
DIRECT INVESTMENTS SPECTRUMPRIVATE 


JULY/AUGUST 2005 FEATURE ARTICLE


(Published by Partnership Profiles, Inc. 1-800-634-4614)


"REITs IMPROVE DIVIDEND COVERAGE"
With fundraising for non-listed REITs exploding off the charts in recent years, critics have attacked these investments on various fronts.  One of the most common attacks is that the dividends being paid to investors are not supported by actual operating cash flow.

This may have been true last year, but the times they are a changing'.

By way of background, the March/April 2005 issue of this newsletter pointed out that the dividend rates of many non-listed REITs seem very fragile since they are not covered by Funds From Operations (FFO), the key benchmark used by analysts to gauge the performance of REITs, especially those that are publicly-traded.  With respect to the non-listed REITs analyzed for this article, the average dividends-to-FFO ratio for 2004 was 172%.  The article noted that several REITs declared dividends that exceeded their FFO by more than 200% last year.

The tide has begun to turn, however, based upon an analysis of 18 non-listed REITs by this newsletter.  This analysis indicates that during the first half of this year, the disparity between FFO and dividends all but closed in overall terms.  Indeed, the dividends-to-FFO ratio averaged a mere 102% during this period for those REITs that report FFO (see chart below).

This is a major improvement relative to last year in terms of dividend coverage by non-listed REITs.  It does not mean, however, that all of these programs are now generating enough FFO to cover their dividends.  

The good news is that the ranks of programs distributing significantly more cash than they are generating from operations have become thin relative to last year.  The non-listed REITs in this shrinking group include Apple REIT Six, Behringer Harvard REIT I and T REIT, with dividends-to-FFO ratios of 157%, 152% and 126%, respectively, based upon operations for the first six months of this year.  

It's worth mentioning that the dividend coverage ratios of Apple REIT Six and Behringer Harvard REIT I have improved dramatically since last year due to improving FFO per share.  This is the result of these REITs continuing to invest their net offering proceeds into real estate assets that generate significantly higher yields than the money market accounts these funds are temporarily deposited into.

As for T REIT, this program effectively went into liquidation mode earlier this year which has caused it to incur all the expenses associated therewith.  Now that its shareholders have officially approved a plan of liquidation, the REIT has permanently suspended the payment of regular dividends from operating cash flow.

Along with Apple REIT Six and Behringer Harvard REIT I, two other non-listed REITs that have shown marked improvement in their dividends-to-FFO ratios are Apple Hospitality Two and CNL Hotels & Resorts.  These two REITs had dividends-to-FFO ratios of 70% and 101%, respectively, for the first half of this year compared to 121% and 248%, respectively, for the year 2004.


FFO GOING NORTH
Fortunately, the overall improvement in dividend coverage for non-listed REITs is not the result of dividend cuts.  Instead, most of these programs are reporting higher FFO per share which is a very good sign.

Of the ten non-listed REITs analyzed for this article that (i) report FFO and (ii) have enough operating history to compare the first half of this year to the same period last year, seven programs generated higher FFO per share this year while three reported lower FFO per share.  The REITs that reported the largest jumps in FFO per share include Apple Hospitality Two (+24%), Apple Hospitality Five (+19%), CNL Retirement Properties (+18%), Dividend Capital Trust (+38%) and Inland Western Retail Real Estate Trust (+34%).

The three non-listed REITs with a lower FFO per share for the first half of this year compared to the same period last year are G REIT (-12%), T REIT (-8%) and Wells Real Estate Investment Trust (-16%).  It should be noted that FFO for Wells Real Estate Investment Trust has declined due to its sale in April of 27 properties for $786 million which resulted in a special dividend to its shareholders of $1.62 per share.

With respect to the quarter ended June 30 of this year, six non-listed REITs reported double or triple-digit jumps in FFO per share.  These include Apple Hospitality Two (+19%), Apple Hospitality Five (+22%), CNL Retirement Properties (+19%), Dividend Capital Trust (+53%), T REIT (+159%) and Wells Real Estate Investment Trust II (+307%).

During the same quarter, three non-listed REITs reported lower FFO per share compared to the same period last year.  These include CNL Hotels & Resorts (-33%), G REIT (-32%) and Wells Real Estate Investment Trust   (-30%).  The second quarter drop in FFO per share for CNL Hotels & Resorts follows a 56% jump in FFO per share for the first quarter relative to the same period last year.  As for G REIT, this program is still in the process of establishing its real estate portfolio, having completed its final public offering in April of last year.  And as previously noted, Wells Real Estate Investment Trust sold a big chunk of its real estate portfolio in April which has decreased its asset base from which FFO is generated.


FEW DIVIDEND CUTS
Excluding T REIT which is in liquidation mode, only two non-listed REITs have found it necessary to cut their dividend rates this year.  The most noteworthy of these is CNL Hotels & Resorts which reduced its pay-out rate by almost 30%, beginning with the second quarter dividend.  This reduction, which management began warning shareholders about last year, was made to help bring the REIT's dividends in line with cash flow.  The REIT's FFO and dividends were essentially in equilibrium during the first half of this year, primarily due to a 56% jump in FFO per share for the first quarter as previously noted.

The other non-listed REIT to cut its dividend rate this year is Wells Real Estate Investment Trust.  In connection with this REIT's multi-property sale in April and resulting special dividend payment, the quarterly dividend was reduced from $0.175 to $0.1467 per share, beginning with the second quarter dividend.  This new rate continues to represent a 7% yield to these shareholders, however, based upon their "adjusted capital" of $8.38 per share after the special dividend.  Management expects that this revised dividend rate will be covered by FFO on a going-forward basis.  For the first half of this year, the REIT's dividends-to-FFO ratio was 93%.  For the year 2004 this ratio was 90%.

While FFO is certainly not a perfect, one-size-fits-all number, it provides a pretty good "thumbnail" indication of whether a REIT is paying dividends at a sustainable or inflated level.  A REIT's dividends-to-FFO ratio also shows its ability to handle large property expenditure requirements and lost income from tenant turnover, without cutting dividends.  These are very real issues for REITs owning office buildings, industrial warehouses and retail space which tend to have large tenants and high ongoing capital expenditure requirements. 

Non-listed REITs with high dividends-to-FFO ratios are especially vulnerable to dividend cuts because there is no cash flow cushion to deal with temporary setbacks at properties or general economic downturns.  Analysts of traded REITs are especially wary of these companies and price them accordingly.

The non-listed REITs with the best dividends-to-FFO ratios for the first half of this year are Apple Hospitality Two (70%), CNL Income Properties (65%), CNL Retirement Properties (74%) and Inland Retail Real Estate Trust (85%).  These ratios are comparable to that of many larger, publicly-traded REITs.  According to figures compiled by NAREIT, the industry trade organization for REITs, the largest 100 equity-based, publicly-traded REITs paid dividends equal to 72% of FFO last year.

While most non-listed REITs start out paying dividend rates that exceed their actual operating cash flow, the idea is that this gap will close as the REIT invests its offering proceeds into real estate properties.  If all goes as planned, this gap will not only close but a cushion between dividends and FFO will develop over time as the REIT matures.

Inland Retail Real Estate Trust is a textbook example of how this is supposed to work.  For each of the years 2001 through 2003, the REIT's dividends-to-FFO ratio ranged from 107% to 105%.  The REIT turned the corner, so to speak, in 2004 when its dividends-to FFO ratio dropped to 95%.  Based on the REIT's operations during the first half of this year, this ratio declined further to 85% which provides for the "cushion" previously discussed.

Because most non-listed REITs are still relatively new, few of them have been around long enough to mature to the point of having developed a cushion between FFO and dividends.  On the flip side, the fact that most of these companies are still very young also means they haven't yet experienced the sort of events that such a cushion can mitigate without requiring a dividend cut.


A CLOSER LOOK
For those keeping tabs on the current field of non-listed REITs, here's a brief analysis of the companies listed on the chart at the end of this article.

Apple Hospitality Two.  This REIT owns 66 hotels containing 7,869 rooms consisting of extended-stay hotels under the Residence Inn by Marriott and Homewood Suites by Hilton brands.  Operations have improved significantly due to strength of the lodging sector and completion of a major renovation program at many of its hotels in the third quarter of last year.  FFO per share jumped 24% for the first half of this year compared to the same period last year, while FFO per share for the second quarter rose 19% compared to last year.  RevPAR rose 7% compared to the second quarter of 2004.  Higher FFO has transformed dividends-to-FFO ratio from 121% in 2004 to only 70% for the first half of this year.  The board of directors has engaged UBS Investment Bank to evaluate the possible sale, merger or listing of the REIT.

Apple Hospitality Five.  This virtually debt-free REIT owns 27 hotels having 3,511 rooms, all of which are Hilton or Marriott brands.  Operations continue to improve due to strength of lodging sector and completion of hotel acquisitions.  FFO per share rose 19% for the first half of this year compared to same period last year, while FFO per share for the second quarter jumped 22% compared to last year.  RevPAR rose 7% compared to the second quarter of 2004.  Higher operating cash flow has brought FFO and dividends into equilibrium based on operating results for the first half of this year.  Currently paying dividends at an 8% yield based upon $11 share price.

Apple REIT Six.  This lodging REIT began offering shares in April 2004 and is continuing to do so.  As of August 1, portfolio consists of 34 hotels having 3,944 rooms, all of which are Hilton or Marriott brands.  FFO per share for the first half of this year was $0.28, with $0.16 generated in the second quarter.  Wide disparity between dividends and FFO is shrinking as the REIT continues to acquire additional hotels.  Current dividend rate represents an 8% yield on $11 share price.  Virtually debt-free.

Behringer Harvard REIT I.  Began offering shares in February 2003 and is continuing to do so.  Fundraising has taken off this year, with over $60 million raised in July alone which exceeds the total amount raised in the first 16 months of this offering.  As of September 1, has acquired 19 properties through direct ownership or tenant-in-common interests.  Property acquisitions have begun to ramp up FFO and thereby close wide gap between cash flow and dividends.  Dividends-to-FFO ratio for the second quarter was 142% compared to 636% for all of last year.  Current dividend rate is 7% based on $10 share price.  Second public offering began February 2005.

CNL Hotels & Resorts.  The nation's second largest hotel REIT owns 94 hotels and resorts operating under various brands.  Has sold 38 "non-strategic hotels" this year for proceeds of $607 million.  Net sales proceeds have been used primarily to pay down debt.  FFO per share decreased 33% for the second quarter compared to the same period last year, but increased 5% for the first half of this year due to a 56% jump in FFO per share in the first quarter.  Has recently cut quarterly dividend from $0.35 to $0.25 per share to more closely align dividends with operating cash flow.  Dividends-to-FFO ratio for first half of this year was 101% compared to 248% for all of 2004.  RevPAR increased 7.8% for second quarter.  Current dividend rate is 5% based on share price.  Debt reduction, refinancings, and property repositionings and renovations should boost performance if lodging sector stays strong.

CNL Income Properties.  Initial public offering began in April 2004 and reached minimum to break escrow in June 2004.  Fundraising has been relatively slow going, with only about $200 million raised as of early August.  The REIT has invested in a portfolio of resort village properties in the U.S. and Canada, and has acquired the Dallas Market Center buildings.  The REIT has gradually increased its dividend rate as operating cash flow increases.  Unlike other non-listed REITs that use cash reserves to supplement an artificially high, albeit attractive, dividend rate during offering phase, the company is more than covering its dividends with cash flow.  During the first half of this year its dividends-to-FFO ratio was only 74%.

CNL Retirement Properties.  As of September 1, the REIT has raised approximately $2.5 billion in its public offerings, the first of which began in September 2000.  These net proceeds and debt financing have been used to invest $3.3 billion in 251 health care related properties consisting of primarily seniors' housing facilities and medical office buildings, making it one of the nation's largest health care REITs.  FFO per share increased 19% for the second quarter and 17.5% for the first half of this year.  This rise in FFO per share has lowered the REIT's dividends-to-FFO ratio from 83% for 2004 to 74% for the first half of this year.  Current dividend rate is 7.1% yield based upon share price of $10.

Corporate Property Associates 12, 14, 15 and 16.  As noted in previous issues of this newsletter, W.P. Carey & Co., sponsor of the "Corporate Property Associates" series of non-listed REITs, does not report FFO for these programs.  Nonetheless, the most recent financial reports for CPA 12, 15 and 16 state that, for the six months ended June 30, 2005, cash flows from operating activities and equity investments were sufficient to fully fund dividends to shareholders, scheduled principal installments on mortgage debt and distributions to minority interests.  As for CPA 14, cash flow for the first half of this year was not sufficient to fully fund dividends, debt service and etc.  This shortfall was relatively minor, however, and seems to be only a temporary situation.  It should be noted that, in order to boost distributable cash flow, all of the CPA REITs issue shares to their advisor for certain fees in lieu of paying cash.  While this arrangement helps prop up dividends, it does have a dilutive effect on the shareholders.

Dividend Capital Trust.  Began fourth public offering of an additional $1 billion of common shares in June.  Fundraising momentum - including over $160 million raised in second quarter - over the past 18 months has enabled the REIT to grow its portfolio dramatically.  Currently owns approximately 240 properties, including 105 acquired in a $607 million transaction that closed in July.  FFO per share jumped 38% in first half of this year and 53% in second quarter compared to same periods last year.  Dividends-to-FFO ratio of 128% for 2004 improved to approximately 104% during first half of this year.  FFO for second quarter of this year fully covered dividends declared for the quarter.  Current dividend rate of $0.64 per share represents 6.4% yield on share price of $10 in first and second offerings, and 6.1% yield on share price of $10.50 in third and fourth offerings.

G REIT.  Completed its second and final public offering in April 2004, having raised $437.3 million in its two offerings.  Currently owns some 24 properties, all office buildings.  FFO per share declined 12% in first half of this year and 32% in second quarter compared to same periods last year.  Dividends-to-FFO ratio for first half of this year was 96%, compared to 82% for 2004.  Dividends-to-FFO ratio for second quarter was 126%.  Current dividend rate of $0.75 represents a 7.5% yield on share price of $10.  Board of directors is currently evaluating "strategic alternatives" to maximize shareholder value.

Inland Retail Real Estate Trust.  Completed final public offering in August 2003, having raised $2.1 billion in total.  Owns more than 280 shopping centers.  Approximately $4.3 billion of total assets, with debt-to-assets ratio of 54%.  FFO per share rose 6% in first half of this year and 3% in second quarter relative to same periods last year.  Healthy dividends-to-FFO ratio of 85% for first half of this year an improvement from 91% in first half of 2004.  Dividends-to-FFO ratio for second quarter of this year was 86%.  Became self-managed, self-advised at end of 2004, positioning the REIT to list its shares for trading when board decides timing is right.  Current dividend of $0.83 represents an 8.3% yield on original share price of $10.

Inland Western Retail Real Estate Trust.  Began IPO in September 2003.  Closed second public offering in September 2005 after raising over $4 billion.  Has acquired approximately 200 properties consisting of multi-tenant shopping centers and free-standing, single-tenant retail facilities.  Approximately $7 billion of total assets.  FFO per share jumped 34% in first half of this year compared to same period last year.  Dividends-to-FFO ratio improved to 96% for first half of this year compared to 112% for all of 2004.  Ratio for second quarter of 2005 was 100%.

T REIT.  As previously noted, the REIT announced liquidation plans earlier this year.  Shareholders formally approved such a plan on July 27.  Liquidation is expected to occur within 24 months.

Wells Real Estate Investment Trust.  Closed final public offering in December 2003 after raising total proceeds of $4.7 billion.  Owns primarily Class A office buildings.  Sold 27 properties in April for $786 million and paid special dividend of $1.62 per share.  Now owns 82 properties that are 96% leased overall.  Approximately 23% leveraged.  FFO per share declined 16% for first half of this year and 30% in second quarter compared to same periods last year primarily due to properties sold.  Dividends-to-FFO ratio was 93% in first half of this year and 99% in second quarter.  Current annualized dividend rate of $0.587 per share represents a 7% yield based on adjusted share price of $8.38 ($10 less $1.62).  Future operations will show impact of recent property sales on FFO.

Wells Real Estate Investment Trust II.  IPO began in December 2003, with approximately $1.7 billion raised through end of August.  Has acquired approximately 28 properties, all office buildings.  Approximately 16% leveraged.  FFO per share was $0.28 in first half of 2005 and $0.14 in second quarter.  Dividends-to-FFO ratio was 102% for 2004 and 106% for first half of this year.  Current annualized dividend rate of $0.60 per share represents a 6% yield on share price of $10.  Increased fundraising and higher prices for quality properties have created downward pressure on cash flow; management therefore anticipates lowering the dividend by year-end instead of continuing to borrow to help fund dividends.


MORE TO COME
Now that the field of non-listed REITs has reached a critical mass, this newsletter will be tracking, compiling and reporting dividend, FFO and other critical data for these investments on a regular basis.

Additional non-listed REITs will be covered once they have enough operating history to make coverage meaningful.  These REITs, all of which are in their IPO phase, include Hines Real Estate Investment Trust, Paladin Realty Income Properties, Cole Credit Property Trust II, Boston Capital Real Estate Investment Trust, Inland American Real Estate Trust and Lightstone Value Plus REIT. (
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	Year
First Half

2004
of 2005

	Apple Hospitality Two
	MAY 2001
	$0.80
	$0.32
	$0.27
	+19%
	$0.57
	$0.46
	+24%
	121%
70%

	Apple Hospitality Five
	DEC 2002
	$0.88
	$0.22
	$0.18
	+22%
	$0.44
	$0.37
	+19%
	126%
100%

	Apple REIT Six
	APR 2004
	$0.88
	$0.16
	N/A
	----
	$0.28
	N/A
	----
	302%
157%

	Behringer Harvard REIT I
	FEB 2003
	$0.70
	$0.12
	N/A
	----
	$0.23
	N/A
	----
	636%
152%

	CNL Hotels & Resorts
	JUL 1997
	$1.00
	$0.20
	$0.30
	(33%)
	$0.59
	$0.56
	+5%
	248%
101%

	CNL Income Properties
	APR 2004
	$0.55
	$0.23
	N/A
	----
	$0.40
	N/A
	----
	N/A
65%

	CNL Retirement Properties
	SEP 2000
	$0.71
	$0.25
	$0.21
	+19%
	$0.47
	$0.40
	+18%
	83%
74%

	Corporate Property Associates 12
	FEB 1994
	$0.827
	N/A
	N/A
	‑‑‑‑
	N/A
	N/A
	-‑‑‑
	N/A
N/A

	Corporate Property Associates 14
	NOV 1997
	$0.766
	N/A
	N/A
	-‑‑‑
	N/A
	N/A
	‑‑‑‑
	N/A
N/A

	Corporate Property Associates 15
	NOV 2001
	$0.64
	N/A
	N/A
	‑‑‑‑
	N/A
	N/A
	‑‑‑‑
	N/A
N/A

	Corporate Property Associates 16
	DEC 2003
	$0.58
	N/A
	N/A
	‑‑‑‑
	N/A
	N/A
	‑‑‑‑
	N/A
N/A

	Dividend Capital Trust
	JUL 2002
	$0.64
	$0.17
	$0.11
	+53%
	$0.30
	$0.22
	+38%
	128%
104%

	G REIT
	JUL 2002
	$0.75
	$0.15
	$0.22
	(32%)
	$0.39
	$0.44
	(12%)
	82%
96%

	Inland Retail Real Estate Trust
	FEB 1999
	$0.83
	$0.24
	$0.23
	+3%
	$0.48
	$0.46
	+6%
	95%
85%

	Inland Western Retail Real Estate
	SEP 2003
	$0.60 to $0.725
	$0.16
	$0.15
	+6%
	$0.33
	$0.24
	+34%
	112%
96%

	T REIT
	FEB 2000
	$0
	$0.20
	$0.08
	+159%
	$0.33
	$0.36
	(8%)
	109%
126%

	Wells Real Estate Investment Trust
	JAN 1998
	$0.587
	$0.14
	$0.20
	(30%)
	$0.34
	$0.41
	(16%)
	90%
93%

	Wells Real Estate Investment Trust II
	DEC 2003
	$0.60
	$0.14
	$0.03
	+307%
	$0.28
	N/A
	‑‑‑‑
	102%
106%

	          Source:  Sponsors of non-listed REITs and S.E.C. filings.
	
	
	
	AVERAGES:
	172%
102%

	NOTES:1.The Corporate Property Associates series of non-listed REITs sponsored by W.P. Carey & Co. do not report Funds From Operations (FFO).

2.FFO data for the first quarter and first half of 2004 has not been provided for certain REITs because such companies were either in the early stages of their initial public offering or had not yet begun to offer shares in the first half of 2004.  These REITs include Apple REIT Six, Behringer Harvard REIT I, CNL Income Properties and Wells Real Estate Investment Trust II.





