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DISCUSSION

GENERAL COMMENTS

A.  Description and Significance

This study focuses on a timely subject.  During the 1990s, the REIT industry grew from a $10 billion investment sector to a $150 billion sector before growth came to a sudden halt two years ago.  The industry is currently in a holding pattern, although REIT promoters are optimistic that the REIT Modernization Act of 1999 will enable the industry to resume its rapid growth when the law takes full effect in 2001.  Accordingly, the investing public will soon be confronted with the need to make a choice - whether to provide the REIT industry with the capital needed for the industry to transform itself from a niche investment product into a major stock market sector and source of real estate capital.  At this juncture, research that sheds light on REIT investment characteristics and REIT management behavior could prove invaluable to the investing public by aiding investors in arriving at a better decision.


The results of the study are empirically driven.  The authors examine equity REIT (EREIT) risk-return behavior during the two-decade period 1977-1996 via regression analysis.  The study discovers through cross-sectional time series regression that stock market-related macroeconomic factors and industry-specific real estate market factors explain less about EREIT returns than corresponding regression analyses of general New York Stock Exchange stocks that involve the macroeconomic factors alone.  Consequently, the authors are led to firm-specific factors as a potential explanation for the failure of the analysis to explain as large a portion of EREIT risk-return behavior as the corresponding stock market studies.  The study replaces the macroeconomic variables with four firm-specific variables and redo the analysis. The firm-specific 

 variables turn out to have similar explanatory power to the macroeconomic variables.


At this point, the authors hypothesize that agency effects already documented in the investment literature explain the portion of EREIT risk-return behavior accounted for by the two sets of independent variables, and in particular by the firm-specific variables.  The study reexamines the results of the regression analyses for evidence relating to agency effects in EREIT risk-return behavior.  The study concludes that the analysis is consistent with the hypothesis and suggests the presence of significant specific agency effects in the data, some of which can be costly to EREIT shareholders.


This is a very interesting study with thought-provoking results.  As suggested below, additional analysis of a slightly expanded data set together with selected subsets of the current data set via the current methodology could shed even more light on the issue of EREIT agency costs.  Thus the study could be the opening salvo in a timely and important series of empirical investigations.

B.  Political Issues

Aside from the results, of interest is the degree of caution the authors display in raising the subject of agency effects.  The existence of observable agency effects in the data is a major conclusion of the study, but this conclusion is not mentioned in the abstract of the study.  Although mentioned in the introduction, the subject is broached very tentatively via the phrases "...possibly affected by firm-specific factors." and "...may even be caused by self-serving managerial motivation...".


Caution in approaching the subject of agency costs is suggestive of a rational response on the part of the authors to boredom, skepticism and covert hostility that financial economists and journal editors frequently have displayed toward the issue of agency costs.  If agency costs are significant and material, then managerial services in public companies can be inefficient in the presence of imperfect shareholder information.  In this case, corporate valuation theory and the theory of the firm are greatly complexified.


The natural mode of response to this issue on the part of researchers and editors in search of an orderly reality is to conclude that agency costs cannot be significant and avoid the subject whenever possible.  In practice, it follows that studies addressing agency issues face a higher publication threshold than studies focusing on less unsettling topics.  The authors are to be applauded for not being deterred by this obstacle.

C.  Other References

The authors demonstrate a thorough knowledge of agency issue discussions in the economics and financial economics literature, and a representative selection of relevant research is contained in the list of references to the study.  However, the only referenced article from the real estate finance literature is Chan, Hendershott and Sanders (1990), and that reference does not address agency costs.


Agency issues throughout commercial real estate in general, and in particular within the REIT industry, recently have been the subject of significant discussion in the real estate economics literature.  For example, the authors should consider the following articles: Cannon and Vogt (1995), Graff (2000), Graff, Harrington and Young (1999), Graff and Webb (1997), Graff and Young (1997), and Nelling and Gyourko (1998).


In addition, numerous studies in the real estate economics literature have been devoted to REIT investment economics, including the contents of three special issues of the Journal of Real Estate Research (JRER).  More precisely, the authors should consider Giliberto (1990) and the following issues of the JRER: Volume 10, Number 3 (1995), Volume 10, Number 4 (1995), and Volume 16, Number 3 (1998).

SPECIFIC COMMENTS

A.
By examining 20 years of data beginning in 1977, the study misses a significant round of EREIT defaults and dissolutions during the interval 1968-1974 and excludes the mega-EREITs, all of which were created in the 1990s.  While there is nothing wrong with the current choice of sample period, the authors may want to redo the tests for the interval 1967-1976 and for the interval 1996-2000 to determine whether the results vary with choice of sample period.  Another sample period of potential interest for anomalous results is 1981-1986, during which the depreciation term for real estate was greatly reduced.  The reduction contributed significantly to the collapse of the savings and loan industry indirectly through its effect on real estate development and pricing, and also may have affected EREIT agency costs as discussed below.

B.
In Data subsection 3.1, the study states that the sample interval 1977-1996 is chosen because the U.S. economy went through a complete cycle of high growth to depression and then back to high growth.  The word "depression" seems too harsh a characterization of the low point of the real estate cycle during this period in the absence of quantitative justification for the term.

C.
Also in Data subsection 3.1, the study suggests an ARIMA(1,2) time series to extract expected inflation from the Ibbotson and Associates annual inflation series.  The authors actually intend this to be an ARMA(1,2) time series, since the series is assumed to be stable.  It is not clear from the exposition whether specification of the ARMA(1,2) series to model expected inflation (e.g., rather than an ARMA(2,2) series, an AR(2) series, or an MA(1) or MA(2) series) is made empirically based on data analysis, or theoretically based on some conceptual criterion.

D.
In Methodology subsection 3.2, the study derives idiosyncratic EREIT returns as the residual series that results from ordinary least squares regression of EREIT returns on a market index series proxy.  Daily return data are used in the regressions, and it is well known that such return series are not independent and identically distributed (i.i.d.).  In the case of non-i.i.d. series, sample standard deviations are not consistent estimators for any true series risk parameter, which means that total EREIT risk (which the study defines as EREIT return series sample standard deviation) is not well-defined.  It is important to note that this does not necessarily imply that systematic EREIT risk and idiosyncratic EREIT risk are also ill-defined.  However, in order for the latter two risk measurements to be well-defined, the study needs to verify empirically that each EREIT residual series is i.i.d.


Incidentally, Graff and Young (1997) and Nelling and Gyourko (1998) both show (via different methodologies) that monthly EREIT return series are not i.i.d.  It follows that this problem cannot be avoided merely by substituting monthly EREIT return series for daily return series in the data analysis.

E.
In Methodology subsection 3.2, the variable MB (market-to-book ratio) may contain more statistical noise than it does in the case of most companies.  For example, as examined in Graff (2000), book value of EREIT property can significantly overstate the true value of real estate at the time of acquisition, due to a tendency of EREITs to overbid for acquisitions.  In the case of property acquired between 1981 and 1986, book value could also understate true property value after several years, due to abnormally accelerated depreciation discussed in item H below.

F.
In Methodology subsection 3.2, the study states that "Stulz (1990) suggests that leverage restricts managerial discretion, creating an agency problem.  Free cash flow can be used as a proxy for measuring this agency problem (managerial discretion)."  The logic behind this implication is not apparent, so perhaps the authors should consider the insertion of an endnote elaborating on the economics.  They should also consider the following two points.  First of all, Graff (1999) examines creation of debt-free leverage that enhances investment manager discretion in the case of portfolio management.  Accordingly, the noun "leverage" should be replaced by the more restrictive noun "debt."  Second, in the case of debt-based leverage it seems apparent that, although debt constrains managerial discretion, once the debt has been created this constraint exists independent of whether the portfolio is managed by an agent or owner/investor managed.  Thus the only agency effect relating to debt appears to be the initial decision about whether to encumber the portfolio with debt in the first place.  If the effect of agency on this decision process is what Stulz (1990) and the study mean as the agency problem, then a short paragraph of explanation should be inserted.

G.
In section 4 on empirical analysis and results, the study shows that change in industrial production and total residential construction are statistically significant variables in explaining EREIT risk.  Both variables are proxies for the state of consumer financial health.  Accordingly, it seems reasonable to test for collinearity in the two variables, since collinearity could explain why regression coefficients of the two variables have opposite signs in the three regressions in which both variables appear.  It would also be interesting to test whether either variable consistently leads the other.


The United States has a consumer-driven economy, so intuition suggests that the state of consumer financial health is an explanatory macroeconomic variable for stock market risk/return characteristics.  Thus it seems reasonable to treat the pair of variables together as a (two-dimensional vector-valued) proxy for consumer financial health, and to use this vector-valued variable to test the effect of consumer financial health on EREIT risk.  In this case, an F-statistic is used to measure the significance of the proxy as an explanatory variable rather than individual t-statistics of the two one-dimensional component variables.

H.
The study examines the data for any evidence indicative of a relationship between free cash flow and investment risk.  The study concludes that the evidence indicates an absence of any positive relationship between free cash flow and investment risk that might suggest an agency problem due to over-investment.


This result is to be expected because of legal constraints imposed on the REIT structure.  In particular, REITs are required to pay out 95% of earnings as dividends to investors.  It follows that there is usually very little discretionary free cash flow available to EREIT managers.


More precisely, REIT earnings are computed after depreciation tax deductions, and depreciation deductions usually correspond roughly to actual decline in asset value due to obsolescence.  It follows that little cash usually remains for EREIT managers to pursue incremental investment opportunities.  Consequently, when REIT managers plan to purchase new portfolio assets, they must either liquidate some existing portfolio assets or sell stock to raise new liquid capital.


There is one subinterval of the sample period during which this constraint does not necessarily apply.  The Reagan administration reduced the term for commercial depreciation for tax purposes to 17 years on average during the years 1981-1986.  Consequently, depreciation tax deductions significantly exceeded actual loss due to obsolescence during this interval.  It follows that EREIT managers had significant free cash flow available from properties purchased during this subinterval of the sample period that did not have to be paid out as dividends.


Four interrelated follow-on questions to the present study immediately are apparent.  First, is there any evidence that dividends were lower during and/or after this subinterval than in the remaining portion of the sample period?  Second, is there any evidence to support the hypothesis that, during the subinterval, EREIT managers purchased free cash flow not subject to the 95% dividend payout requirement, by selling properties subject to the pre-1981 depreciation schedule and replacing them with properties that could be depreciated more quickly?  For example, did EREITs exhibit unusually high portfolio rebalancing rates during this interval?  Third, is there any empirical evidence of a positive relationship between investment risk and free cash flow during the subinterval?  Fourth, if the subinterval and/or its aftermath is deleted from the sample period, is the empirical evidence that supports the conclusions of the present study strengthened?

I.
The study discusses Table 3 in section 4.  In particular, the study observes that the median value of dividends is only 1% of total assets.  Since REITs are required to pay out 90%-95% of earnings as dividends during the sample period (e.g., 95% from 1986-1999), and since the median value of leverage is only 39%, such a low payout ratio seems at first to violate the REIT payout constraint.  However, if EREITs systematically replaced their assets with new properties acquired during the subinterval, then the low range of dividend performance data could be consistent with the data, cf. item H above.  More precisely, in this case EREITs would be able to shelter more than twice as much cash flow from the 95% payout test as required for capital improvements to counter asset wastage.  This hypothesis can be tested, e.g.,  by examining whether there is there any evidence in the data set of excessive portfolio rebalancing activity during the years 1981-1986 relative to the levels of rebalancing activity pre-1981 and post-1986.


Another explanation consistent with the low observed range of dividend payouts is that EREITs routinely overpay dramatically for acquisitions, cf. Graff (2000).  If the latter hypothesis is correct, then the range of the EREIT payout ratio prior to 1981 should be comparable to the range of the ratio for the entire sample period.  It follows that it should be possible to discriminate empirically between the two hypotheses (i.e., the hypothesis  in this paragraph and the one in the preceding paragraph) by testing whether portfolio rebalancing activity is lower prior to 1981 than in the ensuing decade or more.
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