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Executive Summary

In the years following the recent global financial crisis, volatile markets
and risk-aversion among investors have become commonplace.
Conventional wisdom suggests that putting all of your eggs in one basket
could lead to an undesirable outcome. Therefore, diversifying a portfolio in
order to offset periods of decline within one asset class with those of
growth in another can help reduce the risk associated with investing in any
single asset class. Due to its low, or even negative, correlation to other
asset classes, commercial real estate — private real estate in particular — can
help offset investments in other asset classes, thereby potentially
strengthening a portfolio overall.
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NAREIT Equity REIT Index (publicly traded real estate)

The FTSE/NAREIT Equity REIT Index is published by the National Association of Real Estate Investment
Trusts in conjunction with the international EPRA/FTSE stock index group and is the index of publicly
traded Real Estate Investment Trusts (REITS) in the United States. Real estate investment trust returns come
from the dividends they pay (REITs must pay out 90% of their taxable income to retain their tax pass-
through status like mutual funds) and the change in their stock price. REIT returns include the use of
leverage and management’s ability to manage properties as well as purchase and sell properties for a larger
overall portfolio profit.

NCREIF NPI (private/direct income-producing real estate)

The NCREIF NPI, published by the National Council of Real Estate Investment Fiduciaries, is an index of
properties owned by institutional investors such as pension funds and endowments. The index is an
unleveraged return (e.g., the property’s return is based on the income it generates as though there is no
mortgage on the property, as most institutions buy their properties all cash) plus the price appreciation. The
price appreciation is based upon quarterly appraisals done on each property and the actual sales price when

1 DCG-CA-WP-NOV11



the property is sold. Because many institutional investors do not use leverage, the return is lower than many

private individual investors may experience in their equity investments when they use leverage (a fixed rate
mortgage) on a property.

What is Correlation?

Correlation measures how returns on two investments move in relation to each other. Measured on a scale of
+1 to -1, positively correlated assets tend to move up or down at the same time, while negatively correlated
assets tend to move in opposite directions. With perfect positive correlation, a +1 rating (or 100%
correlated), two investments always move in the same direction. Conversely, with perfect negative
correlation, two investments always move in the opposite direction.

Correlation Strategy

Observing the historical correlations between asset classes can provide some guidance in selecting
investments that may perform when others are lagging. For example, historically, correlations between
stocks, bonds and REITs have been relatively low, or even negative, prior to 2007, as seen in Exhibit 1.

Exhibit 1

A-year rolling return correlations
1.0

0.8

14 Py .»/’ﬂ/
~ . [T
whd YN AN
N/ AvA oy

3

na weneen | |5 StoC ksIREITS
-04 el | —1J5 Stoc ks Commodities
—LI5 StocksfLIS Bonds

-06
[~ oo o (] -— ] () =T [} (v - [am] [n3] [}
[y} o o (] (] =) =) (] (] [} [} (] [} -—
o & & & & & & & & & & & & &
[ak] [nk] 1i) 1i) 1i) [nk] 1i) 1i) 1i) 1) i) 1i) i) i)
[} ] ] | | ] ] | | 1 ) | ) )

Sources: Mormingstar Principia, The Beta Investment Report




This suggests that, in the past, even if an investor’s stocks are underperforming, their bonds may still be
providing positive returns or, worst case, performing less negatively. While this figure does not measure the
degree to which the two investments move, it still demonstrates how the investments move in relation to
each other. Planning a portfolio based on this mechanic traditionally has been effective.

Commercial Real Estate Correlation Variance

Assets like stocks, bonds and publicly traded REITs, from a valuation perspective, are directly affected by
myriad intangible factors such as investor emotions. For example, news in 2011 of turmoil in European
markets has had a direct impact on investor confidence here in the United States, in turn affecting the
valuation of many exchange-traded assets (such as stocks) and the overall strength of the market.

Private real estate, which is often represented by the NCREIF NPI, however, is valued on factors different
from those that can affect publicly traded assets. Private real estate has a low, or even negative, correlation
to other asset classes, allowing these investments the potential to help with portfolio diversification.

The chart in Exhibit 2 below displays the correlation between six widely used indices across the past ten
years. In particular, the NCREIF NPI, which often serves as a benchmark for private real estate, exhibits
consistently low or negative correlation with the other investment indices.

Exhibit 2
Real Estate Exhibits Low Correlation to Other Asset Classes (2001-2010)
MNAREIT Equity = ] Barclays Agg Bond Morgan Stanley
MCREIF NPI pa S&P 500 Russell 2000 A EAeE e
NCREIF NPI al
NAREIT Equity Index 0.29 1
S&P 500 0.23 0.71 1
Russell 2000 0.21 0.77 0.94 1
i G -0.17 -0.02 -0.36 -0.39 1
Index
Mcr_gan IRIRTE 0.21 0.69 0.92 0.86 -0.24 1
Int’l Stock
Sources: NCREIF, NAREIT, S&P, Russell, Barclays Capital, and MSCI. Clarion Partners Research & Investment Strategy. Mote: correlation coefficient
among quarterly retums.

Conclusion

Considering its traditionally low correlation to other asset classes, despite periods of economic turmoil,
private, commercial real estate has the potential to bring diversification benefits to investor portfolios. Thus,
adding direct commercial real estate to an investor’s portfolio should help lower the long-term volatility in
portfolio returns.
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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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