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Historically, institutional-grade, core real estate produces
an annualized return in the high single digits — settling between less risky bonds and more volatile stocks. Investors
can try to bump up performance through value-added and
opportunistic strategies involving various leverage, redevelopment and development plays. Market timing — buy low,
sell high — strategies can also work with the proper foresight. But windows for successful higher-return investing
can be rather narrow, mostly confined to the early part of
a cycle when investors naturally tend to be more tentative
after addressing problems at market nadirs; and early cycle
value-added and opportunistic funds generally outperform
where follow-on funds often can lag or even disappoint.
Coveted core real estate — existing grade A properties located in the leading real estate markets — provides a more
consistent income stream from strong rent rolls and steady,
if unspectacular, appreciation, holding value better in down
markets than commodity properties.

STRUGGLING TO FIND CORE
Pension funds, their consultants and advisers continually
struggle to find the right asset allocation mix along the efficient frontier — looking for the highest expected return
at a given level of risk. While core real estate is highly attractive, demand tends to outstrip supply, pushing down
cap rates and discouraging investors unwilling or unable
to pay the cost, especially in mature to later stages of any
real estate cycle. Today, this pricing-out phenomenon for
core real estate is more evident than ever before as insti-

tutional investors have bumped up their real estate allocation targets to the highest levels in history, and offshore
investors swarm to park money in “safe” U.S. assets. Simply, there just is not enough core real estate to satisfy the
appetites. As a result, maybe not surprisingly, “Build-toCore” has entered the real estate marketing lexicon. Because investors cannot find enough existing core assets,
they gravitate to invest in development or redevelopment
projects that create core assets in top markets and either
sell them into the demand wave or more strategically hold
them for sought-after, solid, long-term returns. Merchant
builders tout the former strategy — raising capital for opportunity development funds, selling the stabilized project
for as much as possible to core investors, and moving on
to the next development with profit, fees and promotes in
hand. The limited partners do not realize the full benefits
of owning the stabilized core assets, while the core buyer
has bought the new asset effectively at a retail mark-up
premium. Inevitably, the merchant builder-general partner
will try to sell its limited partners on reinvesting their gains
in the next wave of projects based on the recent success,
but as noted, often these later cycle projects do not turn
out as well in the riskier part of the cycle.
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BUILD-TO-CORE PORTFOLIO STRATEGY
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An alternate approach, an ongoing build-to-core strategy, has merit in establishing a portfolio of modern assets that over the long
term can outperform older, existing buildings in competing for tenants and achieving higher occupancies and potentially better
rents. A build-to-core portfolio consists of development projects, as well as a stabilized portfolio of modern assets derived from
completed projects. Among advisers and over time, portfolio
Average Annual Returns
mixes may vary, but for the purposes of this article we de- 35%
fine a build-to-core portfolio as 75 percent newly constructed 25%
core properties (properties five years old or less) and 25 percent development assets. The distinguishing feature of build- 15%
to-core derives from the stabilized core portion of the portfolio 5%
being composed of newly constructed, modern buildings.
-5%
Modern buildings can feature more technologically efficient
and sustainable systems, as well as more attractive ameni- -15%
ties. As properties age, stabilized assets can be selectively -25%
sold at peaking values to maintain a proper portfolio balance
between stabilized and development assets while keeping
NPI-5 & Under
Build-to-Core
Opportunistic
the stabilized portfolio on the leading edge of technological
Data Source: NCREIF and The Townsend Group
trends. With a long-term hold strategy in mind and judicious
use of leverage across the entire portfolio, any setbacks or delays in specific development projects can be more easily managed
through inevitable cyclical downturns. On the risk-return spectrum, this build-to-core portfolio strategy falls in the core-plus category, achieving a higher return than core and at a risk level significantly below value-add and opportunistic over a 20-year horizon.
Above is a model of typical build-to-core portfolio returns compared to opportunistic and core strategies. The core index used
is NCREIF’s NPI index including only properties 5 years old or younger. The opportunistic index is a product produced jointly
by NCREIF and The Townsend Group and is populated by funds that may pursue multiple strategies, including development.
In following our build-to-core definition, the build-to-core index is composed of 75 percent NPI – 5 and under and 25 percent
opportunistic. As can be seen in the chart, the build-to-core index returns almost always fall between the core and opportunistic strategies, suggesting that the build-to-core strategy is best served by a core-plus designation.
On the opposite page is a chart that depicts the annualized returns and standard deviations of the build-to-core index as it
compares to the two indices above, as well as the NCREIF ODCE index and a value-added index produced by NCREIF and
The Townsend Group. It also includes an index composed of 75 percent NPI and 25 percent opportunistic. This latter index
represents a true alternative to build-to-core’s strategy, which could be achieved using two different managers rather than a
single build-to-core vehicle.
In addition to the average annual returns and standard deviations of the indices depicted above, the chart includes an efficient frontier. The efficient frontier line represents the highest return achievable given each level of risk creating a portfolio
from all indices included in the chart: NPI, NPI – 5 and under, ODCE, value-added and opportunistic. In evaluating the performance data for the different categories during the 20-year period, several inferences can be drawn:
• In addition to surpassing the NPI, build-to-core outperformed ODCE (leveraged core) and value-added indexes over the
20-year period.
• In getting closer to the efficient frontier, build-to-core registers a lower standard deviation and similar return to the alternative
portfolio comprised by NPI (75 percent) and opportunistic (25 percent) that could be produced from two separate managers.
• The NPI – 5 and under’s lower standard deviation in the chart compared with the NPI illustrates that new core properties
(found in a build-to-core portfolio) are lower risk than older core properties because ultimately they may attract higher occupancies and revenues with greater operating efficiencies.
Occupancy data supports the case for the build-to-core advantage when holding assets in a long-term portfolio. NPI – 5 and
under properties score better occupancy levels than NPI properties (see Exhibit: Occupancy Levels).
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Efficient Frontier – Risk/Return — 20 Years Ending 9/30/13
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The chart above depicts the risk/return of the NCREIF Property index, NCREIF ODCE index, as well as the opportunistic and value-added fund indices produced jointly by NCREIF and The Townsend Group. In addition to these indices, the chart depicts the returns of properties included in the NCREIF Property
Index excluding all properties over five years old. The chart also includes composite indices constructed by National Real Estate Advisors to depict the risk/
return of two hypothetical portfolios, comprising: (1) 75 percent of the NCREIF Property index and 25 percent of the opportunistic index and (2) the 75
percent of the NCREIF Property index excluding properties over five years old and 25 percent of the opportunistic index (build-to-core). All the indices are
derived for the 20 years ending 9/30/13, the most recent time period in which all data is available.
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AVERAGE ANNUAL NOI GROWTH
NPI
NPI – 5 & Under
2.94%
3.74%

An analysis of net operating income data since 1983 also shows
younger properties (NPI – 5 and under) achieved significantly faster NOI growth than older (NPI) properties by 3.74 percent versus
2.94 percent.

ANNUAL CAP EXP % OF NOI
NPI
NPI – 5 & Under
33.25%
30.74%

In addition, build-to-core properties can benefit from lower capital
expenditures that buttress income returns. The charts to the left
show that younger properties (NPI – 5 and under) on average had
lower capital expenses both as a percentage of NOI and percentage
of market value.

ANNUAL CAP EXP AS % OF
MARKET VALUE
NPI
NPI – 5 & Under
0.58%
0.52%

The occupancy, operating expense and capital cost of new buildings translates into lower risk due to their ability to attract tenants
and maintain occupancy. This new-building advantage is captured
in the build-to-core strategy, which seeks to produce core-plus returns with a portfolio of stabilized assets that is constantly refreshed
by development projects.

NATIONAL AND BUILD-TO-CORE
Achieving solid build-to-core performance requires a focused adviser strategy and specialized development know-how, which
many institutional advisers lack because necessary firm infrastructure is expensive and difficult to acquire. But advisers with
development and project management skill sets can access opportunities that many managers cannot, providing a significant
competitive advantage to investors seeking investments in new properties.
At National Real Estate Advisors, we have been executing a build-to-core strategy for 15 years, concentrating development
activities in leading U.S. urban markets where core investment opportunities exist. The company has built relationships with
many leading developers to undertake joint ventures and, more importantly, accumulated significant internal project management expertise with in-house capabilities and personnel to develop our own highly complex mixed-use projects. At present, our
National Development subsidiary is directly developing four major projects for client accounts in San Francisco, Los Angeles
and Philadelphia, totaling nearly 2 million square feet of space and $855 million in development cost. National also functions
as a lender, across the capital stack, to provide project financing and help hedge project risk for investor clients. We are not a
merchant builder — our open-end build-to-core fund provides the opportunity to invest immediately in a $5.8 billion (gross) and
$1.9 billion (net) portfolio of income producing real estate diversified by property type and geography as well as development
projects, which become part of the stabilized portfolio.
National seeks to capture the risk-return benefits of a well-executed build-to-core strategy — creating and constantly refreshing
a property portfolio able to command high market rents and occupancies with enhanced appreciation potential.

For More Information, Please Contact:
Heather Fernstrom Border
Managing Director, Investor Relations
202.997.4844
hborder@natadvisors.com
Disclaimer: For the avoidance of doubt, this information is proprietary and is neither an offer to sell nor a solicitation of any offer to buy any securities, investment product or investment advisory services. This presentation expresses the views of the author(s) as of the date indicated and these views are subject to change without notice. The information provided
herein has been obtained from sources believed to be reliable. National does not assume any responsibility for, or make any representation or warranty as to the adequacy, accuracy or
completeness of any information contained herein or for the omission of any information relating thereto and nothing contained herein shall be relied upon as a promise or representation
as to past or future performance. No representation is being made that any investor or account will or is likely to achieve profits or losses similar to those shown. Past performance is not
a guarantee of future outcomes. Distribution of this presentation to any person or entity is unauthorized and any reproduction of this material, in whole or in part, or the divulgence of any
of this content without the prior consent of National is expressly prohibited.
Forward-Looking Statements: This presentation may contain forward-looking statements within the meaning of federal securities laws. Forward-looking statements that do not represent historical facts are based on our beliefs, assumptions made by National, and information currently available to us. Forward-looking statements in this newsletter are based on our
current expectations as of the date of this publication, which could change or not materialize as anticipated. Actual results may differ materially due to a variety of uncertainties and risk
factors. National assumes no obligation to update any such forward-looking statements.
Copyright © 2015 by Institutional Real Estate, Inc. Material may not be reproduced in whole or in part without the express written permission of the publisher.
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