
   

 
 

 
 
 

 
 
 

Management of Unsystematic Risks  
in Commercial Real Estate Asset Management 

 
 
 
 
 
 
 
 

Master’s Thesis 

Aalto University School of Engineering 
Department of Real Estate,  
Planning and Geoinformatics 
 
Espoo, 22.5.2015 
 
 
Aleksi Kohonen 
Bachelor of Science in Technology 
 
Supervisor:   Professor Kauko Viitanen 
Instructor:    D.Sc. (Tech.) Mervi Himanen 



 

 
 



 

Aalto University, P.O. BOX 11000, 00076 AALTO 
www.aalto.fi 

Abstract of master's thesis 

 

 

 
Author  Aleksi Kohonen 
Title of thesis  Management of Unsystematic Risks in Commercial Real Estate Asset Management 
Degree programme  Degree Programme in Real Estate Economics  
Major/minor  Real estate management Code  M3003 
Thesis supervisor  Professor Kauko Viitanen 
Thesis advisor(s)   D.Sc. (Tech.) Mervi Himanen 
Date  22.5.2015 Number of pages 171 Language English 

Abstract 
The need for systematic risk management in commercial real estate asset management has 
increased significantly during the recent years. New regulations (e.g. AIFMD) and reporting 
requirements by authorities, investors and lenders have set increasing pressure for the asset 
management industry to develop the risk management practices applied not only with the 
systematic risks (e.g. market risks), but also unsystematic risks related to individual property 
investments. 

The primary objective of the thesis was to analyse the different tools and practices available for 
management of unsystematic risks in commercial real estate asset management, in order to 
identify the primary risk factors, risk management practices and challenges involved. The research 
strategy of the explorative study conducted summer 2013 and spring 2015 involved (a) a review of 
available literature on risk management, real estate investments and real estate management; (b) 
analysis of twenty-one (21) actual documents used in real estate asset management in Finland; and 
(c) thematic interviews of 11 professionals involved in commercial real estate asset management 
industry in Finland.  
According to the interviews, management of unsystematic risks in commercial real estate asset 
management revolves around investment strategy, due diligence, business plans, insurance 
policies, lease agreements, management and service contracts, budgeting, rent roll analysis, 
meetings with the technical manager and leasing team, and monitoring selected return, risk and 
covenant metrics (e.g. IRR and lease maturities). The key risks factors involved in these areas 
include location of the property, tenant demand, solvency of tenants, lease maturities, vacancy, 
renovations, cash flows (especially rents and CAPEX), financing, liquidity, compliance to different 
regulations, and different juridical responsibilities and liabilities that may result significant 
expenses and damages to reputation of the property and the investor.   
The primary challenges mentioned involve identifying and anticipating different risks in time, 
accurately estimating and budgeting the costs related to fixing the possible issues, and ensuring 
that the applicable requirements by e.g. insurance and regulations are met at all times (i.e. 
compliance). In addition, the major practical problems also include ambiguity in contract terms, 
and maintaining regular communication with the tenants, leasing team and the technical manager 
(e.g. reporting and regular meetings). The major success factors on the other hand include 
thorough due diligence, well designed and maintained insurance coverage, accurate and frequently 
updated budgets and cash flow calculations, comprehensive and detailed lease agreements and 
management contracts, and regular communication with tenants leasing team and the technical 
manager. In addition, the existing risk management practices should be constantly evaluated in 
order to develop them to match the changing risks and specific needs related to the individual 
property investments.   
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Tiivistelmä 
Tarve systemaattiselle riskienhallinnalle kaupallisessa kiinteistövarallisuuden hoidossa (engl. 
Commercial Real Estate Asset Management) on kasvanut viimevuosien aikana merkittävästi. 
Jatkuvasti uudistuva sääntely (esim. AIFMD) sekä sijoittajien ja rahoittajien raportointi-
vaatimukset ovat luoneet alalle paineen kehittää riskienhallintakäytäntöjä systemaattisten riskien 
lisäksi myös epäsystemaattisen, yksittäisiin kiinteistöinvestointeihin liittyvien riskien hallintaan. 
Diplomityö analysoi erilaisia epäsystemaattisten riskien hallitsemiseksi tarjolla olevia työkaluja ja 
käytäntöjä tunnistaakseen niiden avulla kiinteistövarallisuuden hoitajan käytännön työn kannalta 
tärkeimmät kiinteistösijoituksiin liittyvät riskit ja avainkysymykset. Työtä varten tehty 
eksploratiivinen tutkimus suoritettiin 2013-2015 ja se koostui (a) katsauksesta riskienhallintaan, 
kiinteistösijoituksiin ja kiinteistöjohtamiseen liittyvään kirjallisuuteen, (b) 21 kiinteistö-
varallisuuden hoidossa Suomessa käytetyn dokumentin analysoinnista, sekä (c) 11 kiinteistö-
varallisuuden hoidon parissa Suomessa työskentelevän ammattilaisen haastattelusta 
Haastattelujen perusteella, tärkeimpiä epäsystemaattisten riskien hallintaan liittyviä osa-alueita 
kaupallisessa kiinteistövarallisuuden hoidossa ovat investointistrategia, due diligence, 
liiketoimintasuunnitelmat, vakuutukset, vuokrasopimukset, management- ja palvelusopimukset, 
budjetointi, rent roll analyysi, teknisen managerin ja vuokraustiimin kanssa pidettävät tapaamiset, 
sekä valittujen tuottoja, riskejä ja rahoituskovenantteja arvioivien tunnuslukujen seuranta. 
Tärkeimpiin seurattaviin riskitekijöihin kuuluvat kiinteistön sijainti, vuokralaiskysyntä, 
vuokralaisten maksukyky, vuokramaturiteetit, vajaakäyttö, perusparannukset, kassavirrat (etenkin 
vuokrat ja CAPEX), rahoitus, likviditeetti, erilaisten säännösten noudattaminen (ts. compliance), 
sekä erilaiset juridiset vastuut ja korvausvelvollisuudet, jotka voivat aiheuttaa kustannuksia sekä 
vahingoittaa kohteen tai sijoittajan mainetta. 
Tärkeimpiä haasteita epäsystemaattisten riskien hallinnan kannalta ovat esimerkiksi riskien 
tunnistaminen ja ennakointi ajoissa, ongelmien korjaukseen liittyvien kustannusten tarkka 
arviointi ja budjetointi, sekä erilaisten säännösten ja vaatimusten jatkuvan noudattamisen 
varmistaminen. Lisäksi, tärkeitä käytännön haasteita aiheuttavat myös sopimusehtojen 
tulkinnanvaraisuus, sekä jatkuvan kommunikaation ylläpito vuokralaisten, vuokraustiimin ja 
teknisen managerin kanssa (esimerkiksi raportointi ja säännölliset tapaamiset). Riskienhallinnan 
tärkeimpiä menestystekijöihin kuuluvat puolestaan perusteelliset due diligence selvitykset, 
ajantasainen vakuutusturva, tarkka ja ajantasainen budjetti ja kassavirtalaskelmat, kattavat ja 
yksityiskohtaiset vuokra-, management- ja palvelusopimukset, sekä jatkuva kommunikaatio 
vuokralaisten, vuokrauksesta vastaavan henkilökunnan ja teknisen managerin kanssa. Lisäksi 
käytössä olevia riskienhallintakäytäntöjä tulee jatkuvasti seurata ja arvioida, jotta niitä voidaan 
kehittää vastaamaan paremmin kuhunkin yksittäiseen kiinteistösijoituskohteeseen liittyviä 
muuttuvia riskejä ja erityistarpeita. 
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1 Introduction 
The importance of systematic risk management in Real Estate Asset Management has 
increased significantly during the recent years due to various developments in investment 
regulations and standards. Since the US subprime mortgage crisis and the following 
international credit crunch and financial crisis, several new disclosure and reporting 
initiatives have been introduced. At the same time, also the reporting requirements set by 
investors and lenders have been constantly tightening.  

Here, one of the most significant and recent developments has been the Alternative 
Investment Fund Managers Directive (AIFMD; 2011/61/EU), which entered into force in 
July 2013 (i.e. start of the implementation period). The AIFMD regulates the activities of 
managers (organizations and personnel) of Alternative Investment Funds (AIF) that 
include different Private Equity, Real Estate and Hedge Funds having operations in the 
EU area. The major objective of the AIMFD was to “create a comprehensive and effective 
regulatory and supervisory framework for AIFMs at the European level”. In practice, the 
primary purpose of the AIFMD was to increase the reporting responsibilities of AIFs to 
protect the investors of such vehicles from the different risks that were not considered to 
be sufficiently communicated by the existing reporting practices. (European Commission 
2014) 

In Finland, the AIFMD was enforced by new legislation, acts by Ministry of Finance, and 
the reporting requirements by the Finnish Financial Supervisory Authority (fin. Finanssi-
valvonta, FIVA), which came into effect in May 2014. The practical requirements of the 
new regulation include an obligation for AIFMs (i.e. fund management companies) to 
obtain authorisation from their local regulators, and to have an independent risk analysis 
function. The new risk management infrastructure introduced scrutinizes also the 
operations of the fund management company, instead of only the risks related to the 
portfolio managed (which had previously been the case with most AIFMs). As result, 
AIFMD created an additional infrastructure for risk and compliance reporting that was 
somewhat new for many investment managers in the non-listed real estate investment 
industry. (Finanssivalvonta 2014) 

In terms of risk management, the new systematic reporting framework provided by 
AIFMD should clearly benefit investors trough increased transparency and comparability 
of different AIFs. However, the AIFMD reporting data, gathered by the European 
Securities and Market Authority (ESMA), involves very little information on the 
unsystematic risks related to the underlying assets that fundamentally determine the 
performance and risks of the vehicle, especially in real estate (as it was seen during the 
subprime mortgage crisis). 

This issue was very likely identified by regulators as well, and in 2013, while preparing the 
practical implementation of AIFMD, ESMA sent out a request for consultation on the 
preliminary guidelines on AIFMD reporting obligations to a range central of entities 
associated with the Alternative Investment Market. ESMA received several responses for 
its inquiry, also from entities specifically involved in real estate market such as The 
European Association for Investors in Non-Listed Real Estate Vehicles (INREV) and The 
Investment Property Databank (IPD) that both highlighted that asset class specific issues 
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in real estate raise several problems in terms of risk assessment and management, as 
illustrated in the following quotations.1 (ESMA 2013) 

“Real estate investment markets typically exhibit a unique combination of 
heterogeneity, lumpiness, illiquidity and complexity of ownership, leasing 

and occupation structures. Together these factors generate some exceptional 
challenges in the production and governance of performance measurement, 

risk analytics and benchmarking. They also commonly result in non-
standard vehicle structures – in terms of redemption procedures, cash 

balances, debt and fee structures – all of which raise risk assessment and 
management issues.” (IPD 2013) 

 “However, additional guidance is required about the applicability of the 
proposed measures (or indeed others not mentioned) to real estate portfolios 
as the heterogeneity and illiquidity of the asset class raises problems for risk 

definition and quantification.” (INREV 2013a) 

Both quotations clearly illustrate the asset class specific characteristics and risks involved 
in the property investments that have been familiar to the industry for decades and have 
been managed and reported more or less successfully even long before AIFMD.2 In 
practice, the risk reporting and transparency issues have been addressed through investor 
reporting and different private reporting initiatives. Here, some of the most wide spread 
guidelines and standards include IFRS (International Financial Reporting Standards), 
GRI (Global Reporting Initiative), GIPS (Global Investment Performance Standards by 
CFA Institute), but also real estate specific reporting initiatives by e.g. INREV and IPD. 
These initiatives basically require managers of real estate funds to disclose information on 
the activities and performance of the fund in a specified format whether as a part of their 
reporting authorities and investors or by submitting separate data sets to an external 
organizations. The information reported may include for example the financial 
performance of the fund, financing, portfolio allocations, and the valuations of the 
portfolio assets. Some of the reporting organisations also publish industry information 
such as market reports, industry data (statistical averages), and professional guidelines for 
fund management and reporting (e.g. INREV and IPD). In addition, investors may also 
participate into different benchmarking surveys organized by e.g. GRESB (Global Real 
Estate Sustainability Benchmark) and KTI Kiinteistötieto Oy (in Finland). (For further 
information see e.g. the websites of INREV, GIPS, IPD, KTI, GRESB and IFRS, listed in 
references) 

Besides the reporting initiatives, the investor reporting (e.g. financial statements, annual 
reports, interim reports, and fund prospectuses) may also involve additional free form 
information on the different risks faced by the organization and its business. In case of 
real estate investors, such as listed real estate companies and pension funds, this 
information usually includes general level descriptions on different types risk involved in 
operations and how these risks have been addressed in corporate level. In addition, the 
information disclosed may involve major events and plans (e.g. transactions and new 
partnerships), list of the current investments, and some general level figures on e.g. cash 

                                                        

1 The Consultation on guidelines on AIFMD reporting obligations are available online at: 
2 For a brief review see e.g. Hoesli and MacGregor 2000, p. 19-23 
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flows, lease stock (e.g. maturity and industry distribution), and environmental efficiency.3 
Thus, also voluntarily disclosed reporting tends to be rather superficial and focus mainly 
on the systematic risks (e.g. generic market and financial risks) rather than the 
unsystematic risks in the underlying assets. Some likely reasons behind the lack of 
disclosure may include protection of commercial secrets and public image, but also 
challenges in internal availability of reliable and measurable information on the 
unsystematic risks. 

The previous discussion illustrates that the publically available information on 
unsystematic risks in property investments is very limited, as both public and private 
reporting frameworks appear to focus mainly on systematic risks, such as general market 
and financial risks. However, management of the unsystematic risks related to the 
individual property investments is an inseparable part of the real estate asset management 
business, and based on the continuity and performance of the industry, some kind of risk 
management activities are obviously carried out, whether systematically or not. 

The literature on property investments and risk management includes a variety of 
discussions on risks and risk management in real estate investments. However, much of 
the literature (e.g. Hoesli & MacGregor 2000, Brueggeman & Fisher 2011, Leväinen 2013) 
seems to focus on theoretical methodologies (e.g. portfolio diversification) borrowed from 
the general financial theory, rather than the actual risks management practices and 
considerations applied in the real estate asset management industry. Based on the 
literature, it would appear that the practical risk management activities on the property 
level have managed to avoid the academic discussion rather persistently. This naturally 
rises quite a few questions such as: what does the practical management of unsystematic 
risks in real estate asset management actually involve, what are the most important 
considerations here, and how are these issues communicated to the investors, lenders, and 
other stakeholders to satisfy their requests for information on risks and risk management 
in the asset management activities? 

1.1 Research Aim 
As it was discussed in the introduction, the existing literature and information on 
management of unsystematic risks in real estate asset management is rather limited. In 
general, both publically available sources and academic literature tend to focus their 
attention mainly on the systematic risks such as general market risks that impact a wide 
range of investments in similar ways. The general assumption in the real estate investment 
appears to be that unsystematic risks can be sufficiently managed by well-designed 
portfolio diversification. However, vast majority of unsystematic risks rise from the 
practical operative activities on the property level, which would imply that these risks 
could also be managed proactively trough activities and decisions of the asset manager. 

The principal aim of this study is to review available tools and practices for management 
of unsystematic risks in real estate asset management, in order to identify the most 
important risk factors and considerations involved. Identifying these issues will allow 
developing real estate asset management practices for systematic management and 
reporting of unsystematic risks in property investments, which will help asset managers to 

                                                        
3 For examples, see annual reports of some large Finnish real estate investors such as Citycon, 
Sponda, Technopolis, Varma, Ilmarinen, available online on their public websites 
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demonstrate their competence and performance for investors, lenders and other 
stakeholders.  

1.2 Scope and Focus 
The thesis will primarily examine management of unsystematic risks in commercial real 
estate asset management. In this context, unsystematic risk refers to the risks that are 
specific to a certain property investment due to its attributes, such as location, site, 
construction, equipment, tenants, management, services or contracts involved. Here, 
unsystematic risks are distinguished from systematic risks that affect a wider group of 
properties in similar ways, such as market or country risks. However, it should be noted 
that unsystematic and systematic risks are very often more or less connected, but the 
indirect impacts can vary between different properties. The different risks and risk factors 
that are considered to be included into the scope will be further discussed in the literature 
review. 

Commercial real estate asset management on the other hand, is considered here as 
management of one or more commercial investment properties that aims to accomplish 
the objectives set by the investor, such as maximising the profitability and value, or 
minimising the different risks related to a specific property investment.  Commercial 
investment properties refer here to income producing office, retail and industrial 
properties (opposed to residential properties where practices and regulations tend to 
differ quite significantly from commercial real estate). 

In practice the scope involve examining property investments, risks and risk management 
methods from the viewpoints of asset, portfolio and fund managers, who monitor and 
manage real estate assets from investment perspective (opposed to the technical 
perspective of a property or technical manager, or user perspective of a tenant). The 
practical responsibilities of an asset manager rarely involve the daily operations on site 
that are usually outsourced on the responsibility of a property or technical manager, who 
is working under the supervision of the asset manager. Thus, the asset manager’s major 
leverage points to the management of unsystematic risks on the property level include 
contracts (that delegate responsibilities and control operations) and reporting (that is 
used to monitor performance and risks of the operations). This aspect also limits the risk 
management practices available for the asset manager mainly to the ones that can be 
implemented through contracts, documents and reporting. Again, these issues will be 
discussed in more detail in the literature review. 

1.3 Research Questions 
The objective of the thesis was to explore and review the different unsystematic risks, risk 
management tools, and practical challenges in Finnish commercial real estate asset 
management industry. The thesis approached this objective by seeking answers to the 
following three research questions: 

I) What are the major unsystematic risks in property investments from the 
perspective of a real estate asset manager in the Finnish real estate industry, 

II) What are the primary tools and practices that a real estate asset manager can 
apply for managing unsystematic risks in property investments in the Finnish real 
estate industry, and 
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III) What are the key challenges for a real estate asset manager in managing 
unsystematic risks in property investments in the Finnish real estate industry? 

The motivation, background and delimitations behind these questions are discussed in the 
methodology chapter 3 (section 3.2). The answers to the questions are presented in 
chapter 6 (Results). 

1.4 Structure of the Thesis 
The thesis is divided into eighth chapters. The first chapter (1) introduces the background, 
topic, context and the research questions of the study. The second chapter (2) reviews the 
literature related to the topic to further describe the important considerations involved to 
risk management in real estate asset management. The third chapter (3) describes the 
research strategy and methods applied in the empirical study consisting of document 
review and thematic interviews. Chapter four (4) reviews the findings of the document 
review, which are used as a basis for the thematic interviews. The results of the thematic 
interviews are reviewed in the chapter five (5). After presenting the results of the study (in 
chapter 6), the study and the findings will be further discussed (in chapter 7). Finally, the 
key takeaways of the study are summarised conclusion in chapter eight (8) and summary 
in chapter nine (9), followed by references and appendices.  
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2 Literature and Theoretical Background 
This chapter will review a range of mainly academic and educational publications related 
to risk management and real estate asset management. The primary objectives of the 
chapter are to: 

a) Establish theoretical foundations and terminology for discussing different risks 
and risk management methods available, 

b) Further introduce the functions, activities and documentation involved in real 
estate asset management, in order to clarify the context where the risk 
management is examined in this thesis, and 

c) Clarify the primary focus point of the empirical study to be conducted. 

In terms of risk management, the chapter uses ISO 31000:2009 risk management 
standard (Risk management – Principles and Guidelines by International Organization for 
Standardization) as a primary reference point for discussion that is then complemented 
with considerations introduced in the literature. In terms of real estate management, the 
review relies mainly on the available longstanding textbooks that are complemented with 
articles and other publications. The findings of the literature part, and the focus of the 
empirical study, will be reviewed in sections 2.6 and 2.7. 

2.1 Fundamentals of Risk management 
Risk assessment has an integral role in any informed decision-making and various other 
aspects of company operations. It is involved in the high level in strategic choices on which 
businesses to get involved in, which assets to acquire, or what markets to serve, but also in 
much more practical operational considerations, such as whether to accept payments in 
foreign currencies, or whether the current safety measures are adequate. Whether an 
organization is deliberately analysing and managing risks or not, they are inseparable part 
of all activities. (Likierman 2011, p. 261) 

Traditionally, sophisticated risk management techniques have been considered mainly in 
the context of the financial industry (i.e. insurance, banking and securities trading) and 
few other industries with high-level perceived risks, such as energy production. Thus, the 
exiting risk management techniques are very often framed in terms of financial and 
statistical considerations. In the financial context, risk management techniques are 
primarily used to support decision-making related to different investment and portfolio 
considerations, such as underwriting, pricing and hedging strategies. By contrast, the 
techniques for managing risk in other industries are often far less sophisticated, but 
nevertheless serve the same fundamental elements of risk management: facilitating 
awareness, and communication of risk. (Likierman 2011, p. 263) 

The following sections review and introduce some general aspects related to the concepts 
of risk and risks management. It also reviews different risk management activities and 
considerations to lay a foundation on discussion on the risk management in context of real 
estate asset management later on in the thesis. As mentioned, the chapter will use ISO 
31000 standard as a primary reference point for discussion, which will be then discussed 
with support from literature sources. 
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2.1.1 Concepts of Risk and Uncertainty 

Even though in practical context, risk and uncertainty are very often used as synonyms, 
academic and professional literature often makes a distinction between these two 
concepts. In most cases, the term risk is understood as a threat of loss, damage or other 
negative outcome or impact in the future (i.e. downside risk). However, during the years 
the concept has been refined and many of the more recent definitions include also a 
possibility of positive outcomes (i.e. upside risk) related to the uncertain future. (Crouhy 
et al. 2006, Kähkönen et al. 2014, Leväinen 2013, Hintikka 1999, Rouhento 2007) 

ISO 31000 defines risk as "the effect of uncertainty on objectives". This definition 
recognises that we indeed operate in an uncertain world, and whenever we try to achieve 
an objective, there is always a chance that things will not go according to the plan, or that 
we do not get the results that we originally expected. Sometimes we get positive results 
(i.e. better than expected), sometimes negative (i.e. worse than expected), and sometimes 
both. (ISO 31000:2009) 

Uncertainty on the other hand, is defined by the ISO as “a state or condition that involves 
a deficiency of information and leads to inadequate or incomplete knowledge or 
understanding”. Thus, uncertainty (i.e. lack of certainty) exists whenever there is 
incomplete understanding of an event, consequence, or likelihood. (ISO 31000:2009) 

The definition offered for a risk by ISO is in itself, rather broad and abstract, and as ISO 
notes, a more practical definition for risk could perhaps be derived from context of project 
management where the same issue has been studied quite extensively. For example, 
Kähkönen et al. define risk as “a possibility of unfavourable or favourable impact”. 
(Kähkönen et al. 2014, p.9) 

However, as in many other occasions, there is no one correct definition for risk, as a 
precise and unambiguous definition would inevitably leave out factors that may be 
important in some specific contexts. Thus, rather than focusing on defining what a risk 
fundamentally is, many authors recommend using a scope that is as wide as possible, so 
that a larger variety of different risks can be identified. (Crouhy et al. 2006, Kähkönen et 
al. 2014, Leväinen 2013, Hintikka 1999) 

As a concept, risk has its roots in the insurance industry, where it was developed to 
estimate probabilities for different hazards to occur. From the insurance industry the 
concept was soon adopted to the banking and financial industry, where also many of the 
modern sophisticated risk management methods and tools have been developed (e.g. 
Portfolio Theory, Value at Risk (VaR), and Black-Scholes formulae). In the financial 
context, risk is most often considered in terms of expected returns and statistical volatility 
(i.e. standard deviation). In mathematical terms, risk can be expressed as a function of 
probability and impact: (Kähkönen et al. 2014) 

Risk [€] = Probability %  × Impact [€] 

In financial context, Crouhy et al. (2006, p.25) define the risk as “the volatility of returns 
leading to unexpected losses”, pointing out the important distinction between (a) expected 
losses that businesses face every now and then, and can be thus quite reliably predicted 
and prepared for; and (b) unexpected losses that may suddenly appear in an entirely 
unexpected way, and thus usually cause more significant damages. (Crouhy et al. 2006) 
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In financial context, risk is most often considered in context of investment returns. As a 
general principle, the higher the risk, the higher are the returns that investors expect from 
their investments. The excess returns that an investor expects to get above the return from 
“risk free” investment (i.e. government bonds) for taking additional risk is known in the 
literature as risk premium. In this context, investors are commonly divided into three risk 
attitudes based on their willingness to take risk: (a) risk averters, who require high excess 
returns to take risks (cf. safe play behaviour); (b) risk neutrals, for whom the required 
return is directly related to the additional returns, and (c) risk lovers, who are willing to 
take relatively high risks to earn excess returns (cf. opportunistic behaviour). (Leväinen 
2013, p.211-212; Hintikka 1999, p. 22-23) 

In ISO 31000, risk attitude refers to organisations general approach to risk. Here, risk 
attitude influences on (a) how risks are assessed and addressed; (b) whether or not risks 
are taken, tolerated, retained, shared, reduced, or avoided; and (c) whether or not risk 
treatments are implemented or postponed. In practical terms, risk attitude is converted 
and documented into risk criteria. These are terms of reference, which are used to 
evaluate the significance and importance of different risks of an organisation, and used to 
determine whether a specified level of risk is acceptable or tolerable. Together the chosen 
risk criteria form the risk profile of the organisation. (ISO 31000:2009) 

According to Rouhento (2007, p.82) risk-taking refers to exposing oneself to the possible 
consequences of an undesirable or uncertain outcome. Here, it should be noted that extent 
of uncertainty increases, when the time horizon observed is extended further into the 
future. Or in other words, the further into the future one tries to look, the harder it 
becomes to predict what is going to happen, and thus also risks taken will increase as 
illustrated in Figure 1. (Hintikka 1999, p.16, Leväinen 2013 p.198)  

 
Figure 1 - Time and Risk (adopted from Leväinen 2013, p.198) 4 

Fundamentally, uncertainty can be related to two different dimensions: (a) the variables 
causing the variation (risk factors) that are unknown, or (b) the probabilities and/or 
distributions of these variables that are unknown. The situation where both of these 
dimensions are unknown can called true uncertainty. Risk, on the other hand, can be 
considered a situation where both factors and their probability distributions are “known” 
i.e. can be estimated and analysed (note the word estimated, opposed to known). The 
terminology and dimensions of risk and uncertainty are illustrated below in the Table 1. 
(Leväinen 2013 p.197; Hintikka 1999, p.14) 

                                                        
4 Note also that a commonly used forecasting tool fan chart is based on this same notion and 
representation of the future spread of the possible values of a function. 
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Table 1 - Dimensions of Uncertainty (based on Hintikka 1999, p.14) 

Dimensions of Uncertainty factors 

Uncertainty Not known “Known” 
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ro
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bi
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di
st
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on

 

Not  
known True uncertainty 

Uncertainty on 
probabilities and / or 

distributions 

“Known” Uncertainty  
on factors Risk 

Uncertainty itself can be related, directly or indirectly, to numerous different variables 
that can be termed as risk factors. These factors can be basically considered as different 
sources of risk. Different risk factors are related to different events and dynamics, and 
thus it is important to be able identify sources and consequences of each risk factor, and 
also how different risk factors might be interrelated. Basically, this requires considering 
risk not only as static attribute, but a dynamic process or a chain of events, being triggered 
by one event, which may cause a reaction elsewhere leading to a “domino effect” causing 
to various consequences that are often difficult to predict before hand. (Crouhy et al. 
2006, p.25; Hintikka 1999, p.25-26) 

In ISO 31000, this issue is covered by terms of risk source, event and consequence. Risk 
sources are basically different elements such as circumstances, changes, events and 
tendencies that have potential to create risks i.e. sources from which a risk may originate. 
Events, in turn, are different occurrences or non-occurrences that have causes and 
consequences. Events can also be referred to as incidents or accidents. Events without 
consequences can also be referred to as “close-calls”. Consequences are outcomes of an 
event that have an effect on objectives. A single event can generate a range of different 
consequences that can have both positive and negative effects. The initial consequences of 
an event can also be escalated through other events. The relation between risk sources, 
events and consequences i.e. risk mechanism is illustrated in Figure 2. (ISO 31000:2009) 

 
Figure 2 - Risk Mechanism (adopted from Hintikka p.26) 5 

Understanding different kinds of risk mechanisms requires understanding the actual 
events and context that each mechanism is related to. This in turn requires careful risk 
analysis, which requires making sense to a wide variety of risk triggers, events and 
consequences. For this purpose, risks are often classified into different categories that will 
be discussed further in the next section. 

                                                        
5 Note that each trigger can lead to several different events (with different probabilities) and each 
event in turn can lead to various different consequences, resulting much more complex 
mechanisms.  

Source / 
Trigger Event Consequence / 

Impact 
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2.1.2 Categories and Classifications for Risks 

As it was noted in the previous section, analysing uncertainty and risks become 
significantly easier if they are classified and categorised. Literature has presents several 
different categorisations that often reflect more or less the context for which they have 
been developed. This highlights an important notion that all risks are not necessarily 
significant in all contexts, and importance of different risks can vary significantly from one 
context to another. The purpose of this section is to introduce some possible 
categorisations for different risks based on their sources and characteristics to lay 
foundation for the discussion on risk management process and the different methods 
available. 

Some risks are better understood than others. For example, the possible impacts of 
weather and natural disasters have been known for quite a while and once they occur the 
impacts tend to be very similar and thus predictable. Risks with this kind of familiar 
nature can be labelled as static risks. Some risks, on the other hand, are connected to 
changes in the environment such as economic situation. These, risks are often, more 
complex, less predictable, and involve mechanisms that have not been experienced before. 
This kind of risks can be labelled as dynamic risks. (Hintikka 1999, p.28) 

Another fundamental categorisation is the distinction between pure and speculative risks. 
Pure risks are risks that involve only the possibility for negative outcome (i.e. downside 
risk). These involve for example different health and safety hazards and accidents, with 
only negative impacts to all parties involved. Speculative risks, on the other hand, involve 
the possibility for both negative and positive outcome (i.e. upside risk), which may allow 
some parties to benefit from the impacts. In practice, pure risks can be considered as 
unpredictable events that are hoped to occur as rarely as possible, whereas speculative 
risks may allow one to intentionally take risks in hope of uncertain benefit (i.e. 
opportunistic behaviour). (Kähkönen et al. 2014 p.211; Hintikka 1999, p.28; Rouhento 
2007 p.109) 

Another high-level categorization that is important especially in the context of this thesis 
is the division between systematic and unsystematic risk that has been introduced by the 
Modern Portfolio Theory (MPT) and Capital Asset Pricing Model (CAPM). Systematic 
risks (i.e. market risks, non-specific risk, non-diversifiable risk) involve risks that affect a 
range of targets in similar way (e.g. inflation that is same to all actors in the same market). 
Unsystematic risks (i.e. asset specific or non-market or diversifiable risk), on the other 
hand, are related to a specific target and their effects are usually related this one target 
only (e.g. if a tree is struck by a lightning, only the tree hit is damaged, while other trees 
nearby stay intact). The principal idea of the MPT and CAPM is that unsystematic risks 
can be diversified by combining several assets with different risk profiles into a portfolio, 
so that they annul each other, or at least make sure that the effects of one specific risk to 
the portfolio are minimized. A major implication of this is that by combining different 
assets, it is possible to achieve higher returns with lower risks than with any asset 
individually. (Hoesli and MacGregor 2000, p.127-142). 

Besides the fundamental categorisations, also some bit more practical classifications for 
risks have been developed, mainly for the purposes of the insurance, banking and financial 
industry. These classifications tend to be quite general in nature and highlight the central 
financial concepts such as credit, and interest and currency exchange rates. For example, 
Crouhy (et al. 2006, p.25-36), group risk factors broadly into the eight categories as 
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presented in Table 2. Kähkönen et al. (2014, p.10-12), on the other hand, discuss different 
risks in context of project management and use the four categories presented in Table 3. 
Furthermore, while discussing on different risks of a corporation, Leväinen (2013, p.198-
202) divides risks into four basic categories presented in Table 4. 

Table 2 - Risks in Financial Industry (adopted from Crochy et al. 2006, p.25-36) 

RISK GROUP DESCRIPTION 

Market Risk A risk that changes in prices and rates financial market that effect the value of a 
portfolio, such as price of equity, interest rates, and foreign exchange rates. 

Credit Risk A risk that changes in the credit quality of counterparties (e.g. borrowers) will 
affect the value of a security or a portfolio. 

Liquidity Risk A risk of difficulties in acquiring funding or that it will prove out difficult to find 
a suitable buyer for an asset and thus converting it to money. 

Operational 
Risk 

A risk of potential losses resulting from inadequate systems, management 
failure, technology risks, faulty controls, fraud, and human error. 

Legal and 
Regulatory 
Risk 

A variety of risks that may be related for example to non-compliance with the 
existing laws and regulations, changes in laws and regulations, judicial 
proceedings, that may result to costs and other damages. 

Business Risk The classical risks of the business world, such as uncertainty about the demand 
for products, the price that can be charged for those products, or the cost of 
producing and delivering products. 

Strategic Risk A risk that significant investment involving high uncertainty about success and 
profitability prove out unsuccessful and lead to a major write-off or damage to 
reputation. 

Reputation 
Risk 

A risk of losing confidence of customers, creditors, regulators, and the general 
marketplace. 

Table 3 - Risks in Project Management (adopted from Kähkönen et al. 2014, p.10-12) 

RISK CATEGORY DESCRIPTION 

Pure Risks Typically damages, accidents and losses that cannot be affected by 
effective management procedures. 

Financial Risks A risks that are associated with different cash flow considerations financial 
arrangements in the project (e.g. hedging against fluctuations in currency 
rates) 

Business Risks Risks that are related to ordinary problems associated with the project 
work and can be managed by project management procedures including 
technical problems, schedule delays and weather effects. 

Political and 
Country Risks 

Risks that are related to certain geographical areas of project operations. 

This discussion illustrates the previously made notion that different categorisations 
available reflect their respective contexts and tend to focus on different risks and aspects, 
even within a category with the same name. This in turn emphasizes the importance of 
understanding the context properly before deciding which risks to account and how they 
should be categorized. Thus the discussion on different types of risk will continue later in 
the chapter after the context of Real Estate Asset Management has been introduced. 
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Table 4 - Risks of a Corporation (adopted from Leväinen 2013, p.198-202) 

RISK CATEGORY DESCRIPTION 

Business Risks Different risks related to financial issues, products, business 
environment, law and regulations, norms and contracts. 

Personnel Risks Different risks related to retention and commitment of key 
personnel, conflicts and well-being (i.e. HR issues). 

Security Risks Different risks related to information security, occupational 
health and safety, crimes and grey economy. 

Environmental 
Risks 

Different risks related to environmental impacts of the 
activities such as pollution and contamination. 

2.1.3 Risk Management 

According to ISO 31000:2009, Risk management refers to “a coordinated set of activities 
and methods that is used to direct an organization and to control the many risks that can 
affect its ability to achieve objectives”. Additionally, risk management also refers to the 
architecture that is used to manage risk, which includes three major components: 

a) Risk management principles,  

b) Risk management framework, and  

c) Risk management process. 

Here, (a) risk management principles include 11 principles that are listed in Table 5. Risk 
management framework on the other hand, refers to “a set of components that support 
and sustain risk management throughout an organization”. These components can be 
divided into (a) foundations that include risk management policies, objectives, mandates, 
and commitments; and (b) organizational arrangements that include the plans, 
relationships, accountabilities, resources, processes, and activities used for managing 
risks. The ISO Risk Management Framework is illustrated in Figure 3. Risk management 
process is defined in ISO 31000 as “systematic application of management policies, 
procedures and practices to the tasks of communication, consultation, establishing the 
context, identifying, analysing, evaluating, treating, monitoring and reviewing risk”. 
This process is illustrated in Figure 4. (ISO 31000:2009) 

Table 5 - ISO 31000 Risk Management Principles (ISO 31000:2009) 

ISO 31000 Risk Management Principles 

1) Creates value  
2) Integral part of organizational processes  
3) Part of decision making  
4) Explicitly addresses uncertainty  
5) Systematic, structured & timely  
6) Based on the best available information  

7) Tailored  
8) Takes human & cultural factors into account 
9) Transparent & inclusive  
10) Dynamic, iterative and responsive to change  
11) Facilitates continuous improvement & 

enhancement of the organization 

In essence, risk management considers how firms actively select the type and level of risks 
that it is appropriate for them to take. Crouhy et al. (2006, p.1-8) also distinguish risk 
management from the process of controlling and reducing expected losses (which is 
essentially a budgeting, pricing, and business efficiency concern), and define risk 
management (in context of banking and finance) as “the process of understanding, 
costing, and efficiently managing unexpected levels of variability in the financial 
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outcomes for a business”. In the context of project management on the other hand, 
Kähkönen et al. (2014, p.9) define risk and opportunity management as “maximizing the 
results of positive events and minimizing the consequences of adverse events”. 

 
Figure 3 - ISO 31000 Risk Management Framework (adopted from ISO 31000:2009) 

 
Figure 4 - ISO 31000 Risk Management Process (adopted from ISO 31000:2009) 

Different authors divide risk management into different sub categories. In general, risk 
management can be divided into four basic components that can be found from most of 
the different models available: (1) identification, (2) estimation, (3) response 
development, and (4) risk Control. One option is to divide risk management into two 
major categories: (I) risk analysis and (II) response development. Risk analysis involves 
three steps: (a) identification, (b) estimation of possible impacts, and (c) estimation 
probabilities of different outcomes. Response development in turn can be divided into: (d) 
mitigation of risks, and (e) preparation for possible impacts. The model described is 
illustrated in Figure 5. Crouhy et al. (2006, p.2), on the other hand, divide risk 
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management process (in financial context) into seven steps listed in Table 6. (Kähkönen et 
al. 2014 p.6, Hintikka 1999, p.18, 21; Leväinen 2013 p.206, Crouhy et al. 2006, p.2) 

 
Figure 5 - Risk Management functions (adopted form Leväinen 2014, p.206) 

Table 6 - Risk Management Process (adopted from Crouhy 2006, p.2) 

Risk Management Process (Crouhy et al. 2006, p.2) 

1) Identify risk exposures 
2) Measure and estimate risk exposures 
3) Asses effects of exposures 
4) Find instruments and facilities to shift or trade risks 
5) Assess costs and benefits of instruments 
6) Form a risk mitigations strategy (avoid, transfer, mitigate, keep) 
7) Evaluate performance 

Kähkönen et al. (2014 p.21), in turn, divide risk management process into three core 
processes and five accessory processes that form a continuously on going cycle as 
illustrated in Figure 6. The three core processes are:  

1) Risk identification – determine the risks that are considered relevant and 
document the characteristics of each of these risks. 

2) Risk estimation – evaluate risks and risk interactions to assess the range of 
possible outcomes. 

3) Risk response planning and execution – define, develop and execute enhancement 
steps for opportunities and responses to threats. 

The five accessory processes are: (Kähkönen et al. 2014 p.21) 

1) Risk management planning – prepare and decide the appropriate approach, tasks 
and resources for the situation at hand. 

2) Risk communication – provide a shared starting point and understanding of risks 
and opportunities. 

3) Risk ownership development – name owners for different risks identified. 

4) Risk management strategy – define the overall strategy and specify it in the terms 
of most important risks. 

5) Risk management control – respond to different changes in risks over time.  

Risk 
Managment 
Functions

(I) Risk  
analysis

  (a) Identification

  (b) Impact estimation

  (c) Probability estimation

(II) Response 
development

  (d) Mitigation

  (e) Preparation	  
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Figure 6 - Risk Management Cycle (Kähkönen et al. 2014, p.22) 

2.1.4 Risk Assessment 

As it was seen in the previous section, risk analysis and estimation are crucial part of the 
overall risk management process. In ISO 31000, risk analysis and estimation are 
accommodated under the concept of risk assessment that comprises three sub-processes: 
(ISO 31000:2009, see also Figure 5) 

1) Risk identification is a process that is used to find, recognize, and describe the 
risks that could affect the achievement of objectives.  

2) Risk analysis is a process that is used to examine and understand the nature, 
sources, causes, impacts and consequences of the risks that have been identified, 
and inspect the control mechanisms that currently exist.  

3) Risk evaluation is a process that is used to compare risk analysis results with risk 
criteria (i.e. risk profile and strategy of an organization), in order to determine 
whether or not a specified level of risk is acceptable or tolerable.  

In practice, risk identification should include identifying possible sources, causes and 
consequences of risk (cf. the risk mechanism). One possible approach is to try to identify 
different events and circumstances that could affect the achievement of objectives. The 
process can try to identify risks from e.g. economic situation, technology, personnel, 
organization, or different products. To identify as wide range of risks as possible, the 
identification work should be made as straightforward as possible. Possible tools and 
techniques that can help in identifying risks include risk maps, checklists, SWOT analysis, 
market analysis, brainstorming, historical data, theoretical analysis, informed opinions, 
and advice from external experts. (Leväinen 2013, p.203) 

Once the organization has identified the different risks that may effect the achievement of 
objectives, each of these risks should be studied more carefully. Risk analysis can be 
thought of as systematic use of available information to identify possible impacts on 
people, assets and environment, to be able to estimate the significance of different risks. 
The purpose of the risk analysis is to assess the risks that are significant to the activities, 
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by examining different uncertainties and their possible consequences. The third 
component of risk analysis is risk estimation that is a process that is used to measure the 
level of the risks that are analysed. Risk estimation involves analysis frequencies and 
impacts, both separately and together. The primary aim here is that the organisation can 
decide whether different risks are acceptable or not.  (Leväinen 2013, p.205) 

The systematic approaches for studying the potential severity of risks can be divided into 
qualitative and quantitative methods. The qualitative risk estimation methods are based 
on subjective beliefs of individuals and groups on probability and impacts of different 
events. These beliefs are related to the experiences, thoughts and emotions of individuals. 
Qualitative methods seem to work in many cases and they are well represented in current 
risk management manuals and standards. Some examples of well-known qualitative risk 
analysis methods include probability/impact grid (i.e. risk map) and risk scoring. Risk 
map is basically a chart where different risks can be plotted based on their probability and 
impact. The chart can be divided into different areas, which allows quickly identifying and 
differentiating the most severe risks. Being a very simple and visual tool, a risk map can 
provide a useful tool for communicating characteristics of different risks and the overall 
risk picture, especially when working in teams. The basic idea of risk scoring and heat map 
is illustrated in Table 7. (Kähkönen et al. 2014, p.25) 

Table 7 - Example on Risk Scoring and Heat Map  
(adopted from Kähkönen et al. 2014, p.28) 

Im
pa

ct 

Catastrophic 5 5 10 15 20 25 
 

  Stop 
Major 4 4 8 12 16 20 

 
  Urgent action 

Moderate 3 3 6 9 12 15 
 

  Action 
Minor 2 2 4 6 8 10 

 
  Monitor 

Insignificant 1 1 2 3 4 5 
 

  No action 

   
1 2 3 4 5 

   
   

Improbable Remote Occasional Probable Frequent 
   

   
Likelihood 

   Quantitative risk estimation methods basically include different mathematical techniques 
based on numbers and data. The underlying idea behind these techniques is that risk can 
be modelled for example as a joint function of likelihood and impact, where likelihood is 
the probability of the risk occurring and impact is the expected value of the risk (most of 
often in terms of money). The simplest technique is to prepare a single point estimate, 
which means assigning the risk a probability (e.g. 0-100%) and impact (€) that allow 
calculating the expected value for the risk (e.g. 0,5 x 100 000 € = 50 000 €). Single point 
estimates offer very fast and simple technique for giving expected value and comparing 
different scenarios. However, the estimates for probability and impact have to come from 
somewhere, and defining reliable estimates can often be a more challenging task. Ways for 
bypassing this issue include preparing multiple scenarios (e.g. optimistic, most likely, and 
pessimistic) or ranges for the estimates. (Kähkönen et al. 2014, p.27) 

Another option for giving point estimates is to try to define a probability distribution for 
the risk. However, this requires historical data that exists in very few cases, at least in 
extent that is large enough to be statistically significant (say several thousand data points). 
Thus, defining a probability distribution for a risk is often based on approximation, where 
the available data is used to create an assumption of the possible distribution of the 
expected value of the risk. The most common distribution used in these approximations is 
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the normal distribution (i.e. bell curve), but also few other possibilities exist (e.g. uniform 
and triangular distributions). Once the risk has been given a distribution, mathematical 
probability functions can be used to calculate probabilities for certain maximum impacts 
or confidence intervals and other estimates. These mathematical operations form the basis 
for many of the more sophisticated risk estimation tools utilized mainly in insurance, 
banking and finance.6 (Kähkönen et al. 2014, p.33-35) 

Besides analysing the probabilities and distributions of different risks, also the impacts 
should be carefully analysed. Here, the major questions can include for example: 
(Hintikka 1999, p.73) 

a) What kinds of possible consequences exist? 
b) What is the probability that they cause losses (and gains)? 
c) What would be the financial value of these losses (and gains)? 
d) What would be the maximum loss (or gain)? 

In practice, impacts can be classified in different ways. One option is to classify them into 
very high, high, medium, low, and very low, in terms of frequency, severity, and 
predictability, as illustrated in Table 8. 

Table 8 - Risk Impact Characteristics (adopted from Hintikka 1999, p. 74) 

Type Of Impact Frequency Magnitude Predictability 

Trivial Very High Very Low Very High 

Small High Low Reasonable within 1 year 

Medium Low Medium Reasonable within 10 years 

Large Very Low High Minimal 

If the probability distribution is known, a similar classification to expected, severe and 
catastrophic impacts can be made in graphical and mathematical terms as illustrated in 
Figure 7. 

 
Figure 7 - Distribution of Losses (Crouhy et al. 2006, p.335) 

                                                        
6 For a review, see e.g. Crouhy et al. 2006 
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The tools presented can provide some useful means for determining whether or specified 
level of risk is acceptable in the evaluation phase of the risk analysis. The tools introduced 
also illustrate some of the possibilities for both quantitative and qualitative risk analysis. 
However, each of these methods has its strengths and weaknesses. Some of the general 
benefits and weaknesses of quantitative and qualitative risk analysis and estimation 
methods are reviewed in the Table 9. It should also be noted that qualitative and 
quantitative techniques are in no means exclusive, but rather complementary, and they 
can be combined in various ways (e.g. utilizing qualitative estimates as the basis for 
quantitative calculations). For example, qualitative techniques can be used to create 
various kinds of influence diagrams and their modifications, and quantitative techniques 
to classifying of risks in terms of e.g. probability and impact (risk map) and analyse the 
correlations between different risks. (Kähkönen et al. 2014, p.36) 

Table 9 - Comparison of Risk Estimation Methods 
(adopted from Kähkönen et al. 2014, p.36-37) 

 Quantitative Estimation Methods Qualitative Estimation Methods 

B
en

ef
it

s 

• Risks are prioritized by financial impact; 
assets are prioritized by financial values. 

• Results facilitate management of risk by 
return on security investment. 

• Results can be expressed in management-
specific terminology (e.g. monetary values 
and probability expressed as a specific 
percentage). 

• Accuracy tends to increase over time as the 
organization builds historic record of data 
while gaining experience. 

• Enables visibility and understanding 
of risk ranking. 

• Easy to reach consensus. 
• Not necessary to quantify threat 

frequency. 
• Not necessary to determine financial 

values of assets. 
• Easy to involve all key people. 

Sh
or

tc
om

in
gs

 

• Impact values assigned to risks are based on 
subjective opinions of participants. 

• Process to reach credible results and 
consensus is very time consuming. 

• Calculations can be complex and time 
consuming. 

• Results are presented in monetary terms 
only, and they may be difficult for non-
technical people to interpret. 

• Process requires expertise, so participants 
cannot be easily coached through it. 

• Insufficient differentiation between 
important risks. 

• Difficult to justify investing in 
control implementation because 
there is no basis for a cost-benefit 
analysis. 

• Results are dependent upon the 
quality of the risk management team 
that is created. 

2.1.5 Risk Management and Response Methods 

The fundamental purpose for risk assessment is to be able to determine appropriate 
methods for managing and responding to the different risks. For this purpose, there exist 
a variety of options, some of which are more suitable for managing certain types of risk, 
and some for other. This section briefly introduces the available methods for managing 
different kinds of risks and how they can be classified. In general, risk response 
development should involve defining steps for both enhancing (positive) opportunities 
and responding to (negative) threats. Responses generally fall into four categories 
presented in Table 10. (Kähkönen et al. 2014, p.69; Crouhy et al. 2006, p.88) 
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Table 10 - Risk Response Categories (adopted from Kähkönen et al. 2014, p.69) 

Response Description 

Avoidance 
(or Elimination) 

Avoid specific threats by choosing not to undertake some 
activities; 

Transferring Transfer the risk to third parties through insurance, hedging, and 
outsourcing 

Mitigation  
(or Reduction) 

Mitigate the risk through preventive and detective control 
measures reducing the probability and / or impact of a risk event 

Accepting 
(or Retaining) 

Accept the consequences of risk, recognizing that undertaking 
certain risky activities can lead to opportunities (i.e. taking risk). 

Avoidance can be considered as a partial elimination of a specific threat, usually by 
eliminating the cause of this threat. However, it is never possible to eliminate all risk, and 
some of the risks are very difficult and expensive to eliminate. Nevertheless, many risky 
events can be eliminated with relative ease, and in these cases, avoidance is often the most 
appropriate strategy. In practice, risks can be avoided by e.g. removing or covering 
hazardous devices or using proven technological solutions and well-known ways of 
working that include considerably less risks.  However, it should be noted that if the 
solution used is changed, also the new solution often involves risks of its own. Still, in 
some cases, it can be appropriate to take risks, as it can lead to great opportunity to 
achieve better or profitable end results. (Kähkönen et al. 2014, p.70) 

Transferring basically means moving or sharing the responsibility for managing and 
carrying the risk with an external party. Common ways for sharing risks include insurance 
policies that transfer risk to an insurance company, and contract clauses that transfer or 
share risks e.g. between contractors, which allows using the contractor as a sort of a risk 
buffer. (Kähkönen et al. 2014, p.70) 

Mitigation (or risk reduction) refers to the means used to reducing either probability or 
impact of a risk. For example, probability of fire on the construction site can be reduced by 
removing burning materials from the area where welding takes place. The impact 
component on the other hand can be decreased by acquiring a foam extinguisher or a 
sprinkler system to the site, which will extinguish a possible fire fast without before it can 
cause significant damages. (Kähkönen et al. 2014, p.70) 

However, many risks are beyond control and influence of the organization and accepting 
these risks is the only feasible option left. Accepting (or retaining) risk can be either 
intentional or unintentional. It is recommendable that risks are identified and analysed to 
gather proper understanding of the magnitude of risks that are taken. Another strategy of 
course is not to perform any risk analysis at all and accept to carry all the risks, whatever 
the magnitude. Often a feasible response is to determine appropriate level on contingency 
to cover the potential impact of risk with a desired level of confidence and allocating this 
contingency into the budget. Acceptance can also be active (e.g. developing a contingency 
plan to execute if the risk occur) or passive (e.g. accepting a lower profit if some activities 
overrun). (Kähkönen et al. 2014, p.69) 

Another possible categorisation by Leväinen (2013, p.206) divides risk management 
methods into prevention and preparation. Prevention involves removing the risk, or at 
least mitigating its probability and effects, and it includes elimination, avoidance, 
mitigation, and optimization. Preparation on the other hand, involves accepting the risk or 
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transferring it to another party by insurance policies, warranties, contract terms, or 
contingency funds. This categorisation is illustrated below in Figure 8. 

In addition, also risk analysis can be considered as a type of response, as it leads to 
increased risk awareness and better ability to anticipate risks, and thus lowering the 
uncertainty and indirectly affecting the magnitude unexpected impacts. Therefore it is 
important to continuously follow up the risks that are decided to be accepted and adjust 
the risk management strategy according to the different changes that occur. (Kähkönen et 
al. 2014, p.70) 

 
Figure 8 - Prevention and Preparation (adopted from Leväinen 2013, p.206) 

The major objective of risk management is to affect on risks and their magnitude 
proactively before they actually materialize. Despite of the risk management procedures, 
some unplanned events always happen and some of those events might evolve into crisis. 
The basic idea of crisis management is to adapt into unforeseen event and changing 
situation as efficiently as possible. The purpose is to decrease and limit the damages 
caused by risks and quickly find efficient routines that fit the new situation. Development 
of this kind of crisis management capabilities is a proactive function that helps companies 
to anticipate impacts of certain risks and support efficient risk management. In some 
contexts, such as security this issue can also be referred to as resilience.  (Kähkönen et al. 
2014, p.75) 

As noted earlier, some risk management methods are more suitable for managing certain 
types of risk, and some for other. Some risks can be prevented with relative ease and light 
effort, whereas some are very difficult and expensive to manage. Common practical 
considerations often involve different methods of transferring risks with insurance policies 
and contract terms. 

The risks that can be managed with insurance typically include different static risks such 
as storms and natural disasters (opposed to dynamic risks that usually have to be retained 
by the organisation). Similarly, the risks that can be managed with insurance policies most 
often fall in to category of pure risks that have no possibility for positive upside (i.e. the 
opportunity involved in speculative risks). In this context, a peculiar characteristic of 

Risk 
Management 

Methods 

I) Prevention 

 a) Elimination 

 b) Avoidance 

 c) Mitigation 

II) Preparation 

 a) Optimization 

 b) Transfer 

   i) Insurance Policies 

   ii) Warranties 

   iii) Contract terms 

   iv) Contingency funds 
 c) Acceptance 
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insurances is that the insurance contract basically turns a pure risk of the insured party, 
into a speculative risk of the insurer. (Hintikka 1999, p.27-28; Rouhento 2007 p.109) 

In general, the major approaches that tend to be suitable for managing pure risks include 
(a) risk avoidance, (b) transferring to another party (e.g. insurance), (c) reducing the 
probability of occurrence, (d) reducing of the size of possible consequences, and (e) a 
hybrid strategy combining the previous strategies. (Kähkönen et al. 2014 p.211) 

2.1.6 Challenges in Risk Management 

Risk management involves a wide variety of different considerations and options for doing 
things. In addition, each organisation and situation is different, and thus there is no right 
or wrong way for organizing risk management. Being a rather complex and diverse field, 
risk management involves a lot of issues and questions, some of which will be discussed 
next. 

Some of the major problems, which can sometimes make risk management issues difficult 
to address, are related to the common attitudes and misconceptions towards different risk 
management tools and techniques. Unfortunately, many investors and managers still tend 
to consider systematic risk assessment as an unnecessary additional work, and believe that 
their experience and instinct will be sufficient. However, if managers recognize only the 
risks that are most easily identifiable and quantifiable, they can fail to properly balance the 
different downsides and upsides of a decision, which might lead into misjudgements and 
distorted decision-making. (Likierman 2011, p. 270-271, 277) 

According to Likierman (2011, p. 263), some possible reasons for the absence of risk 
management in the current management agendas may include the following: 

a) Risk management has developed relatively recently, so managers may not be fully 
aware of it; 

b) Organizations do not have incentives for managers to take account of risk on a 
systematic basis; 

c) It is too complex for an older generation of senior managers to understand; 

d) Those outside of financial services consider it to be related mainly to complex 
financial instruments that have nothing to do with them; 

e) Both quantitative and qualitative techniques are dismissed as being of 
questionable value and inferior to the personal judgments, based on personal 
experience; and 

f) Risk management is actually taking place, but it is not formally recognized. 

According to Kähkönen et al. (2014, p.24) the major problems in risk analysis include: 

a) Ambiguity and lacking information sources 

b) Explanatory factors missing 

c) Complex dependencies between different risks and opportunities 

d) Incomplete impact coverage. 

Ambiguity and lacking information sources are probably the most frequent problem that 
arises in different risk analyses. Very often, a risk can be identified relatively easily, but 
understanding its characteristics and nature is much more challenging. The risks 
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identified can also be very different from each other and can be difficult to analyse and 
model with the same methods. For example, reliable statistical modelling requires large 
data sets, which are rarely available. In many cases, the quantitative analyses have to rely 
quite a bit on subjective judgment, and thus also the final risk estimates arrived to can be 
rather questionable. In addition, it is difficult to identify all the different explanatory 
factors, dependencies and consequences that may be related to the risk that is analysed. 
Besides, these different variables can change over time, sometimes very rapidly. Thus, the 
scope of risk analysis is easily left too narrow, and some relevant issues may be limited 
outside consideration, which can lead to very unpleasant surprises later on. One approach 
in that might be used in complex situations with lot of interdependencies between 
different factors is to bundle the different risks together and analysing them as scenarios. 
(Kähkönen et al. 2014 p.24) 

2.2 Real Estate Investments 
The term real estate refers to land and other immovable things, such as buildings and 
other structures permanently attached to it, and the rights associated with the ownership 
and use of these things, which are in legal context referred to as property rights (or 
interests). The term property on the other hand, refers to a registered unit of real estate, 
most commonly a piece of land and a building on it. In juridical sense, there has 
traditionally been a clear distinction between immovable (or real) property and the 
movable things that a person can own, such as cars or shares that are referred to as 
personal property. These two types of property and the legal rights related to them have 
been commonly treated very differently in legislation, which has several practical 
implications. In addition, due to the significant impacts that land use and construction 
have on the surrounding environment and people, real estate has traditionally been 
subject to a various regulations such as planning, construction inspection, environmental 
assessments, and different safety inspections. (Brueggeman and Fisher. 2008. p.1-7) 

Understanding the fundamental nature of the legal interests is essential in context of real 
estate and decision making, as it is these rights that are being purchased, sold, rented, and 
used as collaterals. The two property rights that are most crucial to understand are: 
(Brueggeman and Fisher. 2008. p.1-7) 

a) Freehold right that refers to complete ownership of a property that includes rights 
for possession, use, enjoyment, and disposal, for an indefinite period of time; and 

b) Leasehold right that refers to the right to possess and use the property owned by 
another for a defined period of time. 

In addition, there are also several other kinds of legal interests and rights to real estate, 
such as usufructs (i.e. right to use), easements (e.g. right of way), and encumbrances (i.e. 
restrictions for use). Being able to legitimately exercise one’s legal rights to a property, one 
must have a title on the property i.e. possess the necessary items or documents to prove 
the specific legal rights. Thus, assuring the title is one of the key considerations related to 
controlling and minimizing the legal risks related to the legal interests (e.g. ownership and 
control). Legal interests and juridical considerations may also have significant impacts the 
receiving the economic benefits associated with property rights as any defects may result 
in e.g. a loss of benefits to the owner or compromise the collateral value of the property 
right for the mortgage lender. In addition, the legislation and regulations usually subject 
the property owner to various responsibilities, and set relatively strict guidelines for 
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dispute resolution, which are both in a crucial role when considering the different risks 
related to real estate investments. (Brueggeman and Fisher. 2008. p.1-7) 

In this thesis, the term real estate is used to refer to the aggregate investment class, and 
the term property is used when discussing on individual real estate assets. Here, the 
domain of real estate asset management usually focuses on managing a portfolio 
consisting of several properties that have been acquired by an investor (i.e. the title is 
already assured). In this case, the owner has acquired a freehold interest on the property 
(i.e. owns the property) and assigns the leasehold interest to an external entity (i.e. tenant) 
in return of a monetary compensation (i.e. rent) to gain return for the investment into a 
freehold right to a property. These two arrangements are commonly referred as owning 
and leasing a property. Nevertheless, the underlying nature of these terms is good to keep 
in mind as the legal and juridical aspects are closely related to e.g. sales and lease 
agreements, responsibilities and liabilities where confusions and disagreements on legal 
rights are not unheard of (i.e. juridical risk). However, these are considered more as 
juridical and contractual than legal issues and they are covered in more detail later on 
when discussing on different contracts involved in property investments. 

2.2.1 Motivations to Invest in Real Estate 

According to Brueggeman and Fisher (2011, p.339-340) there are four primary 
motivations for an investor to invest in income producing properties (i.e. property 
investments) that are listed below in Table 11. 

Table 11 - Motivations for Investing in Income Producing Properties  
(adopted from Brueggeman and Fisher 2011, p.339-340) 

Motivations for Property Investments (Brueggeman and Fisher 2011) 

1) Rate of Return Investors anticipate that market demand for space in the property 
will be sufficient to produce net income after collecting rents and 
paying operating expenses i.e. generate returns. 

2) Price Appreciation Investors anticipate that the price of the property will rise over the 
holding period and contribute to the investment return when the 
property is sold. 

3) Diversification Benefits Most investors want to hold a variety of different types of 
investments such as stocks, bonds, money market funds, and real 
estate.  

4) Tax Benefits Historically, real estate has received favourable tax treatment in 
many countries. Even though many of these benefits have been 
eliminated  

Here however, it should be noticed that the underlying motivation in each of these four is 
the same as in any other investment or business in general – competitive net profits.  

2.2.2 Property Sectors 

Investment properties are commonly divided into commercial and residential properties. 
Residential properties generally refer to different kinds of dwellings and apartments, 
whereas commercial properties are divided into two major categories that are office 
properties, where the occupants provide services, and retail properties, from which goods 
are sold (i.e. shops). Another significant category is formed by industrial properties that 
include different manufacturing, distribution and storage facilities (which can also be 
referred as logistic properties). In addition to these four major categories, there are also 
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several other kinds of properties, such as hotels, nursing homes, sports facilities, theatres 
and schools, of which mainly hotels and nursing homes have found their way into the 
investment market. The terminology and classifications used can also vary between 
countries. For example, in some countries, commercial real estate is used to refer only 
offices and retail, whereas in other places it includes also industrial properties. In US, 
commercial real estate refers to all income producing (opposed to owner occupied) 
properties including includes offices, shops, industrials, rented apartment blocks and 
hotels. (Kyle et al. 2010. p.5-9; Hoesli and MacGregor. 2000. p.1) 

This thesis discusses on commercial real estate asset management i.e. asset management 
of commercial properties. Here, the term commercial property will be used to refer to 
office, retail and industrial properties, and other property sectors will be discussed mainly 
in order to illustrate important characteristics and differences between different kinds of 
properties. Residential properties were intentionally left outside the scope here as they 
tend to differ significantly from commercial properties in terms of e.g. use and 
maintenance, and would thus require introducing a wide range of additional 
considerations into the thesis. 

In terms of the interviews conducted as a part of the thesis (for results, see chapter 5), it 
should be noted that several interviewees brought up also other types of properties than 
office, retail and industrial properties in order to illustrate some particular risks that are 
highlighted in specialised contexts. 

2.2.3 Real Estate Investment Vehicles 
Besides different types of investment properties, there are also several different methods 
for investing in real estate. Probably the most common classification is the to divide real 
estate investments into direct and indirect investments. Direct real estate investments (i.e. 
property investments) involve a purchase of (legal rights to) an actual physical property. 
In indirect real estate investments, on the other hand, the asset purchased is a “paper 
asset” that is backed by (a) properties or shares of a Real Estate Operating Company 
(REOC) or Real Estate Investment Fund or Trust (REIF or REIT) that holds direct equity 
vehicles (i.e. properties), or (b) mortgages or other debt vehicles. (Hoesli and MacGregor. 
2000. p. 230-231) 

Another major distinction is made between equity and debt vehicles. A key difference 
between these two is that whereas equity investments are linked to real economy (level of 
activity) and provide protection against inflation, debt investments are linked to money 
economy (inflation and interest rates) and are prone to inflation. A basic example of a debt 
instrument is a mortgage, where the lender loans money for the borrower and receives 
specified interest payments for compensation. In addition, to cover the risk of a default 
(i.e. failure to pay back the loan), the borrower provides a collateral for the loan, such as 
the property bought with the loan. A traditional loan does not allow the lender to 
participate in any capital growth of the property asset, but the lender may still be affected 
by default if the value of the security will fall substantially. Also some hybrid debt-equity 
instruments exist that allow the lender to participate in the capital growth of the 
underlying asset. Additionally, investors can also lend money indirectly by purchasing 
shares of companies that lend money to property companies. Residential and Commercial 
Mortgage-Backed Securities (MBS) are an example of this kind of arrangement. 
Additionally, exposure to property market can also be gained trough derivative 
instruments, such as futures and options. The returns of derivative instruments are 
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derived from those of the underlying investment vehicles and they can be used as hedging 
instruments or as investments with high levels of gearing (i.e. leverage). (Hoesli, 
MacGregor. 2000. p. 24, 230-231) 

Furthermore, real estate investments can also be divided in private and public vehicles. 
Private (i.e. unlisted) vehicles are not open for public investments and they include (1) 
properties held as individual assets or in commingled vehicles (private equity), and (2) 
debt instruments held as either directly issued whole loans or commercial mortgages held 
in funds and/or commingled vehicles (private debt).  Public vehicles on the other hand, 
include (3) listed REOCs, REITs and REIFs (public equity), and (4) commercial real estate 
debt structured as MBSs (public debt). To further illustrate the different types of real 
estate investments, the real estate capital markets can be distributed as presented in Table 
13. In Finland, commercial investment properties are held mainly by commingled (non-
listed) funds and listed REOCs. (Hudson-Wilson et al. 2003, Gordon 1994, KTI 2014) 

Table 12 - Real Estate Vehicle Universe (Adopted from Gordon 1994) 

 EQUITY DEBT 

Private Market I: 
Direct 
Investments 

• Direct Property Investments 
• Partnerships 
• Joint Ventures (JV) 

• Mortgages 
• Syndicated Loans 

Private Market 
II: Pooled or 
Securitized 
Investments 

• Private REITs 
• Private Placements 
• Commingled Funds 

• Mortgage Pools 
• Private Placements 
• Unrated MBSs 

Public Market: 
Securitized 
Investments 

• Publicly listed REOCs,  
• Listed REITs and REIFs 

• Rated MBSs 
• Listed Mortgage REITs 

The focus of this thesis is on direct property investments (highlighted in grey in Table 12). 
However, it should be noted here, that direct investments are the underlying assets in all 
the other vehicles as well. For example a commingled funds, REOCs and REIFs are 
basically direct equity investments that are pooled, and the debt instruments are used to 
finance direct equity investments (that are also usually used as collaterals here). 
Therefore, understanding direct equity investments and the risks related is crucial for all 
the other real estate investment vehicles. However, the connection also works the other 
way around. Direct investments are very often made and managed through some other 
vehicle (e.g. a fund), and thus, direct equity investments are heavily dependent on vehicle 
specific considerations, which significantly impacts on the management and monitoring of 
direct equity investments (e.g. the major focus of managers attention is often on fund level 
issues and metrics). These considerations have major impacts on the perspectives and 
focuses of the risk management as well, which will be discussed in more detail later on. 

2.2.4 Special Characteristics of Property Investments 

As it was pointed out, property investments exhibit several distinctive characteristics that 
make them quite different from other investment classes. Most of these characteristics 
hold especially true for direct property investments. According to Hoesli and MacGregor 
(2000, p.19-23), real estate investments have twelve distinctive characteristics that are 
briefly introduced in Table 13 (for full description, see Hoesli and MacGregor 2000, p. 19-
23; see also Brueggeman and Fisher 2011, p.340-342). 
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Table 13 - Characteristics of Property Investments  
(based on Hoesli and MacGregor 2000, p. 19-23) 

CHARACT. DESCRIPTION 
Heterogeneity Properties differ from each other in terms of e.g. location, size, use, maintenance 

requirements and tenants, and are not fully comparable (opposed to securities of the same 
issue that are basically identical). Even systematic factors may affect different properties 
quite differently. 

Fixed location 
and 
Immobility 

External factors such as planning, accessibility, infrastructure and quality of the area have 
major impacts on the value of a property. Importance and effects of these factors also varies 
by the use of the property, and thus the characteristics of a “good location” are heavily 
dependent on the both use and the occupier of the property. 

High unit 
value 

High unit price of properties prevent smaller investors entering to the market and also 
makes constructing diversified portfolios difficult except for larger investors (e.g. 
institutional investors). 

Importance of 
debt finance 

High unit prices increase the importance of debt finance for purchasing assets. Debt can 
also be used for leveraging and tax shield. The importance of debt also makes financial 
considerations, such as loan structures and interest rates, a crucial part of property 
investments. 

Long holding  
period 

Property investments tend to have a significantly longer holding period than other 
investments. Also the frequency and amount of trading are usually much lower than with 
e.g. shares. 

Need for  
management 

Opposed to bonds and shares, property investments set significant management obligations 
for the investor. Professional advice is required in both transactions and management that 
results additional costs. Properties also have a tendency for depreciation caused by 
deterioration and obsolescence. Deterioration refers to the results of wear and tear that 
decreases income-earning capacity of a property over time, and obsolescence to the failure 
of existing building technology to meet the new requirements due to technological 
development. However, management and property development may also allow increasing 
profits and adding value in ways that are not possible with shares and bonds. 

Property 
cycles 

Property development is a time consuming and risky process, which requires dealing with 
land acquisition, financing, planning permission, construction, leasing, and finally exit. The 
length of the process creates issues also in a wider sense, as it is difficult to forecast the 
demand at the time of completion and to increase supply quickly to meet new demand. 
These issues create lags in adaption into the demand and market fluctuations that also 
effect in property prices and rent levels trough under and oversupply. 

Government  
intervention 

Physical size, fixed nature and relationship with neighbourhood and environmental quality, 
quality of life and economic enterprises have led to substantial regulation of ownership and 
use of properties through e.g. planning, environmental controls, building regulations and 
taxes. These factors further increase the management obligations and need for Due 
Diligence (rising the costs related to the investment). 

Psychological 
income 

Several psychological factors affect buying and occupying decisions, and the reputation of 
the location and design of the building may significantly effect on income and value of a 
property. The impacts of these factors can change during time due to different trends and 
urban development, leading to changes in demand and value (e.g. certain areas becoming 
trendy or less attractive). 

Pricing based  
on valuation  

Due to the lack of a central market place, relatively low transaction volume, heterogeneity, 
and lack of information on transactions, the price of a property is determined between seller 
and buyer in local market, based local knowledge and professionals advice instead of 
effective market mechanism (increasing the transaction costs). In essence, valuations are 
merely estimations based on assumptions, which may lead to mispricing.  

Illiquidity Due to e.g. high unit price and expensive and time-consuming transaction process, 
properties are relatively illiquid assets. Illiquidity is related mainly to high unit price, 
heterogeneity, complexities of legal interests, need for physical surveys, absence of central 
marketplace, difficulties agreeing price and taxes on trading and capital gains. Illiquidity 
can significantly also limit attractiveness of property investments to some investors with 
requiring possibilities for quick exit. 

Classification 
of property 
types 

Properties can be classified by e.g. sectors or locations. Different sectors are driven by 
different factors, and for regions, there are no commonly agreed classification. Properties 
can also be difficult to classify due to e.g. mixed use. In practice, difficulties in classification 
make properties more difficult to analyse, compare and benchmark.  
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In addition to the special characteristics presented by Hoesli and MacGregor, there are 
also few other peculiarities with property investments that may be also referred to as 
special characteristics. First of all, the income from the investment properties (i.e. rents) is 
dependent on the terms of the lease that can impact the generated income stream in 
various ways (e.g. rent free periods, discounts, responsibilities on maintenance and repair 
tasks). These impacts can sometimes be quite complicated and difficult to estimate. In 
addition, also the various costs affecting the investment return (in terms of e.g. Net 
Operating Income) can be complex and vary based on various attributes of e.g. location, 
property, use, tenants, and the services provided. Operating an investment property also 
consumes water and energy, and produces waste, sewage and emissions that have several 
implications not only in terms of costs. Overall, the special characteristics set various 
obligations and requirements for the investors, which require specialised expertise i.e. real 
estate management.  

2.2.5 Investors and Investment Strategies 
The major entities investing in real estate include institutional investors, such as 
insurance companies, pension funds and investment funds (or trusts) (REIFs and REITs). 
Other large investors include banks, building societies, Real Estate Operating Companies 
(REOC) and real estate developers (often associated with large construction companies). 
(Hoesli, MacGregor. 2000. p. 232-234) 

According to KTI (2014b, p. 27), the size of the Finnish professional property investment 
market in 2013 was approximately 48Bn EUR (including also non-commercial 
properties). Here, institutional investors, particularly domestic pension funds have a 
strong foothold, and their direct holdings represent around 34% of the market (in terms of 
the total value of the building stock held). International investors represent around 19% of 
the market followed by Non-Listed Property Companies (17%), Real Estate Funds (15%), 
and Listed Property companies (12%).  

Each investor usually has a particular perspective and strategy for investing in real estate. 
Some aim for low risk and non-volatile cash flow, whereas some are willing to take more 
risks to earn higher returns (cf. risk attitude and criteria in 2.1.1). According to 
Brueggeman and Fisher (2011, p. 342-345) there are at least fourteen distinctive 
investment strategies or styles that are followed by real estate investors and portfolio 
managers in order to realize superior investment performance. These strategies are 
presented in Table 14. 

In essence, the fourteen (14) investment styles presented are only some available methods 
for earning superior profits in real estate (i.e. “making money”). What should be noted 
here is that the actual investment strategies chosen by different investors are in most cases 
combinations of several of these strategies. For example, an investment strategy of an 
institutional investor might exhibit characteristics from Core (1), Growth (6), Value (7), 
Single tenant (9) and Blue Chip (13) strategies to generate stabile and predictable long-
term value growth. A Real Estate Operating Company on the other hand, may employ e.g. 
Add Value (2), Sector (3), Size (8), and Multitenant (9) strategies in order to generate 
above average rental income in the office sector. 

Besides the preferred return and risk, the major considerations in selection of an 
investment strategy include use of leverage (e.g. Loan-to-Value ratio, LTV 0% vs. 60%), 
and possible limitations to the activities allowed (e.g. involvement into real estate 
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development), and the intended holding period. For closed-ended funds, this is set by 
definition (e.g. 5 years plus 2 year option), whereas institutional investors and REOCs 
often hold assets for more than 10 years (i.e. long hold strategy). Sometimes however, a 
property can be held for less than a year, which is the case mainly in larger portfolio 
transactions, where investors acquire a portfolio in order to invest in only few properties 
in the portfolio and divest the rest of properties as soon as the portfolio transaction is 
completed. In essence, the major difference made by holding period, in terms of strategy, 
is that during a short holding period, the investor can do very little to develop the value of 
the asset, whereas long hold may require the investor to develop and improve the property 
several times in order to maintain it attractive to tenants. Thus, the focus of short hold 
investor is strongly in relying on the existing leases for cash flow and market in terms of 
appreciation, whereas a long-term investor has significantly more options available (but 
also more risks). The lack of time also makes timing of the investment and exit much more 
crucial for a short hold investor.  

For illustrating the popularity of different investment strategies among real estate 
investors, one possibility is to use the INREV Fund Style Classification that has been 
developed in context of non-listed real estate vehicles, but can be also considered 
somewhat applicable to property investments in general as well. The classification 
involves three different investment styles that are defined in terms of income formation, 
development exposure and use of leverage:7 (INREV 2012, INREV 2013b)  

a) Core: Low leasing exposure, low leverage, and low percentage of noncore assets. 
Typically achieves relatively high-income returns and relatively low volatility in 
returns. (In terms of risks, the Core-style can be considered as a very low-risk i.e. 
safe play strategy) 

b) Value-added: A mix of core and non-core assets (with less stable income 
streams), moderate lease exposure and moderate leverage. Typically achieves 
significant portion of the return from appreciation/depreciation and moderate 
volatility in returns. (Cf. a medium-risk strategy) 

c) Opportunistic: Mostly non-core investments with most of their returns from 
appreciation/depreciation and/or significant volatility in returns. (Volatility may 
come from e.g. exposure to development, significant leasing risk, high leverage, or 
a combination of moderate risk factors.) (Cf. a high-risk strategy) 

The parameters used for defining the fund styles are presented in Table 15, amended with 
recent market data from Europe (INREV Vehicles Universe Q3/2013). 

As it can be seen, Core is by far most common style among European non-listed real estate 
industry, in terms of number of vehicles, and especially gross asset value (GAV) (implying 
that many of the largest funds follow Core-style). In general, institutional inventors 
strongly prefer Core style in both their direct investments and the funds that they invest 
in, whereas added value style is preferred mainly by international funds aiming for above 
average returns to attract investors. Opportunity style on the other hand, appear to have 
become quite rare after the financial crisis and is applied by only very few specialised 
vehicles. 

                                                        
7 Note the overlaps with the strategies presented by Brueggeman and Fisher (2011) 
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Table 14 - Investment Strategies in Real Estate  
(adopted from Brueggeman and Fisher 2011, p. 342-345) 

Investment Strategies (by Brueggeman and Fisher 2011) 
1) INVESTING IN “CORE” PROPERTIES 
Acquire existing, seasoned, low-risk properties that 
are at least 80% leased to tenants with good credit. 
No major changes in operation of the property or 
major capital improvements. 
Target: Realize stable cash flow with returns that 
are competitive with comparable properties.  
 2) INVESTING IN CORE PROPERTIES 
WITH A “VALUE ADD” STRATEGY 
Acquire Core properties and make changes in the 
management of the property with leasing and 
capital improvements. 
Target: Increase rents and outperform 
competition with the properties in the same 
submarket. 
3) PROPERTY SECTOR INVESTING 
Invest in a one or several property types that are 
expected to outperform other property sectors. 
Target: Benefit from the growth prospects of a 
certain sector(s). 
4) CONTRARIAN INVESTING 
Invest in properties that are generally “out of 
favour” among investors due to e.g. a certain 
economic or technological trend. (E.g. growth of e-
commerce might decrease popularity of retail 
properties). 
Target: Buy “unpopular” properties that are sold 
with lower prices and wait for price recovery. 
5) MARKET TIMING 
Invest in properties that are in favourable stage in 
terms of real estate market cycles and possible 
future developments i.e. “buy and sell at the right 
time”. E.g. invest in the bottom of the cycle (lowest 
price) and exit on the top of the cycle (highest 
price). 
Target: Benefit from market cycles with superior 
research, knowledge and insight. 
6) GROWTH INVESTING 
Utilise market research to discover properties that 
are likely to experience above-average appreciation 
in value. (E.g. growth of e-commerce might 
increase demand for warehouse properties). 
Target: Benefit from future market developments 
with superior research, knowledge and insight. 
7) VALUE INVESTING 
Utilise market research to discover “value-for-
money” properties that are “overlooked” by other 
investors (e.g. grater-than-expected income and 
appreciation). 
Target: Utilize superior research in order to 
identify and invest in undervalued properties. 
8) STRATEGY AS SIZE OF THE PROPERTY 
Invest in properties containing premises of a 
certain size that are believed to best match the 
user-demand in a specific sub-sector, and are thus 
more cost effective to lease and manage.  
Target: Utilize specialised understanding on user-
demand and property sub-sectors in order to 
achieve higher-than-average performance and 
returns 

9) STRATEGY AS TO TENANTS 
Focus on properties that are leased to either multiple, few, or a 
single tenant. Single tenant properties are often less risky due 
to low tenant turnover, and creditworthiness of the tenants. 
Multitenant properties with higher turnover on the other 
hand, may allow adjusting rents to market levels more 
frequently. 
Target: Choose between stable rental income (single tenant 
properties) or an opportunity to raise rents more frequently 
(multitenant properties). 
10) ARBITRAGE INVESTING 
Identify and exploit differences in prices that buyers are 
willing to pay for the same properties in different markets. E.g. 
buy properties in private market, create a publicly traded 
vehicle and sell shares to the public with a premium.  
Target: Exploit differences in pricing in different markets 
(due to e.g. different restrictions such as availability of 
finance). 
11) TURNAROUND / SPECIAL SITUATION 
Pursue opportunities by changing and modifying the use of 
existing properties. For example:  
a) Acquire underperforming or undermanaged properties, 
increase their value by intensive leasing, renovation and 
property management and then sell them with a premium. 
b) Acquire a company with real estate assets with a relative 
discount and then sell the assets and the business separately 
with premium.  
Target: Acquire an underperforming business or property. 
Renovate or restructure. Then sell with a premium. 
12) OPPORTUNISTIC INVESTING 
Acquire properties from investors in financial difficulties (e.g. 
bankruptcy) or properties requiring renovation, upgrading, or 
repositioning. The success of this kind of plan is usually 
dependent on: 
a) The ability to purchase properties at a discount 
b) Management’s understanding of the opportunity, how to 
upgrade, modify, or reposition the property, and the exit 
strategy (e.g. market acceptance of the repositioned assets and 
the ability of the byers to obtain financing to purchase such 
assets) 
Target: Purchase at discount. Renovate or restructure. Then 
sell with a premium. 
13) INVESTING IN “TROPHY” OR “BLUE CHIP” 
PROPERTIES 
Invest in recognized and well-located properties, with unique 
historical or architectural attributes (or reputation) as long-
term investments. 
Target: Acquire prestigious properties with long-term value 
and PR value. 
14) DEVELOPMENT 
Acquire land, design a building, and lease it to reach stable 
occupancy, in order to create a new attractive investment to be 
held or sold. 
Target: Create a profitable tailor made property investment. 
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Table 15 - INREV Fund Style Classification  
(adopted from INREV 2012, INREV 2013b, INREV 2014b) 

INREV Fund Style Classification 
Parameter 

Core 
≤ 40% 

Core 
> 40% Value Added Opportunity 

Target percentage non-income  
producing investments ≤ 15% 15% > − ≤ 40% > 40% 

Target percentage of  
(re)development exposure ≤ 5% > 15% − ≤ 40% > 25% 

Target return derived  
from income ≥ 60%   

Maximum LTV ≤ 40% > 40% > 40% − ≤ 60% > 60% 
INREV Vehicles Universe – Q3 / 2014 (European non-listed funds) 
Style composition by  
number of funds 57% 30% 13% 

Style composition by  
current GAV 78% 14% 8% 

Target Net IRR 6% - 10% 10% - 14% 16% - 20% 
Target Gearing 25% - 50% 50% - 66% 60% - 75% 

2.3 Real Estate Management 
As mentioned in the previous chapter, property investments involve significant 
management obligations for an investor. In practice, these include arranging 
administration, leasing, technical maintenance, and different utilities and services 
required by the tenants such as electricity, heating, water, cleaning, waste disposal, and 
security. The fundamental responsibility of Real Estate Management (REM) is to fulfil 
these obligations.  

Originally, the field has its roots in the basic maintenance and repair requirements of 
buildings that started to evolve into its separate business function during industrial 
revolution in the early 1900’s. During the years, increased outsourcing developed 
management of corporate real estate into a professional business, Corporate Real Estate 
Management (CREM). After 1970’s, the field saw some major developments due to 
emergence of professional real estate investment that gave rise to the a specialised 
management of real estate investments. (Hoesli and MacGregor 2000, p.2-3; Leväinen 
2013, p.21-24; Tuomela and Puhto 2001, p.13) 

According to Leväinen (2013, p.27-28) Real Estate Management (REM) can be considered 
to refer to economic and functional management of all the activities related to real estate, 
which involve e.g. acquisition, management, disposal, and planning of these activities. 
However, rather than using this wider umbrella term, the field is often divided into (a) 
Corporate Real Estate Management (CREM), (b) Real Estate Asset Management (REAM), 
(c) Property Management, and (d) Facility (or Facilities) Management (FM), as illustrated 
in Figure 9. 

The definitions and boundaries of the categories may vary slightly between different 
authors, but in general sense the contents of the concepts remain roughly the same. Real 
Estate Asset Management (REAM) examines the profitability of the business, Property 
Management (PM) the technical condition of the property, Facility Management (FM) the 
functionality of the premises. In this setting, leasing and tenant relations is often 
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accommodated under Property Management but some also place it under Asset 
Management. (Tuomela and Puhto 2001, p.13) 

 
Figure 9 - Categories of Real Estate Management  

(Adopted from Leväinen 2013, p.28) 

This thesis will discuss primarily the domain of Real Estate Asset Management that is 
considered here as strategic management of real estate asset that involves acquisition, 
disposal and portfolio management, but also overseeing leasing, maintenance, repairs and 
tenant services (i.e. PM and FM). Thus, to understand the different responsibilities of a 
Real Estate Asset Manager and the risks related, also other areas of real estate 
management activities have to be introduced. 

2.3.1 Real Estate Asset Management 

According to Leväinen (2013, p.28), Real Estate Asset Management examines real estate 
from the perspective of the owner and the investor. It focuses on managing the structure 
of a real estate portfolio by buying, selling and developing individual properties, and 
monitoring and improving their profitability. The major responsibilities of an Asset 
Manager involve acquisition, disposal, and portfolio management. According to Hoesli 
and MacGregor (2000, p.177), the primary aim of asset management is to increase the 
value of real estate assets, which also includes e.g. assessing potential and planning the 
necessary work related to refurbishments, redevelopments and changes to lease structures 
of the properties in a way that fits to the investment strategy and objectives of the investor. 

According to Kyle (et al. 2010, p.10-11), asset management refers to financial management 
of a large number of investment properties. Instead of managing an individual property or 
the properties in a particular area like property manager, an asset manager supervises and 
is responsible for a portfolio of properties. Here, some major responsibilities of an asset 
manager include deciding or recommending markets and properties to invest in, 
appropriate financing methods and sources, or if a particular property should be 
developed or disposed of. In a way, an asset manager has responsibility for monitoring a 
portfolio of properties in a similar manner than a securities portfolio. Rent (cf. dividends) 
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must be collected; the performance of properties (cf. individual shares) must be reviewed 
regularly; and types of properties (cf. industries) must be analysed. Therefore, the asset 
manager must also be knowledgeable about the markets where each portfolio property is 
located. 

According to Nieboer (2005), the main concern of asset management is the assessment of 
individual projects and properties. On the basis of these assessments, it is decided what 
type of investment will be made in each of these projects (e.g. refurbishment, sale, small 
improvement, consolidation), and which allocation and pricing (rent) policy has to be 
applied. As an output, asset manager creates (a) property level policies, (b) property 
performance analysis, (c) physical measures, and (d) acquisition and disposal of projects 
and properties. 

Another function closely related to asset management is portfolio management. Some 
(such as Leväinen 2013 and Kyle 2010) consider it as a part of asset management, while 
others (such as Hoesli and MacGregor 2000 and Nieboer 2005) consider it as a separate, 
higher level function concentrating on the allocations of investments among several 
different asset options available (e.g. shares, bonds or real estate). As discussed, the 
different options available within property investment market include e.g. different 
property sectors and regions. Formulating goals about the desired portfolio mix is also an 
important activity in portfolio management. According to Nieboer (2005), the principal 
outputs of portfolio management activities include: (a) portfolio investment policy, (b) 
portfolio performance analysis, and (c) investment scheme. 

Another term closely related to asset management is fund management. According to 
Hoesli and MacGregor (2000, p.175-179), the primary concerns of fund management are 
setting the portfolio structure (allocations) and stock selection (individual assets). 
However it also includes planning a fund management strategy that involves (a) setting 
the goals and targets, (b) analysing the current performance, (c) analysing opportunities 
and constraints, and finally (d) planning the actual strategy. 

According to Tuomela and Puhto (2001, p.15), real estate asset management can be 
considered as strategic management of real estate investments, and it is often considered 
the most high value form of real estate management, at least from the perspective of 
investments and finance. It has also become the major focus of many international real 
estate consultancy firms.  Also, many of the recent developments in the real estate 
industry have emerged in this context. These developments include different applications 
of investment analysis, benchmarking, and risk management, but also new supervision 
and regulation frameworks (i.e. AIFMD, INREV and GRESB) that have set a variety of 
new requirements to the activities.  

As a conclusion, the domain of real estate asset management can be considered to involve 
a range of responsibilities that can be allocated in asset, portfolio, or fund management. 
However, the responsibilities can vary slightly case by case. In some cases, asset 
management involves purely the financial management and supervision of the properties 
(as defined by Nieboer), whereas in other cases, it may also involve responsibilities from 
fund and portfolio management. Thus the limits between asset, portfolio and fund 
management are not always clear, but defined case by case. Some of these responsibilities 
are collected in Table 16. 
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Table 16 - Extended Domain of Asset Management  
(adopted from Nieboer 2005, Hoesli and MacGregor 2000) 

Asset Management 
(Nieboer 2005) 

Portfolio 
Management 
(Nieboer 2005) 

Fund Management 
(Hoesli and MacGregor 2000, 
p.179) 

• Property level policies 
• Property level 

performance analysis 
• Physical measures  
• Disposal of projects and 

properties 

• Portfolio investment 
policy 

• Portfolio 
performance analysis 

• Investment scheme 

• Objectives 
• Portfolio analysis 
• Forecasts 
• Expected stock return and risk 
• Consideration of achieving 

objectives if no action is taken 
• Analysing stock characteristics 
• Planning a strategy to achieve the 

objectives set. 

2.3.2 Property Management 

According to Leväinen (2013, p.28), property management (PM) examines real estate 
from the perspective of maintenance and upkeep, and the major focus of attention is the 
property and the buildings on it. In practice, property management is responsible for the 
functionality and appreciation of a property. According to Nieboer (2005), Property 
management involves the daily administrative, technical and commercial management as 
well as maintenance activities. According to Kyle et al. (2010. p.1-2), property 
management focuses dealing with management tasks on the level of individual property. It 
attempts to generate the greatest possible net income for the owners of an investment 
property over the life of that property. The three primary functions of property 
management are: (a) achieving the objectives of the property owners, (b) generating 
income for the owners, and (c) preserving or increasing the value of the investment 
property.  

In general, the tasks of a property manager include evaluating the property in terms of 
operating income, forecasting income potential for future, and constructing management 
plan that reflects the owner’s objectives while remaining flexible enough to adapt to future 
changes in the market. As an agent for the owner, the property manager must work within 
the owner’s guidelines, goals and objectives. For this reason, it is crucial, that the property 
manager understands what the owner wants to achieve (i.e. the investment strategy). In 
most cases, the basic objective is simply to realize the maximum amount of income while 
preserving the value of the property, but also other kinds of goals may exist. (Kyle et al. 
2010. p.12-13) 

In practice, the responsibilities of a property (or technical) manager can involve a wide 
range of different tasks and activities and require various areas of expertise. For example, 
Kyle et al. (2010) divide the tasks involved into property management into twelve 
categories that are listed in Table 17 (where division into administration, leasing and 
technical management done by the author). 

The administrative duties of a property manager may involve a various tasks involved into 
the daily operations on the property. To analyse the market and individual properties, and 
develop an appropriate management plan that matches the objectives set by the property 
owner, the manager needs to understand the economic principles and be aware of the 
current economic climate and the state of the real estate market. The management plan 
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usually involves at least an operating budget, budget forecasts, and comparative income 
and expense analysis. The manager usually works as either direct employee or an agent of 
the property owner. Thus, maintaining proper communication, reporting and owner 
relations are a crucial important part of manager’s work. In essence, the different tasks 
and responsibilities of the manager are essentially defined by the management contract. 
(Kyle et al. 2010. pp. 21-47, 51-69) 

Table 17 - Responsibilities of a Property Manager  
(adopted from Kyle et al. 2010 p. iii-vii) 

Administration Leasing Technical Management 
• Economics and planning 
• Owner relations 
• Managing the office and reports  
• Laws and regulations 
• Special requirements of different 

property types 
• Risk and environmental issues  

(incl. insurance) 
• Life safety issues 

• Marketing 
• Lease 

agreements 
• Lease 

negotiations 
• Tenant 

relations 

• Maintenance and 
construction  

The manager’s duties also involve managing the office and reports, concerning the 
managed property. In general, the records that should be kept can be divided into five 
categories: (a) Lease file, containing the data on current leases, tenant credit and 
references; (b) Correspondences, containing all communications with the tenants; (c) 
Work estimate file, containing service contract and work order bids; (d) Financial file, 
containing budgets, income and expense reports, profit and loss statements, checks, 
receipts, tax records, and other financial records of he building and its employees; (e) 
Permanent files, containing the management contract, mortgage and title information, 
labour contracts, legal description of the property, insurances policies and other 
documents that need to be easily accessible. (Kyle et al. 2010. p.195-227) 

The major reporting required from the manager can be divided into operating, financial, 
and tax reports. (a) Operating reports include accounting and records of purchase orders, 
invoices, receipts, rents invoiced and received, and arrears. (b) The financial reports 
basically include budget comparison statements, cash flow reports, operating budgets, and 
profitability calculations that are basically used to compare the actual results of the 
operations on the property to the budgets drawn in advance, and analyse the performance 
of the property. (c) The tax reports contain the annual tax filings and other information 
required by the tax authorities. The manager also needs to be familiar with applicable 
laws and regulations related to any activities undertaken. Beside the tax laws and 
regulations mentioned earlier, these usually include at least different antitrust, liability, 
non-discrimination, credit and criminal check, and lease regulations. These regulations 
may change from time to time, which can make it necessary to consult lawyers and other 
advisors. (Kyle et al. 2010. pp. 213-264) 

Different properties set different requirements for the management, and thus, the 
manager should also be familiar the special characteristics and requirements of different 
property types. The management of residential, office, retail and industrial properties 
involve various differences in terms of market and property analysis, marketing, 
maintenance, services, regulations, administration and reporting. However, further 
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discussion on these requirements is outside the focus of this chapter. (Kyle et al. 2010. 
p.267-421) 

Because of the potentially significant monetary and personal losses, the field of risk 
management and insurance is one of the most critical responsibilities of the property 
manager.  In practice, the manager can adopt several risk prevention and reduction 
practices to minimize their effects, in both financial and personal terms. One of the major 
tools available for the manager for this task are insurance policies. Different policies that 
should be considered by the manager include: (a) Property insurance, including fire, 
lightning, windstorm, and vandalism; (b) Flood insurance; (c) Machinery and equipment 
insurance; (d) Consequential loss insurance, including loss of income following damage to 
structures or their contents, cost for temporary premises that are required following loss, 
and rental value of the leased premises that must be replaced; (e) Coverage for workers 
compensation and employers liability for injury to workers; (f) Commercial vehicle 
liability, including hired and non-owned vehicles, to cover injury and damage caused by 
vehicles; (g) Commercial general liability, including liability for contractors, completed 
operations, product, and contractually assumed liabilities. To obtain a comprehensive 
coverage against as many risks as possible, a property manager should be familiar with 
different insurance policies, casualties, liabilities, and special lines of insurance. In 
general, a property manager should examine potential risks to see which can be avoided, 
retained, controlled, and transferred through insurance and lease agreements. In addition, 
a property manager may be called on to advice on claims for insured property losses. 
Additionally, property managers must follow the different guidelines and regulations on 
environmental standards and procedures including environmental impact statements, air 
and water pollution, handling hazardous substances, mould, and air quality issues. (Kyle 
et al. 2010. p.425-454) 

The manager also needs to consider the different life safety issues on the property. In 
general, the main goals of a life safety plan are: (a) prevention; (b) detection of the 
problem and sounding an alarm; (c) containment of damage; and (d) counteractions of 
damage. The plan should include emergency response plans for accident or illness, severe 
weather, fire, bomb threat and elevator problems. Additionally, the building owner should 
be advised to acquire business interruption insurance to alleviate financial losses 
stemming from the emergencies. Besides to emergency plans other important aspects of 
life safety include security issues and regular inspection of different emergency and 
security equipment (e.g. smoke detectors and sprinkler systems). (Kyle et al. 2010. p.459-
482) 

Leasing and marketing the property can form a major part of the work of a manager. 
Marketing a property and premises involves planning and executing advertising strategy, 
promotional efforts and personal selling (i.e. leasing) activities to find prospective tenants. 
For successfully leasing premises, a manager must be familiar also with different types of 
lease agreements and the different terms and clauses they may include. Manager can also 
be responsible for lease negotiations that involve qualifying tenant prospects and 
negotiating the terms of the leases such as deposits, concessions, lease periods and tenant 
alterations. As the representative of the owner, the manager is responsible also for 
maintaining sound landlord-tenant relationships. This involves helping the new tenants 
to move-in, enforcing the lease terms, handling requests, inspecting the premises, 
collecting rents, renewing leases, handling rent increases, and finally, terminating 
tenancies. (Kyle et al. 2010. pp. 73-143, 147-166) 
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Another major responsibility of a manager is to take care of the maintenance and 
construction that involves routine maintenance, which forms a major part of the daily 
workload on the property and also a significant share of the operating expenses, but also 
preventive and corrective maintenance, inspections and new construction. The purpose of 
inspections and preventive maintenance is to cut down repair and replacement costs and 
avoid interruptions in service to the tenants by finding and fixing smaller issues before 
they get any worse. The manager should also prepare short and long-term maintenance 
plans, which involve preparing an inventory of the equipment, determining the necessary 
maintenance tasks, estimating and calculating costs, scheduling the tasks and keeping 
records on the activities performed. New construction includes larger operations such as 
refurbishments and conversion of spaces but also more cosmetic jobs such as replacing 
wallpapers, carpets and tenant fittings. Besides these planned activities, manager also 
needs to different problems or maintenance needs reported by the tenants and other 
personnel. In most cases, the maintenance is contracted to an external service provider, 
which makes contracting a very important part of manager’s work. In addition, also energy 
management has become more and more important during the recent years. (Kyle et al. 
2010. p.171-191) 

2.3.3 Facility Management 

According to Leväinen, Facility Management (FM) examines the premises from the 
perspective of the user and services. It includes managing usability, use, facility functions 
and services, and space planning. On general level, facility management can be considered 
as an integrated process that supports and improves the efficiency of the core business of 
the company by producing and managing the support services required for accomplishing 
the goals of the organisation. (Leväinen 2013, p.28) 

According to Atkin and Brooks, facility management can be defined as “an integrated 
approach to operating, maintaining, improving and adapting the buildings and 
infrastructure on an organisation in order to create an environment that strongly 
supports the primary objectives of that organisation”. Atkin and Brooks consider FM to 
cover real estate management, financial management, change management, human 
resources management, health and safety and contract management, building and 
engineering services maintenance, domestic services and utilities supplies, the last three 
being the most visible. (Atkin and Brooks 2009, p.1-4) 

The International Facility Management Association (IFMA) defines facility management 
as “a profession that encompasses multiple disciplines to ensure functionality of the built 
environment by integrating people, place, process and technology”. European Facility 
Management Data Standard (EN 15221), on the other hand, defines facility management 
as “an integrated process to support and improve the effectiveness of the primary 
activities of an organization by the management and delivery of agreed support services 
for the appropriate environment that is needed to achieve its changing objectives”. 
(IFMA FM Glossary, EN 15221-3) 

2.3.4 Property and Facility Services 
As it can be seen, the different areas real estate management (i.e. REAM, PM, and FM) can 
be defined in several ways and these areas overlap both with each other and some other 
closely related concepts, even though the increasing standardization has helped to clarify 
the situation.  However, each organisation has its unique set requirements, premises, and 
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ways of organising things, so in practice, real estate management can very rarely be easily 
fitted into the academic frameworks. What is most important here though, is that all the 
necessary tasks will be organized somehow, no matter under which label. Thus, the major 
determinant of the duties of a manager (whether asset, property of facility) is the 
management contract and the practical tasks and responsibilities purchased. 

 
Figure 10 - Property Services (adopted from Leväinen 2013, p.48) 

 

 
Figure 11 - User Services (adopted from Leväinen 2013, p.48) 

According to Leväinen (2013, p.48) the different operative services involved into the 
management of an investment property can be divided based on their target into property 
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and user services. Here, property services include (a) use of space, (b) working 
environment, (c) technical infrastructure, (d) cleaning, and (e) other services. User 
services, in turn, involve: (a) health and safety, (b) hospitality, (c) information and 
communications technology (ICT), d) logistics (for both goods and people), and d) other 
services. These targets for property and user services are presented in Figures 10 and 11. 

In practical terms property and user services can be referred to as facilities services that 
involve various different tasks that can be categorized in several ways. One option 
presented by Leväinen (2013, p.49) is illustrated in Table 18. 

Table 18 - Facilities Services (adopted from Leväinen 2013, p.49) 

Space 
Management 

Management 
Services 

Technical  
Services 

Other  
Services 

Space Planning 
- Space organization 
- Work environment 
- Relocations 
- Planning of the use  
  of real estate 
 
Space Management 
- Space management 
- Storages 
- Systems 
- Rooms 
- Space services 
 
Central Services 
- Security services 
- Reception 
- Telephone operator 
- Help desk 
- Cleaning 
- Outdoor 
maintenance 
- Landscaping 
- Pest control 
- Post & mail services 
- Transportation 
  services 
- Office services 
- Vehicles 
- Relocation services 
- Central archive 
- Courier services 
- Printing and 
   reprographics 
- Office supplies 
 

Property / Building 
- User support 
- Owners support 
- Budgeting 
- Cost optimization 
- Service brokering 
- Service coordination 
- Contract supervision 
- Space delivery 
- Contracting 
- Documentation 
- Reporting 
  
Accounting 
- Costs 
- Rent and fee 
  collection 
- Rent and fee 
  management 
- Liquidity 
management 
- Fee collection 
- Taxes 
  
Contracts 
- Contract decisions 
- Contract renewal 
- Insurance 
  
Leases 
- Lease management 
 

Upkeep 
- Heating 
- Electricity 
- Gas 
- Water and sewage 
- Air conditioning 
- Cooling 
- Lighting 
- Elevators 
- Automatic doors 
  and gates 
- Security systems 
- Cables and networks 
- ICT 
- Laundry 
- Instruments 
- Other devices 
  
Technical support 
Janitor 
Maintenance 
personnel 
24h service 
Upkeep of systems 
Central control room 
Heating 
 

- Special services 
- ICT support 
- Repairs 
- Restoration 
- Architect services 
- Engineering services 
- Project planning 
- Tendering 
 

Table 19 - Facilities Services (Adopted from Leväinen 2013, p.49) 
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REAL ESTATE 1) Real Estate / Property portfolio Strategy 
 AND PROPERTY 2) Leas Negotiation and management  
 MANAGEMENT 3) Landlord activities and rent review 
   4) Leasing and subletting services 
   5) Retail outlets and space renting 
   6) Location searching and selection FACILITY 

  7) Acquisition and disposal of sites and buildings PROJECT  
  8) Relocations MANAGEMENT 
  9) New Building   

 
10) Extending and Alterations   

 
11) Demolition   

MAINTENANCE 12) Facility refurbishment   
AND REPAIRS 13) Building shell / fabric maintenance   
  14) Maintenance and repair plant   
  15) Landscaping and landscape maintenance BUILDING 
  16) Cleaning and housekeeping SERVICES 

 
17) M&E / Operations / Run plant AND 

 
18) Energy distributions and management OPERATIONS 

 
19) Waste disposal and Environment management 

 
20) Pest control   

 
21) Disaster prevention and recovery   

 
22) Health and Safety   

OFFICE 23) Security   
SERVICES 24) Office move service 

   25) Posta and mail distribution 
   26) Courier services 
   27) Telephones 
   28) Records management 
   29) Print and fax 
   30) Storage and distribution 
   31) Reprographics 
   32) Reception, and telephone operator 
   33) Public relations / governmental affairs 
   34) Travel arrangements 
   35) Car fleet control 
   36) Transportation 
   37) Business hospitality 
 

 
38) Long-term resource planning PLANNING  

 
39) Mid-term resource planning AND 

 
40) Annual resource planning PROGRAMMING 

 
41) Work programming   

 
42) Development planning   

SPACE 43) Facility planning / master planning   
PLANNING 44) Space planning   
AND 45) Space configuration and reconfiguration 

 MANAGEMENT 46) Space allocation, utilization and relocation 
   47) Space use audit and monitoring 
   48) Chum planning OPERATIONS 

  49) Office allocation ADMINISTRATION / 

 
50) Administration and management MANAGEMENT 

 
51) Budget and cost control   

 
52) Purchasing and contract control and negotiation 

 
53) Office furniture and stationary provision   

EMPLOYEE 54) Child nursery provision 
 SUPPORT 55) Restroom 
 AND 56) Workplace nurseries 
 SERVICES 57) Recreations 
   58) Catering 
   59) Residential accommodation 
   60) Community affairs 
   61) Employee special services 
 

Figure 12 - Support Services (Adopted from Chotipanich 2004) 
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Another, slightly wider, but still quite illustrative categorization, presented by Chotipanich 
(2004), divides the practical business support services into: (1) real estate and property 
management, (2) facility project management, (3) maintenance and repairs, (4) building 
services and operations, (5) office services,  (6) planning and programming, (7) space 
planning and management, (8) operation and administration, and (9) employee support 
and services. This classification is presented in Figure 12. 

2.3.5 Contracting in Real Estate Management 

Real estate management can be organised is several different ways. As in many other 
services, the primary consideration for an organisation is, whether to do the tasks by itself 
or outsource them to external service providers. However, the extent of outsourcing and 
control can vary between different practical solutions (e.g. different contracting models), 
and the available and suitable solutions can vary between different tasks and properties. 

Conceptually, outsourcing can be considered as a subcategory of contracting, where an 
organisation contractually transfers a function that it has been previously done with its 
own resources, to an external service provider. This often involves also transfer of people, 
responsibilities, management and administration. In comparison, the term out-tasking 
refers to a situation where management and administration stay within the organisation 
but the actual task is purchased from outside the organisation. These kinds of situations 
include, for example, purchasing individual services, service packages, or turn key 
solutions. Another, common option is partnering, which basically means forming a long-
term cooperation with the service provider for mutual benefits and common interest for 
achieving improved service delivery and quality. An example of organising different 
facility management (FM) services is presented in Table 20. (Leväinen 2013, p.51-52) 

Table 20 - Example on organising FM services (adopted from Leväinen 2013, p.51) 

Task Contents Service Provider 

Furnishing Space Management, Furniture Property Manager (PM) 

Leasing Marketing, showing PM / Broker 

Maintenance Electricity, water, HVAC, elevators, structures Maintenance Co 

Cleaning Equipment, sanitary materials, carpets Cleaning Company 

Outdoor areas Snow removal and gardening Maintenance Co 

Waste Mgmt. Compressors, containers, disposal Waste Management Co 

Security Guarding, access control, alarms Security Co 

Info Telephone switchboard, porter, hospitality  PM hires 

Mail and Supplies Mail services, copies, office supplies PM organizes 

Catering Lunchroom, cafeteria, meeting rooms Catering Co 

Transport People, goods Hauler 

Even though contracting can be used to achieve significant cost savings (e.g. by using 
tendering) it is not necessarily always the best choice for arranging services. To reach an 
optimal solution both benefits and drawbacks of contracting need to be accounted when 
making the decision between contracting and producing services internally. It should also 
be remembered that these two options are not mutually exclusive. Thus, both options 
should be carefully considered, so that the organization can choose the model that leads to 
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the best results and customer (i.e. tenant) satisfaction. In addition, it should not be 
forgotten that starting to contract the services from external providers effectively requires 
the organization to develop its capabilities related to tendering, service contracts and 
supervision. On the other hand, also producing competitive services in-house requires a 
range of expertise, and the major questions include, which of these capabilities are faster, 
easier and cheaper to acquire. It is also crucial for the organization to understand what 
constitutes service quality and the added value it produces, whether the services are 
contracted of produced in-house. Some recommendations for proficient procurement 
presented by Leväinen are listed in Table 21. (Leväinen 2013, p.53-54) 

Table 21 - Guidelines for Procurement  (adopted from Leväinen 2013, p.53-54) 

Guidelines for Procurement 

1. Be familiar with the organization itself, its processes and customers; 
2. Define and know the requirements for services; 
3. Carefully manage the outsourcing process; 
4. Minimize the organizations risks in the future; 
5. Decide on the supervision and monitoring standards; 
6. Manage the service providers and supervise their activities; 
7. Use benchmarking to evaluate the performance of the contracted services; 
8. Scrutinize the satisfaction of internal and external customers to the services; 
9. Produce the reports needed by the customers 
10. Regularly check that the service level requirements match the requirements of the customers; 
11. Constantly develop the service production and delivery strategies with the service provider; 
12. Agree with the service provider on the changes in service requirements and contracts; 
13. Maintain the possibility to test the market and re-tender the contracts; 
14. Be knowledgeable of the relevant markets and how they are developing; 
15. Create the facility management strategies of the organization; and 
16. Maintain his/her personal expertise. 

The most straightforward way for contracting is to make separate contracts with each 
service provider needed. However, this involves a significant amount of work. If the 
organization wishes to reduce its workload, it can enter into a contract with a specialized 
service provider (i.e. a management agent) to take responsibility of procurement, 
tendering, supervision, quality and management of the services. Here, the agent basically 
takes the responsibilities of an internal asset, property or facility manager and negotiates 
and makes the contracts between the owner (i.e. principal) and the service provider. This 
model is referred to as management responsibility or management agent model and it is 
illustrated in the Figure 13. (Leväinen 2013, p.54, Atkin and Brooks 2005, p.129-130) 

If the organization wishes limit its workload in procurement and supervision even more, it 
can make a contract with a managing contractor (i.e. prime contractor) who makes 
contracts with the service providers (i.e. subcontractors) into its own account. Here, the 
managing contractor takes responsibility of the management, supervision, and all the 
other tasks related to the services agreed and reports to the customer. This model is 
referred to as cost responsibility model. (Leväinen 2013, p.55) 

The third option is referred to as total responsibility model. Here, the organisation makes 
a single contract with a full service provider (e.g. total facility management) who takes full 
responsibility of the organizing the tasks agreed, either by itself or by subcontracting them 
to other organizations, and reports to the customer. In this model the organization has 
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only one contract for all the services and it is often the simplest solution for the 
organisation contracting the services. Yet, this kind of turnkey contract is rarely the 
cheapest option and it makes it can make it difficult for the customer to directly supervise 
and control the practical services provided in the customer interface, and thus also the 
service quality. (Leväinen 2013, p.55) 

 
Figure 13 – Management Agent Model (adopted from Leväinen 2013, p.51  

and Atkin and Brooks 2005, p.129) 

There are several different considerations that should be accounted when choosing the 
model that is most suitable in each situation. For the organisation itself the major issues 
include the effects to general management, the level of customer service, the speciality of 
the service (i.e. is it difficult to produce), the ability to control the services, and naturally 
the direct and indirect costs. For the customer, on the other hand, the important aspects 
include prioritization, responsiveness, flexibility and the quickness of the services 
provided, which are also some of the major drivers of customer satisfaction. Also the size 
of the service provider can be significant. Larger providers have resources, capacity and 
capabilities to handle larger and wider contracts and carry larger risks. Often, they can 
also provide a wide variety of services under the same roof, utilize its large volume to 
arrange or subcontract the services more efficiently (i.e. the economies of scale), and 
provide services to a large number of properties and customers, even in several different 
locations, which is often an important aspect for large institutional investors with 
geographically diversified portfolios. On the other hand, a large corporation can be 
inflexible and cannot tailor their services like smaller local service providers. In addition, 
smaller service providers are often more willing to negotiate on different details of the 
service provided and the contract (e.g. price). (Leväinen 2013, p.55) 

To compare and illustrate the pros and cons of different contracting models in practical 
context, Atkin proposes a two-phase approach. First, the organization should define the 
different contracting options available and what do they mean for the organization in 
practical terms (for example, in-house: the retained personnel of the organization 
constituted as a team, group or division, which is under the direct control of senior 
management). Second, the options available should be scored in terms of the aspects that 
are considered important in the situation at hand. Based on the scores given to each 
option on different aspects, a total score for each option can be calculated that can be used 
to determine the best option for the organization. (Atkin 2003) 

It should be highlighted that there is no one best option for organizing services, and the 
suitable model depends on e.g. the organisation itself, the services needed, the end 
customer, and the service level required, but also the different options that are currently 
available in the market and their pricing. 
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2.3.6 Accounting 

Accounting is one of the principal administrative duties of a real estate company and thus 
also a critical part of managing an investment property. In essence, it involves keeping 
records of the different revenues and costs related to the operations of the company. In 
addition, the resulting financial statements include profit and loss statements (P&L) and 
balance sheet (BS) that have a crucial role in determining the value of the property, the 
profits from the property, and how the investment property will be taxed. (Rinta-Erkkilä 
1994, p.16) 

According to the Finnish Accounting Act (KPL 1336/1997) any entity that is involved in 
business activities has an obligation to keep accounting on its activities, which will also be 
the basis of the taxation of the business entity. The basic mechanism of accounting and tax 
filings is illustrated in Figure 14. (Rinta-Erkkilä 1994, p.17) 

 
Figure 14 - Accounting Mechanics (adopted from Rinta-Erkkilä 1994, p.17)  

In accounting the book value of a property (i.e. the value in balance sheet) is calculated as 
follows: (Rinta-Erkkilä 1994, p.18) 

Book Value = Purchase Price – Depreciations + Appreciations 

Here, the purchase price involves the actual purchase price and other transaction related 
cost (e.g. advisor, broker and registration fees) excluding costs related to financing. In 
accounting the purchase price needs to be activated i.e. recorded into the assets in the 
balance sheet. Also some major renovations need to be recorded in to balance sheet assets 
in the accounting. Thus activation of renovations increases the purchase price from which 
the depreciations are made. (Rinta-Erkkilä 1994, p.18-19) 

In terms of a balance sheet, real estate assets are categorised as fixed assets that involve 
also machines, equipment. In taxation, fixed assets are divided into wearing (e.g. buildings 
and equipment) and non-wearing fixed assets (e.g. land and securities), of which only 
wearing assets can be depreciated according to specific rules. Depreciation basically 
means dividing the costs resulted from purchasing an asset during its usable lifecycle. In 
taxation, the purchase price of assets is deductible within defined annual limits and 
depreciation plans that vary between different types of assets (e.g. furniture vs. buildings). 
Here, the deducted purchase price is termed residual value. In addition to deductibles, the 
Accounting Act also gives the owner a possibility to appreciate the book value of its 
properties. When a company sells a property the sales profit in accounting is calculated as 
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the difference of the sales price and the current residual value. (Rinta-Erkkilä 1994, p.19-
21) 

Here it should be noted that the Finnish Accounting Act (KPL 1336/1997) and accounting 
regulations are currently under revision in order to comply with the European Union 
Accounting Directive (2013/34/EU) that should be implemented by the EU Member 
States by 20.7.2015. The practical implications of the directive (such as effects on the 
format of financial statements) will probably be seen during 2015 and 2016. (EUR-Lex 
2013) 

2.3.7 Cash Flow Analysis 

When an investor plans to invest in a property, one of the primary factors affecting the 
possible investment decision is the cash flow of the property. Fundamentally, cash flow 
refers to the changes that income and expenses have on the funds of the (real estate) 
company. Here the primary motivation for cash flow analysis is approximating the income 
that might be realizable from the property investment after deducting all the related 
expenses from it. The major expenses here include operative expenses (OPEX), capital 
expenses (CAPEX), and taxes. In addition, the cash flow estimations are one of the key 
considerations also of the lender who wishes to ensure that the investor will able to cover 
its debt payments. (Rinta-Erkkilä 1994, p.46; Brueggeman and Fisher 2011, p.352) 

Essentially, profitability on income producing properties can be measured with two 
primary indicators: 1) annual operative cash flow (in terms of Net Operating Income 
(NOI), and Net Cash Flow (NCF)); and 2) the total cash flow for the whole investment 
period (from purchase to resale). Both of these figures are crucial when considering the 
value of the investment property. However, it should be remembered that future cash flow 
and the future resale price can never be predicted with certainty. Thus the investment 
decision is always based on expectations that are subject to uncertainty (i.e. risk) (Rinta-
Erkkilä 1994, p.46-47) 

The (1) annual operative cash flow of the property is determined by the different revenues 
and expenses from the operations during the fiscal year. In practice, these items are 
usually taken either from internal accounting (i.e. ledgers) or financial statements (incl. 
P&L and BS). In Finland, real estate companies (REC) are obligated by accounting law to 
file their financial statements (incl. P&L and BS) according to specific format defined in 
the Accounting Ordinance 1339/1997 (1:4§; Profit and Loss Statement for Real Estate). 
Revenues, expenses and few other major accounting items included in P&L format in the 
Accounting Ordinance are listed below in Table 22. (Rinta-Erkkilä 1994, p.47, Accounting 
Act (KPL 1336/1997); Accounting Ordinance (KPA 1339/1997) 

Besides accounting that provides information only on realised revenues and expenses the 
cash flow analysis should account also revenues that might have been received, but were 
not realised. These revenues are usually illustrated by Potential Gross Rental Income 
(PGI) that is calculated as product of all rentable area (included vacant space) and rent per 
square metre. In comparison, the realised revenue is reflected by Effective Gross Income 
(EGI). Next, by deducting operating expenditure (OPEX) from EGI one can calculate the 
Net Operating Income (NOI) from the property. Then, by deducting CAPEX, financing 
costs and other business related costs from NOI one can calculate the Net Cash Flow 
(NCF) of the property. Sometimes also Before-Tax Cash Flow (BTCF) and After-tax Cash 
Flow (ATCF) are calculated separately. However, the terms and calculation principles used 
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in cash flow analysis can vary significantly between organisations (for alternative 
calculation principles see e.g. Rinta-Erkkilä 1994, p.49; Brueggeman and Fisher 2011, 
p.356-357; and Kyle et al. 2010 p.41, 43). Table 23 illustrates two alternative ways for 
calculating the annual cash flow of an investment property. (Rinta-Erkkilä 1994, p.49; 
Brueggeman and Fisher 2011, p.356-357; and Kyle et al. 2010 p.41, 43) 

Table 22 - Cash Flow Items in P&L Statements of a Real Estate Company 
(adopted from Accounting Ordinance 1339/1997) 

Financial Statements of a Finnish Real Estate Company 
Revenues Expenses Other important items 
a) Compensations 
b) Rents 
c) Compensation for use 
d) Other revenues 
 

a) Personnel 
b) Governance 
c) Use and Maintenance 
d) Outdoor areas 
e) Cleaning 
f) Heating 
g) Water and Sewage 
h) Electricity and Gas 
i) Waste management 
j) Non-life insurance 
k) Rents 
l) Property tax 
m) Repairs 
n) Other maintenance 

a) Write-downs for buildings,  
machinery and equipment 

b) Financial income  
c) Financial expenses 
d) Extraordinary items 
e) Transfers 
f) Taxes 

Table 23 - Annual Cash Flow (adopted from Rinta-Erkkilä 1994, p.49) 

Annual Cash Flow of a Property Investment (Rinta-Erkkilä 1994)  
       
 + Potential Gross Income (PGI)  + Gross Rents  
 - Non Realised Rental Income  - Administrative Costs  
 + Other revenues  - Maintenance Costs  
 = Effective Gross Income (EGI)  - Repair Costs  
 - Operating Expenditure (OPEX)  - Real Estate Tax  
 = Net Operating Income (NOI)  = Net Operating Income (NOI)  
 - Debt Amortizations  - New Investments (i.e. CAPEX)  
 = Before-Tax Cash Flow (BTFC)  = Cash Flow After Investments  
 - Tax  + New loans  
 = After-Tax Cash Flow (ATCF)  - Interest payments  
    - Amortizations  
    = Cash Flow After Financing  
    = Operative Cash Flow  
    - Income Tax  
    = After Tax Cash Flow  
       

After calculating the annual cash flow the investor can estimate the (2) total cash flow for 
the whole investment period. Here, a commonly used tool is a Discounted Cash Flow 
Model (DCF) that involves estimating the future cash flows and then discounting them 
into present value according to the investors required rate of return (i.e. yield) to arrive at 
the Net Present Value (NPV) of the investment. Thus, the NPV method essentially 
evaluates what is the total present value of all the cash flows related to the investments 
(i.e. investment return). Furthermore, the NPV method also allows investor to evaluate 
whether the sales price is worth paying (i.e. whether the price used the calculations results 
a positive NPV). In general, the primary variables in NPV calculations are NOI, future 
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sales price and discount factor (i.e. yield). Another commonly used method is to calculate 
Internal Rate of Return (IRR) for the investment. In essence, this means calculating the 
discount factor that results the NPV fall to a zero, which indicates the total rate of return 
of the investment. As a general rule, if the IRR is lower than the investors required rate of 
return (i.e. yield), should not be made. (Rinta-Erkkilä 1994, p.50) 

2.3.8 Value, Valuation and Liquidity 

In the previous section, the value of an investment property for an investor was 
determined by calculating the NPV of all the cash flows during the investment period. 
However, the value of a property is a much more complicated issue. The value of a 
property can be different for different entities due to e.g. different preconditions and 
interests. In other words, value is subjective. In addition, especially in real estate, there are 
several different methods that are used for determining value of a property in different 
contexts and for different purposes. For example in Finland, the different value concepts 
include the fore mentioned NPV, but also income value, market price, market value, fair 
value, taxation value. These issues are extensively covered in the real estate valuation 
literature, and will not be discussed further in this thesis. However, it is important to note 
that also valuation considerations are very important for the investor they go hand in hand 
with the potential future sales price of the property that is critical for the returns and 
profitability of the investment. (Rinta-Erkkilä 1994, p.10-16) 

The future sales price brings us also to another, very closely related concept that is 
referred to as liquidity. In real estate, liquidity refers to the amount of time needed from 
the selling decision to having sold the property with an adequate market price. In practice, 
the concept of liquidity is illustrated quite well by the term illiquidity that refers to the 
additional time, efforts and costs needed for selling an asset (see also 2.2.4) (Rinta-Erkkilä 
1994, p.22; Hoesli and MacGregor 2000, p. 23; Brueggeman and Fisher 2011, p.80) 

2.4 Risks in Property Investments 
Risk and uncertainty have always been a natural part of real estate investments and 
management. However, in formal terms, risk management was introduced to the industry 
around 1980s along with the sophisticated statistical tools such as the modern portfolio 
theory (MPT, originally introduced by Harry Markowitz in 1952) borrowed from the 
financial and insurance industries. This background can also be seen in the literature on 
risks and risk management in real estate as a major focus on financial portfolio 
perspective. However at the same time, it has been widely acknowledged that property 
investments exhibit several distinctive characteristics and risks in comparison to other 
financial instruments. In practice fitting together the generic approach of the generic 
financial methodologies and the unique characteristics of the individual properties 
appears to be one of the major dilemmas in the literature concerning real estate 
investment analysis and risk management. (Hoesli and MacGregor 2000, p. 2, 127-133; 
Tuomela and Puhto 2001, p.13) 

2.4.1 Risks in Real Estate Investments 
Several authors have discussed the different risks related to real estate investments. In one 
of the most established textbooks on the topic, Brueggeman and Fisher (2010, p.419-421) 
classify the risks related to real estate investments and finance into eight categories listed 
in Table 24.  
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Table 24 - Risks in Real Estate Investments and Finance 
(adopted from Brueggeman and Fisher 2011, p.419-421) 

Risk Group Description 

Business risk Real estate investors are in business of renting space and this business is subject 
to various economic fluctuations that effect properties depending on e.g. their 
location and leases. 

Financial risk The use of debt financing involves risks related to e.g. the price of financing, and 
terms on repayment of the loan. 

Liquidity risk As an investment, real estate is often relatively difficult and slow to sell (i.e. exit to 
realize profits). Thus, if a property needs to be disposed quickly, a price discount 
may be required. 

Management 
risk 

The returns from an investment property depend on the capabilities of the 
management to e.g. lease and maintain the property appropriately. 

Interest rate 
risk 

Real estate investments are often highly leveraged, and thus their returns can be 
sensitive to the changes in the interest rates. 

Legislative 
risk 

Real estate is subject to numerous regulations such as tax laws, rent control, 
planning, and other restrictions that can affect the profitability of the investment, 
especially if they change unexpectedly. 

Environmental 
risk 

The value of real estate is affected by changes in the environment such as 
planning or a sudden awareness of a hazard on the site (e.g. land contamination 
or asbestos). 

A slightly more comprehensive categorization by Leväinen (2013, p.209-211), on the other 
hand, divides risks in real estate investments into sixteen categories presented in Table 25. 
Here, It should be noted that also the special characteristics of property investments 
presented by Hoesli and MacGregor (2000, p. 19-23) (see 2.2.4) can be considered as a list 
of possible risk sources that are specific to property investments.  

Besides simple lists, the risks in property investments can also be categorised two 
dimensionally based on type and level of the different risks as presented by Hintikka 
(1999, p.36) and illustrated in Table 26. According to Hintikka, economic risks basically 
derive from the economic situation and different behaviours that reflect changes and 
cycles in the economy. For a business, economic risks of are closely related to its specific 
activities, but also the general economy. On country level, economic risk factors include 
increased inflation, changing currency exchange rates, unfavourable timing for the 
investment and exit, financial arrangements, fluctuations in interest rates, challenges in 
liquidation, and difficulties in paying debts. On city level, the major economic risks relate 
to the characteristics and developments in the local markets and the economic structure of 
the area that might heavily rely on certain industries or activity (e.g. mining, tourism, car 
industry). (Hintikka 1999, p.37-40) 

On the property level (i.e. unsystematic), economic risks can be divided into three major 
categories: (a) physical and technical risks, (b) management risk, and (c) the tenant 
risks. The major (a) physical and technical risks include the location and obsolescence. 
The location of the property within the area and in relation to other activities such as 
competing and complementary services, major roads and public transport have a major 
impact for the demand of the property and thus either increase of decrease the risk of the 
investor significantly. Additionally, the position of the building on the site may have 
significant impacts on the risks investment (e.g. is the building located next to a river that 
may flood). (Hintikka 1999, p.41-42) 
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Table 25 - Risks in Real Estate Management 
(adopted from Leväinen 2013, p.209-211) 

Risk Group Description 

Business risk Expected profits may not be realised due to e.g. misjudgement of physical 
condition, tenants, or location of the property 

Execution risk The different contracts are not necessary implemented as intended. Execution 
risks can relate to juridical and contractual issues, but also key personnel, 
partners, and service providers. 

Market risk Expected profits are not realised due to changes in supply and demand that 
affect the value of the property. 

Financial risk  Use of debt finance imposes the investment to a range of different risks. 
However, without leverage the profits often remain quite small. 

Inflation risk Purchasing power may decrease due to inflation.  

Interest rate 
risk 

Unexpected changes in interest rates can cause risks. 

Legislative and 
political risk 

Changes in different laws and regulations such as planning and taxation can 
change and become unfavourable for the investor. 

Purchasing 
power risk 

The values of properties may suddenly decrease to adjust to high inflation and 
inflated prices on the market 

Liquidity risk Selling a property may sometimes be relatively difficult, and a discount may be 
required. 

Management 
risk 

Property investments are managed in changing environment where 
judgements, calculations and activities can go wrong. 

Leasing risk The tenants may move away form the property and it might be difficult to find 
new tenants, which might be the case especially for single purpose buildings. 
Leasing risks are related primarily to quality, stability solvency of the tenants. 

Technical risk A range of technical problems may arise with e.g. the physical building, its 
attributes or its durability. 

Environmental 
risk 

The property is subject to the different forces of nature such as storms and 
flood that may cause damages. In development phase difficulties may arise 
with the stability or contamination of the soil. 

Interruption 
risk 

The business and thus also the cash flow from the property may be interrupted 
due to a force majeure situation e.g. fire or terrorism. 

Social risk The social conditions and friction between people may cause unrest, criminal 
activities and terrorism. 

Country risk The risks related to foreign countries e.g. different legislation and markets can 
vary between countries and have various impacts on the investment. 

Contractual 
risk 

Contractual issues may arise when the background of the seller is not checked, 
there is a format or competence error of the contract, unexpected liabilities or 
responsibilities are transferred, or some issues are not appropriately taken into 
account. Some important issues include responsibility of maintenance and 
repairs, term of notice, rent increases, length of the contract term, and the 
practical responsibilities of the contract parties. 

The technical and economic obsolescence is mainly affected by the quality and durability 
of construction and materials, age, wear and tear, convertibility, changes in the 
environment and regulations, and technological development that determine how long 
can the building remain functional and desirable for the users (e.g. tenants). The physical 



 

 

49 

and technical risks also include different hazards such as storms and floods, and damages 
to property caused by accidents and mischief. (Hintikka 1999, p.41-42)  

The (b) management risks basically involve different issues related to management 
decisions and activities on the property. For example, the management requirements and 
maintenance and repair costs for the property can be estimated incorrectly. Also the 
marketing, leasing and tenant relations are in pivotal role for securing the income for the 
investor. The (c) tenant risks mainly relate to the inability of the tenants to pay rents in 
time, but it can also be considered in wider sense as the ability of the property to attract 
tenants in the prevailing economic situation to generate the estimated rental income. 
(Hintikka 1999, p.41-42) 

Table 26 - Sources of Risks in Property Investments  
(adopted from Hintikka 1999, p.36) 

 Country Level City Level Property Level 

E
co

n
om

ic
  

R
is

ks
 

- Inflation risk 
- Currency risk 
- Timing risk 
- Financial risk 
- Interest rate risk 
- Liquidation risk 
- Credit risk 

- Market risk 
- Economic structure 

- Location  
- Obsolescence 
- Management risk 
- Tenant risk 
- Hazard risk 
- Capital damage 

P
ol

it
ic

al
  

R
is

ks
 

- Domestic politics 
- Foreign politics 
- Legislation 
- Taxation 
- Governance  

- Planning  
- Regulation  
- Authorities 

- Planning risk 
- Development risk 
- Regulation risk 

So
ci

al
  

R
is

ks
 - Social groups 

- Attitudes 
- Cultural risk 
- Miscommunication 

- Social groups 
- Attitudes  
- Criminal activity 

- Social groups 
- Criminal activity 

E
n

vi
ro

n
.  

R
is

ks
 - Macro climate  

- Geology  
- Hydrology 

- Micro climate  
- Geology  
- Hydrology  
- Contamination 

- Soil 
- Contamination  
- Health and safety 

E
xe

cu
ti

on
  

R
is

ks
 

- Personnel and resource risk 
- Information risk 
- Contract / juridical risk 
- Expert and partner risk 
 

Political risks can be considered as different political events that may impact the value or 
profitability of the investment. In essence, the political risks are caused by changes in 
political environment, governance, authorities, legislation and regulations, which may 
impact the existing business environment. On country level, these issues include domestic 
politics (e.g. appointing a new government or ministers), foreign politics (e.g. treatment of 
foreign investors), legislation (e.g. laws or their interpretations), taxation (e.g. tax 
treatment of different investment types), and governance (e.g. reporting requirements and 
regulations set by authorities). On city level, the possible political issues can be related to 
e.g. planning, expropriation, building permits, penalties and fees, which may all have 
significant impact on feasibility of different projects such as new developments and 
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renovations. On property level, (unsystematic) political risks may include changes in 
planning and building regulations, prolonged planning and permit processes, and 
regulations on e.g. shelters, fire safety, health, safety, accessibility and environmental 
issues. (Hintikka 1999, p.43-45) 

Social risks are related to relations and possible conflicts between different social groups 
(e.g. native and foreign population, cultural or ideological groups, social classes). In 
general, conflicts between different groups increase the threats to people and capital. It is 
also important to understand the local language, customs, traditions, history, attitudes, 
values, and beliefs, as these factors significantly impact the behaviour and preferences of 
people in the area (e.g. tenants and employees). In addition, cultural and language 
differences may lead to miscommunication and misunderstandings between different 
parties that may cause a variety of problems. Another important social issue are criminal 
activities that may be categorised into unorganised, organized and political crime. 
Unorganized crime is the most common form of crime that basically involves relatively 
minor and random crimes and mischief. Organized crimes on the other hand are more 
systematic, well planned, profit oriented, and can thus cause larger damages. Political 
crime basically involves terrorism that is usually targeted to cause significant people and 
capital damages and is therefore dangerous, but fortunately quite rare. Furthermore, 
criminal activities include grey economy, and frauds that may be both internal (e.g. 
accounting frauds) and external (e.g. non-registered subcontractors).  On property level, 
the most relevant social risks involve mischiefs and the social structure of the area that can 
often have a very significant effect to the value of the property (e.g. consider a residential 
property in a prestigious neighbourhood or a retail property in a popular leisure venue). 
(Hintikka 1999, p.46-49) 

Environmental risks can be divided into risks that are caused by forces of nature and the 
ones caused by human activities. Forces of nature include climate (e.g. storms, rain, 
temperature and humidity), geology (e.g. earthquakes and soil issues) and hydrology (e.g. 
floods and groundwater). The human caused environmental risks include different 
pollution, contamination and other environmental hazards that can impact on e.g. air, soil 
or water quality, or local animal and plant species. On property level, the most significant 
environmental risks are often related to soil stability and contamination that may cause 
significant costs and liabilities to the owner of the property. Additionally, pollution issues 
such as carbon dioxide emissions, waste disposal, sewage and chemicals have been getting 
more and more attention during the recent years and regulations on these issues have 
been developing quickly. In addition, also impacts to surrounding nature, and different 
occupant health issues such as indoor air quality have become more and more prominent 
(e.g. mould and asbestos). Moreover, it should also be noted that the environmental issues 
may rise also from the neighbouring properties in the area (e.g. old gas stations and 
chemical plants). (Hintikka 1999, p.48-51) 

In essence, the execution risks involve to the execution and implementation of all the 
contractual aspects related to the property investment on all levels. In most cases, these 
issues are related to the risk-taking ability of the investor, contractual and juridical 
questions, availability of information, key personnel and partners.  Fundamentally, most 
of these issues come down to capabilities and resources of the investor and the key 
personnel. The responsible personnel should possess the necessary expertise and 
experience on the issues at hand such as the local markets, technical solutions or juridical 
questions. If not, appropriate support should be acquired from outside the organisation, 
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which raises another key issue that is selection of the experts and partners used. The 
external resources used should be selected vary carefully especially if the issue at hand 
may have crucial role for the investment (e.g. determining the most suitable a vehicle 
structure under a foreign jurisdiction or negotiating an all inclusive property management 
contract). The decision-making and activities executed should also be based on reliable 
and up-to-date information. In many cases, there are challenges with availability of 
relevant information, which may lead to inadequate analyses, incorrect estimates and 
misjudgements that may lead to terrible consequences. In addition, even if the appropriate 
information is available, decision-making can involve other risks such as different biases 
and attitudes that may lead to negligence or suboptimal results. (Hintikka 1999, p.51-53) 

Also Rinta-Erkkilä (1994) discusses on the different property level risks related to real 
estate investments.  She divides the different property level risks into (1) physical, 
technical and functional risks, (2) administrative risks, and (3) tenant risks.  

The (1) physical, technical and functional risks may be related to e.g.: 

- Construction, design and age of the property 
- Technical and functional adaptability (e.g. floor plan) 
- Location and accessibility (e.g. by car and public transport) 
- Topography, size and shape of the site, position of the building on site, and the 

behaviour of forces of nature in the area (e.g. floods and storms) 
- Damages to capital (e.g. infrastructure, buildings, or technical devices) 

Here, the design of the property, the technical solutions and materials used, and the 
adaptability of the premises may involve risks especially in older buildings, as the 
technology and requirements of the tenants develop continually. 

The (2) administrative risks may involve issues such as increased administrative costs, 
which can be relevant especially with properties that have specialised administrative 
requirements (e.g. hotels, care homes, industrial facilities and shopping centres). For 
example, in a shopping centre, poor marketing can hinder the attractiveness and sales of 
the shopping centre, decreasing also its value. 

The (3) tenant risks involve for example, solvency of the tenant (can be ensured with a 
warranties), continuity of the tenants business and lease, image of the tenant, and 
availability of new tenants. The tenant is always the major determinant for the revenues of 
the property, and thus the critical role of the tenant risks should be highlighted. 

2.4.2 Fund Manager’s Risks 
As it has been discussed, the most relevant risks are usually dependent on the perspective 
of the analysis. According to Rouhento, different management risks faced by a real estate 
fund management company can be divided into (a) economic risks, (b) political and 
governance risks, and (c) structural and operational risks, as illustrated in Table 27. 
(Rouhento 2007) 

According to Rouhento, economic risks of the fund manager include (a) market risks, (b) 
cash flow risks, (c) financial risks, (d) liquidity risks, and (e) damage risks. (a) Market 
risks relate to interest rates, currency exchange rates and inflation. (b) Cash flow risks 
involve the fluctuations in manager’s fees and costs, and gathering and distribution of 
capital during the life cycle of the fund. From manager’s perspective some of the most 
significant cash flow risks present themselves during the establishment of the fund and 
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transactions, where relatively large sums of money need to be spent and transferred 
during a short period. (c) Financial risks relate to the availability and the possible needs 
for rearranging financing, but also the developments in the interest rates (i.e. price of 
financing). For the manager these risks are significant especially during the starting phase 
of the fund, where the manager has a major responsibility for acquiring and negotiating 
the necessary funding. In context of a fund, (d) liquidity risks refer to the possible 
illiquidity of the funds shares (opposed to assets). (e) Damage risks can be widely 
understood as different situations where the manager makes a mistake or misjudgement 
resulting to poor economic performance. From the fund manager’s perspective, these risks 
were considered to be relevant mainly in case of negligence or situations where insurances 
have not been appropriately taken care of. (Rouhento 2007, p.89-96) 

Table 27 - Fund Managers Risks (adopted from Rouhento 2007, p.88) 

Economic  
Risks 

Political and  
Governance Risks 

Structural and  
Operational Risks 

- Market risks 
- Cash flow risks 
- Financial risks 
- Liquidity risks 
- Damage risks 

- Taxation 
- Legislation 

- Contract juridical risks 
- Conflicts and changes 
- Information risks 
- Quality risks 
- Strategic risks 
- Resource and personnel risks 
- Partner and expert risks 
- Exit risks 

Political and governance risks basically relate to unexpected changes in either taxation or 
legislation and the interpretations of the related regulations that may affect to the 
investment value and the income received. From managers perspective these risks mainly 
relate to tax treatment of different company forms that can cause difficulties especially 
with more complex fund structures. In addition, the changes in taxation and legislation 
may lead to external parties to change their behaviour that may cause indirect risks for the 
manager. (Rouhento 2007, p.97-98) 

The third and most diverse group of fund manager’s risk is formed by structural and 
operational risks that include (a) contract juridical risks; (b) conflicts and change 
situations; (c) imperfect and asymmetric information; (d) quality, credibility and trust 
issues; (e) formulation and implementation of the investment strategy; (f) resources and 
personnel; (g) external partners and experts; and (h) disposal of assets i.e. exit. 
(Rouhento 2007, p.88) 

(a) Contract juridical risks involve a variety of risks that relate to the interpretation of 
contractual law and juridical questions arising from the contract documents. From the 
perspective of a fund manager, the major contracts include articles of association, 
shareholders agreements, management contracts, and different consultancy and service 
provider agreements. As the whole business is essentially based on the different contracts 
they have a crucial role also in terms of risks. Contractual questions also involve a lot of 
work and expensive legal consultancy, especially in cases where contract documentation is 
made all-inclusive. (Rouhento 2007, p.98-99) 

The (b) conflict and change risks refer to different conflicts of interest and social risks 
between different groups such as investors, the manager and the external service 
providers. These risks can often be avoided in large extent with comprehensive contract 
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documentation and good governance practices. The (c) information risks arise from the 
limited availability, imperfections, asymmetries, interpretations and judgments related to 
different information sources, and the decision-making based on this information 
gathered.  From the fund manager’s perspective, the information risks present themselves 
especially in context of market information and fund reporting that are used to determine 
and analyse the performance of the fund and the manager by the investors. On the other 
hand, also the practical fund management activity is heavily based on analysing 
information and acting accordingly, and thus the information risks are present in both the 
information used and reported by the manager. (Rouhento 2007, p.99-101) 

The (d) quality risks of the fund manager are related mainly to the perceived reputation, 
credibility and trust of the manager to the investors and debtors. Here, the major issues 
include comprehensive reporting, appropriate supervision and control mechanisms, 
auditing, and clear definition of responsibilities. From fund managers perspective these 
issues revolve around being able to keep the promises that are made to the investors, 
mainly in terms of investment returns, and keeping the investors appropriately informed 
on the activities of the fund and the manager. If not properly handled, these issues may 
damage the reputation of the manager that can be fatal for the continuity of the managers 
business in the long term. (Rouhento 2007, p.101-102) 

The (e) strategic risks basically involve the selection of a suitable investment strategy and 
implementation of the selected strategy. These may include issues such as size of the fund, 
investment style, focus property types or locations, portfolio diversification and use and 
amount of leverage. From the manager’s perspective, the major strategic risk relate to 
acquiring the properties, especially in cases where the properties have not been selected 
when the fund is established and manager needs to find properties to match the selected 
strategy from the market (i.e. blind pool risk). To avoid this risk, it is possible to select the 
properties before hand and make pre-purchase agreements on these properties (i.e. a 
seeded fund). If the investment strategy is determined by the investors, the strategic risk 
of the manager is limited to the execution of the chosen strategy. Another important 
consideration related to the strategic risks are the fund structure and the company form of 
the fund that have several impacts on its operations (e.g. taxation). (Rouhento 2007, 
p.103-104) 

The (f) resource and personnel risks relate to behaviour and decisions made by the key 
personnel. The worst-case scenarios include a key person leaving the organization, making 
a critical mistake, or committing criminal activity (e.g. a fraud), but in general terms the 
major issues involve managing the focus, time and efforts of the personnel to ensure 
successful management of the fund. Some of the key questions here include motivation, 
commitment, and remuneration of the key personnel that are major success factors for 
any company. In essence, also (g) partner and expert risks are very similar to resource 
and personnel risks, but relate to external service providers and advisors used by the fund 
manager. These include e.g. the different juridical, technical, tax, economic advisors that 
can offer a wide range of different service during the life cycle of a fund. These external 
service providers are in critical role especially in establishment of the fund (e.g. legal 
structure and tax efficiency) and transactions (e.g. valuations and due diligence). Thus, it 
is one of the most important responsibilities of the fund manager to form a reliable and 
cost efficient network of service providers to ensure successful activities. Here, often the 
most appropriate strategy in terms of reducing risks is to choose reputable partners with a 
clean track record. (Rouhento 2007, p.104-107) 
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Another important considerations from the fund manager’s perspective are liquidation of 
the investments and realization of the profits at the end of the investment period.  
Fundamentally, (h) exit risks can be thought of as risks related to the market in the future 
and the timing of the divestment. The major issue here is that if the market conditions are 
unfavourable when the investment period ends and the selling prices of investment 
properties do not reach the targets set, and thus also the profit targets of the fund are not 
reached. The major ways that are used by managers to protect themselves from the exit 
risks include careful asset selection and options to extend the exit and investment periods, 
so the manager can wait for more favourable market conditions or finding a suitable buyer 
for the assets. (Rouhento 2007, p.107-108) 

2.5 Risk Management in Property Investments 
As a whole, management of property investments involves a wide variety of different 
activities (see chapter 2.3). Quite a few of these activities can also be considered as forms 
of risk management. The following chapter introduces some activities related to 
commercial real estate asset management that have major significance in terms of 
managing unsystematic risks related to individual property investments and commercial 
real estate asset management.  

As a whole, management of property investments involves a wide variety of different 
activities (see chapter 2.3). Quite a few of these activities can also be considered as forms 
of risk management. The following chapter introduces some activities related to 
commercial real estate asset management that have major significance in terms of 
managing unsystematic risks related to individual property investments and commercial 
real estate asset management.  

2.5.1 Investment Strategy 

The different investment strategies that may be applied by real estate investors were 
discussed in section 2.2.5. As it was pointed out, the underlying motivation for investing in 
properties is the anticipated profit (driven mainly by net income, appreciation, 
diversification benefits, and tax benefits). As it was discussed the actual investment 
strategies are in most cases combinations of the fourteen (14) strategies presented in 2.2.5. 
(Brueggeman and Fisher 2011, p.339-340, 342-345) 

In terms of risk management and ISO 31000:2009, the investment strategy contains 
relatively similar elements to the risk criteria and risk profile of the ISO 31000 (see 1.1.1). 
As mentioned earlier, the risk criteria describe: a) how different risks are assessed and 
addressed; b) whether or not risks are taken, tolerated, retained, shared, reduced, or 
avoided; and c) whether or not risk treatments are implemented or postponed. Together 
the risk criteria form the risk profile of an investor, which basically makes the risk criteria 
and risk profile inseparable parts of any investment strategy, whether they are specifically 
addressed as such or not. 

The behaviour of the real estate investor in the market is a process leading to decision-
making that is dependent on the strategy of the investor. Here, the investor does not 
simply choose a property on the market to invest in but first determines his/her required 
rate of return. In practice, the strategy should provide both required rate of return and 
acceptable risk profile that will serve as the basis for the investment analysis and the final 
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investment decision. The process of selecting an investment strategy and preparing an 
investment decision is illustrated below in Figure 15. (Rinta-Erkkilä 1994 p.37-39) 

 
Figure 15 - Strategy Selection and Investment Decision  

(adopted from Rinta-Erkkilä 1994 p.39) 

As it can be seen, investment strategy, market analysis and investment analysis go hand in 
hand. Investment Strategy determines the scope for market analysis that in turn selects 
the suitable properties from the market for a detailed investment analysis. Here, one of 
the primary objectives in the analyses is to ensure that the investment fits to the selected 
investment strategy (e.g. in terms of returns and risks). 

Also portfolio and fund management strategy have an important role in modern 
investment strategy. According to Hoesli and MacGregor (2000, p.176), the purpose of 
fund management is to “achieve above market performance by careful risk 
management” or “add value to portfolio”. The primary methods for this involve a) setting 
the portfolio structure (allocations), b) stock selection (individual assets), and c) active 
asset management of the stock (e.g. refurbishments and developments). Developing a 
modern fund management strategy should involve considering: 1) objectives, 2) portfolio 
analysis, 3) forecasts, 4) expected stock return and risk, 5) consideration of achieving 
objectives if no action is taken, 6) stock characteristics, 7) other practicalities, and finally 
8) the actual strategy to achieve the objectives set (see also 2.3.1).  

According to Hoesli and MacGregor (2000, p.176-199), the objectives of a modern fund 
(or portfolio) strategy are often set in relation a benchmark (e.g. returns of 1% above a 
selected index). Here the primary ways for creating value include taking positions in 
relation to the benchmark (setting structure) and utilizing pricing models to identify 
buildings to buy and sell (stock selection). In terms of risk management, the strategy 
should include a clear statement of risk tolerance of a fund. The measure of risk here is 
termed tracking error, which is calculated as the standard deviation of the difference 
between the expected return of the fund and the benchmark (e.g. if the returns of the fund 
remain steadily at +1% to the benchmark, tracking error will remain small). 

One of the commonly used risk management tool in the portfolio management (setting the 
structure) is the Modern Portfolio Theory (MPT), which is essentially a rigorous analytical 
approach to portfolio diversification. The method was initially developed by Markowitz in 
the 1950s in context of common stocks, in order to create optimally diversified portfolio of 
stocks i.e. constructing a portfolio with maximum return with given level of risk or 
minimal risk with given level of return. The method involves calculation risk and returns 
for all the possible combinations and assets to find the combinations that yield the highest 
risk-to-return-ratio (i.e. the efficient frontier). In context of risk management methods, 
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diversification can be considered as a risk mitigation technique where the investor 
minimizes the effects of the specific risks related to each asset to the portfolio to the total 
returns and value of the portfolio.  In practice, this means selecting assets that are subject 
to different risks so that each risk affects as few properties (i.e. as small share of the total 
portfolio value) as possible. In terms of real estate, the most commonly used portfolio 
diversification parameters include markets (e.g. countries), locations (e.g. cities, areas), 
property sectors (e.g. office, retail) and tenants (e.g. industries). (Hoesli and MacGregor 
2000, p.127-133) 

Fundamentally, investment or fund strategy can also be considered to involve the business 
or risk management strategy of an investor. Thus, it may involve a wide variety of 
considerations related to different activities.  According to Rouhento (2007, p.27, 58-61, 
103-104) a strategy of a property fund may involve considerations such as investment 
style, sector selection, geographical focus, focus vs. diversification, size of the fund, and 
use of leverage. In terms of risk management, it should also be noted that both investment 
properties and property funds are governed quite extensively by contracts, which has 
several implications to selection of suitable risk management methods as well. 

Sometimes investment strategy is also associated with the term model (e.g. an acquisition 
model). Here, the model usually refers to specific guidelines for implementing the 
investment strategy during the acquisition and management processes. In practice, these 
can involve for example instructions and rules on information that should be analysed 
when considering an investment, or when monitoring and evaluating the performance of 
the investment property or portfolio. According to Rinta-Erkkilä (1994, p.2) having an 
acquisition model activates the property owner to monitor his/her investments and 
reacting to the development of risks in time, based on the information available on an 
individual property, a portfolio, and the surrounding market environment. In addition, 
having a predesigned model also systematizes and concretises the identification of risks 
and their impacts when making investment decisions. (Rinta-Erkkilä 1994 p.2, 81-88) 

Table 28 - Example on CREM Risk Management Strategy 
(adopted from Huffman 2003) 

CATEGORY TYPE STRATEGY 
Development Construction risk Avoidance 

 
Financing risk Due diligence 

 
Property management risk Hedging 

 
Reversion risk 

 Financial Leasing risk Insurance 

 
Default risk Avoidance 

 
Property management risk Diversification 

 
Liquidity risk Insurance 

 
Reversion risk 

 Physical Design risk Hedging 

 
Location risk Due diligence 

Regulatory Environmental risk Diversification 

 
Land regulation risk Due diligence 

Other Foreign currency risk Hedging 
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To provide an overall picture on the different risks and risk management strategies of a 
company, one can create a list of different risks and the management strategies applied. 
For example, Huffman (2003) has categorized and listed different risks related to CREM 
and possible strategies to manage them as illustrated in in Table 28. (Leväinen 2013, 
p.208) 

In terms of real estate asset management, the investment strategy usually comes as given 
from the investor and the primary duty of asset management is to carry out the given 
strategy as instructed (by the investors acquisition and management model and 
guidelines). Thus, in terms of Figure 15, the role of an asset manager usually involves 
conducting market and investment analysis to support investors’ decision-making that 
might involve e.g. presenting the findings for the board of the fund. Thus, investment 
strategy basically gives the asset manager a set of requirements and guidelines (i.e. a 
model) according to which the risk management should be implemented. 

2.5.2 Market Analyses 
According to Brueggeman and Fisher (2011, p.345), investors perform market analysis in 
order to evaluate he supply and demand for the type(s) of property that they are 
considering as suitable investments. Here, the demand for space comes from potential 
tenants who desire to use the space for their businesses, and the supply from the investors 
who have purchased or developed buildings and are willing to make that space available 
for rent (i.e. market of space). It should be noted that supply and demand in each property 
sector is driven by different factors. For example, a key driver for demand of office space is 
employment by companies that use a high proportion of office space in their business such 
as finance, insurance and other service industries (e.g. lawyers, accountants, and 
engineers). Retail space market, on the other hand, is driven primarily by sales fuelled by 
income level, consumer purchasing power and consumer confidence. In practice, some of 
the key interests of an investor in the market analysis include forecasts of future supply, 
demand, market rents and occupancy. 

According to Kyle et al. (2010, p.30-34), a comprehensive market analysis integrates 
general information on a larger region with detailed information on a local area where the 
property is located. The regional information analysed should include demographic and 
economic information on regional and metropolitan area in which the property is located, 
such as, economy, supply and demand, population, employers and transportation. The 
local (neighbourhood) analysis should involve a physical tour on the property and a study 
on local maps, zoning, building codes, and data regarding land use, availability of 
transport and utilities and the local economy and its supply and demand as well as 
neighbourhood amenities and facilities.  According to Rinta-Erkkilä (1994, p.54-57) 
property market analysis involves investigating location, demand, supply and market 
situation. The key areas to be studied her include 1) area and location, 2) demographic 
analysis, 3) Economic Factors, and 4) Construction and Real Estate industries, and 5) 
Municipal Factors. Some of the possible issues to be studied in regional and local market 
analyses are listed in Table 29. 
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Table 29 - Regional and Local Market Analyses  
(adopted from Kyle 2010 p.30-34 and Rinta-Erkkilä 1994, p.54-57) 

 Regional (Macro) and Local (Micro) Market Analyses 
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- Sphere of influence of the property  (i.e. determining the scope) 
- Boundaries and land use (e.g. national borders, municipalities, area codes, sea, rivers, lakes, parks, 

highways and railroads) 
- Size of the area, topography, geology, and climate (e.g. rainfall, temperature, humidity) 
- Neighbouring countries, municipalities, cities, towns, neighbourhoods, shopping and industrial areas 
- Significant hubs in the area (e.g. cities, towns, commuting, shopping, education and gathering areas) 
- Growth areas and expansion direction 
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- Overall description of the current economic situation and recent activities 
- Future prospects, growth potential and forecasts 
- Comparison of the area to e.g. neighbouring countries or the country or city as a whole) 
- Largest industrial and service sector companies existing, entering and leaving the area (e.g. is the area 

diversified vs. dependent on a single sector) 
- Location, accessibility and number of personnel in the largest companies 
- Population forecast (e.g. natural growth, migration, age, education, 
- Household data (e.g. size distribution and development trends) 
- Average income per capita and distribution of personal income by sources (e.g. industry, services) 
- Income distribution of households (owner occupied and leasehold) 
- Employment and unemployment data (current, history, forecasts and trends) 
- Potential consumers and employees 
- Major employers by different industrial, service and public sectors 
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- History and trends in the real estate markets (e.g. housing, office, retail, industrial) 
- Significant transactions recently and unsold properties in the market (e.g. unsold apartments, % share) 
- Different ownership and leasing formats and practices (incl. subleasing) 
- Ask and bid prices in residential, industrial, offices; office properties 
- Rental levels, occupancy and vacancy rates in residential, industrial, office properties 
- Local tenant population for the available space and competition on the property sector 
- Supply and demand according to type, age, size, location, features, and rental schedule 
- Oversupply: Technical (too many units) and Economical (too high prices) 
- Industrial sector: logistics, availability of special utilities, raw materials and workforce 
- Commercial sector: traffic counts and patterns, competitors, public transportation, parking 
- Residential sector: population trends, household size, income, employment rates, amenities 
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 - Distribution of construction into e.g. different types of housing, office, retail and mixed use properties 
- Construction permits applied and granted 
- Availability of loans for construction and expansion  
- Projects under construction (e.g. new construction, renovations and development) 
- Significant Infrastructure projects (e.g. roads, railways, bridges) 
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- Existing streets, roads, highways, railways, bridges 
- Public transportation, commuting, access to services (e.g. shopping and airport) 
- Transportation exchanges (e.g. airports, harbours, railway stations, bus stations) 
- Availability of parking and loading areas 
- Significant development projects 
- Cost and quality of utilities (e.g. electricity, gas, water, heat, power lines, sewage) 
- Amenities (e.g. parks, playgrounds, restaurants, schools, colleges, sports, and culture) 
- Services (e.g. healthcare, childcare, schools, colleges, police, rescue department) 

M
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- Municipal politics and administration (e.g. socio-economic and social-political attitudes) 
- Municipal strategy and plans (e.g. housing production and other land political plans) 
- Municipal tax (history and trends) 
- Planning (e.g. master plan, regional plan, detailed plan) 
- Land management activities (e.g. use of redemption rights and “impact fees” imposed on developers) 
- Local building codes and regulations 
- Developments in regulations and restrictions to growth (e.g. zoning regulations, roads, parks) 
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2.5.3 Investment and Property Analyses 

According to Brueggeman and Fisher (2011, p.339, 358) investment analysis refers to 
analysing a particular property to evaluate its investment potential in order to find 
answers to questions such as: Should the property be purchased? How long should it be 
held? How should it be financed? What are the tax implications of owning the investment? 
How risky is the investment? Here, some major variables that need to be considered 
involve market factors, occupancy rates, tax influences, risks, leveraging, and procedures 
used to measure the returns of the investment. Besides the investor, also lenders are 
usually concerned with the same questions as these factors impact the value and 
marketability of the properties used as collateral for loans. Another major consideration 
for the lender is that the property financed will generate enough cash flow to cover the 
loan payments. In practice, investment analyses usually involve formulating an estimation 
of Net Operating Income (NOI), Net Present Value (NPV), and Internal Rate of Return 
(IRR) for the investment, and assessing how these estimates might be impacted by 
different alternative scenarios and risks. 

According to Rinta-Erkkilä (1994, p. 37-39), an investment analysis should carefully 
analyse the expected profit and risks related to the considered investment. The profit 
analysis involves estimating the different income and expenses related to the property, but 
also appreciation that is realised in the exit (i.e. sale). Here, especially the appreciation 
component is very difficult to predict before hand. Risk analysis on the other hand aims to 
identifying the different factors that might impact the future profits.  

Another common risk management practice is to carry out a sensitivity analysis to see how 
changes in different variables and assumption that might affect the feasibility of the 
investment. A typical sensitivity analysis for a property includes adjusting the assumptions 
on market rents, vacancy rates, operational expenditure and the expected resale price, and 
calculating how the adjustments affect on the calculated IRR, NPV and other performance 
measures of the investment. The assumptions can be changed either one at a time, to 
isolate the impact of specific variable, or simultaneously, to identify outcome for a 
particular scenario. One possible technique here is to partition the IRR into operating cash 
flow and cash flow from sale, to assess the relative weights of different components. Other 
techniques that may be applied include variance analysis (i.e. estimating variation and 
standard deviation of returns) and real options method. (Brueggeman and Fisher 2011, 
p.421-428, p.443-446; Leväinen 2013, p.216-217) 

In property investments, also property analysis forms a central part in the investment 
analyses. According to Kyle et al. (2010, p.35), property analysis involves getting familiar 
with the nature and condition of a particular building, and its relative position to similar 
properties in the area. The information to be studied in the analysis includes thorough 
description of the property but also data on similar properties in the area, and the primary 
objectives involve estimating operating cost of the building and what is needed to make 
the property competitive to the best available space. The analysis usually begins from 
reading through all the leases and their terms, which will disclose the amount and 
durability of rental income. Here, to avoid surprises, one should be aware of especially 
different concessions, and renewal and termination options in the agreements. Besides the 
contract documents also the previous vacancy and loss rates provide insight into the 
previous management of the property. For example, a high tenant turnover (or low 
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renewal rate) may indicate that the quality of tenant services is low or that rents are too 
high. (Kyle et al. 2010, p.35) 

The analysis involves also a thorough inspection of the building’s (1) exterior areas, (2) 
interior areas and (3) equipment to provide necessary data to evaluate the upcoming 
maintenance and operating costs for the property. The (1) exterior inspection should 
evaluate the overall outward appearance of the façade and different structures (e.g. age 
and style) as well as the condition of walkways and landscaping. In addition, also e.g. 
masonry, windows, eaves, trims, roofs, porches, grounds, parking areas, fire escapes 
should be scrutinised for sign of deferred maintenance or defects that might require 
immediate attention or investments. The (2) interior inspection involves determining the 
total amount of usable space and rental units in the building, but also their design, 
features and amenities that impact on rents that the tenants are willing to pay for them. 
Also entrances, halls, basements, boiler rooms, and other common interior areas should 
be checked. These inspections should allow developing an estimate on redecorating and 
replacement costs along with the expenses for personnel to satisfy the housekeeping and 
maintenance requirements of different areas. The inspection of (3) equipment involves 
checking the condition of e.g. the different hardware, walls, plumbing and electrical 
fixtures, water heaters, heating, ventilation, air-conditioning; machinery such as elevators, 
and lawn mowers; and facilities such as cafeterias, changing rooms and showers. The 
inspection should result an inventory of the different equipment and their age and 
condition, reveal possible deferred maintenance and curable obsolesce, and ensure the 
buildings compliance to the zoning and building regulations.  Another important area of 
analysis are the different health and safety considerations such as hints of lead paint, 
asbestos, radon, and underground storage tanks that should be brought for further 
inspection. (Kyle et al. 2010, p.35-36) 

The analysis of comparable properties provides knowledge on the competition faced by the 
property. Things to consider include location, size, age, construction, amenities, features, 
condition, vacancy, staff and operating costs for competing properties and premises. 
When evaluating the operating costs, the useful information may include for example 
salaries of the staff; cost of utilities not charged from tenants; contracted services such as 
maintenance, waste management, and security; supplies and equipment, advertising and 
management expenses. As a result, the analyses will allow developing a rental schedule, 
operating budget, and estimates for required capital expenditures required for an efficient 
management plan. (Kyle et al. 2010, p.36-37) 

2.5.4 Due Diligence 

Another common practice that can be considered as risk management is due diligence (or 
in short DD), which basically refers to an investigation that an investor undertakes when 
considering acquisition of a property or when planning a larger project such as developing 
a property. According to Brueggeman and Fisher (2011, p.421), due diligence is a process 
of discovering the necessary information to asses whether or not the investment risk 
involved into a certain investment is suitable to the given a set of investment objectives 
(e.g. a level of risk and return accepted by the investor). In practice, due diligence provides 
the basis for any informed investment decision. In addition, the role of careful due 
diligence is particularly important when an investment is made (and risk is taken) with 
someone else’s money (e.g. an asset manager invests funds of external investors). 



 

 

61 

Table 30 - Contents of Due Diligence  
(Brueggeman and Fisher 2011, p.421-423) 

SECTION DESCRIPTION 
Rent Roll 
Analysis 

Assess the rent and tenant information such as payment history, arrears, 
creditworthiness, bankruptcies, and possible disagreements between tenants 
and landlord. 

Lease 
Agreements 

Review the contents of leases and amendments, possible options, 
responsibilities, and calculation of expenses. Some specific issues to watch 
include e.g. first refusal rights, term of notice, parking, permitted uses, future 
improvements, and rights to sublet. 

Service and 
maintenance 
agreements 

Analysing the maintenance and service history to frequency and extent of any 
problems with the building, equipment, and the repairs undertook. Also 
warranties of any equipment should be reviewed. 

Pending or 
threatened 
matters 

Possible issues might include condemnation proceedings, tax suits, 
governmental litigation and private lawsuits. 

Title and deed Review title and deed documents for e.g. easements that may affect the value of 
the property. Check also possible liens due to e.g. unpaid taxes, disputes over 
payments to suppliers and contactors and civil judgements against the current 
property owner. 

Property 
survey 

Examine the location of the buildings and other improvements (e.g. parking) on 
site, driveways, infrastructure interfaces, waterways, etc. to ensure there are no 
violations of any legal boundaries or site restrictions. 

Government 
compliance 

Ensure that the current or intended use of the property is allowed by zoning and 
building permits (e.g. allowed floor area, height limitations, parking ratios, 
setback lines). Also ensure that the property, and the activities are in 
compliance with the environmental, safety, accessibility and other regulations. 

Physical 
inspection 

Analyse the physical condition of the structures, equipment and systems to 
determine possible needs for repairs and replacements (and if these are covered 
by warranties). The analysis should also produce a cost estimate for the 
required repairs and improvements. 

Tax matters Review the different tax payments, possible tax abatements, and tax value of the 
property and assess the different aspects that might affect these in the future. 

Insurance 
policies 

Review the insurance coverage of the current owner, possible denials of 
insurance, as well as claims history of the property to assess the need for 
different insurance policies and to anticipate different liabilities and claims that 
may occur. 

Engineering 
studies 

If the physical inspection reveals needs for more detailed surveys on e.g. 
structures or technical systems, appropriate studies should be undertaken by 
qualified professionals to assess the possible implications. 

Market 
studies 

Analyse the local market conditions and trends to evaluate whether the property 
is able to maintain the existing tenants and attract new ones in the future. 
Another key consideration will be whether the property is going to be easy to 
resell in the future and with what price (i.e. liquidity). 

Due diligence can involve a wide variety of considerations and the focus and depth of 
different aspects can vary significantly, depending on the investment or project at hand. In 
most cases though, it involves at least determining the economic, legal, technical and 
environmental feasibility of the project or investment. Brueggeman and Fisher (2011, 
p.421-423) have listed some major due diligence considerations for a potential investment 
property that are presented in Table 30. 

According to Rouhento (2007, p.77), due diligence widely refers to the different 
investigations made before and after a business action (e.g. transaction or contract).  
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According to Rajakallio (2001, p.22), real estate due diligence studies can be categorised 
into four categories: 1) Financial Due Diligence (or in short FDD), 2) Legal Due Diligence 
(LDD), 3) Technical Due Diligence (TDD), and 4) Environmental Due Diligence (EDD). 

The (1) Financial Due Diligence (FDD) can b divided into parts done by appraisers and 
financial professionals (e.g. accountants or auditors). The primary duty of the (a) 
appraisers is to define the market value of the property, and the facts that may have 
material impacts on it. The valuation usually is supplemented and adjusted with the 
results of other professional studies conducted as a part of the due diligence analyses. In 
essence, a competent appraisal should involve  (1) a description of the property, (2) a 
discussion of the economy in the region its located, (3) an evaluation of the site and 
neighbourhood, (4) assessment of the demand and competing facilities, (5) calculation of 
site’s value as if vacant and cost of reproducing the improvements, (6) a comparative 
analysis of the property in terms of sale prices for similar properties, (7) a forecast of 
probable future financial performance, and (8) a composite calculation of value of the 
property. The possible duties of an (b) financial professionals on the other hand, may 
involve for example analysing (1) the accounting of the company; (2) structure and 
procedures of its financial management; (3) value of the existing capital, debt and 
reserves; (4) depreciation programs; and (5) income tax and value added tax (VAT) 
considerations (tax forms and claims). In leasehold properties, also tenant analysis plays 
and important role in order to ensure that the requirements of the covenant contracts are 
satisfied (the financier of the purchaser usually sets certain covenant/collateral terms for 
the purchasers loan in the financing agreement). (Rajakallio 2001, p.24-26) 

The (2) Legal Due Diligence (LDD) usually concentrates on issues that cannot be found 
from the balance sheet, and it involves legal professionals checking the legal matters of the 
transaction object and evaluating the different legal aspects of the transaction. The legal 
matters to be checked may involve (1) sellers conveyance right; (2) risks, liabilities and 
obligations reducing the value of the object; (3) terms and conditions of contracts; (4) 
existence of encumbrance certificates; (5) existence of network contracts; (6) effect of 
management change on the contracts and operations; (7) trials; and (8) legal state of 
unfinished repair projects. However the contents of the legal due diligence depend on the 
type of transaction. For example, companies have management and executive board that 
need checking, whereas an asset can be treated more like object with conveyance matters. 
(Rajakallio 2001, p.26-27) 

The (3) Technical Due Diligence (TDD) involves studying, analysing and documenting the 
technical attributes and issues of a property. A technical study should consist of studies on 
(a) the technical condition of the building, (b) the regulative responsibilities, and (c) 
property maintenance and operation. The (a) technical condition of the property is 
clarified with an on-site audit, and checking the technical drawings and other available 
documents. The results should include the history of constructions, repairs and 
replacements, and estimation of future repairs and replacements with prices and dates 
(e.g. long term plan or repair debt calculation). The (b) regulative responsibilities to be 
checked include zoning, building permits, liabilities, encumbrances and technical-legal 
responsibilities (e.g. regulatory audits). The analysis should also include a cost estimation 
for fulfilling the possible unfulfilled responsibilities. The (c) property maintenance 
analysis focuses on estimating the costs and schedule of future maintenance and repairs. 
Some important factors that may affect the maintenance costs include guarantee services 
of technical devices, project related costs and matters related to booking principles. One of 
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the major benefits here is that the resulted costs estimations are relatively simple to 
convert into cash flow analysis and account in the property valuation. (Rajakallio 2001, 
p.27-28) 

The (4) Environmental Due Diligence (EDD) aims to identify the possible environmental 
issues related to the property. The aspects to be studied include environmental licences, 
decisions, notifications and liabilities. The environmental professionals consulted usually 
include civil engineers, geotechnical professionals and geologists who analyse condition of 
the soil between the ground and the bedrock. Typical risks here include contaminated soil, 
toxic gases, old waste and contaminated ground water. The studies also provide help for 
decision making and assessing the price for different environmental responsibilities. The 
contents of the analysis may also differ depending on the transaction format. In asset 
transaction analysis concentrates on physical attributes and risks like contaminated soli or 
a leak of oil tank, whereas in company transactions also the way that company has 
handled environmental matters (i.e. compliance to regulations) and its capability to bear 
environmental risks should be investigated. The scope of the studies also depends on the 
type of the property studied (e.g. especially the sites with previous industrial activities 
involving chemicals or potentially hazardous waste should be investigated very carefully). 
In general, the implications from different issues that may be found in environmental 
studies may include (a) cost of clean up or remediation, (c) liability to the public, or (c) 
stigma after clean-up, which may all result significant expenses and losses of income for 
the property owner. (Rajakallio 2001, p.30-31) 

2.5.5 Property Transaction Process 
As it was noted earlier, property transactions tend to require relatively lot of effort from 
several different participants (e.g. compared to stock trading; see e.g. discussions on 
illiquidity in 2.2.4 and 2.3.8). The process involved into property transactions can vary 
significantly from case to case, but in most cases there are some generic phases that tend 
to be included in most transaction processes, at least in the Finnish context. According to 
Rajakallio (2001, p.37), property transaction process can be divided into six (6) phases: (1) 
preliminary study, (2) preliminary agreement, (3) due diligence, (4) negotiations, (5) 
closing, and (6) possession of a property as illustrated in Figure 16. (Rajakallio 2001, 
p.37) 

 
Figure 16 - Property Transaction Process (adopted from Rajakallio 2001, p.37) 

The (1) preliminary study refers to the desk study made by the investor to determine 
whether the transaction object would fit into the investor’s portfolio and strategy. The 
preliminary analysis is usually conducted based on the preliminary information on the 
property delivered by the seller or a broker (e.g. sales brochure or memorandum) and the 
investor’s own internal studies (e.g. market analyses). If the property appears attractive to 
the investor, a preliminary valuation and a preliminary legal check may be requested from 
professionals such as appraisers and legal professionals to verify the information provided 
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by the seller. Based on the preliminary analysis the investor can decide whether he/she 
wants to continue the transaction process and start negotiating on preliminary agreement 
allowing further due diligence. (Rajakallio 2001, p.39-42) 

A (2) Preliminary agreement (PA) is a contract in which parties express their will to 
continue the transaction process. From sellers perspective the PA indicates the 
commitment of the purchaser to continue transaction if no material issues will arise. From 
purchaser’s perspective, the PA hinders the seller from trading the transaction object to 
another buyer (which provides assurance for committing resources into the necessary due 
diligence studies). In addition, establishing a contractual relationship between the parties 
creates grounds for the seller to disclose sensitive information (e.g. accounting and 
contracts) on the transaction object to the buyer under appropriate confidentiality 
measures (e.g. a non-disclosure agreement). Sometimes, especially in smaller 
transactions, also a less binding document, letter of intent (LOI) can be used instead of 
PA. (Rajakallio 2001, p.42-43) 

The preliminary agreement processes begins with appraisers introduction to the 
preliminary valuation including evaluation procedures, analysed information, 
assumptions, results and uncertainties, alternative calculations, and the preliminary 
valuation report. This allows other associated professionals to define their scopes, time 
schedules, information requirements, practicalities, and recommendations how different 
findings should effect the transaction. Based on this information the project manager can 
compose a project plan for the Due Diligence project. (Rajakallio 2001, p.43-45) 

In general, the different impacts of Due Diligence findings on the transaction can be 
classified into (a) deal breakers, (b) pricing matters or (c) structuring matters. The (a) deal 
breakers are usually major findings, such as contaminated soil, that have critical impacts 
on the transaction (e.g. compromised legal position, or significant liabilities). (b) Pricing 
matters are issues that directly effect on the sales price. Such findings may include 
significant future repair and replacement costs found in the technical studies. (c) 
Structuring matters are issues that effect on the whole transaction structure or on the 
terms and conditions of the deed of sale or sales and purchase agreement (SPA). The deed 
of sale should contain at least: reason for alienation, identity information of the object, the 
seller and the buyer, and the purchase price. In addition the issues to be discussed may 
include: determination of sales price, ownership structure, matters concerning possession, 
sectioning, and due diligence. After signing, the PA (including the preliminary SPA) works 
as a guideline for the following phases in the transaction process (e.g. due diligence and 
sales negotiations). (Rajakallio 2001, p.45-46) 

In (3) due diligence, the attributes of the property are studied by the purchaser with help 
of professionals, based on the information agreed in the preliminary agreement, in order 
to clarify the different matters that are considered crucial for the appropriate sales price, 
structuring of the transaction, or deciding whether the transaction should be called off. As 
discussed (in 2.5.4) the due diligence usually involves at least financial, legal, technical 
and environmental studies that provide the purchaser analysis reports on the transaction 
object from the respective professionals. However, the scope may vary quite a bit from 
case to case depending on e.g. type of the property or the transaction object. Based on the 
findings of the studies conducted, the appraiser can then supplement the valuation report 
to specify the appropriate market value of the property.  (Rajakallio 2001, p.47) 
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In practical sense, the due diligence process is administrated by a project manager who 
coordinates the work of various other professionals involved. The project manager’s duties 
include arranging the necessary meetings with the professionals to clarify scope, schedule 
and liabilities of different professionals, making the necessary data available for the 
professionals (e.g. a virtual data room), and keeping the different parties (including the 
seller and purchaser) up to date on the project status, new findings and different updates. 
In the end of the process the project manager also collects the final reports together and 
make them available to the purchaser and the asset manager. (Rajakallio 2001, p.47-50) 

The other professionals involved in the due diligence process usually include (a) financial, 
(b) legal, (c) technical, and (d) environmental professionals and an (e) appraiser. The (a) 
financial professionals (e.g. accountants and auditors) analyse the accounting and taxation 
of the property by reviewing e.g. interim reports, financial statements, accounting, 
budgeting, insurances, depreciation schedules, and tax records of the real estate company. 
The (b) legal professionals prepare the all the contracts related the transaction but also 
check various legal matters on the transaction object such as title, land register, the 
articles and the share lists of the company, tax bills, and all the contracts affecting the 
business (e.g. leases, service and insurance contracts). The (c) technical professionals 
review the technical documentation on the property and inspect the site in order to 
analyse the technical condition of the property and buildings and to evaluate the 
maintenance, repairs, replacements, regulative responsibilities and costs associated. The 
(d) environmental professionals review all public and non-public documents (e.g. maps 
and records) concerning the environment of the property, conduct an audit visit on site, 
make further inspections (e.g. drillings, lab analyses, remediation cost estimations) if 
needed. Finally, the (e) appraiser supplements the valuation report with the findings of 
other professionals and makes a conclusion on the value of the property that will be used 
as a basis for the used the negotiations later in the process. (Rajakallio 2001, p.47-54; see 
also 2.5.4) 
After the due diligence project, the purchaser decides whether to continue the transaction 
and defines his/her subjective value (i.e. acceptable maximum price) for the property. The 
key factors effecting the decision here are naturally the defects found in the due diligence 
studies and the asking price, but also the condition set in the preliminary agreement (e.g. 
the specified deal breakers, pricing matters and structuring matters). If the transaction 
will be continued, the seller and buyer begin the (4) sales negotiations, where the final 
price and conditions of the transaction will be determined. Here, the findings of the due 
diligence studies and the valuation report will be reviewed and evaluated by the 
representatives of both parties in order to reach an agreement on the sales price. The 
negotiations also involve agreeing on the different terms and conditions of the final deed 
of sale (or sales and purchase agreement). For example, the liability on different risks can 
be distributed in a new way or the seller can give extra warranties to the buyer.  Once all 
the necessary terms and conditions have been agreed on, the transaction can proceed to 
(5) closing that involves (a) signing the different contracts related to the transaction, (b) 
paying the sales price, and (c) transferring all the documents related to ownership and 
mortgages. Once the ownership has been transferred the new owner has to take (6) 
possession of the property. This involves e.g. registering the trade, paying the transaction 
tax (i.e. stamp duty), transferring accounting, delivering access to necessary information 
(e.g. systems, documents, licences and reports), preparing interim report, appointing a 
new board and executives, recruiting management and personnel, contracting the 
necessary insurances and services. Possible faults, defects or issues in any of these may 
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lead to reclamations that may in some cases lead to even annulment of the transaction 
afterwards (Rajakallio 2001, p.27, 55-59) 

2.5.6 Property Management Plan  
According to Kyle et al. (2010, p.29) a (property) management plan is “the financial and 
operational strategy for the on-going management of a property” that should consider 
the income, operating costs and condition of the property in light of the owner’s objectives 
and the situation on the market. The three primary determinants of an appropriate 
management plan are market analyses (see 2.5.2), property analyses (see 2.5.3) and the 
objectives of the owner (cf. investment strategy 2.5.1), as illustrated in Figure 17 below. 
(Kyle et al. 2010, p.29-30) 

 
Figure 17 - Management Plan (adopted from Kyle et al. 2010, p.30) 

Based on the market and property analyses, and information received from the owner, 
such as tax statements, professional assessments, the debt service costs, and premiums of 
the existing insurance policies, the manager should be able to compose a plan that is 
feasible in terms of the present and future business environment and market cycles. In 
practice, one of the primary purposes of the plan is financial planning that usually involves 
three kinds of reports: (Kyle et al. 2010, p.38-44) 

1) Operating Budget for the coming year or 12-month period; 

2) Five-year forecast considering the developments in rents, other income and 
expenses (e.g. labour, utilities, supplies, taxes and insurance premiums),  

3) Comparative income and expense analyses assessing the possible impacts of capital 
improvements (i.e. renovations resulting CAPEX) to the cash flows of the property 
(to estimate e.g. payback time of different capital improvements) 

The financial planning usually involves estimating at least the following items: (Kyle et al. 
2010, p.38-41) (see also the discussion on accounting and cash flow analysis in sections 
2.3.6 and 2.3.7) 

a) Optimum rents (i.e. realistic estimations on highest possible rent considering the 
market rents, and the comparative advantages and disadvantages of the premises) 

b) Gross annual scheduled income (i.e. gross rental income; GRI) 

c) Anticipated revenue (accounting the possible vacancies, tenant turnover and 
defaults, but also other collectable income e.g. parking) 

d) Income adjusted to reflect anticipated market trends (e.g. developments in 
demand, supply and market rents) 

e) Annual operating costs (e.g. salaries, utilities, contract services, supplies, minor 
routine repairs and replacements, insurance, real estate taxes, administrative and 
management costs) 

f) Necessary reserve funds (in order to prepare for unexpected expenses) 
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g) Cash flow in light of the owners objectives (i.e. NCF after taxes and debt service) 

Once composed, the plan will be presented to the owner who may accept the proposed 
plan and capital improvements, or request further revision (e.g. specifying certain figures 
or authorising only some of the proposed capital improvements). (Kyle et al. 2010, p.45) 

Besides financial planning, also risk management is one of the most critical 
responsibilities of a property manager. The primary property level risk management 
principles presented by Kyle et al. (2010, p.427) are listed in Figure 31. In addition, Kyle et 
al. (2010, p.427-430) also present a list of practical risk management methods available 
for the property manager.  These methods are listed in Table 32. 

Table 31 - Principles of Property Level Risk Management 
(adopted from Kyle et al. 2010, p.427) 

Principles of Property Level Risk Management 

1) Identify the risk and measure its frequency and financial severity 
2) Avoid the risk or stop the loss causing activity 
3) Control risks with safety programs, loss reduction plans, and emergency preparedness 
4) Retain risk and internally fund the possible loss consequences 
5) Transfer risks to third parties (e.g. insurance company, tenants, service providers) 
6) Monitor the results on-going fit of the risk management strategies implemented 
7) Have the tenant pay for or share extra costs for dealing with unusual risks or paying for 

specialized insurance 

Table 32 - Property Manager's Risk Management Methods 
(adopted from Kyle et al. 2010, p.427-430) 

MEASURE DESCRIPTION 

Identify & 
Measure 

Survey and inspect the physical structures, operating equipment, tasks performed by 
personnel, reviewing insurance certificates by contractors and tenants, and estimating 
possible replacement costs and contractual indemnities. 

Avoid Remove possibly dangerous equipment or hazardous materials, and carefully 
reviewing the existing insurance certificates of the hired contractors and tenants. 

Control Develop emergency preparedness and crisis response plans. These may include 
installing fire sprinklers, warning signs, security equipment, but also appropriately 
maintaining various on site equipment and ensuring that they are used safely. 

Retain Allocate necessary emergency funds (i.e. contingencies) to be able cover the damages 
from risks that cannot be avoided or reduced 

Transfer Transfer the risks that cannot be avoided or internally funded by: 
a) Shifting the hazardous activities to professional with satisfactory insurance (note 

that the property manager still has the responsibility on supervision), 
b) Contractually shifting the legal liability to others by written indemnities to the 

owner and/or the property manager; or 
c) Transferring the risks to insurers, either partially or wholly (however, note that 

not all risks can necessarily be insured) 

Monitor Monitor risk management decisions and activities to evaluate and develop the current 
risk management plans and activities. 

Adjust 
Claims  

Arrange the preservation measures and negotiating with the insurance company to 
obtain fair settlements. (Claim adjustments often require external advice from legal 
and insurance professionals) 
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Another important considerations from the perspective of the property management are 
the different environmental issues such as air and water quality, sick building syndrome 
(SBS), building related illness, underground storage tanks and handling hazardous and 
toxic substances. These substances include for example mould, asbestos, radon, carbon 
monoxide (CO), toxic chemicals used in cleaning, and flammable and explosive fuels and 
gases used in e.g. vehicles, equipment and boiler. The major ways for controlling these 
hazards include hazard warnings, ensuring appropriate employee information and 
training, and efficient hazard communication. (Kyle et al. 2010. p.440-453) 

In addition, the major concerns of the property manager also involve the life safety and 
security issues. According to Kyle et al. (2010. p.460), the four major goals of a security 
and safety program are: (1) preventing emergencies and security breaches, (2) detecting a 
breach as earl as possible and sounding alarm, (3) containing and confining the danger, 
and (4) counteracting the damage by prompt and proper action, such as extinguishing a 
fire of arresting an intruder.  

The different emergency equipment and technologies available have developed rapidly 
during the recent years and they can include e.g. automated fire protection, security, 
surveillance and access control systems but also the more traditional equipment such as 
elevators, smoke detectors, sprinklers, and intrusion alarms. Additionally, the property 
manager should also keep track of different tenant equipment and alterations that might 
affect the safety and security in the building. The major practical safety considerations 
include hazard detection and inspections, emergency evacuation drills, disaster and 
emergency response planning, emergency supplies, and communication with tenants, 
authorities and media. The property manager should also develop plans for minimizing 
the post-emergency damages, which might involve restoration operations and 
reconstruction. In addition, safety and security issues include dealing with different 
criminal activities that may occur on the property. These include vandalism, thefts, and 
use of drugs that may cause damages to the property, tenants, personnel and visitors, but 
also significant liabilities to the owner if not prevented appropriately. (Kyle et al. 2010. 
p.460-481) 

2.5.7 Insurances 
Also management of the different insurances of the property and the property company 
are important duties of the property manager. When considering appropriate insurance 
coverage the property manager should consider and be familiar with at least the following 
insurance policies listed in Table 33. (Kyle et al. 2010. p.431-439) 

In most cases, the property and liability insurance contracts are made under name of the 
owner. However, also the manager should be listed into the insurance contract as an agent 
of the owner and additional insured to protect the manager from subrogation claims. The 
property manager should also ensure that also tenants and contractors have arranged 
their insurance issues in appropriately. (Kyle et al. 2010. p.439) 

2.5.8 Lease Agreements and Leasing 

In practice, virtually all investment properties are leased to tenants for a specified period 
of time. Here, the lease agreement determines the different rights, duties and 
responsibilities between the owner (i.e. landlord or lessor) and the tenant (i.e. lessee) for 
the duration of the lease. The terms of the lease may include various legal considerations 
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that are designed to protect the interests of both the lessor and the lessee and specify how 
rents and expenses will be paid. Moreover, the various clauses and options in the lease 
agreement may significantly affect the risk and/or cash flow to the investor. It is also 
important to remember that like any other contract being negotiated, many features may 
be added to lease agreement to meet the needs of both the owner and the tenants. 
(Brueggeman and Fisher 2011, p.266-268) 

Technically, a lease agreement is a contract in which the property owner (i.e. lessor or 
landlord) grants a tenant (i.e. lessee) a right to occupy explicitly defined part of a property 
(i.e. premises) for a specified period of time (i.e. lease term) in exchange for some form of 
compensation (e.g. rent) and subject to certain responsibilities and restrictions. In 
addition, lease can also be considered as a conveyance of an interest in real estate i.e. 
temporary personal property rights. (Kyle et al. 2010. p.100-105) 

The three most common types of lease are gross lease, net lease and percentage lease. In a 
gross lease, the tenant pays a single fixed rental amount and the owner pays all the 
expenses. In some cases it may be also agreed that tenant also pays the utilities charges. In 
net leases, the tenant pays a fixed rent, but also some of the expenses, such as taxes, 
insurance and maintenance (i.e. “three nets”). In triple net lease, all three nets are paid by 
the tenant. In percentage lease, the tenant pays a fixed base rent plus a percentage fee 
based on tenant’s gross income (e.g. sales). Typically, gross leases are applied residential 
properties, net leases in industrial properties, and percentage leases in shopping centres. 
In office properties, leases are usually either gross or net leases. (Kyle et al. 2010. p.100-
105) 

Even though different lease types differ quite significantly from each other, typical lease 
agreements usually include some common elements that are illustrated in Table 35. In 
terms of risks, some of the major clauses that may involve significant risks include 
description of the premises leased (2), term of the lease (3), rents and compensations (5-
6), payments (7), use of premises (13), rights and obligations of the landlord and the 
tenant (14-23), and possession of the premises (4). (Brueggeman and Fisher 2011, p.268-
269, Kyle et al. 2010. p.105-115) 

Table 33 - Property Level Insurance Policies  
(adopted from Kyle et al. 2010. p.431-439) 

Property Level Insurance Policies 

1) Property insurance, including fire, lightning, windstorm, and vandalism; 
2) Flood insurance;  
3) Machinery and equipment insurance; 
4) Consequential loss insurance, including loss of income following damage to structures or their 

contents, cost for temporary premises that are required following loss, and rental value of the 
leased premises that must be replaced; 

5) Coverage for workers compensation and employers liability for injury to workers; 
6) Commercial vehicle liability, including hired and non-owned vehicles, to cover injury and 

damage caused by vehicles; 
7) Commercial general liability, including liability for contractors, completed operations, product, 

and contractually assumed liabilities. 
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Table 34 - Elements of a Lease Agreement  
(adopted from Brueggeman and Fisher 2011, p.268-269  

& Kyle et al. 2010. p.100-105) 

Elements of a Lease Agreement (Brueggeman and Fisher 2011 & Kyle et al. 2010) 

1) Parties of the lease (i.e. identification of the lessor and lessee and their juridical capacity) 
2) Description of the premises (e.g. property, building, space, area, utilities, services, parking) 
3) Term of the lease (e.g. beginning and ending dates, duration, renewal options)  
4) Occupancy date (and consequences of possible delays due to e.g. unfinished renovations) 
5) Rents (e.g. amount, explanation of determination, calculation, review dates and index) 
6) Other compensations (e.g. parkin fees) 
7) Time and method of payment (e.g. due date, bank accounts) 
8) Concessions (e.g. rent free periods, free parking) 
9) Security deposits and warrants 
10) Other guarantees (e.g. indemnification, letter of credit from bank) 
11) The condition of the space (e.g. “as is” vs. “finished out”) 
12) Tenant improvements (e.g. paint, lighting, carpets) 
13) Permitted use of the premises (e.g. a prohibition to use office building for retail business) 
14) Subletting (e.g. responsibilities of the lessor and conveyance of the original lease terms) 
15) Business conduct (e.g. rules of the building such as use of the common premises) 
16) Owner services to be provided (e.g. cleaning, maintenance and repairs; the owner usually 

retains rights to approve any alterations made by the tenant) 
17) Non-disturbance clauses (e.g. the owner will not interfere tenants business activities and 

provides temporary premises and accommodations during construction) 
18) Eminent domain (e.g. tenant may receive rent reduction in case of fire or if authorities 

condemn the property or part of it) 
19) Responsibility for expenses (e.g. whether the owner will pay for some or all of the operating 

expenses; i.e. gross vs. net lease models) 
20) Evidence of insurance (e.g. owners insurance coverage for common areas, tenants insurance 

coverage for the premises) 
21) Renewal and termination options and notices 
22) Estoppel certificates (e.g. allows owner to seek verification for rent obligations, and the 

amounts past due and withheld due disagreements; i.e. arrears) 
23) Change in property ownership/bankruptcy (e.g. provision allowing tenant to terminate the 

lease) 

The (2) description of the premises should explicitly identify and specify the property, 
building, or space, and the equipment and services that the lease will provide to the 
tenant. It can also list tenants rights to use common areas and the different utilities and 
alterations that the landlord will commit to provide to the tenant (e.g. parking spaces, 
storage, office supplies). Essentially, this can be considered as the specifications of the 
merchandise that the landlord is selling, and thus also committing to deliver, to the 
tenant. (Kyle et al. 2010. p.105-106) 

The (3) term of the lease should specify the beginning and ending dates of the lease, the 
total duration of the lease, and possible options that can be exercised to renew lease after 
the original lease expires. It can also include a clause allowing the tenant to terminate the 
lease before the expiration date, if they pay a penalty, or an option to purchase the 
property upon termination of the lease agreement. From investment perspective the lease 
term basically determines the length of secured cash flow from premises (i.e. lease 
maturity), and thus having long lease agreements is one of the major ways to decrease the 
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uncertainty and risk related to the cash flows from a property investment. (Kyle et al. 
2010. p.106-107) 

The (4) amount of rent or other compensations should explicitly define the rent that is 
paid in return for the premises and service provided, which is naturally a key variable for 
both tenant and the landlord. The rent section should clearly determine the basis of rent 
(i.e. gross, net, percentage) and what is included into which each component and how they 
are calculated. The amount of rent is most often expressed in terms of total monthly or 
annual payments, or on a square meter or square foot basis (i.e. €/m2, €/sqft). Most 
leases also include clauses for periodic adjustments to the rent that can be based on e.g. 
Consumer Price Index (CPI), which is often accompanied with an upwards only clause so 
that the amount of rent cannot ever decrease or increase less than a specified amount. 
Whichever the case, the index and the adjustment principles should be clearly defined. In 
addition, the lease can also contain a provision for tenant to participate in tax, insurance 
and maintenance payments (“the three nets”, e.g. triple net includes all three). In essence, 
the cost participation offers the owner’s investment a valuable protection against the 
possible increases in the specified costs, and is thus a major tool for risk management. 
(Kyle et al. 2010. p.108-110) 

The contract should also clearly define the (5) time and method of payment of the rent, 
and the consequences that might follow not being able to fulfil these payment obligations. 
Another common practice is to require the tenant to make a security deposit to cover the 
possible defaults by the tenant. Furthermore, lease agreements often include clause that 
obligates the tenant to remove all the personal property, equipment and alterations from 
the premises. (Kyle et al. 2010. p.108-110) 

The (6) permitted use of the premises describes and limits the permitted use of the 
premises by the tenant. Common provisions include a residential lease limiting the use of 
premises only to residential purposes and commercial lease to commercial purposes, and 
prohibiting subletting of the premises. In addition, similar clauses are often used, to 
prevent activities that are non-permitted by different regulations and laws. The 
consequence of an unpermitted activity is usually immediate termination of the tenancy. 
Some activities, such as alterations and instalment of certain equipment can also be 
permitted only by the written consent of the owner. (Kyle et al. 2010. p.110) 

The most variable element of the lease agreement are the (7) rights and obligations of the 
tenant and the landlord. In general, the landlord is obliged to provide the property and 
services promised and in reserves the right to collect rents as specified and inspect the 
premises from time to time. Tenant on the other hand, is given the right for quiet 
enjoyment of the premises, and is obligated to pay rent, not damage the premises, and 
respect the rights of other tenants.  The lease should clearly list the maintenance and 
repairs that are on the responsibility of the owner. These responsibilities usually cover at 
least the common and outdoor areas, utilities (e.g. electricity, water, gas, heating), and 
building technology (e.g. gates, elevators, air conditioning) on the property. In some cases, 
the owner is also responsible for furnishing the premises. The level of maintenance and 
repairs agreed in the contract basically determines division of the operative expenses of 
the property between the owner and the tenant, and thus many investors prefer the triple 
net model, especially in longer leases. (Kyle et al. 2010. p.111-115) 

The primary obligation of the owner is to provide the tenant (8) possession of the 
premises and quiet enjoyment of the premises, and maintaining the premises functional 
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and pleasant. The major considerations related to the possession of the premises include 
the delivery of the premises when the lease begins and vacating the premises when the 
lease is terminated, but also owners right to inspect the premises from time to time, to 
ensure the fulfilment of the contract from tenants side. (Kyle et al. 2010. p.107) 

Besides specifying the contractual rights and obligations of the parties, a major purpose of 
a lease agreement is also to determine the resolution and remedying practices applied if 
any conflicts arise. Besides the lease agreement, these issues are often quite extensively 
covered by laws and regulations on leasing and tenancy, especially on the residential 
market. The major noncompliance issues from the tenant’s perspective include owner’s 
noncompliance with the agreement, and owner’s failure to deliver the premises or to 
supply the essential services promised. If the landlord fails to perform the required duties, 
the tenant can sue the owner for damages and/or terminate the lease agreement giving the 
owner a specified notice for breach of contract. However, in most cases the landlord can 
stop the termination proceedings by beginning an effort in good faith to remedy the 
breach by the deadline stated in the termination notice. Another possible issue is that the 
premises cannot be delivered at the original beginning date of the lease due to repairs or 
alterations, or that the previous tenant has not yet vacated the premises. To prevent 
termination of a lease due to a delay in delivery, the landlord can include a provision into 
the lease agreement stating that a delay will not be a basis for damages or termination of 
contract, but only a waiver of rental payments before the possession is delivered. Another 
possible major issue is that the landlord fails to supply essential services (e.g. electricity, 
water, or heating) during the contract, making the tenant unable to use the premises for 
the purposes in the lease. From the owner’s perspective, the major issues include tenants 
noncompliance with the lease agreement, such as a failure to pay rent, damages caused to 
the property or causing disturbances to other tenants. Here, the owner can deliver a 
written notice that if the breach is not repaired within reasonable time, the landlord can 
terminate the lease. If the breach is not repaired and the tenant does not vacate the 
premises, the landlord can file a suit for eviction. A more difficult issue is caused by the 
bankruptcy of a tenant, where it might be extremely difficult for the owner to recover the 
defaults. (Kyle et al. 2010. p.115-118) 

When negotiating on leases, one of the primary interests of the property owner is to 
evaluate the financial capacity of the tenant. In the financial context, this analysis is often 
referred to as underwriting. This investigation is extremely important from the 
investment perspective because the lease is essentially a contractual arrangement that 
creates an asset for the property owner (i.e. right to collect rent) and a liability for the 
tenant (i.e. obligation to pay rent). As the lease may require significant payments over a 
long period of time, the tenant’s inability to pay the rents in the future is a major risk for 
the owner. In order to assess this risk, the property owner should understand (a) the 
nature of the tenants business, (b) tenants competitive position in the industry, and (c) the 
future prospects of the industry itself. In practice, when evaluating a tenant and a lease 
proposal, the owner typically considers at least (1) the financial statements (P&L and BS), 
(2) credit ratings, (3) any reports on the firm and the industry, (4) bank relationships, and 
(5) existing obligations (e.g. debt and other leases).  The underwriting process is a crucial 
component of risk assessment, as the leases will have significant impacts on the cash 
produced by a property and thus also its value. Furthermore, if a tenant defaults on a lease 
because of a business failure and petitions a court for bankruptcy protection, the court 
may allow the tenant to continue to occupy space and pay little or no rent during 
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reorganization, which can result significant losses for the property owner. (Brueggeman 
and Fisher 2011, p.266) 

When analysing leases, it should be noted that the existing leases may have been signed 
very recently or several years ago, and each lease will reflect the conditions at the time of 
the signing (e.g. market situation and the condition of the building). In practice, one of the 
primary objectives of the analysis is to identify any restrictive terms in any of the leases 
that may affect the value of the property. In addition, also lenders of the property owner 
may evaluate lease terms when evaluating a property as security for a mortgage loan. In 
some cases, if any problematic lease terms are identified, the lender may require the 
property owners to renegotiate a change in the lease agreement as a condition for 
obtaining financing. Thus the existing lease agreements may result issues (i.e. risks) not 
only in terms of cash flows and value, but also financing, which highlights their crucial 
importance to the property owner. (Brueggeman and Fisher 2011, p.267) 

2.5.9 Contracting Property Management 
As discussed, property investments and management are basically built on contracts (see 
e.g. 2.4.2). Different contracts are involved into every step of the investment from the 
initial due diligence, to purchase, organising management, services and renovations, and 
finally to selling the property forward to realize the investment returns. Thus the 
contractual risk management has a critical part in overall risk management in property 
investments and real estate asset management. All the different contracts that may be 
involved cannot be introduced separately in this context, so here we will focus on three 
major contracts that are inseparably tied to operating an investment property (and have 
been discussed in the literature): (a) lease agreements, (b) management contracts, and (c) 
service contracts. Also insurance contracts would deserve a place on this list, but they 
include quite a lot of variation and the literature on the actual insurance contract 
documentation is quite limited, at least in context of real estate. 

It should also be noted that all contracts are usually based on the same general contract 
juridical principles, and many of the practices introduced are applicable also to many 
other kinds of contracts with minor adjustments. In addition, the sections below should 
not be considered as juridical analysis but only a quick review on what has been written on 
the typical contents of the contracts from perspective of operative risks and risk 
management in real estate. 

A management contract is basically an agreement between the property owner (i.e. 
principal) and the asset or property manager (i.e. agent) that defines the relationship and 
responsibilities of both parties, and serves as a basis for the operations on the property 
and the settlement of any disputes that may arise. According to Kyle et al. (2010. p.55) the 
typical structure of a management agreement is illustrated in Figure 36. Here, the most 
significant contractual and operative risks that are involved in a management contract 
revolve around the contract term (2), rights and responsibilities of the manager and the 
owner (3), and the management fees and commissions (4). Next, these risks will be 
introduced by reviewing the major issues related to each of these components. 

As any component of an agreement, the (2) contract term is dependent primarily on the 
interests of the owner and the manager. From owners perspective the required contract 
term is essentially determined by the holding period. For example, if the property will be 
held for five years, the owner does not want to hinder the resale of the property with a 
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long-term management contract that cannot be terminated. Thus, it is in the interest of 
the owner to want a provision for termination, which also provides a mechanism for the 
owner to change the manager if the service will not satisfy the requirements set. The 
manager, on the other hand, would prefer a longer contract period to secure a sufficient 
protection for his/her compensation for assuming responsibility and exerting considerable 
initial efforts to lease a property and establish the necessary management systems. Thus, 
the main variables (i.e. sources of risks) related to the contract term are (a) defining the 
length of the contract term, and (b) termination and renewal clauses. (Kyle et al. 2010. 
p.58-59)   

Table 35 - Elements of a Management Agreement  
(adopted from Kyle et al. 2010. p.55) 

Elements of a Management Agreement 

1) Identification of the contract parties and the property 
2) Period over which the contract is applicable (i.e. the contract term) 
3) Rights and responsibilities of  

a) The agent (i.e. the manager), and 
b) The principal (i.e. the owner) 

4) Fees and commissions, and their calculation principles 
5) Signatures of the parties for validating the agreement 

In terms of (3) rights and responsibilities, Kyle et al. (2010, p.59-62) list some major 
considerations involved in a management agreement. These considerations and how they 
are defined in the agreement can also be thought of as the major sources of risks here. The 
key rights and responsibilities are listed in Table 37. 

Besides the contractual responsibilities of each party, a natural interest for both parties 
are the different (4) management fees and commissions that will be paid to compensate 
the manager in return for his/her efforts. As the management requirements vary between 
different types of properties also the fee structures can vary. The common models include 
fixed fees (i.e. € per month), flat fees (i.e. € per unit) and percentage fees (i.e. % of the 
property revenue). The manager can also be made entitled to a commission for e.g. each 
lease agreement signed. In addition, the contract can include clause determining possible 
compensation in case of early termination of the management contract (e.g. compensation 
on on-going lease prospects). (Kyle et al. 2010. p.62-63) 

In addition, the management contract should determine the necessary takeover 
procedures and practices both when manager takes over the management of the property, 
and when the management responsibility is transferred to a new manager after the 
contract ends. This includes for example listing the documents, reports and contact 
information necessary for operating the property. (Kyle et al. 2010. p.63-65) 

2.5.10 Contracting Other Services 
Another class of contracts that is very similar to management contracts, but yet slightly 
different are the different service contracts. In essence, these contracts determine the 
services that will be provided, how they will be provided and compensated, and define 
specific responsibilities of the service provider. Service contracts are in many aspects very 
similar to the management agreement between the owner and the manager. The major 
difference here is that service contracts cover only a delivery of specified service(s) to the 
physical property or the tenants (e.g. property or user services listed in 2.3.5) opposed the 
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administrative and supervision responsibility in the management contract. The typical 
components of a service contract are similar to the contents of a management contract 
presented earlier. Thus, also the possible issues tend to be quite similar, and in most cases 
they are related to the contract term, rights and responsibilities of the parties, and the 
different fees and commissions.  

Table 36 - Rights and Responsibilities in a Management Contract  
(adopted from Kyle et al. 2010. p.59-62) 

CONSIDERATION DESCRIPTION 
Monthly reports 
& disbursements 

The contract should specify the details on how the manager should report and 
itemize the earnings and expenses, and the possible reserves that are available 
for the manager to handle the required payments. 

Surety bonds The manager should acquire insurance to cover the losses due to employee 
mistakes and thefts. 

Handling of funds 
by the manager 

The contract should specify the bank accounts used for operating the property 
and right to use these accounts. Especially the terms for maintaining and 
using the working capital fund that is used to pay the operative expenses of the 
property should be clarified in detail. Other important questions include the 
handling of the security deposits, contingency funds and possible insurance 
settlements.   

Authorities to 
rent, operate & 
manage premises 

The contract should clearly list the agent’s authorities to e.g. sign leases, 
collect rents, terminate the leases, return security deposits, evict tenants, and 
bring legal action to enforce contracts. 

Handling of 
expenditures 

The contract should define manager’s rights to incur costs and enter into 
contracts in the name of the principal. A common practice is to define a 
maximum amount that can be incurred without separate consultation with the 
principal. 

Authorities & 
responsibilities 
over personnel 

The contract should specify the manager’s rights and duties to e.g. control, 
supervise, hire, fire and check insurances of personnel working on site. 

Payroll The major issue here is whether the employer of the personnel on site is the 
manager or the owner. A common practice is that the agent makes the service 
contracts in the name of the owner. 

Insurance The contracts should clarify the different insurances that should be acquired 
and the contract party who is responsible for acquiring each insurance policy. 
The contract should also determine that the owner and the manager will be 
named as co-insured in different policies, the required evidence of the policies 
acquired, and the responsibilities for handling the possible insurance claims. 

Purchasing The owner should provide the manager with the payment schedules for e.g. 
debt service, taxes, special assessments and insurance premiums, so that they 
can be accurately included into the budget. 

Building repairs From managers perspective, it is important to include a clause into the 
contract that the owner is responsible on any repairs and renovations to keep 
the premises in their current condition and operating efficiently, and thus also 
complying the existing lease agreement terms and applicable laws. 

Marketing & 
advertising 

The contract should also specify the responsibilities of the manager to market 
and advertise the property. 

During the recent years, it has become more and more common to amend the service 
contract with a service level agreement (SLA), which is basically a contract that specifies 
certain quality standards for the service that should be reached. The major purpose of the 
SLA is to clarify the level of services ordered and ensure the quality of the services 
delivered. The service level and quality of services can be measured with different metrics 
and targets, and the basic idea is that there will be a commonly agreed sanction if the 
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delivered service does not match the target quality. On the other hand, if the delivered 
quality exceeds the target significantly, there might be an opportunity for the service 
provider to earn a bonus. Based on the agreement the service provider can more 
accurately allocate resources to deliver the service level required by the customer. The 
basic issues that should be defined in the SLA are: the service delivered, priorities, 
responsibilities and warranties. The agreement includes the tasks and responsibilities of 
both parties, scope of the provided services, level of quality, targets for the services, 
schedule and the conditions provided, corrective actions, and compensations and fees. 
(Leväinen 2013, p.76-77) 

2.6 Overview of Findings 
The concepts and considerations presented in the chapter provide an overview on some 
important aspects that need to be considered when discussing on management of 
unsystematic risks in real estate asset management. The introduced risks and risk 
management methods provide examples on a few practices commonly applied when 
considering an investment into either purchasing or developing a property. However, as 
discussed earlier, the most relevant risks and applicable management strategies often 
heavily depend on the context and perspective of the analysis. Based on the discussion, 
one might draw several conclusions on literature related to risk management and real 
estate asset management, both together and separately.  

One of the major themes in the risk management literature (e.g. Likierman 2011; Crouhy 
et al. 2006; Kähkönen et al. 2014) is that, even though sophisticated mathematical 
techniques have been developed, risk management does not necessarily have to be very 
complex to be efficient. In essence, risk management is merely a systematic approach for 
identifying, estimating, and accounting different risks in decision-making, which 
fundamentally comes down to (a) understanding the context and (b) sensible judgement, 
rather than complicated modelling and calculations, especially as these theoretical tools 
are often more or less based on personal judgement or expectations drawn based on 
historical data (e.g. use of historical volatility of returns in forecasting future risk). 

In the literature concerning real estate investments, risk management is discussed mainly 
in terms of systematic risks related to property investments in general. In most cases, the 
risks are described on a general level, rather than discussing the practical issues and 
examples related to each risk (see section 2.4.1). Risk management, on the other hand, 
appears to be limited mainly to statistical methods adopted from financial literature (e.g. 
portfolio theory, Monte Carlo simulation, and other variations of calculating expected 
returns and standard deviation). Very few authors (e.g. Kyle et al. 2010, Hintikka 1999 and 
Rouhento 2007) discuss the practical issues behind the generic risk descriptions and even 
fewer (mainly Kyle et al. 2010) discuss the practical management of the underlying issues 
on the property level. Nevertheless, it is recognised that the fundamental business of real 
estate investment is renting space and services to tenants (Brueggeman and Fisher 2011), 
which is built on contracts (e.g. leases, management contracts, and insurances). This 
would imply that these would also provide a proactive tool for managing the unsystematic 
risks on the property level. 

The literature on Facility Management (FM) (e.g. Atkin and Brooks 2005; Leväinen 2013; 
Tuomela and Puhto 2001; Lindholm and Nenonen 2006), on the other hand, has 
recognised the importance of the daily operations and contractual issues. However, the 
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discussions on property and facilities services, service quality, satisfaction and contracting 
appear to have remained mainly in the context of facility management and corporate real 
estate management. Nevertheless, these same considerations would probably be 
applicable also in the context of real estate asset management that administrates property 
investments mainly trough different contractual arrangements. This assumption would 
also be supported by Rouhento (2007), who recognised careful management of personnel, 
quality and contractual issues as some of the major success factors in risk management of 
a real estate fund management company. Thus, it could probably be assumed that the risk 
management though contracts and reporting would be quite crucial also in management 
of property investments, where revenues are determined by lease agreements, most of the 
operational responsibilities are contractually outsourced to property (or technical) 
manager, many of the risks are contractual transferred to an insurance company.  

In this setting, some of the major responsibilities of real estate asset management include 
property level strategies, policies, and performance on property level, in order to match 
the objectives of an investor. This would imply that the responsibility on management of 
property level risks fall into the domain of asset management, even though most of the 
practical risk management would be done by the property (or technical) manager, who 
simply delivers what has been ordered in the management contract. In other words, the 
asset manager has both the responsibility and the tools for managing property level risks. 
Thus, an asset manager should understand how to setup a system (mostly by contractual 
means) that facilitates management of unsystematic risks as efficiently as possible. Here, 
an asset manager needs to have a proper understanding of the property level operations, 
risks related to these operations, and the management of these risks. 

Some of the major tools available for risk management, both in general, and in context of 
real estate management, have been introduced in the chapter. However, at the same time, 
many of the authors (e.g. Crouhy et al. 2006; Kähkönen et al. 2014) remind that to be able 
to apply these tools successfully, one must properly understand the practical context and 
the issues at hand. However, the daily practicalities of real estate asset management 
appear to have avoided the academic literature quite effectively, which raises a few very 
important questions: 

1) What kind of needs do the real estate asset managers actually have in the 
management of different unsystematic risks? 

a) What kind of objectives, preconditions and restrictions do the real estate asset 
managers have in terms of managing unsystematic risks? 

b) What are the key unsystematic risks that need to be actively managed (opposed 
to the risks that are just accepted)? 

c) What kinds of tools can be actually utilised in management of unsystematic 
risks (due to existing preconditions and restrictions)? 

2) What kinds of practical challenges are involved into management of unsystematic 
risks in real estate asset management? 

As the existing literature, or at least the literature reviewed in this literature analysis, did 
not provide answers to these questions, a study was developed to expand the literature on 
management of unsystematic risks in real estate asset management.  
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3 Research Methodology and Materials 
This chapter explains the research approach and practices behind this thesis. The 
fundamental aim here is to describe:  

a) What was done in the thesis,  
b) How it was done, and  
c) Why it was done.  

This allows the reader to evaluate the research process leading to the results, and possibly 
repeat a similar study e.g. in other geographical area or later date to analyse possible 
differences and developments.  

3.1 Research Problem 
As discussed in section 2.6, the existing literature has not provided answers to a few 
important questions related to on management of unsystematic risks in real estate asset 
management (listed in 2.6). In essence, the research problem resulting from these 
questions revolves around three issues that needed to be clarified: 

a) The key unsystematic risks that need to be actively managed,  

b) The risk management tools that are applicable in the practical context, and  

c) The practical considerations and issues in the context where the risk management 
tools are to be applied.  

The key risks to be considered in real estate investments and real estate fund management 
discussed in the literature review (chapter 2). As discussed, the current literature appears 
to focus mainly on management of systematic risks, and the study on management of 
unsystematic (i.e. property/asset specific) risks seems very limited. In addition, the 
existing literature discusses very little on context specific practical issues and 
considerations that have a major impacts on feasibility of different risk management 
strategies and tools available. In general sense, the available risk management methods 
and tools (e.g. due diligence and contracts) utilised in real estate asset management were 
introduced in the literature review, but as it has recognised, the practical use of these tools 
is highly dependent on the specific context. This is naturally a major challenge for 
presenting universally applicable description or advice, which is probably one of the 
primary reasons for the lack of the practical advice on the literature on these issues. To 
solve this issue, this thesis needed to be focused on a specifically delimited context having 
uniform preconditions, subject to which the management for unsystematic risks was done. 

As the thesis was done in Finland, a natural choice for the context was the Finnish real 
estate market. Here, it should be noted that the selection of country has a significant 
impacts on the study and the results as the selection determines also the legislative, 
regulatory and physical environment to be studied, which has significant effects relevant 
risks as well. Besides the region, the context was delimited into commercial real estate 
asset management industry. One of the major reasons for this delimitation was that 
residential properties tend to involve quite a few special considerations (e.g. user 
requirements and regulations) that would require extending the scope of the thesis quite 
significantly. Another practical reason behind the delimitation was that the Finnish 
commercial real estate asset management industry is formed by a relatively small and 
homogenous group of players, nearly all having their office in the Helsinki metropolitan 
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area. In practical sense, this was hoped to allow gathering a sample of interviewees that 
would relatively well represent the whole industry in the region (i.e. Finland). 

Based on the considerations discussed above, the aim of the research was delimited to 
studying the unsystematic risks, risk management tools and practices, and practical 
challenges in Finnish commercial real estate asset management industry, in order to 
develop context specific answers for the questions risen based on the literature review 
(presented in 2.6). 

3.2 Research Questions 
The approach of the thesis to the research problem (described in section 3.1) culminated 
into answering to following three research questions: 

I) What are the major unsystematic risks in property investments from the 
perspective of a real estate asset manager in the Finnish real estate industry, 

II) What are the primary tools and practices that a real estate asset manager can 
apply for managing unsystematic risks in property investments in the Finnish real 
estate industry, and 

III) What are the key challenges for a real estate asset manager in managing 
unsystematic risks in property investments in the Finnish real estate industry? 

The first question (I) aims to identify the unsystematic risks that are considered to be most 
important from perspective of an experienced asset manager in order to prioritize 
different risks and direct the attention to the risks that are considered to be most relevant 
for the practical work of a real estate asset manager. Here, unsystematic risks refer to the 
different property specific that are involved into a particular property as an investment 
risks (opposed to systematic i.e. generic risks that affect all investment properties 
similarly). Asset management on the other hand, refers to strategic management of real 
estate assets i.e. investment properties. The definitions of both of these terms were 
discussed more thoroughly in the literature review. The second question (II) seeks to 
identify, what kind of practical risk management methods are actually utilised and found 
applicable by experienced asset managers in the practical context. Again, the definition of 
risk management was discussed more thoroughly in the literature review. The third and 
final question (III) aims to recognize whether there are issues or obstacles for applying the 
available risk management methods in the practical context. 

3.3 Research Strategy 
As the existing research on management of unsystematic risks in real estate asset 
management was very limited, and similar studies had not been previously conducted, the 
overall research strategy needed to be developed during the progress of the study.  Thus, 
in terms of methodology, the study can be labelled as exploratory research, which aims to 
have a better understanding on a certain problem rather than presenting conclusive 
evidence. In practice, this means that the research strategy was designed in an ad hoc 
manner in order to reflect the different findings during the research process. Thus, the 
traditional approaches involving clearly determined process and phases, was more or less 
out of the question. As a result the final research strategy became relatively complex, and 
it is best illustrated by describing the practical process involved into the study. 
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The original motivation of the thesis was to review the different performance 
measurement frameworks and metrics applied in the Finnish real estate investment 
industry by exploring the available literature on performance measurement and real estate 
asset management and interviewing real estate asset management professionals. However, 
it was soon recognised that this scope would be way too large to be reviewed in a master’s 
thesis, and thus the thesis needed to be refocused. Before the thesis was refocused, the 
original study had already involved three interviews on the performance measurement 
frameworks and metrics used with two large Finnish real estate investors. These 
interviews revealed some practical tools, documents and metrics used for monitoring 
property investments, which served as a valuable input in refocusing the thesis into the 
recognised challenges in monitoring and managing the unsystematic risks in the same 
context. This original study will be later on referred to as pre-study. 

Determining the final focus of the thesis involved building on the literature review and 
interviews made in the pre-study by reviewing the literature on risk management in 
general and in context of real estate investments and real estate management. The 
literature review aimed to clarify the concept of risk, the major risk types, and the different 
risk management methods available and utilized both generally and in context of real 
estate investments. In addition, the literature analysis involved reviewing the different 
areas of real estate management in order to clarify the practical activities and 
responsibilities related to real estate asset management, both directly (e.g. the different 
duties of an asset manager) and indirectly (e.g. the duties of a property manager to whom 
many of the practical risk management responsibilities are outsourced to). This approach 
allowed identifying the different practical activities and considerations related property 
investments, which made it possible to recognise a set of practical issues and problems 
that may arise (i.e. risks). 

Here, it was quickly recognised, that insurances formed a crucial part of risk management 
in property investments. Nevertheless, the practical considerations related to insurances 
have discussed very little by the literature. To fill this gap, an interview with an 
experienced insurance broker was arranged to clarify the practical considerations related 
different insurances and risks involved into property investment. The interview revealed 
the major insurance products (i.e. policies) involved in property investments and real 
estate management, and also a range of the most typical damages and problems (i.e. 
risks), which provided valuable information on insurances that was not found from the 
literature. 

As it was discussed in the literature review, the different documents that form the basis for 
risk management in real estate asset management may involve significant variation 
depending on the context at hand. Thus, in order to clarify the practical applications of the 
risk management practices involved in these documents, the literature review was 
complemented also with a review of actual document templates acquired from both public 
sources and real estate asset management professionals. The documents analysed 
included e.g. memorandums, due diligence documents, lease agreements, management 
contracts, insurance documents, and different spreadsheet reports utilised real estate 
asset management. The document analysis formed a practical overview on the possible 
contents of the documents, in order to determine what kind of risks might be managed by 
using these documents and with what kind of mechanisms. Based on the literature, 
document analysis, and the insurance interview, the typical contents and some possible 
risks and risks management mechanisms involved in each document were listed in tables 
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including (a) the typical contents of the documents, (b) risks involved in these 
considerations, and (c) risk management mechanics that might be involved in the 
documents. Together the risk management tables formed a list of some of the different 
practical risks and risk management tools that can be used for managing property 
investments, through due diligence, contracts, insurance and monitoring. 

However, the risk management tables created were only an educated guess on how the 
practical risk management in real estate asset management might be organised. Thus, the 
practical applicability of the tables had to be tested in practical context. This was done by 
interviewing a range of professionals involved in the real estate asset management 
industry, to discuss the risks and risk management practices included in the tables in 
order to identify what are the key risks, risk management tools and challenges from the 
practical perspective of commercial real estate asset management in Finnish context. 

After the interviews were conducted, the findings from the interviews, document analysis 
and literature review were analysed in order to revise the risk management tables and 
identify the most important risks, risk management tools and challenges related. The 
revised tables and interview findings in turn, allowed developing answers to the research 
questions (presented in section 3.2), which was the primary purpose of the thesis.  

As a result of the described process, the overall research strategy for focusing the study 
and answering the research questions ended up involving nine components that are 
illustrated in Figure 18.  

 
Figure 18 - Research Strategy 

3.4 Research Methods and Materials 
In essence, the study involved three primary research methods: (1) literature review 
(chapter 2), (2) document analysis (chapter 4), and (3) thematic interviews (chapter 5).  

3.4.1 Literature Review 
The purpose of the (a) literature review was already briefly discussed in the beginning of 
the literature review. According to Silverman (et al. 2008, p.336), the general aims of a 
literature review are to: 
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a) Explain what is already known about the research subject,  
b) Give reasons to criticise the existing information,  
c) Find out if similar research has been already done, 
d) Find out if there has been research that is somehow related to the subject, 
e) Indicate where the research intended is positioned in relation to the existing 

literature, and finally, 
f) To explain, why is the intended research worth doing. 

In practice, the primary goals of the review were to (a) establish theoretical foundations 
for discussing risk management and risk management, and (b) clarify the focus of the 
empirical study. The literature reviewed included mainly of major academic textbooks and 
articles, but also standards (e.g. ISO 31000), regulations, and practitioner literature on 
real estate and risk management. The literature analysed was searched primarily from the 
different physical and digital archives in the library of Aalto University, but also different 
publicly available (e.g. online) sources were utilised to complement the literature. 

3.4.2 Document Analysis 

The document analysis was basically conducted as a text analysis. The key documents to 
be analysed were identified during the pre-study and insurance interviews. These 
documents involved for example different due diligence documents, contract templates, 
and spreadsheets reports. The document templates reviewed were gathered from public 
sources (i.e. Internet and books). In addition some additional documents were received 
from the asset management professional interviewed. A list of the reviewed documents 
(i.e. the sample) is presented in Table 38. 

Table 37 - The Sample of the Document Analysis 

Type of the document Number of documents 
Memorandum  1 
Due Diligence  2 
Lease Agreements 5 
Management Contracts  4 
Insurance Terms 3 

Reporting Documents 6 
Total 21 

It should be noted that the sample of documents reviewed was quite limited as only a few 
documents were reviewed in each case. Thus, the sample should not be considered by any 
means statistically significant or comprehensible, but rather as a quick review of some 
examples and possibilities available. In cases where there were only few actual documents 
available (e.g. memorandums and due diligence), also other materials (e.g. practitioner 
literature and articles) were used to determine the most likely contents of these 
documents. It should also be noted that the documents analysed were case specific, and 
their contents may vary significantly between different organisations and situations. This 
was also one of the key reasons why it was considered crucial to review the contents and 
issues covered in each document with real estate asset management professionals in the 
interview phase.  



 

 

83 

The basic idea of the document analysis was to complement the literature review by 
analysing real document templates to identify the different contents of the documents. 
This allowed identifying the primary issues (i.e. risks) each document may cover, and how 
they can be addressed in the documentation (e.g. contractual clauses and terms or metrics 
used for monitoring). By combining the results with the risk categories and risk 
management methods identified in the literature review, it was possible to list some key 
considerations (i.e. contents), risks, and risk management mechanics involved in in each 
of the documents. This in turn, allowed developing an overview of the risk management 
framework formed by the analysed documents. In practice, the framework was 
documented in form of tables (that will be presented in chapter 4) that included lists of 
some key (a) considerations, (b) risk factors, and (c) risk management methods involved 
in each document. These tables were also used as the outline for the thematic interviews 
(see 3.2.2). 

It should also be noted that most of the documents reviewed had been used in real 
business, and thus, the contents of the documents had to be treated with certain 
discretion. Thus, the thesis will intentionally avoid going into specific details of individual 
documents and discuss their contents only on general level.  

3.4.3 Thematic Interviews 

The primary empirical research method of the study was thematic interview. The main 
purpose of the interviews was to validate and gather comments on the findings of the 
literature review and document analysis from the perspective of experienced professionals 
involved in the Finnish real estate asset management industry. More specifically, the idea 
was to review the identified considerations and risks involved into to the different 
documents and contracts, in order to determine which considerations, risks and risk 
management methods are considered to be most important and applicable in the practical 
business context (see the interview material in Appendix II). The interviews also allowed 
gathering additional information on alternative documentation, contractual practices and 
practical issues. In addition, interviews also provided valuable insights on why risk 
management (e.g. documents and practices) has evolved into its current form (and also 
why some of the ideas presented by the academia have not yet been applied by 
practitioners). 

The interview sample involved eleven professionals representing different organizations 
involved in the Finnish commercial real estate industry. These organizations included 
institutional investors, fund management companies and real estate operating companies, 
but also consultants with strong background in the area. The interviewed personnel were 
in most cases working in the organisations under a title similar to an asset, portfolio or 
fund manager. The interview sample is presented in Table 39, and a list of the interviewed 
organisations and the interview schedule can be found from the Appendix I. 

Table 38 - Samples of the Preliminary and Thematic Interviews 

Type Pre-study % Thematic Interviews % 
Institutional investors  1 33,3 3 27,3 
Listed Real Estate Companies 1 33,3 2 18,2 
Fund Management Companies 0 0 5 45,5 
Other Professionals  1 33,3 1 9,1 

Total 3 100 11 100 
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Most of the interviewees represented some of the largest inventors (in terms of Assets 
Under Management, AUM) in the Finnish real estate industry, and nearly all of them also 
had property investments outside Finland (i.e. cross-border). For practical reasons, the 
interviewees were selected from the organizations that had an office in the Helsinki 
metropolitan area at the time of the study. Though the sample was relatively small in size, 
it was assumed to represent the major actors and perspectives in the Finnish commercial 
real estate asset management industry quite well, as the management practices appear to 
be rather similar within the industry (as confirmed by the interviews). Furthermore, as 
most of the interviewed organizations had operations also outside Finland, it is also 
assumed that many of the perspectives and comments may apply also in the Nordics and 
perhaps also in other parts of Europe as well (e.g. UK and Germany).  

In practice, interviews were conducted in live meetings with the selected professionals, in 
their respective premises. To arrange the interview, the interviewees were approached 
with short email stating the purpose of the study and briefly describing the type of 
interview that was requested for. In addition, the emails also included the risk 
management tables to further illustrate the contents of the interview. The original idea 
was that the tables could have been reviewed independently by the interviewees before the 
actual interview, in order to shorten the time required for the interview. However, the 
interviewees preferred to minimize the required preparations and proposed including the 
introduction into the tables into the actual interview meeting.  

The outline of the interview was formed by the risk management tables, developed based 
on the literature and document analysis. In practice, the interviews involved going trough 
the tables one by one, and discussing the different issues and risks that might be related. 
In most cases, the interview started with a brief introduction to the topic and the 
background of the thesis, and then continued into reviewing the tables. In practice, the 
interviews proceeded quite freely and the tables were used mostly as a rough outline for 
conversation and checklists of the issues to be covered. The flexible approach allowed the 
interviews to focus on different aspects based on the specific perspective of each 
interviewee. This in turn, allowed the interviews to drill deeper into the fields of expertise 
of each interviewee, allowing deeper discussion on the most relevant issues related to that 
specific context and perspective. In retrospect, this was considered very beneficial for the 
results, as this allowed gathering different specialized insights from each of the interviews. 
In essence, the discussion on each topic (i.e. document) started with free discussion, which 
was then summarized together by highlighting the most important risks to the risk tables.  
On average, a thematic interview lasted bit over an hour. 

The interviews were documented during the interview as freeform notes. In addition, 
interviewees also marked (e.g. underlined) the most important issues and risks in to the 
risk management tables. After the interview, the notes were summarized and structured 
thematically (i.e. document by document) and sent by email to the interviewee for 
comments and approval. To protect the identity interviewees and companies (i.e. who said 
what), the actual interview memos are treated with discretion (i.e. not published). In the 
results, interviews were analysed by summarising the comments recorded in the approved 
interview memos thematically, so that the comments of the individual interviewees could 
not be recognised. Finally, the findings of the literature review, document analysis and 
thematic interviews were analysed together to develop answers to the research questions 
(presented in 3.2). In addition, the results of the interviews were also used to review and 
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update the developed risk management framework to better match the needs of the 
practical context. 

3.5 Research Results 
As discussed, the primary objective was to answer the research questions presented in 
section 3.2 i.e. clarify the key unsystematic risks, risk management tools and practices, 
and practical challenges in Finnish commercial real estate asset management industry. In 
practice, the research strategy aimed to produce shortlists of the unsystematic risks, risk 
management tools considered most important by the interviewees and list of the 
important practical considerations that need be accounted, especially in the commercial 
real estate asset management in Finnish context. These lists also formed a basis for 
developing answers for the research questions, which was set as the primary purpose of 
the thesis. 

  



 

 

86 

4 Document Review 
This chapter introduces and reviews some of the contents that the different documents 
involved in the work of real estate asset manager may include in practice. The primary 
purpose of the chapter is to illustrate some of the major tools that an asset manager has 
for identifying, estimating and managing different property level risks.  

The review is based primarily on real documents but also practitioner literature was 
utilised in some extent to fill the missing gaps. It is very important to remember that 
practical documents are highly case specific, and thus a clear distinction has been made 
between the actual documents and the general level aspects introduced in the literature 
review. Here, it should also be pointed out here that all documents analysed have been 
formulated for the Finnish legislation and business environment, and they represent only 
local practices.  

As noted earlier most of the documents analysed have been used real business context, 
and will thus be treated with appropriate discretion. Thus, the discussion will remain 
mainly on the level of different general level considerations, issues and possibilities that 
are available in different types of documents. That being said, a review of actual 
documents was still considered to offer highly valuable insights into the practical issues 
currently involved in the management of unsystematic risks in commercial real estate 
asset management. For instance, the actual documents provide examples on how different 
considerations introduced in the literature review can be applied in practice, and also 
highlight some of the practical challenges involved in risk management in context of real 
estate asset management. 

Each section in the chapter (except 4.1) will finish with a risk management table that 
summarises the section by listing: 

1) Major considerations and contents, involved in each document,  

2) Risk factors (i.e. sources of risk) involved in these considerations, and  

3) Risk management mechanics that can be included in each document.  

The lists presented in the tables should not be considered all inclusive, but rather as a 
preliminary basis for discussion on different risks to be considered in relation to each 
document. 

4.1 Memorandums 
Memorandum is Latin for note, and it basically refers to a formal document that reviews 
some relevant information on a certain topic. In context of property investments, a 
memorandum (or simply memo) commonly refers to a brochure of an investment 
opportunity that is sent to a potential buyer in the beginning of the sales process in order 
to pique interest for making a bid on the merchandise (i.e. a certain property). It essence, 
a memo lists some key facts of an investment property that should allow an investor to 
make an informed decision whether to make an indicative bid for the investment. Some 
key issues and facts that may be covered in property investment memorandum include 
description of the asset (e.g. a single property company or a portfolio), description of the 
building(s) (e.g. size, age, condition), location(s), planning, leases, tenants, operating costs 
and net operating income (NOI). To accompany these facts, the memorandum often 
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includes a brief market review (including e.g. national and local economy, real estate 
sectors, market rents and yields). 

Besides the property, a memorandum also describes the transaction structure and phases 
of the sales process. The transaction details specify the actual merchandise (e.g. a 100% 
ownership of a real estate company X), available payment options and schedule, schedule 
for opening, and deadline for indicative bids. The transaction details may also include 
content requirements for the indicative bids, such as stating the indicative price, 
describing the bidder and the financing, assumptions made in pricing, description of the 
scope of due diligence required, and the contact information of the bidder. The transaction 
details also describe how the sales process proceeds after the bids have been received. For 
example, the seller may select one or several prospects among the bids for the next phase 
that involves executing the required due diligence and starting the negotiations on the 
details of sale and purchase agreement (SPA). Once sales negotiations are complete, the 
transaction can proceed to finalising the necessary sales documentation for completing the 
transaction (see also the property transaction process in section 2.5.5). 

From the risk management perspective, a property investment memorandum includes 
only few key facts for the investor to determine whether he or she is interested to seriously 
consider the investment opportunity and carry out due diligence. In essence, the 
memorandum is a sales brochure, and as such, it is intended to pique the interest of 
potential buyers. Thus, the document often focuses on promoting the positive aspects and 
risk reducing qualities of the investment. Nevertheless, the facts presented often tell a 
professional investor quite a lot about the overall risks related to the investment (e.g. 
location, type, existing leases, and technical condition). In practice though, the more 
systematic risk assessment and analysis will take place during the due diligence phase. 

4.2 Due Diligence 
As it was discussed in the literature review, the basic purpose of a due diligence reports is 
to review the findings of investigations that are undertaken when considering a project or 
an investment. The due diligence studies can involve various different considerations and 
the focus and depth of analysis can vary significantly between different cases (e.g. property 
types). In real estate, the Due Diligence process and the documentation produced are 
often categorised into financial, legal, technical and environmental due diligence (as 
discussed in chapter 2.5.4). In practice, though the due diligence studies can involve also 
other kinds of studies such as market analyses, investment analyses (sometimes referred 
to as commercial due diligence) and tenant analysis (i.e. tenant due diligence). In practice, 
there may also be overlaps between different investigations.  

The following discussion will list some of considerations and risks that may be covered in 
different due diligence investigations. Note that many of these issues were partially 
covered already in section 2.5.4, the due diligence check list presented by Brueggeman and 
Fisher (2011) and the risk lists presented by e.g. Hintikka (1999), Leväinen (2013), and 
Brueggeman and Fisher (2011).  

As a risk management tool, the primary function of due diligence is to identify and analyse 
risks the different risk involved in the analysed object. In practice, this involves identifying 
the different factors that may cause unpredictability (i.e. risk factors), estimate their 
probability and impacts, consider if these risks are acceptable to the investor, and whether 
these risks could be avoided or mitigated. In a sense, this can be considered as passive risk 
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management, which basically involves identifying and analysing risks, and determining 
whether they are acceptable or not, opposed to active risk management that aims to 
proactively avoid, mitigate and transfer risks to impact the existing risk profile. 

4.2.1 Market Studies 
In essence, a market study analyses the environment in which the property investment is 
made and the different impacts that this environment may have on the investment. In 
practical sense, this environment is determined by the location of the property. The study 
is often divided into macro and micro level analyses. Macro level analyses consider 
different country and city level issues such as state of the economy, legislation, 
regulations, currency, taxation, and planning. In addition, macro analyses also assess the 
current state and short and long term developments in the real estate markets and 
different submarkets (e.g. property sectors and cities). (See also section 2.5.2) 

Micro level analyses on the other hand, consider the location of the property in terms of a 
specific area and street, in relation to e.g. competing properties, roads, public transport, 
and other factors that may impact the demand and business in the property, such as 
possible tenants and supporting services. These factors and the impacts that they may 
have can naturally vary quite a bit between different types of properties. For example, the 
attractiveness of retail properties is highly dependent on having high pedestrian flows in 
the area, whereas in residential areas this might be considered and issue as occupants may 
consider traffic disturbing. 

Table 39 - Market Studies and Risks 

 Considerations Risks Factor Examples Risk Management 

M
A

C
R

O
  

M
A

R
K

E
T

 S
T

U
D

Y
  

Economy 
Real estate market 
Legislation and regulations 
Currency 
Taxation 
Planning 

Market risks 
Legal and regulation risks 
Taxation risks 
Currency risks 
Inflation risks 
Timing risks 
Exit and liquidation risks 
Political risks 
Planning risks 
Social risks 
Competitor risks 
Tenant risks 

Identify and analyse 
risks, in order to 
determine appropriate 
management methods 
and develop responses 
(e.g. avoid, mitigate, 
transfer or accept) 

M
IC

R
O

 
M

A
R

K
E

T
 S

. Planning 
Roads and transport 
Competitors 
Tenant prospects 
Services 

Market risks 
Planning risks 
Location risks 
Competitor risks 
Tenant risks  
Exit and liquidation risks 

Identify and analyse 
risks, in order to 
determine appropriate 
management methods 
and develop responses 
(e.g. avoid, mitigate, 
transfer or accept) 

The market studies are usually composed based on publically available market data and 
reports. In many markets, different public and private organisations (involved in e.g. 
valuation and leasing business) provide market reports, outlooks and snapshots on the 
local markets. In the Finnish real estate market, organisations that provide local market 
data and reports include KTI, Newsec, Catella and JLL. Besides market data and reports, 
especially micro level analyses heavily rely on the specialised knowledge on the local real 
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estate and leasing markets. In domestic investments, professional property investors 
usually rely mostly on their previous experience and professional insights on the market, 
but in foreign investments, external consultants are often necessary. 

In terms of risks, market studies basically consider the risks in property investments 
presented by Hintikka (1999), which were presented in Table 26 (p.61). These involve 
different economic, political social, and environmental risks on country city and property 
level. In addition, also risks presented by Leväinen (2013) (Table 25, p.60) and 
Brueggeman (2011) (Table 24, p.59) may be utilised here. The different areas of market 
study, some key considerations, risk factors and risk management methods are presented 
in Table 39. 

4.2.2 Commercial Due Diligence 

While the focus of market study is primarily on the external environment of the property 
investment, commercial due diligence focuses on the actual business case into which the 
investment is made. Here, the major aim is to gather necessary information for creating an 
appropriate business plan for the property. In essence, commercial due diligence involves 
analysing the different cash flows (i.e. income and expenses) that may be related to the 
investment to determine its commercial viability i.e. profitability and business risks. In 
case, of a property investment, income involves rents, compensations and other fees that 
are recoverable from tenants (e.g. parking, services utilities, maintenance, taxes, 
insurance; depending on type of the leases). The expenses on the other hand, include 
maintenance costs, but also costs from repairs and renovations that are often much more 
significant. 

One of the major tools for cash flow analysis utilised in commercial due diligence are the 
discounted cash flow (DCF) calculations that are basically used to derive total net present 
value (NPV) of all the cash flows related to the property investment. These calculations 
involve estimating the different positive and negative cash flows on monthly or annual 
basis in order to calculate the net operating income (NOI) form the property. Here, the 
major positive cash flows include rents, compensations and recoverable expenses. 
Negative cash flows on the other hand, involve costs from e.g. utilities, services and 
maintenance, land rent, insurance, property management fees, and taxes (together 
referred to as operational expenditure, OPEX). It should be noticed that the income and 
expenses might change during time due to e.g. changes in use and inflation. In case of net 
lease agreements, OPEX, taxes and insurance may be recoverable from tenants. To cover 
the increasing expenses it is a common practice to adjust rents by a certain index (e.g. 
CPI). However, there property investments may also involve other costs such as 
renovations and tenant improvements (i.e. capital expenditure, CAPEX), debt service, 
marketing and leasing, and professional fees (e.g. lawyers, consultants, appraisers, and 
asset and fund management). The net cash flow (NCF) is determined by deducting these 
additional costs from the NOI. Once the annual NCFs for the investment period (e.g. 5 
years) are calculated the cash flows can be discounted in order to calculate the total net 
present value (NPV) of the investment. Moreover, by comparing the NPV with the 
purchase price the investor can estimate the overall profits in terms of e.g. ROI, ROE or 
IRR. (See also section 2.3.7) 

The cash flow calculations may also involve conducting sensitivity analyses to determine 
how the estimated cash flow would change under different scenarios (i.e. when different 
variables are changed). In general, the OPEX are often expected to be relatively stable, and 
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the major focus of the analysis is usually on the rental cash flow and the existing leases 
(e.g. rental level and maturity), to determine how much rental income the property can 
generate. The major risk here is that the existing leases will end or will be terminated and 
new tenants cannot be acquired, leading to the decline of rental cash flow and thus also 
net cash flow. Another key considerations here involve the property owner’s ability to 
cover debt service costs with the rental cash flow (debt service coverage ratio, DSCR), and 
the possible major renovations that can cause significant capital expenses (i.e. CAPEX) 
that may require external financing. 

In addition to the cash flow analyses, commercial due diligence may also involve various 
other considerations that vary from case to case. These may include analysing e.g.: 

a) Vacant premises in the property (e.g. in terms of floor area) 

b) Tenant demand for existing premises,  

c) Potential maximum income (e.g. if fully leased), 

d) Time, efforts and costs required for leasing the premises,  

e) Competing properties and premises in the area,  

f) Development potential of the property (in light of e.g. demand, supply, planning 
and building permits),  

g) Population in the surrounding area (e.g. catchment), and 

h) Accessibility, and passing traffic and people flows, and catchment (retail). 

Table 40 - Commercial Due Diligence and Risks 

 Considerations Risks Factor Examples Risk Management 

C
O

M
M

E
R

C
IA

L
 D

U
E

 D
IL

IG
E

N
C

E
 

Income (rents etc.) 
OPEX (maintenance etc.) 
Taxes and insurance 
CAPEX (renovations etc.) 
Debt service 
Professional fees 
Other fees (e.g. marketing) 
Profitability (ROI, ROE, IRR) 
Sensitivity analysis 
Existing tenants 
Tenant turnover 
Potential tenants 
Leasing efforts 
Competitors 
Planning and building permits  
Development potential 
Population 
Traffic and customer flows 

Business risks 
Market risks 
Location risk 
Obsolescence 
Cash flow risks 
Tenant risks 
Vacancy risk 
Leasing risks 
Financial risks 
Inflation risk 
Interest rate risk 
Legal and regulatory risks 
Timing risks 
Liquidation risks 
Planning risks 
Criminal risks 
Hazard risks 
Damage risks 

Identify and analyse 
risks, in order to 
determine appropriate 
management methods 
and develop responses 
(e.g. avoid, mitigate, 
transfer or accept) 

In terms of risks commercial Due Diligence basically considers the different business 
risks, and city and property level risks presented by Hintikka (1999). These may involve 
different market risks, location risks, obsolescence, cash flow risks, tenant risks, vacancy 
risk, financial risks, inflation risk, interest rate risk, legal and regulatory risks, timing risk, 
liquidation risk, planning risk, criminal risk, hazard risk, and damage risks. Some 
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considerations, risk factors and risk management methods related to commercial are 
presented in Table 40. 

4.2.3 Tenant Due Diligence 
In essence, the purpose of tenant due diligence is to analyse the solvency and future 
prospects of the tenants in the property. The underlying motivation here is to forecast 
rental income, which is the primary determinant for returns of the property investment. In 
many cases, tenant due diligence is included into commercial due diligence, but some also 
separate it as its own work package. The major focus of tenant due diligence is on the 
existing tenants and their lease agreements, but also on the income potential of the 
currently or soon to be vacant premises to be leased in order to generate more income. In 
practice, the analysis usually involves reviewing rent roll and the lease agreements, and 
the major considerations include assessment of (a) existing tenants, (b) lease maturity 
(i.e. duration of leases), and (c) rents. 

The analysis of (a) existing tenants involves evaluating solvency and the future prospects 
of the tenants business (cf. covenant), in order to estimate the security and continuity of 
rental income from the leases. The focus of the analysis is usually on the tenants that 
generate the largest income, which are also analysed most carefully, especially in single 
tenant properties. The practical methods applied here can include checking credit ratings 
of the tenants and records of their rental payments (e.g. arrears) to identify possible issues 
(see also 2.5.9). 

When evaluating the (b) lease maturities, the key considerations involve ending dates, 
termination clauses and notice periods stated on the lease agreement. A common practice 
here is to review lease and notice periods from the agreements to determine minimum 
maturity for each lease (i.e. duration in years e.g. 6 months = 0,5). This allows the investor 
to estimate the earliest termination dates for each lease in order to prepare for possible 
renegotiation or marketing efforts needed to lease the premises. 

In (c) rents, the major issues to be analysed are the total amount and structure of different 
fees that can be collected from tenants.  These fees are determined by the lease 
agreements and besides the actual rent they can involve different compensations and fees 
for maintenance, repairs, and other services provided. The major lease structures involve 
gross and net leases (see. 2.5.9). In gross leases, there is a single all-inclusive rent (that is 
priced to cover also the costs for the owner). In net leases, taxes, insurance and 
maintenance (i.e. “the three nets”) may be on tenant’s responsibility and are recoverable 
from tenants as compensations. Here, the major difference for the owner is that in in net 
leases, costs are passed trough to the tenant(s) transferring the cash flow risk (i.e. 
variation of costs) to the tenant(s). Other common fees collected include for example 
parking fees.  

The different lease structures will be further discussed later on in context of lease 
agreements (4.3). Some specific questions here include for example division of different 
costs between owner and the tenant, rent reviews, and payment of VAT. Once the total 
rents have been calculated, the rental levels (per sqm) can be evaluated by e.g. comparing 
them to reported market rents (i.e. estimated rental value, ERV). 

From risk management perspective, tenant due diligence estimates different risk related 
to tenants and leases such as credit risk, default risk, vacancy risk, cash flow risks and 
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inflation risks. These risks and the major considerations in tenant due diligence are 
presented in Table 41.   

Table 41 - Tenant Due Diligence and Risks 

 Considerations Risks Factor Examples Risk Management 

T
E

N
A

N
T

 D
U

E
 D

IL
IG

E
N

C
E

 

Existing tenants 
Lease Agreements 
Solvency and covenant 
Credit rating 
Rent Roll 
Arrears 
Defaults 
Lease periods / maturity 
Rent structure (e.g. gross, net) 
Rents, compensations and fees 
Recoverable fees 
Rent reviews 
VAT  

Tenant risks 
Credit risk 
Default risk 
Vacancy risk 
Cash flow risks 
Inflation risk 

Identify and analyse 
risks, in order to 
determine appropriate 
management methods 
and develop responses 
(e.g. avoid, mitigate, 
transfer or accept) 

4.2.4 Financial Due Diligence 
The aim of financial due diligence is to identify the possible financial risks related to the 
investment. In practice, this involves reviewing e.g. the vehicle structure, financial records, 
rent roll, and tax records of the property company. Review of the vehicle structure 
primarily involves investigating the corporate structure of the asset (i.e. single or several 
companies) and the different tax consequences that this structure has for the buyer. 
Financial records basically refer to the annual reports, financial statements (P&L and BS) 
and possible interim reports of the real estate company that are checked few years back in 
order to identify and risks involved.  Rent roll check includes validating that the rent roll 
matches with the lease agreements and the termination notifications given by the tenants. 
Tax matters to be checked involve for example property and income taxes, VAT, tax 
consequences of the company structure. Finally, the financial due diligence also reviews 
the possible existing financing (i.e. loans) of the company.  

In terms of risks, the considerations in financial Due Diligence relate mainly to financial, 
cash flow, and taxation risks. Some major considerations and risks related to financial Due 
Diligence are listed in Table 43. 

Table 42 - Financial Due Diligence and Risks 

 Considerations Risks Factor Examples Risk Management 

FI
N

A
C

IA
L

 
 D

U
E

 D
IL

IG
E

N
C

E
 Company structure 

Rent roll 
Lease agreements 
Annual reports 
Property tax 
Income tax 
VAT 
Existing loans 

Financial risks 
Cash flow risks 
Taxation risks 

Identify and analyse 
risks, in order to 
determine appropriate 
management methods 
and develop responses 
(e.g. avoid, mitigate, 
transfer or accept) 
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4.2.5 Legal and Regulatory Due Diligence 

Legal (and regulatory) due diligence investigates the possible juridical issues related to the 
investment property, property company and the various agreements and contracts 
involved. The investigations made usually cover: 

a) Company documentation (e.g. certificate of registration, articles of association, 
shareholders, ownership stakes in other companies, purchase agreement of the 
property, and other agreements concerning the company),  

b) Ownership and usufruct agreements (e.g. title and deed, on-going property 
registrations, land rent agreements, easements, encumbrances, and possible 
protection or restriction status of the property),  

c) Planning (e.g. master plan, detailed plan, building permits),  
d) Lease agreements (e.g. rights and responsibilities of the landlord and the tenant, 

and termination clauses),  
e) Maintenance and service agreements  
f) Contracting agreements (e.g. warranties) 
g) Employment agreements,  
h) Financing agreements (e.g. debts and creditors),  
i) Insurance, and  
j) Possible on-going claims and disputes. 

Table 43 - Legal Due Diligence and Risks 

 Considerations Risks Factor Examples Risk Management 

L
E

G
A

L
 D

U
E

 D
IL

IG
E

N
C

E
 

Company documentation 
Title and deed 
Usufruct agreements 
Encumbrances and easements 
Protection and restrictions 
Planning 
Lease agreements 
Maintenance agreements 
Service agreements 
Contracting agreements 
Employment agreements 
Financing agreements 
Insurance 
Claims and disputes 

Legal risks 
Regulatory risks 
Compliance risks 
Legitimacy risks 
Registration issues 
Restrictions for use 
Planning risks 
Contractual risks 
Contract terms 
Contractual definitions 
Contractual responsibilities 
Liability 
Lawsuits 
Claims 

Identify and analyse 
risks, in order to 
determine 
appropriate 
management 
methods and develop 
responses (e.g. avoid, 
mitigate, transfer or 
accept) 

From risk management perspective the legal due diligence aims to identify different legal, 
regulatory, juridical and contractual risks. These may involve e.g. legitimacy, compliance, 
registration, restriction and planning issues; different contractual terms, responsibilities 
and liabilities; and finally possible lawsuits and claims. In essence, most of these issues 
draw down to possible legal responsibility and liability that result additional expenses. 
Here, the main function of legal due diligence is to identify these risks so that they can be 
effectively avoided or dealt with. Some major considerations and risks related to the legal 
and regulatory due diligence are listed in Table 43. The legal issues related to the lease, 
management and service contracts will also be discussed in detail later in context of lease 
agreements (section 4.3) and management agreements (section 4.4). 
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4.2.6 Technical Due Diligence 

Technical due diligence investigates the possible physical and technical issues related to 
the property, building, structures, equipment and systems, in order to: 

a) Give an overall description of the property and evaluating the overall technical 
condition of the building and equipment (e.g. site, building, renovations and 
installations),  

b) Identify the technical defects and neglected maintenance that can affect the 
financial value of the property, and 

c) Give recommendations and costs for maintenance, repairs and renovations. 

In practice, the investigations usually involve property surveys, building inspections, 
engineering studies, and review of technical and contractual documentation that are 
required to form a comprehensive inventory of the existing structures technical and 
systems on the property and detecting possible defects, needs for repairs and 
improvements, and estimating the costs and schedule of the work needed. 

Description of the building should include at least the basic information such as year of 
construction and larger maintenance and reconstructions, dimensions, number of floors, 
ceiling heights, floor areas, parking, types of businesses or activities on site. Some 
technical considerations here include geology conditions, drainage, foundations, frame, 
façade, roof, dewatering, windows, entrances, gates and surfaces in the premises. Different 
systems that should be inspected include heating, cooling, water and sewage, ventilation, 
air conditioning, sprinklers, power supply, stand by power, lighting, elevators, fire and 
burglar alarm systems, and data, telecom and cable networks. Additionally, technical due 
diligence may also include review of the status of appropriate statutory inspections on 
issues such as fire safety, ventilation, air quality, energy audits, safety procedures and 
emergency plans. The documentation produced may include written descriptions of each 
item, recommended immediate, short and long term measures, and the estimated cost for 
the recommended measures. In essence, these measures can serve as a rough schedule for 
CAPEX requirements during the holding period.  

Table 44 - Technical Due Diligence and Risks 

 Considerations Risks Factor Examples Risk Management 

T
E

C
H

N
IC

A
L
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il
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Attributes of the Property 
Site and ground conditions 
Foundations 
Frame 
Structures 
Systems 
Devices 
Statutory inspections 
Indoor air quality 
Health and safety 
Security 
Repairs 
Improvements 
CAPEX 

Technical risks 
Site risks 
Foundation risks 
Structural risks 
Deterioration 
Obsolescence 
Faults and defects 
Repairs and improvements 
Health and safety risks 
Security risks 
CAPEX risks 

Identify and analyse 
risks, in order to 
determine appropriate 
management methods 
and develop responses 
(e.g. avoid, mitigate, 
transfer or accept) 
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In terms of risk management, the technical due diligence considers mainly different 
technical, damage and hazard risks. In practice, these can include for example 
deterioration, obsolescence, faults and defects in the structures and systems, needed 
repairs and replacements, health and safety issues, and security problems.  From 
investor’s point of view, these issues basically mean additional costs for repairs and 
improvements. A key issue here are the major improvements, renovations causing 
significant CAPEX. In essence, a successful technical due diligence accurately identifies 
the technical issues on the property and gives an reliable estimate of the maintenance and 
repair costs, so that the investor can predict these costs accurately, reducing the 
uncertainty and risk related. Some major considerations and risks related to the technical 
Due Diligence are listed in Table 44. 

4.2.7 Environmental Due Diligence 
Environmental due diligence investigates the different environmental issues and risks that 
may be related to the property. In practice, investigations include considerations such as 
the possible contamination, pollution and emissions on the site (e.g. different harmful 
chemicals and radiation) that might cause significant purifying liabilities for the owner. 
Other important aspects include for example energy efficiency, recycling, waste disposal, 
water use, and carbon footprint. Many these issues are addressed also by different 
sustainability and environmental assessment protocols and certificates, which can be 
awarded to a property, such as LEED (Leadership in Energy and Environmental Design by 
US Green Building Council) and BREEAM (Building Research Establishment 
Environmental Assessment Methodology).  

In general, the environmental awareness of people and organizations has increased 
significantly during the recent decades and the environmental issues have become more 
and more important also from the investment perspective. For example, many tenants 
currently require a specific environmental certification for all their premises. Therefore, 
the environmental due diligence cannot be concerned only about damages and liabilities, 
but also attractiveness of the property to tenants and the corporate image of the investor. 

Table 45 - Environmental Due Diligence and Risks 

 Considerations Risks Factor Examples Risk Management 

E
N

V
IR

O
N
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 Contamination 
Pollution 
Emissions 
Chemicals 
Radiation 
Health and safety 
Energy efficiency 
Water use 
Recycling 
Waste management 
Carbon footprint 
Certifications 

Contamination 
Pollution 
Emissions 
Health hazards 
Liability 
Unattractiveness to tenants 
Image risks 

Identify and analyse 
risks, in order to 
determine 
appropriate 
management 
methods and develop 
responses (e.g. avoid, 
mitigate, transfer or 
accept) 

The major risks considered by the environmental due diligence include different 
environmental risks such as contamination, pollution, emissions and health and safety 
hazards, but also issues in energy, water and waste management issues. Some worst-case 
scenarios include soil contamination issues due to chemicals that require replacement of 
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the soil, and soil instability that may cause foundation problems that are often very 
expensive to fix. Again most of these risks can result responsibilities and liabilities, 
causing major additional costs to the investor. Here however, the possible damages also 
include the image problems for the property and the investors. Some major considerations 
and risks related to the Environmental Due Diligence are listed in Table 45. 

4.3 Lease Agreements 
As discussed in the literature review, lease agreements are the primary determinant of the 
revenue stream from a property investment, and thus, they have a critical importance to 
the investor. The basic elements of a lease agreement (such as description of the premises, 
lease term, and rent) were already introduced (in 2.5.9), and now, this discussion will be 
continued with some practical notions and comments. Here, it should be pointed out that 
the analysis is based on commercial lease agreements made specifically for Finnish 
legislation and regulations. It should also be noted that the applicable legislation and 
regulations on residential leases in Finland differs quite a bit from commercial leases, and 
many of the aspects do not necessarily apply similarly on the residential leases. 

In most of the cases analysed, the lease agreement document is divided into four 
components that may be structured either into a single document or as four separate 
documents:  

1) The actual contract template, 
2) General terms and conditions,  
3) Additional terms and conditions, and  
4) Illustration of the premises (e.g. a floor plan) 

The (1) contract template is usually a rather simple one or two page form including the 
minimum requirements set by legislation and regulations. Some of the basic contents of 
the contract template in Finnish context are listed in Table 46. 

Table 46 - Basic Contents of a Lease agreement Template 

Lease agreement Template 

1) Landlord (e.g. identification, contact info and bank account) 
2) Management company (e.g. identification and contact info) 
3) Tenant (e.g. identification and contact info) 
4) Premises (e.g. address, type, floor, floor area) 
5) Term of the lease, extensions term of notice and first break option 
6) Rent, including amount, inclusion of VAT, due date, interest for late payments 
7) Rent reviews (e.g. index, date of review, entry into force) 
8) Rent deposit (e.g. amount, account) 
9) List of annexes 
10) Date and signatures 

The (2) general terms and conditions basically represent the general leasing policies of 
the landlord. These can include a wide variety of clauses considering a range of issues, 
some of which are illustrated in Table 47. The (3) additional terms and conditions on the 
other hand, usually include case-by-case specifications to the general terms that can be 
related e.g. to the special activities or premises. These terms can naturally vary quite a bit, 
but in general, most of the additional terms are specifications that clarify the 
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interpretation of the general terms or possible exceptions these terms. Some of the issues 
that can be covered in additional terms are listed in Table 47. As it can be seen, the issues 
listed in Tables 47, 48 and 49 go in large extent hand-in-hand with the lease agreement 
elements by Brueggeman and Fisher (2011) & Kyle et al. (2010)  (i.e. Table 35 presented in 
section 2.5.9). 

Table 47 - General Lease Terms 

General Lease Terms 

1) Delivery of premises and move in inspection 
2) Liability of the tenant in case of early termination 
3) Use of premises (e.g. ensuring VAT deductibility in landlords accounting) 
4) Tenants rights to sublet premises 
5) Tenants rights to use common premises such as corridors, lounges, loading areas, outdoor 

areas (e.g. a prohibition to store personal property in common premises) 
6) Tenants responsibility ensure that building rules are obeyed (including the consequences of 

disturbances to other tenants and users of the property)  
7) Limitations to the landlords liabilities (e.g. damages to tenants personal property) 
8) Tenants responsibility to carefully maintain and take care of the premises 
9) Tenants responsibility to report on issues and damages in premises to the landlord or the 

manager 
10) Tenants rights for make alterations and improvements in the premises (including the 

notification and permit process) 
11) Tenants responsibility acquire appropriate insurance policies and permits for the premises and 

the activities undertaken 
12) Tenants responsibility to obey applicable regulation on e.g. environmental, health and safety 

issues 
13) Landlords rights for make alterations and improvements in the premises 
14) A list of the parts of the premises and different tasks that are on the responsibility of the 

landlord and the tenant (many professional landlords use a separate table to clarify allocation 
of responsibilities) 

15) Rent payments (e.g. rent period, due date, interest for late payments) 
16) Rent deposit (e.g. amount, payment, account, return) 
17) Rent review, including review index and impacts of changes in taxes, insurance payments, and 

utilities (e.g. electricity and water) 
18) Temporary disturbances in provision of utilities and services (not being sufficient basis for 

termination or rent deduction) 
19) Consequences of bankruptcy or default by the tenant 
20) The rights of landlord and tenant to terminate the agreement in different cases (e.g. term of 

notice and termination procedures) 
21) Procedures at termination of the lease (e.g. move out inspection, removal of equipment, and 

returning of the deposit) 
22) Notification practice (e.g. to be submitted in writing to specific address) 
23) Applicable jurisdiction and place for dispute resolution 

From risk management perspective, lease agreements may include a wide variety of 
different terms that consider for example tenant risk, credit risk, cash flow risk, liability 
risk, inflation risk, capital damage risk, but also miscommunication, criminal activity, 
health and safety, and insurances. In general, the risk management methods involved in 
lease agreements include for example: 
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a) Transferring different responsibilities and risks to tenant,  

b) Obligating the tenant to mitigate a risk by following certain rules,  

c) Obligating the tenant to acquire and maintain appropriate insurances, and  

d) Requiring a tenant to establish a contingency fund in form of rent deposit.  

Table 48 - Additional Lease Terms 

Additional Lease Terms 

1) Delivery of premises and move in inspection (e.g. possible delays in delivery due to unfinished 
renovations on construction and landlords liability) 

2) Renovations and alterations undertaken by the landlord and the tenant (e.g. a list of 
renovations that will be made by the landlord before move in) 

3) Responsibilities of the tenant when making renovations and alterations (e.g. approval, permits, 
supervision, costs) 

4) Calculation of rent and service charges (e.g. floor areas used, costs included in service charges, 
tenants rights to review calculations) 

5) Tenants participation to some additional costs (e.g. marketing in shopping centres) 
6) Required opening times from tenants in a shopping centre 
7) Measurement of tenants energy consumption 
8) Exceptional use of utilities e.g. electricity, water, or waste management 
9) Green lease policies encouraging tenants to sustainable behaviour (e.g. energy efficiency and 

recycling by using different incentives such as rent reductions) 
10) Rent reductions during certain periods (e.g. during renovations) 
11) Exceptions to the use of common premises (e.g. the tenant may use outdoor areas for storing 

goods and equipment or arranging events) 
12) Tenants responsibilities to arrange cleaning, guarding, licenses and permits for the premises 

and activities undertaken 
13) Tenants responsibilities on maintenance of technical equipment 
14) Safety and security plans required from the tenant 

Table 49 - Lease Agreement and Risks 

 Considerations Risks Factor Examples Risk Management 

L
E
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SE
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Delivery of the premises 
Early termination 
Use of premises 
Subletting 
Use of common areas 
Tenants personal property 
Obeying rules and regulations 
Required insurance 
Maintenance of the premises 
Renovations and alterations 
Problem and damage reporting 
Rent payment 
Rent deposit 
Rent review 
Rent deduction 
Breaks in utilities and services 
Disturbing behaviour 
Termination procedures 
Dispute resolution 

Tenant risk 
Credit risk 
Cash flow risk 
Inflation risk 
Increases in costs 
Rent adjustments  
Legal and juridical conflicts 
Conflicts with laws and 
regulations 
Conflicts resolution 
Liabilities 
Insurance coverage 
Renovations and alterations 
Damages to property 
Damages to people 
Criminal activities 
Disturbing behaviour 
Health and safety 
 

- Eliminate, avoid and 
mitigate risks with 
terms and conditions 
- Clearly define issues 
to decrease uncertainty 
- Transfer and divide 
responsibilities 
- Transfer costs (i.e. 
net lease) 
- Rent deposit 
- Rent reviews 
- Warranties 
- Require insurances 
- Accept risks 
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In practice, also net leases can be considered as a method for contractual risk transfer. For 
example, a triple net lease transfers the responsibility on taxes, insurance and 
maintenance costs to tenants, which also transfers the risk related to the variation of these 
costs (i.e. cash flow risk) from the owner to the tenant. Another practical example used to 
clarify risk transfer is listing the different equipment and tasks that are on the 
responsibility of the tenant and the owner into a table. Possible mitigation clauses on the 
other hand, include prohibited activities, requiring owners written consent for certain 
activities, and tenants obligation to report possible the issues to the landlord. In addition, 
the landlord can also obligate the tenant to acquire appropriate insurance for its premises 
and activities to complement the insurance coverage of the property, and ensure that the 
owner is able to reclaim the possible damages to property, if not from tenant, from the 
insurer of the tenant. Some major considerations and risks related to the technical due 
diligence are listed in Table 50. 

Opposed to due diligence (that focuses mainly on identifying and assessing different 
risks), contracts can be used to eliminate, avoid, mitigate, transfer, and reserve 
contingencies, and thus impact the existing risk profile of the property and the business as 
a whole. This way, contracts allow owner to both prepare and implement responses for 
different risks, and thus, one might consider them as a proactive approach to risk 
management. 

4.4 Management and Service Agreements 
Management agreement is a contract between the property owner and the property (or 
technical) manager that determines how the property should be managed and operated, 
and the different rights and responsibilities of both contract parties under the agreement. 
In addition, management contract can also refer to the agreement between the owner and 
asset manager, but here the term is used to refer to a contract made with the property 
manager. 

In essence, a management contract is used for transferring the property level operative 
and administrative responsibilities to an external service provider. As discussed in context 
of contracting (2.5.8), there are few different models available (e.g. the management 
agent, management contractor, and total facilities management), which determine the 
tasks and responsibilities transferred and the respective roles of the manager and the 
owner. However, whichever the model chosen, the issues covered by the contract 
documents are relatively similar and the differences exist mainly in the different tasks 
contracted and allocation of responsibilities. 

In practice, a management agreement may cover guidelines for organizing a wide range of 
tasks included in asset, property and facilities management (see section 2.3.4). This can 
sometimes make management contracts quite long and complex. Fundamentally though, a 
management agreement is basically a service contract. In this case however, the range of 
services provided happens to be relatively wide. Thus, the considerations listed below also 
apply more or less on other service contracts as well. Nevertheless, the section will use 
management contract as the major point of reference. Again, note that the contracts 
analysed are composed for the Finnish context. However, there are no similar legislative 
restrictions on management contracts than with lease agreements, and thus the issues are 
generally more applicable to other legislations as well. Some common contents of a 
management agreement are listed in Table 51. 



 

 

100 

 (1) General description basically defines the nature and purpose of the contract, the 
properties managed, and the contract parties and their roles. In a way, it serves as an 
introduction that clarifies the intent of the agreement and the context for the terms 
presented in the following sections. (2) Services provided describes the different services 
that are to be provided under the agreement and the practical tasks they involve. Again, 
these can vary significantly from case to case (see 2.3.4 for some examples). In case of real 
estate management contracts, the services provided are often divided into Asset and 
Property management services that are illustrated in Table 52.  

Table 50 - Contents of a Management Agreement 

Basic Contents of a Management Agreement 

1) General description of the contract and the contract parties 
2) List of services provided under the agreement 
3) Reporting 
4) Insurance 
5) Bank accounts and payment of expenses 
6) Remuneration 
7) Manager’s obligations 
8) Owner’s obligations 
9)  Personnel 
10)  Entry into force, duration, renewal 
11)  Termination and Final accounting 
12)  Miscellaneous terms 

Table 51 - Services in Management Agreements 

Services in Management Agreements 

Asset Management Services Property Management Services 

a) Providing portfolio 
performance figures to the 
owner 

b) Preparing annual business 
plan (ABP) for the property 

c) Providing property company 
level performance figures 

d) Overseeing leasing strategy 
implementation e.g. agents 
and targets 

e) Prepare asset disposal 
process (e.g. prepare data 
room) 

f) Regular communication with 
the principal (i.e. owner) 

g) Keeping all the necessary 
records and making them 
available as needed 

h) Financial oversight (e.g. 
checks for preventing frauds) 

a) Rent collection e.g. invoicing, notifications, arrears 
b) Recovery of unpaid rents and other fees 
c) Organizing maintenance according to the annual business 

plan and applicable regulations and standards 
d) Organizing capital expenditure works e.g. construction, 

reconstruction, alteration or improvements 
e) Negotiating, monitoring and enforcing the necessary 

service contracts 
f) Protecting the property and the owner from damages and 

liabilities 
g) Leasing and marketing the premises 
h) Managing leases and ensuring good tenant relations 
i) Maintaining sound relations to authorities 
j) Organizing the payment of applicable taxes 
k) Acquiring appropriate insurance coverage for the property 

and ensuring that also tenants and service providers have 
their insurance issues in order 

l) Keeping all the necessary files and records 
m) Preparing annual business plan for the leasing, operation, 

repair, maintenance and promotion of the property 

(3) Reporting requirements basically involve providing the principal with the information 
that is necessary to evaluate the performance of the property and the manager. Some 



 

 

101 

common reports often required from property manager are listed in Table 53. Some of 
these documents will be introduced in more detail later in the thesis.  

Table 52 - Property Manager's Reports 

Property Management Reports 

a) Cash flow statements 
b) Budget comparison 
c) Status of capital improvements 
d) CAPEX plans 
e) Rent Roll 

f) Lease expiration report 
g) Arrears schedule 
h) Debt-service coverage ratio  

(DSCR) calculations 
i) Management fee calculations.  

The (4) Insurance section covers the policies and practices for acquiring and maintaining 
appropriate insurance coverage for the property. Some possible duties of the manager 
here are listed in Table 53. 

Table 53 - Property Manager's Insurance Tasks 

Property Managers Tasks in Insurance Management 

a) Suggesting appropriate insurance policies  
b) Ensure that tenants comply with their insurance obligations 
c) Ensure co-ordination between the insurance policies of the owner, manager tenants and the 

service providers (i.e. avoiding gaps and overlaps in coverage of the policies) 
d) Giving advice in order to improve the insurance policies and to decrease the premiums 
e) Taking action for the defence of any liability claims and ensuring timely filing of claims for loss 
f) Act on the policies covering the constructional defects 
g) Providing certificate for managers own professional liability insurance policies 
h) Notifying the owner and its insurance company on any casualty, loss, injury, claim or other 

event that may lead to a claim under any insurance policy 
i) Cooperating with third parties and providing necessary information for acquiring insurance 

policies, loss control inspections, responding to recommendations and other safety issues, and 
adjusting claims or losses 

The (5) bank accounts and payment section basically determine the bank accounts that 
are made available for the manager to management of the property and how the manager 
can use these accounts. As a result, the section creates the framework according to which 
the cash flows and financial transactions will be organized. The banks accounts can 
naturally be organised in various ways. One option is to set up few separate bank accounts 
that are each used for a specified purpose. For example, the owner can establish four 
accounts as illustrate in Table 54. The framework created by this four-account model is 
illustrated below in Figure 19. 

Table 54 - Bank Account for Property Management 

Bank Accounts 

a) General account for paying the operating expenses of the property, according to 
the annual business plan 

b) Service charge account for collecting service charges from tenants and paying out 
the service charge expenses 

c) Rent account for depositing all rents collected from the tenants 
d) Rent deposits account for depositing all rental deposits collected from the tenants 
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Figure 19 - Property Management Cash Flows 

(6) Remuneration section basically determines the different compensations and fees paid 
to the manager and how these compensations will be calculated. Some commonly used 
fees are listed in Table 55. 

Table 55 - Property Management Fees 

Property Management Fee Types 

a) Management Fee for the provided property and asset management services that can be 
calculated as a certain percentage amount of the rental revenue 

b) Leasing supervision fee for management and cooperation in the leasing activities, that 
can be calculated as a certain percentage amount of the annual rent of each new lease signed 
(the percentages usually differ for leases signed by external agents and renewals) 

c) Supervision and Project management fee for CAPEX works, which is usually 
determined case by case according to some principles mutually agreed. 

Table 56 - Responsibilities in Property Management Agreement 

Major Responsibilities in Management Agreement 

Manager’s Responsibilities Owner’s Responsibilities 

a) Following the diligence and standards commonly 
expected from a professional manager, and 
carrying the obligations at all times solely in the 
best interest of the owner 

b) Using all reasonable efforts to ensure that the 
actual costs of maintaining the property do not 
exceed the approved budgets and business plans 
(i.e. ABP) 

c) Providing the owner reports on e.g. the status and 
condition of the property, all operations, rental 
payments by tenants, and any unexpected costs, 
expenses or income 

a) Cooperating with the manager in 
good faith and providing any 
information necessary providing the 
services agreed on 

b) Taking all necessary steps for the 
implementation of the Agent's duties 
and obligations 

c) Granting and renewing the manager’s 
powers and rights that are necessary 
for performing his/her duties 

d) Making the management accounts 
available to the manager as agreed 

Other important considerations in the remuneration section include the treatment of 
expenses and fees for the external service providers (e.g. what external services can the 
manager invoice from the owner), out of pocket expenses (like travel costs), VAT, 
calculation of the final fee, calculation principles of different components (e.g. what will be 
or not be included into “rents”). The sections covering the obligations and responsibilities 
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of the manager and owner (7 & 8) basically list out the different contractual duties of both 
parties. Some of the major obligations are listed in Table 56. 

(9) Personnel section basically describes the manager’s responsibilities on the personnel 
employed for the operations on the property. In most cases, the manager has full 
responsibility for the employment, supervision, payment and redundancy (including any 
associated costs, damages, indemnities or awards whatsoever and howsoever linked to 
redundancies) of all the personnel, whether or not such personnel is employed or hired 
directly or indirectly by the manager. In such case, to protect the owner from liability, it is 
often specified the owner will not be considered in any circumstances to be the employer 
of operative personnel.  

Table 57 - Termination Options 

Owners Termination Options 

a) The expiration of contract period 
b) Sale or foreclosure of the property 
c) Destruction or condemnation of the property in a way where the owner determines that it 

cannot be operated in a commercially reasonable manner or rebuilt 
d) Wilful misconduct or fraud committed by the manager 
e) A breach of the agreement by the manager that cannot be remedied during the notice period 
f) A failure of the manager to deal properly with and account for funds 
g) Termination or suspension of the managers operating license 
h) A major interruption in managers business such as dissolution, termination, change of 

control, or an assignment by the creditors. 

(10) Entry into force, duration, and renewal sections set out the starting and ending dates 
of the contract and the possible renewal option included. (11) Termination and final 
accounting section describes the different events that allow the owner to terminate the 
agreement and the practical termination procedures applied. It also describes the final 
accounting delivered by the manager to the owner at the end of the contract. Some 
commonly used termination options for the owner are listed in Table 57. Manager’s duties 
in final accounting are illustrate in Table 58.  

Table 58 - Final Accounting 

Managers Duties in Final Accounting 

a) Delivering the final accounts, reflecting the balance of income and expenses of the property 
as of the date of expiration or termination 

b) Delivering control and balances of the accounts and deposits of the owner and the tenants 
c) Delivering all records, contracts, correspondence, files, invoices, receipts for deposits, 

unpaid bills and other papers, documents or computer disks or information related to the 
property 

d) All necessary cooperation to facilitate an orderly transition of the management functions to a 
new manager or owner 

The final section of the agreement (12) miscellaneous terms may include various different 
terms that do not fit under any other section in the agreement. Some issues that might be 
covered are presented in Table 59. 

 



 

 

104 

Table 59 - Miscellaneous Terms 

Miscellaneous Terms 

a) Entire agreement (i.e. no alteration, modification or interpretation is binding on its own) 
b) Amendments (written approval of both parties is required) 
c) Autonomy (i.e. one invalid or illegal provision does not affect other provisions) 
d) Use of subsidiaries and affiliates (any contract or lease requires approval) 
e) No assignment (agreement and all rights are not assignable by the Agent) 
f) Subcontracting (agent may not sub-contract the services unless separately agreed beforehand) 
g) Consents and approvals (required always in writing) 
h) Pronouns (agent can refer to a person or an organization) 
i) Headings (are only for ease of reference) 
j) Waiver of rights (obligations stand even if not separately requested) 
k) Waiver of subrogation (liability claims cannot be forwarded to the other counter party) 
l) Use of principals name (with written consent) 
m) Confidentiality 
n) Notices and communication (All notices, demands, consents and reports provided for in this 

Agreement will be in writing) 
o) Governing law (and dispute resolution) 

In essence, the main purpose of management agreement (or any other service contract) is 
to transfer responsibilities on certain activities and tasks from the owner to the service 
provider, which also means transferring some of the risks related. In case of management 
agreement, services and responsibilities contracted basically include ensuring functional 
and satisfying premises for the tenant. Here, many operational risks can be transferred to 
the manager by different elimination, avoidance, mitigation, transfer, or contingency 
clauses. The major contractual mechanics applied for these purposes include different 
kinds of obligations, penalties and rewards, but also explicitly defining the provided 
service and the tasks involved. As discussed earlier the major focus of property and facility 
services are (a) the building and the systems (functionality), and (b) the user 
(satisfaction). From owners perspective, the underlying purposes here are (for a) 
maintaining and developing the value of the property and (for b) to ensuring steady rental 
cash flow. 

Another major component of contractual risk management is reporting. Once a service is 
outsourced to an external provider, the owner has to be able to somehow keep track on 
whether the actual service provided matches what has been agreed (i.e. quality risk). Here, 
a major practical risk is that the owner will not be properly informed on the daily activities 
on the property and that the tenants will be unsatisfied (i.e. information risk). The major 
management tools for information risks include properly designed communication and 
reporting practices. These allow owner to identify and discuss different risks with the 
manager, hopefully before any larger damages occur, in order to start developing 
responses to these risks. 

Also remuneration can be considered as an important part of risk management, especially 
from the owner’s perspective, as it impacts directly on the net cash flow of the property 
(e.g. management fee) and the focus of the manager’s attention (e.g. incentives and 
penalties). Other important considerations involve leasing and contracting policies. As it 
has been discussed, it is often on manager’s responsibility to market and lease the 
property in the name of the owner. This means that the manager has great responsibility 
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on tenant selection and the contents of the lease agreements made with the tenants. Here, 
bad judgments can cause significant issues for the owner, and thus, it is common that the 
management contract includes some guidance on leasing policies and requirement of 
owner’s approval for each lease (e.g. to avoid and mitigate tenant and credit risks). In 
addition, some of the key risk management clauses in the management agreements can 
include the insurance requirement from the manager, and the manager’s responsibility to 
ensure that also tenants and manager’s subcontractors have their insurance issues in 
order. Furthermore, it is often agreed that the manager will subcontract and employ the 
on site personnel under its own name in order to transfer responsibilities and liabilities on 
personnel to the manager. 

Table 60 - Property Management Contract and Risks 

 Considerations Risks Factor Examples Risk Management 
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Services provided 
Business plan 
Leasing 
Rent collection 
Maintenance and repairs 
Alterations and improvements 
Contracting and Oversight 
Accounting, files and records 
Communication and Reporting 
Insurances 
Taxes 
Claim adjustment 
Bank accounts 
Payment of expenses 
Remuneration 
Manager’s obligations 
Owner’s obligations 
Personnel and employment 
Entry into force and duration 
Renewal 
Termination and final 
accounting 
Dispute resolution 
Subrogation 

Management risk 
Strategic risks 
Information risks 
Quality risks 
Capacity risk 
Resource and personnel risks 
Market risks 
Cash flow risks 
Liquidity risks 
Legal and juridical conflicts 
Liability 
Conflicts with rules and 
regulations 
Insurance coverage 
Construction 
Contracting 
Subcontractors 
Capital damages 
Personal damages 
Responsibility on employees 
Criminal activity 
Health and safety 
Disaster and Emergency response 

- Eliminate, avoid 
and mitigate risks 
with terms and 
conditions 
- Clearly define 
issues to decrease 
uncertainty 
- Transfer and divide 
responsibilities 
- Warranties 
- Require insurances 
- Require reporting 
and updates 
- Accept risks 

In general, it has also become more and more common to amend the service contract with 
a service level agreement (SLA). From risk management perspective, SLA can be used is to 
avoid and mitigate the different risks related to service quality and delivery, such as 
quality risk, delays, slow response time, unsatisfactory results, and decreased tenants 
satisfaction. The major mechanisms here are the specified targets and standards for the 
service, the penalties for not reaching the targets, and bonuses for greater performance. By 
linking the service fees to the performance the risk for bad performance, but also rewards 
for better performance, are shared between the owner and the service provider. This 
makes it common interest of both parties to increase performance and reliability, and thus 
also reduce risks in delivered service. Besides, when the provided services are defined and 
described in detail, it becomes easier for the service provider to predict the service 
requirements and assign appropriate resources for delivery. In theory, this should 
decrease the unpredictability of the required capacity (i.e. capacity risk) for the service 
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provider, which should in turn decrease the risk premium that needs to be priced into the 
service fees to prepare for needs to acquire more people and equipment to be able to 
deliver the required service. 

In general, the major risk factors involved into the management and service contracts 
include mainly different property level economic, execution and operational risks. These 
include management risk, capital damage, personnel and resources, information risk, 
contract juridical risk, quality risk, strategy risks. However, this list can be complemented 
also with various practical problems that may arise such as juridical disputes, liability, 
conflicts with regulations, insurance coverage, construction, contracting, criminal 
activities, and health and safety issues. The risk management methods applied, on the 
other hand, can include elimination, avoidance, mitigation, transfer, contingencies, and 
acceptance. Some major considerations and risks related to management and service 
agreements are listed in Table 60. 

4.5 Insurances 
Fundamentally, insurance is basically a transfer of the risk of loss from one entity to 
another, in exchange for compensation. In terms of risk management, insurances can be 
used to transfer an uncertain loss to an insurance company against a small predictable 
cost (this arrangement can also be thought as a form of hedging). In an insurance contract, 
the insurer basically commits to compensate the insured in the case of a financial or 
personal loss in exchange for a small regular payment (i.e. insurance premium). 

This section introduces some of the common elements of the insurance contracts and 
policies, using the currently available Finnish property and liability insurance products as 
the main point of reference (e.g. property insurance products offered by Pohjola and 
Fennia). To gather additional practical knowledge on insurances to support analysis, also 
an insurance expert was interviewed. Here, it should be pointed out that in practice, there 
are often significant differences in the insurance contracts and policies between countries, 
and even between insurance companies, and thus the following discussion should not be 
generalized or applied without further analysis. 

In general, an insurance product involves five documents: 

1) Product and policy description (Fin. tuotekuvaus) 
2) General terms (Fin. yleiset vakuutusehdot) 
3) Insurance contract (Fin. vakuutussopimus) 
4) Insurance letter (Fin. vakuutuskirja) 
5) Insurance certificate (Fin. vakuutustodistus) 

The (1) product and policy description explains the contents, coverage, limitations related 
to an insurance policy. The (2) general terms, on the other hand, determine the terms and 
condition of the insurance policy, such as viability, payments, protection rules, 
compensations. (3) Insurance contract is the actual agreement document signed between 
the insurer and insured to establish the customer relations. The issues covered in an 
insurance contract, general terms and insurance contracts are listed in Table 61. 

After the insurance contract is signed, the insurer provides the insured with an (4) 
insurance letter that includes details of in the insurance contract made, the product and 
policy description (including protection rules), and general terms. In addition, if 
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necessary, the insurer can provide the insured with an insurance certificate, that the 
insured can present to a third party as a proof of valid insurance. 

Table 61 - Contents of Insurance 

Insurance Product and Policy Descriptions 

a) The policies included into the product 
b) Purpose of the policy 
c) Insured object or target (e.g. a property) 
d) Insured (i.e. who can be eligible for compensation) 
e) Compensated damages and limitations (e.g. a damage by lightning) 
f) Protection rules (i.e. the protective means that the insured needs to apply to be 

eligible the compensation) (fin. suojeluohje) 
g) Evaluation and compensation rules (e.g. insured value, maximum 

compensation and deductible) (in general the compensation is calculated as 
value of the damage subtracted by the deductible) 

h) Index terms (i.e. index adjustments to insured value and premiums) 

General Terms in Insurance 

a) Disclosure and delivery of information 
b) The starting and ending of the insurance and compensation responsibility 
c) Insurance premiums (e.g. payment, delays and return) 
d) The responsibility of the insured to prevent and limit the damages 
e) Issues that may limit the compensation responsibility of the insurer 
f) Compensations and the compensation process (e.g. claim adjustment) 
g) Appeals to the compensation decision 
h) Subrogation rights and rights of the third parties 

Insurance Contract 

a) Identification of the insurer, and the insured 
b) Identification the target or object that is insured (e.g. a building) 
c) Insurance period 
d) Insurance product or policies acquired 
e) Insured value and its calculation (e.g. volume of the building) 
f) Deductibles 
g) Insurance premium and the basis of its calculation (e.g. review index) 

4.5.1 Property Insurance 
Property insurance is an insurance product that is intended to give the owner of the 
property an appropriate coverage against the typical capital damages and liabilities. The 
damages typically covered by Property insurance listed in Table 62. However, it should be 
noted that there might be significant differences between the contents and coverage of the 
different insurance products. 

The major considerations that need to be understood when analysing and comparing 
property insurances involve (a) insured value, (b) age reductions, (c) protection rules, 
and (d) definitions and limitations. An (a) insured value is basically an agreed estimation 
of value of the insured item that is used to determine both insurance premiums and the 
maximum compensation. In most cases, the insured value is the full value of the building 
(i.e. full value insurance). However, in some cases, it is possible that the insured value 
does not match the actual value of the building. This can be due to e.g. due to appreciation 
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or depreciation over time leading to under or over insurance, which also effects the 
compensation and premiums. In case of under insurance, the compensation is corrected 
with the ratio of under insurance. However, in case of over insurance, the compensation 
will not be adjusted upwards. 

Table 62 - Coverage of Property Insurance 

Coverage of Property Insurance 
Incidents Objects 
a) Fire and soot (i.e. fire damages) 
b) Water, steam, gas (i.e. leak 

damages) 
c) Break downs and explosions (e.g. 

building technology systems) 
d) Storms, lightings, floods, wild 

animals, pests (i.e. natural 
disasters) 

e) Criminal offences e.g. vandalism, 
theft, burglary, robbery 

a) Structures, furniture and surface materials 
b) Heating, cooling, water supply, sewage, rainwater 

drainage, ventilation, surveillance, ICT and other 
related equipment, devices and equipment, and the 
wires, pipes, ducts and tanks included (i.e. building 
technology systems) 

c) Elevators, escalators, lifting doors 
d) Equipment and devices for common use 
e) Traditional equipment used for maintenance of the 

property 
f) External structures (e.g. shelters for cars and waste 

collection) 

Another important consideration that may impact the compensations are the (b) age 
reductions, which are basically adjustment made to compensations related to different 
insured damages. Here, the amount of reduction is usually calculated based to the age of 
the insured item (e.g. a building), according to a table where the deduction increases 
gradually, as the item gets older (the table is usually presented in the general terms). 
Sometimes, the age reductions can be quite significant and the insurer may even withdraw 
or refuse to insure certain device due to its age (e.g. old plumbing). Thus, the reductions in 
the compensations and withdrawal of the insurance can in some cases become a major 
driver for large replacement projects requiring significant CAPEX activations that 
increases the importance of this issue from perspective of the owner. 

In addition, property insurances usually include also a list of (c) protection rules that the 
insured needs to comply with, to maintain the validity of the insurance. In practice, 
protection rules include various measures and procedures that the insured needs to 
implement to prevent damages to the property and equipment. Some of these measures 
involve instalment and maintenance of appropriate security and safety systems such as 
locks, alarms and fire extinguishers. Protection rules also cover regular maintenance and 
checks for the insured device to notice risks as early as possible and prevent possible 
damages. Altogether the protection rules usually set quite a lot of requirements to the 
management of the property, that may consume time and effort, and thus also money. 

Another major detail in insurance policies are the specific (d) definitions and limitations 
for the different incidents and damages eligible for compensations. These are basically the 
conditions for compensation, and they can sometimes be very strict. In practice, these 
limitations can rule quite a few damages out from the coverage of the insurance, and thus 
leave the risk on the responsibility of the insured (i.e. limiting the transfer of risks). The 
basic logic here is that only unexpected damages (with a very low probability) can be 
insured (cf. the discussion on expected and unexpected losses in section 2.1.). Together 
with the protection rules, these limitations can limit the actual insurance coverage and the 
compensations quite a bit. Some examples may include damages caused by devices that 
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have not been protected appropriately according to the protection rules (e.g. electrical 
devices left near to water), or by some specific causes such as ice and melt water. Thus 
understanding the actual insurance coverage provided by the property insurance may 
sometimes require consultation from a specialized insurance broker (the same applies to 
other insurances as well). 

The risk factors involved in property insurance basically include the list of different 
damages listed earlier such as fire and leak damages and their indirect consequences, 
namely repair costs and liability. The risk management methods applied include mainly 
the decision whether the risk should be transferred or not (i.e. accept or retain). However, 
the protection rules basically obligate the owner to implement certain elimination, 
avoidance and mitigation methods forcing him/her to manage the insured risks more 
efficiently. Some major considerations and risks related to property insurances are listed 
in Table 63. 

Table 63 - Property Insurance and Risks 

 Considerations Risks Factor Examples Risk Management 
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OBJECTS: 
Structures 
Furnishing 
Surface materials 
Building systems 
Devices and equipment 
DAMAGES: 
Fire and soot 
Storm, wind and lightings 
Water, steam and gas leaks 
Floods 
Break downs and explosions 
Natural disasters 
Animals and pests 
Vandalism, theft 
PROTECTION RULES 

Fire damages 
Storm damages 
Leak damages 
Flood damages 
Break downs and explosions 
Damages to systems,  
devices and equipment  
Vandalism, thefts 
Repair and replacement costs 
 

- Transfer risk to 
insurance company 
- Avoid and mitigate 
risks by following 
protection rules 
- Maximum 
compensation 
- Deductibles 
- Age reductions 
- Accept risks 

4.5.2 Liability and Interruption and 3rd party Insurances 

Liability insurance provides the insured with coverage against liability claims for the 
personal and physical damages caused to third parties, which can sometimes be structured 
also as a part of the property insurance. In this case, the product usually includes liability 
insurance for the owner, and the CEO and board of the property company governing the 
property. Sometimes the property insurance can also include legal insurance that covers 
some of the legal expenses associated to dispute resolution, criminal and application 
issues related to the ownership, control, maintenance and use of the property. Here, it 
should be noted that, some of the juridical responsibilities of the property owner and the 
property company can result rather significant liabilities e.g. personal damages to the 
visitors on the property and thus liability insurance is of major importance to the both of 
these parties.  

Another key component of the insurance coverage of a property investor is business 
interruption insurance. This policy basically covers the losses of income that the business 
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suffers after damage, while it is unable to continue its business. In context of property 
management, this can mean for example a property becoming unusable after a fire. Here, 
the landlord may be obligated to acquire new temporary premises for the tenants causing 
additional expenses. In addition, some of the tenants may terminate their leases, so once 
the property is rebuilt, the premises have to be leased again causing additional expenses. 
This kind of situations can have critical impacts on the income and profitability of the 
property and the investment, and cause major risks to the investor. Here, the business 
interruption insurance covers the rents, fixed costs, temporary locations and some other 
necessary expenses, so that the budgeted income will be secured. In this sense, the 
business interruption insurance can be considered rather critical to the investor. 

From risk management perspective, the risk factors involved into liability insurance 
basically involve different liabilities for damages caused to different parties. In 
interruption insurance on the other hand, the risk factors mainly include different direct 
and indirect costs and losses of revenue resulting from insured damages. Again the risk 
management methods related include transfer, acceptance, but also the obligations to 
appropriate elimination, avoidance and mitigation measures (e.g. protection rules). 

Table 64 - Liability, Interruption and 3rd Party Insurances and Risks 

 Considerations Risks Factor Examples Risk Management 
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Injuries 
Personal damages 
Damages to equipment 
Damages to vehicles 
Damages to neighbours 
Damages to environment 
Collateral damages 
Protection rules 

Liability risks 
Liabilities to tenants 
Liabilities to personnel 
Liabilities to visitors 
Liabilities to third parties 
 

- Transfer risk to 
insurance company 
- Avoid and mitigate 
risks by following 
protection rules 
- Maximum 
compensation 
- Accept risks 
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Interruptions to business 
Loss of income 
Costs from repairs 
Indirect impacts of breaks 
Protection rules 

Loss of rents 
Loss of other income 
Operative costs 
Repair costs 
Temporary premises for tenants 
Lease termination (vacancy) 
Need to lease again 
Cash flow risk 

- Transfer risk to 
insurance company 
- Avoid and mitigate 
risks by following 
protection rules 
- Maximum 
compensation time 
- Accept risks 

3R
D
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A

R
T
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IN
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R
A

N
C

. Managers coverage 
Tenants coverage 
Contractors coverage 
Compliance to terms 
 

Liability risks 
Inability to cover liabilities 
Subrogation 
Claims 

- Check that 
appropriate insurances 
are in order 
 
 

As discussed earlier, also insurances of external third parties such as the manager, tenants 
and subcontractors are of a major importance for the investor and the manager. Here, 
some important policies include machinery and equipment insurance, coverage for 
workers compensation and employers liability for injuries; commercial vehicle liability; 
and commercial general liability, including liability for contractors, completed operations, 
product, and contractually assumed liabilities. In general, it is in owners and managers 
interest to ensure that the tenants and contractors have their insurances in order, so that if 
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an incident occurs the parties can cover their liabilities to the owner, manager and other 
parties. 

Basically the same considerations and risk management methods that were discussed 
earlier with property and business insurances, apply to third party insurances. Here 
however, the insured is an external entity and the actual contents of the insurance can be 
much more difficult to analyse. In many cases, the practical risk management methods are 
limited to checking the insurance certificate of the third party, which can be considered as 
a form of avoidance and mitigation practice. Some major considerations and risks related 
to liability, interruption and 3rd party insurances are listed in Table 66. 

4.6 Reporting 
The different reporting practices and documents involved in real estate management have 
already been briefly discussed in context of asset, property and facilities management, and 
management contracts. This section continues this discussion by reviewing some of the 
contents included in some of the primary reports and documents utilised in real estate 
asset management. 

4.6.1 Cash Flow Calculations and Budgeting 

In essence, cash flow calculations and budgeting aim to investigate the different income 
and expenses related to a property to determine and forecast the profitability of a property 
investment. Some commonly used cash flow calculations include the discounted cash flow 
(DCF) calculations made over the investment horizon (e.g. 5 or 10 years) as a part of the 
economic due diligence, and the 12-month cash flow calculations used in budgeting (e.g. 
annual business plan). The basic difference between these two is that in DCF the 
observation period is several years and it accounts the time value of money by discounting 
future cash flows into present values to be able to evaluate them in current terms. 

In most cases, cash flow calculations are presented in form of a spreadsheet where rows 
represent different cash flow items, and columns different months or years. As discussed 
in context of Commercial Due Diligence (4.2.2), the basic idea is to estimate different 
revenue and expenses items in order to calculate net operating income (NOI) and net cash 
flow (NCF) of the property, and return from the investment (e.g. ROI, ROE and IRR). 
Some commonly used revenue and expense items are listed in Table 65. However, it 
should be noted that these items and the principles used in the calculation might vary 
significantly depending on e.g. the organisation and chart of accounts used. Sometimes, 
budgeting may also be based on the financial statements of the property company (see also 
2.3.6 and 2.3.7).  

The major benefit from using profit and loss statement items in cash flow reporting is that 
they are standardised, and thus relatively straightforward to analyse and compare. 
However, the itemisation used in accounting can sometimes be too detailed for monitoring 
purposes especially when there are several different properties to monitor. Another major 
question here are cross border investments, where local accounting is based on local 
regulations and principles, which may vary between different countries. The cash flow and 
budgeting calculations themselves are very simple, and the key challenge here lies in 
giving reliable estimates for each individual item, which is a necessity for arriving to any 
meaningful results. Thus, it is very important to understand what kinds of costs (i.e. which 
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charges) are included in each cash flow item and what kind of drivers can impact their 
development. 

Table 65 - Common Cash Flow Items 

Common Cash Flow Items 

Revenues Operative expenses (for NOI) Other Expenses (for NCF) 

a) Rental income 
b) Recoverable income  

(e.g. service charges) 
c) Other income  

(e.g. parking fees) 

a) Operating costs (e.g. utilities 
and services) 

b) Maintenance and repairs 
c) Property management fees 
d) Insurance 
e) Taxes and land rent 

a) Debt service (e.g. principal 
and interest payments) 

b) Marketing and leasing 
c) Legal and other professional 

fees (e.g. valuations) 
d) Tenant improvements 
e) Capital Expenses (CAPEX)  

(improvements to keep the 
property attractive) 

From risk management perspective, the cash flow calculations and budgeting consider 
mainly risks that are directly related to different cash flows. In practice, cash flow risks can 
be related to various factors such as tenant risk, credit risk, inflation, rent reviews, 
vacancy, maintenance, repairs, management fees, insurance, taxation, and interest rates. 
Each of these sub factors can cause variation in the cash flows, and thus cause 
uncertainties in the calculations. A commonly used method for analysing this variation is 
sensitivity analysis (introduced in 4.2.2). As discussed, the basic idea of this method is to 
test the impacts of different scenarios to the cash flows by changing the underlying 
variables. A common approach is to increase or decrease certain variables by a certain 
factor (e.g. +5%) and see how it effects to the end results (e.g. absolute value or 
percentage). By changing different variables in similar manner, one by one, it can be seen 
which variables impact the results the most. Next, these variables can be chosen for 
further analysis. Unfortunately, the analysis often remains on the level of aggregated cash 
flow items and does not go deeper into the practical issues and events determining and 
driving these items, as these are rather difficult to integrate into the numeric cash flow 
model without increasing complexity of the model. Nevertheless, cash flow calculation can 
give a relatively good overall picture of the primary components affecting the investment 
returns in terms of money. 

The management methods associated to cash flow risks basically include identifying and 
analysing (incl. sensitivity) different risks, and determining how influential these risk 
might be. The results of these analyses can be utilised in planning possible responses for 
avoiding and mitigating certain risks (e.g. insurance, contingencies, transfer to others by 
contracts), or simply decide that they are so minor that they can be simply accepted. Some 
important considerations and risks involved in cash flow calculations and budgeting are 
listed in Table 66. 

 

Table 66 - Cash Flow Calculations and Risks 

 Considerations Risks Factor Examples Risk Management 
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S Rents and compensations 

Other fees (e.g. parking) 
Recoverable expenses 
Operating costs 
Maintenance and repairs 
Management fees 
Insurance premiums 
Debt service costs 
Taxes and land rent 
Marketing and leasing 
Professional fees 
Tenant improvements 
CAPEX 

Cash flow risks 
Tenant risk 
Credit risk 
Vacancy risk 
Inflation risk 
Maintenance costs 
Repair costs 
Increases in costs 
Insurance compensation 
Financial risks 
Taxation 
Management fees 
CAPEX risk 

- Identify exceptions 
- Analyse trends  
- Sensitivity analysis  
- Anticipate issues  
- Anticipate costs 
- Reserve funds 
- Accept risks 

4.6.2 Rent Roll 

Another key document used in both property and portfolio level reporting is Rent Roll (or 
tenant schedule). In practice, a rent roll is basically a collection of the key details of each 
lease agreement and rental unit available, combined into a table format to make the lease 
stock easier to analyse and compare. Each row represents a lease or a rental unit and each 
column an attribute of a contract. Again, the different attributes included can vary 
between organisations, but some of the items commonly included are presenter in Table 
67. The measures listed are also some of the most common indicators that are used for 
estimating the value and volatility (i.e. risk) of rental cash flow of a single property, 
property portfolio, or a property company as a whole. 

In terms of risk management, the major focus of rent roll is on different tenant risks, 
including credit, vacancy and maturity risks. However, rent roll can also indirectly 
consider market risks (trough ERV) and inflation risks (through rent reviews). The major 
risk management methods involved include identification and analysis that can also be 
used for planning responses to avoid, mitigate different risks. Some of the key 
considerations and risks related to rent roll analysis are listed in Table 68. 

One of the major benefits of a rent roll is that it turns separate lease agreements into a 
lease portfolio, which allows applying some of the principles and tools of portfolio 
management to the lease stock as a whole. In practice, this means that rent roll allows 
statistical analysis of lease agreements and their attributes, such as average rents, areas 
and maturities. Based on the statistical analyses, it is possible to start deliberately 
diversifying the lease stock in terms of e.g. locations, property types, sizes, tenants, 
industries, and maturities to decrease the sensitivity of lease stock to individual drivers 
(e.g. particular tenants). Some practical examples include diversifying tenants to decrease 
sensitivity to individual industries, and diversifying locations to decrease sensitivity to 
individual markets. In practice, diversification is implemented through portfolio strategy 
(e.g. selecting different properties to invest in) and leasing policies (trying to attract and 
sign leases with specific types of tenants). However, the practical implementation of 
leasing strategy will fall on the asset and property manager who are in responsible for the 
practical leasing activities and decisions. Thus, this kind of active risk management is 
implemented through the management and lease agreements rather than the rent roll 
itself. 
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Table 67 - Rent Roll Contents 

Typical Contents of Rent Roll 
Premises and tenant Lease agreement Indicators 
a) The property info  

(e.g. ID, sector, 
country, city, 
ownership, fund) 

b) Unit info  
(e.g. area type, floor 
area, floor) 

c) Tenant info 
(e.g. ID, sector, 
covenant) 

 

a) Lease type (e.g. gross, net) 
b) Start and end dates 
c) Status (e.g. existing, new, renewal, 

signed by previous owner) 
d) Area (total, share of the property) 
e) Rent (e.g. total €, € / sqm,  

initial, passing) 
f) Market rent (e.g. estimated rental 

value, ERV) 
g) Parking spaces  

(e.g. number, type, rent) 
h) Cash deposit 
i) Rent review (e.g. next review date, 

review index, last index, initial index) 
j) Tenant’s and landlord’s notice 

periods (in months) 
k) Next possible break option 
l) Period of automatic renewal 

a) Occupancy and 
vacancy rates 
(physical [sqm, %],  
or economic [€, %]) 

b) Passing rent vs. 
market rent 
(estimated rental 
value, ERV) 

c) Lease maturities 
(# of remaining years) 

d) Maturity rent 
(maturity x rent) 

Table 68 - Rent Roll Contents 

 Considerations Risks Factor Examples Risk Management 

R
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Property type and location 
Tenant and covenants 
Rental unit area and total area 
Lease types 
Lease terms (maturity) 
Rent (total, per m2, vs. ERV) 
Parking 
Rent Deposit 
Rent reviews 
Next break option 
Renewal  
Occupancy / vacancy 
Maturities and Maturity rents 

Tenant risks 
Credit risks 
Defaults 
Arrears 
Vacancy risks 
Maturity risks  
Inflation risks 
Rent reviews 
Termination 
 

- Identify exceptions 
- Analyse trends  
- Sensitivity analysis  
- Anticipate issues  
- Accept risks 

4.6.3 Portfolio Monitoring 

On portfolio and fund level (i.e. asset management) the information and data on 
individual properties is aggregated and collected into an Asset List (a.k.a. Master 
Schedule). This document is basically a similar table as a Rent Roll, but here, each row 
represents a specific property, and each column represents an attribute. Again, attributes 
included can vary between organizations and portfolios. Some common metrics and 
indicators included in asset lists and similar documents are listed in Tables 69 and 70. 

 

Table 69 - Asset List Contents 

Portfolio Schedule or Asset Lists 

Basic information Financing and Loans  Purchase 
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a) The property info (e.g. ID, 
country, city, ownership%) 

b) Portfolio, fund or vehicle 
c) Property Sector 
d) Total Floor Area (total, leased) 
e) Number of and rental units 
f) Number of tenants 

a) Lending bank 
b) Outstanding loan (€) 
c) Loan to Cost, loan to value, 

leverage (%) 
d) Debt service coverage ratio 

(DSCR) 

a) Purchase date 
b) Purchase price  

(net and gross) 
c) Purchase costs  

(€ & %) 

Budget  Valuation Strategy 

a) Income (e.g. rental, 
additional, recoverable 
expenses) 

b) Operating costs (e.g. utilities 
and services, irrecoverable) 

c) Maintenance and repairs 
d) Taxes, land rent 
e) Insurance 
f) Property management fees 
g) NOI, NCF 
h) Running Yield 

a) Latest valuation 
b) Valuation date 
c) Appraiser 

a) Status (e.g. hold, sell 
develop) 

b) Forecasted Exit - 
Quartile, year 

Table 70 - Portfolio Indicators 

Portfolio Indicators 

a) Leased and vacant floor area 
b) Vacancy or occupancy (%) 
c) Average rent per sqm 
d) Average rent vs. ERV 

e) Potential rental value  
(based on average and 
ERV) 

f) Average lease maturity 
g) Maturity rent 
h) Strategy (e.g. hold or sell) 

As it can be seen, an Asset List is basically a collection of different data aggregated from 
cash flow calculations, budgets, and rent roll, accompanied with some additional 
information on issues such as financing, valuation and portfolio information. In essence, 
the Asset List basically tries to collect the key performance figures of all assets held into 
one file so that the portfolio can be analysed as a whole. Similarly to rent roll, this allows 
statistical analyses on the different attributes, that in turn form the basis for various 
portfolio differentiation considerations. 

From risk management perspective, the asset list tries to bring together the most 
important factors and variables determining the performance and risks of the investment. 
These include locations, market, tenant, credit, cash flow, and vacancy risks, but also the 
risks related to the investment and financial considerations, such as financial, valuation, 
liquidity and exit risks. Again, the major risk management methods related include 
identification and analysis, which can then be used as a basis for planning responses to 
avoid, mitigate some of the risks involved. And similarly to rent roll, these responses are 
actively implemented mainly through portfolio strategy and policies, and management 
and lease agreements. Some of the key considerations and risks related asset lists and 
similar documents are listed in Table 71. 

Table 71 - Asset List and Risks 

 Considerations Risks Factor Examples Risk Management 
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Property sector and location 
Holding company and vehicle 
Total floor area 
Number of tenants 
Loan amount and LTV 
Purchase (e.g. date, price, costs) 
Valuation (GAV, NAV) 
Rental income  
Other income (e.g. recoverables) 
Operating, maintenance  
and repairs costs 
Taxes, land rent, and insurance,  
Management fees 
Leasing, legal and prof. fees 
Exit 
NOI, NCF, ROI, IRR, yield 
Vacancy, avg. rent, lease maturity 

Strategic risks 
Location risks 
Market risks 
Tenant risks 
Credit risk 
Financial risks 
Inflation risk 
Cash flow risks 
Rent level risk 
Vacancy risk 
Valuation risks 
Taxation 
Liquidity risk 
Exit risks 

- Identify exceptions 
- Analyse trends  
- Sensitivity analysis  
- Anticipate issues  
- Accept risks 

4.7 Key Findings 
As it has been discussed, due diligence, contracts, insurance, and reporting have a critical 
role in management of risks in property investments. Here, due diligence and monitoring 
are the major tools for identifying and estimating different risks and planning appropriate 
responses and measures for dealing with these risks. Implementation of the developed 
responses and measures on the other hand, is done primarily trough contracts and 
insurance. As the underlying business (i.e. renting and maintaining space) is organised by 
contracts, different contractual mechanisms are the major tool for implementing risk 
management into the day-to-day management and activities on the property. The practical 
risk management methods can be divided into planning and implementation as presented 
in Table 72. 

In terms of lifecycle of a property investment, the risk management of an investor can be 
considered to begin with due diligence (1) before the transaction, which determines 
whether the risks related to the investment can be accepted. Even though a significant part 
of the overall practices comes from corporate policies, due diligence also gives input to 
special considerations related to the specific insurance policies acquired (2), details of the 
management and service contracts (4), cash flow, budget and rent roll monitoring (5 & 6), 
and finally composing a business plans for the investment property (7). In addition to the 
preliminary transaction Due Diligence, due diligence (1) is also be carried out when 
considering major decisions such as hiring a new manager or qualifying tenant prospects. 

However the findings of the literature review and the document analysis do not reveal the 
full practical context and major considerations related to the risk management in 
commercial real estate asset management and thus the study needed to be complemented 
with interviewing experienced real estate asset management professionals. The findings of 
these interviews are described in the next chapter. 

Table 72 - Property Level Risk Management 

Property Level Risk Management Methods 

Planning Implementation 
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1) Due Diligence 
a) Identify possible risks related to 

investment, business and 
operations 

b) Estimate possible impacts and 
probabilities to determine 
significance of different risks 

c) Develop responses to manage and 
prepare for different risks to be 
implemented 

5) Cash flows and budgets 
a) Oversee activities to monitor 

efficiency of current risk 
management measures 

b) React to possible problems 
c) Decide whether developments in 

measures are needed 
d) Plan appropriate developments to 

be implemented 
6) Rent Roll 
a) Monitor prospects of tenants to 

anticipate problems 
b) Monitor arrears to identify issues 
c) Monitor maturities to anticipate 

vacancy and need for leasing 

2) Insurance 
a) Transfer liability on possible damages to insurance 

company 
b) Comply to protection rules to avoid and mitigate 

possible damages 
3) Lease agreements 
a) Transfer responsibilities on different tasks and costs 

to tenants 
b) Set rules for activities to avoid and mitigate risks 
c) Require rent deposit and insurance to secure 

compensation for damages 
d) Prepare for conflicts by clearly addressing possible 

issues in contract 
4) Management and service agreement 
a) Transfer responsibilities on different tasks to the 

manager 
b) Define the contracted tasks and reporting clearly to 

ensure desired services 
c) Check insurance to secure compensation for damages 
d) Prepare for conflicts by clearly addressing possible 

issues in contract 
7) Business Plan 
a) Reserve funds for surprises 
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5 Thematic Interviews 
This chapter reviews the results of the thematic interviews. The review is structured 
thematically based on the different categories of documentation involved in property level 
risk management, namely due diligence, lease agreements, management contracts, 
insurance, and reporting and monitoring. It should be noted that the results are reviewed 
with the aim for identifying different market practices for managing unsystematic risks, 
and comparing them with the results the literature and the document review, rather than 
evaluating risk management practices in different organizations. Thus, no statistics on 
applying different practices or quantitative analysis will be presented. In addition, the 
review applies a certain level of discretion to protect the identities of the interviewees, 
especially as the sample was relatively small, and the organisations and professionals in 
the industry are relatively familiar with each other, due to the limited size of the Finnish 
commercial real estate asset management industry. 

5.1 Due Diligence 
As discussed, due diligence involves different investigations conducted by an investor in 
order to determine viability, profitability, and risks related to a certain business decision 
such as investment, signing a new lease, or hiring a new property manager. In general, the 
key issues to be investigated may include, the physical property, building technology, the 
company operating the property (i.e. real estate company), tenants, service providers, and 
the documentation related to each of these issues. The primary objective of the 
investigations is to identify and analyse the different problems that might be related to the 
investment, in order to be able to make an informed investment decision. 

According to the interviewees, comprehensive acquisition due diligence can be considered 
to form foundation for the whole the risk management, as everything else done afterwards 
is more or less based on the findings made during the due diligence studies. However, the 
different investigations, and their specific contents and focus may vary quite significantly 
from case to case. In practice, the contents of the due diligence depend on various factors, 
such as the buyer, portfolio strategy, location, property sector, construction, age, and the 
existing tenants and leases. Nevertheless, the breakdown and structure of the 
investigations are not a major concern for the investor, as long as all the relevant issues 
will be covered. Fundamentally, the aim of the investigations is to identify whether the 
investment involves any potentially critical problems (i.e. red flags), but in general the 
extent and depth of required investigations has been constantly increasing, driven 
primarily by the requirements set by regulations, investors and lenders (i.e. creditors). 

In most cases, the scope of the due diligence conducted is determined by the investor’s or 
fund’s business plan, strategy, or acquisition guidelines that define the criteria for 
investments that need to be met by each investment (cf. risk profile and criteria). Here, the 
primary considerations usually involve at least:  

a) Expected return (i.e. ROE, IRR, yield),  
b) Length of the intended holding period (i.e. long or short hold), 
c) The property types that fit into the strategy and the portfolio 
d) Permitted activities (e.g. joint ventures, real estate development), and 
e) Leverage permitted or available  
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In general, the strategies of institutional investors tend to be characterized by long holding 
period (e.g. 10+ years), low risk, and limited leverage (if at all), whereas private real estate 
funds tend to have shorter holding periods (e.g. 3-5 years) and are willing to get involved 
in more risky investments and take more leverage. For some investors, such as pension 
funds, the investment activities are also significantly restricted by legislation and 
regulations (e.g. use of leverage is not allowed in direct property investments). Many 
interviewees also brought up that they have quite strict corporate level instructions and 
guidelines for the scope and contents of the due diligence investigations. In organisations 
that manage several different asset classes, the guidelines often have structural 
commonalities with other asset classes (e.g. private equity), but when getting into the 
technical details of the particular studies the differences become quite apparent. 

Based on the interviews, the due diligence investigations can be roughly divided into 
market, commercial, tenant, financial, legal and regulatory, technical and environmental 
due diligence. However, it was also noticed that this categorization does not necessarily 
always apply in practical context, and the different due diligence studies and their 
contents, scope and focus can vary significantly from case to case. In practice, financial, 
legal and regulatory, technical and environmental due diligence involved relatively similar 
considerations in all interviewed organisations, whereas commercial investigations (e.g. 
market and tenants), involved significantly more variation in terms of whether issues were 
investigated as a separate study or a part of the overall commercial study. In addition, 
several interviewees specifically brought up the increased importance of compliance and 
integrity investigations, and thus, they will be covered in a separate section in the results, 
even though many consider them as a part of legal and regulatory due diligence. 

In practice, different due diligence investigations are conducted more or less separate 
assignments that can be done either in-house or contracted from an external expert. 
According to the interviewees, market and tenant due diligence are nearly always made in-
house by asset managers themselves or analysts in a separate transaction unit. Financial, 
legal, technical, environmental, and integrity due diligence, on the other hand, are usually 
ordered from an external expert such as legal, financial or engineering consultant. The 
role of external experts was highlighted especially in case of multiple simultaneous 
transactions, or larger deals such as portfolio transactions (due to limited in-house 
capacity). In addition, on important reason for ordering external due diligence reports is 
that they provide independent 3rd party reference opinions for both the preliminary 
background information provided by the seller (in the investment memorandum) and the 
analyses made in-house. 

In essence, due diligence reports list the different facts on the property, which provide a 
starting point for sales negotiations between the seller and the buyer. Once the risks have 
been identified, the investor and the asset manager can consider whether they are 
acceptable and how they should be accounted in pricing.  In practice, different risks may 
be priced by estimating their monetary impacts and probabilities (cf. expected value). 
Here, appropriate accounting of the risks in pricing is critical, as once the transaction has 
been closed, the associated risks can only be accepted and remedied if needed (nullifying 
the transaction or seeking compensation afterwards are relatively onerous and expensive 
juridical processes).  

The properties that are usually most challenging for due diligence include especially older 
and multitenant properties, where the technical and tenant due diligence may require 
more work and peculiar findings are more common. However, it was also mentioned that 
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when purchasing portfolios, property specific risks can usually be diversified quite 
effectively as the relative weight of an individual property is quite small. Another 
important practical challenge that was brought up was utilisation of the collected due 
diligence data after the transaction. Far too often, all the materials collected into the data 
room are just copied on a DVD and archived in a drawer instead of properly utilising the 
information in operative activities (e.g. business planning).  

It was also mentioned that the level of detail in due diligence investigations has evolved 
historically based on the developments in the market situation. For example, when the 
professional foreign investors first entered the Finnish real estate market, the primary aim 
of the due diligence was to check the properties for specific “red flags”, and quite a few 
issues that later become problems were ignored by the investigations. However, the byers 
quickly learner their lesson and adjusted the scope of the due diligence studies to match 
the peculiarities in the new market, legislation and property stock. Also the financial crisis 
resulted the level of scrutiny and detail involved into the studies and reporting to increase 
significantly. This clearly reflects the change in attitudes to risks that has been resulted 
from the crisis and the increased supervision and regulation. One particular example 
mentioned was the increased significance of different compliance issues, which were 
highlighted by several interviewees. Some of the practical issues involved mentioned 
included possible non-compliance to laws and regulations by own activities, trading 
partners or service providers, which may cause significant liabilities and thus also risk to 
the investor (and all parties involved). Thus, in addition to the property and real estate 
company (the actual merchandise), the compliance checks have been expanded to tenants, 
service providers and trading partners as well. Furthermore, it was also noted that some 
sections of the due diligence such as market analyses, tenant due diligence and technical 
inspections are in some cases regularly updated during preparation of annual business 
plans.  

5.1.1 Market Studies 

The due diligence process often starts with an analysis of the current state of the real 
estate market in order to form a basis for evaluating future prospects for different kinds of 
properties in the market. Here, the studies are often divided into macro and micro level 
analyses. Macro analyses focus on different country and city level factors, such as 
legislation, taxation, currency and different trends in the real estate market and general 
economy. Micro level analyses on the other hand, focus on the local issues such as 
competing properties and complementary services in the vicinity (e.g. shops and 
restaurants), traffic and people flows, and accessibility of the property by car and public 
transport. The major purpose here is to ensure that the location of the property will 
remain attractive to tenants and investors in both short and long term. 

The analyses are usually based on different market reports published by different 
consultants involved in commercial real estate market (e.g. transactions and leasing) that 
analyse the different trends and developments in the market (e.g. transaction volumes, 
rent levels, yields, major projects, and changes in supply). Also valuation statements were 
mentioned by several interviewees as a useful source of information here. In their 
domestic markets, investors and asset managers tend to have relatively accurate first hand 
knowledge on different local factors, such as the most attractive and problematic areas, 
and issues related to buildings of certain age or type (e.g. renovation needs). In foreign 
markets however, the investor usually has relatively little local knowledge, and the reliance 
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on the expertise of local partners (e.g. in a joint venture) or external advisors takes a 
crucial role, especially in micro level analyses. 

In addition to the real estate markets, the investigations often examine also the general 
trends, especially in industries where the current or potential tenants of the property 
operate in. Some examples on the impacts of different trends included the impacts of the 
growth of e-commerce to the demand for retail premises, major planning projects, and the 
impacts of demographic developments (e.g. average household size) to the residential 
demand. In addition, especially long hold investors (e.g. institutional investors) also 
highlighted the importance of long-term modifiability of the property, so that it can adapt 
to changes in demand and use of different kinds of premises (e.g. different office layouts 
and modifiability of rental units), and long-term changes in the attractiveness of the 
different property types (e.g. investment demand for residential vs. logistics).  Another 
important aspect that should be considered are the views that the different investors and 
lenders (e.g. banks) have on the different markets and their future prospects, as these will 
opinions are a major determinant for availability and terms of finance for the investments 
into these markets (e.g. the required interest rate premium and covenants). 

5.1.2 Commercial Due Diligence 

In essence, commercial due diligence aims to assess the future profitability of a property 
investment. Commercial analyses go closely hand in hand with micro level market studies, 
but the major difference here is that, whereas market studies analyse the general 
environment for different types of property investments, commercial due diligence 
evaluates the commercial prospects and future potential involved into a specific property 
in its surrounding market environment. Most importantly, these analyses will estimate 
and forecast the market value, liquidity and tenant demand (i.e. liquidity and vacancy 
risks) for the property in order to determine the overall profitability of the investment. In 
addition to evaluating the current condition and tenants in the property, the investigations 
often involve also analysis of different scenarios such as developing the property or 
acquiring new leases, in order to increase its value, demand, and liquidity. According to 
the interviews, commercial due diligence is nearly always done in-house by the investors 
and asset managers, for example in a separate transaction unit. Nevertheless, also external 
insight and knowledge (i.e. advisors) may be utilized here, especially in foreign and 
previously unfamiliar types of investments. 

Based on the interviews, the most crucial considerations in commercial analyses include 
location, tenants, rent roll, rental income, maintenance costs, repair costs, resale value, 
and profitability (i.e. NOI, ROE and IRR). In practice, the commercial investigations 
involve analysis of different cash flows related to the investment based on the available 
market and property specific data. The templates used for the cash flow analyses, 
calculation principles, and macro level estimates, such as inflation forecast and details of 
finance (e.g. interest rate and payment schedule), are often come as given from the 
corporate or fund level. In practice, calculations usually include a discounted cash flow 
(DCF) analysis that includes a breakdown of the major income and expense items during 
the lifecycle of the investment (see also 4.6.1). A typical cash flow model usually involves 
the initial investment, financing, income, expenses, loan payments, capital repayments 
and finally the exit. The possible issues here may include allocating different expenses, 
such as repairs into OPEX and CAPEX, and determining the different expenses that are 
recoverable form tenants. It was also mentioned that the expenses presented in the 
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investment memorandums are usually trimmed from any abnormal expenses, such as 
marketing, so they should be recalculated to get a more realistic view on the different 
expenses. Here, also a separate NOI check may be ordered, where legal or/and financial 
experts review the lease agreements and make a recalculation of the rental income 
presented in the memorandum. In general, a carefully drawn cash flow calculation was 
considered to provide a relatively accurate picture of the overall income and expenses of 
the property investment, which also serves also as a good starting point for business plans 
and budgets. 

Besides income and expenses, also loan and financing considerations are a crucial part of 
commercial due diligence. These involve analysing the different implications use of using 
debt to finance and leverage the investment, and most importantly how the debt will be 
repaid. Debt dynamics are especially important for highly leveraged funds, where the 
financing contracts involve various terms and conditions (i.e. covenants), where breaches 
may in worst case have severe impacts on the business.  Most importantly, lenders require 
a certain amount of collaterals against the loan, which in case of a fund are usually the 
properties that the fund owns. Thus, the collateral value for the outstanding loans is 
determined and updated by the valuation of the properties, which in turn is determined by 
the performance (i.e. cash flows) of the property. Hence, a problem in the cash flows (say 
leaving of a large tenant or an unexpected large renovation) may initiate a chain of events 
leading to the drop of collateral value below the required minimum limit set in the 
financial agreement. This is considered as breach of the financing agreement, and 
authorizes the lender to initiate collection procedures that may involve compulsory 
liquidation of one or several of the properties of the fund. In addition to financing, cash 
flow issues naturally affect the performance of the investment or fund. Here, the 
performance is measured usually in terms of net operating income (NOI) or internal rate 
of return (IRR) in comparison to a set target or a benchmark. Undercutting the target 
performance naturally dissatisfies investors and is a major risk for asset or fund managers 
future business. 

In addition, the crucial considerations in commercial analyses include also exit and 
liquidation. Here, it is important to acknowledge that there are often several alternative 
exit models and dynamics available, especially when buying and selling portfolios. The 
different variables in these dynamics include timing and different packaging options 
(whether the best price can be realized if the properties are sold together, or separately). It 
was also mentioned, that the success of exit decisions may have drastic impacts on the 
final performance of the investment. In difficult market situations (e.g. limited availability 
of debt finance), liquidation of properties can prove out to surprisingly challenging. In 
addition also timing and the liquidation pressures can impact the sales price quite 
significantly. For example in funds, a predetermined exit date or exit demands by 
investors may create a pressure to sell properties in unfavourable market situation, and as 
a result, a discount need to be given to close the transaction before deadline.  

Other important considerations involved into commercial analyses include location, 
adaptability and convertibility, vacancy, insurances, depreciation and amortizations. The 
location analyses can consider for example the locations of the competitors, planning (e.g. 
development of roads, residential areas or a new metro line). Also adaptability and 
convertibility are a significant question, especially in single tenant properties that may be 
tailored for the specific needs of a specific organization, and thus, are difficult to lease to a 
different tenant (e.g. HQ-buildings and industrial properties). Besides the individual 
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property, the vacancy forecasting can also include analysing the vacancies in the 
surrounding areas (i.e. competing supply). Additionally, commercial considerations may 
also include estimating the special insurance needs of the property. In the end however, 
the investor is usually most interested in the IRR and ROE that are calculated with the 
cash flow models. Here, the analyses usually include sensitivity and scenario analyses such 
as worst case scenarios and most likely values based on Monte Carlo simulations. 

According to the interviewees most important risk factors considered in the commercial 
due diligence include market risks, location risks, tenant risks, credit risks, cash flow risks, 
timing risks and exit and liquidity risks. In addition, also some local risks factors such as 
planning, regional development, demographics, local economic situation, and potential 
tenants in the area were often mentioned. In foreign investments also differences between 
countries, such as legislation and currency become significant. For example, while Euro 
countries have been struggling, having an independent currency has clearly increased the 
relative attractiveness of Sweden to the investors compared to Finland. Nevertheless, 
location is still considered to be probably the most important risk, as it is basically the only 
factor that cannot be adjusted afterwards (opposed to e.g. tenants and physical condition). 

5.1.3 Tenant Due Diligence 

The tenant due diligence reviews the existing tenants, leases and rent roll to estimate the 
security of the rental cash flow from the property. Most of the interviewees highlighted 
tenant analyses as a critical part of commercial due diligence in the transaction phase. 
However, some check the tenants as a part of commercial, and some as a separate study of 
its own. All interviewees made tenant analyses in-house. However, their contents can vary 
quite significantly between different property types, lease types, and tenants. The 
importance of tenant due diligence is generally highlighted especially in single tenant 
properties and portfolios where there are several properties leased to the same tenant (e.g. 
a retail chain). 

In essence, the tenant due diligence analyses two things: (a) the tenants, and (b) their 
lease agreements. According to the interviews, the key issues in tenant analyses include 
solvency, covenant, warranties (e.g. rent deposits), and probability of bankruptcy of each 
tenant. The key contractual issues on the other hand, include rent level and lease 
maturities (i.e. possible end dates). The contractual issues can naturally be analysed by 
reviewing the lease agreements, but tenant analysis can involve a wider range of practices 
including credit check, credit ratings, and desk study (e.g. annual reports and press 
releases), but also interviewing the tenants. 

Here it should be noted that the analyses vary quite a bit depending on e.g. the tenant and 
the location. Here some important variables include the lease term, rental area and size of 
the tenant. In general, the largest (in terms of rent) and longest leases are most important 
and analysed most carefully. Additionally, also the tenants of single tenant properties and 
chains that have several premises in the portfolio usually receive special attention. 
However, for small tenants in multitenant building the analysis can often be quite 
superficial as comprehensive information on business performance is rarely available. For 
new tenants, due diligence is done as a part of the prospect qualification during the leasing 
process. 

In addition, the tenant analyses can also vary between different areas. Credit ratings are 
checked mainly in larger properties that are centrally located (e.g. Helsinki CBD), where 
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tenants are large, credit ratings are available and there is competition between large 
tenant prospects. In more remote locations, where the tenant prospects are smaller and 
fewer in number, the analysis is usually done on case-by-case basis (depending on e.g. 
data available). In rent level analyses the contract rents can be compared with market 
rents in order to estimate whether the presented rents are realistic in the long term. For 
example, if the contract rent exceeds the market rent, it is important to investigate if there 
have been for example rent free periods or other special arrangements. 

From risk management perspective it is important to consider the impacts of different 
scenarios (e.g. a tenant leaves or files a bankruptcy), as the cash flows and valuation of the 
investment property is highly dependent on the existing leases. Tenant risks are also 
dependent on the location. In attractive locations, short maturities or terminations are not 
such a problem as there is high demand and thus finding new tenants is relatively easy. 
However, in more remote locations, the rental income is often more dependent on the 
existing tenant, and thus also the risk is more significant than in attractive and central 
locations.  

The interviewees also brought up several practical issues that might result challenges in 
tenant, lease and rent roll analysis. First of all, it was mentioned that homogeneity of 
different lease agreements simplifies the contractual analysis quite a bit as analysing a 
large variety of different contract types is usually very laborious task. In some cases, also 
rent rolls may be out-of-date or difficult to interpret. For example, all the recent changes 
may have not yet been updated to the rent roll or the notation (of e.g. termination or 
renewal option) may be unclear. Sometimes, also confirming the precise floor areas of 
different premises and calculations of the rent for common premises may in some cases 
prove out to be surprisingly challenging. In triple net leases, significant share of the 
repairs is on the responsibility of the tenants, but overseeing these repairs may sometimes 
be quite challenging for the owner as in some contracts the landlord may not be allowed to 
enter premises to inspect them without permission from the tenant. Here, another issue 
that may arise questions is the classification of different repair tasks, which determines 
whether they are on the responsibility of the tenant (e.g. annual repairs) or the owner (e.g. 
improvements). In properties with multiple owners, another significant questions is, 
whether the liabilities are directed to the property company, or the shareholders (i.e. 
investor).  

5.1.4 Financial Due Diligence 

The financial due diligence (or in short FDD) scrutinizes the state and development of the 
profit and loss statement (P&L), balance sheet (BS), cash flows and taxes of the property 
company. In essence, this can be compared to a traditional financial audit. Besides the 
financial statements, financial Due Diligence may also review the legal structure of the 
vehicle, and the different tax and transaction considerations related (which can also be 
done as a part of legal due diligence). 

The financial due diligence is nearly always ordered from an external consultant (e.g. one 
of the big four audit firms). The depth of the investigations and the extent of reporting can 
vary significantly depending on the buyer. For example, different corporate structures and 
their tax implications are usually quite familiar to domestic investors, but for foreign 
investors these may require more extensive explanation and analysis. Another important 
considerations here involve the vehicle structure and transaction model. For example, a 
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complicated vehicle structure may need to be changed into more simple form that requires 
considerable time, effort, and money. 

5.1.5 Legal and Regulatory Due Diligence 
Legal and regulatory due diligence (or LDD) investigates whether there are any juridical 
issues or risks related to a property investment. The underlying purpose here is to ensure 
that the merchandise actually corresponds with what has been reported and the seller has 
the juridical capacity to sell the property. In practice, the process is relatively technical and 
straightforward, and it involves lawyers seeking out and scrutinizing all the different 
juridical documents related to the property and the property company, in order to identify 
possible deficiencies and problems. Based on the investigations, lawyers give a legal 
opinion on whether there are any issues in the documentation that may have material 
impacts on the investment. Based on this opinion, the owner should be able to evaluate 
whether there are critical issues (i.e. red flags) that cannot be lived with and are difficult or 
expensive to settle. 

Legal due diligence is always ordered from a professional law firm. Here, several 
interviewees highlighted that it is very important to use a credible and reputable partner. 
In addition, it was pointed out that real estate involves quite a lot of specialized legislation 
and regulations (on e.g. leasing, planning and liabilities) that can make it difficult for a 
lawyer without specialized expertise or experience to analyse e.g. different side-effects of 
the special terms and clauses that may be included in different documents, such as lease 
agreements. The selection of the legal partner is particularly important in cross border 
investments. However, it should also be noted that analysis of different legal documents 
(e.g. lease agreements) is also part of asset manager’s daily work and similar analyses are 
regularly done in-house. 

According to interviewees, the major considerations in legal due diligence are related to 
ownership, planning, governance, lease agreements, service providers, juridical rights and 
responsibilities, liabilities, taxation, compliance, and pending issues. Here, all 
interviewees highlighted the importance of careful analysis of the existing lease 
agreements. In practice, this involves reviewing the different clauses, terms and conditions 
in detail to identify the possible deficiencies or problems that may have impacts on the 
cash flows (e.g. rent, termination and responsibilities on costs).  

Other documents to be reviewed include encumbrance agreements, infrastructure 
connection agreements (e.g. electricity, water and sewage), construction contracts, 
warranty documents and inspection records, which in some cases may prove out 
surprisingly difficult to find. Construction contracts are crucial especially in both 
unfinished and newly built properties, where some key questions may include the different 
guarantees and warranties given by the contractor, responsibilities of the contractor, and 
the length of the remaining warranty period for construction errors. 

Another area highlighted by several interviewees was compliance to different laws and 
regulations. Some important regulations mentioned included for example planning, 
building permits, building inspection rules, health and safety regulations, and disclosure 
to authorities (e.g. tax officials). In addition, it was mentioned that the compliance issues 
have become more and more important, as the regulation and supervision related to the 
activities of the tenants have increased (especially in health care and food related 
businesses). Additionally, legal due diligence covers also different pending juridical issues 
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such as lawsuits, litigations and claims that may in some cases cause very significant 
responsibilities and liabilities for the investor. However, in Finland these are relatively 
rare compared to for example US. In foreign investments, also analysis of corporate 
structure and taxation are in crucial role. 

According to interviewees, the most important risk factors in legal due diligence include 
peculiar contract terms (on e.g. rents and termination), unclear contractual 
responsibilities (on e.g. repairs and costs) and conflicts with laws and regulations (e.g. 
planning and the law on commercial leases). In addition to conflicts with external rules, it 
is not unheard of that lease agreements can have internal conflicts between the different 
clauses within in the same agreement, which make it quite challenging to interpret which 
of the clauses should prevail (e.g. general vs. additional terms, where additional terms 
usually overrule general terms). 

It was also pointed out that many of the contractual risks are not necessarily caused by the 
things that are stated in the contract but rather the things that are left out, because these 
leave issues open for interpretation and disagreement. Thus, deficiencies and ambiguity in 
documentation are a major risk factor in all juridical considerations. This issue was 
mentioned to be important especially in the Finnish context, where parties tend to prefer 
short and simple contract documentation, opposed to the Anglo-Saxon model, where the 
documents are tried to be made as comprehensive as possible (i.e. all-inclusive). Here 
however, one should note that Finnish legislation includes quite specific regulations on 
leasing and lease agreements, which means that relatively few issues need to be separately 
agreed in the lease agreement. This is not always clear for foreign investors, which may 
sometimes arise excessive concern and questions. It is also good to remember that spoken 
agreements leave no concrete evidence, which may become an issue if the previous owner 
has made oral agreements with tenants on e.g. temporary arrangements or renovations. 

Few interviewees also mentioned that the reporting from legal due diligence may 
sometimes involve very little information on the specific issues that were found and how 
the documents should be specifically revised to fix the issues found (which often is sold a 
for an extra fee). Another major issue in utilising the legal due diligence is that is often 
quite difficult to assess the monetary value for different contractual issues in order to 
estimate what kind of impacts they may have on the value or income of the property. 
Nevertheless, legal due diligence is a must in all transactions. 

5.1.6 Technical Due Diligence 

The major focus of technical due diligence (or TDD) is to evaluate the condition of 
structures, technical systems and equipment, and the needs for maintenance and repairs 
and renovations, in order to determine whether the OPEX and CAPEX estimations 
presented by the seller correspond with the actual needs. In addition, technical due 
diligence aims to identify different technical risks related to the property, so that they can 
be accounted in pricing and when planning operations. All interviewees order technical 
due diligence from an engineering consultant. 

In practice, purpose of technical due diligence is to anticipate needs, schedule and costs 
for different maintenance and repair tasks, and the major focus is on structures and 
technical systems that are on the responsibility of the owner. Here, some issues that 
require special attention include foundation issues, any larger renovations, indoor air 
quality, and contractors’ responsibilities in newly built properties. As a result of the 
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investigations, the technical consultant will form plan for required repairs and 
improvements and their estimated costs (i.e. long term plan, fin. PTS). This plan can be 
used by the owner as a basis for CAPEX estimations in the cash flow models and 
budgeting.  

The due diligence process usually includes a site visit and review of the different technical 
documentation (e.g. technical drawings, manuals and warranties) related to the property, 
building, building technology and equipment. In addition, interviewing the current 
tenants often provides a good overall picture of the possible technical issues in the 
building (e.g. indoor air quality and functionality of the premises). Sometimes, an investor 
may also have technical preconditions that should be matched by the property (e.g. floor 
height, maximum floor load or certifications). Here, the solutions that do not match the 
specification and are usually very expensive or difficult to change may even lead to 
rejection of the investment (i.e. defined as deal breakers in transaction). 

The focus of technical due diligence may vary quite a bit between different properties, 
depending on e.g. structures and technical systems, and use of the property. For example, 
in hotel properties the major issues usually include indoor air quality and condition of 
plumbing, whereas in logistic properties the major considerations may include height of 
loading docks and width lifting doors. In addition, also needs for maintenance and repairs 
may vary between different properties. For example, in industrial properties, cosmetic 
flaws are rarely an issue, whereas in residential and office properties, tenants tend to be 
more demanding on appearance and cleanliness of the premises. Thus, also required 
repairs and the costs related (i.e. CAPEX) depend also on the desired technical level, 
which is primarily determined by the tenants. Here, it should also be remembered that all 
tenants do not necessarily require top quality premises, but prefer a lower rent instead.  

In addition, the requirements to the owner can vary based on the type of the lease. For 
example, in triple net leases, most of the repairs are on tenants’ responsibility (i.e. the 
technical risks are contractually transferred to the tenant), whereas in gross leases owner 
retains the majority of responsibilities (and expenses). Besides the current condition it is 
important to analyse also the repair history of the property. This may include previously 
postponed repairs, repair debts and possible funds set aside for future repairs. Thus, as 
one interviewee elegantly put it, the final CAPEX estimate should be a product of both the 
current condition and the repair history of the property company. 

In general, interviewees considered that technical risks are usually rather insignificant, as 
professionals can usually identify possible issues quite accurately, and once noticed, the 
problems are relatively straightforward to fix, as long as they are noticed in-time (i.e. 
before major damages). Thus, the major technical risks mainly involve issues with indoor 
air quality, health effects, and hidden (or latent) defects that cannot be discovered with by 
a reasonably thorough inspection (i.e. noticed on sight). It was also mentioned that health 
and indoor air quality issues involve quite a lot of regulations that need to be very careful 
with. Another issues that should be accounted include e.g. fire safety regulations, and 
requirements for different regular inspections (e.g. ventilation, energy and elevators).  

In older buildings, some possible challenges may include verifying that drawings, floor 
plans, and reported floor areas are correct and up-to-date, which may in some cases 
require check measurements that are expensive. Older building may also involve various 
technical surprises, and sometimes the result of a technical due diligence includes a wide 
range of additional investigations required. Technical issues can also cause reputation 
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risks. For example, a building that has once acquired a bad reputation (due to e.g. mould) 
can be difficult to lease even after significant repairs, and such properties usually require 
significant development (e.g. change of use or full reconstruction). Other major risks 
mentioned included e.g. oil tank leakages in older oil-heated buildings. 

Another problem brought up was that the repair plan (e.g. long term plan, fin. PTS) made 
by the consultant may not necessarily always match the actual needs from the perspective 
of the investor. According to interviewees, the engineers sometimes have a tendency to 
create repair plans according to unnecessarily high standards resulting excessive work and 
costs (e.g. replace an old but fully functional elevator á 0,5M€). Sometimes, on the other 
hand, the technical due diligence reports are rather superficial, so the quality of reports 
can vary quite a bit.  Thus, it is very important for the buyer of technical due diligence to 
be able to select a professional with previous experience on similar properties and give 
precise instructions on what kind of analysis is desired. In addition, the asset manager can 
also attend the site visit with the consultant to give further guidance on the focus of the 
inspection and analysis. 

5.1.7 Environmental Due Diligence 

Environmental due diligence (or EDD) examines the property from the perspective of 
different environmental impacts, regulations and risks. It is usually ordered from a 
specialized engineering consultant, either as its separate package or in connection with the 
technical due diligence. According to the interviewees, most important considerations in 
environmental due diligence include contamination of soil and ground water, but also 
issues health issues, energy and water consumption, and waste management (e.g. 
recycling). Besides desk study, the process may involve a site visit for taking samples and 
measurements. In addition, the analysis can also include assessing the necessary measures 
for attaining a specific environmental certificate (e.g. LEED gold that may be a strategic 
requirement for all the properties of an investor). 

The primary environmental risk highlighted by virtually all interviewees was soil 
contamination, which may be caused by e.g. leakages of oil, petrol and other chemicals 
into the soil. Other issues discussed included image risks related to bad reputation due to 
e.g. mould and sick building syndrome (SBS) that may significantly decrease the 
attractiveness of the property to both tenants and buyers. In addition, it was mentioned 
that the major regulatory risks here are related mostly to the possible changes in the 
regulations, such as new substances being classified as contaminants that should be 
cleaned up (cf. asbestos). Another example might be finding a protected plant or animal 
species on the property (e.g. flying squirrel). It was also mentioned that in international 
comparison, the Finnish environmental legislation and regulations are relatively clear and 
extensive. In addition, the responsibilities of the vendor (i.e. previous owner) are quite 
extensive, and the buyer of a property can be quite well protected from different liabilities 
on e.g. soil issues if they are found afterwards. However, there have been cases where the 
history and previous use of the property has not been reviewed far enough (e.g. into the 
19th century), and when the issues arise, the party responsible cannot be tracked or does 
not exist, and the liability falls to the owner. 

5.1.8 Compliance and Integrity Due Diligence 
Based on the interviews, it would clearly appear that the importance of compliance has 
clearly increased as a part of due diligence investigations. Besides the property and real 
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estate company purchased, several interviewees have extended compliance checks also to 
tenants, service providers, and trading partners. Here, some interviewees used the term 
integrity due diligence which is conducted to ensure that the compliance issues of vendors 
and different partners are in order. In addition, also supervision and liabilities related to 
accounting issues such as frauds has increased the amount of compliance and integrity 
checks made on service providers, partners and other parties. Besides compliance with 
laws, regulations, and corporate responsibility, the integrity due diligence can also involve 
checking possible issues in insurance, warranties and solvency that were brought up 
especially in context of construction and contractors responsibilities in properties under 
construction and newly built properties. Some interviewees also highlighted the 
importance of checking the compliance and corporate responsibility issues of the tenant’s 
operative activities that was emphasized especially in context of strictly regulated care and 
grocery sectors. 

From risk management perspective, the major issues covered by the compliance due 
diligence include conflicts with laws and regulations and different implications that these 
may have in terms of reputation and liability. In practice, these may include lack of 
transparency and disclosure, corruption, frauds, tax avoidance, lawsuits, links to unethical 
activities and neglecting different regulations on e.g. health, safety, working hours and 
wages. Another special area brought up here, were the risks related to larger construction 
projects, where it is important to ensure that the contractor has the necessary resources to 
finish the project or remedy the possible issues and liabilities, which might involve e.g. 
checking the warranties and insurances of the contractor. The importance of compliance 
was highlighted also in context of foreign investments where the vendors and service 
providers and the local regulations are often previously unfamiliar.  In addition, if the 
investment is made as a joint venture, the partners should be checked quite thoroughly 
before entering into a venture. Another practice that was brought up by couple of 
interviewees was a “know your customer” query that can be used to collect information on 
e.g. activities, sources of funding, and compliance of the counterparties dealt with.  

5.2 Lease Agreements 
Lease agreements basically determine the cash flow of a property investment, and thus, 
they are one of the most crucial documents for property investors or asset managers. 
Therefore, it was not surprising that lease agreements were quite extensively discussed 
also in the interviews. As it has been discussed (in e.g. 2.5.8 and 4.3), a lease agreement is 
a contract where the owner (i.e. landlord) gives and external party (i.e. tenant) a right to 
occupy premises in return of certain compensation and under certain terms and 
restrictions. In general, the Finnish commercial lease agreements tend to follow a 
common standard structure that involves the basic terms and conditions determined by 
the Finnish law on commercial leases (LHVL 482/95), and additional terms that depend 
on the type of the lease and specific premises and tenant. Here, the legislation was 
mentioned to give quite clear boundaries for commercial lease agreements, which 
effectively limits the number of issues that need to be separately covered by the contract 
document itself.  

In most cases, the agreement is drawn based on an existing template that has been 
carefully tailored to cover the most important considerations and to offer extensive 
protection to the owner’s interests. All interviewed investors and asset managers had 
either one or several contract templates for different lease structures such as gross, net 
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and percentage leases. Sometimes there are also few different variations of distribution of 
responsibilities for different purposes (e.g. for shopping centres with and without 
marketing association, and different types of net leases). In most cases, the contents of the 
contract templates have evolved during time to match specific needs and possible 
problems that have been faced by the landlord, and they are also regularly revised in order 
to cover new issues (e.g. risks) that have been come across. 

The lease structure used is usually dependent primarily on the type of premises leased. 
Sometimes the landlord may also give the tenant few different options to choose from. In 
some cases it may also be possible that landlord and tenant may agree on some special 
terms and specifications to be added into the contract. In general, the net leases are used 
especially in retail and care sectors, where the tenants often wish to have full control over 
operations and maintenance in the premises. In offices on the other hand, gross lease is 
pretty much standard, and it has been noticed that other kind of lease structures and 
compensations can be slightly difficult to understand to many office tenants. The special 
requirements of the tenants were mentioned to come up especially with international 
retail chains that try to optimise all their leases into a uniform template.  However, it was 
highlighted the tailoring the selected lease template is very important also form the 
perspective of the landlord, as the different issues and risks that need to be accounted by 
the contract may vary quite significantly from case to case. 

According to the interviews, the most important considerations in lease agreements 
include rents and compensations, lease period, warranties, termination, tenant 
improvements, and responsibility on maintenance and repairs. Other important 
considerations include definition of the premises and area, rent from common areas, 
renewal options, subletting, rent reviews, and insurances. In general, the most important 
thing is that the central issues are clearly defined in the contract, because any ambiguity 
may allow disagreements. 

One major consideration brought up by many of the interviewees was the importance of 
clear distribution of responsibilities between the tenant and the landlord. This issue is 
highlighted especially in net lease agreements where the tenant has significant 
responsibilities on maintenance and repairs of the premises and the costs related. Clearly 
the most popular solution proposed by the interviewees was to create a clear responsibility 
allocation table (fin. vastuunjakotaulukko) listing the different responsibilities and the 
parties responsible for each item (e.g. locks or lighting). Besides maintenance and repairs, 
other important responsibilities that were mentioned included damages to third parties, 
condition of the premises in the final inspection, and the applied billing and payment 
practices.  

According to the interviewees, the most important risk factors in lease agreements 
included tenant risks, credit risk, cash flow risks, solvency, warranties, termination 
clauses, tenant improvements, responsibilities on maintenance and repairs, rise of 
expenses (in gross leases), contractual ambiguity and conflict resolution terms. Other 
possible issues mentioned included terms of rent reviews (e.g. index, date, minimum 
raise), problematic contracts made by previous owners, oral agreements, and previously 
accepted interpretations and procedures (in e.g. responsibilities and payments). Another 
issue mentioned were the possible renewal options, where the possible problems may 
include the applied rent level and lease terms. In some cases, the tenant may have a 
“never-ending” renewal right that may make the property very difficult to develop (e.g. 
public sector tenants).  Moreover, the possible issues may include ensuring that the 
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activities of the tenants fulfil the VAT deductibility regulations by tax authorities, 
difficulties in calculating the total rent from different payments, and internal conflicts 
between different sections in the agreement, which were mentioned to surprisingly 
common. 

In general, the tenant and credit risks tend to become more significant in weak economic 
situation. In addition, they also tend to be highlighted in properties with several smaller 
tenants, where also estimating the solvency of the tenants is more important. In practice 
the contractual problems may appear for example in situations where the business of a 
smaller tenant (e.g. a small private business) starts to decline and they start to look for 
loopholes in the lease agreement. In contrast, larger tenants usually deal with their issues 
much more professionally and are thus quite straightforward to work with. However, it 
was mentioned that if there are any special termination clauses in the contract, it is 
unfortunately quite common that they will be used at some point. 

The major risk management mechanics that were brought up by the interviewees included 
mainly responsibility allocation tables and warranties. The responsibility allocation table 
should clearly determine the different systems, equipment and maintenance and repairs 
that are on the responsibility of tenant and the landlord. One specific example that was 
mentioned here was that the consumer price index (CPI), which is often used as the rent 
review index in gross leases, does not account the rise in energy prices, leaving this risk to 
the landlord. However, this issue can be solved by using a net lease model, where utilities 
are on the responsibility of the tenant, which effectively transfers the risk from the price 
increases is to the tenant. It was also mentioned that when the net lease model started to 
become more common in Finland, there had been several cases where the tenant had not 
properly understood all the aspects of the net lease agreement, and the repair 
responsibilities involved had came up later as a total surprise for the tenant, causing 
arguments between the tenant and the landlord. Another issue that was mentioned in 
context of (triple) net lease agreements was supervision of the fulfilment of the repair and 
maintenance responsibilities. Here, the solutions proposed by the interviewees included 
by regular revision of the long-term repair plan (fin. PTS) and the maintenance records 
(fin. huoltokirja). One of the most effective practices though is to maintain constant 
communication with the tenant and order to ensure that the maintenance and repairs in 
the premises are in order. 

Another major issue discussed were the rent deposits and warranties. In general, 
warranties are required by all landlords with very few exceptions, such as with large public 
sector and international tenants with high credit ratings. The amount of the deposit 
usually corresponds to three month rent, but in some cases it can be increased for example 
if the tenant and the landlord have agreed on major renovations for the premises. It was 
also brought up that in practice, the three months rent is usually sufficient to cover only 
small part of the losses of income and all the direct and indirect expenses resulted to the 
landlord from termination of the lease. Additionally, also evictions can sometimes be 
surprisingly problematic, as in Finland there are possibilities for appeals that may 
lengthen the process very significantly, which could basically be considered as a legal 
process risk. In such cases, the legal protection of landlord is actually quite limited, so in 
worse cases, the losses can become quite significant.  

When asking on the landlord’s possibilities to renegotiate problematic contracts, the 
interviewees said that renegotiating contracts is usually very difficult unless a suitable 
termination clause exists. Thus, in order to revise lease agreements and apply new terms, 



 

 

132 

the landlord usually has to give some kind of compensation to the tenant. In practice, the 
options here may involve e.g. rent-free periods or revision of the terms in other 
agreements of the same tenant.  

Finally, it should be noted that the Finnish laws and regulations on commercial leases are 
not necessarily always clear to foreign investors who are often used to the all-inclusive 
lease agreement documentation. In Finland however, the law and regulations on 
commercial leases (e.g. LHVL 482/95) offer extensive coverage on different issues related 
to leases, which sometimes need to be separately explained to foreign investors (see also 
5.1.5).  

5.3 Property Management and Service Contracts 
Management and service contracts have a central role in organizing the operational 
management and responsibilities of an investment property. Thus, the different terms and 
conditions included in these contracts are also an important part of the operational risk 
management on the property level. As discussed, the term management contract may refer 
to either the contract between the investor and the asset manager or to the contract made 
with the property manager, which in some cases also caused little confusion with the 
interviewees. Here the major focus is on the agreements that are made by the owner (or 
the asset manager) with the property manager i.e. property management contract. 
However, many of the issues are applicable also to asset management and service 
contracts in general. 

The ways for organizing and contracting property management and services may vary 
significantly between different organizations. Basically, the two basic components here are 
(a) technical management of the property, and (b) leasing, rent collection and tenant 
relations. Technical management is usually outsourced to an external service provider as a 
whole. Many of the interviewees using this model centralised the technical management of 
all their properties to one service provider in order to maintain easier control and uniform 
reporting practices (opposed to having several different managers and working practices). 
However, it was also mentioned that a change of technical manager usually involves quite 
a lot of work and costs, and it is often the easiest solution for the investor to keep the 
existing manager to avoid the additional work and costs related to the change of manager. 
Thus, many investors (especially applying short holding period) tend to avoid it, unless 
there have been actual problems with the existing technical manager. Still, even if the 
existing manager is kept, a new agreement is always drawn between the new owner and 
the property manager, either from the scratch or by revising the previous contract. 
Another major point brought up here was that in triple net leases the responsibility on 
technical management is outsourced to tenant, so there is no need to acquire technical 
management for the property (such arrangements are common in e.g. super markets and 
nursing homes).  

Besides technical management the property manager usually has the responsibility on 
rent collection, organising displays of premises and daily administration of the property. 
The actual leasing on the other hand, is usually organised by the asset manager, possibly 
with support from external brokers. Thus, it would appear in most cases that leasing is 
retained mostly in the responsibilities of the asset manager, which is not surprising 
considering the importance of tenant selection, lease negotiations and lease agreements to 
the investor. In general, when the overall responsibilities of asset and property managers 
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were discussed with the interviewees, the commonly used division was that the asset 
manager has the responsibility over the strategy, cash flows and leasing, whereas the 
property manager (often referred to as technical manager) is responsible for 
maintenance, repairs and smaller renovations (opposed to larger renovations that require 
approval of the asset manager or even the investor).  

It was also mentioned that the extent of outsourcing has been evolving back and forth over 
time. Earlier, it was a common trend to outsource property management as much as 
possible, but at some point it was noticed that, due to heavy price competition in the 
industry, the service quality started to decline. Some of the major problems here-included 
under-resourcing (i.e. too many properties per manager), slow response times, and change 
in property manager’s on-site personnel. As a response, some investors mentioned that 
they have intentionally started to incrementally decrease the extent of outsourcing to get 
better control over coordinating the strategic activities such as asset management, 
marketing, leasing and construction. Several interviewees also mentioned, that they had 
deliberately increased their involvement in tenant relations, as the tenants appear to 
rather discuss issues directly with the owner than with the technical manager, which has 
been noticed to increased the tenant satisfaction significantly. 

Similarly to lease agreements, investors usually have their own readymade templates also 
for management and service contracts. However, on the service side, the different 
functions and tasks contracted can vary quite a bit from case to case, so the role of 
templates is less significant than in leasing. Nevertheless, the templates usually provide a 
good starting point for the procurement negotiations and drafting the final contracts. 

According to the interviewees, the most important considerations in (property) 
management contracts include termination, manager’s duties (i.e. different services), 
remuneration (e.g. basis and calculation), business plan, leasing, rent collection, 
personnel, insurance, reporting and communication. Similarly to lease agreements, it is 
critical to explicitly define and divide different responsibilities between the owner and the 
manager, so it will be clear who is doing what. Also prioritisation is important, so that it is 
ensured that the property manager will focus his/her attention on the issues having the 
most impacts to the desired outcome (e.g. cost savings and energy consumption). 
Moreover, also the scope of the contract should be considered quite carefully as this 
determines what is included into the base fee, and which task can be billed as additional 
work with higher charges. In addition, also liability questions were considered important. 
These may include liabilities on damages resulting from different problems or 
maintenance activities (e.g. slipping on ice or damages related to snow removal) that are 
often tried to be contractually transferred to the responsibility the service provider. Here, 
it is also important to ensure that the service providers have appropriate insurance 
policies in order. In newly built properties, also important to carefully review the 
construction contracts and the different terms involved (e.g. contractors responsibilities 
and warranties). 

In addition, several interviewees also brought up service quality and quality control issues.  
In general, quite a few interviewees mentioned that they had noticed significant 
differences between different property management organisations, and especially between 
different employees of the manager. Usually the managers tend to focus mainly on 
maintaining the required minimum level of service, but there have been cases where the 
service level was not satisfactory, and the manager needed to be changed. In terms of 
quality, it is especially important that the service provider has a good team and enough 
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resources (e.g. personnel). Otherwise the quality will suffer, which may in worst cases, 
lead to cash flow risks such as problems in rent collection or increased costs. Besides, the 
professional skills, also personal chemistry and teamwork between the asset manager and 
the service provider were brought up as an important factor here. The quality control was 
mentioned to usually work quite well, and the possible quality problems are usually 
related to specific personnel in the operational end (e.g. the person doing the cleaning on-
site). Many interviewees also highlighted the importance of careful service provider 
selection. Here, the cheapest option is very rarely the best, or as one interviewee rather 
elegantly put it: “if you pay peanuts, you get monkeys”. 

Another central issues discussed included managers reporting responsibilities and the 
contents of the reporting, that vary quite significantly between different types of 
properties (e.g. shopping centre vs. warehouse). In most cases, the contract sets a certain 
basic requirements for the reporting, such as different documents to be delivered and 
schedule for regular meetings with the customer. Once the basic requirements have been 
established, the reporting will be tailored to cover the most important factors related to 
each property (e.g. specific details highlighted in the documents and meetings). In general, 
asset and fund managers are interested mainly on the important events on the property, 
such as leasing of the premises, leave of tenants, progression of repairs and renovations, 
and possible budget deviations. 

Several interviewees also highlighted the importance of the regular meetings between the 
owner and the manager, which were considered by many as “an irreplaceable tool for 
staying on the pulse of the property”. These meetings basically cover the same issues that 
the written reports, but the live meeting allows the owner to ask additional questions on 
the issues, and discuss the possible solutions and measures with the manager face to face. 
The challenges in reporting are usually most significant when starting to work with a new 
manager. Here, the proper establishment of different reporting practices may take from 
six months to even a year. Additionally, the reporting may involve information risks such 
as inadequate or false information. According to interviewees, the level of reporting can 
vary significantly, and sometimes finding a manager who understands the specific needs 
of the investor can be difficult. It was also mentioned that the level of reporting and the 
quality of service tend to usually go hand in hand with the level of reporting. 

In addition, also managers’ compensation and billing of different services are important to 
review and understand, as these the compensation mechanics included in the contract can 
sometimes be quite complex and subject to various considerations. As an example, it was 
mentioned that sometimes it is not necessarily fully clear, which services are included into 
the base fee, and which are billed as additional services with higher fees.   

According to the interviewees the most important risk factors related to management 
agreements include management risks (e.g. managers mistakes), strategic risks (e.g. 
failure to implement strategy), information risks (e.g. inadequate reporting), quality risks, 
personnel risks, unclearly defined responsibilities, termination of the contract, compliance 
risks, and heath and safety risks. Other possible issues included problems with IT systems, 
and control over subcontracted services (e.g. ensuring that the requirements set to the 
manager are transferred to the provider of the physical service; quality risk).  

Another important issue discussed was the change of personnel in the manager 
organisation, especially in situations where an experienced manager who knows the 
property well is changed to a new manager. In addition, the personnel risks were 
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highlighted also in context of larger renovations, where all employees of the manager do 
not necessarily have the required expertise on appropriate supervision, inspections and 
documentation involved into construction projects. However in general, the issues related 
to management contracts were mentioned to be relatively rare. In practice, a vast majority 
of the problems are related to communication problems, such as misunderstandings, and 
they can be fixed with discussion. In case of larger issues, the management contract can 
also be revised from time-to-time, but in most cases the revisions are quite small and 
related mainly to changes in ordered services (e.g. adding or removing specific services). 
Nevertheless, also specifications and other updates (on e.g. reporting practices) can be 
negotiated. 

In terms of risk management, the major considerations in management contract mainly 
involve clearly defining different tasks and responsibilities ordered from the manager, and 
the service quality required in order to ensure that services match what is desired. In 
addition, several interviewees mentioned that they use management contracts to transfer 
different risks and liabilities to the property manager (e.g. damages to third parties). 
Another important consideration mentioned by several interviewees was contractual 
control of personnel risks. This issue can be addressed in the contract for example by 
carefully selecting the team and individuals responsible on the property and explicitly 
naming them in the contract. This mechanism can also be enforced by a termination 
option that opens if key personnel changed (due to e.g. leaving the organisation). Another 
example on similar arrangement involved stating in the contract that the manager is 
required to dedicate at least two employees on a specific property to ensure that in case of 
illness, replacement or change of personnel, there is always someone available who is up 
to date on the current situation on-site. 

5.4 Insurances 
Alongside lease, management and service contracts, another widely utilised contractual 
risk management tool in property investments are different insurance policies. All the 
interviewees used insurance as a central part of their risk management and confirmed the 
preliminary assumption that the most important insurance policies for a property investor 
include property insurance, liability insurance and (business) interruption insurance. In 
most cases, the tactic of an investor is to acquire an insurance coverage that is as 
comprehensive as possible. As discussed (in section 4.5), the insurance coverage is 
determined by insurance terms that define the different damages and sources of these 
damages that are compensated by different policies. 

The insurance policies acquired are usually quite strictly governed on corporate or fund 
level, so that the activities will fulfil all the external requirements from e.g. authorities, 
regulations, standards, investors, and lenders. Thus, the requirements for the insurance 
policies acquired are usually determined primarily by the investors and lenders, rather 
than the fund or asset managers. Basically, the investors and lenders set certain minimum 
standards in the financing agreements that need to be reached everywhere, and the asset 
manager usually has very few possibilities for optimizing the insurance coverage and 
premiums for the specific needs of individual properties (e.g. leaving a earthquake 
insurance policy out in Finland). Sometimes investors and lenders require insurances that 
exceed the normal terms offered, and special terms have to be negotiated with the 
insurance company. Most of the interviewees appeared to prefer acquiring insurances 
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from well-known international insurance companies, which might also be due to acquiring 
credibility and trust of investors and lenders. 

The acquisition process related an insurance policy often begins before the transaction has 
been closed. Many of the interviewees do preliminary analyses on the requirements for 
insurance policies already as a part of the due diligence process. As a result, the buyer will 
determines either the new policies acquired to the new property or extension to the 
existing wider fund or corporate level policies. In most cases, the insurances are procured 
on corporate and fund level, with help of external insurance broker, who can help in 
determining appropriate policies and collecting bids for the desired coverage from 
different insurers. Additionally, brokers can assist the owner in building more 
comprehensive coverage, minimize overlaps between policies, arranging special policies, 
organize biddings, keeping policies up to date, and adjusting claims. Few organizations 
also mentioned doing active management of insurance coverage in-house. In general 
though, most organizations appear to outsource the insurance management to external 
brokers. In general, the most important function of insurance management is to ensure 
that the insurance policies are up to date and that they cover the required properties, 
activities, responsibilities and liabilities. In addition also the possible changes in insurance 
terms should be regularly reviewed. 

5.4.1 Property Insurance 

In general, property insurance was seen by most of the interviewees as a simple standard 
policy that is taken for every property by default, and rarely involves any special 
considerations. As the most significant risks that are covered, the interviewees mentioned 
fire, water and gas leaks, storms, natural disasters and vandalism, where the practical 
damages include mainly different damages to structures and building technology, and 
resulting replacement costs.  

Several interviewees mentioned, that due to the high deductible limits, very few damages 
are actually recoverable by insurance, and majority of the physical damages to property 
and equipment need to be covered by the owner. In some cases, it may be possible to lower 
the deductibles in exchange for higher premiums, but this kind of arrangements appear to 
be quite rare. In addition, also definitions of compensated damages are usually very 
specific and they are fulfilled relatively rarely (e.g. required wind speed [m/s] or rainfall 
[mm]). Additionally, insurance companies usually tend to be quite skilful in finding ways 
to avoid and reduce compensations (e.g. age reductions or neglecting the protection rules 
or periodic inspections). Thus in general, very few damages will be actually compensated 
by property insurance. On the other hand, it was mentioned that this can also be 
considered as a good thing. When damages are fixed without involvement of the insurance 
company, the damages can be fixed more quickly without lengthy claim process with the 
insurance company that usually requires a lot of time and specialised resources. Another 
major consideration related to property insurance is fulfilling the different requirements 
set by the protection rules and regulations that need to be in order to maintain the 
insurance protection. Some of the most important requirements here include e.g. regular 
fire inspections and up to date emergency plans. 

The special considerations brought up in context of property insurance included the 
protection from damages occurring between signing and closing transactions and the 
different special requirements by foreign investors, such as volcano, earthquake and 
tornado policies. This issue gets highlighted especially in internationally operating 
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investment funds where the insurance coverage is acquired collectively on fund level, 
strictly driven by the requirements investors and lenders. However, it was mentioned that 
the kind of special policies can usually be acquired relatively easily also from the Finnish 
insurance companies. 

5.4.2 Liability Insurance 
Similarly to property insurance, also liability insurance was seen as basic policy that is 
automatically acquired and requires quite a little special considerations. As the major risks 
covered by the liability insurance, the interviewees mentioned different injuries and other 
personal damages that cause liability to third parties, such as tenants, personnel and 
visitors. Some examples that were mentioned here included slipping on ice, and damages 
related to snow removal from roofs, which may result surprisingly large liability claims 
(these kinds of risks are also tried to be managed by transferring responsibility and 
liability to service providers by contracts). Here, one should also remember that even 
though the insurance would cover the legal expenses, it does not remove the personal 
damages or the sentences that may be in some cases quite severe, and cause significant 
image risks (e.g. prosecution of negligent homicide to the chairman of the board of the real 
estate company). 

Another major consideration brought up were the maximum compensations. Here, 
foreign investors may sometimes require significantly higher maximum compensation 
limits than the ones that are traditionally available from Finnish insurance companies. 
Sometimes this issue can be solved by negotiating with the insurance company, but many 
investors prefer taking the liability insurance from a larger international insurance 
company that can offer a list price for more extensive protection (e.g. for the whole fund). 
In addition, the investors and lenders may also specifically require that the insurances will 
be taken from reputable international insurance company. Other special considerations 
mentioned by the interviewees included determining the insurance needs for complicated 
holding structures consisting of several different companies (i.e. how large overage is 
needed for each company) and partially owned properties (e.g. a joint venture), where it 
may be difficult to determine how the liability is distributed between the company and the 
shareholders. 

5.4.3 Interruption Insurance 

The interruption insurance basically secures the cash flow from the property, and its 
crucial importance was specifically highlighted by quite a few interviewees. Here, the 
practical risks mainly include the loss of rental income, but also the indirect costs from the 
interruption such as arranging temporary premises for the tenants, and termination of 
leases. One of the primary considerations with interruption insurance is the appropriate 
length of the interruption coverage. Here, the main question is, how long it can take to 
repair the property in usable condition and restore the cash flow back to the level prior the 
damage, which may vary quite a bit depending on e.g. extent of the damages, the size of 
the property and the vacancy after completion of the repairs. The default period is usually 
one year, but in some cases a longer period might be appropriate, but this usually requires 
further negotiations, at least with Finnish insurance companies. 



 

 

138 

5.4.4 Third Party Insurances 

Besides the insurances that the investors acquire to themselves and the property 
companies, also the insurances of contractual counterparties (i.e. third parties) such as the 
tenants, property managers and other service providers may have impacts to the business 
of a property investor. Most importantly, these insurances ensure that if a tenant or a 
service provider causes damages to the property, the resulted expenses will be 
compensated to the owner, if not by the liable party itself, then at least by its insurer. 
Thus, it is in owner’s interest to ensure that the tenants and service providers have 
appropriate insurance policies valid for their activities.  

According to the interviewees, the obligation to have valid insurances for the activities is 
basically a standard clause that is included in all contracts (e.g. lease, management and 
service contracts). In case of a more significant agreement, the owner may also check the 
validity of the insurance by viewing the insurance letter (fin. vakuutuskirja) or calling to 
the insurance company. With tenants, the insurances required basically include the 
business insurance covering the personal property of the tenant and the liability insurance 
covering the damages caused to third parties (e.g. the property owner). In general, the 
problems with tenants insurances were considered very rare. However, in case of triple net 
leases, the tenant may also be responsible for acquiring property insurance for the 
property, and here, the owner should check that the insurance acquired matches the 
requirements set by the investors and lenders (e.g. single tenant retail properties). In most 
net lease cases though, the policies are acquired by the owner and the tenant only pays the 
premiums. 

With service providers, the major insurances to check include mainly the liability 
insurance of the property manager and the construction contractors. In addition, another 
special case mentioned were the small local service providers, whose insurances may not 
always cover some of the more uncommon services provided, such as snow removal from 
roofs, which may cause significant to the roof and people.  

5.5 Monitoring and Reporting 
Once the risks related to a property have been identified in due diligence and appropriate 
risk management mechanisms have been set in place with contracts and insurances, the 
investor starts monitoring the property through different reporting channels in order to 
determine how the established risk management measures are working and whether any 
adjustments need to be made. Fundamentally, monitoring and reporting can be divided 
into (a) due diligence and analyses made during the acquisition phase, and (b) continuous 
operative monitoring during the holding period. Due diligence analyses have already been 
discussed quite extensively in the thesis (e.g. in 2.5.4 and 4.2), and here, we will focus 
mainly on monitoring operations during the holding period. However, it should be noted 
that the two types of analyses tend to involve quite a lot of overlaps, as it will be seen in 
later on.  

In practice, monitoring a property investment may involve various different documents 
and reports, including annual business plans, budgets, property managers’ monthly 
reports, rent rolls, portfolio calculations and management KPIs. Here, it is very important 
to point out that different kind of organizations such as institutional investors, real estate 
operating companies, close ended funds, and asset management companies, look things 
from very different angles and with different focuses, that has major impacts also on the 
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monitoring practices used. In addition, also different investment strategies set different 
kinds of requirements for monitoring. For example, funds applying core strategy 
principally invest only in low risk properties, with long leases and secure cash flows that 
require significantly less active risk management than added value and opportunistic 
funds who invest also in more risky assets that require a much more proactive approach to 
risk management.  

In the interviews, the monitoring was divided in four major categories: (1) operative 
reporting; (2) Tenants, Leases and Rent Roll Analysis; (3) budgets and cash flows and (4) 
portfolio monitoring. Based on the interviews, this categorization would appear to cover 
the applied reporting practises relatively well. Nevertheless, the documentation and 
practices used may vary significantly between different organizations and properties. In 
addition, monitoring and reporting often involves various IT systems, such as accounting, 
reporting, ERP and maintenance systems [fin. huoltokirja]. Therefore, the categorisation 
used here should not be considered comprehensive, but rather as an illustration of some of 
the major focus points in monitoring investment properties in commercial real estate asset 
management. 

5.5.1 Operative Reporting 

In most cases, the operative reporting revolves around a property report (fin. kohdekortti) 
that is updated on weekly, monthly or quarterly basis by the property manager. The report 
usually includes a list of major events on the property such as possible updates on the 
leasing situation, new leases, leave of tenants, repairs done, status of larger renovation 
projects, and possible deviations from the budget. Besides major events the report usually 
includes the monthly financial statement (P&L and BS) of the property company. 
Additionally, the report may also include some key figures on the property, such as 
vacancy, voids (i.e. the time that certain premises have been empty), lease maturities, 
OPEX, CAPEX, and NOI. 

The contents of property report are usually reviewed in regular meetings with the property 
manager in order to keep the owner or asset manager up-to-date on current situation on 
site, and implementation of the annual business plan. In the meetings, the asset manager 
can also ask specifying questions on the report and plan possible measures together with 
the manager. Another topics of these meetings include prevention of possible problems 
and identifying possible good practices that might be adopted in other properties as well. 
As discussed, leasing is often separated from the technical management to its own 
function with its own team that meets e.g. weekly to update the current leasing situation 
(see also 5.5.2). In general, the interviewees highlighted the importance of these live 
meetings as an irreplaceable part of property level monitoring and risk management. 

Technical monitoring was brought up by the interviews mostly in context of repairs and 
CAPEX. The consumption of different services and utilities such as heating, cooling, 
electricity, gas, water, and waste are in most cases monitored mainly by the technical 
manager unless something alarming occurs. Some interviewees also mentioned that they 
arrange separate meetings for discussing on energy consumption and waste management, 
in order to monitor the progress of different energy savings and recycling initiatives (e.g. 
green leases).  Here, it was mentioned that the energy consumption can vary quite a bit 
between different properties, and especially between different countries (due to e.g. 
different needs for heating and cooling, and energy prices).  
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In general, the technical issues were brought up by only few interviewees, which would 
imply that technical monitoring is usually mainly on the responsibility of technical 
manager, who reports the possible issues to asset manager as a part of periodic reports 
and meetings. In general, most of interviewees considered that technical risks are usually 
very well under control. In addition, it was mentioned that technical problems are usually 
relatively simple and straightforward to fix (e.g. repair or replace equipment), so they can 
be managed relatively easily when they appear. Nevertheless, it would appear that the 
technical issues are monitored mainly through budget and the major issues reported by 
the technical manager.  

The operative monitoring and reporting may also vary quite significantly depending on the 
type of the property, premises and leases. First of all, different types buildings tend to 
differ quite a lot in terms of construction, structures and technical systems. For example, a 
modern office complex with all the latest equipment has quite different needs for 
maintenance compared to an industrial warehouse that is basically a large box made of 
steel. Besides technology, major determinants for maintenance and management needs 
include the requirements of tenants. Here, different tenants may have very different 
expectations on individual services provided, quality of services and response time. Again, 
the tenants in high-end business park tend to have higher requirements in terms of 
amenities (e.g. cleaning, reception, catering) than e.g. industrial tenants. 

In addition, also type of the lease may have quite significant impacts on the on the 
monitoring and reporting. With triple net leases that are common in retail, industrial, and 
care sectors, the tenant is basically responsible for all OPEX, which means that the 
technical risks and cash flow risks related maintenance, repairs, and utilities (e.g. costs 
from repairs, and variation in consumption and price of energy) are contractually 
transferred to the tenant. As a result, the major risk factors that need to be monitored by 
the owner are basically limited to tenant, credit, maturity and vacancy risks. In addition, 
also technical management is on the responsibility of the tenant here, so the owner has no 
need to acquire separate property management. However, the owner still has the needs to 
supervise the activities on the property to ensure that the tenant is fulfilling its 
maintenance and repair obligations appropriately. Here the possible practices that may be 
used include regular on-site inspections and reviews of repair and maintenance records 
(e.g. by monitoring the maintenance related IT systems). 

5.5.2 Tenants, Leases and Rent Roll Analysis 

As discussed earlier, a rent roll is basically a spreadsheet that lists the attributes of all the 
premises and leases of a landlord. In practice, this is one of the most important and 
carefully monitored tools for analysing the state of the property owners primary business, 
leasing space. According to the interviewees, the primary function of monitoring tenants 
and leases is to manage tenant and vacancy risks. If these can be effectively controlled, 
also other figures will usually look good. Thus, the rent roll is basically the most closely 
monitored individual document in daily the work of an asset manager. 

According to the interviewees, most closely monitored issues in rent rolls usually include 
lease maturities, vacancies, rents (and other income), termination options (i.e. next break 
option), voids, tenant turnover, late payments and arrears. In addition, rent roll usually 
includes information on the tenant organization (e.g. credit rating, covenant), type of lease 
(e.g. gross, net, percentage), leased area, rent reviews (e.g. index used, review and effective 
dates), rent discounts, and warranties (or deposits). Additional information that may be 
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accounted in tenant and lease analysis may include tenant profiles and information of 
different renovations made for tenants (e.g. costs). It was also mentioned, that the 
importance of maturities is emphasised especially in the Finnish context, where most 
leases are fixed term. 

In essence, the underlying motivation for monitoring all this information is evaluating the 
current rent level, solvency of the tenants and the lease maturity (i.e. minimum length of 
the existing leases) that are the major variables determining the future rental cash flows. 
The most important risk factors that were highlighted by the interviewees here included, 
tenant risks, credit risks, termination or maturity risks, and finally, the cash flow and 
vacancy risks that may result from these. The information on premises, rental levels, rent 
reviews, on the other hand, were mentioned quite rarely, as these attributes seemed to be 
associated more on performance measurement than risk management. 

From risk management perspective, it is especially important to consider the possible 
impacts of different scenarios to the value and cash flows of the property. In practice, the 
most common scenarios that should be analysed include leave of different tenants that 
creates a need for finding a new tenant for the vacated premises. Here, the major 
consideration is the loss of rental cash flow during the void, but one should also account 
that leasing of the premises may require marketing, rent discounts (or rent free periods), 
and tenant improvements that all result additional expenses and loss of income. Besides 
income and cash flows, the interviewees also highlighted the importance tenants and 
leases from the perspective of value and liquidity of the property, as rent roll is basically 
the primary input in calculations used in both valuations and investment analyses (e.g. 
cash flow models). Thus, when considering a schedule possible exit, the best price can 
usually be realized, when the rent roll looks most attractive (i.e. low vacancy, high rent 
level and long maturities). 

According to the interviewees, the focus of tenant and lease analysis is usually on the 
tenants, who have leased large premises, or several premises in the portfolio (e.g. large 
companies or retail chains), and may thus have major impacts on the overall rental cash 
flow. Here, some major considerations include the total rents generated by the tenant and 
long-term prospects of the tenants business (which are also the primary variables in the 
covenant calculations made by the bank when assessing its credit risk for the loan given to 
the investor).  

When discussing the commonly applied risk management practices, the interviews also 
mentioned the importance of regular communication with the tenant. Here several 
interviewees brought up that, besides the communication happening trough the property 
manager, it is very important that the owner and asset manager maintain direct 
communication with the tenant, which has also been noticed to increase tenant 
satisfaction quite significantly. Another common practice mentioned was a credit check 
that can be made as a part of tenant qualification. In some cases, investors may require 
credit check to be done for all new tenants.  

Some interviewees also mentioned that the property managers’ reporting includes a 
separate report on late payments, arrears and credit losses. Here, it was mentioned that 
the investor should be quite strict with late payments and arrears. If concessions are given, 
there is usually a tendency for late payments arrears to increase over time. It was also 
mentioned, that in general sense, the rents tend to be one of the first payments that are 
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postponed in case of financial difficulties of a company, and thus they usually provide a 
quite good forward looking indicator for future difficulties with the tenants. 

One of the major challenges that were mentioned in context of tenant, lease and rent roll 
analysis was lags in updating the rent roll (e.g. notifications by tenants updates in leasing, 
and rent reviews). In addition, it might sometimes be difficult to interpret what different 
notations in the rent roll were supposed to mean (e.g. rent reviews, maturity dates and 
termination options). In some cases, it may even be possible that the rent roll does not 
fully correspond with the actual contracts. Additionally, also market rents and rent levels 
should not be taken as given, as they may involve various assumptions and adjustments 
(e.g. a high rent per sqm negotiated with a rent free period). Moreover, also checking the 
calculations of rented and rentable areas, and the fees for the common areas, services and 
equipment (fin. jyvitys), may sometimes be quite challenging. Another point brought up 
was that when estimating voids and vacancy risks, also location is a major variable. In 
good locations, the premises are usually quite easy to lease, voids are short and needs for 
concessions are rare, and thus also vacancy risk is significantly smaller than in more 
remote locations and properties with specified use, that have very few prospects and 
leasing is usually much more difficult and consumes more time and resources. 

5.5.3 Budgets and Cash Flows 

Though operations and tenants are essential part of the business, sooner or later, the focus 
of the asset manager will turn into cash flows. Here, the major tools include ledgers, 
financial statements (P&L and BS), budgets and cash flow calculations. However, also 
these analyses are closely linked to rent rolls and annual business plans. In essence, the 
information used in cash flow analysis comes from accounting, where the different 
payments made and received during the accounting period (e.g. a calendar or fiscal year) 
are recorded into different (internal) P&L and BS accounts (i.e. ledger, chart of accounts). 
For the financial statement, these internal accounts need to be structured into official P&L 
and BS accounts determined by the applicable laws and regulations on accounting and 
financial statements (in Finland, e.g. KPL 1336/1997 and KPA 1339/1997). Here, it should 
be noted that the internal accounts used may differ between organizations and be changed 
from time to time. In Finland, the financial statements of real estate companies are 
obligated follow a specific format (KPA 1339/1997, 1:4§, fin. kiinteistökaava) that was 
mentioned to provide a relatively accurate overall picture of the cash flows of a real estate 
company. According to the interviewees, the monthly financial statements are usually 
attached on the property report and gone trough together with the property manager on a 
monthly basis to identify possible trends and developments in different items.  

A budget is basically a plan or forecast on the future cash flows. It is usually created as a 
part of an annual business plan that includes the different scheduled activities (e.g. 
renovations) and targets (e.g. maximum vacancy level) for the coming year. In the budget, 
cash flows are not usually considered on the level of individual (internal or external) 
accounts, but in larger groups to make the budgets easier to read, analyse and compare. 
According to the interviews, the budgets are usually drawn monthly basis. In most cases, 
the asset manager creates budget estimation for the coming year based on the previous 
budget, while composing the annual business plan (i.e. annual budgeting). Another 
common practice is to use rolling budgeting, where the budget estimation is extended for 
on period after each period is revised, so that the budget forecast will always cover the 
next twelve months in every point of the year (e.g. forecast for Q1/2016 is released when 
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Q1/2015 is reviewed). However, several interviewees pointed out that budgeting is a living 
process and the original budget estimations are often updated in periodic review sessions 
(e.g. monthly or quarterly meetings) or as soon as new information comes available. In 
addition, it was mentioned that budgeting usually has several different levels that need to 
communicate with each other. For example, property level budget estimations are 
aggregated into portfolio level budget estimates that may be combined with other budgets 
to form a corporate level budget. On the other hand, the corporate budget determines the 
available funds for portfolio and property level budgets, so the communication works both 
ways (i.e. top-down and bottom-up). 

Budget monitoring, on the other hand, basically involves reviewing the actual cash flows 
(from accounting) with the budget estimations in order to determine whether the 
operations are going as planned. According to the interviews, the budget monitoring 
usually revolves around regular prescheduled reviews that are held on monthly or 
quarterly basis. The focus of the analysis is usually mainly on ensuring that the cash flows 
stay within expected tolerance limits and identifying the reasons for possible deviations. 
Several interviews specifically mentioned that they prefer quite strict or lean budgets that 
do not involve any predetermined risk buffers or contingencies. In practice, this will result 
stricter tolerance limits, ensuring that also smaller deviations will come to the attention of 
the asset manager and will be reacted to, but also more workload for the asset manager. 
Sometimes the budget monitoring may also involve sensitivity and scenario analyses for 
estimating the possible impacts of different changes in variables and assumptions.  In 
general though, most interviewees considered that regular budget reviews and monitoring 
deviations usually leads to very good results (i.e. small deviation from forecasts), at least if 
the budget estimates are updated frequently enough. 

Besides the budget, the interviewees also highlighted the importance of cash flow models 
and valuation statements as a part of financial monitoring. Here, the major difference 
between cash flow calculations and budget was that the cash flow calculations involved 
also the fund level costs (e.g. professional fees, taxes, and loan and capital repayments) 
and covered the whole investment period, whereas budget was used mainly for monitoring 
a property company. In terms of valuation, on the other hand, funds are usually required 
by the investors and lenders to update their valuation statements (by an external 
appraiser) regularly on e.g. quarterly, semi-annual on annual basis. Besides, keeping the 
financiers satisfied, the valuations statement usually provides an external reference 
opinion for the in-house cash flow estimations (e.g. the budget). 

According to the interviewees, the most significant budget items include rents, recoverable 
expenses, OPEX (e.g. utilities, maintenance and repairs), CAPEX (e.g. renovations and 
tenant improvements), land rent and taxes. However, taxes, land rents and OPEX costs 
can be usually forecasted quite accurately beforehand. Thus, the major variations (and 
also risks) are usually related to CAPEX works such as tenant improvements and larger 
renovations related to e.g. roof, facade and plumbing, that may involve lengthy and 
expensive construction projects. In addition, it was mentioned that different professional 
fees (e.g. auditing, legal, asset and property management, and valuations) can be 
sometimes surprisingly high, at least in annual terms and portfolio level. 

The most important risk factors in budgets and cash flows included tenant risks, credit 
risks, vacancy, OPEX, CAPEX, financial risks, market risks, location risks, and exit and 
liquidity risks. Here, the most significant budget deviations and surprises are usually 
related to different CAPEX works, where accurate estimations are very difficult to give 
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before having a closer look into the structures (by e.g. opening the walls). Also OPEX can 
involve surprises, but these are usually quite small. However, on the first year, accurate 
estimation of OPEX can be a bit more difficult as no previous data exists. Another special 
case mentioned was snow removal that may cause significant unusual costs, especially 
when managing larger property portfolios. Moreover, it was brought up that sometimes, 
systematic increases in different costs (e.g. rise of energy prices) can be difficult to predict 
accurately. In general though, the budget estimations were mentioned to be relatively 
accurate and risks are usually quite small. It was also mentioned that the major risks in 
budgeting are not actually related to the budgeting itself, but rather on the conflict 
resolution terms in contracts, and the terms of the finance used for fixing the surprises.  

Other possible challenges brought up by the interviewees included write-downs in book 
value of assets and situations where the asset manager needs to coordinate between 
several different balance sheets that each have their own budgeting rules. In addition, it 
was also mentioned that the level of budget supervision and control might slightly vary 
between different funds, depending on the attitude of investors and their trust on the 
abilities of fund management. Sometimes, all major expenses are separately reviewed by 
the board, while in other cases the board is trusting managers judgment in all but major 
strategic decisions. In general though, it would appear that the budget discipline has 
clearly increased after the financial crisis, which was also confirmed by several 
interviewees. 

5.5.4 Portfolio Monitoring 
On the portfolio level, reports on different properties are collected together in order to 
determine the overall performance of the portfolio. Here, the property level operative 
reporting, rent rolls and budgets are combined with the data on valuations and financing 
(e.g. loans and repayments) in order to keep track the different return metrics and other 
performance indicators, and to satisfy the different reporting requirements by the 
investors, lenders and authorities (e.g. tax and financial supervisory).  

Based on the interviews, the primary issues monitored on the portfolio level include 
returns, asset value, loans, and major events in the portfolio. In terms of returns, the key 
variables include rents, recoverable expenses, OPEX and taxes determining the NOI, and 
CAPEX, professional fees, loan repayments impacting the final NCF. These figures are 
used to calculate indicators such as IRR (internal rate of return), ROE (return on equity), 
and yields, of which the IRR is usually the one that is most closely monitored. In some 
cases, the return may also be divided into income and appreciation components (i.e. 
partitioning the IRR). Asset values, on the other hand, are monitored by gross and net 
asset value (GAV and NAV). Here, GAV indicates the total market value of the assets 
under management (AUM) determined by the latest valuation statements of the 
properties, and NAV the AUM less liabilities (e.g. loans) representing the market 
capitalization (i.e. market cap) of the vehicle (e.g. fund). 

Another major function of the portfolio monitoring, especially in funds, is to keep the 
investors and lenders up-to-date and satisfied. Here, the return and value metrics are also 
closely tied with the financial considerations, such as covenant terms of the financing 
agreements (e.g. loans). In terms of finance, some of the major figures (e.g. covenant 
metrics) that need to be monitored include loan-to-value ratio (LTV) and debt service 
coverage ratio (DSCR). As the name indicates, LTV represents the ratio between the 
outstanding debts and the asset value, which is used to estimate the leverage and 
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sufficiency of collaterals (similarly to debt ratio). DSCR on the other hand, represents the 
ratio between the NOI and the debt service payments, which is used to estimate the 
lenders ability to cover its debt payments. Other important variables in covenant 
considerations include vacancy, rental levels and estimated rental value (ERV), and data 
on tenants that can be used to evaluate covenant strength of tenants and leases (i.e. 
underwriting). 

In addition to the performance metrics, the portfolio monitoring also involves keeping 
track of the future prospects and the major events in the portfolio. Here, the major events 
may include for example, progress of construction and renovation projects, new leases, 
lease notifications and terminations, pending due diligence, acquisitions and divestments. 
In addition, the portfolio allocations and assets are constantly reflected with different 
trends and developments in the market, such as supply and demand (both investor and 
tenant) for different types of properties and premises, in order to estimate e.g. future 
rents, required leasing efforts and liquidity. One of the major considerations here is to try 
to forecast whether the markets will be moving into a direction, where certain types of 
properties would be difficult to sell or lease, so that the exit from these types of properties 
can be made before the drop in demand will be reflected into property value and the sales 
prices. 

In addition, the monitoring on the higher organisational levels (e.g. fund or corporate 
levels), may involve the different reporting requirements set for different vehicles (e.g. 
listed companies or AIFs) by the different regulators and other parties (tax and financial 
authorities, ESMA, GRI and INREV). In some cases, the monitoring may also involve 
corporate responsibility, sustainability and environmental issues (e.g. GRESB or LEED). 
In practical terms, the monitoring can be arranged in various ways. Some use specialized 
software solutions, whereas in other places the same functions are organized with 
different kinds of self made spreadsheet based solutions such as DCFs, master schedules 
or underwriting models. 

According to the interviewees, the most important risk factors on the portfolio level 
include market risks, vacancy risks, maturity risks, tenant risks, credit risks, cash flow 
risks, and exit and liquidity risks. In addition, several interviewees also highlighted the 
importance of financial risk that is related to possible difficulties in refinancing the 
portfolio, properties and leases, and the financing terms available. Another, important 
issue brought up was the continuous fulfilment of the covenant terms of the financing 
agreements (e.g. loans), that may be referred to as covenant risk. Here, one possible 
practical issue may be that as a result of drop in cash flows, also the valuations drop, and 
drop the collateral value below a minimum threshold determined in the financing 
agreement. This in turn, can be classified as contractual breach that authorizes the lender 
to initiate collection procedures that may involve compulsory liquidation of one or several 
of the properties. In general, a moderate leverage, such as 50% LTV, can withstand even 
some more severe problems, but the LTVs of over 70% that were managed to be acquired 
before the financial crisis, cannot tolerate virtually any problems (see also 5.1.2). This 
issue (that can be referred to as valuation risk), has in some extreme cases lead into quite 
curious practices, where the valuations are tried to be kept up artificially by not leasing the 
premises below an inflated ERV rate (empty space is often valued according to ERV rate), 
compromising the actual rental cash flow, in order to meet the covenant terms.  

Moreover, it was pointed out that in general the property investments tend to involve a 
certain type of multiplier mechanism, where the increases in rental cash flows reflect to 
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valuations, which in turn affect the book value of the assets. Thus, the investor and the 
asset manager have an exceptional opportunity to affect the value of investment with 
proactive efforts, opposed to e.g. the stock market, where the price will come as given from 
the market. 

5.6 Other Considerations 
In addition, to the pre-planned topics and issues, the interviews also involved quite a lot of 
free discussion around the primary topics. Some of the most important considerations 
brought up will be discussed below. 

5.6.1 Perspectives to Risk Management 
A key point that was brought up by several interviewees was the crucial importance of 
considering different types of owners and investment strategies while discussing on risk 
management. For example, institutional investors, listed real estate operating companies, 
and real estate funds have very different perspectives on the overall investment activities 
(e.g. holding period, preferred property types, risk tolerance). These considerations affect 
various different things on the activities, many of which also have direct or indirect 
impacts on risk management practices applied. For example, a longer holding period (say 
10+ years) requires considering the tenant demand and adaptability of the property in 
significantly longer term than a short hold (say 1-3 years), where very few changes can be 
accomplished. Moreover, also risk tolerance of the investment strategy has quite a few 
implications on the risk management. In the most risk aversive core strategies, nothing 
but highly secure and risk free investments (i.e. newish buildings, reputable tenants and 
long leases) can be even considered for investment. Here, the major focus of risk 
management is in careful and in-depth due diligence, in order to ensure that there will as 
few risks as possible. Added-value and opportunistic strategies on the other hand, allow 
investing in more risky properties in hope off higher returns, and thus require more active 
approach to risk management during the holding period. 

Additionally, the perspectives to risk management can also vary between different roles. 
For example, a fund manager (i.e. CEO of the fund) usually has his/her hands full with the 
fund level issues, such as the overall performance of the fund, financing considerations, 
regulatory obligations and maintaining the lender and investor relations, and thus 
considers the risks mainly from perspective of the fund and its overall investment 
performance. Technical and property managers on the other hand, are specifically hired to 
take care of the property level issues, and thus consider the risk from far more practical 
and hands-on perspective (e.g. technical faults, tenants problems and arrears). Asset 
manager’s role in this setting is to operate as a sort of a middleman between the property 
and fund management, administrating the investment properties with economic and 
financial focus. This involves mainly managing transactions, leases, renovations, 
improvements and other strategic considerations (e.g. business plan) related to the cash 
flows of the property i.e. manage the financial value of individual property investments. 
Due to the different perspectives, each role also looks at different pieces in the puzzle i.e. 
different measures and figures. Thus, also overall risk management framework is 
challenging to comprehend if looking things only from only perspective. 

In general, the interviewees considered that different risks are relatively well in control. 
Technical risks are in most cases managed by the technical manager, and if a problem 
occurs, the technical manager can in most cases fix the issue quite easily, an the asset 
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managers role is mainly to check and approve the measures proposed. Thus for the asset 
manager, the major technical considerations relate to planning, timing and budgeting 
major renovations and tenant improvements involving CAPEX, that can be thought of 
more as a strategic issue than risk management. Insurances usually quite strictly regulated 
from the corporate level or externally (by e.g. lenders and investors), so asset manager has 
very little freedom to affect these issues, but rather acquires and maintains the given 
insurance coverage in order, often with support of an external insurance broker. Financial 
risks are usually managed on fund or corporate level managing the lending and financial 
considerations (e.g. hedging and interest rate swaps). Thus, the most important risks 
usually left on the domain of an asset manager are related more or less to tenant, vacancy, 
location and market risks. However, market risks can be considered to be somewhat same 
to all parties (i.e. systematic), and thus, the management of unsystematic risks focuses 
mainly on managing tenant, vacancy, and location risks to leverage the cash flow from the 
property. 

5.6.2 Risk Management for Property Investments 

The deliberate risk management process in a property investment can be considered to 
begin with a mapping of the relevant risks when the investor starts to look for a suitable 
property. For this purpose, many investors have a standardized procurement model or 
guidelines that determines the preliminary requirements for a suitable property (e.g. type, 
location, size, value, tenants). These guidelines are used to qualify and rate available 
properties (i.e. investment memorandums) in order to identify the ones that might be 
worth closer assessment. If interested on a certain property, the investor may carry out 
preliminary due diligence on the investment. If the results of the preliminary due diligence 
indicate that the investment matches the criteria of the investor the investment is sent for 
investment board for approval.  

If the investment is approved, transaction procedures can be set in motion. Once the 
approval is received, the investor can enter into a preliminary agreement in order to 
conduct further due diligence. After the results of the due diligence have been reviewed, 
the actual sales negotiations (where the final price and terms are decided) can begin. The 
negotiations and closing the transaction involve finalizing the transaction documents for 
signing, agreeing on the payment, registering the transaction (to receive the title), and 
preparations for the transfer of control including arrangements related to management, 
leases, insurances and accounts. In terms of management, the purchaser (i.e. new owner 
of the property) can continue by signing a management agreement with the existing 
property (or technical) manager or hiring a new manager. If the manager is changed, there 
will be a period for transfer of responsibilities, while the property has basically two 
different managers. This period was mentioned to involve quite a lot of work and 
expenses, and thus some interviewees usually avoided it, if there had not been any 
problems with the existing manager. On the other hand, several interviewees have formed 
extensive partnerships with a single property (or technical) management provider, to 
streamline their service provider network and unify the management practices, and have 
thus changed all property management contracts under same property management 
company. In this kind of cases, the new property can also be amended into a larger 
framework agreement (fin. puitesopimus). Whichever the case, at least some contractual 
revision is required. Transferring the management also involves organizing the 
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appropriate bank accounts for collecting rents and deposits, and paying the different 
expenses. 

Organizing insurances works also quite similarly to the management contracts. Many 
investors have a larger framework agreement with one or several insurance companies 
that cover all the properties in their portfolio, which is updated or amended to cover also 
the new property acquired. In some cases however, a separate insurance agreement can be 
entered, for example if any special policies are required. Here, a special issue that was 
brought up by couple of interviewees was insurance coverage of the property between 
signing and closing the transaction, where uncertainties may arise on the liabilities, if an 
incident occurs. On the leasing and tenant side, the new owner has to establish the 
landlord-tenant relationships with the new tenants that includes determining the payment 
of rents and other fees, and communication channels between the owner, tenant and 
service providers such as the manager, so that the tenants can start paying rent to the new 
owner and using the different services provided. Once the appropriate transfer 
arrangements have been finalized the owner can start running and operating the property 
according to the developed business plan and risk management strategy. 

5.6.3 Development in Risk Management After the Financial Crisis 

Several interviewees noted that the attitudes on risk management in real estate have gone 
trough a quite significant change since the 2007 subprime mortgage crisis and the 
following credit crunch. Most importantly the supervision, regulation, and reporting 
related to risk management have constantly increased. In the end however, the new 
requirements (such as the AIFMD) have not brought much new to the methods and 
practices applied in risk management, but rather just an increased the need for systematic 
reporting and the workload related. 

In the Finnish context, the risk management was mentioned to have become clearly more 
professionalised, that has been supported especially by implementation of international 
terminology and standards, which has made the risk management much more systematic 
and carefully planned. Some significant developments include for example new methods 
for estimating profitability, and threshold metrics for viability, that enable more versatile 
analysis of viability and profitability of different projects. In addition, it was mentioned 
that the trend for securitisation has enabled new practices for comparing real estate 
investments in relation to other instruments (e.g. using the price of a corporate bond of a 
large tenant to estimate the implied risk of its business) 

In general however, the fundamental risks and the principles of risk management have 
remained relatively unchanged. In essence, the evaluation of risks basically revolves 
around estimating the probabilities for different events and their possible impacts on the 
property investment. Generally, many of the risks can also be minimised quite effectively 
by just complying all the applicable rules and regulations (i.e. going by the book). As a 
result, the practical success of risk management will usually come down to the investor’s 
(or asset manager’s) skill in anticipating different risks and having an eye for different 
markets and specific investment targets.  
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6 Results 
This chapter presents the primary results of the explorative study conducted. In practice 
this involves drawing up the findings the literature review (chapter 2), document analysis 
(chapter 4), and the thematic interviews conducted (chapter 5), and presenting answers to 
the three research questions of the study (introduced in 1.3): 

I) What are the major unsystematic risks in property investments from the 
perspective of a real estate asset manager in the Finnish real estate industry, 

II) What are the primary tools and practices that a real estate asset manager can 
apply for managing unsystematic risks in property investments in the Finnish real 
estate industry, and 

III) What are the key challenges for a real estate asset manager in managing 
unsystematic risks in property investments in the Finnish real estate industry? 

The answers to these three questions will be presented in the following sections. 

6.1 The Major Unsystematic Risks in Real Estate Asset Management 
The major unsystematic risk factors in property investments and asset management 
typically revolve around, the micro location of the property, investor and tenant demand 
for the premises, the current tenants, rental cash flow, vacancy, renovations, financing, 
juridical responsibility, liability, liquidity and exit. In practice, these issues involve a wide 
variety of practical considerations and risks that have been discussed in this thesis. In 
general though, most of the issues discussed can be linked to one these underlying issues, 
one way or another. 

In transaction due diligence, the major unsystematic risk factors that should be carefully 
analysed include location, planning, tenants, CAPEX, health and safety issues, site 
contamination, and non-compliance to different legal and regulatory requirements. In 
lease, management and service contracts, the key risks involve unclear determination of 
rents, compensations, responsibilities and termination options. In tenant relations, also 
lack of direct communication appears to decrease tenant satisfaction. With technical 
manager and service providers the major risks are usually related to miscommunication, 
personnel, service quality and reporting. 

The primary risks that can be managed with insurance policies include fire, leaks, liability 
and loss of income in case of business interruption. Smaller risks such as technical 
damages on the other hand tend to fall outside the insurance coverage (due to e.g. high 
deductibles) and thus, these risks will usually remain on the responsibility of the owner of 
the property. Moreover, also problems in the insurance coverage of tenants, manager and 
service providers may expose investor to a risk of uncompensated liabilities. 

In monitoring and reporting, the primary risks factors that should be kept track on include 
tenant risks, credit risks (e.g. arrears), maturity risks (e.g. early terminations), cash flow 
risks, CAPEX, and market risks that may significantly impact the returns (i.e. IRR), 
liquidity and exit price of the investment. In practice, the issues listed include wide variety 
of practical considerations that are presented in Table 73, listed under the practical 
contexts where these issues are primarily dealt with. Here, the issues that were considered 
to involve major unsystematic risks by the interviewees are marked with bold formatting. 
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Table 73 - Unsystematic Risks in Property Investments 

Unsystematic Risks in Property Investments 
Area Key Risk Factors 
Market Due 
Diligence 

Market risks, laws, regulations, currency, taxation 

Commercial  
Due Diligence 

Location, area, planning, tenants, cash flows, OPEX, CAPEX, NOI, 
NCF, IRR, timing, development potential, liquidation, exit dynamics, 
covenants 

Tenant Due 
Diligence 

Tenant risks, credit risk, rents and other fees, cash flows, covenant, 
terms in existing leases, termination clauses, tenant’s business 
prospects 

Financial Due 
Diligence 

Financial statements, vehicle structure, rents, frauds, taxes, NOI 
check 

Legal Due 
Diligence 

Title, deed, lease agreements, contractual rights and responsibilities, 
pending issues, conflicts with laws, regulation and planning, 
taxation, disclosure, compliance 

Technical Due 
Diligence 

Structures, building technology, faults and defects, required repairs, 
repair costs, health and safety, indoor air quality, required 
CAPEX, conflicts with regulations, long term repair plan, regulatory 
inspections, public image 

Environmental 
Due Diligence 

Site, contamination, pollution, health and safety, liabilities, and public 
image 

Lease  
Agreements 

Tenants, rents and other fees, recoverable expenses, termination 
clauses, credit risks, cash flow risks, renovations, cost increases, 
maintenance, repairs, responsibilities, problematic terms and clauses, 
rent deposits, warranties, legal and juridical conflicts, conflicts with 
regulations. 

Management  
and Service 
Contracts 

Services provided, business plan, leasing, tenant relations, rent 
collection, communication, reporting, insurances, managers duties, 
personnel, management risk, strategic risk, information risk, 
quality risk, compliance / conflicts with regulations, subcontracting, 
construction, cash flow risk, frauds, health and safety, IT systems 

Property  
Insurance 

Damages to structures and building technology, fire, storm, leaks, 
natural disasters, vandalism, theft, repair and replacement costs 

Liability  
Insurance 

Injuries, health hazards, liability to 3rd parties (e.g. tenants, personnel, 
and visitors), liability risk 

Interruption 
Insurance 

Interruption to business, loss of rents and other income, relocating 
tenants, indirect costs, lease termination, vacancy 

3rd party 
insurance 

Managers coverage, tenants coverage, contractors coverage, inability to 
cover liabilities, conflicts with regulations, liability risk 

Budget and  
Cash Flows 

Rents and other fees, recoverable expenses, OPEX, CAPEX, increases 
in costs, cash flow risks, tenant risk, vacancy risk, maintenance, repairs, 
taxation, land rent 

Rent Roll Tenants, covenants, rental area, lease types, maturities, renewal, break 
options, rents, tenants, credit risk, arrears, vacancy, termination, 
lease terms 

Portfolio 
Monitoring 

Vacancy, maturity, loan payments, LTV, valuation, management fees, 
leasing, professional fees, NOI, NCF, IRR, ROE, yield, GAV, NAV, market 
risks, location risk, tenant risks, vacancy risk, credit risks, cash flow 
risks, exit and liquidity risks, strategic risk, industry risks (tenants), 
financing risk (refinancing), covenants 
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6.2 The Primary Risk Management Tools and Practices  
The primary risk management tools and practices available for a real estate asset manager 
for managing the unsystematic risks include investment strategy, due diligence, business 
plan, insurance policies, lease agreements, management and service contracts, budgeting, 
rent roll analysis, regular meetings with the technical manager and leasing team, and 
monitoring selected portfolio performance and covenant metrics. 

The selected investment strategy defines e.g. the general risk profile and criteria of an 
investor that determine the types of investments and risks that are acceptable for the 
investor in the first place. The property specific considerations start from a careful due 
diligence that basically forms the foundation for the property level risk management. In 
essence, due diligence allows the investor to identify the major unsystematic risk factors 
related to the property (see 6.1) so it can be determined whether these risks are acceptable 
(considering the pricing and expected returns), and whether they can be sufficiently 
managed with reasonable efforts and costs. If the investor decides to accept the risks and 
make the investment (i.e. to underwrite the risks associated), an appropriate management 
strategy and risk management measures will be designed when drawing up a business 
plan for the property. 

In practice, the available risk management measures involve insurance policies, contract 
terms, business plan, and monitoring. Insurance policies are basically acquired to cover 
certain unexpected problems that are difficult to anticipate and may have costly 
implications for the business. Though insurance can save the day in many occasions, they 
also set various requirements for the property owner and manager. The associated 
limitations, protection rules, and reductions, can also limit the insurance coverage quite 
significantly and decrease the effectiveness of the risk transfer in many cases, and thus 
they should be read trough carefully to understand what do the insurance policies actually 
cover and what do they not. Matching the requirements of the insurance can thus involve 
a lot of effort, but on the other hand, implementing the risk mitigation and safety practices 
involved, also helps the insured to mitigate and avoid many risks. However, the policies 
acquired are in most cases determined by investors, lenders and corporate policies, so the 
asset manager usually has quite limited influence here. Thus, the major tools and practices 
that an asset manager can use to influence the unsystematic risks related to a specific 
property are limited to contracts, annual business plan and monitoring the operations on 
site trough rent roll, budget and meetings with tenants, manager and staff.   

Lease agreements allow asset manager to transfer and mitigate certain risks by e.g. 
transferring responsibilities (and costs) to the tenants, demanding deposits and 
warranties, and setting rules and restrictions. The same contractual practices are available 
also for management and service contracts, but here also quality, personnel, 
communication and reporting can be facilitated by e.g. setting clear written guidelines for 
these issues in the contract.  As a general rule, all relevant issues should be clearly 
addressed in the contract to avoid possibilities for arguments. Here, one highly 
recommended practice is to use a table for dividing the different responsibilities between 
the contractual parties (e.g. between the landlord and the tenant, or between the owner 
and the property manager). 

Once insurances, leases and required services are in order, it is time to implement the 
designed management strategy for the property, so that the business can achieve the 
targets set by the owner (e.g. predictable returns). Here, the annual business plan 



 

 

152 

determines the goals, strategy and available resources (i.e. budget) for implementing the 
strategy. The rent roll, budget and meetings, on the other hand, allow the asset manager to 
monitor the performance, act on the possible issues and design measures in order to 
improve the existing risk management practices, that can then be implemented in 
cooperation with the property manager, service providers, tenants and other stakeholders. 
Here it should be noted that, continuous monitoring and evaluation of the existing risk 
management practices is very important even if no issues were noticed, so that the risk 
management strategy can adapt to the constantly changing needs and risks related to the 
specific property investment. 

6.3 The Key Challenges in Management of Unsystematic Risks 
Some the major practical challenges in management of unsystematic risks in real estate 
asset management that were identified in the study include: 

- Accurately identifying risks during due diligence investigations; 

- Determining and communicating the desired focus and scope for outsourced due 
diligence investigations to the external service provider (e.g. a technical consultant); 

- Determining and agreeing on the impacts that different identified risks should have on 
the pricing of an investment property: 

- Anticipating issues in rental cash flows with tenant and rent roll analysis; 

- Ensuring the satisfactory service quality and reporting with the technical manager and 
service providers; 

- Maintaining continuous communication with tenants to ensure tenant satisfaction; 

- Monitoring that tenants with triple net leases maintain and repair the premises 
appropriately during their leases; 

- Accurately estimating and budgeting cash flows to avoid surprising needs for 
additional funding; 

- Ensuring continuous compliance to appropriate laws and regulations; and 

- Analysing the markets in order to anticipate future changes in tenant demand and 
liquidity to be able to prepare and respond for arising issues in time (by e.g. developing 
or selling the property). 

Naturally, the list presented is by no means exclusive, and property investments and the 
work of an asset manager can involve also quite a few other challenges. However, the 
issues listed highlight some of the key issues that the real estate asset managers consider 
currently challenging to deal with. 

In addition, some general level issues in risk management that were identified in the 
literature review (see 2.1.6) include: 

- Lack of up to date knowledge on the different available risk management practices 
among the senior management; 

- Lack in availability of reliable and accurate information on different risks (e.g. risk 
factors, probabilities and impacts); 

- Complex dependencies and connections between different risks and opportunities; 
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- Trust on personal experience and judgement, and questioning the value of theoretical 
methods developed by academia; 

Based on the interviews, it would appear that these issues presented in the literature 
would hold at least somewhat true also in the management of unsystematic risks in real 
estate asset management. First of all, it is usually quite difficult to acquire reliable and 
accurate information on unsystematic risks related to individual property investments. In 
practice, this is one the main purposes for the need of case specific due diligence in real 
estate investments. In addition, unsystematic risks are case specific by nature, which 
makes applying generic risk management methods and comparison of these risks quite 
difficult, and necessitates quite strong reliance on practical methods, experience and 
personal judgement. In addition, also dependencies and connections between different 
risks often complicate accurate evaluation or different risks and their impacts (e.g. 
possible domino effects). Thus, it would appear that the also generic risk management 
challenges proposed by the literature would indeed exist, at least in the practical context of 
real estate asset management. 
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7 Discussion 
So far the thesis has covered the topic of management of unsystematic risks in commercial 
real estate asset management by: 

- Reviewing the different perspectives presented in the literature, 

- Analysing actual documents used in commercial real estate asset management 

- Reviewing perspectives of different professionals involved in the commercial real 
estate asset management industry in Finland (thematic interviewees), and  

- Presenting answers to the research questions.  

Next, it is now time to get bit deeper into a few additional considerations related to the 
topic. These involve some issues arisen during the literature review, such as different side 
notes, conflicts and open questions that do not directly relate to the research questions but 
were still considered noteworthy. The comments presented here are drawn primarily from 
personal judgments made based on the literature review (chapter 2), document analysis 
(chapter 4) and the thematic interviews (chapter 5). 

7.1 Evaluation of the Research Strategy and Methods 
The principal aim of the study was to review available tools and practices for management 
of unsystematic risks in commercial real estate asset management, in order to identify the 
most important risk factors and considerations involved (see section 1.1). The selected 
research approach and strategy (see chapter 3) involved of three major components: 

1) Literature review, studying the theoretic background for risk management and real 
estate asset management; 

2) Document analysis, studying the practical documentation used in real estate asset 
management; and 

3) Thematic interviews, gathering professional insights on risks and risk management 
practices applied in real estate asset management. 

In retrospect, the utilised strategy was considered to work relatively well. First, the 
literature review introduced the concepts, tools and considerations that were necessary for 
understanding the context and purpose, where management of unsystematic risks was 
studied. Next, the document analysis introduced some practical tools that are available for 
asset managers for management of unsystematic risks. Finally, the thematic interviews 
were used to identify the major considerations and challenges faced in the practical 
context, in order to validate and build on the results of the literature and document 
review. As a result the findings managed to combine theory, recorded practises, and 
professional insights on the topic, providing a multifaceted coverage on the topic studied. 

As discussed in the methodology section, very little previous research directly related to 
the topic was found in the literature review. Thus the study ended up being quite 
explorative and ad hoc by nature, and the selected methods quite freely. In addition, the 
samples in each method were quite limited. The literature review utilised mainly textbooks 
that reviewed topics on rather superficial level. However, as the purpose of the review was 
primarily to introduce the context of the thesis and not go deeper into individual concepts 
and methods, this was not considered an issue. However in the document analysis, the 
limited sample might have compromised results more significantly. Here, the number of 
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documents analysed was in most cases very limited (e.g. only one or two documents), and 
the results should not be considered representative or suitable for drawing any widely 
applicable conclusions. Nevertheless, even the limited sample managed to bring up quite a 
few important practical considerations that provided valuable support for focusing the 
thematic interviews into some key issues that are important from the practical 
perspective, that could have not been recognised only based on the literature.  

Also the thematic interviews were conducted quite freely, without strict concern on being 
too systematic and methodologically rigorous. This can naturally be considered to 
compromise the results, but as no quantitative analysis was drawn from the interviews, 
this was not considered an issue, as qualitative results are much more difficult to misuse 
than figures that an unwary user can just take out of context. On the other hand, in this 
particular context, the free approach was considered to involve rather significant benefits. 
The free approach allowed adjusting the scope and focus of the different interviews into 
different topics, based on the expertise of each interviewee, which allowed extracting more 
detailed insights from topics that would have been covered rather superficially, if the 
scope and focus would have exactly the same for all interviewees. Thus, even though it 
might have slightly compromised the methodological integrity of the study, the approach 
was considered to serve the purpose of this particular explorative study quite well. 
Nevertheless, it should be kept in mind that the free implementation approach utilised will 
naturally make the study much more difficult to repeat, if such an attempt was ever to be 
made. 

7.2 Evaluation of the Findings and their Reliability 
Some of the criticism presented on the previous section, in context of methodology is also 
applicable to the findings of the study. As the samples in each method were quite limited, 
the results should not be used to draw any widely applicable generalisations or 
conclusions. Or in other words, one should be very careful in applying the results outside 
the context of management of unsystematic risks in commercial real estate asset 
management industry in Finland (e.g. different markets with different legislation and 
regulations). 

In this context however, the findings are considered to be rather reliable, even though the 
document and interviewee samples were quite limited. The interview sample (including 
the pre-study) managed to cover a major part of the Finnish commercial real estate asset 
management market (combined AUM of over 10 € billion that represents over 20% of the 
whole Finnish property investment market including residential market; figures according 
to KTI 2014). However, it should be noted that unfortunately, the sample did not include 
all the major organisations in the market, as few significant organisations did not reply for 
the interview request. Nevertheless, as the interview sample included all the major 
investor types in the Finnish commercial real estate asset management industry, the 
findings should be quite reliable, at least within the specified context.  

In addition, the wide coverage of the interview sample can also be considered to fill some 
of the gaps caused by the limited sample in the document analysis, as the results were set 
under scrutiny of a wide range of experts who had seen an extensive variety of asset 
management documentation over their careers, and could be thus be considered to be able 
to point out any major misconceptions drawn from literature or documents. Thus, the 
interviews can also be considered as a validation method (i.e. acid test) for the results of 
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the literature and document analysis. Thus, also the answers given to the research 
questions (in chapter 6) were considered quite reliable and comprehensive. However, as 
mentioned, they are applicable mainly in the context of management of unsystematic risks 
in commercial real estate asset management in Finland. Moreover, it should be 
remembered that appropriate risk management should always account the particular 
context and perspective, and thus, the appropriate answers to the questions are also 
subject to the specific context (e.g. a centrally located shopping centre vs. an industrial 
development project). 

7.3 Conflicting Findings 
In general, there were very few discrepancies in the findings. In practice, most of the 
conflicts in the results relate to the different perspectives (e.g. investment strategies) of 
the interviewees. Here, the major discrepancies included: 

- The division of transaction due diligence tasks into different investigations (e.g. 
whether technical and environmental due diligence were combined or separate); 

- Budgeting methods, cycles, intervals and tolerance limits used (e.g. annual vs. rolling 
budgeting); 

- The importance given to modifiability and development potential of the property, 
which was highlighted by mainly long hold investors (very few short hold investors 
mentioned this); 

- The role external property management. Some organisations outsourced property 
management as a whole, while some kept it fully in-house. Another special case here 
were the triple net leased properties where property management was on the sole 
responsibility of the tenant; 

- Reporting practices used (e.g. intervals in meetings with the property manager and 
budget reviews);  

Each of these issues was discussed in more detail in chapter 5. 

7.4 Other Noteworthy Findings 
The findings of the study included also few peculiarities that were considered worth 
separately mentioning. First of all, as it was discussed in the literature review, the 
definition of risk may vary quite a bit depending on context. In the literature, most authors 
define risk as a possibility for unexpected outcomes that may be either negative 
(downside) or positive (upside). In practice though, it would appear that the traditional 
conception of risk referring only to downside (whereas upside is considered as 
opportunity), has rooted itself quite deep in the minds of practitioners and is slow to 
change, which could also be seen in the interviews, where virtually none of interviewees 
deliberately brought up that risk management might involve any upside. Thus, it would 
appear that it will take time before more progressive terminology will gain wider foothold 
in the commercial real estate asset management, even though few interviewees mentioned 
that the risk management terminology used in the industry has developed over the years. 
In comparison, one might consider the conceptual distinction between risk and 
uncertainty pointed out in Table 1, where term risk can be used to refer only to a situation 
where both source and probability distribution are understood, implying that uncertainty 
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can be termed as risk only if it has been mathematically modelled (which resonates quite 
well with the domain of quantitative risk management in financial context). 

Another important point made during the literature review was that classifying and 
categorising risks involves quite a lot of challenges. First, as it has been seen, the common 
categories (e.g. business, market or financial risk) tend to be quite ambiguous and involve 
quite a lot of overlaps due to links and interrelation between different risk categories, 
which may be quite confusing. Second, as it was noted, using categories, in itself, can 
prove out to be quite problematic, as no list can cover all possible risks that might be 
relevant in every context. Thus, rather than using the existing categories, it might be more 
be useful to try to describe risks in practical terms, so that they are easier to understand 
and the possibility for misunderstanding the issues discussed can be significantly 
decreased (opposed to saying that using categories involves information or 
communication risks). 

In addition, the literature review brought up that several authors (e.g. ISO 31000, 
Kähkönen et al. 2014, Leväinen 2013) present risk management as an on-going cyclical 
process (see Figures 4 and 6). What should be noted here are that these cyclical models 
closely resemble a common feedback loop, highlighting that risk management can be 
considered as an iterative process that develops during time. Thus, constructing an 
appropriate risk management framework for a specific context is basically a learning 
process, where the person or organisation is constantly trying to find better tools for 
managing the changing risks in the situation that it is currently facing, and will expect to 
face in the future. 

However, probably the most important takeaway from the literature review were the two 
essential notions made in the first paragraphs in the literature review, where it was 
brought up that risks are a natural part of any activity, and that all risk management 
fundamentally comes down to facilitating awareness and communication, which implies 
that the practical risk management is actually quite simple, and can be efficiently done 
even without a formal degree or a complex framework. 

Furthermore, also the empirical study involved quite a few interesting practical findings. 
First of all, many of the ideas, concepts and methods presented in the literature existed 
also in the practical context, but just under different names. For example, the theoretical 
concepts of risk attitude, criteria and profiles, are accommodated in practice under the 
investment strategy that determines e.g. what kind of risks are acceptable for an investor. 
Identification and assessment of risks, on the other hand, basically take place during due 
diligence investigations. Moreover, most of the different theoretical risk management 
methods (see Figure 8) can be found from the practical context as well. For example, 
insurance, warranties and contractual clauses transfer risks and liabilities to external 
parties, and health and safety protocols involve different measures for elimination, 
avoidance and mitigation of different hazards. In practice, this was noticed quite clearly in 
the interviews as mentioning the formal risk management terms rarely brought up any 
comments, but as soon as the practical examples were mentioned, comments started 
suddenly emerging. Thus, it could be deduced that management of unsystematic risk is 
indeed taking place in many considerations in commercial real estate asset management. 
Here however, the terminology used is derived from practical context rather then theory, 
which also supports underlying assumptions and practical utility of the study conducted. 
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Another interesting finding from the interviews was the highlighted importance of 
compliance issues, which was discussed very little in the literature. As some interviewees 
mentioned, compliance issues may even have a separate due diligence investigation of 
their own. In addition, compliance with the different laws and regulations were also 
clearly highlighted in context of legal, technical and environmental due diligence. In 
technical context the compliance issues included also different regulatory inspections (e.g. 
fire inspections) and the existence of appropriate technical documentation that may also 
be required by the insurance company. This brings us also to another major finding from 
the interviews, which was that insurances are determined mostly by the requirements by 
authorities, investors, lenders and corporate policies, and in practice, an asset manager 
basically just acquires and maintains the required policies. In practice, this means that 
active risk management done with insurance policies (i.e. insurance management) can be 
considered to fall more under the domain of general corporate management (e.g. by the 
fund manager or headquarters), rather than asset management. 

Another major consideration brought up by the interviews was the division of due 
diligence investigations into different packages. Here, the literature (except Rajakallio 
2001) offered relatively little insight on the practical division of different tasks, and the 
preliminary assumptions was that due diligence could be divided into financial (FDD), 
legal (LDD), technical (TDD), and environmental due diligence (EDD). However in the 
interviews, it soon became apparent that the issue was not that simple, and in practice the 
different due diligence investigations may differ quite significantly between organisations, 
and thus the preliminary assumption (i.e. the four categories) proved somewhat incorrect. 
Nevertheless, as one interviewee put it, the most important concern is that all the relevant 
issues will be covered, rather than how the different tasks are categorised. 

Furthermore, an essential consideration in context of the study was the definition of real 
estate asset management. As discussed, the definitions of asset management presented in 
the literature (see section 2.3.1) usually involve strategic management of profitability and 
value of one or several property investments from the perspective of an owner or an 
investor. In practice, this is considered to include, for example different analyses, 
assessments, financing, acquisition, disposal, development, refurbishments, property level 
policies (e.g. leasing guidelines), supervision and performance monitoring. In addition, 
some also consider asset management to involve portfolio and fund management activities 
such as setting portfolio targets, strategy and structure, selecting individual properties to 
invest in, and analysing portfolio performance. Based on the interviews, on the other 
hand, asset management (see e.g. 5.6.1) usually involves administrating property 
investments with economic and financial focus. In practice, this was mentioned to involve 
for example planning and supervising transactions, leases, renovations, improvements 
and other strategic considerations (e.g. business plan) related to the cash flows of the 
property i.e. managing the financial value of property investments. As it can be seen, the 
definitions presented by literature and descriptions by the professionals appear to 
correspond each other quite well. However, it should be noted that in practical context the 
different roles and positions are defined by the needs of the organizations and the 
descriptions of tasks and responsibilities included in the employment or contracting 
agreements, that are highly case specific. Thus, trying to fit asset management into a 
restricted mould is likely to result confusion and conflicts with the practical context where 
the roles are created essentially by the applicable needs and requirements and determined 
by contracts, without too much concern on the actual name of the role (which is basically 
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just a set of words that you put in your business card; consider e.g. job titles used by 
creative professionals). 

The major unsystematic risks and risk factors related to real estate asset management 
were listed in the results section (6.1). However, the list presented is only a collection of 
some major variables that should be considered when managing property investments, 
that does not tell much about what kind of issues each variable may involve in practice, or 
give any practical advice on managing these risks. As mentioned the most important 
unsystematic risk factors in property investments are usually related to locations, demand, 
tenants, rental cash flow, renovations, financing, responsibilities, liabilities, liquidity and 
exit. However, many of these factors are quite closely related with each other. For example 
realisation of tenant risks (e.g. a default) can lead to realization of cash flow risks (e.g. 
decreased income), which in turn can result into financing risks (e.g. fall of DSCR below 
the covenant threshold) (cf. risk mechanism discussed in 2.1.1 and illustrate in Figure 2). 
Thus, besides a list of different risks, management of risks requires also understanding the 
interrelations and mechanics involved into different risks. 

Based on the different unsystematic risks listed in 6.1, one might recognise a few 
somewhat distinctive risk groups. First of these groups revolve around the location of the 
property, which has major impacts on e.g. tenant demand, liquidity (i.e. investor demand), 
market, planning and site risks (e.g. ground conditions) related to the investment. Thus, 
the location risk has several implications to other risks as well, which makes it a crucial 
consideration for the investor, especially as it is one of the few factors that cannot be 
altered (opposed to e.g. technical faults that can be repaired and contracts that can be 
terminated). 

Another major set of issues is related to vacancy. Here, empty premises do not generate 
rents, which is a key concern for the investor, as the return on the investment is dependent 
on the rental income generated (in addition to the the exit price). Thus, the empty 
premises need to be leased which raises the question on the time, efforts and resources 
required to lease the premises (e.g. void, broker fees, rent discounts, and tenant 
improvements). In addition, the vacancy risk is also related to the leased premises. 
Tenants can terminate their leases, vacating the premises so that they need to be leased 
again. In practice, this risk is evaluated by monitoring the maturities of the leases that 
basically illustrate the first termination option for a lease that may result to vacancy. 
Besides, the vacancy risk is also connected to location as discussed in the interview results 
(risk is smaller in attractive locations where new tenants are easy to find). Another major 
issue here are the credit risks that involve e.g. late payments (i.e. arrears) and defaults that 
are also some of the primary components of tenant risks. 

In addition, also property type is a major variable when considering the risks related to a 
property investment, as different types of properties are constructed differently and they 
include different building technology solutions (e.g. warehouse vs. hotel). Moreover, also 
tenants requirements for maintenance, repairs, utilities and renovations differ quite a bit 
depending on the type of the property, which has major impacts on both technical risks 
and costs (OPEX and CAPEX) involved. Also financing involves several individual risks. 
Here the major variables and issues include availability and terms (e.g. interest rate and 
covenant requirements) of financing and contractual breaches that can result critical 
problems for the investment (e.g. forced liquidation), as it has been previously discussed. 
On the other hand, secured availability of financing with favourable terms, can also help to 
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manage other risks, such as unexpected costs resulting from technical risks (i.e. cash flow 
risks), as the fixes for the problems can be financed without adding extra financing risk. 

Beside location, vacancy, property type, and financing, also contractual risks form a major 
group of risks. Here, the major issues include problematic contract terms and clauses such 
as termination options, unfavourable terms (e.g. rent discounts, payment practices and 
responsibilities), and ambiguity in terms and conditions that open possibilities for 
arguments and conflicts.  These contractual risks may result e.g. contractual breaches that 
may lead to liabilities and compensations that in turn may lead to cash flow and 
reputation risks. In context of lease contracts, it was also brought up that the local laws 
and regulations sometimes cause confusion for foreign investors (who are not familiar 
with the specific laws).   

Here, it should also be noted that this same issue also applies more or less to all juridical 
processes in general. Thus, also evaluating the legal process risks in foreign investments is 
probably quite challenging, as there may be significant differences in interpretations of 
laws and juridical practices (consider e.g. the differences between legal systems based on 
common (or case) law (in e.g. UK) and civil law (in e.g. Finland).  In practical terms, these 
differences may have very significant impacts on various issues and thus also risks related 
to e.g. conflict resolution, eviction and liability claims that often involve significant 
juridical liabilities and expenses for the investor. This highlights the critical importance of 
local expertise in legal and regulatory due diligence and contractual analysis in foreign 
investments. 

As a result, besides the individual risks, the risk management should account also 
mechanics and links between different risks, that impact on the suitability of different risk 
management in each case. Here, the different risk sources can basically be managed with 
prevention methods (i.e. elimination, avoidance and mitigation), whereas consequences 
can be managed by preparation (e.g. acceptance, insurances, warranties, contingencies 
and contractual transfer) that are illustrated in Figure 8. In a practical sense, this might be 
illustrated with a domino chain, where blocking an individual domino piece in from falling 
can prevent all the following domino pieces from falling. Here, the closer to the beginning 
one can stop the chain reaction, the fewer the pieces will ultimately fall. On the other hand 
the risks mechanics could also be illustrated with a game of Jenga, where certain pieces 
can be easily removed leaving the tower standing, but removing other, more critical pieces, 
will instantly collapse the whole tower. And the more pieces will be removed, the more 
instable the tower will get. 

One of the most surprising findings of the interviews was that the coverage (i.e. risk 
protection) provided by the property insurance is actually very limited. The major causes 
for this include strict definitions for compensated events and damages, and high 
deductible limits. In practice, the definitions limit most damages outside compensations 
and even if the damage could be classified as compensable, the high deductible limits 
make sure that only very few damages result any liability for the insurance company. 
However, as one interviewee brought up, this can also be considered as a good thing as if 
there is no possibility for compensation, the problems can be fixed straight away into 
owner’s own account, without lengthy and laborious claim process, that usually requires 
support from an external insurance broker (coming with an extra fee).  

Another curious finding from the interviews was that in practice, the reporting 
requirements introduced by AIFMD were not considered to involve anything actually new, 
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but rather just more manual workload in aggregating the existing numbers into a new 
reporting formats (i.e. the templates provided by Finnish Financial Supervisory Authority 
FIVA and European Securities and Markets Authority ESMA). Thus, the new 
requirements set by AIFMD were found to be less significant than originally assumed. 
However, it should be remembered that new requirements always involve additional work 
resulting internal costs for the AIF (which will most likely be transferred to their 
customers in one way or another, resulting additional costs to investors). 

7.5 Open Questions and Suggestions for Further Research 
Even though the study provided answers to several questions, it also raised multiple new 
questions to be considered. In practice, the major open questions include: 

- How could the ISO 31000 Risk Management Standards be efficiently applied in Real 
Estate Asset Management? (I.e. translate the generic model to match the context, 
needs, and terminology of real estate investments) 

- How can an organisation systematically develop an appropriate risk management 
framework and process for its specific business context? (I.e. develop practical process 
model and description based on e.g. ISO 31000 and Kähkönen et al. 2014) 

- What does a modern best practice due diligence process in property investments 
include and what are the detailed contents of each work package? (I.e. repeat the study 
by Rajakallio (2001) to update the results to match the current practices and 
regulations) 

- What kind of practical contractual risk management mechanics can be efficiently 
implemented trough lease, management and service agreements? (I.e. analysing 
existing lease agreement documents and applicable regulations, and composing a best 
practice lease agreement template)  

- What kind of quantitative risk analysis methods are and could be efficiently applied in 
Real Estate Asset Management? (I.e. study the quantitative risk analysis methods 
applied in quantitative finance to evaluate which of these methods could be applied in 
property investments) 

- What does a modern best practice budgeting process in real estate industry include 
and what are the primary issues to be considered? (I.e. analyse current budgeting 
practices and processes, and develop recommendations for best practices for e.g. 
REIFs, REOCs and other types of real estate companies) 

In practice, each of these issues could be studied trough desk study, document analysis or 
professional interviews, and they might be suitable topics for a master’s thesis or even a 
doctoral dissertation. 
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8 Conclusion 
The primary aim of the thesis was to explore and review the available tools and practices 
for management of unsystematic risks in commercial real estate asset management, in 
order to identify the major risk factors, risk management practices and challenges 
involved. 

The literature review identified a wide variety of different risk groups and individual risks 
related to property investments. These risks include for example market risks, financial 
risks, political risks, legal and regulatory risks, technical risks, tenant risks, environmental 
risks, management risk, contractual risks, personnel and resource risks, information risks, 
and liquidity risk. These categories illustrate that there are a wide variety of factors that 
might involve risks in property investments. However, a major issue with these categories 
and how they are discussed in the literature is that they involve mainly general level 
systematic considerations, rather than unsystematic risks that might be related to specific 
property investments. 

In practice, unsystematic risks include a wide variety of practical issues and problems 
related to property investments and the different activities involved. Identifying the 
possible problems related to a property investment is the main purpose of real estate due 
diligence, which involves a variety of investigations related to e.g. site, buildings, 
equipment, property company, tenants, and leases. Each of these factors may involve a 
range of practical problems that create property specific unsystematic risks.  

The activities involved in operating a property investment on the other hand, are 
discussed by the property and facility management literature. These activities primarily 
involve the different property and facilities services such as utilities, equipment, 
maintenance, repairs, renovations, cleaning, security and storage. These activities and 
how they are contracted may involve a variety of unsystematic risks related to e.g. 
condition of the property, operating expenses and quality of services. 

Another major area resulting unsystematic risks are the tenants and their leases that are 
the primary determinant of the cash flow from the property. The major risks here include 
defaults by the tenants and termination of the contracts that will result loss of income and 
additional expenses, having major impacts on the overall returns and profitability of the 
investment. 

The available tools and practices presented in the literature for managing the risks 
illustrated above include for example: 

- Due diligence investigations (e.g. financial, legal, technical and environmental studies) 
that may identify different risks related to a property investment,  

- Insurance policies (e.g. property, liability and interruption insurance) that transfer 
risks to an insurance company, 

- Management and service contracts that can be used to transfer responsibilities and 
liability on different issues to the service provider, 

- Lease agreements that can be used to transfer responsibilities, liability and costs to the 
tenants, and 

- Monitoring the property trough reporting that may help the investor to identify and 
react to possible risks before the will result further problems. 
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According to the professionals interviewed, the primary methods for managing 
unsystematic risks in real estate asset management include investment strategy, due 
diligence, business plan, insurance, lease agreements, management and service contracts, 
budgeting, rent roll analysis, meetings with the technical manager and leasing team, and 
monitoring selected return, risk and covenant metrics.  The key risks factors on the other 
hand revolve around location of the property, tenant demand for the premises, the current 
tenants (e.g. solvency), lease maturities, rental cash flow, vacancy, renovations, financing, 
liquidity, exit, compliance to different regulations, and different juridical responsibilities 
and liabilities that may result expenses and damages to reputation.  

The primary challenges in management of unsystematic risks, involve identifying and 
anticipating different risks in time, accurately estimating and budgeting the costs related 
to fixing the possible issues, and ensuring that the applicable requirements by e.g. 
insurance and regulations are met at all times (i.e. compliance). In addition, the major 
practical problems also include ambiguity in contract terms, and maintaining regular 
communication with the tenants, leasing team and the technical manager (e.g. reporting 
and regular meetings). The major success factors on the other hand, include thorough due 
diligence, well-designed and maintained insurance coverage, accurate and frequently 
updated budgets and cash flow calculations, comprehensive and detailed lease agreements 
and management contracts, and regular communication with tenants and the technical 
manager. In addition, the existing risk management practices (e.g. insurance coverage, 
property level policies, instructions given to the technical manager, and reporting) should 
be constantly evaluated in order to develop them to match the changing needs and risks 
related to the property investment. 

As a process, risk management starts from developing an investment strategy that 
determines the acceptable investments and risks involved. On the level of an individual 
property investment however, the risk management begins from a careful due diligence 
that aims to identify the different risks involved in a specific investment. After the risks 
have been identified, and found acceptable (i.e. fit to the investment strategy), the investor 
and/or asset manager develop and appropriate business plan for the property (company).  
Next, based on the plan devised and the external requirements (e.g. investors, lenders, and 
authorities), the asset manager sets an appropriate risk management framework in place, 
mainly by acquiring the necessary insurance policies and organising leasing and technical 
management of the property. In most cases, responsibility for leasing is kept at least 
partially in-house, whereas the responsibility on technical management is outsourced as a 
whole to an external service provider with a property management agreement 

Once the management framework is set in place the asset manager begins to monitor 
activities in order to be able to react to possible issues in time and ensure that the business 
plan is appropriately implemented. In essence, the duties of an asset manager involve 
administrating the operations with economic and financial focus i.e. managing the 
financial value of the investment. In practice, this involves e.g. planning and supervising 
transactions, leases, renovations, improvements and other strategic considerations (e.g. 
business plan) related to the cash flows of the property. Here, the major tools used include 
budgeting, rent roll analysis, meetings with the technical manager and leasing team, and 
monitoring the selected return, risk and covenant metrics. 

The key variables (i.e. risks factors) to be monitored include location, tenant and investor 
demand (i.e. liquidity), solvency of tenants, lease maturities, vacancy, renovations, cash 
flows (e.g. rents, CAPEX and OPEX), financing (e.g. debt payments), compliance to 
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different regulations and different juridical responsibilities and liabilities that may result 
expenses and damages to reputation. The primary issues here involve identifying and 
anticipating different risks in time to be able to prevent and prepare for them 
appropriately, accurately estimating the costs related to fixing the possible issues (e.g. 
budgeting repairs), and ensuring that the applicable requirements by e.g. insurance and 
regulations are met at all times (i.e. compliance). In addition, the major practical 
challenges also include ambiguity in contract terms opening possibilities for arguments, 
and maintaining regular communication with the tenants, leasing team and the technical 
manager (e.g. reporting) to ensure that operations on the property run smoothly, tenants 
are satisfied, and the asset manager is up to date on the current situation on site (e.g. 
progress of repairs and payment difficulties by tenants). 

As it can be seen, risk management of unsystematic risks overlaps with quite a few areas 
commercial real estate asset management. In many cases, it appears to be an integral and 
inseparable part of the different tasks and activities, whether deliberately recognised or 
not. This point goes hand in hand with the notion presented in the literature part stating 
that one of the major challenges in risk management is that the risk management is 
actually taking place, but it is not formally recognized. Thus, it would appear that 
management of unsystematic risks in commercial real estate asset management, and also 
risk management in general, is taken care of much better than it would seem from external 
perspective. Therefore, rather than the risk management practices themselves, the major 
issue appears to lie in how an asset manager can be clearly and transparently 
communicate to external stakeholders what kind of risks have been identified with a 
specific property investment and what is being done to manage these risks. Naturally, a 
major challenge here is that each property investment is different, and developing a 
simple method allowing comparison but also more in-depth analysis of the different risk 
related is very difficult. 

The key risk factors and methods for managing unsystematic risks presented in this thesis 
might provide a good starting point here. If further discussed and refined, the identified 
risk factors and risk management methods may facilitate the process for developing 
systematic communication and reporting practices between different professionals 
involved in the commercial real estate asset management. Furthermore, this might also 
allow asset managers to communicate the existence of systematic risk management to 
external stakeholders such as investors, lenders and authorities, in order to provide more 
transparency into the management of property investments in general. This in turn, would 
both (a) promote the expertise of the real estate asset managers, and (b) serve the 
underlying objective of the regulations such as AIFMD to protect the interests of investors 
of private non-listed investment vehicles. However, a lot of work remains to be done, and 
only time will tell how the different organisations involved in the real estate industry will 
choose to respond to these requirements and challenges in the future. 
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9 Summary 
The need for systematic risk management in real estate asset management has increased 
significantly during the recent years. New regulations and reporting requirements by 
authorities, investors and lenders have set increasing pressure for the asset management 
industry to develop the risk management practices applied, not only on the systematic 
market risks, but also unsystematic property level risks. The primary aim of the thesis was 
to explore and review the available tools and practices for management of unsystematic 
risks in commercial real estate asset management, in order to identify the major risk 
factors, risk management practices and challenges involved.  

The exploratory study conducted to expand the literature on the topic was conducted 
between summer 2013 and spring 2015, and it involved three primary components: 

a) Reviewing the available literature on risk management, property investments and 
real estate management, 

b) Analysing twenty-one (21) document templates and actual documents used in real 
estate asset management, and 

c) Thematic interviews of eleven (11) real estate asset management professionals in 
order to validate the findings and provide practical perspectives and insights to the 
management of unsystematic risks in commercial real estate asset management 

The literature review confirmed the preliminary conception that most of the real estate 
literature (e.g. Brueggeman and Fisher 2011, Hoesli and MacGregor 2000, Leväinen 2013) 
tends to discuss mainly on the systematic risks affecting property investments rather than 
unsystematic, property specific risks. In addition, the available publications tend to 
discuss the risks in real estate mostly on a rather general level without going into the 
practical issues and problems that might be resulted from these risks. The few 
publications that discuss on the practical risks involved in property investments cover the 
topic from perspectives of property management (Kyle et al. 2010), fund management 
(Rouhento 2007) and due diligence (Rajakallio 2001), that each partially overlap with real 
estate asset management but none of the publications managed to provide a 
comprehensive overall picture that would illustrate all the practical activities involved in 
management of unsystematic risks in real estate asset management.  

Due to lack of coverage on the topic in the existing literature, the study took a little detour, 
and complemented the literature on risk management in real estate investments and 
management by reviewing the range of different tasks involved in real estate management 
to identify some practical issues that asset, property and facility management need to deal 
with. Besides clarifying the boundaries of the practical domain of real estate asset 
management, this approach managed to identify also a list of the different activities that 
the asset manager needs to supervise that managed to create a relatively comprehensive 
overall picture on the different practical activities and considerations on the direct and 
indirect responsibility of the asset manager. This detour allowed identifying a slightly 
wider range of different activities and issues than is often considered be involved into the 
real estate asset management, which provided a good basis for identifying a new set of 
practical risks that had not been previously covered by the literature. 

Besides the literature review, the study on the practical risks in property investments 
included also analysing twenty-one (21) document templates and actual documents used 
in real estate asset management. These documents allowed taking a more practical look 
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into the actual tools and practices involved in the daily work of real estate asset managers. 
In addition, the documents provided valuable examples on how different risks might be 
addressed in practice. Together literature review and document analysis allowed forming 
an overall image of the risks and risk management in commercial real estate asset 
management that was significantly more in-depth and practical than what has been 
presented previously in the literature. Besides mentioning a list of possible sources of risk 
and theoretical management methods, this image managed to provide also practical 
examples on the different risks, problems and solutions that might be involved into 
property investments. 

In practice, the developed overall picture formed a framework consisting of four major 
components: (1) due diligence, (2) contracts, (3) insurance policies, and (4) monitoring. 
The (1) due diligence part involved the different investigations made on markets, 
commercial viability, tenants, financial aspects, legal and regulatory considerations, and 
technical and environmental aspects related to a certain property investments. (2) 
Contracts included lease agreements, and management and service contracts that 
determine the juridical basis for the asset managers business (e.g. rents, lease terms, tasks 
and responsibilities of different parties, and conflict resolution). (3) Insurance policies 
involved property insurance, liability insurance and business interruption insurance 
acquired by the investor, and the insurances of the third parties that might impact risks of 
the investor (e.g. tenants, property manager and service providers). (4) Reporting 
included cash flow calculations and budgeting, rent rolls, and portfolio monitoring. The 
components were summarised into tables listing the primary contents, risk factors and 
risk management methods involved into each component. 

The tables developed based on the literature and document analysis were used as a basis 
for the thematic interviews of eleven (11) professionals involved into involved into the 
Finnish real estate asset management industry. In the interviews, the contents of the 
tables were reviewed and discussed with the interviewees in order to identify the major 
risk factors, risk management practices and challenges involved to each of the components 
illustrated in the tables. 

Based on the interviews, management of unsystematic risks in real estate asset 
management revolves around investment strategy, due diligence, business plan, 
insurance, lease agreements, management and service contracts, budgeting, rent roll 
analysis, meetings with the technical manager and leasing team, and monitoring selected 
portfolio performance and covenant metrics.  The key risks factors here include location, 
tenant demand, solvency of tenants, lease maturities, vacancy, renovations, cash flows, 
financing, liquidity, compliance to different regulations and different juridical 
responsibilities and liabilities that may result expenses and damages to reputation. The 
primary challenges in management of unsystematic risks, involve identifying and 
anticipating different risks in time, accurately estimating and budgeting the costs related 
to fixing the possible issues, and ensuring that the applicable requirements by e.g. 
insurance and regulations are met at all times (i.e. compliance). In addition, the major 
practical problems also include ambiguity in contract terms, and maintaining regular 
communication with the tenants, leasing team and the technical manager (e.g. reporting 
and regular meetings). 

Based on the interviews, the major success factors for management of unsystematic risks 
in real estate asset management include thorough due diligence, well designed and 
maintained insurance coverage, accurate and frequently updated budgets and cash flow 



 

 

167 

calculations, comprehensive and detailed lease agreements and management contracts, 
and regular communication with tenants leasing team and the technical manager. In 
addition, the existing risk management practices should be constantly evaluated in order 
to develop them to match the changing needs and risks related to the property investment. 

As it can be seen, risk management of unsystematic risks overlaps with quite a few areas 
commercial real estate asset management. In many cases, it appears to be an integral and 
inseparable part of the different tasks and activities, whether deliberately recognised or 
not.  Thus, rather than the risk management practices themselves, the major issue appears 
to lie in how an asset manager can be clearly and transparently communicate to external 
stakeholders what kind of risks have been identified with a specific property investment 
and what is being done to manage these risks. A major challenge here is that each property 
investment is different, and developing a simple method allowing comparison but also 
more in-depth analysis of the different risk related is very difficult. The key risk factors 
and methods for managing unsystematic risks presented in this thesis might provide a 
good starting point here. If further discussed and refined, the identified risk factors and 
risk management methods may facilitate the process for developing systematic 
communication and reporting practices between different professionals involved in the 
commercial real estate asset management. However, a lot of work remains to be done, and 
only time will tell how the different organisations involved in the real estate industry will 
choose to respond to these requirements and challenges in the future. 
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Appendix 1 - List of the Interviewed Organisations 
The table below lists the organisations interviewed for the study and the pre-study, and 
the date of each interview. 

 

PRE-STUDY 

# Organization Interview Date 

a Sponda Oyj 18.6.2013 

b Keskinäinen Eläkevakuutusyhtiö Varma 6.8.2013, 16.8.2013 

c Finib Oy 14.5.2014 

THEMATIC INTERVIEWS 

# Organization Interview Date 

1 NIAM Oy 17.11.2014 

2 Pohjola Kiinteistösijoitus Oy 17.11.2014 

3 Aberdeen Asset Management Oy 26.11.2014 

4 Pembridge Asset Management Oy 27.11.2014 

5 Northern Horizon Capital Oy 1.12.2014 

6 Technopolis Oyj 10.12.2014 

7 Keskinäinen Eläkevakuutusyhtiö Ilmarinen 10.12.2014 

8 Amplion Asset Management Oy 16.12.2014 

9 Redito Property Investors Oy 30.12.2014 

10 Trevian Asset Management Oy 8.1.2015 

11 Certeum Oy 13.1.2015 
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Management Of Property Level Risks  
In Real Estate Asset Management  
The following four tables illustrate the contents included into some of the major documents 
involved into the management of an investment property from the perspective of risk 
management. Each table lists:  
1) The names of the documents,  
2) Major contents, considerations and issues these documents usually cover, 
3) Possible risks related to these issues from perspective of the investor or property owner, 

and 
4) Risk management approaches and measures that can be found from the document or 

can be applicable to issues listed. 
The basic logic of the tables is illustrated below. 

 CONSIDERATIONS RISK EXAMPLES RISK MGMT 

N
AM

E 

List of some the 
major issues covered 
within the document. 

List of some of the risk 
factors and damages 
that might emerge from 
the issues listed in 
“considerations”.  

List of risk management methods 
that can be associated to the 
document. 
 

EX
AM

PL
E Fire safety Fire damages (e.g. 

damages to property 
and occupants leading 
to possible liability and 
repair costs) 

Transfer (e.g. transfer the 
responsibility on the possible costs 
to an insurance company by fire 
insurance policy) 

 
INSTRUCTIONS 
1) Print out this document, review the considerations, risk factors, and risk management 

columns in the tables, mark up the issues that you consider most important, the possible 
additions and corrections into the table or a separate paper. This should not take more 
than 30 minutes. 

2) Review your notes together with me during a short interview session. This can be done as 
quickly as 30 minutes. 

In total, these two steps should not take much more than 1 hour of your time. 
 
WHAT YOU WILL GET IN RETURN 
By participating to the study you will receive a final copy of the thesis that includes: 
1) The final tables, updated based on the comments of all interviewees; 
2) The detailed explanations of the documents, considerations, risk factors and risk 

management methods presented in the tables; and 
3) Analysis on the overall results of all interviews, i.e. the considerations, risks, and 

management practices that were considered most important, and the issues highlighted 
by the interviewees 

Your comments will be of great value to the study and its results. I have made the interview 
process light and easy, so it will disturb your schedule as little as possible. In addition, my aim 
is to make the results very simple and straightforward to utilize, so that the final documents 
would be useful for you. I hope you can find a short time slot from your busy schedule to help 
me, so we can make this happen. 
 
Thank you for your time and effort, 
Aleksi Kohonen 
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DUE DILIGENCE AND RISKS TO INVESTOR 

 CONSIDERATIONS RISKS FACTOR EXAMPLES RISK MGMT 
EC

O
N

O
M

IC
 D

D
 

Location 
Property type and size 
Market studies 
Tenants and rents 
Rent Roll analysis 
Maintenance and repairs 
Taxation and insurance 
Financing and debt coverage 
Discounted cash flow (DCF) 
Investment return (e.g. IRR) 
Sensitivity analysis 

Market risks (country, city, area) 
Location risks 
Tenant and vacancy risks 
Credit risk (defaults tenants) 
Cash flow risks 
Financial risks 
Interest rate risk 
Inflation risk 
Currency exchange rate risk 
Timing risk (investment and exit) 
Exit and liquidation risks 

Identify and 
analyse risks, 
in order to 
determine 
appropriate 
management 
methods and 
develop 
responses 
e.g. avoid, 
mitigate, 
transfer, 
accept 

LE
G

AL
 D

D
 

Title, deed, encumbrances 
Lease agreements 
Legal rights and 
responsibilities 
Compliance to laws, 
regulations and planning 
Insurances 
Pending issues and threats 
(e.g. litigations, lawsuits) 

Problematic terms and clauses 
Contractual responsibilities 
Conflicts with laws 
Conflicts with regulations 
Conflicts with planning 
Tax penalties 
Liabilities 
Lawsuits 
Claims 

(Same as in 
Economic DD) 

TE
C

H
N

IC
AL

 D
D

 Foundations 
Frame 
Structures 
Systems 
Devices 
Equipment 

Deterioration 
Obsolescence 
Faults and defects 
Required repairs and costs 
Health and safety issues 
Security risks 
CAPEX activation requirements 

(Same as in 
Economic DD) 

EN
VI

R
O

N
M

EN
TA

L 
D

D
 Site and ground conditions 

Geology and soil 
Hydrology 
Climate 
Plants and animals 
Energy use 
Water use 
Waste management 

Contamination 
Pollution 
Air quality issues 
Health and safety issues 
Responsibility to clean or repair 
Liabilities 
Unattractiveness to tenants 
Image risks 

(Same as in 
Economic DD) 
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CONTRACTS AND RISKS TO INVESTOR 

 CONSIDERATIONS RISKS FACTOR EXAMPLES RISK MGMT 
LE

AS
E 

C
O

N
TR

AC
T 

Delivery of premises 
Early termination 
Use of premises and subletting 
Use of common areas 
Tenant’s personal property 
Obeying rules and regulations 
Required insurance 
Maintenance of the premises 
Renovations and alterations 
Problem and damage reporting 
Rent and other fees 
Rent deposit 
Rent calculation 
Rent reviews 
Rent payment 
Rent deductions 
Breaks in utilities and services 
Termination procedures 
Dispute resolution 

Tenant risks 
Credit risks (tenant default) 
Cash flow risks 
Renovations and alterations 
Rent adjustments 
Increases in costs 
Inflation 
Vacancy 
Termination 
Contractual responsibilities 
Conflicts with rules and 
regulations 
Liabilities 
Insurance coverage 
Legal and juridical conflicts 
Health and safety issues 
Damages 
Criminal activities 
Disturbing behaviour 

- Eliminate, avoid 
and mitigate risks 
with terms and 
conditions 
- Clearly define 
issues to decrease 
uncertainty 
- Transfer and 
divide 
responsibilities 
- Transfer costs 
(i.e. 
net lease) 
- Rent deposit 
- Rent reviews 
- Warranties 
- Require 
insurances 
- Accept risks 

M
AN

G
EM

EN
T 

AN
D

 S
ER

VI
C

E 
C

O
N

TR
AC

TS
 

Services provided 
Business plan 
Leasing and tenant relations 
Rent collection 
Maintenance and repairs 
Alterations and improvements 
Contracting and oversight 
Accounting, files and records 
Communication and reporting 
Insurances and taxes 
Claim adjustment 
Bank accounts 
Payment of expenses 
Remuneration 
Manager’s obligations 
Owner’s obligations 
Personnel and employment 
Entry into force and duration 
Renewal 
Termination procedures 
Final accounting 
Dispute resolution 

Management risk 
Strategic risks 
Information risks 
Quality risks 
Resource and personnel risks 
Conflicts with rules and 
regulations 
Compliance 
Legal and juridical conflicts 
Liabilities 
Insurance coverage 
Contracting and 
subcontractors 
Construction 
Market risks 
Cash flow risks 
Responsibility on employees 
Capital damages 
Personal damages 
Criminal activity 
Health and safety issues 
Disaster and Emergency 
response 
Liquidity risks 

- Eliminate, avoid 
and mitigate risks 
with terms and 
conditions 
- Clearly define 
issues to decrease 
uncertainty 
- Transfer and 
divide 
responsibilities 
- Warranties 
- Require 
insurances 
- Require reporting 
and updates 
- Accept risks 
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INSURANCE AND RISKS TO INVESTOR 

 CONSIDERATIONS RISKS FACTOR EXAMPLES RISK MGMT 
PR

O
PE

R
TY

 IN
SU

R
AN

C
E 

Structures 
Furniture 
Surface materials 
Building systems 
Devices and equipment 
Fire and soot 
Storm, wind and lightings 
Water, steam, gas leaks 
Floods 
Break downs 
Explosions 
Natural disasters 
Animals and pests 
Vandalism, theft 
Protection rules 

Fire damages 
Leak damages 
Break downs 
Explosions 
Damages to systems, devices 
and equipment  
Flood damages 
Storm damages 
Nature damages 
Vandalism, thefts 
Repair and replacement costs 
 

- Transfer risk to 
insurance company 
- Avoid and mitigate 
risks by following 
protection rules 
- Maximum 
compensation 
- Deductibles 
- Age reductions 
- Accept risks 

LI
AB

IL
IT

Y 
IN

SU
R

AN
C

E 

Injuries 
Health hazards 
Damages to equipment 
Damages to vehicles 
Damages to neighbours 
Damages to environment 
Collateral damages 
Protection rules 
 

Liability risks 
Liabilities to tenants 
Liabilities to personnel 
Liabilities to visitors 
Liabilities to third parties 
 

- Transfer risk to 
insurance company 
- Avoid and mitigate 
risks by following 
protection rules 
- Maximum 
compensation 
- Accept risks 

IN
TE

R
R

U
PT

IO
N

 IN
S.

 Interruptions to business 
Loss of income 
Costs from repairs 
Relocating tenants 
Indirect impacts of breaks 
Protection rules 

Cash flow risks 
Loss of rents 
Loss of other income 
Operative costs 
Temporary premises for 
tenants 
Lease termination 
Need to lease again 

- Transfer risk to 
insurance company 
- Avoid and mitigate 
risks by following 
protection rules 
- Maximum 
compensation time 
- Accept risks 

3R
D

 P
AR

TY
 IN

S.
 Managers coverage 

Tenants coverage 
Contractors coverage 
Compliance 
 
 

Liability risk 
Inability to cover liabilities 
Conflicts with regulations 
Subrogation 
Claims 

- Check that 
appropriate 
insurances are in 
order 
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SCHEDULES AND RISKS TO INVESTOR 

 CONSIDERATIONS RISKS FACTOR EXAMPLES RISK MGMT 
C

AS
H

 F
LO

W
 A

N
D

 B
U

D
G

ET
S 

Rents and other fees  
Recoverable expenses 
Operating costs 
Maintenance and repair costs 
Tenant improvements 
CAPEX 
Management fees 
Insurance premiums 
Debt service costs 
Taxes and land rent 
Marketing and leasing costs 
Professional fees 

Cash flow risks 
Tenant risks 
Vacancy risk 
Inflation risk 
Rent reviews 
Maintenance and repair costs 
CAPEX risk  
Management fees 
Insurances 
Financial risks 
Taxation 

- Identify 
exceptions 
- Analyse trends  
- Sensitivity 
analysis  
- Anticipate issues  
- Anticipate costs 
- Reserve funds 
- Accept risks 

R
EN

T 
R

O
LL

 A
N

AL
YS

IS
 

Tenants and covenants 
Rental unit areas and total area 
Lease types 
Lease period 
Maturities 
Renewal and next break option 
Occupancy and vacancy 
Rents (total, per m2, vs. ERV) 
Other fees (e.g. parking) 
Rent deposit 
Rent reviews 

Tenant risks 
Credit risks 
Defaults 
Arrears 
Vacancy risks 
Maturity risks  
Rent reviews 
Termination 
 

- Identify 
exceptions 
- Analyse trends  
- Sensitivity 
analysis  
- Anticipate issues  
- Accept risks 

PO
R

TF
O

LI
O

 L
EV

EL
 M

O
N

IT
O

R
IN

G
 

Property sector and location 
Holding company and vehicle 
Total floor area 
Number of tenants 
Vacancy and maturity 
Loan amount and LTV 
Purchase information  
(e.g. date, price, costs) 
Valuation 
Rental income  
Other income (e.g. recoverable) 
Operating costs 
Maintenance and repairs costs 
Taxes, land rent and insurance 
Management fees 
Leasing, legal and prof. fees 
Estimated exit 
NOI, NCF, IRR, yield 
GAV, NAV 

Market risks 
Location risks 
Tenant risks 
Vacancy risk 
Credit risk 
Cash flow risks 
Rent level risk 
Valuation risks 
Financial risks 
Taxation 
Inflation risk 
Timing risks 
Exit and liquidity 

- Identify 
exceptions 
- Analyse trends  
- Sensitivity 
analysis  
- Anticipate issues  
- Accept risks 

 
 


