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The two different areas of real estate — home ownership versus income
production

Many investors think about their house when asked about investing in real
estate. This is a BIG misconception as the home they live in is a USE asset, just
like their car. They live IN it, but cannot live ON it as it does not produce
income. Also, it is rare for investors to capture appreciation by selling their
home and living on that profit, because they must buy a replacement house or
pay rent. Income-producing real estate — office, industrial warehouse, retail,
apartments and hotels — on the other hand, produces income from rents and
appreciates over time as its income increases and the cost to replace with a new
building rises.

Income producing real estate — the separate asset class
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Institutional investors came to the conclusion in the 1980s that Denver’s Frankin L. Burns School of
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income-producing real estate IS a separate asset class — as it has different
characteristics and does not behave (correlate) the same as the stock and bond market. The best way to describe it
is that real estate has “better than bond-like income” and “not quite stock-like appreciation.”

“Better than bond-like income” comes from the fact that as the economy expands, companies grow and they
must lease more space. That increased demand increases occupancies and landlords are able to increase

rents — these are the two components of income for real estate. Historically, real estate income growth has
outpaced inflation. Thus, owning real estate has been better than having an inflation-adjusted bond.

Price appreciation in stocks comes from the anticipation of, or the realization of increased income from an
investment (when the market is being rational). Real estate prices act the same way when the market is rational.
But it is really capital flows that drive real estate prices. When an asset class is more attractive and in favor, more
money flows in — driving prices up. There are times when the markets are not rational in the short term, but these
emotions are eventually overcome by more rational expectations and the markets usually correct. Historically,
real estate has produced “not quite stock-like appreciation” but has had long-term price growth that is better
than inflation.

Real estate’s total return has consistently been somewhere between stocks and bonds historically, but with
substantially less volatility than stocks and a higher risk-adjusted return than bonds. The following charts provide
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a historic comparison over the last 35 years of available data. Exhibit 1 shows the historic returns for the three
major asset classes — bonds, real estate and stocks (with the three major stock indices that cover large, medium
and small cap stocks).

Exhibit 1

Returns and Risks
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Source: NCREIF, Barclays U.S. Aggregate Bond Index, S&P 500, Russell 2000 and NASDAQ, January 2017
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Using 5-, 10-, 15-, 20-, 30- and 35-year averages that cover the past four U.S. economic cycles, the return
averages are relatively consistent, as are the volatility of those returns. But, please remember that the return
average for the past five years reflects the recovery in returns from the Great Recession and thus the past five-year
average return should be above their long-term averages (except for bonds with very low historic interest rates).

BONDS have had a long-term average return of 6%, which seems high in today’s low interest rate environment
— but this is because interest rates have been dropping since 1981, when they peaked at 15%. Also, as interest
rates drop, bond values go up. During the past five years, the average corporate and government bond returns
have averaged 4% as interest rates could go no lower. The market expectation is that interest rates must rise. Now
with a future of rising interest rates, bond total returns should continue to drop as bond principal values decline.
Most investors are going to much shorter bond durations to avoid the loss of principal, but their interest yields are
also very low. Many investors are searching for higher income yields with moderate risk, and bonds do not fill
this requirement very well. The return chart in Exhibit 1, shows the return volatility. Note that the standard
deviation of bonds has averaged 5.8% over all of the time frames. Taking the average return of 6.0% and
subtracting the 5.8% volatility means that investors would expect a 0.2% return in a bad year (well below
inflation).

STOCKS have had long-term average returns between 10.4% for mid cap, to 10.9% for large cap and 12.3% for
small cap. But these returns have been declining over the past 35 years, except for the last five years with their
recession-recovery bounce. Few investors expect future returns like the past five years with the high stock
price-to-earnings multiples of 2017. Similar to the stock return charts, the return volatility and the standard
deviations of each stock type is also displayed. Taking the average returns and subtracting their standard
deviations means that investors should expect NEGATIVE returns of -8.9% for mid-cap, -5.8% for large cap, and
-12.1% for small cap stocks at some time in the future.

REAL ESTATE has performed in-between the other two asset classes, with a return better than bonds of 9.2%,
but not quite stock-like return. However, it has performed almost as well as all three stock sectors in the past five
years, with the recovery from the great recession. It is evident that real estate returns have been more consistent
than the three stock sectors, as the return bars are very similar for all time frames. It is even more evident from the
low standard deviations that average 7.6% over all the time frames and the very low 2.0% standard deviation over
the past five years. Taking the 9.2% average of real estate returns and subtracting their average 7.6% standard
deviation means that investors would expect a POSITIVE return of 1.6% in a bad year — which is the only
positive expectation in bad times that is close to recent inflation.

Investors should always be aware of the RISKS they are taking for the RETURNS they are receiving. This
concept is best expressed by the SHARPE RATIO, which was created years ago by Professor William Sharpe.
The Sharpe ratio lets investors compare how much return they are getting for each unit of risk (standard
deviation) they are taking. Exhibit 2 shows that real estate has consistently stood out as a superior asset class in
this capacity with a Sharpe ratio that has consistently been more than double the rate of stocks and 60% higher
than bonds.
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Exhibit 2

Real Estate — The Highest “Risk Adjusted” Returns
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Finally, a very important point on all investors” minds is recovery from a loss. When there is a negative return in a
given year, how long does it take an investor to recover their principal loss? Selecting the WORST return over
each of the timeframes analyzed, it is evident from Exhibit 3 on the next page, that the worst return in every asset
class happened within the last 10 years during the great recession. As expected, bonds had the smallest loss,
followed by real estate. But, all public stock asset class losses were more than double real estate. Remember that
any loss requires a higher percentage of growth to recover the lost principal. Exhibit 3 also shows the maximum
loss and calculates the needed appreciation increase to recover that loss, and then calculates the number of years
of average return needed to recover all the lost principal. Bonds are obviously the safest with only 0.7 years to
recover from the worst bond loss in the last 35 years. Real estate is in-between at 2.5 years, but this recovery time
is half of all the public stock alternatives which are all over five years. Thus, direct real estate exhibited less
downside risk recovery of principal than stocks. Also remember that this analysis does not consider an investor
taking any money out of their portfolio during the principal recovery time period.
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Exhibit 3

How Many YEARS to Recover from Major Loss?
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Years to Recover a Maximum Loss
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Conclusion

This analysis shows that the real estate asset class has performed differently than the stock and bond asset classes
over the past 35 years, which included four economic cycles. Real estate exhibits “better than bond-like
income” and “not quite stock-like appreciation” giving it different, more consistent and more positive return
characteristics that can potentially improve investors portfolio diversification and return profiles.

Real estate does follow the economy, and current economist predictions of four more years of moderate economic
growth bode well for both real estate and stock investments, but poorly for bonds, as interest rates are expected to
rise.
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Important Disclosures and Certifications

I, Glenn R. Mueller, Ph.D. certify that the opinions and forecasts expressed in this research report
accurately reflect my personal views about the subjects discussed herein; and I, Glenn R. Mueller, certify
that no part of my compensation from any source was, is, or will be directly or indirectly related to the
content of this research report.

The information contained in this report: (i) has been prepared or received from sources believed to be reliable but
is not guaranteed; (ii) is not a complete summary or statement of all available data; (iii) is not an offer or
recommendation to buy or sell any particular securities; and (iv) is not an offer to buy or sell any securities in the
markets or sectors discussed in the report. The main purpose of this report is to provide a broad overview of the
real estate market in general.

The opinions and forecasts expressed in this report are subject to change without notice and do not take into
account the particular investment objectives, financial situation or needs of individual investors. Any opinions or
forecasts in this report are not guarantees of how markets, sectors or individual securities or issuers will perform
in the future, and the actual future performance of such markets, sectors or individual securities or issuers may
differ. Further, any forecasts in this report have not been based on information received directly from issuers of
securities in the sectors or markets discussed in the report. Past performance is not a guarantee of future results.

Dr. Mueller serves as a Real Estate Investment Strategist with Dividend Capital Group as well as a registered
representative with Dividend Capital Securities, a broker dealer offering REIT and other real estate-related
securities. In this role, he provides investment advice to certain affiliates of Dividend Capital Group regarding the
real estate market and the various sectors within that market. Mr. Mueller’s compensation from Dividend Capital
Group and its affiliates is not based on the performance of any investment advisory client, offering or product of
Dividend Capital Group or its affiliates.

Dividend Capital Group is a real estate investment management company that focuses on creating institutional-
quality real estate financial products for individual and institutional investors. Certain affiliates of Dividend
Capital Group also provide investment management services and advice to various investment companies, real
estate investment trusts and other advisory clients about the real estate markets and sectors, including specific
securities within these markets and sectors.

Dr. Mueller may from time to time have personal investments in real estate, in securities of issuers in the markets
or sectors discussed in this report, or in investment companies or other investment vehicles that invest in real
estate and the real estate securities markets (including investment companies and other investment vehicles for
which an affiliate of Dividend Capital Group may serve as investment adviser). Real estate investments purchased
or sold based on the information in this report could directly benefit Dr. Mueller by increasing the value of his
personal investments.
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