
Recently, Jonathan A. Schein, senior 
vice president, managing director of 
business development at Institutional 
Real Estate, Inc., spoke with Todd Hen-
derson of Deutsche Asset Management 
about their approach to real estate risk 
management. The following is an excerpt 
of that conversation.

After the recession, investors 
have become laser-focused on 
risk. How does Deutsche Asset 
Management manage the inher-
ent risk found in real estate 
investments?
Risk is simply the uncertainty of outcomes 
resulting from different strategies. Techni-
cally speaking, it is variance and volatility. 
When you talk about variance and vol-
atility, however, you need to distinguish 
upside volatility from downside volatility.

One is more attractive than the 
other?
Absolutely, upside volatility is always 
much more attractive than downside vol-
atility. In a perfect world, you want to 
limit downside volatility while not limit-

ing your upside volatility. At the end of 
the day, however, risk is just uncertainty 
around value and cash flows combined 
with the uncertainty around liquidity. 

What causes that uncertainty of 
outcomes in real estate?
Risk is a collection of factors that fall into 
two broad categories — operating lever-
age and financial leverage. Financial lever-
age refers to how much financing you 
put on a property — the risk associated 
with having a highly leveraged property. 
It is the risk associated with interest rate 
fluctuation. It is the risk associated with 
refinancing that particular loan. Financial 
leverage magnifies the outcome of the 
results, so if you have either a positive or 
a negative result on an unleveraged basis, 
the financial leverage is going to magnify 
that result by a multiple depending upon 
the degree of leverage employed. Oper-
ating leverage refers to asset risk, market 
risk, occupancy risk and the quality and 
durability of that asset and its cash flows. 
It is the variance of the NOI on the asset, 
which is highly dependent upon the strat-
egy that is being implemented. Operating 
leverage tends to be multi-faceted, how-
ever, and in most cases can generally be 
summarized as the potential volatility in 
property cash flows. 

How do you evaluate those risks?
We look at risk at both the asset and 
portfolio level. Operating risk factors are 
evaluated in detail during the asset due 
diligence phase. Then we manage risk 
more broadly at the portfolio level by 
having a predictable and disciplined pro-
cess, which is highlighted by our multiple 
channels of feedback. We own and man-
age more than 100 million square feet of 
real estate in the U.S.; there are a con-
siderable number of signals that come 
from a portfolio of that size. In addition, 
our transactions team has bought and 
sold over $50 billion of real estate during 
the past 10 years through the end of 
2015. That $50 billion, however, is only 
about 10 percent of all the assets that 
we actually pursue. So there is a uni-

verse of $500 billion of U.S. real estate 
that we have actively pursued and, corre-
spondingly, there are a number of signals 
that come off of those successful and 
unsuccessful bids. We also have a global 
investor base that has over $50 billion of 
capital invested in real estate, as well as 
additional capital in other asset classes. 
There are material amounts of signals 
that come from our investor base as it 
relates to the attractiveness of the real 
estate asset class relative to the other 
asset classes. All of this information 
affects our strategy.

What exactly do you do with all 
these signals?
We aggregate, dig down and distill all of 
those signal into a disciplined, executable 
strategy that drives our NOI forecast, our 
acquisition and disposition plans, our 
capital market decisions, and our market 
and sector tilt within our portfolios, as 
well as our strategy as to how much and 
when to take on more risk. 

You earlier mentioned volatility 
and variance. How do those fac-
tors enter into your process?
There are certain products, sectors and 
markets that perform better in pro- 
cyclical environments versus the oppo-
site. The office sector and the industrial 
sector, for example, tend to outperform 
the retail and the apartment sector from 
a total return basis in a pro-cyclical envi-
ronment. Sector selection, combined 
with a good market and asset selection 
— which is where our real estate exper-
tise comes into play — should produce 
long-term outperformance relative to 
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Sensitivity (“Beta”) to NPI

All 1.00

Office 1.19

Industrial 1.00

Apartment 0.88

Retail 0.78

Source: NCREIF Property Index (NPI), as of December 2015.
Period: 1981-2015. Quarterly year-over-year total returns.
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your objectives. Conversely, if we have 
a contracting market, we are more likely 
to overweight the retail and multifamily 
sectors. These sectors, combined with 
market selection highlighted by charac-
teristics such as constrained supply, his-
torical job growth and good liquidity, will 
tend to outperform in a downturn. 

How do you use your research 
team in making these decisions?
Research is a big part of what we do. 
We go to great lengths to connect our 
research and strategy teams with our 
asset management, portfolio manage-
ment and transactions teams. This allows 
us to combine realtime market feedback 
with extensive top-down and bottom-up 
research to make the most informed 
decisions with respect to our strategy in 
a particular market environment. We use 
the words “multiply the IQ of the organi-
zation” regularly to describe this process, 
which means we use the information 
generated by our scale to provide bet-
ter and deeper information to our inves-
tors. The goal is to have an investment 
process that combines our real estate 
expertise with market-leading research 
to create actionable strategies, as well as 
the discipline to execute upon them. 

What does classifying risk mean to 
the portfolio construction process? 
Well, it is not just overweighting and 
underweighting sectors, it is also over-
weighting and underweighting markets. 
For example, we have underweighted the 
Houston and Washington, D.C., office 
markets over the past couple of years, 
and it has been a big part of our outper-
formance. In a pro-cyclical environment, 
you may be more attracted to shorter- 
term leases than longer-term leases to 
capture improving rents. In a contract-
ing market, the alternative is more 
attractive. Longer-term leases can bridge  

you over the contraction phase, and 
allow the stability of cash flow through 
that downturn. We also look at risk a 
little differently than others. For exam-
ple, development is considered an oppor-
tunistic investment and therefore higher 
risk. But in many cases, a development 
in a supply-constrained market where 
costs, overrun risks and loan guarantees 
are structurally subordinate to our over-
all returns can be much less risky than 
repositioning, releasing and refurbishing 
an investment. So we are trying to help 
investors focus on true risk as opposed to 
standard industry nomenclature.

Would you then say that the 
industry should be classifying 
risk differently? 
Our view is to place existing investments 
and prospective investment opportunities 
first in the context of risk and not nec-
essarily return — not simply classifying it 
as core, core-plus or opportunistic return 
profile. By simply “bucketing” invest-
ments in those categories, it could impact 
the perceived risk profile of the individual 
property or investment. It should not stop 
with a simple definition but rather a full 
picture of the risk profile.

How does your risk management 
methodology manifest itself for 
investors?
Investors are looking for managers 
that are going to achieve the best risk- 
adjusted return within a particular strat-
egy. So, for example, a core real estate 
investor will be looking for a manager 
who can produce stable income with 
low volatility and consistent growth in 
NOI. Said differently, they are looking for 
a manager that can produce the best 
Sharpe ratios in that strategy. That is, of 
course, what they look for across all strat-
egies — managers who can produce their 
target returns at the lowest level of risk.

How does an investor know that 
you are producing their target 
returns at the lowest level of 
risk? 
Our industry has gotten much better 
at capturing and evaluating informa-
tion that allows an investor to compare 
and contrast different strategies, and 
to really determine the risk that a par-
ticular strategy embedded to achieve 
its returns. Investors and their consul-
tants have really been given the tools 
to dig into a particular portfolio and 
strategy to understand 1) what risks 
are inherent in that strategy and 2) to 
be able to speak to a manager about 
how they may be mitigating the risks 
inherent in that strategy or that port-
folio. Frankly we welcome that discus-
sion because we believe that it helps 
investors make significantly more- 
informed decisions. And with informed 
decisions there are ultimately fewer sur-
prises, and the relationship between a 
manager and investor benefits greatly 
when there are no surprises.

Is the focus on risk management 
something that remains within 
the investment committee, or 
does it permeate the culture 
throughout the company? 

It definitely permeates the organization. 
You cannot have an investment process 
that requires the input and execution 
from the entire organization, if the entire 
organization does not support or believe 
in it. We understand risk. From top to 
bottom, we attempt to capture all the sig-
nals that come off of our large, diversified 
investment platform and combine them 
with our real estate expertise and disci-
plined execution to produce above-bench-
mark returns. At the end of the day, we 
leverage information, expertise and a bias 
for action to make it all work. 
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The article was reprinted with the permission of IREI. DeAWM Distributors, Inc. is not responsible for the content. This reprint should not be construed as an offer to sell or a solicitation to buy shares of any Deutsche fund mentioned in this 
reprint. The opinions and forecasts expressed are those of IREI and not necessarily those of DeAWM Distributors, Inc. All opinions and claims are based upon data at the time of publication of this article, April 2016, and may not come to pass. 
This information is subject to change at any time, based upon economic, market and other considerations and should not be construed as a recommendation. 
________________________________________________________________________________________________________________________________________

IREI and Deutsche Asset Management are not affiliated. 

An investment in real estate involves a high degree of risk, including possible loss of principal amount invested, and is suitable only for sophisticated investors who can bear such losses. The value of shares/ units and their derived income may 
fall or rise. Any forecasts provided herein are based upon Deutsche Asset Management’s opinion of the market at this date and are subject to change dependent on the market. Past performance or any prediction, projection or forecast on the 
economy or markets is not indicative of future performance. 

Investment in real estate may be or become nonperforming after acquisition for a wide variety of reasons. Nonperforming real estate investment may require substantial workout negotiations and/ or restructuring. Environmental liabilities may 
pose a risk such that the owner or operator of real property may become liable for the costs of removal or remediation of certain hazardous substances released on, about, under, or in its property. Additionally, to the extent real estate invest-
ments are made in foreign countries, such countries may prove to be politically or economically unstable. Finally, exposure to fluctuations in currency exchange rates may affect the value of a real estate investment.

Deutsche Asset Management is the brand name of the Asset Management division of the Deutsche Bank Group. The respective legal entities offering products or services under the Deutsche Asset Management brand are specified in the 
respective contracts, sales materials and other product information documents. Deutsche Asset Management, through Deutsche Bank AG, its affiliated companies and its officers and employees (collectively “Deutsche Bank”) are communicating 
this document in good faith and on the following basis.

This document has been prepared without consideration of the investment needs, objectives or financial circumstances of any investor. Before making an investment decision, investors need to consider, with or without the assistance of an 
investment adviser, whether the investments and strategies described or provided by Deutsche Bank, are appropriate, in light of their particular investment needs, objectives and financial circumstances. Furthermore, this document is for informa-
tion/ discussion purposes only and does not constitute an offer, recommendation or solicitation to conclude a transaction and should not be treated as giving investment advice.

Deutsche Bank does not give tax or legal advice. Investors should seek advice from their own tax experts and lawyers, in considering investments and strategies suggested by Deutsche Bank. Investments with Deutsche Bank are not guaranteed, 
unless specified. Unless notified to the contrary in a particular case, investment instruments are not insured by the Federal Deposit Insurance Corporation (“FDIC”) or any other governmental entity, and are not guaranteed by or obligations of 
Deutsche Bank AG or its affiliates.

Although information in this document has been obtained from sources believed to be reliable, we do not guarantee its accuracy, completeness or fairness, and it should not be relied upon as such. All opinions and estimates herein, including 
forecast returns, reflect our judgment on the date of this report and are subject to change without notice and involve a number of assumptions which may not prove valid.

Investments are subject to various risks, including market fluctuations, regulatory change, counterparty risk, possible delays in repayment and loss of income and principal invested. The value of investments can fall as well as rise and you may not 
recover the amount originally invested at any point in time. Furthermore, substantial fluctuations of the value of the investment are possible even over short periods of time.

This publication contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, projections, opinions, models and hypothetical performance analysis. The forward looking statements 
expressed constitute the author’s judgment as of the date of this material. Forward looking statements involve significant elements of subjective judgments and analyses and changes thereto and/or consideration of different or additional factors 
could have a material impact on the results indicated. Therefore, actual results may vary, perhaps materially, from the results contained herein. No representation or warranty is made by Deutsche Bank as to the reasonableness or completeness 
of such forward looking statements or to any other financial information contained herein. The terms of any investment will be exclusively subject to the detailed provisions, including risk considerations, contained in the Offering Documents. 
When making an investment decision, you should rely on the final documentation relating to the transaction and not the summary contained herein.

This document may not be reproduced or circulated without our written authority. The manner of circulation and distribution of this document may be restricted by law or regulation in certain countries, including the United States. This document 
is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, state, country or other jurisdiction, including the United States, where such distribution, publication, availabil-
ity or use would be contrary to law or regulation or which would subject Deutsche Bank to any registration or licensing requirement within such jurisdiction not currently met within such jurisdiction. Persons into whose possession this document 
may come are required to inform themselves of, and to observe, such restrictions.

Important information for the United Kingdom: In the UK this publication is considered a financial promotion and is approved by DB AG on behalf of all entities trading as Deutsche Asset Management in the UK. Deutsche Asset Man-
agement is the brand name of the Asset Management division of the Deutsche Bank Group. The respective legal entities offering products or services under the Deutsche Asset Management brand are specified in the respective contracts, sales 
materials and other product information documents. Deutsche Asset Management, through Deutsche Bank AG, its affiliated companies and its officers and employees (collectively “Deutsche Bank”) are communicating this document in good 
faith and on the following basis. This document is a financial promotion and is for general information purposes only and consequently may not be complete or accurate for your specific purposes. It is not intended to be an offer or solicitation, 
advice or recommendation, or the basis for any contract to purchase or sell any security, or other instrument, or for Deutsche Bank to enter into or arrange any type of transaction as a consequence of any information contained herein. It has 
been prepared without consideration of the investment needs, objectives or financial circumstances of any investor. This document does not identify all the risks (direct and indirect) or other considerations which might be material to you when 
entering into a transaction. Before making an investment decision, investors need to consider, with or without the assistance of an investment adviser, whether the investments and strategies described or provided by Deutsche Bank, are suitabil-
ity and appropriate, in light of their particular investment needs, objectives and financial circumstances. We assume no responsibility to advise the recipients of this document with regard to changes in our views.

Past performance is no guarantee of future results.

The products mentioned in this document may be subject to investment risk including market fluctuations, regulatory change, counterparty risk, possible delays in repayment and loss of income and principal invested. Additionally, investments 
denominated in an alternative currency will be subject to currency risk, changes in exchange rates which may have an adverse effect on the value, price or income of the investment. The value of an investment can fall as well as rise and you 
might not get back the amount originally invested at any point in time. We have gathered the information contained in this document from sources we believe to be reliable; but we do not guarantee the accuracy, completeness or fairness of 
such information and it should not be relied on as such. Deutsche Bank has no obligation to update, modify or amend this document or to otherwise notify the recipient in the event that any matter stated herein, or any opinion, projection, 
forecast or estimate set forth herein, changes or subsequently becomes inaccurate.

Deutsche Bank does not give taxation or legal advice. Prospective investors should seek advice from their own taxation agents and lawyers regarding the tax consequences on the purchase, ownership, disposal, redemption or transfer of the 
investments and strategies suggested by Deutsche Bank. The relevant tax laws or regulations of the tax authorities may change at any time. Deutsche Bank is not responsible for and has no obligation with respect to any tax implications on the 
investment suggested. No assurance can be given that any investment described herein would yield favorable investment results or that the investment objectives will be achieved. In general, the securities and financial instruments presented 
herein are not insured by the Federal Deposit Insurance Corporation (”FDIC“), and are not guaranteed by or obligations of Deutsche Bank AG or its affiliates. We or our affiliates or persons associated with us may act upon or use material in this 
report prior to publication. DB may engage in transactions in a manner inconsistent with the views discussed herein. Opinions expressed herein may differ from the opinions expressed by departments or other divisions or affiliates of Deutsche 
Bank. This document contains forward looking statements. Forward looking statements include, but are not limited to assumptions, estimates, projections, opinions, models and hypothetical performance analysis. The forward looking statements 
expressed constitute the author‘s judgement as of the date of this material. Forward looking statements involve significant elements of subjective judgements and analyses and changes thereto and/or consideration of different or additional 
factors could have a material impact on the results indicated. Therefore, actual results may vary, perhaps materially, from the results contained herein. No representation or warranty is made by Deutsche Bank as to the reasonableness or 
completeness of such forward looking statements or to any other financial information contained in this document.

This document may not be reproduced or circulated without our written authority. The manner of circulation and distribution of this document may be restricted by law or regulation in certain countries, including the United States. This document 
is not directed to, or intended for distribution to or use by, any person or entity who is a citizen or resident of or located in any locality, state, country or other jurisdiction, including the United States, where such distribution, publication, 
availability or use would be contrary to law or regulation or which would subject Deutsche Bank to any registration or licensing requirement within such jurisdiction not currently met within such jurisdiction. Persons into whose possession this 
document may come are required to inform themselves of, and to observe, such restrictions. Deutsche Bank conducts its business according to the principle that it must manage conflicts of interest fairly, both between itself and its clients and 
between one client and another. As a global financial services provider, Deutsche Bank faces actual and potential Conflicts of Interest periodically. The Bank’s policy is to take all reasonable steps to maintain and operate effective organisational 
and administrative arrangements to identify and manage relevant conflicts. Senior management within the Bank are responsible for ensuring that the Bank’s systems, controls and procedures are adequate to identify and manage

Conflicts of Interest: Deutsche Bank AG is authorised under German Banking Law (competent authority: European Central Bank) and, in the United Kingdom, by the Prudential Regulation Authority. It is subject to supervision by the European 
Central Bank and by BaFin, Germany’s Federal Financial Supervisory Authority, and is subject to limited regulation in the United Kingdom by the Prudential Regulation Authority and the Financial Conduct Authority. Deutsche Bank AG is a joint 
stock corporation with limited liability incorporated in the Federal Republic of Germany, Local Court of Frankfurt am Main, HRB No. 30 000; Branch Registration in England and Wales BR000005 and Registered Address: Winchester House, 1 
Great Winchester Street, London EC2N 2DB. Deutsche Bank AG, London Branch is a member of the London Stock Exchange. (Details about the extent of our authorisation and regulation by the Prudential Regulation Authority, and regulation 
by the Financial Conduct Authority are available on request or from www.db.com/en/content/eu_disclosures.htm). Financial Services Registration Number 150018. Deutsche Asset Management is a trading name of Deutsche Asset Management 
(UK) Limited. Registered in England & Wales No 5233891. Registered Office: Winchester House, 1 Great Winchester Street, London EC2N 2DB. Deutsche Asset Management (UK) Limited is authorised and regulated by the Financial Conduct 
Authority. Financial Services Registration Number 429806.

For Residents of the Kingdom of Bahrain: This document does not constitute an offer for sale of, or participation in, securities, derivatives or funds marketed in Bahrain within the meaning of Bahrain Monetary Agency Regulations. All 
applications for investment should be received and any allotments should be made, in each case from outside of Bahrain. This document has been prepared for private information purposes of intended investors only who will be institutions. 
No invitation shall be made to the public in the Kingdom of Bahrain and this document will not be issued, passed to, or made available to the public generally. The Central Bank (CBB) has not reviewed, nor has it approved, this document or 
the marketing of such securities, derivatives or funds in the Kingdom of Bahrain. Accordingly, the securities, derivatives or funds may not be offered or sold in Bahrain or to residents thereof except as permitted by Bahrain law. The CBB is not 
responsible for performance of the securities, derivatives or funds.

For investors in Kuwait: this document has been sent to you at your own request. This presentation is not for general circulation to the public in Kuwait. The Interests have not been licensed for offering in Kuwait by the Kuwait Capital 
Markets Authority or any other relevant Kuwaiti government agency. The offering of the Interests in Kuwait on the basis a private placement or public offering is, therefore, restricted in accordance with Decree Law No. 31 of 1990 and the 
implementing regulations thereto (as amended) and Law No. 7 of 2010 and the bylaws thereto (as amended). No private or public offering of the Interests is being made in Kuwait, and no agreement relating to the sale of the Interests will be 
concluded in Kuwait. No marketing or solicitation or inducement activities are being used to offer or market the Interests in Kuwait.

For investors in the state of Qatar: Deutsche Bank AG in the Qatar Financial Centre (registered no. 00032) is regulated by the Qatar Financial Centre Regulatory Authority. Deutsche Bank AG - QFC Branch may only undertake the financial 
services activities that fall within the scope of its existing QFCRA license. Principal place of business in the QFC: Qatar Financial Centre, Tower, West Bay, Level 5, PO Box 14928, Doha, Qatar. This information has been distributed by Deutsche 
Bank AG. Related financial products or services are only available to Business Customers, as defined by the Qatar Financial Centre Regulatory Authority.

For investors in the kingdom of Saudi Arabia: Deutsche Securities Saudi Arabia LLC Company, (registered no. 07073-37) is regulated by the Capital Market Authority. Deutsche Securities Saudi Arabia may only undertake the financial 
services activities that fall within the scope of its existing CMA license. Principal place of business in Saudi Arabia: King Fahad Road, Al Olaya District, P.O. Box 301809, Faisaliah Tower - 17th Floor, 11372 Riyadh, Saudi Arabia.

For investors in the United Arab Emirates: Deutsche Bank AG in the Dubai International Financial Centre (registered no. 00045) is regulated by the Dubai Financial Services Authority. Deutsche Bank AG - DIFC Branch may only undertake 
the financial services activities that fall within the scope of its existing DFSA license. Principal place of business in the DIFC: Dubai International Financial Centre, The Gate Village, Building 5, PO Box 504902, Dubai, U.A.E. This information has 
been distributed by Deutsche Bank AG. Related financial products or services are only available to Professional Clients, as defined by the Dubai Financial Services Authority.
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