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KEY POINTS

•

Real estate co-investments and joint ventures are increasingly
available as real estate fund managers find it harder to compete
for capital with the “mega funds”

•

Relative to investing in real estate funds, these single-asset or
small portfolio transactions offer the possibility of:

•

•

attractive returns

•

favorable terms

•

the ability for investors to control portfolio
construction

Due to the challenges of accessing these transactions in a
private market and performing the extensive due diligence
required to underwrite them, those investors who are wellresourced with a strong network of contacts and a local
presence in global real estate markets are best able take
advantage of the opportunity

These trends have led to a winner-take-all environment in the
private real estate market as the competition for funds has
intensified. As a result, the large “mega funds” have tended to
raise the bulk of the capital, while smaller managers have often
found themselves capital-starved. For example, the proportion of
total capital raised for private real estate funds sponsored by
“emerging” managers (those raising their, usually smaller, first or
second fund) has dropped by 15 percentage points since it
peaked in 2011 at 37%. And as Exhibit 1 illustrates, it has not
risen above 23% at any point during the past four years.

Exhibit 1: Capital Raised by Emerging Managers as a Proportion of All
Closed-End Private Real Estate Fundraising
As of October 20, 2015
Proportion of Aggregate Capital Raised
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Investors in private equity funds are familiar with the opportunity
to co-invest alongside the primary funds in which they participate
as limited partners (LP). In a co-investment transaction, an LP has
the opportunity to commit additional capital to an individual
transaction, usually on attractive terms and in a vehicle which is
separate to the fund that is also investing in the deal. Co-investing
is now becoming more common in the private real estate market.
Prior to the global financial crisis in 2007–2008, co-investment
opportunities in individual buildings or small portfolios of
properties were scarce. Strong capital flows and the ease of
obtaining finance meant private real estate fund managers tended
to have enough available capital to finalize any potential deal
within their real estate fund. That has changed significantly since
2008. Already a long and sometimes arduous process, raising
capital for real estate funds has become more difficult. The
financial crisis has made institutional investors more selective and
they are increasingly looking for durable long-term track records.
Moreover, investors are often opting to invest more money with
fewer, larger managers.
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Co-investment opportunities are on the rise as players other than
the “mega funds,” unable in some cases to raise enough capital in
their funds to fully invest in certain transactions, seek additional
capital in order to complete desired transactions.
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Another way of accessing real estate assets outside of the typical
fund structure is a joint venture (JV). Joint ventures in private real
estate tend to arise when a manager finds an opportunity but is
currently not managing a primary fund with capital available to
invest. In these cases, the manager may offer the opportunity to
select investors on a stand-alone basis. If the resulting transaction
is shared with just one capital provider, the two parties will form a
joint venture to complete the deal. In some cases, these ventures
become ongoing in a so-called programmatic real estate joint
venture where the manager will provide a pipeline of future
potential transactions to the JV.

Benefits of Including Co-Investments/Joint
Ventures Alongside Primary Fund Investments
Co-investments and JVs involve either a single asset or a small
portfolio of assets which investors can perform due diligence on
before deciding to commit capital. For institutional investors with a
specific set of portfolio construction goals, co-investments offer a
way to allocate capital within the real estate portfolio deliberately,
with control and with a greater degree of certainty of outcome.
This contrasts with investing in a “blind pool” private real estate
fund, where the ultimate portfolio exposure is unknown at the
outset. Co-investments and JVs also offer the opportunity for
investors to rapidly gain exposure to a desirable property market
or sector, therefore increasing the ability to allocate capital
tactically in dynamic market conditions.

WHAT ARE REAL ESTATE CO-INVESTMENTS AND JOINT VENTURES?
At its most basic, co-investment arises when a private real estate fund manager secures the rights to a property transaction but lacks sufficient
capital in the fund to fully cover the deal. To secure additional capital, a fund manager may offer existing LPs the opportunity to make an additional
investment in the transaction as “co-investors” alongside the fund.
If the fund is still short the necessary capital, the manager may next approach outside parties for the remainder (see Exhibit 2). Here is where an
investor with a robust global network and strong relationships can gain access to single asset or small portfolio transactions without, in some cases,
having to commit any capital to the manager’s fund.
Once the manager has secured enough additional co-investment capital, the transaction is shared between the primary fund and the co-investors
on a pro-rata basis. Thus, co-investors who are also invested in the fund will have a more concentrated position in that particular asset or portfolio.

Exhibit 2: Real Estate Co-Investments/Joint Ventures: What Are They?
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In order to close the transaction, the capital committed to coinvestments is typically called from investors immediately and
fees are charged only on the capital which is invested. As such,
the average cost of each dollar invested is lower than it would be
in the primary fund because management fees are not being paid
in a “commitment period” before the capital is actually deployed.

“

Real estate managers seeking co-investment/joint venture capital
are motivated to provide favorable terms relative to those in the
primary fund in order to attract the additional investment. These
terms might include lower management fees (with no
“commitment fee”) and/or lower performance fees as well as
improved investor control rights and governance provisions.
While co-investments may introduce concentration risk, within a
broad, well-diversified real estate portfolio this can be beneficial
provided it is properly underwritten at the individual asset level. In
our own experience managing private real estate portfolios since
1997, including co-investments generates superior absolute
returns for a portfolio of real estate funds. Co-investments’
attractive return potential has long been demonstrated in the
private equity industry at large. As Exhibit 3 illustrates, a recent
Preqin survey of limited partners found that nearly two-thirds of
co-investments significantly outperformed broader private equity
fund returns.

For institutional investors with
a specific set of portfolio
construction goals,
co-investments offer a way to
allocate capital within the real
estate portfolio deliberately,
with control and with a greater
degree of certainty of outcome.

Obstacles to Making Co-Investment

”

Investors that are either new to private real estate investing or
whose relationships are limited can find it difficult to identify and
access attractive co-investment opportunities.

Since co-investment and joint-venture opportunities are often
available for a short period of time and need to be closed swiftly,
institutional investors without available “ad-hoc” resources may
face practical challenges executing on an individual deal or series
of transactions.

Exhibit 3: Performance of Past Co-Investments Compared to Private Equity (PE) Fund Returns
As of September 2015
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Selecting the right individual co-investment or joint venture
opportunity requires extensive, asset-level due diligence. To
analyze the potential transaction effectively, an investor needs
expertise in direct real estate investment and the associated
analytical resources. The ability to analyze a transaction not only
thoroughly, but also quickly is crucial.

INCLUDING CO-INVESTMENTS/JOINT VENTURES
ALONGSIDE PRIMARY FUND INVESTMENTS

Benefits
•

Portfolio construction

•

Efficient capital deployment

•

Favorable terms

•

Improved risk/return outcomes

Obstacles
•

Access

•

Speed of execution

•

Due diligence

•

Risk management and portfolio construction

As noted above, adding a co-investment or joint venture to a real
estate portfolio introduces asset concentration risk, and while this
may be helpful in enhancing portfolio returns over the long run, it
can result in an increased variability of returns given the outsized
exposure to an individual asset or portfolio of assets. Getting the
balance between co-investments and diversified fund investments
exactly right is difficult, and a disciplined, time-tested investment,
risk management and portfolio construction process is crucial to
help minimize any adverse impact from concentration risk on the
broader portfolio. In our view, a co-investment program is best
pursued as a complement to an existing, broadly diversified real
estate portfolio.

Conclusion
Real estate co-investments and joint ventures are becoming ever
more attractive to institutional investors who wish to deploy capital
deliberately and efficiently within a broad, diversified real estate
portfolio. For those investors that have the in-house capabilities to
conduct intensive asset-level due diligence to meet demanding
investment deadlines, the benefits of co-investments and joint
ventures are clear. However, for investors that lack the
capabilities to access and underwrite these transactions quickly
and effectively, partnering with an experienced investment advisor
with global reach and access to local expertise can help investors
extract the maximum value from co-investments and joint
ventures while avoiding potentially costly mistakes.

WHAT ARE THE RISKS?
All investments involve risks, including possible loss of principal. The risks associated with a private equity real estate strategy include,
but are not limited to various risks inherent in the ownership of real estate property, such as fluctuations in lease occupancy rates and
operating expenses, variations in rental schedules, which in turn may be adversely affected by general and local economic conditions,
the supply and demand for real estate properties, zoning laws, rent control laws, real property taxes, the availability and costs of
financing, environmental laws, and uninsured losses (generally from catastrophic events such as earthquakes, floods and wars). Real
estate securities involve special risks, such as declines in the value of real estate and increased susceptibility to adverse economic or
regulatory developments affecting the sector. Investments in REITs involve additional risks; since REITs typically are invested in a
limited number of projects or in a particular market segment, they are more susceptible to adverse developments affecting a single
project or market segment from more broadly diversified investments. Stock prices fluctuate, sometimes rapidly and dramatically, due to
factors affecting individual companies, particular industries or sectors, or general market conditions. Special risks are associated with
foreign investing, including currency fluctuations, economic instability and political developments; investments in emerging markets
involve heightened risks related to the same factors. To the extent a strategy focuses on particular countries, regions, industries,
sectors or types of investment from time to time, it may be subject to greater risks of adverse developments in such areas of focus than
a strategy that invests in a wider variety of countries, regions, industries, sectors or investments.
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IMPORTANT LEGAL INFORMATION
The foregoing information reflects our analysis and opinions as of
February 29, 2016, unless otherwise indicated. This material is
intended to be of general interest only and should not be
construed as individual investment advice or a recommendation
or solicitation to buy, sell or hold any security or to adopt any
investment strategy. It does not constitute legal or tax advice.
Because market and economic conditions are subject to rapid
change, opinions provided are valid only as of the date indicated.
The portfolio managers’ analysis of issues, market sectors, and of
the economic environment may have changed since the date of
this commentary. Charts included are for illustrative and
discussion purposes only and are subject to change. There is no
assurance that any forecast, projection or estimate will be realized
or that any investment strategy will be successful.
The views expressed are those of the investment manager and
the comments, opinions and analyses are rendered as of the
publication date and may change without notice. The information
provided in this material is not intended as a complete analysis of
every material fact regarding any country, region or market. All
investments involve risks, including possible loss of
principal.
Data from third party sources may have been used in the
preparation of this material and Franklin Templeton Investments
(“FTI”) has not independently verified, validated or audited such
data. Statements of fact are from sources considered to be
reliable, but no representation or warranty is made as to their
completeness or accuracy. FTI accepts no liability whatsoever for
any loss arising from use of this information and reliance upon the
comments, opinions and analyses in the material is at the sole
discretion of the user.
Products, services and information may not be available in all
jurisdictions and are offered outside the U.S. by other FTI
affiliates and/or their distributors as local laws and regulation
permits. Please consult your own professional adviser for further
information on availability of products and services in your
jurisdiction.
Issued in the U.S. by Franklin Templeton Distributors, Inc., One
Franklin Parkway, San Mateo, California 94403-1906, (800) DIAL
BEN/342-5236, franklintempleton.com - Franklin Templeton
Distributors, Inc. is the principal distributor of Franklin Templeton
Investments’ U.S. registered products, which are available only in
jurisdictions where an offer or solicitation of such products is
permitted under applicable laws and regulation.
Australia: Issued by Franklin Templeton Investments Australia Limited
(ABN 87 006 972 247) (Australian Financial Services License Holder No.
225328), Level 19, 101 Collins Street, Melbourne, Victoria, 3000.
Austria/Germany: Issued by Franklin Templeton Investment Services
GmbH, Mainzer Landstraße 16, D-60325 Frankfurt am Main, Germany.
Authorized in Germany by IHK Frankfurt M., Reg. no. D-F-125-TMX1-08.
Canada: Issued by Franklin Templeton Investments Corp., 5000 Yonge
Street, Suite 900 Toronto, ON, M2N 0A7, Fax: (416) 364-1163,

(800) 387-0830, www.franklintempleton.ca. Dubai: Issued by Franklin
Templeton Investments (ME) Limited, authorized and regulated by the
Dubai Financial Services Authority. Dubai office: Franklin Templeton
Investments, The Gate, East Wing, Level 2, Dubai International Financial
Centre, P.O. Box 506613, Dubai, U.A.E., Tel.: +9714-4284100 Fax:
+9714-4284140. France: Issued by Franklin Templeton France S.A., 20
rue de la Paix, 75002 Paris, France. Hong Kong: Issued by Franklin
Templeton Investments (Asia) Limited, 17/F, Chater House, 8 Connaught
Road Central, Hong Kong. Italy: Issued by Franklin Templeton Italia Sim
S.p.A., Corso Italia, 1 – Milan, 20122, Italy. Japan: Issued by Franklin
Templeton Investments Japan Limited. Korea: Issued by Franklin
Templeton Investment Trust Management Co., Ltd., 3rd fl., CCMM
Building, 12 Youido-Dong, Youngdungpo-Gu, Seoul, Korea 150-968.
Luxembourg/Benelux: Issued by Franklin Templeton International
Services, S.à r.l. – Supervised by the Commission de Surveillance du
Secteur Financier - 8A, rue Albert Borschette, L-1246 Luxembourg - Tel:
+352-46 66 67-1 - Fax: +352-46 66 76. Malaysia: Issued by Franklin
Templeton Asset Management (Malaysia) Sdn. Bhd. & Franklin
Templeton GSC Asset Management Sdn. Bhd. Nordic regions: Issued
by Franklin Templeton Investment Management Limited (FTIML),
Swedish Branch, Blasieholmsgatan 5, Se-111 48 Stockholm, Sweden.
FTIML is authorised and regulated in the United Kingdom by the Financial
Conduct Authority and is authorised to conduct certain investment
services in Denmark, Sweden, Norway & Finland. Poland: Issued by
Templeton Asset Management (Poland) TFI S.A., Rondo ONZ 1; 00-124
Warsaw. Romania: Issued by the Bucharest branch of Franklin
Templeton Investment Management Limited, 78-80 Buzesti Street,
Premium Point, 7th-8th Floor, 011017 Bucharest 1, Romania. Registered
with CNVM under no. PJM05SSAM/400001/ 14.09.2009, and authorized
and regulated in the UK by the Financial Conduct Authority. Singapore:
Issued by Templeton Asset Management Ltd. Registration No. (UEN)
199205211E, 7 Temasek Boulevard, #38-03 Suntec Tower One, 038987,
Singapore. Spain: Issued by the branch of Franklin Templeton
Investment Management, Professional of the Financial Sector under the
Supervision of CNMV, José Ortega y Gasset 29, Madrid. South Africa:
Issued by Franklin Templeton Investments SA (PTY) Ltd which is an
authorized Financial Services Provider. Tel: +27 (11) 341 2300 Fax: +27
(11) 341 2301. Switzerland & Liechtenstein: Issued by Franklin
Templeton Switzerland Ltd, Stockerstrasse 38, CH-8002 Zurich. UK:
Issued by Franklin Templeton Investment Management Limited (FTIML),
registered office: Cannon Place, 78 Cannon Street, London, EC4N 6HL.
Authorized and regulated in the United Kingdom by the Financial Conduct
Authority. Offshore Americas: In the U.S., this publication is made
available only to financial intermediaries by Templeton/Franklin
Investment Services, 100 Fountain Parkway, St. Petersburg, Florida
33716. Tel: (800) 239-3894 (USA Toll-Free), (877) 389-0076 (Canada
Toll-Free), and Fax: (727) 299-8736. Investments are not FDIC insured;
may lose value; and are not bank guaranteed. Distribution outside the
U.S. may be made by Templeton Global Advisors Limited or other subdistributors, intermediaries, dealers or professional investors that have
been engaged by Templeton Global Advisors Limited to distribute shares
of Franklin Templeton funds in certain jurisdictions. This is not an offer to
sell or a solicitation of an offer to purchase securities in any jurisdiction
where it would be illegal to do so.

Please visit www.franklinresources.com to be
directed to your local Franklin Templeton website.
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