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FOCUS ON THE ECONOMY

I pologists for the high stock market valuations that have so enthused Wall
,/1Strt'et point to the huge worldnide capital pool that is keeping the
economy buoyant. So Iong as we avoid a 1930s-style deflation that shrinks the
real amount of wealth available for investment, they a r15ue, tht'stock market has
just about nowhere to go but up (little wrinkles and corrections aside). The
happy talk is selling books about a possible Dow Jones Industrial Average at
30,000 points, and is the unspoken premise behind programs to set aside some
SocialSecurity withholding for personal investment accounts that would "have
to" bring better yields than the present imputed returns.

No one see'ms to be watching either basic demographics or the advice',
quite sound on its face, of virtually every fiduciary money manager. As
workers by the millions have been shifted from defined be.nefit pension plans
kr definecl contribution programs like 401(k)s, financial planncrs have laid out
a simple and cogent strategv. Prior to age 55, it makes sense to have most
retircment funds invested in common stocks. The objective is simple: see.k

aggressive. capital Srowth. That's where we've been up to nort'. In years
immediately preceding retirement, start shifting to a portfolio that empha-
sizes conservation of capital, mostlv high-quality bonds. Right now, therc are.
fen' if anv analvsts d iscussing what happens rvhen the babv boomers be'gin to
cxecute this strategy en masse, through the agencv of mutual funds, as thev
surely w,ill some time in the coming decade. It will be interesting to observe,
to say the least.

Real estate is facing something of an analogous situation. As comme'rcial
property has climbed the steep slope of recovery from its collapse of a decade
ago, investors have ridden a market up, based upon a stratc'gy of capital
growth. In this rising market, assets characterized by multiple leases, many of
which face ne'arly certain upward adjustment upon expiration, have bt'en the
most sought after. Office buildings, in particular, have attracted the majority of
capital. Apartments have been purchased at very aggressive. prices, on the
expectation that rents will rise sharply without much negative L'ffect upon the
occupancy rate of the property. Thus far, the strategy has worked brilliantly, as
values have leapt from severe discounts to replacement costs to clear premi-
ums in most markets.

Experience, and the economics of market equilibrium, suggr.st that this
cannot go on indefinitely, though- Most professional real estate observers are
still congratulating the industry on its ability to maintain deve,krpment disci-
pline. But even if construction lenders can keep building rc'ined in over a long
period of time, itisprobable that thesteepupward climb in rentsand prices will
not persist longer than another year or two. Tenants simply do not have
infinitely elastic budgets, for one thing, and we are running out of the raw

simply means that you have positive spread (real-
ized minus required returns) periods that will equal
negative spread periods. tmplicitly, the ability of
the market to even-out its negative' spread periods
with positive spread periods assumes that the mar-
ket has readily and easily available sources of infor-
mation and market prices that are reflective of this
market.

ln analvzing the historical differe.nces between real-
ized and required rates of returns we can also assess

spread levels during different investment cycles.
As the industry matures, there is consensus that the
amplitudes of the cycle have changed, and if this is
the case, what does this mean for real estate inves-
tors?

ALL PROPERTY TYPES
Iigrre 1 (on pagc l0), charts total (income & appre-
ciation) realized versus required returns for all
property types as reported for the NCREIF Property
Index (NPI) and RERC's Quarterly Investment Sur-
vey. The attraction of institutional capital to real
estate can be seen by the positive spreads (calcu-
lated by subtracting total incomc. & appreciation -
realized returns from required returns) for 1979 and
1980 of approximately 6.0 p€.rce.nt and 2.0 percent.
It is interesting to note that in its first l0 vears,
starting from its inception in 1973, Fund F had
produced attractive returns that outclistanced infla-
tion and had been more attractive returns than the
stock and bond markets. It is not surprising that
these high risk-adjusted returns attractr'd capital to
the industry. In addition, thert'was a confluence of
other factors-a favorable real estate tax codc, fi-
nancial deregulation, and EI{ISA diversification
requirements-that contributc,d to what was in store
for the industry. The spread quickly turned to a

negative 7.0 percent in 1983 ancl recovered in 1984
but stayed in negative territory,2.0 percent to 4.0
percent up until .1990. 

During the first 10 years of the
industry's institutional L'xistence, the real estate
market was experiencing the biggcst dcvelopment
boom witnessed since tht' 1950s. The bloom quickly
came off the rose. The folkrwing period is etched in
most investors' minds as a real estate depression
spreads between re'alized and required total re-
turns went negative by 10.0 percent to 

.18.0 
percent

between 
.1990 

and 1993. The ternr clid not exist then,
but real estate was the'dot.com'of its clay. lnves-
tors strongly subscribed kr the btlief that real
estate rents and values always went up- Perhaps
there is a lesson that today's technology investor
will recognize cvcles and a regression toward the
mean, wishful thinking. There willalways be cycles

and an industry that is considere.d the ciot.com of
the day where the hot money flows. After the real
estate trough, the negative spreads dissipated and
only turned positive for 1997 and 1998 with a posi-
tive total return spread of roughly 3.0 percent to 5.0
percent. The recent total spreads for 1999 and 2000
are essentiallv zero.

The above historical analvsis for total (income &
appreciation) realized versus requircd rcturns dem-
onstrates that the markd has bcen .r poor judge of
pricing risk in real estate. The approximate 20-year
average total realized and required re.turns are 9.5
percent and 

.12.9 
percent, rt.spectively, for a nega-

tive spread of 3.4 percent. The gap widens if we
consider only actual properties sold in the NPL
According to Jeffrey D. Fisher, Dunn professor of
real estate at lndiana Univcrsity and NCREIF's
consulting director of research and technology, the
average for the Nl'[ for propcrties that have sold
(removing the appraisal bias) is approximately 8.0
percent. This suggests a negative total return spread
of 4.9 percent over the past 20 years from the re-
quired return averaBC.

This significant negative spread is onc. of the rea-
sons that pension real estatL' investm€'nts represent,
on average,less than 3 pcrcent of their total portfo-
lio and for those pension plans that have a real
estate allocation, real estate represe'nts 7 percent of
the total portfolio. Before drawing conclusions and
implications on the negative spread analysis for
total returns presented above, the authors rvill ana-
lyze the spread for the income component only and
then analyze the total return spread for individual
property categories.

Flqrrre 2 (on page.l0), reflects the spread between
realized and required overall c.rpitalization rates
(income compone'nt) for the period of 1978 to 2000.
The overall capitalization rate (OAR) is defined as
net operating income before capital expenditures
(tenant improvements, leasing commissions, and
reserves) divided by the property value and /or sale
price. As mentioned beforehand, an appraisal bias
exists in the NCREIF total return data arnd this bias
has also been found to c'xtend to the. income, compo-
nent used to develop the overall capitalization rate.i
There are other more subtle issues influencing the
derivation of OARs from both sources; however,
for purposes of our historical spread analysis, the
data sets are the most reliabk'and readily available.
It can quickly be observed that tht spread was at its
highest level in 1981 at roughly minus 3.0 percent,
meaning that realized OARs lvere below required
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thert. has and always will be business and invest-
ment cyclcs with their ine'vitablt' peaks and valleys.
The world in which we live is extremely complex
and unpredictable, and this instability is even more
pronounced with the addition of technology. We
have entered into a technological age that has gar-
nertd the e'choed term, New Econonry. Cranted, wt'
will cxperience life and business as we never have
before at levels never dreamed of; but be assured,
economic and invL.stment cycles will endure in this
nert, markct order. To vt,rifv investment cvcles and
irrational exuberance, we need only turn our atten-
tion to the volatile technology and dot.com sectors
of k)day's stock market where we see these charac-
teristic unstable market fundamentals played out in
real-time.

REALIZED & REQUIRED RETURNS
The industry is roughly l0 long years past that brain
damage pe'riod of the late .1980s. With that lesson
behind us, all industry players are trying to assess

what the next phase of the real t'state cycle will look
like, feel like, and horv it n,ill affect them profession-
ally. We te'nd to study the physical and capital
markets, and complete rigorous econonric analyses
to find clues about state of the market. Hon'ever, the
ultimate issue is predicting performance realized
'r,ersus expected totalretums (promise made... prom-
ise delivere'd...promise broken). In an effort to un-
cover if the past can provide any clues as to what is
in store for the future of tht'industry, it is imp()rtanl
to analyze the relationship of realized and recluired
rates of return for real estate oyer the past 20 years.
Realized retr"rrns are defined as those returns that an
investment actuallv generates through a total re-
turn comprised of cash flow and appreciation in
value'. Required rl.turns, on the other hand, arc
those returns (total return comprised of cash flow
and appreciation in value) that investors are cur-
rentlv seeking in order to make nery in\.estments.
This spread (realized minus required returns) analy-
sis is done on a total return basis, which is the most
crucial to investors; however, rve also consider
income returns, only to uncover pote'ntial trends
about pricing risk in real estate.

To the authors, this relationship (realized minus
required total returns) is what ultimately drives any
invtstor's clecision to place a bL.t or not, regardless
of tht, type of investment-stocks, bonds, venture
capital, etc. Cenerally, investors analyze thc vari-
ance of returns to measure risk that allows them to
addre'ss complex decisions about allocating money
to various asset tvpes-stocks, bonds, real estate,
etc. Equallv import.rnt t() this pr()cess is measuring
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downside risk. Risk is defined as the exposure to a
chanct'of loss or thc degree of probability of loss.
Behavioral decision research has cast serious cloubt
on thc descriptive validity on classical decision-
making theorv. The latter assumes that investors
.rre rational, risk averse, and integrate asset deci-
sions or nrake decisions on a portfolio basis.
Wherr.as, bchavioral finance theorists do not be-
lieve that the market is necessarily rational, that
investment decisions are madc in isol.rtion, and
that the market mav be a risk seeker in certain
situations. For purposes of this manuscript, the
most important aspect of behaYioral finance is the
notion that investors are more loss-averse than risk-
ar.erse. lnvestors fetl more pain from losses than
they feel gtxrd about the same lt.vel of gains.

Our spread analysis allorvs for a downside risk
view. lf recent realized re'turns are above current
requirtd returns, investment capital vie\\,s the op-
portunity as a good bet, or a no-brainer. Investors
will keep funding nelv investments that result in
new construction, ultimately forcing realized re-
turns do$'n toward required levels and most likely
belou,required returns-the market is not perfect
and will oversell investment opportunities. The
real issue is horv far does the market overshoot its
target - if overzealous, it might even kill its invest-
nrent appeal. The nt't result over time is that real-
ized rcturns should equal required returns, n hich

material for 1990s-stvle absorption gains, viz., huge
employment, and household increases across the
entire market.

This means that shrervd real t'state investors will
be looking at conse'rvation of capital strategies with
increasing interest over the next feu. years. The
quality and durability of the income stream will
become of paramount importance. lnvestors will
look less enthusiastically at tenant rolls rvith lots of
near-term expirations, and will seek high-quality,
long-term leases as the most sought-after feature in
their prosp('ctive purchases. Industrial properties
could see their market share growing under such as
scenario, as will triple-net-leased shopping ce'nters
anchored by strong credits. Masterleased office
buildings could become a more common feature,
especially if lenders can get comfortable with appro-
priate underwriting standards and tht' securitized
mortgage market can provide secondary Iiquidity
for the collateral. Now that major urban areas, neu'lv
baptized as "24-hour citias," have. regained credibil-
ity, we could even see thc return of the long-term
ground lease as a low-risk, predictablc'return in-
vestment vehicle-

As we start to prepare for the vear 2001, much
attention is likely kr be dcvotecl to the immodiate
cross-currents affecting the markets: shifts in inter-
est rates, thc fate of the dot-coms, rent spikes, con-
struction starts, and so forth. The wiscst investors
will be more concerned u'ith the tidal forces that lvill
be affecting capital for the coming five k) 10 years. It
won't pav to stick to "business as usual" if that
means repeating the, investment behaviors that paid
off so handsomely during the Nineties.

While the relationship between the capital mar-
kets and the fundamental economy is often tricky
to puzzle out, commercial real estate professionals
need to think throu6;h the consequences of the shift
from a capital growth to a capital prese.rvation bias
in the decade ahead. Absent any external trigger to
higher inflation, a flood of capital into the bond
markets is likely to have the effect of lowering
interest rates, which move inversely to the price of
bonds. As this column has noted previouslv, real
interest rates are quite high and havt' been since
1995. Thinking globally, high realrates Iravecontrib-
uted k) the strong dollar (and conversely, to the
weak ye'n and euro). lf U.S. policy were to seek some
reduction in the dollar, let us say to tackle our enor-
mous trade deficit at some time, downward pressure

on rates vvould be one of the key monetary policv
levers.

Real estate counseling is all about choices. The
range of choice' is influenced in turn by the condition
of the property markets as well as the underlying
cconomv that supports all real estate. If the tidts of
capital flow are turning, so too will the array of
options for real estate. Otis Redding, sitting on the
dock of the bay, might be proposed to offer our
theme song for the early 2000s.*0,r,
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