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A Whole New World

Managing Risk in Funds of Global Real Estate Securities

s the driving forces of glo-

balization and unitization

continue to shape the real
estate industry, investors have
been rewarded with more choices
in terms of products and vehicles
being offered. This renewed flexi-
bility has given investors the ability
to actively manage their real estate
allocations. Existing real estate
investors may be less familiar with
some of the tools, however, includ-
ing risk management for these new
additions 1o their portfolios. As this
evolution proceeds, we thought
it would be useful to share some
insights from managing both long-
only and long-short strategies in
global publicly traded real estate
securities.

RELATIVE VALUE AT RISK
APPLIED TO
A LONG-ONLY FUND

Institutional investors and asset
managers often measure the per-
formance of their portfolios against
a benchmark. Therefore, they are
concerned not only with absolute
return, bur also with relative return
— i.e., the difference between the
fund’s return and the benchmark's
return, also known as tracking
error (see “Glossary of Terms,”
page 34). When evaluating relative
performance against the benchmark
in terms of risk and return, the
return parameter typically is repre-
sented by mean tracking error, and
the risk measure is represented by
tracking error volatility (TEV}.

Controlling the fund man-
ager's risk only through a limit of
TEV, however, has the shortcom-
ing that TEV is measured ex post
— after the events have occurred.
Instead, managers would prefer to
know the potential tracking error

Executive Summary

# With the new real
estate investment
vehicles available,
investors are looking
for different ways
to measure risk and
performance.

# One tool for this
purpose is a relative
value at risk estimation
program, adapted to
the global real estate
environment.

# A similar tool has been
developed for global
REIT hedge funds.

that may arise from their current
portfolio composition. An inter-
esting solution is represented by
applying value at risk (VaR) tech-
niques to the differential portfolio,
represented by the relative returns
between the fund and the bench-
mark portfolio holdings. This leads
to the calculation of relative VaR.
PRESIMA developed a relative
VaR estimation program o pro-
vide managers with an effective
risk management tool, adapted tw
the global real estate environment
and to the investing policies of the
group, The model thus allows for
measurement of the fund’'s rela-
tive VaR against its benchmark, the
EPRA/NAREIT Global Real Estate
Index. Furthermore, in generating
a distribution of the relative returns
of the portfolio, the program also
has the ability 1o predict the maxi-
mum potential gain relative to the
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index, for a desired confidence
level p and over a specific period.

The underlying methodology of
the VaR concept requires the mod-
eling of market risk. The model
uses a sensitivity analytic approach,
which establishes the relation-
ship between the instrument’s
value and the risk factor's prize,
thus determining the accuracy of
risk approximation. The method,
therefore, relies on single factor
models’ principles (similar to the
capital asset pricing model), which
relates the returns of a security to
its respective local market index.
To simulate risk factors and evalu-
ate the relative VaR, three types
of estimations are used and ana-
lyzed: (1) the variance/covariance
approach, (2) the historical simula-
tion approach and (3) the Monte
Carlo simulation approach (10,000
simulations).

The measures of relative VaR
for confidence levels of 90 percent,
95 percent and 9 percent are pre-
sented in “Weekly Relative Value
at Risk" (page 34). Note the results
differ slightly at the 90 percent and
95 percent levels, varying from
+20) basis points, but considerably
at the 99 percent level with an
impressive variation of almost 100
basis points berween the variance/
covariance and the historical simu-
lation methods,

In fact, the historical simula-
tion approach does not necessitate
any restrictive hypothesis concern-
ing the returns' distribution, which
allows the replication of the real
past distribution ol returns. In
requiring the hypothesis of normally
distributed returns to be effec-
tive, both variance/covariance and
Monte Carlo simulation methods
present symmetrical distributions







