
“Introduction to Real Estate Finance”.

: Overview Of Real Estate Finance

Topic Objective:

At the end of this topic student would be able to:

 To understand the Savings and loan associations

 To understand the Commercial banks

 To understand the Savings banks

 To understand the Mortgage bankers and brokers

 To understand the Life insurance companies

 To understand the Credit unions

 To understand the Federally supported agencies

 To understand the Real estate investment trusts

 To understand the Types of Value

Definition/Overview:

Real estate financing: There are different ways of real estate financing: governmental and

commercial sources and institutions. A home buyer or builder can obtain financial aid from

savings and loan associations, commercial banks, savings banks, mortgage bankers and brokers,

life insurance companies, credit unions, federal agencies, individual investors, and builders.

Key Points:

1. Savings and loan associations

The most important purpose of these institutions is to make mortgage loans on residential

property. These organizations, which also are known as savings associations, building and loan
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associations, cooperative banks (in New England), and homestead associations (in Louisiana),

are the primary source of financial assistance to a large segment of American homeowners. As

home-financing institutions, they give primary attention to single-family residences and are

equipped to make loans in this area.

Some of the most important characteristics of a savings and loan association are:

 It is generally a locally owned and privately managed home-financing institution.

 It receives individuals' savings and uses these funds to make long-term amortized loans to home

purchasers.

 It makes loans for the construction, purchase, repair, or refinancing of houses.

 It is state or federally chartered

2. Commercial banks

Due to changes in banking laws and policies, commercial banks are increasingly active in home

financing. In acquiring mortgages on real estate, these institutions follow two main practices:

 First, some of the banks maintain active and well-organized departments whose primary function

is to compete actively for real estate loans. In areas lacking specialized real estate financial

institutions, these banks become the source for residential and farm mortgage loans.

 Second, the banks acquire mortgages by simply purchasing them from mortgage bankers or

dealers.

 In addition, dealer service companies, which were originally used to obtain car loans for

permanent lenders such as commercial banks, wanted to broaden their activity beyond their local

area. In recent years, however, such companies have concentrated on acquiring mobile home

loans in volume for both commercial banks and savings and loan associations. Service

companies obtain these loans from retail dealers, usually on a nonrecourse basis. Almost all

bank/service company agreements contain a credit insurance policy that protects the lender if the

consumer defaults.

3. Savings banks

These depository financial institutions are federally chartered, primarily accept consumer

deposits, and make home mortgage loans.
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4. Mortgage bankers and brokers

Mortgage bankers are companies or individuals, who originate mortgage loans, sell them

to other investors, service the monthly payments, and may act as agents to dispense funds

for taxes and insurance. Mortgage brokers basically present the consumer home buyer

with their attempts to find the best loan from a variety of loan sources. Their income

comes from the lender making the loan plus an extra fee, percent of the mortgage.

5. Life insurance companies

Life insurance companies are another source of financial assistance. These companies

lend on real estate as one form of investment and adjust their portfolios from time to time

to reflect changing economic conditions. Individuals seeking a loan from an insurance

company can deal directly with a local branch office or with a local real estate broker

who acts as loan correspondent for one or more insurance companies.

6. Credit unions

These cooperative financial institutions are organized by people who share a common bond for

example, employees of a company, a labor union, or a religious group. Some credit unions offer

home loans in addition to other financial services.

7. Federally supported agencies

Under certain conditions and fund limitations the Veterans Administration makes direct loans to

creditworthy veterans in housing credit shortage areas designated by the VA's administrator.

Such areas are generally rural areas and small cities and towns not near the metropolitan or

commuting areas of large cities areas where GI loans from private institutions are not available.

The federally supported agencies referred to here do not include the so-called second-layer

lenders who enter the scene after the mortgage is arranged between the lending institution and

the individual home buyer.
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8. Real estate investment trusts

Real estate investment trusts (REITs), which began when the Real Estate Investment Trust Act

became effective January 1, 1961, are available. REITs, like savings and loan associations, are

committed to real estate lending and can and do serve the national real estate market, although

some specialization has occurred in their activities. In the U.S., REITs generally pay little or no

federal income tax, but are subject to a number of special requirements set forth in the Internal

Revenue Code, one of which is the requirement to annually distribute at least 90% of their

taxable income in the form of dividends to shareholders.

9. Types of Value

There are several types of value sought by a real estate appraisal. Some of the most common are:

9.1 Market Value The price at which an asset would trade in a competitive Walrasian

auction setting. Market Value is usually interchangeable with Open Market Value or Fair

Value.

Market Value is the estimated amount for which a property should exchange on the date

of valuation between a willing buyer and a willing seller in an arms-length transaction

after proper marketing wherein the parties had each acted knowledgably, prudently, and

without compulsion.

9.2 Value-in-use: The net present value (NPV) of a cash flow that an asset generates for

a specific owner under a specific use. Value-in-use is the value to one particular user, and

is usually below the market value of a property.

9.3 Investment value: is the value to one particular investor, and is usually higher than

the market value of a property.

9.4 Insurable value - is the value of real property covered by an insurance policy.

Generally it does not include the site value.

9.5 Liquidation value: may be analyzed as either a forced liquidation or an orderly

liquidation and is a commonly sought standard of value in bankruptcy proceedings. It

assumes a seller who is compelled to sell after an exposure period which is less than the

market-normal timeframe.
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: Money, Credit, And The Determination Of Interest Rates

Topic Objective:

At the end of this topic student would be able to:

 To understand the Determining Interest Rates

 To understand the Composition of interest rates

 To understand the Types of Risk Real Estate Finance

 To understand the Partitioning the IRR

 To understand the Variation in Risk & Return

 To understand the Lease Rollover Risk

 To understand the Real Options

 To understand the Risk and overleveraged

 To understand the Risk Management

Definition/Overview:

Money: Money is anything that is generally accepted as payment for goods and services and

repayment of debts. The main uses of money are as a medium of exchange, a unit of account,

and a store of value. Some authors explicitly require money to be a standard of deferred

payment. The dominant form of money is currency. The term "price system" is sometimes used

to refer to methods using commodity valuation or money accounting systems.

Credit: Credit is the provision of resources (such as granting a loan) by one party to another

party where that second party does not reimburse the first party immediately, thereby generating

a debt, and instead arranges either to repay or return those resources (or material(s) of equal

value) at a later date. The first party is called a creditor, also known as a lender, while the second

party is called a debtor, also known as a borrower. Movements of financial capital are normally

dependent on either credit or equity transfers. Credit is in turn dependent on the reputation or

creditworthiness of the entity which takes responsibility for the funds.
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An interest rate: An interest rate is the price a borrower pays for the use of money they do not

own, for instance a small company might borrow from a bank to kick start their business, and the

return a lender receives for deferring the use of funds, by lending it to the borrower. Interest rates

are normally expressed as a percentage rate over the period of one year.

Interest rates targets are also a vital tool of monetary policy and are used to control variables like

investment, inflation, and unemployment.

Key Points:

1. Determining Interest Rates

There is a market for investments which ultimately includes the money market, bond market,

stock market and currency market as well as retail financial institutions like banks.

Exactly how these markets function is a complex question. However, economists generally agree

that the interest rates yielded by any investment take into account:

 The risk-free cost of capital

 Inflationary expectations

 The level of risk in the investment

 The costs of the transaction

1.1 Risk-free cost of capital

The risk-free cost of capital is the real interest on a risk-free loan. While no loan is ever

entirely risk-free, bills issued by major nations like the United States are generally

regarded as risk-free benchmarks.

This rate incorporates the deferred consumption and alternative investments elements of

interest.

1.2 Inflationary expectations

According to the theory of rational expectations, people form an expectation of what will

happen to inflation in the future. They then ensure that they offer or ask a nominal

interest rate that means they have the appropriate real interest rate on their investment.

This is given by the formula:
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Where:

= offered nominal interest rate

= desired real interest rate

= inflationary expectations

1.3 Risk

The level of risk in investments is taken into consideration. This is why very volatile

investments like shares and junk bonds have higher returns than safer ones like

government bonds.

The extra interest charged on a risky investment is the risk premium. The required risk

premium is dependent on the risk preferences of the lender.

If an investment is 50% likely to go bankrupt, a risk-neutral lender will require their

returns to double. So for an investment normally returning $100 they would require $200

back. A risk-averse lender would require more than $200 back and a risk-loving lender

less than $200. Evidence suggests that most lenders are in fact risk-averse.

Generally speaking a longer-term investment carries a maturity risk premium, because

long-term loans are exposed to more risk of default during their duration.

1.4 Liquidity preference

Most investors prefer their money to be in cash than in less fungible investments. Cash is

on hand to be spent immediately if the need arises, but some investments require time or

effort to transfer into spendable form. This is known as liquidity preference. A 10-year

loan, for instance, is very liquid compared to a 1-year loan. A 10-year US Treasury bond,

however, is liquid because it can easily be sold on the market.

1.5 A market interest-rate model

A basic interest rate pricing model for an asset

Assuming perfect information, pe is the same for all participants in the market, and this is

identical to:
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Where

in is the nominal interest rate on a given investment

ir is the risk-free return to capital

i*n = the nominal interest rate on a short-term risk-free liquid bond (such as U.S.

Treasury Bills).

rp = a risk premium reflecting the length of the investment and the likelihood the

borrower will default

lp = liquidity premium (reflecting the perceived difficulty of converting the asset

into money and thus into goods).

1.6 Interest rate notations

What is commonly referred to as the interest rate in the media is generally the rate offered

on overnight deposits by the Central Bank or other authority, annualised.

The total interest on an investment depends on the timescale the interest is calculated on,

because interest paid may be compounded.

In finance, the effective interest rate is often derived from the yield, a composite measure

which takes into account all payments of interest and capital from the investment.

In retail finance, the annual percentage rate and effective annual rate concepts have been

introduced to help consumers easily compare different products with different payment

structures.

Money market mutual funds quote their rate of interest as the 7 Day SEC Yield.

2. Composition of interest rates

In economics, interest is considered the price of money, therefore, it is also subject to distortions

due to inflation. The nominal interest rate, which refers to the price before adjustment to

inflation, is the one visible to the consumer (i.e., the interest tagged in a loan contract, credit card

statement, etc). Nominal interest is composed by the real interest rate plus inflation, among other

factors. A simple formula for the nominal interest is:
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i = r + π

Where i is the nominal interest, r is the real interest and π is inflation.

This formula attempts to measure the value of the interest in units of stable purchasing power.

However, if this statement was true, it would imply at least two misconceptions. First, that all

interest rates within an area that shares the same inflation (i.e. the same country) should be the

same. Second, that the lender knows the inflation for the period of time that he/she is going to

lend the money.

One reason behind the difference between the interest that yields a Treasury bond and the

interest that yields a Mortgage loan is the risk that the lender takes from lending money to an

economic agent. In this particular case, the US government is more likely to pay than a private

citizen. Therefore, the interest rate charged to a private citizen is larger than the rate charged to

the US government.

To take into account the information asymmetry aforementioned, both the value of inflation and

the real price of money is changed to their expected values resulting in the following equation:

it = rt + 1 + πt + 1 + σ

Where it is the nominal interest at the time of the loan, rt + 1 is the real interest expected over the

period of the loan, πt + 1 is the inflation expected over the period of the loan and σ is the

representative value for the risk engaged in the operation.

3. Types of Risk Real Estate Finance

 Business Risk

o Economic Conditions

o Tenant Mix

o Lease Provisions

 Financial Risk

o Use of Debt

o Cost and structure of debt

 Liquidity Risk

o Challenges in selling property
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 Inflation Risk

o Unexpected inflation

o Does income increase enough to offset inflation?

 Management Risk

o Ability to respond to conditions

 Interest Rate Risk

o The impact on variable rate debt

o The impact of higher rates on property value

 Legislative Risk

o Regulatory changes

 Environmental Risk

 Due Diligence

o Information discovery

Sensitivity Analysis

 Base Case

 Frame of reference for analysis

 Change a single assumption

o What is effect on NPV or IRR?

o Scenario Analysis

o Identify most likely, pessimistic, and optimistic scenarios

4. Partitioning the IRR

 How is the total IRR distributed between operating cash flow and property sale cash flow?

o Compute the IRR

o Discount cash flows from operations using the IRR

o Discount cash flow from property sale using the IRR

o Compute the percentages

5. Variation in Risk & Return

 Use economic scenarios:

o Compute cash flows from operations and property sale for each scenario.
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o Compute the IRR in each scenario.

o Multiply the IRR by the probability of the scenario to compute an expected return

o Need to consider risk

 Variance

 Standard Deviation

o The lower the standard deviation, the more likely actual return is closer to expected return

 1, 2, and 3 standard deviations

6. Lease Rollover Risk

 Uncertainty of renewal by existing tenants

o No Renewal

o Possible lengthy vacancy

o New tenant may require money for tenant improvements

o Pay commissions to a leasing agent

 Renewal Probability

 Market Leasing Assumptions

 Market Rent Assumptions

 Turnover Vacancy

 Leasing Commissions

 Tenant Improvements

7. Real Options

 Defined

o Purchase land, but wait to develop

 The Option

o Construct or not construct in the future

 Additional Uses and Strategy

o Excess land purchased for possible future development

o Multiple phases to a development

o Building renovation
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8. Risk and overleveraged

Employing leverage amplifies the potential gain from an investment or project, but also increases

the potential loss. Interest and principal payments (usually certain ex ante) may be higher than

the investment returns (which are uncertain ex ante).

This increased risk may still lead to the optimal outcome for the entity or person making the

investment. In fact, precisely managing risk utilizing strategies including leverage and security

purchases, is the subject of a discipline known as financial engineering.

There are economic periods when optimism incites to a widespread and excessive use of

leverage, what is called overleverage. One of its forms, associated to the subprime crisis, was the

practice of financing homes with no or little down payment, playing on the hope that the price of

the assets (the property in this case) will rise. Another form involved the five largest U.S.

investment banks, which borrowed funds to invest in mortgage-backed securities, increasing

their leverage between 2003-2007 (see diagram). During September 2008, the five largest firms

either went bankrupt (Lehman Brothers), were bought out by other banks (Merrill Lynch and

Bear Stearns) or changed to commercial bank holding companies, subjecting themselves to

leverage restrictions (Morgan Stanley and Goldman Sachs).

9. Risk Management

Management and evaluation of risk is a major part of any successful real estate investment

strategy. Risk occurs in many different ways at every stage of the investment process.

: Finance Theory And Real Estate

Topic Objective:

At the end of this topic student would be able to:

 To understand the Liability Issues For Environmental Testing

 To understand the Air Quality

 To understand the Toxic Elements and Their Relationship to Real Property
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 To understand the Household Pests That Eat Wood

 To understand the Annuity

 To understand the financial leverage

 To understand the 7 Types of leverage

 To understand the Market Efficiency

Definition/Overview:

Finance Theory: The term annuity is used in finance theory to refer to any terminating stream of

fixed payments over a specified period of time. This usage is most commonly seen in academic

discussions of finance, usually in connection with the valuation of the stream of payments, taking

into account time value of money concepts such as interest rate and future value.

Examples of annuities are regular deposits to a savings account, monthly home mortgage

payments and monthly insurance payments. Annuities are classified by payment dates. The

payments (deposits) may be made weekly, monthly, quarterly, yearly, or at any other interval of

time.

Key Points:

1. Liability Issues For Environmental Testing

 Review your errors and omissions policy

o If you do not feel comfortable you should not do it.

o Many environmental problems cannot be tested by the home inspector.

 Most states have regulations and licensing procedures for the inspection, testing, and remediation

of environmental problems.

2. Air Quality

 Pollutants inside the home include
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o bacteria.

o formaldehyde.

o oil, gas, kerosene, coal, or wood combustion sources.

o building materials and furnishings that may contain formaldehyde, deteriorating asbestos, and

other chemicals.

o products for household cleaning and maintenance.

o pressed wood furniture.

o central heating and cooling systems.

o carpeting.

o outside sources such as radon, pesticides, and outdoor air pollution that seep into homes.

 Urea formaldehyde foam insulation (UFFI)

o Formaldehydea colorless, gaseous chemical compound that is generally present at low, variable

concentrations in both indoor and outdoor air.

o Initial procedures include steps to increase ventilation and improve circulation of outside air

through the home.

 Fuel storage and distribution piping should have a safe clearance from the house and not be

located near an entryway or window.

o Local code requirements delineate the piping material and placement of the tanks.

o Gas-fueled water heaters, furnaces, stoves, and other equipment should have shut-off valves in

an accessible place.

o Home inspectors can check gas emissions from furnaces, boilers, and room air using a gas

detector. Any significant emission is a safety hazard.

 Biological agents and allergens include bacteria, mold, mildew, viruses, mites, pollen,

cockroaches, and animal dander. Contaminated central air handling (HVAC) systems can

become breeding grounds for contaminants.

o Dust mites grow in a warm, damp environment.

 Test and remediation

o Home inspectors can test for mold using a kit that is composed of culture sampling plates that are

taped to the supply vent of the air conditioner for about ten minutes. The culture must then be

sent to the lab for analysis.

 Bacteria and toxins are the two items that can compromise the safety of the water supply.
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o Bacteriaconsisting of microbiological organisms, these organisms are the most frequent

contaminant in the water supply and cause the greatest amount of illness.

o Mineral contentone of the concerns with minerals in the water supply is that it may contain

dangerous amounts of lead.

 Test and remediation.

o The only way to know whether the water from a municipal water supply is contaminated is to

test it.

 Test for well water quality and flow.

o Water testing involves collecting samples of water and bringing them to a lab for analysis.

o The first sample is taken directly from water that has been sitting in the pipes for several hours.

If there is lead in the pipes or joints, this sample will have the highest lead content.

o A water flow test can be performed using a water gauge attached to a hose.

3. Toxic Elements And Their Relationship To Real Property

 A toxic substance is an element capable of causing adverse human health or environmental

effects under conditions of exposure to even low levels.

o Two purposes for testing for toxic elements include disclosure and testing requirements

mandated by law or to protect a purchasers best interests.

o The Residential Lead-Based Paint Hazard Reduction Act of 1992 mandates information,

disclosure, and the providing of inspection opportunities in sales and lease transactions involving

residential properties built before 1978. Radon disclosure is also required in many states.

 Radona colorless, odorless, tasteless, radioactive gas that occurs worldwide in the environment

as a byproduct of the natural decay of uranium present in the earth.

 1. Radon is present in surrounding soil or in well water.

o Radon can seep into ground water and remain entrapped.

o The concentration of radon in the air is measured in units of picocuries per liter of air (pCi/L).

o If preliminary tests indicate radon levels greater than four picocuries per liter of air in livable

areas of the home, the EPA recommends that a follow-up test be conducted.

o No level of radon is considered safe.

 Test and remediation
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o Radon detection kits are available and must be certified by the Environmental Laboratory

Accreditation Program.

o The EPA recommends a short-term (two to seven days) charcoal test for first-time testing.

o Short-term radon testing can be performed by home inspectors.

o Alpha track detectors measure radon on a seasonal or annual basis.

o Tests that measure the amount of radon in water normally require a sample of tap water to

undergo laboratory analysis.

 Lead is a metallic element found worldwide in rocks and soils and can be found in the following

elements:

o Interior or exterior paint.

o Drinking water.

o Soil and dust around the home.

o The Consumer Product Safety Commission banned the use of lead-based paint in residential

properties in 1978.

o Federal law has banned the use of materials containing lead in public water supplies and in

residences connected to public water supplies.

o Also banned is the use of lead-based solder in plumbing applications.

o If a house was built prior to 1950, there is a good chance that lead from exterior surface paint has

accumulated in surrounding soils.

 Test and remediation

o An accurate way to determine if paint in a home contains lead is to remove a sample of the paint

and have it tested in a qualified laboratory.

o Lead testing swabs are available to test for the presence of lead paint on certain objects.

o To remediate lead paint, it is best to leave it undisturbed if it is in good condition and there is

little possibility that it will be eaten by children.

 Asbestosa fibrous mineral found in rocks and soil throughout the world that has been used in

construction applications because it is strong, durable, fire retardant, and an efficient insulator.

o Generally, if the material is in good condition and is in an area where it is not likely to be

disturbed, the asbestos-containing material should be left in place.

o Friable means that the asbestos-containing product can be crumbled with hand pressure and

therefore is likely to emit fibers when disturbed.
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o Some materials, such as vinyl floor tiles, are less likely to emit airborne fibers unless subject to

sanding or cutting operations.

o Asbestos has been identified as a carcinogen (cancer causing agent).

 Test and remediation

o Testing of asbestos is generally performed by certified inspectors who have completed state-

approved training.

o Asbestos may be detected through air monitoring, bulk sampling of suspected materials, or wipe

sampling of suspected materials or other objects in the area.

o Other remedies include encapsulation, enclosure, and removal.

 Electromagnetic Fields (EMF) are created when electricity flows through a wire. There are

actually two separate fields: an electric field and a magnetic field.

o Electromagnetic fields are present where there are power lines.

o There are no federal laws that regulate EMF emissions.

o Some states have adopted a prudent avoidance policy.

o States may enact an acceptable limit of kilovolts for a given power line.

o Kilovolts are a measure of voltage or juice flowing through a power line.

o Magnetic field strength (which is measured in milligauss) is limited to a strength of 200

milligauss at the edge of a right-of-way.

 Test and remediation

o Electric fields can be shielded by walls, trees, or hills.

o Magnetic fields cannot be shielded.

o To reduce exposure, distance is the key.

o Home inspectors can use a digital field tester device that can indicate the source of

electromagnetic fields.

 Underground storage tanks are tanks located underground and utilized for the bulk storage of

chemicals and petroleum; all can pose a hazard to surrounding soil and underground water.

o Federal law does not require either the EPA or the states to regulate; small above- or

underground heating tanks containing 1,100 gallons or less of oil for on-premises consumption.

o If an inspector observes an underground storage tank on the property, he should find out if the

tank is still in use.
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o An underground tank may be sitting there, possibly corroded, and leaking sediment into the

surrounding soil.

o The tank may be old (20 years or more) and corroded to the point that it is leaking fuel into the

soil.

 Test and remediation

o Home inspectors should find out the age of the tank from the property owners.

o Should there be a leak, the property owners may have to remediate the problem before title to the

property is transferred.

o If it is determined that there is leakage, the owner must correct the leak. Clean up is very

expensive, even for remediation of a small home heating oil storage tank.

o Depending on the scope of the cleanup, the cost can range from several thousand dollars upward.

4. Household Pests That Eat Wood

 In many states, only certified specialists can apply certain types of pesticides, such as termiticide.

 Termites eat wood and can cause substantial structural damage.

o Infestation often can be observed because of a pile of wings.

o Damage is usually first seen at or near the ground.

o Control of subterranean termites should be remediated by a professional.

o To prevent infestation, moisture should not accumulate around the foundation as both ants and

termites are attracted to moisture.

o Wood contact with the soil should be avoided.

 A powderpost beetle is 1/10 to 1/3 inch long and is a brownish, reddish color.

o Their presence is evidenced by small holes with fine sawdust streaming from them.

o Fumigation will eradicate the infestation.

 Carpenter ants are black or red and black and range from 1/4 inch for a worker up to 3/4 inch for

a queen.

o Their nests are ordinarily found in porch pillars and roofs, windowsills, and any wood that is

touching.

o Recently, evidence has been collected that these ants can cause a great deal of damage to foam

insulation.

o Control of carpenter ant infestation requires that the nest be found.
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o Home inspectors should identify areas of wood with water exposure, as this would be a potential

area of carpenter ant infestation.

 Carpenter bees look like bumblebees.

o They can be recognized by the cut or burrowed wood holes as they leave a residue of yellow

sawdust and waste materials that stain the wood.

o They can be controlled by spraying the entrance hole to the wood with an aerosol insecticide.

5. Annuity

The term annuity is used in finance theory to refer to any terminating stream of fixed payments

over a specified period of time. This usage is most commonly seen in academic discussions of

finance, usually in connection with the valuation of the stream of payments, taking into account

time value of money concepts such as interest rate and future value.

Examples of annuities are regular deposits to a savings account, monthly home mortgage

payments and monthly insurance payments. Annuities are classified by payment dates. The

payments (deposits) may be made weekly, monthly, quarterly, yearly, or at any other interval of

time.

An ordinary annuity (also referred as annuity-immediate) is an annuity whose payments are

made at the end of each period (e.g. a month, a year). The values of an ordinary annuity can be

calculated through the following:

Let:

r = the annual interest rate.

t = the number of years.

m = the number of periods per year.

i = the interest rate per period.

n = the number of periods.

Note:

n = tm
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Also let:

P = the principal (or present value).

S = the future value of an annuity.

R = the periodic payment in an annuity (the amortized payment).

(Annuity Notation)

Also:

Clearly, in the limit as n increases,

Thus even an infinite series of finite payments with a non-zero discount rate has a finite Present

Value (q.v. Perpetuity).

6. Financial leverage

In finance, leverage (or gearing) is borrowing money to supplement existing funds for

investment in such a way that the potential positive or negative outcome is magnified and/or

enhanced. It generally refers to using borrowed funds, or debt, so as to attempt to increase the

returns to equity. Deleveraging is the action of reducing borrowings.

7. 7 Types of leverage

7.1 Financial leverage

Financial leverage (FL) takes the form of a loan or other borrowings (debt), the proceeds

of which are (re)invested with the intent to earn a greater rate of return than the cost of

interest. If the firm's rate of return on assets (ROA) is higher than the rate of interest on

the loan, then its return on equity (ROE) will be higher than if it did not borrow because

assets = equity + debt (see Accounting equation). On the other hand, if the firm's ROA is
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lower than the interest rate, then its ROE will be lower than if it did not borrow. Leverage

allows greater potential returns to the investor than otherwise would have been available

but the potential for loss is also greater because if the investment becomes worthless, the

loan principal and all accrued interest on the loan still need to be repaid.

Margin buying is a common way of utilizing the concept of leverage in investing. An

unlevered firm can be seen as an all-equity firm, whereas a levered firm is made up of

ownership equity and debt. A firm's debt to equity ratio is therefore an indication of its

leverage. This debt to equity ratio's influence on the value of a firm is described in the

Modigliani-Miller theorem. As is true of operating leverage, the degree of financial

leverage measures the effect of a change in one variable on another variable. Degree of

financial leverage (DFL) may be defined as the percentage change in earnings (Earnings

per share) that occurs as a result of a percentage change in earnings before interest and

taxes.

7.2 Measures of financial leverage

Debt-to-equity

Debt to equity is generally measured as the firm's total liabilities divided by shareholders'

equity. In the following, D = liabilities, E = equity, A = total assets, EBIT = Earnings

before interest and taxes and Interest = Interest payment:

Debt-to-equity ratio =

Debt-to-value ratio = = Debt-to-assets

Interest coverage ratio =

7.3 Degree of Financial Leverage (DFL)

Financial Leverage affects the EPS of the firm. Financial Leverage acts as a double-

edged sword. If the economic conditions are favourable and EBIT is increasing, a higher

financial leverage has a positive impact on the EPS. The DFL captures this relationship

between EBIT and EPS. DFL is defined as the percentage change in EPS for a given

percentage change in EBIT.
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8. Market Efficiency

Financial market efficiency is an important topic in the world of Finance. While most financiers

believe the markets are neither 100% efficient, nor 100% inefficient, many disagree where on the

efficiency line the world's markets fall.

The main theories describing how efficient the financial markets are can generally be broken into

those that believe the markets are generally very efficient, and those that believe the markets are

generally inefficient. Both sides have data to prove their thesis as well as numerous examples

that appear to prove their point. In general, most financiers believe that the efficiency of a market

directly correlates to the number of its participants.

: History Of Real Estate Finance And The Fixed-Rate Mortgage

Topic Objective:

At the end of this topic student would be able to:

 To understand the History of Real Estate Finance

 To understand the Fixed-rate Mortgages

 To understand the Characteristics Fixed-rate Mortgages

 To understand the Loan Amortization

 To understand the Kinds of Amortization

 To understand the Prepayment Penalty

Definition/Overview:

Finance: The field of finance refers to the concepts of time, money and risk and how they are

interrelated. Banks are the main facilitators of funding through the provision of credit, although

private equity, mutual funds, hedge funds, and other organizations have become important.

Financial assets, known as investments, are financially managed with careful attention to

financial risk management to control financial risk. Financial instruments allow many forms of

securitized assets to be traded on securities exchanges such as stock exchanges, including debt

such as bonds as well as equity in publicly-traded corporations.
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Key Points:

1. History of Real Estate Finance

The real estate finance industry has been subjected to a lot of beliefs over the years, many of

them grounded in fact, with some being nothing more than conjecture. The theories that are

more logical tend to be based on certain real factors that influence the real estate market and

risk pricing. There are however, many other risk models and decisions that are based on

assumptions that are less than credible. Learning which of these myths to believe in and

which ones to discard is important to making solid decisions with regard to real estate

finance.

Real estate equity is a good option for investors. While there is no denying that well-placed

real estate is a good investment option in the long run, the short and medium term prospects are

less than optimal. Thinking that the current valuations will hold over the next few years is a risky

move at best. It is true that real estate values in the U.S. have held in most markets due to a

combination of factors, but this period of growth is bound to end at some point or another.

Mortgage debt is a solid investment option for real estate finance. Lower leverage loans are

admittedly in a healthy state currently, but higher leverage mortgages are another story entirely.

One of the most commonly heard terms in the real estate industry nowadays is debt cap rate. This

generally refers to the mortgage value as an indicator of the cash flow. In most cases however,

the debt cap rate is an indicator of a loan amount that is considerably higher than what the

property in question would have gone for a few years ago.

Liquidity will continue to hold for the indefinite future. Many people who are into real estate

finance assume that debt and equity capital will continue to be available for a long time to come.

The fact is however that the real estate industry has seen longer periods of scarce liquidity. Such

was the case in the period between 1990 and 1993.

It is true though that the real estate industry is a lot more robust today than it was in 1988-1989.

This makes the chances of liquidity becoming unavailable in the immediate future a bit unlikely.

Nevertheless, it is expected that there will be a lot less available credit in the next several years,

particularly for leveraged transactions. Keep in mind that refinance risk for loans applied for
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today is much higher than it has been since 1986-1989. This is the case with leveraged fixed

rates as well as with interest-only floating rates.

Interest rates are on the rise or will be soon. While many in the real estate finance business have

been predicting this for a while now, this is not likely to happen soon. Fact is that in order for

this to happen, there has to be a growth in the U.S. economy driven by a corresponding growth in

gross domestic product, an occurrence that has still yet to be experienced.

2. Fixed-rate Mortgages

A fixed rate mortgage (FRM) is a mortgage loan where the interest rate on the note remains the

same through the term of the loan, as opposed to loans where the interest rate may adjust or

"float." Other forms of mortgage loan include interest only mortgage, graduated payment

mortgage, adjustable rate mortgage, negative amortization mortgage, and balloon payment

mortgage. Please note that each of the loan types above except for a straight adjustable rate

mortgage can have a period of the loan for which a fixed rate may apply. A Balloon Payment

mortgage, for example, can have a fixed rate for the term of the loan followed by the ending

balloon payment. Terminology may differ from country to country: loans for which the rate is

fixed for less than the life of the loan may be called hybrid adjustable rate mortgages (in the

United States).

This payment amount is independent of the additional costs on a home sometimes handled in

escrow, such as property taxes and property insurance. Consequently, payments made by the

borrower may change over time with the changing escrow amount, but the payments handling

the principal and interest on the loan will remain the same.

Fixed rate mortgages are characterized by their interest rate (including compounding frequency,

amount of loan, and term of the mortgage). With these three values, the calculation of the

monthly payment can then be done.

2.1 Monthly payment formula

The fixed monthly payment for a fixed rate mortgage is the amount paid by the

borrower every month that ensures that the loan is paid off in full with interest at the end

of its term. This monthly payment c depends upon the monthly interest rate r (expressed
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as a fraction, not a percentage, i.e., divide the quoted yearly nominal percentage rate by

100 and by 12 to obtain the monthly interest rate), the number of monthly payments N

called the loan's term, and the amount borrowed P0 known as the loan's principal;

rearranging the formula for the present value of an ordinary annuity we get the formula

for c:

c = (r / (1 − (1 + r) − N))P0

For example, for a home loan for $200,000 with a fixed yearly nominal interest rate of

6.5% for 30 years, the principal is P0 = 200000, the monthly interest rate is r = 6.5 / 100 /

12, the number of monthly payments is N = 30 * 12 = 360, the fixed monthly payment

equals $1264.14. This formula is provided using the financial function PMT in a

spreadsheet such as Excel. In the example, the monthly payment is obtained by entering

either of the these formulas:

=PMT(6.5/100/12,30*12,200000)

=((6.5/100/12)/(1-(1+6.5/100/12)^(-30*12)))*200000

= 1264.14

This monthly payment formula is easy to derive, and the derivation illustrates how fixed-

rate mortgage loans work. The amount owed on the loan at the end of every month equals

the amount owed from the previous month, plus the interest on this amount, minus the

fixed amount paid every month.

Amount owed at month 0:

P0

Amount owed at month 1:

P1 = P0 + P0 * r − c ( principle + interest - payment)

P1 = P0(1 + r) − c (equation 1)

Amount owed at month 2:

P2 = P1(1 + r) − c
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Using equation 1 for P1

P2 = (P0(1 + r) − c)(1 + r) − c

P2 = P0(1 + r)2 − c(1 + r) − c (equation 2)

Amount owed at month 3:

P3 = P2(1 + r) − c

Using equation 2 for P2

P3 = (P0(1 + r)2 − c(1 + r) − c)(1 + r) − c

P3 = P0(1 + r)3 − c(1 + r)2 − c(1 + r) − c

Amount owed at month N:

PN = PN − 1(1 + r) − c

PN = P0(1 + r)N − c(1 + r)N − 1 − c(1 + r)N − 2.... − c

PN = P0(1 + r)N − c((1 + r)N − 1 + (1 + r)N − 2.... + 1)

PN = P0(1 + r)N − c(S) (equation 3)

Where S = (1 + r)N − 1 + (1 + r)N − 2.... + 1 (equation 4) (see geometric progression)

S(1 + r) = (1 + r)N + (1 + r)N − 1.... + (1 + r) (equation 5)

With the exception of two terms the S and S(1 + r) series are the same so when you

subtract all but two terms cancel:

Using equation 4 and 5

S(1 + r) − S = (1 + r)N − 1

S((1 + r) − 1) = (1 + r)N − 1

S(r) = (1 + r)N − 1
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S = ((1 + r)N − 1) / r (equation 6)

Putting equation 6 back into 3:

PN = P0(1 + r)N − c(((1 + r)N − 1) / r)

PN will be zero because we have paid the loan off.

0 = P0(1 + r)N − c(((1 + r)N − 1) / r)

We want to know c

c = (r(1 + r)N / ((1 + r)N − 1))P0

Divide top and bottom with (1 + r)N

c = (r / (1 − (1 + r) − N))P0

This derivation illustrates three key components of fixed-rate loans: (1) the fixed monthly

payment depends upon the amount borrowed, the interest rate, and the length of time over

which the loan is repaid; (2) the amount owed every month equals the amount owed from

the previous month plus interest on that amount, minus the fixed monthly payment; (3)

the fixed monthly payment is chosen so that the loan is paid off in full with interest at the

end of its term and no more money is owed.

3. Characteristics Fixed-rate Mortgages

3.1 Index

Unlike adjustable rate mortgages, fixed rate mortgages are not tied to an index. Instead,

the interest rate is set (or "fixed") in advance to an advertised rate, usually in increments

of 1/4 or 1/8 percent.

3.2 Terminology

o Fully Indexed RateThe price of the FRM as calculated by adding Index + Margin = Fully

Indexed Rate. This is the interest rate for the life of the loan.

o TermThe length of time of the loan. The number of payments is independent of this term, so a

30-year term would have 30 payments for a yearly payment plan, but 360 payments for a

common monthly plan.
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3.3 Popularity

Fixed rate mortgages are the most classic form of loan for home and product purchasing

in the United States. The most common terms are 15-year and 30-year mortgages, but

shorter terms are available, and 40-year and 50-year mortgages are now available

(common in areas with high priced housing, where even a 30-year term leaves the

mortgage amount out of reach of the average family).

Outside the United States, fixed-rate mortgages are less popular, and in some countries,

true fixed-rate mortgages are not available except for shorter-term loans. For example, in

Canada the longest term for which a mortgage rate can be fixed is typically no more than

ten years, while mortgage maturities are commonly 25 years. In Australia banks are

unable to offer fixed rates for terms longer than 15 years due to funding constraints.

3.4 Pricing

Fixed rate mortgages are usually more expensive than adjustable rate mortgages. Due to

the inherent interest rate risk, long-term fixed rate loans will tend to be at a higher interest

rate than short-term loans. The difference in interest rates between short and long-term

loans is known as the yield curve, which generally slopes upward (longer terms are more

expensive). The opposite circumstance is known as an inverted yield curve and is

relatively infrequent.

The fact that a fixed rate mortgage has a higher starting interest rate does not indicate that

this is a worse form of borrowing compared to the adjustable rate mortgages. If interest

rates rise, the ARM cost will be higher while the FRM will remain the same. In effect, the

lender has agreed to take the interest rate risk on a fixed rate loan. Some studies have

shown that the majority of borrowers with adjustable rate mortgages save money in the

long term, but that some borrowers pay more. The price of potentially saving money, in

other words, is balanced by the risk of potentially higher costs. In each case, a choice

would need to be made based upon the loan term, the current interest rate, and the

likelihood that the rate will increase or decrease during the life of the loan.
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3.5 Prepayment

In the United States, fixed rate mortgages, like other types of mortgage, may offer the

ability to prepay principal (or capital) early without penalty. Early payments of part of the

principal will reduce the total cost of the loan (total interest paid), and will shorten the

amount of time needed to pay off the loan. Early payoff of the entire loan amount through

refinancing is sometimes done when interest rates drop significantly.

Some mortgages may offer a lower interest rate in exchange for the borrower accepting a

prepayment penalty.

4. Loan Amortization

An amortization schedule is a table detailing each periodic payment on a amortizing loan

(typically a mortgage), as generated by an amortization calculator.

While a portion of every payment is applied towards both the interest and the principal balance

of the loan, the exact amount applied to principal each time varies (with the remainder going to

interest). An amortization schedule reveals the specific monetary amount put towards interest, as

well as the specific put towards the Principal balance, with each payment. Initially, a large

portion of each payment is devoted to interest. As the loan matures, larger portions go towards

paying down the principal.

5. Kinds of Amortization

Many kinds of amortization exist, including:

 Straight line (linear)

 Declining balance

 Annuity

 Bullet (all at once)

 Increasing balance (negative amortization)
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Amortization schedules run in chronological order. The first payment is assumed to take place

one full payment period after the loan was taken out, not on the first day (the amortization date)

of the loan. The last payment completely pays off the remainder of the loan. Often, the last

payment will be a slightly different amount than all earlier payments.

In addition to breaking down each payment into interest and principal portions, an amortization

schedule also reveals interest-paid-to-date, principal-paid-to-date, and the remaining principal

balance on each payment date.

6. Prepayment Penalty

Prepayment is early repayment of a loan by a borrower. In the case of a mortgage-backed

security (MBS), prepayment is perceived as a risk, because mortgage debts are often paid off

early in order to incur lower total interest payments through cheaper refinancing. The new

financing may be cheaper because the borrower's credit rating has improved or because interest

rates are lower, but in either case, the payments that would have been made to the MBS investor

would be above market rates. Redeeming such loans early through prepayment reduces the

upside of credit & interest rate variance in an MBS. The downside of these variances (interest

rates rises or creditworthiness declines) does not normally induce a refinancing (since the fixed

mortgage payments are now at below-market rates). The fact that MBS-holders are exposed to

downside prepayment risk, but rarely benefit from it, means that these bonds must pay a slightly

higher interest rate than similar bonds without prepayment risk, to be attractive investments.

(This is the Option Adjusted Spread.)

To compensate for the prepayment risk (which is a reinvestment risk), prepayment penalty clause

is often included into the loan contract.

There are often soft prepayment terms versus hard prepayment terms. Soft prepayment terms can

allow you prepayment without penalty under the terms of selling the home. Hard prepayment

does not allow any exceptions without penalty. Bond issuers can overcome prepayment risks by

issuing what are called super sinker bonds. Super sinker bonds are a bond with long-term
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coupons but a short-term maturity. Super sinkers are usually home-financing bonds that give

bondholders their principal back right away if homeowners prepay their mortgages. In other

words, mortgage prepayments are used to retire a specified maturity. Super sinkers are likely to

be paid off in a relatively short time. As a result, holders may receive the higher long-term yield

after only a short period.

: Postwar Residential Finance

Topic Objective:

At the end of this topic student would be able to:

 To understand the Postwar History of U.S. Residential Finance

Definition/Overview:

A post-war period is the interval immediately following the beginning of a war and enduring as

long as war does not resume. A post-war period can become an interwar period or interbellum

when a war between the same parties resumes at a later date (e.g. the period between World War

I and World War II). By contrast, a post-war period marks the cessation of conflict entirely.

In Western usage, the post-war era is the period of time since the end of World War II, even

though many nations involved in the Second World War have been involved in multiple wars

since. It is sometimes used to specify a shorter period after the war but which has now ceased: in

some British usage, "post-war" refers to the period from the election of Clement Attlee in 1945

to that of Margaret Thatcher in 1979, the period of the post-war political consensus, while it may

also refer to an even shorter period, perhaps ending around the time of Beatlemania.
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Key Points:

1. The Postwar History of U.S. Residential Finance

1.1 1950s

Interest rates were stable, so maturity mismatch (long-term loans, short-term savings)

was not a problem for lenders, nor was loan assumability (who wants to assume

someones loan when they can get a low rate on a new loan?) Savings & Loans share of

loans grew considerably Gurley-Shaw Hypothesis held that S&Ls would eventually grow

to dominate banks in the marketplace because of their ability to intermediate across

maturities

1.2 1960s

Periods of inflation and rising interest rates created some previews of the problems to

come:

o Maturity mismatch net returns ratcheted downward as inflows remained about the same (assets

were long-term) but operating costs rose

o But at least Regulation Q kept deposit costs low

o Still, institutions had to confront the idea of negative net worth see example page 79 of text

1.3 1970s

Inflation rates late in the decade reached double-digit levels.

o Disintermediation resulted as depositors took money out of banks/thrifts and became direct

investors through money market mutual funds. They gave up the default risk protection to

receive unregulated market-based returns.

o So did borrowers come out ahead? To an extent they did, but dont forget that the inflation

premium in a long-term interest rate incorporates expected inflation over the long-term period.

So borrower starts paying right away for inflation that is not expected to kick in until later. That
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situation caused borrowers to face a tilt problem in early years of loan, payments were extremely

expensive in inflation-adjusted terms; then as years passed and incomes rose (while payments

stayed level) became much cheaper.

o Introduction of Alternative Mortgage Instruments AMIs

▪ Adjustable rate mortgage (ARM)

▪ Graduated payment mortgage (GPM)

▪ Shared appreciation mortgage (SAM)

1.4 1980s

o Assumability issue due-on-sale (or more technically, alienation) clause protected lender from

having buyer assume sellers low-interest loan.

o But borrowers tried to get around this clause by arranging their sales as leases or contracts-for-

deed, or simply not notifying the lender that a sale had occurred.

o Court cases, especially in California, tended to view the due-on-sale clause as enforceable only if

person assuming the loan was a credit risk that is, lenders could not enforce due-on-sale clause to

get a new loan on the books at a higher interest rate.

o But Federal Home Loan Bank Board directed federally-chartered thrifts to enforce due-on-sale.

In case that finally made it to the U.S. Supreme Court, Court upheld FHLBBs directive. (Their

ruling was apparently based on solvency arguments.) Finally, Depository Institutions Act (Garn-

St. Germain) of 1982 allowed all federally insured thrifts to enforce due-on-sale, even if state

law prohibited.

1. 5 1990s

Most noteworthy event was the widespread failure of S&Ls

o Asset-liability mismatch

o State-chartered institutions, especially in California and Arizona, with state-determined asset

powers and federal guarantees

o Net worth problems became severe
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Most firms prepare financial statements in accordance with GAAP. But thrift institutions

presented statements based on RAP. These standards allowed things that arent really net

worth to be counted as capital. Result was a collection of zombie thrifts.

Thrift owners had put options to put their liabilities to FSLIC at face value while paying

an exercise price equal to the lower value of the assets given up.

Controversies continue today. In the 80s, government asked some weak-but-solvent

institutions to merge with insolvent institutions, to keep losers in business and prevent

FSLIC payouts. Reward was ability to treat goodwill as net worth. Then later the rules

were changed; some of the rescuers were immediately in violation of the new law and

were forced by government into bankruptcy. Then the former owners of these thrifts sued

government and, in some cases, won.

1.6 The Most Recent Years

Just as birds have to fly, lenders have to make loans. As fixed costs of information

management have increased, lenders have tried to spread those fixed costs over a larger

number of transactions by relaxing the standards that borrowers must meet. For example

o Required down-payments have fallen from 20% to 10% to 5% to 3% to 0%, as a borrower can

now arrange a two-loan piggy-back financing plan that allows for the borrowing of 100% of the

purchase price.

o Maximum amortization periods have increased from 30 to 40 years, as Fannie Mae now

purchases both fixed-rate and variable-rate 40-year loans.

o The payment of principal can be delayed for up to 15 years through interest-only loans (which

convert over to amortizing loans, obviously with fairly high payments); Fannie Mae purchases

thses loan, as well.
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In Section 2 of this course you will cover these topics:
Alternative Mortgage Instruments

Financing And Property Values

Federal Housing Policies: Part One

Federal Housing Policies: Part Two

The Secondary Mortgage Market

You may take as much time as you want to complete the topic coverd in section 2.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Alternative Mortgage Instruments

Topic Objective:

At the end of this topic student would be able to:

 To understand the Interest rate risk

 To understand the Banks and interest rate risk

 To understand the ARM Variants

 To understand the Terminology ARM

 To understand the Loan caps

Definition/Overview:

Alternative Mortgage Instruments: Variations of mortgage instruments such as adjustable-

rate and variable-rate mortgages, graduated-payment mortgages, reverse-annuity mortgages, and

several seldom-used variations.
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A broad category of mortgages vary from fixed-rate, fully amortizing mortgages in terms of

amortization schedules, interest rate structure and payment options. These mortgages often make

it easier for individuals to purchase real estate by reducing monthly payment amounts and

increasing the amount the borrowers are able to finance.

Adjustable-rate mortgages, adjustable-rate mortgages with initial fixed interest rates, mortgages

with temporary buydowns and mortgages with negative amortization features all fall under the

alternative mortgage instrument category. Alternative mortgage instruments are popular in high-

cost areas. Because most alternative mortgage instruments are indexed to short-term interest

rates, they also thrive during economic conditions under which short-term interest rates are

meaningfully lower than long-term interest rates.

Key Points:

1. Interest rate risk

Interest rate risk is the risk (variability in value) borne by an interest-bearing asset, such as a

loan or a bond, due to variability of interest rates. In general, as rates rise, the price of a fixed rate

bond will fall, and vice versa. Interest rate risk is commonly measured by the bond's duration.

Asset liability management is a common name for the complete set of techniques used to manage

risk within a general enterprise risk management framework.

1.1 Calculating interest rate risk

Interest rate risk analysis is almost always based on simulating movements in one or

more yield curves using the Heath-Jarrow-Morton framework to ensure that the yield

curve movements are both consistent with current market yield curves and such that no

riskless arbitrage is possible. The Heath-Jarrow-Morton framework was developed in the

early 1990s by David Heath of Cornell University, Andrew Morton of Lehman Brothers,

and Robert A. Jarrow of Kamakura Corporation and Cornell University.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

36
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



There are a number of standard calculations for measuring the impact of changing

interest rates on a portfolio consisting of various assets and liabilities. The most common

techniques include:

o Marking to market, calculating the net market value of the assets and liabilities, sometimes called

the "market value of portfolio equity"

o Stress testing this market value by shifting the yield curve in a specific way. Duration is a stress

test where the yield curve shift is parallel

o Calculating the Value at Risk of the portfolio

o Calculating the multiperiod cash flow or financial accrual income and expense for N periods

forward in a deterministic set of future yield curves

o Doing step 4 with random yield curve movements and measuring the probability distribution of

cash flows and financial accrual income over time.

o Measuring the mismatch of the interest sensitivity gap of assets and liabilities, by classifying

each asset and liability by the timing of interest rate reset or maturity, whichever comes first.

2. Banks and interest rate risk

Banks face four types of interest rate risk:

1.1 Basis risk

The risk presented when yields on assets and costs on liabilities are based on different

bases, such as the London Interbank Offered Rate (LIBOR) versus the U.S. prime rate. In

some circumstances different bases will move at different rates or in different directions,

which can cause erratic changes in revenues and expenses.

1.2 Yield curve risk

The risk presented by differences between short-term and long-term interest rates. Short-

term rates are normally lower than long-term rates, and banks earn profits by borrowing

short-term money (at lower rates) and investing in long-term assets (at higher rates). But

the relationship between short-term and long-term rates can shift quickly and

dramatically, which can cause erratic changes in revenues and expenses.
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1.3 Repricing risk

The risk presented by assets and liabilities that reprice at different times and rates. For

instance, a loan with a variable rate will generate more interest income when rates rise

and less interest income when rates fall. If the loan is funded with fixed rated deposits,

the bank's interest margin will fluctuate.

1.4 Option risk

It is presented by optionality that is embedded in some assets and liabilities. For instance,

mortgage loans present significant option risk due to prepayment speeds that change

dramatically when interest rates rise and fall. Falling interest rates will cause many

borrowers to refinance and repay their loans, leaving the bank with uninvested cash when

interest rates have declined. Alternately, rising interest rates cause mortgage borrowers to

repay slower, leaving the bank with relatively more loans based on prior, lower interest

rates. Option risk is difficult to measure and control.

Most banks are asset sensitive, meaning interest rate changes impact asset yields more than they

impact liability costs. This is because substantial amounts of bank funding are not affected, or

are just minimally affected, by changes in interest rates. The average checking account pays no

interest, or very little interest, so changes in interest rates do not produce notable changes in

interest expense. However, banks have large concentrations of short-term and/or variable rate

loans, so changes in interest rates significantly impact interest income. In general, banks earn

more money when interest rates are high, and they earn less money when interest rates are low.

This relationship often breaks down in very large banks that rely significantly on funding sources

other than traditional bank deposits. Large banks are often liability sensitive because they depend

on large concentrations of funding that are highly interest rate sensitive. Large bank also tend to

maintain large concentrations of fixed rate loans, which further increases liability sensitivity.

Therefore, large banks will often earn more net interest income when interest rates are low.
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3. ARM Variants

3.1 Hybrid ARMs

A hybrid ARM features an interest rate that is fixed for an initial period of time, then

floats thereafter. The "hybrid" refers to the ARM's blend of fixed-rate and adjustable-rate

characteristics. Hybrid ARMs are referred to by their initial fixed-rate and adjustable-rate

periods, for example 3/1 for an ARM with a 3-year fixed interest-rate period and

subsequent 1-year interest-rate adjustment periods. The date that a hybrid ARM shifts

from a fixed-rate payment schedule to an adjusting payment schedule is known as the

reset date. After the reset date, a hybrid ARM floats at a margin over a specified index

just like any ordinary ARM.

The popularity of hybrid ARMs has significantly increased in recent years. In 1998, the

percentage of hybrids relative to 30-year fixed-rate mortgages was less than 2%; within 6

years, this increased to 27.5%.

Like other ARMs, hybrid ARMs transfer some interest-rate risk from the lender to the

borrower, thus allowing the lender to offer a lower note rate in many interest-rate

environments.

3.2 Option ARMs

An "option ARM" is typically a 30-year ARM that initially offers the borrower four

monthly payment options: a specified minimum payment, an interest-only payment, a 15-

year fully amortizing payment, and a 30-year fully amortizing payment.

These types of loans are also called "pick-a-payment" or "pay-option" ARMs.

When a borrower makes a Pay-Option ARM payment that is less than the accruing

interest, so-called "negative amortization" will occur, which means that the unpaid

portion of the accruing interest is added to the outstanding principal balance. For

example, if the borrower makes a minimum payment of $1,000 and the ARM has accrued

monthly interest in arrears of $1,500, $500 will be added to the borrower's loan balance.

Moreover, the next month's interest-only payment will be calculated using the new,

higher principal balance.
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Option ARMs are popular because they are usually offered with a very low teaser rate

(often as low as 1%) which translates into very low minimum payments for the first year

of the ARM. During boom times, lenders often underwrite borrowers based on mortgage

payments that are below the fully amortizing payment level. This enables borrowers to

qualify for a much larger loan (i.e., take on more debt) than would otherwise be possible.

When evaluating an Option ARM, prudent borrowers will not focus on the teaser rate or

initial payment level, but will consider the characteristics of the index, the size of the

"mortgage margin" that is added to the index value, and the other terms of the ARM.

Specifically, they need to consider the possibilities that (1) long-term interest rates go up;

(2) their home may not appreciate or may even lose value or even (3) that both risks may

materialize.

4. Terminology ARM

 X/Y - Hybrid ARMs are often referred to in this format, where X is the number of years during

which the initial interest rate applies prior to first adjustment (common terms are 3, 5, 7, and 10

years), and Y is the interval between adjustments (common terms are 1 for one year and 6 for six

months). As an example, a 5/1 ARM means that the initial interest rate applies for five years (or

60 months, in terms of payments), after which the interest rate is adjusted annually. (Adjustments

for escrow accounts, however, do not follow the 5/1 schedule; these are done annually.)

 Fully Indexed Rate - The price of the ARM as calculated by adding Index + Margin = Fully

Indexed Rate. This is the interest rate your loan would be at without a Start Rate (the

introductory special rate for the initial fixed period). This means the loan would be higher if

adjusting, typically, 1-3% higher than the fixed rate. Calculating this is important for ARM

buyers, since it helps predict the future interest rate of the loan.

 Margin - For ARMs where the index is applied to the interest rate of the note on an "index plus

margin" basis, the margin is the difference between the note rate and the index on which the note

rate is based expressed in percentage terms. This is not to be confused with profit margin. The

lower the margin the better the loan is as the maximum rate will increase less at each adjustment.

Margins will vary between 2%-7%.

 Index - A published financial index such as LIBOR used to periodically adjust the interest rate of

the ARM.
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 Start Rate - The introductory rate provided to purchasers of ARM loans for the initial fixed

interest period.

 Period - The length of time between interest rate adjustments. In times of falling interest rates, a

shorter period benefits the borrower. On the other hand, in times of rising interest rates, a shorter

period benefits the lender.

 Floor - A clause that sets the minimum rate for the interest rate of an ARM loan. Loans may

come with a Start Rate = Floor feature, but this is primarily for Non-Conforming (aka Sub-Prime

or Program Lending) loan products. This prevents an ARM loan from ever adjusting lower than

the Start Rate. An "A Paper" loan typically has either no Floor or 2% below start.

 Payment Shock - Industry term to describe the severe (unexpected or planned for by borrower)

upward movement of mortgage loan interest rates and its effect on borrowers. This is the major

risk of an ARM, as this can lead to severe financial hardship for the borrower.

 Cap - Any clause that sets a limitation on the amount or frequency of rate changes.

5. Loan caps

Loan caps provide payment protection against payment shock, and allow a measure of interest

rate certainty to those who gamble with initial fixed rates on ARM loans. There are three types of

Caps on a typical First Lien Adjustable Rate Mortgage or First Lien Hybrid Adjustable Rate

Mortgage.

4.1 Initial Adjustment Rate Cap

The majority of loans have a higher cap for initial adjustments that's indexed to the initial

fixed period. In other words, the longer the initial fixed term, the more the bank would

like to potentially adjust your loan. Typically, this cap is 2-3% above the Start Rate on a

loan with an initial fixed rate term of 3 years or lower and 5-6% above the Start Rate on a

loan with an initial fixed rate term of 5 years or greater.

4.2 Rate Adjustment Cap

This is the maximum amount by which an Adjustable Rate Mortgage may increase on

each successive adjustment. Similar to the initial cap, this cap is usually 1% above the

Start Rate for loans with an initial fixed term of 3 years or greater and usually 2% above

the Start Rate for loans that have an initial fixed term of 5 years or greater
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4.3 Lifetime Cap

Most First Mortgage loans have a 5% or 6% Life Cap above the Start Rate (this

ultimately varies by the lender and credit grade).

o Industry Shorthand for ARM Caps

o Inside the business caps are expressed most often by simply the 3 numbers involved that signify

each cap. For example, a 5/1 Hybrid ARM may have a cap structure of 5/2/5 (5% initial cap, 2%

adjustment cap and 5% lifetime cap) and insiders would call this a 5-2-5 cap. Alternately a 1 year

arm might have a 1/1/6 cap (1% initial cap, 1% adjustment cap and 6% lifetime cap) known as a

1-1-6, or alternately expressed as a 1/6 cap (leaving out one digit signifies that the initial and

adjustment caps are identical).

o Negative amortization ARM caps

o Higher risk products, such as First Lien Monthly Adjustable loans with Negative amortization

and Home Equity Lines of Credit aka HELOC have different ways of structuring the Cap than a

typical First Lien Mortgage. The typical First Lien Monthly Adjustable loans with Negative

amortization loan has a life cap for the underlying rate (aka "Fully Indexed Rate") between

9.95% and 12% (maximum assessed interest rate). Some of these loans can have much higher

rate ceilings. The fully indexed rate is always listed on the statement, but borrowers are shielded

from the full effect of rate increases by the minimum payment, until the loan is recast, which is

when principal and interest payments are due that will fully amortize the loan at the fully indexed

rate.

: Financing And Property Values

Topic Objective:

At the end of this topic student would be able to:

 To understand the Tax increment financing

 To understand the Real estate property values

 To understand the Types of value
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 To understand the Price versus value

 To understand the Market value definitions in the USA

 To understand the Three approaches to value

 To understand the Assumable Loans

 To understand the Buydown Financing

 To understand the Wraparound Financing

 To understand the Land contract

 To understand the Mortgage Revenue Bonds

Definition/Overview:

This topic deals with the process of seeking long-term mortgage financing for owner occupied

residential properties. Here we focus on two aspects of this process: loan underwriting and

closing. When discussing the underwriting process, we consider borrower and property

characteristics and how loan terms are established. We also consider the size of the loan relative

to property value, loan payments relative to borrower income, and default risk undertaken by

lenders. We discuss the use of mortgage insurance or guarantees that may be necessary to grant a

given loan request in cases where the total risk of lending to a specific borrower is too great for a

given lender to undertake. Insurance may be provided by private insurers, or, depending on the

property and borrower characteristics, insurance or guarantees may be available from various

government agencies.

We look at the loan closing process in terms of the necessary accounting between the borrower,

lender, seller, and other parties to a transaction in which transfer of title and a loan closing occur

simultaneously, and we consider federal regulations that require certain practices from the lender

regarding uniform disclosure of interest charges, closing statements, and collection of credit and

other information about the borrower.
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Underwriting refers to the process that a large financial service provider (bank, insurer,

investment house) uses to assess the eligibility of a customer to receive their products like equity

capital, insurance, mortgage or credit. The name derives from the Lloyd's of London insurance

market in London, United Kingdom. Financial bankers, who would accept some of the risk on a

given venture (historically a sea voyage with associated risks of shipwreck) in exchange for a

premium, would literally write their names under the risk information which was written on a

Lloyd's slip created for this purpose.

In banking, underwriting is the detailed credit analysis preceding the granting of a loan, based on

credit information furnished by the borrower, such as employment history, salary, and financial

statements; publicly available information, such as the borrower's credit history, which is

detailed in a credit report; and the lender's evaluation of the borrower's credit needs and ability to

pay. Underwriting can also refer to the purchase of corporate bonds, commercial paper,

Government securities, municipal general obligation bonds by a commercial bank or dealer bank

for its own account, or for resale to investors. Bank underwriting of corporate securities is

carried out through separate holding company affiliates, called securities affiliates, or Section 20

affiliates.

Key Points:

1. Tax increment financing

Tax Increment Financing, or TIF, is a public financing method which has been used for

redevelopment and community improvement projects in many countries including the United

States for more than 50 years. With federal and state sources for redevelopment generally less

available, TIF has become an often-used financing mechanism for municipalities. Similar or

related approaches are used elsewhere in the world. See for example, Value capture.
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2. Real estate property values

Real estate appraisal, property valuation or land valuation is the practice of developing an

opinion of the value of real property, usually its Market Value. The need for appraisals arises

from the heterogeneous nature of property as an investment class: no two properties are identical,

and all properties differ from each other in their location - which is the most important

determinant of their value. So there cannot exist a centralised Walrasian auction setting for the

trading of property assets, as there exists for trade in corporate stock. The absence of a market-

based pricing mechanism determines the need for an expert appraisal/valuation of real

estate/property.

A real estate appraisal is performed by a licensed or certified appraiser (in many countries known

as a property valuer or land valuer and in British English as a "valuation surveyor"). If the

appraiser's opinion is based on Market Value, then it must also be based on the Highest and Best

Use of the real property. For mortgage valuations of improved residential property in the US, the

appraisal is most often reported on a standardized form, such as the Uniform Residential

Appraisal Report. Appraisals of more complex property (e.g. -- income producing, raw land) are

usually reported in a narrative appraisal report.

3. Types of value

There are several types and definitions of value sought by a real estate appraisal. Some of the

most common are:

3.1 Market Value

The price at which an asset would trade in a competitive Walrasian auction setting.

Market Value is usually interchangeable with Open Market Value or Fair Value.

International Valuation Standards (IVS) define Market Value as:

Market Value is the estimated amount for which a property should exchange on the date

of valuation between a willing buyer and a willing seller in an arms-length transaction

after proper marketing wherein the parties had each acted knowledgably, prudently, and

without compulsion.
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3.2 Value-in-use

The net present value (NPV) of a cash flow that an asset generates for a specific owner

under a specific use. Value-in-use is the value to one particular user, and is usually below

the market value of a property.

3.3 Investment value

It is the value to one particular investor, and is usually higher than the market value of a

property.

3.4 Insurable value

It is the value of real property covered by an insurance policy. Generally it does not

include the site value.

3.4 Liquidation value

It may be analyzed as either a forced liquidation or an orderly liquidation and is a

commonly sought standard of value in bankruptcy proceedings. It assumes a seller who is

compelled to sell after an exposure period which is less than the market-normal

timeframe.

4. Price versus value

It is important to distinguish between Market Value and Price. A price obtained for a specific

property under a specific transaction may or may not represent that property's market value:

special considerations may have been present, such as a special relationship between the buyer

and the seller, or else the transaction may have been part of a larger set of transactions in which

the parties had engaged. Another possibility is that a special buyer may have been willing to pay

a premium over and above the market value, if his subjective valuation of the property (its

investment value for him) was higher than the Market Value. An example of this would be the

owner of a neighbouring property who, by combining his own property with the subject property,

could thereby obtain economies-of-scale. Such situations often arise in corporate finance, as for

example when a merger or acquisition is concluded at a price which is higher than the value

represented by the price of the underlying stock. The usual rationale for these valuations would
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be that the 'sum is greater than its parts', since full ownership of a company entails special

privileges for which a potential purchaser would be willing to pay. Such situations arise in real

estate/property markets as well. It is the task of the real estate appraiser/property valuer to judge

whether a specific price obtained under a specific transaction is indicative of Market Value.

5. Market value definitions in the USA

In the US, appraisals are performed to a certain standard of value (e.g. -- foreclosure value, fair

market value, distressed sale value, investment value). The most commonly used definition of

value is Market Value. While USPAP does not define Market Value, it provides general

guidance for how Market Value should be defined:

...a type of value, stated as an opinion, that presumes the transfer of a property (i.e., a

right of ownership or a bundle of such rights), as of a certain date, under specific

conditions set forth in the definition of the term identified by the appraiser as applicable

in an appraisal.

Thus, the definition of value used in an appraisal analysis and report is a set of assumptions

about the market in which the subject property may transact. It becomes the basis for selecting

comparable data for use in the analysis. These assumptions will vary from definition to definition

but generally fall into three categories:

 The relationship, knowledge, and motivation of the parties (i.e., seller and buyer);

 The terms of sale (e.g., cash, cash equivalent, or other terms); and

 The conditions of sale (e.g., exposure in a competitive market for a reasonable time prior to sale).

In the US, the most common definition of Market Value is the one promulgated for use in

Federally regulated residential mortgage financing:

The most probable price which a property should bring in a competitive and open market under

all conditions requisite to a fair sale, the buyer and seller, each acting prudently, knowledgeably

and assuming the price is not affected by undue stimulus. Implicit in this definition is the

consummation of a sale as of a specified date and the passing of title from seller to buyer under

conditions whereby: (1) buyer and seller are typically motivated; (2) both parties are well

informed or well advised, and each acting in what he or she considers his or her own best

interest; (3) a reasonable time is allowed for exposure in the open market; (4) payment is made in
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terms of cash in U. S. dollars or in terms of financial arrangements comparable thereto; and (5)

the price represents the normal consideration for the property sold unaffected by special or

creative financing or sales concessions granted by anyone associated with the sale.

For example, adjustments must be made to the comparables sales prices for special or creative

financing or sales concessions. No adjustments are necessary for those costs which are normally

paid by sellers as a result of tradition or law in a market area; these costs are readily identifiable

since the seller pays these costs in virtually all sales transactions. Special or creative financing

adjustments can be made to the comparable property by comparisons to financing terms offered

by a third party institutional lender that is not already involved in the property or transaction.

Any adjustment should not be calculated on a mechanical dollar for dollar cost of the financing

or concession but the dollar amount of any adjustment should approximate the markets reaction

to the financing or concessions based on the appraisers judgment.

6. Three approaches to value

There are three general groups of methodologies for determining value. These are usually

referred to as the "three approaches to value":

 The cost approach

 The sales comparison approach and

 The income approach

However, the recent trend of the business tends to be clining to the scientific methodology of

appraisal which lies on the foundation of quantitative-data , risk and geographical based

approaches , . Pagourtzi et al. have provided a review on the methods used in the industry by

comparison between conventional approaches and advanced ones .

The appraiser using three approaches will determine which one or more of these approaches may

be applicable, based on the scope of work determination, and from that develop an appraisal

analysis. Costs, income, and sales vary widely from one situation to the next, and particular

importance is given to the specific characteristics of the subject.

Consideration is also given to the market for the property appraised. Appraisals of properties that

are typically purchased by investors (e.g. - skyscrapers) may give greater weight to the income

approach, while small retail or office properties, often purchased by owner-users, may give
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greater weighting to the sales comparison approach. While this may seem simple, it is not always

obvious. For example, apartment complexes of a given quality tend to sell at a price per

apartment, and as such the sales comparison approach may be more applicable. Single family

residences are most commonly valued with greatest weighting to the sales comparison approach,

but if a single family dwelling is in a neighborhood where all or most of the dwellings are rental

units, then some variant of the income approach may be more useful.

6.1 The cost approach

The cost approach was formerly called the summation approach. The theory is that the

value of a property can be estimated by summing the land value and the depreciated

value of any improvements. The value of the improvements is often referred to by the

abbreviation RCNLD (reproduction cost new less depreciation or replacement cost new

less depreciation). Reproduction refers to reproducing an exact replica. Replacement cost

refers to the cost of building a house or other improvement which has the same utility,

but using modern design, workmanship and materials. In practice, appraisers use

replacement cost and then deduct a factor for any functional disutility associated with the

age of the subject property.

In most instances when the cost approach is involved, the overall methodology is a

hybrid of the cost and sales comparison approaches. For example, while the replacement

cost to construct a building can be determined by adding the labor, material, and other

costs, land values and depreciation must be derived from an analysis of comparable data.

The cost approach is considered reliable when used on newer structures, but the method

tends to become less reliable for older properties. The cost approach is often the only

reliable approach when dealing with special use properties (e.g. -- public assembly,

marinas).

6.2 The sales comparison approach

The sales comparison approach examines the price or price per unit area of similar

properties being sold in the marketplace. Simply put, the sales of properties similar to the

subject are analyzed and the sale prices adjusted to account for differences in the

comparables to the subject to determine the value of the subject. This approach is

generally considered the most reliable if adequate comparable sales exist. In any event, it

is the only independent check on the reasonability of an appraisal opinion.
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Note that this approach develops value from a purely pricing scheme, and as such is an

example of a revealed preference model. An interesting perspective on the relationship

between relatively subjective human estimation as compared with that obtained by purely

mathematic modeling is contained in "Simple Heuristics That Make Us Smart" by Gerd

Gigerenzer. Dr. Gigerenzer, a psychologist, asked people to estimate some real world

facts based simply on their knowledge, experience and impressions. Common knowledge

and some simple rules created models which were close to those produced by multiple

regression analysis (MRA) and neural networks. The predictive value of the human

models applied to a new sample was a bit better than the mathematical models,

suggesting that the mathematical models may have described the data better but missed

the predictive relationships. Similarly automated valuation models frequently find

building size (square feet or meters) predictive of value, even when that information is

not explicitly advertised. This is similar to the example in "The Wisdom of Crowds",

Surowiecki, in which the scientist Francis Galton observed a crowd at a fair to, on

average, accurately estimate the size of an ox.

6.3 The income capitalization approach

The income capitalization approach (often referred to simply as the "income approach")

is used to value commercial and investment properties. Because it is intended to directly

reflect or model the expectations and behaviors of typical market participants, this

approach is generally considered the most applicable valuation technique for income-

producing properties, where sufficient market data exists to supply the necessary inputs

and parameters for this approach.

In a commercial income-producing property this approach capitalizes an income stream

into a value indication. This can be done using revenue multipliers or capitalization rates

applied to the first-year Net Operating Income. The Net Operating Income (NOI) is gross

potential income (GPI), less vacancy and collection loss (= Effective Gross Income) less

operating expenses (but excluding debt service, income taxes, and/or depreciation

charges applied by accountants).

Alternatively, multiple years of net operating income can be valued by a discounted cash

flow analysis (DCF) model. The DCF model is widely used to value larger and more

expensive income-producing properties, such as large office towers. This technique
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applies market-supported yields (or discount rates) to future cash flows (such as annual

income figures and typically a lump reversion from the eventual sale of the property) to

arrive at a present value indication.

7. Assumable Loans

An assumable mortgage is a loan that enables a buyer to take over a seller's mortgage when

purchasing a home. Specifically, it is a mortgage that can be sold to a purchaser who promises to

"assume" the mortgage debt. When a buyer assumes responsibility for a seller's existing

mortgage, the buyer assumes all the obligations under the mortgage with no change in terms, just

as if the original loan had been made to her. The mortgagee can, in turn, enforce the promise

made by the purchaser in assuming the mortgage.

In order to assume a mortgage, the purchaser must qualify for the loan and pay closing fees,

including the appraisal cost and title insurance. Approval by the original lender is also required.

Thus, a purchaser's promise does not relieve the mortgagor of the duty to pay the mortgagee

unless the lender consents to this change in the contract. Regardless of the lender's approval,

however, the mortgagor has the right to pay the debt and bring suit against the assuming

purchaser for reimbursement.

Assumable mortgages are one way in which sellers make their property more attractive to

potential purchasers. If interest rates have risen since the seller took out the original mortgage,

the buyer benefits considerably from assuming the mortgage. This is because the cost of

borrowing increases if rates rise. As such, if the buyer can take over the already-existing

mortgage, the buyer will avoid having to pay the higher current market rate. Note, however, that

the full cost of the assumable mortgage may not cover the full cost of the home. In such cases,

the buyer may be required to either place a down payment on the difference or obtain additional

financing.

Sellers should be aware of one unique risk associated with assumable mortgages. The lender can

hold the seller liable for the loan itself even after the assumption occurs. Therefore, if the

purchaser defaults on the mortgage and the lender forecloses, but the property sells for less than

the loan's balance, the lender can sue the seller for the difference. Sellers can avoid this risk by

specifically releasing themselves from liability in writing at the time the assumption takes place.
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8. Buydown Financing

A buydown is a mortgage financing technique where the buyer attempts to obtain a lower

interest rate for at least the first few years of the mortgage. The seller of the property usually

provides payments to the mortgage lending institution, which, in turn, lowers the buyer's

monthly interest rate and therefore monthly payment. This is typically done for a period of about

one to five years. In a seller's market the seller might raise the purchase price to compensate for

the costs of the buydown but in most markets it would not be to their advantage to use a

buydown as an enticement if they are going to offset the benefit by raising the price. In most

cases, the buydown does not even involve the seller. It is an arrangement between the lender and

the buyer.

9. Wraparound Financing

A wrap-around mortgage is a form of secondary financing in which a seller extends to a

purchaser a junior mortgage which wraps around and exists in addition to one or more superior

mortgages. Under a wrap, a seller accepts a promissory note from the buyer for the amount due

on the underlying mortgage plus an amount up to the remaining purchase money balance.

The new purchaser makes monthly payments to the seller, who is then responsible for making

the payments to the underlying mortgagee. Should the new purchaser default on those payments,

the seller then has the right of foreclosure to recapture the subject property.

Because wraps are a form of seller-financing, they have the effect of lowering the barriers to

ownership of real property; they also can expedite the process of purchasing a home. An

example:

The seller, who has the original mortgage sells his home with the existing first mortgage in place

and a second mortgage which he "carries back" from the buyer. The mortgage he takes from the

buyer is for the amount of the first mortgage, plus a negotiated amount less than or up to the

sales price minus the down payment and closing costs. The buyer pays the seller, who then

continues to pay the first mortgage with the proceeds of the second. Once the second mortgage is

satisfied, the seller is out, but this is rarely the case.
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Typically, the seller also charges a "middle" on the first mortgage. For example, one has a first

mortgage at 6% and sell the whole property with a rate of 8% on a wraparound mortgage. He/she

make a 2% middle on the first mortgage amount, using other people's money to make money. So,

it is in the best interests of a seller to keep the wrap, rather than allow the buyer to assume the

first mortgage.

10. Land contract

A land contract (sometimes known as a contract for deed or an installment sale agreement) is a

contract between a seller and buyer of real property in which the seller provides financing to buy

the property for an agreed-upon purchase price and the buyer repays the loan in installments.

Under a land contract, the seller retains the legal title to the property, while permitting the buyer

to take possession of it for most purposes other than legal ownership. The sale price is typically

paid in periodic installments, often with a balloon payment at the end to make the timelength of

payments shorter than a corresponding fully amortized loan without a final balloon payment.

When the full purchase price has been paid including any interest, the seller is obligated to

convey legal title to the property to the buyer. An initial down payment from the buyer to the

seller is usually also required by a land contract. The legal status of land contracts varies from

region to region.

Since a land contract specifies the sale of a specific item of real estate between a seller and

buyer, a land contract can be considered a special type of real estate contract. In the usual, more

conventional real estate contracts, a seller does not provide a loan to the buyer; the contract

either does not specify a loan or includes provisions for a loan from a different "third party"

lender, usually a financial institution in practice. When third party lenders are involved, typically

a lien called a mortgage is placed on the property so that the value of the property is used as

collateral until the loan is paid in full.

11. Mortgage Revenue Bonds

A Mortgage Revenue Bond Loan or bond loan is a type of mortgage loan where the cost of

borrowing is partially subsidized by a mortgage revenue bond. Although details differ between

programs, mortgage revenue bond loan programs are in general designed to lower the cost of
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homeownership for low to medium income borrowers, sometimes for targeted occupations or

neighborhoods. In the United States, mortgage revenue bond loans have supported an average of

100,000 home purchases for low-income buyers between 1986 and 2006. Example mortgage

revenue bond loan programs include the Los Angeles Housing Department's mortgage revenue

bond program, the Arizona Housing Finance Authority Mortgage Revenue Bond Program, and

the Texas State Affordable Housing Corporation Professional Educators Single Family Mortgage

Revenue Bond Program.

: Federal Housing Policies: Part One

Topic Objective:

At the end of this topic student would be able to:

 To understand the FHA Today

 To understand the FHA Mortgage Insurance

 To understand the FHA Mortgage Loans

 To understand the Effects of Administration

 To understand the Mortgage Insurance

 To understand the Types of Mortgage Insurance

 To understand the Subsidies

 To understand the Income Tax Provisions

 To understand the Home Equity Loans

Definition/Overview:

Federal Housing Administration: The Federal Housing Administration (FHA) is a United

States government agency created as part of the National Housing Act of 1934. The goals of this

organization are: to improve housing standards and conditions; to provide an adequate home

financing system through insurance of mortgage loans; and to stabilize the mortgage market.
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Key Points:

1. The FHA Today

In 1965, the Federal Housing Administration became part of the Department of Housing and

Urban Development (HUD). Since 1934, the FHA and HUD have insured over 34 million home

mortgages and 47,205 multifamily project mortgages. Currently, the FHA has 4.8 million insured

single family mortgages and 13,000 insured multifamily projects in its portfolio. The Federal

Housing Administration is the only government agency that is completely self-funded. It

operates solely from its own income and comes at no cost to taxpayers. This department spurs

economic growth in the form of home and community development.

During budget planning for 2008 HUD had been projecting $143,000,000 budget shortfall

stemming from the FHA program. This is the first time in three decades HUD had made a

request to Congress for a taxpayer subsidy. Even though FHA is statutorily required to be budget

neutral, the GAO is projecting taxpayer funded subsidies of half a billion dollars over the next

three years, if no changes are made to the FHA program.

Currently new budget numbers are projecting "windfall revenues" for FHA due to the collapse of

the sub-prime market and a flood of new loans being originated with FHA.

2. FHA Mortgage Insurance

FHA loans are insured through a combination of a small upfront mortgage insurance premium

(UFMIP), as well as a small monthly mortgage insurance premium. The UFMIP is often

financed into the loan. Unlike other forms of conventional financed mortgage insurance, the

UFMIP on an FHA loan is prorated over a five year period, meaning should the homeowner

refinance or sell during the first five years of his loan, he is entitled to a partial refund of the

UFMIP paid at loan inception. If the LTV is 85% or greater (in other words, if the borrower has

less than 15% equity in his or her home), then the monthly mortgage insurance premium paid is

less than a borrower with a conventional mortgage and excellent credit would pay. In instances
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where the home owner has a poor to moderate credit history, his monthly mortgage insurance

premium will be substantially less expensive with an FHA loan than with a conventional loan

regardless of LTV - sometimes as little as one-ninth as much per month depending on the

borrower's exact credit score, LTV, loan size, and approval status. The monthly mortgage

insurance premium on an FHA loan has the ability to save a credit-challenged homeowner

thousands of dollars per year depending on the size of his home loan, his credit score, and his

LTV.

A borrower with an FHA loan always pays the same mortgage insurance rate regardless of her

credit score. This is especially of benefit to borrowers who have less than 22% equity in their

homes and credit scores under 620. Conventional mortgage insurance premium rates factor in

credit scores, whereas FHA mortgage insurance premiums do not. When a borrower has a credit

score under 620, conventional mortgage premiums spike dramatically. If a borrower has a credit

score under 575, he may find it impossible to purchase a home for less than 20% down with a

conventional loan, as the majority of mortgage insurance companies no longer write mortgage

insurance policies on borrowers with credit scores under 575 due to a sharply increased risk.

When they do write mortgage insurance policies for borrowers with lower credit scores, the

annual premiums are sometimes as high as 4% to 5% of the loan amount. Based on this, if a

consumer is considering purchasing a new home or refinancing her existing home, she would

often be well-advised to look into the FHA loan program.

When a homeowner purchases a home utilizing an FHA loan, he will pay monthly mortgage

insurance for a period of five years or until the loan is paid down to 78% of the appraised value -

whichever comes first.

Mortgage insurance is available for housing loan lenders, protecting against homeowner

mortgage default. For a small fee, lenders can obtain insurance for a value of ninety seven

percent of the appraised value of the home or building. In the event of a mortgage default, this

value is transferred to the FHA and the lenders receive a large percentage of their investment.

The other three percent is received from the original down payment for the home.
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A borrowers downpayment may come from a number of sources. The 3% requirement can be

satisfied with the borrower using their own cash or receiving a gift from a family member, their

employer, labor union, non-profit or government entity. Since 1998, non-profits have been

providing downpayment gifts to borrowers, that purchase homes where the seller has agreed to

reimburse the non-profit and pay an additional processing fee. In May 2006, the IRS determined

that this is not "charitable activity" and has moved to revoke the non-profit status of groups

providing downpayment assistance in this manner.

3. FHA Mortgage Loans

The Federal Housing Administration offers various types of housing loans. These include:

 Adjustable Rate Mortgages

 Fixed Rate Mortgage loans

 Energy Efficient Mortgages

 Graduated Payment Mortgages

 Mortgages for Condominium Units

 Growing Equity Mortgages

 In order to qualify for an FHA housing loan, applicants must meet certain criteria, including

employment, credit ratings and income levels. The specific requirements are:

 Steady employment history, at least two years with the same employer.

 Consistent or increasing income over the past two years

 Credit report should be in good standing with less than two thirty day late payments in the past

two years

 Any bankruptcy on record must be at least two years old with good credit for the two

consecutive years.

 Any foreclosure must be at least three years old

 Mortgage payment qualified for must be approximately thirty percent of your total monthly gross

income

4. Effects of Administration

The creation of the Federal Housing Authority successfully increased the size of the housing

market. By convincing banks to lend again, as well as changing and standardizing mortgage
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instruments and procedures, home ownership has increased from 40% in the 1930s to nearly

70% today[when?]. By 1938, only four years after the beginning of the Federal Housing

Association, a house could be purchased for a down payment of only ten percent of the purchase

price. The remaining ninety percent was financed by a twenty-five year, self amortizing, FHA-

insured mortgage loan. After World War II, the FHA helped finance homes for returning

veterans and families of soldiers. It has helped with purchases of both single family and multi-

family homes. In the 1950s, 1960s and 1970s, the FHA helped to spark the production of

millions of units of privately-owned apartments for elderly, handicapped and lower income

Americans. When the soaring inflation and energy costs threatened the survival of thousands of

private apartment buildings in the 1970s, FHAs emergency financing kept cash-strapped

properties afloat. In the 1980s, when the economy didnt support an increase in homeowners, the

FHA helped to steady falling prices, making it possible for potential homeowners to finance

when private mortgage insurers pulled out of oil producing states.

The greatest effects of the Federal Housing Administration can be seen within minority

populations and in cities. Nearly half of FHAs metropolitan area business is located in central

cities, a percentage that is much higher than that of conventional loans. The FHA also lends to a

higher percentage of African Americans and Hispanic Americans, as well as younger, credit

constrained borrowers. Because some feel that these groups include riskier borrowers, it is

believed that this is part of the reason for FHAs contribution to the homeownership increase.

As the capital markets in the United States matured, FHA had less and less of an impact on the

US Housing market for several decades. In 2006, FHA made up less than 3% of all the loans

originated in the US. This had some members of Congress wondering why the Government is

still in the mortgage insurance business. A vocal minority of congressional leaders has even been

calling for the end of FHA. But this ideal has almost completely lost sense and is barely even

mentioned now as FHA has once again began to play a major and increasingly larger roll in the

housing market over the past 2 years by helping fight the effects of the recent deterioration in the

credit markets, the mortgage melt-down, and the overall economic recession. Now, most

members of Congress support and have been helping reform FHA in order to make it more

competitive in the for-profit industry and to make it a greater positive force in the housing
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market which is crucial to the overall economy. FHA has significantly increased its mortgage

relief efforts by helping at-risk borrowers avoid foreclosure with its refinance programs such as:

FHA secure and hope for homeowners(H4H). Specifically designed for this purpose, the FHA

secure and Hope for Homeowners programs have already facilitated foreclosure prevention for

hundreds of thousands of distressed homeowners like: under-water borrowers, people affected by

risky adjustable-rate mortgages and others experiencing temporary economic hardship.

5. Mortgage Insurance

Mortgage Life Insurance refers to an insurance policy that guarantees repayment of a mortgage

loan in the event of death or, possibly, disability of the mortgagor. Private Mortgage Insurance

(PMI) refers to protection for the lender in the event of default, usually covering a portion of the

amount borrowed. There are Government loan products that also include a Mortgage Insurance

Premium (MIP), essentially the government equivalent of PMI.

For example, Mr. Smith obtains a mortgage loan that exceeds 80% (the typical cut-off) of his

property's value and/or sale price. Because of his limited equity, the lender requires that Mr.

Smith pay for mortgage insurance that protects their institution against his default. To obtain a

mortgage loan insured by the Federal Housing Administration, Mr. Smith must pay a mortgage

insurance premium (MIP) equal to 1.5 percent of the loan amount at closing. This premium is

normally financed by the lender and paid to FHA on the borrower's behalf. Depending on the

loan-to-value ratio, there may be a monthly premium as well.

6. Types of Mortgage Insurance

5.1 Borrower-Paid Private Mortgage Insurance

It is a default insurance on mortgage loans, provided by private insurance companies and

paid for by borrowers. BPMI allows borrowers to obtain a mortgage without having to

provide 20% down payment, by covering the lender for the added risk of a high loan-to-value

(LTV) mortgage. The Homeowners Protection Act of 1998 requires PMI to be canceled

when the amount owed reaches a certain level, particularly when the loan balance is 78

percent of the home's purchase price. Often, BPMI can be cancelled earlier by submitting a

new appraisal showing that the loan balance is less than 80% of the home's value due to

appreciation (this generally requires two years of on-time payments first).
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5.2 Lender-Paid Private Mortgage Insurance (LPMI)

Similar to BPMI, except that it is paid for by the lender, and the borrower is often unaware of

its existence. LPMI is usually a feature of loans that claim not to require Mortgage Insurance

for high LTV loans. The cost of the premium is built into the interest rate charged on the

loan.

7. Subsidies

In economics, a subsidy (also known as a subvention) is a form of financial assistance paid to a

business or economic sector. A subsidy can be used to support businesses that might otherwise

fail, or to encourage activities that would otherwise not take place.

Subsidies can be regarded as a form of protectionism or trade barrier by making domestic goods

and services artificially competitive against imports. Subsidies may distort markets, and can

impose large economic costs. Financial assistance in the form of a subsidy may come from one's

government, but the term subsidy may also refer to assistance granted by others, such as

individuals or non-governmental institutions, although these would be more commonly described

as charity.

8. Income Tax Provisions

An income tax is a tax levied on the financial income of persons, corporations, or other legal

entities. Various income tax systems exist, with varying degrees of tax incidence. Income

taxation can be progressive, proportional, or regressive. When the tax is levied on the income of

companies, it is often called a corporate tax, corporate income tax, or profit tax. Individual

income taxes often tax the total income of the individual (with some deductions permitted),

while corporate income taxes often tax net income (the difference between gross receipts,

expenses, and additional write-offs).

9. Home Equity Loans

A home equity loan (sometimes abbreviated HEL) is a type of loan in which the borrower uses

the equity in their home as collateral. These loans are sometimes useful to help finance major

home repairs, medical bills or college education. A home equity loan creates a lien against the

borrower's house, and reduces actual home equity.
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Home equity loans are most commonly second position liens (second trust deed), although they

can be held in first or, less commonly, third position. Most home equity loans require good to

excellent credit history, and reasonable loan-to-value and combined loan-to-value ratios. Home

equity loans come in two types, closed end and open end.

Both are usually referred to as second mortgages, because they are secured against the value of

the property, just like a traditional mortgage. Home equity loans and lines of credit are usually,

but not always, for a shorter term than first mortgages. In the United States, it is sometimes

possible to deduct home equity loan interest on one's personal income taxes.

There is a specific difference between a home equity loan and a Home Equity Line of Credit

(HELOC). A HELOC is a line of revolving credit with an adjustable interest rate whereas a

home equity loan is a one time lump-sum loan, often with a fixed interest rate.

9. 1 closed end home equity loan

The borrower receives a lump sum at the time of the closing and cannot borrow further.

The maximum amount of money that can be borrowed is determined by variables

including credit history, income, and the appraised value of the collateral, among others.

It is common to be able to borrow up to 100% of the appraised value of the home, less

any liens, although there are lenders that will go above 100% when doing over-equity

loans. However, state law governs in this area; for example, Texas (which was, for many

years, the only state to not allow home equity loans) only allows borrowing up to 80% of

equity.

Closed-end home equity loans generally have fixed rates and can be amortized for

periods usually up to 15 years. Some home equity loans offer reduced amortization

whereby at the end of the term, a balloon payment is due. These larger lump-sum

payments can be avoided by paying above the minimum payment or refinancing the loan.

9.2 Open end home equity loan

This is a revolving credit loan, also referred to as a home equity line of credit, where the

borrower can choose when and how often to borrow against the equity in the property,

with the lender setting an initial limit to the credit line based on criteria similar to those

used for closed-end loans. Like the closed-end loan, it may be possible to borrow up to

100% of the value of a home, less any liens. These lines of credit are available up to 30

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

61
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



years, usually at a variable interest rate. The minimum monthly payment can be as low as

only the interest that is due.

9.3 Home equity loan fees

Here is a brief list of possible fees that may apply to your home equity loan: Appraisal

fees, originator fees, title fees, stamp duties, arrangement fees, closing fees, early pay-off

and other costs are often included in loans. Surveyor and conveyor or valuation fees may

also apply to loans, some may be waived. The survey or conveyor and valuation costs can

often be reduced, provided you find your own licensed surveyor to inspect the property

considered for purchase. The title charges in secondary mortgages or equity loans are

often fees for renewing the title information. Most loans will have fees of some sort, so

make sure you read and ask several questions about the fees that are charged.

: Federal Housing Policies: Part Two

Topic Objective:

At the end of this topic student would be able to:

 To understands the Fair housing Act 1968

 To understands the Civil Rights Act of 1968

 To understands the Types of banned discrimination

 To understands the Subsequent legislative and judicial changes

 To understands the Housing Discrimination

 To understands the Discrimination complaints

 To understands the Lawful discrimination

 To understands the Equal Credit Opportunity Act (1974)

 To understands the Economic Discrimination

 To understands the Forms of economic discrimination
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Definition/Overview:

In the United States, the fair housing (also open housing) policies date largely from the 1960s.

Originally, the terms fair housing and open housing came from a political movement of the time

to outlaw discrimination in the rental or purchase of homes and a broad range of other housing-

related transactions, such as advertising, mortgage lending, homeowner's insurance and zoning.

Later, the same language was used in laws. At the urging of President Lyndon Baines Johnson,

Congress passed the federal Fair Housing Act (Title VIII of the Civil Rights Act of 1968) in

April 1968, only one week after the assassination of Martin Luther King.

Key Points:

1. Fair housing Act 1968

The primary purpose of the Fair Housing Law of 1968 is to protect the dwelling seeker from

seller or landlord discrimination. It does this by protecting the buyer's or renter's right to

discriminate. The goal is a unitary housing market in which a person's background (as opposed

to financial resources) does not arbitrarily restrict access. Calls for open housing were issued

early in the twentieth century, but it was not until after World War II that concerted efforts to

achieve it were undertaken.

While the Civil Rights Act of 1866 included language that could be construed as creating a fair

housing policy, no federal enforcement provisions were given. In 1948, the Supreme Court ruled

that racially restrictive covenants in real estate were unenforceable in court. The Civil Rights Act

of 1964 also addressed the issue, but made few provisions for enforcement.

 The Fair Housing Act (Title VIII of the Civil Rights Act of 1968) introduced meaningful federal

enforcement mechanisms. It outlawed:

 Refusal to sell or rent a dwelling to any person because of race, color, religion or national origin.
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 Discrimination based on race, color, religion or national origin in the terms, conditions or

privilege of the sale or rental of a dwelling.

 Advertising the sale or rental of a dwelling indicating preference of discrimination based on race,

color, religion or national origin.

 Coercing, threatening, intimidating, or interfering with a person's enjoyment or exercise of

housing rights based on discriminatory reasons or retaliating against a person or organization that

aids or encourages the exercise or enjoyment of fair housing rights.

2. Civil Rights Act of 1968

On April 11, 1968, President Lyndon Johnson signed the Civil Rights Act of 1968 (also known

as CRA '68), which was meant as a follow-up to the Civil Rights Act of 1964. While the Civil

Rights Act of 1866 prohibited discrimination in housing, there were no federal enforcement

provisions. The 1968 act expanded on previous acts and prohibited discrimination concerning the

sale, rental, and financing of housing based on race, religion, national origin, and as of 1974, sex;

as of 1988, the act protects the handicapped and families with children. It also provided

protection for civil rights workers. The Act is commonly known as the Fair Housing Act (of

1968) .

Victims of discrimination may use both the 1968 act and the 1866 act (via section 1982) to seek

redress. The 1968 act provides for federal solutions while the 1866 act provides for private

solutions (i.e., civil suits).

3. Types of banned discrimination

The Civil Rights Act of 1968 prohibited the following forms of discrimination:

 Refusal to sell or rent a dwelling to any person because of his race, color, religion or national

origin. People with disabilities and families with children were added to the list of protected

classes by the Fair Housing Amendments Act of 1988.

 Discrimination against a person in the terms, conditions or privilege of the sale or rental of a

dwelling.

 Advertising the sale or rental of a dwelling indicating preference of discrimination based on race,

color, religion or national origin (and, as of 1988, people with disabilities and families with

children.)
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 Coercing, threatening, intimidating, or interfering with a person's enjoyment or exercise of

housing rights based on discriminatory reasons or retaliating against a person or organization that

aids or encourages the exercise or enjoyment of fair housing rights.

4. Subsequent legislative and judicial changes

Beginning in 1980, Senator Orrin Hatch spoke in favor of rolling back provisions of the Fair

Housing Act. Acting on his motion in 1988, Congress voted to weaken the ability of plaintiffs to

prosecute cases of discriminatory treatment in housing. But the Fair Housing Act was also

amended in 1988 to allow plaintiffs' attorneys to recover attorney's fees. Additionally, the 1988

amendment added people with disabilities and families with children to the classes covered by

the Act.

In the early 1990s, in Trouillon v. City of Hawthorne, the Legal Defense and Education Fund of

the National Association for the Advancement of Colored People (NAACP) successfully

challenged an urban renewal plan on the basis of race discrimination by bringing suit under the

Fair Housing Act. Previous litigation under the Act had largely been limited to discrimination in

buying or renting housing. The case was also one of the first to establish discrimination in a

multi-racial context.

5. Housing Discrimination

Housing discrimination according to the Civil Rights Act of 1968 is the refusal to sell or rent a

dwelling to any person because of his race, color, religion or national origin. Later on the

disabled and families with children were added to this list. This is also known as the Fair

Housing Act. There are several organizations that oversee and attempt to uphold this law, one

being the Department of Fair Employment and Housing.

6. Discrimination complaints

Individuals with complaints of discrimination can have United States Department of Housing

and Urban Development (HUD) investigate to determine whether there is reasonable cause to

believe the Fair Housing Act has been violated. A one-year statute of limitations exists after an

alleged violation for filing a complaint with HUD. HUD will notify the alleged violator of the

complaint and permit that person or entity to submit an answer. HUD will try to reach an
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agreement through conciliation, but if HUD has reasonable cause to believe that a conciliation

agreement is breached, HUD will recommend that the Attorney General file suit.

State and local agencies also exist to enforce fair housing laws. HUD may refer complaints to

those agencies for investigation. HUD may also authorize the attorney general to go to court to

seek temporary or preliminary relief, pending the outcome of a complaint, if irreparable harm is

likely to occur without HUD's intervention. If HUD finds reasonable cause to believe that

discrimination occurred, the matter will go to an administrative hearing at which HUD attorneys

litigate the case on behalf of the complainant. Alternately, complainants can hire an attorney. An

Administrative Law Judge (ALA) will consider the evidence and if ALA decides that

discrimination occurred, the respondent can be ordered to pay damages, including actual

damages, and damages for humiliation, pain and suffering. The respondent may also be order to

make the housing available, pay attorney's fees, and pay fines to the federal government.

7. Lawful discrimination

Only certain kinds of discrimination are covered by fair housing laws. Landlords are not required

by law to rent to any tenant who applies for a property. Landlords can select tenants based on

objective business criteria, such as the applicant's ability to pay the rent and take care of the

property. Landlords can lawfully discriminate against tenants with bad credit histories or low

incomes, and (except in some areas) do not have to rent to tenants who will be receiving Section

8 vouchers. Landlords must be consistent in the screening, treat tenants who are inside and

outside the protected classes in the same manner, and should document any legitimate business

reason for not renting to a prospective tenant. As of 2007, no federal protection against

discrimination based on sexual orientation or gender identity is provided, but these protections

do exist in some localities.

HUD has stated that buyers and renters may discriminate and may request real estate agents

representing them to limit home searches to parameters that are discriminatory. The primary

purpose of the Fair Housing Act is to protect the buyer's (and renter's) right to seek a dwelling

anywhere they choose. It protects the buyer's right to discriminate by prohibiting certain

discriminatory acts by sellers, landlords, and real estate agents.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

66
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



8. Equal Credit Opportunity Act (1974)

The Equal Credit Opportunity Act (ECOA) is a United States law (codified at 15 U.S.C. 1691 et

seq.), enacted in 1974, that makes it unlawful for any creditor to discriminate against any

applicant, with respect to any aspect of a credit transaction, on the basis of race, color, religion,

national origin, sex, marital status, or age (provided the applicant has the capacity to contract); to

the fact that all or part of the applicants income derives from a public assistance program; or to

the fact that the applicant has in good faith exercised any right under the Consumer Credit

Protection Act. The law applies to any person who, in the ordinary course of business, regularly

participates in a credit decision, including banks, retailers, bankcard companies, finance

companies, and credit unions.

Failure to comply with the Equal Credit Opportunity Act's Regulation B can subject a financial

institution to civil liability for actual and punitive damages in individual or class actions.

Liability for punitive damages can be as much as $10,000 in individual actions and the lesser of

$500,000 or 1 percent of the creditors net worth in class actions.

9. Economic Discrimination

Economic discrimination is a term that describes a form of discrimination based on economic

factors. These factors can include job availability, wages, the prices and/or availability of goods

and services, and the amount of capital investment funding available to minorities for business.

The term is broadly used in economic research, and includes discrimination against workers,

consumers, and minority-owned businesses.

It is not the same as price discrimination, the practice by which monopolists (and to a lesser

extent oligopolists and monopolistic competitors) charge different buyers different prices based

on their willingness to pay.

10. Forms of economic discrimination

There are several forms of economic discrimination. The most common form of discrimination is

wage inequality, followed by unequal hiring practices. But there is also discrimination against

minority consumers and minority businesses in a number of areas, and religious or ethnic

discrimination in countries outside of the United States.
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10.1 Against workers

Most forms of discrimination against minorities involve lower wages and unequal hiring

practices.

10.2 Wage discrimination

Several studies have shown that several minority groups, including Black men and

women, Hispanic men and women, and white women, suffer from decreased wage

earning for the same job with the same performance levels and responsibilities as white

males. Numbers vary wildly from study to study, but most indicate a gap from 5 to 15%

lower earnings on average, between a white male worker and a black or Hispanic man or

a woman of any race with equivalent educational background and qualifications.

A recent study indicated that black wages in the US have fluctuated between 70% and

80% of white wages for the entire period from 19541999, and that wage increases for that

period of time for blacks and white women increased at half the rate of that of white

males. Other studies show similar patterns for Hispanics. Studies involving women found

similar or even worse rates.

Overseas, another study indicated that Muslims earned almost 25% less on average than

whites in France, Germany, and England, while in South America, mixed-race blacks

earned half of what Hispanics did in Brazil.

Most wage discrimination is masked by the fact that it tends to occur in lower-paying

positions and involves minorities who may not feel empowered to file a discrimination

lawsuit or complain.
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10.3 Hiring discrimination

Hiring discrimination is similar to wage discrimination in its pattern. It typically consists

of employers choosing to hire a white candidate over a minority candidate, or a male

candidate over a female candidate, to fill a position. A study of employment patterns in

the US indicatedthat the number of hiring discrimination cases has increased fivefold in

the past 20 years. However, their percentage as a whole fraction of the workforce hirings

has decreased almost as drastically. With the stiff laws against discrimination in hiring,

companies are very careful in who they hire and do not hire.

Even so, studies have shown that it is easier for a white male to get a job than it is for an

equally qualified man of color or woman of any race. Many positions are cycled, where a

company fills a position with a worker and then lays them off and hires a new person,

repeating until they find someone they feel is "suitable" -- which is often not a minority.

While hiring discrimination is the most highly visible aspect of economic discrimination,

it is often the most uncommon. Increasingly strong measures against discrimination have

made hiring discrimination much more difficult for employers to engage in. However this

is only the case in formal hiring arrangements, with corporations or others subject to

public scrutiny and overview. Private hiring, such as apprenticeships of electricians,

plumbers, carpenters, and other trades is almost entirely broken down along racial lines,

with almost no women in these fields and most minorities training those of their own

race.

10.4 Against consumers

Most discrimination against consumers has been decreased due to stiffer laws against

such practices, but still continues, both in the US and in Europe. The most common forms

of such discrimination are price and service discrimination.
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10.5 Discrimination based on price

Discrimination based on price is charging different prices for goods and services to

different people based on their race, ethnicity, religion, or sex. It should not be confused

with the separate economic concept of price discrimination. This includes but is not

limited to:

o increased costs for basic services (health care, repair, etc)

o increased costs for per diem charges (such as charging one person $40 while charging another

person $100 for the exact same service provided)

o not offering deals, sales, rebates, etc to minorities

o higher rates for insurance for minorities

Most charges of price discrimination are difficult to verify, without significant

documentation. Studies indicate that less than 10% of all price discrimination is actually

reported to any authority or regulatory body, and much of this is through class-action

lawsuits. Furthermore, while a number of monitoring services and consumer interest

groups take an interest in this form of discrimination, there is very little they can do to

change it. Most discrimination based on price occurs in situations without a standardized

price list that can be compared against. In the cases of per diem charges, this is easily

concealed as few consumers can exchange estimates and work rates, and even if they do

the business in question can claim that the services provided had different baseline costs,

conditions, etc.

Discrimination based on price in areas where special sales and deals simply are not

offered can be justified by limiting them to those with strong credit ratings or those with

past business with the company in question.
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10.6 Services discrimination

Although price discrimination mentions services, service discrimination is when certain

services are not offered at all to minorities, or are offered only inferior versions.

According to at least one study, most consumer discrimination falls into this category,

since it is more difficult to verify and prove. Some assertions of discrimination have

included:

 offering only high-cost plans for insurance or refusal to cover minorities

 refusing to offer financing to minorities

 denial of service

10.7 Against businesses

Minority owned businesses can also experience discrimination, both from suppliers and

from banks and other sources of capital financing. In the US, there are tax benefits and

even public relations benefits from having minority-owned businesses, so most instances

of this occur outside of the United States.

Women of color are starting businesses at rates three to five times faster than all other

businesses, according to an article from Babson College on Newswise.

State of Businesses Owned by Women of Color. However, once in business, their growth

lags behind all other firms, according to the results of a multi-year study conducted by the

Center for Women's Business Research in partnership with Babson College exploring the

impact of race and gender on the growth of businesses owned by women who are

African-American, Asian, Latina and other ethnicities.
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10.8 Discrete usage discrimination

This form of discrimination covers suppliers providing substandard goods to a business,

or price gouging the business on purchases and resupply orders.

10.9 Capital investment discrimination

A more significant source of perceived discrimination is in capital investment markets.

Banks are often accused of not providing loans and other financial instruments for inner-

city minority owned businesses. Most research indicates that the banking industry as a

whole is systemic in its abuse of the legal system in avoidance of "high risk" loans to

minorities, pointing out that banks cannot provide actual facts backing up their assertions

that they deny such loans to a high failure rate.

On the other hand, most financial institutions and some economists feel that all too often,

banks are accused unfairly of discrimination against minority owned businesses when

said business is simply not worth such a credit risk, and that no one would find such a

decision discriminatory if the business were not minority owned. These charges of

reverse racism or prejudicial analysis are a longstanding source of controversy in the

study of economic discrimination.

: The Secondary Mortgage Market

Topic Objective:

At the end of this topic student would be able to:

 To understand the Secondary Mortgage Market

 To understand the Commercial Mortgage Backed Securties (CMBS)
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Definition/Overview:

The secondary mortgage market: The secondary mortgage market is the market for the sale of

securities or bonds collateralized by the value of mortgage loans. The mortgage lender,

commercial banks, or specialized firm will group together many loans and sell grouped loans as

securities called collateralized mortgage obligations (CMOs). The risk of the individual loans is

reduced by that aggregation process. These securities are collateralized debt obligations (CDOs).

The CDOs are sometimes further grouped in other CDOs. Mortgage delinquencies, defaults, and

decreased real estate values can make these CDOs difficult to evaluate. This happened to BNP

Paribas in August, 2007, causing the central banks to intervene with liquidity.

Key Points:

1. Secondary Mortgage Market

 Allows originators to replenish funds

 Facilitates geographic flow of funds

 Provides an investment option for savers

 Early buyers of mortgages

o Mortgage companies and thrifts

 FHA insurance and VA guarantees

o Minimum underwriting standards

2. Commercial Mortgage Backed Securties (CMBS)

Commercial mortgage-backed securities (CMBS) are a type of bond commonly issued in

American security markets. They are a type of mortgage-backed security backed by mortgages

on commercial rather than residential real estate. CMBS issues are usually structured as multiple

tranches, similar to CMOs, rather than typical residential "passthroughs."
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Many American CMBSs carry less prepayment risk than other MBS types, thanks to the

structure of commercial mortgages. Commercial mortgages often contain lockout provisions

after which they can be subject to defeasance, yield maintenance and prepayment penalties to

protect bondholders.

European CMBS issues typically have less prepayment protection. Interest on the bonds is

usually floating, i.e. based on a benchmark (like LIBOR/EURIBOR) plus a spread.

In Section 3 of this course you will cover these topics:
Valuation Of Mortgage Securities

Controlling Default Risk, Borrower Qualification, And Loan Underwriting

Loan Origination, Processing, And Closing

Mortgage Default Insurance, Foreclosure, And Title Insurance

You may take as much time as you want to complete the topic coverd in section 3.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Valuation Of Mortgage Securities

Topic Objective:

At the end of this topic student would be able to:

 To understand the A mortgage-backed security

 To understand the Market size and liquidity

 To understand the Weighted-average maturity

 To understand the Weighted-average coupon

 To understand the Why and where we use WAM and WAC?

 To understand the Pricing
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 To understand the Real-world pricing

Definition/Overview:

Valuation of Mortgage: A mortgage is the transfer of an interest in property (or in law the

equivalent - a charge) to a lender as a security for a debt - usually a loan of money. While a

mortgage in itself is not a debt, it is lender's security for a debt. It is a transfer of an interest in

land (or the equivalent), from the owner to the mortgage lender, on the condition that this interest

will be returned to the owner of the real estate when the terms of the mortgage have been

satisfied or performed. In other words, the mortgage is a security for the loan that the lender

makes to the borrower.

The term comes from the Old French "dead pledge," apparently meaning that the pledge ends

(dies) either when the obligation is fulfilled or the property is taken through foreclosure.

In most jurisdictions mortgages are strongly associated with loans secured on real estate rather

than other property (such as ships) and in some jurisdictions only land may be mortgaged.

Arranging a mortgage is seen as the standard method by which individuals and businesses can

purchase residential and commercial real estate without the need to pay the full value

immediately. See mortgage loan for residential mortgage lending, and commercial mortgage for

lending against commercial property.

The measurement of a mortgage with regards to cost to the borrower can be measured by Annual

Percentage Rate (APR).

In many countries it is normal for home purchases to be funded by a mortgage. Generally

speaking, very few individuals have adequate savings or resources to enable them to purchase

property outright. In countries where the demand for home ownership is highest, strong domestic
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markets have developed, notably in Ireland, Spain, the United Kingdom, Australia and the

United States.

Key Points:

1. A mortgage-backed security

A mortgage-backed security (MBS) is an asset-backed security whose cash flows are backed by

the principal and interest payments of a set of mortgage loans. Payments are typically made

monthly over the lifetime of the underlying loans.

However not all securities backed by mortgages are considered mortgage-backed securities.

Housing Bonds (Mortgage Revenue Bonds) are backed by the mortgages which they fund, but

aren't MBSs.

Residential mortgages in the United States have the option to pay more than the required

monthly payment (curtailment) or to pay off the loan in its entirety (prepayment). Because

curtailment and prepayment affect the remaining loan principal, the monthly cash flow of an

MBS is not known in advance, and therefore presents an additional risk to MBS investors.

Commercial mortgage-backed securities (CMBS) are secured by commercial and multifamily

properties (such as apartment buildings, retail or office properties, hotels, schools, industrial

properties and other commercial sites). The properties of these loans vary, with longer-term

loans (5 years or longer) often being at fixed interest rates and having restrictions on prepayment,

while shorter-term loans (1-3 years) are usually at variable rates and freely pre-payable.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

76
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



2. Market size and liquidity

Mortgage backed securities can be considered to have been in the tens of trillions, if Credit

Default Swaps are taken into account.

The total market value of all outstanding mortgages at the end of the first quarter of 2006 was

approximately USD 6.1 trillion, according to The Bond Market Association. This is much larger

than the market value of outstanding asset-backed securities. The MBS market overtook the

market for US Treasury notes and bonds in 2000.

According to The Bond Market Association, gross U.S. issuance of agency MBS was:

 2005: USD 967 billion

 2004: USD 1,019 billion

 2003: USD 2,131 billion

 2002: USD 1,444 billion

 2001: USD 1,093 billion

The high liquidity of most mortgage-backed securities means that any investor wishing to take a

position need not deal with the difficulties of theoretical pricing described below; the price of

any bond is essentially quoted at fair value, with a very narrow bid/offer spread.

Reasons (other than speculation) for entering the market include the desire to hedge against a

drop in prepayment rates (a critical business risk for any company specializing in refinancing)

and certain predatory lending schemes.

3. Weighted-average maturity

The weighted-average maturity (WAM) of an MBS is the average of the maturities of the

mortgages in the pool, weighted by their balances at the issue of the MBS. Note that this is an

average across mortgages, as distinct from concepts such as weighted-average life and duration,

which are averages across payments of a single loan.

To illustrate the concept of WAM, let's consider a mortgage pool with just three mortgage loans

that have the below mentioned outstanding mortgage balances, mortgage rates, and months

remaining to maturity.

Loan Outstanding Mortgage Mortgage Remaining Months to Each Loan's
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Balance Rate Maturity Weighting

Loan

1
$200,000 6.00% 300 22.22%

Loan

2
$400,000 6.25% 260 44.44%

Loan

3
$300,000 6.50% 280 33.33%

The weightings are computed by dividing each outstanding loan amount by total amount

outstanding in the mortgage pool (i.e., $900,000). These amounts are the outstanding amounts at

the issuance/initiation of the MBS. Now, the WAM for the above mortgage pool that consists of

three loans is computed as follows:

WAM = 22.22% (300) + 44.44% (260) + 33.33% (280)

= 66.67 + 115.56 + 93.33

= 275.56 Months or 276 months after rounding

4. Weighted-average coupon

The weighted average coupon (WAC) of an MBS is the average of the coupons of the mortgages

in the pool, weighted by their original balances at the issuance of the MBS.

5. Why and where we use WAM and WAC?

WAM and WAC are used for describing a mortgage passthrough security, and they form the

basis for the computation of cash flows from that mortgage passthrough. Just as we describe a

bond by saying 30 year bond with 6% coupon, we describe a mortgage passthrough by saying,

for example, "this is a $3 billion passthrough with 6% passthrough rate, 6.5% WAC, and 340

month WAM."

Note here, the passthrough rate is different from WAC. The passthrough rate is the rate that the

investor would receive if he/she holds this mortgage passthrough security (or simply mortgage

passthrough). Almost always, the passthrough rate is less than the WAC. The difference goes to

servicing (i.e., costs incurred in collecting the loan payments and transferring the payments to the

investors) the mortgage loans in the pool.
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6. Pricing

Pricing a vanilla corporate bond is based on two sources of uncertainty: default risk (credit risk)

and interest rate (IR) exposure. The MBS adds a third risk: early redemption (prepayment). The

number of homeowners in residential MBS securitizations who prepay goes up when interest

rates go down. One reason for this phenomenon is that homeowners can refinance at a lower

fixed interest rate. Commercial MBS often mitigate this risk using call protection.

Since these two sources of risk (IR and prepayment) are linked, solving mathematical models of

MBS value is a difficult problem in finance. The level of difficulty rises with the complexity of

the IR model, and the sophistication of the prepayment IR dependence, to the point that no

closed form solution (i.e. one you could write it down) is widely known. In models of this type

numerical methods provide approximate theoretical prices. These are also required in most

models which specify the credit risk as a stochastic function with an IR correlation. Practitioners

typically use Monte Carlo method or Binomial Tree numerical solutions.

6.1 Interest rate risk and prepayment risk

Theoretical pricing models must take into account the link between interest rates and loan

prepayment speed. Mortgage prepayments are most often made because a home is sold or

because the homeowner is refinancing to a new mortgage, presumably with a lower rate

or shorter term. Prepayment is classified as a risk for the MBS investor despite the fact

that they receive the money, because it tends to occur when floating rates drop and the

fixed income of the bond would be more valuable (negative convexity). Hence the term:

prepayment risk.

To compensate investors for the prepayment risk associated with these bonds, they trade

at a spread to government bonds.

There are other drivers of the prepayment function (or prepayment risk), independent of

the interest rate, for instance:

o Economic growth, which is correlated with increased turnover in the housing market

o Home prices inflation

o Unemployment
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o Regulatory risk; if borrowing requirements or tax laws in a country change this can change the

market profoundly.

o Demographic trends, and a shifting risk aversion profile, which can make fixed rate mortgages

relatively more or less attractive.

6.2 Credit risk

The credit risk of mortgage-backed securities depends on the likelihood of the borrower

paying the promised cash flows (principal and interest) on time. The credit rating of MBS

is fairly high because:

o The mortgage originator will generally research the mortgage taker's ability to repay, and will try

to lend only to the credit-worthy.

o Some MBS issuers, such as Fannie Mae, Freddie Mac, and Ginnie Mae, guarantee against

homeowner default risk. In the case of Ginnie Mae, this guarantee is backed with the full faith

and credit of the US Federal government. This is not the case with Fannie Mae or Freddie Mac,

but these two entities have lines of credit with the US Federal government; however, these lines

of credit are extremely small when compared with the average amount of money circulated

through Fannie Mae or Freddie Mac in one day's business. Additionally, Fannie Mae and Freddie

Mac generally require private mortgage insurance on loans in which the borrower provides a

down payment that is less than 20% of the property value.

o Pooling many mortgages with similar default probabilities creates a bond with a much lower

probability of total default, in which no homeowners are able to make their payments (see

Copula). Although the risk neutral credit spread is theoretically identical between a mortgage

ensemble and the average mortgage within it, the chance of catastrophic loss is reduced.

o If the property owner should default, the property remains as collateral. Although real estate

prices can move below the value of the original loan, this increases the solidity of the payment

guarantees and deters borrower default.

If the MBS was not underwritten by the original real estate & the issuer's guarantee the

rating of the bonds would be very much lower. Part of the reason is the expected adverse

selection against borrowers with improving credit (from MBSs pooled by initial credit

quality) who would have an incentive to refinance (ultimately joining an MBS pool with

a higher credit rating).
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7. Real-world pricing

Most traders and money managers use Bloomberg and Intex to analyze MBS pools. Intex is also

used to analyze more esoteric products. Some institutions have also developed their own

proprietary software. TradeWeb is used by the largest bond dealers ("primaries") to transact

round lots ($1 million+).

For "vanilla" or "generic" 30-year pools (FN/FG/GN) with coupons of 4% - 7%, one can see the

prices posted on a TradeWeb screen by the primaries called To Be Announced (TBA). This is

due to the actual pools not being shown. These are forward prices for the next 3 delivery months

since pools haven't been cut only the issuing agency, coupon and dollar amount are revealed. A

specific pool whose characteristics are known would usually trade "TBA plus {x} ticks" or a

"pay-up" depending on characteristics. These are called "specified pools" since the buyer

specifies the pool characteristic he/she is willing to "pay up" for.

The price of an MBS pool is influenced by prepayment speed, usually measured in units of CPR

or PSA. When a mortgage refinances or the borrower prepays during the month, the prepayment

measurement increases.

If the buyer acquired a pool at a premium (>102), as is common for higher coupons then they are

at risk for prepayment. If the purchase price was 105, the investor loses 5 cents for every dollar

that's prepaid, possibly significantly decreasing the yield. This is likely to happen as holders of

higher-coupon MBS have good incentive to refinance.

Conversely, it may be advantageous to the bondholder for the borrower to prepay if the low-

coupon MBS pool was bought at a discount. This is due to the fact that when the borrower pays

back the mortgage he does so at "par". So if the investor bought a bond at 95 cents on the dollar,

as the borrower prepays he gets the full dollar back and his yield increases. This is unlikely to

happen as holders of low-coupon MBS have very little incentive to refinance.
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: Controlling Default Risk, Borrower Qualification, And Loan Underwriting

Topic Objective:

At the end of this topic student would be able to:

 understand the Underwriting

 understand the Default Risk

 understand the Types of default

 understand the Counterparty risk

 understand the To understand the Sovereign risk

 understand the Decision & credit risk

Definition/Overview:

Default Risk: Default risk is the risk of loss due to a debtor's non-payment of a loan or other line

of credit (either the principal or interest (coupon) or both)

Key Points:

1. Underwriting

Underwriting refers to the process that a large financial service provider (bank, insurer,

investment house) uses to assess the eligibility of a customer to receive their products (equity

capital, insurance, mortgage or credit). The name derives from the Lloyd's of London insurance

market. Financial bankers, who would accept some of the risk on a given venture (historically a

sea voyage with associated risks of shipwreck) in exchange for a premium, would literally write

their names under the risk information which was written on a Lloyd's slip created for this

purpose.
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1.1 Risk, exclusivity, and reward

Once the underwriting agreement is struck, the underwriter bears the risk of being able to

sell the underlying securities and the cost of holding them on its books until such time in

the future that they may be favorably sold.

If the instrument is desirable, the underwriter and the securities issuer may choose to

enter into an exclusivity agreement. In exchange for a higher price paid upfront to the

issuer, or other favorable terms, the issuer may agree to make the underwriter the

exclusive agent for the initial sale of the securities instrument. That is, even though third-

party buyers might approach the issuer directly to buy, the issuer agrees to sell

exclusively through the underwriter.

In summary, the securities issuer gets cash up front, access to the contacts and sales

channels of the underwriter, and is insulated from the market risk of being unable to sell

the securities at a good price. The underwriter gets a nice profit from the markup, plus

possibly an exclusive sales agreement.

Also, if the securities are priced significantly below market price (as is often the custom),

the underwriter also carries favor with powerful end customers by granting them an

immediate profit (see flipping), perhaps in a quid pro quo. This practice, which is

typically justified as the reward for the underwriter for taking on the market risk, is

occasionally criticized as unethical, such as the allegations that Frank Quattrone acted

improperly in doling out hot IPO stock during the dot com bubble.

1.2 Securities underwriting

Securities underwriting is the way business customers are assessed by investment houses

for access to either equity or debt capital.

This is a way of placing a newly issued security, such as stocks or bonds, with investors.

A syndicate of banks (the lead-managers) underwrite the transaction, which means they

have taken on the risk of distributing the securities. Should they not be able to find

enough investors, they will have to hold some securities themselves. Underwriters make

their income from the price difference (the "underwriting spread") between the price they
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pay the issuer and what they collect from investors or from broker-dealers who buy

portions of the offering. When a dealer bank purchases Treasury securities in a quarterly

Treasury bond auction, it acts as underwriter and distributor. Treasury securities

purchased by a primary dealer are held in a dealer bank's trading account assets portfolio,

and they are often resold to other banks and to private investors.

1.3 Bank underwriting

In investment banking, underwriting is defined as the transaction between the issuer of

the instruments of debt or equity and the firm which has agreed to liquidate the

instruments immediately upon their issuance. In investment banking underwriting, the

government or private entity which issues the debt or equity instruments has an

immediate need for cash (specie), and has no interest in waiting to locate buyers for the

instruments at an indeterminate or specified date. The issuer also usually has no detailed

knowledge of the individuals who are capable or interested in the present or future

purchase of the instruments, and (most importantly) what the highest and most fair price

for the securities may be.

In banking, underwriting is the detailed credit analysis preceding the granting of a loan,

based on credit information furnished by the borrower, such as employment history,

salary and financial statements; publicly available information, such as the borrower's

credit history, which is detailed in a credit report; and the lender's evaluation of the

borrower's credit needs and ability to pay. Underwriting can also refer to the purchase of

corporate bonds, commercial paper, government securities, municipal general-obligation

bonds by a commercial bank or dealer bank for its own account or for resale to investors.

Bank underwriting of corporate securities is carried out through separate holding-

company affiliates, called securities affiliates or Section 20 affiliates.

1.4 Insurance underwriting

Underwriting may also refer to insurance; insurance underwriters evaluate the risk and

exposures of potential clients. They decide how much coverage the client should receive,

how much they should pay for it, or whether even to accept the risk and insure them.

Underwriting involves measuring risk exposure and determining the premium that needs

to be charged to insure that risk. The function of the underwriter is to acquireor to

"write"business that will make the insurance company money, and to protect the
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company's book of business from risks that they feel will make a loss. In simple terms, it

is the process of issuing insurance policies.

Each insurance company has its own set of underwriting guidelines to help the

underwriter determine whether or not the company should accept the risk. The

information used to evaluate the risk of an applicant for insurance will depend on the type

of coverage involved. For example, in underwriting automobile coverage, an individual's

driving record is critical. As part of the underwriting process for life or health insurance,

medical underwriting may be used to examine the applicant's health status (other factors

may be considered as well, such as age & occupation). The factors that insurers use to

classify risks should be objective, clearly related to the likely cost of providing coverage,

practical to administer, consistent with applicable law, and designed to protect the long-

term viability of the insurance program.

The underwriters may either decline the risk or may provide a quotation in which the

premiums have been loaded or in which various exclusions have been stipulated, which

restrict the circumstances under which a claim would be paid. Depending on the type of

insurance product (line of business), insurance companies use automated underwriting

systems to encode these rules, and reduce the amount of manual work in processing

quotations and policy issuance. This is especially the case for certain simpler life or

personal lines (auto, homeowners) insurance.

2. Default Risk

In finance, default occurs when a debtor has not met its legal obligations according to the debt

contract, e.g. it has not made a scheduled payment, or has violated a loan covenant (condition) of

the debt contract. Default may occur if the debtor is either unwilling or unable to pay their debt.

This can occur with all debt obligations including bonds, mortgages, loans, and promissory

notes.

3. Types of default

Default can be of two types: debt services default and technical default. Debt service default

occurs when the borrower has not made a scheduled payment of interest or principal. Technical

default happens when an affirmative or a negative covenant is violated.
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Affirmative covenants are clauses in debt contracts that require firms to maintain certain levels

of capital or financial ratios. The most commonly violated restrictions in affirmative covenants

are tangible net worth, working capital/short term liquidity, and debt service coverage.

Negative covenants are clauses in debt contracts that limit or prohibit corporate actions (e.g. sale

of assets, payment of dividends) that could impair the position of creditors. Negative covenants

may be continuous or incurrence-based. Violations of negative covenants are rare compared to

violations of affirmative covenants.

With most debt (including corporate debt, mortgages and bank loans) a covenant is included in

the debt contract which states that the total amount owed becomes immediately payable on the

first instance of a default of payment. Generally, if the debtor defaults on any debt to any lender,

a cross default covenant in the debt contract states that that particular debt is also in default.

In corporate finance, upon an uncured default, the holders of the debt will usually initiate

proceedings (file a petition of involuntary bankruptcy) to foreclose on any collateral securing the

debt. Even if the debt is not secured by collateral, debt holders may still sue for bankruptcy, to

ensure that the corporation's assets are used to repay the debt.,

There are several financial models for analyzing default risk, such as the Jarrow-Turnbull model,

Edward Altman's Z-score model, or the structural model of default by Robert C. Merton (Merton

Model).

4. Counterparty risk

Counterparty risk, otherwise known as default risk, is the risk that an organization does not pay

out on a credit derivative, credit default swap, credit insurance contract, or other trade or

transaction when it is supposed to. Even organizations who think that they have hedged their bets

by buying credit insurance of some sort still face the risk that the insurer will be unable to pay,

either due to temporary liquidity issues or longer term systemic issues.

Large insurers are counterparties to many transactions, and thus this is the kind of risk that

prompts financial regulators to act, e.g., the bailout of insurer AIG.

On the methodological side, counterparty risk can be affected by wrong way risk, namely the

risk that different risk factors be correlated in the most harmful direction. Including correlation
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between the portfolio risk factors and the counterparty default into the methodology is not trivial,

see for example Brigo and Pallavicini

5. Sovereign risk

Sovereign risk is the risk of a government becoming unwilling or unable to meet its loan

obligations, or reneging on loans it guarantees. The existence of sovereign risk means that

creditors should take a two-stage decision process when deciding to lend to a firm based in a

foreign country. Firstly one should consider the sovereign risk quality of the country and then

consider the firm's credit quality.

The probability of rescheduling is an increasing function of debt service ratio, import ratio,

variance of export revenue and domestic money supply growth. Frenkel, Karmann and Scholtens

also argue that the likelihood of rescheduling is a decreasing function of investment ratio due to

future economic productivity gains. Saunders argues that rescheduling can become more likely if

the investment ratio rises as the foreign country could become less dependent on its external

creditors and so be less concerned about receiving credit from these countries/investors.

6. Decision & credit risk

The mortgage business consists of a few people: the borrower, the lender, and sometimes the

mortgage broker. The people that originate the loans are usually the mortgage broker or the

lender. Depending if the borrower has credit worthiness, then he/she can be qualified for a loan.

The norm qualifying FICO score is 620 for SISA/SIVA loans and 600 for Full Doc loans.

Depending on what the borrower's credit scores are the lender can assess the risk they may take.

Not only does one's credit score affect their qualification, the fact of the matter also lies in the

question, "Can I (the borrower) afford this mortgage?" In most cases the borrower can afford

their mortgage. However, some borrowers seek to incorporate their unsecured debt in to their

mortgage (secured debt.) They seek to pay off the debt that is outstanding in amount. These debts

are called "liabilities," these liabilities are calculated into a ratio that lenders use to calculate risk.

This ratio is called the "Debt-to-income ratio" (DTI). If the borrower has excessive debt that

he/she wishes to pay off, and that ratio from those debts exceeds a limit of DTI, then the

borrower has to either pay off a few debts in a later time and pay off just the outstanding debt.

When the borrower refinances his/her loan, they can pay off the remainder of the debt.
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Example: if the borrower owes $1,500 in credit cards and makes $3,000 in a month: his DTI

ratio would be - 50%. But if the borrower owes $1,500 and makes $2,000 in a month, his DTI

ratio would be - 75%. This ratio is seen by many lenders as high and too risky a person to lend to

and may or may not be able to afford the mortgage. So that covers qualification, now on to

appraising collateral.

: Loan Origination, Processing, And Closing

Topic Objective:

At the end of this topic student would be able to:

 Understand the Loan Application Process

 Understand the Loan Processing

Definition/Overview:

Loan origination: Loan origination is the process by which a borrower applies for a new loan,

and a lender processes that application. Origination generally includes all the steps from taking a

loan application through disbursal of funds (or declining the application). Loan servicing

generally covers everything after disbursing the funds until the loan is fully paid off. Loan

origination is a specialized version of New account opening for financial services organizations.

There are many different types of loans. For more information on loan types, see the loan and

consumer lending articles. Steps involved in originating a loan vary by loan type, various kinds

of loan risk, regulator, lender policy, and other factors.
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Key Points:

1. Loan Application Process

Applications for loans may be made through several different channels and the length of the

application process, from initial application to funding, means that different organizations may

use various channels for customer interactions over time. In general, loan applications may be

split into three distinct types:

 Agent assisted (branch-based)

 Agent assisted (telephone-based)

 Broker sale (third-party sales agent)

 Self-service

Retail loans and mortgages are typically highly competitive products that may not offer a large

margin to their providers, but through high volume sales can be highly profitable. The business

model of the individual financial institution and the products they offer therefore affects the

which application model they will offer

1.1 Agent Assisted (Branch-Based) Loan Application

The typical types of financial services organizations offering loans through the face to

face channel have a long-term investment in 'brick and mortar' branches. Typically these

are:

o Banks

o Credit Unions

o Building Societies

The appeal to customers of the loans offered directly in branches is the often long-

standing relationship that a customer may have with the institution, the appearance of

trustworthiness this type of institution has, and the perception that holding a larger

portfolio of products with a single organization may lead to better terms. From a bank's

standpoint, cross-selling products to current customers offers an effective marketing

opportunity, and agents in branches may be trained to handle the sale of many different

types of financial products.
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In a branch, customers typically sit with a sales agent who will assist the customer in

completing the application form, selecting appropriate product options (such as payment

terms and rates), collecting required documentation (new account opening compliance

requirements must be met at this stage), selecting add-on products (such as Payment

protection insurance), and eventually signing a completed application.

Dependent on the institution and product being offered, the application may be completed

on a paper application form, or directly into an online application through the agent's

desktop system. In either case, this phase of application is mostly concerned with the

accurate capture of customer's details, and does not incorporate any of the background

decisioning work required to assess the suitability of the customer and the risk of default,

or the due diligence that must be performed to mitigate risk of fraud and money

laundering activities.

A major complexity for the branch origination channel is making the process simple

enough that sales agents can be easily trained to handle many different products, while

ensuring that the many due diligence and disclosure requirements of the financial and

banking regulators regionally are met.

Many back-office functions of loan origination continue from this point and are described

in the Processing section below.

o Agent Assisted (Telephone-Based) Loan Application

o Broker-Sourced (Third Party Sales Agent) Loan Application

o Self-service Loan Application

o Self-service web applications are taken in a variety of ways, and the state of this business has

evolved over time

o Print and fax applications or pre-qualification forms. Some financial institutions still use these.

▪ Print, write or type data into the form, send it to the financial institution

▪ Form fill on the web, print, and send to the financial institution (not much

better)

o Web forms filled out and saved by the applicant on the web site, that are then sent to or retrieved

by (ostensibly securely) the financial institution

o True web applications with interfaces to a loan origination system on the back end
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▪ Many of the early solutions had a lot of the same problems as general

forms (bad work flows, trying to handle all manner of loan types in one

form)

o Wizard-style applications that are very intuitive and don't ask superfluous questions

o Jobs the online application should perform:

o Present required disclosures, comply with various lending regulations)

o Be compliant with security requirements (such as Multi-Factor Authentication) where applicable.

o Collect the necessary applicant data

▪ Exactly what is needed varies by loan type. The application should not ask

for data the applicant doesn't absolutely have to provide to get to a

prequalification decision for the loan type(s) they seek.

▪ The application should pre-fill demographic data if the applicant is an

existing client and has logged in.

o Make it easy, quick, and friendly for the applicant (so they actually complete the application and

don't abandon)

o Get a current credit report

o Prequalify (auto-decision) the application and return a real-time response to the applicant.

Typically this would be approved subject to stipulations, referred to the financial institution,

declined (many FIs shy away from this preferring to refer any application that can't be

automatically pre-approved.)

2. Loan Processing

The mortgage business consists of a few people: the borrower, the lender, and sometimes the

mortgage broker. The people that originate the loans are usually the mortgage broker or the

lender. Depending if the borrower has credit worthiness, then he/she can be qualified for a

loan. The norm qualifying FICO score is 620 for SISA/SIVA loans and 600 for Full Doc

loans. Depending on what the borrower's credit scores are the lender can assess the risk they

may take.
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Not only does one's credit score affect their qualification, the fact of the matter also lies in the

question, "Can I (the borrower) afford this mortgage?" In most cases the borrower can afford

their mortgage. However, some borrowers seek to incorporate their unsecured debt in to their

mortgage (secured debt.) They seek to pay off the debt that is outstanding in amount. These debts

are called "liabilities," these liabilities are calculated into a ratio that lenders use to calculate risk.

This ratio is called the "Debt-to-income ratio" (DTI). If the borrower has excessive debt that

he/she wishes to pay off, and that ratio from those debts exceeds a limit of DTI, then the

borrower has to either pay off a few debts in a later time and pay off just the outstanding debt.

When the borrower refinances his/her loan, they can pay off the remainder of the debt.

: Mortgage Default Insurance, Foreclosure, And Title Insurance

Topic Objective:

At the end of this topic student would be able to:

 Understand the Lenders Mortgage Insurance

 Understand the Types of Mortgage Insurance

 Understand the FHA Loans

 Understand the Foreclosure

 Understand the VA Loans

 Understand the Foreclosure Laws

Definition/Overview:

Mortgage Default Insurance: Mortgage Life Insurance refers to an insurance policy that

guarantees repayment of a mortgage loan in the event of death or, possibly, disability of the

mortgagor. Private Mortgage Insurance (PMI) refers to protection for the lender in the event of

default, usually covering a portion of the amount borrowed. There are Government loan products
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that also include a Mortgage Insurance Premium (MIP), essentially the government equivalent of

PMI.

For example, Mr. Smith obtains a mortgage loan that exceeds 80% (the typical cut-off) of his

property's value and/or sale price. Because of his limited equity, the lender requires that Mr.

Smith pay for mortgage insurance that protects their institution against his default. To obtain a

mortgage loan insured by the Federal Housing Administration, Mr. Smith must pay a mortgage

insurance premium (MIP) equal to 1.5 percent of the loan amount at closing. This premium is

normally financed by the lender and paid to FHA on the borrower's behalf. Depending on the

loan-to-value ratio, there may be a monthly premium as well.

Key Points:

1. Lenders Mortgage Insurance

Lenders Mortgage Insurance (LMI), also known as Private mortgage insurance (PMI) in the US,

is insurance payable to a lender or trustee for a pool of securities that may be required when

taking out a mortgage loan. It is insurance to offset losses in the case where a mortgagor is not

able to repay the loan and the lender is not able to recover its costs after foreclosure and sale of

the mortgaged property. Typical rates are $55/mo. per $100,000 financed, or as high as

$1,500/yr. for a typical $200,000 loan.

2. Types of Mortgage Insurance

2.1 Borrower-Paid Private Mortgage Insurance

It is default insurance on mortgage loans, provided by private insurance companies and paid

for by borrowers. BPMI allows borrowers to obtain a mortgage without having to provide

20% down payment, by covering the lender for the added risk of a high loan-to-value (LTV)

mortgage. The Homeowners Protection Act of 1998 requires PMI to be canceled when the

amount owed reaches a certain level, particularly when the loan balance is 78 percent of the
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home's purchase price. Often, BPMI can be cancelled earlier by submitting a new appraisal

showing that the loan balance is less than 80% of the home's value due to appreciation (this

generally requires two years of on-time payments first).

2.2 Lender-Paid Private Mortgage Insurance (LPMI)

Similar to BPMI, except that it is paid for by the lender, and the borrower is often unaware of

its existence. LPMI is usually a feature of loans that claim not to require Mortgage Insurance

for high LTV loans. The cost of the premium is built into the interest rate charged on the

loan.

3. FHA Loans

FHA loan is a federal assistance mortgage loan in the United States insured by the Federal

Housing Administration. The loan may be issued by federally qualified lenders.

FHA loans have historically allowed lower income Americans to borrow money for the purchase

of a home that they would not otherwise be able to afford. The program originated during the

Great Depression of the 1930s, when the rates of foreclosures and defaults rose sharply, and the

program was intended to provide lenders with sufficient insurance. Some FHA programs were

subsidized by government, but the goal was to make it self-supporting, based on insurance

premiums paid by borrowers.

Over time, private mortgage insurance (PMI) companies came into play, and now FHA primarily

serves people who cannot afford a conventional down payment or otherwise do not qualify for

PMI.

4. Foreclosure

Foreclosure is the legal and professional proceeding in which a mortgagee, or other

lienholder, usually a lender, obtains a court ordered termination of a mortgagor's equitable

right of redemption. Usually a lender obtains a security interest from a borrower who

mortgages or pledges an asset like a house to secure the loan. If the borrower defaults and the

lender tries to repossess the property, courts of equity can grant the borrower the equitable

right of redemption if the borrower repays the debt. While this equitable right exists, the
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lender cannot be sure that it can successfully repossess the property, thus the lender seeks to

foreclose the equitable right of redemption. Other lienholders can also foreclose the owner's

right of redemption for other debts, such as for overdue taxes, unpaid contractors' bills or

overdue HOA dues or assessments.

The foreclosure process as applied to residential mortgage loans is a bank or other secured

creditor selling or repossessing a parcel of real property (immovable property) after the owner

has failed to comply with an agreement between the lender and borrower called a "mortgage" or

"deed of trust". Commonly, the violation of the mortgage is a default in payment of a promissory

note, secured by a lien on the property. When the process is complete, the lender can sell the

property and keep the proceeds to pay off its mortgage and any legal costs, and it is typically said

that "the lender has foreclosed its mortgage or lien". If the promissory note was made with a

recourse clause then if the sale does not bring enough to pay the existing balance of principal and

fees the mortgagee can file a claim for a deficiency judgement.

5. VA Loans

A VA loan is a mortgage loan in the United States guaranteed by the U.S. Department of

Veterans Affairs. The loan may be issued by qualified lenders.

The VA loan was designed to offer long-term financing to American veterans or their surviving

spouses (provided they do not remarry). The basic intention of the VA direct home loan program

is to supply home financing to eligible veterans in areas where private financing is not generally

available and to help veterans purchase properties with no down payment. Eligible areas are

designated by the VA as housing credit shortage areas and are generally rural areas and small

cities and towns not near metropolitan or commuting areas of large cities.

The VA loan allows veterans 100% financing without private mortgage insurance or 20% second

mortgage. A VA funding fee of 0 to 3.3% of the loan amount is paid to the VA and is allowed to

be financed. In a purchase, veterans may borrow up to 100% of the sales price or reasonable

value of the home, whichever is less. Since there is no monthly PMI more of the mortgage

payment goes directly towards qualifying for the loan amount, allowing for larger loans with the
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same payment. In a refinance, veterans may borrow up to 90% of reasonable value, where

allowed by state laws.

VA loans allow veterans to qualify for loans amounts larger than traditional Fannie Mae /

conforming loans. VA will insure a mortgage where the monthly payment of the loan is up to

41% of the gross monthly income vs. 28% for a conforming loan assuming the veteran has no

monthly bills.

As of January 1, 2006, the maximum VA loan amount with no down payment is $417,000 and

can be as high as $625,500 in certain high cost areas. VA also allows the seller to pay all of the

veteran's closing cost as long as the cost do not exceed 4% of the sales price of the home.

6. Foreclosure Laws

Because the right of redemption is an equitable right, foreclosure is an action in equity. In order

to keep the right of redemption the debtor can ask an equity court for an injunction. If

repossession is imminent the debtor would need to seek a temporary restraining order. However,

the debtor may have to post a bond in the amount of the debt. This would protect the creditor if

the attempt to stop foreclosure were a naked attempt to cheat the lender and skip on the debt.

A debtor may also challenge the validity of the debt in a claim against the bank in order to stop

the foreclosure and sue for damages. In a foreclosure proceeding, the lender bears the burden of

proving that there was a valid debt. There is case law to support the debtor's case: First National

Bank of Montgomery vs. Jerome Daly, 1969, in the Justice Court State of Minnesota the Judge

ruled in favor of the debtor on December 9, 1968: IT IS HEREBY ORDERED, ADJUDGED

AND DECREED: 1.That the Plaintiff is not entitled to recover the possession of Lot 19,

Fairview Beach, Scott County, Minnesota according to the Plat thereof on file in the Register of

Deeds office. 2.That because of failure of a lawful consideration the Note and Mortgage dated

May 8, 1964 are null and void. 3.That the Sheriffs sale of the above described premises held on

June 26, 1967 is null and void, of no effect.That because of failure of a lawful consideration the

Note and Mortgage dated May 8, 1964 are null and void.
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6.1 Foreclosure auction

When the entity (in the US, typically a county sheriff) auctions a foreclosed property the

noteholder may set the starting price as the remaining balance on the mortgage loan.

However, there are a number of issues that affect how pricing for properties is

considered, including bankruptcy rulings. In a weak market the foreclosing party may set

the starting price at a lower amount if it believes the real estate securing the loan is worth

less than the remaining principal of the loan.

In the case where the remaining mortgage balance is higher than the actual home value

the foreclosing party is unlikely to attract auction bids at this price level. A house that

went through a foreclosure auction and failed to attract any acceptable bids may remain

the property of the owner of the mortgage. That inventory is called REO (real estate

owned). In these situations the owner/servicer will try to sell it through standard real

estate channels.

6.2 Further borrower's obligations

The mortgagor may be required to pay for Private Mortgage Insurance, or PMI, for as

long as the principal of his primary mortgage is above 80% of the value of his property.

In most situations, insurance requirements are sufficient to guarantee that the lender will

get some pre-defined percentage of the loan value back, either from foreclosure auction

proceeds or from PMI or a combination thereof.

Nevertheless, in an illiquid real estate market or following a significant drop in real estate

prices, it may happen that the property being foreclosed is sold for less than the

remaining balance on the primary mortgage loan, and there may be no insurance to cover

the loss. In this case, the court overseeing the foreclosure process may enter a deficiency
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judgment against the mortgagor. Deficiency judgments can be used to place a lien on the

borrower's other property that obligates the mortgagor to repay the difference. It gives

lender a legal right to collect the remainder of debt out of mortgagor's other assets (if

any).

There are exceptions to this rule, however. If the mortgage is a non-recourse debt (which

is often the case with residential mortgages in the U.S.), lender may not go after

borrower's assets to recoup his losses. Lender's ability to pursue deficiency judgment may

be restricted by state laws. In California and some other states, original mortgages (the

ones taken out at the time of purchase) are typically non-recourse loans, however,

refinanced loans and home equity lines of credit aren't.

If the lender chooses not to pursue deficiency judgmentor can't because the mortgage is

non-recourseand writes off the loss, the borrower may have to pay income taxes on the

unrepaid amount if it can be considered "forgiven debt." However, recent changes in tax

laws may change the way these amounts are reported.

Any liens resulting from other loans taken out against the property being foreclosed

(second mortgages, HELOCs) are "wiped out" by foreclosure, but the borrower is still

obligated to pay those loans off if they are not paid out of foreclosure auction's proceeds.

6.3 Foreclosure investment

Some individuals and companies are engaged in the business of purchasing properties at

foreclosure sales. Distressed assets (such as foreclosed property or equipment) are

considered by some to be worthwhile investments because the bank or mortgage

company is not motivated to sell the property for more than is pledged against it.
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During the slumping real estate market in 2008 and 2009, foreclosed properties increased

significantly in number which increased public interest in the topic of foreclosure

investment. While the number of foreclosures greatly increased, the actual number is the

subject of some controversy and disagreement. In his syndicated newspaper column, Eric

Tyson raised concerns about the accuracy of foreclosure data widely provided to the

news media by RealtyTrac because of their primary business being in selling consumers

access to a database of homes in foreclosure. The article went on to document the

significant number of consumer complaints logged against the firm for inaccuracies and

multiple counting of the same property.

In Section 4 of this course you will cover these topics:
Value, Leverage, And Capital Structure

Federal Taxation And Real Estate Finance

Sources Of Funds For Commercial Real Estate Properties

Acquisition, Development, And Construction Financing

You may take as much time as you want to complete the topic coverd in section 4.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Value, Leverage, And Capital Structure

Topic Objective:

At the end of this topic student would be able to:

 Understand the Types of leverage
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 Understand the Value theory

 Understand the Cash Flow Structure

Definition/Overview:

Value: The economic value of a good or service has puzzled economists since the beginning of

the discipline. First, economists tried to estimate the value of a good to an individual alone, and

extend that definition to goods which can be exchanged. From this analysis came the concepts

value in use and value in exchange.

Leverage: In finance, leverage (or gearing) is borrowing money to supplement existing funds for

investment in such a way that the potential positive or negative outcome is magnified and/or

enhanced. It generally refers to using borrowed funds, or debt, so as to attempt to increase the

returns to equity. Deleveraging is the action of reducing borrowings.

Key Points:

1. Types of leverage

1.1 Financial leverage

Financial leverage (FL) takes the form of a loan or other borrowings (debt), the proceeds

of which are (re)invested with the intent to earn a greater rate of return than the cost of

interest. If the firm's rate of return on assets (ROA) is higher than the rate of interest on

the loan, then its return on equity (ROE) will be higher than if it did not borrow because

assets = equity + debt (see Accounting equation). On the other hand, if the firm's ROA is

lower than the interest rate, then its ROE will be lower than if it did not borrow. Leverage

allows greater potential returns to the investor than otherwise would have been available

but the potential for loss is also greater because if the investment becomes worthless, the

loan principal and all accrued interest on the loan still need to be repaid.
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Margin buying is a common way of utilizing the concept of leverage in investing. An

unlevered firm can be seen as an all-equity firm, whereas a levered firm is made up of

ownership equity and debt. A firm's debt to equity ratio is therefore an indication of its

leverage. This debt to equity ratio's influence on the value of a firm is described in the

Modigliani-Miller theorem. As is true of operating leverage, the degree of financial

leverage measures the effect of a change in one variable on another variable. Degree of

financial leverage (DFL) may be defined as the percentage change in earnings (Earnings

per share) that occurs as a result of a percentage change in earnings before interest and

taxes.

1.2 Measures of financial leverage

1.2.1 Debt-to-equity

Debt to equity is generally measured as the firm's total liabilities divided by

shareholders' equity. In the following, D = liabilities, E = equity, A = total assets,

EBIT = Earnings before interest and taxes and Interest = Interest payment:

Debt-to-equity ratio =

Debt-to-value ratio = = Debt-to-assets

Interest coverage ratio =

1.2.2 Degree Of Financial Leverage (DFL)

Financial Leverage affects the EPS of the firm. Financial Leverage acts as a

double-edged sword. If the economic conditions are favourable and EBIT is

increasing, a higher financial leverage has a positive impact on the EPS. The DFL

captures this relationship between EBIT and EPS. DFL is defined as the

percentage change in EPS for a given percentage change in EBIT.

Symbolically,

DFL =
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For different applications of leverage, analysts may include or exclude certain

items, such as non-tangible balance sheet items, non-financial liabilities, and

similar items, or may adjust the carrying value of other items. It is not uncommon

to use only financial liabilities (long-term and short-term borrowings), thereby

excluding, for example, accounts payable.

1.2.3 Gearing and Du Pont Analysis

Use of the Du Pont Identity requires that leverage be measured in terms of total

assets divided by shareholders' equity, and this is sometimes referred to as gearing

or simply leverage:

Leverage (gearing) = A / E

The two measures are related. Since the terms used are the same throughout, debt-

to-equity is equal to gearing times debt over assets: D / E = (A / E) * (D / A)

1.3 Operating leverage

Operating leverage reflects the extent to which fixed assets and associated fixed costs are

utilized in the business. Degree of operating leverage (DOL) may be defined as the

percentage of leveraging.

1.4 Combined stand-alone leverage

If both operating and financial leverage allow us to magnify our returns, then we will get

maximum leverage through their combined use in the form of combined leverage.

Operating leverage affects primarily the asset and operating expense structure of the firm,

while financial leverage affects the debt-equity mix. From an income statement

viewpoint, operating leverage determines return from operations, while financial leverage

determines how the fruits of labor will be divided between debt holders (in the form of

payments of interest and principal on the debt) and stockholders (in the form of

dividends). Degree of combined leverage (DTL) uses the entire income statement and

shows the impact of a change in sales or volume on bottom-line earnings per share.

Degree of operating leverage and degree of financial leverage are, in effect, being

combined.
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1.5 Correlation leverage

Correlation leverage is a third concept that captures the degree to which the variability in

the firm's value is correlated with the variability of the universe of all risky assets.

Derivatives allow leverage without borrowing explicitly, though the 'effect' of borrowing

is implicit in the cost of the derivative.

o Buying a futures contract magnifies your exposure with little money down.

o Options do the same. The purchase of a call option on a security gives the buyer the right to

purchase the underlying security at a given price in the future. If the price of the underlying

security rises, the value of the call option will rise at a rate much greater than the value of the

underlying security. However if the rate of the call option falls or does not rise, the call option

may be worthless, involving a much greater loss than if the same money had been invested in the

underlying instrument. Generally speaking, a put option allows the holder (owner), the investor,

to achieve inverted-leverage and/or inverted enhancement--- sometimes called inverse

enhancement and/or inverse leverage.

o Structured products that exist as either closed-ended funds, or public companies, or income trusts

are responding to the public's demand for yield by leveraging.

2. Value theory

Value theory encompasses a range of approaches to understanding how, why, and to what degree

humans should or do value things, whether the thing is a person, idea, object, or anything else.

This investigation began in ancient philosophy, where it is called axiology or ethics. Early

philosophical investigations sought to understand good and evil, and the concept of "the good".

Today much of value theory is scientifically empirical, recording what people do value and

attempting to understand why they value it in the context of psychology, sociology, and

economics.

At the general level, there is a difference between moral and natural goods. Moral goods are

those that have to do with the conduct of persons, usually leading to praise or blame. Natural

goods, on the other hand, have to do with objects, not persons. For example, to say that "Mary is

a morally good person" might involve a different sense of "good" than the one used in the

sentence "'Hey Jude' is a good song".
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Ethics tend to be focused on moral goods rather than natural goods, while economics tends to be

interested in the opposite. However, both moral and natural goods are equally relevant to

goodness and value theory, which is more general in scope.

Cash Flow Structure

Cash flow (also called net cash flow) is the balance of the amounts of cash being received and

paid by a business during a defined period of time, sometimes tied to a specific project.

Measurement of cash flow can be used

 to evaluate the state or performance of a business or project.

 to determine problems with liquidity. Being profitable does not necessarily mean being liquid. A

company can fail because of a shortage of cash, even while profitable.

 to generate project rate of returns. The time of cash flows into and out of projects are used as

inputs to financial models such as internal rate of return, and net present value.

 to examine income or growth of a business when it is believed that accrual accounting concepts

do not represent economic realities. Alternately, cash flow can be used to 'validate' the net

income generated by accrual accounting.

 Cash flow as a generic term may be used differently depending on context, and certain cash flow

definitions may be adapted by analysts and users for their own uses. Common terms (with

relatively standardized definitions) include operating cash flow and free cash flow.

: Federal Taxation And Real Estate Finance

Topic Objective:

At the end of this topic student would be able to:

 Understand the Federal taxation

 Understand the Real Property

 Understand the Estates & ownership interests defined

 Understand the Types of Estates

 Understand the Tax Law
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 Understand the Depreciation In Real Estate

 Understand the Methods of Depreciation

Definition/Overview:

Finance: The field of finance refers to the concepts of time, money and risk and how they are

interrelated. Banks are the main facilitators of funding through the provision of credit, although

private equity, mutual funds, hedge funds, and other organizations have become important.

Financial assets, known as investments, are financially managed with careful attention to

financial risk management to control financial risk. Financial instruments allow many forms of

securitized assets to be traded on securities exchanges such as stock exchanges, including debt

such as bonds as well as equity in publicly-traded corporations.

Key Points:

1. Federal taxation

Taxation in the United States is a complex system which may involve payment to at least four

different levels of government and many methods of taxation. United States taxation includes

local government, possibly including one or more of municipal, township, district and county

governments. It also includes regional entities such as school and utility, and transit districts as

well as including state and federal government.

The National Bureau of Economic Research has concluded that the combined federal, state, and

local government average marginal tax rate for most workers to be about 40% of income. The

Tax Foundation concluded that government at all levels will collect 30.8% of the nation's income

for 2008

.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

105
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



2. Real Property

In the common law, real property (or realty) refers to one of the two main classes of property, the

other class being personal property (personalty). Real property generally encompasses land, land

improvements resulting from human effort including buildings and machinery sited on land, and

various property rights over the preceding.

The concept is variously named and defined in other jurisdictions: heritable property in Scotland,

immobilier in France, and immovable property in Canada, United States, India, Pakistan,

Bangladesh, Malta, Cyprus, and in countries where civil law systems prevail, including most of

Europe, Russia, and South America.

3. Estates & ownership interests defined

The law recognizes different sorts of interests, called estates, in real property. The type of estate

is generally determined by the language of the deed, lease, or bill of sale through which the

estate was acquired. Estates are distinguished by the varying property rights that vest in each,

and that determine the duration and transferability of the various estates. A party enjoying an

estate is called a "tenant."

4. Types of Estates

Some important types of estates in land include:

 Fee simple: An estate of indefinite duration, that can be freely transferred. The most common

and perhaps most absolute type of estate, under which the tenant enjoys the greatest discretion

over the disposition of the property.

 Conditional Fee simple: An estate lasting forever as long as one or more conditions stipulated by

the deed's grantor does not occur. If such a condition does occur, the property reverts to the

grantor, or a remainder interest is passed on to a third party.

 Fee tail: An estate which, upon the death of the tenant, is transferred to his heirs.

 Life estate: An estate lasting for the natural life of the grantee, called a "life tenant." If a life

estate can be sold, a sale does not change its duration, which is limited by the natural life of the

original grantee.
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 A life estate pur autre vie is held by one person for the natural life of another person. Such an

estate may arise if the original life tenant sells her life estate to another, or if the life estate is

originally granted pur autre vie.

 Leasehold: An estate of limited duration, as set out in a contract, called a lease, between the party

granted the leasehold, called the lessee, and another party, called the lessor, having a longer lived

estate in the property. For example, an apartment-dweller with a one year lease has a leasehold

estate in her apartment. Lessees typically agree to pay a stated rent to the lessor.

A tenant enjoying an undivided estate in some property after the termination of some estate of

limited duration, is said to have a "future interest." Two important types of future interests are:

 Reversion: A reversion arises when a tenant grants an estate of lesser maximum duration than his

own. Ownership of the land returns to the original tenant when the grantee's estate expires. The

original tenant's future interest is a reversion.

 Remainder: A remainder arises when a tenant with a fee simple grants someone a life estate or

conditional fee simple, and specifies a third party to whom the land goes when the life estate

ends or the condition occurs. The third party is said to have a remainder. The third party may

have a legal right to limit the life tenant's use of the land.

Estates may be held jointly as joint tenants with rights of survivorship or as tenants in common.

The difference in these two types of joint ownership of an estate in land is basically the

inheritability of the estate. In joint tenancy (sometimes called tenancy of the entirety when the

tenants are married to each other) the surviving tenant (or tenants) become the sole owner (or

owners) of the estate. Nothing passes to the heirs of the deceased tenant. In some jurisdictions

the magic words "with right of survivorship" must be used or the tenancy will assumed to be

tenants in common. Tenants in common will have a heritable portion of the estate in proportion

to their ownership interest which is presumed to be equal amongst tenants unless otherwise

stated in the transfer deed.
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5. Tax Law

Tax law is the codified system of laws that describes government levies on economic

transactions, commonly called taxes.

6. Depreciation In Real Estate

A real estate investor is someone who actively or passively invests in real estate. An active

investor may buy a property, make repairs and/or improvements to the property, and sell it

later for a profit. A passive investor might hire a firm to find and manage an investment

property for him. Typically, investors choose real estate for several reasons: cash flow,

appreciation, depreciation, tax benefits and leverage.

A cash flow investor might opt to put 5% or 10% down when acquiring a property. This may

allow the investor to obtain favorable financing terms and a lower mortgage payment. This

will often result in positive monthly cashflow, crudely derived by subtracting the monthly

debt service from the monthly rent.

Appreciation occurs over time, generally, though an investor may "force the equity" in a

property by making enhancements to it or the surrounding environment to increase its value.

In general, residential real estate is valued by the "comparable sales" method which estimates

the value of property under the principle of substitution. The method estimates property

values by comparing a subject property to similar properties sold in similar locations within a

recent period of time.

Depreciation is one of the many benefits afforded to real estate investors. Though the

property is actually increasing in value, the government allows owners to systematically

depreciate the property over its projected useful life span. Depreciation is an allowable tax

deduction. In addition to depreciation, an investor will usually claim the interest portion of

his monthly mortgage payment as a tax deduction.

Leverage is a powerful reason for investing in real estate. If an investor used 100% cash to

acquire a house worth $100,000, and the house increased in value by $5,000 in one year, then

the investor made a return of 5% (assuming no other costs in this case). However, if the

investor obtained 95% financing, only $5,000 cash would be required at the closing table,

and a bank or other lender would loan the remaining $95,000 to acquire the property.
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Assuming the same $5,000 increase in value, the investor's cash contribution of $5,000 would

yield an increase in equity of $5,000 in one year, a 100% return. Of course, leverage works in the

opposite manner as well. A $1,000 decrease in value would produe a negative 20% return on the

$5,000 investment.

7. Methods of Depreciation

There are several methods for calculating depreciation, generally based on either the passage of

time or the level of activity (or use) of the asset.

7.1 Straight-line depreciation

Straight-line depreciation is the simplest and most often used technique, in which the

company estimates the salvage value of the asset at the end of the period during which it

will be used to generate revenues (useful life), and will expense a portion of original cost

in equal increments over that period. The salvage value is an estimate of the value of the

asset at the time it will be sold or disposed of; it may be zero. Salvage value is scrap

value, by another name.

7.2 Straight-Line Method:

For example, a vehicle that depreciates over 5 years, is purchased at a cost of US$17,000,

and will have a salvage value of US$2000, will depreciate at US$3,000 per year:

($17,000 - $2,000)/ 5 years = $3,000 annual straight-line depreciation expense. In other

words, it is the depreciable cost of the asset divided by the number of years of its useful

life.

This table illustrates the straight-line method of depreciation. Book value at the beginning

of the first year of depreciation is the original cost of the asset. At any time book value

equals original cost minus accumulated depreciation.

7.3 Book Value = Original Cost - Accumulated Depreciation
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Book value at the end of year becomes book value at the beginning of next year. The

asset is depreciated until the book value equals scrap value.

Book Value -

Beginning of Year

Depreciation

Expense

Accumulated

Depreciation

Book Value -

End of Year

$17,000 (Original Cost) $3,000 $3,000 $14,000

$14,000 $3,000 $6,000 $11,000

$11,000 $3,000 $9,000 $8,000

$8,000 $3,000 $12,000 $5,000

$5,000 $3,000 $15,000 $2,000 (Scrap Value)

If the vehicle were to be sold and the sales price exceeded the depreciated value (net book

value) then the excess would be considered a gain and subject to depreciation recapture.

In addition, this gain above the depreciated value would be recognized as ordinary

income by the tax office. If the sales price is ever less than the book value, the resulting

capital loss is tax deductible. If the sale price were ever more than the original book

value, then the gain above the original book value is recognized as a capital gain.

If a company chooses to depreciate an asset at a different rate from that used by the tax

office then this generates a timing difference in the income statement due to the

difference (at a point in time) between the taxation department's and company's view of

the profit.

7.4 Declining-Balance Method

Depreciation methods that provide for a higher depreciation charge in the first year of an

asset's life and gradually decreasing charges in subsequent years are called accelerated

depreciation methods. This may be a more realistic reflection of an asset's actual expected

benefit from the use of the asset: many assets are most useful when they are new. One

popular accelerated method is the declining-balance method. Under this method the Book

Value is multiplied by a fixed rate.
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Annual Depreciation = Depreciation Rate * Book Value at Beginning of Year

The most common rate used is double the straight-line rate. For this reason, this

technique is referred to as the double-declining-balance method. To illustrate, suppose a

business has an asset with $4,000 Original Cost, $100 Salvage Value, and 5 years useful

life. First, calculate straight-line depreciation rate. Since the asset has 5 years useful life,

the straight-line depreciation rate equals (100% / 5) 20% per year. With double-

declining-balance method, as the name suggests, double that rate, or 40% depreciation

rate is used.

The table below illustrates the double-declining-balance method of depreciation. Book

Value at the beginning of the first year of depreciation is the Original Cost of the asset.

At any time Book Value equals Original Cost minus Accumulated Depreciation.

Book Value = Original Cost - Accumulated Depreciation

Book Value at the end of year becomes Book Value at the beginning of next year. The

asset is depreciated until the Book Value equals Salvage Value, or Scrap Value.

Book Value -

Beginning of Year

Depreciation

Rate

Depreciation

Expense

Accumulated

Depreciation

Book Value -

End of Year

$1,000 (Original Cost) 40% $400 $400 $600

$600 40% $240 $640 $360

$360 40% $144 $784 $216

$216 40% $86.40 $870.40 $129.60

$129.60 $129.60 - $100 $29.60 $900 $100 (Scrap Value)

The Salvage Value is not considered in determining the annual depreciation, but the Book

Value of the asset being depreciated is never brought below its Salvage Value, regardless
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of the method used. The process continues until the Salvage Value, or the end of the

asset's useful life, is reached. In the last year of depreciation a subtraction might be

needed in order to prevent Book Value from falling below estimated Scrap Value.

Since declining-balance depreciation doesn't always depreciate an asset fully by its end of

life, some methods also compute a straight-line depreciation each year, and apply the

greater of the two. This has the effect of converting from declining-balance depreciation

to straight-line depreciation at a midpoint in the asset's life.

7.5 Activity depreciation

Activity depreciation methods are not based on time, but on a level of activity. This could

be miles driven for a vehicle, or a cycle count for a machine. When the asset is acquired,

its life is estimated in terms of this level of activity. Assume the vehicle above is

estimated to go 50,000 miles in its lifetime. The per-mile depreciation rate is calculated

as: ($17,000 cost - $2,000 salvage) / 50,000 miles = $0.30 per mile. Each year, the

depreciation expense is then calculated by multiplying the rate by the actual activity

level.

7.6 Sum-of-Years' Digits Method

Sum-of-Years' Digits is a depreciation method that results in a more accelerated write-off

than straight line, but less than declining-balance method. Under this method annual

depreciation is determined by multiplying the Depreciable Cost by a schedule of

fractions.

Depreciable Cost = Original Cost - Salvage Value

Book Value = Original Cost - Accumulated Depreciation

Example: If an asset has Original Cost $1000, a useful life of 5 years and a Salvage Value

of $100, compute its depreciation schedule.

First, determine Years' digits. Since the asset has useful life of 5 years, the Years' digits

are: 5, 4, 3, 2, and 1.

Next, calculate the sum of the digits. 5+4+3+2+1=15
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Depreciation rates are as follows:

5/15 for the 1st year, 4/15 for the 2nd year, 3/15 for the 3rd year, 2/15 for the 4th year,

and 1/15 for the 5th year.

Book Value -

Beginning of

Year

Total

Depreciable

Cost

Depreciation

Rate

Depreciation

Expense

Accumulated

Depreciation

Book Value

-

End of Year

$1,000

(Original Cost)
$900 5/15

$300 ($900 *

5/15)
$300 $700

$700 $900 4/15
$240 ($900 *

4/15)
$540 $460

$460 $900 3/15
$180 ($900 *

3/15)
$720 $280

$280 $900 2/15
$120 ($900 *

2/15)
$840 $160

$160 $900 1/15
$60 ($900 *

1/15)
$900

$100 (Scrap

Value)

7.7 Units-of-Production Depreciation Method

Under the Units-of-Production method, useful life of the asset is expressed in terms of the

total number of units expected to be produced. Annual depreciation is computed in three

steps.

First, a Depreciable Cost is computed.

Depreciable Cost = Original Cost - Salvage Value.
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Second, Depreciation per Unit is computed. Depreciation charge per unit is computed by

dividing Depreciable Cost by Total Units, expected to be produced during the useful life

of the asset.

Depreciation per Unit = Depreciable Cost / Total Units of production

Third, annual depreciation, or Depreciation Expense, by another name, is computed.

Depreciation Expense equals Depreciation per Unit multiplied by the number of units

produced during the year.

Depreciation Expense = Depreciation per Unit * Units produced during the Year.

Book Value, as always, is calculated by subtracting Accumulated Depreciation from the

Original Cost.

Book Value = Original Cost - Accumulated Depreciation

Suppose, an asset has Original Cost $70,000, Salvage Value $10,000, and is expected to

produce 6,000 units.

Depreciable Cost = ($70,000-$10,000) $60,000

Depreciation per Unit = ($60,000 / 6,000) = $10

The table below illustrates the Units-of-Production depreciation schedule of the asset.

Book Value -

Beginning of

Year

Units of

Production

Depreciation

Cost per

Unit

Depreciation

Expense

Accumulated

Depreciation

Book Value -

End of Year

$70,000

(Original Cost)
1,000 $10 $10,000 $10,000 $60,000

$60,000 1,100 $10 $11,000 $21,000 $49,000

$49,000 1,200 $10 $12,000 $33,000 $37,000

$37,000 1,300 $10 $13,000 $46,000 $24,000

$24,000 1,400 $10 $14,000 $60,000 $10,000
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(Scrap Value)

Depreciation stops when Book Value is equal to the Scrap Value of the asset. In the end

the sum of Accumulated Depreciation and Scrap Value equals to the Original Cost.

7.8 Units of time depreciation

Units of Time Depreciation is similar to units of production, and is used for depreciation

equipment used in mine or natural resource exploration, or cases where the amount the

asset is used is not linear year to year.

A simple example can be given for construction co, where some equipments are used

only for some specific usage. Depending on the number of projects the equipment will be

used and depreciation charged accordingly.

7.9 Group Depreciation Method

Group Depreciation method is used for depreciating multiple-asset accounts using

straight-line-depreciation method. Assets must be similar in nature and have

approximately the same useful lives.

Asset
Historical

Cost

Salvage

Value

Depreciable

Cost
Life

Depreciation

Per Year

Computers $5,500 $500 $5,000 5 $1,000

7.10 Composite Depreciation Method

The composite method is applied to a collection of assets that are not similar, and have

different service lives. For example, computers and printers are not similar, but both are

part of the office equipment. Depreciation on all assets is determined by using the

straight-line-depreciation method.

Asset Historical Salvage Depreciable Life Depreciation
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Cost Value Cost Per Year

Computers $5,500 $500 $5,000 5 $1,000

Printers $1,000 $100 $ 900 3 $ 300

Total $ 6,500 $600 $5,900 4.5 $1,300

Composite life equals the total Depreciable Cost divided by the total Depreciation Per

Year. $5,900 / $1,300 = 4.5 years.

Composite Depreciation Rate equals Depreciation Per Year divided by total Historical

Cost. $1,300 / $6,500 = 0.20 = 20%

Depreciation Expense equals the composite Depreciation rate times the balance in the

asset account. (0.20 * $6,500) $1,300. Debit Depreciation Expense and credit

Accumulated Depreciation.

When an asset is sold, debit Cash for the amount received and credit the asset account for

its original cost. Debit the difference between the two to Accumulated Depreciation.

Under the Composite method no gain or loss is recognized on the sale of an asset.

To calculate Composite Depreciation Rate, divide Depreciation Per Year by total

Historical Cost. To calculate Depreciation Expense, multiply the result by the same total

Historical Cost. The result, not surprisingly, will equal to the total Depreciation Per Year

again.

Common sense requires Depreciation Expense to be equal to total Depreciation Per Year,

without first dividing and then multiplying total Depreciation Per Year by the same

number. Creators of accounting rules sometimes are very creative, as was noted on the

discussion forum of Accounting Coach at

: Sources Of Funds For Commercial Real Estate Properties

Topic Objective:
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At the end of this topic student would be able to:

 Understand the Sources of Residential Mortgage Debt

 Understand the Equity Real Estate

 Understand the Pension Fund Restrictions

 Understand the Public/Private Partnerships

Definition/Overview:

Commercial property: The term commercial property (also called investment or income

property) refers to buildings or land intended to generate a profit, either from capital gain or

rental income. Commercial property includes office buildings, industrial property, medical

centers, hotels, malls, retail stores, shopping centers, farm land, multifamily housing buildings,

etc. In many states residential property containing more than a certain number of units qualifies

as commercial property for borrowing and tax purposes.

Key Points:

1. Sources of Residential Mortgage Debt

A mortgage is the transfer of an interest in property (or in law the equivalent - a charge) to a

lender as a security for a debt - usually a loan of money. While a mortgage in itself is not a

debt, it is lender's security for a debt. It is a transfer of an interest in land (or the equivalent),

from the owner to the mortgage lender, on the condition that this interest will be returned to

the owner of the real estate when the terms of the mortgage have been satisfied or performed.

In other words, the mortgage is a security for the loan that the lender makes to the borrower.
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The term comes from the Old French "dead pledge," apparently meaning that the pledge ends

(dies) either when the obligation is fulfilled or the property is taken through foreclosure.

In most jurisdictions mortgages are strongly associated with loans secured on real estate rather

than other property (such as ships) and in some jurisdictions only land may be mortgaged.

Arranging a mortgage is seen as the standard method by which individuals and businesses can

purchase residential and commercial real estate without the need to pay the full value

immediately. See mortgage loan for residential mortgage lending, and commercial mortgage for

lending against commercial property.

2. Equity Real Estate

In investment finance, private equity real estate is an asset class consisting of equity and debt

investments in property. Investments typically involve an active management strategy ranging

from moderate reposition or releasing of properties to development or extensive redevelopment.

Investments are typically made via private equity real estate fund, a collective investment

scheme, which pools capital from investors. These funds typically have ten year life span

consisting of a 2-3 year investment period during which properties are acquired and a holding

period during which active asset management will be carried out and the properties will be sold.

3. Pension Fund Restrictions

A pension fund is a pool of assets forming an independent legal entity that are bought with the

contributions to a pension plan for the exclusive purpose of financing pension plan benefits.

Pension funds are important shareholders of listed and private companies. They are especially

important to the stock market where large institutional investors like the Ontario Teachers'

Pension Plan dominate. The largest 300 pension funds collectively hold about $6 trillion in

assets. In January 2008, The Economist reported that Morgan Stanley estimates that pension

funds world-wide hold over US$20 trillion in assets, the largest for any category of investor

ahead of mutual funds, insurance companies, currency reserves, sovereign wealth funds, hedge

funds, or private equity.
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4. Public/Private Partnerships

Public-private partnership (PPP) describes a government service or private business venture

which is funded and operated through a partnership of government and one or more private

sector companies. These schemes are sometimes referred to as PPP or P3.

In some types of PPP, the government uses tax revenue to provide capital for investment, with

operations run jointly with the private sector or under contract (see contracting out). In other

types (notably the Private Finance Initiative), capital investment is made by the private sector on

the strength of a contract with government to provide agreed services. Government contributions

to a PPP may also be in kind (notably the transfer of existing assets). In projects that are aimed at

creating public goods like in the infrastructure sector, the government may provide a capital

subsidy in the form of a one-time grant, so as to make it more attractive to the private investors.

In some other cases, the government may support the project by providing revenue subsidies,

including tax breaks or by providing guaranteed annual revenues for a fixed period.

Typically, a private sector consortium forms a special company called a "special purpose

vehicle" (SPV) to develop, build, maintain and operate the asset for the contracted period. In

cases where the government has invested in the project, it is typically (but not always) allotted an

equity share in the SPV. The consortium is usually made up of a building contractor, a

maintenance company and bank lender(s). It is the SPV that signs the contract with the

government and with subcontractors to build the facility and then maintain it. In the

infrastructure sector, complex arrangements and contracts that guarantee and secure the cash

flows, make PPP projects prime candidates for Project financing. A typical PPP example would

be a hospital building financed and constructed by a private developer and then leased to the

hospital authority. The private developer then acts as landlord, providing housekeeping and other

non medical services while the hospital itself provides medical services.
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: Acquisition, Development, And Construction Financing

Topic Objective:

At the end of this topic student would be able to:

 Understand the Land development

 Understand the Acquisition: The Land Loan

 Understand the Underwriting of loans

 Understand the Construction Loan

 Understand the Construction Management

Definition/Overview:

Real estate development: Real estate development is a multifaceted business, encompassing

activities that range from the renovation and re-lease of existing building to the purchase of raw

land and the sale of improve parcels to others. Developers are the coordinators of those activities,

converting ideas on paper into real property. They create, imagine, fund, control and orchestrate

the process of development from the beginning to end. Developers usually take the greatest risk

in the creation or renovation of real estate -- and receive the greatest rewards. Typically,

developers purchase a tract of land, determine the target market, develop the building program

and design, obtain the necessary public approvals and financing, build the structure, and lease,

manage, and ultimately sell it. In the Town and Country Planning context of the UK,

'development' is defined in the Town and Country Planning Act 1990 s55.

Key Points:

1. Land development

Subdivision of land is the principal mechanism by which communities are developed.

Technically, subdivision describes the legal and physical steps a developer must take to convert
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raw land into developed land. Subdivision is a vital part of a community's growth, determining

its appearance, the mix of its land uses, and its infrastructure, including roads, drainage systems,

water, sewerage, and public utilities. In general, land development is the riskiest but most

profitable technique as it is so dependent on the public sector for approvals and infrastructure

and because it involves a long investment period with no positive cash flow.

After subdivision is complete, the developer usually markets the land to a home builder or other

end user, for such uses as a warehouse or shopping center.

2. Acquisition: The Land Loan

In the broadest sense of the term, a construction loan is any loan where the proceeds are used to

finance construction of some kind. In the United States Financial Services industry however, the

term is used to describe a genre of loans designed for construction and containing features such

as interest reserves, where repayment ability may be based on something that can only occour

when the project is built. Thus the defining features of these loans are special monitoring and

guidelines above normal loan guidelines to ensure that the project is completed so that repayment

can begin to take place.

3. Underwriting of loans

Almost all lenders are concerned that their money lent is repaid, so underwriting of

construction loans usually focuses on how that might occur.

In the most basic situation, that of an individual building a home for themselves, a business

building a property for business use, or an investor building a property to rent out, the

fundamental guideline is for the lender to imagine once the loan has been fully extended and

converted into a normal mortgage and the building is occupied, whether the individual,

business, or investor can afford to pay back the loan on a monthly basis. In the case of the

individual, where the lender attempts to predict whether the individual can pay each month

the loan payment that would occur once the person moves into the house, the lender would

be primarily looking at the amount of income the individual receives. In the case of the
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business, a similar analysis would occur. In the case of an investor building rental property, a

special appraisal would be ordered which would attempt to predict what the rents will be and

whether they will be enough to pay back the loan, plus all expenses and still give the renter a

certain minimum amount of income. The key point here is that no matter how valuable the

building might be once completed, almost no lender would extend a loan for more than what

the occupier could afford, because even though they will not have to make any payments

during construction they would have to make monthly payments once completed and there

can be no assurance that the owner would pay down the loan enough to make the monthly

payments affordable once the project is completed.

Beyond this guideline, the next most common rule is a minimum cash injection requirement.

Even if, for example, a business might be able to afford a monthly payment of a loan high

enough to pay for the entire construction project, many lenders would require them to instead

use a certain minimum portion of their own cash to complete the project. The reason for this

is both to psychologically and economically tie in the owner with the project (hopefully

making it less likely that they would walk away from the project if something goes wrong),

and to give the lender a cushion whereby if something goes wrong they are more likely to be

able to sell the real estate at a value that would better cover the loan amount. This guideline

is often termed a "loan to cost" requirement, ie. the lender will only loan up to 85% of the

project costs.

The final major guideline is the maximum loan amount the lender will allow relative to the

completed value of the project. This rule is designed to help ensure that, after the project is

completed, if the borrower stops paying the payment, the lender can sell the property and

hopefully recoup all the funds loaned.

Construction loans are often extended for developers who are seeking to build something but

sell it immediately after building it. In this case, a special appraisal is ordered to attempt to

predict the future sales value of the project. The first guideline above, affordability, is usually

not used because the owner would immediately attempt to sell the property. However, it is

used sometimes for example when a developer is building condominiums, the lender might

evaluate whether if the project was changed from condominiums to apartments if the rents

received would more than repay the loan each month.
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Cash injection requirements are often higher due to the added risk (the immediate need to sell).

The loan to value requirements however are often the most impactful. This is because the value

is often calculated differently then how people might assume. For example, if a developer is

building a 20 unit condominium project, a lender might not just loan a certain percentage of the

predicted future total value of the condominiums, but only a certain percentage of the value of

the condominium project if, because of an emergency or unforeseen circumstance, the entire

building had to be sold at once to one buyer (known as a bulk sale). Since the realizable sales

price in this case might be much lower, the maximum loan many lenders would extend would be

much lower.

4. Construction Loan

Funds are taken from the loan through a process referred to as a "draw". A draw is the method by

which funds are taken from the construction budget to pay material suppliers and contractors.

Each lender has different requirements for processing a draw. For example, some allow the

borrower to request draws online, while others require paperwork and periodic inspections. This

process helps ensure that the loan proceeds are actually used for the construction and that the

construction process is moving smoothly.

The borrower is only charged interest on the amount borrowed at any one point.

Instead of paying each month during construction, almost all construction loans in the United

States have extra funds borrowed right away and stored in a locked account known as an

"interest reserve". Each month the monthly payments are taken from the account so that the

borrower does not have to start paying out of pocket until the project is completed.

5. Construction Management

Besides the underwriting guidelines detailed above, most lenders attempt to mitigate their

risk in a variety of ways. The first involves due diligence on the general contractor, architect,

soil where the property is to be built upon, environmental inspections, and appraisals. Then,

while the construction process is ongoing, the lenders carefully inspect progress both to

ensure construction is proceeding smoothly, as well as to ensure that all workers are being

paid so that the security of the loan by the real estate is not violated by a "mechanics lien".
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In Section 5 of this course you will cover these topics:
Permanent Financing Of Commercial Real Estate Properties

Ownership Structures For Financing And Holding Real Estate

Real Estate In A Portfolio Context

Liability, Agency Problems, Fraud, Ethics In Real Estate Finance

You may take as much time as you want to complete the topic coverd in section 5.
There is no time limit to finish any Section, However you must finish All Sections before

semester end date.

If you want to c ontinue remaining courses later, you may save the course and leave.
You can continue later as per your convenience and this course will be avalible in your

area to save and continue later.

: Permanent Financing Of Commercial Real Estate Properties

Topic Objective:

At the end of this topic student would be able to:

 Undreamed the Long-Term, Fixed-Rate Loans

 Undreamed the Equity Participation Loans

 Undreamed the Sale-Leaseback Agreements

 Undreamed the Leases And Accounting Regulations

 Undreamed the Ground Lease Mortgages

Definition/Overview:

Long-term debt or equity financing in general, permanent financing is used to purchase or

develop long-term fixed assets like factories and machinery. Since the payoff from a long-term
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asset tends to be over a period of time, financing through long-term options reduce the risk of

principal payoff not being made (in the case of debt financing).

Key Points:

1. Long-Term, Fixed-Rate Loans

A fixed rate mortgage (FRM) is a mortgage loan where the interest rate on the note remains the

same through the term of the loan, as opposed to loans where the interest rate may adjust or

"float." Other forms of mortgage loan include interest only mortgage, graduated payment

mortgage, adjustable rate mortgage, negative amortization mortgage, and balloon payment

mortgage. Please note that each of the loan types above except for a straight adjustable rate

mortgage can have a period of the loan for which a fixed rate may apply. A Balloon Payment

mortgage, for example, can have a fixed rate for the term of the loan followed by the ending

balloon payment. Terminology may differ from country to country: loans for which the rate is

fixed for less than the life of the loan may be called hybrid adjustable rate mortgages (in the

United States).

This payment amount is independent of the additional costs on a home sometimes handled in

escrow, such as property taxes and property insurance. Consequently, payments made by the

borrower may change over time with the changing escrow amount, but the payments handling

the principal and interest on the loan will remain the same.

Fixed rate mortgages are characterized by their interest rate (including compounding frequency,

amount of loan, and term of the mortgage). With these three values, the calculation of the

monthly payment can then be done.

2. Equity Participation Loans

Participation loans are loans made by multiple lenders to a single borrower. Several banks, for

example, might chip in to fund one extremely large loan, with one of the banks taking the role of
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the lead bank. This lending institution then recruits other banks to participate and share the risks

and profits. The lead bank typically originates the loan, takes responsibility for the loan servicing

of the participation loan, organizes and manages the participation, and deals directly with the

borrower.

Participations in the loan are sold by the lead bank to other banks. A separate contract called a

loan participation agreement is structured and agreed among the banks. Loan participations can

either be made on a pari passu basis with equal risk sharing for all loan participants, or on a

senior/subordinated basis, where the senior lender is paid first and the subordinate loan

participation paid only if there is sufficient funds left over to make the payments. Such

senior/subordinated loan participations can be structured either on a LIFO (Last In First Out) or

FIFO (First In First Out) basis (see FIFO and LIFO accounting).

The five biggest reasons that financial institutions use participation loans are as follows:

 Androecious - plants producing male flowers only, produce pollen but no seeds, the male plants

of a Dioecious species.

 Selling loan participations allows the lead bank to originate an exceptionally large loan that

would otherwise be too large for it to handle by itself. By engaging other banks as participants,

the lead bank can remain within its own legal lending limits and still come up with sufficient

cash for funding.

 Banks that buy loan participations share in the profits of the lead bank. If a lending institution

isnt doing much business on its own, or is in a slow market, it can team up with a profitable lead

bank in a healthier market to generate more lending income.

 Buying participation loans is a way for banks to diversify their assets. By investing a variety of

loans in different locales, they reduce their risk and exposure to potential losses if a calamity,

such as a natural disaster or severe economic depression, were to strike their particular

community.

 Selling loan participations allows a bank to reduce its credit risk to a customer or specific

community that entails greater than average risk.

 Selling participation loans allows the lead bank to keep control of more of an important customer

relationship or even an entire customer relationship of large customers of the bank, instead of

sharing the relationship with other competing banks.
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3. Sale-Leaseback Agreements

Leaseback, short for sale-and-leaseback, is a financial transaction, where one sells an asset and

leases it back for a long-term: thus one continues to be able to use the asset, but no longer owns

it. This is generally done for fixed assets, notably real estate and planes, and the purposes are

varied, but include financing, accounting, and tax reasons.

4. Leases And Accounting Regulations

The expectations for qualification in the profession of accounting vary between different

jurisdictions and countries.

Accountants may be certified by a variety of organizations or bodies, such as the Association of

Accounting Technicians (AAT), British qualified accountancy bodies including the Chartered

Institute of Management Accountants (CIMA), Association of Chartered Certified Accountants

(ACCA),Association of International Accountants (AIA)and Institute of Chartered Accountants,

and are recognized by titles such as Chartered Management Accountant (ACMA or FCMA)

Chartered Certified Accountant (ACCA or FCCA), International Accountant (AAIA or FAIA)

and Chartered Accountant (UK, Australia, New Zealand, Canada, India, Pakistan, South Africa,

Ghana), Certified Public Accountant (Ireland, Japan, US, Singapore, Hong Kong, the

Philippines), Certified Management Accountant (Canada, U.S.), Certified General Accountant

(Canada, Caribbean, China, Hong Kong, Bermuda), or Certified Practicing Accountant

(Australia). Some Commonwealth countries (Australia and Canada) often recognize both the

certified and chartered accounting bodies. The majority of "public" accountants in New Zealand

and Canada are Chartered Accountants; however, Certified General Accountants are also

authorized by legislation to practice public accounting and auditing in all Canadian provinces,

except Ontario and Quebec, as of 2005. In the United States, the professional organization for all

Certified Public Accountants is the American Institute of Certified Public Accountants,<ref

(AICPA). There is, however, no legal requirement for an accountant to be a paid-up member of

one of the many Institutes.

5. Ground Lease Mortgages

Finance lease is a type of lease - the other being an operating lease. A finance lease (also called a

capital lease) effectively allows a firm to finance the purchase of an asset, even if, strictly

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

127
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



speaking, the firm never acquires the asset. Typically, a finance lease will give the lessee control

over an asset for a large proportion of the asset's useful life, providing them the benefits and risks

of ownership.

The U.S. Financial Accounting Standards Board and the International Accounting Standards

Board announced in 2006 a joint project to comprehensively review lease accounting standards.

In July 2008, the boards decided to defer any changes to lessor accounting, while continuing

with the project for lessee accounting, with the stated intention to recognize an asset and

obligation for all lessee leases (in essence, making all leases finance leases). The projected

completion of the project is now 2011.

: Ownership Structures For Financing And Holding Real Estate

Topic Objective:

At the end of this topic student would be able to:

 Undreamed the Real Estate Investing

 Undreamed the C Corporation

 Undreamed the S Corporation

 Undreamed the General Partnership

 Undreamed the In the commercial and legal

 Undreamed the Limited Partnership

 Undreamed the Master Limited Partnerships (MLPS)

Definition/Overview:

Ownership: Ownership is the state or fact of exclusive rights and control over property, which

may be an object, land/real estate, intellectual property (arguably) or some other kind of

property. It is embodied in an ownership right also referred to as title.
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Ownership is the key building block in the development of the capitalist socio-economic system.

The concept of ownership has existed for thousands of years and in all cultures. Over the

millennia, however, and across cultures what is considered eligible to be property and how that

property is regarded culturally is very different. Ownership is the basis for many other concepts

that form the foundations of ancient and modern societies such as money, trade, debt,

bankruptcy, the criminality of theft and private vs. public property.

The process and mechanics of ownership are fairly complex since one can gain, transfer and lose

ownership of property in a number of ways. To acquire property one can purchase it with money,

trade it for other property, receive it as a gift, steal it, find it, make it or homestead it. One can

transfer or lose ownership of property by selling it for money, exchanging it for other property,

giving it as a gift, being robbed of it, misplacing it, or having it stripped from one's ownership

through legal means such as eviction, foreclosure and seizure. Ownership is self-propagating in

that if an object is owned by someone, any additional goods produced by using that object will

also be owned by the same person.

Key Points:

1. Real Estate Investing

Real estate investing involves the purchase, ownership, management, rental and/or sale of real

estate for profit. Improvement of realty property as part of a real estate investment strategy is

generally considered to be a sub-specialty of real estate investing called real estate development.

Real estate is an asset form with limited liquidity relative to other investments, it is also capital

intensive (although capital may be gained through mortgage leverage) and is highly cash flow

dependent. If these factors are not well understood and managed by the investor, real estate

becomes a risky investment. The primary cause of investment failure for real estate is that the

investor goes into negative cash flow for a period of time that is not sustainable, often forcing

them to resell the property at a loss or go into insolvency.
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2. C Corporation

A C corporation (or C corp.) is a corporation in the United States that, for Federal income tax

purposes, is taxed under 26 U.S.C. 11 and Subchapter C (26 U.S.C. 301 et seq.) of Chapter 1 of

the Internal Revenue Code. Most major companies (and many smaller companies) are treated as

C corporations for Federal income tax purposes.

3. S Corporation

An S corporation or S-corp, for United States federal income tax purposes, is a corporation that

makes a valid election to be taxed under Subchapter S of Chapter 1 of the Internal Revenue

Code.

In general, S Corporations do not pay any income taxes. Instead, the corporation's income or

losses are divided among and passed through to its shareholders. The shareholders must then

report the income or loss on their own individual income tax returns.

4. General Partnership

In the commercial and legal parlance of most countries, a general partnership or simply a

partnership, refers to an association of persons or an unincorporated company with the following

major features:

 Created by agreement, proof of existence and estoppel.

 Formed by two or more persons

 The owners are all personally liable for any legal actions and debts the company may face

5. Limited Partnership

A limited partnership is a form of partnership similar to a general partnership, except that in

addition to one or more general partners (GPs), there are one or more limited partners (LPs).

The GPs are, in all major respects, in the same legal position as partners in a conventional firm,

i.e. they have management control, share the right to use partnership property, share the profits

of the firm in predefined proportions, and have joint and several liability for the debts of the

partnership.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

130
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



As in a general partnership, the GPs have actual authority as agents of the firm to bind all the

other partners in contracts with third parties that are in the ordinary course of the partnership's

business. As with a general partnership, "An act of a general partner which is not apparently for

carrying on in the ordinary course the limited partnership's activities or activities of the kind

carried on by the limited partnership binds the limited partnership only if the act was actually

authorized by all the other partners." (United States Uniform Limited Partnership Act 402(b).)

Like shareholders in a corporation, LPs have limited liability, meaning they are only liable on

debts incurred by the firm to the extent of their registered investment and have no management

authority. The GPs pay the LPs a return on their investment (similar to a dividend), the nature

and extent of which is usually defined in the partnership agreement.

Limited partnerships are distinct from limited liability partnerships, in which all partners have

limited liability.

6. Master Limited Partnerships (MLPS)

Master limited partnership (MLP) is a limited partnership that is publicly traded on a

securities exchange. It combines the tax benefits of a limited partnership with the liquidity of

publicly traded securities.

Master Limited Partnerships are limited by US Code to only apply to enterprises that engage

in certain businesses, mostly pertaining to the use of natural resources, such as petroleum and

natural gas extraction and transportation. Some real estate enterprises may also qualify as

MLPs.

Some private equity management companies such as Blackstone Group (NYSE: BX) and

Fortress Investment Group (NYSE: FIG) are structured as MLPs.

In practice, MLPs pay their investors through quarterly required distributions (QRD), the

amount of which is stated in the contract between the limited partners (the investors) and the

general partner (the managers). Failure to pay the QRD may constitute an event of default.

Because of such stringent provisions on MLPs, and the nature of the QRD, the vast majority

of MLPs are pipeline businesses, which earn very stable income from the transport of oil,

gasoline or natural gas.
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Because MLPs are a partnership, they avoid the corporate income tax, on both a state and federal

basis. Additionally, the limited partner (investor) may also record a pro-rated share of the MLP's

depreciation on his or her own tax forms to reduce liability. This is the primary benefit of MLPs

and gives MLPs relatively cheap funding costs.

However, this makes MLPs unattractive to tax-deferred funds, who must lose this tax saving

advantage. To encourage tax-deferred investors, many MLPs set up corporation holding

companies of LP claims which can issue common equity.

An example is the pipeline company Kinder Morgan Energy Partners. The main corporation,

Knight, Inc. (formerly traded on the NYSE as KMI), is the operator of the pipelines and other

assets. However, the pipelines themselves are owned by the MLP Kinder Morgan Energy

Partners, L.P. (NYSE:KMP). Finally, part of KMP's limited partner interests are held by the

corporation Kinder Morgan Management LLC (NYSE:KMR) which allows tax-deferred

investors to participate in KMP's operations.

Usually, in the MLP structure, the general partner starts with a small (usually 2%) stake in the

company but is given incentive distributions from net income after the QRD. Since these

distributions are usually paid in the form of increased equity claims, over time, this allows the

general partner to attain higher and higher percentage of ownership in the company.

: Real Estate In A Portfolio Context

Topic Objective:

At the end of this topic student would be able to:

 Understand the Nature of Diversification

 Understand the Types of diversification

 Understand the Asset Pricing
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Definition/Overview:

Real Estate in a Portfolio Context: A Real Estate Investment Trust or REIT is a tax designation

for a corporation investing in real estate that reduces or eliminates corporate income taxes. In

return, REITs are required to distribute 95% of their income, which may be taxable in the hands

of the investors. The REIT structure was designed to provide a similar structure for investment in

real estate as mutual funds provide for investment in stocks. Like other corporations, REITs can

be publicly or privately held. Public REITs may be listed on public stock exchanges like shares

of common stock in other firms.

Key Points:

1. The Nature of Diversification

Diversification in finance is a risk management technique, related to hedging, that mixes a wide

variety of investments within a portfolio. Because the fluctuations of a single security have less

impact on a diverse portfolio, diversification minimizes the risk from any one investment.

A simple example of diversification is the following: On a particular island the entire economy

consists of two companies: one that sells umbrellas and another that sells sunscreen. If a portfolio

is completely invested in the company that sells umbrellas, it will have strong performance

during the rainy season, but poor performance when the weather is sunny. The reverse occurs if

the portfolio is only invested in the sunscreen company, the alternative investment: the portfolio

will be high performance when the sun is out, but will tank when clouds roll in. To minimize the

weather-dependent risk in the example portfolio, the investment should be split between the

companies. With this diversified portfolio, returns are decent no matter the weather, rather than

alternating between excellent and terrible.

There are three primary strategies used in improving diversification:

 Spread the portfolio among multiple investment vehicles, such as stocks, mutual funds, bonds,

and cash.
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 Vary the risk in the securities. A portfolio can also be diversified into different mutual fund

investment strategies, including growth funds, balanced funds, index funds, small cap, and large

cap funds. When a portfolio includes investments with varied risk levels, large losses in one area

are offset by other areas.

 Vary your securities by industry, or by geography. This will minimize the impact of industry- or

location-specific risks. The example portfolio above was diversified by investing in both

umbrellas and sunscreen. Another practical application of this kind of diversification is mixing

investments between domestic and international funds. By choosing funds in many countries,

events within any one country's economy have less effect on the overall portfolio.

Diversification reduces the risk of a portfolio, and consequently it can reduce the returns.

However, since diversification reduces the risk of an entire portfolio being diminished by a

single investment's loss, it is referred to as "the only free lunch in finance." Statistical analysis

shows that there may be some validity to this claim.

2. Types of diversification

In the above graph, the portfolio represented by point A is inefficient. Following the horizontal

line, there are other portfolios with the same returns but lower risk. Along the vertical line, there

are other portfolios that have the same risk but higher returns.

2.1 Horizontal diversification

Horizontal diversification is when a portfolio is diversified between same-type investments. It

can be a broad diversification (like investing in several NASDAQ companies) or more narrowed

(investing in several stocks of the same branch or sector). In the example above, the move to

invest in both umbrellas and sunscreen is an example of horizontal diversification. As usual, the

broader the diversification the lower the risk from any one investment.
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2.2 Vertical diversification

Vertical diversification is investment between different types of securities. Again, it can

be a very broad diversification, like diversifying between bonds and stocks, or a more

narrowed diversification, like diversifying between stocks of different branches.

Continuing the example from the introduction, a vertical diversification would be taking

some money from umbrella and sunscreen stock and investing it instead in bonds issued

the government of the island.

While horizontal diversification lessens the risk of investing entirely in one security,

vertical diversification goes beyond that and protects against market and/or economical

changes.

3. Asset Pricing

In finance, the Capital Asset Pricing Model (CAPM) is used to determine a theoretically

appropriate required rate of return of an asset, if that asset is to be added to an already well-

diversified portfolio, given that asset's non-diversifiable risk. The model takes into account the

asset's sensitivity to non-diversifiable risk (also known as systemic risk or market risk), often

represented by the quantity beta (β) in the financial industry, as well as the expected return of the

market and the expected return of a theoretical risk-free asset.

The model was introduced by Jack Treynor, William Sharpe, John Lintner and Jan Mossin

independently, building on the earlier work of Harry Markowitz on diversification and modern

portfolio theory. Sharpe received the Nobel Memorial Prize in Economics (jointly with

Markowitz and Merton Miller) for this contribution to the field of financial economics

: Liability, Agency Problems, Fraud, Ethics In Real Estate Finance

Topic Objective:

At the end of this topic student would be able to:

 Understand the difference between salespersons and brokers

 Understand the Lenders Legal Liability

 Understand the Hazardous Waste
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Definition/Overview:

Agency: A real estate broker is a term in the United States and Canada which describes a party

who acts as an intermediary between sellers and buyers of real estate (or real property as it is

known elsewhere) and attempts to find sellers who wish to sell and buyers who wish to buy. In

the United States, the relationship was originally established by reference to the English common

law of agency with the broker having a fiduciary relationship with his clients.

Fraud: Mortgage fraud is a term used to describe a broad variety of criminal actions where the

intent is to materially misrepresent or omit information on a mortgage loan application in order

to obtain a loan or to obtain a larger loan than would have been obtained had the lender known

the truth. In federal courts, mortgage fraud is prosecuted as wire fraud, bank fraud, mail fraud

and money laundering, with penalties of up to thirty years imprisonment. See:

http://www.usdoj.gov/usao/gan/press/2006/04-19-06b.pdf As the incidence of mortgage fraud

has risen over the past few years, states have also begun to enact their own penalties for

mortgage fraud. Mortgage fraud is not to be confused with predatory mortgage lending, which

occurs when a consumer is mislead or deceived by agents of the lender.

Key Points:

1. The difference between salespersons and brokers

In the past, when brokers (and their agents) only represented sellers, the term real estate

salesperson may have been more appropriate than it is today, given the different ways that

brokers and their agents can help a buyer through the process rather than simply sell him or her a

property. Legally however, the term 'salesperson' is still used in many states to describe a real

estate agent.

www.bsscommunitycollege.in   www.bssnewgeneration.in  www.bsslifeskillscollege.in

136
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



Real estate education: In order to become licensed, most states require that an applicant take a

minimum number of classes before taking the state licensing exam. Such education is often

provided by real estate brokerages as a means to finding new agents.

Today in many states, the real estate agent (acting as an agent of the broker with whom he/she is

employed) is required to disclose to prospective buyers and sellers who represents whom. See

below for a broker/agents relationship to sellers and their relationship to buyers.

While some people may refer to any licensed real estate agent as a real estate broker, a licensed

real estate agent is a professional who has obtained either a real estate salesperson's license or a

real estate broker's license.

In the United States, there are commonly two levels of real estate professionals licensed by the

individual states, but not by the federal government:

When a person first becomes licensed to become a real estate agent, he/she obtains a real estate

salesperson's license (or some states use the alternative term, "broker") from the state in which

he/she will practice. If you want to obtain a real estate license, the candidate must take specific

coursework (of between 40 and 90 hours) and then pass a state exam on real estate law and

practice. In order to work, salespersons must then be associated with (and act under the authority

of) a real estate broker.

Many states also have reciprocal agreements with other states, allowing a licensed individual

from a qualified state to take the second state's exam without completing the course

requirements, or, in some cases, take only a state law exam.

After gaining some years of experience in real estate sales, a salesperson may decide to become

licensed as a real estate broker (or Principal/qualifying broker) in order to own, manage or

operate his/her own brokerage. In addition, some states allow college graduates to apply for a

broker license without years of experience. College graduates fall into this category once they

have completed the state required courses as well. Commonly more course work and a broker's

state exam on real estate law must be passed. Upon obtaining a broker's license, a real estate

agent may continue to work for another broker in a similar capacity as before (often referred to

as a broker associate or associate broker) or take charge of his/her own brokerage and hire other
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salespersons (or broker) licensees. Becoming a branch office manager may or may not require a

broker's license. Some states such as New York allow licensed attorneys to become real estate

brokers without taking any exam. In some states, such as Colorado, there are no "salespeople", as

all licensees are brokers.

A Realtor is a real estate professional, usually a broker or salesperson, who is a member of the

National Association of Realtors (NAR). There are 1.3 million Realtors, mostly in the US, and

an additional 1 million licensed real estate agents who are not members of NAR and cannot use

the term "realtor". However, note that the US Bureau of Labor Statistics claims only about

600,000 working brokers/salespersons.

2. Lenders Legal Liability

Hard money lenders are lending companies offering a specialized type of real-estate backed loan.

Hard money lenders provide short-term loans (also called a bridge loan) that provide funding

based on the value of real estate that has been collateralized for the loan. Hard money lenders

typically have much higher interest rates than banks because they fund deals that do not conform

to bank standards.

Hard money lenders will offer a range of requirements on the loan-to-value percentage, type of

real estate and minimum loan size for a hard money loan.

3. Hazardous Waste

Put simply, a hazardous waste is waste that poses substantial or potential threats to public health

or the environment and generally exhibits one or more of these characteristics:

 ignitable (i.e., flammable)

 oxidizing

 corrosive

 toxic

 radioactive

U.S. environmental laws (see Resource Conservation and Recovery Act) additionally describe a

"hazardous waste" as a waste (usually a solid waste) that has the potential to:
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 cause, or significantly contribute to an increase in mortality (death) or an increase in serious

irreversible, or incapacitating reversible illness; or

 pose a substantial present or potential hazard to human health or the environment when

improperly treated, stored, transported, or disposed of, or otherwise managed.

The term "hazardous waste" comprises all toxic chemicals, radioactive materials, and biologic or

infectious waste. These materials threaten workers through occupational exposure and the

general public in their homes, communities, and general environment. Exposure to these

materials can occur near the site of generation, along the path of its transportation, and near their

ultimate disposal sites. Most hazardous waste results from industrial processes that yield

unwanted people that use byproducts, defective products, and spilled materials. The generation

and disposal of hazardous wastes is controlled through a variety of international and national

regulations.
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