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A Mix of Picks
Eeny, Meeny, Miney, Mo’ Money

isk is a war board game that can returns on invested capital stem from
Rtake hours, even days, to com- Executive Summary management’s ability to pilot the public

plete. Each side sets up its forces vehicle. Corporate management, as
based on knowledge of its own strengths O Investment managers start opposed to asset management, is a new
and weaknesses and of the enemy’s. their search for the best arena for REITs, and one in which the
Invariably, just as all of the careful plan- REITs by narrowing the track record is mixed. “In our view,”
ning and maneuvering is about to bear playing field. asserts McConnaughey, “corporate capi-
fruit, something unexpected happens — tal disciplines such as those that exist at
like the cat jumps up on the table and [ Most money managers great corporations like Wal-Mart, Coca-
wipes out all armies in the Balkans. maintain meticulous Cola and General Electric are sorely

REIT investment is likdRisk.Based
on research and their clients’ risk/return
preferences, portfolio managers devise
strategies to find the perfect REITs to fit
the bill. But, as often as not, just when
everything seems to be proceeding so
beautifully, the unexpected cat — or

lacking in the REIT world.”
McConnaughey points out that,
because real estate is such a capital-
intensive business, management disci-
plines will prove to be of increasing
importance as we enter a period of real
estate equilibrium. “Therefore,” he says,

models for forecasting
cash flow, growth and
price changes.

O But, at the end of the day,
subjective judgment plays

capital market crunch — comes along the biggest role. “we spend a great deal of time
and ...kerplooee. assessing management’s skills.”
Part of the problem is the size of Cydney Donnell, portfolio manager

the game board. There are more thanthey are in a mature industry with lim- of EIl Realty Securities, also
200 REITs and, despite some consoli-ited growth possibilities. Hotels, on the believes management is the key. Her
dation, it has become very difficult (as other hand, are more interesting. He investment team looks at each property
if it ever was easy) to analyze each andfeels that recent changes in type owned by a company and deter-
every REIT out there. Therefore, invest- the lodging industry mean that its mines for themselves what business
ment managers start their search by nargrowth potential is higher. Ostrower strategy they believe will provide the
rowing the field. They're all looking for also likes the fact that there are a lot ofbest long-term cash-flow growth. In
the same thing — companies guaran-value-added possibilities that can be making this assessment, the team con-
teed to make money for their investors employed to increase returns. siders the real estate portfolio quality,
— but they have varied methods of Robert McConnaughey, managing including its tenants under contract.
finding those companies and a varietydirector at PrudentiaReal Estate Once Ell has determined a company’s
of outlooks. SecuritiesJooks at REITs as companies growth prospects based on its holdings,
Matt Ostrower, vice president of and not just as collections of assets.the investment team uses its judgment
Pioneer Investment Management, “The key for us,” explains to determine if the company manage-
focuses on growth-oriented REITs with McConnaughey, “is finding those com- ment has the ability to realize that
long-term cash-flow growth possibili- panies that have an opportunity to im- projected growth.
ties. Focusing on growth as opposedprove their returns on invested capital to Only after Ell has determined that
to income begins to limit the REIT levels beyond that which currently is a company has both acceptable growth
universe. Ostrower limits his investment priced into the stock.” prospects and a management that can
in community shopping center REITSs, According to McConnaughey, much effectively implement that growth does
for example, because he believes thatof the prospects for improvements in the team look at valuation criteria to
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detemine if the equity is aapd huy.
This ciiteria uses — bt is not limited
to — multiples, net asset alue (NAV)
and a discountedddend model.

Ralph Blok, executve vice pesk
dent and REIT pdfolio manaer &
Bay Isle Anancial Coporation and a
contiibuting editor to this puication
(seeAnalyst's Notdook,page 36),says
that his firm looks br the“best compa
nies” if they can be boughttattractive
prices: “Over ary meaningful time
period, these companies will pvide,
we think,the best totaletums for their
investos”

Block uses seeral ciiteria to de
fine “best” — including the quality and
depth of manaement,their track
recod and lusiness sttegy, portfolio
quality, balance sheetbsence of con
flicts of inteest,and insider stdcown-
ership. Blok says he is looking dr
companies thaare ale to cede the
most \alue br their shagholdes. This
value can be eded by means of deel-
opment or the lality to acquie poper
ties & very cheg prices or other
strategies.

Block cautionshowever, tha even
the best companies can beempriced
“We dont want to evn even the'best’
companies if their
stoks ae trading
at overly inflated
prices; he sgs.
“Conversely, we
will own stoks of A
some less-than- iin
stellar REITs if
they're trading
dirt-cheg prices,
although these will
be pimaiily trad
ing oppotunities and will not domirta
the potfolio.” He epects to wn the
best companiegn the other handor
much longer time peiods in oder to
maximize the compounding of per
shae FFO gowth and eal estte \value
growth.

Block’s stategy calls for keeguing
turnover to a mininum. A substantial
pottion of Bay Isle’s dients and shar
holdes ae taxed on ealized caital
gains, so this stategy often equires
Bay Isle to hold a slighyl overvalued
stok rather than sell it Wen it hits the
firm’s taget pice. “T his ma nega-
tively affect our pe-tax perbrmance
over the shdrterm,” admits Blo&, “but
we think it maximies aftettax retums

Ralph Block

for most tients”

For maximum diersificaion, Bay
Isle owns REITs in just bout every
sector The firm, however, will over-
weight or undengight a sector substan
tially, depending upon the pspects dr
tha sector and theeldive values of the
REIT shaes within it \ersus the glues
available in other sectar.

According to de Rodiguez, pat-
ner and diector of secuties mange-
ment & INVESCO RealtyAdvisors, his
firm's stategy stats by screening the
REIT unierse“to eliminate the smail
est REITs — gnenlly those belo a
$300 million equity mdet cgp — be
cause the are fairly illiquid, and often
have thin mangement teams and cen
centated potfolios. If one or tvw man
agers leare, we dont want thee to be a
problem; Rodiguez &plains.“One of
the leasons Wy people inest in REITs
is to tale adriantage of the liquidity and
the aility to re-balance pdfolios.
llliquid stodks deka tha pumpose’

After narowing the unverse
INVESCO looks athe frms from a
fundamental gal estte pespectie —
the health of the undbring real
estde makets, howv the companies ar
structured, insider avnership, their
managiement teams andhat types of
expertise the mangements hae in
development,propetty management
and acquisitions‘We look 4 histoly
and mangement teams thahave a
track recod of undepromise and
overdelivery,” Rodiiguez sgs.

“Our overriding concen, however,
is the maket theg/'re in; adls Michael
Bamon, director of eal estige secuities
a INVESCOQ “Good mangement and
good locdions ae irrelevant if the
marikets aen't healtly. Even the most
talented margement teams will fid it
difficult to outperdrm when a REIT is
opegting in weak makets’

Finally, after confiming thd a
compatry is fundamentail healtly,
Rodiguez detenines whether or not it
is dtractively valued using a quantita
tive picing model.“It' s all &out pice,
reldive value and elaive risk”

KRA Capital Managiement bgins
its list of suitdle investment candides
by performing both a sector and a cem
pary analsis, explains Geoge E.
Fanad Jr., chief investment dicer a
KRA. In its sector angkis, Fanad
assesses mawmfeconomic &ctors as
well as the balance beten suppl and

demand in the arious geographic

markets. He eviews global,naional,

regional and local economia¢tos and
cepital maket situgions tha may affect
maiket conditions.Those &ctors in

clude infltion, interest etes,unemply-

ment, consumer spendingovemment
policies,and levels of pesonal and
business imestment.

KRA thenuses this sector anais
to detemine sector wightings. Bnag
notes tha these maar-economic
factos ae fluid and therefore, sector
anayssis contimousy is monitoed and
updaed

“Historically, mary REIT stoks
have perbrmed wvell in makets wher
supply exceeds demand andhere
oppotunities br discounted acquisi
tions «ist. Corversely, in maikets
where demand xceeds supgl and
acquisitions a& epensve, REIT stoks
have sufered” Fanad/ notes.“The
market recagnizes tha discounted
acquisitions esult in dove-nomal
future FFO gowth, while expensve
acquisitions povide only modeste
FFO gowth potential. KRA's stetegy
is focused on fiding those discounted
acquisitions.

KRA most hesily weights a com
pary’s piospects to gw FFO and in
crease diidend pgments. Bnag feels
tha mang@gements tradk recod is a ley
deteminant in a compayis ability to
grow FFO and inazase diidends,and
so he pgs paticular dtention to a
firm’s histoy. “Clearly, a compayg’s
price is considexd in &aluaing invest
ment oppaunities, Fanag adls.“To
the tent tha a goup of tageted com
panies shar similar perbrmance and
manaement tadk recods, we place
our bets on those companieading a
discounts to their peeraup’

MODEL BEHAVIOR

It's one thing to hae a stategy out
lining the impotant factois. Knawving
wha companies topply those actos
to is quite another thingio help leg
up with the gerchandng REIT field,
moneg/ mangers hare d/namic models
that let them brecast cashdlv, growth
and pice changes. These models ar
used to funnel the stks dowvn to a
manaeale number

INVESCO uses a quantitize
regression model ttacompaes &ery
stok. The frm uses the modelipnarly
to male sto&s directly compaable and
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grade them onta
tractiveness:‘Our
quantitaive model
is best desdved as
a tool to help us
compake an @ple
to an oang/
Rodriguez  «-
plains. Using this
regression model,
INVESCO ranks
ead stok in tems

ak
Joe Rodriguez

of relative dtractiveness and then

chooses those REITs tha will pur-
chase or its diversified potfolios.
KRA uses models to calcutathe

intrinsic values of the companies it

monitois. The frm compaes its calcu
lation of intinsic wvalue (the walue of a
compary as a @ing concen) to the
comparty’s maket value to detenine
whether a companis trading & a dis
count or pemium to its mdeet value
The inputs into KR/ model intude
propety-and-compan level revenue
and epense itemsntemal and gtemal
growth estimges,and an estimad dis
count ete. Geneally, these models ar
incomorated in a thee-to-fire-year time-
frame

McConnaughg also uses detailed

financial models to assess a conyfgmn
prospects.‘Prudential doestt’'invest in
companies without héng thoroughly
modeled their futwe cash-thw oppotu-

nities and assessed the funding assump

tions undelying those gowth plans;
he sys. “Each of these models is
linked to our indusir sheetsthrough
which we can compar relevant stais-
tics acoss the indusy’

William Morrill

Jr, manajing direc M
e *g i

- AR I

tor of LaSalle
Investment
Management

(Secuities), com-

pares its pice with

the \alue of the eal

estde compap as a

going concen (in-

trinsic value) and = ..y
the \alue of under

lying real estte (NAV) to detemine if
the pice is discounted orverinflated
Some of the quantiti@e factos Morrill
looks d in detemining intiinsic and net
asset alues ag the quality of eal estte
in the potfolio, its rollover shedule
wha kind of assets arheld where the
are locaed the fhancial stucture of the

compaty, how much debt it has and
whda its coverage ratio is. Qualitdive
factos ae moe subjectie; they incdude
the REITS oganizdional stucture and
the expettise of its mangement.

“It all comes t@ether br us in a
discounted cashdv model, Morrill
says. “We set up a discounste model,
then look &the eanings gowth of the
compary over s@eral yeas.We adl in
an assumed oitiple tha will be
achieved when we sell the stdc and
come up with an intnsic value Based
on this umber we detemine if the
stok is a god \alue If our number
comes up 8520 and stdcprice is $15,
for example then thee is a bance or
apprecidion and ve'll look to kuy. If the
numbes ae reversed then we'll sell”

Block relies hesily upon popri-
etay valugion models. He uses te
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with a vaiiety of vehides damoiing for
investment cpital. After detemining
tha a compan is a vidle investment,
manaers need to comparit to some
thing to detemine if it is the best use of
an irvestors mong. Because REITs ar
a hybrid of real estte and equitiesyith
both gowth and income components,
making dilect compaisons to other
vehides is dificult, and eactly what
comparsons should be mademains
contoversial.

Morrill says tha he compaes
LaSalles potfolio to theWilshire,
Morgan Stanlg and NAREIT indices.
“We tiy to bea the indices thiahave
compasble secuities to wha we ovn,
he sgs. Morrill normally doesnt see
REITs compagd to bonds or utilities
on an ind& basis because thare a
different investment ehide. “Typically

different sub-models and combines we ae compaged ajainst our an in-

the esults in arying propottions, de-
pending upon Wwere he thinks the in
dustly is in the irvestments and
capital makets gcles. One of these
sub-modelsdcuses on estined NAV
for a REIT he then either at$ a pe-
mium or tales avay a discountde
pending upon &rious factoss thd he
thinks adls to or subticts fom shae-
holder \alue wer time — induding
balance sheet &ngth,real estte op
portunities and access teasonbly
priced caital.

Another sub-model of BldcCs
focuses on the netgment alue of all
estimded futue cash fiws for eat
REIT, discounted to the psent die on
the basis of a spedifidiscount ate.
This model allovs Bay Isle to malke
both long-tem and shdrterm estimé#es
of potential FFO andFFO gowth, to
which Blod applies a cp rate dgend
ing upon sectoibalance sheemanae-
ment stategies and other considgions
that he thinks afect irvestor hudle
rates of etumn.

Bay Isle’s third sub-model is a
P/AFFO gtio approad, and is based
on hav Block thinks other imestos
will value REIT stoks from time to
time and vha they'll be willing to pgy
for eat dollar of AFFO. “This is our
concession toeldive valuaion,” says
Block, “whereas the other modelsear
based onlasolute aluaions”

THEORIES OF RELATIVITY

REITs dont exist in a \acuum.They are
patt of an @olving investment unierse
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dices, Morrill says. “We aen't being
asled to beathe bond or utility stdes”

Ostrower looks & REITs as if thg
were equities‘REITs should act &ry
much like their assetlass; he daims.
“Many people sa tha real estée is
different than other equitiedut |
believe they are just another equity
with one &ception — the have to py
out much of their etained cash because
of tax lavs” Ostrower beliaves tha
REITs will trade up and den with the
expectdions of the maket. “People
increasingy are looking & REITs as
cyclical stoks”

McConnaughg insists tha REITs
are piced a@ainst &erything — gainst
equities,bonds and
utilities. “REIT ex-
ecutves nust under
stand thaithey need
to provide an inest
ment poduct tha 1
can be competite e
with all other ivest .

!Qr

ment \ehides, pub-
Bob McConnaughey

lic and pivate, on a
risk-adjusted basfs.
McConnaughge
thinks tha REIT executives need to mak
the companies mergpealing to the g
efal investor“Quite frankly,” he sas,“un-
til more compan executves emkbeice the
disciplines thahave made thelbe dip
stoks of Amelica gea, it will be easy to
ignore our sectdr

REITs mg be compad to eety-
thing, but Fanag doesnt think they
should be“lt is a common mispeep-
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tion tha REITs should be compza to
bonds, he sgs. “Well-manayjed REITs
obviously have an emphasis orrayving
future eanings and hopefuyl tha's
reflected in the sharpice, while bonds
offer no caital gprecidion when held
to maurity.” Fanag also ass¢s tha the
compaison betveen REITs and utilities
is not \alid, as REIT perdrmance due
to the &ility to grow FFQ, has beendr
superor to tha of utilities. Tha may
change in the futue, however, because

down to the inestment marger's sub
jective decision.The objectve tools
help narow choices,but they are not
crystal balls. It taks a human mager
to male the fhal decision.

“Our industy sheet is not &lack
box’ tha geneetes our pdfolio with-
out signifcant subjectie input fom
myself and our tearh,McConnaughg
sas in a sentiment éoed ly most
other mangers.

the deegulation of utilities equiles the

mangiement of utility companies to
place moe of an emphasis orrayth
than thg have in the past.

So what should REITs be com
pared with?“We model REITs gainst
real estte” says Fanag. “After all, the
undetying assets in REITs adand and
building improvements. By and lge,
these assetseovned and opeted Ly
entrepreneural mangement teams with
proven tadk recods’

Block agrees bonds arnot a god
comparson, but he has used utility
compaisons.“We compag oppotuni-
ties in REIT ivesting as vell as REIT
valudions from time to timegto those
oppotunities aailable in both eal
estde and elecic utility stodks and the
expected total etums from sud other
altemative investments, says Blod.
“We believe thd those inestments ar
most compaable to those of REIT
stoks. We do not comparREIT stoks
with bonds,as REITs a& very much
equity investments and not bdeoHdiga
tions with fxed maurity daes’

According to Rodiguez,finding a
suiteble compaison deends on knw-
ing wha you're compang. “We look &
REITs in two ways, Rodiguez sgs.
“When vwe hae dients who've hired us
to be their REIT marger, our only goal
is to be&their REIT bentimak. But in
our wle within our global fim, we also
play a \ery large reseath role and assist
other potfolio manaers within our fim
with data tha helps them ealuae
REITs eldive to bonds and equitiés.

Morrill also notes thiathe benb-
mark a manager is using will afect
what types of stoks ae suitdle for a
portfolio: “You wouldn't want to hae a
lot of C-Cops in your potfolio and
base pedrmance gainst NAREIT”

BASIC INSTINCT
For all the stategy outlines,models and
compaison, the bottom line comes

REITs don't e xist in a
vacuum. They are part of
an evolving in vestment
univer se with a v ariety of
vehic les clamoring f or
investment capital.

Barron points out thtaall models
have some inh@mt shorcomings.“Any
model will assume thapast elation-
ships will contiue into the futus, but
we knov from experience tha tha
doesnt always hapen. Havever, over
time, the quantitive model has com
plemented our fundamenta¢geach
and aded a futher dgree of discipline
to our pocessAt the end of the da
the \alue tha we bing as mangers is
the dility to reconcile both inputs with
sound judgmerit.

MichaelTorres, president of Lend
Lease Rosen Real EstaSecduities,
says thda his compay uses a quantita
tive model to saen the imestment
universe This model plugs indctois
such as mangement tack recod,
expelience communicdion, disdosure,
boad composition andeputdion. “But
once a list is gneeted” admitsTorres,
“professional judgment isaut 60 per
cent of the decisioh.

Donnell points out thtaa model is
only as g@od as its undéring reseath.
“Garbage in,garbaje out; she sgs. It's

up to the marger to decide if the listed

stoks male sensedr ary paticular
portfolio.

The managers’ expertise comes
into play in intempreting the objectie
data povided ty models,companies
and eseach. And intepretaions ae,
by defnition, subjectve.

Portfolio manayers all hare their

own ideas hout what the \arious rum-

bers mean:If a multiple is high,mary

companies will tell pu their cost of
cepital is low,” says Ostower. “| dis-

agree It sugyests to me thainvestos

have high epectdions of what the
compary can do,so | want to mak

sure tha the compay is ale to meet
those &pectdions’

Ostiower plains tha the qualita
tive piece of the angsis tends to be
extremel subjectve. As a esult,every-
one is looking ticetain ciiteria with
different g/es.”l use ny instincts a lof,
says Ostower.

THE BOTTOM LINE

A manaer’s instincts a8 becoming
more and mog impotant as the REIT
industy becomes marand mag com
plicated. It was ony a $50 million
industly in the 1980sToday it stands
close to $2 billion and i§ gowing.
“We still evaluge companieskmout the
same vay we did in 1985, says Mor
rill. “But there is a lot mae to ealuae
today. There is nuch moe mangement
depth, development and in-house man
agement.There ae moe pieces to put
into the model.

As the REIT industr has méured
its strategists hare maured with it.
There is moe professionalism and
expettise than eer bebre. But thee is
also all thaadlitional dda to ealuae.

Managers in the ne millennium
need to be on the lookit for those
stray cas thd jump up eety nov and
then.Those wo ae ale to potect
their game pieces will be the winrgein
the end O

Sheila Hopkinsis a freelance witer for
Institutional Real Estate, Inc. Her last
piece br Institutional Real Esti® Secuties
was"“Out of Focus; April 1999.
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