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In contrast to the US experience, most international (European) real
estate investments trusts (REITS) are subject to prudential regulation.
This paper investigates the effects of prudential regulation on capital
structures and consequently, the REIT share values of major legal and
market constraints (i.e. leverage limitations, market discount on net
asset value (NAV), tax controls) that affect non-US REITs. Italian
market data are used for an empirical analysis.

Our hypothesis is that in a constrained environment, the effects on
share price significantly depend on the adopted valuation perspective,
i.e.if shares are valued by following a NAV or a financial approach.The
logic for this hypothesis is that the two valuation methodologies
perceive leverage and implied financial risk differently.In particular,we
argue that NAV valuation techniques incentivise REITs to maximize
leverage regardless of the financial theory which indicates a
contrasting impact of debt on the market value of shares.Differences in
financial risk perception could also partially explain market price
discounts on NAVSs.
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The empirical results seem to support these expectations.Almost all
Italian REITs tend to increase debt ratios over time.NAV discounts are
significantly related to leverage. The discount effect is largely
attributable to NAV increases that result from rising debt levels. On the
contrary, share market prices tend to be independent from leverage.
The latter result may indicate that the classic capital theory applies and
current debt ratios do not imply bankruptcy risk. The results have
significant policy implications in terms of an optimal regulatory design.
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1. Introduction

The literature on REITapital structures largely considers tax issuebe- t
requirement for REI$ to pay out high percentages of taxable income in
return for enjoying tax free status at the entitlyel — as the major constraint
on financial options of managers, by de facto, cauy their choices to debt
and equity financing This status is consistent with the American marke
context to which most bibliography is related.

In contrast, most European public RElIdnd comparable investment vehicles
(real estate investment funds, real estate trtts) are subject to severe
prudential regulation and vigilance mainly aimedtotect retail investors. In
particular, regulation typically limits the levemgatio of REI® and defines
the mandatory legal structure of the investmentolehHowever, the high
regulatory burden is normally largely off-set byfeavorable fiscal status of
REITs that are normally recognized as tax-freeasr freferred entitiés At
the same time, market evidence from various coemtfe.g Italy and Great
Britain) shows that public REd typically trade at (deep) discounts on net
asset values (NAVS).

The fact that European REITs amet constrained-free investment structures
from several perspectives suggests that investigatf how the legal context
affects the capital structure of REHEhould not be limited to tax issues, but
also take into consideration, the broader provisiofiprudential regulation.

1 For a recent summary of capital structure theaajgsiied to REITSs, see Feng et al.
(2007).

2 For an international overview and comparison & Warious REIT structures, the
reader may refer to Ernst & Young (2007).
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In this context, the objective of the study isnedstigate the effects on capital
structure, and consequently, on share values ohtéyer legal and market
constraints that affect (European and, in particitalian) REIT operations.

Three primary controls are considered: (1) levertméations; (2) the tax
regime, and (3) market price discount on NAVs. NAlscount is not a
constraint per se; however, as addressed next,ctimebination of this
phenomenon with the regulatory imposition of NAV #w¥ mandatory
valuation criterion for assessing REIT share valvesults in a de facto
limitation of the financial choices of managers

Our key point is that how these legal and marketofs influence the capital
structure of REITs, and therefore share price, ifaggmtly depends on the
adopted valuation perspective, i.e. if shares ataed following a NAV or a
financial approach. In particular, we argue thatrfran asset-based (NAV)
valuation approach, the above mentioned contralentivise REIT managers
to maximize leverage because of the positive efféaiebt on share value
under the NAV criterion. This positive effect ocsugven though financial
theory would indicate that — from a market perspect too much debt could
have a negative impact on the market value (MV}ltdres consistent with
the perception of financial risk. Such perceptiomot captured by the NAY
valuation standard, based on the book value of. débteover, if NAV and
financial methodologies perceive leverage and pheeimplied financial risk
differently, these differences in valuation pergp@s could partially explain
market price discounts (in addition to other fasfan NAVs.

The above-described hypothesis with regards to effiects of legal and
market constraints on REIT capital structures dratesvalues are empirically
tested. The investigation is based on Italian puREIT data which reported
daily market prices and half-yearly NA\Mor the entire (22) public REIT
population from late 1999 (upon listing date) tlgbuo December 2007. We
first estimate debt trends for all REITs in ordercheck the basic assumption
of increasing leverage ratios over time due to thgulatory constrained
environment. We then investigate and test for thmtionship between
leverage dynamics and REIT share price discounteported NAVs by a
regression analysis. Regressions are independeqthated for the two NAV
discount components (NAV and market price as degetneariables) in order
to control for the factor that leads to discountverents of NAV.

Based upon the financial framework outlined in #ect3, we expect debt
levels to increase over RElmhaturity. Leverage should also be positively
related to NAV discounts due to the different fiomh risk perceptions of
NAVs and market prices. The NAVs of REITs shouldréase as debt ratios
rise; leverage effects on market prices (assumedolow a financial
perspective) are more questionable. Moreover, NAStalints should be

3 As for Italy and Great Britain (see Table 1).
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more strongly related to debt for older than youriREITSs, under the realistic
assumption — as the Italian case — that REITs kstted via cash
contributions invest in equity capital first.

The positive correlation between NAV discounts deit could, however, be
mitigated by the decreasing residual life of clesed REITs. This is under
the severe assumption that NAVs and market shazesptend to converge as
the REITs approach maturity. This tendency (togettith others) is verified
by a cluster analysis.

The results of the study seem to support initigleetations.

In fact, the outcomes show that because of thd kgsign of REITSs, debt
increases over time for all REITs. Leverage is fpady related to NAV

discounts both in the short- as well as in the {ang the correlation
coefficient tends to be greater for older REITs &wler for younger REITSs.
NAV discount variations seem to be determined byMN¢hanges rather than
market price reactions to leverage increases.

These results have relevant policy implication kedtiREIT (i.e. limitations in
investment capacity and NAV discount magnificatiany the industry levels
(i.e. potential multiplication of REIT structures, anch@rent transaction and
intermediation costs), and suggest amendmentset@ithidential regulatory
rules. In particular, consideration should be given abolition of the
mandatory NAV valuation methodology.

While the empirical results are based upon theyaisabf Italian market data
and the Italian regulatory regime, they may applglso be adopted by other
European countries that have similar market andlaégry situations (e.g.,

Great Britain).

The study is structured as follows. Section 2 ptesian overview of the legal
and market contexts of the principal REIT regimesEurope; the outline
particularly focuses on the Italian regulatory amarket structures. This focus
is important in order to highlight the main conastta (leverage limitations,
market price discounts on NAYand taxation) that are addressed in the
following analysis. Section 3 summarizes the mdeoties on capital
structures that could explain the behavior of mamagn defining financial
options and suggests a theoretical analysis of hegal and market
constraints alter financial choices. It concensaten the effects of the
forecasted, constrained capital structures on R#dre values both from a
NAV and a financial perspective. The study’s hygsts are tested in Section
4 where data are described and an empirical agabfsthe Italian market
evidence is conducted. Conclusions are drawn ifiitlaé section.
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2. Regulatory and Market Environments of European
REITs

Most European countries have introduced real estatestment trusts or
comparable investment vehicles (all of which arentdl “REITS") in recent
years. As Table g¢hows, two main characteristics are notable

(1) Almost all REIT regimes impose a prudential regolaigenerally aimed
to protect retail investors to whom (public) REIare generally targeted.
Prudential regulation refers to investment restitg and leverage
limitations. Investment policies usually impose @aimum real estate
portfolio diversification by limiting asset conceation; leverage
restrictions are usually expressed in terms of ximmam debt-to-real
estate assets ratio (around 60% on average). Nondsgsmodel seems to
dominate the type of organization found in Europeamntries, with
REITs being organized either as corporations or opesgdend trusts.
Although closed-end REITs have a finite life, thase in most cases,
allowed to redeem outstanding shares and issueengnty during their
life®. As described below, a key regulatory feature #ygilies in some
countries and affects REIT financial structuresiolaes share valuation
standards. Italy and Great Britain, for examplguiee REIT shares to be
valued on the NAVcriterion; REITs are therefore obliged to regularl
publish (on a semiannual or yearly basis) the NANVtlee property
portfolio, with the assets appraised by independeptaisers. Moreover,
the same valuation requirement applies also to steave issues despite
market price premiums or discounts on NAVAs explained next, even
if often considered a minor detail, this requireindras important
implications in terms of the financial choices detbavailable to REIT
managers.

4 A detailed overview of the various REIT regimeslépicted in Appendix 1. Table 1
summarizes their main characteristics.

® With respect to market level, it is notable thatsSREIT structures are public, listing
are required in order to promote share liquiditg aflow, in the case of closed-end
vehicles, investment way-out. Private REITs are lpuaserved by regulation to
institutional investors [Appendix 1].

® The NAV essentially consists of the current aggtegalue of total assets (which are
real estate values estimated by independent appsgiess the total liabilities of the
company.

" U.K. REITs qualify as an investment or trading camp Only investment entities
must respect listing rule LR15, which states thatfosed-ended investment fund may
not issue further shares of the same class asirgxishares for cash at a price below
the NAV per share of those shares unless they estediferedpro ratato existing
holders of shares of that cla5§~SA (2008)].



Table 1 Overview of European REITs

Investment Vehicle's Structure, Main Regulatory Praiisions, and Taxation
REIT's Main Regulatory Constraints Taxation
Structure
Count Year
i Open- | Closed Investment Leverage NpéYq Mar\l;jalltorty Mandatory Pay| o ive income
end (*) | end (*) | Limitations| Limitations as l\ﬁé?hog uation oyt Rules
Tax-exempt
Belgium (Sicafi) 1995 Yes - Yes Yes No Yes (Pass-through
entities)
France (Siic) 2003/2005 Yes - Yes Yes No Yes Tax-exempt
Germany(G-Reits) 2007 Yes -- Yes Yes No Yes Tax-exempt
Iltaly (i No/Upon articles
aly () _|1994-1998 | Yes | Yes Yes Yes pon oo T Tax-exempt
(Fondi Immob.- Reits of association
Italy (ii) (Siiq) 2007 Yes - Yes No No Yes Largely tax-exemq
Netherlands (FBI) 1969 Yes Yes Yes Yes No Yes (100% Tax-exempt
UK (UK-Reits) 2007 Yes -- Yes Yes Yes Yes (100% Tax-exempt

18¢

ejuesend) pue uiselrg

Notes:(*) Open-end / Closed-end refers to the substaal@essification of the REIT structure, not to tegdl form. From a regulatory point of view,

no REIT is structured as an open-end entity.

Table extracted from data reported in Appendixdur8es are reported in the same Appendix.
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(2) The severe regulatory burden is largely compendayea favorable tax-
status of REIF in all investigated countries. Subject to national
differences, real estate investment vehicles arenally considered as
pass-through entities at the entity level, whiléfedent taxation rules
apply at the investor level mainly based on whetther investors are
retail investors or institutions, with small invest being generally taxed
at preferred brackets. With a few exceptions (Jtatpmpulsory pay-out
ratios are imposed in order for the entities to dfiénfrom reduced
taxation (see Table &)Taxation affects capital structure by influencing
the cost of debt, varying cash-flows available fovestments, and
altering the entity’s valuation.

The favorable fiscal and supervisory framework éiaabled European REITs
to establish themselves as a dominant investmemtleefor financial real
estate. As depicted in Table 2, at the end of 20@G¥market capitalization of
public REITs in the five selected countries amodriteEuro 104.7 billioh™,
which is equal to 73.4% (compounded) of the locskd real estate market
[AME (2007), Italian Stock Exchange (2007)].

Table1  The European REIT Market

December 2007
istng Counry | Somberf [ Secior M Cap] % of o2
Belgium 14 4.1 78.8%
France 32 48.4 81.4%
Germany 2 0.6 2.8%
Netherlands 7 9.0 78.5%
Great Britain 18 36.6 55.7%
Italy 22 6.0 49.4%
Overall 95 104.7 73.4%

Sources

AME Capital, Global REIT Research, December 2007. Dagal with permission.
Italian Stock Exchange, National Companies CapitidisaDecember 2007.
Adaptations by the authors.

8 pay-out requirements are usually based on theangnet income of a REIT, while
profits from the disposal of assets are commonlysabject to mandatory distribution
[Appendix 1].

° Data were obtained by using the average GBP/Eurioagge rate of December 2007
available on the Bank of Italy website.

10 Data do not consider German REITs and ltalian S(Real Estate Listed
Corporations), depicted in Table German REITs were established in 2007. At the
end of 2007, only two German REITs were listed ia tBerman Stock Exchange;
market capitalization was limited to Euro 712 roifli (April 2008) [Deutsche Boérse
(2008)]. At the same year end, only one Italian@S(Real Estate Listed Corporation)
was listed.
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Market evidence is characterized by another keyufearelevant to capital
structures of public REITs: the market prices ofIREhares deviate from
their NAVs (which show premiums or discounts on NAMarket behavior is,
however, quite differentiated at the national levételian and British

investment vehicles, that account for almost 404G®4he European REIT
market, typically show persistent price discoumsNAV (Figure 1 andable

3), while French, Belgian and some Dutch REITs guatpremium (Figure 2).

Figure 1 FTSE EPRA UK Index - NAV Discount
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Source:EPRA, News N. 25, March 2008.

Figure 2 NAV Premium: France, Netherlands and Belgium (2007)

Belgium 28.8
Netherlands 29.37
France 100.78
0 20 40 60 80 100

Source: Global REIT Report-REIT Market Review 20&fns& Young,October 2007.

Irrespective of the precise size of market pricegia®ns from NAV, the

circumstance that most REITs — in terms of marlegtitalization — trade at
discount is particularly relevant if combined witte regulatory provision that
oblige REITs to refer to NAV for reporting sharelugs and issuing new
equity. In fact, in the presence of persistent alists, the misalignment
between (higher) NAVs and (lower) market prices fdeto impedes new
equity issues due to the mandatory NAV referencé¢hat sense, we will refer
to this limitation as a “market constraint” hereaftBased upon Figure 1 and
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the figures in Table 3, market constraint seem$&doa major concern for
Italian and British REITSs.

Table 2 Average NAV Discountof Italian REITs (2007)

REIT Average NAV Discount
Fondo Alpha 11.48%
Atlantic 1 28.46%
Berenice-Fondo Uffici 16.54%
Fondo Beta 1.20%
Bnl Portfolio Immobiliare 21.07%
Caravaggio 20.98%
Estense-Grande Distribuzione 17.38%
Immobilium 2001 28.25%
Invest Real Security 28.76%
Investieco 28.26%
Nextra Immobiliare Europa - Caam Europa 38.22%
Nextra Sviluppo Immobiliare — Caam Italia 32.83%
Obelisco 21.73%
Olinda-Fondo Shops 24.14%
Piramide Globale 22.80%
Polis 26.82%
Portfolio Immobiliare Crescita 11.79%
Securfondo 23.63%
Tecla Fondo Uffici 13.68%
Unicredito Immobiliare Uno 30.96%
Valore Immobiliare Globale 26.00%
REIT Average NAV Discount 22,62%
REIT Weighted Average NAV Discount 21,50%

Source:Assogestioni, Report December 2007. Adaptationdeyuthors, and
Italian Stock Exchange.

2.1 The ltalian REITs

This paper principally relies on the characteristé Italian public REITS?
The REITs are structured as closed-end investmemidsf externally
administered by a so-called management (or invesdmeompany upon

11 As previously indicated, the analysis does nosider the only recently introduced
SIIQ, due to the fact that at the end of 2007, amlg SIIQ was quoted. We will refer
to ltalian real estate investment funds as REITgdftar. The question of their legal
nature has marginal relevance for the issues iigatstl in this paper. The regulatory
set of the present section mainly refers to regaatpromulgated by the Bank of Italy
(2005).

12 pyplic REITs are typically addressed to retail stwes. Prudential regulation is
relaxed for so called institutional or qualified RElreserved for professional and
institutional investors. For a detailed regulatdegscription, please refer to Bank of
Italy (2005).
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mandate of the investors that are participatinthi fund®. The REIT itself
has no board of directors, but the articles of eision must provide for a
potential general shareholders meeting with autyoto change the
management compatly This provision is intended to mitigate agencytsos
inherent in the intermediation model and limit ofgpaistic behaviors of the
investment company. Mandatory equity participatioihthe management
company is limited to 2% of the fund’s share cdpiNotwithstanding the
ineffective minimum amount chosen, the rule promotan alignment of
interests between investors and managers.

The investment company’s compensation is genestflied as a percentage
of the fund’'s NAV; however, management fees are &lsquently based on
the gross asset value of the fihdAdditionally, performance fees may be
charged.

Closed-end refers to the finite life of the investrn vehicle (limited to a
maximum of 30 year§), with REITs being entitled to raise additionaligy
capital and redeem existing shadfednvestors may contribute in cash (as
usually the case for public REITS) or real estasets; particular protection
rules apply to asset contributions made by thestment company (or related
parties) which manages the fund in order to safebuhe interests of
investors from the embedded conflicts of interest.

REITs are subject to investment limitations andeaigssts in order to qualify
and be authorized as REITs by the supervisory aityh&REITS must invest
at least 2/3 of their assets in real estate, watlsingle property representing
more than 1/3 of the total assets (the so calledi¢entration test*§. On the
liability side, leverage limitations impose a maxim debt-to-real estate ratio
of 60%, with the denominator being defined as the bf the properties
assessed by independent appraisers on a semiabasa'®. Potential
violations of these rules result in compliance rigke refer to regulatory debt
restrictions asléverage limitations

13 The investment companies are entitled to manage aeREITs.

¥ This provision applies to REITs established fror820nwards. Older REITs were
not requested to have a shareholders meeting.

15 At the end of 2007, 12 (55%) of the 22 listedi#alREITs state the management fee
as a percentage of NAV; 10 (45%) as a percentagesgit under management.

18 Duration of most REITs is limited to a 5 to 20 yeange. REIT life is stated in the
articles of association.

" These provisions have to be stated in the artiafl@ssociation.

18 Other specific rules and exceptions apply. Foulagry details, please see [Bank of
Italy (2005)].

19 Assuming real estate investments only, the delegtaty ratio is therefore equal to
1.5. The leverage ratio, defined as the total asslete divided by the equity value,
would amount to 2.5.

Further limitations apply to the debt-to-non restiage asset ratio. REITs may leverage
up to 20% of financial assets assessed at faie@anca d’ltalia (2005)].
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Contrary to most European (and US) REIT regimesliah real estate
investment funds enjoy a favorable tax status withbeing subject to
mandatory payouts. The preferred taxation is prexdith order to off-set the
severe prudential regulatory burden. REITs are idensd pass-through
vehicles at an entity level in the sense that ireofrom both current
operations and asset dispositions is tax-exempt.th&t investor level,
distributed dividends and capital gains on REITrebare subject to a 12.5%
withholding tax for individual shareholders, anchsimlered corporate income,
and therefore subject to regular tax rates for indnsdual shareholders. It is
noted that the withholding tax for individual invess is the same for long-
term debt and equity investments.

No mandatory payout rules apply at the REIT leteg periodic dividend
distribution is therefore determined by the manag@mcompany in
accordance with the articles of association of REIT which normally
impose minimum payout ratios. Anecdotal evidencawshthat distributable
income generally excludes non-realized gains treatlarived from real estate
appraisal values, i.e., from positive value differes of properties between a
current period and the initial reporting periodxTales consequently do not
represent a constraint for Italian REITs. Howewar,shown in the following
sections, the tax rules are fiscal constraintshie $ense that even if tax
treatment does not influence the amount of retaieachings available for
investments — as for most other REIT regimes inogerand the United
States — it affects REIT capital structures viadbst of debt. In that sense, we
will speak of tax control$.

In order to increase share liquidity and providarsholders with a market for
disposition, listing on the stock exchange withih rdonths from the initial
public offering is mandatory for retail or publiER's, defined as funds with
a share face value below Euro 25,000. Due to tlmited average size,
trading characteristics and liquidity features, REhlre considered small-cap
stocks.

Summary statistics of the Italian REIT market aparted in Table 4 which
shows assets under management and net assetshopudatc and private
investment vehicles. At the end of 2007, 109 REi&d been established: 27
(24.8%) were registered as retail REITs, 22 of wheene already listed on
the Italian Stock Exchange; and 82 (75.2%) werenporated as private
(institutional) REITs. Overall, assets under mamaget and net assets
accounted for Euro 31.4 bilion and Euro 19.1 billi respectively,
comprising 87.2% of the total assets invested al estate. Public REITs
managed Euro 10.4 billion of assets (equal to 38%eindustry’s total); net
assets amounted to Euro 7.4 billion after subingcdi debt of Euro 3.0 billion,
equal to a debt-to-equity leverage ratio of 40%gd hased on REIT market
capitalization, the debt ratio amounted to rougs®o. Public REITs tend to
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be widely held by retail investors and larger innie of assets under
management than private vehicles, most of which camestituted by asset
contributions from a few professional or institutéd shareholders. At year-
end 2007, public REITs had an average size (in deah assets under
management) of Euro 385.2 million compared to thieoE256.1 million of
private REITs. Market prices of public REIT shavesre 21.5% below NAV,
on average. This circumstance, in conjunction i regulatory obligation
of pricing new equity issues, regardless of mapgkiate dynamics, and on the
basis of NAV, makes initial public offerings diffiit since no potential buyer
will pay a NAV-based price when the market pricéoiser. This requirement
limits the financial options available to REIT mageas, and therefore, their
investment opportunities.

Table 3 Italian REITs

Assets Under Management 31.4 100.0%
Public REITs 10.4 33.1%
Private REITs 21 66.9%

Net assets 19.1 100.0%
Public REITs 7.4 38.7%
Private REITs 11.7 61.3%

N° of REITs 109 100.0%
Public REITs 27 24.8%
Private REITs 82 75.2%

Note: Values in billion Euros and percentage.
Source:Assogestioni, Report December, 2008.

3.  Capital Structure and Legal and Market Constraints

Financial sources are represented by debt, ecqrity,retained earnings. The
optimal combination of those sources, both at aokibe and a relative level,
has been widely investigated in the economic litem mainly as a function
of tax levies and bankruptcy costs, on the one hand of agency costs and
adverse selection problems, on the other hand fiidtevariable set basically
refers to the classic capital and tradeoff thethg, second body of factors is
addressed by agency and pecking order literatuter@heories may apply as
well. The results are still controversial and framr point of view, not yet
conclusive when discussing the capital structufferims and in particular,
REITs. The following outline therefore simply attets to define a general
body of financial theories that may be useful fwerpreting at a conceptual
stage how the three above mentioned major legah@r#let constraints — (1)
leverage limitations, (2) market price discounts NAVs, and (3) tax
controls — affect REIT capital structures, and egpently REIT share values.
However, our key point is that in doing so, we neéedgerform a separate
analysis of the effects that the constraints predutmarket valueand NAV
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of REIT shares. This is due to the fact that the talues reflect alternative
valuation approaches (a financial methodology andtatic, asset-based
approach, respectively), which perceive capitalicttme decisions that are
induced by the above mentioned constraints, diftireShould market prices
and NAVs react differently, NAV discounts (or premms) would
consequently be affectéd

We first investigate the effects of tax controlsREBIT capital structures from
a general perspective (Section 3.1.). We then denshow the market
constraint limits the effective financial options debt (Section 3.2.1.). We
finally highlight how the regulatory leverage limitons lead to sub-optimal
financial structures with respect to a constraifred- environment (Section
3.2.2)) and how non-optimal solutions generateediffit effects on market
prices (financial approach) and NAVs (asset-baspdraach). The two
valuation perspectives are integrated in Sectidn 3.

3.1 Tax Controls

The financial theory suggests that there is a tHideetween the benefits and
the costs of debt [Zeng et al. (2007)], where dmbhpetes with equity in
allocating the operating income of a firm. Advargsaglerive from tax savings
due to fiscal deductibility of interest paymentshile risk shifting towards
lenders, exposethe firm to bankruptcyand relatedcostsBalancingthe two
contrasting factors enables the identification dfeget capital structure, at
least over the long run.

In particular, under the extreme assumption ofatheence of explicit or latent
bankruptcy costs and the presence of taxes at thpomate level, the

investment vehicle should maximize debt in ordefutty exploit tax shelters

[Modigliani, Miller (1963)].

In the opposite hypothesis of a tax-free corpoeateironment (i.e taking
into account the first of the above-mentioned REbDNstraints defined as
“tax-controls”) while allowing for financial distes and inherent costs, debt
has no significant advantage over equity. Thiddarty the case of REITs that
are generally classified as tax-free entities armdemtially exposed to
insolvency risk from leverage. In the presencemf-trivial bankruptcy costs,
and also in consideration of negative fiduciaryeexalities associated with
the collapse of highly regulated investment erditseich as REITs, equity
should therefore generally be preferred to debleadt over the long run and
for raising debt levels that significantly increae probability of default
[Howe, Shilling (1988)]. In particular, higher defatios should gradually lead
to higher costs that are not off-set by debt bésefihus, high and rising debt
levels negatively impact share value, ceteris patib

20 Most of these considerations apply to public te&&ITs while only applicable to
private vehicles under specific, stated circumsanc
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However, should the default probability be considelow, even for relative
high debt ratios due to the collateral value of flmen's assets [Titman,
Wessels (1988)] — as might be the case for REI'€dtent in real estate —
financial distress may play a minor role. In th&se, capital structure would
move toward the classical model in which finantéslerage has no effect on
the REIT cost of capital and thus on the valuéhefREIT [Modigliani, Miller
(1958)]. This case is particularly relevant if theis no difference in tax
brackets between debt and equity investments ftail rand individual
investors to whom public REITs are marketed. Tlisatibes the Italian case,
with both asset classes levied at the same raf &886. This parity allows
simplification of the relative advantages of debtl &quity at both the entity
and investor levels [Myers (1984)].

Empirical evidence is, however, contrary to thedpton of low levels of
debt induced by the tax exemption’s disincentiveléwverage: 2007 market
data of public Italian REITs show an average deb¢ll, measured as debt-to-
equity ratio, of almost 50% (see Section 2). Initold, as described next in
more detail, leverage tends to increase over tioneafmost all REITs. The
reasons for this circumstance are controversial reqdire consideration of
other factors, such as asymmetric information agehay costs which could
explain REIT leverage, even in a tax-free context] positive REIT stock
price reactions to debt offerings [Howe, Shilliri®88)].

The presence of debt might be explained by asynmrieformation between
firm managers and their equity investors withinagency relationship [Myers,
Majluf (1984)]. In particular, leverage — espegiaih the form of standard
debt [Diamond (1983)] — provides incentives to nggera to select investment
projects that will enable the firm to meet debtvgsr and dividend payment
obligations, which reduce cash-flow available fthier projects that are not in
the best interests of their shareholders. Simildrigh dividend payouts also
serve to reduce agency costs by limiting the fir@nteedom of managers
[Bradley et al. (1998)]. An alignment of intereststween shareholders and
managers may also be favored, under certain conditiby a non-trivial
equity capital participation of the REIT directawbich limit their incentives
for opportunistic behaviors because they wouldyglieg their own interests
[Friday et al. (1999)].

If the agency theory applies, debt could contribwteleast for certain, limited
amounts- to the disciplining of managers to meet sharehoidirests and
reduce monitoring costdnder this hypothesis, leverage should not
necessarily lead to lower valuations. Also, thegille nature of real estate
assetsyhich have active second-hand and well functionimaykets [Myers,
1984], could allow for relative low-risk, securectld. This may permit
managers to rationalize a moderate level of bomgwfTitman, Wessels
(1988)].
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From a financial perspective, the experience dillaREITS seems consistent
with this view of leverage because of agency costsiflicts of interests

intrinsic to the externally managed, closed-endestment vehicle, and the
limited amount of equity required by regulation k@ invested by the

management company. In addition, public REITs gpically addressed to
widely dispersed and non-professional retail inmesstthe monitoring and

performance evaluation of directors are therefoeakvand largely rely on

broad reputational and market discipline [Frigdl. (1999)].

The pecking order theory is also related to asymmednd privileged
information [Myers (1984)]. Myers and Majluf (1984)iggest an ordinal
preference of financial sources for managers. Téegygest that managers
prefer retained earnings, issue debt as seconddrebsissue equity only as a
last resort as a functioof the relativevalue perception ofsecuritiesby
externalinvestors wittrespect to manager information. However, the pegkin
order theory as well as the choice between debtegundy requires access to
all financing sources (retained earnings, debt aupity). Given the
regulatory and market constraints on lItalian REIfgs condition is not
relevant. In fact, in a controlled context, delitawrse could simply reflect a
lack of financial alternatives.

3.2 Regulatory and Market Constraints

We argue that the assertion that leverage coulglgimxpress the lack of
financial choices is derived from a combined intéom of leverage
limitations, the evidence of REIT shares tradedis¢ount on NAVs, and the
imposition of NAV as a mandatory valuation standd#sl described next, this
combination narrows funding options available tonagers by generating a
suboptimal financial context with respect to a ¢mist-free environment.
Our explanatory hypothesis also assumes that: @®Rusually have no
positive net present value (NPV) opportunities &dé on a long-term basis.
While there may be positive NPV investments ava@dbom time to time,
given the relative market depth for institutionare real estate, zero-NPV
opportunities should be the normal case, (2) REf#dsnot change their
investment policy in terms of operational risk. RElirectors are, in fact, tied
to the investment risk profile stated in the aeticbf association, (3) REITs
raise debt after having invested all initial equippital. In fact, as described
in Section 2, most public Italian REITs are esti#d viacash contributions.
In the initial stage, they are therefore pure gq®EITs with no debt. The
collected equity is used to acquire real estatetasREITs start to leverage
only after having invested this initial equity inrder to capture new
investment opportunities. As depicted, the delfr¢al estate) asset ratio is
capped at 60%, and finally, (4) debt is basicalypresented by “bullet
financing”, in which the borrower (the REIT) makesaly annual interest
payments, but no principal reimbursements until ¢hgyle-maturity date of
the loan.
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3.2.1 Market Constraint

As previously outlined, Italian REITs trade at dekgcount from NAVSs. This
fact would not be a particularly relevant matter REITs were free to
endogenously determine the price for new equityessbased upon market
conditions. However, as already depicted, Itali&lT® are forced to refer to
NAVs when issuing new shares. If REIT shares tratlediscount, this
circumstance makes the issuance of new equity sitleadue to the fact that
share buyers are not willing to pay the (higher)\WNgxice, and prefer to buy
the shares in the secondary market (at lower prices

This circumstance limits the financial options dadalie to REIT managers to
retained earnings and debt. This limitation alskesait highly questionable
that directors select these funding sources basékdeopecking order theory.

3.2.2 Regulatory Constraint

Italian REITs, consistent with the internationapexience, generally have a
policy of high dividend payouts determined in thiickes of association, so
accrued earnings also represent a limited finanstalrcé®. In addition,
retained earnings are usually insufficient to ficennew real estate
investments due to the high values of most regbgmttes, at least for Italian
REITs. The REIT articles of association usuallyra allow distribution of
unrealized capital gains that are derived from qubci revaluation of
properties. These unrealized profits significantigtuce available cash-flow to
a level below net income and greatly exceed thetrapn non-monetary
depreciation expense effect [Bradley et al. (1998)Jaddition, should REIT
managers deliberate at their discretion (as agt@dlbwed by the articles of
association of some REITSs) variations in earnirigniéon policies, this would
have potential agency cost implications. Investeosild have difficulties in
accurately attributing deviations in cash-flowstlie actions of the managers
or factors beyond the control of the managers [Bradt al. (1998)].

Debt seems therefore to be the only relevant fupdition available to REIT
managers to raise additional external capital twarfce new investment
opportunities.

How does debt affect capital structures, and toeeef share values,
considering the lack of financial alternatives.(iequity, and for the large part,
retained earnings) combined with the overall repua set (i.e leverage
limitations and NAV valuation standards)?

2116 (73%) of the listed REITs foresaw in their @b of association, payouts with
percentages usually in a range between 70% and 60%etermined by the
management company (2007) while 6 (27%) did notsggestioni (2008)]. Note,
however, that the management company is alwayslezhtio suspend the dividend
distribution in the interest of the shareholders.
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Our hypothesis is that the effects are ambiguowsnghe valuation approach
followed — financial versuslAV.

(i) Financial Approach

In consideration of the financial methodologies, Wwave at least two
alternative explanatory effects.

If the classical trade-off theory applies, any #figant debt level would have
no positive effect on the REIT value in a tax-freentext [Maris, Elayan
(1990)] nor would it eventually negatively influencshare value in
consideration of the probability of financial dess associated with
leveraging. The theory assumes the circumstancem@-NPV investments.
However, in consideration of the nature of REITetsgwhich can easily be
used as collateral), agency relations and bankyuptsts, REITs may be
expected to issue debt [Titman, Wessels (1988)kamt for certain amounts,
and seek a balance between management incentiveisinelss costs. The
reasoning is that after having invested all iniggjuity, a REIT faces new
investment opportunities (assumed to have zero-BiRY/an expected internal
rate of return (IRR) equal to that already beingiened by the assets in place)
under equity capital rationing (because of the ‘ke#r constraint®. Should
the REIT use debt funds, and if so, up to what artb@iven the collateral
value of real estate, the REIT could probably isewerisk debt obligations
up to a certain level without significantly altegiits expected probability of
default. In addition, a certain debt level may apgovide the discipline for
REIT directors to effectively and efficiently marggthus positively
influencing net cash-flows. Relatively low leveld debt are therefore
expected to potentially lower the weighted averagst of capital (WACC)
over the short run and therefore, increase theevafithe REIT as compared
to a suboptimal (all-equity) capital structure. Begt some threshold level of
debt, the positive effects are counteracted bypthtential costs of financial
distress that rise as the level of debt increa%és. can expect REITS,
therefore, to be able to identify, at least over lbng run, a desired capital
structure with leverage ratios that minimize WAC@& anaximize asset and
share value.

This is a relevant differentiating point with respé the asset-by-asset NAV
valuation methodology that is discussed next. loapital structure formed
under the financial valuation methodology, an optimdebt level exists, at
least theoretically; also, it eventually fluctuatger time due to short-term
adjustments [Myers (1984)]). When the optimal leger level is reached, the
REIT should pass up new investment opportunitiesabgse a sub-optimal
WACC would tend to lower share values.

22 Remember that most Italian REITs are establishectash-contributions as “all-
equity” REITs.



299 Biasin and Quaranta

When debt limitations exist, as for REITs, two atians of interest may arise
with respect to the effects of regulatory and miaid@nstraints on capital
structures and share values from a financial petisfge

(1) The optimal debt (D) to asset (A) ratio maylbeer than permitted by
regulation [D/As < D/Agd. In this case, the REIT would stop
investments and leverage before reaching the maximilowed debt-to-
asset ratio. This result occurs because the regulaebt-to asset ratio is
suboptimal in financial terms with respect to thapital structure that is
endogenously defined. However, the REIT would bmitéd in its
investment capacity compared to a constraint-fre@renment. This is
due to its inability to issue new shares in oraemtaintain the desired
optimal capital structure. This inability is deténed by the mandatory
NAV reference values for equity offerings, combinaith the severe
market price discount on NAVS.

(2) The optimal debt-to-asset ratio may be higher thhe regulatory
maximum level [D/Aq>DIAqJ?. The legal constraint prevents the REIT
from achieving the most favorable capital structungnich implies a
higher WACC than the firm value maximizing capigatucture. In turn,
this generates a negative price effect on shangesalith respect to the
predictable (higher) market price induced by th&mogl leverage ratio of
the REIT.

Regulatory leverage limitations would in that casedetrimental to the (retail)
investors who are presumably protected by the spmadential regulation.
This paradoxical situation would not be an Italaculiarity, but applicable
to most European REIT regimes that have analogauesdge limitations (see
Table 1).

(i) NAV Approach

In the NAV approach, a REIT share value consisthefvalue of the property
portfolio, based on the appraised MV of the undedyreal estate assets,
minus the liabilities of the company usually comes&t at a nominal value,
divided by the number of issued shares [Veld, Hegl2®08]. Debt affects
NAV share values in a substantially different wéhart it does from a
financial perspective. We argue that this is a k®nt and has severe
implications.

The reasoning is as follows. Suppose that we hadlaquity REIT already
fully invested in real estate facing (at the begignof the year) new
investment opportunities to be financed with débthe first stage, zero-NPV
investment opportunities should have no effect étWNbecause of the same
value added to both sides of the REIT balance shiéweit is, the same value

2 A debt-to-asset value of around 60% (equal toam-im-value ratio [LTV] of the
same amount), as chosen by many European REIT tegsdsee Appendix 1) might
not be abnormally risky because of the usually ¢os&tutional real estate quality of
public REIT assets.



Regulatory and Market Constraints of REITs 300

of the asset (i.e., the MV of the acquired propehst is assumed to be
equivalent to the acquisition price [P] due to #eeo-NPV of the investment
project) also appears on the liability side.(ithe nhominal debt value issued
for financing the P). So, the investment projecsloot immediately alter the
NAV of the REIT, but modifies the debt-to-assetequivalently, the debt-to-
equity ratio. However, the investment opportungyekpected to contribute to
the profit of the REIT by increasing (marginal) mags by an amount equal
to the expected positive difference between thal tperating return {f]) of
the property and the cost of debg]it. In turn, this leads to an increase in
NAV at the end of the year, with all other thingsirg equal, because of the
positive accounting income effect of the zero-NRveistment opportunity.

Additional debt-financed investment projects witlalngous expected NPVs
and IRRs as the assets are already in place waultinoe to increase the
NAV of the REIT from an accounting perspective. iFhenarginal
contributions are expected to be always positilan at decreasing rates, but
entice managers to take advantage of every availakestment opportunity.
Of course, this investment trend implies increasavgrage ratios, and in turn,
higher marginal interest rates (assuming that tveslere aware of the rising
risk), increasing debt, and its cost up to therabstpoint where the cost of
debt equals the operating return of the propertyth& balance sheet level,
this situation would theoretically occur at the riowhere the NAV of the
REIT is equal to zero.

Earnings distributions would subsequently reduceVNBy the amount
dispensed; the retained portion increases netsasset prolongs the finite
debt-financed investment process by marginally éasing the financial

24 Note that the single, marginal real estate actjoiisis 100% debt financed (debt-to-
asset ratio equals 1). However, at the portfoli@llef a REIT, the debt-to-asset ratio
is lower than 1 due to the initial equity collecti@i.e, in the initial stage, the REIT is
“all-equity”).

For low levels of leverage, the cost of debt migatower than the expected return on
the property because the lender counts on recdartiee financed asset’s collateral
intrinsic value and/or on borrower’s other assets.

To illustrate the process, suppose that there @laaquity REIT with initial equity (E)

= 10,000, real estate assets (A) = 10,000, and @bt 0. So, NAy=A -D =
10,000. For simplicity, we do not consider the inebme of period 0, which would be
equal to the return on the investments (ROI) alréagiface in the absence of debt and
taxation. The REIT faces a new zero-NPV investm@pbaunity immediately aftet,
(i.e., at thebeginning of year 1). The MV or alternatively, tReof the new investment
opportunity is 5,000 withi,, = .1, equal to the,,of the assets already in place. The
requested interest rate)= .07 (7%), that is,f> ry. This is because at the REIT level,
NAV > 0 or, alternatively, D/A < 1. MV is assumedrstant over time. The payout
ratio for period 1 = 0.

Immediately after acquisition, NAV will not changk:= 15,000, D = 5,000 and NAV

= 10,000. In the absence of taxation, the margiealincome contributionANIyars)

of the new investment at(end of year 1) will b&ANIyars = (fop—rg) X MV = (0.1 —
0.07) x 5,000 = 150. So NA\= 10,000 +150 +1,000-¢ ROI of Ay = 10,000).
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capability of the REIT. A 100% earnings distributics unusual, so NAV
would be expected to increase.

Thus, the relation between leverage and expectexsiment returns is always
positive in a NAV-appraised share value regime.

The maximum leverage ratio predicted by the NAMecion should always
be higher than that predicted by the financialeciin. Under the financial
criterion, debt has no effect, or a negative effenta REIT share price (trade-
off theory), or positively contributes to a lowerA@C only up to the point
where the manager incentive and agency costs dmsgeufurther debt-
financed investment.

3.3 The Effects of Constraints on Capital Structure andREIT Share
Prices: Integrating the Two Valuation Perspectives

A key concept to note from the analysis heretofisréhat the NAV and
financial share valuation methodologies signifitartiffer with respect to
how leverage and implied capital structures areqieed.

NAYV is unaffected by the debt ratio in the sensa the REIT share value is
simply the residual, nominal difference betweenetsglues and debt,
regardless of the effective capital structure acpl Leverage comes into play
only when the cost of debt equals or exceeds tbpepty returns. In the
presence of regulatory leverage limitations, the Wxaluation approach
always provides an incentive for REIT managersntwrdase debt up to the
maximum amount allowed ?°. In other words, the asset-based valuation
perspective is basically a property level methogplthat simply focuses on
the MV of the properties held by the REIT and desltiscenominaldebt from
the overall real estate portfolio valuation in arde obtain theNAV of the
REIT.

This is clearly not the case from a financial vélua perspective which is a
firm-level valuation method. Capital structure irdhces share value via a
financial risk perception and not — as in the NA&uation perspective — in

25 Should appraisers use the discounted cash flow JD¥thodology and not the
sales comparison approach to estimate the MV opesties, then, NAV would in
theory be financial in nature as well, but onlytte property level valuation. In fact,
appraisers use average real estate industry daexdviinancial risk is not in the MV
of the appraised asset), while financial analystpley firm specific data that reflect
the financial risk embedded in the effective cdpmitaucture of the single REIT. So, the
valuation level and perspective considerably differ

%6 The analysis does not consider compliance rislarikes in the case of market
turnarounds that reduce real estate asset vallew begulatory leverage limitations.
Should current net cash-flows be insufficient towladequate debt reimbursements in
order to meet the regulatory leverage ratio, REIDsld be forced to liquidate
properties in critical times in order to lower tthebt-to-asset ratio below the maximum
allowed level to avoid regulatory sanctions.
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pure nominal terms. However, the sign and magnitfdbe debt effect might
vary as a function of the financial theory thattliesscribes REIT behavior. In
the short run, leverage ratios could be positieglyildly positively related to
share market priceghis relationships consistent with the adverse selection
cost of equity and pecking order theory which stesshe fact that — evenin a
tax free context — cash flow limitation may haveasitive effect on share
value. Should the trade-off theory apply, the datien between debt and
share market prices should always be negative.ridtvely, the classical
theory suggests no effect of debt.

If the NAV of the REIT and market prices are aféettifferently by leverage,
this circumstance should also be reflected in nigskiee discounts on NAVSs.

We attempt to empirically verify this hypothesisurperception is that REIT
managers follow a NAV maximization approach. Thibservation is
supported by at least two considerations. Firsg thverall regulatory
framework identifies NAV as the guiding referencaue for reporting and
supervisory purposes. In particular, return perfomoes are usually calculated
on NAV in, for example, annual and semi-annual re&po Second,
compensation structures of REIT managers are oftased on NAVS;
direcizo7rs therefore tend to place more emphasiblA¥Xs than current share
prices’.

4. Market Data and Empirical Analysis

The above mentioned hypotheses are empiricallgdesthe investigation is
based on ltalian public REIT data that involve yariarket prices and semi-
annual NAV figures for the entire (22) public REbbpulation. The observed
time window varies for each REIT as a function loé¢ fisting date on the
Italian Stock Exchange and ends on December 3. 20tk first observation
is on November 29, 1999. The number of observatfonsach REIT time

series is reported in Table 5.

The most important sources of data for this study the Italian Stock

%" These considerations basically only hold for pulRREITs for which market prices
are available; private REITs are affected by suchsicterations only when
shareholders follow a NAV valuation approach or wtothey follow a financial
perspective, in the case that the preferred leeerago chosen in a constraint-free
environment is higher than the maximum regulatewel and the trade-off theory does
not apply. In the second case, private REITs woelddoced to issue new shares in
order to comply with prudential regulation; equitfferings, however, would generate
a sub-optimal capital structure from a financiainp@f view. The share value of the
REIT would therefore be lower than in the case ebastraint-free context in which
REIT managers would be allowed to choose the petfetebt level and payout ratio,
and consequently, the optimal capital structure.
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Exchange and the Italian Mutual Funds & InvestmEintns Association
(Assogestioni).

Table 4
REIT Listing Date | Market brice

Fondo Alpha 07/04/2002 1395
Atlantic 1 03/07/2006 379
Berenice-Fondo Uffici 07/19/2005 506
Fondo Beta 10/24/2005 555
Bnl Portfolio Immobiliare 01/02/2002 1523
Caravaggio 05/16/2005 669
Estense-Grande Distribuzione 08/03/2004 869
Immobilium 2001 10/29/2003 1061
Invest Real Security 01/24/2005 747
Investieco 11/01/2004 805
Nextra Immobiliare EuropgCaam Europa | 11/17/2003 1048
Nextra Sviluppo Immobiliar&Caam ltalig 06/03/2002 1398
Obelisco 06/14/2006 392
Olinda-Fondo Shops 12/09/2004 762
Piramide Globale 11/26/2002 1293
Polis 04/20/2001 1700
Portfolio Immobiliare Crescita 07/01/2003 1146
Securfondo 02/05/2001 1251
Tecla Fondo Uffici 03/04/2004 892
Unicredito Immobiliare Uno 06/04/2001 1669
Europa Immobiliare 1 14/12/2006 270
Valore Immobiliare Globale 11/29/1999 2052

Source:Assogestioni, Report December 2007

In constructing the data set, information is cdaltecfrom different data banks.
In some cases, we were forced to estimate the dailyes lacking (e.g.,
leverage measured as debt-to-asset ratio and NAjres) by linear
interpolation. Moreover, the hypothesized expliatvariable (debt-to-asset
ratio) is normalized with respect to the maximumgulatory level admitted in
order to have the same variation interval with eesgo the NAV discount
and to best perform a cluster analysis. Simildrya consistent manndseta
regression coefficients are normalized with respethe highest coefficiefft

We first estimated the debt trend for all publiclR&in order to test whether
leverage follows the (NAV) predicted pattern of ie&sing debt ratios over

2 The debt-to-asset ratio is normalized in a rangfvéen 0 and lhetacoefficients
are normalized in a range between -1 and 1.
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time. Based on the theoretical framework outlinethie first part of the paper,
we expected debt levels to increase over the REBEurty, which is
consistent with the NAV valuation standard. The tdebnd was estimated
with an analytical approath this methodology is the only feasible one due to
the limited time period of the available NAV andbtiedata (semi-annual
reporting period) that does not allow for the cidtion of moving averages.

Second, we focused on the correlation between thiet-td-asset ratio
(consistently with the regulatory provision) anck tinarket price discounts
from reported NAVs by time series linear regressidn particular, we used
the following (simple) linear regression model:

NAVDISG= « + f DEBT+ ¢, (1)

in which the NAV discount (hereafter, NAVDISC) isgressed on a constant
and debt-to-asset ratio.

In the model, the termy is a usual normally distributed error with a zeream
and variances’,. The error term is very important in order to ddes the
influence on the dependent variable of other resgmssthat we omitted in this
context because not relevant for our purpbse

2 The analytical approach estimates the trend oériable by identifying particular
values T, that can be substituted for the original valuesisteged by the variable
observed at different times. L&t be the variable of which we want to estimate the
trend and lek; be the values that assumes at time(t =1,...,N); hence, we obtain the
valuesT, as follows:.T,=a’ + b't’,
where: -a’ is the average of the time-series valyges

- b’ is obtained by dividing ( Zi=1.n t'% X;) by N (N %1) and

-t'=t— (N+1)/2.
%0 |n fact, this analysis does not investigate NA\scdunt determinants per se.
However, if leverage influences market prices arAVNigures in a different way,
debt may partially explain for the discounts. Iry aase, the fact that other variables
could explain NAV discounts is revealed by tegmin the regression model. As
commonly known, the first part of the previous dtprg such as+SDEBT;, which
represents the regression function, explains tlezage relation that exists between
NAVDISCandDEBT during the time. So, if we know the value@EBT,by using this
regression function, we could forecast a valdgDEBT, for the dependent variable
NAVDISC.The error ternz;insteadncorporates all factors that explain the diffeenc
between the average value MAVDISCat timet and the value forecasted by the
regression function. In particular, this error @ns all other factors, which are
different fromDEBT, that cause the value of the dependent variabla fpecific time
t. As a consequence, the valueRof obtained by using the regression errors, can also
be considered as a measure of the omission ofamedependent variables in the
model (Stock et. al, 2003).
For an analysis of other explanatory variableshaf ttalian REIT NAV discount,
pleaserefer to(Biasin et al.,2010).The analysisconfirms the explicative potential of
debt.
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For each analyzed REIT, NAVDISC was calculated binag the following
formula:
NAV, - P,
NAVDISG = (NAV - R) )
NAV,

where NAV, = NAV of each share of théh REIT at timet;
P, = market pric& of theith REIT at timet.

Since the investment assets of Italian REITs apraaged semi-annually by
independent professional appraisers, we neederbtadp acceptable proxies
for the true daily NAV. To estimate the daily NAViwe assumed a linear
trend for each of the six-month period considered.

Moreover, in order to confirm the indications oétémpirical results obtained
via time-series regressions, we performed a panel fefftts estimation on
the parameters of Equation (1).

The basic idea is that the market price discountN&Vs reflect leverage
effects in recognition of the different perceptiafsdebt reflected by market
prices and NAVS. In contrast to market prices, NAdGsnot directly reflect
financial risks embodied in capital structures.

The type of analysis performed did not allow ussteecify the sign and
intensity of the variation of the two componentdN#V discounts (NAV and
market price) with respect to leverage increases.thiérefore used repeated
regressions, testing for the correlation of thetdetasset ratio with NAV and
market price independently.

Also, in these cases, we used a simple time shniesr regression model in
which the dependent variable — NAV or alternativetyarket price — is

regressed on a constant and debt-to-asset ratioveSespectively considered
the following two models:

NAV = o + B DEBT+ ¢, @)
and P.= a+ S DEBT+ ¢, @)

Based on the theoretical framework outlined infilet part of the paper, we
expected leverage to be positively related to NAY do the nature of the
NAV valuation methodology. From a financial persjpes; the effects of debt
on REIT market prices are more uncertain. Shoulel thassical capital
structure theory best describe REIT financial bérawdebt could have no
noticeable effect on market prices. However, if ksaptcy costs come into

31 The market price is the “official price”, that ihie quantity weighted average price
of the entire quantity traded in the session, elioly contracts executed with the
cross-order function. [London / Italian Stock Exaba (2007)].
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play, the trade-off theory suggests, at least fardasing debt levels, a
negative correlation. Consistent with manager itigea for increasing debt
levels and with asymmetric information, leverageld be positively related
to market price even in a tax-free context, attl@ashe short run. As before,
in such cases, we run a panel fixed-effects esmam order to confirm the
results obtained vieegressions.

In the third stage, we conducted a cluster andfysing a nonhierarchical
methodin order to:(1) test whether older REITs, which gyeesumed to have
higher debt ratios, are characterized by higher NdA&tounts in relation to
debt, and (2) control for other components thatd&mfluence REIT financial
behavior. In particular, we controlled for the REtfENnager fee structure and
residual lifetime.

Compensations based on total assets, as opposdd\e, should lead to
higher leverage ratios because of the incentivintoease assets, even in
negative NPV investments. However, the correlatidansity between debt-
to-asset-ratios and market price discounts on Néddd be mitigated by the
decreasing residual lifetimes of closed-end REITBis mitigation would
occur under the assumption that NAVs and marketespdces tend to move
closer as the REITs approach maturity.

4.1  Empirical Results

The analysis showed a positive trend of leverageagured as debt-to-asset
ratio) for almost all REITE. This evidence seems to support the debt
maximization incentive induced by the combined dffef “market” and
“leverage” (or ‘“regulatory”) constraints. These staints are effective
because of the lack of alternative financial chgjcthe mandatory NAV
reference value, and leverage limitations. Morepglebt ratios are positively
related to market price discounts on NAVSs.

A regression analysis demonstrated that leveragggisficantly associated
with the NAV discount during the time. In particylathe regression
coefficients shown in Table 6re positive for almost all REITs and the

%2 Data transformation and normalization are stromgbommended in the analysis of
clusters because this ensures that the resultdispendent from the unit used to
measure the variables. In addition, normalizatiorsuees that all the variables
contribute to the classification to the same extent

In the implementation phase, we used a nonhiem@thiethod. In particular, we used
the fundamental k-means algorithm, i.e., the reremivmobile center criteria. During
the implementation which used SPSS, we achieveddse results by using simple
Euclidean distance as a proximity measure, andldddb fix the maximum number of
iterations and the convergence criterion to 200@n@spectively.

33 Two REITs (Securfondo, Atlantic 1) present a slighiegative trend. These values
may reflect the analytical approach followed. Délend details are available upon
request.
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(adjusted) R-Square is always higher than 0.41.aHdREITs, the coefficient

of the independent variable is significantly difat from zero at the

confidence level of 95%, as confirmed by thiest, and the data are well
fitted during the time, as shown with the same phility by theF-test”.

The presence of term, allows the specific relevance of leverage to be

consistently delineated on the previous note thatiscount is a function of a
set of variables.

Table 5 NAV Discount Regression Coefficients

beta NAVDISC norm| R?

ATLANTIC 1 -0.197417335 0.776
BERENICE-FONDO UFFICI -0.111328507 0.989
BNL PORTFOLIO IMMOBILIARE -0.111328507 0.596
CARAVAGGIO 0.048522794 0.45
ESTENSE-GRANDE DISTRIBUZIONE 0.048522794 0.81p
EUROPA IMMOBILIARE N°1 0.069653688 0.913
FONDO ALPHA 0.184504011 0.949
FONDO BETA -0.05204461 0.954
IMMOBILIUM 2001 0.414595969 0.41
INVEST REAL SECURITY 0.122480923 0.698
INVESTIECO 1 0.556
NEXTRA IMMOBILIARE EUROPA 0.184112698 0.518
NEXTRA SVILUPPO IMMOBILIARE 0.187243201 0.955
OBELISCO 0.074153786 0.982
OLINDA-FONDO SHOPS 0.0624144 0.952
PIRAMIDE GLOBALE 0.418704754 0.666
POLIS 0.395030327 0.415
PORTFOLIO IMMOBILIARE CRESCITA 0.106045784 0.601
SECURFONDO 0.355899041 0.869
TECLA FONDO UFFICI 0.063392682 0.899
UNICREDITO IMMOBILIARE UNO 0.732537664 0.591
VALORE IMMOBILIARE GLOBALE 0.154177265 0.601

In order to confirm the previous results, we alsn a panel fixed effects
regression on the following model using a panehdst that refers to 1
REITs and 379 day5from July 2006 to December 26867

% Data are available upon request.

35We used a fixed effect estimator for the followirepsongzirst of allwe have a
closed and exhaustive sample of informationthis situationfixed effects are the
natural candidateSecondlythis estimator has the advantage of effectivelyturamg
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NAVDISG = a + # DEBT+ ¢ (5)

where the error term is equal to a REIT fixed dffgdas a truly idiosyncratic
termeie = 4 + Wi,

The fixed effecty; absorbs all variables that are fixed in time muay other
fixed in time factors that may be relevant and \Wwhiee have not explicitly
consideredVe expectedhe NAVDISC to be positivelyassociated witDEBT.

Results were obtained with STATA 9.2 and are predith Table 7.

It can be noted in Table 7 that the fixed effedinestor gives the best results
with respect to the random effect (as also confirtmg a Hausman test) or the
OLS pooled estimator.

The evidence that NAV discounts increase with ggiebt levels is consistent
with our expectation that NAVs and market priceauldoreact differently to
leverage.

In particular, the separate regressions on NAVs raadket prices show that
NAVs positively react to higher debt-to-asset raifio a significant way, while
market pricesare unaffected by leverage, in the sense that élyeession

model of the latter does not show a statisticaifynificant correlation (see
Table 8§°. It appears, therefore, that increasing discoahtsarket prices on
NAVs for rising debt levels are led by positive NAX¥odifications, and not
by decreasing share prices in the market that tenide independent from
leverage.

(or controlling for) all relevant variables that are idiosyncratic te 8tatistical units
that are fixed in timéBaltagi,2005).The data exhibited enough variation in the
temporal dimension to employ a “within” estimatbforeover, the least squares with
dummy variable (LSDV), that is the estimation mettin a fixed effects context, is
BLUE(i.e.the best linear unbiased estimatbthe model is really; =a+bx; +Xi-1,n1
u;Dji+ei, if X is weakly exogenous anddf~11D (01025) and it is in any case, consistent,
even if the real model is a random effect model.

We did not use the recent Driscoll and Kraay pracedDriscoll (1998)] because our
testing shows that spatial dependence is very smmve do not need a more correct
estimate evaluation of the standard errors.

36 A public REIT (Europa Immobiliare 1) has been egeld from the analysis due to
its very short listing time (December 2006).

37 We refer to this time window because it represémtscomplete common period of
REIT life starting from the listing day.

% Hence, we worked with 7959 observations to estrtia¢ regression parameters of
this model.

% For all REITs, the variable coefficient in the reggion of NAV on DEBT is
significantly different from zero at the confiderlesel of 95%, as confirmed by tie
test, and the data are well fitted during the timeeshown with the same probability by
heF-test.
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Table 6  Results Obtained by a Fixed Effect Estimator Applid to the
Panel Data. Dependent Variable: NAVDISC

Regressors Parameter (Standard Error)

0.095*

LEV (0.0098)
0.29*

CONSTANT (0.004)

* = each parameter is significative at | sigma_u = 0.08412

5% referring to a bilateral test sigma_e = 0.07039

Number of observations = 7959 rho= 0.5881(fraction of variance due g

Number of groups = 21 F test that all; = 0; F(20,7937) = 520.50

Observations for each group =379 |Prob > F = 0.000

R*=0.39

Corr(y xb) = 0.59

F(1,7937) =94.05 ; Prob>F = 0.000

To support these results, we also run two (sepanzdeel fixed effects
regressions on the following models by using threesarevious panel data set:

NAVi= a + S DEBT; + ¢t (6)
and
Pi= o+ B DEBT+ ¢ (7)

We expected the NAV to be positively associatech idEBT while market
price tends to be independent from DEBT. Resultsewabtained with
STATA 9.2 and are provided in Tables 9 and 10.

Also, in these cases, as we can note in Tablesd9lan the fixed effect
estimator gives the best results with respect o rindom effect (as also
confirmed by a Hausman test) or the OLS poolednedtr.

The results also support our perception that REBnhagers follow a NAV
approach which creates incentives for managenscrease leverage, which in
turn, increases NAV.

From a financial perspective, notwithstanding thiited statistical
significance of the regression, the results predicirrelevance of debt with
respect to market prices. These results appearet@dnsistent with the
classical capital structure theory in which leveraipes not affect firm value
in a tax-free context. However, the results arelaarcand need further
investigation.
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Table 7 NAV and Market Price Regression Coefficients
beta NAV R? beta Market R2
Norm Price Norm
ATLANTIC 1 0.017933428 0.99-0.0753853510.121

BERENICE-FONDO UFFICI

BNL PORTFOLIO IMMOBILIARE
CARAVAGGIO
ESTENSE-GRANDE DISTRIBUZIONE
EUROPA IMMOBILIARE N°1
FONDO ALPHA

FONDO BETA

IMMOBILIUM 2001

INVEST REAL SECURITY
INVESTIECO

NEXTRA IMMOBILIARE EUROPA
NEXTRA SVILUPPO IMMOBILIARE
OBELISCO

OLINDA-FONDO SHOPS
PIRAMIDE GLOBALE

POLIS

PORTFOLIO IMMOBILIARE CRESCIT/
SECURFONDO

TECLA FONDO UFFICI
UNICREDITO IMMOBILIARE UNO
VALORE IMMOBILIARE GLOBALE

0.018355296 0.997
0.094748157 0.86
0.088738775 0.83
0.209383865 0.68
0.0944224910.978
0.324879921 0.95
0.0660335330.559
0.808357393 0.45
0.1149816740.639

1 0.55
0.138653954 0.546
0.182314649 0.95
0.102307022 0.99
0.016600315 0.99
0.438937402 0.7
0.5198924250.127
0.2012343140.858
0.635673801 0.96
0.019048054 0.99
0.809200641 0.67
0.373888431 0.49

-1.284602703 0.67
0.084383127 0.33
0.01302565 0.027
-0.044722205 0.13
-0.345656989 0.4
0.569154522 0.083
0.067856833 0.31
0.335097509 0.061
-0.057613317 0.094
-0.091812807 0.007
0.052297345 0.07
-0.013906139 0.01
-0.566395833 0.13
0.25183331 0.286
-0.09622298 0.07
0.2292243110.032
0.61652379 0.61
-0.1317252210.017
-0.584380996 0.358
1 0.474
-0.279946899 0.21

Table 8 Results Obtained by a Fixed Effect Estimator Applié to the
Panel Data. Dependent Variable: NAV
Regressors Parameter (Standard Error)
168.20*
LEV (11.46)
2700.67*
CONSTANT (4.98)

* = each parameter is significatiat 5%
referring to a bilateral test

Number of observations = 7959
Number of groups = 21

Observations for each group = 379
R*=0.36

Corr(yxb) = 0. 5776

F(1,7937) = 215.46 ; Prob>F = 0.000

sigma_u = 1466.12
sigma_e = 82.07

rho=0.5969qfraction of variance due tq)
F test that ally=0; F(20,7937) 93364.97|

Prob > F = 0.000
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Table 9  Results Obtained by a Fixed Effect Estimator Applid to the
Panel Data. Dependent Variable: Market Price

Regressors Parameter (Standard Error)

421.96*
LEV (27.44)

*

CONSTANT (1516550)6
* = each parameter is significative at 3%gma_u = 1095.36
referring to a bilateral test sigma_e = 196.50
Number of observations = 7959 rho = 0.968gfraction of variance due @)
Number of groups = 21 F test that all; = 0; F(20,7937) = 8623.15;
Observations for each group =379 | Prob > F =0.000
R?=0.0289
Corr(uxb) =0.5174
F(1,9737) =236.54 ; Prob>F = 0.000

The tendency towards higher debt ratios inducedniyket and regulatory
constraints is also confirmed by the results ofdluster analysis, as depicted
below in Table 11 (for details please refer ®PANDIX 2).

Table 10 Final Cluster Centers

Cluster
1 2
Reg_norm ,029 341
Exp_life 394 416
Res_life ,60600 ,58417
Totassets NAV 1 0

Reg_norm (normalized regression coefficients. NAV discoumtthe dependent
variable).

Exp_life (normalized expired lifetime [expired lifetime/edtREITS maturity]).
Res_life (normalized residual lifetime [(tot. maturity —pésed lifetime)/expired
lifetime/ total REITs maturity]).

Totassets_ NAV(REIT manager compensation structure based on astats [1]
or NAV figures [0]).

Older REITs are characterized by significantly leéghcoefficients than
younger REITs, and consistently with an increaslagt trend, REITs with a
relative shorter residual maturity experience higherket price discounts on
NAVs, while leverage effects on the NAV discounfsREITs with longer
residual maturity are less intensi¥e This result seems to be consistent with

40 Note, however, that the dividing line between “ggtiand “old” REITs — also
considering the fact that time values have beemalized — is weak due to the early
stages of the Italian REIT industry.
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the previous regression analysis which shows thi¥ & positively related
to debt while market prices are unaffected. Pasitebt trends — typical of
older REITs — therefore lead to higher NAV discaumia increasing NAV
share valuations.

Surprisingly, REITs that have a management feecttra based on total
assets experience lower regression coefficients REITs with NAV-based
compensation. However, this result needs furthegstigation in terms of the
specific provisions that determine fees based oth halues, since both
aggregates (NAV and total assets) positively reattverage.

5. Conclusions

The European REITs and comparable investment \e=hiate subject to a
severe prudential regulation aimed to protect Ir@taestors by limiting risk.
The high regulatory burden is partly offset by aofable tax-regime. At the
same time, the shares of REITs often trade at desgpunts from NAV.

This paper explores how the unique regulatory aesigREITs and market
context affect capital structure, and in turn, h&EIT share values are
consequently influenced by the financial decisiohREIT managers. The
experience of Italian REITs has been analyzed.

Three major controls — common to the experiendREITs in other European
countries — have been investigated. These arete(®rage limitations, (2)
market price discounts on NAVs, and (3) tax-statihe analysis also
considers the impact of NAV as the mandatory vauatriterion of REIT
shares both in the case of assessing “officialteshalue in annual and semi-
annual reports and new equity offerings.

The persistence of significant NAV discounts fabgda REIT when it would

like to raise new equity capital makes this typefinhncing for (assumed
zero-NPV) investment opportunities unfeasible. Disbtiances (and in very
limited amounts, retained earnings) remain the calyital source.

How the legal and market constraints influence REH@pital structures
depend on the valuation perspective adopted andintterently different
financial risk perceptions.

From a NAV viewpoint, we argue that the constraans consequent lack of
financial alternatives encourage REIT managers agimize leverage up to
the allowed debt level. This motivation resultsnfrthe asset-based valuation
approach of NAV that basically does not take finahdsk into account. Debt
financing of investment opportunities generallydedo an increase in share
values measured by NAVs. Individual REIT leverapewd therefore show



313 Biasin and Quaranta

increasing levels over time. Higher leverage ratave expected to be
associated with rising NAVSs.

From a financial perspective, however, debt effectscapital structures are
uncertain, and depend on the financial theory thedt explains financial
behavior of REITs. Notwithstanding the capital stuwme theory applied,
financial risks associated with the liability sttuie are captured by market
prices. Should a REIT wish to pursue an optimabiliiy configuration,
regulatory leverage limitations may inhibit its lization. If the leverage ratio
chosen by the REIT in a constraint free contextewegher than the permitted
leverage ratio, the capital structure would be gtibtal; this in turn, would
lead to lower share prices than those that woulktlioin a constraint-free
environment. If the optimal debt ratio is lower thidoe regulatory ratio, the
REIT managers would have to forego investment dppdfes in order not to
alter the optimal WACC.

The key indication is that NAV and financial valieet methodologies
perceive capital structure and leverage differently

Market price discounts from NAVs may therefore béeast partly explained
by the diverse views of financial risk in the valoa methods.

An empirical analysis seems to support these itidies in which:

(1) for the analyzed Italian REIT population, dedtios tend to increase over
time for almost all entities; i.e., REITs raise mofktheir additional funds
by issuing debt,

(2) NAV discounts are significantly related to lewge (measured as the debt-
to-asset ratio),

(3) the discount effect seems largely attributdabl®& AV increases that result
from rising debt levels. On the contrary, share ketprices tend to be
independent from leverage. The latter result majcate — but we cannot
be certain — that the classic capital theory appéied that current debt
ratios are still far below critical levels wherenbauptcy costs could come
into play, and

(4) older REITs tend to show higher correlationgween debt and NAV
discounts than younger REITs.

The results appear to be consistent with our pémrephat REIT managers
tend to follow a NAV perspective, regardless ofitapstructure indications
as suggested by the financial theory.

The results have significant policy implicationstémms of optimal regulatory
design.

Market constraints combined with existing leverdigatations and a NAV
valuation methodology have two major effects: tigyt encourage REITs to
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leverage up to the maximum debt ratio due by Imgitior denying their

resorting to additional equity funding; (2) howevetebt maximization

induced by regulation, generates a compliance fiskrises in the case of
market downturns that lower real estate asset salbelow leverage

limitations. This could force REJto sell properties at critical points in time
at detrimental prices to investors.

Supervisory authorities should therefore reconsiAN as the mandatory
share valuation methodology for reporting purpoged establishing values
for new equity offerings. This would allow publidERs to issue new shares
at market prices, overcoming the lack of effectfirencial alternatives to

debt. However, as long as NAV methodologies arefdrce, leverage

restrictions may effectively limit the incentive rfoREIT managers to

maximize debt ratios up to critical levels in terofshankruptcy risk. In this

sense, limitations protect (retail) investors. EIR share valuation moved to
a financial approach, REIT leverage limitations I[dobe maintained if the

maximum allowed debt ratio were set higher than thrad¢ REIT managers
would choose to optimize capital structure. In thegnse, prudential
limitations could be understood as a cap-levelndésl to prevent reckless
financial decisions. However, referring to the ital experience, there is no
theoretical or empirical indication that a 60% d&basset ratio is an
adequate limit.

Caveats:ltalian REITs are in the early stages of full depehent, and
industry practices and market characteristics apédly changing. Data are
therefore still limited and do not permit defingivresults on all issues.
Moreover, additional factors (such as the providioat new REITs may be
formed by asset contributions), payout policy, Glarmges in asset values
might be considered. Investigations of the rolesofh factors provide the
questions for further research.
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mandatory listing

Appendix 1 Overview of European REITs: Investment Vehicle's Sucture, Market Level, Regulatory Features, and
Taxation
Country Belgium France Germany (*) Italy (i) Italy (ii) Netherlands UK
Year 1995 2003/2005 2007 1994-1994 2007 1969 2007
Open-end (***) Yes Yes Yes -- Yes Yes Yes
Closed-end (***) - -- -- Yes -- Yes --
g Yes but equity Yes but equity
g In terms of fixed | No. Equity No. Equity No. Equity | issues allowed No. Equity | issues allowed No. Equity
2| equity capital | issues allowed.issues allowed. issue allowed. upon articles of issues allowed.upon articles of issues allowed.
n association association
[}
E De facto no De facto no De facto no De facto no
) _ i (Finite life (Finite life (Finite Life | Yes/No (Finite| (Finite life
>| In terr’r;;eof finite Nolifltgt?jn?gnlte extandable upolextandable upo| Yes. Finite life| Extandable | orindefinite |extandable upo
) articles of articles of upon articles of lifetime) articles of
association) | association) association) association)
2 Public Yes (Sicaf) |  Yes (Siic) | VYes (G-Reit$) Yl‘fnsngf)g';d' Yes (Siiq) Yes (FBI) | Yes (UK Reits
5 :
S
L Private -- Yes (Opci) (9 - Yes -- Yes (FBI) --
=
& Minimum
3 shareholders No Yes (4) Yes (5) No Yes (7) Yes Yes (8)
3 requirement
-
IS Market
< | requirements/ Yes (2) Yes Yes No/Yes (10 Yes No Yes
=

(Continued..)
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Country

Belgium

France

Germany (*)

Italy (i)

Italy (ii)

Netherlands

UK

Year

1995

2003/2005

2007

1994-199¢

2007

1969

2007

Taxation

Reit's corporate
level

Mandatory pay ot
rules (**)

Reit's corporate
level [current
income (Cl)/cap.
gains (CG)]

Investors' level
taxation- domesti
corporate inv

Investors' level

taxation-corporat
Foreign inv

Investors' level

taxation-private in

De facto pass
through entities

Yes (80% of et
profit; cap.
gains not
subject to
distrib.)
(ChTax-
exempt/
(CG)Tax
exempt (3)

Yes. But
preferred
taxation

r
9

No (Certain
sconditions to b
fulfilled)

Yes. But
preferred
taxation

V' (witholding

De facto pass
sthrough entities

Yes (85% of
tax-exempt
profits; 50% of|
cap. gains)

(ChTax-exempt
/(CG)Tax
exempt (3)

Yes

Yes
(Witholding
tax)

Yes/No tax on
cap. gains

tax)

De facto pass
sthrough entities

Yes (90% of et
profit; cap.
gains deferred
tax.)

(ChTax-exempt
/(CG) Tax
exempt (3)

Yes

Yes
(Witholding
Tax)

Yes/No tax on
cap. gains

De facto pass
sthrough entities

No/Upon
articles of
association

(ChTax-exempt
/ (CG)Tax
exempt

Yes

No (Certain
conditions to b
fulfilled)

Yes. But

preferred

taxation
(Witholding

De facto pass
;through entities

(6)

Yes (85% of
tax-exempt
(RE) profits)

(ChTax-exempt
/ (CG) Taxed

Yes

Yes
(Witholding
tax)

Yes. But

preferred

taxation
(Witholding

tax)

. De facto pass
"through entities

Yes (100%)

(ChTax-exempt
/(CG) Tax
exempt

Yes

Yes
(Witholding
tax)

Yes.But
preferred
taxation (3)

tax) (3)

De facto pass
sthrough entities

Yes (90% of ta
-exempt pofits;
cap. gains not
subject to
distrib.)

(ChTax-exempt
/ (CG)Tax
exempt (3)

Yes. But
preferred
taxation

Yes
(Witholding
tax). No tax on
cap. gains

Yes.But
preferred
taxation

D
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method

Country Belgium France Germany (*) Italy (i) Italy (ii) Netherlands UK
Year 1995 2003/2005 2007 1994-1994 2007 1969 2007
Corporate type Corporate typg Various types | Corporate type
Reit type (Limited Corp./| (Stock Corp./ Corporate typgTrust/investmenCorporate type Mainly (Listed Closed
; / (Stock Corp.) t Fund (Stock Corp.)
Partnership) | Partnership) : 71 Corporate type End Comp.)
Mgnt by Ext. Magnt by Mgnt by Ext.
” M%nt l()jy,\;ll'rustees ﬁund Manager |Int. Mgnt BoardInt. Mgnt Board Trustees / Fund Mgnt Board |Fund Manager Etternalll
g| TundManagering mgnt Boarg Manager Int. Mgnt Board xterna
% Investment
N limitations / Yes Yes Yes Yes Yes Yes Yes
>| Income rules
@]
® Yes (DIE=1.1 Yes (D/RE Yes (D/RE
3 Leverage | DIA=65%; Yes for Yes (D/RE | assets MV = assetsax BV & Yes for
& limitati g** Interest exp | enjoying fiscal| assets BV = |60%) + (D/Non No Non RE assef enjoying fiscal
imitations (**) | jimited to 80%| favorable status  55%) RE assets = tax BV = |favorable statu
of tot. income 20%) 60%+20%)
NAV mandatory a
share valuation No No No Yes No No Yes

Notes (1) If passive properties holdings.
(2) At least 30% of shares have to be offered to th®iqu
(3) Generally referred to as RE investments (see alssstment rules). Exceptions may apply.

4) 200,

No single shareholder entitled to hol80% of share capital; 15% of share capital mudtdme by shareholders holding individually <

6TE
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5 At least 15% (25% at the time of IPO) of share dpnust be held on a distributed basis (of thds¥,Ino individual shareholder is
®) entitled to hold > 3%). In general, no individubbseholder is entitled to hold >10%.

(6) Based on rental income. Eighty five percent of meanust derive from RE rental or leasing. Otheuiegnents apply.
(7) No single shareholder entitled to hold > 51% ofrelepital; 35% must be kept by shareholders hglufidividually < 1%.
(8) No single corporate shareholder entitled to hol%6 of share capital. Other rules and exceptiops/ap

9 Organisme de Placement Collectif en Immobilier (lEfenon-listed Reits) or Sociéeté de Placement pdPderance Immobiliére a
© Capital Variable (SPPICAV). These vehicles enjoyttansaparency. Exceptions apply.

(10) Mandatory listing if shares have a face value ©@6,Euro (so called "retail'Reits).

*) Note: Reits have only recently been establishedk&tas dominated by open-end real estate mutuaduhat are not included in the
table.

(**) More specific, detailed rules and exceptions apply.

(*** Note: Open-end / closed-end refers to the subatani#issification of the REIT structure, not to tegal form. From a regulatory point o
) view, no REIT is structured as an open-end entity.

MV Market Value
BV Book Value

Sources:
European Public Real Estate AssociatiBRRA Global REITs Survey - A Comparison of the MIB&FEIT Regimes in the Worldugust 2007
PriceWaterhouseCoopefGlobal Real Estate Now - Insights, Observations| ResearchMarch 2007
Lindberg L.,Property Investment Vehicles - An International @arnson, 2002
Ernst & Young,Global REIT Report - REIT Market Revie@actober 2007

Suarez J.L., Vassallo Andirect Investment in Real Estate: Listed Compsaied Fundslese Business School - University of Navarra, kifay
Paper, July 2005

Busching T.Germany enters the REIT Universe with a Big Balogirnal of Retail & Leisure Property, Vol. 6, N&.2007
Gesetz uber Deutsche Immobilien-Aktiengesellschafté boersenotierten Anteilen (REIT-Gesetz vomMa&i 2007, BGBI | S.914).
Adaptations by the authors.
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Appendix 2

Cluster Analysis Details

Initial Cluster Centers

Cluster
1 2
Reg_norm ,106 ,185
Exp_life ,820 ,420
Res_life ,18000 ,58000
Totassets NAV 1 0

Reg_norm(normalizedregressiortoefficientsNAV discountis thedependemntariable)
Exp_life (normalized expired lifetime [expired lifetime/tbREIT maturity]).

Res_life (normalized residual lifetimf(total maturity — expired lifetime)/expired
lifetime/ total REIT maturity]).
Totassets_NAV(REIT manager compensation structure based on astadts [1] or

NAV figures [0]).

Iteration History(a)

lteration Cha:[\ge in Cluster genters
1 616 ,604
2 ,000 1000

A convergence achieved due to no or small changekister centers. The maximum
absolute coordinate change for any center is ,00@ current iteration is 2. The
minimum distance between initial centers is 1,525.

Cluster Membership

Cluster

Distance

Case Number REIT
1 1
2 2
3 3
4 4
5 5
6 6
7 7
8 8
9 9

10 10
11 11
12 12
13 13
14 14
15 15
16 16
17 17
18 18
19 19
20 20
21 21
22 22

NNRPNRPNNRPRPNNNNNNNRRRRRPR

359
195
982
127
133
389
,604
704
614
635
780
470
447
349
117
429
473
616
596
172
579
489
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Final Cluster Centers

Cluster
1 2
Reg_norm ,029 341
Exp_life ,394 416
Res_life ,60600 | ,58417
Totassets NAV 1 0

Distances between Final Cluster Centers

Cluster 1 2
1 1,095
2 1,095

Number of Cases in Each Cluster

1 10,000
Cluster

2 12,000
Valid 22,000
Missing ,000




