Chapter

Real Estate Investment
Trusts (REITs

Introduction

The concept of the real estale investment trust dates back to the 1880s. In the early years,
trusts were not taxed if trust income was distributed to beneficiaries. In the 1930s, how-
ever, a Supreme Courl decision required all passive investment vehicles that were centrally
organized and managed like corporations to be taxed as corporations. This included real
estate investment trusts.

Stock and bond investment companies, also affected by the same Supreme Court deci-
sion. promptly secured legislation (in 1936) that exempted regulated investment compa-
nies. including mutual funds. from federal taxation. Al this time, real estate (rusts were nol
oreanized to press for equal consideration, and the trust did not develop into importance as
a legal form for investing in real estate.

After World War 11, however. the need for large sums of real estate equity and mortgage
funds renewed interest in more extensive use of the real estate investment trust, which
also became known as the REIT (pronounced “reet™), and a campaign was begun to achicve
for the REIT special tax considerations comparable to those accorded to mutual funds. In
1960, Congress passed the necessary legislation.

An underlying, very important concept relating to REITS is that in many ways their cre-
ation was intended to create a passive entity that would operate much like a mutual fund in
the public securities scctor. The concept was that REITs should provide investors with an
opportunity to buy into a diversificd portfolio of income-producing real estate. The port-
folio would be assembled by the REIT then it would be operated more like a passive entity
with limits on buying, selling, operating, and managing certain real estate assets. Then. if
income was distributed in accordance with federal tax regulations, REITs would be viewed
more as a conduit than as an active, corporate entity. If these conditions were met, REITs
would not be taxed as a corporation and could pass through income and capital gains to
sharcholders.

Legal Requirements

A real estate investment trust is basically a creation of the Internal Revenue Code. It is
a real cstate company or trust that has clected to qualify under certain tax provisions to
become a pass-through entity that distributes to its shareholders substantially all of its
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laxable earnings in addition to any capital gains generated from the sale or disposition
of its propertics. In accordance with the tax provisions under which it was established,
the real estate investment trust can deduct distributions to sharcholders when calculating
taxable income. Because REITs distribute most if not all of their income to shareholders,
this means they generally pay little or no federal income (ax. The distributed earnings do
represent dividend income to its sharcholders and are (axed accordingly. Similarly, any
distributed capital gains are taxed at the shareholder’s applicable tax rate.

Effective January 1, 1961, special income tax benefits were accorded a new type of invest-
ment institution by an amendment to the Internal Revenuc Codc (Sections 856-858). Under
this amendment. a real estate investment trust meeting prescribed requirements during the
taxable year may be treated simply as a conduit with respect to the income distributed lo
beneficiaries of the trust, Thus, the unincorporated trust or association ordinari ly taxed as a
corporation is not taxed on distributed taxable income when it qualifies for the special tax ben-
efits. Only the beneficiarics pay the tax on the distributed income. To qualify as a real estate
investment trust for tax purposes, the trust must satisfy the following general requirements:

Asset Requirements

* At least 75 percent of the value of a REIT's assets must consist of real estate asscts,
cash, and government sccurities.

+ Not more than 5 percent of the value of the assets may consist of the securitics of any
one issuer if the securities are not includable under the 75 percent tesl.

« A REIT may not hold more than 10 percent of the outstanding voting securities of any
one issuer if those securitics are not includable under the 75 percent test.

+ Not more than 25 percent of its assets can consist of stocks in taxable REIT subsidiaries.

Income Requirements

* Atleast 95 percent of the entity’s gross income must be derived [rom dividends, inter-
est, rents. or gains from the sale of certain assets.

» At least 75 percent of gross income must be derived from rents, interest on obligations
securcd by mortgages, gains from the sale of certain assets. or income attributable to
investments in other REITs.

Prohibited Transactions

As indicated above, the REIT concept was originally intended to restrict certain activitics
and to retain a more passive nature as far as its operations were concerned. In other words,
Congress did not want REITs to enter activities such as regularly trading real cstale assets
or actively developing land and improvements with the purpose of selling such develop-
ments as a regular, on-going business activity. These activities could be viewed as being
more active in nature, similar o activities carried out by corporations, and as such, they
should be taxed at the corporatc level. During 2008, in its Housing Act, Congress cre-
ated a series of tests, such that if complied with. would provide REITs with a “safc har-
bor.” These safe harbor tests, if satisfied. would ensure that certain sales of property would
not be treated as “prohibited transactions.” This is a very important rule that REITs must
comply with as any net income produced by prohibited transactions would be su hject toa
100% penalty tax. These tests generally include the following:

* REITs must own propertyies for at least two years prior (o sale;

+ Cost of any capital improvements to the property during that period cannot exceed 30
percent of the sales price:
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« REITs cannot (1) have sold more than seven properties, or alternatively, (2) have sold
properties with an aggregate adjusted basis in excess of 10 percent of the aggregate
basis of all the REIT's assets as of the beginning of the taxable year; and

« For land or improvements not acquircd through foreclosure, properties must have been
held for the production of rental income for at least two years.

Distribution Requirements
. Distributions to shareholders must equal or exceed the sum of 90 percent of REIT
taxable income.

Stock and Ownership Requirements

« The REIT must be taxable as a corporation.

« The REIT must be managed by a board of directors or trustees.
« Shares in a REIT must be fully transferable.

« Shares in a REIT must be held by a minimum of 100 persons.

« No more than 50 percent of REIT shares may be held by five or fewer individuals dur-
ing the last half of a taxable year.

Management Activities

One of the ongoing challenges in the REIT industry is (1) the extent to which portfolios
of income properties can be managed cffectively (that is asscls must be acquired, main-
tained. financed. sold, etc.) while (2) continuing to maintain many of the attributes of a
trust, (3) avoiding the corporate income tax while (4) retaining favorable federal income
tax treatment of dividends and capital gains passed through to its investors. In past years,
REIT management generally limited its activities and performed oversight responsibilities
by outsourcing most of the property management functions, sales, and so on to third par-
ties. In recent years, the industry has succeeded in becoming more self-administered, or
active in managing trust assets. However, this cvolution has come with a considerable
amount of regulation from Congress.

Prior 10 1986, a management aclivity restriction existed to ensure the passive nature of
REITs. Trustees, directors. or cmployees of a REIT were not permitted to actively engage
in managing or operating REIT property, rendering services to tenants of REIT property,
or collecting rents from tenants. These functions were generally performed by an indepen-
dent contractor. In 1986, the Tax Reform Act relaxed the management limitations. allow-
ing REITs to render normal and customary maintepance and other services for tenants,
climinating the need for an outside independent contractor for property-related functions
like property management. The result of this change is that REIT managers now have the
ability to internalize these functions, creating vertically integrated operating companies
and fundamentally altering the REIT vehicle.

In the pre-1986 era, many REITs were organized or sponsored by a financial insti-
tution, such as an insurance company, a commercial bank, or a mortgage banker. The
sponsoring institution also served as an advisor to the REIT, either directly or through an
affiliate. Responsibility was delegated to the advisor for managing the operations of the
REIT, including management of the REIT's assets and liabilitics. Following the 1986 Tax
Acl. the REIT became a more atiractive vehicle for real estate developers who had not
been interested in a passive investment vehicle. Real estate developers and operators have
become the dominant sponsors of REITs, particularly for larger companies.

Two landmark initial public offerings helped shape the modern REIT industry. The first
was the 1991 Kimco Realty offering, which was the first offering ol a modern vertically
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Source: See: “Data and
Research™ at the NAREIT
website: www.narict.org.
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integrated REIT, providing its own property and asset management. Although some cxist-
ing REITs adapied following the 1986 Act, Kimco Realty was the first significant REIT
initial public offering designed to be internally managed and advised. The second sig-
nificant offering was the Taubman Realty offering, which launched the public umbrella
partnership REIT, or UPREIT.,

An UPREIT is a REIT that owns a controlling interest in a limited partnership that owns
the real estate, as opposed to a traditional structure in which the REIT directly owns the
real estate. This structure was created in 1992 as a tax-deferred mechanism throu gh which
real estate developers and other real estate owners could transfer their properties to the
REIT form of ownership. Since the transfer is an exchange of one parinership interest for
another, it is not a taxable event. These partnership interests, known as operating partner-
ship units, or OP units, are generally convertible into shares of the REIT, offering voting
rights and dividend payments matching those of the REIT shares,

In 1992, traditional real estate capital sources werc largely absent from the market,
creating a credit crunch. In these conditions, the “modern™ REIT structure featuring active
management and tax-deferred exchanges of assets was attractive to owners and investors
alike. The result was massive growth in REIT equity market capitalization.

In 2007 and 2008, the U.S. financial system was rocked by the fallout of the subprime
mortgage crisis, resulting in a very severe credit crunch in which many REITs were unable
to refinance corporate debt or property-level debt when it came due, irrespective of operat-
ing performance. REIT pricing declined dramatically, and as of December 31,2008, there
were 136 REITS registered with the Securities and Exchange Commission that were trad-
ing on one of the major stock exchanges, with the majority trading on the New York Stock
Exchange. These REITs had 2 combined equity market capitalization of $192 billion, as
compared to 183 REITs with a combined equily market capitalization of $438 billion as of
December 31, 2006. The growth of the REIT industry and the impact of the global credit
crisis on REITs are shown in Exhibit 21-1.

As the U.S. financial system recovered from the subprime morlgage crisis, REITs
recovered strongly. As of December 31, 2016, there were 224 REITs registered with the
Securities and Exchange Commission trading on the major stock cxchanges. These REITs
have a combined equity market capitalization of $960 billion, as compared to $192 billion
at December 31, 2008.

The vast majority of today’s equity REITs are self-advised, vertically integrated oper-
ating companies. They actively manage their portfolios in an effort to grow their cash
flow and their portfolios, a f; undamentally different entity from the earlier “passive” REIT.
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S
They also actively manage their capital structure, securing capital through public equity ~
and debt offerings, property- and portfolio-level debt. and joint ventures with institutional
and foreign investors. The industry continues to change in responsc to real estate market
dynamics, capital market dynamics, and investor preferences. ~

Tax Treatment =~

One arca of importance in accounting for REITS is the treatment of depreciation for finan- ~
cial reporting and the determination of taxable income. For example. a REIT may use an

accelerated method of depreciation in its determination of taxable income, but when deter-

mining income available for dividends it is required to use a 40-year asscl life. The use -
of inconsistent methods of income calculation sometimes results in shareholders receiv-

ing dividends in excess of the REIT's calculated taxable income. However. 10 the extent

that the distribution represents a return on investment. these dividends will be taxed as o
ordinary income. In May 2003, the U.S. Congress passed the Jobs and Growth Tax Relicl
Reconciliation Act, which cut income tax rates on most dividends to a 15 percent maxi-
mum. subject Lo ceriain income LCSLs. Because REITs do not generally pay corporate taxes, e
the majority of REIT dividends continue to be taxed as ordinary income at prevailing tax
rates. Any additional amounts distributed. such as those representing de preciation, will be
considered a return of original capital and thus will simply reduce the shareholder’s tax e
basis. REITs report the breakdown of their distribution annually on Form 1099 and inves-
tors may choose to hold specific REITs in taxable or nontaxable accounts based on the
breakdown of their distribution. ‘.

Violation Penalties and Status Termination

In the event that an entity fails to qualify as a REIT or voluntarily revokes its REIT status,
the entity’s election to be taxed as a REIT terminates for that and subsequent years. Once
this termination has occurred. the entity cannot make a new election to be taxed as a REIT
until five years after the termination date. However, if the entity’s REIT status was termi- e
nated as a result of a failure to satisfy the qualifying requircments, the entity may reelect
REIT status within the five-year time period if it can prove to the IRS that its failure to
qualify was duc to reasonable cause and not willful neglect. In October 2004. a corporate
tax reform bill was signed into law that provided the RS with the abilily to impose mon- -
ctary penalties in lieu of loss of REIT status for rcasonable-cause violations, reducing the
risk of loss of REIT status through errors of omission and protecting shareholders from the
negative consequences associated with loss of REIT status.

Taxable REIT Subsidiaries e

In 1999, the REIT Modernization Act (RMA) was signed into law. The RMA contains R
several provisions designed to allow REITs Lo compete more cffectively with other owners
of commercial real estate. Prior to the RMA. there were restrictions that prohibited REITs i
from providing scrvices o tenants beyond those “usual and customary” to their industry. iy
For example, an office REIT might lease furniture to tenants. A shopping center REIT
might offer its own credit card to customers. If REITs provided services beyond usual and
customary, the income from the property where the services were provided was trealed as s
not heing qualifying real estate income. As the rcal estate industry continued to evolve,
usual and customary became more difficult to define and monitoring compliance became
very expensive. Given the risk associated with large amounts of nonqualifying income -
(possible loss of REIT status), some REITs were reluctant to provide services, limiting
their ability to compete.

The RMA also provides for the establishment of the taxable REIT subsidiary (TRS)
that can be 100 percent owned by a REIT. Under the new law, a TRS can provide services
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many of those conflicts. The RMA also provides for limitations on debt and renta| pay-
ments between the REIT ang the TRS and a 100 percent excise tax on any transuction
between the TRS and an affiliated REIT pot negotiated ag an arm’s-length transaction,

TYPES of RE|Ts

The two principal types of publicly traded real cstate trusts are equity frusts and mortgage
Irusis. Prior to 2010, there was a third classification, hybrid REITs, wihich gencrally con-
sisted of REITs with a mix of equity and deby real estate investments, As of December 17.
2010, NAREIT discontinued tracking these REITs, a5 only four hybrid REITs remained at
that time. There are also REITSs that are public companies byt are not listed on an cxchange
or traded over the coun ter, which are generally called privaze REITs. Up unti] the 1970s. the
equity trust was the Most prevalent type of REIT, but during the mid-1970s, the mortgage
trust became more important. More recently, the cquity trust has again grown in importance
and is now the dominan( REIT type by both number and market capitalization figures, Ag of
June 30, 2014, 81 pereent of REITS were equity REITs and |9 percent were mortgage REITs.

The difference between assets held by the equity trust and those held by the mortgage
trust is fairly obvious. The Cquity (rust acquires property interests, while the mortgage trust
purchases mortgage obligations and thus becomes a credjior with mortgage licns given

(=

priority to equity holders,

Equity REITs

Most REITs specialize by property Lype; some specialize by geographic location. Others
specialize by both property type and location, Not all REITs specialize; some diversify
by both property type and geographic location. Specialization implies g concentration of
effort to create a Comparative advantage. RE[Ts and analysts generally use the term spe-
cialization 1o cover 3 fairly broad range of concentration, In reality, specialization js a mat-
ter of degree. The exten to which 4 REIT is specialized impacts the risks associated with
ownership of the REIT. Therefore, it is Important to determine how specialized an individ-
ual REIT is in comparison with other REITs, in order to assess relative risks. For purposes
of description, equity trusts have generally been broken down by property type specialjza-
tion. The National Association of Real Estate Investment Trusts (NAREIT) divides equity
REITS into the following property Lypes:

L. Industrial/Office, These REITs are Turther subdivided into those that own industrial,
office, or a mix of office and industrig] Properties, Some analysts further segregale
these REITs by property location (i.e., whether they arc in central business district
[CBD] or suburban locations, whether they specialize in medical office properties),

- Retail. These RE]T are further subdivided into those that own strip cenlers, regional
malls, and free-standin g retail properties,

3. Residential. These REITs are further subdivided into those that own multifam; ly apart-

ments and manufactured home communitjes, Some analysts further scoresate those
REITs that own studen; and military housing,

2

4. Diversified. These REITs own 4 variety of property types, or own properties of one
type that is not otherwise categorized, such g single-family renial housing, data cep-
ters, or prisons,

—
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5. Lodging/Resorts. These REITS primarily own hotels, motels, and resorts.

6. Health Care. These REITs specialize in owning hospitals, seniors housing, medical
office and related health care facilitics that are leased back to private health care provid-
ers who operate such facilities. This s a highly specialized form of REIT and one which

many do not consider to be a “true, real estate-backed” security.

7. Self-Storage. Thesc REITs specialize in ownership of self-storage facilities.

8. Timber. These REITs specialize in owning timberland.

9. Infrastructure. The REITs specialize in owning various types of infrastructure, includ-

ing railroads. clectric and gas transmission and distribution, cell towers, and other forms
of infrastructure.

The distribution of REIT ownership by property type changes over time. In September
1991, residential propertics accounted for more than half of all total publicly traded
REIT real cstate investments, followed by office. retail, health care, industrial, hotels,
and other properties. BY mid-year 2003, industrial/office REITs represented the larg-
est sector at just over one-quarter of the total, followed by retail, residential, diversi-
fied, Jodging/resorts, health care, self-storage. and specialty properties. As of June 30,
2014, the office/industrial sector and the retail sector each account for approximately
22 percent of REITs. followed by the diversified, residential. lodging, health care. tim-
ber. self storage, and infrastructure sectors. Concept Box 21.1 lists the largest U.S.
REITs as of July 2014

REITs may also be categorized by other variables, including duration of the trust, or
finite-lifc versus nonfinite-life REITs. A f inite-life (or sell-liquidating) REIT is undertaken
with the goal of disposing of its asscts and distributing all proceeds 0 shareholders by a
specified date. These REITs were instituted in response to the criticism of many investors
that the prices of REIT shares tended to behave more like shares of common stock; that
is. they were based on current and expected future carnings instead of the underlying real
estate value of the REIT. Hence. by the establishment of a terminal distribution date. i is
argued that REIT share prices would more closely match asset values because investors
could make better estimates of the terminal value of the underlying propertics. This, it is
argued, is not the case with nonfinite-life REITs, which reinvest any sale and financing
proceeds in new or existing properties and tend to operat¢ more like a going concern, as
opposed to an investment conduit. One potential problem with finite-life REITSs has to do
with general market conditions at the time the REIT plans to dispose of assets. If interest
rates are high and occupancies and rents are low. the timing of such disposition activity
may not be good and distribution dates may have 10 be extended. Most new REITSs are
nonfinite-life REITs, and several existing finite-life REITs have amended their articles of
incorporation to become nonfinite-life REITS. Finite-lifc REITS are not publicly traded on
cxchanges.

The Investment Appeal of Equity REITs

The equity-oriented real estate investment trust has provided investors with opportunities
to (1) invest funds in 2 diversified portfolio of real estate under profcssional management
and (2) own equity shares that trade on organized exchanges. thus providing more liquidity
than if a property were acquired outright. Because the individual investor has the opportu-
nity to pool his or her resources with those of persons of like interests, funds arc assembled
to permit purchase of buildings, shopping centers, and land in whatever proportion seems
{0 offer the most attractive Teturns. [nvestments must be approved and management activi-
ties reviewed by 2 board of trustees who are accountable Lo sharcholders and are ordinarily
well qualified to make such decisions. The REIT shares are usually readily salable in the
over-the-counter market or on major stock exchanges. Investments in REITs may also be



Thirty Largest U.S. REITs

by Market Capitalization,
as of July 2014 Concept Box 21.1

Market
e Company Ticker Type Capitalization (billions)
N Simon Property Group, Inc. SPG Equity 52,250
. American Tower Corporation AMT Equity 37,438
Pubiic Storage PSA Equity 29,204
™\ Crown Castle International Corp. ccl Equity 24,781
Equity Residential EQR Equity 23,273
- General Growth Properties, Inc. GGP Equity 20,652
—_— Prologis, Inc. PLD Equity 20,333
Vornado Realty Trust VNO Equity 19,735
i Health Care REIT, Inc, HCN Equity 19,546
Py AvalenBay Communities, Inc, AVB Equity 19,157
HCP, Inc. HCP Equity 19,023
N Ventas, Inc. VTR Equity 18,684
e Boston Properties, Inc. BXP Equity 18,113
Host Hotels & Resorts, Inc. HST Equity 16,438
~ Weyerhaeuser Company wy Equity 16,395
American Realty Capital Properties, Inc. ARCP Equity 11,904
o Essex Property Trust, inc. ESS Equity 11,791
i~ Annaly Capital Management, Inc. NLY Mortgage 10,514
SL Green Realty Corp. SLG Equity 10,226
F Realty Income Corporation (o] Equity 9,532
B Macerich Compa ny MAC Equity 9,136
. Kimco Realty Corporation KiM Equity 9,083
— Digital Realty Trust, Inc, DLR Equity 8,715
American Capital Agency Corp, AGNC Mortgage 8,235
= Federal Realty Investment Trust FRT Equity 8,159
ey Plum Creek Timber Company, Inc. PCL Equity 7,319
UDR, Inc. UDR Equity 7.276
N W.P. Carey Inc. WPC Equity 6,508
= DDR Corp. DDR Equity 6,301
Camden Property Trust CPT Equity 6,139
Ny Svurce: Brad Case, NAREIT,
— made through mutual funds specializing in REIT securities. There are also a number of
real estate and REIT exchange-traded funds (ETFs) and closed-end funds.
—

The REIT market is continually evolving as new investment alternatives emerge and
p mature. A recent development has been the emergence of international REIT investments.
Capital flows have increased substantially as investors explore and invest in global real
¢statc opportunities in an effort to diversif: y their portfolios. International REIT investment
— has occurred in two major ways: via cross-border investment in U.S. and foreign REITs
and via existing U.S. REITs that are building international portfolios. It is now relatively

~ international real estate have contin ued to grow.

The introduction of REITs and similar vehicles in over 30 countries has cased the
flow of capital in and out of international markets. As of December 31, 2012, the FTSE
- 705
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EPRA/NAREIT' Developed Market Real Estate Index included more than 290 listed
companies in 20 countries across the globe. On an equity market capitalization basis,
approximately 50 percent of the index’s value was in North America, approximately 36
percent was in Asia, and approximately 14 percent was in Europe. See Concept Box 212
for an overview of international REITs.

Caveats

As described above, when an equity REIT is created. existing properties or projects to be
developed will be acquired as investments. In addition. during the life of the REIT, man-
agement fees, advisory fecs. and commissions will be paid to affiliates and other parties
doing business with the trust. Typically. a real estate owner working with an investment
banker can form a REIT that is capitalized through a public sccurities offering. The REIT
may then use the funds it has raised to acquire the owner’s propertics. The prices that pre-
vail in these transactions are generally not based on arm's-length negotiations and there is
generally no appraisal or other independent indication of value.

Obviously, the formation transactions and the close association of REITs with other
real estate oreanizations or individuals who sponsor them can create potential conflicts of
interest. These conflicts can come in several forms. including prefcrential treatment given
to properties owned by management but not owned by REIT investors, and so on. Investors
have reacted harshly to REITs perceived as “holding out” properties of exceptional value
and have forced management to make provision for the REIT to acquire all noncontributed
propertics. Other conflicts include managers negotiating an excessive price for their con-
tributed real estate operating companies, including third-party management contracts. The
UPREIT form adds more potential conflicts, including the fact that OP units holders, often
the managers, have a different tax position relative to contributed properties, and a sale or
refinancing of properties they contributed may be taxable. A number of safeguards attempt
to protect investors against the problems of such conflicts, including the provision in the
articles of incorporation of most REITS that a majority of the trustees or directors may not
be affiliated with the sponsors of a REIT. Some REITs also engage independent appraisers
to determine whether the purchase prices of propertics acquired from the sponsors are at
fair market valuc and that “fees paid to the REIT's management and advisory companies
are reasonable.” Many REITs arc self-advised and avoid many of these conflicts by not
using external advisors. Self-advised REITs will disclose and identify specific managers.
their responsibilities, compensation, and so on. thercby providing information that inves-
tors can use when evaluating the shares. Additional safeguards have been put in place via
the Sarbanes-Oxley regulations regarding disclosures by publicly traded companies.

Public Nonlisted REITs

Although most REITSs trade on onc of the established securities markets. there is no
requirement that REITs be publicly traded. REITs that arc not listed on an exchange or
traded over-the-counter are called public nonlisted REITs. These RESTSs are public compa-
nies but are not listed.

The National Association ol Real Estate Investment Trusts (NAREIT) classifies Lthrec typi-
cal types of private REITs as follows: (1) REITs targeted to institutional investors that take large
financial positions, (2) REITs syndicated Lo inveslors as parl of a package offered by a financial
consultant. and (3) “incubator”™ REITS that are funded by venture capitalists with the expecla-
tion that the REIT will develop a sufficient track record to launch a public offering in the future.

While there are some prominent REITs that are targeted to institutional investors or
formed as an incubator, REITs syndicated to investors have experienced rapid growth and

' European Public Real Estate Assoclation/National Association of Real Estate Investment Trusts.
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The real estate investment trust (REIT) system was born
in the United States in 1960 and REIT markets later
opened in the Netherlands, Australia, and Puerto Rico.
The Japanese REIT market was launched on the TSE in
March 2001, making Japan the thirteenth country in the
world to launch a REIT market.

After the Japanese REIT market was launched, REIT
structures were introduced in South Korea, Hong Kong,
Taiwan, and other Asian countries. Later, in Europe, France
launched a system in 2003. The United Kingdom and
Germany adopted REITs in 2007 and they were adopted
in Finland and Spain in 2009 followed by Hungary in 2011
and Ireland in 2013. In total there are now 31, counting
Hong Kong and China as the same country,

This chapter focuses on REITs, which have become
the dominant fund real estate securitization product in
the world today. The following is @ summary of overseas
REIT structures that are currently being used and analy-
ses of characteristics, common areas, and differences of
the respective systems.

This chapter presents overseas REITs from the
eight countries of America (REIT), Canada (C-REIT), the
Netherlands (FBI). Belgium (SICAFI), France (SIIC), Australia
(LPT), Singapore (S-REIT), and South Korea (K-REIT). The
table below presents a direct comparison between the
various REIT systems and also includes Japan (J-REIT),
Malaysia (PTF), Hong Kong (H-REIT), and Turkey (REIC).

For ease of comparison between the waorld’s primary
REITs, the table below has organized the REIT compari-
son by the four categories of (1) date established, (2)
legal system, (3) fund format, and (4) REIT requirements.

The structures of REITs are largely dependent on the
tax law of each country as it is essential for REITs to serve
as nontaxable conduits for tax purposes and that there
be no double taxation at the REIT level and investor
level specifically for the REIT investment. REITs can be
broadly categorized into those systems that are purely
based on the taxation system such as in America and
the Netherlands and those that are based on an invest-
ment trust law where real estate investments have been

Comparison of REIT
1 2 3 4 5
Country Uniled States Canada The Netherlands Belgium France
Sociéte
d'investissement a Saciéte
Real Estate Real Estate Fiscale Capital Fixe d'investissements
Investment Trusts Investment Trusts Beleggingsinstelling Immaobiliére Immobillers
System (REIT) (C-REIT) (FBI) {SICAFI) Cotées (SIIC)
1 Data Established 1960 1993 1969 1995 2003
2 Legal System
2{1)  Tax law Internal Revenue Code Income Tax Low Coiporatian Tax Low Incame Tax Law Inceme Tax Law tax
(IRC) bulleting
2:(2)  Related laws Corporate law of Trust law of each Act on the Supervision Actof December 4, 1950, 2003 Budqet Law
each state, Trust Law, province and secuntios of Collective Investment Royal Decree of April
Secunities Act of 1933, law of each province Schemes 10, 1995
Secunties and Exchange
Aclof 1934
2-(3) Stock exchange Mew Yoéh {NYSE), Taronto (TSX) Euronext Amsterdam Euronext Brussels Euronext Parls
MNASDA
2-{4) Competent reguiniory Secwritios and Exchange  Securitios and Exchange Nethetlands Authory Banking, Finance and Financial Market Authorily
aulhorities Commission Commission ot each for the Financial Marko:s Insurance Commission [AMF)
province [AFN)
25) Collective Investment No Yos You You No
Scheme
3 Fund Format
3-{1) _Listod/Unlisted Both Baoth Both Qnly listod Only iisted
H2) Closed-engiOpen-end  Closed-end Both types oxist Closed-end Closed end Closed-cnd
343)  Externally managed! Both (most Internally Large internally mannged,  Both Both Intematly managed
Internally managed managed) small externally managac
3-(4) Fund vehicie Corporation, Trust Corporation, Trust Carporatian, Trust Corporation, elc. Corporation
4 REITR
4-{1) Organizational Naot financial |nstitution Canada resident Approval from AFM Permisslon from the Main business objective
requirements or Insurance compa unlt trust, business Belgian BFIC, after Initial i the acquisitien and
taxed as domupstic objective is limited 1o the reglstration, 30 or mare  construction of rontal
company: mannged by acquisition, ownership, of stocks with voling Property (including direct
more than one officeror — maintenance, renavation, rights must be publicly and indirect ownership of
trustee and management of raal placed within one year olher corporations with
estale the same objectives
4(2)  Minimum paid-in capital BV 180,000 cuips, 1.2 million euros 15 millon euros
NV 450.000 cures
443)  Minimum numbor of 100 150
stockholders
4{4) Public offering Fubllc affenng of 30%
requirements or more of stecks with
voting rights
4-{S)  Specific slockholder Five people of loss must Foraign ewnership up Specific foreign
shareholder ownership  not hold more than S0%, to 494 stockholders cannot hold
regulations {includ ng more than 25% directly or

farelgn ownership)

Indirectly; retail invostar
must nat hold more than
25'% of B1 stocks

Source: Reprinted from pages 178 and 179 of the

Tokyo, Jupun.

Reat Exsnte Seenritization Handbooh 2005, with permission lrom the Associntion for R

cal Eslate Securitization { ARES), in
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incorporated into collective investment structures and
the taxation system.

Although REITs are based on either the American structure
{tax) or Australian structure (trust law), most countries base
their structure on the closed-end Australian style that uses a
trust as the vehicle to collect the investors’ investments and
is externally managed by an asset management company.
However, there is a clear trend toward the American style of
external management rather than internal management, and
from just being engaged in passive investment rental real
estate to also include development properties.

There are many methods for securing the pass-through
nature of the investment entity, the most popular being
either pay-through or pass-through. The most common
method employed is pay-through: this allows paid dividends
to be deducted as expenses. Each country has established
different requirements for being recognized as a REIT

Concept Box g j 2

e 1)

including dividend requirements, various organizational
requirements, asset and income requirements, and liability
limltations. A structure is recognized as a REIT when the
organizational requirements are met. These include mini-
mum capital amounts, minimum number of stockholders,
public placement requirements, listing requirements, asset
and income requirements such as the content and ratio of
owned assets, investor restrictions’ business content, and
limits on debt ratios. Almost all of the countries require a
certain level of dividend to be paid as a minimum dividend
raquirement.

The capital gains from selling the real estate are han-
dled very differently between countries. There are coun-
tries that make the capital gains tax free, others that make
them tax free if reinvested, others that do not include
them in dividend requirements, and others that tax the
capital gains by including them in ordinary Income.

6 7 8 9 10 11 12
Australia Jopan Singapore Korea Maolaysla Hong Kong Turkey
Listed Property Real Estate Investment  S-REIT K-REIT {(OrdInary Property Trust H-REIT Renl Estate Investment
Trust {LPT) Trust {J-REIT) REIT, CR-REIT) Funds (PTF) “Trust Company (REIC)
1971 2000 1999 2001 1986 2003 1985
Income Tax Law Caorporotion Tax Law Income Tax Act, Corporation Tax Law  Income Tax Act Income Tax Law Income Tax Law

Individual bulielns

Corparate Act, MIA Lawy Investment Trusts and Secunties and Real Estate Securitios Securlties and Futures Capital Market Law,
Invesiment Corporations  Futures Act 2001, Investment Commission Act Crdinance, Code on Real communiques
Low, Securiies and Gud for Ce y Law 1993, Guidelines on  Eutate Investmant Trusts
Exchange Law Propeity Funds Property Trust Funds
Australia (ASK) Tokyo {TSE) 5 {SGX} Korea Kuala Lumpur (KSE)  Hong Kong Istanbul {I5E)
Australizn Securities  Financial Services Monetary Authoxtg Minislry of Construction Securities Securitles and Futures  Capital Markets
and Investments Agency of Singapore (MAS) and Ti tatiorn, Ci lon (SCh Commissian (SFC) Board (CMB)
Cammission (ASIC) Financial Supervisary
it b Commission (CR)
Yoo Yos Yos Mo Yeu Yoo Mo
Both Both Both Both Both Qnly hsted Only histed
Closed-end Both [only closed-ond Clused-end Closod-end Closed ond Clased-end Closed-end
exigts)
Extcmally monaged Externally ged E> Iy managed managed Externally managed  Extarnally managed Internally managed
fgeneral), cxternally
managed (CR)
Tiust Carporation, Trust Corporation, Trust  Corporation Trust Trust Carporation
Regrster with ASIC Investment Management by At establishment, the  Management Management Use the “real estate
managed by external  corparation managemeant stockhatders shall company must company must bo [nvestment rust” trade
Management registered with company approved own atleast 10% of be a listed firm certified by SFC rame: stockholders must
company (RE) Finnncial Services by MAS. the stocks (limit of 30%W) established in have a certain income and
Agency, Investment management Malaysla: satisfy asset ownership
corporation that company rmust management reguirements; must not
=atsfles the be a hsted firm company shall be Inveived in business,
faliowing “h e i in be a subsidiary ot a industry and agriculture
number af Singzpore financial |nstitution or outside of legally allowed
stockhalders™ or subsidiary of a transactions; must not be
“Pubilie offering developer Involved in capital marke:
regulrements” activiies other than fol
managing its own portiolio,
must not be involved in
tonslruction activilies
100 milllan yen 50 billion won 100 mililon ringait 1 trillion Turkish lira
Qwnership by more than 1,250 (each
50 Ingividuals or qualified stockholdor must own
institubienal investor atleast 1,000 stocks)
On establishment, publicly Public offering af Public atfering of at Publicly place 49%
offered and Lotal amount at least 30% on leasl 25% or more
ot dt least 100 million yen sl hment igeneral)
Three or fewer Spealfic Fareign cwnersinp
stackhelders may not own stockholders limited ot up to 30%
mare than 50% of the to 10% ownership of
tatal stock value: More stocks (genarcl)
than 50 of stock must
be placed domestically
fwritten In bylaws)
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have become a major factor in property markets. In the low interest rate environment that
has accompanied the recovery of the financial markets, public unlisted REITs have expe-
rienced very large inflows of cash as investors have purchased their securities in part duc
to their high dividends relative to alternative investments. Robert A. Stanger & Company,
which tracks the unlisted REIT Industry, reported $10.3 billion in funds raised in 2012,
followed by a record $19.8 billion raised in 2013. They have become major players in
prominent markets, largely in response to their need to invest this new capital.

Unlisted REITs typically sell subscriptions of shares through financial planners to
investors at a fixed price. Some portion of that initial price is paid out to the financial
planner as a “marketing” fee, and some portion of that price is paid to the unlisted REITs
advisor. The remaining funds are then used to purchase assets that fit within the unlisted
REIT’s stated investment policy. In most cases, the fees are well in excess of 10 percent,
leaving less than 90 cents on the dollar to be invested in properties.

Critics suggest that unlisted REITs are very expensive and illiquid compared to listed
REITs. Proponents suggest that unlisted REITS are not subject to short-term market price
volatility and that there are generally provisions in their prospectuses that lead to liquidity.
Generally, unlisted REITs have “list or liquidate™ provisions under which the REIT must
liquidate the assets and return the net proceeds of the liquidation if the stocks are not listed
by a particular date. This adds additional risk o these investments in that these companies
may be forced to liquidate at a very disadvantageous point in time. There were several very
well-publicized collapses in the unlisted REIT industry in the wake of the subprime crisis.

There are significant differences among listed and unlisted REITs. Investors and their
advisors should be familiar with these differences and incorporate all associated risks in
making investment decisions or recommendations.

Importance of FFO (Funds from Operations)

FFO stands for funds from operations, which most analysts consider the REIT equivalent
of earnings in industrial stocks. FFO is used by analysts and investors as a measure of the
cash flow available to the REIT for distributions (dividends) to sharcholders. Most inves-
tors are familiar with the use of earnings per share in this capacity. However, for REITSs,
carnings are not the best measure of cash flow, largely due to the element of depreciation.
Recall that REITs own real estate assets that are subject to large depreciation allowances,
also gains or losses from the sale of propertics may be significant in any given year. These
two items can be very important when determining net income based on GAAP account-
ing rules. The reader should be aware of the difference between REIT earnings per sharc
(EPS) and funds from operations (FFO) per share. The distinction between the two can
best be made with a simple example:

REIT
Income REIT
Statement FFO
Gross Income $100 $100
—Operating expenses 40 40
Net operating Income 60 60
—Depreciation 40 —
+ Gains on sale of property 20 —
Net income 40 —_
Cash flow — 60
EPS $ 4 e

FFO per share - $ 6
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Assuming that the REIT above has 10 shares of stock outstanding, its earnings per sharc
(EPS) would be reported as $4.00 per share. However, its funds from operations (FFO)
per share would be $6.00. Generally accepted accounting principles (GAAP) provide for
depreciation of assets over time as their useful life is expended. Depreciation is assumed
to occur in a predictable fashion and the time periods and rates of depreciation for dif-
ferent types of assets are well established. Most people are familiar with the concept and
logic of depreciation based on their experiences with automobiles and other durable goods.
As these goods get older, their mechanical parts break down and function less cfficiently.
decreasing their value. Real estate values tend to rise and fall over time based morc on
market conditions than physical conditions, although physical conditions can and do play a
role in value. The result is that GAAP earnings calculations that use historical cost depre-
ciation do not provide an accurate or meaningful picture of REIT financial performance.

The National Association of Real Estate Investment Trusts (NAREIT) recognized this
problem and has worked to develop and promulgate FFO as a more representative measure
of REIT performance. In 1991, NAREIT adopted a definition of FFO that was refined
slightly in 2002 as follows:

Fundy from operations means net income (computed in accordance with generally accepted
accounting principles). excluding gains (or losses) from sales of property. plus depreciation
and amortization, and after adjustments for unconsolidated partnerships and joint ventures.

Adjustments for unconsolidated partnerships and joint ventures will be calculated to reflect
funds from operations on the same basis.

The definition was well accepted in the industry and FFO has become a standard mea-
sure of REIT performance. FFO provides analysts and investors with an “apples (o apples™
measure for comparing performance among REITs. NAREIT suggests that the adoption of
the FFO measure has made it easier for investors to understand REIT operations. It claims
that increased understanding has facilitated the growth in REITs as an ownership form. a
claim that has some merit.

As REITs have grown, FFO and its reporting have emerged as an important issue.
The definition adopted by NAREIT was, ol necessity. rather broad. It left considerable
room for interpretation. During the 1PO boom in 1992 and 1993, REIT initial pricing was
generally couched in terms of a dividend yield supported (at least in theory) by a projected
FFO. The value of management’s ownership position was a function of the initial price,
s0 there was a strong incentive to project FFO at maximum levels. By mid-1993, the page
of the prospectus dealing with the projected FFO had become known as the magic page.
The implication was that FFQ was being created to support overly aggressive initial pricing.

Many analysts and investors have gone beyond the FFO to look at adjusted funds from
operations (AFFO), funds available for distribution (FAD), or cash available for distribu-
tion (CAD). AFFO, FAD, and CAD are largely interchangeable, with different analysts
using the term they prefer. The major difference between FFO and these supplementals
relates to the issue of capital improvements, particularly ongoing capital improvements.
To understand the difference, consider a multifamily apartment building. There are sev-
eral major expenditures. such as painting and replacement of carpets, that have to be made
on a recurring basis. For example, carpeting may be replaced every five years, and paint-
ing redone every three years. Accounting policies vary from REIT to REIT on how to
handle these expenses. The most conservative treatment is Lo classify them as expenses,
counting them against the current year's income. Others choose to classify them as capital
improvements. capitalizing them on the balance sheet and amortizing them over time.
In the latter case. the amount spent for capital expenditures will not affect FFO because
amortization is added back to EPS when calculating FFO. Thus, although cither treatment
is valid, the variation causes difficulty in comparing income and expense figures across
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REITs. NAREIT has encouraged REITs to provide supplemental disclosure 1o FFO in

P several arcas, including capital improvements. straight-line rents. and results of discon-
~ tinued operations.

~  REIT Expansion and Growth

_ Because of the requirement that 90 percent of earnings be paid out as dividends. REITs

have limited opportunities (o retain earnings or cash flow 1o acquire additional real estate
8 assets. Stated another way, REITs have very litlle free cash flow. Consequently, most
—~ REITs must plan for expansion by reserving the right to issue additional stock at some
future time. This is referred (o as a secondary. or follow-on. stock offering to raise more
equity capital, which may in turn be used to acquire additional real cstate asscts. Analysts
— may view eventual issuance of these shares as a potential source of dilution of future carn-

ings. The general tendency in the industry is to evaluate the use of funds from follow-on

offerings to determine if they will generate an increase in cash flow that more than offsets
- the dilution. In the industry, this is referred to as an accretive transaction. This is particu-
larly important when looking at the period just after additional shares are issued and before
additional cash flow is realized from the newly acquired assets. Furthermore. any interim
—~ problems with devcloping, leasing, managing, and renovaling the new real estate asscts
could require time to correct and thus serve as a potential drag on earnings. The dilution
of earnings from issuing additional shares might also have a depressing cffect on the stock
— price of the REIT, through the impact on the dividend.

REITs also make use of significant amounts of debt financing, including individual
property mortgages, mortgage pools. secured debt. unsecured debt. and corporale lines of
oy credit. Many REITs have been assigned investment ratings by the various ratings agencies

and use multiple sources of debt capital for growth. Proceeds from debt financing may be
used to finance additional assct acquisitions. In some cases, lines of credit or unsccured
™ debt financing can be used as an interim source of funds until long-term mortgage financ-
ing or a supplemental stock offering can be accomplished. In any event, because REITs

N - - It an . . ;. o . . -
are “asset-intensive” cntities with a considerable restriction on earnings retention, their
5 ability to finance any future expansion must be planned with great care. Because real estate
investments are long-lived assets, it is important for REITs to balance their capital struc-
—

ture to avoid large concentrations of risk, particularly with respect to tliming of refinancing.
N Concept Box 21.3 discusses the impact that the recent global credit crisis has had on REIT
distributions and capital structure decisions.

There are five ways in which a REIT can grow income and increase funds from opera-
= tions, thus securing its dividend and making dividend increases possible. These five
methods are (1) growing income from existing propertics, (2) growing income through
acquisitions. (3) growing income through development, (4) growing income through pro-
i vision of services, and (5) financial engincering. The relative balance among these areas is
a stralegic decision, as are the mechanisms for operations within the arcas.

P
i Growing Income from Existing Properties

The most obvious method for growing income in an existing portfolio is increasing occu-
—

pancy by renting more space. The second is by raising rents. Obviously, the two are intrin-
-~ sically related and both are dependent on the supply and demand conditions in the market.
Redevelopment offers a third alternative. Redevelopment primarily refers to remodeling of

& Space to meet changing tenant needs. This can result in income growth because it results
~ in either more aesthetically appeuling space or space that is more suitable for prospective

tenants, hoth of which can result in higher rents. Redevelopment may address other physi-
& al problems, such as the lack of an clevator in a three-story office building. Expansion
, can increase income by providing more physical space for rental purposes and is fairly
s
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In traditional finance, evaluation of refinancing risk includes the risks associated with the
cost of debt and the availability of capital. Prior to 2008, most analysis of REIT capital struc-
ture risks focused on the cost of caplital, as opposed to the availability of capital. In 2007
and 2008, the U.S. financial system and the global financial system were rocked by the
fallout of the subprime mortgage crisis, resulting in a very severe credit crunch in which
many REITs were unable to refinance corporate debt or property-level debt when it came
due, irrespective of operating performance. In some cases, cost was not an issue as replace-
ment debt capital was, in a practical sense, nonexistent. Analysts and rating agencies began
1o talk about REITs in terms of sustainable capital structures, focusing on the availability of
capital to refinance debt maturing i the short or intermediate term. The focus of discussion
became the topic of “survivability.” Not surprisingly, many REIT investors were troubled by
these changes to the REIT market, and there was a massive sell-off in REIT shares.

REIT pricing declined dramatically, and one very high-profile REIT, General Growth
Properties, which had been one of the largest REITs in existence, sought bankruptcy protec-
tion. Other REITs, including REITs that had previously been viewed as best in class operat-
ing companies, faced similar pressures due to capital structure issues. In most cases, these
REITs had substantially greater capital structure risk than analysts, ratings agencies, and
investors recognized prior to the credit crisis.

REIT capital structures have changed substantially since 1992. At the inception of the
modern REIT era, most REITS' capital structures consisted of a combination of common
equity and individual property-level debt. As REITs gained greater market acceptance, com-
mon equity offerings were supplemented with preferred equity issues and property-level
debt was replaced or supplemented by debt secured by larger portfolios. REITs increasingly
began to issue debt at the corporate level, making use of bonds, lines of credit, and unse-
cured debt. Over time, the percentage of unsecured debt and floating-rate debt used by
REITs increased substantially. At the same time, debt maturities shortened, as REITs increas-
ingly relied on intermediate term notes, typically three to five years in duration. While the
interest rates on this debt were Initially lower than those offered on longer term fixed rate
debt, the risks attendant on refinancing increased. In an era of plentiful capital, these risks
seemed small relative to the perceived benefits, but there was a fundamental mismatch of
long-lived assets being financed with short-term capital.

In dealing with the limitations on their ability to secure debt financing, the boards of direc-
tors of some REITs were forced to consider measures for securing capital that would not
have been seriously considered under more “normal” capital market conditions. When debt
comes due and similar replacement debt is not available, the primary alternatives are 1o
seek alternative debt (i.e., replacing unsecured debt with secured debt) or secure additional
equity capital.

In 2008, many REITs facing liquidity constraints found it difficult to distribute 90 percent
of their taxable income in the form of cash dividends, risking their qualification as a REIT. On
December 10, 2008, the Internal Revenue Service issued Revenue Procedure 2008-68,
which provides that a stock distribution by a REIT may be treated as a taxable dividend for
tax years ending on or before December 31, 2009, which provided that a stock distribu-
tion by a REIT could be treated as 8 taxable dividend for tax years if certain requirements
are met. Essentially, this measure allows REITs to meet mandatory distribution requirements
through the issuance of a stock dividend. While this measure allowed REITs to suspend
cash dividends and retain cash to meet liquidity needs, it also created a debate in the REIT
industry. In essence, a stock dividend results in existing shareholders making a required
additional equity investment. Many shareholders invest in REITs as a means of securing
regular cash flow, and stock dividends represent a “double whammy” to these investors, as
they do not receive any cash associated with the distribution but incur the tax liability associ-
ated with that distribution, and the tax liability is required to be paid in cash. As a result, the
investor is forced to either pay the tax from other cash resources or sell the stock and use
a portion of the proceeds to pay the tax obligation, incurring trading costs in the process.
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Some in the industry view the ability to issue stock dividends as a valuable and essential
capital management tool, while others view REITs making distributions in the form of stock
dividends as breaking an implied contract with REIT investors with potential long-term nega-
tive consequences.

Some REITs elected to del everage their capital structure by issuing new equity, despite
the fact thal some of those offerings were at stock prices substantially below the net asset
value of the company’s assets, resulting in substantial dilution. Market reception of these

ment capital for maturing debt at a critical Jjuncture, removing the surviva bility question fac-
ing many REITs. Other companles elected to sell properties despite declining prices and
difficult marketing conditions and have used the proceeds to pay down debt,

In the short term, these capital structure changes, along with improving global credit
market conditions resulted in stabilization and as markets Improved there has been sig-
nificant recovery in REIT market pricing. REITs that had been viewed as seriously at risk
of bankruptcy gained time to allow markets to recover. In many cases, these REITs have
recovered to pricing levels and market capitalizations in excess of those in place prior to
the credit crisis.

common in retail facilities, where an anchor tenant may expand. or outlying parcels may
be developed to gencrate additional rental income. Office and industrial REITs, partic-
ularly those that specialize in industrial/office parks, often hold substantial amounts of
land in close proximity to their existing parks. This land, which is usually permitted and
approved. is simply held in anticipation of growing demand for space. Where the demand
does not emerge, the property can be sold and the assets reallocated 1o more productive
areas. Another means of growing income is in altering the market segments addressed.
A mall might shift to a fashion focus, essentially developing a retenanting focus. Marketing
and policies may also change, as is the case in climinating a no-pets policy at an apartment
community. REITS may also grow net income by controlling expenses. For example, many
apartment REITS have provided submetering at the individual apartment level. transferring
utility costs and associated volalility directly to tenants,

Growing Income through Acquisitions

There are two methods of growing the portfolio through acquisitions. These two methods are
(1) purchasing properties with cash at positive spreads, utilizing the arbitrage between cost of
capital and the yicld of the property and (2) swapping shares in the REIT or operating partner-
ship units for interests in properties, taking advantage of the tax and form benefits. Positive
spread acquisitions are fairly common in periods when REITs are trading at low cap rates
relative to the underlying real estate, but they are more difficult to achieve as REIT yields
come closer to or exceed the cap rates on the underlying propertics. Another way of looking
at this is in terms of net asset value (NAV). Net asset value is the net market value of all of
4 company’s assets, including but not limited to its propertics, after subtracting all its liabili-
ties and obligations. When a REIT is trading above NAV, it is more likely to find attractive
spreads than when it is trading below NAV. When yields (prices) are very close. it may not be
wise to acquire properties in this fashion because of the costs associated with securing capital.
Swapping shares in the REIT or operating partnership units for interests in properties
has the advantage of a minimal cash requirement. As a general rule. operating partnership
Swaps are the more attractive of the two options because of the potential for tax liming.
Existing sharcholders can benefit because the swaps are generally done at favorable cap
rates, with the owners of the acquired property willing to accept a discount for their prop-
erties in exchange for liquidity. In some cases, these swaps also include other business
713
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enterprises or personnel that are beneficial to the acquiring REIT. For example, an exisl-
ing REIT with limited development capacity might work out a swap with a private com-
pany in the REIT [PO pipcline that has development capacity. The acquiring REIT gets
the benefits associated with a larger portfolio and a set of skills that it did not have before
the transaction. The owners of the acquired propertics satisfy some of their goals that led
to the consideration of going public, without incurring the substantial costs associated
with the legal process of becoming a REIT.

Growing Income through Development

REITs may also choose 1o grow their income through development of properties. Risk is
generally higher than in redevelopment or acquisition. but can be mitigated. For exam-
ple, the risks associated with build-to-suit development of properties subject to long-lerm
net leases with quality credit tenants are considerably lower than those associated with
speculative development. In cither case, thorough market analysis is an absolute necessity.
Development offers an opportunity 1o secure entrepreneurial profits and increase [unds
from operations significantly. However. the returns are offset by a series of risks. There
are always risks of construction delays, cost overruns, and lease-up problems. In the mar-
kel. many investors arc extremely concerned with quarterly performance, a focus where it
probably does not make a great deal of sense to invest in a long-term asset like real estate.
but which can influence pricing. As acquisition opportunities decline, REITs may shift to
a development orientation. In some cases. the REITs have a long and distinguished devel-
opment history and are capitalizing on in-house expertise. In other cases. the REIT docs
not have the expertise in-house and is forced to acquire it through acquisition of operating
companies or through hiring. A third alternative is to develop a relationship with an exist-
ing developer and act as the take-out on its construction projects.

Growing Income through Provision of Services

REITs may also derive a portion of their income from provision of services to related and
unrelated third partics. The income from these activities varies substantially across REITs.
Some companies derive a significant portion of their income from these activitics, while
others do not produce any external income. These services may include property manage-
ment, development, licensing agreements, or provision of other real estate—related services
to related parties and unrelated third parties. In many cascs. REITs enter into joint-venture
arrangements with institutional investors under which the REIT owns a minority interest in
a joint venture that owns a portfolio of properties. The REIT acts as the property and asset
manager for the joint venturc and is generally compensated at competitive market rates for
its efforts. REITs may also provide real estate—related services to unrelated third parties, for
which they receive competitive market rates. Increasingly, REITS are marketing (elecom-
munication. financial, and other services to their ienants and their tenants’ customer base.
The result is that REITs have an opportunity to leverage off their real estate expertise and
human capital to generate additional carnings, often through taxable REIT subsidiaries.

Financial Engineering

A fifth alternative is to grow the funds from operations through financial enginecring.
Financial enginecring includes a variety of accounting treatments and uses ol leverage
that tend to magnily the funds from operations. which many view as the best short-term
measure of the REIT’s income-producing ability. Financial engineering also includes the
ability to secure favorable rates. financing terms. and sources of capital. These [lactors
can influence the long-term cost of capital for the REIT. Essentially, the idea is that REIT
management can manipulate the capital structure in order 1o maximize distributions. Some
of the risks and rewards of various financial engincering alternatives are discussed next.

{
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Accounting treatments can be used to magnify funds from operation (FFO). Since
REITs have tended 1o trade at some multiple of funds from operations. magnifying funds
from operations often results in higher stock prices. The risk is that the REIT will be unable
to meet its sharcholders® expectations based on magnified FFO numbers. The sharcholders
may view these magnified numbers as indicative of future growth and expect correspond-
Ing increases in dividends. REITs that fail to meet FFO projections or sustain high growth
levels have been treated harshi ¥ by investors.

As an example of the influence of accountin g lrealments, some recurring expense items
can be either expensed or capitalized. In some property types. particularly multifamily
residential propertics, recurring expenscs are cyclical, impacting the REITs’ ability to
distribute funds on a regular basis. REITs vary as to their treatment of these expenses,
making comparisons among REITs difficult. As a result, many analysts have moved to
cash available for distribution {(CAD), as discussed earlier. Cash available for distri-
bution treats recurring cxpenses as expenses rather than capital items, providing a more
conscrvative estimate of the potential stream of income available for dividend purposes.
The problem is that CAD calculation is not standardized, and the information necessary for
standardization is often not available.

REITs can also use leverage to magnify FFO in the short term, One way Is for the REIT
lo use shorl-term variable-rate Joans to acquire properties. The rates on this type of loan
are lower than those that can be obtained for long-term fixed rate debt, so the rate of return
on the investment is higher. at least in the short run. Higher return on the investment leads
to higher FFO and dividends, which in an ideal situation will lead to an increased mul-
tiple. making it feasible to replace the debt with autractively priced equity. Unfortunately,
the higher rates of return are accompanied by greater risks and the leverage can reverse,
magnifying losses and moving prices in the other dircction. The result can be an inability
to replace debt with equity and a need to refinance at a less-than-opportune time. This
refinancing risk needs to be evaluated and priced.

REITs can also alter payout ratios. The payout ratio is the percentage of FFO, or alierna-
tively CAD, that is used to pay out the dividend. The payout ratio is an important indicator
of the financial flexibility of an organization and its ability to maintain its dividend. As an
example, consider two REITs. REIT 1 has FFO of $1.00 per share and pays a dividend of
$0.85, resulting in a payout ratio of 85 percent. REIT 2 has FFO of $0.93 and a dividend
of $0.85, resulting in a payout ratio of 91.4 percent. If both REITs were subject to a $0.10
per share drop in income, then the resulting payout ratios at the same dividend rate would
be 94.4 percent and 102.4 percent. respectively. While REIT 1 can maintain its dividend
without dipping into cash reserves, REIT 2 is required to dip into cash rescrves, cssentially
giving the sharcholders their money back. While this type of distribution can be main-
tained for short periods under unusual circumstances. it cannot be maintained indefinitely
without hampering growth prospecis.

Important Issues in Accounting and Financial Disclosure:
Equity REITs?

When analyzing financial statements. one must understand that REITSs, like other eco-
nomic entities, have considerable latitude when accounting for their operations. This sec-
tion covers some issues and interpretations that REIT investors should bear in mind when

? The authors thank Eric Hemel and Neil Barsky for previding them with the report, “Do You Believe in
Magic? Understanding a REIT IPO’s Pro Forma Funds from Operation” {Morgan Stanley: U.S. Investment
Research, January 24, 1994),
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performing a financial analysis bascd on financial statements and other documents. These
issues are widely covered in various industry reports provided by investment bankers and
other REIT market analysts. The following presents some of the basic issues and explains
their significance in evaluating REITs and their financial statements.

Tenant Improvements and Free Rents: Effects on FFO

When markets are soft and vacancies are above normal, tenants may be induced by own-
ers to sign leases with free rent or improvements provided by REIT management. This
possibility is important Lo understanding REIT revenue, particularly where leases are long
term. Occupancy and revenues are obviously important items when reporting income for
industrial. office, and retail properties. Occupancy rates can be raised and rental reve-
nues increased by providing important concessions to tenants. often in the form of ten-
ant improvements. Generally, new commercial tenants must always incur some costs 10
reconfigure the space and make it suitable for their operations. Landlord allowances for
some lenant improvements are a common practice in much of the real estate industry, but
concessions could be a concern if they are very large relative to what other owners arc
offering. Tenant improvements paid by the landlord are often capitalized and then depreci-
ated. Thus, the cash flows for tenant improvements are not included in FFO calculations
because FFO represents carnings before depreciation. Therefore, the investor should be
aware that this cash outflow may be occurring currently but accounted for in depreciation
expense over fime. Investors should also pay particularly close attention o any notes to
FFO estimates that include “signed leases scheduled to commence.” This may indicate
that the REIT is currently including the effect of leases not taking effect until a future date.

One way investors can cvaluate the implications of new leases is to determine the cost
per square foot and the cxtent that tenant improvements and free rent are included in the
jeases. This determination may be particularly important when the REIT is about to go
public with an initial public offering (IPO). For example, suppose that tenant improvement
costs averaged $7 per square foot of newly leased space during the three ycars before the
IPO. However, the company spent $20 per square foot in the year prior to the IPO. The
additional amounts spent on tenant improvements could suggest that the company was
preparing for the impending [PO by attempting to boost its occupancy rates and nominal
rent levels to make itself more attractive to investors. Many companies do not explicitly
disclose the cost per square fool of tenant improvements, but they may disclose enough
information about historical leasing activity and aggregate tenant improvement levels so
that investors can make their own estimates.

Leasing Commissions and Related Costs

A number of REITs pay outside lcasing brokers a commission to solicit tenants. These
commissions are usually paid in cash, and the cost is capitalized over the life of the lease.
These costs are included in depreciation and amortization expense. Because investors ira-
ditionally measure REIT profitability according to funds from operations (carnings before
depreciation and amortization), any deferred leasing costs may be overlooked. There is no
single, accepted standard for disclosing deferred leasing costs. Many REITSs do their own
leasing and pay their employee-brokers salaries or commissions, or both. These REITs
may then either expense or capitalize and defer the costs. The deferral of leasing costs
raises two issues: (1) Leasing costs are an ongoing source of operating expense; omitting
them as an operating expense reduces expenses and increases FFO. (2) In rare instances,
brokers are paid commissions over the life of the leases instead of up front. In that case,
investors in a REIT that is about to embark on an [PO will be paying commissions incurred
on leases signed prior to the [PO; this means that the REIT may have to pay out cash in the
future for leases signed in previous periods.
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~  Use of Straight-Line Rents

Another accounting issue arises when a REIT relies on long-term leases with rent increases
contractually stipulated over the life of the lcase. This is rarely a factor in apartment com-
—_ panies, which usually have year-to-year or month-to-month leases, but it can be important

for REITs with long-term leases, and this includes virtual ly every category of commercial

and industrial property.
— To understand the potential problem, consider a simple situation in which a tenant signs
a 10-year lease with step-ups: The lease is $8 per square fool in years | through 3, $10 per
squarc foot in years 4 through 7, and $12 per square foot in years 8 through 10. If revenue
~ recognition is based on straight-line reporting, the rent will be averaged over the full lease
term, which in this case is $10 per square fool. Thus, rental revenues in year | are counted
as $10 even though the actual cash flow is $8. Since FFQ is calculated as earnings before
~ depreciation, a pro forma FFQ may use $10 instead of the actual $8, unless the assump-
tions underlying the pro forma calculation clearly specify otherwisc. Obviously. the FFO
estimate will be lower than the actual revenue in the later years of the lease, when $12 of
~ cash flow exceeds the $10 average. However, in an IPO, considerable attention is given
to the initial or near-term estimates of FFO. In this case, investors may want to bend the
straight line of the rental stream. Management should provide clear guidance to investors
) about the cash flow without the straight-line rent adjustment in year 1. In this way, inves-
tors can better assess the dividend-paying ability of the REIT and accurately evaluate the
company on the basis of potential cash flow growth resulting from conltractual rent adjust-
e ments well into the (uture. This is one of the primary reasons that many analysts have
moved 1o estimating adjusted FFO, CAD. and other supplemental measures of cash flow

-
z as previously discussed.
FFO and Income from Managing Other Properties
As noted previously, a number of REITs receive third-party management income. or
oy income in exchange for managing other properties not owned by the REIT. While third-
o party management income may provide additional earnings, its associated revenue stream

is likely to vary more than the underlying rental income from REIT-owned propertices
) because many management contracts may be cancelable by third-party owners on short
notice. Morcover, other events might affect this source of income: Many REITs have sold
off portions of their portfolio in joint ventures with institutional investors, often retain-
ing a minority interest in the portfolio (20% is typical) and deriving fee income from
e managing the properties while freeing equity capital for other corporate purposcs. The
Joint-venture partner’s control over properties and right (o replace the REIT as manager
is typically established in the Joinl-venture agreement, so it makes sense for investors
- and analysts to be familiar with the terms of (hese agreements. Other properties managed
by the REIT may be sold, or the management of REIT-owned properties could suffer
if the REIT gives 100 much attention 1o managing third-party propertics. As a resull.
. many REIT security analysts assign a lower multiple to the portion of FFO produced
by management income. Invesiors should always be aware of any fee based on other
sources of income that the REIT reports because a large portion of these fees may be
- short term. The character of the third-party relationship is also imporlant, in that the

REIT’s managers may have a partnership interest that effecti vely locks in the contracts.

=y It is important to understand the nature of third-party management contracts and other

- sources of income. In addition. some sources of income may nol constitute income from
real properties and may jeopardize the REIT s tax status il in excess of allowable levels.

™ Taxable REIT subsidiaries were designed and implemented largely to *'clean™ the income
from these activitics.

-
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Types of Mortgage Debt and Other Obligations

When one examines a REIT investment, it is important 10 consider the terms of the com-
pany’s mortgage debt. Mortgages may be cither short- or long-term. floating rate or fixed.
and nonamortizing or amortizing. As a practical matter. most REITs do not amortize much
of their debt. The result is a continual return to the debt market to replace maturing debt.
By using short-term. floating-rate debt. the REIT borrower may enjoy a lower mori(gage
rate in exchange for assuming some portion of the risk of inflation and increasing interest
rates. The use of a short-term floating rate may be favorable in the ncar term because of
low interest charges. but it exposes the REIT to significantly greater risk. The REIT can
hedge this risk through the use of interest rate caps or swaps, the extent and cost of which
should be disclosed to shareholders. REITs may also issue corporate debt of varying terms.
both secured and unsecured.

Existence of Ground Leases

As the name suggests. ground leascs encumber the land underneath buildings. They are
typically made for long periods of lime. sometimes up to 99 years. Ground leases tend Lo
be “net” leases, which means the tenant pays for all costs associated with operating the
building, including utilities. taxes, renovations. and so on. The landowner, or “fee™ owner,
plays no operating role other than to collect land rents from the building owner or opera-
tor. At the time the lease expires, the landowner owns residual rights to all buildings and
improvements situated on the land.

Two busic arrangements of ground leases are likely to apply to REITs. First, the REIT
owns buildings subject to a ground lease owned by another party. The REIT may have a
potential advantage if the eround-lcase payments are fixed. In this event, the REIT is using
the equivalence of leverage because, il the cash flow from the building rental income con-
tinues to grow relative to the fixed ground-lease payments, a higher return on equity will
be achieved. The universal disadvantage of the ground lease is that the REIT will give up
ownership of the buildings at the time of leasc expiration or it must renegotiate the lease
prior to its expiration. In their valuation process. investors should heavily discount the
cash flow from any buildings on a ground lease with an approaching expiration date. In
addition, some ground leases may call for the lessor 1o participate in revenue growth. This
is similar to a participating debt and may be negative from a REIT investor’s perspective.
Obviously, the terms and conditions of all ground leases should probably be renegotiated
long before the lcase term expires.

The second case applics to a REIT that owns a ground lease that it has acquired [rom
the landowner. Ground leases are allowable investments for REITs, which simply put the
REIT between the landowner, who retains all rights of reversion, and the building owner.
This arrangement is known as spread investing, where the REIT takes the risk of collecting
a stream of rents from the building owner and pays a lower and perhaps fixed payment to
the landowner. Ground leasing o third parties, depending on their credit, can be a safe and
reliable way to ensure an income stream.

Some ground leascs are important and complex enough to warrant detailed linancial
analysis. Many retail REITS, for example, own shopping malls subject to ground leascs.
In this case. lessors and landowners usually enjoy a substantial share of the cash flow
once certain retail revenue thresholds are exceeded. but payments Lo the ground leasc may
reduce the ultimate growth prospects of the REIT.

Lease Renewal Options and REIT Rent Growth

Investors should review the lease rollover schedules of REITs. This is particularly impor-
tant for REITs that concentrate in sectors with long-term Jeases: regional malls, industrial
properties, and offices. Most initial public offerings for these REITs should disclose the
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average rent of recently expired Jeases as well as the new rents. Followin g the initial pub-
lic offerings, most REITs disclose a schedule of aggregate annual lease expirations in the
supplemental materials to their financial statements. This, combined with notes and man-
agement’s discussion and analysis, should enable investors to determine how many new
leases are being made at or below previous rents and how much or how little growth is
occurring from lease rollovers,

Expected lease rollovers should be examined to determine the amount of space subject
o renewal oprions and the range of rent levels at which those options are set. Renis could
be far below the prevailing rents at the time of lease expiration. Investors should also ques-
tion the likelihood (hat some tenants will elect not o renew their leases. This may occur
because tenants find that the existing space is inadequate for their expanding operations, or
for any onc of a number of reasons. Therefore, investors must consider the probability that
the space will be leased to new tenants, and how long it will take and how much it will cost
aREIT (lease commissions and finish-out) to attract new lenants.

Occupancy Numbers: Leased Space or Occupied Space?

When discussing occupancy numbers, nearly all REITs use the term occupied spdace in
noles to financial statements and operating results. Like other disclosure issues, this at
first appears innocuous. but on closer examination it opens the way for potential distortion,
Occupied space quantifies the space for which tenants are now paying renl. Leased space
includes all space for which leases are signed, even if the lease does not 2o into effect for
another 6 to 12 months. The amount of leased space is often severa percentage points
higher than occupied space. Investors who compare occupied space in one REIT against
leased space in another may be using two different—ang noncomparable—methods of
counting occupancy. For example, one REIT My report space as occupied that is currently
leased but that has been, or is about to be, vacated by tenants, while another may report
that space as vacant. There is also variation by property sector. largely due to differences in
the structure and length of leases. To be conservative, REITSs should either not claim credit
for occupicd space that it has reason Lo believe will be vacant in the immediate future or
disclose the impendin g vacancy.

Retail REITs and Sales per Square Foot

methods of calculation have evolved. but investors should beware of the implications
of each. For cxample, one method excludes sales per square foot from “in-line stores in
regional malls.” Another method uses “mall store sales™ but excludes sales of “large space
users™ where space is used less intensively or where a portion of the 1otal Space is owned
by the tenant or governed by a highly restricted operating agreement. The problem with
both definitions is that total retail sales and sales per square foot in a mall are affected by
excluding large space users. Even though many large space users may own their space in
a mall or have a VEry strict operating agrecment that gives them considerable control over
their space, investors are in asense paying for the lease portfolio or tenant roster and “sales
power™ of all tenants. A better approach may be to report tolal sales per square foot rather
than to exclude large space users, Some REITs separate anchor tenant sales from in-line
lenant sales.

One legitimate defense of cxcluding large space users [rom financial statements is
that many older malls haye large variety-type stores that bring down average sales per
square foot. Lease rollovers may provide the mall with significant opportunities for sales
and revenuc growth, particularly if the leases of variety-type stores are about to expire.
Consequently, the more inclusjve definition of sales per squarc foot may tend to understate
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A third definition of sales per square foot is based on “mall store tenants that reported 12
months of sales for the operating period.” This definition may exclude tenants that reported
less than 12 months of sales, possibly because of bankruptcy or deliberate lease termina-
tions. This measure may suffer [rom “tenant survivorship bias.” or the counting of only those
tenants that survived and the exclusion of those that did not. The excluded tenants probably
cxperienced lower sales per square foot than their healthier counterparts; if included, they
would have pulled down the average. Alternatively. the measure leaves o f sales of seasonal
kiosk or cart operators that sell goods in common areas during holidays and other periods
of heavy demand. These operators can contribute significantly to income, as they typically
have percentage rent provisions in their leascs, and income can be highly variable.

Additional Costs of Being a Public Company

REITs typically have to purchase insurance for directors and officers, pay directors’ fees.
pay for listings on the stock exchanges, and file annual and quarterly reports with the
Sccuritics and Exchange Commission. While these costs are usually included in general
and administrative costs, the actual amounts may be considerably more than a REIT ini-
tially estimated.

A major recent development s the Sarbanes-Oxley law of 2002, the congressional act
designed o prevent financial scandals like those at Enron and WorldCom. The law amended
the regulatory provisions of the Securities Commission Act of 1934. The Sccurities
Exchange Commission (SEC) is the principal governing body charged with making the
rules to enforce the Sarbanes-Oxley changes. Sarbanes-Oxley set forth or revised several
standards for corporate boards of publicly traded companies and required rule making by
the national stock exchanges to imposc additional standards. Parts of the law have taken
effect already. like rules for audil committees, reporting supplemental financial informa-
tion. and auditor independence. Other parts will be phased in over the course of the year.
like including accelerated filing requirements for periodic reports. The final standards for
still other parts of the law dealing with additional disclosure requirements are still being
written. The cost of complying with the regulations enacted so far does not vary propor-
tionally with the size of the company, S0 the reality is that smaller REITS face a dispropor-
tionatc burden in meeting the requirements, Some smaller REITs that merged with other
companies or which been taken private subsequent 1o the act cited the act as one of the
reasons it felt a business combination or sale was necessary.

The Investment Appeal of Mortgage REITs

-

The mortgage real estate investment trust is unlike the equity trust in that it does not own
the real property. Rather, it owns mortgage paper secured by the underlying real property.
Income generated by the mortgage paper is affected by the interest rate on the mortgage
note, the discount (or premium) at which the obligation is acquired. and the amount of
funds outstanding on the loans. REIT expenscs applicable against this income are the inter-
est paid for the funds to make payments on loans, management company cOsts, and other
lesser expenses incident to the operations of this kind of investment company.

During the late 1960s and early 1970s. the mortgage REIT was used as a source of loans,
particularly for construction and development that were beyond the legal or policy limits of the
highly regulated banks, savings and loans, insurancc companies, or other real estate—oriented
financing institutions. Because their lending policies werc relatively unregulated and because
they had access to public securities markets, mortgage REITs were in a position fo fill 4 void in
the real estate financing market. Even though their cost for short-term borrowed funds was rel-
atively high, there was always the reasonable expectation that the trust could make construction
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or development loans at rates 3.5 percent to 4 percent higher than rates available from other
lending sources. The spread between borrowing costs and loan income thus held the promisc
of increasing earnings on the shareholders’ equity as the loan portfolio grew. This earnings
growth would support further sales of shares in the trust at higher prices, and so on, Following
this pattern, the expansion of mortgage trusts during the early 1970s was spectacular.

However. during 1974 a general economic recession sel in, and the prime bank lend-
Ing rate rose to unprecedented heights. Because of the unanticipated rise in their cost of
funds, many mortgage trusts were forced into an operating loss position because they were
not able to pass on a sufficient amount of these higher costs 1o borrowers. Further, many
advance mortgage commitments had alrcady been made at lower rates with inadequate
flexibility for upward rate adjustments. During this period of rising interest rates, many
developers were unable to sell completed units or could not complele projects because of
rapidly inflating construction costs, Consequently. they were thrown into default on their
construction loans. The share values of mortgage trusts (ell dramatically, thus reducing the
possibilities for further stock offerings as a source of funds.

Because of loan default expectations, the commercial paper market also dried up for
trusts and forced them to rely almost exclusively on bank credit lines. As the defaults con-
tinued to increase during 1975, many large commercial banks were forced to extend the
maturilies on notes taken pursuant to thesc credit lines, which had usually been extended by
banks as a group under a revolving credit agreement. The cxtensions were granted to avoid
the cumulative impact on the total financial system if the trusts were forced to undertake
mass foreclosures during a serious business recession. When credit became so tight that
commercial bank lines could no longer be reasonably renewed, a number of bank sponsors
took large blocks of mortgages out of the trust portiolios and put them into their own loan
and liquidation accounts to reduce trust debts, These actions had an impact on overall com-
mercial bank liquidity and removed the mortgage trusts generally from the construction and
development loan markets as a supplier of funds for the foreseeable future. As a practical
matter, many mortgage REITs invested in commercial mortgage-backed sccurities (CMBS)
of pools of residential mort gages rather than whole loans. Increasi ngly, mortgage REITs are
engaging in more diversified investment. including mezzanine loans and construction loans.

During the global credit crisis that began in 2007, mortgage REITs were severely
impacted by capital limitations, higher than expected default rates. and short-term inter-
est rate fluctuations. These factors, along with general market conditions. led investors
in mortgage REITs (o demand greatly increased risk premiums, Meanwhile, stock prices
declined dramatically and companies were forced to declare bankruptcy when they were
unable to refinance their debt. In some cases, mortgage REITSs were able 1o sell some por-
tion of their loan portfolio to repay their debt, but those sales typically occurred at dramati-
cally reduced pricing, resulting in a loss of value to sharcholders.

Mortgage REITs faced difficult market conditions following the subprime crisis
and underperformed other REIT sectors as Federal Reserve policies contributed to his-
torically low interest rates over an extended period of time. As the Federal Reserve has
tapered its quantitative casing, morigage REITs saw some growth and recovery. Mortgage
REITS raised $16.2 billion in total equity offerings in 2012 and $7.3 billion in 2013. As
of December 31, 2013, therc were 26 listed residential mortgage REITs with a market
capitalization of $42.3 billion and 19 listed commercial mortgage REITs with a market
capitalization of $19.7 billion.

Caveats

As was the case with equity REITS, the potential for a conflict of interest exists when
sponsors and affiliates of mortgage REITs (c.g.. mortgage companies, thrifts. commercial
banks) are also originators of morigage loans. In these instances. there may be incentives



722 Part& Alternative Real Estate Finaneing and Invesiment Vehicles

to sell the submarginal loans of REITs while charging fees for servicing them. As indi-
cated earlier, the rules governing (he appointment of nonaffiliated trustees and the use
of outside appraisers must also be followed in the creation and operation of mortgage
REITs. In addition, CMBS portfolios often contain fairly high risk tranches, known as
“B™ pieces, that offer significantly higher risks and returns than other tranches. Mortgage
REITs, under pressure to grow income, were at onc time prime buyers of “B” pieces.
Investors should review a mortgage REIT’s investment policy and the quality of its loans
as carefully as an equity REIT’s properties. Many morigage REITs focus much of their
attention on managing interest rate risk. Essentially, they are purchasing long-lived assets
using short-term financing. As 2 result, income streams can be very volatile, particularly
relative to equity REITS.

Financial Analysis of an Equity REIT lllustrated

What follows is an analysis of an equity REIT that a prospective investor or shareholder
might make. The financial statcment for Midwestern America Property Trust is provided
in Exhibit 21-2. Midwestern America (MA) owns and manages approximately five million
square feet of suburban office. office/warehouse, and specialty office/distribution space.
which it has assembled over the years in three Midwestern states. The cost basis for these
assets is $300 million; the REIT has made or assumed mortgages totaling $80 million as
part of [inancing its assct acquisitions. Midwestern Ameri «a's stock is currently trading at
$75 per share, making its current market value worth $375 million. Midwestern did not
sell any of its real estate assets during the current year.

When you analyze an cquity REIT. two key linancial relationships must be understood:
(1) the judgment of investment performance and risk and (2) the comparison of the pro-
spective equity REIT with other equity REITs. Referring 1o Exhibit 21-2, we see that
MA earned $13.600,000 in net income, or $2.72 per share, during the past year. However.

EXHIBIT 21-2 Financial Statement Midwestern America Property Trust

Panel A. Operating Statement Summary

Net revenue $70,000,000
Less:
Operating expenses 30,000,000
Depreciation and amortization 15,000,000
General and administrative expenses 4,000,000
Management expense _1,900,000
Income from operations $20,000,000
Less:
Interest expense 6,400,000
Net income (loss) $13,600,000
Net income {loss) per share $ 2.72
Panel B. Balance Sheet Summary
Assets Liabilities
Cash $ 500,000 Short term $ 2,000,000
Rents receivable 1,500,000 Morigage debt 80,000,000
Properties @ cost $300,000,000 Total $ 82.000,000
Less: Acc. depr. _1_3_&0_@(_)_9 Shareholders’ equity __9_]_0.000,020
Properties—net 170,000,000
Net assets $172,000.000 Total liabilities and equity $172,000.000
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General Summary:

Properties: 5 million sq. ft. Mortgage debt: $80,000,000
QOriginal cost: $300 million Avg. interest 8%, 10 year maturity
Depreciated cost: $170 million Number of common shares: 5 million
II. Profit Summary: $ Amount Per Share
Earnings per share (EPS)’ 13,600,000 $2.72
Income from operations plus depreciation and
amortization (NOI per share)? 35,000,000 $7.00
Funds from operations (FFO per share)? 28,600,000 $5.72
lll. Other Important Financial Data:
Market price per share of common stock $75.00
Dividend per share $4.00
Shareholder recovery of capital (ROC per share)? $1.28
Cash retention per share (CRPS)® $1.72
Earnings yield® 3.62%
FFO yield’ 7.62%
Dividend yield® 5.33%
Current earnings muitiple? 27.6X
Current FFO multiple® 13.1X
Net assets per share (NAPS)" $34.00
Equity or book value per share (BVPS)12 $18.00

IV. Explanation and Calculations:

'EPS: Net Income $13.600,000/5.000.000 shares outstanding = $2.72
2NOI Income from operations plus depreclation and amortization
($20,000.000 + $15.000,000)/5.000.000 shares outstanding = $7.00
3FFO: Net Income + Depreclation & Amortization ($13.600.000 + $1 5.000.000)/
5.000.000 shares outstanding = $5.72

“ROC: Dividend per share — EPS = $4.00-$2.72=%1.28

CRPS: FFO - Dividend pershare $5.72 — $4.00 = $1.72

®EPS/Market price per share = $2.72/$75 =362%

’FFO/Market price per share = $5 72/$75 = 7 629

®Dividend per share/Market price per share = $4 00/$75 = 5.33%
9Current price per share/EPS = $75/$2.72 =27 6x

'°Current price per share/FEQ = $75/$5.72 = 13.1x

"NAPS: Net assets 5172.000.00015.000.000 =%$34.00

2BVPS; (Assets — Liabilities)/shares = $90,000,000/5,000,000 = $18.00

additional data (sec Exhibit 21-3) indicate that other interesting and importanl relation-
ships must be understood. As is always the case with real estate investment. considerable
cmphasis is given o cash flow. For example. section 11 of Exhibit 21-3 includes additional
performance measures. Net income from operations is the income before interest or
depreciation deductions. It is somewhat analogous to net operating income (NOT), which
we have discussed in carlier chs piers for the income before taxes and before financin g for
individual properties. However, this is the net income from operations of the entire REIT,
and it includes deductions for expensces associated with operating the REIT. such as gen-
eral and administrative expenscs and REIT management expenses. In order to calculate
the NOI from all of the individual properties, we would deduct the operaling expenscs for
the properties from the net revenue received from propertics. This would be $70,000 -
$30.000 = $40.000 for Midwestern America Property Trust. Net income from operations
represents the operating cash flow exclusive of interest, which was $7.00 per share for
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the past year. The second measure, funds from operations (FFO), is analogous to net cash
flow per share. As you may recall, it is derived by adding all noncash expense items 10 net
income (loss). Noncash accounting charges gencrally include depreciation and amortiza-
tion. Most industry analysts rely heavily on FFO when making judgments and comparisons
among REITs. We can scc that the FFO per share for MA was $5.72 during the past year
versus earnings per share (EPS) of $2.72. The difference in this simplified example is
due to the $15 million depreciation allowance.

One REIT regulation previously detailed indicates that 90 percent of taxable income
must be paid out as dividends. Therefore, another very important relationship shown
in section IIT of Exhibit 21-3 is the dividend payment per share. In our example, the
payment of $4.00 per share mects the 90 percent requirement, but this amount is also
greater than the carnings per share; thus, MA paid dividends of $4.00 per share even
though EPS was only $2.72. This can occur because FFO, or cash flow per share, was
$5.72. which exceeded earnings per share. Indeed, MA could have paid dividends of
$5.72 per sharc cven though it was required to pay only 90 percent of $2.72 or only
$2.45 per share. By paying a $4.00 dividend, Midwestern America mel the 90 percent
of earnings requircment and retained cash of $1.72 per share for operations and acquisi-
tions of new assets.

The difference between REIT carnings and dividends has a very important effect on
the taxes that sharcholders pay. Tax regulations provide that even though investors n
Midwestern America receive $4.00 per share. only $2.72 of earnings are reportcd as
a taxable dividend. The remaining $1.28 is treated as recovery of capital (ROC) and
serves to reduce the cost basis of the stock acquired by the investor. For example, if a
share of MA stock was purchased for $75 prior to the dividend declaration date, the
investor would reduce the investment basis of the stock by $1.28, from $75.00 to $73.72.
When the stock is eventually sold, the investor would then calculate any gain or loss
based on the sale price, less $73.72, or the reduced basis of the stock. If the stock has
been owned for one year or more and results in a gain. it would be taxed at the prevail-
ing capital gains tax rate. This also means that if there is a difference between ordinary
and capital gains tax rates, the inveslor saves taxes in the amount of $1.28 times the dif-
ference in the two tax rates. Consequently, this treatment allows investors Lo receive a
portion of the dividend ($1.28) tax free until the stock is sold or the REIT is liquidated.
At that point, if the investor has owned the stock long enough to qualify for capital gains
treatment and capital gains tax rates are lower than tax on ordinary income, the investor
will also save taxes.

When REITs report operating losses, none of the losses can be passed through to inves-
tors. Instead. losses must be carried forward to offsct income in future periods. The passive
Joss limitation provision does not materially affect REITSs because their losses cannot be
passed through to investors. REIT dividends are considered to be portfolio income and
thus do not qualify as passive income to offset passive losses.

With respect to capital gains from the sale of property, REITs may either (1} retain
the gain and defer its distribution to shareholders. in which case the gain is taxed at the
appropriate corporate capital gains rate, or (2) distribute the gain as a dividend to share-
holders. In the Tatter case. the REIT is not taxcd on the distributed gain; however, the REIT
is required to designate such di vidends as a capital gain distribution to shareholders, who
must recognize it as a capital gain in their individual taxes. Capital losses cannot be passed
through to individual investors but must be carried forward by the REIT and offset against
any future capital gains.

Also important in section IIT of Exhibit 213 is cash flow retention. or the difference
between FFO per share and dividends per share, which amounts to $1.72. Midwestern
America may have retained this amount as a cash reserve or to acquire properties during
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the past year. As pointed out, MA could have paid this amount as a dividend and been
taxed at ordinary income rates. However, because it was not paid currently, the cash
flow retention is converted cventually into a capital gain if the price of MA stock
responds favorably to management’s decision to retain and invest these funds instead
of paying dividends. Unlike corporations that may choose not to pay any dividends
and retain all earnings for fuiure expansion, MA must pay at least 90 percent of $2.72
or $2.45 per share. In other words, MA has far less discretion than corporations with
respect to paying a minimum dividend—a major difference between REITs and corpo-
rate entities. which affects REIT dividend reinvestment and expansion policy in very
Important ways.

Valuing REITs as Investments

—_—

In previous chapters we have discussed how lo estimate the value of individual propertics.
Estimating the value of a REIT is much more challenging because REITS tend to own and
operale large, geographically diversified real estate portfolios. Thus, we need to estimale
the value of a portfolio of propertics in different locations and also consider the value of
the REIT management and any goodwill established by the REIT as a going concern.
Furthermore, as was the case when valuing individual properties, estimating the valug of a
REIT requires an understandin g of both real estate space and capital market fundamentals.

There are analysts that publish investment research and recommendations with respect
to REITs, but this information is not often available to the general investing public on
a timely basis. Also, there is considerable variation in terms of methodology and con-
tent across analysts. Some analysts look at REITs from a real estate perspective, while
other analysts focus on the analysis of financial statements and ratios, Other analysts take a
blended approach, looking at the real estate, capital structure, management, and technical
stock market factors.

REIT public filings provide a great deal of information, but they do not typically pro-
vide estimates of the value of the real estate owned by the REIT. The Financial Accounting
Standards Board (FASB) has been aclive over recent years in its efforts to require fair
value accounting of real assets as part of its efforts to bring U.S. financial rcporting in line
with the standards prevailing internationally. While there is no policy in place requiring
fair value accounting for U.S. REIT; currently, there is some chance that U.S. REITs will
either elect to be required to the value of its asscts on a fair value basis in the future. In the
absence of this type of reporting, investors need to develop their own estimates of the value
of the rcal estate owned by REITS. In this section we describe different methods that can
be used to estimate the value of a REIT using Midwestern America Property Trust (intro-
duced carlier in this chapter) as an example.

Valuation of Midwestern America Property Trust

Our previous analyses of Midwestern America Property Trust focused on the com pany and
its performance at a specific point in time. To estimate the value of Midwestern America
Property Trust, we need to make some assumptions about future performance. These
assumptions will be added as we discuss the various approaches to valuation of the REIT.

Gordon Dividend Discount Model

A REIT sccurity is a stock that can be valued using methods typically used to value other
stocks. One simple and commonly accepted way of valuing stocks is the Gordon dividend
discount model. This traditional model assumes a constant dividend growth rate for the
stock. The model assumes that the value of a stock is the present value of ex pected future
dividends, and it is particularly appiicable for REITs because they tend to pay a relatively
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high dividend rate. The model states that the value (V) of the stock equals the dividend
to be paid in the next year (D) divided by the difference between the required rate of
return (K) and the dividend growth rate (g). or

V=DJ/(K~g)
In regard to our analysis of Midwesiern America. let's assume the following:

« The current dividend of $4.00 per share is projected to increase by 5 percent to $4.20
next year and continue to increase by 5 percenl per year thereafter.

« The required rate of return for a REIT like Midwestern America Trust is 10.5 percent.
which is a reasonable long-term rate of return for REITS.

Applying the above assumptions to the constant dividend growth stock valuation model,
we can conclude that the stock value should be $4.20/(10.5% — 5%) = $76.36 per share.

Income (FFO) Multiple

Another valuation method analysts apply is to estimate income and then multiply that
income by an appropriate multiple of income or price-lo-earnings ratio. Analysts often
look at multiples for comparable companies and then select an appropriate multiple for the
company being valued based on its characteristics relative to the comparable companies.

In the case of developing income multiples for REITSs. the most common practice is to
use FFO for income for the reasons we discussed carlier (onc being FFO is a betler mea-
sure of the cash flow that a REIT can gencrate than carnings per share). Next, comparable
REITs that own the same gencral type of propertics in developing the multiples would be
selected. In the case of Midwestern America Property, the FFO is $5.72 per share, and the
current FFO multiple is approximately 13.1x, resulting in a share price of $75.00.

Suppose that we find that there are four comparable REITs in (he market. trading at
FFO multiples ranging from 12X (0 15%. Thus, we sec that Midwestern currently trades at
a multiple slightly below the midpoint of the range of the comparable REITs.

If we belicve that Midwestern is expected (o improve its performance relative to the
comparables, it is possible that a higher multiple would be appropriate. In the final analy-
sis. determining the appropriate multiple is a subjective process, although objective data
play an important role in the process. However. it is common to rank REITs on a relative
basis and assign a multiple that reflects a REITs placement in that ranking. So, we might
elect to apply a 14X multiple to the FFO for Midwestern because we believe the market
will eventually recognize that it has improved its performance relative to the comparables.
Applying the [4x multiple to the $5.72 in FFO results in an expected share price of $80.08.

Net Asset Value

The final valuation method we will consider is based on analyzing a REIT's net asset value
(NAV). A REIT's primary asscl is real cstate and a REIT’s primary liability is the debt
associated with that real estate. Logically, if one can estimate the total current value of the
real estate and other assets owned by a REIT, then subtract the total debt and other liabili-
ties owed by the REIT, the remainder will be the REIT’s net asset value (NAV), which is
an indication of sharcholders’ equity.

REITs report real estate holdings at book value, which can differ substantially from cur-
rent market value for various reasons. What we want is an estimate of the current market
value of the real estate. Unfortunately, REITs do not routinely provide NAV estimates, so
the analyst needs to do that.?

2 There are also companies like Green Street Advisors (www.greenstrcetadvisors.ccm} that provide
NAV estimates for REITs to subscribers.
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A significant divergence between the NAV and the market value of a REIT stock may
indicate a difference between what public market investors are willing to pay for proper-
ties versus what private market investors are willing to pay for those properties. If private
market investors are willing to pay more, the REIT may elect to go private, or it may be
taken over by a private company. Alternatively. if public market investors are willing to pay
a premium, more private companies may decide 10 go public.

To estimate NAV. we estimate the net operating income (NOY) [or the entire REIT and
then divide that by a blended capitalization rate that would be applicable to the entire
REIT. A blended capitalization rate means one that is an average of the capitalization
rates that would be used for the individual properties in the portfolio if we were valuing
each property scparately.’ The problem is that we do not typically have the NOI on cach
individual property. Thus. we need to try to valuc all the propertics at once by applying a
blended capitalization rate to an estimate of the aggregate NOI from all the propertics held
by the REIT. Thus, we have

NAV = NOI/r

where NOI is for all the properties held by the REIT and r is the blended cap rate.

To estimate the NAV of the real estate assets. we need o look at the properties sep-
aratcly from the entity. We do this by using net operating income [rom the property
operations, using property level income and expenses, and not including entity level
expenses such as general and administrative expenses, depreciation, and interest expense.
Midwestern has rental revenue of $70 million ($14 per share) less operating expenses
of 330 million (86 per share), resulting in real estate NOJ of $40 million ($8 per share).
At an implied 8.75 percent capitalization rate, the total value of Midwestern's assets is
approximately $457 million (S91.40 per share). We then subtract debt of $82 million
($16.40 per share), resulting in a net asset value for Midwestern’s real estate of $375 mil-
lion ($75 per share).

I the REIT is doing a significant amount of development. it may be more approprialc
to use a projected stabilized MO/ rather than the current NOI (o estimate the value and
then perhaps adjust that value down slightly, because there will be some rent loss until the
properties are leased up.

Summary of Value Estimates

To summarize the estimates we found using the above valuation methods. we have

Gordon dividend growth model $76.36/per share
FFO muitiple $80.08/per share
Net asset value (NAV) $75.00/per share

In this case, the NAV estimate is a little lower than the others and is where the stock
price is currently trading. But REITs often trade at premiums or discounts to their NAV
depending on how the markel views the management and its ability to identify good invest-
ment and development opportunities in the future. The FFO multiple approach assumed
that the market would recognize that Midwestern is better than reflected in its current stock
price and that it would start to trade at a price more in line with the better comparables.
The Gordon dividend growth model approach resulted in a stock price of $76.36, which is
between the other two estimates. All things considered, we may conclude that a price of

* The average would be weighted toward those locations that had the most properties.
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Web App :

Go to the NAREIT website (www.reit.com) and find and major markets), Current Price, Current Dividend, and
the most recent value of the FTSE NAREIT Equity REIT  Current Yield. Finally, go to the Dividend Discount Model
Index for Equity REITs. Then go to the website for any  slte and value the REIT you selected using an appropri-
REIT and find the following information: Full Company ate discount rate. (One way to select a discount rate is
Name, Stock Symbol, Exchange, Property Type, Portfolio  to see what the expected return is for REIT indexes on
Composition (number of properties, units or square feet, the site)

around $76 to $77 is appropriate. This suggests that the REIT might be slightly underval-
ued by the market at its current price of $75.

Further Considerations

The above analysis provides us with an estimate of the range in which we might expect the
stock price for a REIT to fall. But of course, estimating stock prices is far from an exact sci-
ence. All stocks tend to rise and fall with the overall market, and REITSs are no exception.
As will be discussed in Chapter 22, REITs are not highly correlated with the overall market
so they do provide some diversification benefits. But they will still tend to be pulled in the
direction of the rest of the markel, so investors must also consider the likely direction of the
overall stock market when valuing a REIT.

Another consideration is where the property types held by the REIT are in their invest-
ment cycle, as discussed in Chapter 10. For example, if the REIT invests in office prop-
ertics and office propertics are in a downward cycle in the arcas where the REIT owns
properties, this may impact their ability to generate the NO/s or FFO we had projected—
especially il the REIT relies on income from newly developed properties.

Finally, an investor should try to determine whether there are reasons that the stock
price should sell for more or less than the value of its underlying real estate based on the
NAYV calculations. REITs are not just a portfolio of properties. REITs are companies that
buy, sell, develop. finance, operate, and renovate the properties. So keep in mind that the
investment is a business—not just real estate. Factors such as the strength of the manage-
ment, the trade name of the REIT, the loyalty of its tenants. and other factors that can affect
a business must all be considered.

Conclusion

The resurgence of real estale investment trusts (REITs) in the early 1990s is another indication of the
extent that real estate has become securitized. Compared with traditional methods of investing, real
estate—backed securitics appear to be gaining in importance because of their marketability, the publie
accountability of management, and numerous other reasons. REITs allow investors 1o participate in
a portfolio of properties that may be geographically diversificd and professionally managed. REITs
own assets that consist of commercial propertics, supplies, and intellectual capital, and manage those
assets to maximize profit. Mutual funds, in contrast, own claims on the earnings produced by assets
that are entirely under the management of others. Further, REITs usually pay no taxes so long as they
pass through as dividends to investors most of the cash flow produced from managing the portfo-
lio. Accounting practices for depreciation and amortization and the resultant effects on net income
may allow a portion of the tax on REIT dividends to be deferred. Today the market value of REITs
exceeds $816 billion, and many of the premier real estale operators in the United States are operating
within the REIT format, so market research and analysis for individual REITs and the industry are
widely available from investment banks and other investment firms,
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book value per share, 723 carnings yield, 723 net income from
blended capitalization FFO multiple, 723 operations, 723

rate. 727 FFO yield, 723 real estalc investment trust
cash available for distribution funds from operations (REIT), 698

(CAD), 715 (FFO), 709 recovery of capital
dividend yield, 770 Gordon dividend discount (ROC), 724
earnings multiple, 723 model, 725 umbrella partnership REIT
carnings per share (EPS). 724 net asset value (NAV), 773 (UPREIT). 701

www.reit.com—The website for the National Association of Real Estate Investment Trusts
(NAREIT). It provides programs, statistics, publications, and research, as well as information about
REITs and REIT investing.

www.investopedia.com—This site is a complete, unbiased, easy-to-understand educational guide
to investing and personal finance. It provides the biggest financial dictionary on the web, hundreds
of articles and tutorials. and an investing simulator where yOu can practice managing a portfolio
withoul putting your money at risk.

www.spglobal.com—This website provides fundamental financial data on more than 230 REITs,
REOCs, and homebuilders. It gives detailed, descriptive property data, cost and performance data.
and property mapping. It also is a good source for analyst coverage. FFQO estimates. proprietary
AFFOQ, and NAV consensus cstimates.

www.treppREITcafe.com—This website provides numerous podcast programs focused on the
REIT industry, consensus NAV estimates, REIT company conference calls in podcast format, and
up-to-the-minute news on the industry.

—

What are the general requirements regarding income, investments. and dividends with which a
REIT must comply to maintain its qualification 1o be taxed as a REIT?

X 2. What are the two principal types of REITs?
3. List and characierize equity REITs based on their property types.
R 4. What is the difference between earnings per share (EPS), funds from operations (FFQ), adjusted

funds from operations (AFFO). and dividends per share?
® 5. Explain how an investor in an equity REIT may receive a current dividend, part of which may
be tax-deferred.
6. What are some important lease provisions which investors should be aware of when analyzing
the financial statements of RE[Ts?
X 7. What is a mortgage REIT?

w 1. You have been presented with the following set of financial statements for National Property

Trust, a REIT that is about to make an initial stock offering to the public. This REIT specializes
in the acquisition and management of warehouses. Your firm, Blue Street Advisors, is an invest-
ment management company that is considering the purchase of National Property Trust sharcs.
You have been asked to prepare a financial analysis of the REIT.
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National Property Trust

Panel A. Operating Statement Summary

Net revenue $100,000,000
Less:
Operating expenses 40,000,000
Depreciation and amertization 22,000,000
General and administrative expenses 6,000,000
Management expense 3,000,000
Income from operations 29,000,000
Less:
Interest expense* ___ 6,400,000
Net income (loss) $ 22,600,000

AR inlerest only

Panel B. Balance Sheet Summary

Assets

Cash

$ 51,500,000

Rents receivable 2,500,000
Properties @ cost 700,000,000

Less: Accumulated depreciation 450,000,000
Properties—net 250,000,000

Total net assets

Liabilities

$ 304,000,000

Short term $ 12,000,000
Mortgage debt” 80,000,000

Total 92,000,000
Shareholder equity’ 212,000,000
Total liabilities and equity % 304,000,000

AR Interest only
S10000000 shares outstanding.

Develop a set of financial ratios that will provide Blue Street Advisors with useful informa-
Lion in the evaluation and comparison of National Property Trust with other REITS.

b. Your rescarch also indicates that the shares of comparable REITs specializing in warehouse
acquisitions in the same regions are selling at dividend yields in the range of 8 percent. Price
multiples for these REITs are about 12 current FFO. What price range does this suggest
for National shares? What does this price range imply about the amount of dividend that
National would have to pay to be in linc with comparable REITs?

¢. What is the NAV for National Property Trust assuming that a blended capitalization rate of
10 percent wauld be applicable for the prapertics owned by Blue Street Advisors?

2. Robust Propertics is planning to go public by creating a REIT that will offer 1 million shares of

stock. It is currently trying to develop a pro forma set of financial statements. Robust is faced
with 2 number of questions about its handling of some accounting and financial disclosure
issucs.



Chapter 21 Real Estate Invesiment Trusts (REITs) 731

Robust Properties

. Major Financial Information:

a. Assets—pioperties (actual cost) $100,000,000
b. Depreciable basis—buildings only $80,000,000
c. Useful life 40 years
d. Operating expenses 38% of rents
e. Management expenses—third parties 5% of rents
f. General and administrative expenses 3% of rents
9. Mortgage « 8% interest only, 10 years $30,000,000
h. Financing fees $900,000
Il Lease Information:
a. Average lease term 5 years
b. Leasable space 1,000,000 sf.
c. Base rents (year 1) $15 psf
d. Escalation factor—rents per year 5%
e. Lease commissions 4% of year 1 rent
f. Tenant improvements $10 pst.

The management of Robust Properties has asked you to prepare preliminary pro forma finan-
cials for the next three vears. S pecifically, you should have (1) a beginning balance sheet, (2)
operating statements for cach of the next three years. and (3) all relevant financial ratios for year
| results only. Robust will pay all financing fees, tenant improvements, and lease commissions
upon commencing operations. It would like 10 pay a minimum dividend of $4.00 per share.
In preparing your pro forma operating statements, Robust wants you Lo consider the effects
of reporting in the following two ways:
«. Whai would EPS. FFO, and ROC be under both approaches? How should Robust think
about its accounting policy?

Approach {1) (2)

Lease commissions Amortize, 5 years Expense in year 1

Finance fees Amortize, 10 years Expense in year 1

Tenant improvements Depreciate, 40 years Depr. over 5-year lease term
Buildings Depreciate, 40 years Depr., 40 years

Atlantis REIT expects an income of $8 per share. This includes a deduction of $2 per share
for depreciation, Atlantis did not have any gains from the sale of real estate. Its properties are
mainly apartments, and you beliave that apartments arc currently selling on average at about an
8 percent cap rate. Atlantis has | million shares outstanding and its balance sheet shows liabili-
ties of 340 million. Comparable REITs have FFO multiples of about 10. Atantis is expected
to pay a dividend during the next fiscal year of $6 per share and 10 increase those dividends a
about 2 percent per year in the future. Investors in REITs like Atlantis usually expect a return of
about 12 pereent.

. What is the FFO and value per share based on an IFFO muhiple?

h. Whaul value per share is indicated using a dividend discount model?

¢. What is the value per share implicd by the net asset value of the properties?



