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3. Why differentiation matters

Relative performance across real estate portfolios is driven by thematic differences in portfolio concentrations. 
Key themes include sector, market, and location exposures, and asset characteristics. 
Sector 

Sector-level themes tend to reflect long-term secular drivers that boost demand over-and-above normal cyclical 
growth. For example, relative performance over the past decade has been largely defined by whether a portfolio 
held an overweight or underweight exposure to the burgeoning industrial sector. Secular trends go through 
roughly four performance stages. 

1. Emergence: Tenant demand undergoes outsized growth and returns surge.
2. Recognition: Investors pay up to gain exposure to the growth trend and developers accelerate

construction activity to meet higher levels of demand.
3. Deceleration: The tenant demand trend starts to moderate, but market pricing hasn't adjusted to

moderated growth.
4. Normalization: The secular driver has run its course and related real estate demand reverts to a normalized

long-term growth rate.
When we assess where the secular demand drivers are for industrial (or any other sector) along these four stages, 
we can't assume that the coming decade will be like the last one. These trends are dynamic, and we will update 
our views as we anticipate shifts. 
Market 

There can be marked differences in market-level performance within single sectors within individual countries. 
Consider US apartment markets. The difference between five-year rolling returns for top-quartile performing 
markets versus bottom-quartile has consistently ranged from 5% to more than 8%. (See chart below) Individual 
markets move in and out of the top-quartile and bottom-quartile positions due to the ebb and flow of market 
prices, changes in supply levels, operating expenses, or capital expenditures, as well macro-economic drivers and 
local migration patterns. While the market composition in the top and bottom positions can change over time, the 
consistent performance gap between the best and worst markets within a property type is a big reason why 
market differentiation matters. 

Market selection matters - US apartment example 

Annual five-year rolling total return for apartments(%) 
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Sources: Invesco Real Estate, utilizing data from NCREIF as of July 2024. Past performance is not a guarantee of future results. 
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4. Investment strategy: Where to find better relative value

Relative performance across different profiles of real estate opportunity and risk can change over the value cycle. 
Let's look at current relative value prospects for a couple of these profiles. 

Buy versus build 

Commercial real estate prices and construction costs have moved in opposite directions since the start of 
COVID-19. Using US data from Q1-2020 to Q1-2024, average prices fell by 9%5 while average construction costs 
rose by 33%.6 This trend holds in most global real estate markets. Real estate valuations declined as a result of the 
higher interest rate environment, while construction costs suffered from inflation globally. In many markets the 
price of recently delivered product can provide better relative value than building from scratch.

Equity versus debt 

Global real estate equity values have largely corrected, albeit with some further adjustments still coming through 

in the US. The recent increase in global interest rates, resulted in the cost of borrowing debt against real estate 

assets also increasing considerably. In most key global real estate markets, cap rates are now back above the cost 

of borrowing, but with a tighter spread than in recent years. The result is much tighter difference in returns 

between real estate equity and real estate debt versus recent history, despite their inherent risk differences. That's 

why we believe CRE real estate debt, based on current market conditions, offers an attractive risk-adjusted relative 

value in many markets. Once base interest rates and CRE debt rates start to fall, however, we expect the equity­

versus-debt comparison will move along a spectrum. We believe that should improve the attractiveness of CRE 

equity opportunities while still offering higher debt yields than the 2010s' cycle, but lower than recent peaks. 

5. Public policy: Local policies impact CRE more directly than national ones

While political events, particularly national elections, create considerable interest, the longer-term nature of real 
estate typically insulates its returns from shorter-term election cycles. Instead, real estate is impacted more by 
changes at a local level of factors such as property taxes, insurance, landlord and/or tenant protections, and the 
zoning/permitting of land. 

As we head into Q4 2024, global attention will be on the US election. We're also watching for any policy shifts 
following the European Union and French elections earlier in 2024, though we expect relatively limited changes in 
the UK following the change of government there. 

Conclusion: Need for property income growth 

Strong property income growth will be needed to drive better relative returns into the new real estate value cycle, 
resulting from less cap rate compression than experienced in previous recoveries. Income growth faces near-term 
challenges because global economic growth is expected be lower than in prior decades. 

We also expect to see greater de-synchronization than in recent years. In most key global markets, current real 
estate pricing largely reflects different sector expectations for income growth and liquidity. This accentuates the 
need for reliance on secular drivers that can mitigate an easing economic cycle. It also elevates the need to seek 
differentiated performance through market selection, because of the historical gap between top- and bottom­
performing markets. We expect that the current risk-adjusted advantage of CRE debt over equity (where CRE debt 
is available) should eventually even-out as interest rates reduce from peak levels. 

Geopolitical considerations remain key risks to the outlook, but overall we believe that the recent correction in 
values offers attractive entry points into the sector. Also, recent reductions in development pipelines are expected 
to shift the supply/demand balance more into the favor of the asset owner landlord. While global and macro 
factors are continuing to drive real estate returns, we believe that over the next couple of years local knowledge 
will be particularly important for driving relative outperformance. 
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Defined Terms and Notes 

1. Gross domestic product (GDP) is a broad indicator of a region's economic activity, measuring the monetary value 
of all the finished goods and services produced in that region over a specified period of time.

2.  Capitalization rates (cap rates) is the quotient of a property's net operating income divided by the property's 
estimate value.

3.  Standard deviation is a statistic that measures the dispersion of a dataset relative to its mean.

4.  Basis point (bps) is a unit that is equal to one one-hundredth of a percent.

5.  Based on the percent value change of the Green Street Commercial Property Price Index, equal-weighted, from 
March 1, 2020 to April 1, 2024.

6. Based on the percent value change of the Engineering News Record (ENR) Building Cost Index published by 
McGraw-Hill, from Q1-2020 to Q1-2024. The Engineering News Record (ENR) Building Cost Index is calculated 
from wage rates and materials prices for the U.S. and each of the 20 metro areas reported. It applies to general 
construction cost. The dataset includes 20 metro areas in the United States.
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