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Real Estate—
A Large and

Underappreciated
Asset Class

Real estate is the world’s largest asset category but it receives
considerably less attention than stocks, bonds, and now digital
assets in both the financial and mainstream media. At 10.4%, real
estate is one of the smaller components of the average institutional
portfolio. In contrast, home equity is the largest asset of most
households representing 45% of net worth, and it is more than

twice the size of the next category which is retirement accounts. In
addition to owning a primary residence, the average family allocates
7.6% of its assets to rental property and other real estate. Given the
importance of real estate to individuals, institutions, and the overall
economy, | hope to make a small dentin what | believe to be a
significant gap in general knowledge of this investment category. Of
course, real estate is a complicated asset class so this will be far from
a comprehensive treatise. | will largely ignore the residential market
instead focusing on the characteristics of investment real estate, and
most important, a discussion of various real estate strategies and the
role this asset class plays in a diversified portfolio. Since our readers
are both taxable and tax-exempt, | concentrate on investment issues
mostly leaving tax and similar matters to the accounting profession.

By Bill Spitz
PRINCIPAL

As a Co-Founder of Diversified
Trust, Bill has been instrumental
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firm’s investment platform. Bill also
serves on the Board of Directors of Mass
Mutual Financial Group, Acadia Realty Trust,
and is Trustee emeritus of Kenyon College in
Ohio. He authored Get Rich Slowly: Building your
Financial Future through Common Sense and is a
frequent speaker at financial conferences.
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DIMENSIONS OF THE REAL ESTATE MARKET

Global real estate firm Savills estimated the value of the world’s real estate
in 2024 at $613 trillion. Of course, this is at best a rough guess and other
market experts come up with somewhat different valuations. Therefore, this
estimate should only be used to provide a sense of scale. It is also important
to note that real estate is only valued periodically so estimates of value are
generally a lagging indicator. Given those caveats, the $600 trillion estimate
compares to global stock and bond market valuations of about $124 trillion
and $140 trillion, respectively. Savills breaks down global real estate into the
following segments:

Residential Real Estate $370-400 trillion
Commercial Real Estate §70-100 trillion
Agricultural Land $25-30 trillion
Industrial and other Remainder

Even if you exclude residential real estate on the basis that it serves primarily
as shelter rather than an investment asset, the remaining categories are very
competitive with stocks and bonds in terms of size and importance.

The graphic on the following page illustrates real estate values in the world’s
ten largest markets. Note the massive size of residential real estate in China

and the dominance of the U.S. in the commercial real estate sector.

Global real
estate firm
Savills estimated
the value of

the world’s real
estate 1n 2024 at

$613 trillion.
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TOP 10 COUNTRIES BY REAL ESTATE VALUE

@ Residential real estate @ Commercial real estate
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WHY CONSIDER INVESTING IN REAL ESTATE?

As will be obvious shortly, there are many different types of real estate with
varying risk and reward profiles. Before digging into those details, it might
be helpful to have a very high level sense of where real estate fits in the
investment firmament. An organization called NCREIF has been publishing
an index of quarterly returns since 1978 on a universe of more than 12,000
commercial properties. The following table summarizes those returns and
compares them with stock and bond indexes.

Category Annualized Return (1978-2024)
Real Estate 8.5%
U.S. Stocks 12.0%

U.S. Bonds 6.0%
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Note that real estate returns fall between those of stocks and bonds. The Real estate 1s

volatility of real estate returns also falls in between the other two asset

classes although it is important to note that real estate volatility is generally an assct Clabs

understated because property values are usually not marked to market on a mn Which active
frequent basis.

management
In addition to competitive returns, there are a number of other potential can have 1 mgjor
benefits of a real estate allocation: .

1mpact.

« Currentincome represents a significant component of the return on
many real estate strategies providing an alternative to fixed income for
those desiring current cash flow.

+ Real estate returns are uncorrelated with the stock market suggesting
that real estate provides a diversification benefit to portfolios.
However, this lack of correlation is somewhat artificial in that property
values would likely track returns on other equity categories more
closely were property values marked to market frequently. So, while
there is likely a diversification benefit, it should not be overstated.

+ Taxable investors may enjoy various tax benefits.

+ Real estate is an asset class in which active management can have a
major impact.

+ Real estate typically provides a partial hedge against inflation
although there are more direct inflation hedges such as Treasury

Inflation Protected Securities or TIPS.
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A COMPLEX ASSET CLASS

One characteristic of real estate that may dissuade some potential investors is the fact that it

is a multi-dimensional asset class that can be sliced and diced in many different ways. The two
most common categorizations are by geography and property type. However, there are a number
of others including the vehicle through which investing takes place, the risk and return profile

of the properties, the amount of hands-on management required, financial structure, and the
time horizon or holding period. Geography is relatively straightforward, so a good place to begin
sorting out the real estate market is by the relative size in the U.S. of the major property types.

Note the large size of the multifamily market as well as the growing importance of the industrial
category and recent decline in the office segment.

SIZE OF THE US CRE MARKET BY PROPERTY TYPE
(ST, BASED ON ESTIMATED AGGREGATE ASSET VALUES)
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In reality, this graphic vastly understates the complexity of commercial real estate because there
are at least twenty sub-categories and perhaps many more depending on the level of granularity
chosen. For example, within the retail category, there are malls, strip centers, power centers,
grocery anchored centers, street retail, and so on. To take the analysis one step further, malls are
graded according to their market position, occupancy, retail sales, and a number of other metrics. In
addition to conventional warehouses, the industrial sector includes a number of highly specialized
property types including self-storage, cold storage, data centers, and life science facilities. The
residential component encompasses traditional apartments as well as senior housing, middle and
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low income housing, student housing, and a relatively new category which T]’ICTC are many

is single family homes for rent. Hotels and office can similarly be subdivided. .
L . le‘ACI'Cﬂt Ways

It should be apparent that focusing in on a real estate strategy on the basis

of geography and property type is complex even before bringing in the other to 1nvest in

categorizations mentioned on the previous page. . 1 1
commercial rea

¢state, and as

REAL ESTATE INVESTMENT VEHICLES

There are many different ways to invest in commercial real estate, and as

is the case with

is the case with investments in any other asset category, there are pros IMvestments 1n
and cons of each. The choice of vehicle is important so | will not attempt to any cher assct
provide a comprehensive analysis or recommendation instead suggesting h
T , , , ) category, there
consultation with a financial advisor. However, as a starting point, hereis a

brief description of many of the options: arc pros and

cons Of each.
« Purchase of the stocks of real estate rich companies such as hotels,

gaming, public storage, and some retailers. This strategy offers
liquidity, but these companies are not pure real estate plays.
Moreover, a potential investor is forced to choose a sector since these

companies generally own a single property type.

« Purchase of shares in a Real Estate Investment Trust or REIT which is a
corporation that owns a portfolio of underlying real estate. REITs can
either be private or publicly traded. Pros include avoidance of double
taxation, current income, professional management, and liquidity in
the case of publicly traded REITs. However, most REITs are focused on
a single sector or property type which once again requires the investor
to make an active investment decision.

+ Purchase of a real estate securities mutual fund or ETF. These funds
invest in a diversified portfolio of stocks of real estate rich companies
and REITs. They can be passively or actively managed. While these
funds do offer liquidity, they entail management fees and may not be
a pure real estate play. A critical concern regarding the three vehicles
covered to this point is that they involve the ownership of publicly
traded securities which are likely to be highly correlated with the
overall stock market thus diminishing the diversification benefit of

including real estate in a portfolio.
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+ Invest through a crowdfunding platform. These vehicles offer
a number of advantages including access for small investors,
diversification, professional management, and transparency.
However, these investments are illiquid with an uncertain time horizon
and little or no control. Moreover, they entail fees, and pose the added
risk of the stability of the platform, many of which are relatively new
lacking long track records.

+ Investin areal estate limited partnership. This is the preferred
vehicle for most large investors offering diversification, professional
management, limited liability, and access to larger properties.
However, SEC regulations limit this option to investors who meet
certain income and net worth requirements and there is generally a
large minimum commitment. These funds are very dependent on the
skill of the general partner who is entitled to substantial fees. Finally,
limited partnerships are highly illiquid with considerable uncertainty
as to when capital will be invested and returned.

« Purchase one or more properties directly. While this method offers
the advantage of total control, it requires hands-on management,
may entail liability, and is a highly illiquid and undiversified asset with
specific market and property risks.

THE TAXONOMY OF RISK AND RETURN

The convention in the real estate industry is to categorize the risk and return
potential of properties and strategies using four classifications. Returns are
highly dependent on beginning and exit valuations as well as the overall
economic environment, so the potential returns cited below are very long
term in nature and might differ from those we actually project for the next
five to ten years.

» Core: The purchase of high quality, stable properties employing low
levels of leverage and requiring minimal management. Returns, which
are expected to be in 6%-8% range, are derived primarily from cash
flow from the property. The core category can include many property
types such as Class A office space, well-placed malls, and so on. This

strategy is analogous to “income” investing in the equity market. The




THE DIVERSIFIED VIEWPOINT

Diverstfiedﬂ'usr. com

lowest risk version of this category is the ownership of triple net leased Returns are hlghly
properties. In this case, the tenant pays rent and is also responsible d d
for taxes, insurance, maintenance, and other ongoing costs. Therefore, cpen ent on

the landlord is similar to a bondholder who simply collects income. beginning and

o Core Plus: This category involves high quality properties in which exit Valuations

there is a modest opportunity to enhance returns through property
. . . as WCH as thC
improvements, further development, improved tenant quality, and
so on. Leverage remains moderate in this strategy although there is OVCraH cconomic

added financial risk due to the uncertainty of cash flows which are

_ , _ environment.
dependent on the success of the improvements. This uncertainty may

be counterbalanced by the potential for appreciation at exit. Expected
returns for this strategy fall in a range of 8%-10%.

o Value Add: These properties generally have problems or shortcomings
that provide the opportunity for skilled management to add value.
Problems may include, among others, deferred maintenance, high
vacancy rates, poor tenant mix, dated design, and energy inefficiency.
In addition to dealing with these issues, management may reposition
or expand the property. This strategy typically requires considerable
capital investment beyond the initial purchase price and will generally
involve a longer time horizon to realize returns which will often take
the form of appreciation at sale. Expected returns are 11% to 15%.

« Opportunistic: The Opportunistic category is simply an extreme
version of Value-Add requiring significant management skill and
capital. This category could involve ground-up development, land
development, the purchase and repositioning of empty buildings,
purchase of a property or portfolio from a distressed seller, and so on.
Part of the risk in this strategy is a lack of cash flow while the “fixes”
are being implemented. Opportunistic real estate is analogous to
“aggressive growth” investing in the stock market. Expected returns
are 15% to more than 20%. While these potential returns are quite
attractive, itis important to realize there is considerable uncertainty
as to whether and when management’s improvements will actually be
reflected in values.

Once again, the potential returns cited above are meant to display the range

of investment options rather than create specific expectations.
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REAL ESTATE INVESTMENT STRATEGY
AT DIVERSIFIED TRUST

Our equity managers may hold real estate related securities in their
portfolios but we generally avoid a separate allocation to them due to their
volatility and correlation with the overall stock market. Of course, we are
very sensitive to valuation which means that our position could change
should public real estate securities become significantly undervalued for

some reason.

Instead, we currently recommend a private real estate allocation to those
clients who can tolerate illiquidity and a longer investment time horizon.
However, we do not follow the usual industry practice of simply targeting
one of the four risk and return categories discussed in the previous
section. Instead, we integrate our real estate strategy with the outlook
for stocks, bonds, and other asset classes. In other words, every dollar
committed to real estate could be invested elsewhere, so we take into
account the risk and potential return of the categories that will serve as
the source of funds for the real estate allocation. Two examples should
make this point clear. As mentioned above, core real estate strategies
such as triple net leased properties are akin to fixed income investments.
Therefore, we might consider an allocation to core properties should their
yields significantly exceed those available in the fixed income markets. In
this case, the fixed income allocation would represent the funding source
for the real estate commitment.

Currently, the equity markets are near all-time highs with valuations that are
in the 90th percentile of historical experience. Therefore, we are interested
in real estate strategies that could yield equity-like returns without the
volatility of the stock market and exposure to high equity valuations.

For that reason, we are funding client real estate commitments from the
equity portion of portfolios and are pursuing value-add and opportunistic

strategies that should yield returns at the higher end of the spectrum.

Currently, the
cquity markets are
near all-time highs
with valuations
that are in the
goth percentile

of historical

experience.
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Most important, rather than property type or geography, we are hyper-
focused on the skills, experience, people, and track records of potential real
estate managers preferring those who have the ability to navigate different
corners of the real estate market opportunistically. Therefore, our real estate
portfolios are likely to include many property types and geographies and
they will be characterized by very active, hands-on management.

The best way to illustrate this strategy is through a description of a project
executed by our real estate manager. The firm purchased a 120,000 square
foot industrial building in the Bronx, N.Y. in an off-market transaction. The
purchase price of $26 million included $13.7 of equity, and an additional
$3.2 million was set aside for capital improvements. The property is well
located with several advantages including a large floor-plate, off-street
loading, an adjacent lot for additional storage, and ceiling heights of 18 to 22
feet. Moreover, the project qualified for a New York program that provided
special tax treatment to landlords making material property improvements.
However, the manager identified a number of opportunities to elevate

the building to institutional quality including exterior improvements,

new systems, the addition of a solar generation system, and activation of
underutilized loading areas. Upon completion of the repositioning program,
the manager executed a ten year lease with Amazon at rents 30% above

the level assumed in the original project underwriting. Following a 19
month hold, the property was sold for $70 million generating a 72% internal
rate of return and a 2.3 multiple of equity. While this project yielded an
unusually good return that should not be extrapolated, it demonstrates

the tremendous value-added that can be provided by real estate managers
who, in addition to investment skills, have world-class development and

operational abilities.
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CONCLUSION

Real estate remains one of the most enduring and versatile strategies

for building wealth, and it is no accident that many of America’s great
fortunes were built on the back of this asset class. In the context of
diversified portfolios, it can provide current income, capital appreciation,
diversification, and a degree of inflation protection. However, the variety of
investment vehicles, property types, geographies, and financial structures
can make real estate a daunting asset category. Therefore, rather than
attempting to mastermind a specific sector or geography ourselves, we
work hard at identifying truly skilled real estate investors and give them
the freedom to operate wherever they find extraordinary opportunities. As
successful real estate investor and philanthropist Louis Glickman said, “the

best investment on Earth is earth.”
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ATLANTA
877.955.8266

CHARLESTON
866.619.1003

GREENSBORO
855.821.4999

MEMPHIS
800.264.7498

NASHVILLE
877.386.7332

IMPORTANT NOTES AND DISCLOSURES

This White Paper is being made available for educational purposes only and should not be
used for any other purpose. Certain information contained herein concerning economic
trends and performance is based on or derived from information provided by independent
third-party sources. Diversified Trust Company, Inc. believes that the sources from which
such information has been obtained are reliable; however, it cannot guarantee the accuracy
of such information and has not independently verified the accuracy or completeness of such
information or the assumptions on which such information is based.

Opinions expressed in these materials are current only as of the date appearing herein and
are subject to change without notice. The information herein is presented for illustration
and discussion purposes only and is not intended to be, nor should it be construed as,
investment advice or an offer to sell, or a solicitation of an offer to buy securities of any type

of description. Nothing in these materials is intended to be tax or legal advice, and clients are
urged to consult with their own legal advisors in this regard.




