
Real Estate Investment Framework

Why Invest in Real Estate?

Commercial Real Estate (CRE) is one of the largest investable asset classes globally and comprised over $34 trillion in assets as of 2021. 

The business model is quite simple: investors purchase real estate assets, collect rental income from tenants and manage the upkeep of the assets.

The Economic Importance of Real Estate

In a broader context, real estate and housing, in particular, represents a significant component of the overall economy. 

Housing's combined contribution to GDP generally averages 15-18%, and occurs in two basic ways: 

• 	 Residential investment (averaging roughly 3-5% of GDP), which includes construction of new single-family and multi-family structures, 
residential remodeling, production of manufactured homes and brokers’ fees.

• 	 Consumption spending on housing services (averaging roughly 12-13% of GDP), which includes gross rents and utilities paid by renters, as well 
as owners’ imputed rents and utility payments.

Moreover, according to Edward Leamer’s 2007 NBER paper, “Housing Is the Business Cycle,” there is considerable evidence that housing is the business 
cycle, and an important determinant for both monetary and fiscal policy. In the nearby Business Cycle Components chart, we observe highly 
correlated Real GDP, Housing Starts and Non-Farm Payrolls cycles. We also see compelling evidence of the US housing cycle as a leading indicator of 
growth and employment across business cycles. 
 

Source: FRED, as of 12/31/2022

Homeowner equity is one of the largest sources of consumer wealth in the US, representing $27.8 trillion vs ~$40 trillion total market cap of US equities 
as of June 2022. This “wealth effect” is a significant component of behavioral economics, as consumers feel more financially secure and confident 
about their wealth when their homes and investment portfolios increase in value.

Beyond real estate investing, given its outsized economic influence, our investment team uses CRE and housing data for additional context and 
insights for investment research, investment strategies and investment model allocations.

SS&C ALPS Advisors  |  Insights

Real GDP vs Housing Starts vs Non-Farm Payrolls
% Change from One Year Ago, Deviation From Mean
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General Investment Characteristics

CRE provides both equity and bond-like characteristics. Given supply constraints (scarcity of land and attractive locations) and increased demand 
(population and economic growth), along with the inflationary effects of replacement costs, CRE provides potential growth for investors. The monthly 
rental income from tenants provides attractive and stable yields while shorter term (1-2 year) contracts provide some protection from the effects of 
inflation. Over longer investment horizons, real estate has historically provided returns similar to equities.

Access to CRE is available both in public (REITs) and private vehicles. Due to their unique structure, REITs provide the traditional equity and bond-like 
characteristics along with a significant structural advantage - REITs pay no corporate taxes. To qualify as a REIT, the entity must:

i.	 Invest 75% of assets in real estate and cash

ii.	 Obtain 75% of gross income from rent and mortgage interest

iii.	 Pays 90% of taxable income to shareholders

Private real estate is available in pooled funds and limited partnership structures. Although our focus is REITs, there are important market signals from 
the private markets that we monitor and interpret for our REITs investment framework.

Public REITs have ~0.60 correlation to equities and ~0.35 correlation to bonds, so they provide significant potential portfolio diversification benefits. In 
addition, public REITs have ~0.85 correlation to private real estate.

The CRE market is diversified, with various sectors participating in differing markets each with unique sensitivities within the overall economy.  
These include:

Real Estate Sector Markets

Residential Housing

Office Office Space

Industrial Supply Chain, Logistics, Warehouses

Retail Consumer

Lodging Travel

Self-Storage Consumer

Health Care Health Care Delivery and Laboratories

Towers Mobile Communications

Data Centers Cloud Computing

Timber Construction

https://www.alpsadvisors.com
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Framework Component Steps Output

I.	 Baseline Expected Returns i.	 Dividends 

ii.	 Earnings growth 

iii.	 Changes in valuation

Baseline expected REIT returns 

II.	 Macro & Secular Trends Analysis of economic data and secular trends Assessment of potential impacts 

•	 Net rent increases

•	 Changes in valuation

III.	 Relative Valuations i.	 Expected REIT income yields

ii.	 REIT income yield spreads vs bonds

Overall positioning

•	 Neutral (market weight)

•	 Overweight

•	 Underweight

IV.	 Monitoring i.	 Ongoing assessments of valuations

ii.	 Assess REIT income yield spreads

Assess and update positioning

Framework Process

Our framework includes both quantitative and qualitative analysis to assess potential returns and risks with the objective of positioning portfolios to 
achieve better risk-adjusted returns. The process can be summarized as follows:

• 	 Establish baseline estimates for REIT returns for the following 12 month period

• 	 Evaluate macroeconomic data and secular trends to develop likely market scenarios

• 	 Determine relative valuation by comparing REIT income yield spreads vs bonds

• 	 Monitor valuations and developments, assess and recommend changes as conditions warrant

Our real estate data partner, Green Street, provides detailed operating, financial and valuation information at the individual REIT and Sector levels, 
along with summary information for the entire REIT asset class. Green Street also provides similar information on private real estate, along with the 
details on the CMBS (commercial mortgage backed security) market, real estate buy/sell transactions, along with breakdowns of geographic markets.

Baseline Expected REIT Returns

Similar to equities, total return for REITs is comprised of three primary components: 

i.	 Dividends 

ii.	 Earnings growth 

iii.	 Changes in valuation 

Not unlike bonds, income yield (from dividends) can provide a simple and effective starting point for forecasting long-term returns. For REITs, we can 
use Cap Rates (Net Operating Income/Market Value) as an estimate for income yields. 

Earnings growth is driven by growth in net operating income (NOI), primarily through rent increases and cost management. Key metrics:

• 	 NOI growth

• 	 General and Administration (G&A) as % assets

• 	 Balance sheet leverage and cost of capital

Changes in valuation are driven by material changes in supply/demand dynamics (primarily secular trends, technological changes, and economic 
incentives), replacement costs and the underlying capital structure of the REIT. Key metrics include:

• 	 Occupancy

• 	 Balanced sheet leverage and cost of capital

• 	 Dividend coverage

Private real estate cap rates, growth and valuation changes are also incorporated into these baseline models.

https://www.alpsadvisors.com
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Macroeconomic Data and Secular Trends

REITs are subject to numerous macroeconomic and secular trends, with varying impacts across sectors. These include but are not limited to:

• 	 Interest rates – impact on cost of capital, balance sheets, debt maturity and ability to refinance

• 	 Overall economic growth 

• 	 Regulatory trends and incentives – tax policies, energy efficiency, renewable construction materials, etc.

• 	 Purchase vs rent housing costs – Driven by supply/demand, interest rates and demographic trends, this dynamic has shifted back and forth for 
several decades

• 	 Work from home – lower demand for office space, along with knock on effects for retail, among others

• 	 E-commerce – increased demand for supply chain, logistics; lower demand for retail

• 	 Technology – cloud computing, 5G, cell towers and data centers 

We use this information to calibrate and adjust overall cap rates to reflect potential secular and macroeconomic impacts and establish the expected 
CRE Income Yield.

REIT Income Yield Spreads vs Bonds

Our final step is to compare expected REIT Income Yield to bonds using historical spread levels as they have consistently provided insights on the 
direction and magnitude of expected REIT returns. When the spread is less than the median spread vs bonds, REITs are considered “expensive” and 
investors are unlikely to be compensated for the additional risk of the potential outperformance relative to historical returns. 

For context, we establish spreads for REITs vs both investment grade and high yield (HY) corporate bonds. For additional context, we create a valuation 
range of median spread +/- one standard deviation of the historical spread. 

We use these comparisons to establish “cheap” vs “expensive” vs bonds in a historical context and establish recommended allocations in our 
investment models.

Monitoring

The monitoring and assessment of relative valuations is an ongoing effort. At a minimum, on a quarterly basis, the valuation model and comparisons 
are updated and reviewed. When valuations and outlook warrant, the model allocations recommendations are updated. 

Spread Calculation Median Spread Valuation Range Valuation Assessment

REITs - Baa Yield Green Street Data Median +/- 1 Std Deviation
If < Range, “Expensive  
relative to Baa Bonds”

REITs - HY Green Street Data Median +/- 1 Std Deviation
If < Range, “Expensive  
relative to HY Bonds”

More Expensive Cheaper

-1 Standard 
Deviation

Median 
Spread

+1 Standard 
Deviation

REIT Valuations vs Bonds
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Important Disclosures

ALPS Advisors, Inc. (“SS&C ALPS Advisors” or “ALPS Advisors”) is a SEC registered investment adviser located in Denver, Colorado. Registration does not imply a 
certain level of skill or training. ALPS Advisors may only transact business in those states in which it is registered or qualifies for an exemption or exclusion from 
registration requirements.

Information presented herein is provided for educational or informational purposes only. ALPS Advisors does not transact business via this material. Nothing 
herein should be construed as financial advice.

Information developed by ALPS Advisors is subject to change at any time without notice. ALPS Advisors provides such information for illustrative and 
informational purposes only. This information may represent personal opinions and viewpoints of the commentators and should not be regarded as a 
description of advisory services provided by ALPS Advisors.

Information presented herein does not constitute investment, legal or tax advice; performance data; an endorsement of any third party or such third party's 
views; or any recommendation that any particular security, portfolio of securities, transaction or investment strategy is suitable for any specific person. 
Information is impersonal and not tailored to the circumstances or investment needs of any specific person. Any mention of a particular security and related 
performance data is not a recommendation to buy or sell that security. Whenever there are hyperlinks to third-party content, this information is intended to 
provide additional perspective and should not be construed as an endorsement of any services, products, guidance, individuals or points of view outside ALPS 
Advisors. All examples are hypothetical and for illustrative purposes only.

ALPS Advisors does not warrant information presented herein to be correct, complete, accurate or timely, and is not responsible for any errors or omissions in the 
information or for any investment decisions, damages or other losses resulting from, or related to, use of the information. No assurance can be made regarding 
the profitability of any security mentioned or regarding the accuracy of any forecast made. Not all past forecasts were, nor future forecasts may be, as accurate 
as those presented. Past performance is no guarantee of future returns.

Investing involves risk, including the possible loss of principal and fluctuation of value. There is no assurance that the stated objective will be met. Please consider 
the charges, risks, expenses and investment objective carefully before investing. Information presented herein is for discussion and illustrative purposes only and 
is not a recommendation or an offer or solicitation to buy, sell or hold any securities. Past performance is no guarantee of future results.
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