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Background

Status of Guidance

AREF has consulted members twice on the issue of expense ratios: first in late 2007,
and secondly during November 2008. Feedback was considered by the Code of
Practice Sub-Committee and its recommendations were approved unanimously by the
AREF Management Committee on 9" December 2008 for application by member funds
for periods ending on or after 1% January 2009.

This guidance will be included within the published Code of Practice in due course. In
the meantime, this document will be published on the AREF website for members to
view.

The Code of Practice Sub-Committee will review the application of the guidance at the
end of 2009, and where member funds believe further clarity is required on particular
issues, feedback should be directed to Sarah Bryson (sbryson@aref.org.uk). For
information, the members of the Sub-Committee are set out in the table below.

Chris Mathew Hermes

Emily Mousley Hermes

Andrew Dewhirst ING

Stafford Biddulph Rockspring

Deborah Lloyd Nabarro

Ludo Mackenzie Henderson

Fiona Rowley PRUPIM

Gawain Hughes CMS Cameron McKenna
Application

The guidance applies to all AREF member funds and publication of fee metrics will be a
requirement of the Code of Practice in 2009. Some members of AREF are authorised
funds, and these must follow FSA rules on the preparation of expense ratios. For real
estate funds the rules have been interpreted by the IMA, and for authorised funds the
FSA'’s requirements take priority over the framework set out in this paper.

In some cases application of some parts of the framework set out in this paper may
prove difficult for some funds as there is unlikely to be a ‘one size fits all’ solution given
the diverse nature of the AREF membership and different manager approaches to the
calibration of fees. Where there is doubt over the allocation of costs that are material,
member funds should make decisions based on the clarity and transparency for the
users of the information, and make disclosures as appropriate to help users of the
information understand the rationale for the particular allocation decision.




Approach

This paper reflects three core requirements as follows.

1. Consistency

= Between asset classes so that a real estate Total Expense Ratio (TER) is
comparable with those published in other asset classes.

= Between real estate funds using this framework, the guidance must be
robust in order to ensure consistency in application.

= With other industry guidance (IMA & INREV) but reflecting points of
difference that may be appropriate for AREF member funds.

2. Transparency — that the wider metrics provide transparency on the costs of
running a fund and appropriate definition is provided on items that may be
material, such as transaction costs and performance fees. ldeally these should
be viewed separately from the ‘steady state’ costs of running a fund.

3. Relevance — the metrics and supporting guidance must be relevant and useful
for both end-user and also importantly, it must be clear and simple to apply for
those preparing the metrics for member funds.

Points of difference with INREV & IMA

» There are a few small differences between the guidance set out in this paper and the
guidance published by INREV and the IMA. These are noted in the table below
together with the reason for any departure.

Point of difference

IMA

INREV

Synthetic ratios - this is
where a fund, which itself
invests in other funds, pulls
the ratios from the underlying
funds into its own ratio.

Authorised funds are required to
calculate a synthetic ratio, but for
2009 this is considered impractical
for AREF members particularly as
many will be calculating expense
ratios for the first time. This
position will be reviewed in 2010.

AREF consistent with
INREV in 2009.

Performance fees

For authorised funds performance
fees are included in the Total
Expense Ratio, whereas in this
guidance these are noted as a
separate item.

AREF consistent with
INREV.

Capitalised costs (for
example head / ground
rents) — Certain costs will be
deducted by valuers in arriving
at a valuation, for example the
rent paid by the owner of a long
lease to a freeholder.

The IMA guidance specifically
includes ground rents in the
calculation of the Property
Expense Ratio, whereas the AREF
Sub-Committee believes that
capitalised costs of this nature
should be excluded. Further
discussion is being held between
AREF and the IMA with a view to
bringing the two approaches into
line.

AREF consistent with
INREV.




Transaction costs

The IMA guidance excludes
transaction costs from its
calculations, but provides for
disclosure of costs in financial
statements.

In the AREF guidance, transaction
costs are identified as a separate
item within the cost metrics.
Including transaction costs
ensures consistency with INREV
(subject to a change in
presentation) and provides end-
users with greater transparency.

INREV includes these costs
within ‘Property-specific
Costs.” The sub-committee
believes that this approach
may be misleading when
the fund is growing or
shrinking through
transactional activity and
that these costs should
therefore be stated
separately. This would
allow investors to see a
‘steady state’ position for
the fund.

Basis of calculation NAV /
GAV

IMA guidance provides that the
calculation is based on NAV only.
The AREF guidance allows for
calculation based on a GAV
measure also.

AREF is consistent with
INREV.
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Approved Framework

This section sets out the framework for AREF’s expense ratios with worked examples
attached as annexes as follows.

» Annex 1 — this provides a schedule of the costs in each category and
compares this with the INREV methodology.

= Annex 2 - provides a worked example of a portfolio over a 12 month period
reflecting transactions, fees paid to the manager and third parties, creation of
units and gearing.

» Annex 3 — this breaks the costs into the various fee metrics using the
proposed AREF approach using a NAV approach together with a comparison
with INREV.

= Annex 4 - using the example in Annex 3, this shows the calculation on a
GAV basis.

Commentary on the methodology is set out below.

Total Expense Ratio (TER) — this captures all fund management and fund
operating costs necessary for the proper operation of the fund, together with fund
level asset management fees. The fund management functions cover all those high
level, directional / approval / monitoring functions that essentially sit at head office,
and the fund operating costs capture a range of items from audit and valuer fees

through to promotion of the fund to new and existing investors. Fees may be capital
or revenue in nature.

The TER should not include asset management costs that are property specific
(such as rent reviews, lease renewals, letting costs etc), but should instead cover
arrangements that relate to ‘fund level’ asset management for example preparation
of annual property / business plans as part of a fund level exercise, or work on
sustainability at fund level. This should put funds that charge an ‘all in’ fee on an
equal footing to those that charge separately or externalise their asset management.

The TER includes all non-performance fees paid to the manager (whether revenue
or capital in nature) where these are over and above fees charged to third parties
where these third party costs are carried in other expense ratios. Manager
performance fees are carried as a separate cost item. Examples of fees paid to the
manager would be fees derived from transactions, and fees paid to the manager for
strategic management, monitoring and oversight functions where these are in
addition to the fees charged by the third party.

The rationale for the inclusion of these costs within the TER is to ensure
consistency between funds given different manager approaches to the calibration of
fund management charges. Otherwise a manager charging a 1% per annum fee (of
NAV) for ‘all in’ costs, would have a very different TER to a manager that charged a
0.5% per annum fee, but then charged separately for other activity within the fund
which would otherwise be carried in other ratios.

To ensure consistency with the INREV proposals, the TER should be subdivided

into ‘Fund Management Fees’ and ‘Fund Operating Expenses’ and these items
noted separately.
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Property Expense Ratio (PER) — this captures all non-recoverable revenue costs
associated with the management and operation of the property portfolio itself
including day-to-day property management and rent collection. A more detailed
breakdown of the costs are set out in the table below.

Costs of a capital nature should be excluded and so transaction fees and costs and
items such as development fees should be excluded. The rationale for excluding
(for example) development expenditure or expenditure on improvements is that the
cost should (not always) result in an increase in asset value, whereas the spend on
day-to-day maintenance and repairs is unlikely to be reflected in the value of the

property.

Transaction Costs — expressed as a separate item. These may be material at
fund level and should therefore be identified separately to enable investors to see
the ‘steady state’ costs associated with the operation of the fund without distortion
at times of high transactional activity. Additionally the fund is required to publish a
Portfolio Turnover Ratio, which indicates how much of the turnover in the portfolio
has been driven by investment and withdrawals from the Fund. This is known as a
‘Portfolio Turnover Ratio’ and the FSA use this measure for authorised funds to put
alongside the wider cost metrics. Amounts used in the calculations are on a gross
basis.

(Purchases + sales) — (new issues + redemptions)
Portfolio Turnover Ratio =

Average NAV

The ratio puts some context against the transaction costs carried by the fund. For
example a fund that has incurred a high level of transaction costs may have done so
in order to either buy assets on behalf of new investors, or sell assets to facilitate exit
of existing investors. As the ratio nets out these investor flows, it illustrates the
turnover / churn in the underlying portfolio. For example a £100 million fund with
purchases of £25m and sales of £25m, driven by new investment of £25m and
redemptions of £25m, this would have a Portfolio Turnover Ratio of 0%. Whereas
for a fund that had no new or redeeming investors, the same ratio would be 50%.

e Performance Fee — expressed as a separate item.

Summary of cost metrics

Expense Ratio

Iltems Captured

(A) Fund Management Fees

Fund management fees, to include core functions
such as fund accounting, reporting, investor
relations.

Investment management fees (for approvals,
oversight, direction, reviewing etc).

Fund level asset management arrangements (not
project specific costs which are carried in (D)).

Other fees paid to manager associated with
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investment management function — for example,
transactions, development oversight, debt
management — and transaction fees paid to
Manager.

(B) Fund Operating Expenses

Non-property specific costs, including:

- Supervisory board

- Administration fees

- Audit fees

- Valuer fees

- Custody / Trustee fees

- Fund legal fees

- Fund marketing fees

- Other fund level professional fees

- Company secretarial fees

- Taxes (not relating to transactions) such as non-
recoverable VAT associated with the operations of
the fund.

- Miscellaneous fees and expenses associated with
the operation of the fund.

- Amortised set up costs (where expensed)

- Amortised debt costs

- other costs associated with debt such as valuation
fees (but not debt interest which is excluded)

[In all cases the allocation of costs should follow the
accounting treatment].

(C) Total Expense Ratio (TER)

The aggregate of Fund Management Fees and Fund
Operating Expenses (A + B)

(D) Property Expense Ratio (PER)

Property portfolio specific costs including:
- Service charge shortfalls and holding costs
such as empty rates and security

- Rent review and lease renewal costs

- Maintenance and repairs (not improvements)
- Property insurance costs / rebates

- Aborted transaction costs where appropriate.

(E) Real Estate Expense Ratio (REER)

C+D
This represents the ‘steady state’ costs associated
with the operation of the fund.

(F) Transaction costs

Tax, professional fees and other costs associated
with the purchase and sale of property holdings.

(G) Performance fee

Performance fees paid (or accrued for) to the
manager during the period, whether of a capital or
revenue nature. This should include any
performance fees paid to third parties to the extent
that the fee relates to strategic / fund level activities.
If performance fees are paid to third parties for
activities at asset level, then these should be carried
within the Property Expense Ratio or in transaction
costs as appropriate.
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Notes to presentation & calculation

NAYV - Reflecting the IMA'’s guidance, it is recommended that expense ratios are
based on the average equity employed by the fund over the preceding period
(usually 12 months) with the average net equity employed relating to the same
period as the costs. The accounting NAV should be adopted. This would represent
minimum compliance.

GAYV - AREF member funds may also (this is optional) publish expense ratios based
on the Gross Asset Value (GAV) of the fund. The definition of NAV is the total value
of all assets (including direct and indirect holdings and cash, net of expenses) and
liabilities. GAV is derived from the addition of the NAV and the fund’s debt or
gearing. For example, the GAV for a fund with an NAV of £100m and with total debt
of £100m, would be £200m. There are limitations to the calculation of expense
ratios on a GAV basis, where the numerator is unchanged from the NAV approach,
but the denominator is simply increased in value. This is accepted.

Subsidiaries — where the fund holds 50% or more or has control in an investment,
the costs from these investments should be carried into the fund’s expense ratios.
This not a synthetic ratio (see below).

Synthetic Ratios — For 2009 no synthetic ratio is calculated, but the Sub-Committee
will review this position for 2010. Despite this not being in accordance with the IMA
guidance, for AREF members this represents the most practical / workable position.
For funds-of-funds, the ratio reported would be that of the vehicle wrapper and not a
ratio based on those of the underlying funds. The fund-of-funds should disclose that
the ratios have been prepared on this basis and that the ratio does not reflect the
costs embedded in the investments.

Capitalised costs — The Sub-Committee’s recommendation is that capitalised costs
(those costs deducted by valuers in arriving at their valuation of a property holding)
are excluded from the Property Expense Ratio. This would be a specific departure
from the IMA guidance, and the Sub-Committee will continue to discuss this issue
with the IMA for a change in their guidance.

Payable / due — All cost data should be based on accrued amounts consistent with
the approach taken in periodic financial statements.

Reporting formats — to provide consistency in reporting, AREF recommends that
fee metrics are presented in formats similar to that set out in the table overleaf.
Managers may wish to present ratios from previous periods for comparison. The
requirements are effective from start-2009 and minimum compliance is to publish
ratios in Annual and half yearly accounts (if produced), but best practice would be to
provide this information in periodic publications and/or a fund prospectus as
appropriate.
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Item % of NAV Disclosure
per requirement
annum

(A) Fund Management Fees Minimum Compliance for NAV,
optional for GAV.

(B) Fund Operating Expenses Minimum Compliance for NAV,
optional for GAV.

(C) Total Expense Ratio (TER) Minimum Compliance for NAV,

(A+B) optional for GAV

(D) Property Expense Ratio (PER)

(excludes items in TER) Minimum Compliance for NAV,
optional for GAV.

(E) Real Estate Expense Ratio Minimum Compliance for NAV,

(REER) optional for GAV

(TER + PER)

(F) Transaction Costs Minimum Compliance for NAV,
optional for GAV.

(G) Performance Fees Minimum Compliance for NAV,
optional for GAV.

The Portfolio Turnover Ratio should be noted alongside the ratios, together with any
supporting commentary the manager believes is appropriate.

Additional disclosures — where a member fund believes that additional disclosures
will provide more relevant information to investors, this would be encouraged by
AREF.

Periods for reporting - generally the quoted ratio should be on a 12 month basis
reflecting the costs incurred by the fund over a 12 month period. If a member fund
departs from this approach, (for example if the fund has not been established for 12
months) then the reasons for a departure must be disclosed.

Audit — AREF will review each fund’s compliance on a rolling basis as part of their
checks to ensure funds are in compliance with the Code of Practice.

Authorised funds — for authorised funds it should be noted that where the AREF
guidance conflicts with the IMA guidance, that funds should follow the IMA guidance.

TER — Specific exclusions — this follows the IMA guidance with costs excluded from
the Total Expense Ratio being:

1. Costs included in the Property Expense Ratio

2. Property acquisition and disposal costs (including transfer taxes), unless paid to
manager

3. Property development fees — unless paid to manager for oversight
4. Project management fees — unless paid to manager for oversight
5. Service charges and other costs that are recoverable from tenants

6. Debt interest

Code of Practice Sub-Committee — February 2009




Annex 1
Cross-reference between INREV guidance and AREF proposals
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Expense ratio definitions - comparison of AREF v INREV classifications

Faio | Arcr =

- Fund management fees, to include core functions such as fund - Acquisition fees paid to manager
Management accounting, reporting, investor relations - Asset management fees
fees (A) - Commitment fee
- Investment management fees (for approvals, oversight, direction, - Debt arrangement fee paid to manager
reviewing etc — not day-to-day property management) - Disposal fees paid to manager
- Fund management fees
- Other fees paid to manager associated with investment management - Project management fees (strategic management advice)
function — for example, transactions, development oversight, - Property advisor fees
debt management — and transaction fees paid to Manager - Related investment project cost
Fund Non-property specific costs including:
expenses (B) - Administration fees - Administration fees
- Audit fees - Audit fees
- Valuer fees - Valuation fees
- Custody / Trustee fees - Custodian fees
- Fund legal fees - Legal fees (not property specific)
- Fund marketing fees - Marketing fees
- Other fund level professional fees - Professional fees
- Company secretarial fees - Regulatory/Statutory/Secretarial fees
- Taxes (not relating to transactions) - Taxes (excluding capital related) T
- Miscellaneous fees and expenses (operating) - Other/Miscellaneous/Sundry expenses
- Amortised set up costs (where expensed) - Amortisation of formation expenses

- Printing and publication fees
- Trustee fees

- Set up fee

- Distribution fees

- Directors expenses and fees
- Depository fees

- Wind up fees

- Bank charges

Total
expense ratio (C) (A+B) (A+B)
Property Property portfolio specific costs including:
expenses (D) - Non-recoverable property management fees - Property management fees
(and ratio) - Service charge shortfalls and holding costs such as empty rates and - Service charges shortfall
security

- Rent review and lease renewal costs - Letting and lease renewal fees

- Maintenance and repairs (not improvements)

- Property insurance costs / rebates - Property insurance

— - Acquisition/disposal related costs
- Amortised debt financing fees / costs - Debt financing fees
- Debt valuation fees - Debt valuation fees
- Development fee
- Marketing of vacant space - Marketing of vacant space
- Project management fees (where not capitalised) - Project management fees - development
—— - Taxes on properties (ex transfer taxes not embedded in NAV)

Real Estate
expense ratio (E) (C+D) (C+D)
Transaction - Tax, professional fees and other costs associated with the purchasé'and
costs (F) sale of property holdings, including aborted transaction costs.
Performance - Performance fees paid (or accrued for) to the manager during the - Performance fees
fees (G) [F - INREV] period, whether of a capital or revenue nature. - Carried interest

- Tax leakage within the corporate structure T

11
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Annex 3
Attribution of costs into proposed framework (NAV basis) together with the INREV
approach
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Step 2 - Summary of financial results for the year ended 31 December 2008

Year ended
31 Dec 2008

Revenue account

Net rental income 13,000,000
Repairs and maintenance (70,000)
Empty rates and service charge shortfall (255,000)
Letting fees (140,000)
Other non-recoverable property expenditure (300,000)
Bank interest payable on "gearing" (3,600,000)
Amortised debt set up costs (100,000)
Fund Manager's base fee (1,537,500)
Fund Manager's performance fee (200,000)
Valuation fees (100,000)
Corporate costs (400,000)
Tax (200,000)
Distribution payable £6,097,500

At 31 Dec 2007 At 31 Dec 2008

Balance Sheet

Direct property A 100,000,000 106,000,000
Direct property B 53,000,000
Direct property C 46,000,000
Gearing (45,000,000) (90,000,000)
Cash 15,000,000 5,060,000
Accruals (1,737,500)
Distribution payable (6,097,500)
NAV £70,000,000 £112,225,000
Unitholders' contributions 50,000,000 87,625,000
Unitholders' reserves 15,000,000 24,600,000
Unitholders' interests £65,000,000 £112,225,000
Number of units 65 100
NAV per unit £1,000,000 £1,122,250
Offer price (spread 7.5%) £1,075,000 £1,206,419
Income distribution per unit £60,975
Performance (NAV to NAV per unit basis)

Income return being £60,975 / £1,000,000 6.1%
Capital return being (£1,122,250 - £1,000,000) / £1,000,000 12.2%
Total return being (£60,975 + £1,122,250 - £1,000,000) / £1,000,000 18.3%

15
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Annex 4
Attribution of costs into proposed framework (GAV basis) together with the
INREV approach

17



%S V-

%T'0-

sag)
soueuLIOpad (4)

(103y2) feroL

%ov'v-

(@+2) (u33y,
oney asuadx3
apsa pad (3)

!

QLT

(8+v)
(.43L.) oney
asuada o1 ()

+— AJ"ul
s88) oney asuadx3y sasuadx3 Bunesado s994 Juawabeuep
soueuniopad (4) Kuadoid (a) pund (g) pung (v)
%S V- (1ay2) feroL
%10~ %l C- %12 %L T~
S99 1500 uondeURI} |+ il |+
mo:.msszmn_ 810 Qw M_n._éowwmww% m_ﬁwww oney
(e} apea wpav (3) astadya mn (A)
H H ﬂ “sisAjeue UOINGUITE 3Y) UILAIM 30UBIBYIP BUIPUNOI & 3piA0id *PapUNOdLLC UaM *PINOM YAIUM PSIEINJ[eD 3G PINoM SuIMal Apiaienb *Axjeas uj -
%T 0- : +— B 438V “UoneINo[ed WIMal 210} B[S, & UO Paseq S| UOANGUINe SA0GE BU L -
1g8p snid AVN S1 AVO -
@ouBWIOpad 51500 UONORUERL  OnERY Bsuadx3y sasuadx3 Bunesado saa4 Juawabeuepy 30N
(@ 1810 (4) AKuadoid (a) pung (g) pung (v)
80£'269'TF (uun uad Ay9 Buluado) Jojeulwousp aduewIouad
%710~ %2 0- %86 —> %SV~ %S°S %80T (JoaJaL} spusuodwiod pue) uinyal [e10 L
%2 L 0S¢'2eld 000522213 uimad jendey
%9°'T %9'T 0S2'9¢ 000'529'C (WSZ9'zF = SHUN SE X 000'S23F = 000°000'TF - 000'520'TF) pouad Ul Panssi sUN Mau uo pealds
%10~ %10 %T 0 (000'T) (000°00T) (w03 JoBeuep pund o) pred sea) uondesuen 1afoid,) 9 Auadoud 198110
%T'T- %T'T- %T'T- (000°8T) (000°008°T) (wg'03 Jayio pue W3 jeba| Jayio/Anp duwers - sasy uondesuen ,Jayo,) 9 Auadoid 19811
%E 0~ %E0- %E°0- (000°5) (000'005) (1afieueyy pun o1 pred wg'03 Jo saa) uonoesuen) g Apadoud 108,
%C'T- %2 T %2 T (000°02) (000°000°2) (wz3 rebaj Jayio/Anp duress Buiaq saay uonoesuen ,Jauo,) g Auadoid 108.
%8'T %8'T 000'0€ 000'000'€ (weeF - Wy3 - wgy3 Butag Yidn uonenreras)  Apadoad 308.
%0°€ %0'€ 000'0S 000°000'S (w83 - weg3 bureq yydn uoenenss) g Apadoud 1908
%S'E %S'E 00009 000°000'9 (wo0TF - wgoT3 Buteq yidn uonenrenal) v Auadoid 10811
a 199ys douejeg
%9'€ 5.6'093 005'260'93 uin3aJ awosuj
%10 %T°0- %T°0- (0002) (000'002) XeL
%20 %2°0- %2°0- (000°r) (000*00%) $1500 ayes0dio)
%T°0- %T°0- %T°0- (000°'T) (000'00T) S99} UonenfeA
%T0- %T°0- %T°0- (000°2) (000°002) 99} souewlIopad s,Jobeue puny
%6°0- %6°0- %6°0- (52£'sT) (005'2€5'T) 93} aseq s, Jabeuey puny
%T0- %T0- (000'T) (000'00T) 1500 dn 33 1gap pasioWy
%12 %12 (000°9€) (000'009'€) .BuLesB, uo sjqefed 1saseul jueg
%2'0- %20~ %20~ (000'€) (000'00€) ainypuadxs Auiadoud ajqeian0dai-uou Jay0
%10~ %10 %T°0- (0or'1) (000°0vT) 99} Buma
%20 %2°0- %2°0- (0s52) (000's52) Ilepoys abireyd saies pue sajel Adwy
%0°0 %0°0 %00 (002) (000'02) soueudUeW pue sireday
%L, %L'L 000'0ET 000'000'€T awodul [ejual 18N
1UN029Y anuanay
s1500 Apadoad uonexey $3500 (1aBeue puny) o3} aseg 2inupuadx3 uimay [el0L nun Jad (anjosqe)

a]qe1an02a1
-uoN

arei0dion

a1e10d100

99}

uonoesue. |

SaN[eA INSOSIP PUE 391N0S Ofel asuadx3

uonNGUIE SUBWLIONAd

10 uonnqLIY

anfeA pajejal
souewIOpad

san[eA pareja

aoueWIIONA]

(anneredwos uone|No[ed AFHUL YIM 434V Aq paulep se)

Y33Y 404 SI9QUINU BDINOS JO UOIIOBIIXS pUe UINial [e301 AYO JO sisAjeuy - € dois

1Nd ajdwex3

18



