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Introduction

In this webinar, we explored the specialty real estate sectors such as self-
storage, senior housing, student housing, medical facilities and data centers. 
We looked at their recent performance in the listed real estate space and what 
attributes these sectors could bring to a direct real estate portfolio.  

In discussion, our panel concluded that whilst many of the demographic and 
structural demand drivers are consistent globally, the opportunities to invest in 
specialty sectors is geographically specific for regulatory and market reasons.

The growth in data generation and storage requirements globally is supporting 
opportunities in the data center sector. This webinar included a third-party 
speaker, Daniel English from Legacy Investing, to provide a deeper dive into 
what demand drivers are shaping the data center sector and why this sector is 
getting increasing investment interest.

Webinar Summary

The listed real estate space has witnessed both dramatic growth and strong 
performance of the specialty sectors over the last 15 years. Between 
December 2005 and December 2019, the market cap of specialty sectors 
increased from 14.7% of total FTSE NAREIT equity REIT market capitalization 
to just under half (49.1%) (Figure 1). 

In unlisted real estate, specialty sectors remain a small component of the 
global universe. In the context of global real estate portfolios, MSCI data shows 
that “other” property represent 4.7% of unlisted sector weightings globally. 
We expect growth in specialty sector REITs and anticipate that institutional 
allocations to specialty sectors may expand globally in listed and unlisted real 
estate in the future.
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What has driven specialty sector growth in listed real estate?

There has been significant growth and strong performance of the specialty sectors in the listed space over the last decade. For 
many of the specialty sectors, their strong historical outperformance is attributed to high levels of demand from either digital 
transformation or demographic growth (Figure 2). 

The earnings and cashflows for companies that own real estate sectors like data centers, self-storage or health care have grown 
dramatically over the last 10-20 years. These firms have additionally benefitted from both acquisitions and new development 
activity. 

There is a high likelihood that some specialty sectors may continue to perform strongly, supported by the outlook of their 
fundamentals. Over the next three years, we believe that performance in sectors such as data centers and single-family rentals, 
for example, may be underpinned by robust cashflow and earnings growth.

Figure 1 - Specialty sector growth: listed real estate 
Over the last 15 years they have grown to almost half the investable universe

Source: Invesco Real Estate using data from NAREIT as of August 2020.

FTSE NAREIT equity REIT market capitalization

December 31, 2005
Equity market cap: US$304 billion

December 31, 2019
Equity market cap: US$1,239 billion
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Figure 2 - Specialty sector performance: listed space
They have outperformed traditional sectors significantly

Total return index (equal weight by sector, Jan 2005 = 100)

Core sectors: apartment, industrial, office, retail, lodging and diversified. Full period: January 2005 - August 2020.
Specialty sectors: health care, self-storage, manufactured homes, single-family rentals, data centers, timber, infrastructure and other specialty.
Source: Invesco Real Estate using data from NAREIT as of August 2020. Past performance is not a guarantee of future results.
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Why specialty sectors, and why now?

Comparing traditional real estate sectors and the specialty sectors, there are three main benefits of specialty sectors.

The first benefit is strong structural demand fundamentals, many of which have been strengthened in the COVID-19 shutdown 
periods.  This includes:

	– Technology adaptation and a greater need for fast data – supporting data centers;
	– Aging demographics – supporting health care and aged care sectors;
	– Urbanization – supports embracing of new living concepts and self-storage sectors. 

The second benefit is the yield/cap rate 
premium, especially in the current low interest 
rate environment. Specialty sectors still 
command a yield premium relative to the 
traditional real estate sectors.  An example 
is in Asia, where the premium is greater than 
other parts of the world as specialty sectors 
are generally less established as an investment 
alternative. An example is China’s Tier 1 cities 
where data center yields/cap rates are currently 
approximately 8%, representing around a 400-
basis point premium to Tier 1 office yields/
cap rates. This compares favorably to the US, 
where the premium between data centers 
and office yields/cap rates is about 110 basis 
points; a narrower premium but still a premium 
nonetheless.

Thirdly, there is more acceptance of specialty 
sectors as investment alternatives, and the 
institutionalization of these sectors is increasing 
(Figure 3). More investors are including 
specialty sectors when constructing portfolios, 
using the specialty sectors to provide additional 
diversification benefits. In addition, some large 
global investors are now active in this space 
and are bringing lessons learned from their 
experience in the US to Asia and Europe.

What role can specialty sectors play in an unlisted portfolio?

There are three important elements that specialty sectors add to a portfolio:

1.	 Alpha: due to the strength of secular demand drivers, these are sectors have stronger growth potential than many of the 
traditional sectors, combined with likely yield/cap rate compression as these sectors mature and institutionalize. Specialty 
sectors also typically have a higher and more stable income component than other property types. 

2.	 Durability: along with the secular trends, the “needs-based” nature of the underlying occupier demand that drives many of 
these sectors is expected to provide durability of performance through cycles, potentially acting as a shock-absorber for a 
portfolio during recessionary periods.

3.	 Diversification1: broadening the number of property sectors that are investable provides diversification benefits for portfolio 
construction.  In addition, the smaller deal size of many specialty sectors makes them a good fit for smaller portfolios without 
forgoing diversification.

Globally, specialty sectors make up less than 5% of unlisted portfolios in 2020. It is likely that investment in specialty sectors 
will increasingly fill a space in a portfolio that was previously occupied by some retail and some office properties.  Retail has 
traditionally been 20-25% of a core portfolio but is expected to occupy a notably smaller portion going forward due to the many 
headwinds the sector faces from the rise of e-commerce. Similarly, office has been 30-40% of a portfolio historically, but this too 
may be influenced by a shifting pattern of demand, with less traditional office, especially commodity office buildings, and more 
life science and health care-related office.

Figure 3 - Specialty sector liquidity:  
transaction volume 2010-19 (USD Billions)
Liquidity is increasing globally but remains low

Transaction volume (USD Billions)

Transaction volume includes the following sectors: data centers, student housing, self-storage, 
seniors housing, medical office and manufactured housing.
Source: Invesco Real Estate using data from Real Capital Analytics as of August 2020.
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What are the opportunities?

There are three areas where we believe the secular demand-side drivers, demographics and technology, may be particularly 
strong over the next decade. 

1.	 Single-family rentals (US as the starting geographic target, which is similar to the US leading other opportunities over 
last decade) 

This is a sector that has been largely flying under the radar in the US, but in terms of scale it is of similar size to the traditional 
apartment market (15 million units).  The demographics will provide a strong tailwind, with the 35-44 year-old age cohort (the 
prime tenants for single-family rentals) expanding by 5.5 million over the next 10 years as millennials age and enter their family 
years, needing more space.  Institutional ownership is at an early stage with larger owners (owning portfolios of 1,000 units or 
more) controlling just 2% of homes.  There seems to be plenty of opportunity to drive net operating income (NOI) growth and 
yield compression with technology and economies of scale. 

2.	 Health care: Medical office (MOB), life science and seniors housing in the US, and hospitals in Asia

The primary driver of this loose “health care grouping” is demographics and, in particular, the aging of the population. A “silver 
tsunami” is fast approaching, with the population of those aged 75 and older expected to double in size over the next 20 years, 
creating demand for all types of health care needs. This age cohort visits the doctor almost three times as often as the 25-44 
year-old age group. In addition, for MOBs, improvements in medical technology has allowed many more procedures to move out 
of a hospital setting to a less expensive outpatient setting; we believe this trend may continue. Like MOBs, life science benefits 
from both aging – driving demand for new health care solutions – and technology, providing the ability to continue to push the 
bounds of research. Clearly COVID-19 has centered the world’s focus on public health which should provide this sector a near-
term boost. Lastly in this group is senior housing.  This is a sector on which we are more cautious in the near term given the 
uncertainty resulting from the impacts of COVID-19 and because supply was beginning to outpace demand pre-COVID-19. That 
said, the longer-term demand due to demographics is undeniable, however the main wave of this demand surge will likely not hit 
until later in the decade. 

3.	 Data Centers

Legacy Investing’s data centers have outperformed within their portfolio over the 2020 pandemic period, with utilization up and 
cash flow collections remaining robust.

User demand for data centers is underpinned by significant structural tailwinds, as the data we increasingly rely on in our 
everyday lives also has to “live” in a data center somewhere.

Site selection for data center development is an important consideration, with four key characteristics: 

	— Access to key fiber roadways: Providing for efficient, fast and cost-effective connectivity to the data consumer. Key 
interconnection points of the fiber roadways have emerged as key data center locations, as operators want to be near 
them. 

	— Power costs: Power is one of the biggest operating expenses for data centers. Leases with the tenant are typically signed 
on a power basis of per kilowatt-hours per month. From a global perspective, the US has the lowest power costs, but they 
vary by submarket. Operators are choosing submarkets based on the power cost relative to latency and distance. 

	— Tax Incentives: This includes taxes for the purchase of the computer equipment and the real estate. Globally, cities are 
adopting favorable tax treatments to lure data center operators. An example is in Chicago, where operators are leaving to 
move to Wisconsin to benefit from the tax incentives that Chicago is refusing to provide. 

	— Risk of natural disaster: Position data centers in areas with low risk, due to sensitive nature of operations and equipment.

While risks persist, they may be largely skewed to the downside for the landlord. A key risk that is often identified for data centers 
is obsolescence risk, however given the landlords rent the space and power, and not the technology (racks and product are 
typically owned by the tenant), this mitigates the obsolescence risk of technology to some degree.

Leasing or vacancy risk is also mitigated by the high cost for tenants to relocate, with data relocation costs for the tenant 
significantly higher than other asset classes. This allows for underwriting of data centers to have higher renewal probabilities than 
other asset classes, including logistics. 

A key risk in the future that needs to be underwritten is the impact of increasing power and heat densities as computers become 
more powerful.

Looking ahead, Legacy Investing expects yields/cap rates to continue to trend down, especially in markets that are just starting 
to grow. In China yields/cap rates are generally representative of where they were in the US five years ago. Supply and demand 
fundamentals will likely remain robust, with tailwinds for the sector providing increasing demand.  

Overall, data centers remain relatively early in their investment cycle, and there are still significant tailwinds and growth that may 
benefit the sector and provide attractive returns for real estate investors. 
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Conclusion

Specialty sectors are benefitting from structural demand tailwinds, supporting continued growth in both tenant and investment 
demand. We expect specialty sectors to become more important in listed real estate portfolios and allocations to specialty sectors 
in unlisted real estate to increase.

Whilst demand drivers and structural headwinds are generally consistent globally, the opportunity for specialty sectors is 
geographically specific, varying from market to market. These differences are driven by both regulatory and market reasons. 

We consider the specialty sector with the most immediate global investment opportunity worldwide may be data centers, driven 
by the growth in data generation and storage requirements globally, coupled with the current favorable supply, demand and 
pricing dynamics. 



Risk Warnings

The value of investments and any income will fluctuate (this may partly be the result of exchange rate fluctuations) and investors 
may not get back the full amount invested. Property and land can be difficult to sell, so investors may not be able to sell such 
investments when they want to.  The value of property is generally a matter of an independent valuer’s opinion and may not be 
realised. 
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