular) yields, adds 
diversification to portfolios, it holds 
up well when times are tough and 
offers the potential for some capital 
appreciation. 

The trouble is, these attributes are well 
recognised in the market and current 
prices of prime property reflect the 
attractiveness of the asset class.  The 
resulting low yields on offer don’t 
match the longer-term liabilities of many 
investors, who are looking for higher 
returns. 

What then if we could create more core 
real estate? And what if investors could 
buy it at a big discount to current prices?
That may sound like an alchemist’s 
pipedream, but actually fairly accurately 
describes “value-add” real estate 
investment strategies. 

Applying active management 
to real estate

The differential between core and 
non-core real estate pricing creates the 
opportunity for value-add strategies to 
effectively turn non-core assets into 
core. These strategies are rooted in skill 
and the ability to reposition non-core 
real estate assets.

It takes time to reposition an asset 
(although timeframes are less than for 
private equity), but the expected net 
return of 12%-14% is the reward for 
patience. Just as important to investors, 
the return is not dependent on the 
vagaries of real estate markets and the 
potential for rising capital  

values. While the strategy – like all real 
estate strategies – receives a boost 
when markets trend upwards, it is not 
dependent on growth markets. In this 
sense, it is predominantly an alpha-
driven strategy, predicated on the skill 
and experience of the investment 
manager rather than on beta from the 
market. 

It is of particular use to investors who 
are in a position to benefit from the 
illiquidity premium. That is, investors 
whose liabilities are not all short-term 
and who don’t require liquidity across 
their portfolio. 

At the same time, it will suit investors 
who have a low tolerance for losses in 
their portfolio and for whom therefore 
opportunistic strategies would not be 
suitable. There are risks in value-add 
strategies – as we outline later – but 
these risks can be offset by a thorough 
understanding of the asset class and 
timely execution of the strategy. 
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Key takeaways:  

• Value-add strategies transform
non-core assets into core
using expertise to reposition
assets

• Not dependent on growth
markets – the strategy is
primarily alpha-seeking,
relying on manager skill

• Appeals to investors who
are positioned for illiquidity
premium and are averse to
drawdown
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The value-add opportunity 
explained

Value-add real estate investing derives 
the majority of its returns from 
repositioning assets through active 
asset management. What does this 
mean in practice? At its simplest, it is 
sourcing and buying a building which 
has the potential to be “prime”, but  
isn’t because it has vacant space, or  
because its tenants are tied in only  
with short leases, or because the 
building is in poor condition and requires 
refurbishment. Sometimes  
it is a combination of all three. 

The task is to significantly improve the 
asset and produce a Grade A building 
from a non-core asset. 

Few real estate owners are willing or 
able to do this. They may not have the 
skills or the resources and thus are 
willing to sell the asset to value-add 
managers, who use their experience 
and expertise to reposition the asset. 
AEW believes a combination of skills 
and resources are required: the 
value-add manager must be able to 
integrate origination, deal execution, 
financing, asset management and 
fund operations. Equally important is 
to develop and maintain relationships 
with proven operating partners to 
oversee refurbishment projects. These 
partners complement in house active 
management teams. And to access 
the broadest spectrum of opportunities, 
it is best to have wide geographical 
coverage: AEW has over  
300 employees in 10 offices across 
Europe, responsible for €18.5bn  
of real estate assets.

Where to find the most attractive 
value-add opportunities

In terms of specific assets, the best 
returns are likely to come from real 
estate in the cities and sectors best 
positioned to benefit from economic 
recovery - especially neighbourhood 
retail, non-core office buildings and 
industrial real estate.

These cities can be almost anywhere 
in Europe, but the better opportunities 
for this strategy are likely to be found in 
Germany, France and the UK, which are 
the largest and most liquid markets. 
This is not a buy-and-hold strategy 
like core real estate, so liquidity is 
absolutely key for both buying and 
selling assets. While potential growth in 
the relevant economy is helpful, liquidity 
is paramount. 

Outside of the three main countries, 
some Italian and Spanish cities offer 
potential and other countries selectively 
provide opportunities depending on 
the prevailing economic conditions and 
specific asset. Volatile markets such as 
Ireland, where real estate prices have 
fluctuated hugely, are less attractive. 
Some countries are not currently 
investible at all: these include Russia 
and the Baltic states, Turkey and Greece, 
which all suffer from high levels of 
systemic risk. 

Why allocate now?

The signs are that this is a good 
moment to consider a value-add 
strategy. Europe’s economy is slowly 
recovering and systemic risk (despite 
the UK’s recent vote for Brexit) has 
largely retreated. The euro bloc has 
posted nine consecutive quarters of 
expansion.

Amid this slow recovery, the 
banking sector is throwing up buying 
opportunities. Most banks are still 
dealing with the legacy of the financial 
crisis. Although large portfolios of non-
performing loans have largely been 
purged from their balance sheets, 
they are still left with a large number 
of non-core assets, which they wish 
to dispose of. This provides abundant 
opportunities for value-add strategies. 

In addition, value-add strategies can 
benefit from financing rates, which are 
at all-time lows. So good returns are 
attainable without taking excessive 
debt risk. In particular, banks are willing 
to provide debt at compelling interest 
rates to high-quality borrowers with 
experience and a good track record in 
real estate markets.

What are the risks?

To obtain returns of 12%-14%, the 
strategy inevitably needs to take some 
risk. Investors should be aware that 
value-add funds are normally closed 
ended structures and pay dividends 
infrequently as most of the income 
generated by the assets is reinvested 
in the execution of the business plan. 
There are also risks around insufficient 
liquidity in the relevant markets, capital 
losses if the local economy shrinks, and 
poor selection of assets. 

Risk can however be constrained by 
maintaining a disciplined approach to 
leverage. By keeping borrowing to 
moderate levels (commonly below 65% 
LTV), debt covenants can be negotiated 
which should allow the manager 
flexibility in executing the business plan 
and in coping with any unexpected 
economic or asset-specific challenges 
which might emerge. 
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It is also important to not only research 
and monitor non-core markets, but 
keep abreast of developments in core 
markets, which is where the asset will 
eventually be sold into. 
At a strategic level, there is little to be 
gained by taking planning risk. Investors 
should only take on the risks they can 
control – such as refurbishing buildings 
and regearing leases. It is sensible, 
for example, to directly engage 
leaseholders before buying a property 
and find out what kind of refurbishment 
would suit them. 

Lastly, it pays to be cynical about 
forecasts of market growth. The 
forecasts may turn out to be correct,  
but possibly much later than expected. 
It is preferable to model very 
conservative estimates of growth. 

Conclusion: diversification  
and discipline 

Overall, what are the success factors for 
this strategy?

For AEW as a real estate investor with 
30 years of experience, these boil 
down to the size of the platform across 
Europe and the in-house investment 
and asset management teams spread 
across 10 offices in Europe. These 
attributes allow for a diversified and 
granular strategy that can both unearth 
and crystallise value.

Keeping the strategy at a manageable 
size – probably no more than €500m 
– is another key success factor, 
allowing capital to be invested within 
a reasonable time period, maintaining 
geographic discipline, and therefore 
avoiding style drift or aggressive 
underwriting assumptions.

Written on 26 July 2016
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Additional Notes

Past performance is no guarantee of future results.
This communication is for information only and is intended for investment service providers or other Professional Clients. The analyses and opinions referenced herein represent the 
subjective views of the author as referenced, are as of 26 July 2016 and are subject to change. There can be no assurance that developments will transpire as may be forecasted in this 
material. This material may not be distributed, published, or reproduced, in whole or in part. Although Natixis Global Asset Management and AEW Europe believe the information provided 
in this material to be reliable, it does not guarantee the accuracy, adequacy or completeness of such information. Not all affiliates, products, and services are available in all jurisdictions. 
Indexes are unmanaged and do not incur fees. It is not possible to invest directly in an index.

This material has been provided for information purposes only to investment service providers or other Professional Clients, Qualified or Institutional Investors and, when required by local 
regulation, only at their written request. 
In the E.U. (outside of the UK) This material is provided by NGAM S.A. or one of its branch offices listed below. NGAM S.A. is a Luxembourg management company that is authorized by 
the Commission de Surveillance du Secteur Financier and is incorporated under Luxembourg laws and registered under n. B 115843. Registered office of NGAM S.A.: 2, rue Jean Monnet, 
L-2180 Luxembourg, Grand Duchy of Luxembourg. France: NGAM Distribution (n.509 471 173 RCS Paris). Registered office: 21 quai d’Austerlitz, 75013 Paris. Italy: NGAM S.A., Succursale 
Italiana (Bank of Italy Register of Italian Asset Management Companies no 23458.3). Registered office: Via Larga, 2 - 20122, Milan, Italy. Germany: NGAM S.A., Zweigniederlassung 
Deutschland (Registration number: HRB 88541). Registered office: Im Trutz Frankfurt 55, Westend Carrée, 7. Floor, Frankfurt am Main 60322, Germany. Netherlands: NGAM, Nederlands 
filiaal (Registration number 50774670). Registered office: World Trade Center Amsterdam, Strawinskylaan 1259, D-Tower, Floor 12, 1077 XX Amsterdam, the Netherlands. Sweden: NGAM, 
Nordics Filial (Registration number 516405-9601 - Swedish Companies Registration Office). Registered office: Kungsgatan 48 5tr, Stockholm 111 35, Sweden. Spain: NGAM, Sucursal en 
España. Registered office: Torre Colon II - Plaza Colon, 2 - 28046 Madrid, Spain. 
In Switzerland Provided by NGAM, Switzerland Sàrl, Rue du Vieux Collège 10, 1204 Geneva, Switzerland or its representative office in Zurich, Schweizergasse 6, 8001 Zürich.
In the U.K. This material is approved and provided by NGAM UK Limited which is authorised and regulated by the UK Financial Conduct Authority (register no. 190258).  This material is 
intended to be communicated to and/or directed at persons (1) in the United Kingdom, and should not to be regarded as an offer to buy or sell, or the solicitation of any offer to buy or sell 
securities in any other jurisdiction than the United Kingdom; and (2) who are authorised under the Financial Services and Markets Act 2000 (FSMA 2000); or are high net worth businesses 
with called up share capital or net assets of at least £5 million or in the case of a trust assets of at least £10 million; or any other person to whom the material may otherwise lawfully be 
distributed in accordance with the FSMA 2000 (Financial Promotion) Order 2005 or the FSMA 2000 (Promotion of Collective Investment Schemes) (Exemptions) Order 2001 (the “Intended 
Recipients”). To the extent that this material is issued by NGAM UK Limited, the fund, services or opinions referred to in this material are only available to the Intended Recipients and this 
material must not be relied nor acted upon by any other persons. Registered Office: NGAM UK Limited, One Carter Lane, London, EC4V 5ER.
In the DIFC This material is provided in and from the DIFC financial district by NGAM Middle East, a branch of NGAM UK Limited, which is regulated by the DFSA. Related financial products 
or services are only available to persons who have sufficient financial experience and understanding to participate in financial markets within the DIFC, and qualify as Professional Clients 
as defined by the DFSA. Registered office: Office 603 - Level 6, Currency House Tower 2, PO Box 118257, DIFC, Dubai, United Arab Emirates. 
In Japan This material is provided by Natixis Asset Management Japan Co., Registration No.: Director-General of the Kanto Local Financial Bureau (kinsho) No. 425. Content of Business: 
The Company conducts discretionary asset management business and investment advisory and agency business as a Financial Instruments Business Operator. Registered address: 2-2-3 
Uchisaiwaicho, Chiyoda-ku, Tokyo. 
In Taiwan This material is Provided by NGAM Securities Investment Consulting Co., Ltd., a Securities Investment Consulting Enterprise regulated by the Financial Supervisory Commission 
of the R.O.C and a business development unit of Natixis Global Asset Management. Registered address: 16F-1, No. 76, Section 2, Tun Hwa South Road, Taipei, Taiwan, Da-An District, 106 
(Ruentex Financial Building I), R.O.C., license number 2012 FSC SICE No. 039, Tel. +886 2 2784 5777. 
In Singapore Provided by NGAM Singapore (name registration no. 53102724D), a division of Natixis Asset Management Asia Limited (company registration no. 199801044D).  Natixis Asset 
Management Asia Limited is authorized by the Monetary Authority of Singapore and holds a Capital Markets Services License to provide investment management services in Singapore. 
Registered address of NGAM Singapore: 10 Collyer Quay, #14-07/08 Ocean Financial Centre, Singapore 049315.
In Hong Kong This document is issued by NGAM Hong Kong Limited and is provided solely for general information only and does not constitute a solicitation to buy or an offer to sell any 
financial products or services. Certain information included in this material is based on information obtained from other sources considered reliable. However, NGAM Hong Kong Limited 
does not guarantee the accuracy of such information. Past performance information presented is not indicative of future performance. If investment returns are not denominated in HKD/
USD, US/HKD dollar-based investors are exposed to exchange rate fluctuations.
In Australia This document is issued by NGAM Australia Pty Limited (Natixis Aust) (ABN 60 088 786 289) (AFSL No. 246830) and is intended for the general information of financial advisers 
and wholesale clients only and does not constitute any offer or solicitation to buy or sell securities and no investment advice or recommendation. Investment involves risks.  This document 
may not be reproduced, distributed or published, in whole or in part, without the prior approval of Natixis Aust. Information herein is based on sources Natixis Aust believe to be accurate 
and reliable as at the date it was made. Natixis Aust reserve the right to revise any information herein at any time without notice.

In Latin America This material is provided by NGAM S.A. 
In Mexico This material is provided by NGAM Mexico, S. de R.L. de C.V., which is not a regulated financial entity with the Comisión Nacional Bancaria y de Valores or any other Mexican 
authority. This material should not be considered an offer of securities or investment advice or any regulated financial activity.  Any products, services or investments referred to herein are 
rendered exclusively outside of Mexico.
In Uruguay This material is provided by NGAM Uruguay S.A., a duly registered investment advisor, authorised and supervised by the Central Bank of Uruguay.   
In Colombia This material is provided by NGAM S.A. Oficina de Representación (Colombia)  to professional clients for informational purposes only as permitted under Decree 2555 of 2010. 
Any products, services or investments referred to herein are rendered exclusively outside of Colombia. This material does not constitute a public offering in Colombia and  is addressed to 
less than 100 specifically identified investors. 

Each above referenced entity is a business development unit of Natixis Global Asset Management, S.A., the holding company of a diverse line-up of specialized investment management and 
distribution entities worldwide. The investment management subsidiaries of Natixis Global Asset Management conduct any regulated activities only in and from the jurisdictions in which 
they are licensed or authorized. Their services and the products they manage are not available to all investors in all jurisdictions.

In New Zealand This document is intended for the general information of New Zealand wholesale investors only and does not constitute financial advice. This is not a regulated offer 
for the purposes of the Financial Markets Conduct Act 2013 (FMCA) and is only available to New Zealand investors who have certified that they meet the requirements in the FMCA for 
wholesale investors. NGAM Australia Pty Limited is not a registered financial service provider in New Zealand.
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AEW Europe
Subsidiary of Natixis Asset Management Group 
Privately-held French Société anonyme à conseil d’administration. 
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London SW1Y6DN, England 
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