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ABSTRACT. This article discusses the main aspects of the Brazilian real estate market in
order to illustrate if it would be attractive for a typical American real estate investor to buy
office-building portfolios in Brazil. The article emphasizes: [i] — the regulatory frontiers, com-
paring investment securitization, using a typical American REIT structure, with the Brazilian
solution, using the Fundo de Investimento Imobilidrio — FII; [ii] — the investment quality at-
tributes in the Brazilian market, using an office building prototype, and [iii] — the comparison of
[risk vs. yield] generated by an investment in the Brazilian market, using a FII, benchmarked
against an existing REIT (OFFICE SUB-SECTOR) in the USA market.

We conclude that investing dollars exchanged for Reais [the Brazilian currency] in a FII with a
triple A office-building portfolio in the Sdo Paulo marketplace will yield an annual income and
a premium return above an American REIT investment. The highly aggressive scenario, along
with the strong persistent exchange rate detachment to the IGP-M variations, plus instabilities
affecting the generation of income, and even if we adopt a 300-point margin for the Brazil-Risk
level, demonstrates that an investment opportunity in the Brazilian market, in the segment we
have analyzed, outperforms an equivalent investment in the American market.

KEYWORDS: Foreign investments; Brazil; Office market; Currency risk; Monte Carlo simula-
tion

LEIDYKLA
TECHNIKA

1. INTRODUCTION

Funds allocated to investments in real es-
tate businesses tend to be conservative and
in general invested based on two determining
premises: regular homogeneous income and the
expectation of low fluctuations with respect to
the value of the real estate. In other words,
real estate investments tend to be on average
less volatile than other typical assets in capi-

tal markets such as stocks, hence the frequent
use of these investments to increase stability
in the portfolios strategy of diversification.

In less developed economies, these premises
may not prevail because, sometimes, even the
assets of the real estate market suffer from the
impact of market volatility and erratic macr-
oeconomic movements. Such economies tend
to jeopardize security concerns that determine
investment decisions in real estate. Since the
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15t and 224 quarters of 2006, there has been
increased speculation about the migration of
foreign investments to the real estate segment
of Brazil, mainly to construct office build-
ings. Nevertheless, even if you consider the
current liquidity in the world economy and the
natural trend that part of these funds should
seek for real estate markets, foreign investors
are reluctant to risk investing in this segment
of the Brazilian market.

The opportunity for foreign investors to
invest in the Brazilian real estate market
should be considered keeping in mind the
structural aspects we discuss in this article.
We also show medium-term projections for Sdo
Paulo office market indicators with the pur-
pose of comparing them to those of the United
States. Taking into consideration Newell and
Webb (1996), Geurts and Jaffe (1996) and Ste-
venson (2000), we can infer that the aspects to
be covered in assessing a foreign investment
opportunity to enter a specific economy in the
segment of real estate, should include analyses
of: [i] — the impact on the economy resulting
from the exchange rate for strong currencies
and the investment hedging cost, as pointed
out by Liu and Mei (1998) and Ziobrowski et
al. (1996, 1997); [i1] — regulatory boundaries to
understand investor protection; [iil] — the lev-
el of liquidity of investments in real estate as
permitted by the investment-sharing systems
present in the Brazilian economy; [iv] — the
strength of the secondary market to measure
the possibility of making use of this liquidity;
[v] the pattern of available information to in-
terpret the market’s behavior and [vi] — the
potential return on investments.

Macroeconomic aspects, which involve ex-
change rates and secondary market hedging,
are discussed in general terms. Special atten-
tion is given to: [i] — the discussion of regu-
latory frontiers, comparing a typical REIT
structure with the Brazilian FII [Fundo de
Investimento Imobilario/Real Estate Invest-
ment Fund], which in Brazil is the structure

most similar to an American REIT; [ii] — the
intrinsic quality of investing in office buildings
to let using a portfolio of hypothetical build-
ings from the Brazilian market and [iii]- the
comparison of risk vs. return on foreign invest-
ments in Brazilian office buildings to rent via
an FII, against the same type of investment in
the American market, in an office building —
REIT.

2. REAL ESTATE INVESTMENT
FUNDS IN BRAZIL

An FII is the typical structure available in
the Brazilian market for investment sharing
in real estate, which offers fiscal advantages
not found in other forms of securitization in
Brazil and whose structure differs from the
REITs in the American market, as described
in Young (2000) and Ambrose and Linneman
(2001). These investment pools focus on the
real estate market allocating resources to an
investment manager. All the financial op-
erations are regulated by the Rules for Fund
Operation, where they are registered and sub-
mitted for approval by the CMV [Comissao de
Valores Mobiliarios/Brazilian Securities Com-
mission], a government agency for regulating
capital market operations, which in some ways
1s similar to the American SEC.

The legal concept of FIIs created some re-
strictions with respect to real estate mainte-
nance, registration and transactions, as well
as to certain business-development activities,
which the FIls are free to carry out. These re-
strictions were relaxed by Federal Law 8.668
(1993), which governs the creation and opera-
tion of the FIlIs, and by CVM Instruction 205
(1994), which outlined the FII constitution, op-
erations and management, providing manage-
ment and operation norms in detail.

Law 8.668 (1993) defined that the opera-
tions (buying/selling of assets) and profit shar-
ing of FIIs is tax-free, which was not the case
earlier. Under current legislation, private
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investors are exempt as long as they comply
with certain rules of distribution such as not
owning more than 10% of the total shares in
an FII.

In Brazil, where high taxation can dis-
courage investing, the tax exemptions offered
to the FIIs and their investors are so many,
and so significant that other real estate-based
portfolio securitization solutions end up being
ignored, even if they present a more advanced
structural design than that of the FIIs. In
general, FII shareholders are only taxed after
shares have appreciated and been sold at a
profit.

Still, under Brazilian legislation, one can
set up structures of investment sharing in
real estate under concepts equivalent to those
of the REIT, using an SPE [Sociedade de
Propésito Exclusivo/Sole Purpose Company]
as the environment to shelter the portfolio
and attracting investors by means of shares of
mandatory dividend or perennial result-shar-
ing debentures. However, an SPE must pay a
tax on income and earnings, which leaves the
investment less attractive than a real estate
portfolio sheltered in an FII.

One other important difference between
FIIs and the American REIT lies in the leg-
islation covering management: [i] — FIIs must
necessarily be under the administration of fi-
nancial institutions rather than commanded
by an entrepreneurial type executive; [ii] —
the management of SPEs and REITSs is in the
hands of such individuals, see Young (2000).

This imposition refers to the entrepreneur-
ial skills that such an administrator of SPEs
and REITs should have in dealing with real
estate transactions whereas, financial institu-
tions, in the view of asset managers, deal with
investment products of high liquidity and vola-
tility while also working with investment pro-
tection and instruments of hedging. The man-
ager of an FII administers a portfolio having
little manager’s specialization, which, in real
estate deals, should stand out with respect to

specialized skills, not to financial management.
FIT administrators typically manage portfolios
having little or no flexibility in that the FII is
comprised of a single building. The adminis-
tration of such a portfolio does not involve the
dynamism of a continual change in portfolio
positions, but merely requires topical actions
and the administration of rental contracts
and leases. For example, at BOVESPA [The
Sao Paulo Stock Exchange] one can negotiate
shares of an FII, the portfolio of which com-
prises a single office building leased to Caixa
Econoémica Federal (a state-owned bank) for 10
years and with the tenant having the option
to renew for another 10. In cases like this, the
managerial skills required of the administra-
tor comprehend collecting and distributing the
monthly rental among the shareholders and
renegotiating the price, perhaps every 5 years.
The other FIIs listed at BOVESPA do not dif-
fer from such rigid patterns: they comprise of-
fice buildings (one per FII), shopping centers
(one per FII), and one of them has a hotel in
its portfolio.

Brazil’s real estate investment market will
only begin to encourage the funding of foreign
resources once the securitized formats for in-
vesting have more diversified portfolios for
leasing and the administrator has the author-
ity to buy, sell, renew and, in general, take
advantage of opportunities that strengthen the
portfolio.

We must note here that an FII, classified
as an investment condominium, is subject to
Brazilian legislation forbidding the use of lev-
erage. All investments require positions of
100% equity.

According to the register of CVM [Brazilian
Securities Commission], in September 2007
there were 67 FIIs in existence with each hav-
ing an average total net asset value of R$ 3.03
million reais (US$ 1.55 million dollars!). Most

1 Using the current exchange rate of 1 US$ = 1.95 Reais
(R$) — source: Brazil Central Bank (www.bcb.gov.br)
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of them comprising a single building and regis-
tered as funds with a restricted purpose.

The secondary market in Brazil is incipi-
ent, the number of FIIs negotiated on the
Stock Exchange being 24; these others are
restricted to non-regulated markets and are,
in reality, private investment funds belonging
to private groups. The net asset value of the
FIIs at Bovespa represented US$ 887 million
in September 2007, or 57.1% of the FII market
value.

In September 2007, NAREIT (2007) had
183 publicly traded REITSs registered on the
American market, with an approximate mar-
ket value of US$ 438 billion (Equity Mar-
ket Capitalization — EMC). Using the EMC
as reference, a medium-sized American REIT?
represents about 1.6 times the entire FII mar-
ket.

The value of the real estate investment
market represented by the 183 REIT's to which
investors have access on the American stock
exchange is 494 times greater than that of the
24 Brazilian FIIs negotiated at BOVESPA.

Another important aspect of the REIT port-
folio concept in comparison with the single
building securitization currently used by the
FIIs is that the EMC value of a medium-sized
REIT on the American market is about 100
times that of the net asset value of a medium-
sized FII in Brazil. The small size of FIIs may
be a drawback in that their ability to absorb
market fluctuations is quite limited whereas,
with larger more diversified real estate portfo-
lios, improving one’s position by acquisitions
or sales in order to increase profits is always
a real possibility.

The lack of attention developers have dedi-
cated to the system of attracting funds by way
of FIIs may be, in part, responsible for the
slow evolution of the Brazilian market. If we

2 In a simplified way, by dividing the EMC for the num-
ber of the REITSs, only to give a idea of the Brazilian
market size in relation to the American one.

consider the dimension and value of the REIT
EMC which is equivalent to 2.8% of the Ameri-
can GDP, this relation in Brazil would repre-
sent a market potential of R$60 billion, which
is nearly 20 times greater than the market’s
current appraisal. Illustrating the magnitude
of this potential is the region of Luiz Berrini
Avenue, where the total value of new triple A
office buildings does not exceed R$6 billion.

3. INVESTING IN A PORTFOLIO
OF OFFICE BUILDINGS

To indicate the investment quality of office
buildings on the Brazilian market, we will use
the following: [i] — let us consider a triple A hy-
pothetical building in the city of Sdo Paulo. In
general we can say that the variables (rental
values, prices, operational costs and vacancy
rates) attributed to the prototype come from
public databases and surveys conducted by the
Real Estate Research Group of the Polytechnic
School of the University of Sdo Paulo; [ii] — we
will set up a building portfolio with an expres-
sive investment value (foreign capital), shel-
tered in an FII, to offer investors the opportu-
nity to sell their shares at Bovespa; [111] — we
will deal with quality indicators which FII
shares should have. Later on, we will deal with
foreign-investment risks related to exchange-
rate fluctuations without hedging.

Considering that the investment is made to
build a portfolio to be placed on the second-
ary market by means of FII shares and that
this securitization structure is the one that
presents the least taxing impact for individu-
al (not corporate) investors, our speculation on
investment quality follows the phases shown
in Figure 1.

First, we produced analyses on investment
quality and then risk analyses for foreign in-
vestors in office buildings to lease in the Séao
Paulo marketplace. The two strategies em-
ployed:
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Figure 1. Investment movements, entering the FII and exit strategies I and II

[ I] - the more aggressive analysis (Figure
1) corresponds to the strategy of looking for
the quickest possible exit in which investors
develop the portfolio and sell the FII shares
to small and medium investors, while leaving
management in the hands of a specialized fi-
nancial institution.

[ IT ] — the more conservative analysis (Fig-
urel) corresponds to keeping the investment
for the entire 20 — year operational cycle.

The first quality analysis is in reais, fol-
lowed by an evaluation of the risk exchanging
the American dollar carries, used as reference
for foreign investment. This analysis does not
consider any eventual costs in transactions US
investors might have if they chose to invest in
Brazil.

The portfolio used as reference corresponds
to a set of 10 typical triple A buildings contain-
ing 10.000 square meters of ABR [Area Bruta
Rentdvel/Gross Leaseable Area — GLA] each,

the investment demand for acquisition being
R$ 609 million, including the FII structuring
costs.

The referential scenario for the 20-year
rental operational cycle comprises the pa-
rameters shown in Tables 1, 2 and 3. We can
see that all scenario variables are set within
boundaries, in which each variable fluctuates
randomly. Considering these limits, the indica-
tors will be presented at intervals, considering
laboratory samples, just like in Hughes (1995),
constructed from the exploration of multiple
scenarios with inflation and exchange rate
fluctuations. Actually, we are applying here
a Monte Carlo simulation in order to gener-
ate confidence intervals for the average of the
prototype portfolio’s rate of return aiming to
compare it with the returns of an American
Equity-REIT investment.

Table 1 contains the variables for calculat-
ing the expected rental revenue. The scenario

Table 1. Scenario for the operational cycle — rental prices

Year 1 Year 2 Year 3 Year 4 Year 5 Fluctuation
and so on of the revenue
Rental prices 68,00 72,00 75,00 77,00 80,00
in the market
Adjustment 0,850 0,950 1,000 1,000 1,000
Rental prices - 8%
considered for 57,80 68,40 75,00 77,00 80,00 +4%
(]

the prototype

Rental prices (monthly prices / m% GLA, in R$ mar-08)
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contemplates a conservative cycle of market
reorganization as well as the market insertion
of a likewise conservative portfolio, keeping in
mind that there is still a significant amount
of vacancy in the market (approximately 15%)
and that the absorption can only take place
if the Brazilian economy expands. Following,
in the Table 1, are the forecasts for the office
market overall performance in relation to Bra-
zilian economic growth.

The boundaries of fluctuation were set up,
not only in Table 1 but also in Tables 2 and 3
to allow us to generate lab samples with which
to simulate the rate of return volatility as the
market’s performance changes.

Table 2 presents the occupation rate pa-
rameters of a portfolio prototype building and
the FII accounts. All cost parameters listed in
the table come from the Real Estate Research
Group (2006).

The macroeconomic scenario in Table 3 is
based on the Brazilian TAER (Institute of Ap-
plied Economic Research (www.ipea.gov.br)

scenarios for the general Brazilian economy.
Two factors affect investment quality: [i] —
Brazilian reais are affected by inflation and
under Brazilian law rental contracts may only
suffer re-adjustments annually based on the
rate of inflation measured by the general price
index, (IGP-M); [11] — investments in U.S. dol-
lars are submitted to a second loss vector, in
that at present, the Real (R$) is overvalued
against the dollar.

We admit that a certain exchange discrep-
ancy will be compensated for in the next two
years and that, from then on, there will be a
recurring detachment from the exchange rate
to the IGP-M variation. The effects of inflation
and persistently increasing exchange rates
represent risks for foreign capital investment
in Brazilian real estate. For this, there are no
hedging mechanisms at accessible costs. The
dollar’s detachment from the Real places it in
the condition of an open risk vector, which we
will investigate later.

Table 2. Scenario for the operational cycle — occupation, costs, maintenance and upgrade

Year 1 Year 2 Year 3 Year 4 Year 5 Factor of
and soon fluctuation
considered
Deterministic scenarios with fluctuations
Market parameters 65% 80% 85% 87% 90%
Occupation rate considered 7504 850 95% 100% 100% - 9 points
(rented area / GLA) 0 0 0 0 0 +0 points
Market penetration result 1,154 1,063 1,118 1,150 1,112
Management costs 6,0%
of the FII
(% of the revenue)
Fluctuation (points) +2.0 +2.0 +2.0 +3.0 +3.0
-0.0 -0.0 -0.0 -0.0 -0.0
Vacant spaces cost 19.80 -5%
2 b
(R$/m* GLA/month) +10%
Maintenance and upgrade 3,5%

(% of the revenue)
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Table 3. Scenario for the operational inflation and exchange rate
Year 1 Year 2 Year 3 Year 4 Year 5
and so on
Annual inflation rate, IGP-M 6,0% 5,5% 5,0% 5,0% 5,0%
Fluctuation (points) +1.0 +0.5 +1.0 +1.0 +1.0
-0.5 -0.5 -0.5 -0.5 -0.5
Annual rate of detachment 7,0% 7,0% 1,0% 1,0% 1,0%
from the exchange rate
Fluctuation (points) +1.0 +1.0 +1.0 +1.0 +1.0
-2.0 -2.0 -0.5 -0.5 -0.5

The hurdle rate for small and medium sav-
ings perceived in the Brazilian market, seeking
income in safe homogeneous real estate flows,
is roughly 10% a year, effective above the
IGP-M. See Rocha-Lima and Alencar (2006).

In Table 4, we indicate the value of the FII
shares with the aim of identifying foreign in-
vestment quality when it chooses an earlier
The establishment of the
share market value is based on the basic case

exit (strategy I).

scenario (see Tables 1 and 2) and the imposi-
tion of a risk-protection level, reached by con-

structing a worse scenario than the referential
one (by using the fluctuation limits set up Ta-
ble 1 and 2).

An analysis of the portfolio behavior during
the 20 year operational cycle linked to the refer-
ential scenario and the 10% yearly hurdle rate
of return, as in Rocha-Lima and Alencar (2006),
revealed that the total present value of the FII
shares would be R$ 795,419 reais, which is
equal to R$ 1.3061 reais for each R$1.00 share
at the time of investment. The total investment
value at that time was R$ 609,000 reais.

Table 4. Balance sheet — acquisition, securitization and selling

Referential Hedged Offering
scenario value price
Total of the investment 609.000
Acquisition price 600.000
Costs for structuring the FII 9.000
Value to securitize 795.419 755.763 775.787
-5,0% -2,6%
Rate of return 10,00% 10,58% 10,28%
Offering costs (offering and promotion, -38.180 -36.276 -37.237
marketing = 4.80%)
Profit 148.239 110.487 129.550
-25,5% -12,6%

Values in R$ thousand mar-08
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If we add disturbances within the limits
of the scenario described in this analysis, at
the mark of R$ 755,763 reais, the share at
R$ 1.2410 reais, and in relation to the origi-
nal value of R$ 609,000 reais, investors would
have complete protection against the great-
est fluctuation visualized in the scenario . In
other words, under the most critical market
conditions3, one would still be able to obtain
in the 20-year cycle, an annual rate of return
equivalent to 10%. At this investment value, if
the portfolio behaved within the assumptions
presented in the basic case scenario with no
deviations, the annual rate of return would be
10.58%.

However, the Brazilian market does not
necessarily demand such high protection for
investments even though the shares may be
positioned at higher risks. The placement price
can be set for an average rate of return be-
tween 10 and 10.58% per year and included in

the prospectus for selling shares. We then use
the total worth of the shares, $ 775,787 thou-
sand that is equivalent to R$ 1.2739 for each
R$ 1.00 investment. This produces the result
indicated in Table 4 and the investors exit the
portfolio leaving the FII to the market.

4. INVESTMENT QUALITY, IN REAIS

If the investment in the portfolio is kept for
the 20-year operational cycle, the R$ 609,000
thousand reais investment made in setting up
the portfolio (the purchase of real estate and
structuring of the FII) would be able to pro-
duce an annual FII rate of return of 13.20%.
And even with the disturbances brought on
from penetrating the market, generating rev-
enue and inflation and with 90% reliability,
the referential scenario still indicates the rate
of return for the FII account would not drop
below 12,55%. Figure 2 illustrates a laboratory

12.65% 14%
"""""""""""""""""""""""""""""" 13%
12.60% 12%
(] D D D D 0
O O 0O O A
0,
05 m 0o O o U 0O .0 R
oou U= 0h ob g O
12.55% m 0 O 1 10%
O 0 O O
DD = O s "
12.50% {1 8%
%
12.45% 1 RR confidence interval (reliability of 90%) 6%
[ probality interval - 0% of the sample
[ laboratory sample forthe RR 5%
—+— rate of return (RR) in the referential scenario, with no disturbances (on the right)
12.40% 4%

Figure 2. A laboratory sample for the rate of return of foreign investment keeping the portfolio
for 20 years, in Reais

3 By using a Monte Carlo simulation approach and con-
sidering the lowest confidence interval border of the
sample.
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6% T :
0 2 3

5 ' 20
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Figure 3. Yield curve, in Reais

sample for this rate of return, obtained with a
Monte Carlo approach, showing the bounda-
ries of the confidence interval on the average,
when isolated behavior disturbances are made
to occur in each of the portfolio buildings?.

The investment in this portfolio, kept for 20
years, would present an annual income rate as
shown in Figure 3.

In the event that an investor decides to
sell his FII shares on the secondary market,
at the scenario price, and [i] — the ten-proto-
type building portfolio is set up in 20 months,
[i1] — it takes 5 months to structure and reg-
ister the share sale in the CVM and [iii] — the
share sale is liquidated in 12 months; we will
have more favorable indicators concerning in-
vestment quality. Using the parameters of the
referential scenario, the annual rate of return
on investment would be 19.67% for an invest-
ment cycle of 37 months, with the break-even
point in the 33" (thirty-third) month. Although
these assumptions may appear somewhat un-
realistic due to the nonexistence of a secondary
market for FII shares in Brazil, we think it

4 For the proposals of this study, we assumed that
the Monte Carlo simulation is sufficient to evaluate
risks.

is important to show what the rate of return
would be for the investor if it were possible to
sell the shares and exit the investment in a
shorter period.

5. INVESTMENT QUALITY,
IN US DOLLARS

As we mentioned before, the Brazilian capi-
tal market does not offer hedging mechanisms
at acceptable costs for medium and long-term
investments. Moreover, along with the high
cost of setting up the hedging mechanisms that
do exist, they suffer heavy taxation which in-
creases the costs even further, and neither are
they totally safe, bringing with them a certain
amount of risk. Consequently, any real estate
investment in Brazil would be subject to risks
resulting from the exchange rate.

We have demonstrated that the attractive-
ness rates perceived in the Brazilian market
for foreign investors in prime office buildings
are significantly higher than are those in their
home markets, Chua (1999). Even so, foreign
investors should compare the margins of profit
obtained from doing business in a developed
economy with those that the Brazilian market
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Table 5. Investment quality indicators — rate of return according to different strategies

Performance according to the referential scenario, without disturbances

Strategy 11

(stay),
20 years period

Strategy [
(enter and exit),
37 months period

Rate of return,% annual

Nominal in US$, without detachment
at the exchange rate

Nominal in US$, with detachment
at the exchange rate

19,67% 13,20%

13,93% 11,10%

Strategy I — invest, set up the FII and exit the investment;

Strategy Il — invest, set up the FII and stay, receiving the income.

feasibly offers to evaluate the risk/benefit quo-
tient.

As long as the exchange rate variation
remains linked to the rate of inflation as
measured by the IGP-M the rates of return
expressed in US dollars will be the same as
those mentioned in item 4. This can serve
as strategy to remain in the portfolio for the
20-year cycle or for setting up the portfolio and
liquidating the FII share positions before the
cycle has ended.

14%

Nonetheless, according to the scenario pa-
rameters described in Table 3, in the event the
exchange rate is no longer linked to the IGP-M
variation, the rates of return will drop to the
levels indicated in Table 5.

A permanent detachment from the exchange
rate, as we described in Table 3, indicates an-
nual income will trend in a downward-sloping
curve during the 20 years of the operational
cycle, fulfilling the strategy of remaining in the
portfolio (Figure 4).

13%

12% |

T )

10% J

9% /
8%

% —+— rate of return

—{— annual income/investment of USS 284 millions, taken into account the detachment from the exchange rate

[ annual income confidence interval (reliability of 90%)

6% ! T T T T T T T :
1 2 3 4 5 6 7 8 9

1'1 1é 1'3 1'4 1'5 1'6 1'7 1é 1'9 20
Year

Figure 4. Yield curve, in US dollars with exchange rate detachment
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6. DISTURBANCE IMPACT -
RISK ANALYSIS

By simulating the portfolio behavior to
market risks, along with the inflation rate and
operational management cost fluctuations, we
can build measurable lab samples with a cer-
tain degree of reliability. As mentioned before,
these bands of quality indicators or confidence
levels indicate the degree of risk for investing
in such Brazilian real estate portfolios.

Concerning foreign investments, which are
unprotected from exchange hedging, we must
still analyze the contingent severance from
the exchange rate with respect to the inflation
variations of Brazilian currency.

The simulations can lead to the production
of different lab samples suitable for analysis
from these risks, which in turn allow us to

present, in Table 6, how the rate of return in-
dicator fluctuates.

Now, we record the expected financial re-
turn, keeping in line with the two border strat-
egies for making foreign investments: [ I ] —
exiting as early as possible through the sale
of the FII shares after the portfolio has been
set up or [ II | — exiting later, at the end of the
20-year operational cycle.

The rates of return with behavior distur-
bances show border positions (in Table 6 we
show the average reliance interval taken from
laboratory samples) with a certain detach-
ment, but significantly above the hurdle rate
perceived in the Brazilian market, and surely,
much higher than the rates that you can re-
ceive from the American REIT market, used
as benchmark.

Table 6. Investment quality indicators — rate of return and pay back according to different strategies

Performance according to the referential scenario, with and without disturbances

Strategy 1
(enter and exit),
37 months period

Strategy 11

(stay),
20 years period

Rate of return

Effective, measured in Reais n

y (income generation)

Nominal in US$, with exchange n
rate detachment

y (income generation)
vy ( exchange rate )
y (combined effects)

Nominal in US$, without exchange n
rate detachment

y (income generation)

Pay back

Investment measured in Reais
Investment measured in US$, with detachment

Investment measured in US$, without detachment

% a year
19,67%
19,28%  19,31%
13,93%

13,57% 13,60%

14,17% 14,25%

13,81% 13,88%
19,67%

19,28% 19,31%

Month

33
34
33

13,20%
12,55%  12,56%
11,10%

10,49%  10,50%

10,96% 11,10%

10,38%  10,44%
13,20%

12,656%  12,56%

Year

8
9
8

Scenario without disturbance (n); Scenario with disturbance (y)
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Table 7. Investment quality indicators — annual yield according to strategy II

Performance according to the referential scenario, with and without disturbances

Referential With disturbances
scenario - -
on the income on the income
and exchange
Yield - investment in Reais
Year 1 7,15% 6,70%
Year 5 14,49% 13,56%
Average of 20 years 14,14% 13,42%
Yield - investment in US$, with detachment
Year 1 6,91% 6,48% 6,58%
Year 5 12,71% 11,89% 12,04%
Average of 20 years 11,44% 10,85% 10,64%

Following strategy II, maintaining the in-
vestment for the 20-year operational cycle, the
annual income behaves according to the pat-
terns in Table 7.

7. COMPARATIVE ANALYSIS

In Figure 5 we show the parameters found
in this analysis and the average performance
demonstrated by the NAREIT (2007), equiva-

14%

lent to the annual dividend yield received by
Office Equity REITs in the 1999-2007 (until
August) cycle. Using this cycle as a reference
we can see that the average income of Office
Equity-REITs has fallen. Therefore, instead
of taking the average income curve as a ref-
erence, we chose two references, the average
annual income cycle and the rate of return for
investors who entered and exited their posi-
tions within the cycle, thus creating a more

13%

12%

1%

10% [ Fll annual income (USS with detachment)
T yield of Office Equity-REITs (USA, market average, 1999-2006 period)

9%

—+— Fll rate of return

8%

™

-} yield of Office Equity-REITs (USA, 1999-2006 period)
—0— rate of return of Office Equity-REITs (USA, market average, 1999-2006 period)

I —

6% |

5% 0

m— ] R — |

Figure 5. Yield curve and rate of return, in US dollars with exchange rate detachment
and equity-REIT market indicators
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aggressive image. That resulted in an aver-
age annual nominal income in U.S. dollars of
6.70%5 and the rate of return, 6.37% observe
the Figure 5.

An investment, in U.S. dollars exchanged
for Brazilian reais, in an FII with a triple A
office-building portfolio in the Sdo Paulo real
estate market, even with the exchange rate
unprotected by the IGP-M and the devaluation
of the dollar, still yields an annual income and
rate of return on investment that far exceeds
those found in the U.S. market. We have not
taken under consideration whether or not, with
the detachment, the investor would consider
this investment and the risks that come with
it, worthwhile. That, in view of the Brazilian
risk index and the risks associated with the
migration of funds from a developed economy
to a developing one. This includes taxation and
aspects concerning liquidity. The obvious re-
ward, in the event of an affirmative response
to this question, is an FII and its average prof-
itability against that of the American Equity
REITs, presented in Table 8.

8. CONCLUSION

The objective has been to visualize the
amount of foreign interest there might be for
investing in the Brazilian real estate market.
To do this we have compared indicators taken
from behaviour assessment of an FII prototype
in the Brazilian market with those of Equity
REITs in the United States.

According to our analysis, there are two
basic opportunities for foreign investment in
the Brazilian real estate sector: [I] — Strate-
gy I — an intermediate-term investment and
[IT] — Strategy II, staying in the investment
for a long (20 years) operational cycle, while
earning revenue. There is yet, a third alter-
native, where the investor can remain on the
alert for an opportunity to exit later, before the
projected end of cycle. This can occur when the
exchange rate variables and the referential in-
terest rate permit financial results above that
of the income generated by the portfolio.

In even more aggressive scenarios, in the
segment we analyzed, investment opportuni-

Table 8. Investment quality indicators — Brazilian FII versus the NAREIT indexes

FII performance according to the referential scenario, with and without disturbances

Office Analyzed FII rates in the Brazil Analyzed FII rates
equity Brazilian market risk discounting Brazil-risk
}1{;391(;112[(}3?’ with without (3(')0‘5 with without
) exchange exchange points) exchange exchange
detachment detachment detachment detachment
Performance according to the referential scenario
Annual yield 6,70% 11,44% 13,79% -3,00%  8,44% 10,79%
Implicit rate of return  6,37% 11,10% 13,20% -3,00% 8,10% 10,20%
Income generation and exchange rate disturbances
Annual yield 6,70% 10,64% 13,12% -3,00% 7,64% 10,12%
Implicit rate of return  6,37% 10,38% 12,55% -3,00% 7,38% 9,55%

Nominal rates (% a year), in US$

5 This rate is even higher than the superior border of
the confidence interval obtained in a Monte Carlo ap-
proach when applied to the Office REITSs historic per-
formance.
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ties in the Brazilian real estate market outper-
form equivalent investments in the U.S. mar-
ket. Hostile factors include a strong persistent
devaluation of the U.S. dollar, exchange rate
detachment from the IGP-M variations and
disturbances in income generation. In addi-
tion, further exemplifying this investment op-
portunity, we even adopted a 300-point margin
for the Brazilian—risk index and still the Bra-
zilian FIIs outperformed Equity REITSs in each
case scenario.

The income fluctuations, displayed in Table
8, should be understood as the most depressed
hypothesis®, with a 7.64% annual yield in
the FII against 6.70% from the Office Equity
REIT-USA, and a 7.38% rate of return for in-
vestments in the FII against 6.39% obtained
from Office REITSs, as we see in Table 8. Even
within these limits, there is a competitive ad-
vantage in the Brazilian market compared to
that in the U.S., using the investment in an
Office Equity REIT as benchmark.
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SANTRAUKA
UZSIENIO INVESTICIJOS IR BRAZILIJOS NEKILNOJAMOJO TURTO RINKA
Joao da Rocha LIMA Jr., Claudio Tavares de ALENCAR

Siame straipsnyje aptariami pagrindiniai Brazilijos nekilnojamojo turto rinkos aspektai, siekiant nustatyti,
ar tipinis Amerikos nekilnojamojo turto investuotojas noréety isigyti Brazilijos biuru pastaty portfeli. Straips-
nyje akcentuojama: 1 — kontrolés ribos, lyginant investavima, kai paskolos paverciamos vertybiniais popie-
riais, budingoje Amerikos nekilnojamojo turto fondo (REIT) struktiiroje su Brazilijos sprendimu pagal Fundo
de Investimento Imobiliario (FII); 2 — investiciju kokybés bruozai Brazilijos rinkoje pagal biuru pastato
prototipa; 3 — investiciju 1 Brazilijos rinka per FII (rizikos ir pelningumo) lyginimas sugretinus su veikiancia
REIT (biury sektorius) JAV rinkoje. Darome isvada, kad investiciniai doleriai, FII iskeisti i realus (Brazilijos
valiuta) su ,Triple A“ biuru pastato portfeliu, San Paulo rinkoje duos metines pajamas ir papildoma graza,
didesne uz Amerikos REIT investicija. Kai scenarijus itin agresyvus ir vyraujantis kursas atskiriamas nuo
rinkos kainy bendrojo indekso (IGP-M) svyravimu, pajamos generuojamos nestabiliai, ir imama 300 tasku
rizikos lygio Brazilijoje marza, matome, kad musuy analizuotame segmente investicijos Brazilijos rinkoje
duoda geresnius rezultatus nei analogiska investicija Amerikos rinkoje.



