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The REIT revolution has stalled. At the end of 1999, prices for REIT shares were trading at
discounts to net asset values not seen since the beginning of the decade, atime when REITs
held less than five per cent of the assets now held by the industry. As 1999 ended, REIT FFO
multiples shrank for more than two yearsin arow, and privately held red estate, as measured
by the--admittedly flawed--NCREIF index, had outperformed the NAREIT index for two
years running, by very wide margins (Table 1).

Tablel
Annual Returns

Y ear NAREIT* NCREIF
1992 14.6% -4.3%
1993 19.7% 1.4%
1994 3.2% 6.4%
1995 15.3% 7.5%
1996 35.3% 10.3%
1997 20.3% 13.9%
1998 -17.5% 16.2%
1999 -4.6% 11.4%
* Equity REITs

REITs could follow one of severd plausible scenarios. They could bounce back from
their current cyclical low point and again trade at Sgnificant premiums to net asset vaue. If this
happens, they would dmost certainly resume their growth in U.S. red estate market share,
growing fagter than the indusiry as awhole. They could muddle dong, much like the British
property companies, that typically trade at adiscount to net asset value, with occasiona upward
bounces. In this case, REITs would be afactor in the industry, but the share of U.S. red edtate
held by them would be unlikdly to grow sgnificantly. Alternatively, they could dedline further in
vaues and in multiples, and the industry could witness large scale privatizations or balance sheet
recapitdizations that would cause the share of U.S. redl estate controlled by REITs and other
public companies to shrink consderably.
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One can make a case for dl of these scenarios. Only afew years ago, Peter Linneman,
among others, argued that REITs were an unstoppable transforming force, one that would
change the industry forever (see WRER Spring 1997). The uncertainty about what comes next
cannot obscure the powerful impacts that the REIT industry’ s growth in the 1990s has already
had on the capital markets for red estate. Thiswinter of REIT discontent may be a good time to
reflect on the impact that REITSs have had on red estate capital markets to date, and to consider
what thelr likely future impact will be, depending on which scenario comesto most closdy
resemble the future,

BEFORE THE REITS

Let’s begin by remembering what the red etate industry was like before the modern REIT era
began in 1992. We need to think about not just the indudtry itsdlf, but dso its capitd market, as
each had shaped the other. Thisindustry and its capital markets had evolved together, with
changes in the industry and changes in financing structures affecting each other, often
unpredictably. Often, changes in one set in motion changes in the other, which reinforced the
changesin both. Cause and effect in such a process are hard to digtinguish. But it is easy to
describe the industry before 1992, and to see how the real estate industry and its capital
markets were reflections of each other.

Debt and the entrepreneurs

The red egtate industry was financed predominantly by nonrecourse debt. Although no figures
are available on the consolidated balance sheet of the U.S. red estate industry, the importance
of debt was overwhelming. Except for some ingtitutional owners, the preferred method of
financing was the use of as much non-recourse debt as could be obtained. Thereis nostalgia
among many developers for debt financing in excess of codt. Listening to these reminiscencesis
akinto what it must it must have been like to hear the last explorers of the American West tak
about the vanished buffalo herds.

The principa providers of these generous debt levels were financid intermediaries--
banks and life insurance companies--not public capital markets. Of course, by the end of the
1980s and the beginning of the 1990s these indtitutions were al in full retrest from the business
of red edtate lending. Any public financid ingtitution with an exposure to red etate on its
bal ance sheet was punished by its shareholders, without regard to the riskiness of that exposure.
So, even sound projects and borrowers found themselves completely frustrated in their search
for capitd. It was this capital drought that sowed the seeds of the growth in public markets as
sources of capital for red estate, both equity and debt.

Severd characterigtics of the industry were created by this reliance on debt from
financid inditutions. Some were S0 pervasive and of such long standing that they were generdly
congdered the way things ought to bein red estate. First, leaders tended to be very rich
individuas who believed strongly in the virtues of non-recourse debt financing as the gppropriate
way to finance real estate. In an environment in which capital structures could be built with



unbelievably smdl equity postions and large helpings of relatively inexpensive debt financing, it
was possible for a successful red estate devel oper to become enormoudy wedthy during the
course of a career, sometimes in less than a decade. Those who had the talent or good fortune
to see their development projects do well wererichly rewarded. In a market economy, that kind
of wealth was seen as evidence of business acumen. Thiswas not true in dl cases, however,

and some of these success stories proved to be temporary, undone by the first sgnificant
experience of advergty. Thefictiond developer, Charlie Croker, of Tom Wolfes A Manin
Full isthe archetype of thiskind of developer.

Theindustry leaders of this erahad ataent useful to the entrepreneur--they were
persuasive. Access to chegp debt capital was a key ingredient to their success, so they learned
how to package ideas and projects for lenders to emphasize their likelihood of success and
minimize ther risks. As aresult, the industry acquired a dightly unsavory reputation among the
financid indtitutions that provided it with capitd. The sdesmanship, high life style, and lack of
business substance that were dl too characteristic of the real estate industry bred resentment
and distrust among the sdlaried employees of the indtitutiona sources of capitd. The infamous
"saddlebags' scene of A Man in Full captures this resentment to perfection.

Admittedly, there were factors besides the dependence on debt capita that made the
U.S. red edtate industry so entrepreneuria in character. Consider the ingtructive, contrasting
case of Europe. The greater restrictions on land use endemic to Europe are criticd factorsin the
dominance of inditutions in those red estate markets. Unlike the U.S., where local government
control of land use effectively dlows a developer to play one jurisdiction off againgt another until
aguitable steisfound, European land use palicy is generdly anational government prerogative.
Development there requires the mobilization of large amounts of equity dongsde debt. Asa
result, banks themselves are among the largest devel opers, and would rarely consider making
debt financing available to an individud for alarge scale red estate development. As surprised
U.S. attendees a The Urban Land Ingtitute’ s European meetings discover, European red estate
industry leaders are more likely to be executives of the red estate arms of financid inditutions
than entrepreneuriad developers.

Projects, not companies

While debt financing has not been the sole cause of the entrepreneuria qudity of the U.S.
industry’ s leaders, it has been a uniquely important contributor. A parale phenomenon has been
the industry dmost exclusive use of project financing rather than corporate financing. After al,
what U.S. developer had the baance sheet required to do corporate financing? Project
financing was not unique to the red estate indudtry. Capita investmentsin the energy industry,
the airline industry, and other capita-intensive projects have often been moved “off balance
sheet." Sometimesit is the sheer scale of the projects that makes this approach attractive.
Sometimesiit is the existence of unique partnerships or other ownership characteristics that
produces norrecourse project financing.

Y et no other industry gpproaches the red etate industry in the ubiquity and frequency
of the project financing gpproach, particularly for small projects. Until the rise of true real edtate
companies, it was so clearly the default answer that it was hard to find exceptions. In 1993, |



was on a pand with executives of two other REITS, and the three companies we represented
had issued all the unsecured corporate real estate debt that existed in the United States at that
time, which was less than $1 hillion dollars.

This dependence on project financing makes real estate financing a very labor-intensve
activity. Further, the complexities of project financing dictate thet its skilled practitioners are
expengve. The originaion cods that result are very high compared to the American indudtrid
norm. But because project financing is so well understood and so common in the red estate
indudtry, it isthe most comfortable aternative to most industry participants. In addition, financid
inditutions till have many loan officerstrained for red estate project lending. This has inhibited
the exploitation of economies of scaein financing, even in the 1990s. The CMBS (commercid
mortgage backed securities) market, which offers financing for projectsin the public capita
markets, has grown much more dramatically than the market for unsecured corporate red estate
debt.

Cash flow and return on equity

Another mgor consequence of being a debt-financed industry has been afocus on cash flow
rather than on income. Except for afew inditutiond investors, three groups dominated the
indudry inthe pre-REIT era: if you were alender, the caculation of depreciation was an
esoteric exercise of little interest; if you were a borrower with close to 100 percent leverage,
you were chiefly concerned with cash flow; if you were an individud borrower who was
interested in how much cash you could expect to put in your pocket as areturn on a transaction,
you were likewise focused on cash flow.

For similar reasons, a debt-financed industry has been more focused on return on equity
than on return on totd capital. American corporations andyze their investment decisons by
looking at expected total return on tota capita invested. Assuming that the risks of redlizing
those returns has been properly reflected in discount rates or otherwise, those investments that
promise the best returns are pursued. Financing is generally regarded as a separate decision,
oneto be madein light of the risk/reward tradeoff involved in having different mixes of debt and
equity, and the current capita market pricing anomdies. The ingght that totd enterprise valueis
unaffected by financing strategy won Nobel prizesfor its authors, Francis Modigliani and
Merton Miller.

In the red estate industry, Modigliani and Merton's theory isignored and the two issues
of return on investment and return on equity are routinely confused. The availability of atractive
leverage is often cited as the primary reason for making an investment. The less equity is
required, the greater the opportunity for areturn on that amount. The point is true enough, if the
debt is non-recourse. But thisway of thinking leads to a very different set of choices about
where to invest equity, pulling the industry away from investment opportunities with potentialy
high returnsif they cannot be readily financed in the debt markets. As aresult, debt pricing and
adlocation anomdlies frequently drive real estate investment decisions more than supply/demand
and return on invested capitd.

Economic theory suggests that the result can be very poor outcomes indeed. Japan’s
record of poor returns on its extremely high rate of savings may be the most dramatic example.



The Japanese economy under-invested in risk activities and over-invested in projects that were
susceptible to financing with mispriced debt. Thisin turn led to avery low overdl return on a
huge pool of savings that has not been alowed to flow naturdly to its best use. In an analogous
way, excessve dependence on debt financing in American red estate has not dwaysled to an
optimal alocation of capita, encouraging capitd to flow to credit qudity red estate investment
vehidesrather than those promising equiity returns.

A red edtate lender will dways tend to avoid risky but potentidly high return investment
opportunitiesin favor of projects with a safe flow of income embodied in aphysical structure
with little required reinvestment. Perhgps it is no accident that regional malls were the gold
standard of real estate assets in the period leading up to the modern REIT era. A dominant
regional mal has an unusudly predictable set of cash flows, with no single tenant accounting for
ameaningful fraction of the property’sincome. While it may need periodic refurbishing, its
physca structure is unlikely to wear out. Demographic changesin its trade area, which are
unlikely to occur overnight, are typically the biggest risk such a property faces.

These characteristics made regiond mdls attract very high levels of non-recourse debt
financing. Perversdly, but predictably in a debt-dominated market, this also had the effect of
making them especidly atractive invesments, and their price multiples were generaly among
the highest of any property type. Y et, once ownership of regiona malls came to be dominated
by public companies in the mid-1990s, their returns looked unappealing compared to the rising
rent and value stories of other property types. To date, the sector has not been as dramatic an
attraction in the public market asit was in the private market, where “ sefety first” remainsthe
motto of the principal source of capita, lenders.

A pattern of boom and bust

Perhaps the most significant consequence of the real estate industry’ s dependence on debt has
been a boom-and-bust pattern. Debt markets have no effective brakes other than the ringing of
acollective darm bell caused by the onset of defaults. This outcomeis especidly likely ina
private debt market, where thereis little widdy available information for lenders to gauge short
term trends. The result is a pattern dl too familiar to red estate investors: excessve liquidity
leading to overbuilding, leading to defaults, leading to illiquidity, leading to inventory absorption,
leading back to excessive liquidity.

Itisasif red estate debt markets historicaly have had only two speed settings, full
power or full stop. The collective result is foreseeable but unavoidable even to those who are
aware what is happening. Because lending markets have no mechanism for coordinated easing
or tightening, lending is driven by a classc tragedy- of-the- commons logic, in which each
indtitution’ s incentives to lend lead to excessve lending in the aggregate that can only be arrested
by substantia collective disncentives to lend. The real estate industry lacks a monitor of its own,
dedicated to assuring that the supply of money moderates the oversupply/contraction cycle that
it will otherwise create in property markets. The heavy dependence on debt capita isthe root
cause of this boonvbust phenomenon.



THE REIT CHALLENGE

The modern REIT era began with the explosion of capita raising that followed 1992. Few
involved had any intention of upsetting the traditional patterns of red estate capital markets, or
of remaking the industry. For many, a REIT offering was just ancther capitd-raising event. It
was common for indusiry leadersto talk about the importance of having multiple capitd
sources, alesson learned from the capital drought of the early 1990s. A very few of the
successful pioneers believed that the coming of the REITs marked the beginning of a
fundamenta transformation of the industry, and acted accordingly. But virtualy no one was able
to foresee the changes to the industry that the REITs--and their public debt market twin sster,
CMBS--would cregate, or that the decade would end with the current state of uncertainty about
the future of the public rolein red ettate capital markets.

REITs threastened to change everything about the real estate industry in the United
States, from the superficid to the profound. Consider the style of leadership in the traditiona
industry and in REITs. The Charlie Croker image is not an acceptable face to present to the
public capita markets, who prefer their corporate leaders to be thoughtful, deliberate, and
above al focused on the creation of vaue firgt for investors and secondly for themsdlves. For
this reason, style makeovers abounded among those who aspired to change from mobilizers of
debt to mobilizers of public equity capita. Overnight it became important for REIT leadersto
under-promise and then outperform, rather than to embelish opportunities and downplay risks.

Some REITs experimented with financing using unsecured corporate debt rather than
project financing. This experiment had a mixed record, and the industry’ s collective comfort
level with project financing remains quite high. Rating agencies maintained very high standards
for the awarding of investment grade status to real estate companies. They were nervous about
the reduced security of unsecured financing, which aso did not have agood higtorica track
record, and about the industry's reputation for getting lendersin trouble. Some companies who
chose to be investment grade credits chafed under what they regarded as the excessively
conservative ba ance sheets that resulted. By the end of the decade, markets for unsecured
corporate rea estate debt, which had been dow to develop, were not deegp enough to make the
cost of unsecured debt less than traditiond secured financing.

The CMBS markets took off in paradld with the equity REIT markets. There was less
resstance to this form of project-based financing, which could be used by REITs and non-
REITsdike. To many borrowers, it seemed little more than a new, more flexible source of
project financing, one that was sometimes a0 less expengve. Their main concern was not
knowing the identity of the lender they were going to repay. In the third quarter of 1998, this
pattern came to a hdt, asilliquidity in the CMBS market caused many borrowers to have
second thoughts about the reliability of CMBS lenders. As the decade ended, the dominant
form of red estate debot financing was as unresolved as the future role of REITs in the equity
market. However, CMBS markets had come to dwarf traditional lenders in the amount of
financing made available each year, even after the setback of 1998, and unsecured corporate
financing falled to be a significant factor. But the future market share of each of these forms of
redl estate debt finance remains an open question as the millennium begins.



Changing per spectives

REITs have conspicuoudy avoided debt financing markets. Debt finance for red estate was
available during the 1990s at very attractive rates compared to the 1970s and 1980s, yet REITs
generdly used less subgtantia leverage than private market participants. Investment grade
REITs usualy were financed less than 50 percent with debt, and few exceeded 60 percent. In
contrast, red estate opportunity funds created great wedth for many of their investorsin the
same decade by being very aggressive in using debt financing, routindy using leverage levelsin
excess of 70 percent.

The difference in these approaches illustrates the choice between corporate financing
and project financing. With each ded compartmentdized, the high risk/high return objectives of
the opportunity funds were best achieved by maximizing their use of leverage to increase upside
and limit downside. Public equity markets are skeptica of this approach. Public market anaysts
want to fully understand the consolidated debt picture of any company, and to separate whether
earnings are atributable to red estate skills or to good financing--the former being regarded as
avauable, repeatable achievement, the latter not.

A stock market investor searches for management that knows how to achieve success
on the left hand side of a balance sheet, not the right. On the right hand side of the balance
shedt, investors hope management will make it a priority to avoid mistakes that can kill the
company, not search for waysto “create value.” Corporate management is expected to control
financing cost and to make prudent use of leverage to enhance returns on equity. But debt
financing is discouraged if it entails risks to earnings--as it most assuredly does when leverage,
particularly floating rate or short term leverage, is pushed asfar asit can bein red edtate.

Market forces reflect the difference between corporate and project finance. To most
individua developers, the question of the “right” amount of debt never arises-- ingtead, the issue
is merely how much debt is available. To a corporate CFO, the mix of debt and equity is an
important issue of corporate strategy. The Modigliani and Miller theory argues that investors will
not reward amore leveraged balance sheet. Instead, they will raise acompany’s equity cost of
capita in reaction to the increased risk to equity returns that more debt creates, thus exactly
offsetting the benefit that might otherwise arise. Convincing traditiond red estate borrowers (or
lenders) of the merits of this theory is an uphill struggle, asany REIT andyst will attest who has
tried to convince current REIT CEOs. Hence, the debate over the right financing strategy for
REITs remains unsettled, as corporate finance ideas that are commonplace in other industries
callide with traditiond thinking among red estate practitioners. The result is a combinetion of
confusion, heated arguments, and experimentation that will take years of market experience to
sort out.

While that debate rages, public market financing is experimenting with economies of
scae. In fact, proponents of REITSs suggest that economies of scde in financing are akey
advantage. They argue that given how important the cost of financing isin a cgpita-intensve
indudtry like red estate, even samall advantagesin capital rasing costs will have an important
cumulative effect over time, making it inevitable that well-managed, large scale REITs will
become more dominant playersin the industry. Although experience suggeststhet large scale
public companies in other industries benefit from economies of scade, so far the record is too



short to demonstrate whether REITswill in fact enjoy along term lower cost of raising capita
than other industry participants.

Economies of scde can be an advantage for REITs in more than financing. The advent
of public companies with ambitions to become dominant industry participants has led to
experimentsin how red estate companies can use size to create vaue for shareholders. There
have been efforts to create vaue by using economies of scale to lower cogts through better
purchasing of goods and services. There have been experiments in using traffic, such asin
regiond mdls, to generate licensing revenue from advertisers looking for mass audiences. There
are continuing experimentsin trying to collect ancillary revenue from gpartment tenants for
services that sze makes it economic to offer. Office owners are trying to generate revenue from
providing telecommunications infrastructure, including internet connections. Several companies
have tried to understand whether branding their properties can increase their pricing power as
landlords.

All these efforts, while ill in their infancy, are the result of REITS increased scae.
Scale was not impossible for successful private red estate operators to achieve before the
advent of public markets, but the incentive that the public market provide to large companiesis
apowerful spur to innovation. Public markets push them to look for new waysto demonstrate
that they are capable of generating above average returns on their asset base. In contrast, the
typicd private red estate mogul generdly does not even have a consolidated financid statement
for his businessinterests. The reliance of such owners on project financing, and the fact that
ownership of each of their assets often differs, makes it unlikely that the effort of preparing such
a statement would be made. In the absence of this data, it is difficult for the advantages of scae
to be andyzed or consdered reative to the status quo. It is not a coincidence that the exploson
of experimentsin value creation through scale has occurred only as some of the public
companies have become large.

The depreciation debate

It isaso not a coincidence that the rise of public companies has been accompanied by an
increasingly noisy debate about the right measure of depreciation in red estate. Because public
markets are used to measuring income, not cash flow, getting the right number for depreciation
has been an issue that has consumed considerable energy on the part of REITs and their
andyds. The traditional measure of red estate depreciation caled for by U.S. GAAP isamost
universaly acknowledged to be too high, because it assumes that red estate has no resdua
value, depreciating property to zero. In response, in 1991 NAREIT took the extraordinary step
for atrade association of trying to cregte an dternative measure of income for its membersto
use in reporting financid reaults. It initiated the concept of Funds from Operations (FFO), which
was to be a public company andogue to the “cash flow” term used in private red estate,
caculated as the operating income of areal estate company with depreciation added back. The
congraints of SE.C. and U.S. GAAP accountants prevented this measure from being audited,
or treated as anything other than a supplementa measure of performance. Nonetheless, REIT
management quickly embraced this concept, and, predictably, some abused it.



Partly because it did not have the sanction of any organization other than asmadl trade
association, the merits of FFO have been a punching bag for REIT andysts since the ideawas
introduced. This debate has done nothing for the credibility of the industry in the investor market
place, with critics asserting that FFO is overly generousin its representation of REIT earnings.
Theindustry has twice commissioned task forces to examine the issue in an effort to put it to
rest, but both have ended only by “clarifying” the term, neither recommending that it be
discontinued nor subgtituting a different measure. Hence the agony of a public debate has been
prolonged, despite acommon frustration with the process by FFO fans and critics dike. Asa
result, the real estate industry, unlike any other, continues to use a non-auditable measure of
eanings.

The reason for the salf-inflicted wound is that the industry is not finding it easy to
collectively agree on the appropriate measure of depreciation in red estate. In the padt, the redl
edtate indugtry’ s reliance on debt financing made the right measure of depreciation appear
unimportant, because lenders and borrowers focused on measures of current cash flow rather
than on sustainable income. It is unimportant no longer. The public equity market will continue to
find it hard to do what it does best--comparing the investment opportunity in REIT stockswith
those of other industries--until it believes thet it is possible to meaningfully compare the earnings
of REITswith the earnings of other companies. The debate about the right measure of real
estate depreciation will not end until a consensus arises that is enforced by the accounting
profession--or, much lesslikely, until the real estate industry completely renounces the public
equity market and its curious measure of income.

Volatility, risk, transparency

Public capitd market problems unrelated to red estate fundamentals have sometimes affected
red estate vaues in unprecedented ways. In 1998, the third quarter saw a massive withdrawal
of capitd from red estate during a period of improving red estate fundamentas. The cause was
aflight to liquidity in the broader capita markets, having nothing to do with redl estate. But the
result was a dramétic adjustment in the vaue of red estate assets, which may have fdlen 15
percent or more in one quarter, an unprecedented degree of measured volatility.

Many inditutions invest in red estate in order to provide diversfication to portfolios
dominated by stocks and bonds. The events of the third quarter of 1998 raise a number of
guestions about the increasing linkage of red edtate to these markets. The question of most
interest to many indtitutiona investors is what the increased linkage will do to the higtorica lack
of correlation between real estate and stocks and bonds. Following the events of late 1998, the
correlation between REITs and small cap stocks jumped, after three years of decline. This
pattern continued in 1999. In the future, will REITs behave like red estate, or like stocks? The
answer will bear heavily on whether inditutiona investors come to regard REITs as a subgtitute
for red edtate. The early enthusiasts for usng REITs in thisway took heavy casudtiesin the
markets of 1998 and 1999. They were embarrassed by the underperformance of REITs reative
to measured results for private red estate, and by the failure of the REITsto provide a
diversfication benefits during market volatility. If the correlation between stocks and REITs



remains high, inditutiona investors will continue to play both sdes of the fence and invest in both
REITs and property, but they will resst tregting them as interchangesble.

Another question that dso affects ingtitutiond investor behavior is whether the volatility
of private red edtate returnsrise in response to the linkages to public capital markets. Certainly
the third quarter of 1998 indicated that there are new kinds of volatility in private red estate
investing, and that the magnitude of this new volatility is congderably greater than before. It may
be that the nature of risk in redl estate investing has been changed by public markets. In the old,
debt-dominated world of red estate, one only cared about vaues when it was time to refinance.

Trangparency was seen from the start as one of the virtues of public markets. There
were high hopes among REIT enthusiasts that the transparency created by REITsand CMBS
would moderate the debt-financed market dynamic of dternating excess liquidity and congraint.
There are hopeful Sgns that the boom and bust cycle may be moderating. Red estate markets
were in the unusua position of equilibrium for virtudly dl of 1999. New building was occurring,
but not a a pace great enough to create excess supply. Capitalization rates changed little.

Ironicaly, while it appears that the greater transparency created by the disclosures of
public red estate companies may be at the root of this equilibrium, the mechanism by which
discipline is being enforced is via the debt markets. In generd, REITs ill own too smdl a
percentage of the commercid red estate market to drive equilibrium by themselves. But their
information effects have much greater potency. As 1999 progressed, there were important
limitations on the availability of capitd despite the fact that mortgege delinquencies were at or
near record lows. What was unusua was that the limitations were not across the board, but
ingtead focused on those specific Stuations where there was fear of overbuilding. Bank lenders
appeared to be reading and reacting to REIT analyst coverage. The best example may be
Dallasin 1999, where afear of overbuilding in the office sector, widdy publicized by REIT
market reports, led to a sharp drop in new permits, adrop most likely created by a withdrawal
of condruction lending.

FUTURE SCENARIOS

The pattern of market activity has been changed by equity transparency, and the effects have
been at least asimportant in the debt markets asin the REIT markets. Y et the third quarter of
1998 is areminder that this linkage to public marketsis not ways for the better. Has the nature
of risk in red edtae investing shifted, with long term equilibrium replacing the historica boom
and bust cycle, but with anew threat emerging of periodic capita withdrawa caused by public
market disturbances exogenous to the red estate indudtry itsdf? And, if that isthe case, isred
edtate likely to be as good a portfolio diversfier asit has been in the past? If not, will indtitutiona
investors lower their target dlocations to red estate? And what role will REITs play in the
portfolios of such investors?

These are questions that only time and experience can answer. Yet it ispossbleto
imagine two aternative scenarios that represent the extremes of what might happen when public
capital continues to increase in importance, or when it recedes. What we know about the way
things were before the advent of the modern REIT era, and what we have seen happen so far,
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make it plausible to sketch out what we might logicaly expect to happen on a number of fronts
in each of these scenarios.

If the public markets resume their rise in importance, we are likely to see ared estate
industry in which equiity financing likewise risesin importance. Debt financing will remain
secured financing for the foreseeable future, but the industry would tilt toward equity financing
under pressure from public investors who will reward real estate vaue crestion and devalue
pure financing success. There will be larger red estate companies, as those who successfully
find ways to use their size to create value will continue to grow. The leadership of the industry
will increasingly pass from entrepreneuria hands into the hands of those capable of leading such
large scde enterprises. The industry will continue to search for increasing respectability in public
capital markets, and debates about the right measure of depreciation and income will continue
until--as in other industries--a consensus emerges that can be enforced by the accounting
professon. The search for increased repect in the capitd markets will aso place a premium on
putting shareholder interests ahead of persona gain. Trangparency will continue to increase, and
the way in which red edtate behaves in varying economic conditions will consequently become
better understood by investors, leading to alower cost of capita for the industry as awhole as
risk premiums for red estate investing fdl. Liquidity will dwaysbe an issuein an indudry as
capital-intensve asred edtate, but liquidity crises will be shorter in duration, as market-clearing
prices will be easier for capitd market participants to recognize and establish.

On the other hand, if the public equity market experiences awidespread recapitalization
of the industry away from the public and back into private markets, the industry till will not
revert completely back to its old ways. Public information and the trangparency it creates will
continue to be available, and will have an effect on lending behavior disproportionate to its
importance in dollar terms. Credit officers will have new tools to evauate the plausibility of
borrowing proposas, and will surely take advantage of them. It isless clear what direction the
CMBS market will take. Itsfate is not tied to the REIT market, as its participants span the
industry, encompassng both private and public market borrowers. But if the CMBS market
continues to determine the margind cost of real estate debt, then the volatility of red etate
cyclesin the future will depend greatly on whether the CMBS market becomes a source of
credit discipline, or ingtability. The record so far suggests either outcome is possible. Given the
inherent tendency of debt markets and public markets to overshoot, greater rather than lesser
volatility for red estate lending, in supply and in pricing terms, is probable.

Indl likelihood, the future will be more complex than either of these two scenarios. For
example, it is possible that the public and private markets will pass market leadership back and
forth between them, with first one and then the other being the dominant influence. Thiswoud in
many ways be the most exciting and interesting outcome, because it would create so much
change that it would multiply the opportunities, for investors and practitioners dike. Itisaso
possible that the market share of the public and private sectors could fdl into along term
equilibrium, as appears to be the case in the United Kingdom.

In any event, it isclear that U.S. red edtate capitd markets, and the red estate industry
itself, have been profoundly affected by the arriva of sgnificant public companies. Itisno
understatement to cal it arevolution, given the scope of the changes thet it has set in motion.
Things will never be the same, no maiter how the industry evolves from here.



[Author bio: Bernard Winograd is Chief Executive Office of Prudential Red EState Investors.]
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