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Target date funds and auto features have driven meaningful improvements in the retirement

readiness of many Americans since the passage of the Pension Protection Act of 2006. Yet in the

current environment, defined contribution fiduciaries may be wondering where returns will come

from given the outlook for traditional equities and fixed income.

As the defined contribution landscape continues to
evolve, and particularly as income solutions are
prioritized for both in-plan and decumulation
strategies, accessing private real estate debt through
multi-asset portfolios may be one lever fiduciaries can

pull to help improve participant outcomes.

Bond yields today are still below historical long-term
averages, and this presents a challenge for investors
looking for returns in fixed income. In this piece we
provide some historical perspective on the potential
benefit of including private real estate debt as part of a
tixed income portfolio.

We will explore potential benefits of private real estate
debt against four other asset classes that are commonly
used as diversifying strategies in the fixed income
space, in addition to the Bloomberg US Aggregate
Bond Index.

The asset classes considered, and respective proxies

include:

US Aggregate Bonds:
Bloomberg US Aggregate Bond Index

Real Estate Debt:
Giliberto-Levy Real Estate Total Return Index

Commercial Mortgage-Backed Securities (CMBS):
Bloomberg CMBS Investment Grade Index

High Yield Bonds:

Bloomberg US Corporate High Yield Index
Floating Rate Debt:

Credit Suisse Leveraged Loan Index

Emerging Markets Debt:
JP Morgan EMBI Global Diversified Index
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Among the six asset classes considered in the analysis,
Real Estate Debt has the highest historical Sharpe

ratio. While a few other asset classes had higher Private Real Estate Debt vs. CMBS

returns over the period, they’ve exhibited significantly

higher volatility (Exhibit 1). The assumption that private real estate
debt is simply a less liquid version of

Exhibit 1: Summary Return and Risk Differences Commercial Mortgage-Backed

Securities (CMBS) is not the full story.
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Note: Data for the analysis is obtained from Morningstar Direct for all but the Giliberto-Levy Real
Estate Total Return Index, which is obtained directly from Giliberto-Levy. Data is available at
quarterly frequency starting in the first quarter 1997 and goes through the second quarter 2022,
for a total of 102 quarters or 25 years of returns.

We contrast the returns and risks of the different asset
classes in Exhibit 2.

Exhibit 2: Asset Class Comparison
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Next, we seek to understand how the various asset
classes would have potentially improved the efficiency
of a fixed income portfolio by running a series of
surplus optimizations. Surplus optimizations are an
extension of the more traditional mean variance
optimization framework, where the efficient frontier is
based on the difference in the risk and return of the
portfolio and the assumed liability, which is US
Aggregate Bonds. Surplus optimizations are commonly
used by defined benefit plan sponsors, endowments
and foundations and insurance companies that must
design portfolios in the presence of a specific liability.
For defined contribution plans, surplus optimizations
can be used when constructing portfolios that have a
specific benchmark or goal, and can be used in the
context of a retirement income liability.

Within the context of this analysis, we define the
liability for the surplus optimizations as the returns of
the Bloomberg US Aggregate Bond Index. Therefore,

Exhibit 3: Surplus Optimizations

the results of the optimization will provide context as
to the optimal weights among the considered asset
classes for investors who are interested in moving
away from a traditional core bond exposure (i.e., US
Aggregate Bonds) by introducing, or increasing the
potential weights to, other fixed income asset classes.

For our analysis we use returns for the entire period
and solve for the portfolio weights, among the six
possible asset classes, that maximize the return for a
given level of surplus risk. We test surplus risk levels of
0.0% to 8.0% in 0.1% increments, which means we

perform 81 separate optimizations.

Exhibit 3 provides context on the allocations to the
respective asset classes for varying levels of surplus
risk, as well as information about how the return
impact (L.e., surplus return) varies for each of the
efficient portfolios.

Asset Class Allocation vs. Surplus Risk (%) and Surplus Return vs. Surplus Risk (%)
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For an investor desiring no surplus risk versus the
Bloomberg Aggregate Bond Index, he or she would
allocate 100% to US Aggregate Bonds, which is
consistent with expectations. Moving into the positive
surplus risk space, the allocations increase to Real
Estate Debt and Emerging Markets Debt. For
example, with a 2% surplus risk target, the allocation is
45.8% US Aggregate Bonds, 44.8% Real Estate Debt
and 0.09% Emerging Markets Debt. For surplus risk
levels above 4%, the optimization suggests no
allocation to US Aggregate Bonds and an increasing
allocation to Emerging Markets Debt. While allocating
away from US Aggregate Bonds into Real Estate Debt
and Emerging Markets Debt introduces surplus risk
into the portfolio, it has a notable positive impact on
expected (surplus) return, which would have resulted
in higher risk-adjusted performance for investors.

Authors

Conclusions

Overall, this analysis provides strong evidence for the
historical benefits of including Real Estate Debt as
part of a fixed income portfolio, especially for
investors interested in moving into asset classes that
have the opportunity to generate higher returns at
marginally higher risk levels. What is the optimal way
to include private real estate debt in defined
contribution portfolios? Professionally managed multi-
asset solutions, such as stable value, white label fixed
income and/or target date funds, provide access
without offering an illiquid asset class on a standalone
basis. Professional management, combined with strong
risk-adjusted returns and enhanced yield potential,
creates an attractive proposition for consideration
within defined contribution plans.

David Blanchett, PHD, CFA, CFP® Sara Shean

Head of Retirement Research
PGIM DC Solutions
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of this information to any person other than the person to whom it was originally delivered and to such person’s advisers is unauthorized, and any reproduction of these
materials in whole or in part or the divulgence of any of the contents hereof without prior consent of PGIM Real Estate is prohibited. Certain information contained herein
has been obtained from sources that PGIM Real Estate believes to be reliable as of the date presented; however, PGIM Real Estate cannot guarantee the accuracy of
such information, ensure its completeness or warrant such information will not be changed. The information contained herein is current as of the date of issuance or such
earlier date as referenced herein and is subject to change without notice. PGIM Real Estate has no obligation to update any or all of such information, nor do we make
any express or implied warranties or representations as to its completeness or accuracy or accept responsibility for errors. These materials are not intended as an offer or
solicitation with respect to the purchase or sale of any security or other financial instrument or any investment management services and should not be used as the basis
for any investment decision. Past performance is no guarantee or reliable indicator of future results. No liability whatsoever is accepted for any loss whether direct,
indirect or consequential that may arise from any use of the information contained in or derived from this report. PGIM Real Estate and its affiliates may make investment
decisions that are inconsistent with the recommendations or views expressed herein, including for proprietary accounts of PGIM Real Estate or its affiliates.

The opinions and recommendations herein do not take into account individual client circumstances, objectives or needs and are not intended as recommendations of
particular securities, financial instruments or strategies to particular clients or prospects. No determination has been made regarding the suitability of any securities,
financial instruments or strategies for particular clients or prospects. For any securities or financial instruments mentioned herein, recipients of this report must make their
own independent decisions.
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from the recommendations contained herein. PGIM Real Estate personnel other than the authors, such as sales, marketing and trading personnel, may provide oral or
written market commentary or ideas for PGIM Real Estate’s clients or prospects or proprietary investment ideas that differ from the views expressed herein. Additional
information regarding actual and potential conflicts of interest is available in Part Il of PGIM’s Form ADV.

Coronavirus: Occurrences of epidemics, depending on their scale, may cause different degrees of damage to national and local economies that could affect the value of
the Fund and the Fund’s underlying investments. Economic conditions may be disrupted by widespread outbreaks of infectious or contagious diseases, and such
disruption may adversely affect real estate valuations, the Fund’s investments, and the Fund and its potential returns. For example, the continuing spread of COVID-19
(also known as novel coronavirus) may have an adverse effect on the value, operating results and financial condition of some or all of the Fund’s investments, as well as
the ability of the Fund to source and execute target investments. The progress and outcome of the current COVID-19 outbreak remains uncertain.
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