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Abstract

In recent years, more and more countries havedat®d or are considering an introduction

of tax-transparent property investment vehiclesilaimto real estate investment trusts

(REITs) in the United States. The discussion altbatpros and cons of such regimes has
been especially intense in Germany, where the rméokdisted property companies has been
rather underdeveloped so far. The majority of @sidin this issue suggest that an intro-
duction of REITs should have a positive impact othlithe real estate and the financial mar-
ket in Germany. In particular, these vehicles aqgeeted to increase the investment universe
by offering a unique risk-return profile currentlpavailable to investors.

The focus of this thesis is on the different valuaimethodologies that could be used to value
REITs once they have been introduced in Germang.tiasis studies the different valuation
approaches that are frequently applied in practicparticular in the United States, and tack-
les the question whether there is something likeperior approach. Due to their commodity-
like assets, REITs could in addition to the staddarsiness valuation methodologies that are
used across industries, like the discounted camsh fhethod or earnings multiples, also be
valued with their net asset value (NAV), a conceeguently applied to determine the fair
value of shares in closed-end funds.

As expected, the results of the study suggestttieaé is no general consensus among practi-
tioners about which valuation methodology workstb&&ost of them apply several tech-
niques in order to account for their individualestygths and weaknesses. However, there is
some indication that the majority of U.S. REIT ais#$ and investors tend towards a NAV-
based approach.
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1. Introduction

1.1 Background

In recent years, one of the hottest issues in Esofeal estate sector was tax-transparent
property investment companies, often referred taoeat estate investment trusts (REITS)
according to their U.S. counterparts. These congsamave proved very successful around the
world and attracted many institutional and retailestors searching for safe and high-yield
investments after the Dot-com Bubble burst in 20001. These investors have become in-
creasingly aware of property as an alternative stment assetEspecially in the United
States, where these vehicles were already intradinctne 1960ies, the market for REITs has
boomed in the last decade and reached a size of BBllon U.S. Dollar in 2005 compared to
only 8.7 billion in 1990.

Their success in conjunction with the fact that thal estate investment market is increas-
ingly global, where countries are forced to prov@deompetitive institutional environment for
property investments in order to attract foreigil @omestic capital, has led many govern-
ments to introduce or to consider an introductibrsimilar tax-transparent property invest-
ment vehicles. In addition, there is evidence thatexistence of REIT structures has gener-
ally a positive impact on the underlying real estatarket.

The success of REITs around the globe has alsedrgjgestions in Germany whether REITs
might be a valuable supplement to the investmemneuse currently available to investors. So

far, the German market for indirect property inwests has been dominated by regulated
open and closed-end property funds. The marketidtad property companies, in contrast,

has been rather underdeveloped, partly as thespatoes suffer from double taxation.

In general, there is a strong support of the firersector and the real estate industry to estab-
lish a German REIT vehicle and to create a levalipg field with respect to taxation for
indirect property investments. Some parts of theegament, however, are concerned that
REITs might be misused for tax evasions. Nevertislthe government has acknowledged its
merits and has announced its intention to cre®E&Id structure as soon as the tax problems
are solved.

1.2 Problem Description

Once REIT legislation is in place, there will be tlecurring problem of determining the fair
value of a REIT: Underwriters will have to decideon the fair issuing prices in initial public
offerings (IPOs) in order not to be left with undahares, as investors will have to value
REITs in order not to overpay for the issue. Later when shares are actively traded on the
secondary market, investors will have to estimatevalues in order to identify undervalued
and overvalued firms and to make sound investmenistbns. Furthermore, when a com-
pany’s management may wish to expand its busined<ansiders to acquire another REIT,
it has to think about a reasonable purchase pifitke acquisition is approved and the com-
pany holds a certain amount of shares, it may tgseght to take full control of the company
and to push out any minority shareholders in a ésege-out”. In such cases, usually, an ac-
counting firm is appointed to determine a compeasdiased on the fair market value of the
company. Moreover, when two REITs may decide togmeheir businesses, they have to
decide about how the ownership of the new firm sthbe split among the shareholders of the
existing companies based on their current valueerdll, there will be plenty of situations
where market participants will need to estimatefétirevalue of a REIT.
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Apart from tax-transparency and a few other reguiat REITs are pretty similar to property
investment companies. Therefore, one could pritigipgply the same valuation methodolo-
gies. However, since the German market for listepp@rty companies is rather underdevel-
oped, analysts and investors have little experievite the inherent peculiarities of valuing

property investment companies and hence lack tbessary experience to value REITs.

In general, property investment companies can hesdan terms of expected future earnings
and cash flows as other companies. However, prpperestment companies have a decisive
advantageln contrast to most other industries, they arengefiby the ownership of commod-
ity-like assets that trade on relatively liquid kets. This provides the basis for an additional
valuation approach: determining their market vdlyethe market values of their assets less
the market values of their liabilities. This metiscoften referred to as a business’s net asset
value (NAV).

1.3 Obijectives

The purpose of this thesis is to illustrate différealuation methodologies that could be used
to estimate a REIT’s fair market value. In partasulthe thesis will focus on the discounted
cash flow methodology and multiples as a standpplcach used to value businesses across
industries and the net asset value approach addioaal technique that is particularly use-
ful for valuing REITs or property investment compn The thesis will explain the theory
behind the different methodologies as well as thdividual strengths and weaknesses. In
addition, it tries to provide insights into whicbchniques practitioners use and what their
opinion about the respective methods is. Finallg, thesis tackles the question whether there
is a superior methodology for valuing REITs or not.

1.4 Disposition

The thesis is divided into eight chapters. Thd fifmpter starts with the background, purpose
and outline of the thesis. Subsequently, chaptergresents briefly the different ways which

are currently available to invest into German progpand explains their individual strengths

and weaknesses. Furthermore, it introduces theeponof real estate investment trusts
(REITs) and discusses the impact that their intcida may have on the German real estate
market.

The third chapter describes the used methodologytlaa limitations of the thesis and pro-
vides an overview of the material that has beenl tigayain insights into the topic. The sub-
sequent three chapters then explain three diffaralotation approaches and their respective
strengths and weaknesses. Chapter four startstivgtdiscounted-cash-flow methodology as
the standard and most flexible approach to valignlesses across industries. Subsequently,
multiples are introduced in the fifth chapter ashart-cut valuation methodology based on
market information. Thereafter, chapter six exdime net asset value approach as an addi-
tional valuation technique frequently applied téueaREITs and property companies.

Finally, chapter seven and eight summarize thesatistate of the debate about which meth-
odology works best and concludes whether therensething as a superior valuation meth-
odology.
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2. Real Estate Investment Trusts

The chapter starts with a brief description of diféerent ways which are currently available
to invest in German property, including a discussabout their individual strengths and
weaknesses. Thereafter, it will be explained iittle bid more detail what the key character-
istics of real estate investment trusts are and th@amarket for REITs has developed in the
past, in particular in the United States. Finalhgre will be a discussion about the advantages
of an introduction of a REIT regime in Germany. Tdueestion will be asked, whether the
financial system will benefit. This might be theseaf the new investment vehicle offers a
risk/return profile that is currently not availalteinvestors.

2.1 Investing in Property

In general, there are two different ways to invegtroperty: either people can buy real estate
directly by acquiring land and the attached bugdiror indirectly by purchasing shares in
property companies or property funds, which ownréa estate assét€ach of the ways has
advantages and drawbacks.

2.1.1 Direct Ownership

Direct ownership means that an investor persorfalgs a real property interest. The pros
and cons of direct property investments are linkeethe specific features of property com-
pared to the other main investment classes: slaae$onds. Unlike shares and bonds, prop-
erties are heterogeneous. They vary by locationidibg size, building age, construction
guality, tenants, etc.

The unit sizeof direct property investments is significantlydar than the one of shares and
bonds. Usually, it amounts to at least several reththousand Euros. For that reason, it is
very difficult for small investors to enter the rkar and if so only at the cost of low diversifi-
cation and a high share of borrowing, which incesaavestment risk.

Moreover, direct property holdings neadtive managementShares and bonds require usu-
ally just the decisions to buy and sell (Apart frgoting rights over some strategic decisions
in the former case, which have no real influencgaay as long as the holding is not signifi-
cant). In contrast, direct ownership of real estatelves day-to-day management: rents have
to be collected, repairs must be carried out, tesdatracts have to be reviewed, after lease
expirations negotiations with prospective tenantsstmbe held, decisions about refurbish-
ments and redevelopments must be made, etc. Mdbesé tasks can be subcontracted, but
only at some costs and the outcome of decisidkes whether or not to refurbish or redevelop
a particular site at a certain point in time, viilve a major impact on the return on invest-
ment. Active management is additionally complicabgd government interventions. Since
property as a fixed asset has a significant infteean the economic performance of enter-
prises, the living-quality of households and theimmment, governments intervene by set-
ting rent regulations, building codes, providingelepment incentives, restricting ownership,
etc. In general, active management offers oppdrasnfor additional profits, which cannot be
achieved by shares or bonds, but also carriesaniistrisks, especially for those who do not
have the required expertise, which is probablyctiee for most small investors.

Property transactions also involve comparativelyghhransaction costsUnlike shares and
bonds, which are highly standardised financialruraents, property ifieterogeneousand

! Actually, there are also debt and derivative imsients for investing into property. But since tiskreturn
profiles of these investment vehicles are quitéediint from those of equity REITs and hence noddinevest-
ment alternatives, the author left out a furthesadiption of these investment instruments in ort®rto overex-
pand this part of the thesis.
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hence each transaction is unique to a certain extemost cases, at least legal and tax advice
IS necessary. Direct investments into property dehalso forlocal market knowledgeas
property markets differ from region to region. Foat reason, investors usually have to rely
on local advisors in order to make sound investnuaisions. Furthermore, thack of a
central marketwith real-time price information leads to econormasts for searching a coun-
terparty and requires valuations in order to fiadsonable sale or purchase prices. The actual
transaction costs depend to large extent on theidhual property types and differ very much
from country to country due to different legal freworks. For instance, transaction costs for
commercial property vary from 2% in Germany to #8.th France (Source: Hoesli et al. p.
267).

Psychological factors play also an important rolduying direct property.Pride of owner-
ship” might prompt investors to pay more for a direaparty investment than what would
be justified under a rational analysis. The sanasaring might lead property owners to sell
real estate for an unreasonably low price.

Another important difference of direct property @stments is itdliquidity . The trade of real
property rights is money and time consuming andcc@em general, much less frequent than
the trade of shares and bonds. The reasons foatdaince again related to the specific char-
acteristics of property, like their heterogeneihg fixed location, the large unit size, the gov-
ernment interventions and the lack of a centralketarllliquidity does also complicate the
timing of investment decisions as cash flows mayogour when one wants thenf.to

Due to the adverse features mentioned above, gireperty investments are primarily attrac-
tive for big institutional investors or wealthy gde with a long investment horizon and sub-
stantial funds that allow for within-real-estatevefisification. For smaller institutional and

private investors, the gains of adding propertyhir portfolios will be more than offset by

the costs of low within-real-estate diversificatioliquidity, high transaction costs and the
requirement for active management.

2.1.2 Indirect Property Investments

As a consequence, indirect property investmentclehiwere developed to offer real estate
investments to a broader class of investors. Tioentain types of indirect vehicles are: prop-
erty companies and property funds. The underlytleg iof all these instruments is to split up
ownership of a property portfolio (or sometimesregke property) allowing small investors to
invest in real estate as well without bearing tbst ©f low within-real-estate diversification.
Moreover, there is no need for active managemaéid;task is carried out by professionals.
However, a negative side effect of the separatioommership and management is that prin-
cipal-agent problems emerge which might lead tatewhél costs.

2.1.2.1 Property Funds

Property funds are the most popular indirect prigpevestment vehicle in Germany. In gen-
eral, there are two types of funds: open-end ptggends and closed-end property funds.
The main difference is in the first case new sharesissued and redeemed permanently, i.e.
the shares trade only on the primary market, wiseneav shares in closed-end property funds
can only be bought during an initial capital ragspperiod until the fund is “closed”. Thereaf-
ter, it may still be available for investment thgbusecondary market trading.

2 Investors demand usually a liquidity premium foedt property investments. However, there are sisoe
shares and bonds that are illiquid despite thewdeable characteristics and a central market.|iGoédity
premium is therefore not unique to direct propamestments.
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Open-end Property Funds

Open-end property funds are an indirect properyesiment vehicle that has proved very
popular in Germany but found little internationakcaptance so far. It is a rather defensive
investment vehicle, which is regulated by the Gernmaestment law (“Investment-Gesetz”)
in order to increase investor protection. The mummunit size of investments is usually
rather low with approximately €50. Consequentlgs investment vehicles are particularly
attractive for retail investors. The fund is obligle invest at least 51% of the collected
money in real estate assets. Additionally, thera Isgal obligation for diversification. The
purchase price of a property has to be lower ti# @f the funds total value. Moreover, the
total value of properties which account for morenttiL0% of the total fund value are not
allowed to exceed 50% of the total fund volume.idportant difference to property compa-
nies is that open-end property funds are tax tiaesyp, i.e. revenues are only taxed on the
investor level. However, property taxes and propggnsfer taxes must be paid by the fund
as well.

In contrast to shares in property companies, sharepen-end property funds are not traded
on a secondary market. The funds are obliged teissid redeem shares permanently. As a
consequence, the equity position and number ofeshautstanding varies significantly over
time. In order to meet possible cash outflows, epet funds are required to hold cash re-
serves. According to the German investment legmsiatcash reserves must account for at
least 5% of the invested capital, excluding alreexiyected cash outflows in the near future.
The investment strategy of a fund is thereforeuigficed by its current equity position. An
unexpected large capital outflow might force fundsell parts of their property holdings in
weak markets; conversely an unexpected large ¢apitaw might induce them to pay too
much for a property due to a current lack of gandestment targets

The daily price of a share is determined by theiealf the fund’s individual assets less its

liabilities, the so-called Net Asset Value, divideg the number of shares outstanding. To

assess the individual asset values, funds areaabtiyappraise the properties at least annually
by an independent appraiser. As a result, therretanrinvestment in open-end property funds

Is valuation-smoothed, i.e. less volatile thandhtial real estate market would imply. On the

one hand the smoothed income streams increasétihetiseness of open-end property funds

on the other hand they impose also substantias mgken people expect a considerable de-
valuation of the fund’s property portfolio in thear future.

When DB Real Estate, a subsidiary of Deutsche Bankpunced a revaluation of its fund
“Grundbesitz Invest” in December 2005, as it bedigt\that the properties were overvalued,
investors withdraw about 450 million Euros (~ 7.8%its volume) in just 2 days in order to
take advantage of the old repurchase prices. Themgriginator decided to stop a further cash
outflow by closing its fund until the revaluatiomopess was finished in order to safe other
uninformed investors. At the same time, the oritpn&ad to initiate the sale of several prop-
erties in order compensate for recent and expdatede cash outflows when the fund was
reopened. Although it was the first time in histtimat a German open-end property fund was
closed, it significantly decreased investors’ cdefice into such vehicles, as it revealed their
weakness. In the wake of the announcement andldbeng of “Grundbesitz Invest”, inves-
tors of other open-end property funds became wibiee and started likewise to withdraw
large amounts of money. As a consequence, some fotids got into a tight liquidity posi-
tion as well and were forced to close temporaniyad to be backed by their banks.

% According to German investment legislation, theme also restrictions on the maximum non-real-estatd-
ings of open-end property funds (49%).
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Another drawback for investors into open-end propéunds is that these kinds of funds
usually require an issue surcharge of approx. 5@&nthan annual management fee between
0.5 % and 2.0 %. Therefore, this type of propemyestment vehicle is less attractive for
investors who tend to change their individual asdlecations frequently. It is primarily tar-
geted at long-term investors.

Special Open-end Funds

In addition to the general open-end funds, whioh @ften referred to as public open-end
funds (“Publikumsfonds”) as they are targeted tergone, who likes to invest, German in-
vestment law defines a second type of open-end. flihdse special open-end funds (“Spe-
zialfonds”) are limited to a small number of ingtibnal investors (<30). They are less re-
stricted and offer the opportunity for more indiwa regulations. Many of these funds are
targeted at a single institutional investor.

Table 2.1

Open-end Property Volume
Funds (in million €)

Publikumsfonds 90,069

Spezialfonds 16,597

Total 106,666

Source: Deutsche Bundesbank (December 2005)

Closed-end Property Funds

Closed-end property funds are targeted at a limited number of onvestinvest in a clear-
defined and relatively small property portfolio, sometimes evenglesproperty. In contrast
to open-end property funds, they just issue a specified amount of dboaresan initial capi-
tal raising period. After this amount of shares has been $wdund is closed, that means
after this point in time the fund issues no shares any longéikelbpen-end funds, investors
have no right of redemption or on any cash flows during the litaeofund. However, shares
may trade on a secondary market. But, due to high unit*sinesthe individual contractual
structures these markets are usually less liquid than ordimakets. Investors take therefore
the risk of selling shares above or below NAV before a fund’s ligoidaThe average life-
span of a closed-end property fund ranges between 5 and 30 years. Due toube&in femall
property portfolios, investments in closed-end property funds tend tolier ttisan invest-
ments in open-end property funds.

Closed-end property funds have no destinct legal structure andmedfas ordinary limited
partnerships or in some cases as a partnership under the civil attde nheans that investors
are fully liable for all fund operations. The advantage of this kingtratture is that expenses
on the corporate level can be used, like in the case of direct irergstmas “virtual losses” to
offset earnings from other income sources in an investor's pérsmtme statement. In
addition, there are often benefits from favourable taxation ofestate returns on foreign real
estate assets. Tax advantages have generally been a msgor wdgy closed-end funds have
proved very popular in the past.

2.1.2.2 Property Companies

In general, one distinguishes between two types of property compprogsrty investment
companies, which develop or acquire real estate with the purposenafigeaash flows

* Although minimum investment volumes differ consatgy from fund to fund, they are in most casesstai
tially higher than for open-end property funds (@& to more than 100,000 €).
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through rental income, and real estate developing and trading compahiels develop or
acquire real estate with the purpose of receiving capital §gisslling them at a higher price
afterwards. In many cases, a clear distinction is impossiht® property investment compa-
nies frequently sell properties out of their stock and realte developing and trading compa-
nies often hold a portfolio of properties in the long-run. Investmentkeratter type are
usually more risky then investments into property investment companies.

Like shares in other public limited companies, shares in propertgaites can be traded on
a stock exchange. They offer investors the same benefitsexs dstnpanies: a highly stan-
dardized financial product with a small unit size, a centralsssbndary market, which sig-
nificantly reduces searching costs, low transaction costs andsénofasubstantial trading
(high liquidity), reliable price information. However, property compa carry also some
drawbacks. Share prices are formed by supply and demand and argitu@ecéo investor
sentiment. Consequently, their total return (dividends + capitaltgyas more volatile and
less predictable than the return on open-end property funds. Propempanies provide also
less diversification in a stock-dominated portfolio than direct prgpestestmenty since
their share prices reveal a higher correlation with the equity market.

Market participants also frequently state that investmentsprdperty companies in Ger-
many suffer from double taxation, i.e. rental revenues are taottdon the corporate level
and, later on when they are paid out as dividends, on the shareholdérsitevever, the

author does not fully agree with the latter argument. Due to Getawdaw, only 50 percent
of dividend payments are taxed on the shareholder level (“Halbeinkinfifteren”). Since

the corporate tax rate is currently at 25% and the personal inexmate varies between
15% and 42%here is a “clientele effect”. Investors with a personal inedax rate below
40% suffer from double taxation whereas investors with a personahéentax rate above
40% benefit from the tax regulation. Nevertheless, as most peopla lp@rsonal income tax
rate below 40%, their arguments holds in most cases.

2.2 What is a Real Estate Investment Trust?

Like many other financial innovations, real estate investmertst(REITS) originated in the
United States, where they were introduced in 1960. REITs are alspg® of listed (or
unlisted) property company with a separate fiscal statusdingoto U.S. tax law. The pur-
pose of their introduction was to offer a safe investment \@kith relatively stable income
streams to a broad class of people, in particular for theiop&rpension schemes. To ensure
that this was actually the case, the government set up a $stavfrequirements that must be
fulfilled by property companies to receive REIT status.

2.2.1 Characteristics of U.S.-REITs

The main difference between the fiscal status of a REIT amddamary property company is
that a REIT is exempted from corporate income taxes. The regsoahind that is the same
as for property funds in Germany; they should offer the opportunipyapferty investments
to a broad class of people without putting them at a disadvantagens détaxation. REITs
just serve as a pass-trough entity so that earnings from propeestments are only taxed
with the personal tax rate of the individual investor like earnings filirect property invest-
ments. In order to make sure that REITs serve their intended pwapddbat no other busi-
ness may “dress up” as a REIT, U.S. law set up strong aritesit must be met in order to
qualify as REIT:

® For a deeper discussion of property in mixed-gssefolios see chapter 10 in Hoesli & MacGregd(@)
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= A REIT cannot be a closely held corporation, in the sense that eorfifewer
individuals (and certain trusts) may own more than 50% of the congpany’
shares, and there must be at least 100 different shareholders.

= At least 75% of the company’s total assets must be investedpioferty,
mortgages, cash or government securities.

= 75% or more of annual gross income must come directly or indir&cthy
property (including mortgages, partnerships and other REITS).

= Not more than 30% of annual gross income is allowed to come frorath®f
property assets that were owned less than 4 years by the coompfragn the
sale of securities that were owned less than 1 year by the company oofnem s
other specified non-admissible business operations.

= At least 90% of taxable income must be distributed as dividends

From the requirements above, it becomes clear that REITs agaetbsis general property
investment vehicles which are not solely limited to equity investmx Due to the resulting
differences in the individual risk/return profiles, the Nationalossstion of Real Estate In-
vestment Trusts (NAREIT), a U.S. trade association for REh@isogher listed property com-
panies, classifies REITs in terms of their core operationseqtity REITs, mortgage REITs
and hybrid REITs by applying a 75%-of-asset cut-off (i.eequity REIT invests 75% or
more of its assets into equity real estate, etc.). Table 2.2sshdreakdown of the NAREIT
companies as of Novembet,12005. Equity REITs are by far the most important category
(see Table 2.2). As from now, the term REIT will be used synonymously fay &jtiTs, on
which this thesis is primarily focusing on.

Table 2.2

Number
Equity REITs 152
Mortgage REITs 37
Hybrid REITSs 8
Total 197

Source: NAREIT (Novembet, 2005)

2.2.2 REITs vs. Existing Indirect Property Investme  nt Vehicles

In general, REITs as an investment class have nmucbmmon with ordinary property com-
panies but they also share some characteristits paitperty funds. Like in case of ordinary
property companies, transaction costs are lowy tieres have a low unit size and are in
most cases frequently traded on a secondary marketefore, prices usually reveal all cur-
rently available information about the company.mentioned above, this is not the case for
open-end property funds, since their prices aredas annual valuations of their property
stock.

According to Hoesli et al., like property compani®EITs provide less diversification in a
stock-dominated portfolio than direct property istreents. Furthermore, REITs manage their
properties by themselves in contrast to propertyd$u Cadmus (2003) points out that by
investing in a REIT the investor does not only opmoperty but a business as well. That
means the management is solely responsible fostihesholders’ interests, it must increase
shareholder value and is under close scrutiny dayh

Nevertheless, REITs share also some characterwstipsoperty funds which ordinary prop-
erty companies do not. Like open-end funds, theydasigned to act as a pass-through entity

® Prior to the REIT Modernisation Act in 2001, 95%4axable income had to be distributed as dividends
" Of course, this argument holds as well for ordir@operty companies.
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for property investments for a broad class of peweyth relatively stable cash-flows. For that
reason, they are tax-exempt on the corporate l@¥as in turn makes them more attractive
than investments in ordinary property companiethéf investor does generally not have to
pay taxes, like life insurances in most countrgsf the investor suffers from double-taxation
as it is often the case in Germény

Furthermore, REITs are likewise subject to regataj though much less than open-end
property funds. Consequently, REITs are less flexib their business operations than ordi-
nary property companies but also more transpaberg.to their high payout ratios, REITs are
limited in their ability for internal growth and wally have to issue new securities when they
consider larger acquisitions. This leads to higlhgrenses, but may also decrease their com-
pany’s cost of capital, since it is favourable franprinciple-agent perspective, as the man-
agement is under close scrutiny at each new i®loek (2002) points out that aggressive
real estate investors who are more interestedpitatappreciation should invest in property
companies, whereas real estate investors who ekentpfor high dividend yields — which he
believes is the majority of real estate investoshieuld invest in REITS.

Evolution of NAV Discounts in Europe

0% -

20% <

A0% -

60%

B80%

1992 1993 1994 1995 1996 1997 1998 1999 2000 2001 2002 2003 2004

France Spain UK ——— Belgium hat

o

Source: UBS
Figure 2.1

According to a NAREIT interview with Fraser Hughessearch director of the European
Public Real Estate Association (EPRA) in 2003, alists in net asset values (NAV) for pub-
licly traded companies operating under non-REITimeg are significantly greater than firms
operating as REITs. For instance, the discountAvV&ifor French companies was minus 26
percent for the 12-year period ending in 2002. Adlistn and U.S. firms, meanwhile, traded
at premiums of 2 percent and 4 percent, respegtilgw evidence comes from a working
paper of Paris-Dauphine University’s Centre de Redes sur la Gestion. In their paper
“The French REITs: First Facts about the SIIC Reagjinthe three scholars Laurent Batsch,
Roland Chouillou and Phillippe Tannenbaum note thatdiscount of French property com-
panies has disappeared since the introductionedfFtench REIT structure. Furthermore, they
observed that daily trading volume of the stockihaseased, which indicates that REITs also
tend to be more liquid than property companies. el@w, the study period was too short to

8 According to German tax law, private investors tipasy/ tax on only 50 percent of their dividend payts. As
a consequence, investors with a personal tax taiteea40% benefit from double taxation and investoith a
personal tax rate below 40%, which is the majot phthe population, suffer from double taxation.
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draw any general conclusions. The observed devedaopmight just be the result of the cur-
rent “REIT-Hype” in Europe.

2.2.3 Historical Performance of U.S.-REITs °

REITs' Market Capitalisation (1971 -2005)
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Source: NAREIT
Figure 2.2

Though REITs have proved to be a story of sucamayt this has not been true for all of the
time since their introduction in 1960. As Figur@ 8hows, their performance was rather poor
until the mid of the 1980ies, although taxation agmed approximately the same since then.
Cadmus (2003) argues that this proves that thadaantage cannot solely explain the suc-
cess of REITs. He states three reasons why thdapewent of REITs significantly changed
in the mid of the 1980ies.

The first reason was the “Tax Reform Act” in 198fere taxation of privately held proper-
ties was fundamentally changed. Until then, privatestors were able to generate “virtual”
losses by diminishing tax rates and the dedudiybdf mortgage interest rates, which could
be offset with earnings from other income souréesa consequence, real estate assets were
mainly held due to tax reasons by primarily wealgfgrsons who had a lot of income to
shield. These “tax shields” were almost completdbplished by the “Tax Reform Act” in
1986. Investors realized that property had to laged in terms of profitability and for this
purpose property companies were better suited @sepy funds or direct property invest-
ments.

A second reason for the subsequent boom of REIBsandnange of REIT legislation in 1986
as well. Until then, REITs were not allowed to mg@aheir property holdings by themselves,
but, as Cadmus believes, efficient property managens usually key to a successful real
estate investment. Block (2002) points out that tnRRISITs were also managed by outside

° For a more detailed review of the history and grenance of REITs see Block (2002).

19 A tax advantage exists just in comparison to othesinesses but not in terms of property investmeFis
fact is stressed by the German Association for e Analysis and Asset Management (DVFA, Deutsche
Vereinigung fir Finanzanalyse und Asset Manageraéh)) in their comment on a possible REIT introduct

in Germany. They state that there currently exasttax disadvantage” for investments in propertynpanies
due to double taxation which is one reason whyGleeman market of listed property companies is compa
tively underdeveloped.
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advisors who were often affiliated with the progertanagement companies, which presented
an opportunity for significant conflicts of inteteFhe “Tax Reform Act” in 1986 repealed
the restriction on active property management.

Number of REITs (1971 - 2005)
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Figure 2.3

The third reason for the positive development ofTREcame a little bid later. As a conse-
guence of the real estate crisis in the UnitedeStat the early 1990ies, Banks withdrew from
real estate lending. This forced property compaares developers to turn to the capital mar-
kets in order to substitute missing debt by equitythe same time, REITs were able to buy
properties at bargain prices from banks that hagcfosed on billions of defaulted real estate
loans. Overall, equity-financed property investrsemere pretty attractive. Figure 2.3 shows
that the number of equity REITs approximately &gplin the beginning of the 1990ies. The
declining number of equity REITs from 1995 to 200&8s mainly the result of an increased
M&A activity within the sector.

Another reason for the considerable developmeREiTs frequently stated is the increasing
share of institutional investors. According to Blpénstitutional investors have more and
more come to the conclusion that the way to maeniie performance of their property
investments is to invest a significant portion lo¢it real estate funds in outstanding public
property companies besides owning property directly

The advantages of a REIT structure and their sgdcethe 1990ies in the United States in-
duced other governments to introduce similar prypevestment vehicles in their countries.
The common characteristics of these vehicles ard¢ramsparency and an obligation to dis-
tribute the major part of their earnings as diviienin Europe, the first REIT-like structure

was already introduced in 1969 by the Netherlanil its FBIs (Fiscale Beleggingsinstel-

ling). Australia followed with LPTs (Listed Propgrtrusts) in 1971.

However, according to a report of Prudential’s sdibsy Pramerica Real Estate Investors, the
real boom occurred in the last 10 years and steons the confluence of powerful supply and

demand forces. Short and Long-term demand for estaldlome-oriented investments has
increased due to the demographic situation in rdeseloped countries and due to the fact
that investors are searching for alternative inmesits to corporate equity after the stock
market crash in 2001. At the same time, the unévefsreal estate investment opportunities
that offer relatively attractive yields and modegiportunities for capital growth has ex-
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panded. According to the report, global listed grty sector’s equity grew since 1994 from
$130bn to over $536bn late 2004.

In Asia, Japan and Korea introduced their REITcites in 2001 followed by Singapore in
2003. The breakthrough in Europe came in 2003, wrance as the first of the big nations
established its SIICs (Sociétés d’Investissememairiliers Cotés) and prompted the United
Kingdom and Germany to put REITs on their agendaeds Appendix | provides a summary
of the characteristics of several national REITicires. Since real estate markets and institu-
tional frameworks differ from country to countripetquestion now is what kind of benefits an
introduction of REITs might have in case of Germany

2.3 Why introducing REITs in Germany?

There have been a lot of discussions in the firsdrsgctor about potential benefits of an in-
troduction of a REIT regime in Germany in the Igsv years. Several studies were carried
out by professionals and academics. Since a desys#of this issue goes far beyond the
scope of this thesis whose main focus is on theat@mn of REITS, this section concentrates
on summarizing the most important facts.

Table 2.3

, Commercial Real Estate (¢
Countries billion)
[Germany 1,075 |
United Kingdom 1,039
France 791
Italy 657
Spain 378
Netherlands 229
Switzerland 144
Belgium 137

Source: EPRA

In order to understand the potential impact of dTRBtroduction in Germany, it is useful to
start by looking at how the German real estate etak structured at present compared to
other developed countries. Table 2.3 shows sizmatas of the commercial real estate mar-
ket for several European countries, calculatechbyBuropean Public Real Estate Association
(EPRA)™. They reveal that Germany has probably the largesket for commercial real
estate among the analysed countries. Since Gerrhagyalso the highest population in
Europe, this figure is unlikely to change in relatiterms for the overall property market.
Furthermore, owner occupancy in the German resaleptoperty market is comparatively
small (see Figure 2.4).

* A trade organisation for listed property compariieEurope
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Owner Occupancy in Europe
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Figure 2.4

Thus, one might expect that German listed propsvitgpanies do account for a large share of
pan-European market capitalisation. But as Figused2picts, that is not the case. The United
Kingdom, the Netherlands and France account follitimés share of listed property compa-
nies’ market capitalisation in Europe and Germanly thas a small share of approximately
3% There is wide consensus among the studies thaBémman market for listed property
companies is rather underdeveloped compared to ottestrialized nations. Only 0.49% of
the country’s real estate assets are listed cordpgareé.18% in the United States, 4.59% in the
UK, 3.47% in France, 9.90% in Sweden and 4.23%apad. In Australia even 30.24% of the
country’s real estate assets are listed (SourcRAEP

Pan-Europe Market Capitalisation Breakdown
30 June 2005
(Total Mkt Cap = $108 billion)
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Figure 2.5

120ne needs to be a little bid cautious with thégerés, since the estimated market values fordipteperty
companies are based on equity market capitalisatiorhence do not state the company’s total prppett-
ings. Average leverage ratios between countrieswaay significantly.



14 Chapter 2 — Real Estate Investment Trusts

Frequently stated reasons for the underdevelopettemnéor listed property companies in
Germany are high taxes on capital gains from wihichnary companies would suffer when
they would dispose parts of their large propertidimgys and the tax disadvantage of invest-
ments into property companies compared to operpengerty funds, due to double taxation.
Additionally, many listed German property compansesfer from small free float, which
leads to low liquidity of the companies’ sharesisTteters pension funds and other large
investors, since they cannot invest in the comawighout a substantial impact on the share
price. Furthermore, the studies note that Gernstadiproperty companies are less transpar-
ent than most of their European competitors.

Open-end property funds and closed-end propertgsfudominate public real estate invest-
ments in Germany. In the past, fund managers, yndsthks, did little to promote tax-
transparent REIT structures that would compete Widir products which generated consid-
erable earnings due to their high upfront and memet fees. But bribery allegations at a
few of the very large and influential open-end fsirashd indication of an overvalued property
stock in the recent past have raised questionstdbetransparency and valuation practices
of these vehicles and led to massive capital onloAs mentioned earlier, some open-end
funds got in a tight liquidity positions and hadh®e closed or backed by their banks. In addi-
tion, they were forced to sell parts of their pndpestock. Overall, investor confidence in
these vehicles has significantly decreased.

The studies state that a REIT introduction couligh seme of the funds with the problems in
their domestic property portfolios by offering dteenative exit strategy and hopefully boost
the weak German real estate market. It is arguatitiie higher transparency of REITs, their
liquidity and real-time price information ease flae portfolio strategies and hence fit much
better to modern portfolio theory than open-endpprty funds. Investor surveys confirm the
demand for a more flexible property investment gkehiAlthough the studies expect inves-
tors to redirect capital to REITs, they stress thaty will not substitute open-end property
funds, since both have unique risk-return profilest are quite different from each other (see
Figure 2.6). REITs will increase the investmentvense and help to increase investors’ ac-
ceptance of property as an asset class.

Target position of a G-REIT in the Investment Univese
Historical risk-return profile
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Figure 2.6
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However, an important precondition is that REITs &ss restricted than open-end property
funds and that they are hence more flexible inrthreiestment strategy. Moreover, a new
industry for REIT-funds is expected to emerge, @ses risk-averse investors want to diver-
sify from the specific risks of single REIT investnis. There is also evidence that capital
allocation in countries with REIT structures teidbe more efficient, as DEGI, a company
that manages several property funds, states. Rilgist also be able to attract more foreign
investors, as they are used to this kind of investnvehicle. Open-end property funds as a
specific German investment vehicle found little ggmt@ance among foreign investors so far. In
general, the studies conclude that both the firsrsyistem and the property market in Ger-
many will benefit from a REIT introduction.

Supply

The studies describe seven potential sources fdTRle Germany: corporate holdings of
real estate, public real estate, open-end propentys, closed-end property funds, insurance
companies, private holdings and property portfoliost were recently acquired by foreign
opportunity funds.

Share of Owned Properties of Corporates
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Figure 2.7

Most analysts consider the large property holdioig&erman companies as the main source
for REITs. As depicted in Figure 2.7, they own 78%heir properties compared to 20% in
Asia, 25% in the United States, 29% in North Amerid3% in Europe and 54% in Great
Britain. These properties are often badly managed@¢ampanies concentrate on their core
business. A partly sale of this stock could cutt€os the properties are properly managed
afterwards. Moreover, a sale will release equiitehthat could be more efficiently used for
the companies’ core businesses. Furthermore, itdrvogrease the companies’ transparency
and hence increase shareholder value. The poteslof this supply is significant. The
Financial Centre Germany Initiative (IFD), an antigroup for the German financial sector,
who is strongly in favour of a REIT introductiorstinates that about €30 billion in property
assets could be outsourced until 2010 decreasenghére of properties that are owned by the
companies themselves just to 71%. A survey cawigdby I.C.M.E. Management Consult-
ants among companies revealed that approximatély gi@dde their willingness to outsource
properties into a REIT in the next 4 years as loighery high.

Another source could be public housing associatidhge public sector owns approximately
€100 billion in residential real estate, accordiogDeutsche Bank Research. Since many
municipalities have large budget deficits and tbecgption has spread that these real estate
holdings could be more efficiently managed by pgeveompanies, their willingness to sell
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has increased. Several portfolios were sold inr¢leent past, mostly to foreign private equity
and opportunity funds. It is expected that muniltiigs and state governments will also look
at the opportunity of REIT floatations as soon ashsvehicles are introduced. IFD estimates
that €20 billion of residential properties coulddwmd in the medium-term.

A third prospective channel for REITs could be oped funds that would consider a conver-
sion. An HSBC study states that this is unlikel\héppen in the initial stage since the upfront
fee of 5% charged at the time of investment intcopan-end fund is too lucrative for the

initiators to give up. But if competition with RE¢Tleads to large capital outflows, they may
decide to convert.

Closed-end property funds are expected to cong&ibuaty pools and not entirely converting
into REITs. Insurance companies, in contrast, apeeted to convert a lot of their current
property holdings into indirect, listed REITs inder to gain liquidity in their investment.

Allianz and Munich Re, the two biggest insurancenpanies in Germany, have invested
approximately €20 billion in real estate each, bfak about 75% are direct investments.

Furthermore, private property holdings are expetbecontribute some stock, but on a com-
paratively low scale. Many analysts expect thatoopmity funds that recently acquired large
residential property portfolios in Germany will UREITs as a main exit strategy. However,
there is scepticism about this point as well. MaBraun, associate partner at Cushman &
Wakefield Healey & Baker, believes that these ptidé will be primarily sold through a
wholesale-retail strategy, i.e. buying large pditf® and selling them individually to sitting
tenants or as smaller portfolios to third partiBlse remainders will be very diverse and look
like “Swiss cheese” what makes it difficult to s#lem as a REIT on the market. Addition-
ally, the market participants expect that somehef dlready listed property companies will
decide to give up some of their flexibility and gert into a REIT in order to save corporate
taxes. In total, forecasts predict 30 to 40 GermR&iTs by 2010 and a market size between
€50 billion and €130 billion.

Demand

On the buy-side, analysts expect that the demanBEdTs will primarily come from insur-
ance companies, mutual funds, pension funds amd fingestments which today is directed
into closed and open-end funds. According to Waltg&chafers, managing director at Sal.
Oppenheim, insurance companies are likely to beattgest REIT investors. As stated above
insurance companies have large direct propertyimgdd of which a large share is expected to
be converted into REITs. Moreover, HSBC expectsirigasce companies to increase their
allocations to this asset class in the near future.

Mutual funds should also play a major role as Riakestors. In the United States, 70%-80%
of mutual funds invest in REITs. The studies exgesimilar share for German mutual funds,

in particular since REIT investments have a contpagaadvantage of untaxed dividends.

Pension funds may also favour REITs over fixed4meanvestments, since in a mature stage
they generally have high capital outflows and diely inflows and need a high and stable

income. As the population in Germany is ageing,evamd more pension funds will mature

and be likely to invest in REITSs.

In general, institutional investors’ allocation teal estate is forecasted to increase. Peter
Hobbs of DB Real Estate expects a structural iseréa global real estate allocations of €600
- €700 billion in the next five years. In additibm institutional investments, private investors
are likely to provide funds as well and rediregpital from property funds. Government in-
centives for personal pension schemes should funtbre increase private investors’ demand
for a relatively high and stable income return.
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Risks

But despite all the chances and benefits, anatystis that success will not come automati-
cally. The actual legal implementation will be aaldor a REIT success story. They high-
light that one reason for the large property hajdinf German companies are high taxes on
capital gains. Analysts suggest a 50%-cut of th@ses in the first 5 years as an incentive for
companies willing to outsource parts of their hogi into REITs in order to mobilize ineffi-
ciently managed corporate real estate. This hagegrto work in France where REITs were
introduced in 2003. A problem in doing so is thel iaancial situation of the public sector
that does not allow for any tax cuts as long ay #re not offset by additional tax revenues
from increased activity in the property marketatf appropriate solution for the exit tax is not
found, one major source for REITs is likely to ¢lipaar.

There seems to be concerns as well about too mgitictions. Analysts point out that over-
regulation makes REITs similar to open-end fund$ as investors are already able to invest
in a similar product, REITs will find little attréion. In particular, in a global investment
environment, where REITs are an established atsst, ®ne must keep to international stan-
dards in order to attract foreign capital. Anotleaucial point is the quality of the property
assets. Companies, funds, etc. must be willingutsource good quality real estate. Using
REITs as an opportunity to dispose poor quality estate will lead to bad performance and
damage their image.

As already mentioned, banks themselves might dpacrucial role. Every major banking

group in Germany has its own investment compantyrttemages property funds. But as they
earn a lot of money by issuing and managing theedd, there might be little incentive to

promote REIT investments, as they will compete ifrestor money, at least to a certain
extent. On the other hand, this will probably jaffect private investors. As stated above,
institutional investors account for the lion’s shaf REIT investors in the U.S. Therefore,
attracting institutional investors will be key tdr&IT success story in Germany as well.

Another important aspect frequently mentioned et tREIT investments should be appor-
tioned to the real estate quota of insurance compasnd property funds and not to their
equity quota. In the former case, REIT investmerdsld squeeze out equity investments and
consequently increase the defensive investmentegtes which insurance companies are
already obliged to. In case of property funds, RE¢6uld provide the opportunity of taking

higher risk/return positions and could increasgifie portfolio management.

Moreover, the success of a REIT regime will alspatel on the companies themselves.
Transparency is one of the key factors. In an lartin the March/April 2004 issue of
NAREIT's magazineReal Estate PortfolioHamid R. Moghadam, NAREIT Chair, Chairman
and CEO of AMB Property Corporation, points ol@ur businesses need to be on par from
a reporting basis if we are to be seen as an imest alternative along with all other pub-
licly traded equity”.In addition, most market participants suggest ®atman REITs should
be obliged to prepare their financial statementadoordance to International Financial Re-
porting Standards (IFRS) in order to increase theteptance among foreign investors.



18 Chapter 2 — Real Estate Investment Trusts

Estimated Pan-Europe Market Capitalisation Breakdown - 2011
(Total Mkt Cap = $205 billion)
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Figure 2.8

Outlook
As follow-up of the start of this section, Figurs Zhows the expected structure of the Euro-

pean market for listed property companies in 2@Elreported in an EPRA study. The study
is based on the assumption that REITs will be thiced in Germany and the UK. The mar-
ket capitalisation of German listed property comesiis forecasted to grow from €3.2 billion

in June 2005 to €63.6 billion in 2011 increasingitmarket share from 3% to 31%. Though
the assumptions of the report are quite simplifie indicates the huge impact that a REIT
introduction on the German market for listed propeompanies might have in the coming
years, if the provided legal framework meets iradional standards

3 The study notes in its fine print that the pradjects based on the assumption that the marketatisgition of
listed property companies in all other countriel rgimain on their level on June 30, 2005.
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3. Methodology and Limitations

The aim of the following chapters is to introdube tmost important valuation methodologies
currently applied in practice. Apart from tax-traasency and a few other regulations, equity
REITs are companies like others. Thus, it is gdhyepassible to value them in the same way
as ordinary companies. Chapter 4 will start with discounted-cash-flow methodology as the
standard and most flexible approach to value bgse® across industries. Subsequently,
chapter 5 will introduce multiples as a short-caluation methodology based on market in-
formation which is frequently applied in practicghapter 6 will then explain the concept of
net asset value (NAV). This concept is usually eggpin the fund industry to estimate the
“fair” value of a share in a fund with respect tee ttotal market value of assets held. As
REITs, or property companies in general, are similathe way that intangible assets only
account for a small fraction of total value, somalgsts put much weight on NAV in estimat-
ing the “fair value” of property companies. Finalbhapter 7 will discuss the current state of
the debate about which of the introduced approaafogiss best in valuing equity REITSs.

In general, each of the chapters is organized lasv& The first part illustrates the underly-
ing theory behind the methodology and explainsviddaation process. The second part sum-
marizes the associated strength and weaknessedlyFthe third part tries to find out how
important the approach is in practice.

Table 3.1

Analyst Company

Craig Leupold Green Street Advisors

Chris Lucas Robert W. Baird & Co.

Anthony Paolone JP MorganChase

Shant Poladian Canaccord Capital Corporation
David Rodgers McDonald Investments

Steve Sakw Merrill Lynch

The latter part is based on a questionnaire sedt$o REIT analysts of 30 different compa-
nies listed on the websiteww.investinreits.comas of December 26, 2005 (the questionnaire
can be found in the Appendix Il). There were 6 gsigl who completed the questionnaire,
shown in Table 3.1. Some other analysts providédgiade information material about REITs
and REIT valuation. In addition to the providedamhation, the author found useful material
on the website of some of the companies. Tabled8icts the additional material that has
been used to gain insights into REIT valuation ficac

Table 3.2

Company Report Date

A.G. Edwards & Sons "REIT Year in Review and 200&0o0k" January 12, 2006
Bear Stearns "The Bear Stearns REIT Monitor - Fo@tlarter 2005" January 2006
Deutsche Bank "Company Bulletin - Boston Propertigsrialyst report) January 31, 2006
Green Street Advisors "Federal Realty InvestmensTrganalyst report) February 22, 2005
Merrill Lynch "Global Research Highlights - The M#lifcynch View"  May 21, 2004
Morgan Stanley "REIT Teach-In 2006" January 25, 2006
Morningstar "A Better Way to Value REITs" July 2005
Raymond James "Lodging - Industry Brigéinalyst report) July 13, 2005
RBC Capital Markets "Realty Income Corporatiof@halyst report) February 9, 2004
Stifel, Nicolaus & Co. "Federal Realty Investmenu$t" (analyst report) August 1, 2005
Stifel, Nicolaus & Co. "Amerivest Propertie¢dnalyst reports) August 8, 2005

Stifel, Nicolaus & Co. "Research Monthly - Januafpg" January, 2006
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Nevertheless, the outcome of this analysis anddnelusions which are drawn must be seen
with caution. First, the results of the questionmaire based on the opinions of only 6 compa-
nies or 20% of the originally intended addressé&éss is certainly not a representative sam-
ple, especially not if one bears in mind that a pany usually employs several REIT analysts
who may not share the company’s opinion as statékde answers. Second, the questionnaire
was only sent to U.S. REIT analysts. Investorspanting firms or analysts of other countries
may hold quite different views. Third, although tha@ditional material which was used pro-
vided useful information, it was certainly not aduable as the answers of a completed sur-
vey. Finally, questionnaires run always the riskt tihe addressee misunderstands some of the
questions and/or the author misinterprets sombeofihswers.

Going Concern Value

Before introducing the different methodologiesisiimportant to mention that this thesis is
focusing on a company’s going-concern value, asethee different value definitions. A go-
ing concern value is the value of a business asass that the firm will continue as viable
entity as it stands. This includes intangible assidte goodwill. The liquidation value of a
company, in contrast, is the net amount that vélirealized if the firm is terminated, i.e. the
assets will be sold and the liabilities will beisiéd.
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4. Discounted Cash Flow Methodology

(Dividend Discount Model)

The discounted cash flow (DCF) methodology is pbipdhe most theoretically accepted
method for valuing companies. However, its appiosats not limited to business valuation. It
is a universal valuation methodology, which is ugest as well in valuing single projects,
investments or assets. The underlying idea of t8& hethod is that the value of an asset is
determined by its capability to generate cash flowthe future. According to the DCF meth-
odology, the fair value of an asset is determingdhe sum of future net cash flows to the
owner discounted with their opportunity cost of italp In case of business valuation, these
net cash flows are also referred to as free castsflwhich are the amount of cash a company
is able to pay out to investors after paying foiralestments necessary for growth (including
investments to offset depreciations) and taxessé@liee cash flows might also be negative,
when tax liabilities and total investments needadffiture growth exceed the internal cash
flow streams or if the internal cash flow itselfrisgative. If a company is listed, positive free
cash flows equal dividend payments to shareholdeds negative free cash flows result in
capital dilution by issuing new shares (i.e. futdreidends per share become smaller as the
profit of the company is distributed among a highember of shareholders). In this case, one
sets up a so-called dividend discount model and-@¥g terms in equation (4.1) are replaced
by the corresponding dividend payments.

FCFl+ FCF, . FCF; +HorizonVaIue
14, @+r)? @) @)

forecasted free cash flow in period i
opportunity cost of capital for period i

Business Value Cash+

(4.1)

FCF,
fi

Since it is impossible to forecast free cash flpesiod by period to infinity, one computes
the discounted value of free cash flows out tolaateon horizon T, which usually is set to 5
to 10 years. The actual determination of the vauahorizon T depends on the available
information, in particular on how accurate futuesle flows are predictable. Usually, it is set
at the time when the growth of future free caskvfios assumed to stabilize. The values of all
subsequent free cash flows are summed up to aomovedue in T. The sum of the discounted
free cash flows out to T and the horizon value @listed back to present value then lead to
the business value estimate.

Horizon Value

There are several formulas for estimating the loborizalue of a business in T. One common
method is to use Gordon’s Growth Formula. The fdensibased on the assumption that free
cash flows will increase with a constant growtrergtin the future and that the opportunity
cost of capital will remain constant. A major pretnl of the formula is that the resulting hori-

zon value is quite sensitive to variations in tmelerlying variables. Small changes to the
assumptions about free cash flows in period n+uréugrowth rates and the opportunity cost
of capital lead to significant changes in the hamizalue estimate.

Gordon’s Growth Formula:
FCF,y

r-9
forecasted free cash flow in period T+1

average opportunity cost of capital for pedid+1 onwards
average growth rate of free cash flows afieriod T+1

HorizonValue= 4.2)

FCFry

_q
nonon
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A second method for calculating horizon valuesoisearch for listed companies today that
are comparable to the subject business at the ti@luborizon T in terms of size, risk and
growth prospects. If there are such comparablesotiserved stock prices can be used to
calculate their price-earnings ratios (P/E ratmrsdther multiples and apply them to the busi-
ness at hand to get a range of horizon value egimAfterwards the appraiser must apply
professional judgement and use his knowledge athemutase at hand to narrow the value
indications to a most probable value. A deeperudision of using P/E ratios and other multi-
ples and their inherent problems are presentedapter 5'Earnings Multiples”.

P/E Ratio= —>nareprice (4.3)

Earnings per Share

Instead of using P/E ratios, market-to-book ratieght be applied as well. The application of
this third approach is pretty similar to applyingcp-earning ratios. The decisive difference is
book values are used as unit of comparison insbéaghrnings. A major problem with this
approach is that book values and market valuesl@ewsually rather independent over time.
The book values of many assets depend on histaazplisition costs and hence on the time
of purchase. Furthermore, they are usually affebiedccounting measures, like depreciation
and impairment losses. As a consequence, iderggs®ts acquired at the same time might
differ in their book values. Therefore, the martebook ratio approach should only be ap-
plied in cases, where the general relationship éetwmarket and book values proves rather
constant. As will be explained later on, this asgtiom does usually not hold for property
companies or REITs.

MarketValueof Equity,
BookValueof Equity,

Market-to-Book Ratic=

(4.4)

All of presented methods are rules of thumb antesdifom there sensitivity to small changes
to the underlying assumptions and forecasts. Adtdrzon value usually makes up a major
part of business value, appraisers usually appheraé methods in conjunction with each
other and use their experience to reconcile tHereifit value indications to a final value esti-
mate.

In the DCF methodology, one distinguishes usuadliMeen two approaches: the equity and
the entity method. Properly applied, both approadbad to the same result. The difference is
that in the former case the equity value is esthalirectly by discounting the cash flows to
the equityholders (flow-to-equity) whereas in thédr case one starts by calculating the en-
terprise value and subsequently subtracts the \&ldebt in order to obtain an estimate for
the equity value of the company. Usually, appraigistinguish between operating free cash
flows and cash flows from non-operating investmems assess their values separately. This
approach is useful, since the future developmenihede cash flows and the associated risks
are usually independent of each other.
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Earnings before Interest and Taxes (EBIT)
- cash taxes on EBIT

=|Net Operating Profit less Adjusted Taxes
+ depreciations

=|Gross Cash Floyw
+/- change in working capital
- capital expenditures
- increase in net other assets
=|Operating Free Cash Flows
+ cash flows from non-operating investments

=|Free Cash Flow

Source: Copeland, T., Koller, T. & Mullin, J. (200,Valuation — Measuring and
Managing the Value of Companies“{&d.) New York: John Wiley & Sons

Figure 4.1

4.1 Entity Method

The entity method is usually applied for valuing bsted companies, in particular conglom-
erates. It starts by discounting operating freeh damvs which are not adjusted for interest
and amortization payments (see Figuré“4.and hence estimating the entire enterprise value
including the firm’s debt. The advantage of disdmmtotal operating free cash flows is that
it ignores side-effects resulting from a comparogpital structure. In contrast to the flow-to-
equity measure, operating free cash flows are mtalele, transparent (interim reports often
just state earnings from operations which can el dsr checking past earnings estimates)
and they reveal the earning power of the compaog&rating business. Moreover, they pro-
vide the opportunity to value a conglomerate asstima of values of its business segments.
Since in most cases conglomerates only disclosedh@ngs from operations of the individ-
ual business segments but not how the company’isyegpud debt is divided among them, a
calculation of the flows-to-equity of the individusegments is not possible. To value single
business segments instead of the entire congloeneratften preferable, since the individual
risks associated with each segment might be raikierse.

%1t is important to note that this scheme for ckdting free cash flows is based on U.S. accourgtagdards
and is not targeted at particular industries. lsecaf German companies, there are further adjussyigee
changes in a company’s reserves for pensions. dergthe scheme has shortcomings if applied tityequ
REITs or property investment companies that wildiscussed later on in this chapter.
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Value of Non-Operating
Investments

Costs on

the

Value of Company
Business Level

Segment C

Value of

Value of Debt
Business

Segment B

Value of Value of
Business Equity
Segment A

Total Value of Entity Value
Business Segments

Figure 4.2

The entity method starts by capitalising operatagh flows, which are unaffected by the
firm’s financing decision. The total size of casbws to debt- and equityholders, however,
varies with the actual capital structure of the pany, since interest payments are tax-
deductible in most countries. Increasing the dabo rshifts cash flows from the tax authori-
ties to the equityholders and hence increasesdaimpany’s entity value. However, in case of
REITs, that point is less important, as they do lete to pay corporate taxes by definition.
Nevertheless, the author briefly explains the thmesn approaches that have emerged to
account for tax shields arising from debt financitfgproperly applied, all will lead to the
same result. They might be relevant in the casRHifTs as well, if the actual legal imple-
mentation specifies certain types of earnings e liar example earnings from the sale of
properties or retained earnings — that are not pkeuhfrom corporate taxes.

4.1.1 WACC Approach

According to Mand| and Rabel (2005), the WACC apytois the most frequently used entity
method in practice. Operating free cash flows ateutated as if interest payments were not
tax-deductible. Hence, cash taxes in Figure 4.hlegixes as if the company was totally eg-
uity financed. These “artificial” free cash flows the debt- and equityholders are subse-
guently discounted by the company’s Weighted Aver@gst of Capital (WACC) which is a
weighted average of the return on equity demandethvestors and the interest rate de-
manded by debtholders. The WACC formula accountghfe tax shields arising from debt
financing by lowering the actual cost of depby a correction term (I)twhere ¢ refers to
the corporate tax rate (see equation 4.6).

E D
CWACCZre*V-'-(l_tc)*rd*V (4-6)

expected return on equity

interest rate on debt

corporate tax rate

market value of equity

market value of debt

E + D = total market value of the company

<OMmM& S o
TR T TR T TR
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Using constant WACC implies that the capital stnoetof the company remains constant
over time. In case of varying debt ratios, one seedcalculate different WACCs for every
single period. This might be rather difficult inggtice since it requires estimates for the cost
of equity and debt for different debt ratios. Moren the approach assumes that there is
enough income to shield. It will therefore ovenestie the “real” value of the company, if the
firm actually makes losses. For that reason, aaogrtb Seppelfricke (2005), the WACC
approach is predominantly applied to mature andayafical companies with positive earn-
ings.

4.1.2 Total Cash Flow Approach

The total cash flow approach is pretty similartie WACC approach. It starts by estimating
the company’s free cash flows to both debt- andtglopiders. However, instead of applying
“artificial” taxes as if the company was totallywsty financed, operating free cash flows are
calculated with respect to actual taxes that drise the capital structure of the company.
Consequently, the impact of tax shields on a firtatal value (debt + equity) is already taken
into account in the free cash flow estimates. Tioeee the discount rate used for capitalizing
these cash flows into an enterprise value estiragt@ls a simple weighted average of the
expected return on equity and the interest ratesadded by debtholders (see equation 4.7).
Sometimes this weighted average is also referres toefore-tax WACC which is somewhat
misleading as in both cases tax payments are fakeaccount.
E D

Crer :re*VH“*V (4-7)

expected return on equity
interest rate on debt

le
lq

E market value of equity
D market value of debt
Vv E + D = total market value of the company

In contrast to the WACC approach, the total castv fapproach provides a way to account

for actual tax payments. For that reason, the agbres also applicable in case of negative
earnings. However, cash flow projections requiredmtions about the development of the

company’s debt level and the resulting interestnpayts in order to estimate future tax pay-

ments. This is true as well, if one assumes a aaohstebt ratio, when the cash flows vary

considerably over time. In addition, the approagHess useful in valuing single business

segments of a conglomerate. As stated above, amiegédes do usually not disclose how

their debt is spread between the individual busirsegments. Consequently, a proper alloca-
tion of tax shield is not possible. According tgpBelfricke and Mandl et al., the Total Cash

Flow approach is rarely applied in practice.

4.1.3 APV Approach

The adjusted present value (APV) approach is basea handy characteristic of the present
value concept: the present value of a sum of clastsfequals the sum of present values of
the individual cash flows. The APV approach is &amio the WACC approach as it starts by
calculating operating free cash flows as if the pany was totally equity financed. However,
instead of capitalizing these cash flows with tbenpany’s WACC, they are capitalized with
the return on equity,§ demanded by investors in case of an unleveraged Tihe sum of the
value of the operating cash flows and the valueai operating investments is then also
referred to as “value of the unleveraged firm”. Tihgpact of debt financing on the entity
value is calculated in a second step by addingtésent value of the resulting tax shields.

Valueof the LeveragedFirm =Valueof theUnleveragd Firm + PV(Tax Shield$ (4.8)
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Unlike the WACC or total cash flow approach, théuat capital structure of the company at
hand does not affect the discount factor used paaleze operating free cash flows. The addi-
tional value which arises from debt financing isedmined separately. For this reason, the
APV approach is regularly applied in situations vehthe company’s capital structure varies
significantly over time. In such situations, an kqation of the WACC or Total Cash Flow
approach would require varying discount rates. drtipular, the approach proofs useful in
valuing Leveraged-Buyouts, since it allows for flde calculations of the effects of different
financial scenarios. However, it presumes a pr@gs@mation of the unleveraged return on
equity rewhich might be rather difficult in practice.

4.1.4 The Market Value of Debt

After an estimation of the entity value, one netddeduct the market value of the company’s
debt in order to derive an estimate of its equigyue. The valuation of debt works as the

valuation of any other financial asset. The nehdémsns received by the debtholder are sim-

ply discounted with their opportunity cost. In Weuation process, only present debt is taken
into account. The underlying assumption is thatureitborrowing is done at market rates.

Hence, its present value equals 2&ro

The company’s debt, as it is used in the contextab@iation, does not only include bonds and
bank loans, but all kind of liabilities. In generdley comprise accounts payable, payments in
advance, provisions, bonds, bank loans and any fiilras of debt. Short-term liabilities, like
accounts payable, short-term reserves and banls,|leam generally be assessed with their
book values since the difference to their markdtiesis usually rather small as the payment
is made in the near future. Assessing the valueesdrves for pensions is also rather easy.
According to German accounting standards, bookegbf reserves for pensions must equal
their present value. Hence, book and market vadwedhe same. Long-term debt, however,
has to be adjusted if the agreed interest rateatisssfrom the current interest rate paid on the
market. As stated above, the market value of lengrtdebt is determined as the present
value of its future cash flows streams (intereginpents + repayment of the principal). As a
consequence, the market value will be higher (Ipwen the corresponding book value if the
agreed interest rate is higher (lower) than theeturinterest rate on the market. A further
exception is short-term non-interest-bearing débtlong as these funds are a stable part of
financing, it is not deducted at all. The reasontfas treatment is rather obvious, since - as
long as this non-interest bearing debt is permédyeolied over - the actual maturity is infin-
ity and, as it is known, the present value of a&ndbswv at infinity is zero.

4.2 Equity Method

The equity method is also referred to as flow-taiggmethod since the approach only con-
siders cash flows to equityholders. Operating démhs are therefore adjusted for taxes,
interest and amortization payments. Consequentgh dlow projections require detailed

forecasts of the future development of a compadght level, in particular of the size of

interest payments, the amortization schedule aedite and size of new borrowings. Since
these cash flows belong solely to equity investtirey are capitalized by the return which
these investors demand on their investment givparticular development of the debt ratio.
This expected return on equity is usually derivemhf capital market models such as the
capital asset pricing model (CAPMYr the arbitrage pricing theory (APT)In case of listed

!> The cash inflow associated with borrowing at aifertpoint in time t will equal the future valueaf subse-
quent interest and amortization payments in t.

'® For a discussion of CAPM see: Sharpe, W. F. (19&8pital Asset Prices: A Theory of Market Equilibm
under Conditions of Risk’Journal of Finance 19, pp. 425-442 and Lintn86G): “The Valuation of Risk
Assets and the Selection of Risky Investmenteak Bortfolios and Capital BudgetsReview of Economics
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companies, it is possible to compute the factogsired by the models directly by looking at
the historical performance of the traded sharesthadlevelopment of the risk-free interest
rate during that time period. If a business islistéd, the estimation of the opportunity costs
of equity gets more difficult. In general, one hasearch for comparable companies that are
listed on the stock exchange and derive an estiofdteeir cost of equity. Finding companies
that are similar with respect to size, businessvigt operational risk, leverage ratio and
long-term growth prospects is often difficult. ibraparables can be found or if it is possible
to adjust for differences, the computed costs afitggcapital can be used to estimate the
value of the company’s operating business. Addimgtalue of non-operating investments
leads finally to the company’s equity value estindthe equity method is frequently used for
valuing banks and insurance companies.

4.3 Strengths and Weaknesses

The DCF methodology is based on a sound theordti@alework: the value of a company
equals the cash flows to the owners discountechbly bpportunity costs which account for
the time value of money and the inherent risksudhter strength of the DCF methodology is
its flexibility. Cash flow streams can be easilydad or subtracted. Therefore, it provides a
convenient way to run through different scenaridssignificant benefit is that during the
process one gets to know the drivers and dimingsbéa company’s value which increases
one’s understanding of a business,

However, it has shortcomings as well. A DCF modsgjuires a lot of assumptions about its
input variables. Estimating the development of fetaash flows and the company cost of
capital can prove very difficult in practice. As fany other model, the “garbage in, garbage
out” principle holds. If the model's assumptions #awed, the results will be flawed as well.
Therefore, the DCF approach works best if theehggh degree of confidence about the size
of future cash flows and the company’s cost of tedpin addition, it includes a latent danger
of manipulation. It is easy to convince oneselaoything one wants.

Another drawback of the methodology is it doesammtount for managerial flexibility — often
referred to as real options. This kind of flexityilhas an intrinsic value. A management can
alter a company'’s course of action over time whemain aspects of the uncertainty about the
future become known. It can create, exercise aadddn strategic and flexible options. Un-
developed land is a rather typical example of & @pdon in case of property companies or
REITs. If it generates no income, it will be wortkro according to the DCF appro&th
However, vacant land provides a (real) option fevelopments, which can be very valuable
in situations when property prices are high anccheatquisitions are pretty costly. Of course,
this shortcoming can be eliminated by adding theesof a company’s real options to the
general DCF estimate. There is a valuation metloggolor real options based on the general
option pricing theory. Though quite interestinge #wthor decided to leave it out, since the
underlying theory is pretty extensive and diffictuse in practice.

Another limitation of the DCF methodology is thats solely based on cash flows and costs
of capital. There are additional factors, like sparency, liquidity and the overall market

and Statistics 47, pp. 13-37; or Brealey, R. A. &dvk, S. C. (2003)Principles of Corporate Finance’chap-
ter 8, New York: McGraw-Hill

" For an introduction to APT see: Ross, S. A. (197B)e Arbitrage Theory of Capital Asset Pricinggurnal
of Economic Theory; 13:341-360; or Brealey, R. AM§ers, S. C. (2003)Principles of Corporate Finance
chapter 8, New York: McGraw-Hill

18 Of course, it is possible to include future depehents in a DCF model. But that requires clearragsions
about the point in time when the land will be deypeld and about the size of the incremental casisfldhe
additional value that results from the (fixed) fiwlevelopment will be the value of an all-or-nothinvestment
and will not account for any flexibility.



28 Chapter 4 — Discounted Cash Flow Methodology

sentiment, which may have a significant impact dogs paid on the market. However, they
are rather difficult to quantify in practice.

4.4 DCF in Practice

The survey among analysts revealed that althoughD®F approach is probably the most
accepted theoretical valuation methodology it ielsaapplied in practice. Among the six
respondents, only Craig Leopold from Green Strestigors stated that they apply the DCF
methodology (they use both the entity and the gaapiproach). However, Anthony Pallone
from JP Morgan and Chris Lucas from Robert Bair@€& pointed out that they use the divi-
dend discount model as an additional valuation owdlogy. This was of course the result of
an unclear formulation in the questionnaire asdbthor assumed that the DCF approach
includes the dividend discount model. Nevertheldss,DCF method received also a signifi-
cant lower score from the six respondents on thestipn how much weight they put on the
individual approaches in their final value estimathe average score was 2.83 on a scale of
one (less important) to six (very important). Tkepective figures for earnings multiples and
the NAV approach were 4.67 and 5.25.

The analyst reports and REIT material that wasistugroduced a similar result. The only
company which explicitly pointed out that they apfiie DCF approach for determining their
REIT price targets was Morningstar. In addition,riyn Stanley indicated the usefulness of a
dividend discount model, though they do not appig.oThey stressed that they continued to
believe that the extent to which REITs dividendsenéely to grow in the future was one of
the most underappreciated attributes of REITs. Hewethey only account for dividend
growth in a multiple approach called multiple-tmgth-rates (MPGR) which will be ex-
plained in the next chapter.

In an article of July 27, 2005, Morningstar analyst Craig Worker writestttiee company
recently replaced its NAV model by a DCF model whtbey found out to perform much
better in valuing REITs. The company believes this first independent research firm to use
this approach as a primary tool for valuing REIBsfore applying the new model, Morning-
star considered all 61 REITs it covered overvaluWaztording to Patrick Dorsey, director of
stock analysis at Morningstar, the main shortconuhthe NAV approach is it does not ac-
count for the fact that a REIT management can adddastroy value by their actions.

Morningstar has identified five major ways a REIBmagement can boost the overall value
of their company, and included them in their DCFdeilo First, it may be able to increase
earnings from the existing portfolio. That includgsarging higher rents for new leases and
looking for high-margin revenue sources. SeconBEHl management might be able to ac-
quire undervalued properties and develop or redpviem into more productive assets. A
third value creating strategy is expanding intoeigsanagement through joint ventures. In
these arrangements, the REIT owns a property yowith a partner, e.g. a pension fund.
Usually, the REIT takes only a minority stake aadorimarily responsible for the manage-
ment of the property. Hence, it is able to earadyehigh-margin fees with little capital re-
quirements. A fourth way of boosting the overallueaof the firm comprises all activities that
are generally referred to as “financial engineétifthese activities include amongst others
cutting cost of debt, searching for tax-free proypexchanges and buying low-cost options in
properties. The final way of increasing firm valgdo retain earnings (e.g. by dividend rein-
vestment plans since REITs are required to paytraumajor part of earnings as dividends)
and reinvest them at a return above the comparntyotaapital. Mr. Worker admits that this
is no simple task, but he believes investors cak & a management’s track record of invest-
ing in good projects above the company’s cost pftahas investors look at the track record
of mutual fund managers in their investment deasio
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Although a DCF model requires significantly morerkwand although the value of manage-
ment and other intangibles do only provide 15% %662to the overall value of the stock,
which indicates the primary importance of the mirc value of a Refit’s buildings, the added
detail is pretty important for sound investmentidiens. Morningstar believes cash flows and
earnings ultimately drive the value of the stoclaireal estate firm just as they drive the value
of any other stock. However, their criticism of tHAV approach mainly results from a pretty
strict NAV definition. Other analysts and investoeslized as well that there are additional
value drivers not covered by the NAV approach. Heevethey value them separately and
then add them to or subtract them from the NAV rideo to derive a final estimate of an eg-
uity Refit's fair value. Rejecting the NAV approasimce the NAV figure does not cover all
value drivers seems too strict. The issue is mbautawhich approach is better capable of
accounting for the additional factors.

However, it is important to keep in mind that theegtionnaire was only sent to analysts and
hence may be biased. Public accountants and M&Asadss have different valuation back-
grounds and for that reason may put a greater esigploa the DCF methodology and the
dividend discount model.
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5. Earnings Multiples

Another approach frequently applied in valuing besses is the use of earnings multiples.

The underlying idea is like in the DCF methodoladlggt the value of a business is determined

by its capability to generate future cash flowswsdwer, in contrast to the DCF methodology,

not the free cash flows of several years but ordingle year’s earnings are capitalised into a

business value estimate. The discount factor arafled multiple is derived from comparable

companies, usually referred to as the “peer groapd the relationship between their market

prices and expected earningsApplying multiples result therefore in relativaluations, i.e.

the subject business is valued with respect toaagrces paid for other, comparable busi-

nesses. The implied assumption is that these paieesfficient.

5 . Ph_ 1 = EarningsMultiple (5.1)
r-g E, r-g

present value of future earnings = observed wice

expected earnings per share in the next period

ObservedStockPrice = PV, =

PVo
E

There are several different definitions for mukigl In general, one distinguishes between the
type of value that is estimated, equity value dergrise (entity) value, and the unit of com-
parison. A meaningful unit of comparison shouldcharacterized by a rather stable relation-
ship to the company’s future free cash flows, &smiajor value determinant. Usually, differ-
ent kinds of earnings measures are chosen. Nelesthen some cases other units of com-
parison prove quite useful, like sales, the nundb@ostumers, or the lettable area. The mani-
fold earnings definitions arise from rather simlif assumptions the methodology is based
on. A closer look at the theoretical foundatiorij3eveals that using earnings multiples im-
plies that the risk profile and the growth prospeaftthe peer group are similar to the ones of
the business at hand and that the used earningsumreeid a good proxy for the company’s
free cash flows. This is a very strong preconditioat is often not fulfilled in practice. As a
consequence, adjustments to the earnings estimdttha corresponding multiples are neces-
sary. As in the case of the DCF methodology, onthe$e adjustments includes separating
earnings from non-operating investments. Howeveterining the size and scope of these
adjustments is usually quite difficult in a complaxsiness environment.

According to Seppelfricke, there are several casglesre multiples prove pretty useful in
practice. These include situations, when the abigldata does not allow for reasonable cash
flow projections and consequently inhibits a deiDCF analysis. This might be the case for
a “sum-of-the-parts” valuation of conglomerates,ewtthe necessary information about the
individual business segments is not available.ddéht multiples for different business seg-
ments can provide an easy way for accounting fifergint growth prospects and risks. Fur-
thermore, analysts are often required to quickkeas the effects resulting from new market
developments. This does usually not allow for detaicash flow forecasts. A third field
where multiples are frequently applied are IPOs @htermination of the floatation price is
mainly determined by the current sentiment and etgpens of the market, which are usually
reflected in actual market prices. Hence, applymgtiples means applying current market
sentiment and expectations. In addition, multiplesalso regularly applied by M&A advisors
in order to present a first value indication fdagget business to prospective buyers.

9 Some people use reported earnings instead of #xpearnings in calculating multiples. Althougtstrs
flawed from a theoretical point of view, it might lvaluable in practice if reported earnings arecsamngful
proxy of expected earnings as it facilitates thewudation process.
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5.1 Price - Earnings Ratio

A frequently applied equity value multiple is thece-earnings ratio (P/E ratio), which is
defined as a company’s share price divided by pexrbbd’'s expected earnings per share. In
order to make sure that companies are comparatblast to a certain extent - book earnings
have to be adjusted for one-time events to retwetraged operating income. In Germany,
analysts apply frequently a so-called DVFA/SG aagaimeasure. The derivation of these
normalised earnings from book earnings, are defineDeutsche Vereinigung fir Finanzana-
lyse & Asset Management (DVFA), a German societineéstment professionals, which is a
member of the Association of Certified Internatiomavestment Analysts (ACIIA), and
Schmalenbach-Gesellschaft (SG), an esteemed ndibh-gnganisation, which aims at linking
theory and practice in business administration.oAding to the DVFA/SG standard, after-tax
book earnings must be adjusted for one-time evdikésfor example the costs of an IPO or
the costs related to the termination of a businegs Additionally, the effects of calling upon
voting rights in financial statements, as for ins& certain additional capital allowances,
have to be removed. The adjustments must inclugleffiect on the company’s tax liabilities
as well. However, fluctuations in a firm’s opergtibusiness and hence operating income
should not be smoothed.

P/E- Ratio:& (5.2)
E

1

Po
E.

current share price
expected earnings per share in the next period

A peculiarity arises in the context of property @stment companies and REITs. In case of
ordinary businesses, capital gains from the sajgaberties belong to earnings from unusual
one-time activities mentioned above and hence shioelladjusted for. But in case of property
companies, at least some of these earnings betongdrating income. Property developers
and traders receive the major part of their eamsifigm selling properties. Therefore, an
adjustment for earnings from property sales makesemse. The major source of income of
property investment companies is rental revenueseNheless, their core business does also
involve a certain degree of portfolio managemeithe DVFA/SG standards suggest that
earnings from capital gains should be includechenrtormalized earnings estimate as long as
rental income remains the main income source, @®ifrom sales are regularly reinvested
and the value of the sold properties is limitecb% of total portfolio value. Additional in-
come from property sales should be subtracted asuah earnings as in the case of ordinary
companies.

However, despite all these adjustments, P/E makigtill have weaknesses. Earnings are
accounting figures and do not represent actualnvecto the shareholders. In Germany and
the United States, where financial reporting regoe require properties to be valued at
historical acquisition costs (plus capital expemais, less depreciation), appreciations in
property values are not accounted for. Moreovarugh adjusted, earnings are not smoothed
for operational fluctuations and hence may notes@nt a sustainable earnings estimate. The
focus remains on one period. A further problem wiging P/E-ratios as an earnings multiple
for business valuations is that even if the comparaompanies do have similar operational
risks and growth prospects, their P/E ratios migghtather different, due to different levels of
leverage. Investors demand usually a higher ratetafn as their cash flows streams become
riskier due to a higher debt-to-equity ratig {n (5.1)). Consequently P/E ratios for highly
leveraged companies tend to be lower than thosmmipanies with a small debt-to-equity
ratio.
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5.2 Enterprise Multiples

Due to the shortcomings of P/E ratios, alternagigenings measures were developed such as
EBIT and EBITDA. Enterprise multiples foot on Modani’'s and Miller's (1959) famous
proposition I:"The market value of any firm is imqmEndent of its capital structure.” The un-
derlying idea is that the value of a company ideined by the asset side of the balance
sheet, on its capability to generate future castvsland the associated operating risk. The
right-hand side simply reveals the claims on trezsh flows. A management cannot increase
the enterprise value of their firm by apportionogerating cash flows between different types
of claims as the total amount of cash flows andoite risk remain the same.

In order to estimate the value of a company’s dpeyabusiness and the associated risk, one
needs to estimate the company cost of capital wihidhides, in addition to the cost of equity,
the interest demanded by creditors. Therefore gdiraings measure used by calculating the
multiple must include interest payments as wellwideer, although enterprise multiples
eliminate the effects resulting from financial riskey are based on the assumption that the
enterprise value and hence the company cost ofataie independent from a company’s
capital structure, as stated above. However, thés anly hold in Modigliani’s and Miller’s
simplified world without taxes and costs of finaaicilistres®’. In practice, the enterprise
value of a company is affected by its capital dtriee; as a result of changing tax shields and
changing costs of financial distress. Enterprisdtiplas will therefore only work well when
the comparable companies have similar capital &tres and are liable to the same tax regu-
lations.

Revenues
- material expenses
- production expenses
+ interest income from operations

- depreciation
- amortization

- interest expenses
+ [income from participations]
- taxes

=|Earnings according to DVFA/SG standards

Source: Krolle, S. (2003): ,Bewertung der ImmodiltAG Uber das Unternehmensergebnis®;
in Rehkugler, H. (2003): ,Die Immbbn AG — Bewertung und Marktattraktivitat";
Munich: Oldenbourg Wissenschaftagrl

Figure 5.1

Figure 5.1 depicts the relationship between thieidiht earnings measures. The definitions of
EBIT and EBITDA are controversial in practice. Thmain controversies involve the treat-
ment of interest income from operations (not inolgdexcess cash) and income from partici-

? The cost of financial distress accounts for thitaghal costs incurred when a company goes barKtegal
advisors, accountants, etc.) oris close to bant&yu(suppliers backing out, since they fear thatrtbills will
not be paid in the future, falling sales, sinceteners fear that their warranties and the cust@aedice will
become worthless, etc. ).
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pations. The figure shows the relationship betwten different earning measures as it is
proposed by DVFA. Anglo-Saxon countries usually afétinterest income from operations
with interest expenses from working capital. Conserly, these interest earnings are not
included in their EBIT and EBITDA multiple measui@VFA argues that such a treatment
normally leads to flawed results from a valuatibedretical perspective (unfortunately it is
not explicitly stated why). In case of participaisy they recommend to value income from
participations separately if the corresponding $axiterest payments and depreciations are
unknown or if the associated risk differs signifidg from the risk of the holding company.
However, they provide no general recommendation.

In order to derive the enterprise multiples for tuenparables, one needs to determine their
enterprise values. In general, this means detengiithe companies’ market capitalisations,
adding their debt and adjusting for the value af-nperating cash flows. Figure 5.2 depicts a
calculation scheme as proposed by Seppelfricke. ddteal adjustments will depend on
which definitions are used for calculating EBIT a@BITDA. If for example lease payments
resulting from financial leases are already takemm expense in a company’s income state-
ment and therefore are not added back, adjustni@ntie present value of financial leasing
obligations will not be required. They are alreadgounted for in reduced earnings.

Market Capitalisation
+ market value of interest-bearing debt
+ shares of third parties in subsidiaries
(+ present value of financial leasing obligations)
(+ increases in unfunded plans)
- market value of non-operating investments
(- present value of tax shields from accumulateficds)

= Enterprise Value (EV)

Source: Seppelfricke, P. (2005): ,Handbuch Aktiend Unternehmensbewertung®;
Stuttgart: Schaffel-Poeschel

Figure 5.2

In the same way as one derives the enterprise \ailtlee comparables from their market
capitalisation, one must eventually derive the ggualue estimate of the subject business
from its enterprise value estimate.

5.2.1 EBIT-Multiples

EBIT is defined as earnings before interest anédaXhe advantage of using a “gross earn-
ings” measure is it focuses on a firm’s operatingibess and ignores side effects from fi-
nancing. For that reason, it is possible to comparapanies with different leverage ratios.
Tax payments are included as they depend on thet tdvdebt financing as well. In most
countries, interest payments decrease taxable im@nd hence lower tax liabilities. A further
advantage of using a pre-tax figure is it allows domparison between companies that are
liable to different tax regulations, like companiesm different countries.

. EV
EBIT — Multiple = —2 (5.3)
EBIT,
EVy current enterprise value (equity + debt)

EBIT; normalized expected earnings before interest tax in the next period
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Since EBIT multiples are also based on a single’yexpected earnings, a normalized EBIT
estimate is crucial. Consequently, book EBIT habdadjusted for unusual one-time events
as one adjusts book earnings in the P/E ratiohioAtih EBIT allows for the use of multiples

in case of different leverage ratios, it does radves all problems. Differences in the invest-

ment cycle and temporary differences in depreaiatimake a comparison of companies with
similar operating risks more difficult. For thatas®n, the EBITDA earnings measure was
developed.

5.2.2 EBITDA-Multiples

The EBITDA earnings measure is defined as EBIT ilgefitepreciations and amortizations.
As a company's capital expenditures usually vawgnfiyear to year, earnings measures try to
account for the longevity of these investments fitificdally spreading the expenses as depre-
ciations or amortizations over the years in whighytwill be used to generate value for the
company. The difference between depreciations amaitezations is simply that former ac-
count for the loss in value of tangible assets whgratter account for the loss in value of
intangible assets, like trademarks or goodwill. Bionplicity reasons, both terms will be re-
ferred to as depreciations as from now.

. EV,
EBITDA- Multiple= ——2— (5.4)
EBITDA
EVo = enterprise value (equity + debt)
EBITDA = expected earnings before interest, taxes, e@ption and

amortization in the next period

EBITDA can be used to approximate the fundameraalieg power of the company's opera-
tions. It is often seen as an approximate measurg¢hke company’s operating cash flow.
Depreciations are accounting measures that dooreéspond to actual cash outflows. They
are deducted in earnings calculations in orderctmant for the loss in value of past capital
expenditures during the accounting period. The atdge of taking EBITDA as unit of com-
parison is that it is not blurred by temporary eliénces in depreciations between the com-
pared companies in the base year. These differenggs result from varying national ac-
counting standards or when the comparables ardiffesient phase of the investment cycle.
For instance, if the subject REIT decides to inwests property stock in order to increase its
future earnings, applying an EBIT multiple will weréstimate its fair value, since deprecia-
tions will decrease its EBFf. A further advantage of the EBITDA multiple is thiican be
computed even if a company is reporting net lossiese a firm’s EBITDA is usually posi-
tive. For this reason, the multiple is frequentsed to value new businessés.leveraged
buyouts, where the key factor is cash generatethdyirm prior to all discretionary expendi-
tures, EBITDA is the measure of operating cash $lélaat can be used to support debt pay-
ment at least in the short-term.

However, the EBITDA measure is an insufficient prd&r a company’s operating free cash
flows. It totally ignores cash outflows that resiuim capital expenditures. Warren Buffet, a
famous investor, once saitboes management think the tooth fairy pays foritgxpendi-
tures.” Investors apply therefore EBITDA measures to apjpnake the fundamental earning
power of the company's operations while separdéetpring in the projected capital expendi-
tures needed to maintain those operatidiss is valuable because of the time value of
money. Investors know that a large capital expengliis less costly if it is made several years
into the future as the firm can use the cash fat &xpenditure to generate income in other

2L Of course, this only holds, if the comparablestdamilo such investments as well and hence doa the
same kind of deprecations lowering their EBIT.
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ways in the interim period. Therefore investorski@b a "pure” measure of ongoing earning
power and then make an educated assessment ahthg of significant capital expenditures.

5.3 Special Earnings and Cash Flow Measures Used to  Analyse
U.S.-REITs

As stated above, net income calculated using giyneracepted accounting principles (“US-
GAAP”), is not regarded as a meaningful indicatarthe profitability of REITs and property
companies. Therefore, special earnings and cashrfieasures were developed in the United
States to account for the peculiarities of thesapamies, similar to the DVFA/SG earnings
measure proposed in Germany.

V=T 1 o 33T BX,XXX, XXX
Adjustments:
Depreciation of real estate assetS..cuae..ovviie i, BX XXX XXX
Amortization of tenant improvements and tenargvadinces.............. BXXX, XXX
Amortization of deferred leasing costs.. e e e BXXOXXX
Gains/losses from sale of depreciable real estate ..................... BXXX,XXX
Gains/losses from sales of other real estate arutiies................... BXXX,XXX
Other items:
Discontinued OperationsS..........cc.eveveiriie e e s e e ieeen e DXXXXXX
EXtraordinary ltemMS..........ouiii i e e e PBXXX, XXX
Cumulative effect of accounting change.................cocoviiiien v vnes PXXX, XXX
Adjustments for minority interest — consolidatéfliates................... BXXX, XXX
Adjustments for unconsolidated affiliates.............ccccceeviiiiininnnn. BXXX, XXX
Funds From OperationsS..........ooviiiie e e e e e BXXXX XXX

Source: NAREIT, National Policy Bulletin FFO Whiaper Disclosure; February 2004
Figure 5.3

5.3.1 Funds From Operations

In 1991, NAREIT defined Funds From Operations (FF@h)ich has become a widely ac-
cepted industry standard, acknowledged by the 8ssuand Exchange Commission as well.
Many analysts use this supplementary earnings measua starting point for analysing the
historical and prospective profitability and valoecompanies in the industry. NAREIT has
released a “White Paper on Funds from Operationsi avclear definition of FFO in order to

promote a uniform industry standard (the definitiwas clarified in 1995, 1999 and 2002).
The latest issue of the White Paper defines FRBadriollowing way:

FUNDS FROM OPERATIONS means net income (computaccordance with gener-
ally accepted accounting principles), excludingrgafor losses) from sales of property,
plus depreciation and amortization, and after athusnts for unconsolidated partner-
ships and joint ventures. Adjustments for uncodatéid partnerships and joint ventures
will be calculated to reflect funds from operatiarsthe same basis.

According to the White Paper, the main intentiordefining a supplemental earnings meas-
ure for REITs was the problem of historical costamting, which implicitly assumes that
the value of property assets decreases predictalay time. This might be a reasonable as-
sumption for the loss in value of other assetstheitvalue of real estate assets rises and falls
based on the market environment. Historical evidesuggests that overall real estate assets
tend more to appreciate than to depreciate. Therdifces in depreciation rates among REITs
and among individual REITs assets (new assetsldsassets) make a comparison of their
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financial performance based on net income morécdlff To address the depreciation prob-
lem, NAREIT created FFO as a supplement earningsure of a REIT’s operating perform-
ance.

There are other adjustments that should be madeelissuch as subtracting any income
recorded from the sale of properties. The reasothie is that a meaningful measure cannot
ignore depreciation, which reduces the property oosthe balance sheet, and then includes
the capital gain from selling the property abowve phice at which it has been carried. Further
items that NAREIT suggests to be added back arertaation of capitalized leasing ex-
penses, such as commissions paid to agents whiengreffices or other properties, and ten-
ant allowances and tenant improvement, and thieze li

Nevertheless, the White Paper notes that not afedgations and amortizations should be
added back. Depreciations of assets other tharestale are no less real when owned by a
REIT or property company. Examples of items thatusth not be added back are amortiza-
tions of deferred financing costs, depreciatiorcamhputer software and company office im-
provements. Since an appropriate disclosure ofngpany’s FFO calculations are crucial for
understanding the profitability of REITs and prdgecompanies, NAREIT released some
“best practice” recommendations. Figure 5.3 shdwsRFO/net income reconciliation as it is
proposed in NAREIT’s National Policy Bulletin “FF@hite Paper Disclosures” in February
2004.

However, some prepares and users of financialmstatts employ differing FFO definitions.
Companies are generally free to publish any additicnformation, of which they think they
might be useful for analysts and investors. Sin€® Ras no statutory definition, REITs can-
not be enforced to publish FFO that comply with NAR's FFO definition.The ambiguous
use was particularly severe in the past and waemanise by the fact that many companies
used to publish FFO without showing how it was catef so that users of financial state-
ments did not know whether the FFO measure compliddthe NAREIT definition or not.
This decreased the usefulness and effectiveneb&©Offor comparing different companies.
The calculation scheme depicted in Figure 5.3 vedsased by NAREIT’'s Best Financial
Practices Coundif in order to address the problem. Since the filmtfications about FFO
and NAREIT’s strong efforts to promote a uniformaredard, many companies have adopted
the NAREIT definition in their financial statementéccording to Hamid Moghadam,
NAREIT chair, compliance has increased to nearl9%96 2004. Nevertheless, it must be
stressed that there are still FFO measures pullishat considerably deviate from the
NAREIT definition.

In the May/June 2001 issue of the NAREIT magaziRed Estate Portfolio”, David M.
Taube and George L. Yungmann, director, finandiahdards, and vice-president, financial
standards, respectively, of NAREIT, suspect thatrtitost important reason for the inconsis-
tent use is or wads a misunderstanding of the FFO measure. Adjustmametsisually made
under the notion that FFO should represent stailizash flows generated by operations
rather than a supplemental measure of accrual, GBa&gfs earnings. The adjustments made
are usually appropriate to translate FFO in a ¢asth measure but that was not the original
intention of FFO. Taube et al. point out that itiear from both the 1995 and 1999 versions
of NAREIT's FFO White Paper that FFO is intended¢oa supplemental accrual basis earn-
ings measure and not a measure of cash flow oR&EI&’s dividend paying capacity.

2 The Best Financial Practices Council was formefig88 as an effort to enhance the quality and &ffemess
of industry financial practices, including financiaporting, disclosure practices required by USARAand
practices related to FFO.

% Taube and Yungmann's article was published in 2004n the use of deviating FFO definitions was more
common than now and the latest issue of the WhifePand the National Policy Bulletin (see figure) 3vere
not published yet.
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5.3.2 Adjusted Funds From Operations

Although the White Paper points out that “the oraiintent was that FFO be used for the
sake of determining a supplemental capitalizatiaritiple similar to a P/E ratio”, the evi-
dence that people tried and still try to adjust FR@Qicates that it is probably an insufficient
measure for valuing REITs. Alternative measures #éna proposed by different authors and
that are frequently used in practice are “adjudtedis from operations” (AFFO), “funds
available for distribution” (FAD) and “cash availaldor distribution” (CAD).

For instance, adjustments to FFO include: accogrfn recurring capital expenditures, like
new carpeting and roof repairs, that are neededaiotain a REIT’s properties and its reve-
nue stream and that cannot be recovered from ti@tg, and removing the effect of straight-
lining rents. According to US GAAP, net income @rmally determined after “straight lin-
ing”, or smoothing out contractual rental incomewothe term of the leaSe However, in real
life, rental income from a multi-year property leas not smoothed out. It often starts low but
rises from year to year. Figure 5.4 depicts freqaehustments to FFO which are used to
derive AFFO, FAD or CAD.

Frequent Adjustments to FFO

Normalized recurring capital expenditure
Straight-line rents in excess of (less than)
contract rents

Amortization of deferred financing costs
Amortization of stock compensation
Deferred taxes

Deferred contingent rents

Gains/(losses) on sales of securities or
property included in FFO

Other significant unusual and/or non-cas
items

\"44

-

Figure 5.4

AFFO, FAD and CAD are cash flow measures that arended to disclose stabilized cash
flows generated by REITs and their capacity to dagdends. They are better suited for
valuations from a theoretical point of view, singecontrast to an earnings measure they are a
proxy for a company’s free cash flow (an exampleaio FFO/AFFO derivation can be found
in Appendix Ill). However, there is no single gealbr accepted “cash flow measure”.
Though NAREIT recommends REITs to disclose addaionformation that could be used to
develop an additional “stabilized cash flow / vdilaa metric”, like AFFO, FAD or CAD, it
does not promote a particular measure as it dodkercase of FFO. In its White Paper,
NAREIT points out that it believes that there i adequate consensus among preparers and
users of REITS’ financial statements that wouldwlhn agreement on a single definition of a
cash flow measure. Moreover, NAREIT does not belitvat a single definition would be
consistently applicable to all REITs. In the rend&in the term AFFO will be used as a proxy
for the three cash flow measures.

24 statement of Financial Accounting Standards (,SHA®. 13, “Accounting for Leases”, requires all RE
to straight-line rental revenue over the term eflérases and to record that amount each year @seaating
revenue.
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5.4 Selecting Comparable Companies

Selecting comparable companies is a crucial steparmultiple approaches. The companies
included in the peer group should be charactertaec similar relationship between their
value and the unit of comparison. In general, tlokls for companies within the same indus-
try. Since REITs are quite different from other @amies in terms of business operations and
the resulting cash flow patterns and the associag&dtheir peer group should be limited to
other REITS®. But as there is also considerable diversity witihie industry itself, a further
focus on property sectors might be necessary. Tafilshows how NAREIT classifies U.S.
equity REITs according to property sectors and acioss. This classification scheme pro-
vides a basis for selecting comparables for U.8itgdREITS and may be applicable to Ger-
man REITs as well.

Table 5.1

Property Sector and Subsector Number

Industrial / Office 37
Office (23)
Industrial @)

Mixed (7)

Retail 33
Shopping Centres (18)
Regional Malls 9)

Free Standing (6)

Residential 27
Apartments (22)
Manufactured Homes (5)

Diversified 18

Lodging / Resorts 19

Self Storage 5

Health Care 14

Specialty 7

Total 160

Source: NAREIT, October %12005

Seppelfricke specifies six criteria that comparatsieould fulfil to ensure a sound application
of multiples. First, companies should be at a simdtage of their life cycle, since young
companies are usually characterized by lower egsnand higher risk. Second, companies
should have comparable business models. Firmsb#lahg to the same industry may have
different types of customers, different value ckaon a different regional focus. Third, com-
parables should have similar leverage levels. Agedtearlier, company costs of capital gen-
erally increase as a business’s debt ratio incsedsgarticular, highly indebted firms tend to
trade at significant discounts to their counterpaRourth, companies included in the peer
group should have similar levels of diversificatidn most cases, investors penalize con-
glomerates with a discount. As will be stated ie tiext chapter, this general observation
holds also in case of diversified REITs. Fifth, gaarables should be in the same stage of the
market cycle. Multiples are based on a single gea&rnings, which might significantly de-
pend on the stage of the cycle. Sixth, companidshndre included in the peer group should
have similar strategies. A firm’s strategy is adigator for its long-term earning power and
its risks. Since the strategy of a company is nyaiietermined by its management, its quality
must be judged by its management as well. Howewegsuring the quality of a management
is rather difficult in practice.

% In some cases, property investment companies righppropriate as well.
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In general, valuations which are based on multiglmmand for a trade-off between the num-
ber of comparables and their comparability to thiejext business. Since in most cases, the
subject company and the peer group will not pesfenatch up, analysts and investors must
make appropriate adjustments based on profesgicdgement and their experience.

Selecting comparables also depends on the purgade ealuation. For instance, investors
tend to pay higher prices for publicly traded comipa than they do for non-publicly traded
companies. On the other hand, they are usuallyngilio pay control premiums when they
acquire an entire company. In general, one dista#gis between three methods: the Initial
Public Offering method, the Recent Acquisition noethand the Similar Public Company
method.

Initial Public Offerings Method

The first method is frequently applied in IPOs asdased on subscription prices paid for
similar companies in the past. The drawback ofaiy@roach is a sound application requires a
minimum number of similar IPOs in the “recent” pashich often proves quite difficult in
practice.

Recent Acquisition Method

The recent acquisition method is targeted at detengn reasonable purchase prices. In con-
trast to the first approach, multiples are not dase IPO but on transaction prices paid for
similar companies in the past. As the IPO methbd, Recent Acquisition method is less
useful when there were too few similar transactionthe past or when they are too old to
reveal actual market pricing. Moreover, informatiabout recent transactions is often not
publicly available.

Similar Public Company Method

According to Seppelfricke, the most frequently @&ablapproach is the similar public com-
pany method. In contrast to the previous methoddtiples are based on the current share
prices of similar publicly traded companies. Foattlheason, the approach is particularly
suited for estimating the fair value of listed canjes. The main advantage of the method is
that share prices are publicly available and tHat af additional information about the com-
panies is disclosed which might prove very usefuthe valuation process. Therefore, the
similar public company method is also regularlylggapfor valuing IPOs or potential acquisi-
tion targets. However, since the purpose of theiatadn differs, adjustments to the value
estimate are necessary. This include amongst otheliscount for not-listed companies to
account for the limited fungibility of their sharesdiscount for IPOs as an incentive for sub-
scription and a control premium to account for dgglitional value of the opportunity to in-
fluence management.

5.5 Multiple Consolidation

The next step in a multiple valuation process islésive a multiple from the peer group
which will then be applied to the subject busin&dsppelfricke describes three approaches
which are regularly applied in practice. The fiagproach is to choose the mean of the peer
group multiples. The shortcoming of this methodhat means are generally distorted by
extreme values. Since there are no multiples smialés zero, means tend to overestimate the
business value. A second approach is to choosenditkan of the peer group multiples. In
contrast to the mean, the median is not affecteéxigeme values. A further benefit of the
median is that it minimizes the absolute distarmetsveen the median and the comparables.
This is valuable since the objective of the mudtiplpproaches is to minimize the difference
between the estimated and the actual market groeever, there is also a drawback. Ex-
treme values reveal some market information whitltase of a median is not taken into



40 Chapter 5 — Earnings Multiples

account. A third approach is to apply a linear @sgron model. As stated above, the underly-
ing assumption of the multiple method is that thisra linear relationship between the ob-

served prices and the unit of comparison. For teason, the final multiple could also be

estimated by applying a linear regression to thex geoup multiples

5.6 Strengths and Weaknesses

In contrast to the DCF methodology, a multiple-lobgealuation process does not only focus
on the subject business. It takes also accounteirtformation that is implied in observed
market prices. As stated above, the DCF methoddlogyses on future free cash flows and
their opportunity cost but does not consider ofaetors which might affect the actual value
of a firm, like the liquidity of shares, real opt® and principal-agent problems. The advan-
tage of using multiples for valuations is that theg based on actual market prices which
already account for these factors. Furthermoretipte$ are comparatively easy to calculate.
In particular, they do not require lengthy castwflforecasts. The “simplicity” of multiples
has another advantage. It leads in many casegghwihacceptance among the users of the
valuation as they understand the underlying assomgtThe DCF model, in contrast, comes
often across as a black box. A further benefithefmultiple approach is the required analysis
of the competitors helps to understand the sulpesiness’s strengths and weaknesses.
Moreover, multiples allow for historical comparisoifror instance, analysts and investors can
look at past P/FFO ratios and compare them witheoti?/FFO ratios in the market in order
to see whether the REIT sector is historically ewerundervalued.

Nevertheless, there are also drawbacks. Multiptesbased on the economic principle that
perfect substitutes should trade at same prices competitive market. However, in a com-

plex business environment there are no perfecttisutes. The quality of the value estimate

depends to a large extent on the existence andtiseledf comparable companies. The “sim-

plicity” of multiples is not only one of its stretigs but also one of its weaknesses. Small
changes to the earnings estimate of the base yaahave a significant impact on the final

value estimate. In general, too many “subjectivdjustments in the selection of comparables
and the smoothing of earnings undermine the objéci@nd hence the strength of the multi-

ple method. A further problem arises if the undedyassumption that observed market prices
are efficient does not hold, due to for example lmwidity of the shares or an overoptimistic

market. Valuing companies solely in terms of prigdsch were paid for other companies

increases the risk of price bubbles as could be dagng the Dot-com Bubble in the end of

the 1990ies. According to Seppelfricke, criticslod multiple approach frequently argue that
the objective of business valuations is to deteentire fundamental value of a company and
not its price which might be “distorted” by marlsgintiments. However, some situations, like
IPOs and Squeeze-outs, require current marketsprice

5.7 Multiples in Practice

As stated in the beginning of the chapter, muls@ee frequently applied in practice for esti-
mating the value of a business in particular bylyats and investors who are concerned about
the current pricing of the market. Therefore, itswa big surprise that the survey among
REIT analysts revealed that five out of six resporid apply multiples in valuing equity
REITs. Similarly, multiples received a pretty higtore on the question how much weight the
interviewees put on the individual approaches @irtfinal value estimate. The average score
was 4.67 on a scale of one (less important) t¢v&@ry important).

The results on the question whether the intervieetieves that multiples generally do better
in valuing equity REITs than they do in valuing i@y companies (due to higher transpar-
ency, easier cash flow projections, no tax effeftéeverage etc.) were ambiguous. Three
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respondents believed multiples are more valuabtage of equity REITs and the other three
took the view that multiples perform approximattg same.

The survey corroborates as well what has beenatsidt the theoretical strengths and weak-
nesses of the different types of multiples withpeet to REIT valuations. None of the re-
spondents applies P/E ratios and there is onlywveme uses EBIT multiples. In contrast,
EBITDA multiples and FFO multiples are applied lopif out of five interviewees who use
multiples and AFFO multiples are used by all ofth@ he analyst reports and REIT material
which was studied produced a similar result. Of tbenpanies explicitly disclosing their
valuation methodology, Morgan Stanley uses EBITDAO and AFFO multiples, Bear
Stearns discloses FFO and AFFO multiples and AdwéetEds applies FFO multiples and
reports AFFO projections. In the other analyst regoonot explicitly disclosing their valuation
methodology, Deutsche Bank publishes EBITDA and Fr@tiples and additionally AFFO
forecasts, Raymond James reports EBITDA and FFQiptad, RBC Capital discloses FFO
and AFFO forecasts and Stifel Nicolaus FFO mulspldowever, it is important to note that
one cannot generalize that these companies dohesmutltiples in their valuations. For in-
stance, analyst reports of Green Street Advisgrertd=FO and AFFO projections as well,
but from Craig Leupolds answers in the questiomngibecame clear that Green Street Advi-
sors rely on the DCF methodology and the NAV apginaa their valuations.

Overall, the results suggest that P/E ratios antl EBultiples do not play an important role
in valuing REITs, probably, due to the problemsoasged with accounting depreciations in
valuing property companies which were mentionedvabdhe majority of analysts seems to
focus on EBITDA, FFO and AFFO multiples. The antahgports indicate that the FFO mul-
tiple takes up the position that is traditionalgcapied by the P/E ratio in other industries. All
reports disclose FFO projections, whereas nonéerhtpublished P/E ratios which is com-
mon practice in other industries. Evidence for tjugss is provided by Stifel Nicolau$fe-
search Monthly”(January 2006) which summarizes the key figuresaflocompanies in their
equity research universe. Where P/E ratios aredfar ordinary companies, the FFO multi-
ples are used instead in case of REITs. Howeved fhltiples alone do not seem to be a
satisfactory measure for relative valuations. Tiegudent use of AFFO multiples gives sup-
port to the author's guess mentioned earlier inctepter that although FFO has become an
industry standard due to strong NAREIT suppors msatisfactory for valuations. AFFO as a
proxy for a company’s cash flow is better suitedhe theoretical requirements for a mean-
ingful multiple. The frequent use of the EBITDA rtiple may result from the fact that the
AFFO measures takes only account of cash flowsi@oshareholder and hence leads to an
equity value multiple which may be distorted byymag leverage ratios among the compa-
nies. The EBITDA measure as a “rough” estimatettiercompany’s total cash flows to both
shareholders and debtholders leads to an enterpu#igole and hence is able to account for
different leverage ratios.

In addition to the multiples mentioned above, ast@lyoccasionally apply further multiples.
Anthony Paolone from JP Morgan answered that tteeyper-square-foot multiples as well
where applicable. Unfortunately, he provided naHer details about these kinds of situa-
tions. Whether these multiples can be applied ordepends probably on the comparability
and homogeneity of the individual property poribsli Per-square-foot multiples are also used
by Morgan Stanley in addition to per-unit multipld$ey are calculated by dividing the ad-
justed enterprise value of a company (enterpridgeviminus separately valued other income,
non-core assets, and construction) by the periodsgquare footage (or units). Morgan
Stanley argues that these multiples are usefublinivg REITS as they facilitate comparison
between REITs and between private market transetidhey believe discrepancies are
likely to be rectified over time.
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In addition, Morgan Stanley deploys “multiple-toegith-rates” (MPGR) and “multiple-to-
growth-rates-plus-yield” (MPGRY). MPGR ratios aralaulated by dividing each stock’s
FFO or AFFO multiple by the expected annual peresiggowth. They use them since they
believe in a group where growth rates can vary mngéumly among REITs multiples alone
do not provide an accurate valuation picture. MP@Ros reward companies for greater
growth. As mentioned above, multiples implicithsame that growth rates between the com-
parables and the subject company are similar. MIPEERBs are an easy to handle but mathe-
matically imperfect approach to account for thislppem. Morgan Stanley states the advan-
tage of MPGR ratios are that they provide a moefullsnethod of comparing various com-
panies and different REIT asset classes. Moreaa@mparing them for subsequent years
gives them an idea of the rate of growth at diffieitages of the cycle. As a drawback of the
methodology, they state the fact that it does wobant for historical growth rates. However,
the author does not understand why historical gnoates do matter in valuations as long as
the future growth rates take into account all veleanformation derived from the past.

MPGRY ratios are compiled by dividing a REIT’'s FEBOAFFO multiple by the sum of its
dividend vyield and its one year forward growth satblorgan Stanley uses this ratio as it
believes in a group where dividend yield is an intgoat component of total returns MPGRY
ratios reward companies with the best combinatioyiedd and growth. A drawback of this
methodology is that high-yielding stocks often haignificant “issues”.



Chapter 6 — Net Asset Value 43

6. Net Asset Value

The previous chapter illustrated that earnings iplel provide a more or less simple way to
value businesses based on market information. Henyévalso revealed the methodology’s
limitations. A single year’s reported earnings drgtorted by one-time events and national
accounting and tax regulations. In many cases sk-gdjustments of these distorting effects
are impossible and hence a meaningful comparistmele® companies as well. These prob-
lems and the peculiarities of property investmemhpanies with respect to accounting depre-
ciations gave rise to alternative valuation methogies. In particular, one approach found
widespread acceptance, called net asset value (NAV)

6.1 Definition and Theoretical Foundation

A company’s NAV is defined as the sum of marketueal of all its assets held less the sum of
market values of its liabilities. This is a luciéfthition which is consistent with valuation
theory as the market values of the individual asskbuld depend on their ability to generate
future cash-flows. A closer look at the definitidrowever, shows its shortcomings and why it
is frequently applied in some industries and nobtimers. The problem is how to observe or
assess the individual market values of assetsalfiticplar intangible assets, like brands or a
company’s customer base, are difficult to valuesdme industries, intangible assets account
for a substantial part of total value. Enterpriséshe New Economy, for instance, consisted
predominantly of intangible assets. In contras,‘theoretical valueé® of closed-end funds is
comparatively easy to determine. It is simply thensof market values of the securities and
cash held by the fund less its liabilities and bead costs. This is the reason why NAV is a
standard approach to value shares in closed-erds fwhereas it is hardly applied to value
internet companies.
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Figure 6.1

% The term is emphasised since actual share priadesed-end funds often deviate significantly froiAV per
share. According to Gentry, Jones & Mayer (2084)pmpletely satisfying answer has not been foorfdrs
although literature provides plenty of reasonalif@anations. The time-variant deviations from NA3/ane of
the big puzzles in finance.
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The value of a REIT, or a property investment conmypa general, is mainly determined by
the cash flow generating capacity of its propetoclk. The value of a single property is in
turn determined by its ability to generate futuasit flows. It is rather unaffected of the other
properties held by the company. For that reasas,denerally seen as a reasonable assump-
tion that the value of a property portfolio equapgproximately the sum of values of the indi-
vidual properties. Moreover, the value of a propadset is much easier to determine as the
value of some other infrequently traded assetsairticular as intangible ass&tsHence,
calculating the NAV of a REIT to assess its valeerss a sound approach. However, this
does not mean that the value of a REIT must edqadllAV. There are reasons that justify
considerable deviations from NAV, which will be clissed later in this chapter.

Since the different NAV definitions which the autifound were rather general, he was not
able to find a satisfying answer on the questioretiwer NAV should include the value of
intangible assets not listed on the balance shrasdtoHowever, at least in the case of REITSs,
there is reason to believe that NAV is limited tddmce sheet assets. Most authors give rea-
sons why the actual share prices must deviate #&W per share. These reasons include
intangible assets, like the quality of the managenoe brand name. If NAV should include
the value of intangible assets not listed on tharz® sheet, these reasonable deviations of
NAV would be no deviations at all but simply thesué of the value of intangible assets (ei-
ther positive or negative). However, that is justheoretical issue about the definition of
NAV that does not matter on the final outcome dfA&V-based valuation approach, since the
value of intangible assets is either taken intmantin the NAV estimate or by calculating an
appropriate deviation which is then used to detineefinal value estimate from NAV. Thus,
the results will eventually be the same.

6.2.1 NAV Calculation

Market Value of Property 1

Market Value of Property 2

Market Value of Debt and Other
Market Value of Property n Liabilities

Market Value of Other Assets

Figure 6.2

According to the definition above, the NAV of a REshould be determined as the sum of
market values of the individual properties plus thaket values of other assets held by the
company less the market value of its liabilities dapicted in Figure 6.2. NAV is often calcu-

lated on a per common share basis in order tatiteila comparison with actual stock prices.
Usually, analysts and investors use the numbeilated common shares instead of the cur-
rent number of common shares outstanding. The nuofodiluted shares takes into account

the impact of executive stock options, warrants emavertible bonds that will increase the

number of shares in the future if executed and éeliate earnings per common share.

According to Nack, Rehkugler and Thomaschowski 80@nalysts do often prefer a second
valuation scheme to estimate the value of a prgpeviestment company, which is depicted

" This does not mean that property appraisals agmasy task. But except from frequently traded astike
many securities, were actual market prices arelyeavdhilable, the appraisal of real estate seevnsparatively
easy, since their future cash flow streams are i@eicable than, for instance, the future casidlof an
internet company.
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in Figure 6.3. The advantage of this scheme isithateals the hidden reserves of the indi-
vidual assets in the balance sheet which resutt fistorical cost accounting. Hence, it facili-
tates calculating tax liabilities resulting fromoperty sales. This scheme may prove valuable
as well in case of German REITSs, if the actual legglementation requires REITs to pay
taxes on income from property sales.

> market values of properties

+ market value of other assets
book values of properties
- book values of other assets
+ book equity

=|Net Asset Value

Figure 6.3

6.2.2 Market Value of the Property Stock

Since a REIT’s property stock accounts for the’§@hare of its assets, the estimation of its
fair value is the crucial point in the NAV approadtherefore, one problem is how to estimate
this value. The solution depends very much on tl@lable data. In general, there are two
approaches: a bottom-up approach which derivesnidmdxet value of the property stock di-

rectly from the market value of the individual peofles and a top-down approach which
estimates the market value of the property stockdpjtalising net operating income gener-
ated by the consolidated property portfolio.

6.2.2.1 Bottom-Up Approach

In the bottom-up approach the value of the propstagk is derived from the individual mar-
ket values of the properties. Estimating theseviddial market values is, however, no easy
task. One consideration is to take the book vaddi¢ise individual properties.

Similar to US-GAAP regulations, German accountimggples require that book values of
real estate assets are based on historical costigiing. As already mentioned in chapter 5,
accounting depreciations do usually not reflect alstual development of property values.
Therefore, using book values as a proxy for theketavalues of the individual properties
seems generally inappropriate. However, if a compamepares its financial statements in
accordance to IFRS, book values might be appr@ptiahccording to IAS 40, investment
properties should in general be assigned with tHair values” in the financial statements
after being initially valued with their historicabsts. Investment properties are defined as
properties (land or a building or part of a builglior both) held to earn rental income or for
capital appreciations or both. Owner-occupied prigge properties held for sale (including
properties under construction) and properties dseg@roduction or administrative purposes
are not included in this definition. Investment pedies account for the major part of a
REIT's assets. However, there is also an alteraaocounting rule for investment properties,
if a property’s market value is not reliably measale over time. In such cases historical cost
accounting (cost less accumulated depreciatiorssdesumulated impairment losses) will be
applied and the sum of market values has to béodisd in the notes. A careful analysis of
financial statements is therefore crucial in cafSERS as well.

2 |FRS are a set of international accounting stadslEmsued by the International Accounting StandBaizrd
(IASB). IFRS are the successor of Internationalantting Standards (IAS), which where issues byinkerna-
tional Accounting Standards Committee (IASC) betw#873 and 2001. Although no new IAS's are released
the old IAS’s are still in effect unless replacedimely or in part by an IFRS.
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However, if a REIT does not prepare its financtatements in accordance to IFRS, detailed
information about the individual properties will bequired for a sound valuation. This infor-
mation should include among others the locationhef properties, usable floor space with
respect to the different types of use and the idda lease terms. Unfortunately, REITs do
usually not disclose such detailed informationsdf investors and analysts can use market
reports to obtain market rents and cap rates abskesuently use this information to estimate
the individual property values. However, if for exale no information about the individual
lease terms is given and the property market isequolatile, this approach might lead to
flawed results, if the rents agreed in the pastialewconsiderably from the current market
rents. Therefore, a meaningful application of #pproach requires REITs to publish detailed
information about their properties. Moreover, th@pr@ach requires that “up-to-date” cap
rates for the individual properties (markets) arailable.

According to Nack et al., the bottom-up approachksdest for REITs that publish the mar-
ket values of their properties by themselves, eittwduntarily or due to IFRS regulations.
REITs have all information at hand that is neededafsound valuation. However, since there
is a conflict of interest to overstate the valughair properties, valuations should be carried
out by independent appraisers on a regular bas@dar to be trustworthy. Between two
external appraisals, internal valuations are aed#ptas long as the employees responsible for
the calculations do have the required expertise.

Although REITs that publish the market values ditlproperties have to bear additional

costs, there might be also monetary benefits ofglaio. Published market values increase
transparency and relieve analysts and investoteoablesome estimations and calculations.
Investors and creditors demand therefore usudtiyvar rate on return on their investments if

a company is transparent. Consequently, an incrieasansparency should decrease a com-
pany’s cost of capital.

The author is somewhat sceptical whether analystsaagtually believe in disclosed market
values. First, there is a conflict of interest. IBatuditing firms and “independent” property
appraisers are actually not independent since witybe paid for their appraisals by the
REITs. Hence, there is certain risk that they tendse the subjective scope existing in every
valuation in favour of their client. Furthermorbketauthor believes that valuations carried out
by auditing firms and independent property appraisee more likely to suffer from appraisal
smoothing than valuations carried out by analyisaster are not only keen to include all re-
cent market developments but also to include erpetiture developments. Therefore, it
might be more valuable to disclose detailed infdromaabout the individual property portfo-
lio which allows analysts to calculate reliable NASgtimates by themselves than spending
money on appraisals and disclose market value atdsn

6.2.2.2 Top-Down Approach

If the individual market values are not disclosed & the publicly available data about the
individual properties does not allow for a thoroughiuation, investors and analysts have to
rely on the top-down approach to calculate NAV.sTapproach is commonly used for valu-
ing U.S. equity REITs, since, according to BlocR@2), “REITs themselves don’t appraise
the values of their properties, nor do they hiréstle appraisers to do so, and very few pro-
vide an opinion as to their NAV. Net asset valueoisa figure you will find in REITS’ finan-
cial statements”

As stated above, the top-down approach estimagemtrket value of the property stock by
capitalising expected net operating income genértethe consolidated property portfolio
with an appropriate cap rate. Obviously, this igeay rough approach that only works well
when the property stock is homogeneous. It is aimo the use of earnings multiples. How-
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ever, a decisive difference is that cap rates areed from past property transactions and not
from current prices paid on capital markets. Likethe bottom-up approach, market reports
can be used to obtain property cap rates. Nack pbiat out that one has to take into account
that these cap rates are based on single propartgactions. Bloc sales, in contrast, lead
usually to lower prices. Since it is very unlikehat a REIT will sell all of its properties one
by one, an adjustment of either the cap rate ov#hee of the property stock seems reason-
able. The same logic should apply to the bottonapproach as well. Examples of the top-
down approach from Green Street Advisors and St¥elolaus & Company are included in
the Appendix IV.

The top-down approach has several drawbacks. O weaknesses is it focuses on a single
year’s reported rental revenues. Like in the cdseamings multiples, the used rental reve-
nues should represent sustainable income. A repsitgle year figure, however, may devi-
ate substantially from sustainable rental revenligbe vacancy rate, for example, is dispro-
portionately high due to many tenant changes irb#se yearhe value of the property stock
might be significantly understated. The same mighttrue, if the current rental contracts
were made during a downturn in the property cydlecording to Yungman (2002), the net
operating income used by U.S. REIT analysts andstors generally represents a 12-month-
forward estimate, adjusted for portfolio occupamzymalization, as well as straight-line
rents. Additional adjustments may reflect normalizapital expenditures, dispositions, ac-
quisitions and developments added to the operatontjolio or other changes in net operating
income from the existing portfolio.

Another weakness is choosing an appropriate capimatase of a diverse property stock. If
the property stock consists of different propeyyets in various geographical regions, deter-
mining a sound single cap rate that accounts fdneierogeneity is a difficult and often im-
possible task that can easily lead to flawed vadnat However, if company disclosure is
sufficient, a combination of both approaches mayapplicable. One may be able to break
down net operating income into smaller groups ajuality, geographic and property type
basis and then apply individual cap rates for ttsedxgroups.

6.2.3 Market Value of Other Assets

In general, all other assets held by the REIT shdwa valued with their individual market
values as well. Cash, accounts receivable and ioxea can usually be assessed with their
book values as they generally do not deviate muoaim ftheir market values. Participations
and securities held by the REIT, however, shouldréated differently, as their book values
often deviate significantly from actual market \edu due to historical cost accounting in
German accounting standards. A reassessment ofvtleies is therefore necessary. Proper-
ties that are occupied by the company itseltl office equipment, in contrast, can be ac-
counted for with their book values, according tachat al. Reasons why these properties can
be treated differently from investment propertiesrevnot givenThe valuation of ongoing
developments is more difficult. Their book valuegi@ accrued development costs. In the-
ory, one should adjust these values by adding tbpagptional gains from a sale in order to
obtain an estimate of their actual market valuesprhctice, however, estimating this future
profit means estimating the additional developnmaard marketing costs and the future sales
price which is rather difficult. Although Nack et @rovide no solution to the problem, they
recommend not using book values by default. Funtoee, the value of management and
other fee income has to be determined, as anothjer isource of income.

6.2.4 Market Value of Debt and Other Liabilities

The valuation of a REIT’s debt works in the sameywaa in Chapter 4 “Discounted Cash
Flow Methodology.
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6.2 Net Asset Value vs. Actual Share Prices

Although there is a general orientation towards NAvwtual share prices of equity REITs or
property investment companies deviate significafidyn their NAV per share (see Figure
6.4). Some of them trade at a premium and somealigtaunt. The size and the type of devia-
tion vary usually over time with periods when megtiity REITs trade at premiums and peri-
ods when most of them trade at a discount. Thigdiasd questions among academics and
practitioners whether the deviations are just tlatibns around their fundamental value
caused by investor sentiments or whether therbuadamental reasons why actual REIT
values should deviate from their NAV.

U.S. REIT Share Price Premiums to Green Street NAEstimates
(January 1990 — February 2006)
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Source: Green Street Advisors

Figure 6.4

A closer look at the valuation methodology revehiast there are several facts that justify
adjustments to NAV. As stated in the introductionthis chapter, the value of an asset is
determined as the sum of all future cash flow stieto the owner discounted by their oppor-
tunity costs. Rehkugler (2003) points out that N&\based on the sum of separately valued
assets and liabilities; but shareholders do nog omin a collection of single properties, they
actually own a business. The theoretical markatesaf a REIT will therefore only equal its
NAV, when both the sum of single cash flows eqtla¢éscash flows to the shareholder and, at
the same time, the discount factor used in thetalamiarket equals the weighted average of
the discount factors used to value the individuapprties.

Rehkugler and Schulz-Wulkow give a number of reasshy this is rarely the case in prac-
tice. They distinguish between company, capitalketand tax factors that cause market
prices to deviate from NAV.

6.2.1 Company Factors

Company Size

The future development of a company depends amatigsts things on its size. Small firms
have problems in exploiting scale economies. Moeeoa low market capitalisation sparks
little interest of institutional investors and aystk and hence usually increases the cost of
capital. Rehkugler et al. state further that sroathpanies are also less capable of identifying
acquisition targets early, due to their limited kedrpresence and a small market power. The
author does not fully agree with the latter argutnas small firms that are focused on a par-

ticular geographic region might be very well aldeidentify “cheap” acquisition targets be-
fore their big competitors.



Chapter 6 — Net Asset Value 49

Agency Costs

Agency costs might arise due to a number of reag the case of any other public com-
pany, there is a general principal-agent probletwéen the shareholders of a company and
its management. Although the main objective of anag@ment is to increase shareholder
value, at least according to financial theory, igint pursue some other personal goals such as
expensive company cars, increasing free-time, expiilding® or pretty but unskilled secre-
taries due to lack of supervision (in technicahter asymmetric information between share-
holders and the management). Typical countermessoctude statuary audits of the com-
pany’s financial statements as a way of monitoend stock options to align shareholder and
management interests. However, though these coonedsures are helpful in decreasing the
principal-agent problem, they just do it at certadists (agency costs).

Although statuary disclosure requirements decréfaseanformation asymmetry between the
management and the investors, they are usuallytisfasdory for a thorough business analy-
sis. In absence of transparency, investors anchdkelers have to obtain the information by
themselves that is necessary for a sound anal@sise this search is money and time-
consuming, investors and debtholders respond byaddimg a higher rate of return. It is
therefore in the interest of the companies to aseetransparency in order to reduce their cost
of capital. Brounen, Cools and Schweitzer (200byverin a study that information transpar-
ency actually pays in case of European propertypeones.

A further problem occurs, if a property investmeaimpany or a REIT does direct or indirect
business with its management or some of its ma@areholders. That raises suspicion
whether these “sweat heart deals” were made t@xtpense of the company and the other
shareholders. Investors will therefore demand drigeturn on their investment. For that
reason the company will trade at a discount.

Another conflict of interest might emerge, if a quany has a major shareholder who actually
controls the firm and whose objectives are diffefeom those of the rest of shareholders.
This could be particularly important in case of R&In Germany. As mentioned in chapter 2,
corporations are supposed to be a major sourceenhé&h REITs. If they want to retain con-
trol of their real estate assets and thereforedeet sell only parts of their shares to the pub-
lic, the REIT management might be limited in punguan independent strategy. For instance,
a REIT might be forced to lease properties to thparation at below market rents to in-
crease the corporation’s operating income. Majareiolders might also impede an increase
in equity capital (e.g. for external growth), thbugseful, if they do not have the necessary
cash and fear to loose some of their influencénéndompany. Additionally, the existence of
large shareholders leads usually to lower liquitfity

A conflict of interest might also emerge when a pamy does not manage its properties by
itself, as it was the case for U.S. REITs befor8619he managing company is usually com-
pensated by a management fee. This fee, howevetfteils based on the market value of the
properties under management and not on share pfmsequently, shareholder and man-
agement interests diverge. Rehkugler et al. pailbtlmat a common characteristic of all con-

9 Empire-building means the act of attempting taease the size and scope of an individual or orgéion's
power and influence. In the corporate world, teiséen when managers or executives are more cedcertin
expanding their business units, their staffing Ieead the dollar value of assets under their cbtitan they are
with developing and implementing decisions that besefit shareholders. Empire-building is typigaéen as
unhealthy for a corporation, as managers will olienome more concerned with acquiring greater resou
control than optimally allocating resourceswiw.thefreedictionary.conretrieved 17.01.06)

%9 Major and minority shareholder prefer also quitemdifferent dividend policies, as they are l@bb differ-
ent tax regulations. This, however, is less seweoase of REITs as their dividend policy is maidgtermined
by REIT regulations.




50 Chapter 6 — Net Asset Value

flicts of interest is that not the actual existebcg already the possibility of a principal agent
problem will lead to a discount.

Strategy

The business strategy of a company determines kuhetof property investments it pursues
and hence shows the risks and chances associatiedtsvrevenues. As investors want to
know the risk/return profiles of their investmenaésclear communication of a REITS’ busi-
ness strategy is crucial.

In general, one distinguishes between two typestmitegies: focus on particular property
types and/or geographic regions and diversificabetween different property types and/or
geographic regions. The advantage of the lattategjy is a diversification of risks associated
with the individual property types and regions. Haer, it is generally considered as an infe-
rior strategy. Property markets are quite divensé demand for local and property—type-
specific knowledge. Diversification therefore takgsa lot of management capacity. More-
over, investors are able to diversify their propextrtfolios at lower cost by themselves and
they can choose an individual risk/return profijeifivesting in different focused firms. How-
ever, there are also problems in case of geogrdpbirs. Property companies which concen-
trate on a particular region are limited in thédiligdy to grow. Consequently, they have prob-
lems to exploit scale economies.

Growth Opportunities

A REIT’s fair value may also deviate from its nefsat value due to growth opportunities,
which are not taken into account in NAV calculasoihe exploitation of growth opportuni-
ties depends to a large extent on the qualitysomanagement. In general, one distinguishes
between two types of growth: internal growth anteexal growth.

Internal growth opportunities arise from improvitige management of the existing property
stock. It could be either done by increasing ren¢aenues or by lowering operating and
maintenance costs. This includes amongst othegshimproving the quality of the existing
property stock (e.g. by refurbishments or by rettgyaents of a property to its highest and
best use), tenant upgrades (especially importatttarretail sector) and, in case of a certain
stock size, the use of scale economies.

External growth may arise from the restructuringhaf existing portfolio, acquisitions of new
properties or whole property companies and new Idpugents. However, external growth
will only increase the value of a REIT in case pbSitive spread investing”, a term often
used in the industry, which is defined as the gbib raise funds (both equity and debt) at a
nominal cost significantly less than the initiatums that can be obtained from real estate
acquisitions. Negative spread investing, in comntradl decrease firm value. Restructuring
the existing portfolio will lead to positive spreat/esting if the net return on the purchased
properties is higher than the net return on thd pobperties (including transaction costs). A
higher net return might solely arise since the mpawntfolio structure fits better to the firm’s
internal growth strategy, e.g. due to a more homegas stock.

Additional Costs on the Company Level

There are also additional costs which arise from dbmpany structure and which are not
accounted for in the calculations of the individpabperty values. These include one-time
costs, such as the costs of forming a company &rah dPO, and recurring costs, like for
example the costs of consultant services, invegtiations and the preparation of financial
statements. Nack et al. believe that these costslidtbe already accounted for in the NAV
calculation (see adjusted NAV calculation schema@aded in Figure 6.5). They note that this
distinguishes the NAV calculation of REITSs, or peoly investment companies in general,
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from NAV calculations of open-end property fundsrevéo such adjustments are mdde

However, whether to include this additional coseadly in the NAV estimate or later on in
computing an appropriate deviation is just a theoak debate about how NAV should be
defined. Eventually, both techniques will lead &aone company value estimate.

> market values of properties
+ market value of other assets
- market value of liabilities
- present value of additional
costs on the company level

=|Net Asset Value

Figure 6.5

Inevitable Disinvestments

When a REIT is in a tight liquidity position, it ght be forced to sell some of its property
stock in the near future. Short marketing periosisally lead to sale prices which are below
the corresponding market values of the properiiégrefore, a discount on NAV is reason-
able if the market is aware of the fact that a REiirently faces a tight liquidity position and

has to sell parts of its property stock.

Financing and Capital Structure

In general, the market value of a property is datedl under the assumption that it is totally
equity financed. This is rarely the case in practREITs like most other companies rely to a
substantial extent on debt financing. The finanaiegision affects the value of a company
usually for two reasons.

The first reason is tax shields that arise singeatgthorities treat interest payments as costs.
They reduce a firm’s tax liabilities and hence vegi a certain amount of net earnings - in-

crease its total value (debt + equity). Howeves thtionale for using debt finance to increase
business value does not work in case of REITs e d&lne tax transparent by definition and

hence have no tax payments to shield against.

The second reason for using debt instead of equiityat debt is usually cheaper than equity.
Consequently, a higher debt ratio will decreas®rapany’s costs of capital, defined as the
weighted average of the interest rate demanded ttebtholders and the return on equity
demanded from investors, as long as the interéss$ @nd the return on equity remain con-
stant. Since the value of a company is calculatediscounting its future free cash flows by
the company cost of capital, lower company costsagfital will increase the value of the
firm. However, as the debt ratio rises the riskle# cash flows to the shareholders does as
well. Investors will therefore demand a higher reton equity to compensate for the in-
creased risk. Similarly, debtholders will responyddemanding higher interest rates since the
company’s risk of default increases as well. Agsult, the company cost of capital will start
to rise again above a certain debt ratio. The gbal company’s financing strategy is there-
fore to minimize the average cost of capital. Hogrethere is no general rule for determining
an optimal capital structure which minimizes thenpany cost of capital.

%1 In case of open-end property funds, these costa@ounted for in the annual management feeshendgue
surcharge which an investor has to pay.
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rq cost of debt

In the NAV approach, the value of a company’s ggisitcalculated without explicitly using
the return on equity demanded by investors. Theketaralues of the individual assets are
determined as they were totally equity financed.tRat reason, the implicit company cost of
capital used by determining the total market vatiethe company’'s assets equals the
weighted average of the individual cap rates. Téleesof a company’s equity is then deter-
mined as the difference between the market valuallafompany assets and its debt. This
implies that the cost of equity fulfils equationX3). However, the implicit company cost of
capital in the NAV approach are constant and inddpet of the firm’s capital structure as
the individual cap rates are. As stated above,ishigrely the case in practice. The company’s
costs of capital vary and depend as a weightedageenn the capital structure and the result-
ing return requirements of investors and debthaslder

Rehkugler et al. point out that the contractuahteof debt matter as well. Debt can be short
or long-term and interest rates might be fixed @yt might vary with the general level of
interest rates. Variable interest rates are oftevef than fixed interest rates. However, they
increase the volatility of the cash flows to theliggholders. In theory, investors will respond
by demanding a higher return on equity, which \Wald to a discount to NAV. Short-term
debt is similar to variable interest rates. It t@nadvantageous, when interest rates go down,
or disadvantageous, when interest rates rise. Ergqefinancing increases the volatility of
interest payments and hence the volatility of thehcflows to the equityholders.

Table 6.1 “What do you consider as an appropriate leverage ra  tio for the following types of equity REITs?"

S. Sakwa A. Paolone C. Lucas S. Poladian C. Leupold D.R odgers
residential 30% - 35% 40% - 45% 50% - 60% 60% - 70% 45% - 55% 35% - 45%
office 35% -40% 40% - 45% 40% - 50% 50% - 65% 45% - 55% n/a
industrial 30% - 35% 40% - 45% 45% - 55% 50% - 65% 45% - 55% n/a
retail 40% - 45% 45% - 50% 45% -55% 55% - 65% 50% - 60% n/a
diversified 40% - 45% 40% - 45% 40% - 55% 50% - 65% n/a n/a
health-care n/a 35% -40% 40% - 50% 50% - 60% n/a n/a
lodging / resorts n/a 40% - 45% 35% - 50% 25% - 50% n/a n/a

In the questionnaire, analysts were asked what ¢begider as an appropriate leverage ratio
for different types of REITs in order to get a faeglfor capital market's opinion on optimal
capital structures. The author presumed that optagaital structures may differ considerably
from one type of REIT to another due to differess@ciated operating risks. The results are
shown in Table 6.1. Excluding the view of Shantdéan as he is primarily focusing on Ca-
nadian REITs, the results suggest that the optievarage ratio lies in a range of 35 to 55
percent. By looking at the opinion of a single gsglthere is some indication that retail
REITs support slightly more and lodging and resBf#dTs slightly less debt than the average
REIT. However, the differences of appropriate leger ratios between different types of
REITs were relatively small and did not support dlighor’s guess that optimal capital struc-
tures vary significantly.
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Reputation

The extent to which investors will believe in a quany’s revenue and profit forecasts de-
pends - apart from the data which an investor ¢atlc by himself — to some degree on the
reputation of its management, in particular oncrsdibility and track record in the past. A
good example from another industry that highlights impact of even a single person on the
value of a company is the case of Jurgen Schrefopmer CEO of DaimlerChrysler AG.
Jurgen Schrempp became CEO of Daimler-Benz AG 8518 German industrial conglom-
erate that was involved in many different kindsbasinesses at that time, including cars &
trucks (Mercedes, Freightliner), trains (Adtranagrospace (Fokker, DASA [today part of
EADS]) and information technology (Debis Systemhatie believed that he could increase
shareholder value by concentrating on car and tniagkufacturing and wanted to become the
first really global car and truck manufacturer e tworld. Therefore, he disposed non core-
activities, like Adtranz, Fokker and Debis and neefd aimler-Benz AG with Chrysler in
1998, acquired the truck manufacturing operatioosifFord and Mitsubishi, bought minority
stakes in the car manufacturers Mitsubishi and ldguand formed a new car brand SMART
which focused on small city automobiles. In thestfiyears, when investors believed in his
vision, the price of Daimler-Benz shares almogiéd and reached an all-time high of 102.26
Euros in 1998. However, after it became clear tigpolicy of expansion over the years had
failed — in particular Chrysler, Mitsubishi and Sinaroved to be cash burners instead of cash
cows, the share price went down and reached a t®®8.84 Euros in 2003, only about two
thirds of the share price, when he took over thegany in 1995. Although most of this de-
cline was a result of falling revenues, some pas welated to Schrempp’s bad reputation of
misallocating capital and destroying shareholdéne/dy spasmodically holding on his strat-
egy. When he announced to step down as CEO in 2B885hare price rose approximately
8.7% at a single day, increasing shareholder vhjuabout €3.7 billioff. The rest of the
management team staid in charge, it was just fleetadf a single man on a firm’s value.

6.2.2 Capital Market Factors
Inefficient Capital Markets

Capital markets are not as efficient in practicehey are in theory. They sometimes tend to
exaggerate positive and negative market movemexsisdoon irrational expectations of mar-
ket participants. However, although this kind oéfficiency explains some of the observed
deviations of market prices from NAYV, it does nostjfy them as there are no fundamental
underlying reasons.

Another inefficiency of capital markets concerns tiguidity of shares. Small listed compa-
nies and listed companies with a dominating shddehesuffer quite often from low trading
volumes. Already small orders can lead to substhatjustments in the stock price or might
even be not executed if there is no counterpartygdneral, investors therefore demand a
liquidity premium as compensation for the additiomsk resulting from the illiquidity of the
shares. Institutional investors with large invesitnelumes do quite often not invest in such
companies at all. According to Rehkugler et akre¢his a clear negative correlation between
the size of property investment companies in Gegraanrd the liquidity of their shares and
their discount to NAV.

Speed of Capital Market Reaction

Share prices in capital markets adjust every seaoaldreveal all available information about
the company at that time. The market value estisnatéhe individual properties in contrast
are updated less frequently. For example, if a @maliscloses the market values of their

%2 Sourcewww.manager-magazin.deetrieved January 242006
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properties, they usually reassess them not moredhee in year. As a result, the NAV esti-

mates trail behind the share prices and are lelsgileo The tendency is increased further as
the estimates of property values are affected lpraagal smoothing. Share prices will in-

stantly adjust in case of new developments in tlopgrty market whereas NAV estimates

will remain constant until the next valuation oétproperty stock and then, when they adjust,
they will be biased towards old valuations.

Discount Factor

The market capitalisation of a REIT will only equis NAV if the discount rate used by the
capital market equals the weighted average of theodnt rates used to value its properties,
the company’s other assets and its debt. As alreshtioned above, this is rarely the case.
The market values of the properties are calculateter the assumption that they were totally
equity financed. In practice, however, capital sinoe matters and affects the company cost
of capital.

There is a second problem which arises as the uli$cates used for valuing properties — at
least in Germany - are based on a different theatdbundation than the discount rates used
in capital markets. Latter usually foot on the talpasset pricing model (CAPM) which state
that investors only demand a risk premium for a gany’s systematic risk, i.e. risk that arise
from general market movements and that cannot ingénglted by setting up a diversified
portfolio. The discount factors used for valuing thdividual properties, in contrast, are cal-
culated with respect to the whole risk of the neton the property investments and hence
include as well the risks associated with the irtligl properties (the unsystematic risk). The
possibility of eliminating this unsystematic risl¢ betting up a portfolio of different proper-
ties is not accounted for in the calculation oseeiscount factors

6.2.3 Tax Factors

Taxes might also justify that share prices of RE#fBsle at a discount to NAV. However, a
deeper discussion of the impact of taxes on shactesis beyond the scope of this thesis,
since tax laws are rather complex including a fotndividual regulations (at least in Ger-
many). Moreover, the actual legal implementatioiREITs in Germany is unknown so far. A
general description of tax effects is thereforeasgible. Nonetheless, the author provides one
example, which leads to discounts to NAV in cas&efman property companies, in order to
illustrate potential tax effects.

When a property company sells one of its propertidsas to pay corporate taxes on the dif-
ference between the sale price and its current able independent of how long the prop-
erty has been held. Private investors, in contdsthot have to pay taxes if the property is
held for at least ten years. Since property musre based on private market transactions,
they do generally not account for tax liabilitiesrh property sales. As these multiples are
then used to calculate the value of the propedgkstthe company’s NAV does not account
for any tax liabilities that may result from futupgoperty sales. This justifies a discount to
NAV. However, calculating this discount is rathaffidult, since it requires information
about the timing of the sale in the future. A pmdpeompany which holds its properties to
“infinity”, should theoretically not trade at a dsunt at all.

6.2.4 NAV Reversion

Although there are a lot of reasons why REIT shpaiees should deviate from NAV, there is
also evidence that REIT share prices revert to NiAVthe long-run. According to the
NAREIT article“An Inexact Science’mentioned earlier on, average discounts and prasiiu
in Green Street’s coverage universe for the 11sybafore 2002 have been about O percent.
Figure 6.4 reveals a clear cyclical pattern. Furtwdence comes from a study carried out by
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three professors, William M. Gentry of Williams @ge, Charles M. Jones and Christopher
J. Mayer of Columbia University’s Graduate SchobBasiness. In their article “REIT Re-
version: Stock Price Adjustments to Fundamental®alwhich was first published in 2003,
the scholars found that a simple trading strate@ged on Green Street's NAV estimates —
buying at a discount and selling short at a premiuproduced large positive excess returns
of approximately 1.2 percent to 1.8 percent pertmon a sample period from January, 1990,
to September, 2002. Their study also suggestaréding costs and short sale constraints are
not prohibitive. However, it reveals as well thatre variation in P/NAV makes sense as
premiums and discounts are related to recent andeftlNAV growth. Nevertheless, the study
confirms that there is too much variation in P/NAMich allows for profitable trading strate-
gies.

6.3 The Possible Impact of Premiums and Discounts 0 n the Ger-
man REIT Market

The existence of systematic premiums and discomnag have a substantial impact on the
development of a German REIT market. The willingnes companies to spin off parts of
their property holdings into REIT structures wilcrease if they expect to receive a premium
on NAV. On the other hand, if they expect to reeaimly a discount, they will probably pre-
fer a direct sale or a transfer into a propertydfumhich trades at NAV.

Trading at a premium to NAV creates a competitisheaentage over non-listed companies and
companies that trade at a discount. A premium t&salcomparatively low costs of equity.
Hence, these companies can issue additional shadegse them for expanding their business
by acquiring new property portfolios or even whalempanies. Companies that trade at a
discount, in contrast, must in general rely on defaincing for expanding their business. And
as borrowing is usually limited to a certain extdnis is their ability for expansion. There is
also a negative side effect that additional delmegaly increases the risk for financial dis-
tress. This might lead to a higher interest rateléo for REITS.

A discount might also induce REITs to repurchased&rvalued” shares, as this will increase
the company’s NAV per share. This works, since ieecentage decline in the number of
shares outstanding will be higher than the percgnticline in NAV.

Example:
initial situation: situation after repurchasing
100,000 shares

NAV: $100,000,000 NAV: $90,000,000

equity: $ 80,000,000 equity: $70,000,000

shares outstanding: 800,000 shares outstandingDQ@O

— share price: $100 — share price: $100
NAV/share: $125 NAV/share: $128.57
discount: 20.0% discount: 22.2%

In theory, with respect to shareholder-value, aTRiBht trades consistently at a discount has
to be winded up. A sale of the property stock ia threct property market or maybe to a
company that trades at a premium will increaseediwder value. However, there are also
costs of winding-up a business, like lawyers aanddaction costs. Moreover, bloc sales might
lead to significantly lower prices than single wsates.
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6.4 Strengths and Weaknesses

An advantage of a NAV-based valuation approachas it keeps investors from getting car-
ried away by periods of impressive, but unsustdeabFO growth that occurs from time to
time. It provides a reality check which can be usederify given REIT share prices. How-
ever, as stated above, a NAV-based valuation metbed not solely focus on NAV but takes
also into account other factors that justify distsuand premiums. Furthermore, a NAV
model may keep investor from giving too much crealia REIT whose fast growth is a result
of excessive debt leverage; interest rates on adebnormally lower than cap rates on real
estate, making it easy for a REIT to “buy* FFO gtiowsy taking on more debt. Additionally,
as in the case of other valuation methodologieskiitig about sustainable net operating in-
come, proper cap rates and appropriate discourgseatiums is one of the merits of applying
the approach, as it leads to a deeper understaodithg business and its drivers and dimin-
ishers of value.

Nevertheless, the NAV approach has also signifieeedknesses. A reasonable application
requires detailed information about the companytspprty stock in order to determine nor-
malized net operating income and appropriate ctgs rf@r the individual properties. If such
information is not available, the outcome will likée flawed. If it is available, the method-
ology works but is still time-consuming. When usthg top-down approach, there is a further
problem that the outcome of the approach depends/sm two figures, normalized net op-
erating income and the cap rate. As in the casaulfiples, small changes in these figures
have a substantial impact on the NAV estimate.driigqular, determining an appropriate cap
rate for a heterogeneous portfolio is difficult.eThroblem is less severe in case of the bot-
tom-up approach, as individual errors are likelyaterage out. Additionally, there is a debate
whether “current” or “long-term” cap rates shoulkel dssed for calculating the value of a com-
pany’s real estate stock, which is still unsolMadheory, current cap rates should incorporate
all information about the future available at présend hence should be applied. However,
when cap rates are historically high or low, as the case in many parts of the United States
today, there is the question whether these ragesustainable. If it is possible to get a reliable
estimate for a company’s real estate stock, thestill the problem to determine an appropri-
ate premium or discount. Some of the factors thstify a deviation from NAV, like addi-
tional costs on the company level, are relativelgyeto quantify whereas others, like impact
of agency costs, are rather difficult to estimatdéurther question is whether these factors are
fully able to account for the fact that REITs apemting businesses and not just collections
of real estate.

6.5 NAV in Practice

The results of the questionnaire corrobothteimportance of NAV in valuing REITs. All six
respondents pointed out that they apply the NAVr@ggh in their valuations and assigned
the highest score to the methodology on the quesimav much weight the interviewees put
on the individual approaches in their final valigtiraate. The average score was 5.25 on a
scale of one (less important) to six (very impottaithe respective figures for the DCF
methodology and multiples were 2.83 and 4.67.

The studied analyst reports and REIT material sldogmnilar results. All of the companies

explicitly disclosing their valuation techniques gian Stanley, Bear Stearns and A.G. Ed-
wards) apply the NAV approach. Of the remaining pames, McDonald Investments, Ray-
mond James & Associates and Stifel, Nicolaus & Camyppublish NAV figures, which the

author believes is a rather good indication thay thre using them as well in their valuations.
In contrast to a REIT's FFO or AFFO multiples, whiare comparatively easy to compute,
NAV estimates entail time-consuming and thoroudleudations and are therefore less likely
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to be added just as additional information to aalyst report. The analyst reports of Deutsche
Bank and RBC Capital included no NAV estimates.tii@nmore, according to Hoesli et al.,
NAYV is also widely used in the U.K. to value projystompanies.

A further question focused on whether the analyaksulate NAV estimates by themselves or
whether they use NAV estimates disclosed by theTREBIr by third parties. In the former
case, it was additionally asked whether they usebtbttom-up or top-down approach. The
answers revealed that all six respondents usedhairNAV estimates derived mainly from a
top-down approach. The answer was no big surpsisee U.S. REITs are not obliged to,
they generally do not disclose NAV estimates. Tloeee analysts have to rely on their own
calculations. The reason why the respondents usdoprinately the top-down approach is
probably related to the fact that, in most cases;lasure about the individual properties is
insufficient to allow for a reliable bottom-up calation. The only comment on this issue
came from Chris Lucas, analyst with Robert W. Ba&rdcCo., who pointed out that fide-
pends on the detail provided in disclosuréelowever, Shant Poladian from Canaccord Capi-
tal Corporation and Craig Leupold from Green Strgdvisors stated they apply both ap-
proaches, which might be seen as an indication ttiey use the bottom-up approach if
enough information is available and the top-dowprapch otherwise, since, on another ques-
tion, what additional information they would likeER's to disclose, both wished more de-
tailed property-by-property disclosure. Howeveiisitmportant to mention that many REITS,
like Archstone-Smith and ProLogis, disclose NOlgcasacy rates and lettable square feet for
the individual property types and geographical retekvhich allows to apply the top-down
approach on a more detailed level and hence eltesnsome of the method’s drawbacks.
This might be Chris Lucas’ intention when he steesthat segment disclosure is important in
using the top-down approach. Further evidence cdmoes the articlé’An Inexact Science”
published in the November/December 2002 issue oREKA’s “Real Estate Portfolio”
magazine. In the article, Karen Knudson, princigradl portfolio manager at Deutsche Bank
affiliate RREEF, notes that investdiertainly want to group properties at least on aaiity

cut and geographic and submarket cuts if they éle &0”.

In addition, analysts were asked whether, in casen@n REITs would be obliged to publish
the market values of their property portfoliosgl&erman open-end funds are, they think that
the benefits of higher transparency (lower costagital) will outweigh the increasing costs
of annual appraisals. The respondents differechém topinions. Craig Leupold, Shant Po-
ladian and Steve Sakwa believed that there is aeametfit of disclosing annual market values
whereas Chris Lucas, Anthony Paolone and David Bieddid not believe in any net bene-
fits. However, Craig Leupold pointed out that ipdads on whether the appraised value truly
reflects fair market value. His statement mightsben as support for the author’s guess that
the reliability of published market values is sorhetvquestionable. Additional support might
also be Anthony Paolone’s answer which statedifithe portfolio disclosure is sufficient,
the market should be able to value the portfoliotesif.

Behar gives further support that disclosed marladtias may be less useful in practice. He
cites an example of a U.K. property company thawsd a NAV increase in a reporting
period and its share price subsequently went upl.s analysts were excited about the fig-
ure. However, he points out that a look at castvgloevealed that they actually went down
and the increase in NAV was just the result thatesyors reduced the cap rate on the prop-
erty portfolio. If one had already adjusted onevenocap rates, the results would not have
been particularly strong. He notes that in the Wh®.company would probably had missed
the FFO estimates and underperformed that day.r Bibiats out that if one looks at NAV,
one need to know what the sources of the cash dioalysis are. Therefore, using disclosed
market values will only be useful to analysts ameestors if the underlying assumptions and
calculations are disclosed as well.



58 Chapter 6 — Net Asset Value

A further question in the survey asked how oftealygsts update their NAV estimates. Since
the prices of REIT shares move up and down everydag result of investor’'s supply and
demand, annual NAV calculations, like in the caé&erman open-end funds, seem to be
insufficient. On the other hand, daily or weekly MAipdates are impractical as well since
cap rates — at least published average cap raégist more slowly. The majority of the re-

spondents stated that they update their NAV es@isnah a quarterly basis. The only excep-
tion was Chris Lucas who recalculates NAV solelgmwdriven, i.e. based on changes in
property portfolio or new developments in the proypenarket. Craig Leupold, David Rod-

gers and Shant Poladian update their NAV estimadtis quarterly and event-driven. Quar-
terly updates are in line with the practice of @ge firms, like CB Richard Ellis or Jones
Lang LaSalle, to publish average cap rates fonthpr property markets every three month.

Furthermore, analysts were asked whether they dewvhk total value of the property stock
due to the fact that bloc sales usually lead toeloprices than single unit sales. As stated
above, Nack et al. pointed out that one has to itakeaccount that the cap rates used in the
bottom-up or top-down approach are based on sipglperty transactions. Bloc sales, in
contrast, lead usually to lower prices. Therefare,adjustment of either the cap rate or the
value of the property stock seems reasonable. ib&exr was somewhat surprising as none
of the respondents actually adjusts the value@ptioperty portfolios. The statement of Nack
et al. that bloc sales usually lead to lower pritted single unit sales seem to be too general
or limited to the German property market. Shan@Biain pointed out that bloc sales usually
lead to premiums in the Canadian property markietil&ly, Chris Lucas stated that portfo-
lios may trade at a premium to individual asseesdeepending upon property type.

Another question concerned the additional factbest the interviewees take into account
when they derive their final value estimates frolA\N The author presented a list of ten
potential factors that might affect the final vakesimate and asked whether the interviewees
account for these factors. If so, they were adddily asked how important these factors are
on a scale of one (unimportant) to six (very impnot}. The results are shown in Table 6.2. A
number indicates the subjective ranking if a facddaken into account, a minus indicates that
a factor is not included in their final value estils.

Table 6.2 “which of the following characteristics do you take into account when deriving your final value estima te of
the equity REIT from NAV?

S. Sakwa A. Paolone C. Lucas S. Poladian C. Leupold D. R odgers

property type 6 6 6 6 3 6
geographical region 6 6 6 6 3 6

REIT size -/ (5)* - 4

brand - - 5 -1 * 3

growth opportunities 6 2 6 3 6 Yes without rating
information policy 6 - 4 4 5 4
overhead costs - 1 - 6

liquidity of shares - - - -1@)* 5

institutional ownership - - - -1 * 2

management ownership - - - 4 5

* rated, but not taken into account

The results reveal that analysts generally belelether or not REITs focus on certain prop-
erty types and/or a particular geographic regios &aignificant impact on their value. Fur-
thermore, most analyst take also account of a REjfowth opportunities and the quality of
its information policy when using the NAV approa€in the contrary, the size of a REIT, its
brand, overhead costs, the liquidity of shares ardgh share of institutional and manage-
ment ownership is considered to have less impadhervalue of a REIT. An exception is

Craig Leupold from Green Street Advisors who tadk$actors into account and who places
comparatively low emphasis on property and geogdcafgtus. His answer is in line with
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what has been said by his colleague Mike Kirbyhia article “Heard on the beach” published
on their website where he states that propertygaadjraphic focus are not as relevant any-
more as they once were. The interviewees wereaaked about additional factors they take
into account in their final value estimate and howportant these factors are. The answers
included construction in progress (6), land avaddbr future development (6), the quality of
the property portfolio (6), the submarket locatiminthe portfolio (6) and the quality of the
management as demonstrated by their historicak tracord of creating shareholder value
(not ranked).

Table 6.3 “What do you consider as a ‘typical’ premium/discou nt for the following types of equity REITs?”

S. Sakwa A. Paolone C. Lucas S. Poladian C. Leupold D. R odgers

residential 10% 10% 10%-15% 10% 4% 10%
office 5% 5% -5% 10% 4% n/a
industrial 8% 5% 10% 10% 18% n/a
retail 12% -5% 0% 10% 8% n/a
diversified 10% -5% -5% 10% n/a n/a
health-care n/a -10% -10% 10% n/a n/a
lodging / resorts n/a 0% -10% 10% n/a n/a

The analysts were then asked what they considar®gpical” premium or discount to NAV
for certain types of REITs. Since the author presdithat some factors that justify deviations
from NAV are more important for some REIT sectdrart for others, he expected average
premiums and discounts to vary among different Rigfles. The results are shown in Table
6.3. Except Shant Poladian who assigned a 10 gepcemium to all REIT types and David
Rodgers who just provided an estimate for resideREITS, the results gave support to the
author’'s guess that the size of a premium or distdepends to some extent on the type of
REIT. However, analysts differ in their opinionsoab the typical size of a premium or dis-
count for a particular REIT sector. The analystgin®ons differed most in case of retall
REITS®. Steve Sakwa believed in a typical 12 percent premwhereas Anthony Paolone
believed in an average 5 percent discount. On tteeh@and, the author expected differing
opinions about the typical size of premiums andalisits for a particular REIT type since
they depend on the underlying NAV estimates. SiNg&/ calculations are subject to per-
sonal judgements about cap rates, NOI adjustments aestimates usually differ between
different analysts and hence their view on typp@miums and discounts. Estimates of NAV
per share tend to fall in a range rather than bam@bsolute number as shown in Table 6.4.
On the other hand, the author expected as wellrtHative premiums (discounts) between
different types of REITs are similar among analyBts instance, one might expect that pre-
miums (discounts) of industrial REITs in generaideo be higher (lower) than premiums
(discounts) of residential REITs. This presumptwas not supported by the results of the
survey. For instance, Steve Sakwa and Craig Leupeltved that retail REITs typically
trade at slightly higher premiums than residerREITs (2 and 4 percentage points, respec-
tively) whereas Anthony Paolone and Chris Lucd®bed that their typical premium tend to
be considerably lower than those of residential REIL5 and 10 to 15 percentage points).
Overall, “reasonable” deviations lied within a telaly small range of -10 to 18 percent. This
could be seen as a general support for the usstulsfehe NAV approach. In an article about
the value of the NAV approach in NAREIT’s online gazine “Real Estate Portfolio”, Steve
Brown, managing director and portfolio manager aubkerger Berman Real Estate Funds,
argued that NAV provides a reality check for REITces and believed that typical bounda-
ries range between 80 and 120 percent of NAV.

% Shant Poladian’s estimates where excluded fronsaheparison since he is focusing primarily on Caarad
REITs. Due to different institutional settingsetbizes of his estimates are less meaningful. Heryéns esti-
mates could be interpreted when comparing premamisdiscounts between different REIT sectors.
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Table 6.4 “NAV estimates”

REIT Merrill Lynch E;g?i‘?; Bear Stearns Gr::\;sitrrseet
Aimco $44.61 $39.56 $46.00 $41.25
AvalonBay $46.58 $46.32 $47.00 $47.50
Boston Properties $43.65 $50.78 $46.70 $38.00
Equity Office $32.04 $31.72 $35.46 $26.50
Equity Residential $29.15 $27.48 $26.00 $25.75
Kimco $28.17 $28.50 $28.69 $26.75
Mack-Cali $37.23 $39.94 $38.51 $35.00
ProLogis $23.91 $25.32 $25.26 $22.25
Simon Property $33.64 $32.50 $38.60 $34.75
Weingarten Realty $31.22 $34.50 $33.82 $31.25

Source: NAREIT, Real Estate Portfolio (Novemberédbaoer 2002) — “An Inexact Science”

(Data: Merrill Lynch, Banc of America Securitiesd@ Stearns and Green Street Advisors Merrill Lym@stimates of

NAV are as of September™ 2002; Banc of America's estimates are as of See 28', 2002; Bear Stearns’ estimates

are as of Septembel"62002; Green Street Advisors’ estimates are @awbber #, 2002.)
Furthermore, analysts were asked about how mucdheobbserved cyclical patterns in dis-
counts and premiums of actual stock prices to NA&Y ghare they would ascribe to psycho-
logical factors. Their estimates lie within a ramgfe0 to 25 perceft, which indicates that
analysts believe that the main part of this cytlpattern is driven by fundamental informa-
tion rather than exaggerating markets.

3 Anthony Paolone supplied no answer and responeetichnot agree the way the question was formed.
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7. Discussion

The previous chapters introduced three differepr@gches to value equity REITs which are
frequently applied in practice and explained tistiengths and weaknesses. The remaining
question is which methodology works best? This lbeen a controversial issue for decades
which is still unsolved. In general, there are wpposing views which relate to the question
what is the main value driver of a REIT: the builgs or the management. On the one hand,
there are analysts and investors who strongly welikat it is the buildings and that there is
only one best way to value REITs, namely NAV. Oa tither hand, there are investors, ana-
lysts and, especially, company executives who tefbkV as static, even backward looking
approach and believe that REITs should be valuedhas stocks.

NAREIT’s online magazinéReal Estate Portfolio”summarized the current state of the de-
bate in an article in its May/June 2005 issue. fitst camp is led by Green Street Advisors
who believe that REITs are basically a collectidrbuoildings that has been securitized and
management just adds a “nice kicker” to this vakiace real estate assets trade at real prices
every day in large private markets, they argueath be “foolhardy” not to base valuations
on these “hard, market-based” data that is readifylable to anyone willing to do the work.

Green Street Advisors back their approach withrapréssive track record of their NAV-
based buy-recommendations since 1993 which isablailon their websitd Furthermore,
they refer to the study of Gentry et al. mentioeadier on in the chapter, which they believe
proves that NAV actually matters. According to thAREIT article, Green Street Advisors
has been pretty successful in promoting their NAdé¢dal approach over the last two decades
and many industry figures concede that their vias gained dominance. The increasing use
of NAV may also result from the fact that NAV calations have become easier in recent
years as REIT disclosure has grown and now includesage rents, vacancies and other
details which allow for more reliable NAV estimatd@hough not representative, the results
of the survey were also in line with these figur&s.stated in chapter 6, the NAV approach
received the highest score on the question how mueght analysts put on the different
valuation methodologies in their final value estiesa Among the supporters of the NAV
approach is also Rehkugler who believes thattitesbest valuation methodology for valuing
German property companies.

However, as reported in the article as well, theme still a considerable number of REIT
analysts, investors and company executives whootlgmare this view. They argue that the
NAV approach is backward looking and does not faltgount for the value-creating power
that management provides. Consequently, it undessthhe value of, especially, dynamic
companies. They often cite as evidence REITs, fiie industrial developer CenterPoint
Properties or the active apartment developer ABdgnCommunities Inc., which “aggres-
sively” manage their assets to add value. CentatFRyoperties, for instance, has been trad-
ing at large premiums to NAV estimate for yearserBfiore, Green Street has been recom-
mending to sell the company since 2001. Nevertbelesshare price nearly doubled over the
next three and a half years and reached premiums 48%. The opponents of the NAV
approach therefore believe that REITs should belgmenately valued as operating busi-
nesses, like any other company, that create vdirmigh buying, selling, developing and
redeveloping. Therefore, they generally prefer@i@F methodology.

In practice, the debate is not black and white. tMoslysts and investors apply several valua-
tion methodologies and are cautious against relyoogmuch on a single approach, as pointed
out by Ross Smotrich, analyst with Bear Stearns&ii€the NAREIT article. Even Green

35 http://www.greenstreetadvisors.com/ourperf.htmi
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Street Advisors perform detailed DCF analysis othe@ompany in their coverage universe.
Moreover, their NAV-based approach is not a NAVyontethodology, as Craig Leupold
pointed out in the questionnaire. Though puttirgyeat emphasis on the methodology, Green
Street uses NAYV just as a starting point and thigusss it by a premium or discount depend-
ing on whether the management and the companytsteuadd or detract from real estate
value. Similarly, opponents of the NAV approach aexte it does a fairly good job in setting
outer limits where a stock should trade. As poimetl by Steve Brown, managing director
and portfolio manager at Neuberger Berman Realt&d$tands, in the NAREIT article, it
provides a “reality check that separates what'dyrdeapping from the noise of what people
are yelling at you”. He believes that the boundatigically range between 80 and 120 per-
cent of NAV. There are also some market participamho think that NAV is more useful
some times (e.g. bear markets) than at other t{mgs bull markets). One of them is William
E. Hauser, portfolio manager at HVB Capital ManagetnHe believes that, in a bear market,
the value-creating talent of the management is ¢éss factor than the asset value which
could be considered as a “safety net”.

The cautiousness to rely too much on a single agbras also supported by the survey. All
respondents apply at least two different methodekgHowever, some take up clear posi-
tions in one of the two camps. Craig Leupold frome&h Street Advisors, of course, is a
follower of the NAV approach. He stated that a mdifference between valuing REITs and

ordinary companies is that hard assets have a rdergifiable value. Therefore, their pre-

ferred valuation methodology is the NAV approacbweéver, as mentioned above, it is only
used a starting point which is then adjusted byesmpum or discount based on whether the
management and the company structure add or détoactthe real estate value. The NAV

camp is joined by Steve Sakwa from Merrill Lynchongtated that, though it has its limita-

tions, NAV is their preferred valuation method aallvgince it allows them to adjust for asset
guality. Nevertheless, he acknowledged that theeeadlso some merits to some other ap-
proaches such as the DCF methodology.

Anthony Paolone from JP Morgan joins the secondpcafe considers NAV as a decent
starting point for a rough value estimate but nbatvmoves the share price day-to-day or
quarter-to-quarter. He stressed that he strongligues that REITs are stocks and not real
estate and hence could trade far above and belewNAV. Therefore, valuation methods

for REITs should not differ from those of other quamies. His preferred valuation approach
is multiples and ascertaining how the group fite ithe broader market. For instance, if peo-
ple want growth they are likely to sell REITs, ety want value they are likely to buy REITSs.

This sentiment is used as a starting point forviddeation of the group. Individual company

analysis and property type analysis provides therptemium or discount to the group.

The remaining analysts, Chris Lucas, Shant Poladrah David Rodgers took a middle-of-
the-road view. They apply several methodologies stated no preference to one of them.
When they were asked about the main difference denwaluing a REIT and other listed
companies, they responded that it is the tangilleire of their assets, which provides a
strong valuation support, especially, in a liquidiatscenario, and it is the additional informa-
tion that U.S. REITs usually provide compared toeotcompanies.

Moreover, analysts were asked about the main diffes encountered in valuing REITs. The
results suggest that there are three major problEirst, company disclosure is inconsistent
and often insufficient. This complicates a calaolatof reliable business values and their
comparability. In particular, analysts would like have additional information on capital
expenditure, tenant improvements and leasing cpseferably on a property-by-property
level. The second problem concerns the determimaifocap rates and hence primarily the
applicability of the NAV approach. Determining cegies for heterogeneous property portfo-
lios is to some extent more art than science. Séwesm small changes in cap rates can have a
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significant impact on the final value estimate,v&t&akwa concedes that, although NAV is
their preferred valuation approach, it is inhengrdl subjective measure. A third problem
results from the fact that the share of transaatigmnofits and management fees in a REIT’s
FFO is increasing. This complicates FFO projectiand the comparability of income meas-
ures since transaction timing may have a significapact on quarterly results.
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8. Concluding Comments

The final purpose of this thesis was to find ouethier there is something as a superior valua-
tion methodology for REITs or not. Due to the freguuse of both the discounted cash flow
method and multiples, it seemed clear that a sopealuation technique does not exist in
case of ordinary businesses. However, the spattificacteristics of real estate assets in con-
junction with the concept of NAV were somewhat prsing in case of REITSs.

Unfortunately, as in working on this thesis becactear: there is also no “Holy Grail” of
REIT valuation. Although a lot of practitioners iolathat a NAV-based valuation approach
works best, there is no general consensus onsbui As Green Street put‘ihe results of
the debates on the relevance of NAV have been alscgdtisfying as trying to reconcile dif-
ferent views on religion: opinions are formed amhgensus remains elusive. Believers have
trouble in understanding what they view as the oliwicommon sense of their case

In general, it seems as if the passionate debatdtserom different perceptions of the NAV
approach. The result of a “pure” NAV approach klly to be flawed, since there are several
“value-driving” factors that are not captured bg thetric, like a REIT's growth opportunities
and the effect of property and geographic focudNAV-based approach which adjusts the
pure NAV estimate for such additional factors, heere can lead to sound value estimates.
The problem of measuring the impact of these faa®not unique to the NAV approach but
arises as well in case of other methodologies. 8thes, the issue is rather which methodol-
ogy is better able to handle these factors.

Due to the particular characteristics of REITs, AVA\based valuation approach is generally
valuable. Whether it should be used as “the mapragzrh” or just as an additional valuation
metric will depend on the individual situation and. If sufficient information about the
company is available to the public and if the REdlfows a rather defensive business strat-
egy, i.e. it receives the main part of its reverfues rental income and management fees and
not from developments or actively selling and bgyproperties, a NAV-based model will
work quite well. If not, the results will be leseaningful. Nevertheless, they will provide a
reality check to the results of other valuation moeblogies, especially, in bear-markets,
since share prices tend to lie in a range betwéét &1d 120% of NAV.

Multiples present another relative valuation metilody. Their strength is that they are based
on actual prices paid on the capital market and twnparatively handy application. Actual
market prices account already for factors, sucthadiquidity of shares and principal-agent
problems, which are often difficult to quantify &am explicit model. However, multiples in-
corporate also current investor sentiment. Althotlgh may be quite useful in some situa-
tions, it generally increases the risk of exaggenat On the other hand, multiples can be also
used to compare current market prices with hisabpeices, which should reduce latter risk.
This, however, depends on whether market partitgpare able to correctly assess whether
the current situation justifies historical deviasoor not.

One of the major problems in using multiples - évailability of comparable companies - is

likely to become less severe in the future, esfigdia case of Europe. Domestic financial

reporting standards, tax regulations and corpdeas are more and more converging to a
single European standard and hence facilitate aEpaopean comparison of companies.
Furthermore, the introduction of new REIT regimesoas Europe should significantly in-

crease the total number of listed property comgnieparticular in Germany. As the compa-
rable universe expands, the importance of multijgldi&ely to grow.

Both multiples and NAV are relative valuation apgcbes which are based on the assumption
that the underlying prices are efficient. When #issumption does not hold and the underly-
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ing prices either in the capital market or the nty market are distorted, they will lead to
flawed results. In such cases, a discounted cashdpproach or a dividend discount model
may prove quite useful. An advantage of this apghiaa its flexibility. It provides an easy
way to run through different market, business al agefinancial scenarios, by simply adding
and subtracting additional cash flow streams. Tleeehowever also weaknesses. It does not
account for the value of managerial flexibility. &ddition, the impact of some value drivers
may be difficult to quantify in terms of cash flows the opportunity cost of capital. Further-
more, although it is generally regarded as an absalaluation approach, the determination
of an appropriate discount rate often involvesrimfation derived from current market pricing
as well.

The quality of the individual valuation methodolegiin case of German REITs will also
depend on publicly available information. Each aggh demands for detailed company
disclosure. If REIT disclosure is insufficient, thesults will likely be flawed independent
from the valuation methodology applied. The apility of the NAV approach will addi-
tionally depend on the availability of reliable anfation about the property market, like up-
to-date cap rates for different geographic regiand property segments. As mentioned in
Chapter 2, the German property market is ratheergdeveloped and opaque so far. However,
the availability of reliable information is imprawg significantly.

Moreover, it is important to mention that there angher metrics which are frequently used
for valuing REITs. In particular retail investorsctis very much on a REIT's dividend yield,
as pointed out by Mary Hogan, senior portfolio ngaravith ABP Investments, in the article
“Investor Roundtable” in the January/February 20€%ie of NAREIT's magazinéReal
Estate Portfolio”

In general, it is always advisable to apply theuatibn approaches in conjunction with one
another and REIT analysts actually do. Each teclenitps its own merits and leads to valu-
able insights into the company and its drivers dimainishers of value not gained by others.
A thorough understanding of the strengths and wesdas of the individual approaches will
then help to reconcile the different value indioa$ into a final value estimate and will lead
to additional insights into a REIT’s relative int@&nt strengths and weaknesses and histori-
cal and prospective ranges of fair pricing. Howewatuations will always be — at least to a
certain extent — more art than science and prafieabexperience will be crucial.
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“Summary of REIT Characteristics by Country”
Country N of Mgint Type Investment Activiey Eoreign Investment
REIT:
Trited 145 Tnternal Dienelopment allowed Foreign mssets allowed
Stares
Canada 24 Luternal-external Drenelopment allawed Eereizn mssets allowed
France g Tarernal Drenelopment allowed Foreion mssets allowed but
may be toxed af zouice
2etherlond: g Luternal Drenelopment probilbited Eereizn mssets allawed bt
iy be toxed at souce
Belgziun 10 Tnternal - external Denelopment allawed but Foreign mssets allowed but
restcted may be toxed af zouce
Australia 20 Histerically externnl— Dienelopraent allawed Eereizn mssets allawed
slufting tawards internal
gt
Japan 14 External Dienelopment allowed bur -30%  Foreign assets allovwed
cf assers st be wecme
ptachnzing
Hong Kong O Internal - External Dienelopment prohibited Foreign mssets prohibited
Singapore 3 External Drenelopment allowed np 12 20%0 Foreign assets alloved
cf rotal ascets
Country Sector Investment Afnimuimn Leverage Conversin  Other Comunents
Dividend Restrictions Tax
Pavout
United Specialized. All property sectars S0U s after depr Motue MNene with Eirmly establizhied ‘matnge
States represented UBREIT
Canada Specialized Up o 1008, MNate 24 3% Dieveleping. Only medest
after depr capital gains  size compandes
tax
France Ceonver thres sectars bur Paris office B3%¢ after depr Mane 16.5% exit Established. Lileral
and French retail acccunt for 80%, + Z0% znles tax structuee
Alzo inzludes residential Zoith
Nethetlands  Heavily weighted rawvards retail vs 100% after depr Lirnited to 3:.5% exit Fitmly establizhed. Strong
office. the rempindar being damestic &% af back  tax itnestor inkerest
office-other. Largely pan-Europenn value
Belaimm Diversified B0%0, e depr Lirunitec ta 20.1% exit Established. Nar more than
0% of aseet tax 200 of aszet: can be
value itnested in one zingle
progerty
Anstralin Some wpecinlized. some diversified. 3% no depr MNate 0.0 Firmly establizhed.
Primarilv retail. office. & indn:trial capital gains  Currently expenencing
Concentrated in Aelbonne and tax consderable mén activity
Sardney
Japan The intreduction of I-BEITs has led tc 50%: after depr Mote 421% Established. Sector has
increazed portfclic specinllzation. + 100%% sale: capital gains  Frown rapdly
Largest FEIT: fooused oo maindy goin tax
Takove office. rerail & residential
Heng Keng  Retail sesidential & office S0%; after tazx Limited to MNene Currently no companies
na depr 32% af total heve elected FEIT status
assets due tc lack of tax
transparensy & oetly
restrictive linutations on
gecgtaphy ond leverage
Singapcre Drverufied portfolios. Office. retat]l & 100%. do depr Limited to MNene Established

resiclential

33%0 of total
Assats

Source: CRA RogersCasey
* Numbers as of August, 2004
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APPENDIX I

“Questionnaire”
"Valuation of equity REITs"

Personal Questions:

1) What is your academic background?
- answer -
2) How long have you been REIT analyst?
- answer -
3) What kind of analyst are you?
[ ]buy-side analyst [ ] sell-side analyst
4) How long has the company you are working for analysd REITs?

- answer -

Valuation Questions:

5) Which of the following methods do you use in valuig equity REITS?
[ ] Discounted Cash-Flow
if yes: [ ] entity method [ ] equity method

[ ] Multiples

ifyes: [ ] P/Eratios [ ] enterprise vale&IT [ ] enterprise
value/EBITDA

[ ]P/FFO [ ]P/AFFO (or FAD or CAD)
other:- answer -

[ ] Net Asset Value
[ ] Other methodology (e.g. option valuation heztology)
if yes, which: - answer -

6) How much weight do you put on the results of the mividual approaches in your
final value estimate?

unimportant very important
Discounted Cash Flow: [T [T [T (1 [1
Multiples: [T [T 01 01071 [1
Net Asset Value (1T [T [T 01 (1 [1
Other Methodology [T (1 (101 [1 [1

[ ] depends very much on the individual equiR

7) In general, do you think that multiples work better in valuing equity REITs than
they do in valuing ordinary companies (high transpaency, relatively stable cash flow
streams, no tax effects of leverage, etc.)?

[ ] better [ ]worse [ ]approx. the same
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Comment: Questions 8 to 13 must only be answeraaif use a NAV approach!

8) If you use a NAV approach, how do you obtain the nr&et value of the REIT's real
estate stock?

[ ] published by the REIT
[ ] own estimates

if yes: [ ] estimating the individual propertglues and summing
them up

[ ] capitalizing total rental revenues publidhey the REIT
other:- answer -
[ ]third party estimates

9) If you use a NAV approach, do you devalue the totalalue of the property stock due
to the fact that bloc sales usually lead to lowerrjres than single unit sales?

[ 1yes [ Ino
if yes: How much on average? %
10)If you use the NAV approach, how often do you “updee” your NAV estimates?
[ Jannually [ ]semi-annually [ ]quarterly
[ ]event-driven (acquisitions, sales, etc.)
other:- answer -

11)If you use the NAV approach, which of the followingcharacteristics do you take into
account when deriving your final value estimate ofhe equity REIT from NAV?

Focus on property type: [ ]yes [ ]no
if yes:
unimportant very important
(1 01 01 01 01101
Focus on geographic region: [ ]yes [ 1no
if yes:
unimportant very important
(1 01 01T 01 [1T1]1
REIT size: [ ]yes [ Tno
if yes:
unimportant very important
(1 01 01 01 01101
Brand: [ ]yes [ 1no
if yes:

unimportant very important

(1 01 01 01T 0111
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Growth opportunities: [ ]yes [ 1no
if yes:
unimportant very important
(1 01 01T 01 [1T1]1
Quality of the information policy: [ ]yes [ 1no
if yes:
unimportant very important
(1 01 01 01 01101
Overhead costs on the REIT level: [ ]yes [ 1no
if yes:
unimportant very important
(1 01 01T 01 [1T1]1
Liquidity of the stock: [ ]yes [ Tno
if yes:
unimportant very important
(1 01 01 01 01101
High share of institutional ownership: [ ]yes [ 1no
if yes:
unimportant very important
(1 01 01T 01 [1T1]1
High share of management ownership: [ ] yes [ Tno
if yes:
unimportant very important

(1 01 01 01T 0111

12)Which other factors do you take into account and ha important are they (same
scale as in question 12: {1,...,6})?

- answer -

13)What do you consider as a “typical” premium/discoun for the following types of
equity REITs?

Residential: % [ ]premium [ ]discount
Office: ___% [ ]premium [ ]discount
Industrial: % [ ]premium [ ]discount
Retail: ___% [ ]premium [ ]discount
Diversified: % [ ]premium [ ]discount
Health-care: % [ ]premium [ ]discount

Lodging/Resorts: % [ ]premium [ ]disobu
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14)REIT stock prices have shown considerable deviati@afrom NAV in the past. Since
these deviations revealed cyclical patterns, theteave been questions whether fun-
damental factors can solely explain the varying pmaiums and discounts. How much
of the observed cyclical pattern would you ascrib& psychological factors? (Just a
rough estimate)

- %

15)There is evidence that average discounts (premiumeh NAV are significantly lower
(higher) in countries with REIT regimes than in cowntries without. How would you
rate the following frequently stated reasons?

no impact large impact
Tax transparency [1 [1 [l (1 [1
Increased transparency [T [T [IT1 [1 [1
Increased liquidity of the shares [T [T [1 [1 [1
Increased liquidity of the underlying [T T 01T [T [1 [1

property market
16)What is your personal opinion of NAV in valuing equty REITS?
- answer -

17)What do you consider as an appropriate leverage rai for the following types of
equity REITs?

Residential: - %
Office: - %
Industrial: - %
Retail: - %
Diversified: - %
Health-care: - %
Lodging / Resorts: - %

18)What are the main difficulties encountered in valung REITs?
- answer -

19)What kind of additional information would you like U.S.-REITs to disclose that
would make your work much easier without imposing o high costs on them?

- answer -

20)Some people demand that it should be mandatory faeerman equity REITs to pub-
lish the actual market values of their properties ach year, like German open-end
funds have to do. Do you think the benefits of higer transparency (lower cost of
capital) will outweigh the increasing costs resultig from annual appraisals?

[ ]yes [ 1no

21)What are the main differences between valuing a RHI and valuing other listed
companies?

- answer -

22)Summing up, what is your preferred approach to vale REITs?
- answer -
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APPENDIX Il

“Example of a FFO/AFFO Calculation Scheme”

- 2002 R
Fiscal Year - December Q1A Q2A Q3A Q4A Year
Bevenue
Rental 532,842 $32,724 534,863 $36,188 5136,617
Gain on sales of real estate acquired for resale 365 1,126 969 1,035 3,495
Interest and other 31 51 223 41 346
33,238 33,901 36,055 37,264 140,458
Expenses
Interest 5,605 5,803 5,919 6,209 23,536
Depreciation and amortization 7.321 T.421 7.920 8,097 30,759
General and administrative 2,389 2,348 2,313 2,405 9,455
Property 616 622 754 699 2,691
Income taxes 288 0 0 0 288
Other 0 598 503 354 1,455
Provision for impairment loss 0 0 0 0 0
16,219 16,792 17,409 17,764 68,184
Net operating income 32,226 32,102 34,109 35,489 133,926
Income from operations 17.019 17,109 18,646 19,500 72,274
Gain on sales of investment properties 340 0 0 0 340
Income from continuing operations 17,359 17,109 18,646 19,500 72,614
Income (loss) from discontinued operations 935 1,336 3,174 607 6,052
Net income 18,294 18,445 21,820 20,107 78,666
Preferred stock dividends (2,428) (2,428) (2.428) (2,428) (9.712)
Net income available to common stockholders 15,866 16,017 19,392 17,679 65,954
Reconciliation of net income to FFO:
Net income 15,866 16,017 19,392 17,679 68,954
Depreciation and amortization:
Continuing operations 7,321 T.421 7,920 8,097 30,759
Discontinued operations 183 218 44 23 468
Depreciation of furniture, fixtures and equipment (33) (34) (37) (32) (136)
Provision for impairment losses:
Discontinued operations 160 670 150 340 1,320
Gain on sales of investment properties:
Continuing operations (340) o 0 0 (340)
Discontinued operations (774) (1,305) (3,066) (813) (5,958)
Funds from operations 22,383 22987 24,403 25,294 95,067
Reconciliation of FFO to AFFO:
Provision for impairment losses 0 o 0 0 0
Amort. of settlements on treasury lock agreements 189 189 189 189 756
Amort. of deferred financing costs 238 242 145 (46) 579
Amort. of stock compensation 131 152 155 157 595
Capitalized leasing costs and expenditures (154) (76) (45) (102) (377)
Capitalized building improvements (22) (405) (78) (137) (642)
Straight-line rents (397) (21) 287 (15) (148)
AFFO 22,368 23,068 25,056 25,340 95,832
Per share:
Net income 50.48 $0.48 50.56 $0.51 $2.03
Diluted FFO $0.68 $0.69 $0.71 $0.72 $2.80
Diluted AFFO 50.68 50.69 50.73 $0.73 $2.82
Weighted average shares outstanding:
Basic 33,044 33,310 34,483 34,871 33,927
Diluted 33,092 33,368 34,538 34,928 33,982
Distributions per commen share 50.57 5057 50.58 $0.58 52.30
FFO payout ratio 83.8% 83.2% 81.4% 80.3% 82.1%
AFFO payout ratio 84.3% 83.0% T9.7% T9.7% 81.6%

Source: RBC Capital Markets
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“Examples of NAV Calculation Schemes”
Estimate of Current Value of FRT's Operating Real E  state
12/31/2004
LTM real estate revenues $391,841
Less straight-line rents and SFAS 141 ($5,200)
Revenues $386,641
Real estate operating expenses $131,041
NOI $255,600
NOI margin 66.1%
Mid-period activity adjustment (1) $2,047
Internal growth at 3.4% $8,582
Pro rata share of JV NOI $577
Minority interest in NOI ($4,800)
Discontinued operations NOI $2,068
Total forward-look NOI $264,074
"Cap ex" "Cap ex" Economic Economic Nominal Real Estate
Asset type %NOI NOI Percent Amount NOI Cap Rate Cap Rate Value
Strip center 95.7% $252,719 11.1% $28,052 $224,667 5.63% 6.33% $3,990,533
Residential 4.3% $11,355 11.0% $1,249 $10,106 5.40% 6.07% $187,150
Total 100.0% $264,074 11.1% $29,301 $234,773 5.62% 6.32% $4,177,683
FRT NAV Estimate
Assets 12/31/2004 Liabilities
Operating real estate $4,177,684 Mortgage and notes payable $1,304,057
Construction in progress at 110% of book $37,070 Pro rata share of JV debt $14,200
Land held for development (2) $35,000 Less minority interest share of debt $0
Cash $30,475 Value of mark-to-market debt $161,078
Mortgage notes receivable $42,909 AP and other liabilities $153,351
Tenant and other receivables (3) $16,051 Total liabilities $1,632,686
Value from condo conversion (4) $45,844 % if assets 37.0%
Other real estate investments $9,631
Other assets $17,500 Total preferred stock @ market value $144,612
Total assets $4,412,164 % if assets 3.3%
Total liabilities and preferred stock $1,777,298
% if assets 40.3%
Current Value of Equity $2,634,866
Shares outstanding 52,137
Units outstanding 449
Options dilution 631
Total shares/units outstanding 53,217
Diluted NAV/sh $49.51

(1) Reflects NOI impact of acquisitions, developments, and dispositions over the last 12 months.
(2) Reflects entitled 18-acre land parcel at Santana Row.

(3) Less estimate for straight-line rent equal to 6.5% of annualized base rent.

(4) Incremental value created by the conversion of 219 Santana Row apartment units to condominiums

Source: Green Street Advisors
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Adjusted 12-month Forward NAV Calculation Current Operating Portfolio and Estimate Re-Development Portfolio

($35 in 000)

Operating Portfolio

Azl estimated 3Q 2006 revenues 3108,630
less annual estimated 3@ 2000 operating expenses $32,342

equals Annualized 20Q 2004 TTOL estimate

divided by Cap rate assumprion

equals Estimated portfolio value

plus anmualized fees capped at 11%:

plus Cash and other assers

equals Toral assets

minus debi and preferrad 1,619,462
astimated NAWV $2.000,278
divided by cshares ourstanding 53,483
equals Estimated Forward NAV per share of CUREENT OPERATING PORTFOLIO 55422
Est. Re-development Portfolio 2007-2009 (assumed financing is 50% debt and 50%0 equity)
alue added re-development Cost {est. redevelopment 2007-2008) $300,000
muldplied by estimared retum on re-developments 12%%

equals Estmared Fevenues

Estimated INOI

divide by cap rate assunpiion

equals Gross Feal Estare Value

lesz Debr financing

equals et equity

divided by Shares outstanding (assumes an additional 2. 1M shares issued at 570)

equals Net asset value (WAV) per share estimate of development portfolio

NAV after discounted back at 10%6

Agoregate NAV Estimate of Federal Realtv Portfolio

MAWV Estimate of CURRENT OPEFATING PORTFOLIO

MAWV estimate of RE-DEVELOPMENT PORTFOLIO

Adjusted 12-month forward NAV estimate

plus a 15%0 premdum due to niche business model. frreplaceable assets and reladwve FFO and dividend srowth.

Adjusted 12-month forward NAV estimate

Source: Stifel, Nikolaus & Company
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Amerivest Properties
Net Asset Valuation at Various Capitalization Rates
Value of occupied portfolio
Annualized 2006 estimated NOI $20.000 $20.000
Assumed Cap Rate 8.50% 0.25%,
Gross Real Estate Value £341.1786  $313.514
plus Current Assets $15.863 £15. 863
equals Total Assets £357,030  $320377
minus Debt & Preferred $235677  $235.677
equals Net asset Value £121,362 $93.700
divided by Shares Outstanding 24,003 24,003
equals Net Asset Value per Share of OCCUPIED SPACE 55.04 $3.80

Value of a portion of AMV's vacant space. Assumes portfolio is 91% occupied vs. $8%

currently.

Square feet (represents 3% of AMV's vacant space) 75 75
Gross rent per foot assumption §19.25 §190.25
Gross rent $1.444 $1.444
Waluation cap rate assumption 10.00% 10.00%
Gross real estate value $14,438 $14.438
Cap ex and leasing commission assumption {330 per foot) £2.460 £2.460
NAV $11,978 $11,978
NAV per share of UNOCCUPIED SPACE S0.50 50.50
NAV of OCCUPIED SPACE £5.04 $3.80
NAYV of portion of UNOCCUPIED SPACE £0.50 £0.30

Agoregate NAV estimate §5.53 §4.39

Source: Stifel, Nikolaus & Company



