Analysis of a Study of REIT Outperformance
Versus Private Real Estate Funds
Introduction
A recent article in the Journal of Portfolio Management delivered important
findings for investors who maintain an allocation to real assets. Researchers
Thomas R. Arnold, David C. Ling, and Andy Naranjo found that closed-end
private equity real estate (PERE) funds underperformed listed real estate
investment trusts (REITs).1 Given the liquidity premium and other factors,
many allocators have assumed the opposite is to be true. The researchers
used a “horse race” methodology to analyze returns of PERE funds versus
REITs. Rather than simply comparing index returns, this methodology uses
fund-level data to account for variables including inception dates and
investment horizons of individual PERE funds. The study’s sample of 375
U.S.-focused PERE funds underperformed listed real estate, as measured
by the FTSE EPRA/NAREIT U.S. Net Total Return Index, by an average of
165 basis points annually when analyzed over the last 20 years.
In order to provide a sound comparison, the researchers also examined
returns after adjusting for the different risk profiles of REITs versus PERE
funds. During the study’s sample period, researchers noted “…REITs
generally engaged in low-risk core real estate investment strategies focused
on high-quality stabilized properties.“ Further, they noted how REITs “…
typically take on less development and operational risk and deliver a
significant portion of investors’ total returns through quarterly dividend
distributions.” In contrasts, many PERE funds sought “…moderate-to-high
risk/return opportunities with short-to medium-term horizons” with more
leverage typically employed. In some cases, PERE funds pursued riskier
development or conversion projects, with the aim of delivering an even
higher percentage of total return from value appreciation. As a result,
Arnold et al. developed a series of adjustments to compare returns on a
risk-adjusted basis. In this analysis, PERE funds’ underperformance
increased with each assumed risk adjustment. The researchers also found
that macroeconomic factors contributed to the performance difference
between PERE funds and REITs, as the difference increased with interest
rate variables and decreased with rising GDP growth.
Arnold, T., Ling, D., and Naranjo, A. (2021). Private Equity Real Estate Fund Performance: A Comparison to REITs
and Open-End Core Funds. The Journal of Portfolio Management Special Real Estate Issue 2021, 47 (10), 107-126.
DOI: https://doi.org/10.3905/jpm.2021.1.276. Given the differences in performance reporting as well as performance
calculation methodologies in use for PEREs versus REITs, detailed information on the methodologies used and
assumptions made by the researchers to derive the comparison are contained in the article. In addition to this
information, note that PERE results are net of management fees while index returns used to represent REIT returns
are gross of investment management fees. Actual returns will be reduced by investment advisory fees and other
expenses that may be incurred in connection with an account.
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The performance advantage held by listed real estate and documented by Arnold et al. is not altogether surprising
given the maturation of the public REIT market over the past 30 years. And, it is one more reason institutional
investors are increasing their allocations to listed real estate, which we explore further in this piece.

Liquidity
Listed real estate generally has offered a high level of liquidity and the ability to deploy or raise capital when the
investor chooses. For investors who must pay particular attention to short-term drawdown risk—such as retirement
funds with on-going cash needs—liquidity is essential. REITs may be a great choice for investors who need access
to income-producing real estate sectors such as apartments, self-storage, and industrial buildings, but do not
want to sacrifice liquidity. Conversely, a typical closed-end PERE fund is less liquid and may require investors to
supply “dry powder” whenever the fund chooses to call for it.
Moreover, the REIT structure has offered reasonable transaction costs and facilitated asset allocations of virtually
most any size. These features contribute to the bridge REITs can build between the liquidity of capital markets
and the breadth and depth of commercial real estate.

Diversification
Listed real estate provides investors access to a diverse set of sectors, property types, and geographies. In fact,
REIT sectors have changed significantly over the last decade. In 2010, the largest sectors were traditional
property types, including retail centers, residential, health care, and office. Since then, the number of U.S. REIT
sectors has grown from nine to 12 and may be considered as high as 17 if retail and residential subsectors are
included. Some of the new or expanded sectors such as data centers, infrastructure (which includes wireless
towers), industrial (which includes logistics), and single-family home rentals benefit from secular growth and
represent increased investment opportunity. REITs offer institutional investors easy access to many of these
specialty asset types and niche sub-markets.
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Additions since 2010

Listed real estate thus combines a broad opportunity set with strong diversification capabilities. For example, a
listed real estate portfolio may encompass 30-40 REITs with 50-100+ properties in each company. That is just in
the United States. In contrast, private real estate investing (either via direct property ownership or via a private
fund with pooled ownership of multiple properties) typically includes a significantly smaller collection of
properties. Consequently, when investing in private real estate, it can be easier to inadvertently increase
idiosyncratic risk in exposures and the levels of expected cash flows.
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Asset Quality
The listed REIT market has significantly matured over the last three decades. Many REITs have restructured their
portfolios and redeployed capital into newer, higher-quality assets and stronger markets. Overall, this has led to
listed real estate offering higher-quality underlying assets versus private real estate investments.
The ongoing influence of the capital markets has driven the improvement of REITs across multiple fronts
including capital allocation plans and leverage levels. While the financial crisis of 2008 cast a shadow on
commercial real estate and the way in which mortgages on some of it were securitized, this period ultimately
brought about positive developments for listed real estate. First, low-quality management teams, balance sheets,
and property portfolios largely disappeared while investors rediscovered the importance of distinguishing between
good and bad owners and operators in the real estate space. Second, new bank regulations tilted the playing field
in favor of listed REITs, which were better able to take advantage of development opportunities. Since REITs do
not have to borrow from banks, which became subject to higher capital requirements on construction loans
following Basel III post the financial crisis, they developed properties on their own balance sheets with broader
and less-leveraged capital stacks.

Management Quality
Real estate investing is a capital-intensive, asset-heavy activity. We firmly believe that reliable management teams
add value beyond the current property portfolio. With REITs having an undefined lifespan (unlike some private
vehicles), capital allocation and balance sheet management are essential to this process. In addition to the
improvement in quality of underlying assets mentioned above, the maturation of the market has also influenced
the quality of public real estate management teams. Whether REITs are seeking to develop pricing algorithms, bid
efficiently on search terms, or acquire more insights from tenants, REITs have steadily expanded their talent base
as necessary to achieve these goals.
On a related note, it is important to recognize the difference in compensation structures between public and
private REIT management teams. Public REITs are typically self-advised and self-managed, and compensation
usually hinges on performance. On the other hand, private funds usually have external managers and advisers,
which may lead to conflicts of interest and misaligned priorities. For example, when an external entity manages
multiple competing properties, an inherent conflict of interest exists when making decisions about where new
tenants lease. If an external manager is on the cusp of earning a promote fee for one property it manages, will it
put others it manages at a disadvantage to do so? Intrinsically, we believe listed properties may fare better in the
long run due to more aligned management teams.

Transparency
The transparency and discipline inherent in the public REIT market are also advantages for investors seeking to
meet environmental, social, and governance (ESG) criteria. In the last five years, the research teams at individual
firms and third parties, such as Sustainalytics, have deepened their ESG analysis of listed firms, many of which
have been leading significant strides on ESG over the past decade. In addition to third party vendors expanding
their ESG research, listed investors in real estate such as Duff & Phelps integrate ESG analysis into their
fundamental processes. These collective efforts allow investors of listed real estate to better understand how ESG
factors may impact economic value within their portfolios. Importantly, listed real estate investors regularly engage
with companies to encourage improvement in ESG practices and disclosures. As a result, we believe listed real
estate owners are better positioned to meet the future ESG requirements of tenants, employees, stakeholders, and
shareholders as ESG practices and opportunities continue to grow in importance.
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Cost
Due to their management structure, private real estate investments generally require investors to bear more direct
costs. These costs can include profit splits, property acquisition and disposition fees, and placement fees. Listed
REITs have a defined and transparent fee structure that is generally lower than the fees levied in the private
space. This fee differential also contributes to the higher net returns delivered by listed REITs over the long run,
even after deducting investment management fees for listed REITs, as applicable.

Conclusion
Even for investors who have significant resources and a higher tolerance for illiquidity, the findings of Arnold,
Ling, and Naranjo make a compelling addition to the argument for listed real estate. For more than three decades,
REITs have provided an attractive intersection of benefits to those seeking commercial real estate investments. A
performance advantage versus PERE funds, now documented by rigorous academic research, simply underscores
the opportunity for all investors.
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About Virtus Investment Partners
Virtus Investment Partners (NASDAQ: VRTS) is a distinctive partnership of boutique investment managers
singularly committed to the long-term success of individual and institutional investors. The company provides
investment management products and services through its affiliated managers and select subadvisers, each with a
distinct investment style, autonomous investment process, and individual brand.

Duff & Phelps Investment Management
Duff & Phelps Investment Management pursues specialized investment strategies with exceptional depth of
resources and expertise. Since its earliest beginnings, providing research and analysis of income producing
securities to Depression-era investors, the firm’s attention has been set on identifying attractive opportunities
through active management and fundamental research, while managing the associated risks. Today, building on a
distinguished legacy, Duff & Phelps has earned a reputation as a leader in investing in Global Listed Real Estate,
Global Listed Infrastructure, Clean Energy, and Diversified Real Assets.
Quality. Reliability. Specialization. Since 1932.

To learn more about the funds subadvised by Duff & Phelps Investment
Management, please contact us at 800-243-4361 or visit virtus.com
VIRTUS DUFF & PHELPS GLOBAL REAL ESTATE FUND
Class A: VGSAX

Class C: VGSCX

Class I: VGISX

Class R6: VRGEX

VIRTUS DUFF & PHELPS REAL ESTATE FUND
Class A: PHRAX

Class C: PHRCX

Class I: PHRIX

Class R6: VRREX

VIRTUS DUFF & PHELPS INTERNATIONAL REAL ESTATE FUND
Class A: PXRAX

Class C: PXRCX

Class I: PXRIX

Class R6: VRSFX

The FTSE/EPRA NAREIT U.S. Net Total Return Index is a free-float market capitalization-weighted index measuring publicly traded equity
REITs and listed property companies from U.S. markets, which meet minimum size and liquidity requirements. The index is calculated on
a total return basis with net dividends reinvested. The index is unmanaged, its returns do not reflect any fees, expenses, or sales charges,
and is not available for direct investment.
The commentary is the opinion of Duff & Phelps Investment Management. This material has been prepared using sources of information
generally believed to be reliable; however, its accuracy is not guaranteed. Opinions represented are subject to change and should not be
considered investment advice or an offer of securities.

IMPORTANT RISK CONSIDERATIONS
Equity Securities: The market price of equity securities may be adversely affected by financial market, industry, or issuerspecific events. Focus on a particular style or on small or medium-sized companies may enhance that risk. Real Estate: The
portfolio may be negatively affected by factors specific to the real estate market, including interest rates, leverage, property,
and management. Industry/Sector Concentration: A portfolio that focuses its investments in a particular industry or sector
will be more sensitive to conditions that affect that industry or sector than a non-concentrated portfolio. Foreign & Emerging
Markets: Investing in foreign securities, especially in emerging markets, subjects the portfolio to additional risks such as
increased volatility, currency fluctuations, less liquidity, and political, regulatory, economic, and market risk. Market Volatility:
Local, regional, or global events such as war, acts of terrorism, the spread of infectious illness or other public health issues,
recessions, or other events could have a significant impact on the portfolio and its investments, including hampering the
ability of the portfolio manager(s) to invest the portfolio’s assets as intended. Prospectus: For additional information on risks,
please see the fund’s prospectus.

Please consider a Fund’s investment objectives, risks, charges, and expenses carefully before investing. For this
and other information about any Virtus Fund, contact your financial representative, call 800-243-4361, or visit
virtus.com for a prospectus or summary prospectus. Read it carefully before investing.
Not insured by FDIC/NCUSIF or any federal government agency. No bank guarantee. Not a deposit. May lose value.
Distributed by VP Distributors, LLC, member FINRA and subsidiary of Virtus investment Partners, Inc.
4584 4-22 © 2022 Virtus Investment Partners, Inc.

