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ur analysis leads us to the uncomfortable conclusion that core real estate returns are in the process of a
significant moderation. With many investors at risk of having the majority of their real estate capital stranded at
low returns, we see three compelling non-core alternatives to consider: 1) Buy core real estate through the REIT
market at prices that already reflect 70bps of cap rate expansion1; 2) take advantage of strong fundamentals to
create net operating income (“NOI”) through value add real estate investment, rather than worry about how NOI is going
to be priced in the future via a core allocation; and 3) seek investments in real assets that feature strong secular demand
and investment tailwinds, such as infrastructure. While these alternative options may help investors solve the “proforma”
return challenge, however, there also exist important risk considerations, which we explore below.

A Moderating Core
A significant moderation in core real estate returns will have tremendous consequences for institutional real estate investors,
who risk having the majority of their real estate allocations stranded. In fact, the recent PREA survey of institutional
investors showed expectations for annual core real estate returns to be below 5% by 2020, which we think may prove
optimistic. Three factors leads us to the conclusion that core real estate cap rates are on the rise, which will likely offset
much of the NOI growth and return from yield, and lead to low net returns from core real estate over the next one to two
years. First, the fundamental back-drop of low cap rates, decelerating NOI growth and potentially rising interest rates
suggest an environment of rising cap rates. Second, the REIT market, with trading volume that represents the equivalent
of all U.S. commercial real estate transactions and has a track record of predicting the direction of private real estate
values, continues to send a clear signal of cap rate expansion in 2019. Third, we find that core real estate fund flows are
a reliable leading indicator of core real estate fund returns, and the direction of these flows is unambiguously down (and
could turn negative)2.
The starting point for real estate values is vulnerable, with core real estate fund cap rates at record lows below 5%3. Low
initial cap rates are challenged by a steady build of new supply that has accelerated with the aging economic cycle. In
fact, a unique feature of this cycle is that the “supply constrained” gateway markets are those with the most cranes. The
punchline of the late-cycle increase in supply is that NOI growth for real estate owners has meaningfully decelerated even
as the economy has accelerated. Recall that cap rates are a function of the discount rate and rental rate growth. Given
expectations for the Fed to continue to increase interest rates, and moderating NOI growth, the justification for existing
low cap rates is called into question. We do not believe core real estate valuations have adequately priced in these risks.
Refer to footnote references at the end of this material. The statements and conclusions made in this material are not guarantees
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One area where we believe the pricing of risk is more balanced is the REIT market, and in our experience the REIT market
has been a useful predictor of the direction of future real estate values. In fact, we see a strong relationship between REIT
implied cap rates and forward private real estate returns, and the current spread between REIT implied cap rates and
private market cap rates suggests forward returns for the private market could decelerate to <5% per year. Although REIT
market signals can include noise from short-term volatility, the data shows that when the REIT market delivers a consistent
signal for real estate values, it is usually correct.
In response to moderating core real estate returns, many investors with new real estate allocations are seeking alternative
ways to allocate the marginal dollar, while investors with large existing core allocations are assessing reallocation
opportunities better suited for this economic and capital market environment. This situation is counter-intuitive for many
investors who are used to core real estate being a
safe haven, particularly later in the cycle. It also leaves
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Creating NOI Through Value Add Real Estate
Value add investing is a proactive way to generate returns
by taking advantage of solid fundamentals and creating
NOI, rather than worrying about the future pricing of NOI
(i.e. if cap rate expansion will impair returns in a core
allocation). In addition, we believe that value add investing
is at the start of a long-term secular bull market. This is
driven by the need for real estate assets to “catch up” with
the dramatic changes that we have seen in the economy
and society, but where there is also a lack of debt capital
available for redevelopment.

Figure 3: Real Estate Loans, All Commercial
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advancing technology and evolving demographics are
fueling significant changes in demand patterns. By its very nature, our physical infrastructure lags changes in underlying
demand and today there is a potentially decade-long need for much of our existing real estate to be transformed to
meet the demands of the new economy, creating a very favorable demand back drop for value-add investing.

Examples of these opportunities are prevalent across real estate sectors. Office space is increasingly used as a tool for
companies in the new economy to attract the best talent, and these companies are seeking open, aesthetically pleasing,
amenity-heavy space that maximizes convenience, community culture and efficiency. The composition of housing has
shifted in the new economy with a decrease in ownership and corresponding increase in renters. As a result, apartment
product needs to appeal to a deeper and broader tenant pool that is renting longer and transitioning through life phases. In
retail, consumers prefer experiential or necessity-based shopping over traditional, commodity retail that can be supplanted
with the convenience and price transparency of e-commerce. To support this, obsolete retail real estate needs to be
transformed, and industrial infrastructure adapted to efficiently manage inventory, transport and delivery of e-commerce
goods.
Successful value add investing involves identifying existing, underutilized real estate and targeting capital expenditures
to realize the full potential value of the asset. The ability to gain access to these opportunities at an attractive basis has
been enhanced this cycle by the lack of debt capital available for redevelopment from traditional financial intermediaries,
especially outside of gateway markets. Value add capital has helped fill this void. Equity can be employed to finance the
initial riskier acquisition and redevelopment phases of a project, overcoming the lack of competitive debt capital available
for these projects. When the project is de-risked and the leasing phase commences, debt financing becomes much more
plentiful and competitive, which can then be used to leverage the transaction and boost returns.
The ability of value add capital to bridge the gap between an existing vacant or obsolete asset to the creation of a
repositioned, cash flow generating investment is a key competitive advantage of value add capital, that if done well can
create very attractive risk-adjusted returns. That being said, a short-term risk to value add allocations at this point in the
cycle is ensuring enough runway to implement business plans and realize gains ahead of the next economic downturn.
We believe a way to mitigate this risk is making sure a fund’s size is appropriate to allow quick deployment of capital and
execution of business plans within a 2-3 year window.

Investing in America’s Infrastructure at a Discount
Another way for investors to address moderating core returns with a real asset alternative is via infrastructure. Infrastructure
benefits from a number of secular investment tailwinds and less sensitivity to economic variability given inelastic demand
structures. Infrastructure investments can include utilities, transportation (roads, bridges, rail), energy (pipelines) and
communication (data centers, cell towers). The secular trends of global population growth, increasing prevalence of
urbanization, and the need to modernize our infrastructure and develop new assets provide a strong fundamental
backdrop, while portfolio optimization models and diversification studies illustrate the benefits to investors of infrastructure
allocations. These characteristics have not been lost on the institutional investment community and in recent years,
Refer to footnote references at the end of this material. The statements and conclusions made in this material are not guarantees
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interest in private equity infrastructure has skyrocketed, leading to a backlog of approximately $150 billion in dry powder
committed to but not yet invested in private equity infrastructure funds7. CenterSquare has addressed this issue by
accessing the opportunity in infrastructure via listed infrastructure equities, which not only avoid the private fund queues
but also provide up to a 30% discount to private market values8. Listed infrastructure is also ripe for active management,
with the application of specialized institutional knowledge to an under-covered space allowing the exploitation of pricing
inefficiencies.
Today is a challenging time for real estate allocators. As the economic cycle ages, the traditional “safe haven” of core real
estate may represent the biggest medium-term risk to the performance of a real estate allocation. We believe that 2019
could be a difficult vintage year for core real estate investments if not balanced in a dynamic way with more well-positioned
options like REITs, value add strategies and alternative real assets.
Figure 4: Asset Class Performance
Across Inflation Regimes
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Source: CenterSquare, company reports, as of December 31, 2018.
Discounts to Private Market Values are based on EV/EBITDA multiple in
listed market relative to recent private market acquisition multiples.

Equities Data presented is as of December 31, 2018. Returns are for
periods of rising/falling inflation expectations since 2004 as measured by
the University of Michigan Mean Expected Change in Prices Index. Asset
class returns and risk were calculated using established indices as proxies.
A full list of these indices and their definitions is provided at the end of this
document.

Source: CenterSquare Investment Management, as of December 31, 2018. See Figure 1 for more information and calculation methodology. Private
Market Cap Rates represent the cap rate achievable in the private market for the property portfolio owned by each company, and are based on estimates
produced by CenterSquare’s investment team informed by various market sources including broker estimates. REIT Implied Cap Rates are based on a
proprietary calculation that divides a company’s reporting net operating income (“NOI”) adjusted for non-recurring items by the value of its equity and debt
less the value of non-income producing assets.
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Source: CenterSquare, NCREIF, based on net flows experienced by the NCREIF Open End Diversified Core Equity Index, as of September 2018.
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Source: CenterSquare Investment Management, as of December 31, 2018. See Figure 1 for more information and calculation methodology.
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Source: FTSE Nareit Equity REITs Index, as of December 2018
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Source: FTSE Nareit Equity REITs Index, ISI projections, CenterSquare estimates, as of December 2018
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Source: FTSE Nareit Equity REITs Index, NCREIF Open End Diversified Core Equity Index, as of September 2018.
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Source: Preqin, as of March 2018

Source: CenterSquare, company reports, as of April 2018. Discounts to Private Market Values are based on EV/EBITDA multiple in listed market relative
to recent private market acquisition multiples.
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Disclosures
Material in this publication is for general information only and is not intended to
provide specific investment advice or recommendations for any purchase or sale of
any specific security or commodity. Due to, among other things, the volatile nature
of the markets and the investment areas discussed herein, investments may only
be suitable for certain investors. Parties should independently investigate any
investment area or manager, and should consult with qualified investment, legal,
and tax professionals before making any investment. Some information contained
herein has been obtained from third party sources and has not been independently
verified by CenterSquare Investment Management LLC (“CenterSquare”).
CenterSquare makes no representations as to the accuracy or the completeness
of any of the information herein. Accordingly, this material is not to be reproduced in
whole or in part or used for any other purpose.
Investment products (other than deposit products) referenced in this material are
not insured by the FDIC (or any other state or federal agency), are not deposits of or
guaranteed by CenterSquare, and are subject to investment risk, including the loss
of principal amount invested.
For marketing purposes only. Any statements and opinions expressed are as at
the date of publication, are subject to change as economic and market conditions
dictate, and do not necessarily represent the views of CenterSquare or any of its
affiliates. The information has been provided as a general market commentary
only and does not constitute legal, tax, accounting, other professional counsel
or investment advice, is not predictive of future performance, and should not be
construed as an offer to sell or a solicitation to buy any security or make an offer
where otherwise unlawful. The information has been provided without taking into
account the investment objective, financial situation or needs of any particular
person.
Any indication of past performance is not a guide to future performance. The value
of investments can fall as well as rise, so investors may get back less than originally
invested.
This communication is not an offer of securities for sale in the United States,
Australia, Canada, Japan or any other jurisdiction where to do so would be
unlawful. CenterSquare has not registered, and does not intend to register, any
portion of the securities referred to herein in any of these jurisdictions and does
not intend to conduct a public offering of securities in any of these jurisdictions.
This communication is being distributed to, and is directed only at, persons in the
United Kingdom in circumstances where section 21(1) of the Financial Services
and Markets Act 2000 does not apply (such persons being referred to as “relevant
persons”). Any person who is not a relevant person should not act or rely on this
communication or any of its contents. Any investment activity (including, but not
limited to, any invitation, offer or agreement to subscribe, purchase or otherwise
acquire securities) to which this communication relates will only be available to,

and will only be engaged with, persons who fall within the target market. This
communication is an advertisement and is not a prospectus for the purposes of
Directive 2003/71/EC, as amended (such directive, the “Prospectus Directive”) and/
or Part IV of the Financial Services and Markets Act 2000.
Any communication of this document by a person who is not an authorised person
(as defined in the Financial Services and Markets Act 2000 (“FSMA”)) is directed
only at the following persons in the United Kingdom, namely (i) persons falling within
any of the categories of “investment professionals” as defined in Article 19(5) of
the Financial Services and Markets Act 2000 (Financial Promotion) Order 2005
(the “Financial Promotion Order”), (ii) persons falling within any of the categories
of persons described in Article 49(2) of the Financial Promotion Order, (iii) persons
falling within the categories of “certified high net worth individual” described in Article
48(2) of the Financial Promotion Order and “self-certified sophisticated investor”
described in Article 50a(1) of the financial promotion order and (iv) any person to
whom it may otherwise lawfully be made. Persons of any other description should
not review, nor act upon, this document.
For the purposes of Article 19 of the Financial Promotion Order, this document
is directed at persons having professional experience in matters relating to
investments. Any investment or investment activity to which this document relates is
available only to such persons. Persons who do not have professional experience
in matters relating to investments (and in respect of whom another exemption is not
available) should not rely on this document.
For the purposes of Article 49 of the Financial Promotion Order, this document is
directed at persons meeting the respective minimum criteria specified in Article 49(2)
of the Financial Promotion Order (for example, partnerships with net assets of not
less than £5 million). Any investment or investment activity to which this document
relates is available only to such persons. Persons who do not meet such minimum
criteria (and in respect of whom another exemption is not available) should not rely
on this document.
Canada Specific Disclosure
This document has been prepared solely for information purposes and is not an
offering memorandum nor any other kind of an offer to buy or sell or a solicitation
of an offer to buy or sell any security, instrument or investment product or to
participate in any particular trading strategy. It is not intended and should not be
taken as any form of advertising, recommendation, investment advice or invitation
to trade. This information is confidential and for the use of the intended recipients
only. The distribution of this document in Canada is restricted to recipients who are
qualified “permitted clients” for purposes of NI 31-103. This document may not be
reproduced, redistributed or copied in whole or in part for any purpose without prior
written consent

Definition of Indices
Global Equities: MSCI World Index
Global Infrastructure: For periods after 12/31/2005, FTSE Developed Core
Infrastructure 50/50 Index. For periods prior to 12/31/2005, Dow Jones Brookfield
Global Infrastructure Index.
Global Bonds: JP Morgan Global Aggregate Bond Index
FTSE Nareit Equity REITs Index
The FTSE Nareit U.S. Real Estate Index includes all tax-qualified real estate
investment trusts ("REITs") that are listed on the New York Stock Exchange, the
American Stock Exchange and the NASDAQ National Market List. The index
constituents span the commercial real estate space across the US economy and
provides investors with exposure to all investment and property sectors.
NCREIF ODCE
(short for NCREIF Fund Index - Open End Diversified Core Equity)
The ODCE, short for NCREIF Fund Index - Open End Diversified Core Equity, is
the first of the NCREIF Fund Database products and is an index of investment
returns reporting on both a historical and current basis the results of 36 openend commingled funds pursuing a core investment strategy, some of which have
performance histories dating back to the 1970s.
These benchmarks are broad-based indices which are used for illustrative purposes
only and have been selected as they are well known and are easily recognizable by
investors. However, the investment activities and performance of an actual portfolio

may be considerably more volatile than these indices and may have material
differences from the performance of any of the referenced indices. Unlike these
benchmarks, actual portfolios are actively managed. Furthermore, actual portfolios
may invest in substantially fewer securities than the number of securities comprising
each of these benchmarks. There is no guarantee that any of the securities invested
in by actual portfolios comprise these benchmarks. Also, performance results for
benchmarks may not reflect payment of investment management/incentive fees
and other expenses. Because of these differences, benchmarks should not be
relied upon as an accurate measure of comparison.
FTSE Data disclosure: Source: FTSE International Limited (“FTSE”) © FTSE 2018.
FTSE® is a trade mark of the London Stock Exchange Group companies and is
used by FTSE under licence. All rights in the FTSE indices and / or FTSE ratings
vest in FTSE and/or its licensors. Neither FTSE nor its licensors accept any liability
for any errors or omissions in the FTSE indices and / or FTSE ratings or underlying
data. No further distribution of FTSE Data is permitted without FTSE’s express
written consent.
"FTSE®" is a trade mark of the London Stock Exchange Group companies,
"Nareit®" is a trade mark of the National Association of Real Estate Investment
Trusts ("Nareit”) and "EPRA®" is a trade mark of the European Public Real Estate
Association ("EPRA”) and all are used by FTSE International Limited ("FTSE”)
under licence).
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About CenterSquare
Founded in 1987, CenterSquare Investment Management is an independent, management-owned real asset
manager focused on listed and private equity real estate and listed infrastructure investments. As an investor
and manager, our success is firmly rooted in aligning our firm’s interests with those of our clients, partners and
employees, as well as our commitment to alpha-generating research.
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