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by Howard C. Celbtuch, CRE

F rom the late 1980s until just rccentlv the re-

l.'l gional mall was the mr,st prt'tt rrt'd propertv
I tvpe frrr direet investment. Thc change oc-
curred because most consumer preferences shifted
from mall-driven conspicuous consumption of de-
signer jeans and the like, to morc value-oriented
shopping. When retailers and shopping center de-
velopers realizerl that it rvas nrore fashionable to
buv goods at bargain prices than to tlaunt one's
ryealth, r'arious \?lue-oriented formats evolved
such as

! Factory outlet stores, o$'ned .rnd operated bV
manufacturers, sell directlv to the consumer and
eliminate interim markups in pricing. Anrong the
manufacturers choosinpi this route .rre Van
Heusen, Ler.i Strauss & Co., Nike..rnd London
Fog.

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

r Specialty outlet stores, operattd by the specialty
chains, are increasinglv found in outlet shopping
centers - neighborhood or community sized-
centers tenanted exclusivelv with value-oriented
stores. These centers frequentlv include Nine
West, Ann Tavlor, VF Corp, Levi Strauss & Co.
and Nike.

The number of factorv outlet centers in the U.S.
nearlv tripled betlveen 1988 and 1994, from 108 to 311.

Their meteoric gron,th coincided with an earlv 1990's

structural change in tr.lditional large investor atti-
tudes tor.r,ard direct in\€stment in rcal estate- Mort-
gage loan portfolios at commercial banks n,ere
coming under increasing regulatorv scrutinv as fore-
closures increased; excessire impruclent lending bv
manv savings and loan associations lead to their
eventual insolvencv 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 \a,is-
dom of real estate investment as their expectations for
real estate liquiditv and theorc'tical performance
evaporated. The result was a shedding of real estate
assets and, more important, a shortage of traditional
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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 avera8e rate
of return is developed using the band-of-investment
technique.

I, RR - (After-tax rate of return on debt capital)
x (% of debt capital to sum of the debt)
+ (rate of return on equitv capital)
x (% of equity capital to total equity).

The cash flou's 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 retltn o debt cnpital 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 Caytital Asset Pricirg
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 u,hich reflects the sensitivitv of a

companv's stock price to movements of the stock
market as a whole.

Public Market Valuation
In the case of REIT valuations, r,arious 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 Fron Operations
(FFO) FFO is net income or "earnings" excluding
gahs 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 lnr€stment Trusts
(NAREIT) that became effective in 1996. Wall Street
analysts have also der.eloped FFO multiples for
comparative purposes. Some critics maintain that
FFO may not be representative of true operating
profitabilitv because it mav not account for leasing
commissions, tenant impro\ements and recurring
capital expenditures. Although this is an important
measure of performance used by the securities
market, analvsts are continuouslv developing other
units of comparison, such as cash available for dis-
tribution (CAD) and many others.

FIGURE 1

REIT Yields - Year-End 1994

Yield on Equity (Ye) (% )

Ye = Dividend Yield + Dividend Fayout Ratio
le=7.67L +85Cc
Ye = 9.02r

Yield on Overall Assets (Ya)

Ya = Equig Yield x (% Equity) + Debt Yield x (% Debt)
\a=9.02% x (0.65)+7.75% x (0.35)

Ya = E.57.

Implied Capitalization Rate (Yo)

Yo = FFO Yield on Assets + Corporate Overhead
(Manag€ment Expense2)

Yo = E.5E7o + 0.70%
\o=9.281o

'Some people adiust for floating-rate debt,
:Management expmse is the averaSe "reasonable cogt of
doing busines{ for a REIT.

Clen 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.{

Mueller also observed that "public market vehi-
cles react more quickly to economic and financial
market movements than do private market prices"5.
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. Howeveq,
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 h the private market are measured
bv direct and yield capitalization techniques. One
of the most common methodologies consists of de-
veloping an overall capitalization rate, which can
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exchanges). Once a buy/sell decision is reached,
ownership can often be transferred hstan-
taneously. Some REITs do, however, have thin liq-
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 availabi.lity and supply of
capital for securitized transactions.

The value of REIT securities can be known in-
stantaneously and with virtual certainty simplv 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 Bo\€rnmental regulation, constantly
improving technology and the insatiable appetite of
decision-makers for information. This also contrib-
utes to the efficiencv 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 mi8ht 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 hdividual 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 rycles.

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 temporarv

disaffection of traditional capital sources for real
estate. This forced owners to seek altemative 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. Paradoically, 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.

Ibrms Define The Industry
Before public market valuation is compared to pri-
vate valuation theory, it is necessary to understand
some basic terminology. Diaidends are the net in-
come of a company after debt and taxes and repre-
sent a portfolio cash flow. REIG 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 entiry i.e.,
leasing commissions and management fees which
can represent savings to the REIT. Corprate diui-
dends are distributions to shareholders of corporate
assets generally in the form of cash. In valuing sin-

tle real estate assets, rcf operating il,conre is income
before debt and taxes, while casl ,floa, is described
as net income after deduction for debt.

A priceleantings (PIE) 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 equilv capitalization rate (as opposed to
an overall capitalization rate) in single asset real
estate valuation.

Capitalizntion rates are also used in estimating
the value of corporations. "ln the capitalization-of-
income method of valuing a business, a cap rate is
used to convert a shgle 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,"l says Randy Swad. This is
similar to direct capitalization in real estate
valuation.

Swad also notes that 'A discount rale 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."z This is similar to
applying a discounted cash flow analysis, a form of
yield capitalization, in the laluation of real estate in
the private marketplace. Swad warns, howevet 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."3

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 loshg 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 lnc. 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, Incation. Iication
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, lbxas. While these may be pleasant places to
live, institutions that invest directly in real estate
through mortgates 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 tfuifts.

Howevet 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

outlet center in the countrv 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 public's favorable response to the concept
is largely responsible for the hfusion of funds into
outlet center companies.

The Arbitrage Opportunity
From a company perspective, current dividend
yields 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.
Howevet 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 ralue-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 10.57c, probably less than the
capitalization rate otherwise assigned to its proper-
ties by real estate buyers and sellers. Therefore,
sophisticated investors can arbitrage investments h
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 altemative 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
Hotel
Industrial
Apartment
Regional Malls
Shopping Centers
Factory Outlets

Sour(e: 1996-Annual Review and Outlook For REITs,
Lehman Brothers

compared to 37.6 percent for the S&P 500. Shop-
ping center stocks generallv did not pt.rform as we'll
and outlet center REITs \^,ere even u,orse.

Based upon the performance, of outlet center
stocks through 1995, direct real estate investors
have proven themselves to be more astute than the
public bv steering clear of real estate that is loca-
tionallv challenged. [t is uncertain u hether this u'as
a conscious decision to avoid outlet centers, due to
other percei\€d opportunities for better capit.rl de-
plovment, or because of a general ar.ersion to real
estate. Perhaps time will prove that factory outlet
conrpanies, at their current pricing, are an attractive
investment. If so, it will not be because the qualitv
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. Manv Wall Strc'et
brokerage firms are proiecting an over.rll return of 15
percent from REITs in 1996. As this is based on the
sunr of both an annual dit,idend and expected price
appreciation, it is similar to an IRR in rcal estate
parlance. In\€stors u'ho concur i{,ith this scenario
but cannot buv real estate directlv at a l5 percent IRR
mav be better off investing in REITs. Within the REIT
universe, some stocks are expected to outperform
the average (office companies for example) rvhile
others with shopping centers ar€ expected to under-
perform. Counter-cvclical investors, or thost u,ith
the capacitv to add value to their acquisitions, mav
continue to prefer investing in real estate. REITs
themselres also will begin to arbitrage capital costs
by taking advanta€ie of the current low interest rate
environment to borrou, monev for acquisitions.

As the REIT market continues to expand, real
estate counselors w,ill need to reconcilc rL'al cstate
terminologv rvith that used bv stock analvsts and
to recognize that stocks and real estate compete
rlith each other for capital. The distinctiorr betn'e'en
orvning bricks and mortar and share certificates is
blurring, and real estate counselors $,ho h,ant to
remain on the leading edge of their profession have
to speak both languages-

REITS AND
THE PRIVATE
MARKET: ARE
COMPARISONS
MEANINGFUL?

Il EIT shares are securities. They are paper enti-

I( tlements representhg a financial interest or
ll claim to a return. An individual real estate
asset can be an office building, shopping center or
similar tvpe of propertv that is priratelv orvned.

REITs lrere formed in the 1960s as vehicles to
hold or finance real estate and to offer tax advan-
tages to in\,estors. REITs must distrihute 95 percent
of taxable income to shareholders, w,hich manv
consider to be equi!?lent to 80 percent to 85 per-
ce,nt of cash flour 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, hvbrid REITs and others. Ilecently,
REITs have focused on specific property types and
have evoh.,ed into shopping center REITs, hotel
REITs, office building REITs, etc. The current atti-
tude on Wall Street is that real estate is essentiallv a

local, specialized business. Ihus, if inlcstors seek
diversification, thev can buv shares in REITs
consisting of other propertv tvpes or REITs that
concL'ntrate in specific geographic locations.

Equitv REITs on,n, manage, buv and sell real
estate'. REITs are more than iust real estatt', hon-
ever. Thev 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-
port.rnt, other factors influence share prict, as well.

Advantages Of REITs
In addition to greater liquiditl,, ad\.antagcs of secu-
ritization o\er private investment include diter-
sification, a larger pool of available capital, known
ralue, more abundant information and elimination
of the cost and burden of direct management.
These attributes explain u,hv market participants
may accept cash on cash returns from ttEITs that
are lor,'er 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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The primary objective of J.R. Kimball, lnc., is
to provide real estate services that enable

clients lo make well-informed decisions
concerning the purchase, sale,

development, underwriling,
and management ol

their real estate
assets.

J.R. KIMBALL,INC.
Reallors Appraisers and Consultants

.f .R. Kimball, CRE, MAI
Lori Forrest, MAI

Mary Jo Thomas. SRA

1207 West FreaLtay

Fort Wotth, TX 76102-6071
ttlephont 81 7.332.7872

frtx 817.332.2940
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