KIMCO REALTY CORPORATION

A Stock Report by Team #2

Business Summary
By Leona Juranty

Martin Kimmel and Milton Cooper acquired their first shopping center in South Florida with little more than a handshake in 1961---thus starting a 40-year partnership called Kimco Realty. Kimco has become the nation’s largest publicly traded owner and operator of neighborhood and community shopping centers.

Kimco specializes in the acquisition, development and management of well-located shopping centers with strong growth potential. The company’s 520 properties are comprised of 448 shopping centers, 2 regional malls, 49 retail store leases, 17 ground-up development projects, in 42 states.  

Key customers include some of the strongest and most rapidly expanding retailers in the nation, Costco, Home Depot, Kmart, Kohl’s, Shopko, Target, Value City, Wal-Mart, Ames, Best Buy, Circuit City, OfficeMax and others. In Kimco’s business, much of the revenue is contractual. This means that if a retailer’s sales decline, it does not negatively affect the rent they pay under the lease agreement, or the value of Kimco’s properties.
We can break Kimco’s major businesses into three segments:

(1) The core ownership of 448 neighborhood shopping centers.

(2) Its real estate joint ventures which match Kimco’s expertise with third-party capital, thereby enhancing the company’s ROIC. Currently, KIM has entered into three such transactions including: 

· Kimco Income REIT (KIR:) Kimco has a non-controlling limited partnership interest (43.3%) in the Kimco Income REIT. This limited partnership was established between Kimco and various institutional players to invest in high quality retail properties financed primarily through the use of individual non-recourse mortgages.

· Joint Venture with G.E. Capital Real Estate: In October 2001, Kimco formed a joint venture with GE Capital Real Estate (GECRE) in which Kimco has a 20% interest. The purpose of this joint venture is to acquire established, high-growth-potential retail properties in the U.S. Kimco will be responsible for the day-to day management, redevelopment and leasing of the properties and will be paid for these services. In addition, Kimco will earn fees related to the acquisition and disposition of properties by this venture.

· RioCan (Canada): Also in October 2001, Kimco formed a 50/50 joint venture with RioCan to acquire retail properties and develop new assets in Canada. These acquisitions and developments are to be “sourced” and managed by RioCan and are subject to review and approval by a joint oversight committee. The oversight committee consists of individuals from both RioCan and Kimco. In 2001, the venture acquired a portfolio of four shopping centers in British Columbia for a combined purchase price of $108 million (U.S.), including the assumption of approximately $69 million (U.S.) in mortgage debt. Kimco also made an equity investment in RioCan through the purchase of 2.5 million units at a price of approximately $16.9 million.
(3) A series of operating business initiatives-which we believe are the core of Kimco’s future earnings growth--include such activities as merchant building (Kimco Developers), opportunistic investing (Kimco Select), and brokering dark retail space for existing retailers (Retail Property Solutions).
· Kimco Developers, Inc.: KDI is primarily engaged in the ground-up development of neighborhood and community shopping centers and the subsequent sale when the shopping centers are completed. KDI is currently proceeding on 17 new ground-up development projects within this new wholly-owned subsidiary.  The majority of these properties are rented prior to the start of construction.
· Kimco Select Investments: This 90%-owned subsidiary was formed in 1997 to provide the company an opportunity to make investments outside of its core neighborhood and community shopping center business.

· Retail Property Solutions:  The RPS subsidiary is the consulting arm of Kimco’s business collection. Montgomery Ward, Ames and Clover were all businesses where Kimco management had the foresight and vision to gain control of these entities through the bankruptcy process and create value through the real estate and leasehold rights within each of these organizations.  Its primary focus today is to help distressed retailers.
In addition, Kimco’s management is finding that many retailers are in need of property solutions generating from a number of areas. These include things such as (1) the retailer made mistakes with existing stores (i.e., needs to change the size and/or number of locations), (2) the retailer needs money to re-invest in its core business, and (3) the retailer wants to re-cycle capital from existing locations into new stores.

Given the present and expected turmoil in the retailing environment, Kimco’s management expects that its Retail Property Solutions business will be a significant growth driver for the company over the next several years. 
This information came from the Company’s 10K and Investor’s Packet.

REIT Industry Review

By Rose Prezkop
A REIT, Real Estate Investment Trust, is a company dedicated to owning, and in most cases, operating income-producing real estate, such as apartments, shopping centers, offices, warehouses and, some in cases, financing real estate.  Congress created REITs in 1960 to enable small investors to make investments in large-scale, income producing real estate.  This was done through a pooling arrangement that united the capital of many into a single economic enterprise that was geared to producing income from commercial real estate ownership and finance.

REITs had a very limited role for 3 decades because, in the beginning, they were only permitted to own real estate, but not operate or manage.  Also, at this time, the tax code made real estate investments tax-shelter-oriented by allowing tax payers to take interest and depreciation deductions to reduce taxable income.  Congress had designed REITs to create taxable income but did not permit them to pass losses to shareholders.  The REIT industry could not compete for capital against the tax shelter.

The Tax Reform Act of 1986 changed real estate investing by, first, limiting the deductibility of interest, lengthening depreciation periods, and restricting 'passive losses'.  Secondly, the act permitted REITs not only to own, but to also operate and manage most types of income-producing commercial properties. Even with these changes, REITs did not flourish because banks, insurance companies, pension funds and foreign investment (especially Japan), helped keep up the pace of real estate financing.  By 1990, the impact of the savings & loan crisis, the Tax Reform Act, and regulatory pressures on bank & insurance industries led to a depression in the real estate industry.  During the 90's commercial property values dropped 30% to 50% and credit and capital became unavailable.  Many private real estate companies realized that the best and most efficient way to access capital was through the public marketplace using REITs.  At the same time, investors decided it was a good time to invest in commercial real estate 

To be a REIT, a company is legally required to pay virtually all of its taxable income (90%) to its shareholders every year. A REIT has been able deduct the dividends paid to shareholders from its corporate tax bill so long as the company's assets were primarily composed of real estate, for the long term, and the company's income (75%) is mainly derived from real estate   
As of January 1, 2001, the REIT Modernization Act now permits prompt turnover of assets which eliminates the need for capital and still allows retaining after-tax earnings. Capital Gains can be deferred by purchasing and then selling a property within 180 days and re-investing proceeds into another property.   Tenant, rather than owner, is required to pay operational expenses, real estate taxes & insurance plus rent.
Like all public companies, REITs report the net income and earnings per share using generally accepted accounting principles (GAAP).   GAAP requires that commercial property owners depreciate their properties to zero even though they are well-located and maintained and continue to be valuable after 
30 or 40 years. Therefore, most analysts and investors consider this method of reporting net income inadequate because the large depreciation charges are believed to overstate expenses and understate earnings.  
In 1991 the National Association of REITs adopted FFO (Funds from Operations) as a supplemental measure of earnings.  FFO primarily adds back depreciation and real estate amortization charges to GAAP net income, excluding gains or losses from property sales.   There has been an industry-wide shift to this reporting. Current and historical FFO information can be obtained from company press releases and at company web sites. Value Line reports "rental income + other income" which has the GAAP earnings, excluding capital gains & losses 
One factor that investors need to consider when evaluating a REIT is dividend yield. Some investors like to have the steady income and are willing to pay ordinary income tax rates, rather than deferring taxes and paying long term capital gains taxes when sold.   The anticipated direction of interest rates is another consideration. When interest rates rise, the prices of REITs tend to go down if their current yield is less than bonds.  Also important is the dominant property type of the company's real estate holdings and its fundamentals.

Office REITs:   Affected when companies rethink the need for space
Lodging REITs (hotels):  Affected by lower leisure and business travel

Residential REITs:  Affected by unemployment; Record home sales cut into demand for apartments

Health Care REITs:  Driven by needs of aging populations

Industrial & Self-Storage REITs:  Space is a necessity even in recessionary times

Retail REITs:  Can remain stable due to strong retail sales, but affected by tenant bankruptcies. 

According to S&P, as of March 28th, REITs are segmented by the following property types:

20% office; 11% industrial/mixed; 20% residential; 20% retail; 8.1% diversified; 5.9% lodging/resorts;  4.9% health care; 4.1% specialty areas; and 3.2% mortgage.

Most of this information came from the National Association of Real Estate Investment Trusts (NAREIT), Standard & Poor’s (S&P), Better-Investing January, 2001, and Value Line.
News and Significant Developments

By Mike DeBenedetto
I completed a fairly extensive search of the most recent news on Kimco Realty dating back to early February of this year.  Most of the online news sources quoted the same news releases with few exceptions.  Highlights of those recent articles are as follows:

· April 25, 2002 (BUSINESS WIRE) Kimco announced that net income for its first operating quarter rose 8.6% to $60.9 million from $56.1 million for the same period last year.  First quarter funds from operations (FFO) rose 12%.  EPS hit the company’s target of $0.75 for the first quarter from $0.73 a year ago.

Leasing activity remained strong with 76 new leases signed.  The occupancy rate declined from 90.1% to 86.6%, believed to be related to the closing of stores belonging to two major customer companies (Ames Department Stores and Kmart).

Company acquisitions remained strong both in the United States as well as Canada and Kimco appears to be continuing the growth trend it has been famous for during the last 35 years.

· April 15, 2002 (BUSINESS WIRE) Kimco declares Class A preferred stock dividend of $0.48.4375 per share.
· March 15, 2002 (BUSINESS WIRE) Kimco declares common stock, Class B, and Class C stock dividends.  The common stock dividend will be 52 cents per share, Class B will be 53.125 cents per share, and Class C will be 52.345 cents per share.
This information was found on the internet.

The Financial Perspective 

By Lynn Ostrem

The basic REIT business model is easy to understand.  These are companies that buy real estate properties to rent or lease.  After they get their rental, management and leasing fees, and pay their mortgage payments, renovations and maintenance costs, they are left with Funds from Operations (FFO). This is used in lieu of earnings. 

REITs can increase their FFO by adding rents (by purchasing or building more properties), through managing properties for others, selling properties, and raising rents. REITs can lose money if tenants go bankrupt (like Kmart, Ames & Montgomery Ward), if property values decrease, or if interest rates increase.
From all the research, it looks like Kimco is a shrewd, successful, well-established, and well-respected industry leader.  They have grown from 126 to 520 properties, in 42 states, since their IPO in 1991, sporting a 10-year return of 554%.
For 35 years, the owners of Kimco have been buying distressed commercial properties and turning them around.  A sluggish economy that boosts vacancies also creates more buying opportunities for Kimco.

REITs have a federal tax-exempt status, provided they payout at least 90% of their net income.  They are still responsible for paying property taxes and certain state and local taxes.  The tax codes were amended and, effective January 1, 2001, REITs can hold their tax-exempt status, yet still participate in other “taxable” businesses.

Kimco, as with other REITs, has a complex debt system, with a mix of medium-term notes payable,

unsecured revolving credit facilities, actual mortgages and preferred stock.  Surprisingly, many of the properties are free and clear, as most of the notes payable are unsecured.

But relative to its peers, Kimco has a fairly conservative balance sheet.  With a total market cap of $4.975 billion, only $1.337 billion (27%) is debt and $.225 billion (4.5%) is preferred stock.  The fixed charge coverage ratio is 3.4x, good enough for an investment grade of A3 (Moody’s) of the senior unsecured debt.  Kimco is one of only three REITs of the 130+ REITs to have such a rating.

As of December 31, 2001, the Company’s single largest shopping center only accounted for 1.5% of annual base rental revenues.  During the same period, the 5 largest customers were Kmart (12.6%), Kohl’s (3.1%), Home Depot (2.5%), TJX Cos. (1.9%) and Wal-Mart (1.7%).

Kimco collects rent in two ways.  They either charge a flat-rate, or a percentage of sales.  Neither is reported until after it is collected.

In order to build capital for future growth, the company has had a series of stock offerings the last couple of years which have substantially increased their outstanding share count.  However, since REITs distribute more than 90% of their taxable income to shareholders, growth comes from new debt and, subsequently, new equity.  The key is to look at how that additional money is being allocated to new investments and whether the return on the new capital exceeds the weighted average cost of the capital (debt and equity) being issued.  So far, Kimco has done an excellent job at allocating capital.  And with Debt to Capital at 28% (as compared to 45% for the sector), Kimco has plenty of leg room.  
Aside from Funds From Operations (FFO) and Dividend Yield, which were mentioned earlier in this report, there is one more important industry-specific factor to consider when looking at REITs--Net Asset Value or NAV.  This is the current value of a REIT’s property holdings. Since property values are constantly changing, this number is a moving target. Just like mutual funds, REITs tend to trade at a discount or premium to their NAVs.  
Here is some current and historical information on Kimco and its industry (Retail REITs) as provided by Marketguide:

	Ratios
	Company
	Industry

	Dividend Yield
	6.53
	6.91

	Dividend 5 Year Growth Rate
	13.05
	11.15

	Sales - 5 Yr. Growth Rate
	22.75
	31.07

	EPS - 5 Yr. Growth Rate
	15.21
	12.17

	Capital Spending - 5 Yr. Growth Rate
	3.92
	4.54

	Total Debt to Equity (MRQ)
	0.70
	1.54

	Interest Coverage (TTM)
	3.68
	2.79

	Pre-Tax Margin - 5 Yr. Avg.
	44.13
	27.61

	Net Profit Margin - 5 Yr. Avg.
	43.31
	27.06

	Return On Assets - 5 Yr. Avg.
	6.55
	4.16

	Return On Investment - 5 Yr. Avg.
	6.87
	4.69

	Return On Equity - 5 Yr. Avg.
	10.17
	9.77


Institutions own 52%

Insiders own 12%

One significant outsider owns 7%

Insiders have only been exercising options this year.
Big selling occurred back in Oct & Nov when the price was at $49 (as compared to $32 today).
Merrill Lynch has calculated Kimco’s NAV at $27.00/share, a 20% premium to its Price/NAV ratio.
Morgan Stanley is figuring NAV around $32/share.  They say it’s a 23% premium to Kimco’s historical average.  

Troubled Clients:

Over the years, Kimco has suffered through temporary losses as some of its largest clients have gone through bankruptcy and reorganization.  In fact, the Retail Services Division, which provides consulting services to distressed retailers, was developed specifically to deal with these kinds of problems.  And while Kimco may be affected by the misfortune of others, it’s a double-edged sword.  Kimco gets to renovate its buildings and raise rents on leases that were otherwise locked in for long periods of time.  Here are some of the short-term challenges that Kimco is currently facing:

On January 22, 2002, Kmart filed for Chapter 11.  As of that date, Kmart occupied 69 locations representing 12.6% of Kimco’s rental revenues.  On February 1st, Kmart rejected 15 locations which represented approximately $16.3 million in revenues.  Now Kmart represents 8.7% of revenue.  On March 8th, they announced they would be closing an additional 284 stores of which 17 belong to Kimco.  If all are closed without being renegotiated, it would “temporarily” eliminate an additional $15.1 million in revenue.  Seven of those properties have mortgage payments totaling $5.6 million.  Worst-case scenario, earnings would drop $.15 per share or roughly 5%.

In August, 2001, Ames Department Stores also filed Chapter 11.  They occupied 28 locations which represents 2.4% of base rental revenues. Management is in the process of re-leasing these locations.
And, Kimco has exposure to 23 OfficeMax stores which account for 1.4% of base rental revenues.  OfficeMax has announced they will close 40 under-performing, stand-alone stores, but hasn’t reported which ones yet.

Future Considerations:

Gearing up to take advantage of the new tax codes, Kimco has been busy pouring the vast majority of its resources into new business ventures rather than wholly-owned properties.  Management believes that there are other related businesses in which its retail expertise can be put to use, but which requires less capital and provides the company with higher rates of return.

As recently as 1998, “other income” accounted for 4.1% of Funds from Operations (FFO).  In 2001, it accounted for 8.7%.  

These earnings will be of less quality than simply buying good old-fashioned rental property, but First Call analysts are projecting earnings at 11% for 2002 and 10% beyond.

Kimco has guided 2002 FFO 5% lower, due to worries about Kmart, but the stock dropped 10%, which has created a buying opportunity. Merrill Lynch is showing 2002’s FFO at $3.24; MSN says $3.04; Morgan Stanley says $3.06; and the company itself is guiding $3.02 to $3.10.

And for the next 5 years, the following earnings estimates were given:














Source



Kimco

Industry
MSN (Zacks)


12.5%

6.90%
Merrill Lynch


  9.0%

--

Marketguide 


15.2%

12.2%

Quicken 


8.80%

6.90%
This information came from the company’s 10K, Investor’s Packet, and other sites already listed in the report.  Help also came from investors on the Motley Fool REIT message board.
Earnings Estimates:
Mike also offered the following:


Source



Quarterly
Annual


Multex/Marketguide

$.75

$3.03


CNN/Money


$.75

$3.04


VectorVest


N/A

$2.84


Yahoo



$.75

$3.03


MSN



$.75

$3.04


CBS MarketWatch

$.75

$3.03
With the only exception of VectorVest (an estimate known for it extremely conservative estimates), Kimco has hit its projected earnings mark for this, it’s first quarter.  It appears to be well on its way to achieving its annual goal despite the anticipated loss of the K-Mart stores.  Its ability to sustain its projected growth rate appears to be based on its solid foundation of acquisition strategy.  
SSG Judgments

By Everybody
While the new businesses seem to be able to produce double-digit future growth, we chose to base our sales estimates on Value Line’s rental income numbers of 7-8%.  This should mitigate some of the uncertainty from the Kmart/OfficeMax fiascos.  We chose to use 11.4% for our estimated earnings because it was the average long-term consensus (rounded up).  If the new businesses do as expected, and if the Kmart/OfficeMax situations offer no additional surprises, these estimates will prove to be too conservative.

We chose the 5-year average high P/E of 17.8, and we chose last year’s low P/E of 12.6.  We did not modify the EPS, but we did choose to use the 5-year average low price, since this company has been so consistent.

The results provided a BUY recommendation at the current price ($32.49 as of May 3, 2002), with an upside ratio of 3.3:1 and an RV of 93.7%.  This also gave us a best-case-scenario return of 21.9%, and an average return of 19%.
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(The SSG will also be provided separately in the Team #2 Folder)
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