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Davenport Advisors Stock Fund 

 

November 1, 2012 

Update on the Fund:   

As of September 30, 2012, the total value of the fund was approximately $2,298,000.  The fund was 63% invested in stocks, 37% in 
cash. We started the year at $1,875,000 (adjusted for contributions/distributions), so for the first three quarters of the year the fund was 
up $423,000 or 22.6%.  
 
Davenport Advisors Stock Fund now has a Facebook page. “Like Us” to get periodic updates about the fund, if you don’t know how 
to “Like Us”, ask your kids. 
 
 
Fund Holdings by Industry: 

14.3% Apartment    25.8% Office 
11.6% Diversified REITs    3.2% Residential Related 
13.4% Hotel      16.6% Retail/Malls 
 2.4% Industrial      0.0% Retail/Strip Center 
 3.3% Mortgage REITs     9.4% Service/Operating Companies 
 

 
 

Top 5 Holdings: 

AIV -    Apartment Investment & Management  
BEE -  Strategic Hotels and Resorts 
CWH -  Commonwealth Properties  
GGP -   General Growth Properties 
MPG -   MPG Office Trust 
 
AIV: Apartment Investment & Management is one of the largest owners of apartments in the US.   AIV increased its quarterly 
dividend from $0.18 to $0.20 per share, an increase of 11%.   The fundamentals in the apartment sector are still good with most 
Apartment REITs continuing to report rent growth and high occupancies.  Another large, but privately held apartment owner, 
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Archstone, has filed with the SEC to go public.  Since the Archstone announcement, many of the apartment REIT stocks have been 
going down.  Possibly institutional investors are selling some of their stock in apartment REITs in anticipation of buying Archstone 
stock when it goes public.  (A little bit about Archstone: it was a publicly traded REIT which was purchased by Tishman Speyer and 
Lehman Brothers with financing from BofA and Barclays Capital in 2007 at the peak of the markets.  Despite the fact that Archstone 
has very high quality apartment portfolio, the deal was ill timed and turned out to be a spectacular bust for all involved. Now Lehman 
Brothers is trying to recoup some of its investment by taking the company public again). 
   
BEE:  Strategic Hotels and Resorts is a Hotel REIT specializing in luxury hotels such as Fairmont, Four Seasons, InterContinental and 
Ritz-Carlton. Strategic recently purchased the Essex House Hotel overlooking Central Park in New York City.  Strategic sold the hotel 
to Dubai Investment Company in 2005 for about $730,000 per room (per key in hotel speak).  Dubai subsequently spent about 
$150,000 per key renovating the hotel resulting in a total investment of about $880,000 per key.  Think of that, $880,000 - for one 
hotel room - just a room with a bathroom (and a view).  Strategic is now buying the 509 room hotel back from Dubai for about 
$685,000 per key.  They have already signed a long term management contract with Marriot Hotels, and the property will be 
rebranded as a JW Marriot Luxury Hotel. 

CWH:  Commonwealth Properties, is an Office and Industrial REIT, located in Newton, Ma. CWH owns a portfolio of 304 office 
buildings and 134 industrial properties throughout the country.  It also owns significant portions of several other publicly traded 
REITs including GREIT, SIR, etc. 

GGP: General Growth Properties is the second largest mall company in the U.S.  GGP’s largest shareholders are Brookfield Asset 
Management and Pershing Square Capital Management.  In August, Pershing Square’s Bill Ackman, who is known as a highly 
successful activist shareholder, publically called for the company to consider selling itself to Simon Property Group (SPG) the largest 
mall company is the U.S.  The stock jumped on the news and then settled back down when GGP’s board very quickly rejected the 
suggestion.  

MPG: MPG is an office REIT based in Los Angeles.  They are the largest owner of class A office buildings in downtown Los 
Angeles.   MPG has reportedly hired Eastdil Secured, a real estate investment bank, to find a partner or investor to help MPG pay 
down their debt or to buy the entire company. 

Trading during the Quarter: 

During the quarter we sold our position in PCL.  We traded in and out of TPGI. 

PCL:  Plum Creek Timber is one of the largest landowners in the U.S. They grow trees, harvest them and produce lumber, plywood 
and other wood products.  PCL pays about a 4% dividend.   We have bought and sold the stock several times. 

TPGI:  Thomas Properties Group is a diversified owner and developer of commercial properties based in Los Angeles.  We traded in 
and out of TPGI in the second quarter and we did so again in the third quarter.   

Comments: 

Dividends: Our fund realizes long and short term capital gains and losses and earns taxable dividend income each year.  Since the 
fund is structured as a Limited Partnership these taxable items flow through to each investor via a K-1 based on their partnership 
share.  We are considering paying a distribution roughly equivalent to 75% of the dividends the fund earns each year. Remember, as a 
partner in the fund, you are benefiting from the dividends whether they are distributed or not.  Similarly, the K-1 will report your 
dividend earnings whether we pay a distribution or not.   Please email or call us if you would like to express your opinion one way or 
another.  (dasf@davenportpartners.com or call John Davenport at (949) 631-5200)   

Homework: In our Quarterly Reports we talk a lot about Net Asset Value, NAV and NAV/share.  When trying to value REITs this is 
the measure we focus on most. What is a REIT worth?   What is a REIT worth per share of its stock?    
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It’s time to examine the concept of NAV.   

(Reader beware:  the following may feel a little bit like homework reading, so if you are not in the mood, just skip along)! 

A REIT is a company that owns and operates income producing properties.  The Net Asset Value is the Market Value of all of its 
properties and other assets less all of its liabilities and obligations.  If you compared a REIT to a person who owned a house, a REIT’s 
Net Asset Value is similar to an individual’s Net Worth. 

In simplest terms, the value of the REIT should be the sum of the market value of each of its individual buildings minus the mortgages 
on those buildings.   Of course, it’s more complicated:  REITs, like individuals, have other assets beyond the buildings, such as cash, 
stocks and bonds, and other investments and joint ventures. REITs have liabilities beyond the building mortgages such as corporate 
debt and lines of credit, taxes due, obligations to employees, construction bills yet to be paid, etc.  

Much of this information required to do an NAV analysis is disclosed in one fashion or another in the REIT’s quarterly reports, Form 
10-Q, filed with the SEC.  The challenge is how to find and interpret the data filed in the quarterly reports.  Form 10-Q cover page: 

UNITED STATES 

SECURITIES AND EXCHANGE COMMISSION 
Washington, D.C. 20549 

  

  

FORM 10-Q 
  

  
  
 QUARTERLY REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the Quarterly Period Ended June 30, 2012 
  
 TRANSITION REPORT PURSUANT TO SECTION 13 OR 15(d) OF THE SECURITIES EXCHANGE ACT OF 1934

For the transition period from            to             

Commission File Number: 1-13087 
 

 

The typical REIT Form 10-Q is 50 to 100 pages of fine print and includes Management’s Discussion and Analysis of the Financial 
Results, Balance Sheets, Income Statements, List of Properties, details of Mortgage Debt and much more. 

To determine the Market Value of a REIT’s properties we could look at the list of properties in the Form 10-Q, and then try to 
estimate the current value of each individual property, similar to what we do when we are thinking about a making an offer to buy a 
property for our affiliated company, Davenport Partners. When we do this analysis we are trying to determine two things:   

First, we are trying to estimate the net operating income (NOI) – the revenues minus operating expenses - that the property is likely to 
generate.  We study the rent roll and tenants’ credit, analyze the revenues and operating expenses, consider the age and functionality 
of the building and the likely need for capital improvements.     
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Second, we are trying to decide what return, what yield, we would want to achieve if we were to buy the building.  In real estate 
nomenclature the return or yield is called the Capitalization Rate, or the Cap Rate.  Determining Cap Rate is more subjective than 
determining NOI, it is based on other factors – all the subjective factors, the “fuzzier” factors – we compare the building to others in 
the local market, review the vacancy in the local market, guess at the likelihood of a tenant renewing or moving out when their lease 
expires, study the general market, job growth and economic trends, etc.    

 

For instance let’s imagine we are looking at a beautiful modern high rise office building on Park Avenue in Midtown Manhattan. We 
would really like to own this building.  We imagine how good it would look on the cover of our annual report. We covet it!  We dream 
about it!  

We ask ourselves: how LOW of an annual return on our investment would we be willing to accept to own this incredible property?  
Would we accept a 6% or 5% or even just a 4% annual return?   

Or let’s imagine we are looking at an older suburban office complex in Phoenix where market vacancy is in the 20%-40% range.  
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How HIGH of a return would we require to be willing to take on this older property in a risky market?  Would we be willing to take 
on the management headaches of owning the property at an 8% or 9% or even a 10% annual return?    

The formula we then use is:  Market Value or Purchase Price = NOI/Cap Rate. (We examined Cap Rates in our Davenport Partners 
2008 Annual Investor Report which you can access on our website www.DavenportPartners.com / Investor Relations / Annual 
Reports).  

In practice, we cannot tour every building a REIT owns.  So instead we look to the REIT’s financial reports to find one number which 
estimates the property level NOI for all of the buildings.  Some REITs report property level revenues and operating expenses, others 
report EBITDA (Earnings before Interest, Taxes, Depreciation and Amortization) which is a proxy for property level cash flow.   

We also have to pick a Cap Rate - the subjective number - based on the overall quality, age and locations of the properties.  We can 
also pick a Cap Rate as it applies to a REIT based on other subjective factors such as the reputation of a REIT’s management and its 
corporate governance, level of debt, its history of creating value through buying and selling or through developing buildings, etc.  

Once we have determined the market value of the properties, we then look at the other assets of the REIT, such as cash, or investments 
in stocks or bonds, joint ventures, accounts receivables, or even prepaid expenses.  If the REIT owns any land or has any 
developments under construction we value those too. Note, we try to value each asset at what it would be worth today if the company 
were to be liquidated.  Some assets may be discounted or ignored (i.e. goodwill). We then combine the total value of the buildings 
with the total value of all the other assets to get to the Total Assets.   

For Total Liabilities we add up all the debts such as mortgage loans on buildings, corporate debt, lines of credit, corporate taxes due, 
employee and other obligations and the amount required to buy back preferred stock.   

To calculate Net Asset Value, we then subtract the Total Liabilities from the Total Assets.   

NAV/share is NAV divided by shares outstanding.  The number of shares outstanding is not always so easy to figure out. As with 
most publicly traded companies there is common stock and employee stock options that can be converted to stock. Many REITs also 
have warrants (the right to buy stock at a fixed price) and operating partnership units (“OP Units”) (a Limited Partner interest in the 
REIT that can be converted to common stock).  These warrants and OP Units must also be taken into account. However, for some 
reason, warrants and OP Units are not disclosed alongside common stock in most SEC filings.  Instead we have to search through the 
footnotes of the SEC documents or Supplemental Reports that REITs sometimes publish. 

Presumably, a company’s stock price should be approximately its NAV/share.  If a company’s current stock price is less than its 
NAV/share, all things being equal, at some point the stock price should go up.  If the current stock price is less than the NAV/share the 
market is either - right and prescient in its knowledge that the company’s NAV/share is about to go down, i.e. the company is losing 
value - or the market is wrong and the stock is mis-priced.  Our goal is to find those companies whose stocks are mis-priced, those 
companies whose NAV/share are below their stock price and who are not losing value or doing poorly. 

Let’s compare two REITs that each own office buildings using numbers taken from their June 30th Quarterly Reports: 

 

FORMULAS AHEAD… 
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REIT Analysis Company A     Company B 

6/30/2012  6/30/2012 

(amount in 
thousands) 

(amount in 
thousands) 

Start with… 
Property Level NOI (or EBITDA)  $537,624   $1,101,288 

Divide NOI by…. 
Cap Rate ‐ Assumed  7.00%  7.00% 

Produces… 
Market Value of Owned Properties  $7,680,343  $15,732,686 

Then add… 
Cash, cash equivalents and securities  $138,805 $1,223,215 

Restricted Cash  $14,329 $32,253 

Rent Receivable  $236,001 $579,937 

Other assets  $228,562 $132,109 

Marketable Securities  $11,792 

Equity Investments in Public Companies  $180,237 $0 

Investments in Joint Ventures  $0 $282,206 

Undeveloped Land and Construction in Progress  $0 $1,211,397 

Sub total:  $797,934 $3,472,909

We are left with… 

Total Assets  $8,478,277 $19,205,595

Then subtract… 
Total liabilities  ($4,116,458) ($9,345,416)

Preferred stock  ($778,676) $0 

Produces… 

Net Asset Value (NAV)  $3,583,143 $9,860,179

Divide by… 
Total shares/o.p. units ('000's)  91,025  170,264 

Our result is… 

Net Asset Value Per Share $39.36 $57.91 
 

Assuming both REITs have roughly the same subjective factors, the Cap Rates should be about the same.  In the above calculations 
we used a 7% Cap Rate which is a typical Cap Rate applied to good quality, well leased office buildings. 

Company A is worth $39.36/share and Company B is worth $57.91/share.  The current stock price for each company is shown below: 

Valuation Measures Company A    Company B 

Cap Rate for Market Value of Owned Properties 7.00%    7.00% 

Current Stock Price per Share  $14.00    $108.00 

Net Asset Value Per Share  $39.36    $57.91 

Current Stock Price/Net Asset Value  36%    186% 
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Hmmm, that’s odd!  Company A is trading for 36% of its NAV, Company B trading for 186% of its NAV. 

We better take another look at the Cap Rate used to determine Market Value of the Properties.  Remember that Cap Rate is the more 
subjective factor – what yield does the investor demand or is the investor willing to accept - to own the properties.  And the Cap Rate 
as the denominator in the equation:  NOI/Cap Rate = Market Value, so small changes to Cap Rate effect the Market Value quite 
dramatically.  A higher Cap Rate lowers the market value and a lower Cap Rate raises the market value.  For instance $100/10.0% = 
$1,000 whereas $100/5.0% = $2,000. 

Company A owns both suburban and urban Class A and B properties all over the country.  Company B owns mostly Class A 
properties and quite a few “Trophy” buildings in major coastal urban markets. (Raise Cap Rate for Company A and lower the Cap 
Rate for Company B). 

Investors prefer REITs to be internally managed by executives and employees who have a significant portion of their net worth 
invested in the company.  Company A is externally managed and the owners of the management company are paid fees and have very 
little ownership in the REIT.  Company B is internally managed by executives with significant ownership stakes.  (Raise Cap Rate for 
Company A and lower Cap Rate for Company B).   

Company A has Debt to Market Capitalization of 61%, while Company B has Debt to Market Capitalization of 35%.  A lower debt 
leverage ratio is safer.  (Raise Cap Rate for Company A and lower the Cap Rate for Company B). 

Company A is a relatively passive owner, buying and managing mostly well leased stabilized properties.  Company B is a developer 
with a long history of value creation through entitling land and building super high quality projects. (Raise Cap Rate for Company A 
and lower the Cap Rate for Company B).  

We could go on and on focusing more and more on the individual buildings and digging in on each company’s pluses and minuses.  
But for now, let’s just raise the Company B’s cap rate from 7.0% to 8.5% (quite high), and lower Company B’s from 7.0% to 5.5% 
(quite low) and see what happens. 

 

Valuation Measures Company A    Company B 

Cap Rate for Market Value of Owned Properties 8.50%    5.50% 

Current Stock Price per Share  $14.00    $108.00 

Net Asset Value Per Share  $24.47    $83.11 

Current Stock Price/Net Asset Value  57%    130% 
 

Changing the Cap Rates resulted in Company A’s NAV going from $39.36 to $24.47, and Company B’s going from $57.91 to $83.11. 

Even with the quite large disparity in Cap Rates, Company A’s current stock price is still only 57% of its NAV/share. 

Let’s check a couple other things: 

Market Value of Properties/Square Foot  Company A    Company B 

Cap Rate for Market Value of Owned Properties 8.50%    5.50% 

Market Value of Owned Properties  $6,324,988     $20,023,418  

Total Square Feet of Portfolio   56,877,000    58,500,000 

Market Value of Properties/Square Foot  $111     $342  
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Company A’s properties are worth less than one third of Company B’s on a per SF basis, A’s look quite cheap, B’s look quite 
expensive.  That’s interesting.  Remember, they are both REITs that own office buildings but Company B’s properties are mostly 
Class A in major coastal urban markets.  With the financial and tech sectors growing again, that makes some sense, I guess. 

Let’s compare dividends: 

Dividend Yield  Company A    Company B 

Dividend/share  $1.00     $2.20  

Current Stock Price  $14.00     $108.00  

Dividend Yield  7.14%    2.04% 
They both pay a dividend, but Company A’s yield at 7% is three and one half times that of Company B. 

One more test.  Let’s adjust the Cap Rate for each company until the NAV/share = Current stock price. 

Valuation Measures Company A    Company B 

Cap Rate for Market Value of Owned Properties 10.00%    4.50% 

Current Stock Price per Share  $14.00    $108.00 

Net Asset Value Per Share  $14.05    $109.25 

Current Stock Price/Net Asset Value  100%    99% 
 

It takes a 10% Cap Rate (very high) to get to Company A’s current stock price, and a 4.5% Cap Rate (very low) to get to Company 
B’s stock price.  

Market Value of Properties/Square Foot  Company A    Company B 

Cap Rate for Market Value of Owned Properties 10.00%    4.50% 

Market Value of Owned Properties  $5,376,240     $24,473,067  

Total Square Feet of Portfolio   56,877,000    58,500,000 

Market Value of Properties/Square Foot  $95     $418  
 

At these Cap Rates, you are buying Company A’s nationwide portfolio of office buildings for just $95/sf and yielding a 10% return.  
That is really quite absurd!  We have never been able to buy well leased office buildings in the private market at that low price/sf and 
at a 10% return.   

 

Below are photos of typical Company A and Company B buildings. 
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                  Company A – Denver, Colorado       Company A – San Diego, CA 

 

 

                                  Company B - Manhattan       Company B – Washington D.C. 

 

 

So which Company do you buy?  Company A with the stock trading at 57% of its NAV/share and paying a 7% dividend? 

Or Company B with the stock trading well above its NAV/share and paying a 2% dividend.   

Company A offers fundamental value and higher current yield.  Company B offers the highest quality buildings, top notch 
management and the potential for more growth, but at a very low current yield. 

If you want to know which companies they are, grab a magnifying glass and look right here  

Or, please LIKE the Davenport Advisors Stock Fund page on Facebook, where you can find the answer in bigger printing.   
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Fund Details: 

As of September 30th we own 247,064 shares of stock in twenty seven companies, with a cost basis of $1,332,509 and a market value 
of $1,422,474.  During the third quarter of 2012 the fund received dividends of $9,777. 
 
We continue to have weekly conference calls among the partners of Davenport Partners during which we review stocks in the 
portfolio, consider new companies, review industry trends, etc.  Generally we have focused on buying good companies whose stocks 
are trading below their NAV/share.   

Please feel free to contact us if you have any questions, would like to find out more about the fund’s holdings or have a company 
whose stock you think we should consider buying. 

Fund Philosophy 

Invest in real estate related stocks.  Real Estate Investment Trusts (REITs), Real Estate Operating Companies, Land and Natural 
Resource Companies, Hotel Companies, Banks, Lenders, Mortgage Companies, Retailers, Diversified Companies with real estate 
holdings, Construction Companies, Private Equity companies oriented toward real estate.   Investments could include special 
situations, often illiquid stocks, companies in bankruptcy, or real estate stocks not widely followed by analysts or institutions or real 
estate sectors which are currently out of favor and/or not widely traded.   

Key Information 

Inception:  August 1, 2009 
Manager:   John Davenport 
Fees:  1%; 20% performance fee with Hurdle and High Water Mark  
Minimum Investment:  $10,000 initially, no minimum for additional investments  
Timing:  Initial and additional investments submitted at any time become effective at beginning of the next quarter 
Liquidity:  Withdrawals at year-end  
Broker:  Charles Schwab & Co. 

Disclaimer  

Past performance is not an Indicator of future performance. Please read the subscription materials before Investing. 

     


