
Statistical Results
The stepwise procedure initially identified the
prime rate as the most highly corelated lariable
because it had the high R square value of 0.9037.
The equation used for this model was:

RERC rate = 75.77 - 0.42 x prime

The F statistic, which is the ratio of the model
mean square divided by the error mean square,
tested the significance of the model and variables.
The initisl step of the stepwise procedure had an F
value of 93.79 and a probability for a greater F value
of 0.0001, indicating that the model was highly sig-
nificant at a level of 99.997c. Results of statistical

procedures for all four steps of the study are summa-
rized in Table 4-

Individual variables were tested for their val-
idity in the model. All variables were highly signifi-
cant, although the signifrcance of the prime rate
declined to 0.1242. Because it no longer met the 0.15
default significance level, the prime rate was re-
moved from the model. No other variable met the
0.20 signifrcance level required for entry into the
model. The final equation representing the optimum
model was:

RERC rate : 12.79 - 0.40 r T-bills + 0.52 x
S & P yield

Neither variable had much impact on the dis-
count rate, considering the magnitude of the param-
eter and the variable. The R square for this model
was 0.9513, indicating that 95.137r of the variability
of the discount rate could be explained by the model.
The Treasury Bill rate and the S & P yield rate were
tested with the F statistic and found to be highly
significant.

Clearly the optimum model for the mean of the
mean expected return for all property types in the
RERC investor surveys was statistically significant.
Nevertheless, the validity of the RERC investor sur-
vey was not intrinsically proven. The optimum
model was represented only by the Treasury Bill
rate and the S & P yield rate, although the prime
rate was statistically significant at a level of 0.12.
Moreover, the Tleasury Bill rate, although small in
magnitude, correlated negatively with the RERC
rate, implying that as the Treasury Bill rate in-
creased, the required return on real estate would
decrease.

A review of the Pearson correlation coeffrcients
indicated that all variables except the S & P yield
rate, the unemployment rate and the money supply
tended to correlate negatively with the discount
rate. While this finding was paradoxical, it might be

REAL BATES
OT RETUBN:
DOES REAL
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SENSE?

I, urins the earlv to mid-1980s real estate values
I lir,".""ased dramatically due to the influx of cap-
U xul from individuai investors, syndicatort.
pension fund managers and foreigrr investors. The
plethora of transactions during this period provided
sulficient data for market analysts and appraisers to
abstract capitalization and yield rates. As markets
changed over the last several years, the number of
transactions has decreased markedly. The oversup-
ply of space, particularly in office buildings, coupled
with the overall decline in the economy caused
many investors to withdraw from the equity market,

Declines in value also have reduced the underly-
ing security of many loans, restricting banks and
other institutional lenders from making new mort-
gages. In fact over the last two years the value of
office buildings in some pension fund portfolios has
declined 50'i or more. Negative appreciation, as
shown in the FRC.t'{CREIF index since the fourth
quarter of 1989, and concern about the economy also
have kept buyers on the sidelines.

As values have eroded and returns declined.
many investors have withdrawn totally from the
real estate market. Low returns and business rea-
sons, such as retiree benefits payouts, have
prompted some plan sponsors to redeem their shares
in funds, placing additional burdens on liquidity. Al-
though investment managers recognize that it is not
prudent to sell in a down market, some must sell to
meet withdrawal requests from clients. Investor un-
certainty and tight credit policies by lenders have
created a void of meaningful data in the market to
demonstrate market pricing. The limited data that
is available is subject to rious influences and pres-
sures and requires significant adjustments by an-
alysts. This article focuses on alternative sources of
comparable yield data to support the valuation of
real estate.

Returns
A structural shift has taken place in the real estate
industry. The days of independent entrepreneurs or
developers buying or building a project, and their
institutional partners supplying most (if not all)
of the capital, with little or no control, are gone. Tb-
day, pension funds, real estate investment trusts
(REITs), foreign investors and other institutional
players seek real estate investments with defined
objectives and meaningful participation in mind.
They are conscious of the risk/reward relation-
ship and expect more direct involvement in the
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TABLE.I

Summary of Stepwise Regression Procedure

Yields from Treasury bonds and real
estate inuestment trusts currently are the
best indicators of appropriate real estate
returns.

Step Description
Model

R-Square

0.9037

F-Value Prob>F lhriable
I Pdme entered 93.79 0.0001

2 SP vield entered 0.9438 75.66 0.0001

3 TBills entered 0.9644 0.0001

4 Prime removed

Parameter
Estimate F-lhlue Prob>F

Intercept
Prime

Intercept
Prime
SP rield
Intrrcept
SP yield
T-Bills
Prrc
Intcrcept
T-Bills
SP yield

16.77

- 0.42

L4.64

-0.42
0.39

13.61

0.47

- 0.23
0.19

12.79

- 0.40
0.62

1343.03
93.79

596.64
148.40

6.43

424.18
t2.l I
4.64
2.96

668.37
172.77

13.31

0.0001
0.0001

0.0001
0.0001
0.0320

0.0001
0.0083
0.0633
0.1242

0.0001
0.0001
0.0063

30

0.9513 87.95 0.0001
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changed significantly and data from other periods
would have been inconsistent.

A regression model was developed using the
SAS statistical software package developed by SAS
Institute, Inc.12 A stepy/ise regression procedure was
applied to select the optimum subset of independent
variables. In this manner variable selection yielded:
"the subset whose estimated equation produces the
best fit, i.e., the subset whose estimated equation
produces the minimum residual sum of squares or,
equivalently, the maximum coeflicient of determina-
tion, R2l'13

The ability of the regression model to explain
the discount rate was determined by the level of the
R square. The stepwise procedure initially selected
the variable that produced the highest R square.
Additional variables were selected based on the one
that produced the largest, statistically significant
increase in the R square. The default for the level of
significance was 0.15 for a variable to enter the
model and 0.15 for a variable to stay in the optimum
model.la A level of significance of 0.20 was chosen to
make it easier for a variable to enter the model; 0.10
was selected so more significant variables would re-
main in the model.

by James P. Ryan, CRE



decision-making process. Many institutions have in-
creased their real estate portfolios (in some cases by
default of partnerships, foreclosure or other involun-
tary processes) and can draw upon property level
experience to enhance future returns and make in-
formed decisions. The expanded exposure to real es-
tate, particularly within financial institutions and./
or publicly traded companies, has heightened the
relevance of performance to an organization.

Today's more powerful computer technology and
networked databases also have made data more
readily alailable. Investors no longer simply com-
pare one real estate deal against another or look at
the most recent sales in a market to make an acqui-
sition decision; they consider alternative (non-real
estate) investments and weigh the risks of a prop-
erty against them. Far more scrutiny is applied to
tenant underwriting and the timing of lease expira-
tions than in the past. Property analysts must ex-
amine the industries of major tenants and judge
their potential.

The dramatic changes in the world over the last
two years and their impact on the U.S. economy
have forced investors to delve deeper into the
strength of tenant income streams. A few years ago
tenants like Wang Computers, Eastern Airlines, Se-
curity Pacific, Drexel Burnham, Integrated Re-
sources, etc., were considered to be desirable lessees.
Within a relatively short period of time these and
other similar companies filed bankruptcy or merged
with other companies, potentially reducing their
worth to a property. Now the heavy focus on the
quality of cash flows requires discounts for weak
tenants and more tenanL/business analysis during
the underwriting process.

The political reconfiguration of Eastern Europe
has contributed greatly to the reduced need for a
large defense budget. Therefore, defense-related
businesses require closer scrutiny ss lessees. Inves-
tigation into the specific use of space and viability of
tenank is becoming increasingly important. Cur-
rently many property owners seek merely to fill va-
cant space, but analysts valuing a lease or property
mugt focus not only on occupancy but on the worth
of each tenant.

Appraisers and others therefore need to expand
their due diligence to evaluate properly the risks of a
new age. There is no substitute for good judgment
and sound reasoning. However, consultants, an-
alysts, appraisers and others need to adjust to new
forms of tenancy and evaluate real estate from an
occupancy cost perspective. This change in perspec-
tive may be viewed from two vantage points: the
tenant's and the buyer's. Tbnants want economical
space and seek opportunities to realize the great€st
net return. These goals may be accomplished by
leasing high-quality space if the tenantt client
base expects superior furnishings, or they may be
accomplished by leasing a low-cost alternative if
the tenant is &iven by cost-cutting pressures. Of-
hce tenants in the 1990s will be sensitive to occu-
pancy costs, as most businesses will be pressured to

increase efficiency and profit margins. Buyers will
seek to minimize risk and maximize return even
more now than they have in the past. In contrast
with the market of three or five years ago when
buyers were much more aggressive and had the per-
ceived benefit of strong appreciation to compensate
for mistakes, the market of today has a dearth of
transactions, reflecting investors' demands for
higher returns.

FIGURE 1

Historical Real Estate Yields vs. Tbn-Year
Tleasuries and the CPI
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Summary of Data

oBs

I
2

3

a

6

6

7

E

l0
ll
12

IBIC
bL

l2.lt
l2.l{
t2.02

11.88

It.l0
11.62

ll.l5
ll.r5
11.26

11.25

I1.06

11.23

CPI

Bl.tr
Mo.d, ihod)

Sond

6110.

T-8ilb

e.E0

?.m

1.01

?.0r
7.()
7.22

7.01

1.27

0.07

?.6r

1.C6

8.L
s&P

600

S&P

Iield
GIP
8rt{

8.rrilDis.htr.
bte

t.00
r.60

0.00

,.t0
10.fi)

10.00

10.00

10.60

10.

I1.00

I l.6t)

10.t0

8.,r
0.0r

8.93

0.06

s.66

s.26

0.s7

8.8{

9.01

9.10

e.m
s.6?

ylt.d th.rr
ttr

6.&)

t.70
E.[0
i.l0
6.r0

6.{0

6.t0
6.20

6.20

6.t0
8.20

6.t0

P?nod

.tQ l99t
3Q l99t
2e l99l
re l99r
rQ 1090

3q 1000

2Q 1000

rQ lrr0
tQ 1080

3{ 1989

2Q l9t9
lQ 1989

f,.t! Iods lhtr
3.t0

t.70
l.t0
6.ll
6.16

4.67

6.23

t.66

L31

5.17

t.98

1.12

0.61

0.0{

10.09

10.{s

l0.u
t0.22

10.2t

9.8'
0.

10.0,

I0.67

10.66

6.29

6.76

6.01

6.7t
7.38

7.U
7.Elt

7.15

1_11

6.0{

E.6?

8.2a

6.16

6.00

6.12

7.3t

E.20

8.29

8.28

8.r[
0.02

0.ss

0.86

E,?O

0.t0
9.16

9.as

9.7n

0.r0

10.13

10.0s

10.0?

10.2r

t0.lz
0.00
g.3e

2i.73
3.07

IO,3E

-4.66
12.t4

12.60

la.l2

25.U
It.u
16.05

r2i,

3.17

3.27

3.23

3.64

3.8?

3.28

t.&!
3. ts
3.06

s.2l
3.3t
3.60

6.8?

6.78

l.?8
t.0t
6.12

r.E0

2.65

0.11

0.88

- 0.28

2.71

1.68

6.5{

5.60

6.0{

6.50

?.00

?.00

?.00

7.00

7.00

7.00

7.00

7.00

- !.80

- l0.a{
t0.17

u.lI
l.g
2.19

t.c5
2.t2
2.17

r.59

2.t7
0.5r

2.57

2.AZ

s.20

t.t{
6.6t
6.62

6.01

6.E7

6.03

7_r0

7.9E

1.16

0.t0
l.?0
l.{t

- 2.t2
3.05

3.21

2.00

[.52
?.65

6.26

7.20

?.7n

[]o

M.r!
s.d lhr
c.v

6.10fl)

8.Egq)

r.80rs
0.76t9

16.37t

10.6700

e.6100

l0.l?E3
0.3{53

3.5ri

E.E700

5.2r{X)

7.2360

l.0Et0
15.06t

l r.6{F0

8.fino
0.9r67

1.0188

10.2n

7 (Xno

6.6000

0.6260

0.60?7

0.17\

9.8600 r0.r2m
6.461rc 9.$0{
?.0s{xl LEaSlt

t.allto 0.1?03

l8.l0t 3.?81

27.2500

- l2.s4m
12.008s

l2.El06
r02.05r

3.t700

3.0600

3.S{r7

0.2s26

6.e6r

t.6{p0 4.5100 ?.9E00 7.7t00

5.2000 ll.ll00 2.6?00 2. ll00
6.7167 1.6776 6.{{3S 8.?65{
0.4201 6.2a22 1.86n2 E.l8r9
ll.0rt - 194.211 t1.l0r tl.2lt

3.87m

0.s800

Lt{&l
2.2061

t?.261

l2.lE00
.0600

.6208

0.s32
3.86r

e.8000

8.6r00
0.1775

0.t l3l)

3.?{1

7.6800

0.80q)
7.2026

0.25Et

3.501

II

Y.d

S.!e Bat E td. n.Mt Cotpntbi.
Q@tut11 R@l E b!. la;.rw SL .,/.-

- cPl
-- 1G\bar T..asur'6s

covered by the survey. The data predominantly re-
flected the information that was available to inves-
tors. The independent variables selected for analysis
as well as the methodology employed in calculating
them for each quarter are summarized in Table 2.

The Consumer Price Index (CPI) was used be-
cause of its effect on the real rate of return. As
Bradley and Slay point out, there is a relationship
between the overall capitalization rate and apprecia-
tion. Since the rat€ of appreciation can be altered by
inllation, it follows that the inflation rate intrin-
sically affects the discount rate.

Moody's Aaa corporate bonds, Moody's Baa cor-
porate bonds and the municipal bond index were
included because they reflect rates of return on al-
t€rnative investments, are cited typically in ap-
praisal reports for the valuation of a property and
have income streams that are similar to those of
real estate assets.

The prime rate, the discount rate, the six-month
Treasury Bill rate and the Fed funds rate were in-
cluded because they also are cited in appraisal re-
ports and are short-term money market rates. The
rates for Fed funds were considered to be partic-
ularly significant, because these instruments are
tools by which the Federal Reserve controls the
money supply and the economy.

The residential mortgage rate was cited because
it is a long-term rate that reflects the cost of financ-
ing the purchase of a home. Although commercial
mortgage rates are more applicable to this subject,
they were not as readily available. Nevertheless, the
residential mortgage rate reflects the cost of debt, a
factor that is incorporated into the WACC and band
of investment models. Moreover, a change in mort-
gage rates often is believed to affect the discount
rate, a natural conclusion when one relies on these
models, although it may not necessarily be true.

The Standard and Poor's (S & P) 500 composite
index and composite yield rate were cited to corre-
Iate real estate returns and stock yields. A real es-
tate asset is somewhat similar to common stock in
that there is periodic income, much the same as a
dividend return on stock, and the possibility of capi-
tal appreciation upon resale.

The unemployment rate, the level of new con-
struction, the gross national product, retail sales
and the money supply (M1) were cited because they
are indicators of the overall performance ofthe econ-
omy and have a direct bearing on market risks. For
example, an increase in the unemployment level of
employees in the finance, insurance and real estate
(FIRE) sectors in the immediate area of a property
adversely effect the demand for offrce space. As a
result, vacancy levels may rise and rent levels may
decline, reducing the level ofthe income stream and
the ralue of the property.

The sample of the quarterly data developed for
this study is summarized in Thble 3. A cursory re-
view of the sample suggests that some data is gener-
ally stable, while other data is volatile. Some data
exhibits a clear pattern, although other data have no
apparent trend. This table also presents statistics
for each variable in the sample, i.e., the mean, the
minimum and the maximum, the standard deviation
and the coeffrcient of variation. These statistics fur-
ther illustrate the magnitude and variability of the
sample over the selected time period.

Several limitations in this analysis arose from
the manner in which the data was incorporated into
the model as well as the limited number of observa-
tions (12). Some rates or indices could have had more
impact if they were used in an earlier or later time
period as a leading or lagging indicator. However,
there were numerous possibilities for the best fit of
the data; to test all of the modeling choices would
have been unrealistic. Only three years of data were
used because the format of the RERC reports had

Most investors evaluate stocks, bonds and other
vehicles, domestic and foreign, against real estate
returns. Ten-year Treasury bonds historically have
provided a starting point for valuing real estate re-
turns. As shown in Figure 1, the yields for real es-
tate, Treasuries and the Consumer Price Index (CPI)
have followed similar trend lines. Anticipated real
estate yields over the last 11 years consistently have
exceeded yields for ten-year Treasuries to reflect the
risk premium. Beginning in the late 1980s investors'
confrdence in achieving projected yields fell, creating
a confidence premium.

Figure 2 shows that the spreads between real
estate yields and ten-year Tleasuries have ranged
from a low of 146 basis points in 1984 to a high of
482 in 1986; their average spread or real estate risk
premium was 327 basis points during the 1980s.
Obviously the higher spreads reflect greater per-
ceived risk for real estate as measured against Trea.
suries at various points in time.

Due to the cyclical nature of real estate, high
spreads indicate buying opportunities if the investor
is confident that the projected income can be
achieved; a low variance reflects selling oppor-
tunities. In late August, 1992, ten-year Treasuries
were yielding 6.479o as measured against average
real estate yields of 12.1% for a spread of 563 basis
points. When compared with the average, this
spread reflected a premium of 241 basis points. As
yields for alternative investments dropped, the con-
fidence premium for real estate increased. l,ower
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compares exp€cted real estate yields with rates for
ten-year Treasury Bills and Moody's Aa-rated corpo-
rate bonds between 1984 and 1991.e The figure
shows some correlation between the Treasury Bill
and bond rates and real estate yields, although it
also clearly illustrates the great disparity between
real estate yields and the other rates during 1986.

A summary of inveetor criteria is found in Thble
1.10 This table lists the pre-tax internal rate of re-
turn for six property t,?es and includes the range
and the average rate for each property type. The
property types are industrial properties, regional re-
tail centers, community retail centers, offrce build-
ings in the central business district (CBD),
suburban office buildings and apartment buildings.
As RERC stresses, the surveyed returns reflect:
"yield expectations, or ex ante, rather than realized,
or ex post, returns."lr

The use of investor surveys to obtain
benchmarks for the discount rate has mass appeal.
The information in the surveys is timely, readily
available and most important, it is derived from the
market. It provides an accepted reference point real
estate analysts may refine to determine a discount
rate that is appropriate for a subject property's spe-
cific data and market conditions. Nonetheless, of

concern are the reliability and validity of the infor"
mation from investor surveys. Since the real estate
market is dynamic, the information in investor sur-
veys must be sensitive to changes in the economy.
Because approximately 20 investors participate in
the RERC survey, there is a reduced margin of error
and general support for the lalidity of the informa-
tion the survey reports. The following study further
examines the sensitivity ofinvestor surveys through
statistical analysis.

Methodology
As a test of the sensitivity of investor surveys to
changes in the economy, the discount rate was quan-
tified in terms of a set of data that reflected other
rates of return as well as indices that acted as ba-
rometers of market conditions. The 1989 to 1991
time period was surveyed and analyzed on a quar-
terly basis. The dependent variable was the discount
rate, which was defined as the mean of the mean
expected return for each property type in the RERC
investor surveys. The independent variables were
rates and indices for which a significantly correlated
subset could be derived. Each of the variables in
general reflected the rates that were in effect at the
time or the annual change in the indices over the
previous year that corresponded with the period

FIGURE 2

Spreads between Real Estate Yields and Tbn-Year
Treasuries

TABLE 1

Real Estate Yields vs. the CPI
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TABLE 2

Summary of Variables and Methodology

grovth rates for projected cash flow and conserva-
tive releasing assumptions greatly increased the
probability of realizing projected returns. Most valu-
ation assumptions today are deemed to be reason-
able; they do not follow market examples of the
greater fool theory, which influenced values over the
past few years. The historically high spread between
real estate and Tleasury yields means that investors
are waiting for experience to demonstrate that cur-
rent projections are fair. And the gap continues to
widen due to the increased pressure on sellers, The
question is: At what point will the trend line change?
Iftoday's projected cash flows are correct and returns
are realized, capital will return to real estate. As
capital returns, the credibility risk premium will
drop to a more normal level, and we should see real
growth in value and a decline in anticipated real rates
of return. But until this happens the wide return
margin and conservative cash flow projections will
produce excellent returns for investors who recognize
the imbalance of today's market.

Analysts should be sensitive to the relative posi-
tion of real estate returns to comparable invest-
ments and elaluate the specific strengths and
weaknesses of each property against the market.
Currently there is a perception that projections do
not represent future performance and that therefore
yieltls are uncharacteristically high. Large amounts
of capital are waiting to invest in real estate once
the market hits bottom. This realization will not
become evident until the market has already begun
to rebound.

Thble 1 assesses anticipated real estate yields in
relation to the CPI. When the projected 1.2.l%t' real
estat€ return for 1992 is compared with the expected
47a inflation rate, an 8.170 real rate of return is indi-
cated. If a 47c inJlation rate is assumed for the next
10 years, a real rate of return of 2.477c is reflected
for ten-year Tleasuries vs. an 8.17o real rate of re-
turn for real estate. It is interesting to note that the
confidence premium (real estat€ real return -ten-year Treasury real return) for achieving the 8.7Vo
return has grown from about 150 basis points in
1984 to 563 today.

Sorrce: RERC; Kiplinger Washinqtan Letter.

Real estatet recent poor performance has been
due primarily to overly optimistic cash flow projec-
tions used in the acquisition and subsequent valua-
tion analysis (since valuation simulates buyers).
Because demand has outpaced supply, aggressive
projections have produced apparently achievable
cash flows and acceptable yields. Tbday's market as-
sumptions for the most part are much more conser-
vative and in many cases pessimistic; so the
realization of projected yields is much more feasible.
The increased Iikelihood of realizing projected yields
should reduce the confidence premium. The real es-
tate market is in a transitional stage. Structural
changes are being made in ownership groups and
methods of evaluation. The motivation to acquire/
sell real estate also is changing based on portfolio
needs and yield opportu-nities. Real estate valuation
requires a broad understanding of investment mar-
kets and motivations.

Focus On Investment Priorities
It is interesting to note how investors' perceptions of
the future as well as current economics create differ-
ent premiums in real estate. In certain periods, like
1988 and 1989, a premium was placed on apprecia-
tion, particularly in regional shopping centers.
Properties were bought at very low initial yields in
anticipation of higher future earnings. Now the pre-
mium is placed on high initial returns and liquidity;
limited weight is given to appreciation. Real estate
investments compete for capital with other alterna-
tive investments and must comply with the more
stringent capital market standards. As a result,
they generally seek high initial yields that compare
favorably with yields on medium- to long-term gov-
ernment bonds and place less weight on apprecia-
tion. The illiquidity of real estate funds has cast
doubt on the appraisal process and made it diflicult
to support values. The only real support for values
will be renewed transaction activity. Until an active
transaction market returns alternative markets will
provide the best support for appropriate yield rates.

l-arilble Mnemonic Methodolofy of Data
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As mentioned, the spreads over Tleasury bonds pro-
vide valuable insight into the market.

REITs
Another benchmark is the REIT. A REIT is a corpo-
ration or business trust or an unincorporated asso-
ciation whose income is not taxable at the entity
level if it meets certain tests of the Internal Revenue
Service. It raises capital by issuing shares of stock
or other forms of securities and by borrowing. It
must make cash distributions of at least 957c of its
annual taxable income.

A REIT must have at least 100 shareholders, but
it may be publicly traded or private. It can invest in
real estate assets and./or mortgages, but it must be a
passive investor; it cannot be deemed an active trade
or business. REITs focus on high current yields and
provide excellent liquidity because they trade on the
national stock exchanges and in the over-the-
counter market.

While real estate in general has attracted little
new capital, the REIT market has sparked interest.
According to the National Association of Investment
Trusts, eight initial equity offerings totaling $808
million were completed in 1991. Although no initial
REIT offering was completed in the first quarter of
1992, market analysts expect REIT offerings to be
strong this year. The Thubman Company, Inc., a na-
tional shopping center developer and manager has
frled a prospectus with the Securities and Exchange
Commission for the Thubman Centers, Inc. This
REIT will include 19 centers, 16 of which will be
super-regional malls. General Gror*'th also is consid-
ering a regional mall REII and the Oliver Carr
Company in Washington, D.C. is considering a REIT
composed of offrce building investments in the
Washington, D.C., area.

FIGURE 3

REITs vs. Other Investments: Comparative Yield
Analysis

Figure 3, and the anticipated strength of new IPOs,
indicate that investors have not abandoned real es-
tate but seek higher initial returns and place a pre-
mium on liquidity. The recent growth in REITs
indicates that investors still like real estate and that
liquidity reduces the conf-rdence premium. While
REIT market pricing must be adjusted for individ-
ual properties, the level of activity and the features
of individual offerings provide insight into investor
thinking.

Analysts need to adjust REIT yields for equity
real estate. The pricing of REIT shares must con-
sider restrictions that will preserve the trust's non-
taxable status as a pzrssive investment conduit. Be-
cause REITs typically are groups of properties that
investors cannot differentiate by property, investors
buy shares in a package and have little control. The
yields likewise must reflect package pricing rather
than the merits of individual properties.

Legal and underwriting fees generally are
higher, in the range ol 67o to 8% of publicly issued
proceeds, vs. around 2% for a private sale. REITs
focus on cash flow and limit the investor's ability to
create or enhance value. Since REITs must distrib-
ute 957r of taxable income, they retain little of their
earnings for growth or expanded developments.
Therefore, sources of cash flow are limited to new
issues, leverage and depreciation allowances. REITs
also are considered passive investments; therefore,
they cannot "flip" properties for profit or engage in
active construction and development on an ongoing
basis.

Conclusion
Changes in earnings are not influenced by changes
in property values; rather changes in lalues are
dependent on realized and anticipated changes in
earnings, Unfortunately there is no shortcut to esti-
mating appropriate yields in a market with very
Iittie transaction activity. The analyst must maxi-
mize use of available tools and base at least part of
the valuation on whether the risk is fairly priced
against the risk associated with other investment
opportunities and fairly evaluated in terms of risk/
reward relationships.

Another risk to be considered is illiquidity. Real
estate assets are immobile and lack an active trad-
ing market Iike that of organized securities markets
such as the New York Stock Exchange. As a result,
rates for real estate investments, unlike those for
stocks or bonds, require a premium for illiquidity. A
premium also is required for the burden of manag-
ing real assets, which usually are treated as ex-
pense items. Nonetheless, additional managerial
responsibility is borne by the investor for long-term
decisions and for selecting and overseeing the man-
agement team. Property owners are subject to an
additional risk, particularly in real estate invest-
ments of large size, because diversification of a port-
folio of real estate assets is much more diffrcult than
maintenance of a portfolio of securities. Both real
estate assets and securities also are subject to non-
diversifiable market risk. In the case of real estate,
there is the likelihood that tenants will default or
will be difficult to replace. These factors clearly can
affect the durability of the income stream.

Investor Sun'eys
In practice, a discount rate for a particular property
is developed in comparison with yield rates that are
sought by investors for a competitive investment.
This method is similar to the built-up approach,
which adds to the safe rate, a premium for the var-
ious risks of investing in real estate. However, this
method adjusts the discount rate in accordance with
the differences in risk for a particular real estate
investment and for a similar property type.

A number of reports available to real estate an-
alysts provide benchmarks of returns. One such re-
port is the RERC Real Estate Report, which is
published quarterly by Real Estate Research Corpo-
ration. The report surveys respondents at the end of
each quarter and lists the rates that reflect the re-
spondents' desired returns for the coming quarter.
RERC refers to these desired returns as the yield or
internal rate of return. More specifically, according
to their definition, these terms are the pre-tax eq-
uity yield rate. The yield or internal rate of return is
defined by RERC as:

". . . the rate of interest that discounts the
pre-income tax cash flows received by the
equity investor(s) back to a present value
that is exactly equal to the amount of the
original equity investment. It is in effect a
time-weighted average return on equity and,
as used here, is synonymous with the term
'yieldl"8

RERC reports typically discuss recent trends,
the survey and its conclusions; compares rates and
property preferences in the current quarter with
those in previous quarters; explains terminology
and methodology; and includes specific information
from approximately 20 respondents to the survey.
The respondents to the RERC survey generally are
active market participants and include real estate
investors, pension fund managers and investment
advisors.

FIGURE I

Comparison of Rates
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Figure 1 presents the rates that appeared on the
front page of RERC's 1991 third quarter report and
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TABLE 1

Real Estate Investment Criteria by Property Type: 3rd-Quarter 1991*

Rel uil

Ragklnal
Centcni

Communityl
\eighborhood/
Po$er CentersIlate

Pre-tax yield (IBR)
Bangs**
Arrrage

Goirg-in cspitslization rste
Tbrninsl cspitalization rsa

( tlt) Suburban'++

()ffi(e

lndustrial

ll.0-13,0%
t2.2
0.{
9.7

I1.0-13.0%
I1.5
7.6
7.9

11.0-13.0%
I1.0
9.4
0.5

I2.0-13.0%
12.6

8.7
8.8

,\partm€nl

I1.0-18.0%
t2.6
8.8
0.0

Soure Not@.alA@@lo ol Rat Est r.
lM'tMnt TtBb. K,^Mti laathal & Cohqn!

--.Equ[y REIIS

Response to new REIT offerings will provide ex-
cellent insights into the appetite of investors. The
strong performance of REITs in 1991, as shown in

tThis sunry uas conducted in Ju^e 1991 and rellects de1jJed teflrtna for third-quarter 1991 inLcstnents.
*'Rdnges ond other drra refiect tfu centml tendervbs of respondents; high ond lau rcsptlses hqle been eliminalcd

"'InsuffEient data
Source: Redl Estate Research Corporolion.
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