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"REIT DIVIDEND YIELDS HIGH BUT FRAGILE"
There's no question that the phenomenal surge in fund-raising by non-listed real estate investment trusts (REITs) in recent years is in large part due to the attractive dividend yields offered by these investments.  With yields on more traditional investments such as CDs and bonds hitting rock-bottom, scores of investors have opted for earning much higher yields backed by the "safety" of real estate packaged in a REIT wrapper.  And all without the volatility associated with a publicly-traded investment.

With dividend yields being a key factor behind the non-listed REIT phenomena, the issue at hand is whether these REITs are actually generating enough operating cash flow to support the sexy dividend rates that have led investors to pour almost $18 billion of capital into these investments in the past three years.  How much are these dividend rates?  Based upon a review for this article of 16 non-listed REITs that began their initial public offerings prior to 2004, these pay-out rates range from 5% to 8.3% per annum, with an average of 7.2%.  These dividend rates are based upon the price at which shares were offered and sold in each REIT's public offering(s) through December 2003.

Relative to the current pay-out rates offered by the vast majority of investments available to middle America investors, the dividend rates offered by non-listed REITs are very appealing.  And then there's the potential for capital appreciation that goes along with real estate investing.

The problem, however, is that at least half of the non-listed REITs analyzed for this article are either paying dividends that exceed their "Funds from Operations" (FFO) or have near-term capital expenditure needs that may require a near-term reduction in dividends.  For these REITs, their stated dividend rate does not appear either real or sustainable.

By way of background, FFO is a performance measure developed by NAREIT, the industry trade organization for REITs, to help gauge the performance of REITs in terms of operating cash flow.  In brief, this performance measure differs from net income by excluding depreciation and amortization of real estate assets and gains and losses from most property sales.

While FFO may not pinpoint the dividend-paying capacity of a REIT because it does not consider (i) regular principal payments on debt, (ii) capitalized property expenditures or (iii) factors that are unique to the operations of a particular REIT, this measure is a fairly good indicator of a REIT's operating performance from one period to the next.

More than anything else, FFO figures make it easy to spot REITs that are not generating enough operating cash flow to fully fund their dividends.  This is because FFO typically represents the most a REIT can pay out in dividends without dipping into other sources of cash.  In other words, if a REIT is paying dividends that exceed its FFO for that period, it almost certainly is using other sources of cash to fund its dividends which is not a good sign.  This is a definite red flag for REIT analysts.


INFLATED YIELDS?
With respect to the non-listed REITs reviewed for this article that report FFO, the average dividend-to-FFO ratio for 2004 is 165%.  Indeed, a majority of these REITs are not generating enough operating cash flow to cover the dividends being paid to their shareholders (see chart below).

The non-listed REIT with the greatest imbalance for 2004 is easily Behringer Harvard REIT I.  This REIT declared dividends for 2004 equal to more than six times its FFO for the year.  The REIT's annual report states that it "declared and paid distributions in excess of FFO and expects to do so in the near-term during 2005."  The report goes on to say that "over the long term [the REIT] expects ... to make distributions out of FFO."  Until this occurs, the REIT will continue paying shareholders their own money back in dividends to sustain the dividend rate.  The annual report even says that "future distributions declared and paid may exceed FFO and may result in a significant portion of distributions continuing to represent a return of capital rather than distributions from the results of real estate operations."

Another non-listed REIT with a high dividend-to-FFO ratio is CNL Hotels & Resorts.  During 2004 this REIT declared dividends totaling $1.49 per share which more than doubled its corresponding FFO of $0.60 per share.  According to the REIT's annual report for 2004, the company used proceeds from "credit enhancements" and borrowings to cover the difference between operating cash flow and dividends.  With these "credit enhancements" having expired or been fully utilized as of year-end 2004, the REIT is expected to cut its dividend rate as early as the second quarter of this year.  The extent of this reduction could be a function of the terms of the REIT's senior term loan facility which limits the amount of dividends that can be paid in any calendar year based upon cash available for distribution as defined in the agreement.  If the REIT's dividend rate is brought in line with its FFO for 2004, this would be a huge hit to the more than 100,000 shareholders in this REIT.

CNL Group announced in April 2004 that CNL Hotels & Resorts would be listed for trading on the New York Stock Exchange in connection with a firm commitment offering of its shares and the acquisition of its advisor.  This plan was abandoned a few months later due to "market conditions."  If these shares were listed for trading, they would probably trade in the range of $6.50 to $8.50 per share which would be a disaster considering that the original price of the shares is $20 (after adjusting for a reverse stock split last August).  This pricing is based upon the fact that publicly-traded lodging REITs are currently trading in the range of 11 to 14 times their 2004 FFO per share.  It goes without saying that the REIT's FFO needs to improve dramatically before its shares are listed since this is a critical factor in how REIT shares are priced.

Other non-listed REITs that declared dividends in 2004 which exceeded FFO include Apple Hospitality Five (126%), Dividend Capital Trust (128%), Inland Western Retail Real Estate Trust (112%), T REIT (109%) and Wells Real Estate Investment Trust II (102%).  With the exception of T REIT, all of these programs were involved in a public offering of their shares during some or all of 2004.  

As non-listed REITs have emerged on the scene in recent years, it has become standard practice in connection with these offerings for sponsors to set artificially high dividend rates in order to bring investors to the table.  This is done under the premise that the gap between cash flow and dividends will close once the REIT fully invests its net offering proceeds into income-producing real estate.  In the meantime, the investors receive dividends that include a return of their own capital, after front-end fees related to the offering have been deducted.

Among the most active sponsors of non-listed REITs, W.P. Carey & Co. is the only sponsor that does not report FFO figures for its REITs.  According to John J. Park, a managing director and chief financial officer of W.P. Carey, the company decided a few years ago not to report FFO for its non-traded REITs.  Mr. Park says the basis for this decision is that these REITs already report "net cash provided by operating activities" in their financial statements, and that this figure is sufficient for gauging the operating performance of the W.P. Carey REITs.

With respect to the "Corporate Property Associates" series of non-listed REITs sponsored by W.P. Carey, it does appear that Corporate Property Associates 12 is paying more in dividends than the amount of net operating cash flow being generated.  Indeed, the REIT's annual report for 2004 states that "cash flow generated from continuing operations and equity investments was not sufficient to fully fund dividends paid, distributions to minority partners and scheduled principal payments."  This situation is due to several properties that are either underperforming or vacant.  The REIT's ability to maintain its current dividend rate "depends on a successful resolution of these challenges."

As far as Corporate Property Associates 14, 15 and 16, these REITs appear to be generating sufficient net operating cash flow to cover all or substantially all of their dividends.  CPA 14 and 15 have boosted their cash flow available for distribution in recent years by paying a large chunk of their advisory fees by issuing restricted stock to their advisor.  While this helps shore up current dividends, it has a dilutive effect on the shareholders.


NO CUSHION
There are a handful of non-listed REITs that generated more FFO in 2004 than the amount of dividends declared.  This group includes the largest non-listed REIT formed thus far, Wells Real Estate Investment Trust, which declared dividends in 2004 equal to 90% of its FFO for the year.

Two other large non-listed REITS - namely, CNL Retirement Properties and Inland Retail Real Estate Trust - also reported FFO for 2004 that exceeded their dividends for the year.  The dividends-to-FFO ratios for these REITs for 2004 are 83% and 95%, respectively.  (It should be noted that for purposes of this analysis, the FFO figure reported by Inland Retail Real Estate Trust for 2004 was adjusted to exclude certain one-time costs incurred by the company in connection with the acquisition of its advisor and certain affiliates thereof which resulted in the REIT becoming self-advised and self-managed.)

The fact that a REIT is distributing less than its FFO does not necessarily mean that its dividend rate is safe.  As noted above, FFO does not consider principal payments on debt, capitalized property expenditures such as tenant improvements or leasing commissions, or other capital needs that are unique to a particular REIT.  The FFO formula also does not subtract "straight-lined" rents which can be significant for REITs owning office buildings, industrial warehouses and/or retail space.

If a REIT is distributing a high percentage of its FFO, it has little or no "cushion" for large capital expenditure requirements and lost income which will inevitably occur when large tenants vacate, without cutting dividends.  This lack of "cushion" has not been a problem for non-listed REITs thus far, however, due to the fact most of these companies are still very young.  When these REITs do hit speed-bumps in the days to come, their shareholders may find out how fragile these dividends really are.

Among the distinctions between listed and non-listed REITs is that traded REITs tend to distribute a much lower percentage of their FFO.  According to figures compiled by NAREIT, the largest 100 equity-based, publicly-traded REITs paid dividends equal to 72% of FFO in 2004.  This spread between operating cash flow and distributions enables these REITs to weather economic downturns and fund the capital expenditures associated with real estate ownership, without reducing dividends.  This is not to say, of course, that traded REITs are immune from cutting dividends, only that their dividends are not nearly as fragile as those paid by non-listed REITs.


RULE OF THUMB
Though it's by no means foolproof, a good indicator of whether a REIT - listed or otherwise - is paying dividends that exceed its operating cash flow is determining the amount of such dividends that represent ordinary income for tax purposes.  Most REITs provide an allocation for tax purposes of their annual dividends in terms of ordinary income, capital gains and return of capital.  This information is typically located in the footnotes to a REIT's annual financial report.

If the ordinary income component of a REIT's annual dividend is very low, this could indicate that the REIT is distributing more than its FFO.  For instance, only 9% of the total dividends paid for 2004 by Behringer Harvard REIT I consisted of ordinary income for tax purposes.  Likewise, only 23% of the 2004 dividends paid by CNL Hotels & Resorts represented ordinary income.  As previously discussed, both of these REITs paid dividends for 2004 that significantly exceeded their FFO for the year.

For the 16 non-listed REITs reviewed for this article, the amount considered ordinary income as a percent of their 2004 dividends averaged 52%.  This compares to 69% for the 20 largest equity-based, dividend-paying listed REITs (see chart below).  Since listed REITs distribute a lower percentage of their operating cash flow relative to non-listed REITs, it makes sense that a larger portion of their dividends would be considered ordinary income for tax purposes.

Although investors in many non-listed REITs are receiving dividends that include some of their own capital being distributed back to them for the sake of "earning" an attractive dividend yield, at least they are not being taxed on this amount.  This is because dividends that exceed a REIT's earnings and profits for Federal income tax purposes are generally not taxable to the shareholders.  Instead, such dividends generally are treated as a non-taxable reduction of the shareholder's basis in the shares.

Dividends that are considered a return of capital for tax purposes are effectively deferred from taxation until the shares are sold or otherwise liquidated.  When such dividends exceed the tax basis of the shares, these distributions will generally represent capital gain for tax purposes.


RED FLAGS
For investors in non-listed REITs and the brokers who sell them, it's a good idea to find out how much of the dividends are considered ordinary income for tax purposes.  If this turns out to be a small percent of a REIT's annual dividend, this could be a red flag indicating that a portion of the dividends are from a source other than operating cash flow.  There are exceptions to this rule-of-thumb, of course, especially when a REIT is selling assets which triggers capital gains.

The most obvious red flag indicating that a REIT is paying dividends at an inflated level is when such payments exceed FFO.  As previously noted, FFO is typically the absolute most a REIT can distribute without dipping into other sources of cash to supplement its dividends.  If a REIT is making regular operating dividends that substantially exceed its FFO for the same period, something is out of whack.

And then there are those REITs that pay out all or substantially all of their FFO which gives them no cash flow cushion to fund capital expenditures, ride out economic downturns, or endure the loss of major tenants without cutting distributions, borrowing or selling assets.  This is why most listed REITs distribute significantly less than their FFO.

For those non-listed REITs that are distributing more than their FFO, the plan is that this gap will close once they have fully invested their net offering proceeds into real estate.  To be sure, many of these REITs - especially those that are currently offering shares - have set their dividend rates based upon future expectations.

If all goes as planned, the FFO figures of non-listed REITs will grow to the extent that there becomes a cushion between cash flow and dividends, similar to traded REITs.  FFO growth is not only necessary to help protect against dividend cuts, the fact is that Wall Street values and prices REITs based upon FFO more than any other factor.

After all, the plan for most non-listed REITs is to list them for trading at some point in the future in order to provide their investors with liquidity.  At that point it won't matter how much a REIT is distributing, but how much it is actually earning.  This could be a day of reckoning that may come too soon for some non-listed REITs. (
	PRIVATE 
NON-LISTED REITS
(Data as of December 31, 2004)
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RATIO
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OF 2004 DIVIDENDS

	Apple Hospitality Two
	MAY 2001
	NOV 2002
	$300
	N/A
	$0.90
	N/A
	55%

	Apple Hospitality Five
	DEC 2002
	MAR 2004
	$500
	$0.70
	$0.88
	126%
	73%

	Behringer Harvard REIT I
	FEB 2003
	N/A
	$131
	$0.11
	$0.70
	636%
	9%

	CNL Hotels & Resorts
	JUL 1997
	MAR 2004
	$3,100
	$0.60
	$1.49
	248%
	23%

	CNL Retirement Properties
	SEP 2000
	N/A
	$2,400
	$0.86
	$0.71
	83%
	60%

	Corporate Property Associates 12
	FEB 1994
	SEP 1997
	$283
	N/A
	$0.83
	N/A
	55%

	Corporate Property Associates 14
	NOV 1997
	NOV 2001
	$658
	N/A
	$0.76
	N/A
	75%

	Corporate Property Associates 15
	NOV 2001
	AUG 2003
	$1,100
	N/A
	$0.63
	N/A
	63%

	Corporate Property Associates 16
	DEC 2003
	DEC 2004
	$511
	N/A
	$0.46
	N/A
	74%

	Dividend Capital Trust
	JUL 2002
	N/A
	$674
	$0.50
	$0.64
	128%
	59%

	G REIT
	JUL 2002
	APR 2004
	$437
	$0.91
	$0.75
	82%
	48%

	Inland Retail Real Estate Trust
	FEB 1999
	AUG 2003
	$2,100
	$0.87
	$0.83
	95%
	58%

	Inland Western Retail Real Estate
	SEP 2003
	N/A
	$2,100
	$0.59
	$0.66
	112%
	55%

	T REIT
	FEB 2000
	MAY 2002
	$46
	$0.75
	$0.82
	109%
	24%

	Wells Real Estate Investment Trust
	JAN 1998
	DEC 2003
	$4,700
	$0.78
	$0.70
	90%
	70%

	Wells Real Estate Investment Trust II
	DEC 2003
	N/A
	$792
	$0.48
	$0.49
	102%
	25%

	          Source:  Securities and Exchange Commission filings
	
	AVERAGES:
	165%
	52%


	PRIVATE 
TOP 20 LISTED EQUITY REITS

	REIT
	SYMBOL
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CAP @ 3/31/05

(in millions)
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RATIO
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	AMB Property Corp.
	AMB
	$3,125
	4.4%
	$2.30
	$1.70
	74%
	46%

	Apartment Investment & Management
	AIV
	$3,521
	6.2%
	$2.79
	$2.40
	86%
	2%

	Archstone-Smith Trust
	ASN
	$6,675
	4.8%
	$1.98
	$1.72
	87%
	46%

	AvalonBay Communities
	AVB
	$4,813
	3.9%
	$3.36
	$2.80
	83%
	39%

	Boston Properties
	BXP
	$6,519
	3.9%
	$4.32
	$2.58
	60%
	63%

	Developers Diversified
	DDR
	$4,065
	5.0%
	$2.95
	$1.94
	66%
	67%

	Duke Realty Corporation
	DRE
	$4,245
	5.9%
	$2.47
	$1.85
	75%
	69%

	Equity Office Properties
	EOP
	$12,140
	6.2%
	$2.07
	$2.00
	97%
	77%

	Equity Residential
	EQR
	$9,025
	5.0%
	$2.14
	$1.73
	81%
	N/A

	General Growth Properties
	GGP
	$7,458
	3.8%
	$2.77
	$1.26
	45%
	100%

	Health Care Property Investors
	HCP
	$3,115
	6.7%
	$1.66
	$1.67
	101%
	64%

	Kimco Realty Corp.
	KIM
	$5,995
	4.4%
	$3.55
	$2.32
	65%
	85%

	Liberty Property Trust
	LRY
	$3,307
	6.1%
	$3.25
	$2.425
	75%
	87%

	The Macerich Company
	MAC
	$3,151
	4.4%
	$3.90
	$2.48
	64%
	64%

	ProLogis Trust
	PLD
	$6,745
	3.7%
	$2.11
	$1.46
	69%
	64%

	Public Storage
	PSA
	$7,327
	3.0%
	$2.93
	$1.80
	61%
	99%

	Regency Centers
	REG
	$2,899
	4.1%
	$3.21
	$2.12
	66%
	82%

	Simon Property Group
	SPG
	$13,391
	4.2%
	$4.39
	$2.60
	59%
	N/A

	Vornado Realty Trust
	VNO
	$8,707
	3.9%
	$5.63
	$3.05
	54%
	95%

	Weingarten Realty Investors
	WRI
	$2,954
	4.8%
	$2.52
	$1.66
	66%
	84%

	Source:  www.NAREIT.com and Securities and Exchange Commission filings
	
	AVERAGES:
	72%
	69%





