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REITs: Answering the call for
DC plan diversification
For fiduciaries looking to enhance diversification in defined contribution plans,
we believe REITs can be a simple and effective addition to investment lineups.
by Jon Cheigh and Jason Yablon

KEY TAKEAWAYS
REIT characteristics can be a good
fit for defined contribution plans

Adding REITs can enhance potential
risk-adjusted returns

REITs provide access to nextgeneration property types

Compared with other alternatives,
real estate investing is relatively
straightforward, transparent and
liquid, making REITs well suited as a
plan diversifier, which should draw
wider recognition over time.

REITs can improve portfolio
efficiencies given their history of
strong returns, attractive income
and low correlations with stocks and
bonds, in addition to offering the
potential for inflation protection.

REITs, once dominated by the office
and retail sectors, are now led by
new-economy property types such as
cell towers, data centers and logistics,
along with other non-core sectors like
health care and self storage.

REITs: Answering the call for DC plan diversification

REIT characteristics can be a good fit for
defined contribution plans
Real estate is prevalent
in retirement portfolios,
but under-represented in
DC plans

Institutional investors have long recognized real estate for its history of attractive
returns, stable cash flows and low correlations with other asset classes. For these
investors, real estate has typically been a significant long-term allocation, generally
in the 5–15% range.
By contrast, the defined contribution (DC) market has been slower to adopt real
estate and other diversifiers, focusing predominantly on core equity and fixed income
strategies. Depending on the core equity fund used in the DC plan, participants may
have no exposure to real estate at all, and many plans do not offer a standalone real
estate option. According to financial data firm BrightScope, only 45% of DC plans with
100 or more participants offer real estate in their investment menus. As a result, real
estate allocations across all DC plans are well below levels found among institutionally
managed defined benefit (DB) plans and other large investors (Exhibit 1).
We believe this presents an opportunity for DC plan sponsors to provide both
broader availability and greater participant education on the potential benefits of
real estate exposure, bringing DB best investment practices to DC plans.
A desire for diverse alternatives
As the DC industry continues to evolve, many plan sponsors are recognizing the
need to give participants access to more diversified investment choices to increase
the chances of achieving their retirement income goals. This task has taken on
greater urgency in recent years, as many participants are finding themselves behind
in their savings targets, yet faced with the prospect of substandard market returns,
low bond yields and higher volatility.
EXHIBIT 1

DC REIT adoption disconnected from other retirement plans
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Source: DC Plans: FUSE (survey of the largest tax-exempt funds in the U.S. as of 9/30/19); Corporate DB Plans/Sovereign Wealth Funds/Endowment &
Foundation/Public DB Plans: Cornell University and Hodes Weill & Associates, “Institutional Real Estate Allocations Monitor” (data represents average
target real estate allocation among survey respondents in 2020, representing 212 institutions in 29 countries, with total assets under management
of more than US$12.6 trillion and portfolio investments in real estate totaling approximately US$1.3 trillion; Target Date Funds: Morningstar, based on
20 largest 2030/2035 funds as of 12/31/20.
See back page for index associations, definitions and additional disclosures.
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REITs have compelling diversification features
To help address the need for broader diversification, many investors have turned
to REITs and other real estate securities. Since the financial crisis, global assets
under management (AUM) in listed real estate portfolios have doubled, benefiting
from increasing awareness of the historical benefits of REITs and a broader trend
toward real return strategies (Exhibit 2).
We believe real estate securities can be appropriate as a diversifier in DC plans for
several reasons:
• A long track record: Most alternatives offer relatively little historical data,
limiting the scope of risk-return analysis. By contrast, real estate securities
indexes go back 45 years in the U.S. and 28 years globally, providing extensive
evidence of the historical long-term benefits to investors.

A growing recognition
of REITs’ diversification
features has driven
higher allocations to the
asset class

• Diversification potential: REITs have historically helped to enhance portfolio
efficiency over full cycles, providing strong, low-correlated returns relative to
stocks and bonds.
• Liquidity: REITs trade on public stock exchanges, matching the daily liquidity
and pricing needs of most DC plans.
• Simplicity: Compared with other alternatives, real estate investing is relatively
straightforward and transparent, so participants may be more likely to
understand and utilize real estate in their portfolios.

EXHIBIT 2

REIT allocations have doubled since the financial crisis
Global AUM in real estate securities strategies, US$ billions
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Adding REITs can enhance potential
risk-adjusted returns
Over the long run,
REITs’ return profile is
driven primarily by the
performance of their
underlying property
holdings, but wrapped
in a liquid security

Strong historical returns
Since the start of the modern REIT era, U.S. REITs have delivered a 10.6% annual
return, outperforming broader stocks and bonds (Exhibit 3).
We believe there are strong fundamental reasons for real estate securities’
performance track record:
• REITs tend to have stable business models focused on acquiring and developing
high-quality assets that produce a recurring stream of rental income, resulting in
relatively stable and growing cash flows.
• Management teams will often seek to drive additional growth by continuously
improving leasing and development operations, redeveloping assets to command
higher rents and engaging in other potentially value-creating activities.
• A process of natural selection over decades has driven the adoption of best
practices in corporate governance and investment strategy.
Potential for high, tax-advantaged income
To maintain their tax status as pass-through entities, U.S. REITs are required to
pay out at least 90% of their taxable income to shareholders. In return, REITs pay
no income tax at the corporate level. This distribution requirement, along with
REITs’ cash flow–oriented businesses, is why REITs are known for paying attractive
dividends (Exhibit 4). In addition, in order to remain above the minimum distribution
level required by law, REITs must typically increase payouts as rents rise over time,
historically resulting in steady dividend growth.

EXHIBIT 4

Growth of $100,000 and average annualized return since 1991
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At December 31, 2020. Source: Morningstar, Cohen & Steers.
Data quoted represents past performance, which is no guarantee of future results. The charts above are for illustrative purposes only and does not reflect information about any fund or other account managed or
serviced by Cohen & Steers. There is no guarantee that any historical trend illustrated above will be repeated in the future, and there is no way to predict precisely when such a trend will begin. An investor cannot invest
directly in an index and index performance does not reflect the deduction of any fees, expenses or taxes. Index comparisons have limitations as volatility and other characteristics may differ from a particular investment.
Dividend yield used for equity indexes; yield-to-maturity used for fixed income indexes. See back page for index associations, definitions and additional disclosures.
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Diversifying correlations
REITs have historically served as effective diversifiers, as they tend to react to market
conditions differently than other asset classes and businesses, potentially helping to
smooth portfolio returns. They share aspects of both stocks and bonds—responding
to economic growth like equities, but with yields and lease-based cash flows that
can potentially give them certain bond-like qualities. REITs are subject to real estate
cycles based on supply and demand, with the added stability of commercial leases.
They also tend to be more sensitive to credit conditions due to the capital-intensive
nature of real estate.
These distinct performance drivers have resulted in low long-term correlations with
stocks and bonds, while delivering competitive total returns. Since 1991, U.S. REITs
have had a 0.57 correlation with the S&P 500 and a 0.21 correlation with U.S. bonds
(Exhibit 5). REITs’ return to more normal, modest correlations has been aided by
the significant improvements in balance-sheet strength and liquidity for the REIT
universe in the last decade.

REITs have a history of providing attractive total returns as well
as income, with moderate correlations to stocks and bonds

EXHIBIT 5

Diversifying Behavior
Rolling 5-year
correlations
Long-term
correlations

1.0
0.8
0.6

COVID
Recession

Global Financial Crisis

0.73

U.S. REITs vs.
U.S. Stocks

0.57
0.57

0.4

0.39

0.21

0.2
-0.0
-0.2
1996

0.21
Start of monetary
tightening cycle

U.S. REITS vs.
U.S. Bonds

2001

2006

2011

2016

0.57

2021

At December 31, 2020. Source: Morningstar, Cohen & Steers.
Data quoted represents past performance, which is no guarantee of future results. The charts above are for illustrative purposes only and does not reflect information about any fund or other account managed or
serviced by Cohen & Steers. There is no guarantee that any historical trend illustrated above will be repeated in the future, and there is no way to predict precisely when such a trend will begin. An investor cannot invest
directly in an index and index performance does not reflect the deduction of any fees, expenses or taxes. Index comparisons have limitations as volatility and other characteristics may differ from a particular investment.
Dividend yield used for equity indexes; yield-to-maturity used for fixed income indexes. See back page for index associations, definitions and additional disclosures.
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Over short periods, REITs may correlate more closely with the broader stock market,
as seen during the global financial crisis and, more recently, in the COVID recession,
as the pandemic had a disproportionately negative impact on certain real estate
sectors. Similarly, sudden changes in bond yields can have a meaningful influence
on short-term REIT performance. However, such periods tend to be temporary. In
the long run, REIT returns are driven primarily by the distinct cash flows and growth
profiles of the underlying property markets and the added stability of leases,
providing the potential diversification benefits of an allocation to real estate.
Inflation-fighting characteristics
As an investment in real assets, real estate has inherent inflation-hedging qualities
that we believe can help investors defend against erosion in buying power resulting
from the rising cost of living. An inflationary environment can drive up the cost of
land, materials and labor, raising the threshold for new development (constraining
new supply) and enabling landlords to increase rents. Many commercial leases even
have explicit inflation links, with rent escalators tied to a published inflation rate. As a
result, REITs have historically benefited from inflation surprises, contrasting with the
adverse reaction from broad stocks and bonds. While inflation has been subdued
since the financial crisis, we believe the massive global monetary and fiscal response
to COVID-19, as well as increasing protectionism and trade disruptions, suggests
potential for upward inflation pressure ahead.

Case Study: The
Potential Benefits
of Implementing
REITs in DC Plans

Given these attractive investment features, we believe adding REITs to DC investment
lineups can be an effective way for fiduciaries to help plan participants diversify their
portfolios and improve their potential outcomes. Using data since 2000, shifting 10% of
a stock and bond portfolio to REITs has historically led to higher total returns, similar
volatility and better risk-adjusted performance.
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At December 31, 2020. Source: Morningstar, Cohen & Steers.
Data quoted represents past performance, which is no guarantee of future results. The information presented above does not reflect the performance of any fund or account managed or serviced by
Cohen & Steers, and there is no guarantee that investors will experience the type of performance reflected above. U.S. 60/40/0 and 50/40/10 portfolios based on the S&P 500 Index, Barclays Capital U.S. Aggregate
Bond Index and FTSE Nareit Equity REIT Index, respectively. Global portfolios based on the MSCI World Index, Barclays Capital Global Aggregate Bond Index and FTSE EPRA/Nareit Developed Real Estate Index,
respectively. Analysis in this exhibit based on monthly returns with annual rebalancing. Standard deviation is a statistical measure of volatility. Sharpe Ratio is an indication of risk-adjusted performance,
represented here by dividing the annualized total return by the standard deviation. See back page for index definitions and additional disclosures.
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REITs provide access to next-generation
property types
The REIT market has
evolved substantially over
the past 20 years, led by
the emergence of digital
infrastructure and other
alternative sectors powered
by secular growth trends

Today’s REIT market is led by alternative sectors
The listed REIT market is continuously evolving, expanding into new property types
beyond the traditional sectors that dominated the market 20 years ago (and which
still dominate core private real estate funds). In addition, enhancements to REIT
rules are creating new opportunities. For example, health care REITs that own senior
housing are now allowed to operate the properties with a third party, giving them a
stake in the operating business.
The most notable change, however, has been the growth of “tech REITs.” Cell tower
companies have existed for years, but many converted to the REIT structure during
the 2010s, creating what is now the largest sector in the U.S. REIT market. Data center
REITs have also grown with the demand for cloud computing and IT outsourcing.
Even the traditional industrial sector has transformed into high-tech distribution
centers for online retailers such as Amazon. These sectors have been instrumental
during COVID in providing infrastructure for people to shop, work, learn, socialize and
stream movies from the safety of home.
Together, alternative property types make up 62% of the U.S. REIT market (Exhibit 6).
We believe this has made the listed real estate market structurally less cyclical, driven
more by secular trends such as the growth of e-commerce and the need for health
care services and housing for aging populations.

EXHIBIT 6

Today’s REIT market is
driven largely by alternative
property types
U.S. REIT sector breakdown,
2000 vs. 2020
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REITs are global
Real estate has seen a significant shift of capital from private investors to the public
market in recent decades, growing from a market capitalization of just over $300
billion in 2002 to nearly $1.8 trillion today as shown on page 9. This growth has been
driven in large part by the increasing adoption of the REIT structure as a viable and
efficient way of investing in real estate, spurred by the success of the U.S. REIT model
in the 1990s.
Today, 38 countries have REIT-like securities, and more are considering REIT
legislation. REITs represent 80% of the FTSE EPRA Nareit Developed Index, with the
remaining 20% consisting of real estate operating companies (REOCs), including
residential and commercial developers, hotel franchises and other specialty
companies.

EXHIBIT 7

Global REIT adoption has been
a catalyst for growth in listed
real estate
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At December 31, 2020. Source: UBS, Morningstar, Cohen & Steers. See back page for index associations, definitions and additional disclosures.
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Middle East & Africa
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The U.S. REIT structure has evolved into the world’s most efficient real estate
operating model, in our view.
A preponderance of strong corporate governance, transparency, sound business
models and a history of eﬀective use of capital has provided ample access to public
equity and debt markets at a generally low cost of capital.
The size and scope of the U.S. market has allowed REITs to develop dominant sectorspecific platforms, allowing them to focus their business strategy, simplify their
investment story and strengthen their negotiating position with tenants.
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At December 31, 2020. Source: FactSet, Cohen & Steers.
As represented by the FTSE EPRA Nareit Developed Index. See back
page for index definitions and additional disclosures.

Europe
Many European and U.K. REITs have adopted important reforms to improve
corporate governance, business models and shareholder returns, including
simplified sector strategies, less leverage, less development and a greater emphasis
on cash ﬂow and active asset management. This aligns with the increasing focus
among both companies and investors on environmental, social and governance
(ESG) policies.
Improvements in management and board incentives are driving better capital
allocation discipline—an issue that has constrained external growth prospects in
past years.
We believe these reforms should drive improved longer-term returns, potentially
more in line with the U.S. REIT market.
Asia Pacific
Asia Pacific has been the fastest-growing real estate market over the past few years
in terms of its market capitalization and number of new public companies.
Initially dominated by developers, the region now has a substantial landlord presence,
with REITs accounting for a larger share of markets in Japan, Singapore and Australia—
often favored by income-oriented investors for their steady dividend growth.
The region has also become more diversified by sector. As in the U.S. and Europe,
REITs have expanded into logistics, health care, data centers and hospitality.
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Diverse characteristics create opportunities for active managers
The diversity of REIT sectors often comes with a wide range of returns over any given
period (Exhibit 8). For example, in 2020, during the COVID-induced downturn, data
center REITs delivered positive returns and outperformed mall REITs by 58%. Most
enclosed malls had to shut down and many tenants stopped paying rents, whereas
data center REITs benefited from the surge in internet traffic as businesses and
consumers shifted activities online.

Alpha opportunities in
actively managed real
estate portfolios can result
in better performance, net
of fees, compared with
low-cost passive funds

What causes performance dispersion? These examples demonstrate the distinct
economic factors that drive supply and demand for each property type. Some
sectors are more impacted by cyclical factors such as job growth, consumer
spending and trade, while others are tied more to secular themes such as the growth
of e-commerce and aging populations. In addition, lease terms provide varying
degrees of insulation from changes in the economy. Hotels reset room rates daily
(essentially one-day leases), giving them little protection from economic downturns
but also greater ability to capture upswings. At the other end of the spectrum, health
care properties typically have 10-year leases, generally resulting in less cyclical cash
flows. Furthermore, at any given time, property markets in each country may offer
varying levels of risk and reward potential due to differences in their property cycles,
macroeconomic conditions and interest-rate policies. This tends to create a wide
dispersion of returns among countries in any given year.

EXHIBIT 8

Performance dispersion creates potential alpha opportunities
Listed real estate total returns by calendar year, in local currency
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At December 31, 2020. Source: Morningstar.
Data quoted represents past performance, which is no guarantee of future results. The chart above is for illustrative purposes only and does not reflect information about any fund or other account managed or serviced
by Cohen & Steers. There is no guarantee that any historical trend illustrated above will be repeated in the future, and there is no way to predict precisely when such a trend will begin. An investor cannot invest directly in an
index and index performance does not reflect the deduction of any fees, expenses or taxes. Index comparisons have limitations as volatility and other characteristics may differ from a particular investment. The mention of
specific sectors is not a recommendation or solicitation for any person to buy, sell or hold any particular security in a sector and should not be relied upon as investment advice. Differences may not sum due to rounding. See back
page for index associations, definitions and additional disclosures.
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Key takeaways
Can be a good fit for DC plans
Listed real estate offers a transparent and liquid way to
broaden plan diversification via alternative asset classes.
Potential for better risk-adjusted returns
REITs offer the potential to improve risk-adjusted
performance, with a long history of strong total returns,
attractive dividend income, low correlations to other
asset classes and the inflation-hedging characteristics of
real assets.
Opportunities to access secular growth themes
Today’s REIT market features an increasing diversity of
opportunities, including new property types that provide
infrastructure for the accelerating digital economy.
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