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Problems with Section 8 Rental Assistance 
Peter F. Colwell and Carolyn A. Dehring 

The Section 8 rental subsidy program, 
administered by the U.S. Department of 
Housing and Urban Development (RUD), 
was enacted in 1974 to correct perceived 
problems with earlier subsidy programs. 
Section 8's intent is to help families with 
low incomes in renting adequate housing 
through the private rental market. The 
program today aids more than 2.8 million 
lower income households at an estimated 
$12 billion annual cost. Yet while the 
costly Section 8 program has directed 
vast dollar sums toward low income 
households in the form of rental assis
tance, it creates inappropriate incentives, 
provides opportunities for waste and 
fraud, and misdirects resources, all as 
a consequence of its design flaws. 

General Rules of Section 8 
There are two types of Section 8 rental 
assistance. One is project-based assis
tance, in which participating households 
must live in designated projects. Renters 
receiving this type of support generally 
pay 30% of their incomes toward rent. 
HUD pays a rental subsidy directly to the 
project owner on behalf of the tenant; 
thus, the subsidy is tied to the housing 
unit, not to the household. 

Another type of Section 8 rental 
program is tenant-based assistance. As 
with project-based help, a household is 
subsidized for the difference between its 

rent and some percentage of its income. 
Tenant-based subsidies, however, allow 
the household to locate acceptable 
housing on the open market; the subsidy 
is tied to the household, not to the unit. 
Tenant-based programs are administered 
by the nation's 2,500 state and local 
public housing agencies, or PHAs. 
Although these programs might initially 
seem to enlist the efficiency of private 
ownership in housing the less-fortunate, 
we explain in the following pages what 
we perceive to be design flaws in Section 
8 rental assistance programs. While our 
focus is on tenant-based assistance, some 
of the issues and arguments apply to 
project-based subsidies as well. 

Eligibility Requirements 
A household's ability to obtain Section 8 
tenant-based assistance is determined 
primarily by its income and its housing 
situation. The degree of preference exten
ded in receiving assistance depends on 
the way HUD classifies the household in 
question. A household is classified as 
very low income if its income does not 
exceed a specified threshold, based on 
household size; for a four-person family, 
this threshold is 50% of the area's median 
income. Very low income households can 
be further classified as priority or non
priority. A priority household is one that, 
without federal help, pays more than half 
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of its income for rent, lives in severely 
substandard housing, or has been 
involuntarily displaced. A PHA must 
preserve ninety percent of its available 
tenant-based assistance for very low 
income priority households. 

A four-person household is defined 
as low income if its income is more than 
50%, but not more than 80%, of the 
area's median. While low income house
holds are technically eligible for rental 
assistance, HUD restricts the amount of 
aid that such families can receive. Higher 
income households are not eligible for 
HUD's Section 8 rental assistance. 

How Tenant-Based Assistance Works 
An applicant must provide verification 
of income so that the PHA is able to 
determine eligibility. If all eligibility 
requirements are met, the applicant is 
assigned to a qualifying category based 
on household composition and size. 
Generally, the larger the household, 
the larger the housing unit for which 
it qualifies. The household must then. 
within a specified time period. find a 
housing unit and negotiate a contract 
rental rate with the private owner. The 
housing must be sanitary and safe enough 
to meet HUD's standard quality require
ments if the household is to receive a 
Section 8 subsidy. HUD's rent require
ment stipulates that contract rent (plus 
a utility allowance) cannot exceed/air 
market rent (FMR). FMR, which is 
derived from rental rates in the unassisted 
market, is the level of rent representing 
the 40th percentile of standard quality 
housing in the area. The PHA uses local 
FMRs in determining both housing unit 
eligibility and the amount of assistance 
that an occupant can receive. 

The household that locates a housing 
unit meeting HUD's requirements pays 
the specified percentage of its adjusted 
income toward rent. The unit's owner and 
the PHA enter into a contract that states 
the amount of rental assistance to be paid 
by the PHA on the Section 8 household's 
behalf, with funds that the PHA receives 
from HUD. While the initial length of a 
Section 8 contract is one year, the plan 
provides for month-to-month renewals 
thereafter, with no limit on the time over 
which an eligible household can continue 
to receive assistance. 

The Certificate Program 
HUD offers its tenant-based assistance 
through Section 8 certificates and 
vouchers. The certificate program is the 
larger of the two; in 1992 slightly more 
than one million households participated, 
at an estimated cost to the government 
of $5.2 billion. In the certificate program, 
a household may select only a unit for 
which gross rent (contract rent plus a 
utility allowance) does not exceed the 
FMR, although a PHA can allow rent to 
exceed FMR by 10% for one fifth of the 
units in its jurisdiction. The maximum 
assistance under the certificate program 
generally is the difference between the 
agreed monthly rent and 30% of the 
household's monthly income; the PHA 
pays this amount to the property owner. 

Consider a household with adjusted 
monthly income of $1 ,000. The size of 
unit for which this household qualifies 
has a $450 FMR. If it locates an eligible 
unit renting at $450, the household pays 
$300 (= $1,000 x 30%) toward total rent; 
the PHA subsidizes the landlord for the 
remaining $150. If the household were to 
find an appropriate unit and then negoti
ate a rent less than FMR, it would still pay 
30% of its income toward rent, and the 
subsidy would decline by the difference. 
For example, if the participating family 
negotiated a $410 rent on a unit with a 
fair market rent of $450, iewould still 
pay $300 of its own money; the subsidy 
would be reduced from $150 to $110. 

The Voucher Program 
After a rnid-1980s experimental program, 
vouchers officially became a second type 
of Section 8 tenant-based assistance. In 
1992 there were 294,000 participants in 
a voucher program that had an estimated 
cost to HUD of $1.2 billion; today the 
number of voucher-assisted households 
has grown to 336,000. 

Vouchers differ from certificates 
in several ways. The voucher program 
incorporates a different rent measure in 
determining housing unit eligibility and 
the amount of the subsidy. This level of 
rent, referred to as the payment standard, 
can range from 80% to 100% of FMR. 
A household selecting a unit with rent 
exceeding the payment standard must pay 
that difference in addition to 30% of its 
income. However. a household in the 
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voucher program also has the option to 
pay less than 30% of its income toward 
rent if it can locate a standard quality 
unit renting for less than the payment 
standard. This shopper's incentive 
encourages the household to shop for 
more favorable rental terms. 

In the specified assisted housing 
market, the payment standard for a unit 
with a $450 FMR might be set by the PHA 
at $400. Our household with $1,000 in 
income, now participating in the voucher 
program, selects a unit renting for the full 
$450, and therefore does not qualify for 
the full potential subsidy. The household 
must pay $300 (= 30% of its income) 
plus the $50 difference between the rent 
and the payment standard, or $350 in 
total; the subsidy is $100. Recall that, 
for the same unit, the certificate program 
household pays only $300. The voucher 
recipient ends up paying 35%, not 30%, 
of its income toward rent. 

What if the household finds a similar 
unit renting for $350? HUD rewards the 
finding of a lower-rent unit by reducing 
the household's payment, dollar for 
dollar, by the $50 difference between the 
payment standard and the agreed rent. 
The subsidy remains at $100 payment 
standard - 30% of income), so the renter 
pays only $250, and the rent burden is 
reduced from 30% of income to 25%. 
The shopper's incentive is subject to a 
minimum payment, set at 10% of income. 
In this example, if the family found a 
suitable unit renting for $100 (10% of its 
income) or less, it would receive no sub
sidy regardless of the payment standard. 

Problem 1: Pricing Distortions 
While well intended, Section 8 rental 
assistance is characterized by several 
design flaws that raise concems about the 
programs' effectiveness. One such factor 
is the high price paid for assisted hous
ing; measured rents for eligible properties 
can be greater than rents for similar units 
in the unassisted market. While the exis
tence of price effects has been directly 
disputed by a HUD economist (see tech
nical notes on pages 6 - 8), who feels that 
PHAs generally do a good job in sustain
ing reasonable rents for Section 8 units, 
price effects are viewed by other analysts 
as the expected outcome. In Do Housing 
Allowances Work? (198 l), , economist 
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John Yinger anticipated substantial price 
effects, citing an earlier study that had 
suggested a 20% rent differential between 
the assisted and unassisted housing 
markets. Other research efforts have also 
supported this view; Kennedy and Merrill 
(1979),2 for example, found that housing 
assistance programs can alter the normal 
relationship between rents and housing 
quality. Specifically, for assistance recip
ients in the 1970s Housing Allowance 
Demand Experiment, real changes in 
housing services were significantly 
smaller than changes in housing expendi
tures. Moreover, Wallace et al. (1981)3 
found that gross rents tended to be higher 
than market rents for households in the 
aforementioned study when landlord! 
tenant relationships (Le., new tenants vs. 
existing tenants) were taken into account. 

While we have not conducted our 
own formal study, we did supplement the 
abundant formal and anecdotal evidence 
by speaking at length with the owner of 
several Section 8 rental units in central 
Illinois. This landlord estimates that his 
participation in the program allows him 
to charge at least a 15% premium above 
the rent he could ask in the unassisted 
market. In fact, the investor suggests that 
rents in the unassisted market follow the 
established Section 8 rents. 

The hypothesized price effects might 
be attributed to several causes. Yinger 
suggested monopoly power and price 
discrimination as explanations. We offer 
several additional theories. First, the 
owner of a housing unit must be induced 
to participate in a regulated rental assis
tance program; an incentive in the form 
of a rental premium is needed to compen
sate for increased administrative require
ments and the imposition of operating 
restrictions. For example, the owner must 
enter a three-party contract rather than a 
two-party landlord!tenant relationship, 
and must manage rent collections from 
two sources rather than one. The parti
cipating owner must also submit to a 
property inspection before the Section 8 
tenant moves in and annually during the 
lease term, and must make any repairs or 
improvements that the inspector directs. 

Second, while FMRs function as a 
rent ceiling in the certificate program 
(and as a base in the voucher program), 
they may also function as price setting 
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signals, particularity if landlords have 
some degree of market power. This sig
nalling is especially disconcerting in that 
FMRs are based on the 40% level for new 
mover rents in the entire metropolitan 
area. Since landlords increase rents more 
for new tenants than for existing tenants, 
FMR is generally somewhat higher than 
the specified 40% standard to begin with 
(the overall rental market also includes 
renters-in-place). This relationship might 
help to explain the Congressional Budget 
Office's finding

4 
that in 1989, when 

FMRs were set at 45% of rents for unsub
sidized units, 60% of all unsubsidized 
units in the nation had rents that did not 
exceed FMRs. Thus, landlords' attempts 
to set prices based on inflated FMR levels 
would substantially contribute to differ
ential price effects between the assisted 
and unassisted housing markets. 

Finally, because annual rent increases 
are built into Section 8 contracts, rents on 
units in the assistance program may start 
at close to the market level but then rise 
over time at a more rapid pace than do 
unsubsidized rents. Under the certificate 
program, for example, the yearly rental 
adjustment for existing tenants can be 
only in an upward direction, even if over
all rents in the market area have fallen. 

What is the impact of these price 
effects on participating households? In 
the certificate program, there can exist 
some level of housing service (a measure 
of the total benefit that housing provides, 
reflecting quantity, quality, and locational 
characteristics) for which the household 
finds it can forgo Section 8 assistance and 
rent the same housing services for less 
than 30% of its income in the unsubsi
dized market. This result can occur with 
units on the lower end of the eligibility 
scale. Conversely, in the voucher pro
gram, where households are given the 
incentive to occupy lower quality units, 
the household may choose to forgo 
Section 8 assistance on the high end of 
the unit eligibility scale. Eventually, at 
some higher level of housing service, 
price effects should drive the voucher 
household into the unassisted market; 
thus, the program contains a natural cap 
on rent burdens (although the extremely 
high rent burdens sometimes observed in 
the voucher program would tend to 
contradict this conclusion). 
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Problem 2: Waiting Lists 
Because the quantity of Section 8 rental 
assistance demanded exceeds the quantity 
of funds available, there are lengthy 
waiting lists for program participation. 
The director of the Chicago Housing 
Authority at one time estimated the 
waiting list length for tenant-based 
Section 8 assistance in Chicago to be 
eight years.' It is inequitable for those 
already in the Section 8 program to 
receive assistance while similarly situated 
households on waiting lists do not. 

In addition to holding concerns over 
general fairness issues, we worry that 
waiting lists can induce people to engage 
in what we would view as inappropriate 
behavior. For example, an applicant has 
an incentive to create the appearance of 

Problem 3: Incentives for Cheating 
Another design flaw of Section 8 tenant
based assistance is that it encourages 
participants to cheat by underreporting 
income. Because the subsidy falls as 
reported income rises, a participating 
household has an incentive to understate 
income in order to reduce its rent pay
ment. Consider a family for which 30% 
of income equals or exceeds the FMR of 
a desired unit, or one with 51 % of the 
area's median income; stating income at 
a lower level by lying (or by being less 
productive) results in the household's 
qualifying for subsidies. Such an example 
shows why income underreporting would 
serve to raise program costs in terms of 
both subsidy magnitudes and the number 
of families qualifying for aid. 

housing stress, such as homelessness, in 
order to achieve priority status and move 
itself up on a waiting list. Similarly, the 
applicant might offer a PHA worker a 
kickback in return for granting a more 
favorable position on the waiting list. 

There are many ways in which rental 
subsidy waiting lists could be shortened, 
or even eliminated. The government 
could approve an increase in funding for 
Section 8 assistance programs. Because 
there are budgetary constraints, however, 
a reduction in the amount of assistance 
per household might also accomplish the 
same objective. For example, HUD could 
increase the mandatory rent burden above 
30% of income. Alternatively, the agency 
could switch all programs to the payment 
standard, or to some other measure of 
rent lower than FMR, in determining 
eligibility for assistance. While the latter 
possibility might affect the supply of 
eligible units (at least in the certificate 
program), a household could choose to 
move into a lower-rent unit rather than 
to bear an increased rent burden. Still 
another way to effectively reduce aid per 
recipient would be to shorten the period 
during which a household is eligible. 

And cheating surely does occur in 
housing assistance programs. In a 1992 
study, the General Accounting Office 
matched incomes reported to HUD with 
tax data on 174,000 households.

6 
The 

GAO found that 21 % of the matched 
households collectively showed $138 
million less in income on housing 
authority records than on IRS records. 
(The problem is even worse to the extent 
that applicants might underreport income 
on their federal income tax returns.) 

Problem 4: Limited Choices 
Just as tenant-based assistance gives 
families more housing choice options 
than does project-based aid, the voucher 
program offers more choices than does 
the certificate program. Certificate house
holds are constrained in their choices 
by the FMR ceiling placed on unit rents. 
A unit for which gross rent exceeds the 
designated FMR (a situation that might 
occur with an incrementally higher qual
ity unit, or one in a better location) is not 
eligible for the certificate program. Yet 
there is little incentive for households to 
live in standard quality homes with rents 
that are not at or near FMRs, as evidenced 

by the fact that more than half of the 
certificate households studied in the mid
eighties' Freestanding Voucher Demon
stration paid rents between 90% and 
100% of FMRs.' Thus, even if a family 
prefers to spend less on housing so it can 
devote more of its budget to buying other 
goods, the existence of the subsidy drives 
it into the costlier housing units. After all, 
if the household seeks to maximize the 
subsidy received, its choice is effectively 
limited to the highest priced housing 
available under the assistance program. 

Limited choices in the certificate 
program also create the incentive for a 
household to engage in self-help tactics; 
self-help, in a Section 8 context, involves 
illegally expanding the range of housing 
opportunities beyond the limits imposed 
by a rent constraint (ceiling or floor). For 
example, the certificate household renting 
a unit at FMR can improve its situation 
by enlisting illegal subtenants to further 
reduce its net cost of housing. (We might 
also expect crowding in units occupied 
by voucher program households who pay 
close to 10% of their incomes for rent.) 

An aspect of the certificate program 
that does have the potential to bring a few 
households into standard quality homes 
renting for less than FMR is the damage 
depOsit. The Section 8 renter must pay 
in full the damage deposit, which gener
ally is one month's rent or some figure 
deemed reasonable in comparison with 
deposits in the unassisted market. A 
household lacking that sum either will 
be unable to occupy a higher-priced unit 
(with its high deposit), or else it will have 
to obtain the needed funds at a high inter
est rate that reflects the risk of lending 
to low income borrowers. Thus, damage 
deposits can provide some small incen
tives for Section 8 renters to seek lower
rent units from among those eligible. 

Shopper's Incentive: Good and Bad 
Recall that, in the certificate program, the 
participant pays 30% of income regard
less of the rent, so the family whose rent 
is less than FMR loses some subsidy dol
lars. In the voucher program, the percen
tage of income paid as rent, and not the 
subsidy, is reduced. The voucher holder 
therefore has the shopper's incentive to 
move into, or stay in, a lower-priced unit 
that meets standard quality requirements. 

page 4 Illinois Real Estate Letter Summer/Fall 1995 



Commentary 


For such units, the housing authority still 
pays the full subsidy, so the household's 
payment is decreased dollar for dollar. 
Recipients therefore do not make choices 
that inefficiently direct resources to land
lords who offer slightly better housing 
services for substantially higher prices. 

Yet some PHA officials criticize the 
shopper's incentive, arguing that, once in 
the program, families living in units that 
qualify as standard can claim the incen
tive bonus without ever having shopped. 
Indeed, New York City's housing author
ity recently estimated that 85% of new 
voucher recipients renewed their leases in 
the units they already occupied.' We do 
not suggest that voucher program house
holds are undeserving of this shopper's 
incentive windfall; after all, they should 
be rewarded for occupying less expensive 
units. However, while the incentive 
reduces rent burdens, the program is 
considerably less effective in actually 
improving participants' housing qUality. 

A Final Note of Caution 
Because the vast dollar sums in federal 
housing programs are distributed in small 
allotments, oversight is very difficult, 
and the possibility of corruption becomes 
a major concern. We can offer no hard 
proof that Section 8 unit owners, tenants, 
or PHA inspectors commit fraud, but 
anecdotal evidence abounds, and the 
history of shakedowns, favoritism, and 
other forms of abuse in allocating public 
dollars (note the illegal market in food 
stamps) suggests that some caution is 
warranted. In fact, HUD staff members 
have stated that a closely related form of 
assistance, the proportional rent subsidy, 
would never be enacted by Congress 
because of the potential for collusive 
fraud by tenants and landlords. In Section 
8 rental assistance programs, corrupting 
housing officials could also be a means 
of increasing the amount of assistance 
received by the tenant and landlord. 

Consider that if a voucher applicant 
with $1,000 in income is happy with a 
unit renting for $100 (10% of household 
income) but not meeting HUD quality 
requirements, no assistance is available. 
To improve the situation, our prospective 
tenant, or the landlord, might attempt to 
persuade the PHA inspector to overlook 
quality or rent violations. The landlord 

might offer an inspector $25 per month 
to certify the unit's quality and approve 
a $400 rental. Then the landlord could 
charge the tenant $75 in rent, rather than 
the $100 rent that would apply absent 
Section 8 assistance. After getting $100 
(::= $400 - 30% of income) from the PHA 

plus $75 from the tenant, and paying $25 
to the inspector, the landlord would have 
$50 more per month than if he simply 
charged $100 in rent. An investor owning 
a number of such units could profit hand
somely from introducing corruption into 
his relationship with the PHA. 

Conclusion 
Section 8 tenant-based rental assistance 
may seem to promote efficiency by 
placing low income families into pri
vately owned housing. Actually, the 
subsidies provide limited benefits to 
recipients while imposing substantial 
costs on the taxpaying pUblic. In fact, the 
simple costibenefit analysis that follows 
indicates that society's benefits (which 
are realized by program participants) 
may be substantially less than the costs 
to society of providing the subsidies. 
Indeed, the potential for abuse, and the 
probable higher rent associated with 
subsidized units, provide arguments 
for some corrective actions, such as the 
elimination of rental assistance programs 
in favor of income or wage subsidies. • 
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An Economic Analysis ofSubsidized Rental Housing 

The following notes represent a standard 
framework for analyzing consumer 
choice in the context of constraints 
imposed by household income and by 
government actions, including subsidies 
provided and regulations imposed. 

We can represent a household as 
allocating its income between two 
commodity choices: housing and all 
other goods. Figure 1 shows theqmUltilty 
of housing, h, on thevertica1 
quantity ofotheI"~ . the.holj.., 
zontal axis. At one"~e:x:treime, thelaIJBlly 
might spend 
a choice ~J.."'''.~.'h:'~H''''_~;;n+'i 
budget.coIlstriail1~:m(~ts 
At the nrnpr"vrr 

mi~t 

Three indi}jerence . 
shown iIiFi~LAt 
given indifferencebrrve, 
is equally , . its 
"higher" indilflel~n¢:eclll'V~~((}1 

i to the northeast) is preferredt9tbe ..•... '.. '. 
. bundles on any "lo:Wer" curve:;Fj~)'s 
household prefers any bundle'onctrrre.· 
12 to any bundle on In and itnuixlInizes 
its satisfaction by consuming hOusing 
quantity h" with qmmtity z" of all other 

'goods, a bundle on 12- While the house
Ihold would be even happier on [3' this 
Iconsumption level is not attainable in 
light of the budget constraint (we would 
all like to spend millions of dollars per 

year on consumption goods, but few can 
afford to). The household could achieve 
I] if its income were higher (shifting the 
budget constraint outward to the right). 

Figure 2 

h;. of hOusing ifa:sub~idy 
existsabd . does not cause . 

housmg '.' .'" .•..... .' ". increase. 
H6wever.:i:I1.e household 1Dight'Qot 

beable.to reach even initial indifference 
c~el2ifth~shbsidy prograln~~PQ~ed 
complicati&fis:that caused owners to 
chargemuclihigher rents for subsidized 
housingth~fQrunsubsidized. :Before the 
household received its subsidy,the 
budget constraint would rotate counter
clockwise around fixed point y, as shown 
in Figure 3. Again, because the price of 
other goods would not change, the price 
of a bundle with only other goods would 
stay the same, but the much higher 

Figure 3 

h 

z 

f 

rent 

rent 

-_._._------------------------------------ 
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the rent frequency distribution shown 
beneath the horizontal axis. Note that 
zero quantity of housing services is 
ineligible for Section 8 subsidies; the 
minimum qualifying amount appears 
somewhat to the left of y. 

A participating household is subsi
dized by the amount (FMR - 30~ of 
income). The certificate program subsidy 
is represented by the short vertical line 
above the. 30% ofincome mark; with 
eligible housing service ranging in 
quantityfrom:h~ toh,m;n:Because the 
household canno(electtopay more than 
30%·ofits . '.. . rent, the upper 

I"""tih.dn the 

.k 

hminv 

PS .45y 

I 
.9FMR 

issue; it is shown that, beyond a rent level 
equal to 45% of income, the household 
would receive more housing service for 
its dollar in the unassisted market. Thus, 
while there currently is no legislative cap 
on the percentage of income that voucher 
program families can spend on housing, a 
natural cap assures that a participant will 
spend no more than, perhaps, 45%. Of 
course, a recipient of voucher assistance 
can pay less than30%.of·incom~ifrent 
is less than .the payment standard~ 'the; 
shopper' sincentiv¢ extends therange.:(,f;' 
assisted housing down tohminv. . .. 

Understatingl~~,j,:S . . . .. . . 
Housing sub~idy recipien~:;incentiv¢i. 
to cheat byllild,erstating thefr incomes is . 
represented in Figure 7,\Vhere we return 
to our price effect hypothesis. If the 
household illustrated r~ports all of its 
income, y, +y., it will be indifferent 
between the certificate program and the 

h Figure 7 

hminv ---~--
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Technical Notes 


hOllSiI1lg below hminv, since assistance 
cannot legally be provided below this 
level of housing service quantity. The 
figure shows this result through a 
continuation of the voucher subsidy 
below hminv. The shape of the curve 
indicates that a higher cost of bribery, or 
a lower level of inspector sympathy, is 
incurred as theinspector must approve 
lower levels of housing as acceptable. 

Program costs can be classified as 
direct and indirect, with directcosts 
reflected in the subsidy payments and 
indirect costs relating to general program 
administration. Program benefits are 
those received by participating house
holds. While we ignore indirect costs 
iIi our analysis, wearealsoignoring a 
possib,le source·ofbeneflts:the satisfac
tion felt by members of when the 

precisely at the top ofthe dark vertical 
line representing certificate program 
opportunities. If the indifference curve 
were any steeper or anyflatter, then the 
household's benefits would be some
thing less than cbmax. 

The possibility '. 
cher program IPtOtlll.cem:ate:r( 
same) benefits forth~,:satnel''''''''A''.1'A~'~~' 
relative to the~·certif 

l 
I 


FMR.3Oy 
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Nonlinear Effects in Land Valuation 


Our Constitution permits the government 
to take private land for public purposes, 
on the condition that it must pay "just 
compensation" to the owner. When this 
eminent domain power is exercised, there 
can be disagreement as to the true mar
ket value of any rights taken. In such a 
situation, valuation experts working for 
the taking authority or the property owner 
must appraise the taken rights in order to 
estimate the appropriate compensation. 

Breaking Up Is Hard to Do 
While any taking can lead to disputes 
over compensation, some situations raise 
particularly vexing value questions. One 
such case is the taking of partial rights, 
such as restrictions on a parcel's use. 
Another, which is the focus of this article, 
is the taking of full rights on a fraction 
of an owner's land. Consider a case in 
which the government seeks to break off 
a 435 by 100 foot strip from a ten-acre 
parcel in order to substantially widen a 
public roadway. An appraiser, employed 
by the government or by the targeted 
owner, must arrive at a supportable value 
estimate. This appraiser examines some 
recent sales of similarly zoned land in the 
nearby area; information relating to these 
com parables is shown in Table 1. 

Because the strip to be taken is just 
less than an acre in area, the appraiser 
initially feels that compensation should 
approximate the $4,800 average price per 
acre. On further reflection, however, she 
notices that the per-acre price is higher 
for small parcels, and that each of the 
comparables is larger than the one-acre 
area to be taken. The appraiser may recall 
that the existence of higher per-unit 
prices for smaller parcels is consistent 
with a well-known phenomenon known 
as plattage, or inverse plottage. She 
realizes that as she emphasizes the small 
comparables, the indicated value of the 
subject strip rises. For example, the three 
smallest comparables' average per-acre 
price is approximately $6,600; the per
acre price of the smallest is $8,800. These 
small sales might suggest a value for the 
acquired acre several thousand dollars 
above the average of the whole sample. 

Peter E Colwell 
Nonlinear Effects 
However, this approach would be wrong. 
Compensation should not be the value of 
property taken; rather, it should reflect 
the loss in value suffered by the owner. 
The comparables show a $33,000 sale of 
ten acres and a nine-acre sale at $30,900. 
Thus, based on this pair of sales, the loss 
in value associated with taking one acre 
from a ten-acre parcel appears to be on 
the order of $2,000, a small sum com
pared to the per-acre value of a small 
parcel, or even to the average value from 
all com parables. In fact, this difference is 
so small an amount that even the govern
ment might incorrectly resist the impulse 
to cite it as the value of an acre taken. 

There is a tendency for people (even 
some appraisers and economists) to treat 
land prices as being described by linear 
functions; an observer might view price 
per acre, or per square foot, as a valid 
comparative device no matter the parcel 
size. Yet over most of the urban land
scape, nonlinear prices dominate. More 
specifically, we typically observe total 
price to increase at a decreasing rate as 
parcel size increases; for example, in a 
market where a five-acre parcel would 
sell for $23,000, a ten-acre (twice the 
size) tract might be worth $33,000 (less 
than twice the value). This price structure 
implies that subdivision of land is accom
panied by the per-unit gains known as 
plattage value. This nonlinearity can 
endure because legal and other "transac
tion" costs of transforming large parcels 
into smaller ones are so high that they 
eliminate what otherwise would be 
economic profits from subdividing. 
Though most subdivision activity occurs 
on the urban periphery, a nonlinear price 
structure is present in much of the urban 
land market, because already-developed 

areas compete with newly subdivided 
peripheral land; prices differ primarily 
because of differences in accessibility 
for parcels that are similar in size. 

Theoretical and Practical Approaches 
A nonlinear price function, as described 
above, indicates that per-unit values of 
small parcels are high relative to those of 
large parcels; a size reduction therefore 
causes a lower per-unit loss for large par
cels than for small. The academic resear
cher's method for valuing land when a 
nonlinear price structure predominates is 
a statistical technique known as hedonic 
regression, with the logarithm of parcel 
size used in predicting the log of price. 
One major strength of regression analysis 
is that it permits the analyst to base value 
adjustments on a high number of compar
ables, rather than on "matched pair" tech
niques that can be severely distorted by 
unusual conditions in some transactions. 

A simpler alternative would be to find 
a workable rule of thumb. One possibility 
is to divide the square root of a compar
able's size into its selling price; resulting 
per-unit prices should be relatively con
stant across parcel sizes (see Table 1), 
although they might differ with accessi
bility and other attributes that affect land 
value. Multiply the average of this per
unit price measure by the difference in 
square roots of a parcel's size before and 
after a taking to estimate the value of 
rights taken. For example, while the loss 
of an entire one-acre parcel should result 
in compensation of $10,302, taking one 
acre from a five-acre tract causes a loss 
of only $10,302 x (.J5 {4), or approxi
mately $2,400; the acre taken from our 
ten-acre parcel above would call for 
compensation of $10,302 x ( {W - {9 ), 
or approximately $1,700. • 

Table 1 

Comparable . TQta1Price 
1 $16,000 
2 $33,000 
3 $31.500 
4 $24,000 
5 $11,000 
6 $27,500 
7 $30,900 

Average 

~--~------- ....__... _--
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Campus Events 


November Events Dominate Fall Rho Epsilon Schedule 


Members of the Rho Epsilon chapter of 
the Lambda Alpha International Student 
Association (LAISA) at the University of 
Illinois enjoyed a rich program of events 
in the Fall semester of 1995. 

Professional Activities 
While informal membership meetings 
were held earlier in the Fall term, the 
major chapter activities, featuring contact 
with professional people from off cam
pus, were held in November. The first 
featured speakers were representatives 
from CB Commercial in Chicago. The 
company's Senior Vice President (and 
frequent Rho Epsilon speaker), Todd 
Caruso, was joined by U of I alumnus 
Scott Nicholson in discussing "Commer
cial Real Estate Brokerage: Part I" on 
November 7. Nicholson had served as 
a Fall 1993 Rho Epsilon officer. 

The semester's field trip was held on 
Friday, November 10. The longstanding 
advisor to the chapter, Professor Roger 
Cannaday, accompanied thirteen 
students to the offices of Scribcor, Inc., 
a major Chicago real estate company. 
The visit was hosted by Jeff Tosello, 
Vice President for Corporate Services, 
and lllinois graduate Jim Grady. The 
duo made a presentation on their firm 
and then, accompanied by building 
manager Lothar Brogmus, took the 
students on a tour of the Scribcor
managed IBM Building. 

Another professional event was held 
at the University on November 14, when 
Senior Vice President Bud Blinick of 
Chicago's Sbeldon Good & Company 
was the featured speaker. The U of I 
alumnus and frequent campus visitor 
addressed the chapter on "Real Estate 
Auctions." (Company founder Sheldon 
Good is another Illinois alumnus who 
often visits campus to speak.) The 
chapter capped its Fall professional 
program with "Commercial Real Estate 
Brokerage: Part II." The November 28 
talk was presented by Michael Bishop, 
Vice President of Chicago broker 
Tanguay, Burke & Stratton, and Jim 
Kerrigan, a Senior Associate at the firm. 
Illinois graduate Kerrigan served as a 
Spring 1991 Rho Epsilon officer. 

20th Alumni Luncheon 
During their November 10 field trip, the 
travelers spent the noon hour joining 
U of I staff and alumni for lunch at the 
20th semiannual University of Illinois 
Real Estate Alumni Luncheon. The event, 
held at the Chicago Yacht Club, featured 
Greg Merdinger, a Principal with The 
John Buck Company. The Chicago 
developer spoke to 80 of his fellow 
lIIinois alumni and their guests on "The 
Retail Renaissance of the Magnificent 
Mile." The luncheon series is organized 
by the Office of Real Estate Research to 
facilitate ties between the University and 
its graduates, and to bring together, in 
an informal setting, alumni who share 
professional interests in real estate. The 
events are open to all Illinois graduates 
whose career activities are real estate
related. As always, ORER thanks Gene 
Stunard for his help in arranging for the 
group's use of the Yacht Club. 

Chapter Officers 
Those who served as chapter officers in 
the 1995 Fall semester are Sue Pruski, 
a senior from Palatine, President; Mary 
Jane Pottboff, a senior from Spring 
Valley, Vice President; Brent Shepherd, 
a senior from Danville, Treasurer; and 
Alex Zylberglait, a first-year MBA 
student from Los Angeles, CA, Secretary. 
New faces elected to the chapter's helm 
for the Spring semester of 1996 are J ody 
Garbiscb, a junior from Rochelle, 
President; Nancy Clarkson, ajunior 
from Champaign, Treasurer; and Simon 
Zhang, a first-year MBA student from 
Shanghai, China, Secretary. Fall 1995 
Treasurer Alex Zylberglai£ was chosen 
as Spring 1996 Vice President. ORER 
congratulates these fine students and 
commends their leadership. 

Membership 
The University of Illinois LAISA chapter 
remains strong despite a considerable 
drop in memberShip numbers that has 
accompanied the turbulent job market 
in fields relating to real estate. The 13 
returning student members added 22 new 
names to the membership roster, bringing 
the Fall 1995 active total to 35. Along 

with Cannaday, faculty Rho Epsilon 
members are Professors Peter Colwell, 
Ward McDonald, and Philip Rushing. 

Scholarship Awarded 
Another scholarship has been awarded 
since the previous Illinois Real Estate 
Letter issue was published. Incoming 
Rho Epsilon Vice President Alex 
Zylberglait has received a $\,000 CCIM 
Scholarship, presented each year by the 
Commercial Investment Real Estate 
Institute. Alex had earlier received a 
$10,000 graduate fellowship from the 
San Francisco-based RREEF funds. Prior 
to enrolling in the University's MBA 
program, he had amassed considerable 
work experience in the real estate 
industry, serving as a mortgage loan 
officer for two Southern California banks 
and as a commercial property leasing 
agent in Los Angeles. Congratulations 
to Alex for his many achievements. 

A Note of Thanks 
The Office of Real Estate Research is 
aware of the tim~ and resource commit
ment that the outstanding individuals and 
firms whose names are highlighted above 
have made in assisting the students in the 
Rho EpsilonlLAISA organization. We 
thank them, along with their colleagues 
who have spoken or hosted events in the 
past, for the spirit of generosity in which 
this assistance is provided. • 

Reallist,ate,l(e)~eairph, 

staffo/{hi!,'LA..,liYV'.., 

LE1TER.Ev~nwhen "'-O,--,O.',J"" 

directfundi~gforthe_'.'__ r,u'U 

issue, the 'researcher 
findings thiJiconjlict with' 
views. Anyone whose viewsdifJer from 
those expressed in any ORERpUbli: 
cation is encouraged to send comments 
or suggestions to Editor, lUlNOlS REAL 
ESTATE LEITER at the address shown 
with editorial information on page 2. 
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Risk Analysis 


Loan Underwriting Rules of Thumb 
Peter F. Colwell and Joseph W. Trefzger 

Debt instruments, which include corpo
rate bonds, government bonds, and the 
notes accompanying mortgage loans, can 
range in quality from Treasury to trash. 
Quality of a debt instrument is deter
mined by the likelihood that the borrower 
will make promised interest and principal 
payments in full, and in a timely manner. 
An investor who buys a lower-quality 
debt instrument requires a higher return 
on the money lent or, equivalently, pays 
a lower price for the right to collect the 
promised sums frOffi the borrower. Any 
party that puts money at risk in the debt 
marketplace therefore must evaluate the 
quality of any debt instrument purchas~d. 

One such party is an investment 
banking or mortgage banking firm 
serving as the underwriter on a major 
debt issue. An underwriter is a primary 
market buyer; it purchases a large dollar 
volume of newly-issued bonds (perhaps 
from a large corporation) or newly
originated mortgage notes (perhaps from 
a developer), and then resells them (either 
individually or as portions of pooled 
securitizations) to the investing public. 
Because the underwriter earns a profit 
only if investors will pay high enough 
prices, investment banking and mortgage 
banking firms analyze quality before 
agreeing to underwrite. Also concerned 
with debt quality is the investing public, 
members of which bear the risks of 
nonpayment (or, equivalently, of lower 
prices in subsequent secondary market 
resales to fellow investors) after the 
initial distribution is complete. 

It is common for both underwriters 
and investors, or firms advising investors, 
to evaluate debt quality largely on the 
basis of some simple rules oj thumb. 
Such rules place limits on the values that 
specified financial ratios are permitted to 
attain; if one or more of the stated rules 
of thumb is violated, the analyst rejects 
the instrument as too low in quality. 
In the market for mortgage loans on 
income-producing real estate, the two 
most popular rules of thumb are a mini
mum allowable debt (or debt service) 
coverage ratio (OCR) and a maximum 
allowed loan-to-value ratio (LVR). For 

example, the DCR might have to be at 
least 1.4, and the LVR at most .67, before 
a particular firm would agree to under
write or an institutional investor would 
buy the debt instrument for its portfolio. 

Ratios are effective tools to the extent 
that analysts can use them in reliably 
predicting problems in important finan
cial relationships without expending 
valuable resources on more thorough 
studies. However, an alert observer might 
wonder whether analysts can reach the 
wrong conclusions by incorrectly speci
fying the rule-of-thumb values that par
ticular ratios can safely assume. 

But even in the more general case, in 
which no deep-pocketed cosigner exists, 
the fact that the property's own income is 
insufficient to service the debt is not suf
ficient to trigger default; a borrower who 
wants to retain ownership will tap unre
lated capital or cash flows to keep the 
loan intact. Therefore, while a OCR above 
1.0 should indicate that default will not 
occur because of cash flow problems, 
a OCR less than 1.0 cannot be said to 
indicate with certainty that default will 
occur. Nevertheless, for most property 
types, a DCR less than 1.0 triggers an 
investigation of whether keeping the 

Use of the DCR and LVR 
The DCR is the ratio of net operating 
income (NOI) to debt service (DS). Net 
operating income represents cash avail
able to provide returns to the property's 
lenders and owners, while debt service 
consists of payment of interest and prin
cipal under the mortgage loan agreement. 
The justification for a minimum DCR rule 
of thumb is that if income is insufficient 
to cover required loan payments (recall 
that owners receive returns only after 
lender claims are satisfied in full), then 
some part of DS must be provided by a 
source other than the mortgaged property. 
It is not altogether clear why anyone 
should care about the source of debt 
service payments, as long as the borrower 
or a third-party guarantor can demon
strate an ability and willingness to meet 
all stated obligations. Of course, some 
deals are structured with the expectation 
that debt service will exceed net operat
ing income, thus requiring at least a 
portion of at least some of the loan 
payments to come from specified other 
sources. Indeed, this form of credit 
enhancement is viewed favorably both 
by underwriters and by investors. 

property is in the borrower's best interest. 
Indeed, such a study might show that the 
borrower's profit-maximizing behavior 
would be, in fact, to exercise the option 
to default on the loan and abandon the 
property. Thus, the OCR can provide 
useful information regarding default, and 
analysts appear to feel that they exercise 
adequate caution by reacting favorably 
only if a loan's initial DCR is sufficiently 
above 1.0 that value could not reasonably 
be expected ever to fall, due to property 
conditions or the economy, below 1.0. 

The LVR is the dollar amount of the 
loan, divided by the value of the property 
pledged as collateral on the date when the 
ratio is computed. If an owner bought a 
$500,000 property with no debt financ
ing, then the L VR would be 0.0, whereas 
if he borrowed the entire $500,000 the 
LVR would be 1.0. LVR is a meaningful 
measure in both single-family and 
income property lending. The maximum 
LVR that lenders have extended in recent 
years has ranged from .6 to .95, depend
ing on property type, perceived market 
conditions, and the possible existence of 
third-party guarantees. The justification 
for requiring the loan to equal no more 
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than some stated fraction of the collateral 
value is to assure that the borrower 
continues to hold an equity position. 

As long as the L VR is less than 1.0, 
so that equity is even slightly positive, 
a borrower has no financial incentive to 
default. (It is more technically correct to 
state that there is no incentive to default 
if the market value of the property minus 
the book value of the debt is sufficiently 
positive to cover any selling expenses 
or other costs incidental to vacating the 
property.) If cash flow difficulties or 
other factors render it no longer sensible 
to continue owning the mortgaged real 
estate, a rational borrower/owner with 
positive equity will sell the property in an 
orderly process and pay the balance due 
to the lender. However, if the LVR were 
to exceed 1.0, then it might serve the 
borrower's immediate financial interests 
to default, rather than to repay $400,000 
plus interest in order ultimately to gain 
debt-free ownership of a property worth 
$350,000. (Although no rational lender 
would advance a loan greater in amount 
than the value of the collateral, the L VR 
might at some later date become greater 
than 1.0 if the collateral value were to fall 
because of conditions affecting the real 
estate market or the property itself.) 

Thus, when considered in isolation, 
LVR can provide a more direct indicator 
of default likelihood than does OCR. Yet 
while an L VR value above 1.0 might sug
gest a high likelihood of default, it is not 
obvious what L VR other than 0.0 assures 
that default could not occur. Analysts 
seem to feel that they act prudently by 
responding favorably only if a loan's 
initial L VR is sufficiently below 1.0 that 
the measure could not reasonably be 
expected ever to rise, with changing eco
nomic or property conditions, above 1.0. 

Who Detennines DCR & LVR Levels? 
With regard to the role of the OCRs and 
LVRs observed in the lending market
place, there are a few points that we 
should note. First, because a higher L VR 
leads to higher debt service payments, 
and because higher debt service results in 
lower debt coverage, a higher LVR must 
be accompanied by a lower OCR than 
would otherwise be observed. However, 
this correspondence in directional change 
does not mean that a problem with one 

ratio need be accompanied by a problem 
with the other. For example, a troublingly 
low projected future OCR might coexist 
with a comfortingly low projected L VR 
if income were expected to remain level 
while property value could be expected 
to rise, perhaps because of anticipated 
redevelopment opportunities. 

Second, conditions in the real estate 
market drive some borrowers to seek 
high L VRs, and concomitantly to place 
downward pressure on their OCRs, while 
conditions in the lending market can 
drive some aggressive lenders to accom
modate borrowers' wishes. Thus, unless 
the market were somehow impeded, an 
underwriter or investor whose quality 
measures constrained OCRs to levels 
needlessly above 1.0, or constrained 
LVRs to levels well below those suffi
cient to keep equity positive, would 
become irrelevant; other transactors 
would exhibit more flexibility. That is, 
providers of credit should face market 
incentives not to require gratuitous 
margins of safety. We do observe that 
the preferences of lenders affect terms 
available in the market. One bit of 
supporting evidence is the strong degree 
of standardization, in underwriting and 
repayment terms, observed in loans on 
income-producing real estate, despite 
the differing liabilities and regulatory 
climates faced by the different types of 
income property lenders. What is not 
clear is whether conditions might, in fact, 
exist that could prevent the market from 
freely adjusting if underwriters and 
investors incorrectly priced risk. 

Finally, we should identify why it is 
important that debt quality be accurately 
measured. If rules of thumb such as mini
mum OCRs and maximum L VRs assist 

analysts in correctly identifying default 
risk, then financing is efficiently allo
cated to income-producing real estate. 
If default risk is underestimated, then it 
is underpriced, and unsound projects are 
financed. An example involves thrift 
institutions' overly-aggressive 1980s 
lending on unneeded projects ranging 
from office towers to desert resorts (and 
windmill farms on the Western plains), 
for which default risk was not fully 
priced because of federal deposit insur
ance. On the other hand, the overestima
tion and excessive pricing of default risk 
can cause a socially desirable project not 
to be built, because the potential devel
oper fears that the undertaking would 
be unprofitable in light of high costs of 
obtaining financing (just as any competi
tive enterprise is in peril if its costs rise). 

An Example 
Consider a case in which an underwriter, 
or a subsequent investor, will not buy a 
loan if the initial OCR is less than 1.3 or 
the initial L VR exceeds.7. These rules of 
thumb reflect credit providers' views of 
the marketplace; they are established at 
levels such that default could not reason
ably be expected ever to occur. Figure 1 
illustrates a loan with an initial OCR of 
1.3; this loan is seen by the analyst as 
acceptable in debt coverage terms since 
projections show no strong possibility 
that the OCR could ever be less than 1.0 
(so default, while theoretically possible, 
is extremely unlikely). The representation 
incorporates reasonable assumptions 
regarding payment mechanics and the 
uncertainty of the future. Unchanging OS 
as time passes reflects a fully-amortizing 
fixed-rate loan, while Nor is assumed in 
this example to be always in excess of 

Figure 1 

------------------------------------... ~--
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to service the debt, but with positive 
equity, could sell the property, payoff the 
loan, and pocket the difference. Alterna
tively, would default be expected if value 
were to dip below the balance due on the 
note (LVR > 1.0) while the property car
ried itself (DCR remained> I.O)? Again, 
the answer is that it would not. While this 
result may not be as intuitively obvious, 
note that an owner who abandons prop
erty receives no cash, but merely gains 
the advantage of not making further loan 
payments that (in this case) are projected 
to be less than the income the owner 
retains by keeping the property. 

Therefore, a rule of thumb established 
to prevent both situations would cause 
the analyst to reject some loans showing 
no reasonable probability of default. For 

debt service because of the environment almost certainly never rise above 1.0 example, consider a loan having an initial 
that generates rents and operating expen suggests that the .7 rule of thumb is OCR of only 1.2 (with the accompanying 
ses (for example, some long-term'leases sufficiently low, while the chance that the chance that OCR could at some point fall 
with reliable tenants, coupled with long ratio could approach 1.0 midway through below 1.0, as shown in Figure 3) but an 
term, fixed-cost maintenance contracts the loan's life might suggest that the .7 initial LVR of .7; or one having a.8 initial 
so that only some expenses are variable). standard is not restrictively low. LVR (with the accompanying chance that 
The range of NO! possibilities widens for LVR could exceed 1.0 at some time in the 
more distant periods, because specific Are the Standards Too Strict? loan's life, as shown in Figure 4) but an 
revenue and expense amounts become On closer inspection, however, we find initial OCR of 1.3. Someone following 
less certain as we look farther into the evidence that rules of thumb requiring the specified 1.3 and .7 rules of thumb 
future. Because initial projections show the projected DCR always to exceed 1.0 would reject the loan, even though there 
a OCR that is not expected to fall below and the projected L VR always to be less would be no reason to assume that default 
1.0 at any time, there should be almost no than .1.0 can reflect overestimation of could occur if DCR were expected to re
chance that default could occur. At the default risk. In the above example, since main above 1.0 or LVR were expected to 
same time, because projections show that both standards are projected to be met stay below 1.0 throughout the loan's life. 
the DCR could conceivably fall almost over the entire loan term, there clearly If, however, neither of these ratios 
to 1.0 late in the loan's life, the 1.3 rule is no reasonable expectation that default could be expected to remain outside its 
might appear not to be unduly restrictive. could occur. But what if projections "danger zone" throughout the term of the 

Figure 2 shows the projected value of showed a future violation of one of the mortgage loan, then would the analyst be 
the collateral property and the expected two thresholds; for example, would correct in viewing the loan unfavorably 
remaining balance due, as time passes, default ensue if DCR fell below the in light of violations of the 1.3 OCR and 
for the income property mortgage loan dreaded 1.0 mark during a period when .7 L VR rules of thumb? The answer 
whose OCR is represented in Figure I. LVR stayed below I.O? As shown earlier, relates to the timing of the problems. For 
The rule of thumb requiring an initial it would not, because a borrower unable example, consider a case in which both 
LVR of at least .7 has been selected to 

Figure 3 
prevent the L VR from ever rising above 
1.0, thereby providing an equity-based 
incentive for the borrower not to default. 
The remaining principal balance on a 
fully amortizing loan, such as the one 
illustrated, drops rapidly as the tenn (date 
of final scheduled payment) of the loan is 
approached; thus, while uncertainty about 
the distant future allows for the chance 
that the property value could fall consid
erably, value is expected in this example 
always to exceed the remaining principal 
balance. The projection that L VR could 
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Figure 4 property's nominal value can be expected 

$ 
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the situation illustrated in Figure 3 and 
that shown in Figure 4 prevail. Projec
tions show that the OCR could fall below 
1.0 in the distant future, while the LVR's 
value might exceed 1.0 in the near future. 
OCR might fall below 1.0 late in the life 
of the loan if rents fell as the improve
ments aged, while L VR' s danger of rising 
above 1.0 at an earlier time might relate 
to slow internal equity buildup early in 
the payment schedule. The typical analyst 
clearly would reject this loan because it 
violates both important rule of thumb 
measures. Yet because projections show 
a lack of simultaneous DCR and L VR dif
ficulties, there is no reason to assume that 
the borrower, if rational, should ever feel 
that it would make sense to default. Any 
debt coverage incentive to do so would 
be offset by an equity disincentive, while 
any equity-based incentive would be 
offset by cash flows exceeding loan pay
ment obligations. In other words, there is 
no reasonable default danger even though 
the loan violates rules of thumb allegedly 
selected because they would be just 
sufficient, and not at all excessive, in 
eliminating potential default. 

Of course, if our representations of 
possible future income and value ranges 
were less optimistic, then we might find 
a serious likelihood of future default. 
As the underwriter or investor allows 
its minimum acceptable initial DCR to 
become incrementally smaller while 
letting its maximum acceptable initial 
LVR become incrementally larger, a pro
jected period of overlapping L VR and 

OCR problems becomes more likely to 
appear. That is, there can arise some 
probability that a default ultimately will 
occur. Does such a result suggest that, at 
that point, the underwriter has relaxed its 
standards too much? The answer is that 
it depends. Default risk certainly must be 
recognized at this point; of course, such 
risk is always present to some extent, 
however small. (The graphical illustra
tions in Figures I and 2 suggest imper
fectly that it can be totally avoided.) We 
should expect that a substantial rise in 
default risk would be priced (accompa
nied by a higher contract interest rate) 
to the extent that it cannot be diversified 
away. Nevertheless, some market partici
pants might wish to eliminate almost all 
of this risk by making rules of thumb so 
restrictive that overlap would not occur. 

Ifbenchmarks relating to the initial 
DCR and L VR levels are set such that 
default risk is correctly identified and 
priced, then can these rules of thumb 
remain unchanged when the economic 
environment changes? The answer is not 
comforting to those who cling too readily 
to rules that they have come to accept. 
Appropriate DCR and L VR levels change 
with changes in the environment. Econo
mic factors that determine the appropriate 
DCR relate to the rate of drift and volatil
ity in the expected NOI, while factors that 
determine the appropriate L VR relate to 
expectations regarding drift and volatility 
in the collateral property's value. Sup
pose that the economy becomes more 
inflationary, so that nominal NOI and the 

to drift upward more rapidly, while 
periodic debt service under a fixed-rate 
loan will not change. Holding volatility 
in future income and value constant, we 
can continue to feel protected against 
default even if the initial L VR is higher, 
and the initial DCR is lower, than might 
otherwise seem prudent. Of course, the 
reverse is true if inflation declines. 

Conclusions 
The purpose of the preceding discussion 
is not to criticize analysts' use of the DCR 
and L VR as rules of thumb in evaluating 
debt quality. Indeed, the widespread use 
of these ratios can be defended both 
because of their underlying logic (a 
theoretical argument) and because, in 
a competitive market for information, 
useless analytical techniques are soon 
abandoned (an imprecise empirical 
argument). We should be concerned, 
however, both that the typically enforced 
OCR and L VR standards may at times be 
unduly restrictive, and that, if viewed in 
isolation from each other, specified DCR 
or LVR levels can be more restrictive 
than they seem. In our illustrations, we 
show that imposing a standard such that 
the projected OCR always exceeds 1.0 
and the projected L VR always is less than 
1.0 can result in the overestimation, and 
overpricing, of default risk. 

It is reasonable to ask why the market 
would not adjust quickly to correct any 
mispricing of risk. Answers might relate 
to agency problems and to the difficulty 
in measuring opportunity losses. Note 
that an underwriting firm that underesti
mates default risk must sell the securities 
at a measurable loss in the resale market 
if investors have not also underestimated 
the risk. If the underwriter overestimates 
the risk, however, then it is the originator 
of the debt instrument that suffers, and 
the loss is a less obvious opportunity loss. 
By the same token, investors who 
underestimate default risk suffer unex
pected but measurable losses when a 
better picture of the true risk ultimately 
emerges, and they must recognize default 
losses or resell the debt instruments at 
lower prices. Overestimation, however, 
imposes more elusive opportunity losses 
on investors through the rejection of 
favorable investment opportunities. • 
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(continuedfrom page 16) 
deferred property maintenance. We might 
also question whether maintenance and 
improvement of the income-producing 
real estate that supports production would 
be adversely affected by localities' 
greater reliance on income-based taxes. 

Are We Burying Enough Acorns? 
Our inattention to important capital 
supply questions does not end with tax 
matters. We openly worry about whether 
our private and government retirement 
plans are adequately "funded" without 
considering the fundamental nature of 
the savings process. First, each individual 
can (on average) consume, over his or her 
lifetime, only the value of what he or she 
produces during the working years, or in 
a home workshop and backyard garden 
after retiring. As we live longer, the level 
of savings sufficient to fund a privately 
or institutionally administered retirement 
plan ratchets upward. Each of us must 
either keep producing for a longer time 
(by retiring later or engaging in more 
self-help activity) or else consume less, 
and save more, during the working years. 

But second, and more importantly, 
dollars channeled into such savings vehi
cles as securities and real estate must 
build a proper foundation for future pro
ductivity; otherwise, how will we be fed 
and clothed as retirees? While past tech
nological success allows a small number 
of workers to produce today's necessities 
of life even as we devote increasing 
resources to leisure and entertainment, 
at some future point we could find 
ourselves approaching George Bush's 
troubling caricature of an economy based 
on delivering pizzas to each other. If we 
do not foster a legal and political climate 
(including protections for property rights 
and against frivolous lawsuits, in addition 
to supportive tax and regulatory policies) 
that encourages long-term investment 
in technology, and in the real estate and 
other infrastructure components to 
support technological gains, then the 
remaining producers will not be able to 
provide for consumers' growing needs. 

People save by willingly consuming 
less than they produce currently, handing 
to others money that represents claims 
on value produced but not immediately 
consumed. If those dollars, and the pro

ductivity that they represent, are frittered 
away because productive acts are insuf
ficiently rewarded, then we may all be 
drawing our belts much tighter in the not
so-distant future. In other words, as we 
hold back on consuming in order to save, 
someone had better use our savings in a 
way that promotes future production. 

Raking It In 
Tax issues also have been raised in dis
cussions of the returns to human labor. It 
has been noted, for example, that people 
with low-paying jobs in Postwar days 
could buy homes and support families 
because low taxes left most earnings in 
household hands. We are told, accord
ingly, that marginal income tax (and 
other tax) rates must be lowered so that 

Seeking Greener Pastures? 
At the same time, we dare not lose sight 
of the importance of marginal income 
tax rates that are sufficiently low to keep 
producers producing. If more of the reve
nues for various levels of government 
were to be derived from income-based 
taxes, then those willing and able to 
produce would see increasing amounts 
of their output taken for reassignment 
to others. If productivity is too heavily 
taxed, then we can expect to suffer a 
"brain drain," in which productive 
individuals remove as much of their 
activity as possible from the tax rolls. 

One means of such removal is the 
underground economy, with its activities 
running the gamut from squeaky-clean 
to clearly illegal. For example, a skilled 

families can afford to provide for them
selves. While that reasoning is sound as 
far as it goes, no concern seems to have 
been raised regarding the pain that 
working families feel through the rising 
prices of unskilled services. 

For example, one Illinois couple was 
recently quoted a price of $30 for raking 
their leaves, a two-hour job. The enter
prising groundsman was charging what 
the market would bear in light of the low 
supply of people willing to perform such 
manual tasks. One concern of these 
workers may be their own tax situations, 
although few among us would believe 
that all informal, cash-only enterprises 
fully comply with the income tax laws. 
The more pressing question for some 
unskilled workers boils down not to what 
could be earned after taxes in the next 
best job, but rather to what lifestyles 
could be sustained if they did not work at 
alL The typical American worker is said 
to be toiling longer hours and to be facing 
increasing job-related stress. It is unfor
tunate that this beleaguered individual, 
at the end of a long and stressful day of 
producing, can not afford to pay someone 
to rake the leaves or mow the lawn. 

worker who grosses $23 per hour but 
clears only $14 after all income-based 
taxes, and who must pay $15 per hour to 
have leaves raked, is better off by simply 
working fewer hours and doing her own 
yard chores. While such do-it-yourself 
activities are entirely legitimate under our 
current tax law, they divert workers from 
applying their special skills, and thereby 
reduce the total of goods and services 
available in the marketplace. Perhaps 
a reason why unskilled workers face 
difficulty in securing jobs is that many 
heavily-taxed individuals find it cheaper 
to work fewer taxable hours, and simply 
to do unskilled tasks for themselves. 

Other forms of underground activity, 
such as unreported bartering or outright 
criminal acts, clearly are illegitimate, but 
can prove attractive to those who view 
the taxed economy as unfair. Of course, 
an extreme alternative is for the best 
producers simply to leave the system. If 
the most productive Americans can not 
keep a sufficient portion of the fruits of 
their labor, then perhaps the next genera
tion of phYSicians and engineers in 
and the Far East will be individuals 
were born in the United States. 
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What's Missing from the National Debate? 

Joseph w. Tre/zger 


As our political leaders undertake the 
challenge of restructuring federal tax 
policy and spending activities, they 
should bear in mind some points that 
seem to have remained unaddressed from 
both sides of the aisle. Specifically, as 
policy makers and opinion shapers have 
begun to debate changing the way we 
direct resources from individual pockets 
to the common pot, and thereby from 
some citizens to others, they have paid 
little attention to the supply side of the 
analysis. These errors of omission should 
be corrected, because suppliers of capital 
and labor for the productive process will 
react rationally to any tax or transfer 
payment changes that come about. 

Taxing Questions 
For example, we, as a society, can 
consume no more than the fruits of our 
collecti ve production. Yet each of us, 
on aver~ge, is consuming more than did 
our counterparts in the past (because of 
longer life spans, among other reasons), 
while relatively fewer people are produc
ing (because of earlier retirement, dis
ability, or the receipt of public assis
tance). The daunting task of providing 
the consumption goods, along with med
ical and other services, needed by the 
populace therefore falls to the relatively 
small group that continues to produce. 
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These producers will have to be aided in 
their efforts by increasingly productive 
capital equipment (which might properly 
be owned, at least in part, by retirees who 
no longer directly produce). An important 
question becomes whether the tax envi
ronment will promote, through appropri
ate credits and favorable capital gains 
treatment, the savings to fund the needed 
investment in labor-enhancing assets. 

Of course, tax implications have 
not been ignored in the debate; indeed, 
lower capital gains taxes are often dis
cussed. Federal income tax, however, is 
not the only type of taxation that affects 
capital items. Local property taxation 
may become an increasingly important 
policy issue if Washington passes 
entitlement burdens to the states. How 
do opinion shapers view local taxes? 
In a recent editorial that pointed out 
flaws in ad valorem property taxation, 
a downstate newspaper correctly noted 
that value-based taxes can discourage 
property owners from maintaining or 
improving their holdings. Then, without 
any hint of irony, the writer declared that 
the answer to the dilemma is a heavier 
reliance on income taxes. We should 
wonder why the writer feels that disin
centives for human productivity are less 
burdensome on a community than is 

(continued on page 15) 

''Problems with Section 8 Rental 
Assistance" (page 1) offers a discus
sion of our nation's huge subsidized 
rental housing program, with its eligi
bility criteria that can provideincen
tives for cheating and corruption, and 
its implementation procedures that 
provide disincentives for efficient 
resourc~ use. The article is followed 
byadet8.iled graphicru ' 
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