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Our Investment Policy Research articles provide an in-depth look at due diligence that has 
been completed by the BAM Advisor Services investment policy committee (IPC). We hope 
you find these articles to be educational and that they offer insight into the policies formed 
by our IPC.

This past spring, Sean Grover and I co-authored a piece that examined whether real estate 
investment trusts (REITs) provide diversification of stock and bond portfolios. While it 
almost certainly makes sense to continue to include REITs as part of an overall portfolio — 
in the same way that a diversified portfolio should include technology stocks or financial 
stocks — our findings argue against overweighting REITs. The basis of the overweighting 
argument is that real estate held via REITs provides diversification of stock and bond market 
risk since real estate doesn’t behave like stocks and bonds. In other words, REITs provide a 
unique source of return. While this argument is intuitive — it certainly made sense to me 
— the data doesn’t support it. As I will show below, Sean and I found that REITs returns 
are well described by standard stock and bond market factors and that more advanced 
statistical tests fail to reveal convincing diversification benefits.

https://papers.ssrn.com/sol3/papers.cfm?abstract_id=2965146
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Stocks, Bonds or Both?

The key to understanding our findings is noting that REITs 
behave a bit like stocks and a bit like bonds. Somewhat like 
utilities, REITs are stocks, but the underlying businesses have 
fixed income-like properties, namely that long-term leases are 
fixed cash flows and are therefore bond-like in nature. Many 
of the arguments for the diversification benefits of REITs fail 
to account for this hybrid nature of REITs. Very simply, our 
work shows that there’s nothing unique about REITs once 
their hybrid characteristics are accounted for. The easiest way 
to account for the returns of REITs is to analyze their returns 
within the context of the Carhart four-factor equity model 
with the addition of interest rate risk and credit risk factors. 
Figure 1 plots the alphas across 12 industry sectors and REITs 
relative to this factor model.

 Figure 1: Annualized Alphas in Basis Points  
(8/1988-8/2016)

I’ve highlighted the only series that has statistically significant 
alpha, the catch-all “Other” sector, and it is negative. REITs 
have negative alpha that is not statistically significant. In 
layman’s terms, this means there is nothing unique about 
REITs that isn’t adequately accounted for by generic stock and 
bond market returns.

Comparing REITs to a Portfolio of Stocks and Bonds

The factor analysis in our paper also showed that REITs tend 
to look like small-cap value companies but with significant 
interest rate risk and credit risk exposure. In light of this, an 
interesting analysis would be to compare the returns and risk 
of REITs to a portfolio of small-cap value stocks and bonds. As 
it turns out, a portfolio that allocates 67 percent to small-cap 
value stocks and 33 percent to long-term corporate bonds 

behaves similarly to REITs. As Figure 2 shows, however, the 
portfolio of small-cap value stocks and long-term corporate 
bonds has meaningfully better risk-adjusted returns.

Figure 2: Summary Statistics  
(1/1978-9/2016)

REITs Portfolio

Avg. Monthly Return 1.13 1.20

Compound Return 12.5 14.3

Std. Deviation 18.5 13.5

t-stat 3.0 4.5

Sharpe Ratio 0.49 0.73

Min. Return -32.4 -17.3

Max. Return 32.8 12.8

Max Drawdown -70.5 -46.7

% Neg. Periods 39 31

Skewness -0.7 -1.0

Kurtosis 10.7 5.9

Figure 2 shows a wide range of data points, but of particular 
importance, the Sharpe Ratio for REITs is much lower than 
the Sharpe Ratio of the portfolio of stocks and bonds. This 
combined with the factor analysis results above are two main 
pieces of analysis suggesting that REITs have not provided 
additional diversification of stock and bond portfolios.

The results above summarize the key findings in our longer-
form research paper and show that REITs are fairly well 
explained by stock and bond market returns. While we plan 
to continue to use REITs in client portfolios, we now think 
of them as a hybrid security that should be held close to 
market capitalization weight and not be expected to provide 
the diversification benefits likely to be experienced from 
using more pure alternative strategies like AQR’s Style Premia 
strategy and Stone Ridge’s reinsurance and alternative lending 
strategies. Further, as we look at the future evolution of the 
equity funds we are using in client portfolios, we will examine 
whether to include REITs as part of these funds instead of 
excluding them as most equity funds we currently use do.
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