Looking beyond 60/40 portfolios

Real Assets Adviser recently sat down with Jeff
Hertz, SVP, head of national sales — advanced
planning at Cantor Fitzgerald Asset Management, to
talk about commercial real estate investment oppor-
tunities in today’s unsettled economic climate. Fol-
lowing is an excerpt of that conversation.

The past three years have been quite dis-
tinctive for commercial real estate, with
the COVID-19 pandemic onset in 2020,
historic transaction volumes in 2021, and
the current environment of high inflation
and rising interest rates. Which has been
the most challenging to invest in?

The answer hinges on the type of inves-
tor. 2020 was challenging for the average
investor as access to capital and the abil-
ity to travel were severely limited. In addi-
tion, title and registrar offices were often
closed, which meant that many real estate
transactions, including time-sensitive 1031
exchanges, couldn’t be executed. Institu-
tions with established lending relationships
fared better. However, there were a couple
months of peak uncertainty in the spring
when the world was waking up to the
potential implications of the pandemic when
not much of anything took place.

Consistent with record transaction vol-
umes in 2021, we were highly acquisitive,
especially with multifamily properties, but
we also disposed of properties that had
achieved their business plan. While cap
rates continued to compress in 2021, bor-
rowing costs remained accretive, and real
estate fundamentals remained healthy,
especially for multifamily, industrial and life
science property types.

Maybe because we are living in it right
now (recency bias), but | would argue the
2H of 2022 is the more challenging environ-
ment institutionally.

And what presents the most significant
challenges currently?

The 10-year treasury yield was 1.63 per-
cent at the start the year. The yield curve
has severely inverted, and yields have more
than doubled and now hover in the high
threes, which means borrowing costs are in
the fives or even sixes. The same concerns
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Through Q3, on an inflation-adjusted basis, a 60/40 portfolio is on track to
have its worst year in history .... Real estate and other alternatives, from
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serve as additional core holdings, helping to insulate portfolios from equity
volatility while potentially delivering attractive returns.
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about availability and cost of capital that are
driving broader market uncertainty persist
with real estate.

The positive backdrop for real estate,
especially for our focus sectors, is that over-
all fundamentals remain strong. Demand for
housing continues to grow while new sup-
ply continues a decade-long drought. Real
estate owners are lower levered and better
capitalized. The U.S. banking system is in a
much stronger position than 15 years ago.
Risk assets are repricing, some quicker than
others. Our experience through past cycles,
access to deal flow, and ability to transact as
a no- or low-levered buyer position us nicely
in this market environment.

For traditional investors in a stock/bond
portfolio, this whole year has been a
challenge. How do you see those inves-
tors’ desire for portfolio alternatives,
such as real estate, changing?

Through Q3, on an inflation-adjusted basis,
a 60/40 portfolio is on track to have its worst
year in history. We continue to see investors
and advisers looking for solutions outside of
stocks and bonds. They are realizing that real
estate and other alternatives, from infrastruc-
ture to private debt, don’t have to be specu-
lative and can instead serve as additional
core holdings, helping to insulate portfolios
from equity volatility while potentially deliver-
ing attractive returns. For example, class A
multifamily properties in larger markets with
diverse employment profiles and economic
drivers have delivered excellent returns even
throughout the pandemic. Similarly with infra-
structure, the asset class has held up well,
the fundamental backdrop is intact, and the
inflation-linked pricing inherent to the asset

class has further benefited investors. Of
course, real assets and private markets don’t
only go up in value. The key is that they strive
to deliver a complementary return profile with
a different sequence of returns, smoothing
out overall volatility in a portfolio.

How does an investor add real estate to
their portfolio?

Investors have never had more choices.
The democratization of real estate, often
overused, has really arrived. The same
thing is happening in other sectors, such as
infrastructure and private debt, and it won’t
stop there as high-net-worth investors are
realizing what institutional investors discov-
ered decades ago, and now, high-net-worth
investors can also access these import-
ant strategies from best-in-class managers.
Publicly traded REITs, semi-liquid real estate
companies, '40 Act-structured companies
(e.g., interval funds and other private-place-
ment vehicles) provide optionality, each with
its own positive and negative attributes.
Like structure selection, investors have
access to multiple strategies within each
asset class. For example, core, highly occu-
pied, income-producing real estate using
moderate leverage is a more conservative
approach with a moderate return profile
compared with development or opportu-
nistic strategies that might take more risk
targeting higher-octane returns.

What sort of expectations should inves-
tors have when investing in real estate?
How will returns vary, depending on the
structure of investments?

| am not sure the structure is the primary
driver of return expectation as much as
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strategy. Core real estate, considered lower
on the risk/return spectrum, has historically
delivered a high single- to low double-digit
return, with close to half of the return com-
ing from current income, usually highly tax
advantaged. Risk and return elevate from
there as you move from core to value-add
to opportunistic.

Where structure matters is with fees,
economies of scale, diversification, transpar-
ency, and alignment between management
and investors, among other considerations.
Thorough due diligence and working with a
trusted adviser are important.

Is real estate appropriate for nearly every
investor?

We believe real estate plays a critical role
in portfolio construction, but that doesn’t
necessarily mean private funds are the only
way to get exposure. For example, any-
one who owns an S&P 500 index fund has
exposure to about 35 traded REITs. How-
ever, as an investor’s net worth grows and
the need for 100 percent liquidity declines,
most advisers would advocate for including
private real estate and other private asset
classes in portfolios. If you look at high-net-
worth investors, having 20 percent or more
allocated to privates is not uncommon. In
addition to asset-allocation considerations,
there are also event-driven situations lead-
ing to an increased use of alternatives. For
example, when an individual is selling an
investment property or they are selling a
business with a capital gain.

A major focus of your platform is
tax-advantaged investments in the
1031 and opportunity zone (0Z) space.
How do you see investors engaging
with these investments in the current
environment?

First, we see the best advisers spending
more and more time getting educated on
these important solutions and, in turn, edu-
cating their clients. While a 1031 exchange
or an OZ investment might not always be
the right recommendation, in this case,
ignorance is not bliss. If a client is selling a
property, it's critical to understand the differ-
ences between paying tax, doing a 1031,
using a 721 exchange, an OZ investment,
or even a combination of multiple strate-
gies. We see advisers dramatically elevating
their value proposition when fully equipped
with all options for high-net-worth investors.
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Most of our readers are familiar with the
1031 exchange; can you elaborate on a
721 exchange?

Like IRC Section 1031, a 721 exchange
is part of the tax code, IRC Section 721.
Like a 1031, a 721 provides for tax defer-
ral on an investment property. However,
where a 1031 involves swapping investment
property for an investment property (a “like-
kind” exchange), a 721 is the tax-deferred
exchange from an investment property for
operating partnership units of a REIT.

The 721 might appeal to someone who
is seeking increased diversification or who
doesn’t want to continue to have to worry
about completing 1031 exchange after
1031 exchange indefinitely, especially given
the political uncertainty of Section 1031.

And where do opportunity zones fit in
when discussing the sale of property?

When an investor is selling a property, a
1031, a 721 and an OZ should be consid-
ered. Several qualitative and quantitative
factors will help determine what is ultimately
best for the client. It’s also important to
remember that when selling personal prop-
erty, such as a home or a vacation property,
a 1031 and 721 can’t be utilized, while an
OZ can.

When it comes to investment real estate,
typically the cost basis, amount of debt, risk
tolerance, life expectancy, ownership struc-
ture and the income needs of the investor
are the primary drivers of whether an OZ,
1031, 721 or simply paying taxes is the pre-
ferred outcome. For example, if you bought
a piece of land for $3 million with no debt,

and a few years later sold the land for $4
million. If you did a 1031 exchange with
the proceeds, you must invest all $4 million
into the replacement property to defer 100
percent of taxes. With an OZ, only the $1
million of gain must be invested allowing you
to pocket the $3 million of basis tax free.
Sometimes, 1031s, 721s, OZs and pay-
ing some tax can be combined to optimize
the outcome based on the investor’s needs.

Are there other things that Cantor does
or focuses on that sets you apart a bit
from the other participants?

We focus on mitigating risk for our clients.
We do that in several ways. Number one,
we have a diversified portfolio of assets in
multiple markets, which avoids, in many
cases, the binary risk of relying on the suc-
cess of a single project, asset class, or
market. Number two, we focus on core
asset classes, predominantly multifamily,
net lease, industrial and life science on the
real estate side, and across the spectrum
in infrastructure. No one can unerringly pre-
dict the future, but we focus on long-term
secular trends that we expect will continue
to drive long-term demand, whether at the
market level or at the asset-class level.
Third, we conservatively utilize debt, both
in the type as well as the amount. Last, our
77 years in financial services across many
cycles and environments provide a deep
level of experience. Taken together, these
aspects of our strategy have served us well
in controlling risk for our clients while pro-
viding access to institutional commercial
real estate and infrastructure strategies in
multiple vehicles.

CORPORATE OVERVIEW
With more than 12,000 employees, Cantor Fitzgerald & Co. is a leading global finan-
cial services group at the forefront of financial and technological innovation and
has been a proven and resilient leader for 77 years. The investment bank serves more than
5,000 institutional clients around the world. It is recognized for its strengths in fixed-
income and equity capital markets, investment banking, SPAC underwriting and PIPE placements,
prime brokerage, asset management, commercial real estate, infrastructure, and for its global distri-
bution platform. Gantor Fitzgerald Asset Management has more than $12 billion in AUM across real
assets strategies, mutual funds, separately managed accounts, and exchange-traded funds with over
100 dedicated professionals. In 2021, Cantor Fitzgerald’s family of real assets businesses completed
approximately $140 billion in real assets—related transactions with expertise across investing, leasing,

managing and financing.

For more information about Cantor Fitzgerald’s capabilities, please contact:
cfsupport@cantor.com | (855) 9-CANTOR www.cantor.com

This article presents the contributor's opinions reflecting current market conditions. It has been prepared for informational and educational
purposes only and should not be considered as investment advice or as a recommendation of any particular security, strategy or investment

product.
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