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PREFACE

Goals and Foundation of the Text

The title of this textbook, Real Estate Finance: Theory and Practice, suggests that the material cov-
ered here reflects a blend of theory and practice. In fact, our goal is to apply the theoretical aspects
of financial economics to explain how real estate financial institutions and markets have developed
and evolved to their present state, and why they take the form they do. We are not content with pro-
viding only descriptions of institutions and definitions of terms. Our goal is to promote a greater
understanding of how real estate financial markets work. To do this we present the material based
on a foundation of economic and finance theories.

We want to provide a real estate finance textbook that is comparable to those in the area of
managerial finance by basing it on sound economic and finance principles. A foundation of theory
will allow you to understand the structure of the real estate finance market as it changes through-
out your lifetime. Although the institutions, regulations, and structure of the real estate finance
market will continue to change, the theoretical underpinnings on which economic behavior takes
place will not. We feel strongly that “education is what remains after you have forgotten the facts”.

We not only provide you with a solid foundation for which to examine and understand the real
estate financial market, we also introduce some of the more important results of empirical research
done by experts in that market. In addition to presenting the questions, so to speak, we also attempt
to provide some answers.

Even with this emphasis on economic and financial theory, we do not neglect the descriptive
approach that is necessary to understand the structure of real estate finance markets. You will gain
an understanding of major institutions and the roles they play in the real estate finance market. You
will learn about the major federal legislation that impacts real estate finance, particularly the resi-
dential area. And you will understand how law shapes and affects the form of the real estate finance
market.

Topic Coverage

The textbook is divided into four parts. The first part (Chapters 1 through 3 deals with financial mar-
kets in general, finance theory, and the application of finance theory to real estate. Here, we lay down
the foundation for understanding how financial markets operate. We discuss the primary tools of fi-
nancial analysis and show, in general, how they apply to real estate. For the second edition we have
made the chapters more focused by moving the discussion of duration in the appendix from Chapter
2 to Chapter 4. Also, in Chapter 3, we provide a general discussion of cash flow analysis/financial
leverage and delay the actual number crunching until Chapter 15. We also have moved Appendix A
of Chapter 3 to the end of Chapter 4. Part one of the text is designed to give the student a basic un-
derstanding of finance theory as it applies to real estate and mortgage markets.

Part two of the book deals with issues related to residential real estate finance. After devel-
oping the history of real estate finance, we investigate alternative mortgage instruments and the ef-
fect of terms of financing on property values. Next, we look at federal housing policies and their
impact on the residential real estate market. New for the second edition are the presentation of
fixed-rate mortgage mechanics in Chapter 4, and an expanded discussion of adjustable rate mort-
gages in Chapters 5 and 6. Also, Chapter 6 provides an analysis of the mortgage refinancing deci-
sion. Chapter 7 updates the empirical literature on the valuation of creative financing and is ex-
panded to include discussion and illustration of buydown and wraparound financing. Chapter 9
updates the research on discrimination in mortgage lending and other sensitive issues such as dis-
closure and fair housing. Two chapters are devoted to the secondary mortgage market, one to a de-
scription of this market and one to issues related to the valuation of securities created in the sec-
ondary mortgage market. We complete the second part of the textbook with three chapters on
residential loan underwriting, loan processing and origination, and mortgage insurance.
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The third part of the textbook deals with commercial real estate finance. We present issues
concerning the use of debt (leverage) in financing properties, the impact of tax laws on financing
commercial properties, and sources of commercial real estate financing. In this section we also dis-
cuss various methods of financing commercial properties, including equity participation loans and
sale lease-back agreements.

The final chapter in this section deals with the different ownership structures that are avail-
able for holding commercial real estate. For the second edition, we have expanded the discussion
of financial leverage and cash flow analysis in Chapter 15. Chapter 16 updates the laws dealing
with the income taxation of real estate investment, and includes a new section on installment sale
financing.

The fourth and final part deals with special topics. In one chapter we discuss real estate in a
portfolio context, and in the last two chapters, we present material related to lender legal liability,
ethics and fraud in real estate finance, and agency problems in real estate finance.

Throughout the second edition we provide updated tables and exhibits. We also have updated
the references of empirical work by authors who have made valuable contributions to the under-
standing of the topics discussed in the textbook.

We have provided software with each text so that you may be able to explore many of the
complicated models of real estate finance. The software is user-friendly and will help you under-
stand many of the financial relationships of the models, and facilitate solving some of the home-
work problems at the end of the chapters. The problems available to you on the disk are identified
by a disk logo in the margin of the text. Please see Appendix 3.

Background of the Student

The textbook has been written under the assumption that you, the reader, have some foundation in
economics and finance. However, we present the material in a manner that those without such a
background can follow along at a moderate pace. If you do not have a background in finance, we
suggest that you first consult the appendix on the time value of money at the end of the book. Unlike
many other textbooks on real estate finance, we do not introduce this material in the body of the
text. Nevertheless, an understanding of the discounting and compounding process is necessary be-
fore you begin reading. If you have a background in finance, you can begin with Chapter 1. If not,
read the appendix and ask your instructor for some review material that may strengthen your un-
derstanding of the discounting and compounding process.

Finally, we would like to continually develop this textbook and make it better with each edi-
tion. If you have any comments or would like to make suggestions that would improve it for future
editions, please write us at

Terrence M. Clauretie and G. Stacy Sirmans, c/o Real Estate Editor, Prentice Hall, Upper
Saddle River, New Jersey 07458.
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Finance and Real Estate

The three chapters in Part One of the
text set the stage for applying financial
economics to real estate. Here, the text
discusses the nature of finance and eco-
nomics and describes financial markets
with reference to those institutions that
play a role in real estate finance. It also
looks at money, credit, and interest
rates. Interest rates, as you may expect,
play an integral role in real estate fi-
nance. The determination of both the
general level of interest rates and those
on particular debt securities is pre-
sented. Finally, in this section we pre-
sent the major finance concepts and
principles and show how they apply to

real estate markets.



CHAPTER

Real Estate Finance:
An Overview

LEARNING OBJECTIVES

After reading this chapter, you should understand the relationship between finance and real
estate. You also should understand how financial markets work in terms of the flow of funds
from those with credit to lend to those with a demand for borrowed funds. You also learn which
major financial institutions direct the flow of funds.

INTRODUCTION

Each chapter in this textbook tackles a different subject in real estate finance. The text is by no
means exhaustive. In fact, it is quite modest in its coverage. Be aware that when you have com-
pleted this course, your knowledge of real estate finance will be greater than it is now but still
lacking in many respects. You can gain additional knowledge of real estate finance from more
in-depth study of the various subjects in this textbook, as well as from real-world experiences.
If your professional goals direct you to the world of real estate finance, expect to gain much
knowledge through your day-to-day experiences.

With this in mind, you will nonetheless need to get as much from this text as possible. To
accomplish this, you need to begin in this chapter by understanding the framework of real estate
finance—what real estate finance is and the environment within which it takes place. Chapter
by chapter, you will learn about individual real estate finance topics. As each topic is introduced,
we will attempt to place it in the framework of general finance models. You should understand
that real estate finance subjects are applications of more general finance principles. We tend to
focus as much on finance principles and concepts as on descriptions of real estate finance insti-
tutions. The application of general finance principles to real estate is discussed in detail in
Chapter 3. For now, we discuss what real estate finance is all about.

THE NATURE OF REAL ESTATE FINANCE
The nature of real estate finance can be framed by three questions:
B What is finance?

B What is real estate finance?
B What is the environment of real estate finance?



Chapter One  Real Estate Finance: An Overview 3

What Is Finance?

Finance is the study of the process, institutions, markets, and instruments used to transfer
money and credit between individuals, businesses, and governments. Finance is applied eco-
nomics. Economics is the study of the allocation of resources for the purpose of producing goods
and services for various members of society. Finance is the study of how the flow of money and
credit facilitates that production and allocation. Although finance can be seen as a segment of
the more general field of economics, there are differences in the focus of the two fields of study.
This is not to say that finance is different or unrelated to economics; it is not. It does have a dif-
ferent focus, however, and utilizes certain concepts more than the traditional study of econom-
ics does. There are several ways in which the focus of finance differs from that of economics.

If you have had a course in economics and one in finance, you can appreciate how the two
subjects differ in their approach. First, in the theory of the firm, microeconomics focuses on the
profit maximizing assumption. Policies of the firm are geared toward maximizing profits within
the constraints of the structure of the industry. In finance, at least managerial finance, the focus
is on maximizing the value of equity interest of owners. This involves a lot more than maxi-
mizing the profits of the firm. In fact, a myopic view of maximizing profits could lead to less
than a maximization of the value of the firm’s equity position. Thus, finance is concerned with
issues such as the character of securities (debt or equity) issued by the firm in order to finance
assets. Seldom, if ever, in a microeconomics course does one consider the character of the se-
curities issued by firms.

Second, the focus of finance is more on the intertemporal transfer of funds between indi-
viduals. This is another way of saying that finance considers the time value of money and the
implications for interest rates on the time value of money and financing decisions. Finance is
concerned with the valuation of assets, and the valuation process explicitly considers the timing
of the cash flows associated with the ownership of an asset.

Third—and this is also related to the valuation of an asset—finance focuses on cash flows,
not profits. Cash flows are important because they can be either reinvested in other income-
earning assets, or they can reduce expense-costing liabilities. Again, microeconomics focuses
on profits.

Finally, the study of finance makes extensive use of the concept of risk. Risk is the possi-
bility (and associated probabilities) that the actual result (return on investment, for example) will
differ from the expected outcome. Finance considers the effect of risk on the valuation (the cash
flows) of an asset. It also analyzes the risk—return tradeoff, the general principle that states that
investors require additional expected returns for taking on additional risk.

These are just several ways in which the focus of the study of finance differs from that of
economics. Again, finance can be considered a subfield of economics. Yet, most agree, the fo-
cus of finance is different from that of economics.

What Is Real Estate Finance?

There are several subdisciplines within finance, including:

Managerial or corporate finance

Investment and securities (including real estate) analysis and portfolio theory
Financial institutions and financial services

Personal finance

Insurance and risk management

Real estate finance



Part One

Finance and Real Estate

Each of the subdisciplines deals with a different area of finance. Real estate finance is a very
broad category and includes the study of the institutions, markets, and instruments used to trans-
fer money and credit for the purpose of developing or acquiring real property. Real property, in
turn, is the rights, powers, and privileges associated with the use of real estate. Real estate is land
and all fixed and immovable improvements on it. Real estate finance would include, but not be
limited to, a study of:

Owner-occupied residential property

Rental residential property

Terms of residential property leases

Appraisal of residential properties

Loans (mortgages) on residential properties

Sales and exchange of residential properties

Economics of brokerage of residential properties

Markets for exchange of residential mortgages

Valuation of residential mortgages

Commercial properties, including urban office buildings, suburban office buildings,
hotels/motels, retirement communities, recreation facilities, mini-warehouses,
warehouses, apartment complexes, industrial facilities, and retail trade facilities

Loans on commercial properties

Markets for the exchange of commercial property loans

Valuation of loans on commercial properties

Appraisal of commercial properties

Investment in commercial properties

Portfolios of real estate investments

Real estate taxation issues

Law and real estate lending

Since real property includes not only real estate, but all of the rights and privileges of the use
of real estate that can be transferred, the study of real estate finance does not have a narrow focus.

What Is the Environment of Real Estate Finance?

Financial instruments are used to transfer money and credit for the purpose of developing and
acquiring real property. The institutions which create and purchase those instruments and the
markets within which they are transferred constitute the environment of real estate finance. In
essence, the environment is the financial system of the United States. This portion of the finan-
cial system is not insignificant. Hartzell, Pittman and Downs estimate the value of commercial
real estate in the United States in 1989 to be $2.43 trillion. This constitutes 23.7 percent of the
total value of the traditional institutional investment asset classes. This is less than corporate eq-
uity and government securities, but more than corporate debt. They estimate the value of resi-
dential property to be $8.7 trillion.'

In considering the economy as a whole, there is an identity called the savings—investment
cycle. The identity indicates that, by definition, the amount of savings equals the total amount
that is invested. Table 1-1 shows the gross savings and investment in the United States for 1993.
Savings are identified by three groups: individuals, businesses, and government. Not surpris-
ingly, the government’s savings in 1993 was negative. Twenty-four percent of the total savings
came from individuals. Businesses saved $97.5 billion in undistributed profits (retained earn-
ings) and another $712.3 billion of savings resulted from their depreciation allowance. The to-
tal savings of $787.4 billion resulted in an equal amount of “investment.” This does not mean



