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Executive
Summary
• The U.S. is experiencing the highest inflation in nearly 40 years, intensifying the risk of significant destruction to
portfolio values and purchasing power as a result.
• Most investors and their advisors have not experienced a significant inflation shock like this in quite some time. Further,
forecasting inflation is prone to error and therefore necessitates a strategic hedge within investment portfolios.
• When compared to other conventional inflation hedges, an allocation to private real estate (measured by the NCREIF
ODCE Index) can offer strong protection while also potentially providing other benefits like compelling total returns,
income enhancement, and portfolio diversification.
• This report will cover the following topics (see Report Roadmap) pertaining to inflation and investment portfolios:
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INFLATION IS THE SINGLE BIGGEST RISK TO
INVESTMENT PORTFOLIOS TODAY AND THIS
RISK IS CURRENTLY BEING MISPRICED.
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I. Inflation

is Here and is a Very
Destructive Economic Force
Given the persistent, elevated levels of inflation materializing in the U.S., we are reexamining the topic of inflation to pose
a call to action for investors. While we will explain inflation and its implications for investors later in detail, inflation
is important to investors because it erodes the dollar value of portfolios while also increasing the future
cost of goods and services broadly in the economy – a classic double-whammy effect. Due to this renewed and
intensified focus on inflation, we will describe the traditional approaches to hedge portfolios from it, as well as evaluate
the effectiveness and cost of ownership of such tools. Today, we view inflation as the single greatest threat to
investment portfolios and this risk is being mispriced in the minds of many investors and advisors.
By definition, inflation is the decline in purchasing power in a particular currency over time or consequently
the rise in the average level of prices for a selected basket of goods (Exhibit 1), normally approximated by the
Consumer Price Index (CPI) in the U.S. CPI is published monthly by the Bureau of Labor Statistics and comes in two main
forms. First, headline inflation is measured by CPI-U, which tracks the average change over time in the prices paid by
urban consumers for a market basket of goods and services. Key categories include expenditures related to Housing,
Transportation, Food and Beverages, Medical Care, etc. Second, a less volatile measure of inflation is core CPI, which
tracks the average change over time for all items included in headline inflation, less food and energy costs.
E X H I B I T 1: A M E A N I N G F U L D E PA R T U R E OV ER 4 0 Y E A R S
C PI C O M P O N EN T S – 2 0 21 VS . 19 81
Source: Bureau of Economic Analysis
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The weightings used to calculate CPI have and will
change over the years. The chart illustrates this
phenomenon, with the inner circle representing the CPI
components from 1981 during the last major bout of
inflation in the U.S. – during the Great Inflation – versus
at the end of 2021. For instance, the 1981 CPI did not
account for Education and Communications prices,
however, 40 years later it represents 6% of the overall
basket of goods and an area of continued inflation, and
consternation, for students and parents alike.
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For many investment professionals, inflation had become almost theoretical in nature versus something
needing significant time and attention. However, this recent spate of high inflation represents a watershed
moment for investors and advisors. For decades, inflation assumptions have been set at 3% and in a sense forgotten.
The average headline CPI since 1913 has been 3.2%. Post-World War II, the average inflation has been 3.9%. Fast forward
to 2022 and inflation is again a very real and destructive force.
Headline CPI rose 8.5% year-over-year (Exhibit 2), dramatically accelerating in 20211 and further increased into March
2022. The highest inflation in over 40 years has been a result of several factors, including: low base effects from 12 months
prior; government stimulus programs potentially providing excess liquidity and disincentivizing workers from
re-entering the labor force; and disruptions to supply chains during the pandemic that are facing labor or materials
shortages and, thus, having difficulty increasing again. Price inflation has been larger and lasted longer than previously
thought, due in part to the cyclical pressures from rising wages.2 We believe labor market conditions will likely remain tight
in 2022 amid a reduced workforce participation rate leading to broad shortages of available, qualified, and willing workers
in the U.S. The U.S. economy is still more than 2 million jobs short of the peak employment reached prior to COVID-19.

E X H I B I T 2 : H I G H ES T I N F L AT I O N I N D EC A D ES
U. S . C O N S U M ER P R I C E I N D I C ES - YOY, N OT S E AS O N A L LY A D J U S T ED
Source: Federal Reserve Bank of St. Louis
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Rather than having a drawn-out and academicallymotivated discussion of inflation and diving into a
historical perspective before moving to Federal Reserve
motivations, or even the quantitative theory of money
supply, let’s agree that inflation is here. Therefore, it
necessitates refreshed thinking and associated
portfolio positioning. Further, while some of the
factors driving inflation higher will prove to be transitory
in nature (e.g. the 40% increase to used auto prices), the
risk remains that other important factors will feature
higher future prices that may be less elastic on the way
down than they were on the way up. Looking at the
largest component of CPI – Housing and more specifically
Owners’ Equivalent Rent – there have been significant,
widespread annual increases to multifamily rents in the
U.S., in the order of 20-30% increases on new leases,
strengthening the case for high levels of persistent
inflation in addition to other factors at play.3

Models available today, whether theoretical or
econometric, do a very poor job in forecasting inflation
and therefore investors struggle to ‘market time’ periods
of elevated inflation within their portfolios. Consensus
estimates for inflation are heavily influenced by historical
rates, with the most recent trailing inflation rate given
the highest weight. Case in point, the Federal Open
Market Committee (FOMC) members provide their
forward-looking forecast of key economic metrics that
includes GDP estimates, as well as inflation projections.
Historically, there has been no statistical significance
around even the most knowledgeable market participants’
ability to predict the short- and even moderate-term path
of inflation.4,5 Hence, we believe investors need to
hold a strategic protection in their portfolios that
provides a hedge against inflation at all times.

“WHEN PEOPLE BEGIN ANTICIPATING
INFLATION, IT DOESN’T DO YOU ANY
GOOD ANYMORE, BECAUSE ANY BENEFIT
OF INFLATION COMES FROM THE FACT
THAT YOU DO BETTER THAN YOU
THOUGHT YOU WERE GOING TO DO.”
PAUL V OL C K E R ,

3.
4.
5.

FORMER CHAIRMAN OF THE FEDERAL RESERVE

When Your Rent Goes Up 40%. CNBC. November 1, 2021.
https://www.cnbc.com/2021/11/01/rents-are-bouncing-back-what-to-do-if-you-expect-a-big-increase-.html
Brookings Institution. Federal Reserve Economics Projections: What Are They Good For? Ben S. Bernanke.
November 28, 2016. https://www.brookings.edu/blog/ben-bernanke/2016/11/28/federal-reserve-economic-projections/
American Economic Review. Federal Reserve Information and the Behavior of Interest Rates. June 2000.
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Inflation is comprised of both an expected and unexpected component, as former Federal Reserve Chairman, Paul Volcker,
helps to contextualize. Expected inflation is the long-term rate of inflation that is assumed by market participants and
used as a key input in their models to price financial assets (Exhibit 3). Expected inflation is already running high and
unexpected inflation poses a problem. Unexpected, or unanticipated, inflation is the difference between expected
inflation and the inflation that occurred during a particular forecast period. As such, unexpected inflation is the true
culprit when it comes to portfolio value destruction, since it’s not already being accounted for in asset
prices and thus is the most relevant area of focus when investors are considering an inflation hedge. So,
expected inflation gets priced into markets in an efficient manner without much shock, while unexpected inflation acts
as a source of market volatility. In some respects, higher inflation feeds higher expectations for inflation, which in turn
causes people to buy more now, pushing up prices more, etc.

E X H I B I T 3 : I N F L AT I O N E X P EC TAT I O N S A L S O AT H I G H S
10 -Y E A R I N F L AT I O N B R E A K E V EN R AT E – T I P S VS . N O M I N A L T R E AS U RY R AT ES
Source: Federal Reserve Bank of St. Louis
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II. The

Real Risk
of Inflation
More investors are beginning to understand the risk that inflation poses to their retirement portfolios. A recent survey
from Global Atlantic Group of over 1,000 respondents found that more than 70% of investors, aged 59 to 75 with over
$250,000 in investable assets, were concerned that inflation would negatively impact their retirement savings.6 Further,
nearly half were concerned that rising inflation and low interest rates would make it more difficult to have steady
retirement income. In our opinion, now is the time to stop mulling over this idea of inflation portfolio protection
and to finally heed the call to action.
As previously explained, inflation has a double-whammy effect for individuals that doesn’t just result in having to pay
higher prices for goods and services but also erodes the value of investment portfolios. To highlight the impact to portfolio
values, looking at index data from 1990 to 2021 shows the long-term destruction that inflation can play in terms of wealth
erosion. For the S&P 500 Index, the ending value of approximately 2,600% higher in nominal terms becomes a little over
1,200% higher in real terms (Exhibit 4). Based on long-term Compound Annual Growth Rates (CAGR), the S&P 500 Index
rose by an annualized rate of 10.7% and 8.0% in nominal and real terms, respectively. The corresponding figures for the
Barclays Aggregate Bond Index are 590% in nominal terms versus 270% in real terms or a CAGR of 5.7% and 3.1%, in
each case. Future spending needs were also impacted during the same time period; for example, a gallon of gasoline
rose by 250% in nominal terms, contributing to a higher cost of living. Later we will focus on inflation’s impact across a
balanced retirement portfolio (Exhibit 9) and the shortfall risk that it can create, contributing to the dreaded prospect of
outliving one’s retirement income.
E X H I B I T 4 : I N F L AT I O N EF F EC T WO R S EN S OV ER T I M E
S& P 5 0 0 I N D E X – N O M I N A L VS . R E A L TOTA L R E T U R N S
Sources: Bloomberg LP, USAA Real Estate Research
$3,000
SPX NOMINAL COMP. TOTAL RETURN

$2,632.2
CAGR: 10.7%

SPX REAL COMP. TOTAL RETURN

$2,500

$2,000

$1,500
$1,208.7
CAGR: 8.0%
$1,000

WEALTH AND
RETURN GAP DUE TO
INFLATION EFFECT

$500

DIFFERENCE

Value Δ: $(1,423.5)
% Δ: -54.1%

$0
‘89

6.

‘93

‘97

‘01

‘05

‘09

‘13

Global Atlantic Financial Group. Global Atlantic Retirement Risk Reset Study – October 2021. https://www.globalatlantic.
com/news/Global-Atlantic-Retirement-Risk-Reset-Study-Retirement-Age-Investors-Attuned-to-Low-Interest-Rates-Inflation

‘17

‘21

CAGR % Δ: -2.7%

USAA REAL ESTATE
The Real Risk of Inflation
See important Disclosures at the end of this document.

6 6

To note, the time period featured in Exhibit 4 occurred during relatively benign or tame inflation, serving to further
reinforce the notion that inflation matters in an investment portfolio context at all times. Similarly, inflation protection is
not a point in time discussion because even tame levels of inflation can still have a strong entropic effect on an investor’s
wealth. The nominal vs. real wealth gap illustrated by Exhibit 4 results in a $1.4 million inflation penalty over 30 years.
Exhibit 5 shows the quarterly ending values of a 60% stock and 40% bond portfolio during the last bout of high inflation
in the U.S., the Great Inflation that occurred in the late 1970s and into the early 1980s. Had you invested $100 in a
balanced portfolio at the beginning of 1973, by September 1974 it would have been worth just $60 after inflation. Further,
an investor would not have gotten back into the black, after inflation, until the beginning of 1986, resulting in more than a
lost decade of real returns for a portfolio that lacked an effective inflation hedge.

E X H I B I T 5 : T H E LO N G R U N C A N B E LO N G
QUARTER-END VALUE OF 60-40 STOCK-BOND PORTFOLIO, ADJUSTED FOR INFLATION
Sources: Bloomberg LP, USAA Real Estate Research
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Revisiting the impact inflation has on future portfolio values, Exhibit 6 summarizes the results of a Monte Carlo
simulation for a balanced retirement portfolio under two inflation scenarios of 3% versus 7%. Under a 3% inflation
regime, this hypothetical individual can comfortably save and grow their wealth into retirement, never outliving their
retirement nest egg. However, under a 7% inflation regime, not only does the investment retirement value grow to a
much smaller lump sum but this individual’s retirement savings now have a strong likelihood of running out at the age of
77 – not enough to fund retirement and leading to significant shortfall risk, represented by the Delta column in the exhibit
below. In many ways, elevated inflation calls into question the ‘4% Rule’ for retirement withdrawals that is
sacrosanct amongst much of the investment advisory community.7 Some are even postulating a new environment
of more persistent three to six percent inflation.8

E X H I B I T 6 : H I G H ER I N F L AT I O N L E A DS TO H I G H ER S H O R T FA L L R IS K
R E T I R EM EN T VA LU ES A N D I N F L AT I O N S C EN A R I O R ES U LT S 9
Sources: Personal Capital, USAA Real Estate Research
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It takes an entire life of hard work and accumulation
to save an amount sizeable enough to fund today’s
expensive retirement for most individuals. The easiest
way to destroy one’s wealth is to inflate it away.
And why do investors just sit on the sidelines as their
hard-earned assets are inflated away, from cash
balances to portfolio values? Cognitive bias, and the
anchoring effect first theorized by Amos Tversky and
Daniel Kahneman, influences both our perceptions, as
well as our execution with respect to inflation. Further,
studies have found that the anchoring effect is extremely
difficult to avoid in both normal and investment decisionmaking and is inadvertently present when making
forecasts of the future. For decades, both investors and
advisors have been anchored to a reference point of a
3% inflation rate and then, as previously discussed, have

7.
8.
9.

moved on to the more engaging aspects of investment
management like asset allocation, discussions of
investment goals, etc. Additionally, during the 40-year
period following the early 1980s and up until 2021, while
irrationally biased, it has in many regards well served
the investment community, furthering the difficulty in
moving investors away from a low inflation mindset.
This was in part due to the success of the Federal
Reserve’s Era of ‘Inflation Targeting’ that began in 1994
and lasted through 2020 in addition to globalization
and other factors leading to a long-term period of
unambiguously tame inflation in the U.S. Going forward,
there is a much higher likelihood that this type of
cognitive dissonance results in increased levels
of investment shortfall risk as a consequence of
having a naively low inflation anchor.

Morningstar. The State of Retirement Income: Safe Withdrawal Rates Now 3.3%. December 2021.
Man Institute. The Inflation Head Fake of 2022. Published January 2022.
Personal Capital - Retirement Planner. Accessed on April 20, 2022. https://www.personalcapital.com
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III. Effective

Inflation
Hedging Strategies
When selecting an inflation hedge, attention needs to be paid to the implicit biases that accompany those
hedges and how it might expose an investor’s portfolio to unintended bets or unforeseen risks. Key features
and characteristics of traditional asset classes and commonly held inflation hedges are assessed in Exhibit 7. For
reference, green signifies a positive scoring whereas red is a negative outcome, while high and low ranks each asset class
on a relative basis. In the context of a holistic asset allocation framework, private real estate exposure represents
an optimal inflation hedge for a portfolio, while still allowing it to achieve its primary investment objectives
around total return, yield (income), and risk reduction (diversification). The remainder of this section offers
support to the key conclusions and findings presented in Exhibit 7. To note, references to private real estate, core real
estate, direct real estate, are all synonymous and measured by the NFI-ODCE Index (NFI-ODCE).
E X H I B I T 7 : P R I VAT E C R E IS A C L E A R S TA N D O U T V ER S U S OT H ER ASS E T C L ASS ES
ASS E T C L ASS E VA LUAT I O N R U B R I C
Source: USAA Real Estate Research
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A more detailed report explaining the benefits of private real estate that we recently published can be found here. As
investors look to initiate a private real estate allocation in their portfolios, this report helps describe the options available
to them. For an investor looking to strategically underwrite a low-tracking error exposure based in large
part on the inflation hedging characteristics of private real estate, a viable solution may come in the form of
a private real estate index fund like the NCREIF ODCE Index described in Exhibit 8. Similar to many investors
diversified approach to equity and bond investing as a means of reducing unsystematic risk in a portfolio, the NFI-ODCE
provides core real estate exposure of a highly diversified nature that results in performance with the same, or very similar,
characteristics as advertised.

E X H I B I T 8 : A T U R N - K E Y P R I VAT E C R E I N D E X
N F I - O D C E I N D E X D ES C R I P T I O N & R EQ U I R EM EN T S
Source: NCREIF

NCREIF FUND INDEX - OPEN END DIVERSIFIED CORE EQUITY (NFI-ODCE) INDEX
The NFI-ODCE is a capitalization-weighted, gross of fee, time-weighted return index calculated using a methodology created
by the National Council of Real Estate Investment Fiduciaries. NCREIF began calculating the NFI-ODCE in 2006 with data
back to 1977. Supplemental data is also provided, such as equal-weight and net of fee returns, for informational purposes and
additional analysis. Open-end Funds are generally defined as infinite-life vehicles consisting of multiple investors who have
the ability to enter or exit the fund on a periodic basis, subject to contribution and/or redemption requests, thereby providing
a degree of potential investment liquidity. The term Diversified Core Equity style typically reflects lower risk investment
strategies utilizing low leverage and generally represented by equity ownership positions in stable U.S. operating properties.
There are currently 25 private funds that are included in the index.

Real Estate – at least 80% of market value
of gross assets is invested in “direct real
estate” (no more than 20% of such assets
invested in cash and/or cash equivalents).
Domain – at least 95% of market value of
real estate gross assets in US markets.
Requirements

Property Types – at least 75% of market
value of real estate gross assets invested
in office, industrial, apartment, and retail
property types.
Life Cycle – at least 75% of gross market
value must be invested in properties that are
75% or more leased.

Leverage – no more than 35% leverage.
Leverage is defined as the ratio of total
debt, grossed-up for ownership share of
off-balance sheet debt, to the fund’s total
assets, also which are grossed-up for such
off-balance sheet debt.
Diversification —–no more than 60%
(± for market forces) of gross market value of
real estate net assets in one property type or
one region as defined by the NCREIF Property
Index. The fund must also invest in at least
three of the office, industrial, apartment or
retail property types, and one of those three
types representing a minimum of 5% of direct
real estate gross market value.
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EFFECTIVE INFLATION PROTECTION
Exhibit 7’s evaluation criteria first focuses on the historical inflation protection characteristics of each asset class.
Investors can use several different approaches when examining the inflation hedging abilities of an asset class. These
include, but are not limited to: correlation to headline inflation; correlation to expected vs. unexpected inflation; beta
to inflation; and performance during different inflationary regimes (high, low, accelerating, decelerating). The following
analysis focuses on the last period of high, accelerating, and persistent inflation in the U.S. – the Great Inflation from the
late 1970s to early 1980s. As shown in Exhibit 9, core real estate (as measured by the NFI-ODCE Index) and REITs more
than kept pace with inflation during this time, whereas both stocks and nominal bonds failed to do so.

E X H I B I T 9 : P R I VAT E C R E B E AT T H E G R E AT I N F L AT I O N
ASS E T C L AS S P ER F O R M A N C E D U R I N G A N I N F L AT I O N A RY EN V I R O N M EN T –
M A R C H 19 78 TO S E P T EM B ER 19 81
Sources: Bloomberg LP, USAA Real Estate Research
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High inflation has historically led to underperformance from stocks as it impacts the earnings of those companies
combined with shrinking valuation multiples. Bonds paying fixed, or nominal, coupon payments are unable to adapt to
unexpected inflation and also underperform during high inflation periods. Differently, core real estate provides a
hedge against inflation because rental and lease payments – varying by property type and associated lease
structure – are adjusted regularly for inflation. Additionally, price appreciation can occur as a result of the
capital rotation out of stocks and bonds into direct real estate in times of inflation. This is assuming a tight,
functioning CRE market.
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Direct core real estate has also historically exhibited the strongest correlation (0.29) to headline inflation
across major asset classes during this short, but important, time period (Exhibit 10). Intermediate U.S. government bonds
and U.S. stocks were negatively correlated with high, sustained inflation and also generated negative risk-adjusted returns.

E X H I B I T 10 : P R I VAT E C R E O F F ER S A S U P ER I O R R IS K- A D J U S T ED R E T U R N P R O F I L E
ASS E T C L ASS C H A R AC T ER IS T I C S VS . U. S . I N F L AT I O N
M A R C H 19 78 TO S E P T EM B ER 19 81
Sources: Bloomberg LP, USAA Real Estate Research
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While fixed income normally serves as a portfolio’s lowest risk asset, or safe haven, traditional active fixed income
strategies (e.g. buy and hold, yield curve positioning) become vulnerable during times of high inflation and can drive
negative portfolio performance through an erosion of inflation-adjusted value. Listed REITs displayed a competitive
total return profile, but they did so with a negative correlation to inflation. Although physical gold prices exhibited the
only other positive correlation to inflation, they saw the highest overall volatility and can serve as a drag on portfolio
performance outside of periods of high, sustained inflation.
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As well, direct real estate represented the most optimal risk-adjusted return profile (Sharpe ratio of 4.36 – see Exhibit 10).
In the period after the Great Inflation, stocks and commodity futures fell from 1980 to 1982, while core real estate more than
outpaced both bonds and inflation (Exhibit 11).

E X H I B I T 11: P R I VAT E C R E O U T P ER F O R M ED L AT ER TO O
CUMUL ATIVE ASSE T CL ASS PERFORMANCE POST- GRE AT INFL ATION – DEC. 19 8 0 TO JUNE 19 82
Sources: Bloomberg LP, USAA Real Estate Research
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STRONG RETURN PERFORMANCE
Thereafter, the rubric moves to total returns, given investors still require a certain level of appreciation for an asset to
warrant its inclusion in a portfolio. Over the last 20 years, private core real estate, as measured by the NCREIF ODCE Fund
Index, has generated compelling absolute returns but more importantly the strongest risk-adjusted returns for investors
(Exhibit 12) based on a Sharpe ratio of 0.80. The high-quality nature of CRE holdings that produce solid levels of current
cash flow due to long-term, in-place lease agreements with creditworthy tenants combined with appreciation in the
residual value of the assets has driven the asset class’s compelling performance.

E X H I B I T 12 : P R I VAT E C R E P R OV I D ES S T R O N G ES T R IS K- A D J U S T ED R E T U R N S
H IS TO R I C A L TOTA L R E T U R N S BY ASS E T C L ASS – AS O F 12 / 31/ 2 0 21
Sources: Bloomberg LP, USAA Real Estate Research
ANNUALIZED
TOTAL RETURNS

U.S. CORPORATE
BONDS

U.S. EQUITIES

U.S.REITs

NFI-ODCE
INDEX

1 Year

-1.5%

28.7%

41.3%

22.2%

3 Year

4.8%

26.1%

19.9%

9.2%

5 Year

3.6%

18.5%

12.4%

8.7%

10 Year

2.9%

16.6%

12.2%

10.5%

20 Year

4.3%

9.5%

11.2%

8.3%

Volatility*

3.4%

16.4%

21.5%

6.7%

Sharpe Ratio*

0.40

0.40

0.38

0.80

*Based on 20-Year time period
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INCOME ENHANCEMENT
Our criterion shifts to income or yield generation of each asset class next. As previously described, a major component
of CRE returns come from property yield. Relative to other major asset classes, CRE provides enhanced income potential
versus corporate bonds or large-cap equities. Core private real estate has historically generated a strong income profile
that is significantly in excess of comparative investments (Exhibit 13). Since 2000, the spread for the NFI-ODCE Income
vs. 10-Year U.S. Treasury yields has averaged 252 basis points per annum.

E X H I B I T 13 : P R I VAT E C R E EN H A N C ES I N C O M E P OT EN T I A L
T R A I L I N G 15 -Y E A R A N N UA L IZ ED I N C O M E R E T U R N S F O R M A J O R ASS E T C L ASS ES - AS O F 12 / 31/ 2 0 21
Sources: NFI-ODCE, FTSE/NAREIT Equity REIT Index (“REITs”),
Bloomberg Barclays U.S. Aggregate Bond Index (“Bonds”), S&P 500 Index (“U.S. Stocks”)

4.9%
4.1%

2.7%
2.0%

NFI-ODCE

REITs

U.S. Stocks

Bonds
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RISK AND DIVERSIFICATION BENEFITS
Core private real estate has generated a low level of risk, as measured by standard deviation, over time. Further, its
returns have been uncorrelated with most major asset classes such as stocks, bonds, and even REITs (Exhibit 14).
Including low (or lower) correlated assets can decrease overall portfolio volatility and improve performance potential.
As such, private real estate exposure can add attractive and differentiated sources of return, while serving
to reduce overall portfolio risk.
To summarize, even in the absence of high inflation or a correct assessment of the future path of unexpected inflation,
private real estate has a strong track record of performing across the aforementioned areas of return, income, and risk
agnostic of the inflationary environment. This critical point need not be lost on investors or advisors.

E X H I B I T 14 : P R I VAT E C R E A R E U N C O R R E L AT ED
T R A I L I N G 15 -Y E A R C O R R EL AT I O N M AT R I X – AS O F 12 / 31/ 2 0 21
Sources: Bloomberg LP, USAA Real Estate Research
Private Real Estate

REITs

U.S. Stocks

Bonds

Private Real Estate

1.00

0.20

0.16

-0.22

REITs

0.20

1.00

0.77

-0.01

U.S. Stocks

0.16

0.77

1.00

-0.22

Bonds

-0.22

-0.01

-0.22

1.00

IV. Portfolio

Implementation
Considerations
As we look to execute on what we’ve learned above, we move on to portfolio implementation. Over the years, clients
have asked about the importance of instituting effective inflation hedging strategies in their investment portfolios, even
questioning the very basis of inflation’s phantom-like existence. Today, certainly even the most arduous naysayers
have now become firm believers based on the latest spate of U.S. inflation.
The ultimate fundamental risk for investors is not portfolio volatility but actually the risk of a permanent loss in value or
the shortfall risk of outliving one’s assets. Just like in the rest of our lives, where we choose to purchase insurance for the
purposes of personal protection, so do we “purchase” insurance in our investment portfolios to protect against
the loss associated with inflation vis-à-vis an allocation to private real estate. The benefits outside of inflation
protection are in a very real sense like an insurance premium but in reverse, where you are being paid to hold private
real estate via those strong returns and solid income but also get to benefit from the inflation hedge and vice-versa.
This results in a very low cost of ownership when using private CRE as a strategic inflation hedge and is akin to a free
infinite-dated call option giving long-term inflation protection to your portfolio.
USAA REAL ESTATE
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More sophisticated or bespoke approaches to private CRE investing could be achieved through selecting individual
investment managers and funds, subject to the SEC’s definition of an accredited investor; however, this type of model
comes with a burdensome level of due diligence at the investment, operational, and risk management levels in addition
to ongoing monitoring of private capital manager relationships and partnerships. Bespoke private capital portfolios can
also suffer from the J-curve effect, leading to negative returns in early years following the initial investment. Lastly, a
diversified mandate should be brought to bear when investing in commercial real estate versus a rifle-shot
or single-asset approach that may lead to unsatisfactory outcomes.
When looking to achieve optimal portfolio exposure, we believe an allocation of 20% to private CRE offers a prudent level
of inflation protection. Further, a 20% allocation provides a portfolio weighting with enough consequence to be impactful
in the context of a multi-asset portfolio (Exhibit 15), with higher allocations to core private real estate potentially
resulting in better returns, enhanced yield, and risk reduction through diversification, thereby increasing the portfolio’s
Sharpe Ratio over the trailing 10-year period through 2021.

E X H I B I T 15 : L ESS IS N OT M O R E W H EN I T C O M ES TO P R I VAT E C R E
P O R T F O L I O R ES U LT S U N D ER VA RY I N G A L LO C AT I O N S – AS O F 12 / 31/ 2 0 21
Sources: Bloomberg LP, USAA Real Estate Research

60%-40%
Stock-Bond
Portfolio

55%-35%-10%
Stock-Bond-CRE
Portfolio

50%-30%-20%
Stock-Bond-CRE
Portfolio

Total Return

11.09%

11.16%

11.23%

Volatility

8.30%

7.58%

6.87%

Yield

2.15%

2.39%

2.63%

1.27

1.40

1.55

Sharpe Ratio
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As when an investor institutes a new portfolio allocation or exposure, it follows that they also consider new benchmarks
and best practices therein to objectively evaluate the performance of the inflation hedging allocation within a portfolio.
In many respects the most effective benchmark for a targeted inflation hedge is a spread over inflation (e.g.
CPI + 3%) given some level of expected overall portfolio return and risk. Another practice is to try to target a
certain range of correlation to CPI (e.g. ρ > 0.3 – 0.5) from underlying portfolio exposures on an aggregate basis. Real
estate specific benchmarks include the NCREIF Property Index (NPI) and the NCREIF Fund Index – Open End Diversified
Core Equity (NFI-ODCE) Index. Each index is a quarterly time-series composite of total return investment performance.
Importantly, the NPI measures performance on an unlevered basis at the asset-level, while the NFI-ODCE is comprised
of a pool of commingled funds with the effects of leverage included. NCREIF indices are typically used to assess the
performance of core and core-plus real estate strategies. A last option is to construct a Public Market Equivalent (PME)
benchmark using a basket of publicly-traded securities as a proxy that accounts for the same timing and extent of
investment cash flows to see whether an investment is achieving alpha versus the public markets.

Concluding
Thoughts
In closing, portfolio risks due to inflation are once again very real for
investors, with consequences that require a shift in thinking, as well
as action to implement new strategies that hedge against inflation’s
destructive effects. When selecting an inflation hedge, attention
needs to be paid to the implicit biases that accompany those hedges
and how it might expose an investor’s portfolio to unforeseen
risks and unintended bets. Historically, private real estate has
proven to be one of the most successful inflation hedges and
warrants an allocation to provide a prudent and appropriate
level of portfolio protection, or what we have termed the
“third-leg of the stool” behind stocks and bonds.
Just like in the rest of our lives, where we choose to purchase
insurance for the purposes of personal protection, so do we
‘purchase’ insurance in our investment portfolios to strategically
protect against the loss associated with inflation through an
allocation to private real estate, while simultaneously benefitting
from attractive risk-adjusted returns, enhanced levels of current
income, and portfolio diversification that it also offers.
USAA REAL ESTATE
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