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¶ With $40.6 billion of net real estate purchases in YTD 2016 by cross-border 
investors and $239 billion of dry powder targeting opportunities, U.S. real 
estate is the global demand leader. 

 

¶ Gateway markets have declined in growth in Q3 2016, increasing the 
probability of a correction, while certain non-Gateway markets are exhibiting 
more defensive characteristics and more attractive risk-adjusted returns. 

 

¶ Investors are selective in terms of markets and sectors that provide high growth 
prospects, real employment growth, pricing below replacement cost, and a 
limited supply pipeline. 

 

¶ Investors are taking a defensive approach by concentrating on niche sectors 
such as senior housing, medical offices and last-mile logistics which are 
becoming the darling investment types over multifamily, retail and office. 

 

¶ There is a shift towards investor focus on higher yielding strategies. Limited 
value-added strategies are more in favor today, followed by opportunistic 
investment. 

 



 

 
www.capitas.me       | PAGE 2   MIDDLE EAST INVESTORS REACT TO EMERGING TRENDS IN US REAL ESTATE 

 

 

 

 

 

 

 

 

 

 

 

 

 

 

  

ά5ŜǎǇƛǘŜ ǘƘŜ ǇǊƻŦƻǳƴŘ ŎƘŀƴƎŜǎ ǘƻ ǘƘŜ Ǝƭƻōŀƭ ǘǊŀŘƛƴƎ ǎȅǎǘŜƳ ŘǳŜ ǘƻ ǘƘŜ ǊƛǎŜ ƻŦ /ƘƛƴŀΣ the U.S. remains the 

ƪŜȅ ƭƻŎƻƳƻǘƛǾŜ ƻŦ ǘƘŜ ŀŘǾŀƴŎŜŘ ŜŎƻƴƻƳƛŜǎΦέ ς CBRE May 2016 

aƛŘŘƭŜ 9ŀǎǘ LƴǾŜǎǘƻǊ tŜǊǎǇŜŎǘƛǾŜǎ 
Middle Eastern investors have invested a total $24 billion in US real estate in 2015 – 
almost 69% more than the previous year.  

At present, these investors are in search of high cash-yielding real estate investments 
which are scant in core sectors and gateway markets – traditionally the two safe choices. 

Currently, non-gateway markets and niche real estate sectors are able to produce the 
returns required by Middle Eastern investors. However, accessing quality opportunities 
in these markets is a challenge for Middle Eastern investors due to lack of global presence 
and local market relationships.  

Local managers, who have shown the ability to outperform due to deeply entrenched 
local market relationships and experience, have access to unique opportunities in niche 
sectors. However, managing the risk of working with mid-sized managers is another 
challenge for Middle Eastern investors.  

Another key challenge for Middle Eastern investors is the lack of expertise to underwrite 
and apply a rigorous due diligence process for niche opportunities in non-gateway cities. 

 

 

 

Investment Theme 

Foreign Investment in US Real Estate 

The current real estate cycle, starting with market recovery after the 

2008/09 global financial crisis, is believed to be the fourth longest in US 

history with little signs in the macroeconomic data suggesting 

overheating - the primary symptom of trouble ahead for the cycle. Post 

global financial crisis, the economy stabilized and demand recovered 

causing price growth and higher occupancy rates. Many industry experts 

are of the view that the current cycle is extending even deeper into the 

future as the market is entering a “mature phase of the cycle”. 

Acquisitions are extremely selective with cap-rate compression having 

spread into secondary markets over the last two years and is expected 

to maintain the trend in the near future prolonging the current mature 

phase. 

Lower development activity, as compared to historical norms, is a major 

driver of prolonging this mature phase by mitigating oversupply risk. 

Difficulty in securing construction finance is a primary factor in the 

development slowdown as bank regulators and new risk rules have 

enforced discipline on lending. Furthermore, traditional sources of debt 

are favoring a “risk-off” approach shifting more risk towards equity 

investors, therefore making new development costly for them.  

The U.S. unemployment rate is perhaps the single best indicator of 

demand and keeping track of overall economic and real estate 

conditions. When unemployment is falling, jobs are being created and 

incomes are rising—demand for real estate across the board increases 

and rents rise. When unemployment is rising, companies are cutting back 

and rents are declining.  

 

 

Figure 1: New Commercial Square Footage as Percentage 
of Inventory 

 
Figure 2: Unemployment Rate in the US (2008-16) - 
percentage 
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Unemployment rates have been falling since 2010 

and currently are at the lowest rate of 4.6%. With new 

US administration heavily campaigning during 

elections on economic diversification and job 

creation, the prospects of employment growth are 

still high, indicating strong demand prospects for real 

estate demand.  

The macro indicators point that the current mature 

phase of the cycle is likely to sustain in medium term. 

While this provides an opportunity for real estate 

developers and investors to continue to deploy 

capital, they must at the same time begin to plan and 

prepare for the next down-turn. One potential 

strategy to mitigate downside risk of recession, 

although unlikely to happen over the medium turn, is 

to avoid too much leverage and stay below 60-65%. 

Recessions mainly affect capital values while 

operating incomes tend to be much more stable. 

Avoid fire sale as the capital values recover, in 

general, after about three years.  

Socio-Economic Demographic Changes Are Creating 

New Opportunities 

Another factor positively affecting the US real estate 

sector is growth in secondary markets that is 

underpinned by socio-economic changes. Large 

companies are moving away from gateway/major 

cities as well as startups which are establishing in 

secondary and tertiary markets creating new demand 

for real estate across all segments in those markets. 

Employment data (discussed later in this article) 

suggests that, over the past 5 years, 19 of the top 20  

employment growth 

markets in    the U.S. 

were non-gateway 

markets with Austin, 

Dallas, Houston and 

Orlando among the top 

five employment 

growth markets in the 

USA. 

Foreign Capital Favors US Real Estate Market 

The share of foreign investment in US real estate sales 

increased to 14.3% in the last 12 months compared to 

12.7% average for the last 361 months, indicating 

increasingly sustained demand for US real estate in 

the global investor community. The US real estate 

market witnessed an unprecedented influx of foreign 

investment in 2015 as the foreign acquisition volume 

surged to ~$72 billion – approximately 2.5x increase 

over the prior year.  

Data collected from Preqin indicates that the interest 

of foreign capital in US real estate market remains 

strong as out of the total $239 billion dry powder in 

real estate closed-end funds worldwide1, more than 

half is focused on North America, particularly the 

USA.  

Foreign Capital Is Targeting Opportunistic Sectors in 

Secondary Markets 

In terms of investment strategy, dry powder seems to 

be focused on 

opportunistic and 

value-add strategies. 

This preference is 

corroborated from 

data published by 

Preqin, as well as 

respondents’ views in 

a real estate survey 

jointly conducted by Urban Land Institute (ULI) and 

Price Waterhouse Coopers (PWC). According to the 

PWC Survey, international investors are 

demonstrating a willingness to expand their menu of 

investment choices beyond core properties in major 

markets.  

άInterest of foreign capital in US real estate market 

remains strong as more than 50% of the total $239 

billion dry powder in real estate closed-end funds 

worldwide, is focused on North America, particularly 

the USAΦέ 

Figure 3: Closed-End Private Real Estate Dry Powder, by 
Fund Primary Geographic Focus, December 2006-June 
2016 
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Prospects for International Investment in US Remain 

Optimistic 

The prospect of even more international investment 

in US property in 2017 is highly probable. Offshore 

investors rank at the very top of the capital availability 

this year and we may see an acceleration as U.S. 

markets present more favorable prospects and 

greater certainty than the major European and 

international markets. More than half of powder in 

real estate closed-end funds worldwide (dry powder) 

is focused on North America particularly the USA. 

 

Local P/E Remains a Major Player in the Market  

Private equity investors have been taking an 

increased interest and share of the total transaction  

volume over the last few years. A recent report by 

Real Capital Analytics indicates that private investors 

have accounted for $220.4 billion in total purchase in 

the past 4 quarters alone (through June 30, 2016). 

This level of volume suggests that private equity 

players remain a significant and sophisticated source 

of equity capital in the US real estate market. 

Impact on New US Administration on Real Estate 

On the eve of the inauguration of President-elect 

Donald Trump, there is considerable debate on how 

the new presidency is likely to impact US real estate 

given the anti-establishment and populist stance 

taken by Trump during his campaign. Although it is 

too early to gage the impact on the commercial real 

estate industry or the economy at large, there are 

certain areas where significant changes can be 

άPrivate investors 

have accounted 

for $220.4 billion 

in total purchase 

in the past 4 

quartersΦέ 

Figure 5: Global Investment in US Real Estate by Country 

Figure 4: Closed-End Private Real Estate Dry Powder, by Strategy, December 2006ςJune 2016 
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expected based on the manifesto and economic 

agenda presented during the election campaign. One 

such key area is real estate finance which has grown 

accustomed to low interest rates and increasing bank 

regulations.  

 

The President elect has already declared his 

intentions to dismantle the Dodd-Frank laws enacted  

in the wake of the 2008 financial crisis. Along with the 

international Basel III agreement, which stipulated 

that banks must hold an equity buffer to protect 

themselves against losses, Dodd-Frank has helped 

transform the financial sector in the post-2008 years. 

Industry experts are of the view that it is uncertain for 

now whether Trump will keep these laws in-place but 

repealing would not necessarily be a game changer 

for real estate finance as these laws provide certain 

safeguards against reckless and predatory real estate 

lending, which is more dangerous for the overall 

wellbeing of the real estate industry.  

 

Other elements of a Trump presidency that could 

affect the U.S. commercial real estate industry 

include possible changes to U.S. trade policy and 

policy impacts on manufacturing and construction. 

Trump has promoted issues that seem likely to 

benefit the construction industry if they come to pass, 

such as better infrastructure and bringing back 

manufacturing. More manufacturing and 

construction could mean more commercial real 

estate properties, including not just factories, but also 

warehouses to store inventory, office space for 

companies expanding their local presence, and 

multifamily housing for a possible influx of employees 

and their families. 

hǇǇƻǊǘǳƴƛǘƛŜǎ ōŜȅƻƴŘ ƎŀǘŜǿŀȅ 
ŎƛǘƛŜǎ 

Gateway Cities are Over Priced 

Post Global Financial Crisis, real estate capital flows 

focused on core properties in gateway markets. These 

investments have pushed pricing past prior peaks in 

many markets. As demand recovered, rents 

appreciated providing significant NOI growth in these 

markets. As a result of the unprecedented capital 

inflows to gateway markets, particularly from foreign 

capital, rents and values reached levels at which new 

development became economical. 

Price Growth in Gateway Cities Started Declining 

Data by Real Capital Analytics indicates that price 

appreciated in major markets, growing by 112% since 

the market bottom in December of 2009. Over the 

same period, secondary (non-major) markets have 

appreciated by 76%. But in Q1 of 2016, the trend 

began to reverse, with major markets declining while 

secondary markets continued to appreciate at an 

annualized rate of 6.4%. 

άAfter seven years of 

sustained growth, 

Gateway markets seem 

to be on path of slower 

growth - price growth 

declined in Q3 2016 for 

first time after global 

financial crisisέ 

Figure 6: Real Estate Price Change Based on CCPI Index  

Source: Real Capital Analytics 
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Low Cap Rates Result in Inability to Generate 

Meaningful Cash Flow Return  

Significant cap rate compression in gateway markets 

has also hindered investors’ ability to generate 

meaningful cash flow returns on their investment.  

Data by Real Capital Analytics indicates average cap 

rate compression of approximately 200bps in 

gateway cities after the global financial crisis, 

compared to approximately 110 bps cap rate 

compression in non-gateway cities over the same 

period. 

 

Employment Growth is Slowing in Gateway Markets  

Employment growth is a major driver of real estate 

demand. Over the past 5 years, 19 of the top 20 

employment growth markets in the U.S. were non-

gateway markets and, on average, these markets 

produced 51% greater employment growth relative 

to the gateway markets over the same period.  

New Construction Has Focused on Major Markets 

Property values in many gateway markets are still 

higher than the cost of new construction. As a result, 

new development became economical. Primary 

markets account for 56% of the office development 

pipeline, according to JLL, even though they account 

for well under half of total office inventory. New York 

City is the best example to support this view as the 

office market alone is expected to witness an addition 

of 16.6 million ft2 by 2020 based on a recent report by 

Knight Frank.  

Figure 7: Employment Growth in Gateway and Non-Gateway Markets ά19 of the top 20 

employment growth 

markets in the U.S. were 

non-gateway markets 

and, on average, these 

markets produced 51% 

greater employment 

growth relative to the 

gateway markets over 

ǘƘŜ ƭŀǎǘ р ȅŜŀǊǎΦέ 

Figure 7: Cap Rates in Gateway and Non-Gateway Markets 
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Top Non-Gateway Markets 

The PWC Survey also provides an outlook on real 

estate investment and development trends, real 

estate finance and capital markets, property sectors, 

metropolitan areas, and other real estate issues 

throughout the US and Canada. ULI and PWC 

researchers personally interviewed more than 500 

individuals and survey responses were received from 

more than 1,500 individuals from property owners, 

advisory firms, banks, REITS, investment managers, 

other lenders etc.  

According to the survey results, the composition of 

the top 20 markets reflects the underlying themes of 

US real estate – market participants like the potential 

for faster growth, with seven of the top ten markets 

exhibiting economic growth easily exceeding the 

national average. Another theme expressed by 

interviewees and survey respondents is a renewed 

interest in the perceived stability of core gateway 

markets, with Los Angeles and San Francisco still 

being ranked in the top ten and with three others still 

ranked in the top 20. The reason typically given for 

not including a core market in the top ten is the 

current pricing of assets in the market. 

On closer inspection of the survey results, it is quite 

clear that 17 of the top 20 markets lie in the mythical 

smile that runs down both coasts and across the 

southern tier of American states, with Denver and 

Salt Lake City in the mountain region and with 

Chicago representing the center of the country. Based 

on the survey results, the following figure depicts the 

top real estate markets in the USA. 

Niche Market Sectors 

Niche Sectors are Defensive in Nature and Offer 

Attractive Risk-Adjusted Returns  

As pricing across conventional sectors is reaching or 

exceeding peak levels, investors are turning to 

alternative investments, from parking lots to senior 

housing, in search of yields not available in major real 

estate sectors. These sectors have historically been 

dominated by private and family investors and, as a 

result, buyers may find pricing that achieves superior 

risk adjusted returns. These niche sectors are 

believed to be able to weather an economic 

downturn, if it happens over the next few years.  

Growth and investment opportunities in these niche 

segments are driven by strong market fundamentals. 

While each of these niche segments vary in terms of 

the market drivers, there is a common investment 

theme across all: 

Defensive Nature: Growth in niche segments is 

driven by market dynamics - growing population, 

increasing employment in secondary cities, growth in 

TAMI (Technology Advertising, Media and 

Information) sectors, changes in retail segments etc. 

Fragmented Ownership: Very often niche segments 

are dominated by “mom and pop” / regional 

operators with undermanaged assets providing 

opportunity for consolidation and realization of 

pricing gap between undermanaged single assets and 

large portfolio valuations. 

Supply-Demand Imbalance: Across these markets 

demand continues to outpace new supply leading to 

industry high occupancies. 

Performance Improvement Potential: Due to lack of 

interest by institutional investors, a significant 

portion of current stock is operating at sub-prime 

margins providing significant opportunities for both 

cash flow growth and capital appreciation. 

Attractive Risk Premiums: Attractive risk-adjusted 

returns with strong cash yields comprise a large 

portion of total ret urns for these segments. 

Figure 8: Top Real Estate Non-Gateway Markets in US 

ά17 of the top 20 real estate markets lie in the 

Ψmythical smileΩ that runs down both coasts and 

across the southern tier of American statesΦέ 
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Overview of Niche Sectors 

Medical Office Buildings (MOB), particularly those associated with major successful hospitals and health networks, have grown 

in popularity over the past several years. Boosted by the Affordable Care Act, the health care sector has become the highest 

growth sector in the US economy with job growth of nearly 19% since 2007. As per the survey conducted by PWC, participants 

rated the medical office sector high in terms of investment as well as development opportunities. A sector that is driven by the 

demographic changes in the US, medical office offers high risk yields to investors, especially in the secondary markets. 
 

The age-restricted Senior Housing Sector is another niche market that has recently garnered significant interest from institutional 

investors and international capital. The fact that the US population is aging and the affluence of the senior community has 

propelled senior housing as the top rated sub-sector. With the broad spectrum of senior housing facilities, the less complex sub-

sectors of independent living, assisted living and memory care have attracted the most interest from institutional investors due 

to less reliance on Medicare and Medicaid services and low/no requirement of skilled/qualified staff.  

Demand for senior housing facilities is strongest in metro markets with a large and affluent population. The biggest challenge for 

the senior housing sub- sector is the labor requirement. Assisted living and memory care residences require large staffs and thus, 

the wage pressure is the single most critical issue in this sub-sector. While institutional investors generally invest in real estate 

which is leased out to operators, labor requirements and wage pressure still provide challenges to the sector. 
 

Student Housing is another niche sector that has seen a lot of popularity over the last few years and a number of REITs have 

been successfully investing in this sub-sector. The typical high level product of amenities, targeting affluent parents concerned 

for the safety and comfort of their college-age children. 

The student housing sub-sector received moderate rating by investors and developers as some professionals believe that there 

is sufficient supply to meet the demand for a small high income market. However, most investors are optimistic and believe that 

the volume of students at respected colleges and universities will remain strong for the foreseeable future and believe it to be a 

recession resistant sub-sector in the real estate market, especially for assets not at the top of the pricing market. 

Other niche sectors that have caught the eye of institutional investors are data storage and self-storage sub-sectors. Both sectors 

have seen growing popularity and ranked as third and fourth highest respectively in the PWC niche product survey. 
 

Demand for data servers that support an increasingly cloud-based system of data storage has been very strong. Facilities, 

particularly in prime locations relative to data cables, generate excellent cash flows. With the increased reliance on technology 

and cloud based systems, data storage has become important assets and will continue to see strong demand as more companies 

adopt high efficiency technology solutions. 
 

Self-storage has been gaining in popularity and increasing in demand over the past several years. Household moves and 

downsizing have led to a strong demand for self-storage facilities. The niche asset classes have seen strong rental growth and 

high occupancy in major markets. Despite a strong demand and strong fundamentals, many investors believe that the sub-sector 

has peaked in its pricing and expect constrained returns in the future. 
 

Manufactured Housing is another sub-sector that has only recently been recognized by institutional investors, and only by a few. 

The sector has long been dominated by families and other private investors who provide land with infrastructure to 

accommodate manufactured homes. In many cases these properties are in good locations, where the underlying land is quite 

valuable. Management of these facilities is often poor at providing opportunity for professionals to add considerable value. 

Despite its considerable value add proposition, these assets can be tricky for investors given that communities view these 

properties as a valuable source of affordable housing and some markets impose special rent controls or provide other 

protections. Despite capital flowing into the sub-sector, the interest shown through the PWC survey has been preliminary at best 

and ranked towards the low end of enthusiasm scale. 
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Cross-border Real Estate 
Investment from Middle East 

Major Increase in Capital Flight from Middle East 

According to CBRE, a major increase in capital flows 

from the Middle East came despite the fact that the 

2015 oil price finished below its level at the start of 

2016. Cross-regional capital flows into global CRE 

increased to $165 billion in 2015, up 22% year-on-

year. The Middle East was the third largest source of 

capital in 2015, with $24 billion invested outside the 

region. There is evidence to suggest that the (record) 

69% jump in capital flows from the Middle East year-

on-year is due to Sovereign Wealth Funds continuing 

to change the weighting of their portfolios and 

including a higher proportion of property. Therefore, 

although investment across all asset classes may be 

down, Sovereign Wealth Funds have boosted overall 

outward capital investments from the Middle East 

into property.   

 

CBRE data also suggests that US gateway cities were 

the top choice of the Middle Eastern investors in 

2015. With $5.5 billion invested, New York was the 

top destination for Middle Eastern capital in 2015 for 

the first time since 2007. Boston and Washington DC 

are the other two top destinations for Middle Eastern 

investors with a combined investment of $ 895 

million. Surprisingly, Atlanta was the second top 

investment market of Middle Eastern investors in the 

USA with total investment of $749 million – way 

ahead of Washington DC and Boston. This indicates 

gaining interest in Middle Eastern investors in the 

secondary markets of the USA. 

While Capital Flow Increases, Middle Eastern 

Investors are Looking Beyond Core Assets  

As can be noticed from the data presented in the 

previous section, cross-border real estate invest-

ment, particularly in the US and other western 

markets, is not new for Middle Eastern investors. 

Traditionally, a major portion of these investments 

were targeted towards core properties in gateway 

markets to achieve portfolio diversification into low-

risk assets with capital preservation potential.  

However, the extended low oil price period, on-going 

economic slow-down, geopolitical situation and lack 

of risk-adjusted local investment opportunities has 

had a profound effect on the cross border real estate 

strategies of a majority of Middle Eastern investors. 

Nowadays, these cross border real estate 

investments are targeted for assets that can generate 

above average cash returns to compensate for loss of 

income on local investments. In general terms, 

Middle Eastern investors are looking for high single 

digit cash returns with IRRs in the range of mid-to-low 

teens. While core sectors (office, multi-family and 

retail) in gateway markets are too pricey, non-

gateway markets and niche sectors are the only 

logical choice to achieve Middle Eastern investors 

return appetite. 

With a total of $18 billion investments in 2015, office, 

multi-family and hotels remain the most sought after 

asset classes for the sovereign Middle Eastern 

investors. However, a closer look at the recent cross-

border real estate transactions executed by non-

sovereign investors (representing 46% of total 

investment in 2015) indicates that this trend is 

changing. Earlier this year, warehouse, medical 

offices and senior living real estate transactions were 

successfully marketed by local asset managers in the 

region. Capitas has recently closed its first $120 

million US senior housing transaction to Middle East 

Figure 9: Global Real Estate Investments by Middle Eastern 
Investors 

άCross-regional capital flows into global 

CRE increased to $165 billion in 2015, up 

22% year-on-yearΦέ 
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based investors and has witnesses strong demand for 

quality deals in defensive sectors such as senior 

housing. Furthermore, both institutional and other 

investors are also looking beyond the gateway cities 

both in the US and Europe - a large Kuwait based 

institutional investor has executed multiple deals 

with a total value of $ 600 million in non-gateway US 

and European cities. 

Accessing Unique Deals in Niche Markets and/or 

Non-Gateway Cities Is a Challenge 

Recent data indicates that small to mid-sized 

managers are competing strongly with larger 

managers as over 75% of the investable fund universe 

is targeting less than $500 million fund sizes. These 

small to mid-sized managers are deeply entrenched 

in local market relationships having access to unique 

opportunistic and value add opportunities which can 

satisfy Middle East investors’ return requirements.  

However, a major challenge for Middle Eastern 

investors is managing the risk of working with these 

mid-sized managers as they have, in most cases, done 

well in local markets, but remained unexposed to the 

international investor community.  In particular, 

many of these managers have not transacted with 

investors from the Middle East, who have unique 

requirements related to off-shore tax structuring 

efficiency, Shari’ah compliance, and limitations on 

debt to equity ratios, to name a few. A related issue 

for Middle Eastern investors is dealing with 

underwriting and due diligence complexities specific 

to niche opportunities provided by these mid-sized 

funds, as well as the lack of familiarity with the 

secondary markets in which these managers operate.  

 

 

 

About Capitas 
Established 2005 in the US, Capitas is a specialized 

boutique focusing on opportunities across 

multiple spectrums of the global real estate 

market. Capitas serves as an adviser and partner 

to a select group of institutional investors, 

sovereigns, royal and family offices, and 

government ministries. To date Capitas has 

launched greenfield financial platforms capitalized 

at over USD 600 million, overseen large scale real 

estate development projects with a market value 

in excess of USD 2 billion. 
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άWhile core sectors (office, multi-family 

and retail) in Gateway markets are too 

pricey, non-gateway markets and niche 

sectors are the only logical choice to 

achieve Middle East investors return 

appetiteΦέ 


