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RATES AND
MARKET
IMPACT

Logan H. Babin, Jr., CRE

he Counselors and Real Estate Issues strive to

provide the very latest information on topics

that shape and oftentimes change the course
of real estate-related activities. Such is the case with
the August Focus Edition of the journal on “Cap
Rates/Yields: Market Trends and Relationships”.
Presented in conjunction with the National Council
of Real Estate Investment Fiduciaries (NCREIF), the
Focus Edition provides readers an inside look and
understanding of current trends in cap rates and
their effect on various real estate investments.

The subject of capitalization rates was last
visited by Real Estate Issues in a 1992 Special Edi-
tion. Then, as now, cap rates are the magic num-
bers which enable Counselors, appraisers and other
real estate professionals to convert income into
value. Since the process involves division and num-
bers to the right of the decimal point, small dif-
ferences in cap rates can translate into large
differences in value.

The Counselors of Real Estate welcomes this
opportunity to showcase the work of those profes-
sionals responsible for the thought provoking arti-
cles in this issue. It is our hope that you, our
readers, will benefit from this timely and compre-
hensive analysis of capital rates and yields, broad-
ening your personal understanding of their impact
on the commercial real estate market.

4 AL,

Logan H. Babin, Jr.,, CRE
1996 President
The Counselors of Real Estate
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CAP RATES AND TRACKING
MARKET TRENDS

he topic of capitaliza-

tion rates, vields and

market trends is both
simple and complex to under-
stand. We know, for example,
that in concept a capitalization
rate is income divided by the
price paid. More specifically,
an overall cap rate is a prop-
erty’s net operating income
divided by the price paid
for the property —in symbols
R,=NOI/ P Similarly, the
cap rate for equity is the in-
come to equity (before-tax
cash flow) divided by the
price paid for the equity interest (R,=BTCF / P_), and the cap
rate for a mortgage is the annual debt service divided by the
amount of the loan (R, = ADS / V). While there are a number
of methods for estimating an R, such as direct market extrac-
tion, simple mortgage-equity, the Akerson format, the Ellwood
formulation and the underwriters’ method (Gettel), they are all
designed to estimate the reciprocal of the net income
multiplier —the multiple of net income that buyers are likely to
pay for a property.

Furthermore, we know that a capitalization rate has two
major components, a rate for the desired rate of return on the
investment and a provision to provide for expected capital loss
or enhancement. The well-known tendency for cap rates to re-
main relatively stable through the economic cycle is probably a
result of the different operation of the economy on these two
components. What is not known, however, is the nature of these
operations and the true extent to which they offset each other.

While a forecast yield is a component of a cap rate, the
vield obtained from a property is very different from the cap
rate, first, because the yield is only one component of the cap
rate, and, second, because the vyield can, in reality, be known
only after disposition of the property. Investors usually have
desires or expectations about a property’s yield; thus, the price
paid is the amount that will result in the expected yield pro-
vided that all other forecasts regarding the property’s perfor-
mance are realized. For this reason, most financial economists
assume that vields drive cap rates and, therefore, are only of
secondary importance in financial analysis. While in an overall
investment sense this may be true, it is also true that cap rates
are important tools for property analysts to estimate market
values and track market trends.

The importance of cap rates and vields to real estate anal-
ysis is fundamental; vet the relationships remain obscure be-
tween them as well as with interest rates and other economic
phenomena. Although this edition of Real Estate Issues will not
reveal the nature of all these relationships, it does add crucial
information about them. Some of the issues addressed include
the pricing of risk, why cap rates tend to cluster around 9
percent, a different way to conceptualize cap rates, relationships
among various return measures, the variance of cap rates across
metropolitan markets and whether comparisons between REITs
and the private market are meaningful. Through the entire mar-
ket cycle, this edition of the journal should serve as an ongoing
reference for Counselors and other real estate analysts.

Rl LA

Halbert C. Smith, CRE
Editor in chief

Halbert C. Smith, CRE



RECENT
EVIDENCE ON
INVESTOR
PREFERENCES
AND YIELD
REQUIREMENTS*

by Hugh E Kelly, CRE

“The principal compendium of information upon which this article
relies is a database of sales compiled for the CCIM/Landauer
Investment Trends Quarterly, a joint venture between the
Conumercial Droestment Real Estate Institute and Landauer
Associates. Sales resident in the database, with a closing date of
January 1, 1995 or later, are the subject of the analysis and
commentary in the article. Such sales number more than 1,600
natiomwide and have an aggregate mvestment value of more than
$13 billion. While it is conceded that the database simply represents
a sample of ULS. commercial property activity, it does provide a
powerful approximation of activity on the national scale.

ollowing the industry depression during the

early vears of this decade, there are voices that

claim to discern revolutionary change in the
structure of the real estate industry. The purported
causes of the revolution range from the job market
effects of the aging Baby Boomers to vet another
death watch for Central Business Districts, from the
impending obsolescence of whole ownership of real
estate in the face of equity and debt securitization
to claims that technological advances are doing
nothing less than making real estate use optional
for businesses. Perhaps apocalyptic fears are ex-
pected with the approach of a new millenium. Cer-
tainly all the Nostradamuses in our industry can
point to clues, if not proof, to support their vision-
ary projections. However, this article is not the
place to refute or vindicate any such rationaliza-
tions. Instead I will look at the body of evidence to
see how the behavior of the investment community,
in its preferences and return requirements, displays
its implicit expectations for the future.

Summary Of Property Markets

The follow statistics recapitulate the activity re-
ported in the CCIM/Landauer Investment Trends Quar-
terly for January 1995-March 1996. Office properties
led the property types in the number of sales and
aggregate value of transactions, with 480 deals to-
taling $6.2 billion. This represented 70 million
square feet of office space, approximately equal to
the combined office inventory of Miami, Orlando
and Tampa. Retail properties were somewhat less fa-
vored over the 15 month period, with 276 sales reg-
istering an aggregate price of $2.1 billion. Store area
of 28 million square feet was included in the trans-
action sample, which equates to a typical retail in-
ventory for a metropolitan area of about 1.6 million
in Sacramento or Denver. The industrial sector ac-
counted for 217 sales and a dollar volume of $821
million for 24 million square feet, the equivalent of
a market like Columbia, South Carolina or
Bridgeport, Connecticut. Multifamily residential as-
sets tallied 196 deals worth $1.2 billion for 34,202
apartment units, about right for a town the size of
Reno, Nevada. Hotels also were actively traded de-
spite protestations of investors that they would
never again buy any property with a bed in it.
Hospitality sales of 103, comprised of 22,502 rooms,
brought a total sales price of $1.9 billion. The bal-
ance of the sales in the database consisted of land
(220 deals, 7,513 acres, $400 million), portfolio trans-
actions, mixed-use and speciality properties.

Hugh E Kelly, CRE, national director/research, Landauer Asso-
ciates, Inc., New York, prepares and presents national and re-
gional economic forecasts on property markets. Kelly also writes
and teaches about economic issues and their implications for real
estate mvestment.
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EXHIBIT 1

Range of Initial Yields in the
CCIM/Landauer Database
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Analysis based on actual yields reported through June 1996

This capsule summary illustrates that the lig-
uidity crisis of the early 1990s was indeed a tempor-
ary phenomenon, rather than a precursor of
permanent structural change in the commercial
property investment arena. While we lack a com-
mensurable set of data for prior periods (and must
recognize that this database itself is just establish-
ing its own benchmarks), both the pace of recent
activity (3.0 sales per day reported into the database
for 1995, and 4.7 sales per day submitted for the
first quarter of 1996) and its breadth currently indi-
cate that a liquid transaction market exists for all
major property groups.

Does this mean that real estate has returned to
normal? In an arena so vast and complex as the U.S.
property markets, it is safest not to respond by
generalizing. But, as any good detective would ad-
vise, the best answer is to follow the money. The
distribution of activity among the property types
offers one perspective, and the capitalization rates
indicated by the transactions provide another.

Capitalization Rates

Cap rates were reported for approximately 800 of
the sales in the sample, and the number of transac-
tions observed at each cap rate are graphed in Ex-
hibit . The extremely wide spread of initial returns
is readily seen, with a very thin layer of sales at cap
rates of less than 8 percent and greater than 13
percent. A prominent peak occurs at 10 percent,
which, in fact, was the reported capitalization rate
for about one sale in every ten. This is only the
most dramatic spike in the entire graph, but closer
inspection shows repetitive crests at each integer
value cap rate (i.e., 8.0 percent, 9.0 percent, 11.0
percent, 12.0 percent), with another set of peaks at
the half-percent cap rates (8.5 percent, 9.5 percent,
etc.). It is not clear whether this pattern in rates
resulted from a rounding bias in the reporting of

vields or whether investors negotiate to prices
which are convenient to understand at 50 basis
point intervals on the cap rate scale. If the latter,
this would be a sign that properties are still being
priced on their ability to offer current return,
versus futures as measured by prospective im-
provement in cash flow and appreciation, dis-
counted to a net present value.

Sophisticated mixed-asset investors (i.e., inves-
tors holding portfolios of bonds, stocks and real
estate) are likely to cast a wary eye at the spikes
displayed in Exhibit I, based upon recent irregu-
larities in the penny-stock market. There regulators
have found evidence of price manipulation in the
clustering of prices at what are called even bits. A
bit is one-eighth of a dollar (a unit of price which
survives only in the financial markets and in the
archaic phrase “shave and a haircut: two bits”).
Theoretically, in an efficient market, there ought to
be a smooth continuity of bid-and-asked pricing.
Consequently, market monitors suspected dealers
of rounding up prices to the next quarter-dollar per
share in order to inflate commissions.

Lumpiness Of Data

The nature of the cap rate data, which is drawn
from hundreds of totally independent sales—
without common links as to individual buyers,
sellers or brokers —eliminates the possibility of ma-
nipulation in the pricing information. However, it
does point to another area of concern for profes-
sional investors: the lumpiness of real estate as an
asset class. On one level, that lumpiness is the
sheer volume of price needed to acquire individual
real estate assets, typically in the millions of dollars
per property, as opposed to much smaller per unit
prices of stock shares and bonds. This is one reason
cited for the growing popularity of securitized real
estate investment. Certainly, there are other in-
stances of rounding in the real estate transaction
data. The higher the price the more likely the trans-
action amount will be rounded to the nearest
hundreds-of-thousands or millions of dollars, a
phenomenon unusual in the bond and stock mar-
kets where margins are finely separated and fluctu-
ate minute to minute. Does the preponderance of
integral and half-point cap rates suggest some mar-
ket inefficiency and consequently, some money left
on the table in real estate investments? The answer
is likely to be “yes.”

But part of the apparent lumpiness of the data
is simply a question of scale. Even the smoothest
block of polished marble when placed under a mi-
croscope will appear as a jagged composite of hills
and valleys. Most investors when asked to articu-
late their rate-of-return requirements, will express
these in terms of integral or half-point percentages.
It may, therefore, be most appropriate to examine
the data at that scale.

Rear Estare Issues  August 1996



EXHIBIT II

Range of Initial Yields in the
CCIM/Landauer Database

Number Of Sales
140

120
100
80
60
40

20

o llll ,,,,,,,, _
4% 6% 8% 10% 12% 14% 16% 18% 20%

Analysis based on yields rounded to the nearest .5%;
through June 1996

The Meaning Behind The Curves
When the individual sales data are conflated into a
histogram of cap rates, clustered on the nearest
half-percent, the statistical information assumes the
familiar shape of the bell curve representing the
normal distribution. (See Exhibit II). The distribu-
tion of returns is not perfectlv symmetrical. There
is a slight but definite skewing of the curve with
cap rates in the 12 percent-13 percent range appear-
ing more trcquentl\ than the complementary clus-
ter of rates at 7 percent-8 percent. There may be a
variety of reasons for this asymmetry: property age
and size, the weighting of property types across
the range of cap rates, the buyers and sellers oper-
ating at various levels of return and the possible
influence of geography.

Having noted the skewedness, some funda-
mental points deserve to be underscored. First of
all, failure to fit the normal distribution perfectly
doesn’t mean that the data sample is somehow up-
ward biased. Indeed, it would be very rare to find a
natural set of data (that is, measurements of sam-
pled observations of behavior) which exactly fit the
statistical ideal. The distribution curve is a close
enough approximation of the standard that a high
level of confidence can be inferred from the data.

Secondly, the shape of the curve is consistent
with a single, coherent data set. We do not see a bi-
modal distribution, one with twin peaks to suggest
there are distinctive subsets of behavior. The classic
example from statistics texts is a chart measuring
the time to complete a puzzle that has two separate
solutions. From time to time in real estate discus-
sion, we hear about two-tier markets or similar con-
cepts which imply there is a sharp distinction or
discontinuity between the behavior of different in-
vestor classes, such as institutional versus small

investors, domestic versus foreign purchasers or
whole asset versus securitized owners. The CCIM/
Landauer data set does not support such a claim for
initial return requirements for 1995 and early 1996,
although some evidence can be adduced that shows
important preference shadings along the yield
spectrum.

Third, the curve allows us to look at the entire
range of data, to listen to the full span of market
information. Most analyses tend to look at central
tendencies: averages, medians, transactions that are
typical of marketplace behavior. Outlier information
tends to be regarded as a problem that needs to be
explained away. I recall two comments, made by
astute senior property professionals, that ought to
be engraved on plaques awarded at the conclusion
of every course in real estate statistics. The first |
heard from a Counselor after a demonstration of a
computer-assisted mass appraisal program. He
said, “But, if I'm selling my house, I don't really
want to know what 80 of the last 100 houses sold
for. I want to know what the house across the street
that sold last week got.” And, from the manager of
one of the largest pension fund property portfolios
in the nation came this observation: “Appraisals are
a very important part of the investment process,
and the valuation discipline really can’t be ignored
in managing our assets. But, in all honesty, my
whole job can be defined as disagreeing with ap-
praisals. If I only bought or sold properties at their
appraised value, | wouldn’t be bringing anything in
the way of improved performance to my investors.
And that’s what they pay me for.”

What happens on the tails of the normal curve
is as much a part of the investment universe as the
bulge in the middle. To the degree that the herd
instinct is a recurrent danger of the commerial
property investment world, the behaviors of buyers
and sellers at the upper and lower reaches of the
cap rate range help us identify where investors
identify special risks and opportunities. We look at
the entire range of the distribution to avoid the
blindness to information that comes from imposing
a priori limits to what data is relevant. Our job is to
make sense of the data and not only look at data
that make sense.

Having said that, one of the most compelling
stories to emerge from the array of capitalization
rates is the concentration of yields near the center of
the range. In Exhibit III the graphic display tech-
nique of the box and whisker-type graph illustrates
the extent of the range of cap rates for each of the
five major commercial property investment catego-
ries, i.e., offices, retail, industrials, multifamily and
hotel (land is not typically sold on the basis of in-
come capitalization). Box and whisker graphs, per-
haps unfamiliar to some real estate professionals,
are rather easy to understand. The lines or whis-
kers of the graph extend from the highest to the
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EXHIBIT III

National Capitalization Rates

Office

Retail

Industrial

Multifamily

Hotel

0% 5% 10% 1 5 % 20%

Source: Landauer Associates, Inc.; Investment Trends
Quarterly, 1/1/95 through 5/31/96

lowest observations. The box in the center repre-
sents the middle 50 percent of the observations,
that is, the data between the 25th and 75th percent-
ile of all observations.

Two things are striking in the Exhibit III data.
First, across all property types, there is a remarka-
bly tight clustering of cap rates within the boxes.
Second, there is substantial overlap in the boxes
when property types are compared to each other.
Clearly the market evidence suggests that we are in
a period of rather keen competition for investment.
For all property types, the 25th percentile of capital-
ization rates is marked at 9.3 percent and the 75th
percentile is 11.6 percent. A span of only 230 basis
points encompasses both Lonsenatwel\ and ag-
gressively priced deals, at least as such characteriz-
ations apply comparatively to the entire range of
transactions. All commercial property types find
their mid-range of cap rates, as displayed by the
boxes, substantially congruent. Investors do display
a variety of property-type preferences, and there is
a measurable distinction among the property types
when average and median cap rates are calculated.
But, taken on the whole, there is a similarity in the
initial rates of return reflected in the sales data
across property types. In 1995 and early 1996, the
market achieved substantial consensus on the level
of going-in returns needed to generate bidding on
investment real estate. This apparent consensus
suggests the growing influence of national players
on price levels, either directly on the part of REITs
and institutional equity investors, or indirectly
through the underwriting requirements of whole
asset lenders or through investors eying a CMBS
strategy. Without a consistent historical series of
comparable cap rate data, it is difficult to determine
definitively the extent of the role of the big players

in establishing pricing parameters. The tight ranges
of cap rates displayed by the majority of sales, how-
ever, does call into question the supposed informa-
tion inefficiency of the property markets.

There is, on the contrary, an ostensible agree-
ment on the current viability of commercial prop-
erty and its future performance that is
undergirding return requirements. As we shall see,
this is true not only across property types but
among investor groups and around the nation as
well. As in the lumpiness of the cap rate curve in
Exhibit I, the question of scale must be considered.
Although there is undoubtedly a long way to go in
providing standardized and timely information on
the real estate investment market, the box and
whisker chart in Exhibit III and the yield curve in
Exhibit II look anything but random. Instead, they
describe a rational market of buyers and sellers
with a significant awareness of pricing expectations
in an asset class where the individual items traded
are decidedly not uniform.

Cap Rates And Property Types

How do the cluster of sales in the lowest (under 9.3
percent) and highest (above 11.6 percent) cap rate
quartiles differ from the mid-range sales? We can
look at the data in several ways: by distribution of
property types, beographv and buyer/seller activity.
As shown in the pie charts of Exhibit IV, office prop-
erties were the most actively traded real estate in
1995 and early 1996, capturing 34 percent to 37
percent of the total number of sales at all levels of
cap rate, ranking first at the low, mid-range and
high levels of initial return. There is a manifest
appetite for office investments across the spectrum
of risk and return. Investors are loudly voting no to
the proposition that telecommuting, alternative of-
fice utilization schemes and advances in technology
will render the office building obsolete over any
meaningful investment horizon.

EXHIBIT IV

Distribution of Transactions by Property Type

37.2% 338% 37 0%
13 6“-.‘ 241%
0.5% > 255 200% 4 2.0%
B80% 7.5% 2l 4.5% vt 6.0%
33.2% = 216% 16.5% 15.5%
Lower 25% Middle 50% Upper 25%
B Office Industrial Hotel

B Retal Muttitamily Other

Source: Landauer Associates Inc.; Investment Trends
Quarterly, 1/1/95 through 5/31/96
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Likewise, investors believe there is a favorable
future for multifamily properties and have bid up
prices accordingly. Apartments represent a third of
the sales in the lowest quartile of cap rates, but only
15.7 percent of sales in the cap rate range above 11.6
percent. If the principle of anticipation is sound,
that current value is the present worth of expected
future benefits, investors are saying they are willing
to accept somewhat lower initial returns for multi-
family properties because of the potential for higher
rents and capital appreciation in the coming years.

Industrials and retail, on the other hand, must
provide high levels of current yield to attract
buyers. The share of the pie captured by industrial
transactions grows steadily as the cap rate rises, a
characteristic which may be attributable to the flat-
ness of income streams based upon long-term net
leases, but which also may point to some investor
nervousness about vulnerabllltv to supply/demand
equilibrium changes over the holding period. Shop-
ping center yields vary significantly according to
the size of the property, with regional malls still
commanding the best price-to-income multiples.
But retail properties garnered only 13.6 percent of
the total number of sales with cap rates in the lower
quartile, as opposed to 23 percent-24 percent in the
midrange and upper quartile. Proven performers,
therefore, have the advantage among shopping cen-
ters as investors are most comfortable with assets
throwing off significant net operating income at the
time of sale. Hotels, mixed-use developments, recre-
ational properties, and portfolio sales account for ap-
proximately 7 percent-8 percent of activity across
the entire range of cap rates.

Regional Differences

When we examine the transaction activity region-
ally, it is evident that investors are pricing the eco-
nomic growth prospects of the Southeast and
Pacific states favorably, while demanding higher
levels of current return to acquire assets in the
Southwest and Midwest (see Exhibit V). The West
Coast, driven by signs of revival in the California
economy, posted 30 percent of the sales in the lower
quartile of cap rates, about a quarter of all sales in
the midrange, and only 14 percent of the transac-
tions at the high-end of going-in rates. The South-
east, the most active of all regions in the aggregate
amount of commercial property sales activity in
1995 and early 1996, was remarkably consistent in
its share of volume at all levels of cap rate, ranging
from 24.1 percent of the midrange sales, to 26.5
percent of the high cap rate deals and a nearly
identical 26.6 percent of deals in the lower quartile.

A less favorable assessment of risk and appre-
ciation potential is influencing prices in other re-
gions of the country. The Great Lakes area, for

EXHIBIT V

Distribution of Transactions by Region

25 B0 38 13,5 650 16.5
266 ‘G 241 7.8% 9.0
65 t 33% 55
10 y 18% 265 7 25
8.5 88 14.0%
6.5% 302 11,3% 258% 125%  7.0%
Lower 25% Middle 50% Upper 25%
W New England B Plains Mountain
W Mid-Avantic Southeast Pacific
B Great Lakes Southwest Canada

Source: Landauer Associates, Inc.; Investment Trends
Quarterly, 1/1/95 through 5/31/96

example, captures only 8 percent of all deals repre-
sented in the lower quartile of cap rates, but its
share more than doubles to 16.5 percent in the up-
per cap rate range. Likewise, in the Plains states,
the shift in share is from 2.5 percent at the low end
of the range of initial returns to 6.5 percent on the
high side. The Southwest (Texas, Oklahoma, Ar-
kansas and Louisiana) has approximately the same
share in the lower quartile (8.5 percent) as in the
midrange (8.8 percent), but its slice of the pie
jumps to 12.5 percent of deal with cap rates of 11.6
percent or above.

The importance of location, then, is still a po-
tent influence on investor preferences, as it should
be. The links of property investment performance
to the underlying economic base are quite strong.
Commercial real estate exists to house economic
activity, and the greater that activity the more likely
that rents and values will be bid upward. This is
one theme where a back-to-basics movement is
never out of date.

Investors, Investors, Investors

Finally, some indications of investor behaviors can
be noted, although the data is so complex and rich
it could warrant its own article. First, the continued
importance of the small private investor in commer-
cial property is clearly discernable in the transac-
tion activity. Both in the number of transactions
(cited in this article) and in terms of aggregate dol-
lar amounts, individual investors constitute a
strong force in the marketplace, notwithstanding
the huge amount of attention given to REITs and
institutional investors. Individual private investors ac-
counted for 35.7 percent of all sales in the lower
quartile of cap rates and more than half of the sales
in the upper quartile. Besides the propensity of
these investors to seek current income from their
property acquisition, they describe an active
appetite at all levels of vleld and consequently an
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influence on pricing which must affect even the
larger players.

Insurance companies are enormous net sellers of
property at the present time. Their buy/sell distri-
bution across the cap rate spectrum is telling. As
buyers, they have a 6 percent share of all sales in
the lower quartile of cap rates and are vitually ab-
sent at the midrange and upper quartiles of initial
return. As sellers, though, the life companies are in
the midst of huge divestiture programs and ac-
counted for 12.2 percent of sales at the lower quar-
tile of cap rates, 11.3 percent in the midrange and a
stunning 18.1 percent at cap rates in the upper
quartile. Clearly, there is a sharp discounting of
price coming from this sector in order to lighten
real estate portfolios.

Limited partnerships and joint ventures, by con-
trast, represent 13.5 percent of acquistions in the
upper cap rate quartile, but only 8 percent of the
deals at the lower end of returns. As sellers,
though, they have 14.2 percent of the lower quartile
deals and 9 percent of the high cap rate sales.
These appear as fairly astute market timers and are

perhaps representative of the traders’ mentality that
emerges in more liquid real estate markets.

Developers, meanwhile, have been able to take
advantage of the greater liquidity to sell assets built
toward the end of the 1980's construction cycle, as-
sets which were held as inventory (usually involun-
tarily) in the market trough. Both as buyers and as
sellers, developers follow the bell curve in their dis-
tribution along the cap rate spectrum.

An Industry In Flux

The real estate industry is, as always, in a period of
evolution. The Darwinian imperative to adapt to a
changing environment speaks to the very nature of
our market discipline. The information on current
investor return requirements and property prefer-
ences suggests that the current era affords a rather
coherent environment in which to make real estate
investment decisions. Rather than being a frighten-
ing time of revolutionary discontinuous shifts, the
late 1990s appear as a time in which rational, almost
traditional investment parameters are governing the
behavior of the market.
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REITS AND
THE PRIVATE
MARKET: ARE
COMPARISONS
MEANINGFUL?

by Richard Marchitelli, CRE, and
James R. MacCrate, CRE

REITs And The Private Market: Are Comparisons Meaningful?

EIT shares are securities. They are paper enti-

tlements representing a financial interest or

claim to a return. An individual real estate
asset can be an office building, shopping center or
similar type of property that is privately owned.

REITs were formed in the 1960s as vehicles to
hold or finance real estate and to offer tax advan-
tages to investors. REITs must distribute 95 percent
of taxable income to shareholders, which many
consider to be equivalent to 80 percent to 85 per-
cent of cash flow. REITs act as a conduit for the
transfer of cash flow from real estate to investors
without being taxed as a corporation. There are a
variety of REITs including equity REITs, mortgage
REITs, UPREITs, hybrid REITs and others. Recently,
REITs have focused on specific property types and
have evolved into shopping center REITs, hotel
REITs, office bu!ldmg REITs, etc. The current atti-
tude on Wall Street is that real estate is essentially a
local, specialized business. Thus, if investors seek
diversification, they can buy shares in REITs
consisting of other property types or REITs that
concentrate in specific geographic locations.

Equity REITs own, manage, buy and sell real
estate. REITs are more than just real estate, how-
ever. They are operating businesses that include
tangible assets (i.e., real estate) as well as intangible
assets such as the quality and expertise of manage-
ment. As a result, the value of a REIT can be more
or less than the value of the underlying real estate.
Some say REIT shares that trade at a premium
above the value of the real estate have franchise
value. While real estate assets are undoubtedly im-
portant, other factors influence share price as well.

Advantages Of REITs

[n addition to greater liquidity, advantages of secu-
ritization over private investment include diver-
sification, a larger pool of available capital, known
value, more abundant information and elimination
of the cost and burden of direct management.
These attributes explain why market participants
may accept cash on cash returns from REITs that
are lower than cash on cash returns from direct real
estate investments in the private market.

The REIT market is efficient and liquid. Shares
are bought and sold at central locations (i.e., stock
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exchanges). Once a buy/sell decision is reached,
ownership can often be transferred instan-
taneously. Some REITs do, however, have thin lig-
uidity. The liquidity of REITs is measured by bid-
ask spreads.

Another benefit is the vast supply of capital in
the public markets, which has been growing stead-
ily. Although debt and equity funds raised in the
public markets tend to be more expensive than
conventional sources (i.e., banks, insurance com-
panies, private placements, etc.), this cost may be
more than offset by the availability and supply of
capital for securitized transactions.

The value of REIT securities can be known in-
stantaneously and with virtual certainty simply by
viewing a quotron. There is no need to wait for an
appraisal which may take several weeks to prepare
and only provide a best-guess estimate.

One of the most striking features of the public
markets is its abundance of information. This is
attributable to governmental regulation, constantly
improving technology and the insatiable appetite of
decision-makers for information. This also contrib-
utes to the efficiency of the market.

Finally, REIT investment can reduce the cost
and burden of direct management, an important
characteristic of private ownership. This is partic-
ularly significant to institutional investors, such as
insurance companies and pension funds. Direct in-
vestment in real estate might represent only 5 per-
cent of a pension fund’s assets but may require 40
percent of its staff to manage.

The typical anticipated holding period is also
an important factor to consider. REITs appeal more
to a trading mentality than to traditional partici-
pants in the private markets. Unlike individual as-
sets, REITs are subject to short-term volatility. This
is attractive to traders because such volatility creates
opportunities for profit as they move in and out of
different stock positions. One body of knowledge
considers that REIT values also are immediately
sensitive to interest rate movements, similar to
stocks and bonds. Studies indicate a higher degree
of correlation between the general stock market and
REIT share prices, regardless of local market real
estate trends. Private real estate owners typically
have long-term investment horizons that often ex-
tend through several market cycles.

REIT Renaissance

The recent surge in REIT popularity was caused by
the focus of the RTC on securitization and a favor-
able interest rate environment. In addition, there
was general illiquidity pervasive throughout the na-
tional real estate economy in the early 1990s result-
ing from the banking crisis and the temporary

disaffection of traditional capital sources for real
estate. This forced owners to seek alternative capi-
tal sources. REITs enabled them to recapitalize
their private investment in real estate at a time
when more conventional forms of financing were
unavailable. Paradoxically, some observers now are
predicting a wave of de-REITing similar to the lever-
aged buyouts in the late 1980s. In any event, new
attention has been given to REIT valuation meth-
odology and, consequently, a body of knowledge
has begun to develop.

Terms Define The Industry

Before public market valuation is compared to pri-
vate valuation theory, it is necessary to understand
some basic terminology. Dividends are the net in-
come of a company after debt and taxes and repre-
sent a portfolio cash flow. REITs can incur
additional expenses at the corporate level such as
corporate management and advisory fees that are
not incurred by a property. The REIT benefits from
the income derived from the operating entity, i.e.,
leasing commissions and management fees which
can represent savings to the REIT. Corporate divi-
dends are distributions to shareholders of corporate
assets generally in the form of cash. In valuing sin-
gle real estate assets, net operating income is income
before debt and taxes, while cash flow is described
as net income after deduction for debt.

A pricelearnings (P/E) ratio is the relationship of
a stock’s price to the company’s earnings. It is cal-
culated by dividing the current share price by earn-
ings per share. It is the relationship of price (equity
value) to earnings (net income). Stated another way,
a P/E ratio is an income multiplier. It is the recipro-
cal of an equity capitalization rate (as opposed to
an overall capitalization rate) in single asset real
estate valuation.

Capitalization rates are also used in estimating
the value of corporations. “In the capitalization-of-
income method of valuing a business, a cap rate is
used to convert a single year income into a value
estimate for the business as a whole. This method
is appropriate when future income is expected to
grow at a constant rate,”! says Randy Swad. This is
similar to direct capitalization in real estate
valuation.

Swad also notes that “A discount rate is used in
the discounted future income method of valuing a
business . . . the value . . . is the present value of
all future after-tax cash flows.”? This is similar to
applying a discounted cash flow analysis, a form of
yield capitalization, in the valuation of real estate in
the private marketplace. Swad warns, however, that
“ .. the discount or cap rate and the measure of
income must be compatible, e.g., an after-tax dis-
count rate should be applied to after-tax income.”?
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One method to value operating entities is to capital-
ize income utilizing a weighted average rate of re-
turn on invested capital. The weighted average rate
of return is developed using the band-of-investment
technique.

WARR = (After-tax rate of return on debt capital)
x (% of debt capital to sum of the debt)
+ (rate of return on equity capital)
x (% of equity capital to total equity).

The cash flows expected to be generated by a
business are discounted to their present value
using a WARR that reflects the relative risk of the
investment as well as the time value of money. As
illustrated by the above equation, the WARR is an
overall return based on individual rates of return
for invested capital (equity and interest-bearing
debt), calculated by weighting the required returns
on interest-bearing debt, preferred equity and com-
mon equity in proportion to their respective per-
centages of the company’s capital structure.

The rate of return on debt capital is the rate a
prudent investor would pay on interest-bearing
debt. One method used to estimate the return on
equity capital is known as a Capital Asset Pricing
Model (CAPM). CAPM estimates the rate of return
on common equity as the current risk-free return
on United States Treasury Bonds plus a market risk
premium expected over the risk-free rate of return
which is multiplied by the beta for the stock. Beta is
a risk measure which reflects the sensitivity of a
company’s stock price to movements of the stock
market as a whole.

Public Market Valuation

In the case of REIT valuations, various other mea-
sures of performance have evolved due to the pecu-
liar capital structure of those entities. One of the
most important measures is Funds From Operations
(FFO). FFO is net income or “earnings” excluding
gains or losses from debt restructuring and sales of
property plus depreciation and amortization (ex-
cluding amortization of deferred financing costs
and depreciation of non-real estate assets) and ad-
justments for unusual items. This is a revised defi-
nition of FFO as established by the National
Association of Real Estate Investment Trusts
(NAREIT) that became effective in 1996. Wall Street
analysts have also developed FFO multiples for
comparative purposes. Some critics maintain that
FFO may not be representative of true operating
profitability because it may not account for leasing
commissions, tenant improvements and recurring
capital expenditures. Although this is an important
measure of performance used by the securities
market, analysts are continuously developing other
units of comparison, such as cash available for dis-
tribution (CAD) and many others.

REITs And The Private Market: Are Comparisons Meaningful?

FIGURE 1
REIT Yields — Year-End 1994

Yield on Equity (Ye) (%)

Ye=Dividend Yield + Dividend Payout Ratio
Ye=7.67% +85%

Ye=9.02!

Yield on Overall Assets (Ya)

Ya=Equity Yield X (% Equity) + Debt Yield X (% Debt)
Ya=9.02% % (0.65) +7.75% % (0.35)

Ya=8.5%

Implied Capitalization Rate (Yo)

Yo=FFO Yield on Assets + Corporate Overhead
(Management Expense?)

Yo=8.58% +0.70%

Yo=9.28%

!Some people adjust for floating-rate debt.

2Management expense is the average “reasonable cost of
doing business” for a REIT.

Glen Mueller succinctly presented three mea-
sures of REIT yield performance for year-end 1994:
yield on equity or dividend yield, yield on overall
assets (i.e., debt and equity, similar to WARR), and
an implied capitalization rate consisting of FFO
yield on assets plus corporate overhead. They are
presented in Figure 1.4

Mueller also observed that “public market vehi-
cles react more quickly to economic and financial
market movements than do private market prices”>.
Because the capital markets are better informed
and capable of reacting quickly to change, damage
in relative terms can be minimized. At the same
time and perhaps more important, opportunities
for profit can be exploited.

Private Marketplace

The private marketplace is characterized by ineffi-
ciency but also by control. The latter is perceived by
some as the single greatest advantage of private
ownership. Price variations in this market reflect
differences in a property’s physical condition and
economic attributes, the legal interest conveyed,
perceived level of risk, competitive investment envi-
ronment, buyer/seller motivations, exposure to the
market and structure of the transaction. However,
there is no central marketplace. Information is often
dated and incomplete, capital sources are limited,
exit strategies are difficult to execute because of the
time required to dispose of an asset and concepts
of pricing are often imprecise.

Private Market Valuation

Property values in the private market are measured
by direct and yield capitalization techniques. One
of the most common methodologies consists of de-
veloping an overall capitalization rate, which can



reflect assumptions on changes in a property’s
value or cash flow. Since this market is motivated
by opportunities for leverage, overall capitalization
rates also reflect the requirements of debt and eq-
uity positions. In other situations, particularly
those involving institutional investors, overall cap-
italization rates can be developed assuming a prop-
erty is free and clear.

Overall rates are applied to a property’s net op-
erating income (NOI) or income after property ex-
penses but before debt and taxes. That there is no
true equivalent of NOI in the REIT format under-
scores the differences between business and real
estate valuation and the danger of casual compari-
sons. Capitalization rates can also be applied to a
property’s net income after income taxes. As Swad
points out in REIT valuations, care must be exer-
cised to apply pre and after-tax capitalization rates
depending on the appropriateness of the situation.

Another variation is to apply capitalization rates
to a property’s cash flow or income after debt ser-
vice. This is known as equity capitalization, be-
cause it derives an estimate of the value of the
equity position in a property. The equity capitaliza-
tion rate is also known as the cash-on-cash return.
Cash flow to a property is not similar to the earn-
ings of a REIT because cash flow in the private
market is before debt and taxes.

Cash flow before debt and taxes is also nor-
mally used in discounted cash flow analysis of a
single property. In business valuation, future earn-
ings are discounted to a present value. Some con-
tend that analysts should discount FFO.

The Business Of REITs

Comparison of REIT values to individual property
values is difficult notwithstanding that many gen-
eral valuation principles are common to both mar-
kets and academic exercises that derive adjusted
capitalization rates purported to quantify the differ-
ence between REIT cap rates and those of individ-
ual properties. While there are considerable
variations in terminology, other differences are
more profound. In addition to issues of liquidity,
trading and informational efficiency and acces-
sibility to capital, the most obvious difference is
one of basic nature. REITs are operating businesses.
When investors purchase REIT shares they are ac-
quiring not only the company’s real estate portfolio
of cash flows but also its management and other
intangible assets. REITs can capture certain ex-
penses, such as management fees and leasing com-
missions. When properties are purchased privately,
investors acquire the bricks and mortar as well as
the income stream secured by the leases which is
reduced by the cost of property management and
leasing fees.

10

There also has been a collision of the securities
and real estate industries. Traditional participants
in the private real estate market are generally small,
highly independent and entrepreneurial, propri-
etary and strongly resistant to change. Attendant
disciplines have developed their own valuation
methodologies and pricing mechanisms. While
many writers indicate that appraisals are backward
looking, in actuality, when properly prepared the
value in an appraisal represents the anticipation of
future benefits with a longer term investment hori-
zon than anticipated by stock market investors.
Wall Street, including the rating agencies, has im-
posed new standards of analysis on real estate, but
these standards are comparable in some respects to
traditional factors considered by real estate ap-
praisers. Wall Street analysts treat real estate as
corporations, sometimes ignoring the effect of long
term contractual obligations (i.e., leases greater
than five years). Cash flow has become king but
that is also true in the private market with less
emphasis placed on forecasting,.

Conclusion

This article was not intended to be judgmental.
Rather, it presented several differences between the
public and private real estate markets and methods
of analyses. The intent was to better understand
how the public and private markets relate to one
another and to demonstrate how casual compari-
sons are often misleading or sometimes incorrect.
At the same time, it is absolutely essential for par-
ticipants in one market to understand the other
market, because they are inextricably linked. The
emerging public market will continue to grow and
profoundly influence privately traded real estate,
capital formation, pricing and market fundamen-
tals. For short periods, capital availability is likely to
have as much influence on price as actual demand.
Information, even in the inefficient private market,
will become increasingly more important.
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CAPITALIZATION

RATES, DISCOUNT

RATES AND

REASONABLENESS

by D. Richard Wincott, CRE,
Kevin A. Hoover and
Terry V. Grissom, CRE

Capitalization Rates, Discount Rates And Reasonableness

n today’s real estate markets, a tremendous em-

phasis is placed on the income capitalization ap-

proach to value, primarily the direct
capitalization and discounted cash flow techniques.
As a result, there seems to be continuing discus-
sions regarding the relationship between the cap-
italization rate (R.,) and yield rate (Y) employed in
the respective analyses. This relationship is gener-
ally stated in the equation R, =Y, — CR, where CR
represents the constant ratio change in income and
value.

This formula is perhaps the most misun-
derstood, overused and oversimplified property
model. While some professionals swear by it,
others disregard it as being completely invalid and
not applicable in the real world. This article pre-
sents a practical analysis of the relationship be-
tween Ry and Y, by addressing the inherent
problems in the R,=Y,—CR formula when ap-
plied to day-to-day analyses.

In general, there are two assumptions inherent
in the Ro=Y,—CR formula that many overlook.
First, this property model assumes that the capital-
ization rate and the yield rate are being applied to
essentially the same income stream. In other
words, the derivation of the income estimates in the
two techniques must be the same. In practice, how-
ever, investors typically capitalized stabilized net
operating income prior to capital cost deductions,
while discounting the cash flow estimate after ac-
counting for such costs as tenant improvement al-
lowances and leasing commissions. Consequently,
an adjustment to the property model is required.

The second assumption inherent in the model is
that income and value grow at the same rate over
the assumed holding period, and that the growth
occurs on a constant ratio basis. Yet in the dis-
counted cash flow models used by appraisers and
investors, the growth in income and the growth in
value often differ due to differences in the going-in
and terminal capitalization rates as well as deduc-
tions for cost of sale in calculating the reversion
estimate.

D. Richard Wincott, CRE, MAL, is partner and chief appraiser
for Price Waterhouse LLPs national Real Estate Valuation/
Aduvisory Services Group. Wincott previously has published ar-
ticles in Real Estate Issues and The Appraisal Journal.

Kevin A. Hoover, MAI, CCIM, 1s an appraiser in the General
Account Division of Equitable Real Estate Investment Manage-
ment, Inc., in Atlanta, Georgia. He is a member of the Ap-
praisal Institute and the Commercial Investment Real Estate
Institute.

Terry V. Grissom, CRE, MAI, Ph.D,, is an associate professor of
real estate at Georgia State University, Atlanta, School of Busi-
ness Administration. His 20 years of real estate experience
mcludes consulting, appraising and development, and he is also
experienced in institutional investment research and portfolio
analysis.
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Given these discrepancies between the inherent
assumptions in the Ry=Y,~CR model and the
practical application of the discounted cash flow
models, modifications to the property model are
required in order to accurately reflect the relation-
ship between R, and Y.

Simple Model

The following scenario illustrates the R,=Y,—CR
property model. This simple scenario is based on a
year one income estimate of $1,000 and a com-
pound growth rate of 4.0 percent. The reversionary
value at the end of the 10 vear hoIdmg period is
estimated by capitalizing the 11th year income esti-
mate at 10.0 percent, and the total present value of
the income stream is derived using a discount rate
of 14.0 percent. The cash flow estimates and present
value calculations are summarized in Exhibit I.

EXHIBIT I
Growth Rate 4.00%
Discount Rate 14.00%
Terminal Capitalization Rate 10.00%
Present Value Present
Period Income Factor (@ 14.0% Value
1 $1,000.00 0.877193 $877.19
2 1,040.00 0.769468 800.25
3 1,081.60 0.674972 730.05
4 1,124.86 0.592080 666.01
5 1,169.86 0.519369 607.59
6 1,216.65 0.455587 554.29
7 1,265.32 0.399637 505.67
8 1,315.93 0.350559 461.31
9 1,368.57 0.307508 420.85
10 1,423.31 0.269744 383.93
11 1,480.24
Reversion 14,802 0.269744 3,992.87
Total Present Value m
Implied Capitalization Rate
$1,000 / $10,000 = 10.00%
Y,-CR=R,
14.0% —4.0% = 10.00%

As the data indicates, the total present value ap-
proximates $10,000, resulting in an implied capitaliza-
tion rate (R,) of 10.0 percent ($1,000 +$10,000). This
model reflects the R, =Y, —CR property model in its
simplest form, as 14.0% —4.0% =10.0%. However,
note that the capitalization and yield rates are applied
to the same income stream, and the CRs for both
income and value are equal.

12

Net Operating Income Vs. Cash Flow

The first problem to be addressed results from cap-
italizing net operating income while discounting
cash flow after an allowance for capital costs. These
deductions typically include such costs as tenant
improvement allowances, leasing commissions and
reserves for replacements. Given this difference, the
R =Y5=CR model must be adjusted.

Consider Exhibit II, which again reflects a net
income of $1,000, escalating at 4.0 percent over a 10
year holding period. However, a deduction is made
for capital costs reflecting average tenant improve-
ment allowances and leasing commissions. This de-
duction equates to $50.00 in year one, and also
escalates at 4.0 percent over the holding period. The
resulting cash flow is discounted at the yield rate of
14.0 percent.

The reversion again is calculated by capitalizing
the 11th vear net operating income; however, the
terminal capitalization rate was adjusted to 10.5263
(10.53) percent so that the constant ratio change in
property value would equal 4.0 percent, commen-
surate with the change in income.

As the data indicates, the total present value of
the income stream approximates $9,500, resulting
in an implied capitalization rate (Ry,) of 10.53 per-
cent. However, Y, (14.0 percent) — CR (4.0 percent)
equals 10.00 percent. The discrepancy between the
implied capitalization rate of 10.53 percent and the
rate implied by the property model of 10.00 percent
results from the capitalization analysis employing
the net income while the discounted cash flow anal-
ysis applies to the cash flow.

The implied capitalization rate of 10.00 percent
can be adjusted for the differences in the income
estimates by dividing the implied R, by the ratio of
average cash flow to net operating income. The ad-
justment to the formula is summarized:

(Yo —CR) / (1-Capital Cost Ratio)=RO

Where the Capital Cost Ratio equals the average
ratio of capital expenses to net operating income

(14.0% —4.0%) / (1-0.05)=10.53%

As indicated, the adjusted rate is equivalent to
the implied capitalization rate derived by dividing
the net income ($1,000) by the total value indication
of $9,500. In practice, derivation of the capital cost
ratio can be difficult, since capital deductions sel-
dom occur on a straight line basis. Rather, the de-
ductions  typically fluctuate  with  various
occurrences such as tenant rollover. Consequently,
the ratio must be selected that reflects the average
relationship between the cash flow and net income
estimates. The timing of these costs must also be
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EXHIBIT II

Growth Rate 4.00%
Discount Rate 14.00%
Terminal Capitalization Rate 10.53%
Capital Cash Present Value Present
Period Income Costs Flow Factor @ 14.0% Value
1 $1,000.00 $50.00 $ 950.00 0.877193 $833.33
2 1,040.00 52.00 $ 988.00 0.769468 760.23
3 1,081.60 54.08 $1,027.52 0.674972 693.55
4 1,124.86 56.24 $1,068.62 0.592080 632.71
5 1,169.86 58.49 $1,111.37 0.519369 577.21
6 1,216.65 60.83 $1,155.82 0.455587 526.58
7 1,265.32 63.27 $1,202.05 0.399637 480.39
8 1,315.93 65.80 $1,250.14 0.350559 438.25
9 1,368.57 68.43 $1,300.14 0.307508 399.80
10 1,423.31 71.17 $1,352.15 0.269744 364.73
11 1,480.24 74.01 $1,406.23

Reversion 14,062 0.269744 3,793.24
Total Present Value $9,500

Implied Capitalization Rate
$1,000 / $9,500 = 10.53%

Y,—-CR=R,

14.0% —4.0% = 10.00%

considered, as reflected by such factors as the aver-

age remaining lease term for existing tenants. EXHIBIT III

Differences In Income And Value Growth Growth Rate 4.00%
Most would agree that we seldom see cash flow Discount Rate 14.00%
models in which the growth in income and the Terminal Capitalization Rate 11.00%

growth in value over a 10 year holding period are
equal. The differences in the growth rates can be
caused by a number of factors that may include
differences between the going-in and terminal cap-
italization rates, deductions for costs of sale in the 1
reversion calculation and deductions for anticipated 2
capital expenditures at the reversion. Consider Ex- 3
hibit III which employs an income estimate of 4 1,124.86 0.592080 666.01
$1,000 growing at 4.0 percent over the 10 year pe- 5 1,169.86 0.519369 607.59
riod, commensurate with the initial simple sce- 6 1,216.65 0.455587 554.29

7

8

9

0

1

Present Value Present
Period Income Factor (@ 14.0% Value

$1,000.00 0.877193 $877.19
1,040.00 0.769468 800.25
1,081.60 0.674972 730.05

nario. Howgver., thle reversionary value is calculated 1,265.32 0.399637 505.67
using a capitalization rate of 11.0 percent. 1315.93 0.350559 461.31

1,368.57 0.307508 420.85
1,423.31 0.269744 383.93
1,480.24

Based on a yield rate of 14.0 percent, the total
present value of the income stream approximates 1
$9,637.01, resulting in an implied capitalization rate 1
of 10.38 percent. In this model, the R,=Y,=CR

model is difficult to apply, because the constant Ll 13457 U:269744 %/620.08
ratio change in income approximates 4.0 percent, ; .

while the constant ratio change in value approxi- Total Preseat Valus 59,637
mates 3.40 percent, with the difference resulting Implied Capitalization Rate

from the higher terminal capitalization rate. $1,000 / $6,637 = 10.38%

The discrepancy between the income and value N
; - S Y,-CR=R,
CRs is exacerbated by current applications in the 14.0% — 4.0% — 10.00%

discounted cash flow analysis. Analysts typically
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make a deduction for costs of sale in calculating the
reversion, but no such deduction is included in the
direct capitalization analysis given the derivation of
Ry Further, it has become common practice to
make a deduction in the reversion for capital items
affecting the property at the time. These applica-
tions tend to widen the disparity between the CRs
of the income stream and the value.

One method for adjusting the property model
involves weighting the income and value CRs
based on the percentage of total present value rep-
resented by the income stream and reversion. In
this case, the present value of the income stream
approximates 62.33 percent of the total present
value, with the present value of the reversion ap-
proximating 37.67 percent of the total present
value. Weighting the income and value CRs based
on these percentages produces a weighted CR of
3.77 percent (4.00 percent x 62.33 percent) + (3.40
percent x 37.67 percent). The adjusted model is
summarized:

Income CR = 4.00%
Value CR = 3.40%

Present Value of Income as a

Percentage of Total Present Value 62.33%
Present Value of Reversion as a

Percentage of Total Present Value 37.67%
Weighted CR 3.77%
Y, — Weighted CR = R,
14.0% —3.77% = 10.23%

This model implies an R, of 10.23 percent,
which is a close approximation of the implied cap-
italization rate of 10.38 percent. However, the model
is not exactly accurate, and the variance will in-
crease as the differences between the income and
value CRs increase.

The weighted CR adjustment is technically in-
valid because the change in property value is not
recognized in the discounting process on an annual
basis, but rather in one lump sum at the end of the
holding period. For example, assume three identical
properties each reflecting current values of $10,000.
Property A’'s value increases 10 percent in year one
and remains flat for the remaining nine years of the
10 year holdmg period. Property B's value is flat for
the first nine vears of the holding period, and esca-
lates 10 percent in the 10th year. Property C’s value
increases by one percent per year on a straight line
basis over the 10 year holding period. In each case,
the value at the reversion approximates $11,000, and
in the discounted cash flow model, no value differ-
ence would be recognized since the proceeds to the
owner from increases in value are not assumed to
be received until the property is sold at the end of
the holding period.

14

The Ellwood formula shown here can be used
to addresss this discrepancy.

o=[Ye—M(Y + P*1/S_*R,,) - D*1/S_] / K

The inapplicability of the Ellwood formula in this
case is that it employs equity vield rates as opposed
to property yield rates and considers the effect of
financing. Since properties are typically analyzed
on an unleveraged basis, the formula does not ap-
pear to be applicable in this instance. However, by
eliminating the middle part of the numerator of the
formula which deals with the mortgage financing,
the Yi in essence becomes a property vield rate,
Yo as reflected in the following formula.

RU = [YO =" (D*‘Usn] / K

Where K ={1-[(1+C)"/ S"J}/ (Y-C)*A,
K =lIncome Adjustment Factor
D =Total Property Value Change
1/S,,= Sinking Fund Factor
C =Constant Ratio Change in Income
S, = Future Value Factor

A, = Present Value Factor of an Annuity

Employing this formula allows the change in
income to be addressed on a constant ratio basis
and adjusted using the K factor calculation, while
the change in the property value is addressed on a
total basis and adjusted for using a sinking fund
factor at the property yield rate. The following sum-
marizes the calculations based on the previous
model.

n

Ro=[Yo—(D*1/S,]/ K

D = 39.64%
IS, (10 yrs @ 14%) = 0.0517135
C - 4.00%
S, (10 yrs (@ 14%) = 3.7072213
A, (10 yrs (@ 14%) = 5.2161156
K ={1-[(1+4.0%),, / 3.7072213]} /

(14.0% — 4.0%)*5.2161156 = 1.1516487
R, =[14.0% —(39.64%%0.0517135)] /

1.1516487 = 10.38%

The property model results in an implied R, of
10.38 percent, exactly equalmg the capitalization
rate derived by dmdmg the net income of $1,000 by
the total present value of $9,673.01.

Real World Application

Having addressed the two primary problems with
the R, =Y, CR formula, the two revised models
can be combined as shown below and applied to
actual property scenarios.

Ro={[Y,— (D*1/S,)] / K} / (1 - Capital Cost Ratio)

In order to demonstrate the validity of this analysis,
we have presented the actual income estimates for a
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EXHIBIT IV

Discount Rate 12.00%
Terminal Capitalization Rate 8.50%
Costs of Sale 2.00%
Capital Cash Present Value Present
Period Income ) Costs Flow Factor @ 12.0% Value
1 $ 674,700.00 $13,900.00 $660,800.00 0.892857 $590,000.00
2 709,800.00 16,800.00 693,000.00 0.797194 552,455.36
3 721,500.00 22,300.00 699,200.00 0.711780 497,676.75
4 768,400.00 10,100.00 758,300.00 0.635518 481,913.36
b 785,600.00 20,700.00 764,900.00 0.567427 434,024.80
6 820,700.00 45,100.00 775,600.00 0.506631 392,943.10
7 863,900.00 9,200.00 854,700.00 0.452349 386,622.87
8 904,500.00 22,900.00 881,600.00 0.403883 356,063.45
9 925,300.00 24,600.00 900,700.00 0.360610 324,801.45
10 965,200.00 18,700.00 946,500.00 0.321973 304,747.67
11 1,005,900.00 24,800.00 981,100.00
Reversion 11,597,435 0.321973 3,734,063.78
Total Present Value $8,055,313
Implied Capitalization Rate
$674,700 / $8,055,313 = 8.38%
Net Income CR = 4.0745%
Total Value Change = 43.9725%
Average Capital Cost Ratio = 2.51%
(X of Capital Costs / X of NOI)

Ro=1{[Yo— (D*US\)] / K} / (1— Capital Cost Ratio)
K=Factor [1-(1+4.07%)" / 3.1058482] / (12% —4.07%) * 5.6502230 1.1611577
D= Total Property Value Change 43.9725%
1/S,, = Sinking Fund Factor (10 yrs. (@ 12%) 0.0569842
C=Constant Ratio Change in Income 4.0745%

"= Future Value Factor (10 yrs. (@ 12%)
A, = Present Value Factor of an Annuity (10 yrs. @ 12%)

Ro= {[12.0% — (43.97%*0.0569842)] / 1.1611577} / (1—0.0252)

R, = 8.39%

3.1058482
5.6502230

major retail facility along with the assumptions
used in the discounted cash flow analysis. This
data is presented in Exhibit IV.

The model indicates an R, of 8.39%, which is
essentially equal to the implied R, of 8.38%. By
adjusting for the differences between net income
and cash flow, as well as the differences in the in-
come and value growth, the property model accu-
rately depicts the relationship between R, and Y.,

Conclusion
All investment properties are unique and reflect a
broad range of characteristics that impact potential

Capitalization Rates, Discount Rates And Reasonableness

income and therefore impact value. While we are
not suggesting these dynamic investments be “put
in a box,” by use of a simple formula, we have
concluded that there is a definite relationship be-
tween the appropriate Y, and R, for a given prop-
erty. Understanding that relationship is essential in
the process of selecting the appropriate rates, the
key to understanding the relationship lies in an ac-
curate analysis of the income characteristics that
drive the direct capitalization and discounted cash
flow analyses.
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PRICING RISK:
CHOOSING A
DISCOUNT
RATE*

by Kenneth P Riggs, Jr, CRE

*Italized information in this article is reprinted with permission of
Real Estate Research Corporation from a recent consulting report on
a retail property.

16

he discounted cash flow (DCF) is the most

widely used and reliable method of simulating

the performance of an institutional real estate
investment over its holding period. Yet a key factor
in DCF valuation, the discount rate continues to
generate debate and often appears to receive inade-
quate consideration in the real world where irra-
tional behavior seems to dominate. For some
professionals a discount rate analysis is more a gut
instinct than a systematic analysis. From a theoreti-
cal standpoint, in-depth analysis incorporates mod-
ern portfolio theory but, unfortunatelv it relies too
heavily on historical data and assumes a high level
of available current data. There is a rate derivation
between “trust me”, and modern portfolio theory’s
Capital Asset Pricing Model (CAPM).

In analyzing a property’s value to a particular
investor, the analyst identifies the components of
future benefits—cash flows and reversionary

value—and determines their variability and timing
over a specific holding period. The future benefits
then are discounted to present value, which repre-
sents the price a typical investor should be willing
to pay for the investment at the date of valuation.
The discount factor used in this process must re-
flect the total required return to the investment
position —both income and capital appreciation —as
well as the degree of risk associated with the
investment.

How does an analyst arrive at an appropriate
and logical discount rate? In this article the frame-
work is presented from a qualitative and quantita-
tive (actual data) perspective, and commonly used
approaches are explored.

Transaction Data

The best indicators for required investment return
are the discount rates currently emploved in actual
real estate transactions. Two significant problems
associated with this source of data are obtaining
the data and the infrequency of real estate transac-
tions. Real estate, by its nature, does not lend itself
to continuous efficient trading mechanisms, such
as those used by the stock and bond markets. Real
estate trades are infrequent, and their terms are
highly property specific; the number of trades ger-
mane to a particular analysis is limited. Moreover,
details on transactions rarely are available to the
public. Although institutional real estate advisors
and investors usually compile performance reports
internally and many participate in public databases,

Kenneth P. Riggs, Jr, CRE, is president and CEO of Real Estate
Research Corporation (RERC). He holds an MBA with a con-
centration in finance/statistics from the University of Chicago
and a BBA in finance/real estate from Kent State University.

Robert H. Bergson of the Real Estate Research Corporation
contributed to the research and review of this article.
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these data typically are retrospective and involve
realized returns rather than rates currently antici-
pated or targeted. In most instances, information
about prospective investment criteria is available
only to those involved in the transaction.

When such proprietary transaction data can be
secured by an analyst, it is preferable to other
sources since it attests to actual transactions made
under current market conditions. Even then, how-
ever, transaction data has its limitations. DCF anal-
vsis is complicated, and its supportability is
weakened by not being able to compare individual
earning structures. In addition, researching trans-
action data is extremely time-consuming, whether
the analyst is examining historic returns or discuss-
ing investment criteria with investors currently ac-
tive in the market. Remember, the analyst is
estimating an unleveraged discount rate for private
market transactions; transactions or return data
from alternative sources need to be adjusted.

Transaction data provide the best support for
discount rate assumptions, but their value to the
analyst is clearly dependent on the quantity and
quality of data available. Generally, an analyst can
find samples of sales with the targeted internal rate
of return (IRR) or discount rate. The following ex-
cerpt is an analysis of a recent consultation.

Our analysis considered available information regar-
ding rate expectations from shopping mall sales. The rate
information from the comparable sales—higher risk pro-
file sales— indicate discount rates of 11.5% to 13.3% for
unleveraged transactions. The subject is consistent to
slightly better in both earning structure and location
relative to the comparable sales, indicating a discount
rate toward the lower end of the range. The buyers in-
volved in the acquisition of these regional shopping malls
were interviewed by the analyst. The interviewees
strongly concur that a yield of 10.5% to 11.0% is appro-
prmh’ for high quality malls, and a yield of 11.0% to
11.5% 1is appropriate for lower quality but market domi-
nant malls. Further, these buyers add that older/riskier
properties, similar to the subject, in todays retail envi-
ronment would have discount rates in excess of this
range, or 11.5% to 13.0%. This brings a current view
into the analysis and confirms the range indicated by the
sale data. For the subject analysis, we conclude that

based on actual transactions, a discount rate of

11.5%-13.0% to be appropriate.

Real Estate Indexes

The most widely utilized database of historic real
estate equity returns is the NCREIF Real Estate
Property Index published by the National Council
of Real Estate Investment Fiduciaries. Other
sources for these data are the National Association
of Real Estate Investment Trusts [NAREIT] and
Evaluation Associates, Inc. The NCREIF Classic
Property Index (NCPI) is the most relevant, despite

Pricing Risk: Choosing A Discount Rate

some limitations, for the purposes described in this
article. The index is widely available, and the time
series covers a lengthy real estate cycle, although it
may not suffice to filter out unusual cycles. Al-
though the NAREIT Index is market based, we can-
not use its return data for real estate discount rate
derivation purposes because a NAREIT data reflects
returns from leveraged real estate and returns are
based on trading of operating company shares
rather than property returns.

The NCREIF quarterly time series, which runs
from 1978 to the present, reflects the performance
of income-producing properties owned by com-
mingled funds on behalf of qualified pension and
profit-sharing plans or owned directly by these
trusts and managed on a separate account basis. As
of December 1995, 1,850 properties valued at $28.94
billion were included in the index. The data repre-
sents returns from unleveraged properties. Returns
are given for all property types, excluding hotels,
and are broken down by income and appreciation
on a national and regional basis.

NCREIF return data are based on the actual sale
prices or appraised values of real estate properties.
However, the use of appraisal data raises the issue
of inherent biases with respect to the capital com-
ponent. Critics have argued that appraisal-based
conclusions do not mark the properties to market
every year. Based on the few statistical studies that
have addressed this issue, appraisal bias is evident
in the short term but not the long term.! Thus, the
return variances would not be pronounced over the
entire holding period. However, because returns are
reported quarterly, the income component is fairly
reliable.

Another consideration with NCREIF data is that
it represents actual or realized total returns rather
than the expected or promised returns required for
DCF analysis. The difference between the expected
rate at the time of investment and the rate achieved
upon sale is known as the loss attributable to default.
By the pure nature and historical period of this
index, default risk does not appear to be reflected
in NCREIF data, whereas in prospective or ex-
pected return data, a risk premium has to be em-
bedded in the rate. The analyst must adjust for this
factor if the NCREIF Index is to serve as a useful
benchmark for discount rates. Alternative market
indexes, stocks and bonds are argued to have this
default premium reflected in their historical data
due to long periods, per the market, that reflect
equally below average and above average return pe-
riods. This canceling effect creates a historical re-
turn that will be consistent with future returns.
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TABLE 1

Annualized Historical Quarterly Return Series

NCREIF Classic Index

Year & Lehman
Quarter Income Capital Total S5&P 500 G/C T-Bills CPI
841 7.49 6.89 14.76 8.63 5.23 9.12 4.74
842 7.42 7.79 15.63 -4.69 1.77 9.44 4.22
843 7.37 7.12 14.87 4.69 8.60 9.77 4.20
844 7.37 5.38 13.04 6.10 15.00 9.97 3.95
851 7.40 4.23 11.86 18.73 16.88 9.77 3.75
852 7.43 3.04 10.65 30.75 28.71 9.25 3.74
853 7.54 2.97 10.68 14.31 21.18 8.44 3.18
854 7.52 2.45 10.10 31.57 21.33 7.68 3.77
861 7.56 2.07 9.75 37.42 28.91 7.25 2.26
862 7.49 1.49 9.06 35.41 20.66 6.90 1.74
863 7.35 0.50 7.88 31.44 20.67 6.53 1.75
864 7.27 —-0.60 6.63 18.21 15.60 6.17 1.13
871 7.22 -0.76 6.42 25.74 8.09 5.90 3.04
872 7.08 =210 4.86 25.08 4.68 5.72 3.72
873 7.06 ~1.23 5.77 43.31 -0.38 5.83 4.30
874 7.03 -1.47 5.49 5.17 2.30 5.91 4.40
881 6.99 -1.42 5.50 —-8.32 4.43 5.93 3.89
882 7.06 -0.03 7.03 —7.11 7.48 6.05 3.93
883 7.02 -0.20 6.81 —-12.55 12.78 6.28 4.20
884 7.05 -0.01 7.04 16.50 7.59 6.76 4.42
891 7.03 0.01 7.03 17.90 5.01 7.50 4.98
892 6.91 -0.04 6.86 20.40 12.35 8.22 517
893 6.80 -0.11 6.69 32.73 11.32 8.54 4.34
894 6.71 —0.48 6.21 31.43 14.24 8.64 4.65
901 6.63 —-0.61 5.99 19.05 11.70 8.46 5:23
902 6.61 -0.80 5.76 16.32 7.11 8.22 4.67
903 6.61 —-2.08 4.43 -9.38 6.75 8.11 6.16
904 6.71 -4.99 1.47 —=3.19 8.28 7.90 6.11
911 6.74 -6.29 0.14 14.40 12.49 7.53 4.90
912 6.44 -7.67 =1.23 7.40 10.22 6.93 4.70
913 6.91 —8.96 =251 31.29 15.86 6.37 3.39
914 6.90 -12.34 -6.07 30.55 16.13 5.75 3.07
921 7.06 -12.49 —-6.09 11.04 11.38 5.14 3.18
922 7.69 =13.39 —6.83 13.46 14.17 4.65 3.09
923 7.49 —-13.52 —-6.81 11.01 13.23 4.06 2.99
924 7.73 —11.66 —4.60 7.68 7.58 3.61 2.90
931 8.03 —11.16 -3.81 15.27 14.30 3.35 3.04
932 8.14 =11.21 -3.76 13.60 13.15 3.13 2.87
933 8.43 —-9.69 -1.97 13.01 11.45 3.07 2.58
934 8.76 ~-7.39 0.88 9.99 11.03 3.07 2.64
941 8.86 —-6.72 1.70 1.43 2.78 3.10 2.39
942 8.94 —4.56 4.08 1.33 -1.45 3.33 241
943 9.05 -4.22 4.55 3.66 -4.13 3.67 2.86
944 9.16 =2.28 6.73 1.33 -3.50 4.21 2.53
951 9.27 -2.00 7.14 15.59 4.59 4.85 2.9
952 9.34 -1.30 7.95 26.11 12.77 5.35 3.05
953 9.41 -0.82 8.53 29.80 14.35 5.68 2.55
954 9.46 —-0.50 8.93 37.50 19.24 5.75 2.72
Average 7.57 —=2.52 4.90 15.44 10.91 6.39 3.59

Standard

Deviation 0.84 5.50% 5.79 13.72 725 2.01 1.09

*subject to appraisal smoothing

Source: NCREIF Classic Property Index; RERC
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TABLE 2

Annualized Performance, Periods Ending December 31, 1995

NCREIF Classic Retail Index

Lehman
Period Income Capital Total S&P 500 G/IC T-Bills
13 years 7.40 0.72 8.16 15.87 10.78 6.47
12 years 7.28 0.31 7.60 15.34 11.02 6.27
11 years 7.20 -0.33 6.85 16.22 10.66 5.94
10 years 715 =0.75 6.36 14.79 9.65 5.77
9 years 7.12 -1.26 5.80 14.41 9.01 b2
8 years 7.16 -1.95 5.10 15.62 9.88 5.69
7 years 7:17 -3.04 3.97 15.49 10.21 5.54
6 years 7.29 -4.15 2.91 13.03 9.55 5.03
5 years 7.46 -4.90 2.28 16.59 9.81 4.47
4 years 772 -4.03 3.46 13.34 8.28 4.15
3 years 7.96 =2.58 5.23 15.29 8.51 4.34
2 years 8.14 -2.4 5.55 18.04 T.27 4.98
1 year 8.4 -2.42 5.86 37.50 19.24 5.75

NAREIT  NCREIF Classic Property Index

Share

Lehman Price
CPI 10 Year  Equity  Income  Capital Total
3.56 7.63 -2.34 5.16
3.54 7.62 -2.94 4.51
3.50 9.70 11.02 7.64 -3.67 377
3.47 8.79 10.24 7.66 —4.26 3.16
3.74 7.69 9.29 7.70 —4.66 2.78
3.65 8.56 11.03 7.78 —-5.05 2.4
3.54 8.80 10.68 7.89 =5.75 1.80
3.36 8.57 10.99 8.09 —6.60 1.08
2.82 8.87 1717 8.36 -6.91 1.01
2.76 8.17 12.98 8.73 ~=5.51 2.86
2.71 7.92 12.48 9.07 =345 5.39
2.69 5.45 9.05 9.28 =1.31 7.88
2:72 17.14 15.26 9.46 -0.50 8.93

Source: NCREIF Classic Property Index; RERC

Finally, the index is an aid for analyzing risk-
adjusted returns (as measured by the standard de-
viation) of various classes of real estate. This anal-
vsis, which can be disaggregated between income
and capital components, allows for a more quantita-
tive comparison with alternative investment re-
turns. Adjustment of the appraised capital values
(unsmoothing) may be employed to determine a
more representative measure of volatility. In sum,
the NCREIF Property Index, if thoroughly under-
stood and properly used, can serve as a basis for
the selection of an appropriate discount rate.

The following applies the index data to a retail
center.

Tables 1 and 2 reflect data for NCREIF, along with
other relevant return series. Table 1 depicts the annual
returns by quarter for all real estate property types from
the first quarter of 1984 to the fourth quarter of 1995.
The table also shows the annual returns by quarter for
competitive assets such as stocks and bonds. In sum, the
NCREIF Property Index can serve as a rough proxy for
the selection of a discount rate; however, a longer term
average is preferable, since the recent data is skewed by
significant write downs.

Table 1 indicates that actual, annualized, quarterly
reported returns for the period of 1984 through 1995 have
averaged 4.90% for the NCREIF Index. In contrast,
stocks have averaged approximately 15.44% per year and
government T-bills approximately 6.39%. The standard
deviation for stocks, as represented in the S&P 500,
demonstrated the greatest volatility at apprm‘inmtc’.’l;
13.72%. Income returns (i.e., cash-on-cash yields) for
real estate are significantly more stable, Lu'ubrfmq
standard deviation of only 0.85% and

7.57%.

Pricing Risk: Choosing A Discount Rate

return  of

A derivative approach in using the series is to use
the property-specific income component with an adjust-
ment made for required capital changes and default risk.
Table 2 entitled "Annual Performance” indicates a 13-year
average income return of 7.40% for retail prupernes,
though recent returns were 8.44%. Given the recent in-
vestment characteristics of the asset class and the location
of the subject, we have chosen to use 8.0% as a property-
specific income component in our derivative calculation.
Adjusting this figure 400 to 500 basis points (based upon
historical information and judgment) for default risk,
anticipated capital changes and the high earning struc-
ture risk of the subject, results in a discount rate estimate
ranging from 12.0% to 13.0%.

Investment Surveys

Surveys of pension funds, pension fund advisors,
lending institutions, corporate and other investors
provide timely insights into current investment cri-
teria. Real Estate Research Corporation (RERC) has
conducted and published this type of investment
survey since 1979.2 The RERC’s quarterly survey
augments the expectation yield rate responses with
personal interviews and monitors change in market
fundamentals, such as capital availability, supply
and demand in each asset class and overall invest-
ment strategies. The investment criteria detailed in
the survey include current property-type prefer-
ences, income and expense growth rates and the
targeted (ex ante) vield rates used by real estate
investors in discounted cash flow analyses. Within
the context of this analysis, an expected (ex ante)
yield rate is equal to the discount rate that is being
estimated. The following provides an elementary
discussion on the use of a survey to estimate an
appropriate discount rate.
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TABLE 3

Real Estate Investment Criteria by Property Type. First Quarter 1996*

INDUSTRIAL RETAIL OFFICE APARTMENT HOTEL
Regional Power  Neighborhood/
Warehouse R&D Mall Center Community CBD Suburban  Apartment Hotel
Pre-tax yield (IRR) (%)
Range** 10.5-12.0 11.3-12.5 10.3-12.0 10.8-12.0 10.8 - 12.0 11.0 - 14.0 10.5-14.0 10.5-12.0 12.0 - 15.0
Average 11.2 11.8 1.3 11.4 11.4 11.9 11.6 11.1 13.1
Going-in cap rate (%)
Range** 8.5-10.0 93-105 7.5-95 8.5-10.0 8.8 - 10.5 8.8-10.0 8.0-10.0 8.5-93 10.0 - 12.0
Average 9.0 9.7 8.5 9.4 9.4 9.6 9.3 8.8 10.4
Terminal cap rate (%)
Range** 9.0 - 10.0 95-108 7.8-100 9.3-11.0 9.3-11.0 9.0-11.0 9.0-11.0 8.8-95 10.0 - 13.0
Average 9.5 10.1 9.0 9.8 9.8 10.0 9.8 9.2 11.0
Rental Growth
Range** 1.0-4.5 1.0-6.0 1.0-4.0 2.0-4.0 0.0-45 1.0-4.0 1.0-5.0 2.0-50 3.5-4.0
Average 3.4 34 33 3.5 3.0 3.0 3.4 3.4 3.9
Expense Growth
Range** 3.0-4.0 3.0-6.0 3.0-4.0 3.0-4.0 3.0-4.0 3.0-4.0 3.0-4.0 3.0-4.0 3.5-4.0
Average 3.5 3.8 3.6 3.7 3.6 3.6 3.5 3.6 3:7

* The survey was conducted in January, February and March 1996 and reflects expected returns for first quarter 1996 investments.
** Ranges and other data reflect the central tendencies of respondents; high and low responses have generally been eliminated.

Source: Real Estate Research Corporation

Tables 3 through 5 and Exhibit I reflect RERC's most
recent survey of institutional investment criteria. Table 3
is used in this section with the balance of the data an-
alyzed in the capital market approach, presented next.
Real estate y:e!d expectations increased for all but one
property type in the first quarter 1996. As shown in
Table 3, reported yield requirements range from 10.5% to
15.0% with property averages ranging from 11.1% to
13.1%. The mean required yield for all property types
moved up to 11.5% from 11.4% from the previous
quarter.

The largest changes in yield expectations were an
increase of 40 basis points for CBD office and 30 basis
points for neighborhood/community shopping centers. All
other movements were 20 basis points or less. Hotels lead
all property types with the highest average yield require-
ment (13.1%), followed by CBD office (11.9%), industrial
R&D (11.8%) and suburban office buildings (11.6%).
Neighborhood/community shopping centers and power
centers follow with discount rates of 11.4%. Apartments
have the lowest discount rate (11.1%), closely followed by
industrial warehouses (11.2%), and regional malls
(11.3%). As always, we underline that these rates repre-
sent unleveraged yield expectations, not realized returns.

Table 3 reflects general underwriting criteria, but
discussions with targeted participants suggest that these
indications are sometimes reduced if the quality of the
property is significantly higher than average. That is not
the case for the subject and actually the subject is consid-
ered a "hard sell’ in today’s real estate market. The overall
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discount rates based on inflated dollars range from
10.3% to 12.0% for the retail categories. Given the
risk profile of the subject, a discount rate of 11.0%
to 12.5% was deemed most appropriate.

Capital Markets Analysis

Investment in real estate can provide critical diver-
sification for a stock, bond and bill portfolio. How-
ever, investment officers must carefully consider all
alternatives in order to optimize the risk/return bal-
ance. Ten-year U.S. bonds, corporate bonds, real
estate debt instruments and stocks are typically
used as benchmarks. Since such investments are
continuously traded on the open market, interest
rate and/or return data for each is readily available.
Real estate, however, has different risk characteris-
tics than these alternatives. Investors require an ad-
justment of their return expectations from real
property investments to match the risk differences.

When comparing fixed-income securities—
bonds and debt—with real estate, the returns are
analyzed on a historical basis to arrive at yield
spreads. The estimated spreads then are applied to
the respective current fixed-income rate to derive a
benchmark real estate discount rate. If the compari-
son is between stock returns and real estate, an
analysis of return volatility, as measured by its
standard deviation, provides the risk-adjusted basis
for arriving at a real estate discount rate. This type
of analysis can also be applied to fixed-income
securities.
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TABLE 4

Intermarket Yield Spreads:
Real Estate Vis-A-Vis Capital Markets

EXHIBIT 1

Historical Real Estate Yield Spreads
Over 10-Year Treasuries

10 4Q 30 40  4Q 40
1996 1995 1995 1994 1993 1992

Mean real estate yield (%) 11.5 114 115 1.7 117 121

Yield Spread (percentage points)*

Moody’s Baa Corporate (%) 34 4.0 35 2.6 4.0 3.3
Moody’s Aaa Corporate (%) 4.1 4.6 4.2 3.2 48 42
10-Year Treasuries (%) 5.2 5.8 5.2 39 5.9 5.3

* Real estate over other investments.

Source: Real Estate Research Corporation

The following provides a capital market
comparison.

Table 4 shows historic spreads between the average
targeted yield for real estate and actual yields for alterna-
tive investments. The gap between real estate and capital
market returns is wide. The current range in spreads is
from 520 basis points on 10-year Treasuries to 340 basis
points on Moody’s Baa Corporate. The gap only serves to
underline the relative attractiveness and perceived risk of
real estate vis-a-vis other asset classes. A normative spread
for a well-positioned real estate asset would be a range of
350 to 450 basis points above equal term bonds. The spread
comprises several adjustment components, including man-
agement fees above financial instruments. A visual picture
is given of our spread analysis in Exhibit I.

Table 5 reflects current yields ranging from 6.3% to
8.1% for alternative investments. Adding a market-
derived spread (350-450) for the real estate already dis-
cussed, the alternative market analysis indicates a rate
range of 9.80% to 12.6% for the well-positioned prop-
erty. Given the increased risk position of the subject as-
set, an additional adjustment of 100 basis points was
deemed appropriate or a concluded rate of 10.8% to
13.6%.

TABLE 5
Real Estate Vis-A-Vis Capital Market Returns*

1Q 4Q 3Q 10Q 1Q 4Q
1996 1995 1995 1994 1993 1992

Real estate yield (%) 11.5 11.4 11.5 11.7 11.7 12.1

Moodys Baa Corporate (%) 8.1 7.4 8.0 9.1 7.7 8.8
Moody’s Aaa Corporate (%) 7.4 6.8 7.3 8.5 6.9 7.9
10-Year Treasuries (%) 6.3 5.6 6.3 7.8 5.8 6.8

* This survey was conducted in January, February and March 1996 and
reflects desired returns for First Quarter 1996 investments. Capital
markets rates are for the last month of the respective quarter.

Source: Real Estate Research Corporation

Pricing Risk: Choosing A Discount Rate
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Data Conclusion

The criteria outlined in this article served as the
directional foundation for the selection of an appro-
priate discount rate analysis. Appraisal-based re-
turn series do not appear to capture appropriate
variability parameters and have to be used care-
fully, if at all. Given available data, the best founda-
tion for a discount rate is achieved by rigorous
analyses of transaction data, investor surveys and
alternative investment returns. Given the active
data presented in this article, a summary would be
as follows.

The discount rate to be applied to the cash flows of
the subject property must reflect the quality and dura-
bility of the income projections, as well as the likelihood
of long-term gain in asset value. As discussed, the yield
to the investor (Internal Rate of Return) must be at a
level commensurate with alternative investment vehicles.

The most comparable rates, as previously
analyzed, include:

Transaction Data 11.5% to 13.0%
Real Estate Indexes 12.0% to 13.0%
Investor Surveys 11.0% to 12.5%
Capital Markets 10.8% to 13.6%

Based on this analysis, a rate of 12% was used to
discount the future benefits to a present worth.

All that analysis and still a 12.0% conclusion?
This article is intended to convey the importance of
developing risk-adjusted returns for real estate and
understanding that there is a practical approach to
rate analysis. The reader may still wonder why it is
necessary to use multiple analyses to reach this
discount rate conclusion. The value of this analysis
is to exercise a systematic and consistent method
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for deriving an appropriate discount rate and to justify

and defend it when challenged.

The foregoing discussion relies ultimately on
the analyst’s judgment in determining an appropri-
ate discount rate, within a market-established
range whether derived from transaction data or
other methods. The adjustment for risk is the most
difficult judgment to make. The analyst must con-
sider the entire spectrum of physical, financial and
‘v&)(.l()lOglLal factors. Additionally, this discount rate
is not mutually exclusive of estimated inflation or
variables in the cash flow that create volatility, such
as rents, expenses, etc.

Finally, deriving a discount rate relies on historical
data, e.g., transaction information. In contrast, the
discounted cash flow analysis is a prospective model.
In this context, building a discount rate must adjust for
historical bias. Applving a consistent framework to the
adjustment process often leads to meaningful and con-
sistent discount rates. Though in need of further anal-
ysis, it is apparent that the adjustment process should
consider the following factors:

. Current conditions. Focus on current returns as the
base for building a discount rate. Analyze the cur-
rent expectations for inflation, real risk-free return,
term structure of interest rates, etc.

r2

Distortions in historical returns. Appraisal biased
indexes or write-downs are possible distortions re-
quiring particular attention. Although a longer his-
torv of realized returns are now available
(a pprox1matelv 20 vears for indexes and more than
25 years for specific funds), this time period may not
suffice to filter out unusual cvcles unlikely to be
repeated in the future.

(9]

Current biases. Other asset types could be relatively
overpriced, so that the future might produce a better
performance from real estate, the unfavored asset.

4. Future changes. What is the impact on the recapital-
ization of real estate with public money? What
risk(s) does technology present to real estate? What
does the divestiture of investment in real estate by
corporate companies mean to returns?

Incorporating all available data and using sound
judgment is the key to deriving a relevant discount
rate. We would suggest developing a market fi-
nance theory to account for investors who focus
more on return characteristics and intuitively mea-
sure risk. The author believes that real estate an-
alysts should continue to develop this style of
analysis.

NOTES

1. Fisher, ], Geltner, D., Webb, R.B., “Value Indices of Commercial
Real Estate: A Comparison of Index Construction Method,” Jour-
nal of Real Estate Finance and Economics, 1994, 463-481.

2. Real Estate Research Corporation (RERC), Real Estate Report,
1979-1996.
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THE NINE
PERCENT
SOLUTION

by Richard B. Gold

The Nine Percent Solution

estate investors are faced with the paradox of

why institutional real estate income returns
show such little variation. Capitalization rates do
not have the same volatility as market fundamen-
tals, varying only by property type. Holding other
factors constant, lower interest rates and higher oc-
cupancy levels can act to reduce risk premiums and
benefit holders of real assets. However, theory and
practice are not always born of the same mother.
Cap rate surveys and industry data continue to in-
dicate that real estate returns show little variation
over time. When they do stray, capitalization rates
are quickly brought back into line by an unknown
financial gravitational force.

a‘ gainst improving market fundamentals, real

The article explains how this seemingly steady
state is not only possible but can lead to an answer
that is always nine percent. In bifurcating the cap-
italization rate into core and transitory components,
this article provides a theoretical explanation of how
increases in transitory factors can offset declines in
the core cap rate and vice versa.! Ultimately, it is up
to the reader to decide whether the factors that
generate this answer hold true today, and more im-
portantly, will hold true tomorrow.

The Historical Record Revisited

Unlike baseball or even the stock market, real estate
has no official statistical abstract. Data on real estate
returns are limited because of the private and com-
plex nature of most real estate transactions. Even
organizations such as the National Council of Real
Estate Investment Fiduciaries (NCREIF) face signifi-
cant data obstacles. Because NCREIF relies on
appraisal-based values, reported income returns are
considered biased. Although comprehensive data
are available on REITs, dividend returns are not the
same as income.?

Even if they were, there is ample evidence to sug-
gest that REIT stock prices do not necessarily repre-
sent underlying property returns. Factors such as
management quality, financial structure and future
growth expectations (both internal and external)
play a significant role in REIT pricing.

Because of the limitations of industry associa-
tion data, survey data measuring investor expecta-
tions are presented instead. Exhibit I shows the
results of survey data provided by Real Estate Re-
search Corporation on expected investor returns
during the period mid-1992 through 1995.% Despite
several years of steady recovery, apartment cap
rates have remained within a narrow 40 basis point

Richard B. Gold is vice president and director of research for
Boston Financial on its Institutional Real Estate Team. He also
1s a contributing editor to the Journal of Real Estate Portfolio
Management and a frc.]m'u! contributor to other uuf“_-:try
journals.
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EXHIBIT I

Expected Going-In Capitalization Rates By Property Type

10 Year Regional Power  Community CBD  Suburban

Treasury Warehouse R&D Malls Centers Centers Office Office Apartments
92q3 6.6 9.5 10.3 7.7 9.6 9.5 9.6 10.2 8.9
92q4 6.7 9.6 10.0 7.6 9.5 9.5 9.7 10.3 911
93q1 6.3 9.7 10.6 7.8 9.8 10.0 9.8 10.4 9.1
93q2 6.0 9.5 10.1 7.7 9.4 9.8 10.3 10.5 8.9
93q3 5.6 9.3 10.0 7.7 9.2 9.6 10.4 10.6 8.8
93q4 5.6 9.4 9.8 7.7 9.6 9.6 10.0 10.1 8.7
94q1 6.1 9.4 10.1 7.6 9.5 9.6 10.0 10.0 8.7
94q2 7.1 9.3 10.4 7.7 9.1 9.7 9.7 9.9 8.7
94q3 7.3 9.3 10.4 7.7 9.3 9.8 9.7 9.9 8.8
94q4 7.8 9.2 10.2 8.0 9.2 9.6 9.8 9.8 8.7
95q1 7.5 9.4 10.1 8.2 9.4 9.7 9.7 9.8 9.0
95q2 6.6 9.2 9.6 7.9 9.4 9.5 9.2 9:2 8.9
95q3 6.3 8.9 9.9 8.0 9.3 9.4 9.4 9.2 8.8
95q4 59 9.0 9.6 8.2 9.2 9.2 9.6 9.2 8.8
Source: Real Estate Research Corporation
band during the last three plus years. Regional All else being equal, one would assume a

mall cap rates varied by only 50 basis points during
the same period. These numbers seem counter-
intuitive given the strength of the apartment sector
and the uncertainty surrounding retailing in gen-
eral and malls specifically. While it is true that Cen-
tral Business District (CBD) office cap rates
increased in 1993, this run-up seems somewhat cu-
rious since it lagged the weakened space market by
several years. As if on cue, the spike was quickly
erased and cap rates fell back to more normal levels.
Reinforcing this are data showing that expected re-
turns exhibit less variation across time than the
risk-free ten-year treasury rate. Exhibit II illustrates
the variance of each series between third quarter
1992 and fourth quarter 1995, and reinforces the
stability of investor expectations relative to shifts in
interest rates during the past several years.

EXHIBIT II
Sector Volatility (1992q3 to 1995q4)

Variance (Basis Points)

10-Year Treasury 49
Warehouse

R&D

Regional Malls
Power Centers
Community Centers
CBD Office
Suburban Office

Apartment

=
NN O &&= o

Source: Real Estate Research Corporation
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strong positive correlation between movements in
interest rates and expected returns. That is, higher
interest rates should lead to higher cap rates as in-
vestors ramp up their yield requirements. Contrary
to expectations, however, the 10-year Treasury
shows little correlation with property-specific cap
rates, as reflected in Exhibit III. In fact, movements
in 10-year Treasuries are negatively correlated with
several property types.

There is some evidence that, unlike interest
rates, investors’ expectahom are influenced by mar-
ket fundamentals. At a minimum, anecdotal evi-
dence suggests that investors consciously
discriminate between markets based on market ex-
pectations. Therefore, an office building in a recov-
ering market, such as Boston, currently trades at a
lower cap than a similar building in a soft market,
such as Hartford, where uncertainty is rampant.

What is the relationship between property
types and capitalization rates? In the case of ware-
house properties, there is a significant positive cor-
relation. Specifically, for the 14 quarters in which
data are available, the correlation coefficient be-
tween warehouse cap rates and industrial vacancy
rates was approximately .8. A weaker correlation
was found between expected office cap rates and
both suburban and CBD vacancy rates.* While the
relationship between cap rates and the space mar-
ket is more compelling than cap rates and the fi-
nancial markets, the period in question is rather
brief, and it is difficult to draw firm conclusions
from such a limited sample. In addition, while
market vacancy rates appear to influence cap rates,
other explanatory factors also can impact cap rates.
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EXHIBIT III

Cap Rates and Treasuries Show Little Correlation
(199293 to 1995q4)

10-Year Treasury

Warehouse —2%
R&D 41%
Regional Malls 27%
Power Centers -27%
Community Centers 20%
CBD Office -42%
Suburban Office -21%
Apartment 7%

Source: Real Estate Research Corporation

When Is A Cap Rate Not A Cap Rate?
Most investors view cap rates as singular. In reality,
they comprise two components:

1. A core rate which varies by property type and
market, ownership and time. The core rate rep-
resents the risk-adjusted opportunity cost of
owning real estate.

2. A transitory rate representing various premiums
whose size and sign vary over the course of the
real estate cycle.

The combination of the core and transitory rates
determine the transactional cap rate. The core rate
and the transactional cap rate are equal when the
space markets are at or near equilibrium and buyer
and seller expectations are aligned. In reality, trans-
actions readily take place because neither buyers
nor sellers can extract premiums as both have
placed the same value on a building’s cash flow.

Premiums exist when buyer and seller expecta-
tions differ or when externalities such as tax law or
zoning changes occur. In these situations, a differ-
ence between the core rate and the transactional
cap rate emerges, creating a transitory premium. For
example, during the late 1980s and early 1990s few
transactions were occurring in the marketplace. In
a capital scarce environment, buyers were able to
command a premium from sellers which drove cap
rates higher. During the mid 1980s, the opposite
occurred. In a capital-driven environment, real es-
tate was hot and sellers received a premium from
buyers in the form of below-core cap rates.

Premiums can emerge during any part of the
real estate cycle, for example, from a change in real
estate underwriting criteria. Whose numbers and
coverage ratios are used will depend on a host of
factors, not all of which relate directly to the asset
class. In addition, buildings encumbered with
long-term leases may command either a positive or
negative premium. A positive premium would be

The Nine Percent Solution

relative to buildings with shorter leases when mar-
ket conditions have or are expected to deteriorate; a
negative premium would be garnered if market
fundamentals are on the upswing. The former oc-
curs because of cash flow stability in a weak mar-
ket, while the latter occurs because the lease
duration works to reduce potential cash flow in a
market with rapidly escalating rents. Other pre-
miums can occur because of tax law changes. Dur-
ing the early 1980s, cap rates plunged in response
to the 1981 Economic Recovery Tax Act (ERTA)
which created non-market incentives for real estate
owners. Of course, whatever the government gives,
the government can take away, and the 1986 tax act
did just that. Not surprisingly, cap rates shot up
and owners were left holding properties whose
values were propped up by benefits that no longer
could be transferred to the next owner.

Exhibit IV shows the bifurcation of the transac-
tional cap rate. During periods of overbuilding, the
transactional cap rate is higher than the core rate,
because buyers are able to extract a positive pre-
mium from sellers. This explains why appraised
values and transaction prices differed so signifi-
cantly during the bottom of the last market cycle.
APPTQISLI‘b valued buildings using the core cap
rate, while buyers recognized their leverage and
used it to their advantage.

As occurred during the late 1970s and early
1980s, premiums shrank and shifted to the seller
when the market’s appetite improved. During this
period, institutional investors were willing to pay a
premium for properties, and sellers were able to
drive the transactional rate above the core rate. Ulti-
mately, however, the market slows and the gap be-
tween the core and transactional cap rates
disappears. Since markets rarely stay in equilib-
rium for an extended period of time, the core and
transactional cap rates are constantly engaged in a
dance with market forces selecting the tune.

Multiple premiums also can be present at any
time. As already pointed out, market conditions
are only one of several reasons why the transac-
tional and core cap rates can differ. In addition, the
core rate itself is not static. It can trend either up or
down depending on a host of events. Changing
expectations with respect to inflation and the pric-
ing of alternative assets (stocks, bonds, etc.), can
impact the core rate. Therefore, property values can
be altered due to transitory changes in the cap rate
which have nothing to do with the real estate cycle.
Conversely changes in market conditions can affect
cap rates but can also be amplified by shifts in non-
real estate factors. The presence of multiple pre-
miums helps explain why changes in interest rates
and inflation may show little relationship to move-
ments in cap rates.
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EXHIBIT IV

Capitalization Rates Are Not Singular

Core Discount Rate

Seller’s Market

Transactional Discount Rate

Overbuilding Balanced Market

“Hot™ Market

Balanced Market Overbuilding

So What Does All This Mean?

Clearly, the dynamics of cap rates can be quite con-
fusing. For example, it is entirely possible that the
core cap rate may shift upward only to be matched
by an equally large decline in transitory cap rate
premiums. The net result is dynamic stability.
Therefore, investors must be selective in their as-
sumptions regarding the nature and direction of
cap rate changes. The continual presence of coun-
tervailing premiums suggests that variations in cap
rates are much more complex than their movement
or lack of movement implies. For example, the
transactional cap rate can be artificially supported
during periods of oversupply if the opportunity
cost of holding real estate, as measured by interest
rates, declines. Conversely, if bond prices are de-
clining, cap rates may rise even as markets tighten.

None of this makes it easy for appraisers or
investors trying to forecast discount factors. In fact,
these dynamics help explain away much of the criti-
cism leveled at appraisers during the past few
years. When determining the appropriate cap rate,
an appraiser must consider both the level and direc-
tion of the core rate as well as the net change in
various premiums. These premiums may be prop-
erty type, market or property-specific. It is the
combination of the core discount rate and the net
change in all premiums which determines the ap-
propriate capitalization rate.
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Conclusion
Imagine a world in which the core rate and various
transitory premiums are inversely correlated. Under
this scenario, whenever the core rate changes it is met
by an equal but opposite movement in the transitory
cap rate. Do such relationships exist? Consider the
following. Stronger markets typically are assumed to
be forerunners of lower cap rates. However, higher
occupancy and rents go hand-in-hand with robust
employment and income growth, neither of which
brings much comfort to the inflation watchers at the
Federal Reserve. Investors, being more realistic than
economists, do not hold everything else constant. A
nervous Federal Reserve translates into higher interest
rates; higher interest rates translate into higher cap
rates. These dynamics may explain why the answer is
always nine percent.
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NOTES
1. See Steppe [1995].
2. By law, REITS are required to return to investors 95% of all taxable

income. This is different than private equity owners who have no such
requirements.

3. The RERC survey queries investment advisors, bankers, pension funds
and other similar investors as to their expected going-in cash-on-cash
vield by property tvpe. Therefore, the survey results are not actual
returns and investor expectations may or may not be met.

4. Correlation coefficients using lagged vacancy rates as well as year-over-
vear changes in vacancy rates also were estimated with similar results.
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CAPITALIZATION

RATES FOR
REGIONAL
SHOPPING
CENTERS:
ANCHOR
DEPARTMENT
STORES VS.
MALL STORES

by William N. Kinnard, Jr, CRE,
Mary Beth Geckler, John K. Geckler
and Jake W. DeLottie!

n the United States and Canada, regional shop-

ping centers are commonly valued through the

use of income capitalization. The widespread
use and acceptance of this valuation method indi-
cates that it most nearly represents the thought pro-
cesses and market behavior of buyers and sellers.?
Moreover, sufficient quantities of appropriate mar-
ket data are typically available to allow for support-
able use of income capitalization. These required
data include: 1. net market rentals (generally ex-
pressed as rent per square foot of gross leasable
area or GLA), 2. capitalization rates extracted from
sales transactions data and/or obtained from pub-
lished survey services®, 3. discount rates or ex-
pected Internal Rates of Return derived from sales
and from published survey sources,* and 4. retail
sales per square foot of GLA,> when available.

Particularly in valuations of regional shopping
centers® and their components (anchor department
stores and mall stores as a group) for ad valorem
real property tax purposes, direct capitalization is
most commonly employed.” While some authorities
argue stmnglv that discounted cash flow models
most nearly represent the thinking and behavior of
investor-purchasers of regional shopping centers,®
direct capitalization, nevertheless, is widely used.
The essence of direct capitalization is its disarming,
and sometimes misleading, simplicity:*

This model translates to “Value equals first-year or
‘stabilized” Net Operating Income capitalized at (i.e.,
divided by) a market-derived Capitalization Rate.”
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The Use Of Blended Capitalization Rates

Some published materials’® and numerous ap-
praisals from the past five years do not differentiate
among sales of anchor department stores only, sales
of the mall stores only as a group and sales of mall
stores together with one or more anchor depart-
ment stores when market-derived capitalization
rates are extracted from those sales. Moreover, it is
not uncommon for capitalization rates extracted
from sales of freestanding “big box” discount de-
partment store properties, such as Wal-Mart and
K-Mart, to be used for valuing components of re-
gional shopping centers. In effect, the approach is
that one rate fits all. Because there is a relative scar-
city of sales transactions data available for analysis,
the practice of blending overall capitalization rates
from sales of dissimilar types of retail space hous-
ing dissimilar activities has become fairly wide-
spread. The results however, have led to misleading
value estimates.

Since the majority of sales reported and shared
among appraisers represent transfers of malls only,
the extracted capitalization rates from those trans-
actions tend to dominate the calculation of the
blended capitalization rates that are derived from
mixtures of market sales transactions data. There is
not a study known to be available that separates
market-extracted capitalization rates derived from
sales of malls only from those derived from sales of
anchor department stores.

Indications Of Differences In Risk
Many authors do not differentiate between anchor
department stores and mall stores with respect to
perceived risk to the owner of the real estate. This
explains why they use the same capitalization rate
for valuing a regional shopping center and all its
components. Typically, that capitalization rate is de-
rived from sales of malls only, or of malls plus one
or more anchors (but not from sales of anchor de-
partment stores only)."! Yet, continuing research on
market rentals for regional shopping centers in
both the U.S. and Canada has demonstrated un-
equivocally that:

1. Regional shopping center rentals per square foot
of GLA decrease as size of space (square feet of
GLA) increases, but at a decreasing rate;

2. Rent per square foot of GLA increases as retail
sales per square foot of GLA increase, but at a
decreasing rate; and

3. Sales per square foot of GLA decrease as size of
space increases but at a decreasing rate.'

All this suggests that department stores, with
much larger sizes but substantially lower sales per
square foot of GLA, would be perceived differently
by both buyers and sellers.

Indeed, a small but emphatic minority of practi-
tioners claims that anchor department stores should
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have a lower capitalization rate because there is less
risk to the property owner associated with anchor
department store tenants. The term of the lease is
longer and involves less turnover and risk of fric-
tional vacancy. Moreover, the tenant anchor depart-
ment store firm is larger and usually part of a
regional or national chain with allegedly better
credit standing and greater financial strength than
mall stores.

We do not know of any evidence which sup-
ports the argument for lower capitalization rates for
anchor department stores. Rather, in property tax
appeal proceedings such claims are presented as
logical argument since the conclusions stand to rea-
son. Yet in practice these advocates of lower capital-
ization rates for anchor department stores continue
to use one blended rate for both anchors and mall
stores.

Our research suggests a different situation.
This article includes the preliminary results of that
research.

Nature Of The Research

Published articles and papers that address shop-
ping center valuation were reviewed with particular
reference to the capitalization rate(s) appropriate to
such valuation."

Then, utilizing data from every issue of Dollars
& Cents of Shopping Centers from 1975 through 1995,
we compared levels of sales per square foot of GLA
and rent per square foot of GLA for anchor depart-
ment stores and for mall stores as a group. We
made these comparisons for both regional and su-
perregional shopping centers in the U.S., primarily
because the Urban Land Institute has reported data
on this basis since 1975. Those analyses included
comparisons of trends in sales per square foot of
GLA and rent per square foot of GLA for both
categories of store space. The data on which the
U.S. analyses were based are presented in Exhibit 1,
parts A and B.

Further, we analyzed the risks and conse-
quences to owner-operators of regional shopping
centers from losing an anchor department store.!*

Risk And Growth Ingredients For Anchor
Department Stores

As a result of these investigations, we reaffirmed
the obvious but important fact that since anchor
department stores occupy larger amounts of space,
the consequences of their departure or having their
space become vacant are substantially greater for
regional or superregional shopping center owner-
operators. Moreover, it is not surprising that their
rental rates per square foot of GLA tend to be low-
est in regional shopping centers, given the findings
enumerated above. ULI data also indicate that an-
chor department stores represent at least as much
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EXHIBIT 1A

Comparison of Sales Per Square Foot of GLA
and Rent Per Square Foot of GLA

Anchor Department Stores Vs. Mall Stores
U.S. Regional Shopping Centers, 1975-1995

EXHIBIT 1B

Comparison of Sales Per Square Foot of GLA
and Rent Per Square Foot of GLA

Anchor Department Stores Vs. Mall Stores

U.S. Superregional Shopping Centers, 1975-1995

Sales Per Square Fool Rent Per Square Foot
Mall Department Mail Depariment
Year Stores Stores Stores Stores
1975 76.82 6142 4 144
1978 LR 8565 410 151
1981 11161 Bl 48 568 207
1984 124 85 8977 643 2.18
1987 157.32 11153 7.5 242
1690 168 .41 134 37 829 260
1993 174 76 12615 11.63 3.00
1995 163 54 149 26 12.52 261
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total space as do all mall stores combined in U.S.
regional and superregional shopping centers. This
is demonstrated clearly in Exhibit 2.

Exhibits 1A and 1B show that sales per square
foot of GLA for anchor department stores have not
increased as much as sales per square foot of GLA
for mall stores among regional and superregional
shopping centers in the U.S. Exhibit 1 also indicates
that rent per square foot of GLA for anchor depart-
ment stores has been much lower than rent per
square foot for mall stores and has shown dramati-
cally less growth during 1975-1995. Since a capital-
ization rate (R) may be characterized as a yield rate
(discount rate) adjusted downward for anticipated
income and value growth over time (R=Y —G), it is
apparent that the capitalization rate (R) for anchor
department stores will be substantially different
from the capitalization rate appropriate for mall
stores, based on different growth rates.

The consolidation of anchor department store
chains, coupled with growing numbers of bank-
ruptcies leading to further consolidations, has had
a double-barreled effect on regional shopping cen-
ters in recent years. First, some anchor department

Source: Dollars & Cents of Shopping Centers

store spaces have been vacated either because of
bankruptcy or because consolidating chains have
no desire to compete with themselves for the same
shopper volume in any given center. Second, that
consolidation process means there are fewer re-
placement alternatives available to regional mall
owner-operators for vacated anchor department
store space. Subsequently, the loss of a department
store anchor tends to be exacerbated by loss of sales
volume and ultimately of mall tenants in that part
of the shopping center vacated by the anchor de-
partment store. Since one of the major functions of
an anchor department store in a regional shopping
center (acknowledged by authors on both sides of
the capitalization rate debate') is to attract shop-
pers and customers to the shopping center, the loss
of an anchor department store invariably means de-
creased shopper traffic in that portion of the shop-
ping center.'®

Research Hypothesis

Given this background of prior research and infor-
mation, we developed the hypothesis that the cap-
italization rate for anchor department stores is
greater than for mall stores as a group, in regional
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EXHIBIT 2A

Comparison of Total Gross Leasable Area
Anchor Department Stores Vs. Mall Stores
U.S. Regional Shopping Centers, 1975-1995

Total Center Department Mall
GLA GLA GLA
Year (000) (000) (000)
1975 4059 1425 2683 4
1978 ar2s 1186 2612
1981 5163 2863 2300
1984 4978 2452 2528
1887 5119 2572 254 7
1690 4577 191.2 2665
1993 5380 3018 2362
1995 5158 2691 2487
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Source: Dollars & Cents of Shopping Centers

shopping centers in the U.S. and Canada. Anchor
department stores occupy larger spaces than mall
stores. They also produce lower sales per square
foot of GLA, lower rent per square foot of GLA,
lower growth in sales and rents over time, and
greater risk and consequences of loss for the owner
of the anchor department store space.

Data Employed

To test this hypothesis, sales data were assembled
from a number of sources. The data obtained for
analysis consisted of relativelv recent sales of re-
gional shopping center space for which both sales
price and net operating income at the time of sale
had been obtained. Ultimately sufficient data was
obtained to serve as the basis of further analysis on
eight sales of anchor department stores only, plus
29 sales of mall stores only and 34 sales of malls
with one or more anchor department stores in-
cluded in the transaction. In the latter group, all but
two of the sales included one department store
only.

The period included 1988-1995. Some sales oc-
curred in each of the four census regions of the U.S.
Data also was obtained showing the year and
month of the sales transactions, whether the
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EXHIBIT 2B

Comparison of Total Gross Leasable Area
Anchor Department Stores Vs. Mall Stores
U.S. Superregional Shopping Centers, 1975-1995

Total Center Department Mall
GLA GLA GLA
Year (000) (000) (000)
1975 4830 874 3856
1978 5240 1580 3660
1981 934 4 5817 3527
1984 885.0 5358 3292
1987 9385 5760 360.5
1960 959.5 58886 3708
1993 9775 6192 358.3
1995 9331 586 7 346 4
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shopping center involved was a superregional or
regional center and (in some cases) the year built.
Unfortunately, not all of the otherwise usable sales
transactions files contained data on the year built
(for age at time of sale), so that variable was elimi-
nated from analysis.

Analytical Procedures Followed

First applied was simple comparisons of averages to
distinguish capitalization rates for sales of anchor
department stores only from sales of mall store
space only, as well as from malls with one or more
anchors included in the sales transaction. For this
analysis, some 41 sales were included with only
spotty information available but with data on sales
price and NOI at the time of sale. For informational
purposes, these 41 sales are included as part of the
category “All Except Anchors Only” in Exhibit 3.

With a database of 71 sales (8 anchor depart-
ment stores only, 29 malls only, 34 mixed), sparse
but nevertheless instructive multiple regression
models were developed in the Hedonic Pricing
Model format. In this particular instance, the de-
pendent variable used was overall capitalization rate
(OAR). We employed two usable models: one that
included census region as an independent variable
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EXHIBIT 3

Comparison of Averages
Capitalization Rates Derived from Sales
Anchor Department Stores Vs. Malls

Difference
Standard  Coefficient From Anchor
Average Deviation of Variation (Percentage

X) (s) (C.V) Points)
Anchors Only (8) 10.48% 0.44% .0420 0.00
Malls Only (29) 6.62% 0.91% 1375 3.86
All Verified Except
Anchors Only (59)  6.74% 1.00% 1484 3.74
All Except Anchors
Only (100) 6.99%  1.64% .2346 3.49

and one that did not. The model that included
census region as a location variable was Model A;
the one that omitted census region as an indepen-
dent variable was Model B.

Discrete binary year variables (Yes-No) were in-
cluded to account for varying market conditions
over time. Also incorporated were binary variables
(Yes-No) for superregional versus regional shop-
ping centers (SUPERREG) and for sales of anchor
department stores only versus all other sales
(DEPTST). Finally, a variable was included for the
size of the square footage sold (GLASOLD). As al-
ready noted, too few sales transaction files con-
tained information on year built, so there was no
independent variable for age at time of sale. The
results obtained from Models A and B are summa-
rized in Exhibit 4, and the implications of those
results are discussed in the following section.

The regression models produced satisfactory
statistical indicators which strongly suggests that
the results are usable and reasonably reliable. Both
Models A and B produce Adjusted R? in the vi-
cinity of .70. The F-Ratio for each model indicates
that the results are highly significant and therefore
clearly non-random and non-chance. The standard
error adjusted for degrees of freedom is low relative
to both the intercept and standard calculated values
of the dependent variable.

Several alternative models utilizing natural log-
arithms for both the dependent variable and
GLASOLD were tested, but no improvement in sta-
tistical quality was obtained. As a result, the linear
form of model was selected, as represented by
Models A and B.

Findings

Comparison of Averages (Exhibit 3) clearly demon-
strates that, when the results of the data subsets are
compared, the anticipated overall capitalization rate
(OAR) for sales of anchor department stores only is
measurably and markedly higher than for sales of

EXHIBIT 4

Selected Multiple Regression Model Results
Overall Capitalization Rate is Dependent Variable

Model A Model B

Number Sales 71 71
R2 (Adjusted) 6710 7160
F-Ratio 10.92 13.52
Standard Error

(d.f. Adjusted) 1.00 0.98
Variables Coefficients
1991 +0.37 (0.83) +0.14 (0.36)
1992 +1.17 (2.88) +1.04 (2.68)
1993 +1.17 (2.48) +1.12 (2.43)
1994 —0.28 (0.25) =0.20 (0.19)
1995 +1.40 (1.34) +1.49 (1.46)
Superregional (Yes - No) -0.28 (0.97) —0.18 (0.63)
Department Store (Yes - No) +3.69 (6.23) +3.57 (6.21)
Intercept +6.29 (3.30) +6.26 (3.68)

NOTE: Figures in parentheses are calculated f-Values.

malls only or for sales of malls that include one or
more anchor department stores. Particularly in
comparing rates extracted from sales of anchor de-
partment stores only with those derived from sales
of malls only, the differences are substantial and
statistically significant. It is highly unlikely that
these are random or chance occurrences.

The regression models indicate there is no bene-
fit derived from including the census region as a
location variable. Indeed, coefficients for all census
regions were nonsignificant statistically, suggesting
that any regional market differences had essentially
equal effects on rentals, occupancy and sales
prices. Accordingly, the results of Model B were
primarily relied on for analyses.

The time variables (binary year) showed an in-
teresting yet unsurprising pattern. The base year of
1989 was selected against which all others would be
measured and compared. For 1988 and 1990, the
coefficients were negative but nonsignificant. This
makes logical sense and is consistent with market
evidence for that time period. However, starting in
1991, the year coefficient (reflecting market condi-
tions) is positive. This indicates that higher capital-
ization rates were required by investors in shopping
centers as the effects of overbuilt markets and gen-
erally declining economic conditions took hold.
These year coefficients increased through 1993,
with 1992 and 1993 exhibiting positive, statistically
significant coefficients. A brief decline occurred in
1994 with a further (but nonsignificant) increase in
capitalization rates for regional shopping center
sales in 1995. GLASOLD had a small, almost neu-
tral coefficient. It was highly nonsignificant. As a
result, its values are not shown in Exhibit 4.
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The coefficient for sales of components of su-
perregional (as opposed to regional) shopping cen-
ters was negative, quite small and statistically
nonsignificant. This result would be expected be-
cause of the relative popularity of superregional
centers among investors, as reported in the profes-
sional and trade press.

Finally, the coefficient for “Department Store” is
positive, relatively large (the largest of any coeffi-
cient in the model) and statistically significant. This
result indicates that capitalization rates for sales of
anchor department stores only are higher than
those for sales transactions involving mall stores,
whether mall stores only or mall stores in combina-
tion with one or more anchor department stores.
Both Model A and Model B indicate that this is a
systematic market phenomenon. Moreover, the typ-
ical (average) differential or premium for a capitaliz-
ation rate on the sale of anchor department store
space is approximately 3.60 percentage points. That
figure is quite consistent with the differentials indi-
cated in Exhibit 3, especially the comparison be-
tween rates for all verified sales except anchor
stores only and for anchor department stores only.

Conclusion

From this limited sample, it is quite apparent that a
strong, systematic market process is at work. Sales
of anchor department stores occurred at capitaliza-
tion rates substantially in excess of those associated
with sales of mall stores as a group, whether or not
in combination with one or more anchor depart-
ment stores. These findings have important impli-
cations for the wvaluation of regional (and
superregional) shopping centers and their compo-
nents. They indicate strongly that anchor depart-
ment store space should be valued separately and
differently from mall space. These findings are a
direct response to the concerns expressed by Gay-
lord Wood, Esq. in 1988."

At the same time, the limited number of sales
transactions files available for this analysis indicates
that more studies using more data are necessary to
test whether the findings have broad applicability.
The issue is important enough to suggest that simi-
lar research efforts be undertaken in the near term
future.
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xemplifying the relationship between a prop-

erty’s net (operating) income and asset value,

the capitalization rate is instrumental in the
application of various methodologies for investment
analysis. In the context of the direct capitalization
approach, a market-extracted (ex-post) capitaliza-
tion rate is typically applied to a real asset’s achiev-
able net income to vield an estimate of its value. In
the context of the modern income approach, or dis-
counted cash flow (DCF) methodology, the prevail-
ing capitalization rate is often employed as a
benchmark to yield a terminal capitalization rate,
which, in turn, is used to derive a property’s likely
resale price and investment value.!

Given their widespread use in investment anal-
vsis methodologies, capitalization rates have been
the focus of a growing body of empirical work. A first
segment of this literature encompasses studies that
have shed considerable light on the role capital mar-
kets and public policy variables (e.g., the stock
earnings-price ratio, mortgage rates, expected infla-
tion and changes in the tax code) have played in
driving intertemporal movements in capitalization
rates.” A second segment of the relevant literature
involves studies that have explored the extent of
those rates’ cross-section variations. For example,
several studies have examined variations in capitaliz-
ation rates across broad property tyvpes and con-
cluded that averaging these rates eliminates
important information.> A few other studies have
also attempted to explore spatial differentials in cap-
italization rates but, being limited in scope, they have
only examined the extent of such differences across
either broadly-defined regions or submarkets within
given metropolitan areas. Moreover, such studies
present limited attempts, if any, to unveil specific
factors that may be responsible for shaping observed
spatial variations in capitalization rates.*

A clear omission, then, in this cross-section re-
search involves a question that is especially perti-
nent to institutional investors with geographically
diversified holdings. This question entails the ex-
tent to which capitalization rates vary across metro-
politan markets and, most importantly, the specific
factors underlying such variations. The widely rec-
ognized segmentation of real estate markets along
metropolitan boundaries renders such questions
meaningful and important to address.

Petros S. Sivitanides, Ph.D, is a research director at West-
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Given the paucity of relevant research, this arti-
cle is intended to shed light on the underlying de-
terminants of intermetropolitan differentials in
capitalization rates. Recognizing the existence of
nontrivial variations across property types in such
rates, this analysis focuses only on the case of
cross-section differences in office capitalization
rates. The second section of the paper develops a
modeling framework for identifying metropolitan-
specific factors which determine intermetropolitan
differentials in office capitalization rates. Section
three discusses the data and variable proxies em-
ployed in the empirical analysis, and the fourth
section presents the empirical model used to test
the effects of such variables and provides the em-
pirical results. The concluding section summarizes
the findings of the study, places them into a
broader context and discusses potential avenues for
future research.

A Simple Model Of Income And Asset Value

In defining a framework to explore the underlying
determinants of interarea differences in office cap-
italization rates, a simple adjustment model is con-
sidered. This model builds on two fundamental
premises. First, at any given point in time t, each
metropolitan asset market is characterized by an
implicit equilibrium capitalization rate, Ce,,, that re-
flects the marginal investor's minimum required
rate of return. Second, in light of inefficiencies in
the real estate asset and space markets, capitaliza-
tion rates tend to slowly adjust to those equilibrium
values dictated by new market realities. As such,
capitalization rates prevailing at any point in time
may deviate from their equilibrium level. Given
such a partial adjustment process, the relationship
between C;, and C¢, is described by (1), where &
denotes the speed by which C; adjusts toward
Co]‘.ﬁ

InC;,=8InC*, +(1-3) InC, , (1)

The identification, then, of the determinants of the
prevailing capitalization rate requires modeling the
determinants of the equilibrium capitalization rate,
C¢,. Outlined in (2)-(5), such a model synthesizes
the direct income capitalization and the DCF ap-
proaches as they pertain to an average property
within a given metropolitan area j. Note that this
model does not explicitly account for potential debt
financing and taxes, as relevant data are not avail-
able for the individual transactions in each metro-
politan area’s sample.®

o ="Yy/Pey; Pey Ve (2)
1 F P
thn = E i ! == ‘ i (3)
n=1 (l+d“)n (1+d|l)]

CF;,=BY;s SPr=Y,[(1+g)T*]/ Ct (4)
Cr=Ce+r;, (5)

Following the typical income capitalization model,
Equation (2) defines the equilibrium capitalization
rate, C¢,, as the ratio of the net operating income
(NQI), Yit , over the equilibrium transactions price,
P¢,. As shown, the latter must equal that invest-
ment value, Ve, reflecting the marginal investor’s
minimum required rate of return, or discount rate,
d;,. Equations (3)-(5) exemplify the conventional
DCF model typically used by institutional investors
in estimating investment value, V¢,. As shown by
(3), the latter is the sum of two components. The
first component is the present value of annual cash
flows, CF,, expected to be realized during the hold-
ing period of T years; as shown in (4), CF, is as-
sumed to be a constant percentage, B, of net
operating income, Y,,, which is, in turn, is assumed
to grow annually at a constant rate, g;,.

The second component is the present value of
the property’s resale price, SP;;, at T; as shown in
(4), SP;; is estimated as the ratio of net operating
income at time T+1 over a terminal capitalization
rate, C;;. Lastly, as indicated by (5), the latter is
typically derived from the prevailing capitalization
rate (which in this equilibrium formulation equals
C¢,) by adding a premium, r;, that reflects the ris-
kiness of future cash flows.

Incorporating (3)-(5) in (2) yields (6). Solving (6)
for C¢,, yields (7), expressing the equilibrium cap-
italization rate in terms of three sets of exogenous
determinants: the discount rate d;; the expected rate
of growth of net income, g;,, and the risk adjust-
ment associated with the terminal capitalization
rate. Lastly, incorporating (7) into (1) yields (8), the
empirical formulation of the prevailing capitaliza-
tion rate.

Y;,

Ce= (6)
T 1+ l)n ] + : T+1
8Y, (1+g (1+g)
n=1 {1 +d|t)” (Cei[+rI¢)(1 +d;|)T
Cu]‘ :C[d", ri:, g”] (7)
InC,, =8InC=(d;,, r;, gp) +(1-8) InCy, (8)

The Data And Variable Proxies

The empirical formulation in (8) sets the platform
for the empirical analysis of cross-section variations
in capitalization rates. What follows is a discussion
of the market-extracted capitalization rates used in
this analysis and the alternative empirical proxies
developed for the three sets of explanatory vari-
ables embedded in (8).
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FIGURE 1

Average Metropolitan Capitalization Rates

_ Capitalization Rate, % 1995 Capitalization Rate,%
Metropolitan Area 1995 1991 65 70 75 80 &5 90 95 100 105
B s E I e R S R
San Francisco, CA 71 71 San Francisco, CA ;
Boston, MA 79 8.2 Boston, MA I
Minneapolis/St. Paul, MN 8.0 8.1 Minneapolis/St. Paul, MN 1
Orange County, CA 8.2 7.2 Orange County, CA
Seattle, WA 8.3 84 Seattle, WA l
Sacramento, CA 8.3 8.7 Sacramento, CA =
Charlotte, SC 8.3 88 Charlotte, SC
Atlanta, GA 8.3 8.7 Atlanta, GA = ;
Washington, D.C. 8.4 74 Washington, D.C. ’
Nashville, TN 85 9.4 Nashville, TN =
Fort Lauderdale, FL 8.6 8.3 Fort Lauderdale,
Los Angeles, CA 8.6 7.4 Los Angeles, CA O R SN R G
Honolulu, HI 86 6.9 Honolulu, HI I
Miami, FL 8.6 11.0 Miami, FL I
Denver, CO 86 0.9 Denver, CO [N
Austin, TX 86 10.0 Austin, TX _
Salt Lake City, UT 8.7 9.4 Salt Lake City, UT I
West Palm Beach, FL 8.7 9.7 Waest Palm Beach, FL [ i
Portland, OR 87 7.8 Portland, OR —
Phoenix, AZ 87 8.6 Phoenix, AZ | NG
Chicago, IL 87 79 Chicago, IL |GGG
Cincinnati, OH 8.7 8.8 Cincinnati, OH I NG
Columbus, OH 8.8 9.1 Columbus, OH |G
Indianapolis, IN 88 9.4 Indianapolis, IN |G
Kansas City, KS 88 8.7 Kansas City, KS _
New York, NY 8.9 8.1 New York, NY I
Oakland, CA 89 83 o R
Cleveland, OH 89 8.0 Cleveland, OH NG
Saint Louis, MO 8.9 8.0 Saint Louis, MO IR
Tampa Bay, FL 89 8.9 Tampa Bay, FL NN
Detroit, MI 9.0 8.5 Detroit, Ml =
San Diego, CA 9.1 8.2 San Diego, CA
Las Vegas, NV 9.1 94 Las Vegas, NV | IR
Jacksonville, FL a1 88 Jacksonville, FL
Baltimore, MD 9.1 87 Baltimore, MD=
Philadelphia, PA 8.2 8.9 Philadelphia, PA I
Long Island, NY 93 8.1 Long Island, NY —
San Jose, CA 04 87 San Jose, CA NG
Orando, FL 94 88 Orlando, FL_
Dallas/Fort Worth, TX 8.5 0.4 Dallas/Fort Worth, TX | I
Riverside/S Bernard., CA 9.8 9.2 Riverside/S. Bemard., C —
Houston, TX 9.8 9.1 Houston, TX—
Oklahoma City, OK 9.0 11.5 Oklahoma City, OK —
Average 8.8 88 '
Standard Deviation 05 09

Source: The National Real Estate Index (a Koll publication)
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Capitalization Rates, C;

Market-extracted capitalization rates for each of 43
metropolitan markets were obtained from the Na-
tional Real Estate Index (a Koll publication). These
metropolitan-wide capitalization rates reflect aver-
ages of transaction-specific ratios of actual NOI over
the transaction price.

Although this analysis places emphasis on
cross-section variations in the 1995 capitalization
rates, for comparison purposes spatial variations in
the 1991 capitalization rates are also examined. Re-
ferring to the fourth quarter of 1995 and 1991, these
capitalization rates are portrayed in Figure 1. As
seen from this figure, the 1995 estimates range from
7.1% in San Francisco to 9.9% in Oklahoma City;
their mean and standard deviation are estimated at
8.8% and 0.5, respectively. Exhibiting a somewhat
greater variability, the 1991 estimates range from
6.9% in Honolulu to 11.5% in Oklahoma City; their
mean and standard deviation are estimated
at 8.8% and 0.9, respectively. Although variations
in neither 1995 nor 1991 are enormous, they are
sufficiently large to induce substantial differences
in investment value estimates.” A closer look, then,
into their interarea determinants is warranted.

Variable Proxies

Appropriate proxies are discussed now for the
three sets of determinants for capitalization rate
variations across markets, including the discount
rate, risk premium associated with the terminal
capitalization rate and income growth expectations.

Discount rate (d). The conventional components
of the discount rate include the real opportunity
cost of investment capital, usually proxied by the
riskless T-bill rate; expected inflation, often re-
flected in the difference between the short-and
long-term T-bill rates; and several investment risk
premiums. Given a nationally integrated capital
market, only investment risk premiums are ex-
pected to vary across metropolitan areas. Thus, for
the purpose of this cross-section analysis, only
proxies for these premiums are developed.

Four such proxies, presumably shaping investor
risk perceptions across metropolitan office markets,
can be identified. The first involves the softness of
the space market as reflected, for example, in the
prevailing vacancy rate; the higher this rate, the
higher the risk that rent growth forecasts will not be
realized. The second encompasses the perceived
construction risk or the tendency of the market to
become oversupplied. This can be proxied by the
completions rate, computed as the ratio of comple-
tions over the existing stock. The third includes the

size of the office market as measured by the total
inventory of office space or total office employment;
smaller markets have not traditionally been favored
by institutional investors and, as such, may be con-
sidered as having a higher liquidity risk. Lastly, the
fourth involves the perceived volatility of a metro-
politan economy that can be proxied by variables
measuring the variability of historic metropolitan
growth rates, the diversity of industrial structure or
the sensitivity of the metropolitan economy to na-
tional influences.®

Risk premium associated with derivation of terminal
capitalization rate (r). As already mentioned, the
terminal capitalization rate used for the derivation
of the sales price at the end of the holding period is
calculated by adjusting current, market-extracted
capitalization rates for the perceived riskiness of the
income stream. Such riskiness is accounted for by
the factors already discussed.

Expected income growth (g). The cash flow of a
property is driven by its NOI which is, in turn,
determined by rental rates. Therefore, expectations
for cash flow growth are determined by expecta-
tions for rental growth. As such, the latter can be
proxied by one or more of the following influential
office market variables: changes in office rents, va-
cancy rates and total or office employment, as well
as completion or absorption rates. Vacancy rate
levels may also affect income growth expectations
as markets with lower vacancy rates may be consid-
ered more likely to experience rent increases.
Which of these variables best capture investor ex-
pectations for rental growth is an empirical ques-
tion that can only be resolved through the
estimation of (8).

The Empirical Model

The database used for the empirical analysis in-
cludes the capitalization rate data already discussed
along with data on several office market variables
obtained from CB Commercial, Torto Wheaton Re-
search. The detailed empirical model specification
was formulated after an extensive experimentation
with a number of alternative definitions and lag
structures of the variable proxies just discussed.
The chosen specification of these proxies, the re-
spective explanatory variable group they may repre-
sent, and their expected effects on capitalization
rates are summarized in Table 1. Shown in (9), the
empirical model incorporating these proxies as-
sumes a log-log functional form proxying the non-
linearities embedded in (1) and (6). Note that under
such a functional form both the dependent and all
independent variables that do not assume negative
values are in logarithmic form.
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ImCAP=b,+b, InLCAP + b, InSTOCK + by InCOMP +
b, ABS+b, InVAC+b, InGVOL (9)

where:

LCAP : Lagged Capitalization Rate
(lag =6 quarters)

STOCK : Lagged Office Stock (lag =2 quarters)

COMP : Lagged Completions Rate =
Completions/Stock (lag =4 quarters)

ABS @ Lagged Absorption Rate or Absorption/
Stock (lag =4 quarters)

VAC  : Lagged Vacancy Rate (lag =2 quarters)

GVOL : Growth Volatility, estimated as the
standard deviation of metropolitan em-
plovment growth rate during the pre-
ceding 5 years

Estimation Results

Table 2 presents the estimation results of (9), ap-
plied to both the 1995 and 1991 capitalization rates.
The discussion first focuses on the 1995 estimates.
Two useful insights are gained from the inspection
of the estimation results:

(i) Differences in market conditions play an impor-
tant role in shaping intermetropolitan variations
in office capitalization rates.

TABLE 1

Variable Proxies and Expected Effects on
Capitalization Rates

Expected Effect

Proxy on Capitalization
Variable for Rate
Vacancy Risk Premium, Positive
Rate, Income Growth Positive
VAC Expectations
Lagged Risk Premium, Positive
Completions Income Growth Positive
Rate, Expectations
COMP
Lagged Income Growth Negative
Absorption Expectations
Rate,
ABS
Office Risk Premium Negative
Market Size,
STOCK
Job Growth Risk Premium Positive
Volatility,
GVOL
38

This conclusion is reflected in the solid perfor-
mance of critical office market variables such as the
vacancy rate, VAC, the completions rate, COMP, the
absorption rate, ABS, and the size of the office mar-
ket, STOCK. In particular, the significant positive
signs of the marketwide vacancy rate, VAC, and the
lagged mmpletlons rate, COMP, most likely indi-
cate that investors require a risk premium or adjust
downwards their income growth expectations when
investing in markets with higher vacancy or com-
pletion rates. Similarly, the significant negative ef-
fect of lagged absorption, ABS, may mirror the
upward adjustments in investor income growth ex-
pectations in office markets with higher absorption
rates. The negative effect of office space inventory,
STOCK, is consistent with the argument that real
estate investors place a risk premium when inves-
ting in properties located in smaller cities. Lastly,
the interest of real estate investors in markets that
are more stable than others is signified by the sta-
tistical significance of GVOL, whose positive sign
may reflect the risk premium investors require
when buying assets in volatile markets.

(ii) On average, office Lapitaliz'ation rates appear
not to adjust rapidly in response to changes in
metropolitan office market conditions.

Such a conclusion is bolstered by the significance
and magnitude of the coefficient of the lagged cap-
italization rate, LCAP. Estimated as one minus this
coefficient, the average adjustment speed embed-
ded in these empirical results is well below unity,
the value that signifies an instantaneous adjust-
ment process.”

The Empirical Results Using The 1991 Capitalization
Rate

By and large, conclusions similar to those just ad-
vanced can be reached through the inspection of
the estimation results pertaining to the 1991 capital-
ization rates. Yet some variables appear to exert
weaker effects than those uncovered by the results
pertaining to the 1995 capitalization rates. As
shown in Table 2, the effect of GVOL, capturing
growth volatility, and COMP, measuring the lagged
completions rate, appear to be statistically insignifi-
cant predictors of the 1991 capitalization rate. As
such insignificance cannot be attributed to collin-
earity effects, a plausible explanation may lie in re-
cessionary forces that might have put additional
strains on already oversupplied office markets in
1991. In light of such dismal market conditions, it is
quite likely that the past completions rate and the
historic volatility of the economy alike became less
relevant as risk measures.

Conclusion

This article lends credence to the argument that
interarea differentials in office capitalization rates do
exist, thereby suggesting that institutional investors
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TABLE 2*

Estimation Results
Dependent Variable: Natural Logarithm of the
Capitalization Rates

Parameter Estimates®

Independent Variables* 1995 1991
VAC 0.0767 0.0876
(3.32) (3.20)

coMP 0.0051 0.0036
(1.75) (0.69)

ABS —0.8362 —0.6544
(—2.46) (-2.13)

STOCK —0.0129 —0.0260
(—1.98) (—2.80)

GVOL 0.0111 0.0031
(1.60) (0.28)

LCAP 0.6507 0.6022
(6.86) (7.87)

CONSTANT —3.536 —3.2586
(—14.04) (—12.84)

Number of Observations 43 43
R-Squared 0.75 0.85
Adjusted R-Squared 0.71 0.83

* The results presented here are based on OLS
(Ordinary Least Squares)

© T-statistics in parenthesis below the coefficients

< All independent variables but ABS are expressed in
natural logarithms

account for such variations when valuing diversified
real estate holdings across metropolitan office
markets.

The empirical findings suggest that such varia-
tions are largely determined by differences in criti-
cal office market variables that presumably shape
investor income growth expectations and risk per-
ceptions. Such variables include the vacancy rate,
completions rate, absorption rate, the size of the
market and the historic volatility of the metro-
politan economy. Lastly, the estimation results are
consistent with the assertion that, on average, cap-
italization rates do not respond very rapidly to
changing market conditions.

The comparison between the 1995 and 1991 esti-
mation results suggests that real estate cycles may
also influence the effect of the factors just dis-
cussed. Thus, future analysis of such rates should
explore the significance of cyclical real estate move-
ments and the relative importance of the time-
varying and cross-section effects of these factors.
Such analysis will hopefully provide additional in-
sights into the underlying determinants of capital-
ization rates and, perhaps, shed more light on

the partial adjustment processes that seem to un-
derlie movements in such rates.
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Associates, 1996) Volumes 2 and 3.

. Given (1), an adjustment speed that takes the value of 1 signifies

an instantaneous adjustment to new market conditions. In con-
trast, an adjustment speed close to zero signifies an extremely
slow adjustment process. Given the cross-sectional nature of this
analysis, the estimated adjustment coefficients are “average”.
Difterences in speeds of adjustments across metropolitan mar-
kets can only be discerned through time series analysis.

Office Capitalization Rates: Why Do They Vary Across Metropolitan Markets? 39



FACTORY
OUTLET
CENTERS:
PUBLIC VS.
PRIVATE
PRICING

by Howard C. Gelbtuch, CRE
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rom the late 1980s until just recently, the re-

gional mall was the most preferred property

type for direct investment. The change oc-
curred because most consumer preferences shifted
from mall-driven conspicuous consumption of de-
signer jeans and the like, to more value-oriented
shopping. When retailers and shopping center de-
velopers realized that it was more fashionable to
buy goods at bargain prices than to flaunt one’s
wealth, various value-oriented formats evolved
such as

B Factory outlet stores, owned and operated by
manufacturers, sell directly to the consumer and
eliminate interim markups in pricing. Among the
manufacturers choosing this route are Van
Heusen, Levi Strauss & Co., Nike and London
Fog.

m Catalog outlets, retail stores operated by the ma-
jor catalog merchandisers such as Lands” End
and L.L. Bean, offer discounts from standard
pricing.

B Specialty outlet stores, operated by the specialty
chains, are increasingly found in outlet shopping
centers—neighborhood or community sized-
centers tenanted exclusively with value-oriented
stores. These centers frequently include Nine
West, Ann Taylor, VF Corp., Levi Strauss & Co.
and Nike.

The number of factory outlet centers in the U.S.
nearly tripled between 1988 and 1994, from 108 to 311.
Their meteoric growth coincided with an early 1990
structural change in traditional large investor atti-
tudes toward direct investment in real estate. Mort-
gage loan portfolios at commercial banks were
coming under increasing regulatory scrutiny as fore-
closures increased; excessive imprudent lending by
many savings and loan associations lead to their
eventual insolvency or demise; and insurance com-
panies faced intense examination by both rating
agencies and state regulatory authorities. In addi-
tion, many tax-oriented limited partnerships became
increasingly insolvent because of the confluence of
the Tax Reform Act of 1986, a weak economy and
severe overbuilding. Also, corporations came under
pressure from stockholders to better deploy their
capital, including funds tied up in real estate, and
foreign investors became disenchanted with the per-
formance of their U.S. real estate acquisitions. Lastly,
pension fund investors began to question the wis-
dom of real estate investment as their expectations for
real estate liquidity and theoretical performance
evaporated. The result was a shedding of real estate
assets and, more important, a shortage of traditional

Howard C. Gelbtuch, CRE, MAI, a principal with Greemvich
Realty Aduvisors, Incorporated in New York City, frequently
writes on retailing topics.
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private sector capital available for direct investment
in real estate.

Public Vs. Private Investor Attitudes

With private investors rethinking their real estate
asset allocations, the time was ripe to tap the public
markets for capital. Public equity markets tradi-
tionally had been frowned upon by real estate devel-
opers because of the abundance of institutional
capital available in private market transactions, the
perceived higher cost of public capital, the nuisance
of dealing with numerous individual (rather than
institutional) investors and the risk of losing privacy
and control.

The negative change in institutional attitudes
toward real estate also coincided with an increas-
ingly positive attitude by smaller investors. Individ-
uals were attracted to the enhanced liquidity
available through the stock market compared to pri-
vate ownership of real estate. They were encouraged
by a small but growing precedent of publicly-held
real estate companies, e.g., Rouse, Federal Realty
Investment Trust and Weingarten Realty Investors.
The transition from private to public ownership was
further facilitated by the increasing number of insti-
tutional managers focusing on real estate, including
Fidelity Investments and Cohen & Steers Capital
Management Inc. With a lack of institutional financ-
ing, the surge in factory outlet centers was financed
largely with the sale stock in new, publicly-traded
companies such as Chelsea GCA Properties, HGI
Realty, Tanger Factory Outlet Centers and Factory
Stores of America.

Location, Location, Location

Most outlet centers are situated away from large
metropolitan areas in order not to compete with the
manufacturer’s larger customer base at department
stores and mass merchandisers. While the public
became enamored with the concept of outlet shop-
ping, many direct real estate investors have resisted
because of store locations in small towns like Boaz,
Alabama; North Bend, Washington; or Mineral
Wells, Texas. While these may be pleasant places to
live, institutions that invest directly in real estate
through mortgages or equity typically prefer the
larger, more dominant neighboring cities such as
Huntsville, Seattle and Fort Worth where replace-
ment tenants are easier to find if the outlet concept
fails. Many outlet center companies compensate for a
small local populace by locating properties in tourist-
dominated cites such as Branson, Missouri; Lake
George, New York; and Conway, New Hampshire.
Mortgage financing in small towns often is available
from locally based banks or thrifts.

However, not all factory outlet center REITs in-
clude poorly located real estate. Woodbury Com-
mons, north of New York City and operated by
Chelsea GCA Realty, is among the most successful

Factory Outlet Centers: Public Vs. Private Pricing

outlet center in the country because of its outstand-
ing highway access and relative proximity to the
New York metropolitan area. Similarly, the
Secaucus area of New Jersey and many tourist-
dominated towns of New England draw large
crowds of shoppers because of their outlet centers.
Although many direct real estate investors are un-
willing to invest in traditional outlet center loca-
tions, the publics favorable response to the concept
is largely responsible for the infusion of funds into
outlet center companies.

The Arbitrage Opportunity

From a company perspective, current dividend
vields of about 8 percent on many factory outlet
stocks are favorable since they are far less than the
capitalization rates the property would command if
sold individually in the open market. (A capitaliza-
tion rate which is derived by dividing a property’s
income over its value, is akin to a dividend rate.
However, a REIT does not pay all of its cash flow as
dividends to investors.) The demand for higher cap
rates is primarily a function of the location and the
limited re-use potential of most outlet centers. The
lower dividend rate accorded the factory outlet
shares indicates that investors are willing to pay a
premium (accept a lower return) for the increased
liquidity available through stock ownership, as well
as for professional management.

This disparity in pricing has resulted in owners
of outlet center companies seeking public rather
than private financing, even if the latter is more
available, since it is far less expensive to offer stock
with an 8 percent dividend than to sell or finance
an outlet center based upon a capitalization rate
several hundred basis points higher. This is true
even after adding the costs of going public.

For the investor, this has led to interesting oppor-
tunities in investment arbitrage. For example, The
Mills Corporation’s value-oriented, super regional
malls often house 15 to 20 anchor stores, such as Bed,
Bath & Beyond, Filene’s Basement and Marshall’s,
along with up to 200 smaller stores. These have
become destinations unto themselves. Yet the divi-
dend yield on The Mills Corporation stock is cur-
rently about 10.5%, probably less than the
capitalization rate otherwise assigned to its proper-
ties by real estate buyers and sellers. Therefore,
sophisticated investors can arbitrage investments in
REITs with direct real estate investments by analyz-
ing each risk/reward ratio. If the dividend rate on a
given stock exceeds the capitalization rate for a simi-
lar alternative real estate investment, the stock
should be purchased.

Reflective of real estate markets overall, REITs
trailed the admittedly sizzling performance of the
Dow Jones Industrial Average in 1995; the NAREIT
Equity Index was up 15.3 percent last year
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TABLE 1
Price Performance Of REITs During 1995

Sector 1995 Price Change
Office 24.8%
Hotel 17.6%
Industrial 12.8%
Apartment 4.0%
Regional Malls ( 6.8%)
Shopping Centers ( 8.6%)

Factory Outlets (10.2%

Source: 1996-Annual Review and Outlook For REITs,
Lehman Brothers

compared to 37.6 percent for the S&P 500. Shop-
ping center stocks generally did not perform as well
and outlet center REITs were even worse.

Based upon the performance of outlet center
stocks through 1995, direct real estate investors
have proven themselves to be more astute than the
public by steering clear of real estate that is loca-
tionally Lhallenged It is uncertain whether this was
a conscious decision to avoid outlet centers, due to
other perceived opportunities for better capital de-
ployment, or because of a general aversion to real
estate. Perhaps time will prove that factory outlet
companies, at their current pricing, are an attractive
investment. If so, it will not be because the quality
of their underlying real estate is high.

Looking Forward

The stock market is usually an excellent prognostica-
tor of returns as shown in Table 1. Many Wall Street
brokerage firms are projecting an overall return of 15
percent from REITs in 1996. As this is based on the
sum of both an annual dividend and expected price
appreciation, it is similar to an IRR in real estate
parlance. Investors who concur with this scenario
but cannot buy real estate directly at a 15 percent IRR
may be better off investing in REITs. Within the REIT
universe, some stocks are expected to outperform
the average (office companies for example) while
others with shopping centers are expected to under-
perform. Counter-cyclical investors, or those with
the capacity to add value to their acquisitions, may
continue to prefer investing in real estate. REITs
themselves also will begin to arbitrage capital costs
by taking advantage of the current low interest rate
environment to borrow money for acquisitions.

As the REIT market continues to expand, real
estate counselors will need to reconcile real estate
terminology with that used by stock analysts and
to recognize that stocks and real estate compete
with each other for capital. The distinction between
owning bricks and mortar and share certificates is
blurring, and real estate counselors who want to
remain on the leading edge of their profession have
to speak both languages.
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A SIMPLIFIED
APPROACH TO

UNDERSTANDING

CAPITALIZATION
RATES

by Young W. Chai

A Simplitied Approach To Understanding Capitalization Rates

based on yesterday’s prices reflects a tradi-

tional process which estimates the market
value of an asset by analyzing prior and current
comparable sales. While the approach inherently
produces a time lag and smoothing, this article ar-
gues that these may be the result of insensitivity to
real estate market conditions which, in turn, affect
expectations for future income growth.

T he criticism that today’s properties are valued

Valuation Of Real Estate Investments

There are two generally accepted approaches to
value commercial real estate. The first approach is
the present value of expected future income from
an investment, or the discounted cash flow (DCF)
approach. This method involves two steps: (1) esti-
mating the future net operating income and resid-
ual value, and (2) calculating the present value of
the cash flow by discounting the income stream at a
risk-adjusted, required rate of return. The second
approach is the market extract method in which
capitalization rates from prior or current sales trans-
actions are applied. A capitalization rate, analogous
to a price/earning ratio used in securities markets,
is simply a ratio of net operating income over price.

In theory, the DCF and market extract ap-
proaches should result in the same valuation of an
asset, because a capitalization rate reduces all the
assumptions used in the DCF approach into a sin-
gle number. Let’s assume a simple world in which
investors do not pay taxes, the cost of debt and
equity is the same and buildings are purchased
and held until they become obsolete. In this world,
the capitalization rate equals: the risk-adjusted re-
quired rate of return—the expected NOI growth
rate + the economic depreciation rate for the
building.!

Data On Capitalization Rates

Although capitalization rates are probably the most
important performance/valuation measure for com-
mercial real estate assets because of their prevalent
use, they are probably the most difficult pieces of
information to obtain. In the public REIT market,
the proxy for capitalization rates is the ratio of
funds from operation (FFO) over the market value
of debt and equity. However, at least two factors
make the use of this ratio difficult. First, the market
value of debt is difficult to assess unless it is
publicly-traded. Second, the market value of equity
incorporates intangible franchise value which can-
not be easily valued as distinct from the total value
of the enterprise.

Young W. Chai, Ph.D. is a vice president of research at Copley
Real Estate Advisors, a real estate investment management
firm with approximately $6.2 billion of assets under manage-
ment on behalf of institutional and individiual investors. He
received a Ph.D. from Massachusetts Institute of Technology
and an MBA from the University of California, Los .-’mgcc'h’s.‘
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FIGURE 1

Capitalization Rate for Industrial Properties—ACLI
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In the private market, capitalization rates are
difficult to obtain due to infrequent sales transac-
tions and the proprietary nature of private property
operating information. In the absence of a reasona-
bly reliable method of valuing commercial real es-
tate, institutional investors primarily rely on
appraisals to monitor the value of their assets. Two
appraisal-based capitalization rate series provide
the sufficiently long history as well as broad sam-
pling necessary for time-series analyses. They con-
sist of commercial mortgage commitment data from
the American Council of Life Insurance (ACLI) and
the Property Index (NPI) from the National Council
of Real Estate Investment Fiduciaries. Throughout
this article, data for the industrial/warehouse prop-
erty type at the national level will be used as an
example. This property type was chosen because it
is least affected by diverging definitions of NOI.
However, the methodology of the analysis for other
property types should be the same. The ACLI data
is provided by large life insurance companies
which underwrite commercial mortgages. The data,
published quarterly, include summary information
for mortgages including capitalization rates, loan-
to-value ratios, interest rates and amortization
terms.

Figure 1 illustrates historic capitalization rates
for industrial properties taken from the ACLI series
between 1979 and 1995. The series has an average of
10.32 percent with a standard deviation of 1.29 per-
cent. Until the 1990s, the series is highly correlated
with the 10-yvear U.S. Treasury interest rate series.
Between 1979 and 1995, approximately 56 percent of
variance in capitalization rates can be explained by
the movement in interest rates.

The NPI is compiled quarterly from data pro-
vided by investment advisors who own commercial
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FIGURE 2

Implicit Capitalization Ratesbased on NPI
Warehouse Data
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real estate on behalf of pension funds and other
institutions. The NPI data provide a time series for
net operating income and price on a quarterly basis.
Since the capitalization rate is the ratio of the ex-
pected net operating income for the next year di-
vided by this year’s price, one can calculate the
implicit capitalization rate for the properties in-
cluded in the NPI. To estimate the expected net
operating income for the next vear, the current
year’s change in net operating income was extrapo-
lated. As shown in Figure 2, implicit capitalization
rates averaged 8.08 percent with a standard devia-
tion of 0.97 percent between 1979 and 1995. The
income return series, as reported by NPI, has a
slightly lower average (i.e., 7.81 percent) and lower
volatility (i.e., a standard deviation of 0.74 percent)
during the same time frame. Unlike the ACLI data,
the implicit capitalization rate series is not even
modestly correlated with the interest rate series, as
shown in Figure 2.

Each of the series contains problems associated
with how capitalization rates are estimated. Specifi-
cally, ACLIs series is based on artificial net operat-
ing income which is arrived at by assuming that a
building is operating under full occupancy, defined
typically as 95 percent. In a market environment
characterized by much lower occupancy rates, this
assumption would lead to unrealistically high cap-
italization rates. Also, most investment advisors
who supply the NPI data are required to have their
properties appraised by independent appraisers
only once a year. During the year’s other three quar-
ters, these advisors use internally generated
appraisals.

Notwithstanding the problems associated with
the capitalization rates derived from these series, it
is important to understand them. To value assets
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FIGURE 3
Expected NOI Growth and CPI Inflation Rates
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properly, one must understand what is determining
market capitalization rates. A careful analysis of
capitalization rates can help investors determine
whether an investment opportunity is over-priced
or under-priced based on market fundamentals.

Analysis Of Expected NOI Growth Rates

Since a capitalization rate series can be derived
from the ACLI and NPI data, and assuming that the
economic depreciation rate is 2.47 percent per year,
one can estimate expected NOI growth rates be-
tween 1979 and 1995 as shown in Figure 3. The
series, based on the ACLI data, has an average of
2.92 percent with a standard deviation of 0.86 per-
cent. Therefore, the series suggests that expected
NOI growth rates fell within the range of 2 percent
to 4 percent during most of the observed time
frame.

The series based on the NPI data indicates an
optimistic set of expectations. The expected NOI
growth rates averaged 5.16 percent with a standard
deviation of 1.50 percent. One might argue that the
spread between these two expected NOI growth
rate series may be explained partly because the
properties included in the NPI data consist of insti-
tutional quality buildings, whereas those included
in the ACLI data are typically a mix of Class A, B
and C buildings. However, the magnitude of the
spread has not been consistent over time, making
this explanation difficult to accept.

A comparison of these expected NOI growth
rates against 10-year CPI inflation expectations re-
veals interesting results as shown in Figure 3.2 The
expected 10-year CPI inflation rate series averaged
5.29 percent with a standard deviation of 1.41 per-
cent. This suggests that the series mirrors the ex-
pected NOI growth rate series based on the NPI
data.

A Simplified Approach To Understanding Capitalization Rates

FIGURE 4
Actual Annual Changes in NOI and CPI
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Figure 4 illustrates actual annual changes in the
NOI index from the NPI data and CPI between 1979
and 1995. Although the CPI series averaged 5.14
percent with a standard deviation of 3.35 percent,
actual annual changes in NOI averaged only 2.34
percent with a standard deviation of 6.59 percent.
During this time frame, actual changes in NOI have
not only been low compared to CPI, but also far
more volatile. Therefore, one can conclude that in-
vestments in warehouse properties have provided
only modest protection against inflation. More im-
portantly, actual changes in NOI are not correlated
with expected NOI growth rates. This is clear evi-
dence that prior real estate market performance is
not incorporated into the valuation process.

Figure 5 illustrates the spread between ex-
pected NOI growth rates and 10-year CPI inflation
expections. It is quite evident that investment advi-
sors’ expectations of NOI growth, based on the NPI
data, are highly correlated with CPI inflation expec-
tations. In fact, the average spread between these
two series was negligible at 0.13 percent.

The expected NOI growth rate series based on
the ACLI data is insensitive to expected inflation
rates between 1979 and 1995. However, a remarka-
bly close relationship existed between these two
series during the period of 1987-1995 with an aver-
age spread of negative 1.41 percent. This negative
spread probably existed because industrial vacancy
rates during this period were above the equilibrium
level. If market conditions were to approach equi-
librium, the spread should tighten because rents
are likely to increase at a faster pace. Prior to 1987,
the spread between the ACLI-based expected NOI
growth rates and general inflation rates was signifi-
cantly lower, averaging negative 3.45 percent. In
hmd51ght since rents have not kept up with infla-
tion through most of the 1980s, one can conclude
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FIGURE 5

Spread Between Expected NOI Growth and
10-Year CPI Inflation Rates
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that the ACLI-based expected NOI growth rates
were closer to the actual changes in the NOI index.
More specifically, such a large spread may be ex-
plained by industrial vacancy rates, which in-
creased from 2.7 percent in 1978 to 5.8 percent in
1986. Obviously, if vacancy rates rise significantly
beyond the equilibrium level, one would not expect
rents to keep up with inflation rates.
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Conclusion

Based on analysis of capitalization rates derived
from the NPI data, one can conclude that they are
highly correlated with inflation expectations re-
flected in the Treasury market. The lack of correla-
tion between past performance and expected NOI
growth rates suggests that real estate market condi-
tions have been delinked in the valuation process. If
real estate market conditions had been in equilib-
rium throughout the observed time frame, this
would not have been a source of concern. However,
history has shown that real estate markets are usu-
ally in disequilibrium.

Given that an increasing number of institu-
tional investors are focusing on opportunistic in-
vestments, the finding that disequilibrium in real
estate market conditions is not fully priced in the
valuation process indicates that the anal\ sis of cap-
italization rates can be a useful tool for identifying
investment opportunities. For example, investors
can use the NPI data in Figure 5 to support their
acquisition or disposition decisions. When the
spread is persistently positive (e.g., between 1988
and 1993), market sentiment is probably overly bull-
ish. Therefore, investors should monitor market
conditions carefully to consider selling their invest-
ments. Conversely, if the spread is abnormally neg-
ative, the market may be overly bearish. The
second half of 1994 and the first half of 1995, when
the spread was around —2.0 percent, appears to
have been an opportunistic period to acquire ware-
house buildings. Since the series has a mean of 0.13
percent, the spread is very likely to approach or
exceed zero in the near future.

NOTES

1. The risk adjusted required return can be estimated using the
capital asset pricing model (CAPM) and data provided by indus-
trial public REITs. The risk adjusted rate of return would be
9.75% assuming a 7% vield on the 10-vear U.S. Treasury, a
market rate of return of 12% (the historic average for the S&P
500) and a weighted average beta for industrial REITs of 0.55.
The economic depreciation rate can be assumed to be 2.47%
based on a study by Charles Hulten and Frank Wvkoff, “The
Measurement of Economic Depreciation.” in Charles R. Hulten,
ed., Depreciation. Inflation, and the Taxation of Income from Capital
The expected NOI growth rate is the most difficult to calculate
so it is often assumed to grow at the rate of inflation. However,
NOI is unlikely to grow at the rate of inflation unless real estate
market conditions are at or near equilibrium.

. To arrive at 10-year CPl inflation expectations reflected in Treas-
ury rates, the historic average real interest rate of 3.0% is as-
sumed when 10-vear US. Treasury averaged 7.0%. When the
Treasury is above or below 7.0%, real interest rates should also
be higher or lower than 3.0%. Accordingly, the expected 10-year
CPl inflation rate is defined as 10-vear U.S. Treasury vield*0.57.
The resulting expected 10-vear CPI inflation series mirrors very
closely with survev data in “Survev of Professional Forecasters”
by the Federal Reserve Bank and “Decision-Makers Poll” by Dick
Hoey.
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310.820.0900

fax 310.820.1703

Richard C. Shepard, CRE
Real Estate Strategies and
Advisory Services

66 Chesterfield Lakes

St. Louis, MO 63005-4520
314.530.1337

fax 314.530.1356
(continued)

APPRAISAL & VALUATION

General

Russell J. Chambers, CRE
Dean Appraisal Co.

690 E. Maple Rd.
Birmingham, MI 48009
810.540.0040

fax 810.540.8239

Webster A. Collins, CRE
Whittier Partners

155 Federal St.

Boston, MA 02110
617.482.6000

fax 617.482.5509

Briana M. Finley, CRE
Lacor Ltd., Realty Advisors
P.0O. Box 5183

El Dorado Hills, CA 95762
916.933.1101

Norman A. Gosline, CRE
Gosline & Company

P.O. Box 247

Gardiner, ME 04345
207.582.1100

fax 207.582.2755

David E. Lane, CRE
David E. Lane, Inc.
9851 Horn Rd., Ste., 140
Sacramento, CA 95827
916.368.1032

fax 916.368.1080

David M. Lewis, CRE
Lewis Realty Advisors
952 Echo Ln., Ste. 315
Houston, TX 77024
713.461.1466

fax 713.468.8160

Robert J. McCarthy, CRE
Dolben Appraisal &
Consulting Co., Inc.

One Beacon St.

Boston, MA 02108
617.371.9500

Robert H. Scrivens, CRE
National Valuation Services, Inc.
171 Ridgedale Ave.

Florham Park, NJ (07932
201.822.2323

fax 201.822.1215

Lynn M. Sedway, CRE
Sedway Kotin Mouchly Group
3 Embarcadero Center, #1150
San Francisco, CA 94111
415.781.8900

fax 415.781.8118

John E. Sylvester, Jr.,, CRE
Sylvester & Company
Lowell's Cove Rd.

Orr's Island, ME 04066-0048
207.833.6252

fax 207.833.6254

Kathy Wilke, CRE

Price - Denton Inc.

14800 Quorum Dr., Ste. 330
Dallas, TX 75240
214.960.1606

fax 214.960.8906

Acquisitions/Dispositions
David E. Lane, CRE

David E. Lane, Inc.

9851 Horn Rd., Ste., 140
Sacramento, CA 95827
916.368.1032

fax 916.368.1080 (continued)
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155 Federal St.
Boston, MA 02110
617.482.6000

fax 617.482.5509

Appraisal & Valuation,
continued

James R. MacCrate, CRE
Price Waterhouse, LLP

1177 Avenue of the Americas
New York, NY 10036
212.596.7525

fax 212.596.8938

Gregory H. Leisch, CRE
Delta Associates, Inc.,
701 Prince St.
Alexandria, VA 22314
703.836.5700

fax 703.836.5765

Environmental
Webster A. Collins, CRE
Whittier Partners

ASSET MANAGEMENT

James S. Carlson, CRE
Carlson Real Estate Advisors
16332 Wildfire Circle
Huntington Beach, CA 92649

Clearwater, FL 34624-3156
813.531.4600
fax 813.530.4004

714.377.9933 Ehud G. Mouchly, CRE
fax 714.377.9501 Sedway Kotin Mouchly Group
e-mail: 75720, 12100 Wilshire Blvd., #1050

2560@compuserve.com Los Angeles, CA 90025
310.820.0900

Carl Greenwood, CRE fax 310.820.1703
Greenwood & Son
440 W. First St., #201

Tustin, CA 92680

Richard C. Shepard, CRE
Real Estate Strategies and

714.544.4000 Advisory Services
fax 714.544.2420 66 Chesterfield Lakes
St. Louis, MO 630054520
George H. Jacobs, CRE 314.530.1337
Jacobs Enterprises, Inc. fax 314.530.1356
60Rt. 46 E
Fairfield, NJ 07004 Don E. Spencer, CRE
201.244.0100 Real Estate Advisory Services
fax 201.882.1560 300 120th Ave., NE
Bellevue, WA 98005
A.N. Justice, CRE 206.455.9888
Justice Corporation fax 206.455.3898

19329 US. 19 N.,, Ste. 100

CAPITAL MARKET ANALYSIS

Scott Muldavin, CRE

Roulac Group

900 Larkspur Landing Circle, Ste. 125
Larkspur, CA 94939

415.925.1895

fax 415.925.1812

INTERNATIONAL

Acquisitions/Dispositions, Richard J. Voelker, CRE
Market Analysis, VCK Capital Advisors, Ltd.

Corporate Outsourcing, 5910 N. Central Expressway,

and Cost Management SDt:h;smn 75206
Strategies 214.987.8080

LITIG

ATION

CONSULTING STRATEGY

General

Willis Andersen, Jr., CRE
REIT Consulting Services
701 S. Fitch Mountain Rd.
Healdsburg, CA 95448
707.433.8302

fax 707.433.8309

Russell K. Booth, CRE
Mansell Commercial

Real Estate Services, Inc.
6995 Union Park Center, #250
Midvale, UT 84047
801.567.4500

fax 801.567.4499

James S. Carlson, CRE
Carlson Real Estate Advisors
16332 Wildfire Circle
Huntington Beach, CA 92649
714.377.9933

fax 714.377.9501

e-mail: 75720,
2560@compuserve.com

Russell J. Chambers, CRE
Dean Appraisal Co.

690 E. Maple Rd.
Birmingham, MI 48009
810.540.0040

fax 810.540.8239

Webster A. Collins, CRE
Whittier Partners

155 Federal St.

Boston, MA 02110
617.482.6000

fax 617.482.5509

Philip S. Cottone, CRE
Property Trust Advisory Corp.
353 W. Lancaster Ave., Ste. 100
Wayne, PA 19087
610.971.1650

fax 610.971.1653

Briana M. Finley, CRE
Lacor Ltd., Realty Advisors
P.O. Box 5183

El Dorado Hills, CA 95762
916.933.1101

H. Ross Ford, CRE

H. Ross Ford Associates, Inc.
One Madison Ave.
Morristown, NJ 07960
201.540.0230/908.766.2335

fax 201.292.9377/908.766.2343

Norman A. Gosline, CRE
Gosline & Company

P.O. Box 247

Gardiner, ME 04345
207.582.1100

fax 207.582.2755

Ronald A. Harris, CRE
Cantrell, Harris & Associates
530 Bush St., 6th floor

San Francisco, CA 94108
415.956.6000

fax 415.956.4158

David E. Lane, CRE
David E. Lane, Inc.
9851 Horn Rd., Ste., 140
Sacramento, CA 95827
916.368.1032

fax 916.368.1080

Richard M. Langhorne, CRE
The Langhorne Company
848 Brickell Ave.

Miami, FL 33131
305.536.1000

fax 305.536.1236

Gregory H. Leisch, CRE
Delta Associates, Inc.,
701 Prince St.
Alexandria, VA 22314
703.836.5700

fax 703.836.5765

David M. Lewis, CRE
Lewis Realty Advisors
952 Echo Ln., Ste. 315
Houston, TX 77024
713.461.1466

fax 713.468.8160

James R. MacCrate, CRE
Price Waterhouse, LLP

1177 Avenue of the Americas
New York, NY 10036
212.596.7525

fax 212.596.8938

Jack C. Morgan, CRE

Jack C. Morgan Associates
6100 Fairview Rd., Ste. 103
Charlotte, NC 28210
704.554.9500

fax 704.554.9771

(continued)
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Litigation Consulting
Strategy, continued

Scott Muldavin, CRE
Roulac Group

900 Larkspur Landing Circle,
Ste. 125

Larkspur, CA 94939
415.925.1895

fax 415.925.1812

William H. Owen, CRE
Real Estate Research
Consultants

200 E. Robinson St., #690
Orlando, FL 32801
407.843.5635

fax 407.839.6197

John C. Opperman, CRE
Opperman Financial Group
3621 Clay St.

San Francisco, CA 94118
415.928.1235

fax 415.931.5408

Richard Rosenthal, CRE
The Rosenthal Group
1350 Abbot Kinney Blvd,,
Ste. 101; P.O. Box 837
Venice, CA 90294
310.392.5404

fax 310.392.2950

Richard C. Shepard, CRE
Real Estate Strategies and
Advisory Services

66 Chesterfield Lakes

St. Louis, MO 63005-4520
314.530.1337

fax 314.530.1356

Richard D. Simmons, Sr., CRE
Simmons Associates Limited
5 Broadway, Ste. 101

Saugas, MA 01906
617.231.3375

fax 617.231.0153

John E. Sylvester, Jr., CRE
Sylvester & Company
Lowell's Cove Rd.

Orr's Island, ME 04066-0048
207.833.6252

fax 207.833.6254

Paul G. Vogel, CRE

Realty Development
Research, Inc.

542 S. Dearborn St., Ste. 1260
Chicago, IL 60605
312.663.5111

fax 312.663.9136

John J. Wallace, CRE
Wallace & Steichen, Inc.
261 Hamilton Ave., #420
Palo Alto, CA 94301
415.328.0447

fax 415.328.3701

Kathy Wilke, CRE

’rice « Denton Inc.

14800 Quorum Dr., Ste. 330
Dallas, TX 75240
214.960.1606

fax 214.960.8906

Expert Witness and
Valuation

Richard Rosenthal, CRE
The Rosenthal Group
1350 Abbot Kinney Blvd.,
Ste. 101; P.O. Box 837
Venice, CA 90294
310.392.5404

fax 310.392.2950

Philip S. Cottone, CRE
Property Trust Advisory Corp.
353 W. Lancaster Ave., Ste. 100
Wayne, PA 19087
610.971.1650

fax 610.971.1653

George H. Jacobs, CRE
Jacobs Enterprises, Inc.
60 Rt. 46 E

Fairtield, NJ 07004
201.244.0100

fax 201.882.1560

Irene A. Kirchner, CRE
Arthur Andersen & Co.
133 Peachtree St., NE
Atlanta, GA 30303
404.681.6925

fax 404.223.7155

Richard M. Langhorne, CRE
The Langhorne Company
848 Brickell Ave.

Miami, FL 33131
305.536.1000

fax 305.536.1236

John McMahan, CRE
The McMahan Group
One Embarcadero Ctr.,
Ste. 2930

San Francisco, CA 94111
415.438.1800

fax 415.982.1123

(continued)

Litigation Consulting Strategy, continued

Robert H. Scrivens, CRE
National Valuation Services, Inc.
171 Ridgedale Ave.

Florham Park, NJ 07932
201.822.2323
fax 201.822.1215

MARKET ANALYSIS

Michael Conlon, CRE
Sedway Kotin Mouchly
Group

3 Embarcadero Center, #1150
San Francisco, CA 94111
415.781.8900

fax 415.781.8118

Norman A. Gosline, CRE
Gosline & Company

P.O. Box 247

Gardiner, ME 04345
207.582.1100

fax 207.582.2755

Irene A. Kirchner, CRE
Arthur Andersen & Co.
133 Peachtree St., NE
Atlanta, GA 30303
404.681.6925

fax 404.223.7155

Gregory H. Leisch, CRE
Delta Associates, Inc.,
701 Prince St.
Alexandria, VA 22314
703.836.5700

fax 703.836.5765

William H. Owen, CRE
Real Estate Research
Consultants

200 E. Robinson St., #690

Orlando, FL 32801
407.843.5635
fax 407.839.6197

Lynn M. Sedway, CRE
Sedway Kotin Mouchly Group
3 Embarcadero Center, #1150
San Francisco, CA 94111
415.781.8900

fax 415.781.8118

Paul G. Vogel, CRE

Realty Development
Research, Inc.

542 S. Dearborn St., Ste. 1260
Chicago, IL 60605
312.663.5111

fax 312.663.9136

John J. Wallace, CRE
Wallace & Steichen, Inc.
261 Hamilton Ave., #420
Palo Alto, CA 94301
415.328.0447

fax 415.328.3701

Ronald A.W. Young, CRE
The Advisory Group

Two Maryland Farms, Ste. 121
Nashville, TN 37027
615.221.5160

fax 615.221.5161

PENSION FUNDS

Robert J. McCarthy, CRE
Dolben Appraisal &
Consulting Co., Inc.

One Beacon St.

Boston, MA 02108
617.371.9500

John McMahan, CRE

The McMahan Group

One Embarcadero Ctr.,

Ste. 2930

San Francisco, CA 94111
415.438.1800; fax 415.982.1123

PORTFOLIO

ANALYSIS

Carl Greenwood, CRE
Greenwood & Son

440 W. First St., #201
Tustin, CA 92680
714.544.4000

fax 714.544.2420

Robert J. McCarthy, CRE
Dolben Appraisal &
Consulting Co., Inc.

One Beacon St.

Boston, MA 02108

17.371.9
B - (continued)
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Portfolio Analysis, continued
Ehud G. Mouchly, CRE

12100 Wilshire Blvd., #1050
Los Angeles, CA 90025
310.820.0900

fax 310.820.1703

Kathy Wilke, CRE

Sedway Kotin Mouchly Group Price - Denton Inc.

14800 Quorum Dr., Ste. 330
Dallas, TX 75240
214.960.1606

fax 214.960.8906

Christopher N. Carson, CRE
Christopher N. Carson, CRE
12 Chelsea Ct.

Hillsdale, NJ 07642-1227
201.644.4451

fax 201.664.1267

Ronald A. Harris, CRE
Cantrell, Harris & Associates
530 Bush St., 6th floor

San Francisco, CA 94108
415.956.6000

fax 415.956.4158

A.N. Justice, CRE

Justice Corporation

19329 US. 19 N., Ste. 100
Clearwater, FL 34624-3156
813.531.4600

fax 813.530.4004

PROPERTY MANAGEMENT

Robert H. Percival, CRE
Percival's, Inc.

301 S. McDowell St., Ste. 900
Charlotte, NC 28204-2646
704.333.1535

fax 704.333.8633

Robert H. Scrivens, CRE
National Valuation
Services, Inc.

171 Ridgedale Ave.
Florham Park, NJ 07932
201.822.2323

fax 201.822.1215

PROPERTY TAX SERVICES

Briana M. Finley, CRE
Lacor Ltd., Realty Advisors
P.O. Box 5183

El Dorado Hills, CA 95762
916.933.1101

Jack C. Morgan, CRE

Jack C. Morgan Associates
6100 Fairview Rd., Ste. 103
Charlotte, NC 28210
704.554.9500

fax 704.554.9771

Robert H. Scrivens, CRE
National Valuation
Services, Inc.

171 Ridgedale Ave.
Florham Park, NJ 07932
201.822.2323

fax 201.822.1215

Don E. Spencer, CRE

Real Estate Advisory Services
300 120th Ave., NE

Bellevue, WA 98005
206.455.9888

fax 206.455.3898

General

Russell J. Chambers, CRE
Dean Appraisal Co.

690 E. Maple Rd.
Birmingham, MI 48009
810.540.0040

fax 810.540.8239

REAL ESTATE

H. Ross Ford, CRE
H. Ross Ford Associates, Inc.
One Madison Ave.
Morristown, NJ] 07960
201.540.0230/908.766.2335
fax 201.292.9377/
908.766.2343

(continued)

Real Estate, continued

Ronald A. Harris, CRE
Cantrell, Harris &
Associates

530 Bush St., 6th floor
San Francisco, CA 94108
415.956.6000

fax 415.956.4158

Irene A. Kirchner, CRE
Arthur Andersen & Co.
133 Peachtree St., NE
Atlanta, GA 30303
404.681.6925

fax 404.223.7155

James R. MacCrate, CRE
Price Waterhouse, LLP

1177 Avenue of the Americas
New York, NY 10036
212.596.7525

fax 212.596.8938

William H. Owen, CRE
Real Estate Research
Consultants

200 E. Robinson St., #690
Orlando, FL 32801
407.843.5635

fax 407.839.6197

Lynn M. Sedway, CRE
Sedway Kotin Mouchly Group
3 Embarcadero Center, #1150
San Francisco, CA 94111
415.781.8900

fax 415.781.8118

Richard D. Simmons, Sr., CRE
Simmons Associates Limited
5 Broadway, Ste. 101

Saugas, MA 01906
617.231.3375

fax 617.231.0153

Commercial/Retail
Russell K. Booth, CRE
Mansell Commercial

Real Estate Services, Inc.

6995 Union Park Center, #250
Midvale, UT 84047
801.567.4500

fax 801.567.4499

George H. Jacobs, CRE
Jacobs Enterprises, Inc.
60 Rt. 46 E

Fairfield, NJ 07004
201.244.0100

fax 201.882.1560

Jack C. Morgan, CRE

Jack C. Morgan Associates
6100 Fairview Rd., Ste. 103
Charlotte, NC 28210
704.554.9500

fax 704.554.9771

Basil J. Raffa, CRE

Raffa Mortgage & Consulting
6070 S. Eastern Ave., #400
Las Vegas, NV 89119
702.262.9788

fax 702.262.6909

Paul G. Vogel, CRE

Realty Development
Research, Inc.

542 S. Dearborn St., Ste. 1260
Chicago, IL 60605
312.663.5111

fax 312.663.9136

John J. Wallace, CRE
Wallace & Steichen, Inc.
261 Hamilton Ave., #420
Palo Alto, CA 94301
415.328.0447

fax 415.328.3701

Office Buildings
Christopher N. Carson, CRE
Christopher N. Carson, CRE
12 Chelsea Ct.

Hillsdale, NJ 07642-1227
201.644.4451

fax 201.664.1267

A.N. Justice, CRE

Justice Corporation

19329 U.S. 19 N., Ste. 100
Clearwater, FL. 34624-3156
813.531.4600

fax 813.530.4004

Robert H. Percival, CRE
Percival's, Inc.

301 S. McDowell St., Ste. 900
Charlotte, NC 28204-2646
704.333.1535

fax 704.333.8633

Basil J. Raffa, CRE

Raffa Mortgage & Consulting
6070 S. Eastern Ave., #400
Las Vegas, NV 89119
702.262.9788

fax 702.262.6909

Office/Industrial Parks

Michael Conlon, CRE

Sedway Kotin Mouchly Group
(continued)
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Real Estate, continued

3 Embarcadero Center, #1150
San Francisco, CA 94111
415.781.8900

fax 415.781.8118

Carl Greenwood, CRE
Greenwood & Son
440 W. First St., #201
Tustin, CA 92680
714.544.4000

fax 714.544.2420

Robert H. Percival, CRE
Percival's, Inc.

301 S. McDowell St., Ste. 900
Charlotte, NC 28204-2646
704.333.1535

fax 704.333.8633

Richard J. Voelker, CRE
VCK Capital Advisors, Ltd.
5910 N. Central Expressway,
Ste. 1750

Dallas, TX 75206
214.987.8080

Research & Development
David M. Lewis, CRE
Lewis Realty Advisors

952 Echo Ln., Ste. 315
Houston, TX 77024
713.461.1466

fax 713.468.8160

Residential

Basil ]J. Raffa, CRE

Raffa Mortgage & Consulting
6070 S. Eastern Ave., #400
Las Vegas, NV 89119
702.262.9788

fax 702.262.6909

Residential-Multi-family
James S. Carlson, CRE
Carlson Real Estate Advisors
16332 Wildfire Circle
Huntington Beach, CA 92649
714.377.9933

fax 714.377.9501

e-mail: 75720,
2560@compuserve.com

Special Purpose Properties
John E. Sylvester, Jr., CRE
Sylvester & Company
Lowell's Cove Rd.

Orr's Island, ME 04066-0048
207.833.6252

fax 207.833.6254

Other, continued Wayne, PA 19087
610.971.1650
Healthcare fax 610.971.1653

Ronald A.W. Young, CRE

The Advisory Group Strategic Competitor
Two Maryland Farms, Ste. 121 Analysis

Nashville, TN 37027 Scott Muldavin, CRE
‘715'221'516(1 Roulac Group

fax 615.221.5161 900 Larkspur Landing Circle,
Ste. 125

Larkspur, CA 94939
415.925.1895

fax 415.925.1812

Real Estate Securities
Philip S. Cottone, CRE
Property Trust

Advisory Corp.

353 W. Lancaster Ave.,
Ste. 100

REITS

Willis Andersen, Jr., CRE
REIT Consulting Services
701 S. Fitch Mountain Rd.
Healdsburg, CA 95448
707.433.8302

fax 707.433.8309

John McMahan, CRE

The McMahan Group

One Embarcadero Ctr., Ste. 2930
San Francisco, CA 94111
415.438.1800

fax 415.982.1123

Bankruptcy

Richard M. Langhorne, CRE
The Langhorne Company
848 Brickell Ave.

Miami, FL 33131
305.536.1000

fax 305.536.1236

Commercial Real Estate
Finance

John C. Opperman, CRE
Opperman Financial Group
3621 Clay St.

San Francisco, CA 94118
415.928.1235

fax 415.931.5408

OTHER

Feasibility Studies
Ronald A.W. Young, CRE
The Advisory Group

Two Maryland Farms,

Ste. 121

Nashville, TN 37027
615.221.5160

fax 615.221.5161

Fiduciary Breach

Expert Testimony

Don E. Spencer, CRE

Real Estate Advisory Services
300 120th Ave., NE

Bellevue, WA 98005
206.455.9888

fax 206.455.3898 ;
(continued)
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Reserve your advertising space now for the
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THE COUNSELORS
OF REAL ESTATE

430 North Michigan Avenue
Chicago, lllinois 60611

telephone: 312.329.8427
fax: 312.329.8881
World Wide Web: http:/ /www.cre.org/





