
“Principles of Real Estate Investments”.

: An Introduction To Real Estate Investment: Legal Concepts

Topic Objective:

At the end of the topic students will be able to:

 To understand the modern property rights

 To understand the legal systems

 To understand the theories of property

 To understand the communal property systems

Definition/Overview:

This topic discusses legal considerations important in creating and defining various rights to real

property. This is important in the study of real estate finance since it is these rights that are

purchased, sold, and mortgaged. Thus, an understanding of the various rights associated with real

estate is necessary to properly evaluate a real estate financial decision. Legal considerations

affect the risk of receiving the economic benefit associated with one's property rights. For

example, we discuss the importance of having a marketable title. Any defects in the title may

result in a loss of benefits to the owner and jeopardize the collateral value of the real estate for

the mortgage lender. To some extent, this risk is controlled and minimized by the use of title

assurance methods, including title insurance and the use of general warranty deeds.

Knowing the various ways of petitioning property rights may also result in maximizing the value

of a particular property, since it allows parties with different needs (e.g., users, equity investors,

lenders) to have a claim on the property rights that best meet those needs. Thus, the total value of

all the rights associated with a property may exceed that of a property where there could be no

leases or other ways to separate rights.
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Property means Right of Action for things that can be exchanged. Important types of property

include real property (land), personal property (other physical possessions), and intellectual

property (rights over artistic creations, inventions, etc.). A right of ownership is associated with

property that establishes the relation between the goods/services and other individuals or groups,

assuring the owner the right to dispense with the property in a manner he or she sees fit. Some

philosophers assert that property rights arise from social convention. Others find origins for them

in morality or natural law (e.g. Saint Irenaeus).

Key Points:

1. Modern property rights

Modern property rights conceive of ownership and possession as belonging to legal individuals,

even if the legal individual is not a real person. Corporations, for example, have legal rights

similar to American citizens, including many of their constitutional rights. Therefore, the

corporation is a juristic person or artificial legal entity, which some refer to as "corporate

personhood".

Property rights are protected in the current laws of states usually found in the form of a

Constitution or a Bill of Rights. The fifth and the fourteenth amendments to the United States

constitution, for example, provide explicitly for the protection of private property:

 The Fifth Amendment states:

Nor be deprived of life, liberty, or property, without due process of law; nor shall private

property be taken for public use, without just compensation.

 The Fourteenth Amendment states:

No State shall make or enforce any law which shall abridge the privileges or immunities

of citizens of the United States; nor shall any State deprive any person of life, liberty, or

property, without due process of law.
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Protection is also found in the United Nations's Universal Declaration of Human Rights, Article

17, and in the French Declaration of the Rights of Man and of the Citizen, Article XVII, and in

the European Convention on Human Rights (ECHR), Protocol 1.

Property is usually thought of in terms of a bundle of rights as defined and protected by the local

sovereignty. Ownership, however, does not necessarily equate with sovereignty. If ownership

gave supreme authority it would be sovereignty, not ownership. These are two different

concepts.

 Traditional principles of property rights includes

o control of the use of the property

o the right to any benefit from the property (examples: mining rights and rent)

o a right to transfer or sell the property

o a right to exclude others from the property.

 Traditional property rights do not include:

o uses that unreasonably interfere with the property rights of another private party (the right of

quiet enjoyment).

o uses that unreasonably interfere with public property rights, including uses that interfere with

public health, safety, peace or convenience.

2. Legal systems

Legal systems have evolved to cover the transactions and disputes which arise over the

possession, use, transfer and disposal of property, most particularly involving contracts. Positive

law defines such rights, and a judiciary is used to adjudicate and to enforce.

In his classic text, "The Common Law", Oliver Wendell Holmes describes property as having

two fundamental aspects. The first is possession, which can be defined as control over a resource

based on the practical inability of another to contradict the ends of the possessor. The second is

title, which is the expectation that others will recognize rights to control resource, even when it is

not in possession. He elaborates the differences between these two concepts, and proposes a

history of how they came to be attached to individuals, as opposed to families or entities such as

the church.
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According to Adam Smith, the expectation of profit from "improving one's stock of capital" rests

on private property rights, and the belief that property rights encourage the property holders to

develop the property, generate wealth, and efficiently allocate resources based on the operation

of the market is central to capitalism. From this evolved the modern conception of property as a

right which is enforced by positive law, in the expectation that this would produce more wealth

and better standards of living.

 Classical liberals, Objectivists, and related traditions

"Just as man can't exist without his body, so no rights can exist without the right to

translate one's rights into reality, to think, to work and keep the results, which means: the

right of property." (Ayn Rand, Atlas Shrugged)

Most thinkers from these traditions subscribe to the labor theory of property. They hold

that you own your own life, and it follows that you must own the products of that life,

and that those products can be traded in free exchange with others.

"Every man has a property in his own person. This nobody has a right to, but himself."

(John Locke, Second Treatise on Civil Government)

"Life, liberty, and property do not exist because men have made laws. On the contrary, it

was the fact that life, liberty, and property existed beforehand that caused men to make

laws in the first place." (Frdric Bastiat, The Law)

"The reason why men enter into society is the preservation of their property." (John

Locke, Second Treatise on Civil Government)

 Socialism's fundamental principles are centered on a critique of this concept, stating, among

other things, that the cost of defending property is higher than the returns from private property

ownership, and that even when property rights encourage the property-holder to develop his

property, generate wealth, etc., he will only do so for his own benefit, which may not coincide

with the benefit of other people or society at large

 Libertarian socialism generally accepts property rights, but with a short abandonment time

period. In other words, a person must make (more or less) continuous use of the item or else he

loses ownership rights. This is usually referred to as "possession property" or "usufruct." Thus, in
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this usufruct system, absentee ownership is illegitimate, and workers own the machines they

work with.

 Communism argues that only collective ownership of the means of production through a polity

(though not necessarily a state) will assure the minimization of unequal or unjust outcomes and

the maximization of benefits, and that therefore private property (which in communist theory is

limited to capital) should be abolished.

 Both communism and some kinds of socialism have also upheld the notion that private property

is inherently illegitimate. This argument is centered mainly on the idea that the creation of

private property will always benefit one class over another, giving way to domination through

the use of this private property. Communists are naturally not opposed to personal property

which is "Hard-won, self-acquired, self-earned" (Communist Manifesto), by members of the

proletariat

Not every person, or entity, with an interest in a given piece of property may be able to exercise

all of the rights mentioned a few paragraphs above. For example, as a lessee of a particular piece

of property, you may not sell the property, because the tenant is only in possession, and does not

have title to transfer. Similarly, while you are a lessee the owner cannot use his or her right to

exclude to keep you from the property. (Or, if he or she does you may perhaps be entitled to stop

paying rent or perhaps sue to regain access.)

Further, property may be held in a number of forms, e.g. joint ownership, community property,

sole ownership, lease, etc. These different types of ownership may complicate an owner's ability

to exercise his or her rights unilaterally. For example if two people own a single piece of land as

joint tenants, then depending on the law in the jurisdiction, each may have limited recourse for

the actions of the other. For example, one of the owners might sell his or her interest in the

property to a stranger that the other owner does not particularly like.

3. Theories of property

There exist many theories. Perhaps one of the most popular was the natural rights definition of

property rights as advanced by John Locke. Locke advanced the theory that when one mixes

ones labor with nature, one gains ownership of that part of nature with which the labor is mixed,

subject to the limitation that there should be "enough, and as good, left in common for others".
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From the RERUM NOVARUM, Pope Leo XIII wrote "It is surely undeniable that, when a man

engages in remunerative labor, the impelling reason and motive of his work is to obtain property,

and thereafter to hold it as his very own."

Anthropology studies the diverse systems of ownership, rights of use and transfer, and

possession under the term "theories of property". Western legal theory is based, as mentioned, on

the owner of property being a legal individual. However, not all property systems are founded on

this basis.

In every culture studied ownership and possession are the subject of custom and regulation, and

"law" where the term can meaningfully be applied. Many tribal cultures balance individual

ownership with the laws of collective groups: tribes, families, associations and nations. For

example the 1839 Cherokee Constitution frames the issue in these terms:

The lands of the Cherokee Nation shall remain common property; but the improvements

made thereon, and in the possession of the citizens respectively who made, or may

rightfully be in possession of them: Provided, that the citizens of the Nation possessing

exclusive and indefeasible right to their improvements, as expressed in this article, shall

possess no right or power to dispose of their improvements, in any manner whatever, to

the United States, individual States, or to individual citizens thereof; and that, whenever

any citizen shall remove with his effects out of the limits of this Nation, and become a

citizen of any other government, all his rights and privileges as a citizen of this Nation

shall cease: Provided, nevertheless, That the National Council shall have power to re-

admit, by law, to all the rights of citizenship, any such person or persons who may, at any

time, desire to return to the Nation, on memorializing the National Council for such

readmission.

4. Communal property systems

Communal property systems describe ownership as belonging to the entire social and political

unit, while corporate systems describe ownership as being attached to an identifiable group with

an identifiable responsible individual. The Roman property law was based on such a corporate

system.

Different societies may have different theories of property for differing types of ownership.

Pauline Peters argued that property systems are not isolable from the social fabric, and notions of
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property may not be stated as such, but instead may be framed in negative terms: for example the

taboo system among Polynesian peoples.

: Financing: Notes And Mortgages

Topic Objective:

At the end of the topic students will be able to:

 To understand the mortgage

 To understand the foreclosure

 To understand a land contract

 To understand the mortgage lender

 To understand the borrower

 To understand the borrowing for investment purposes

 To understand the legal aspects

 To understand the equitable mortgage

 To understand the foreclosure and non-recourse lending

 To understand the mortgages in the United States

 To understand the mortgage lien priority

 To understand the promissory note

Definition/Overview:

This topic discusses the legal instruments and ramifications associated with financing real estate,

such as default, foreclosure, and bankruptcy. The probability of one or more of these events

occurring and the rights of the parties if it occurs ultimately affects the value of the various

property rights. These legal considerations should be kept in mind as we discuss the risks

associated with mortgage lending in later topics. Clearly, the legal rights of borrowers and

lenders affect the degree of risk assumed by each party and, thus, the value of entering into
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various transactions.

The availability of various legal alternatives can be viewed as a way of controlling and shifting

risk between the various parties to a transaction. The probability of default or bankruptcy by a

borrower and the legal alternatives available to each party affect the expected return to the lender

from the loan. In later topics we will discuss how the amount of the loan relative to the value of

the property is used by the lender to control risk. The reader should keep in mind the fact that

loan covenants that will be discussed in This topic also control the risk.

Key Points:

1. Mortgage

A mortgage is the pledging of a property to a lender as a security for a mortgage loan. While a

mortgage in itself is not a debt, it is evidence of a debt. It is a transfer of an interest in land, 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 cases 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.

In many countries it is normal for home purchases to be funded by a mortgage. In countries

where the demand for home ownership is highest, strong domestic markets have developed,

notably in Spain, the United Kingdom, the Commonwealth of Australia and the United States.

2. Foreclosure

Foreclosure is the legal 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

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

8
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



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 owner the right of redemption if the borrower repays the debt. When this

equitable right exists, the 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 and do

use foreclosure, such as for overdue taxes, unpaid contractors' bills or HOA fines.

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 principle and

fees the mortgagee can file a claim for a deficiency judgement.

3. A land contract

A land contract (sometimes known as a contract for deed or an installment sale agreement) is a

contract between the owner of a property and a person who wants to buy the property for an

agreed-upon purchase price. 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, many times with a balloon

payment to make the length of payments shorter than a fully amortized loan. When the full

purchase price has been paid, the seller is obligated to deliver legal title to the property to the

buyer. The legal status of land contracts varies from region to region.

It is common for the installment payments of the purchase price to be similar to mortgage

payments in amount and effect. The amount is often determined according to a mortgage

amortization schedule. In effect, each installment payment is partially payment of the purchase

price and partially payment of interest on the unpaid purchase price. This is similar to mortgage
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payments which are part repayment of the principal amount of the mortgage loan and part

interest. However, since land contracts can easily be written or modified by any seller or buyer;

one may come across any variety of repayment plans. Interest only, negative amortizations, short

balloons, extremely long amortizations just to name a few. Typical land contracts are easy to

understand and usually only make up 3-5 pages. It is not uncommon for land contracts to go

unrecorded. For several reasons the buyer or seller may decide that the contract is not to be

recorded in the register of deeds. This does not make the contract invalid, but it does increase

exposure to undesirable side effects.

Although land contracts can be used for a variety of reasons, their most common use is as a form

of short-term seller financing. Usually, but not always, the date on which the full amount of the

purchase price is due will be years sooner than when the purchase price would be paid in full

according to the amortization schedule. This results in the final payment being a large balloon

payment. Since the amount of the final payment is so large, the buyer may obtain a conventional

mortgage loan from a bank to make the final payment. Land contracts are sometimes used by

buyers who do not qualify for conventional mortgage loans offered by traditional lending

institutional, for reasons of poor credit or an insufficient down payment. Land contracts are also

used when the seller is anxious to sell and the buyer is not given enough time to arrange for

conventional financing.

4. Mortgage lender

Mortgagee is the legal term for the mortgage lender. The main function of the mortgage is to

provide security to the lender. Given the large sum of money involved in financing a property, a

mortgage lender will usually want security for the loan that will provide a claim upon that

security and will take precedence over other creditors. A mortgage accomplishes this security.

The lender loans the money and registers the mortgage against the title to the property. The

borrower gives the lender the mortgage as security for the loan, receives the funds, makes the

required payments and maintains possession of the property. The borrower has the right to have

the mortgage discharged from the title once the debt is paid. If the mortgagor fails to repay the

loan according to the conditions set forth by the lender, then the mortgagee reserves the right to

foreclose on the property.
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5. Borrower

Mortgagor is the legal term for the borrower, who owes the obligation secured by the mortgage,

and may be multiple parties. Generally, the debtor must meet the conditions of the underlying

loan or other obligation and the conditions of the mortgage. Otherwise, the debtor usually runs

the risk of foreclosure of the mortgage by the creditor to recover the debt. Typically the debtors

will be the individual home-owners, landlords or businesses who are purchasing their property

by way of a loan.

Most buyers of real property would have difficulty saving enough money to make an outright

purchase of real estate. The use of debt increases a buyer's ability to buy through a combination

of down payment and debt. As a result a real estate transaction seldom occurs without borrowers

relying on borrowed funds.

6. Borrowing for investment purposes

Aside from the absence of large amount of available money, there are several reasons why an

investor (including a buyer of real estate) might borrow funds. Some of these include:

 To diversify investments and reduce overall risk by using only part of the available funds for any

one investment

 To invest the borrowed funds at a higher rate of interest (yield) than the borrowing rate; for

example, a sum is borrowed at an annual interest rate of 7% and used to invest in a project that

returns 10%

 To free up equity for other purposes; for example, a commercial enterprise may prefer to use

funds to purchase inventory or equipment instead of investing only in land and buildings.

 To obtain a tax benefit. In some countries (such as Canada), mortgage interest is not tax

deductible, but loans made for investment purposes are.

 Because of the complicated legal exchange, or conveyance, of the property, one or both of the

main participants are likely to require legal representation. The terminology varies with legal

jurisdiction.

 Because of the complex nature of many markets the debtor may approach a mortgage broker or

financial adviser to help them source an appropriate creditor, typically by finding the most

competitive loan.
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 The debt is, in civil law jurisdictions, referred to as hypothecation, which may make use of the

services of a hypothecary to assist in the hypothecation.

7. Legal aspects

There are essentially two types of legal mortgage.

Mortgage by demise

In a mortgage by demise, the creditor becomes the owner of the mortgaged property until

the loan is repaid in full (known as "redemption"). This kind of mortgage takes the form

of a conveyance of the property to the creditor, with a condition that the property will be

returned on redemption.

This is an older form of legal mortgage and is less common than a mortgage by legal

charge. In the UK, this type of mortgage is no longer available, by virtue of the Land

Registration Act 2002.

Mortgage by legal charge

In a mortgage by legal charge or technically "a charge by deed expressed to be by way of

legal mortgage", the debtor remains the legal owner of the property, but the creditor gains

sufficient rights over it to enable them to enforce their security, such as a right to take

possession of the property or sell it.

To protect the lender, a mortgage by legal charge is usually recorded in a public register.

Since mortgage debt is often the largest debt owed by the debtor, banks and other

mortgage lenders run title searches of the real property to make certain that there are no

mortgages already registered on the debtor's property which might have higher priority.

Tax liens, in some cases, will come ahead of mortgages. For this reason, if a borrower has

delinquent property taxes, the bank will often pay them to prevent the lienholder from

foreclosing and wiping out the mortgage.

This type of mortgage is common in the United States and, since the Law of Property Act

1925, it has been the usual form of mortgage in England and Wales.

In Scotland, the mortgage by legal charge is also known as standard security.

In Pakistan, the mortgage by legal charge is most common way used by banks to secure

the financing. It is also known as registered mortgage. After registration of legal charge,
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the bank's lien is recorded in the land register stating that the property is under mortgage

and cannot be sold without obtaining an NOC (No Objection Certificate) from the bank.

8. Equitable mortgage

In an equitable mortgage the lender is secured by taking possession of all the original title

documents of the property and by borrower's signing a Memorandum of Deposit of Title Deed

(MODTD). This document is an undertaking by the borrower that he/she has deposited the title

documents with the bank with his own wish and will, in order to secure the financing obtained

from the bank.

9. Foreclosure and non-recourse lending

In most jurisdictions, a lender may foreclose on the mortgaged property if certain conditions

principally, non-payment of the mortgage loan apply. Subject to local legal requirements, the

property may then be sold. Any amounts received from the sale (net of costs) are applied to the

original debt.

In some jurisdictions, mortgage loans are non-recourse loans: if the funds recouped from sale of

the mortgaged property are insufficient to cover the outstanding debt, the lender may not have

recourse to the borrower after foreclosure. In other jurisdictions, the borrower remains

responsible for any remaining debt, through a deficiency judgment.

Specific procedures for foreclosure and sale of the mortgaged property almost always apply, and

may be tightly regulated by the relevant government. In some jurisdictions, foreclosure and sale

can occur quite rapidly, while in others, foreclosure may take many months or even years. In

many countries, the ability of lenders to foreclose is extremely limited, and mortgage market

development has been notably slower.

At the start of 2008, 5.6% of all mortgages in the United States were delinquent. By the end of

the first quarter that rate had risen, encompassing 6.4% of residential properties. This number did

not include the 2.5% of homes in foreclosure.
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10. Mortgages in the United States

10.1 Types of mortgage instruments

Two types of mortgage instruments are commonly used in the United States: the

mortgage (sometimes called a mortgage deed) and the deed of trust.

10.1.1 The mortgage

In all but a few states, a mortgage creates a lien on the title to the mortgaged

property. Foreclosure of that lien almost always requires a judicial proceeding

declaring the debt to be due and in default and ordering a sale of the property to

pay the debt.

10.1.2 The deed of trust

The deed of trust is a deed by the borrower to a trustee for the purposes of

securing a debt. In most states, it also merely creates a lien on the title and not a

title transfer, regardless of its terms. It differs from a mortgage in that, in many

states, it can be foreclosed by a non-judicial sale held by the trustee. It is also

possible to foreclose them through a judicial proceeding.

Most "mortgages" in California are actually deeds of trust. The effective

difference is that the foreclosure process can be much faster for a deed of trust

than for a mortgage, on the order of 3 months rather than a year. Because the

foreclosure does not require actions by the court the transaction costs can be quite

a bit less.

Deeds of trust to secure repayments of debts should not be confused with trust

instruments that are sometimes called deeds of trust but that are used to create

trusts for other purposes, such as estate planning. Though there are superficial

similarities in the form, many states hold deeds of trust to secure repayment of

debts do not create true trust arrangements.

11. Mortgage lien priority

Except in those few states in the United States that adhere to the title theory of mortgages, either

a mortgage or a deed of trust will create a mortgage lien upon the title to the real property being
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mortgaged. The lien is said to "attach" to the title when the mortgage is signed by the mortgagor

and delivered to the mortgagee and the mortgagor receives the funds whose repayment the

mortgage secures. Subject to the requirements of the recording laws of the state in which the land

is located, this attachment establishes the priority of the mortgage lien with respect to most other

liens on the property's title. Liens that have attached to the title before the mortgage lien are said

to be senior to, or prior to, the mortgage lien. Those attaching afterward are said to be junior or

subordinate. The purpose of this priority is to establish the order in which lien holders are

entitled to foreclose their liens in an attempt to recover their debts. If there are multiple mortgage

liens on the title to a property and the loan secured by a first mortgage is paid off, the second

mortgage lien will move up in priority and become the new first mortgage lien on the title.

Documenting this new priority arrangement will require the release of the mortgage securing the

paid off loan.

12. Promissory Note

A promissory note, also referred to as a note payable in accounting, is a contract detailing the

terms of a promise by one party (the maker) to pay a sum of money to the other (the payee). The

obligation may arise from the repayment of a loan or from another form of debt. For example, in

the sale of a business, the purchase price might be a combination of an immediate cash payment

and payments against one or more promissory notes for the balance.

The terms of a note typically include the principal amount, the interest rate if any, and the

maturity date. Sometimes there will be provisions concerning the payee's rights in the event of a

default, which may include foreclosure of the maker's assets. Demand promissory notes are notes

that do not carry a specific maturity date, but are due on demand of the lender. Usually the lender

will only give the borrower a few days notice before the payment is due.

For loans between individuals, writing and signing a promissory note is often considered a good

idea for tax and recordkeeping reasons. A promissory note differs from an IOU in that the latter

is a simple acknowledgement of the existence of a debt owed, whereas a promissory note, as its

name implies, contains an affirmative undertaking to pay the amount stated.
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In the United States, a promissory note that meets certain conditions is a negotiable instrument

governed by Article 3 of the Uniform Commercial Code. Negotiable promissory notes are used

extensively in combination with mortgages in the financing of real estate transactions. Other uses

of promissory notes include the capitalization of corporate finances through the issuance and

transfer of commercial paper.

At various times in history, promissory notes have acted as a form of privately issued currency.

In many jurisdictions today, bearer negotiable promissory notes are illegal precisely because they

can act as an alternative currency. All Scottish banknotes are effectively standardized demand

promissory notes.

: The Interest Factor In Financing

Topic Objective:

At the end of the topic students will be able to:

 Understand Interest

 Understand Value OF Money

 Understand Calculations Value OF Money

 Understand Annuity

 Understand Types of interest

 Understand Composition of interest rates

 Understand Cumulative interest or return

 Understand Flat Rate Loans and the Rule of 78s:

Definition/Overview:

This topic introduces and illustrates the mathematics of compound interest in financial analysis.

Although this may be a review for many readers, a thorough understanding of this topic is

essential in real estate finance. The concepts and techniques introduced in This topic are used
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throughout the remainder of this text to solve a variety of problems encountered in real estate

finance. In the following two topics, we apply the mathematics of finance to the calculation of

mortgage payments and the effective cost of various alternative mortgage instruments. Later we

apply the mathematics of finance to the analysis of income property investments. This topic

illustrates the use of financial tables, interest factors, and how these tables and factors can be

found using a financial calculator. These tables are included to help the reader to understand the

process of compounding, discounting, and finding internal rates of return by using interest

factors. The tables are not necessary to solve any of the problems in the remainder of the book.

In fact, an alternative calculator solution is also provided for many of the problems. The interest

factor solutions are shown only so that the readers can see the mathematics behind the calculator

solutions. As we move toward more advanced material, it is assumed that readers can obtain the

solutions using a financial calculator or by using a spreadsheet program on a personal computer.

Key Points:

1. Interest

Interest is a fee, paid on borrowed capital. Assets lent include money, shares, consumer goods

through hire purchase, major assets such as aircraft, and even entire factories in finance lease

arrangements. The interest is calculated upon the value of the assets in the same manner as upon

money. Interest can be thought of as "rent on money". For example, if you want to borrow

money from the bank, there is a certain rate you have to pay according to how much you want

loaned to you. This is how banks make money.

The fee is compensation to the lender for foregoing other useful investments that could have

been made with the loaned money. Instead of the lender using the assets directly, they are

advanced to the borrower. The borrower then enjoys the benefit of using the assets ahead of the

effort required to obtain them, while the lender enjoys the benefit of the fee paid by the borrower

for the privilege. The amount lent, or the value of the assets lent, is called the principal. This

principal value is held by the borrower on credit. Interest is therefore the price of credit, not the

price of money as it is commonly - and mistakenly - believed to be. The percentage of the
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principal that is paid as a fee (the interest), over a certain period of time, is called the interest

rate.

2. Value OF Money

The time value of money is based on the premise that an investor prefers to receive a payment of

a fixed amount of money today, rather than an equal amount in the future, all else being equal. In

particular, if one received the payment today, one can then earn interest on the money until that

specified future date.

All of the standard calculations are based on the most basic formula, the present value of a future

sum, "discounted" to the present. For example, a sum of FV to be received in one year is

discounted (at the appropriate rate of r) to give a sum of PV at present.

Some standard calculations based on the time value of money are:

 Present Value (PV) of an amount that will be received in the future.

 Present Value of a Annuity (PVA) is the present value of a stream of (equally-sized) future

payments, such as a mortgage.

 Present Value of a Perpetuity is the value of a regular stream of payments that lasts "forever", or

at least indefinitely.

 Future Value (FV) of an amount invested (such as in a deposit account) now at a given rate of

interest.

 Future Value of an Annuity (FVA) is the future value of a stream of payments (annuity),

assuming the payments are invested at a given rate of interest.

3. Calculations Value OF Money

There are several basic equations that represent the equalities listed above. The solutions may be

found using (in most cases) the formulas, a financial calculator or a spreadsheet. The formulas

are programmed into most financial calculators and several spreadsheet functions (such as PV,

FV, RATE, NPER, and PMT).

For any of the equations below, the formulae may also be rearranged to determine one of the

other unknowns. In the case of the standard annuity formula, however, there is no closed-form
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algebraic solution for the interest rate (although financial calculators and spreadsheet programs

can readily determine solutions through rapid trial and error algorithms).

These equations are frequently combined for particular uses. For example, bonds can be readily

priced using these equations. A typical coupon bond is composed of two types of payments: a

stream of coupon payments similar to an annuity, and a lump-sum return of capital at the end of

the bond's maturity - that is, a future payment. The two formulas can be combined to determine

the present value of the bond.

An important note is that the interest rate i is the interest rate for the relevant period. For an

annuity that makes one payment per year, i will be the annual interest rate. For an income or

payment stream with a different payment schedule, the interest rate must be converted into the

relevant periodic interest rate, For example, a monthly rate for a mortgage with monthly

payments requires that the interest rate be divided by 12

The rate of return in the calculations can be either the variable solved for, or a predefined

variable that measures a discount rate, interest, inflation, rate of return, cost of equity, cost of

debt or any number of other analogous concepts. The choice of the appropriate rate is critical to

the exercise, and the use of an incorrect discount rate will make the results meaningless.

For calculations involving annuities, you must decide whether the payments are made at the end

of each period (known as an ordinary annuity), or at the beginning of each period (known as an

annuity due). If you are using a financial calculator or a spreadsheet, you can usually set it for

either calculation. The following formulas are for an ordinary annuity. If you want the answer for

the Present Value of an annuity due simply multiply the PV of an ordinary annuity by (1 + i).

 Future value measures the nominal future sum of money that a given sum of money is "worth" at

a specified time in the future assuming a certain interest rate; this value does not include

corrections for inflation or other factors that affect the true value of money in the future. This is

used in time value of money calculations.

To determine future value (FV) using simple interest (i.e., without compounding):
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Where PV is the present value or principal, t is the time in years, and r stands for the per annum

interest rate. Simple interest is rarely used, as compounding is considered more meaningful.

To determine future value using compound interest:

Where PV is the present value, n is the number of compounding periods, and i is the interest rate

per period. In this usage, i is the interest rate per period, not the annual interest rate. To convert

an interest rate from one compounding basis to another compounding basis (between different

periodic interest rates), the following formula applies:

Where i1 is the periodic interest rate with compounding frequency n1 and i2 is the periodic

interest rate with compounding frequency n2.

If the compounding frequency is annual, n will be 1, and to get the annual interest rate (which

may be referred to as the effective interest rate, or the Annual percentage rate), the formula can

be simplified to:

Where r is the annual rate, i the periodic rate, and n the number of compounding periods per

year.

For example, What is the future value of 1 money unit in one year, given 10% interest? The

number of time periods is 1, the discount rate is 0.10, the present value is 1 unit, and the answer

is 1.10 units. Note that this does not mean that the holder of 1.00 unit will automatically have

1.10 units in one year, it means that having 1.00 unit now is the equivalent of having 1.10 units

in one year.

These problems become more complex as you account for more variables. For example, when

accounting for annuities (annual payments), there is no simple PV to plug into the equation.

Either the PV must be calculated first, or a more complex annuity equation must be used.
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Another complication is when the interest rate is applied multiple times per period. For example,

suppose the 10% interest rate in the earlier example is compounded twice a year (semi-annually).

Compounding means that each successive application of the interest rate applies to all of the

previously accumulated amount, so instead of getting 0.05 each 6 months, you have to figure out

the true annual interest rate, which in this case would be 1.1025 (you divide the 10% by two to

get 5%, then apply it twice: 1.052.) This 1.1025 represents the original amount 1.00 plus 0.05 in

6 months to make a total of 1.05, and get the same rate of interest on that 1.05 for the remaining

6 months of the year. The second six month period returns more than the first six months because

the interest rate applies to the accumulated interest as well as the original amount.

This formula gives the Future Value of an ordinary annuity (assuming compound interest):

where r = interest rate; n = number of periods.

4. 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.
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m = the number of periods per year.

i = the interest rate per period.

n = the number of periods.

Note:

n = tm

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).
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5. Types of interest

5.1 Simple interest

Simple Interest is calculated only on the principal, or on that portion of the principal

which remains unpaid.

The amount of simple interest is calculated according to the following formula:

where r is the period interest rate (I/n), B0 the initial balance and n the number of time

periods elapsed.

To calculate the period interest rate r, one divides the interest rate I by the number of

periods n.

For example, imagine that a credit card holder has an outstanding balance of $2500 and

that the simple interest rate is 12.99% per annum. The interest added at the end of 3

months would be,

and he would have to pay $2581.19 to pay off the balance at this point.

If instead he makes interest-only payments for each of those 3 months at the period rate r,

the amount of interest paid would be,

His balance at the end of 3 months would still be $2500.

In this case, the time value of money is not factored in. The steady payments have an

additional cost that needs to be considered when comparing loans. For example, given a

$100 principal:Credit card debt where $1/day is charged: 1/100 = 1%/day = 7%/week =

365%/year.

o Corporate bond where the first $3 are due after six months, and the second $3 are due at the

year's end: (3+3)/100 = 6%/year.

o Certificate of deposit (GIC) where $6 is paid at the year's end: 6/100 = 6%/year.

There are two complications involved when comparing different simple interest bearing offers.
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o When rates are the same but the periods are different a direct comparison is inaccurate because

of the time value of money. Paying $3 every six months costs more than $6 paid at year end so,

the 6% bond cannot be 'equated' to the 6% GIC.

o When interest is due, but not paid, does it remain 'interest payable', like the bond's $3 payment

after six months or, will it be added to the balance due? In the latter case it is no longer simple

interest, but compound interest.

5.2 Compound interest

Compound interest is very similar to simple interest, however, as time goes on the

difference becomes considerably larger. The conceptual difference is that unpaid interest

is added to the balance due. Put another way, the borrower is charged interest on previous

interest charges. Assuming that no part of the principal or subsequent interest has been

paid, the debt is calculated by the following formulas:

where Icomp is the compound interest, B0 the initial balance, Bn the balance after n

months and r the period rate.

For example, if the credit card holder above chose not to make any payments, the interest

would accumulate

So, at the end of 3 months the credit card holder's balance would be $2582.07 and he would now

have to pay $82.07 to get it down to the initial balance. Simple interest is approximately the

same as compound interest over short periods of time so, more frequent payments is the better

payment strategy.

A problem with compound interest is that the resulting obligation can be difficult to interpret. To

simplify this problem, a common convention in economics is to disclose the interest rate as

though the term were one year, with annual compounding, yielding the effective interest rate.
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However, interest rates in lending are often quoted as nominal interest rates (i.e., compounding

interest uncorrected for the frequency of compounding). The discussion at compound interest

shows how to convert to and from the different measures of interest.

Loans often include various non-interest charges and fees. One example are points on a mortgage

loan in the United States. When such fees are present, lenders are regularly required to provide

information on the 'true' cost of finance, often expressed as an annual percentage rate (APR). The

APR attempts to express the total cost of a loan as an interest rate after including the additional

fees and expenses, although details may vary by jurisdiction.

In economics, continuous compounding is often used due to its particular mathematical

properties.

5.3 Fixed and floating rates

Commercial loans generally use compound interest, but they may not always have a

single interest rate over the life of the loan. Loans for which the interest rate does not

change are referred to as fixed rate loans. Loans may also have a changeable rate over the

life of the loan based on some reference rate (such as LIBOR and EURIBOR), usually

plus (or minus) a fixed margin. These are known as floating rate, variable rate or

adjustable rate loans.

Combinations of fixed-rate and floating-rate loans are possible and frequently used. Less

frequently, loans may have different interest rates applied over the life of the loan, where

the changes to the interest rate are governed by specific criteria other than an underlying

interest rate. An example would be a loan that uses specific periods of time to dictate

specific changes in the rate, such as a rate of 5% in the first year, 6% in the second, and

7% in the third.

6. 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
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statement, etc). Nominal interest is composed by the real interest rate plus inflation, among other

factors. A simple formula for the nominal interest is:

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.

7. Cumulative interest or return

Cumulative interest/return: This calculation is (FV/PV)-1. It ignores the 'per year' convention and

assumes compounding at every payment date. It is usually used to compare two long term

opportunities.

Other conventions and uses

 Other exceptions:

o US and Canadian T-Bills (short term Government debt) have a different convention. Their

interest is calculated as (100-P)/P where 'P' is the price paid. Instead of normalizing it to a year,
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the interest is prorated by the number of days 't': (365/t)*100. The total calculation is ((100-

P)/P)*((365/t)*100). This is equivalent to calculating the price by a process called discounting at

a simple interest rate.

o Corporate Bonds are most frequently payable twice yearly. The amount of interest paid is the

simple interest disclosed divided by two (multiplied by the face value of debt).

8. Flat Rate Loans and the Rule of 78s:

Some consumer loans have been structured as flat rate loans, with the loan outstanding

determined by allocating the total interest across the term of the loan by using the "Rule of 78s"

or "Sum of digits" method. Seventy-eight is the sum of the numbers 1 through 12, inclusive. The

practice enabled quick calculations of interest in the pre-computer days. In a loan with interest

calculated per the Rule of 78s, the total interest over the life of the loan is calculated as either

simple or compound interest and amounts to the same as either of the above methods. Payments

remain constant over the life of the loan; however, payments are allocated to interest in

progressively smaller amounts. In a one-year loan, in the first month, 12/78 of all interest owed

over the life of the loan is due; in the second month, 11/78; progressing to the twelfth month

where only 1/78 of all interest is due. The practical effect of the Rule of 78s is to make early pay-

offs of term loans more expensive. For a one year loan, approximately 3/4 of all interest due is

collected by the sixth month, and pay-off of the principal then will cause the effective interest

rate to be much higher than the APY used to calculate the payments.

In 1992, the United States outlawed the use of "Rule of 78s" interest in connection with

mortgage refinancing and other consumer loans over five years in term. Certain other

jurisdictions have outlawed application of the Rule of 78s in certain types of loans, particularly

consumer loans.

Rule of 72: The "Rule of 72" is a "quick and dirty" method for finding out how fast money

doubles for a given interest rate. For example, if you have an interest rate of 6%, it will take 72/6

or 12 years for your money to double, compounding at 6%. This is an approximation that starts

to break down above 10%.
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Example/Case Study:

1. Present value of an annuity solving for the payment amount

Consider a 10 year mortgage where the principal amount P is $200,000 and the annual interest

rate is 6%.

The number of monthly payments is

and the monthly interest rate is

The annuity formula for (A/P) calculates the monthly payment:

: Fixed Rate Mortgage Loans

Topic Objective:

At the end of the topic students will be able to:

 To understand the negative real interest rates

 To understand the mortgage loan types

 To understand the repaying the capital

Definition/Overview:

In This topic, we discuss various approaches to pricing and structuring fixed interest rate

mortgage loans. We see that the price or interest rate on the loan depends on a number of factors,
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including various types of risk that affect mortgage lenders. It is important to keep these risk

factors in mind as we consider future topics dealing with alternative mortgage instruments which

are often designed in ways that alter risk characteristics. Although the focus of This topic centers

on residential mortgages, the concepts and calculations are equally important for commercial

mortgages, which also are discussed in later topics. We will find that the riskiness of the

mortgage is also a factor in the risk and expected rate of return for investors in real estate income

properties.

A mortgage loan is a loan secured by real property through the use of a mortgage (a legal

instrument). However, the word mortgage alone, in everyday usage, is most often used to mean

mortgage loan.

A home buyer or builder can obtain financing (a loan) either to purchase or secure against the

property from a financial institution, such as a bank, either directly or indirectly through

intermediaries. Features of mortgage loans such as the size of the loan, maturity of the loan,

interest rate, method of paying off the loan, and other characteristics can vary considerably.

A reverse mortgage (known as lifetime mortgage in the United Kingdom) is a loan available to

seniors (62 and older in the United States), and is used to release the home equity in the property

as one lump sum or multiple payments. The homeowner's obligation to repay the loan is deferred

until the owner dies, the home is sold, or the owner leaves (e.g., into aged care).

In a typical mortgage the homeowner makes a monthly amortized payment to the lender; after

each payment the equity increases within his or her property, and typically after the end of the

term (e.g., 30 years) the mortgage has been paid in full and the property is released from the

lender. In a reverse mortgage, the home owner makes no payments and all interest is added to the

lien on the property. If the owner receives monthly payments, or a bulk payment of the available

equity percentage for their age, then the debt on the property increases each month.

If a property has increased in value after a reverse mortgage is taken out, it is possible to acquire

a second (or third) reverse mortgage over the increased equity in the home. But in certain
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countries (including the United States), a reverse mortgage must be the first and only mortgage

on the property.

The "real interest rate" is the nominal interest rate minus the inflation rate. Since the inflation

rate over the course of a loan is not known initially, volatility in inflation represents a risk to both

the lender and the borrower.

Key Points:

1. Negative real interest rates

The real interest rate represents a combination of the inflation and interest rate.

If there is a negative real interest rate, it means that inflation is more than the interest. Suppose if

the Federal funds rate is 2% and the inflation rate is 10%, then it means that the borrower would

gain 8.18% of every dollar borrowed.

Obviously, this would lead to commodity speculation and business cycles, as the borrower can

profit from the interest.

2. Mortgage loan types

There are many types of mortgages used worldwide, but several factors broadly define the

characteristics of the mortgage. All of these may be subject to local regulation and legal

requirements.

 Interest: interest may be fixed for the life of the loan or variable, and change at certain pre-

defined periods; the interest rate can also, of course, be higher or lower.
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 Term: mortgage loans generally have a maximum term, that is, the number of years after which

an amortizing loan will be repaid. Some mortgage loans may have no amortization, or require

full repayment of any remaining balance at a certain date, or even negative amortization.

 Payment amount and frequency: the amount paid per period and the frequency of payments; in

some cases, the amount paid per period may change or the borrower may have the option to

increase or decrease the amount paid.

 Prepayment: some types of mortgages may limit or restrict prepayment of all or a portion of the

loan, or require payment of a penalty to the lender for prepayment.

The two basic types of amortized loans are the fixed rate mortgage (FRM) and adjustable rate

mortgage (ARM) (also known as a floating rate or variable rate mortgage). In many countries,

floating rate mortgages are the norm and will simply be referred to as mortgages; in the United

States, fixed rate mortgages are typically considered "standard." Combinations of fixed and

floating rate are also common, whereby a mortgage loan will have a fixed rate for some period,

and vary after the end of that period.

3. Repaying the capital

There are various ways to repay a mortgage loan; repayment depends on locality, tax laws and

prevailing culture.

3.1 Capital and interest

The most common way to repay a loan is to make regular payments of the capital (also

called principal) and interest over a set term. This is commonly referred to as (self)

amortization in the U.S. and as a repayment mortgage in the UK. A mortgage is a form of

annuity (from the perspective of the lender), and the calculation of the periodic payments

is based on the time value of money formulas. Certain details may be specific to different

locations: interest may be calculated on the basis of a 360-day year, for example; interest

may be compounded daily, yearly, or semi-annually; prepayment penalties may apply;

and other factors. There may be legal restrictions on certain matters, and consumer

protection laws may specify or prohibit certain practices.
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Depending on the size of the loan and the prevailing practice in the country the term may

be short (10 years) or long (50 years plus). In the UK and U.S., 25 to 30 years is the usual

maximum term (although shorter periods, such as 15-year mortgage loans, are common).

Mortgage payments, which are typically made monthly, contain a capital (repayment of

the principal) and an interest element. The amount of capital included in each payment

varies throughout the term of the mortgage. In the early years the repayments are largely

interest and a small part capital. Towards the end of the mortgage the payments are

mostly capital and a smaller portion interest. In this way the payment amount determined

at outset is calculated to ensure the loan is repaid at a specified date in the future. This

gives borrowers assurance that by maintaining repayment the loan will be cleared at a

specified date, if the interest rate does not change.

3.2 Interest only

The main alternative to capital and interest mortgage is an interest only mortgage, where

the capital is not repaid throughout the term. This type of mortgage is common in the UK,

especially when associated with a regular investment plan. With this arrangement regular

contributions are made to a separate investment plan designed to build up a lump sum to

repay the mortgage at maturity. This type of arrangement is called an investment-backed

mortgage or is often related to the type of plan used: endowment mortgage if an

endowment policy is used, similarly a Personal Equity Plan (PEP) mortgage, Individual

Savings Account (ISA) mortgage or pension mortgage. Historically, investment-backed

mortgages offered various tax advantages over repayment mortgages, although this is no

longer the case in the UK. Investment-backed mortgages are seen as higher risk as they

are dependent on the investment making sufficient return to clear the debt.

Until recently it was not uncommon for interest only mortgages to be arranged without a

repayment vehicle, with the borrower gambling that the property market will rise
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sufficiently for the loan to be repaid by trading down at retirement (or when rent on the

property and inflation combine to surpass the interest rate).

3.3 No capital or interest

For older borrowers (typically in retirement), it may be possible to arrange a mortgage

where neither the capital nor interest is repaid. The interest is rolled up with the capital,

increasing the debt each year. These arrangements are variously called reverse

mortgages, lifetime mortgages or equity release mortgages, depending on the country.

The loans are typically not repaid until the borrowers die, hence the age restriction. For

further details, see equity release.

3.4 Interest and partial capital

In the U.S. a partial amortization or balloon loan is one where the amount of monthly

payments due are calculated (amortized) over a certain term, but the outstanding capital

balance is due at some point short of that term. In the UK, a part repayment mortgage is

quite common, especially where the original mortgage was investment-backed and on

moving house further borrowing is arranged on a capital and interest (repayment) basis.

: Adjustable Rate Mortgages

Topic Objective:

At the end of the topic students will be able to:

 To understand the Adjustable Rate Mortgages (ARM)

 To understand the Basic features of ARMs

 To understand the limitations on charges (caps)

 To understand the reasons for arms

 To understand the arm variants

 To understand the terminology

 To understand the loan caps
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 To understand the popularity

 To understand the pricing

 To understand the prepayment

Definition/Overview:

This topic will show how mortgage loan terms can be modified to incorporate variable interest

rates. Loans with adjustable interest rates become necessary from time to time, depending on the

rate of economic expansion and expected rates of inflation. In many situations, when the

expected rate of inflation accelerates and becomes more uncertain, questions arise as to whether

borrowers or lenders will bear the risk of future interest rate changes. During these times, fixed

interest rate lending becomes very costly to borrowers because fixed interest rates and mortgage

payments increase at a greater rate than borrower incomes. This imbalance between loan

payments and borrower incomes motivates both borrowers and lenders to seek ways to modify

loan agreements so that real estate purchases can be financed at loan payment levels that are

commensurate with current borrower incomes. ARM loans provide one solution to the imbalance

problem. Through a variety of options, including the benchmark index chosen for ARM interest

rates, the volatility of the index, frequency of payment adjustment, annual and over-the-loan life

interest rate caps, and negative amortization and other features, lenders and borrowers can

negotiate loans and payment structures that result in interest rate risk-sharing agreements that are

satisfactory to all parties.

An adjustable rate mortgage (ARM) is a mortgage loan where the interest rate on the note is

periodically adjusted based on a variety of indices. Among the most common indices are the

rates on 1-year constant-maturity Treasury (CMT) securities, the Cost of Funds Index (COFI),

and the London Interbank Offered Rate (LIBOR). A few lenders use their own cost of funds as

an index, rather than using other indices. This is done to ensure a steady margin for the lender,

whose own cost of funding will usually be related to the index. Consequently, payments made by

the borrower may change over time with the changing interest rate (alternatively, the term of the
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loan may change). This is not to be confused with the graduated payment mortage, which offers

changing payment amounts but a fixed interest rate. Other forms of mortgage loan include the

interest only mortgage, the fixed rate mortgage, the negative amortization mortgage, and the

balloon payment mortgage. Adjustable rates transfer part of the interest rate risk from the lender

to the borrower. They can be used where unpredictable interest rates make fixed rate loans

difficult to obtain. The borrower benefits if the interest rate falls and loses out if interest rates

rise.

Adjustable rate mortgages are characterized by their index and limitations on charges (caps). In

many countries, adjustable rate mortgages are the norm, and in such places, may simply be

referred to as mortgages.

Key Points:

1. Adjustable Rate Mortgages (ARM)

2. An adjustable rate mortgage (ARM) is a mortgage loan where the interest rate on the note is

periodically adjusted based on a variety of indices. Among the most common indices are

the rates on 1-year constant-maturity Treasury (CMT) securities, the Cost of Funds Index

(COFI), and the London Interbank Offered Rate (LIBOR). A few lenders use their own

cost of funds as an index, rather than using other indices. This is done to ensure a steady

margin for the lender, whose own cost of funding will usually be related to the index.

Consequently, payments made by the borrower may change over time with the changing

interest rate (alternatively, the term of the loan may change). This is not to be confused

with the graduated payment mortgage, which offers changing payment amounts but a

fixed interest rate. Other forms of mortgage loan include the interest only mortgage, the

fixed rate mortgage, the negative amortization mortgage, and the balloon payment

mortgage. Adjustable rates transfer part of the interest rate risk from the lender to the

borrower. They can be used where unpredictable interest rates make fixed rate loans
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difficult to obtain. The borrower benefits if the interest rate falls and loses out if interest

rates rise.

3. Basic features of ARMs

The most important basic features of ARMs are:

 Initial interest rate. This is the beginning interest rate on an ARM.

 The adjustment period. This is the length of time that the interest rate or loan period on an ARM

is scheduled to remain unchanged. The rate is reset at the end of this period, and the monthly

loan payment is recalculated.

 The index rate. Most lenders tie ARM interest rates changes to changes in an index rate. Lenders

base ARM rates on a variety of indices, the most common being rates on one-, three-, or five-

year Treasury securities. Another common index is the national or regional average cost of funds

to savings and loan associations.

 The margin. This is the percentage points that lenders add to the index rate to determine the

ARM's interest rate.

 Interest rate caps. These are the limits on how much the interest rate or the monthly payment can

be changed at the end of each adjustment period or over the life of the loan.

 Initial discounts. These are interest rate concessions, often used as promotional aids, offered the

first year or more of a loan. They reduce the interest rate below the prevailing rate (the index

plus the margin).

 Negative amortization. This means the mortgage balance is increasing. This occurs whenever the

monthly mortgage payments are not large enough to pay all the interest due on the mortgage.

This may be caused by the payment cap contained in the ARM when are high enough that the

principal plus interest payment is greater than the payment cap.

 Conversion. The agreement with the lender may have a clause that allows the buyer to convert

the ARM to a fixed-rate mortgage at designated times.

 Prepayment. Some agreements may require the buyer to pay special fees or penalties if the ARM

is paid off early. Prepayment terms are sometimes negotiable.
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4. Limitations on charges (caps)

Any mortgage where payments made by the borrower may increase over time brings with it the

risk of financial hardship to the borrower. To limit this risk, limitations on chargesknown as caps

in the industryare a common feature of adjustable rate mortgages. Caps typically apply to three

characteristics of the mortgage:

 frequency of the interest rate change

 periodic change in interest rate

 total change in interest rate over the life of the loan, sometimes called life cap

 For example, a given ARM might have the following types of caps:

Interest rate adjustment caps:

 interest adjustments made every 6 months, typically 1% per adjustment, 2% total per year

 interest adjustments made only once a year, typically 2% maximum

 interest rate may adjust no more than 1% in a year

Mortgage payment adjustment caps:

 maximum mortgage payment adjustments, usually 7.5% annually on pay-option/negative

amortization loans

Life of loan interest rate adjustment caps:

 total interest rate adjustment limited to 5% or 6% for the life of the loan.

Caps on the periodic change in interest rate may be broken up into one limit on the first periodic

change and a separate limit on subsequent periodic change, for example 5% on the initial

adjustment and 2% on subsequent adjustments.

Although uncommon, a cap may limit the maximum monthly payment in absolute terms (for

example, $1000 a month), rather than in relative terms.

ARMs that allow negative amortization will typically have payment adjustments that occur less

frequently than the interest rate adjustment. For example, the interest rate may be adjusted every

month, but the payment amount only once every 12 months.

Cap structure is sometimes expressed as initial adjustment cap / subsequent adjustment cap / life

cap, for example 2/2/5 for a loan with a 2% cap on the initial adjustment, a 2% cap on

subsequent adjustments, and a 5% cap on total interest rate adjustments. When only two values
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are given, this indicates that the initial change cap and periodic cap are the same. For example, a

2/2/5 cap structure may sometimes be written simply 2/5.

5. Reasons for ARMs

ARMs generally permit borrowers to lower their initial payments if they are willing to assume

the risk of interest rate changes. In many countries, banks or similar financial institutions are the

primary originators of mortgages. For banks that are funded from customer deposits, the

customer deposits will typically have much shorter terms than residential mortgages. If a bank

were to offer large volumes of mortgages at fixed rates but to derive most of its funding from

deposits (or other short-term sources of funds), the bank would have an asset-liability mismatch:

in this case, it would be running the risk that the interest income from its mortgage portfolio

would be less than it needed to pay its depositors. In the United States, some argue that the

savings and loan crisis was in part caused by this problem, that the savings and loans companies

had short-term deposits and long-term, fixed rate mortgages, and were caught when Paul Volcker

raised interest rates in the early 1980s. Therefore, banks and other financial institutions offer

adjustable rate mortgages because it reduces risk and matches their sources of funding.

Banking regulators pay close attention to asset-liability mismatches to avoid such problems, and

place tight restrictions on the amount of long-term fixed-rate mortgages that banks may hold (in

relation to their other assets). To reduce this risk, many mortgage originators will sell many of

their mortgages, particularly the mortgages with fixed rates.

For the borrower, adjustable rate mortgages may be less expensive, but at the price of bearing

higher risk. Many ARMs have "teaser periods," which are relatively short initial fixed-rate

periods (typically one month to one year) when the ARM bears an interest rate that is

substantially below the "fully indexed" rate. The teaser period may induce some borrowers to

view an ARM as more of a bargain than it really represents. A low teaser rate predisposes an

ARM to sustain above-average payment increases.

6. ARM Variants

5.1 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
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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.

5.2 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.

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
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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.

7. Terminology

 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.

 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.
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 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.

8. 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.

7.1 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.

7.2 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

7.3 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
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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.

o Home Equity Lines of Credit HELOC

9. Popularity

Variable rate mortgages are the most common form of loan for house purchase in the United

Kingdom and Canada but are unpopular in some other countries. Variable rate mortgages are

very common in Australia and New Zealand. In some countries, true fixed-rate mortgages are not

available except for shorter-term loans; 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 many countries, it is not feasible for banks to borrow at fixed rates for very long terms; in

these cases, the only feasible type of mortgage for banks to offer may be adjustable rate

mortgages (barring some form of government intervention).

For those who plan to move within a relatively short period of time (three to seven years), they

are attractive because they often include a lower, fixed rate of interest for the first three, five, or

seven years of the loan, after which the interest rate fluctuates.
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10. Pricing

Adjustable rate mortgages are typically, but not always, less expensive than fixed-rate

mortgages. Due to the inherent interest rate risk, long-term fixed rates will tend to be higher than

short-term rates (which are the basis for variable-rate loans and mortgages). 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 an adjustable rate mortgage has a lower starting interest rate does not indicate what

the future cost of borrowing will be (when rates change). If rates rise, the cost will be higher; if

rates go down, the rate will be lower. In effect, the borrower has agreed to take the interest rate

risk. Some studies have shown that on average, the majority of borrowers with adjustable rate

mortgages save money in the long term; but they have also demonstrated that some borrowers

pay more. The price of potentially saving money, in other words, is balanced by the risk of

potentially higher costs.

11. Prepayment

Adjustable 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.
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In Section 2 of this course you will cover these topics:
Residential Financial Analysis

Single Family Housing: Pricing, Investment, And Tax Considerations

Underwriting And Financing Residential Properties

Introduction To Income-Producing Properties: Leases, Rents, And The Market For
Space

Valuation Of Income Properties: Appraisal And The Market For Capital

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.

: Residential Financial Analysis

Topic Objective:

At the end of the topic students will be able to:

 To understand the Refinancing

 To understand the Risks

 To understand the Points

 To understand the Types Residential Financial Analysis

Definition/Overview:

This topic illustrates a number of problems concerning residential financing situations that

borrowers and lenders might face. In today's era of creative financing, many other examples

could be discussed. However, we have chosen examples that illustrate the main concepts and

approaches to solving important problems. These can be applied to other situations that you

might want to analyze. Thus, This topic should be viewed as introducing various tools that can

be used to handle other types of residential financing problems.
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To keep our analysis as straightforward as possible and focus on the key new concepts we want

to introduce, we use fixed rate mortgages in all our examples in This topic. However, the

analyses also apply to other types of mortgages.

Although we analyze only residential financing problems in This topic, all of the concepts apply

equally to the analysis of income-producing or investment real estate. Thus, in later topics that

deal with income property, we will again refer to many of the concepts introduced here.

Real estate pricing deals with the valuation (finance) and there are three main methods:

appraisals with comparable properties, capitalization rate comparisons with similar income

producing properties, and discounted present value of expected future cash flows.

After realty prices are estimated, recorded or otherwise reported, there remain two major ways in

which aggregate home prices are reported: median and mean (average). Prices are also calculated

by square foot, using both the mean and median price. Real estate prices have had a profound

impact on urban, as well as the suburban and rural landscape. The most important government

measurement of home prices in the United States is the house price index. Median house prices

are reported for metro areas and regions of the country by the private National Association of

Realtors.

Refinancing refers to the replacement of an existing debt obligation with a debt obligation

bearing different terms. The most common consumer refinancing is for a home mortgage.

Key Points:

1. Refinancing

Refinancing may be undertaken to reduce interest costs (by refinancing at a lower rate), to

extend the repayment time, to pay off other debts, to reduce one's periodic payment obligations
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(sometimes by taking a longer-term loan), to reduce or alter risk (such as by refinancing from a

variable-rate to a fixed-rate loan), and/or to raise cash for investment, consumption, or the

payment of a dividend.

In essence, refinancing can alter the monthly payments owed on the loan either by changing the

loan's interest rate, or by altering the term to maturity of the loan. More favourable lending

conditions may reduce overall borrowing costs. Refinancing is used in most cases to improve

overall cash flow

Another use of refinancing is to reduce the risk associated with an existing loan. Interest rates on

adjustable-rate loans and mortgages shift up and down based on the movements of the various

indices used to calculate them. By refinancing an adjustable-rate mortgage into a fixed-rate one,

the risk of interest rates increasing dramatically is removed, thus ensuring a steady interest rate

over time. This flexibility comes at a price as lenders typically charge a risk premium for fixed

rate loans.

In the context of personal (as opposed to corporate) finance, refinancing a loan or a series of

debts can assist in paying off high-interest debt such as credit card debt, with lower-interest debt

such as that of a fixed-rate home mortgage. This can allow a lender to reduce borrowing costs by

more closely aligning the cost of borrowing with the general creditworthiness and collateral

security available from the borrower. For home mortgages, in the United States, there may be

certain tax advantages available with refinancing, particularly if one does not pay Alternative

Minimum Tax.

2. Risks

Most fixed-term debt contains penalty clauses (known as "call provisions") that are triggered by

an early payment of the loan, either in its entirety or a specified portion. In addition, there are

also closing and transaction fees typically associated with refinancing debt. In some cases, these

fees may outweigh any savings generated through refinancing the loan itself. Typically, one only

rationally considers refinancing if the potential for a substantial cost savings exists, or if there is

a need to extend the loan due to weak cash flow or other non-recurring commitments. In addition

some refinanced loans, while having lower initial payments, may result in larger total interest
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costs over the life of the loan, or expose the borrower to greater risks than the existing loan,

depending on the type of loan used to refinance the existing debt. Calculating the up-front,

ongoing, and potentially variable costs of refinancing is an important part of the decision on

whether or not to refinance.

3. Points

Refinancing lenders often require an upfront payment of a certain percentage of the total loan

amount as part of the process of refinancing debt. Typically, this amount is expressed in "points"

(also sometimes called "premiums"), with each "point" being equivalent to 1% of the total loan

amount. Therefore, if the refinance option selected involves paying three points, then the

borrower will need to pay 3% of the total loan amount upfront. Most refinancing lenders offer a

variety of combinations of points and interest rates. Paying more points typically allows one to

get a lower interest rate than one would be capable of getting if one paid fewer or no points.

Alternately, some lenders will offer to finance parts of the loan themselves, thus generating so-

called "negative points" (also called discounts).

The decision of whether or not to pay points, and how many points to pay, should be taken in

consideration of the fact that with points, one tends to trade a higher upfront cost in exchange for

a lower monthly premium later on. Points can be paid out of the cash saved by refinancing the

loan in the first place.

4. Types Residential Financial Analysis

4.1 No-Closing Cost

Borrowers with this type of refinancing typically pay few upfront fees to get the new

mortgage loan. In fact as long as the prevailing market rate is lower than your existing

rate by 1.5 percentage point or more, it is financially beneficial to refinance because there

is little or no cost in doing so.

However, what most lenders fail to disclose is that the money you save upfront is being

collected on the back through what's called yield spread premium (YSP). Yield spread

premiums are the cash that a mortgage company receives for steering a borrower into a

home loan with a higher interest rate. The latter will even eventually lead to borrower's

overpaying.

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

47
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



4.2 Cash-Out

This type of refinance may not help lower the monthly payment or shorter mortgage

periods. It can be used for home improvement, credit card and other debt consolidation if

the borrower qualifies with their current home equity; they can refinance with a loan

amount larger than their current mortgage and keep the cash difference.

: Single Family Housing: Pricing, Investment, And Tax Considerations

Topic Objective:

At the end of the topic students will be able to:

 To understand the Homeownership

 To understand the Government policy

 To understand the Race

 To understand the Type of household

 To understand the Income

Definition/Overview:

Students will have a general understanding of the determinants of house prices and appraisal

procedures used for residential mortgage lending upon finishing This topic. We provide

techniques for determining the appreciation rates in house prices and on equity, as well as federal

income tax treatment for homeowners and comparisons with the cost of renting. We also review

the three approaches used by appraisers to estimate the market value of residential properties.

Various issues involving housing bubbles and investing in distressed properties will be

discussed. Lenders and investors should be familiar with these concepts and with the

assumptions made by each and effects on value.
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The homeownership rate in the United States in 2005 remained similar to that in other post-

industrial nations with 68.9% of all occupied housing units being occupied by the unit's owner.

Home ownership rates vary depending on demographic characteristics of households such as

ethnicity, race, type of household as well as location and type of settlement. Since 1960, the

homeownership rate in the United States has remained relatively stable having increased 10.9%

since 1960 when 62.1% of American households owned their own home. Homeownership was

most common in rural areas and suburbs with three quarters of suburban households being

homeowners. Among the country's regions the Midwestern states had the highest

homeownership rate with the Western states having the lowest. Homeowners in the United States

also tend to have higher incomes and households residing in their own home were more likely to

be families (as opposed to individuals) than were their tenant counterparts. Among racial

demographics, European Americans had the country's highest homeownership rate, while those

identifying as being Hispanic or Latino had the lowest homeownership rate.

Key Points:

1. Homeownership

The homeownership rate in the United States in 2005 remained similar to that in other post-

industrial nations with 68.9% of all occupied housing units being occupied by the unit's owner.

Home ownership rates vary depending on demographic characteristics of households such as

ethnicity, race, type of household as well as location and type of settlement. Since 1960, the

homeownership rate in the United States has remained relatively stable having increased 6.8%

since 1960 when 62.1% of American households owned their own home. However, homeowner

equity has fallen steadily since WWII and is now less than 50% of the value of homes on

average. Homeownership was most common in rural areas and suburbs with three quarters of

suburban households being homeowners. Among the country's regions the Midwestern states had

the highest homeownership rate with the Western states having the lowest. Homeowners in the

United States also tend to have higher incomes and households residing in their own home were

more likely to be families (as opposed to individuals) than were their tenant counterparts. Among
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racial demographics, European Americans had the country's highest homeownership rate, while

those identifying as being African American had the lowest homeownership rate.

2. Government policy

Home ownership has been promoted as government policy using several means involving

mortgage debt. The existence of the government sponsored entities: Freddie Mac, Fannie Mae,

and the Federal Home Loan Banks fund or guarantee $6.5 trillion of assets with the purpose of

directly or indirectly promoting home ownership. Home ownership has been further promoted

through tax policy which allows a tax deduction for mortgage interest payments on a primary

residence. The Community Reinvestment Act also encourages home ownership for low-income

earners. Because home ownership has been promoted by the government through encouraging

mortgage borrowing and lending, this has given rise to debates regarding government policies

and the subprime mortgage crisis.

3. Race

Homeownership rate, as well as the fluctuations within it, varied significantly with race. While

homeowners constitutes the majority of White, Asian and Native American households, the

homeownership rate for African Americans and those identifying as Hispanic or Latino fell short

of the fifty percent threshold. Whites had the highest homeownership rate, followed by Asians

and Native Americans. As of 2005, African Americans had once again the lowest

homeownership rate in the country. Hispanics had the lowest homeownership rate in the country

in ten out of twelve years between 1993 and 2005. Only in 2002 and 2005 did the

homeownership rate for Hispanics exceed that of African Americans. Chronicle fluctuations

were slight however for all races, commonly not changing more than two percentage points per

year. The strongest fluctuation in the percentage of homeowners was among non-White

minorities. The homeownership for minorities approached the sixty percent mark in 2005, which

was a significant achievement because less than half of all minority households owned homes as

recently as 1994. The ownership rate for minorities increased by 24.1%, from 47.7% in 1993 to

59.2% in 2005. The increase among White Americans was less substantial. In 2005, 75.8% of

White Americans owned their own homes, compared to 70% in 1993. Thus one can conclude

that despite a large remaining discrepancy between the homeownership rates among different
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racial groups, the gap is closing with ownership rates increasing more substantially for minorities

than for Whites.

4. Type of household

There is a strong correlation between a household's family structure, type as well as the age of

and homeownership.Overall married couple families, which also have the highest median

income of any household type, were most likely to own a home, while female singles, who had

the lowest median income of any household type were least likely to own a home. Age played a

significant role as well with homeownership increasing with the age of the householder until age

when 65, when a slight decrease becomes visible. While only 43% of households with a

household under the age of thirty-five owned a home, 81.6% of those with a householder

between the ages of 55 and 64 did. This means that households with a middle-aged householder

were nearly twice as likely to own a home as those with a young householder. Overall married

couple families with a householder age 70 to 74 had the highest homeownership rate with 93.3%

being homeowners. The lowest homeownership rate was recorded for single females under the

age of twenty-five of whom only 13.6%, were homeowners. Yet, single females had an overall

higher homeownership rate than single males and single mothers

5. Income

There are considerable correlations between income, homeownership rate and housing

characteristics. As income is closely linked to social status, sociologist Leonard Beeghley has

made the hypothesis that "the lower the social class, then the fewer amenities built into housing."

According to 2002, US Census Bureau data housing characteristics vary considerably with

income. For homeowners with middle-range household incomes, ranging from $40,000 to

$60,000, the median home value was $112,000, while the median size was 1,700 square feet

(160 m2) and the median year of construction was 1970. A slight majority, 54% of homes

occupied by owners in this group had two or more bathrooms. Among homeowners with

household incomes in the top 10%, those earning more than $120,000 a year, home values were

considerably higher while houses were larger and newer. The median value for homes in this

demographic was $256,000 while median square footage was 2,500 and the median year of
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construction was 1977. The vast majority, 80%, had two or more bathrooms. Overall, houses of

those with higher incomes were larger, newer, more expensive with more amenities.

: Underwriting And Financing Residential Properties

Topic Objective:

At the end of the topic students will be able to:

 To understand the Real estate underwriting

 To understand the Underwriting Default Risk

 To understand the Classification of Mortgage Loans

 To understand the Underwriting Process

 To understand the Real Estate Settlement Procedures Act (RESPA)

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
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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.

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. Real estate underwriting

In evaluation of a real estate loan, in addition to assessing the borrower, the property itself is

scrutinized. Underwriters use the debt service coverage ratio to figure out whether the property is

capable of redeeming its own value or not.
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2. Underwriting Default Risk

 Qualifying the borrower and property

o Borrower loan application

o Property appraisal

 Default insurance

 Payment-to-income ratio

o 28% test

 Loan-to-value ratio

3. Classification of Mortgage Loans

 Conventional Mortgages

o Usually 80% loan to value ratio

o No government guarantee or insurance

o Conforming loans

 Meet GSE loan limit requirements

o Nonconforming jumbo loans

 Large dollar amount loans

 Higher interest rate

 Insured Conventional Mortgages

o LTV usually > 80%

o Private Mortgage Insurance

 Insurer assumes default risk of the larger loan

 Covers loan amount > 80% LTV

 Homeowners Protection Act of 1991

 Generally no loan maximum

3.1 FHA Insured Mortgage loans

o Lender completely insured against default loss

o Standardized borrower and property qualifying

o Lower borrower down payments

o Loan maximums

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

54
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



o Section 203b most common program

3.2 VA Guaranteed Mortgage Loans

o Qualified veterans meeting length of service requirements

o Guarantee usually around 25% of loan

o Veteran pays a funding fee

o Certificate of reasonable value

o Loan entitlement

o Residual income qualifying

4. Underwriting Process

 Borrower Income

o Verify employer, wages, expected continuity

o Verify other income

5. Real Estate Settlement Procedures Act (RESPA)

The Real Estate Settlement Procedures Act, (known as "RESPA"), was an Act passed by the

United States Congress in 1974. It is codified at Title 12, Chapter 27 of the United States Code,

12 U.S.C. 26012617.

It was created because various companies associated with the buying and selling of real estate,

such as lenders, realtors, construction companies and title insurance companies were often

engaging in providing undisclosed kickbacks to each other, inflating the costs of real estate

transactions and obscuring price competition by facilitating bait-and-switch tactics.

For example, a lender advertising a home loan might have advertised the loan with a 5% interest

rate, but then when one applies for the loan one is told that one must use the lender's affiliated

title insurance company and pay $5,000 for the service (whereas the normal rate is $1,000). The

title company would then have paid $4,000 to the lender. This was made illegal. The reason is to
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make prices for the services clear so as to allow price competition by consumer demand and to

thereby drive down prices.

: Introduction To Income-Producing Properties: Leases, Rents, And The Market For Space

Topic Objective:

At the end of the topic students will be able to:

 To understand the types of property

 To understand the leasing

 To understand the leases

 To understand the formalities of a lease

 To understand the term of a lease

Definition/Overview:

The purpose of This topic is to familiarize the reader with lease provisions and operating

characteristics generally representative of major property types. The illustrations show that

regional economic conditions, market supply and demand, lease terms, tenant credit, investment

risk, and the ability of property owners to pass through operating costs are all important

considerations in income property analysis. Furthermore, the ability to modify and develop pro

forma cash flow statements and to undertake a competitive market analysis serve as the

foundations for analysis and for estimating an investment value for properties being sought for

acquisition. These latter topics are the topic for topics that follow.

A lease is a legal document, but can be an oral arrangement, which confers a right on one person

(called a tenant or lessee) to possess property belonging to another person (called a landlord or

lessor) to the exclusion of the owner landlord. The relationship between the tenant and the

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

56
www.onlineeducation.bharatsevaksamaj.net        www.bssskillmission.in

WWW.BSSVE.IN



landlord is called a tenancy, and can be for a fixed or an indefinite period of time (called the term

of the lease). The consideration for the lease is called rent or the rental.

Under normal circumstances, owners of property are at liberty to do what they want with their

property, including dealing with it or handing over possession of the property to a tenant for a

limited period of time. However, if an owner has surrendered possession to another (ie the

tenant) then any interference with the quiet enjoyment of the property by the tenant in lawful

possession is itself unlawful.

Similar principles apply to real property as well as to personal property, though the terminology

would be different. Similar principles apply to sub-leasing, that is the leasing by a tenant in

possession to a sub-tenant. The right to sub-lease can be expressly prohibited by the main lease.

Key Points:

1. Types of property

Most legal systems distinguish different types (immovable property, estate in land, real estate,

real property) of property, especially between land and all other forms of property - goods and

chattels, movable property or personal property. They often distinguish tangible and intangible

property

One categorization scheme specifies three species of property: land, improvements (immovable

man made things) and personal property (movable man made things)

In common law, real property (immovable property) is the combination of interests in land and

improvements thereto and personal property is interest in movable property.

'Real property' rights are rights relating to the land. These rights include ownership and usage.

Owners can grant rights to persons and entities in the form of leases, licenses and easements.

Later, with the development of more complex forms of non-tangible property, personal property

was divided into tangible property (such as cars, clothing, animals) and intangible or abstract

property (e.g. financial instruments such as stocks and bonds, etc.), which includes intellectual

property (patents, copyrights, and trademarks).
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2. Leasing

Leasing is a process by which a firm can obtain the use of a certain fixed assets for which it must

pay a series of contractual, periodic, tax deductable payments. The lessee is the receiver of the

services or the assets under the lease contract and the lessor is the owner of the assets. The

relationship between the tenant and the landlord is called a tenancy, and can be for a fixed or an

indefinite period of time (called the term of the lease). The consideration for the lease is called

rent.

Under normal circumstances, an owner of property is at liberty to do what they want with their

property, including destroy it or hand over possession of the property to a tenant. However, if the

owner has surrendered possession to another (ie the tenant) then any interference with the quiet

enjoyment of the property by the tenant in lawful possession is unlawful.

Similar principles apply to real property as well as to personal property, though the terminology

would be different. Similar principles apply to sub-leasing, that is the leasing by a tenant in

possession to a sub-tenant. The right to sub-lease can be expressly prohibited by the main lease.

3. Leases

A lease is a legal document, but can be an oral arrangement, which confers a right on one person

(called a tenant or lessee) to possess property belonging to another person (called a landlord or

lessor) to the exclusion of the owner landlord. The relationship between the tenant and the

landlord is called a tenancy, and the right to possession by the tenant is sometimes called a

leasehold interest. A lease can be for a fixed period of time (called the term of the lease) but may

be terminated sooner. The consideration for the lease is called rent or the rental. A lease should
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be contrasted to a license, which may entitle a person (called a licensee) to occupy property, but

which is subject to termination at the will of the owner of the property (called the licensor).

4. Formalities of a lease

The formal requirements for a lease are determined by the law and custom of the jurisdiction in

which real property is located. In the case of personal property, it is determined by the law and

custom of the jurisdiction in which the rental agreement is made.

A tenancy for years greater than 1 year must be in writing in order to satisfy the Statute of

Frauds.

5. Term of a lease

The term of the lease may be fixed, periodic or of indefinite duration.

If it is for a specified period of time, the term ends automatically when the period expires, and no

notice needs to be given, in the absence of legal requirements.

The term's duration may be conditional, in which case it lasts until A specified event occurs,

such as the death of a specified individual.

A periodic tenancy is one which is renewed automatically, usually on a monthly or weekly basis.

A tenancy at will lasts only as long as the parties wish it to, and may be terminated by either

party without penalty.

It is common for a lease to be extended on a "holding over" basis, which normally converts the

tenancy to a periodic tenancy on a month by month basis.

It is also possible for a tenant, either expressly or impliedly, to give up the tenancy to the

landlord. This process is known as a surrender of the lease.

: Valuation Of Income Properties: Appraisal And The Market For Capital

Topic Objective:

At the end of the topic students will be able to:

 To understand the Valuation Fundamentals

 To understand the Market Value

 To understand the Sales Comparison Approach
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 To understand the Income Approach

Definition/Overview:

This topic demonstrates three approaches to valuation along with many of the techniques used in

conjunction with each. Many combinations of approaches and techniques to valuation can be

used; approaches and techniques should be chosen that best complement the data available for

estimation. Stated another way, the availability and quality of data should always dictate the

methods and approaches chosen for valuation. If perfect information were available, then

theoretically the same value would result regardless of the method chosen, be it cost, market, or

income capitalization. Even with imperfect information, the three approaches to value should

correspond to some extent, which is the reason appraisal reports will typically contain estimates

of value based on at least two approaches to determining value. While this procedure helps to

corroborate the opinion of value, in the final analysis, it is up to the user of the report to interpret,

understand, and critically analyze the assumptions, techniques, and methods used to estimate

value. Appraisals are only estimates of market value based on market conditions and information

available at the time of the appraisal. Economic conditions are subject to much uncertainty, and

appraisals should be interpreted and used in light of that uncertainty. Lenders and investors

should be familiar with the techniques used by appraisers and with the assumptions made in

developing the estimate of value. The appraisal should be viewed as a complement, not a

substitute, for sound underwriting or investment analysis by the particular lender or investor.

Key Points:

1. Valuation Fundamentals

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,
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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.

2. Market Value

 Most Probable Price

 Open Market and Fair Sale

 Knowledgeable Buyer and Seller

 Arms Length Transaction

 Normal Financing

3. Sales Comparison Approach

 Use data from recently sold comparables to derive a subject market value

 Adjust comparable sales price for feature differences

 Principles of Contribution & Substitution

 Lump sum adjustments and square foot adjustments

 Subjective process
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4. Income Approach

 Considerations when determining R

 Consider the comparables

o Similarity to subject

▪ Physical Attributes

▪ Location

▪ Lease Terms

▪ Operating Efficiency

o Consider the comparables

In Section 3 of this course you will cover these topics:
Investment Analysis And Taxation Of Income Properties

Financial Leverage And Financing Alternatives

Risk Analysis

Disposition And Renovation Of Income Properties

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

: Investment Analysis And Taxation Of Income Properties

Topic Objective:

At the end of the topic students will be able to:

 To understand the Investment Analysis

 To understand the Market Characteristics

 To understand the Investment Strategies
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 To understand the Investment Styles

 To understand the Investment Analysis

 To understand the Debt Financing

 To understand the Debt Financing

Definition/Overview:

This topic introduces concepts and techniques important in the analysis of real estate income

property. We will discuss ways of projecting cash flows for an investor and ways of evaluating

those cash flows with various measures of investment performance. The performance measures

discussed in This topic (IRR, NPV, DCR, etc.) will be used throughout the remainder of the text.

Although the techniques in This topic provide a good initial analysis of a project, as will be

demonstrated by the office building example, many questions remain to explore in more depth.

For example, How will taxes affect the performance of the property? Are there alternative ways

of financing the property that would be better? The remaining topics in this part of the text will

cover these and other questions.

Another area this topic covers is the key tax considerations that affect real estate investment

decisions. These considerations include determining the appropriate marginal tax rate, rules for

depreciating real property, calculation of taxable income from operation of the property, and

calculation of capital gain. These tax considerations will enter into different types of analyses

that we will address in many of the remaining topics of the text. In several cases we will be

applying the tax rules introduced in this topic to see how they affect investment. We will

consider issues such as ,what is the optimal time to dispose of a property? and, Is it profitable to

renovate a building? Additional tax considerations, such as the taxation of limited partnerships

and development projects, will also be introduced in future topics. Remember, however, that tax

laws are subject to revisions that can have a substantial impact on the calculation of taxable
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income and taxes for real estate income property. Thus, this topic is not intended to be a

substitute for a comprehensive analysis of how current and future tax laws may affect a specific

investor. It does, however, point out the general issues that investors should take into

consideration regardless of the specifics of the tax law in effect at a particular point in time.

Key Points:

1. Investment Analysis

 Equity Investment

 Motivations for Investing

o Annual Net Income from Operations

o Price Appreciation

o Diversification

o Tax Benefits

2. Market Characteristics

 Real Estate Cycle

o Large Market

 Many types of properties

o Competitive

o Fragmented Ownership

o Overdevelopment Potential

o The cycle differs for different property types.

3. Investment Strategies

 Property Sector Investing

 Contrarian Investing

 Marketing Timing
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 Growth Investing

 Value Investing

 Core Property Investing

4. Investment Styles

 Size-Based Strategy

 Tenant-Based Strategy

 Arbitrage Investing

 Turnaround Investing

 Opportunistic Investing

 Blue Chip Investing

 Development

5. Investment Analysis

 Internal Rate of Return (IRR)

o The discount rate forces the net present value to equal zero.

o If IRR > r; Accept Project

o If IRR < r; Reject Project

o Where r is a required return or hurdle rate

 Net Present Value (NPV)

o Discounted value of the future expected cash flows net of any outlays

o The discount rate is the capital cost for the investor.

o If NPV>0, accept project

o If NPV<0, reject project

o NPV is the increase in wealth to the equity investor
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6. Debt Financing

 Equity Dividend = NOI - ADS

o NOI = Net Operating Income

o ADS = Annual Debt Service; the annual payment on debt

 The equity dividend is also referred to as the before-tax cash flow from operations (BTCF0).

7. Debt Financing

 Equity Dividend Rate =

o Equity Dividend/Initial Equity Investment

o Also called the cash on cash rate

o Debt Coverage Ratio (DCR) = NOI/ADS

o The DCR is a vital ratio for lenders.

o What if the DCR<1?

: Financial Leverage And Financing Alternatives

Topic Objective:

At the end of the topic students will be able to:

 To understand the Types of leverage

 To understand the Gearing and Du Pont Analysis

 To understand the Operating leverage

 To understand the Combined stand-alone leverage

 To understand the Correlation leverage

 To understand the Derivatives

 To understand the Negative gearing
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Definition/Overview:

In finance, leverage (or gearing) is using given resources in such a way that the potential positive

or negative outcome is magnified. It generally refers to using borrowed funds, or debt, so as to

attempt to increase the returns to equity.

This topic illustrates the concept of financial leverage and discusses the conditions for favorable

leverage on both before-tax and after-tax bases. We also show that the use of financial leverage

in the hopes of increasing the rate of return on equity is not riskless. That is, increasing the level

of debt increases the riskiness of the investment, as we illustrate by showing that debt increases

the variance of the rate of returns. Thus, when investors use leverage, they must consider

whether the additional risk is commensurate with the higher expected return (assuming positive

leverage).

Financial leverage deals with the amount of financing. The topic also discusses several financing

alternatives, including different types of participation loans and a sale-leaseback of the land. We

also consider the effect of each of these alternatives on the investor's cash flows, rates of return,

and the debt coverage ratio, and we calculate the effective cost of each alternative. These

calculations are used to make decisions regarding the type of financing alternative to choose (the

structure of the debt).

It is impossible to discuss all the possible types of financing alternatives. However, the concepts

discussed in This topic should help you analyze any alternative encountered in practice.
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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 reinvested 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. 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. 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 (measured at market value or

book value, depending on the purpose of the analysis) 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, 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 (excluding

shareholders' equity) divided by shareholders' equity, where D = liabilities, E =

equity and A = total assets:

Debt-to-equity ratio =
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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 =

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.

2. 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 (which is further decomposed in the traditional analysis), 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 (as the asset term cancels out): D / E = (A / E) * (D / A)
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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.

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.

5. Correlation leverage

Correlation leverage is a third concept that captures the degree to which the variability in the

firm's revenue is correlated

6. Derivatives

Derivatives allow leverage without borrowing explicitly, though the 'effect' of borrowing is

implicit in the cost of the derivative.

 Buying a futures contract magnifies your exposure with little money down.

 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.
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 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. This is frequently not disclosed

anywhere other than far down in the Prospectus.

7. Negative gearing

Negative gearing is a form of financial leverage where an investor borrows money to buy an

asset, but the income generated by that asset does not cover the interest on the loan. A negative

gearing strategy can only make a profit if the asset rises in value and creates enough future

capital gains to cover the shortfall between the income and interest that the investor suffers. The

investor must also be able to fund that shortfall until the asset is sold. The tax treatment of

interest expenses and future gain will affect the investor's final return too. Tax rules vary from

country to country.

: Risk Analysis

Topic Objective:

At the end of the topic students will be able to:

 To understand the Types of Risk

 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 Management

Definition/Overview:

This topic discusses the importance of considering risk when analyzing investments. Rates of

return for alternative investments cannot be directly compared if the investments have different
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degrees of risk. We introduce several methods the investor can use to attempt to evaluate the

riskiness of a real estate investment, including sensitivity analysis, scenarios, partitioning the

return, and the use of probability distributions to compute the expected return and standard

deviation of returns.

We are able to look more closely at the effect of leverage on risk by seeing how leverage affects

the expected return and standard deviation of returns. We see that the standard deviation

increases with leverage regardless of whether it is positive or negative.

Two case studies (an industrial property and a shopping center) are introduced to illustrate risk

analysis as well as provide insight into some of the unique aspects of modeling cash flows for

these property types.

The use of renewal probabilities is discussed to illustrate how to deal with the uncertainty

regarding whether a tenant will renew the lease at the end of the lease term. We see how this

affects tenant improvements, leasing commissions, and vacancy rates at lease renewal.

Finally, the concept of real options is introduced as a way of thinking about the value of real

estate investments where the investor has options after the initial investment is made as to

whether additional funds should be invested in the project. We see that having the option to

delay or abandon any additional investment can increase the value of the investment. This is

illustrated with the use of vacant land, the purchase of which gives the owner an option to either

develop a building on the land in the future or keep the land vacant.

Although this is the only topic that formally deals with risk, the concepts and techniques

introduced in This topic should be kept in mind throughout the remainder of this book.
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Key Points:

1. Types of Risk

 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

 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?
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o Scenario Analysis

o Identify most likely, pessimistic, and optimistic scenarios

2. 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

3. Variation in Risk & Return

 Use economic scenarios:

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

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

4. 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
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 Leasing Commissions

 Tenant Improvements

5. 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

6. 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. Below is a

tabulation of some common risks and typical risk mitigation strategies used by real estate

investors.

: Disposition And Renovation Of Income Properties

Topic Objective:

At the end of the topic students will be able to:

 To understand the Disposition Decisions

 To understand the Process of Renovation
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Definition/Overview:

The primary purpose of this topic is to explain the concept of a marginal rate of return helps

evaluate whether a property should be sold or held for an additional period. The marginal rate of

return considers what the investor could get in the future by keeping the property versus what he

could get today by selling the property.

To determine whether a property should be renovated, we consider the incremental benefit

associated with renovating the property versus not renovating the property. This approach is

appropriate when the investor already owns the property and the question is whether an

additional investment made to renovate the property is justified. If the investor did not already

own the property, a different approach would be taken. In this case the investor would want to

know the total rate of return associated with both purchasing and renovating the property. The

investor would also want to know the return for purchasing the property but not renovating it,

since it still might make sense to purchase the property but not renovate it.

Key Points:

1. Disposition Decisions

 Disposition Consideration

o Changes in expectations over an anticipated holding period

 Market rent problems

 Tax law changes

o Equity build-up

 Opportunity Cost of not selling the property

 Reduced interest payments and lower tax deduction

 Decision Rule: Property Disposition

 Expected cash flows are adjusted for current expectations

o New rental income growth rate assumptions

o Original cost and depreciation stay in place

o Tax rates change to reflect current laws
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o Mortgage and interest stay the same

 Marginal Rate of Return

o Property Disposition:

▪ Evaluate disposition for a one-year holding period

▪ Repeat the evaluation for subsequent one-year holding periods

▪ This generates a series of marginal returns based on one-year holding

periods

o Disposition Rule:

▪ Sell when MRR falls below assumed reinvestment rate for funds from

property sale

▪ Optimal holding period

o Reinvestment Rate:

▪ Constant or rising

▪ Should reflect market rates and return on alternative investments

o Refinancing as an Alternative

▪ Increase the current LTV ratio by refinancing

o Provides additional funds to invest

▪ Incremental cost of refinancing

2. Process of Renovation

The process of a renovation, however complex, can usually be broken down into several

processes. They are:

 Planning

 Engineering

 Structural repair

 Rebuilding

 Finishes
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In Section 4 of this course you will cover these topics:
Financing Corporate Real Estate

Financing Project Development

Financing Land Development Projects

Joint Ventures, Syndications, And Partnerships

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.

: Financing Corporate Real Estate

Topic Objective:

At the end of the topic students will be able to:

 To understand the Corporate Real Estate: User Firms

 To understand the Lease vs. Own

 To understand the Sale-Leaseback

 To understand the Real estate investing

 To understand the Sources and Acquisition of Investment Property

Definition/Overview:

Use of the mortgage-equity approach is consistent with traditional capital budgeting procedures

when valuing real estate. When using the mortgage-equity approach, the after-tax cost of equity

is used in place of the weighted average cost of capital when discounting the cash flows

produced after payment of interest. When using the traditional weighted average cost of capital
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calculation, an after-tax cost of debt and equity is used to discount before-tax cash flows. An

alternative to the latter approach is to adjust the after-tax cash flow from the property by adding

back an amount that represents the tax savings associated with the debt. When using this

approach, a before-tax cost of debt must be used when calculating the weighted average cost of

capital. In either case, the estimated value is the same as the mortgage-equity approach, which is

typically used to value real estate.

We simplify the above analysis by assuming cash flows are perpetuities and that the debt was not

amortized. This approach implies that the proportion of debt and equity remains constant over

time. Analysts argue that corporations can maintain a target proportion of debt in their capital

structure by alternating between issuing debt and equity. Thus, it may not be appropriate to value

a particular project based on the amount of debt or equity used to finance that project. However,

mortgage loans are typically amortized and are usually secured by a specific property.

Refinancing is expensive and, therefore, it is not feasible to maintain a constant proportion of

debt from year to year. As this appendix points out, the value produced by the mortgage-equity

approach is the same as that found with traditional capital-budgeting techniques if consistent

assumptions are made about the use of financing. However, because real estate is used as

security for debt and refinancing to maintain a constant ratio of debt to assets is costly, using the

mortgage-equity approach may be more appropriate because it allows financing to be considered

explicitly.

Key Points:

1. Corporate Real Estate: User Firms

 Why do corporations own real estate?

o Needed for operations and choose to own rather than lease

o Ownership provides diversification from core business

o Retain property from previous business operations

o Acquire real estate for future expansion or relocation
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 Benefits

o Save on lease payments

o Tax benefits of depreciation

o Property value appreciation and sale

o Can lease back the property if the space is needed

 Potential Negatives

o Opportunity cost of capital invested in real estate

o Impact of ownership on financial statements

o Inefficient use of space

2. Lease vs. Own

 Owning

o Investing in real estate

o Requires an equity investment in the property

 Leasing

o No equity investment

 Compute cash flow difference at time 0

o Equity investment in the property

 Compute Annual Operating Cash Flow Differences

o Leasing requires expensed lease payments

o Owning requires an interest payment on debt and property depreciation (non-cash charge)

o Business operations are not affected

 Compute Residual Cash Flow Difference

o There is no residual value when leasing

o Owning gives a residual value when the property is sold

 Compute the IRR on the equity investment in the property.

o Does the IRR justify the ownership risk?

 Importance of Residual Value

o Ownership choice is an investment in the residual value and adds an asset to the balance sheet

o What are expected changes in residual value?

o What facilities will the corporate use or need?
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o Purchasing gives a corporation the option to utilize the highest and best use of the property.

 Additional Concepts

o Mortgage debt vs. unsecured corporate debt

 Interest rate differences

o Space requirements

 Space needed vs. optimal building size

o Time horizon space is needed

 Asset life vs. expected use life

 Illiquidity of real estate

o Risk bearing

 Do other investors have a comparative advantage?

 Operating risk vs. property value risk

 Dispersed operations vs. geographically concentrated operations

o Management expertise

 Real estate is not part of the business model

o Maintenance

o Special purpose buildings

o Tax Reform Act 1986

 Reduced depreciation tax shield by extending tax depreciation lives

 Reduced highest individual tax rates to below corporate rates

 Limitations on passive losses

 Reduced taxes as a deciding factor in lease vs. own

o Access to capital markets

 Effect of the cost of capital

o Control

 Goodwill may exist at the present location

 Landlord may try to take advantage of the goodwill

o Effect on financial statements

 Accounting income vs. cash flow

 Residual value potential not reflected in statements
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 Real estate carried at book value, not market value

 Corporate inefficiency in not recognizing the highest & best use of real estate

 Debt ratio impacts

 Additional Concepts

o Off-Balance Sheet financing

o Operating lease

▪ No impact on balance sheet

o Capital lease

▪ Long-term asset and long-term liability equal to present value of lease

payments

▪ Increases debt-to-assets ratio

o Off-Balance Sheet financing

▪ Capital lease requirements (any one)

▪ Extends for 75% of assets life

▪ Ownership transferred to lessee at the end

▪ Bargain Purchase option

▪ Present value of lease payments ≥ 90% of market value of the asset

o Hidden value

▪ Real estate may not be fully valued in stock price

▪ Corporation is vulnerable to takeover and sale of undervalued assets

▪ Managers must consider alternative uses to real estate

▪ Sale

▪ Sale - Leaseback

▪ Why are there share price discounts?

▪ Real estate valuation is difficult

▪ Lack of property development plans

▪ Alternative uses of real estate may be preferred

▪ Market valuation of accounting income vs. cash flow

3. Sale-Leaseback

 Company wants to sell the real estate, but needs the space

 Company receives cash from property sale
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 Company loses remaining depreciation allowance

 Company removes residual value risk

 Analysis

o Compute the ATCF if the property is sold today

o Compute the incremental ATCF from operations that occur with leasing

o Compute the residual value lost with the sale today

o Compute the IRR

 Financial statement implications

o Additional income from gain on sale

o Increase in earnings per share

 Removes a financing option for potential raiders

 Gives the corporation freedom to relocate if it is a short-term lease

 Sale-Leaseback provides real estate value estimate to market

 Capital from the sale could be returned to investors

 Capital provided from sale could be used to fund future growth opportunities

4. 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.

5. Sources and Acquisition of Investment Property

Real estate markets in most countries are not as organized or efficient as markets for other, more

liquid investment instruments. Individual properties are unique to themselves and not directly
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interchangeable, which presents a major challenge to an investor seeking to evaluate prices and

investment opportunities. For this reason, locating properties in which to invest can involve

substantial work and competition among investors to purchase individual properties may be

highly variable depending on knowledge of availability. Information asymmetries are

commonplace in real estate markets. This increases transactional risk, but also provides many

opportunities for investors to obtain properties at bargain prices. Real estate investors typically

use a variety of appraisal techniques to determine the value of properties prior to purchase.

6.1 Typical sources of investment properties include:

o Market listings (through a Multiple Listing Service or Commercial Information Exchange)

o Real estate agents

o Wholesalers (such as bank real estate owned departments and public agencies)

o Public auction (foreclosure sales, estate sales, etc.)

o Private sales

: Financing Project Development

Topic Objective:

At the end of the topic students will be able to:

 To understand the Financing Project Development

 To understand the Developer Business Strategies

 To understand the Project Development Financing

 To understand the Lender Requirements

 To understand the Project Costs

 To understand the Profitability
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Definition/Overview:

This topic deals with financing the development of income-producing real estate such as

apartment complexes, office buildings, warehouses, and shopping centers. Development projects

include many risks in addition to those we have discussed in previous topics for existing projects.

All these forces combined affect the developers ability to acquire land, build improvements,

lease space to tenants, and earn sufficient revenues to cover operating expenses and repay both a

construction and a permanent mortgage loan. This topic illustrates the mechanics of construction

loans, which differ from the permanent loans we have already discussed extensively because

they involve draws over the construction period. The next topicexplores land development

projects and extends the concepts of the present topics to development and financing land for

subdivision.

Key Points:

1. Financing Project Development

 Developer Challenges

o National and local economies

o Competition among developers

o Changes in tenant preferences

 Project Development

o Finance land acquisition with intent of developing it and selling it

o Development is impacted by the regulatory environment

 Permitting

o Application

▪ Site

▪ Location

▪ Preliminary Design

o Zoning

▪ If in compliance, then permitted
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▪ If not in compliance, then appeals process

 Developer Phases

o Land acquisition

o Development and construction

o Completion and occupancy

o Management after completion

o Eventual Sale

 Economic success and value creation

2. Developer Business Strategies

 Develop, own, manage, and lease projects for many years

o Leasing and management are major components of the business model

 Develop, own, lease-up to normal occupancy, and then sell

o Buyers: insurance companies, syndicates

o Sometimes continue to manage the property after sale

 Develop land and buildings in a master-planned development

o Business parks and industrial parks

o Some build to suit a single tenant

 Some developers specialize in specific development phases

 Most developers will consider a serious offer to purchase at any time

3. Risks & Feasibility

 Risk begins with acquisition

 Seasoned Property

 Leasing Prior to Completion

 Demand Factors

o Vacancy rates, rent levels, predevelopment leasing commitments

o Post-development competition

o What do end users want?

 Project Risks
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o Site Location

o Value increases with tenant perception

o More valuable sites result in higher-quality developments

o Density increases with value perception

 Specific Component Risk

o How design features and amenities are valued by potential tenants

4. Project Development Financing

 Equity investment

o Developer

o Partnership

 Construction (Interim) loan

o Appraised value of completed development

o Hard costs

▪ Materials and labor

o Soft costs

▪ Planning, leasing and management costs

 Loan Structures

o Short-term financing if the intent is to sell the property after completion and lease-up

o Permanent loan and construction loan if the developer retains ownership as part of their business

model

o Construction financing followed by extended financing if the developer might own the property

for a short while

 Complications

o In multi-loan financing, a permanent loan must be in place first.

o If a sale is planned, market conditions may require a committed buyer in place.

o Excess speculative and open-ended lending may lead to overbuilding
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5. Lender Requirements

 Loan submission information

o Detailed description of development and market analysis

 Requirements become complicated when multiple lenders are needed

o Permanent commitment

▪ Binding agreement between developer and permanent lender

o Permanent lender take out commitment takes out the construction lender

 Standby commitments

o Binding agreement, but low expectation of being used

o Used when:

▪ Developer does not want to pay fees for a permanent loan

▪ Expectation of securing a better permanent loan later

▪ Plans to sell the project and permanent loan is not needed

 Permanent lender common contingencies:

o Time limit to acquire a construction loan

o Completion data for construction

o Minimum leasing requirements and approval of main leases

o Gap financing provision

o Expiration date

o Approval of design and material changes

 Construction or Interim Loan

o Usually local lenders who

▪ Know the local market

▪ Monitor construction progress

▪ Disburse funds as phases are completed

 Mini perm loan

 Monthly draw method

o Floating interest rate

o Closing the Interim Loan

o Assignment of commitment letter

▪ Create obligation between interim and permanent lenders
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o Triparty buy-sell agreement

▪ Create obligation between all three parties

 Permanent Loan Closing

o Lender confirms that contingencies are met

o Nonrecourse Clause

▪ Restrict lenders claim in default

▪ Increase emphasis on property quality

▪ Credit enhancements

6. Project Costs

 Cost per square foot of gross building area

o Compare with comparable property

 Loans to cover improvement costs only

 20% equity investment

 Holdbacks

7. Profitability

 Before-Tax Cash Flows and After-Tax Cash Flows

 Net Present Value

 Internal Rate of Return

 Sensitivity Analysis

 Feasibility Analysis

: Financing Land Development Projects

Topic Objective:

At the end of the topic students will be able to:

 To understand the Financing Land Development
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 To understand the Land Development Process

 To understand the Lender Requirements

 To understand the Land Development Costs

 To understand the Sales & Repayment

 To understand the Financing Land Development

Definition/Overview:

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

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.

This topic deals with land development, which involves the acquisition of land with the intention

of constructing utilities and surface improvements, and then reselling some or all of the

developed sites to project developers or, in the case of housing, home builders. After completing

both topics, you should have a good understanding of the development process, including the

mechanics of construction and land development loans.
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Key Points:

1. Financing Land Development

 Land development

o Acquire land

o Construct utilities and surface improvements

o Resell developed sites to project developers or home builders

 What is the demand for the final product?

o Individual lots and pads

 Is there sufficient land for the development plan?

 All development plans include subdivision of sites within the tract of land.

 Highly fragmented, competitive and local business

 The developer as a facilitator of the development process

2. Land Development Process

 Land acquisition

o Developer decision: Should the land be purchased?

o Using an option contract

▪ The right to purchase for a specific price

▪ Not an obligation

▪ Set time period and expiration date

▪ Option price paid to land owner to hold the land until the expiration date

 Option ties up the land while research is done

 Cost of excavating and grading

o Topography, drainage, soil condition, subsurface

 Demand for potential mix of lots

 Supply of similar sites

 Estimate of value upon completion

 Cost of any improvements to site

o Bids necessary

 Obtain regulatory approval of plan
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o Planning commission

 Arrange financing

 Financing & Development

o Three Common Alternatives

▪ Purchase land for cash and secure a loan for improvements

▪ Down payment on land, seller financing of the balance, loan for

improvements

▪ Down payment and one loan for land plus improvements

 Land Improvement Loans

Draw down

o Open end loan

o Floating rate

o First lien on land and improvements

o Loan is paid down as sites are sold

o Release Schedule

3. Lender Requirements

 Loan Submission Package

o Detailed project description

o Financial data

o Regulatory and legal information

 Loan Closing

 Final Commitment

 Additional Concepts

o Payment Bonds

▪ Labor and material bonds

▪ Completion bonds

o Title Insurance

o Holdback Provision

▪ Ensure completion of work by subcontractors
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o Extension Agreement

▪ Gap financing

4. Land Development Costs

 Site Acquisition

 Hard Costs

o Site preparation and utility installation

 Soft Costs

o Site engineering

o Public approval fees

o Loan fees

 Operating Costs

5. Sales & Repayment

 Sales estimates drawn from market studies

 Matching sales & repayment

 Lien release

 Release price

 Release schedule

o Lenders desire a faster repayment rate

6. Financing Land Development

 Project Feasibility

o Does market value after development exceed all costs?

o Net cash flow schedule

o Project net present value and IRR
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: Joint Ventures, Syndications, And Partnerships

Topic Objective:

At the end of the topic students will be able to:

 To understand the Joint Ventures

 To understand the Risk sharing

 To understand the Partnership Agreement

 To understand the Limited Partnership in Public & Private Syndicates

 To understand the Regulation of Syndicates

Definition/Overview:

Excessive amounts of capital flowed into real estate during the late 1970s and early 1980s,

especially after the Economic Recovery Tax Act of 1981 gave significant impetus to the

syndication industry. Prior to the Tax Reform Act of 1986, real estate syndications were aimed at

individual investors who were seeking a tax shelter. Partnership interests were often marketed by

sponsors and purchased by investors based on unrealistic assumptions regarding the expected

performance of the property. This was at least one of the factors that led to overbuilding during

this period.

Real estate syndication has undergone dramatic changes subsequent to the TRA of 1986.

Syndications are now aimed at individuals and corporations with very high net worth,

institutions, pension funds, and overseas investors. Tax losses are no longer the focus. Rather,

sponsors of the syndication must make realistic assumptions about the performance of the

underlying real estate and offer a competitive before-tax rate of return. Syndications also have

been formed to purchase troubled properties at distressed prices. These are sometimes referred to

as opportunity funds. Although public syndications may never reach the level of activity that

they did during the early 1980s, the use of partnerships remains a viable alternative to

corporations as an ownership vehicle.
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Although the focus of This topic is on limited partnerships, the same concepts apply to simpler

partnerships such as a general partnership that does not have limited partners. Finally, most

REITs formed in the past 10 years were structured such that the REIT is the general partner in a

limited partnership that owns the properties. The limited partners are investors who exchanged

their partnership interest in a syndication for a partnership interest in the limited partnership

owned by the REIT.

A joint venture (often abbreviated JV) is an entity formed between two or more parties to

undertake economic activity together. The parties agree to create a new entity by both

contributing equity, and they then share in the revenues, expenses, and control of the enterprise.

The venture can be for one specific project only, or a continuing business relationship such as the

Sony Ericsson joint venture. This is in contrast to a strategic alliance, which involves no equity

stake by the participants, and is a much less rigid arrangement.

The phrase generally refers to the purpose of the entity and not to a type of entity. Therefore, a

joint venture may be a corporation, limited liability company, partnership or other legal structure,

depending on a number of considerations such as tax and tort liability.

Key Points:

1. Joint Ventures

A joint venture (often abbreviated JV) is an entity formed between two or more parties to

undertake economic activity together. The parties agree to create a new entity by both

contributing equity, and they then share in the revenues, expenses, and control of the enterprise.

The venture can be for one specific project only, or a continuing business relationship such as the

Sony Ericsson joint venture. This is in contrast to a strategic alliance, which involves no equity

stake by the participants, and is a much less rigid arrangement.
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The phrase generally refers to the purpose of the entity and not to a type of entity. Therefore, a

joint venture may be a corporation, limited liability company, partnership or other legal structure,

depending on a number of considerations such as tax and tort liability.

2. Risk sharing

 Combine expertise with capital

o Developer/operator

o Investor

 Speculative objectives

 Organizational forms

o Limited partnerships

 Sharing Cash Flow Operations

o In Proportion

▪ Pari Passu distribution

o Preferred Distribution

▪ Disproportionate sharing

▪ Cumulative

▪ Non-Cumulative

o Specified Fees

 Sharing Cash Flow Property Sale

o Repay any debt

o Return of Initial Investment

o Remainder Distributed

▪ Predetermined portions

▪ IRR Preference

▪ IRR Lookback

 Syndications

o Formed to acquire, develop, manage, operate, or market real estate

o Not an organizational form
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o Limited partnership

o Private offering

▪ Blind pool

▪ Public syndicate

3. Partnership Agreement

 Financial Considerations

o Initial equity contributions

o Future assessments provision

o Distribution allocation

▪ Special allocation

o Capital accounts

 Evaluating the Investment

o IRR and NPV

o Risk & return of comparable investments

o Compensation to syndicator

▪ General partner Carve Out of fees

▪ Is there an equity investment by the syndicator?

 Substantial Economic Effect

o Was an allocation reflected by an adjustment to the capital account?

 Equalizing Capital Accounts

o Adjust cash distribution to partners

o Change the allocation of the gain from sale

▪ Gain charge-back method

4. Limited Partnership in Public & Private Syndicates

 Association

o Business association

o Objective to carry on business

o Continuity of life
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o Centralized management

o Limited liability

o Free transferability of interest

 Partnerships

o No continuity of life

o General partner has unlimited liability

o Limited transferability of interests

 Use of Corporate General Partners

o Safe harbor requirements

 Private vs. Public Syndicates

o Regulation D

▪ Accredited Investor

▪ Security issuers officers, etc.

▪ $150,000 and 20% rule

▪ $1 million net worth rule

▪ $200,000 income rule

5. Regulation of Syndicates

 Investment Objectives & Policies

o Current Income

o Growth Property

o High Depreciation & Mortgage Interest

o Specified Property Syndicates

o Blind Pool Syndicates

 Compensation: Promotion & Management

o Asset, Income, or Cash Flow Base

 Investor Suitability Standards

o Lack of Liquidity

o High Tax Bracket Investors
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In Section 5 of this course you will cover these topics:
The Secondary Mortgage Market: Pass-Through Securities

The Secondary Mortgage Market: Cmos And Derivative Securities

Real Estate Investment Trusts (Reits)

Real Estate Investment Performance And Portfolio Considerations

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.

: The Secondary Mortgage Market: Pass-Through Securities

Topic Objective:

At the end of the topic students will be able to:

 To understand the Secondary Mortgage Market

 To understand the 1954 Charter Act: FNMA

 To understand the HUD Act 1968: GNMA

 To understand the Mortgage-Backed Bonds

 To understand the Mortgage-Backed Bonds

 To understand the Mortgage Pass-Through Securities

 To understand the Mortgage Pass-Through Securities

 To understand the General Pricing of MPTs

Definition/Overview:

We begin this topic with a brief description of the evolution of the secondary market. Particular

attention is paid to the need for this kind of market and identifying the major organizations that
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participate in it. We then describe the various types of mortgage-backed securities that have

evolved in recent years and provide a framework for analyzing their investment characteristics.

Although mortgage-related securities may be offered on many types of mortgage pools, we

generally limit our discussion to residential mortgagebacked pools. The topic concludes with a

section on pricing two types of mortgage-related securities, and provides an evaluation of

characteristics that differentiate these more important security types. The next topic is a

continuation of this one. It provides a detailed analysis of collateralized mortgage obligations

(CMOs) and derivative securities. It also contains an introduction to commercial

mortgagebacked securities.

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. 1954 Charter Act: FNMA

 Enhance secondary market operations

 FHA and VA mortgages

o Manage prior direct loans

o Manage special assistance programs

o FNMA transforms into a private organization

o FNMA issues securities
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3. HUD Act 1968: GNMA

 GNMA manages and liquidates FNMA loan portfolio

 Special assistance functions

 Guarantee timely payment of principal and interest for FHA-VA mortgage pools

 Eliminated any default delay in payments to investors

 Emergency Home Finance Act 1970: FHLMC

o Provide a secondary market for conventional loans

o Allowed FNMA to purchase conventional mortgages

o FHLMC allowed to purchase FHA and VA mortgages

o Fannie Mae and Freddie Mac compete for all mortgage loans

 Operation

 Direct Sale Programs

o Mandatory Commitment

o Optional Delivery

 Mortgage-Related Security Pools

 Securitization

4. Mortgage-Backed Bonds

 Issuer retains ownership of mortgages

 Mortgages held in trust

 Fixed coupon rate

 Specific maturity

 Over collateralization

 Mark to market

5. Mortgage-Backed Bonds

 Investment Rating

o Mortgage Quality

o Geographic Diversification

o Interest Rates on Mortgages
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o Prepayment Probability

o Over collateralization

o Appraised value and debt coverage ratio if commercial mortgages

 Mortgage-Backed Bonds

o Zero-Coupon Bond

▪ The only cash flow to an investor is a lump sum at maturity

▪ No interim coupon payments

▪ Also called deep discount bonds

▪ Analysis is just computing the present value of a lump sum

6. Mortgage Pass-Through Securities

 Ownership interest in a pool of mortgages

 Trustee is owner of the mortgages in the pool

 Principal & interest are passed through

 Servicing & guarantee fees

 Mortgage Pass-Through Securities

o Issuers & guarantors

o Default insurance

o Payment patterns and security

o Coupon rate and interest rates

o Seasoned mortgages

7. Mortgage Pass-Through Securities

 Number of mortgages

 Geographic distribution

 Borrower characteristics

 Loan prepayment

 Nuisance calls
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8. General Pricing of MPTs

 Interest Rate Risk

 Default Risk

 Risk of Delayed Payment of Principal and Interest

 Prepayment Risk

9. General Pricing of MPTs

 Coupon Rate

 Yield to maturity

 Servicing Fee

 Weighted Average Coupon & Maturity

 Stated Maturity Date

 Payment Delays

 Pool Factors

: The Secondary Mortgage Market: Cmos And Derivative Securities

Topic Objective:

At the end of the topic students will be able to:

 To define and understand the Secondary Mortgage Market

Definition/Overview:

The explosion in the market for mortgage-backed securities (MBSs) has led to some of the most

significant capital market innovations in recent history. This market began with relatively simple

mortgage pass-through securities in which mortgages were pooled, securities were issued, and

investors received a pro rata share of principal and interest less servicing fees. Investor concerns

over unanticipated cash flow due to borrower prepayment prompted investment bankers and

underwriters to innovate and develop the collateralized mortgage obligation (CMO). Rather than

simply "passing through" cash flow, the new CMO structure provided for debt securities secured
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by a mortgage pool. Cash flows were prioritized according to different security classes. Investors

in CMOs usually receive a coupon rate of interest and select a priority for the receipt of cash

flow from amortization and prepayments on mortgages in the pool. The latter allocation

effectively allows investment bankers to pool longer-term mortgages with higher interest rates as

security for debt securities that range from short-term, lower interest rate securities to longer-

term, higher interest rate securities. More investors can be reached in this structure, with its

greater variety of securities, than in a simple pass-through structure. More-recent innovations in

this market include stripped securities and inverse floaters. These "derivatives" are intended to

broaden the market even further as well as to offer investors the opportunity to hedge and

manage interest rate risk.

Key Points:

1. Secondary Mortgage Market

 Mortgage Pay-Through Bonds

o Bond, not an equity ownership interest

o Debt obligation of issuer

o Interest paid a coupon rate of interest

o Pass-through of principal

o Over collateralized

o Credit rating

 Collateralized Mortgage Obligations

o Debt instrument

o Mortgage pool owned by issuer

o Pass-through of principal & interest

o Multiple classes of securities issued

▪ Different maturity classes

▪ Different priority for payment of principal and interest

▪ Tranches
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 Collateralized Mortgage Obligations

o Over collateralization

▪ Represents equity interest of issuer

▪ Residual cash flow is return to issuer

▪ Cash flow = Interest earned Interest paid

▪ Prepayment problem

▪ Reinvestment problem

▪ Calamity call

 Collateralized Mortgage Obligations

o Sequential Payout Tranche Structure

▪ Tranche Z: Paid Last

▪ Tranche A: Principal, Prepayments, & Interest Received First

▪ Tranche B: Interest Only Until Tranche A is Paid

▪ Etc. for any additional tranches

 Collateralized Mortgage Obligations

o Expected Maturities

o Pricing & Prepayment

o Tranche Variations

 Sinking Fund Structure

▪ Planned amortization class tranche

▪ Targeted amortization class

▪ pricing speed

▪ ompanion tranche

 Collateralized Mortgage Obligations

o Floating Rate Tranches

▪ Floater Tranche

o Coupon rates adjust periodically

▪ Inverted Floating Rate Tranche

o Coupon rate adjusts opposite to its index

▪ Scaling

▪ Used as a Hedge
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▪ Yield Enhancement

 Collateralized Mortgage Obligations

▪ Principal Only Tranches

o Similar to a Zero-Coupon Bond

▪ Interest Only Tranches

▪ Convexity

 Commercial Mortgage-Backed Securities

o Similar in form to residential MBSs

o Default risk differs significantly

o Assets in mortgage pool

o Interest-only

o Lump sum principal payment

 Commercial Mortgage-Backed Securities

o Senior Tranche (A piece)

o Subordinate Tranche (B piece)

o Prepayment is less likely than residential mortgages

▪ Lockouts

▪ Extension Risk

 Commercial Mortgage-Backed Securities

o First Loss Position

o Credit Ratings

o Credit Enhancements

▪ Issuer or 3rd party guarantee

▪ Surety bonds

▪ Letters of credit

▪ Advance payment agreements

 Commercial Mortgage-Backed Securities

o Credit Enhancements

▪ Loan substitutions & repos

▪ Lease assignments

▪ Over collateralization
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▪ Cross-collateralization

▪ Cross-default

 Collateralized Debt Obligations

o Broader range of collateral

o B notes

o Commercial Mortgage-Backed Securities Class B

o Mezzanine Loans

o Preferred Equity

 Managed Collateralized Debt Obligations

 Real Estate Mortgage Investment Conduits (REMICS)

▪ Tax Reform Act of 1986

▪ Qualified Mortgages

▪ Foreclosed Property

▪ Interest Bearing Assets

▪ Qualified Reserve Fund

: Real Estate Investment Trusts (Reits)

Topic Objective:

At the end of the topic students will be able to:

 To understand the Real Estate Investment Trust

 To understand the Qualification of being a pass-through entity

 To understand the Trends and Statistics

Definition/Overview:

The resurgence of real estate investment trusts (REITs) in the early 1990s is another indication of

the extent that real estate has become "securitized." Compared with traditional methods of

investing, real estatebacked securities appear to be gaining in importance because of their

marketability, the public accountability of management, and numerous other reasons. REITs,
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which provide a structure similar to that of mutual funds for common stock investors, allow

investors to participate in a portfolio of properties that may be geographically diversified and

professionally managed. Further, REITs are usually tax-exempt and must pass through as

dividends to investors most of the cash flow produced from managing the portfolio. Accounting

practices for depreciation and amortization and the resultant effects on net income may allow a

portion of the tax on REIT dividends to be deferred. Today the market value of REITs exceeds

$140 billion, and many of the premier real estate operators in the United States are operating

within the REIT format, so market research and analysis for individual REITs and the industry

are widely available from investment banks and other investment firms.

Key Points:

1. Real Estate Investment Trust

A Real Estate Investment Trust or REIT (pronounced /ˈriːt/) 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 90% 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.

REITs can be classified as equity, mortgage or hybrid.

The key statistics to look at in REIT are its NAV (Net Asset Value), AFFO (Adjusted Funds

From Operations) and CAD (Cash Available for Distribution).

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 95% of their taxable income in the form of dividends to shareholders.
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2. Qualification of being a pass-through entity

In order to qualify for the advantages of being a pass-through entity for U.S. corporate income

tax, a REIT must:

 Be structured as corporation, trust, or association

 Be managed by a board of directors or trustees

 Have transferable shares or transferable certificates of interest

 Otherwise be taxable as a domestic corporation

 Not be a financial institution or an insurance company

 Be jointly owned by 100 persons or more

 Have 95 percent of its income derived from dividends, interest, and property income

 Pay dividends of at least 90% of the REIT's taxable income

 No more than 50% of the shares can be held by five or fewer individuals during the last half of

each taxable year (5/50 rule)

 At least 75% of total investment assets must be in real estate

 Derive at least 75% of gross income from rents or mortgage interest

 No more than 20% of its assets may consist of stocks in taxable REIT subsidiaries.

3. Trends and Statistics

In recent practice, many REITs distribute all of or even more than their current earnings, often

resulting in dividend yields comparable to bond yields. If an investment company such as a REIT

distributes more than its taxable income, the excess distribution is considered "return of capital"

for tax purposes (not taxed as ordinary income, but first reduces basis in REIT stock; if this

brings the basis to zero, then remaining amount of the return on capital is taxed at capital gain

rates). The distribution requirement may hamper a REIT's ability to retain earnings and generate

growth from internal resources. This and other restrictions imposed by the Internal Revenue

Code generally limit a REIT's suitability for growth-oriented investors. However, other

considerations may result in potential for stock price appreciation, such as improvements in the

REIT's underlying leasing markets, changes in interest rates, or increasing demand for REIT

stocks.

As of early 2005, there were nearly 200 publicly traded REITs operating in the United States.

Their assets included a combined $500 billion, and approximately two-thirds of them were
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trading on national stock exchanges. The number of REITs not registered with the Securities

Exchange Commission and not publicly traded is about 800.

: Real Estate Investment Performance And Portfolio Considerations

Topic Objective:

At the end of the topic students will be able to:

 To understand the Real Estate Investment Performance

 To understand the Real Estate Portfolio

Definition/Overview:

This topic introduces the measurement of investment performance and the basic elements of

portfolio theory. We will also deal with the question of whether real estate investments tend to

provide diversification benefits to portfolios that have traditionally consisted of government

securities, common stocks, and corporate bonds.

We stress that the nature of real estate investment return data is very limited and may not be

representative of a broad measure of real estate returns. Further, some of the data is based on a

group of properties owned by investment advisors. In this case, an index is calculated on

reported net operating income and appraised property values with very few actual transaction

prices.

Results from the portfolio simulations conducted and reported in the last part of the topic will

indicate that there appear to be significant gains available from portfolio diversification into real

estate during the period 19852006 based on these limited data sets. In all simulations, real estate

increased portfolio efficiency. Of course, these results are based on historical data from a limited
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sample of real estate investments and may not be indicative of future results or apply generally to

all real estate investments.

Key Points:

1. Real Estate Investment Performance

 Limited Data

o Private, negotiated transactions

o Asset is non-homogeneous

o Thinly traded market

o REIT Data

▪ NAREIT

▪ NCREIF Property Index

 Holding Period Returns

PT = End of period price

PT-1 = Beginning of period price

D1 = Dividends

 Historical Comparisons

 Risk

o Business Risk

o Default Risk

o Liquidity Risk

 Variability in asset returns & risk premiums

 Coefficient of Variation

o Risk per unit of return
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 Portfolios

o Asset efficiency

 Portfolio Returns

2. Real Estate Portfolio

 Portfolio Weighting

o Efficient Frontier

▪ Maximum return for risk level

 Diversification & Real Estate

o Historical Evidence

o NCREIF Index & Appraisal Smoothing

o Traded REITs & Public Markets Risk

 Diversification

o Property Type & Location

 Global Diversification

o Evolution of Global REIT Structures

o CMBS Markets

o International Indices

 Diversification & Global Cities

 Risks of Global Investment

o Currency Risk

o Incomplete Information

o Different Tax Laws & Property Rights

o Political Risk

o Communication & Culture Differences

 Derivatives

o Long & Short Positions

o Overexposure & Underexposure to Property Types
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