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Public and Private Real Estate: Exploring Trade-offs

INTRODUCTION

Institutional investors have come to appreciate the sub-
stantial benefits that real estate as an asset class brings to a
well-diversified investment portfolio. Attractive current
income vyields, diversification benefits, healthy total re-
turns, and a tangible asset class that provides protection
against inflation are a few of the most attractive strategic
features of real estate. However, investors continue to
debate and discuss the relative benefits of investing in real
estate through public REITSs versus direct private equity

vehicles.

This paper explores the common considerations that
many institutional investors have as they weigh real estate
investment products. Our analysis highlights the ad-
vantages and trade-offs of a public versus private strategy
and concludes that there are compelling advantages that
direct investment offers for investors seeking long-term

exposure to the real estate asset class.

LIQUIDITY

Perhaps the most commonly cited reason for the appeal
of REITsS versus investment in direct real estate funds is
liquidity. Many REIT proponents point to the most
recent downturn where liquidity diminished significantly
for many real estate investors in direct open-end funds
between 2008 and 2010, as a key example of the liquidi-
ty advantage offered by REITs. The argument is clear
and easily defendable, but should be considered in great-

€r context.

While REIT investors certainly have greater liquidity,
this very liquidity can come at a substantial cost and may

contribute to a much steeper value decline in REIT's ver-
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sus direct real estate. During the latest downturn, REIT
stocks declined by 68% peak to trough versus a decline of
38% experienced in direct real estate!. What sometimes
begins with a negative outlook for real estate can quickly
catalyze a massive destruction of value in the REIT stock
market as fear gives way to panic. In the process, more
trading-oriented investors such as hedge funds and high
net worth individuals exit their positions or “go short”
while institutional investors like pension funds and en-
dowments take a longer-term view and hold their posi-

tions.

At the height of market fear and capital market disloca-
tion, how valuable is liquidity for the institutional inves-
tor with a long-term outlook? Had an investor taken
advantage of the liquidity offered by REITs during the
most distressed time in the market, they would have
locked in losses and missed the dramatic bull market
bounce back that REITs enjoyed.
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Therefore, liquidity appears to be most valuable during
the calm before market panic sets in, a time when liquidi-
ty would generally be strong both in publicly listed and

direct investment real estate markets.

Since 1991, private real estate produced almost
two times the return per unit of risk compared to
public real estate.

RETURNS

A special report recently released by the National Associ-
ation of Real Estate Investment Trusts makes the argu-
ment for greater investment in REITs by showing that
REITs returned a higher compound annual return versus
private equity, core, value-added and opportunistic real
estate funds when looking at peak to peak cycle perfor-
mance and also trough to peak performance?. While this
study is interesting, it is misleading at its core. Investors
who can time the cycle exactly peak to peak or trough to
peak seem to stand to gain higher returns by investing in
REITs, but patient long-term institutional investors like
pension funds and endowments rarely engage in the
risky endeavor of active market timing. Furthermore,
the study also has the significant shortcoming of looking
at returns without any evaluation of risk. As the most

basic theoretical underpinnings of investing would sug-

gest, risk-adjusted return, rather than absolute return is
the better barometer to evaluate an investment. When
this methodology is employed, direct real estate has the

advantage.

We analyzed returns for private real estate as presented
by the NCREIF Property Index (NPI) against REITs,
stocks and bonds since the Kimco IPO in 1991 (widely
regarded as the beginning of the modern REIT era).
Our findings show that private real estate produced al-
most two times the returns per unit of risk compared to
public real estate (see table below). A separate independ-
ent study commissioned by PREA, the Pension Real Es-
tate Association, produced similar findings showing that
returns per unit of risk were 75% greater for private real
estate when evaluating returns from 2Q 1994 to 2Q
20103.

It is worth citing a recent report from the International
Real Estate Business School in Germany that shows that
over the long term, REIT returns correlate significantly
with the performance of direct real estate markets?.
Therefore, when investing in REITS, investors appear to
enjoy the benefit of greater liquidity at the expense of
greater volatility. But if near-term volatility can be ex-
pected, yet a long-term investment horizon is required
for the asset class to behave like the underlying bricks

and mortar, then it may be imprudent for long duration

TOTAL RETURN, RISKD RISKDJUSTED PERFORMANCE

Annual Total Return

Private Real Estate 7.62%
REITs 10.42%
S&P 500 7.64%
Barclays

Y 6.71%

Aggregate Bond Index

Standard Deviation Sharpe Ratio

5.19% 0.50
20.72% 0.26
16.56% 0.16
3.99% 0.42

Analysis from 4Q1991 to 3Q2011. Private real estate represented by the NCREIF Property Index (NPI). REIT performance eddgstive FTSE Equity REIT Total Return index.
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investors to look to their REIT ownership as a source of

near-term liquidity.
DIVERSIFICATION

Correlation or the extent to which returns from various
asset classes move together is an important factor in mod-
ern portfolio theory. By building a portfolio of assets
that are less correlated, the portfolio manager can pro-
duce a portfolio that achieves greater overall returns with
lower risk. Real estate as an asset class has assumed a per-
manent place in a well-diversified portfolio because of its
low correlation to traditional asset classes in addition to

its healthy historical returns.

A study by the Cass Business School in London shows
that real estate’s diversification advantages are stronger
with direct investment vehicles as compared to REITS.
Analyzing historical correlations between private real es-
tate as measured by the NCREIF Property Index (NPI),
the study shows that based on data from 1972-2007,
private real estate’s correlation to large-cap stocks is 0.06
versus 0.50 for REITs, while the correlation for private
real estate and REITSs to long-term government bonds is
(0.22) and 0.21 respectively.

When evaluating REIT performance versus other invest-
ments, the Cass study goes on to show that REITs and
small-cap stocks share a very high correlation of 0.78,
which remains consistently high over a ten-year invest-
ment horizon. The implication for portfolio optimiza-
tion is important (see “Correlation of REIT’s” chart). In
a portfolio of only stocks, bonds, REITs and real estate,
an optimal portfolio is achieved with at least a 36% over-
all allocation to real estate, with the real estate portfolio

comprising 79% private real estate and 21% REITs.

Finally, the Cass analysis shows that given the high long-
term correlation, REITs provided no diversification bene-
fit to a portfolio that included small-cap stocks. In other

words, the optimal, diversified portfolio that maximized
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risk-adjusted returns included a zero percent allocation to
REIT stocks and at least a 28% allocation to direct real
estate when small-cap investment was available alongside
direct real estate, government bonds, and large-cap

stocks.

Re al estateds diversi

stronger with direct investment vehicles as
compared to REITs.

VALUATION

When the topic of valuation is discussed, critics of direct
real estate assert that the appraisal-based performance
methodology results in valuations that are not real-time
and lag the market. The Cass Business School report
found credence to this argument. By examining the cor-
relation of current returns in direct real estate with lagged
returns, the study was able to detect evidence of

“appraisal-smoothing”.

While such appraisal smoothing may have been a concern

of the past when annual appraisals where commonplace,

THE CORRELATION OF REITS WITH OTHER ASSET CLASSES:
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current practices prevalent among direct real estate funds
promise to address the shortcoming. Many direct real
estate funds hire external third-party consultants to ap-
praise all assets quarterly, ensuring that values are con-

sistent with real-time market conditions.

As an example, the ASB Allegiance Fund works closely
with industry-leader Altus Group to produce quarterly
valuations for each asset in the Fund. Altus manages
valuations of over 2,700 commercial real estate assets
valued at over $120Bn and has a keen sense for market
developments. Underscoring the accelerating shift to real-
time valuations in private real estate, some direct funds
have even started to administer more frequent valuations,
where third-party consultants revise metrics that drive
value such as capitalization rates, discount rates, and mar-
ket leasing assumptions whenever there is evidence that

material changes have occurred.
TRANSPARENCY

Some have argued that public real estate companies pro-
vide a greater level of transparency because of demanding
disclosure requirements mandated by the SEC. While
the Sarbanes-Oxley Act certainly mandates meaningful
disclosure and reporting requirements that help protect
investors, many direct funds also face strong compliance

mandates.

Depending on the type of fund and investor, direct in-
vestment funds can often be heavily regulated with a
strong fiduciary duty placed on the adviser. Almost eve-
ry institutional direct investment real estate fund is sub-
ject to the Investment Advisers Act of 1940 which re-
quires SEC registration, disclosure of material infor-

mation, and outlines a number of restricted practices.

If the fund is a bank collective fund, such as the ASB
Allegiance Fund, the investment advisers receive addi-
tional oversight from a trustee that has fiduciary obliga-

tions to investors and is required to closely monitor all
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activities within the fund. In addition, bank collective
funds are required to undergo annual financial statement
audits by external accountants and make the results avail-

able to all the participant investors.

For investment advisers managing pension assets, ERISA
requirements not only extend the fiduciary obligation to
both the trustee and to the investment adviser, but also
provide strict rules that guide investment activity, pro-
mote transparency, mitigate conflicts of interest, and
create greater accountability. All considered, these rules
and regulations provide robust legal protections for inves-

tors.

Understanding whether a direct real estate investment
adviser assumes fiduciary obligations under ERISA, or is
involved with SEC-mandated external audits in the con-
text of a commingled fund structure is important. These
factors may highlight a legal framework which offers
equal or even greater transparency and protection for
investors compared to those offered by publicly listed real

estate.

Higher NAV premiums are significantly correlated
to negative future REIT returns.

VALUE

When comparing the cost of ownership for listed versus
direct real estate, there are important differences that
suggest that direct real estate investors receive better val-

ue.

The first important thought is that REITs historically
trade at a premium to NAV, while open-end direct real
estate investment allows investors to buy into a pool of
real estate assets at NAV. In the REIT versus direct in-

vestment dialogue, liquidity is often cited as one reason
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