SUMMIT

ISSUE 12

VALUATION CHALLENGE

Matt Pomeroy, MAI|
Director, Valuation, Reporting, and Analytics
Chatham Financial

Jackie Bowie
Managing Partner, Board Member, Head of EMEA
Chatham Financial

14



AFIRE 2023

There is a growing variance
between valuations and real-
time pricing. Can the global
institutional real estate
industry achieve universal
standards and consistency?

Commercial and multifamily
real estate market conditions
through the first quarter of
2023 have shown that the
market must address and better
align disparate approaches to
underwriting and calculating
returns and current real estate
valuation practices.

Through an increase in
market volatility and interest
rates, as well as a reduction
in investment sales volume
and observable data points,
we’ve seen a growing variance
between valuations and real-
time pricing.

PUBLIC AND PRIVATE REAL ESTATE PRICES (‘15 =100)
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This variance results in inconsistencies and material disagreements
among market participants, including investment managers,
valuation service providers, consultants, and auditors. Investors
in private real estate investment vehicles and separately managed
accounts may be most affected by this disconnect. Their
investment values, returns, and performance may be impacted
or misrepresented.

Our observation is that investment underwriting and fund returns
are most often calculated with consideration of the impacts of
leverage. However, current market standard valuation practices
are almost always conducted on an unlevered basis, with debt
and derivative valuations layered in separately. Adding debt
and derivative marks to market valuations may be appropriate
in a stabilized market environment. The components, however,
become disconnected when property valuations lag real-time
market shifts, as we’ve seen the past few quarters. Reconciliation
will best be found in evolving commercial real estate valuation
practices toward consideration of levered equity methods with
more timely inputs, even if they are less directly observable yet
more indicative of market dynamics when sale transaction data
is not available.

When interest rates rise as they have, existing loans are marked to
market, which has a positive impact on net asset value. However,
if property values don’t also commensurately decline, as would be
expected if the cost of capital has increased, the implied levered
equity yields compress to levels that are inconsistent, sometimes
wildly so, with expected levered equity yields.

When property values (and unlevered yields, or discount rates)
don’t change in a volatile market because of lack of transaction
data points, two issues are created: 1) NAVs may go up or stay level
when intuition tells us they should be declining, and 2) implied
levered equity yields compress to levels that are inconsistent
with market expectations. To clarify, the levered equity yield is
a variable in the weighted average cost of capital formula that
includes unlevered discount rates and interest rates.
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Simply, if property values and unlevered returns are fixed, as
interest rates go up, the only place to account for this increase in
the cost of financing is a reduction in the equity position’s return.
Given the current market volatility and rising interest rates, it is
reasonable to expect that levered equity return expectations may
not only remain steady but potentially increase, considering the
challenges that these economic factors can pose to commercial
real estate occupiers.

Debt and derivative information is available at more frequent
intervals. Interest rate and foreign exchange hedge information is
essentially measurable up-to-the-minute, even in volatile market
conditions. Debt interest rates essentially are measurable up to
the week or more frequently. The problem is not in the greater
observability and timeliness of debt and hedge valuations, but
rather that property valuations do not consider this information.
It is the lag (or absence) of timely asset valuation updates, due to
the application of outdated market standard valuation practices,
that are the problem.

This is not to assume that real estate should now be considered
a liquid asset class, but rather that a more data-driven valuation
technique can yield more frequent and more accurate valuation
updates, particularly when done considering the impact of leverage
via a levered equity approach.

So, what’s the solution? We contend that a concerted and
concentrated global effort between some of the largest real estate
investment managers, valuation service providers, auditors,
and the valuation industry organizations is the only path to
redefining and aligning valuation practices for more timely,
accurate, and consistent results across the global commercial real
estate industry.

Across every other industry, we see aggregation and integration
of timely data, predictive algorithms (dare we say artificial
intelligence?), open source code, and consistency of key data
structures and definitions. In the global institutional real estate
industry, we still struggle at times with global standards and
consistency of data definitions.

Although incremental change and broader consideration of
leverage in property valuations would be valuable, this is not
a challenge to be solved and implemented by a few market
participants, and then gradually adopted across the industry.
Consistency in approach is best for all market participants,
especially large investors who are assessing performance across
various investment managers.

The bottom line is that more timely, consistent, data-informed
valuations that are more aligned with how investments are priced
and monitored (inclusive of leverage considerations) are better
for the industry, for valuation service providers, investment
managers, and ultimately those providing the capital fueling this
market: institutional and retail investors.
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The bottom line is that
more timely, consistent,
data-informed valuations
that are more aligned with
how investments are priced
and monitored (inclusive
of leverage considerations)
are better for the industry.






