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PREFACE 

Voor u ligt het resultaat van 13 maanden onderzoek. In het kader van mijn 

afstudeeronderzoek aan de Technische Universiteit Eindhoven heb ik gepoogd mij in deze 

periode de wereld van de vastgoedderivaten eigen te maken. Die wereld is even boeiend 

als nog onbeschreven gebleken. Dit exotische vastgoedproduct wordt door vrijwel iedere 

vastgoedspecialist nauwlettend in de gaten gehouden. De meningen lopen op dit moment 

(nog?) zeer uiteen, varierend van een stellige overtuiging van succes tot een eveneens 

absolute overtuiging van gedoemde mislukking van het vastgoedderivaat in de Nederlandse 

vastgoedmarkt. Of de waarheid in het midden ligt, zal uit dit onderzoek naar voren 

komen . 

Dit (Engelse) verslag betekent een verkenning op dit nog vrijwel onbelichte 

investeringsgebied binnen de vastgoedwereld. Een onderwerp als dit leent zich bij uitstek 

voor zeer uitgebreide studie. Zo heeft dit onderzoek een zware financiele inslag, waarbij 

ook economische, fiscale en juridische aspecten in het standaard onderzoekspakket 

thuishoren . De meerledige doelstelling heeft een forse omvang van het verslag 

opgeleverd . Voor hen voor wie slechts een globale kennisneming van dit onderzoek 

voldoende is, is het raadzaam de gekleurde blokken aan het begin van elk hoofdstuk als 

rode draad te volgen , waarbij de hoofdstukken 5 en 6 als praktische ondersteuning van de 

theorie moeten worden gezien. 

Graag wil ik bij deze iedereen danken die op zijn of haar manier heeft bijgedragen aan de 

afronding van mijn afstudeeronderzoek. In de eerste plaats dank ik professor Willem 

Keeris en Kees Kokke namens de TU/e voor hun energie en tijd tijdens mijn begeleiding. 

Ook ben ik op deze plaats veel dank verschuldigd aan Joop Kluft en Bart Kruijssen namens 

mijn stagebedrijf Deloitte, die mij in dit lange proces uitstekend hebben begeleid en 

ondersteund. Bij deze vier heren kon ik altijd terecht met vragen of opmerkingen zowel 

over mijn onderzoek als over andere zaken. Ook wil ik op deze plaats mijn collega 's van 

de afdeling Tax Real Estate danken voor de prettige werksfeer en samenwerking, ondanks 

mijn gebrek aan fiscale kennis. 
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Daarnaast dank ik de IVBN, en met name Frank van Blokland, voor de ondersteuning en de 

geboden faciliteiten . Maarten van Hassell wil ik danken, met wie ik gedurende de gehele 

analysefase plezierig heb samengewerkt. Ook gaat een woord van dank uit naar al die 

vastgoedspecialisten die, ondanks hun drukbezette agenda's, tijd voor me vrijgemaakt 

hebben om al mijn vragen te beantwoorden. 

lk ben mijn vrienden en naaste familie dank verschuldigd voor hun interesse en 

medewerking. 

In het bijzonder wil ik Wendy danken voor haar onvoorwaardelijke steun en begrip in een 

afstudeerperiode, waarin ik te vaak te weinig tijd voor andere zaken dan afstuderen had. 

Zij wist mij ook in soms wat moeilijkere perioden te stimuleren en te motiveren. 

Veel leesplezier toegewenst. 

Koniwin A.G .M. Domen 

Eindhoven/ Amsterdam, oktober 2003. 
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NEDERLANDSE SAMENVA TTING 

De vastgoedmarkt is in haar behoefte aan professionalisering alti jd op zoek naar 

vooruitgang en verbetering van product en markt. lnnovatieve producten kunnen deel 

uitmaken van deze progressie. Ten tijde van laagconjunctuur, zeals momenteel het geval 

is, zijn vastgoedondernemingen in hoge mate in innovatieve producten gei·nteresseerd. In 

combinatie met een veranderende behoefte als gevolg van een steeds complexer 

wordende vastgoedmarkt , is dit een goed aanknopingspunt voor een onderzoek naar 

dergelijke innovatieve vastgoedproducten. Vooral als naar de financiele markt gekeken 

wordt , valt op dat een keur aan investeringsproducten voorhanden is, waarmee de vraag 

en het aanbod binnen de markt gecontroleerd kan worden. Een van die producten is het 

derivaat. Reeds begin jaren negentig is een poging gedaan dit derivaat ook op vastgoed 

toe te passen . Die poging mislukte jammerlijk, maar de aandacht voor deze nieuwe 

investeringsmogelijkheid hield aan. Op dit moment zijn een aantal producten op de markt 

gebracht die het predikaat ' vastgoedderivaat ' kunnen dragen. Wat is een vastgoedderivaat 

en kan het waarde toevoegen aan de vastgoedmarkt? Zo ja, op welke manier dan? Oat is 

de insteek voor dit onderzoek. 

Door de waarde van een bepaald product los te koppelen van het fysieke product, ontstaat 

een nieuw investeringsproduct: het derivaat. Een derivaat ontleent haar waarde dan ook 

aan de onderliggende waarde. Hieruit kan een definitie van een vastgoedderivaat worden 

opgemaakt: 'een financieel product, dat een samenstelling van rechten en plichten tussen 

twee entiteiten omhelst, waarvan de waarde is afgeleid van vastgoed' . Vastgoed wil in dit 

geval zeggen: zowel direct, niet genoteerd indirect, genoteerd vastgoed als ook de 

vastgoedindices. Securitisaties van vastgoed en hypotheekleningen worden daarbij buiten 

beschouwing gelaten. 

In dit afstudeerverslag beantwoord ik de hierboven gestelde vragen. In de eerste plaats 

beschrijf ik welke producten theoretisch op de Nederlandse markt voor vastgoedderivaten 

verhandeld kunnen worden en welke partijen daarbij gebaat kunnen zijn . Hieruit zal het 

antwoord op de eerste vraag voortkomen: de Added Value. In de tweede plaats ontwikkel 

ik een methode, waarmee vastgoedderivaten gecategoriseerd kunnen worden en waarmee 

ze in de vastgoedmarkt ge·1mplementeerd kunnen worden. lk heb het onderzoek in een 

zestal onderdelen opgesplitst. 
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Na de onderbouwing van het onderzoek in het eerste deel, ga ik in het tweede deel in op 

de potentiele gebruikers van vastgoedderivaten op de Nederlandse markt. Voor het 

onderzoek zijn slechts de Nederlandse pensioenfondsen en verzekeraars als potentiele 

investeerders/aanbieders benaderd , omwille van de omvang van het onderzoek. Het is 

gebleken dat de pensioenfondsen en verzekeraars als gevolg van diverse factoren , 

waaronder de aanscherping van voorschriften door de Pensioen- en Verzekeringskamer, 

dreigende tekorten en economische invloed op de beursprestaties, moeite hebben 

bevredigende rendementen te halen bij het gewenste risicoprofiel. Op volgorde van 

relatief belang geven zij een tiental aspecten aan , die zijn als risico binnen hun 

vastgoedportefeuille beschouwen: 

1. lnkomstenstructuur; 

2. Sterkte huurder/verhuurde; 

3. Economische context; 

4. Locatie; 

5. Lokale/Nationale marktfactoren; 

6. Management; 

7. Opbrengstenniveau; 

8. Markt-/Portefeuille- en Asset Volatiliteit ; 

9. Liquiditeit ; 

10. Sectorale ontwikkelingen. 

De vraag vanuit de markt is hiermee geformuleerd. Elk van deze tien risico 's vormen een 

mogelijke probleem binnen de vastgoedportefeuille voor de Nederlandse pensioenfondsen 

en verzekeraars. Middels investeringen en desinvesteringen in de traditionele 

vastgoedproducten kunnen deze problemen niet (voldoende) worden tegengegaan . Er is 

behoefte aan een product dat bij investering wel invloed kan uitoefenen op deze tien 

problemen. 

In het derde deel van het onderzoek heb ik de aanbodzijde van de markt geanalyseerd: 

hoe functioneert een vastgoedderivaat en welke varianten zijn in theorie mogelijk? Ook 

heb ik een aantal van de meest vooraanstaande Europese vastgoedderivaten , die reeds 

ontwikkeld zijn , onder de loep genomen: Property Index Certificates en Property Index 

Forwards door Barclays de Zoete Wedd , Europa lmmobilia Certificates door Merrill Lynch , 

European Real Estate Certificates door Goldman Sachs en de Inflation Exchange Contracts 

door IEF Capital ontwikkeld . Het mag gesteld worden dat deze producten redelijk 

succesvol zijn gei"ntroduceerd. Ook is een korte impressie gegeven van de eerste poging 

tot een volledige vastgoedderivatenmarkt: de London FOX, waarbij de redenen voor het 

falen van deze markt zijn beschreven. 

Het vierde deel vormt de link tussen de theorie uit de vorige delen en de praktijk, waarop 

ik in het vijfde deel inga. De Added Value van vastgoedderivaten op de Nederlandse 

vastgoedmarkt is aangetoond middels vier argumenten: 

1. De succesvolle introductie van derivaten op de financiele markt ruim twintig jaar 

geleden; 

2. de vergelijking van de karakteristieken van vastgoedderivaten met die van direct, 

niet genoteerd en genoteerd vastgoed ; 

3. het overzicht van tien problemen of risico 's die door de Nederlandse 

pensioenfondsen en verzekeraars zijn opgesteld ; 

4. de internationale introductie van verschillende producten na het London FOX 

debacle. Producten die (redelijk) succesvol blijken te zijn. 
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Deze bevindingen maken het zinvol om in deel vijf een beslismodel te ontwerpen waarin , 

alle mogelijke theoretische vastgoedderivaten worden opgenomen en beoordeeld. De 

producten blijken op grond van de volgende aspecten van elkaar te kunnen verschillen: 

• Verhandelbaarheid: beursgenoteerd of niet; 

• Type vastgoed als onderliggende waarde; 

• lndexering van de typen vastgoed als onderliggende waarde. 

De twaalf producten die hiermee ontwikkeld kunnen worden , kunnen alle in theorie op de 

vastgoedmarkt gei'mplementeerd worden. De producten zijn alle voorzien van dezelfde 

karaktereigenschappen , waarbij de mate van aanwezigheid (positief en negatief) is 

beoordeeld. Voor vastgoedderivaten geldt dat de karaktereigenschappen enorm kunnen 

varieren. De vaste karaktereigenschappen zijn : 

1. Risico I Rendement; 

2. Diversificatiepotentieel; 

3. Psychologische aspecten ; 

4. Volatiliteit; 

5. Management; 

6. Standardisatie; 

7. Liquiditeit; 

8. Transparantie I Efficientie; 

9. Waardering. 

Middels het hanteren van het model kan een investeerder met een 'pakket ' van 

producteisen tot het juiste vastgoedderivaat komen. In de praktijk ligt dat wat 

gecompliceerder en zal de investeerder wensen en eisen hebben die veelal niet in 

producteigenschappen uitgedrukt zijn. De eisen van de investeerder, in dit geval het 

Nederlandse pensioenfonds of verzekeraar, bestaan uit de tien risico's die eerder in het 

onderzoek naar voren kwamen. De tien risico's hebben in bepaalde mate een negatieve 

invloed op de doelstellingen van het pensioenfonds of verzekeraar. Dit maakt deze 

aspecten tot kritische (negatieve) factoren . Door de karakteristieken van 

vastgoedderivaten te matchen met deze kritische factoren, kan een uitspraak gedaan 

worden aangaande welk type vastgoedderivaat invloed kan uitoefenen op welke factor. 

Een tussenstap bleek noodzakelijk. lk heb de kritische factoren 'vertaald ' naar meetbare 

prestatie-indicatoren , waarna de relatie tussen indicatoren en karakteristieken van 

vastgoedderivaten wel geanalyseerd kon worden. 

Uit de analyse is naar voren gekomen dat investeringen in vastgoedderivaten direct 

kunnen bijdragen aan het oplossen of hedgen van problemen binnen de 

vastgoedportefeuilles op het gebied van management , volatiliteit en /iquiditeit . 

Daarentegen zijn er slechts zeer marginale verbanden gevonden tussen de karakteristieken 

van vastgoedderivaten en de markttechnische en economische aspecten , waar de 

pensioenfondsen en verzekeraars momenteel mee te maken hebben. Dit houdt in dat 

vastgoedderivaten niet (of nauwelijks) inzetbaar zijn bij problemen op markt- of 

economisch gebied binnen de vastgoedportefeuilles van pensioenfondsen en verzekeraars. 

De twaalf theoretische vastgoedderivaten uit het beslismodel heb ik vervolgens aan een 

kritische analyse op praktische toepasbaarheid in de Nederlandse vastgoedmarkt 

onderworpen. Hieruit kwam naar voren dat slechts niet genoteerde vastgoedderivaten op 

basis van een directe vastgoedindex, zoals de ROZ/IPD Vastgoedindex succesvol in de 

Nederlandse vastgoedmarkt gei'mplementeerd kunnen worden. Dit wordt door de reeds 
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bestaande producten bevestigd: ze vallen alle onder deze categorie vastgoedderivaten. Op 

de korte termijn zullen ook niet genoteerde derivaten op basis van een niet-genoteerde 

indirecte vastgoedindex, zoals momenteel door de INREV wordt opgezet, mogelijk worden . 

Betrouwbaarheid van de index en meer financiele kennis in de vastgoedmarkt zijn hierbij 

de meest belangrijke randvoorwaarden. Voor de overige theoretische vastgoedderivaten 

blijken de bezwaren te groot en te talrijk , waardoor een succesvolle marktintroductie op 

de korte en middellange termijn onmogelijk is. 

In het zesde en laatste deel sluit ik af met een aantal aanbevelingen op het gebied van 

kwalitatief onderzoek, het instellen van een belangenorgaan, verbreding en verdieping 

van het onderzoek naar vastgoedderivaten , herhaling van het proces, de volgorde van 

implementatie en alternatieven. 
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Section - A 
Introduction and Defintion 



INTRODUCTION 

• In dit hoofdstuk worden vier redenen als aanleiding voor dit onderzoek gegeven. Hieruit volgt de probleemstelling met daarbij 
de volgende doelstelling: 

"Providing insight into the question whether or not real estate derivatives add value for the Dutch real estate market and if 
so, what characteristics these real estate derivatives require to meet the demand of investors in the real estate market." 

• Hieruit volgt een volgende doelstelling: 

"Designing a decision model that includes all theoretical possible real estate derivatives, which will subsequently be 
evaluated on their distinguishing characteristics and the Dutch real estate market's demand." 

• Onderzoeksvragen en onderzoeksopzet worden aan de hand van deze doelstellingen opgesteld. Het onderzoek zal zich 
toespitsen op de toegevoegde waarde van vastgoedderivaten onder Nederlandse pensioenfondsen en verzekeraars. 

• De positie van het onderzoek is bepaald op de scheidslijn van de financiele markt en vastgoedmarkt. 

1. 1 BACKGROUND 

The economy always follows a cyclic movement: booms alternate with periods of low 

economic activity. The current market has been showing a downward trend for two years 

now. Currently the economy has officially moved into a recession . The Centraal Bureau 

voor Statistiek (CBS) has declared that the Dutch level of prosperity is devaluating, like 

has happened for the last time in third quarter of 2001 1• The fourth quarter of 1993 and 

the years from 1980 through 1982 also showed an economic decline [ANP, 2003]. One of the 

consequences is a dropping consumers confidence, decreasing both the private 

consumption and the level of production [VASTGOEDMARKT, 2003]. 

The real estate sector is still developing and professionalizing. Increasingly changes in the 

market situations occur while investments become more and more complex. These 

changes induce faster reactions in order to be able to influence the risk/return profile to 

their own likening. This trend has been increased by the economic depression, which adds 

to the need for risk/ return control. The need for higher transaction speed and market 

transparency is rising in the real estate market. Currently the Dutch real estate market 

roughly knows only two investment possibilities: direct and indirect real estate (either 

listed or not). The need for innovation receives an ever growing attention. According to 

the ANP article [2003] this trend will probably continue even more in the near future. 

Third quarter of 2001 - By far the most important event that caused this ' temporary' recession was 

the 9111 terrorist attack on the World Trade Center in New York in 2001 . 
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1.2 

During the current period of recession the evolving complexity becomes more visible and 

two different point of views are held by market investors. On the one hand investors feel a 

growing need for innovative investment vehicles, in order to be able to compensate their 

financial losses. On the other hand investors have a more conservative point of view, by 

arguing in favour of 'well known' safety, avoiding new, innovative products as long as the 

economy does not recover. 

Since the 1970's, the financial market has shown a diversity of innovative financial 

products. The majority of these innovations can be placed in a single category, namely 

derivatives. The publication of the Black-Scholes model2 in 1973 enhanced the interest in 

these 'new instruments', because market participants were now able to price the 

derivatives. This model, together with the increasing volatility in exchange rates and 

interest rates in financial markets, reinforced the trend towards more diversity in 

financial instruments. Nowadays, highly liquid financial markets exist in the different 

types of derivatives, from futures contracts on cattle to options on NASDAQ shares. 

This development mainly concerned the stock market, not the real estate market. 

Although there were some initiatives in the real estate market, for example London FOX3, 

the trend of an increasing diversity of derivatives has not been followed by the real estate 

market. Worse still, the first attempts to introduce derivatives in the real estate market 

were unsuccessful. 

PROBLEM STATEMENT 

The increasing professionalisation of the real estate market under the current economic 

recession and the dissimilar evolution of derivatives in the financial market and those in 

the real estate market, as well as the two different opinions about new products as 

described above, are the main input for this thesis. 

The problem statement is formulated as follows: 

"Do real estate derivatives add value to the Dutch real estate market and if so, which 

characteristics should real estate derivatives have to meet the demand of investors in 

the real estate market?" 

The ever faster changing market and the need for permanent (growing) control over the 

risk/return profile, force the real estate market to continuously develop and become more 

professional. Under the current circumstances the real estate market needs real estate 

products with characteristics that cannot be provided by the market as yet, resulting 

bottlenecks. A number of bottlenecks that hamper a further professionalisation are to be 

identified, such as the low transaction speed, the intransparency of the market and 

trading lot size. It turns out that there are several more factors, which will be discussed in 

chapter 3. 

As described in paragraph 1.1 , the financial market has also been through such a situation, 

in which innovative products have been introduced to meet the changed market 

2 The Black-Scholes model · Merton and Scholes, in collaboration with Fischer Black, developed a 

formula for the valuation of stock options. It has become the standard method of pricing options. 

More about this model and the corresponding valuation of options can be found in appendix II . 

3 The London Futures and Options Exchange started in May 1991 with four different futures contracts. 

Trading in these instruments stopped in October of the same year. Chapter 5 will elaborate on the 

failure of this market. 
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1.3 

requirements and to overcome its bottlenecks. A large number of those products can be 

categorised as derivatives. For more than twenty years now the financial market uses 

derivatives, with which the market can be served more efficiently and with more focus. At 

this moment questions rise in the real estate market that may concern the financial 

market. Are products available in the financial market that may be able to answer the 

growing demand for, among other things, a fast(er) transferability, small entities, 

transparency, etc.? Is it possible to implement the financial derivatives in the real estate 

market successfully? Do the financial derivatives characteristics fit the bottlenecks that 

are present in the real estate market at this moment? And if so , which distinguishing 

characteristics must these real estate derivatives have? Is it possible to develop a large 

mixture of products similar to real estate derivatives and at which investment level will 

they be fitted in? 

Especially organisations that have problems (underperformance, exposure problems, etc. ) 

in their current (real estate) investment portfolio, will be interested in the answers to 

these questions. For these parties, beside disposing of a part of the portfolio, the 

investment in such a new product can be very useful in withstanding the existing 

problems. In practice, investments in a new product after its introduction will not be able 

to solve t he whole problem within a (real estate) investment portfolio, irrespective of any 

unique characteristics this product has. It will always be a combination of different 

actions that sorts things out, among which possibly an investment in innovative products. 

MAIN OBJECTIVE 

In the first place, the main objective of a research nearly always links to the problem 

statement by answering the question raised . This is no different here and an insight will 

be provided into the problem statement. For this reason the main objective will be as 

follows: 

"Providing insight into the question whether or not real estate derivatives add value 

to the Dutch real estate market and if so, what characteristics do these real estate 

derivatives require to meet the demand of investors in the real estate market." 

The question whether or not real estate derivatives can add value to the Dutch market 

will be clarified in this research. This value addition must be assessed properly. 
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As a result of the problem statement the first 11 research questions, which will be dealt 

with in this chapter, are substantiated in a value analysis, whereupon a affirmative or a 

negative answer to the first part of the problem statement will be given. A distinction will 

be made between the supply and the demand in the market. The potential (future) 

investors in real estate derivatives - the institutional investors - and their market will be 

analysed first. A constriction in this analysis is necessary because of the research scope. In 

the analysis of the institutional investors the emphasis will be on the Dutch pension funds 

and insurers (= subject)4• In a subsequent analytical part of the research the current real 

estate derivative market will be described to the extent that it has already developed, 

discussing the most important real estate derivatives up to now (= object) . For a further 

explanation , see paragraph 1. 5 'Structure and Organisation'. By using the survival triplet 

by Cooper [1995] respectively the subject (-> functionality), the object (-> quality) and the 

possible Added Value of real estate derivatives will be discussed. In chapter 2 the use of 

the triplet will be discussed comprehensively. 

By judging the demonstrability of the Added Value of real estate derivatives, the 

analytical part of the research will be finished and the second part of the objective can be 

elaborated: which distinguishing characteristics must real estate derivatives have to 

effectively meet the market requirements? This part of the research has a designing 

character. In fact here a second , unrelated objective is described: 

"Designing a decision model that includes all theoretical possible real estate 

derivatives, which will subsequently be evaluated as regards their distinguishing 

characteristics and the Dutch real estate market 's demand." 

In the second , 'design' part of the research a decision model will be designed, in which an 

overview of the possible future real estate derivatives supply is established, as a result of 

the first 'analysis part '. The overview will consist of all possible real estate derivatives, 

their distinguishing characteristics serving as a basis for the model. Based on a match with 

the demand from the Dutch pension and insurance market the theoretical real estate 

derivatives will be judged on their usability. Then the real estate derivatives will be the 

subject of further critical discussion, which will take place on the basis of conversations 

with and feedback from market parties, with which a panel discussion will play a leading 

role. 

During the research the possibilities for the Dutch market will be analysed. Only Dutch 

investors will be involved in the research, although it is not possible to restrict the 

research to merely Dutch material. Because of a lack of sufficient data , international 

historical data and available figures need to be used so that, after reflection on the Dutch 

market, the Dutch situation can be judged. 

4 Pension funds and insurance companies - to Keeris [2001], the definition of these concepts is as 

follows. Pension fund: ttA fund linked to the enterprise, or industry or profession, with the objective 

to bring together and manage a financial capital , which is at least enough to provide for promised 

periodically paid benefits to pensioned or disabled participants of that fund, as well as the any direct 

next of kin in the event of an earlier death of these participants, at which the composition of that 

fund is provided in by means of contributions, (possible) employer's contributions and investment 

returns." Insurance company: "the general name for a (legal) body or institution, that covers risks as 

described in the related policy during a term of the agreement against payment of a compensation, 

the premium, under the indicated conditions and up to a fixed, maximum claim amount." In chapter 
3 the pension funds and insurers will be examined extensively. 
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1.4 RESEARCH QUESTIONS 

Working out the objectives the problem statement is divided into a number of research 

questions. These questions contribute to the problem analysis and will all be answered in 

order to be able give a valid answer on the first part of the problem statement. The 

research questions, classified as analytical or design question, will be discussed briefly. 

1. The subject analysis raises the following research questions: 

What are the pension funds and insurance companies ' main objectives? 

What are the main current events in the Dutch real estate market that may 

influence the pension funds and insurance companies' investment strategies? 

- What are these investors' problems in the current real estate market? 

- Are the current problems reason for looking for new real estate investment 

products? 

What would be the most important factors for pension funds and insurance 

companies for investing in real estate derivatives? 

What characteristics would pension funds and insurance companies like to see in 

real estate derivatives? 

These questions will be discussed first, because of the chosen set up in this research: the 

subject approach. The main important questions are: Who (will not)? What? Why (not)? 

Which problems are identified will also be examined and what is considered to be a 

solution. 

2.Also the objects need to be examined more closely and with that the following questions 

will serve as a guidance: 

To what extent do the current real estate market problems resemble the financial 

market situation twenty five years earlier? 

Which investment products have been introduced in the real estate markets so far? 

Which derivatives are being used in the financial market and what are their main 

characteristics? 

Which main real estate derivatives have been developed so far? 

Were these products (un)successful and why (not)? 

The background (paragraph 1.1) has already shown the comparability of the markets 

mentioned in the first research question. One should question what took place under these 

market circumstances, in order to find a solution for the identified problems. The possible 

use of derivatives in the real estate market results from this. An overview will be 

introduced, which will provide insight into all possible financial derivatives that can be 

implemented in the real estate market. In imitation of an analysis of the first attempts to 

set up a real estate future market, the most important (international) products will be 

discussed. 

3. As a result of the elaboration of the above questions, the first part of the problem 

statement can be answered: the Added Value of real estate derivatives will have been 

substantiated. If the answer is affirmative, the onward research will have a designing 

character: 

Which theoretical real estate derivatives can be developed? 

Which characteristics do these real estate derivatives have? 

Which of the theoretical products should be able to function in the current real 

estate market? 
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Which real estate derivatives should be able to be implemented after matching the 

subjects' demand and the real estate derivatives' supply and which real estate 

derivatives can be implemented in practice in the short term? 

- To what extent will real estate derivatives be able to add value to the real estate 

portfolios of Dutch pension funds and insurance companies? 

As stated, the last phase the research will mainly focus on designing a decision model with 

which real estate derivatives can be categorised. The actual goal of the model, however, 

goes beyond that: the model will make enable a (mis)match of the supply side of the 

market with the demand side - the subjects - so that the theoretical real estate 

derivatives (the fourth research question) can be judged. Providing the market parties 

with feedback about the results will finalise the research and will ultimately answer the 

practical Added Value of real estate derivatives. 

Questions that will be dealt with in this part of the research are more in the field of 

development and review than that of analysis. The analysis is, however, the most 

important tool to be able to come to a design like this: the obtained insight from the first 

phase forms the basis for the second phase. Not only the analysis and design phase will be 

linked but also theory and practice. 

The last question goes one step further and discusses the 'degree of effectiveness' of real 

estate derivatives for the Dutch real estate market: 

"When the Added Value of real estate derivatives has been proved, what is the 

(maximum) scope of this Added Value?". 

This results in an extra research dimension5• It would go too far within the scope of this 

research (among other things due to a lack of time) to include this dimension and hence it 

will not be discussed, no matter how interesting this question may be. 

5 In practice, if there is Added Value real estate derivatives will alleviate risks, but they will not 

remove them. Also, the degree of Added Value is not included in the analysis. This implies that it is 

unknown to what extent it is possible to 'exercise ' the Added Value of real estate derivatives within 

a portfolio encountering certain problems. What is the maximum achievable impact of real estate 

derivatives? With that the aspect of portfolio size is important. Will it be possible to create (a 

portfolio of) real estate derivatives with sufficient capacity in practice, to be able to solve the 

problems in usually extensive real estate portfolios? These questions go too far and will therefore 

not be included in the research. 
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1. 5 STRUCTURE AND ORGANISATION 

In order to come to a convenient and correct research classification, the research will be 

elaborated step by step according to a conceptual model. Answering the problem 

statement will be central, with which the distinction between analytical and design 

focussed research will be adhered to. The answer to the (double) objective will be the 

final goal (figure 1.1 ). 
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1.5. 1 Outlining 

This research includes studies that affect several aspects of real estate investment. The 

studies have been subdivided into four parts. The first part , chapter three, examines the 

potential investors in real estate derivatives. The second part discusses the objects: the 

real estate derivative, which will elaborated be in chapter four up to and including six. 

The third part, chapters seven and eight, describes the decision model, whereupon a test 

will take place. In chapter nine the fourth and last part concludes the research. 

Part I is the first part of a larger analytical component of this research. Here the Dutch 

institutional parties in the form of pension funds and insurers will be described. In this 

part , which will be elaborated fully in chapter three, the functioning and the main 

objectives of these enterprises, labelled ' subject ', are analysed. From the analysis the 

investment question of these institutionals results. Important aspects such as the 

risk/return profile contributes to the insight into the demand for new investments. 

The analytical research is finished in the second part. In a chronological manner the 

history of the real estate derivative is dealt with. In the first place in chapter four a short 

overview of derivatives and their functioning on the financial market is given. Chapter five 

discusses how in the beginning of the nineties in the UK the first attempts to develop a 

real estate derivative market were made. The most obvious real estate derivatives that 

have been developed until now are included in chapter six. The end of part II concludes 

the analysis, by answering the first part of the problem statement: do real estate 

derivatives add value to the Dutch real estate market? 

In chapter eight the third part explains how the decision model for real estate derivatives 

has been set up. Here the functioning of this model will also be discussed. It has been set 

up by means of acquired theoretical knowledge from the analysis of part I and II and 

practical knowledge from interviews. By submitting the model to the market in chapter 

nine, a practical test takes place. 

Judgements concerning the real Added Value of real estate derivatives are given in part IV 

as a result of the panel discussion. Chapter eleven concludes, among other things, with 

judgements concerning subject and object. Finally, recommendations for follow-up 

studies into real estate derivatives are made. 

1.5.2 Data Sources 

The sources mentioned in grey have been used throughout the research , to collect 

information and test the stated hypotheses. Literature research has been both a support 

and an extension of knowledge throughout the research . The interview in the analytical 

phase (Analytic Research) , both the subjects and objects part , concerns conversations 

with Deloitte employees, IVBN and pension funds and insurers. These interviews have had 

an exploratory input, collecting knowledge being the main purpose. The inquiry among 

thirty of the largest Dutch institutional investors has also had an exploratory nature and 

provided insight into the current knowledge of and opinions about the real estate 

derivative. With the object analysis, besides the available literature sources, documents 

such as official prospectuses of derivatives, the minutes of meetings, old presentations, 

etc. have been used. With the design part of the research information has been processed 

ensuing from the panel discussion, which was organised for this research. 
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1.6 POSITION WITHIN THE REAL ESTATE ENGINEERING SCOPE 

A good positioning of a study in the concerned field of research contributes to a clear 

picture of the importance to be attached to such a study. In this case it has not been 

indicated decisively in which market the research falls. Both the financial market and the 

real estate market are fields which this research encompasses. Moreover, it is indeed 

possible to indicate specifically which market is the target/underlying market, namely the 

real estate market. Figure 1.2 shows the relation between the financial and the real 

estate market, with a field of tension . The financial investment framework and the real 

estate investment framework overlap at a strategic level, because the different 

investment portfolios meet there. This research lies within this field of tension , with the 

emphasis on real estate aspects. The demand from the real estate market is provided for 

by real estate products that have been derived from the financial market, among which 

the real estate derivative. Therefore, much data will originate from this financial 

framework. 
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Fig. 1. 2 Position Research Real Estate Derivatives 

Decisions with respect to real estate investments are taken within the financial 

investment framework on the basis of Asset Liability Management (ALM) studies. Here the 

decisions with respect to the percentage of real estate in the total investment portfolio 

are included entirely in the financial framework [VERHAEGH,2001) . 

As described in the first paragraph of this chapter, the preference for a more stable 

investment portfolio grows at the time of economic recession. Real estate has proved to 

be an investment product with a low risk profile, as a result of which a higher percentage 

of real estate in the portfolio can be justified. Weighing the percentage of real estate is 

included in the asset mix within the investment portfolio at a strategic level (see figure 
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1.2). At present the need grows at this level for the possibility of investment in other than 

the current direct and indirect real estate. The real estate derivative may be one of the 

products that can be added successfully to the investment arsenal in the future . 

A comprehensive insight into real estate derivatives as real estate investment will 

contribute to an enlargement of the real estate market 's field of action , with which it 

should be noted that as a result also the possibilities in the area of operations and 

architecture will expand. With that, decisions concerning investments in real estate are 

positioned at the start of the real estate cycle. 

Next Chapter 

In the next chapter the research will be framed by means of Cooper 's triplet [1995]. Then 

the most important concepts of this research will be defined, such as 'the real estate 

derivative ' and the subjects 'pension fund ' and ' insurance company'. Also the 

characteristic differences between the real estate investment possibilities will be 

discussed. 
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DELINEATION AND DEFINITIONS 

• In dit hoofdstuk wordt dieper op de (mogelijke) Added Value van het vastgoedderivaat voor de markt van Nederlandse 
pensioenfondsen en verzekeraars ingegaan: wat is Added Value en hoe zal die in dit onderzoek warden gemeten? Deze 
analyse wordt aan de hand van de Survival Triplet van Cooper uitgevoerd. 

• Het onderzoek word! ingekaderd door middel van de definiering van de begrippen: vastgoed, direct/indirect en 
vastgoedderivaat. Ook warden de karakteristieken van de klassieke vastgoedinvesteringsmogelijkheden direct en indirect 
vastgoed naast de vermoedelijke karakteristieken van vastgoedderivaten geplaatst. Deze karakteristieken dienen ook als 
uitgangssituatie voor het onderzoek. 

• Onder een vastgoedderivaat word! in dit onderzoek verstaan: "Een financieef product dat een samenstef van rechten en 
pfichten tussen twee entiteiten behefst, waarvan de wardeontwikkefing is afgeleid van direct, indirect of genoteerd vastgoed, 
of een index daarvan (of een afgefeide van een van deze typen vastgoed}, niet zijnde vastgoedfeningen, noch een 
securitisatie van vastgoed of vastgoedleningen." 

2. 1 INTRODUCTION 

Paragraph 1. 5 shows a variety of detailed research and research methods. The central 

subject 'real estate derivatives' lends itself pre-eminently for closer research , all the 

more because it concerns a still fairly unknown investment area on the real estate market. 

Immediately a practical problem occurs: real estate derivatives are among the most exotic 

products known to the real estate market. 

This chapter provides a framework for the continuation of the research. First the problem 

statement will be further elaborated in paragraph Z.Z. By means of a comprehensive 

definition of the term 'real estate derivative ' the framework for the research is set in 

paragraph Z.3. Finally, paragraph Z.4 reflects the actual point of departure on the current 

real estate market, emphasising the distinguishing characteristics. This paragraph is a 

summary of a comprehensive preliminary examination into direct and indirect real estate 

and derivatives. The sources used in this preliminary analysis, have been included in the 

bibliography. 

2.2 ADDED VALUE OF REAL ESTATE DERIVATIVES 

The term 'Added Value ' is used in the problem statement. Each discipline defines and 

treats this wide term differently. The analysis phase of this research will answer the 

question whether or not (the use of) real estate derivatives will have Added Value . In the 

continuation we develop a model with which the Added Value can be further completed. 
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Before that a univocal definition of Added Value will be pursued: What is the Added Value 

of real estate derivatives? The answer to this question is subject to several factors : 

for which parties do real estate derivatives have a possible Added Value and why? These 

factors can simply be derived from the reason for this research: the current real estate 

market has a number of bottlenecks, such as liquidity, transparency, costs, negotiability, 

etc . These bottlenecks or characteristics of the (mainly direct) real estate market will be 

discussed later in this chapter. The real estate market, however, has a need that does not 

fit what is offered on the market at this moment. This is the area of tension. This area of 

tension is the reason (why?) that derivatives are possibly an Added Value for the real 

estate market (who?). Therefore, in this case Added Value of real estate derivatives 

means: 

"The situation that real estate derivatives have distinguishing characteristics, that fit 

the demand from the market (subject) , as a result of which the current bottlenecks 

will be removed." 

One of the books this definition has been inferred is that of Dewulf, Krumm and De Jonge 

[2000] who mainly examine corporate real estate strategies. They state that the Added 

Value is present in the improved relation between two matters, caused by the value

adding aspect. Here the view concerning 'value' must be taken into account. Vanderwerve 

[1996] aptly states that "from a customer's point or view, value is not what goes into 

products or services. Value is what customers get out." The customers in this research are 

the subjects who demand the real estate derivative (the object) to meet certain 

requirements. 

2.2. 1 Survival Triplet 

During the analysis phase in this research we will try to find an answer to the first part of 

the problem statement: "do real estate derivatives add value to the Dutch real estate 

market?" Do the characteristics of a real estate derivative fit (a part of) the requirements 

of the subjects better than the current real estate products do? 

A model frequently used in marketing will more clearly express bring the area of tension 

surrounding the Added Value and will contribute to a better understanding of the steps to 

be taken during the analysis phase. The Survival Triplet by R. Cooper [1995] was initially 

developed to gain a better insight into three production-related characteristics. The three 

characteristics are the 'costs', the 'quality' and the 'functionality' of a product (see 

figure 2.1 ). This target costing model will serve as a stepping-stone for elaborating on the 

question asked. 

Cost Price 

Functionality Quality 

Fig. 2. 1 The Survival Triplet Source: Cooper, 1995 
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In its original form the model is used to reflect the relation between the costs (internally 

and externally) , quality and functionality. In literature often a broad description of 

'quality' is given, "the ability to design a product that meets customer requirements" 

[COOPER, 1995]. This fairly broad definition will be used in this research . As regards 'quality ' 

side, the actual characteristics of the product 'real estate derivative' are dealt with. 

With respect to the ' functionality ' Cooper states that "it is not a single dimension, but 

rather multidimensional ". In contrast to the quality of a product, in literature states that 

concerning the functionality of a product tangible, but also intangible aspects play a role. 

The central question here is: how does the market assess the product? But also: which 

functional requirements to the product are put by the market? Both objective (qualitative) 

and subjective judgements, which the product must satisfy, are under discussion. 

With this description it is possible to rewrite the model, making it is useful for this 

research (see figure 2.2) . 
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Fig. 2.2 Transformed Survival Triplet 

Figure 2.2 shows that the Added Value depends on the demand of the functionality and 

the supply of the quality. A parallel with the definition can be drawn. For instance, in this 

research quality stands for the real estate derivatives that have to have connecting 

characteristics and functionality stands for the subjects, which set the demands in the 

real estate market. 

This is the way in which the research will be given its interpretation. The functionality 

component of the Survival Triplet will form the analytical part of the research together 

with an overview of the products that already have been developed (I). After this analysis 

an answer to the problem statement must be given. Only when the Added Value of real 

estate derivatives for the real estate market is confirmed , it will be useful to continue the 

research into the (future) supply market (II) , indicated as quality in the Survival Triplet. 

The elaboration will then consist of devising the decision model already discussed in 

paragraph 1.3, in which the distinguishing characteristics will be analysed. All this is 

reflected in figure 2.3. 
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Fig. 2.3 Adapted Survival Triplet 

2.3 DEFINITION REAL ESTATE DERIVATIVE 

I/ 

- distinguishing 
characteristics 

This research discusses a relatively new product in the real estate world : the real estate 

derivative. The expectations regarding this product are high in these times of economic 

recession. But what exactly is a real estate derivative? And what not? Before starting the 

research , the key term 'real estate derivative' will be explained. Not only is a correct 

definition of the term essential when discussing such a complex product. Also the research 

classification is essential. 

The term 'derivative ' is a well-known investment instrument in the financial world . In his 

dictionary, Keeris (2001] incorporates the term as follows: 

"The general denomination for a derived financial product. Its value depends on the 

(assumed) price development of the financial product from which it has been derived. " 

It must be noted that in principle it always concerns a contract that is entered into by 

only two entities. 

In this case to a certain extent the addition ' real estate ' has a wider meaning in 

comparison with the original sense of the word . Not so much the narrow sense of property 

is meant here, being "ground and all that is built on it for the longer period ... " (KEERIS, 

2001]. A real estate derivative can both relate to property and (part of) a complete 

portfolio of real estate objects, or even to (parts of) the Dutch real estate market. 

A short preliminary study showed the necessity to classify the term, because of the near 

universal characteristics of a derivative. Therefore real estate securitizations and real 

estate loans will not be taken into consideration. According to Brounen (2003] real estate 

securitization is in this case: 

"The process in which illiquid assets are transformed into free float securi ties." 
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By combining the above, it is possible to describe a real estate derivative as designated in 

this research: 

"A financial product, which contains a composition of rights and obligations 
between two entities, of which the value development has been derived from 

direct, indirect or listed real estate, or an index of these (or a derivative of one of 
these types of real estate), being neither real estate loans, nor a securitization of 
real estate and real estate loans ." 

All through the research this definition will be used when discussing the subject and 

object component of the real estate derivatives market. 

2.4 CHARACTERISTICS REAL ESTATE AND REAL ESTATE DERIVATIVES 

For years, investors in real estate have had the possibility to invest their money in direct 

and/or indirect real estate. It is up to the investors to create an optimal investment mix, 

supported by ALM studies6 or not. With the arrival of real estate derivatives the 

institutional investor has gotten a third option in terms of real estate investments, besides 

direct and indirect real estate. He can now make new decisions, arriving at a new asset 

segmentation. 

The question is, however, whether real estate derivatives actually have Added Value in 

relation to the 'traditional' investment forms. The characteristics rather diverge per 

separate type of real estate investment. Because of this , possible 'weaknesses' or 

disadvantages of one type of investment may be eliminated ('hedged') by investing in 

another type of real estate. Initially, in the paragraphs 2.4.1 up to and including 2.4. 3 the 

characteristics of direct and indirect (listed and non-listed) real estate will be examined. 

Then the assumed characteristics of real estate derivatives will be compared with the 

other types of real estate investment. That way the differences of /similarities between 

real estate derivatives in relation to the other types can be made clear. Figure 2.4 shows 

this set-up. 

Real Estate 
Derivatives 

Direct Real 
Estate 

Similarities 

Non Listed 
Indirect Real Estate 

Listed 
Indirect Real Estate 

Fig. 2.4 Overview of the investment options in the real estate market 

6 For more information on ALM studies, see Verhaegh [2001 ] . 
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2.4. 1 Direct Real Estate 

Direct real estate7 is strongly characterised positively by the stable proportion between 

risk and return [RYDIN, RODNEY AND REDDISH, 1990]. A second , frequently quoted reason for 

investing in direct real estate is the possibility of hedging inflation risks8 [GYOURKO AND 

LINNEMAN, 1988]. This will be discussed extensively in chapter 6 through 9. Direct real estate 

also has a unique character, making it a suitable instrument for diversification aims [BROWN, 

1997; LOKERSE, 1998]. Furthermore, direct real estate investment products are characterised 

by a non-transparent or inefficient market, which again is caused by the 

heterogeneousness of the product. The inefficient market enables returns to be generated 

that are superior to market-comparable returns. A good management team can exploit its 

lead in terms of knowledge and generate extraordinary returns [EICHHOLTZ AND TATES, 1993; VAN 

GooL, 2001]. Moreover, investors often have a certain 'feeling ' if it comes to direct real 

estate. In a number of cases this emotional involvement plays a role in the investment 

policy (positively, but also negatively!) [ERNST & YOUNG CF, 1999]. 

Being a non-transparent market is also an important disadvantage of the direct real estate 

market, which is shown in figure 2.5. Because of the heterogeneousness of direct real 

estate it is difficult to quickly adapt the real estate portfolio [E1CHHOLTZ AND TATES, 1993]. 

Moreover, the transaction costs and size turn it into an illiquid product [VAN GooL, 2001] . 

Thus, the illiquidity is another major disadvantage. A logical consequence of this illiquidity 

and market inefficiency is the long period during which real estate must be included in the 

portfolio. By emotional characteristics, such as moral hazard and adverse selection , direct 

real estate is sensitive to manipulation during transactions. These two terms will come up 

for discussion in chapter 10. 

Figure 2.5 shows the advantages and disadvantage of direct real estate as they are known 

from literature. 

• Low Liquidity 
• Market Inefficiency/Low Transparency 
• Heterogeneousness 

• Market Inefficiency - Extra Return Possibilities • High Management Costs 
• Low Risk Profile • Tenant/Covenant Risk 
• Relative Stable Value • Low Transaction Speed 
• High Familiarity Product - Management - Buyer/Seller • High Transaction Costs 
• No Stock Market Influence • Lot Size 
• Long Term Investment • High Emotional Value - Seller 
• High Emotional Value • Currency Risks 

• Manipulation - Moral Hazard/Adverse Selection 
• Valuation 

Fig. 2.5 Advantages and disadvantages of Direct Real Estate 

7 This and the next paragraph are fully based on a broad literature research . For example P. van Goo/ 

P. Jager, R.M. Weisz [2001],D. Geitner [1990, 1993], P.M.A. Eichholtz, N. Tates, [1993] S.A. Ross en 

R.C. Zissler [1991], J. Gyourko and P. Linneman [1988]. 

8 In chapter 6 "Initiatives after London FOX" several real estate derivatives will be analysed, among 

which the product of IEF Capital. Thereby the principle of covering inflation r isk will be discussed 

extensively: inflation hedge. 
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2.4.2 Non-Listed Indirect Real Estate 

By far the most important difference between direct and non-listed indirect real estate 

has to do with management. At non-listed real estate the real estate is being placed at a 

distance, which means that the direct management control disappears. That results in 

significantly lower management costs. On the other hand only little influence can be 

exercised over daily management. The strong emotional involvement with direct real 

estate investments is also absent with non-listed indirect real estate. This is both positive 

and negative. On the one hand the consumer loses the bond (and with that the familiarity) 

with the real estate, but on the other hand an emotional involvement will no longer stand 

in the way of a possible transaction. 

Placing the real estate at a (managerial) distance results in a number of disadvantages. 

For example , non-listed real estate is significantly worse as a hedge against inflation than 

direct real estate. Moreover, the value is less stable than that of direct real estate [RYDIN, 

RODNEY AND REDDISH, 1990] . Finally, the market inefficiency of the direct real estate market can 

no longer be used because the real estate is not directly owned any more. 

In figure 2.6 the advantages and disadvantages of non-listed real estate are shown. 

• High Diversification Potential • Low Liquidity 
• Low Risk Profile • Market Inefficiency/Low Transparency 
• Relative Stable Value • Heterogeneousness 
• No Stock Market Influence • Long Term Investment 
• Long Term Investment • Low Familiarity 

• Low Transaction Speed 
• Lot Size 
• Currency Risks 
• Manipulation - Moral Hazard/Adverse Selection 
• Valuation 

Fig. 2.6 Advantages and disadvantages of Non-listed Indirect Real Estate 

2.4.3 Listed Indirect Real Estate 

Investments in listed indirect real estate are (relatively) more liquid because of among 

other t hings homogeneousness and more flexible transaction size. Also the trading speed 

and costs are drastically lower. As a consequence , a (compulsory) long-term investment9 is 

hardly necessary. A number of characteristics of non-listed real estate also apply to the 

listed alternative. The emotional motive, which could influence decisions about direct real 

estate, is neutralised by (listed) indirect real estate [ERNST & YOUNG CF, 1999]. The exploitation 

risk of direct real estate only applies to indirect real estate to the extent that the indirect 

real estate owner is not responsible for this particular risk. Finally, indirect real estate 

largely neutralizes the precious internal need for knowledge and proper management [VAN 

GOOL, 2001; KAPITEYN, 2001] . 

9 In practice, however, it appears that this strongly improved liquidity is badly disappoint ing. Th is is 

mainly caused by the low number of shareholders in the listed real estate vehicles, which witt be 

analysed in chapter 10.4. 
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When investing in listed indirect real estate a number of advantages of (mainly) direct real 

estate disappear. It is no longer possible to generate excessive returns at a relative low 

risk, because the management has much less influence [EICHHOLTZ AND TATES, 1993;VAN GOOL, 2001]. 

Listed indirect real estate immediately experiences the impact of the market sentiment. 

The possibility for hedging inflation is also neutralized. Because with an investment in 

indirect real estate the real estate is placed at a distance, there is hardly any bond with 

the real estate objects, as a result of which there are almost no emotional influences. 

With that indirect real estate loses knowledge of and familiarity with the product. New 

disadvantages of indirect real estate are the increased volatility and its (stock exchange) 

risk to have a sales turnover well under the net asset value: the discount risk. 

The possibility to diversify does not disappear, in spite of the increased homogeneousness. 

Furthermore, many disadvantages of direct real estate are included as advantages of 

indirect real estate: higher transaction speeds, lower (management) costs and the 

possibility of short-term investment. If with direct real estate the valuation of the assets 

was still carried out by means of (expensive and inaccurate) taxations, the reflection of 

the underlying real estate is enough with investments in indirect real estate. Listed 

indirect real estate even has a 'real-time' valuation [HEART, 1998; EICHHOLTZ, 1999]. 

• High Diversification Potential • //liquidity 
• Market Efficiency/Transparency • Market Inefficiency/Low Transparency 
• Management Costs/Influence • Volatility 
• Transaction Speed • Currency Risks 
• Lot size • Low Familiarity Product and Market - Consumers 
• High Return Possibilities • Manipulation - Moral Hazard/Adverse Selection 
• Valuation • Discount Risk 
• Speculation Possibilities • No Inflation Hedge 
• Homogeneousness • Stock Influence - Risk Profile 
• Short Term Investment 

Fig. 2.7 Advantages and disadvantages of Listed Indirect Real Estate 

2.4.4 Real Estate Derivatives 

The real estate derivative as an investment product is new on the Dutch real estate 

market. In theory real estate derivatives offer protection against most of the 

disadvantages of direct and (non-listed and listed) indirect real estate. Conversely, real 

estate derivatives only appear to carry a small number of disadvantages that do not occur 

at direct and indirect real estate investments. Real estate derivatives continue to run 

currency risks, occurring with each international investment possibility. Moreover, not 

being familiar with the product, in a real estate market that is nevertheless conservative, 

is an important problem [ERNST & YOUNG CF, 1999] . In a number of cases (the non-listed real 

estate derivatives) the market for real estate derivatives will be less efficient than , for 

example, the stock market. 
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Real estate derivatives should be able to combine the advantages of the stock exchange 

with the (main) advantages of real estate. The existing real estate derivatives already 

offer two important advantages of direct real estate: the diversification potential and the 

protection against inflation. Moreover, in many cases the market of real estate derivatives 

should be able to come close to efficiency, which would result in a high transaction speed , 

low transaction costs and small trading units. The real estate derivative would also be 

insensitive to emotional problems, such as moral hazard and adverse selection. Because of 

the similarity with (a number of aspects of) the stock exchange results , real estate 

derivatives should among other things be able to offer the possibility of standardisation . A 

real estate derivative could also be traded in small or, on the contrary, large units. The 

discount risk would not occur with the trade in real estate derivatives . 

The assumed advantages and disadvantages of real estate derivatives will be examined in 

this research. It should be noted that as a result of the expected large diversity of real 

estate derivatives the characteristics will also show large fluctuations . The result is a last , 

possible positive characteristic: high flexibility. 

In figure 2.8 the provisional advantages and disadvantages of real estate derivatives are 

reflected schematically. 

• High Diversification Potential 
• Market Efficiency/Transparency • Vola tility 
• Management Costs/Influence • Currency Risks 
• Transaction Speed • Low Familiarity Product and Market- Consumers 
• Lot size • Default Risk 
• Standardization • Market Inefficiency/Low Transparency 
• High Return Possibilities 
• Valuation 
• Speculation Possibilities 
• Homogeneousness 
• Long/Short Term Investment 
• No Moral Hazard/Adverse Selection 
• No discount risk 
• Possible inflation Hedge 

Fig. 2.8 Advantages and disadvantages of Direct Real Estate 

Adding all different characteristics of all real estate investment options to figure 2.4, 

results in the following figure 2. 9. 
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• li(ll llvwsific8tion Pttential 
• Slrong Inflation Hedge 
• Low $hc,t Tenn ~ 
• Marl<et lnefficier,;y - Extra Pe/llT! Possitilities 
• Low Rsk Prriile 
• Relative Statxe Value 
• ligh Faniliarity Prod,;t - Management - Buyer/Setler 
• No Stock Marl<et lnltueoce 
• Long Toon Inv-
• ligh Emotional Value 

• Lowliqudty 
• Marl<et lneffider,;yA.ow Transparer,;y 
• Heterogeneousness 
• ligh Management Casts 
• T enant!Covenant Rsk 
• Low Transadion Speed 
• ligh Transaction Casts 
• Lo/Size 
• fig, Emotional Value -Seiter 
• C,mrcyRisks 
• Mallptlalion - Mxal Hazard/Adve!se Selection 
• Valuaffon 

Direct Real Estate 

Real Estate Derivatives 

• Ii¢ llvemiliCJJJion Ptten1ial 
• Marl<et Effider,;y!Transparer,;y 
, Management Casts,!nfluence 
• Trans1don Speed 
•Lot size 
• Standardzaffon 
• li(l, llet!.m Possit>tities 
• Valuaffon 
• Speculaffon Possitilities 
• t-t>mogeneousness 
• Long'Shcrt Tenn Inv-
• No Moral HazardlACNe!Se Selection 
• NocfsaJuntrisk 

• Vo/afflity 
• Curer,;yflisJ<s 
• Low Fanilianty Prod,x;t and Mal1<8t- Cor6trnerS 
• DefalitRsk 
• Marl<et lneffider,;yA.ow Transparercy 

.,,,... -
Differences/ 
Similarities 

• Ii¢ /Jversification Paential 
• Low Rsk Prciile 
• Relative Stable Value 
• No Stock Marl<et Influence 
• Long Tenn Investment 

• Lowliqudty 
• Marl<et lnefflciencyll.ow Transparer,;y 
• Heteroger,ecusness 
• Long Toon Investment 
• Low Faniliarity 
, Low Tmnsacvon Speed 
• Lc:Jgze 
• C,mrcy Rsks 
• Manipulaffon - Mxal HazardlACNe!Se Setection 
• Valuaffon 

Non Listed Indirect Real Estate 

Listed Indirect Real Estate 

• ligh llvemiflcation Paential 
• Marl<et Effider,;y/Transporer,;y 
• Management Casts,lnfluence 
• Tmnsacvon Speed 
• Let size 
• ligh Pett.m Possitilities 
• Va/uaffon 
• Spectlalion Possitilities 
• Hanogeneousness 
• Shcrt Toon Investment 

• /1/i<µ<lty 
• Marl<et treffider,;yA.ow T ransparer,;y 
• Vo/aff/ity 
• Curer,;yRsks 
• Low Fatlltianty Product and Mai!<8t - Cor6trnerS 
• Mallptlaffon - Mcxa/ Hazard/Adverse Selection 
• /Jsoount Risk 
• No lnltaffon Hedge 
• Stock lnfluer,;e -Risk Profile 

Fig. 2. 9 Investment options in the real estate market with their advantages and disadvantages. 

Next chapter 

In the next chapter the object analysis will be carried out, where the most important 

requirements and wishes of the Dutch pension funds and insurance companies will be 

stated (resulting from an analysis of the most important market factors) . 
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SUBJECTS: PENSION FUNDS 

AND INSURANCE COMPANIES 

• In dit hoofdstuk wordt de vraagzijde van de markt ofwel de 'subjects' van het onderzoek geanalyseerd. De Nederlandse 
pensioenfondsen en verzekeraars worden gedefinieerd, waarbij de belangrijkste karakteristieken worden beschreven. 

• Onder invloed van een aantal factoren, zoals de geeiste solvabiliteits• en coverage ratio's, vergrijzing, beursprestaties en als 
gevolg van een marktonderzoek, gehouden onder de 30 grootste Nederlandse vastgoedinvesteerders, worden de 
belangrijkste eisen en wensen van de pensioenfondsen en verzekeraars in de vorm van een lijst van 1 O factoren opgesteld. 

• De 10 factoren zijn Income Structure, CovenanVProperty Strength, Economic Context, Location , Local/National market 
factors, Management Issues, Yield Level/ShifVRelativity, MarkeVPortfolio/Asset Volatility, Liquidity en Sector Bias. 

• Deze lijst zal in hoofdstuk 9 als een lijst van 'kritische factoren' worden gematcht met de aanbodzijde van de 
vastgoedderivaat-markt. 

3.1 INTRODUCTION 

Already in 1995, Dolstra & Pijpers [1995] reported of a strong increase of the use of 

financial derivatives by Dutch pension funds and insurance companies. This concerned 

both supply and demand development, caused on the one hand by a strongly expanded 

product assortment and on the other hand a rising competitive position on the market. 

The applicability of the real estate derivative as an investment product would be obvious 

in this line of thought. 

This chapter discusses the demand side of the market: the subjects. Thus, for the Adapted 

Survival Triplet , which has been set up in the previous chapter, the focus is on the left 

side of the model. 

Added Value 

' 

Fig. 3. 1 Adapted Survival Triplet 

◄ Iii-
' ' ' 
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Figure 3.1 shows that this chapter will reach a conclusion concerning the market's 

demand. In order to reach an overview of the market's demand side the following steps 

will be gone through. First the subjects will be discussed: who are the subjects, what are 

their obligations and/or responsibilities? Next, the following questions will be answered 

concerning the subjects: which micro and macroeconomic factors influence the behaviour 

of these market players? What are the risks for the subjects? The chapter will conclude 

with an overview of the risks for the subjects, in order of importance, in the current 

market. In a later chapter this overview will be 'converted' into more practicable 

distinguishing characteristics. 

3.2 PENSION FUNDS AND INSURANCE COMPANIES 

The demand side of the market consists, as stated before, of several investing parties, 

among which the institutional investors. An institutional investor is defined by Keeris [2001) 

as "a financial institution which, as a consequence of its main function - and taking into 

account the assumed commitments - frequently obtains funds, for which in particular 

long-term investments must be acquired, with which a separate component of the 

organisation is charged, as well as with the ensuing operational involvement in general". 

Several parties are counted among this group of institutions: 

• pension funds; 

• insurance companies; 

• listed real estate investment institutions; 

• real estate investment institutions of which a minimum of 50% of the shares is 

owned by one or more of the institutional investors mentioned earlier[KEERIS,2001). 

This research will be limited to the pension funds and insurance companies, hereinafter to 

be referred to as 'subjects' . A number of aspects will be commented on (wherever 

possible), such as the results of return or balance overviews and the coverage ratios10 of 

pension funds or solvability ratios 11 of insurance companies for the last 5 to 10 years. 

3.2. 1 Pension Funds 

In principle the most important objectives of a pension fund are caught by the definition 

used by Keeris [2001) for the pension fund: "a fund either linked to a venture, an industry 

or profession, with the objective of raising and managing financial assets, which can 

minimally provide in paying the promised periodical benefits to pensioners or disabled 

participants of that fund, as well as any direct surviving relatives in the event that these 

participants die earlier, with which the build-up of that fund is covered by pension 

contributions, (possible) employer's contributions and investment income". Thus, the 

pension fund provides its participants with financial security regarding the old age, death 

and/or disablement risk, at an acceptable cost level [VERHAEGH, 2001). During their working 

career the pension is built up by making periodic premium payments, whereupon the fund 

the has the responsibility to reinvest this money. 

10 Coverage Ratio - Ratio with which (the degree of) the ability of meeting the assumed commitments is 

indicated, because (for that degree) sufficient (financial) resources are available for the related 

compliance [after: Keeris , 2001]. 

11 Solvability Ratio - The ratio between the enterprise's amount of equity and its balance sheet total , 

expressed in a percentage {Keeris, 2001]. 
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For their part the pension funds are subdivided into 12: 

• Industrial Pension Funds: a fund that exclusively caters to employees of one 

industry, or also for persons who are (have been) active in other capacities in 

that industry; 

• Professional Pension Fund: a fund of which the scope is limited to a certain 

category of professionals of the related independent profession; 

• Company Pension Fund: a fund exclusively linked to an enterprise that operates 

exclusively for the benefit of persons who are or have been linked to that 

enterprise [KEER1s, 2001] . 

3.2.2 Insurance Companies 

An insurance company, or insurer, has many points of similarity with a pension fund . For 

the definition of an insurance company, again Keeris' dictionary [2001] will be followed: 

"the general denomination for a (legal) person or institution that, against payment of a 

compensation, the premium, financially covers the risks described in the related policy 

during the term of the agreement, under the conditions indicated there and to a fixed, 

maximum damage amount". By making periodic premium payments the policyholders 

hedge themselves financially, for indemnity with damage, loss or default. 

It should be clear that insurers and pension funds have a lot of similar characteristics, 

based on their primary reason for existence. Nevertheless, concerning the institutional 

and market position four differences can be recognised [BosHUIZEN & PIJPERS, 2000]: 

• Contrary to pension funds, insurance companies frequently have cross-border 

interests on the commitments side. 

• In contrast to pension funds, insurers have no restrictions regarding conducting a 

profit-related company; insurers also have another market position and they are 

less familiar with solidarity characteristics, which a pension fund does have 

much. 

• Fiscally the insurers are treated differently13 • This aspect will not be elaborated 

on further in this research. 

• Finally, life insurers, damage insurers and , as from 1 January 1996, supervised 

funeral insurers have different commitments in a number of respects, with a 

different time horizon. 

Within the scope of this research these aspects will be regarded as the most important 

and most influential differences. In the further course of this research judgements and 

considerations regarding the difference between pension funds and insurance companies 

are done based on these four points. 

12 Elaborating on this subdivision would go beyond the scope of this research. 

13 The tax aspects that can play an important part in the consideration of real estate derivatives will 

not be discussed further in this research. For a more elaborate tax statement reference is made to 

Kruijssen 's MRE 2003 research. 
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3.2.3 Pensioen- ft verzekeringskamer 

The Pensioen- & verzekeringskamer14 (PVK - the Pension and Insurance Authority) , also 

called 'Verzekeringskamer' in short , has been set up to supervise the above bodies, as 

well as certain savings and construction funds. Currently, the PVK supervises well over 

1,000 insurers (both life, damage and funeral insurers) excluding branches, compared with 

well over 920 pension funds, both industry, company and other pension funds [PVK, 2003]. 

The commitments of these institutions form the basis for the legislation and regulation 

and the supervision policy of the PVK form (BosHu1zEN & P1JPERS, 2000] . 

This results in one of its most important tasks, namely supervising the coverage of the 

assumed commitments, i.e. the supervision of the solvability15• This will be extensively 

discussed in the following paragraphs. The supervision will be normative, which means 

that it is aimed at letting the supervised institutions themselves take care of meeting both 

their short and long-term commitments [KEERIS, 2001]. 

3.2.4 Asset Mix 

The capital raised by the pension funds must be managed in such a way that at least the 

promised periodical benefits can be provided for. This is the foundation of the financial 

operation of such a fund . How the pension funds invest their capital can be read from 

their annual asset mix overview, which is the consequence of Asset Allocation Methods 

(ALM) . The investment method will not be discussed here, but the return that has been 

generated by the concerned asset mix over the past years will be analysed. In table 3.1 

the return over several periods is explained, also incorporating the division in terms of 

percentage for the year 2002. 

14 Pensioen- ft Verzekeringskamer - The official body that on behalf of the State supervises on a correct 

fulfillment of the legal provisions and the compliance with the rights which result from pension - and 

insurance portfolios, particularly where it concerns the presence of sufficient coverage for meeting 

the contracted long-term benefit obligations, by inst itutions allowed in this sector [Keeris , 2001). 

15 Supervision of the solvability - In his oration (1994) in relation to compliance of insurers with their 

commitments, A. Oosenburg also shows the importance of profitability and liquidity. 
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Table 3.1 : Allocation to asset classes and investment returns 2002 

Investment Category Return(%) Asset Mix(%) 

years 10 5 3 2002 31-12-2002 

Fixed Income 7,8 6,4 7,3 7,5 49 
f-Ll'C r,,·i:str'ltnr:, 7.3 42 

Ec1·c C·t, ;atc,r'~ 63 7.4 93 36 

•,c1',-.LQ311c; 5.6 6.6 7.5 

\1c,qaJ:-oEn 66 80 B 7 

i~'.-:C'"C!:cra C:;t · ga'. C"S 8 1 I.? 1.3 

Shares 9.0 -1,7 -17,4 -30,5 36 
F_.,o;;-; 174 315 19 

~c~t,A:reca 0 1 16 0 -33 9 10 

Jarcir 34 26.3 23.3 

:cad,,:: -2~•:' L-a~an 25 08 14 1 23 2 

F-rrn:r;i:rgMar~e:s 5 6 173 22 8 

1/iorictl',".j(: inves·mt~n: FuncJs 1 8 18 3 33.9 

Alternative Investments 20,6 

Cash 2,9 

Total excl. RE 7,7 2,7 -4,5 -9,7 88 

Real Estate 10,9 12,1 11 ,7 5,1 12 

Direct 14.2 13.2 6.5 9 

Real Estate Funds 8.6 5.1 6.4 -0.6 2 

Total incl. RE 8,0 3,7 -2,9 -8,1 100 

Soutco Based on information o! WM WM lJniversum van Nederlandse pensioenfondsen 2002 

The above table shows that the average investment return of Dutch pension funds in 2002 

has ended up at (8, 1 )%, the lowest return since 1986 [WM COMPANY, 2003] . In 2000, the shares 

started their downward development, as a result of which the 

total investment return was subject to great pressure; in 2002, the shares even showed a 

return of (30, 5)%. On the other hand, fixed -interest assets generated a positive return of 

7.5%, with which the depreciation of the American dollar and the English pound even had 

a negative impact [WM COMPANY, 2003]. The relative interest in real assets lost on average 7% 

in 2002 , which mainly contributed to the interest in fixed-interest assets [WM COMPANY, 2003] . 

The interest in real estate (directly and indirectly) has remained relatively stable and has 

shown a positive return of 5.1 %, for which the direct real estate has been entirely 

responsible . 

Because the regulations for public disclosure for insurance companies in the Netherlands 

slightly differ from those for pension funds, it is not possible to show tables for insurance 

companies that are identical to table 3.1. Based on the material of the PVK one or the 

other can as yet be supported. Table 3.2 explains the asset allocation of the insurance 

companies from 1997 up to and including 2001 . 
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Table 3.2: Balance Sheet: Asset Allocation Insurance Companies 1997 - 2001 

min€ 2001 2000 1999 1998 1997 

lmmatenal Assets 25 18 17 2 1 
Investments tor risk Pol icyholder 76 875 70 928 65111 51 342 42 493 
Investments tor risk Shares 32 867 36158 39 411 34 829 26 715 

Investments tor Fixed Income 101 734 100 105 97 476 96 527 87 151 

Other Investments 24 389 23132 21 763 20 458 19 589 

Claims 7 364 8 790 4 583 4 592 3 879 
Other Assets 7 075 6 926 5 783 5 071 5 194 

Capital deficit Dutch Establishment 0 0 0 0 0 

Total Assets 250 329 246 057 234 144 212820 185 023 

~-::_ l_.,,,, ,),:: •5 ', & v- /f;L/ 

From the table it can be concluded that the increase of the previous years has almost 

disappeared in 2001. Only the increased policy costs [PVK, 2003] for participants ensure an 

increase. Also the investments in real assets decrease where the fixed-interest assets 

virtually stay the same. The economic decline can clearly be inferred from these figures. 

Within the real estate portfolio of pension funds and insurance companies, however, large 

differences occurred concerning the ratio between direct and indirect real estate. The 

next table (3.3) shows the difference between the rise of the indirect real estate in their 

portfolios. 

Table 3.3: Institutional Investors: Real Estate Investments 

Pension Funds 

Total Real Estate Inv. 

Penco mldeuro 

1980 6.7 
1985 12.2 
1990 16.8 
1995 25.4 
1999 40.6 
2000 48.6 
2001 50.1 

Source CBS Statl:r;e 

Indirect Real Estate Inv 

0.3 
1.3 
2.5 
6.0 

17.1 
25.3 
25.9 

Insurance Companies 

Total Real Estate Inv. 

mid euro 

4.8 
5.6 
7.7 
9.3 

12.5 
15.6 
17.1 

Indirect Real Estate Inv. 

0.1 
0.2 
0.4 
0.7 
1.3 
2.1 
2.2 

There are large differences in the manner of investing in real estate products. Over a 

period of 10 years pension funds show an enormous increase concerning the interest in 

real estate investments and especially in indirect real estate. If first in the portfolio only a 

marginal part consisted of indirect real estate, in 2001 the proportion of this indirect real 

estate was even larger than that of direct real estate investments. This contrasts with the 

insurers, where the interest is merely well over 12%. 
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3.2.5 Coverage ratio 

The worldwide depreciation of stock markets has left behind deep marks on the pension 

funds ' investment results. The coverage ratio , expressed in the value of the pension 

commitments, has decreased from an average of 150% by the end of 1999 to only 110% by 

the end of 2002. 

150 -
142 141 - -135 

130 
127 -

110 

fl 
1996 1997 1998 1999 201Xl 2001 2002 

Fig. 3.2 Coverage Ratios Pension Funds 1996 - 2002 Source: PVK, 2003 

Keeping in mind the legal requirement that the commitments must be covered for at least 

100% by the pension capital, i t must be stated that at present over 180 pension funds are 

more or less suffering from a lack of coverage. The differences between 2000 and 2001 

are substantial and are expressed in figure 3.3 [PVK,2003]. 
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Fig. 3.3 Coverage Ratio Pension Funds 2000 - 2001. Source: PVK, 2003 

3.2.6 So/vabi/ity 

What applies to the negative returns of pension funds, also applies to insurance 

companies. Moreover, during the last year the insurers had to deal with higher reinsurance 

premiums. For pension funds the coverage ratio/buffer can be considered as a criterion 

for a healthy enterprise, for insurers the solvability ratio 16 is used. The figures mentioned 

below show the solvability ratio split up by insurer type. 

16 Solvability ratio - The rat io which reflects the ratio between loan capital financing and the total 

capital of a venture [Keeris, 2001]. 
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Fig. 3.4 Solvabi/ity ratio per Insurer type 1997 - 2001 
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Correspondingly, the three insurers show sharp falls , although the funeral insurers have 

experienced their first fall in 2001 . The life insurers show the largest fall , which was 

partly caused by modifications in the tax treatment of life insurances. 

3.3 RISKS 

The insight into the demand for products and the requirements that investors (pension 

funds and insurers in particular) want investment products to fulfil , starts with examining 

the risks that these enterprises are involved in. Or, more importantly, the risks that the 

pension funds and insurers think they are involved in. After all, based on the ALM idea, 

they primarily try to solve those risks and problems that they identify their selves. 

Since this has not been examined before among Dutch funds and insurance companies, an 

assessment, carried out for the IPD [1999] among 715 professional investors17 , will be used. 

The population of this sample included the largest institutional investors, housing 

corporations, asset managers, brokers and advisory bodies. This group is defined more 

broadly than the subject in this research , but this research will nevertheless be 

representative for the Dutch situation. Because of the lack of pension funds in t he UK it 

can be assumed that the majority of the respondents in the assessment are companies in 

the insurance branch. On top of that, since the possibility for private individuals to build 

up an individual pension is lacking, this lack is mostly compensated by means of insurance 

constructions; something that supports the validity of the IPD assessment. 

By adding the trends observed in the (real estate) market, substantiated with figures of 

the 'Centraal Bureau voor de Statistiek ' (CBS - Central Statistical Office) and results from 

an obligatory inquiry, by means of a corrected risk overview a representative picture will 

be shown of the demand side of the Dutch pension and insurance market. 

17 The assessment had a response rate of approximately 20%, which guarantees a representat ive 
sample. 
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3.3. 1 Division of Risks Analysis 

THE IPD assessment mainly intended to gain insight into the extent that investors 

understand their risks at present and how they anticipate these risks in practice. The 

research was arranged according to a 'three-stage model' , where the following 

components were examined [INVESTMENT PROPERTY FORUM, 2000] . 

1. Risk identification; 

2. Observation and measurement of the identified risks ; 

3. Control of the identified risks by the companies management. 

Re 1. 

Within the risk identification three levels were introduced to which the risk could be 

connected: asset level, portfolio level and multi-asset class (strategic) portfolio level. A 

large array of risks, varying from cyclic synchronisation to the presence or absence of 

certain materials, could therefore be identified as a risk. 

Re 2. 

Next, both by means of quantification and by less formal ways, in part II of the research 

the risks were determined and measured, if possible. Again this was done at the level of 

the individual asset, at the level of the portfolio and/or at the level of multi-asset class 

vehicles. The assessment tried to gain insight into the extent that investors and their 

consultants are able to determine the risks identified in part I, both formally and 

informally. 

Re 3. 

At the level of the individual asset the risks can be controlled from the moment of 

acquisition or just afterwards at the sale of the asset. Controlling one single portfolio or a 

multi -asset class portfolio can take place on the basis of experience or incidental basis, 

both by issuing rules and in the form of directives. The survey gained insight into the 

extent that risk control is applied under the population [INVESTMENT PROPERTY FORUM, 2000]. 

Contrary to what is described in the majority of the literature, the second part of the IPD 

assessment is not important for this research and will therefore be left out of 

consideration. The first and third part will be substantiated hereinafter. 

3.3.2 Understanding risks 

When answering the first part of the survey, the respondents independently identified the 

enormous number of over 1,600 different risks within their field 18 • This number 

demonstrates the low degree of consensus in the definition of the risks. A major part of 

these risks consisted of more or less the same risk. Subsequently the answers were coded , 

whereupon the researchers finally distinguished a total of 57 different risks. In a graph, 

the top 15 of most identified risks is as follows. 

18 In this research we will work with the results of the assessment, in spite of the actual inaccuracy. An 

average response per 'expert' of 4 risks within the company is very low. Moreover, only 3 to t{J',{, of 

the persons questioned were able to indicate equal risks. The results in figure 3.5 should therefore 

be interpreted as somewhat marginal and even slightly unreliable. And yet in most cases the 

enterprise 's whole policy concerning risk management is based on this 'risk (un)familiarity '. For want 

of better research material this information will also be used in this research. 

KON/WIN DOMEN-REAL ESTATE DERIVAm'ES CHAPTER3 



income structures 

covenant strength 

national market factors 

contamination / environment 

tocalmarl<et factors 

sector bias 

yield level/shift/relativity 

marl<e t / portfolios I asset volatility 

diversification issues 

lettability / occupier potential 

0% 1% 2% 3% 4% 5% 6% 7% 8% 9% 10% 

% of all responses 

Fig. 3.5 Identified Risks Source: /PD, 2000 

This graph clearly shows that the respondents identify factors that influence the return, 

such as the (un)certainty of rental income within the portfolio with related lease 

constructions and the tenant quality as the most risky aspects. Also the functional and 

economic ageing of the real estate was frequently identified as a risk. 

It must noted that this overview has no binding force. It is not certain that in practice the 

above risk factors also have the most influence on the returns. The answers have indeed 

been given by a representative population of professionals, but they have not been based 

on a series of figures. The results must be read as an indication and should be interpreted 

as such . 

When asking the respondents how they handled the identified risks , the number of 

answers drastically decreased. Only broadly 130 available methods that pursued risk 

control could be noted. In addition , here the answers were largely overlapping too. Much 

less professionals use a quantity of an even more restricted number of techniques to 

minimise the risks. " ... what therefore proves to be a very diversified and 

multidimensional problem, is approached effectively only by a limited number of, 

perhaps even unsuitable management and mastering techniques" [INVESTMENT PROPERTY FORUM, 

2000]. 

Figure 3.6 shows the top 15 of best-known methods to manage or master risks. An official 

annual approach of risk control was the best-known method among the professionals. In 

addition , also the comparative periodic researches, such as comparisons with series of 

figures of ROZ/IPD, were often mentioned. Thirdly the traditional DCF method 19 could be 

distinguished. 

19 DCF Method· Discount Cash Flaw Method. This valuation method is assumed to be known and witt not 

be further explained. 
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Fig. 3.6 Risk Management Source: /PD, 2000 

3.4 APPLICATION RISKS FOR DUTCH PENSION FUIJlll!)S AND INSURANCE COMPANIES 

Figure 3.6 above is a reflection of the average opinion of (a large number of foreign) real 

estate experts and therefore represents the risks which 'live' among these professional 

investors. This picture must be corrected, however, in order to be able make a 

substantiated estimate concerning the risks for Dutch pension funds and insurers. The 

correction will be based on the specific characteristics of pension funds and insurers from 

paragraph 3.2, an overview of the most relevant, recent (economic) developments (which 

will be discussed in paragraph 3.4.1 through 3.4.3) and an obligatory inquiry among the 

largest Dutch investors, in paragraph 3. 5. The result of the correction will mean a shift in 

importance of the risks, but a number of risks will also get a new definition. After 

describing each influential factor, the corrections for the classification of figure 3.6 will 

be indicated briefly, based on personal opinion. In paragraph 3.6 all corrections will be 

listed and developed further, from which a 'new risk overview' will arise, focused on the 

Dutch pension funds and insurers. The list with risks will be shorter and a number of risks 

will be categorized under another (broader) risk. 

3.4. 1 Investment Policy Pension Funds and lmrtBJRrance Companies 

Of all institutional investors in the Netherlands, pension funds and insurance companies in 

general have the lowest risk/return profile [STIPHOUT, 2003]. Because of their commitment 

structure (prosperity - or stable indexed pension benefit) both companies (pension funds 

in particular) mainly have long-term investment strategies, in which fluctuations are not 

desirable. The funds and insurers are not permitted to run much risk. This is clearly 

manifests in their investment policy. Pension funds and insurance companies will therefore 

always create a buffer in order to compensate possible disappointing returns or losses. 

Because of their commitments, price and wage inflation [VERHAEGH, 2001], which are more or 

less mentioned in figure 3.5 as 'general economic factors' , are large risk factors. 
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Diagram 3. 1 Overview Institutional Investments in Shares and Fixed Income 
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Stiphout notes in his research that a trend within the stable portfolios of the pension funds 

and insurers can be observed since the early nineties, with which the proportion of real 

assets in relation to fixed-income assets has increased, see diagram 3.1. Besides the 

increased demand for liquidity, this is a response to the favourable growth figures which 

the stock markets have been able to show. The euphoria on the stock exchange has made 

way for an enormous decline. Despite the larger investments in real assets, above all 

pension funds and insurers have remained very conservative. Few movements with a slow 

rate of circulation are still the familiar picture. Indeed, diagram 3.1 shows a moderate 

increase of the absolute investment total of fixed-income assets, but really within this 

asset class large shifts have occurred. The popularity of the debenture loans over the last 

ten years came at the expense of the number of long-term loans, which is shown in 

diagram 3.2. Pension funds and insurers appear to be willing to apply themselves more on 

stock exchange related, standardized capital assets [CBS, 2003]. For the time being, the 

economy appears only to recover very slowly, as a result of which the pension funds and 

insurance companies have become more careful. That means less real assets in the 

portfolio and a larger real estate exposure. Within the real estate market, pension funds 

and insurers mostly show the same behaviour. After an increase of investments in retail 

and office real estate, that trend now decreases again. 
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The consequences of the concentration on the pension funds and insurers will be 

noticeable for figure 3. 5 in paragraph 3. 3.2. The factors indicated by Peeters [2002] as 

market and financial risks will become more important in the order of the IPD assessment. 

The general economic , national market factors as well as the yield level in the investment 

consideration appear to count more heavily in this order. 

3.4.2 Ageing Population 

Figures of the CBS have already shown the impact of ageing for years (diagram 3.3). The 

result of the baby boom after World War II , combined with the strongly improved 

standards of living mean that both absolutely and relatively more and more elderly people 

will live in the Netherlands . 

.8 2500000 

~ 

! 2000000 

1500000 

1000000 

500000 

1991 1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 

Diagram 3.3 The Ageing of the Dutch Population 
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Especially for the Dutch pension funds this results in serious changes. If the policy does not 

change , within five years from now they will pay more money than they will receive 

through premium payments [KEMPEN & Co, 2003] . The emphasis within the investment 

portfolios must shift to the dividends (net income) instead of the current focus being on 

the performance of the shares. Direct cashing the returns will become more important 

within the investment policy. 

Because of this development the pension funds deem liquidity to be subordinate, because 

investments are also kept in portfolios for their 'cash return ' [KEMPEN & Co, 2003] . The 

importance that was imputed to liquidity for a considerable time, decreases because of 

this. Logically the consequence for figure 3. 5 is that liquidity will be forced to give up 

territory in favour of, among other things, the yield level. The object risks, such as the 

quality of the tenant (= tenant risk) , now also remain very important. It is best for the 

pension funds and insurance companies to operate at break-even with respect to the 

direct return, because the uncertainty of the indirect return has increased [DE HAAS, 2003]. 

3.4.3 Poor Performance and High Volatility Equity Markets 

The current economic low has already been discussed in the introduction of chapter 1. It is 

clear that after a period of depression, at present the Dutch economy has now even 

entered a recession. In 2000 the AEX index excelled to a rate of almost 700, against a rate 

of hardly 200 in the early months of 2003 . This enormous loss has also been suffered by 

the pension funds and insurers. Despite their defensive strategies, they also have a 
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considerable percentage of shares in their portfolios. Because of the conservatism that 

dominates the pension funds and insurers, they are now the most reserved if it comes to 

investing in shares again . On t he other hand, however, it should be noted that they, like 

other institutional parties, try to their reduce their risks by re-investing in shares with a 

lower risk profile. 
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Fig. 3.7 Rating of the AEX Index over the last five years Source: Euronext , 2003 

The high volatility20 of the stock markets is a second aspect of which pension funds and 

insurers experience the impact in these times of economic recession. The historical 

volatility of the shares on the AEX index show large movements, as a result of which the 

risk of underperformance in relation to the index increases. As stated earlier, pension 

funds and insurers have a defensive investment attitude, keeping the risk involved as low 

as possible. Presently, so-called index trackers21 [KEMPEN & co, 2003] are a very popular trend 

among the pension funds and insurers. Using these trackers it is possible for the funds and 

insurers to follow an index or a 'fixed basket' of shares: through one transaction they 

invest in a whole region, a country or a certain economic sector [EURONEXT, 2003] . This form 

of investing refutes the specific risk one runs with investing in 'ordinary' shares, as a 

result of which the volatility per share can be neutralised. Still, this product only partly 

solves the problem of the too volatile stock market, as can be read from the capricious 

course of the whole AEX in figure 3. 7. Investing in (direct) real estate shows less frequent 

fluctuations of assets22 • For this reason it can be expected that in the short and medium 

term a light shift in the investment policy will become visible in favour of real estate 

investments. Moreover, the introduction and further professionalization of the various real 

estate indices, such as the ROZ/IPD real estate index, will prove very helpful to the 

pension funds and insurance companies. 

The ranking in figure 3. 5 is influenced by the above trends on the stock markets. Dutch 

pension funds and insurers will travel an even more conservative path concerning the 

trade in shares, as a result of which more opportunities arise for investments with a lower 

risk profile. The market risks are very large in the current situation , reason why they will 

20 Volatility - the volatility is a statistic criterion on an annual basis of the price variations of an 

underlying value. The larger the variations, the higher the volatility. The historical volatility 

concerns the historical variations of an underlying value. The implicit volatility on the other hand, 

represents the expected future varieties [Leleux Associated broker, 2001]. 

21 Trackers - Trackers are adversely traded investment funds , which follow the performance of an index 

[Euronext, 2003]. 

22 Within the context of low volat ility of the real estate market, the slow rate of circulation must be 

taken into account in the consideration as a restrictive factor. 
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move up a little in the order. The liquidity as a factor will fall as a result of the minor 

importance that is presently attributed to liquid investments. 

3.5 MARKET SURVEY 

The risk management instruments that are examined in the IPD assessment, are mainly 

models that can be projected on investment results, on the one hand preceding to the 

investment, on the other hand after investment. A new asset class, such as the real estate 

derivative, would extend and functionally support this list of instruments. The question is, 

however, to what extent the Dutch investor is prepared to position a new product such as 

the real estate derivative in his portfolio. Is the Dutch investor at all familiar with the 

concept and how does he assess such innovative instruments? Market research has been 

done in the form of an inquiry among 30 of the largest institutional investors in the 

Netherlands, among which a large number of pension funds and insurance companies. 

The most important findings from the inquiry are treated here, dropping the order if 

necessary. 

3.5. 1 Familiarity with Real Estate Derivatives 

The population of 30 enterprises was mostly well informed about the concept 'real estate 

derivative': 85 per cent indicated to be (more or less) familiar with the real estate 

derivative. Conversely, only a very small percentage was able to provide an affirmative 

answer to the question whether they already had invested in one or more products in the 

past. Only 10 per cent of the parties questioned had ever been involved in one of the 

(international) real estate derivative transactions and the PICs of Aberdeen Pl were mainly 

mentioned as an investment. On the one hand these results clearly reflect the earlier 

conclusion that the Dutch investors are conservative and that the pension funds and 

insurers desire a low risk profile on the other hand. This is elaborated on in figure 3.8. 

Familiarity Investment 

27 
25 

5 

Yes Ho Yes Ho 

Fig. 3.8 Familiarity with and Investment in Real Estate Derivatives 

At the first question a number of products has been enumerated, such as the Property 

Index Certificates and Property Index Forwards of Aberdeen, the contracts of Merrill Lynch 

and Goldman Sachs and the Inflation Exchange Contract of IEF Capital. It appeared that of 

the 90 per cent that was familiar with derivative products, a wide majority knew the 

products of Aberdeen (82 per cent) and IEF Capital (85 per cent). The remaining products 

were significantly less popular, with only 44 per cent. Only one of the parties questioned 
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was able to name other products, namely several American contracts and the London FOX 

contracts23• 

3.5.2 Future for Real Estate Derivatives 

Next, the population was asked about their future vision concerning real estate 

derivatives. This subject contained two questions: the first question referred to the 

parties' opinion about the real estate derivative in a broader sense. The second question 

made it clear how the parties thought about the future for real estate derivatives. In 

relation to this the way of investing was important. 

A wide majority of the investors was positively disposed towards the future for the real 

estate derivative on the Dutch real estate market. Only 17 per cent indicated to see 

absolutely no future for this investment product, as is reflected in figure 3. 9. It must be 

noted that this percentage was mainly caused by that part of the population that 

indicated to be not familiar with real estate derivatives. Because of this an even more 

positive picture could become reality: nearly all persons questioned, familiar with the 

product, are well disposed towards the future and expect that the product can be put in 

the market systematically. 

Future Purpose 
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Fig. 3. 9 The Real Estate Derivatives ' Future 

With respect to the question whether real estate derivatives should either be used 

strategically or tactically24 , 50 per cent of the parties questioned answered that using real 

estate derivatives tactically would be most logical. Next, figure 3. 9 shows that 30 per cent 

preferred to use real estate derivatives strategically, while the remaining 20 percent had 

no preference. 

The last question answered by the population , had a more practical nature. The parties 

questioned were asked to indicate their preference as to the intended function of the 

derivative. Beforehand three possibilities were provided that had to be put in order: 

speculative (first bar) , risk control (second bar) or to advance diversification possibilities 

(third bar) . However, not everyone seemed to be able to indicate an order. The answers 

23 London FOX - This will be discussed in chapter 5. 

24 Strategically - Tactically - in the inquiry the term 'strategically' indicated the level of the total 

investment portfolio, while 'tactical ' meant the level of the real estate portfolio. It must be noted 

that the opinion of the parties questioned deviated regularly from this definition. This signals a low 

degree of consensus within the real estate sector. 
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that have been given, resulted in figure 3.1025• The figure distinguishes pension funds, 

insurers and others, taking into account that the outcome mirrors the whole population . 
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Fig. 3. 10 Intended Usage 
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The investors in the market are able to indicate clear differences regarding the 

speculative or risk control aspect and the liquidity of a product. Both speculation and risk 

control were clearly favourite whereas, contrary to traditional literature, liquidity was 

considered significantly less important. 

3.5.3 Effects on the Ranking 

The findings of the inquiry in this paragraph mainly confirm the trends from paragraph 

3.4. In spite of a large familiarity with the product in combination with a positive outlook, 

the attitude of the Dutch pension funds and insurers towards actual investments in real 

estate derivatives is to wait and see. Nevertheless, they do hold strong views regarding 

the tactical or strategic use in the near future . They also clearly indicated which goals 

they would pursue with the use of real estate derivatives. The most important outcome is 

that liquidity is usually not the most important factor with respect to investing in such a 

product. Literature is thrown of its traditional point of view with this. Exposure and 

hedging certain risks have more effect on the investment criteria of the pension funds and 

insurance companies. 

The consequence for the order in figure 3. 5 is that the importance of liquidity decreases. 

A number of the parties questioned even mentioned liquidity as a possible advantage in 

respect of diversification potential. Pension funds and insurers would like to be less 

sensitive to price and inflation risks. From the need for exposure it can be derived that 

the object and market risks are taken into account as essential factors in thei r investment 

strategies. 

25 Figure 3. 10 · The population was asked to assign a score to each aspect, whereby the maximum score 

was 3. The least important aspect got 1 point. 
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3.6 CONCLUSIONS 

This chapters goal was to gain insight into the risks that are currently run by the subjects 

in this research and the ensuing demands. The risks have largely been set up by means of 

a survey held in 2000. 

obsolescence· economic ~=~=~~~~~~~~~~~~~ 
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0% 

% of all responses 

A number of factors incorporated in the list of the IPD (mainly) fall under the same 

denominator. 'Unoccupied property' has a large overlap with the term 'covenant 

strength'. The same goes for 'Contamination/environment' (in combination with 

'location'). By defining the 'occupier potential' more widely, the 'economic obsolescence' 

can also be included: 'property/occupier potential'. In a same way the 'local market 

factors' and the 'national market factors' can be put together under 'local/national 

market factors', because the debtor side of the pension funds balance sheet will not be 

limited to the Netherlands. Insurers often have cross-border commitments. The real 

estate's liquidity is usually also seen as an aspect that contributes to diversification. For 

this reason these two factors will be joined under the factor 'liquidity'. Finally, the 

factors 'price and salary inflation' will be combined under general 'economic factors'. 

The trends and inquiry brought forward have their impact on the importance of factors 

that in their turn influence the investment policy of the subjects. Partly thanks to the 

increase of the ageing population, aspects such as the 'covenant strength' and 'Income 

structure' remain very important for the pension funds and insurers. 

Liquidity is the most striking factor when discussing the inquiry. It turned out that liquidity 

is mostly accepted as a fact, in which a real negative factor is hardly recognised. Large 

companies frequently consider the illiquidity of real estate as a possibility for 

diversification. For this reason liquidity strongly drops on the above ranking. 

The economic factors play a prominent role in the risk control of pension funds and 

insurers. Without any doubt the influence of the inflation factor is very strong. Moreover, 

the demand for exposure (from a speculation point of view) is an extra reason for taking 

this factor seriously, which results in an advance in the ranking. 'Local/national market 

factors' are more important as a result of their combination, in which the factor 'location' 

play a prominent supporting role. Also the local/national market factors will advance in 

the order of importance. 
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The trend among pension funds and insurance companies to emphasize the dividends 

instead of the performance of share portfolios and hence the 'cash return ', results in a 

more important 'Yield level' in investment decisions. For that reason the 'Yield level ' has 

risen in the ranking. 

The volatility's negative influence on the investment policy of pension funds and insurers, 

is obvious; they both have a strongly conservative policy and have mostly been focussed on 

an optimal low risk/return profile at portfolio level [WM COMPANY, 2003]. This can be 

concluded from the popularity of trackers, such as described in paragraph 3.4.3. Volatility 

is a factor that pension funds and insurance companies have to take into account; the 

consequence is a slight rise of the acknowledged importance. 

Finally, in the investment world of both pension funds and insurers the trend of relatively 

more investment in the retail and office branch. Partly influenced by the economic 

recession, the traditional ratio has recovered itself: the pension funds and insurers have 

the ' familiar ' conservative image again. For this reason the 'Sector bias ' still plays the 

same role within the real estate portfolio. 

This results in the following ranking. This ranking will be used during the rest of the 

research , as the market 's demand. The importance attributed to each factor has not only 

been based on the inquiry, but has also been set up as a result of the above findings. 

Local / National market factors 

Minagement issues 

Yield level / shift / relativity 

MArket / Portfolios / Asset volatility 

Liquidity 

Sector Bias 

Relative Importance 

Fig. 3. 11 New Ranking Risks 

In figure 3.11 only the mutual relationship between the different risk factors has been 

indicated, because it is not possible to reflect the value of the factors in the absolute 

sense. From a visual point of view it is chosen to use a linear link between the risk factors. 

Next Chapter 

In the next chapter a start will be made with the object analysis. The theory behind the 

real estate derivative will be discussed by means of an extensive analysis of the 

functioning and the advantages/disadvantages of financial derivatives. Also a number of 

persistent, incorrect views concerning these financial products will be disproved. 
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THEORY DERIVATIVES 

• In de hoofdstukken 4 tot en met 6 word! de stap van de vraag- naar aanbodzijde gemaakt. 

• De theorie achier het vastgoedderivaat word! beschreven aan de hand van de behandeling van financiele derivaten. Vanuit 
de financiele wereld zijn vier soorten derivaten bekend: futures. forwards, options (warrants) en swaps. Een uitgebreide 
uiteenzetting word! in de bijlagen I Vm Ill gegeven. 

• Het onderscheid tussen de verschillende handelsmarkten word! ge"introduceerd. Er wordt in eerste instantie onderscheid 
gemaakt in contracten, die verhandeld warden op een organized Stock Exchange, in een Over-The-Counter Market en door 
financial institutions (custom designed). Door de grate gelijkenis van de twee laatste handelsmanieren, warden deze 
samengevoegd, waardoor de volgende tweedeling ontstaat: Listed Exchange Market en Non-Listed Exchange Market. 

• Derivaten warden in de financiele wereld omwille van vijf redenen verhandeld: speculatie, risk hedging, arbitrage, 
diversificatie en building portfolio. 

• De belangrijkste voordelen van financiele derivaten zijn: changing the risk/return profile, high liquidity, low transaction costs, 
short selling, high leverage en market timing. Als nadelen (risico's) warden genoemd: credit risk, legal risk, market risk, 
operational risk, systemic risk en settlement risk. 

4.1 INTRODUCTION 

Chapter three has provided insight into the demand in the real estate derivatives market: 

the subjects. It has been proven that under the influence of several economical and 

market developments and a changing legislation , pension funds and insurance companies 

see a number of bottlenecks when discussing their real estate investments possibilities. 

This and the two subsequent chapters will go into the real estate derivatives supply, i.e. 

an analysis of the objects. 

Added Value 

<IC • 
, ' , ' , ' , ' 

' , ' 

Fig. 4. 1 Adapted Survival Triplet 

' 
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This chapter will discuss financial derivatives. A sound knowledge of the different types of 

financial derivatives is essential for an in-depth analysis of real estate derivatives, which 

will be the subject in the upcoming chapters. The main categories and users of derivatives 

in financial markets will be considered here. Paragraph 4. 3 defines and explains the major 

advantages of derivatives. Besides the advantages described, derivatives also expose the 

user to several risks, which will be analysed in paragraph 4.4. Paragraph 4.5 will deal with 

certain myths about derivatives, which were introduced in recent years due to attention 

in the media. This chapter will be summarized in the last paragraph in which also 

conclusions will be drawn. 

Due to the extensiveness of the literary study concerning the basic forms of financial 

derivatives on which this chapter is based , and for the sake of the readability, most of this 

information has been included in the Appendices I, II and Ill. The information enclosed in 

this chapter and the corresponding appendices are mainly based on financial literature of, 

for example, Hull [1998) and Baker [1998). 

4.2 CATEGORIES AND USERS 

It was not until the end of the Bretton Woods System26 [1971) that financial markets 

showed an interest in derivatives. The main reason for this growing interest was the 

increased volatility in financial markets, and especially in exchange rates, due to the end 

of the fixed exchange rates mechanism. This increased volatility led to the introduction of 

currency derivatives, which were followed in time by other innovative derivative 

instruments, like futures, forwards , options and swaps. This paragraph can be seen as a 

short introduction to derivatives and it will deal with the categories of derivatives and 

their users. 

4.2. 1 Differences in Derivatives 

The financia l world knows several derivatives, which each have their own characteristics 

and calculation methodology. These products are: 

• Forwards; 

• Futures; . Option contracts; . Swaps [HULL, 1998) . 

Figure 4. 1 shortly represents the most essential characteristics of these products in the 

field of contract and the relationship between rights and duties among the sellers and 

buyers. 

26 Bretton Woods - the Bret ton Woods system was a postwar, international monetary system of 

convertible currencies, fixed exchange rates and free trade. Under the Bretton Woods system, the 

IMF member countries agreed to a system of exchange rates that could be adjusted within defined 

parities with the US dollar or, with the agreement of the IMF, changed to correct a f undamental 

disequilibrium in the balance of payments. 
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Definition 

-Ill 

Futures.lForwards 

A future contract is an agreement 
between two parties to buy/sell an 
asset at a certain moment in the 
future (expiry date) for a certain 
price (future price ). Expiry date 
and future price depend on 
agreement. 

Fixed exp,ry date 
I 

Both parties are obliged to 
perlorm 

Options 

An option contract gives the 
owner (option buyer) the right -
but not the obligation - to buy/sell 
a financial asset from the options 
writer (option seller) at a specified 
price (strike price). 

Option holder may exercise his 
right before and al the expiry date 
(may depend on agreement) 

The option wnter 1s obliged to 
perlorm 

Swaps 

A swap contract is a private 
agreement between two 
counterparties to exchange a 
stream of periodic payments 1n 
the future according to a 
prearranged formula. 

Fixed expiry date 

Both parties are obliged to 
perlorm 

Fig. 4.2 Basic forms, definitions and corresponding obligations of derivatives. Based on tutorial of 
Zurich Financial Services Group {2002] 

As mentioned in the introduction, for a detailed discussion of the mechanics of basic form 

derivatives, see Appendices I, II and Ill. The objective of this extensive explanation is to 

find out the applicability of these three types of derivatives to the real estate sector. 

There are also differences n the way in which derivatives can be traded . Baker [1988] 

provided an enumeration of these differences: 

• standardized contracts (traded on organized exchanges) ; 

• privately negotiated contracts (traded in Over-The-Counter markets) ; 

• custom-designed derivatives (traded by financial institutions). 

The difference between standardized contracts and privately negotiated contracts 

becomes relevant when discussing the possible real estate derivatives in Chapter 8. Here, 

a short explanation is given. 

Derivatives exchanges (for example LIFFE in London) are government-regulated 

organisations under public law [DRESDNER BANK, 2003] . As a result , these derivatives exchanges 

are subject to exchange supervision as well as to the law governing stock exchange 

transactions. On these derivatives exchanges the contract characteristics are 

standardised. This means that for example the contract size, underlying instrument and 

lifetime of the derivative contract are standardised. This standardisation ensures a high 

degree of transparency. 

The fulfilment of contracts is guaranteed , because at all times the clearing unit of the 

exchange is the legal counterparty to each contract [DRESDNER BANK, 2003] . In other words, 

each contract is a contract between 'the exchange' and the investor. 

On the other hand, there are Over-The Counter markets. These markets are not organised 

by an exchange and as a result of this the contracts traded are based on individual 

agreements between the different counterparties. This type of market allows a flexible 

product design, which can be customized to meet the precise needs of the (institutional) 

investor [DRESDNER BANK,2003]27• However, due to the fact that a clearing house is absent, the 

risk of default is significantly higher for investors. 

27 The exact difference between organized exchanges and OTC markets is also explained in appendix I, 

which handles futures (traded on organized exchanges) and forwards (traded on OTC markets). 
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Because of the small difference between the custom-made and privately negotiated 

contracts, this thesis will further on lump these two contracts together as 'Non-Listed 

contracts' 28 • 

Chapter 8 will put these differences into practice when discussing the theoretical model of 

possible real estate derivatives. 

4.2.2 Use of Financial Derivatives 

The derivatives market has two main derivatives users: dealers and end-users [BAKER, 1998]. 

Dealers (institutional investors in this particular case) create derivatives and also trade 

them for their own account. On the other side end-users (again these institutional 

investors and financial institutions) mainly hedge their financial exposure. Hull [1998] adds 

to this analysis that there are three main reasons for these users to be in the derivatives 

market, namely: to speculate , to hedge risks and for arbitrage. Dert [2000] and Kruijssen 

[2003] add two more reasons for using derivatives: diversification and to build up a 

portfolio. These five reasons will be discussed briefly. 

Speculation -

By means of investments in financial derivatives exposure can be secured, with which 

price developments can be speculated on . Speculators play an important part in the 

financial market. Still they have - undeservedly - a bad name, especially in other than 

financial markets. This is caused by the higher risk profile involved in trading options. It is 

a short-term investment with speculation on a single value development by only paying a 

fraction of the underlying value. 

Risk hedging -

Again , hedging risks is about securing exposure. The difference is that in this case the 

position has been covered . That means that " ... besides the derivatives position there is an 

opposite position which yields an inversely proportional result" [KRUIJSSEN, 2003] . Therefore 

to the investor it will be less important to what extent the underlying value will develop. 

Arbitrage -

The MPT29 regarding an increased return states that the risk involved will practically 

increase proportionally and vice versa. Arbitrage is yielding above average (portfolio) 

returns at a (too) low risk, as a result of inefficiencies in the financial market [KEERIS, 2003]. 

In this case that means that the derivative's price development does not match the 

underlying value's price. 

Diversification -

Dert [2000] states that the financial derivatives risk/return profile clearly deviates from 

any other investment instrument. The use of financial derivatives as an independent asset 

class is possible from this point of view, by which the diversification potential has been 

established. 

28 Non-Listed - In this thesis the organized exchanges will be named Listed Exchange Markets. 

29 MPT - Modern Portfolio Theory by Markowitz [1952]. This theory will be assumed to be known and 

therefore not be further explained. 
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Building up a Portfolio 

Financial derivatives can also be used as a long-term investment. In practice this means 

that investors will secure their positions in order to keep the risk down to a minimum. For 

example, besides the 'common' share, the investor may issue a call option 30 on this 

particular share, by which he is even speculating, though at a reasonably low risk [KRUIJSSEN, 

2003] . 

4.3 ADVANTAGES OF DERIVATIVES 

This paragraph will discuss the main advantages of using derivatives. It is important to 

note that this paragraph does not sum up all the advantages associated with derivatives, 

but just gives the reader an impression of the most important ones. 

4.3. 1 Changing the Risk Profile of a Portfolio 

With derivatives investors like pension funds and insurance companies can gain or reduce 

exposure to the underlying asset. By doing this the risk profile of a portfolio can be 

changed relatively easy. For example, if extra exposure is needed in some underlying 

asset, a long position 31 in a derivative can increase this exposure without immediately 

buying the underlying value in the obtained size. The other way round , derivatives can 

also hedge against downside risk. When an investor wants to step out of an underlying 

asset, without immediately selling the underlying asset (for example due to a short-term 

negative movement in the market) , short positions in derivatives can add value. This way 

the underlying asset - for example illiquid property - is still in the portfolio. However, the 

price risk is eliminated. When the market prospects are better, the investor can reduce 

the hedge and benefit from the market movements again32• 

4.3.2 High Liquidity 

Transactions in derivatives are often settled faster and/or easier for investors, because 

derivatives generally have a higher market liquidity than the corresponding underlying 

assets. Liquidity refers to the volume of trading activity in a financial market. This 

liquidity is translated into a market for financial instruments in which buying and selling 

can be performed relatively easy, due to the presence of a large number of buyers and 

sellers prepared to trade enough quantity. This way, derivatives can especially add value 

for investors that trade in illiquid markets, like real estate derivatives may be able to in 

the real estate market, which will be discussed more extensively in the following 

chapters. 

4.3.3 Low Transaction Costs 

Following from the former advantage, it can be said that , in general, the higher the 

liquidity in a specific derivative instrument, the greater the ability to trade at lower costs. 

These lower transaction costs translate into a smaller spread , which is the difference 

30 Call option - For an extensive explanation, see Appendix Y. 

31 Long position - For an extensive explanation of ' long ' and 'short ' positions, see Appendix I and II . 

32 Reducing the hedge - ft should be noted here that in real estate investments there is always a certain 

risk involved with the unique character of direct real estate. That means that it will be close to 

impossible to obtain the exact same real estate exposure, in the event of an improving market 

situation. 
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between the bid and ask price33 • There are also a number of consequences concerning tax 

law (for example conveyance tax) which will not be discussed in this research. 

4.3.4 Short Selling 

Short selling, or selling a financial instrument of which the underlying assets are not 

owned by the seller, is possible with the use of derivatives. An example taken from the 

stock market can clarify this concept. In the stock market, short selling of stocks requires 

borrowing shares from stock lenders. However, lenders charge a fee for the loaned stock. 

Besides these costs, stock borrowers are subject to the so-called 'call risk' , which is the 

risk that the lender may call the loaned stock. Therefore, in the stock market investors 

often enter short positions with the use of derivatives. These positions enable the investor 

to benefit from a bear market34, without having the disadvantages associated with 

borrowing stocks from dealers. 

4.3.5 High Leverage 

Derivatives represent levered investments in relation to the underlying assets [GIBSON AND 

ZIMMERMANN, 1994]. In other words, these instruments require only a small fraction of the 

amount that would be needed for the same exposure in the underlying assets. However, 

although the initial investment in these instruments is lower, they do participate in the 

volatility of the underlying assets. To investors this last characteristic is very important, 

because this allows them to select instruments with a certain risk/return profile that fits 

their needs [GIBSON AND ZIMMERMANN, 1994]. In practice this means that leverage is beneficial to 

the economy (especially under the present economic circumstances), because through 

leverage investors can increase their risk/return menu of efficient investments. This is a 

well-known theory, of Harry Markowitz35 [1952]. 

4.3.6 Market Timing 

Derivatives offer the investor the potential to immediately exploit a positive or negative 

view of a portfolio, or any other movement in the market. This market timing potential 

has several advantages for an investor. For example, when the costs of entry in a 

particular market is high, derivatives can enable the investor to increase the exposure of 

the underlying assets by initially entering into a long position in a derivative of that 

market. This way, the investor reaps the benefits of that particular market movement, 

without immediately incurring the high costs of entry. After that the investor can choose 

to reduce his exposure in the derivative position and increase the exposure in the 

underlying value, probably in a more favourable investment climate. 

33 Bid and ask price - The bid price is the highest price that a market maker will pay at any given time 

to purchase the instrument, whereas the ask price refers to the lowest price at which a market 

maker will sell the corresponding instrument. Of course, the ask price will always be higher than the 

bid price. This way market makers generate profit on the difference between the two prices (spread) 

[US Securities and Exchange Commission, 2000]. 

34 Bear market - A prolonged period in which investment prices fall , accompanied by widespread 

pessimism. Bear markets usually occur when the economy is in a recession and unemployment is high, 

or when inflation is rising quickly. The most famous bear market in US history was the Great 

Depression of the 1930s (opposite of bull market) . 

35 Markowitz was also the founder of the well-known Modern Portfolio Theory [1952], on which lots of 

other financial theories and models have been based. The most important derived models are the 

Capital Asset Pricing Model (CAPM) and the Arbitrage Pricing Theory (APT) [Ross, 1977]. 
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4.4 RISKS OF DERIVATIVES 

Although derivatives offer a great number of advantages to financial market participants 

in comparison with other investment options (paragraph 4.3), users of derivatives should 

be aware of the various types of risks that may involve investing in derivatives. Baker 

[1998] defines six main risks associated with derivatives investments36• These types will be 

analysed here. In short, these risks are: 

• credit risk: the risk that the counterparty defaults; 

• legal risk: when contracts cannot be enforced (especially internationally); 

• market risk: factors that influences the value of the derivatives position; 

• operational risk: human errors, or lack of management; 

• systemic risk: the risk of contagion (for example a major financial institution); 

• settlement risk: the risk of default when one party has already fulfilled its 

obligation and awaits settlement of the counterparty. 

The following six paragraphs will focus on these risks in detail to gain insight into the risks 

of using derivatives. 

4.4. 1 Credit Risk 

In doing business the risk that a trading partner does not fulfil its obligations is a risk that 

affects the continuity and profitability of financial institutions and institutional investors. 

Among all the risks that financial institutions face nowadays, credit risk is probably their 

most familiar one [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000] . In this respect credit risk is the risk 

to which financial institutions pay the highest attention, because historically it has been 

the risk most likely to cause failure. However, derivatives have another relationship with 

credit risk than more traditional instruments, like for example loans and bonds. With 

these traditional instruments the credit risk equals the amount that the counterparty is 

obliged to repay, i.e. the principal. When derivatives are part of a portfolio, credit risks 

cannot be analyzed that easily. This is because these instruments derive their value from 

the underlying asset, which means that their credit risks do not equal the principal of the 

underlying instrument, but rather the cost of replacing the derivative contract if the 

counterparty defaults [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000]. This so-called 'replacement 

value' 37 of the derivative contract fluctuates over time and therefore credit risks of 

derivatives are difficult to estimate for financial institutions or institutional investors. 

4.4.2 Legal Risk 

Legal risk is defined as the potential loss due to the legal and regulatory interpretation of 

contracts, relating to financial market transactions. This means for example that a 

transaction between two parties is unenforceable in law. Especially the growing use of 

collateral in contracts, with the aim to reduce counterparty risk, has been accompanied 

by an increase in legal risk in the last decade [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000] . This is 

caused by the fact that the corresponding collateral agreement might not be enforceable 

with respect to both parties. The legal risk is not expected to be subject to any changes, 

as a result of a changing world market economy. 

36 It should be noted that these risks may not equally apply to all different types of derivatives. 

37 Therefore it is fair to conclude that, though surely a credit risk is involved with investing in 

derivatives, this risk concerns a 'downsized' form of the 'normal' credit risk. 
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4.4.3 Market Risk 

Market risk refers to the impact on the conditions of financial institutions of adverse 

movements in the level or volatility of for example interest rates, exchange rates, equity 

indices or real estate indices [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000] . This type of risk is 

usually measured in the financial world by the so-called 'value-at-risk' (VAR). VAR states 

the potential gain or loss of a portfolio that is due to a statistical price movement, which 

is a price movement within a stated probability and within a specified horizon. Financial 

institutions then compare this computed VAR with actual daily profits and losses incurred. 

This way, institutions get a realistic overview of the market risks they are subject to. 

However, when VAR has to be calculated for longer periods of time, the use of certain 

derivatives can cause problems with the forecast . For example , the Basle Committee 

states that one day VAR can be scaled up by the square root of ten to meet the ten-day 

holding period laid down by the Committee [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000]. But 

although scaling up daily numbers to reflect a longer time period is correct for certain 

linear products, e.g. forwards, futures and swaps, this method can, unfortunately, not be 

used for asymmetric products like options and financial instruments with embedded 

options [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000] . This way, asymmetric financial derivatives can 

cause measurement problems in forecasting market risks for financial institutions. 

4.4.4 Operational Risk 

The possibility of losses due to deficiencies or other irregularities in the management of a 

company, the systems surrounding the company and the corresponding procedures is 

called operational risk [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000]. According to the Basle 

Committee, the most important types of operational risk involve breakdowns in corporate 

governance and internal controls38 • These breakdowns can lead to financial losses through 

for example error, fraud , or failure to perform in time [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000] . 

However, it is not always some kind of fraud; in many cases it concerns a type of 

'creative' management, which uses the ' loopholes in the law' (at that particular 

moment). The risk of this type of creative management can also be deemed an 

operational risk. 

However, not all types of operational risk involve breakdowns in corporate governance and 

internal controls. For example, disasters such as the 9-11 disaster in New York and major 

fires or floods are also operational risks. Still, the risk factors that are inserted in the 

measurement of operational risk are in general internal to a bank. Of course the clearest 

and best-known example of operational risk is the collapse of the Barings Bank, where the 

losses of an investment officer, Nick Leeson39, led to the bankruptcy of one of the world 's 

oldest and most respected banks. 

38 For example the bankruptcy of Enron in 2002 and the problems concerning the tampered Ahold books 

in 2003. 

39 Nick Leeson - This trader speculated on behalf of the Borings Bank on the NIKKEi 225 Index beyond his 

authority. Due to his excessively risky speculation, the toss amounted to 1.4 billion dollars, which 

obviously led to the bankruptcy of this English bank. It can be stated that this toss was also due to 

the insufficient information systems of the Borings Bank, for which Nick Leeson cannot be held solely 

responsible. 
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4.4.5 Systemic Risk 

Systemic risk can be defined as the potential of a major failure , disruption in one 

institution or segment of the market which may affect other instit utions and will 

eventually lead to a collapse of the financial system. Thus, according to this definition, 

any credit, liquidity or market variation that causes losses in a financial institution or 

particular market segment has the potential to create a systemic crisis [G1ssoN AND ZIMMERMANN, 

1994] . Although systemic risk is associated with derivatives, according to Darby [1994] it is 

not disproportionate in comparison with other financial activities like commercial or 

mortgage lending. 

4.4.6 Settlement Risk 

The last type of risk associated with derivatives is the probability that a settlement in a 

transfer system does not take place the way it should [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000]. 

In general, this happens because one of the parties defaults on its clearing obligations to 

one or more of the counterparties. Again , a well-known example can clarify this type of 

risk. On 26 June 1974, the banking license of Bankhaus Herstatt (a small German bank) was 

withdrawn. However, some of Herstatt bank's counterparties had paid Deutschemarks to 

the bank during the day, believing they would receive US dollars later on the same day, in 

New York. As expected, due to the withdrawal of the banking license the counterparties 

were fully exposed to the value of the Deutschemarks they had paid the German bank 

earlier on in the day [INTERNATIONAL FINANCIAL RISK INSTITUTE, 2000] . This special type of settlement 

risk, in which one party in a foreign exchange trade pays out the currency it sold , but does 

not receive the currency it bought, is sometimes called the Herstatt risk. 

The risks named above can more or less be analyzed through logical reasoning. That is, for 

example the longer a derivative takes to mature, the greater the credit risk involved. Or 

that liquidity risk (one of the factors of market risk) increases in proportion to the time it 

takes to trade the derivative 's position. On the other hand some risks , like settlement 

risk, can be reduced for both parties by netting, i.e. two cash flows can be reduced to one 

net payment [BAKER, 1998] . As long as the parties involved in the contract know which risks 

they face40 , the risks associated with derivatives can be analyzed and more or less 

predicted in detail. 

4.5 MYTHS ABOUT DERIVATIVES 

Various reports of major losses associated with derivative instruments, have created much 

confusion about derivatives as complex instruments. From the start , derivatives have been 

initiated to reduce risks (remember the collapse of Bretton Woods) , that is to hedge 

exposure. Since then several cases involving speculative use of derivatives have caught the 

attention of the media. Probably the most famous example in this light is the downfall of 

Barings Bank as discussed above. However, there are derivatives also played a role in more 

recent examples of financial disasters. Enron, for example, the 7th largest company in the 

US and the world's largest energy trader, extensively used energy and credit derivatives. 

In 2001 this firm became the biggest firm to go bankrupt in American history after 

systematically attempting to conceal huge losses. This media attention has led to certain 

myths about derivatives, which will be discussed in this paragraph. 

40 The company's rating may contribute to the risk control. Especially in the event of short-term 

investments this rating (for example Standard and Poor 's ratings) can help to reduce the risk to an 

acceptable level. 
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4.5. 1 Myth 1: Derivatives are Purely Speculative, Highly Leveraged Instruments 

Probably the most common myth about derivatives is that these instruments are purely 

speculative and highly leveraged instruments [SIEMS, 1997]. However, the fact that some 

investors use these instruments to speculate about the direction of, for example, interest 

or exchange rates, cannot be projected on the majority of the users that trade in these 

instruments to hedge risks and create exposure. 

4.5.2 Myth 2: Only Risk-Seeking Organizations should use Derivatives 

A second myth about derivatives is that only risk-seeking organizations use these 

instruments [SIEMS, 1997] . Again, a distinction should be made between hedging against risks 

and speculating on market movements. One could argue that investment portfolios that 

refuse to use financial derivatives (e.g. to hedge) run a greater risk than those that do 

not. 

4.5.3 Myth 3: The Risks associated with Derivatives are New and Unknown 

The different types of risks associated with derivatives are not fundamentally different 

from the risks associated with more traditional financial instruments [SIEMS, 1997] . Instead, 

derivatives can separate the risks from traditional instruments and this allows these risks 

to be managed independently. This way, derivatives can save costs and increase returns 

relative to the corresponding risks. 

4.5.4 Myth 4: Derivatives have no Economic Value 

According to various representative organizations in the United States of America 

derivatives certainly have an economic value. For example, Chairman Greenspan of the 

Federal Reserve Board said that " ... derivatives enable pension funds and other 

institutional investors to effectively hedge and adjust financial positions quickly without 

incurring large administrative and transactions costs". 

There are many more myths about derivatives than described above. Having read this 

chapter, however, the reader should now know that derivatives were originally intended 

to effectively hedge certain risks and to provide extra income. Certainly, this risk

reducing characteristic of derivatives was the reason for their massive growth. 

KON/WIN DOMEN- REAL ESTATE DERIVATIVES 



4.6 CONCLUSIONS 

This chapter clarified that derivatives are instruments that derive their value from more 

basic underlying assets. Since the collapse of Bretton Woods, financial derivatives are 

mainly used for five different reasons: 

• speculation; 

• risk hedging; 

• arbitrage; 

• diversification; 

• building up a portfolio. 

This does not mean that derivatives cannot be used for other purposes, but so far this is 

all they are used for in practice. 

The different types of derivatives are options, futures/forwards and swaps, each with 

different characteristics and (dis)advantages, as discussed in the three appendices I, II and 

Ill. Also very important is Baker's [1998] classification of the different types of trading 

markets: 

• standardized contracts (traded on organized exchanges); 

• privately negotiated contracts (traded in the over-the-counter market); 

• custom-designed derivatives (traded by financial institutions). 

Later on this classification may become quite useful, when discussing the possibilities of 

developing a decision model. Finally, the last paragraph dealt with some myths about 

derivatives that in general exaggerate these instruments' risks and focus entirely on the 

speculation element of derivatives and not the hedging function. 

Now that the basics of financial derivatives are clear, the next chapter continues with the 

starting point of the discussion about real estate derivates, the London Futures and 

Options Exchange. 

Next Chapter 

The next chapter will discuss the first serious European attempt to set up a market for 

real estate derivatives. The consequences of the failure of the London Futures and 

Options Exchange are described. 
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THE LONDON F01X FAILURE 

• In dit hoofdstuk word! de eerste serieuze paging tot het vormen van een vastgoedderivaat-markt beschreven. De redenen 
voor het falen van de London Futures and Options Exchange (FOX) zijn de volgende: the appeal and understanding of 
futures markets to potential users, homogeneity, hedging and volatility, index construction, recession, liquidity, artificial 
liquidity. 

• Deze 'lessen' dienen meegenomen te warden bij nieuwe initiatieven. 

5.1 INTRODUCTION 

On 9 May 1991 the London Futures and Options Exchange (FOX) introduced four property 

futures contracts. The idea of property futures had by that time attracted the interest of 

other exchanges for several years. London FOX was the first serious attempt to create a 

supply market that stood between individual property owners and broader portfolio 

investors. In 1989, Michael Dicks said in an article that: " ... owner-occupiers are both 

consumers of housing services and investors in housing as an asset. The virtual absence of 

a rental market or of a futures market makes it difficult to hedge risk associated with 

fluctuations in house prices". Chief Executive Blundell's logic about property futures was 

based on the fact tat " ... with a commercial property market worth some£ 930 billion by 

the end of 1990 still without any hedging medium, and with prices increasingly volatile, 

both for residential and commercial property, the British national obsession with 

property could usefully find expression in a property futures market". The quick launch 

of the Exchange was also due to the falling volumes of other FOX markets (coffee and 

sugar). However, within only a few months41 the London FOX Property adventure turned 

out to be a complete failure. 

This chapter discusses the organisation of the Property Futures Market in 1991 (paragraph 

5.2), after which a number of reasons for the failure of Fox will be brought forward (5.3). 

This will lead to some conclusions and some recommendations for initialising a next 

property market, in paragraph 5.4. 

Most of this chapter will be based on the book by Julian Roche ("Property futures and 

securitisation - the way ahead") and an article by Kanak Patel ("Lessons from the FOX 

Residential Property Futures and Mortgage Interest Rate Futures Market"). 

41 Exact indication of duration - May 1991 was the first month of trading. This ended on 2 October 1991, 

just 2 days before a mainly scheduled Mock Trading Day: a-year-in-one-day trading day. 
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5.2 

5.3 

ORGANISATION FUTURES MARKET 

Four property futures contracts were introduced on London FOX: 

• Residential Property contract; 

• Mortgage Interest Rate (MIR) contract; 

• Commercial Property Capital Values contract; 

• Commercial Property Rents contract. 

These contracts were based, respectively, on the Nationwide Anglia Building Society house 

price (NAHP) index, the FOX MIR index, the Investment Property Databank (IPD) 

commercial capital value index and the IPD commercial rent index (see appendix IV for 

the technical details). 

REASONS FOR FAILURE 

Several factors account for the failure of the property futures contracts on London FOX: 

1. The appeal and understanding of futures markets to potential users 

Property market participants were extremely reluctant to become involved in a market 

they regarded as a 'City' innovation. For example , the understanding in the property 

world of the concept of fair value for futures contracts was extremely limited, and the 

particular nature of property and the use of indices for the contract made the futures 

community equally wary about putting a price on the contracts. The market was 

prematurely launched and was poorly marketed. The result was that when the contracts 

were introduced, all the property world sat back and waited for someone else to use it. 

2. Homogeneousness 

London FOX argued that the advantage of using indices was to reflect broad property 

portfolios and that an index (like IPD) was analogous to a complete industry. They also 

argued that key players in de market could hedge their own exposure with the use of the 

future contracts based on this index. A discussion with industry participants arose, who 

thought that no one owned or was exposed to this kind of price changes. This argument in 

itself led to further confrontation between London FOX and the industry participants. 

3. Hedging and volatility 

The property industry did not really believe that hedging was strictly necessary. London 

FOX pointed out repeatedly that property prices were indeed volatile; the property 

industry responded that they were not. Linked to this perception of inadequate volatility 

was the property world's idea of consensus. They regarded the existence of transactions 

and of a spot market as proof of concurrence in respect of forecasts. Even when it was 

demonstrated to them that their opinions about the futures actually differed, they were 

not convinced . As with all the other FOX contracts, London FOX formed a Practitioners' 

Committee42 , but even this committee could not prevent the failure of the whole idea. 

London FOX suggested that there was considerable volatility in property prices, which was 

not being reflected in a monthly index; they argued that expectations were more volatile 

42 Practitioners ' Committee - The Committee comprised members of the broking and property 

industries. The member companies were: MEPC, Abbey Life, Taylor Woodrow, Prudential Portfolio 

Managers, Debenham Tewson Et Chinnocks (now DTZ), County Natwest, Helical Bar Pie, Jones Lang 

Wooton Financial Services, Salomon Bros and representatives of the two index providers London FOX 

and the ICCH. 
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than real prices (trading in other index futures demonstrated this hypothesis to be wrong) . 

The property world simply refused to comprehend that point, arguing in return that prices 

actually did move smoothly from one monthly reference point to another, leaving both 

arguments unproved. Index producers pointed out that they had insufficient data to 

produce intermediate data points. 

4. Index construction 

Another issue was the difficulty of using the contracts. Owing to lag dependence in the 

NAHP index, the futures contract did not provide the economic benefit from hedging 

market risk that stock index contracts provided (time basis risk43 ) . Besides that , potential 

arbitrageurs and speculators did not use the MIR index contract because of high 

transaction costs and long time lags involved in processing new mortgage loans. 

5. Recession 

The recession made launching any new futures market difficult. Volumes in other London 

FOX futures markets were dropping and a number of active market participants collapsed 

in that period. The futures professionals were also suspicious of the new market as they 

found it difficult to use a market where prices were only available monthly and other 

property signals were confusing, difficult to access and difficult to interpret in terms of 

the IPD or Nationwide indices. 

6. Liquidity 

The lack of liquidity brought down the contract and almost also the exchange itself. Part 

of the problem was the electronic trading system: each trader had only one FAST44 

machine, which caused the disadvantage that it was not possible to simultaneously see 

what was happening on the other markets. This way brokers had to rely on the slightly 

delayed information from Reuters and Manifest. Consequently, prices were not 

continuously monitored and liquidity did not grow of its own accord. This issue can be 

seen as the most important reason for the London FOX failure . 

7. Artificial liquidity 

Following from the former issue, artificial liquidity made things worse. There was a belief 

that a certain minimum trading volume was needed, so that trading would gradually pick 

up as property market participants became accustomed to the market. London FOX was 

prepared to use the exchange's own money to stand guarantee for a member firm in order 

to create artificial liquidity in the market. The brokers were also organized into a team to 

trade with each other after a largely organized meeting. But after being encouraged to do 

so, this did not have the intended effect: still no significant volumes were traded. 

43 The time basis risk - The time basis risk is introduced if the hedge termination date does not coincide 

with the index contract delivery date. High time basis r isks translates into ineffect ive hedging and 

most likely deters potential hedgers from the market . Kanak Patel , 1994. 

44 FAST -Electronic trading system developed in Australia; it was implemented on the network of 

London Fox during the property futures market 'adventure '. Julian Roche, 1995. 
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5.4 CONCLUSIONS: LESSONS FROM FAILURE 

Despite the hints the market dropped in the late eighties, a great number of difficulties 

stood in the way of a successful introduction of a property futures market. The following 

reasons for failure have been presented (paragraph 4.3): 

1. the appeal and understanding of futures markets to potential users; 

2. homogeneousness; 

3. hedging and Volatility; 

4. index Construction; 

5. recession; 

6. liquidity; 

7. artificial liquidity. 

Which lessons can be drawn from these reasons? Indeed, one can argue that a new 

(property) futures market cannot easily be 'injected' into the existing world of futures 

markets. Supply and certainly the demand in the trading market are never the same (or 

equal). It is ill-advised to rush into a 'great idea' like the market launch of property 

futures seemed to be. It takes a lot of careful preparation to launch a new market. All 

possible participants should be analyzed; not merely because of some theoretical interest 

but, all the more crucial, also for real future participation. The influence of one man 

(Blundell) in the whole of London FOX should never have grown into insuperable 

difficulties. When examining future initiatives to launch a completely new property 

futures market, the reasons for this major London FOX failure should be taken into 

consideration. 

Next Chapter 

In the next chapter five real estate derivatives will be discussed. These are the five most 

significant initiatives after the London FOX failure that have been launched in Europe so 

far. The advantages and disadvantages will be discussed and these products' success will 

be analysed. 
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INITIATIVES AFTER LONDON FOX 

• In dit hooldstuk warden de vijf meest bekende (Europese) vastgoedderivaten besproken, waarbij de werking en de voor- en 
nadelen warden besproken: Property Index Certificates, Property Index Forwards, Europa lmmobilia Certificates, European 
Real Estate Certificates en Inflation Exchange Contracts. 

• De PICs en PIFs (Aberdeen Pl) zijn de meest bekende producten, waarbij de PICs in 7 tranches, verspreid over 
verschillende landen, is uitgegeven. Ze zijn beide gebaseerd op de IPD All Property Annual Total Return Index. 

• De EICs en ERECs vertonen grate overeenkomsten. Ze zijn beide gebaseerd op de EPRA Index met een vrijwel identieke 
constructie. Slechts de rekenwijze van de 'settlement amount' verschilt, in het (ogenschijnlijke) voordeel van de EREC 
houder. 

• Het Inflation Exchange Contract is het enige Nederlandse product dat qua constructie ook nog eens volledig anders is dan 
de andere vier. 

• Bovenstaande producten kunnen als (redelijk) succesvol worden bestempeld, waarbij de PICs en IECs als meest succesvol 
gezien kunnen warden. 

6. 1 INTRODUCTION 

After the failure of London FOX, market participants became more critical of new 

initiatives in the property market. A new market for real estate derivatives should be 

based on more than a 'great idea', as argued in the previous chapter. Now the main 

reasons for the failure of these instruments on London FOX are clear and more than a 

decade further on, we can continue with more recently developed derivative products in 

the real estate market. The objects discussed in this chapter are the most fundamental 

instruments known to the institutional real estate investment world45: 

• the Property Index Certificates (PICs) of Barclays de Zoete Wedd (6.2); 

• the Property Index Forwards (PIFs) of Barclays de Zoete Wedd (6.3); 

• the Europa lmmobi/ia Certificates (EICs) of Merrill Lynch (6.4); 

• the European Real Estate Certificates (ERECs) of Goldman Sachs (6.5); 
• the Inflation Exchange Contracts (IECs) of IEF Capital (6.6). 

45 A diversity of products has been introduced to the market since the failure of London FOX. The 

products described in this chapter are the most important according to us and the institutional 

parties we analyzed. This explains why certain real estate derivatives are not included in this 

chapter, e.g. the SPOT (Single Property Ownership Trust) , the PINC (Property Income Certificate) -

which did not happen! -, the APUT (Authorized Property Unit Trust) , the EPRA linked products of 

LaSalle Investment Management, the Henderson EPRA Europe UK restricted, the Homburg products, 

etc. 
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Each separate paragraph (6.2 up to and including 6.6) will focus on the technical 

information of the product, the functioning of the product and the advantages and 

corresponding disadvantages of the product in the portfolio of an institutional investor 

(including the price evaluation of the product). 

The information enclosed in this chapter is the result of extensive examination of several 

information brochures from the respective companies that launched the real estate 

derivatives, other literature and interviews with institutional investors (some of them also 

invested in one or more of these real estate derivatives) . 

6.2 PROPERTY INDEX CERTIFICATE 

The first major attempts to provide a passive, property-index-based investment vehicle 

were the BZW Property Index Certificates46 (PICs) . The development was a direct response 

to Barclays Bank Plc 's requirement for a reduction in its economic exposure to the 

commercial property lending sector. PICs are securities whose returns are linked to the 

movements in the Investment Property Databank (IPD) All Property Annual Index. 

Some basic information about the certificate will be presented in the form of a table in 

the next paragraph, followed by the functioning of these derivatives in 6.2.2. Next, the 

different PICs tranches will be compared and paragraph 6.2.4 continues with the 

advantages and disadvantages of these instruments. In paragraph 6.2. 5, the price 

evaluation of the products is reviewed. In this section about PICs, also other Barclays 

products will be reviewed briefly: New PICs in paragraph 6.2.6 and Property Index Notes 

(PIN) in 6.2.7. 

6.2. 1 Basic Information concerning Property Index Certificates 

Table 6. 1 provides the basic information concerning property index certificates. 

46 This product can be classified as a real estate derivat ive based on a direct real estate index. 
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Table 6.1: Basic information concern ing BZW Property Index Ce rtificates 

Issuer 

Gaurantor 

Number of PICs 

Issue Ceiling Value 

Minimum Threshold Purchase 

Nominal Value Certificate 

Issue Date 

Exercise Style 

Ranking 

Index 

Valuation Date 

Settlement Date 

Settlement Amount 

Minimum Transfer Amount 

Calculation Agent 

Listing 

Settlement Currency 

Sales Restrictions 

Costs 

Barclays Bank PLC 

Barclays Bank PLC 

Vanable 

£ 160 million.£ 240 million.£ 40 million.£ 640 million. £400 million T;O and£ 240 r 

£ 250.000 and varying 

£ 100 

1994. 1995. 1996 (3x) and 1999 

European Style 

Standard & Poor AA and Moody Aa2 

Property Index Certificates are based upon the performance of the 

IPD All Property Annual Total Return Index 

Variable 

Variable 

Income return (quarterly): based upon an estimate provided by IPD at the start of 

each calendar year - Capital return (accumulated premium): 90% of an estimate 

of the final redemption. in the year following the end of the period on which returns 

of PI Cs will be based 

In case of PICs I: 250.0001100 = 2.500. other PICs equal calculation 

Barclays Bank PLC 

Only UK: PICs II and further are listed to the London Stock Exchange 

PICs are denominated in Pounds ( £) 

PICs are only traded in the United Kingdom 

PICs calculate an allowance of 0.15% of the capital value of PICs at the end of 

the preceding year. deducted from the income payment 

Source· Barclays Property Investment. 1995 and 1999: McAlliester and Mansfield. 1998 Weeks. 2001 

6.2.2 Functioning of the Property Index Certificate 

By purchasing PICs, investors invest in a certificate that is issued by Barclays/ Aberdeen. 

The disbursements are linked to the real estate index and consist of two components. 

Besides the income-related component , which is prescribed by changes in the rental 

income, the investor cashes on value increases of the underlying real estate. Profits and 

capital changes are based on the IPD Annual Index. The investors will receive quarterly 

payments derived from the rental income. At the beginning of the year the IPD estimates 

the rental developments for that same year. Based on these estimates the payments on 

the PICs can be calculated . At the end of the year exact calculations are made and then 

any possible differences will be settled with the next payment. The costs for the investor 

are an entrance fee and a annual management fee of 0.15%, which is deducted from the 

value of the annual settlement amount. 

The PICs have originally been issued based on Barclays Bank PLC 's real estate loan 

portfolio. The investor's counterparty in the PIC transaction was Barclays Bank PLC , which 

acted as a guarantor for the obligation ensuing from the transaction . Upon the most 

recent issue of PICs an institutional investor acted as counterparty, at which the PICs 

obligations had been covered by the income and value development of the real estate 

portfolio [IVBN WERKGROEP PROFESSIONALISERING, 2001]. 
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6.2.3 Property Index Certificates Tranches 

Several tranches have been launched, each with different issue ceilings, as displayed in 

table 6.2. 

Table 6.2: Property Index Certificate tranches 

Date Issue ceil ing ( £ ) Placement 

Property Index Certificate 

1'11.,;I 1994 160 million Public 

PIC II July 1995 240 million Public 
PIC Ill January 1996 40 million Private 
PIC IV February 1996 640 million Private 
PICV 1996 400 million T/0 Public 
PICVI 1999 240 million Private 

Source: Aberdeen Property Investment. 1998: McAllister and Mansfield. 1998: Weeks. 2001 

PICs II offered investors many similar investment features like PICs I did (e.g. an equal 

minimum purchase level and the public placement) . However, there were some 

differences, namely a listing on the London Stock Exchange [BARCLAYS Pl LTD, 1998] and a 

shorter investment horizon. The smaller issue that took place in January 1996, was placed 

privately to a sole institutional investor, highlighting the versatility of the product and its 

ability to be tailored to match specific client requirements [McALLISTER AND MANSFIELD, 1998] . In 

the most recent issue of PICs -(1999 issue) , the bonds were again issued by Barclays Bank 

PLC, but the economic property exposure embedded in the bond was that of an external 

party, a major UK institutional property investor. This third party wished to reduce this 

economic exposure to the UK commercial property market, as well as to raise cash to fund 

property acquisitions in Europe. Barclays Capital and Aberdeen Property Investment 's role 

was to repackage their risk and sell it to investors, thereby implementing a hedge, raising 

cash for the issuer, and consequently avoiding the need for the issuer to sell any of its 

underlying direct property assets [WEEKS, 2001] . 

6.2.4 Advantages and Disadvantages of Property Index Certificate 

The key advantages of using Pl Cs within a property portfolio include [McALLISTER AND MANSFIELD, 

1998; WEEKS, 2001 ; IVBN WERKGROEP PROFESSIONALISERING, 2001]: 

• Its use as a strategic device to gain exposure to the institutional property sector 

as a whole. The investor will track the market and in that way will benefit from 

the movement in the performance of the IPD index, not just in particular sectors 

or geographical locations; 

• There are no management decisions to be made except for selling/buying, there 

are no costs that are commonly associated with direct property holding; 

• A low financial entry threshold compared with purchase of direct property; 

• Ease of acquisition and disposal through the standard Stock Exchange process; 

• The ability to raise short/medium/long-term cash, in order to fund the 

acquisition of more property, or to invest in competing investment asset classes; 

• The ability to immediately implement tactical/strategic property re-weightings; 

• Avoiding the need for clients to incur the costs (especially for smaller investors) , 

delays and uncertainties of transacting in the direct property market; 
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• Retain 100% control and ownership of the underlying assets, including the asset 

management; 

• Transparency based on the IPD index and quotation; 

• Real estate allocation based on market information; no specific risks ; 

• New issues in the form of ' Eurobonds'. 

The 'IVBN werkgroep Professionalisering ' [2001] also puts forward a number of 

disadvantages, which will be discussed here briefly: 

• In the event of a global investment strategy there are still certain international 

risks; 

• No complete hedge because of the costs following from this product47 ; 

• Lost interest profits on quarterly income: rental income mostly expires at the 

quarter's beginning. The PICs have a payment delay of 45 days; 

• The index cannot be beaten ; 

• A performance lag (12 months) , because payments are made on the basis of 

income estimated beforehand, while at the end of the year a subsequent 

calculation takes place. 

6.2.5 The Price Evaluation of Property Index Certificate 

In 2000 the actual income return on the PICs was 6.88%, in 2001 this was 6. 73% and the 

forecasted income return of 2002 was 7.00%. In table 6.3 the capital growth of the IPD 

annual index is stated48• 

Table 6.3: Capital growth IPD annual index 

2000 Index Change 2001 Index Change 2002 Index Change 

Januari 107.79 0.39 Januari 111 .31 0.08 Januari 111 .14 ·0.04 

Februari 108.24 0.42 Februari 111.31 0.00 Februari 111 ,19 0.05 

March 108.87 0,58 March 111.14 ·0.15 March 111 .19 0.00 

April 109.21 0.31 April 111,14 0.00 April 111 ,36 0.15 

May 109.60 0.36 May 111 .08 ·0.05 May 111.76 0.36 

June 109.77 0.16 June 111 .02 ·0.05 June 112.39 0.56 

July 110.00 0.21 July 110.97 ·0.05 July 112.67 0.25 

August 110.23 0.21 August 110.91 ·0.05 August 113.18 0.45 

September 110.57 0.31 September 110.74 ·0.15 September 113.52 0.30 

October 110.80 0.21 October 110.57 ·0,15 October 113.64 0.10 

November 110.97 0.15 November 110.63 0.05 November 113.75 0.10 

December 111.22 0.23 December 111.19 0,51 

Source: IPD Index 30th November 2002 

47 The costs of these instruments have been discussed in paragraph 6.2.2 (Functioning of the Property 

Index Certificate). 

48 The information in this table is based on the level of the /PD index on 30 November 2002. Further, 

the numbers are rebased to December 1998 (set as 100). 
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6.2.6 New P/Cs 

The certificates launched in 1998 by Barclays Property Investment, the New PICs, were 

largely the same as the previous issues of PICs. These New PICs have a ceiling value of 

£ 500 million, with a minimum size of investment of £ 100,000. Like the PICs II up to PICs 

VI , New PICs are listed Eurobonds (to the London Stock Exchange) , which will rank as 

direct, unsecured senior obligations of Barclays Bank PLC. The fixed terms available are 

3½, 5½ and 7½ years. The annual income return and the capital return at redemption 

have (again) been determined by reference to the IPD Annual Total Return Index. 

Furthermore , the New PICs bear great resemblance to the former PICs. 

6.2.7 Property Index Note 

Unlike other derivatives, Property Index Notes (PINs) are debt instruments with bond-like 

qualities. The PIN was targeted at those investors who could not enter into 'over-the

counter' contracts, but who required an income return over the holding period based on 

the IPD index. One key advantage is that returns can be paid quarterly and in that way 

maintain a cash flow similar to that produced by direct property investment. Additionally, 

there is no investor exposure to the underlying market and returns are linked to the IPD 

index at expiration . Because of its main characteristics, PINs are likely to be of investment 

interest to various institutional investors [McALLISTER AND MANSFIELD, 1998). 

6.3 PROPERTY INDEX FORWARD 

After having launched PICs in 1994, Property Index Forwards49 (PIFs) are the second real 

estate derivative developed by Aberdeen Property Investors and can be considered to have 

evolved from the broader experience gained from London FOX. The first two PIFs were 

launched by BZW (now Aberdeen Pl) in November 1996, with one maturing in December 

1997 and the other in December 1998. It is anticipated that further contracts will also be 

issued. 

Launched in November 1996, the PIF is a simple 'over-the-counter' derivative with 

Aberdeen Pl acting as the market maker. One of the key advantages is that investors do 

not have to fund the purchase of the future or to make margin payments, but must comply 

with the minimum credit status criteria [McALLISTER, 1998) . More advantages and 

disadvantages will be discussed in paragraph 6.3.3 . First, the basic forms concerning 

Property Index Forwards will be discussed in 6.3.1, after which in paragraph 6.3.2 the 

functioning of these PIFs will be argued. 

49 This product can be classified as a real estate derivative based on a direct real estate index. The 

basics and pricing of forward contracts are explained in detail in appendix I. 
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6.3. 1 Basic Information concerning Property Index Forwards 

In table 6.4 the basic information concerning Property Index Forwards is stated. 

Table 6.4: Basic information concerning BZW Property Index Forwards 

Issuer 

Issue Price 

Issue Date 

Exercise Style 

Index 

Valuation Date 

Settlement Date 

Settlement Amount 

Calculation Agent 

Listing 

Barclays Bank PLC 

£ 1 million each 

31st of December 1995 

European style 

PIFs are based on the capital value movements of the 

IPD/PIF Annual Capital Growth Index 

10th of April in the year following the Expiry Date 

5 business days after the Valuation Date 

The PIFs are settled by an amount that is determined according to the following 

formula N x ( I / FP ) - N . this is the net of Notional Amount and the 

Notional Amount x Index (at expiry)/ Forward Price 

Barclays Bank PLC 

PIFs are only listed in the United Kingdom 

PIFs are denominated in Pounds ( £ ) 

PIFs are only traded in the United Kingdom 

Settlement Currency 

Sales Restrictions 

Transaction Costs PIFs are traded net: there are no ancillary costs assosiated with entering into PIFs. 

Source: Barclays Property Investment Limited. 1995 

6.3.2 Functioning of Property Index Forward 

In contrast with the PICs, at which a preceding investment is required before any future 

payments take place , PIFs provide customers only financial risk exposure. Besides this 

difference, PIFs are completely equal to PICs. PIFs are designed as free marketable 

derivatives, by which the selling and buying parties can enter into an agreement about 

percentage increases and decreases in the IPD/PIF Annual Capital Growth lndex50 . 

Settlements will only take place at expiration , depending on the percentage increase or 

decrease in the index of the agreed 'forward ' price. 

6.3.3 Advantages and Disadvantages of PIF in Relation with PIC 

A PIF has most of the advantages and disadvantages that a PIC has, although PIFs have 

some supplementary advantages [ IVBN WERKGROEP PROFESSIONALISERING, 2001 ): 

• Increasing and decreasing the existing real estate positions of the investor. 

Investors have bought and sold the value of their real estate; 

• More liquidity: Aberdeen has traded the PIFs that vary in size at 'listed ' buying 

and selling prices; 

• Complete transparency: prices have been published by Reuters; 

• Immediate transactions: depending on the available information, the transactions 

can be set by telephone; 

• Low costs: the only costs have been produced by the spread between which 

Aberdeen approved to buy and sell PIFs (about 1% spread). There are no other 

costs related to trading PIFs; 

50 The IPDI PIF Annual Capital Growth Index is a direct index that is being calculated by the annual 

changes of the /PD Annual Capital Growth Index. 
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• Unlimited market; 

• Possibility for investors to exploit price differences, and a possibility to exploit 

the value growth. 

Some disadvantages can be mentioned regarding the direct differences between PICs and 

PIFs: 

• Because they have been set up as derivatives, it is not possible to raise extra 

capital by emitting a PIF; 

• There were only two maturity dates; 31 December 1997 and 31 December 1998. 

6.4 EUROPA IMMOBILIA CERTIFICATE 

In June 2001 Merrill Lynch introduced the Europa lmmobilia Certificates51 (EICs) . These 

instruments will be discussed in this paragraph. First, the basic information about the 

certificate will be presented in the form of a table. This table contains important 

information like the issuing details, settlement procedures, underlying index details, 

pricing formulas and transaction costs. Thereafter, paragraph 6.4.2 will elaborate on the 

functioning of these derivatives, especially the pricing at the expiration date. After the 

basic information and the pricing details of the certificates, paragraph 6.4.3 continues 

with the advantages and disadvantages of these instruments. This paragraph will use the 

comments of several experts and/or institutions/companies52 • 

6.4. 1 Basic Information concerning Europa lmmobi/ia Certificates 

In table 6. 5 the basic information concerning the certificates of Merrill Lynch is stated. 

51 This product can be classified as a real estate derivative based on an indirect real estate index. 

52 This section also includes the comments of institutional parties that actually invested in these real 

estate derivatives. 
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Table 6.5: Basic information concerning Europa lmmobilia Certificates 

Issuer 

Gaurantor 

Number of EICs 

Issue Price 

Issue Date 

Payment Date 

Expiry Date 

Index 

Merrill Lynch S.A. (a Luxembourg limited company) 

Merrill Lynch & Co. (a holding company of Delaware in the US) 

5.000,000 

€ 100 each 

22''" of June in 2001 

27" of June in 2001 

27''' of June in 2008 

The certificates are based on the European Public Real Estate Association Index. 

Certificate Settlement Amount Date Three days after the expiry date (the 27'" of June in 2008) 

Settlement Amount 

Initial Index Level 

Final Index Level 

Minimum Transfer Amount 

Calculation Agent 

Listing 

Settlement Currency 

Sales Restrictions 

Transaction Costs 

Source Merrill Lynch SA. 2001 

The certificates are settled by an amount that is determined according to the 

following formula: 97 Euro x ( Final Index Level/ Initial Index Level ) 

the initial index level is an arithmetic of the daily closing values of the index on the 

payments date (27'" of June in 2001) and the two business days thereafter. 

The final index level is the daily closing value of the index on the business day 

immediately prior to the expiry date (27''' of June in 2008) 

The minimum amount that can be transferred is one certificate 

Merrill Lynch International or any appointed successor 

Luxembourg. Amsterdam (Euronext). Frankfurt. Dusseldorf. Munich and Stuttgart 

Euros 

EICs are not traded in the US and UK. Merrill Lynch states that 'the certificates 

won't be offered or sold in countries in which such an offer or sale would be unlawful 

The certificates trade net. There are no management fees or commission charges. 

6.4.2 Functioning of the Europa lmmobilia Certificate 

An investment in a Merrill Lynch Europa lmmobilia Certificate requires a minimum outlay 

of 100 euros. This issue price consists of a nominal value of the certificate equal to 

97 euros and a 3 euro fee for Merrill Lynch. The return over the whole period depends on 

the level of EPRA index53 seven years after issuance (27 June in 2008). As can be seen in 

formula 6. 1, if the index after 7 years equals the initial level of the period, the investor 

receives 97 euros for the initial investment of 100 euros (97% of the initial outlay) . 

Formula 6.1 : Settlement amount Europa lmmoblia Certificates 

Settlement Amount 97 Euro 
Final Index Level 

Initial Index Level 

Source: Merrill Lynch 2001 

53 The EPRA-index consists of 72 European property shares with a total market value of 49.3 billion 

euro. 
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6.4.3 Advantages and Disadvantages of Europa lmmobi/ ia Certificate 

The main advantages of the Europa lmmobilia Certificate are: 

• Easy to manage due to the small size; 

• Exposure to a defensive and stabile sector; 

• Geographical spread due to the diversification of the EPRA index; 

• No commission charges or management fees. 

The main disadvantages are formulated as follows: 

• Diversified product; sometimes, however, investors want to focus; 

• Limited amount of certificates, this reduces the liquidity if 'big' parties join ; 

• No ' real ' dividends, replaced by issuance at a discount; 

• In practice no liquidity at all [DE HAAS, 2003]. 

6.5 EUROPEAN REAL ESTATE CERTIFICATE 

In August 2001 Goldman Sachs launched their European Real Estate Certificates54 (ERECs). 

These instruments are based on the same index as the Europa lmmobilia Certificates of 

Merrill Lynch , namely the EPRA index. This paragraph will also start with table with the 

basic information about the certificates. Thereafter, paragraph 6.5.2 will analyse how 

these derivatives function. Because the Goldman Sachs European Real Estate Certificates 

have the same pricing principle as the Europa lmmobilia Certificates, this paragraph will 

mainly focus on the differences in fees , principal amount and investment horizon. After 

this comparison , paragraph 6.5.3 continues with the advantages and disadvantages of 

these instruments. Again , a comparison will be made with the Europa lmmobilia 

Certificates of Merrill Lynch . This paragraph also contains the comments of several experts 

and/ or institutions/ companies55 • 

6.5. 1 Basic Information concerning European Real Estate Certificate 

In table 6.6 the basic information concerning the Goldman Sachs certificates is stated. 

54 This product can be classified as a real estate derivative based on an indirect real estate index. 

55 This section also includes the comments of institutional parties that actually invested in the 

certificates of Goldman Sachs. 
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Table 6.6: Basic information concerning European Real Estate Certificates 

Issuer 

Gaurantor 

Number of ERECs 

Issue Price 

Issue Date 

Payment Date 

Expiry Date 

Index 

Goldman Sachs International 

Goldman Sachs Group Inc. 

2.500.000 

€ 91 each 

t " of August in 2001 

16" of August in 2001 

15" of September in 2006 

The certificates are based on the European Public Real Estate Association Index. 

For further information about the EPRA. see Appendix X 

Certificate Settlement Amount Date 22"J of September in 2006 

Settlement Amount The certificates are settled by an amount that is determined according to the 

following formula: 100 Euro x ( Final Index Level / Initial Index Level ) 

Initial Index Level the initial index level is an arithmetic average of the daily closing values of the index on the 

1Q
1h

. 1 t. 1i ". 13th and 14"' of September in 2001 

Final Index Level The final index level is an arithmetic average of the daily closing values of the index on the 

11 1
" . 12'". 13W. 141

' and 15'' of September in 2006. 

Minimum Transfer Amount 

Calculation Agent 

Listing 

Settlement Currency 

Sales Restrictions 

Transaction Costs 

The minimum amount that can be transferred is one certificate 

Goldman Sachs International 

Luxembourg 

Euros 

Certificates are not traded in the US. the UK and the Netherlands. 

The certificates trade net There are no management fees or commission charges. 

Source: Goldman Sachs International. 2001 

6.5.2 Functioning of the European Real Estate Certificate 

An investment in a Goldman Sachs European Real Estate Certificate requires a minimum 

outlay of 91 euros. The return over the whole period depends on the level of EPRA index 5 

years from now (15 September in 2006). As can be seen in formula 6.2 , even if the index 

after 5 years equals the initial level of the period , the investor receives 100 euros for the 

initial investment of 91 euros (100/91 = 109.9% of the initial outlay). 

Formula 6.2: Settlement amount European Real Estate Certificates 

Settlement Amount 100 Euro 
Final Index Level 

Initial Index Level 

Source: Goldman Sachs Int 2001 

The payment pattern of the Goldman Sachs European Real Estate Certificates differs in 

two ways from the Merrill Lynch Europa lmmobilia Certificates. First of all , the initial 

outlay for a European Real Estate Certificate is lower than the issue price of a Europa 

lmmobilia Certificate (91 euros versus 100 euros). Second of all , the payment at maturity 

with an equal index is higher for the European Real Estate Certificate than for the Europa 

lmmobilia Certificate (100 times the index ratio versus 97 times the index ratio). 

According to Goldman Sachs, the 9 euros per 91 euros investment (9/91 = 9.8% in 5 years) 

is a compensation for the investors in the certificate, for not receiving the dividends of 
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the underlying value. The certificates of Merrill Lynch do not provide a compensation for 

these 'missed' dividends. On the contrary, they even require a fee 56 , so that in the event 

of an equal initial and final index level, the investor yields a negative return on his 

investment. The fact that the two instruments have different time to maturities does not 

change this conclusion. 

6.5.3 Advantages and Disadvantages of the European Real Estate Certificate 

The advantages and disadvantages of the Goldman Sachs European Real Estate 

Certificates, are equal to the Merrill Lynch Europa lmmobilia Certificate. The fact that the 

European Real Estate Certificates trade at a discount due to the 'missed' dividends and do 

not require a fee upfront, makes them rationally a more attractive investment. However, 

besides these price and fee differences there are more relevant factors when comparing 

these instruments. For example, the liquidity, rating and tradability of the certificates. 

Concerning the liquidity, we can say that there is no liquid market in the trading of the 

Goldman Sachs certificates57 [DE HAAS, 2003]. 

6.6 INFLATION EXCHANGE CONTRACT 

Insurance companies and especially pension funds have a great need for inflation 

protection . They can fulfil this need by using direct real estate58• However, direct real 

estate also has a dark side: the illiquidity and the high management costs. These facts led 

to the idea of IEF NV in Amsterdam to separate the inflation component from the real 

estate, by using the Inflation Exchange Contract59 (IE() [FINANCIEELDAGBLAD,2002]. 

In this section , we will analyse the contract with the use of the transaction between IEF 

Capital (a joint venture between IEF NV and Bouwfonds Asset Management BV) and BPMT 

(BedrijfstakPensioenfonds voor de Metaal en Technische bedrijfstakken)60 c.q. MN

services. The basics of this transaction will be the subject of paragraph 6.6.1. Thereafter, 

paragraph 6.6.2 continues with the advantages and disadvantages of the inflation 

contracts. The information in this paragraph is largely based on conversations with 

MN-services and detailed material from Bouwfonds Asset Management BV. 

6.6. 1 Basic Information concerning Inflation Exchange Contract 

BPMT is the biggest pension fund in the private sector in the Netherlands and is 

responsible for the pensions of approximately 340,000 employees. MN-Services is the asset 

manager of BPMT and is responsible for the (more than) 18 billion euro assets [BPMT, 2003]. 

BPMT has inflation-proof liabilities and had at the time of the transaction an overweight in 

property. A 1% higher inflation gives approximately 17% higher liabilities for BPMT [MN

SERVICES, 2002] . Another effect of a 1% increase in inflation is the chance of a too low 

coverage ratio over a 10 year period. This chance increases by 15% due to the inflation 

increase [MN-SERVICES, 2002]. The combination of this extreme sensitivity towards inflation 

56 As discussed in paragraph 6.4.2 ('Functioning of the Europa lmmobilia Certificates ') . 

57 Just like the certificates of Merrill Lynch. 

58 The rents of the direct real estate investment are often linked to the inflation; this explains the high 

correlation between direct real estate and inflation. 

59 This product can be classified as a real estate derivative concerned with inflation. 

60 BPMT has won the /PE Award Nederland in the category 'investment strategy' for the transaction 

with the Inflation Exchange Contract. The /PE Awards are distributed every year by the organisation 

Investment & Pensions Europe (/PE) . 
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and the overweight in property, was the main reason for BPMT to use a synthetic inflation 

hedge [EICHHOLTZ,2002]. The total transaction is displayed in figure 6.3. 

Shell pension Inflation Exchange Fund MN-services 
fund Capital 

Sold Real Bought Real Estate portfolio BPMT paid 
Estate Keep on balance sheet premium to get 

Portfolio Do property management inflation 

Fig. 6.3 The total real estate transaction. Source: a Piet Eichholtz lecture [2002) 

The left side of the figure shows the Shell pension fund , which sold the Dutch real estate 

portfolio of approximately 400 million euro to Inflation Exchange Fund Capital61 (middle of 

the figure). Next to this transaction on the right note , asset manager MN-Services signed 

an inflation contract. 62 [PROPERTYNL, 2002]. The inflation stream that is received by BPMT is 

'objective' : it is not related to the real estate but only to the inflation Index (CBS 

werknemers- laag c.q. alle huishoudens) With the use of this inflation contract , MN

Services has 'bought' inflation protection for BPMT (the client) for a period of 30 years63 • 

In general, inflation contracts have a horizon of 30 years. The buyer of the contract , in 

the transaction above this is MN-Services, receives an annual payment based on a coupon 

of the seller, Inflation Exchange Fund Capital in this transaction . The seller covers the 

obligation to pay the inflation over the 'coupon ' (represents a portion of the rental 

income) to the buyer, by using the rental stream on the underlying real estate portfolio 

(the former Shell portfolio in this case) . In short , the seller of the inflation has an income 

that is indexed, while the buyer of the inflation receives the indexed obligations based on 

a coupon[MN·SERVICES, 2002] . The coupon specifies the period , amount, inflation component, 

and the date of payment each year. An important advantage of the inflation exchange 

contract is that it is cumulatively indexed [DE RIJK, 2003], whereas for example inflation

indexed obligations or inflation swaps often are not. 

61 Inflation Exchange Fund Capital is a joint venture of the Inflation Exchange Fund (IEF) and Bouwfonds 

Asset Management (part of ABN AMRO). 

62 The real estate was placed in a Special Purpose Vehicle [De Rijk, 2003]. 

63 MN-Services concluded a more or less comparable transaction with Inflation Exchange Fund Capi tal in 
2001 . The contract 's underlying value was a private real estate portfolio of 80 million euros. 
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6.6.2 Advantages and Disadvantages of Inflation Exchange Contract 

The main advantages of the IECs are: 

• Possible for real estate owners, like institutional investors, to increase the return 

on their portfolio by selling the inflation component for a sum of money; 

• The inflation contract exactly hedges the inflation component for which the 

clients need protection; 

• Inflation is still one of the major risk factors for institutional parties; 

• The inflation contracts can diversify a existing portfolio significantly, due to the 

low correlation with other asset classes; 

• Research concludes that inflation exchange contracts decrease the chance of 

(too) low coverage ratios64• This is because the contract protect against high 

inflation scenarios and can diversify a portfolio significantly. 

The main disadvantages are formulated as follows: 

• The IFE coupons are just as illiquid as direct real estate65 [F1NANCIEELDAGBLA0, 2002]; 

• If inflation is low during the contract, the client probably paid too much initially. 

64 This is already true when the contracts make up a small part of the total asset mix. The contracts 

have been tested in ALM studies with an a/location up to 10%. 

65 IEF is looking for a rating agency. With the use of this rating the product probably becomes more 

liquid. IEF is talking with Euronext Amsterdam about the possibilities for a national Inflation 

Exchange. 
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6. 7 CONCLUSIONS OBJECTS 

In this chapter five main real estate derivatives have been analyzed. The focus was on the 

technical information of the product, the functioning of the product and the 

corresponding advantages and disadvantages for institutional parties. Based on the 

analysis of the five products (paragraph 6.2 up to and including 6.6) and interviews with 

investors the following can be concluded : 

• P/Cs (Property Index Certificate) 

The best known real estate derivative, issued in several countries by 

Barclays/ Aberdeen . The certificate has indirect real estate as underlying assets and has 

been issued three times based on the IPD Total Return Index so far. A number of 'tailor

made' tranches have also been issued, which highlights the advanced possibilities of this 

product. PICs have only a few disadvantages against many advantages. Therefore, PICs 

have been a successful product. 

• P/Fs (Property Index Forward) 

Again, this product has been issued by Barclays/ Aberdeen . PIFs are in many respects 

similar to the former product PIC. The most significant difference between the 'tailor

made' PIF and the PIC is that the PIF is a forward as a result of which investors mainly 

buy financial risks when buying a PIF. Other than that the two products are the same. 

PIFs are based on the IPD Total Return Index and there have been several tranches so 

far. PIFs can also been seen as a successful real estate derivative. 

• EiC (Europa lmmobilia Certificate) and EREC (European Real Estate Certificate) 

The real estate derivatives issued by Merrill Lynch and Goldman Sachs show great 

resemblance to each other. Both EiC and EREC are based on the EPRA Index over a 

period of seven years. The most significant difference concerns the arithmetic methods 

of payments. Based on a comparison of these methods Goldman Sachs ' EREC should be 

more successful than the Merrill Lynch real estate derivative. 

• /EC (Inflation Exchange Contract) 

The Inflation Contracts, issued in the Netherlands by MN-Services and IEF, deviate from 

all other real estate derivates so far. The construction is based on the former real 

estate portfolio of Shell. The Inflation Exchange Contract protects the investors against 

one specific risk: inflation risk. Especially companies that are highly sensitive to 

inflation fluctuations, like pension funds and insurance companies, will be able to 

benefit from this product by securing their inflation risk over a long period . Therefore , 

this product is very successful in the Netherlands. The main problem in issuing new 

tranches of Inflation Exchange Contracts lies in finding sufficiently sized real estate 

portfolios that can be used as underlying value. 

Next Chapter 

In the next chapter the subjects and the objects analysis will be fin ished in the 

substantiating of the Added Value of real estate derivatives. All merits en demerits 

will be discussed in order to conclude whether or not it is necessary to continue with 

the second main objective: designing a model. 
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SUBSTANTI.ATING THE ADDED VALUE 

• In dit hoofdstuk word!, aan de hand van de voorgaande zes hoofdstukken, de Added Value van vastgoedderivaten op de 
Nederlandse pensioen- en verzekeringsmarkt beoordeeld. 

• Omwille van vier redenen kan de Added Value van vastgoedderivaten positief worden beoordeeld: 

De succesvolle introductie van derivaten op de financiele mark! ruim 25 jaar geleden; 

de vergelijking van direct en indirect vastgoed met vastgoedderivaten op basis van hun voor- en nadelen 
(karakteristieken) ; 

het overzicht van risico's (=knelpunten) in de huidige pensioen- en verzekeringsmarkt in figuur 3.11 en 

de internationale introductie van verschillende vastgoedproducten die, na het London FOX debacle, (redelijk) 
succesvol gebruik maken van derivaatconstructies. 

• Conclusie: Real Estate Derivatives are capable of Adding Value for the Dutch real estate market. Het heeft dus zin de 
tweede doelstelling verder uit le werken. 

7.1 SUBSTANTIATING THE ADDED VALUE 

Influenced by several factors, in chapter 1 the problem statement for this research has 

been established, which discussed the Added Value of the real estate derivatives as a new 

investment resource besides the well-known direct and indirect real estate products. The 

first part of the dual objective, which has been linked to the problem statement, is as 

follows: 

"Providing insight into the question whether or not real estate derivatives add value 

to the Dutch real estate market and if so, what characteristics do these real estate 

derivatives require to meet the demand of investors in the real estate market. " 

The emphasis lies on the insight in the world of real estate derivatives, with which the 

pension funds and insurers were taken the subjects of research. This objective was given 

an interpretation by means of an analysis of the supply and demand of the real estate 

derivative market in the previous chapters, 3 up to and including 6. In this chapter the 

ensuing results will answer the question whether or not real estate derivatives add value 

to Dutch pension funds and insurers, as indicated in figure 7.1. 
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Fig. 7. 1 Adapted Survival Triplet 

Objects 

First, this chapter will discuss t he previous chapters 1 up to and including 6 in a nutshell. 

With the conclusions drawn from these chapters, a judgement concerning the Added Value 

of real estate derivatives in the Dutch pension and insurers market will be given. 

MERITS AND DEMERITS 

The introduction of chapter 1 defined various different trends and/or facts that promoted 

the advantage of implementing real estate derivatives in the Dutch real estate market. In 

random order these were: 

• The professionalization under a constant growth of the real estate market; 

• The recession ; 

• The discrepancy between the financial market and the real estate market. 

These three arguments already showed the possibilities concerning real estate derivatives. 

The discrepancy between the financial and real estate market is the most evident of the 

three. In the 70-s financial derivatives were introduced under a similar market situation. 

They have fast contributed to a more efficient investment market with which the 

professionalization of that market received a strong impulse. Since then derivatives are 

successfully traded in all their different forms. This success could, however, also be 

achieved in other emerging markets. 

A closer, still theoretical substantiation has been elaborated in chapter 2. There the 

different characteristics of the well-known real estate investment possibilities have been 

mutually compared based on literature search . Investments in indirect real estate have 

the advantage that a strong number of disadvantages of direct real estate investments are 

neutralised. However, at the same time a number of advantages of direct real estate are 

undone. Then the comparison was then pursued further with the assumed characteristics 

of real estate derivatives. It became clear that the disadvantages of real estate 

derivatives will be limited in comparison with the other two real estate investments, 

whereas they have by far the most advantages. By way of illustration figure 2.6 is shown 

once again. 
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Fig. 7.2 'Figure 2.6 ': Advantages and Disadvantages of direct vs. indirect real estate vs. real 

estate derivatives 

Real estate derivatives prove to have both the advantages of indirect real estate and a 

large number of important advantages of direct real estate. To this a number of unique 

advantages can be added, which are entirely lacking in the other investment possibilities. 

Balancing the total of advantages with the disadvantages, real estate derivatives will be 

able to answer the market's demand better than direct and indirect real estate. 

The subjects analysis of the market shows that the Dutch institutional investment parties 

at present run a number of risks (or they feel they do) , see once again figure 3. 11 . 

KON/WIN DOMEN- REAL ESTA TE DERIVATIVES CHA PTER ? 



Income Structure 

Covenant I Property Strength 

Economic Context 

Location 

Local / National market factors 

Manaaement issues 

Yield level / shift / relativity 

Market I Portfolios/ Asset volatility 

7.3 

Liquidity 

Sector Bias 

Relaittw Importance 

Fig. 7.3 'Figure 3.1': New Ranking Risks 

Naturally they would like to cancel out these dangers by means of an adequate 

investment. The fact that pension funds and insurers are able to compose a 'ranking' which 

includes the most important comments on their current real estate investment policy, 

indicates that new possibilities for investment have a great chance of being successful. 

The comments must be treated as a list of demands to new market products. 

The characteristics of real estate derivatives, which have been made clear in chapter 2, 

closely fits the requirements set by the pension and insurers market. 

In the chapters 4 up to and including 6 the supply or objects of the real estate market 

have been discussed. Chapter 4 has given an explanation of the functioning of financial 

derivatives, with which it should be able to work in the real estate market as well. 

Chapter 5 considered the first attempt of setting up a real estate derivative market by 

means of a short description of the London FOX. This attempt indicates that already in the 

early 90's the suspicion rose in the UK that also in the real estate market the 

implementation of derivatives could have Added Value. 

Chapter 6 followed the same line by means of an analysis of the five best known 

international real estate derivatives so far. Although they mostly are entirely different in 

terms of structure and build-up, the analysis shows that until now the results of these 

products have not been/are not without merits. Once again , these 'pioneer products' 

confirm the fact that the real estate market could take a significant chance as regards its 

professionalization by introducing an innovative product such as the real estate derivative. 

Figure 2.6 proves it has a number of advantages, while they miss a number of important 

disadvantages of direct and indirect real estate investments. At the same time, chapter 6 

demonstrates that still a lot of the advantages of real estate derivatives are not being 

used in practice. 

CONCLUDING ANSWER 

It can be stated that the above recapitulation of the previous chapters shows that real 

estate derivatives indeed have Added Value in the Dutch real estate market. There are 

four strong arguments supporting the Added Value of real estate derivatives: 
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• The successful introduction of derivatives in the financial market over 25 years 

ago. 

• The comparison of direct and indirect real estate with real estate derivatives 

based on their advantages and disadvantages (characteristics) . 

• The overview of dangers in the current pension and insurance market in figure 

3.11. 

• The international introduction of several real estate products after the London 

FOX debacle. Products that use derivative constructions (rather) successfully. 

This winds up the analytical part of this research: 

'Real estate derivatives are capable of Adding Value for the Dutch I 

real estate market. ' I 

The positive affirmation of the first objective makes the study into the second objective 

extremely significant. The following chapters will have a designing character, which is 

expressed in figure 7.4. 

Added Value 
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"Designing a decision model 
that includes all theoretical possible 

real estate derivatives, which will 
subsequently be evaluated on their 

distinguishing characteristics and the 
Dutch real estate market's demand." 

Functioning ······ · ·· · ········· · ·················· · ······· · ····► Objects 

Fig. 7.4 The Added Value of Real Estate Derivatives: The Need for designing a Model 

The question that is highlighted from this point on is: which real estate derivative will 

have Added Value in the Dutch pension and insurers market? By means of a decision model 

the subject and object side of the real estate market will be brought together and insight 

will be provided into the characteristics of the real estate derivative, which it must have 

for a successful introduction. 

Next chapter 

In chapter 8 the decision model will be designed. Theoretically possible real estate 

derivatives will be formulated as a result of differences in trading and differences in 

underlying value. By means of the model the real estate investor will able to choose from 

all possible theoretical real estate derivatives. 
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DECISION MODEL 

• In dit hoofdstuk word! een beslismodel opgezet, waarmee alle theoretisch mogelijke vastgoedderivaten worden uiteengezet. 

• De karakteristieken van vastgoedderivaten worden beargumenteerd en zijn als volgt: risk/return, diversification potential, 
psychological aspects, volatility, management, standardization, liquidity, transparency/efficiency en valuation. De 
karakteristieken worden per vastgoedderivaat beoordeeld. 

• Het beslismodel gaat uit van een aantal keuzes die de vastgoedinvesteerder dient te maken: 
1. Welk type vastgoedinvestering? Direct/Indirect vastgoed of vastgoedderivaten? 

Als gekozen is voor het vastgoedderivaat: 
2. Op welk type handelsmarkt dient het vastgoedderivaat verhandeld te worden? 
3. Welk type vastgoed dient als onderliggende waarde? 
4. Dien! de onderliggende waarde een index te zijn of niet? 

• De investeerder kan door middel van het doorlopen van het model, het (theoretische) vastgoedderivaat kiezen dat het meest 
aansluit bij diens eisen en wensen. 

8. 1 INTRODUCTION 

The Added Value of real estate derivatives based on real estate has been established in 

the previous chapter by means of four arguments. The function of real estate derivatives 

within the investment portfolios of Dutch pension funds and insurers can be Added Value. 

The next step to be taken, is the development of a model that provides insight in all 

theoretically possible real estate derivatives. In this chapter the reasoning will be from 

the supply side and not from the demand side (this will be discussed further in chapter 9). 

As from this chapter the second objective from chapter 1 will be elaborated . It concerns 

the practical development of the theoretical framework that has been set up in the 

previous seven chapters: 

"Designing a decision model that includes all theoretical possible real estate 

derivatives, which will subsequently be evaluated on their distinguishing 

characteristics and the Dutch real estate market's demand." 

As has been described in the objective, a model will be designed that includes all 

theoretically possible real estate derivatives. The model will serve as a framework for the 

assessment of the future of real estate derivatives on the Dutch real estate investing 

market. By means of this model investors will be able to make decisions concerning the 

interpretation of their wishes concerning the use of investments in real estate derivatives 

and the related requirements. The model's goal is twofold. In the first place it leads 

future investors to the correct type of real estate derivative and secondly, it enables 

categorisation of all existing real estate derivatives. 
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This chapter describes how the model has been realised and which aspects have 

influenced the form of the model. Questions that will be answered here concern the 

developing and reviewing area, as stated before: "Which theoretical real estate 

derivatives can be developed?" and " What characteristics do real estate derivatives 

have?" The analysis phase, however, is the most important tool for reaching the match 

between supply and demand: the obtained insight in supply and demand of the real estate 

derivative market will be the frame for the second phase. A number of examples will also 

demonstrate the functioning of the model. 

8.2 INPUT MODEL 

First it should be stated that the model concerns a theoretical approach , of which a 

practical test will take place in chapter 10. In the first place all influencing factors from 

the chapters 4 up to and including 6 will be discussed briefly once again. The consequence 

of each aspect will be indicated. Then all individual aspects will be brought together in 

the model. 

8.2. 1 Trading Differences 

Paragraph 4.2.2 already mentioned the different trading possibilities. Baker [1998] adhered 

to a split of the trade market on which financial derivatives can be traded into three 

components. The differences between t he stock exchange and the specific, tailor-made 

trade are clear. OTC trading is a hybrid form, which can be characterised as non-listed 

standardised trade in contracts. As a result , this last category can be taken as a frequently 

traded (and for this reason standardised by trading agencies) tailor-made contract 

[SIEMERINK,2003] . Therefore, this 'hybrid ' will be disregarded. This leads to the next split: 

• stock exchange listed contracts; 

• Non-listed Contracts. 

The differences between both markets are clear. The stock exchange has an extremely 

high degree of transparency with entirely standardised contracts. Because of this an 

optimum rate of circulation is possible , at minimal costs. Strict government and public 

supervision ensures that trading takes place under tight control [DRESDER BANK, 2003] . Due to 

the high(er) degree of liquidity, the management of the investing party can function 

optimally. Moreover, the trade in stock exchange listed contracts is 'guaranteed ', meaning 

that there is always a 'clearing bank ' acting as a counterparty in case of calamities 

[DRESDER BANK, 2003] . 

Non-listed trading nearly has all the above characteristics too, though to a lesser degree. 

Thus, the contract will reach its exact form by means of negotiation, as a result of which 

price and conditions can differ per contract. Because of this the degree of transparency is 

significantly lower; and this also makes timing more difficult. Transaction costs will be 

higher in this trade market, whereas on the contrary the trading size will remain more 

limited in many cases. The risk that the counterparty is not able to fulfil its obligations by 

random reasons, is higher here than with the listed equivalent. 
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Table 8.1: Trading characteristics Listed - Non Listed contracts 

Standardization 
Liquidity 
Central Market Place 
Transaction Speed 
Lot Size 
Transaction Costs 
Market Timing 

Source 8 H '-" Kr-,,,JSSd' 58V MRf srr1pt 1,:- 2003 

Non Listed Trading Listed Traded 

+O ++ 
.o ++ 

++ 

+O ++ 

+0 ++ 

+0 ++ 

0 ++ 

Kruijssen [2003] states that " ... the most important trading characteristics of derivatives 

mainly occur with listed derivatives. In general it can be stated that non-listed 

derivatives can have these characteristics, but only if the market is large enough .... " 

Here a differentiation must be made. 'Standardization ' of trading non-listed derivatives 

also has a large advantage. It is possible for the parties entering a financial contract 

outside the stock exchange to use a creative construction , depending on the requirements 

of the parties. It is possible to frame the construction exactly to the wishes and 

requirements of the participants and the strict laws and legislation in respect of listed 

products do need not to be used as a framework. 

Figure 8. 1 shows the above-mentioned split. 

Fig. 8. 1 Listed and non-listed real estate derivatives. 

This division into different real estate derivatives is the decision model 's basis. 

8.2.2 Underlying Value 

The second aspect that is essential to the decision model 's structure comes straight from 

the definition of the real estate derivative, which has been introduced in chapter 2: 

"A financial product, which contains a composition of rights and obligations between 

two entities, of which the value development has been derived from direct, indirect 

or listed real estate, or an index of these (or a derivative of one of these types real 

estate) , being neither real estate loans, nor a securitisation of real estate and real 

estate loans. " 

Hence, it concerns a derived product of which the value has been derived from the chosen 

underlying value or the attributed underlying value of an aspect of direct or indirect real 

estate. In the definition the classification into real estate investment types is already 

used. It should be noted that listed real estate is also indirect real estate, as a result of 

which the division into three components will have somewhat modified names: 
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• direct real estate; 

• non-listed indirect real estate; 

• listed indirect real estate. 

The differences between investments in direct real estate and indirect real estate have 

already been described briefly in chapter 2. Regarding several aspects substantial 

differences have been indicated, as a result of which each investment category has its 

own specific character. The difference between non-listed and listed indirect real estate 

has also been described in chapter 2. In the referred preliminary investigation the larger 

equality of (the trade in) listed real estate with 'ordinary' shares came forward as one of 

the most significant issues. The advantages and disadvantages that were named in 

paragraph 8.2.1 , apply again here. 

This extends the options up to six and now two choices must be made: a listed derivative 

or not and a derivative based on direct, non-listed indirect or listed indirect real estate. 

Fig. 8.2 Listed and non-listed real estate derivatives with different underlying values. 

8.2.3 Indices 

For the last specification in initiating the decision model the definition of the real estate 

derivative must be reverted to again: it concerns "a financial product.. . of which the 

value development has been derived from direct, (non-listed) indirect or listed real estate 

or an index of it .. .. " The addition in the definition "or an index of it ... " relates to the 

indices derived from the underlying value. Therefore real estate derivatives can be based 

on both indexed real estate (see above division) and non-listed real estate (idem). 

The main difference between indexed and non indexed real estate is the degree of control 

[HEART, 1998; E1CHHOLTZ, 1999] . Indexed investments have market returns, because it is an 

investment in a 'basket ' of all possible real estate investments within the selected area. 

Consequently, the influence on management is also limited. Moreover, the degree of 

transparency is higher than at the non indexed equivalent. 

This addition results in doubling the theoretical possibilities for investments in real estate 

derivatives. Figure 8.3 shows an overview. 
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Fig. 8.3 All theoretical real estate derivatives based on differences in listing, underlying value and 

indexation 

The twelve theoretical real estate derivatives from figure 8.3 will be used as 'materials' in 

the decision model. A number of questions will be posed in the model. The answers will 

make it possible to go through the model, whereupon one of the above real estate 

derivatives fits best with the wishes and requirements of the investor. 

8.3 REAL ESTATE DERIVATIVES CHARACTERISTICS 

Figure 8.3 shows that each real estate derivative is different. The characteristics of the 

real estate derivatives determine, however, whether or not an investor benefits from an 

investment in a certain derivative. For this reason , in this paragraph the characteristics of 

the products will be added to the decision model. Because of this investors will be able to 

rapidly link their wishes to the characteristics of the real estate derivatives. 

The characteristics can be derived directly from the classification of figure 8. 3. A real 

estate derivative that is traded on the stock exchange will have other characteristics than 

one that is not listed on the stock exchange. The trading difference results in different 

characteristics. In the previous paragraphs a number of characteristics of the two trade 

markets have been indicated, which also can be regarded as a characteristic for the 

derivatives. The differences between real estate derivatives based on (indexed or not) 

direct and (listed or not) indirect real estate, can also be distinguished in this way. The 

derivative assumes (a part of) the unique character of the underlying value. Among other 

things, in chapter 2 the distinguishing characteristics of the different real estate 

investment forms have been discussed. 

KON/WIN DOMEN- REAL ESTATE DERIVATIVES CHAPTERS 



As a result of the (major) distinction and the large number of characteristics of real estate 

derivatives, a good harmonisation of supply and demand is impossible, which obstructs the 

functionality of the decision model. For this reason uniformity within the designation of 

the distinguishing characteristics of the products will have to be endeavoured. This 

uniformity will be developed in some sort of 'DNA structure' , which can be considered as a 

standard for the characteristics of all theoretical real estate derivatives. If subsequently 

each of the characteristics of that structure is assessed, to determine their high or low 

degree of presence and/or applicability, an investment decision on a synoptic manner can 

nevertheless be reached. 

8.3. 1 Characteristics Structure 

It is fairly simple to draw up a long list of characteristics, which more or less applies to 

one or more types of real estate derivatives. It is not intended to be complete or 

exhaustive, but merely enumerates the most important characteristics in this chapter, 

originating from extensive literature search66• This long list has been reduced to a list of 

nine 'main characteristics' 67 , disregarding tax and legal aspects. In figure 8.4 the 

structure is reflected. The order within the structure is not important and is therefore 

randomly chosen. 

Table 7.4: Structure of Main Characteristics 

• Risk/Return 

• Diversification Potential 

• Psychological Aspects 

• Volatility 

• Management 

• Standardization 

• Liquidity 

• Transparency/ Efficiency 

• Valuation 

All characteristics that have been mentioned in the previous paragraphs and chapters, are 

classified under the above characteristics. Each investor will have its own set of wishes 

and requirements, which find their origins in (a number of) the characteristics that have 

been incorporated in the structure. Hereinafter the characteristics will be briefly 

discussed, if necessary, based on the previous chapters and extensive preliminary 

research. 

66 Literature is far from comprehensive with alt due contradictions. Also the mutual proportions and 

influences of characteristics are impossible reflected in one correct manner (see footnote 67). 

67 It has been proven that many (categories) characteristics (irrespective of they influence the 

concerning real estate derivative negatively or positively) have consequences for other characteristic 

indicated concepts, or the other way around. For each characteristic it has been analyzed whether or 

not the characteristic is to be converted into another characteristic. In that case the characteristic 

was not included in the structure of main characteristics. 
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RISK! RETURN: Investors are generally willing to invest in products of which the risk/ output 

profile is known in advance or can be assessed properly. According to the MPT it can be 

stated that to a attributed high return a relatively proportionate high risk should be 

linked. Research has proved that as far as this is concerned derivatives are no exception ; 

the profile fits the MPT and has no lower risk at a rather high return , as is suggested 

frequently. Chapter 3 argued that for pension funds and insurers a low risk is very 

important, and that they try to avoid risks such as covenant risk, default risk, inflation 

risk, etc. 

DIVERSIFICATION POTENTIAL: It is of great importance to pension funds and insurers to keep 

their risks as low as possible, or at least control them. Economic factors are difficult to 

control and/or prevent. For this reason they will try to eliminate these risks within the 

portfolio through 'diversification '. Moreover, it also concerns the possibility to speculate 

by means of real estate investments. The enterprises have a speculative influence on the 

output by means of building up exposure (fast) in a certain (sub)market and/or branch. 

PSYCHOLOGICAL ASPECTS: Perhaps the most intangible factors are the psychological factors. 

Not particularly the ratio , but subjectivity plays an important role . Investors in real estate 

can decide to keep certain assets too long or too short based on emotional motives (for 

example marketing) . Moreover, it is possible that the unfamiliarity with a certain market 

(and as a result of that missing emotional links) affects the decision-making of 

institutional investors. A number of the products mentioned in figure 8.3 are subject to 

other psychological aspects, such as 'adverse selection ' and 'moral hazard '. Finally, the 

institutional investor may attribute value to the possibility of influencing the 

management, which controls the tactical and operational policy. This can make it more 

difficult to make direct real estate into indirect. 

VOLATILITY: This term has already been explained in chapter 3 and will therefore included 

in the decision model as the degree of variance of value. Volatility is expressly influenced 

by other characteristics, such as standardisation , liquidity, etc. 

MANAGEMENT: To nearly all manifestations of real estate investments management is 

considered to be a multi -purpose characteristic. A properly functioning management can , 

lead to significant advantages if it knows the product very well and has (knowledge) 

control of the local and international market. Especially in non-efficient markets the 

return dependents on the management. Obviously the contrary also occurs: an optimally 

functioning management is very expensive and here also emotional aspects can play a 

role . 

STANDARDISATION: Mainly listings and/or products that are traded on the stock exchange, 

have a high degree of standardisation . This also means the degree in which a product is 

subject to government and public supervision and whether or not market makers provide 

guarantees for the position of an investor. A product that is 'custom made ', or non-listed, 

will have a low degree of standardisation. 
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LIQUIDITY: The degree of liquidity is influenced by the speed and size of transactions. The 

attributed low degree of liquidity of, for example, direct real estate investments does not 

need to be a disadvantage. The illiquidity of direct (and to a limited extent also of 

indirect) real estate ensures the possibility of spreading the object risks within the 

portfolio. Moreover, it is not a significant disadvantage, because according to the modern 

portfolio theory [MARKOWITZ, 1952], in the event of illiquidity a liquidity premium is applied in 

the price (and thus in the return). Therefore the impact will be compensated. 

EFFICIENCY/TRANSPARENCY: The degree of market efficiency strongly coincides with other 

characteristics, such as the degree of liquidity, standardisation and volatility. An efficient 

market, as described in previous chapters, has a number of major advantages, such as a 

high rate of circulation and low operating costs . A lack of efficiency, like in the current 

real estate market, creates the possibility for investors to gain extraordinary returns at 

the same risk. On the other hand in the event of (future?) market inefficiency and a lack 

of sufficient market knowledge, the possibility to run more than average risks arises, see 

chapter 2. The management will also profit from an efficient trade market. 

Valuation: Differences in value within the investment portfolio may appear by using 

divergent valuation methods. Thus, in the case of direct real estate the valuation will take 

place based on periodic taxations. However, in the case of listed real estate real time 

information should be used, as a result of which information about the product must be 

available at every moment of the trading day. This information is (only at listed indirect 

real estate) therefore highly susceptible to stock exchange sentiments, as a result of 

which differences can arise between real value and current ratings. This can cause a 

discounts risk. A variety of characteristics are united within this structure. Each derivative 

will generate a positive result on a number of characteristics compared to a number of 

negative or low 'scores' on other distinguishing characteristics. 

8.4 DECISION MODEL 

Paragraphs 8.2 and 8.3 have explained , structured and substantiated the input of the 

decision model and the characteristics of the possibilities involved. Furthermore, the 

decision model has been defined based on experience arising from the research , based on 

literature and has been fine-tuned more closely with experts. 

At setting up a model many different division methods can be chosen from. The decision 

model for real estate derivatives has been classified into market criteria and not into 

product characteristics. This choice has been made deliberately, in conformity with the 

stock market. After all , the basis for the real estate derivative is derived from the stock 

market. 

Graphically this is reflected in figure 8.5 on the next page: 
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Question 1. 

Question 2. 

Which Type of Real 
Estate Investment? 

• Direct Real Estate 

• Indirect Real Estate 

• Real Estate Derivatives 

Real Estate Derivative 
Traded at Which Type of 
Market? 
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8.5 EXPLANATION DECISION MODEL 

The decision model uses several choices. On the level of real estate portfolio the 

institutional investor has to decide how to spread the available funding over direct or 

indirect real estate investments and real estate derivatives (see paragraph 2.4) . When the 

decision to invest in real estate derivatives has been made, the real estate investor has to 

make a choice as regards the tradability (see paragraph 8. 2. 1). A third choice concerns 

the underlying value (see paragraph 8.2.2) , whereupon a fourth and last choice discusses 

the possibility of indexed or non-indexed real estate investments (see paragraph 8.2.3) . 

The next legend applies to the decision model: 

++ 

+ 

0 

+/· 

no indication 

important positive 

less important positive 

important negative 

less important negative 

theoretically occurring, but practically neither positive nor negative 

sometimes positive, sometimes negative 

not appropriate 

The user directly notices that the valuation at the first choice is different from what the 

above legend would lead one to suspect. Due to the enormously divergent variation 

possibilities, which includes real estate derivatives, it is not possible to indicate an 

univocal appraisal of characteristics. By indicating a range within which the characteristics 

may vary, it is nevertheless possible to form a picture. This way the versatility of the 

product 'real estate derivative' is emphasised once again. 

An important comment must be given, being that a number of aspects that are used as a 

characteristic are, for example, sensitive to fluctuations in trading conditions due to 

changes over time. A good example is the liquidity of a product. For this reason these 

characteristics will not always be treated in an equal manner. The possibility exists that in 

a strongly growing market these characteristics require a whole different approach. 

Therefore, the appraisal of the characteristics of the model should be considered a 

random indication. 

8.5. 1 Examples 

An illustration will be given by means of two examples, in which fictitious investors with 

equally fictitious wishes and requirements will use the decision model in order to be able 

to make a correct choice concerning an investment in real estate derivatives. 

EXAMPLE 1: 

"Imagine: an investor has invested in both direct and indirect real estate at this moment, 

although he thinks that his real estate portfolio does not generate the optimum yield 

against the best conceivable risk spread. He would like to invest in real estate derivatives, 

but has no knowledge of real estate derivatives. However, he is convinced that the 

characteristics of indirect real estate must be reflected in the derivative. He also would like 

to have more transparency in the investment market and standardisation is needed; the 

stock exchange is only known through press bulletins in newspapers and on TV. The diagram 

will lead this investor to the most suitable product." 

The investor has already made the choice for real estate derivatives (Question 1), based on 

dissatisfaction concerning the other real estate investment options. The next question 

concerns investing in a real estate derivative based on an index or not. The investor 

indicated that standardisation was needed. This results in a listed product. Choice 3 asks the 
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investor what the underlying value could be. The investor prefers indirect real estate 

investments, having the choice between presence or absence of a stock exchange listing. The 

last choice he has to make concerns an investment based on an index or not. He indicates 

that he felt strongly about market efficiency, as a result of which the choice will turn out to 

be in the advantage of an indexed product. The two investment possibilities which fit the 

wishes and requires of the investor are: 

• Listed Real Estate Derivatives based on a Non-listed indirect Real Estate index. An 

example of this product type is the PIN by Barclays, see paragraph 6.2.7. 

• Listed Real Estate Derivatives based on a Listed indirect Real Estate index. An 

example is the PIC, that has also been placed in the market by Barclays, see 

paragraph 6.2. 

EXAMPLE 2: 

"Imagine: the investor mentioned in example 1 has still only invested in both direct and 

indirect real estate. Again he thinks that his real estate portfolio does not generate an 

optimum yield against the best conceivable risk spread. He would like to invest in real estate 

derivatives, but he (still) has no knowledge of real estate derivatives. This time his budget is 

only limited. He would like to preserve the characteristics of the direct part of its portfolio. 

This time he is not interested in a listing on the stock exchange, because of his relatively 

restricted knowledge, but the advantages of a low volatility of a 'basket ' of products 

analogous to the AEX really appeals to him (as a result of the same press bulletins). The 

decision model will help the investor in making his choice." 

One of the large advantages of real estate derivatives is that the investment barrier is very 

low. With minimum financial sources an investment can nevertheless be realised. The first 

choice has been justified with that: the investor will invest in real estate derivatives. Due to 

aversion of and unfamiliarity with listed products the second choice is also simple: it will be a 

real estate derivative that will not be traded on the stock exchange. The investor indicates a 

clear preference for direct real estate. This is further processed in choice 3. Finally he would 

like to invest in a 'whole index' . That possibility exists and concerns choice 4. The product 

that satisfies the requirements of the investor this time, is diametrically opposed to the 

previous products on a number of points, but links up, however, with the requirements and 

wishes which the investor has at present: 

Non-listed Real Estate Derivatives based on a direct Real Estate index. For example, 

it is possible to develop a 'tailor made ' product based on the ROZ!IPD index. 

These (fictitious) examples show the functionality of the decision model. Investors in real 

estate with entirely divergent wishes and requirements can be supported by using the 

decision model in choosing the right type of real estate derivative. Of course many other 

possibilities are available. 

Next chapter 

In chapter 9 the model devised here will be linked to the demand of the market : the 

wishes and requirements of the pension funds and insurers in figure 3. 11 . The theoretical 

applicability of well derivatives on the Dutch real estate market can be judged by means 

of a matrix, which will be designed in chapter 9. 
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MATCH' AND JUDGEMENT 

• In dit hoofdstuk warden de vraag- en aanbodzijde van de (theoretische) vastgoedderivaatmarkt aan elkaar gekoppeld. Deze 
match of mismatch geeft aan of er theoretisch vastgoedderivaten zijn die de eisen en wensen van pensioenfondsen en 
verzekeraars: 

• Dal houdt in dat de risico's die in hoofdstuk 3 door de pensioenfondsen en verzekeraars werden aangegeven , in een 
matrixmodel tegenover de karakteristieken van vastgoedderivaten uit hoofdstuk 8 geplaatst warden. 

• Een vertaalslag is als tussenstap nodig om tot de gewenste match te komen. Die tussenstap wordt gemaakt door het 
omzetten van de vraag vanuit de markt (de 'kritische factoren') in meetbare prestatie-indicatoren. 

• Vervolgens wordt per gevraagde factor geanalyseerd welke karakteristieken van vastgoedderivaten invloed op diens 
prestatie-indicatoren kunnen uitoefenen. Bij een (positieve 61 negatieve) invloed wordt van een match gesproken. 

• Een aantal factoren kennen een 'perfect match', wat inhoudt dat die factoren direct in de karakteristieken van 
vastgoedderivaten terugkomen. Derhalve kan het vastgoedderivaat een goede oplossing zijn voor deze factoren: 
management issues, volatility en liquidity. 

• De factoren die een mismatch met de karakteristieken van vastgoedderivaten vertonen, waardoor het erg onwaarschijnlijk is 
dat vastgoedderivaten solaas bieden bij deze geeiste factoren , zijn: Economische Context en Lokale/Nationale factoren. 

9.1 INTRODUCTION 

The examples in paragraph 8.5 have shown the functionality of the decision model. Using 

the model, an investor with a 'package' of product demands will be able to come to the 

right type of real estate derivative. In practice this may be more complicated . The 

investor will have wishes and demands that mostly cannot be expressed in product 

characteristics. Chapter 3 has shown that the Dutch pension funds and insurers have a 

number of bottlenecks as regards their real estate portfolio and the linked investment 

possibilities. To some extent the ten aspects of figure 3.11 have a negative influence on 

the objectives of the enterprise, in this case the pension fund or the insurer. This turns 

these aspects into critical (negative) factors. Here, 'critical' means: determining the 

continuity of the enterprise [DE GRUNT, 2001 ] 68 • 

68 Critical - De Grunt [2001] states that a process is critical when not performing in accordance with the 

objective leads to not obtaining the overall objective set for the aspect concerned. 
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In general it can stated that the objectives of an organisation result from the enterprise's 

strategy, which for its part it is determined by the mission and vision of this enterprise69• 

The strategy's success depends on the critical factors set, which can be made measurable 

by using performance indicators. In the event of a value deviation of the performance 

indicators from the initial objectives, the enterprise may suffer some problems in 

obtaining its strategic objectives. Therefore the indicators are indicative of the success of 

the enterprise. A deviation of the value of the performance indicators obliges the 

enterprise to analyse the problem and to act proportionate to that70 [AHAUS AND D1EPMAN, 1998]. 

One of the enterprise's possibilities is investing in real estate derivatives. An investment 

in real estate derivatives is only then a solution for the discrepancy between aimed at 

and real value of the performance indicators, if the characteristics of the real estate 

derivative are able to influence the performance indicators. The real estate derivatives' 

characteristics and performance indicators have been linked. This implies that the 

bottlenecks or critical factors from figure 3.11 and characteristics of real estate 

derivatives can be linked by means of formulating the performance indicators. With this it 

is not important to give a value judgement concerning the indicators: only the knowledge 

of a possible deviation gives sufficient information to be able to substantiate the mutual 

relations. 

In this chapter performance indicators that will make the critical factors from chapter 3 

measurable will be determined while simultaneously designing a measurement instrument 

for the strategic objectives of pension funds and insurers. Each critical factor will be 

measurable through several performance indicators71 • By using a sample of indicators, the 

number of these performance indicators will purposely be restricted to a minimum and as 

a result of that workable, as prescribed by for example Kaplan [1996,1997]. Then the 

relation between the indicators and the characteristics of real estate derivatives will be 

analysed, in order to be able to come to a match72 • The analysed match will provide 

insight into which performance indicators will be influenced by one or more 

characteristics from the decision model. It becomes clear which bottlenecks can be 

improved by means of investing in real estate d~rivatives. Then the usability per real 

estate derivative can be determined. Those indicators that cannot be adjusted by means 

of investments in real estate derivatives and the possible reasons for that (= mismatch) 

will also receive attention. 

9.2 PERFORMANCE INDICATORS 

The pension fund or insurer must fulfil the objectives that have been formulated for a 

certain period. The fund must give account for the performances of the critical factors at 

any time. Therefore the ten factors included in figure 3.11 have to be substantiated by 

means of measuring the performance indicators. The performance indicators will be 

discussed per success factor, following the order of importance from chapter 3. 

69 Mission and vision - The mission and vision of an enterprise determine the chosen strategy. However, 

it would go beyond this research to go into these two policy formulating aspects. 

70 Proportionate - the exact actions to be carried out by enterprises in order to achieve the strategic 

objectives will be disregarded in this research . 

71 Performance indicators - for the definition of the Performance Indicator the 'Vastgoedbeheer 

Lexicon' by Keeris [2001 J is mostly used. 

72 In imitation of footnote 5 in chapter 1, this chapter expressly does not attempt to measure the 

degree of Added Value of real estate derivatives by using the performance indicators. In this research 

it is impossible to determine the proportion between the use of real estate derivatives and the risks 

in real estate portfolios. In the recommendations in chapter 11 this is dealt with further. 
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Once again, this research does expressly not intend to be exhaustive. However, it is 

possible to set up indicators that deviate considerably from this research as a consequence 

of other objectives by different enterprises and/or another investment situation. 

9.2. 1 Financial Performance 

Financial objectives are the most important factors for the pension funds/insurers to 

control. The following performance indicators are able to measure the financial 

performance in accordance with the objectives of the pension fund or insurer: 

• Return on Equity ratio (REO); 

• Coverage ratio/Solvability ratio vs. PVK standards; 

• Initial Yield (BAR or FOOL) vs. Cap Rate. 

Return on Equity ratio (REO) 

The return on equity ratio is an important performance indicator for the continuity and 

the valuation of the policy of the pension funds or insurers. The REO is the ratio that 

reflects the proportion on an annual basis between the generated net profit and equity 

capital [KEERIS, 2001]. 

Using this ratio enables the pension fund or the insurer to compare its real estate business 

unit with other investment categories. Thereby the valuation is based on its equity 

capital, so that the leverage of attracted loan capital is also shown [KEER1s,2001] . 

In the form of a formula: 

Return on Equity = Clear Profit / Equity Capital 

Coverage ratio/ Solvability ratio vs. PVK standards 

The occupancy rate and solvability ratio are of vital importance for respectively pension 

funds and insurers when tuning the policy to the asset/commitments proportion and for 

the related (internal) control. External control by, e.g., the PVK requires careful tuning of 

the occupancy rate and solvability ratio to the demands. 

In chapter 3 (paragraph 3.2.5 and 3.2.6) these two terms have already been discussed 

extensively. 

Initial Yield (BAR or NAR) vs. Cap Rate 

The initial yield is the performance indicator that indicates the gross or net initial yield 

for the investment object for the pension fund or insurer. The initial yield is described by 

Keeris [2001] as " ... the (gross) investment return on a real estate investment generated, 

or - depending on context - forecasted to be generated, during the first complete 

operating year". It is expressed as a percentage of respectively realised or estimated gross 

or net exploitation yield , with respect to the given acquisition costs. 

The cap rate corresponds with the percentage that reflects the initial yield, with which 

the market value of an object can be indicated. The cap rate reflects a benchmark value. 

In the form of a formula : 

Initial Yield = property earnings / property asset price or value x 100% [GELTNER & MILLER, 2001] 
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9.2.2 Covenant/Property Strength 

The pension funds and insurers in the Netherlands indicate that they also feel strongly 

about the quality of the real estate portfolio and their possible tenants as critical factor. 

These aspects effect both the acquisition of new real estate objects and the exploitation 

of the existing portfolio and sales path of objects. 

The performance indicators, which relate to this , measure the quality of the asset and 

tenant. The indicators used in this research are the following: 

• Rental Price Level; 

• Customer Satisfaction Survey. 

Rental Price Level 

By relating the current level of rent of the object to the estimated rent , indexed to value 

reference date, it is possible to determine the performance of the object. This rent will 

be restated to rent per square feet in order to be able to come to a correct price 

comparison and thereby a forecast concerning the objective. Also the forecast over a 

longer period , which has been set in advance, is an important factor. Measuring this 

forecast is practically identical: a forecast concerning the rent development within the 

portfolio is adopted as an objective for a certain time span. This will be related to the 

current market rent developments, with which the difference in value represents a 

positive or negative performance of the object in the local market. 

Customer Satisfaction Survey 

The tenant plays a central role in the determination of the real estate organisation's 

policy, both as a customer and user of the real estate object. Without tenants the 

operational branch of the real estate business unit has no income [DEGRUNT,2001 ] . 

The satisfaction survey is [To KEERIS, 2001] a periodical survey, randomly executed among 

tenants of randomly selected objects, into the (possible) experiences and degree of 

satisfaction with respect to on the one hand the perception of the rented real estate 

object and its environment (per designated characteristic) and on the other hand the 

provided service by the landlord , or the (possibly) involved real estate management 

organisation. 

The results of this survey can be dealt with in several different ways. Some objectives 

with respect to scores in the research can be established in advance, reflecting the results 

afterwards. It can also be related to other, similar surveys, held in previous periods by 

other, similar real estate business units. 

9.2.3 Economic Context 

For enterprises (national) economic factors are mostly factors over which only a little or 

no influence can be exerted , as a result of which the only possibility to protect against 

these factors lies in the event of negative impact and taking into account possible 

economic influences in forecasts. This expressly applies to pension funds and insurers, 

which are highly sensitive to economic fluctuations, because of their extensive 

commitments towards their customers. 
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There are innumerable performance indicators that are able to measure the economic 

context. The indicators used here are mostly of a general and national economic nature: 

• Consumer Price Index; 

• Unemployment Figures; 

• Gross National product (GNP) . 

Consumer Price Index 

Inflation is one of the most influential factors among the Dutch pension funds and 

insurers. They are susceptible to a large inflation risk (see paragraph 6.6 and further). 

Inflation is defined as the increase of the general price level or the degree of decrease of 

the value of the money ('monetary depreciation') over a certain period within a country 

for the concerning product or target group. Inflation is measured by means of the 

performance indicator consumer price index. This index measures the average change in 

the price of goods and services that are bought by households for their cost of living, using 

the margin of the net disposable income73 • 

CBS publishes three indices each month for price development for various consumer 

groups. The most used index, which expresses the general price development the 

consumers market, with which up to 31 December the specific consumer price index was 

assumed as a reference for the category of low-income employees' families [KEERIS,2001] ; as 

from 1 January that is the reference point for all households. The basis for the index is the 

year 1990 (=100). 

It is not possible to relate the consumer price index to a value judgement for the 

enterprise and hence this is a 'passive' indicator74• For this reason the pension fund or 

insurer will have to deal with this in a different manner, by means of determining 

objectives that have been calculated based on possible influences of changes in the 

consumer price index. 

Unemployment Figures 

In the Netherlands two unemployment figures are published , the Registered 

Unemployment Figures (= 'Geregistreerde Werkloosheid' - GWL) and the Unemployed 

Working Population (= 'Werkloze Beroepsbevolking' - WBV). Both the Ministry of Social 

Affairs and Employment and the CBS use the GWL and IT will be also used in this research 

as a performance indicator. THE GWL includes all people in the age of 15 up to 64 who are 

registered with job centres that75 : 

• have no paid work for 12 hours per week or more; 

• are available for a position of 12 hours per week or more. 

73 Net disposable income - with which another possible performance indicator is stated, which will be 

left aside in this research, because of the large correlation with the consumer price or inflation 

index and the Gross National Product. 

74 Passive indicator - it is expressly not meant that the performance indicator can play only a marginal 

role for a pension fund or insurer. Here the term 'passively' is used from the investor's point of 

view: it concerns an indicator that cannot be determined by internal valuation. This argument will 

apply to all performance indicators which will make the critical factor 'Economic Context ' 

measurable. 

75 Derived from the internet page of NRC Handelsblad [1998]: www.nrc.nl - 'Economie voor jou ', Pleus 

&: Schondorff, 10 May 1999. 
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By relating the change in unemployment figures over a period to the average 

unemployment figure for a longer period, the degree of unemployment over that 

particular period can be judged. For the pension fund and the insurers it is only possible to 

make a forecast with respect to the future unemployment figures, by which they can 

arrange their objectives. But again a concrete objective (and the from that resulting 

performance indicator) concerning the unemployment figures cannot given. 

Gross National Product (GNP) 

The Gross National Product76 equals the total gross Added Value (market prices) that is 

generated domestically in a certain year [PLEUS & ScH◊NDORFF, 1999]. A forecast is made for the 

GNP for the coming period. The difference between the forecasted GNP and the actual 

realised GNP concerning the previous period shows the result of the performance 

indicator. 

9.2.4 Location 

For every investor in direct real estate the location of the object is a prominent factor. In 

general a good location means a stable factor within the real estate portfolio that 

determines the return. Since pension funds and insurers keep up a relatively high 

percentage of direct real estate, under the influence of their more conservative 

investment attitude, the location of these investments is very important. 

The performance indicator which makes the Location measurable and transparent as a 

critical success factor, is the ABC real estate market valuation. This method expresses the 

integrated quality level of a certain location, given the situational aspects. A classification 

is used of which the interpretation differs per real estate type, in order to do justice to 

the specific preconditions from the point of view of an optimum management [KEERIS,2001]. 

The classification , which is mainly used for commercial real estate, has is categorised into 

A, B, C and D locations. Keeris states that " .. . the A locations I their turn are subdivided 

by means of adding valuation figures in the real top locations, the A -locations, and the 

subsequent locations in terms of valuation, the Al locations. The decreasing valuation is 

further expressed in the designation of B locations, possibly also subdivided into B1 and 

82 locations and in C locations. With a D location the lower limit of a valuation is in fact 

indicated." 

76 Gross National Product - the ratio between Net Disposable Income and GNP is as follows: Gross 

National Product expressed in factor costs - Depreciation (= Net National Product expressed in factor 

costs). Net National Product expressed in factor costs is also known as the Net Disposable Income 

[Pleus & Schi:indorff, 1999]. 
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9.2.5 Local/National Market Factors 

Like the economic factors, the local or national factors that influence the objectives of 

the pension funds and insurers may be characterised as external critical factors. Again, 

that means that the pension fund or the insurer is not able to intervene directly in the 

factor, when a deviation from the objective is observed. The only option is taking into 

account a possible future change. Because of this, forecasts of the performance indicators 

are extremely sensitive to this factor. 

The following performance indicators are relevant for the critical factor Local/National 

Market Factors with respect to this research : 

• Age Dutch Population ; 

• Performance Dutch stock Market. 

Age Dutch Population 

The trend that can be spotted with respect to the increasing ageing in the Netherlands has 

been discussed in paragraph 3.4.2. For pension funds and insurers it is especially 

important to make a founded forecast concerning this demographic ageing. They should be 

able to control the future possible customer file in order to be able to estimate their 

future commitments. By relating the forecasts to current age data of the Dutch 

population , combined with the data over a longer period, the pension funds and insurers 

can anticipate a possible deviation. 

Per{ ormance Dutch stock Market 

The percentage of shares in the portfolios of Dutch pension funds and insurers is 

considerable, despite the continuously low performances on the stock exchange. For that 

reason, setting up well-founded forecasts concerning this (perhaps) most influential 

indicator is of great importance to the pension funds and insurers. The volatility of the 

stock exchange index hampers this forecast. An extreme modification in exchange 

performance may encourage the pension fund or the insurer to modify the percentage of 

shares following this. 

9.2.6 Management Issues 

Preliminary research showed that the management can have both large advantages and 

disadvantages. For an organisation it is therefore of great importance to control the costs 

and effectiveness. However, it often seems to be difficult to objectively judge the results 

of a supporting function such as the management. 

Management issues can be made measurable in many ways. In this research the next 

performance indicators have been selected : 

• Overhead Value Analyses (OAV) ; 

• Career Qualification vs. Demanded Career Profile. 

KON/WIN DOMEN- REALESTA TE DERIVATIVES 



Overhead Value Analyses (OAV) 

This survey method analyses the suitability and the effectiveness of the overhead77 and 

the facility services within an enterprise based on benchmarking, process analyses and 

customer satisfaction studies. The overhead objectives are linked to the results of this 

research , after which conclusions can be drawn. 

Career Qualificat ion vs. Demand Career Profile 

By means of a scale in accordance with the level of education, the performance level of 

the employees of the real estate business unit of a pension fund or insurer can be 

determined. This qualification can be related to the professional profile of the fund or 

insurer, set up beforehand [DEGRUNT,2001]. 

9.2.7 Yield Level 

Pension funds and insurers follow a trend with which they, also influenced by the 

increasing ageing, keep a growing quantity of assets in their portfolios because of the 

'cash returns ', as has been discussed already in paragraph 3.4.2. The result is that they 

desire to control the yield level more than ever. 

The performance indicators regarding the measurement of the yield level have a 

mathematic character. There is a considerable overlap of indicators concerning the 

already described performance indicators of the financial performance. 

In this research the yield level is measured by means of two performance indicators: 

• Internal Rate of Return ; 

• Initial Yield (BAR or NAR) vs. Cap Rate. 

Internal Rate of Return (/RR) 

This term reflects the discount rate with which the total average of income and costs, 

weighed in proportion to t ime, over the concerned period is nil [To KEERIS, 2001] . Only with a 

correct and reliable taxation it is possible to calculate the IRR based on the cash flow. The 

actual IRR will be related to the forecasted IRR, after which Yield Level can be evaluated. 

Initial Yield (BAR or NAR) vs. cape Rate 

The Yield Level will be measured in exactly the same way as the critical factor Financial 

Performance, i. e. by means of the results of the initial yield. Irrespective of whether it 

concerns a gross or a net return , the pension fund or the insurer is able to reflect the real 

results to the objectives, in the form of the forecasted Cap Rate. 

77 Overheads - Overhead expenses to be incurred by management, the( executive) board and the 

company's central staff departments [Keeris, 2001]. 
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9.2.8 Volatility 

Though pension funds and insurers pursue an optimum risk/return profile78 at portfolio 

level, the high volatility of the assets value is a difficult factor in their portfolios. It is of 

great importance to pension funds and insurers to control this volatility. Technically, the 

liabilities of the balance sheet of a pension fund consist of fixed pension funding. 

Therefore the pension fund is obliged to introduce a correction annually based on the 

index published by the CBS. 

The capricious results of the share stock exchanges such as they occurred in the previous 

years, have forced the pension funds and insurers as investors to bring back the 

percentage of shares in their portfolio in order to limit increasing risks as a result of the 

large fluctuations. 

Stability in Value 

The volatility is made measurable as a performance indicator by the stability of the 

concerning object or real estate portfolio. The stability indicator links the changes in the 

value of money to those of the concerning object or portfolio. By analysing the value of 

the object during a certain period, it is possible to forecast the volatility of the value of 

that object. 

9.2. 9 Liquidity 

Although liquidity has lost ground as one of the most influential and most desired aspects 

in the real estate branch, it still is one of the more prominent critical factors , when 

concerning indirect (listed) real estate investments. Liquidity is not an independent 

factor, such as all other factors, but among other things relates to the volatility. 

In this research liquidity will be made measurable as critical success factor by using the 

following performance indicators: 

• Transaction speed; 

• Transaction Size; 

• Transaction Costs. 

Transaction speed 

This indicates the minimum time that is needed to complete a transaction. By means of 

monitoring79 the transaction speeds of simultaneous (real estate) transactions, an 

estimate of the value of its own performances can be made. 

78 It is too easy to state that pension funds and insurers by definition pursue the lowest possible 

risk/return profile. The risk / return profile has to fit the commitments of these enterprises. 

79 Monitoring - this concept stands for constantly following the actual developments with relation to 

one or more relevant aspects or characteristics within the concerning process, or within mutually 

related constituent processes [Keeris , 2001]. 
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Transaction Size 

The pension fund or insurer will deal with the transaction size, or lot size, as a 

performance indicator in a similar manner. In trading, the (il)liquidity is influenced by the 

minimum lot size. The general rule of thumb "the larger the lot size, the lower the 

liquidity" can be used perfectly. Again by means of monitoring the transaction size of 

simultaneous (real estate) transactions in the past, an estimate of the value of its own 

performances can be made. 

Transaction Costs 

The costs involved in these real estate transactions can be linked to similar transactions in 

the past, or to the transaction costs forecasted in advance. 

9.2. 10 Sector Bias 

Paragraph 3.4.1 reported a shift of real estate investments interest among the Dutch 

pension funds and insurers, which afterwards proved to be temporary. After an increase of 

the number of investments in retail and office real estate, that number has relatively 

decreased. This temporary branch shift in real estate investments involved a temporary 

attempt to obtain more return by taking more risks at the time of a boom. The ratio 

between the different real estate branches in terms of risk and return is an important 

aspect within the critical factor Sector Bias. For a pension fund or insurer it is extremely 

useful to have information that proves whether or not they are investing in the optimum 

real estate branch or not. 

Branch return vs. Other Branch returns 

In order to make the sector bias measurable, the mutual relationship between the related 

real estate branch and other real estate branches ' returns will be considered as a 

performance indicator. A forecast with respect to the return of the real estate objects 

within its own branch can be compared with the returns that are generated by other 

branches over the same period, whereupon it is possible to judge the desired objectives of 

the pension fund or insurer. 
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9. 3 BALANCE OVERVIEW 

In this paragraph the critical factors with corresponding performance indicators are 

brought together. In the previous paragraphs the choices have already been discussed. 

The figure below reflects the critical factors and performance indicators and links the 

subjects ' demands and requirements and the objects' supply possibilities. 

CRITICAL FACTORS 

Financial Performance 

Covenant I Property Strength 

Economic Context 

Location 

Local I National Market Factors 

Managing Issues 

Yield Level 

Volatility 

Liquidity 

Sector Bias 

PERFORMANCE INDICATORS 

_ Return on Equity Ratio (REOL - - - ~ 

Coverage Ratio I Solvability Ratio vs. PVK Standards _ 

Initial Yield vs. Cap Rate 

K ental Price Level 
Customer Satisfaction Survey 

Consumer Price Index ---~----- - -
_JJnemployment FiJEire~ _ _ 

Gross National Product (GNP) 

I ABC Real Estate Market Valuation 

H ge Dutch Population 
Perlormance Dutch Stock Market 

_ Overhead Value Anal~s (~VL_ 
Career Qualification vs. Demand Career Profile 

Internal Rate of Return (/RR) -
Initial Yield (BAR or NAR) vs. Cap Rate 

I Stability in Value 

Transaction Speed_ - -
Transaction Size ----- - --- ~ 

Transaction Costs 

t, Branch Return vs. Other Branches' Return 

- ~ 
I 

~ 
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1 
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Fig. 9. 1 Critical Factors and corresponding Performance Indicators in Real Estate Investments. 

9.4 MATCHING PERFORMANCE INDICATORS WITH FUNCTIONAL CHARACTERISTICS 

The critical factors from the decision model of chapter 8 have been turned into 

performance indicators in the previous paragraphs. These indicators can be measured 

within the real estate portfolio of the pension fund or insurer and can be related to their 

demands. If any inconsistencies occur from the measurements, measures will have to be 

taken against these irregularities. One of the possibilities is an investment in real estate 

derivatives as an addition to the existing real estate portfolio. This paragraph will show 

whether or not a real estate derivative investment is effectively a correct choice for these 

problems. 

As discussed in chapter 8, real estate derivatives have very different characteristics. The 

Added Value within the real estate portfolio lies within this unicity of one or several 

characteristics. If characteristics of real estate derivatives can influence a weakness 

within the real estate portfolio, an investment in that real estate derivative may 

contribute to the solution of the bottleneck. From this it follows that if the functional 

characteristics, as described in chapter 3 (figure 3.11 ), are able to influence negative 

performance indicators on one or more points, it is possible to reduce the 
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underperformance of that indicator by means of an investment in real estate derivatives. 

In that situation , it is best for the investor to invest in that real estate derivative, of 

which the characteristics show a strong match with the concerning performance indicator. 

Because of this it is not only possible to analyse whether or not real estate derivatives are 

able to offer a solution for the bottlenecks of the pension funds and insurers, they can 

also judge the characteristics of this real estate derivative necessary to be able to solve a 

specific bottleneck. 

The matrix in figure 9.2 shows the relations between the performance indicators and 

functional characterisations of real estate derivatives80• For the sake of completeness, in 

the matrix the bottlenecks from chapter 3 are set up on the left side as critical factors, 

from which the performance indicators follow. To the right the functional characteristics 

from the decision model have been entered. 

80 A relation indicated with an X means a positive relation between performance indicator and 

functional character, with which · implies a negative or lacking relation. 
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CRITICAL FACTORS [CHAPTER 3} PERFORMANCE IND/CA TORS 

Financial Performance Return on Equity Ratio (RED) 
-- -- - -

Coverage Ratio I Solvability Ratio vs. PVK Standards 

Initial Yield vs. Cap Rate 
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- - -- - - - -
Customer Satisfaction Survey 

Economic Context Consumer Price Index 
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Unemployment Figures 

Gross National Product (GNP) 

Location I ABC Real Estate Market Valuation 
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Performance Dutch Stock Market 

Managing Issues Overhead Value Analysis (OA V) 
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Yield Level 

Volatility 

Liquidity 

Sector Bias 

Internal Rate of Return (/RR) 
-----

Initial Yield (BAR or NAR) vs. Cap Rate 

I Stability in Value 

~ Transaction Speed 

Transaction Size 

Transaction Costs 

Branch Return vs. Other Branches ' Return 

Fig. 9.2 Relation Matrix discussing critical factors, performance indicators and 
functional characteristics. 

-

-

-

~ 

[CHAPTER 9] 

- - - -

-

- -

- -

I 
- - -

-{ • • 
-

I • 
• - - - • .--• 

,. 

FUNCTIONAL CHARACTERISTICS [CHAPTER BJ 

✓ ✓ ✓ 
I- - - - - - - - -I I ~ ;i r- f/) ~ ~ ~ 0 ll 

I i: Ill 

I 
,0· iii 

I 
:l ai 1 ~- ii;· 

:l C: :l ::0:-
Ill i §; §} ~ ~- i. ...... 

I 
g. i (I) :::-: 0 ~ ~ a ~ :::!: 
:l (ti I 3 I t 0 ~- (I) Ill c :l 

~ o· ::. 3 0 
'<: g. I I 2!. 0 

:l ...... :l :b ,, 
IT1 

~ 0 ::!; I i 0 (I) 

ii,· 0 :l 

:l I fil" [ 
~ 

I I 

• I t t I 

- - -

' * X ' 

J ~ X - - -;- - - X 1 X 
lL X - - - x - x__ ! x____ 

I X - .... - X x - X X 

X - t- - x t- - X - l - - - - x - X - -
+- ' .... X , : L J - - - ~ -- - - -- - ..... - - ..... - -- - - - .... - - - - ' I 

X - • - IX\ • IX\ X - I 

- - ~ - -r- ~ - - - I 
I ! - - x X ~ .... - X X 

X • (X) j I 
' - ' - ,- ; -r- - ' -- - - X • - - - - I 

' I X - -t- - X • - )(_ X - , -

' 1 

X - .... - X ¥ - X X l 
' 

X X x X - • - X X I 

X • X X X I I 
' - _, - - -• ] - X X - - - X -- X • X X - - X - I 

-+ - i - ! - l - X - 1 
(X) i X X I 

KON/WIN D OMEN - REAL ESTATE D ERIVATIVES 



It is important to note that the research does not pretend to reflect completeness in the 

absolute sense by means of the matrix in figure 9.2. Differences in defining the concepts 

can occur per individual or enterprise, as a result of which several results may be possible. 

At any time it is crucial to define the used concepts univocally before using the matrix. 

This research frames the used terms in , e.g. , chapter 3.8 and this chapter. 

9.5 RESULTS FROM MATRIX 

The most striking (mis)matches and other important conclusions from the matrix will be 

discussed here. 

9.5. 1 Match 

The question with each possible relation was: "Is the functional characteristic able to 

positively or negatively influence the concerning performance indicator?" It will differ per 

real estate investor how the relations between the functional characteristics and the 

performance indicators are substantiated. Therefore the relations in this paragraph cannot 

be considered as the only possible interpretations, but have to be considered as an 

example. By way of illustration, the first indicator in this paragraph will be discussed in its 

entirety as an example. For a complete discussion per relation , see appendix VI. Here only 

the most striking issues in the matrix will be discussed. 

Return on Equity Ratio (REO) 

In the event of the indicators that have been used in the Financial Performance, the 

functional characteristics showed an identical relation: Risk/return , diversification 

potential, volatility, management and Valuation are all characteristics that are able to 

positively influence a possible underperformance concerning the REO, Coverage or 

Solvability ratio and Initial Yield. The ensuing four are not. 

By investing in real estate derivatives it is possible to adapt the risk/return profile to 

the wishes and requirements of the pension fund or insurer. By setting higher return 

requirements, the objectives concerning the REO can be satisfied, with which (against 

the nature of pension funds and insurers!) the higher risk expectations must be taken for 

granted. 

Real estate derivatives give investors the possibility of diversifying without having to 

invest in the underlying assets. This diversification potential is able to still provide the 

investor the desired optimum real estate investment mix. The REO that has set 

beforehand on the basis of that optimum real estate portfolio, can nevertheless be 

achieved by using real estate derivatives as a diversification product. 

When a higher return is required , a high degree of volatility may bring the desired 

result. A higher risk profile is directly linked to that , but that will have to be ignored 

again when purely a high return is required. An investment in real estate derivatives 

may contribute to the return because of the possible high degree of volatility. 

A properly functioning management should be able to influence the return positively. To 

that end this management should , however, work efficiently and structured. Too a 

much lesser degree, investing in real estate derivatives requires knowledge and labour 

intensiveness, as a result of which it becomes fairly simple for the pension fund or the 
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insurer to manage the assets and as a result the objectives can be achieved more 

simply. 

The simplicity of product valuation , with which fluctuations can be minimized , may 

have a positive impact on the return. Roughly the same argument applies to this as used 

for the volatility: a high degree of uncertainty concerning the valuation results in an 

increased risk. The return remains the same. By minimising the fluctuations, the return 

will increase proportionally. 

The remaining characteristics hardly influence the performance indicators. 

9.5.2 Notable Results 

The results concerning the performance indicators for the REO also apply to the Coverage 

and Solvency Ratio and the Initial Yield . The argumentation slightly differs, but will mainly 

run analogous. For both indicators controlling the indicator is key. In both cases the 

objectives affect the result of the fund or insurer. 

It is remarkable that the Yield Level indicators have the same relations with the 

characteristics of real estate derivatives as those of the Financial Performance has. This 

can be explained by the indicators. All indicators relate to the real estate portfolio return 

or the intended result . The indicators are closely related to each other and therefore 

'score ' equal matches. 

The performance indicator ' Branch Returns' should be mentioned here too. This also 

concerns a return-related indicator. Only concerning the characteristic Valuation another 

result is shown. This can be explained by the fact that here it does not concern the 

relation between its own assets and other, similar assets, but assets of several branches. 

As a result , these assets are cannot be optimally compared with each other. The returns 

of the different branches are compared with each other here, from which the conclusion 

follows whether or not the returns of the own assets satisfy the expectations. 

Differences in number of matches 

Not each functional characteristic of real estate derivatives produces a equal number of 

matches. Thus, real estate derivatives that have a high degree of Transparency/ 

Efficiency, Liquidity and Standardisation , can only be used as a solution to a small 

selection of occurring bottlenecks. On the other hand, there are characteristics like 

Diversification Potential, the Volatility and simple and fast Management. Real estate 

derivatives that have these characteristics to a great extent, may be used with several 

discrepancies between objectives and observed values, in order to improve the results. 

However, it is not suggested that it is possible to draw up a certain order ranging from the 

least to the most important characteristics. 

Significant Individual (mis)matches 

Each mutual relation has been based on other facts , as a result of which also the intensity 

between the relations will be mutually different. Thus, the relation between Management 

as functional characteristic of real estate derivatives and the Customer Satisfaction Survey 

resembles a 'perfect match ', which will be discussed in the next paragraph. Management 

is so important in terms of customer satisfaction that a real estate derivative that 'scores ' 

highly positive, could be highly defining in respect of problems with customer satisfaction . 
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The relations between Psychological Aspects and the performance indicators ABC Policy 

Method and Overhead Value Analysis (OAV) are marked with an (X). This score indicates 

that only in certain cases there is a link between both aspects. In the case of the ABC 

method it can occur that in practice the discrepancy between the measured value and the 

objective is caused by Psychological Considerations. This means that in that case decisions 

have been taken on a more individual, instinctive basis instead of on entirely rational 

grounds. 

In this way the relation between psychological characteristics of real estate derivatives 

and the OAV can be explained. The difference between measurement based on the OAV 

and value objectives set in advance can be caused by failing management. In its turn this 

failure can be caused by psychological aspects. Real estate derivatives cannot be 

influenced by psychological (management) influences. Hence, this problem can be solved 

by means of an investment in real estate derivatives. 

9.5.3 Perfect Match 

There are three critical factors or bottlenecks that match 'perfectly' the functional 

characteristics of real estate derivatives. This implies that the required critical factors 

directly return in the characteristics of real estate derivatives. Because of this the 

relation with the real estate derivative is '1 on 1' , from which it can be concluded that in 

the event of problems regarding one of these indicators, investment in real estate 

derivatives may offer a good solution. It concerns: 

• Management issues - Overhead Value Analysis; 

Career Qualification vs. Demand Career Profile; 

• Volatility - Stability in Value; 

• Liquidity - Transaction Speed; 

Transaction Size; 

Transaction Costs. 

This perfect match does not mean that this is the only relation that can be mentioned 

with these performance indicators. The matrix of figure 9.2 shows the other matches, 

with which the Volatility only has two mismatches. Also the indicators of Liquidity can be 

improved by means of a considerable number of characteristics. Unlike Management 

Issues, which has almost no other matches. 

9.5.4 Mismatch 

Three times a performance indicator is influenced positively by none of the distinguished 

real estate derivative characteristics: 

• Unemployment Figures; 

• Gross National Product; 

• Age Dutch Population. 

These indicators are so called 'mismatches' , where also the Consumer Price Index is 

hardly able to show relations with one of the functional characteristics. In addition , the 

relations found only show marginal influences. This means that problems concerning these 

aspects cannot be controlled by means of investment in real estate derivatives. Another 

solution must bring help in these cases. For that matter, these results are no real surprise. 
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This situation concerns all indicators that reflect economic context or local/national 

factors. These are market factors that cannot be influenced by an enterprise like a 

pension fund or an insurer. They are market developments that have to be dealt with, for 

example by means of proper studies. These studies can be used properly asses the future 

trends that will be anticipated by market parties. However, reducing these market 

developments is impossible. Not even the investment in real estate derivatives can change 

that. 

The performance indicator Performance Dutch Stock Market is an exception , because this 

concerns a specific market: the stock market. Depending on the circumstances, for 

pension funds and insurers it is possible to adjust the shares volume in t imes of favourable 

or (very) unfavourable results on the stock exchange. With this characteristics such as 

diversification potential and liquidity represent significant advantages of investing in real 

estate derivatives. 

9. 6 CONCLUSION 

The connection between the bottlenecks in real estate investments with Dutch pension 

funds and insurers and the characteristics of real estate derivatives presents problems. 

These are caused by a gap between the slogans of the pension funds and the insures and 

those of the real estates industry. Therefore a 'translation ' is necessary to link the 

bottlenecks and functional characteristics of real estate derivatives. The bottlenecks 

described in the third chapter are included as critical factors in the rest of this chapter. 

These factors have been made measurable by setting up performance indicators. The 

performance indicators can be related to the functional factors or characteristics. By 

means of finding 'matches' and 'mismatches', a judgement has been made concerning the 

usability of investments in real estate derivatives in the event of a certain problem. A 

'match' means that there is a link between the functional characteristic and the identified 

bottleneck. A 'mismatch ' obviously means the opposite. 

From figure 9.2 the following conclusions can be drawn: 

• Three identified bottlenecks (or critical factors) are directly reflected in the 

functional characteristics of real estate derivatives: 

Management; 

Volatility; 

Liquidity. 

This implies that real estate derivatives with a high degree of one of these 

characteristics may provide a solution discrepancies among the performance 

indicators concerned. 

• The solution for problems concerning financial performance lies in investments in 

real estate derivatives having high 'scores' in Risk/Return , Diversification 

Potential, Volatility, Management and Valuation. Real estate derivatives with 

these characteristics are also of use when improving possible problems around 

the Yield Level. 

• In the market for pension funds and insurers the Economic Context and the 

Local/National Market Factors are bottlenecks that are hardly or not solvable by 

investments in real estate derivatives, because of the lack of a match. Those are 
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market factors that have to be dealt with and have to be anticipated , by means 

of adequate forecasting studies by institutions like the Central Statistical Office 

(CBS) and the Government Body for Economic Planning (CPB). 

• The characteristics Diversification Potential, Management and also Risk/Return 

have a high number of matches with the performance indicators in this research . 

Subsequently, real estate derivatives that are able to show high scores on these 

components can be the solution for a lot of discrepancies among the performance 

indicators. This in contrast to the Psychological Aspects, which show only a few 

matches and hence for the most part can only be used under certain conditions. 

In this chapter the function and the purpose of the matrix have expressly been explained. 

Note that the presented indicators and associated matches cannot be used as the solely 

possible solution. The theory behind the matrix in chapter 9 can be used as a blueprint for 

Dutch pension funds and insurers, with which the results presented here can be deviated 

from , according to the own strategy and insight. 

Next Chapter 

In the next chapter the step back to the practice will be taken. The real estate 

derivatives from the theoretical model of chapter 8 will be judged in terms of practical 

feasibility. Statements will be made as to which real estate derivatives may be successful 

on the Dutch real estate market in the short term. 
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REA.L ESTATE DERIVATIVES 
l,N PRACTICE 

• In dit hoofdstuk wordt het tot nu toe grotendeels theoretisch onderzoek aan een praktische toetsing onderworpen. Aan de 
hand van interviews en een voor dit onderzoek georganiseerde paneldiscussie, wordt de implementatie van de 
vastgoedderivaten uit het beslismodel van hoofdstuk 8 op praktische haalbaarheid beoordeeld. 

• Uiteenlopende redenen worden gegeven bij een positieve of negatieve beoordeling. De vastgoedderivaaHypen die de 
meeste kans van slagen hebben, zijn: 
1. Derivaten op basis van een directe vastgoedindex; 
2. Derivaten op basis van een indirecte vastgoedindex. 

• Voor de overige theoretische vastgoedderivaten zijn te veel en te invloedrijke argumenten geldig die een verdere 
implementatie op de korte termijn in de weg staan. 

10.1 INTRODUCTION 

In imitation of chapter 8 and 9 in which the theoretical possibilities of real estate 

derivatives have mainly been discussed , this chapter will deal with the practical feasibility 

of real estate derivatives. It has been shown in chapter 9 that, in the case of complete 

implementability in the real estate market, real estate derivatives in divergent forms can 
solve nearly every bottleneck in the market. But is it also possible to link that theory to 

practice? In other words: is it possible to place all possible real estate derivatives 

effortlessly in the market? 

- ;. ' : . . . ~ ~ 

I - - • - ,- • ". ;' IND~X . -

Fig. 10. 1 All theoretical real estate derivatives based on differences in listing, underlying value 

and indexation 
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Also on the basis of the results of a panel discussion, which has been organised as part of 

this research , the theory will be reviewed in terms of practical feasibility. The 

participants to the panel discussion are all specialists in the field of real estate 

investments and have taken part in the discussion in that capacity. During this 'brainstorm 

session ', the specialists have criticised the real estate derivative possibilities by means of 

twelve sharp propositions. These propositions are specified in appendix VII. The 

judgements as a result of this meeting can be considered as a sign of acceptance. The 

names of the participants to the panel discussion have been incorporated in the List of 

Experts. 

Furthermore, by means of experiences gained during the research and resulting from 

literature study, statements concerning the feasibility of derivative products will be given 

in this chapter. For a similar vision about the practical feasibility of real estate 

derivatives, see Kruijssen [2003] . 

10.2 REAL ESTATE DERIVATIVES BASED ON DIRECT REAL ESTATE 

Enterprises that would want to trade derivatives on the basis of direct real estate, 

whether or not by means of a Stock Exchange listing, will be faced with a number of 

difficulties. Two well-known phenomena from the insurers world will play an important 

role with this type of real estate derivatives: adverse selection and moral hazard. 

Adverse selection means that in a certain investment construction between two parties an 

unequal or inefficient operation takes place, which is caused by differences in information 

(or information asymmetry) [KoRP1os, 2003] . In practice this may have large consequences for 

the transaction . It could easily occur that one of the parties will act according to the 

impact of this phenomenon and in this way puts the other party at a disadvantage. 

Moral hazard connects to this: there is a risk that as a result of a contract between two 

parties one or both of these parties wil l adjust its (their) behaviour towards the 

counterparty in a negative sense [INVESTOR WORDS, 2003] . This is caused by the securities that 

result from the contract. The traditional example originates from the insurers world , 

where the coverage against possible losses may contribute to taking increased risks. The 

opposite will occur much more often in practice: as two parties enter into a contract for a 

certain period , the focus of the sitting management concerning the short-term return will 

drop compared to the long-term return. Costs will be postponed and funding will be 

applied in more relational environments. This process will be all the more stronger if the 

contract has a fixed expiry date [To KRUIJSSEN, 2003] . 

Finally, numerous legal and tax rules influence derivatives that are based on direct real 

estate. These rules could have a (strong) negative contribution to the success of these real 

estate derivatives. For a more elaborate explanation of this legislation, reference is made 

to Kruijssen [2003] . 

The influence of the above phenomena and rules on a derivative based on direct real 

estate, will render this type of real estate derivatives useless in practice, irrespective of 

the manner of trading, see figure 10.2. 

Fig. 10.2 Real Estate Derivatives based on Direct Real Estate. 
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10.3 REAL ESTATE DERIVATIVES BASED ON A DIRECT REAL ESTATE INDEX 

The arguments applying to a derivative on direct real estate, can hardly, or not at all , be 

applied to the development of a derivative based on a direct real estate index. The index 

eliminates adverse selection and moral hazard. It is not possible to influence the 

management of the direct real estate directly and it is also impossible to enter into an 

unequal transaction. 

In this case the derivative is based on (reasonably) competitive 'basket' of direct real 

estate81 • 

If a listed derivative is developed, a number of conditions have to be satisfied in the 

market of the listed derivative. One of the most important conditions is the possibility of 

'going short' on the underlying value. The example from chapter 5, the London FOX 

Failure, shows that because of the impossibility of going short , the market will not be able 

to function. In going short there must be a counterparty that can and will take a contrary 

position. In other words: the market for listed real estate derivatives needs to be 

maintained. For this market makers are essential82• The impossibility of this requirement 

within the real estate sector is mainly caused by the unicity of direct real estate or the 

heterogeneity of the direct real estate market. 

A derivative on the basis of a direct real estate index that is not traded on the Stock 

Exchange, however, has potential. It unites the lack of psychological/management 

influences with the lack of the requirement of being able to go short. This is reflected in 

figure 10.3. 

'~ -.? . " 
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Fig. 10.3 Real Estate Derivatives based on Direct Real Estate Index. 

10.4 REAL ESTATE DERIVATIVES BASED ON INDIRECT REAL ESTATE 

For derivatives on indirect real estate mainly the same arguments apply as with 

derivatives based on direct real estate. This contrasts with the result of the theoretical 

description of chapter 2. In this description a considerable number of differing aspects 

were indicated, which could certainly be decisive when developing real estate derivatives. 

In practice it turns out that it will not come to that. Adverse selection and moral hazard 

are also phenomena with derivatives on Dutch indirect real estate that throw a spanner in 

the works. In practice it appears that the Dutch indirect real estate (in the form of real 

estate funds) is not purely indirect. Nearly all funds only have a very limited number of 

shareholders, as a result of which these shareholders are capable of influencing the 

81 'Basket' of real estate - the basket direct real estate is not a 1CXJ% correct reflection of the direct 

real estate market, because not all direct real estate investments have a share in the index, the 

ROZIIPD index in this case. Moreover, mainly the large multinationals or otherwise large real estate 

enterprises of the Netherlands are associated to this index. Because of this a misrepresented picture 

of the 'market' can arise. 

82 Market maker - A brokerage or bank that maintains a firm bid and ask price in a given security by 

standing ready, willing, and able to buy or sell at publicly quoted prices (called making a market). 

These firms display bid and offer prices for specific numbers of specific securities, and if these prices 

are met, they will immediately buy for or sell from their own accounts [lnvestorwords, 2003]. 
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returns on the underlying value and management disproportionately, as a result of which 

the term indirect real estate83 can hardly be used (on the basis of characteristics). 

Kruijssen [2003] provides another reason for the practical unfeasibility of these real estate 

derivatives. In spite of the complete separation between the management of among other 

things real estate partnerships and the economic owners, these partnerships still miss the 

size to be able to develop a derivative84• 

Also with indirect real estate legal and tax rules and legislation is applicable that could 

obstruct an introduction of derivatives based on indirect real estate. This will not be 

discussed any further. 

Figure 10.4 shows the consequences of the above reasoning. 

~ .•-· . 
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Fig. 10.4 Real Estate Derivatives based on Indirect Real Estate 

10. 5 REAL ESTATE DERIVATIVES BASED ON A NON-LISTED INDIRECT REAL ESTATE INDEX 

In paragraph 10.3 the (im)possibility for market makers to go short on the underlying asset 

has been discussed. This argument continues to exist in the case of indirect real estate 

investments, due to the considerations that have been discussed in the previous 

paragraph. As a result , here too the listed real estate derivative can be considered as a 

non-realistic possibility. 

Trivial though it may sound in the first place, the index does need to be available. 

Practically this means: in order to be able to introduce this type of real estate derivative, 

an indirect real estate index has to be operational. An index that is supported by 

sufficient capacity and confidence from the market. At this moment INREV85 are working 

hard to put up such an index, but they are not there yet . At reasonably short notice this 

index will be a fact, as a result of which non-listed real estate derivatives based on an 

indirect real estate index will become one of the possibilities. The short-term period on 

which this will take place, provides a sufficient basis to include this real estate derivative 

in this consideration as a (future) real possibility. 

,. 

IND~ INDEX 

Fig. 10.5 Real Estate Derivatives based on a Non-Listed Indirect Real Estate Index 

83 For example Amvest, Altera, KFN and Vesteda. The shares of these funds are almost entirely in the 

hands of one or at the most two shareholders. 

84 Kruijssen states [2003] that derivatives with indirect real estate as underlying value will probably 

have a larger chance of success in Germany. The so-called German open-end funds do have critical 

mass and a professional management. 

85 INREV - European Association of non-listed Real Estate Vehicles. 
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10.6 REAL ESTATE DERIVATIVES BASED ON LISTED REAL ESTATE 

The paragraphs 2.6 and 8.2.1 discussed among other things the trade of real estate on the 

Stock Exchange and the influence of this trade on the characteristics. It can be stated that 

listed real estate only follows the characteristics of direct, but also indirect, real estate to 

a limited extent. Thus, the degree of diversification potential will be very limited. Also 

the hedge against inflation, which is highly important with directly and indirect real 

estate, has almost disappeared86• 

When considering listed real estate funds, it is notable that the trade only takes place in 

very small amounts. At present a number of funds have changed their public status into 

private again , which is an indication for the need for listed real estate in general. With 

this in mind, the need for derivatives on this type of real estate can be questioned. 

Moreover, the consideration that listed real estate is already being traded in shares on one 

central market place at low costs, that is: very fragmented. The need then to create 

derivatives decreases even more. 

It is questionable whether or not the market needs a derivative product based on listed 

real estate87• This in spite of the fact that they can be developed fairly easy. Taking into 

consideration that in fact it is no longer real estate here, this research will not include the 

listed real estate as underlying value for real estate derivatives as a practical option . That 

results in the next figure : 

Fig. 10.6 Real Estate Derivatives based on Listed Real Estate 

86 It is realistic to state that listed real estate behaves as a random share. 

87 This underlying idea is supported by the fact that absolutely no derivative is based on listed real 

estate in the Netherlands. This became clear from an interview with H. Siemerink, market maker of 

ABN AMRO. 

KON/WIN DOMEN-REAL ESTATE DERIVATIVES 



10. 7 CONCLUSION 

Based on the previous paragraphs it can stated that for now the chances within the Dutch 

real estate market can be attributed to only two products. Derivatives on the basis of a 

direct real estate index have already been developed88 and derivatives on the basis of an 

indirect real estate index will be developed further in the future . That does not mean that 

theoretically the others cannot exist, but (mainly) practical arguments obstruct the 

introduction of the remaining products at this moment. 

Especially for the listed real estate derivatives there are hardly any obstructions on the 

market, but in the current market circumstances the practical need is nil. Moreover, this 

type of real estate derivative can hardly be described as true real estate. 

Figure 10. 7 shows this conclusion once again in an overview. 

INDEX 

,. ,~ _ INDEX 

Fig. 10.7 Overview of the practical outcome of all theoretical possibilities 

Next chapter 

Chapter 11 is the last chapter of this research. The research results will be formulated in 

the form of conclusions. Recommendations for follow-up studies are also made. 

88 All products discussed in chapter 6 can be categorized as a real estate derivative based on a real 

estate index: P/Cs, P/Fs (both directly), ERECs (indirectly), etc. Also IECs should be mentioned here 

because they follow the inflation index. 
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CONCLUSIO·NS AND RECOMME'NDATIONS 

11. 1 INTRODUCTION 

In chapter 1 the problem statement has been formulated , of which the elaboration of the 

double objective must be the answer. The first part of the objective discussed the Added 

Value of real estate derivatives for the Dutch real estate market. 

"Providing insight into the question whether or not real estate derivatives add value 

to the Dutch real estate market and if so, what characteristics do these real estate 

derivatives require to meet the demand of investors in the real estate market." 

As a result of the analyses in the chapters two up to and including six, in chapter seven it 

has been substantiated that real estate derivatives for the Dutch market of pension funds 

and insurance companies can provide an Added Value. The elaboration of the second part 

of the objective took place in the chapters eight up to and including ten . 

"Designing a decision model that includes all theoretical possible real estate 

derivatives, which will subsequently be evaluated as regards their distinguishing 

characteristics and the Dutch real estate market's demand." 

A decision model has been designed in chapter eight, which has been tested both in theory 

and in practice in the chapters nine and ten . In particular the results from the practical 

test are striking in comparison with the theoretical context. 

In paragraph 11.2 the research questions are discussed per research component, with 

which the answer to these questions is central. The final conclusions of the research will 

come up for discussion in paragraph 11.3. Finally, the recommendations for follow-up 

studies follow in paragraph 11.4. 
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11.2 ANSWERING THE RESEARCH QUESTIONS 

In paragraph 1.4 the problem statement has been explained in a large number of research 

questions; these have all been answered in the research except for one. The research 

questions have been discussed in three clusters, namely: questions concerning the subject 

analysis, questions concerning the object analysis and questions concerning the designing 

part of the research. Discussing the answers to the research questions can be seen as a 

brief summary and also prepares the conclusions. 

11.2. 1 Subject Analysis 

The research questions regarding the subject part of the research have been answered in 

the chapters two and three. These are the most important findings: 

• Pension funds are (legal) bodies that raise and manage a financial capital , in 

order to be able to provide in periodic payments to pensioners, invalids or 

surviving relatives. 

• Insurance companies are (legal) bodies that cover risks financially, against 

payment of a premium during a certain period. 

• The most important trends that are noticeable at present on the real estate 

market for pension funds and insurers, are: the (international) economic 

depression, resulting in results bad stock performances, amendments in the PVK 

demands as a result of which shifts in the asset mix of the pension funds and 

insurance companies take place and ageing of the population. 

• The problems identified in the Dutch market for pension funds and insurers, are 

risks concerning: 

1. Income Structure; 

2. Covenant/Property Strength; 

3. Economic Context; 

4. Location ; 

5. Local/National Market factors ; 

6. Management Issues; 

7. Yield Level/Shift/Relativity; 

8. Market/ Portfolio/ Asset Volatility; 

9. Liquidity; 

10. Sector Bias. 

These aspects have been included as critical factors of the demand side of the 

market. 

• Pension funds and insurance companies would prefer to use real estate 

derivatives for solving or hedging all the above factors . 

11.2.2 Object Analysis 

The research questions concerning the object analysis have been argued in this research in 

the chapters 1,2 and 4 through 6. The most important findings are the following: 

• The current real estate climate for investment corresponds strongly to the 

situation on the financial market 25 years ago, when the financial derivatives 

were introduced. Following the success of these financial derivatives it is 

possible, beside the traditional possibilities for investment in real estate (direct 

and indirect (listed and non-listed) real estate, to implement (several) real estate 
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derivatives in the real estate market. Moreover, the weak economy and the 

professionalisation are reason to study the implementation of real estate 

derivatives 

• The financial derivatives have been subdivided in: 

Forwards/Futures - a future contract is an agreement between two parties to 

buy/sell an asset at a certain moment in the future (expiry date) for a 

certain price (future price). Expiry date and future price depend on 

agreement. 

Options - An option contract gives the owner (option buyer) the right - but 

not the obligation - to buy/sell a financial asset from the options writer 

(option seller) at a specified price (strike price). 

Swaps - a swap contract is a private agreement between two counterparties 

to exchange a stream of periodic payments in the future according to a 

prearranged formula. 

• The most significant real estate derivatives (after the London FOX debacle), 

which have been discussed in this research, are: 

Property Index Certificates (PICs) by Barclays de Zoete Wedd; 

Property Index Forwards (PIFs) by Barclays de Zoete Wedd; 

Europe lmmobilia Certificates (EICs) by Merrill Lynch; 

Europe Real Estate Certificates (ERECs) by Goldman Sachs; 

Inflation Exchange contract (IECs) by IEF Capital. 

These products are all fairly to very successful on the European real estate market, 

witness the number of tranches that some of these products have had so far. 

11.2.3 Design Answers 

The third and last cluster of research questions concerned the second objective of the 

research: the design. Also here the most important findings as a result of the answers to 

the research questions: 

• The 12 real estate derivatives (not taking into consideration the classification 

into type of derivative, such as futures/forwards) that are able to be developed 

in theory, are distinguished into: 

tradability of the real estate derivative - listed or non-listed; 

underlying value of the real estate derivative - direct, non-listed indirect or 

listed indirect real estate; 

underlying value of the real estate derivative based on an index or not? 

• In theory all derivatives are able to function in the real estate market. 

• However, there are large internal differences in the characteristics of the real 

estate derivatives. 

• In practice, real estate derivatives will only be usable to a limited extent in the 

short-term. 

The last research question has been raised deliberately, although it has not been 

answered in this research: "To which extent will real estate derivatives be able to add 

value to the real estate portfolios or Dutch pension funds and insurance companies?". 

When discussing the recommendations for follow-up studies this will be dealt with. 

KON/WIN DOM EN - REAL ESTATE DERIVATIVES 



11. 3 CONCLUSIONS 

As a result of the research the following can be concluded : 

1. Added Value 

Based on several economic and real estate factors it can be argued that real estate 

derivatives can add value to the Dutch pension funds and insurance companies. 

It has been proven that Dutch pension funds and insurance companies are highly 

interested in an innovative product such as the real estate derivative, in order to be able 

reduce or hedge their indicated real estate portfolio problems partly or entirely. The 

'professionals ' opinion concerning the use, function and weight of real estate derivatives 

within the portfolio diverge considerably. They are both interested in investing in real 

estate derivatives tactically and strategically. It must be noticed that within the real 

estate investment sector there is hardly any univocity concerning these terms. 

2. Model 

The variation in real estate derivatives seems to be nearly endless, particularly in theory. 

Beside the differences in types of financial derivatives, which are the basis for (e.g. listed) 

real estate derivatives, it is possible to distinguish twelve different types of real estate 

derivatives, each with its entirely own set of characteristics. 

A decision model has been developed , with which the pension fund or the investor can 

select the real estate derivative that matches their wishes and demands the most, based 

on personal preferences. From research with this model it has become clear that 

investments in real estate derivatives can contribute directly to solving or hedging 

problems concerning management, volatility and liquidity within the real estate 

portfolios. On the other hand, only very marginal links have been found between the 

characteristics of real estate derivatives and market and economic aspects that the 

pension funds and insurance companies are presently experiencing. This implies that real 

estate derivatives cannot (or hardly) be used in the event of market or economic problems 

within the real estate portfolios of pension funds and insurance companies. 

3. Practice 

In practice the emphasis will not be on all real estate derivatives. Only non-listed real 

estate derivatives on the basis of a direct real estate index, such as the ROZ/IPD real 

estate index, can be implemented successfully in the market. This is confirmed by the 

practice. All products that have been examined can be categorized as non-listed real 

estate derivatives based on an direct real estate index. In the short-term also non-listed 

derivatives on the basis of a non-listed indirect real estate index, such as the one that is 

presently set up by the INREV, will be possible. Reliability of the index and more financial 

knowledge are the most important requirements. For the other theoretical real estate 

derivatives the difficulties are too large and too numerous, as a result of which a 

successful market introduction in the short and medium term is impossible. 

The growing professionalisation will possibly allow the implementation of several real 

estate derivatives. However, specific statements about this are not possible. Also it is 

unclear when to expect an expansion of the investment arsenal of real estate derivatives 

on the Dutch real estate market. As yet, a real estate derivatives market will be long in 

coming and it even remains to be seen whether the possibilities for such a market will 

ever occur. 
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11.4 RECOMMENDATIONS FOR FUTURE RESEARCH 

This research is one of the first studies into real estate derivatives and its Added Value. 

The aim was to develop a methodology with which investors, pension funds and insurers in 

particular, will be able to manoeuvre on a real estate market in which real estate 

derivatives can play an increasing role. The recommendations that are made originate 

mainly from the scope of this research. It was not possible to discuss all facets of a new 

real estate product within one research . In the near future , as to supplement of this 

research , numerous deepenings and broadenings must be introduced, in order to gain full 

knowledge and familiarity of the product 'real estate derivative' . 

1. Qualitative research 

It has already been noted in chapter 1 that it will be impossible within this research , to 

attach a value judgement to the Added Value of real estate derivatives. The research 

question discussing this issue has been deliberately asked , although the answer would not 

be given here because of the scope of this research . On the one hand in this research it 

has been proved that real estate derivatives add value to the Dutch pension and insurance 

market, but on the other hand it was not possible to indicate to what extent this Added 

Value is 'an addition '. In other words, it is impossible to determine the effectiveness of 

real estate derivatives based on the achieved research results . Follow-up studies will have 

to provide insight into the extent in which it is possible to use real estate derivatives for 

solving or hedging problems within the real estate portfolio of investors. It is by no means 

certain whether real estate derivatives can be used to create sufficient critical mass for 

them to be able to play a significant role at the same level as the often huge real estate 

portfolios. Also, follow-up studies must show the impact of the real estate derivative. At 

this moment it is not possible to judge whether or not it is correct to state, for example, 

that with problems within real estate portfolio with a scope of say EUR 1 million , an 

investment in real estate derivatives with a value of EUR 2 million will be sufficient, at an 

assumed hedge capacity of a minimum of 50%. Or are there still more complicating factors 

that may influence this fairly simple reasoning? By examining this valuable information, 

faith in and familiarity with real estate derivatives within the real estate market will 

grow, which will increase the chance of a successful further implementation and will 

contribute to the professionalisation in the real estate branch. 

2. Set up a lobby organisation 

Implementation of a new products on a market affects the entire market and all of its 

participants. Certainly in a market such as the real estate market it is very important in 

light of the professionalisation to establish a central lobby organisation. This organisation 

would have to perform researches into innovation in the field of real estate investments. 

Then the individual enterprises will take over the results of this trustworthy lobby 

organisation and effectuate them in practice. More than other parties, such a lobby 

organisation should be able to fully focus on collecting data and conducting research . The 

lobby organisation should operate on all submarkets in the real estate market and create a 

basis for innovation. The need for knowledge exceeds the borders of the real estate 

market; knowledge of among other things economic, financial and fiscal/legal matters are 

essential in order to reach a higher level of univocity within the 'own ' real estate 

investment sector. In my opinion only then the professionalisation will take a large step 

forward with respect to investments within the real estate market. 

I expect that the Dutch real estate enterprises will not simply dive into the use of real 

estate derivatives. Mainly there will be careful reactions to the increasing attention for 

the implementation of real estate derivatives. The inquiry that has been made within the 
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scope of this research among a large number of real estate investors/ users, showed similar 

results. Generally the enthusiasm for the idea of innovation within the sector is received 

positively. However, a conservative attitude dominates most of the investors when it 

concerns effective investments in such products. Lessons can be learned from for example 

the financial market, where it is impossible to imagine a market without the financial 

derivative as an investment option. 

3. Broadening and deepening the research 

On several issues deepening or broadening within the research will yield valuable 

information. 

• The subjects that have been analysed in this research are the Dutch pension 

funds and insurance companies. This has been done to define the research . The 

differences between pension funds mutually and the different forms of insurance 

companies have not been further discussed. During subsequent research this 

refined definition of the subject, however, should be used in order to be able to 

provide a detailed insight into the demand of this part of the market. 

• In follow-up studies this limitation should be released , for example by involving 

all institutional enterprises in the Netherlands in the research. This broader 

approach will make it possible to create a total overview of the potential market 

for real estate derivatives in the Netherlands. 

• In the future , broadening the research should also concern the objects. The 

definition of the product 'real estate derivative' can be given a broader sense, so 

that more existing and future products will be mentioned under the denominator 

'real estate derivative '. This way it will be possible to outline a more specific 

picture of the possibilities for investments on the real estate market, as a result 

of which real estate derivatives can be positioned in the market with more focus. 

In my opinion , markets such as the United States and Japan must also be 

examined. The American market has a fully developed bond market, of which the 

risk/return characteristics strongly resemble the real estate derivatives. 

• Whereas this research only discusses five of the most well-known real estate 

derivatives, follow-up studies should pursue completeness. This does not merely 

mean that (nearly) all existing real estate derivatives should be categorized. 
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4. Repeating the process 

Under changing market circumstances the demand for products can also change. 

Therefore, conducting the research again in this quality following developments on the 

real estate market, is a necessity. The procedures and tools which have been used in this 

research remain unaltered, but the input and accordingly the results will change. 

As a result of positive changes under the influence of the current professionalisation in the 

real estate market, more possibilities within the market will occur and consequently more 

real estate derivatives will become applicable in practice. Repeating these steps by 

analogy with this research will reveal which possibilities can be exploited. 

The used procedures and tools also have to be field-tested regularly under existing market 

circumstances in order to guarantee the supporting function of these instruments. 

5. Implementation order 

The introduction of the products that have already been introduced in the real estate 

market, has immediately drawn the attention of the investors in the real estate market. 

Their opinions are mainly positive, in spite of the very sceptical attitude of the market 

(see point 2). The developed products are fulfilling a true pioneer role within the real 

estate market. It is now a matter of performing targeted research into the follow-up 

steps. For a considerable time it will still be impossible to set up a real estate derivative 

market, analogous to the London FOX. In my opinion several products on the current real 

estate market will be introduced, with particular emphasis on the diversification. More 

types of products with a different nature will be introduced, which will underline the 

versatility of the product. The confidence in the product will grow, which will encourage 

studies into new possibilities. Only with a long-term use of and major (international) 

familiarity with real estate derivatives in all its degrees, it will be useful to start a study 

into setting up a real estate derivatives submarket within the real estate market. The 

seven 'lessons from the London FOX failure' must be carefully considered with this. 

6. Alternatives 

If subsequent researches produce results showing that the chances for a successful 

implementation of real estate derivatives in the real estate market are minimal, other 

(new) products should be examined. In my opinion the methodology use in this research 

can be prolonged for the most part. That implies that again a target group analysis must 

reveal the wishes and demands that the new product must satisfy. Also the matrix can be 

used when a certain type of product has been chosen. 
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1. 1 

1.2 

APPENDIX: 

FORWARD AND FUTURE CONTRACTS 

FORWARDS AND FUTURES CONTRACTS 

This appendix will start with the first major type of derivatives, that is forward and futures 

contracts. In the first paragraph the 'general' definition of forwards and futures will be 

derived. Thereafter, paragraph 1.2 describes the major differences and the corresponding 

result for the definitions stated in the first paragraph. Paragraph 1.3 then balances the 

advantages and disadvantages of forward and futures contracts. In addition , this paragraph 

will define which investors are attracted to the different instruments. After the analysis of 

these (dis· )advantages, paragraph 1.4 will explain the long and short positions with the use 

of profit diagrams. Finally, in paragraph 1. 5 the factors and relationships that determine 

the price of these derivatives will be discussed. 

Definitions 

A forward or futures contract is an agreement between two parties to buy or sell an 

underlying asset at a predetermined date in the future at a predetermined price [Hull , 

1998). This definition states that forward and futures contracts are based on the same 

principal, that is an agreement (obligation) to trade an asset in the future at a certain time 

and price. Although the basis of these instruments is the same, there are some important 

differences which contribute to the existence of these two separate derivatives. 

Differences between Forwards and Futures 

Table X.1 displays the five major differences between forwards and futures , all differences 

are explained in detail in this paragraph. 

Table 1.1 The differences between Forwards and Futures. 

Market 

Contract terms 

Default risk 

Liquidity 

Cash Flows 

Source Baker. 1998 and Hull. 1998 

Forward contract 

Over the counter market 

Customized 

Yes 

Low 

No 

Futures contract 

Organized exchange 

Standardized 

No 

High 

Yes 

The first difference concerns the type of market in which the two instruments are traded. A 

forward contract is traded in the Over-The-Counter market (OTC), whereas a futures 

KON/WIN DOMEN - REAL ESTATE DERIVATIVES APPENDIX I 

I 



contract is traded on organized exchanges. There are two major differences between an 

OTC market and an organized exchange. First, in an OTC market the market makers and 

brokers do not physically meet at a certain place [Hull , 1998] . With an organized exchange, 

e.g. New York Stock Exchange, the trading takes place in a physical place. Second, in the 

OTC market there are different market makers (e.g. the NASDAQ market) , while on an 

organized exchange there is usually only one market maker per security [Iowa State 

University, 2002] . 

Forwards and futures also differ in the way contract terms are set. A forward contract can 

be seen as a 'handmade ' contract , that is both parties made an agreement on the contract 

terms (in the OTC market) . This is clearly different from a futures contract, which 

represents a standardized contract , with a standard quantity (and quality) of an underlying 

asset. This second difference between forwards and futures has important implications for 

the default risk of the different instruments. 

Because a forward contract is handmade as described in the last paragraph, a forward 

contract has substantial default risk for both parties involved in the agreement. This is not 

the case in a futures contract , there the clearinghouse of the organized exchange prevents 

losses from defaults to parties [Hull , 1998]. 

A fourth difference between the two derivatives is the lack of liquidity associated with 

forward contracts. As can be expected a standardized futures contracts is more liquid than 

a handmade forward contract for two initial parties. 

The fifth and last difference between forwards and futures is the corresponding cash flow 

pattern of the instruments. Forward contracts do not require payment until settlement. 

This is different for the futures market, which uses the principle "marking to market ". 

Marking to market means that the position of an investor is adjusted to the market value on 

a daily basis [Hull , 1998] . This procedure reinforces the third difference between forwards 

and futures , that default risk is lower in the futures market. Especially when the 

accumulated profits and losses in a forward contract are high, default risk increases when 

cash payments are postponed until the delivery date [Hindu Business Line, 2000]. 

To end this paragraph about the differences between forwards and futures, the following 

two definitions will be used during the rest of this paper. A forward contract is an OTC 

obligation obliging both parties involved in the contract to trade a fixed amount of 

underlying asset at a predetermined price on a predetermined date in the future . Within 

this type of agreement there are no cash flows before the maturity of the contract. On the 

other side, a futures contract is a highly standardized exchange traded contract, where the 

exchange guarantees both parties to pay the loss in case one defaults. As a result of this, 

buyer and seller are required to put up collateral in the form of a margin (in most cases 

equal to a certain percentage of the contracts underlying value) . Now, the definitions and 

differences between the two instruments are clear, it is time to have a look at the (dis

)advantages of these derivatives. 
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1.3 

1.4 

Advantages and Disadvantages of Forwards and Futures 

This paragraph will start with some general advantages and disadvantages of forwards and 

futures. Thereafter, the two instruments will be compared with each other to find out 

which investors are attracted to the different instruments. 

There is a diversity of reasons for portfolio managers to invest in forwards and futures. 

These reasons vary from hedging interest rates, foreign exchange rates, or commodity price 

fluctuations till using derivatives for a component of the salary of top-management 

(especially options) . As long as the portfolio manager understands the nature of the 

instruments and their purpose, than futures and forwards can add substantial value. 

Furthermore, the futures and forward markets have proved to stay very liquid also in more 

extreme market conditions. They also offer global diversification at low costs, because 

these instruments are traded in many countries and this way it is possible to diversify at 

lower costs than buying the underlying values. Finally, the investors does not need a bull 

market to profit in the futures or forward markets, short positions can also be beneficial in 

a bear market. 

Off course , there are also disadvantages associated with investing in derivatives. First, due 

to the fact that forward transactions are not regulated , these instruments are subject to a 

high amount of credit risk. This is not the case with futures as seen earlier. Further, both 

futures and forward accounts are taxed each year. This is done both on net realized and 

unrealized appreciation. Finally, past performance is absolutely not necessarily an indicator 

of future results . 

As a result of the differences named above, each instrument has a different type of traders. 

Typically, a forward contract involves delivery of the underlying asset, where as in the 

futures market only 2 percent of the transactions result in a delivery [Hull , 1998] . 

Therefore, in the futures market many speculators bed on movements in the underlying 

asset without really considering to settle the contract. Most futures investors enter opposite 

positions before maturity of the contract, to cancel out the obligations of the agreement. 

Long and Short Positions 

In paragraph 1.1 became clear that a forward or futures contract is an agreement between 

two parties to buy or sell an underlying asset at a predetermined date in the future at a 

predetermined price. This definition states that there is one party that agrees to buy, 

called the long position, and one party that agrees to sell the underlying asset, called the 

short position . This paragraph will fi rst explain the long position and thereafter the short 

position , both with the use examples and profit diagrams. 

Figure X. 1 displays the profit diagram of a long position in a forward or futures contract . In 

this figure the delivery price is CHF 1,000 (Swiss francs) , which can be seen by the fact that 

when the market price at the delivery date is also CHF 1,000, the profit is zero 

(interparagraph of the profit line with the x-axis) . This diagram also clearly illustrates the 

losses for the long position, this occurs when the market price at the delivery date is lower 

than the agreed price (delivery price) . For example, when at the end of the contract the 

market price is CHF 800, the investor still has the obligation to buy for CHF 1,000. This 

means a loss of CHF 200 for the long position. Off course, when the market price at the 

delivery date is higher than the delivery price the long position makes a gain (reflected by 

the green part at the right of the interparagraph with the x-axis). 
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Figure X.1. Profit diagram of a long position 

Dellvety Price 
CHF 1.000 

Source: Tutorial of Zurich Financial Services Group. 

Profit & Loss 

Market Prlc.e 
at 
d@lilwry date 

Figure 1 illustrates the opposite side of the transaction , that is the short position . As can be 

expected this diagram is the opposite of the long position. The short position gains when 

the market price at the delivery date is lower than the delivery price of the contract (CHF 

1,000). This is reflected by the green part at the left of the interparagraph with the x-axis. 

The other way round, an investor which is short in a forward or futures contract loses when 

the market price at the delivery date is higher than the delivery price of the contract (CHF 

1,000). 

Figure 1. Profit diagram of a short position 

Delivery Price 
CHF 1,000 

Source: Tutorial of Zurich Financial Services Group. 

Profit & LO$$ 

Market Pric.e 

:at 
defivecyda e 

If both diagrams are combined (see figure X.3) , an interesting feature of the 

forward/futures market comes into sight, namely the described market is a zero sum 

market. This statement requires that the profit (loss) of the long position is entirely off set 

by the loss (profit) of the short position. As the diagram illustrates, this certainly is the case 

in the forward/futures market. 
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Figure X.3. Combined positions 

Delivery Price 
CHF 1,000 

'Market Price 
at 
del1lvery date 

Profit& Loss for the short poshion 
Profit& Loss for the long position 

Source: Tutorial of Zurich Financial Services Group. 

The next paragraph will focus on how the prices of these long and short positions in this 

derivatives market are determined. 

1.5 Factors Determining the Pricing of Forwards and Futures 

As already stated in paragraph 1. 2 the price of forwards is determined in the OTC market, 

whereas the price of futures is determined on organized exchanges. Although it may be 

clear that demand and supply in the end determine the price of these instruments, the goal 

of this paragraph is to find out how market participants determine their own price at which 

they want to trade. Therefore , this paragraph will start with the price determinants of 

forwards and futures. Thereafter, the link between forward prices and futures prices will 

be analyzed. 

Formula X.1 states the most simple, but correct , relationship between a future price and a 

spot price of a contract . In this relationship the futures price of a contract reflects the spot 

price of the underlying instrument (the current market price) plus the costs of holding that 

underlying instrument minus the benefits of holding that underlying instrument. Costs of 

the underlying instruments can exists of storage costs for a physical asset, or interest rate 

costs for borrowing the money to pay the instrument, whereas the benefits of holding the 

underlying instruments can for example be a dividend payment in the case of a stock or 

index as underlying instrument. 

Formula 1.1 Relationship future price and spot price. 

Future Price = Spot Price + Costs Benefits 

Source Tutorial of Zur1cr, F,nanc1al Serv:ces Group 

To derive the prices of forwards and futures in formulas, we will start with the forward 

price on a non-income underlying asset (e.g. a zero-coupon bond) . This way, the 

relationship in formula X. 1 states that the futures price equals the spot price plus the costs 

of holding the underlying asset. Formula 1 gives the relationship between the 

futures/forward price today, the delivery price, the spot price, the risk free interest rate 

and the time remaining till maturity of the contract. 
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Formula 1.2 Relationship future price and spot price at the beginning of a contract 
on a non-income rovidin underl in asset. 

Fa = K SQ e'7 

where: Fo Forward pnce today: 

K Delivery pnce: 

so Spot pnce today 

Risk-free interest rate 

T Time until delivery date 

Scu'ce Mui' 1 ~9E 

Although this formula may look difficult the intuition behind it is simple, namely this 

equation must hold otherwise arbitrage is possible. For example, when forward price today 

is higher than the right side of equation 1, investors can borrow the money to buy the 

underlying asset and short the forward. This way the difference between these amounts is 

the risk less profit of the investor. Through arbitrage this equation will therefore hold. As a 

result of this arbitrage, the value of a forward or futures contract at the time of entry is 

zero. 

However, due to price movements in the underlying value of the contract after entrance, 

the value of contact can fluctuate. Formulas X.3 gives the value for a long position in a 

forward/futures contract at or after the time of entrance. 

Formula 1.3 Value of a long position in a forward/futures contract on a non-income providing 
underl in asset. 

where. Value of the contract 

Source Huli 1998 

Formulas X.4 on the other hand gives the value for a short position in a forward/ futures 

contract at or after the time of entrance 

Formula 1.4 Value of a short position in a forward/futures contract on a non-income providing 
underl in asset. 

( K - Fo) e·rT 

where· Value of the contract 

These formulas state that the value of a forward/futures contract is nothing more than the 

discounted value (at the risk free rate) of the difference between the delivery price and the 

forward/futures price. 
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After the analysis of a forward contract on a non-income underlying asset the step towards 

the forward price on an income-producing underlying asset is small. If we take an 

underlying asset with a certain dividend yield (called q), like a stock index, the relationship 

between the future and spot price reflects this (see formula X. 5) . 

Formula 1.5 Relationship between future price and spot price at the beginning of a contract 
on a non-income rovidin underl in asset. 

Fo = K 50 e (r-q)T 

where Fo Forward price today: 

K Delivery pnce: 

so Spot price today: 

r Risk-free interest rate 

T Time until delivery date 

q Dividend Yield 

Source 1998 

In this formula the benefit of the underlying asset, the dividend yield in this example, is 

subtracted from the costs of the underlying asset. This procedure is in line with the 

relationship defined in formula X. 1, that the spot price should be reduced with the benefits 

of the underlying asset. Further, the value of a contract on an income providing asset is 

then also discounted back at the risk free interest rate minus the dividend yield, see 

formula X.6. 

Formula 1.6 Value of a long position in a forward/futures contract on a income providing 
underl in asset. 

( Fo - K) e·(r-qJT 

where· Value of the contract 

Formula X. 7 again gives the value of a short position in a forward/futures contract on an 

income providing underlying asset 

Formula 1.7 Value of a short position in a forward/futures contract on a income providing 
underl in asset. 

( K - F O J e. (r. q)T 

where Value of the contract 

Source Hu,i 199E 

Finally, this paragraph will analyze the link between futures and forward prices. Up till now 

the prices of futures and forwards were used interchangeably. However, this is not entirely 

correct. Only when the risk free rate is constant and the same for any maturity, forward 

prices and futures prices are equal [Corhay, 2001]. However, when interest rates differ this 

statement does not hold. For example, a strong positive correlation between interest rates 

and the asset price implies the futures price is slightly higher than the forward price (and 
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vice versa) [Hull, 1998] . This can be explained by the fact that futures contracts require 

daily settlement and a rising spot price means a daily gain , which can also be invested at 

the higher interest rate. Further, small differences in taxes, transaction costs and default 

risks can make the prices of these instruments differ. However, in situations where both 

forwards and futures are traded on the same underlying instrument, the forward and 

futures prices tend to be almost identical, especially for the shorter maturities. 
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APPENDIX: 

OPTION CONTRACTS 

II OPTION CONTRACTS 

After appendix I dealt with symmetric derivative instruments, this appendix will continue 

with asymmetric instruments, namely option contracts. Paragraph 11 .1 will start with 

defining options. Thereafter, paragraph 11.2 explains the differences between put and call 

options. In paragraph 11.3 the advantages and disadvantages of option contracts will be 

discussed , especially in comparison with the symmetric derivative, like forwards and 

futures. Paragraph 11.4 will then focus on the corresponding profit diagrams of long and 

short positions. Finally, in paragraph 11.5, the factors determining the prices of options 

become clear. Off course , this paragraph will explain the famous Black and Scholes model 

on option pricing. 

II. 1 Definitions 

An option is the right to buy or sell an underlying instrument at a specified price (strike 

price) until or at some specific time in the future (called the expiration or maturity date). 

An European option can only be exercised at maturity, whereas an American option can be 

exercised anytime until (or at) maturity. Because the option holder has the right and not 

the obligation to buy or sell , the contract will only be exercised when beneficial for the 

holder. Therefore, option contracts are asymmetric instruments, because they are only 

exercised when beneficial. Underlying assets of options can be anything, e.g. an index of 

stocks, individual stocks, futures, currencies and bonds. The main difference between 

futures/forwards and options is that both parties of a futures/forward contract are 

obligated to exercise, whereas the option holder has the right to exercise. Off course , this 

privilege comes at a cost, the so-called premium (more on the price determinants of this 

premium in paragraph 11.5). 

11.2 Differences between Put and Call Options 

A call option is the right to buy an underlying asset at (or before in the case of an 

American call) a specific time and a specific date, whereas a put option is the right to sell 

an underlying asset. These definitions hold both for the long positions, the short positions 

will become clear in paragraph 11.4. A long call is in the money when the stock price is 

higher than the exercise (or strike) price. This is illustrated in figure 11.4 by the green 

part. The same graph illustrates that if the stock price is lower than the exercise price, 

the option is out of the money (red part) . Finally, when the stock price equals the 

exercise price the option is at the money. 
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Figure 11.4. Call option on a stock: in the money, at the money or out of the money 

Share value lower 
than stri e prioe 

cal {righ t la buy) out.of.tlle,monelf 

ahare price 

alrilcs price 
CHF 1,000 

Share value Hme 89 Share value h igher 
strilcs pooe than stri e prioe 

at-the.money In-the-money 

Source: Tutorial of Zurich Financial Services Group. 

For a tong put option on a stock the terms named above are the opposite, namely when 

the stock price is above the exercise price the put option is out of the money. Instead the 

put option is in the money when the stock price is less than the exercise price, this is 

confirmed in figure 11.5. Finally, when a put option is at the money, the stock price equals 

the exercise price (same as the call) . 

Figure 11.5. Put option on a stock: in the money, at the money or out of the money 

Share value lower 
than strike prioe 

put {right to set) In-the-money 

Share val e Hme 89 Share value higher 
strike pnce than Slri e pnce 

at..the~money out.or.the-mon-e!f 

Source: Tutorial of Zurich Financial Services Group. 

11.3 Advantages and Disadvantages of Options 

As already stated above, options are asymmetric derivatives. This characteristic is an 

important advantage for many investors, namely they can protect against unfavorable 

movements in an underlying asset, while still being able to benefit from favorable 

movements in the underlying. This is not the case with the symmetric instruments 

discussed in paragraph 11.2. An example can illustrate this asymmetric hedging potential. 

Consider a institutional investor which has a tong position in a certain asset. Due to some 

unfavorable macro economic signs the portfolio manager wants to hedge the downside 

potential of the portfolio. A long position in a put can establish this objective. The put 

increases in value when the underlying asset decreases and this is exactly what the 

portfolio manager wants. See figure 11.6 for the corresponding profit diagram. 
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Figure 11.6. Hedging the downside risk of a long stock portfolio: a long put 

profit 

' 

... .......... 
i tock pric:i: 

Off course, the investor has to pay a premium for this upside potential in combination 

with the downside insurance. This way, organization should weigh the benefits against the 

costs of the option, that is the upside potential against the premium. If the costs are 

higher than the expected benefits, the organization should consider symmetric 

instruments. 

11.4 Long and Short Positions 

Till this paragraph only the long positions in options were discussed. This paragraph will 

discuss, with the use of profit diagrams, both the short and long positions possible in 

options. First, the long positions will be explained and thereafter the short positions. To 

make a comparison possible with the long and short positions in paragraph 11.2, the same 

underlying value is used in discussing options, namely options on with an exercise price of 

CHF 1,000 (Swiss francs). 

Figure II. 7 displays the profit diagram of a long position in a call option. This diagram 

illustrates that the premium of the option is CHF 92. This amount is also the maximum 

amount that can be lost by the investor. Because we are dealing with a call option , the 

option becomes valuable when the market price exceeds the exercise price of CHF 1,000. 

However, the transaction becomes profitable when the market price exceeds the exercise 

price by an amount greater than the option premium paid. That is why the break even 

point in the graph is set at CHF 1,092. 

Figure 11.7. Profit diagram of a long position in a call option 

Break Even 
CHF 1,092 

Share Price at 

Source: Tutorial of Zurich Financial Services Group 

Figure 11 .8 displays the profit diagram of a long position in a put option . This diagram 

illustrates that the premium of the option is CHF 125. This premium is again the maximum 

amount that can be lost by the investor. Because we are dealing now with a put option, 

the option becomes valuable when the market price is lower than the exercise price of 
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CHF 1,000. However, the transaction becomes profitable for the investor when the market 

price is beneath the exercise price by an amount greater than the option premium paid 

(CHF 125). That is why the break even point in the graph is set at CHF 875. 

Figure 11.8. Profit diagram of a long position in a put option 

Break Even 
CHF 875 

Premium CHF 125 

Source: Tutorial of Zurich Financial Services Group 

Sha re Price 
at expiration 
date 

The step from the long positions to the short positions is a small one, namely just like the 

forward and futures , options are zero sum games. This means that the profit diagrams 

above can be reversed for the short position in a call and a put. 

Figure II. 9 displays the profit diagram of a short position in a call option. The investors 

that sells this option receives the premium from the buyer. This is the only and also 

maximum income of the writer (seller of an option), in this case CHF 92. As can be seen in 

the graph the losses of the writer can be unlimited, that is in theory the value of the 

underlying can rise infinite. However, the transaction becomes profitable when the 

market price does not rise above the break even point, CHF 1,092. 

Figure 11.9. Profit diagram of a short position in a call option 

Source: Tutorial of Zurich Financial Services Group. 

Break Even 
CHF 1,092 

Sha red Price 
atexpi:raoon 
ciate 

Figure 11.10 displays the profit diagram of a short position in a put option . The investors 

that sells this put receives the premium of CHF 125 from the buyer. Again , this is the only 

and also maximum income of the writer. In this case the losses for the writer are limited 

because the price of the underlying can not become negative. For the writer of this put 

option the transaction becomes profitable when the market price does not decline below 

the break even point of CHF 875. 
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Figure 11.10. Profit diagram of a short position in a put option 

Premium CHF 125 
Option Value 

Share Price 
_, at expi1a tron 

date 

Source. Tutorial of Zurich Financial Services Group. 

Now all possible positions in put and call options are discussed , the fact that option 

markets are also zero sum games (just like forward and futures markets, see paragraph 

11.2) can be easily showed with the use of the profit graphs above. Figure 11.11 illustrates 

that a long and short position in a call, cancel each other out. Figure II . 12 illustrates the 

same zero sum principle for the long and short position in a put option. 

Figure 11.11. Combined positions: long call and short call 
Pa)vl'ffor Bu)mg 11 ca11 Option 

.. -.. 

Payoff tor selino a ca11 Option 

Source: Tutorial of Zurich Financial Services Group. 

Figure 11.12. Combined positions: long put and short put 

Source: Tutorial of Zurich Financial Services Group. 

11.5 Factors Determining the Pricing of Options 

The premium is the price at which the market is prepared to buy and sell options. This 

means that the buyer is prepared to pay the premium for the option and the seller is 

prepared to receive the premium to engage in the obligations determined by the contract. 

The more valuable the option, the higher the premium to be paid by the buyer. This 

premium can be calculated with the use of a formula. Before going to this formula, we 

will first discuss the six factors that determine the price of an option. 

The first element that influences the price of an option is the current market price of the 

underlying asset. Because the payoff from an option equals the difference between the 

market price and the exercise price this factor is important for the premium. The price of 

a call option increases when the price of an underlying asset increases. The other way 

round, the value of a put option decrease as the price of the underlying increases. This is 

because when this happens the chances that the put option will become more valuable in 

the future decreases. 
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The second element is the exercise price of the option contract. The call option becomes 

more valuable if the difference between the market price and the exercise price becomes 

bigger (when the market price > exercise price). Therefore, if the market price is 

constant , the value of a call option increases as the exercise price decreases. For the put 

option it is the opposite, the value of the put decreases when the exercise price becomes 

lower. 

A third element that influences call and put options, is the volatility of the underlying 

instrument. The more volatile an underlying asset, the higher the premium of the call or 

put option. The reason that the price of both instruments are positively correlated with 

volatility is simple, the higher the volatility the higher the chances on a extreme low or 

extreme high underlying price. This characteristic of volatility increases the value of all 

options, because they have a higher chance to get in the money. 

Fourth , the interest rates on the financial markets are also an price determinant of the 

premium of options. This can be explained as follows; because the call option implies a 

right to buy, a higher interest rate decreases the present value of the amount to be paid 

in the future. A reduction in the amount to be paid for the underlying value, is beneficial 

for the holder of a long call (simply because of the fact that a smaller amount has to be 

put away now to settle the contract at maturity) . For this reason , higher interest rates 

makes a call option more valuable for an investor. Again , for a long put it is the other way 

round . This instrument becomes more valuable when the interest rate decreases 

(increases the present value that can be received). 

A fifth price determinant of option is the income of the underlying asset. For example, 

with stock options or index options, the companies can distribute dividends to their 

shareholders. This income for the shareholders reduces the value of the share (the value 

of a share is the present value of all future dividend payments) . Therefore, when 

dividends are paid , the market price declines and the value of a call option will decrease 

and the value of a put option will increase. 

Finally, price of options are determined by their time to maturity. This last price 

determinant can have a different effect on an American option than on an European 

option. Because an American option can be exercised any time till maturity, an increasing 

time to maturity is for these options, both put and call , always positive because it 

increases the probability to become (more) in the money. For European options this is not 

always true, consider a big dividend payment on the underlying value of a call option. This 

way a shorter maturity, with a exercise date immediately for the big dividend, can 

increase the value of this European call option. Now the six elements that determine the 

price of options are clear, the step to the Black and Scholes model is small. 

The Black and Scholes model was presented in a paper titled 'The Pricing of Options and 

Corporate Liabilities ' in 1973 by the economists Black and Scholes. Formula 11.8 displays 

the result of this paper and is the so-called B&S model. The corresponding variables with 

the formula , are all discussed in the first part of this paragraph, so deriving this 

mathematical formula does not add substantial value. 
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Formula 11.8 The value of a cal l option according to the Black and Sholes model 

C = SN (d 1) - Xe •rT N(d 2 ) 

where. C Price of the call option T Current time until exp1rat1on 

s Pnce of the underlying stock N Area under the normal curve 

X Option exercise pnce d1 [ In ( SIX)+ I r + cr2/2 ) T ] / cr T' 

r Risk-free interest rate d2 d, -a T 

Scur:€ ru ·,cs 

However, it is important that the put-call parity can be used to find the value for an 

European put option . The put-call parity is a relationship between the price of a put, the 

price of a call on the same underlying asset with the same time to maturity. This 

relationship (see formula II . 9) prevents profits from arbitrage. 

Formula 11.9 The put call parity 

p = C - s + Xe. rT 

where Put call parity 

Source Hu ,i •SSB 

An example can make this concept more clear. Consider two portfolios, each with a 

different composition. The first portfolio has an asset and a put option on that same 

underlying asset. This combined position is displayed in figure 11.13. 

Figure 11.13. Underlying asset and a corresponding put option 

profit 

lou : 

' 

Long Stocki 
Long Put 

.•· ·········• 
~tock price 

The second portfolio has a call option and an amount equal to the present value of the 

strike price. This can be seen in figure 11.14.1 

In this graph the present value of the exercise price is neglected, however this does not influence the 
arbitrage argument. 
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Figure 11.14. Call option and an amount equal to the present value of the strike price 

profit 

lou j 

Long Call 

• . • .......... 
i totk prkc 

Figures 11 . 13 and 11 .14 are identical and this is exactly the idea behind the put-call parity. 

These identical profit diagrams state that, irrespective of the value of the underlying 

asset, the value of the two different portfolios is the same. This implies that if these 

portfolios have the same payoff at maturity, they should also have the same value today, 

otherwise arbitrage is possible. 

The concept of the put-call parity is used in the investment community as a test of an 

option pricing model. If an option pricing model produces put and call prices that do not 

satisfy the put-call parity, this model is probably incorrect because such a model will 

suggest trading opportunities where none exist. Therefore , if the put-call parity holds, 

formula 11.10 states the value of a put option . 

Formula 11.10 The value of a put option according the Black and Scholes model 

where: Put option pnce 

Although the Black and Scholes Model is widely recognized and applied, it does make some 

assumptions. First of all , this model assumes a stock does not pay dividends during the life 

of the option. Second, the model assumes European options and not American options. 

Third , Black and Scholes assumed efficient markets. Fourth, the model does not imply 

transaction costs. Fifth , interest rates are assumed to be constant and known in advance. 

Finally, the model assumes a lognormal distribution of prices. 

However, since 1973 (year of introduction of the model) , some of the initial assumptions 

have been relaxed. For example, in 1973, Robert Merton relaxed the assumption of no 

dividends (by subtracting the dividend yield of the risk free rate). In 1976, Jonathan 

Ingerson relaxed the assumption of no transaction costs. Finally, in 1976 Merton (again) 

removed the restriction of constant interest rates. As a result of all these improvements, 

option prices can be estimated very carefully. 
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A.PPENDIX: 

SWAP CONTRACTS 

Ill SWAPS 

This appendix will deal with the third major derivatives class, namely swaps. First, 

paragraph 111.1 will define swaps and how they are different from the other two derivative 

classes, forwards/futures and option contracts. Thereafter, paragraph 111.2 will elaborate 

on the different types of swaps currently in the market. The different advantages and 

disadvantages of these instruments show up in paragraph 111.3, whereas the pricing of 

swaps will be the subject of 111.4. 

Ill. 1 Definitions 

A swap is an agreement between two parties to exchange a stream of periodical exchange 

payments. This exchange is done against a prearranged formula . Because of its customized 

nature a swap is a typical OTC instrument. The difference with options is that in a swap 

both parties are obliged to perform, where an option requires one party to perform. The 

difference with futures is that swap agreements can be arranged for longer periods (up to 

ten year) , whereas futures trade at maturities till three years [Daigler & Steelman, 1988] . 

111.2 Differences Types of Swaps 

There are several types of swaps currently on the market. The most well known is the 

interest rate swap. However, currency swaps, equity swaps, commodity swaps, credit risk 

swaps and amortizing swaps are all traded in the OTC market. This paragraph will explain 

the interest rate swap, after this analysis it is possible to capture the principle of all other 

swaps. 

An interest rate swap is an agreement to exchange fixed-rate payments against floating

rate payments. Both interest payments are in the same currency. In practice the payments 

are not actually exchanged. Instead, the two payments are netted and only the difference 

between the fixed rate and the floating rate is exchanged between the parties. Because 

one of the interest rates is floating , only the first floating interest rate is known at 

entrance of the swap, while all fixed payments are known. 

From the interest rate swap it is a small step to the other types of swaps in the OTC 

market. For example, an equity swap may involve swapping the returns for two different 

stock market indexes or swapping the return of a stock market index for a floating rate 

interest. As can be expected , hundreds different types of swapping agreements can be 

made. As long as both parties agree on the specific terms, any asset can be swapped. 
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111.3 Advantages and Disadvantages of Swaps 

There are several advantages associated with swaps. First of all, swaps do not require 

premium at the beginning of the contract. If both parties agree on the contract terms, 

there are no initial cash flows. This brings us to the second advantage that the OTC 

product can be negotiated in detail, so that both parties have a product that fits their 

needs. A third advantage is the liquidity in most of the major currencies (Dollar, Euro and 

Yen) . Also, through swaps it is possible for institutions to lower their cost of capital. 

Finally, because netting is used in the swap market, credit risks are minimized. However, 

although advantages are there, the disadvantages should not be neglected. Despite the 

fact that interest payments are netted, the risk of non payment by the counterparty still 

exists. Further, swap markets are not marking-to-market, which also increases the credit 

risks. 

Despite the credit risks involved with swaps, the advantages named above cause swaps to 

be used by a wide range of institutions, for example investment banks, insurance 

companies and mortgage companies. 

111.4 Factors Determining the Pricing of Swaps 

As already stated earlier, in an interest rate swap one of the interest rates is floating and 

the other is fixed. This means that only the first floating interest rate is known at 

entrance of the swap, while all fixed payments are known . Because at the entrance of the 

contract the value of the swap is zero, the present value of the netted cash flows must 

also zero. However, as time passes, changes in the shape of the yield curve will change 

the price of the swap. This can be illustrated by two real life examples, a suddenly 

increasing yield curve and a decreasing yield curve. 

An increase in the yield curve will increase the (future) floating interest rate included in 

the swap agreement. Since the fixed rate payments do not change , this has some 

important implications for the swap agreement. The fixed rate payer under the swap 

agreement will gain from this upward movement in floating interest rates, whereas the 

upward movement in floating interest rates represent a cost to the floating rate payer. 

These events cause the swap agreement to trade at a different price from the initial 

value. The new (net) cash flows can be discounted at the new discount rates for each 

future period (these rate should reflect the changes in the yield curve). This way the 

positive net present value for the fixed rate payer has been computed. Or the other way 

round , the negative net present value for the floating rate payer has been computed. So 

in short , an increasing interest rate is positive for the fixed rate payer and negative for 

the floating rate payer. Therefore, if the floating rate payer wants to get out of the swap, 

an amount equal to the net present value of the contract has to be paid to the fixed rate 

payer. 

From the above example becomes clear that the difficulty in setting a swap agreement is 

the fact that the future floating rate payments are not known at maturity. However, the 

yield curve (the relationship between future interest rates and time) and especially the 

forward yield curve (interest rates for a certain period beginning a certain time from now) 

can be off substantial value in the determination of the price of a swap. In detail , the 

market can calculate future floating interest rates with the use of this forward yield 

curve. Since the floating rate payments due under the swap can be calculated as 

explained above, the fixed rate payments will be of such an amount that when they are 

deducted from the floating rate payments, the net present value of the swap will be zero 

(off course discounted at the appropriate rate given by the zero coupon yield curve) . 
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Contract Commercial Commercial Residential Mortgage interest 

specifications property futures rent futures property futures rate futures 

Trading unit £ 500 per index point £ 500 per index point £ 500 per index point £ 500 000 per lot 

Contract months Mar, Jun, Sep, Dec Mar, Jun, Sep, Dec Mar, Jun, Sep, Dec Mar, Jun, Sep, Dec 

Mar, Jun, Sep, Dec (2) Mar, Jun, Sep, Dec (2) Mar, Jun, Sep, Dec (2) Mar, Jun, Sep, Dec (2) 

Mar, Jun, Sep, Dec (3) Mar, Jun, Sep, Dec (3) Mar, Jun, Sep, Dec (3) Mar, Jun, Sep, Dec (3) 

Expiry Day 5th business day of the 5th business day of the 5th business day of the The 3'' Wednesday of the r-
calender month following calender month following calender month following contract month 0 
the contract month the contract month the contract month n z 

Last trading day Last business day of Last business day of 3'' Friday of the calender 11.00 AM on the expiry day 0 C contract month contract month month z 0 " Quotation IPD capital growth index IPD rental growth index The new Nationwide Anglia 100 minus the rate of -I 0 z z 
~ house price index interest 

~ z -n CJ Settlement price The I PD capital growth The IPD rental growth The new Nationwide Anglia The Fox mortgage interest 
0 n ;:: index released on the last index released on the last house price index released on rale index released on lhe 3'' 0 r,, 

the 1 • business day of the -I z Wednesday of the month Wednesday of the month Wednesday of the contract 
t >< :0 following the contract month following the contract month month following the contract month month 
~ V, .... Minimum price movement 0.05 of one index point 0.05 of one index point 0.05 of one index poinl 0.01 of one index point r,, '1J • V) 

(£ 12.50) S; (£25) (£ 25) (£25) ,rr, 
;;:j V, 
~ 

Trading hours 09.30 - 11 .30 09.30 - 11.30 09.30 - 11 .30 09.30 - 11 .30 n C 
~ 

14.30 - 16.30 14.30 - 16.30 14.30 - 16.30 14.30 - 16.30 - > Trading medium FAST FAST FAST FAST 
,, 

! ~ - -a n V) The rate will be assessed for a mortgage with the following characterist ics: 
)> '""D 

• Variable rate • 75% maximum advance • For house purchase only rr, 
• £ 50.000 • 25 year term when mortgage issued; mortgagE • One month's notice before repayment -I ~ z ·-• No deferred interest issued 5 years ago • No discounts or special offers 0 C 
• To existing borrowers • Sterling currency on ly • For f reehold purchase only 0 -
• 2.5 x income • Endowment • Maximum of two borrowers z >< V, '"Tl • • 

, ........... ........... 

< 
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APPENDIX: 
MARKET SURVEY 

1. ARE U FAMILIAR WITH REAL ESTATE DERIVATIVES? 

With this answer it should be able to get a clear view of the real estate derivatives 

familiarity among the top 30 of biggest institutional investors in the Netherlands. 

A. IF SO, WITH WHICH REAL ESTATE DERIVATIVES? 

Again with the answers to this question it should be possible to get a clear view of the 

real estate derivatives familiarity. In proportion to the given answers the next 

categorization may arise: 

• PICs/PIFs; 

• Certificates by Merrill Lynch/Goldman Sachs; 

• Inflation Exchange Contracts by IEF Capital and 

• Others. 

2. HAVE U OR Do U INVEST IN REAL ESTATE DERIVATIVES AT THE MOMENT? 

It should be possible to get a clear view of the percentage of institutional investors in 

the Netherlands that has invested in real estate derivatives in the past and/or invests 

in real estate derivatives at the moment. 

A. IF SO, IN WHICH REAL ESTATE DERIVATIVES? 

Similar to the purposes of question 1a, this question should provide inside into the 

products in which investors have invested in the Netherlands. In proportion to the given 

answers the same categorization may arise: 

• PICs/PIFs; 

• Certificates by Merrill Lynch/Goldman Sachs; 

• Inflation Exchange Contracts by IEF Capital and 

• Others. 
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3. AND HOW DO YOU SEE THE FUTURE WHEN DISCUSSING THE POSSIBILITIES OF REAL ESTATE 

DERIVATIVES IN YOUR REAL ESTATE PORTFOLIO? 

If the questions 1 and 2 will be answered affirmatively, this question inquires about 

the investors opinion. Th is opinion will be indicative in terms of: 

• Positive; 

• Negative and 

• Neutral. 

Concerning the investment goals of real estate derivatives, this question will also give 

a clear view of the possible usage of real estate derivatives in the future : 

• Tactical ; 

• Strategical. 

4. WHICH CHARACTERISTICS WOULD YOU LIKE REAL ESTATE DERIVATIVES TO HAVE? (HEDGING, 

EXPOSURE, LIQUIDITEIT)? 

At this question it is about why do investors invest the way they do? 

• What target group? 

• What function do real estate derivatives need to have: 

- value development in the future (long/short , volatile/constant) ; 

- value addition to the portfolio (diversification , hedging risks, adding a 

portfolio, special effects l ike the inflation hedge) ; 

• Etc. 

5. WOULD U CONSIDER YOURSELF A SUPPLIER OF AND/OR A DEMANDER FOR REAL ESTATE 

DERIVATIVES? 

The answers to this question make it possible to seperate the interviewees and check 

for differences between the two groups. 
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APPENDIX: 

RESULTS FROM MATRIX 

Here all matches between the performance indicators and the functional characteristics 

will be discussed extensively. Only the positive matches will be discussed here. The 

negative or a 'lack ' of matches will just be analyzed by a short mentioning. This appendix 

has been written in Dutch. 

1. RETURN ON EQUITY RATIO (REO) 

De relaties die gelegd zijn, zijn in figuur Vl.1 nogmaals gegeven: 

~ ;t r- en ~ ~ ~ !?. ~ i: Qi -0· ii!' :) ii, ~ iii :) C: :) ~ 
Qi ~ §; g. ct ~ :,- ~- ' -a· Qi ~ a (I) 

~ 
0 

~ 
:x, 

:) iil 3 0 (I) 

~- ~ 
(Q Qi 2" :) 

[ g. 3 ~ g. - :) 

' :) l,, ,:, n, 
~ 0 

~ (I) ii 
c&· (') :) 

:) in ' i 
~ 

X X X X X 

Fig. VI. 1 (Mis-)Matches REO vs. Functional Characteristics 

• Risk/return · Door het investeren in vastgoedderivaten wordt het mogelijk het 

risico/rendement-profiel aan te passen aan de wensen en eisen van het 

pensioenfonds of verzekeraar. Door de rentementseisen hoger te leggen, kan 

voldaan worden aan de doelstellingen met betrekking tot de REO, waarbij (tegen de 

natuur van pensioenfondsen en verzekeraars in!) de hogere risicoverwachtingen op 

de koop toe dienen te worden genomen. 

• Diversificatiepotentieel · De goede mogelijkheden tot diversificeren van 

vastgoedderivaten kunnen een meer optimale vastgoed asset mix verzorgen , 

waardoor de REO die vooraf gesteld is, alsnog gehaald kan worden. 

• Psychological Aspects - Geen relatie. 
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• Volatility - Wanneer om een hoger rendement gevraagd wordt , kan een hoge mate 

van volatiliteit voor het gewenste resultaat Leiden. Daaraan is direct een hoger 

risicoprofiel verbonden , maar dat zal wederom ter zijde geschoven moeten worden, 

wanneer puur sec om rendement gevraagd wordt. Een investering in 

vastgoedderivaten kan vanwege de mogelijkheid tot een hoge mate van volatiliteit 

een positieve bijdrage aan het rendement leveren. 

• Management Een goed functionerend managementapparaat kan de 

rendementscijfers positief be·1nvloeden. Dit management dient wel efficient en 

gestructureerd te werken. Het beleggen in vastgoedderivaten vereist in veel 

mindere mate kennis en arbeidsintensiviteit waardoor het voor het pensioenfonds 

of de verzekeraar eenvoudig wordt de assets te managen waardoor de 

doelstellingen eenvoudiger gehaald kunnen worden. 

• Standardization - Geen relatie. 

• Liquidity - Geen relatie . 

• Transparency/Efficiency - Geen relatie. 

• Valuation - De eenvoudige vorm van waardetoekenning aan het product waarbij 

fluctuaties minimaal gehouden kunnen worden , kan een positief effect op het 

rendement hebben. Hiervoor geldt grofweg hetzelfde argument als bij volatiliteit 

gebruikt is: een grote mate van onzekerheid wat betreft de waardering heeft een 

verhoogd risico tot gevolg. Hierbij blijft het rendement gelijk. Door de fluctuaties 

te minimaliseren, zal verhoudingsgewijs het rendement stijgen . 

2. COVERAGE RATIO/ SOLVABILITY RATIO VS. PVK STANDARDS 

X X X X X 

Fig. V/.2 (Mis-)Matches Coverage Ratio I So/vability Ratio vs. Functional Characteristics 

De resultaten van deze match zijn gelijk aan de resultaten van de Return on Equity 

Ratio. Dat houdt echter niet in dat de achterliggende gedachten ook identiek moeten 

zijn . Het verschil in gedachtegang worden toegelicht. 

• Risk! return - nauwelijks verschil met REO. Door het aanpassen van de 

risico/rendementsverhouding kan de Coverage Ratio en Solvability Ratio door de 

pensioenfondsen en verzekeraars 

• Diversificatiepotentieel - Onder invloed van een hoge mate van liquiditeit kan het 

diversificatiepotentieel van vastgoedderivaten het rendement be"invloeden. Deze 

mogelijkheid geeft het pensioenfonds de mogelijkheid de Coverage Ratio beter te 

beheersen. In het geval van een verzekeraar geldt een beter beheersbare 

Solvability Ratio. 

• Psychological Aspects - Geen relatie. 

KON/WIN DOMEN -REAL ESTATE DERIVATIVES 



• Volatility - de volatiliteit kan de risico/rendementsverhouding opstuwen, waardoor 

de mogelijkheid tot het maken van aanpassingen mogelijk wordt. Vrijwel gelijk aan 

REO. 

• Management - Idem als REO. 

• Valuation - Idem. 

• Psychological Aspects - Geen relatie. 

• Standardization - Geen relatie. 

• Liquidity - Geen relatie . 

• Transparency/Efficiency - Geen relatie. 

3. INITIAL YIELD (BAR OR NAR) VS. CAP RATE 

X X X X X 

Fig. Vl .3 (Mis-)Matches Initial Yield (BAR or NAR) vs. Functional Characteristics 

Zoals figuur Vl.3 toont , zijn ook deze resultaten van deze match zijn gelijk aan de 

resultaten van de Return on Equity Ratio. De achterliggende gedachte is in deze vrijwel 

gelijk, waardoor verdere bespreking niet noodzakelijk is. 

4. RENTAL PRICE LEVEL 

X X X 

Fig. V/.4 (Mis· )Matches Rental Price Level vs. Functional Characteristics 

• Risk! return - Geen relatie. 

• Diversification Potential - Onder invloed van een hoge mate van liquiditeit, zal het 

door het diversificatiepotentieel van vastgoedderivaten mogelijk zijn , de assets in 

de portefeuille zodanig af te stemmen dat de huurprijzen van de onderliggende 

assets overeen komen met de vooraf gestelde huurprijzen of conform de 

huurprijsindex zijn. Maar in geval van problemen rond het huurprijsniveau, zal het 

vastgoedderivaat een oplossing zijn , omdat vastgoedderivaten slechts indirect met 

de huurprijzen van de onderliggende assets te maken hebben. 

• Psychological Aspects - Geen relatie. 

• Volatility - Geen relatie . 
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• Management - Het management van een organisatie kan een grote invloed op de 

huurprijs van een asset uitoefenen. Door slechte operationeel optreden kan het 

asset zodanig in waarde dalen, dat dientengevolge de huurprijs moet zakken . Het is 

ook mogelijk dat het managemen apparaat ondanks correct optreden, een te lage 

prijs voor de assets vraagt , waardoor alsnog een discrepantie ontstaat met het 

gewenste huurniveau. In beide gevallen zal een investering in vastgoedderivaten 

bijdragen aan het oplossen van het probleem, omdat het management niet op 

operationeel niveau gevoerd hoeft te worden . 

• Standardization - Geen relatie. 

• Liquidity - Geen relatie . 

• Transparency/Efficiency - Geen relatie. 

• Valuation - De waardering van een asset kan een directe invloed uitoefenen op de 

huurprijs. Eventuele verschillen tussen doelstellingen en werkeli jke huurprijzen kan 

uit een nadelige waardebepaling voortkomen , waardoor de maximaal realiseerbare 

huurprijs lager uitvalt. Vastgoedderivaten kennen sterk eenvoudigere manier van 

waarderen op basis van dezelfde beginselen als dat het geval is in de 

aandelenmarkt. De voorspelbaarheid van deze waarderingsmethode heeft als 

voordeel dat de doelstellingen nauwkeuriger gesteld kunnen worden , waardoor 

problemen minder vaak zullen voorkomen. 

5. CUSTOMER SATISFACTION SURVEY 

X X 

Fig. Vl .5 (Mis-)Matches Customer Satisfaction Survey vs. Functional Characteristics 

• Risk/ return - Geen relatie . 

• Diversification Potential - Geen relatie. 

• Psychological Aspects - klanttevredenheidsonderzoeken stellen voor een belangrijk 

deel de belevingswereld van de klant aan de orde. Het is hierbij van belang hoe de 

klant zich ten opzichte van de betreffende asset voelt. Gedeeltelijk wordt 

gevoelsmatig een oordeel over de assets gegeven. Vastgoedderivaten kennen dit 

soort gevoelskwesties niet. De psychologische aspecten die bij vastgoedderivaten 

aan de orde zijn, kunnen niet met deze performance indicator worden 

gei·dentificeerd. Daarom zal een investering in vastgoedderivaten eventuele 

problemen omtrent de uitkomsten van een klanttevredenheidsonderzoek kunnen 

oplossen. 

• Volatility - Geen relatie . 
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• Management - Door middel van goede managementvoering kan de klant tevreden 

worden gehouden. Mochten zich problemen voordoen, als gevolg van verschillen in 

resultaten van dit soort onderzoeken en vooraf gestelde doelen, is het beleggen in 

vastgoedderivaten een goede mogelijkheid omdat vastgoedderivaten nauwelijks 

door management technische zaken te bei·nvloeden zijn. De eventuele problemen 

door niet correct gevoerd management kunnen door vastgoedderivaat-investeringen 

worden opgelost. 

• Standardization - Geen relatie. 

• Liquidity - Geen relatie. 

• Transparency/Efficiency- Geen relatie. 

• Valuation - Geen relatie. 

6. CONSUMER PRICE INDEX 

De performance indicator Consumer Price Index waaraan de functionele eigenschappen 

van vastgoedderivaten in dit geval worden gerelateerd, wordt opgesteld aan de hand 

van de Nederlandse inflatie. De relatie die in deze gezocht zal worden , gaat in 

belangrijke mate uit van het tegengaan van inflatierisico. 

X X X 

Fig. Vl .6 (Mis-)Matches Consumer Price Index vs. Functional Characteristics 

• Risk/ return - Geen re la tie. 

• Diversification Potential Door middle van het diversificeren met 

vastgoedderivaten met direct vastgoed als onderliggende waarde kan inflatie 

worden aangetrokken zonder het vastgoed zelf te hoeven kopen. Dit heeft slechts 

betrekking op vastgoedderivaten die hun waarde zien veranderen overeenkomstig 

het directe vastgoed. Het is praktisch gezien de vraag of dat realiseerbaar is. Maar 

theoretisch is het een mogelijkheid. 

• Psychological Aspects - Geen relatie. 

• Volatility -

• Management - Geen relatie. 

• Standardization - Geen relatie. 

• Liquidity - Vanuit de theorie heeft een hoge mate van liquiditeit in eerste instantie 

een negatief effect op het inflatierisico dat een asset loopt. Daar vastgoedderivaten 

zowel erg liquide als illiquide kunnen zijn , is het alsnog een goede mogelijkheid 

eventuele inflatierisico's te 'hedgen' door middel van het aanschaffen van 

vastgoedderivaten . In de praktijk zijn hiervan ook voorbeelden te noemen, 

waarmee specifiek tegen het inflatierisico kan worden ingegaan, zie paragraaf 6.6. 
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• Transparency/Efficiency - Geen relatie. 

• Valuation - Geen relatie. 

7. UNEMPLOYMENT FIGURES 

Fig. Vl.7 (Mis- )Matches Unemployment Figures vs. Functional Characteristics 

Zeals paragraaf 8.5.4 omschrijft, is tussen geen van de functionele eigenschappen van 

vastgoedderivaten en de Unemployment Figures in Nederland een relatie te leggen, 

positief dan wel negatief. Dat heeft tot gevolg dat eventueel optredende inconsistenties 

niet door middel van een investering in vastgoedderivaten is op te lessen. Er zal door 

het pensioenfonds of de verzekeraar naar andere middelen gezocht moeten warden 

waarmee wel tot een oplossing kan warden gekomen. 

8. GROSS NATIONAL PRODUCT 

Fig. Vl.8 (Mis-)Matches Gross National Product vs. Functional Characteristics 

Voor deze performance indicator is de beargumentering bij de Unemployment Figures 

ook van toepassing. Dat houdt wederom in dat vastgoedderivaten geen oplossing vormen 

bij het verbeteren van eventuele verschillen in gemeten waarden en vooraf gestelde 

doelstellingen. 

9. ABC POLICY METHOD 

X (X) X 

Fig. VI. 9 (Mis-)Matches ABC Policy Method vs. Functional Characteristics 

• Risk/ return - Geen relatie. 

• Diversification Potential - het diversificatiepontieel van vastgoedderivaten kan 

ervoor zorgen , dat de problemen random de niet met de doelstellingen 

correlerende locatie-waarderingen worden opgelost. Het pensioenfonds of de 

verzekeraar kan vastgoedderivaten met als onderliggende waarde vastgoed met een 

andere 'rating ' kopen of verkopen . 

• Psychological Aspects - Slechts dan wanneer het pensioenfonds of de verzekeraar 

verschillen tussen doelstelling en werkelijke 'rating ' meet, veroorzaakt door 

psychologische overwegingen , kan het investeren in vastgoedderivaten een 

oplossing bieden, omdat vastgoedderivaten niet of nauwelijks aan dit soort 

overwegingen onderhevig is. In andere gevallen zal er geen relatie zijn . 
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• Volatility - Geen relatie . 

• Management - Slechts dan wanneer de verkeerde locatiekeuzen voortkomen uit 

wanbeleid vanuit het managementapparaat, kan door middel van investeringen in 

vastgoed dit probleem vanuit management technisch oogpunt worden opgelost. In 

andere gevallen zal een investering in vastgoedderivaten niet tot de oplossing 

Leiden. 

• Standardization - Geen relatie . 

• Liquidity - Geen relatie . 

• Transparency/Efficiency - Geen relatie . 

• Valuation - De assets in de portefeuille kunnen onder de beoogde 'rating' zijn 

aangekocht, waarbij binnen afzienbare tijd een devaluatie van het betreffende 

asset optreden is. In dat geval kan het vastgoedderivaat een goede oplossing zijn 

om snel de juiste exposure te verkrijgen . 

10. AGE DUTCH POPULATION 

Fig. VI. 10 (Mis-)Matches Age Dutch Population vs. Functional Characteristics 

Er is geen relatie denkbaar tussen de performance indicator Age Dutch Population en de 

functionele eigenschappen van vastgoedderivaten. Derhalve ligt de oplossing bij een 

eventuele discrepantie tussen doelstelling en werkelijke meting niet in de investering in 

vastgoedderivaten. 

11 . PERFORMANCE DUTCH STOCK MARKET 

X X X X 

Fig. VI. 11 (Mis-)Matches Dutch Stock Market vs. Functional Characteristics 

• Risk/ return - Een falende aandelenmarkt kan tot gevolg hebben dat het 

pensioenfonds of de verzekeraar een underperformance laat zien op de 

aandelenportefeuille. Het naar beneden bijstellen van het risico, met daarbij een 

lager rendement , heeft tot gevolg dat de meest risicovolle beleggingen procentueel 

minder in de totale portefeuille voor zal komen. Het gebruik van vastgoedderivaten 

maakt een bijstelling van de risico/rendementsverhouding mogelijk. In feite wordt 

een deel van het aandelentotaal 'vervangen ' door vastgoedderivaten met een lager 

risico/ rendementsverhouding. 

• Diversification Potential - Het diversificatiepotentieel van het vastgoedderivaat 

maakt het mogelijk te 'switchen' tussen verschillende rendementsprofielen. Het is 

dus het diversificatiepotentieel dat de argumentatie bij Risk/return mogelijk 

maakt. 
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• Psychological Aspects - Geen reLatie . 

• Volatility - Geen reLatie. 

• Management - Geen reLatie. 

• Standardization - De vastgoedderivaten waarmee de bijstelling van de Risk/return 

bewerksteLLigd zaL gaan warden , zullen non listed zijn , waardoor de standaardisatie 

in dit gevaL in Lage mate aanwezig moet zijn. 

• Liquidity - De sneLheid van handeLen is inzake probLemen rond de doeLstellingen 

aangaande de Performance van de NederLandse aandeLenmarkt, essentieel. SLechts 

een vastgoedderivaat dat in hoge mate Liquide is, zaL echt een oplossing kunnen 

bieden in dit probLeem. 

• Transparency /Efficiency - Geen relatie. 

• Valuation - Geen relatie . 

12. OVERHEAD VALUE ANALYSIS (OAV) 

X X X X 

Fig. Vl . 12 (Mis-)Matches Overhead Value Analysis vs. Functional Characteristics 

• Risk/return - Geen relatie . 

• Diversification Potential - Geen relatie . 

• Psychological Aspects - Slechts in geval van een falend managementorgaan, 

veroorzaakt door psychoLogische aspecten , kan het vastgoedderivaat als investering 

binnen de vastgoedportefeuille als oplossing dienen. In de overige gevallen zaL een 

investering in vastgoedderivaten geen positieve bijdrage kunnen leveren. 

• Volatility - Geen relatie. 

• Management - Perfecte reLatie. De relatie is 'een of een ' . Onder de kritische 

factoren bevindt zich de factor Management. Ook is het management een van de 

functionele factoren. Een vastgoedderivaat dat op deze karakteristiek goed 

'scoort ', zal bij eventueLe probLemen met het management binnen het 

pensioenfonds of de verzekeraar, kunnen bijdragen aan de oplossing. 

• Standardization - Beursgenoteerde vastgoedderivaten zijn hierbij de meest 

geschikte producten , omdat dit de minst arbeidsintensieve producten zijn , welke 

nauwelijks specifieke vastgoedkennis vergen. De aandeLenspeciaListen zullen ook in 

staat zijn , de performance van beursgenoteerde vastgoedderivaten te managen. 

• Liquidity - Geen reLatie. 
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• Transparency/Efficiency - Geen relatie. 

• Valuation - Geen relatie . 

13. CAREER QUALIFICATION VS DEMAND CAREER PROFILE 

X X X X 

Fig. Vl . 13 (Mis-)Matches Career Qualification / Demand Career Profile vs. Functional 

Characteristics 

• Risk/ return - Geen relatie. 

• Diversification Potential - Geen relatie . 

• Psychological Aspects - Geen relatie. 

• Volatility - Geen relatie . 

• Management - Zoals ook bij de OAV indicator, is ook hier sprake van een 'een op 

een ' match. Dat houdt wederom in dat een vastgoedderivaat, dat goed scoort op 

het de managementeigenschappen, bij zal dragen aan de oplossing voor 

managementproblemen binnen de organisatie. 

• Standardization - Ook hierbij geldt het gebruik van beursgenoteerde 

vastgoedderivaten als meest geschikte oplossing. Zie OAV overweging. 

• Liquidity - Geen relatie. 

• Transparency/Efficiency - Geen relatie. 

• Valuation - Geen relatie . 

14. INTERNAL RATE OF RETURN (IRR) 

X X X X 

Fig. Vl.14 (Mis-)Matches Internal Rate of Return (/RR) vs. Functional Characteristics 

De resultaten van de matching tussen de performance indicator Internal Rate of Return 

en de functionele eigenschappen van vastgoedderivaten zijn identiek aan die van de 

indicators van Financial Performance. Daar het hier om zeer vergelijkbare indicators 

gaat, is ook de overweging achter deze resultaten van gelijke aard. De IRR behoeft 

derhalve geen verdere uitleg per indicator. 
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15. INITIAL YIELD (BAR OR NAR) VS. CAP RATE 

X X X X X 

Fig. Vl.15 (Mis-)Matches Initial Yield (BAR or NAR) vs. Functional Characteristics 

Idem als bij 3. Initial Yield (BAR or NAR) vs. Cap Rate. 

16. STABILITY IN VALUE 

X X X X X X X 

Fig. Vl . 16 (Mis-)Matches Stability in Value vs. Functional Characteristics 

• Risk/return - Een hoger, vereist rendement houdt ook automatisch een hoger te 

lopen risico in (MPT). Daaruit volgend zal de volatiliteit negatief bei"nvloed worden: 

de mate van volatiliteit wordt hoger. In het geval van een lager rendement met 

overeenkomstig lager risico, geldt een evenredige redenatie. 

• Diversification Potential - de volatiliteit kan beheerst worden door middel van het 

diversificeren van de vastgoedassets. Een hoog diversificatiepotentieel heeft 

daarom een gunstige invloed op de mate van volatiliteit. 

• Psychological Aspects - Geen invloed. 

• Volatility - Hier is sprake van een 'een op een' match. Zowel onder de kritisch 

geachte factoren als onder de functionele eigenschappen, komt de volatiliteit voor. 

Een probleem aangaande de volatiliteit kan daarom opgelost worden door middel 

van investeringen in vastgoedderivaten dat een omgekeerd evenredige score kent 

dan de assets tot dan toe in de portefeuille opgenomen. 

• Management - Geen invloed. 

• Standardization - Een verregaande standaardisatie van een vastgoedderivaat komt 

de volatiliteit ten goede. Dat wil zeggen dat het product meer volatiel wordt. De 

handelsmarkt zal aan liquiditeit winnen, wat automatisch ook een hogere 

volatiliteit inhoudt: de handelssnelheid zal stijgen wat een snellere prijswijziging 

teweeg zal brengen. 

• Liquidity - Aansluitend bij het vorige punt, zal een hoge mate van liquiditeit de 

volatiliteit ook verhogen. Er bestaat dus een sterk, direct verband tussen de 

volatiliteit en liquiditeit. 

• Transparency/Efficiency - De transparantie van de handelsmarkt is op een 

soortgelijke wijze direct met de volatiliteit van een product verbonden. Door een 

hoge mate van transparantie van de markt zal de volatiliteit ook hoger worden. De 

omgangssnelheid van assets (-omvang en -snelheid) wordt mede door de mate van 

transparantie (wat samenhangt met de liquiditeit!) bepaald , waardoor een hoge 

mate van transparantie een sneller wisselende assetprijs inhoudt. 
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• Valuation - De eenvoudige waarderig van vastgoedderivaten kan een positieve 

uitwerking op de volatiliteit hebben, omdat de verschillen onderling erg klein zullen 

zijn , omdat zij gebaseerd zijn op de beurs en/of op de onderliggende waarde. 

17. TRANSACTION SPEED 

X X X X X 

Fig. Vl.17 (Mis-)Matches Transaction Speed vs_ Functional Characteristics 

• Risk/ return - Geen relatie . 

• Diversification Potential - Een hoog diversificatiepotentieel geeft de investeerder de 

mogelijkheid te beleggen in de assets met de juiste omloopsnelheid (voortvloeiend 

uit een ander risico/rendementsprofiel) _ 

• Psychological Aspects - Geen relatie. 

• Volatility - Geen relatie . 

• Management - een goed functionerend managementorgaan kan voor een verhoogde 

doorstroom van assets zorgen . Het niet overeenkomen van de doelstellingen van de 

onderneming en de gemeten waarden betreffende de transactiesnelheden , kan een 

management technische achtergrond kennen. In die gevallen is het mogelijk de 

relatief eenvoudig te managen vastgoedderivaten aan te kopen , waardoor de 

managementproblemen warden verholpen . 

• Standaardisatie - De (massale) eenvoud van het product kan de handelssnelheid 

opstuwen. De standaardisatie is, onder invloed van de volgende indicator, een meer 

belangrijke 'trigger' voor het verhogen of juist verlagen van de handelssnelheid (en 

ook -omvang) dan het management zal zijn. 

• Liquidity - De liquiditeit van een product is key voor de transactiesnelheid. Een 

liquide product zal een hoge transactiesnelheid laten zien , terwij l het omgekeerde 

ook even juist is. De liquiditeit staat, in combinatie met de volgende indicator, 

garant voor een evenredig hoge (of lage) snelheid van transacties. 

• Transparency/Efficiency - bij een volledig t ransparante handelsmarkt (de ideale 

handelssituatie) is in principe mogelijk op elk willekeurig moment producten te 

kopen en/of te verkopen. Dit houdt dus in dat de transactiesnelheid bij een 

optimaal transparante markt enorm hoog ligt, met een vrijwel onbeperkt maximum. 

• Valuat ion - Geen relatie . 
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18. TRANSACTION SIZE 

X X X X X 

Fig. Vl . 18 (Mis-)Matches Transaction Size vs. Functional Characteristics 

Risk/return - idem als Transaction Speed. 

Diversification Potential - idem. 

Psychological Aspects - idem. 

Volatility - idem. 

Management - Geen relatie. 

Standardization - idem als Transaction Speed. 

Liquidity - idem. 

Transparency! Efficiency - idem. 

Valuation - idem. 

19. TRANSACTION COSTS 

X X X X X 

Fig. VJ.19 (Mis-)Matches Transaction Costs vs. Functional Characteristics 

De resultaten uit vergelijkingen tussen doelstellingen en werkelijk gemeten warden, 

zijn vrijwel gelijk aan die tussen Transaction Size en de functionele eigenschappen. 

Slechts op het gebied van de Management karakteristiek van vastgoedderivaten is een 

verschil. 

• Management - Een goed functionerend management orgaan binnen de organisatie 

kan de kosten beheersbaar houden door efficient handelsgedrag en operationeel 

gedrag te vertonen. Andersom geldt ook: een eenvoudig te managen product zal 

voor verlaagde transactie kosten zorgen. Daarom kan een vastgoedderivaat 

positieve invloed uitoefenen. 
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20. BRANCH RETURN VS . OTHER BRANCHES' RETURN 

X (X) X X 

Fig. Vl.20 (Mis-)Matches Branch Return/Other Branches' Return vs. Functional Characteristics 

• Risk/return · Door het investeren in vastgoedderivaten wordt het mogelijk het 

risico/rendementprofiel aan te passen aan de wensen en eisen van het 

pensioenfonds of verzekeraar. Door de rentementseisen bij te stellen , kan voldaan 

worden aan de doelstellingen met betrekking tot de beoogde branche 

rendementen, waarbij (tegen de natuur van pensioenfondsen en verzekeraars in!) 

de eventuele, bijbehorende hogere risicoverwachtingen op de koop toe dienen te 

worden genomen. 

• Diversificatiepotentieel De goede mogelijkheden tot diversificeren van 

vastgoedderivaten kunnen een meer optimale vastgoed asset mix verzorgen , 

specifiek toegespitst op de beoogde branche. 

• Psychological Aspects - De psychologische aspecten spelen geen rol behalve 

wanneer de branche keuze uit psychologische overwegingen voortkomt: 

vastgoedderivaten kennen dit soort overwegingen niet en zullen daarom een goede 

mogelijkheid zijn tot een oplossing te komen inzake een verkeerde branche mix. 

• Volatility - Geen relatie. 

• Management - Problemen aangaande een niet gewenste branchemix kunnen 

voortvloeien uit foutieve management technische beslissingen. Het 

vastgoedderivaat , dat eenvoudig te managen is, is nauwelijks bekend met 

management problematiek. Een vastgoedderivaat met als onderliggende waarde 

direct vastgoed uit een willekeurige branche zal dezelfde overhead kosten laten 

zien met dito behoefte aan kennis. Deze eigenschap maakt dat de kosten gelijk 

zijn , waarbij het diversificatiepotentieel de mogelijk tot switchen 'levert'. 

• Standardization - Geen relatie. 

• Liquidity - Geen relatie. 

• Transparency/Efficiency - Geen relatie. 

• Valuation - Geen relatie. 
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APPENDIX: 
PANEL DISCUSSION 

The following propositions have been discussed at the sound-board meeting. 

PROPOSITION 1 

REAL ESTATE IS AN IDEAL INVESTMENT BECAUSE OF THE DIVERSIFICATION POTENTIAL. THIS IS CAUSED BY ITS 

ILLIQUIDITY. COMPARE IT WITH LISTED REAL ESTATE: HIGHER LIQUIDITY, BUT LESS DIVERSIFICATION 

POTENTIAL. 

• A derived real estate product that has diversification potential and 

liquidity is an utopia. 

PROPOSITION 2 

SMALLER PENSION FUNDS HAVE A LOW AVERAGE SHARE OF REAL ESTATE INVESTMENTS. THE LOWEST DECILE 

JUST 3%. 

• Do especially the smaller pension funds need liquid real estate exposure 

by means of derived products? 

PROPOSITION 3 

IF PENSION FUNDS AND INSURANCE COMPANIES LIKE TO HAVE REAL ESTATE EXPOSURE, ROZ/IPD BASED 

LOANS ARE SUFFICIENT (PICS). OTHER REAL ESTATE DERIVATIVES ARE NOT NEEDED FOR OBTAINING REAL 

ESTATE EXPOSURE. 

PROPOSITION 4 

DERIVATIVES THAT COVER CERTAIN RISKS, FOR INSTANCE THE RISK OF HOUSEOWNERS, WILL ALWAYS BE 

SUBJECT TO TWO , FROM THE INSURANCE WORLD, WELL KNOWN PHENOMENA: ADVERSE SELECTION AND 

MORAL HAZARD. 

• As a result of this, hedging derivatives will always have an index or a stock 

market as underlying value and will therefore be imperfect. 
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PROPOSITION 5 

THESE PHENOMENA HOLD FOR ALL DERIVATIVES BASED ON DIRECT REAL ESTATE; A FRENCH OFFICES VERSUS 

PORTUGUESE SHOPS SWAP, OR AN IRISH RESIDENTIAL FORWARD: INVESTMENT DECISIONS HAVE TO BE MADE 

WHERE THE INVESTMENT PROFITS ARE MADE. 

• Derivatives will never have direct real estate as underlying value. 

PROPOSITION 6 

LISTED OPTIONS/FUTURES BASED ON DIRECT REAL ESTATE NEED MARKET MAKERS. MARKET MAKERS SHOULD 

BE ABLE TO COVER THEIR POSITIONS. HOWEVER, IT IS NOT POSSIBLE TO GO SHORT ON DIRECT REAL ESTATE 

BECAUSE OF ITS UNICITY. 

• Listed derivatives based on direct real estate or a direct real estate index 

do not function properly. 

PROPOSITION 7 

THE INDIRECT NOT LISTED REAL ESTATE SECTOR IS BEING DOMINATED BY A SMALL GROUP OF INVESTORS. IN 

FACT, INDIRECT REAL ESTATE IS MANIPULATIVE BECAUSE OF THIS DOMINANCE AND THEREFORE THE SAME 

FACTORS APPLY TO INDIRECT AS TO DIRECT REAL ESTATE. 

• Derivatives will never have indirect not listed real estate as underlying 

value. 

PROPOSITION 8 

IT IS ALSO NOT POSSIBLE TO GO SHORT ON INDIRECT NOT LISTED REAL ESTATE (VESTEDA, AMVEST, UNI 

INVEST, VASTLOC). 

• Listed real estate derivatives based on indirect not listed real estate or an 

indirect not listed real estate index do not function properly. 

PROPOSITION 9 

LISTED DERIVATIVES BASED ON LISTED REAL ESTATE CAN BE IMPLEMENTED, BECAUSE THERE ARE 

POSSIBILITIES OF GOING SHORT. THAT DOESN'T BRING US ANY FURTHER IN OUR SEARCH FOR LIQUID REAL 

ESTATE EXPOSURE, BECAUSE: 

• Listed real estate is not real estate. 

PROPOSITION 10 

CURRENTLY THE ONLY DUTCH DIRECT REAL ESTATE INDICES ARE THE ROZ/IPD AND THE AEDEX. 

HOWEVER THE AEDEX DOES NOT SEEM TO BE A REFLECTION OF THE WHOLE DUTCH RESIDENTIAL MARKET. 

• The ROZ/IPD and the subindices are proper reflections of the Dutch 

residential market. 
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