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Preface

* Before 1986 : external-management &
external-advisor

* After 1986(Congress changed the tax code) :
internal-management & internal-advisor is
allowed

e External-advisor : the interest of the REITs
stockholders may not be the advisor’s top
priority

Preface (con.)

External

Internal

‘ How can
they
| coex_isted_ ?_

Which is
better ?




The Evolution

External advisor ol
Advisor’s work

Interest —

. Lea.sing
* Management
Stockholder  Maintenance

* Property acquisitions,
dispositions

* Debt-financing choices

> Self-dealing

The Evolution (con.)

e After 1986 Tax Reform Act:

1) The first case : New Plan Realty Trust (1988)

2) Meridian Point Real Estate Investment Trust

(1991 ) : save 3.5min 1 year

3) Kimco Realty(1991) : incentive plan
=>» mitigate the agency problem
=>»growth it REITs market (1990s)




The Evolution (con.)

Internally advised REITs
79%: ’ IG rowth
infinite life strategies

operating
|lnterna| corivai , Large
__1 §° investment \
" ¥ manager

The Evolution (con.)

1993 1994 1995 1996 1997 1998 1999 2000

Internal

External




The Problems with Using
External Advisors

Self-dealing

Revenue Poor Stock |
Allocation Performance|

The ¥
Potential
. Cost

The Problems with Using
External Advisors

External or

Internal ? Financial tool

The Worst-Case

tScenario : Captive REITs

Agency cost | Stock performance
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The Problems with Using
External Advisors (con.)

A Sponsor Company
*Developer

*Property Holding Company
*Institutional Investor

Create a new

wholly-owned
Create @ new REIT

l spin-off) I

New Advisory Other Affiliated
Company Companies of
the Sponsor

Serves as advisgr/manager
of the new RE

Captive REIT

panies of the sponsor

The Problem of Using Internal
Advisors




Which One To Use : External or
Iinternal ?

Stock e |Internal > External (7%)
=P -Yaielaas:-1ale= ° External : higher debt

V) 4

Operating e External : higher financing expenses
(2 -Yareldaa-1alel= e [nternal is better

e Internal : higher B=» growth,
operating

Issues Complicated by
Compensation Schemes

e Salary

¢ In-house
employee

discretionary-

based /

formula-
based

Compensation Schemes COST




A Theory on REIT's Advisor Choice and
the Optimal Compensation Mechanism
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What have we learned ?
A/LIN 1]

Type Internal External
Interest |Stockho|der IAdvisor
Agency problem |Slight |Serious
Stock Better Worse
performance

Reputation Reputation
Advisor Advisor

—better

Operating Worse, improving
performance
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