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Is Land Taxation Practical? 


This article is based on "The Economic Con
sequences ofA Land Tax," forthcoming in a 
Lincoln Institute ofLand Policy conference 
volume. Details ofthe technical study that 
generated the numerical results discussed 
herein are available on request from ORER. 

Although there are precedents for every 
important idea in economics, Henry 
George, by virtue of his 1879 book, 
Progress and Poverty, holds by far the 
strongest claim to being the father and 
leading advocate of land taxation. George 
was a quintessential Victorian phenom
enon: a self-taught journalist, publicist, 
ideologue, and would-be politician, as 
well as a profound thinker. George was 
strongly influenced by early 19th century 
British economist David Ricardo and 
his theory of the iron law of wages. Yet 
George could not have known the ideas 
of British economist Alfred Marshall, 
Swedish economist Knut Wicksell, and 
other giants of the neoclassical revolu
tion, whose works were not published un
til at least a decade after George's book. 
While he should have been influenced 
by the writings of Francis Walker, the 
greatest 19th century American econo
mist, the two were locked in the kind of 
emotional battle (usually reserved for 
romantic rivals) that blocks intelligent 
exchange among thinkers. I 

Edwin S. Mills 

The source of George's deep concern 
regarding human progress and poverty is 
easy to understand. Like Ricardo, George 
believed that population would expand 
fast enough to keep wages from rising 
above subsistence levels, and that returns 
to produced capital would be kept at a 
rate set by competitive markets_ Land, 
however, can not be produced; George 
therefore believed that land owners, by 
receiving the excess of revenues over the 
returns to capital and labor in a competi
tive environment, would absorb all of the 
fruits of economic progress. 

There have, of course, been dramatic 
gains in real labor earnings during the 
20th century. These increases, however, 
have resulted from limitations on popu
lation growth, massive investments in 
the quality of the labor force, and higher 
labor productivity brought about by im
proved technology and a larger stock of 
produced capital. Meanwhile land rents, 
apparently about 5 7% of Gross Dom
estic Product (GDP) near the end of the 
19th century, have remained at similar 
percentages during the intervening years. 
But George could not have understood 
these corrections without benefit of the 
neoclassical revolution, and of the neo
classical growth theory that has domina
ted macroeconomics since the late 1 950s. 
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Therefore, despite his erroneous fore
casts, George deserves a prominent place 
in intellectual history for perceiving and 
analyzing what he, along with Ricardo, 
Karl Marx, and others, believed would 
become a major and destructive econom
ic and social issue. George's proposed 
solution was a tax that would claim near
ly 100% ofland rents. He referred to his 
land-only tax as the "single tax," because 
he thought it would yield enough revenue 
to finance all government expenditures. 
He was essentially right by the standards 
of the day, since both total land rents and 
government spending were 5 - 7% of 
GDP in the late 1800s. Indeed, George's 
perception that land rents would rise as a 
share of GDP might have been reasonably 
accurate in the 1990s, when total govern
ment spending is about one third of GDP. 
Our concern, however, is not the fraction 
of government spending that could be 
financed by a tax on land rents. 

Theoretical Comparison of Land-Only 
Tax and Conventional Real Estate Tax 
The relevant issue, rather, is whether a 
land rent tax would be less distorting than 
would other taxes for which it could be 
substituted. Every tax has a distorting 
effect on the related economic activity; 
income tax can lead some people to work 
fewer hours than they otherwise would, 
and high sales taxes can cause people to 
buy less, or to travel outside their cities 
or states to purchase costly items. By the 
same token, we should expect the ad 
valorem property tax to hold investment 
in real estate below the level that would 
be most beneficial to the economy_ 
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Developed real estate consists of 
land and fixed capital investments on, or 
under, the land. 2 It is the capital outlay 
that is distorted by taxes that investors 
believe will be levied on produced (man
made) improvements; if a locality's tax 
rate on improvements is relatively high 
(low), then development is less (more) 
intensive than it would otherwise be. 
The supply of improved property of 
various types, and in specified locations, 
thus is affected by taxes. Raw land, of 
course, is essentially unimproved, and 
it can not be relocated to a more tax
friendly jurisdiction. Because the amount 
of raw land itself can not be affected by 
the tax regime, land owners simply pay 
their taxes, with no effect on supply. 
Taxing only land (i.e., taxing improve
ments at a 0% rate) thus would leave the 
amount of land unchanged, while freeing 
investors to incorporate capital onto land 
in the greater amounts that would be op
timum for the economy. In fact, simply 
taxing capital at a lower rate than land 
would increase investment, albeit not to 
the socially optimum leveL 

It is typical, however, both in the US 
and in most other countries, for the land 
and improvements portions of assessed 
real estate values to be taxed at equal 

rates. At least in the long run, the result is 
to limit the ratio of improvements to land. 
Shifting to a tax levied only on the raw 
land (at a much higher rate of assessed 
value, of course) would result in a higher 
improvement-to-land ratio. In fact, the 
only justification for a switch from con
ventional real estate taxation to a land tax 
would be to increase the ratio of improve
ments to land. The change would not be 
seen overnight; some increases would 
occur only as old buildings were replaced 
with new. But some increases would 
occur fairly quickly, as existing buildings 
were enlarged or modified. 

It should not be difficult to see why 
greater investment in improvements 
would occur with a land-only tax. A land 
owner makes capital improvements only 
if the rents she expects to receive on the 
improved property are great enough to 
provide appropriate returns on the invest
ment in construction costs. Raw land, by 
contrast, is supplied inelastically (without 
regard to price) to the community; its 
quantity is unaffected by the returns it 

provides to owners. A shift from an equal 
tax rate on improvements and land to a 
high rate on land and no tax on improve_ 
ments would lower the relative cost of 
improvements, and therefore increase the 
ratio of improvements to land. 

How large is the distorting effect of 
traditional real estate taxation compared 
with levying taxes only on the value of 
land? The answer depends on the nature 
of the under/ying mathematical relation
ships. Of crucial importance is the degree 
to which improvements can be substi
tuted for land in important metropolitan 
production sectors. Developers substitute 
capital improvements for land by using 
land more intensively - for example, by 
constructing taller buildings so that less 
acreage is needed to support a specified 
amount of floor space. The easier it is to 
make this substitution, the greater could 
be the effect of substituting a land-only 
tax for the more conventional method. 

Improvements and land are highly 
substitutable in the office sector; con
struction costs of similar office structures 
are about the same in central business 
districts and suburbs in most metropol
itan areas, but much taller office build
ings are built downtown than in suburbs 
because of higher downtown land values. 
The same is true of dwellings; tall down
town apartment buildings have much 
higher improvement/land ratios than do 
suburban apartments, because land values 
are much greater downtown. The lesser 
degree of substitutability in manufactur
ing helps to explain why manufacturing 
facilities are not found in parts of urban 
areas where land values are highest. 

What the Numbers Show 
While technical aspects of a numerical 
analysis of the land tax issue are beyond 
the scope of this discussion (interested 
readers can obtain the specifics from 
the Office of Real Estate Research), the 
results of such an analysis should prove 
instructive. Of particular interest is the 
magnitude of distortion in capital invest
ment caused by conventional real estate 
taxes. This magnitude emerges from a 
theoretical model, which specifies that 
production output at a given location 
depends on inputs of land, improvements, 
and labor at that location. The relation
ship is characterized by constant returns 
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to scale: a proportionate change in each 
of the three inputs leads to the same 
proportionate change in output. In this 
"Cobb-Douglas") production function, 
equal proportionate changes in opposite 
directions of any two inputs (e.g., halving 
land while doubling labor) leave output 
unchanged. This model should provide 
a good approximation. though its result 
probably understates the substitutability 
of improvements for land in the office 
and residential sectors. The analysis is 
based on an assumption that the local 
government's need for tax revenue would 
be the same with either the land-only tax 
or the typical real estate tax (on both land 
and improvements), and that local reve
nue needs would be modest relative to 
the actual property tax levies. 

change were practical. But implementing 
a land tax would be quite difficult. 

Difficulty of Implementing a Land Tax 
Virtually all the practical difficulties in 
implementing land taxes in metropolitan 
areas stem from the fact that most taxable 
metropolitan land is already developed. 
Three-fourths of the US population, and 
probably at least 80% of all production 
activities, are located on developed land 
in metropolitan areas. Furthermore, most 
structures last at least 50 years; many last 
more than a century (more buildings are 
demolished for economic reasons than 
because of physical deterioration). The 
sample of buildings demolished in any 
period of a few years is tiny, and is hardly 
random as to location in a community. 

Capital ouilays are distorl;j,itaXeStltiit.:ifli~.MfS~kiii!Vt; 
will be levied on man-mad~!*provem~~tsi '0 Y~7 ···;cqatJ!.~~·t~.: 

I rate ~n im~rovemrn.ts is rlttiitoely ~ig1t?~ ..... ".tl~t;~~& 
less mtenslve than It would otherwlse·p~.: ~}';t.r~c'i,·.·· "';" .. ,',}'. 

. . . 

Results of the numerical analysis 
suggest that the improvementlland ratio 
is 13.3% smaller at each location with the 
conventional property tax than with the 
non-distorting land tax. With less real 
estate capital than is optimum, total 
production in the urban area is reduced 
21.5% by the conventional tax. Not only 
does this tax reduce output at each loca
tion; it also reduces the metropolitan 
area's overall size (with less demand for 
capital improvements there is less need 
for land, and the community simply 
exists as a smaller geographic unit). 

Thus, the analysis indicates that con
ventional real estate taxes create consid
erable distortion. In fact, the distorting 
effects are probably understated, because 
one assumption built into the model is 
that local government revenue needs are 
modest, and the analysis probably under
values substitutability between improve
ments and land. Thus, the conclusion 
from the theoretical analysis is that the 
heavy taxation of improvements under 
conventional real estate taxation entails 
substantial loss of market efficiency in 
metropolitan areas. Taxing only land 
would remove the distortions, if such a 
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In addition, before a building is 
demolished, it is likely to be sold to a 
developer, who removes the structure and 
builds a new one on the site. From the 
sale price of the old building and its site, 
we must subtract demolition and removal 
costs to calculate the value of the land. 
Those costs can be ascertained, but we 
should not be surprised if the sale to the 
developer was not arm's length; bank
ruptcy, abandonment, or eminent domain 
may be involved. Even if the portion of 
the sale accounted for by the land could 
be estimated, the value would not be that 
of raw land; it would represent the value 
of land improved by the non-structural 
expenditures discussed in footnote 2. 
Sale prices of properties scheduled for 
demolition simply do not provide any ba
sis for assessing land values for taxation. 

Some observers believe that local of
ficials should intervene by buying, under 
eminent domain if necessary, properties 
"ready" for demolition, demolishing the 
structures, and selling the lanj to new 
developers. How or why local govern
ments could perform this function better 
than the private sector is not clear. The 
proposal is reminiscent of the disastrous 

Illinois Real Estate Letter 

and destructive urban renewal projects 
common in the mid-196os; most were 
abandoned because they destroyed small 
businesses and low income housing, and 
they lost massi ve sums of money. It is 
easy to imagine that there would be lob
bying for or against government acqui
sition, and litigation over properties to 
acquire and prices to pay. There would 
also be lobbying and litigation over who 
should be allowed to redevelop, and 
under what constraints regarding struc
tural design. The success of such inter
vention requires much more faith in local 
government real estate activities than is 
warranted by our experience with land 
use controls, landmark designation, and 
government efforts to resell properties 
that have been seized for back taxes. 

With few exceptions, urban sites that 
are not improved by structures are near 
the peripheries of the built-up parts of 
their communities. Although data on 
sales of "unimproved" urban land are 
relatively plentiful, they typically involve 
land already improved by the expendi
tures discussed earlier. Perhaps more 
importantly, even accurate estimates of 
values of raw land at a built-up area's 
periphery would not provide the basis 
for estimating the land component of 
developed property values 5 - 30 miles 
away, in the interior of the built-up area. 

As a practical matter, our only hope 
of estimating values for raw land in the 
built-up interior of a metropolitan area is 
to infer these values from sale prices of 
developed properties. Several proposals 
have been suggested. For example, local 
governments have had to assess property 
values ever since there have been local 
real estate taxes. Most independent ob
servers4 believe that real estate assess
ment and taxation are the most arbitrary 
and inequitable of all the complex taxes 
levied in the US. It is not uncommon 
to find proximate properties that appear 
to be virtually identical, yet whose real 
estate tax levies differ by a factor of two. 

Assessors too often do a poor job 
even of estimating total property values, 
an admittedly difficult task. The separate 
assessment of land and structures, of 
course, is vastly more difficult. The many 
communities that separately assess land 
and improvements invariably use rules 
of thumb that bear no relationship to true 
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market values. Even the cities of Pitts
burgh and Vancouver, noteworthy for 
assessing land and structures separately 
and then taxing the land at higher rates 
than structures (to obtain the improved 
resource allocation associated with land 
taxes), use rules of thumb.s It is impor
tant to understand that the issue is not 
simply whether a rule of thumb (e.g., 
treating land value as 20% of total prop
erty value) is accurate. We must also 
remember that the only purpose of a land 
tax is to induce market participants to 
increase structurelland ratios, and thereby 
to change the shares of buildings and land 
in their property values. Unless the taxing 
body can estimate both the improvement! 
land ratio before the tax reform and the 
reform's effect on the ratio, no improve
ment in resource allocation can result. 

One land valuation technique with a 
long history in appraisal practice is the 
cost ofproduction method, in which we 
subtract improvements' value from total 
property value to derive land value. A 
good developer can usually estimate the 
cost to construct a building identical to 
an existing commercial or residential 
building, on a given site, with an error of 
no more than 10%. But unless the build
ing is quite new, we must also subtract 
estimated depreciation from the con
struction cost to estimate the building's 
current value. A new building would be 
worth more than an identical old building 
because the new building has more future 
years of useful life, not yet having been 
subject to the ravages of age and use. 

Still, there are reasons why the cost of 
production technique is not practical for 
valuing land. First, its use is costly rela
tive to that of typical assessment proce
dures. Second, while depreciation rates 
have reliably been estimated for broad 
classes of structures (steel office towers, 
for example), such estimates may not 
apply to a specific building, whose depre
ciation may be subject to its own history 
of use and to local conditions (actual or 
potential earthquakes, mudslides, floods, 
fires, etc.). Third, if the building is more 
than a few years old, it probably would 
not be built the same way today. Office 
structures are now built to accommodate 
much more complex electronic equip
ment than they were even a few years 
ago. Retail styles change as well, and 

construction materials and technology 
change for all building types. 

Fourth, market value can be stated 
with certainty only if a property has been 
sold recently (and even then there can 
be questions, for example if there were 
unusual terms of sale). Owner-occupied 
houses turn over every 10 or 15 years, 
and there tend to be sales of many similar 
units in a given locality over a short time 
period, so tolerably accurate estimates of 
homes' market values can be made. But 
office and other commercial properties 
turn over less often, and they are much 
fewer in number. Sales are often not at 
arm's length, or they contain complex 
terms (involving cash, mortgage transfer, 
equity or debt financing from the seller, 
and so on), so estimating the physical 

Also needed are data on the character
istics of the homes, neighborhoods, and 
communities. House characteristics that 
the analyst would like to know are those 
that are most valued by buyers; they are 
typically the characteristics that a broker 
publicizes in selling a house (room COUnt, 

age, special improvements). Brokers' 
marketing materials typically do not tell 
much about neighborhood or community 
characteristics, but they usually identify 
the address, zip code, and subdivision or 
other neighborhood designation. With 
this information, and with supporting 
tools (especially data available through 
geographic information systems), the 
analyst may be able to estimate distances 
to highway interchanges, public transit, 
schools, and shopping. Crime rates and 

Even "the cities ofPittsbUtgh'~nd\va~cpu~er,not~9;rtfiillot 
asse,ssingdand and st1Jlcfur.~s§~epa(#Jely·.~iutthenta;x:!1Jg~'~:> '". 
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assets' values can be almost impossible. 
Finally, the estimated land value is the 
residual that remains after the total prop
erty value and the depreciated structural 
value have been estimated, so all errors 
in the process end up in the land value 
estimate. If land accounts for about 15% 
of the total property value, then a 5% er
ror in estimating production cost, plus a 
2% error in estimating depreciation, can 
misstate the land value by almost half. 

The Hedonic Alternative 
The only method for estimating land 
value components of developed proper
ties that has any chance of practical suc
cess is the hedonic regression technique. 
Economists have applied hedonics in 
estimating house values, with increas
ingly good data and increasingly sophis
ticated applications, for a quarter of a 
century. While hedonic regression can 
seem daunting to the reader encounter
ing it for the first time, it is actually a 
straightforward generalization of the 
"market" approach to appraisal. 

The hedonic method for estimating 
home values begins with the collection 
of sale prices on a sample of dwellings. 

school quality are important to consider, 
but are difficult to estimate. Because 
hedonic regression is most reliable when 
large numbers of transactions can be 
analyzed, analysts often include sample 
data from sales that occurred over several 
years, or perhaps in a variety of commu
nities across a metropolitan area. 

The hedonic method consists of esti
mating how home sale prices depend on 
the specified characteristics. Using the 
estimated hedonic equation, the analyst 
calculates the effect of a change in any 
characteristic (while other characteristics' 
values are held constant) on price. For 
example, the hedonic method provides 
an estimate of the value of an added bed
room, or another square foot of lot size, 
for a home in a particular location. Such 
calculations can, in principle, provide 
land value estimates, even for locations 
not included in the sample. Of course, 
value estimates are likely to be more 
accurate for characteristics similar to 
those of the dwellings in the data sample. 
A hedonic equation estimated from data 
on Cook County dwellings is more likely 
to yield good estimates of land values in 
DuPage County than in Milwaukee. 
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What We Know, and What We Don't 
Dozens of studies based on hedonic 
analysis have been published.6 The 
results of these studies (and our general 
knowledge of statistics) tell us that large 
samples of transactions, good characteris
tics data, and an investigator with sound 
judgment are crucial to obtaining useful 
and valid results. The analyst's judgment 
comes into play particularly in theorizing 
the impacts that various characteristics 
have on home values. These impacts are 
invariably nonlinear: a third bathroom is 
worth more in a four bedroom home than 
in a three bedroom home, and a large lot 
is likely to add more to the value of a 
large home than to that of a smaH home. 

Yet no matter how extensive the data 
or how good the researcher's judgment, 

actual value (estimated land value could 
even be negative) is an invitation to pub
lic outcry and litigation (though it might 
add considerably to the earnings of those 
who would provide litigation support). 

The situation would be even worse 
for nonresidential properties, on whieh 
there are few published hedonic studies. 
Not only are there several times as many 
residential as nonresidential properties in 
most communities; residential properties 
also turn over more frequently. As noted 
above, nonresidential property prices are 
often complex combinations of financial 
contracts. As difficult as it would be to 
employ a hedonic equation to assess land 
values for developed residential proper
ties. it would be much harder to use he
donies in assessing land values for devel

Directreg~lations imposed by local gQVefntrtt?1lts aregreaier 
consffai~ts'Mto;·efficient ...land....~se than... a~etax.~.istortiQ~so~.\'M 

. stnl~~urelj4i1if:ratios: .Multi~family hiJltsiftgi)~~e bestfopillfJ;','· . 

. increi£singj:kose ratios, is often restriCled\ol?prohibited. ." 

hedonic analysis can not be expected to 
fully explain how various characteristics 
affect home values. CarefuHy crafted he
donic equations rarely explain more than 
about 70% of the variability in prices for 
a sample of homes. Still, hedonic equa
tions are easy and inexpensive to estimate 
with today's technology. No one knows 
whether they are more accurate than the 
traditional market appraisal technique of 
which they are a generalization, but ex
periments could easily shed light on this 
matter. Assessors in some communities, 
particularly in Southern California and 
in Virginia suburbs of Washington, DC, 
apparently use hedonics to assess homes 
for property tax purposes. Hedonic equa
tions are also sometimes used to supple
ment traditional assessment techniques. 

However, it is almost inconceivable 
that hedonics could be used to assess land 
value for developed residential property. 
Recall that hedonic equations leave about 
30% of price variation unexplained, a fig
ure at least twice the 15% share of prop
erty value that land might be expected 
to represent. Basing thousands of dollars 
in annual real estate tax on a land value 
estimate whose error may exceed the 

oped commercial and industrial sites. 
The prospect of increasing urban areas' 
improvementlland ratios by 10 20%, 
as suggested by the analysis discussed 
earlier, becomes much less attractive 
when we consider the near impossibility 
of accurately assessing land values. 

Direct regulations imposed by local 
governments strike a final blow to the 
practicality of land-only taxation in urban 
areas. These regulations are greater con
straints to efficient land use than are tax 
distortions on improvementlland ratios. 
For example, multi-family housing, the 
best tool available for increasing residen
tial improvementlland ratios, is often 
restricted or prohibited. Intensity of use is 
even restricted for single family residen
tial land, with many localities prohibiting 
town houses, and imposing minimum lot 
size and setback requirements. Height, 
floor/area ratio, and setback rules are also 
often imposed for office buildings. Even 
a perfect land tax would be pointless 
unless these controls (for which there is 
little economic justification) were ended. 
Yet controls have become more, not less, 
stringent in recent years, and there seems 
to be no chance for that trend's reversal. 

The final point to be made is that 
even if there were a practical land tax, 
and even if local governments removed 
direct controls on improvementlland 
ratios, the result would be to increase 
employment in (and therefore commuting 
to) central business districts and suburban 
subcenters. Employment centers are al
ready the most congested places in most 
urban areas, so implementing a land tax 
without making corresponding improve
ments in the local transportation system 
would lead to greater delays and higher 
congestion costs, thereby dissipating the 
more efficient resource allocation pro
vided by higher improvementlland ratios. 

The conclusion is simple. The theor
etical advantages of shifting the property 
tax base entirely (or predominantly) to 
land alone are great, but the practical 
problems of land taxation make its effi
cient implementation inconceivable. • 

Dr. Mills is America's foremost urban 
economist. He continues his research in 
retirement/rom a distinguished/acuity 
career at Princeton, Johns Hopkins, and 
Northwestern Universities. 

Notes 
I. See Whitaker, John, "Enemies or Allies? Henry 
George and Francis Amasa Walker One Century 
Later," Journal 0/Economic literature, December 
1997,pp.1891-1915. 
2. The relevant fixed capital investments consist 
not only of structures built on the land, but also 
of expenditures to clear, grade, and drain the land. 
Other expenditures that should be included are 
those of obtaining permission to develop, and the 
costs to survey and plot the land, layout streets, 
and install utilities on or under the land. Most data 
on values of developable sites pertain to land after 
the above expenditures have been made. Relevant 
land value data for a land-only tax, however, should 
be those prior to such expenditures. These amounts 
are typically no more than about half of reported 
figures, perhaps 5 10% of metropolitan land 
values instead of the 10 20% typically reported. 
3. The Cobb-Douglas function is useful in des
cribing a variety of situations in which outputs are 
created from specified inputs. One of the individ
uals for whom it is named is the late Paul Douglas, 
a prominent University of Chicago economist who 
later represented Illinois in the US Senate. 
4. For the definitive study, see Dick Netzer, 
Economics a/the Property Tax. 1960. 
5, See Wallace Oates and Robert Schwab. "The 
Impact of Urban Land Taxation," Cambridge. MA: 
Lincoln Institute of Land Policy. 1992. 
6, See Stephen Shepard. "Hedonic Analysis of 
Housing Markets." Mimeo, 1998. Forthcoming 
in Handbook a/Regional a:nd Urban Economics. 
Vol. 3: Applied Urban Economics (Paul Cheshire 
and Edwin Mills. coeditors). 
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Legal Issues 


What Illinois Apartment Owners Should Know 

About the Law of Disabled Persons 

Robert J. Aalberts and Terrence M. Clauretie 


The civil rights movement, which began 
in the 1 950s, accelerated in the 1960s and 
1 970s, and continues today, has brought 
about several pieces of landmark legis
lation. The Civil Rights Act, passed by 
Congress in 1964, was the first of many 
that proscribed discriminatory behavior 
against certain protected classifications 
of persons. The Fair Housing Act (FHA), 
passed in 1968, extended protections spe
cifically into the realm of housing. Since 
these Acts' passage, the US government 
has expanded the list of classes protected 
and played an ever-increasing role in de
fining the scope of the law's protection. 

One very important aspect of our civil 
rights laws involves the rights of property 
owners vis-a-vis those of renters who are 
members of protected classes. The 1968 
Act basically prohibited discrimination 
against any person based on race, color, 
religion, or national origin in the sale, 
rental, or financing of "residential" real 
estate (including multi-family apartment 
property). Congress added gender as a 
protected class in 1974, and 1988's Fair 
Housing Act Amendments added family 
status and disability. The 1988 enactment 
also increased, from an inconsequential 
$1,000 to an unlimited amount, the puni
tive damages a plaintiff could receive. 
Thus, apartment complex owners have 
had to become aware not only of the new 
protected classes, but also of the possi
bility of large damage awards by juries. 

After the passage of the 1988 amend
ments, legal analysts devoted much time 
to examining the family status provisions, 
which made it illegal to discriminate, in 
the sale or rental of residential property, 
based on the structure of the family ap
plying for occupancy. These provisions 
generally made it impossible to deny 
accommodations simply because there 
were children in a family unit (though 
exceptions were carved out for exclu
sively adult communities). They were 
interesting to the legal community be
cause the implications seemed less clear 
than those attending the race, religion, 
gender, or even disability provisions. 
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Difficult Laws to Interpret 
However, after 1990's passage of the 
Americans with Disabilities Act (ADA), 
many legal observers shifted their atten
tion to the disability status of applicants 
for rental facilities. Though the ADA was 
primarily an employment law, Title III of 
the Act also addressed access for the dis
abled to public accommodations (includ
ing "business property"). Thus, two laws 
have come to play roles in protecting dis
abled individuals against discrimination 
in renting; and those who own rental 

Those who own or manage residential 
property must understand that no piece of 
legislation can be written so preCisely and 
thoroughly that it will cover all circum
stances that might arise in the real world. 
If legislation could be crafted so perfectly 
there would be little need for litigation; 
all potential parties to any suit would 
know immediately how the law would 
be applied in the situation at hand. In 
out imperfect world, it is the role of the 
courts to interpret and apply legislation 
to the facts when litigants file suit. Court 
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properties face not only potential court 
action by disabled persons themselves, 
but also the scrutiny of advocacy groups. 
Indeed, advocates for the disabled have 
initiated litigation against rental property 
owners who have failed to comply with 
provisions of either the ADA or the 1988 
FHA amendments. For example, suits 
have been filed against real estate owners 
who have not accommodated the disabled 
when building or remodeling. 

Today's rental residential property 
owners and managers tend to be familiar 
with the various points discussed thus far. 
Few are unaware that there are protected 
classes under various federal laws, and 
that monetary damages can be assessed 
for discriminatory behavior toward those 
in protected groups. Property owners and 
managers certainly are familiar with the 
prohibition on race and gender discrimi
nation, and their task in complying with 
these provisions is facilitated by the lack 
of difficulty typical in identifying mem
bers of protected race and gender classes. 
The disabled may not be so easily identi
fied, however, and actions necessary for 
avoiding associated legal problems are 
less well known to owners and managers. 

decisions can set important precedents 
for other courts to follow in similar cases. 
Thus, unless the "plain meaning" of a 
statute leaves no room for interpretation, 
a series of court decisions can ultimately 
be more important than the wording of 
the original legislation. For this reason, 
multi-family property owners in Illinois 
should understand how courts have 
interpreted the 1988 Fair Housing Act 
Amendments, especially with regard to 
the tricky category involving disability. 

We say "tricky" because, unlike with 
racial or gender categories (for the most 
part, anyway), the questions of who is 
disabled and what constitutes a disability 
may not always be clearly discernible. 
A troubling aspect of some of the cases 
discussed in the following pages is that 
discrimination can be deemed to occur 
even if a landlord is not aware that a ten
ant is disabled. We consider some recent 
court rulings that involve plaintiffs who 
claimed to be disabled and defendants 
who owned apartment properties; while 
all are instructive, cases from Illinois 
may have particular relevance. We also 
examine possible economic consequences 
of the legislation. and of court decisions. 

-----"---------- 
Falll99B 



Legal Issues 


Properties and Persons Covered 
Rather than to list the properties that are 
covered under the 1988 legislation pro
tecting the disabled, we might take the 
easier course of specifying those that are 
exempt. Because Congress did not desire 
to place an undue burden on the individ
ual who wanted to rent out a portion of 
his or her residence, the law exempts 
from coverage any one-to-four family 
building whose owner resides in a portion 
of the property. Thus, the law governs 
virtually all multi-family real estate. 

Who is covered? Disability is more 
difficult to define precisely than are other 
conditions protected through the various 
"fair housing" laws. The 1998 Act de
fines a handicapped person as one who 
has a physical or mental impairment that 
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substantially limits one or more major 
life activities, who has a record of having 
such an impairment, or who is regarded 
as having such an impairment. The regu
lations provide that a handicap includes 
any physiological disorder, cosmetic dis
figurement, or anatomical loss, as well 
as any mental or psychological disorder. 
Also protected are the mentally retarded, 
HN infected, and drug (unless currently 
using a controlled substance) or alcohol 
addicted. Major life activities include 
caring for oneself, performing manual 
tasks, walking, seeing, hearing, breathing, 
learning, and working. 

Most residential property owners 
have seemed willing to cure physical 
barriers that would exclude those who 
Americans traditionally have viewed 
as "disabled." Such individuals include 
persons with severe physical limitations, 
such as blindness, deafness, or being 
confined to wheelchairs. However, the 
law's current broader definition of dis
ability would appear to include alcohol
ics, the mentally disturbed, and those 
with personality disorders as protected 
classes. These individuals may be the 
very tenants that multi-family landlords 

are least inclined to want to accommo
date. For example, apartment owners or 
managers often evict alcoholics, who are 
prone to rowdy behavior, in order to pla
cate the rest of their tenants. Yet such 
action can violate the 1988 FHA amend
ments if a tenant can convince a court 
that his or her alcoholism is a disability. 

It is also important to note that some
one can be considered disabled under the 
law even if there is no appearance of any 
current disability. For example, a tenant 
who has suffered from a mental condi
tion, such as a nervous breakdown, at 
some time in the past may meet the legal 
standard of being currently disabled. Also 
protected from discrimination are those 
who may live with disabled tenants, such 
as their spouses or live-in caregivers. 

Actions to Take; Actions to A void 
Under the 1988 FHA amendments, the 
owner of rental residential real estate 
must make reasonable accommodation 
for a disabled tenant. "Reasonable" is 
interpreted as the result of action that 
does not place an "undue burden" on, 
or does not "fundamentally alter" the 
business of, the property owner. Because 
there is no clear meaning to reasonable 
or fundamentally alter, interpreting these 
legal terms surely will become the basis 
for future cases in the federal courts. 

There are two basic actions that rental 
residential property owners must avoid 
in complying with the law. One is inten
tional discrimination, such as evicting 
(or failing to rent to) someone because of 
his or her disability. The other, as noted 
above, is failing to reasonably accommo
date a tenant's disability. "Reasonable" 
accommodation can include allowing the 
tenant to violate terms of a lease if doing 
so does not fundamentally alter the prop
erty owner's business. Examples might 
be allowing a seeing eye dog for a blind 
tenant in a property that otherwise bans 
pets, or allowing late rental payments if 
a tenant's disability causes the tardiness. 
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Recent Court Cases 
To show how these points fit together, we 
examine some recent court cases. Illinois 
multi-family property owners should be 
acutely aware of how courts are interpret
ing the ADA and 1988's FHA amendment 
provisions regarding disabled persons. 

Intentional Discrimination 
"Intentional" discrimination need not 
relate to a property owner's going out of 
his or her way to consciously discrimin
ate against an obviously disabled person. 
It can result from ignorance of the def
inition of disability, or of FHA require
ments. Ignorance was likely the culprit 
in Valenti v. Salz,1 a 1995 Chicago area 
eviction case. After the Valentis learned 
that their tenant Mr. Salz had suffered 
a nervous breakdown five years earlier, 
Mrs. Valenti asked him to move, stating 
that she did not "want a nut living in the 
building." At the time of this eviction, 
Salz was under doctors' care for severe 
depression, anxiety, and panic attacks. 
It is likely that he met the definition of 
"disabled" by two criteria: being under 
treatment, and having a "record" of being 
disabled (the prior breakdown). But even 
if he had not been "disabled" under these 
criteria, he might have prevailed under 
the premise that he was "perceived" as 
being disabled (recall the reference to Mr. 
Salz as a "nut"). The outcome of the case 
was that the tenant was able to avoid the 
eviction and remain in his apartment. 

Case law's holding that a disabled 
plaintiff under the FHA need initially 
prove only aprimajacie case shifts the 
burden of proof, requiring property own
ers to show that they did not discriminate 
(less a burden for plaintiffs than the "pre
ponderance of evidence" standard in civil 
cases under common Jaw). A primajacie 
eviction case is established when a plain
tiff proves that I) he or she is disabled, 
2) the property owner was aware of the 
disability, 3) the plaintiff wants to remain 
in the premises and is able to pay the 
rent, and 4) the owner has refused. All 
these elements were present in Salz; item 
#2 was proven by the owner's statement, 
while #4 was shown in the eviction itself. 
Although the landlords in that case were 
clearly wrong, the court's views point to 
steps that owners could take in avoiding 
unwarranted charges of discrimination. 

page 7 



~':':. (.:::" "<3::~>r' 

Legal Issues 


Failure to Reasonably Accommodate 
In Saiz, the landlords gave no legitimate 
non-discriminatory reason for eviction. 
By contrast, an emerging type of case 
involves using disability status to prevent 
an otherwise non-discriminatory eviction. 
In such a case, a tenant evicted for viola
ting lease terms claims that I) the viola
tion is minor, 2) it is caused by disability, 
and 3) the property owner should waive 
the violation as a reasonable accommoda
tion. Examples could include failing to 
pay rent on time, behaving disruptively, 
or having a pet despite a "no pets" rule. 

Late Payment ofRent 
At least two recent cases address the 
issue of a property owner's ability to 
evict a disabled tenant who has failed to 
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pay rent on time. In 1994's Stephenson accommodate a disabled person" in cases 
v. Ridgewood Village Apartments,2 a of late payment, an owner must weigh the 
Michigan landlord attempted to remove cost an accommodation imposes on him 
a tenant who had failed nine times to pay against the potential benefit to the tenant. 
rent when it was due and had been served 
each time with a notice of non-payment. Tenants Who Are Disruptive 
When the owner indicated that her lease Another type of case that may call for a 
would not be renewed, the tenant did not reasonable accommodation arises when 
pay the last month's rent, and refused to a tenant becomes abusive and threatening 
move from the property. After initially to others. In Roe v. Sugar River Mills 
contending that her tardiness resulted Association,4 New Hampshire tenant Roe 
from the late receipt of alimony, she was served with an eviction notice after 
later told the owner that she was a manic exhibiting aggression toward his fellow 
depressive who needed the rent money tenants. Roe (a fictitious name) was an 
for medication. The landlord then granted elderly man with a mental illness, whose 
a five-day extension, but began eviction behavior had even resulted in a convic
proceedings after that period passed with tion for disorderly behavior. He sued to 
out payment. At trial the judge found for void the eviction, citing his mental status 
the property owner, indicating that a five as a disability that the property owner 
day extension constituted reasonable ac would have to reasonably accommodate. 
commodation, and that the owner had no Yet although the 1988 FHA amendments 
obligation to extend further concessions require landlords to make reasonable 
simply to avoid discrimination charges. accommodations, they also provide for 

In 1997's Anast v. Commonwealth an exception: an abusive tenant who 
Apartments,3 however, the Illinois prop poses a direct threat to the health or 
erty owner did not prevail. Tenant Anast safety of others (tenants) can be evicted.s 

suffered from mental illness, and was The important issue, however, is 
frequently hospitalized throughout her whether the eviction can occur immedi
tenancy. She paid a portion of her rent, ately after it becomes apparent that the 

---.... _--_..... 
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and HUD paid the rest under its Section 8 
program. After she had fallen two months 
behind in her rent, the property owner 
filed for eviction. In late 1993 Anast was 
served with a summons, but shortly later 
she was hospitalized, and subsequently 
missed her court date. A default judgment 
was entered, but Anast was hospitalized 
again in early 1994 for several months, 
and during that time the landlord execut
ed the eviction and deposited Anast's 
belongings on the street. In June 1994 
Anast sued to void the eviction and re
gain her apartment. The owner's motion 
to dismiss was denied, allowing Anast to 
continue her case. In its ruling, the court 
articulated a costlbenefit approach. It 
stated that while property owners need 
not do everything "humanly possible to 

tenant is a menace, or whether the tenant 
must be afforded a reasonable accommo
dation first. For example, if the tenant is 
abusive because of mental disability, the 
landlord may have to alert the appropriate 
authority so that the tenant can be treated. 
The court in Roe ruled that there must be 
an attempt to reasonably accommodate a 
mentally disabled tenant before an evic
tion can be processed. A few years later, 
in Roe v. Housing Authority ofBoulder,6 
a Colorado court ruled similarly in a case 
of substantially the same nature. 

Violating "No Pets" Policies 
Reasonable accommodation cases also 
can involve familiar "no pets" policies 
enforced by many landlords. Such a poli
cy must be disregarded when a disabled 
tenant can show a need for a pet. The 
most obvious example is a blind tenant's 
requiring a seeing eye dog's assistance, 
but other situations are less clear-cut, 
with landlords sometimes viewing "need" 
claims merely as means of circumventing 
valid prohibitions. In a case discussed in 
Lawyer's Weekly, USA, a woman collect
ed a $100,000 settlement after her land
lord refused to allow her to keep a dog 
that allegedly helped alleviate attacks 
from a panic disorder. In another case cit
ed in the same publication, a HUD admin
istrative law judge ordered an owner to 
allow a tenant with fibromyalgia to keep 
her cat, and to pay the tenant $5,000. A 
misstep by a landlord can prove costly. 

In the federal court case of Bronk v. 
Ineichen,' the Seventh Appellate Circuit 
(encompassing Illinois, Wisconsin, and 
Indiana) considered whether it is neces
sary to demonstrate pets' "qualifications" 
to aid the disabled. Two profoundly deaf 
women had a dog that was allegedly 
trained, by a brother of one of the two, 
as a hearing dog (to listen for phones, 
doorbells, alarms, etc.). After being 
evicted for violating a "no pets" policy, 
the duo sued for damages under the FHA, 
alleging that the landlord had failed to 
make reasonable accommodations. 

The pivotal issue in the case turned 
out to be whether a rental property owner 
can require a tenant to produce certain 
"credentials" (from a training school) 
showing that the pet in question actually 
has the skills ascribed to it. A federal 
district court had instructed the trial jury 
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Legal Issues 


that credentials should be required. The 
case was appealed, however, and the 
appellate court ruled that while "profes
sional credentials may be part of the sum, 
they are not the sine qua non." The appel
late court went on to indicate that the jury 
should have been allowed to evaluate the 
dog's ability to aid the disabled tenants. 
In short, it is not difficult for a tenant to 
show some need for a pet, even if just in 
ameliorating stress (especially if a doctor 
will attest to such effects). Eviction is at 
the property owner's peril, since there are 
no per se requirements that a tenant must 
meet in arguing that a pet is needed. 

Economic Impact of Court Decisions 
Before legislation afforded protection to 
those with disabilities, residential leases 
were fairly straightforward contracts. The 
property owner would agree to rent, and a 
tenant would agree to pay for, residential 
space for a specified period of time. The 
rental payment, established in a freely 
competitive market with no barriers to 
entry, would represent payment for the 
user cost of real estate capital, and for 
such administrative expenses as property 
management fees and real estate taxes. 
The user cost of real estate capital would 
represent a return to the debt (if any) and 
equity money invested in the property. 
Rent would also cover expected costs of 
"normal" delinquency and eviction rates. 

Free markets with no barriers to entry 
ensure that there will be no excess returns 
to rental property owners, or subsidies to 
tenants. However, legislation and subse
quent court decisions that have given 
economic preferences to disabled persons 
have changed this economic equation in 
two ways. First, the disabled have lease
hold rights not previously held, since it 
has become harder to evict them. Second, 
there is uncertainty as to who is disabled 
(the definition of a disability), who may 
become disabled after tenancy begins, 
and exactly what rights disabled tenants 
will have. As indicated in court decisions 
to date, there is no certainty as to what 
constitutes a "disability" for the tenant 
or a "reasonable accommodation" by the 
property owner. Thus, disabled persons 
(for which there is no precise definition) 
have greater property rights, and property 
owners face greater uncertainty (risk), as 
a result of the legislation and court cases. 

There are likely to be two economic 
results. First will be a reduced incentive 
to supply rental residential property (new 
construction will be reduced, and exist
ing properties will be allowed to depreci
ate more quickly), Holding other factors 
equal, the result will be a rise in the 
equilibrium price (rent) of residential real 
estate in the long run (it may take some 
time, in light of buildings' durability). 
The ultimate effect on the eqUilibrium 
rent level will depend on several factors, 
including the number of disabled or 
potentially disabled persons in the total 
tenant pool, economic costs borne by 
rental residential property owners (late 
and missed payments, litigation costs, 
punitive damages), and the risk percep
tions of residential landlords. 

less risky to face the consequences "up 
front" than to allow a disabled person to 
gain property rights through occupancy. 
(There is some evidence that the ADA 

has improved the employment situation 
for disabled people who held jobs before 
that law's enactment, but has reduced 
the employment rate for disabled people 
seeking employment.) We might, for 
example, see a reluctance by some own
ers to rent to non-disabled older tenants, 
since data clearly show that increasing 
age is one of the factors that leads to a 
greater incidence of disability. The US 
National Center for Health Statistics 
reports that 14.2% of persons 65 to 74 
years of age have difficulty walking. That 
figure increases to 22.9% for those 75 to 
84 years of age, and to 39.9% for those 

Because of the uncertainty attending 
definitions and consequences, property 
owners may perceive greater risks than 
the market actually imposes. The higher 
equilibrium rent will represent a wealth 
transfer from non-disabled tenants (who 
also bear higher rent payments) to dis
abled tenants (who alone enjoy enhanced 
property rights). The disabled will, in 
fact, have greater property rights (in the 
sense that a leasehold is property) than 
do other protected classes. An African 
American or female tenant will be unable 
to avoid eviction by claiming that a 
missed payment was the result of race or 
gender, for example. It should not be 
surprising that the legislation would 
result in a transfer of wealth from the 
non-disabled to the disabled; if disabled 
individuals were not made better off, then 
the legislation would have no purpose. 

The second economic impact may 
involve the manner in which property 
owners view prospective tenants. Those 
appearing to be handicapped may find it 
more difficult to find landlords willing to 
sign leases. Though it is illegal under the 
1988 amendments to discriminate in the 
renting of property, owners may find it 

aged 85 and older. Increasing age also 
can be shown to be associated with 
impairment in other life activities. 

In summary, legislation designed to 
give greater property rights to disabled 
persons will achieve that goal. However, 
when property rights are created, or are 
transferred between classes of persons, 
there can be unintended economic conse
quences. When we purport to protect the 
disabled, we should expect, on average, 
both higher prices and more restricted 
access to rental residential property by 
disabled or potentially disabled people .• 
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The Home Front 


Landscaping to Improve Building Performance 
Carolyn A. Dehring 

Proper landscaping can add considerably 
to the value of a home. Yet we too often 
make landscaping decisions without 
considering their effects on our homes' 
energy efficiency and living quality. For 
example, in deciding what kinds of trees 
to plant in our yards, many people simply 
think, as did Jimmy Stewart (portraying 
real estate lender George Bailey) when 
selecting the most appropriate suitcase 
for world travel, "I wanna big one!" In 
other words, in practice our landscaping 
activities tend to focus too narrowly on 
such considerations as size and visual 
attractiveness. In theory, however, we 
should treat landscaping as an integral 
property component, whose major func
tion is to enhance building perlormance. 

When we landscape to improve a 
home's perlormance, it is important for 
us to consider climate (and hence the 
weather conditions to which the property 
is subjected), along with the house's 
directional orientation and its placement 
on the site. Climatic conditions that a 
home must endure determine, to a large 
extent, how the use of trees and other 
plants can be utilized in improving the 
quality of the services that the home will 
provide its owner. Within the United 
States, we might think of four major 
climatic regions, based on temperature, 
humidity, precipitation, sun exposure, 
and wind patterns. These regions could 
be classified as cool (Minneapolis), tem
perate (Champaign), hot-arid (Phoenix), 
and hot-humid (Charleston, SC). 

Trees and Shading 
Trees can provide shading when strategi
cally positioned on a site. With appropri
ate shading, there is a greatly reduced 
need for fans and air conditioning. Shade 
trees have been shown to be seven times 
as effective as interior curtains, shades, 
or blinds in maintaining cool interior 
temperatures. To effectively position 
trees, the landscaper should have an 
understanding of the sun's movement in 
the sky, both throughout the day and at 
different times of the year. (For example, 
the position of the sun is lower in the 
winter months than during the summer.) 
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In the northern hemisphere, eastern, 
southern, and western exposures all 
receive direct solar radiation at various 
times during the day. Eastern exposures 
receive the morning sunlight, which is 
of fairly low intensity until perhaps 9:00 
AM. (Just ask any central Illinois child 
with morning swim lessons in a chilly 
outdoor pool.) In late morning and early 
afternoon, perhaps from 11:00 AM until 
2:00 PM, southern exposures receive the 
benefit (or detriment) of direct sunlight, 
when solar intensity is at its maximum. 
In the late afternoon and evening, west
ern exposures face the sun. Even though 
the sunlight's intensity is weakening by 
this latter part of the day, interior space 
with a westward orientation may be 
subject to excessive heat toward evening, 
because the west side of the structure has 
been warmed by rising air temperatures 
throughout the day. (Just ask any central 
Illinois resident with a picture window 
facing west.) In fact, while the southern 
side of a house is subject to the most in
tense sunlight, the overall effect may be 
less severe there than on the western side. 

Many residents have tried to gain 
protection from sunlight with plantings 
along their homes' southern sides; the 
practice was once so common that the 
name "bride and groom" trees was used 
to describe a pair of south-side trees. Yet 
while the idea of two trees has merit, the 
landscaper must consider how the sun's 
angles will interact with mature trees' 
heights. A tree that is too short, or is too 
distant from the house, can be ineffective 
for shading when placed on a southern 
exposure, because the high midday sun 
causes it to shade its own trunk rather 
than the adjoining home (or deck, patio, 
air conditioning compressor, or other 
important feature to be protected). Roof 
overhangs can be used with trees for 
effective shading of southern exposures. 

For shading purposes, trees are most 
effective when used on the east and west 
sides. Trees on an eastern exposure will 
help shade a house from the morning 
sun; it can be especially desirable to pro
tect houses even from early morning rays 
in hot/arid and hot/humid climates. To 
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achieve full shading of an eastern expo
sure, the landscaper should utilize two 
trees: one directly on the home's east side 
to capture early morning rays, and one on 
the southeast corner to protect against the 
stronger late morning sun. Full shading of 
western exposures is generally desirable 
regardless of the climate, because of the 
potential for extreme cumulative heat 
gain. Again, two trees can be utilized: one 
positioned at the southwest corner of the 
house to protect against the late afternoon 
sun, and another directly on the west side 
to block the early evening rays. 

Of course, a tree's optimal distance 
from a house will vary with the tree's 
height and the angle of the sun. In early 
evening, the sun is hitting the western 
exposure at a relatively low angle. A tree 
positioned farther away from the house 
on the west side will cast long shadows 
on the house. Generally speaking, the 
taller the canopy (the tree's leafy area), 
the farther away from the house the 
tree should be placed to effectively cast 
shade. I While it can be argued that trees 
should not be planted such that their 
mature limbs will extend over the roof 
(because of potential damage), shade on 
the roof can relieve heat in the attic space. 

Landscapers in cool and temperate 
climates should choose deciduous trees 
for shade. Deciduous trees lose their 
leaves in autumn, and remain bare until 
springtime. In the winter months, then, 
sunlight can enter the windows to warm 
interior spaces. Of course, a thick trunk 
or dense branching system will partially 
block the sun's rays even when the tree 
is bare. Maple (Norway, red, and sugar) 
and oak (red and pin) varieties are good 
choices of deciduous trees for shading. 
Obviously, selections for colder climates 
must be able to survive harsh winters. Yet 
hardy coniferous (evergreen) trees, which 
do not lose their leaves and have pyrami
dal shapes, are poor shade tree choices. 

Trees and Wind Protection 
Trees can also be used to protect against, 
or to enhance, wind and air circulation. In 
cool and temperate climates, where snow 
and winter winds can be fierce, a dense 
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planting of trees along a north wall will 
reduce heat loss by blocking the impact 
of the wind against the home's northern 
exposure. In fact, planting several small 
evergreen trees next to a north wall not 
only provides wind protection, but also 
affords some insulation by creating an air 
space between those trees and the walL 

Such a row (or several rows) of trees 
planted closely together upwind from a 
building is called a windbreak. A wind
break does not prevent wind from hitting 
the protected structure; rather, it reduces 
the speed at which the wind hits (and 
may be useful in controlling snow drifts). 
Ideally, a windbreak should be positioned 
at a right angle to the wind. In Illinois, 
winter winds come from the north and 
west, so the best windbreak location is 
outward from a home's northwest comer. 

Figure 1 depicts a typical windbreak. 
As a general rule, the ends of a wind
break should extend 50 feet beyond the 
edge of the area to be protected. In plan
ning a windbreak, it is wise to avoid trees 
that are susceptible to breakage from ice, 
snow, and wind. While non-deciduous 
varieties (which do not lose their leaves 
in the winter) are ineffective shade trees, 
they are the best trees for windbreaks. 
But evergreens with foliage that does 
not extend to the ground, such as pine, 
should be avoided. Hemlock, fir, and 
spruce are good windbreak choices. 

In regions with hotlarid or hotlhumid 
climates, trees can be used in facilitating 
ample circulation around interior spaces. 
In achieving this end, it is desirable to 
place trees far enough from a house that 
summer breezes can circulate. Air circ
ulation is particularly important in hot, 
humid regions, where landscapers should 
avoid dense tree plantings (which can im
pede free air movement) close to houses. 

Figure 1 

~ 
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Trees can also be placed strategically to 
channel summer breezes into windows, 
thereby effectively pre-cooling outdoor 
air before it enters interior spaces. 

Finally, there are some important 
issues that the landscaper should address 
after initially deciding which type of tree 
seems most appropriate to the task at 
hand. First is to determine whether roots 
could potentially cause damage to under
ground water supply lines, drains, or 
sewers; correcting problems after the fact 
can be quite costly. The least problem
atic in this regard are trees with deep de
scending root systems. It is also crucial, 
before planting, to make sure that the 
height and canopy spread of the mature 
tree(s) will not interfere with power and 
telephone lines. Under typical easement 

While 

provisions, utility companies have great 
freedom to cut tree limbs whose growth 
interferes with line maintenance; their 
pruning actions can sometimes be brutal. 

Vines 
Vines are another type of vegetation that 
can be used to enhance building perfor
mance. Deciduous vines, such as Boston 
ivy, Virginia creeper, or wisteria, can be 
placed on south and west walls to protect 
against sun exposure during the summer 
months by absorbing solar rays. In the 
winter months, they lose their leaves and 
allow the sun to warm the wall surfaces. 
The use of evergreen vines, like English 
ivy, should be avoided on southern and 
western exposures, as they do not lose 
their leaves and thus prevent the winter 
sunlight from penetrating. However, 
these vines are appropriate on northern 
exposures for thermal protection. 

The major problem with vines that 
grow directly on walls is that they can 
cause structural damage. This danger is 
present with older masonry buildings and 
those with wood siding, on which vines 
can grow in between wood framing and 
cause rot. A trellis attached to a wall will 

keep vines away from the wall surface, 
and alJow air to circulate between the 
vines and the building. Vines can also be 
used for shading above patios and decks, 
where trees might not be high enough to 
provide the desired protection. 

Ground Cover 
Ground cover and low-lying shrubbery 
can be used for protection against the sun 
and wind. They can provide ground-level 
shading for buildings; for example, in 
cool and temperate climates, hedges 
can be used along western exposures to 
absorb any late afternoon rays that pass 
beneath trees' canopies. In hotlarid and 
hotlhumid climates, hedges and other 
ground vegetation reduce the thermal 
impact on buildings by absorbing large 

amounts of water. When this water is 
released into the atmosphere, the sur
rounding air temperature drops. Thus, 
various types of grass and other forms 
of ground cover are significantly cooler 
than concrete, asphalt, and other paving 
materials. Moreover, the taller the ground 
cover, the greater is this cooling effect. 

Ground cover also provides effective 
control for soil erosion, particularly on 
slopes and banks. Good choices for 
erosion-controlling ground cover include 
junipers, dwarf Willows, lilies of the 
valley. day lilies. and perennial grasses. 

Conclusion 
This brief examination of landscaping as 
a tool to improve building performance 
ignores its ability to reduce pollution, 
abate noises, and enhance homes aesthet
ically. The focus here is to get property 
owners thinking of ways to landscape 
toward improving the efficiency, and 
hence the utility, of their living spaces .• 

l. "Landscaping for Energy Conservation," 
Vol. 5, No.3 of the University of Illinois Building 
Research Council's Council Notes. provides more 
detail on positioning trees for shading. as well as 
other landscaping tips. 

they are the best 
foliage thafdoes not. 
should be avoided. 
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Blanket Mortgages: Fixed and Variable Release Prices 
Shelley A. Campbell and Peter F. Colwell 

Subdividin!( residential land, or selling 
the individual units in a condominium 
developmellt, can be characterized large
ly as unbundling activities: breaking 
claims on a~sets into smaller components. 
Security inlilruments known as blanket 
mortgages exist to facilitate the unbun
dling. Under a blanket mortgage, the 
developer Who has a loan secured by an 
entire tract or building obtains a "partial 
release" ali each individual lot or unit is 
sold, thus "uncovering" that lot or unit 
from the original mortgage so that it can 
serve as collateral on the buyer's loan. In 
exchange, the developer pays a release 
price to the lender. After a release there 
is less property to which the lender can 
claim title in the case of default, but the 
remaining loan balance is also lower. 

The release price directly affects both 
the developer's cash flow and the length 
of time the lender must wait to be fully 
repaid. Lenders prefer high release prices 
because rapid repayment reduces credit 
risk, while developers prefer low release 
prices to aVoid cash flow problems. Yet a 
release price that is too low can leave the 
developer with a large outstanding loan 
balance and few lots or units remaining 
as security. If they remain unsold due to 
undesirable features, the developer may 
have to discount their prices to sell them, 
thereby suffering a shortage of funds for 
loan repayment (if the money received in 
earlier lot sules has not been conserved). 
Default can occur if the combined value 
of units still covered under the mortgage 
is less than the outstanding loan balance. 

It is therefore crucial that the release 
price, which is negotiated along with 
other loan lcrms, be high enough to offer 
acceptable ('isk protection to the lender 
yet low enough to preserve adequate cash 
flow for the developer. With these points 
in mind, We might ask how lenders and 
developers negotiate release prices. One 
feature COlllmon to both textbook. discus
sions and industry practice is that release 
prices are .Ii'xed values. In the following 
paragraphs we explore the textbook and 
industry approaches, but then describe an 
innovative contract in which the transac
tors would select a variable release price. 

Theory: The Textbook Approach 
Textbooks suggest calculating release 
prices based on sales projections; the 
projections' accuracy determines whether 
a selected release price will prove, after 
the fact, to have been adequate. Consider 
a simplified example of projected sales. 
Table I shows sales estimates for a 25-10t 
residential development. The developer, 
who borrows $1,000,000, predicts that all 
lots will be sold by month 19 at $75,000 
each (so he expects to have 25 x $75,000 
=$1,875,000 for repaying the $1,000,000 
and providing returns to his own equity 
investment). His invested equity reduces 
the likelihood that he will default on the 
loan, and thus gives him some power to 
negotiate the release price downward. 

The loan is structured such that the 
developer does not receive the entire 
$1,000,000 "up front." Rather, he gets 
$500,000 at closing and then draws the 
remaining $500,000 in four unequal in
stallments as the development progresses, 
with amounts and timing as shown in 
Column B of Table I. These draws, and 
the expected timing of the lot sales, allow 
us to calculate the principal and interest 
that the developer must pay per parcel to 
fully retire the loan. Stated more techni-

A C 

Table 1 

~,;.Expected;.;;.~\.PreseQ.tyalue. . Present ValueD! 
M6liili :LotSales~' . ;Factors@ .10112 Draws (= ex Dj 
close 0$5oQ,OOP. 

1 0 $100,000 
2 0 
3 0 $125,000 
4 0 
5 0 
6 0 $135,000 
7 0 
8 0 
9 0 $140,000 
10 0 
11 0 
12 1 
13 3 
14 4 
15 7 
16 3 
17 2 
18 3 
19 2 

cally, we determine the per-lot 
and interest that cause5 me 
of what the developer gets nhe 
equal the present value of What he 
(the loan payments). 

Column C shows the present 
factor for each month, if we OlSICOlltntltll 

cash flows at an annual pen.'entage rate 
10%, such that the monthly rate is .10/1 
=.00833. (This rate represents the 
interest rate for loans of a specified level.' 
of risk.) We multiply the draws or repay- . 
ments by the relevant factors to compute 
present values. The draws' total present 
value is $979,467 (column D), while that 
of the payments is 21.9961 times the 
unknown release price (column E). To 
solve for the release price, we divide 
$979,467 by 21.9961 (readers may 
recognize this operation as a variation 
on the deferred annuity technique). The 
$44,529 result might be seen as the 
principal plus interest that the lender 
"should" receive when each lot is sold. 

Yet this release price amortizes the 
loan over the expected 19-month absorp
tion period only if sales and loan draws 
occur as forecast. Any deviation changes 
the way interest accrues on the loan, and 
can result in a computed release price too 

1.QOOO 
.9917 
.9835 
.9754 
.9673 
.9594 
.9514 
.9436 
.9358 
.9280 
.9204 
.9128 
.9052 
.8977 
.8903 
.8830 
.8757 
.8684 
.8612 
.8541 

$500,000 
$99,174 

$121,926 

$128,443 

$129,924 

.9052 
2.6932 
3.5612 
6.1807 
2.6270 
1.7368 
2.5837 
1.7083 

21.9961 

page 12 Illinois Real Estate Letter Fall 1998 

http:Expected;.;;.~\.PreseQ.ty


""': 

. 

Mortgage Mechanics 


low to allow timely repayment. For this Table 2 
reason, texts suggest that each payment 
be higher than the amount computed 
under the technique described above; the 
risk of inaccurate predictions is reduced 
if the loan is amortized faster. In our 
example, the lender might wish to be re
paid at a rate 60% higher than the per-lot 
principal and interest computed. Under 
this scenario, the lender would seek to set 
a release price of $44,529 multiplied by 
an accelerator of 1.60, or $71,247. 

Of course, the developer wants the 
accelerator (and the release price) to be as 
low as possible. Assume that negotiations 
result in an accelerator of 1.50, with a 
$66,794 release price. Table 2 shows the 
resulting payment plan. Note that the 
lender does not require payments on the 
loan until the lots begin to sell. Thus, no 
payment is due until month 12 (prior to 
that time, unpaid accrued interest pro
gressively increases the balance owed). 
Based on predicted sales and the stated 
$75,000 price per lot, the developer is 
easily able to make payments as agreed, 
retiring the loan in full at the end of the 
16th month (with the sale of the 17th lot). 

Reality: The Industry Approach 
After reviewing the textbook version, we 
asked some developers and lenders how 
well that approach works. We discovered 
that industry practice is quite different; 
professionals we spoke with do not fol
low the textbooks, having instead created 
their own models based on observations 
of real estate market activity. A common 
practice is to determine a release price by 
simply dividing the loan amount by the 
number of lots to be developed, and then 
multiplying that result by some factor 
to accelerate the loan repayment. The 
accelerator is negotiated to reflect risk, 
with the lender abiding by a basic set of 
guidelines but then making adjustments 
to fit a specific project's circumstances. 
The lender typically likes to set the 
release price at about 80% of the sales 
price (which should, after the developer's 
markup, exceed the lender's exposure on 
that lot). An accelerator slightly in excess 
of 20% assures that the loan will be paid 
in full when only 20% of the lots remain 
unsold, thus reducing the lender's expo
sure if the last few lots end up having to 
be sold at deeply discounted prices. 

A B C D E F G 
Exp. Owed at Plus Int. Plus End of Total Minus End of Month 

Mo. Sales Start of Mo. @ .10/12 Month Draws Owed Payment Loan Balance 
close ° $0 $0 $500,000 $500,000 $0 $500,000 

1 ° $500,000 $4,167 $100,000 $604,167 $0 $604,167 
2 ° $604,167 $5,035 $609,201 $0 $609,201 
3 ° $609,201 $5,077 $125,000 $739,278 $0 $739,278 
4 ° $739,278 $6,161 $745,439 $0 $745,439 
5 ° $745,439 $6,212 $751,651 $0 $751,651 
6 ° $751,651 $6,264 $135,000 $892,914 $0. $892,914 
7 ° $892,914 $7,441 $900,355 $0 $900,355 
8 ° $900,355 $7,503 $907,858 $0 $907,858 
9 ° $907,858 $7,565 $140,000 $1,055,424 $0 . $1,055,4~ 
10 ° $1,055,424 $8,795 $1,064,219 $0 $1,064;219 
11 ° $1,064,219 $8,868 $1,073,088 $0 $1,073,O~8 
12 1 $1,073,088 $8,942 $1,082,030 $06;794. " $l'()i15 :236 
13 3 $1,015;236 $8,460 $1,023,697 "$200;381 .. ·S82.l;316; 
14 4 $823,316 $6,861 $830,177 $267~lj4$563';002 
15 7 $563,002 . $4,692 $567,69~ .;$4Q7~555,,$lop,139.; 
16· 3 $100,1~9.,.. $834,$IQO,9,n· ·~1W~{?:-:~~t<,;ikj;:'~,kt~~:. 

$10~J877 $1,000,000 

~. $1~j;~13 is oWed.an4~eI6th $66,194 release price paymt:nt ~~~ 
'payment of me release'Price Ii' 11th time is needed'to .bring the balance . 

Of course, this approach accounts dir makes no difference, holding the release 
ectly for principal, but allows for paying price and other features constant, in total 
interest only implicitly through the accel interest.) Consider how this technique al
erator. Lenders we spoke with therefore ters the release price and loan repayment 
also required monthly interest to be paid plan. Dividing the $1,000,000 principal 
over the loan's life, instead of letting by 25 (lots the developer expects to sell), 
interest accrue to be paid after lots start we compute a $40,000 base price for 
selling (as in the textbook example). To repayment. If the lender wants the release 
meet early months' interest payments, the price to be 80% of the $75,000 sale price, 
developer borrows extra funds when the or $60,000, then the accelerator must be 
loan is obtained. (This added borrowing 1.5, since 1.5 x $40,000 =$60,000. 

Table 3 
A C' D'.· ..Ei.::· 

··.Exp~.. Owedat'·'oInt. on PlmfEndM' .T6ta!:.'C' 

Mo..... Sales.Start ofMo.;~ii.Cr. Line Month Draws' Owed ~ "PaYments . 

close ° ...'$0· .....•.... . $0 $500,000'$500,000 :': ;5"$<L 


:~ , , ,</¢'~; >.' ~).,\'k'"

l' ° $500,000 $4,167 $100,000 $604,167 "'$0 .$604,167:::~; 
2 ° $604,167 $5,035 $609,201:$«( .$6OQ,201·..· 
.3 ° $609,201. $5,077 $125,000 $739,278 . :$0 , .$73f!,278." 
4 ° $739,278 $6,161 $745,439"$0 $74.5,439 
5 ° $745,439$6,212 $751,651 . $0 $751,651 
6 ° $751,651 $6,264 $135,000 $892,914 $0 $892~914 
7 ° $892,914 $7,441 $900,355 $'0 $9d0355 
8 ° $900,355 $7,503 $907,858$0 $901:858 .. 
9 ° $907,858 $7,565 $140,000 $1,055,424 .$'0 $1,055,424 
10 ° $1,055,424' $8,795 $1,064,219 $0 $1 ,1JQ4,219. 
11 ° $1,064,219 $8,868 $1,073,088 $0 $1,073,088 . 
12 1 $1,073,088 $8,942 $1,082,030 $60,000 $1,022,030 
13 3 $1,022,030 $8,517 $1,030,547 $180,000 $850,547 
14 4 $850,547 $7,088 $857,635 $240,000 $617,635 
15 7 $617,635 $5,147 $622,782 $420,000 . $202,782 
16 3 $202,782 $1,690 $204,472 $180,000 $24;472 
17 2 $24,472 $204 $24,675 $24,675" $0 

Totals $104,675 $1,000,000 $1,104,675 

• * $24,675 is owed, so $24,615 of the 19th $60,000 release price payment is needed to bring the balance to 
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We can analyze the impact of the ex
tra funds lent by assuming that a line of 
credit is established. The developer draws 
on the line each month to cover interest 
due on the loan, but then must later pay 
accumulated interest on the credit line, so 
total interest accrues in the same manner 
as in Table 2. Once lots begin to sell, the 
developer starts repaying both the line of 
credit and the development loan; Table 3 
illustrates this case. At the lower $60,000 
release price, the two loans are not fully 
repaid until the end of month 17 (with 19, 
or 76%, of the lots sold). This example, 
while simpler than the textbook version, 
shows results that are not too different. 

Both the text and industry methods 
for determining release prices depend on 
estimates of a development's time frame; 
indeed, we might view industry practice 
as an informal (perhaps trial-and-error) 
version of the textbook approach. For 
example, while the industry method does 
not depend on specific sales figures, the 
analyst must estimate when lots will sell 
to determine the line of credit needed for 
paying interest. If lots sell more slowly 
than expected, or if the developer can sell 
some (or all) of the lots only by reducing 
prices, then interest owed on the loan will 
increase, and the developer's revenues 
will fall short of expectations while the 
release price remains the same. Since 
sales are likely to vary at least slightly 

from the original predictions, a better 
approach would be to choose a release 
price that adjusts with these changes. 

The Variable Release Price 
Much of the lender's risk centers on 
whether lots will sell at a price sufficient 
to cover the principal and interest owed. 
Therefore we suggest deriving the release 
price as a function of the number of lots 
remaining to be sold and the remaining 
principal balance on the loan, such that 
the release price fluctuates with changing 
conditions and is not driven by predic
tions. The resulting figure is not fixed 
(as in the prior examples), but fluctuates 
as lots are sold. The calculation is: 

1I(totallots in development minus total 
lots sold to date), times outstanding loan 
balance, times accelerator if applicable. 

As Table 4 shows, if sales are exact
ly as had been projected, then the final 
payment is expected at the end of month 
19, somewhat later than in the earlier 
examples. Yet while delaying full repay
ment until the 25th lot sale could trouble 
lenders, so little is owed when only 5 lots 
remain ($227,454, or about $45,500 per 
lot) that concerns over non-payment due 
to price discounts should be minimal. 
Furthermore, an accelerator would raise 
each of the indicated release prices, 
leaving lower remaining loan balances 
in each month than Table 4 shows. • 

Table 4 

Minus End of Mo. 
Payment x..oan JlaL 

$500,000 
$24,167 $0 $604,167 

"~'7."'Jl 	 $24,368 $0$609,201 
$29,571 $0 $739,278 
$29,818 $0 $745,439 

W'.J6,~.J6 . $30,066 $0 $751,651 
$35,717 $0 $892,914 

$9(}(),355-$36,014 $0 $900,355 
$997,858$36,314 $0 $907,858 

$1;055,424 $42,217 $0 $1;055,424 
'$1,06:4.219 $42,569 $0 $1,064,219 

$1,073,088 $42,924 $0 $1,073,088 
$1;082,030 $43,281' $43,281 $1,038,749 
$1,047,405 $43,642 $130,926 $916,479 
$924;117 $44,006 $176,022 $748,094 
$754;329 $44,372 $310,606 $443,723 
$447,420 $44,742 $134,226 $313,194 
$315,804 $45,115 $90,230 $225,574 
$227,454 $45,491 $136,473 $90,982 
$91,740 $45,870 $91,740 0 

ITotals 25. 	 $1,000,000 $1,113,503 

!I * -p'l;..UQ.o,U,'U x 1.0, since 25 lots remain to be sold and the payment is not accelerated. 
price is simply the total owed divided by the number of lots still available .• 
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(continuedfrom page 16) 
Of course, someone who buys a home 

might choose to close the loan immedi
ately despite being obligated under an 
existing loan or lease. A borrower flush 
with cash might be anxious to move into 
the house, or might like the convenience 
of moving without time pressure. A bor
rower who is initially strapped for cash, 
on the other hand, might prefer to close at 
the end of a month for liquidity reasons. 

Non·Numerical Reasoning 
In a practical sense, then, our answer to 
the closing day question must reflect how 
a specific borrower pays for her current 
housing. We can generalize, however, by 
assuming that the borrower is a prospec
tive home buyer who makes no current 
housing outlay (perhaps living with her 
parents), and who has adequate cash to 
close at any time. The issue of the best 
day to close a new mortgage loan is one 
that we can approach with numerical ex
amples or with non-numerical reasoning. 

Consider the latter approach first. 
At the most basic level, the borrower is 
obtaining money to purchase an asset. 
She would not enter the transaction 
unless she expected the rate of return, or 
yield (which includes both the value of 
housing services and the appreciation in 
home value), to exceed the interest rate 
on the loan. While it is true that by 
closing on the 2nd of the month she will 
have to pre-pay 28 days of interest, it 
is also true that she will have the asset, 
and the yield that the asset provides, for 
an additional 28 days. 

Stated in a slightly different way, if 
she could save money by we - until 
the 28th of the month to close ~I)Y invest
ing the money that would otherwise go 
for prepaid interest), then she could save 
even more money by waiting until the 
28th of the following month to close. 
She could save more money still by post
poning the closing indefinitely! In short, 
if buying the asset is financially attrac
tive, then she should close as soon as 
possible, without looking at a calendar. 

A Numerical Example 
A numerical example may shed addition
allight on this issue. Suppose that you 
borrow $75,000 at a 7% annual interest 
rate, with monthly payments for 15 years. 

The monthly payment is $674.12, and the 
daily interest rate is .07/365 .00019178. 
One possibility, which we can call Option 
I, involves closing on the 2nd of a month, 
prepaying 28 days of interest to the first 
of the next month, and then beginning 
regular payments at the start of the subse
quent month. (We assume for simplicity 
that each encompassing month contains 
30 days.) Option 2 involves closing on 
the 29'\ prepaying one day's interest and, 
as in Option 1, starting regular payments 
on the first of the following month. Pre
paid interest is ($75,000 x .07/365 x 28) 
= $402.74 under Option 1, and ($75,000 
x .07/365 xl) =$14.38 under Option 2. 
As of the start of the first monthfollow
ing closing, the present value of all regu
lar payments, discounted at the loan's 
7% interest rate, is $75,000 in either case. 

But consider the present values at 
the illustrated closing dates. For Option 
I, the present value of the bank's loan 
investment on the 2nd day of the month is 

PV = 75,000 28 + 402.74 =75,001.l2 . 
(1.00019178) 

Option 2, with closing on the 29th of the 
month, has a present value on that date of 

75,000
PV= 1 + 14.38 = 75,000.00

(1.00019178) 

While the present values under the two 
options are almost the same, they are not 
identical due to the fact that the prepaid 
interest figure calculated by banks is an 
approximation. The formula they use is 

Prepaid Interest (L)(i)(t) , 

an equation in which L represents the 
loan amount, i is the daily interest rate 
(.00019178 in our example), and t is the 
number of days from closing until the 
next month begins. A more accurate for
mula, with present value considered, is 

Prepaid Interest = L [1 - 1 1 . 
(l + i)1 

Under Option I above, using the correct 
formula would change the amount of pre
paid interest to $401.62, and the present 
value of all payments would be $75,000. 

Commercial Loans and Depreciation 
If we consider a commercial loan, say 
for an apartment building, we must take 
an additional factor into consideration. 

Under current federal income tax laws, 
an apartment building is depreciated over 
27.5 years. In the month of purchase, the 
buyer can claim one half month of depre
ciation, regardless of whether the closing 
occurs on the 2nd of the month, the 29th

, 

or any other day. From an income tax 
perspective, the borrower would benefit 
by closing near the end of a month rather 
than delaying until the start of the next 
month. For example, the buyer closing on 
May 28 can claim a half month's depre
ciation for May and a full month's depre
ciation for June. Putting the closing off 
for the few days until June 2 results in 
no depreciation deduction for May and 
a half month's for June. 

Conclusions 
Present value calculations show that there 
is a slight benefit to banks, and a slight 
detriment to consumers, from closing a 
loan early in the month. However, this 
result is caused not by prepaid interest 
per se, but by the manner in which the 
prepaid interest is calculated. If not for 
the estimation discussed earlier, a bor
rower would want to close as quickly as 
possible. After all, a rational person buys 
a property, and secures the needed fman
cing, only if she expects the asset's yield 
to exceed the interest rate on the loan. 

In fact, this issue would probably not 
ever arise if banks were generally consis
tent in their treatment of interest. Since 
interest for all regularly scheduled mort
gage loan payments is owed in arrears, 
consistency would require interest asso
ciated with a closing also to be paid in 
arrears; someone closing on the 2nd of a 
month should not owe interest applicable 
to the following 28 days until the start of 
the next month. Regular payments, with 
interest in arrears, would then begin a 
month later. But because the inconsisten
cy is a revenue source, banks are not like
ly to voluntarily change their ways.2 • 

Notes 
I. November 7,1993. 

2, Another example of banks' computational incon

sistencies is discussed in "How Many Days Are In a 

Year?" Illinois Real Estate Leiter. Fall 1991. 


Dr. Rushing. an accomplished real estate 
investor and expert on real estate invest
ment and financing. is on the Finance 
faculty at the University of Illinois. 
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Instructor Notes Inside Fall 1998 ... 
"Is Land Taxation Practical" (page 
1) examines the concept of taxing only 
land value, and not buildings, as first 
described by 19th century economist 
Henry George. While this type of tax 
distorts economic activity less than our 
conventional real estate tax, practical 
problems would prevent its adoption. 
"What Dlinois Apartment Owners 
Should Know About the Law of 
Disabled Persons" (page 6) shows the 
difficulty of identifying and accommo
dating those (e.g.. ... may 

be "disabled" under recenl:~airtlo.using 

What's the Best Day of the Month 

To Close a Mortgage Loan? 


Philip ]. Rushing 


Syndicated columnist Robert 1. Bruss, 
writing in the St. Louis Post-Dispatch; 
once advised a reader that the best day to 
schedule the closing for a new mortgage 
loan is the next-to-the-Iast business day 
of a month. The suggested reason is that 
" .... if you foolishly close early in the 
month, you must pay prorated interest to 
the end of the current month. This can be 
very expensive." Mr. Bruss is correct that 
a lender requires a borrower to prepay 
interest from the closing until the first of 
the following month. Lenders' desire to 
standardize their notes (for reasons that 
include secondary market salability) 
leads them to specify payments on the 
first of each month, regardless of the 
closing date. At the same time, payments 
on a typical mortgage loan are made in 
arrears, so the first full payment is not 
due until a full month has passed (on the 
first day of the second month after clos
ing). The lender must charge for the bor
rower's use of the loan principal during 
the partial month from the closing date 
until the amortization clock starts to run. 

Understanding the Issues 
Whether someone would be "foolish" 
to close earlier in the month than the 
next-to-Iast business day becomes clear 

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

only if we analyze some related issues. 
First is the prospective borrower's current 
home financing circumstances. If she is 
refinancing (paying off an old mortgage 
loan with proceeds from a new one), or is 
closing the sale of her old home and the 
purchase of a new home on the same day, 
then we must compare interest rates. 
(Interest charges end on the day a loan is 
repaid; someone who repays mid-month 
is not charged a full month's interest.) In 
such a case, if the old loan's rate is higher 
than the new loan's, then it would be ad
vantageous to close as soon as possible, 
without regard to the time of month. 

If the borrower is a home buyer who 
currently rents, then we should compare 
rent to interest; if daily interest on the 
loan (net of income tax deductibility ben
efits) would be lower than is the current 
daily rent, then it might seem that the 
loan closing should be held immediately. 
However, we must also consider timing 
rigidities in the lease contract. For exam
ple, the borrower may not have the option 
of ending her lease obligations in mid
month (indeed, a lease might have many 

months remaining), and it would not like
ly be profitable to accelerate a loan clos
ing while the need to pay rent remains. 

(continued on page 15) 
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