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Althnugh the slump in the global
econamy -and the wlue of commercial
property - will continue for at leost anoth.er
year, real estale marhets in th.e United
States and France will rebound, and
equity capital for real estote will be
amilable from Pacific nalians.

by R. Thomas Powers, CRE

f he 1980s produced the most profound collision
I of economic, political and financial forces ever

- experienced in the real estate industry. Many
of those market forces have changed forever the way
we think about real estat€ assets, especially the
value of those assets.

Perhaps the most complex events affecting real
estate markets are the degree and speed of globaliz-
ation of the marketplace. Compounding these occur-
rences is the liquidity of the real estate capital
markets. Because real estate markets have been so
flush with "everyman's capitalj' industry profession-
als have taken little time to ferret out exactly what
has been happening, why it has been happening and
what the consequences will be. Indeed, only now
have we beg:n thinking about the global aspects of
our industry.

The 1990s are illuminating the sobering real-
ities of the investment excesses of the '80s. Today we
understand that real estate finance depends more
than ever on access to global capital markets, but
access to these markets is clouded by international
factors that influence real estate demand, invest-
ment criteria and, hence, the values of real estate
assets.

The 1990s also are demonstrating that the cash
flow performance of a real estate asset, its value,
remains basically local in nature. The reconciliation
of these two diverging realities-global finance and
local economic performance - sets the stage for our
industry's most significant research opportunities.

This article seeks to advance one small step in
the clarification of international factors that affect
real estate values. It presents near-term economic
forecasts for key industrialized countries, scruti-
nizes differences in property valuation procedures
among those countries and hypothesizes about the
geographic areas of the global marketplace that
likely will provide the equity basis for real estate's
next growth cycle.

Factors Impacting Property Values
Internationally
Income capitalization, replacement costs and compa-
rable sales were approximately equally weighted as
methodologies applied to the determination of com-
mercial property values in the 1980s. Today income
capitalization is by far the preferred measure of
value. This shift in focus returns our industry to its
most fundamental basis and indicates that the cre-
ation or the loss of a local-area job will be the most
decisive component of global property values in the
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Institutional investors were attracted to real estate
in the early 1980s for several reasons, some of them
were articulated by Zerbst and Cambon in 19848 .

Among the attractions were: (1) higher returns than
those produced by stocks and bonds; (2) less variance
than that produced by stocks or bonds; (3) a low
correlation with stock and bond performance, i.e.,
good diversification; and (4) a better inflation hedge.
As Mike Miles, executive vice president and director
of investment research, Prudential Realty Group,
later remarked: "Nothing could be this good."

Source: RusseLL-NCREI[ Izhman Brothzrs; compibd by Morgan
Stanley.

Aided by strong performance during the highly in-
flationary late 1970s and early 1980s, real estate
signihcantly outperformed bonds from 1978 through
1985. Because ofoverbuilding and a less inflationary
environment since then, real estate investment has
underperformed bonds so much so that, for the pe-
riod covered in Thble 4, bonds have been a more
lucrative investment than real estate.

Recent strength in the bond market primarily
results from decreases in long- term rat€s as worries
about inflation abate. If the bond market sours and
interest rates rise, this will have a negative effect on
bond prices. Real estate risk, of course, is more di-
rectly related to the supply and demand cycle. Some
investors in the 1990s have attempted to mitigat€
their risk by buying existing properties at a fraction
of the replacement cost, anticipating a return to
equilibrium.

The Reward
Historical Performance
If IRRs approximate yields available from invest-
ment in BB-rated bonds, i.e., if the risks are per-
ceived to be similar, what about the rewards? How
has the real estate investor fared in comparison to
his bond-buyer counterpart?

The Russell-NCREIF Property Index, published
by the National Council of Real Estate Investment
Fiduciaries and the Frank Russell Company, is used
as a proxy for real estate performance. This index
measures the historical performance of income-
producing properties owned by institutional inves-
tors. It includes only properties that are owned "free
and clear" and measures two components: annual
net operating income and property appreciation or
depreciation as determined by real estate ap-
praisals. (Infrequent trading of assets dictates the
use of appraisals to measure property performance.)
Although several subindices are arranged according
to property type and./or location, the tlata in Thble 3
comes from the total or composite index; as of the
first quarter of 1992 this index contained data on
nearly 1,700 properties with a market value ap-
proaching $23 billion.

TABLE 3

Russell-NCREIF Property Index
Annual Performance
(Years Ending in the First Quarter)

Year Ttrtal Ileturn

Since 1988, when IRR data was frrst published
on a regular basis, real estate has returned about
one-frfth of its expected yield each year.

Average annual Korpacz yield indicator 11.66%
(1988 - firet quarter 1992)

Average annual Russell-NCREIF property 2.44%
performance (first quarter 1988-
first quarter 1992)

Going back a dozen years to 1981 (see Table 3),
the Russell-NCREIF Index has generated just four
years of double-digit returns and an average return
of only 7.917o annually. A comparison of Russell-
NCREIF real estate performance with historical
bond performance, as measured by the Lehman
GovernmenVCorporate Bond Index, is presented in
Table 4.

TABLE.I

Russell.NCREIF Index vs. lrhman Bond Index
(Years Ending in the First Quarter)

l'ear Real Estate Ilonds
Index

Difference

102.90
120.54
r47 .95
170.43
r98.25
215.33
247 ,tg
276.17
303.24
322.09
339.68
363.16
383.17
383.57
361.39

100.48
r03.78
94.83
107.36
118.46
r64.68
t82.77
190.24
245.23
265.08
276.81
290.68
324.69
365.24
406.80

2.42
16.76
63.l2
63.07
75.79
60.66
84.42
86.23
68.01
67.01
62.77
72.48
58.48
18.33

(46.41)

15.19%
16.33
8.61

14.79
11.86
9.68
6.22
6.48
6.94
6.61
0.10

(6.78)
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expectations, including the minimum IRR required
to attract investment capital, have been published
on a regular basis only since 1988. Given the broad
similarities between real estate and bonds, the rela-
tionship between alternative yields merits investi-
gation. Summarized in Thble 2 are IRR expectations
as reported in the Korpacz Real Estate Investor sur-
vey.6 Mr. Korpacz reports in the second quarter,
1992, edition: ".....although....not....statistically accu-
rate......the survey results do provide an important
insight into the thinking of a sigrrificant part of the
equity real estate marketplace."T As a check, re-
sponses in the Korpacz survey, when compared with
other published material such as the Coldwell
Banker National Investor Survey and Cushman &
Wakefreld's Real Estate Outlook. were found to be
compatible.

TABLE 2

Reported Equity IRRs for Real Estate Investment
(1988 - First Quarter, 1992)

)'ear IRIT

and expenditures for capital improvements, as
well as macro-decisions related to employment
trends, the business cycle and competitive proper-
ties. Again real estate should provide a premium
return for comparable risk.

FIGURE I
Bond Yield,4RR Comparison
(1988 - First Quarter 1992)

1990s. The more local jobs are created, the faster
excess space will fill up and the faster net operating
income will grow. The antithesis of that scenario,
i.e., that slow or nonexistent job growth will sup-
press the net income from a property, is most evi-
dent in today's market.

Our industry therefore must keep an eye on the
local environment, trying to understand as much as
possible about the forces that will attract grorvth to
one market and cause another to lie dormant. For-
tunately, there are a number of proven theories and
research methodologies to assist us. Development
excesses during the 80s were brought about by a
lack of respect for the market, not a lack of knowl-
edge about how to monitor and measure supply and
demand.

However, our industry also must keep an invest-
ment eye on distant environments, researching,
quantifying and applying an emerging set of global
"laws" that affect investment criteria and value.
Here, we are starting from a small base of knowl-
edge with no real theory to rely upon. For example,
we now must include diverse currency exchange pol-
icies in our interest rate forecasts. We must recog-
nize that inflation has international components,
many of which can be "exported" or "imported"
across political borders. We must understand that
one country's valuation criteria cannot necessarily
be applied to another's property markets. We now
must agree that asset price and value are not one-in-
the-same.

The International Outlook
The world economy is mired in the most pronounced
recession in a decade, and there is no clear idea how
it will turn around. In the United States unemploy-
ment remains at high levels. In Japan and Germany
a significant slowdown in growth in 1992 is a com-
plete reversal of the countries' economic position in
1991 and their ability to help avert a global economic
downturn. The bursting of the real estate bubble in
Tbkyo has sent the Nikkei Index into a tailspin.
Unexpectedly high unification costs have caused
Germany's budget deficit to balloon, raised in{lation

and forced the Bundesbank to raise interest rat€s.
Because of Germany's dominant economic position
in Europe, its high interest rates have precipitated
an international currency crisis.

The continuing worldwide economic slump has a
negative impact on real estate values and, hence,
prices. Further, the gap between asset value and
price is widening, if the investment returns from
Canary Wharf and Rockefeller Plaza are any indica-
tion. Even low interest rates in some countries have
been no panacea for the real estate industry. Re-
laxed monetary policy in the United States and Ja-
pan has had no more than a marginal effect on
consumer spending and business investment. And
neither the United States nor Japan can expect any
further fiscal boost; the United States because ofthe
trillion-dollar budget deficit, and Japan because of
the actions of its Ministry of Finance.

All the factors that have depressed global con-
sumer confidence and spending over the past two
years remain in place. Real estate prices are still
falling, and consumers and banks are still burdened
with excessive debt. Relative interest rates appar-
ently will remain stagnant for at least six more
months, possibly longer.

Table 1 oflers a snapshot economic outlook for
key industrialized nations through 1993. It shows
clearly that there is little on the horizon t suggest
that the global economy will return to an'8Os-type
boom any time soon. Therefore, it is realistic to ex-
pect that commercial property mlues will continue
to languish while property prices will experience
ever-greater downward pressures. Continued uncer-
tainty over the likelihood of an impending economic
upturn will result in deflation of select property
t1ryes and with it will come absorption and ulti-
mately reduced asset prices.

Compounding sluggish and uncertain economic
gro'*'th is the recognition that inflation will not be a
savior, particularly within the real estate sector,
this time around. And while the lack of inflation is
good medicine in the long run, for now it merely

1988
1989
1990
l99l
1992

I1.67%
I1.33
I1.38
11.91
12.ll

KYI

BBB

u

uBA comparison of real estate yields as measured
by the Korpacz Yield Indicator-a composite IRR
average-with the bond yield data presented in Th-
ble 1 indicates that real estate yields fall in the
range defined by B- and BBB-rated bonds, and they
most closely approximate yields offered by bonds
rated BB. This information is also presented in Fig-
ure 1.

Arurlysis
Historically B- and BB-rated bonds were considered
'Junk bonds" prior to 1988; thus, earlier data was
not available. However, given the high correlation
between comparably rated bond yields and real es-
tate IRRs for the 1988-1992 period, it seems reason-
able to conclude that yields and IRRs in the early to
mid-1980s followed the same patt€rn.

Despite many similarities in investment charac-
teristics between bonds and real estate, significant
differences hamper direct comparison between the
two investment vehicles:
r Bonds have a liquidity advantage. Most often a

telephone call is all that is needed to trade most
bond issues. Thus, for a comparable level of risk,
real estate investors should demand a higher yield
to compensat€ for the lack of liquidity.

r Real estate is far more management intensive.
If all goes well, the bond investor can become a
"coupon clipperl'while the equity real estate in-
vestor constantly faces a myriad of micro-
decisions related to leasing, property maintenance

1988 1989 1990
Year

1991 1992

Offsetting these differences are several factors.
First, if the property outperforms expectations made
at the time of acquisition, the ultimate yield will be
greater than the anticipated IRR. No such oppor-
tunity for increased performance is available to the
bond buyer; the best he can hope is that performance
will match expectations.

Second, some real estate investments offer tax
benefits, although admittedly they are few and far
between. Most tax benefik associated with invest-
ment properties were eliminated with the 1986 Tax
Reform Act.

Perhaps most important, real estate historically
has been perceived as being less volatile than either
stocks or bonds. Institutional investors interested in
diversification have been willing to trade the
slightly lower returns from real estate for less vol-
atility in yield.

In summary, from a perceived risk p€rspective it
appears that industrial bonds rated BB incorporate
all ofthe above factors and most closely approximate
IRRs for equity investment in real estate.

TABLE I
The Economic Outlook for Select Industrialized Nations, 1991-1993

Countr!'

Economic Growth
(in percent)

1991 1992 1993

Consumer Inflation
(in percent)

1991 1992 1993 l99l

Jobless Rate
(in percent)

1992 1993

UnitedStates
Japan
Germany
Franee
Italy
Britsin
Cancda
Spain

4.7
4.5
1.2
t.z
1.0_,,

-1.5
2.8

6.8
ol
3.8
9.6

10.9

6.9
2.3
6.3
9.7

10.9
r0.2
t0.I
5.6

2.4
3.0
2.4
2.1

3.0

4.0
3.0

1.4
2.5
3.3

1.6

2.0
1.8
1.6
0.8
2.3
.,o

4.2
3.3
3.5
1.8
L6
0.8
5.6
6.0

7.3

t.9 7.0
5.9
3,0
6.5

8.1
10.3
5.1

Source: Internotional Mon2tary Fund, 1991-1992; Tahenaka & Companf,1993
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intensifres the pain by raising the level of real inter-
est rates investors face. This is not to say that prop-
erty prices will not rise without inflation; it does
recognize, however, that some inflationary boost
would do wonders to raise investors' expectations of
yield trends.

Also contributing to continued economic stagna-
tion are the poor prospects for employment growth
within major countries. Between 1991 and 1992 un-
employment increased in every country except Italy
and Canada, and it remained level in Japan. World
employment growth is forecast to remain sluggish
over the next 18 months. And within that context
neither real estate prices nor values can be expected
to rebound.

A closer examination of Table 1 offers some in-
sights, albeit subjective ones, into the likelihood of
recovery for certain real estate markets. The failure
to dampen in{lation will hurt Italy and Britain, forc-
ing up interest rates and depressing net equity capi-
tal formation. Unemployment will rise in Japan,
Britain and Canada-net excess commercial space
rarely is absorbed under such a scenario. However,
the United States and France are positioned favora-
bly on the in{Iationary front, and their job markets
should improve; hence, it is fair to expect some up-
tick in the demand for commercial space in these
two countries. Investor confidence in real estat€, Per
se, also should begin to rebound. Right now real
estate cannot compete u,ith equities on either a risk
or yield basis. This situation will change but only in
conjunction with increased economic growth, price
enhancement and improved consumer confidence.

Price Ys. Value In Rcal Estate
During the 1980s real property prices in most devel-
oped nations were well beyond their economic value.
This circumstance was fueled by too much money,
from throughout the world, chasing too few proper-
ties and causing more properties to come on line.

Other factors were at work as well. Among the
more prominent was the application of the "theory of
relative value." This "theoryi' empirically expressed,
was one reason why the Japanese have sigrificantly
overpaid for many assets. The comparison of high
offrce rents in Tokyo with relatively low rents in
New York City led to the notion that rents were
undervalued in New York. But as we now know, the
theory of relative value holds only if an asset is
portable and can be delivered into the higher-priced
market at the lower basis. Clearly the purchase of a
U.S. offrce building on the basis that it will be worth
twice as much in Japan is ludicrous because one
cannot move the building to Japan to take advan-
tage of the lower relative basis.

A dramatic difference, or shift, in currency
values between two countries is another component
in the theory of relative value. As the value between
currencies shift, there is an approximately equal
and inverse shift in real asset values within the two
countries. The fallacy of investing based on this
logic should be evident by now.

The world's real estatc market will find price-
value equilibrium only when all investors accept the
view that both price and value are computed off the
cash (net operating income) a property generates,
capitalized by an interest rate reflecting:
r risk;
r inflation; and
r the global economy.

Securitization: Leading The Way For Global
Market Unificiation
If asset price and value are to merge again in the
1990s, and they certainly will, the mechanism that
will best assist the process appears to be securitiza-
tion. At the very least securitization will be an im-
portant piece of the value-unification process.

The term securitization is applied routinely to
the formation of any security that has fragmented
ownership and can be freely traded. In commercial
real estate securities include everl'thing from com-
mercial paper backed by a letter of credit to real
estate investment trusts and public master limited
partnerships. While not a new concept, securitiza-
tion is now reaching prominence. And it is doing so
because it fulfills the growing needs of both bor-
rowers and lenderVinvestors, regardless of nation-
ality. From the standpoint of the borrower secu-
ritization provides the following advantages:
I broader access to capital;
! faster access to funds;
r greater flexibility, especially compared with a

mortgage; and
r lower interest costs.

Securitization also has many benefits from the
lenderVinvestors' point of view:
I increased liquidity;
r standardized rating process, which facilitates par-

ticipation; and
I increased product creation, which enhances

marketability.

There are large and growing numbers of real
estate securities on today's market. The oldest is the
mortgage-backed security; newer breeds include
commercial mortgage securities, collateralized
mortgage obligations (CMOs) and real estate invest-
ment mortgage conduits (REMICS). Even real estate
investment trusts (REITs) are coming back into fa-
vor. The more rapidly global real estate securitiza-
tion takes hold, the quicker the industry will close
the gap between asset price and lalue.

A Worldwide Rethinking Of The Notion
Of Value
Clearly a worldwide reappraisal regarding real es-
tate values is underway. Vacant space, falling rents
and even negative absorption are rampant. Once pro
forma returns assumed a 5% vacancy rate; today a
157., assumption is closer to the norm. It is not un-
usual to find several well-known property valuers in
disagreement about the value of an asset-several
years ago this circumstance would have been

ollerings receive an AA, A or B rating from a recog-
nized rating agency such as Standard & Poor's or
Moody's. (Note: Another increasingly popular an-
swer to the problems of valuation and liquidity is the
formation of real estate investment trusts or REITs.
In November 1991 Kimco Realty raised $128 million
in the first initial public offering of a REIT under-
written by Wall Street in three years. In a similar
vein, shopping center-developer Mel Simon recently
announced plans to raise $335 million by offering
investors shares in Taubman Centers. This REIT
has as its sole asset a 32.57r interest in Thubman
Realty Group, a limited partnership with holdings
in 19 regional malls.)
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The Risk Factor

Bond Yields
The application ofa rating to a security, described as

"......a current assessment of the creditworthiness of
an obligor \ryith respect to a specific obligation,"3 re-
quires the borrower to pay an interest rate commen'
surat€ with the perceived level of risk. Bonds rated
Aaa by Moody's are considered to be more secure
than those rated Baa; Aaa bonds therefore command
a lower interest rate. The old real estate adage-the
risk is the rate -works perfectly in the bond market.

Readers should recall that an interest rate is
equivalent to an internal rate of return (IRR). The
interest rate to the bond investor is exactly the same
as the IRR to the real estate investor. Furthermore,
both bonds and real estate have similar payment
characteristics: a series of cash flows (interest pay-
ments) followed by a reversion (redemPtion) at the
end of the holding period. In each case neither the
IRR nor the yield to maturity are actually known
until the investment is terminated, Because real es-
tate competes with bonds for investment dollars and
has similar payment characteristics (e.9., the length
of time until maturity, which often is 10 years), bond
yields si.ould provide a reasonable proxy for real
estate IRRs for an equivalent level of risk.

Historical yield-to-maturity data for most rat-
ings is readily accessible from published sources.
Table 1 summarizes arailable information from 1977
through the first quarter of 1992 for industrial
bonds rated from BB-the lowest investment grade
below which many regulated institutions are not
permitted to invest-to AAA, the highest invest-
ment grade. The data sampled is from Standard
Poork. (Moody's uses a slightly different nomencla-
ture, assigrring Aaa, Aa, A and Baa as its top rat-
ings. Each rating agency nevertheless uses a similar
credit-rating process; a significant disparity in rat-
ings by the rating agencies, therefore, is highly
unusual.)

The Internal Rate Of Return
IRR did not become popular as a measure of real
estate performance until the early 1980s; its use was
prompted by the confluence of several important
events that demanded analysis of future reventtes
and expenses:

TABLE I

Average Bond Yield by S&P Rating
(1978 - First Quarter, 1992)

YeaT AAA AA A BBB BB B

8.65%
9.43

l1.56
13.?2
13.03
1r.46
12.43
10.94
9.02
9.32
9.66
9.16
9.34
8.69
6.b /

8.80%
9.63

I1.78
13.96
13.42
11.71
12.81
I1.44
9.67
9.77
9.92
9.47
9.66
9.04
8.76

8.91%
9.84

12.16
14.32
14.02
12.04
ll.l2
I1.64
9.66
9.98

10.35
9.94

r0.0?
9.51
9.28

9.67%
10.65
r2.63
16.02
15.60
t2.76
13.84
12.19
10.37
10.56
10.76
10.35
10.86
10.12
9.42

ll.l8%
11.77
12.68
r 1.84
10.84

12.24.h
12.96
15.85
16.6d
11.69

Note: For eoth leor suneyd, increasing nsh, defined as a louer
roring, requires o higfur lield to ottro.l inLestnrent capital.

Source: Slond.ord & Poorb 1992 Security Prbe Indet Record.

t Rapid Inflation The Consumer Price Index in-
creased by 13.37c in 1979, 12.51c in 1980 and 8.9%
in 1981 before leveling off in ensuing years.a With
inflation, pervasive investors rushed into real es-
tate; they could not, however, estimate operating
expenses on the basis of a single year.

t Rapid Escalation In Rents.In the nation's largest
offrce market, Manhattan, average office rents in-
creased from $14.37 per square foot at the end of
1978 to $40.00 per square foot in December 1981.5
Anticipated future increases were exemplified by
the 1981 sale of New York's Pan Am Building for a
first-year, cash-on-cash return of little more than
27c-a dividend rate that could be justifred only
by increases in future cash flow resulting in an
anticipated IRR in the teens.

. DeLelopnvnt Of Personal Computers and accom-
panying software programs. Computer hard- and
software facilitated the analysis of multi-tenanted
properties that were leased at or below market
rents and had varying lease expirations, making
possible the use of IRR.

t Diuersificalion. To a lesser extent, the diversifica-
tion of pension funds into real estate investment
was prompted by the passage of the Employment
Retirement Income Security Act (ERISA). This
legislation encouraged investment in property
and helped legitimize real estate as an asset class.
Institutional investors were, at that point, much
more comfortable with a "yield-type" analysis
than most real estate investors were.

As even the most novice real estate professional
knows, every parcel of property is different. With
real estate markets so fragmented, understanding of
buyers' and sellers' motivations is rarely, if ever,
complete. Investor surveys of market participants'
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Il eal estate comDetes with alternative invest-
!{ ments for capiGl. With securitized real estate
Il offerings becoming more commonplace, Wall
Street has been playing an increasing role in financ-
ing real estate. Strong similarities between the fi-
nancial characteristics of real estate and bonds have
lead to the application of traditional bond ratings to
real estate investments by rating agencies. As real
estate professionals become more exposed to rated
offerings, it behooves them to understand better the
relationship between the Ievel of risk perceived by
the bond buyer and that perceived by the real estate
investor and, equally important, the anticipated
return.

Few would argue that two of the major problems
facing the real estate industry today are valuation
and liquidity. Comparatively few (arm's-length)
transactions have closed thus far in the 1990s,
Iargely because of the gap between buyers' and
sellers' pricing expectations. A lack of market activ-
ity to support the point of view of either side has
further diminished the credibility of appraisers,
who must rely upon the actions of informed buyers
and sellers for their market value opinions.

Perhaps even more obvious is the lack of liq-
uidity. Discouraging additional real estate invest-
ment are record high delinquency rates (7.3% in the
second quarter of 1992)1; regulatory pressures by
government agencies on lending institutions to es-
tablish larger reserves, which reduce the amount of
money that may be put to work earning interest;
and the generally negative perception of real estate
as an investment, fueled by statistics purporting to
show that no new offrce construction will be needed
in the United States for at least a dozen years.

Wall Street has attempted to solve the pricing
and liquidity crisis through a process known as
securitization-the packaging of real estate-backed
assets, generally mortgages, for sale in public or
prirzte markets. Large investment banks that un-
derwrite these offerings also agree to create a mar-
ket for future buyers and sellers, thereby providing
liquidity and, by definition, pricing. Securitized
pools contain real estate assets valued an,'where
from S100 million (the minimum amount usually
needed to justify the costs involved) to almost $1
billion; the Resolution Trust Corporation C-4 offer-
ing on June 29, 1992 was backed by S941 million of
mortgages.2

To facilitate the analysis of the underlying col-
lateral and, more important, convey the risks in-
volved to investors in Wall Street jargon, securitized
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TABLE 2

Comparative Real Estate Valuation and Yield Criteria for Select Industrialized Countries, 1991

Criteria
Llnited

Kingdom Japan
United
States (iermany Spain

Ihbt Corcrsge Ratio

LT.Y

Yieltls
OfEce

Retsil
Industrial

Iy'alue calculstions

l.l-l
<60%

capitalize
income, adlust for
quslity of less€
shucture snd
term of rent
reviews

70"6

24v"

L6"/"

"Normal Price" is
nexus of mnrket
sales, irrcome
stueemi 76% of
tllat mlue

7-t0%
7-S%

il$%

Compare income
stream capital,
market sales and
rePlacement

L5-26%
(of product cost)

+5v"

6.$7.5%
5%

Gross Bent
Metlnd - capital
market rent
income csp rst€
follows a risk
hee invesfinent

1.2*t
<76%

t.25-l
66%

RISK RETIIARD:
THE
RETATIONSHIP
BET1IIEEN
BOND YIELDS
AND BEf,L
ESTATE IBBS

7.5%

9%

7,,4

5.5-89i,

9-ll%

Similar t0
tlrc U.S.

BB-rated bonds and IRRs hue similar
rishs; their reuards, howeuer, are not
comparable.

by Howard C. Gelbtuch, CRE

Sources: UK: Hillbr forher Research
Japan: Thhenaha & Company
U.S. : Cushman \thhzfteld
Germany: Deutsche Centralbanhen Kftdit AC
Spain: Madrid Stoch Exchange, Banto dz Sontandar
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unheard of. And the underlying assumption that
property values only rise has proven to be a myth.

Except for the land system in the United King-
dom, most of the world's major real estate markets
(e.g., those of Japan, Germany and Spain) are not
well understood by outside investors. And unfor-
tunately, there is no one place to go to consult with a
"how to" advisor.

This situation begs an answer to an intriguing
question: Are properties being valued according to
the same criteria among different countries and in-
vestor groups? The answer? A resounding no.
Therein lies another fundamental problem that pre-
vents global property markets from making a
strong, united comeback. Furthet without nor-
malized rating techniques, securitization cannot
happen, and the global investment community re-
mains cold to our products.

Following is a brief status report on some of the
key international property markets and a review of
the asset valuation techniques used in different
countries. Thble 2 provides a snapshot of each coun-
try's valuation procedure and the comparative prop-
erty yields among markets.

The United Kingdom
Bank lending to the property markets in the United
Kingdom has all but dried up. British bankers place
great emphasis on the quality of the lease structure,
with most utilizing 25-year terms and requiring
rent reviews every five years. The United Kingdom
clearly needs to develop a meaningful market for
securitized products which would allow financing to

move outside the banking arena and into the inter-
national real estate capital markets.

The most negative feature facing developers and
lenders in the United Kingdom is the "yield gap"-
the difference between property yields and prevail-
ing interest rates. Prime downtown commercial
property yields between 5% and 67c; long-term
yields on bonds approach 107a. Rents are so low that
developers cannot finance the yield gap, making
property sales and rehnancing the only way to
survive.

A commercial property in the United Kingdom
is valued by capitalizing the income then adjusting
for the quality of the leases and the term of rent
reviews.

Japan
Real estate lending in Japan is done by flrnancial
institutions, but it is carried out in the form of cor-
porate finance. This contrasts sharply with lending
practices in North America and Europe, which focus
heavily on the income generation of the property
itsell Japanese Ienders tend to rely on criteria in-
volving the borrower's personal credibility, perceived
understanding of real estate and corporate business
strategy. Japanese lenders do not place significant
merit on the asset or development opportunity in
their investment decision; they assume the corpora-
tion will support the asset's performance.

The Japanese refer to the value of real estate as
the "normal pricel' The normal price is the nexus of
the borrower's credibility and comparable market
sales multiplied by 757r. One may now begin to un-
derstand why the Japanese have made real estate
investment mistakes.



Germany
Commercial property accounts for approximately
307c of all construction in Germany. Valuation of
property relies most heavily on the gross rental
method, which is based on the capitalization of net
rental income. The capitalization rate follows the
current "risk free" investment.

Large property funds finance new construction in
Germany. One important fund is the open-end fund,
which is initiated by banks to place shares through
their branch network. A closed-end fund also exists.
This fund offers substantial t:x incentives; however,
there is no regulated market for reselling the fund
shares,

Insurance companies have a relatively large ap-
petite for real estate, which consumes about 107o of
their collective portfolio. And within Europe, Ger-
many is by far the market offavor for other European
investors. By the middle of1991 foreign investment in
German real estate was estimat€d to be DM13.6 bil-
lion. The Scandinavians had the largest share at
DM4.9 billion; followed by the Dukh (DM3.8 billion)
and the British with DM3.3 billion.

Spain
Real estate valuation in Spain is approached on a
somewhat different basis than valuation conducted
in European counterparts. For example, loan re-
quests are treated on a case-by-case basis, and the
most important determinants of future income are
the quality of the future tenants and the lease condi
tions. As one "protection" for the lender, Ioan-to-
value ratios fluctuate between 507o and 707o. Also,
leasing is prominent in Spain, and ifthe tenant base
is solid, a property may be purchased. Institutions
often purchase property before it performs
economically.

Outside of Germany, Spain has been the most
significant beneficiary of the boom in European real
estat€ investment. Spain has beneflrted by hosting
the 1992 Olympics and by its expected role in the
European Economic Community (EEC). AIso, de-
mand for new space has outstripped supply by a
sigrrificant degree, keeping yields higher in Spain
than in any other market in Europe.

Whither Real Estate's Equity Capital
In The 1990s?
Many U.S. real estate professionals over the past
two years have bemoaned the "credit crunch]'the
supposed lack of debt available to support product
development. All the evidence I have refutes the ex-
istence of a credit crunch; however, evidence does
point to an equity crisis within our industry Most
equity dollars invested in the 1980s have been writ-
ten off; those dollars were the frst to dissolve. De-
velopers who expect to build a steady stream of
products in the 1990s must find and latch onto a
scare breed-the real estate equity investor. There
will be relatively few equity investors from the
United States; reducing our massive debt loads and
rebuilding equity will be the name ofthe game here.

Europe will continue undergoing that extraordi-
narily expensive unification "game" in the '90s. Ger-
many already is feeling the strain as interest rates
rise significantly, along with unemployment.

Equity-seekers should keep their eyes on the EEC's
Second Banking Coordination Directive which takes
effect on January 1, 1993 and provides a single Euro-
pean license to conduct banking business. The direc-
tive allows institutions that offer certain banking
activities in its own country to undertake the same
activities in every other European community with-
out obtaining additional licensing. Still, real estate's
capital markets hardly will be overrun with equity
capital from Europe during the 1990s.

What is becoming increasingly clear is that the
Pacific Rim will be the world's net provider of equity
in the 1990s, whatever the investment type. True,
Pacific countries are growing fast and have demands
of their own, but also consider the following facts:
r In 1990 total Pac"ific Rim gross national product

IGNPI was $1.63 trillion; by 2000 it will be be
$5.01 trillion- rivaling that of the EEC and al-
most equaling that of the United States.

! Taiwan, Indonesia, Thailand and Hong Kong have
earmarked over US$500 billion to spend for public
works and capital improvements over the next la.ro
years. This is more than the United States and
Europe plan to spend over the next /iu€ years.

For those with imagination and an eye for the
future, better understanding of the world's economic
engine in the 1990s will make a great deal of sense.

Global Rcal Estate Markets Are A Reality
The continued globalization of our real estate mar-
kets is a given. Although we know that many invest-
ment mistakes inevitably will be made, such is the
price of education. We also know that many things
must happen to have a truly global property invest-
ment market. For example, a thorough property-
rating syst€m must be developed. Fannie Mae led
such an achievement in the U.S. housing markets,
providing the basis for today's booming residential
mortgage-backed security trading. While not sim-
ple, another system can be achieved for commercial
property in the 1990s.

Investment in commercial property will be less
speculative in the'90s. Lenders and investors will
demand a higher level of due diligence, and they will
invest only in those projects that can stand on de-
mand, alone.

Equity capital for real estate will be in short
supply, and those who supply equity will have the
best investment opportunities to choose from. Ex-
pect a surge of both debt and equity funds to be
forthcoming, with Southeast Asia leading the way.

Finally, if the market is to reach equilibrium
and remain there, more owner-op€rators must find a
way to participate in the investment opportunities of
the '90s. It is doubtful that a group of passive inves-
tors purchasing ten hotel properties is what the
market needs, unless the managing partner really
understands that business.

Ready or not, globalization of the world's real
estate flrnancial market is here. When will it merge
with the realities of the local marketplace? And
when will the sum of such a merger receive the
respect needed to properly value real estate products
in the 1990s? These questions, and many more,
merit our collective answers.

10. The researcher€ overleid this data upon economic and popula-
tion dats in a simultaneous estimation procedure producidg
the following insightr: First, prices tended to exceed ap-
praised values in areas with higher than normal 8to\ath in
population, on properties in bettcr locatio[s aDd on larger
pmperties (measured by ssles prices). Second, prices tended t!
be lower than appraieed values on properties with high va-
cancies. Third, appraisers t€nded to b€ more accurate in \€lu-
ing properties with high income per square foot and great
functionality. Fourth, apprsisers tended to err more on o6ce
pmp€rties with high vacancy rat€s and on properties in b€t-
ter locations.

APPENDIX
Construction Of The RusselI-NCREIF Property Index
A. Rules For Inclusion

1. Property must be held for a tax-exempt investor by a member of National Council of Real Estate Investment
Fiduciaries.

2. Property must be unl.eueraged; Ieveraged properties are reported in a separate index. Unleveraged properties
have the following charact€ristics:
' Institutional real estate investments
' Income producing
' Fiduciary enYiroument
' Urban or suburban commercial; no agricultural or timber
' Unleveraged or less than 57c debt
. Wholly owned or joint Yenture
. Existing; no pre-development
. No developmenUlease up risk; properties must be 807c leased before inclusion

B. Rate Of Return Formula
Income return = beginning market value + U2 capital improvements - V2 partial sales - U3 income

(ending market value - beginning market value) + partial sales - capital improvemert + income
Tbtal return =

beginning market value + V2 capital improvements - U2 partial sales - V3 income

C. Number Of Properties And Market Values Over Time
(Years at 12l/31)

Russell-NCREIF Property Index

1978 1979 1980 1981 1982 1983 1984 1985 1986 1987 1988 1989 1990 1991

Number of
properties 291 37L 493 681 781 846 907 991 1055 1100 1181 1274 1508 1622

Market lralue
(in billions) $0.73 $1.23 $1.98 $3.67 $4.89 $6.07 $7.89 $10.95 612.21 $12.81 $15.61 $17.36 $22.31 $21.91

D. I)istribution by ltegion
Value (Years at 12i/31) U.S. Population 1990

1978 1984 1991

2O1c

24
35

2l
100.00% 100.00% 100.00% 1007c

E. Distribution By Pmperty ['pe
Years at 1731

1978 r98.1 1991

Apartment
C)fIce
Retail
Research and

development
Warehouse
Hotel
TOTAI,

11. The market value of $70,588 is overshted W 4q b 573,412.
If this higher volume achieves the adjust€d Russell-NCREIF
return of 7.8*, then t}le revenue is $9,726, implying an occu-
pancy of ($9,726il$10,526t = 92*.

12. The press often points out that income returns on the
Russell-NCREIF Inder have come down by 200 basis points
over the decade, while real estat€ risk app€am t b€ goinB up.
The apparent anomaly is explained by judging real e3t8t! in
a capital market context. R€al estata yields have come down
far less than bond yields which is logical given the increasing
risk associated with real estate over the decade.

East
Midwest
South
West

TOTAL

26.O3%

20.55

17.80

35.62

24.461c

15.97

24.9't
34.60

22.78%

15.88

17.66

43.68

0.ooc,
23.29
19.18

0.007.
49.68
19.26

1l.L4sc
32.68
26.15

6.85
34.27
16.41
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9.51
15.9?
5.58

100O0-7e

10.41
t7 .57
2.to
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