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Property-by-Property Valuation Jo,m 8 
of Publicly Traded Real 
Estate Firms

Abstract. Because the assets held by publicly traded real estate companies are infrequently 
traded, their values must be estimated to determine the relationship between share prices 
and net asset values for investment purposes. A lternative modeling approaches may be 
followed to accomplish these valuations, including income-based and transaction-based 
models. The real estate values of publicly traded firms are estimated in this study using a 
hedonic pricing model that combines the m arket's valuation of the fundamental character
istics of the assets with the specific characteristics of each asset being valued. After 
converting asset values to estim ates of net asset values, the net asset values are compared to 
the m arket valuations of firms' equity claims. Valuations for two H otel REITs provide 
inform ation about m arket premiums commonly attributable to liquidity and R EIT  
management.

Introduction

The resurgence o f REITs, with nearly 100 initial public offerings during the early 1990s, 
has renewed investor interest in how securities m arkets value publicly held real estate and 
the managem ent o f its productive use.1 Because R E IT  management is required to invest 
75% o f total assets in real estate, cash, cash items, and government securities to m aintain 
tax-exempt status, REITs offer the opportunity  to study relationships between valuations 
o f real estate in the securitized and unsecuritized (property) markets.2 Such studies are 
challenging, in that the securitized claims trade continuously and the unsecuritized 
claims trade infrequently.

To serve the needs o f R E IT  investors and explore academ ic interests in real estate 
market behavior, models must be introduced to estimate the values o f the assets held by 
real estate firms.2 Popular asset valuation models have two forms; incom e-based and 
transaction-based models. A transaction-based hedonic model, m atched with a large 
database o f property transactions, is introduced here to estim ate the values o f the 
underlying assets o f public-traded real estate firms. The value estimates from the model 
rely on the asset m arket’s implicit pricing o f property characteristics. Following the 
conversion o f asset values to estimates o f net asset values, net asset values are com pared 
to the security m arket’s valuations of firm s’ financial claims. D em onstrations, using data 
for two hotel REITs, provide inform ation about how the model may be used to estimate 
m arket premiums often attributed to liquidity and management.

The rem ainder o f this study is organized into four sections. The next section discusses 
issues surrounding public and private m arket valuation o f real estate. Section three 
reviews the models used to value the underlying assets o f publicly traded real estate firms.
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The hedonic pricing model is introduced and im plem ented in section four, including 
dem onstrations using data for two hotel REITs. The final section presents the summary 
and conclusions.

Refinement of the Value Issue

The study o f security m arket valuations of the underlying assets o f firms has two 
dom inant traditions. From  one trad ition , value questions emerge because o f certain 
latent assets held by firms (Brennen, 1990). Specifically, can firms unlock hidden 
securities values associated with assets used (now or in the future) in the production of 
goods and services for their main lines of business (e.g., an office tower owned and 
occupied by IBM)? The second tradition focuses on value differences o f firms relative to 
the values o f assets held for investment, for which, the underlying assets have their own 
secondary markets. The classic valuation problem from this tradition is the closed-end 
m utual fund anom aly (Lee, Shleifer and Thaler, 1990). The valuation problem addressed 
in this study relates to both traditions, but as discussed below, is not perfectly aligned 
with either.

Latent Assets

Brennen (1990) argues that, although the real estate owned by firms may contribute to 
earnings in am ounts equal to rental savings, investors cannot easily determ ine these 
rental savings. Thus, firms have incentives to sell and leaseback properties to capture any 
hidden values. Slovin. Sushka and Polonchek (1990), Rutherford (1990) and Alvayay, 
Rutherford and Smith (1995) confirm  that sale and leaseback transactions significantly 
add to shareholder wealth. Note that real estate owned by firms as investments does not 
contribute to earnings as the result o f rental savings from use in the production of goods 
and services.

Others argue that shareholders benefit from real estate asset or unit divestitures and 
other forms of firm restructurings involving real estate because security market investors 
sometimes undervalue real estate, given the infrequency o f asset trades (Brueggeman, 
Fisher and Porter, 1990).4 Event studies also support this type o f the latent asset claim by 
showing that real estate divestitures (Owers and Rogers, 1986; Glascock, Davidson and 
Sirmans, 1989, 1991; Myer, He and Webb. 1992; M cIntosh, O tt and Liang, 1994), and 
spin-offs (Hite, Owers and Rogers, 1984; Rutherford and Nourse, 1988; and Ball, 
Rutherford and Shaw. 1993) produce favorable shareholder wealth effects. The assets o f 
real estate investment firms, such as REITs, are likely to be less undervalued than latent 
assets because specific inform ation normally is provided in offering prospectuses, and 
other reports (e.g., annual, 10-Q) about property-level operations and income generation/ 
Nevertheless, several studies examining the wealth effects from R EIT  announcem ents o f 
portfolio changes provide evidence o f abnormal return behavior. M cIntosh, O tt and Liang 
(1995) report no significant wealth effects from R E IT  property acquisitions, but 
significant positive returns from property dispositions. Also, Elayan and M aris (1991) find 
significant wealth effects from announcem ents of REIT  liquidations. In pursuit o f direct 
evidence o f  R E IT  mispricing, G au and Wang (1991) study R E IT  announcem ents of 
current asset values using appraised values estimated by firms’ management or by inde
pendent appraisers and find significant, positive shareholder wealth effects. D am odaran
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and Liu (1993) fail to detect a market response to public announcem ents of appraised 
values, but their results strongly support the hypothesis that insiders trade on favorable 
and unfavorable news about current asset values from appraisals. A lthough REITs and 
other real estate firms do not hold latent assets, mounting empirical evidence suggests that 
their assets retain value not dem onstrated in share prices.6

Closed-End Funds

Real estate investment trusts resemble closed-end investment companies. Unlike closed- 
end funds, REITs are restricted in their investment activities and their assets are not 
continuously traded. Closed-end funds trade at prices that differ from their net asset 
values despite the fact that these funds consist o f shares o f companies for which the prices 
are directly observable. Country funds trade at premiums and discounts, while United 
States closed-end funds trade at discounts.7

Many possible explanations for closed-end fund premiums and discounts have been 
put forward including reasons related to option value (Ingersoll, 1976), tax liabilities, 
operating costs, broker effort, liquidity, and most recently, the unpredictable behavior of 
small investors (Lee, Shleifer and Thaler, 1991). Also, am ong the more widely accepted 
explanations is m anagem ent performance.

Private and Public Values o f  REITs

The real estate professional literature contains numerous claims o f R E IT  mispricing. 
Edm unds (1982) contends that investors consider earnings and not cash flow in making 
incorrect valuations o f REITs. Downs (1994) argues that valuations in the property 
market (i.e., private values) and valuations in the securities market (i.e., public values) 
naturally diverge. He claims that property m arkets look backw ard while securities 
markets look forward; securities market participants do not think about or place values 
o f properties unless a R EIT  represents a securitized claim against only one property;
R E IT  prices reflect movements in the stock m arket and not the real estate market; 
interest-rate movements affect property and security m arkets in different ways; and other 
factors act uniquely on one market or the other (e.g., tax law changes). He makes the 
strongest case for R E IT  discounts or prem ium s from net asset values based on the 
management of the operating company. Beneficial management raises the future values 
o f existing assets, it buys and sells assets at the correct times in the real estate cycle, and
it develops new properties when profitable. Poor m anagem ent creates discounts from net 
asset values because o f suboptim al decisionmaking.

Behrens (1994) argues, without empirical support, that REITs trade at premiums to net 
asset values because o f the com bination of a liquidity premium and a m anagem ent 
service prem ium . M any REITs are seen as targets for leveraged buyouts because of 
increasingly advantageous private value-to-public value relationships (Scherrer, 1995). 
Finally, Green Street Advisors (1996) lists the following reasons for R EIT  premiums over 
net asset values:

• REITs make real estate a liquid investment;
• REITs are capable o f adding value;
• REITs are efficient operators;
• REITs offer diversification.
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The relationship between the private values and public values of real estate is im por
tant to investors seeking undervalued firms, looking for firm restructuring opportunities, 
and to both the professional and academic real estate interests in m easuring the 
contributions o f liquidity and managem ent to value. This relationship is different from 
the private value and public value relationship involving latent assets because the assets 
o f real estate investment firms are held for investment and are not latent-held for income 
generation from production of non-real estate goods and services. This relationship also 
differs from the relationship underlying the closed-end fund anom aly because the assets 
o f real estate investment firms, although easily identified, are not continuously traded.

A model(s) may be introduced for valuing the underlying assets o f publicly traded real 
estate companies in an effort to quantify the private value. The next section o f this study 
reviews the models proposed to accomplish this task, and the evidence of premiums and 
discounts from net asset values of real estate investment firms generated with these models.

Alternative Models

The valuation models reviewed in this section are income-based models. Some o f these 
models treat the real estate firm as a going concern operating with a latent asset base o f 
properties, while o ther models treat the real estate firm as a closed-end fund that owns a 
collection o f assets, each of which may be valued separately.

Hall (1994)

Hall (1994) proposes a model for analyzing the contribution o f R EIT  management to 
R E IT  prices based on a regression equation that has R E IT  share price on the left side 
and selected financial statem ent variables on the right side. The model is designed for 
research purposes, not to produce R EIT  valuations. H alls central hypothesis about the 
contribution o f REITs business m anagem ent to  share price is tested by including the 
ratio of general and adm inistrative expenses to total assets in the model as “ indicative of 
the business operations intensity in each R E IT ” (p. 18). He finds no statistically signifi
cant relationship between R EIT  prices and the measure o f managem ent intensity, but 
concludes that “ It does not, however, address the quality o f m anagem ent” (p. 18).8

Capozza and Lee (1995) and Capozza and Sequin (1996)

In work by Capozza and Lee (1995) and Capozza and Sequin (1996), an income-based 
m odel is developed for valuing R E IT  assets. The model ou tpu ts are used to test 
hypotheses about management and firm value. Capozza and Lee (1995) com pute REIT  
net asset values (NAVs) as follows:

M arket Value o f  the Properties-^ Other A ssets—Total Liabilities
NA V=      . (1)

Number of Shares Outstanding

The premium (i.e.. excess public value over the private value) is defined as:

(Share Price -  NA V)
Premium =   (2)

N AV
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The average annual premiums for the sample o f seventy-five REITs range from a 35.9% 
discount in 1990 to a 13.4% premium in 1986.1)

All inputs to the NAV model come from publicly available sources except the market 
value o f the properties. To estimate property values, Capozza and Lee (1995) design a 
weighted average capitalization approach. First, they derive property-level capitalization 
rates. Second, these capitalization rates are converted to  a portfolio-level capitalization 
rate using a weighting procedure that recognizes the com position o f the R E IT ’s property 
asset base. Finally, the portfolio-level capitalization rate is applied to firm-level property 
net operating income to estimate the market value o f the properties.

The reliability o f this valuation procedure, and thus the reliability of the premium and 
discount estimates, hinges on confidence in the accuracy o f property-level capitalization 
rate estimates. The infrequency o f trades requires that property-level capitalization rates 
be obtained from com parable sales data or by one o f the many other m ethods found in 
the appraisal literature. Unfortunately, Capozza and Le (1995) do not identify the model 
or otherwise inform about the property-level capitalization rate estim ation procedure. 
Further, no inform ation is given about the property value estimates.

In the second study, C apozza and Sequin (1996) extend H all’s (1994) regression 
analysis by desegregating general and administrative (G&A) expenses into systematic and 
unsystematic com ponents. The systematic com ponent measures the firm ’s “focus” (p. 3), 
and “its strategy or structure” (p. 5). The systematic G&A expenses enter a regression as 
an explanatory variable with share price on the left side.

The regression has the following form:

P = a+  (3NA V + y  System atic G&A + 8 Unsystematic G&A +  e , (3)

where:
P  =  share price.

Net asset value, measured using the m ethod in Capozza and Lee (1995), is positive and 
highly significant in this regression and systematic G&A expenses are negative and 
significant.

Green Street Advisors (1996)

Similar in structure to Capozza and Lee (1995), the G reen Street Advisors (1996) 
approach to the valuation o f R EIT  properties is based upon capitalizing net operating 
income from the property portfolio. They develop ‘economic cap rates’ that ‘equate to the 
unleveraged yield on a property after deducting a norm alized reserve for reoccurring, 
capitalized leasing and m aintenance costs (“cap-ex” ) from real estate’ (p. 5). No details 
are provided about the derivation o f property capitalization rates except that several 
factors contribute to the choice o f rates including property type, location, quality and 
age, and expected dem and growth for the property type.

Alex. Brown & Sons (1993)

The intricate valuation model developed by Alex. Brown & Sons (1993) views the REIT  
as a firm generating funds from operations (F F O ).10 The model discounts FFO  using a
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weighted average internal rate of return for the REIT industry. The weighting procedure 
recognizes that REITs are hybrid securities possessing characteristics unique to real 
estate (e.g., 20%), stocks (e.g., 30%) and bonds (50% )." Thus, the denom inator o f the 
model requires internal rates o f return for real estate, stocks and bonds, and the weights 
for each.

The calculation of the income for the num erator of the model begins with reported 
FFO. A djustm ents to F F O  are m ade for a variety o f factors endemic to the REIT, 
including portfolio m anagem ent, acquisition m anagement, and financial structure and 
m anagem ent net o f m anagem ent expenses. These adjustm ents capture m anagem ent’s 
incremental contributions to future FFO  growth. Finally, the sum of existing FFO  and 
future FFO  adjustm ents is scaled by a factor. I, that incorporates seven investor consider
ations, including business focus and stock ownership by management. Com bining this 
num erator with the weighted average internal rate o f return produces a value estimate for 
the REIT.

The Alex. Brown & Sons model clearly dilTers in its structure from the other models 
reviewed in this section in that it values the firm without attem pting to directly value the 
firm's assets. In other words, a latent asset approach is followed rather than a closcd-end 
fund approach. The problem of determining property-specific capitalization rates thus is 
avoided. This is not to say that creating the real estate internal rate o f return for real 
estate as part o f the weighting process is any simpler than finding property-specific 
capitalization rates.

The report that describes the Alex. Brown & Sons model provides a ‘black box’. Most 
o f the inputs needed to produce the num erator and denom inator of the model appear to
require analyst judgm ent. Perhaps Alex. Brown & Sons has highly developed, objective 
m odels supporting each input. The report provides no details about how the internal 
rates of returns, the weights, and the FFO  adjusters are specified.

Valuing Commercial Properties with Hedonic Pricing Models

Hedonic pricing models have been applied to the valuation of residential properties for 
many decades. A culm ination of these applications came recently with the introduction 
by Fannie M ae and Freddie Mac o f nationwide residential loan underwriting systems 
that include ‘collateral assessm ent’ com ponents (i.e., residential appraisal) based upon 
hedonic pricing technology. Because o f the infrequency of trades in commercial property 
m arkets, the developm ent o f large transaction databases has been slow, thus limiting 
applications of hedonic pricing to commercial properties.

Com m ercial property hedonic models are m ore abundant when the objective is to 
model rents rather than to model asset values.12 Nevertheless, asset price equations have 
been estimated from as early as 1980. Hoag (1980) and, recently. Crossm an, Dannis and 
Thibodeau (1996) develop equations that mix highly collinear property income variables 
with property characteristic, location and local m arket variables. Miles, Hartzell, 
Guilkey, and Sears (1991) conclude that transaction-based indexes for local markets will 
develop slowly due to the small num ber of transactions that occur in each market relative 
to the needs o f these models, and due to the reluctance o f market participants to share 
transaction inform ation.

Others, including Webb, Miles and Guilkey (1992), Fisher. G eltner and Webb (1994), 
and G eltner (1996) produce regression-based asset pricing models to answer broad

V O L U M E  14. N U M B E R  1/2, 1997



VALUATION O F  PUBLICLY T R A D E D  R E A L  ESTATE F IR M S 83

research questions about real estate markets. They all advocate further development of 
hedonic models to enhance investment performance measurement.

Hedonic Pricing o f  REITs

A hedonic model may be successfully introduced to estim ate the values o f R E IT  
properties; and thus NAV, premiums and discounts, if the model possesses a high degree 
o f conceptual and statistical validity. The model should have a structure that conform s to
the tim e-tested structure o f residential hedonic models. The param eters should be 
estimated with a large database o f property transactions in each local market that extend 
over a com plete real estate cycle. Hedonic pricing represents a different and probably 
more objective approach to estim ating property values for com puting NAVs than the 
popular income-based approaches.

In a series o f papers, Corgel and deRoos (1992, 1994a,b) introduce a hedonic model of 
lodging-property asset prices and estimate the param eter vector with a large database of 
lodging-property transactions.

The functional form o f the generalized hedonic equation is:

CEPi=f(Pj, L ;, n  /3, e ) , (4)

where:

CEP, = cash equivalent sale price o f the /th property;
Pi =  vector o f physical characteristics of the /th property;
Li =  vector of locational characteristics o f the /th property;
Ei =  vector o f economic characteristics o f the local area in which the /th property

is located;
Ti =  time o f sale of the /th property;

P,e = estimated param eters o f the model and the error term.

Exhibit 1 presents a list and brief description o f the variables used to m easure the
characteristics defined above.

The property transaction data for this study comes from a large database o f hotel and 
motel transactions. The data are national in scope and include a large number o f the 
lodging-property transactions that occurred during the period beginning in the first 
quarter 1985 and ending in the last quarter 1994.

The prim ary source o f transaction  inform ation is the H ospitality  M arket D ata 
Exchange m aintained by Hospitality Valuation Services (HVS), an appraisal firm. From 
this source comes the sale price, num ber o f rooms, date o f sale, and general location 
inform ation. Certain inform ation about the characteristics o f the properties, such as age, 
amenities and the conditions o f the sales (e.g., financing terms) were obtained during 
visits to the appraisal firm ’s office. O ther data come from the following sources:

• Hotel & Travel Index; the AH & M A Hotel and M otel Redbook: and M obil
Travel Guides',

• Members o f the Hotel and Motel Brokers Association;
• Telephone interviews with hotel and motel managers;
• Bureau o f L abor Statistics and U.S. Bureau o f Census; and
• Sales and Marketing Management magazine.
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Exhib it 1 
Variable List and Descriptions

Variables Description

P — Selling price adjusted for extraordinary financing and ground leases.
ROOM = Number of rooms at tim e of sale.
AGE = Age in years at tim e of sale.
CHAN = Affiliation w ith major lodging chain (1,0).
SUIT = All suite lodging properties (1,0).
COURT = Log of the number of tennis courts at a property.
COURSE = Property w ith a golf course (1.0).
POOL = Log of the number of pools at a property.
REST = Properties w ith food and beverage operations (1,0).
DAIR = Time in minutes between a property and the nearest airport.
DCOM = Time in minutes between a property and the nearest commercial center.
EMP = Number of employed persons in the county during the month of sale.
E BILAG = Effective buying income per capita in the county during the year prior to sale.
D = Dummy for period of sale.

The entire database includes more than 1,600 transactions. A lthough the sample is not 
random ly chosen, etTorts were made to avoid concentrations o f property sales by quarter, 
geographic region, chain affiliation, and other property characteristics.

Running equation 4 repeatedly with the database to predict the value for each property 
owned by a REIT, every time multiplying the coefficient vector by the vector o f property- 
specific characteristics, generates an estimate of the market value o f the properties needed 
to estim ate N A V  in equation 1. Following Capozza and Lee (1995), the premium 
(discount) o f a R E IT  is estimated from equation 2.

Model Tests

Two hotel REITs, Felcor Suite Flotels, Inc. and Jameson Inns. Inc., are selected to test the 
m ethod described in the previous section.

NA V and Premiums for Felcor

Felcor Suite Hotels, Inc. is a Delaware corporation  formed in May 1994. The initial 
public offering of the R E IT ’s stock occurred in July 1994, at which time the company 
held a 70.6% interest in a partnership  that owned six properties (1479 suite rooms) 
located in Florida, O klahom a, Tennessee, and Texas. D uring November 1994, the Felcor 
partnership acquired a property in New Orleans. All properties carry the Embassy Suites 
brand.

The sponsors and m anagers o f the Felcor R EIT are form er executives o f Embassy 
Suites. They set Felcor on an aggressive growth path. Since the end o f 1994, Felcor 
acquired thirteen Embassy Suite properties and successfully completed two secondary 
stock offerings.

The NAVs of Felcor are estimated for the third and fourth quarters o f 1994 using two 
hedonic pricing approaches. F irst, a semi-log regression is run with fundam ental 
variables and quarterly  time dum m ies shown in Exhibit 1 using a database o f 1661
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lodging-properties sold throughout the United States from the first quarter 1985 through 
the fourth quarter 1994. Sale prices are adjusted for non-m arket financing. All but one of 
the fundam ental variables (C O U R SE ) are significant at the .10 level. M ost o f the time 
dummies also are significant. The regression has an F-value o f 68.6 and an adjusted R 2 o f 
67.9%. The model yields value predictions for each Felcor property owned during the 
third quarter 1994 and during the fourth quarter 1994. The aggregate property value is 
introduced in equation (1) and then equation (2) generates the estimates o f NAV and 
premiums (discounts).

Second, the identical procedures to those described above are followed except the 
model is run with suite-property sales. The database includes only ninety-seven suite- 
property transactions and during some quarters, no suite-property sales occurred. Thus 
an annual model is run instead o f the quarterly model. Fewer fundam ental variables and 
time dummies have significant coefficients in the suite-property regression than in the all
property regression. Insignificant variables include AG E , C H A N , C O U R T S , and 
C O U R SE , notw ithstanding, the F-value is 12.72 and the adjusted R 2 is 75.1%.

Exhibit 2 com pares the com puted NAVs and share prices o f Felcor in the third and 
fourth quarters 1994 from the all-property regression and in 1994 from the suite-property 
regression. Fourth-quarter liabilities, other asset totals, and share prices are combined 
with the results from the 1994 suite-property model to form the NAV o f $17.53. 
Inform ation on the o ther assets, liability and m inority interests was obtained directly 
from Felcor financial statem ents.13

Prem ium s o f 12% to 14%, and 39% for the fourth quarter 1994, are found. Felcor 
purchased one property during the fourth quarter 1994 for $25.7 million. The purchase 
reduced o ther assets and increased liabilities by approxim ately the am ount o f the 
purchase. The model valued the additional property at considerably below the purchase 
price (£10 million). Also, the share price declined from the third to fourth quarter. The 
net result o f these changes was that Felcor sold (probably temporarily) at a substantial 
premium to NAV during the fourth quarter 1994.

Exhibit 2
N et Asset Values and M arket Pricing of Felcor Suite Hotels, Inc. during 1994

Model

Hedonic 
Model Ests. 

of Prop. 
Values8

Other
Assets15

Liabilities 
and M inority 

Interests15 Shares NAVC
Share
Priced

Percent
Premium

(+)a

All Properties 
Third Quarter 

1994 $101,798,872 $17,586,000 $26,100,000 4,719,000 $19.77 $22.58 + 14.2
Fourth Quarter 

1994 $104,586,202 $ 2,246,000 $39,050,000 $14.36 $20.04 +39.5

Suite-Properties 
Full Year 

1994 $119,554,659 $ 2,246,000 $39,050,000 $17.53 $20.04 +12

afrom equation (4); Trom 10Q and 10k reports; cfrom equation (1); Q uarterly  share prices are 
m idpoints of the range of share prices during the quarter; “from  equation (2)
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NA V and Premiums for Jameson

Jam eson Inns, Inc. was reincorporated in Georgia during 1993. On January 1, 1994 
Jameson began operating as a R E IT  with fifteen budget, limited-service properties (707 
rooms) located throughout the southwestern U nited States. The initial public offering 
perspectus revealed that Jameson would open two additional properties during February 
1994.

M anagement is experienced in lodging-property development and construction. This 
R EIT  is one o f a few that pursues a develop-and-hold strategy. During 1995 Jameson 
completed construction o f eighteen additional properties.

The NAVs o f Jameson are estimated for the four quarters o f 1994 using similar hedonic 
pricing approaches to those used for Felcor. First, the all-property model (7V=1661) is 
introduced to predict the values o f properties held by Jameson. Second, a limited-service 
property model is estimated, and applied in the same way as the suite-property model is 
applied in the case o f Felcor. Despite the fact that the database contains 538 limited- 
service property transactions, few limited-service transactions during 1994 appear in the 
database. Thus, the model is estimated with annual dummies. This equation has an F- 
value o f 29.2 and an adjusted R 2 o f 57.7%. M ost o f the dummy variable coefficients are 
significant at the .05 level, but only about one half o f the fundam ental variable 
coefficients are significant at tha t level. Insignificant variables include A G E , C H A N , 
C O U R T , COURSE. D A IR , and DCOM.

The prem ium s derived from the hedonic model valuation o f Jam eson’s properties, 
shown in Exhibit 3. varied considerably throughout the four quarters o f 1994. Inform 
ation on o ther assets and liabilities comes from Jam eson’s financial statem ents. The 
highest premium was over 75% in the third quarter and the lowest was 18.4%. Because of

Exhibit 3
Net Asset Values and M arket Pricing of Jameson Inns, Inc. during  1994

Model

Hedonic 
Model Ests. 

of Prop. 
Values*1

Other
Assetsb Liabilities6 Shares NAVC

Share
Price6

Percent
Premium

(+)e

All Properties
First Quarter

1994 $22,473,074 $ 674,000 $2,632,000 3,852,353 $5.33 $8.00 +50
Second Quarter

1994 $25,767,035 $1,118,000 $4,368,000 $5.85 $7.87 +34.5
Third Quarter

1994 $25,378,874 $ 596,000 $7,352,000 $4,83 $8.50 +75.9
Fourth Quarter

1994 $23,444,144 $ 407,000 $ 262,000 $6.12 $7.43 +21.4

Limited-Service Property
Full Year

1994 $23,198,741 $ 407,000 $ 262,000 $6.06 $7.43 + 18.4

afrom  equation (4); Trom  10Q and 10k reports; cfrom  equation (1); Q uarterly share prices are 
m idpoints of the range of share prices that quarter; efrom equation (2)
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Jam eson’s development strategy and lack o f seasoning as a publicly traded company, the 
variability o f quarterly premiums to NAV is not surprising.

Conclusion

The share prices o f publicly traded real estate firms should be well aligned with the firm’s 
NAVs, the largest com ponent o f which is the value o f the underlying property portfolio. 
In a competitive market, shares trade within a range o f a few percent above NAVs, as the 
market accounts for the contribution o f management and perhaps illiquidity. The market 
for shares is publicly traded real estate companies, however, is not perfectly competitive. 
This market suffers from agency problems, the closed-end fund problem, and perhaps 
o ther problems identified in the professional literature. Thus, the shares of real estate 
firms may trade at substantial premiums or discounts.

The analysis o f two hotel REITs in this study finds prem ium s o f 12%—75% during 
1994. Others, including Capozza and Lee (1995) and Green Street Advisors, Inc. (1996) 
report discounts o f 39.9% to premiums o f 13.4% and discounts o f 9% to premiums of 
29.3%, respectively.14 N otw ithstanding, the anchor to which share prices are tied is the 
value of the underlying property portfolio. This means that modeling property values is 
pivotal to determ ining the extent o f period-to-period overpricing and underpricing.

H endershott (1966, p. 57) begins a recent article with the following statem ent 
“Valuation o f incom e-producing properties in market economics is generally based on 
the com parable sales m ethod, with the basis o f com parison usually being the last year’s 
or expected next years’ cash flow.” Hedonic pricing is a direct and objective application 
o f sales com parison methodology. Because publicly traded real estate companies do not
report income at the property level, hedonic models may represent the best way of 
obtaining property value estimates, despite the shortcom ings o f applying these models to 
incom e-producing properties as noted by Miles et al. (1991).

Notes
1 Realty S tock  Review  provides com plete listings o f R E IT  initial public offerings and follow-on 
offerings.
Q u alify in g  real estate includes land and improvements, mortgages, shares in o ther REITs, and 
interests in real estate partnerships. For a sum m ary o f the laws governing R E IT  organization, see 
N ational Association o f Real Estate Investment Trusts (1995a,b).
3The valuation issue extends to al firms with high concentrations o f  real estate, not only REITs. 
Some examples o f these firms are H ost M arrio tt and foreign property trusts.
4For a recent review o f the literature on corporate restructuring involving real estate, see Rodriguez 
and Sirm ans (1996).
C onsiderab le  inform ation also becomes available when firms acquire and dispose o f property. 
‘T hese  findings are for short periods only. In the long run, the returns from R E IT  investment may 
be estim ated from accounting returns (Goebel and M a, 1993).
7See Radcliffe (1994), Ch. 20, “Selection o f Active M anagers” for a detailed discussion.
T h e  paper does not provide any statistics from this regression. An additional regression is run with 
the ratio o f general and adm inistrative expenses to total assets on the left side, but this regression 
yields no evidence o f private and public value disparities.
‘'Prem ium s are com puted and reported on a value-weighted basis.
l(,See N ational A ssociation o f Real Estate Investment Trusts (1995a) for the formal definition o f 
FFO.
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"T hese weightings come from an example in the Alex. Brown & Sons (1993, p. 5) report. The heavy
weighting given to bonds is because o f the high current yields o f REITs.
'-F or a review o f apartm ent rent hedonic models see Benjamin and Sirm ans (1994). For an example
o f an office rent hedonic model application, see W heaton and Torto (1994).
l3Felcor R E IT  owns approxim ately 70% o f the partnership  th a t owns the properties. Thus, the
NAVs are adjusted for m inority interests as indicated in Felcor s financial statements.
MThe Green Street Advisors, Inc. results are reported in G oodm an and M adden (1996).
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