
 1 

NYSSA Student Research             Industry: Real Estate Operations 

 

This report is published for educational purposes only 

by students competing in the    

Investment Research Challenge
TM

       

 

   IRC TEAM “G”: March 14, 2008 

                                                    Ticker:  WPC                                        Recommendation: HOLD                                                   

                                                   Price:  $30.86 (As of 03/14/2008)                   Price Target:  $32.42 
          Earnings/share 
   

   

   

      

                                

              
                 

 Highlights: 
 

 We are placing a HOLD recommendation on W. P. Carey LLC and believe that W. P. Carey at the current price of $30.86 is trading at 

a discount of 5.06% to its intrinsic value of $32.42. We computed our price target through combination of the DCF valuation, DDM, 

NAV and Relative Valuation. The Monte Carlo simulation assisted in risk sensitivity analysis and yielded a price range of $27.9 to 

$32.9.  

 

 Forecasts of slowing growth and high unemployment rate in US during 2008-09 could lead to higher vacancy rates and prompt tenant 

default. The pressures in the capital markets have reduced availability of credit, combined with a deteriorating commercial real estate 

market which could hamper W. P. Carey’s prospects. 

 

 W. P. Carey has strong balance sheet with substantially lower debt relative to its competitors.  The company’s growth has been low 

due to the company’s conservative management. Company stands to benefit from strong balance sheet by being able to raise capital 

for operations and investment activity. We expect negative effect on balance sheet due to increasing debt. 

 

 Major risks involving the company surround its ability to identify, finance and close new deals as well as the company’s ability to 

retain tenants and attract investors in CPA© funds. The past success of these operations was tied to the founder and chairman of the 

company, Wm. Polk Carey who founded the company in 1973. It will be hard for the company to find a worthy successor to Wm. 

Polk Carey.  

 

 W. P. Carey has a stock yield of 6% which is above S&P 500 yield level but below average yield in REIT sector (8.5%). The company 

pays about 80% of  its income in dividends 
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 Mar Jun Sep Dec P/E ratio 

2006A 0.29 0.44 0.37 1.12 13.55x 

2007A 0.27 1.10 0.53 0.15 15.71 

2008E 0.50 0.56 0.51 0.41 16.20 

2009E 0.50 0.57 0.52 0.41 16.10 

 

W.P. Carey (WPC) 

Market Profile 

 

52 week (High – Low)         $36.86 - $25.79 

Beta                                      0.69 

Avg. daily volume (k)          92.1 

Shares o/s (mn)                    39.3 

Market Cap. ($ mn)             $1200 

Institutional holdings           11.89%   

Insider holdings                   34.73% 

Book value/share($)             $16.17 

Debt/equity                           0.44 

Dividend/share($)                 $1.88                 

Fiscal year end                      Dec. 31 

Revenue break up:- 

Investment management       65% 

Real estate management       35% 
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Investment Summary  
We used DCF as our primary valuation model, but support its results by DDM, NAV and Relative valuation. Our DCF model assumed a 

growth of 2.5% - 5% for the REIT Fund Management (REITM) segment and 1.45% in Commercial Real Estate Operations (CREO). Our 

assumptions for the two stage DDM model include, 0% - 1 % growth rate in 2008 – 2009, 1.5% between 2010 and 2012 and 2% thereafter. In 

addition, we performed a Monte Carlo simulation of our DCF model to better gauge downside risk in the stock price. 

 

The company operates in two segments Commercial Real Estate Operations (CREO) and REIT Fund Management (REITM). As of FY2007 

CREO accounted for 35% of revenues and REITM for 65%. For the next five years we are forecasting a 3.75% average annual decline in revenues 

from Commercial Real Estate Operations and 2.87% average annual increase in revenues from REIT Fund Management.  

 

The CRE market has been adversely impacted by turbulence in the debt markets and declining property values. This is mainly due to the 

spillover from the ongoing residential real estate crisis in the US and the overall weakness in the global economy. We see a decrease in industry wide 

organic growth over the next two to five years. This difficult environment is reflected in our expectations of modest to low growth for its REIT Fund 

Management division over the next 2 years and a contraction of its revenue from Commercial Real Estate Operations. 

 

W.P. Carey has had difficulty in attaining its target of $2 billion for the new fund - Global CPA 17, raising only $40 million over last few 

month.  The company has announced, that it “successfully cut its marketing costs”, a measure that we see as counterproductive in the current difficult 

environment as it will make it even more challenging to attract subscribers to its CPA funds. At the end of FY2007 W. P. Carey managed $8.4 billion 

in average invested assets invested in CPA funds. 

 

The company has a strong balance sheet highlighted by conservative debt management. Over the last five years, the company’s average annual 

revenue growth rate was at 12% as compared to the competitors’ average annual growth rate of 39% for the same period. For FY2007 ROE, ROA, 

Leverage and Profit Margin were 12%, 7%, 1.82 and 32% respectively as compared to competitors 25%, 6%, 4.42 and 14% respectively. In FY2007 

Capital Expenditures have increased by 250% to $15.9 million largely due to capital improvements of properties.  

 

W. P. Carey is paying around 80% on net income in dividends, and the current yield on WPC stock is over 6%. High yield might be attractive 

to various groups of investors who seek income and diversification into real estate investments without directly investing into REIT funds. Although 

W. P. Carey is not a REIT it targets the same investor groups as REIT. 

 

W. P. Carey is a midsize player in the CRE industry where credit ratings and the availability of capital are essential for a company’s continuous 

operations. The company is a niche player in the CRE industry with strong expertise in triple net lease. Despite expertise in only one product the 

company has found a way to diversify its operating risks by adding asset management to its operations. 

 

W. P. Carey enhanced shareholder value when it completed a corporate restructuring process late last year by setting up Carey REIT II and Carey 

Storage subsidiaries under the LLC. We believe this will help attract investors, who will benefit in terms of reduction of taxes (State and UBTI). 

 

W. P. Carey has a seasoned senior management team at present, but we do not see an experienced succession team in emergence, which could be a 

concern for its long - term prospects. W. P. Carey’s present investment committee has an average age of above 60.  The eponymous founder and 

chairman of the company, Wm. Polk Carey is 76 years old. 

 

Valuation  
 

Discounted Cash Flow Model 

 

Cost of equity 

For our calculation of cost of equity, we computed a beta of 0.69 by regressing W. P. Carey’s average 5 year monthly return against the S&P 500. 

Our beta computations were in range with Bloomberg and Reuters . Our assumptions include a risk free rate of 3.8% based on 10-yr Treasury note 

yield and a market risk premium of 5.25%. Substituting these parameters in CAPM, we arrived at a cost of equity of 7.42%.   

 

Debt structure 
Currently W. P. Carey’s debt structure consists of 48% variable rate and 52% fixed rate debt with an overall debt rate of 6.1%. As W. P. Carey does 

not issue unsecured bonds, we estimated W. P. Carey’s bond rating of BBB and cost of debt at 6.25% based on average peer group bonds rating from 

major rating agencies. Hence our estimate for cost of debt is 6.6%, considering deteriorating credit market conditions. We used a lower then present 

market cost of debt because there is no immediate need by the company to raise capital and we believe that current liquidity crunch will reverse in the 

future. 

Revenue Forecasting Model 

 

We developed two distinct models to forecast W. P. Carey revenue growth REITM and CREO forecasting models 

1. Significant drivers for REITM: Average Invested Net Assets(AINA) 

 For the REITM segment we based our model on a linear relationship between AINA and the advisory fee W. P. Carey receives. Advisory 

fees are 1% of AINA. We retroactively calculate AINA for the previous periods.  

 To incorporate structuring revenue into our model we calculated a weighted average revenue ratio by taking management revenues divided 

by AINA for a given year and weighted this ratio based on the total value of AINA. Our assumption is that increase in AINA will have a 

strong positive correlation with structuring revenues. 
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 We forecasted AINA growth in two steps: 2.5% percent for 2008 and 2009 and 5% thereafter.  We expect a period of slow growth over the 

next two year with better prospects after that in part due to the additional future revenues from Global CPA 17. 

 With $8.4 billion as the starting value for AINA, we estimated AINA for next 5 years. This calculation gave us an AINA number for the 

end of respective periods therefore we took an average of the beginning- and the end-period AINA, since W. P. Carey calculates and gets a 

payment based on monthly AINA. To arrive at our final forecasted REIT management revenues, we multiplied our forecasted AINA by the 

revenue ratio.  

 

2. Significant drivers for CREO: CPI and INSEE, default and tenant retention rates. 

 W. P. Carey’s lease revenues have shown little to no improvement over the past 10 years. In 2007 lease revenues were 2.5% less than they 

were in 1996.  This revenue decrease is partially due to the fact that the company lost a number of big tenants over the last ten years i.e. 

Bouygues Telecom in 2005, GAP in 2003 and American West in 2007. 

 Lease revenues from most of current properties are pegged to CPI and the French construction index (INSEE). We took the weighted 

average of the two and arrived at a 2.7 % annual growth rate (20-year average). 

 Within the next 5 years, 56% of leases in this portfolio are up for renewal. According to lease renewals in past 5 years, we calculated the 

weighted average lease retention rate of 72.62%. Considering the current weaker environment our default rates are higher at 2.5% for 2008 

and 2009 before treading back to 0.5%. We calculated organic growth to be 1.45%, based on IRR of real estate investment in Consolidated 

Systems in FY2006. To arrive at the adjusted lease revenue estimate, we utilized 2007 lease revenue figures integrated with future default 

rate estimates into the weighted average retention ratio, total leases maturing in any given year and growth rate. Since leases expire 

throughout the year, we added pro-rata lease revenue to our adjusted numbers to arrive at the total estimated lease revenue for future years.   

 

Discounted Cash Flow Process 

 

To obtain the free cash flow from equity (FCFE), we took Expected Net Income, subtracted out Capital expenditures and change in non-cash working 

capital and added back depreciation and amortization, adjusting for projected financial leverage. Cash flow obtained for future projections was 

discounted by a cost of equity of 7.42%, assuming a terminal growth rate of 3.25%. Revenue is main driver for capital expenditure, depreciation and 

working capital. 

 

DCF calculation 

                                                         2008E            2009E            2010E            2011E            2012E           Terminal value 

   

Expected Net income                                                    78,611             80,209            82,194            85,329            88,301                                                                                              

Depreciation and Amortization                                     25,679             26,201           26,850           27,874             28,845      

Capital expenditures                                                      5,000                5,225             5.460               5,706             5,963 

Book value of debt ratio (%)                                              44                     44                  44                  44                    44                                                      

Change in working capital                                    17,219              18,915          20,779            22,828             25,081  

Add: Depreciation*(1-Debt ratio)                                14,381              14,673           15,036            15,610             16,153 

Less: Capital expenditures*(1-Debt ratio)                     2,800                2,926             3,058              3,195               3,339 

Less: Change in WC*(1-Debt ratio)                              9,643               10,592           11,636            12,784             14,045 

Cost of equity (%)                                                           7.42                  7.42               7.42                7.42                 7.42 

PV of FCFE                                                                  74,975              70,511           66,587            63,808             60,875             950,139 

Sum of PV of FCFE                                                 1,286,905 

Shares outstanding                                                        39,868 

 

DCF/share ($/share)                                                  32.28 

 

Dividend Discount Model  

 

Based on the dividend discount model (DDM), our price target estimate is $ 33.29. We use DDM model because of W. P. Carey’s high payout ratio 

(80%). We performed a 2 step DDM considering the present market situation and growth opportunities in following years. We assumed a future 

dividend growth rate of 0% for 2008, 1% for 2009, 1.50% for 2010 – 2012 and 2% thereafter. Our calculations for cost of equity (COE) are as 

mentioned above. We did a sensitivity analysis for DDM model with growth rates ranging from -1% to 4% and discount rate from 6% to 8.5%, range 

of price range was from $ 19.83 to $93.84 with an average around mid $30th. (Please see Appendix D for sensitivity analysis on our DDM) 

 
DDM calculation 

 

In $                                          2007A               2008E               2009E               2010E               2011E               2012E               Terminal value 

 

Dividend/share                           1.88                   1.88                1.899                 1.927                1.956                1.986                      37.35 

Growth rate (%)                         3.19                   0.00                  1.00                    1.50                  1.50                  1.50                        2.00 

Discount rate (%)                      7.425                7.425                7.425                  7.425                7.425               7.425                      7.425                         

 

PV of dividend/share                                            1.75                 1.768              1.794                   1.821                1.848                    24.306 

 

Price/share ($)                           33.29     
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Relative Valuation  

 
We arrived at a 12 month price target of $ 32.30 using an average of Price/Earnings, Price/Book value, EV/EBITDA, EV/revenue and FFO/share 

multiples based on the latest SEC filings. To look at W. P. Carey’s competitors, we constructed two different competitor portfolios since W. P. Carey 

has two distinct segments. We compared Carey REIT II with REIT industry and REITM with Commercial Real Estate Management (CREM) 

companies. For CREM the average market value is $2.5 billion, P/E:  11.19, P/B:  3.63, EV/EBITDA: 6.91 and EV/Revenue: 1.02 while for REIT the 

ratios are P/E: 17.03, P/B: 1.79, EV/EBITDA: 12.77, EV/Revenue: 10.95 and FFO/share: 2.56 

 

W. P. Carey is currently trading at a sector mean P/E and P/B levels, while EV/EBITDA and EV/Revenue are at discount levels with respect to its 

REIT Operation’s competitors and at a premium with its CREM management competitors. Overall, W. P. Carey is trading at a P/E multiple of 14.42, 

as compared to the combined peer group average of 16.80. Going forward, we expect W. P. Carey to trade at P/E of 16.20, due to lower forecasted 

growth rate in FY 2008 as compared to FY 2007.  

 

 

Company                                    Ticker               Market value            P/E          P/B             EV/EBITDA               EV/Revenue              FFO/share 

                                                                             (In millions)            (ttm)       (mrq)                 (ttm)                             (ttm)                         (t tm) 

(REITs) 

 

Lexington Realty Trust               LXP                      980.7                  12.42          1.33                13.28                           10.81                       1.28 

Realty Income                              O                           2500                  23.31          2.09                14.32                           15.50                       1.74     

Brandywine Realty Trust            BDN                      1700                  26.20          0.96                 9.86                             7.60                        2.56 

Prologis Trust                             PLD                      13600                  12.86          2.20                 14.04                            6.53                       4.06 

iStar Financial                             SFI                         3600                   10.02         1.15                 14.95                          10.07                        3.74 

Getty Realty Corp.                      GTY                        680                   17.41          3.03                 10.17                          15.20                        1.98 

 

Mean                                                                                                    17.03           1.79                 12.77                          10.95                       2.56 

Median                                                                                                 15.13           1.71                 13.66                          10.44                       2.27 

(CREM)    

 

Jones Long La sale                      JLL                       3000                   9.51            2.53                   5.74                            0.90                         -  

C B Richard Ellis                        CBG                      4500                  11.73           4.52                   8.08                            1.15                         -          

Gyrodyne                                   GYRO                   63.19                 12.34           3.84                   -ve                               -                              - 

 

Mean                                                                                                  11.19           3.63                   6.91                            1.02       

Median                                                                                               11.73           3.84                   7.04                            1.05 

 

W.P. Carey (ttm)                           WPC                  1,310                 14.42           2.14                    9.47                            6.34                      2.63 

 

W.P.Carey (2008E)                      WPC                   1,310                 15.60           2.30                    10.4                             8.1                       2.13 

 
Price target ($)              $ 32.30 

 

NAV Valuation Model 

 

We arrived at a 12 month target price of $31.82 using NAV model. Although W .P. Carey is not a REIT as legally defined, the company at its core 

operates like one, therefore we used the NAV model. We calculated Net Assets by subtracting total liabilities from gross market value of assets 

((operating income / industry average cap rate) + other assets)). Then in order to adjust for historical discount inherent in the model we calculated a 

historical error for the past ten year resulting in a weighted average error of -5.25% per year between NAV model and Actual Stock Price. We used 

this rate to adjust our 2008 target price (Please see Appendix E)  

 

Price target ($)              $ 31.82 

 

Monte Carlo Simulation  

 

Due to the high uncertainty for the company, internally and externally, we supplement our Discounted Cash Flow with a Monte Carlo simulation.  

We have identified the following discrete random variables and highlighted some of their extreme possible outcomes:  

 

1. Revenue drivers ( the most likely value is always the value mentioned in our DCF forecast model)  

 AINA increase: The number of subscribers to Global CPA 17 is – as of December 2007- below the expected target of $2 billion. Over 

the next  two years we take into account tightening credit, recent increased volatility in the CRE market (as reflected by the TED 

spread and CMBX index), and the fact that W. P. Carey has announced plans to substantially decrease its marketing costs. We 

therefore assigned 0% growth as our pessimistic value over the next two years. 

 CPI and INSEE: We take into consideration potentially high inflation - with 5% as our optimistic outcome over the next two years. 
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 Default and retention rate: Due to a possible upcoming recession, and the company’s high exposure to the consumer and retail sector, 

we see a default rate of 10% as the pessimistic outcome. 

 

2. Risk factors 

 Departure of Wm. Polk Carey:  The departure of the founder and chairman of the company is a major risk to the company’s 

operations. We expect a temporary, but sharp decline in stock price. We based the probability of this scenario on attained age 

mortality tables, and discounted stock price by 10% in the case of occurrence. 

 

Based on these stated assumption we arrive at the following conclusion: 

 

 Our simulation computed an expected value for the stock price of  µ=$32.10 and a standard deviation of σ= $1.06 

 According to the resulting distribution, 89% of all prices are > $32.24 and only 3% of all  prices are < $28.6 

 About 95% of all results were between $31.04 and $33.17 

 No price is below $27.9 and no price above $32.90  

 Monte Carlo Simulation was skewed increasing the probability of substantial decrease in the stock price. 

(Please see Appendix G for details) 

 

Business Description  
 

Founded in 1973 by Wm. Polk Carey, W. P. Carey & Co. LLC operates in two business segments: Commercial Real Estate Operations (CREO) and 

REIT Fund Management (REITM). The first real estate fund was launched by the company in 1979 and as of December 2007 the company owns and 

manages over 850 commercial properties in North America and Europe. W. P. Carey, through its business segments, provides liquidity to corporate 

entities for leverage reduction, buyouts, mergers and acquisitions, and restructuring. 

 

W .P. Carey’s commercial real estate operations are predominantly conducted though their wholly owned subsidiaries:  Carey REIT II and Carey 

Storage Funds. They exclusively engage in long – term Triple Net Lease contracts primarily with single tenant properties in non - prime locations, 

designating the maintenance, insurance and tax costs of the property to the lessee.  The business driver for corporate real estate operations is 

management’s ability to research, finance and close deals, and equally importantly the ability to retain current tenants; this factor is directly impacted 

by a number of external forces, such as: inflation (CPI), industry default and vacancy rates, liquidity in the market, and employment. Lease revenues 

from Real Estate Operations accounted for approximately 35% of total revenues as of FY 2007 down from 45% as of FY 2006. The company owned 

176 properties in the US and France, totaling 17 million square feet with an occupancy level of 97%. In 2007 CREO earned 91% of its revenues in 

US and 9% in France. In the U.S. the majority of revenues came from the South, in particular Texas.  The dominant tenant industries in the 

commercial real estate portfolio are consumer goods (25%) and retail (16%) (Appendix C).  

 

 W. P. Carey, under its REIT Fund Management business segment provides a full spectrum of management services to four private CPA REIT funds: 

CPA14, CPA 15, Global CPA 16, and Global CPA 17. The business drivers for management services are the ability of the management to attract and 

retain investors in CPA funds, prudent investment activity on behalf of CPA funds and subsequent growth in AINA under management. W. P. Carey 

and its officers are the majority investors in CPA funds. As of December 31, 2007 W. P. Carey had over $8.4 billion in AINA under management up 

from $7.4 billion in 2006.  There are two income streams from managing CPA funds: 1) Advisory Fees which are based on AINA under 

management and 2) Structuring Revenue earned from investment activities handled on behalf of the CPA Funds. Management revenue accounted 

for 65% in FY 2007 as compared to 55% in FY 2006. In the past CPA 1 – CPA 12 & CIP have generated an annualized return of over 11% till their 

liquidation. (More on WP Carey’s business structure can be found in Appendix B) 

 

Corporate Restructuring 
 

Corporate restructuring lead to the reduction in state and UBTI taxes for investors and can be a catalyst to attract new investors. 

W. P. Carey manages a real estate portfolio, which maintains a high payout ratio. However, it is currently registered as a Limited liability company 

(LLC) based on the size of its CPA management business. Since it’s a C- Corp, the income is taxed twice – once at the company level and then at the 

investor level, vs. other REITS which are set up as limited partnerships and taxation is only at the investor level. Due to this double-taxation W. P. 

Carey was not considered an attractive investment. To attract investors, management organized a restructuring plan in 2007. The restructuring 

process involved the creation of a REIT fund (Carey REIT II) which holds W. P. Carey’s real estate assets. W. P. Carey has announced the successful 

completion of corporate restructuring resulting in an elimination of all state or UBTI filings and taxes for investors. We expect this to be one of the 

catalysts for new investors to invest in W. P. Carey.  

 

Dividend Policy 
 

High dividend policy has resulted in lower growth for WPC as compared to its competitors, but an attraction to yield sensitive investors. 

W. P. Carey pays about 80% of net income in dividends. Since W. P. Carey is not a REIT there is no legal obligation to keep dividend payout ratio 

this high, and if the company was a REIT they would have been obligated to pay over 90% of income in dividends. This dividend policy is reflected 

in the company’s lower then competitors’ growth rate of 12% five year average versus 39% for the competitors. We believe that it is a marketing 

strategy on company’s behalf to competitively position itself as a REIT. This will allow company to attract investors looking for high income like 

baby boomers, high yield mutual funds and various endowments. The other reasons for this dividend policy is management believes that there is no 

attractive investment in the market and the fact that insiders own 34% of the company.  
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 Economic Outlook 
Based on the blue-chip consensus forecast for the first half of 2008 US economy is expected to contract by 1% in Q1 and 2.0% in Q2; after this 

recessionary period GDP will grow by 1.5% in Q3, and 3.0% in Q4. With the slowdown in US economy weaker growth is expected in the Euro zone 

for 2008, in range of 1.3 – 1.5%. TED spread which an indicator on perceived risk in the real estate market more then tripled during FY2007 

(Appendix I). 

 

Core inflation in the US will remain at about 2% for the year, encouraging the Central Bank to lower the Fed funds rate from 3.0 down to 2.25% over 

the year. Present inflation figures in Europe remain well above the target at 3.1% as of January 2008, and further concerns might force ECB to lower 

interest rates from 4% to 3% by year end. 

 

Industry Overview and Competitive Positioning 
 

Commercial Real Estate (CRE) 
The real estate sector is divided into commercial real estate (CRE) and residential real estate (RRE).The CRE industry in the US has a value of about 

$4 trillion and is growing at 4.2% CAGR since 1997. Excluding global investment management and development services from US real estate 

market, 21.8% of the market is owned by four major competitors while 25% is privately owned (Chart 1). Growth in the real estate investment funds 

has been prominent in the past 5 years. Investments by institutional investors have increased at a rate of 14% CAGR since 2003 (Chart 2).  

 

Commercial real estate (CRE) is a cyclical industry that closely follows GDP and employment numbers. Even though there is no firm de-coupling 

between US and emerging foreign markets, we expect CRE to grow in emerging markets within Europe and Asia. Based on world GDP estimates by 

IMF, the world economy is expected to grow at 4.1% with a major thrust from China, India and Brazil. Even in metropolitan cities in US and Europe 

(as New York, Londan and Paris), real estate prices have grown along with rents as opposed to contraction in other parts of these countries.  

 

U.S. net lease market is currently estimated to be worth $1 trillion of which 25% is privately owned. The European net lease market – with 40% 

company owned property- is 3 times larger than the US. New market opportunities may evolve as many countries are opening to net leasing, REITs, 

and relaxing regulations on foreign investments in real estate. 

 
  Chart: 1 U.S. CRE market excluding investment. Mgmt & development services                            Chart: 2   Institutional Investments in real estate sector 
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Capitalization rate 

Increasing capitalization rates could have negative implications in terms of increase in default and vacancy rates and eventually might affect W. P. 

Carey’s projected earnings. Capitalization rate is an important industry measure in analyzing the real estate sector. Fundamental components of cap 

rates are: rents, 10-year Treasury, capital inflow, available supply/demand and the risk premium. Cap rates have remained consistent over the past 

four years in the range of 6% -7%. This is due in part to the falling treasury yields that have counteracted increases in risk premiums, keeping cap 

rates leveled. Over the last year, as we saw treasury and LIBOR spreads widening, average cap rates have increased to 7.5% negatively affecting real 

estate prices. We expect cap rated to rise further as new supply comes on line and slowing demand trends.   
 
Chart: 3 Cap rates in past 10 years                                                                                        Chart: 4: Spread between cap rates and inflation 
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Vacancy rate 

Average industry vacancy rates have increased to 11% from 8.5% over the last year. Retail and office real estate vacancy rates increased to 15% and 

12.5% in 2007. Expected absorption trends for office REITs in US real estate market are at its lowest levels since 2001. Generally, rising rents 

support sale underwriting of CRE but the current environment does not benefit underwriting revenue for sale-leaseback companies. Due to the 

increase in vacancy and capitalization rates, we might observe a stronger competition in the CRE sale-leaseback sector by large banks, hedge funds 

and private equities in order to increase their revenues/earnings and to diversify their portfolio. 

                                                                                                                                 
  Chart: 5 REIT occupancy rate (2002 – 2007)                      Chart: 6 Office vacancy rates in US                                               Chart: 7 CMBX Index 
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Commercial mortgage market in distress 

The bonds backed by commercial mortgages on buildings, hotels, offices and malls are valued by CMBX index. Unlike DJIA or S&P500 index, this 

index tracks cost of insurance against default on different CRE bonds. A recent steep incline signals investor’s expectations of higher defaults and 

delinquencies in this market that may lead to widening spread between 10 yr AAA mortgage bond and swaps. Since October’ 07 there has been a 

consistent rise in the spread leading to a historical high level of 275 bps (Chart 7). The B rated bonds are trading in the range of a 30 – 37% yield, 

which is also at an all time high for these securities. These spreads are a notion of investor uncertainty in the commercial mortgage market and a 

signal of US recession led by residential real estate. 

 

Real Estate Investment Trusts (REIT)      
A REIT is a firm that owns, operates, finances and manages real estate. By law, a REIT has to distribute at least 90 percent of its earnings to it 

shareholders to receive tax exemption on its earnings. Due to this structure, most REIT firms do not pay corporate or state taxes but its shareholders 

are required to pay taxes on dividends and capital gains. Other provisions, to qualify as a REIT, are: a company must have at least 100 shareholders 

and no singe shareholder can own more then 10% of the company. . REITs typically invest in a single type of real estate, such as office buildings, 

industrial buildings, warehouses, shopping centers, malls, or apartments. Major source of income for REIT funds is real estate appreciation and 

increase in investment capital within the fund as they pay out most of their earnings as dividends and retain very little for future investments. 

 

In the last 15 years, the REIT industry has performed exceptionally well with an average return of 12%, outperforming major indexes like S&P500, 

NASDAQ and Dow Jones Industrials by a significant margin. The REIT industry has grown to a market capitalization of $420 billion from $ 11 

billion. Within US, there are 600 registered REIT firms with combined annual revenue of $ 25 billion. In the past 7 years, REITs have averaged a 

total return of around 300%. Due to a major consolidation in the recent past, many REIT funds were acquired by private equity so in effect  500 

major players have a market share of about 80%. Office and industrial properties account for 30 percent of total REIT holdings, retail properties for 

25 percent; apartments for 20 percent; and hotels, hospitals, self-storage centers, and other real estate sum up to 25 %. 

 
Positioning of REITs within economy 

REITs are driven by the health of economic parameters such as, GDP and unemployment rate. There has been a visible correlation between these 

parameters and overall REIT returns. Although the cyclical decline in REITs is not as steep as in 1998 and 2001, vacancy rates in this sector have not 

declined as much as overall CRE market. Presently REITs are in their 12th month of declining returns and with a historical average decline of 18 

months, there seems to be more time before REITs turn around in the currently restrained environment. However, the decline in this cycle is much 

steeper (35% from its peak) as compared to previous bear cycle averages. Based on its performance to date, many funds and financial institutions are 

incorporating REITs into their portfolios and have created many new funds and competition within the industry. For a large number of baby boomers 

these investments yield better returns as compared to treasuries.  

 
Chart:8  REIT sub sector performance in 2007                                                                         Chart:9  Equity REITs performance with major indices (1971 – 2006) 

Subsector performance in REIT (2007)
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W. P. Carey’s position within the real estate industry as a whole 

W.P. Carey has created an investment committee consisting of qualified and experienced professionals to monitor its investments for CPA funds. 

Historical performance has yielded a stable growth with comparatively low risk.  W.P. Carey’s delinquency and default rates (1% for CPA funds and 

7% for Carey REIT II) are much lower than industry average (~10%), which solidifies a consistent long term cash stream for its shareholders. Due to 

their conservative investment strategy and strong management of debt, W. P. Carey has an edge over its competitors in present situation for capital 

raisin and closing deals with better terms. 

  

Competitive positioning 
Our conclusions are based on Porter’s model of competitiveness and SWOT analysis: 

 

Qualified Investment committee 
W. P. Carey has an independent investment committee consisting of qualified industry professionals and academicians. The company usually does 

not invest for CPA REIT funds unless approved by the committee. This risk management creates an advantage for the company because it is able to 

better scrutinize information, obtain an outside perspective and make profitable decisions on behalf of CPA funds.   

 

Disadvantage of Market Consolidation 
The REIT market has been driven by major M&A activities in the past 4 years. The top 500 players own more than 80% of the Global REIT market. 

High Insider holdings within W.P. Carey and its management philosophy makes it less attractive as a take-over target. Eventually, W. P. Carey might 

have a disadvantage by not being able to merge with a big player but rather compete with them. 

  

Below Industry Average Dividend Yield 
Since W. P. Carey is not a REIT but a LLC, its dividend yield of about 6% is better than many other LLC’s. However, due to the nature of its 

business, which is based on REIT funds, it is more appropriate to compare W. P. Carey with a REIT and its yield levels are below the REIT industry 

average. 

 

Better Balance Sheet and Opportunities in the Market 

Due to its low debt level (44 %), W. P. Carey has an edge over its competitors in terms of capital raising and obtaining loans from financial 

institutions. Many companies, due to credit freezing, want to remove real estate debt from their balance sheets and get into a net-lease contracts 

which may create a better opportunities for W. P. Carey to acquire properties. 

 

Firms Emerging with REIT Funds 

Many investment banks and financial institutions have recently entered into the REIT business. This diversifies their portfolios and attracts new 

investors. These new market entrants have better resources and contacts within the industry due to their association with its parent firm. Such an 

environment creates a challenge for a small company like W.P. Carey.  

 

Financial Analysis 
Earnings 

W. P .Carey’s revenues have been volatile over the past few years due to mergers, liquidation and attaining hurdle rate in CPA funds injecting large 

amounts of structuring or termination revenue. In FY2004 and FY2006, approximately 25% of W. P. Carey’s revenue was realized due to liquidation 

of a fund, while in FY2007 the company received about 23% of its total revenue in deferred performance payment from Global CPA 16 fund. Due to 

its uneven nature of revenues, FY2005 realized a revenue, earnings and ROE drop of 23%, 20% and 27% respectively, as compared to FY2004. This 

shows that the company has the ability to affect its revenues based on strategic management decisions. In FY2006, 23% of revenue increase was 

attributed to the “reimbursed costs from affiliates” which was offset by identical expense line item.  

Normalizing Revenues 

 We adjusted W. P. Carey financial statements for one time extra ordinary items, as described above. 

 All competitor related averages and ratios are weighted by each competitor’s revenues 

 

In FY2007, revenues after adjustments increased roughly by 50% while net income grew by 40%, primarily as a result of having cleared the hurdle 

rate on the CPA 16 fund. This resulted in deferred structuring revenue of $42 million and performance revenue of $19 million realized in Q2, 2007. 

Global CPA 16’s enhanced investment performance was attributed to its increase in debt to 53% in 2007 from 42% in 2006 while ROE increased to 

4.5% from 3% and ROA remained at past levels. W. P. Carey’s 5 year average annual growth in revenue, net income, EBIT and EBITDA were 12%, 

20%, 18%, and 13% respectively as compared to the competitor’s 39%, 48%, 67% and 37% for the same benchmarks. 
  
Chart: 10 WPC revenue trend (2000 – 2007)                                              Chart: 11  5 year average growth between WPC and its peers                                                    

                          
Source: Company reports and student estimates                                                                           Source: Company reports and student estimates 
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Balance Sheet 

In FY2007 company’s total assets were $1.15 billion, an increase of 5.2% from prior year while liabilities increased by 13% to $513 million. 

The company’s leverage ratio is 44.5% (up from 34% ten years ago) as compared to 70% for the competitors’. For the past ten years W. P. Carey 

leverage ratio has increased to 44.5% from 34%. W. P. Carey has no unsecured bonds outstanding while 60% of liabilities and 27% of assets are 

financed by mortgage notes payable with an average rate of 6% annually, before taxes. After considering the tax effect of 35%, interest on mortgage 

notes payable is almost equal to 10 year historical ROA, hence the leverage has not been very beneficial to the company. In FY 2007, W. P. Carey 

had an interest coverage ratio of 7, which is consistent with 5 year average interest coverage ratio but slight lower than competitor average interest 

coverage ratio of 8. However the company currently generates enough revenue to meet its interest payment liabilities, hence we do not foresee any 

possibility of imminent bankruptcy.   

 

Real Estate for FY 2007 represented 45% of total net assets, which is consistent with 10 year average of 46% while Net Investments in direct 

financial leases decreased to 8% in FY 2007 from 41% in FY 1997 and Equity Investments in real estate increased to 21% in FY 2007 from 3% in 

FY 1997. 

 
Chart: 12 WPC capital structure (1998 – 2007)                                               Chart: 13 Comparison - growth of investments in financing lease and equity investments 

        
Source: Company reports and student estimates                                                                Source: Company reports and student estimates 

 

Cash Flow (please see Appendix F) 

In FY2007, capital expenditure increased to $15.9 million from $5 million a year ago, primarily due to capital improvements to properties. In the past 

10 years, average capital expenditures have been $3 million per year, but with 56% of its lease expiring within Carey REIT II portfolio by 2012, we 

expect capital expenditures in range of $ 12 – 13 million going forward with a growth rate similar to revenues. W. P Carey has being paying roughly 

80% of net income in dividends and we expect future payout ratio in range of 80% although in FY2005 the company paid 136% of income in 

dividends and we see this as one time event.  

 

Profitability & Valuation 

Based on DuPont analysis, we calculated ROE, financial leverage, ROA, net profit margin and total asset turnover for FY 2007 of 12%, 1.82, 7%, 

32% and 23% respectively versus its competitor’s values of 25%, 4.42, 6%, 14% and 68% respectively. W. P. Carey’s ROE is half of that of the 

competitors which is consistent with W. P. Carey’s financial leverage being less than that of its competitors. The company’s higher net profit margin 

and lower asset turnover ratio indicate that W. P. Carey has better pricing strategy then its competitors. ROA for the company is in line with the 

competitors. Overall we see that W. P. Carey operate more conservatively than but as efficiently as its competitors. 

 

W. P. Carey’s P/E and EV/EBITDA ratio are 15 and 19 respectively which is in line with its competitor values of 13 and 11. However PEG and 

EV/EBITDA/G ratio of 79 and 72 are double to that of its peer group average of 38 and 33 and this deviation reflects company’s lower growth rate 

and more conservative capital structure. 
 

 

Chart:14  DuPont analysis (WPC and peers)                                                            Chart:15  Ratios between WPC and peers 

                                              
Source: Company reports and student estimates                                                                                             Source: Company reports and student estimates                                                                                                    
       

 

 

 

 



 10 

 

Investment Risks 
 
Commercial Real Estate market downturn, tenant defaults and increasing vacancy rates - Deteriorating economic conditions will lead to 

increase in defaults and delinquencies by tenants, whereby vacancy rates will be negatively affected. Since the beginning of 2008, the cost of 

protection against default on a basket of AAA (based on CMBX index) - rated commercial mortgage backed securities (originated 2005/06), has 

more than tripled indicating an increased probability of a future downturn in the commercial real estate market.  W. P. Carey is heavily invested in 

consumer goods (25%) and retail (16%) related properties which are highly sensitive to economic and market condition in particular to GDP and 

employment. 

 

Ability to renew leases – 56% of W. P. Carey contracts are maturing within the next 5 years (see table). Historically W. P. Carey had a retention rate 

of 70% however; lessee’s ability to resign contracts is highly tied to the economic and industry conditions.  Such concentrated number lease 

expirations might lead to fluctuations in income from real estate operations. 

Lease expirations as of December 31, 2007 

 2008 2009 2010 2011 2012 

% of annualized consolidated investments 6% 13% 18% 12% 7% 
 

Dependence on senior management - W. P. Carey’s success largely depends on contributions from Wm. Polk Carey, founder, chairman and 

figurehead of the company, Francis J. Carey, chairman of executive committee and Gordon F. DuGan, CEO and President of the W.P. Carey Co. 

LLC, each of who would be difficult to replace in case of their departure. Such a development will pose an extreme challenge to W.P. Carey’s 

continuous operations and CPA management.. The investment committee, a major source of expertise, has an average age of above 60 years. 

 

Deteriorating Credit Conditions - Current tight credit conditions make it challenging and costlier to obtain financing for new projects. The TED 

spread which reflects credit risk in the market has widened substantially over the past year. Inability to obtain enough credit will have an adverse 

effect on the earnings.  

 

Income taxes – W. P. Carey’s real estate operations are run as a REIT. Should the company fail to meet certain qualifications, e.g. the distribution of 

90% of its taxable real estate operations income as dividends, it will be subject to U.S. federal income tax of 35% which could severely decrease the 

company’s future earnings, and will discourage prospective investors looking for diversification in its REITs. 

 

Interest rate fluctuations - Interest rate fluctuations affect W. P. Carey in various aspects. A rise in interest rates is likely to adversely impact the 

value of the company’s portfolio and will affect the creditworthiness of W. P. Carey’s and its customers. However, low interest rates could lead to 

diminishing real estate returns, as interest rates and inflation are typically inversely correlated and rental revenue is predominantly pegged to 

inflation. Fixed and variable rate amortization payments increase or decrease with interest rate changes W. P. Carey’s line of credit is variable and 

typically based on LIBOR plus a spread. 

 

Foreign exchange rates – A weaker dollar will make W. P. Carey less competitive in international markets in terms of acquiring new property, 

primarily in Europe, while foreign investors will become more competitive in the US market. A weaker dollar will positively impact lease revenues 

from foreign investments, as a majority of the company’s deals are done in local currency. W. P. Carey does not make use of derivative instruments 

to hedge against foreign currency exchange rate fluctuations. W. P. Carey has 9% of its portfolio invested in France. 

 

Focus on non - prime locations – W. P. Carey emphasizes investments in secondary locations. However, secondary markets are more susceptible to 

deteriorating economic conditions and lag behind prime locations in times of economic improvement. Company’s emphasis on non – prime locations 

and single tenant properties adds illiquidity to its portfolio of investments.  

 

Legislative hindrances - New legislature or changes to existing laws might have an adverse impact on W. P. Carey. Tax legislatures like the “Job 

and Growth Tax Relief Reconciliation Act” of 2003 which reduced the marginal tax rate of 35% to 15% and expires on January 1, 2011; revisions to 

laws guarding REIT qualifications with respect to changing political agendas after the presidential elections of 2008.  

 

Confinement to single business segment - W. P. Carey is a essentially a one product company, lack of differentiation puts W. P. Carey at a 

disadvantage compared to more diversified competitors who might offer more in house services. An entry by a well capitalized competitor or 

industry consolidation might adversely impact W. P. Carey. Large money houses like Goldman Sachs and Bear Sterns can potentially enter the triple 

net Lease market as they look to substitute revenues lost due to sub-prime mortgages. W. P. Carey already competes with these companies since 

companies use triple net leases as a way to raise money, which is a substitute to issuing debt.
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Note: We view vacancy rates as a function of Default Rates, Employment and Liquidity. 
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Appendix D 

 

DDM Sensitivity Analysis 

 

Sensitivity Analysis       

  

Discount 

rate             

  6 6.5 7 7.5 8 8.5   

Growth 

rate         

-1 26.43 24.74 23.27 21.98 20.84 19.83   

0 30.96 28.65 26.68 24.99 23.51 22.22   

0.5 33.83 31.09 28.78 26.81 25.11 23.64   

1 37.27 33.96 31.22 28.9 26.93 25.24   

1.25 39.27 35.6 32.59 30.08 27.95 26.12   

1.75 43.95 39.4 35.74 32.72 30.21 28.07   

2 46.73 41.61 37.54 34.23 31.48 29.16   

2.25 49.87 44.09 39.54 35.87 32.86 30.34   

2.75 57.61 50.01 44.22 39.67 36 32.99   

3 62.45 53.61 47 41.89 37.81 34.49   

3.5 75.01 62.59 53.75 47.14 42.02 37.95   

4 93.84 75.15 62.73 53.89 47.28 42.16   
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NAV Model Valuation 
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Appendix F 

 

Dividends vs Cash Flow vs Net Income 
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Appendix G 

Monte Carlo Simulation 
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Appendix H 

REIT Performance 

 

 

Subsector performance in REIT (2007)
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Appendix I 

 

TED Spread 
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