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EXECUTIVE SUMMARY 

In the short term, real estate’s stable income flows and smooth valuations give some 

investors the impression of bond-like behavior. But analysis with MSCI’s IPD data set and 

new MSCI analytic tools show that this impression is misleading: the long-run behavior of 

the asset class is much more cyclical and growth-sensitive.  

The research has significant implications both for asset allocation decisions and risk 

management. Real estate’s higher yields come with higher systematic risk, while tenant 

credit and interest rate risk may be secondary. 

While it is not the free lunch some would hope for, we find evidence that private real estate 

generates a liquidity premium in most markets around the world, and inefficiencies in 

international markets still leave large opportunities for diversification globally.  
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INTRODUCTION 

Pension funds faced with shortfalls and low bond yields are looking to alternatives to help 

close the funding gap. Many plans are reducing allocations to bonds and substituting the 

steady income stream of real estate, attracted by higher yields, inflation protection, and a 

misperception that real assets have low volatility and low correlation with other asset 

classes.1 

Some investors are more realistic about the risks, recognizing that the smoothness of 

appraisals hides higher levels of risk in the long run. Although the short-run volatility of the 

valuations appears low, this is an artifact of the smooth appraisals and not a reflection of the 

risk in the true values. Investors have been left to speculate about the true underlying risk 

factors, and a wide range of often conflicting views persists. 

The smooth income stream of real estate – reminiscent of a bond's coupons – and the 

prevalence of discounted cash flow (DCF) valuation models have led some investors to think 

of real estate as bond-like. In this view, risk management may emphasize interest rate risk 

and the credit risk of the tenant. 

Others may see real estate as disconnected from traditional risk factors, either as part of an 

“alternatives” asset class thought to have low correlations, or dominated by the large 

idiosyncratic component of real estate returns. 

The comprehensive IPD data set from MSCI, and new analytic tools in the Barra Private Real 

Estate Model and the MSCI Macroeconomic Model2 make it possible to resolve the 

confusion among these perspectives. With new desmoothing techniques to uncover lagged 

relationships in valuations and macro-economic variables, these models measure the 

importance of the true factors driving real estate returns.  

The models reveal that while most perspectives have elements of truth, many miss out on 

the core factor driving real estate risk: growth. 

Real estate is highly idiosyncratic at the level of individual properties; tenants do pose some 

credit risk; and “pure private” factors associated with illiquidity are a significant source of 

risk for real estate. But the most important source of systematic risk for real estate, 

especially in the context of a broader multi-asset class portfolio, is the risk in the capital, 

which in turn is driven by changing expectations of macro-economic growth. 

                                                      
1 See the Economist, March 22 2014, for example. 

2 See  Shepard, P., Y. Liu and Y. Dai, “The Barra Private Real Estate Model (PRE2)”, MSCI Model Insight, May 2014, and 
Winkelmann, K., R. Suryanarayanan, L. Hentschel and K. Varga, “Pricing and Analyzing Macroeconomic Risk”, MSCI 
Research Insight, April 2013. 
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Approaches that emphasize the bond-like risk of discount factors, but miss the primary 

source of real estate’s systematic risk – the capital value – are arguably not modeling the 

right asset class. These approaches can predict betas and risk premia less than zero, a 

potentially dangerous misunderstanding of the cyclical, risky nature of the asset class. 

 

CASH FLOWS AND DISCOUNTING 

Sensitivity to macro-economic growth shocks is the central, non-diversifiable source of long-

run systematic risk for most assets. This sensitivity is, in turn, determined by the importance 

of uncertainty in an asset’s cash flows compared with the uncertainty in discount rates. 

 

 

Exhibit 1. The cash flows and present value of bond-like and equity-like assets respond differently to a 

growth shock. For bond-like assets, the growth shock leads to higher interest rates, greater discounting, and 

a reduced present value. In contrast, for equity-like assets, the discounting effect is offset by larger cash-

flows, resulting in a larger present value.    

 

Exhibit 1 illustrates the different responses of equity-like and bond-like assets to a positive 

growth shock. In markets with a strong central bank and high sovereign credit quality, 

interest rates tend to rise with expectations of growth, and conversely fall with a “flight to 
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quality” when expectations for risky assets decline. For bond-like assets with fixed cash 

flows, the growth shock brings about rising rates and a lower present value.3  

In contrast, the equity-like asset’s rising cash flows offset the effects of higher discounting, 

for an overall appreciation in capital values. These opposite responses to growth have driven 

the negative correlations typical of bonds and equities in most developed markets in the 

low-inflation environment of recent decades. 

Which of these paradigms applies to real estate? Do fixed cash flows lead to a bond-like risk 

profile, a negative correlation with interest rates (bond prices go up when rates go down), 

and weak sensitivity to macro shocks? In the short run, leases can lock in cash flows, much 

like a bond. 

 

 

Exhibit 2: The correlation of broad private real estate with interest rates, country-by-country, is generally 

low. In most developed markets, the small positive correlation has the opposite sign to bond returns, which 

move opposite to interest rates. The correlations are from the Barra Private Real Estate Model, which 

accounts for smoothing and lagging in the private real estate valuations, and generally sees much higher 

correlations of real estate with other financial time-series. Source: The Barra Private Real Estate Model 

(PRE2) and Barra Integrated Model. 

 

                                                      
3 Bonds with credit risk have uncertainty in cash flows as well as discounting, which can lead to offsetting, equity-like 

exposures.  
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As shown in Exhibit 2, the analogy with a bond breaks down. If real estate were bond-like, 

the long-run correlation with interest rates would be significantly negative, dominated by 

the discounting effect. Looking past the smooth short-run behavior, however, we see that 

real estate is weakly or positively correlated with interest rates: the discount effect is offset 

by the cash-flow effect. Leases may lock in cash flows in the short run, but uncertainty in 

future rental growth (or, equivalently, uncertainty in the capital value) has no analogue in a 

bond. 

Similarly, the credit risk of real estate is often overstated. A tenant's default does not lead to 

a loss of principal: the building does not fall down. If the lease is below prevailing rates, a 

default could actually be good for the owner. Even during the great financial crisis, when 

many tenants did default, aggregate income risk was dwarfed by fluctuations in capital 

values.4 

 

 

Exhibit 3: The impact of a positive one percent shock to real GDP growth on the real value of U.S. Equity, 

Bonds and Real Estate. Source: The MSCI Macroeconomic Model. 

                                                      
4 The reader may object that the lower capital values are a reflection of higher defaults. The important distinction is that 

the capital values are a reflection of the broad market’s view of future cash flows, not the loss of income from the 

building’s particular tenant. 
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Another view of the factors driving real estate’s behavior is provided by the MSCI 

Macroeconomic Risk Model, which directly models the relationships between macro-

economic and market variables. Although the contemporaneous relationships between 

macro and market variables are notoriously weak, the model uses a Bayesian Vector Auto-

Regression to uncover the effects of macro shocks as they play out over the long horizon.   

Exhibit 3 shows the predicted response of U.S. equity, bonds, and real estate to a one 

percent shock to real GDP growth. The shock has a negative impact on bonds, via higher 

discount and inflation rates, while equity benefits from the higher cash flows associated with 

the higher economic growth. 

The behavior of real estate is intermediate to bonds and equity, but much closer to equity. 

The shock’s positive effects on real estate’s cash flows are more than enough to overcome 

the discounting effect, resulting in a net positive response. Real estate is a cyclical, growth-

sensitive asset class, exposed to macro and market risks much like traditional risky assets. 

 

REAL ESTATE IN A MULTI-ASSET CLASS PORTFOLIO 

The growth-sensitive nature of real estate has significant implications for asset allocation, 

and real estate’s behavior in the context of other asset classes. Although the short-term 

smoothness of real estate’s cash flows and valuations can give the impression of low risk and 

low correlation with other asset classes, the long-run behavior of real estate is much more 

closely tied to traditional market risk. 

Exhibit 4 illustrates the long-run correlations of private real estate with other asset classes. 

Its correlation with public real estate is significantly higher than its correlations with other 

alternatives. If private real estate is to be assigned to an asset class, it should be “real 

estate” with REITs,5 rather than “alternatives” or “real assets”.  Private real estate has 

operational challenges similar to other private assets, but its risk and return characteristics 

are distinct. Of all asset classes, bonds appear to be the most distant relation to real estate.    

 

                                                      
5
 Although there is a significant correlation between private real estate and REITs, private real estate is still substantially 

different.  In this example, REITs can explain about 60% (=0.772) of the variance of broad private real estate, but the 

remaining 40% requires the pure private factors, which capture illiquidity effects and other differences between listed 

and unlisted real estate. Private real estate’s correlation with equity, 66% rather than 82%, gives it about twice the 

diversification effect of public real estate. At the level below broad real estate, the differences with REITs can be much 

larger, reflecting differences in the behavior of different segments of the market.   
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 Long-run 
Correlations 

Private 
Real 

Estate Stocks Bonds REITs 
Commod

-ities 
Private 
Equity 

Hedge 
Funds 

Private Real Estate 100% 66% 11% 77% 23% 49% 62% 

Stocks 66% 100% 1% 82% 39% 73% 93% 

Bonds 11% 1% 100% 14% -4% 1% 4% 

REITs 77% 82% 14% 100% 29% 60% 76% 

Commodities 23% 39% -4% 29% 100% 29% 37% 

Private Equity 49% 73% 1% 60% 29% 100% 68% 

Hedge Funds 62% 93% 4% 76% 37% 68% 100% 

Exhibit 4: The long-run correlations of private real estate and other asset classes in the U.S. are counter to 

some traditional views. Many “alternatives” show strong correlations with the public markets, but less 

commonality with other alternatives. Source: The Barra Private Real Estate Model (PRE2) and Barra 

Integrated Model. 

 
The stronger correlations and growth-sensitivity of real estate suggest the higher yields of 

private real estate are not the free lunch they might seem to be. 

Nonetheless, there is some evidence that the larger traditional risk premium doesn’t eat 

away all of the performance of private real estate, suggesting a liquidity premium may 

remain. Exhibit 5 shows the historical performance of private real estate on a risk-adjusted 

basis, constructed by subtracting beta times the returns of public real estate. After 

correcting for the smoothness of real estate valuations, the higher volatilities and 

correlation lead to higher betas. Higher betas in turn lead to a larger component of return 

attributed to “plain vanilla” risk premium in real estate.  Still, the excess return in most 

markets has been positive, consistent with an interpretation as a liquidity premium.  

The higher betas that become apparent upon correcting for the effects of smoothing in real 

estate valuations significantly reduce the diversification benefits of real estate in the home 

market. However, inefficiencies in private asset markets may still leave large opportunities 

for diversification globally. 

A strong home bias in real estate allocations6 and limited capital flows into real estate across 

borders leave real estate markets fragmented. In many ways, these markets are reminiscent 

of the global public equity markets three or four decades ago: Inefficiencies left a rich 

opportunity set and diversification potential to investors able to overcome the operational 

challenges of global investing. Although the global equity markets have become much more 

                                                      
6 See Hobbs, P., N. Gilfedder, B. Teuben and Z. Marossy, “Long-Run Investment Ambitions and Short-Run Investment 
Processes”, MSCI Market Insight, February 2014. 
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integrated in recent years, global investing in private assets remains a young market. These 

issues are explored in a companion note.7     

 

 

Exhibit 5: The risk-adjusted performance or private real estate has been positive in most markets. The return 

premium is defined as the excess return of private real estate minus beta times the excess return of 

unlevered listed real estate in each country.  

 

CONCLUSION 

Central bank policies have created a bond market environment in which many investors are 

exploring higher yields and inflation protection in other asset classes, particularly in private 

real estate. There is widespread misunderstanding of the risks associated with these 

investments. The cyclical, growth-sensitive nature of the capital component of real estate 

dominates the more bond-like risks in the lease, and gives the asset class a starkly different 

risk profile from the bonds the investments may replace in the portfolio. There are good 

reasons to invest in real estate, but investors should not be blind to the systematic risks that 

come along with these benefits.   

 

                                                      
7 See Aussant, J.M., P. Hobbs, Y. Liu and P. Shepard, “The Erosion of the Real Estate Home Bias”, MSCI Research Insight, 
November 2014. 

-15%

-10%

-5%

0%

5%

10%

A
n

n
u

al
iz

e
d

 R
e

tu
rn

 

Risk Adjusted Private v. Public Excess Return 

Full History 2008-2013



 

 JUNE 2015 

RESEARCH INSIGHT  

AMERICAS 

 

Americas 1 888 588 4567 * 

Atlanta  + 1 404 551 3212 

Boston  + 1 617 532 0920 

Chicago  + 1 312 675 0545 

Monterrey + 52 81 1253 4020 

New York + 1 212 804 3901 

San Francisco + 1 415 836 8800 

Sao Paulo + 55 11 3706 1360 

Toronto  + 1 416 628 1007 

 

 

EUROPE, MIDDLE EAST & AFRICA 

 

Cape Town + 27 21 673 0100 

Frankfurt + 49 69 133 859 00 

Geneva  + 41 22 817 9777 

London  + 44 20 7618 2222 

Milan  + 39 02 5849 0415 

Paris  0800 91 59 17 * 

 

 

ASIA PACIFIC 

 

China North 10800 852 1032 * 

China South 10800 152 1032 * 

Hong Kong + 852 2844 9333 

Mumbai  + 91 22 6784 9160 

Seoul  00798 8521 3392 * 

Singapore 800 852 3749 * 

Sydney  + 61 2 9033 9333 

Taipei  008 0112 7513 * 

Tokyo  + 81 3 5290 1555 

 

ABOUT MSCI 

 

For more than 40 years, MSCI’s research-

based indexes and analytics have helped 

the world’s leading investors build and 

manage better portfolios.  Clients rely on 

our offerings for deeper insights into the 

drivers of performance and risk in their 

portfolios, broad asset class coverage and 

innovative research.  

Our line of products and services includes 

indexes, analytical models, data, real estate 

benchmarks and ESG research.   

MSCI serves 98 of the top 100 largest 

money managers, according to the most 

recent P&I ranking.  

For more information, visit us at 

www.msci.com. 

* =  toll free 

 

CONTACT US 
 

clientservice@msci.com 

https://www.msci.com/


 

 
 MSCI.COM | PAGE 11 OF 11 © 2015 MSCI Inc. All rights reserved. Please refer to the disclaimer at the end of this document. 

 

IS REAL ESTATE BOND-LIKE? | JUNE 2015 

This document and all of the information contained in it, including without limitation all text, data, graphs, charts (collectively, the “Information”) is 
the property of MSCI Inc. or its subsidiaries (collectively, “MSCI”), or MSCI’s licensors, direct or indirect suppliers or any third party involved in making 
or compiling any Information (collectively, with MSCI, the “Information Providers”) and is provided for informational purposes only.  The Information 
may not be modified, reverse-engineered, reproduced or redisseminated in whole or in part without prior written permission from MSCI.  

The Information may not be used to create derivative works or to verify or correct other data or information.   For example (but without limitation), 
the Information may not be used to create indexes, databases, risk models, analytics, software, or in connection with the issuing, offering, 
sponsoring, managing or marketing of any securities, portfolios, financial products or other investment vehicles utilizing or based on, linked to, 
tracking or otherwise derived from the Information or any other MSCI data, information, products or services.   

The user of the Information assumes the entire risk of any use it may make or permit to be made of the Information.  NONE OF THE INFORMATION 
PROVIDERS MAKES ANY EXPRESS OR IMPLIED WARRANTIES OR REPRESENTATIONS WITH RESPECT TO THE INFORMATION (OR THE RESULTS TO BE 
OBTAINED BY THE USE THEREOF), AND TO THE MAXIMUM EXTENT PERMITTED BY APPLICABLE LAW, EACH INFORMATION PROVIDER EXPRESSLY 
DISCLAIMS ALL IMPLIED WARRANTIES (INCLUDING, WITHOUT LIMITATION, ANY IMPLIED WARRANTIES OF ORIGINALITY, ACCURACY, TIMELINESS, 
NON-INFRINGEMENT, COMPLETENESS, MERCHANTABILITY AND FITNESS FOR A PARTICULAR PURPOSE) WITH RESPECT TO ANY OF THE 
INFORMATION. 

Without limiting any of the foregoing and to the maximum extent permitted by applicable law, in no event shall any Information Provider have any 
liability regarding any of the Information for any direct, indirect, special, punitive, consequential (including lost profits) or any other damages even if 
notified of the possibility of such damages. The foregoing shall not exclude or limit any liability that may not by applicable law be excluded or limited, 
including without limitation (as applicable), any liability for death or personal injury to the extent that such injury results from the negligence or 
willful default of itself, its servants, agents or sub-contractors.   

Information containing any historical information, data or analysis should not be taken as an indication or guarantee of any future performance, 
analysis, forecast or prediction.  Past performance does not guarantee future results.   

The Information should not be relied on and is not a substitute for the skill, judgment and experience of the user, its management, employees, 
advisors and/or clients when making investment and other business decisions.  All Information is impersonal and not tailored to the needs of any 
person, entity or group of persons. 

None of the Information constitutes an offer to sell (or a solicitation of an offer to buy), any security, financial product or other investment vehicle or 
any trading strategy.  

It is not possible to invest directly in an index.  Exposure to an asset class or trading strategy or other category represented by an index is only 
available through third party investable instruments (if any) based on that index.   MSCI does not issue, sponsor, endorse, market, offer, review or 
otherwise express any opinion regarding any fund, ETF, derivative or other security, investment, financial product or trading strategy that is based on, 
linked to or seeks to provide an investment return related to the performance of any MSCI index (collectively, “Index Linked Investments”). MSCI 
makes no assurance that any Index Linked Investments will accurately track index performance or provide positive investment returns.  MSCI Inc. is 
not an investment adviser or fiduciary and MSCI makes no representation regarding the advisability of investing in any Index Linked Investments. 

Index returns do not represent the results of actual trading of investible assets/securities. MSCI maintains and calculates indexes, but does not 
manage actual assets. Index returns do not reflect payment of any sales charges or fees an investor may pay to purchase the securities underlying the 
index or Index Linked Investments. The imposition of these fees and charges would cause the performance of an Index Linked Investment to be 
different than the MSCI index performance. 

The Information may contain back tested data.  Back-tested performance is not actual performance, but is hypothetical.  There are frequently 
material differences between back tested performance results and actual results subsequently achieved by any investment strategy.   

Constituents of MSCI equity indexes are listed companies, which are included in or excluded from the indexes according to the application of the 
relevant index methodologies. Accordingly, constituents in MSCI equity indexes may include MSCI Inc., clients of MSCI or suppliers to MSCI.  Inclusion 
of a security within an MSCI index is not a recommendation by MSCI to buy, sell, or hold such security, nor is it considered to be investment advice. 

Data and information produced by various affiliates of MSCI Inc., including MSCI ESG Research Inc. and Barra LLC, may be used in calculating certain 
MSCI indexes.  More information can be found in the relevant index methodologies on www.msci.com. 

MSCI receives compensation in connection with licensing its indexes to third parties.  MSCI Inc.’s revenue includes fees based on assets in Index 
Linked Investments. Information can be found in MSCI Inc.’s company filings on the Investor Relations section of www.msci.com. 

MSCI ESG Research Inc. is a Registered Investment Adviser under the Investment Advisers Act of 1940 and a subsidiary of MSCI Inc.  Except with 
respect to any applicable products or services from MSCI ESG Research, neither MSCI nor any of its products or services recommends, endorses, 
approves or otherwise expresses any opinion regarding any issuer, securities, financial products or instruments or trading strategies and MSCI’s 
products or services are not intended to constitute investment advice or a recommendation to make (or refrain from making) any kind of investment 
decision and may not be relied on as such. Issuers mentioned or included in any MSCI ESG Research materials may include MSCI Inc., clients of MSCI 
or suppliers to MSCI, and may also purchase research or other products or services from MSCI ESG Research.  MSCI ESG Research materials, including 
materials utilized in any MSCI ESG Indexes or other products, have not been submitted to, nor received approval from, the United States Securities 
and Exchange Commission or any other regulatory body. 

Any use of or access to products, services or information of MSCI requires a license from MSCI.  MSCI, Barra, RiskMetrics, IPD, FEA, InvestorForce, and 
other MSCI brands and product names are the trademarks, service marks, or registered trademarks of MSCI or its subsidiaries in the United States 
and other jurisdictions.  The Global Industry Classification Standard (GICS) was developed by and is the exclusive property of MSCI and Standard & 
Poor’s.  “Global Industry Classification Standard (GICS)” is a service mark of MSCI and Standard & Poor’s. 

NOTICE AND 
DISCLAIMER 


