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Should You Invest?
Most of the tiMe real estate investments 
comprise more of the invested asset 
wealth owned by Americans than 

any other asset class. When the stock market is 
significantly overachieving, the stock ownership 
slice of the American wealth pie sometimes becomes 
larger than the real estate slice. However, stocks’ lead 
has historically been fleeting. Real estate has always 
regained its dominance as stock prices pulled back.

On the surface, it is therefore surprising that 
real estate investments held inside the financial 
asset portfolios of typical American investors have 
historically amounted to a small percentage, if they are 
included at all. This is not the case among the nation’s 

wealthy investors, either traditionally 
or currently. Sophisticated advisors, 
who shepherd funds for the rich, have 
long allocated significant percentages 
of their clients’ assets into real estate 
investments in various ways. Nowadays, 
investors of more modest means are 
increasingly following suit, an option 
that has been available to them for a 
relatively short time.

 “Securitizing” Real Estate
Since direct real estate investing is cap-

ital intensive, throughout history it has 
been the privilege of wealthy individuals and those 
businesses with sufficient financial depth. That began 
to change in the 1950s when officials of the investment 
industry and federal government explored possibilities 
for the creation of an efficient means of fragmenting 
real estate into bite-sized shares. They reasoned that 

doing so could, for the first time, make the benefits 
of real estate investment via small-share ownership 
available to the investing public at large. 

This process, something investment professionals 
refer to as “securitizing” an asset, has been evolving 
ever since—faltering at times but advancing in its ob-
jective overall. In recent years, real estate securities 
seem to have found fairly secure footing, too.

Observers note the increased acceptance of an 
investment in real estate securities over the last de-
cade by investors at all levels of wealth. This paral-
lels an increasing inclination among financial plan-
ners to recommend to their clients the inclusion of 
real estate securities as an item for further portfolio 
diversification.
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Real estate securities debuted when 
Congress passed a law creating Real Estate 
Investment Trusts (REITs) in 1960. REITs 
offer a pooled ownership business struc-
ture for real estate investing that is similar 
to that which the mutual fund structure 
offered to stock and bond investing some 
years earlier. With income as a primary 
objective and capital gain a secondary one, 
the law exempted a properly structured 
and complying REIT from corporate in-
come tax, so long as 90 percent of that 
REIT’s otherwise taxable income is paid 
to the shareholders each year.

Many financial professionals feel that 
REITs today are operated more efficient-
ly and effectively than ever before. They 
cite the experience of nearly 50 years, as 
well as the enhancement of REITs through 
subsequent legislation that was enacted 
in 1986 and 1999.

The majority of REITs are publicly 
listed and traded on exchanges and their 
shares may be purchased and sold easily. 
Many are also offered to the public by fi-
nancial service companies and not traded 
on exchanges at all. REITs of this type are 
expected to be held by investors until the 
investment and/or its underlying assets are 
sold and the investment REIT ceases op-
erations, or until the REIT itself becomes 
listed on an exchange and traded. As a 
result, for these REITs the risk of hold-
ing an illiquid asset must be acceptable to 
and appropriate for the investor.

Growing Pains
After the REIT law was enacted in 1960, 

an assortment of these new-fangled invest-
ment opportunities became hot products 
for Wall Street distribution. They were 
all the talk at the time and their popu-
larity grew for several years until a col-
lapse of “bubble-burst” magnitude gave 
the REIT structure a terrible black eye. 
The resulting tarnish lasted for almost 
two decades and REITs languished dur-
ing this period. 

Determined to continue with the secu-
ritization of real estate, Wall Street turned 
its attention to another business structure 
for holding real estate, the Limited Part-
nership (LP). REITs were still in the game 
but the asset class needed new packaging 
to keep the securitization process moving 
forward. Besides, the LP had the ability 
to pass through tax advantages to the in-

vestor that the REIT lacked and that was 
viewed as a positive. Thus, through the 
mid-1990s, attempts to further the goal 
of securitizing real estate through both 
ownership structures pressed forward 
with the LP leading the way. 

Most of the real estate LPs of the 
1970s and 1980s were structured to be 
“tax shelters.” The idea was to invest in 
real estate, then cleverly lose value “on 
paper” under the tax code’s provisions, 
so as to attain excess tax deductions. 
The deductions would come primarily 
from depreciation and interest expense; 
the more of both, the better for the tax 
return. Meanwhile, if all went well, the 
property would actually be appreciat-
ing. Then, some years out—presto! The 
property would be sold for a nice profit 
after all and even that would be taxed 
at the lower capital gains rate.

The problem was that in their zealous 
pursuit of tax benefits, the investments 
tended to lack sufficient economic sound-
ness at the outset. This lack of sound-
ness was due, in part, to their routine 
utilization of very high loan-to value fi-
nancing. Acquisitions oftentimes were 

financed with debt exceeding 90 percent 
of a property’s value. This high-leverage/
high-risk financing was frequently used 
to then overpay for the properties that 
were provided to investors through both 
publicly registered and private place-
ment investments.

Compounding the risk issue, sweep-
ing changes in tax law were enacted in 
1982 and again in 1986 which worked 
to negatively affect real estate by first 
encouraging overbuilding then discour-
aging real estate investment. This whip-
sawed the markets and seriously deep-
ened the danger for highly leveraged 
real estate investments.

Finally, the evolving problems collec-
tively dealt the real estate investment 
world a second serious blow as the asset 
class collapsed, bringing down with it 
the savings and loan industry’s failure; 
the government’s infamous “Resolution 
Trust” savings and loan bailout of that 
began in 1989. This time the limited 
partnership business structure received 
the same scorn and discredit from the 
public that the REIT structure had gar-
nered some years earlier.
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Real Estate Securities Today
Order was gradually restored to the nation’s real 

estate markets, and since the mid-1990s wealthy in-
vestors have increasingly embraced REITs. Modest 
investors have been participating in the ownership 
of real estate securities at a growing rate as well, 
while the securitization of real estate in America 
continues.

According to the most recent “World Wealth Sur-
vey,” an annual study of the world’s high net worth 
individual investors by the research and consulting 
firm Capgemini, high net worth Americans currently 
hold about 23 percent of their invested assets in real 
estate. Capgemini defines high net worth Americans 
as those having invested assets in excess of $1 mil-
lion. Their invested assets category excluded personal 
use assets, such as primary residences, automobiles 
and jewelry. 

Capgemini’s research data divided real estate in-
vestments into three sub-allocations, as follows: 

1. The “Publicly Registered and Traded REITs,” 
which accounted for 34 percent of the total real 
estate allocation. 
2. The “Non-Publicly Traded Commercial Real 
Estate,” which made up 25 percent. Capgemini 
defines this group as office, retail, industrial and 
multi-family properties that are directly owned or 
are owned via non-traded, private REITs, LPs or 
other business structures. 
3. The “Other Real Estate Investments,” which 
comprised 41 percent and, interestingly, was al-
most exclusively composed of second homes and/
or vacation homes.
Of course, high net worth investors and advisors 

with a real passion for the real estate asset class of-
ten allocate a percentage to real estate that is much 
larger than 23 percent, sometimes even exceeding 
the amounts allocated to key competing categories 
such as equities (stocks) and fixed income (bonds) 
holdings.

Some advisors go so far as to advocate the utiliza-
tion of real estate as a “bond substitute” in the port-
folios they groom. In doing so, these advisors are re-
ducing a portfolio’s allocation to fixed income assets 
while increasing the allocation to real estate propor-
tionally. Why? Among other reasons, they hold the 
belief that the income from the selected real estate 
assets can exceed the interest paid by a bond with 
similar risk during the expected holding period. As 
a bonus, the asset can offer some possible tax shel-
ter for the income as well. They are also drawn to 

the chance for capital gains that real estate offers, 
something bonds purchased at their face value and 
held to maturity cannot provide.

Investing in Real Estate Securities
Regardless of the degree to which one includes real 

estate in the portfolio, most advisors feel that the sim-
plest way to own the asset remains the REIT. Further, 
each REIT’s holdings can range broadly because the 
various companies and individuals that design and 
operate REITs can do so in a customized way that 
reflects a variety of preferences and specialties. That 
allows for portfolio customization to reflect investor 
and advisor preferences, too. 

Some examples of this include: one REIT may own 
only American storage buildings; another, only com-
mercial structures in New York City; another, only 
strip malls nationwide; and another, only office build-
ings in the nation’s largest cities. Additionally, REITs 
may own mortgages exclusively or partially blended 
with real property holdings. The list could go on, but 
the point is that the variety is wide and the selections 
can be personally eclectic as a result.

The inclusion of real estate in investment portfo-
lios involves the acceptance of risks that should be 
understood first. Real estate has unique risks, as well 
as others that are common to all investments. De-
spite the fact that many securities analysts feel that 
real estate investments overall seem to be operating 
more effectively and efficiently today than earlier in 
the securitization process, the fact remains that inves-
tors should remember that this is an asset class with 
its historic ups and downs and that investments in 
real estate can fail, resulting in a total loss.

Still, a good argument can be made by advisors for 
investors to look closely and carefully at including 
real estate in their portfolios. Statistical data indicates 
that real estate investments do not necessarily track 
stocks, bonds or other assets over blocks of time and 
such independent results can help smooth portfolio 
performance and enhance return. Real estate enjoys 
tax advantages, has proven to be an inflation hedge 
and has historically been seen to often perform well, 
producing good dividends and capital growth. 

However, care in the decision is in order. The ap-
pearance of greater stability in the recent past is no 
certain predictor of the future. Potential investors are 
well advised to evaluate all aspects carefully. Inves-
tors need to be sure to get comfortable with all of 
the risks involved as well as happy about the possible 
benefits to be attained if all goes well. 
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