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PERSPECTIVES

Private Real Estate Debt 
Improving Defined Contribution Outcomes

1. US Aggregate Bonds:

2. Real Estate Debt: 

3. Commercial Mortgage-Backed Securities (CMBS): 

4. High Yield Bonds: 

5. Floating Rate Debt: 

6. Emerging Markets Debt: 

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 
fixed 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:

Bloomberg US Aggregate Bond Index

Giliberto-Levy Real Estate Total Return Index

Bloomberg CMBS Investment Grade Index

Bloomberg US Corporate High Yield Index

Credit Suisse Leveraged Loan Index

JP Morgan EMBI Global Diversified Index
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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. 
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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 
returns over the period, they’ve exhibited significantly 
higher volatility (Exhibit 1).

Exhibit 1: Summary Return and Risk Differences

Annualized Geometric Returns, Standard Deviation 
(Annualized Based on Quarterly Returns), and Sharpe Ratios

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.

Agg 
Bond

RE 
Debt CMBS
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Lev 
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EM 
Debt

Geometric 
Return 4.39% 5.79% 5.09% 6.10% 4.56% 6.91%

Standard 
Deviation 3.88% 4.16% 6.58% 10.01% 7.95% 10.12%

Sharpe 
Ratio 0.65 0.94 0.49 0.42 0.34 0.50

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

Exhibit 2: Asset Class Comparison

Annualized Standard Deviations and Annualized Returns (%)
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Private Real Estate Debt vs. CMBS

The assumption that private real estate 
debt is simply a less liquid version of 
Commercial Mortgage-Backed 
Securities (CMBS) is not the full story. 
Private mortgage debt generally offers 
several advantages that CMBS do not, 
including:

• greater exposure to more stable 
property types such as multifamily 
and industrial

• no exposure to subordinate debt

• optionality to manage loan default 
risks if and when they emerge
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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, 

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 (i.e., surplus return) varies for each of the 
efficient portfolios.

Exhibit 3: Surplus Optimizations

Asset Class Allocation vs. Surplus Risk (%) and Surplus Return vs. Surplus Risk (%)
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Important information

This material is intended for Institutional and Professional Investors only. All investments involve risk, including the possible loss of capital. Past 
performance is not a guarantee or a reliable indicator of future results. 

PGIM is the primary asset management business of Prudential Financial, Inc (PFI). PGIM Real Estate is PGIM’s real estate investment advisory business and operates 
through PGIM, Inc., a registered investment advisor. Registration as a registered investment adviser does not imply a certain level or skill or training. PGIM, their 
respective logos as well as the Rock symbol are service marks of PFI and its related entities, registered in many jurisdictions worldwide. PFI of the United States is not 
affiliated in any manner with Prudential plc, incorporated in the United Kingdom or with Prudential Assurance Company, a subsidiary of M&G plc, 
incorporated in the United Kingdom. In the United Kingdom, information is issued by PGIM Limited with registered office: Grand Buildings, 1-3 Strand, Trafalgar 
Square, London, WC2N 5HR. PGIM Limited is authorised and regulated by the Financial Conduct Authority (“FCA”) of the United Kingdom (Firm Reference Number 
193418). In the European Economic Area (“EEA”), information is issued by PGIM Real Estate Luxembourg S.A. with registered office: 2, boulevard de la Foire, L1528 
Luxembourg. PGIM Real Estate Luxembourg S.A. is authorised and regulated by the Commission de Surveillance du Secteur Financier (the “CSSF”) in Luxembourg 
(registration number A00001218) and operating on the basis of a European passport. In certain EEA countries, information is, where permitted, presented by PGIM 
Limited in reliance of provisions, exemptions or licenses available to PGIM Limited under temporary permission arrangements following the exit of the United Kingdom 
from the European Union. These materials are issued by PGIM Limited and/or PGIM Real Estate Luxembourg S.A. to persons who are professional clients as defined 
under the rules of the FCA and/or to persons who are professional clients as defined in the relevant local implementation of Directive 2014/65/EU (MiFID II).

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.

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.
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Important information (continued)

PGIM Real Estate Germany AG is a German Capital Management Company with a respective license pursuant to sec. 20, 22 of the German Capital Investment Act 
(Kapitalanlagegesetzbuch–KAGB). In case PGIM Real Estate Germany AG markets or distributes units or shares in external investment funds, i.e. investment funds for 
which PGIM Real Estate Germany AG does not provide the collective portfolio management within the meaning of Directive 2011/61/EU or, respectively, the KAGB, such 
marketing or distribution is performed in accordance with sec. 20 para. 3 no.6 KAGB. PGIM Real Estate Germany AG is not responsible for the collective portfolio 
management (including portfolio and risk management) within the meaning of Directive 2011/61/EU or, respectively, the KAGB, with regard to the respective investment 
funds in this case. It is also not responsible for the content of any marketing material (including prospectus, Offering Memoranda etc.) provided by the fund manager or 
other third parties. PGIM Real Estate Germany AG will not examine or assess the individual situation of any prospective investor and does not provide any personal 
recommendations, including recommendations related to tax issues, to prospective investors relating to transactions in the respective investment funds. Where relevant, 
prospective investors should seek advice from qualified third parties before they take an investment decision.

In Singapore, information is provided by PGIM (Singapore) Pte. Ltd. which is regulated by the Monetary Authority of Singapore under a Capital Markets Services License 
to conduct fund management and is an exempt financial adviser. In Hong Kong, information is provided by PGIM (Hong Kong) Limited, a regulated entity with the 
Securities & Futures Commission in Hong Kong to professional investors as defined in Section 1 of Part 1 of Schedule 1 of the Securities and Futures Ordinance (Cap. 
571). In Australia, information is issued by PGIM (Australia) Pty Ltd (“PGIM Australia”) for the general information of its “wholesale” customers (as defined in the 
Corporations Act 2001). PGIM Australia is a representative of PGIM Limited, which is exempt from the requirement to hold an Australian Financial Services License under 
the Australian Corporations Act 2001 in respect of financial services. PGIM Limited is exempt by virtue of its regulation by the Financial Conduct Authority under the laws 
of the United Kingdom and the application of ASIC Class Order 03/1099. The laws of the United Kingdom differ from Australian laws. In Japan, information is provided by 
PGIM Real Estate (Japan) Ltd., a Japanese asset manager that is registered with the Kanto Local Finance Bureau of Japan. These materials represent the views, 
opinions and recommendations of the authors regarding the economic conditions, asset classes, securities, issuers or financial instruments referenced herein. Distribution 
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.

Conflicts of Interest: Key research team staff may be participating voting members of certain PGIM Real Estate fund and/or product investment committees with respect 
to decisions made on underlying investments or transactions. In addition, research personnel may receive incentive compensation based on the overall performance of 
the organization itself and certain investment funds or products. At the date of issue, PGIM Real Estate and/or affiliates may be buying, selling or holding significant 
positions in real estate, including publicly traded real estate securities. PGIM Real Estate affiliates may develop and publish research that is independent of and different 
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 II 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.

These materials are for informational or educational purposes. In providing these materials, PGIM (i) is not acting as your fiduciary and is not giving advice in a fiduciary 
capacity and (ii) is not undertaking to provide impartial investment advice as PGIM will receive compensation for its investment management services.

REF: 005576


	Slide Number 1
	Slide Number 2
	Slide Number 3
	Slide Number 4
	Slide Number 5

