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Almost all American home purchasers 
today must make separate arrangements 
with a variety of service providers at the 
time of settlement. when property rights 
and the supporting documents change 
hands. Providers of settlement services in 
real estate transactions include real estate 
brokers, mortgage lenders, title insurers, 
and govemment or private mortgage 
insurers. In a broader sense, they also 
include legal representatives, people who 
inspect for pest or other problems, and 
parties who provide warranties on major 
structural and mechanical systems. 

The home buying process is complex, 
but the components of the process, espe
cially in some US localities, are often 
standardized. We might, therefore, expect 
the marketplace to allow a purchaser to 
obtain an integrated package, or bundle. 
of services for settling a transaction. 
Yet while home buyers seem interested 
in the convenience of bundled services 
(such as having the real estate broker 
arrange directly for the loan, all needed 
insurance, and all inspections), and while 
many providers would like to bundle 
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services in various ways, the integration 
of real estate service has been surpris
ingly limited. A major impediment to 
bundling settlement services in housing 
transactions is the federal Real Estate 
Settlement Procedures Act (RESPA), 
along with its attendant regulatory provi
sions as administered by the Department 
of Housing and Urban Development 
(HUD). A central provision of RESPA 
is a severe restriction on the interaction 
permitted among various providers of 
ancillary services. In particular, the 
organizing of service packages in return 
for referral fees or other compensation is 
usually prohibited. Although RESPA was 
passed largely as a means of preventing 
anticompetitive "kickbacks," HUD's 
broad interpretations on the enforcement 
side have posed barriers to a variety of 
bundling arrangements that would, in 
fact, promote competition and thereby 
benefit home buyers. 

What's Good for the Goose ••• 
While HUD's enforcement has tended 
to impose ever-tighter restrictions on 
service providers, on occasion the regu
lators have explicitly stated that certain 
kinds of bundling activities do not violate 
RESPA, and therefore are permitted. For 
example, bundling, and its attendant com
pensation, is allowed within a single firm 
that provides a broad set of services. 

While this exception allows for some 
integration, it has caused protests as well, 
not only from those who fear any relax
ation in restrictions as a threat to naive 
consumers, but also from small providers 
who protest that an uneven playing field 
results when practices permitted within a 
single large firm are illegal when carried 
out jointly among several small firms. 

In the pages that follow, we examine 
whether modifications to RESPA and its 
regulations would benefit consumers and 
find acceptability among industry groups. 
A tightening of the law's current restric
tions has been discussed for more than 
a year; the extending of restrictions 
faced by small firms to large integrated 
providers WOUld, indeed, be one possible 
approach to creating a level playing field. 
The other, of course, would be to allow, 
and even expand, the ability of large 
firms to provide integrated packages, and 
to extend these privileges to small firms 
as well by permitting similar practices to 
be carried on among cooperating entities. 

We favor the latter approach. Relax
ing restrictions, so that both large and 
small firms can provide integrated ser
vices, is clearly in the best interest of 
consumers. Attempts to restrict the provi
sion of integrated services by large firms 
will lead to further regulatory muddle 
and, in the end, be ineffective in leveling 
the playing field. We support our argu
ments for permitting bundled services by 
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are clearly perceived by consumers as 
being applicable to real estate settlement, 
as evidenced by recent surveys. 

We also consider the relationship 
between bundling and vertical integration 
in settlement services. A major fear held 
by those who oppose bundling is that it 
will inevitably lead to the elimination of 
small finns, and to increased concentra
tion and monopolization by the remaining 
finns. Such concentration is a long-tenn 
possibility if the playing field is not level, 
but as long as it is level, allowing inte
grated service is no more likely to elimi
nate small players than is its prohibition. 
In a world that pennits integrated servi
ces, we envision a variety of competitors: 
some providing bundles within a single 
finn; some providing specialized, non
integrated services; and some providing 
bundles by cooperating with other finns. 

On the other hand, we argue that 
attempts to level the playing field by 
hampering bundling within large finns 
are ultimately unsuccessful. Large firms, 
in the long run, innovate to negate the 
effects of attempts to restrict practices 
driven by market forces. Though regula
tors can, as time passes, plug holes that 
innovators have created, larger institu
tions' relative advantage in innovating 
means that attempts to impose blanket 
restrictions on all fIrms will inevitably 
lead to a de facto uneven playing fIeld. 

Provisions of RESPAl 
In passing RESPA in 1974, Congress 
intended to protect home buyers from 
abuses in the settlement process. The law 
requires a variety of disclosures, espe
cially by lending institutions, regarding 
settlement costs, and it forbids a variety 
of "kickbacks" and referral fees among 
settlement service providers.2 The act 
applies to all "federally-related mortgage 
loans" - in effect, virtually all loans on 
family homes. Some of RESPA's require
ments must be met by the lender when a 
prospective borrower applies for a loan. 
For example, the borrower must receive 
a copy of a HUD-prepared pamphlet on 
settlement costs; and the lender must 
provide a "good faith estimate" of likely 
settlement charges, disclose whether 
particular service providers must be used, 
and state in writing whether the borrower 
might later be told to direct payments to 

a party other than the originating lender 

(loan "servicing" has been controversial 

when distant processors have bungled 

property tax payments or otherwise failed 

to address borrowers' needs). RESPA also 

specifies a standardized "HUD-I" fonn 

for enumerating settlement costs, and re

quires certain disclosures on "escrowing" 

for property tax and homeowner's insur

ance. Although there have been com

plaints regarding the law's complexity, 

timing requirements. and the "HUD-l" 

fonn,3 in general there has been little 

controversy over the fundamental thrust 

of RESPA's disclosure provisions. 


Referral Fees 

Such a consensus has not attended provi

sions on "kickbacks and unearned fees." 

The goal of Section 8 of RESPA was to 

prohibit payment for referring a home 

buyer to a settlement service provider: 


(a) No person shall give and no person 
shall accept any fee, kickback, or thing 
ofvalue pursuant to any agreement or 
understanding, oral or otherwise, that 
business incident to or a part ofa real 
estate settlement service involving a 
federally related mortgage loan shall 
be referred to any person. 

The difficulty with this statement arises 
from the fact that many entities can be 
involved in the settlement process, sup
plying various supporting products and 
services for each other in the business 
of completing a residential real estate 
transaction. Clearly these services must 
be paid for, or they will not be provided, 
but the process of paying for them leaves 
an opening for a disguised evasion of 
the prohibition on payments for referrals. 
Therefore, the legislation goes on to state 
that payments must be to compensate for 
"actual" services: 

(b) No person shall give and no person 
shall accept any portion, split, or percent
age ofany charge made or receivedfor 
the rendering ofa real estate settlement 
service in connection with a transaction in
volving afederally related mortgage loan 
other than for services actually petformed. 

The intent is to prevent people from dis
guising kickbacks by paying them indir
ectly. It is up to HUD to judge when pay
ment is for a service actually perfonned 
rather than an "illegitimate" kickback 
for a mere referral. (Note the viewpoint 
that referral is not a legitimate service.) 
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Under "Regulation X," HUD prohibits 
even payments that take the form of 
discounts, credits, or special benefits 
rather than direct cash transfers. Agree
ments and understandings need not be 
explicit to be invalid, and a "referral" 
can be interpreted to include requiring 
the use of a particular service provider. 

Regulation X offers examples of per
mitted compensation for services actually 
rendered. In particular, if service provider 
A has an ownership stake in provider B 
(a so-called "controlled" or "affiliated" 
business arrangement), then referrals 
between A and B are pennissible even 
though the business thus generated pro
vides profits to the referring entity. Such 
a referral is subject to restrictions beyond 
the basic rules of RESPA: the relationship 
between the entities must be disclosed to 
the home buyer and, with certain excep
tions, the buyer can not be required to 
use the affiliated service provider. 

The exception allowing paid intra
firm referrals clearly favors larger firms, 
and encourages smaller providers to seek 
ways around the rules. Regulators, in 
turu, fear that small providers might 
try to gain desired benefits by adopting 
organizational forms that meet the letter 
of the law but not its intent. Accordingly, 
recent HUD policy statements have 
attempted to deny intra-firm referral 
treatment to "sham controlled business" 
or "office rental" arrangements. 

The Economics of Regulation 
Because every transaction among service 
providers potentially involves a disguised 
kickback, prohibiting referral fees has 
turned into a regulatory minefield. HUD 
does not want responsibility for deter
mining the legitimate price for each ser
vice, so it establishes regulations stating 
which procedures are valid and which 
are invalid. But then every innovation in 
delivering services becomes susceptible 
to litigation as a means of providing a 
payment not for services truly performed. 
The result is cost and delay in creating 
and improving methods of service pro
vision. as lawyers determine whether 
new procedures by which loan brokers 
seek out lenders appear to be compens
able, or whether innovations allowing 
computerized loan originations (CLOs) 
run afoul of the prohibition on referrals. 

The need for HUD's approval, and the 
specter of legal sanctions, are powerful 
deterrents to innovation. Indeed, one of 
the most pernicious results is the use of 
RESPA as a strategic tactic for entrenched 
segments of the industry to raise barriers 
to cost-reducing innovations. Although 
HUD issues its regulations "in the interest 
of protecting consumers from practices 
prohibited by RESPA, while making 
available to consumers the potential 
benefits of innovative business arrange
ments," the final effect is to protect the 
least competitive elements of industry, 
and to make innovative business arrange
ments less available to consumers. 

For example, title insurance compa
nies once opposed pennitting diversified 
real estate firms to bundle title insurance 

stores. which supplanted dry goods and 
specialty clothing stores, now feel pres
sure from "big box" stores; while food 
courts replace restaurants in some loca
tions. Bundling has also been prominent 
in the recent history of financial services. 
as banks increasingly expand into pro
viding investment services and insurance. 

Much of this trend has been driven 
by technological change. The computer 
revolution has made "big box" stores 
possible through cost-saving innovations 
in inventory control, and computer-based 
cost reductions have also driven many of 
the changes in financial services. Should 
similar cost advantages not be anticipated 
in bundling settlement services? Elimin
ating duplicative procedures would create 
economies of scale, shown in the form of 

with other services. Their desire was to 
sustain the effectiveness of title insurance 
cartels, and thereby to prevent prices they 
could charge consumers for title cover
age from falling. (Proposals to limit 
diversified providers' activities are, in 
part, a back -door attempt by the large 
independents to keep smaller service pro
viders from "poaching" on their domain.) 
Congress did not protect the cartels' ad
vantage when it amended RESPA in 1981 
and 1983; lawmakers found no signs of 
abuse by affiliated title companies, and 
simply required disclosure of affiliation 
when there is a referral.4 Indeed, studies, 
including one conducted by Lexecon for 
the Real Estate Service Providers Coun
cil, have provided strong evidence that 
the price of title insurance purchased 
from diversified firms is not significantly 
different from the price available through 
independent title insurers.s 

Economic Rationale for Bundling 
The US economy has been moving inex
orably toward more bundling of services 
and goods. Consider supermarkets, which 
sell items once provided by small bakers, 
butchers. and fish mongers. Department 

reduced per-unit marketing costs, lower 
application costs (through shared infor
mation), and less need for office space 
and personnel. In the presence of compe
tition, such cost reductions are passed on 
to consumers in the form of lower prices. 

Equally important to the trend toward 
bundling are the ancillary benefits that 
consumers receive. Providing a variety 
of related services at one outlet ("one
stop shopping") allows consumers con
veniently to tailor mixes of purchases 
to specific needs, whether it is finding a 
mix of dinners satisfying different family 
members or obtaining the desired mix of 
settlement or other financial services. The 
result of this trend is that consumers gain. 
not only through lower explicit prices. 
but also through increased convenience. 

Bundling of services is particularly 
valuable to certain types of consumers. 
In general, bundling is most desired by 
customers for whom the "transaction 
costs" of obtaining unbundled services 
are highest. Supermarkets and "big box" 
stores reduce transaction costs by 
the need to spend time and money 
ing to different locations. Settlement 
service buyers' major transaction cost 
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involves the difficulty of searching out 
service providers, and determining the 
adequacy and quality of their services. 
Driving around town, spending time 
talking with friends or relatives who have 
made recent home purchases, questioning 
providers about services available, and 
filling out application forms are not cost
less activities, even if no money changes 
hands. RESPA reform should be geared 
toward reducing these search costs, there
by minimizing the difference between the 
amounts that consumers spend (including 
the value of their time) and the amounts 
that service providers receive. 

It's Not for Everyone 
Because of high search costs, one-stop 
shopping for settlement service is partic
ularly attractive to two distinct groups of 
customers. One group consists of those 
who are very busy and/or earn high 
incomes, such as dual career couples or 
people who hold multiple jobs. In the 
jargon of economics, time carries a high 
opportunity cost for such people. The 
other group consists of those for whom 
searching is unusually difficult, because 
they lack information or lack experience 
with financial markets. Of course, not all 
buyers prefer bundled arrangements. For 
this reason, bundling typically coexists 
with the provision of unbundled goods 
and services. In fact, bundlers are at a 
competitive disadvantage in serving 
buyers with special needs. Although a 
bundler can provide a range of mixes of 
services and goods, its stock in any given 
category is likely to be less extensive 
than is available from a firm specializing 
in that item. Thus megastores coexist 
with paint retailers, and food courts 
coexist with vegetarian restaurants. 

Bundlers and specialists compete for 
different market niches, in which custom
ers differ in terms of their transaction 
costs and their need for specialized goods 
or services. In such competition, a crucial 
role is played by the "marginal" buyer, 
the one whose particular needs place him 
on the brink of moving from one type of 
provider to the other. In the case of set
tlement services, the marginal customer 
is the one for whom the cost of searching 
for unbundled services just equals the 
benefit of tailored arrangements that can 
be obtained. Competition by bundlers and 

specialists in wooing the marginal buyer 
helps other buyers as well, since it lowers 
explicit prices and raises quality. If total 
price rose with the bundling of settlement 
services, the marginal consumer would 
move toward unbundled services; if 
bundling improved convenience, he 
would buy bundled services. 

Of course, this competition benefits 
consumers only if they know that both 
bundled and unbundled arrangements are 
available. RESPA has been predicated on 
the assumption that the infrequency of 
home purchases leaves consumers rela
tively unaware of their alternatives, and 
therefore in need of protection. Yet while 
it is true that consumers are not perfectly 
informed about the market for settlement 
services, it is important not to overstate 
consumer naivete. 

An illuminating analogy is provided 
by the refinancing of mortgage loans. 
Refinancing is inherently a complex 
concept, one that we might think unso
phisticatedborrowers could not judge 
adequately. Nonetheless, consumers have 
in recent decades realized considerable 
financial benefits from refinancing. 
The benefits were not instantaneously 
obtained by all consumers, and some 
have certainly been misled into unsound 
or expensive refinancing arrangements. It 
is clear, however, that attempts to restrict 
the availability of refinancing in the guise 
of "consumer protection" would have 
been a serious error in social policy. 

It is important to examine informa
tion sources in markets in which consum
ers are thought to be at an informational 
disadvantage. In the case of refinancing 
there are two important sources, both of 
which also apply to the bundling of set
tlement services. The first is "word of 
mouth." Although the typical family en
ters the home market only infrequently, it 
eagerly seeks out information on others' 
experiences when searching for settle
ment services. The "grapevine" rapidly 
made people aware of the benefits of 
refinancing, even refinancing multiple 
times as interest rates kept falling. 

Of course, consumers learned even 
more rapidly through the advertising of 
banks that profited by providing loans. 
Still, if bundled and unbundled services 
became equally viable options, a revised 
RESPA rule requiring that buyers be 
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made aware of the alternatives could 
playa useful role. Added benefits could 
be gained through a public service ad 
campaign to announce the change in the 
law. But even if government did nothing 
to inform us of the alternatives, buyers 
would get the information needed, albeit 
with a time lag. 

In a world where the information that 
consumers receive is less than perfect, 
there is a final potential benefit from 
bundling services: the provider certifies 
a bundle's quality by developing a brand 
image. Bundling settlement services 
allows each portion of the bundle to stand 
as guarantor of the quality of the other 
portions, as a particular provider estab
lishes a reputation with consumers. 
Clearly, this attached goodwill does not 
develop overnight, and the passage of 
time needed for consumers to become 
confident of quality presents marketing 
challenges for bundle providers. 

Does Bundling Favor Large Firms? 
Much of the passion in the institutional 
battle over RESPA has followed from a 
belief that bundling creates advantages 
for large firms. Evidence is difficult 
to obtain, but an examination of other 
industries raises doubts as to whether 
bundling encourages consolidation. As 
we have noted, technology has been a 
driving force behind the trend toward 
bundling goods and services. Its role in 
the settlement arena will probably follow 
the pattern observed in industries that 
have already experienced technological 
change. Though technology often seems, 
initially, to favor large scale enterprise, it 
later becomes clear that small firms have 
distinct advantages. Corporate computing 
is one example; large, centralized facili
ties were initially the norm, but firms 
today are quickly moving to networks and 
new management styles for distributed 
environments. Of course, for an industry 
that is late to adopt new technology, 
there need not be a lag in recognizing 
the potential benefits to small producers. 
We view the provision of real estate 
settlement services as such an industry. 

In other words, while some observers 
fear that bundling real estate services will 
cause the market to be dominated by an 
oligopoly of a few very large firms, we 
feel that a more likely outcome is compe-
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tition between large and small service 
providers, some with bundled and some 
with unbundled products, serving distinct 
clienteles. While firms providing for one
stop shopping would gain considerable 
market share, there would not be a death 
knell for small providers. In fact, in the 
absence of RESPA restrictions on bund
ling, we would expect to see enterprises 
operating across a range of sizes, with 
some small providers offering bundled 
services by entering into arrangements 
with other providers of various sizes. 

Of course, it is dangerous to make 
predictions. Nonetheless, experience 
from other industries makes it clear that 
bundling can occur through arrangements 
between small firms, as well as by large 
firms. In retail sales, for example, shop
ping centers (agglomerations of small 
merchants who bundle by locating in 
close proximity) today coexist with "big 
box" stores at one extreme, and with free
standing small merchants at the other. 
The travel industry provides another ex
ample; the travel agent's job, in effect, is 
to bundle services from separate provid
ers. Large and small travel agencies com
pete effectively with each other, special
izing in different market niches. Indepen
dence can actually provide competitive 
advantages for small players in appropri
ate market niches. Small travel agencies 
provide bundled services as effectively 
as large ones by contracting with other 
providers across a bewildering variety 
of scales, from extremely large (airline 
reservations systems) to extremely small 
(independent tour guides and private 
guest houses). Similar examples already 
exist in the real estate industry, with 
small brokerage firms remaining inde
pendent while cooperating with other 
firms to provide integrated services. 

If bundling were not discouraged in 
the real estate settlement industry, we 
might expect incentive payments, based 
on the value or number of referrals, to 
become commonplace. Service providers 
would deal with each other in a variety of 
institutional forms, with personnel cate
gorized as various types of employees, 
or as independent contractors. Small and 
mid-sized brokerage offices would pay 
rent for the use of services, such as CLO 
systems. made available by outside pro
viders. The rent might be a flat fee plus 

a percentage of the revenues the broker 
received for providing the service. 

Mortgage bankers would probably 
own the CLO systems (again, think of 
airline reservation systems), and WOUld, 
like real estate brokers, have incentives 
to affiliate with other service providers. 
They would become the lending experts 
in large diversified real estate companies 
or within networks of affiliated firms. As 
such, they would receive commissions 
for their services, including referrals 
made to providers inside or outside their 
own firms. The need for mortgage bank
ing knowledge would probably increase 
in other parts of the financial system, 
increasing the return to human capital 
(expertise) in these areas. Even with cur
rent regulatory barriers, financial markets 

profitable business by itself, would be 
subsidized by other service providers, 
just as anchor tenants in large malls are 
essentially subsidized by other tenants. 
Other parts of the settlement industry 
would probably suffer some price reduc
tions, but efficiency would increase as 
well, and affiliation arrangements would 
allow smaller firms to enjoy benefits 
currently available only to large, diversi
fied real estate companies. 

Does Regulation Favor Large Firms? 
RESPA, as it stands, disproportionately 
harms smaller businesses; it permits actio 
vities within large firms that are prohib
ited between small firms. This unequal 
treatment induces small firms to attempt 
to innovate around the restrictions. Such 

have become much more competitive; 
it is anomalous that the full force of this 
trend has not yet found its way to the real 
estate sector. Eliminating RESPA restric
tions would accelerate the integration of 
mortgage and other financial markets. 

As we note, regulatory restrictions on 
referral payments, and the attendant fear 
of litigation, discourage innovation in the 
settlement industry. Thus without RESPA 
restrictions, the pace of technological 
change would probably accelerate, in at 
least some segments of the industry. Title 
insurers would change quickly, with fully 
computerized property records ("plants"), 
and with abstracts becoming available 
instantaneously in the offices of real 
estate brokers, lenders, and lawyers. Such 
changes cause discomfort for providers 
that must alter long-standing business 
practices, but they hold the promise of 
increasing quality and lowering prices. 

Real estate sales commissions would 
probably rise, as would the legal liability 
of both brokers and their salespeople. 
Some might wonder how it could be pos
sible for commissions to rise, given the 
heights to which they have already risen. 
The answer is that brokerage, a not-very

innovation, in turn, induces regulators to 
establish additional restrictions. These 
"regulatory cycles" have been observed 
in many regulated industries. 

Consider the attempt to impose an 
interest rate ceiling on bank deposits in 
past decades with Regulation Q, a plan 
that ran counter to market forces. As the 
ceiling became increasingly binding in 
the high interest rate climate of the late 
1970s, market pressures forced banks to 
develop innovations allowing them to 
bend the letter of the law and avoid the 
intended effects. Among these were 
unregulated off-shore subsidiaries, retail 
"repurchase agreements" through which 
depositors earned money market rates by 
reselling bonds to their bankers at higher 
prices, and accounts that would "sweep" 
funds above required minimums into un
regulated instruments. Though regulators 
eventually catch up with institutional in
novations and impose added restrictions 
to curb the new practices, their success. 

is always temporary, as firms evolve snU 
newer practices to avoid the new rules .. 
In some eras of US financial history, 

. 
regulatory cycle has b~en the ~ri"!ary 
source of institutional mnovanon
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The 1996 Policy Statements 
The latest moves in RESPA's regulatory 
cycle have been a series of HUD policy 
statements on issues arising from innova
tions in the housing market. Statement 
of Policy 1996-2 deals with "Sham Con
trolled Business Arrangements." This 
statement can be seen as a HUD attempt 
to prevent small firms from developing 
special arrangements to enjoy the regu
latory benefits available to large firms. 
Because RESPA prohibits small firms 
from engaging jointly in activities permit
ted within the walls of one large entity, 
small firms have incentives to develop 
organizational forms that the regulations 
treat as affiliated "controlled" businesses 
(with multiple firms treated as one). 
HUD's answer has been to enumerate cri
teria that must be satisfied for an accept
able controlled business arrangement to 
exist. The criteria include capitalization 
requirements, employment arrangements, 
and contractual arrangements designed to 
guarantee that the barrier is not breached. 

Renting office space, another example 
of an arrangement that regulators see as 
a means of thwarting RESPA's intent, is 
addressed in Statement of Policy 1996-3. 
When one service provider rents office 
space to another, it is difficult to monitor 
whether money paid as "rent" contains 
elements of prohibited compensation, and 
HUD wants to plug this gap. But the pro
cess of specifying permitted payment 
forms creates barriers that disproportion
ately burden the firms typically smaller 
providers - that rent space to one another. 

Consider the percentage lease, a type 
of rental arrangement under which two 
firms become financially intertwined 
even if neither controls the other's 
business. Percentage lease contracts are 
particularly well-suited to use in regional 
malls. When externalities (benefit spill
overs from one firm to another, such as 
shared customer goodwill) are a key to 
tenant success, leasing arrangements 
should promote the sharing of benefits 
and costs. Assigning greater portions of 
rental costs to the entities experiencing 
particularly good operating results also 
provides a modicum of insurance for 
tenants. As long as landlords can monitor 
tenants' gross revenues (through financial 
reports to stores' national headquarters 
in the case of shopping malls; through 
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closings in the case of settlement service 
providers), percentage leases can be very 
efficient rental arrangements. Prohibiting 
them may serve the interests of a regu
lator obligated to weed out referral fees, 
but it also disproportionately penalizes 
small firms by forcing them to adopt 
rental arrangements that are inefficient. 

Fnture Battles 
We can try to predict future battlefields 
in the regulatory cycle based on the latest 
incarnations of Regulation X. The con
straint on labor contracts in controlled 
businesses does not prohibit incentive 
payments to employees, but rather limits 
the nature of the contracts. For example, 
the provision that compensation to a 
managerial employee may not be based 

inherently unprofitable on a small scale, 
but because small providers will not be 
able to meet the regulatory requirements 
for "qualified" CLO systems. It will also 
be difficult for rural home buyers to gain 
access to diversified service providers, 
since HUD views small firms' efforts to 
assemble controlled business arrange
ments through incentive payments to 
employees as "shams." Restrictions 
on service bundling are based partly on 
small firms' fear of encroachment by 
consolidated one-stop providers, and yet 
RESPA discourages bundling at the same 
time that it favors large firms. 

It might seem that even if easing 
restrictions on bundling would benefit 
consumers, it would have no impact on 
equity among sectors of the settlement 

on a "multiple of the number or the value 
of referrals" would seem to prohibit only 
linear relationships between compen
sation and business volume. Creative 
managers will devise arrangements that 
provide incentives but are not based on 
simple multiples of the number or value 
of referrals; various mathematical func
tions could achieve this goal. Once these 
plans have been developed, HUD will 
face pressure to modify the regulations 
to exclude allfixed relationships (not just 
linear) between referrals and compensa
tion. Firms will then develop schemes 
that make referrals a component of 
the evaluation on which pay is based, 
without making the relationship so 
concrete as to violate the new regulation. 

Level Playing Fields 
RESPA's discouraging of bundling by 
small entities is especially undesirable 
for consumers. Preventing small scale 
enterprise from bundling settlement ser
vices will create interregional disparities 
in access to convenient and efficient 
settlement. Rural areas may be denied the 
benefits of computerized loan origination, 
not because providing the service will be 

....•.__. -------

service industry; a level playing field, 
it might be argued, can be achieved with 
either loose or tight restrictions. A better 
argument can be made, however, that 
only relaxing the requirements for all 
firms will truly level the field. Strict 
requirements for all providers lead to the 
types of innovations that can most effec
tively be undertaken by larger players. 
The combination of legal, lobbying, and 
institutional talents needed for successful 
innovation constitutes a natural scale 
economy that creates advantages for 
larger firms. After the innovation has 
proven successful, of course, it may be 
imitated by smaller competitors, but by 
that time regulators may have responded 
in a manner that eviscerates the inno
vation's profitability. Thus the regulatory 
cycle provides permanent benefits to 
those institutions that invest, not in the 
knowledge needed for providing services. 
but rather in the fixed cost of the exper
tise needed in fighting regulatory battles. 

Legitimacy of Referral Fees 
A tenet underlying RESPA is that paying 
someone simply to refer business con
stitutes an illegitimate "kickback." There 
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appears to be a notion, going back to the 
original statute, that a referral is not itself 
a good or service. To an economist, how
ever, this notion is extremely troubling; 
there is no economic reason to prohibit 
payment for referrals. Generating busi
ness by soliciting referrals is a means of 
holding a firm's marketing and advertis
ing costs in check; referrals are merely 
a substitute for conventional marketing. 
Those who would draw a line between 
"simple referrals" and "actual services" 
will ultimately find it impossible to 
explain the difference, although attempts 
to make such false distinctions consume 
substantial paperwork and human effort. 

One practical sticking point that keeps 
legislators from allowing referral fees is 
the past use of the emotionally-loaded 
term "kickback." More neutral language, 
such as "cross-firm" payments, would not 
attribute sinister motives to the source of 
money. Travel agents get commissions 
from firms to whom they send clients, yet 
no one tries to divide these commissions 
into payments for "legitimate services" 
and payments for "referrals." Even in the 
real estate market we have much experi
ence with affiliated-firm payments: splits 
between listing and selling brokers are 
nearly universal in the context of multiple 
listing services. It would not occur to 
anyone familiar with these markets to call 
routine inter-firm payments "kickbacks." 
It is obvious that the split received by 
a selling broker from a listing broker is 
earned for providing services, among 
them referring a willing and able buyer 
to the seller. Yet no regulatory authority 
attempts to separate the referral portion 
of the service from the other portions. 

Or consider the matter from a differ
ent perspective. No one seems to deny 
that a real estate broker's referring a 
home buyer to the seller of a house 
constitutes genuine work, for which 
compensation is appropriate. At the same 
time, many among both regulators and 
the professional community feel that the 
broker's referring the same home buyer 
to the seller of title insurance is unworthy 
of compensation, because no "real" work 
is involved. Yet in either case the broker 
must work hard to learn the buyer's needs 
and to know what the marketplace has to 
offer, and must accept attendant profes
sionalliability risks. Of course, helping a 

buyer to select from among a few title 
insurers would be much less work than 
helping him select from among a large 
number of homes for sale. But the com
pensation would be much lower, as well. 

Cost of Services 
Any meaningful argument that Section 
8 of RESPA protects consumers would 
therefore have to rest on the notion that 
compensated referrals either add to the 
costs of settlement or reduce the quality 
of the services. For example, ifreal estate 
brokers and banks were monopolies with 
exclusive power as gatekeepers to direct 
consumers to other service providers, 
and if it cost nothing for a gatekeeper to 
make a referral, then payments by service 
providers to gatekeepers would be of no 
social value, and prohibiting them would 
cause no damage. Yet even under these 
extreme assumptions the prohibition of 
referral fees would not benefit consum
ers; it would keep other service provid
ers' dollars out of gatekeepers' hands, but 
would not reduce gatekeepers' supposed 
monopoly power over customers. 

In the real world, of course, providers 
of settlement services compete. As long 
as consumers are aware of the payments, 
competition among gatekeepers, and 
between gatekeepers and independent 
service providers, keeps prices low. If 
referral fees provided no benefit and 
simply increased service providers' costs, 
then packages offered by gatekeepers 
demanding referral fees would be more 
expensive than packages that consumers 
could assemble by buying individual 
services directly from providers. In fact, 
since a gatekeeper would quote the price 
ofthe entire service package "up front," 
one-stop shopping would impose more 
discipline on prices than does the current 
system, in which pricing details can be 
hidden until late in the transaction. 

Indeed, empirical studies (studies 
based on actual transactions) fail to 
support the claim that referrals would 
cause settlement costs to increase. In 
general, the existence of a single coordi
nator forces would-be service providers 
to be more competitive, in order to gain 
referrals (i.e., to be included in the gate
keepers' packages). The coordinator is 
an informed party, able to judge the costs 
and benefits of the complex commodities 
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in the settlement bundle. As long as the 
coordinator has incentives to work in 
home buyers' interests, bundling serves 
acts as a powerful engine for transaction 
simplification and cost reduction. 

If regulations permit a variety of 
means for the delivery of services, 
service providers will not become the 
hostages of gatekeepers. In fact, as long 
as gatekeepers are competitive there is 
no justification for prohibiting any open 
arrangement between gatekeepers and 
service providers. Even if gatekeepers 
have some market power, it is still hard 
to justify prohibiting open arrangements. 
Such prohibition has no ability to reduce 
the prices home purchasers pay for gate
keepers' services; it can only increase 
prices by fostering inefficient arrange
ments among service providers. 

Reputation and Quality Control 
It is much more difficult to empirically 
measure the quality of service provision 
than to measure its price. At the same 
time, potential damage to service quality 
can be even more troubling to consumers 
than are pricing issues. Settlement ser
vices can be complex commodities; in 
home mortgage lending, for example, the 
Annual Percentage Rate of interest does 
not reveal the true cost associated with 
prepaying a loan on which the borrower 
has paid discount points. Accounting 
for tax and insurance escrow payments 
is also complicated. All such complex 
commodities can be difficult to analyze. 

Markets have developed several stan
dard remedies to deal with infonnational 
asymmetries (situations in which one 
transactor typically the seller has 
information or knowledge that the other 
transactor lacks). For example, a fmn's 
reputation is an important substitute for 
consumer information. Companies spend 
resources to develop names that buyers 
will associate with trustworthy behavior, 
while consumers spend time and money 
learning about firms they deal with. Two 
types of entities in the real estate market 
strive to establish and maintain reputa
tions: firms and professional associations. 
Each type of entity has a vested interest 
in maintaining the reputations of people 
who associate with it, and this interest 
acts as the primary protection of Co?sum
ers even in highly regulated industnes. 



Commentary 


(Does the government's inspection of the 
beef, or the hamburger chain's need to 
protect its hard-won wholesome image, 
provide greater peace of mind when you 
feed your child a fast-food meal?) 

Inducements for firms to protect their 
reputations are particularly high under 
"one-stop" shopping arrangements. When 
consumers see the gatekeeper as standing 
behind all parts of the service bundle, the 
gatekeeper's reputation becomes hostage 
to all the diverse components, not just to 
its core business, as consumers talk with 
acquaintances about the group of affili
ated service providers as a single entity. 
Providers of various parts of the bundle 
jealously guard the network's reputation 
by mutual discipline; the ultimate sanc
tion would be expulsion from the group. 

It should not be surprising that we 
disagree with NAR's position on refer
ral fees. We feel that services would be 
provided more efficiently if brokers could 
receive side payments for referring home 
buyers to providers of other services. 
With compensation, real estate brokers 
would be more likely to make referrals, 
thereby diminishing the need for provid
ers to market their services in other ways. 
Society's resources are wasted if brokers 
fail to direct those who need services 
to the most appropriate providers; total 
prices can actually be lower when referral 
fees are paid, as the saving in marketing 
(search) costs realized by the seller is 
passed along to the consumer in a com
petitive market. Yet while the common 
law of agency recognizes the "finder's 

Inducementsior/irmsto12totect their reputations are· 
particularlY1J:ighun4ep, lI()ne~stop".shoppingarrangement$. 
An in~titutiQn tliat 1ifts';inriested to dev:elolta brand image.. <.

I proteefs jt~ v.:~bility b9.'ii~g solid advi~to its custotneril' 

For this reason, consumers benefit most 
when franchises have long-term interests 
(reputations) at stake. An institution that 
has invested resources to develop a repu
tation is motivated to protect its viability 
by giving solid advice to its customers. 

Concern for reputation is equally evi
dent in professional organizations. Like 
firms, organizations invest resources to 
develop positive brand images. The long
term nature of brand value can lead an 
organization to advocate positions that 
might seem disadvantageous to its mem
bers in the short run, but that enhance 
reputations. The National Association 
of Realtors® (NAR), for example, has 
invested extensively to create a brand 
image for its professional membership 
(even copyrighting the ReaIto~ name 
to prevent its use as a generic term). Its 
concern for reputation explains NAR's 
willingness to support legal restrictions 
against referral fees to real estate agents. 
NAR feels that such fees could undermine 
the special relationship between brokers 
and consumers, arguing that consumer 
confidence can best be maintained if 
a "bright line" is drawn to distinguish 
brokers from other service providers. 

fee" as a legitimate payment for the 
search function, and while NAR clearly 
supports splitting the commission when 
a selling broker refers a buyer to a listing 
broker, RESPA statutorially prohibits fees 
between, say. a broker and a home lend
er, and NAR supports this prohibition. 

Of course, NAR's view that the cost 
savings would be outweighed by a loss 
in consumer confidence may be correct, 
and a professional association can much 
more effectively handle the task of main
taining public confidence in brokers than 
can the government. But the correct way 
to address this issue is by testing it in the 
housing market, not by supporting a law 
that limits consumer choice. If referral 
fees became legal, NAR could advertise 
that its members pledge not to accept 
such fees, and that any Realto~ violating 
that pledge would face severe sanctions. 
Brokers not affiliated with NAR would 
advertise (perhaps through a competing 
professional group) the purported ability 
to share cost savings through referrals 
to affiliates. If consumers truly valued 
working with brokers who accept no out
side fees, those accepting payment for 
referrals would be driven out of business. 

What Should the Law Do? 
The role that the legal system should play 
in providing consumer protection arises 
naturally from the legal standards of 
conduct applicable when a fiduciary duty 
is owed, as when a real estate broker 
represents a home buyer. In the presence 
of one-stop shopping and the associated 
gatekeeping functions, the broker's legal 
responsibilities would increase. In this 
context, the relatively new protection 
available to home buyers from buyer bro
kers is illustrative.7 Just as this relation
ship provides added protection to the 
buyer, it places added burdens on the 
broker, who (without pay) recommends 
service providers (lenders and inspectors, 
for example) and coordinates the process. 
Because the home buyer is the principal 
of a buyer's broker (whereas home sellers 
were the principals for both listing and 
selling agents under traditional real estate 
sales arrangements), all the protections of 
the agency relationship become available 
to the buyer; the broker is obligated to 
find the best deals for the buyer. More
over, the closer the gatekeeper's relation
ship with the various service providers 
chosen, the greater is its legal liability. 

In any event, it is now, and probably 
will continue to be, illegal for a broker 
to accept a referral fee from any of the 
various providers of service in a real 
estate transaction, other than another real 
estate broker. Still, the fact that prohibi
tions on referral fees will not be totally 
eliminated does not weaken the case for 
relaxing restrictions on incentive pay
ments as much as is politically possible. 

Aside from prohibiting referral fees, 
RESPA holds as a major tenet that the 
key regulatory protection needed in a 
competitive market is mandating that 
important information be disclosed to 
consumers in a timely, standardized, 
easily understood format. While we 
view firms' reputations and agents' legal 
liability as better protectors of consum
ers' interests, we do support a disclosure 
requirement as an important ancillary 
tooL Required disclosure provides some 
protection to unsophisticated purchasers 
without severely disrupting the market. 
(Sophisticated buyers tend to seek more 
information than consumer protection 
laws mandate, and they often obtain it 
outside the service provider channel.) 
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We would, however, like to see some 
improvements in the disclosure standards. 
For example, HUD's proposed disclosure 
statement for controlled business directs 
home buyers to compare prices by shop
ping among various service providers, 
yet it seems questionable to encourage 
all buyers to shop for services piecemeal 
when bundling can be cheaper and more 
convenient. There are timing issues as 
well; how valuable are good faith esti
mates that lenders do not have to provide 
until after borrowers have formally ap
plied for loans and paid application fees? 

Nonetheless, requiring disclosure is 
a sound regulatory practice; information 
can have dramatic effects in a market, 
even if only a few transactors utilize the 
information, since the consumers who are 
at the margin affect service pricing and 
quality for everyone. A disclosure state
ment specifically designed for bundled 
services should 1) describe the relation
ship of the affiliated businesses, 2) state 
who receives side payments when the 
services of affiliated businesses are used, 
and 3) disclose the pricing implications 
of the buyer's rejecting part of the pack
age in favor of an unbundled service. 

Whether the battle over bundled 
services is resolved or not, the fight to 
protect parts of the settlement industry 
from competition will continue. Unless 
the federal government prevents it, the 
battle will shift to the state level. Even 
if this shift occurs, and even if the forces 
for protectionism win in some localities, 
the consequences will not be permanent; 
benefits that a lower regulatory burden 
create for consumers in one state will be 
demanded in others. Still, the gains will 
spread more quickly if Washington sets 
the tone by encouraging competition. 

Conclusion 
In his recent survey of the economics 
and politics ofRESPA, economist John 
Weicher argues that the regulation has 
created wasteful intervention:8 

A statute that was passed in order to 
protect consumers/rom high prices has 
turned into a statute to protect businesses 
from competition. In the process, consum
ers appear to be paying higher prices 
than they would if the statute had not been 
passed. and CLOs and CBAs had developed 
in a competitive market for settlement 
services. In order to protect consumers. 

the federal government has asserted the 
authority to review almost every aspect of 
buying a home, and is ready to intervene 
with criminal penalties - ifprices are not 
"reasonable, " or do not bear a reasonahle 
relationship to the value of the service 
being provided (somehow measured 
apart from its price). The government is 
prepared to pass on employee compensa
tion arrangements within businesses and 
determine the number of transactions in 
which various employees of the firm may 
legally participate. 

Yet economist Mark Shroder defends 
RESPA's goals, including the prohibition 
on referral fees. Still, he suggests a sun
set provision, since "all RESPA issues are 
informational in character, and the means 
by which Americans obtain information 
are undergoing sweeping changes."9 

.	SoCiety'sfespurces.arewasted if brokers 
to the.mosti/ppropriate service providers; 

.realiz~d bji.t~esell~r is passed along to 

We have seen that the bundling of 
products or services benefits consumers 
in many markets. Evidence suggests that 
individuals for whom costs of unbundled 
services are greatest recognize the bene
fits of bundling most clearly. Concerns 
regarding service quality under bundling 
arrangements would be mitigated by 
disclosure, and by the increased value to 
gatekeepers of developing and maintain
ing reputations. If buyers preferred that 
their agents not receive referral fees, then 
professional associations would find it in 
their interest to keep appropriate restric
tions in their codes of practice. 

Concerns that bundling would lead to 
greater concentration in real estate settle
ment are misplaced, based on the exper
iences of other industries with bundled 
services. It is, rather, the current regu
lations themselves that create biases in 
favor of larger firms. Broadly relaxing 
restrictions on incentive pay is the best 
means of leveling the playing field and 
providing consumers the benefits of one
stop shopping for settlement services. • 

The authors are Professors of Finance at 
the University of Illinois. 
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I. In this section we provide a brief overview of 
RESPA's current provisions and the associated reg
ulatory apparatus. The reader interested in greater 
detail is referred to more comprehensive sources, 
such as Kus and Mires. 

2. Other RESPA provisions specify disclosure and 
notifications regarding transfers of loan servicing, 
and restrict the administration of escrow accounts. 

3. See, for example, the recent poll by Yankelovich. 

4. See Weicher. 

5.lbid. 

6. For a detai led description, see Saunders. 

7. Economic aspects of buyer brokerage are 
discussed in Yavas and Colwell. 

8. See Weicher. 

9. See Shroder. 
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Why Our Federal Income Tax Should Promote Home Ownership 

Joseph w. Tretzger 


The following article is adapted from 
"Why Homeownership Deserves Special 
Tax Treatment, " which appeared in the 
Spring 1998 issue of the REAL ESTATE 
LA WJOURNAL We are grateful to that 
journal's publishers, the West Group,for 
pennitting us to present these ideas to 
ILLINOIS REAL ESTATE LEITER readers. 

Our federal income tax system suffers the 
dual responsibility of raising revenue and 
promoting social policy. A result is a re
duction in current government revenues 
as Americans spend more in categories 
that receive favorable income tax treat
ment. This tradeoff raises the question of 
which citizens' activities should receive 
subsidies from other taxpayers' pockets. 
One spending category favored under our 
income tax system is the purchase, and 
subsequent ownership, of a home. In 
the aftermath of last year's governmental 
debate over various changes to enact in 
the federal income tax law, we might do 
well to consider why a family's owned 
residence is a special type of asset. 

Special Treatment 
In 1997 legislation the Clinton Adminis
tration and Congress conferred even more 
generous tax treatment on home owner
ship than has long existed. While under 
prior law a seller could defer tax on any 
capital gain by buying an equally expen
sive replacement home, profit from a 
home sale was exempted from income tax 
only for a gain of up to $125,000, only if 
the taxpayer was at least age 55, and only 
once in the taxpayer's lifetime. The new 
provisions fully exempt up to $500,000 
in home sale gains from the taxable 
income of a married couple filing jointly 
($250,000 for other taxpayers); this 
exemption can be claimed as frequently 
as every two years, with the only restric
tion being that the home has been the 
taxpayer's principal residence for two 
of the five years prior to sale. l 

Some of the home ownership subsi
dies that Americans extend to each other 
through our federal tax system are pro
vided after the government receives tax 
dollars; examples are support for the FHA 

--~-~.~-~.-----~ 
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and VA loan programs, along with tax
backed explicit (Ginnie Mae) or implicit 
(Fannie Mae, Freddie Mac) guarantees to 
agencies that facilitate secondary mort
gage market activity and thereby help 
to keep home financing costs in check. 
Other subsidies directly reduce the annu
al federal income tax burdens faced by 
home owners.2 For example, even before 
the new exclusion provision's enactment, 
federal tax law long permitted generous 
rollover treatment when a home owner 
sold his personal residence at a capital 
gain, despite the fact that such treatment 
generally is not available on the sale of 
other assets (even securities held as 
investments). A home owner also may 
deduct ad valorem property taxes from 
Adjusted Gross Income in computing 
Taxable Income, a provision consistent 
with deductibility for state income taxes 
which, like property tax, can fund educa
tion and other state government activi
ties. (Non-deductibility of sales and other 
state levies therefore seems arbitrary.) 

The tax code also has long permitted 
a household to fully deduct interest paid 
on mortgage loans (currently on up to 
two homes, and on up to $1 million in 
borrowing for purchase, construction, 
or improvements and up to $100,000 
of borrowing against home equity) and 
"points" paid in connection with home 
purchases (though not on refinancings, 
for which points must be deducted 
piecemeal over the amortization period). 
But in 1986 Congress terminated the 
prior deductibility of interest paid on all 
consumer debt unrelated to housing.3 

This change seems sensible, in that the 
attendant situations frequently involve 
choices on discretionary purchases. Even 
the cost of medical care, with its less
discretionary nature, was socked with 
severe limitations on its traditional 
deductibility. Yet interest deductibility in 
connection with a home purchase. which 
(beyond some basic level of shelter) is 
largely a discretionary outlay, has stayed 
fully intact. Even those analysts bold 
enough to propose flat-rate income tax 
systems tend to favor retaining deduc
tions for home mortgage loan interest. 

Are These Policies Misguided? 
Why should residences receive special 
treatment under our federal income tax 
laws? An argument frequently offered 
is that the housing industry - which, 
broadly defined, can include developers, 
builders, material suppliers, brokers, 
lenders, appraisers, surveyors, and even 
manufacturers and sellers of furniture 
constitutes such an important part of our 
economy that we dare not let it languish. 
This argument, however, is unconvinc
ing. It is true that building trades and 
other affected groups would vigorously 
oppose any movement to curtail the 
deductibility of home loan interest (or, 
we might presume, property taxes). But 
organized resistance is not a valid policy 
justification. After all, the auto sector 

is important to our economy as well, 

yet the deductibility of car loan interest 

was phased out between 1986 and 1990 

despite industry opposition. 


Besides, construction jobs, lumber 
and furniture sales, and housing-related 
transactions would not disappear if fewer 
people owned the dwellings in which 
they live. Housing is a necessity of life, 
but whether to own one's residence mere
ly reflects a risk/return choice; if house
holds elected not to own residential real 
estate the housing stock would simply 
become institutionally owned, and 
households would rent. The character
istics of that housing stock would, no 
doubt, be somewhat different if we were 
a nation of renters; fewer families might 
wish to occupy large, free-standing 
houses with yards and picket fences. But 
Americans would still need residences, 
and vast numbers of workers would be 
employed building and furnishing them, 
and facilitating rental transactions. 

Indeed, we might offer compelling 
arguments that homes are not fundamen
tally different from other owned assets, 
and that residential mortgage loan interest 
and property taxes should not be deduct
ible. These arguments could be based on 
fairness and efficiency concerns. From 
a fairness standpoint, we could note that 
the less affluent, who typically do not 
claim home-related deductions, must pay 
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more in federal income taxes than they 
otherwise would because affluent home 
owners, with their sizable deductions, are 
paying less than they otherwise would. 
(A more blunt way to state the argument 
is that poor Americans subsidize the 
home purchases of rich Americans.) 

Many among the less affluent are 
renters of privately-owned houses or 
apartment units, who provide the where
withal for their landlords' mortgage loan 
interest and property tax payments but 
can claim no direct deductions (though 
competition might force landlords to pass 
some of their tax savings along in the 
form of lower rents). Others in the less
affluent ranks are owners of low-priced 
homes who, with their relatively low 
interest and property tax payments, typi
cally receive no marginal benefits from 
itemizing an ironic result of the higher 
standard deductions implemented in 
recent years. (The standard deduction is 
now claimed in approximately 70% of 
personal federal income tax filings; 
surely the remaining 30% who itemize 
consist largely of home-owning house
holds with above-average incomes.) 

From an efficiency standpoint, we 
might ask whether subsidizing high-end 
housing directs scarce resources to a non
productive asset class at the expense of 
greater investment in our industrial base. 
Housing is a useful, long-lived asset that 
adds to our economy's productivity by 
sheltering human capital, but it seems 
reasonable to wonder whether added re
sources incorporated into housing beyond 
some reasonable level of comfort would 
be better directed into more traditional 
industrial assets. 4 We might even pose 
the troubling chicken-and-egg question of 
whether federal income tax benefits have 
been extended to a crucial segment of the 
economy or if, alternatively, the housing 
sector has gained enhanced standing only 
because of the tax benefits. 

Home Ownership Is Different 
Yet there is strong justification for fav
orable capital gains treatment, interest 
and property tax deductibility, and other 
federal tax support for home ownership. 
The justification relates to the nature 
of ownership, an often-misidentified 
concept. Along the risk/return continuum, 
ownership is the claim on residual 

values. An asset's owner be it a home 
buyer, a corporate shareholder, or a bank 
that holds the lease on a vehicle has a 
claim on values that remain after all other 
parties' claims have been settled. 

When asked what ownership means, 
people typically respond with references 
to using and controlling the asset in ques
tion. Yet consider the case of a large 
corporation, in which an owner (an indi
vidual stockholder) has no right to use the 
productive assets, and has minuscule say 
in management decisions. Or consider 
the case of income-producing real estate 
(or a leased automobile), whose owner 
routinely signs away rights of use and 
exclusion. In any of these situations, the 
true distinguishing feature of ownership 
is the claim on values remaining after the 

Consider our need to enlist public 
support when problems arise over 
funding or administering public educa
tion. The renter of a house or apartment 
unit, if childless and with no expectation 
of having children, has no financial in
centive to care about the quality of local 
public schools. This individual is unlikely 
to direct scarce time or other resources 
to involvement in the political process by 
attending meetings, lobbying officials, or 
perhaps even voting. However, the home
owning childless single person cares 
deeply about school quality even jf he 
plans to stay in the community only for 
a short time. He would have financial 
incentives to join with others, devoting 
reasonable amounts of time and other re
sources, toward correcting any problems. 

claims of all other parties - lenders, tax 
collectors, workers, material suppliers, 
lessees - have been satisfied. With 
respect to real estate, this residual can 
range in value from substantial (as when 
land is redeveloped from agricultural to 
commercial use) to negative (as when the 
per-acre cost of an environmental cleanup 
exceeds the per-acre value of uncontam
inated land located nearby). 

Because a house occupies a fixed 
location, that residual value relates dir
ectly to the quality of the surrounding 
physical, fiscal, and social environment. 
The owner of a house, unlike the owner 
of a car or a machine or a specialized 
set of skills, can not relocate the asset to 
derive a higher residual value in a more 
favorable location. As a result, the home 
owner has a powerful financial incentive 
to play an active role in dealing with 
some societal problems that we, as citi
zens, must address collectively. Specifi
cally, collective action is called for when 
holdouts or free riders, who would strate
gically advance their own financial posi
tions by delaying or avoiding specified 
actions, could undermine efforts to pro
mote the community's best interests.s 

After all, the value of the owner's 
residual claim - the price that would be 
received from a buyer, minus transaction 
costs and the amounts paid to settle 
the claims of lenders and other outside 
parties would reflect the quality of life 
and local public services as much as, or 
maybe even more than, the qUality of the 
home's physical features. Just as a buyer 
would offer a lower price for the house 
if the current owner had not given proper 
care to the structure or the mechanical 
systems, the buyer would offer a lower 
price if there were local difficulties with 
public education, crime, or government 
policy. Each of these situations represents 
a potentially serious and costly problem 
for the buyer to solve if the seller has not 
applied the proverbial stitch-in-time. 

Renters do not face the same incen
tives. Renters surely care about local 
education quality while their children are 
in the public schools, and about othe~ 
aspects of the social environment while 
they reside in a given locality,. or. 
more generally from a humanltaria1l 
standpoint. But the renter has no 
termjinanciai stake in the 
well-being; he can leave the 
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minimal transaction cost at the end of 
any year's lease period,6 and faces little 
opportunity cost because the renter has 
no residual claim. 

It is true that a landlord's residual 
claim is affected by the rents charged, 
which in turn reflect the quality of the 
area's social amenities. Yet a landlord, 
if a local resident, has only one vote, 
and therefore has limited power to bring 
about change. In addition, the actions 
of landlords or their agents are suspect 
in the eyes of some; owners of income
producing properties can be ineffective in 
supporting policy changes because they 
are easily labeled as uncaring profiteers 
by opponents who sometimes have their 
own parochial agendas. (Landlords also 
may face reduced incentives because 
any losses suffered can be "written off' 
as business costs). Some analysts have 
suggested that renters should be allowed 
to deduct amounts corresponding to the 
interest and property taxes built into their 
lease payments. The idea has emotional 
appeal, and probably some political 
appeal as welL But we should perhaps 
view the current system as preferable in 
that, in effect, it penalizes occupants of 
rental properties for their potential to be 
free riders in correcting social problems.7 

Guaranteeing Equity 
The benefit that each of us realizes by 
extending home-related federal income 
tax breaks to our fellow citizens, then, 
is that we gain from the steps those indi
viduals subsequently take in battling to 
improve our communities in order to 
maintain their residual values. We there
fore should generally avoid government 
policies that, by protecting owners 
against losses in home equity, remove 
important incentives. For example, while 
we might support making the federal 
income tax system friendlier to owners 
of low-priced homes (perhaps through 
mortgage interest and property tax credits 
rather than deductions), and while we can 
confidently support the recent efforts to 
reduce/eliminate taxes paid on home sale 
gains (thus giving most owners more 
residual value to protect), recent discus
sions on allowing capital loss treatment 
for those whose homesfall in value have 
been based on misguided notions. After 
giving up federal income tax revenue 
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when someone buys a house or condo If It Ain't Broke ... 
minium unit, we should not do anything It seems, then, that our current (including 
that would reduce the pocketbook incen newly enacted) federal income tax provi
tives for him to do his part in fostering sions generally "get it right" in promoting 
legal and economic policies that maxi home ownership as a means of giving 
mize the community's, and thereby his citizens incentives to get involved in 
own property's, attractiveness. solving societal problems. Even some 

Think also of the nightmare of separ of the finer points of the tax laws relating 
ating losses associated with general value to home ownership have served to en
declines from those attributable simply courage home owners to maximize their 
to poor maintenance, or from those attrib residual claims. Consider, for example, 
utable to replacing high quality fixtures that, by tying most personal interest 
with garage sale items just prior to resale. deductions to home ownership (such that 
(An owner might undertake such disin many people now finance car purchases 
vestment after observing a general drop and even vacation expenses with home 
in values, feeling that it is more econom equity loans), Congress has provided 
ically beneficial to move to a new area additional incentives for home owners 
and pass as much cost as possible along to pay attention to their residual values 
to the public through deducting losses, on an ongoing basis. 

<}" , ,> "< 
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ertproperpar~t9 the structureo!, th~1tteti 
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than to muster the resources to fight We can also applaud lawmakers' 
the downtrend. We might also wonder decision to restrict deductions for points 
whether some owners will be motivated paid on refinancings, in that a refinancing 
to disinvest in order to keep their selling does not create any useful incentives; the 
prices below the $500,000 that triggers borrower already owns the home, so the 
some basis documentation requirements benefit that the community enjoys from 
under the new law.) The gainlIoss issue one more household's acquiring a residu
is not as symmetrical as some observers al claim is already in place. (It could be 
would have us believe. argued, alternatively, that the ability to 

An argument can also be offered that refinance is an incentive to pay ongoing 
communities should not sponsor home heed to the residual value.) Furthennore, 
equity assurance plans. These programs, the longstanding one-time excludability 
which have been undertaken in Chicago from taxable income of $125,000 in capi
and other metropolitan areas to prevent tal gains for those aged 55 or older (now 
the middle class from fleeing to distant superseded by the $500,000 exemption) 
suburbs (see "Home Equity Assurance has provided added motivation for pro
Programs," ORER Letter, Summer 1991), tecting the residual's value, at a stage in 
remove incentives for people of means life when dwindling personal energy and 
to stand up and fight when problems financial resources might otherwise have 
harm the social or political environment tempted an owner to allow his home
and reduce home prices. We might, on stead to fall into disrepair (especially if 
the other hand, look benevolently on no replacement purchase were planned). 
these plans as pledges by local govern The rejection of another recentIy
ment to work with residents in prevent considered tax law change also is likely 
ing crime and other problems that would to have helped prod home owners to pro
tend to erode property values. After all, tect their investments through appropriate 
controlling and punishing crime certainly activism. Congress correctly rejected 
is among government's most legitimate fonner President Bush's plan to provide 
and important tasks. a $5,000 federal income tax credit to any 
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household that bought its first homes 
between February and December of 
1992. One could argue that this plan 
would have made home owners out of 
renters who otherwise would have been 
unwilling to make the needed sacrifices, 
and that such an outcome would have 
been worthy of federal tax support. (In 
economics terminology, we would have 
been trying to practice price discrimin
ation, the charging of prices based on 
specific buyers' willingness to pay - a 
practice far less sinister than its name 
might suggest.) But in addition to its tre
mendous unfairness (think of the family 
ineligible for benefits after having made 
a January purchase at great sacrifice), this 
short-term plan would likely have been 
ineffective in using precious tax benefits 

Allowini:,enfers, to deduct interest and properlyfaxes has.' . 
'. 	 emotional;pn~,;'p'olitical appeal. But thecurrenJ:system is 
prlferdlJI¢tptt1~lt~iihg.occupants of rentaLprttpkfi~!es for their' 
potential to berree riders in correcting socialprqblems. 

.... ,', ,.":'.'" 	 , ,.,'., 

toward creating commitments to home 
owners' communities. Many who could 
have arranged to make purchases within 
such a narrow time window would have 
been those already planning to buy and, 
after the December termination date, 
uncertainty surrounding the program's 
possible future reinstatement surely 
would have deterred many potential 
buyers from making purchase offers. 

A substantially better approach is the 
new law's provision permitting the with
drawal of up to $10,000, free of the 10% 
early withdrawal penalty, from an Indi
vidual Retirement Account toward a first
time home purchase by the taxpayer, or 
the taxpayer's child, parent, grandchild, 
or grandparent. The permanent nature 
of the change, and the intergenerational 
feature, reduce the taxpayer's need to 
benefit from fortuitous timing. Yet this 
type of plan would be even more support
able, from both the standpoint of fairness 
and that of enhancing owners' residual 
values, if the benefit applied to some 
level of investment in residential equity 
(including home improvements and 
repayments of mortgage loan principal) 
by any new or existing home owner. 

Summer 1998 

When it comes to our federal tax 
policy on home ownership, much of what 
has been politically expedient also can be 
defended on economic grounds. Let us 
hope that our lawmakers continue with 
policies that benefit communities by pro
viding incentives for every home owning 
American household to protect the resid
ual value of (typically) its most valuable 
asset. Perhaps the next sensible step will 
be to create more of these residual claims 
by selling public housing units, at nomin
al prices, to their current occupants. • 

Notes 
I. An accompanying benefit is that an owner need 
not maintain records for computing her adjusted 
basis in a home if the sale price will not exceed 
$500,000. However, the new law is less generous 
than the old for gains exceeding $500,000; the 

excess is now fully taxed in the year of sale, even if 
the seller buys a more expensive replacement home. 

2. A feature often cited as a major benefit of home 
ownership is the exclusion from taxation of the 
home's imputed rental income. If Ms. A rents the 
house she owns to Ms. B and Ms. B rents to Ms. A, 
each must pay tax on her rental income (net of some 
deductible expenses) while making non-deductible 
personal rental payments. However, if each simply 
lives in the house she owns, our system stilI per
mits each to deduct many of the same expenses yet 
does not tax her on any income. The unrecognized 
income (which should be a figure net of operating 
costs and depreciation losses) is a benefit of owner
ship. We could make an imputed income argument 
about any non-business asset that a household owns. 
But housing offers the most interesting case, due to 
the typically greater value of this imputed income 
and the legally pennitted deductibility of some 
related costs. The Clinton Administration has 
discussed including a household's imputed rental 
income in detennining income-based eligibility for 
certain federal tax benefits. 

3. It is interesting that the new law reinstates the 
deductibility of some interest paid on student loans. 

4. Supporting an affinnative answer is the economic 
concept of diminishing marginal utility (less added 
benefit results from each additional dollar spent), 
along with the immobility of housing assets 
(machines can easily be moved to where they are 
most needed, but housing can not be). A negative 
answer would be supported by the observation that 
well-built housing is much less susceptible to phys
ical depreciation and to technological obsolescence 
than is machinery, and that larger houses (and less 
commercial/industrial square footage) are likely 
to be needed as technology pennits more people to 
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work from their homes. It is interesting that the 
new law also provides for reducing the difficulty 
of claiming deductions for home offices. 

5. The holdout demands an excessive price (but 
only after the actions of others have given her a 
monopoly position) for selling land needed in a 
project that will benefit the community. Thefree 
rider (whose actions are more relevant to the 
current discussion than are the holdout's) refuses to 
~ay her fair share of the costs of important services 
If she bel ieves that others will pay. But these others 
fear beIn~ taken advantage of by free riders, so they 
resIst payIng as well, and a less-than-optimal level 
of services is provided. We can solve these prob
lems c~IIectively (i.e., through government action) 
by forCIng the holdout - through eminent domain _ 
to sell at a price unrelated to her windfaII monopoly. 
and by forcing the free rider - through taxation - to 
pay her fair share of targeted costs. 

6. A renter finding it necessary to move to a distant 
location would, like an owner, face the sometimes
substantial costs of searching for a new job and 
establishing relationships with new service pro
viders (banks, dentists). However, problems of the 
nature discussed in this article tend to be localized 
phenomena, such that the renter typically could 
escape them by moving only a short distance, 
perhaps across some jurisdictional boundary. 

7. Even if competition forced the landlord to share 
his deductions by reducing the rent in exactly the 
amount of mortgage loan interest and property tax 
that the tenant effectively paid, the tenant would 
not necessarily be indifferent between enjoying 
lower rent and directly claiming deductions for the 
corresponding amounts. Note that such outlays as 
charitable contributions, state income tax, and very 
high medical expenses (all of which are unrelated 
to home ownership) are, in theory, deductible, but 
that in practice they reduce the federal income tax 
biII only if the household itemizes its deductions 
[see ''To Pre(pay) or Not To Pre(pay): That Is the 
Question," I/linois Real Estate Letter, Winter 1998]. 
Without the inclusion of mortgage loan interest and 
property taxes, it is almost inconceivable that a non
affluent household would amass enough in theoret
ically deductible expenses to itemize. Of course, 
as suggested earlier in this discussion, even after 
paying mortgage loan interest and property taxes 
the owner of a lower-priced home typically has 
less in total deductible expenses than the standard 
deduction (e.g., the $6,900 that applied in 1997 for 
married couples filing jointly). We might argue, 
therefore, that a renter unable to itemize even with 
the interest and property tax deductions would 
prefer the lower rent to the deductions, thereby 
realizing a fonn of tax arbitrage. We should also 
note that, under the new law, taxpayers' ability to 
itemize is phased out at higher income levels. 

8. The new tax law does create just such a credit for 
first-time home buyers in the District of Columbia. . 
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(continued from page 16) 
Who Pays, and How? 
When a new subdivision is created, the 
developer pays directly for providing 
some associated capital improvements, 
such as connections to the water, sewer, 
and road systems. But a new subdivision 
also can necessitate capital improve
ments, such as wider arterial streets or 
a new school, that the municipality or a 
special taxing district pays for. If finan
cing is through general obligation bonds, 
it may seem that long-standing residents 
are being taxed to pay for the new capital 
improvements. But established residents 
do not truly suffer a financial burden for 
the benefit of newcomers. Those who 
think that established households must 
pay are stuck in an accounting muddle, 
ignoring the fact that money is fungible: 
funds the government collects can be put 
to a range of appropriate uses over time. 

Assume, for now, that the average 
value of new residences equals the aver
age value of earlier-built homes, so that 
new famili~s will pay the same property 
taxes (on average) as established house
holds. While it may appear, on the sur
face, that established residents will bear 
some costs of new capital improvements, 
they actually are reimbursed by the juris
diction's new residents. After all, if the 
yearly school tax paid by each new home 
owner exceeds the sum needed to cover 
the annual cost of school services he 
receives plus his "share" of new school 
buildings' annualized cost, the excess 
can be used to compensate long-standing 
residents for their "share" of new school
related capital improvements. Of course, 
established residents are not reimbursed 
directly; the new residents do not write 
checks to those with longer tenure in 
the area. The compensation takes place, 
rather, within the school district's budget. 

Think of a school board that must 
build a new school to accommodate the 
enrollment growth that has occurred with 
new housing development in its district. 
Assume that there are four times as many 
established households as there are new 
households in the community. Assume 
also that each new family pays as much 
in property tax, on average, as does each 
household with longer tenure. Issuing 
bonds obligates both new and established 
residents to pay for the new school. 

Suppose that each established house
hold pays $1,500 in annual school taxes 
(as part of a larger property tax bill) on 
average, and that the annualized cost of 
the new school (total construction cost 
divided by the structure's expected life, 
plus interest on the money borrowed to 
build the school) is $160 per household. 
Ofthe $1,500, $700 pays for current-year 
school services and $800 is for capital 
outlays. Ifevery household must now 
pay $160 per year for the new school, 
does it follow that existing residents 
must lose $160 worth of school services? 
The answer is no. 

Each new household also pays $1,500 
in annual school taxes: $700 for services, 
$160 for capital investment in the new 
school, and $640 for something else. 
This amount repays four longer-standing 
residents for their $160 contributions to 
the new facility, not directly, but within 
the school budgeting process. Stated 
differently, all of the community'S resi
dents are paying jointly for all of the 
community's long-lived facilities. 

Increasing or Decreasing Costs? 
Of course, new homes often have higher 
values than established houses, such that 
each new household pays more in school 
or other ad valorem taxes than does each 
exisiting household. This situation forces 
careful thought on the justification for 
impact fees. If the cost per household of 
providing school service is essentially the 
same regardless of population, then the 
cost of serving a high-tax new home is 
no different from the cost of serving a 
low-tax established residence. We must, 
therefore, ask whether the public school 
"industry" exhibits increasing or decreas
ing average costs. Those who favor dis
trict mergers or consolidations argue that 
schools face decreasing costs, while sup
porters of impact fees would seem to feel 
that the per-unit cost of schooling rises as 
the number of enrolled students grows. 

It is easy to understand how the pro
vision of school services can seem to 
be characterized by increasing per-unit 
costs: the standard for new schools con
tinues to elevate. Facilities to serve new 
residents or replace obsolete schools 
often seem to be designed less for func
tion than for ostentation. However, the 
observation that specific dollar outlays 

have increased does not provide evidence 
that schooling is an increasing cost indus
try. The key to analyzing this issue is 
whether economies ofscale are present. 

While it is certainly possible that 
schooling's long-run average cost curve 
is U-shaped, such that schooling can be 
both a decreasing (when the number of 
students served is small) and increasing 
(when enrollments get quite high) cost 
industry, we assume here that schooling 
exhibits constant costs, such that if a 
district's enrollments doubled its total 
cost of providing services would double 
as well, while its average cost would be 
unchanged. If there are economies of 
scale in schooling children, then school 
impact fees should be low or nonexistent, 
because new residents' presence reduces 
the average cost of providing school ser
vices for established families' offspring. 

Impact Fees and Congestion Expense 
If the new household, with its higher 
average home value, does not consume 
more in school capital or services, then 
its higher tax seems unjustified unless 
attributable to some other cost, perhaps 
congestion. Note that the need for a new 
school may not be readily apparent when 
ground is broken for a new subdivision. 
Before a new school is built, there gener
ally is a period of congestion as enroll
ments gradually rise to exceed existing 
schools' capacity. In the short run, 
this congestion is accommodated with 
portable classrooms, partitions, and some 
crowding, until a new school can be built. 
The lumpiness of school districts' physi-

Figure 1 
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cal facilities (our inability to create just 
part of a school building when a few new 
enrollments materialize) is apparent in 
Figure I, which shows total enrollment's 
relationship to school capacity and con
gestion costs. Growing enrollments strain 
capacity and add to congestion until there 
are enough new students to fill an entire 
new school, at which time congestion 
stands briefly at zero before the cycle 
begins again in a growing district. 

The importance of this issue is that 
new households are the primary contribu
tors to congestion. Ideally, then, the tax 
paid by a new household should exactly 
cover operating expenses, annualized 
capital costs, and the congestion expense 
the new household's presence imposes. 
An impact fee thus is warranted only if 
new households' average tax (typically 
higher than on established houses) is not 
sufficient to cover all costs the commu
nity incurs on a new household's behalf. 

In Figure 2, we compare the tax rev
enues contributed by new and established 
households with the costs these residents 
impose on a school district. The tax rate 
t, multiplied by average property value 
V , is property tax revenue per house
hold. (Average home value is assumed to 
be Ve for established families and Vn 
for newcomers.) Since school tax rates 
are constant across housing in the district, 
tax revenue can be related to property 
value with straight line 'tV. Operating 
expenses oe, plus annualized capital costs 
cc( r), constitute the total expenditure per 
established household (r is the capitaliza
tion rate that annualizes the capital cost). 
Note that these costs are equal regardless 
of property value; the number of children 
in a family is assumed to be unrelated to 
the value of the home. A new household, 
however, also imposes a congestion ex
pense, ceo The vertical distance between 

costs for established residents, oe + cc(r), 
and for newcomers, oe + cc(r) + ce, thus 
is the magnitude of congestion expense. 

Figure 2 shows established families' 
average school tax to just cover annual 
operating plus annualized capital costs: 

t Ve =oe + cc(r) . 

The school board could impose a sur
charge on each newcomer if average 
new-home tax revenue does not cover oe, 
annualized cc(r), and ce (we treat ce as an 
ongoing annual cost, though new homes' 
congestion impact should eventually dis
appear if the situation shown in Figure I 
holds true). Such a surcharge would 
typically take the form of a lump-sum 
impact fee I, computed as 

1= oe + cc + ce _ tVn . 
r r· r 

Combining the equations above, we com
pute the one-time impact fee's value as 

ce 't ( "n -l'e )
1= r . 

This fee should equal congestion costs 
minus the difference in the property taxes 
paid by new vS. established residents, 
divided by the capitalization rate. If the 
property tax differential does not cover 
congestion costs, then there should be a 
positive impact fee. If ce =$500 per year, 
't =1.5%, r =.05, and new home prices 
average $30,000 more than older homes' 
values, then I should be $1,000. 

If new homes' higher tax exactly off
sets congestion costs, the proper impact 
fee is zero. If the tax difference exceeds 
congestion costs, the jurisdiction should 
levy a negative impact fee (subsidizing 
new development) if it is to be consistent. 
Negative impact fees might take the form 
of land awards, tax rebates, or physical 
capital, such as road improvements. 

Fairness and Other Implications 
We must recognize that charging a fixed 
per-home impact fee can affect property 
value distributions. Higher impact fees 
lead builders to construct higher-priced 
housing units, an ironic result of which 
can be a reduction in the need for impact 
fees (for example, if building on larger 
lots results in fewer new households and 
thus a lesser increase in school enroll
ments). This outcome raises questions 
regarding housing affordability and 
families' access to education. • 
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Impact Fees for Financing Schools 

Peter F. Colwell and Carolyn A. Dehring 


Several articles in the Winter/Spring 1996 
ILLINOIS REAL ESTATE LETTER addressed the 
topic o/impact/ees. In "Impact Fees: Some 
Further Ruminations, " author Peter Colwell 
presented the stabilization 0/zoning plan~ as 
an efficient use o/impact/ees. The/ollowmg 
article presents a/aimess aspect o/impact 
/ees' use in residential property development. 

Impact fees are often imposed on the dev
elopers of new subdivisions, who try to 
pass portions of the fees along to builders 
who buy lots, and ultimately to people 
who buy homes in the affected areas. 
(Developers sometimes pay these "fees" 
through the compulsory donation of land 
to local government; see "Compensation 
for Past Land Use Dedication," Illinois 
Real Estate Letter, SummerlFall 1996.) 
One common belief is that impact fees 
are justified because a new subdivision 
does not "pay its own way." It is thought, 
in other words, that a community's exist
ing residents must bear the costs of long
lived capital improvements constructed 
to accommodate a new subdivision. 

Why is this view so widely held? 
Consider the case of providing funding 
for public education. Everyone would 
agree that public schools have annual 
operating expenses (salaries, supplies, 
heat) that the school district meets with 
current-year collections from taxes and 
other revenue sources. Confusion seems 
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to arise from the method of paying for 
capital improvements, which in a school 
context consist mainly of new buildings. 
A school district or other public body 
typically does not tax constituents to pay 
for a major capital improvement all at 
once; rather, it borrows through a long
term general obligation bond issue, and 
builds some provision for repaying the 
principal and interest into yearly tax bills. 

In other words, citizens pay their 
share of both service and capital costs 
through annual ad valorem (based on 
the value of real estate owned) property 
taxes. Assume that the school district's 
budget, with respect to tax collections 
from households (i.e., separate from sup
port provided by tax on commercial real 
estate, tax on retail sales, and assistance 
from the state and federal governments) 
is balanced. The average residential tax 
payment attributable to schools (school 
tax rate times average dwelling unit 
value) therefore just equals households' 
contribution toward yearly operating 
expense plus the year's share of long
term capital cost incurred, divided by the 
number of households. (We illustrate the 
annualizing of capital costs with a bond 
issue because of bonds' frequent use, but 
there can be other means of paying for
capital projects over their expected lives.) 

(continued on page 14) 

Inside Summer 1998 ... 

"One-Stop Shopping for Settlement 
Services: RESPA, Referral Fees, and 
Consumer Reaction" (page I) offers 
economic arguments for permitting 
small providers of real estate settle
ment services to legally bundle their 
products with those of other firms, 
and explains the role of referral fees as 
efficient promotional tools. While the 
authors support RESPA's disclosure 
provisions, they argue that finns' 
ability to create brand identities by 
bundling can provide better consumer 
protection than does governmental 
regulation. ''Why Our Fed~ral 
Income Tax System Sho~l~'~tomote 
Home Ownership" (page 10). argues 
that the justification for tax ben~fits to 
home owners'is not the.ofte~~stated 
idea that construction and teia~ acti
vities are essentW to.our' 
Ownership shouhl~iUd' 
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