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Why Invest in Real Estate? 
 
By far the most common form of individual investing in the United States today is stocks.  
Over half of the US population owns stocks either directly or indirectly through mutual funds 
or retirement accounts∗. Today stock ownership is driven by employer sponsored retirement 
accounts, which make owning stocks easy and automatic.  Over time, stocks have proven to 
be a good investment, especially if employers match contributions in employer sponsored 
retirement plans (e.g. 401k). 
 
In contrast, only about one percent (1%) of the US population owns real estate investments, 
in spite of the fact that over half of the US owns a home.  It is not common knowledge that 
real estate investments provide excellent returns compared to stocks and can provide a hedge 
against stock market ÒcorrectionsÓ through diversification.  Lets take a look at each of these 
topics, real estate investments and diversification. 
 

The Facts:  Real Estate Investments 
Since many people are familiar with stocks, the best way to present the advantages of 
investing in real estate is to contrast real estate to stocks.  The characteristics that separate the 
two investment asset classes are discussed below. 

CHARACTERISTICS OF REAL ESTATE AND STOCK INVESTMENTS 

LEVERAGE 

Financial leverage occurs when a comparatively small amount of cash 
invested controls a large asset. Financial leverage takes the form of a loan or 
other borrowings, the proceeds of which are reinvested with the intent to 
earn a greater rate of return than the cost of interest.  Leverage is used 
extensively by businesses to expand their operation.  

REAL  ESTATE STOCKS 
Example: 
$1,000 investment    Yields control of up to $10,000 

    asset. 
Yields $1,000 asset.(1) 

(1) Employer sponsored retirement plans that include company matching funds have the advantage of leverage: typically 1:1 
matching, yielding a $2000 asset. 

                                                
∗ http://www.businessweek.com/the_thread/wellspent/archives/2005/11/stock_ownership.html 
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APPRECI ATI ON 

Appreciation is the increase in value of any asset over time and is the amount 
by which an assetÕs selling price exceeds its initial purchase price expressed 
as a percent of its purchase price. Appreciation occurs on the total value of 
the asset and not just in proportion to the amount invested.  Leverage 
amplifies the benefit of asset appreciation. 

REAL  ESTATE STOCKS Example: 
10% appreciation on 
above $1,000 
investment 

Yields $1.000 gain Yields $100 gain(2) 

(2) Employer sponsored retirement plans that include company matching funds have the advantage of leverage: with 1:1 
matching, yielding a $200 gain  
 

OTHER 
PEOPLEÕS 
MONEY  
(OPM) 

OPM is when others pay for your investment in an asset, fully or in part. 

REAL  ESTATE STOCKS 
Example: 
Purchase 

You pay ~10% of the asset and 
lenders (OPM) pays the remaining 

~90% of the asset. 
You pay for  the entir e asset. (3) 

Example: 
Expenses 

Your tenants (OPM) pay your 
expenses. You pay your expenses 

(3) Employer sponsored retirement plans that include company matching funds have the advantage of leverage.  You pay 
50% in a 1:1 matching plan. 
 

INFLATI ON 
HEDGE 

Inflation is the increase in the prices of all goods and services, which is 
realized as a decrease in the purchasing power of your dollars.   Because of 
inflation, todayÕs dollars are worth more than tomorrowÕs dollars.  

REAL  ESTATE STOCKS 
Example: 
Asset Value 

As a durable good, value will 
increase, over time, as inflation 
increases replacement costs. 

As a fi nancial instru ment, value will 
decline as inflation erodes the profi ts 
of the issuing business. 

Example: 
Purchase 

Only ~10% is purchased with 
todayÕs dollars.  The remaining 

~90% is paid (by OPM) with 
tomorrowÕs less valuable dollars. 

100% purchased in todayÕs dollars.(4) 

(4) Employer sponsored retirement plans also purchase in todayÕs dollars 
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CAPI TAL  GAI NS 
TAX 

Capital gain is the amount an asset's selling price has increased above its 
initial purchase price. A realized capital gain is an investment that has been 
sold at a profi t.  The IRS can tax realized capital gains.  

REAL  ESTATE STOCKS 

Example: 
Selling asset 

Tax deferred by transferring capital 
gains to a new property, per a Ò1031 
exchangeÓ(5).  While there are rules 
that must be followed to perform a 

1031 exchange, the capital gains can 
be transferred to a Òlike kindÓ real 

estate property without tri ggering a 
taxable event. 

Tax is due on sale(6) 

(5) IRS Tax Code 26 U.S.C. ¤ 1031 
(6) Selling and buying stock within a employer sponsored retirement plan is not a taxable event 
 

ACCESS EQUI TY 

Equity is the diff erence between the market value of an asset and the claims 
held against it.  Unfortunately, unrealized equity in an asset is not working to 
make you more money.  Realized equity can be used to leverage other 
assets.  

REAL  ESTATE STOCKS 

Example: 
Access equity 

Can be refinanced, to realize 
equity.  Refinancing is a  

non-taxable event. 
 

Refinancing can take 30 to 60 days. 

Must be sold, a taxable event, to 
realize the equity.(7) 

 
Selling can occur in a few working 

days. 
(7) Borrowing from an employer sponsored retirement plan may not be a taxable event. 
 

DEPRECI ATI ON Depreciation represents a cost of ownership and the consumption of an 
asset's useful life. 

REAL  ESTATE STOCKS 

Example: 
 

Is viewed by the IRS as an 
expense.(8) 

 
Depreciation is taxable by the IRS 
on sale unless deferred by Ò1031 
exchangeÓ (see Capital Gains) 

Financial instruments cannot be 
depreciated. 

(8) IRS Tax Code 26 U.S.C. ¤ 469 
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MANGEMENT Managing your investments is a key to financial success. 

REAL  ESTATE STOCKS 

Example: 
 You are the management and have 

complete control over your financial 
success. 

You have no contro l other than to 
buy or sell the stock.   The issuing 

companyÕs management controls the 
success of your investment.   

 
 

The differences in character istics between real estate investments 
and stocks can make a big difference in the returns , as shown in the 
following two examples 
 
Example 1:  Bad Apple Comparison 
Comparisons between the historical performance of stocks and real estate usually show that 
real estate does not look like a great investment.  This type of comparison tries to present real 
estate investments and stocks on an apple-to-apple comparison basis. 
 
A $1000 investment in stocks in January 1963 would have yielded an inflation(9) adjusted 
return of 219% by the end of 2006, as measured by the SP500 index (including splits and 
dividends)(10).  While a $1000 investment in real estate(11) (buying $1000 of real estate) over 
the same time period would have yielded an inflation adjusted return of 120%.    
Real estate has a 45% less return than stock!!   

_____________________________________ 
(9)CPI from www.bls.gov  (10) www.econmagic.com  (11) fi nance.yahoo.com 

Stocks (SP500) 

Real Estate (Avg US house pr ice) 

Greater  
than 

Inflation 
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While we will show later that this is an incorrect comparison, it is worth taking a little time to 
review a few interesting observations from this comparison.  As we discussed earlier in the 
comparison table, real estate is a durable good that adjusts for inflation.  The real estate 
investment out per formed inflation at all times even during the high inflation years 
in the 1970s and early 1980s.  Stocks on the other hand are financial instruments that are hurt 
by inflation when the underlying business profits are eroded by increasing costs.  Stock had 
negative returns for the ten-year period of high inflation.   Stock is not a good hedge 
against inflation!  Also, stock consistently out performed real estate only during the 
longest economic expansion is US history, which started in mid-1980s.  Prior to that time 
real estate provided comparable or better total returns than stock.   
 
However, real estate investing is different from stocks making the ÔBad AppleÕ 
comparison incorrect and misleading.  The next example shows how the key difference, 
leverage, can make a huge difference in the return. 
  
Example 2: The Real Comparison 
Using the same $1000 investment as before but for this example we use it as a 20% down 
payment, just a 5:1 leverage, to purchase $5,000 in real estate.  To keep the comparison fair, 
we will assume that the stock is being purchased for an employer sponsored retirement plan 
with 1:1 matching for a total of $2000 in stock.  The inflation adjusted return for 
the real estate investment jumps to 1000% by the end of 2006, which is        
2 1/2 times greater  than stock, even with a 100% head start due to a companyÕs 
matching contribution!  

Real Estate (Avg. US house pr ice) 

Stocks (SP 500) 
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Wi th a smaller  down payment of 10% (a 10:1 leverage), the value jumps to 
an amazing inflation adjusted total return of 2000%!!  
 
These amazing returns for real estate investing include: 
 8% APR Interest only mortgage (principal is not paid down) 
 2%  Annual property tax on current year home value 
 0.4%  Annual insurance cost on current year home value 
 Rent: Initially 10% negative cash flow 
   3% per year increase Ð straight line 
 Tax deductions (19.5% rate) for mortgage interest and 30 yr depreciation 
 
 

I f real estate investments can generate such huge returns, why 
invest in stocks at all????     The answer is diversifi cation. 

 

Don’t Put All Your Eggs in One Basket….. 
 
Diversification of investment holdings is the most important pr inciple to protect the 
average investor against r isk.  Because some investments rise in value while others fall, 
diversification smoothes out much of the volatility of the overall return from your investment 
portfolio. Diversification balances risk and return in a portfolio. Along the way, a diversified 
portfolio will have less volatility, and steadier reliable returns.  This is most commonly 
known as ÒdonÕt put all your eggs in one basket.Ó 
 
Studies have shown that most American stock investors believe in a buy-and-hold strategy 
diversified over several stock classes, large, medium, small cap, foreign and domestic, value 
and growth, etc.  Mutual funds were created, in part, to allow the average investor to easily 
diversify among many stocks without having to research and track each one.  
Unfortunately, instead of putting their  eggs in different baskets, they are 
putting different eggs in the same basket.  If you tie up all of your investments in 
stocks, no matter how diverse, you are still not diversified in the sense of reducing risk and 
improving performance.    
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Informed investors diversify their investments over different asset classes such as bonds, 
cash, real estate and other alternative investments with the goal of reducing risk by spreading 
their investments over several investment asset classes that tend to react differently and/or at 
different times to changes in the economy; one zigs when another zags. 

The degree that an asset class changes relative to another  asset class in response to 
economic changes is called correlation.  This can be measured with a correlation 
coefficient that ranges from +1 to -1.  Correlations near +1 tend to change in unison, when 
one zigs the other zigs, and are referred to as a positive correlation.  Most stock classes have 
a positive correlation with respect to each other.  Correlations near -1 tend to change in 
opposite directions, when one zigs the other zags, and are referred to as a negative 
correlation.  Correlations near 0 tend to change in a random manner relative to each other and 
are referred to as uncorrelated.  Using the monthly returns in real estate investments and the 
stock market as presented in the earlier examples, real estate investments are uncorrelated 
with the monthly return from stock: a correlation coefficient of -0.018.   

Real estate investments are an effective hedge against stock 
market Ôcorrections.Õ 

Real estate investments are an excellent and profitable addition to any investment portfolio.  
More importantly, real estate is a different investment basket from stocks adding true 
diversification to reduce your investment risk and create steadier returns.  The return from 
real estate investments, over time, can match or exceed the returns from stock investments.  
As we have seen, real estate investments are also a great hedge against inflation.  
 
DonÕt put all your  eggs in one investment basket.  Real estate investments 
generate an excellent return and reduce your  r isk by diversifying your  
investments relative to stock.  
 
 
YellowMustang Holdings is ready to assist you in making 
informed real estate investments to add to or star t your  
investment por tfolio. 
 
________________________________________________________________________ 
The information above has been obtained from sources believed reliable. While we do not doubt its accuracy, we have not verified it and 
make no guarantee, warranty or representation about it. It is your responsibility to independently confi rm its accuracy and completeness. 
Any projections, opinions, assumptions, or estimates used are for example only and do not represent the current or future performance. The 
value of the above information to you depends on tax and other factors, which should be evaluated by your tax, financial, and legal advisors. 
You and your advisors should conduct a careful, independent investigation to determine to your satisfaction the suitability of the 
information for your needs.  


