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ChapterChapter 6 

Propertyy Development Involvement and 
Stockk Performance42 

6.11 Introduction 

Thee legal framework encompassing United States Real Estate Investment Trusts (REITs) 

restrictss the amount of real estate development these companies can participate in. 

Internationally,, however, such limitations are rare, and a great deal of property investment 

companiess outside of the United States are involved in property development, either for 

theirr own portfolios or for third parties. 

Whetherr different activities should be combined under one roof is a matter of corporate 

diversification,, for which a rich literature is available. Early research like Weston (1970) 

andd Lewellen (1971) promoted a spread of corporate activities by stressing the financial 

benefitss that could be reaped from internal capital flows and coinsurance of cash flows. 

Sincee the early eighties, however, academic research has been emphasizing the costs that 

arisee when firms combine multiple activities. Corporate diversification create a loss of 

informationn asymmetry, since the internal organi2ation grows more complex. Denis, 

Deniss and Seguin (1997) discuss these informational asymmetries and the resulting agency 

costss that lower firm value. Montgomery (1994) discusses the existing empirical literature 

andd concludes that, although there is no consensus, most of the outcomes so far reveal a 

negativee relationship between corporate diversification and stock performance. Recent 

studiess by Capozza and Seguin (1999) and Eichholtz, Op 't Veld and Schweitzer (2000) 

examinee the issue of corporate diversification for a sample of United States REITs and 

concludee that corporate diversification among property investment companies tends to 

decreasee both firm value and stock performance. Considering these lessons we might 

wonderr whether property development and property investment activities should be 

mixedd in one company, or whether agency costs hamper the synergies that might arise. 

422 This chapter is based on: Brounen, D. and P.M.A. Eichholtz, 2003b, Real Estate Investment and Development: 
Whatt Adds Value, working paper, UVA 
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However,, it is not clear whether property development and property investment should 

bee undertaken under the same roof, and real estate professionals do not agree on this 

matter.. For an investor, it may make sense to engage in development activities since these 

givee access to the most attractive investment opportunities and locations. According to 

thiss argument, investors are always last in line when projects come on the market, and 

addingg development activities allows them to advance in that line. For emerging markets, 

thiss argument may hold even more than for mature property markets, since the stock of 

existingg properties is relatively small in those markets, and the only way to invest at all is 

byy developing for one's own portfolio. 

Forr a property developer, keeping projects in one's own investment portfolio can be 

justifiedd by arguing that this can decrease the dependency of the capital market. Bv 

combiningg property investment and development activities within one entity, firm 

managementt can use the steady stream of income from an investment portfolio to finance 

profitablee development projects, even in times when capital markets are not interested in 

reall  estate projects. However, there are also strong arguments against the combination of 

propertyy investment and development in one company. First, the management expertise 

necessaryy for property investment is different from what is needed for property 

development.. Managing both disciplines within one firm may decrease corporate 

efficiency,, causing spills and thereby diminishing firm value. Recent studies by Capozza 

andd Seguin (1999) and Eichholtz, Op 't Veld and Schweitzer (2000) offer evidence that 

indicatess that this type of corporate diversification cause informational asymmetries, 

wrhichh decrease both firm value and stock performance in the United States Real Estate 

Investmentss Trusts (REIT) market. According to both studies firm management should 

focuss its corporate resources on one sector or discipline, enhancing firm value by yielding 

specialistss advantages. 

Also,, analysts and property share investors generally seem to like focused companies 

becausee of their transparency, which may be lost by combining different activities like 

propertyy investment and development. Development is a very cyclical business and 

propertyy development companies are associated with relatively high systematic risk, as I 

wil ll  subsequently show. Property investment companies' shares, on the other hand, are 

regardedd as defensive, with a low systematic risk. Combining the two activities provides 

thee investor with an unclear profile, which may be undesirable. 

Despitee the relevance for property companies and their investors, the relationship 

betweenn property development activities and firm performance has not been investigated 
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veryy deeply. Brounen, Eichholtz and Kanters (2000) have looked into this issue, but only 

forr United States REITs. As I already noted, the extent to which REITs develop their 

ownn properties is quite limited. Since the cross-sectional variation in the degree of 

propertyy development undertaken by listed property companies in most countries is far 

greaterr than it is in the United States, investigating this issue internationally may add new-

insights. . 

Inn this chapter I analyze both the level of property development involvement and the 

stockk and operational performance of property companies originating from five of the 

mostt important listed property markets: the United States, Hong Kong, Australia, the 

Unitedd Kingdom and France. The chapter starts with an overview of the literature 

regardingg the performance of listed property companies. After that, I discuss my sample, 

whichh consists of 331 listed property companies for the period 1987-2000. I also briefly 

analyzee the data in this section, and find that property development is undertaken mainly 

byy large listed property companies and companies specialized in retail property. The next 

sectionn describes the methodology, which is used for subsequent analysis. In section six I 

presentt my empirical results on both the property development involvement ratios and on 

thee corresponding stock and operational performance. The outcomes exhibit a positive 

relationn between the degree of property development and property companies' stock 

returnss and risks. When controlling for differences in systematic risks by applying a single 

indexx market model most of the spread in stock returns evaporates. The analysis of 

operationall  profitability results in a consistent pattern that property-developing firms 

outperformm the sample average during economic prosperity while underperforming when 

thee economy slows down. A pattern, which illustrates my previous results that the market 

sensitivityy is highest for developing companies. Finally, I summarize these findings in my 

conclusions. . 

6.22 The Property Development Process 

Propertyy development is the reconfiguration of the built environment in order to satisfy 

thee real estate needs of society. Since these needs continuously van' because of changes is 

population,, technology and taste the need for property development is continuous. 

Satisfyingg these dynamic needs adequately makes property development an profession 

thatt requires common sense and intuition in combination with analytic skills. 

Althoughh arts are not known for structure, property development has evolved over time 
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towardss a structured discipline that is undertaken in eight stages. The eight-stage model of 

propertyy development which was developed by Miles, Haney and Berens (1996) describes 

thee evolution of an idea towards the completion of a building in a systematic way. In the 

firstfirst stage the initiation of the idea takes place, where the developer defines needs in the 

markett and sees possibilities to meet these needs through his idea. This idea wil l be 

refinedd in the second stage, where the developer gathers information on sites and other 

physicall  requirements. In the subsequent third stage the developer performs a feasibility 

studyy in which he compares the estimated value of the project with the necessary costs 

andd risks involved. If this feasibility- study generates a satisfactory outcome the developer 

movess on to the fourth stage in which the contract negotiations take place and all parties 

involvedd should come to an agreement and the formal commitment will be signed in stage 

five.five. Construction starts in the sixth stage and should be completed in stage seven, and 

thee building wil l formally be opened. In the final stage the property is managed, tenants 

occupyy the building and pay their leases or the building is sold off. 

Duringg this process the developer wil l face different sorts of risks. These risks start arising 

ass soon as stage four starts and the land is acquired and builds up until stage eight, where 

thee property- is managed. The project risk that occurs over these phases is caused by 

factorss like construction delays, increases in the interest rates which increase the financing 

costs,, or price increases of the necessary building materials. Besides these operational 

riskss the developer also faces market risks. During the construction process the demand 

forr the property might drop, which will have its negative effects on the final proceeds. 

Thereforee it is crucial that a property developer is capable of assessing the demand for the 

typetype of property that he is about to construct as accurately as possible. In order to do this 

thee developer needs a solid understanding of the underlying economic fundamentals that 

determinee the future demand of his property. 

Assumingg the developer does posses this knowledge developing property might be 

profitablee and offer access to superior property investments. However, the existence of 

operationall  project risks wil l always remain and cause additional uncertainties a pure 

propertyy investor wil l not have to bear. 

6.33 Literature 

Whenn studying the relationship between firm activities and stock performance I first need 
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aa thorough understanding of the risk-return characteristics of listed property companies. 

Fortunatelyy these risk-return characteristics are well documented by a great deal of 

research.. Titman and Warga (1986) were the first to analyze the risk-adjusted performance 

off  a sample of US REITs for the period 1973-1982 using both single index (i.e., CAPM) 

andd multiple index (i.e., APT) models. Their results differ substantially depending on the 

modell  specification, however, in ranking the performance of individual REITs the choice 

off  model specification appeared relatively unimportant. Later studies like Chan, 

Hendershottt and Sanders (1990) and Ling and Naranjo (2002) have shown similar 

findings.findings. Since my study focuses on the cross-sectional variation of stock performance of 

listedd property71 wil l apply a single index model in combination with the most appropriate 

benchmarks. . 

Regardingg the risk and return characteristics of real estate development projects, academic 

literaturee is less abundant. Most of the existing literature relating to development activities 

focusess on the typical construction cycles within the real estate industry. Wheaton (1987) 

andd Grenadier (1995) documented that developers exhibit myopic investment strategies in 

thatt they tend to start new projects during favorable economic conditions. The underlying 

time-to-buildd lag, however, often causes the resulting new space to enter a market that has 

turnedd less favorable. These studies therefore imply that participating in property 

developmentt projects can increase a firm's exposure to the overall property cycle and 

increasee its market risk. 

Untill  today academic evidence on the explicit relationship between property' development 

andd the risk and return characteristics of real estate investment companies has been 

scarce.. Brounen, Eichholtz and Kanters (2000) have examined the issue for a set of US 

equity-REITss for the period 1993-1999. Using an APT-based risk adjustment model 

proposedd by Lit t and Mei (1999), they decomposed the risks of the REITs and 

documentedd proportional increases of the systematic risk component associated with the 

involvementt in development projects. After correcting REIT-stock returns for these 

differencess in the underlying risk profiles a modest outperformance remained for 

developingg REITs. In this chapter I extend their study by broadening the sample to at 

leastt one full property cycle and to five countries and by broadening the methodological 

approach. . 
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6.44 Data 

Inn my study I examine property companies listed in the five most important public 

propertyy markets in the world: The United States, Hong Kong, Australia, the United 

Kingdomm and France. I collect my universe of propertv companies for all five countries 

fromm the Global Property Research Database. Next, I assemble the monthlv total return 

seriess of all companies for the period Januarv 1987 through December 2000 using the 

Globall  Property Research Database as main datasource. To correct these series for 

fluctuationss in the risk-free rate of return I use the one-month Government Bond rate of 

thee corresponding countries. For my single index market model analysis I use two model 

specifications;; one in which 1 use the GPR-General National indices, indices which mimic 

thee performance of the property companies in my samples, and a second specification in 

whichh I use the broader MSC1 National stock indices. The GPR-index model wil l result in 

betass that are close to one and provides me with insights of the firms' real estate market 

risks.. The second, more common, MSCTspecification will result in lower individual betas, 

butt offers a distinction along the real "market" risk of each company in my samples. The 

necessaryy time series on the risk free rates of return and market indices were obtained 

fromm Datastream Advance and Bloomberg. To illustrate the cross-national variation in 

performancee over the sample period I plot the different market indices in Figure 6.1, 

whilee return information on a country-by-country basis is given in Table 6.1. All returns 

aree expressed in local currencies. 

Figuree 6.1 and the statistics in Table 6.1 both clearly illustrate the differences in 

performancee of the listed property7 markets in my sample. 

Tablee 6.1: Market statistics 

hihi this I'ahle, 1 report the market statistics of the national listed property markets from which the companies in my sample originate. '1'he Return data 
relaterelate to total ret mil ttnie series that are denoted in local ci/nencies. 

GPR-Generall  GPR-General GPR-General GPR-General GPR-General 

MeanMean Monthly Return 

MeanMean .Annual Return 

MonthlyMonthly Standard deviation 

MinimumMinimum Monthly Return 

MaxiwurnMaxiwurn Monthly Return 

USA A 
0.68"«, , 

8.48",, , 

4.08",, , 

-14.61",, , 

10.46"., , 

H H ongg Kong 
1.09",, , 

13.8"% % 

11.92",, , 

-36.09% % 

59.85""  n 

Australia a 
0.98""  „ 

12.40",, , 

4.43% % 

-12.59% % 

1172",, , 

UK K 
0.46% % 

3.62",, , 

5.90",, , 

-12.95% % 

13.83",, , 

France e 
0.22",, , 

2.63",, , 

4.45",, , 

-10.14% % 

10.84",, , 

Source:Source: Global Prnpert] Research 
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Figuree 6.1: The market developments for the period December 1987 until December 2000 based 

onn the GPR-General indices. (December 1987 =100) 

11 '  0 

19877 1989 199 1 199 3 199 5 199 7 199 9 

Source:Source: Ghibtil Proprrt) Research 

Thee Hong Kong market is famous for its volatile swings in returns, with strong booms in 

thee early- and mid nineties and an even stronger slump during the Asian crisis, which 

startedd in the summer of 1997. The French market represents the other end of the 

spectrum,, offering very modest and stable returns over the complete sample period. The 

Unitedd States market lies in between both extremes, offering a fairly stable return next to 

slumpss in the late eighties and nineties. 

Beforee I focus on the individual firm involvement in property development activities I 

brieflyy analyzed the underlying national property markets using international statistics. 

Thee construction figures published in the Market Profiles of the Urban Land Institute 

(ULI )) fear the sample period clearly show the cyclical trends that are common to the 

propertyy development industry. For all countries ULI reports high construction activity in 

economicc booms, while economic slumps are consistently associated with low 

constructionn figures. But besides a significant variation through time I also detect a 

distinctt difference in construction activity among the different nations in my sample. For 

Hongg Kong, for instance, I find an average construction-inventory ratio during the 
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samplee period equal to 5.95%, whereas the French ratio of 1.49% implies a significantly 

lowerr national property deyclopment activity. To explain this cross-national variation one 

needss to take differences in legislation and regional economics into account. When 

turningg from this national macro-perspective towards an analysis on a micro-level, by 

studyingg the construction activity of the individual companies in each sample, I detect 

similarr cross-national differences. 

Forr analyzing the relative weight of property development activities within individual 

propertyy companies I derive property development involvement ratios, which divide the 

bookk value of the development projects by total assets. The necessarv firm specific data 

torr this exercise were gathered from the annual report archive of Global Property 

Research.. Table 6.2 presents the aggregated results for the development involvement 

ratios.. In the next step of my analysis 1 categorize each company within its national 

samplee into one of three cohorts. I first take out all the companies that do not develop at 

all,, and classify them into the cohort called non-developing companies. Next I calculate for 

eachh country the average degree to which companies participate in development projects. 

II  then classify the companies that participate in property development to a level less than 

thiss national average in a category I call semi-developing companies. The remaining companies 

aree the ones that develop property to a scale that exceeds this national average and are 

thereforee classified as developing companies. The sample distribution across these cohorts is 

presentedd in Table 6.2. 

Thee national averages of these development involvement ratios vary in a manner that 

corroboratess with my previous findings regarding the national construction activities. 

Hongg Kong companies participate the most in development projects, whereas the French 

samplee contains the lowest average in this respect. For each cohort I then collect 

informationn on the size of the company, the debt ratio, and the underlying property type 

inn order to find out whether cross-sectional patterns in these factors between the different 

developmentt cohorts exists. Concerning company size 1 find in each market that the 

averagee size of property developing companies exceeds the size of non-developers. This 

mayy be due to the fact that property development requires a certain critical mass in order 

too create significant spin-offs. With respect to debt financing I find higher levels of debt 

forr developers than for non-developers in each sample except for the French. Property 

developmentt projects are typically financed using temporary construction loans, which 

eventuallyy are replaced by long-term loans after the project is finalized. This widespread 

usee of debt in the construction industry can possibly account for this difference in the 

overalll  debt-levels with respect to the development activities. 
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Tablee 6.2: National sample distributions 

InIn this Table. I report the sample statistics relating to the firms of each national sample. The Development ratios are defined as the ratio between the 
bookbook value of development projects and the firm's total assets. The market caps are denoted in mi/lions of L'SS as of September 2000. while the debt 

ratioratio are computed for January 2000. 

Cohorts* * 

Unitedd States 

Developing g 

Semi-Developing g 

Non-Deve lop ing g 

Hongg Kong 

Highlyy Developing 

Mediumm Developing 

Hardlyy Developing 

Australia a 

Developing g 

Semi-Developing g 

Non-Develop ing g 

Unitedd Kingdom 

Developing g 

Semi-Developing g 

Non-Deve lop ing g 

France e 

Developing g 

Non-Deve lop ing g 

A ' ' 

157 7 

48 8 

39 9 

60 0 

42 2 

12 2 

14 4 

17 7 

60 0 

16 6 

5 5 

39 9 

62 2 

20 0 

12 2 

30 0 

19 9 

6 6 

13 3 

Mean Mean 

DevelopmentDevelopment Ratio 

2.23% % 

6.02% % 

1.09% % 

0.00% % 

21.34%, , 

42.61% % 

20.08%. . 

4.85% % 

3.06'!» » 

14.72% % 

1.30% % 

0.00% % 

3.62% % 

10.88% % 

1.49% % 

0.00% % 

4.84% % 

15.33% % 

0.00% % 

Samplee Statistics 

Mean Mean 

MarketMarket Cap 

790 0 

900 0 

704 4 

575 5 

1.525 5 

2.919 9 

1.452 2 

724 4 

341 1 

426 6 

375 5 

248 8 

445 5 

475 5 

452 2 

426 6 

338 8 

SO7 7 

324 4 

Mean Mean 

Debt-ratio Debt-ratio 

0.55 5 

0.60 0 

0.53 3 

0.52 2 

0.32 2 

0.36 6 

0.34 4 

0.28 8 

0.25 5 

0.28 8 

0.18 8 

0.25 5 

0.39 9 

0.42 2 

0.38 8 

0.39 9 

0.40 0 

0.29 9 

0.46 6 

Developmentt cohorts are based on the average size of the companies' development activities. Companies in the Developing cohort 
participatee in development projects to an extend that exceeds the national sample average, Semi-developing are firms which do 
participatee in development projects but to an extend that is less than the sample average. The Son-Developing cohort contains 
companiess that do not participate in anv development pro|ects at all. For the Hong Kong sample an exception has been made 
sincee all companies are involved in development projects. Therefore 1 divided the Hong Kong sample up into Highly. Medium and 
HardlyHardly Developing cohorts, which are based on the national sample means plus and minus 1 standard deviation ot the development 
rano.. Due to sample size limitations I divided the l-'rench sample up into two cohorts, the Developing and the Son-Developing 
cohorts. . 

Sources:Sources: Global Property Research and Datastream 

Regardingg the underlying property type in which the companies in my sample are 

investingg I find results that are less robust across the different national samples. My 

resultss van7 strongly across countries and indicate that property companies focusing on 

retaill  property generally exhibit the most distinct preference for development 

involvement,, whereas recreational and industrial specialists hardly develop property at all. 

6.55 Methodology 

Inn my study I apply different approaches to compare the returns of property developing 

companiess with companies that do not participate in development. I start with a simple 
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comparativee analysis in which I derive and compare mean annual total returns for the 

differentt cohorts. I compare the average annual total returns of each category with the 

correspondingg market returns to quantify a plain relative performance. To give a first 

impressionn ot the differences in risk, I derive the corresponding mean standard deviations 

forr each cohort. By dividing the mean excess returns of a stock bv the standard deviation 

off  its total returns I derive the traditional Sharpe (1966) index: 

a, , 

Wheree R, is the average return of the stock, R/ is the risk free rate of return and O", is the 

standardd deviation of stock returns. Using the Sharpe index I offer a first glance of the 

risk-adjustedd return performance of the different cohorts. 

Thee simplicity- of the Sharpe ratio explains its popularity in daily practice but at the same 

timee causes vulnerability for biases43, and in order to adjust the returns for the underlving 

riskss in a more sophisticated manner 1 use the Jensen (1969) alpha. The Jensen alpha is 

thee difference between the mean total return earned by a stock and the equilibrium return 

thatt should have been earned by the stock given the market conditions and the risk of the 

stock.. In other words the Jensen alpha is the intercept in the regression of stock excess 

returnss on the market excess returns: 

a,=R,-(R,a,=R,-(R, + $i(Rm-Rl)) + ei (6.2) 

wheree R,„  is the average return on the market and p, is the sensitivity of stock's excess 

returnn with respect to the market excess return and z, is an error term. In effect, this 

modell  distinguishes between two types of underlying risks. First the systematic risk, 

representedd by the beta, which indicates the exposure of a stock to the overall market, and 

thee nonsystematic or idiosyncratic risk of a stock, which in principle could be diversified 

awayy from holding a market index portfolio. This nonsystematic risk can be quantified as 

thee standard deviation of the error term. 

Becausee of the cyclical nature of the construction industry one might expect that 

companiess involved in development projects to be associated with higher market 

sensitivitiess and therefore higher betas. Apart from analyzing the Jensen alpha, as a 

measuree for the risk-adjusted outperformance I therefore also derive Treynor ratios, 

whichh report the relation between the mean excess returns of a stock and its systematic 

^^ Sharpe's measure is based on the total risk of a stock. Subsequent research such as Jensen (1968) has proven the 
importancee of differentiating between diversifyable idiosyncratic and the non-diversifyable systematic risk of a stock. 
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risk: : 

TR,TR, = *LZ*L  (6.3) 

P. . 
Inn order to isolate the relationship between property development involvement and the 

riskk and return characteristics I perform multivariate regression analysis. These models 

relatee the observed firm alpha, beta and sigma to dummy variables that indicate the 

countryy of origin and to development involvement (DEV), the firm debt-ratio (DR) and 

firmm size (SIZE) as potential explanatory variables for cross-sectional variation. 

aall=c+y=c+y ]] COUNTRY+yCOUNTRY+y22DEVDEV + el (6.4) 

a,a, = c+y .COUNTRY +y 2DEV +y }DR+y 4SIZE + e, (6.5) 

fi^c+yfi^c+y COUNTRY+y2DEV + ei (6-6) 

^.=c+y^.=c+y .COUNTRY+y2DEV+y3DR+y4SIZE + Ei (6-7) 

G,=c+y.COUNTRY+yG,=c+y.COUNTRY+y22DEVDEV + ei (6-8) 

a,, =c+y ^COUNTRY+y 2DEV+y ,DR+y 4SIZE + e, (6-9) 

Inn the fourth and last phase of my analysis I focus on the operational profits of the 

companiess in my samples. Stock returns can be influenced by the sentiment of the general 

stockk market, but an alternative analysis in which I investigate the operational profits of 

thee property companies in my samples ensures results that arc free from sentimental stock 

markett effects. I measure the operational profitability of a company by analyzing the 

returnn on capital employed ratio (RCE). This ratio is calculated by dividing the sum of 

pre-taxx profits and interest charges by the net capital employed, which represents total 

capitall  emploved adjusted for short-term borrowings, future income tax benefits and total 

intangibles: : 

Pre-taxPre-tax Profits + Total Interest Charges 

RCHRCH = Net Capital Employed * 100% (6.10) 

Datastreamm Advance offers these RCEs over time for all national samples, except for the 

US,, for which I use a proxy by dividing pre-tax operating profits by total assets. 
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6.66 Results 

Afterr having identified which companies are involved in propertv development 

operationss I turn to the first phase of my performance analysis. In this phase I compute 

thee average annual total return for each cohort. For the sake of comparison I also state 

thee corresponding national sample average returns and compare cluster averages in order 

too derive relative performance. The results in Table 6.3 show that in each national sample 

II  find the highest average annual total returns for the cohort of companies that is 

involvedd the most in property development projects. In the United States sample, for 

instance,, REITs categorized as developers have outperformed the national mean with 

0.44%% per annum, on average. United States property companies that do not participate 

inn any development activities, on the other hand, have underperformed their peers with 

0.65%,, on average. 

Tablee 6.3: Comparative Analysis 

C o h o r t s' ' AverageAverage Annual 

TotalTotal Return 

Relative Relative 

Perfhrtttance" Perfhrtttance" 

Monthly Monthly 

StandardStandard Deviation 

Sharpe Sharpe 
Ratio'" Ratio'" 

Unitedd States 

Deve lop ing g 

Semi-Developing g 

Non-Deve lop ing g 

SampleSample Average 

8.42% % 

8.30% % 

7.33% % 

7.98% 7.98% 

+0.44% % 

+0.32% % 

-0.65% % 

3.^5% % 

3.39% % 

3.62% % 

MMo MMo 

0.13 3 

0.11 1 

0.10 0 

0.11 0.11 

H o ngg K o ng 

Highlvv Developing 

Med iumm Developing 

Hardlyy Developing 

SampleSample Average 

13.12% % 

10.50% % 

11.17% % 

12.27% % 

++ 0.85% 

-1.77% % 

-1.10% % 

13.75% % 

10.55% % 

11.47% % 

10.89% % 

0.08 8 

0.04 4 

0.04 4 

0.05 0.05 

Australia a 

Develop ing g 

Semi-Developing g 

Non-Deve lop ing g 

SampleSample Average 

1 2 J 1% % 

7.78% % 

8.49% % 

9.50% 9.50% 

++ 1.54",, 

-0.31% % 

-1.01% % 

13.97% % 

10.60% % 

11.17% % 

10.94% 10.94% 

0.18 8 

0.10 0 

0.08 8 

0.10 0.10 

Unitedd K ingdom 

Deve lon in? ? 

Semi-Developing g 

Non-Deve lop inc c 

SampleSample Average 

'7.58% % 

6.51% % 

6.37% % 

6.85% 6.85% 

+0.73""  n 

-0.34""  „ 

-0.48"/.. . 

. . 

8.33% % 

5.15% % 

4.73% % 

5.36% 5.36% 

0.08 8 

0.11 1 

0.09 9 

0.09 0.09 

France e 

Develonin?? 4.49% +0.39",,, 4- 4 2% °-04 

Non-Developinee 3-92U" -0.18"/,, 3-02" " °-03 

SambleSamble Averaee 4-J0%
 ;

 j - ? ?% 0M 
Developmentt cohorts are based on the average size of the companies' development activities. Companies in the Developing 

cohortt participate in development projects to an extend that exceeds the national sample average, Semi-developing are firms which 
doo participate in development projects but to an extend that is less than the sample average. The ^on-Developing cohort contains 
companiess that do not participate in anv development pro|ects at all. For the Hong Kong sample an exception has been made 
sincee all companies are involved in development projects. Therefore 1 divided the Hong Kong sample up into Highly. Medium arid 
HardlyHardly Developing cohorts, which are based on the national sample means plus and minus 1 standard deviation of the development 
ratio.. Due to sample size limitations 1 divided the ['"rench sample up into two cohorts, the Developing ,md the ?<an-Developing cohorts. 
""  Relative Performance is measured as the difference between the total return of the cluster and the national sample average 
* ""  The Sharpe Ratio is calculated by dividing the mean excess return by the standard deviation of the total returns. 
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Thee spread in relative returns varies across national samples, but is favorable for the 

developerss in each market, with Hong Kong and Australia exhibiting the largest spread in 

totall  returns.In order to take differences in volatility into account I also compute the 

monthlyy standard deviations, which represent the total risks of the companies involved. 

Byy dividing the monthly excess returns by the corresponding standard deviation of 

returnss I derive Sharpe indices for each company in my sample. By averaging these 

Sharpee indices for the different cohorts I obtain a first impression of the relative risk-

returnn characteristics of the development involvement clusters. The results as stated in 

Tablee 6.3 show that besides offering the highest average total returns, property-

developingg firms also offer the highest total risks. For each national sample I document 

thee highest average standard deviation for the property developing cohorts. After 

combiningg both the return and risk results into the Sharpe index I consistently find higher 

Sharpee index levels for developers than for non-developers, except for the UK, indicating 

thatt the developing property companies yield the highest reward for their volatility. This 

resultt indicates that even after taking the differences in total risks into account, property 

developingg firms tend to outperform their non-developing peers. However, in order to 

measuree the risk-adjusted performance of the individual property companies more 

accuratelyy I need to apply more sophisticated techniques like the Jensen alpha. 

6.6.11 Jensen Alpha 

Byy regressing the monthly excess stock returns on the corresponding excess market 

returnss I derive estimates for the alpha, beta and sigma of equation 6.2 for each individual 

companyy in my sample. I run each individual regression twice, first using the GPR-

Nationall  property indices as market index and repeat the exercise using the broader 

MSCI-Nationals.. I aggregate the coefficient estimates of both specifications along each 

cohortt to find out whether differences exist along development participation levels. The 

resultss of these efforts are reported in Table 6.4 and consistently show that developing 

companiess are associated with the highest risk-adjusted outperformances, the Jensen 

alpha,, in each of the national samples in both the MSCI-National and GPR-General 

specifications.. Furthermore the results also indicate that the intermediate cohort, 

representingg the firms that participate less in development projects, are consistently 

associatedd with Jensen alphas that exceed those of firms that do not develop property at 

all.. This result coincides with my previous Sharpe index outcomes. 
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VC'ithh respect to the variations in risk I first document significantly lower beta estimates 

forr my MSCI results, which corroborates with the notion that property shares exhibit 

relativelyy low market risk with respect to the overall stock market. Regarding the cross 

sectionall  variations in the risk parameters both the GPR-General and MSCI-National 

resultss provide the same patterns. With respect to firm's systematic risk, the beta, the 

resultss are most compelling. For each national sample I document highest beta averages 

forr companies that are involved the most in developing property. Moreover I also report 

thatt firms belonging to the semi-developing cohorts have higher betas than firms that do 

nott participate in propertv development at all. These cross-sectional patterns appear in 

bothh model specifications indicating that property-developing firms tend to be more 

sensitivee to swings in both the real estate and common share markets. In order to 

quantifyy the significance of the differences between these cluster averages I also 

computedd t-statistics that test equality7 in means between the developing and non-

developingg clusters. Table 6.4 shows that the GPR-General specifications offer the most 

significantt patterns in stock performance. 

Concerningg the firm-specific risk, the sigma, Table 6.4 shows similar but less consistent 

results.. Again both model specifications results in similar patterns in which the developing 

cohortss are associated with the highest estimated values, indicating that property-

developingg firms offer the highest firm specific risk. However, in most cases the t-

statisticss of difference show that these cross sectional patterns lack statistical significance. 

Thee combination of my results imply that property developing firms exhibit the highest 

sensitivitiess to both the overall stock and real estate markets, the systematic risk, while 

theirr firm-specific risk does not seem to be related to their level of property development 

involvement. . 

Inn all five national samples the spread in stock performance has decreased significantly, 

withh Hong Kong still containing the largest spread. In each sample the outperformance of 

thee developing cohort has decreased and the relative performance of the non-developers 

hass improved. The decrease of the spread in returns indicates that in each country at least 

aa part of the strong initial relative performance of the developing companies is due to the 

differencee in the underlying risk. In order to illustrate the ratio between the mean excess 

stockk performance and the underlying systematic risk I calculated and aggregated the 

correspondingg Treynor ratios for each cohort, as stated in Table 6.4. For most countries 

thesee ratio outcomes show that developing companies offer the highest excess returns per 

unitt of systematic risk. This pattern, however, lacks statistical significance and does not 

applyy to each sample, therefore this result should be handled with care. 
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T a b l ee 6 .4: Single index m o d el es t ima tes 
InIn this Table I display the aggregated results of my single-index model analysis. I present results regarding the C.APM coefficient estimates using both 

indexindex specifications, using historic monthly total returns far the period 1990-2000, 

A:: United States 
Benchmark k 

]ensenn Alpha 
Developing g 
Semi-Developing g 
Non-Developing g 

Beta a 
Developing g 
Semi-Developing g 
Non-Developing g 

Sigma a 
Developing g 
Semi-Developing g 
Non-Developing g 

R2 2 

Trevnorr Ratio 
Developing g 
Semi-Developing g 
Non-Developing g 

Mean n 

0.003 3 
0.003 3 
0.003 3 
0.002 2 

0.159 9 
0.205 5 
0.167 7 
0.114 4 
0.021 1 
0.021 1 
0.020 0 

0.021 1 

-0.197 7 

0.019 9 
0.054 4 
-0.561 1 

MSCI-USA A 

Median n 

0.004 4 
0.004 4 
0.003 3 
0.003 3 

0.153 3 
0.165 5 
0.158 8 
0.147 7 
0.021 1 

0.020 0 
0.020 0 
0.022 2 

0.038 8 
0.025 5 
0.027 7 
0.036 6 
0.018 8 

t-Test1 1 

difference e 

0.555 5 

1.387 7 

0.029 9 

0.874 4 

Mean n 

0.000 0 
0.001 1 

o.ooo o 
0.000 0 
0.998 8 
1.081 1 
0.985 5 
0.916 6 

0.028 8 
0.029 9 
0.027 7 
0.027 7 

-0.004 4 
0.007 7 
0.007 7 
-0.021 1 

GPRR General USA 

Median n 

0.001 1 

0.001 1 
0.001 1 
0.001 1 
0.994 4 

1.066 6 
0.957 7 
0.948 8 
0.O27 7 
0.027 7 
0.027 7 
0.027 7 

0.304 4 
0.007 7 

0.O06 6 
0.007 7 
0.007 7 

t-Test t 

difference e 

0.385 5 

1.812* * 

1.553 3 

0.832 2 

B:: Hong Kong 
Benchmark k MSCl-Hongg Kong 

Meann Median t-Test1 

difference e 

GPRR General-Hong Kong 

Meann Median t-Test 

difference e 

l ensenn A l p ha 
H igh lyy D e v e l o p i ng 
M e d i umm D e v e l o p i ng 
H a r d l y - D e v e l o p i ng g 

0.000 0 
0.007 7 
0.006 6 
-0.016 6 

-0.001 1 
0.010 0 
-0.001 1 
-0.012 2 

2.103--

0.000 0 
0.007 7 
0.007 7 
-0.016 6 

-0.001 1 
0.00 II 
-0.001 1 
-0.011 1 

2.241" " 

Betaa 1-116 1.-1»? 
H ieh lvv D e v e l o p i ng 1.368 1.485 
M e d i umm D e v e l o p i ng 1-094 1.055 
H a r d l y - D e v e l o p i ngg 0-983 Q.899 

1.751 1 

1.001 1 
1.154 4 
1.013 3 
0.848 8 

1.001 1 
1.078 8 
0.994 4 
0.847 7 

1.893" " 

Sigmaa 0-034 0.084 
H igh lyy D e v e l o p i ng 0.088 0.088 
M e d i umm D e v e l o p i ng 0.084 0.084 
H a r d l y - D e v e l o p i ngg 0083 0.084 

0.645 5 

0.102 2 
0.104 4 
0.103 3 
O.096 6 

0.097 7 
0.101 1 
0.094 4 
0.097 7 

1.121 1 

R̂  ^ 0.475 5 0.357 7 

T r e v n orr Rat io 
H igh lyy D e v e l o p i ng 
M e d i umm D e v e l o p i ng 
HH a rd l y -Deve lop ing 

0.030 0 
0.005 5 
0.008 8 
0.108 8 

0.009 9 
0.009 9 
0.009 9 
O.011 1 

0.859 9 

O.006 6 
0.005 5 
0.010 0 
-0.006 6 

0.010 0 
0.010 0 
0.009 9 
0.013 3 

0.695 5 

Thee t-statisuc measures the statistical significance of the difference between the means of the property developing and non-
propertyy developing clusters. T-stats marked with ' are significantly different from zero on a 90%-confidence level and t-stats 
markedd with " are significant at a > level. 

'' Development cohorts are based on the average size of the companies' development activities. Companies in the Developing 
cohortt participate in development projects to an extend that exceeds the national sample average, Semi-developing are firms which 
doo participate in development projects but to an extend that is less than the sample average. The Xon-Devekping cohort contains 
companiess that do not participate in anv development projects at all. For the ( long Kong sample an exception has been made 
sincee all companies are involved in development projects. Therefore I divided the Ffong Kong sample up into Highly, \\edinm and 
HardlyHardly Developing cohorts, which are based on the national sample means plus and minus 1 standard deviation of the 
developmentt ratio. Due to sample size limitations I divided the French sample up into two cohorts, the Developing and the \on-
IdevelopingIdeveloping cohorts. 
""  Trevnor Rado is calculated bv dividing the mean excess return by the corresponding beta. 

file:////edinm
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Tablee 6.4: Single Index model estimates (continued) 
hihi this Tahle I displci) the aggregated results of my single-index model analysis. I present results 
indexindex specifications, using historic month/) total returns for the period 199(1-2000. 

C:: Australia 

egardingegarding the C_-1P.\/ coefficient estimates using both 

Benchmark k 

Jensenn Alpha 

Develop ing g 
Semi-Developing g 
Non-Deve lop ing g 

Beta a 
Develop ing g 
Semi-Develop ing g 
Non-Deve lop ing g 

Sigma a 
Develop ing g 
Semi-Developing g 
Non-Deve lop ing g 

RR1 1 

Trevnorr Ratio 
Develop ing g 
Semi-Developing g 
Non-Deve lop ing g 

Mean n 

11.002 2 
(1.006 6 
(1.003 3 

(1.000 0 

(1.325 5 
0.348 8 
0.3""6 6 
0.305 5 

0.017 7 
O.O20 0 
0.012 2 

0.016 6 

0.026 6 
0.094 4 
0.037 7 

-0.002 2 

MSCI-Austral l 

Median n 

0.003 3 
0.008 8 
0.1)03 3 

0.(102 2 

0.344 4 
0.441 1 
0.354 4 
0.344 4 

0.013 3 
0.02(1 1 
0.011 1 

0.011 1 

0.115 5 
(1.016 6 
0.012 2 
0,028 8 
0.016 6 

a a 

t-Test1 1 

difference e 

1.998" " 

(>.431 1 

0.632 2 

1.585 5 

G PRR General-

Mean n 

0.000 0 

0.003 3 
-0.001 1 

-0.001 1 

1.022 2 

l.ro o 
1.002 2 
0 . 9" " 

0,015 5 
0.019 9 
0.011 1 

0.014 4 

0.006 6 
0.006 6 
0.014 4 

0.005 5 

Median n 

0.001 1 

0.002 2 
0.O00 0 

0.001 1 
I.05--
1.140 0 
1.069 9 
0,989 9 
0.012 2 
0.020 0 
0.011 1 
0.011 1 

0.3-5 5 
0.O06 6 

o.oir r 
0.008 8 
0.006 6 

Australia a 

t-Test t 

difference e 

1.389 9 

1.284 4 

1.198 8 

0.323 3 

D:: United Kingdom 

Benchmark k 

lensenn Alpha 
Develop ing g 
Semi-Developing g 
Non-Deve lop ing g 

Beta a 
Develop ing g 
Semi-Developing g 
Non-Deve lop ing g 

Sigma a 
Developing g 
Semi-Developing g 
Non-Deve lop ing g 

R2 2 

Trevnorr Ratio 
Develop ing g 
Semi-Developing g 
Non-Deve lop ing g 

Mean n 

0.009 9 
0.010 0 
0.008 8 
0.008 8 

0.400 0 
0.422 2 
0.403 3 
0.386 6 
0.024 4 

(J.024 4 
0.025 5 
0.024 4 

0.018 8 
0.041 1 
0.010 0 
0.008 8 

M S G - UK K 

Median n 

0.009 9 
0.012 2 
11.009 9 
O.0O9 9 

0.301 1 
0.409 9 
0.376 6 
0.3O4 4 

0.024 4 
0.024 4 
0.021 1 

(l.ii  125 
0.054 4 

0.017 7 

0.020 0 
0.009 9 
0.017 7 

t-Test' ' 

difference e 

0.929 9 

0.426 6 

0.057 7 

1.426 6 

Mean n 

0.001 1 
0.002 2 
O.0O0 0 
0.000 0 

1.0O6 6 
1.184 4 
1.048 8 
0.881 1 

0.033 3 
0.037 7 
0.033 3 
0.031 1 

0.003 3 
0.010 0 
0.O06 6 
-0.002 2 

GPRR Geners 

Median n 

0.001 1 
0.004 4 
0.002 2 
0.000 0 
1.032 2 
1.128 8 
1.084 4 
0.990 0 
0.034 4 
0.035 5 
0.033 3 
0.031 1 

0.259 9 
0.006 6 

0.006 6 
0.004 4 
0.007 7 

1-L'K K 

t-Test t 

difference e 

O.T O.T 

2.526" " 

2.843" " 

0.605 5 

11 The t-statistic measures the statistical significance of the difference between the means of the property developing and non-
propertyy developing clusters. T-stats marked with " are significantly different from zero on a 'Xr „-confidence level and t-stats 
markedd with " are significant at a 95"'n level.. 
Developmentt cohorts are based on the average size of the companies' development acuvines. Companies in the Developing 

cohortt participate in development projects to an extend that exceeds the national sample average, Semi-developing are firms which 
doo participate in development projects but to an extend that is less than the sample average. The Son-Developing cohort contains 
companiess that do not participate in anv development projects at all. Tor the Hong Kong sample an exception has been made 
sincee all companies are involved in development projects. Therefore I divided the Hong Kong sample up into Highly, Medium and 
}\ard!y}\ard!y Developing cohorts, which are based on the national sample means plus and minus 1 standard deviation of the 
developmentt ratio. Due to sample size limitations I divided the I :rench sample up into two cohorts, the Developing and the Xnn-
DevelopingDeveloping cohorts. 
""  Trevnor Ratio is calculated bv dividing the mean excess return hv the corresponding beta. 
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Tablee 6.4: Single Index model estimates (continued) 
InIn this Table I display the aggregated result; of my single-index mode! analysis. I present results regarding the CAPM coefficient estimates using both 

indexindex specifications, using historic monthly total returns for the period 1990-2000. 

E:: France 

Benchmark k MSCI-France e GPRR General-France 
Mean n Median n t-Test' ' 

difference e 
Mean n Median n t-Test t 

difference e 
Jensenn Alpha 

Developing g 
Non-Developing g 

Beta a 
Developing g 
Non-Developing g 

Sigma a 
Developing g 
Non-Developing g 

R2 2 

Treynorr Ratio 
Developing g 
Non-Developing g 

0.005 5 

0.006 6 

0.005 5 

0.136 6 

0.167 7 

0.122 2 
0.025 5 

0.026 6 

0.025 5 

0.030 0 

0.080 0 

0.014 4 

0.006 6 

0.006 6 

0.005 5 

0.144 4 

0.179 9 

0.098 8 
0.028 8 

0.029 9 

0.021 1 
0.046 6 

0.041 1 

0.057 7 

0.032 2 

0.554 4 

0.449 9 

0.032 2 

0.330 0 

0.001 1 

0.001 1 

0.001 1 
0.980 0 

1.69̂  ^ 

0.649 9 
0.024 4 

0.028 8 

0.022 2 

0.015 5 

0.080 0 

0.014 4 

0.001 1 

0.001 1 

0.001 1 

0.641 1 

0.728 8 

0.641 1 

0.022 2 

0.023 3 

(1.022 2 

0.174 4 
(1.014 4 

0.057 7 

0.032 2 

0.288 8 

1.910" " 

1.726 6 

1.064 4 
suee measures the statistical significance of the difference between the means of the property developing 
levelopingg clusters. T-stats marked with ' are significantly different from zero on a 911'"-confidence level a 

andd non-
andd t-stats 

11 The t-stati 
propertyy developing 
markedd with " are significant at a 95" i. lev 

'' Development cohorts are based on the average size of the companies' development activities. Companies in the Developing 
cohortt participate in development projects to an extend that exceeds the national sample average, Semi-dereloping are rirms which 
doo participate in development projects but to an extend that is less than the sample average. The Xon-Dereloping cohort contains 
companiess that do not participate in any development projects at all. For the Hong Kong sample an exception has been made 
sincee all companies are involved in development projects. Therefore I divided the Hong Kong sample up into Highly, Medium and 
HardlyHardly Developing cohorts, which are based on the national sample means plus and minus 1 standard deviation ot the 
developmentt ratio. Due to sample size limitations I divided the French sample up into two cohorts, the Developing and the Kon-
DetelopingDeteloping cohorts. 
*""  Treynor Ratio is calculated by dividing the mean excess return by the corresponding beta. 

6.6.22 Multivariate Regress ion 

Whilee discussing the market statistics I already noticed that developing companies are 

associatedd with larger market capitalizations and higher debt levels. In order to analyze 

whetherr the variation in stock performance is not a result of these cross-sectional 

differencess in debt financing and company size I need to control for such differences by 

performingg cross-sectional multivariate regression analysis. I run the individual alphas, 

betas,, and sigmas on the corresponding property development involvement levels44, debt 

ratioss and company size. I also add a country dummy in order to incorporate the 

observedd national differences. The regression output is presented in Table 6.5. 

444 Proper ty deve lopment invo lvement is measured as the rati< 

firm'sfirm's total assets. 

iff  the b o ok value of deve lopment pro jects and a 
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T a b l ee 6 .5 : C r o ss sec t ional regress ion results 
InIn this 'I able, 1 report the estimates of the parameters for the models 6.4-6.9. 1 hrst models rektt the observed firm alpha, beta and sigma to dnmm) 

variablesvariables that indicate the country "I  origin and to development involvement iDev.i. the firm debt-ratio and firm si~e as potential factors. 

A.lphaA.lpha Country Dummies Factors 

I S AA L K Hong Kong Australia Dev. Debt-rat io Size n R̂  

6.44 -0-001 0.0(11 -0.002 -0.001 0.013" 299 0.016 

(II  MK H;. ( (Mid i ) (0 .002) . (K11. f<i.<nr; 

6.55 0.004 0.005 0.001 0.003 0.013" -0.0(r" -O.OOl 268 o.(i3S 

(0.003,, (11.0(13) (o,(iii3j (0.003; oi.iMr) (o.on.l) (o.oolj 

BetaBeta Country Dummies Factors 

I S AA L'K H o ng Kong Australia Dev, Debt-rat io Size n R̂  

6.66 0.98"'" 0.984" 0.901" 1.001" 0.051" 299 0.011 

(0 .036,, (0.1154) (U.(i(>l) (i).()551 (o.o.Vi) 

6.77 1-064" 1.019" 0.954" 1.038" 0.488" 11.009 -0.U07 268 0.011 

(0.142)) (0.123) (0.143) (0.115) (0.31.17) (0.158) (0.018) 

Si?maSi?ma Country Dummies Factors 

1'SAA L'K Hong Kong Australia Dev. Debt-rat io Size n R-

6. 88 0.02" 7"  0.041 "  0.081' "  0.021 "  0.01 3 29 9 0.69 1 

(0.001 ))  (0.002 )  (0,003 )  (0.002 )  (0.010 ) 

6. 99 0.037 -  0.048 "  0.092 "  0.031 "  0.01. 3 0.00 4 -0.00 2 26 8 0.71 1 

(0.005)) (0.004) 10.0O5) (0,004) (0.009) (0.005) (0.001) 

StandardStandard eirnrs are 'jiten between brackets. 

AllAll  numbers marked ait/j " are statistically significant at a >"» confidence level ivbile numbers marked with ' are significant only at 10%. 

Althoughh my sample limitation hampers the statistical strength of my output, I document 

severall  interesting findings. With respect to the variation in individual alphas, property 

developmentt involvement appears to be a significant explanatory parameter. In both 

modell  specifications I document significant and positive coefficients for the development 

variable,, indicating that property development participations tend to increase the historic 

risk-adjustedd outperformance. Furthermore I report a significantly negative coefficient for 

firmm leverage, which implies that highly levered firms exhibit lower Jensen alphas. Firm 

sizee does not exhibit any significant relation with my outperformance indicator. 

Regardingg the firm's systematic risk I again document a significant positive coefficient for 

developmentt involvement, which supports my previous findings that pointed out that 

developingg firms exhibit the highest betas. When adding firm leverage and size into the 

modell  the significance of the development variables drops, which may be due to 

multicollinearityy since development involvement and firm leverage and size tend to van' 

together.. Although the coefficients lack statistical significance the signs of both firm 

leveragee and size coincide with standard literature. Leveraging the firm increases its 

exposuree to the overall market while size exhibits a negative relation with firm beta. 

Finally,, regarding the systematic risk my multivariate regression analysis yield littl e insight 

inn the cross sectional variation of the observed sigmas. All three the explanatory variables 
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lackk significance, but the signs again point in the intuitive directions. Both development 

involvementt and firm leverage display positive relations with firm-specific risk, while the 

relationn with company size is negative. Overall, my regression results confirm the nature 

andd strength of the relations between the stock performance and development 

involvement,, which I derived from the previous cluster analyses. 

6.6.33 Operational Profitability Analysis 

Inn this last section of my analysis I investigate whether participation in development 

projectss is also related to the operational profitability of a property company. All property 

companiess in my sample are publicly listed and traded on stock exchanges around the 

world.. These so-called real estate securities tend to behave alike with the common market 

sentimentt and this creates the possibility that the performance patterns I have 

documentedd so far are merely a result of market sentiment instead of fundamental 

differencess among the underling companies. Therefore I need to extend my analysis of 

thee performance analysis towards operational profits. In other words, the question is 

whetherr property companies involved in development activities actually generate higher 

operationall  profits than their non-developing peers do. In order to answer this question I 

analyzee the profit and loss accounts of the companies in my national samples and derive 

returnss on capital employed (RCE), the ratio of pretax profits and net capital employed, 

ass a measure for fundamental profitability. I gathered this annual profitability measure for 

eachh company in my sample for the period 1987 - 2000 from Datastream and present the 

periodicc means for each cohort in Table 6.6. 

Thee RCE-results in Table 6.6 exhibit steady fundamental profits of the property sector 

duringg the nineties, with one severe downturn in the Hong Kong sample in the late 

ninetiess due to the Asian crisis. For all the other country samples the operational 

profitabilityy of the property sector has been fairly stable, with national averages in the 

rangee of 6%-7%. The exception is the United States for which I used a RCE-proxy, by 

dividingg operating profits by total assets, resulting in slightly lower numbers. After 

separatingg these national samples into development cohorts I find higher profitability 

figuresfigures for the developing cohorts than the non-developers for each national sample in 

boomingg markets, and slightly less favorable profitability figures in weaker markets. This 

findingg coincides with my Jensen alpha analysis, which already revealed that the 

developingg companies entailed more systematic risk, indicating a stronger sensitivity to 

thee overall market conditions. 



Reall  Estate Securitization and Corporate Strategy 

Tablee 6.6: Fundamental Profitability Analysis 

Cohort t Annua/ Annua/ 
RCE' RCE' 

'8'877-'88 -'88 

Annual Annual 
RCE' RCE' 
'89-'90 '89-'90 

Annual Annual 

RCE' RCE' 

'9!-'92 '9!-'92 

Annua/ Annua/ 
RCE RCE 

'9'9 3 '94 

AnnAnn Kill 

RC1: RC1: 

'95'96 '95'96 

Annual Annual 

RCE RCE 
'97.-98 '97.-98 

Annual Annual 

RCE RCE 
'99-'99- '00 

Average Average 

RCE RCE 

ff 987-2000 

U n i t edd States2 

Develop ing g 

Semi-Developing g 

Non-Deve lop ing g 

Nat ionall  Market 

2.54% % 

2.28""  ,, 

4.66""  n 

1.47% 1.47% 

2.58% % 

2.24""  n 

3.82"«. . 

2.77% 2.77% 

2.39"'., , 

1.85".. . 

1.66%, , 

1.87% 1.87% 

3.(14"., , 

3.83",, , 

1.93":, , 

2.81% 2.81% 

4.03""  M 

3.63""  „ 

370%, , 

3.80% 3.80% 

3.80% % 

3.-8"» » 

3.2_"., , 

3.57% 3.57% 

4.16% % 

4.01",, , 

3.-6",, , 

3.97% 3.97% 

3.22",, , 

3.09",, , 

3.26"„ „ 

3.18% 3.18% 

11 l o ng K o ng 

Develop ing g 

Semi-Developing g 

Non-Deve lop ing g 

Nat ionall  Market 

--
--

-- -- 13.00""  n 

11.18% % 

6.62".! ! 

9.51",, 9.51",, 

972%, , 

10.28",, , 

6.18"„ „ 

8.12",, 8.12",, 

5.14"., , 

8.16% % 

4.02""  n 

5.53%, 5.53%, 

-2.2-% % 

1.32%, , 

-1.62",, , 

0.89% 0.89% 

6.40""  „ 

7.72% % 

3.80"., , 

5.84% 5.84% 

Aust ra l ia a 

Developingg - 7.02"., 8.18% 9.35% 8.18",, 

Semi-Developingg - 6.80"., 6.23",, 6.93"., 6.65",, 

Non-Developingg - - - - 8.82",, 7.04",, 6.36% 7.41*'-'.. 

Nationall  Market : - ; 7.95% 7.14% 7.14% 6.59% 

Unitedd Kingdom 

Developing g 

Semi-Developing g 

Non-Deve lop ing g 

Nat ionall  Market 

8 7 3% % 

5.87% % 

7 1 - %, , 

6.60%, 6.60%, 

7.63% % 

6.11% % 

6.20% % 

6.20% 6.20% 

790",, , 

7.45% % 

5.48%, , 

6.89% 6.89% 

77 69"» 

7.36",, , 

8.28% % 

7.89%, 7.89%, 

711%, , 

7.22%, , 

5.86""  „ 

6.57%, 6.57%, 

-.24",, , 

7.66%, , 

6.33",, , 

6.85%, 6.85%, 

6.81% % 

6.92% % 

6.1-",, , 

6.53% 6.53% 

7.59%, , 

6.94%, , 

6.50"„ „ 

6.79%, 6.79%, 

France e 

Developing g 

Semi-Developing g 

Nat ionall  Market 

5.83% % 

4.28% % 

4.96% 4.96% 

6.41% % 

5.87""  o 

6.10% 6.10% 

11.12% % 

788%, , 

8.96"/,, 8.96"/,, 

11.30% % 

5.45""  „ 

7.40% 7.40% 

9.(7"., , 

3.25"., , 

514%, 514%, 

726%, , 

4.40%, , 

5.37%, 5.37%, 

5.60%, , 

5.52°° n 

5.58% 5.58% 

8.. 08%. 

5.24%, , 

6.24% 6.24% 
11 The Return on Capital employed (RCK) arc collected from Datastrcam tor each individual company and averaged over each 
cohort,, and is calculated by duid ing the sum of pretax profits and interest charges bv the capital employed 
:: For the United States sample a RCE-proxy was used bv dividing operating profits bv total assets. Sourer: Datastniim. 

6.77 Conclusions 

Thiss chapter analyzed to what extend listed property companies around the world are 

involvedd in property development projects and whether the observed involvement 

patternss coincide with the variations in both stock and operational performance. I studied 

thee performance of 340 property companies from five international markets: the United 

States,, Hong Kong, the United Kingdom, France and Australia for the period 1987-2000. 

Forr each of these markets my results indicate that property development activities were 

mainlyy undertaken by companies with a market capitalization that exceeded the national 

average.. This could be due to the fact that property development activities require a 
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certainn critical mass in order to generate sufficient spin-offs. A second cross-sectional 

patternn I found in the five markets in my study was the relatively strong reliance on debt 

financingfinancing that was present among developing property companies. Listed property 

companiess involved in development projects exhibited a debt level that exceeds the 

nationall  average, which might be due to the common use of temporary loans in the 

constructionn industry. Moreover I noted that development participations are primarily 

undertakenn by property- companies that focus on retail property, and significandy less by 

companiess that focus on hotel or residential properties. 

Besidess these cross-sectional similarities I also documented differences in the size of the 

developmentt activities among the national markets. Development participations were 

mostt common and most significant in size in my Hong Kong sample and most rare in my 

Frenchh sample. These differences are partly due to differences in legislation that prohibit 

property77 companies from investing too much in property7 development projects. These 

regulationss are stricter in the United States than in Europe and Hong Kong. Besides 

differencess in regulation I also documented significant differences in the size of the 

property77 development industry within the underlying national markets. In Hong Kong, 

forr instance, property development forms a necessity in order to get access to good 

investmentt opportunities, because of the limited supply of existing property. In other 

marketss like Australia and the United States the property market is less tight, and 

thereforee the need to develop less apparent. 

Concerningg the stock performance I documented in each market that property companies 

involvedd in development activities outperformed both the overall market and their non-

developingg competitors. With respect to the risks I found a similar relation. Especially the 

systematicc risk of property companies appears to increase with the size of the 

developmentt activities. Combining these differences in return and risk I derived ex-post 

risk-adjustedd performance measures. In each market the initial outperformance of the 

developingg companies decreased resulting in a ven' mild but consistent risk-adjusted 

outperformancee for property developing companies. This result illustrates that part of the 

excesss performance of the developing property companies was commensurate w7ith the 

underlyingg risk. In order to abstract from the influence of the stock market sentiment that 

iss present in property stock returns, I also analyzed the underlying operational profits of 

thee companies in my national samples. By deriving capital employed ratios I obtained 

insightss in the operational profitability of the firms in my samples. This analysis resulted 

inn above-average profitability ratios for the developing clusters during economic booms, 

whilee in decreasing markets property developing companies were associated with the 
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lowestt relative profits. This variation in 

observedd difference in the systematic risk 

cohortss in each market. 
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markett sensitivity illustrates the previously 

profiles,, which is higher for the developing 


