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'LEARNING OBJECTIVES

At the conclusion of this chapter, students will be able to:

»  Describe the origins of real estate finance and landownership

¢ Understand the development of and compensation for financing

»  Explain the basics of the mortgage loan market

«  Explain the role of financial market instruments in the development
of the real estate finance industry

«  Discuss the future of mortgage financing

«  Describe the real estate cycle

INTRODUCTION

The history of real estate financing presents a fascinating record of civi-
lization’s learning to live with, and enjoying the benefits of, the land
upon which it lives. Sir Leonard Woolley, excavating the Mesopota-
mian city of Ur, found cuneiform texts in the financial district that dated
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from the early years of the reign of King Rim-Sin (1822-1763 B.C | ). whe

ruled from the capital city of Larsa, a few miles north of Ur, shortly before
Hammurabi’s time.' Woolley’s excavations reveal that ancient resideng,
of Ur buried their personal financial records, along with thejr ancestor,
in the floors of their houses for safekeeping. Marc Van De Mieroop) ;
professor of history at Columbia University, used Woolley’s careful exc,
vation notes to describe the “mortgage” lending activities of one busineg_
man, Dumuzi-gamil, whose ancient cuneiform business and accounting
records show deeds and security instruments, and a sale of thege notes t,
two other ancient investors, Nur-ilishu and Sin-ashared. Indeed, these oy,
likely the first documented secondary-market participants for mortgage
loans. While the private ownership of land can be traced back to civiliza.
tions existing over 3,800 years ago,” only in the last several hundred years
has it become possible for the average person to own land. Nevertheless
many of the practices used in modern real estate ﬁnancing trace thejr
origins to earlier civilizations.
The underlying principle of real estate finance has changed very little
over the centuries, and remains rather simple. It involves the pledging

ILLUSTRATION OF ACCOUNTING RECORDS OF
SECURITY TRANSACTION FROM 2900 BC
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Landownership

of land as collateral to secure a loan. Over time, the rights to land that
can be pledged have undergone some changes; however, the availability
of money that can be borrowed continues to reflect an earlier record of
restricted practices and very limited pools of money. The development of
private landownership has required stable legal systems for the enforce-
ment of that ownership and the right of the lender (a.k.a. mortgagee) to
take and enforce a security interest—normally a mortgage or deed of trust
recorded to perfect the lender’s collateral.

LANDOWNERSHIP

The pledging of land as collateral has long been a normal protection for
the lender. The way in which land is pledged has to do with how it is
owned. The concept of ownership has developed along two paths: the
allodial concept of ownership and the feudal right of ownership. In Roman
times, the allodial system applied. The ownership of land by individuals
was absolute. The landowner had few limitations or restrictions on the
right to use or dispose of it. |

The feudal system came into existence as continental Europe devel-
oped. In medieval times, as Roman authority disintegrated, maraud-
ing tribes became more common. In return for protection from these
marauders, small groups of people would grant a form of landownership

‘to a leader. Occupants of the land held rights to their parcels as tenants

and paid fees consisting of produce from the land and personal services
due to the “landlord” Thus, the feudal system primarily granted the
right to occupy and use land owned by a social superior. English land
law developed as a modified feudal system dating from the Norman
Conquest in 1066.

While both these systems have shaped the ownership of property
in the United States, the allodial concept dominates. Ownership of real
property in the United States is considered free and absolute, subject only
to governmental and voluntary restrictions. As the country grew, states
developed a variety of laws governing landownership and how property
rights could be conveyed. The early colonies on the East Coast preserved
much of English law, including its concept of male dominance in mar-
riage, in its laws relating to property rights. The southwestern states were
more influenced by Spanish law and its concept of family protection,
which is the source of community property laws in marriage and home-
stead protection in those states. Louisiana is unique in its adherence to
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result has been 2 mix of real property laws that
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i estricted and the availability o
landownership was I P s or denos

d. There were no insurance
Joan. In Roman society, landowners were
made funds available for loans.

individuals were capable of loaning

money. Access to this money was limited to elite classes that, by definition,
were the landowners. Thus, land became a fairly standard fo.rm of collateral.
Historically, the growth of widespread landownershlp. parallels the
increase in pools of money available for long-term loans. Wlth' the. a.dvent
of the Industrial Revolution in the eighteenth century, more individuals
became capable of producing wealth with their ideas and their machin-

ery. People began to find that other options were open to them; the life
of a serf grubbing an existence from the Jand owned by the nobility was

no longer the only way to sustain a living. With more widespread wealth
came the demand for ways to make better use of accumulated money, and
the seeds of our publicly owned savings institutions began to grow.

The economics of the development of housing are important for many
reasons. Estimates from a 2011 study performed by the National Associa-
tion of REALTORS® indicate that the median sale price of a new home
contributes $58,792 to the economy. Home ownership rose from about
40% in 1940 to a peak of 68% in 2005, and has dropped to 64.4% at the

end of the third quarter of 2014.’
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FINANCING REAL PROPERTY LOANS

lI;eal property ﬁnal'lcing is the pledging of land as collateral to borrow
" onel?c .Collateral, in this case meaning something of value, is conveyed
y a limited pledge as protection for a lender to assure repayment of a

loan. .
oan. The pledge as protection for a lender is called hypothecation, which
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Financing Real Property Loans

Roman Empire; the borrower remains in possession of the property while
also offering security for the loan. It is only by defaulting on the foan
agreement that a borrower can forfeit possession of and title to the prop.
erty. Default is nonperformance of an obligation that is part of a contract.
Failure to repay a loan is the most common act in default, and can activate
rights that allow a lender to claim title to the pledged property.

The loan itself is evidenced by a promissory note, which is an uncon-
ditional written promise of a person (or persons) to pay a certain sum
to another party. The “loan agreement” is commonly identified a5 5
mortgage. A mortgage pledges property (collateral) as security for the
note. The mortgage and the promissory note are interlinked documents,
and if the note is not paid or another form of default occurs, the terms of
the mortgage instrument can trigger action allowing the lender to take
title to the property. Such action is called foreclosure, which means that
the property offered as collateral for the loan is sold to satisfy the debt,
The instruments and steps just discussed will be more fully explained in
later chapters, but the underlying procedure remains the same: land is
pledged as security for a loan by a conveyance that limits the lender to

claiming title only if a default occurs.

Compensation for Borrowed Money

Even in earlier societies, pledging rights to landownership as security for
a loan meant some kind of compensation was due to the lender, This fact
created a problem because charging interest for the use of one’s money was
considered a sin by many religious groups, including Christians, until the
Middle Ages. Acceptable income was essentially only that earned by oné’s
labor. Even today, in many parts of the world, some societies do not permit
interest to be paid for the use of another’s money. To bypass the religious
constraint, a common practice developed: charging for the use of money
“up front”—that is, deducting the cost of the borrowed money from the
amount loaned and calling it something other than interest. Just call it a
discount.

A discount is a portion of the loan amount taken by a lender as a
cost for borrowed money. It is measured today in points; one point is 0n€
percent (1%) of the loan amount. In financial markets today, some bor-
rowed money is paid for with interest only, some with discount O.HIY’ and
some by a combination of the two. Discounts collected tend to mcreaii
the yield on the amount loaned. Real property loans are most often pal
for through a combination of interest and discounts.
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Bonds

A corporation can borrow money through the sale of bonds to inye.
on gains an additional source of funds not

tors. Thus, the corporati i b
generally available to an individual or even to small, IeSSer-known corpq,.
g

rations. To those unfamiliar with financial markets, the idea of “selling>
“borrowing” money. However, a bong

a bond does not appear to relate to : .
is exactly that—a debt instrument representing borrowed money. Prip.

cipal on bonds must be repaid with interest, and interest can be used a4
an expense for income tax purposes. Shares of stock carry no obligatiop

for the corporation to repay the purchases’ investment; nor are the divi-
dends paid to shareholders tax deductible. Bonds are offered in severg]

categories:

Debenture bonds. An unsecured promise to repay; in effect, a cor-
porate IOU. The sale of debenture bonds is widely used by the Fed-

eral National Mortgage Association (Fannie Mae) to raise most of the
money it needs to buy mortgages for its own portfolio.

Mortgage bonds. Secured by a pledge of real estate.
Equipment bonds. Secured by a pledge of equipment such as railroad

cars or airplanes. _
Utility bonds. May be secured by a pledge of certa
regulated utility company. |
Government bonds. Federal government promises to pay (no specific
assets pledged) with maturity over ten years. |
Municipal bonds. Can be state or municipal issue, may or may not
pledge tax or improvement revenue, and offer interest that is exempt
lt;ron(; federal income tax with certain limitations, This category of
on i

may be used for the private purpose of financing home and

apartment loans.

in assets of a state-
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