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1. Executive Summary

This submission 。何e用 APREA'sperspectives on the consultation paper，Providing Better
Investment Solutions to 阿PF阿'embers

APREAmakes the following recommendatlons:

a care fund approach operates best where it oplimises the potential to

enhance long-term investment returns while reducing risk;

the methodology for maximising the design efficiency of default funds should

utllise innovative concep'妞，such as Iiability driven investing ，investment

glide paths，surplus optimìsation and mean variance optimisation，as well as
個king account of historical performance;

evidence-based data 00 real estate returns (includlng real estate investment

trus個 REITS)c1early indicates the imp 。時ant role real estate 臼 n play in

。ptimising long-term performance ，including risk reduetionj

in several countries，他 is increasingly common for target date funds t。
include higher real estate allocations (particularly REITs) to better meet

retlrement liabilities;

at present，Hong Kong's MPF rules restrict allocations to securitised real

estate which thereby reduce the optimality dividend offered by balanced real

estate allocations; and，

APREArecommends the removaJ of these restrictions.

This submission is divided into the following sections:

﹒ the benefits of real estate allocations within pension plan frameworks;

• a discussion of methodologies that optimise investment po前folio design

efficiency;

• the evidence-based case for increasing reaJestate allocatìonswithin the Hong

Kong MPFframework; and，

• recommendations relevant to specific issues in the MPFconsultation paper.

The submission has been prepared on the assumption that a core fund model designed in

accordance with the 個 rget date fund/ Iife-stage approach outlined in the MPF

consultation paper is adopted. The focus of the submission is，therefore，on technical

issues，specifically in relation to fund design - that is，questions four，five，eight and nine

of the consultation paper

Above all，APREAbelìevesthat competitive markets are best praced to design and

manage funds that meet the public policy objectives of the MPF
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2. APREA in Two Minutes

APREAchampions the Asia-Pacific real estate investment industry

Working closely with world-class pa性ne悶， APREAprovides its members with a capital

markets passpo 吋 to real estate oppo 時unities in Asia-Pac and across the globe

APREAengages c10sely with governmen 區-our evidence-based advocacγhelps forge

a more globally competitive real estate industry

APREAal50 fosters a more informed and professional market place by delivering

incisive industry intelligence and best practice tools ，訓。"9 with outstanding

networking and learning platforms.

APREA'smembers comprise the regìon's major investors，developers，managers，advis。問

and thought leaders operating within the real estate weatth creation chain

At present，APREAhosts chapters in China，Japan，India，Austral悶 I Malaysia，Singapore，
Hong Kong and the Philippines

For additional information on APREA，please visit 盟旦旦』且堅且』旦旦
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3. The Case for Real Estate
In Pension Funds

This chapter Qutlines:.
‧

the twin objectives of mandatory pension fund frameworks;
the five classic benefi區 of REITs

The chapter provides relevant US and global data prepared for the National
Ass治ciation of Real Estate Investment Trus屆 (NAREIηand AsiaPac-specific data
prepa問 d for APREA

Focus on Mandatory Pension Funds - twin
objectives
This submlsslon (，血us晶。n mandato 吋 penslon funds where there Is a 閃閃 Icular

emphasis on:

v
e

‧. maximlslng net investment 問 turns to meet retirement Iiabilitiesi and，
effectlvely addressing the changing risks faced by citizen Investors at varlous

stages of thelr working Iives.

Real estate can play a critical role in meeting these twin objectives

Real Estate Investment Trusts (REIT吟 I in pa悶icular，臼n help meet these 90al5 as a

crltical element of a well seleeted investment set

The five Benefits of REITs for Pension Plans

自迫且幽IllI

聶聶區區一一且團團團圓圓圓

Each of these benefits 15explored In greater detail below I drawing on global，United
States and Asia-speclfic evldence.
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Benefit 2: Income 5tàbility

REITs provlde both capltal appreciation and income growth

From the pe用pective of long -te何n pension wealth creatlon 90a15，REITs 0何er hlgher
income retums than fixed-incame Inves肺、ent

Whlle REITs are more volatile than bonds，an analysis of thelr longer term perfo何nance
shows lhey are relatively Slable lhrough periods of fiuctualing e∞nomlc fundamentals

In the United States，REITs delivered average annuallsed Income returns of 7.6明。ver a
four decade period
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Benefit 3: Inflation Hedge

Inflation erodes savings and purchasíngpower.

In the US，Morningstar research shows that REIT income returns have outpaced inflation
in 36 of the past 42 years since 1972.

In a more recent perspective since 1981，REIT income has eclipsed infJation in eve叩 year
except 2日07.
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Studies prepared for APREAsl、。Wsimilar inflation-hedging virtues derived from
investment in Asian real estate
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Benefit 4: Long-Term Performance

APREA's princlple thesis Is that 問 al estate and REITs can plaγa critical role in meeting
the twin objectives of mandato 吋 penslon schemes.

That is，由ey add unique value to an optimal investment mix

Clearly ，扭扭l 間 turn performance is crucial to making this case

ln the US，惘。mings 個r tested the hypothetl 臼 I growth of a $1 investment for five asset
c1assesplus Infiatlon for the 42 yea閃出 December 2013.

REITs provlded the hlghest return and largest Increase 10wealth over this time period

AII five asset classes added value to the hypothetical p。前folio either as a result of their
Income and capital performance profile，or their rlsk management characterlstics.

In sh。前I the strong case for including REITs in penslon plan p。前folios is underlined by
thelr long-term outperformance of other asset classes
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Benefit 5: Risk Management

Mandato內 pension schemes and ta可et date funds，in pa間icu!ar，recognlse that investo用
臼 n tolerate changing levels of risk 出roughout their careers In the lead.up to retirement

Investors Jnmost asset c1assescan expect to experience losses or poor real (Infla口。仟
adjusted) performance from time to tlme

Thls volatility is a fact of Investlng

Well-designed 個可et funds ought，therefore ，to include asset classes that 。叮叮rellable
lon9.run returns

The 惘。rnlngstar analysls of US REIT returns over one，five and 15 years revealed just
elght γea問 that resulted in total return losses

惘。rningstar noted that by Inc間aslng the holding perlod to fjve yea悶， only one of the 38
。verlapplng peri。由同sulted In a 1055.When increased to a 15-γear annuallsed return
basis，the用 we問 no periods of negative retum between 1972 and 2013.
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For Asian REITs，during the 11 yea問 to 2013，there was only a slngle year of negatlve
returns - this was at the outset of the Global Financial Crisis In 2008.
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這品

Chapter Summary

The MPFConsultation paper poses several questions about asset mix allocations in
default accaun坦因

As the US and local evidence in thls chapter demonstrates，real estate and REITs，in
particular，can make a critical contribution to meeting the twin overarching goals of
target date funds

Indeed，APREAwould argue that given the strength of th的 evidence，it wauld be difficult
to optimise a default core account in the absence of a significant allocation to securitised
real estate.

The followlng eha悶， prepared by independent consultants，shows that an allocation of
"，2SQ旬出 listed real estate would help meet the retirement Iiabilities of Hong Kong
citizens

That is，such an allocation produces a higher comparative retum with relatively
lower volatility compared to a smaller allocation to securitised real estate.

Inclusion of global Iisted property in a 70% growth p。時fo肘。
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4. Target Date Account
Methodologies and
Concepts

This chapter outlines concep包 relevant to the design of asset allocations in 個rget date
funds，including:

• llabllity drlven Investing
• glide paths
• 501惘。V optimlsation metrlcs

而ese concep包are then deployed to argue the 臼se for real estate.

In The Ro/e of REITS and Usted Rea/ Es個te Equitles In Target Date Fund Asset

A/，扭曲tions (2012) prepared for NAREIT，the Independent advi胡同，Wilshire ，outl1ne key

concep區 tor optimising the performance of penslon funds.

Wilshire notes the rising popularity of target date and Iife stage funds

The paper shows that 個 rget date funds we間 developed to simplifγthe key factors that

drive investment decisions，5uch as asset selection ，po問folio diversifi 臼tion ，risk

management and 間 -balancing aver time.

It al50 notes that it is helpful to apply lnvestment cancep出 developed for defined benefit

plans glven the common goal of both growlng wealth and provlding Income that 15

sufficient to meet retlrement liabilities.

These concep區 are

• liability drlven Investlng (LDI)i

• glide paths; and，
• surptus optimisation (50) and mean variance optimisation (MVO) as metrics for

assesslng relative performance.

Liabitlty Oriven Investing (LOI)

LDI allocates pension plan asse扭扭 better hedge the value of those assets over tlme to

specifically account for expected future liabilities

The goalls to reduce unexpected funding costs

Glide Paths

A gllde path is the tlme line，or stages，over which a fund's total eq山ty allocatlon

decreases and the 扭扭 I fixed income altocation increases

A well-designed glide path is struetured to accommodate the va呵ing levels of risk that

invest。用can tolerate during their careers and into retirement
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缸，、

At the beginning of an individual's career，tlieiré ìsvalue in seeking to capture higher
returns in order to maximise retirement wealth.

In short，an citizen will Iikely enjoγmany yea問 during which to overcome uncertainties
related to infiation，economic setbacks，changes in remuneration levels and investment
volatili旬，

As years progress，uncertainties in relation to career path and remuneration returns are
likely to reduce as retirement wealth builds. Consequent 旬，expected retirement Iiabilities
become clearer. However the appetite for risk (which includes the threat of eroding
accumulated investment wealth) will decline sharply as investors near and then Iive in
retirement.

The glide path represent a technique for better managing these evolving risk profiles in
terms of LDIhorizons

Optimisation Metrics for Constructing Asset Allocation Glide Paths

Two concep屆 for implementing LDIare surplus optimisation (50) and mean variance
optimisat 叩門 (MVO)asset allocation tools. Please see the break out box for a technical
discussion of these concep區，

60th 50 and MVOplay a role in constructing asset allocation glide paths. MVOis best
suited to medium to long-term asset growth. SO is more relevant to shorter time frames
and allocation strategies for those already in retirement (especially as increasing Iife
expectancies means individuals are spending longer in retirement)

As we will see in the next section，both MVOand 50 metrics demonstrate the value of
significant real estate allocations in target date funds
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Asset Allocations (Wilshire)，2日12，page 34
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5. Optimal Portfolio
Allocation for Target Date
Funds

This chapter notes

• the 叫se of target date funds (TDFs)
• the rise of REIT allocations w岫 in these funds
• the evidence using MVO and 50 analysis for these allocations for both' static

portfolios and p。內follos based 00 glide paths

A Towe同 Wa扭。n surveγconducted In the United States In 2009，noted that 72鳴。f

401(的 plans elected TOFs as their default fund.

A 2009 survey by Callan Assoclates revealed 73% of 33 unique TDFs Included real es扭扭

allocations ，the majorlty of which were REITs

A 2009 su凹ey of 32 investment consultants by PIMCO (whlch included seven of the top

10 US investment advisors) ，concluded that REITs more than any other asset c1assadded

"the most value" within defined contribution plans.

A 2009 su阿ey of 400 US defined contrlbutlon plan spons。用∞nducted by CaseγQulrl<

and Associates with the Plan Sponsor Council of America，concluded that TDF spons。用

chose REITs nearly twice as often as any other asset as the new investment offering that

met the needs of a po吋folio 0仟ering. 洞、e alternatives were hedge funds，commodities ，
global fixed income and REITs.

開。re recently，a 2013 survey by the Defined Contribution Institutional Investment

ÄSsociation revealed further strong sUPP。同 for Iisted and diverslfied real estate

allocations ，as the following survey resul且 IlIustrate
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11圖 lIm1I叫自
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The findings are not surprìsing given the mounting wealth of evidence in favour of

significant real estate allocations.

The following graph summarises results from five different studies into the role of 阻al

estate In mixed asset po院folios

The yellow pie slices indicate the recommended allocations to real estate，ranging from

18% to 21%

何時 folio Allocations to Global Real Estate
Different Time Periods，Methodologies and Consultants

MornlngsterAnalysls
MeanVarlanceOptimlzatlon

1990-20盯

Momlngs.tarAnalysis
MeanVarianceOptlmization

1990-2010

MomlngstarAnalysis
FiltTailOptlmlzatlon

1990-20凹

一-.-
Mornlngs恤 rAnalysls

L1abll1旬RelatlveInvesting
1990-2009

It is impo前ant to note that:

開
• all studies included a full menu of assets - for example，USand non-US stocks，

bonds，Treasu阿-inflated protection products (πPS)，commodities;
• the studies were conducted by different consulting organisations;

• the studies covered a wide-range of historical periods - including pre，during and

post-GFC; and，
• the studies employed a wide range of methodologies - MVO，50，tail-risk

analysis，LDI etc

Despite the variety of approaches and consultants ，the recommendation to

allocate around one fifth of assets to real estate were remarkably consistent.
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Real Estate Performance Based on 50 and MVO metrics - 5tatic

Portfolio

The following tables demonstrate the relative perfonnance of 間al estate equitles based

on MVOand SOmetrics. The 個bles are drawn from the WlIshlre study attached at

Appendix A.

The first set of tables cover historlcal returns with and without US REITS In terms of﹒

• expected p。前folio risk;

• annualised p。前folio risk;

• annualised po仕folio return;

• p。仕follo sta悶 ing value; and，
• p。前follo ending value

The same analysis is al50 provlded for global REITs

The historical pe斤。rmance of the three portfolios ShOW5that the third portfolio
constructed uslng Surplus Optimlzatlon with U.S. REITs in the opportunity set yields the
hlghest historical return and lowest level of 巾k

Efficient Po們~olioswith and without U.S. REITs
Using Hist叩開 I Monlhly Retums. December 1975 - Dece而bÈ!r2010"

自肝何咐。
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lL16%
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The p。前folio constructed with Surplus Optimization also includes a higher alloeation t-。
REITs than the p。前folio constructed with MVO(10.7% VS.7.5%). Also Interestlng to note
is that the increasing allocation to REITs is accompanied by shrinklng or zero allocations
to U.S. TlPS，U.S. High Yield Bonds and U.S. Small Cap Equities，indicating that REITs
serve as a m。問e何icient asset c1ass for combinlng the Investment attributes of
high and stable income ，long~term capital appreciation and inflation protection.

Optim區:edAsset ClassA1locationswith and without U.S. REITs

ilWI!l叫ITJ1fj)t ìWl.1叫l!&1IiIrn:3 訕 :rnJ!Il缸瓦mm函司﹒
|臼shG 醋。甜

T1PS 4.5% 4.5%
|υS. Bonds 111%26.4%
拉叭Vield 9.時 3.揖一Bonds . 6.8% 2.15%一一一一且屯且已P 31.2% 31.2%
ISmallcap____ _ . 94% 4.0%
u.s. REITs 0.0% 7.5%
恆生也會主!-~k!s_. _. ~_1.8~向一~一一一_18.1%
Em.Mlcts 0.7% 2.3%
眶。mmod叫es0.0% 0.0%

Sour.臼叫 IshireCompass
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Slmllar resul屆 are found wtíeri 'we' expand the~opp'。吋uhlty set to Include Glob 剖 IIsted
REITs and property ∞mpanles instead of U.S. REITs. That Is，由Is modelled po耐。11。
resul包 In the hlghest historical return wlth the lowest rlsk level

E而cient P前甘'oli唱 with and without Global REITs
Using Historical Monthly Retums，De目mber 1975 - December2010"
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MVO叫GlobalRElTs 11.59% 10.8喘 10~揖缸 0.000 $331.291
~!哩!世但也些，.ElTs 11.5'端 '10.1.哺且明岫嘲扭曲， 402. ]

Sourc訓e: Bardays Capl凶 lfvÐ. NAREIT，WilshlreCompass

As was the 臼se with a po吋。110focussed on US REITs，an opportunity set comprising
Global REITs also serves as a more efficient asset class for combining the investment
attrlbutes of high and stable income，long-term 臼 pital app間口 ation，and inflation
protection

Optim區ed Asset Class A1locationswith and without Global REITs
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0."" 0.0% 。σ'‘-.

Sour，盟:WilshireCompass
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Analysis Based on Glide Paths

Wilshire also constructed a TDF portfolio by introducing a glide path to the analysis
detailed above.

The glide path reallocates the modelled p。前folio over time as an investor moves c10ser to
retirement

As with the static portfolios ，the TDF po內folios constructed with Surplus Optimization that
includes U.S. REITs delivers the highest return and lowest risk.

Introducing a glide path reduces risk levels aCrOS5the board compared to the
static p。時folios

A TDF po仕folio constructed with Surplus Optimization and including U.S. REITs resulted
in the highest return and lowest risk of the three TDF portfolios ，returning 10.43% at a
6.56% risk level.

Over a 35-year investment period，the TDF p。吋folio using Surplus Optimization would
have resulted in a p。問follo value at the end of 2010 that is 9.8% higher than that of the
portfolio without U.s. RElTs.

Target Date Funds with and without U.S. REITs
Using Historical Monthly Returns，December 1975 - December 2日10"

|⋯叫師叫 I!m.;tnll， :t.j帥-﹒
晶晶 ~rm 回~晶。 [i1!ll!Ja'.MihJ咐。lJr.I甜甜 r:tmn'i'll伯 [;J;UTTii_4妞
徊的峰已倦了一一立也反 ~/~9 些毛主一些學史二二二 $iö，ooo_三旦旦啞
MvowJU.S 酷的 6.79% 10.25% $10，曲。 $304，175
隔兩 tw布;而:rr;--- -';⋯C~6:頁一一苦苦于于 1前十六十單單竺 j

Source:BarcJaysCapitalLive，NAREIT，Wi1shireCompass

U.S. REIT allocations in a TDF po吋folio constructed w性h Surplus Optimization begin at
15.80% for an investor with a 40-year investment horizon，gradually declining along with
other equities as the investment horizon shortens，but remain sizeable at 7.1日% for an
investor at retirement
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Figure 28.3

GlldeP抽 Allocatlons (υ.s. REITs)
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Global REIT allocations in a TDF pO吋follo constructed with Surplus Optimìzation begin at
16.6% for an investor with a 4日-year investment horizon ，gradually decline along with
other equities as the investment horizon shortens ，but rem 副 n sizeable at 7.5% for an
Învestor at retirement
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Gllde Path Allocations (Global REITs)
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Chapter Summary

The detailed Wilshire analysis shows that the inclusion of Iisted real estate achieves the

twin optimisation 90al5 of target date funds

• annualised p。時folio returns increase; and

• annualised portfolio risks decrease.

Using both the MVO and SO optimisation approaches，the long-term investment

performance of funds that include either US Iisted REITs alone or global REITs and real

estate securities，ranged from five to eight per cent for investment performance horizons

of five to 10 yea間 and 18% for investment horizons up to 4日y閏月

The analysis al50 showed that inclusion of the real estate allocations significantly reduced

the need for exposure to other investment types，such as small cap equities

In other words，real estate securities offer an efficient asset c1assfor inclusion in

investment glide paths.

That is，the evidence from the analysis bears out the critical features of real estate

securities outlined in chapter three above.

Given these conclusio 悶， we propose that it would be difficult to construct an efficient

mandato 阿 provident fund core account that did not include a 5咀nificant allocation to real

estate

APREA Response to MPF Consultation Paper (2014) Page 20



6. Implications for the Hong
Kong Mandatory
Provident Fund

This chapter Identifies barriers to meetlng the 90al5 of an optimally designed core
fund approach

It recommends that barriers to accessing the return and diversification benefit of
more slgnifi目前 real estate exposures be removed

Thls submission has demonstrated that slgnlfi目前 investment allocation to REITs will help
meet the objectlves of ∞re/ta旬et date funds.

Indeed ，it argues that optlmallty Is more diffiωIt to achleve 1" the absence of
such securitised real estate allocations.

It Is for this reason that an Increasing number of penslon funds 。何;er ta旬et date produc包
and that these produc尪 include exposu陪 to securltlsed 同 al estate.

Existing MPFrules Iimlt the capacity of citizens to benefit from these optimality dividends
in 000 ways:

1. REITs allocatlons In MPF accounts are restrlcted

MPF schemes currently limit allocatlons to REITs to 10% of total scheme funds

This occu用 because of the categorisation of REITs as a permissible asset under section
8(2)(c) of Schedule 1 of the Mandatory Provident Fund Schemes (General) Regulation
(MPFS Regulation)

APREAsuppo仕s a recommendation in the Developing Hong Kong as a C適pital Formation
Centre for Real Estate Investment Trus但 (2013) research paper，prepared by the Hong
Kong Financial Services Oevelopment Counci1 (HKFSOC).

Under this proposal REITs would be categorised in a new section 68 of section 8(1)(c) of
the relevant schedule

The HKFSDC has suggested the followlng draftlng:

APREA Response to MPF Consultation Paper (2014) Page 21



The following charts demonstrate how a 10% restriction on REITsdecreases returns in
mixed asset p。前folios.

These charts show:

• average annual returns with a 10明 restriction on REITs(with an equally shared
ASian/non-Asianallocation); and.

• average returns with a 10% allocation to Asian REITsand a 10% allocation t。
non-Asian REITs

Over the time period from 1990 to 20141 a 200/0 allocation to global and Asian
REITs scores a higher average annual return - 7.260/0 ve間us 7.07明-than the
lower 10幅 allocation.
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2. Geographicallimitations

MPFschemes are currently only allowed to invest in REITs listed on approved stock
exchanges in the countries of Hong Kong，Australia，the United Kingdom or the USA (as
set out under section 8(b) of the Mandat。吋 Provident Fund Schemes Guidelines 111.2)

APREA recomrnends the list of countries in which REITs are investable by MPFschemes
be expanded to include other markets that are sizeable and liquid.

Tahle 4:REIT market {;于uidity
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A 2013 survey of gJobal real es扭扭 fund managers and investment professionals
demonstrates a clear preference for a mix of REIT market opportunities
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7. Conclusion
This submission has addressed several technical issues posed bγthe MPFdiscussion
paper

APREA has not endorsed a particular public policy approach in relation to core fund
accoun區I fees et al

APREA's overriding philosophy is that competitive rnarkets are best placed to understand
and meet the long-term needs of fund beneficiaries.

However，the suhmission recognises a requirement for mandato 吋 pension schemes to
better meet payout liabilities，to maximise growth and protect against inflation while
managing risk

In doing 50，the submission provides a detailed analysis of conceptual and methodological
approaches to Iiability driven investment models.

It has applied interna 的。nal thinking on optimisation analysis devised for target date funds
to technical questions raised in the consultation paper

On the basis of this detailed analysis of global and Asia-specific evidence，APREA
concludes that real estate allocations (pa吐icularly securitised real estate) can play a
critical role in achieving the policy objectives of mandatory penslon schemes.

In sh。間，the analysis shows that the inclusion of listed real estate achieves the twin

optimisation goals of target date funds:

• annualised p。時folio returns ;nc，用'8se; and

• annualised portfolio risks dec，們ease

We show that these virtues also accrue when applied to a range of glide paths

From a fund pe用pective，slgnificant al1ocations to securÎtised real estate provide an ideal
pathway to meeting long-te 阿n pension fund Iiabilities with greater ce間ainty

We also demonstrate that significant pension markets，such as the United States，have
witnessed a growing recognition that an optimal pension fund asset mix will include
securitised real estate

We've identified barriers to ìncreasing real estate allocations in Hong Kong and provide
constructive recommendations for removing these barriers

APREAwould be delighted to elaborate on any aspect of this submission.
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Appendices
Appendix A: 'Wilshire repo 此 on The Ro/e of REITsand Listed

Real Estate Equities in Target Date Fund Asset
Allocations

htto: Ilwww.reit.comlsi 個sl defaultlfilesl aortalslOI
PDFIWilshire-Taraet-Date-Fund- White-Paaer-
20且.pdf
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