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Torrens vs. Title Insurance: 

An Economic Analysis of Land Title Systems 


Thomas J. Miceli and C.F. Sirmans 

To operate efficiently, our real estate 
markets require a system for establishing 
and protecting ownership interests. Since 
Colonial times, the predominant system 
for achieving this end in the US has been 
the "recording system," which relies on 
the maintenance of a public record con
taining the history of all transactions for 
all privately owned land. The would-be 
buyer of a parcel can consult this record 
to gather evidence that the seller has good 
title and there are no competing claims. 
However, because there is a possibility 
that unrecorded claims exist, that there 
are errors in the public record, or that the 
opinion of an attorney conducting a title 
search will be found incorrect, the buyer 
does not obtain proof that the seller holds 
good title. A buyer thus faces some risk 
of losing his interest if an unknown party 
later asserts a claim. This risk leads most 
buyers to purchase private title insurance, 
which provides financial indemnification 
in the event of a loss. It is also typical for 
a mortgage lender to require a real estate 
buyer to purchase title insurance for at 
least the amount of the mortgage loan. 
Although the "plants," or "factories," of 
profit-seeking title insurance companies 
are generally more efficiently organized 
and accurate than the public records, the 
possibility of a successful claim remains. 

The Torrens Approach 
In 1858, Sir Robert Torrens developed 
an alternative system for assuring title 
to land, modelled after a method for 
recording ownership interests in ships 
that Torrens had encountered in his work 
as an Australian customs administrator. 
The Torrens system ultimately spread to 
many English-speaking countries, includ
ing England, which adopted a version of 
the system in 1925 as part of sweeping 
land reform legislation. Since the late 
1800s, as many as twenty-one states in 
the US have enacted Torrens legislation, 
though the system was used extensively 
in only a few jurisdictions, including 
lllinois, primarily in Cook County.l (The 
state repealed its Torrens Act in 1992.) 

The Torrens system differs from the 
traditional recording system in that it 
establishes a legal procedure whereby 
the state guarantees the owner's title. 
The process begins with a court proceed
ing that involves an examination of 
the history of title to the real estate in 
question, in an effort to identify potential 
claimants. The court ultimately issues a 
certificate to the owner that establishes 
legal ownership against any claims that 
remain undeclared or unrecorded at the 
time of registration. (Any claim that is 
known or discovered, such as a current 

Inside This Issue ... 




Illinois Real Estate Letter Market Analysis 

Fall 1997-Vol~e 11, Number 4 

Illitujis ReOi Estate Letter is published by 
the Office:ofReal Estate.&search at 
uoiveciity'oUhinois at Urll>ana-Cluunplugn 
http~~;~mu~ulorer/orer.lltD1. 

mortgage, is recorded on the certificate.) 
Once the property is registered in the 
system. subsequent transfers do not 
require such an extensive procedure; 
a purchaser need only examine the 
certificate to verify ownership and learn 
of any valid claims. Ease of transfer 
following the registration represents an 
important benefit of Torrens; under the 
recording system a full title search must 
be done in connection with each transfer. 

The key difference between the 
Torrens system and the recording system. 
therefore, is that under the latter, a good
faith purchaser bears the risk of losing 
his interest in the land if a claimant later 
appears, whereas under the former the 
owner's certificate defeats any compet
ing claims not declared at the initial pro
ceeding. Undeclared claimants, however, 
can seek monetary compensation from a 
public Torrens indemnity fund financed 
by registration fees. Because a certificate 
holder possesses a claim that is (with 
some exceptions) incontestable. he has no 
need (in theory) to purchase private title 
insurance, though in practice holders of 
Torrens certificates often do buy such 
coverage, for reasons noted below. 

Torrens vs. Recording in Practice 
The initial experimentation with Torrens 
in the US was based on several features 
on which Torrens is purported to offer 
advantages over the recording system.2 

The principal advantage of land registra
tion is that it clears clouded titles, thereby 
promoting land's marketability and dev
elopment. Thus, much of the early moti
vation for Torrens registration in the US 
was to promote land development during 
periods of rapid urbanization. Registra
tion also facilitated redevelopment fol
lowing idiosyncratic events like the Great 
Chicago Fire of 1871, in which the public 
land records were destroyed. In addition 
to clearing title for development reasons, 
land registration has been used to clarify 
boundaries when early property lines 
have become blurred or historical survey
ing techniques were found unreliable,3 
and to protect absentee owners against 
loss of their land to "squatters" under 
adverse possession statutes.4 It can be 
argued, in fact, that registration's preven
tion of involuntary transfer of title by ad
verse possession is efficiency-enhancing. 

Yet despite its advantages, Torrens 
has been put to fairly limited use in our 
country. This lack of success suggests 
that the system's disadvantages outweigh 
its advantages in most jurisdictions. The 
principal disadvantage is the initial cost 
of registering a parcel, an outlay high 
enough to deter switching by all but those 
owners whose land is unmarketable due 
to title flaws. Potentially offsetting this 
high up-front cost is a supposed savings 
in the transaction costs for subsequent 
transfers of the property; recall that the 
title history of a registered parcel need 
not be searched anew with each sale, and 
that an unrecorded claimant can not seek 
an interest in the land (he can pursue only 
compensation from the indemnity fund). 

Another potential savings under the 
Torrens system is that property owners 
would seem not to have to buy private 
title insurance; the goverrunent, in effect, 
insures their title. In practice, however, 
researchers Blair Shick and Irving Plotkin 
found that in jurisdictions where Torrens 
and recording coexisted, land owners 
bought title insurance with about the 
same frequency under the two systems. 
The authors further determined that the 
cost of insuring was the same for regis
tered and unregistered land. Owners of 
registered land buy private insurance (and 
lenders often require it) because certifica
tion of ownership under Torrens admits 
several exceptions that continue to pose 
threats of loss. Examples include tax and 
mechanics' liens, claims from bankruptcy 
proceedings, and claims from Native 
American tribes. In addition, the public 
indemnity funds, which potentially com
pensate victims of these losses, can go 
bankrupt as a result of underfunding. 

A final reason for Torrens's failure in 
the US, unrelated to its merits, has been 
resistance by parties, especially lawyers 
and private title insurers, with vested 
interests in the recording system. Thus 
history, politics, and the voluntary nature 
of the system have contributed to the fail
ure of Torrens to thrive in the US, despite 
a legal expert's view that someone with
out knowledge of traditional practices 
would identify registration as the best 
system. Our successful implementation 
of land registration would likely require 
its mandatory imposition, as was done in 
England with "remarkable success."s 
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Conflicting Results 
Attempts to measure supposed transac
tion cost savings under Torrens in juris
dictions where it has coexisted with the 
recording system have shown conflicting 
results. This lack of consistent findings is 
illustrated in Figure 1, which summarizes 
the results of two comparisons, both from 
Cook County. In the first, Joseph Janczyk 
used data from 1938 - 1967 to calculate 
the one-time cost of registering a parcel 
under Torrens, and to estimate the aver
age cost of transferring a property under 
the two systems/; His results are shown 
in the first column of Figure 1, where we 
inflate the estimates to 1976 dollars using 
the CPI. Janczyk found a substantial 
savings in the costs of transfer under the 
Torrens system ($335.29 - $173.54 = 
$161.75) which, he argued, justified the 
one-time registration cost of $442.54. 
Indeed, he estimated that if all property 
in Cook County were transferred to the 
Torrens system, the present value of net 
savings would be $76 million in 1976 
prices (if discounted at a rate of 4%, rep
resenting society's required rate of return 
on the initial investment). 

Shick and Plotkin, however, arrived 
at a conclusion somewhat less favorable 
in its evaluation of Torrens. First, they 
estimated a 1976 registration cost in the 
$574 to $774 range (depending on legal 
fees), compared to Janczyk's estimate of 
$442.54. Second, they found the Torrens 
system to offer little, if any, savings in 
average transfer costs. Specifically, while 

their $332 estimate of the cost of transfer 
under the recording system (including 
title insurance) was essentially the same 
as Janczyk's $335.29, their measure of 
the corresponding cost under Torrens 
was substantially higher (a $269 to $332 
range, compared to Janczyk's $173.54). 

An explanation for this difference 
may be that there are scale economies 
in property transfer activities, and that 
a declining use of Torrens between 1967 
(the last year of Janczyk' s data) and 1976 
(the year of Shick and Plotkin's analysis) 
thereby caused average costs to rise. One 
source of scale economies is highfixed 
costs, and Shick and Plotkin found that 
the successful operation of a registration 
system did, in fact, require higher quality 
administration (in terms of more, and 

better qualified, personnel) than did the 
recording system. In view of their find
ings, the authors concluded that, for the 
typical land owner, the one-time registra
tion cost incurred under Torrens was not 
justified by the modest savings (at best) 
in transfer costs, especially in light of the 
time delays that were likely to result from 
inadequate administration. 

Figure 1 

Transfer & Development Incentives 
The principal economic difference 
between Torrens and recording, as noted 
above, is how they assign property rights 
to the land when a claim is asserted. Sim
ply stated, under Torrens the possessor 
keeps the land and the claimant receives 
monetary compensation, whereas under 
the recording system (with title insur
ance) the claimant gets the land and the 
possessor is compensated. (For simplic
ity, we consider only claims of full own
ership, though the analysis would be the 
same for partial claims.) From an econ
omic perspective, the question (aside 
from transaction costs) is which system 
is better at promoting efficient land use. 

Achieving efficiency involves two 
components: encouraging land's transfer 

to the highest-valuing user (exchange 
efficiency), and creating incentives for 
efficient land development (investment, 
or production, efficiency). First, consider 
incentives for efficient transfer. Suppose 
that the possessor of a parcel values it 
at $70,000 (the minimum sum he would 
accept to surrender it voluntarily), but 
that its market value is only $50,000. The 
$20,000 difference represents the subjec
tive value that the possessor assigns to 
the land, an amount that presumably 
increases with the length of occupancy, 
especially for residential users.7 

Now suppose that someone unknown 
to the possessor asserts a claim to the 
land. In the typical case of this nature the 
claimant has never occupied the land, and 
therefore has no subjective interest in the 
property, so we might assume that the 
claimant values the land at its $50,000 
market value. (In any case, the claimant 
likely values the land less than does the 
possessor; otherwise he would negotiate 
its purchase.) An implication is that the 
claimant would be indifferent between 
receiving the land and obtaining compen
sation equal to its market value. In con
trast, the possessor, for whom the value is 
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$50,000 plus a subjective amount, would 
obviously be better off if he were allowed 
to retain the land rather than being forced 
to surrender it at its market value. 

The example, as outlined so far, 
might seem to suggest that Torrens is 
superior to the recording system in terms 
of maximizing the value of the land, 
in that Torrens assigns the land to the 
highest valuer, in this case the possessor. 
This conclusion is not necessarily true, 
however. To see why not, consider that 
if a court awards the land to the claimant, 
this assignment is not likely to represent 
the final ownership situation. After all, 
the displaced possessor (with $50,000 
in title insurance proceeds) will pay up 
to $70,000 to recoup the land, whereas 
the claimant will accept any amount in 

The fact that possessors are better off 
distributionally than successful claimants 
under Torrens suggests that, politically, 
the Torrens system should be able to 
replace the recording system, especially 
since land possessors vastly outnumber 
would-be claimants. From an economic 
perspective, however, we know that a 
large but apathetic majority (the risk of 
a claim on any parcel is minuscule) will 
often fail against an active minority. 

The preceding discussion is based on 
an assumption that transaction costs in 
connection with a resale would be low. 
If these costs were high, the Torrens 
system would be preferable at a societal 
level, because it assigns the land initially 
to the highest-valuing user (recall that 
we expect a current possessor to realize 

excess of $50,000. Thus, unless there are 
significant transaction costs, the land still 
ends up in the hands of the highest valuer 
(the original owner), who repurchases it 
for a price between $50,000 and $70,000, 
perhaps $60,000. (The exact price in such 
a negotiation depends on the bargaining 
abilities of the parties involved.) 

The preceding example shows that 
title will likely end up with the highest
valuing user regardless of how it is ini
tially assigned, a result suggesting that 
the title system does not affect the final 
allocation of rights to the land.8 The 
initial assignment of rights will likely 
matter, however, for the distribution of 
income. Specifically, suppose that finan
cial compensation under both systems is 
equal to the land's market value. In this 
situation, the initial possessor would 
prefer Torrens, under which he retains 
the land rather than having to repurchase 
it for a $60,000 figure that exceeds his 
$50,000 title insurance settlement. The 
claimant, by contrast, prefers recording, 
under which he gets title and then sells 
the land back to the first possessor for 
$60,000 rather than receiving $50,000 
from the Torrens indemnity fund. 
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a subjective value that a claimant would 
lack). In contrast, another costly transac
tion would be required under the record
ing system, and if the transaction costs 
exceeded the difference between the 
possessor's value and the claimant's 
($20,000 in our example), this transfer 
might not occur at all; the result would 
be an inefficient assignment of rights. 

The title system also affects incen
tives for land development when possess
ors face the risk of claims. Indeed, recall 
that an important argument for experi
ments with Torrens in the US was its 
ability to stimulate land development. 
The supposed advantage of Torrens in 
this respect is that developers need not 
fear the loss of their land, so they can 
invest as if there were no risk of a claim 
(just as we might buy more expensive 
consumer goods if we did not have to 
fear theft). It is not necessarily true, how
ever, that the recording system provides 
inferior incentives to invest in land. As 
long as developers purchase sufficient 
title insurance to cover the value of the 
land and improvements, they are able to 
invest without fear of losing their finan
cial interests in their properties, even 

though they may lose the land itself, just 
as we insure expensive consumer goods. 
(Of course, this conclusion is based on an 
assumption that a developer is primarily 
interested in land as an investment, and 
that he attaches little or no uncompens
able subjective value to it.) Both systems 
therefore have the potential to provide 
the same level of protection to investors. 

A Graphical Analysis 
We can use a simple graphical analysis in 
explaining the economics of land transfer 
under the two systems.9 Figure 2 shows 
potential spending choices for the current 
possessor of a particular parcel of land. 
This person has financial resources, or a 
budget, that he can spend entirely on land 
(a commodity designated L), hold entirely 
in an alternative wealth form (a mix of 
cash and other assets that we call W), or 
devote to some combination of land and 
other wealth. He would like to spend 
unlimited amounts on both land and other 
assets (choices that would be represented 
by locations farther to the "northeast" in 
the figure), but must, like all of us, make 
constrained choices. Specifically, his re
sources are limited, and thus he can hold 
no more of land or other wealth than the 
amounts shown by points along line BB': 
B' units of land, B units of other wealth, 
or combinations involving lesser sums of 
both on the BB' budget constraint. 

The typical individual likes to con
sume a combination of goods or services, 
rather than devoting all of his budget to 
purchasing large quantities of a single 
item. Our land possessor's preferences for 
trading off land against other wealth are 
represented by curves Uzand U

I
• They 

are called indifference curves, because 
the land holder would be equally content 
(have equal well-being, or utility) at any 
point along such a curve - holding little 
land and much other wealth, moderate 
amounts of both, or much land and little 
other wealth. There are two important 
points to note with regard to these curves. 
First, curve U

I 
(farther to the "northeast") 

represents larger combinations of land 
and other wealth than those shown on 
curve Uz• so our land holder is happier to 
be situated on U

I 
than on Uz• Second, an 

indifference curve involving two goods 
(land, wealth) is convex, or c-shaped; at 
an extreme position the consumer would 
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happily give up much of the abundant 
commodity to gain a small amount of the 
scarcer one. This convexity indicates that 
the possessor does not view land and 
wealth as perfect substitutes for each 
other. As a result, the amount of money 
that the possessor would have to receive 
in return for the land, in order to remain 
at a given level of utility, could be sub
stantial, possibly even exceeding the 
land's market value. 

As the figure shows, the combination 
actually selected consists of a tract of 
land Lo units in size and Wo units of other 
wealth; this portfolio, shown by point A, 
is optimal in that it maximizes the pos
sessor's utility subject to the budget con
straint (it is on the highest utility curve, 
VI' that can be afforded with budget BB'). 
The slope of BB' is the negative of the 
unit price of land, p. Thus, the parcel's 
market value is given by the distance 
BWo on the vertical axis (if B represents 
100 units of wealth, and if Wo = 60 units 
of wealth are held in non-land form, then 
BWo =40 units of wealth must have been 
spent on the land). That is, p =BWclLo by 
definition, implying that pLo =BWo' 

If the possessor were to lose title to 
the land (leaving him with only other 
wealth forms), he could remain on indif
ference curve VI (at point D) only if he 
received compensation represented by the 
distance DWo' which exceeds the market 
value BWo' Thus, if the possessor were 
to receive only market value for the land, 
he would be at point B instead of A or D, 
and at the lower utility realized along 
curve V

2
• Distance BD represents the 

subjective value the possessor assigns 
to the land. If this value grows over time, 
as we hypothesize, then the convexity of 
the possessor's indifference curve also 
increases, thus increasing distance BD. 

Figure 2 

In contrast to the land's possessor, 
the claimant (under our hypothesis that 
non-possessors do not acquire subjective 
preferences) values the land only at its 
market value. Thus, the claimant in effect 
has indifference curves that are straight 
lines, each with a slope equal to that of 
the budget line BB'. 

Now consider the impact of the two 
title systems with regard to exchange 
efficiency. Under the Torrens system, 
the possessor would retain the land and 
remain at point A (remember that the 
registration fee was paid in the past and is 
sunk), while the claimant would receive 
monetary compensation equal to BWo' In 
contrast, under the recording system the 
claimant would receive the land, which 
he values at its market value BWo' and 
the displaced possessor would receive 
compensation of BW ' putting him at o 
point B. Thus, the claimant enjoys the 
same wealth position under either of the 
two systems, but the possessor has lower 
utility under the recording system. 

It is unlikely that this allocation of 
rights would represent the final outcome, 
however, since the displaced possessor, 
starting from point B, is willing to pay BE 
to reacquire the land (note that in paying 
BE, he can buy back the land and remain 
on indifference curve V

2
). Since BE ex

ceeds distance BWo that indicates market 
value, the claimant (who is happy to get 
anything above market value) will sell 
the land back to the initial owner (whose 
value includes a subjective component) 
for some amount between BWo and BE. 
The final point reached on the graph 
depends on the price arrived at in the 
parties' negotiations; if the transactors 
split the gains from trade evenly, the pos
sessor will end up at a point such as C 
(on an indifference curve between VI and 
VJ Thus, the dispossessed occupant still 
has less utility than under Torrens, while 
the claimant is better off by the difference 
between the repurchase price and the 
market value. Under either system, how
ever, the land ends up with the highest 
valuer: the initial possessor. • 

Notes 
I. Other states where Torrens was used extensively 
are Massachusetts and Minnesota. Currently. land 
can be registered in only a few states; as of 1991 
these were Colorado. Georgia, Hawaii, Massachu
setts. Minnesota. New York, North Carolina, Ohio. 
Virginia, and Washington. 

2. See Blair Shick and Irving Plotkin, Torrens 

in the United States, Lexington, MA: Lexington 

Books, 1978. 


3. These motivations were especially relevant in 

Massachusetts and Minnesota. 


4. Adverse possession statutes exist in all 50 states. 
and though the definition of adverse can vary acrm 
jurisdictions, a typical requirement is that posses
sion be open, continuous, exclusive, and with a 
claim of right. The usual economic justifications fa 
adverse possession are that it clears title to land ant 
prevents owners from leaving productive land idle. 
While Torrens does not address the second of these 
concerns, economists recognize that leaving land 
idle is not necessarily an inefficient use, in light 
of the option value of future development. See 
Thomas J. Miceli and c.F. Sirmans, "An Economic 
Theory of Adverse Possession," International 
Review ofLaw & Economics 15 (1995): 161 - 173. 

5. See John E. Cribbett, Principles ofLaw and 
Propeny,2nd,1975:316. 

6. See Joseph Janczyk, "An Economic Analysis 
of the Land Title Systems for Transferring Real Es· 
tate," Journal ofLegal Studies 6 (1977): 2 I 3 - 233 

7. Oliver Wendell Holmes once observed that "mar 
like a tree in the cleft of a rock, gradually shapes 
roots to its surroundings, and when the roots have 
grown to a certain size, can't be displaced without 
cutting at its life." We should also recognize, 
however, that the passage of time can bring about 
events, such as children's graduation from school 0 

the home owner's retirement from work, that might 
reduce subjective values. 

8. This situation illustrates the Coase Theorem; 
see Ronald Coase, "The Problem of Social Cost," 
Journal ofLaw and Economics 3 (1960): 1 - 44. 

9. 'This discussion is based on our article, 'The 
Economics of Land Transfer and Title Insurance," 
Journal ofReal Estate Finance & Economics 10 
(1995): 81 - 88. 

The authors are onfaculty at the Vniver
sity of Connecticut. Miceli is a Professor 
ofEconomics; Sirmans is a Professor of 
Finance and Director ofthe Center for 
Real Estate & Vrban Economic Studies. 
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Professional Ethics and the Real Estate Agent 

David P. Hunter 


To most people, the term ethics suggests 
a general sense of honesty. To a profes
sional, the term applies specifically to 
a standard of appropriate behavior, as 
prescribed by a professional association's 
written code of conduct. This article is 
concerned with ethics in the real estate 
brokerage business, focusing on the pros 
and cons. The "pros," or professionals, 
are supposed to promote and protect the 
interests of their clients, but they some
times "con," exploiting the public trust 
by taking advantage of people's fears, or 
their ignorance of the real estate business. 

What Constitutes Unethical Behavior? 
Unethical behavior among real estate 
brokers can take many forms. The broker 
is a business operator, for example, and 
can face all the temptations to cut comers 
(or engage in outright fraud) that all busi
ness people confront. I once observed a 
broker/manager - my own partner on 
the phone, cursing loudly at someone 
who, I felt, must have made him very 
angry. Yet after hanging up, he cheerfully 
confided, "I just screwed the phone com
pany out of $1,000." Needless to say, we 
were not partners for very long. 

Our primary concern in this discus
sion, of course, is unethical behavior by 
brokers in transactions, which can harm 
buyers and sellers of real estate, or other 
members of the public. Consider the real 
estate agent who assured a prospective 
buyer that FHA financing would be avail
able on a particular house, prompting the 
buyer to sign a purchase offer and give 
the agent $1,000 in earnest money. As 
soon as the check was in his hands, the 
agent signed the offer, revealing himself 
to be the owner as well as the listing 
broker, and binding the client to the 
purchase provided the client could obtain 
financing.' Somewhat surprised to learn 
that the agent had been showing his own 
property, the buyer sought the agent's 
help in obtaining an FHA loan. He was 
even more surprised to hear the agent 
reply, "That's your problem." After 
learning of this troubling series of events 
(including the fact that the broker had 
promptly cashed the $1,000 check), I 

urged the buyer to call an attorney, but he 
was reluctant to "send good money after 
bad." So greed had found another mark.2 

Taking the Easy Way Out 
Some ethics violations go unpunished 
because of the fear or timidity of other 
professionals. I recall a case when one 
of my branch managers mentioned that 
a broker operating a competing office 
in the same town had done something 
wrong. After hearing her story, I had no 
doubt that our competitor knew that what 
he was doing was unethical. I explained 
to my manager that the actions described 
violated the Realtors® Code of Ethics, 
and that she should file a complaint with 
our local Board of Realtors.® But she re
fused, not wanting to start any "trouble." 

Her reaction was not unusual. It is 
unfortunate that the very thought of put
ting an accusation in writing, and particu
larly the thought of attending a hearing 
and answering questions in front of the 
accused, frightens otherwise-dedicated 
people away from taking important 
ethical stands. We can all understad these 
fears; I remember one colleague who 
literally shook and cried at the prospect 
of being asked to testify before a panel 
of her peers. But we must also ask: if the 
"pros" will not help to police their own 
profession, how can they claim to be 
ethical - or professional? 

Less understandable is the "blissful 
ignorance" approach taken by some 
practitioners. Several years ago, a broker 
stated to me that she did not want to 
know anything about house construction. 
That way, she would not have to answer 
buyers' questions about construction, 
and risk being wrong. But perhaps even 
more troubling is the combination of one 
broker's ignorance with another's greed. 
A broker had listed a very attractive 
house with an excellent location, at a 
price that seemed quite low. Another 
broker promptly bought the house, and 
then quickly resold it at a much higher 
price. This example illustrates two ethical 
breaches. First, the listing broker should 
have known, or ascertained, the home's 
value before undertaking to represent the 

seller. (It is unethical for a broker to 
accept an assignment for which he or she 
is not qualified.) Second, the broker who 
bought the property owed a duty, under 
agency agreements in effect at the time, 
to protect the interests of the seller.3 That 
duty included the obligation to tell the 
seller what the house was actually worth, 
even if conveying that information would 
have harmed that broker's own position. 

In another case, a potential buyer 
spied a yard sign in front of a new listing, 
and called an agent at a different broker
age firm to arrange for a showing. Unable 
to find the property in the most recent 
Multiple Listing Service (MLS) catalog, 
this agent called the listing broker, who 
stated that the house was being painted 
inside and was unavailable for showing. 
The agent calling on behalf of the poten
tial buyer was skeptical, feeling that the 
listing broker would have found a way 
to show the home if a buyer had called 
him. Her fears were confirmed when the 
property was soon sold to a buyer located 
by the listing broker - who was able to 
pocket the whole commission, rather than 
sharing it with a cooperating broker. 

A reasonable question, at this point, 
might be whether the public should care 
about professionals' taking advantage 
of each other. The answer is that they 
should. In the previous example, it was 
not simply the competing broker, but also 
the potential buyer (who was denied the 
chance to bid on the house) and the seller 
(whose reduced access to buyers may 
have resulted in a lower sale price) who 
were harmed by the listing broker's 
chicanery. In fact, we can state more 
generally that fair competition between 
professionals in the same field benefits 
everyone. Fair competition occurs when 
professionals do not conspire together 
against clients or other members of the 
public, and when they follow the rules 
of their business in dealing with one 
another. In a market characterized by fair 
competition, the prices of professional 
services fall to reasonable levels, and 
innovation improves the business to the 
public's benefit as new methods emerge 
for serving client needs. 
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Men (and Women) Behaving Badly 
The advantages that professionals can 
bring to bear against the public include 
their knowledge, their experience, and 
their access to information through 
membership in professional associations. 
A buyer or seller can be intimidated 
by someone who carries prepared legal 
forms, and who can locate, with a few 
keystrokes on a laptop computer, com
prehensive data on listings, recent sales 
prices, and sources of financing. It is 
fortunate that most professionals do not 
try to exploit their advantages, but the 
few who do can hurt anyone who comes 
into contact with them. 

The problem is that, despite carefully 
crafted codes of ethics, well-designed 
training and continuing education pro
grams, and the multitude of hearings 
by ethics panels, some professionals still 
knowingly take advantage of the public, 
and of each other. The reason for this 
problem is human nature. We all begin 
life as babies, and some professionals 
never grow much beyond that stage; 
they cry when they are hungry, and are 
content only when everything goes their 
way. People who do not adopt the adult 
trait of putting others' needs before their 
own will find it difficult to behave in 
a professional manner. Their ethical 
problems will be as predictable as the 
tides, and as severe as tidal waves. 

Some "professionals" take advantage 
of their business partners, or even their 
own/amities, to advance their immediate 
financial interests. It is sad that many real 
estate brokers proclaim their "profession
alism" without the least realization that 
they must develop the habit of placing 
buyers' and sellers' interests ahead of 
their own before they can be professional 
in any meaningful sense of the word. 

"Everybody Does It" 

Ethical problems arise, in other words, 

when people with professional duties do 

not accept the attendant responsibilities. 

Colleagues say, "Eat or be eaten," and we 

resolve to eat. We read the popular book 

Swim With the Sharks, and come to think 

that we must be predatory to succeed. 

"Everybody does it," we are told, and we 

fear that we will not "fit in" if we do not 

follow suit Real estate brokers and other 

professionals must be forever on their 


mental toes, and must show unusual 
character, to resist this ubiquitous social 
pressure. The remarkable human ability 
to adapt does not stop with our physical 
environment; we have an uncanny ability 
to adapt to ideas, good and bad, as well. 

And bad ideas seem to have become 
pervasive in our culture. A colleague 
recently quipped, "It's easier to get 
forgiveness than it is to get permission." 
Sadly, what he said is often right Don't 
ask, just do it; you may get away with 
it. Yet earlier in life, we had been told, 
"Work hard, keep your nose clean, and 
you'll get ahead." That generally sound 
advice leaves some trusting souls as easy 
marks for predators. Our childhood men
tors should also have told us to "watch 
out for the guy hiding in the bushes." 

But we must overcome these childlike 
feelings if we are ever to assume mature 
roles in maintaining a system of profes
sional ethics. Having suffered many of 
life's inevitable injuries (as have most 
individuals with some gray around the 
temples), I have come reluctantly to the 
conclusion that some people are just plain 
bad. They do not even want to change; 
they like what they are doing, and feel 
that anyone who does not take advantage 
of others is just plain stupid. 

Building on Trust 
Business must be built on trust If you 
distrust the salesperson, you will leave 
the showroom. If you doubt the integrity 
of the product, you will not make a 
purchase. If you suspect that someone 

Of course, as children we are also told 
to "stop complaining." While this advice 
is sometimes sound (no one wants to hear 
incessant hollering), we are left with the 
impression that it is always wrong to 
speak out. In a similar vein, parents 
tell their offspring that it is "not nice to 
tattle;" less genteel popular culture tells 
the young person forming impressions 
that he or she should not be a "squealer," 
"stool pigeon," or "rat-fink." By exten
sion, if someone takes advantage of you, 
you are supposed to be a "good sport" 
(i.e., a cheerful loser). If you complain, 
even with good reason, you open yourself 
to charges of being a "cry baby." 

Another bad idea - we must note with 
some irony - is that "most people are 
basically good." This seemingly uplifting 
idea provides a false sense of comfort 
to many; if most people are good, it is 
unlikely that anyone will take advantage 
of us. Indeed, our ingrained feelings that 
people are basically good, and that we 
should stoically endure life's tribulations, 
make it very hard for any of us to file 
formal complaints when we really do 
suffer harm at the hands of people who 
have really meant to hurt us. 

is handing you a check that will bounce, 
or cash that is counterfeit, you will 
not sell to that individual. We need 
some level of trust if the economy is to 
function. But this trust, and our willing
ness to sometimes offer it without even 
thinking, is what the miscreants count on. 

How can we change them? We may 
not be able to change their thinking, but 
there are some practical methods for im
proving their behavior - and the ethical 
environment markedly. Practitioners 
who join professional organizations, such 
as the National Association of Realtors® 
(NAR),4 American Bar Association 
(ABA), American Medical Association 
(AMA), American Architectural Associa
tion (AAA), and others agree to be bound 
by the organizations' codes of ethics. It 
is a violation of the ethics standards of 
each aforementioned association for any 
member to take advantage of a client, 
competitor, or other party encountered 
in the course of conducting business. 

Yet even an ideal code of ethics, 
conscientiously applied, can break down 
under the weight of human nature. While 
I was teaching ethics to new members of 
my local Board of Realtors,® a student 
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asked, "Why do we have to go through 
all this; isn't it enough to follow the 
Golden Rule?" The answer is no; without 
orientation, supported by explanations 
from those familiar with ethical dilemmas 
that arise in the business, new practi
tioners are very susceptible to making 
honest mistakes. Lacking exposure to 
the transaction process, the new licensee 
may not yet see how a particular action or 
statement might violate even the Golden 
Rule. Just as importantly, these orienta
tions demonstrate to new members of the 
profession that senior members expect 
ethical behavior from them. 

Newcomers to the field may not be 
the only ones who have to be reminded of 
our need to stress the ethical foundations 
on which the real estate business rests. 
A fellow panelist in an ethics orientation 
once said, "I don't see why we have to 
teach this stuff. You've either got it or 
you haven't." As one who had always 
felt it essential for established brokers 
to explain the intricacies of responsible 
professional behavior to newcomers, and 
abhorring the idea that there might be no 
hope for some who just "haven't got it," 
I was troubled by her remark. 

After long reflection on that incident. 
however, I came to believe we were both 
right. New members do require orienta
tion, because ethics is not a simple topic. 
Most new Realtors® sincerely want to 
behave ethically, and any mistakes they 
make reflect their lack of understanding 
of the Code's applications in the range of 
situations to which they are exposed. The 
needed understanding comes with exper
ience, but only if the member remains 
aware of the imperative for ethical 
conduct. It is sad that this imperative can 
be overshadowed, in the minds of some 
practitioners who would like to be honest, 
by the more immediately felt need to 
compete "successfully" (as measured 
in monetary terms). At the same time, 
dishonesty is, for some, a way of life, 
and on them our breath is surely wasted. 

We all like to think that our actions 
reflect our having thought things through 
and made the most intelligent choices. 
But they do not. In reality. our emotions 
generally determine what we want to 
do. We then use our intellects to figure 
out how to do what we want to do. The 
teaching of ethics, therefore (despite most 

Boards' inefficient approach), is not the 
problem. Those who habitually violate 
the Code know what they are doing, and 
no amount of training will change them. 
The problem is not one involving the 
mind's ability to absorb, but one involv
ing some minds' unwillingness to follow 
the Code when doing so conflicts with 
their own immediate self-interest. 

The Heart of the Matter 
The real problems we face in furthering 
ethical behavior can be summarized as: 
I. Many offenses go unreported. The 
public is not aware of the Realtors® Code 
of Ethics, or of how to report violations. 
Even many Realtors® may not know 
whether specific behavior is an ethical 
violation, or how the reporting process 

dollars earned through a questionable 
action to exceed the penalty paid. It is 
difficult to curtail unethical behavior 
while it is profitable. 

4. Some offenders know the problems 
discussed above, and count on benefiting 
from their continued existence. 

If a code of ethics is not enforced, no 
one will waste time learning it, or forego 
profitable opportunities obeying it. Our 
response must be to remove the profit 
from the sin, making sure, in every 
way possible, that unethical behavior is 
unprofitable behavior. Some methods that 
would improve the professional image 
of real estate practitioners in the eyes of 
their clients, peers, regulators, and the 
public would be as follows: 

works, and they may be unwilling to 
spend time in such unpaid activities as 
reporting and testifying; time is money. 
Salespersons assume that their brokers 
should follow through on any ethical 
questions that arise. Brokers and sales
persons alike may fear the hearing panel 
environment, or fear that violators and 
their supporters will punish "squealers" 
by refusing to show their listings. 

2. Realtors® sitting on hearing panels 
may rationalize. The accused may be a 
friend, and certainly is a colleague; why 
should I hurt her? Or think of the other 
side of the coin: he skinned me once, and 
now I can get even. Reasons for rational
izing comprise an endless list: there is 
no ironclad proof of guilt; forgive and 
forget; it's the public against us; there but 
for the grace of God go I. 

3. Penalties often are not sufficiently 
severe. The typical finding of guilt in an 
ethics hearing results in only a reprimand. 
Even when a financial penalty is levied 
by the ethics panel and affirmed by the 
Board's directors, the offender typically 
can view it as a cost of doing business 
expediently; it is not unusual for the 

1. Training: Pay the best teacher in the 
Board to conduct ethics training for as 
many years as he or she is willing. This 
instructor should administer a written test 
after presenting the subject material. The 
exam should be subjective (no true/false 
or multiple choice questions), requiring 
students to respond with explanations 
exactly as they would to the public. Only 
in this way can the teacher be sure that 
the student truly understands the issues. 
Ongoing ethics education for all Board 
members would include the development 
of new ethics-based skits to be performed 
at each Board meeting. Participation in 
this exercise should be a duty of every 
member of the profession, with compli
ance monitored monthly by state associa
tions and reported annually to NAR as a 
condition of the local Board's retaining 
its charter. Skits of this type typically are 
fun as well as educational; in my experi
ence, they can be a source of unbridled 
hilarity when performed at meetings. 

2. Hearings: Select members for hearing 
panels not to train them in the finer 
points of ethics. but rather because of 
their experience and demonstrated 
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judgment. Our Realto~ tradition of 
involving new people in leadership roles 
should not extend to ethics panels; both 
the Board and the public benefit from 
more consistent enforcement and the 
higher standards of professional conduct 
that result from experienced ethics panel
ists. Hearing ethics cases is not a right of 
membership; it is a duty for those who 
are qualified. No member who has been 
found in violation of the Code of Ethics 
more than once should ever serve on a 
professional standards hearing panel. 
Further, no panel should hear cases 
involving members of its own Board. 
Panels should be sent from other Boards 
of Realtors® so that, we might hope, the 
panelists will not know the complainants 
or respondents, and will not be influenced 
by experiences with either party or con
cerns over either's reaction to the ruling. 

3. Finding and Sentence: Each ethics 
panel's rulings should be published in its 
Board's periodic newsletter. This public 
reprobation would be a powerful deter
rent to unethical behavior and, despite 
anything a lawyer for the party charged 
might claim, would no more be a viola
tion of the adjudged's right to privacy 
than we find in the public record follow
ing criminal cases. The reporting of one's 
ethical violations should be understood as 
a condition of a career as a Realtor.® 

Getting the Public Involved 
But the most important action we can 
take may be to involve the public in the 
ethics process. Attention to ethics is not a 
problem only for the individual practitio
ner or the professional association. Ethics 
problems bear most heavily on buyers 
and sellers, who suffer aggravation, lost 
time, and lost money. Most people do not 
know how to seek redress, and a large 
part of the public feels that no one in the 
industry or the regulatory community 
cares. This view is justified; no one has 
demonstrated that they do, in fact, care. 
Our industry therefore must encourage 
members of the public to complain when 
they feel that they have suffered as a 
result of real estate agents' actions. 

The complainant should be infonned, 
in writing, of the three possible fonns of 
redress: a fonnal complaint to the profes
sional association (which, in tum, has the 
responsibility to assist the complainant), 

a written complaint to the state licensing 
agency, or legal action against the offen
der. Disclosure of these options should be 
mandatory, and a written record of each 
inquiry should be maintained on file, 
available for inspection by licensing 
authorities at the same time they inspect 
the adequacy of the local real estate com
panies' earnest money deposit records. 

A complainant also needs help from 
the association's grievance committee in 
evaluating whether a specific allegation, 
if true, would constitute an ethics viola
tion. (Finding whether the allegation is 
true is the province of the hearing panel.) 
In addition, every article and standard of 
practice in the Realtors® Code of Ethics 
should be published, one per week, in the 
real estate section of the local newspaper, 
together with the telephone number of 
the person to whom readers should pose 
questions regarding the filing of com
plaints. The Board secretary or executive 
officer answering such questions should 
not express an opinion on whether the act 
complained of is a violation, but should 
respond only with instructions for filing. 

This public notice of our likely list of 
sins, together with the widely understood 
offer of an open channel for complaints, 
would do more to enhance the image of 
Realtors® as genuine professionals than 
could any public relations campaign at 
many times the cost. It is unfortunate 
that many among our ranks think "ethics 
don't put bread on the table." The fact is 
that ethics do put bread on the table, as 
improved reputations improve our busi
ness. Ethics also save "bread" spent on 
attorneys, and time spent in defense. 

For many years I wrote a real estate 
"Tip of the Week" and published it, 
at my own expense, in the newspaper. 
One such tip advised readers that they 
could complain of an agent's actions by 
contacting our Board of Realtors,lti the 
state's licensing authority, or their own 
lawyers. The reaction of many Realtors® 
in our area was swift, negative, and 
predictable: why was I encouraging 
people to "make trouble" for my col
leagues? Professionals and their associa
tions must abandon the old attitude that 
the consuming public is the enemy, and 
must work hard to gain the public's trust. 

The easy approach, of course, would 
be for us to do nothing about those 

"professionals" who continue to do 
damage, instead continuing with our 
sorrowful, hand-wringing attitude that 
things have always been this way and that 
we can not change human nature. But I 
am not suggesting that we try to change 
human nature. I am suggesting that we 
use it in solving the problem. 

The effective course is difficult, but 
worth pursuing. Instead of continuing to 
let renegade members falsely imply their 
adherence to ethical standards by hiding 
behind the Realtoc® emblem, let us travel 
the high road to effective management of 
our associations. As stated on a plaque in 
my high school dean's office, "The path 
of least resistance makes men and rivers 
crooked." Ethics is everybody's business, 
and just grumbling does not help. Unless 
professionals, and the public alike, for
mally complain about what they think 
are intentional violations, and question 
practitioners when they think ethical 
mistakes have been made, we shall 
deserve to live in an ethical wasteland .• 

Notes 
I. Absent a contingency specifying financing type. 
the client's only escape route would have been the 
inability to obtain any reasonable financing terms, 
rather than the mere inability to get an FHA loan. 
2. The federal government can be as greedy as 
an unethical broker. The typical buyer who plans 
to borrow the money to pay for a house makes a 
purchase offer with a finanCing contingency; if 
financing is not available, then the earnest money 
is returned. However, if someone makes an offer to 
purchase a house that has been repossessed by the 
Department of Housing and Urban Development 
(HUD), but is then unable to buy the property 
because of an inability to secure financing. HUD 
keeps the deposit. And there is no recourse. 
3. Under traditional Multiple Listing Service (MLS) 
arrangements, every participating broker was an 
agent of aU sellers of listed properties within the 
jurisdiction of the local Board of Realtors.<Il The 
situation today is more complex. because of the 
emergence in recent years of buyer's brokerage. 
4. Realtoll' is a registered trademark, not a generic 
term like doctor or lawyer. It means. literally, a real 
estate licensee who has joined the National Associ
ation of Realtors" (NAR) and has agreed to abide by 
the Association's Code of Ethics. While most active 
real estate brokers and salespeople are Realtors,'" 
not all are. Only a NAR member should be referred 
to as a Realtoll' (written references should always 
be capitalized and include the trademark sign), and 
no one should ever be referred to as a real-i·tor. 

Mr. Hunter, a Champaign resident, was 
a US Army officer for 13 years and a 
Realto~ for 32 years. He has served on, 
and chaired, local and state grievance 
and ethics committees, and has taught 
Realto~ ethics classes for many years. 
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The Economics of Open Space 

Peter F. Colwell and Carolyn A. Dehring 


In the context of a would-be residential 
development, there will exist some opti
mal combination of housing and open 
space. Various forms of open space 
ponds, parks, or larger lot sizes relative to 
building "footprints" - are generally seen 
by residents and outside parties alike as 
highly desirable. In fact, some studies 
have shown that property values are 
enhanced by access to open space. 

Yet the provision of open space also 
imposes costs on a development project. 
The optimal combination of development 
and open space therefore is the one that 
yields the greatest total benefit. net of 
added costs, to the consumers of real 
estate services provided on specified land 
and to the developers who produce those 
services. In this article we develop an 
economic model that incorporates open 
space's costs and benefits, to identify the 
optimal mix of housing and open space 
within a residential development. We 
also examine how open space production 
is affected by ownership structure. 

Modeling Open Space Benefits 
Consider a tract of farm land that has 
been purchased by a residential devel
oper who plans to convert the land from 
agricultural use to residential use (one or 
more residential subdivisions). Figure 1 
is a graphical representation of the tract 
of land; the distance between the two 
vertical axes, AT' represents the amount 
of acreage available for the residential 
development. The development can ulti
mately consist of, at most, two land uses: 
single-family housing and open space. 
The downward-sloping curve Dr repre
sents what residential land users would 
be willing to pay (i.e., their demand), in 
the absence of open-space benefits, per 
acre for land in the subdivision. The 
downward slope of D)ndicates that the 
quantity of land demanded increases 
(people wish to buy more) as the per-acre 
price of land in the development declines. 

If residential land users benefit from 
the existence of open space, they should 
be willing to pay more than the amount 
indicated along Dr for each acre of land 
by the value of the open space benefits. 
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We assume here that the open space 
generates the same level of enjoyment 
regardless of the resident's geographical 
positioning within the subdivision (i.e., 
there are no positive or negative bound
ary effects associated with the open 
space; the benefit is present if the park or 
pond is next door or a few blocks away). 
In Figure 1, open space benefits are 
shown as X, with X representing the per 
acre benefit accruing from open space. 
Because open space decreases as density 
within the development increases, X is 
equal to zero when all AT acres are used 
for housing; at this allocation the devel
opment would be entirely composed of 
minimally-sized lots (and needed streets). 
Finally, to represent residents' willing
ness to pay for residential land in the 
presence of open space benefits, we show 
downward-sloping line Dr + X (which 
represents the vertical sum of Dr and X). 

Measuring Societal Benefits 
Society also benefits from each additional 
acre of land that the developer allocates 
to housing. Society's interests, in this 
context, are represented by the concerns 
of the residents (as consumers) and the 
developer (as producers). Total societal 
benefits at a given level of housing are 
equal to the sum of land value and 
surplus, with surplus representing the 
amount by which residents' willingness 
to pay for land exceeds the market price. 

Figure 1 

Marginal social benefits represent the 
change in benefits that society realizes 
when the developer allocates an addi
tional acre of land within the tract to 
housing development. Dedicating more 
acreage to housing is optimal for society 
as long as its marginal benefits exceed 
the marginal development costs. In the 
absence of the open space externality, 
marginal social benefit (MSB) would be 
represented simply by Dr in Figure 1, 
with total social benefits equal to the area 
under this curve. However, if there is an 
open space externality, deriving the MSB 
curve is slightly more complicated. 

Figure 2 presents a situation in which 
Ao acres are allocated for housing, with 
the remaining acreage, Ao' devoted to 
open space. Residents would be willing 
to pay Po per acre for land in the presence 
of open space benefits and the indicated 
quantity of housing. Revenue to the 
developer from the sale of land would 
be equal to Po times AQ, or the area of the 
striped rectangle. Yet residents receive 
benefits greater than their willingness 
to pay for land, Po' We can think of the 
demand curve as shifting up by amount 
XAo' resulting in a line parallel to and 
above Dr' We can define surplus, then, 
as the shaded solid triangle bordered by 
Po on the bottom and by Dr + XAo on the 
top. This area, when added to land value, 
comprises the total benefit to society of 
allocating Ao acres for home construction. 

Real Estate Letter Fall 1997 



Technical Notes 


From here the derivation of the mar
ginal social benefits curve is straightfor
ward. For all feasible quantities of hous
ing, the area under this curve must equal 
the total benefit to society that we have 
just defined (land value plus surplus). 
In Figure 2, starting from where Dr +X 
intersects the vertical axis, MSB is drawn 
such that it cuts Dr +XAo at its midpoint, 
and then continues downward until it 
reaches the horizontal axis. Thus, the 
area under this new curve is equal to the 
area under Dr +XAoas a result of adding 
one triangle and subtracting another of 
equal area. The area under the MSB curve, 
up to Ao' equals total societal benefits. 

Measuring the Costs of Development 
Having defined the additional benefits 
that society realizes from the allocation 
of additional acreage to housing, we now 
incorporate the costs of development into 
our model to determine the combination 
of housing and open space that yields the 
greatest net benefit to society. We define 
development costs as the price the devel
oper pays to acquire the raw land plus the 
costs of preparing acreage for residential 
development (otherwise known as infra
structure costs). Average development 
costs, or the development costs per acre 
of land allocated to housing, decline 
as more acreage is allocated to housing. 
This decline occurs because as housing 
takes up more of the tract, the fixed dev
elopment costs (which include the price 
paid to acquire the land) can be spread 
over more sites. The curve labeled ADC 

in Figure 3 shows average development 
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economics that the optimal level of out
put is found where marginal cost equals 
marginal benefit. Stated more simply, if 
the extra benefit exceeds the extra cost, 
more land should be allocated to housing. 
But this allocation of land to housing 
development should stop when the extra 
benefit no longer exceeds the extra cost 
when the two are equal.) Benefits thus 
are maximized when open space acreage 
equals Ar-Az. As would be expected, 
more open space is optimal when there 
are open space benefits than when there 
are no such benefits. Recall that without 
open space benefits, Dr represents the 
marginal benefits to society from 
allocating land to housing, in which case 
marginal social benefits, MSB(x:O)' are 

costs for the various allocations of land. positive regardless of how much of this 
Marginal development costs equal zero land is allocated for housing, and it is 
as long as the cost of preparing an acre optimal to have the development consist 
of land for housing equals the cost of entirely of housing. 
preparing an acre of land for open space. What if the municipality where the 
Assume for the moment that open space development is located decides to impose 
and housing require equal amounts of an impactfee on the developer to ensure 
infrastructure per acre, and hence mar that the development pays for its impact 
ginal development costs are zero. We on the municipality's off-site infrastruc
can now determine the optimal mix of ture? Assume that the impact fee is con
housing and open space within the tract. ditioned on the number of lots, and is a 

fixed amount per lot. Marginal develop
The Optimal Development Mix ment costs rise from zero to, say, MDC ,

1

From Figure 3, we see that when there as shown in Figure 4. Now the added cost 
are benefits from open space and mar of allocating more acres to housing, while 
ginal development costs are zero, the still constant, is greater than zero. It 
socially optimal allocation of housing would be possible to represent a higher 
occurs at Az, where marginal social ben cost of infrastructure on land for housing 
efits from allocating land to housing are than open space in the same manner as 
just equal to the zero marginal costs of the impact fee. 
development. (Recall from introductory It may be that a small increase in 

Figure 3 
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aggregate as does a monopolist who sets 
prices based on average costs. When 
open space provides social benefits, land 
in the amount AT is allocated for housing 
under competitive ownership, as demand 
is greater than average costs throughout 
the range of possible allocations in the 
illustrated example. With no open space 
produced, potential social benefits are 
lost in an amount equal to the area 
represented by the striped triangle under 
the x-axis (which results from continuing 
the MSB curve below the x-axis to AT)' 
This tri- angle represents the net social 
costs that result from allocating more 
land for housing than is optimal for 
society. 

It appears, in the example shown, 
marginal development costs does not is twice as steep as that of Dr + X. that when the marginal costs of develop
affect the optimal combination of housing Assume again that marginal devel ment are equal to zero, monopolistic 
and open space when open space yields opment costs equal zero. The monopolist ownership produces more open space 
no benefits and D, is sufficiently high to will devote AI acres for housing, an than is optimal for society, while com
generate zero open space as is illustrated allocation for which marginal land value petitive ownership underproduces open 
in Figure 4. However, when there are is zero, and will produce open space of space. What if there are positive marginal 
open space benefits, optimal housing AT-AI acres. This quantity exceeds the development costs, as would be the case 
production falls fromA2 toA I due to the amount of open space we found to be with the imposition of an impact fee? 
positive marginal development costs. optimal by A2-AI' With monopolistic When there are benefits from open space, 
Note also that land prices rise in response ownership, society loses potential social and marginal development costs are 
to the fee's imposition when there are marginal benefits in an amount shown equal to MDC

I 
in Figure 6, the optimal 

open space benefits. as the shaded gray triangle below the amount of housing for society is A
2

• The 
MSBcurve and above the x-axis, between monopolist produces housing in amount 

Open Space and Ownership 
Thus far we have referred to a developer 

AI andA2, in Figure 5. 
If the tract is owned by more than 

A
l 
, and competitive ownership again pro

duces housing equal toA
T 

• As was the 
who buys land to develop. Tract owner one entity, acreage will be allocated for case when marginal development costs 
ship certainly can be monopolistic, as we housing as long as residents' willingness were zero, the monopolist overproduces 
have assumed, with one developer own to pay for land exceeds the average dev open space, while multiple owners under
ing all land in the project. Of course, the elopment costs. In other words, we produce open space when open space use 
development of a tract of land also may assume that multiple owners will make provides societal benefits. Of course, 
be via many owners. We can, for exam the same development decisions in the whether or not competitive ownership 
ple, think of several owners developing 
different subdivisions within a particular 
tract. Thus, the market for lots in a devel
opment may instead be competitive. 

If a tract is owned by one entity, 
land will be allocated for housing as 
long as the marginal value from selling 
acreage is greater than the marginal cost 
of development. The land's marginal 
value is the additional revenue that 
results from the sale of one additional 
acre for housing. Because each additional 
acre sold generates less revenue then the 
previous one, total land value increases at 
a decreasing rate as more land is allo
cated to housing use. Marginal land value 
is represented, then, by the downward
sloping MLV curve in Figure 5; its slope 

Figure 4 

Figure 5 
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Figure 6 

consistently underproduces open space 
depends on the relative magnitudes of 
both average and marginal development 
costs. 

Notice that as marginal development 
costs rise from zero to MDC

1
, the loss in 

societal benefits from the monopolist 
overproducing open space is reduced 
from the dark outlined triangle in Figure 
6 to the striped triangle. If marginal 
development costs are further increased 
to MDC in Figure 6, the loss in social 

2 
benefit reduces to the solid triangle above 
the MDC

2
cost curve. Of course, increases 

in marginal development costs result in a 
decline in overall societal benefits. Yet it 
appears that the social loss from a 
monopolist overproducing open space 
decreases as these costs rise. 

Is Competitive Ownership Optimal? 
One example of competitive ownership 
being optimal might arise when there are 
sufficiently low average and marginal 
development costs. Competitive owner
ship allocates land for housing as long as 
the willingness to pay for land exceeds 
the average costs of development. Society 
wants land allocated to housing as long as 
the marginal benefits of doing so exceed 
the marginal costs. Now assume that there 
are no benefits from open space. In this 
case, marginal social benefits are just 
equal to residents' willingness to pay for 
the land. Thus, if both marginal and 
average development costs are suffi
cient�y low, competitive ownership will 
produce the societally optimal amount of 
open space: in this example, zero. 

Is Monopolistic Ownership Optimal? 
Assume that residents' willingness to 
pay for land, D" is highly elastic, or 
responsive to changes in land prices (i.e., 
D, is flat, as depicted in Figure 7. If there 
were benefits from open space, residents 
would be willing to pay more than PI 
per acre of land by the value of the open 
space benefits. For example, at Al the size 
of the open space benefit is XAI • 

But now residents' willingness to 
pay for land on which houses will be 
built, D, + XAI' is just equal to the price. 
Consumer surplus, or the amount by 
which the willingness to pay exceeds the 
price, therefore is zero. Consequently, the 
marginal benefit to society of allocating 
land for housing just equals the marginal 
value of land to the developer. Therefore, 
when residents' willingness to pay for 
land allocated to housing is perfectly 

Figure 7 
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elastic, "monopolistic" development 
produces the socially optimal level of 
open space, shown as amount AT - A2• 

Key Conclusions 
To some observers, open space in resi
dential development brings to mind nega
tive connotations, such as sprawL Yet 
within a residential subdivision, open 
space is generally seen as highly desir
able. We have developed a model that 
identifies the optimal mix of housing and 
open space within a residential develop
ment by incorporating open space 
benefits. We then examine how the 
production of open space is affected by 
ownership structure. Monopolistic 
ownership produces more open space 
than is optimal for society, unless the 
demand for undeveloped residential land 
is perfectly elastic before open space 
benefits are considered. If an impact fee 
is imposed on a monopolist, the increase 
in the owner's development costs results 
in an increased production of open space: 
less housing is produced and a higher 
price is charged for each lot. 

Competitive ownership, on the 
other hand, can produce less open space 
than is optimal for society when open 
space provides benefits. However, one 
example in which competitive ownership 
may produce the societally optimal 
amount of open space would be when 
there are no benefits to open space (the 
willingness to pay for land just equals 
marginal social benefits), and when both 
average and marginal development costs 
are sufficiently low. • 
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(continued from page J6) 
However, arguments that otherwise

sophisticated parties would select finan
cial contracts based on simplicity alone 
are likely to be flawed. In a competitive 
market, after all, when lenders gain from 
loan arrangements they must, in return, 
pass benefits along to borrowers. For 
example, the CAM's rapid repayment of 
principal (more technically, the shorter 
duration) surely leads to lower costs: 
perhaps lower interest rates or application 
fees, or less costly mortgage insurance, 
than the borrower would face under other 
loan provisions. There can be cash flow 
benefits as well; payments can be struc
tured to come due just after the harvest, at 
the time of year when the farmer's finan
cial position is at its most liquid. (This 
type of arrangement is also used to fin
ance farm equipment, with land, rather 
than the equipment, serving as collateral.) 
The CAM structure, with its high early
year payments, does impose a tilt prob
lem on the borrower. The observation that 
CAMs typically are originated at borrow
ers' behest suggests that borrowers deem 
the various benefits to outweigh the tilt 
problem and other CAM drawbacks. 

A Numerical Example 
Consider an 8%, IS-year CAM loan for 
$270.000 (representing a 90% loan-to
value ratio on a $300,000 tract of land), 
with annual payments in arrears. The 
lender receives, from the borrower. 1115 
of the $270,000 loan, or $18,000, at the 
end of each year. (If payments were 
semiannual, $9,000 would be paid every 
six months.) Because no principal is paid 
during the year, interest due at the end 
of year 1 is 8% of $270,000, or $21,600. 
Year 1 total debt service, then, is $18,000 
+ $21,600 = $39,600. During year 2 only 
$252,000 (= $270,000 $18,000) of 
principal remains unpaid, so interest is 
8% of $252,000, or $20,160. Year 2 debt 
service is $18,000 + $20,160 = $38,160. 

Because a fixed amount of principal 
is paid each year - i.e., the outstanding 
balance decreases by a constant amount 
the annual interest payments decrease by 
a constant amount throughout the loan 
term, as well. Since principal paid 
remains constant at $18,000 per year, 
nominal debt service decreases each year 
by the difference in the interest payments. 
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The CAM's first-year $39,600 debt 
service significantly exceeds the $31,544 
payment that would apply to a traditional 
FRM with equivalent features (including 
end-of-year payments). While interest 
due in year I under either plan would 
be $21.600, the CAM borrower pays an 
extra $8,056 in principal ($18,000 on the 
CAM vs. $9,944 on the FRM). The present 
value of interest the FRM borrower pays 
over the IS-year period is $131,889, vs. 
only $115,929 for the CAM borrower. Of 
course, because the present value of prin
cipal and interest together are the same 
($270,000) for the CAM and the FRM, the 
lender is indifferent (aside from issues of 
risk) between the two instruments. 

Default Risk to the Lender 
Default risk is the danger to a lender that 
the borrower will fail to make a timely 
payment of interest or principal. With a 
traditional FRM, the amount of principal 
repaid each period increases throughout 
the term at an increasing rate; for this 
reason, the outstanding balance decreases 
at an increasing rate. This relationship is 
shown in Figure I by the higher dashed 
function, which represents the balance 
due on a $270,000 FRM at 8%. With 
annual amortization, principal is repaid 
only at the end of a year (so the balance 
stays constant during each year; remain
ing principal thus appears as a step func
tion). A solid line connects the balance 
due at the start of each year to emphasize 

the concavity of this function over time. 
In contrast, the balance due on the CAM 
loan is shown by the solid straight line. 
Note that the outstanding balance on 
the FRM is higher than that on the CAM 
throughout the 15-year term. 

Because the borrower has incentives 
to default if the property's value falls 
below the present value of the future debt 
service payments, the possibility of 
default (at any time after one year) is 
greater under the FRM than under the 
CAM. Assume, for example, that after 
two years the land value has dropped by 
30%, to $210,000. The FRM borrower 
may be motivated to default, because the 
$213,458 present value of future pay
ments exceeds the property's value by 
$3,458. With a CAM, the present value 
offuture payments is only $200,617, so 
the CAM borrower is not likely to default. 
For this reason we might see a preference 
for CAMs over FRMs among lenders. 

Interest Rate Risk 
CAMs present lenders with less interest 
rate risk than do FRMs. Interest rate risk 
is a measure of how sensitive a financial 
instrument's value is to changes in mar
ket interest rates. If rates rise, the value of 
these loans decreases, since the lender's 
cash flow stream is locked in at what has 
become a below-market rate. If interest 
rates fall, the lender is locked into an 
above-market return on the loan pay
ments. However, the value of these loans 

Figure 1 
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in the lender's portfolio do not necessar Figure 2 
ily increase because of prepayment risk. 
Prepayment may occur if the present 
value of the future payments discounted 
at the contract rate of interest (the 
remaining principal balance) exceeds 
their value discounted at the market rate 
of interest, after accounting for the costs 
of points, appraisal, title work, and other 
refinancing fees, as well as any prepay
ment penalties imposed on the borrower. 
In financial parlance, prepayment is 
likely to occur when the borrower's 
option to prepayis in the money. 

The key to which instrument imposes 
more interest rate risk on the lender is in 
the timing of the cash flows. The present 
value of the FRM payments exceeds that 
on the CAM in every period except the 
first (recall that the FRM's outstanding 
balance exceeds that on the CAM 
throughout the term). Because the interest 
component of the remaining payments is 
larger for the FRM, it is more likely that 
the FRM borrower would find it attractive 
to prepay if market rates fell than would 
his CAM counterpart. (We assume that 
refinancing costs would be about the 
same for the two types of loans, except 
for points, which would be higher for the 
FRM loan because of the higher outstand
ing principal.) Another way to state the 
issue is that interest rate risk increases 
with the time period over which an in
strument's cash flows are realized - its 
duration. Because FRMs have longer 
durations, CAMs reduce the interest rate/ 
prepayment risk that lenders face. 

The Tilt Effect 
Two features of the CAM'therefore ex
plain its appeal to lenders: default risk 
and interest rate/prepayment risk are low
er. But as noted earlier, CAMs impose a 
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severe tilt problem on borrowers. The tilt 
effect refers to the fact that debt service's 
value tilts to some degree, such that the 
payments' real value declines over the 
loan's life (as the borrower's nominal in
come rises with inflation, and with career 
advancement if the borrower is a house
hold). In our last Mortgage Mechanics 
segment, we saw that the GPM loan, with 
its low initial payments, helps to reduce 
the tilt problem observed with FRMs. 

Figure 2 illustrates both the nominal 
and real values of the debt service on the 
$270,0(}(), I5-year FRM and CAM loans if 
the annual rate of inflation is 3%. Notice 
that because the CAM's payments are 
decreasing over time rather than constant, 
the severity of the tilt is much more evi
dent on the CAM than on the FRM. In the 
first year of the term, the real value of the 
debt service is $38,447; in the last year 
it is $12,478. For this reason, we might 
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expect to see residential CAMs chosen 
primarily by borrowers, such as those 
approaching retirement, who expect their 
future purchasing power to decline. 

Conclusion 
CAMs benefit lenders by reducing default 
and interest rate risk, but they can place 
difficulty, especially a tilt problem, on 
borrowers. The preference that some 
borrowers have shown for this lending 
arrangement attests to the fact that there 
surely are benefits on the borrowing side 
that are more substantive than mere com
putational simplicity. Because the CAM 
is not widely encountered today, it would 
be difficult to study empirically the situ
ations in which this type of loan prevails. 
But theoretical understanding tells us 
that CAM borrowers must enjoy pricing 
effects or other benefits that we have not 
been able to specifically identify. • 
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The Constant Amortization Mortgage 
Shelley A. Campbell and Carolyn A. Dehring 

Thus far in our Mortgage Mechanics 
series we have looked at two types of 
mortgage loans with fixed interest rates: 
the traditional fixed rate mortgage loan 
(FRM), with its constant debt service 
payment; and the graduated payment 
mortgage loan (GPM), with its rising 
payments. The focus of this segment is 
another fixed-interest loan: the Constant 
Amortization Mortgage Loan (CAM). 

The CAM might be viewed, in some 
ways, as a vestige of an earlier era. CAMs 
were popular in the period following the 
Great Depression, prior to which term 
mortgage loans were common vehicles 
for financing real estate purchases. Term 
loans call for periodic interest payments, 
but with no amortization of principal un
til the end of the specified term (typically 
5 - 7 years), at which time a balloon 
payment for the entire principal balance 
comes due. These loans fell out of favor 
with lenders, as the Depression left bor
rowers unable to pay required principal 
when loans matured and thereby brought 
about foreclosures. CAMs then became 
popular with borrowers for their relative
ly long payment schedules and with lend
ers for their rapid amortizations. They 
now have generally been replaced by 
level-payment FRMs; CAMs' use today, 
according to central Illinois lenders, is 
limited mainly to the agricultural sector. 

Office of Real Estate Research 
University of Illinois at Urbana-Champaign 
304-0 David Kinley Hall 
1407 W. Gregory Drive 
Urbana,IL 61801 

In this article, we examine the struc
ture of the CAM and look at some of its 
benefits and drawbacks from both the 
borrower's and the lender's viewpoints. 
While CAMs offer lenders lower default 
risk and interest rate risk than do tradi
tional FRMs, they present borrowers with 
the troubling tilt problem that character
izes FRM and GPM loans. 

Simple yet Effective 
The CAM is one of the most straightfor
ward financing tools available. In a nut
shell, the borrower pays interest on the 
remaining principal, plus a fixed per
centage o/the original principal, to the 
lender every period. Thus, there is no 
negative amortization (readers of the 
Mortgage Mechanics series may recall 
that the GPM's outstanding principal 
actually increases early in the loan's life). 

An explanation sometimes heard is 
that the simplicity of the CAM financing 
instrument accounts for its appeal with 
farmers, to whom the land, as well as 
its financing traditions, may have been 
passed down through generations. It is 
true that this arrangement allows the 
borrower to easily compute both the 
portion of the loan being paid down 
annually and the outstanding principal 
balance that remains at any point in time. 

(continued on page 14) 

"Torrens vs. Title Insurance: An 
Economic Analysis of Land Title 
Systems" (page 1) compares the tradi
tional American system of recording 
real estate documents to the Torrens 
system for registering title to land. A 
finding is that while Torrens leads to 
efficient outcomes, the use of title in
surance with recording can be equally 
efficient. In ''Professional Ethics and 
the Real Estate Agent"(p~ge6), a 
longtime lllinois real ~tiite broker and 
ethics advocate desb.Q6eS:actionsthat 
would constitute tri~thi~beh~~o~ on 
the part of real" .. 
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