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ABSTRACT 

For the individual investor, this study integrates real 

estate investments into the general investment categories of: 

short-term debt, long-term debt, equity securities, and ownership of 

physical assets. 

The risks of each of the above catgories are defined and 

broken down into the following: financial risk, interest rate risk, 

liquidity risk, purchasing power risk, and social/legal/governmental 

risk. Also explored are measurements of risk, defenses against risk, 

and opportunities risk presents for gain. 

Factors about an individual that are relevant to investment 

decision making are organized into the Investor's Profile. These 

factors include the investor's present financial situation, 

objectives, and preferences concerning risk, timing of returns, and 

management. The Investor's Profile is then considered along with the 

types of investments and types of risks to determine if real estate is 

an appropriate investment. 

An individual home on a parcel ripe for development is used as 

an example. After-tax returns of different options are compared by 

using discounted cash flows for a net present value and internal rate 

of return ranking. 

ix 



CHAPTER 1 

AN OVERVIEW OF THE STUDY 

Individuals are interested in changing the timing of 

consumption from their working years to their retirement years. 

Investing is the way to accumulate wealth until financial independence 

or retirement occurs. Then individuals may be interested in 

maximizing income or a combination of income and appreciation. These 

individual investment goals are now more critical than ever because 

the government is encouraging individuals to depend more on personal 

accumulation of wealth than on the social security system. 

When the timing of consumption is changed from the present to 

the future, individuals are interested in the purchasing power of 

their wealth. This was not of much concern during the early 1950's 

because inflation was minimal; however, the recent period of high 

inflation has caused individuals to be more concerned with purchasing 

power protection, particularly when their savings must provide income 

for a lengthy period of time. 

The volatility of interest rates and the stock market in 

recent years has also given individual investors concern. In the 

past, an Investor may have been able to specialize in real estate, 

stocks or bonds, but the task of using one's capital profitably is now 

more complex. 

1 
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The situation has changed dramatically in the past ten years. 

Before that, for 25 years, common stock and bond yields showed a slow, 

steady rise. Real estate, including the single family home, also 

increased in value. A simple buy and hold strategy in any of these 

investments worked. During the 1970's the investment picture for 

stocks changed from a slow rise to one of variability within the same 

high and low range. Bonds lost value as inflation went from creeping 

to roaring, often at a rate above the after-tax yields on the bonds. 

Of the three—stocks, bonds, and real estate—real estate had the best 

above-inflation yield. 

Given this volatile environment, particularly with on again/ 

off again inflation, and periods of growth/recession, individual 

investors now need a general framework which includes stocks, bonds, 

money market instruments, and real estate. 

Modern portfolio theory has emphasized the total portfolio. 

The individual investor realizes that it is the return from all 

investments together that counts. Real estate has an appropriate 

place in the portfolio. 

Real estate has been considered a subject apart in the past. 

There is a dearth of information about real estate in general 

investment books which treat stocks and bonds at great length, but 

generally mention real estate only in passing. Real estate and 

ownership of physical assets as collectibles is usually listed under 

other investments with the caution that these investments require 

special knowledge. Furthermore, real estate books do not cover 
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general investment theory as a setting for real estate investments• 

These two areas of investing are seldom combined, or thought of as 

part of a total portfolio. 

Statement of the Problem 

The problem is how can an individual investor maximize wealth 

by including real estate in the total portfolio. At different times, 

maximizing appreciation or maximizing income are appropriate. Each of 

these goals needs attention at every stage of investing. Risk can 

prevent an investor from maximizing wealth; it is present in all 

investments, including real estate, and needs to be viewed that way. 

The individual situation and preferences need to be included in the 

unique way each investor chooses to maximize his investment dollars. 

The problem is how to view investing in real estate as part of the 

general investing picture. 

Methodology of Solution 

The general investment framework is developed first. The many 

kinds of investments are grouped by common characteristics into four 

basic categories: short-term debt, long-term debt any hybrids, equity 

securities, and ownership of physical assets. Risk is defined as loss 

and uncertainty, measured by several statistical measurements includ

ing beta, and subdivided into these types: financial risk, interest 

rate risk, liquidity risk, purchasing power risk, and social/legal/ 

governmental risk. The investor's situation and preferences are then 

integrated with the risks and investment categories. 
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Real estate Investments are organized along the general 

Investment framework. Mortgages and leases In the long-term debt 

category, limited partnerships and real estate investment trusts in 

the equity securities category, and ownership of homes, land, income 

property and joint ventures in the ownership of physical assets 

category. The returns from real estate assets are measured by 

after-tax cash flow techniques including net present value and the 

internal rate of return. Real estate investment risks are integrated 

with the risks of investing in general. The investor's objectives for 

timing of returns, management and risk stance are than integrated with 

the types of investments. 

An example of the integration of real estate investments into 

the general investing framework gives a practical application of the 

theory. The situation used in the example is an individual owner of a 

single-family home who has the choice of now using this property as an 

investment. The property is situated where it could be used for 

garden offices. Several options are defined: sell for cash, hold, 

lease, and participate in a joint venture. The after-tax cash flows 

are compared with net present value and internal rate of return 

methods. Each solution presents a different combination of risks and 

returns for investors in different 'tax brackets. There is no single 

solution since investors' circumstances and objectives vary. 
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Limitations of the Study 

The study does not treat analysis of the current market 

situation or the risk and return relationships, because these are 

constantly changing. It does not discuss selection of a specific 

asset; even in the example the alternatives presented are 

representative of the general asset types with one long-term debt, one 

hybrid, and two equity choices* The diversity and uniqueness of 

specific investments or specific investors was too great to be 

included in this general integration of real estate within investing. 

Plan of the Paper 

This first chapter presents an overview to orient the reader 

to the logic of the presentation. The paper progresses from general 

to specific, with chapter two presenting the general framework. 

Chapter three is more specific in that real estate is reorganized 

within this general framework. Chapter four is more specific yet, 

with the set of real estate investing examples. Chapter five gives 

the summary and conclusions of the paper. 

Statement of Conclusions 

Real estate can be viewed as part of the general investment 

framework. In fact this view is highly advantageous as it permits the 

individual investor to substitute assets within each category for one 

another. The same risks and the same satisfaction of investor 

objectives can be gained by real estate or other investments in the 

same category but xfeal estate has some unique advantages. 
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In general, real estate offers more risk for more reward. 

Investor objectives are satisfied with tax-sheltered Income oppor

tunities from equity ownership. Not only can cash from the project be 

sheltered but other Income as well. This has particular appeal for 

the high tax-bracket investor. The lower tax-bracket investor has an 

opportunity to combine management with invested funds in a situation 

where periodic income is received. Owners of other physical assets 

often receive no periodic income as the returns are dependent on sale. 

Real estate also offers outstanding leverage opportunities in that 

mortgages give high leverage, sometimes with no personal liability for 

the borrower. 

The greater risks from real estate come from financial risk 

due to highly leveraged situations and complex development projects. 

Situations requiring expert management and the cyclical nature of real 

estate also increase financial risk. Interest rate risk is 

exaggerated by financial risk in highly leveraged situations. Real 

estate has no liquidity, and marketability is expensive, local, and 

the markets for individual interests are informal. Government rules 

and regulations impact upon real estate heavily, and social trends are 

expressed in demand for housing.and land use. Purchasing power 

protection is real estate's only strong point in the risk categories. 

This makes the returns from real estate attractive to the 

investor who can provide liquidity with other resources, invest 

long-term, provide management when the property is in financial 

trouble, and use the available tax-shelter benefits. 



CHAPTER 2 

GENERAL INVESTMENT FRAMEWORK 

Introduction 

In order to understand how real estate fits into the general 

investment picture it is first necessary to provide a general 

investment framework. This is the purpose of this chapter. It begins 

by defining an investment, the goal of investing and return. Then the 

many alternative investments are classified into four categories. 

This is followed by a section on risk. The types of investments and 

the types of risk are then integrated with an investor's situation and 

preferences. This same format is followed in the next chapter, which 

is specifically about real estate. 

Investing Defined 

The single most important concept in general investment theory 

is the notion of investment itself. Investing is a future concept. 

It occurs when an individual decides to forego present consumption in 

favor of future consumption. From such basic items as health, wealth, 

time and energy, only wealth can be saved and used in the future to 

enhance the other three. 

7 
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A short definition from Webster's Dictionary defines 

investment as the act of putting "money into business, real estate, 

bonds, etc. for the purpose of obtaining an income or profit." This 

points up the two main goals of investment: maximizing income and/or 

accumulation of capital. Both of these goals can be considered as the 

desire to maximize wealth. This is assumed to be the purpose of 

investing. 

It is recognized that not everyone is interested in maximizing 

wealth. Some people are satisficers, generally satisfied with their 

financial status quo. They choose to put their time and energy into 

other pursuits. Still others are mini-maximizers, meaning they invest 

only when they perceive the odds are in their favor, minimum 

risk/maximum gain. A few use money and their management abilities to 

achieve a life style. Examples are: farmers, small business owners, 

and landlords. 

However, most people invest to change the timing and quality 

of their consumption. During their working years they save and invest 

to accumulate capital; then, during their retirement years, they 

maximize income. Investors can be divided into two categories: the 

income-oriented and the appreciation-oriented. 

Depending on the orientation of the investor, he may choose 

investments that provide a periodic return, usually from rents, 

interest, or dividends; or he may choose investments that provide a 

one-time return from appreciation of the capital or principal. 
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Total return Is defined as any return on Investment, returns 

received periodically or at the termination of the Investment. This 

total return is what is relevant. Though income on an investment may 

sometimes be spoken of as return, it is the total return that counts 

and is measured. 

The only portion of returns on investment that is usable is 

the after-tax return. Taxes are a prime element in calculating 

returns and selecting investments. 

The dollar is the accustomed way to measure wealth. In some 

instances this is deceptive because what an investor is really trying 

to maximize is purchasing power. Inflation erodes future returns, so 

an investor must adjust these dollar amounts by an estimate of 

inflation in order to understand their purchasing power. This is 

particularly important if the planning horizon is long or if inflation 

is high. 

In summary, the maximization of wealth is assumed to be the 

goal of investing. At times an investor may be interested in 

maximizing accumulation of wealth, at times maximizing income. After 

return of the investment dollars, the total returns on the investment 

is calculated from both income returns as rents, dividends, interest, 

etc. and the increase/decrease of the asset's price. Though returns 

are stated in dollar amounts, only after-tax purchasing power can be 

used by the investor. 
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Types of Investments 

This section is introduced by making a distinction between 

consumer goods and investment goods. Then possible classification 

systems for investments are discussed and one selected. This system 

classifies all investments into four categories: short term debt, 

long term debt, equity securities and direct equity investments. 

Putting a large number of investment alternatives into four categories 

simplifies the available alternatives so that risk and investor 

preferences can be more easily matched with the types of investments. 

This basic division of investments is used throughout the rest of the 

paper. 

Consumer goods are sometimes considered a type of investment. 

Some of the more long lasting goods as cars, furniture, jewelry, and 

homes are used for many years and perhaps sold at a profit, but when 

the main intent is use, these goods are considered consumption items. 

Though these non-financial assets.are very important to the investor, 

they are not under discussion here. This paper is concerned with the 

dollars an individual investor has set aside for future use, meaning 

the investment dollars. 

Investments can be made directly by the investor or through 

financial intermediaries as banks, savings and loans, or mutual funds. 

Indirect investments are often used when funds are being accumulated,' 

professional management is desired, diversification is sought, or 



liquidity is of prime importance. Recently safety of principal has 

also become a motivating factor in selecting indirect or direct 

investments, since the federal government insures interest-bearing 

checking accounts, some mortgage pools, and some other forms of 

indirect investing. 

Other than direct investments and investments through 

financial intermediaries, there are many ways to classify investments. 

They are sometimes put into categories by investor objectives: 

aggressive growth, income with moderate growth, and secure income. 

Investments could also be classified by risk-types: liquid, 

inflation-protected, or financially risk-rated. 

However, the classification system that most easily integrates 

both investor objectives and risk types is one which divides assets 

into equity and debt instruments, and is the system used in this 

study. A basic division between debt and equity instruments is made. 

Within these categories, debt is classified as either long or short 

term. Equity is classified either as equity securities or an equity 

ownership of physical assets. Hybrid instruments, a combination of 

debt and equity, are usually affixed to long-term debt and so are 

included in.the section on long-term debt. Each category serves a 

specific purpose for the individual investor. 
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The basic difference between a debt instrument and an equity 

instrument is the promise made to the investor. With a debt 

instrument, the lender and the borrower make a specific contract to 

repay the lender a specific sum at a certain date. When purchasing an 

equity instrument, no return promises are made. 

Of course, all the investments do not fit neatly into these 

four categories. This is especially true of the hybrid instruments 

and preferred stock which were included in the long-term debt category 

for simplification. A table on the next page gives a quick overview. 

It is followed by a description of each of the four categories: 

short-term debt, long-term debt, equity securities, and equity 

ownership of physical assets. 
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Table 2.1 Types of Investments 

DEBT 

Short-term debt 

Treasury Bills 
Short term municipals 
Repurchase Agreements 
Commercial Paper 
Banker's Acceptance 
Certificates of Deposit 
Eurodollars 
Through Financial Intermediaries 
Money Market Mutual Funds 
Interest-bearing Accounts 

Securities 

Common Stock 
Options 
Futures Contracts 
Limited Partnerships 
Through Financial Intermediaries 
Stock Mutual Funds 
Real Estate Investment Trusts 
Insurance Annuities 

Long-term debt 

Savings Bonds 
U. S. Treasury Notes and Bonds 
U. S. Agency Issues 
Municipal Bonds 
Corporate Bonds 
Mortgages 
Hybrids: 
Preferred Stock 
Warrants 
Convertible Issues 
Equity Participation 

Through Financial Intermediaries 
Bond Mutual Funds 
Mortgage Mutual Funds 
U.S. Government-sponsored 
mortgage pools 

EQUITY 

Physical Assets 

Precious Metals 
Collectibles 
Proprietary Investments 
Venture Capital 
Real Estate 
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Short-Term Debt 

The division of debt instruments into long-term and short-term 

debt is arbitrarily set at a year's maturity. This is done to 

organize the somewhat complex features of debt securities. The common 

characteristic of this short-term asset category is the short length 

of time the interest rate is promised, making it variable-rate debt as 

funds are reinvested. Other features are liquidity, safety of 

principal, and a face value of the debt close to the market value. 

Direct investment may be made in T-Bills, short-term 

municipals, repurchase agreements, commercial paper, banker's 

acceptances, negotiable certificates of deposit, and Eurodollars. 

These are called money market instruments, and require a minimum 

investment of ten thousand dollars. Mutual funds, which invest in 

money market instruments, are suitable for lesser amounts. 

Interest-bearing accounts at banks and Savings and Loans are not 

traditionally considered money market instruments. They were placed 

in this category, however, because they have the same characteristics 

as short-term debt: stable value of principal, liquidity, and safety 

of principal. 

Short-term debt has many features which are attractive to the 

individual investor. The return from T-Bills within this asset 

category is usually considered the minimum easily-obtainable return; 

it is sometimes called the riskless rate, although no investment is 

free from all risks as will be discussed later in the section on risk. 

The main use of investments within this category is an 
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Interest-earning safe place to put funds while looking for a higher 

yielding investment or waiting for consumption. Because of its many 

advantages some investors keep "rolling over" or reinvesting funds in 

this category rather than take additional risks for additional 

rewards. It is the favorite investment in times of great uncertainty. 

Short-term debt has the following advantages and disadvantages: 

Advantages Disadvantages 

1. Convenience 1. Low Yield 

2. Low transaction costs 2. Taxable income except for 
municipals 

3. Safety of principal 
3. Interest rate tends to 

4. Interest earning track inflation so little 
real return after tax 

5. Liquidity/Marketability 
4. Variability of interest 

6. No management responsi- income 
bility 

7. Sensitivity to market 
interest rate changes 

Long-Term Debt 

This asset category includes debt instruments with maturities 

longer than one year, such as bonds and mortgages. Long-term debt 

usually carries a fixed interest rate and promises to pay a fixed 

installment payment throughout the life of the loan. However, there 

are exceptions to these two characteristics. Long-term debt may have 

a provision for a change in interest rate; mortgages with flexible 

rates are an example. Also, long-term debt may have no installments 

or coupon payments, as with a zero coupon bond. 
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Long-term or capital market debt instruments differ from 

short-term or money market instruments in one or more of the following 

ways: (1) a maturity that is longer than one year, (2) a greater 

change in price when market interest rates change, (3) a default risk 

that is greater, (4) a marketability that is poorer, (5) speculative 

features that permit equity participation. 

Bonds and mortgages are the basic assets included in this 

category. Preferred stock is also included. Although it is not a 

debt instrument strictly speaking, it does have a promise of specific 

payments if the funds are available. Bonds, mortgages and preferred 

stock may have special features that make them both equity and debt 

instruments. Such features are warrants and conversion privileges 

attached to bonds and preferred stock that give the investor a right 

to purchase common stock equity; and participation attached to 

mortgages and preferred stock which permit participation of the holder 

in additional profits. When these special features are attached, 

bonds, preferred stock and mortgages become a hybrid of equity and 

debt instruments. 

Individual bonds and mortgages have several features which 

affect their desirability and yield. These are: default risk, 

marketability, sinking fund or amortization, call provisions or 

prepayment provisions, taxability, and reinvestment problems. Each of 

these features will now be discussed. 

Default Risk. Bonds and mortgages promise to pay a definite 

amount on a stipulated date. The chances that these promises will not 



be fulfilled are called default risk. The U.S. Treasury Issues are 

considered "safe" and government agency issues, which include some 

mortgage securities, are considered almost as free of default risk. 

Corporate bonds are rated for default risk by several independent 

agencies: Standard and Poor's and Moody's are the largest. They give 

an opinion about the likelihood of default, and a change in their 

rating may affect the bond's price. Municipal bonds and mortgage 

securities are sometimes rated. The default risk of a mortgage is 

also indicated by its legal position, as a first mortgage or a second 

mortgage, and by the loan to value ratio. 

Marketability. The ability of a security to be quickly 

converted into cash is marketability. Long-term debt covers the full 

range from regularly traded government issues to private mortgages 

that have value but are not marketable. 

Sinking Fund/Amortization. Many municipalities and 

corporations tfiich issue bonds are required to set aside funds 

regularly to cover redemption of their bonds. This is called a sinking 

fund. The sinking fund annual payments, made to a trustee, may be 

used to retire a portion of the outstanding issues in the open market 

or to call a random set of bonds. 

Mortgages also have provision for repayment of the principal 

before the maturity date; by amortization, the principal may be paid 

back on an installment basis. Other prepayment of principal may be 

allowed, sometimes with a prepayment penalty. 
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Call Provision. The call provision states under what 

circumstance the bond may be retired before maturity. It affects the 

investor by increasing the uncertainty of his return due to 

reinvestment rate risk. 

Taxability. The significant difference between municipal 

bonds and other types of long-term debt is the way income from 

interest is taxed by the federal and state governments. Municipal 

bond interest is not taxable for federal income tax purposes, and 

state income tax does not apply in the state where the issue 

originates. Bonds issued by the U.S. Treasury are exempt from state 

income tax. All other interest income is taxed at regular individual 

rates. Deep discount bonds are bonds that were issued in the past at 

a lower stated rate of interest and now sell at a discount. They have 

a tax advantage when held to maturity as the appreciation is taxed at 

the capital gain rate. This is not true of Original Issue Discounts 

as a portion of the discount is considered interest. 

Reinvestment Problems. If an investor is not spending the 

amounts periodically received from bonds and mortgages, there may be a 

reinvestment problem. Small amounts of interest and capital may have 

to be accumulated in an interest-bearing account. The return will be 

at the lower short-term market interest rate; so it may be impossible 

to receive the original yield from the mortgage or bond. Mortgages 

where the interest is added to the principal and both returned at 

maturity eliminates the reinvestment problem, as do zero coupon bonds 

because they have no interest or coupon payments until maturity. 
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The entire yield from a zero-coupon bond comes from the fact that they 

are bought at a substantial discount and collected at par value. The 

discount from par is considered ordinary income each year, but there 

is no uncertainty as to the rate received from reinvesting the coupon 

or interest payments because there are none. A Treasury Investment 

Growth Receipt represents ownership of future interest payment on U.S. 

Treasury Bonds held by a custodial bank. They have the same 

advantages as Zero coupon bonds. 

Needless to say, all the above factors plus length-to-maturity 

and speculative features make a significant difference in the current 

yield of long-term debt instruments. To summarize, there are various 

factors to consider when purchasing a long-term debt instrument; 

depending on an investor's objectives, they could be advantages or 

disadvantage s. 

1. Length to maturity 

2. Fixed rate or flexible rate; fixed payment 
or flexible payment 

3. Default risk 

4. Marketability 

5. Return of principal provisions by sinking fund, 
amortization, or balloon 

6. Call provisions or prepayment provisions 

7. Taxability 

8. Reinvestment problems 

9. Price risk 

10. Current yield 

11. Speculative features 
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In spite of this lengthy list of factors, the major motivation for 

buying bonds and mortgages is stability of income and return of 

principal. They may be used, however, as tax-advantaged instruments 

and for speculative purposes. With special speculative features, they 

serve as a hybrid debt and equity investment. 

Equity Securities 

Equity investments differ from the debt securities just 

discussed in the promises made to the investor. There are no promised 

returns to the equity investor. If the venture is successful 

financially, the equity investor may have unlimited profit. If the 

venture is a failure financially, the equity investor may have a loss 

limited to the amount invested or a much larger loss limited by the 

debts incurred (as-with commodity futures). 

Equity investment by direct ownership of physical assets 

differs from equity investment in securities. Equity investment by 

securities requires no direct management of the company. Though a 

proprietor may own and operate a business, this type of investment is 

not included in this category. A security is a financial document 

that provides the owner with specific legal claims to some part of the 

returns generated by a real asset. Securities are marketable in an 

organized national market; they are easily moved from one location to 

another and securities of the same type have the same legal rights. 

Ownership and management responsibilities differ from direct 

ownership. The securities included in this category are common stock, 
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options, future contracts, real estate investment trusts, limited 

partnerships, mutual funds, and tax-deferred variable annuities. 

This type of investment is attractive to investors because the 

returns are not limited, there is no direct management responsibility, 

and there are some tax advantages. If the securities are listed on a 

major exchange, they are marketable. However, the price may vary with 

market conditions, so they are not considered liquid where liquidity 

implies stability of price. 

The income-oriented investor can seek out securities that have 

a record of paying regular dividends, or high growth stocks can be 

held for appreciation and sold periodically in lieu of dividends. 

The appreciation-oriented investor can hold securities over a 

period of years and not pay income tax on the appreciation until the 

shares are sold. This gives a considerable tax advantage over the 

reinvestment of interest payments from which regular income taxes have 

to be deducted. 

With equity securities, there is no direct management of the 

company involved, but portfolio management is required. Portfolio 

management involves choosing Individual assets, and considering 

strategies as diversification, leverage, and timing. Greater time and 

expertise is required for more active management, a larger number of 

assets, or greater complexity. Stocks, options, futures contracts, 

Real Estate Investment Trusts, and all assets from this category 

require portfolio management. 
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In summary, the features of equity securities are: 

Advantages Disadvantages 

1. Potential of unlimited 
return 

1. No returns promised 

3. No company management 

2. Leverage available 
2. When leveraged, personally 

liable for debt. Possible 
loss, greater than amount 
invested 

4. Low transaction costs 3. Portfolio management 
required 

5. Long-term tax advantages 
of capital gain 

6. Marketability 

7. Published prices daily 

Equity Ownership of Physical Assets 

The ownerhsip of physical assets means that the investor takes 

title, and sometimes physical possession of the asset. The 

responsibility for a profit belongs to the investor; it must be bought 

at the right price, held for the appropriate period, managed and 

marketed by the investor. The ownership of precious metals as gold 

and silver, collectibles as coins and stamps, small businesses, and 

real estate all fall into this category. The main characteristic is 

the responsibility for management by the investor. There is no 

promised return; the return is dependent on factors within the 

management control of the investor and upon factors outside his 

control—i.e., economic cycles or market prices. There is an 

unlimited potential for profit, and potential tax advantages such as 

the reduced rate for capital gains tax and deductions for depreciation 

expenses. 
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The income-oriented investor may invest in rent-producing real 

estate, or venture his capital in a new business that may produce 

income at some time in the future. Income from sales of assets held 

long-term can be taken'at an advantageous tax rate. 

The appreciation-oriented investor will find this asset 

category particularly suitable because of the tax advantages of 

long-term holding. It is a temptation to assume inflation protection, 

but this is not necessarily true unless the asset appreciates at a 

rate equal to the inflation rate, or unless it has tax advantages that 

give a true high yield. The best inflation protection is the 

maximization of wealth, however the investor can accomplish it. 

With the exception of income-producing real estate and 

proprietary businesses, this asset category is dependent on sale for 

much or all of the return. This makes it very susceptible to market 

price-risk if liquidity is sought in a hurry. The absence of periodic 

payments is a disadvantage to the income-oriented investor and an 

advantage to the appreciation-oriented investor. The main advantages 

and disadvantages follow. 
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Advantages 

1. Investor influence on 
the return by direct 
management 

2. Tax advantages 

3. Leverage available for 
real estate 

4. Unique asset with possible 
pride of ownership 

5. Preferred life-style with 
combination of management 
and money for own business, 
rental management, etc. 

Disadvantages 

1. Management 

2. Time and expertise 

3. No liquidity, 
marketability difficult 

Real estate is discussed in more detail in later chapters, with a 

real estate example following. 

Summary of Types of Investments 

Investments were classified into four types with similar 

characteristics. Each of the four types of investment has specific 

purposes for an individual investor. The main purposes are: 

short-term debt is used as a temporary interest-bearing account; 

long-term debt is used for stability of income; equity securities 

provide an opportunity for unlimited gain; direct investment in 

physical assets gives an investor a chance to combine his managerial 

skill with ownership. To summarize the other advantages and 

disadvantages, see the chart which follows. 



Table 2.2 Characteristics of Investment Types 

DEBT WITH FIXED DOLLAR CONTRACTS 

1. Specific promises of repayment and interest rate 

2. Returns-limited 

Short-term debt 

Liquid: principal constant 
Interest income varies 
Little default risk 

Long-term debt 

Not liquid; principal varies 
Marketable when on exchanges 
Interest income fixed 
Default-risk graded 
Equity-Debt Hybrids 

EQUITY 

1. No promises of repayment or yield (downside risk) 

2. Returns unlimited (upside potential) 

Securities Physical Assets 

Marketable Owner responsible for marketing 
No direct management Management responsibilities 
Assets divisible Assets often unique, not 

divisible 



This section on types of investments is an attempt to give 

the individual investor a clear picture of how all investments can be 

classified into four simplified types and how real estate investments 

in particular fit into this broad picture. It should be noted that a 

form of real estate investments occurs in three out of the four 

categories: long-term debt with mortgages, equity securities with 

REIT'S and limited partnerships, and direct equity ownership with real 

estate of all types. 

The general investment framework includes three items: types 

of investments, risk, and the investor's profile. Types of 

investments has just been covered. The second part of the general 

framework—risk—follows. 

Risk 

This section defines risk, discusses its measurement, 

classifies it into five categories, discusses defenses against risk 

and opportunities for gain. It also uses two different financial 

theories: traditional theory and modern portfolio theory. 

Traditional theory is defined as the view of risk before the early 

1960's. Modern portfolio theory, which grew in the 1960's from 
» 

Markowitz's ideas, is used in the Measurement of Risk section, and for 

diversification. The two views have been included because they 

explain different things. Together, these theories give a more 

complete picure of risk. 
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The integration of the two theories is done by carefully 

defining the meaning of risk for each. The following definitions 

include risk as loss of principal, loss of income, loss of return less 

than the risk free rate, and loss of an expected outcome. The concept 

of uncertainty is then added to the definition. Modern portfolio 

theory defines risk as variability of return or uncertainty. The 

definitions follow: 

Definitions of Risk 

Intuitively most of us could agree with Webster's Dictionary 

that risk is "the chance of injury, damage or loss." The first 

investment loss that comes to mind is loss of the amount invested, the 

principal. Next comes concern over payment of interest, rents, or 

dividends. Markowitz's theory makes it clear that loss sustained by 

the total portfolio is the most important, as losses from one asset 

may be offset with gains in another. In addition to this, experienced 

investors consider loss of opportunity. Each investor has a different 

set of opportunities, but all could consider the Treasury Bill rate as 

the minimum rate of return. When an investment does not yield the 

T-Bill rate, many investors feel they have lost an opportunity. Mader 

(1975, p. 20) calls "...risk, defined as adverse results from events 

other than forecast." This implies that loss is anything less than 

the expected return. So risk could mean the chance of: loss of 

principal, loss of income, portfolio loss, loss of opportunity or loss 

of expected return. 



Uncertainty is used as an approximation of risk in modern 

portfolio theory. Uncertainty clearly has two parts: one is the 

uncertainty within an individual, or his risk aversion, and the other 

is the uncertainty measured by the variability of returns. Modern 

portfolio theory is concerned with the latter, a measurement of the 

variability (usually historic) of returns. Reilly (1982, p. 8) states 

a common practice in portfolio literature: "Although in a formal 

sense, there is a difference between risk and uncertainty, in the 

discussion that follows such a distinction will not be made because, 

in fact, there is a tendency to use the terms interchangeably or to 

use one term to explain the other. Risk is thought of an uncertainty 

regarding the expected rate of return from an investment." This 

tendency of modern risk literature to interchangeably use the words 

risk and uncertainty causes confusion. In this paper a distinction 

will be made between the two words, risk and uncertainty. Uncertainty 

alone as a definition of risk remains not quite satisfactory for most 

people. 

Loss and uncertainty are clearly a part of the definition of 

risk, but neither may be sufficient by itself. There is a difference 

between loss and uncertainty. Loss is defined as "to fail to keep," 

whereas uncertainty is defined by Wester's as "doubt, not clearly 

known." A clear distinction is made in this example by Bleck 

(Interview, 1983, University of Arizona): "Uncertainty is highest 

when the odds are 50-50. Loss is highest when the odds are 0-100 

—which is certainty of loss! 
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A suggestion to clarify these two concepts is mads by Cohen, 

Zinbarg, and Zeikel (1982, pp. 164-66): "A better term to describe 

high variability (which can be measured by the standard deviation of 

period-to-period returns about the average return) is 'uncertainty'. 

The term risk would be better reserved to refer to the frequency and 

average value of opportunity losses. The.more frequent the 

opportunity losses, the more risky the investment. The larger the 

magnitude of these losses, the more risky the investment." 

The relationship of risk and return is very difficult to 

establish statistically. Intuitively, it is not a difficult concept. 

The concept is that an investor must be offered a higher return to 

accept a risky asset. As Sauvain (1967, p. 116) points out: "Ability 

to risk adverse investment experience limits efforts to maximize 

returns." 

Investors attempt to get larger returns by investing in 

securities of poorer grades—subjecting themselves to loss. Investors 

also attempt to get a larger return by subjecting themselves to 

uncertainty. It is not necessary to accept uncertainty due to lack of 

investor knowledge, as that can be mostly eliminated. 

Along with loss, uncertainty, and variability of returns, risk 

can also be defined by type. This is the way traditional investment 

theory classifies risk: financial risk, interest rate risk, 

liquidity/marketability risk, purchasing power risk, and social/legal/ 

governmental risk. These categories or classifications are discussed 

in more detail later in this chapter. 
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The magnitude of the loss or gain is considered in the next 

section, Measurement of Risk. The relevant measure of risk depends on 

how it is defined. As the foregoing sampling of authors shows, there 

is no "right way" to define risk. Each definition makes a 

contribution to the investor's understanding. 

Measurement of Risk 

Risk is difficult to measure. Only recently has an attempt 

been made to measure it specifically. The measurements discussed here 

fall into three general types: modern portfolio theory statistical 

measurements, traditional risk rating systems, and the risk premium 

used in both a traditional and modern way. When risk is defined as 

variability of returns, statistics can be used to measure risk. 

"A unique character of risk is that it exists only in the 

future but can be measured only in the past" Williams, (1980 p. 21). 

The above quote points out the greatest difficulty with measuring 

risk—the fact that risk occurs in the future. This makes it very 

difficult to measure in the present. There are three potential 

solutions to this problem: 

1. Use past data 

2. Use subjective analysis 

3. Use a combination of the above two. 

None of these solutions is satisfactory. Therefore, any measurement 

of risk can be criticized for either assuming the future is going to 

be like the past, or assuming the subjective biases of the forecaster 
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are correct. Even complicated econometric models using past data and 

subjective judgments cannot predict the future exactly. The best that 

can be hoped for in a risk measurement is increased understanding of 

how losses might occur. 

Statistical Measurements. The Capital Asset Pricing Model, 

which followed Markowitz's theories, defines risk as a very specific 

part of uncertainty—variability of return. This variability of past 

or future returns can be measured by several mathematical or 

statistical measurements. The most common ones are range, probability 

estimates, standard deviation, and Beta. 

The range of past returns, or the high outcome and low outcome 

range of future returns, is sometimes used to estimate risk. "The 

difficulties of using range as a risk proxy are that it doesn't 

consider returns between the extremes and gives no weight to the 

likelihood of one outcome versus another." Radcliffe (1982, p. 140) 

The probability distribution does consider returns between the 

extremes and does give weight to the likelihood of one outcome versus 

another. A probability distribution shows a range of possible returns 

and assigns probabilities to each. A common example would be to 
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assign probabilities to the best case, the worst case, and the most 

likely case. Charted, it would look like this: 

1. 

. 8  

.6  

.4 

2 4 6 8 10 12 Percentage Return 

Figure 2.1 Probability Distribution 

Another use would be: 

Inflation Probability Single Period Return 

0-5% .6 8% - .048 

5-10% .2 12% .022 

10% up .2 16% .030 

.100 

Expected Return = (probability of return) (possible return). 

These subjective estimates measure how certain an investor is 

regarding an expected rate of return under different circumstances. 

From this an expected return can be calculated, but this still leaves 

the investor uncertain about what the actual return may be. 

A probability distribution with either past returns or 

subjective estimates can be plotted and other statistical measurements 

applied. 
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The standard deviation measures the dispersion of the returns 

both above and below the expected return. And it can also be used to 

show the correlation between security returns. Because of this, it is 

used as a proxy for risk. It can be calculated with either historical 

or estimated future data. When calculated using historical returns it 

is called "ex post standard deviation." When calculated using 

expected future returns it is called "ex ante standard deviation." 

Beta is the risk measurement used by the Capital Asset Pricing 

Model. It measures the volatility of a stock relative to the 

volatility of the market as a whole. It is the average percentage 

change in the price of a stock relative to the percentage change of a 

market index. 

Perhaps Beta can be best understood with an example: using 

historical data, Cohen, Zinbarg, and Zeikel (1982, pp. 153-4), give 

the following illustration for the procedure of partitioning the 

return on a common stock into its two basic elements—a market 

component and a specific stock component: 



- 4 i — —» 
-4 -2 0+2+4 Percent 

Figure 2.2 Measurement of Market Sensitivity 

"Assume that we are measuring returns (usually measured 
net of the risk-free interest rate) monthly for a one-year 
period, recognizing that any other base and interim period can 
be considered as well. Each dot on the chart represents a 
particular month's gain or loss on the stock (measured on the 
vertical axis) and the corresponding gain or loss in the 
"market" during the same month (measured on the horizontal 
axis and using the S&P 500 Index as representative of the over
all market)." 

"Using standard statistical techniques, a least squares 
"regression line" is drawn through the 12 monthly observations. 
This regression line is a quantitative description of the 
relationship between the returns on the stock and the returns 
on the market. It provides the following information: 

1. Beta is the 'slope' of the regression line, the 
amount of vertical movement (stock return) per 
unit of horizontal movement (market return). If 
the slope were at a 45° angle, Beta would be 1.0, 
meaning that on average, every 1 percent return 
on the market was associated during this period 
of time with a 1 percent return on the stock. A 
shallower slope would be represented by a Beta 
of less than 1.0 ... 

2. Alpha is the 'intercept' of the regression line, 
the point at which the line crosses the vertical 
axis and zero on the horizontal axis. It 



represents the amount of return produced by the 
stock, on average, independent of the return on 
the market. It measures the specific component 
of a stock's returns." 

At this point modern portfolio analysis makes an assumption 

that the diversifiable part of a risk-diversified portfolio tends 

toward zero, leaving Beta as the measurement of risk. 

Beta as a risk measurement is perhaps more appropriate to 

stocks than to bonds. Cohen, Zinbarg, and Zeikel (1982, p. 470) make 

this comment, "Nor does bond quality appraisal lend itself as readily 

as stock risk appraisal to the notion that market price 

volatility-Beta—is a useful proxy for risk." The short-term price 

volatility of bonds is determined by market interest rates. 

Beta can vary for the same stock when calculated by different 

advisory services. The index of the aggregate stock market returns 

can be Standard and Poor's Composite Index, the Dow Jones Composite 

Index, or the NYSE Composite Index. The time span of the Beta 

measurement can also differ. However, it turns out that stocks that 

have a high risk as measured by Beta are rated high-risk by other 

risk-rating systems. The determinants that cause a stock to have a 

high Beta also cause it to be risky in the ordinary sense. 

Other Risk-rating Systems. Other risk-rating systems have 

been developed for common stock. These were used before Beta. 

Moody's Industrial Manual, Standard and Poor's Stock Guide, and Value 

Line Investment Survey are among the best known. Beta and these 

guides are usable by the individual investor. 

Bond ratings are concerned with the financial risk of bonds. 

They are more concerned with the financial health of a company in a 



recession when the promises to pay are the most difficult to keep* 

Stock analysis tends to have the opposite focus because of the 

emphasis on growth. 

The Risk Premium. The risk premium is an adjustment or an 

add-on to a risk-free rate of interest and can be considered an 

attempt to measure risk. An investor requires a return for two basic 

reasons: the time he foregos use of his money, and the risk that must 

be assumed for this particular investment. Both the traditional 

approach and the capital asset pricing model have used the risk 

premium to adjust return for risk, forcing the investor to quantify 

the risk assumed by any particular investment. 

Modern portfolio theory assumes two things about the 

individual investor's preferences: (1) that investors will maximize 

return for a given level of risk or minimize risk for a given level of 

return, and (2) the greater the dispersion of the possible wealth 

outcomes, the greater the risk premium required. The return iriilch 

must be paid to" induce people to accept the uncertain outcomes 

associated with, securities is known as the risk premium. Radcliffe 

(1983, p. 140) points out, "The size of the risk premium will depend 

upon both the risk aversion of an individual (the slope of his or her 

utility of wealth curve) and the magnitude of the risk (the 

distribution of possible wealth outcomes.)" (Radcliffe, 1983 p. 140.) 

The risk premium is added to the risk-free rate so the 

risk-free rate must be explained first. The risk-free rate is a 

theoretical rate, not to be found in the real world. Real assets that 
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are used as a proxy for the risk-free rate vary with the risk 

conception of each investor. Radcliffe (1983, p. 27) had this to say: 

"A perfectly risk-free security doesn't exist. Even 30-day 
T-Bills contain some risk, not so much in the probability of 
default as in the uncertainty about the 30-day real return 
after inflationary losses. Thus, the types of interest rates 
and securities discussed in this chapter are more a conceptual 
ideal than rates or securities actually available in the markets. 
But this shouldn't detract from the importance of the concepts 
developed for at least two reasons: first, a large and very 
active market exists for securities which can effectively be 
considered risk-free. For example, many people believe U.S. 
Treasury and Agency obligations, high-grade corporate bonds, 
and high-grade municipal bonds all have such low levels of 
default risk that they are virtually risk-free." 

The individual investor has a choice of real world risk-free rates 

upon which to build a required rate of return. All of these include a 

market consensus of the expected rate of inflation. It may simplify 

things to accept a market consensus for future inflation within the 

RFR, or the investor may wish to use his own perception of future 

inflation rates. The nominal risk-free rate consists of a pure rate 

of interest and an adjustment for expected inflation. 

The Capital Asset Pricing Model assumes that the required rate 

of return with a risk premium is made up of a risk-free rate, plus 

Beta, plus the prevailing market risk premium. The risk premium is a 

risk measurement partly unique to the stock (Beta) and partly a 

measure of market variability (the market risk premium.) 

A more traditional method of estimating a risk premium existed 

before Beta. The investor estimated a risk premium subjectively. A . 

risk rating system was used to determine financial risk; the effect of 
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interest rates was considered; a liquidity premium was added, an 

estimate of future inflation and any other social/legal/governmental 

risks were considered. The focus was not on precisely measuring the 

risk premium so much as on exploring the different types of risk for 

this asset. 

Summary of Risk Measurement. Risk measurement is difficult 

because it is measuring something that occurs in the future. Neither 

past data nor estimates of future data will be correct. However, an 

attempt to quantify risk is helpful. Several statistical measurements 

can measure variability of returns. Beta is used to measure 

variability and correlation with a market index. The risk-rating 

systems of Moody's and Standard and Poors were developed before modern 

portfolio theory. They are still used by investors. This system 

correlates with the Beta risk-ratings. Beta or an estimate of risk 

from the traditional classifications of risk can be used in order to 

add a risk premium to the risk-free rate. The appropriate risk 

measurement depends on how risk is defined. Five categories of risk 

will be defined in the next section and, where appropriate, their 

measurements will be included. 

Types of Risk 

Introduction. This section divides risk into five types. 

Each type is defined and sometimes divided into subcategories. The 

measurement of each risk is discussed. Included is the effect on an 

income-oriented and an appreciation-oriented investor. Last is an 

application of each risk to the four asset categories. 
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This type, of risk classification was used by authors before 

modern portfolio theory introduced a division of risk into systematic 

and unsystematic* No single author divided risk in this exact manner 

but the general division was taken from Sauvain (1967). This method 

of defining risk was selected because it gives an understanding of the 

areas tfiere loss may occur and because it is applicable to real 

estate. It is referred to as the traditional approach. 

The five risk categories and their subdivisions are: 

1. Financial risk 

Management risk 

Financial leverage risk 

Business cycle risk 

2. Interest rate risk 

Price risk 

Reinvestment rate risk 

3. Liquidity/Marketability 

4. Purchasing power risk 

5. Social/legal/governmental risk 

Financial Risk. Financial risk can be defined as uncertainty 

due to the financial ability of the firm. Investors attempt to 

minimize this risk by diversification. It is graded by Standard and 

Poors and Moody's and measured by the firm's earnings and the strength 

of the requirement to pay. For clarification it can be subdivided 

into several factors. 
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Management risk is a part of financial risk and is defined as 

the capability of management to operate a business efficiently, to 

respond to competitive conditions, to anticipate inflation, and to 

innovate. Management skill is difficult to measure but is considered 

by some to be the most important factor for success. In a ranking of 

investment alternatives, the ones requiring the most difficult, time-

consuming or complex tasks tend to have the most management risk. 

Financial leverage risk is the uncertainty introduced by the 

method of financing an investment. Financial leverage risk increases 

with the use of debt financing. This risk can be inherent in the 

financing of the firm or altered when an investor finances the asset. 

Business cycle risk is associated with the general business 

cycle of recession and recovery. In addition, an industry or firm may 

have a unique business cycle that effects its income flow. 

Financial risk can cause variability of returns for both the 

income-oriented and appreciation-oriented investor. However, income 

from dividends, interest, and rents is remarkably stable when compared 

to fluctuation of market price. The variability of periodic income 

returns depends on the firm's present earnings, reserves, credit 

ability, and legal requirements to pay. Whereas variability of 

capital, as reflected by market price, varies with market interest 

rates, the firm's financial condition and investors' perception of 

this financial condition. 

Financial risk is the risk often referred to when speaking of 

"safety." Firms are graded for this risk by financial ability to pay. 
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Debt securities issued—by the federal government, or those issued by 

agencies of the federal government—are considered the safest. Debt 

securities issued by corporations with a high rating by Standard and 

Poors or Moody's are also considered low in financial risk. 

The grading of equity securities is only a part of security 

analysis, where much of the process is looking at the up-sided 

potential. 

Direct equity ownership of physical assets requires the 

investor to assume some of the responsibility for financial risk, as 

the leverage and management subcategories are under his control. 

General business cycle risk is also present. 

Asset categories and financial risk: 

1. Short-term debt—least financial risk 

2. Long-term debt—graded on an individual basis 

3. Equity securities—graded on an individual basis, more 

risk 

4. Equity ownership of physical assets—partly depends on 

investor's management, general business cycle risk. 

Interest Rate Risk. Interest rate risk can be defined as the 

uncertainty of return due to changes in the general level of market 

interest rate. Changes in the market interest rate seem to have a 

pervasive influence on the prices of all investments, but they are the 

dominant influence on debt securities. Investors attempt to minimize 

this risk by immunizations for long-term debt. 



Interest rate risk must be broken into two parts: 

reinvestment rate risk and price risk. Reinvestment rate risk comes 

from uncertainty of yield irtien money must be reinvested in the future. 

This is the dominant risk for short-term debt. As short-term debt 

monies are reinvested or "rolled over," the future market interest 

rate must be accepted. The new rate may be less and is uncertain in 

any case. In recent years there has been considerable variation in 

short-term interest rates. 

Reinvestment rate risk also concerns the long-term debt 

holder. The interest received before maturity must be reinvested at 

market interest rates. These future market rates may be less (or 

more) than the yield on the long-term debt instrument, affecting the 

investors anticipated yield for the time period he had planned. 

The other part of interest rate risk is price risk. This 

concerns an investor when a debt instrument is not held to maturity. 

The only future date at which a bond's price is certain is at maturity 

(barring default or call). If an investor wishes to sell a debt 

instrument in the secondary market before maturity, the price will be 

affected by the then current market interest rate. 

In other words, reinvestment rate risks—uncertainty of market 

interest rates when money must be reinvested—causes wide swings in 

the investor's income from interest; whereas price risk—uncertainty 

of prices if sold before maturity—causes wide swings in principal 

value. Price risk and reinvestment-rate risk are inversely related. 



A change in market interest rates affects both and could be said to 

measure the size and variability of both types of interest rate risk. 

Interest rate risk is related to other risks. When inflation 

increases, interest rates tend to go up, causing bonds to experience 

both price risk and purchasing power risk. Inflation and interest 

rates tend to move in the same direction. 

Assets subject to interest rate risk are also subject to 

financial risk. When you combine the likelihood of losing money due 

to financial risk with the loss due to fluctuations in interest rates, 

there is much greater variability of price. When an investment has 
* 

financial risk and interest rate risk, it is not a question of which 

risk dominates, but of total risk. 

Equity securities are also effected by a change in interest 

rate. There are times when the stock market and interest rates seem 

inversely related. Interest rates also affect the cost of borrowing 

to buy precious metals, housing, and other real estate investments. 

The asset categories and Interest rate risk: 

1. Short-term debt—great reinvestment rate risk, 

no price risk 

2. Long-term debt—great price risk, some reinvestment 

rate risk 

3.. Equity securities—probably inversely related, 

other risks dominate 

4. Equity ownership of physical assets—interest rates 

affect real estate supply-and-demand and cost of 

debt to finance other assets; other risks dominate. 



Liquidity/Marketability. The ability to buy or sell an 

investment quickly without making a substantial price concession is 

known as liquidity. Liquidity risk is the uncertainty of the amount 

to be received on resale introduced by an investor's desire for his 

money back. The investor's desire to liquidate is usually assumed, 

reducing this risk to two aspects: a good market and a good price. 

A market is the means through which buyers and sellers are 

brought together to aid in the transfer of goods and services. A 

physical location is not necessary, only communication. The 

attributes of a good market are: 

1. Speedy and accurate information regarding price and 

volume of past transactions 

2. A continuous market, meaning prices do not change much 

from one transaction to another unless substantial new 

information is available. A continuous market requires 

numerous buyers and sellers who are willing to trade 

at prices below and above current prices 

3. Low transaction costs, meaning the cost of changing 

ownership such as commissions and legal fees 

4. Quick adjustment of prices to new information 

* 

A primary market is where new securities are sold. A 

secondary market is where outstanding securities are bought and sold 

In the secondary market the proceeds of the sale do not go to the 

company, but to the current owner of the security. The secondary 

market is for individual buyers and sellers. 
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National markets such as the New York Stock Exchange, have a 

great marketability advantage but they are not the only markets. 

Informal markets sell equity assets that are directly owned as real 

estate, stamps, coins, and collectibles. Sometimes a dealer is 

willing to "make a market" in a particular stock, type of bond, or 

collectible. This means they are willing to buy or sell that item; 

however, the price includes carrying costs and the cost of searching 

for buyers and sellers. This usually increases the transaction costs. 

Sometimes the market for real assets is an auction, with the selling 

price for any one item unknown. National markets have the greatest 

marketability; local markets less; individual buyers hunting 

individual sellers the least. 

Marketability is a necessary but not a sufficient condition 

for liquidity. Liquidity Includes the concept of no loss of 

principal. Marketability means an asset may be turned into cash 

quickly, but it does not suggest the price received will be equal to 

the purchase price. No matter how quickly the money is received, or 

how low the transaction costs, if the asset is subject to substantial 

price fluctuations, it is not highly liquid. 

It is the capital-preservation investor who is interested in 

highly liquid investments as this is the only risk category which 

promises no loss of capital. Short-term debt is high in liquidity. 

The income-oriented investor seeks long-term debt for income 

stability, but this is not liquid. Short-term debt is liquid but 

gives great variability of income from interest. The appreciation 



investor chooses highly liquid assets whenever a larger return is not 

available elsewhere. 

All investors need some liquidity, usually a percentage of 

their portfolio. The investor's motivation for liquidity is either 

current consumption or another investment. The need for quick cash 

occurs when investments do not work out as planned, when investments 

require additional cash funds, or for unexpected consumption needs. 

Liquidity in part of a portfolio gives staying power to other 

investments. Liquidity is also needed when better investment 

opportunities are available elsewhere. 

Assets have more or less liquidity by how readily they can be 

redeemed or sold at or near acquisition value. Interest bearing 

accounts and money market accounts can always be redeemed at face 

value; so they are very liquid. Money market instruments of various 

short maturities can be redeemed at face value at frequent maturities 

or can be sold in an active secondary market with little loss; so they 

are also considered liquid. 

Long-term debt has a specific time it can be redeemed at face 

value, maturity date. When an investor wishes his money back before 

maturity, there is a liquidity problem. 

Equity has no promise that it ever can be redeemed at face 

value but marketable equity securities have liquidity when their price 

is above purchase price. When marketable, the question is "At what 

price? " 
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Direct equity investments as real estate, bullion and 

collectibles can be redeemed at face value or above in a rising market 

or When an appropriate buyer for a unique asset happens by, otherwise 

they are not liquid. This risk includes loss that may occur from 

turning an asset into cash. Three ways this loss can occur are (1) a 

long holding period to find a buyer,.(2) large transactions costs for 

brokerage fees, legal fees, appraisal fees, etc. (3) market price 

variations. An asset must be marketable and have a stable price to be 

liquid. 

The asset categories and liquidity: 

1. Short-term debt—very liquid 

2. Long term debt—liquid at maturity, otherwise marketable 

but no price guarantee 

3. Equity securities—marketable but no price guarantee 

4. Equity ownership of physical assets—local or 

unorganized markets—no price guarantee. 

Purchasing power risk. Purchasing power risk is the 

uncertainty of the purchasing power of the dollar to be received in 

the future. It affects all investments. When the purpose of 

investing was discussed, it was noted that investors forgo current 

consumption in order to store their wealth for future use or increase 

it. It is what the wealth will buy, not the dollar amounts, that is 

the purpose of investing. The dollars are just a convenient way of 

measuring wealth. 

The consumer price index is the best known measure of U.S. 
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purchasing power. Though not perfect, it is revised from time to time 

to bring it closer to actual goods and services consumed in the United 

States* Constant dollars, figured mathematically, compare the 

purchasing power of the dollars received in two different periods. 

Constant dollars can easily be figured by dividing the current dollar 

amount by the current price index figure. The answer is constant 

dollars, with the purchasing power of the dollar in the base period of 

the price index. 

History of the purchasing power of the dollar shows that it is 

never stable for long. Times of war brought on strong price 

inflation; the Great Depression brought about a major deflation. 

There was a 30 year period, from 1865 to 1895, when the purchasing 

power of the dollar also increased. In spite of these two periods of 

actual deflation, the long term trend line is inflationary. Though 

the rate has slowed considerably, the U.S. is still in a period of 

inflation that began in the 1940's. 

Purchasing power risk can be subdivided into three categories: 

expected inflation, unexpected inflation and changes in inflation 

perception. Expected inflation is simply a market consensus of the 

most likely inflation rate. Unexpected inflation can be defined as 

the difference between what was expected and what actually occurred. 

Short-term debt makes the most rapid adjustment to expected 

inflation and unexpected inflation. The T-Bill rate does not track 

inflation exactly but smoothed out over a long period of time, it 

comes close (see table 2.3). An investor in T-Bills must reinvest an 
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amount eqqal to the actual Inflation rate to maintain purchasing power 

of the principal and pay income taxes at the regular rate on the 

interest* At times there is no real after-tax yield when the 

principal is adjusted for purchasing power and income tax paid. 

The income-oriented investor and the capital appreciation 

investor are equally subject to this risk. The income must grow by an 

amount equal to inflation and the capital must grow by an amount equal 

to inflation for either of these investors to simply maintain buying 

power. It is the relationship between the return and the CPI that is 

important. These are the two variables that determine the amount to 

be received in constant dollars. To receive more constant dollars, 

the return must rise or inflation must go down. Actually a third 

variable, the investor's tax rate must also be figured into the 

equation of how much after tax purchasing power is realized. 

Table 2.3 Basic Series—Investment Total Annual Returns 1926-1978 

Series Geometric 
Mean 

Arithmetic 
Mean 

Standard 
Deviation 

Common Stocks 8.9% 11.2% 22.2% 

Long Term Corporate Bonds 4.0% 4.1% 5.6% 

Long Term Government Bonds 3.2% 3.4% 5.7 % 

U.S. Treasury Bills 2.5% 2.5% 2.2% 

Inflation 2.5% 2.6% 4.8% 

Source: Ibbotson and Sinquefield, Stocks, Bonds, Bills, and 
Inflation 
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Long-term debt gives a higher yield and is a good predictor 

of expected inflation but feels the full purchasing power risk from 

unexpected inflation. Inflation will drive interest rates up, 

compounding the purchasing power risk loss with an interest rate risk 

loss. Long-term debt has considerable purchasing power risk from 

unexpected inflation, with no way to increase return for 

compensation. 

Common stocks have a history of keeping pace with inflation 

only in some periods. In the last period of high inflation, they were 

a disappointment. If the stock market is inversely related to 

interest rates, it is probably inversely related to inflation rates* 

Commodities and options await further research to establish 

relationships. However, equity securities do have the potential of 

increasing in value of both interest and principal to keep up with 

inflation. 

Real estate has the best historical record for high yields in 

an inflationary period. There is no guarantee this will be true in 

the future, but all equity investments have no limit on return, so 

they have the potential for returning more than inflation. Collecti

bles also have increased in price during times of inflation. In 

general, it is the relationship of after tax-yield to inflation that 

is important in maintaining purchasing power. 
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The asset categories and purchasing power risk: 

1. Short-term debt: yield tracks Inflation; yield may not 

be high enough to maintain after-tax purchasing power 

2. Long-term debt: great purchasing power risk from expected 

inflation 

3. Equity securities: past return history mixed; good 

potential 

4. Equity ownership of physical assets: not dollar 

denominated; historically the best protection. 

Social/Legal/Governmental Risk. This risk category can be 

defined as uncertainty of returns due to changes in the law or social 

changes which invalidate the rights on which private investment is 

based. This risk is subdivided into risks of major social change, 

risks of a legal nature, and risks due to our national government, and 

risks due to international governments. They will be taken up in that• 

order. 

The risk of social change is present in every area of 

investing. Different groups hold different opinions on how the 

resources of our society should be used. A good recent example is the 

drive by the environmentalist to limit the uses of privately owned 

real estate. This group obtained enough power to change laws which 

changed the investment potential of real estate. 

Before the actual laws are changed, there are at least two 

steps, both of which affect the return on investments. The first is 

the number of court cases on an issue. When a social change is 



building, there are likely to be many court cases around the issue. 

An example of this is when investors are unwilling to loan second 

mortgage money because the home occupant is disadvantaged in some way, 

fearing a lengthy court case. Court costs are expensive for an 

investor and part of this general risk category. 

Social change is also heralded by issues that cause major 

controversies in the press. Sometimes there is an opportunity to make 

money from controversial situations, sometimes a loss occurs. An 

example of this might be the controversial issue of nuclear power. 

The bankruptcy of a major utility company made a financial difference 

to many investors. Other utility companies with nuclear plants may 

find that public attitudes on nuclear power are reflected in the 

commissions which control the revenue increases necessary to pay 

investors dividends and interest. The price of utility stock is also 

affected by this controversy. 

Social change is certain. How it affects the portfolio of an 

individual depends on each unique situation. There is no known way to 

measure this risk, but investments in areas of major controversy or 

many court cases would rank high in potential for loss from social 

change. 

There is a provision for change within our legal system. New 

financial products, such as interest-bearing checking accounts, are 

brought about by changes in the law. Laws do change. The income tax 

laws and rulings change with regularity, sometimes to the investor's 

advantage (change of the maximum tax-bracket) and sometimes to an 



investor's disadvantage (withholding on interest income). Court 

decisions provide subtle changes in law* Common practice and law 

sometimes differ. There are many grey areas causing uncertainty; 

sometimes to an investor's advantage, sometimes to his disadvantage. 

This risk can cause loss from changes in the law or legal 

proceeding which increase costs to the investor. Some of these losses 

can be insured against; some cannot. 

The government of the U.S. has based investment rules on 

capitalism and democracy. Individuals have the privilege of seeking 

their own economic advantage. This system has laws that protect the 

individual ownership of property, enforces contracts, and provides for 

some common national goals. Within this framework the action of the 

government does influence the gains and losses of individual 

investors. This is done by well established and conventional systems 

such as zoning rulings, or actions of the Federal Reserve Board. 

Governmental risk can be divided between local, state and the 

federal government and international interaction between governments. 

Local government affects investment return; one example would be rent 

control. State government affects investment return; the actions of 

the state corporation commission would be an example. Federal 

government affects investment returns; the power to put on price 

controls would be an example. International actions between 

governments affect investment returns; the relative strength of the . 

U.S. dollar to other currencies would be an example. 
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There is a recent sensitivity to the international aspect of 

this risk. The competition from other countries is taking more of the 

U.S. market share because other governments are generating cooperation 

between labor, capital and government to maximize their international 

competitive posture. Japan is an example. Because of this it may 

seem time to have a national policy of rebuilding our industrial 

plants, perhaps at the expense of our current commitment to the 

housing sector. 

The risk of major social changes, legal changes or court 

costs, and governmental actions influences all asset categories but 

large scale, long-term real estate projects are particularly 

vulnerable. The longer the time frame of an investment, the larger 

its complexity, the more controversial the area, the greater the risk 

in this area. 

Asset Categories and Social/Legal/Governmental Risks. 

Short-term Debt - considered little risk but current worries over 

international banking defaults 

Long-term Debt - worry over the government deficit, and international 

corporations increase risk 

Equity Security - government regulation increases risk 

Equity Ownership of Physical Assets - much governmental regulation in 

real estate development, currency regulation. Portable 

physical assets as stamps and coins considered a defense. 

Summary of types of risk. Before going on to discuss the way 

to defend against risk, a brief review of the basic points would be: 



financial risk is firm-related risk; interest rate risk is caused by a 

change in interest rates; liquidity risk is the cost of a quick sale; 

purchasing power risk is loss due to inflation; and social/legal/ 

governmental risk is due to changes in those areas. The main points 

under each risk are presented in table form on the next page. 

This discussion of risks by no means covers every cause of 

investor loss. For instance, we have not mentioned dishonesty and 

fraud. The future will surprise us and bring to light new areas of 

risk. 

Defenses Against Risk 

Introduction. The five types of risk have been defined along 

traditional lines. Each has been integrated with short-term debt, 

long-term debt, equity securities and equity ownership of physical 

assets. With this understanding the individual investor is in a 

position to see the defenses against risk and the opportunities risk 

brings. The defenses will be discussed first, from the general to the 

specific. 

General Defenses. There are four basic choices as strategies 

to reduce or eliminate risk. They are: avoiding it, transferring it, 

reducing it or insuring against it. Sometimes these work when the 

loss is expected and the proper action is taken ahead of time. This 

necessitates an understanding or knowledge of risk. The risk theory 

just reviewed should be a help in that regard. 



Table 2.4 Risk Types 

Financial Risk 

Definition: uncertainty due to the financial ability 
of the firm 

Types: management, financial leverage, business cycle 
Measured by: rating agencies and Beta 

Interest Rate Risk 

Definition: uncertainty of returns due to changes in the 
general level of interest rates 

Types: price risk and reinvestment rate risk 
Measured by: change in market interest rates 

Liquidity/Marketability 

Definition: ability to buy or sell quickly without a price 
concession 

Types: marketability and stable price 
Measured by: frequency of stable price and efficient market 

Purchasing Power Risk 

Definition: uncertainty of the future purchasing power of 
the dollar 

Types: anticipated, unanticipated, and changes in 
anticipation 

Measured by: indexes as Consumer Price Index, Wholesale Price 
Index etc. 

Social/Legal/Governmental Risk 

Definition: Loss or uncertainty due to social, legal or 
governmental policy 

Types: legal risks; risks of general social change; risk of 
governmental policy changes 

Measured by: court cases, controversial issues, 
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Avoiding a risk means not putting your money in that 

investment. An example of this would be avoiding purchasing power 

risk by not investing in long-term bonds when inflation is likely to 

accelerate. 

Transferring risk means structuring the investment deal so 

other parties take part of the risk. An example of this would be 

flexible rate mortgage payments. Interest rate risk has been 

transferred from the lender to the borrower. 

Reducing risk means a strategy that may reduce loss. An 

example is diversification to reduce firm-unique financial risk. 

Another example would be spaced maturities in a bond portfolio to 

reduce liquidity risk and interest-rate risk or buying securities of 

the highest grade to reduce financial risk. 

An example of insuring against risk would be buying adequate 

performance bonds, to cover insurable losses. 

On the next page are listed the defenses available for each 

specific risk: financial risk, interest rate risk, liquidity, 

purchasing power, and social/legal/governmental. The general defenses 

just discussed of avoiding, transferring, reducing and insuring are 

used, plus the specific defenses of diversification, immunization, and 

indexing. Each risk has some general and some specific defenses. 

Diversification. Diversification can be used to reduce risk; 

the individual portfolio can be diversified between the four asset 

categories, or individual assets can be diversified within a relevant 

category. 
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Table 2.5 Defenses Against Risk 

Financial Risk 

£. Buy securities that are backed by the governnent or graded high. 
2. Traditional analysis with updates. 
3. Diversification. 

Interest Rate Risk 

1. Match maturities to investor horizon; hold to maturity. 
2. Immunization. 
3. Price risk: buy only when lover interest rates are anticipated. 
4. Reinvestment rate risk. Buy zero coupon bonds or match proceeds 

with consumption. 

Liquidity/Marketability 

1. A comfortable percent of total assets in the money market funds. 
2. Insurance for consumption emergencies (medical, homeowners). 
3. Spaced maturities. 
4. Available credit lines. 

Purchasing Power Risk 

1. The best defense is to maximize yield, after tax. 
2. C.P.I, indexing, or indexing to net profits. 
3. Don't buy long-teem bonds in a period of accelerating inflation. 
4. Equity has the potential to protect but it depends on total 

return. 
5. Real estate has the best historical record. 

Social/Legal Governmental 

1. Stay away from controversial areas where legal battles may occur. 
2. Be aware of major social trends. 
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Naive diversification simply means buying as many different 

individual assets within a group as the dollars allow, hopefully ten 

or more* Efficient diversification is an exact structuring of a 

portfolio, usually of common stocks. Efficient diversification has 

made a major contribution to investment thinking and will now be 

briefly discussed. 

Harry M. Markowitz's work on portfolio theory made a major 

impact on how risk is measured for a portfolio of assets. His book 

Portfolio Selection: Efficient Diversification of Investments was 

published in 1959. From it and subsequent research grew Modern 

Portfolio Theory (MPT) which shows that a portfolio can have risk 

characteristics quite different from those of the individual 

securities in the portfolio. The interrelationships of these 

securities are studied and quantified. From these theories came 

Markowitz's major contribution to the individual investor—efficient 

diversification of a portfolio. Rolo (1982, p. 52) states "Notwith

standing its shortcomings, Modern Portfolio Theory highlights an 

important truth that many investors are either not aware of or 

unwisely disregard—namely, that proper diversification reduces the 

type of risk that is not contingent on the market's behavior but stems 

from industry and company developments." 

For an understanding of tAiich risks can be diversified away 

and which cannot, MPT divided risk into two categories: systematic . 

and unsystematic. Within a specific asset category, or "market," only 

the unsystematic risk can be diversified away. This theory is applied 
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mainly to common stocks, and the market usually referred to Is the 

stock market. 

When a portfolio of common stocks is efficiently diversified, 

risk can be further reduced in two ways. The mix of stocks and risk-

free bonds can be altered. If the investor wants a portfolio risk 

level that is, for example 20% less than the aggregate stock market, 

then 20% of the total money would be placed out of the market in 

"risk-free" bonds. (See Measurement of Risk, Risk Premium.) Another 

way to reduce risk with efficient diversification is to restrict 

portfolio holdings of common stock to a specified average risk level, 

or Beta. 

Unsystematic risk, which is often called firm-unique risk, can 

be offset by holding other firms in the portfolio. Unsystematic risk 

is subdivided into that part attributed to industry characteristics 

and that part attributed to the firm itself, both of which may be 

diversified away. Examples of unsystematic or firm-unique risk would 

be: changes in the firm's management, shifts in competitive posture, 

labor contracts, patents, and financial leverage used by the firm. 

Systematic risk, which is often referred to as market risk, 

cannot be diversified away because it is factors that affect the whole 

market or system. Examples of systematic risk are: interest rate 

changes, long-run economic growth, changes in investors' willingness 

to accept risk, inflation, and any other world-wide or national event 

that affects the whole system. If the market or system is rather 

narrowly defined as the stock market, then it is assumed this risk can 

only be eliminated by going out of the stock market. 
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This paper only briefly mentions Markowitz's theory. No 

attempt is made to explain or use the theory, only to point out its 

emphasis on risk and return of the total portfolio. This is a 

controversal theory and its extension and use are still evolving. 

However, this does not prevent the individual investor from using its 

ideas. 

Radcliffe (1982, p. 160) has this to say about the possible 

benefits of diversification. "Naive diversification assures that 

portfolio risk is reduced. However, it does not guarantee that a 

minimum risk is achieved at any level of desired return. Efficient 

diversification is a mathematical procedure which searches through a 

set of data provided by a security analyst to find that combination of 

securities which will minimize portfolio risk for a desired level of 

portfolio returns." 

Though efficient diversification may be difficult for an 

individual investor from a practical standpoint, it is a useful way of 

viewing the world. Naive diversification can be used to reduce any 

specific risk. Examples would be real estate investments which can be 

geographically diversified or stocks that can be diversified by 

industry. 

Indexing. Several variations of indexing could be used to 

reduce purchasing power risk. They are: interest rate indexing; 

sales or net profit indexing; and indexing to the Consumer Price 

Index, the Wholesale Index, or the Inflation Index. 
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An example of Interest rate Indexing Is a variable rate 

mortgage* The lender hopes to obtain some purchasing power and 

interest rate risk protection by transferring some risk to the 

borrower. The rate is changed after a period of inflation. There are 

several investment situations where a rate change is tied to the 

T-Bill rate. 

Indexing to the net return of a company is common in real 

estate. An example would be percentage leases where the lease holder 

gets a base amount and overages as sales or net profits increase. 

Preferred stock is indexed to profits when it's participating 

preferred. Dividends of common stock may be called a variation of 

indexing to company earnings, though the dividends must be voted by 

the board of directors to be received. 

The Consumer Price Index is used for wage increase and can be 

used for many other types of indexing. Rents would be an example. 

Indexing reduces risk from unexpected inflation. However, it is 

rather difficult for the average investor to place funds in an indexed 

situation. The short-term debt category is perhaps the closest. 

Immunization. As previously defined, interest rate risk can 

be divided into two basic parts: reinvestment rate risk and price 

risk. Reinvestment rate risk comes from uncertainty about the market 

interest rate when cash returns must be reinvested. Price risk comes 

from uncertainty about the market price to be received if a security . 

is sold in the secondary market before maturity. A change in market 
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interest rate affects both risks, but the price risk varies inversely 

with the reinvestment rate risk. 

One defense against price risk is to space maturities of debt 

instruments to match consumption or reinvestment needs* If these 

liquidity needs are correctly anticipated, all debt instruments can be 

held to maturity. This eliminates the price risk caused by a need to 

sell in the secondary market. However, reinvestment rate risk is 

still present. 

The Yield to Maturity (YTM) is calculated with the assumption 

that all cash flows received before maturity are reinvested at the 

same rate as the YTM. In order for the investor to actually realize 

the promised yield, interest rates must not vary from the YTM on the 

reinvestment funds. Reinvestment rate risk is present because the 

coupon returns must be reinvested at uncertain market rates in order 

to receive the promised yield to maturity. Immunization was devised 

to eliminate this risk. 

Bond Immunization is the selection of the appropriate bond 

life to balance the two basic parts of interest rate risk: 

reinvestment rate risk and price risk. Immunization uses the fact 

that a change in interest rates affects reinvestment rate risk and 

price risk in opposite ways. For example, when interest rates rise, 

cash flows may be reinvested at a higher rate, making up for the fact 

that a lower price will be received for the bond when sold before 

maturity. If interest rates drop, the proceeds from reinvestment will 

be less but this loss will be recouped when the bond is sold for a 
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higher price. With the proper selection of a bond's sale date, these 

two risks will exactly offset each other. 

A bond's duration date (immunization date) is the time when 

these two risks offset each other. A bond's duration date is the 

weighted average date of its cash flows. This is figured by finding 

the present value of each year's cash flows, discounted by the yield-

to-maturity rate. Each discounted cash flow is then stated as a 

percent of the total present value. The percentages are multiplied by 

the year number in which the cash flows are received and summed. 

Duration may be used with a portfolio of bonds, in which case the 

duration of the portfolio is the weighted average of each bond's 

individual duration. 

This technique of immunizing interest rate risk is applicable 

to all fixed income debt securities, but there are some limitations. 

First, the debt instrument must be marketable, as the technique is 

dependent upon selling at market interest rates before maturity. This 

restricts its use with private mortgages. Second, the bond's 

liquidity is restricted to its duration date. Also the time period 

selected is limited by the duration date of available instruments. 

The use of this technique is limited to locking in a current yield for 

a specific time period. Immunization gives a stable value to a fixed 

coupon bond when all coupon cash flows are reinvested. It is not 

useful for an investor who consumes the income from coupons* 
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A pure discount bond serves much the same purpose as 

immunization in eliminating reinvestment rate risk. Reinvestment rate 

risk is eliminated because no proceeds are received before maturity. 

Investment Types and Risk Defense. No single investment will 

protect an investor against all risks. Each investment has some 

advantages and some disadvantages even When the strategies just 

discussed are used. 

Short-term debt has the least risk exposure with only the risk 

of a variable interest income (reinvestment rate risk). Being as 

close to risk-free as an investment can get, it typically, has the 

lowest yield. 

Long-term debt is exposed to price risk if liquidated before 

maturity. This one factor gives it both substantial purchasing power 

risk and substantial liquidity risk, these factors being interrelated. 

Financial risk can be reduced by investing in government bonds, or 

increased by investing in bonds with creditors having a weaker 

financial position. 

Equity securities have great uncertainty of market price when 

an investor wants out, resulting in liquidity risk, and uncertain 

total return. Equity seurities also have purchasing power risk due to 

uncertainty of total return. Income from dividends have a history of 

keeping up with inflation, which is good news for the income-oriented 

investor, but the appreciation-oriented investor has no guarantees. 

Direct ownership of physical assets has the uncertainty of 

market price but the potential of a total return above the inflation 



rate* Much depends on the management ability of the investor. This 

type of investment is notorious for illiquidity. 

Uncertainty Has Opportunities for Gain 

Part of the definition of risk was uncertainty, giving an 

opportunity for gain as well as loss. This is an important concept 

for maximizing wealth. Investors, particularly when feeling 

speculative, seek situations where uncertainty and variability offer 

gain. Then risk defenses of diversification, indexing and 

immunization are abandoned. 

Diversification reduces unsystematic risk from the failure of 

one firm (stock, bond, mortgage, real estate investment, etc.). It 

also reduces the gain if one firm does outstandingly well. It 

produces the average returns for the items included in the portfolio. 

If an investor wishes an above average return, he can use an undiver-

sified portfolio, where he would hold one or a few assets that would 

do better than the market average. 

No one knows ahead of time where the returns will be greatest. 

But if the odds appear good for outstanding performance by one or t.wo 

assets, there is an opportunity for gain by investing in the 

outstanding performers only. This is assumed to be taking greater 

risk for greater gain by reducing diversification. 
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Indexing is used as a lender's defense against unexpected 

inflation. Indexing a debt to interest rate changes will reduce 

returns if market rates go down. If the lender wishes to lock into a 

high long-term yield, fixed rate long-term debt is best. This will 

give the lender a higher yield than current market rates, or a capital 

gain if the long-term debt instrument is sold before maturity. No 

indexing can be used as a strategy for gain. 

Immunization is a balancing of the amount received in interest 

payments with the amount received upon resale of the bond. It gives 

an unvaried rate equal to the original yield when the bond is sold at 

the duration date. This is a method of reducing uncertainty of the 

yield. If more uncertainty is introduced by making the selling date 

flexible, then'an investor can make more money by selling the bond at 

a time vrtien the best price can be received. This requires timing, but 

not exact timing; for instance, the flexible selling date range could 

be between the duration date and maturity. 

Risk, defined as variability of return, gives an opportunity 

of gain as well as loss. Strategies used as a defense against loss 

can conversely be used for greater gain. 

Summary of Risk 

This detailed examination of risk was an attempt to equip the 

individual investor with enough knowledge to use risk to maximize 

wealth. It began by defining risk as loss and then uncertainty with 

the potential for both loss and gain. Modern portfolio theory and 
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traditional theory were used to measure risk in several ways. For 

better understanding, risk was divided into five types and integrated 

with the asset categories* 

Defenses against risk started with general defenses, went to 

more specific defenses as diversification, indexing, and immunization 

before integrating these strategies with the asset categories. 

Finally a discussion of how uncertainty can be an opportunity for gain 

ends the risk section. A summary table of Types of Investments and 

Risk is on the next page. 

The general investment framework discussed in this chapter has 

three main parts: types of investments, types of risk and the 

investor profile. The first two parts have now been discussed; the 

third part, The Investor's Profile, is the next section. 



Table 2.6 Types of Investments and Risk 

Short-term Debt 

1. Financial risk—little. 
2. Interest rate risk—none to principal, interest income 

varies. 
3. Liquidity—no risk. 
4. Purchasing power risk—yield tends to track inflation. 

Risk of no return on after-tax purchasing power. 

Long-term Debt 

1. Financial risk—on non-governmental issues. 
2. Interest rate risk—yes, but reduced by immunization. 
3. Liquidity—much risk because of price change before 

maturity or immunization date. 
4. Purchasing power risk—much risk from unexpected 

inflation. 
5. Hybrids—risk of both equity and debt. 

Equity Securities 

1. Financial risk—much risk but reduced by diversification 
2. Interest rate risk—market level change tends to be 

inversely related to interest rates change. 
3. Liquidity—marketable but no price certainty. 
4. Purchasing power risk—potential protection, history 

mixed. 

Equity Ownership of Physical Assets 

1. Financial risk—much risk. 
2. Interest rate risk—not dominant but secondary force. 
3. Liquidity—much risk. 
4. Purchasing; power risk—historically the best yield in 

inflationary periods. 
5. Social/legal/governmental risk. 
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The Investor's Profile 

This section presents the factors about an Individual that 

are relevant to Investment decision-making. The available types of 

investments and the risks inherent in each type are not sufficient to 

determine if real estate is an appropriate investment choice. The 

individual's circumstance and preferences are the determining factor. 

This necessary information about the individual investor is 

organized into The Investor's Profile. The present financial 

situation is delineated first. The investor's present financial 

situation is a given; it will limit some of the options that follow. 

The investor's objectives are stated next. These are items of choice 

based on the individual's financial circumstances. The investor's 

risk tolerance is then explored. The profile is a combination of 

circumstance and personality. 

An outline of the items in the Investor's Profile follows: 



Table 2.7 The Investor's Profile 

Present Financial Situation 

Net after-tax income 
Net worth 
Retirement plans 
Tax bracket 
Management ability 

Investor's Objectives 

Timing of returns 
Management 
Tax strategy 

Investor's Risk Stance 

Aggressive or conservative 
Diversification 
Leverage 
Income risk tolerance 
Capital risk tolerance 
Liquidity 
Inflation 
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Present Financial Situation 

The investor's present financial situation can be discerned 

from the following factors. They represent the limitations of the 

current financial situation and form the basis for the choices to 

come. In a financial planning situation each of the factors would be 

delineated for an individual. Here they are simply discussed in 

generalities. 

1. Net after-tax income: allocated for consumption 
and investment. 

2. Net worth: with major future financial responsibilities 
specified. 

3. Retirement funds: including an estimation of net worth at 
retirement. 

4. Tax bracket. 

5. Management ability. 

Net After-tax Income. Net after-tax income is the money 

assumed to be available for allocation between spending and investing; 

this division needs to be made. The amount available for investing is 

used in estimating future net worth at retirement age. The amount 

available for consumption is helpful in determining the investor's 

income risk-tolerance. 

Net Worth. The net worth of an individual is the sum of the 

assets less the sum of the liabilities. A home is included in the 

assets because it provides the after-tax purchasing power of housing. 

Furniture, personal possessions, and cars contribute to the quality of 

life but are not earning assets; they are excluded. 



73 

The net worth figure puts into perspective the capital risk 

tolerance of an individual and helps in the choice of an aggressive or 

conservative stance* The net worth figure is also used as a starting 

point in estimating the net worth available at retirement. Several 

investments have minimum dollar requirements, and net worth gives some 

indication of the suitability of these for an individual's portfolio. 

Future financial responsibilities may not be a liability, 

strictly speaking, but obligations like college costs or parents' care 

should be stated. 

Retirement Funds. An estimate of the funds that will be 

available at retirement will put the balance between saving and 

consumption in some perspective. The most common pattern of investing 

is accumulation of wealth during the working years (appreciation 

desired) and use of wealth or the income from it during the 

non-working years (income desired). Accumulation by maximizing 

appreciation is the goal that continues until enough wealth has been 

accumulated to meet an investor's basic needs during retirement or 

financially independent years. 

Retirement income usually comes from a combination of . 

retirement plans such as social security, IRA, company plans, etc., 

and invested funds. Here the concern is with the investments that can 

provide retirement income. 

An estimate of net worth at retirement is a combination of 

present net worth, years remaining to retirement, amounts to be added 

to net worth, and the interest rate at which these funds can be 
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compounded. A change in any one of these basic elements will 

influence future net worth and the income that may be received from 

it. 

The years an investor plans to continue working or his age are 

the next relevant factor. This is necessary to figure retirement 

funds but it also Impacts on the investor's choice of general risk 

stance, capital risk tolerance and management ability. Compounding, 

with its powerful effect on net worth, takes time. Age or working 

years remaining indicate an investor's ability to replenish his 

capital in case of loss. 

Tax Bracket. The investor's marginal tax bracket is an 

important planning tool. It is not the percent of gross income that 

is paid in taxes, but rather an approximation of the rate at which 

additional income will be taxed. This figure makes it possible to 

compare tax free investments with taxable investments. It is 

necessary to see if more after-tax income is possible from 

restructuring the portfolio. It determines the tax strategy 

preferences for the investor. 

Management Ability. Management ability can be broken down 

into ability to manage an investment portfolio and the ability to 

directly manage a physical asset like real estate, stamps, coins, and 

collectibles. Past experience in either portfolio or direct 

management is relevant. A profession that gives business experience 

may help an investor make financial decisions, so the investor's 

business experience is relevant. Of course age and health limitations 
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influence management ability. If these restrictions apply, it should 

be noted. 

With these facts in uind from the present situation, the 

investor is ready to consider the investor's preferences. The choices 

fall into two general categories: objectives and risk. 

Investor's Objectives 

The areas included in the objectives are: timing of returns, 

management, and tax strategy. Each has several implications which are 

now discussed. 

Timing of Returns. The timing of consumption of investment 

dollars Is perhaps the most important item of investor preference. 

The balancing of current consumption with future consumption is an 

ever-present choice. Some investors are interested in maximizing 

current income, some in maximizing capital appreciation, and some a 

combination of both. 

Probably the majority of the population perceives investing as 

something done during the working years in order to have a more 

enjoyable retirement. This makes an either/or situation, with the 

retirement date as the time when the investor changes from an 

appreciation maximizer to an income maximizer. The investors who want 

a combination of income and appreciation may have enough net worth to 

meet both desires. The opposite situation is also common; families 

that receive a lump sum from inheritance use part of the money for 

investing and part for current consumption; they are also interested 



in a combination of appreciation and income. Purchasing power risk 

necessitates an inflationary increase in dollar denominated invest

ments to retain buying power; this further confuses a clear income or 

appreciation decision. 

The income-orientated investor may receive a steady flow of 

dollars from interest, dividends, rents, or annuity payments. Larger 

lump sums can be planned by staggering maturity of debt instruments 

and sale of equity assets. Equity securities may be sold in small 

amounts but it is generally considered a better plan to sell at a time 

when market conditions give a good return and then put the money into 

a highly liquid investment for periodic withdrawal. 

The appreciation-oriented investor may invest for an undeter

mined length of time, buying equity assets when the market offers 

bargain opportunities or on a dollar cost averaging schedule, then 

selling these assets when the market offers a good gain. Assfets held 

over one year have a tax advantage of the lower capital gains income 

tax. The appreciation-oriented investor also has a choice of zero 

coupon or deep discount bonds and investing in long-term bonds for 

capital gain when interest rates appear to be going down. 

The investor's preference for timing of returns includes a 

choice of income maximization, appreciation maximization, a 

combination of both, and the time period for this orientation. Funds 

that are designated for short, medium, or long-term Investment 

commitments must be differentiated. Money committed short-term is 

obviously restricted, while intermediate and long-term commitments 
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permit greater flexibility and probably greater returns. Specific 

lump sums needed for consumption items such as college costs or 

housing purchases, should be specified so that maturities can be 

planned to meet these expenses. 

Management. Management by the investor is considered in two 

parts: The management required by a portfolio of investments and the 

management required by personal management of individual physical 

assets, such as real estate and collectibles. As a general rule, 

equity assets require more management than debt assets, and ownership 

of physical assets requires more management than securities. 

A portfolio of securities may be managed in an active way or a 

passive way. Active management means that the individual assets are 

traded when the investor thinks they are overvalued or undervalued. 

Active management includes a search for better opportunities, and is 

more time-consuming than passive management. Both strategies are 

effective. Passive, a buy-and-hold strategy, is suitable when invest

ments are making a slow, steady gain. Active management requires 

a good sense of timing, for which a volatile market presents 

opportunities. 

The time an investor spends on investment management depends 

on two things: the time available and his desire. An active interest 

and available time, hopefully combined with good energy and health, is 

desirable for all investments but necessary for management of physical 

assets. 



78 

Experience or expertise, as shown by the investor's situation, 

is applicable here. More uncertainty, therefore more risk, exists 

where there is no experience or knowledge. Given time and desire, a 

new area of investment can always be learned, but the investor's 

management capability will limit active management areas. 

Some investors prefer not to manage because of lack of time; 

some prefer not to manage because of lack of interest; some prefer not 

to manage because their probabilities of success are not high. In 

these cases professional management is available for a fee. 

Every investor may prefer to manage only some investment 

areas. The areas which an investor prefers to manage and the areas 

where he prefers not to manage should be so designated. The 

management of some areas can give an investor considerable personal 

satisfaction. This investor choice item is particularly applicable to 

real estate management which some investors do with great pride of 

ownership and others find an anathema. Management is often the 

determining factor in choosing an investment. 

Tax Strategy. The parameters of an investor's income and net 

worth, combined with the preferences of capital appreciation or 

income, determine the appropriate tax strategy. Income maximization 

and capital appreciation maximization give investing two different 

emphases, and very different strategies. 

During the accumulation period of capital maximization, an 

investor seeks equity investments where the profit can compound long-

term without realizing the profit as taxable income. This encourages 



a buy-and-hold strategy, which eliminates taxes on capital 

appreciation. If the investor has the time, energy and desire to 

attempt active management, transaction costs and taxes must be 

subtracted from the profits realized, requiring a greater gross return 

to equal the future net worth of the buy-and-hold strategy. 

Another way to maximize the tax advantages while accumulating 

capital is to utilize the tax-advantaged instruments devised for this 

purpose. The individual IRA, Keogh, or other retirement plans where 

money is accumulated tax-free, and tax-free variable or fixed rate 

annuities, are suitable capital-accumulation vehicles. 

The income-investor has a more difficult time realizing tax 

advantages while maintaining cash flow. There is, of course, the tax-

free income from municipal bonds. This is appropriate where the 

tax-payer is in an income tax bracket high enough to benefit from the 

lower yield these bonds carry. 

Other assets that give tax shelter for income are: oil and 

gas funds, real estate limited partnerships, and real estate direct 

ownership. The two main tax advantages of these assets are 

depreciation and capital gains. These are appropriate where the 

investor is comfortable with the risks and ownership responsibility. 

These assets must provide cash flow as well as tax shelter to satisfy 

the income-investor. 

An income-investor may try for the lower capital gains tax by 

holding an asset more than a year, selling at a time to maximize 

profits, then placing the money where it can be used as needed. 
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An investor may prefer to ignore tax strategies, use some of 

the ones mentioned here, or others. Tax laws change frequently and 

new strategies emerge. Professional advice can be sought. In any 

case, an investor's preference for tax-advantaged assets or strategies 

will determine which assets are appropriate. 

Investor's Risk Stance 

Aggressive/Conservative Stance. There are two basic 

approaches to the relationship of risk and return. One is to set the 

desired return and then seek the least risk to achieve that return. 

This could be described as an aggressive stance. The other approach 

is to set the risk level and then to .seek the highest return at that 

level. This could be considered a conservative stance. This section 

attempts to clarify an individual's general risk stance. 

The temperament of the investor may incline him toward being a 

risk seeker or a risk averter. Most people derive some excitement and 

stimulation from small risks but would avoid risking what they 

consider large sums of money. This means they fall somewhere between 

the two extremes of risk averter and risk seeker. 

In addition to a general personality risk-preference, everyone 

has a different risk stance at different times in his life. Unfor

tunately times of emotional stress as death, divorce, and insurance 

settlements are also times when additional money with probable 

investment use is received. Times of great emotional or physical 

stress (health problems) are not good times to add the stress of 



financial risk, meaning an investor may feel conservative. At other 

times an investor may feel more aggressive and can tolerate more 

risks* So the same investor may be conservative or aggressive at 

different times in his life. 

It is possible that age is a major determining factor in the 

aggressive or conservative posture of the total portfolio. At some 

point, probably in the '50's, the investor perceives there is less 

time and energy to replace the capital needed for retirement should it 

be lost. The high paid young professional is likely to tolerate more 

risk than the retired person with little or no working years 

remaining. 

The risk stance is a function of these things: the 

personality of the investor, net worth, return rate, and time to 

recoup loss before the money is needed. Four of these are the 

variables in figuring the internal rate of return: time, rate of 

return, present worth and future amount needed. When any one variable 

changes, the others must be adjusted. This means that, if a definite 

amount of money is needed in the future, the time remaining, the 

return rate, and the beginning amount or periodic savings will 

determine success or failure. The longer the time remaining, the 

larger the starting amount, the less money needed in the future, then 

the easier it will be to make the necessary rate of return. The 

determination of an aggressive or conservative stance is- an important 

compromise between the personality of the investor and the more 

practical considerations of net worth, rate of return, time, and 

future funds needed. 
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The risk tolerance of the investor natters most at the market 

extremes. It is at the time of most market adversity that the 

investor has to be very sure of his risk stance. The disruption of 

personal happiness by an unusually adverse circumstance should be 

considered. Freedom from worry is a suitable goal in some cases. 

Many investors would like to take a greater risk for a greater return, 

but the likelihood of loss occurring may be too great. 

Expressing the general risk tolerance of an investor as 

conservative or aggressive may be done in terms of volatility of 

return or as a total dollar amount of loss of income or principal. 

From this general stance, investor's preference for specific risk 

factors follow. 

Diversification. Financial risk is related to the financial 

ability of the firm. It includes both systematic risk and 

unsystematic risk and may be reduced by diversification among many 

firms. The amount of firm diversification should be indicated by the 

investor. 

Diversification between types of investments is also a pro

tection from risk. As discussed, each investment types has its own 

dominant risks and advantages. The investor's preference for diversi

fication between debt and equity should at least be indicated. 

Diversification provides average returns; an aggressive 

investor may choose to put a greater portion of funds into one or two 

investments that have a high yield potential. 
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Leverage. It Is assumed that leverage Increases risk, though 

this is not necessarily always the case. Sometimes leverage permits 

diversification. It does increase the fixed costs that must be met 

from investment returns; it increases the risk of losing the leveraged 

asset if returns do not meet the minimum fixed costs. Investors have 

considerable choice in their use of leverage. - Borrowing secured by 

specific assets such as real estate, stocks, bonds, and personal 

borrowing can be used for investing. The investor's preference for 

using leverage needs to be stated. 

Income Risk Tolerance. Income risk tolerance is a function of 

income from non-investment funds as wages, pensions, etc. When non-

investment funds provide for ample consumption needs, the investor is 

not as vulnerable to variations in investment income. This risk is 

related to the objective of maximizing income or maximizing 

appreciation, but the minimum income from investment funds needs to be 

clearly recognized and this amount provided for with a steady flow. 

Income risk tolerance is also related to interest rate risk. 

It will decide which type of debt is suitable. As already pointed 

out, long-term debt stabilizes income, short-term debt stabilizes 

principal amounts. 

Capital Risk Tolerance. Stability of the amount of net worth, 

in either dollars or purchasing power, is in direct conflict with 

stability of income, though both are certainly desirable. 

Equity investments have no promise of a return, even of the 

capital. Long-term debt will return the face value at maturity, but 
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the purchasing power in the future is unknown. Long-term debt will 

return an uncertain amount if the bond or mortgage is sold prior to 

maturity or the immunization date* 

Liquidity. Liquidity pressure on an investor is a desire for 

cash. The percentage of total assets that must be kept in liquid form 

is an investor's preference item. Cash is needed for two reasons, 

consumption and investment timing. The need for consumption cash is 

lessened by adequate insurance and quick credit lines, such as Visa, 

to manage cash flow for consumption purposes. Investment cash is 

sometimes needed when an investment does not work out as planned or an 

unusual opportunity presents itself. The need may increase at certain 

times, as during an economic downturn when there are adverse financial 

circumstances or exceptional investment opportunities when others are 

forced to liquidate. The maturity of assets can be staged over time, 

and the percentage of total assets in liquid investments may not be as 

great a need as first imagined. Remembering that yield is often the 

price for liquidity, a percentage of total assets should be designated 

as held in liquid form. 

Future Inflation Range. During the last ten years more loss 

was probably due to purchasing power risk than any other. The 

individual investor's perception of what inflation will be in the 

future is necessary for financial planning. A range of estimates 

should be stated. Inflation can be divided into expected and 

unexpected. Fear of unexpected inflation causes investors to buy 

physical assets. An investor's preference for defense against 



unexpected inflation should be stated. Individual preference for 

inflation protection determines the debt-equity mix. As each 

portfolio is put together, there should be a list of investments that 

will profit from increased inflation and investments that will suffer 

from increased inflation to put. this risk in clearer perspective. 

Summary of Investor Profile 

The given facts of an investor's situation have been 

discussed. They include net worth, net income, retirement funds, tax 

bracket and management ability. This influences or limits the choices 

of objectives and risks. 

The investor's objectives for timing of returns include 

choices of appreciation or income or both from invested funds. Timing 

of lump sums for consumption are also taken into account. The 

management choices include active or passive portfolio management and 

a choice of actively participating in the management of physical 

assets. A tax-strategy should be appropriate for each investor's 

marginal tax-bracket. 

The general conservative or aggressive risk stance is a 

function of an individual's personality and net worth. Age and other 

stresses also determine how much risk is appropriate. The general 

risk stance is further defined by preferences for diversification, 

leverage, liquidity, income or capital risk tolerance, and future 

inflation expectations. 



Table 2.8 Investment Types and Investor Profile 

Short-term Debt 

Objectives: short-term commitment of funds 
passive management 
taxable income except for municipals 

Risk Stance: conservative 
diversification available 
no leverage 
variable income 
no capital risk 
liquid 
purchasing power risk 

Long-term Debt and Hybrids 

Objectives: stable income (hybrids increasing income) 
passive management (hybrids more management) 
municipals have tax-free income 

Risk Stance: conservative (unless actively managed) 
diversification available 
leverage available 
steady income 
capital risk before maturity 
liquidity only at maturity, marketable before 
maturity 

purchasing power risk: hybrids may give 
protection 

Equity Securities 

Objectives: appreciation 
income from dividends 
passive management 
long-term capital gains tax advantage 

Risk Stance: aggressive or conservative options 
diversification available 
leverage available 
income risk 
capital risk 
not liquid but marketable 
purchasing power risk, past moderate inflation 
protection 



Table 2.8 Investment Types and Investor Profile (continued) 

Equity Ownership of Physical Assets 

Objectives: appreciation 
Income from rents 
active management 
tax advantages of depreciation and 
capital gains 

pride of ownership 

Risk Stance: aggressive 
diversification difficult 
leverage available with real estate 
income varies 
capital risk 
no liquidity, marketability expensive or 
difficult 

purchasing power risk; protection in past 



88 

Summary of Chapter Two 

A general Investment framework began with defining the goal 

of investing as maximizing after-tax purchasing power. Within this 

definition investors have two basic goals: maximizing income and 

maximizing appreciation. The many alternative investments were 

categorized into short-term debt, long-term debt and hybrids, equity 

securities, and ownership of physical assets. This grouping is by 

common characteristics. 

Risk is defined as loss and uncertainty. Its measurement uses 

both modern portfolio theory and traditional theory. For better 

understanding, risk is divided into, five types: financial risk, 

interest rate risk, liquidity risk, purchasing power risk, and 

social/legal/governmental risk. In general, risk can be avoided, 

transferred, reduced or insured against. Other specific defenses 

include diversification, indexing, immunization, and a balanced 

portfolio as each type of investment protects against some risks. 

Because investors demand a higher return for uncertain situations, 

risk presents opportunities for gain. 

Each individual's financial situation is unique. The 

investor's profile presents choices that define the present situation, 

the investor's objectives and his risk stance. These preferences 

limit the investments that will satisfy a particular investor. 

This general framework serves as the basis for real estate 

investments that will be discussed in the next chapter. 



CHAPTER 3 

REAL ESTATE INVESTMENTS 

Chapter three has a format similar to chapter two. The types 

of real estate investments are introduced, followed by the measurement 

of returns. Risks are discussed, and the investor's situation and 

profile are added to the investment decision-making process. This 

chapter simply expands the aspects of real estate investments. 

Types of Real Estate Investments 

It is useful to define ownership of real estate as a bundle of 

rights. The same owner may purchase the whole bundle, or he may buy 

one piece at a time. He chooses according to his objectives. The 

rights in the bundle could be divided this way: 1) use the right 

2) sell it 3) lease it 4) enter it 5) give it away 6) mortgage it 7) 

refuse to exercise any right at all. 

This concept was further developed by William Zeckendorf in 

the early 1950's when he divided up the ownership interest in a 

$10,000,000 building to appeal to different investors. The division 

of ownership in an industrial corporation gave him the idea. For 

example, bonds were considered the equivalent of first mortgages, 

debentures the equivalent of second mortgages, and common stock the 

equivalent of real estate equity ownership. This concept of 

89 
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structuring the ownership interests to appeal to the risk levels and 

motivation of buyers permitted Zeckendorf to increase the building's 

value. 

Viewed this way, real estate may be included in an individual 

investor's portfolio in three of the four investment categories 

already established: long-term debt and hybrids, equity securities, 

and direct ownership of the physical real estate. 

Real estate itself is real property, such as land and 

buildings* With these go rights to minerals, water, etc. Real estate 

is tangible, fixed, immobile, with a unique location. Because of 

this, it is easily taxed and the government puts restrictions on its 

use. Being a physical asset, it requires management and upkeep. The 

buildings depreciate and the right user must be found before the 

property is income-producing or even usable as a consumer good. It is 

a unique asset which sometimes gives pride of ownership. It is not 

easily marketed because it requires a unique buyer and a unique user. 

These are the attributes of real estate property. 

Real estate itself is a physical asset, whereas ownership or 

investing in real estate can be described as owning one or more pieces 

in a bundle of rights. How real estate fits into the general 

framework of investment types already established, will now be 

discussed. 



Short-term Debt 

There is no organized market of short-term debt vehicles for 

individual real estate investors. Builders do need construction loan 

money and often a project can be finished within a year. This money 

is considered high risk because of the many factors contributing to 

the completion and occupancy of a building. Usually long-term "take 

out" loans are arranged before the building is started, but when they 

are not, there is an additional risk. Some of the Real Estate 

Investment Trusts specialize in this type of loan, and the individual 

investor can participate in the high yield from short construction 

loans this way, but no direct short-term market exists for the 

Individual investor. 

Long-Term Debt and Hybrids 

Mortgages differ from bonds and other long-term debt in that 

real property is pledged as security for a loan. Sometimes the debt 

is evidenced by a mortgage and note in one instrument, sometimes by 

two separate instruments. A trust deed may be used instead of a 

mortgage deed; each pledges the property as security. Though they 

differ legally, the term mortgage will be used to mean either a trust 

deed or a mortgage deed. A mortgage deed or trust deed may be a 

first, second, third, etc. 

The priority of mortgage liens on a specific property is 

established by the date at which each loan is recorded. The first 

lien has first priority because it is recorded first. The second lien 
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has second priority because it is recorded seconds There could be 

several more liens on the property and their position depends upon the 

date they were recorded* This order can be reversed by the 

appropriate subordination clause. In other words, there may be a 

mortgage recorded first for the land but the lender may agree to 

subordinate that mortgage to the next mortgage that is recorded. 

If the payments are not made, the mortgage or trust deed is in 

default, and the lender is entitled to initiate legal proceedings, 

known as foreclosure, to have the property sold to satisfy the 

lender's claim. In case of default, the first mortgage has the first 

claim on the proceeds of the foreclosure sale. The second mortgage 

has second claim, and so forth. 

Some situations can be identified where secondary financing, 

usually a second mortgage, is appropriate. They are: (1) to reduce 

the owner's equity requirement; (2) to acquire land; (3) to preserve 

an existing first mortgage; (4) to serve as a gap loan between the 

construction loan and the permanent commitment; (5) to finance major 

capital improvements. 

Funds for secondary financing are provided from a number of 

financial institutions, but individual real estate investors provide a 

substantial amount of secondary funds by way of purchase money 

mortgages. 

Mortgage Securities. A mortgage security represents interests 

in pools of mortgages originated by lenders such as commercial banks, 

savings and loans, mortgage bankers, builders, and others. These 



pools of mortgage securities are made available to investors by the 

government or by private organizations* There are about $200 billion 

in outstanding mortgage securities. The total government share of 

this market is probably over 90%. However, private sector issues are 

proliferating and may gain a larger market share in the future. The 

resale market for private shares is not as well established as for 

government backed issues. 

First mortgages are usually an amortizing long-term debt 

instrument. This means that the principal part of the loan is paid 

back on an installment basis. It is not unusual for there to be a 30 

year payment schedule with a principal balance of zero at the end of 

that time. Many FHA/VA loans are originated with 30 year 

amortization, a fixed-interest rate, and no prepayment penalty. Pools 

of these loans are associated with U. S. government agencies, i.e.: 

Government National Mortgage Association (Ginnie Mae), Federal 

National Mortgage Association (Fannie Mae), and Federal Home Loan 

Mortgage Corporation (Freddie Mae). 

Private sector issuers of mortgage backed pass-through 

securities are commercial banks, saving and loans, private mortgage 

insurance companies, mortgage bankers, brokerage houses and, most 
m 

recently, large volume home builders. These pools of mortgages are 

not federally insured, but they may carry private insurance. When 

insured, they offer a yield premium comparable to government-related 

pass-throughs. Companies offering mortgage securities are often 

organized as mutual funds. Private sector issues may differ with 



respect to these features: principal and interest, pass-through 

prepayments of principal, and marketability on national exchanges. 

Real Estate Investment Trusts (REIT's) may invest in 

construction loans and long-term real estate financing as well as 

equity investments in real estate. During the period of high interest 

rates in the 1970's, many of the REIT's had loaned funds for longer 

terms while borrowing in the short-term market. This caused big 

losses and made this form of investing in long-term debt unpopular. 

Seller financing. This type of long-term debt investment, 

with real estate as the security, differs significantly from the 

mortgage securities just discussed. The investor owns the property 

and initiates the loan. There is an opportunity to structure the down 

payment, periodic flows, and ending lump sum payment to meet the 

investor's objectives. Legal and tax considerations may also 

influence the terms of the loan. The loan payments are made directly 

to the individual investor, and it is his responsibility to initiate 

foreclosure in case of default. There is no active market for buying 

and selling this type of loan. This means more management 

responsibility for the individual investor than with mortgage 

securities. 
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The seller can originate a first, or junior lien, mortgage 

with terms he negotiates with the buyer. The motivation for offering 

this type of seller financing falls generally into three categories: 

1. Inducement for sale because the borower obtains a loan 
with 

a) better terms than obtainable in the open market 
b) no qualifying at the mortgage company 
c) no points, or origination-fee charges 

2. Financial advantage for the seller: 

a) high yield 
b) installment sale for tax purposes 
c) sale structured for less interest-income and more 

capital gain 

3. Personal preference, as when an investor wants to exchange 
an equity position with management, and unreliable cash 
flows for a debt position with less management and more 
reliable cash flows. 

Seller financing is used with both small and large properties, 

but the large income-producing properties have several additional 

complex features. Seller financing of land parcels is common because 

institutions are reluctant to lend on land, a non-income-producing 

asset. 

When a seller owns a land parcel ripe for development he has 

several choices. The land may be sold for cash or with a simple 

"owner carryback," or the land mortgage may be subordinated to the 

first mortgage on the building. This, in effect, will give the land 

mortgage a second position. This situation develops when a builder 

needs additional financing for the development project. The large 

building loan can be obtained at a lower rate when it is a first 
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mortgage* Though the land owner and developer are separate entitles, 

they both count as equity holders In the lender's view. This permits 

the developer a larger as well as a less expensive, first mortgage. 

1 These benefits to the developer can be calculated, and the second 

position land mortgage can be compensated accordingly. 

Market conditions will also determine what the seller will 

charge for subordination. When the .real estate market is such that 

the seller cannot find a buyer at a price he desires, the 

subordination right may have to be priced attractively. Then it is 

mainly an inducement for sale. 

Ground lease. A long-term lease of land, called a ground 

lease, is not long-term debt because the investor owns the land. 

However, it has the characteristics of fixed payment and interest rate 

risks of long-term debt; so it is included here. Sometimes a company 

owns the land, builds a building, and seeks an investor to buy the 

land with the agreement that the company will lease the land back. 

This is called a sale-leaseback. From the land owner's viewpoint, it 

is the same thing as a long-term lease. The land owner simply buys 

the property with the lease in place. 

A ground lease is an alternative to a land sale, with 

subordination for an owner. The developer leases the land from the 

owner and then seeks development funds from mortgage lenders. The 

lease payments may be subordinated or unsubordinated to the first 

mortgage. The leasehold financing is typical for commercial 

development on unimproved land. Ground leases are long-term, 
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sometimes as long as 99 years. There are advantages for both the 

owner and developer. The owner receives income yearly, taxed at 

ordinary income rates, while retaining title to the property. The 

developer has no outlay for land cost, and the ground rental payment 

has the tax advantage of being a deductible expense. 

The disadvantage of the ground lease to the property owner are 

that the returns are fixed for a long period, and a corporation can 

often limit the personal liability of the contractor. The land owner 

tries to avoid purchasing power risk by indexing the lease amount, and 

avoid financial risk by holding the developer personally liable at 

least until the building is up and operating. 

Leases can be further modified and differentiated. The net 

lease is one in which the tenant pays the operating and maintenance 

costs. A "net-net" lease means the tenant pays all costs including 

taxes, insurance, exterior repairs, etc. A step-up lease and a 

percentage lease are designed to increase payment to the owners over 

time, in order to provide some inflation protection. A sandwich lease 

refers to a situation in which there are multiple leases with property 

leased to a subtenant, usually at a sum which is higher than that paid 

for the original lease. 

The long-term lease has significance for financing both land 

and buildings. There are tax considerations for both parties. The 

exact structuring of leases changes with the market situation, with . 

the negotiating power of the participants, and with the objectives of 

the investors. A long-term lease may be a hybrid debt-and-equity 



investment. This is the case when long-term financing can include 

participation in the project's profits. 

Participation Features. Contingent interest or rents means 

that the lender or ground owner receives a regular fixed return on the 

dollars lent plus an additional return contingent upon future profits. 

An example would be that a lender requires a 9-1/2% return on a loan 

plus 2 or 3 percent of gross income. 

This situation occurs when our economy is short of long-term 

capital funds and the lenders are able to require contingent interest. 

It also occurs when developers are attempting to finance a large 

percentage of the project's value, at a low fixed payment. In 

actuality, they are seeking equity funds with the financing package. 

This means contingent interest is often used with subordinated 

financing or higher debt-to-equity ratios. 

Contingent interest may be paid as a percentage of gross 

income. Though this number is easy to quantify, it is undesirable 

from the borrower's point of view because gross income must increase 

by the amount of increased expenses and the additional interest 

expense. Otherwise, it will leave a decreasing cash equity return. 

Additional interest could be required for gross income above the 

break-even point or the stabilized occupancy level. This reduces the 

developer's risk somewhat. However the developer would probably 

prefer the contingent interest to be based on net income, to protect 

the cash flow for equity returns. In order for the net income to be 

understood by both borrower and lender, it has to be defined net 



99 

income* The amount to be deducted from gross for taxes and debt 

service is easily established; it is the operating expenses that make 

negotiating difficult. A fixed percentage can be used, or any other 

negotiated agreement between the parties is acceptable. The defined 

net income may actually turn out to be a compromise between gross and 

net income. 

A long-term land lease may also contain additional rents, 

contingent on a percentage of gross or net. The fixed-return is lower 

because the landowner expects a share of the profits. The yearly 

profits may be shared, and the profits on resale or refinancing may be 

shared. Additional rents could also be tied to an Inflation or price 

index. The long-term lease option in chapter four covers this type of 

provision. 

Equity Securities 

Real estate equity securities fill the same investor 

objectives as common stock: an equity investment with small finite 

total initial investment; no management responsibility for the asset 

itself; liability limited to the amount of the investment, and 

unlimited potential, for long-term capital gain. Real estate-backed 

securities differ from common stock in that tax benefits shelter some 

or all cash flow. There are two forms of real estate equity 

securities; the Real Estate Investment Trusts and the recently popular 

Limited Partnerships. Both will now be discussed. 
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Real Estate Investment Trusts (REIT). A REIT is a mutual fund 

which invests in real estate. There are several types: Construction 

and Development Trusts, Mortgage Trusts, and Equity Trusts. 

Construction and Development Trusts lend money to developers during 

the construction of real estate projects. They are classified under 

short-term debt. Mortgage Trusts lend money for longer periods: they 

are classified under long-term debt. Equity trusts are classified in 

equity securities. Equity trusts own various income-producing 

properties such as office buildings, residential income property or 

industrial parks. 

REIT's differ from limited partnerships in that they require a 

smaller minimum investment and do not have income and net worth 

requirements for investors. They can be sold through a national 

market at any time, while limited partnerships may be bought through a 

broker but are very difficult to resell. Both equity securities have 

distributions that can be partly or wholly tax-sheltered, but 

operating losses cannot be passed through to the investor with the 

REIT as they can with the limited partnerships. A REIT is suitable 

for either an income-oriented or appreciation-oriented investor who 

wishes the tax-sheltered income and appreciation anticipated from this 

type of investment. 

Syndicated Limited Partnerships. A limited partnership has 

one or more general partners who are responsible for management and 

assume liability, usually personally, for the debts of the 

partnership. A limited partnership also has limited partners who are 
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restricted from managing the enterprise and have limited financial 

liability, usually to the amount invested. The general partner 

contributes professional expertise and occasionally funds. The 

limited partners contribute funds* For tax purposes, the partners are 

treated as individuals, with the profits and losses flowing directly 

through to than. 

Limited partnerships can be registered with the Securities and 

Exchange Commission and offered for public sale. These are syndicated 

limited partnerships. They differ from the joint ventures structured 

as a limited partnerships in that the terms are not negotiated between 

the parties and many properties may be included in one syndicated 

offering. A prospectus includes a full disclosure of all risks and 

the net worth and income suitability requirements of the investors. 

To qualify, investors must usually have a minimum income of $20,000 

and minimum net worth of $100,000.00. Limited partnerships can also 

be sold privately. 

The management of the limited partnerships is the key to 

profitability. There are nonoperating partnerships and operating 

partnerships. Management is particularly crucial to the operating 

partnerships. Some partners are authorized to invest in a "blind 

pool" for their limited partners. This means the general partners 

have the power to select any properties they think appropriate. 

Leverage policies can be stated or left to the discretion of 

managers. 
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There are benefits for both the income-investor and the 

appreciation-investor. The income-oriented investor expects to 

receive cash flow which is, at least partially, tax-sheltered. The 

appreciation-oriented investor expects equity buildup from the 

mortgage amortization and from appreciation. However, investor 

financial analysis of the projected returns is difficult. 

Equity Ownership of Physical Assets 

Owning real estate is quite different from owning the other 

assets in this general category such as bullion, stamps, coins, 

collectibles, etc. The owning of real estate is more like a 

proprietorship, where the investor is not so much a portfolio manager 

as an enterprise manager. One of the major benefits of owning real 

estate is that the investor can use his knowledge and management to 

affect the return. The market is local, with some inefficiencies, 

permitting the individual to become an expert in the local area. In 

addition, leverage is typically applied, unlike investments in stamps, 

coins, collectibles, etc. 

The major benefits of owning real estate are the yields that 

come in the form of cash flow tax advantages, equity buildup, and 

appreciation. In the past, the total yield has generally outpaced 

inflation. Pride of ownership is a nonrfinancial benefit that goes 

with some properties. All real estate requires management, and some, 

individuals can produce a major benefit from a combination of 

expertise and capital. Real estate development is a full time 
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profession which is sometimes combined with investment funds to 

produce a higher yield. 

The major disadvantage of real estate equity ownership are: 

difficult marketing with high transaction costs; no liquidity; large 

capital requirements; high fixed costs; management; buildings, which 

are a wasting asset; a cyclical nature; government interaction; legal 

complexity; and fixed location. In spite of this rather long list, 

real estate is a popular investment. There are more real estate 

investors than investors for any other tangible asset. 

A discussion of the various types of properties follows: 

Homeownership. Real estate can be divided into two basic 

types: property bought for consumption purposes and property bought 

for investment purposes. Of course, the same single family home can 

be viewed either way. The real estate bought for consumption purposes 

is valued for its amenities. The real estate bought for investment 

purposes is valued for its potential after-tax return. As compared to 

renting, the returns from owner-occupied housing investment are 

appreciation, tax-deductions for mortgage interest and property taxes, 

and equity buildup from loan amortization. 

Because it is difficult to separate dollars consumed and 

dollars invested, total return is difficult to estimate. However, it 

might be suggested that any homeownershlp costs above rental costs of 

a comparable unit is a use of investment dollars, whether or not that 

was the homeowner's intention. 
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The single family homeowner may expect appreciation when 

purchasing a home. This expectation has some justification 

considering the appreciation of single family homes in the past* 

Equity buildup comes from the principal payments on the amortizing 

loan. These advantages may in fact qualify homeownership as a 

combination investment and consumption item. 

Other types of investment real estate can be grouped into 

land, residential income, office, commercial and industrial. A 

discussion of each of these types follows: 

Land. At first glance, land is an attractive investment for 

an individual. Its price always seems to be going up, and there is 

obviously a limited supply for an increasing population. However, it 

takes only one cross country airplane trip to be reminded how much 

undeveloped land there remains in the United States. Further study 

shows that the price of land may remain the same for many years while 

requiring money for taxes and interest if it is leveraged, with little 

or no offsetting rental income. The actual after-tax cost of interest 

and taxes depends on the investor's tax bracket; the investor in the 

20% tax bracket may deduct 20% of these costs against other income, 

whereas the investor in a 50% tax bracket may deduct 50% of these 

costs against other income. Obviously the higher tax bracket investor 

has an advantage. 

Land appeals to an investor interested in appreciation. The 

income investor finds land unsuitable because it has no periodic cash 

flow. There are a few exceptions, such as parking lots, agricultural 
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use, mobile home rental space, and other temporary uses* Land may be 

also unsuitable for a program of investment for capital gain because 

the "ripening time" required for a raw land investment is very 

uncertain. 

The investor with a small amount of capital finds it difficult 

to maximize profits in raw land because the larger tracts, requiring 

sizable down payments and loan servicing, hold the most promise. 

An individual investor might be tempted by a recreational lot 

promotion requiring a small down-payment, but the value of these 

parcels is partly due to aggressive marketing, and even several years 

later the property may not have increased in value. 

The above factors make land a suitable investment for an 

individual when there is a sizable amount of funds for investment, the 

investor has other liquid investments, additional funds are available 

for the carrying costs, the investor is in a high tax bracket, and the 

investor is interested in appreciation with no definite selling date. 

In order to maximize profits, there needs to be a target 

market for sale. The land might be held for sale as it is, (divided) 

or developed. It can also be leased to a user for a long term. It 

can be held indefinitely as an inflationrhedged part of the portfolio; 

it can be held until a new use is "ripe," or until the investor wishes 

it for a development project. Usually it is a new use that creates 

investment value. In any case, an estimate of the eventual "highest, 

and best use" that will give the land its extraordinary rate of return 

should be considered. The resale price is very difficult to predict, 
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but estimating the price required for a minimum return Is useful. The 

source of Increasing land values Is competition for ownership of the 

land. The sale should be timed when several factors combine to 

increase demand. 

The return is a combination of these factors: price paid for 

the land, time held, carrying costs, neighborhood development, zoning, 

interest rates, what the developer can afford to pay, the cyclical 

demand for the end use and the seller's risk tolerance for financing 

and subordination at sale. The complexity of this combination of 

factors plus the social/legal/governmental risk make leveraged-land 

Investments a very volatile experience. 

Residential Income Property. Investors tend to specialize 

with their direct real estate investments because of the complexity of 

each specialized market and because it is difficult for the 

inexperienced investor to make assumptions for the different 

feasibility studies. Investing in residential income properties 

obviously differs from investing in raw land in several important 

respects. First and foremost is an increase in the complexity of the 

management decisions and of the day-to-day management. Whether the 

residential income property is a simple duplex managed by the investor 

or a large apartment project professionally managed, the equity owner 

is ultimately responsible for the success of the project. 

Residential income property has the advantage of offering high 

leverage, good income tax benefits, and an increasing population as 

the final end consumer. It can offer purchasing power protection to 
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both Income-oriented investors and appreciation oriented investors* 

Leases are usually for a short enough period that rent can be raised 

when market conditions warrant. 

On the disadvantage side is the fact that rental units do 

depreciate physically, do require maintenance and marketing, are 

subject to economic obsolescence, and have no assurance of a 

break-even cash flow* Apartment construction is cyclical, meaning it 

comes in bursts. This causes periods of surplus apartments with high 

vacancy rates, and periods when the demand is greater than the supply. 

Because apartment projects are valued for their income-producing 

ability, this cyclical nature affects both income and appreciation. 

An apartment project is a long-term investment but is usually 

sold within 15 years after purchase to maximize tax advantages. The 

tax advantages decrease with the holding period as depreciation and 

interest deductions decline. Part of the total return is dependent on 

the selling price at the end of the holding period. The optimal time 

of the sale needs is when vacancy rates are low, property is 

appreciating rapidly, and the management is outstanding. 

There is a wide variety of residential rental units. It is 

possible for a single investor to buy a single family rental for 

almost nothing down and "pyramid" his way into larger units as rapidly 

as market conditions permit. Projects vary from high-rise to garden 

apartments, from luxury condominiums to low-priced mobile homes. 

Almost any size project is available to an investor with the required 

resources. 
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Office Buildings. Office buildings vary in scale from 

multi-story, hlghrise to small structures adapted to their owner's 

use. Some institutions, such as banks, insurance companies, etc. 

build space for their own use and additional space to be leased on the 

open market. 

The equity ownership of office buildings is suitable to such 

investors as large corporations, real estate syndicates, real estate 

investment trusts, sophisticated real estate investors, and 

owner-users. It is usually considered a long-term investment, but 

developers or speculators may have a much shorter investment horizon. 

The objectives of different owners may vary, but typically they 

include entrepreneurial profit for the developer-owner, prestige for 

the corporate owner, and financial and tax advantages for the 

individual investor. 

Pro forma analysis of this investment necessitates several 

assumptions about the market conditions in the future. The market in 

each geographical area is unique, specialized and divided. Projected 

vacancy rates must consider present and future available space. A 

detailed example of an office building income projection will be 

presented in chapter four. 

The condominium concept has recently been applied to office 

buildings. As either an owner-user or an investor, this concept 

represents a smaller unit of investment dollars, and less management. 

Commercial Property. Commercial property varies in size from 

a single retail store to large shopping centers. Compared with 
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residential Income properties, this type of real estate has a 

relatively low turnover of tenants, less active management 

responsibilities, and lower operating expenses. Part of the 

difference in management comes from having good tenants with a high 

credit standing. Depending on size, commercial-property financing can 

come from banks, insurance companies, limited partnerships, REIT's and 

the seller. Financing and ownership may be split between several 

entities by first and second mortgages, equity positions in land and 

building, and leasehold rights. An individual investor with 

considerable resources may find a project of the size to fit his 

pocketbook, join with associates in common ownership, or invest 

through limited partnerships. 

Industrial Property. Industrial property, like the other 

classifications of real estate, may take several forms. It varies 

from a small owner-user industrial plant, to a multi-tenant building 

constructed by a developer on a speculative basis, to the recent 

concept of industrial parks. 

The industrial park is a large area zoned to accommodate 

industry. It has a low density grouping of buildings with a park-like 

look. It is a combination of aesthetic considerations, functional 

utility, and efficiency. Related services and support facilities are 

usually planned to accommodate the projected growth. 

Part of the disadvantage of equity ownership of industrial 

buildings is their unique use. If another tenant has to be found, it 

may be costly in time and money to locate a tenant with a compatible 
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building need. Technological change and the attendant functional 

obsolescence, may be rapid. The demand for Industrial space depends 

on general economic conditions, the supply of competitive space and 

the general business cycle. The factors must combine to provide good 

Investment opportunities. 

On the advantages side, the industrial companies often do not 

want to put capital into real estate, thus offering investment 

opportunities for real estate investors. The industrial tenant is 

usually considered a good tenant because an industrial plant is 

difficult to move. Industrial property is not usually affected by 

neighborhood changes. 

Joint Ventures. Joint ventures provide an individual with the 

opportunity to join with others in a direct equity investment. This 

joint venture differs from the syndicated limited-partnership; 

It is for one venture only. Traditionally, a real estate 

joint venture brings together a developer and a financial partner, 

usuall for one large project. Sometimes one party contributes the 

land, another the mortgage, and a third the management capability for 

development. The parties can be individuals or organizations. The 

objectives of each party vary and the terms of the agreement are 

negotiated between the participants. Syndicated limited-partnerships 

invest in several ventures, shares are bought by several investors, 

and the contract is already established. 
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A joint venture can take several legal forms. Some states 

recognize joint ventures explicitly. In other instances, a corporate 

form, a general partnership, or a limited partnership can be used. 

Each has advantages to investors with specific objectives. 

With the corporate form, the individual has limited liability. 

There is, however, double taxation because the profits are taxable to 

the corporation, and the dividends are again taxed to the individual. 

In addition, the corporation cannot pass through any losses. This is a 

disadvantage because losses due to depreciation are often a desirable 

tax advantage in real estate investments. The corporation is a 

suitable ownership entity when limited liability is needed, retained 

earnings are desirable, or little profit is anticipated. 

General partnerships give the tax advantage of all the losses 

and profits going directly through to the individuals without double 

taxation, but each of the partners has unlimited personal liability 

both for their own acts and the acts of the partners. It is suitable 

in a situation where large profits or tax advantaged losses are anti

cipated and personal liability is required. 

The limited partnership limits the liability of the limited 

partners and allows profits or tax losses to flow through to the 

limited partner. A limited partner has no management control, which 

can be an advantage or disadvantage. The general partner is held 

directly responsible for management and has unlimited liability. 
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A joint venture meets Individual investors' objectives in the 

following ways. The developer receives higher financial leverage than 

would otherwise be possible. The land owner has an alternative to a 

fixed return. The financial partner has a share of the profits as 

well as loan placement for his investment funds. 

A joint venture can be structured to provide fixed income, 

variable income, tax advantages, or future appreciation. It can be 

structured for a debt or equity position, with various legal 

requirements-to-pay, such as first mortgage, second mortgage, etc.; or 

with a ground owner, a leasehold ownership, etc. for the equity 

interests. It can require management or passive participation only. 

In short, it Is a very flexible investment vehicle. 

Development. An individual investor may undertake some 

development projects while working at another job, but large scale 

development projects are a full-time occupation. Projects which might 

be undertaken are the development of a site for resale, planning the 

building and hiring a contractor for a single building, or a simple 

division of a large land parcel. Each individual's situation and 

preferences will determine what, if any, development projects are 

suitable. 

The individual investor in this paper is not a professional 

developer. However, an investor may wish to participate in a joint 

venture with a developer. For this reason, the following table of the 

development process is included. 
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The skills needed by an Individual investor involved in a 

joint venture (i.e., a development project) are investaent mathematics 

and investment analysis skills. An example of a joint venture 

analysis is presented in chapter four. 

Summary 

In summary, the real estate investment types discussed in this 

section have been (1) short-term debt (2) long-term debt and hybrids, 

including mortgage securities, and seller financing (3) equity 

securities, including real estate investment trusts and limited 

partnerships (4) equity ownership of physical assets. This follows 

the same classification as the general investment framework developed 

in chapter two. Real estate investments viewed as parts of a bundle 

of rights do indeed fit the general investment framework. 

Measuring Real Estate Returns 

Returns from the investments just discussed need to be 

measured and compared. Real estate returns also need to be compared 

with other returns. Unfortunately each area of investment has a 

specialized way of measuring returns. There are, however, some 

generalized methods. The following selected ways are applicable to 

real estate or other investments. 
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Table 3.1 The Development Process 

Concept Deveopment 

Research Site 
Market Opportunities 
Market Constraints 

Alternative Uses 
Preparation of Concept Plans 
Investor Goals 
Long-range 
Short-term 

•The Development team 
Financing 
Responsibility of Partners 

Pre-design 

Proposed uses 
Timetable 
Revision 
Financing 

Design-site Plan 

Permits 
Cost estimates 
Construction Schedules 
Improvement Financing 
CCR's 
Final Decision 

Offsite Construction 

Offsite Improvements 
Subdivision Sales 
Status Reports 

Sales/Marketing 

Marketing and Selling 
Coordinating Construction and Sales 

Property Management 
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The general methods of measuring'returns discussed In this 

section are: rate of return, net present value, profitability index, 

internal rate of return and financial management rate of return. 

These methods will measure past returns or estimate future returns 

from cash flow pro forma income statements. They all use the 

time-value of money and can be applied to before-tax or after-tax 

income. Each type is discussed in turn. 

The cash flow pro forma income statements are the basis for 

measuring future returns. These are also discussed. 

Rate of Return 

Sometimes returns are stated as a dollar amount but this 

misses the relationship of dollars invested to the dollars returned. 

So percent, a ratio of returns received to the amount invested, is 

used. To this is added the time required to obtain the return. This 

percent return over time is called the rate of return. The most 

common example is the calculated annualized interest rate received 

from any investment. A compound rate of return is calculated when the 

amount received annually is added to the invested funds before 

figuring the rate of return for the next period. 

Calculation of simple or compound rates is relatively easy, 

but problems can become very complex with numerous cash inflows and 

outflows before an investment is terminated. The following concepts 

are useful for calculating return on this more complex type of 

investment. 
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Discounted Cash Flow 

Industrial corporations use cash flow statements and the time 

value of money to evaluate capital expenditures. Real estate 

investors use this same technique, and it can be adapted to the 

individual investor by considering after-tax returns and 

individualized discount rates. Discounted cash flows are used by both 

the internal rate of return and net present value methods. 

Net Present Value (NPV). Any investor prefers a dollar today 

to a dollar a year from now because the dollar can be invested to earn 

additional interest during the year. There is an "opportunity cost" 

involved in passing up cash flow today. Using the time value of 

money, a compound rate of return will answer the question of what is 

the future value of a present amount of money. Cash inflows and 

outflows that occur in the future can be discounted to present value 

using a given rate of return. 

The given rate of return used to discount these flows can be 

the opportunity cost of capital for that investor, or it can be risk 

adjusted for the project risk. The total present values of all future 

cash flows can be added to arrive at the present value figure. This 
9 

present value figure is compared to the initial cost of the 

investment, giving a net present value figure. 
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Profitability Index. The complexity of real estate projects, 

particularly When development is involved, may require cash outlays in 

different years* In that case, the sum of the present value of the 

cash outlays and the present value of the cash proceeds can be used. 

The profitability index is a variation of the net present 

value technique. It is the ratio of the present value of the positive 

cash flows to the negative cash flows. This ratio permits the 

comparison of projects of different sizes. By computing profitability 

indexes for each alternative, the projects can be ranked by profita

bility index numbers. The higher the profitability index, the more 

desirable the project. 

Internal Rate of Return (IRR). The Internal Rate of Return is 

the interest rate which discounts the sum of all future inflows to 

equal the sum of all outflows. It assumes that all returns received 

before the end of the time period can be reinvested elsewhere at this 

mathematically generated return. In measuring bond yields the IRR is 

called yield-to-maturity. In real estate, this mathematicaly 

generated return is compared with the investor's required rate. 

Financial Management Rate of Return (FMRR). The Financial 

Management Rate of Return is a modification of the IRR by using 

different interest rates to discount the cash inflows and the cash 

outflows. Negative cash flows (outflows) are discounted at a lower 

rate on the assumption that these funds are held in a money market 

intrument ready to be invested if needed. The positive cash flows are 



compounded forward at a reinvestment rate assumed to be the minimum 

acceptable rate for a long-term investment of comparable risk. The 

FMRR is the rate required to compound the present value of the 

negative flows to the positive flows. Using two different discount 

rates is an attempt to more realistically model the realities of the 

marketplace. 

Pro Forma Income Statements 

Whatever the technique for measuring return, the investor is 

really interested in estimating as accurately as possible the future 

returns of assets being considered. Projections of future income and 

expense over the years of the holding period is made in the form of 

pro form income statements. 

In order to estimate future returns from real estate projects, 

several sets of assumptions must be made. The first are the 

assumptions leading to an estimate of net income. This includes the 

gross income available from the project, the vacancy rates for various 

project stages, the operating expenses (including property taxes), and 

estimates of growth in gross income and operating expenses. 

The second set of assumptions lead to the choice of optimum 

financing for the project. They would include the lender's 

requirements for debt coverage ratio, the loan constant, and lender 

participation in the net or gross income. A ground lease or joint 

venture could be considered as an alternative to debt. 
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The necessary assumptions are organized Into a cash flow pro 

forma* This Is usually done In two stages. The first Is a one period 

simplified version of the cash flow pro forma. It is the starting 

point for both the equity and the debt investor. In this form it does 

not consider tax-shelter, equity buildup by loan amortization, or 

property appreciation, these items will be considered later. The 

one-period pro forma is usually the most likely outcome for one year. 

If it proves satisfactory the cash flow statements are expanded for 

each year of the holding period. Equity build-up, tax-shelter, and 

property appreciation are added to the model. 

The simplified cash flow pro forma looks like this. 

Cash Flow Pro Forma 

Gross possible-rental income 
Less vacancy 
Less operating expenses 

Net income 
Less debt service 

Cash flow 

The expanded pro forma income statement is required for each 

year of the holding period. The investor's after-tax return is 

estimated from this. An example is presented in chapter four. 

Risks of Real Estate Investing 

The risks of real estate investing are related to general 

investment risks. The five types of risk previously discussed are now 
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applied to real estate. They can be reviewed in chapter two, under 

Types of Risk. Briefly summarized, they are: 

1. Financial risk is risk linked to the financial ability of 
the firm. It is subdivided into business cycle risk, 
financial leverage risk, and management risk. 

2. Interest rate risk arises from changes in the general 
level of market interest rates. It is subdivided into 
price-risk which affects the principal at resale of a 
note, and reinvestment-rate risk which affects the income 
to be received from the new market interest rates. 

3. Liquidity/marketability is the ability to buy or sell an 
asset quickly without a price concession. It requires 
both marketability and stable price. 

4. Purchasing power risk is caused by uncertainty about the 
future purchasing power of the dollar. It is subdivided 
into anticipated and unanticipated changes in the 
inflation rate. 

5. Social/legal/governmental risk is loss or uncertainty due 
to major social changes, legal costs, or changes in 
governmental policy. 

These risks are applicable to each type of real estate investment as 

well as to each type of general investment. A discussion of the 

unique real estate risks will build upon this general framework. 

Risks of Long-Term Debt 

The dominant risk associated with investing in long-term debt 

securities is interest rate risk. If an investor wishes to sell a 

long-term debt instrument, the current market interest rates will be 

the dominant factor in determining its price unless the borrower is 

considered a very poor financial risk (in which case, financial risk 

may dominate). 
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No long-term debt Is liquid because market Interest rates 

change and the likelihood of the lender receiving his principal back 

occurs only at maturity or if the market interest rate is less than 

the original debt yield. 

Purchasing power risk of the principal is present unless an 

amount equal to the present inflation rate is reinvested each year as 

an inflation premium. Purchasing power risk with respect to income is 

present when inflation is above zero, because the fixed periodic 

returns will buy less. 

Risks of Mortgage Securities. "Ginnie Mae," "Freddie Mac" and 

"Fannie Mae," securities have little financial risk as they are 

guaranteed for income and principal payments by the issuing 

governmental agency. There is some additional reinvestment rate risk, 

when the borrower amortizes the mortgage and this principal payment is 

passed through to the lender in small amounts. Pools of mortgages 

issued by other corporations or mutual funds can be compared in risk 

to bonds issued by the same entity. 

Risks of Seller Financing. This type of long-term debt 

differs from general long-term debt in that the investor looks to the 

liened property for financial-risk security. This type of long-term 

debt is neither liquid nor marketable. 

Financial risk for the mortgage holder comes from the 

possibility that the borrower will default on the interest or 

principal payments. The primary source of repayment from income 

property is the earning power of the security. The secondary source 
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of repayment, which is used in case of foreclosure, is the value of 

the building. The debt service coverage ratio measures the primary 

source of risk. The loan-to-value ratio measures the secondary source 

of risk. Financial leverage risk is contained in both factors; a. 

large loan with high debt service is riskier in both repayment from 

property income and in foreclosure. 

When considerable appreciation is anticipated as the main 

return rather than periodic income from the property, large balloon 

payments are left until the end of the loan term, sometimes with 

partial interest accrual. This means that the mortgage holder's risk 

increases over time. At the balloon date, the equity holder stands to 

gain if the appreciation is greater than the accrued interest and 

other carrying charges; if not, the borrower has minimized his losses 

because the mortgage holder is left with the unappreciated property 

foreclosure. 

An aspect of financial risk—business cycle risk—could affect 

the lender. In spite of the very low historic default record of even 

low-downpayment VA mortgages, the possibility of large scale defaults 

due to a period of declining real estate values cannot be ruled out. 

The original margin of safety with the loan to value ratio and the 

debt service coverage ratio is a defense against mortgage holder loss. 

Also the amortization of the loan increases owners' equity over time. 

The risks of real estate ownership are relevant for the 

mortgage holder because of the possibility of foreclosure. If the 

debt holder is the only, or highest, bidder at the foreclosure sale, 
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the property will revert back to him. This means that the debt 

holders must also consider themselves potential equity holders. 

Risks of Leases. Long-term leases are subject to the same 

risks as othet fixed returns: interest rate risk, financial risk, 

liquidity risk, purchasing-power risk and legal costs at default. 

They also have legal complexities because of their individual nature. 

Leases with participation in the profits or indexing, attempt to 

diminish purchasing-power risk and interest rate risk. Additional 

financial risk is then assumed because of dependence on the 

properties' profitability over the return required to service the 

mortgage. 

Risks of Equity Securities 

Equity securities' dominant risk rests with the financial 

condition of the firm. With this type of investment, no management is 

permitted by the investor. This makes management risk the dominant 

part of financial risk because management determines what properties 

will be involved, how much leverage there will be, and what strategies 

for profitability during economic down cycles will be used. 

Risks of Equity Ownership of Physical Assets 

Real estate ownership risks are basically the same as the 

general risks outlined in chapter two for ownership of physical 

assets. The dominant risks for real estate and the general ownership 

of physical assets are financial risk and liquidity risk. The 
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following discussion begins with financial risk and liquidity, then 

points out how interest rate risk and social/legal/governmental risk 

influence real estate returns. The discussion ends with purchasing 

power protection, as this is not a dominant risk but a strong point 

for real estate equity ownership. 

Financial Risk. Financial risk is defined as uncertainty due 

to the financial ability of the firm. This can be translated to mean 

the uncertainty due to the financial ability of the real estate 

project. This risk can be subdivided into business cycle risk, 

leverage, and management risk. A brief discussion of each as it 

relates to real estate follows* 

Business cycle risk is very applicable to real estate. 

Britten and Kerwood (1977, p. 307), say: "Real estate is a cyclical 

business in which periods of overbuilding are normally followed by 

corrective contractions in which bloated inventories are worked off. 

These contractions, while predictable, usually entail a significant 

amount of economic distress." 

Business cycle risk affects different types of properties in 

different ways. When the business cycle is at a low, tenants may not 

pay their leases, marginal properties may have no return, equity 

participation returns may disappear, and even strong tenants may not 

expand as anticipated. The business cycle risk affects both income 

and appreciation because buildings are often valued on net income. 

Cyclical variations in income for the equity owner depend on the 

length of the lease and the strength of the tenants. 
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Business cycle risk Is exaggerated by financial leverage risk* 

Financial leverage means the amount borrowed to finance the 

Investment* This risk is particularly applicable to real estate 

because of Its leverage potential. Financial leverage risk can be 

limited in liability if the loan is a non-recourse loan, meaning the 

building alone and not the borrower serve as the security. 

Leverage is an advantage when it is positive, when the returns 

on the property are higher than the interest rate on the debt. When 

the property has a high vacancy, and when rent control, high operating 

expenses, or other factors prevent the total net return from at least 

equaling the cost of borrowed money, leverage is negative. While loss 

due to depreciation gives a sheltered cash flow advantage, actual cash 

loss due to the erratic pattern of income with high leverage is a 

disadvantage * 

The maximum size of the loan varies with the economy, the 

reputation of the borrower, the type of financing, and the ability of 

the property to pay the debt service (monthly payment). The larger 

the amount of the loan in relation to the value of the property, the 

greater the risk. Even more important, the greater the size of the 

debt service payment, the greater the risk. 

A defense against the high fixed costs of leverage is a lower 

monthly payment (debt service). First the equity owner tries to lower 

the interest rate or lengthen the payback period. If this does not 

produce a comfortable debt service ratio, the property needs more 

equity or a lower price. When those are not available, the equity 
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owner may seek a lender who will lower the Interest rate In exchange 

for participation in the profits (part of the equity rewards). This 

permits the owner to lower leverage risk. It keeps the debt service 

payment low enough so the project survives during unexpected 

recessions. 

Liquidity/Marketability Risk. This is another area where real 

estate is considered a high risk. Liquidity requires a market with 

these attributes: timely and accurate information regarding prices of 

past transactions, a continuous market, low transaction costs, and 

quick adjustment of prices to new information. Physical real estate 

does not have this type of market. The real estate market is local 

for all but the largest properties. Multiple listing gives the asking 

price of many properties, but the selling price of equivalent 

properties is not publicized. Comparables are difficult because each 

property is unique. The depth of the market depends on local supply 

and demand conditions, the size of the community, and the type of 

asset. Transaction costs are high and the price adjustments to new 

information are often unknown. This gives real estate poor 

marketability. 

The nature of real estate and the high transaction costs make 

real estate unsuitable for short term holding. Liquidity is defined 

as no penalty for a quick sale. This situation occurs rarely in real 

estate. About the only time an investor can quickly dispose of 

property without a price penalty is when the demand for that property 

is high, such as in a rapidly rising market. In all other situations 
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the investor is well advised to have the resources for holding during 

a longer sale period. Staying power includes the ability to invest 

further funds if needed. 

Interest Rate Risk. Interest rate risk is defined as 

uncertainty of returns due to the changes in the general level of 

interest rates. Its biggest impact on real estate equity ownership is 

the feasibility of the project. It affects the equity ownership when 

construction financing, permanent financing, additional financing, or 

refinancing is needed. The cost of money is the major expense in real 

estate ownership. Real estate used to be financed with long term 

assumable debt. The trend now is towards flexible rate financing and 

controlling who an assume the loan. This will increase interest rate 

risk for the equity owner, because flexible rates and frequent 

refinancing increase uncertainty. 

Interest rates do have an impact on a building's value. When 

interest rates go down, more people can afford to buy or build, 

increasing demand. When market interest rates go down, investors 

lower their cap rates because alternative investments are yielding 

less. Both these factors contribute to an increase in the price of 

real estate. 

Social/Legal/Governmental Risk. Major social trends affect 

every aspect of real estate investing. It is easy to see how 

population trends would change demand. Changes in birth rates, 

household size, population shifts, and longevity are studied by astute 

investors. 
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Other major social trends that affect real estate Include the two wage 

earner family, condominiums, smaller housing units, and the "no 

growth" or environmental protection movement. Some of these major 

social trends result in legal changes. 

The passage of the National Environmental Policy Act and 

several state and county laws have added layers of complexity to the 

development process. Articulate citizens, local officials, and 

environmental hazards have as great an impact on development 

feasibility as the traditional factors of accessibility, utilities, 

demand, interest rates, and other economic factors. 

Real estate is highly impacted by government powers. Private 

property rights are limited by police power, eminent domain, taxation, 

and escheat. Police power gives the government the right to grant 

zoning, building permits, and utilities restrictions in order to 

provide for the public health, safety, morals and general welfare. 

The right of eminent domain gives the government permission to take 

property by condemnation, provided just compensation is paid. The 

government has the power to tax. If an owner does not pay taxes or 

dies intestate (with no will) escheat gives the government the right 

to have the property ownership return to the state. In addition, 

individual owners can put deed restrictions on the property which 

restrict future owners. 

Our government now supports housing by regulations, agencies 

and tax policies. If international competition becomes stronger, the 

government may withdraw support from housing to rebuild our 

industries. 
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Purchasing Power Risk. In the past, ownership of physical 

assets was the only category of investments that provided a high 

enough after-tax yield to be a protection against periods of high 

inflation. Real estate belongs in this category. The after tax yield 

of• individual properties varied but on the whole, real estate provided 

protection from both anticipated and unanticipated inflation. 

The income-oriented investor found that rents did not keep 

pace with inflation when the vacancy factors did not permit rents to 

be raised. When demand increased, rents were raised and net cash flow 

increased. The income-oriented investor also experienced a larger 

increase in taxes, utilities, and maintenance costs than in rents at 

some periods. If he does not want to sell the property in order to 

achieve total return, the income investor may have purchasing power 

risk during times of high inflation. 

The appreciation-oriented investor benefited from the demand 

for physical goods during periods of high inflation. The price rise 

in owner occupied housing was especially dramatic during the last 

period of high inflation. Consumption property and income property 

were bid up by the investor most afraid of inflation. „ More emphasis 

was placed upon appreciation than income. 

The long term fixed rate mortgage provided very positive 

leverage for the equity investor during periods of high inflation. 

The dollars paid back were worth less in purchasing power. It is 

likely the equity owner will have to give some participation returns 

to lenders in future periods of high inflation. 
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Several inflation rate estimates can be included in pro formas 

to understand the effects of purchasing power risk on long term real 

estate projects. Inflation will affect real estate in expected and 

unexpected ways. It will be partly defended against by the tenant who 

bears more variable costs and by long term leases being tied to a 

purchasing power index. 

Risks of Joint Ventures. Joint ventures carry some additional 

risks because of the involvement of another entity. This entity may 

provide competition to the project, and it may increase costs arising 

from management fees for affiliates who act as the selling agent, 

property manager, or mortgage broker. The joint partner may have 

substantial obligations to other entities which demand time, energy, 

and/or funds. These other business interests of the partner may be 

contrary to those of the partnership and, at times of conflict, the 

general partner may be self-serving. The acts of the other entity are 

considered a liability for both parties. A bankruptcy of the joint 

partner is a threat. There may, then, be liabilities greater than 

those originally contemplated, and there may be legal problems 

associated with the termination of the contract. 

A joint venture investment holds considerable risk. The 

specialized equity and debt rights are not easily marketable, and 

there is financial risk, Increased by leverage and management 

complexity, and possible personal liability. Financial leverage risk 

is present particularly at the point where money may only be available 

at very high rates at times when it is badly needed. Purchasing power 
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risk can be shifted from ovmer to debtor to tenant by flexible rate 

debt terms and tenant responsibility for variable costs* The project 

must cover costs, debt service and equity returns that outstrip 

inflation. There is considerable social/legal/government risk due to 

the complexity and size of the projects. This type of investment is 

suitable only to a sophisticated real estate investor who understands 

the risks and has the ability to negotiate returns that meet his main 

objectives. 

Risks of Development. Real estate development also carries 

additional risks. A property with no operating history must depend on 

unproven assumptions for achieving its pro forma estimates. In 

addition, construction may be delayed, or there may be cost overruns 

because of weather, labor or material problems. Real estate 

development requires a long time between the investment of funds and 

the returns. There is always a significant potential variance in 

financial forecasts as well as a change in completion dates. 

Summary of Real Estate Investing Risks 

The dominant risks for each type of real estate investment 

have now been discussed. In the long-term debt category, 

mortgage-backed securities issued by governmental agencies have the 

same risks as other securities issued by governmental agencies except 

for early prepayment of principal. Other pools of debt secured by 

mortgages have various degrees of financial and liquidity risk. 

Interest rate risk is dominant for these investments. 
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Seller financing is a unique real estate application of long 

term debt. Interest rate risk is dominant, but financial risk becomes 

more important with the borrower's or builder's ability to support 

repayment* Purchasing power risk is always present when there is 

unexpected inflation and a fixed long term contract. In addition, 

seller financing mortgages are not marketable. 

Leases and mortgages with contingent interest are hybrid forms 

of debt and equity investing. They carry the risks of both debt and 

equity ownership in one investment. 

Equity securities' dominant risk is financial, with no 

liquidity/marketability for limited partnerships. Interest rate risk 

and social/legal/governmental risks impact the return. Purchasing 

power risk is dependent on an after-tax return above inflation. 

Direct ownership of physical assets have two dominant 

risks—financial risk and liquidity. Interest rates and 

social/legal/governmental risks influence returns. Purchasing power 

risk is this asset's strong point, but it is not automatically absent. 

The total after-tax return must be more than the inflation rate. 

Additional financial risk comes from partner's actions, leveraged 

situations, and conflict of interests. Legal complexity and potential 

tax battles also add risk. 

A table summarizing Risk and Real Estate Investments follows: 
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Table 3.2 Risk and Real Estate Investments 

Long-Term Debt and Hybrids 

1. Mortgage securities 

Interest rate risk: price risk and early prepayment 
Financial risk: depends on Issuing agency 
Purchasing power risk 
No liquidity but marketable 

2. Seller financing 
Interest rate risk: price risk and early prepayment 
Financial risk: depends on loan/value ratio and debt service 
ratio 

Purchasing power risk 
No liquidity, no marketability 

3. Leases 
Interest rate risk 
Financial risk: little if property holds value, legal position 
Purchasing power risk unless indexed 
No liquidity, no marketability 

4. Participation Features 
Debt and equity risks 
Financial risk increases 
No liquidity, no marketability 

Equity Securities 

1. REIT: 
Financial risk 
Not liquid but marketable 

2. Limited Partnerships:„ 
Financial risk 
Not liquid and not marketable 
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Table 3.2 Risk and Real Estate Investments (continued) 

Equity Ownership of Physical Assets 

Financial risk: very cyclical, highly leveraged, complex to manage 
Liquidity/Marketability: no liquidity, poor marketability 
Interest rate risk: impacts feasibility and financing 

1. Homeownership 

Financial risk: no appreciation 
Interest rate risk: at refinancing 
Liquidity: marketable but high transaction costs 

2. Land 

Financial risk: of no appreciation 
Interest rate risk: feasibility of sale financing 
Liquidity: marketability limited 

3. Residential Income 

Financial risk: management, leverage, cyclical market 

4. Office buildings 

Purchasing power risk depends on length of leases 
Financial risk: management, leverage, cyclical market 

5. Commercial property 

Financial risk: includes rising costs and % lease costs 

6. Industrial property 

Purchasing power risk with long-term leases 
Financial risk: depends on tenant and other building uses 

7. Joint Ventures 

Financial risk: increased by joint partner 
No liquidity 
Social/legal/governmental risk complexities 
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The Investor's Profile 

Each individual has a unique set of objectives and risks that 

apply to investments. This chapter is an attempt to explore the 

implications of individual choices. The general framework of what 

choices are relevant is already established. The items of investor 

situation and preference developed in chapter two will be used again 

with real estate applications. 

Five variables concerning the investor's present situation 

will be discussed first. These are (1) net income; (2) net worth; (3) 

retirement funds; (4) tax bracket; and (5) management ability. The 

facts about an investor's present situation for each of these five 

variables has a bearing on the choices outlined in the investor 

profile to follow. In order not to repeat the material in the 

investor situation section of chapter two, the reader is referred 

there for the general discussion. The following discussion of the 

investor's financial situation applies to real estate. 

Present Financial Situation 

The investor's net income available for investing is 

particularly important for the real estate investing. Additional 

funds may be required during the holding period. No investor likes a 

situation where additional funds must be unexpectedly added but this 

sometimes happens in real estate. Examples would be legal costs to 

foreclose a mortgage or major repair costs on a building. 
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Net worth is an important item because real estate down 

payments are large for all but single family properties. Considerable 

net worth is needed for almost all real estate investments. 

How far an investor has progressed toward accumulating 

retirement funds is relevant to real estate investing. Often real 

estate is owned to maximize appreciation and then sold with seller 

financing to maximize income. Another strategy relevant to some 

retirement situations is for a building to be short on cash flow 

during its early years and high on income during its later years, 

providing for retirement income. Real estate is a suitable management 

transition to a retirement situation for some people. It also 

protects early retires from inflation erosion of principal, which 

might occur from unexpected inflation with dollar-denominated 

investments. 

The tax bracket is relevant for tax strategies involving 

income taxed at the regular rate, tax sheltered cash flow, and excess 

operating losses that can be applied to shelter other income. 

The investor's real estate management experience is a limiting 

factor in real estate investing and should be carefully explored 

before deciding on the investment choices. The single family home is 

the most widely held real estate investment, and there are other 

investments suitable for a beginner. All large and complex properties 

require management expertise. 

The investor's situation concerning net income, net worth, 

retirement, tax bracket, and management has relevance to general 
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investment choice and to real estate choices in particular. They form 

the basis for the investor's choices outlined in the Investor Profile. 

Investor Objectives 

The Investor Profile represents choices of the individual. 

Individual preference for real estate as an investment will be the 

major factor in deciding for or against real estate. Real estate 

investments compete with other investments. As already shown, all of 

the investor's goals can be met by some other investment; however the 

combirû cion of advantages that real estate offers makes it most 

suitable for some situations. The investor profile was included as an 

integral part of the general investment framework because the 

individual's objectives and risk tolerances ultimately are the 

deciding factors. 

Each of the items on the Investor's Profile will now be 

discussed. 

Timing of Returns. A real estate investment can maximize 

income, or appreciation, or both. 

Long-term debt provides an opportunity to maximize income in 

three ways. A constant-payment, full-amortizing loan will return 

interest and principal in a maximum monthly payment. Interest-only 

loans will keep the dollar amount of the principal intact while 
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yielding interest income. Long term financing with participation 

gives a steady income flow with the possibility of future increases. 

Equity ownership of improved property gives the equity owner 

cash flow from rent or lease payments, usually at least partly tax-

sheltered. Owning a physical asset can also protect the owner from 

loss of purchasing power of the principal. These two advantages—tax 

sheltered cash flow, and principal purchasing power protection—are 

available only in real estate. The cash flow return is to be compared 

with tax-adjusted and inflation-adjusted cash flows from other 

investments. A sheltered cash flow which requires no inflation 

adjustment to maintain the purchasing power of the principal can be as 

low as 3% and still be competitive with "real" interest returns. 

The desire to maximize appreciation finds real estate an 

excellent place in which to invest so long as equity investments can 

be held through advantageous market conditions. The investor may wait 

for the property to "ripen" into a new use, or for better management 

to increase net income, or for inflationary pressure to increase 

prices. Depreciation write-offs shift income from regular taxable 

rates to long-term rates at sale. Fast appreciation of real estate in 

general has kept up with periods of high inflation. Some real estate 

ownership investments, such as land and properties with a negative 

cash flow, are suitable only for the appreciation-oriented investor. 

Large loans permit appreciation with a relatively small equity 

investment. 
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The commitment of funds to the real estate sector is usually 

long term. Mortgage-backed bonds and real estate investment trusts 

may be sufficiently marketable to be sold in less than a year, but the 

nonmarketability of long term mortgages usually make them unsuitable 

as a short term investment. Equity investments should have long term 

commitment of funds because of the high transaction costs and 

uncertain selling time. 

Management. Direct participation in the management of real 

estate requires experience. The more complex the project the greater 

management skills that are required. An equity investment in land 

requires less direct management than a multi-tenant building. Most 

professional real estate investors specialize in one type of property 

because returns can be increased with experience. Real estate 

ownership is a long term project, and the time in years as well as the 

time available per week has to be considered. 

There are some real estate investments suitable for passive 

management—mortgage securities, long-term net leases, REIT's, and 

limited partnerships. 

Smaller real estate projects can be equity investments if the 

owner is willing to do the management as a hobby. Ilomeownership is 

perhaps in this category. 

Tax Strategy. Real estate give special tax advantages. 

Depreciation is an accounting expense that provides investors a cash 

flow without taxable income. Sometimes operating losses are available 



to shelter income from other sources. Interest expenses are also 

deductible. Long-term leases are a deductible expense to the business 

using the building. Long-term gains are not taxed until the property 

is sold, and then at the long-term rate. 

The tax bracket of the investor plays an important part in 

deciding which real estate investments are suitable. Investors in the 

lower tax bracket may realize higher unsheltered returns from interest 

and land leases. Investors in the higher tax brackets realize higher 

returns from the tax-sheltering potentials of real estate. 

Investor preferences for the size of real estate projects is 

somewhat stratified by tax bracket. The lower tax-bracket investors 

invest in smaller properties, investor-managed, and with comfortable 

leverage. The medium tax-bracket investors usually seek projects with 

full time professional management and sheltered cash flow. The high 

tax-bracket investors look for sheltered cash flow and operating 

losses to shelter other income. 

Investor's Risk Stance 

The investor has an opportunity for either an aggressive or 

conservative risk stance with real estate investments. The general 

risk stance of the mortgage holder varies with the promises of the 

borrowing entity. Fools of government-backed mortgages hold little 

financial risk, are marketable, have interest rate risk and purchasing 

power risk. So the risk stance is partly a function of which risks-

the investor is willing to assume. 
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The general risk stance of an equity holder Involves primarily 

financial risk, which can be Increased or decreased with leverage and 

diversification. The complexity of real estate projects makes them 

more susceptible to social/legal/governmental risks. 

Diversification. Diversification reduces financial risk. It 

is available with mortgage securities, REIT's and large syndicated 

limited partnerships in various degrees. 

Equity ownership of physical assets is vulnerable to financial 

risk. The three aspects of financial risk-management, leverage and 

the business cycle—can be diversified away by projects of different 

types and in different geographical areas. With real estate equity 

ownership, this is difficult because of the significant dollar amounts 

required for any one property. It is also difficult because the 

expertise required to own one type, apartment complexes, for example, 

is not necessarily applicable to another type, for example, industrial 

buildings. So the diversification realities within real estate are 

poor except for the very wealthy. 

Real estate investment can be balanced in a portfolio with 

other types of investments. It has a different market cycle from 

other investment alternatives. The risk correlation between a 

specific piece of property and other investments varies. 
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Leverage. Leverage increases financial risk. When it is 

positive it increases returns; when it is negative, returns can very 

quickly be lost. The investor interested in a highly leveraged 

situation will find real estate applicable. The investor desiring no 

leverage will own real estate free and clear. Both situations are 

available. 

Income Risk Tolerance. Mortgages provide steady income, 

provided the borrower pays. The financial risk of a mortgage 

situation varies from mortgage pools guaranteed by the federal 

government to second or third mortgages secured by very little owner's 

equity. An investor with low income risk tolerance should select 

mortgages with little financial risk. 

Rental income varies little with AAA tenants on long term 

leases. Short term leases, coupled with economic downturns or single 

purpose buildings, may leave an income investor with no income. The 

financial risk to incane due to the type of rental or tenant should be 

carefully considered. 

Capital Risk Tolerance. The capital risk of real estate 

investments in long-term debt or equity investments is the same as 

generally stated in chapter two. Long-term debt is subject to 

interest rate risk if sold before maturity. Equity investments are 

subject to financial risk, and hold no promise to return the original 

amount invested. 
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Because real estate is the security for mortgages, the value 

of the real estate at foreclosure will determine the capital risk. 

The value of the real estate at sale determines the capital risk with 

equity investments. Real estate Which holds its value or appreciates 

will have little capital risk for either debt or equity investments. 

Land does not physically depreciate but real estate improvements are a 

wasting asset with different useful lives. The rate of return should 

reflect useful life. 

Liquidity. Investing in real estate requires a larger total 

percentage of liquid funds in the individual's portfolio. One reason 

for this is that additional funds may be required to foreclose a 

property or to maintain an equity ownership. The other reason is the 

poor marketability of real estate, particularly of a mortgage or 

property that is in financial trouble. The asset may have value, but 

is not marketable. Only mortgage-backed securities and REIT's have 

nationally established markets. Investors must balance their real 

estate investments with liquid funds. 

Inflation Estimate. An investor with a risk stance that 

includes high inflation expectations is a likely candidate for real 

estate investments. In general, the appreciation on real estate has 

outpaced inflation. The returns to equity in an inflation period are 

exaggerated by the high positive leverage during periods of rapid 
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appreciation. Only real estate boasts this combination of 

Inflationary yields and high leverage. 

However, It must be remembered that appreciation is a 

combination of several factors as location, net income, management, 

favorable leverage terms, building appearance, etc. It is doubtful 

that inflation alone will consistently provide the appreciation needed 

for purchasing power protection. Total after-tax yield in relation to 

the inflation rate is the determining factor. The combination of 

appreciation factors in the past favored real estate. 

The history of net income during periods of rapid inflation is 

not as good because expenses sometimes rose faster than rents. Rents 

have the potential of catching up when market-demand considerations 

permit. 

An estimate of the investor's expectation of inflation is 

important for use in pro forma Income statements used to predict a 

property's value. It is used with equity value estimates and hybrid 

value estimates. One of the functions of hybrid debt with 

participation is to provide additional yield to protect from 

purchasing power risk. 

Summary 

Items that are the unique choice of each investor have been 

related to real estate investments. The table on the following page, 

shows an outline of how the items of the Investor's Profile fit with 

types of real estate investments. 
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3.4 Real Estate Investments and Investor Profile 

Long-Term Debt and Hybrids 

1. General objectives: Stable Income 
Passive management 
Funds committed for a specific time 
No tax advantages 

2. General risk stance: Conservative to aggressive 
Diversification difficult 
Income risk function of financial risk 
Capital risk 
No liquidity 
Purchasing power risk of unexpected 
inflation 

3. Variations from the above follow: 

Mortgage securities: Marketable 
Little financial risk 
Income insured 

Seller financing: Each situation unique 
Financial risk 
No liquidity 
Subordination for higher yield and risk 

Leases: Net leases with debt characteristics 
No marketability 
Participation possible 

Participation features: Debt and equity risk 

Equity Securities 

1. General objectives: Sheltered income appreciation 
Passive management 
Tax advantages, depreciation, capital gains 

2. Risk stance: Depends on firm's management 
Diversification possible 
Leverage level uncontrolled 
Financial risk of income and capital 
Inflation protection depends on yield 

3. Variations from above follow: 

REIT's: Marketable 
Limited Partnerships: Long-term commitment, not marketable 

Tax losses passed through to investor 
Minimum investor wealth to qualify 



146 
3.4 Real Estate Investments and Investor Profile (continued) 

Equity Ownership of Physical Assets 

1. General objectives: Appreciation and sheltered cash flow 
Long-term commitment of funds 
Tax advantages: sheltered income 

2. General Risk stance: Aggressive or conservative by strategy 
Diversification difficult 
Leverage available 
Income risk tolerance: by strength of tenant 

by strength of lease 
Capital risk tolerance: financial risk 

situs appreciation 
No liquidity 
Inflation protection of capital: good history 

income: mixed history 

3. Variations from the above follow: 

Homeownership: appreciation only 
hobby management 
no depreciation, interest and taxes deductable 

Land: appreciation only 
little management 
no depreciation, interest and taxes deductable 
leverage less than improved property 

Residential Income Property: Investor or professional management 
Income protection with rent increases 

Office buildings: Large initial investment 
Professional management 
Income and inflation protection with rent 

increases 
Commercial Property: Large initial investment 

Professional management 
Participation and % leases available 

Industrial Properties; Large initial investment 
Net leased for no management 
Single purpose building increases financial 
risk 

Joint Ventures: Active or passive management 
Additional risks from joint partner 
Investor negotiated terms 
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Summary of Chapter Three 

Real estate Investments fall Into all the Investment 

categories except short-term debt. Mortgage securities, seller 

financing, leases, or leases with contingent interest are long-term 

debt. The last category combines long-term debt with equity 

participation features, making it a hybrid investment. 

Equity investments in real estate are subdivided into equity 

securities and direct ownership of physical assets. Real Estate 

Investment Trusts and Limited Partnerships come under equity 

securities. Direct ownership of physical assets is represented by 

home ownership, land, residential income property, office buildings, 

commercial property, industrial property and joint ventures. 

As with other types of investment, risk is inescapable in real 

estate. There are five types of risk, and each investor must try to 

adapt the number and types of risk to his own financial situation. 

Only real estate offers high inflationary yields and leverage, 

but it must be highly sensitive to the investor's financial situation, 

objectives, and risk stance. 



CHAPTER 4 

A REAL ESTATE INVESTMENT EXAMPLE 

In order to more fully understand the general concepts 

presented In chapters two and three, this chapter presents an example 

of a real estate investment. It is from the individual investor's 

viewpoint. The example situation assumes a single family home on a 

little more than two acres, located with the potential for 

development. It is inferred that the example investors have used this 

as a family home for several years. 

This example was selected because ownership of a single family 

home is a natural situation for an individual and because a single 

family home with a change of land use provides several options for 

analysis. 

The beginning of a development project usually starts from one 

of the following perspectives: 1) a land owner feels his property may 

be ripe for redevelopment and starts to explore the possibilities, or 

2) a developer feels the economics of his particular development 

specialty are favorable and he begins to look for a suitable piece of 

land. This example does not include an investor who is also a 

developer; so to include an analysis of development, the investor was 

placed as the land owner. 

148 
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This section follows the same basic format as the other 

chapters. The types of investments are defined; in this case they are 

the options available to the landowner. The risks of each option are 

discussed and then the individual investor situation and preferences 

are added to the decision-making process. 

The Example Defined 

The Property Assumptions 

The following assumptions define the property. The 

neighborhood is described first and then the site. 

The property is located several miles outside the central 

business district. It is a mixture of residential, multi-residential 

and commercial use. Residentially, the neighborhood is composed of 

relatively affluent families. The single family housing values range 

from approximately $75,000 to over $200,000. The neighborhood has 

been in a growth stage for the past twenty years. 

A U.S. Highway is the major thoroughfare bisecting the 

neighborhood. Commercial use along the highway has increased. There 

are two neighborhood shopping centers within half a mile of the 

subject property. One contains a financial center with office 

facilities. 

The subject is located outside the City limits but is provided 

with all the County services. These include electricity, gas, 

telephone, water and sewer. The economic outlook for the neighborhood 
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Is strong continuing growth, and future redevelopment from residential 

to retail and office uses. 

The site itself is bordered by the major highway and two side 

streets. Its present use is a 30-year-old single family home, located 

on 2.2 acres. The site is level. Each side street has a turnout lane 

on the highway. The market data comparisons show the house and the 

2.2 acres to be worth approximately $185,000 for use as a 

single-family home. The comparisons also show that the land alone is 

worth $230,000 when zoned for a more intensive use. At present it is 

zoned for residential use. 

The Development Assumptions 

Development is a lengthy and complicated process, requiring a 

full-time professional. For this reason, the individual investor is 

not assumed to be a developer. The development option assumes the 

investor joins with a developer in a joint venture or simply leases 

the land to the developer. These options require a financial analysis 

by the investor. The individual is interested in his after-tax return 

from the different options. This Is determined by an after-tax cash 

flow analysis of each option. 

It is assumed the following things have been done. The site 

has been surveyed to determine the exact acreage, the legal set backs, 

and the location of the present buildings. The alternative highest 

and best uses have been explored. An economic feasibility study 

determined that garden offices are the best choice. The appropriate 

zoning approval has been discussed with the governmental authorities 
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and looks favorable. Market data for the financial assumptions has 

been gathered. Though not insignificant, the costs of this predesign 

stage are considered to be normal "soft costs." They are added to the 

construction costs by the developer or to the land costs by the land 

owner. For a more detailed.description of the development process, 

see chapter three, Development. 

The development analysis will be discussed just once. In real 

life the analysis could be repeated with new relevant information at 

several stages. These might be: 1) during contract negotiations by 

the landowner, 2) after zoning is approved 3) when construction 

contracts are being negotiated 4) when the financing commitment is 

firm 5) when the site is improved for development. A "go or no go" 

decision could be made at these times. 

Measurement of Return Assumptions 

This example uses a discounted cash flow method of comparing 

returns. It is a capital budgeting technique that utilizes the time-

value-of money concept. Each alternative is given an after-tax 

present value which can be compared with the other alternatives. The 

internal rate of return and net present value are also used. 
m 

This analysis is more easily done with one of the several 

computer programs now available but here the use of a hand held 

calculator is demonstrated. The calculator is now a common tool with 

individual investors; it has the advantage of being easily carried 

when property is being considered. However the personal computer may 

be a common tool in the future. 
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Development Assumptions 

1. Land 
2.29 acres with 100,000 sq. feet 
Set backs reduce usable land to 80,000 square feet 
Value of the land zoned TR Is $2.3 per square foot ™ $230,000. 

2. Building 
Building covers 25% of the land 
Building square footage is 35,000 (some second story) 
Construction costs are $53.00. 
Estimated building cost - $1,855,000.00 

3. Potential rent 
Rentable space (90% of 35,000) 31,500 sq. ft. 
Price per square foot $15 
Total potential rent $472,500 
Occupancy factors by year: 0, 60%, 77%, 90%, 95% 

4. Direct operating expenses 
32% of effective gross (after vacancy) 

5. Loan assumptions 
Loan coverage ratio of 1.25 
Permanent loan constant (k) » .13341 
Construction financing for 1 year only 

6. Holding period and sale 
Holding period is five years, full occupancy for the last two 
Property increase due to inflation is 5%, due to situs 4% 
Land value $230,000 subject to rezoning 
Sale value $353,883 

7. Tax assumptions 
Investor's and developer's tax bracket at margin is 50% 
Any tax loss "red ink" can be used to shelter other income 
Alternative minimum tax is ignored 
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The Investor's Options 

As the owner of the example property, the Individual has 

several investment options: The options are: 1) sell for cash 2) 

hold as a rental; hold and refinance 3) seller financing; subordinated 

seller financing 4) long-term ground lease 5) joint venture. These 

options were selected to be included in the example because they 

represent the general types of investments. The seller financing 

option is a long-term debt investment. The long-term land lease 

option is a hybrid debt and equity investment. The joint venture 

option is an equity investment without direct day-to-day management by 

the investor and the hold for appreciation option is an equity 

ownership investment requiring management by the investor. These 

permit real estate to be viewed in a context of the general investing 

framework and they also cover the main real-life options of the 

property holder. 

The order in which the options are presented was chosen to 

simplify the mathematics and the assumptions as each option uses some 

of the material already developed in the preceding analysis. 

The general goal of investing—maximization of after-tax 

purchasing power—applies. The returns are figured after tax. The 

general difference between the goals of the income-oriented and the 

appreciation-oriented investor are carried through the example. 
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The following assumptions hold for all the options: 

1. A five year time period 

2. Investor's marginal tax bracket of 50% 

3. The rates on alternative Investments are: 
9% for tax free alternatives (municipal bonds) 
20% before tax on second mortgages 

4. Growth of 9% per year = 5% Inflation and 4% situs 

5. Tax basis of the property is $60,000 (cost) 
land $10,000; building $50,000; depreciation $3,333 
yearly 

6. The present loan Is very small or nonexistent, so 
is ignored 

7. Conventional home financing is available for 
30 years 14%, 

8. Property is worth $185,000 as presently zoned 

9. Property is worth $230,000 when zoned TR 

10. The cost of demolishing the house is ignored. 

Sell for Cash 

This option assumes a buyer can be found who desires the 

property for use as it presently is. The buyer pays cash by arranging 

for a new loan or having the funds available for purchase. 

This option represents the starting point or base case for 

comparison. The present value after tax will be compared with all the 

other options. Having all cash in hand also represents the investor's 

opportunity to purchase alternative investments. 
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The asumptions and calculations follow: 

Selling price $185,000 
less cost of sale 0 9% (16,650) 
less tax cost basis (60,000) 

Taxable gain 108,350 
less capital gain tax @ 20% (21,670) 
plus tax basis 60,000 

Cash $146,680 

In the real world it is likely the seller of a home could avoid taxes 

if he was over 55 years old, or could delay them by replacing his 

residence. Alternatively, the seller might be able to income average 

over the past five. years and pay less tax. These situations are not 

assumed applicable as then the after-tax present value number would 

not be comparable to the other real estate investment options. 

Hold as a Rental 

The investor might hold the property as a rental. This option 

represents an investment in equity ownership of a physical asset. 

Also it is a contingency option in case the rezoning is not granted, 

and the investor still wishes to hold for a speculative jump in value. 

This same analysis could also be applicable to a buyer who wishes to 

hold the property for appreciation. 

It is assumed the property is rezoned within the five years so 

the higher value of the property as zoned TR, is used as a starting 

point. This represents the jump in value that would occur at the time 
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of actual rezonlng. A gradual property value Increase is also 

assumed, 5% due to Inflation and 4% due to situs. This optimistic 

assumption increases the value at 13.85% per year over the sell for 

cash option. For example ptirposes, the exact assumptions are not 

important but in reality they are extremely important so a best, 

worst, and most likely future selling price would be appropriate. 

The assumptions are: 

1. Present value of the land is $230,000.00 

2. Land value increases at 9% per year 

3. Beginning tax basis is reduced by straight line 15 year 
depreciation 

4. Gross rental income of $9,000.00 year 

5. Operating expenses at 27% of gross 

6. No inflationary rental increase or maintenance expense due to the 
property not being maintained for rental purposes 

7. Discounted cash flows at 9%, the investor's after-tax rate 

8. Margined tax bracket is 50% 

Assumptions and Calculations for Option #2, Hold as a Rental: 

Selling price in 5 years ($230,000 9% growth) $353,883 
less cost of sale at 9% (31,849) 
less depreciated basis (43,335) 

* 

Taxable gain 278,699 
less capital gain tax at 20% (55,740) 
plus tax basis 43,335 

Cash from sale $266,294 

Present value 0 9% discount $173,073 
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Rental Cash Flow 

Gross rental yearly $9,000 
less expenses @ 27% (2,430) 
less depreciation (15 year SL) (3 ,333) 

Taxable Income 3,237 
less tax at 50% (1,619) 
plus depreciation 3,333 

Yearly Cash Flow (aftertax) $4,951 

Present Value of Total Benefits $192,330 

Net Present Value ($146,680 as cost) 45,650 

Internal Kate of Return 15.38% 

This option is suitable for an appreciation-oriented 

investor. The after-tax return of $4,967 divided by the cash possible 

from a direct sale, $146,680.00 gives only a 3.43% return. This seems 

small compared to the 9% tax-free assumed return but this equity 

investment is not as subject to purchasing power or interest rate 

risk. Therefore it might actually be selected by a conservative, 

low-tax bracket investor who feared inflation. This direct equity 

ownership requires management by the investor. 

The next option is a variation of this one. It is holding the 

property with a new conventional mortgage. The data just developed is 

assumed in the next option also. 
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Hold with Refinancing 

If the property was refinanced with the conventional loan 

assumed available, the present value would change. The calculations 

follow: 

Loan Assumptions 
Loan amount 148,000 
Payment (30 years, 14%) 21,135 a year 
Balance end of year five 145,258 

Rental Yearly Benefits 

Year __1 2 3 4 5 

Income after depre
ciation from previous 
page $ 3,267 $ 3,237 $ 3.237 $ 3,267 $ 3,237 
Interest deduction (20,720) (20,662) (20,596) (20,520) (20,434) 

Taxable loss (17,483) (17,425) (17,359) (17,283) (17,197) 

Tax/benefit @ .5 $ 8,741 8,712 8,679 8,641 8,598 
Cash benefit 4,951 4,951 4,951 4,951 4,951 
Less loan payment (21,135) 21,135 21,135 21,135 21,135 

Cash Flow loss (7,443) (7,472) (7,505) (7,543) (7,586) 

Interest Income 
9% of loan proceeds 13,320 13,320 13,320 13,320 13,320 

Yearly benefits 5,877 5,848 5,815 5,777 5,734 
Sale after-tax cash 
(see below) 121,036 
Total benefits 121,770 

Sale Benefits at Year Five 
Cash after-tax (see previous page) $266,294 

less loan balance (145,258) 
Cash from sale $121,036 

Present value of all benefits @ 9% $249,289 

Net present value $102,609 
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The Internal rate of return is not applicable to this 

situation because the investor receives from the loan an amount larger 

than the after-tax proceeds from sale (see option #1). 

Personal income tax may be due on the mortgage proceeds due to 

a mortgage over basis rule. If personal income taxes were paid on the 

mortgage proceeds it would change t-he return* 

It is assumed that the investor will have enough taxable 

income to use all the tax losses at the 50% bracket. The yield will 

be considerably lower for a lower marginal tax-bracket investor. This 

option is suitable for a high tax-bracket, appreciation-oriented 

investor. 

This case demonstrates the classic benefits of real estate. 

They are: sheltered cash flow, shelter for other income, high 

leverage, appreciation and regular tax-rate income exchanged for 

capital gains at sale. This combination of land, capital, and 

investor management give a high return with a relatively small 

investment. 

The refinancing option could be considered a best case 

scenario. The worst case could be that the property does not increase 

in value at all or goes down during the next five years and when this 

becomes obvious the investor defaults. This means that he has sold 

the house for the loan amount. There are no additional transaction 

costs. Income taxes must be paid on mortgage over basis, a taxable 
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gain of $104,665. This Is taxed at the 20% capital gain rate, tax of 

$20,933 which gives this option a present value as follows: 

Loan of $148,000 cash 
Tax -20,933 

PV $127,067 

This means that by refinancing, the equity investor has 

limited the downside risk to a present value of $133,952 with this no 

personal recourse loan. 

Seller Financing of the Property 

The seller may choose to hold a long-term mortgage with this 

property as security. The seller is in a position to initiate a loan 

with the payments and terms he desires for this long-term debt option. 

This means the seller exchanges the uncertain cash flows of an equity 

position for a fixed steady income. Other reasons a seller might 

agree to finance a sale would be to attract a buyer or for his 

financial advantage. 

The seller might offer a first or second mortgage to attract a 

buyer. If the market is slow, the seller may have a choice of 

lowering the price or offering financing. This choice is made clearer 

when the seller understands exactly how much the financing is costing 

him and what the benefits are to the buyer. 

Desirable financing from the seller's point of view would give 

a present value of a sure sale and an after-tax return equal to that 

obtainable elsewhere. 
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In this case the seller cannot compete with the available 

conventional financing. No financing would be offered, as it would 

not be to the seller's financial advantage, unless the property would 

not sell at the assumed price. If the buyer could not obtain 

conventional financing, the seller could offer financing at his after

tax alternative of 18%. In this case it is assumed a cash buyer is 

available at the $185,000 sale price and the seller can receive 9% 

after-tax or 18% before tax. The seller financing would be: 

Loan Assumptions for the Seller 

Loan amount (80% of residential value) $148,000 
Payment (30 years, 18%) 2,230 monthly 
Balance end of year 5 146,991 

Selling price $185,000 
Down 37,000 
Present value of cash sale after-tax 144,680 

The buyer would want a loan equivalent or better than 
available conventional financing, which is: 

Loan amount $148,000 
Monthly payment 1,806 
Balance (5 years) 150,048 
Rate of 14%, 30 yrs. 

The seller would receive only a present value of $131,293 

from the buyer's loan instead of the full present value of $148,000 

resulting in a cost to the seller of $16,706. The buyer would have to 

pay $424.24 a month more or put an additional $16,706 down to meet the 

seller's terms. Only a buyer who could not qualify for a conventional 

loan would be interested in the seller's offer. 

When the buyer has no alternative financing, the seller might 

propose this option. The seller could keep the amount of the monthly 
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payments and the balance due In 5 years constant, at the 18% return, 

but offer the buyer a 14% rate. This results in an increased loan 

amount: 

Loan amount $169,150 
Payment 2,230 
Balance (5 years) 146,991 
rate 14% fixed 

The increase in the loan amount would be added to the already 

established down payment of $37,000.00 thereby increasing the actual 
i 

selling price of the house. The loan increase is $21,150.00, the 

selling price increase is $21,150.00 because of the lower rate. 

This last alternative has the advantages of: 1) meeting the 

buyer's request for a lower interest rate 2) giving the seller the 

payments needed for an 18% return and 3) it has tax advantages for the 

seller. The seller receives the same amount of money over the five-

year period with the 18% loan or the 14% loan on the larger amount but 

it is taxed differently. The smaller amount of interest income (14%) 

is taxed at the regular income rate; the increased selling price is 

taxed at the capital gain rate. The capital gain rate is lower so the 

seller has a tax advantage from the lower interest rate, higher 

selling price loan. 

Perhaps the clearest example of the cost of seller financing 

to attract a buyer would be to assume that the seller offers a lower 

than market interest rate and sells the mortgage Immediately through a 

mortgage broker. The assumptions and calculations might look like 

this: 
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Loan amount $148,000 
Interest rate 12% 
Monthly payment 1,522 
Balance (5 years) 144,542 

Market Interest rate Is assumed to be the same 14%. The mortgage 
broker's fee Is 3% 

Loan value at 14% $137,495 
Less commission @ 3% 4,125 
Cash $133,370 

Because the market interest rate is lower than the investor's 

before tax alternative of 18%, the investor only loses $14,630 when 

the mortgage is sold immediately* 

These seller financing alternatives could be applied to much 

larger loans on income producing property. Reviewed, the alternatives 

are: 1) offer seller financing that holds a financial advantage to 

the seller 2) offer seller financing that attracts a buyer, and 

calculate the cost of (a) holding the financing (b) discounting the 

"paper" for immediate sale. For this example, it is assumed the 

seller would only offer financing that has a present value equal to 

the available cash sale of $146,680 after-tax and has an IRR equal to 

the after-tax alternative of 9%. 

This option would be appropriate for an income-oriented 

investor. 

Subordination Seller Financing 

The seller could subordinate the seller financing to an 

existing loan or to a new loan. This option represents a long-term 

debt option with more financial risk, and a higher return. It is 
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assumed that second mortgages yield 20% before tax. This option could 

be used with a buyer holding the property for development or a 

developer ready to begin. The immediate development scenario will be 

assumed. 

The money required for the seller to assume the risks of a 

subordinated mortgage should be at least equal to the return on second 

mortgages in the marketplace. Another way to estimate the returns 

available for the subordinated position is to develop a pro forma 

income statement for the project. The developer's yield with and 

without subordination should give an estimate of what this additional 

leverage is worth. The investor could then negotiate for a portion of 

that return. 

In this option a down payment is required to partly diminish 

the financial risk to the land holder. It also gives an option with a 

part payment immediately. This may be a desirable feature for some 

landowners. In order to keep the yearly payments low an interest only 

loan is assumed. 



165 

Assumptions and calculations for Subordinated Financing Option 
Tax calculation assumptions on the next page 

Loan Assumptions 

Selling price 
Down 
After-Tax and costs 
Loan (20%, interest 

only, 5 year 
balloon) 

Payment 

After-tax cash 

Balloon in 5 year 

Cash after-tax 

$230,000 (development assumption) 
69,000 
41,779 (tax calculations next page) 

161,000 
32,200 year 

16,100 year 

161,000 

139,262 

Total Present Value $194,913 

Net Present Value 48,233 

IRR 19.77% 

Seller financing with subordination to a large development 

first mortgage is sometimes structured with a lower than market 

interest rate and additional interest contingent on a percent of gross 

or net income. This type of hybrid debt and equity investment is 

represented in this example by the ground lease option. 
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Tax Calculation for Capital Gains on Installment Sale 

Selling price $230,000 
Cost of sale @ 9% -20,700 
Adj. selling price 209,300 

Less tax basis 60,000 
Taxable gain 149,300 
Divided by adjusted selling price =• 67.51% 

This is the percent of the adjusted selling price on which the capital 
gains tax is owed. 

After-Tax Returns 

Down payment 69,000 
Selling cost 20,700 
Cash received 48,300 

67.51% is taxable 32,607 
Tax @ 20%) 6,521 

Down after tax 41,779 

Year 5 

Loan payment 161,000 
67.51% is taxable 108,691 
Tax (@ 20%) 21,738 

Cash after-tax $139,262 
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Subordinated Ground Lease with Participation 

This option assumes the property is ready for development and 

the property owner and the developer have come to the following 

agreement. The landowner will lease the land to the developer for 11% 

of its value of $230,000 plus 10% of defined net income after debt 

service and ground lease payment, (see chapter three, Participation 

Features). The property is to be bought from the owner at year 5 (or 

sale or refinance) with the purchase price increasing over the 

beginning value by 9% per year. This is the standard 5% inflation and 

4% situs assumption. 

This represents a hybrid debt and equity investment. The 

long-term lease has the characteristics of fixed regular income and 

the retention of ownership, with the participation feature, having the 

characteristics of equity ownership. The owner could take a 

conservative financial risk stance and refuse to subordinate the 

lease. This would yield less income. The risk of subordination is 

similar to a subordinated mortgage (see Risks of Seller Financing). 

This example assumes subordination. 

The subordinated lease permits the developer to only put 

$120,986.00 of funds into the project. This developer would like to 

put no funds in the project. The lenders and land owners prefer the 

developer to have funds in the project as it reduces financial risk. 
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The land owner receives purchasing power protection from the 

contingent rent payment and the growth feature of the buy-out 

provision. Because of this only a 11% return is required. 

The Assumptions and Calculations for Ground Lease 

Potential Rent $472,500 

Cash Flow Pro Forma 

Year 12 3 4 5 
Occupancy 0 60% 77% 90% 95% 

Effective Gross 0 $283,500 $363,825 $425,250 $448,857 
Less Oper. Exp. (32%) 0 (90,720) (116,424) (136,080) (143.634) 

Net income 0 192,780 247,401 289,170 305,223 
Less debt service 0 231,336 231,336 231,336 231,336 

Cash Flow 0 (38,556) 16,065 57,834 73,887 
Less ground rent (25,300) (25,300) (25,300) (25,300) (25,300) 
Cash 32,534 48,587 
10% ground rent 3,253 4,859 

Total ground rent 25,300 25,300 25,300 28,553 30,159 
Aftertax cash 12,650 12,650 12,650 14,276 15,079 

Buy Out or Proceeds from Sale at Year 5 

Selling price @ 9% growth $353,883 (land only) 
Less cost basis 60,000 
Taxable $293,883 
Tax 0 .2% (58,777) 

After-tax cash $295,106 

Present value at 9% 
Net present value 
IRR 

discount » $243,733 
97,053 
22.07 
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Joint Venture 

This option assumes the development assumptions just given 

except for the ground lease. The land owner here becomes an equity 

owner, entitled to depreciation benefits for tax shelter. Tax shelter 

benefits are the main portion of the return for this option during the 

first five years. 

The land owner and the developer are assumed to have 

negotiated the following agreement. The land owner's contribution to 

the joint venture is to be the land valued at $230,000.00. The 

developer is to contribute expertise and $120,986.00 in capital. The 

net profits after debt service and land lease are to be carefully 

defined and split 50-50%. The property is to be sold in five years 

and 17% of the proceeds go to the land owner; the remainder to the 

developer. 

The five year holding period was selected because it is long 

enough to observe the diminishing of benefits from tax losses. At the 

end of five years, the owners could go through the process just 

demonstrated of analyzing the alternatives with the new set of 

assumptions. This example assumes refinancing by a new buyer at the 

end of year 5. This means the present owners would receive cash. If 

they fook a mortgage and Immediately sold it at a discount (see seller 

financing option) the return would of course be less. 

Here it is assumed the land owner is a limited partner with 

limited liability and no management responsibilities for the property. 

The land owner would wish to joint venture only with a developer who 

could demonstrate expertise with several successful projects. The 
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joint venture must be a financial success for both the developer and 

the landowner. Tax loss benefits diminish at 90% occupancy; real 

profits then become more important. 

The Assumptions and Calculations for the Joint Venture 

Cash Flow Pro Forma 

Year 1 2 3 4 5 
Occupancy 0 60% 77% 90% 95% 

Cash Flow 
(after debt service) (38,556) 16,065 57,834 73,899 
50% share 8,032 28,917 36,949 

After-tax 

Net income 0 192,780 247,400 289,170 305,223 
Less depreciation (123,667) (123,667) (123,667) (123,667) (123,667) 
Less interest 0 (225,422) (224,653) (223,784) (222,803) 
Net taxable (123,667) (156,309) (100,923) (58,281) 41,247 

Tax benefit/tax 61,833 78,154 50,460 29,140 (20,624) 
50% share 30,916 39,077 25,230 14,570 10,312 

Total land owners 
share 30,916 39,077 33,262 43,487 47,261 

Proceeds from sale 156,986 
Total 204,243 

Present value @ 9% 250,490 

Net present value 103,810 

IRR 26.16% 

17% landowners 

The after-tax cash flows from all the. alternatives can be 

compared on Table 4.1. 
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Development Assumptions (Continued) 

Cost 

Land 
Building 

$230,000 
1,655,000 

Total 2,085,000 

Sources of Funds 

First mortgage 
Land value 
Developer's funds 

Total cost 

Loan Information 

Amount: 
Rate: 
Payment: 
Balance @ year 4: 
Constant: 
Coverage ratio: 

$1,734,014 
230,000 
120,986 

$2,085,000 

$1,734,014 
13%, 30 yr. 

231,336 
1,705,332 

.13341 
1.25 

Amortization interest payments 

Year 1 

Interest 0 

Sale Proceeds 

Selling price @ 9% increase 
Cost of sale 

Cost 
Plus depreciation used 
Taxable 
Tax @ 20% 

Selling price after costs 
Tax 
After-tax 
Mortgage balance 
Cash after-tax 

2 

225,422 

3 

224,653 

$3,208,031 
(288,723) 
2,919,308 

(2,085,000) 
618,333 

1,452,641 
290,528 

2,919,308 
(290 ,528) 
2,628,780 

(1,705 ,332) 
923,448 

4 5 

223,784 222,803 

17% landowners share 156,986 



Table 4.1 After-Tax Cash Flows Compared 

Years Yr.5 

Alternatives Present 1 2 3 4 5 Remainder Total P.V. N.P.V IRR 

Sel I for cash $146,680 13,201 13,201 13,201 13,201 13,201 146,680 9* 

Seller financing 146,680 9* 

Hold as a rental (146,680 ) 4,951 4,951 4,951 4,951 4,951 266,294 271,245 192,330 45,650 15.38* 

Hold with refinancing 148,000 5,877 5,848 5,815 5,777 5,734 121,036 126,770 249,289 102,609 — 

Subordinated sel ler 41,779 16,100 16,100 16,100 16,100 16,100 139,262 155,362 194,913 48,233 19.77* 

fInancIng 

Subordinated Lease (146,680) 12,650 12,650 12,650 14,276 15,079 295,106 310,185 243,733 97,053 22.07* 

Joint Venture (146,680) 30,916 39,077 33,263 43,487 47,261 156,986 204,247 250,490 103,813 26.17* 

* A cost of $146,680 Is assumed In every case. 

An after-tax discount rate of 9* Is used In every case. 
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Summary of After-tax Cash Flows 

The alternatives can be ranked by present value, net present 

value and Internal rate of return. These measurements are suitable 

for ranking, rather than absolute measurements. Because It was 

desirable to have the same assumptions for a ranking of the 

alternatives, a 9% after-tax discount rate was used in every case. 

There was no adjustment for differences In risk. 

When the Investments are ranked, the hold with refinancing and 

the joint venture alternatives are superior. Though these future 

return estimates are made with a set of "best guess" assumptions, they 

are a clear Indication of the benefits from each alternative. The 

investor's preferences for timing of flows or risk may dominate his 

decision but without the estimates of return the cost of these 

preferences is not clear. The high yielding alternatives would 

certainly be given the most consideration. 

The five alternatives show very different patterns of cash 

flow. If the investor prefers cash Immediately, of the high yielding 

options the refinancing alternative is superior. The high yielding 

joint venture is superior in returning tax-sheltered cash flows in the 

early years and appreciation returns at the end. 

Both the high yielding alternatives require equity ownership. 

If the investor is uncomfortable with the management required or the 

risk, the lower yielding lease or seller financing alternative would 

be more appropriate. 
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An Investor concerned with financial risk might select the 

hold with no financing alternative, preferring less return with less 

risk. 

The sell for cash immediately alternative is appropriate for 

an investor with this asset as the only or major portion of his net 

worth. This option is best when a need for diversification and 

liquidity dominate. 

All the alternatives have some periodic income; the actual 

amount is a function of the marginal tax bracket of the investor. The 

low tax-bracket investor optimizes with cash returns; the high 

tax-bracket investor optimizes with tax-loss situations. 

The effect of this investment on the investor's total . 

portfolio, and the investor's preferences for timing of cash, 

liquidity, diversification, leverage, management, and inflation will 

determine which alternative is actually selected. However, without 

the estimated returns from the net present value and internal rate of 

return he has insufficient knowledge to assess the benefits from the 

alternatives. 

Tax Bracket Comparison 

The previous calculations all assumed that the investor was in 

the 50% marginal tax-bracket. The NPV and IRR change when the 

investor is in any other tax bracket. Two of the alternatives—sell, 

with subordinated mortgage and joint venture—were selected to 

demonstrate the affect of the marginal tax-bracket on returns. The 
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subordinated seller financing alternative has returns that are mostly 

cash. The joint venture alternative has returns that are mostly tax 

shelter. A comparison of returns at the 50% and 30% marginal 

tax-bracket follows: 

Table 4.2 Comparison of 30% and 50% Marginal Tax-bracket Returns 

Subordinated Financing 40% Tax Bracket 30% Tax Bracket 

Cash flow: 
down payment $41,779 $41,779 
yearly 16,100 22,540 
year 5 115,362 161,802 

Present Value 194,913 219,962 
NPV 48,233 73,282 
IRR 19.77% 25.44% 

Joint Venture 

Cash flow: 
year 1 $30,916 $18,550 
year 2 39,077 23,446 
year 3 33,263 23,170 
year 4 43,487 37,659 
year 5 204,243 208,367 

Present Value 250,493 216,750 
NPV 103,813 70,070 
IRR 26.16% 20.08% 

The lower tax-bracket investor maximizes with cash 1 

The higher tax-bracket investor maximizes with tax shelter 1 

Risks of Each Alternative 

In general, the risks of each alternative are the same as the 

risks for the general category of Investment types to which the 

alternative belongs. The risks for long-term debt and equity 

investments can be reviewed in chapter two, the General Investment 
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Framework. The risks for real estate investments can be reviewed in 

chapter three, under Risk. The risks for each of the alternatives 

will now be discussed. 

Risks of the Sell for Cash Alternative 

This alternative represents a liquid dollar denominated 

choice. The dominant risk is purchasing power risk. If invested in 

short-term debt the dollars may not earn enough to pay taxes, 

compensate for inflation and give a real return. If invested in 

long-term debt the inflation premium is reflected in the return but 

there is purchasing power risk for unexpected inflation and interest 

rate risk. If invested in equity securities the return may rise with 

inflation in moderate inflation times, but probably will not keep up 

in times of high unexpected inflation. The defense for purchasing 

power risk is to put some of the dollars back into a physical asset, 

probably real estate, and the rest in a diversified portfolio to 

maximize yield. 

Risks of the Hold as a Rental Alternative 

This alternative represents equity ownership with management 

by the investor. The dominant risk is financial risk, of which 

management is a subcategory. The management tasks required of this 

alternative include: maintaining the property, finding a renter, 

determining market conditions for end use of the property, finding 

prospective successful developers and monitoring the county zoning 
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regulations. The business cycle risks Include timing the project to 

the beginning of a business cycle recovery so office space is in 

demand when the project is completed. Real estate market risks 

include the neighborhood developing in a manner that enhances the 

property value. Leverage risks include the proper leverage for this 

property so as to maximize returns for the investor's tax bracket. 

The hold with new financing alternative represents an aggressive risk 

stance; the hold free and clear, a conservative risk stance. However, 

the leveraged alternative limits the downside risk of this equity 

x> ownership. 

Liquidity risk is present. The investor may have a major 

expense as a new roof, heating unit, etc. which must be purchased in 

order to retain a renter. This is not the plan for this investment as 

the building will likely be demolished for development. The pro forma 

income statement assumes no large repairs and no increase in rent 

because the building will be allowed to depreciate. However two 

aspects of liquidity risk are present: the inability to sell the 

property quickly without a price concession and 2) the property may 

require a cash input, therefore the investor is required to hold other 

cash ready. 

Interest rate risk is present because the cost of money is the 

largest single cost of development, and it determines the project's 

feasibility. When money is not available at a price that makes 

development feasible, there is no demand for this property at the 

d evelo pment pr ice. 
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Social/legal/governmental risk Impacts this property directly 

in the granting of rezoning. This would be a spot rezoning which has 

no guarantee of passing the governmental bodies. 

Risks of the Seller Financing Alternative 

The seller holding a mortgage on the property represents a 

long-term debt investment with interest rate and purchasing power 

risk. 

The dominant risk of the first mortgage at a 80% loan to value 

ratio is interest rate risk. When the mortgage is subordinated to a 

large first mortgage for development a large amount of financial risk 

is added to the interest rate risk. 

The financial risk of a subordinated mortgage or land lease is 

that the building will not be finished, or the finished building will 

not be rented for a long time or that the finished building will not 

produce the anticipated rents in times of business cycle downturn or 

oversupply of offices. If the subordinated mortgage holder has to 

foreclose, he is left with the responsibility of seeing that the 

building produces the required net income to at least pay the first 

mortgage payment. If these are not paid the subordinated mortgage 

holder loses his principal as well as his income. 

Liquidity risk is present because the owner carryback mortgage 

is difficult to market and interest rate risk makes the price 

uncertain. More money may have to be added to this investment in case 

of default. For this reason a down payment of 30% was required. 
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After selling costs and taxes, the remainder of this money could be 

kept in liquid form, unfortunately at a rate lower than the 9% 

after-tax assumed. Discounting this mortgage for immediate sale is a 

defense against liquidity risk. 

Risks of the Subordinated Land Lease 

This alternative represents a hybrid debt and equity 

investment so it is subject to the general risks of both debt and 

equity. The equity portion of the return is small for the first five 

years. If the project pro formas continued for a twenty year time 

frame the equity portion might dominate. It would depend on the 

inflation rate and the financial success of the project. 

The ground lease was structured in this manner to defend 

against purchasing power risk and possibly against interest rate risk. 

These risks dominate the debt portion of the return. 

Risks of the Joint Venture Alternative 

The joint venture alternative represents equity ownership 

without direct management and the dominant risk is financial. Only 

the tax losses give this alternative a high return in the start up 

years. All cash returns could be quickly lost due to poor management 

or a protracted low in the busines cycle. The developer has less 

equity than the landowner in this project. In order to protect his 

equity investment the landowner might be forced to assume 
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responsibility for the equity ownership. There is no liquidity, 

particularly if the project is troubled financially. 

This equity position carries all the added risks of the 

development process with cost overruns, completion date delays, labor 

problems, and environmental restrictions. It also has all the 

additional risks of a joint venture partner. These include the 

developer having other projects in competition with this project, the 

developer being self-serving when there is a conflict of interest with 

the land owner, and the possibility of the developer's bankruptcy or 

other financial difficulties. The joint venture partner is perhaps 

the most important influence on the project's success. 

Interest rate risk impacts this project if additional funds 

are needed. Market interest rates will then have to be paid. 

Purchasing power protection is dependent on the project's 

financial success and the landowner's share of that success. The 

landowner is dependent on the original contract provisions and his 

negotiating ability to make those provisions give him an adequate 

share. 

The rate of return shown in the after-tax cash flow summary 

should reflect the risks of each alternative. 

Summary of Chapter Four 

The real estate example assumes a single family home on land 

now suitable for garden offices. The investor is placed as the owner 

with the following alternatives: 1) sell for cash 2) hold, or hold 
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with new financing 3) provide seller financing 4) ground lease the 

land 5) participate in a joint venture. A discounted cash flow pro 

forma is presented with each alternative. The returi s are compared 

with net present value and the internal rate of return methods. 

The risks of each alternative are discussed. Holding the 

property represents an equity investment for appreciation with the 

dominant risk being financial. Providing seller financing represents 

a long-term debt investment with interest rate risk dominant; 

subordinating the seller financing adds financial risk also. The 

ground lease is a hybrid long-term investment with participation. It 

is subject to both interest rate risk and financial risk. All 

alternatives have purchasing power risk; however, the equity portions 

have the potential for sufficient returns to overcome inflation. All 

development alternatives are especially subject to social/legal/ 

governmental risk; in the example case, rezoning is the big issue. 

Only the sell for cash alternative avoids liquidity/marketability 

risk. 

When the aftertax cash flows are compared, the risks 

evaluated, and the investor's situation taken into account, no one 

alternative appears superior for every circumstance. Low marginal 

tax-bracket investors will maximize with cash rturns; high marginal 

tax-bracket investors will maximize with tax losses. Income-oriented 

investors will select different alternatives than appreciation-

oriented investors. Risk takers will consider some investments 

appropriate while risk averters will only consider others. Not to be 



Ignored are simple personal preferences for liquidity, diversifica

tion, purchasing power protection, and management. However, the 

projected returns and their ranking give the investor an indication of 

the cost to him of preferring a lower yielding alternative. 



CHAPTER 5 

SUMMARY AND CONCLUSIONS 

Real estate can best be viewed as part of investing in 

general. When all the investments are grouped by common 

characteristics the role of real estate within each category is better 

understood. Real estate investments have unique combinations of 

advantages and disadvantages and without using real estate as part of 

his portfolio the investor may find it difficult to maximize wealth. 

Real estate investments play this role in the general 

investing framework. They fit into all the investment categories 

except short-term debt. Mortgages and long-term leases are in the 

long-term debt category. Long-term debt with partcipation is 

available with contingent interest or percentage rents. Real estate 

investment trusts and syndicated limited partnerships are equity 

securities, though limited partnerships may not be marketable. Direct 

ownership of physical assets is well represented by homes, land, 

residential income property, office buildings, commercial property, 

industrial property and joint ventures. 

Real estate investments similarly fit into the risk 

categories. Equity ownership is dominated by financial risk. Debt 

investments have interest rate risk combined with various degrees of 

financial risk. Few real estate investments are liquid. 

183 
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Social/ legal/governmental risk especially applies to real estate. 

Purchasing pover protection is real estates strong point; a 

combination of tax advantages and appreciation historically gave 

equity investments a high total return. Though the risks of 

individual mortgages and equity investments are high, real estate 

appears to giver higher returns as compensation. 

It is hard to defend against the inherent real estate risks. 

Immunization can only be used with marketable securities. 

Diversification is difficult because of the size of the initial 

investment and the energy required to review the projects. But 

indexing is used to defend against purchasing power risk. 

Returns from all types of investments can be measured and 

compared using a rate of return. The time value of money can be added 

to this concept so that cash flow (before or after-tax) can be 

compared from several time periods with net present value, a 

profitability index, the internal rate of return, or a financial 

management rate of return. Pro forma income statements are the basis 

of estimating future returns—whether for real estate, capital 

budgeting, or security analysis. 

Investor objectives of income maximization can be met by real 

estate. For the income-oriented investor there is real estate's 

unique advantage of tax-sheltered cash flow. For the appreciation-

oriented investor there is a history of appreciation plus the features 

of equity buildup and depreciation for tax advantage. Real estate 

investments can be used as a combination income and appreciation 
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investment. They would have to be rated superior In meeting these 

investor objectives. 

However, real estate equity investments or individual 

mortgages are considered long-term investments. The investor cannot 

easily time the return of equity funds as market conditions make a big 

difference in the selling price. Mortgage maturity dates can be timed 

to an investor's terms with seller originated mortgages. Marketing 

real estate investments, with the exception of government backed mort

gage pools, is more difficult than marketing equivalent investments in 

other markets. 

Management objectives can also be met by real estate. In fact 

it offers excellent opportunity to combine money and expertise for a 

higher return. Individual mortgages require more management 

responsibility by the investor but the investor may originate loans 

with terms to fit his particular situation. 

Management responsibilities for land and limited partnerships 

require little time, but do require special knowledge and expertise. 

Other equity ownerships require day-to-day management by the investor. 

Passive management is possible when things are going well but when 

real estate investments are in financial difficulty, active management 

may be required to protect the investment. This is a special 

privilege of direct mortgages and equity ownership. When other 

investments are in trouble the investor can seldom add his management 

ability to influence the return. 
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When the investor's objectives include tax advantages, real 

estate offers outstanding opportunities. Depreciation expenses cover 

cash flows and sometimes shelter other income. The interest expense 

from leverage is a deductible expense, as it is with other 

investments. The advantages of long-term capital gains is also 

available. 

When an investor desires an aggressive stance by using 

leverage, real estate offers this opportunity. Often there is no 

personal recourse with real estate loans. The property itself serves 

as the security, which limits the equity investor's loss in case of 

financial difficulties. The equity investor may also take a 

conservative stance by owning property free of loans. 

The high leverage available with real estate gives an equity 

investor an opportunity to recover invested funds by remortgaging or 

by investing only a small percentage of the total property value. Of 

course idien high leverage is used, financial leverage risk is present. 

Again, high returns for high risks are available. 

The debt investor is also offered a conservative or 

speculative stance,, depending upon subordination and the loan to value 

ratio. 

An investor with high inflation expectations is likely to 

select real estate ownership. Real estate offers rental returns while 

awaiting appreciation, something which few other physical assets 

offer. Inflation protection is a function of total return and real 

estate has provided that return in periods of high inflation in the 

past. 
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Without real estate as an appropriately placed part of the 

total portfolio, the foregoing advantages might be missed. 

Contributions and Uses of this Paper 

This study provides the individual investor with a model that 

views real estate as an essential part of general investing. This 

integration makes it easier for the individual to select investments 

that have a high return and meet his objectives. The unique aspects 

of real estate can be viewed as part of a whole. The high yields and 

tax advantages can be included when the risks are balanced with other 

investments. The paper was designed to be used by an individual 

investor considering real estate investments for a general portfolio. 

There is a trend toward "one stop" financial services. The 

distinction between banks, brokerage houses, savings and loans, and 

financial planners is becoming blurred. Real estate is just beginning 

to be a part of the products offered. In order to use these services 

the investor needs a simplified integrated view of investing. This 

paper should be useful as it integrates the various specialities of 

stocks, bonds, and real estate. 

Limitations of this Study 

This study is limited in several regards. It is cnly a very 

general treatment of how real estate fits into the general investing 

framework. It is limited to the viewpoint of the individual investor 

and nowhere includes the integration of real estate into the 
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portfolios of pension funds or other institutions. The tax aspects of 

real estate are only very briefly treated. The returns are compared 

from only a very limited example and the returns of real estate and 

other investment opportunities are -not compared. In addition, the pro 

forma income statement is not carried far enough to do a sensitivity 

analysis. All these aspects are left for further study. 

Further Study 

There are many opportunities for further study as real estate 

investing has held more fascination for practitioners than the 

academic minded. The following ideas seem to hold promise for further 

integration of real estate and general investing. 

Fundamental security analysis could be applied to the 

prospectus offerings of real estate limited partnerships. Real estate 

limited partnerships are publicly offered with lectures, slick 

multi-colored magazine type publications and prospectus. The 

individual has difficulty in selecting and analyzing the appropriate 

data. Private offerings presented through friends, accountants and 

financial advisors are even more of an enigma. A further study of how 

an individual investor can analyze real estate limited partnerships 

would be of help. 

Another study that would benefit the individual who intends to 

include real estate in a general investment portfolio would be a 

critique of the software available for personal computer use that 

analyzes real estate investments. A knowledge of both security 
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analysis and real estate analysis would be necessary to critique the 

programs that could be used for both real estate and other 

investments. 

The use of the personal computer in real estate investing 

alone would make another interesting study. The computers are good at 

recovering knowledge quickly, performing mathematical analysis of this 

knowledge and charting the results for easy understanding. A real 

estate investor might be interested in past performance of real estate 

sectors, the relevant factors resulting in periods of price increases 

or declines, and how these relevant past data can predict future 

trends. 

Correlation of real estate returns and other returns would 

also make an interesting study. The individual investor could use 

this knowledge when diversifying investments among different markets. 

At present there is considerable data on the average increases of 

single-family houses but not much on other types of real estate 

investments. 

The study of real estate as a part of an individual investor's 

portfolio will present a continuing sage. Besides being interesting, 

it can increase the investor's financial- rewards. That is—for some 

individuals—an unbeatable combination. 
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