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Diversifying the Risk of Owning Real Estate

Overview: Diversification across asset classes is an important component of an investment plan. It is also important to diversify across asset classes that have low correlation, so they do not all rise and fall simultaneously. Many high-net-worth individuals have accumulated their wealth by investing a substantial portion, if not a vast majority, of their assets in real estate. It can be a major challenge for those investors to effectively diversify the risks of investing in real estate without reducing their exposure or selling assets. One solution is to diversify with asset classes that have low correlation to real estate. This document identifies some of those asset classes and discusses how they fit in a portfolio with a significant allocation to real estate. 

Introduction

Real estate as an asset class has its own unique risk and reward characteristics. It can therefore be a good way for investors to diversify overall portfolio risk. However, for appropriate diversification, investors who have relatively large allocations to real estate may need to construct a portfolio with asset classes that have relatively low correlation to real estate.1 The first step is to find asset classes that have low correlation to real estate. The next section includes correlation results for four domestic equity asset classes. 

How Real Estate Correlates to Domestic Equity Asset Classes 

Real estate has relatively low correlation to certain domestic equity asset classes, as shown in this table below:

	Correlation of Real Estate to Domestic Equity Asset Classes 

1975–2004

	Asset Class
	Correlation to Real Estate

	S&P 500 Index
	0.53

	Large-Cap Value
	0.61

	Small-Cap Value
	0.71

	Micro-Cap
	0.66


Source: Dimensional Fund Advisors, Inc.

The somewhat higher correlation to small-cap and value stocks is not surprising because both small-cap and value stocks tend to be from companies with greater financial leverage than large-cap and growth stocks. Companies with high leverage are more subject to economic risks that can occur during financial crises, including a “flight to quality,” which is a phenomenon that most often takes place in bear markets during which investors rush to move their assets to safer investments. High leverage is also a characteristic of real estate. 

Thus, we can conclude that among the domestic equity asset classes shown above, large-cap stocks (as represented by the S&P 500) are better diversifiers than are small-cap and value stocks for investors with significant allocations of real estate. Keep in mind that of those four equity asset classes, large-cap stocks provide lower expected returns because they are a less volatile asset class than the other three.

Comparing Real Estate (as an Asset Class) to the S&P 500 

The following figures show that large-cap growth stocks (as represented by the S&P 500) can provide a great deal of diversification to a portfolio with a significant real estate allocation.

· From 1975–2004, Real Estate Investment Trusts (REITs) provided a rate of return of 16.3 percent per annum while the S&P 500 returned 13.6 percent per annum. 

· When the S&P 500 was down 7.2 percent in 1977, REITs were up 18 percent. 

· In 1981, REITs were up 6.1 percent when the S&P 500 fell by 4.9 percent. 

· In 1984 and 1992, when the S&P 500 rose just 6.3 percent and 7.3 percent, REITs returned 21.9 percent and 28.3 percent. 

· Of course, there are also periods when the S&P 500 outperformed REITs. For example, from 1998–1999 the S&P 500 outperformed REITs with a return of 24.7 percent per annum versus 

–8.9 percent per annum. 

The above examples demonstrate the low correlation between the S&P 500 and REITs. They make a strong case that including other asset classes, such as large-cap stocks, can effectively diversify an investment portfolio that holds a relatively large portion of real estate. The next step is to select another asset class to diversify the risks of the domestic equity asset class just added to the portfolio. 

Other Diversification Options for Portfolios with Significant Allocations of Real Estate

Investors who choose to allocate to domestic equity asset classes to diversify their real estate allocations are then exposing their portfolios to the risks of investing in U.S. equities. Thus, they are accepting the political and economic risks generally related to U.S. stocks. Three alternatives that investors may consider using along with domestic equity asset classes are international stocks, commodities and fixed income. 

· International Stocks — For the period 1975–2004, the correlation of international large-cap stocks to real estate was just 0.36. International small-cap stocks make even better diversifiers because their correlation with real estate is lower than the correlation of international large-cap stocks with real estate. Their correlation to real estate for the same period was just 0.30. Emerging market stocks have similarly low correlation. For the period 1987–2004, their correlation to real estate was approximately 0.32.

· Commodities — Commodities are another excellent diversifier. For the period 1975–2004, the Goldman Sachs Commodity Index had virtually no correlation to real estate. If commodities are appropriate for a portfolio, our preference would be to hold them via mutual funds that invest in commodities futures.2 Specifically, the fund should mimic a commodities index, providing exposure to a broad range of commodities. Currently, we are unaware of any fund that matches all of the criteria listed below, however, we find the PIMCO Commodity Real Return Strategy Fund worth considering. The three issues that we consider of particular importance when choosing a fund include:  

· Funds are managed in a passive rather than active style.3
· Funds are no load and have a low expense ratio.

· Fund policies include investing any collateral only in bonds with the highest credit quality and no prepayment risk (as opposed to junk bonds or mortgage-backed securities).

· Fixed Income — All fixed income asset classes have low correlation to real estate. For the period 1975–2004, the annual correlation of returns between real estate and one-year and long-term Treasuries was just 0.08 and 0.22, respectively.  Some investors may question whether they need to allocate a portion of their portfolio to fixed income if their home is financed. The answer will be unique for every investor — based on the time to maturity, type and value of the mortgage. (For more details on whether investors who own their home should include it as part of their real estate allocation, see the Appendix. The short answer is that it should not be included.)

How Do Home Mortgages Act as Fixed Income?

If a home is financed with a fixed-rate mortgage, the value of that mortgage can effectively be considered a short (negative) bond position within the investor’s overall portfolio. The fixed rate on the mortgage does provide inflation protection. A fixed-rate mortgage also has a “call” feature in that, if interest rates decline, the borrower can refinance to the newer rates. This provides protection against falling interest rates (for those on fixed incomes) and against deflation. 

If a home is financed with an adjustable rate mortgage, the risk profile is significantly different. Therefore, it is very important that investors consider how their home is financed as they develop and maintain their asset allocation strategy, especially when adding fixed income. 

Summary 

Investors who have a high concentration of real estate have many options available when deciding to diversify the risk of being too heavily allocated to a single asset class. The best diversifiers have the lowest correlation. Thus, fixed income and commodities are the best options, but they also have the lowest expected returns. Because of this, an investor may wish to add an equity asset class to a portfolio. 

Among the equity asset classes, the best diversifiers are international stocks — especially international small-cap and emerging market stocks — followed by U.S. equity asset classes (keeping in mind that U.S. small-cap and value stocks have somewhat higher correlations to real estate). With these asset class alternatives, investors should be able to achieve an appropriately diversified portfolio without having to sell much (or any) of their real estate holdings. 

1
Correlation is defined as the degree to which one security or asset class (commodities) follows another security, asset class (stocks and bonds), or inflation. For example, commodity prices are positively correlated with inflation; bonds are negatively correlated with inflation, meaning that bonds perform poorly during periods of high inflation while commodity prices perform favorably.

2
Futures contracts are agreements to deliver a quantity of goods, generally commodities, at a specified price at a certain time in the future. Investors who are pursuing a passive strategy can gain commodity exposure by constructing a passively managed portfolio of long positions in futures contracts. Futures contracts require collateral, typically invested in the form of U.S. Treasury bills. Unlike a passively managed equity portfolio, a passive futures portfolio requires regular transactions, since futures contracts expire. Thus, contracts must be continually rolled over to the next maturity. See the Educated Investor Feature Article, “Demystifying Commodities” for complete details.
3
Active management attempts to uncover securities the market has either under- or overvalued. It also attempts to time investment decisions to be more heavily invested when the market is rising and less so when the market is falling. Passive management is a buy-and-hold investment strategy, specifically contrary to active management. Characteristics of the passive management approach include: lower portfolio turnover, lower operating expenses and transactions costs, greater tax efficiency and a long-term perspective. 

This material is derived from sources believed to be reliable, but its accuracy and the opinions based thereon are not guaranteed. The content of this publication is for general information only and is not intended to serve as specific financial, accounting or tax advice. To be distributed only by a registered investment advisor. Copyright © BAM Advisor Services, 2005.
APPENDIX: 

Should You Include Your Home as Part of Your Portfolio’s Real Estate Allocation?

A home is clearly real estate. However, it is very undiversified real estate. Here are a few reasons why it is not prudent to consider a home as part of a portfolio’s real estate allocation:

· A home is undiversified by type. There are many types of real estate: office, warehouse, industrial, multi-family residential, hotel and more. Home ownership limits the investor to just the single-family residential component of the larger real estate asset class.

· A home is undiversified geographically. Home prices might be rising in one part of the country and falling in another. 

· The value of an investor’s home may be more related to exposure to an industry and related employment prospects than to real estate in general. For example, in the 1980s, home prices in Texas and other oil-producing regions collapsed along with oil prices. In the late 1990s, home prices in Silicon Valley skyrocketed, riding the technology boom. Homes in other areas of the same state experienced a totally different pricing environment. 

This lack of diversification is further compounded if an investor’s portfolio is loaded with assets exposed to the same industry to which his or her home is exposed. This can easily happen to executives who own stock in their company and/or have stock options, and who typically live in the region in which their company is based. It also can be true of employees who invest heavily in their employer’s stock through retirement plans. 

Consider the following example. Seattle used to be considered a one-company (Boeing) town. A senior executive at Boeing could have owned an expensive home in Seattle as well as have invested a vast percentage of her financial assets in Boeing stock. She contributed to Boeing’s retirement plan, purchasing more Boeing stock. She also had stock options. She thought she was diversified because she considered her home as real-estate exposure.

But then Boeing was impacted by a recession in the airline industry. The company’s stock, reflecting those troubles, fell sharply. Strike one for our investor. Boeing reacted by laying off employees, including our senior executive. Strike two. With so many unemployed, Seattle home prices collapsed. Strike three for our unlucky investor. The problem was that all of the risks she incurred in her employment, equity and real estate investments were highly correlated. 

The bottom line is that an investor considering his or her home as exposure to real estate can be compared to the Merck senior executive considering his or her Merck stock and options as exposure to large-cap growth stocks. The correlation between any one stock and the overall asset class of equities, or of large-cap growth stocks, might turn out to be very low. Stocks might be up overall, but the investor’s single stock might be down. Similarly, real estate in general might be up, but the price of the investor’s own home might be down. 

Therefore, as a rule, most investors should not consider their home as exposure to real estate. The only significant protection a home might provide is against construction cost inflation. Because, in many parts of the country, land is by far the more important component of home prices than is the cost of construction, it may not be much protection at all.
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