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“The’ stock for a zero rate world

Our job is to find valuation anomalies — that is, businesses which are incorrectly priced. Check
this out: a regulated business with very secure inflation-beating income streams and a dominant
market position in one of the world’s leading economies, whose auditors are continuing to
discount its assets off a lofty 5.8% discount rate. Meanwhile, its own Government’s 10 year bonds
today yield just 0.15%! The resulting audited valuation of its assets (which the shares trade at)
corresponds to only half of their likely replacement cost and the same valuation discounts minimal
rental growth — well below recent trends. Oh, and its borrowing costs are falling materially too!

The business is VVonovia, the largest owner and manager of residential property in Germany (and
one of the largest in Europe) with some 350,000 residential units for rent. Please do not switch
off — the German property market is completely different from the UK market — in a good way.
In short, it is highly regulated thereby ensuring a closer match between supply and demand than
most markets and therefore enjoys rents that are far more predictable. We suggest that VVonovia
is a very-undervalued asset — one to own in a ZIRP world!

Fig.1: Auditors differ! German discount rates vs. Bund yields
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Source: Company reports, Bloomberg
Three anomalies
We are not property investing experts (except at dinner parties) and there are a lot of nuances to
keep the specialists busy on this business. That said, three anomalies prompt our interest:

e Anomaly #1: Vonovia’s enterprise value trades at c.1x its portfolio Fair Value (FV).
But (and it’s a big but), that FV is calculated with a 5.8% discount rate. We suggest this
discount rate will fall in time (and its FV will rise) as investors correct this anomaly. By
contrast, Germany pension liabilities today use discount rates of ¢.2% (as per Fig.1)

e Anomaly#2: Vonovia’s FV is, according to the company, ¢.66% of its replacement
cost est (ex land). We postulate it is only 50% of replacement cost including land.

“It starts and ends with replacement cost because that is the ultimate game” -
legendary US real estate investor Sam Zell
e Anomaly #3: The subtlety of a regulated rental market is that average rental income is
a function of the duration of existing tenancy agreements.
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Long-standing tenants are incentivised not to move as their rents are materially lower
than the rate for new tenants. This fact, combined with investments in modernisation
(which allows for rent increases), and events like death of long standing tenants gives a
tailwind to rental growth. Last year rents grew 2.9% which looks a sustainable rate — yet
the FV valuation assumes only a 1.1% market rent growth — another anomaly.

The big picture on Vonovia

We understand why many of you might be reluctant to spend time researching a German
residential property business. The good news however, is that whilst the German property market
is indeed complex for most of us used to unregulated housing markets, we see this asset mispricing
as more to do with accountants’ treatment of valuing asset prices than it is about understanding
the nuances of German rental regulations.

Unlike here in the UK, most German residential property is rented from longstanding landlords —
far more than most countries — hence it is quite an illiquid market by most standards. This
illiquidity in turn means the auditors of landlord companies have not altered the discount rate used
while market interest rates have plummeted in recent years. Thus we suggest, they are using a
too-prudent discount rate on these very predictable cash flows in deriving a portfolio fair value.
This strikes us as an anomaly and because the listed company’s enterprise value tracks closely to
the fair value of its portfolio, leads us to conclude that \Vonovia is a mispriced asset. Especially
mispriced in a world of zero interest rates!

In the bygone days of 10 year Bunds yielding 3.5% to 5.5% (i.e. most of decade leading up to the
Great Financial Crisis), it would have been sensible to discount property rents at ¢.6%, the rate
used by the valuers since they started applying a DCF methodology to value Vonovia’s portfolio
in 2013. However in the intervening years many other assets have been re-priced. It is this auditor
psychology and inertia that is interesting to us. We see auditor behaviour in many other industries
like banking or insurance that might be a function of the preceding cycle and it is our job as
analysts to judge whether their assumptions are too optimistic or too prudent. Fig.2 below shows
that Vonovia’s auditors take a very, very, prudent stance — not just on discount rates but also on
‘rent increases’ etc..

Fig.2: Vonovia’s Internal €24bn valuation assumptions...are very, very, prudent

Valuation parameters Auerage Holland Comment
Management costs residentia € 252 per reskdential it pa.

Ongaing maintenance costs residentia £10.11 per m® p.a.

Apariment iImprovement costs for reletting €3.31 per m* pa.
Maintenance costs total £13.41 per m® p.a.
Cast Increasa/Inflation 15%p.a.
Market rent € 6.28 per m* pa.
Market rent Increase ]}‘!\. p.E._._._.' = compounded 2.6% 2010-2015
Stabiized vacancy rate 27%
Discownt rats (s8% ) ~ DB pensionfund isc2%
Capitalized Interest rate A7 %

Source: Vonovia 2015 annual report, Holland Advisors
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Disclaimer

This document does not consist of investment research as it has not been prepared in accordance with UK legal
requirements designed to promote the independence of investment research. Therefore even if it contains a research
recommendation it should be treated as a marketing communication and as such will be fair, clear and not misleading
in line with Financial Conduct Authority rules. Holland Advisors is authorised and regulated by the Financial Conduct
Authority. This presentation is intended for institutional investors and high net worth experienced investors who
understand the risks involved with the investment being promoted within this document. This communication should
not be distributed to anyone other than the intended recipients and should not be relied upon by retail clients (as defined
by Financial Conduct Authority). This communication is being supplied to you solely for your information and may
not be reproduced, re-distributed or passed to any other person or published in whole or in part for any purpose. This
communication is provided for information purposes only and should not be regarded as an offer or solicitation to buy
or sell any security or other financial instrument. Any opinions cited in this communication are subject to change
without notice. This communication is not a personal recommendation to you. Holland Advisors takes all reasonable
care to ensure that the information is accurate and complete; however no warranty, representation, or undertaking is
given that it is free from inaccuracies or omissions. This communication is based on and contains current public
information, data, opinions, estimates and projections obtained from sources we believe to be reliable. Past performance
is not necessarily a guide to future performance. The content of this communication may have been disclosed to the
issuer(s) prior to dissemination in order to verify its factual accuracy. Investments in general involve some degree of
risk therefore Prospective Investors should be aware that the value of any investment may rise and fall and you may
get back less than you invested. Value and income may be adversely affected by exchange rates, interest rates and other
factors. The investment discussed in this communication may not be eligible for sale in some states or countries and
may not be suitable for all investors. If you are unsure about the suitability of this investment given your financial
objectives, resources and risk appetite, please contact your financial advisor before taking any further action. This
document is for informational purposes only and should not be regarded as an offer or solicitation to buy the securities
or other instruments mentioned in it. Holland Advisors and/or its officers, directors and employees may have or take
positions in securities or derivatives mentioned in this document (or in any related investment) and may from time to
time dispose of any such securities (or instrument). Holland Advisors manage conflicts of interest in regard to this
communication internally via their compliance procedures.



