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Fixing the REIT Problem
Peter F. Colwell
Like any innovation in the financial
marketplace or any other. arena, the Real
Estate Investment Trust (REIT) has been
characterized by some problems. For
example, the widely reported plummeting
in the values of REIT shares after the
economic downturn of 1974 led investors
to eschew the REIT market for more than
a decade. But there is another problem
that REIT investors face, one that relates
to the structure of the REIT organization
rather than to market fluctuations.
The Real Estate Investment Trust is a
legal and administrative framework that
promotes real estate investment among
people and entities that otherwise would
find it impractical to invest in large-scale
real estate projects. REITs are similar to
mutual funds, in that their combining of
money from diverse sources allows for
diversification and specialized manage
ment. This arrangement opens real estate
investing's door to individual and insti
tutional investors that otherwise would
lack the capital or expertise to commit
funds to complex lending arrangements
or real estate equities. Perhaps REITs are
best compared to closed-end investment
funds, in that their shares are fixed in
number and are sold on stock exchanges.
(Because open-end mutual funds cannot
directly invest in real estate equity, the
market for pooled real estate investments
has been dominated by REITs.)

Roots of the Problem
Because of the benefits and the flexibility
that REITs provide, it seems surprising
that REIT holdings have not become as
prevalent in Americans' investment
portfolios as have mutual funds. The
problem could well be the management
structure that characterizes most REITs.
Specifically, the entrenchment of REIT
managers leaves little incentive for
responsiveness to shareholder interests.
This problem is familiar to active
participants in the financial markets.
Consider a viewpoint expressed
by junk: bond king" Michael Milken,
lionized in some comers and vilified
in others, but whose knowledge of the
markets has never been questioned. In
a recent Fortune interview, Milken cites
the securitization of real estate equity as
an activity with mutual fund-like growth
potential, but cautions that complex
structures can result in security prices
that do not reflect the values of the
underlying properties.
In general, the market for REIT
control is constrained by laws that, if
violated, cause the REIT to face double
taxation as a corporation. For example,
to qualify as an entity taxed only at the
investor level, a REIT must meet the "five
and fewer" rule: there must be at least
100 shareholders, and the five largest can
control no more than 50% of the shares.
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Thus, it is difficult for any shareholder to
gain the power to oppose management.
REITs (and other closed-end funds)
often sell at discounts from the net values
of their assets. We might expect a new
REIT to sell at a premium price to cover
the organizing costs, yet experience tells
us that shares of both new and established
REITs sometimes are sold at discounts.
Perhaps the initial discounts reflect subsi
dies the managers provide in order to lure
investors, while later discounts reflect the
high pay and perquisites that investors
must give to entrenched managers as a
condition of owning the trust's assets.

AddreSs coiresPi~il(kill~

How To Solve the Problem
REIT investors face an agency problem
if excessive rewards to managers prevent
shares from reflecting the underlying real
estate values. A solution would be for
managers to face a takeover threat when

their actions drive the combined value of
a REIT's shares far below the net value
of the real estate owned. REIT investors
could insist that the trust agreement
require all owners to tender their shares if
a potential buyer bids, in the form of cash
or a bond, some stated percentage above
the total market value of all shares (plus
debt balances if the assets would not
be sold subject to existing loans). This
bid would trigger an auction, a device
necessary to prevent management from
"rigging" the process. The triggering bid
would win unless a subsequent bidder
offered a price that was higher by a speci
fied magnitude. The REIT's assets would
be conveyed to the winning bidder, and
the trust would cease to exist. Since the
market surely would prefer potential pro
fitable buyouts to chronically discounted
resale prices, this policy should actually
cause REIT share values to rise.
•
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Two offerings in the SummerlFall 1996
issue provide a useful framework for
understanding impact fees, but they do
not tell the full story. A question asked in
"Compensation for Past Land Use Dedi
cation" is why developers hesitate to sue
for compensation when land taken from
them is not put to a legally justified use.
A possible answer mentioned is "that any
compensation received would accrue to
the buyers of the developed property."
While this result is certainly true in at
least one case known to the article's
author, I suspect that a more common
answer would be developers' reluctance
to undertake the cost and frustration of a
lawsuit, and the fear that the municipality
could find some other means to retaliate.
A more interesting theoretical issue
relates to who pays the cost. In a micro
economic context I agree with the con
clusion that the developer and lot buyers
share the cost. However, is this conclu
sion correct in a broader context? If a
metropolitan area is large enough that at
least several developers are active, and if
there is more land available for develop
ment than there are buyers for the lots,
then we should expect the market to
adjust the amount of land developed to
an equilibrium point where there is just
Illinois Real Estate Letter

enough profit to motivate the developer
to undertake the next development. The
result of forced dedications would be
fewer developments, rather than less
profit per development. Lot buyers would
bear the cost in the form of higher lot
prices. Lot prices would be enough
higher to maintain the developer's profit
per development. The cost to developers
would be an opportunity cost: the profit
lost from projects not developed.
I agree with much of "Impact Fees: A
Developer Speaks Out," but the analysis
is incomplete. As a developer, I am well
aware of the benefits for new users of
developed land, and 1 concur that one
effect of impact fees is to deny marginal
buyers the benefits of enhanced housing.
But there are also negatives associated
with losing land from other uses, and
from increased transportation costs; there
is social benefit from minimizing urban
sprawl. Because impact fees serve such
useful purposes, our concern should be
not with eliminating them, but rather with
assuring that governing bodies administer
them in a fair and appropriate manner. •
Dr. Eades, a former professor of zoology,
is a Champaign area developer who
serves on ORER 's Advisory Committee.
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Does Subsidized Beach Protection Change Land Use?
Joseph J. Cordes and Anthony M. Yezer
Summer storms with names like Bertha
and Fran have, once again, drawn atten
tion to the problem of storm damage in
beach front areas. The US Army Corps
of Engineers ("Corps") shore protection
program provides subsidized erosion
and storm damage control projects to
communities that meet Corps program
criteria. Because the federal government
generally pays 50% to 65% of the cost
of such projects, beach enhancement is
much less expensive for land owners in
communities that participate in the Corps
program than it would otherwise be. As a
result, the program has been criticized for
subsidizing development in beachfront
areas with high risks of storm damage.
Two issues have been at the heart of
the debate over the federal role in atten
uating storm exposure risks for private
land owners. One is disagreement about
how much private development is
actually induced by government pro
grams. A seemingly sound argument
offered by critics is that public funding
significantly increases the amount of
improved property located in harm's
way along coastal shorelines, and that the
counterproductive effect is to raise, rather
than to lower, storm damage costs. An
opposing view is that most shoreline
development is driven by factors other
than federal spending on beach enhance
ment, and that when such outlays do play
a role, they provide benefits by shifting
activity from unprotected to protected
beaches, thereby decreasing the average
risk of development. Actually, federal
protection projects' effects on shoreline
development can be quite complicated.
The subsidy has numerous strings
attached, and the projects are likely to
have more complex locational effects
than simply moving development from
inland areas to Corps-protected beaches.
A second issue involves evaluating
the benefits ultimately generated by var
ious programs designed to reduce econ
omic losses from storm damage. Critics
argue, as explained below, that any type
of government-induced development
could theoretically increase expected
storm damage losses in protected shore

areas. The actual effect of moving beach
development to protected areas, however,
depends on whether the induced develop
ment is prompted by programs (such as
the Corps program) that reduce risk from·
storm damage, or by programs (such as
flood insurance) that spread risk without
actually reducing it.
Two questions therefore have to be
considered. One is empirical: what is the
ultimate effect of Corps beach enhance
ment projects on patterns of beachfront
development? The other is conceptual:
how should induced development be
evaluated for policy purposes?l

shoreline development. Critics of Corps
programs argue that protected beaches
attract additional development to areas
highly susceptible to storm damage.
But this criticism is based on an implicit
assumption that any new development
occurring in areas protected by Corps
projects comes from areas with less
exposure to storms. It is, of course, quite
possible that protecting part of the shore
line shifts development to the protected
sector from unprotected beaches that
remain very susceptible to storm damage.
Relocation of development from high risk
beaches to Corps-protected areas could

The Complexity of Net Effects
Despite the generous federal subsidy, a
Corps beach enhancement project is not
without cost to the affected land owners.
Communities that participate in federal
shore protection projects must agree
to provide substantial public access to
protected beaches, and Corps planning
often requires construction of rather high
dunes that may block views of a beach.
A locality must therefore weigh the
benefits of the federal subsidy against the
accompanying land use restrictions. The
fact that many shoreline communities
have chosen not to participate in subsi
dized Corps projects suggests that the
costs of these restrictions are potentially
significant; the "net subsidy" enjoyed
by private land owners is probably less
than meets the eye. In effect, the land use
restrictions that accompany federal beach
protection activities may make properties
at protected beaches safer, but also less
attractive in some important dimensions.
This dichotomy can have offsetting
effects on beachfront development.
Another complication is that shore
protection projects can have several
different effects on the location of

well reduce the average risk of storm
damage. Thus, shore protection is capable
of generating as complex a pattern of
locational effects as are other public
policy initiatives, including zoning,
housing and building codes, or spatially
defined public expenditure programs.
Finally, Corps beachfront protection
plans are not the only federal programs
that affect shoreline development. Most
notable among other programs is flood
insurance, through which land owners
have benefited from premium rates that
were, until recently, federally subsidized.

- - - - - - - - - - - - - - - - - - - - - - - - - - ...
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Putting the Effects in Perspective
The analyst's task is to assess the effect
of Corps shore protection activities,
while taking into account the wide range
of factors that might affect beachfront
development. These factors include broad
economic variables (which affect the
demand for recreation services and the
risk of storm damage) and the presence
of government programs, including flood
insurance (which spread economic losses
caused by storms), The crucial question
is how much shoreline development we
can attribute to Corps programs, after

--------------
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considering the effects of other factors
that affect development in beach areas.
To address this question. we have
assembled panel data from forty-two
beach communities selected to provide
variation, both over time and among
localities, in: beachfront economic
development, demand for beach front
services. exposure to storm damage,
and the scope of federal involvement in
attenuating the economic losses, either
through federal flood insurance or
through Corps projects. The time period
covered, from 1960 to 1992, yields thirty
three observations for each community.
The data allow for the observation
of economic development within a given
community, and among different commu
nities, before and after the provision of

flood insurance and/or shore protection
projects. Our sample includes localities
where the Corps was active for the entire
period, others where the Corps had no
authorization to act, and others where
the Corps gained authorization at various
points between 1960 and 1992.

Some Simple Comparisons
There is clear evidence that beachfront
communities, from Maine to Texas, have
experienced considerably higher rates of
residential development than have inland
locations. In the forty-two beachfront
communities that constitute our sample,
the average annual rate of growth in
housing units over the 1960 - 1992
period was 3.9%, a figure more than 50%
above the 2.4% figure that represents the
approximate nationwide average. Such a
comparison, however, reveals little about
the effects of shore protection activity.
Development in all beach areas, not just
those protected by Corps projects, may
have been more rapid than development
in inland areas for a variety of reasons.
A different picture emerges if we
compare growth rates among different
beachfront communities within our
page 4

sample. The average annual rate of
growth in housing units in the thirty
communities that had Corps activity at
some time during the 1960 1992 period
was 4.1 %, while the growth rate in the
twelve communities where the Corps was
not active was 3.8%.
The somewhat more rapid rate of
development at beaches with Corps pro
grams could be a sign of induced devel
opment, but it could also reflect the cri
teria used in selecting projects. Approval
for Corps projects depends, in part, on
potential damage avoided. a condition
that depends on improvements already in
place. Shore protection projects are thus
likely to be found in areas with consider
able past development, such as areas that
have experienced rapid growth.

We also calculated rates of growth
in particular communities before and
after Corps projects. The comparisons
indicate that the average rate of growth in
housing units during periods when there
were Corps-approved projects was only
3.7%, compared to 4.9% for years when
there were no Corps activities. This result
appears to run counter to the hypothesis
that Corps projects cause rapid economic
growth, although it could also reflect the
possibility that these projects were under
taken/ollowing periods of rapid growth.
The problem with these simple com
parisons is that they are hard to interpret.
Clearly, we need more careful empirical
analysis to determine what causal effect,
if any, federal shore protection activities
have on induced economic development.

face depends both on the actual risk of
property damage and on the out-of-pocket
costs that those who own storm-damaged
property ultimately pay. The model
shows shoreline development to be
affected by broad economic factors that
affect the demand for recreation services,
by the risk of storm damage, by govern
ment programs (such as shore protection
projects) that reduce the risks of storm
damage, and by programs (such as flood
insurance and disaster relief) that reduce
the out-of-pocket cost that these risks
impose on property owners.
Our analysis shows that government
programs that lower the economic losses
from storms can induce development
in beachfront areas. We also find that
reducing losses for individual property
owners can have the result of increasing
aggregate losses. This seemingly para
doxical result is not surprising; lowering
economic losses from storms lowers the
cost of potentially risky investments in
beachfront areas, thereby increasing the
volume of such financial commitments.
But the model shows that it matters
a great deal how the government lowers
these risks. Such programs as shore pro
tection projects provide real reductions in
the cost of making investments in beach
front areas by lowering the "physical
risks" of property damage. In contrast,
such programs as subsidized flood insur
ance lower the costs to individuals of
making risky shoreline investments, but
do not lower the risks themselves.
The distinction is important. When
government programs reduce risk, greater
investment in beach front areas occurs
because the social costs of risk are
actually lower, so economic well-being
is enhanced. But when government pro
grams shift risk without reducing it, the
social costs of risk are not reduced; the
effect is to encourage more investment
in risky areas than would normally be
supported by the competitive market.

A Theoretical Model
The starting point for such analysis is a
theoretical model, in which development
of beachfront areas is determined by the
demand for beach services and the costs
of providing those services; the latter
depend, in part, on expected damages.
The economic cost of expected storm
damage that individual property owners
Illinois Real Estate Letter

Measuring the Economic Effects
Based on this theoretical framework, we
can formulate and estimate a statistical
model that explains variations in eco
nomic development among different
communities, both in a given year and
over time. In estimating this modeJ, we
draw on several sources of published and
Winter 1997
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unpublished data that help us to measure
economic development. and to measure
the factors that influence development.
Several issues arise in measuring
economic activity in a beach front com
munity. One is defining the geographic
unit of analysis. For example, analyzing
the economic effects of government
storm risk management programs at the
level of a county that happens to have
one shoreline border could easily cause
us to miss the beachfront effects. To
minimize this problem, we have defined
communities in our sample at the sub
county level, specifically at the level
of urban places. Thus, each beachfront
community in the sample consists of an
urban place where economic activity is
concentrated near to, and/or is dependent
upon, a local beach area.
Other issues arise because of the
highly seasonal character of the demand
for beach services. In principle, economic
activity in shoreline areas should be
measured during the summer peak,
but the data for urban places, including
beachfront communities, are in many
cases collected in the winter or spring.
There are, however, some measures of
community economic development that
are less affected by seasonal peaks. One
is the annual measure of building permits
issued during the previous year. Another
involves housing stock data which, albeit
collected in the spring, are also less
affected by the summer peak problem
than are other data series. Our selected
measure of new beachfront development
is the number of new housing units auth
orized, as indicated by building permits
issued during a given year. The building
permit data include units in both single
family and multi-family structures.

Demand for Recreation Services
If patterns of beachfront development are
similar to those analyzed in the general
literature on small area economic growth
models, the primary determinants of local
development will be total income and
employment in the economy. In terms of
our coastal development model, changes
in regional income and employment are
predicted to shift the demand for beach
services, raising their price and stimulat
ing development at all beach locations, if
the likelihood of storm damage exposure,
Winter 1997

and the presence/absence of federal flood
insurance and shore protection projects,
are held constant. Consistent with this
literature, it is plausible to assume that
the demand for beachfront recreation
depends on aggregate income growth
in areas closer to a particular beach area.
Put another way, we assume that high
growth in Atlanta, or even Albany, has
a more substantial effect on demand for
Florida beach services than does growth
in San Francisco or Portland.
Thus, we assume that demand for
recreation services in the beachfront areas
from our sample depends on overall
income and employment in metropolitan
areas east of the Mississippi River. The
proximity weights are estimated based
on travel cost, and on the availability of
recreation opportunities at other beach
areas. Changes in income and employ
ment in large cities near a particular
beach shift the demand for recreational
services at that beach.

Exposure to Storm Damage
Another implication of our model is that
exposure to storm damage should affect
development in beachfront areas. Though
it is difficult to measure such exposure
precisely, we were able to construct two
crude measures of storm intensity for
use with our sample. The first is an index
of the strength of any hurricane-force
tropical storm that reached a landfall, in
a particular year, in the county where the
studied beachfront community is located.
The other is an index of storm damage to
the beachfront area (available for speci
fied areas during periods when they had
authorized Corps projects). Each storm
damage index is subject to measurement
error. The first index ignores potential
damage from storms that are not hurri
canes, and it implicitly equates wind
speed of the storm to damage inflicted;
the second does not measure damage in
areas lacking Corps activity.

Federal Flood Insurance
Although we have no direct measure
of the subsidy value of disaster relief,
the effects of federal flood insurance on
beachfront development are captured by
the inclusion of two measures of flood
insurance. First, we can identify years
when the community participated in
Illinois Real Estate Letter

the National Flood Insurance program.
Second, we can observe whether and
when a completed flood insurance map
became available in a given community.
The data for coding these variables were
compiled by the Federal Emergency
Management Agency (FEMA).
The two flood insurance variables
correspond to different regimes of federal
flood insurance. When it was first estab
lished in 1968, the federal insurance was
made available at subsidized rates. Sub
sequent changes in the program were
intended to remove (or, at least, reduce)
this subsidy. Program officials achieved
this end administratively by requiring
communities to participate in federal
flood insurance in two phases. In the
initial, or emergency, phase, a limited
amount of flood insurance was provided
on a subsidized basis, pending the area's
submission of a flood plain management
plan and its completion of a FEMA map.
Upon completing the map, a community
was required to enter the regular phase
of the flood insurance program, which
provided broader coverage than the
emergency program, but at premiums
designed to correspond more closely to
actuarially-based cost~. Hence, observa
tions with flood insurance but no FEMA
map represent situations in which com
munities benefited from subsidized flood
insurance, while observations with both
flood insurance and the map represent
situations in which flood insurance was
available under less favorable terms.

Shore Protection Projects
Finally, we have included variables that
measure both the presence and the scope
of federal shore protection activities.
These variables include the following
measures: tons of sand used in beach
nourishment each year, total cost of
nourishment in 1994 dollars each year,
the year when the project was initially
authorized, years in which the project
authorization was modified, and years in
which a Corps project was active in the
community. We use several alternative
measures of Corps activity because our
intent is to discover if anyone, or a
combination. of these variables has a
positive effect on our measure of eco
nomic activity that would reflect devel
opment induced by the Corps project.
page 5
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Elasticity Effects
Our analysis of the relationship between
factors that influence economic develop
ment along coastal shorelines, and our
measure of beachfront development,
produced several interesting findings.
First, there is strong evidence that higher
demand for recreation services has been
an important force in stimulating devel
opment in beachfront communities. We
have found the estimated elasticity of
new housing starts, with respect to
employment. to be on the order of 0.20
in both versions (linear and logarithmic)
of the model. This estimate implies that
a 10% rise in weighted employment in
eastern US metropolitan areas generates
a 2% rise in new residential construction
in Florida beach front communities.

Effects of Shore Protection Projects
The estimated effects of beach protection
projects are mixed, but overall we find
that the variables that measure the level
of Corps beach protection activity in a
community are neither statistically signif
icant nor economically important. We
tested several alternative variables that
could reflect the intensity of Corps acti
vity in a beach area. For example, adding
variables that measure the presence and
scope of Corps programs in a community
does not improve our ability, in one
version of the model, to explain varia
tions in economic development. In the
other version, we find that these variables
are statistically significant, but their
measured effects are so small that they
are not economically important. Because

Storm Damage, Insurance Effects
We find that the damage index, which
measures actual storm damage in Corps
protected areas, has a negative and
generally significant (not created by ran
dom events) effect on building permits.
This result does not hold, however, for
the index that measures only the physical
intensity of storms that reach landfall
(which ignores the dollar amount of
damages, as well as the effects of smaller
but nonetheless costly storms).
Our results also indicate that flood
insurance has stimulated beachfront dev
elopment. The estimated effect of initial
participation in the federal program is
substantial and statistically significant,
indicating that a community's approval
for National Flood Insurance creates a
strong positive effect on residential dev
elopment. The results contrast with those
reported in a 1982 General Accounting
Office study, whose authors found flood
insurance to have only a small effect on
development. In some versions of our
model, we find that building permits were
roughly 50% higher in communities par
ticipating in the flood insurance program
than they would otherwise have been.

such factors as storm damage, flood
insurance availability, and the demand
for beach services are found to be both
significant and of economic interest,
the failure of Corps activity variables to
significantly affect measured outcomes
leads us to conclude that federal action
has done little or nothing to stimulate
added development in the protected
beach communities within our sample.
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Summary and Conclusions
Damage caused by coastal storms has
prompted debate about the federal gov
ernment's role in managing the economic
risks associated with natural hazards.
There has been disagreement on whether
federal risk management programs
induce development in areas that are
prone to damage from coastal storms, as
well as on the economic effects of such
induced development. The results based
on an analysis of our data point to several
conclusions regarding the causes of
economic development in coastal areas.
First, economic growth inland has shifted
demand for beach recreation, and thus
has been a significant stimulus to devel
opment in beach areas, apart from any
Illinois Real Estate Letter

federal program. Second, providing sub
sidized flood insurance has encouraged
development in these areas. Shore pro
tection projects, however, are found to
have little or no effect on development. 2
These findings have several impli
cations. One is that subsidized flood
insurance may have stimulated more
development in coastal areas than would
be regarded as economically efficient.
Another is that the main effect of shore
protection activities has been not to place
additional property in harm's way, but
rather to reduce the economic costs of
storms for individuals in communities
that would have experienced significant
economic development in any event.
The latter result suggests that there
may be confusion over the link between
development and shoreline protection. No
doubt, many beachfront areas have exper
ienced substantial development following
implementation of Corps beachfront
protection. But development appears to
have been driven mainly by economic
growth inland and the availability of
federal flood insurance; it would have
taken place without the Corps projects.
An observation that development may
follow the implementation of federal
activity does not prove causality.
•
Notes
I. This article is based on the monograph Shore
Protectioll and Beach ErosiOll Co1ltrol Study:
Ecollomic Effects ofInduced Development in
Corps-Protected Beachfro1lt Communities, IWR

Report 95-PS-l (February 1995). The research was
supported by the US Army Corps of Engineers, and
aided by staff at the Corps headquarters and its New
York, Norfolk, Atlanta, Wilmington, and Jackson
ville offices. Research assistance by Theresa K.
Allman and Ethan Wade of the George Washington
University is appreciated. David C. Ling of the
University of Florida and Dean H. Gatzlaff of
Florida State University provided valuable data.
2. This finding is broadly consistent with a 1992
assessment by the US General Accounting Office.

Dr. Cordes and Dr. Yezer are professors
in the Department of Economics at
The George Washington University in
Washington, DC.
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Illinois Issues

Illinois Waterfront Development: A Public Gamble?
Douglass G. Norvell
Almost a century ago, Chicago workers
built Northerly Island in Lake Michigan
using steam shovels, dredges, and mule
drawn drags. Their toil evened out fill to
form a mass of land that would eventu
ally become a controversial airport.
Looking down from the heavens, these
workers might be amused to learn that
today their project has become a stage,
where all of the drama and conflicts
surrounding the government's role as
an owner and developer of waterfront
properties play out in public view.

Roots of Government Involvement
Communities first obtained rights to
waterfront land through charters issued
by state governments. The federal
government, usually under pressure from
residents, created a state from a territory
(acquired through conquest or purchase)
to shift tax collection to local levels
while relieving Washington of the need
to provide basic public services. As part
of the arrangement, the federal govern
ment also turned land ownership over to
the new state.
When state governments owned the
vast majority of our nation's soil, gover
nors had to get enough land into private
hands to raise needed tax revenues. In
some states, like Oklahoma, land alloca
tion became a sporting event; a melange
of people in covered wagons, on horses,
and even on foot awaited the pistol shot
(although a few Sooners "jumped the
gun") to race across the prairie and liter
ally "stake" their claims. The rules were
simple: whoever had the fastest horse
could reach the best land first, and with
a mean enough dog and a deadly enough
aim this new owner could keep the land
(not the worst way to pass out the real
estate rights, when you think about it).
In Illinois, settled earlier and under
more civilized conditions, a group of
settlers would hire a 19th century version
of today's "consultant," who would help
them to request a charter for a new town
from a state official. If they succeeded,
the group would be awarded blocks of
land, some to be sold and some to be held
in public trust for future development.
Winter 1997

Much of the land held in trust was prime
waterfront property, mostly destined for
water transportation which, in lieu of
workable roads, was how the predomi
nantly agricultural society moved crops
to market. Towns owned the tracts where
riverboats and barges could load grain.
Fords and bridge sites were also reserved
for public ownership; these natural rev
enue producers often became town hubs,
with city halls conveniently located
nearby to monitor and tax commerce.
Illinois geographers noticed in the
late 1800s that a minor "continental
divide" peaked in Cicero. On one side
of that low peak water ran eastward into
Lake Michigan, while on the other it
ran westward into the Des Plaines River.
Chicago's leaders devised a simple plan
that has allowed the city to do amazing
things with its stewardship of waterfront
land. They dug a canal through the divide
and installed a lock to keep the Chicago
River from flowing into Lake Michigan,
instead reversing the flow and causing
the river to run westward through the
canal into the Des Plaines, the Illinois,
the Mississippi, and on to the Gulf of
Mexico. This Chicago Sanitary and Ship
Canal enabled Chicagoans to drink clean
water from Lake Michigan, while gifting
all pointS south with the human waste of
America's second city and the offal from
the world's largest concentration of meat
packing plants. The Chicago area pros
pered, and everything downstream stank.
Of course, the South was still viewed
as the region that had lost the Civil War,
so whether Louisiana appreciated the
status of its rivers is likely to have wor
ried few northern Illinois politicians. But
we might wonder how downstate Illinois
river towns like Peoria, Havana, and
Beardstown felt about being awash in
debris generated by their upstate neigh
bors, and whether this original flotilla
of offensive materials was the beginning
ofthe "us versus them'" ambiance that
still characterizes Illinois pOlitics.
Chicago, which was instead awash in
its new prosperity, went on to bigger and
better waterfronts after the World's Fair
of 1893, when city leaders formulated the
lllinQis Real Estate Letter

Plan of Chicago. The plan, finalized in
1909, called for filling in 700 acres of
Lake Michigan, to be developed into
a system of lakefront parks, beaches,
yacht harbors, and pleasure boat piers.
Chicago's abundant supply offill was to
be used to create nine offshore islands,
although the only one that was actually
ever built was Northerly Island.

The State/City Meigs Field Conflict
Today that island is the home of Meigs
Field, the small airstrip at the center of
great controversy. After spending months
in legal combat to determine the island's
future, politicians and planners finally
have reached a decision, under which the
airstrip will remain in place for five years
and then the land is to revert to the city.
If Meigs were rehabilitated landfill or an
oily bog under I-55, interest in its future
would not be as keen, but Northerly
Island is ninety acres of prime waterfront
property worth some $50 million, prized
by both city and state government
On one side, the City of Chicago
wants to see Northerly Island turned
into a park (and, some people suspect,
a casino). On the other side, the State
treasures the airfield's role in providing
rapid deployment from Springfield to the
Loop, where the giant state office build
ing at State and Randolph is only ten
minutes from Meigs. Arrayed behind the
Governor and Mayor are others hoping to
influence the island's use. Politicians and
planners have likely heard from develop
ers, nature lovers, sportsmen, nautical
historians, and romantics who simply
like to stare out over the lake. Developers
seeking waterfront land want to make
money, while environmentalists want to
leave the land just as it is. Waterfronts
generate seemingly endless conflicts.
The most important of these relate to two
issues: use (industrial versus consumer)
and ownership (public versus private).

Industrial versus Consumer Use
As the US economy shifts toward high
technology manufacturing and services.
waterfront locations are less important
for industrial development, but many
page 7
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marinas, bait shops, and campgrounds
high and dry; some were led into bank
ruptcy. Later, tumbleweeds took root in
the freshly exposed, fertile bottom lands,
and grew to historic sizes. When the
monster weeds died the following fall,
they rolled up the banks and into the
town by the hundreds, where residents
suddenly found their houses surrounded
by dried, encapsulated brambles the size
of vans. Clearly, consumer enjoyment of
that waterfront property was sacrificed in
the name of commercial efficiency.

firms still sit comfortably on shorelines
with free access to water for cooling,
processing, and transport. Distillers take
water from rivers or lakes and convert it
I nto higher valued forms, like whiskey.
Electricity producers require access to
water so they can move coal by barge
at a tenth the cost of rail transport, or a
one hundredth the cost of truck transport.
For such firms, waterfront locations are
necessary. But consumers desire water
front access also, and their scenic and
recreational uses of rivers and lakes may
be inconsistent with industrial uses.
The early 1990s experience along the
upper tributaries of the Mississippi offers
an example. By design, the Mississippi
and Missouri Rivers and their tributaries
constitute an interlocking system of

Public versus Private Ownership
Along with questions of use come ques
tions of ownership: should prime water
front property be owned by some level of
government, charged with utilizing it in

rivers, storage lakes, and dams stretching
from the Gulf of Mexico to the Canadian
border. When the snows thaw and spring
rains come each year, the lakes store
water. These reservoirs are then drawn
down through late summer, as water is
released into the Mississippi to maintain
a nine-foot control depth for towboats
carrying Midwest grain south for export.
At the same time, this waterway sys
tem supports a vast recreational industry,
with storage lakes in North and South
Dakota reputedly offering the nation's
best Walleye fishing. Yet at the decade's
onset, prior to the 1993 floods, the US
Army Corps of Engineers had to ration
water to keep tugboats on the lower
:vlississippi afloat. In accordance with its
policy of faVOring industry over recre
dtion, the Corps let water out of lakes on
the upper Missouri in North and South
Dakota so that the Mississippi could
remain navigable south of St. Louis.
Strange things happened after the
engineers drained the lakes on the upper
Missouri. In Mobridge, ND, located on an
eighty mile long lake running through the
Standing Rock Indian Reservation, the
water level dropped six stories, leaving

the public interest, or should such land
be owned by private interests (individuals
or corporations) that will utilize it in
accordance with market forces?
Arguments for public ownership rest
on the concept of a public good. A true
public good has external benefits that
accrue to parties beyond the immediate
user; these outside parties are best
represented if the government owns the
project. At the same time, it is difficult
to charge each user, so the government
spreads the cost of providing public
goods across the taxpaying pUblic.
Finally, only a negligible cost is imposed
when extra parties make use of a public
good already in place.
A lighthouse on a beach is an oft
cited example of a public good (th0ugh
some argue that it is not); many of the
benefits are external to the direct user.
When a ship avoids crashing on the
rocks, the sellers and insurers of the
cargo, stevedores standing by to unload
the cargo, buyers waiting for the cargo,
and others indirectly involved are pro
tected at the same time the ship's owner
and crew benefit. A lighthouse project is
loaded with positive externalities.
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Once a lighthouse is in operation,
the cost of operating it is fixed, in that it
costs no more to serve added users (the
lighthouse incurs no burden from having
someone else look at it). Hence, the mar
ginal cost of an extra user is zero. More
over, it would be difficult to charge
directly for the services of a lighthouse.
The government therefore is justified in
building this important aid to navigation,
with benefits accruing to a large number
of people. Other waterfront projects, such
as harbors, bridges, beach stabilization
programs, and boat ramps, exhibit at
least some characteristics associated with
public goods, and are typically viewed as
being best implemented by government.
However, like most organizations,
government agencies tend to expand,
and their expansion can encroach on
the private sector with disastrous results.
Chicago's waterfront is a good example
of ambitious municipal ownership gone
awry. To begin with, the City of Chicago,
other levels of government. and such
governmental spinoffs as the city's Park
District own virtually all the waterfront
property along Lake Michigan (although
some of it is tied up in long term leases to
private users. such as the Chicago Yacht
Club). The Chicago Park District. with
storage capacity for 5,000 boats in slips
and moorings at eight marinas, and for
another 800 boats in dry storage, is the
largest marina operator in the world.
Although prices of its slips are now
more competitive, the Park District's
underpricing through the years has
retarded private marina development.
In 1988, a developer proposed a project
at Wolf Point, near downtown on the
Chicago River. The multi-use project
included condos, along with a dry storage
marina where boats could be lifted from
the water and placed in racks. Because
the developer sought outside financing,
the project required a feasibility study
and business plan. A consultant projected
Wolf Point to be unprofitable, based on
the artificially low storage rates charged
by the Park District (which paid nothing
for its land and pays no taxes). Though
the study was revised based on earnings
of private facilities in markets such as the
northwest suburban Chain of Lakes. the
confusion cast a pall on the Wolf Point
project, which was never financed .
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Because of competition from the Park
District, and from another 2,000 slips in
government marinas at Waukegan, Lake
Forest, and Zion, few private marinas
exist in Chicago proper. Had government
not owned all the available waterfront
land, downtown Chicago would likely
be well-served by a vigorous recreational
marine industry. Still worse, the jewel in
the crown - Navy Pier - was lost to the
Chicago boating community. There is no
better location in the world for a marina
than Navy Pier, at the Chicago River's
inlet and close to upscale Miracle Mile
residences. Moreover, breakwaters
surround the basin to protect craft from
the ravages of Lake Michigan storms.
If someone set out to create Navy
Pier today, not only would it be astro
nomically expensive to build the break
waters; it is most unlikely that a private
developer could overcome objections of
environmental lobbyists. Yet despite
studies attesting to the feasibility of
marina facilities in the basin, the water
side of Navy Pier remains underutilized,
a testimony to government's inability to
place waterfront property in its highest
and best use. When a private business
fails to utilize its assets effectively, it is
forced to divest them. Government, on
the other hand, sits on huge inventories
of prime waterfront land it has owned
from colonial times, and as it pays no
taxes it has been able to misdirect those
assets without incurring substantial direct
costs. Only recently has government had
a strong interest in developing its vast
holdings along rivers, lakes, and streams.
Chicago is not alone in owning its
waterfront; so do Peoria, East Peoria,
Rock Island, East St. Louis, and virtually
all the small towns on the Mississippi,
Ohio, Illinois, and Wabash Rivers.
Quincy owns and operates a municipal
marina, as do Waukegan and Lake Forest
(on their meager Lake Michigan water
fronts). Even tiny Golconda, a historic
Ohio River port, built a little municipal
marina, anticipating that it would stimu
late economic development (it did not).
Much of the seed capital to develop
waterfronts comes from the federal
Wallop-Breaux Act, which directs a
portion of tax revenue from the sale
of petroleum to the improvement of
highways and (because some oil products
Winter 1997

are sold to boat owners) boating facilities.
Any town wanting to improve its boating
facilities as part of a waterfront devel
opment project can apply for Wallop
Breaux funds to do a feasibility study.
If the study supports the project, the
community can soon boast bigger and
better boat ramps, or even a huge marina.
The last big Illinois boating project
built after a Wallop-Breaux feasibility
study (the study alone cost $100,000) is
the huge North Point marina at Zion, on
the Wisconsin border. That facility sits a
third empty five years into its existence,
even after the lowering of prices in 1993.
Had the marina been private it would
have gone broke and changed hands long
ago (it is almost impossible for a rent
based operation to succeed if occupancy

is less than 70%). But since North Point 
which hardly meets our definition of a
public good - is backed by the state's
mammoth budget and pays no taxes,
it continues to rent slips on the cheap,
further discouraging private developers.

Floating Bonds for Floating Casinos
So after having come to trust the govern
ment with waterfront development, we
find huge white elephants at the water's
edge (North Point) and magnificent sites
remaining underutilized (Navy Pier).
How, then, does the government retain
its power to further develop waterfronts,
or even its interest in doing so, when the
private sector could do a better job? A
good place to start our answer is with
the high visibility of waterfront develop
ment projects; the eye appeal to potential
users and the dollar appeal to potential
builders attract the interest of politicians.
Initiating a waterfront project is not
difficult. A local government's planning
department commissions a feasibility
study, which is likely to come back with
a positive recommendation since the
government faces no acquisition costs (it
already owns the land). Then the governIllinois Real Estate Letter

ment sells bonds to fund the project. even
if the benefits are illusory. as in the case
of riverboat facilities on the Mississippi.
Consider the Quad Cities. a center of
gambling development. Rock Island had
the first riverboat in Illinois, and with
East Peoria and East Dubuque having
weighed in there are about eight boats
within a 100-mile radius of the Quad
Cities (depending on the time of year,
and on whether one has recently gone
bust or left the area). The average boat
hires 500 workers, and the President,
docked whale-like in Moline, employs
at least 1,000, bringing the number of
directly created jobs to 10,000, as if all
employable people in a city the size of
Decatur had suddenly been put to work.
Moreover, economic multipliers kick in,

generating more employment for every
dollar visitors spend in the community.
But what kind of employment is cre
ated, and what other benefits flow from
the boats? I must admit to having been
. an early supporter of riverboat gaming,
especially on the dilapidated waterfront
in Quincy (which, alone among major
Midwest river towns, has undertaken no
serious gambling initiative). But now that
the boats are up and running from docks
owned by the public, they seem simply
to generate large numbers of low-paying
jobs in a dead-end industry. (Quincy's
resistance, based initially on conservative
ideals, may prove to have been wise
economic policy as well.) Ajob at the
tables might appear romantic to a young
applicant. But as a licensed Las Vegas
croupier in the I 960s, I learned the
reality: quickly calculating odds to the
satisfaction of high-stakes gamblers
while repetitively dealing blackjack, dice,
or roulette can require as much concen
tration as the job of air traffic controller.
Starting pay for this stressful activity is a
mere $5.31 per hour, plus toks (tips that
the boat operators have institutionalized
as a means of keeping payrolls lower),
page 9
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Then consider that standard measures
of gross national product include all
workers' incomes. So if a card dealer
makes the same salary as a nurse or mail
carrier, the three are identical in the eyes
of the national income accountant. But
they clearly are not the same, since river
boat jobs create income without creating
other value-added employment streams.
A riverboat customer spends money on
the boat, and that's the end of it. A nurse,
however, heals the sick, who return to
productive work, while the mail carrier's
delivery of a tool can save a farmer's
time for other productive tasks.
In an industrial economy, businesses
feed off each other, with one's output be
coming another's input; this dynamic is
the beauty of Chicago, the largest indus
trial complex in the world. Conversely,
Las Vegas, with all its gambling (the
city's 77 casinos hire 60,000 dealers), has
very little manufacturing, and nothing for
other businesses to feed off, other than
the spending from tourists and dealers.
And unlike manufactured goods, the
output of gambling cannot be shipped to
where it can command the highest price.
It is also interesting to contrast cities'
provision of incentives for riverboats
with their levying of impact fees against
home builders. These fees are paid by
builders to offset towns' added costs of
providing utilities, education, and other
public services to residents buying homes
in new developments. To justify the dif
ferent treatment of home building versus
gaming house building, officials cite the
service jobs created by riverboats, over
looking the employment generated when
homes are built. Home building creates
a rush of construction employment, and
when a home is occupied the residents'
consumption purchases and tax payments
create stable income streams for local
firms and government. Two thousand
new homes support a new supermarket,
and four thousand support a new discount
store. Nevertheless, the same officials
who cheerfully subsidize developers of
riverboat gambling facilities will frown
and levy impact fees on developers who
put roofs over people's heads.
Politicians argue that riverboat jobs
are better than no jobs, and that the
clicking of dice, whirring of slots, and
shrieks of jackpot winners are the sounds
page 10

of prosperity driven by people having a
good time. But the sons and daughters of
the highly paid workers who once forged
iron, milled steel, and assembled parts
into the world's finest tractors at Deere,
Case, International Harvester, and
Minneapolis-Moline now shovel cards
across tables, hoping to supplement their
subsistence level wages with a few toks
left behind by winning players.
Still, Rock Island and Moline, with
thousands of minimum wage jobs, may
seem big winners when compared with
downstream Iowa neighbors Keokuk and
Fort Madison, which spent heavily on
public infrastructure only to watch their
gambling boats come and go. When
riverboat mania seized the Midwest after
passage of the Illinois and Iowa enabling
laws, Fort Madison floated $2 million
in revenue bonds as part of a deal with a
developer to build a waterfront park for
the Emerald Uuly. The boat sailed past
my Mississippi River cabin each summer
day at 11 :35 AM, playing the same mad
dening song on her electric calliope. But
the Emerald Lady left Iowa for the state
of Mississippi, with its friendlier gaming
laws, after only two seasons.
There is also evidence that, once in
place, riverboats become spatial monopo
lies that fight like badgers to protect their
turf. After the Emerald Uuly left, Iowa
made its laws less restrictive, and a group
of investors bought another boat to serve
Fort Madison and nearby Burlington.
In 1994 the Catfish Bend grossed $18
million, with $10 million in operating
costs, leaving an $8 million operating
profit that enabled the owners to recoup
the boat's original costs in less than two
years, with money left over. However, in
1995 when Keokuk started a drive for its
own floating casino, the Catfish Bend's
owners (who, mercifully, do not play
music) convinced the Iowa Racing and
Gaming Commission to kill the proposal
by arguing that another boat could not be
supported on that section of the river.
Then in late 1996, the Catfish Bend
investors announced plans to buy a larger
boat, which is now in Fort Madison being
refurbished to serve additional customers
that the company suddenly discovered.
With amazing gall, a Catfish Bend owner
told Keokuk's city council that he favors
an agreement that would heal wounds
Illinois Real Estate Letter

between Fort Madison and Keokuk over
who should get a boat, and prevent a war
for survival between boat operators. Even
in Iowa, which many see as the epitome
of a virtuous middle America, when
waterfront development and politics mix
the results can be difficult to praise.

The Best Laid Plans 0' Mice and Men
As agents of government, planners who
implement projects envisioned by poli
ticians are seen as high minded, unlike
profit-motivated developers. Yet techno
crats who redirect land use in major pub
lic sector initiati ves can find their talents
in great demand; many later move to the
lucrative private sector as architectural
firm partners or independent developers.
Planners enjoy privileged positions; they
use government money, which is cheaper
and easier to obtain than private capital
that developers must wrest from cautious
bankers. With cheap money to invest, and
taxpayers sharing the risk, public plan
ners can undertake projects that private
investors would reject as unprofitable.
One of the most ambitious waterfront
projects ever envisioned by planners was
the Tombigbee Waterway, a multi-billion
dollar canal that connects the Tennessee
River with the Intracoastal Waterway
through Mississippi and Alabama. The
plan was to provide efficient transporta
tion for the mineral and human resources
of Indiana, Southern Illinois, and western
Appalachia. The Tombigbee cuts 640
miles off a St. Louis-to-Mobile trip
that formerly required towboat pilots to
fight the Mississippi all the way to New
Orleans before heading east along the
Gulf coast. Coal from Southern Illinois
and grain from Iowa could now arrive in
southern markets a week earlier, and at
much less cost. The heartland was open.
Unfortunately, between the early
196Os, when the Tombigbee was planned,
and the late 1980s, when it was finished,
the heartland economy shifted from an
industrial to a services base. Instead of
staying in Cairo or Paducah to manage
small manufacturing plants, bright young
people moved to Chicago or Phoenix to
become financial analysts and marketing
representatives. Instead of hosting a
parade of commercial vessels, today the
Tombigbee carries the odd pleasure yacht
on its way to lay at a southern port for the
Winter 1997
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winter. Unless the economy shifts again,
and returns the resources of mid-America
to light manufacturing along the rivers,
the Tombigbee will not be an important
factor in industrial transportation.
We can see the different reactions of
public and private owners by comparing
responses to the same waterfront project.
Assume that private investors considered
building a pier where anglers would pay
to fish. If the expected internal rate of
return (what economists call the marginal
efficiency of capital) were only 12%,
the project would be unlikely to attract
investors who would have to borrow
money at the going rate for real estate
projects (usually at least 400 basis points
above the prime interest rate). On the
other hand, a municipality's ability to

properties with defaulted loans. Once a
site is found, a developer invests in such
"soft costs" as legal services, engineering
plans, and feasibility studies. While then
working through a maze of regulations
and paperwork, the developer may try
to "flip," or sell, the property to a larger
developer that relies on smaller indepen
dents to help it find good projects.
Developers who do not flip projects
must arrange financing from institutions
that have walked on eggshells since the
S&L debacle of the 1980s, when many
lending careers were shortened by shaky
real estate loans. While the cautious
attitudes of today' s bankers exasperate
developers, that caution restrains the
runaway optimism that has been all too
common in waterfront projects.

raise capital at a cost close to the prime
rate would make such a project "profit
able" (while if it failed, the public would
simply pay increased taxes).
As government officials, planners
work closely with agencies that issue
essential permits certifying that projects
meet environmental and safety standards.
Also, while private developers must bal
ance their time against the need to main
tain cash flow, a planner can devote as
much time as he or she wishes to a given
project, and the government never runs
out of money. Finally, rather than buying
land for a project, as private developers
must, planners have inventories of free
land to use. So they often advocate public
ownership of projects that clearly do not
meet our definition of public goods.

Because of the obstacles, even the
most skilled private developers can
sometimes design successful, profitable
projects only by forming odd alliances.
Consider the case along the Chicago
River, which curls around behind the
Miracle Mile of Michigan A venue. This
area is an urban redeveloper's dream,
lined with historic factory buildings
that can be converted into apartments,
townhouses, offices, and even lofts for
artists. The river now comprises a North
Branch Industrial Corridor, zoned for
industrial uses. If housing is to be built,
the land must be rezoned; and rezoning
requires approval from the local alder
man, who is likely to be a stubborn
defender of neighborhood interests.
Ironically, supporters of private plans
to build housing along the river tend to be
those who get misty-eyed at the thought
of a publicly-owned, fifteen-foot setback
that would provide for a riverfront walk
way to complement housing co-mingled
with remaining manufacturing activity.
On the other side are people reluctant to
rezone jobs out of existence, particularly
$28,000 a year jobs that would likely be
replaced by minimum-wage service jobs.

The Private Sector's Plight
With the waterfront deck stacked in favor
of uses favored by government, private
developers can find profitable opportuni
ties only by remaining constantly alert.
They review changing land use patterns,
and maintain contact with "workout"
departments of lending institutions to
cheaply acquire renewable options on

As the two sides thrash out the issue, the
rest of us have to wonder whether the
waterfront development process is more
fun to watch than The Simpsons.
Conclusion
The public sector's ownership of projects
that do not produce public goods is likely
to be inefficient, and to yield disappoint
ing economic results. Those enamored
of the government's role in waterfront
projects, such as marinas and proposed
casinos along our rivers or at the Meigs
site, bring to mind the "cargo cults." As
World War II's Allies prepared to invade
Japan, primitive South Sea tribes saw
ships full of goods, from Jeeps to Spam
(a delicacy for the pork-loving islanders).
landing on nearby atolls after docks were
constructed. Confusing effect with cause,
they built crude docks on their own
islands, from which today a few die-hard
adherents still peer hopefully across the
seas at distant ships. The economic hopes
of today's casino cultists may be based
on little more reason. And as the blue
collar angels who built Northerly Island
have watched the Governor and Mayor
use tax money to fight over that parcel
in court, they probably have shaken their
heads in disbelief and said, "Thank good
ness we didn't build the other eight." •

Dr. Norvell is a Nauvoo-based location
consultant to the boating industry. The
Texas A&M graduate taught marketing
at the Citadel and other schools before
retiring from a career in academics.
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Mortgage Mechanics II: The Graduated Payment Loan
Peter F. Colwell and Carolyn Dehring
The Structure of the GPM
The aPM is like the FRM in that each is
a long-term, fixed rate, fully amortizing
loan on which the borrower makes
monthly debt service payments to the
lender. However, unlike the FRM, for
which the debt service payment is con
stant throughout the term, the payment
on a aPM escalates one or more times
during the early years of the term.
More precisely, the nominal monthly
debt service payment on a aPM is at its
lowest level in the beginning of the loan's
term. Then, after some specified time
period (such as one year), the monthly
debt service amount increases to a new
level, where it remains for a specified
period (another year, for example). Debt
service payments continue to "step up"
in this manner in the early years of the
loan's life, until they reach a plateau for
the remainder of the term.
While an infinite number of initial
payment and step-up combinations would
be possible, a relatively few aPM struc
tures have proven modestly viable in the
lending arena. Among these have been
plans supported by the Federal Housing
Administration (FHA), whose mission of
helping financially pressed home buyers
has led the agency to experiment with
innovative loan products such as aPMs.
At one time there were five different

In the previous Illinois Real Estate Letter
issue, we examined the mechanics of the
standard fixed-rate mortgage loan (FRM).
FRMs have been popular with first-time
home buyers in recent periods when
inflation rates and, as a result, interest
rates have been low and stable. However,
the FRM can be expensi ve, in terms of
lost purchasing power, early in a period
when inflation is expected to be high.
If high inflation is expected, then at the
start of an FRM term the real (inflation
adjusted) debt service payment is at its
highest expected level, while the bor
rower's real income is likely to be at its
lowest point because of life cycle issues.
One tool for addressing this tilt
problem, at least to some extent, is the
focus of this issue's Mortgage Mechanics
segment: the graduated payment mort
gage loan (aPM). Introduced in the
1970s, the aPM is really just a special
type of fixed-rate mortgage loan, since
the interest rate on the most basic type
of aPM is fixed throughout the loan term.
The difference in the FRM and aPM
instruments lies in the timing of the
principal repayments. With the lender's
yield held constant, payments on a aPM
are rearranged such that the early cash
flows are lower than they would be on a
corresponding FRM, but then later cash
flows (after the borrower's income is
expected to have risen) are higher than
they would be on a corresponding FRM.
The aPM's advantages to the home
buyer might seem obvious: lower initial
payments make the loan more affordable
in the early years. At the same time, a
peculiar aPM feature known as negative
amortization tends to discourage lenders,
and sometimes borrowers as welL If
amortization is negative, then principal
owed actually increases, rather than
falling, with each successive payment
early in the loan's life. Because lender
risk is increased by negative amortization
(and by some other features associated
with the aPM). this type of loan can carry
a higher downpayment requirement or
a higher interest rate. In an ironic twist,
these features offset the affordability ben
efits that aPMs were designed to provide.

payment plans available though FHA's
Section 245 aPM program. These varied
in the initial payment levels, the rates of
monthly payment increases, and the num
bers of years over which the payments
rose. However, the best known plan is
a 30-year fixed-rate aPM loan with five
annual increases beyond the initial pay
ment level, each of which is 7.5% higher
than the previous years's payment. The
first graduation takes place at the start of
the second year; annual 7.5% increases
continue through each of the next four
years. Then with the fifth increase (which
occurs at the beginning of the sixth year),
the payments reach a plateau where they
stay for the remaining 25 years.
While FHA played a pioneering role
in developing aPMs, not all aPMs are
federally insured. A borrower might
simply prefer not to pay FHA insurance
premiums, or might borrow more than
Section 245's allowed maximum (a limit
that varies by region; any higher initial
principal is classified as ajumbo loan).
To illustrate the mechanics of a aPM with
five 7.5% payment increases, we present
a graphical example involving ajumbo
loan with a $200,000 initial principal,
an 8% nominal interest rate, and monthly
payments over 30 years. Figure 1 depicts
nominal and real (inflation-adjusted)
debt service payments on this loan. For

Figure 1
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purposes of comparison, we also show
nominal and real debt service for an 8%,
30-year, $200,000 standard FRM loan.
Figure I shows that, in the early years
of the loan term, the GPM's nominal
debt service payment rises in a stairstep
fashion (a step function, rather than the
horizontal line that characterizes nominal
payments for the FRM). After starting
at $1,102, nominal monthly debt service
on the GPM rises in 7.5% steps to $1,582
(at the beginning of the sixth year). The
somewhat cumbersome calculation of the
$1,102 initial payment is presented in the
sidebar on page 15.
The GPM is designed to yield the
same rate of return for the lender as does
the standard FRM, while rearranging
payments for the borrower's benefit. A
lender should be indifferent (aside from
issues of risk, which we ignore for the
moment) between a GPM loan and a
standard FRM loan if the present values
of all cash flows (the respective initial
principal amounts and future debt service
payments) are equal. It should be intui
tively obvious that, because the GPM's
early nominal monthly payments are
lower than those on a corresponding
standard FRM, the GPM payments must
eventually surpass those of the FRM if the
lender is to realize the same rate of return
on the two loan instruments.
For the case illustrated in Figure 1,
the GPM's initial-year nominal monthly
payment is $366 less than the standard
FRM's unchanging $1,468 figure. How
ever, nominal debt service for the GPM
increases just beyond $1,468 at the start
of year five, and stays constant at $1,582
from the beginning of year six through
the remainder of the 30-year term.
First, the Good News
In an inflationary period, real debt service
for the standard FRM is relatively high at
the beginning of the loan's term, but is
much less than nominal debt service by
the end of the term (see our discussion
of the FRM in the SummerlFall 1996
Illinois Real Estate Letter issue). This
tilt problem surfaces when inflationary
expectations are high; the high nominal
interest rate, which includes a premium
for inflation expected by the lender,
causes the monthly debt service to be
higher throughout the term than it would
-------- ----Winter 1997

be if lower inflation were expected. As a
result, the borrower's inflation-adjusted
initial payments are expensi ve. But if the
borrower's income rises with the general
price level, a decline in real debt service
as the expected inflation is realized
makes later debt service payments
increasingly affordable for the borrower.
The tilt problem that characterizes the
FRM does not apply equally to the GPM.
While nominal payments under the GPM
arrangement shown in Figure 1 rise
sharply from year to year early in the
term, the real debt service level rises
only slightly each year. The GPM's rising
nominal payments become more manage
able, in other words, as the borrower's
income rises with inflation. Because of
the structure and timing of the nominal
payments in this GPM loan, the borrower
may qualify for a larger loan than would
be observed in the standard FRM case.
Now, the Bad News
There are problems, however, with the
GPM loan structure. Perhaps the most
severe, in the eyes of lenders, is that the
early nominal payments are so low that
they do not even cover interest, at the
stated rate, on the remaining principal
balance. We can best illustrate this
negative amortization by examining the
principal and interest components of the
debt service payments over the life of a
GPM, as shown (along with the nominal
debt service payment) in Figure 2. Notice
that, from the beginning of the sixth year

(615t month) forward, the GPM behaves
much like the standard FRM, with intere.'
decreasing at an increasing rate, princip'J
repayment rising at an increasing rate,
and constant nominal debt service. It is i
the first five years that the GPM's unusu<
features reveal themselves.
As is also true in the standard FRM
case, we compute the interest componen
of a GPM payment as the monthly intere'
rate multiplied by the remaining princip<
balance. Hence, interest due in the first
month, when exactly $200,000 in princi
pal is owed, is $1,333 (= 8%/12 months
x $200,000, the same amount of interest
due on the standard FRM the first month
But recall that the entire amount actuall)
paid each month during the first year of
this GPM is only $1,102. Indeed, we see
from Figure 2 that interest due exceeds
the nominal value of the debt service
payment early in the loan term. Note
that debt service in the standard FRM
case always exceeds interest due, so the
principal balance falls with each monthl'
payment (amortization is positive).
Because amortization on a GPM is
initially negative, the lender must add th
amount by which interest due exceeds
debt service to the principal owed, and
must subsequently compute interest
based on the higher amount of principal.
For example, in the first month $231
(= $1,333 - $1,102) is added to the out
standing principal amount; the effective
repayment of principal is negative $231,
so principal owed at the beginning of the::

Figure 2
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Figure 3

.$200,000 ~~.

second month is $200,231. Note the
graphical representation of this phenom
enon in Figure 2, with principal repay
ment shown below the horizontal axis
during the first few years of the term. As
the principal balance continues to rise,
interest due each month also increases,
as is shown by the interest function's
slightly rising slope early in the term.
Of course, as monthly debt service
systematically escalates from year to
year, it eventually reaches a level at
which principal repayment is greater than
zero. For the loan illustrated, principal
repayment becomes positive at the
beginning of the fifth year (the 49th
month). At that time, the interest due with
each successive payment starts to decline.
Yet even though the principal balance
begins falling from its $206,191 peak
in the 49th month, it does not fall below
its original $200,000 level until the 82nd
month! (Principal repayments become
positive for this type of GPM loan at
approximately the same point in time
regardless of the contract interest rate.
But for higher interest rates, amortization
on the original $200,000 balance begins
later in the term.) For the same loan,
the principal balance would not fall
below $200,000 until the 114th month
if the stated interest rate were 10%. At a
12% contract interest rate, the remaining
principal balance would not fall below
$200,000 until the 147th month, nearly
halfway through the term.
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Consequences for the Lender
What are the implications for the lender?
First, negative amortization causes the
loan-to-value (LTV) ratio to increase,
thereby increasing the risk that the bor
rower might default. Figure 3 illustrates
why lenders might wish to avoid loan
situations that include negative amortiza
tion. The gray shaded area represents
uncertainty in the future value of the
property pledged as collateral on the loan.
Because of negative amortization, if the
home value declines even slightly during
the first few years of the term, the lender
who has advanced a GPM loan with a
high LTV (95% in the case illustrated)
can find that the outstanding principal
balance is greater than the market value
of the property. This scenario is shown in
Figure 3 by the portion of the gray
shaded property value area lying below
the curve representing the outstanding
loan balance. This problem does not
accompany the corresponding FRM case.
Thus, while the yield a lender earns
on a GPM loan may be identical to that
earned on a standard FRM loan if their
contract interest rates are equal, a key
difference between the two types of
instruments is exposure to default risk.
To counteract this problem, lenders
require slightly higher down payments in
GPM situations. An ironic result is that
the affordability features of GPMs are
somewhat ambiguous; the benefits that a
cash-short borrower realizes through
Illinois Real Estate Letter

lower initial debt service payments are
offset, to some extent, by the need to pay
more out-of-pocket at the closing.
The lender also faces greater interest
rate risk with a GPM than under standard
FRM loan arrangements. Interest rate
risk is often analyzed through a measure
known as duration. a concept related
to the time that elapses before cash flows
are received; higher duration corresponds
to greater interest rate risk. Because of
the low early-year payments, a GPM has a
longer duration than a standard FRM, and
because of this longer duration the GPM
is a more interest rate sensitive (and thus
riskier) loan than is a standard FRM. In
other words, if interest rates rise after the
contract rate has been set, the value of a
GPM, with its increasing loan balance, is
likely to decline more than the value of a
standard FRM of equal size and maturity.
The lender compensates for the increased
interest rate risk associated with a GPM
by charging a slightly higher rate than on
the standard FRM. The higher rate serves
to further offset the GPM's purported
affordability benefits.
One final problem with GPMs is that
all of the interest due is taxed as income,
even though much of what the lender
receives in the early years of the term
is an unrealized increase in the principal
balance (the note value) rather than cash.
Yet the borrower can deduct interest from
income before computing taxes only in
the year when it is actually paid; this
restriction even further reduces the
affordability benefits that the GPM is
designed to promote early in the loan
term. Interest added to the principal
balance can be deducted only as it is paid,
after amortization has begun to occur.

Conclusion
The graduated payment mortgage loan,
touted as a cure for housing affordability
problems of people with rising incomes,
suffers several drawbacks. GPMs handle
only part of the tilt problem associated
with anticipated inflation, and features
that increase lenders' risks lead to higher
costs for borrowers. Finally, GPMs (like
FRMs) do nothing to address unexpected
changes in inflation. The latter problem
is the focus of the Price Level Adjusted
Mortgage (PLAM), to be discussed in a
future Mortgage Mechanics offering. •
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Figure 4
To calculate the initial payment on a 30-year craduated payment
mortcaceloan with five incre~esof7.5%and an 8.% interest rate
compounded monthly, applytliebasic formula: .

INITIAL PMT = -..,."--...,...,...'-
(l
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Thoughts for the Day

How Far Should Fair Housing Laws Go?
Joseph J. Solberg and Joseph w. Trefzger
A California state agency recently took
action against a woman who refused,
on religious grounds, to rent dwellings
to unmarried opposite-sex couples. We
await with interest a US Supreme Court
decision on whether to hear an appeal,
because a small, vocal group has lobbied
our local town council to pass an ordi
nance that would prohibit the activity in
which the California landlady engaged.
There Oughta Be a Law?
There are economic arguments against
the general idea of the legislated imposi
tion of access to housing. For example,
those with a free market bent suggest
that a profit based marketplace would
not systematically exclude large groups
of potential customers, so laws are not
needed. Still, our intent here is not to
criticize the Civil Rights Act of 1866,
Fair Housing Act of 1968 as amended, or
other federal housing laws now in effect.
We recognize that some problems persist;
indeed, the prevalence in decades past of
private covenants that excluded certain
racial and religious minorities from some
neighborhoods attests to a need for legal
prohibitions on some forms of exclusion.
We do question, however, whether such
laws, which can exist at the federal, state,
and local levels, should proliferate to
cover ever-expanding groups.
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Is the Plight That Serious?
Because laws direct unlimited public
resources against accused violators, we
should pass as few as possible. Recall the
criminal trial in which the state's relent
less power was directed against sports
celebrity 0.1. Simpson. Controversy
ensued over the not guilty verdict, but
even those who believe that Simpson
was truly innocent would agree that he
would have been found guilty without
a legal "dream team" that only the most
wealthy among us could afford.
When the charge is murder the state's
power is appropriately applied. But is
cohabitator homelessness now a pressing
social ill; are large numbers of unmarried
couples huddled in parks, unable to find
housing because of widespread discrimi
nation? Creating a new protected class
opens the door for the disgruntled to
claim discrimination even if they are
denied leases for nondiscriminatory
reasons. The practical reality is that the
smallest landlords, even if guilty of no
wrongdoing, could be driven to bank
ruptcy proving their innocence against
deep-pocketed administrative agencies
championing their carefree accusers. •
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"Fixing the REIT Problem" (page I)
discusses the role of managerial incen
tives in causing REIT shares to be sold
at discounted prices, and offers a solu
tion based on tender offers. In "Impact
Fees:. They're Not All Bad" (page 2),
a developer reflects on the impact fee
discussion presented in our previous
offering insights on why the fees
and defending some aspects of
use.. "Does Subsidized Beach
.'t"I'OtectiQIO··· .(Jhangel4ind Use?" (page
..
.. ..
of the
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