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Before the ink had dried on the 1986 Tax Reform
Act, speculation was rife about its impact on real
estate. To be sure, tax changes have not been the
principle reasons for the real estate market's trans-
formations during the late 1980s; they have, how-
ever, been catalysts for igniting various forces that
had been building throughout the 1980s, and they
perhaps have been the most disruptive influence on
the market. Financing difficulties, overbuilding in
many sectors and an influx offoreign investors have
made decisive imprints on the real estate market;
nevertheless, attention has centered on the reduc-
tion of tax incentives for real estate investment and
its impact on various forms of ownership entities.l

Researchers at Memphis State University have
investigated individual investors' reactions to the
altered real estate environment. Using the results
of a survey conducted by Greer and Farell in 1985
as a base, the research team conducted a followup
study to measure changes in investors' attitudes and
practices between 1985 and 1989.2

The prior study was developed from a mail sur-
vey of a random sample drawn from the 100,000
members of the American Association of Individual
Investors (AAII). A parallel survey of the member-
ship was conducted in 1989 to compare individual
preferences before and after the transformation in
the real estate market.

Similarity Of The Sample Populations
Demographically, the two sample populations con-
stitute virtua-l peas in the same pod, a consequence
of both having been randomly drawn from the AAII
membership roster. Both closely resemble and are
statistically representative of the overall AAII
membership and, therefore, of the largest identifi-
able group of individual investors in North America.

Although respondents' ages range from the 20s
to the 80s, the median age in each sample is 52.
Respondents in each sample are highly educated;
more than 807o hold college degrees and nearly 507o

have some professional or postgraduate study. Men
dominate both samples (over 907o). Slightly more
than 257o of each group is retired.

Respondents to both surveys are aIlluent. Re-
spondents to the most recent survey report slightly
higher incomes than those who responded to the 1985
survey; however, the difference is fully explained by
the inflation that occurred during the interval be-
tween the surveys.

Who Likes Real Estate Now?
With the recent abundance of bad real estate news,
we expected a big drop in the number of investors
who own land and rental property. Surprisingly, the
proportion of survey respondents who own some in-
vestment proprty remains virtuaJly unchanged: 617o
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A PROPOSAL
rOR SIMPLIFI.
CATION OF
TA)I.DEFERBED
EXCHANGES

I ax-deferred exchanses under Internal Revenue
'l'Cod" Section 1031 f,ave been in the federal in-
I come tax law for many years; the basic precepts

that formed its foundation were built on legislation
passed prior to 1924.\ Although Code section 10312
has been with us for many years, many questions
continue regarding its interpretation and applica-
tion. Interpretive questions under this code include
whether real property qualihes as a tax-deferred ex-
change: Does real property meet the requirements
of "like-kind" property? Does it meet requirements
of an exchange, etc.?

Code section 1031, as it currently exists, elimi-
nates the recogrition of gain or loss from an ex-
change of property. The section applies only to the
exchange of property (not services). To be covered
by section 1031, property must be held (not acquired
for resale), and it must be held for productive use in
trade or business or for investment. Property that
does not f-rt these categories, such as property ac-
quired for resale (dealer property), is not covered by
the section. However, if property is not exchanged
solely for like-kind property, partial recogrrition of
gain or loss is possible.

Problems in the interpretation of exchanges have
generated substantial litigation since the inception
of section 1031. The U.S. Congress has added to the
broth, stirring the waters and fomenting additional
litigation by making changes in the section, partic-
ularly by making the 1984 change. This allows sec-
tion 1031, to be applied even to exchanges that are
not simultaneous.

The focus of this article is to examine the im-
plications that a nonsimultaneous exchange has on
litigation and controversy. Stemming from a desire
to simplify tax law, the article proposes modifying
code section 1031 to eliminate the need for nonsi-
multaneous exchanges or, for that matter, any ex-
changes to allow delerral of tax.

Although many :re:u; of litigation have arisen
under this code, the direction of the article is on the
nonsimultaneous exchange, which has been labeled
by proposed regulations as a deferred exchange. The
T.J- Starker u. U.S.3 case and other court cases{ have
questioned whether an exchange could be nonsi-
multaneous and still fall within the code.

Congress saw ht to address this issue and ap-
parently "put it at rest" by allowing nonsimulta-
neous exchanges within the limited language of the
statutory change under the Delicit Reduction Act of
1984.5 That change provided the now-famous 45/180
day rule, which holds that property will not qualify
for code section 1031 if it "is not identihed as prop-
erty to be received in the exchange on or before the
day which is 45 days after the date on which the
taxpayer transfers the property relinquishing the
exchange...."6 In other words, when a taxpayer
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detrimental to the wealth of the shareholders. This
hnding is consistent with the results of earlier stud-
ies by Jarrell and Pound (1986), \{alatesta and Wal-
kling (1988) and Ryngaert (1988). The frnding also
supports the management entrenchment hlpothesis.

The average residual on the announcement date
was - 0.861r, rvhich is similar to thc - 0.93fi result
lound by Malatesta and Walkling in 1988. Thus, it
appears that there is very little diflerence in the
percentage stock price change for REITs and stan-
dard corporations rvhen the adoption of a poison pill
is announced.

Conclusions
REIT poison pill defenses appear to reduce stock-
holder wealth, which provides support for the man-
agement entrenchment hypothesis. Stock prices
decline upon the announcement of a poison pill de-
fense when REITs are perceived as takeover targets.
These stock price declines represent statistical re-
jection of the theory that, on average, these types of
anti-takeover measures benefit shareholders. Fur-
ther, it appears that the percentage decline in pre-
diction errors is very similar to the declines
experienced by standard corporations that announce
adoption of a poison pill.
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of the respondents to the 1985 survey and 627o of
the respondents in 1989.

Altered perceptions about real estate's desira-
bility, discussed belovv, suggest that many investors
acquired their property during a period of greater
enthusiasm about real estat€'s pot€ntial, and they
now wish to reduce or eliminate their real property
commitments. Indeed, while the proportion of inves-
tors who own some real estate ha-s remained almost
constant, the asset now plays a diminished role. The
percentage ofrespondents who dedicate at least half
of their portfolios to real estate remains the same in
both surveys (257o), but the percentage who say that
it is only a minor element of their portfolios is higher
in the 1989 survey (287o) thal in the 1985 survey
(l8Co).

There is notable positive correlation between ed-
ucationa-l attainment and the degree of portfolio di-
versifrcation among investors responding to both
surveys; however, the nature ofthe relationship has
changed subtly between 1985 and 1989. In the 1989
survey, individuals who have graduate or profes-
sional degrees generally devote less of their wealth
to real estate, while those with the least amount of
forma-l education favor the asset. In contrast, the
most highly educated investors in the 1985 survey
show a marked preference for real estate, along with
those who have the least amount of education.

Altered Perceptions
Views about real estate's risk and yield prospects
have shifted sigrrificantly. Investors in the 1989 sur-
vey in general see real estate as offering more mod-
est yields and as entailing greater risk than those
who responded to the earlier survey. They also tend
to be more skeptical about prospects for a resurgence
of the appreciation trend of the 1970s.

Yield Expectations
ReaI estate yield expectations have become more di-
verse. Investors who are heavily committed to real
estate still feel they are on the right path; however,
dissenting voices are growing stronger.

In both surveys, the preponderance of investors
who own real estate agree that it produces better
returns than other assets do. Moreover, as the per-
centage ofthe portfolio dedicated to real estate rises,
the level of agreement to this viewpoint increases,
until those who have an above averag€ commitment
to real estate agree by a f'rve-to-one margin that its
yield prospects are bright.

Yet while the heavy real estat€ investors re-
main bullish, others are growing increasingly skep-
tical. Most of the investors who avoided real estate
in 1985 have no opinion about its relative yield pros-
pects. Most of these investors in 1989 disagree by a
two-to-one margin vrith the thesis that real estate
provides better returns than other investments.

Rish Perception
Beliefs about risk have shifted even more dramati-
cally. More 1989 survey respondents than 1985 re-
spondents believe real estat€ entails $eater risk than
other assets. Investors who previously eschewed real
estate agree almost two-to-one that it is more risky

than other investments; the margin of agreement
since has grown to three-to-one. Investors who own
real estate agree in 1985 by a four-to-one margin
that it is less risky than other investments; in 1989
they agree by a two-to-one margin that real estate
is more risky.

Surprisingly, the proportion of investors who
agree that real estate is more risky than other in-
vestments increases with the degree of commitment
to the asset. Those who have a greater-than-average
proportion of their portfolios in real estate agree by
a three-to-one margin that is is more risky, while
those with a below-average commitment to real es-
tat€ agree with this proposition by only a two-to-one
margin.

A more important question, of course, is whether
real estate's yield prospects more thar compensate
for its riskiness. Opinions among real estate inves-
tors as a group are about equally divided over this
proposition. Among those with a greater-than-av-
erage commitment to rea.l estate, however, there is
nearly a two-to-one agreement that returns on real
estste more than compensate for the risk. Investors
who avoid real estate see things differently; they
agree even more resoundingly (by a margin of al-
most three-to-one) that real estate yields do not ad-
equately compensate for its risk.

Scale Economies
In both surveys, respondents overwhelmingly reject
the proposition that better yields accrue to limited
partnerships in large projects than to individuals
who invest directly in small properties. However,
the percentage of respondents who accept this prop-
osition increases slightly (to L31o from 107o) in the
most recent survey,

Investors in the two surveys feel approximately
the same about real estate's appreciation potential.
Those in the most recent survey who own no real
estate agree (by a margin of slightly less than two-
to-one) that real estate u,ill not begin to increase in
value as it did in the 1970s; the margin in the 1985
survey is somewhat more than two-to-one. In both
surveys, investors who have an above-average com-
mitment to real estate are about equally split on this
issue, while those with a less-than-average real es-
tate position agree-each time by only a slim mar-
gin-that real estate will not begin to rapidly
appreciate.

Favored Real Estate Assets
Although investors' preferences have shifted since
1985, single-family residential rental units still are
the overwhelming favorite in both surveys. Even
though personal residences are excluded from this
survey cat€gory, 49?o of lhe respondents o$r'n one or
more single-family houses in the 1985 survey and
47?o d.o so in the 1989 survey.

The most dramatic change between 1985 and
1989 is a relative shift in the popularity of limited
partnership shares and vacant land. Land is the sec-
ond most popular real estate asset in 1985, and lim-
ited partnership shares are a distant fourth, trailing
slightly multifamily residences. Land loses popularity
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EXHIBIT I

Summar5r of Key Responses from AII Investors (Both with and without Real Estate) in the Survey of Investor
Attitudes toward ReaI Estate Investments

Pcrsonal Data
Average Age: 52 years
Sex: Male 907o Female l07o
Formal education, highest level attained:

Less than high school graduate 01o

High school graduate l51a

Total annual income: (from all sources before deductions and taxes)
$ 0 to $19,999 l7o
$20,000 to $39,999 llTo
$40,000 to $59,999 237o

$60,000 to $79,999 20Io

Approximate net worth of estate:
$ 0 to $ 20,000 41o

$ 20.001 to $ 50,000 37o

$ 50.001 to $100,000 57o

$100,001 to $200,000 t47o

Retired: Yes 291o No 7l7o
.{vcrage number of years before intended retirement: 13

Investor Attitudes
Real estate produces better returne than other
investments.
Agree 38Vo
Disagree 43Vo

No Opinion 197o

Real estate is less risky than other investments.
Agree 25Vo

Disagree 607o
No Opinion 15%

Real estate produces returns in excess of those
needed to compensate for its risk.
Agree XlVo
Disagree 437o

No Opinion 26%

Large real estate ventures (syndications/limited
partnerships) produce better returns than small
properties
Agree 137o
Disagree 547o

No Opinion 327o

for testing hlpotheses about T-day performance was
formed as:

TABLE 2

Number ol REIT Poison Pills by Year for the Period
1985-1989

Ycar
Number of Poison

Pills Pcrccnt

these statistics tested for cumulative performance:

N

t1,,,rr : v-}{,N , CSPE,.1,.,*.n. (9)
i=1

Empirical Results
The average standardized prediction errors (ASPEs)
were generally positive during the 20 days prior to
the announcement of the poison pili (Table 3). The
cumulative average standardized prediction errors
(CASPEs) became more positive as the event period
approached. However, during the event period (days

- 1 and 0), the ASPEs became negative. The ASPE
on the event date (day 0) was negative and sig:rifu
cant. The ASPEs remained negative for two days
following the announcement of the adoption ofa poi-
son pill. Finally, on day 3 following the poison pill
announcement, the ASPEs became positive, and the
CASPEs began to return to the level they held prior
to the poison pill announcement.

The significant negative sign of the prediction
error reaction indicated that a poison pill was

tr=!6Ia{>sPEt,,,
N

i=1
(8)

College degree (BS/BA)
Graduate degrec 5\lc

$ 80,000 to $ 99,999
$100,000 to $l-19,999
$150,000 to $199,999
Oqer $200,000

$200,001 to $500,000
$500,001 to $999,999
Ovcr $1,000,000

l4Va
lTVc

87a

29Vc

26%
20q(, 1985

r986
1987
l9s8
1989

.0

.5

.0

h

6
0

12

i5

I
I
0
2

2

Public real estate offerings produce better returns
than direct ownership.
Agree 57o

Disagree 597c
No Opinion 36%

Future changes in federal ineome tax laws will make
real estate a better investment.
Agree l2Vo
Disagree 497o
No Opinion 397o

Real estate will soon begin to increase in valuc much
as it did in the 1970s.
Agree SlVo
Disagree 4l%
No Opinion 28%

Seminars that claim to teach individuals how to
make a million dollars in real estate can do so.
Agree 57a
Disagrce 777o

No Opinion 187a

1.4522
1..1762

- 0.9363
0.2320
1.371I
r.6280
0.5689

- 0.52,18
0.6032
0.0926
3.7787*

- 0.1131

- 2.3.103*

- 1.6633

- 3.3646*
3.0103*
2.7361+
0.3361

- 0.4925
2.4t52*

- 1.1508

- 1.2219
0.6507
1.0958
1.2637

1S.75
.13.75

62.50
.13.?5

43.75
56.25
13.75
62.50
37.50
.13.75

37.50
56.25
.13.75

68.75
75.00
18.75
56.25
56.25
50.00
31.25
50.00
62.50
43.?5
26.67
35.? 1

T.{BLE 3

Average and Cumulative Average Standardized Prediction Errors Surrounding the Announcement of a Poison
Pill Adoption for a Sample of 16 REITs

Dap'Relatile
to Poison
Pill Adoption

Avcrage
Standardized
Prediction
Error

I'ercent
Ncgative

Cumulative
Average
Standardized
Prediction
Errort-stat

by 1989-it drops into a third-place tie with multi
family residential units-and limited partnership
shares move to second place.

Slightly less lhan 257o of real estate investors
own some limited partnership shares in 1985; by
1989, the percentage is up to 32Vo. Ae in 1985, prin-
cipal holders are investors who have less than one-
lourth of their portfolios devoted to rea-l estate.

Vacant land in particular has lost favor among
investors whose portfolios are less than 507o devoted
to real estate, but it remains a preferred asset of
those who have more than 509o of their portfolios
committed to the asset. This is especially true for

those who devote their portfolios solely to real es-
tate: 50Vo of these investors o\yn some vacant land.

There also has been an intriguing shift in the
relationship between investors' primary sources of
advice and their interest in land. Among those rvho
listen to their accountants, ownership ofvacant land
has grown sigrrilicantly. Yet ownership of vacant
land has decreased by 50% among those who seek
advice from real estate appraisers.

Multifamily residential properties are tied with
land in the 1989 survey as the third most frequently
held real estate asset. Twenty-seven percent of the
real estate investors own apartments, up only slightly

-20
-15
- l0

10
l5
20

-9
-8
-7
-6
-5_,1

-2
-l

0
I
2

I
5
6
7

8
I

0.36306
0.3690.1

- 0.23{08
0.05801
0.3t277
0.,t0700
0.14222

- 0.13119
0.15079
0.02315
0.94.168

- 0.02829

- 0.58507

- 0.11582

- 0.8.1114
0.75259
0.68,103
0.08{03

- 0.l23l l
0.60380

- 0.28770

- 0.305.19
0-t6267
0.28293
0.33773

0.09316
0.07979
0..1595.1

0.51755
0.86032
1.26733
1..10955
1.27836
1..12915
1..15230
2.39698
2.36869
1.78362
1.36781
0.52667
r.27925
1.96328
2.0.1731
1.92,119
2.52799
2.21029
1.93,180
2.09717
1.98231
2.31785

8

'Indicates significance at lhe .05 leuel
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r+T

CSPE,.,"'r, = liVT , SPE',,. (7)

The cumulative standardized ol*r"rro., error also
was distributed unit normal for large L1.

Invoking the assumption of cross-sectional in-
dependence, the following statistics tested whether
average performance differed from zero:



REITs. For each of these REITs, we obtained the
daily stock price returns from the files created by
the Center for Research in Security Prices (CRSP)
at the University of Chicago. (Table 1 lists the REITs
that adopted poison pills and were used in our sam-
ple; Table 2 indicates that 75L of the poison pill
adoptions occurred in 1989.)

Methodology
The standard event study methodolory was used to
estimate the effects on shareholder wealth from the
poison pill adoption. The following market model
regression was used to adjust the stock returns for
marketwide movements and to isolate the price
changes due to the adoption of the pill:

R;, = ar + b,R-, + e,, (1)

The slope coefficient b, is the stock's systematic risk
and measures the relative tendency ofthe ith stock's
return (R1,) to move along rvith the market (R.,).
The CRSP equally weighted market index is the proxy
for the market. The term (a, + B,R-,) represents
the average return of the stock i adjusted for the
market and risk. Thus, eir measures the abnormal
return that is unrelated to the ma-rket and the stock's
average return.

The coefficients of the market model in (1) rvere
estimated for each REIT using 200 consecutive re-
turns for the period ending 20 days prior to the date
of the announcement of the poison pill. For 42 days
surrounding the adoption date (-20 to +20), we
estimated prediction errors returns:

d* - R,, - (ei + bi * R-r) (2\

The prediction errors (residuals or abnormal re-
turns) are the deviations of the actual returns from
their predicted or normal returns. When residuals

are averaged across all REITs, the resulting statis-
tic, the average residual (APE) or the average pre-
diction error, measures the average abnormal price
effect of the event:

Fl\IIIBIT I ( continucd)

APE!=1AI)6, (3)

where: N = the number of REITs

We also computed cumulative average predic-
tion errors (CAPEs):

cAPE,,.r = ) apn, (4)

To test for statistical signihcance ofthe average pre-
diction errors during the event period, standardized
test statistics rvere developed. Each prediction error
was divided by the square root of its estimated fore-
cast variarce, forming a standardized prediction error:

SPE,,, = PE,,u/sr.., (5)

where

si,,: si[1 + 1,{1. + ((n-, --n-f lJ (R-." --R-)')]'" (6)
,_ I

In this calculation, s1 is the estimated residual stan-
dard {pviation from REIT i's market model regres-
sion, R- is the average market return over the L,
estimation period days and R-., is the return to the
market index at day t.

The standardized prediction error was distrib-
uted as a Student-t with (L; - 2) degrees of freedom.
Since L, was large, the distribution was approxi-
mately unit normal in the absence of abnormal per.
formance. A cumulative standardized prediction error

Intr'51nl"n, I'ractices
Arc you emplol'ed in thc real cstate business?

Yes 67r \o 9l ti
If you arc employed in thc rcal cstate business, does
your cmployment improvc your invcstment
opportunitics?

Ycs 7En No 2?9i

Which of thc following propcrty catcgories bcst
rcprcscnts thc naturc of your rcal estatc investmcnt
activitl*? (]Iore than one ma)'bc selcctcd.)
Do not invcst in real cstatc 389i
Single fanrily residcntial (houscs) 10'/o
Condominiums/coopcratives llc/t
]lultifamilt' rcsidcntial 18%
Commcrcial (rctail) l\C.
Industrial 57c

Office buildings 8'/c
Land l\C.
Retircment/lifc care ccnters llc
Ilotcl/motcls 4%
I'ublic rcal cstate offcrings (slndications) 207.

\\'hat is thc al cragc cost of your tpical rcal estatc
invcstmcnt? $ 10,2.18

What is thc aycrage current value of all your rcal
cstate asscls, nct of rclated dcbt (cxcluding pcrsonal
rcsidcnce)? $193,072

Arc you continually in search of new real estate
invcstments? Yes 137c No 87%

Rank the following bcnefits of real estatc investmcnt
in order of their importance to you.

Primary
Importance

Annual cash florv 29c/c

Increasing property value 55%
High leveragc ll."h
Tax sheltcr benefits Ztrlc

Do you employ an;i of thc follorving as a primary
cvaluation technique?
Gross incomc multiplier 8%
Nct income multiplier 107a
Bcfore-tax cash rcturn
on equitl' 12n
After-tax cash return
on cquity zlc,
Aftcr-taY cash return plus loan

rcpaymcnt cxpressed as
rcturn on equity l0l;

Net incomc rcturn on total
invcstmcnt 26%

Pa1'back pcriod 8'L
Intcrnal ratc of rcturn l0t?
Nct prcscnt value analysis 8%
Profitabilitf inder 5e,
Financial management ratc

of return |lc.

From u'hich of the follorving individuals would you
scek help in analyzing real cstate invcstment?

illways Some time s

Rcal cstate brokers lSVa 277c
Rcal cstate counselors 37c 187c
Rcal estatc appraisers lTVc 297c
Laul'er l5ft. 21Vc
Accountant 2l7c 24%
Banker |ch 227c
Financial Planner 5'i 18%

N

Tr\BLD I

REIT Poison Pill Announcement Dates lor the Period 1985-1989

REIT \amc
Announcement

Date
Bradley Real Estate Trust
BRE Propcrties
Chicago Dock & Canal Trust
Continental llortgage & Equity Trust
Federal Realty Invcstmcnt Trust
Holly'wood Park Rcalty Entcrprises
IIRE Propcrties
ICII Property Investors Inc.
Income Opportunity Realty Trust
MGI Propcrties Inc.
Property Trust of America
Santa Anita Realty Enterpriscs
Sizeler Property Investors
Transcontincntal Realty Investors
Yinland Property Trust
\Ycd stonc Financial
+NA represents REITi thot are traded on the New York or Americon Stoch Er.changes uhile OTC rcpresents REITi that are troded
ouer-the-counter,

Stock
Exchanger

r2106/89
08/r 4/89
0it21188
03/13/89
0J/13/89
09/15/86
10/28/88
07/18/89
0.1/10/89
06/21189
03/13/89
06/15/89
05/03/89
03/r3/89
03/ l3/89
09/11/85

OTC
NA

OTC
OTC
NA

OTC
NA
NA
NA
NA

OTC
NA
NA
NA

OTC
N-{

from 25Vo in 1985. The likelihood that investors will
lavor multifamily housing increases with the per-
centage of their portfolios dedicated to real estate,
except thatjust 367o ofthose who invest only in real
estate hold any multifamily housing assets.

In commercial real estate, the retail sector is
more widely represented among respondents to both
surveys than are the offrce and the industrial sec-
tors, but the inclusion of commercial property ofany
sort has declined slightly since 1985. Investors with
greater-than-average real estate holdings show a
strong preference for this sector: nearly one-fourth
of these individuals hold some retail rental proper-
ties, almost double the percentage of investors who
hold either oflice or industrial properties.

The survey also reveals some interesting geo-
graphical variations in asset preferences. Vacant land
in 1985 and 1989 is more popular among investors
in the South and the Southwest than elsewhere.
Mountain-state investors are reducing their relative
commitment to all categories of real estate. Multi-
ple-family housing in the 1989 survey is less fre-
quently represented in individual portfolios of
investors who reside in Southern, Southwestern and
Atlantic areas than it is in the 1985 survey. The
Pacific area is the hotbed for multiple-family hous-
ing owaership and publicly oflered syndication shares.

Conclusions
Despite the bad press real estate has received since
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1985, individusl investors retain a high degree of
conhdence in its investment potential. Virtually the
same percentage of survey respondents in 1985 and
in 1989 reported that they own 6ome real invest-
ment property, although the 1989 group reports sub-
stantially more diversifrcation in their investments.

Although most survey respondents believe that
real estate remains an attractive investment, inves-
tors have become somewhat less optomistic about it.
They have increased their assessments of real es-
tate's riskiness and lowered their prol-rt expecta-
tions. They continue in 1989 the healthy skepticism
they report in 1985 about the prospects of large public
syndications, as well as the prospects for real estate
to repeat the price spiral of the 19?0s.

There have been important shifts in preferred
real estate assets since 1985, but residential rental

units remain the runaway favorite, and single-fam-
ily units continue to be substantially more desirable
than multifamily units. Limited partnership shares
have gained favor while undeveloped land and com-
mercial property have lost some of their earlier
popularity.

NOTES
1. See, fo. exampler Hendershott, P.H., Follain, J.R., and Ling,

D.C. "EfTects on Rea.l Estate," in Pechman, J.A. (ed), Ia:r Re-
form and the U.S, Ecoaomy, (The Brookings Institution (198?):
$-60; Henderghott, P.H. and Ling, D.C., "Likely Impacts of
the Administration's Tax Proposals and H-R. 3838," in Fol-
lain, J.R. (ed), Tar Reform and Real Estote, (The Urban In-
stitute 1986): 8?-112; lentz, G.H. and Pisher, J.D., "Tax Reform
and Organizational Forms for Holding Investment Real Es-
tAter Corporation vs. Partnership," AREUEA Journal (17:3,
1989): 314-33?.

2. Greer, G. and Farrell, M., "lndiridusl tnvestor's Attitudes Toi+ard
Res.l Estate," Real Estdle Reuiew (17:3 1987): 101-104.

redemption or conversion provisions. It is activated
by an unsolicited takeover bid, and it allows share-
holders to increase their ownership in the frrm by
purchasing shares at a substantial discount. A poi-
son pill, as a result, can significantly dilute the own-
ership for the bidder.

As indicated by Ryngaert, poison pill securities
have several important characteristics. First, they
are usually adopted without shareholder approval.
Second, they signif'rcantly increase the cost of trans-
actions that alter the control of the ftrm. Third, pill
securities ca.rr be redeemed by the issuing firm's board
of directors at a very small cost until an acquiring
firm purchases or offers to purchase a large equity
position in the firm. These securities therefore force
acquiring firms to negotiate with the existing firm's
board.

There are two major tlpes of rights plans-flip-
over plars and back-end plans. Flip-over plans are
the most common. They give shareholders of the is-
suing frrm a right to purchase stock in the surviving
corporation at a discount (usually one-halfof market
value) in the event an acquirer takes control of the
issuer. Flip-over plans do not necessarily deal with
the risk that an acquirer simply will take control
and leave the remaining shareholders in place. Thus,
many flip-over plans have a flip-in provision, which
allows shareholders of the issuing corporation to re-
ceive additional stock in their own corporation, usu-
ally at a discount, in the event the acquirer engages
in certain t)?es of self-dealing transactions with the
issuer or the acquirer obtains a specified percentage
of the issuer's stock.

Flip-over plans are desigrred to permit share-
holders to retain an interest in the company, on good
economic terms, if a change of control occurs under
circumstances that are not approved by the board.
They also are designed to discourage acquirers from
proceeding unilaterally without negotiating with the
board of directors of the target firm.

A smaller number of companies have adopted a
form of rights plan, krown as a back-end plan, that
gives shareholders the right to sell their stock back
to the company at a favorable price should an ac-
quirer purchase a specilied percentage of the com-
pany's stock. Back-end plans guarant€e shareholders
a market for their stock with favorable terms and
protects them frorn having to remain as minority
shareholders if a change of control occurs.

When management adopts a poison pill, it sug-
gests that the anti-taheover measure is in the share-
holders' best interest and that the measure will
maximize shareholder wealth. This viewpoint has
been upheld by the courts. The Delaware Supreme
Court in 1986 upheld a ruling by the state's Chan-
cery Court that allirmed the legality of the IIip-over
rights plan of Household International which con-
tended the directors of the company were exercising
their business judgement and acting in the best in-
terest of the f-rrm's shareholders.

However, critics contend that poison pills ac-
tually entrench management. Critics state that

conflicts of interest following a takeover may lead
to a loss of management's compensation and pres-
tige. As a result, management may use a poison pill
to stop a change in the control of the f-rrm that will
increase the shareholders' wealth. Management also
may use a poison pill to hinder a takeover market
as a check on management's behavior. If manage-
ment is afraid ofa takeover, reducing the threat will
have a negative impact on stock prices.

With an eflicient capital. market, stock prices
will reflect all available information about a firm.
As new information becomes available, it will be
incorporated into the stock price. An eflicient capital
market allows us to test two competing hy-
potheses-the management entrenchment hypoth-
esis and the shareholder interest hypothesis-by
examining the stock prices around the announce-
ment of a poison pill.

The management entrenchment hypothesis sug-
gests that poison pills make it less likely that share-
holders can receive takeover premiums and benef'rt
from monitoring by the market. Therefore, stock
prices should decline when a poison pill is announced.

AJternatively, the shareholder interest hypoth-
esis contends that poison pills are adopted to max-
imize the price shareholders will receive in change-
of-control transactions and that management is act-
ing in the shareholders' best interest by using the
poison pill to negotiate a better deal for the share-
holders. Therefore, the announcement of a poison
pill should increase the stock price.

REITs are a special tlpe ofcorporation that may
qualify as a tax-free intermediary. A REIT is run
directly by a board of directors or board of trustees
which is responsible for raising capital for the trust,
setting investment policy arrd approving recommen-
dations made by an advisor. REITs may be exposed
to a greater potential for agency problems.

Among a series of requirements to maintain their
tax-excempt status, REITs must distribute 957o of
their annual earnings to shareholders, and they must
derive at least 75?o of gross income from real estate
activities. These requirements place restrictions on
REIT management that do not hamper the manage-
ment of standard corporations. Therefore, we hy-
pothesize that the stock price reaction to the
announcement of a poison pill will be less for REITs
than for standard corporations. Further, we believe
that the examination of the stocks of REITs, which
constitute a somewhat homogeneous industry, may
provide a strong test of the management entrench-
ment and shareholder interest hypotheses.

Data and Methodology
Data
We assembled a sample of 17 REITs that, between
1985 and 1989, announced the adoption of a poison
pill in the Wall Street Journal or over the Dow Jones
News Retrieval Service. To test the economic con-
sequences of the adoption of a poison pill, we in-
cluded in our sample only those {irms traded on the
New York, American and Over-the-Counter Stock
Exchanges. This reduced our final sample to 16
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