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Real Estate: Moving Beyond the  
Primary Residence

Real estate has traditionally been utilized by wealth managers and 

institutional investors seeking to diversify and enhance returns. The 

founder of Russell Investments, the consultant behind the widely 

adopted Russell indices, advocated for the inclusion of real estate in portfolios 

back in the 1970s.1

The ‘Other’ Equity Market

Presented with these facts, clients will often point out that they are already 

quite invested in private real estate: they own an expensive house in a coveted 

zip code.

Real Estate Diversifies and Enhances Returns
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Both private and public real estate have delivered consistently higher returns than the S&P 500 and have o�ered diversification benefits. What's 
more, private real estate has experienced only two thirds of the S&P's volatility.

Source: Standard and Poor's, Preqin, MSCI
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first confers a diversification 

benefit.
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Well, sure. But no doubt you’ve also encountered clients who have 

accumulated a nest egg by rising through the ranks at Apple, Honeywell or 

another publicly traded company. Most likely you’ve had a conversation with 

them — whether successful or not — about diversifying their equity portfolio 

into stocks in other industries, geographies and market capitalizations.

Real estate has a breadth and diversity on the order of the equity markets. The 

global institutional grade commercial real estate market alone has been sized 

at about $23.9 trillion— about 40% of the total equity market capitalization of 

$58 trillion.2 Much like investors in companies, investors in real estate can 

provide a project with equity or debt capital, through either public markets or 

private.

Here is a survey of the types of real estate available for investment.

Residential and commercial real estate react at different times and magnitudes 

to the same economic and market conditions. Here’s why:

As markets deteriorate, an auto manufacturer might decide to close a plant. 

This decision will trigger a decline in business around the plant, such as 

The Lay of the Land: Types of Real Estate

Houses for rent by one family

Single-family Multi-family

Industrial Retail

Residential

Commercial

Alternative/Other
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restaurants and stores. Layoffs will result. The people who are affected can’t 

necessarily pick up and move to another area, so they are likely to stay in 

the same area and continue paying the rent, even if they end up temporarily 

cash flow negative. This is why the multi-family asset class tends to be more 

resilient in the face of negative market conditions versus other types of real 

estate, which react more quickly and strongly.

To add another layer, if a 

plant were to close (read: a 

theoretical 100% decline in 

revenues from the industrial 

sector), an owner of an 

apartment building will likely 

reduce rents to make sure she 

can keep at least some tenants. 

Then when the conditions become more stable, she will raise rents and again, 

most likely, not lose tenants because either it’s equally expensive for them to 

live elsewhere or because they are too settled to make the change.

The opposite also happens: as market conditions improve, a technology firm 

might want to expand and lease — or even build — a big new office. Businesses 

around the firm reap extra revenues, translating to new jobs and pay raises. 

Real estate becomes more scarce — and more expensive — due to the resulting 

population influx. For some people, a 20% salary increase will prompt a move 

to an apartment with a 20% higher rent. In most cases, though, people will 

trade up more modestly than their pay raise would allow or they will stay put. 

This happens for various reasons: schools, closeness to churches and social 

circle, and the reality that the scarcity of inventory may, in fact, have caused 

their current rent to increase. This is an example where a sudden pickup in the 

economy will be reflected in industrial, office and retail sectors more quickly 

and with a greater magnitude than residential real estate.

Freedom to Keep Emotions at Bay

The emotional factors (school, community and so on) that insulate residential 

real estate somewhat from the economic cycle also play into your clients’ 

We don’t typically 
have diversification 
or portfolio risk 
mitigation in mind 
when selling a home
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decision to “realize” — i.e., sell — their primary residence. There are also 

financial considerations above and beyond the prospect of capital appreciation, 

including the opportunity to write mortgage interest off taxable income, a 

preference for accumulating equity instead of helping a landlord pay their 

mortgage and the chance to leave a valuable asset to future generations. We 

don’t typically have diversification or portfolio risk mitigation in mind when 

selling a home, nor do we typically use a primary residence as a source of 

income.

The economic reality of next steps can also forestall a sale; if a client’s house 

has appreciated, chances are the whole neighborhood has appreciated (since 

housing prices tend to move in tandem), and she will have to use the proceeds 

from the sale for the next house or move somewhere that the market has not 

favored as much.

Conclusion

There is potentially much to be gained by introducing clients to the world of 

real estate beyond their primary residence. Real estate constitutes a broad and 

diverse market with appealing risk-reward characteristics and freedom from 

emotional considerations that can run counter to return maximization. Stay 

tuned for a consideration of the different managed vehicles by which clients 

can diversify their exposure to real estate.

 

 
1. Leon Ross and John Mancuso. “Structuring a private real estate portfolio.” Russell 
Investments. 2011.

2. Tikoon. “Private real estate allocations in multi-asset investment portfolios  
(Part 1) http://www.tikoon.com/blog/2015/12/19/private-real-estate-allocations-in-
multi-asset-investment-portfolios.
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Where Does Diversified Real Estate  
Exposure Live?

Avenues for access

The decision tree starts with the determination of whether public 

or private options (or both) would serve the client best. Both 

structures allow investors to provide debt or equity financing to 

multiple developments. Public options generally allow for greater liquidity, 

including current income, but they exhibit higher volatility than their private 

counterparts. Public vehicles also almost unilaterally employ what is known as 

a core investment strategy, which can be an important portfolio building block 

but does not constitute diversified real estate exposure.

Public vs. private options

Public investments in real estate are generally made through Real Estate 

Investment Trusts (REITs), which are companies that own or finance income-

producing real estate. REITs can be classified either as equity REITs or 

mortgage REITs. Equity REITs generate income through the collection of rent 

on, and from sales of, the properties they own for the long-term. Mortgage 

REITs invest in mortgages or mortgage securities tied to commercial and/or 

residential properties.

Investors can buy shares directly or attain access to multiple REITs in one 

package by investing in actively managed (mutual funds) or passively managed 

(ETFs) vehicles. Importantly, while most public REITs are exchange-listed 

and trade intraday like equities, others are non-exchange traded and are 

generally illiquid, often for several years. FINRA issued an alert on the 

non-traded variety after the financial crisis exposed serious issues, urging 

investors to understand the complexities of liquidity, valuation, cost and 
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leverage that arise when investing in these vehicles.

Among the advantages of publicly traded REITs (and funds that invest in 

them) are relatively low investment minimums and a high degree of liquidity. 

These securities can be sold intraday and are statutorily required to pay 

at least 90% of their taxable income out each year as dividends. The less 

appealing implication of REITs’ liquidity is price volatility: REITs are subject 

to price fluctuations depending on market sentiment. Even when the net asset 

value (NAV) of the underlying real estate assets is unchanged, the market may 

assign a discount or premium to the future value of those assets as it does with 

equities. As a result, REITs are more highly correlated to the stock market — 

and less diversifying to a portfolio heavy on equity exposure— than private 

funds are.

Neither private funds nor the underlying properties they buy are publicly 

traded, so there is no possibility of markets assigning a discount or premium 

to NAV, keeping the fund’s value in a tighter band. The fund’s illiquidity and 

the fact that its value is “marked” quarterly, rather than set daily by buyers and 

sellers, can also help to limit volatility.

Core, Value-Added, Opportunistic

In order to fully compare REITs to private equity real estate (PERE) funds, 

Interested in 
Real Estate?

Publicly traded investment companies that 

own or finance income-producing real estate. 

The price of a REIT fluctuates intraday like 

that of a stock

Actively managed portfolios of REITs. Like 

other mutual funds, these can be redeemed 

daily

These seek to replicate the performance of a 

REIT index. Like other ETFs, they are not 

actively managed and they trade intraday 

like stocks

These o er liquidity 

through a secondary 

market

Public Options

These are not tradeable 

and require a long-term 

commitment

Private Options

Pooled Vehicles to Consider for Accessing Professionally Managed Real Estate

Real Estate 
Investment Trusts (REITs)

Limited Partnerships that invest in real 

property for income production and/or with 

the goal of capital appreciation through 

capital improvement

Private Equity 
Real Estate Funds (PERE)

REIT ETFs

REIT Mutual Funds

The price

that of a 

other mu

daily

actively m

like stock

of ca

mpro

the goal

capital im

Core: These properties are the most liquid, most developed, and least leveraged. They tend to be held for a long period of time.

Opportunistic: Tends to pursue some event that will result in the real estate being quickly and dramatically revalued

Cor

Opp
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the other major class of pooled real estate investment vehicle, a discussion of 

investment approaches is warranted. Real estate investment vehicles, broadly 

speaking, can be characterized as either core, value-added or opportunistic in 

their approach.

Core properties are the most liquid, most developed, least leveraged, and 

most recognizable properties in real estate portfolios.These properties have 

the greatest amount of liquidity but tend to be held for a long period of time.

The majority of their returns comes from the properties’ cash flows instead of 

from value appreciation. A real estate fund employing a core strategy might, 

for example, identify a Class A office building (meaning that it is new and 

high-quality) in a first-tier city (e.g. New York, Boston, San Francisco) where 

space is scarce and new development is difficult. The fund would analyze the 

economic drivers, such as employment growth and productivity, that impact 

the building’s capacity to provide a stable rent stream. If these check out, the 

fund would purchase the building with the plan to hold it for 7 years or more 

and to limit capital expenditures to normal maintenance and repairs.

Value-Added strategies fall in between core and opportunistic in that the 

properties require some development (added value) but not to the same extent 

as in opportunistic investing. It is a medium risk, medium return strategy, and 

return composition tends to be somewhat evenly split between income and 

capital appreciation.

Opportunistic (also known as non-core) real estate moves away from the 

core/income approach to a capital appreciation approach. Opportunistic 

strategies tend to pursue some event that will result in the real estate being 

Asset Physical Needs Holding Periods 
(years)

Income 
(as % of total return)

Leverage

CORE

OPPORTUNISTIC

Minor

Renovation

7+

3-7

1-5

≥70%

30%-70% <30%

0-40%

40%-70% 50-80%Rehabilitation/Development

Real Estate Strategy Characteristics at a Glance

VALUE-ADDED

Source: Adapted from “Why Non-Core Real Estate.” Meketa Investment Group, 2009
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quickly and dramatically revalued, typically from development of raw 

property, redevelopment of property, or purchase in an area of renewal. For 

example, an opportunistic fund might buy a one-star hotel and develop it into 

a three-star property or transform an amusement park into a full-fledged 

resort. Returns are composed 

mostly of capital appreciation, 

with some income. Leverage is 

typically incorporated in these 

transactions to further enhance 

total returns.

Evaluating Options

Investors interested in a core approach to real estate investing (higher income, 

lower risk-lower reward) can choose between publicly-traded REITs, private 

funds or a combination and should take the following considerations into 

account, among others:

• Private funds are not required to pass income through to the client, 

whereas REITs must.

• Taxes on REIT investments are more straightforward than with 

private funds, since the latter typically generate K-1s that often 

require filing for a tax extension.

• REITs are liquid, whereas private funds require a multi-year hold, 

often 8-10 years or more.

• REITs tend to be more volatile and more correlated to equities. 

Private funds are less volatile and tend to offer more of a 

diversification benefit.

• In our view, all else equal, investors should demand a higher 

expected return from private funds than from REITs in order to 

compensate for the private funds’ illiquidity.

Opportunistic investing is almost exclusively the province of private equity 

real estate funds and direct investments. REITs’ approach to investing is 

inherently core and entails buying higher quality assets that do not require 

any significant work, thus avoiding capital expenditures and attaining most of 

their return through rental income as opposed to capital appreciation.

We don’t typically 
have diversification 
or portfolio risk 
mitigation in mind 
when selling a home
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Opportunistic private funds will spend money, allocate time and apply 

creativity to increasing the value of the properties they acquire. A 

prominent private real estate firm gave the following example: the fund will 

purchase multifamily properties and renovate them, with the average total 

expenditure at $11,000 per apartment. As an example, the largest single 

appliance which allows for a rent increase is a washer/dryer, a $600 purchase 

that enables the fund to increase monthly rent by $30-40.

Putting it all together

Core, value-added and opportunistic investing styles can complement each 

other in a portfolio context, as can the different types of investment vehicles 

pursuing these approaches. However, regardless of the strategy being 

deployed, finding the right assets — whether apartment complex, raw land, 

factory or other — hinges on having a connected local network and robust 

asset selection processes in place. This is why manager quality is critical in 

real estate investing.

AAC-10002
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General Investment Related Disclosures:

This research report provides general information only. The comments provided 
herein are a general market overview and do not constitute investment advice, are not 
predictive of any future market performance, and do not represent an offer to sell or a 
solicitation of an offer to buy any security. Similarly, this information is not intended to 
provide specific advice, recommendations, or projected returns.

It is important to note that all investments are subject to risks that affect their 
performance in different market cycles. There are significant differences between 
public and private equities, which include but are not limited to the fact that public 
equities have a lower barrier to entry than private equities. There is also greater access 
to information about public companies. Private equities typically have a longer time 
horizon than public equities before profits, if any, are realized. Public equities provide 
greater liquidity whereas private equities are considered highly illiquid. The analyses 
herein are based on numerous assumptions and past market conditions. Different 
benchmarks, market conditions and other assumptions could result in materially 
different outcomes.

Neither the information nor any opinion expressed constitutes an offer or an 
invitation to make an offer, to buy or sell any securities or other financial instrument 
or any derivative related to such securities or instruments (e.g., options, futures, 
warrants, and contracts for differences). This report is not intended to provide 
personal investment advice and it does not take into account the specific investment 
objectives, financial situation and the particular needs of any specific person. Investors 
should seek financial advice regarding the appropriateness of investing in financial 
instruments and implementing investment strategies discussed or recommended in 
this report and should understand that statements regarding future prospects may not 
be realized.

This research report is prepared for the use of persons who have accepted the 
Artivest “Terms of Use” and may not be redistributed, retransmitted or disclosed, 
in whole or in part, or in any form or manner, without the express written consent 
of Artivest Holdings, Inc or its affiliates (“Artivest”). Any unauthorized use or 
disclosure is prohibited. Receipt and review of this research report constitutes your 
agreement not to redistribute, retransmit, or disclose to others the contents, opinions, 
conclusion, or information contained in this report without first obtaining expressed 
permission from an authorized officer of Artivest. These materials are based on public 
information.

The information herein was obtained from various sources and we do not guarantee 
its accuracy. This report may contain links to third-party websites. Artivest is not 
responsible for the content of any third-party website or any linked content contained 
in a third-party website. Content contained on such third-party websites is not part 
of this report and is not incorporated by reference into this report. The inclusion of a 
link in this report does not imply any endorsement by or any affiliation with Artivest. 
Access to any third-party website is at your own risk, and you should always review 
the terms and privacy policies at third-party websites before submitting any personal 
information to them. Artivest is not responsible for such terms and privacy policies 
and expressly disclaims any liability for them.
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Neither Artivest nor any officer or employee of Artivest accepts any liability 
whatsoever for any direct, indirect or consequential damages or losses arising from 
any use of this report or its contents.

Artivest and its affiliates do not provide tax, legal or accounting advice. This material 
has been prepared for informational purposes only, and is not intended to provide, and 
should not be relied on for, tax, legal or accounting advice. You should consult your 
own tax, legal and accounting advisors before engaging in any transaction.

“Artivest” refers to Artivest Holdings, Inc. and its affiliates, as the context requires. All 
brokerage services are provided by Artivest Brokerage, LLC, an SEC registered broker 
dealer and member FINRA/SIPC.

© 2016 Artivest Holdings, Inc., All Rights Reserved


