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Executive Summary

A dogmatic approach to active investing can be problematic as markets are in
constant flux. Time-tested investment strategies need consistent refreshment, while
alternative methods should be reviewed for inclusion into the investment strategy.

The use of earnings growth and multiples provides a simple approach, but has
generally been a “yes, but...” in Green Street’s REIT valuation methodology.
However, earnings growth — with the inclusion of a realistic estimate for capital
expenditures — is well-correlated to long-term sector and medium-term intrasector
REIT total returns. REITs and REIT sectors that sustainably outperform on AFFO
growth tend to outperform on total returns.

Utilizing these findings in investing has its challenges, however. AFFO multiples are
not useful predictors of future growth, as higher multiples are not correlated with
higher earnings growth. Further, predicting earnings is haphazard while chasing
near-term realized AFFO growth is not associated with intrasector outperformance.
Other factors affecting REITs, namely balance sheet and capital allocation, are
critical elements not readily captured in earnings over the short term.

NAYV and IRR-based pricing models help eliminate the variability in chasing
earnings, as well as providing a more holistic view of the real estate generating
earnings. A bet on earnings growth should thus help supplement these models, not
replace them.

Important disclosure on page 6 © 2025, Green Street
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Summer Tryouts: Active investing necessitates a high degree of pragmatism. The
goal of any active manager is to add alpha, which requires a flexible mindset that is
constantly reviewing decision-making and resulting performance. Being dogmatic
as markets and opportunities to add alpha evolve can be a detrimental character
trait.

In this vein, several trading strategies reviewed over the last year have been found
to reliably add alpha. Following a momentum-based strategy of buying recent
winners appears quite useful in the private real estate market. The opposite strategy
— buying recent REIT losers — is generally a sound approach in the public market.
These help shade, but do not drive Green Street’s recommendations. Green Street’s
approach to REIT stock picking has been one focused on valuing the underlying real
estate in NAV models with an added layer of unlevered return potential and
qualitative inputs such as balance sheet health and management capital allocation
acumen. It has not been static, however, as over the decades several iterations of
pricing models have been utilized, the most recent of which saw a switch from a
pure NAV-focused model to one that utilizes intrinsic NAVs and therefore relies on
analyst views on the relative prospects of various markets.

Earnings metrics — while tracked and reported across Green Street’s platform —
have generally not driven REIT recommendations. Recently, our European
colleagues’ research on REIT earnings growth highlighted some merit in tracking
the metric. The analysis of European REIT earnings finds a high degree of
correlation between long-term earnings growth and total shareholder returns at the
sector-level, implying potential alpha opportunities for investors in overweighting
or underweighting certain sectors based on expected earnings growth. Given the

extra difficulty in REIT stock picking on the U.S. side of the Atlantic, any potential
advantage should be vetted.

The first step in determining if U.S. REIT earnings growth and/or multiples is a
useful sector or stock picking tool is to identify the most relevant form of earnings.
Nareit defined Funds from Operations (“FFO”) — equal to net income with
depreciation added back and excluding any gains/losses on sales — receives the
most attention on earnings calls, supplementals, and management guidance. As a
yardstick, however, the exclusion of cap-ex presents a challenge as real estate is a
cap-ex intensive business. The inclusion of cap-ex results in a more useful metric,
Adjusted Funds from Operations (“AFFO”).

Green Street has spent decades highlighting the persistent underappreciation of
cap-ex in real estate underwriting. Normalized cap-ex estimates, based on regular

research into the topic, are thus included in our AFFO calculations and not the
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figures provided by management, which are subject to timing mismatches,
definitional differences, and subjectivity of what counts as cap-ex. Other
adjustments need to be made to earnings as well, namely the impact of equity

compensation, non-cash real estate revenues, special dividends, stock splits, and
spin-offs.

> Want to keep reading?

The remaining pages of in-depth analysis and insights are exclusive to Green
Street subscribers. Visit our website to book a demo of the Green Street
platform, and start exploring the benefits of our next-generation intelligence with
predictive analytics, proprietary data, independent research, and real-time news.

Request a demo to discover Green Street’s solutions.
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Cap-ex Rules the Day: Pre-cap-ex measures of earnings growth (FFO) are not helpful in
explaining sector-level returns as cap-ex differentials are meaningful across high (office,
lodging) and low (self-storage, man. homes) cap-ex sectors. Earnings metrics that
incorporate normalized estimates of cap-ex are highly correlated with long-term sector-
level total returns.

Absolute Annual AFFO Growth* (x) and Total Returns Sector-level Returns (R-
(y) (14-24) Sauared)

Contact us to uncover more insights.

*Adjusted for corporate events including special dividends, share splits, and spin-offs.
Stock Picking Limits: AFFO growth differences between similar REITs are meaningful in
explaining relative returns over a three- and five-year period but drop in relevance for short
(<1year) and longer time periods (> ten years). Other variables, such as capital allocation,
and differing trajectories on M-RevPAF (the combination of rent and occupancy)
meaningfully affect share prices but are only captured in earnings over the medium term.

Intrasector AFFO Growth and Relative Forward AFFO Multiples and Growth
Returns (R-Squared)*

Contact us to uncover

*Intrasector r-squared influenced by relatively small sample sizes intrasector. Source: Bloomberg, Green Street
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Contact us to uncover more insights.

The simplicity of earnings growth is alluring, but requires a variety of extra steps to
become truly useful within a valuation framework. An open mind towards long-
term, post-cap-ex earnings growth is warranted given the connections to cross
sector and intrasector returns, but the difficulty in forecasting earnings and lack of
near-term correlation render it difficult in implementation. At best, it serves as a
sanity check towards more holistic approaches to REIT valuation, rather than a full
substitution.

Danny Ismail, CFA
Evan Lustick
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Executive Summary

Nothing captures the attention of a real estate investor more when talking up
fundamentals than “same-store” growth. This percentage theoretically encapsulates the
evolution in property net rental income which, absent movements in valuation cap
rates, should match asset performance in the long term. One would think that the
definition of same-store NRI growth (“Like-for-Like” in Europe) is simple,
straightforward, and consistent across property sectors and over time. It would be
reasonable to assume that eventually the rate of cumulative growth in LfL rents and
LfL values would overlap. The European REIT market provides a unique petri dish to
examine if this hypothesis stands the test of time as companies report both metrics.

Over the past decade, reported LfL rents have outpaced LfL valuations by ~150 bps p.a.
across the 20 European sectors under coverage. European REITs seem to be
communicating with their LfL rent growth disclosures that they can walk on water. A
more agnostic observer would conclude that REIT management teams catholically
employ an overly aggressive approach to their definition of reported LfL rent changes.

A REIT’s accounting return (Current Value Net Income, or CVNI) is a more objective
proxy of real estate portfolio performance over time. Correlation of total shareholder
returns with CVNI growth is higher than with LfL rent growth. CVNI is thus a better
yardstick of operating acumen than the LfL rent growth disclosure provided by REITs.

Important disclosure on pages 6-7 © 2024, Green Street
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There Can Be Miracles: The Usual Suspects is one of the greatest crime thrillers of
the ’9os. The final movie scene shows the protagonist leaving police custody, released
on bail after convincing the interrogating detective of an elaborate story that absolves
him of any responsibility for the crimes allegedly committed. A voiceover is heard
saying “The greatest trick the Deuvil ever pulled was convincing the world he didn’t
exist”. The final plot twist — whereby the viewer realises that the suspect’s entire police
interview was made up on the fly — is a memorable scene in contemporary film history.

Fiction and art exist in the REIT space too. REITs tend to sum up operational
performance via the disclosure of “Like-for-Like” (LfL) net rental income growth. It
supposedly encapsulates organic income growth from a pool of stabilised properties.
“Stabilised” just means that these assets have not undergone significant redevelopment
from one period to the next. The pool of such assets is also not meant to include any
new / recently delivered developments still in their lease-up phase, nor those just
vacated and earmarked for major refurbishment capex works in the months ahead.

Green Street has long held a sceptical stance on LfL rent disclosure. The list of flaws is
long. It starts with inconsistencies over time and across REITs and ends with “one-off”
adjustments that are anything but one-off. The extent of definitional gymnastics
maximises in periods of operational stress. The end result is a reported LfL rent growth
time series that is flattering and smoothed. Our findings highlight those European
REIT sectors where the deviation in reported growth between LfL rents and LfL values
— adjusted for LfL cap rate shifts — is greatest. A persistently positive delta in the
annualised reported growth rates of the two is nothing short of a LfI. Rent Miracle.

For these sectors, reported LfL rent growth — combined with the implied uplift in
values due to compressing reported yields — persistently exceeds reported LfL value
growth. REIT management teams in sectors exhibiting the greatest LfL. Rent Miracle
estimates are likely to be employing overly aggressive proprietary methodologies to
come up with their reporting of LfL rent growth to investors. Caveat emptor.

Admittedly, LfL valuation growth prints are not without their own flaws. For example,
it is common to include properties undergoing development. This is the case where
schemes have been ongoing for over two years, in effect including all ground-up, and
many brownfield, projects. Especially in recent years developments of prime assets
have outperformed their older stabilised stock from a valuation standpoint as flight to
quality has been a powerful occupational trend across traditional property sectors.

my.greenstreet.com © 2024, Green Street — Use of this report is subject to the Terms of Use listed at the end of the report
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Consequently, LfL asset growth performance has been inflated versus the pool of
properties that forms the basis for deriving reported LfL rent growth figures. This helps
explain why the LfI. Rent Miracle is low in Continental industrial, which includes
developers VGP and CTP.

The LfL. Rent Miracle can perpetuate for a reason most management teams would
ideally not want to openly advertise. Structural obsolescence. Insofar as LfL rents and
start/end LfL cap rate changes do not fully capture the erosion in the quality of
properties that comes with the natural passage of time, one would expect LfL rents to
outpace LfL valuations, resulting in an expanding LfI. Rent Miracle. Looking at the
ranking of the LfLL Rent Miracle across property types, it is no coincidence that higher-
than-average maintenance cap-ex reserve sectors (e.g., Retail, Office, German
Residential) end up at the left side of the top chart on page four, while lower-than-
average capex sectors (e.g., Industrial, Self-Storage, Nordic Residential and Net Lease)
are placed on the right-hand side. Bought growth via capex is a common flaw of
reported LfL rent growth. Seasoned investors and long-time readers of Green Street
research will not be surprised to see just how well maintenance cap-ex reserves explain
the differing miracle estimates.

This analysis also generates further intra-sector questions. Is the Nordic office sector’s
more offensive capex stance, which evidently leads to more acquired LfL rent growth
than in the U.K., Swiss or Continental office sectors, warranted? Are our structural
maintenance cap-ex reserve estimates for the health care sector high enough? Several
intra-sector company-level discrepancies that have been uncovered and are hard to
justify will be explored in greater detail by our sector specialists in due course.

Green Street pays attention to reported LfL growth metrics but crucially relies on other
measurements to assess management quality vis-a-vis operational acumen. A key input
is the sum of growth in Green Street spot Net Asset Value (NAV) and dividend income
per share. Current Value Net Income (‘CVNT’) is based on our proprietary spot
valuation work, which is a lead indicator of reported book values by around 9-12
months. CVNI growth correlates strongly with total shareholder returns in the short
term and exceptionally highly in the very long term. It suggests that underlying
operating fundamentals, rather than exogenous factors, drive REIT equity returns in
the long run. By contrast, cumulative reported LfL rent growth is a poor predictor of
total returns over long time periods.

Reported LfL rent growth will continue to portray a persistently biased picture of
underlying operating and valuation reality. This will be true as long as the methodology
behind calculating LfL rents is based on fluid guidelines thought up by REIT executives
intent on self-promotion rather than following intuitive rules that are consistent across
the industry, transparent, and ideally even signed-off by external auditors.

my.greenstreet.com © 2024, Green Street — Use of this report is subject to the Terms of Use listed at the end of the report
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Praise The Lord! In a dry, statistics-obsessed parallel REIT universe where definitional
gymnastics are anathema and auditors must sign off on LfL reported metrics, the chart below
would show random observations around the y axis. In the real world of real estate
entrepreneurial flare and self-promotion, reported LfL rent growth is consistently inflated
relative to the (audited) evolution of property values. Higher cap-ex sectors report stronger than
warranted LfL rent growth.

LfL Rent Miracle”
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> Want to keep reading?
Worldl nting
returns The remaining pages of in-depth analysis and insights are exclusive to Green rivers
Su?h as Street subscribers. Visit our website to book a demo of the Green Street Cap-
BN platform, and start exploring the benefits of our next-generation intelligence with
predictive analytics, proprietary data, independent research, and real-time news.

Request a demo to discover Green Street’s solutions.

(1) CVNI correlation based on trailing 12-month period. LfL Rent Growth and LfL Rent Miracle correlations are based on trailing 10-yr
CAGR. All data at European GPA Sector level. Note: Cap-Ex reserve presented as an annualised sinking fund of NRI.

Source: Bloomberg, company disclosures, Green Street
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