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In this issue of the Financial Navigator we focus on a single topic, diversifying your portfolio with real 
estate. The majority of new clients we encounter have investment portfolios that may be diversified across 
U.S. stocks with maybe a sprinkling of international stocks, and some bonds. However, they rarely have 
any exposure to ‘alternative assets’ such as real estate, commodities, or private equity to name just a few 
asset classes that offer diversification to a portfolio. So we offer the information below as food for thought 
when you consider you own portfolio and potential ways to diversify the risk exposure of it. 
 
Sincerely, 
Bill Simpson, CFP®, MBA 
Azimuth Financial Planning, LLC  
(603) 373-8793  
bsimpson@azimuthplanning.com  
www.azimuthplanning.com  
 
Diversifying a Portfolio with Real Estate  
 
Real estate as a wealth generator is hardly a new idea. People owned property long before the advent of 
stock exchanges and other capital markets. In more recent times, large corporations and institutions have 
held commercial real estate in their portfolios.  
 
But individual investors have not traditionally had ready access to a professionally managed, diversified 
real estate portfolio. This has changed in the last few decades with the development and growth of real 
estate investment trusts, or REITs. Now individuals can add a real estate component to their portfolio to 
improve overall diversification. 
 
What is a REIT? 
 
A REIT is a company that owns, operates, and/or finances real estate property. Most of this discussion 
will address equity REITs, which manage different types of income-producing properties, such as hotels, 
office buildings, industrial facilities, apartments, and shopping centers. As commercial landlords, equity 
REITs typically generate dividend income from the rent paid by tenants. Many REITs in the US are traded 
on the public stock exchanges.  
 
Publicly traded REITs offer investors several potential benefits: 
 

• Real estate exposure. While publicly traded REITs account for only a small portion of the real 
estate investment universe and the equity market, academic evidence suggests that REITs 
have similar returns to the overall real estate market. 

 
• Low correlations with financial assets. Over longer periods of time, historical correlations of 

REITs and stocks have been generally low. (Correlation refers to the co-movement of asset 
returns. When two assets are positively correlated, their returns tend to move together; when 
negatively correlated, their returns are dissimilar.) 

 
• Diversification. A REIT holds a portfolio of properties, which may specialize by property type 

and industry, or be broadly diversified according to industry and region. With the more 



recent advent of real estate securities overseas, investors can further diversify their exposure 
among foreign developed markets. 

 
• Higher yield, regular income, capital appreciation. Since REITs have to pay out a large 

fraction of earnings as dividends, they tend to offer higher-dividend income than equities, 
and this may benefit certain income-oriented investors. Total return of the shares is tied to 
income and change in market value.  

 
• Distinct asset class. While REITs are considered equity vehicles and can have significant 

exposure to the size and value risk factors, they are generally considered to be a separate asset 
class, due to their low long-term correlations with stocks.  

 
• Liquidity and transparency. Publicly traded REITs can be bought or sold whenever the stock 

market is open for business. The availability of market-determined share prices can reveal 
information about the market’s assessment of the company’s prospects, including the ability 
of the firm’s management team. 

 
• Tax treatment. REITs operate as “pass-through” corporations in which most income goes 

directly to shareholders. They typically pay little or no taxes on corporate income. 
 
Investing in REITS 
 
A REIT mutual fund that manages a portfolio of REITs typically offers more diversification than owning a 
single REIT. Most REIT funds are either actively managed or indexed. An active fund manager seeks to 
pick securities that appear undervalued—an approach that often results in over-concentration in a single 
category, which may raise risks and potential costs, including transaction costs and management fees. On 
the other hand, an index fund tries to replicate a benchmark, such as the Dow Jones US Select REIT 
Index. Although index funds may have lower fees, securities held in the portfolios may experience buying 
and selling pressure when indexes are reconstituted. 
 
Adding a real estate component to a portfolio may be a good diversification move. But strategy and 
implementation are crucial, and before investing, you should consider how a real estate strategy and the 
REIT you select may affect your portfolio. Some factors that may come into play: 
 

• Asset coverage. Most actively managed stock funds and indexes include REITs in their equity 
holdings. This creates the potential for overlapping asset class exposure for investors who add a 
REIT component in their portfolio. Treating REITs as a separate and distinct strategy helps you 
achieve more precise risk exposure in the asset class weights. For example, investors with 
significant direct ownership in real estate may want to exclude REITs from the equity component 
in their portfolio to better control their overall exposure. 

 
• REIT category. Equity REITs may operate property in a specific area of expertise, such as retail, 

office and industrial, hotels, or health care facilities. Residential REITs own and operate 
apartment buildings and multi-family commercial dwellings, rather than single-family homes. 
Mortgage REITs lend money directly to real estate owners or invest in existing mortgages or 
mortgage-backed securities. Hybrid REITs combine the strategies of equity and mortgage REITs. 

 
• Diversification. As with financial assets, owning a broad mix of REITs can help reduce specific 

risk in a portfolio. This diversification eliminates exposure to a single REIT category, manager 



style, or geographic region. Also, adding international real estate can further enhance the 
potential diversification benefit. Correlations among international REITs are low across 
countries, regions, and equity markets, making them a useful complement to equities in 
developed and emerging markets. 

 
Risk Considerations 
 
REITs carry stock market risk, as well as risks specific to individual real estate properties, sectors, 
regional markets, and the operating firm. The securities are also subject to market pressures that may 
push share prices above or below the value of the underlying real estate. REIT returns also depend on the 
buying, selling, and operating decisions of management.  
 
A manager may adopt risky strategies, such as heavy leveraging or lack of diversification. They may pay 
too much for properties, acquire poorly performing properties, change strategies regarding property mix, 
or make other business decisions that compromise performance. Investors holding foreign REITs or REIT 
funds are also exposed to risks specific to the country, such as legal structure, investment restrictions, 
ownership rules, tax treatment, and currency risk. 
 
All of this underscores the importance of knowing your risk tolerance, carefully analyzing REIT fund 
managers, and diversifying to eliminate exposure to a single REIT manager or category. 
 
If you have any questions on this topics, or need some help with other financial issues 
you are facing give me a call at (603) 373-8793.   


