
Real Estate Investment Trusts

United States

Industry Type                              (09/10/07) Cyclical

Key Indices:                   S&P Real Estate (S5REAL)
Recommendation:                                               Buy



Description and Summary:  
Real Estate Investment Trusts are corporations, associations, or trusts which pool investor money and seek to earn a return by developing and managing real estate or acting as lenders for potential borrowers. REITs are generally exempt from Federal tax. In addition, most states do not require REITs to pay state income tax. 

Although there are many different types of REITs, they typically fall into three basic categories: Equity, Mortgage, and Hybrid. 

Equity REITs seek to make a profit by developing and actively managing properties. These trusts account for the 152 of the 197 REITs publicly traded in the United States. 

Mortgage REITs make money through lending to real estate owners and operators or by buying loans and mortgage-backed securities. There are currently 37 Mortgage REITs to choose from in the industry.

Hybrid REITs make up the remaining 8 investment trusts. They operate as the name implies by both managing properties and extending loans to other developers and managers.

International Competitive Structure: 
REITs are typically classified as a high-yield investment, making them vulnerable to interest rates and forcing them to compete with fixed-income securities for investor money.  As a result, economic stability and predictability play a big role in the welfare of REITs.

Although there are many REITs to choose from, the core of REITs lies within the United States where the economy tends to be the most stable and where the interest rate appears the most predictable.

Strengths:

1. Variety. There are many types of REITs to choose from within the Real Estate industry. Each REIT has its own investment strategy which provides the investor with a constant opportunity to make a profit depending upon the state of the economy.  


2. Outperform. Even with a down turn in the market this industry is holding strong.  Through mid-2007, the REIT Composite index exceeded returns of the S&P 500 over three-, five-, and 10-year time horizons. The S5REAL index has outperformed the SPX over the past five years, even with the down tern in the market.
Weaknesses:

1. Interest Rates. The severe volatility of REITs in relation to interest rates is the main weakness facing the industry. With the uncertainty about interest rates recently many investors are demanding a risk premium that is associated with the interest rates.   
2. Lending Standards.  Over the past few years the quality of lending in relation to real estate deteriorated.  The standards have been tightening over the past few months as a result of many sub-prime problems.  Institutions have to incorporate these new, tighter standards.
Opportunities/Trends:

1.  The industry has been going full force in relation to the number of mergers and acquisitions over the last year in the industry.  These activities have provided strength to an otherwise volatile industry.  Many analysts feel that the merger and acquisitions will continue for the rest of the year.   
2. Equity REITs investing in apartments are beginning to grow again, due to the higher lending standards.  Many are unable to buy at this point and will resort to renting. As long as the interest rates continues at its current levels, the opportunity to make money in this sector has become very appealing after remaining dormant for some time.

Threats:

1. The residential sector within the equities industry appears to have hit the top and is on the down ward slide. No one knows how far it will drop.  The increase in the cost of construction materials has increased, contributing to the lack of desire for new construction.

2.  The uncertainty of the market. This problem has caused uncertainty with the Federal Reserves’ decision making.  They are now more mysterious as to what they will do to continue to combat inflation. For now the Federal Reserve pretends to hold off on raising the interest rate as the economy shows signs of a slowdown. Such a sign could spell disaster for certain real estate investors.
Key Valuation Ratios to Watch:

Net Asset Value per share, which eliminates the GAAP depreciation of real estate because real estate has a tendency to appreciate over time. Dividend Discount Model. Discounted Cash Flow Model. Replacement Value.

Key Items to Watch:
GDP. Interest Rates. Unemployment Rate. Retail Sales.  New Residential Construction. Vacancy Rates. Net Absorption.

Return Performance versus the S&P 500 (in %):
                02
       03      04       05    06        07YTD
S5REAL  -9.2
27.8
28.1
12.2
41.3  -16.3



SPX
 -22.0
28.4
10.7
4.8
15.6     5.3
Excess     12.8    -0.6   17.4
7.4   25.7  -21.6
GDP          1.9     2.7     4.2  
3.5    2.6      2.3
Sources: NetAdvantage, Bloomberg, Hoover’s
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