Overview

Single-Family Housing:
Pricing, Investment,
and Tax Considerations

In previous chupters, we covered Ihe nature of seal esfate ussets, property rghts, 4 hroad
range of fixed and ad}us'inbl(. mto mortgage founs, and the fuan underwrlting process. In
this chapter, we focus on single-fumily residentinl housing ns an investment, 1o doing so.
we provide an-analysis of hcmeawnmhip as an aleynative W reating, the charncterigtics
of supply and demand for housing, pricing, federa) income tax treatment for homeowners.
and myvesting i “distressed” propettics. All of e tpics in'this ehapler dre essential for
prospeetive investors i olistig

House Prices

Homeownership has long been eonsidered 10 be s importanm. goal lor many ndividugls in
the United States. kn addition 1o providing shelter, homeownezship, n the view of nitny,
isan Jmportant investment vehicle for personal wedlth accunmalation. Some have come o
think ol housing a5 both u consumpticn goo (shelter) gnd auinvestmedt, AS bur veonamy
has developed, many instivtions have evelved 1o support the growth in the housing imdos-
try. These include finangial instititiens. developers and hmldx:m, martzage lenders; real
estale brokers. the property insurance indostry. and many other service providers, Indeed.

it hus been estimated that housing and rebited services secoum for as much s 15 percent
of total LS oufput; tn addition, federal income 1ux policy has long fvored homeowner-
ship by providing for the deductibility of mortgage intereyt and. undes eexlain conditions.
excluding capital gams from taxation when properties dre sold. These lax ncéntives stem
[rom the beliel by mémbers of Congress that Homeownership. éncourages stronger social
networks, better educauonil achisvement rates, iind lower erime nutes. Consequently. they
frave Continued 1o provide special (ik incentives o ¢ncaunuge homeowncrship: What fol-
lows is @ mon: detailed examination of factars that mfluence housing asan invesiment.

One element related 1o housing as an invesunert is the rate ol price 1ppreolanorr (o depre—
ciation) and what drives il To hLmn our diseussion. 1115 useful 1o review 4 fist of tmporkimt
influences on price appreciaton, as shown i Exhibit 7-1, Data for all o (hese conceps we
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EXHIBIT7—1 Inereases in Direction of impact on Dermand
Economic Influences
on Howsing Demand (1) Popuiation growih +

(2) Housetiotd formatiofis .

13} Employment +

{8) Househoid cama +

[5) Imerast res —=
[6) Federalmcome Isx benefils
[7) Cost of.rerting trousing B

+

available & e metropolitan staistical aren (MSA) Tevel Tor each metyo drea (s8¢ website
réferehees for the LULS. Census Burew, U.S, Burean of Labor Statisties sind U.S. Department
of Commerce/Burea: of Exonoarie: Analysis atthe énd o this chuptei’), The fight-hand col-
wny (o Extitfat 7—| shows the direction of influence. holding all else constani. thai cach
variahle shoutd bave on housing demand. These influences should bo lul:t.rp!'ulud baserd o
ine reasey 1w each: vartable. For example. increases n population, households. income, wnd
employment, when considered individually, should affeer the demand e housing: pasinyaly.
However, ingréases. ny infarest ates would have i negative effect. Increases wy lederal income
ax jates wonld have:nnegaive effeat. And il the cost of renid housing mickeases melitive o
house prices. demand should inerease, Obviousty. iU e chiange forany Ol the viriblesin(he
above/listwere hiriho uplmxw.. direeuim. tie Enpietin hoasing svduld Be the revirse ol whay
we fave discussed (e g adecling Tn interest rates woulth have @ pasitive effect onhousing).
-lnﬂlly when aliempling to forecast 4 ténd in the above variables, we:see 1wo glies-
tiams of fundimental rmportamce: (I ) What drives cach variable? (2) Why' do chzmges in
Ihe-vaciahles vary by cux? n vecent years, pﬂpul.mun growth has heen greatly affected by
wmmigration, 0 has been estimaed that immgranion aceaunted for as mueh as one-third of
recenl ingreases in population. 108 also imporiant W pow that the growih rawe hotise-
holds fend 1o pacallel population increases, As ulready indicated., honseholds tend 1o form
48 yourger individuils Jeave Rome., get muimed, and o001,

Socal trends have alse’ tended toineredse the number ol households. These include
detays i the average age at Which muriages ore occtirring. the increasing auntber. of
divarces, and the umber of peopile aever marrying. Thesg firctors result in greater demand
for-separate, or mdividuat. housing units. Increases i the nyerage lifc expestuncy have ulso
restlied In hnu\':ehuch-; occupymg fousme wihy for looger periods-of tume. This, in ugw,
has reduced “housing wraover.” ar the invenlory of exisung honsing imins that wauld coih-
crwise b avatlableo younger household grups.

Ofhigr important industry data indicate tat: (1) rst-time home purchisers tend © be
28-32 yeurs ol age. (21 hooselokds tead to sell their first Home wnd purchaseé o different
home (upgrade) by age 40. anch {3) potential purchases of vacation of second homes. isu-
ally acem hy nge 48-52, Retirement homes are usually considered wheit hauseholds reach
A0 years of age or ulder.

Income and Employment
While growah in population and households is ; necessary condition forhousing dennd.
employment s alse an mmporiant driver ol hoysing alloul‘tb:]:ly Reeent data indice thay
1LS employment growth has averaged aboul ) pereent annunlly during the past 10 years,
Sunbelt citiey have enjoyed the grediest growllt in employment. The shure of the' popula-
tion employed also has incredscd uy mare ' women have joined the tabor foree. Many of
these women represeni single-parent househalds; which minfarces the: demand for more
housing units Althoygh we will discuss the economic base of cilies: later in the chapter,
we shoufd poiny aut ihan there aie dilferences 1n, ihe nawure of employment npporiunitics
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e and the 1ypes of businesses (hat 1oeate i virious regions of the Uniwd Ststes. The relalive
desirability of regitng (hat atract businesses (1) alfeets ie ubility of households to caru
income that they use to dequire housing and (2) also affects house prices. An imiportant
= Hem (o remeémber is thit the quality umi nature of enploymeni and the salaries samed by,
Hie lubor force dlsn vary by metro area. So, while employment growth is imporgan, the
guality of jubs and the wages mnl saturies earned 1. these pecupations are alsa important,
There isnviry strong ussocialipn berween house pm.c: appreciation: ang nesme/eniploy-
™ ment growih. Therefore, wher viewing housing us i investment, we it remeniber that,
for citics undes consitleration, baste research concermng fhese wends i very important.

Interest Rates

Many faeton determine interest rates. The more importunt foctors inelude the supply and
demand for lommable imds as the coonomy expands and eantraets and Fedl..ml Regerve pal-
= icy withe conrse of 15 management of the manetary system. The Federd] Reserve gencrally
has asgmficant effect on mterest rates, which in turn affeets housing demand. Bocause
reatl estie has a high debt capacity” and miany loans e made s & luge pereéniage of
o proaperty: value, monthly paymuents may rise or [al) substantially, depending vn changes in
iiierest rates. The elfects Of interest rate changes alse tewd o spill over iito many areas of
the Bpusing mdustry, These areas inclide construction. land development. financing. bro-
r Kerage, inypections. appraisaly, and other bovsing-related service businesses Becnuse of
these fur-reaching inlluendes, housing is.a very important seotor of the cconommy,

As indicated in Exhibit 7-1. holding all else comxtani, ifiereasex v inlcrest mies lend
— o huve a sregative miluence un lome ﬂwnL[hhip Tius refauenship 15 somewhal inuiinve
becaise as wieres! rates increase, this s anilogous 1 raising the cost on borrowed finds,
thereby ruising the cost of fnancing home awnership, Conversely. a5 intarest vates fail, the
- elfects on home ownership lend 1o be positine.

While the effeets of inferest rutes on demand are relitively clear, the mugnitiude of Ihe

= iimipact has become more comples (o understand in recent years becausc of @ greater vari-
- ety ofimorigase Jvan aptions. A¢ discussed in Chiapters 4 and 5. these optians ¢ o langer
liiited 1o fixed interest vate martgages (FRMy) -Adjustable rate murtgage (ARM) loans

uncd many other (ypes of fomms ow provido for different rawes, loan umortizstion periods,
— amwl other featnres; [ uddition, some of the other terms of lending, such as Mnancimg fees.
prepayment optiops; and the rigor with which Ieudcrs apply underwriting standardy. tend
o remoree the divection of morigage interest rates, For example, during pesiods of appre-
~ ciating house prices ondlor 16w Intecest ries, lenders miy (end (o be more flexible on such
thingy as ¢redit scores when underwyiting, The impaet of clianges it lender underwriting
stundards i§ difficult w predict  However. more restrictive nndt:rwm'rnrg wsimlly ocgurs
~ when mlerest rites wre rising and these stmdartls usoally become more Jenient when inter-
sl rutes are declining. So rhmg.es in wnderwriling standards l.m:.llly rend 1o remforce
effects tha (he dm.uum ol interest ey h.m. (o] hnmmwnwshnp

Renting versus Owning

Another importany eonstderation when analyzing (he demand for honie  ¢wiership 1avest-
~ mont i the cost of renting. IF indivyduals find that fenting is more cost-elfestive than own-
ing. hiome owncrship may nar always e u beuor investment, What follows s wcomparative
amlymx ol Lhe relative costs of owmng versus renting the same residence. The scal of this
~ exereise 1o compilé all cash Nows wssociated with each form of eeupancy! and then cal-
culute the vate of vetiun thitt will be carnedion the fimds used ro ke an equity investment

- (dowit payment) if the property is purchased Al!emarwu]y i iy this, e of vetum that an
investor wonld five 10 earn on he “down payment” saved if rentimg s chosen, 1o make
e renting the fmuncial equivalent of owmng,
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EXHIBIT 7-2  Rent versns Uwn Analvsis of n Persomal Rusidence exc e’

www.anhhe.com/blie
1 Property Informatlon Loan Information
Purchase plice 150,000/ Loante:valbe ratio) 80:00%
Ifitial rent $12,000 ‘Lwan amount $120,000:
Rental growth rate 200% Interést rate 700%
Property growih fate Z00% Loan tenn 30 yesars
Instrance $500.00 Paymenis 12 per yeadr
Maintenance $500 00 Annua) debt sendce (payment) $9,580
Expense growih 2.00% Annusal loan-constant 799%
Marginal 1ax raie 28.00% Equily investmentfdown payment $30,000
Propeny tax @s % of value 150% Selimg expanses ; 7.60%
2. Anmusl Loan Sehedule
End of year o 1 2 3 4 5
Mo Payments, 12 $ o580 ¢ 9580 $ 9580 § 9580 § 2580
Balgrice: 118,781 117.474 116072 114569 112,958
Interast (ysar) B,381 B273 8,179 8077 7,969
Aemortization year) 1219 1,307 1,402 1,603 1812
3. Property Date
Propery value 5150006  $453.000 5156.060  $159.181 $166,365 $165612
Remits 12.000 12240 12485 12,734 12989

The framework for making & comparison hetween rentimg and owning is presented in
Lhe example summarized in Extubit 7-2. In thns example, we have property thal could be
renter] for $12.00() per vear ($1.000 per montk) or prrehased for $130,000 with §30,000
divwn and linanced with a fully amortizing mortgage loan of $120,000 a 7 percent inter-
est for 30 years, Other costs associated with gweiiig include mumienance, insurance. and
propeity taxes. In our example; these expenses would aol have 16 be paid 1 renting is:.che-
sen, All other expenses would: have to be puid regardless of whether the property is owned
wrrenled. sueh oy utilities: undiso nn. Because they offsel. they.do nat have o be eluded
i our analysis. Other assumptions include (1) a feders! income tax tate of 28 percent,
(2) escilation in expeuses, rents, and property value at 2 percent per year, and (3) o five-
year period of sualysis. a the end of whieh, 1hepropery would besold (il vwned). Selling
expenses ol 7 pereen wuuld have 1o be pmd al thay lime.

Cash Mews assoeiated with our wnalysis are summarized amually Gy convenience and pre-
sented in Exhibit 7-3, Note'that (or the owwnership alternative; cash flowsd must he devieloped
both hefore and dfter taxes beeanse, avindicaéd, awmers il residentinl property are providid
with special federal income (ax Ueaiment (see summary ©f X provisions in Exhibii 7-4).
This treatment 15 not available to renters: therefare, cash outflows for renters are the same ap @
before: und aftertax basis (seepart C). Looking 1o Exhibit 73, note that in panel A, wehave
summarized beﬁ’w-:m. cash oulTows associawd - willh owming: These o $12.830 during
year | Included Tn these cash oullows are ¢onslanl mumhly murlgage payments of
$798.33 - (12). or $9.580. each year The tax Ireatment shown in part B includes allowable
deductions for property tixes sod mortgage inlevest. These deductions reditee The owner's
fedgral inometax! payments and therélore reduce net putflows associued with home owner-
ship. These deductions yeduce fuxes al's tate of 28 pervent. ur by & total of $2.971 i year L

I This assumes Ihat lhe homeawner tamizes far L AUIROSEs:
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EXHIRIT 7-3  Cash Flow Analysis—Rent versts Own Analysis of 2 Personal Residence

Year 1 Year:2 Year 3 Year 4 Year
) Property taxes $ 2350 % 2205 & 2341 & 2388 & 2435
(2} Insurance 500 510 520 530 S40
[3) Maimerance 500 510 520 530 540
(4) Mortgage payments (P4) 9,580 9,580 8.580 8,580 9580
(5) Cash autfiows before taxes $ 12830 § 12896 § 129861 $ 1307w § 13088
B Tax-deductions—owmsr: _ _ ] _ _ ) -
(1) Property taxes $ 2280 $ 2295 § 2341 § 238 S5 2435
(2Hnrerest B361 8278 8179 8077 7.969
(3) Tots! deductions: 1081 10568 10,520 10465 10,404
(4) Tax Saings b 28% $ 2971 § 2959 § 2845 § 2830 § 2913
€. Renter statié: _ _ _ -
(1) Rents $ 12000 $ 12240 &.12485 § 12734 § 12989
D) Net cash flows—owning: _ - _
{1) Bafore-tax oultlays (A.5) SZ830) $12898  $(12984) $(13.028) 5 (13093
{2) Tax savings (B.4) 2971 2,959 2945 2830 2913
(3) Aftertax cash flows: (5.853) {9,936 {10,015) (10 190) 0 182)
(4) Rent saved {C 1) 5 12000 S 12240 $ 12485 § 12734  § 12959
(5) After-tax cush Nows—owning: $ 2141 s 2306 $ 2489 § 2635 $ 2807
E Before-tae cish llow—ior sales
seourmng Inyears 1-5; _
{1) Propery vaive $152000 3156060 $159,181  $162365 3165512
{2) Less: Selling expenses 10710 10920 11,143 1368 11,593
{3) Less Mortgaga payofi 118,781 117,474 (16072 1 (4568 112,958
(4) Befole-tax cash flow sele $ 23509 4 27666 31956 § 36430 $ 41061
7 After-tax cash flow—for sales
‘accurring iy years 1-=-5:
{1) Property valug §152000 3156060 3159781  B162385 5165612
(2) Less Seliing expenses 10,710 10820 11.743 114:366, 11,593
f3) Less Basi 150,000 150,000 150,000 150,600, 150,000
{4) Gain on s&le {7.710) {4.860) {1,982) 994 4019
{5) Less: Exciusion = — E 939 4018
(6) Tax 0 @ b o 0
(7) ARer-tax cash fiow (E.& — 6 $ 23509 $ 27866 § 21,966 S 36430 3108
G, Afterdax [RR on equity
($30.000) if sald: - o -
{1) ATIRR(D.5 + F7) —14.50% BET% kS 12:36% 1371%

Interest deductions decline 1o $7,969 tn year 3 becapse interest on 1the Joan declines overtime.,
The: ne annual sfter-tas cash oullTows i owning 15 chosen ane summanzed in pare D and are
$12.830 (from part A) less S2,971 ini st yavings)(from part B), restiliing ina net outliow of
59,859, I the property is owned, this iso means that rent of $12.000 does:nud have 1v.be paid,
“To complere the anntal owlTow in our analysis, we must consider rent savings if owning is
chosen. This amounts 10 512000 the 1irst year and when included in the analysis prodoces o
uel after-tax savingy from tome ownexship af $2.141, as shown i part D, Nofe [hal savings in
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EXHIBIT 7-4  Summiary of Tax Provisions Important 10 Residenfial Floushig
L. Tax Treammen of Persenal .and Qualiied Resldences”
A. interest Deductions and Quulified Residences. nterast Is deductible on' qualified residences” A taxpayer’s
aualifiad residences are = personal residence and one ather residence: Tha second msidence doas not hava
to be Lised by thetaxpayar ding the laxable year to be a qunlllled rasidence as long as It 1S not rented giliring.
theyear If L is rented for parr of a year; asspecliied Bmount of personal use s required |see |4, beiow), Inreiest
enthreg or more homes s not deductibie; unless the tome 5 8 business or Investment property nol used
personallé by the taxpayer Under cenain conditions; mobile homes, boats; \railers, time=shaes and stock in-a
cooperative housing corporation may be a aualified residence.
B, Maximum Interest Beduttions, Interest 6on two ypes of home mprigage debt s deduciible
11) Interestls geductinle on “ascqiisition debt” Which Is secured debt used to purchase bulid, or substantially
Improve a qualified residence [riiarest on ecqUisition debt ls dedudiin)eas long as the gabl does not
exceed the castof ihe residence and Iis Improvemients, The maximum amoum of Intebleaness upor
which interest Is calculaten may nat exceed § 1,000,000 for couples filing jointly

(2} Interestis also deductible an “home equity debt! For coupies filing joimw‘ e @mount of ebtedness
ugon which interest 15 based taf be 1 to-the [esser of $100.000 orihe amount of eduity M the residinee.
Hante entity debimiistbe sectired by a'qualified residence

C  Points an Mortgoge Loans. Theleri pofils ls Usetl to describe ¢arfali thasges pald, or trestgd as fald, by
2 BEITOWEI to'obRYT & hame moctgage. Poinls may also be callsd loan ofgination fess, [oon chnrges, loaf
discounis, or discount poms, Pams can be dediced in the yearpaid if o) of the igilowing resis ars met.

{1] Thefean s secured By a qualified residence. - -
A2)  The'fundsithe boraver provided at o before closing, pius any points pdid by the soller, wore ot least a5
muchins e polifts chargedi. '
£3) Iinesan was lsad ta buy ar bkl 2 hame (qualified residence),
4) The poim.. were complied as g percentags of the prmcipy) smount of the morigage i
{5) The amaunt s clearly shown on the setiiemant siatemenr as paints charged kor the mongage: The poinis
may be shown gs pald from either the barower'a funds o the seller’s tunds.
it.the above fests &ré not met, polnts must be deducted over the [[fe of the loan
D. - Redl Esuate Taxes. Property laxes must be a direct fex anlinterests I real property: The téx [s deductible | the
‘year paidl oniy by the dwher ofthe properiy Upon which the'tax was impesed and paid Gengrally, prewaid real
estatetax t2n be detucted in the vear of the prépaymernt.
Capfmf @m‘p Exclusions. For sples of a personal resitlence aftsr 5‘!&!9? ‘B NIOMocwnes imay exclide fram
income $250,000 of gsin,; and amarred couple may exclude up 1o 5500.000 of gain realizen on lhe sale;
(1) tndividual must have vemed end used the home as a primepal residence for at least twa of the five years
‘ptior io the sale fthe twh. years do not have 16 be consecutive))
{2) Excluslon applies to only, ene salé dvary two ySars
Il Tax Treaymiant of Second Residences

A Interest Deductions. Al tlles retating 4o parsciél resilefice interest deductions apply

B FPoines Points palg'on Jogns secured by 8 Second home are amoriized and geductad over thelffe of the loaq

C Sole of Second Residencs Capiial’ Gains Exclusion Ganaralry oy one home (Gilher the prirmry or seconckiny)
that is used fora majarity of the lima during tha year will ba condidéred 1ha prTl'u.'_lpaJ resjdance and will quedlliy
for the extlision. Secand hiomes da notqualify forthe exciusion

I Tax Treatment of Second o Vacafion Homsas
A Iithe pepeny (s not rented and is owned for parsanal Wse only, then dediidions sre determined a5 thouglt # 45,
“anan-primaty, gualified fesidence [see! LA above)

B, Wihe propety s owned for personal use and reated ol 14 days orless pahyear, no tents orexpenses must be'tepaited, -

C libe propesty is owned for both parsunal use and rented, ailrentalincome must e teperted and all axpensss
can be deducted Personal use canriot excead 14 daysor 10 percerit of the numherof days lonwhicn Iy was
rented twhichever (s greater)

D, Iithe progettyis owred for both personsl usa ard rented. and the humber of days of personal tse ekeeds
14 days of 10 percent 'of the numizer of days Tor which U was rented, then all rental InSorre must be reponted

‘and deductians are limited tothe anfolnt of rental Inconme, Ahy sxpenses in excess of rantalincome may be
ceriled forward to offse] Ificome eanatin tUre years

1]

ey Pssed o Jikersel Basarne Codie 8 VEA0DAE oud P 1 De3- P07 T gl M0l il 0y sont 0l ptoneni adbsctbadl S husny sy vesstrsneans Lo s
eleutians, TIMS hsunadori 1 o Do cetemmphlit, el e Tornel) Reyintine Cde i mmpial il Daegenily,
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yeur 2 are $2304 amd so.on. This amalysis must becarried out for each year 10 nssess (1) 1he
net affects of ncreasing nondeduetible: expenses such a5 mainienanee and insurance,
(2] incrousing renis, (3) increasing deduciihle expenges such o5 property Laxes, andl (4) decln-
“mg deduerible expenses such ay the intenest portion oF payments on thé moragge loan
Finally. we must comsider [he proceeds frony sule of the property, Wi calculire this for
duch year i sections E and Fol Bxhibit 7=3. The beforetax cash flow rseetion B is sim-
ply the Sule price. less Selling expensis and the oworigage loan balimee - After-lax cash
flows taust melude any taxable gains on sule, The fatteris based o the selling price: loss
selling expenses. less thee tax basis for the residerce which in this case is the priginal pur-
cliasa price * Should o sale oceur, the tax consequences are showr 10 be zero wreach of 1he
first three: years because (he properiy apprecialion saw is nol sufficient 1o offset Lhe selling
expenses. Theretore: 117 the praperty is sold. the barrower would not reeover the intial
uequisition price and no taxeble guin.or deductible oss woild fesult It should Be noted
lh.u hﬂgmmuv i'n year 4.4 ‘3999 g, ﬁ"Om sali. h'u.ul!i», 4'5 dm.s ¢ ‘H.Ul v Eum in yé:.tr.'i

Exhihit ?—-H. 1hcag eapual g,.unb are nol tuxable. The amm LT:I] aﬁ.cr tax cush flows ip [_(: [Eu,:
yeur of sale ancl the cush flows produced rom sale are combioed, and inlernal ries of
relrn ave calealated-and presented in section G of Exhibit 7-3, _

Nute that if the property was sold af the end of year |, the-alter-iax fIRA onthe $30.000
imvesimenl would be megative. Tlhis means thal il the property 15 expeeted 10 be sold after
unly one year, renting may be the wiser chows, However. teiurns Trom ownership i u:npmvc
n yum\ 2 lhmugh 5 ag IIK‘. amm.ll ¢I'lur-r.m wah flowa am.l lhu property vatue lnu'e,,!h
W sy Ir_am 3.3 pm Lc_nl to l'i '? pf_:rconl on ;m _.:_l 1er- _mx ,bws _on r;:!w: rm'mnm_n,v cqwl m
cisk with (e $30,000 equity saved o mike feriting eqrivalent OoWaing.

Othier Considerations
ARer we surmarize the casl {lows assvented with owning and renting: @ number of
udditivoal questions arise. For instunce. our example assimes.a sale: o) ﬂu.. and of year
5. Inasmuch as people mst have shelter what should be done-wilh the procewsds from.
sale afler year 57 Will the investor chonse 1o own or rem [rom Lhe end of year 3 o the
futwre? Wil Ure owner chooses pot 1o sell alter year 3. bt contines 1o own (o the:
mde(Tnite future—how should This possihility be analyzed? One guide th may help. (o
answer these quéstions would be to first consider the [ikelihpod that o sale nay oeeur in
‘i relatively short pertod of time: Generally, if frequent sales are likely te oeeur hecouse
of employmesit changes/reloculivn. renting should tend (o become more desirable snlesy
hiouse appreciation rates and rents arc increasing at significan rules ip the ares where
the tesidence is located.: In the lattercase. when a sale ocgurs, o bunuwtr would be more
likely 1o recover selling expenses and save inereasing rents, thar would otherwise have 10
e pud. Onithe oiher hand, if house prices are expected o remain Mat or decling. ashor
periad ol secupancy would lend to make renting more fvorable. Alernatively. other vom-
hifationg that could make renting more fvorable than vwning would fnelude (1) expected
fents would have o decling, or (2) non-taX-deductible housing cxpenses (muintenance.
insurEnees eie:) would have wbeexpected 1o inerease dramafically. o (3) theiritial inter-
estrate available on morigage loans waodkd have fa be much higher than the 7 percem
shown in our example:

¥If any Improvemants or remoddling expenses have'been Inqurrad, these should be added [o the
origimd| purchase piice 1o esiablish the tax bosis fot ihe resklence inf the year of sale, “Fixing up"
expenses immeiately prior 1o sake oy alkso be el e,

o calojlate'the after-tax IRRin year 2, ane must finkl the Interest rata (discoun, i) (Nak makes the-
present'value of 52,141 inyear 1 and $2,204 plus $27,666 at thesend of year 2'egual to Ine equity’
oullay of 530,000,
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As ta periods beyond five years. it is apparent fram Exhibit 7-3 that nel benefits from
homeownership gontione [0 incedse aver dog: While this pattern cammol be expecied (o
continue with certamty, an examindiion of he imporignce of appreciulion in.house prices
amdequaly mmvesiment may be nelpful.

Il ene exammnes | he cash Mow analysis agaman Exbibil 7-3, 1f becames clear thal advap-
tages 1o homeownesliipare substuntial becalise ol house appreciation raes (E.) and D
and the capiidl galns exclusion. '

The Rent versus Own Decision—Oither Esues
What has been presented above is 2 purely finaneial analysis of swning or rénting the
summe place of residence. Tn (e example. it was appuarent that ownership was generally thie
favored choice, particularly if the propeny was lo be owned and occupied for three yeurs
ormore, One interesting yuestion tat may veeur (o the ceader is:. Ly there o level of e
a1 whilcly beaefity [rom biomeewning are eliminaled?™ Thay is, m whan level of rem wauld
yeur be indilferent bevween renting and owemg? This would be & level of rent that resulls
i fm Aoty JRI from owning thal 18 jusl sullicient to compensate or cupital invested ds
adown payment. We Will assume thil this'is 5 pércent, This is about (he sameas the after-
tax cost of the foun [7% X (1 — 28)= §% rountled]:.

‘We recalvaldse e net sesh Flows i Exbibit 7-3 by changing rent saved (part €16
$9.155 for the first year. which changes resulls in part D{4) and produces the following
after-tax IRRs on the $30.000 ¢quity inmvestment:

Revised annual cash Mows and sftertax IRR recalculation:

Year 1 2 3 4 5
After-tax (Ri? —23.98% ~5.19% 8% 327% 500%

Fromt s apalysis, 015 apparent thauit the sameresidence conld be rened for §9, [58 per
‘year, then based 'on financial considecauons enly. the investor would. be jrdifferent as10
whether the propesiy is owned or rented for five years. It ¢ould alko he said U glmost mo
advantage exists berween the putely financial elements of twiing and remling The rent of
$9.155 could he found by trial and ermror or using “Goal Seek™ m Gxeel. _

Hisrorical Trends,

Based on historical mends w the United States, approximalely 67 percent of all residen:

lial housing is ownel and 33 pereent is rented, This suggests tha homeownership is hotl

srongly preferred snd may be 2 good investment, However, there are other issues to con-
sder Renting could be favored 1o spiteof financial netaras on cyuty m igswentin owner

Ship lorg aumber of reasons. These include
I. Nesd for [lexibilily because of (requem reloeation af employmenr, tamily. or orher

reasons.

2. Lack of fungds for i dovn payment.

3. Credivquality of the resident.

: Nodesre te bear he risk of ownership and volatility in house prices,

+ A devite 16 shift maintenance. security. md mamagemen! 10 others:

- A degire to avoid volatility. or visk of loss becavse of "Bubbles.” in house pricas. This
may-occur when house prices rise relative to rents ta sulvan extent that he prospect of
lurther 'ﬁypréciﬁimn in prices becomes problemiafic. Ti sorne housing markets affected
hy sharp mereases in employment tied (o lngher cyclical indusiries. should conlraction
in emplaymen! ocgmr- in those (ndustries, valatifity in house prices muy be slfecied.

=BV N
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— To the extent that-any ‘or all of the above considerations are importunt (o residents, they
may 'be willing. 1. fnrgu returns aviilable from homeowning and pay an implicit premium
ar opportunity cosl 1o mainizio renter status. For this and other reasons, there ure: iy
~ investors and developers sho develop, own, and manage reptal housmg ynits. We will deal
with (hat rype of real estate investment in-a later chapter.

—  Analyzing Expected House Prices
There ate many oflier ficets of the housing market that we important when considering
a purchase. When pvesting in housing, investars Tind it usefisl 10 meagure the expected

- rate of appreciation in ouse prices (EAHF). This:is caleulated as
HF— HP, H’Pﬂ = PAHPY
e HEy
- where HPyis the/louse price in yéar zéro and HPy 18 the éxpecied priceal thie end ol yvear
- .ome: To illostrate. it B2y =$100.000 and P = S103.00() then the expetted apprecialion

iv house prices forane year ts 3 percent. shown as

_ S103:000 = $100.000 _ A
S100.900. ’

To exiend this sualysis sod provide more perspeetive {or mvestors; 2 uselul exeraise is to

consider lhe expected appreciation rate on home equity (EAHE), This coneept cun be

N caleulated as follows:
il et/ M —

e HP [}_(I - Ll‘ VJ
= defintng L/V as (he loan-to-value ratio. Assuming 4 3 percent house appreciation rate and
— an 80 percent loan-to-value tatio. the annual equih: upprecintion Tiicopected (or o one-
- year period wonld be.
—r $103.000 — 810,000 _ — EAHE
L $100:000(.2)
_ S0 _ oo
' 520000

Aliernatively, the expeeted gverage anmual appreciation in home eguity (EAHE) can be

approximafed from the average house price appreciationate (EAHP) of 3 percent by mml-

= tiplying it by the rauo of house price ioequity (HPIE), which is 100% = 20% . or 5.0. Using
this [ormulation, we have

- EAHP(HPIE) = EAHE
A% 5=13.0%
These calcuiations show Thal 3 3 percent anuuul aVerige e of apprecintion in house

price results in 2 |3 pereent appreciation rme on equity when 80 percent financing
i is used. This example can be thought of a5 o method of provading Invesiors with an
estinnatle of unredlized équity gains, which the owner has the option of realizing by:
(1) selling the residence (alifough procecds may bé sufiject to fedem) income taxes—
» see ‘Exhibit 7-4) or (2) refinancing. in which case theve may be no fedaral income
taxcs 1o pay becanse refinancing is not 2 “taxable event.” This example also clearly
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illustrates why inyesting in housing fimanced with morgage loans has provided an
extremely powertul linanviy} fcentive for households. particulurly (hose interesied
m long-term wealth sccamulution, Rescareli hay ulsa 'been dane by ceomamisis on
the su-called “wealth effect.” This is the effeer thal expedted apprecialion in ussers,
including home equiity. may ve on consumer spending on-olher gaods and services
i the economy. This cpmes aboul as-consumers feel nore [Tnancrlly secure abaut
ther future cconomic well-being, hecause (hewr swcks, bonds, and houses are FETHI
in value: Consequently they 1end 10 spend mane on other souls did §ervives. When
assel prices ave declinmg howeyer, consumer spendding ulSo may deeline ds & vesult of
u reverse wealth effecr.”

Unrealized Annual Rates of Appreciation on Equity

The above caledlaions provide & good approvimation in Silutions: where mite of house:
apprecishon s expuected (0 be o constant or when a rough estimaie is sdequaie for the reader.
In cases whene the rate of house price appreciation is expocted 1o be diflerenueach year, or
should s more.exacl ealeulation be needed. the aboye caleula o may be modificd as shown
i the Tollowing example fora $ 100000 property Financed withan 80 pereent Joa.,

End of Apgreciation Annual
Year House Price Rate Equity Calculation EAHE

0 100,000 - 1$20,000 = =
1 103,000 3% 23,000 3.000< 20,000 15.0%
2 105,060 L% 25060 2,060 =23.000 9.0%
3 109.262 A 79,762 4202 - 75,060 16.:8%
Solution: Function:

a=3 i PVLEV.PMT)

BV = 70,000

FV= 29,262

PMT =0

Salve fori = 12:55%

A shownin e above example. averge expected appreviafion in home ity for the
thvee-yedr time perod is eqrivalent loosin uimuul compounded vawe of ferest equal w
1355 percent: Sve Concept Bax 7.1, which comains-very [mportant daty sources 1Rt sire
ised frequenitly when forecasting house prices.

Regional Economic Tnfluences on Property Valies

An Importany eoncept in real estate analysis 15 the Faet Ut the house pricesare highly
dependeny onibe yegional vr gesaraphic greq in which they are located,, The dembnd
for properties m local markets iy highly faflyenced By the natire of (e industrics. bisi-
nesses, and soon, thatare atracted (o4 region. Business aclivity imd (15 growtli determine
employment il incomie v 4 rewien. which friflieee the démund Tor ulf [ropeety 1ypey.
Iy shart. whien & real estite anulysis i undertaken. Lhe regianal econamijy dyivers nust be
identificd wnd'a jirdgment must be made sboul wheiher (hese drvess will provide i souree
of growth or decline in'a region, Te determine the Javer, Irends must be established for
the future globi outlosk for growihiin those industies (... vomplier techinology. tom-
mmmieation lechnolagy, sedical- phirmacedtical. and fourismieersation)
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Data Sovurces

Conespt Sox 7.1

HOUSING STATISTICS

1 Natlonal Assoclation of Realtars (MAR): wwwirealtororg

Ay

Medisn House Pnces:

Essantially. pt‘iceson all exisfl‘ngr Nowsing urits sold durirg eack manth (single-fanuly,,
condominum, co-ups)-are ranked from high to low The midpaint, ar median sate
price, of all sales throughiout the Utited States is selécled and repertéd A quar-
terly Serles alsa fs reporied by most metfopollian aréas (MSA = metropolitan: ‘Stanst-
cal:area, as deflned by OMB ~2004}

Issues. Whenrcalalatmg appremation rates based or median prces seiscted farﬁmﬂf iC
[ime periods, some observers have queshoned the: awnpﬂramw of housing units:over
different time periods. In additior to price changes. house size. ot ize. and location of
housing units alse are belleved tochange vver time This makes the [nterpretation of
price changes problematic, thereby limiting the usefulness of the apiraciation data..
Fending Home Saies

This isan indicator of sales vollime {lat is compiled monthly Based on the number of
slgned eontracts 1o purchase fomes Glvan that two to thres moanthsare reqllired to.
abtain 19an cammitments and close the titie; this. "pre-final sala” serles is Usetl.as a
resding ndizator for analysis of 1he hausing Wwaustry. Data are available only for ine
United States and four major census regions

- Housing Affordability Ineiex (HAN

The HAlis & monthly serigs consisting of (1) median family inceme and (2) medion
gualying Incofme (income needed Lo make mortgage and ROUSING éxpense payments
on i mecliatyprice Rouse: wlth 7 20 percem aownypayment). Theratioor median famiy
ihcome 10 median tuJJMng Income Is then caloulated and used asan indicata of the
extent to which & housing purchase is affordabte: for median income families.

2. Federal Housing Finance Agency: www.fhfa.gov

A

Purchase-Orily House Price fndex (HPI)
The Federal Housing Fimance Agency publishes the Purchase-Only HPIL whish is &
quarterly avarage series based on prices obtained from repeat, "purchase-only” trans-
actions for the saime properties vver time for all MSAs in the Unlted States An aver
age for the Uhited States aiso Is calculated by weighting ihiese prices by a4 population
walghted ndex as mmmled by Ihe U.E, Census Bureay, By focusing on repeat sales
ofthe same houses ovar lime, this lndeaq aﬁempls to maintmn comparability af housing
characteristics based oo sfze, age,; and so o1

. AllTransactlions Mousg Price Index (HP1)

If adaition 1o data used 1o complle the quartery Purchase-Only HPI, appralsal data
l'rom refinancing are ncluded in. _rhfs“'Ah Transaclions” HFL.

files are b@sed on cmvfammng 1oans. or loans that confurrrn to unﬂemrﬁing star-
daids for these agencies. Because maximum toan limins are set by fhese agen:
c:es mnrtgages made fer amaunts. hhow; thase rnammum lsan Ifmﬂ:s are nqt
,ar.e .ws.e.ﬁ_u qnw when anelyzing transactions m.,ﬂ_ha “conforming” segment of the
housing market

195:



Hoeuse Price and Related

Data Seurces:

195

3. 5&P Case-Shiller” Index: www.homeprice standardandpoors.cant

The S&F Case-Stilllar index 153 monthiy'repeal sale” heuse price |ndex based on data
‘obtained’ fram repest sales of Ihe same Houstng (nits in 20 MSAs. A LS pational hgrie
price Index is also calculaled. When compuling prce changes, a statistical technigue is
employed to use anly paired sales of the same hiousing units sold avar Ume. Houses
are removed from the sampie If any improvements, remodelimg, or the like: have been
undertaken bétween Sale dates. This methodology (s used In-an attempt 1o capturs price
changes on housing units, with the same charactefistics over time,

Isstres: Dataare s three-month moving average, published monthly drid are available for

up ta 20 MSAS = anly.

Why do cerrain kinds of economic activity g 10 “Cluser™ more i some egions
and wrbun meps than others? We de not inead 1o provide un extensive tiscussion of the
pheromens here-das there have been volumies sritken on fhis subject by many regional
seonomists: However, we o believe that an undemianding of the undurrpmmnns of this
caenomic behivior is eritival when thinking abot tie relutive atteactiveness of ‘real esiate
Investments: As'we will siress in 1his chapter and i others. moking au wvestmenl i a
specific real estats wsset cunnel be separated completely om makmg an invesmeent fan
ecomomie region hgeanse The Teal estale is pernrnently tocated By than region. Therefore,
rhie noed 1o know the forces ithaw driveeconomic srowih in an ares iy essental 1o the Sue-
cess of an nvesiment

Andlogy with {he Law of Comparative Advantage

This concepl. stated vory simply, says that some geographic regions have n compara-
Live suyantage over other regions [yttt certiin goods/seyvives it be produced more
efficiently i profitably in that region than in other cegions. This advimiage may cxist
because of (1) umral sdvantages (&.g.. seapori. minerls. low-cost eneigy, und beaches),
(2) employee characteristics smoh as a highly rained. cducaled workforee (e.g., loeatiun
of imtversities, workforce waming in technical industries), nndfm (&Y pmxmmy 1 many.
major consumer markers: (eg., tunsportation hub), Regional cxamples would inclwe
hnghetech research and development (Califormia, Seattfe, Boston), oil-and gas exploration
(Houston), commumication and computey assembly (Ausun, San Digeo): medicdl technol-
ogy/elinics (Mitinesota. Boston), and production of entertainment (Los Anzcles), These
imdustries tend w locate ineertain geographic arcas because Jand. labor, and cnpmﬂ can he
combined cost-effectively or revenuus cant be enhanced by Toculing in (hose regions. This
simple concept is very usefol ifi real estale investing. hecavse when reseurching markets
for real estat investmient oppartunities. those markers: lmvmo mduambb wifh the highest
fiketihood of fulure growth will have-a pesitive eiTect on house prices.

Identifying Regional Economic “Drivers” or Base idustries

One obvious way 1 idemify the drivers of cconomic grpwlh in an trga i 1 fdentify
base, or driver, tndmni.s. whigl g :hew husinesses producing the créatest profins.
Unfortunately, data pertaimng ko profits is difffendt (0 .colleel on & regional busis hecanse

(1) much of it is privawe mformation and (2) for publicly owned fims; omltiple operat-

g divisiony may make profits by megion very difficull 1o break down. As a vesuly, many
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~ aualysts rely on urrpim ment dewa i are collected by the US Dep.lrrrnem of Labor and
by varrous agencies in all 50 staws, The undselying Togic for using employment: dut for
real estate investment research is l_h._u,mtpmclmg Tusineyses will Rave expanding nedds
— for labor: Identifyige the aunber Of those mdustries witl w comparalive advantuge (st
region will help o estiomate the number of employées 1n thesd industries and, ' fiirn, the
aumber v housing units needed, While employment dute are. aenerally thought to hethe:
~ hest (ool avaitable for analysis. this method is not ideal beeause labor may not always be
added in direcl proportion to mereases in revermies or the outpnn of goods and services pro-
doced by # company Furthermore; the method may-tend (o underestimare (he imporanee
v of less abor=meusive busmesses m-a regloil thay may be very proiiable:and pay thgh
wages/to feweremployees.

Economic Base Analysis—Location Quotients
— Ome widely accepred approach i ecenomie analyss for identifying driver industeics i
region—tihe economic base—is o calculate what are referred W as location cquotients,

This is dong very simply by usingihe following reluionship:
- ()
L T S 07
’ USE,

- \YSE
) Terms i (hig relationship are as follows:

= RE = Regional emiployment
- USE = U.8 employment
ot - j=Industry classification
— T_OT'= TOL&]

For example, if we levy represent the compuser assembly mdusirial classification, then this
cutiowill el sl the propariion of regional employment (RE) in the computerassembly.
= business (j) as 1 percentage of (otal employment in thal region (RETOT) 15 greater or
less (han the praportion of those employed in industry j flvoughons the Umited States 18
a percentige of the total employment thrbughout the countey, T this ratio is grearer than
= 1.0; the indostry j would be identitied as a bese or dyviven indiotry for a Tegion because it
employs a grearer-than-proportionare amount of workers in thal mdu'au'y than is the case
for the Upnited Stawes as a whole Obwvicusly, 1f the rauo 1s Jesy than 1,0, then that industey
= would not be 2 base indusiry, [ndustry. classilications with ratios less thun LD e usually
roforred Lo @y yupporting (nelusteies, Examples of the latter ‘could be necounting firms,
advertising firms: and s0'6n. These Sipportimg businesses are alko iniportant for real estate
= mvestment. particularly for retail establishments, personnel services. and similar Firms, adl
ol which must atso Tease operiting space in properties.

Dala classificaions for various indusiries (dedignated uhove as j) have baen teveloped
= and published by the 118 Office of Mamgement mmd Brdgel and o used by the 1.8,
Daparrmeny of Labar This depariment cnllecls and categorizes duts on all employees
m the Unued States. Depending on the leyel. of detall desired, ull cmploymen daw are
= broken into sevesnl industry classifications. These classifications ave referred 10 ay North
American Industly Classification System, o NAICS, The data we collected for over
300 metropalitin areus.
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Employment Mullipliers

This aspeet of economic base analysis is conducted to determing bow rfatal employment
in o region is affected by ¢hanges in base gmplovmem. Aflter a compleic analysis s con-
ducted for cvery employmen classilicaven () n a regron and all buse cmplnymem hay
been wlemificd with-location guotlents and totaled. employment i the remating catege:
ries. is toraled. Then, the ratie of toral o basic employment iy ealewlated, IT, for exariv
ples wial emplogiment in o mctropolitanaces equals 1.000.000 and base employmbng or
employment i classilications wilh i Jocation yuotient > 1.0 1otls 400,000, supporting
employment woukl be 600.000. [i this vase, the taal-eaployment o busic-employment
multiplier would he 1000000 = 400.000. or 2.5, Therefore. if u foregnst called for up
inerease of H0.000 jobs in alf besie employrent categories, itmay be the vase (hal wuf
employment would merease by 40,000.x 2.5, or 100.000, of which (), Dtln would be sup-
porting employment, Obvyrously. 3 veal estale mvestor would like 1o know how many of
the 100,000 expected new johs would likely resull in the construetivg of new houses.
apartments. and office and warchowse space o provide lor these workers. An éxami-
nation of population data would shed Rght on the expected dac distrilialion ainl sizes
ol households. | should be strassed thi there can be inshimces where emplayment in
‘hase industries m & meltopolitan urey iy expected 1o decline In these instanees, Lot
employment rales would he expected to decling by ap wmounl greater than-deelines in
huse indistry employment.

“Phis method of uralysis is ot withan iksshortéomings. Furthermore, (ns analysss usy-
afly provides . suupshol of employmem a a pom m ume: (n owder 1o betrer vnderstand
employment retalionships. economic hase analysts should be dane anvirions pomts i Lime
0 as o 1denily shills and wends m an area’s cmployment base,

Housing Supply: An Overview

Wheit trying to couplete the wialysis of housing asam investmen. we miast also consider
the supply. stde of the market. In ﬁanl the supply of hodsing is détermined by 1he rela-
tivie cost il land. abor. and capilal (mraterials), Two bnmmt.h.rs ol housing activity e are
mmitored by investors we housing staris and sales ol existing homes. Two observatons
should be mude copeerning these Uaw. One ts that the supply of new single<family housing
and sales; voduages Lor exisiing uiritd ove price clustic and highly volatle. The other 18 thut
botlvalthe kuter selationshipe ee lnghly inlusiteéd by interestrtes. Although we include
miefest rles m our tiscussion o housing supply. itis also very important-on the demimd
side of the murket, uy it affects the finuncing vost (hat & household must pay from incomes
carned primarily from employment.

Other influences.on supply vosts o s mare lecal level! |nl:'lus.lL the existence of restric-
fions such s zomng, building eodes, environmental factors, und the physieal dilferenees
in bund terrin and how these vary between Jocations. Thc:;r: lter influenees have o $ia-
nilicant impaet on costs that builders inewr wien producing housing. Many of these infla-
ences ure Thought Loresull inbogstriction on:supply (new construetion). which resulis
iy hugher house prices, Sonte MSAs {Such 48 Sun Franéisco. Bostorm, ind others) rostrict
devefopmen (ensity by fequiring adherence Lo very. rigid building cudes, equinng open
Spucts: assesying: fmpau fees. ard $¢ on. alt ol which affe¢l housing availahility, Dver iy
ong rui s may cause house price sppreciation and consiruction eosts 10 be greaer than
in viher mdtro areas. Amy mvestor in the housing marke mnst ssess Lhese supply-side fic-
tors'when making housing chowes: See Cnncepz Box 7.2, which deseribis very (mportant
dala seurees thay may be used 1o assess the supply of new bousing Uity us well as sules
and fnventogy.
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Concept:Box 7.2

1. National Association of Home Builders -(NMBI‘wwwnshh.nrg
A, A subscription:based data source that provides data for:
e Housing starts (sungle family and mullifamily)
= « 'New home sales
s New home Sales price (average: medlan)
2. US. Department of Commerce/LLS. Census Bureau: wiww.census.gov
&, Housing statistics published monthly, including:
- * Housing construction permits
o Construcilon staris:
» Housing units under corstuetion

b « Housirig units complated
~ H. buaragrry-s_u;vey of housirg vacancies
w Comment: Many analysts make estimates of current housing: supply cenditions In loes| hous-
' ing markets Irom data an (1) construclion permils approved, (2) the number of permits aglu-
- ally started. (3) uriits under constriction. and (4) completions.
After the fiming In all stages of production and new home: sales has been taken lmta
- accaunt, the inventory of hduses available for Sale ¢an be estimated. From these datw, judla-
B, ments can b made astowhethisr arnot an excass supply candition may éxist, how long any
excess supply may persist, and impfications for future house prices.
Submarkets: Neighborhoods/Municipalities
=~ While the above diseussion Is impeitant when wying to differentiaw among. MSAs: &
= number of olher issues are important when trying to-seleet housing among submurkets
frmicipalities within MSAs. A list of impaitnt considerations that should be amalyzed
- when making such a setection is contamned 1n Exhihit -5, Many of thasediiribmes in¢lude
ns services .m.d__fnu_dr. that sy (z{ s be ag q;u.r‘e;j when the houstg-invesiment iy smade. Maay
o of these atabutes are veferved 10 us public goods that are acquired along with housing:
= These lactors hiave been studied over the yeais wnd devmed W be miportant in driving
- house price uppreCialion m Uilloren submirkels
 Capitalization Effects: Price Premiums
- Many of the attributis i Exhihit 7-5 have been deemed important in expliining differ
— ¢nices in hiowse prices among neighborhouds and jurisdictions.:However, it is difficull to
. gun"e‘rulize the extent (dollar amount) to which each factor affects price. There is another
- concept in the urbun economics literatnre, called the capitalization effect, that iclales
= 1o the quality of the publio services thal individuate reveive relative 1o the wxes (usually
propocty wxant fees) that axe paid lor these seryviees whoen they thooss 1o puechase hons-

ing in o particwlar neighborhood or mumcipaliny. To the gxtent that resydents pisregive that
- seevices received [rave i valug greater than the taxes and fees paid for them, net benefirs
may Exisl, These nel benefits e reflected or capitlized iy house prices Chand prices)
bectuse housebolds are willing 1o pay for thesenel bentfits which cidh-valy be vbinined
by purchasing housing 1 the locution where the benefits are present. For examypl, if
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EXHIBIT 7-5  Publle Goods and Other Attributes Alfecting Mouse Prices in Dilferent Subniarkets and,
Neighborhoods within Metropolitan Avens

Description Measurements/indicators
1. Quality of schigo| districts. SAT scbres, percentage ol HS gradlat=s that go to collage, ihtany facifitfes
2 Crime rates/police/fire Dara rglative te varfous ¢riine categpries per 1000 restdents, responsa (fimes
3 Farke/recremilon Reiative to size 'of popuiation, quallty of pragrams
4 Housing macket indlcators Mumber ol llstings, finme on markal prior ta saie, pefcentage of asking pnce
-acnipved by submarket

5 Quality of wtllibias
G Slze of submarket

Cost and source of waler, elecris, GES, Sawer ANy assessments relaied to eachl
Fapulalion, percermage of nna-by land ares svalisble for fupure deve[cpment
and zeniing related 1o such areas

7 Heslth care facifities Number of physicians and beds per thousand residents
8 Bullding <odesizonmg Restrictions. reguiation of construction quslity minimum lot sizes

9. Insurance rates
10/ Nolss levels
N Envirenmental

Premiums may vary based on resporise Umes by lacation
Proximity 1o, and decibel levels of (airports, freeways, etc)
Gpen spaces, poillition. water, ail, and so/an

12: Transporiation/aceass Distance and mavel ime 1o major employment centars, aimarts.

The Federal Home Loan Morigage Corpdraticn (Freddie Using one of thesa grice indaxes; select-oie of the
Mzgj ana the Federsl Housing Finance Agency pub-  MSAs and analyze the growth rate In Nome' prices for
lish house: price idexes, Thege are avaiianle al www. the MSA Versus the fest of the state and fortie naticn
dreddiemac.com/finance/cmhpi and www.fhfa.gov  over Whe past five years: Are homes |n the MSA grow-
Jdefatltaspxipage=14, respectively. Thesa indexes ing-ata slower or faster-rate Lhar the rest'of The stete
provide @ meastie of typleal price inflation for houses  and nation? If you were dolng a rent-versus-own snalysls
withln fhe Unitsd States. Values are calculaled natimrally -85 discussed [n this chapter. what growtir rate would you
Tor §ach staté, and for major MSAS, gssume far hiome prices In The selecied M5A7

tworatherwise ldéntical houses are Incated in two dilferent neighborhioods or mtmivipah-
tigs and one sells for @ higher price. the question is: “Which combination of' the above
influences caused the buyer to pay a higher price?” Was it the et benefils from eduea-

tional quality or some other publie pood? Whin housmg is viewsd'(his way, 1 becomes

clear thut muny public good consumption choiees we being made smudmucm: s/vwvith the
housing decision,

Finally, there has alse been discussion regarding Lhe optimal size of citles or of

jurisdictions. This concept bas 1o do with the relationship beiwéen the size (populition
and geographie areq) of separate political jurisdictionks (townships. dittes, ek aod haw

<osl- cut.ctiw.ly they provide services such 48 education. police protection, and the- like.:

Some argue that there niay be cost savings in providing public services oy eities (politi-

cally defined) gel larger and ammex smrounding aress However, there may be a limir

on size (in 1erms of bath arca and/or population) such thar avhen this size 1s exeeeded,
(1) costs begin 1o nise relative Lo the quality ol services delivesed os (2) the quality of ser-
vices begins 1o delenorate, Thus, communiues in which. Ibere exists a balance butween
size.‘efficiency, and scale of opérations may he producing public services very cost-
elfectively. Thisefficiency may be reflected in Jower propenty taxes for the flow of ser-
vices bging produced, which may. in furn. be eapitalized in the prices of properties in
such juriSdietons.

P N

il
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Pricing Property in Specific Submarkets/Locations

= Al some point in the acquisition process, afier the prospective homebuyers have evalus
ated theTegional drivers affecling house price appreciafion. they must estimate whether
2 specific property 1 2 speeific location thal s being considered For purchase 1s com-

— petitively priced. Prospecuve buyers want 1o be sure that they ars noy “overpaying” Jor
a-property, Also, lendors want assurance concerning the price of the property because it
will be serving as security [or repayment Tor thé mortgage debit and. over ime. if mus

= remam sufficiently ‘high to repay the oustanding loan batance i the event of defaull

u While prospective buyer-investors may esimate a value for a property, lenders will aso-
ally require that an estimade of value be made by an independent fee appraiser, which 1s

~ someone who specializes in performing, appraisaly [or a fee. Anappraiser must be unre:

- lated to the parhies Lo the wansaction and must have: no vested or [inancial intevest in the
property bewng appraised.

= The objective of 1he appraisal 15 10 establish a1 market value, Wsually meaning the

— mast probable price that would he paid for u property. under competitive market condi-

tlons. The reader should wnderstand thal this notion of value may be different from the
price that an mdividudl buyer may be willing (o pay forthe property. For example, ome
- person’s ndividual preference for attributes of u proparly being aequtred oy be such
that she niay be w:llmg 1o pay 1 stgoilfeantly higher price for a propecty 1um the majority
of potential buyers in the market. Because ihe Jender 1S more concerned 2bouy wha lse
w market price would be in e svent of default, 1he appraiser must make an independem
estimate pf the mosi probable price that o property would bring T 11 were sold under
compalitive markel conditions, where: indi viduzls other than the praspective buyer would
be h:cldmu In a sense, the: appraiser’s estimate .of valug will help the lender detsrming
whether the price bemg effeted hy the borrower-applicant i an “outlier™ or a prive a1y
significantly different from what would be paid By miosi buyers in the market for simila
—r properiics. (Although there are some differences in-appraisul requirements used i cop-
ventional. FHA, and VA mortgage undenwriting, the general appronches o estinmling
value are similar.) ' ' '
- Tao produce an estimate of value, the appraiser eencrally beging with an assessment of
national, regional; and local cuonomic condifions, siressing: income, population, cmploy-
men, znd inferest rate trends. which; as discussed above. form lhe determinants of demind
o lor the propeity 16 question. Supply is examined by assessing the'telative cost ol land ind
1he Factors ‘of production (wages, vapital)., Carrent market equilibrium conditiony in the
housing market are then considered by examining the cutrent availability (inventory) of
~ housing wnits. absorpiion rutes. rental vacancies; and trends: in Tenms 10 uge Lhe likeli-
‘haod of auy short-run price movement that iy affoc the estimate of value, Finally, ihe
appriser mmst wlemify the drea-relevant localion, or submarket, i which 1he property
~—r being valued is viewed as heing compelitive or substiuuhle with other properties. This
submarkst alse may be thought of as a neighborhood because of the proximity of rotail,
educational, religtpus, and othier facilifies which miay sppeal to households with Siniilar
- ancome. tastes, and preférences. T s important because. us will be'seen. price and other
daba will he obtaingd on propertics that have sold recently in this area Submarket selec-

. fion is very important as the appraiser seeks to eliminate any differences that could be

-~ aurilitable to school districts, police and fire services, libaries. and 50 o in the analysis,
i These data will serve as g basis [or estimaling the price for which the property n question
- is likely 10 seil.

- Wheg esiimanng the value lorthe specific property (usually referval to as the “subject

property”), the appralser isually relies on three approachiss: the mirket, cost. and inceine
capitdlizanon approaches: fn residential appraisals, ouly 1wo approacties. cost and market:
=, are usually thought 1o be reliable. The market. or sales comparison; approach involves
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seledling properties m the same submarket or in close proximity Lo the subject propaty,
Compurables are chosen (rom [hose properpes that have sold most recemtly and where
adjusiments for ﬂlSSlmll..\ﬂl!C) (5uch as size of dwelling, lot, umenures) can be kcpl g
iy This approach is based on the principle ha ot Lhe (ime of 1he wpprusal, huyers
shauld be willing topay the sanie price forotherwise identical properiics. By adjusting thé
sulu price of compurable properdes fof dissimilarities. the dppraiser 15 wying tomdke prop-
erties that have redently sold very compurable o the subjiee! propesty. The adjusted price of
the: compurables can then be used lo price the subject.

The cost approach invalves estimating 1 cosf ta reproduce the strictire (less depre-
cration), and then adding the value of the lund (site) 1 it i arriving at s valne. The ratiomile
for this dppm:h:'_h 5Ll mo knowledgeable lnyer would pay more for 2 property, than the
cost at which o can be reproduced. Finally, the income approach 5o pincess. wherehy
compurable residences [hat are currently rgnting for income we vsed w éstiimate [he valve
of the stihjiset. This - provess nsually involves estuhlishing & ratic bétween (he selling price
and incomie of $uch recenly sold comparables: The vent 38 (hen adijpsted for dissimilarities
with thie subject. A comparuble rent Yor the sithject is then establistred und (e ratio of price
1o renf for comparubles is used to convert the adjusted rem inta a value for the sabject. This
lalter approach is not lrequently used when pricing owner-occupied yesidential propertics
becawse il is gencrally the Jeast reliahle method. This s because (here are usually few com-
parable residences thavare rented,

Based on' these approgches: 1he appraiser mukes 2 ual estimate of value and reports 1L 10
the prospestive homehuyer snd the Jender. The lender will reyiew the report snd. if 1 wgree-
ment witlithe approachiused by the appraisee, will use b Jower of appraised value or the
urkel price i estzblishing the muximum Wan imiemt, For & more détailéd examinalion ol
each of these spprodehes, we Bow tonsider z problem example, In-the exaniplie, we ose the
uniform appraisal form (see Exhibit 7-6. pancls Aand B) required by the Federal Natiotial
Mortguge Assacintion :and Federal Home Lo Mortgage Corporation. Tody mos residen-
Liul morrgages ulifize Ihis form becanse it 13 a part of the required dnmum,nlallm any lender
swoutd need It wished 1o sell 2 loan w either of these entities alier vrigination.*

The Sales Contparison Approach

As previously mdicated, when using this method, the appraiser estimates the value of 2
property by companing the selling prices of properties similar to. and near, the property
being uppruised. Beeulise 1o bwo propenies gré exactly alike. the uppiaiser adjusts the
vatlues of similac propertics (called comparable properties) lor dissimilaritics. Thuse
differences are isolaled. and adjiistiments are niade by the uppraiser. who. using her judea-
ment and knowledge of current market condiiions: establisires wint 1he market value is for
each myjor uunhu:la ol a compurable thal is different from he subject property.. Because
ihe value of ihe subjecr property 15 unknown, (he price of the camparubles will be adjusied
until zl) differences lmve beer 1aken into account, If this procass 1s carried ow vorrectly.,
1he adjnsted value of Lhe comparable properties may then be used 10 approximate the price
of the Subject property. When selecting the comparables, 1he appriuser must be carelil
to @stablish thi the sules of the comparable propeies were wem 'S-lengtlt ansactions
belween the buyer and seller Forinstance, ifa seller way underduress, ds in a foreclosure
sittation. or il a:sale was between eelatives. such a sale' would not be desimble for iscas a

" For mare tiesalled Intarmation see tndemmling Gulaeiines, Home Margoges: Federd| Home Loan
Martgage Corporaiion, The sale of morttagesa Institilons In the secondany morgage macket will be
covered I a later chapter While sl residentisl appaisals ara madeus\ng the three apprnaches o value
discussed above-adiiiorat speditications canceming condition and. cansimuction quallity of the dwelling
being appraised are sometimes included in FHA and WA sppraisals While'such specifications are {ao
numeraus to be considered here, the fdllowing sources provide additional information-for an overview of
FHf appralsal poficies, see HUD Handfook #150; 1 for VA poficies. se@ VA Bultetns aid Benefits Cliculars,
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compuiuble becaase the buyer muy not have paid @ (6 market price for the property, Qe
ihe appruiser hasdetermined thatall compoablie:sules were arm's-length transactivis, the

appraiser’s process of adjusting Hhie comparable sales can begin.

To illusizie how: the appeaises - will adjost the compamble sales for wmy differences-
bevween the subject property and (he comparahlz properues. Exbibit 74 contains u prop-
erty Yeseription in-panel A and an-cxample of the Lhree approaches 1o value vsed in the
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apprutsul process i pamel B. Note that panel A conuns the identification ol the: property
il general descriplion of the property. Section 11 of panel B provides an example of (he
sales comparison approach to value. Some of the gems that the appraiser will have 1o adjust
the wmpuﬂhle properties for are: (1) time since the compurable has been skl (2) location.
(3) view, 4).design appeal, (3) quality of construction. (6) age of the property. (7) condilion,
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(8) size of Tooms, (9) quality of interior Gmish, (10) fmctioma atility, (11} type md condi-
lion of 1m1_|or systems such as central heal and air;and (12) sale or financing concessions.

When ihinking about hew comparable w property 1510 (he quh}m property being val-
ued. o general yole can be lowed, This rule ls: the more adjustments, thar have 10 be
made 102 potential comparable in order to make o more like (he subjez property. 1heless
comprzhlc o is:Ifk;:Iy_ w B T olfer words, i many ddjustatents i value muast be made 1o
s property, itis less likely tobe wuly comparable ty the sahjeet and thi Jikelthpod 6f ¢rror
in pricing increases  When selecling propertics as compurablés: thie number of adjist-
ments thit must be made should be minimized,

When rinkng these adjisiments, the appraiser-gdds 1o, or subtracts from. thewaheof the
compurabie propernes o iefleer the dilferences in nurket value between [he comparable and
the subseet praperty tha e enused by different auributes, 17 the subject property I8 superior
‘to the comparable property with regard 1o a paetieulur sttribute, thenthe eppraiser wall add 1o
the value of the comparable prroperty. [T the subject property has altributes that we inferior to
the camparible property. then the appraiser will subtréiet from the valde of the ‘comparahife
properdty Recall that the value of the subject 15 tnknowim: ence: cdiusinents mist bé made
ter the comparable praperties. Adter all adjustments have been made 1o the comparables. the
adjusted valbes of the comparables shenild beapproximuely equal to the valie of the siibject.

The:amount' that the appruiser adds to. arsubtruets from. the price of @ comparzbie prop:
erty isan estimate o the markez value of siiribules hat are differenm when eomprrmg the sub-
Jeat with comparable property, Forexample, indealing wilh differences n the site, in panel B
truddley wesee tha comparables | and 2 ace hoth “nfector” w the sthject in the sense tha
‘the subjeel is a corner locanon and (e comparables arenot, Comparable 31is also on o comer
Jot so no adjustment'1s made becatise this auribule is considered O e the saine asthe subject.
The appratser judges that sucki d'ditference is worth $1.9500in additional frarket valve for the
sithjeel, und hence increises the prices of ihe compurables by $1.950. Gn the viher liund. we
note thiy companible 2 has o lwo-car garage, Whereas the subject hax only s one-can garage.
In'this case, the price of the comparable 2 is adjusted dowr by the differgnee in'ihe vatie of 2.
1WO-CAT VETSUS A one-ear earage ($4,000) Again. theiden is loadjusy the comprerabliy miil all
pesitive and niegative characteristics are priced and added o or subracied Trony the compara-
bles, leavirig a resitlual vafue (aller adjustnents) that should be approximalely gl mprice:
I the bundle of characteristics contained in the subject property, The redidaul vulues of all
comparables. after adjustmerits. should approgdceh the valoe of the subject, which s unknowi.

How does the appraiser estimute the vatue of these characteristies? Eslimating is done on
the basix of experince, jpdement. and knowtodze of how individaal buyers snd selers end
to price |huse dilributes i variows neighborhoods, given the site md oiber propery chursc-
teristics. 1n other words, the uppr oiser must be able o idemiify and defind the estimatéd
merease on decrease in e total price of s property, eiven the addivion or remaval of one or
miore characleristics (eurage, hedroom, bith, ete, ). This may seem lo be o dilfieul ask: how=
ever, inmany housing markets hunidreds of properties. are 50ld each week and the appraiser
pencially has neeess fo these dara. A process of eomparison and continuous updating of
inforpiation makes the estimation possible, Tushould be stressed that under the sales com-
parison spproach to vahee. adjusiments are rot bused on the cosi of constueling imprve-
ments_Alladjusments in valne berween the property being appraised and comparables mst
be made pn the basis of how the appraiser believes the markef value will bie affected by the
presgnce or dbsenve ¢f such altribules This 1s because Lhe imarker may pol value adlribules
thie sume wity that & individuil may. For exaniple, the cost of 2dding b swimming pool 10 2
property it an ares of small older, lower-priced homes may nol be recovered inthe murket
price when the properiy issoldoevén though the current owner may believe that thie viloe 0!
this mddition is-at Teast cqual @ its cost, Tin this case. the addition (o merier vilie niéty not be
equat 10 the cost of construrting the pool because the appraiser may judge that buyers
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composing the markal 167 (he propecty. are ot walhng to pay a5 much for such an improve-
ment a8 the current owner [Hence, fhe swimming pool mmy be referred to s ml
ovefimprovement to the properly. md irs full costmuy not be reflected m ihe sale price.*

To-obtain he final cstune of value under ke sules, comparison approach. the Appriuse
ives agualivive weight 10 the residual price for cachcomparable. Thewelghl sssigped 10 Sich
price depends an how maay adjuwxm{.m& were mady 1each comparable, I iy adjustments
weee made wq epmpatable, i would be given 653 weight. and vice vérma (Note it Comp. !
Tad lve adiiustineats, Comip: 2 bigd six adjusiments ind Comp.3 liad tei adfisstiments.. However,
Comp. 2had the lowest dollar valae adjustment. ) THE appodscr thert assesses the final eslimates
for each compurble in relition 1o the qualitaiive weights (see the comments o the hotlom of
Pane] B Exhibit 7-6) given 10 each, and armives ora final estiinte of value, Note tha i isnot an
average of the valives for the 1biee comppambles, Summanizing frem the dhove;

Summary Comp, 1 Comp, 2 Comp 3
Sales price $65.000 $73:500 $671500
Nel adjusimeis +10,200 +3:350 8,900
Bdjustet! values orcomps: 75200 _76.850 76400

Bused oo the various adjusumenis 1 compurabley and The appruised’s wotghting ol
these estimates. o villue of $76.850 (377,000 rounded), iy assigned 10 1he propenty hetng
uppmusud under ihe seles comparison approach,

An addivional concern of appraisers whien nsmg the sl comparison approsch 10 yaloe
is the'possibility Lhat 4 comparable sale price may conlain finuncing bieneliis paid for hy,
the seller of a property. The ¢lfeciy of seller financing muy be presem when the scller of
a comparable is allempting 1o help the buyer qualify fora Toan und has paid poims or dis=
count- fees for the buyer. or has taken back wsecond morigage au a helow-murket rae of
interest, which usmlly rednees Lhe borrowe er-buyer’s monthly: \payments and cost of 1lfanc-
ing the propesty.® Scliers ofien recaversach (mancmg casts by charging 2 higher price for
ihe property. I this property is used hwter by i appraiser s o comparahle 1o estiniiue ' Lhe
value ol unother property. the use of its price may be inuppropiiate. This i w GEficull silu-
aven [or apprassess becanse unless they kniow the conditions of a properly s sale. it will noi
always be clear whether the Seller of o property. has puid some of the biyer's finincing
costs During times. when interest Tales are rising and huyem find iCdiifieult wogualify,
sellerpaid fingncing is common. During these limes, appruisers usually verily that xcom-
parable transaction does nof inelode seller finuncing by speaking direcily with one of [he:
parties o the tramsaction or the seltlement agent before using e compuarable in (e
appuaiisal process: 1 sefler fimancing has been usad in the transaction. e Appraiser must
reftecy his m s estimate of value by esiimiting the cost of the seller fuuncing and

* Qverimprovements cecur when IngiViduals make Improvements that they may prefer andlar helisve.
wiil agel valie 1o thepropery, Howevet, suyers In the matkel may 1iot agree and will ol pay for the tull
¢ostaflie Improvement. Similafly, = lomeowner can glka make an Undefimprovem, lor axamgle, if
loo small A Rouse i Bulll'on & large site. Indhis case, individuals may not Be wiiling to pay as mucirior
the property as they would have if the relaslansh!p ‘batwesn mesite and e imjravemeant had ygen in
confanmity with othey pfeperties in the market atoa. Many testbooks are avallable on appraising It you
want 16 pursue the wpls {seedhe Appraisal nsttuie fof soufdes),

5eller ﬂrlancmg pcaurs peficdically o residential transaciions. This prablent s more prevalent in
periads of highinterest rates, when buyers have o alficyll time qualitying for aloan. Inthese sitiations;
sgliers may finante 3| o part af thiz pufchdss a1 below.market rates of imerest-or.contribure n

some way. to.ihe buyer's cast of Tinancing. Appraisers finst be awarg of SUCh & passibiity snd make
adjustments in ihelr estinate of value,
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subtracting this amiount from the comparahle vidue 7 b the example shown in Exhibil 7-6.
pant! Byowe see thot noseller finaticing was present in uny ol the compurghle sales.

"Thi Sates comparisort approuch gives the most reliuble indication of valne when Lhere
dre-a numhber of corrent sales of highly compamble properliesand mloemation show the
crGuinstunces surraunding the mensacion is easy o ebram, When lhr.‘u:'umdllmm. are Hr
elfecy, appraisers prefer (hesales comparison appm‘mh

The Cost Approaci:

When osing e cost approach. the appraser caablishes o Value Jor- the lamd on whh
the tmprovement 1s located, and then determiiies the ross wf veprogucing (he fnprayveinent
and adds thetwo, Aller sdding (e cost of the improvement und land value. (he sppraser
cediiets un wnoant Jor sny depreciation (W sppropriste) that improvenients have suffered

sinee {hey were construeted. I the improvement has just ‘heen compleled. the ktier odjst-

mecal is usually tmnm:r—s::ry This procediirg is ilustmted a he Lop ofExl‘ubll 7=6, pmel B

Tmarriving af the estimue of tud value. u procedure sitml w i followed nthe sales
comparisonapprogeh xused. Comparable sites thay have been recenily seld are seleeted, und
adjustments wre rn.u:le__ fiyr _till’!_emncm_m location, size, shape, and 1opogriphy. I estimaRng
the neprovement ¢ost e appraser will ustially cansult cost manualy formatsrial fabor, dnd
profit (overhead) ag well as woly witl, lotal construction compamies (hi £osts associntett
with constructing improvemients with speeifie physical undqualititive dimensions. Basédon
these soureds, ustimiales of construction costs persquare footire matle for living $puce. base-
ments. garages. e second Mawrs. Individual estimites ure then made for fixtures (Kitchen,
hath. ¢te.). fandseaping. and additional improvements (paal. porches: aie

I thes event the improvemgn s oot newly consuruoted. there are three rypes of deprecio-
tion thut the appraiser may choose o decdugt [rom the ecost estimue just deseribed. The first 1
deprecianon tn ihe property s valne resultng from normal wear and iy ratorred o as plvsical
depreciauan. Examples of physical deprectationunclude curable items, stch s worn carpet-
g orwalls needing pant, Tnowrible iters, which ihelude téms suchiag [oundation satling.
may detruct lrom 4 property's appearance but-to ot necessarily affeer the usefuloess ol Hhe
Structure. The second is deprecid(ion resiliing from intermal property churgoteristies that
aiake fhie property lesk livable or marketuble than it was when first vomstructed.. This is
referred (o as funetional olsolescence: Examples of mcurable lunctional pbsolescenee may
include excessive amounts-of hallway space. Curuble: nbsaleseence may inctude erLu:e—
ment ol [ighung fixwures, The third wype of depreciation the appraiser will consider is called
external bsolescence. 11 15 ezuseel by charueteristies exiernul (o the property. suchias ehimg-
ing land uses manishbarhood that cauge a strietare 1o bucomie obyoléte Helore the aclual
binJding wears out. Examples of external factors that cunse ceonomic dépreciation (s oecur
include pollution. shifting land uses. or chunging legal restrictions-on fund use.

The older u property becomes. the more difficult it is for the uppraiser to estimale the
amount of deprecintion That shoild be ysed im the uppraisal process. Tn the exampleshown
in Exhibil 7-6, pani:] B we see 1l Lhe apprasser has esumaied iha for the subjeel prop-
erty twhich 1s 10 years old), physical deprecizuion amounis, mSIi&.nUU. eeonamic depieci-
arion 15.$7,500, and no fumetional ahsolescence was apparent, Bused vn the cost approach
o value. we see hat Ihe appraiser assigns o vatoe of $77,431 1o the subject property.

The ¢ost upprodch 16 valie tusually provides the most reliable estitate of virlue wheit
compurithle properties tire newly constructed wnd require very few adjustments for depre-
cimion, Appruisers alsa consider the cost npprmu,h when determining value if only a few
Irnsactiony involving Lumplu’;d:]t: properties exisi and the sales comparison apprsach w
valneis lifTieult o use;

This will be analyzad In detail in'the fext chapler.
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The Income Approach

Thi mcomme approacty, o IJTirthrppruiiml methol, establishes i market value of propernty by
delernuning how much an myesior is willing to pay tor the income sireamy that a property
produces Using this method, the appraiser attempts 1o establish the relationship: belween
& property s sule price and the monthly income stream it would produce il rented, The
appriiser typically aiesrants wnd prices from recent sales ol rEdtal properties hak wiesimi-
lar 1o the subject property and determines the ratic of sile pricd to monthly reatal incomie..
“This ratia is referved 1o-as the gross rent multiplier. The vialue uf the subject property
watld then he estimated by judging what the subjeel property shontd i for (azain by
lunkulg at comparable rental units and adjusting for dissimilurities), and then multiplying
this estimane by the javio established from comparable sales,

I our exsmple we see i the Jower portien of panel B'in Exhibir 70 tharthe appraiser
fias estmated \hal, 1f rented. Lhe subject would bring S650 per manth, Given that com-
parable ‘properties have recently sold for LG Llimes lhcn' monthly rents, it s rcisonable
ihat the same reldiionship woukd wlso hold for {he subject: Hence, & value of $75.400. or
650 % |16 iswarrived 4t by using the income approuch,

Typically the income approach is. difficalt 1o use because sales of very comparable.
single-famudy rental properties are.mre in 4n aren Consequendy, apprdisers wend to rety on
the sales comparison and costapproaches whew estahlishing yalue: However, it should be
swressed that lor some proposties, such us condominmms, where'many unlis arc frequently
remed, the incume wpproach may provide o reliable estimaie of valve.

Final Estimate of Valiie

The appraises-must reconcile the differenr estimates of value provided by the sales ¢onpari-
-son, income, and cost approaches when makinga Ninal estimate ol value. TIis s decomiplished
by using a gualitative weighting method, i much the same wiy as o the Sales comparison
approich. The appraiser assigns subjeclivé weights to euch of the thiree values based on the
vediabilily of the data and the mumber O adjiustments: that had 1o be madeé in sach techiique.
More weight would be given loithe method requiring fewer adjustments where data are verifi-
able: ourrent. and complete. I ourexample, we sge that (e il estimate of value is $77,000,
which, as (he appraiser points oul, 1s closest 1o Ihe sules comparison snd cost approaches.

FProperty Appraisal and Actual Sale Price

In-onr example. the sitle price of wproperty agreed on beiween a buyer and seller does not
exactly correspond o the appraised value TFor exdmple. o buyer and u seller agreed ona
price ol $76.700,(or the property (see panél A) and the appraised value was §77.000, When,
comsidering the value of a property when making loans, lenders will sencrally use 576.700.
or the: lower of sule price or gppraised value, as the value on which tive lomm will He based.
unless 1here i$ eonvincing evidence to change it

Property Values oyer Time
A cardinal rule Tollowed by lenders Is that lonn security, winch ;s depencent on the yalue ol'a
morigaged property, should never fall betow (e owstanding loan halance aany Gme diring
e lifo ol ke morrgage: In other words, the Jender wanes 1 he assurod that the markel valoe of
the property will always be higher Ihanthe foan balases m the event of detault by the borrower.
An additionu] consideratiot Tor the lender when considering the relationship of the
morigage balante and property value over time will be the palential effect of any incieaves
il lhE morgage hilunce relative (o property value. This may present problems in the case
‘of mortgage programs in which 1he loan balance may, arwill, icrezse alier the Lme of
toun originalion. (Recall the discussion m Chaprers 4 and 3 dealing with the possible
effeets of negatiye wmorizavion, )
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-~ Investing in “Distressed Properties”

Theterm dismesyed §$ used to deseribe vartons events or circumstances that uszlly result

o tiethe sale of properties that otherwise might ot oceur: Distressed properties may
present opportunities’ for invesions ta acghire properlics Wl below curreny mirkel prices.
However: these discounts asnally exist for a reason; atherwise, owners wanld sanply sell
— iheirproperties ar currem merker prices as' the praperties become distressed, W we will.
- duscusy, there swe many rensons why propertics hecome distresied snil Why owntrs may
' be willing 1o sell them for a discoun. bn sugh instnces, Divestors usually dequine projper-

= ties and provide un 1nfusion of vash wnd Rope © eliminate problems that may runge from
. structural daomage to Tegal issues:itfecting the tithe t propetties. By remu.lymg these prob-
lears. fiwestors expect that the property value will incnease enough to provide them witlia
- Sitislatliory investment retum,
s Some of the personal financial andfor legal siluations affecung the awner that may
explain why properties become distressed are listed below. One or more of these: factors
~ may be neeurming simuliameousty-

Borrower inability to muke morigage payments.

< Market value ol the property below the mprigdage balinee.
Belinquent propeity taxes/property tax liens.

Internal Revenme Sorvicetay 1iens..

Civil judgments/bankrupiey/divorce,

e Mechanics and/or vomstrnelion Town licns.
Personal débix,
_" Estate setilemenls

One very commoen rtason why & distressed praperty becomies uvailable is 1he borrow-
er's inability (o maks mioTiguge payments. In this case, the boorower-owner of the propeny
= may nul yet be farmally in defanlt. us the tender may be providing the barrower with 2
graca period on 1he lu..m hupmg thut foreelpsure pmc:.t.dmgh can be averted.> Howaver, if
The borrower cannoy “ewre” (he problem, It is possible that the Tender THUY Reguire e ik
o the proporty directly fromithe vwner (usually relerred o as deed in livy of Foretlosuns™),
B_y usng thls process. hoth pastiegs may save ims and loreclosure cos(s amd avert in sic-
Aan, Howeyer il the lender and the borrower capnot agree on s deed transfer. the lendsr
= ‘maty have (0 Toreclose: In thesé eases the praperty may have tobe sold al siretion.

Anothier reason for defaull vecwrs in cases where praperty values fall below The o=

— . . 0 11}
standing loun balance. When this happens. properties we said 10 be “underwates” or

- “upside dowa ™ Sttutions like his-can come shout beciuse owners may have averpaid

— for 3 property or overimproved :uproperty relative to olher comparable properties. Should

property owners lave difficully muaking monthly loan payments o Such an “enderpriced”
= property. They may default,

Deterioration in Jocal economic condittony, such as unemployment Becanse of layoffs.
plant Closings. and (e like. may lead to.an inerease i the number of distiessed praperties
=~ avatlible for sale. Ineredses in witmployment may. reduce household incomes wml aeg-
‘vely affiset the demund for housing. Such a murker downiomn niay cause-an extranpdinary
nimber of properfies (0 become distressed and available lor purchise.
~ There are alsp 1 umber of evens, wsually enanticrpated by homeowniers. that may
_ result ur istressed property siluduon. These events muy nol pecessarily be retated (0 the

* Tine borrewae's shtuation Is bellived o ba temporary, a lender may alse be williig 1o consider
restruchinitig the terms of the loan. Such g wan TEsructunng 1S referfed o'as & workout.
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condition of the property und gould include liens because of impatd income Lixes of prop-
erty taxes, judements because of crvil actions stemimng from Lmwsiits or business ailnres.
ham!\rupt . divoree. defaull or-personal loans mdlor usiness loans, or the need (o sellle
an estale, Propeity owners muy heseeking 4 financial solutton te these unrelated [Tauncial
ur legal problems anil may-he considesing the sale el properties loralge funds,

[n:addition o the canses liswed above. it showld bevsiressed that r2al estate ks il like
{iranciil assets such as stoeks dnd. Bonds, many of which hiave very avtve o ligud
markets 'where they can'he traded, Real estile requirey - considerably longer perind of
time 1o buy and sell. Trading residential properties with the attendant reguinements to
[inance and clase may requure at Jeast 60 1o 90 daysamder mormal circurmstances. Tn cases
involving diswessel propertics, il may tuke even longer. Furthermort: in ¢ases whero
the currgnn owner may have averpaid for a property, because of aggressive lending prac-
lees or puor estimates 'of pricg appreciation, huyers of dsiressed propertdes may: hitve
[0 carry propertics uatl “reprsing” occurs in o murke! tnyironment that is changing In
thise vases. invesiogs ave providing Nnaneingand wking “repricing ™ risk untilihe market
stubilizes.

Financial Fremswork for Analyzing Distressed Properties

When amalyzing an investmen! T distressed properties, invesiors usually consider a
Finameigl fromework as shown in Bxhibin 7-7. Note thai itemns listed in Bxhibil 7-7 acc
chmvified inte thres phusuv (A) uequisition. [B) holding pertad.und (€) disposilion
For the investmenr 1o be profitehle (D). net cash inflow. from the sale phase (C) must
exeeed cosis expended in phases (A) und (B). When the exhibit is reviewed, n number
of factors st be analyzed. Peshaps, the most important considerdiions have to.do with
thinking about the Tollowing seneral guesttons: (1) Why does the so-called distressed

property situanoen exist? (2) Why caniiof the currant property owners rémedy Lhe Urings
Camsing the problen and sell or xent the property themselves? (3) What services und

investment will 2 investor ldve womike 1o restore the propesty vitlue ind justify its.
acquisition? '

Actuisition Phase

EXHIBIT-7—7
Suunrirary

of Finameinl-
Cunsiderptitng
When Investing
Ta*Distressed
Properties™

Sources of Informalion for ldenfifying Disiressed Properties

Barks iund lentlers mamtiin REQ (real estate owned) lists that are usually made wail-
able upon veyuest. These Hsts comiin infoimgtion oy properties that lenders havieaeduired
by deed in liew of foreelosune or through Foreclosure und wngtion: Because Jenders ane
mat in e business.of investing and managing real estate. they are generally. interested in

A Acquiisition Ptisse 8, Holding Period Phase

Acglilsition casts: Interim ecsis
Purchase price Renavation costs
iatkel aned legal researcrizosts INSUTARCE, property 1axes, a0d S0 an
Inspecilon costs Inferest on Investor financing
Eirmnation af lizns Other, .
Other Total vosts durlng helding perléd
Tetal sequlsition cost,

C. Provision Phase D, Prafitability
Bxpectad sgle price C=(A+B)

Lass Sdlling expenses
Nepcash o saie
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setling such properfics as soon s possible, REQ lLisisulso are maimained by the FIia, VA
and HUD. Properiies are asually acquired by (hese neencies when a foreelosure oceurd in
comjinction with ung nf the FEiHA msurance, VA suaraitee, wid/or TIUD @l Tordable hons-
g pograms, These propertes are usuilly ndveriised for sale or they miy be-suctivhed lo
1he public.

Muny idividital property owners udvertise their desire ta seil properties beeause of
financial difficulty, One reason why this is don is so that (hey may try and avord default
and preserve their eredit standing. The lutter rmay be important (© these individualsan sone
fulure time. if they re-cnter the market 10 buy o property, Al than time, 1they may have to
apply for morigage fingncing and will hayve wo supply lenders with o credit history, Other
soarces of informalion include public announcements. by county propery tax athorities,
regarding propenies tha are béing sold Tor delinguent tixes, Other auetons are announced
by the Tntermal Revenne Serviee, whichobaing courtorders to suction properties that luve
been seized w sausly wx fices,

Legul Research
A search of & nmrn_r{y & Lt history 38 perhaps one of 1lie: most impuriant sefivittes that
will require i cxpenditure by the investor. I ofien mustocenr prior 16 e ae quusiion of a
propesty, This is very importnt hecatse if the investor plaus 10 eventually sell a distressed
prapenty, the next owner may reqaind o penerdl wurmmy deed to obtam titls iusirance wid
finuncing, Therefore, wy legal issues most be known by ‘investors pror 0 acquisuion in
wrder (o estimate the cost of extingnishing Tiens und other faciors affecrme wle I should he
pointed oul that in some hl[l.lmml‘i.‘n when purchasmg' dmremml propurlics, mvestors da not
alwuys reeerve u general warraney deed, For example, ' an investor is purchasing a foreclosed
property froma lender. the lender may be willing © provide the inveslor with only 4 “b.n-
gau and sale deed.” This muans that the lender will provide the mvistor with 4 tithe “us is2
Wi thert up o the tavestor to decide il the Gle record is satisfactory. [Fthe ritfe record is not
saistuetory, the investor may have 1o expend time wid money fo clear the title. In somg pther
cuses, lenders may be willing to givea “special warranty deed.” This means thut the lendes
will witrrant the title against fiens and encimibramees thal vecusred oily during (he perod
when the lender held title No warranty is made by the lender reganding any liens or 1ifle
imperfisctions prion 1 thar Gime, fsammary, uiless the ender pravidus the frvestor with o
general warrangy deed. the fvestor may have tvexpend funds and mniegotiate with all lienhiold-
ers and obuun releases, thersby Glearing the Gk in Grder (ool the praperly dta laterdate

The Auction Process
The antuon, procesy is impoftadl ta enderstand (1) Beczuse of possible delays between
the time that foreclosure and sale oeeur und (2) hecaise other bidders ure likely (0 be
presenitat suction. Beesse of possible delays. investors must muke u judgmen as 1o if,
or whei. the property will actually be sokl before expending funds on extensive legal
or market resemrch. U1 s important 1o nofe thar each swaie has s owsauction process
that investors should understant! Generally, ihe suerion process m ihe Unied States.can
be described under Uhree caegaries. Forexample, in states {ollowing. the fien ‘thieary of
morigages, l’nrerlosnres generally requize 5 ¢ivil action (Jawdait) against the borwer-
ownar whu'ls i defaill. A coun heanng s beld @nd @ judicial decluration must be made
termmaling e property owner's equitable rights. This 14 followed by an vrder directing
the shealf to condyet fn auction. In sonic cuses. a5 a part of the civil action, deluys may
be requested by the borrower for mranyacasons This may-profong the (ime from foreclo-
sure 1o achul sale.

in stales trvaring Lthe so-called iile theory of morigages, title is-usually vested in the
lender when the morigage Ioan is made and reconveyed 1o the bisriowet when the loun
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i repaic. Tn addiion to having fitle. the lender is empowered o take certoin steps in the
event that Ihe berrower defaulty These steps generlly inchrde providing the borrower
nones of defauly and aceeleration onihe noie, and thay the sale of Ihe property will ocemr
to- .-...msl'y the debt However, during this process, the horrower may bring an action to
enjoin the lender [ron proveeding lo sell the property. Achions taken by the Borrower 1o
prohibibail/or teliy sale obviously affect the likelihoed of a timely aequisition by inyes-
tors. In some states, the So-calied medified e (eory o mortguges is followed: Undey
this system. when a losmis made. titke iy invested i an independent (hidd party (tiustee).
The irnstee receives a deed of wist containing instructians 1o be foflowed if the lender pro-
vides notice to the wnstee that 2 mortgagor is in defanlt Tn his cvent. the nsiee usually
ponifies the borrower Lhan 1he deflicicney must he cured by a certain date or the trustee will
proceed 10 auetion the property. This process is differeny feom the-procedures described
above hi that it does mol requite:a civil acton o i court hearmg. In order 1o delay 1his:
process, borrowery may fake legdl aenon umd request that 1he court thstenet the trustee o
delay the property sale, -

I summsary, under all three Systems. (heve may be opportunitiay Foi bofrowers to
brimg legul setiom w detay, the foreclosure-and-sale process, These tange rom ¢laims that
\he lender mnd/or thistee did not give the horrower proper notice of defauli. cliallenges
regarding contrue(in] provisions in the tole- md/or the mortgage nyreement, delays
hecause of other actions pending ngainst (he borrower, bunkrupirics, and so forth 1n
short. 1 the sale of ie property u avction isdefayed, the rvestor (1) may expend tme
and ‘money on vitleresearch, (2) may have 10 wail even longer until the zucuon axually
oceurs. w3y may not be-asuceessiul bidder wh(.n_l_hc. auelion oceurs, These -::&:mp!u_-
represent some of the coses und risky gssoctated wilh e busmiess of mvestmg in dis-
Iressetl properties

Lenders at Augtions

When propersies are sold avanction, lenders halding notes znd morgages will bid for prop-
erties, Lenders are usually illowed 1o bid an imount a1 least equal w 1he mortgage balance
owed them withow providing additionad cayly, [lthe amount owed 16 the lender s close 1o,
thie Curpent imacket valneof d propesty. the Tendermay be the suecessiul hiddey and will add
thie praperty (o s REO st Bubil il market vitlue ol the property is greater (han the lodn
butunce. un ivestor iy oftbid e lender. Inthe later event. te Keader niust bé repaid in
arder for 1he Tien to be extinguished

Incases where the current property value is less than the amount owed, the lender inay
bid an aimount equal w.the property value and'sue the borrawer for Ihe defigiency, In this
cuge. Lhe property liecomes a'part of the lender's REO list and the: lender will ey 1o sell
the property for us much as pessible. In sunymary. as u pun of the wequisition phase, inves-
fors must Jo w consiterdlile amount of legal and imarket ressarch, They must also detide
whether or mot there will be delays before un anction sictually oceurs and whether oF nét
they will bo successful biddets. Finally, they also must determinge the amount of (inke.
efforr, ondd cost that will need 1o'be expeaded 1o-"clear the fitle” to the propeny they are
acquiring: Otherwise, they may expend a considesuble amami of time amd momey md not
make o sueeessiul acquisition of the property.

Other Is.wev’-—-!”quifable- Rights

Prior w biddine for properties auauction, invesiors must alsp ulenuty [he extent 1o wiich
praviousowners may have any equntable righis affer an auction is compleled, For example,
in some states. statwory provisions are made oy "equitable rights of redemption.” This
gencrally means that even after auction ocours and a new investor acquires title o8 prop-
erty- il may be possible for the previous owner 1o reacqiine title, Generally. this may be
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done il 4 previous twier pays all deficiencies plus any interesy and penuliies 1o the previ-
ous lender and the investor who obtained a property a1 auetion,

fm some oftier cases, courts of equity may wward borrowers in defaul such rédenip-
rian rights, Usually, such awards will be made based on the court’s analysié of the
extent w which 1 horrower has aceumulated cquiry i a property pitor to-default (e.g..
barrower defanlts in the 29th ysar and || 1th month of & 30-year mortgage): Obviously,
investors mterested wn distressed propecties in thes® situations mugt Gonsider the lileli-
hood that borrowers will be uble \o cure past deficiencies and redcquire ritle 1o such
properties

Buying at Auctions Conducted by Public Entities

When buying properties at auclions canducted by pablic agencies. investors shotild deter-
inine the nature of the title that hey may receive if they make a successful bid. In some
states, for example, il investors obtain title at an auction resulting from dnl:rrqucrnpmpcrw
taxes: (he investor may eeeive [rom the courtty what is referred (o os u “tax deed.” These
deeds may provide that if the previous property owuer in arrears can cure {he past-ilug wxes
within a prescribed time period andd pay the holder of thetax died an additional avnoum
of interest andfor penaliies. they may reacquie: lllIL 10 the property: Even If the previous
owrer (gilk (o aure the defliciency, the caunty iaz 'ullhcmly oray not providethe new inves-
lor with o peneral warrunty deecl. [Lmay be:thie responsibility of the holder of the:tay deed
to ingilule -approprine legal acuon n the state where the property 18 locased (o assitve o=
session of lepal and markerable title,

To yeiterare, (he quality of Wile is usually eiiticed 1o Wi Success af investing in a dis-
tressed property. Typically. i order 1o sucuesstully sell the property ot 9 later tima, Lhe
myestor generudly must eventually have w wmmrkerable title. "Thi is, the nvestor musi be
uble: teh. cofivey 4 deed of sufficient guality so e next purchaser of the propeny Ts able
to obinin mortgage fmancing from convenllianal {inancing sowces: Since lenders usually
msist that the borrawer acquire litle insuranee and that the e record be frec of liens,
investors must decile i his requirement can be met during e wequisition phase. or Fior
10 hiddingat avction,

Marker Research/Costs

Expendilures orv markel research must also be made by investors pricl th making i acgui-
sition, The goal of the research is 1o determine the value of comparable properties that
are likely o compete with the distressed property when it is ready for sale. This must
alse be done [ establish the extent w which the distressed property must be improved or
renovaled inordel o compete against other prapertics for sale and 1o setasule price upon
disposition. fn cuses Where the value of u property tiss fullen below, its orizinal purchase
price: investors st estimate whether prices are likely o Fali forther. or i and when
prices arc fikely to recover. This research is also imporian hecause it will hetp o establish
the affer thar an vestor must make a auction e when purchasing propesties lvdm indi-
viduals-or lenders;

Inspection Cosls

Trvasddiition w legal wnd marke research, praperly inspections should be made dtthe begin-
mng of the aequisition phase when deviloping a bid for « property: liéms that ure usually
mspt,cled incluede

Lind/building,

= Foundatiom

+ Drainage.
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»  Building guality und building code conpliance.
v Environmental issues: lead pamt. ashestos, and the like.
U problemm e discovered. invesions mist estumnite any vutlays thal must be made (o fein-

edy problems. These costs must-be factored in during (he sequisition phase and will affeet
the Trvestment analysis made by the investor,

Holding Period Phase

EXHIBIT 7-8
Example; [nvestmen!
Analysizof 2
Foreclosed l.‘mpﬂ:‘ly

Depending on what is required to aehievie their invesiment uhjeetive, investars generally
mmke outlays for various items diiring the period of ownership. including

« Renovation vosts,
v Inlevest orother fyancial camying casts,
v Praperty taxes and myurnnge.

In widiy cases. investors will ¢hioose w Minance their investment. Typical Ninuncmg
sources intlde

« Assumption of outslanding mongage debt.

«  Personal loan or-credin lines _

»  Dersonul equity/other equity sotiress.

»  Firstor second marigdges o other redl estate owrned.
« Home egnity credit line om otheyreal espue owned.

In somie cases, the exising Jesder who has seguited adistressed property at auction or
through o deed in Jitu ol Oreclosure miy be willing 1o fihance the sale ol a property
to un vestor This may ocews if the lender wanty to-dispose of a praperty and/or if ihe
tender believes that it may avert & loss by allowing.an investor 10 renovate and macken u
propety. . . -

As moted above; investors also oy borrow by using their personal credil or by using
othier real estaw: il they may nwn as seourity for aloan. Such loans may he ublnined by
relinancmg propernes thar they muy own or by obisimng loans secured by second liens
ers may be willing 1o provide eredit lines (o tnvesiors W itequire profierties snd 10 Mnamce
necessury improvemants, See Eshibit 7-8 for un exgmpit ol an investment analysis of a
forecloved property..

JABC Bank has fitle 10°a 3.000-5u0are-fool, three-bedroom, two-ail home sfdated on oie-
«uafter acie ofland, The bank acauired thie property at aucifon for the loan balance owed by
& previols owner Gnd Fas added this propeity 1o s RED IIst. It os Indicated) that the ssking,
ptice o the propedty,|s $200:000 and that || can convey »-general warmnty deed 10 Ihe
purchaser GMISharpe fnvestors is considenng Ihe purchiase:of Hns propery, Anastimate of
rosts associaled wilh Ihe acquisttion and expenses of owning the prapery lor a perod ot
one yai IS as follows..

Fhase A; Acquisttion fess,
Legal counscifresearch 4 Zooo
fnspection feolreport 500
Payoff of existifig proparty tax lien 8,000

Totai $10.500
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— "~  EXMIBIT 7-8 Phase B Renovatlon Toss:

{Concluded) Caipet ' $ 6,000
By wall repaii/galm: 1,000
= ‘Courtiertops/cabinets 3,000
- \Utilities during renovation 200
Raof Fepair 8,000
—~ Plumbing/electiic 3:000
Property taxes (1 year) and nsumnce 4.00G
B Interest {200,000 personal lan & 7%) 14.000
= Tota) §30,200
Phase C Saie phase
= Brokencommission (is} $ 5.000
- Totsl $ 5000
— Question
Assuming Ihay GM)| Shiarpé aequirés the praperiy for $200,000. liow much mist the prooerty
~ seil for Ity order for Sharpe to achieve 3 20 percant return ([@nnual rate, compounded fmanthiy)
- on'iig Invesimen during tns anesyesr pesiag?
._; Cash Flow Analysis
Phase B:
= Phase A ‘Avarage Monithly  Phiase C.
- Acquisition Outflows EQY Sale
Puschase Price 5200000 %3257 Sale Prce TBD!
et Plus Acaulsition fees 10500
Less: Loan 200800 Less Safiing ssnemses = 46,000/
= Equity § 10800 %3247 Repayment of loan = 200000
- Presentvalug analysis:
v = ~10.500
- AMT = —3.267
n = 1Zmonths
= 4= 20% o
Solve for FV = 7 (nat cash needed in year of sale)
Solution/Interpretation
- A'sale price at the snd-of year | must be great enough to repay the $200,000 loan plus
- $6,000 in'salliiig fees and hiave znough cast flow remaining to mmake the investment
worthiwhifie: Solving far PV prodices $55,808, which Is thie.nat cash flow after the foan
= repayment and selling fees ($206,000) that must be realized a1 the EOYY I order teachleve
3 20percaimt returm
- This means that GMI Sharpe must be abie 1o sell the property Ior at least $261.808
— {5206.000 4+ $55:808) in order to repsay he iogn, pay all costs of scquisiion, Holding,
fenevation and sale. and eam a 20 peicart 1RR {annual rete compourndied rmenthy) The.
= investor must.conduct careful market research fo deteimine whether any comparable
. properties have soldkIn ths price remge or whern, if ever oroperiles are fikaly to sell m this
price range
- Pre-foreclosure lInvastments
- In-same situations, Hnantitipated svemnts thal affect the propeny owner but thal are not
directly relaled to-the property or markes conditions may result in aroperties becoming

distressed As ndicated eafiar, ther are many evems that may feuuire & hemeowner to
- ebitain lunds Wirepay busingss cedltors.” In tuim, dhis'may Sausea homeowrier o sl a

propeay 1oraise lunds to salisfy tebts, In same cases, I may be possible for An invester to
- eontract ta purchase a propery wheraby ihe sellerdellvers Hle a7 'a Tlure date and e
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EXHIBH. ?_8 Investor mmedlistely conveys Ll to'a new buyer Inthe meantime. Ine selier retains tie: =,
(Concluded) and keegs existing loans allve In ﬂ'm Interim, ihe nvestor rmpl@menis & necessary stiaregy '

tasell.the propertyand acsas & mIddEm faking title orly briefly immediately hefore tre =
prapery Is sold For example; the owrier-of 2 distressed pmperry and an fnvestor may agree -
on & specific selling price (or "sthke nrice™ and-enter inte an option contract to provide the.
investor title.on or pefore afuiliré dale This aplen may be exercised.at the jrivestorsoption, =
-anytimé between the date of thg Cantract snid the expiration date The sellejagrées'not, .
Yo alisndon e pieperty and a0 agress nét 1o enter ita any cther conttacts Mat weuld =
encumber fitie-la the property: The Investor nopas'to fing a buyer nefors (he: expiralion date -
‘of \ha eption nnd simlianeousty ke iltfe and sell Ihepmperty and ge (ile toa new tu.lyer
nnmedlntefy The ﬁ.lnda received by he investar irom the mew. Buyer at closing are used lo |
_mm:hase tha prowerty from the seller who agrees to repay the outslanding dest. Titg is then —_
transferred from the previous ownel to the new owne with the [nvestor obtaining title anly
brieffy at the <losing whan transferring titie to the new owner ~
A somve s e debuors fomeitnd ymay hs poisected o Bk ntes: mdEmema viuseld e lamnes limoar pramal dotis. L
rowever, suen hmesteab are mor mawdly proyssed 1t borpower delmults on gompersse Joan sooured by itie llumssian).

Other Approaches to Investing

in Distressed Proparties (:aneept Box 7.3

A OPTION CONTRACT WITH SIMULTANEQUS TITLE CLOSING

Typical terms and conditions: =
1 Investor contraicts with seller for selier to aeliver a deed at the opfionof mvestor at any =
time up toone year from the contracy ddle, -

2: Investor does research on real estate values and muist bie convineed that the distressed
propedy can be veseld at a faverable grice Investor defermines ffie ‘extant 6f Hens. =
Investor may have to provide filnds to clear titie such as paying pasi-due property taxes o=y
prior e sale.

3 Investor may or may notagree to make monthly morgate payments for seller during the =
afition periad, Investor usually obtains Interim financing with a personal ling ol credIL ot ]
heme equity [oan

4 Selter agrees nol 1o abandon the oroperly. execule any contacts furthel encumbiering =
the propery, or make any physical medifications to the property fo any way durlng the
cantract period =

5 ‘When a new purchassr i identified by Investet [nvestar exercises the aption to buy the <.
property Seller then sells the pronerty dnd deljvers title1a ihvestor atthe contract {strike )
price} Seller pays off mortgage debt with funds frecaived (rom Investol Investersimulta: i
neausly sells property-and wransfars title o third party; —

Summory—The Invesior does nottake ritle untl a new buyer 1= found This usually saves the

nvestor closing costs and ﬁnancmg fees The usk is lhat no buyer will be found duung tha “u

optian cantract penad Uhless the aption contract is extended, the Investor Ioses all cash -

flows expended on research. monthly payments. and sa on The selier benefits In that fore-
closurels gvaided, thereby presenving credit. Assuning thatthe marke! price that the Investor ~
receives from the new owner ascesds the option prce,; the nvestor woilld keep dny differ: =

‘ence between thefinal sale price and option price 4s & retlirn on investieril. i the eventiha o
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’ Other Approaches to Investing Cernicept Box 7.3

in Djstressed Properties (Gantinusd)

the markev value does not Sxcesd the option price, the ihvestor may aléc! oL ta exercisa the
- upnm However. aslong as the market value exceeds the strike price en the expiration date,

the investor may alect to exercise the oplion in ordar 1@ minimize losses. Another reasar fa:

“this optien approach. as opposed fo an outnght purchase of the property by Lhe myestor, 15
— to avoid transactions costs that may have te be paid twice: during a'shioit ownership period
Recall that the investor plars to héve the propeny sold witliin sik-maonthis. Therefore, taking
mle and neuremg varnous closfng costs during a shart ewnership period may. significantly

_ reduce the mvesta;‘s returns ang make the reqlired sale price higher and could make the:
transaction nat feasible The risk fothe: Investor i the potential loss of.3)| cash oullays guring
- the-acqulsition and holdir ing period should 1he propeny value upon sale not Increase enough’

ta racover these codts and achlave the desifed retum. A :e!ated gueslion s tus-Why does.

- thelhomeowner ead the fnvestar?in many cases, homeowners may nol havestfficient cash
— to make rmonthly payments, pay property takes in arrears, clear Lp tile problems. and so
an, Furthermore, this: hemeownas renralng in the property for six months and does fiot have:
= @ make payments on the mongage, property taxes, or insurance Finally, this. homesowner
— may not want 1o defaull on Ihe modgage loan, thereby avawding futlre bad credil issues
. Additionally, other issuce vefatiig. to, employment, marilal stotus, posﬁbﬂ E\Llsine_ss [flure,
e ancl o on; may have higher pricrity and préclude the homeowner front Investing the time and
o effort negded lo dispose of the fia) estale. There 1S anothiér risk that must be considerad by,
= the Investarin the eventirat the market valle of the graperly excéeds fhe option price. Ini
- l.hlS case, It Is imperatjve thal lhe investor execute a very well-written option tontract In orden
to averl anty motivation by the sellerto default on the option contract with the investar and
attempt 1o sell the pmparty depeﬂdenﬂy
- 8. CONTRACT FOR FUTURE DEED
- In some cases an Investor may purchase a property: howaver, In ordér 1o séll the property, the:
0= nvestorand a buyer may nave'le enter ntg'a gontract for @ fulure desd. This situation devel-
opswhen a buyer would like to purchase Hﬁeﬂrepany burcanmet de so becauseof msuflicient
~ eredit and has difficulty in obtaining fimanaing The investor may he willing to provide finaric-

ing. But does nat want to convey fitle as yet In order to svald legal and othier costs should the
Buyer defaull on ‘the loan. Both parties agree on a specific selling price (strike pnce'] and
~ enter |fito an cplion cGntract ywherehy the Investor agrees-to defiver title ta'the new owner at
‘a futlre date. This option may be exersised at tiie buyér's optlol anytime between the date of
the conlract and the expwation date, The buyer agrees not g abandon ihe propery and also
= agrees not 16 =nter mto any other contracts invalving the properiy. The olyer also must make
' monthly renl payments, sorme, a none, of wiich may be credited loward the selling price

Typizal termiconditiana:

1 Investor purchases property and takes lille.
2. Iivestor enters Into-a contract with & potential buyer ta purchase the. prqpeny ata speck
- fied price by a specific date Invester agrees to deliver and close title If rerms-snd-condi-

{lons of contradt are met,

3. Investor obtains financing aiid may pay property taxes and hazard'insurance 1o avoid
- lighs and to protect e 16 proterty dunng the centract petiod:
4: Potenial buyer makes monthly payments (rent) w investor, Buyer attempls 1o accumulate
additional’ equly. and ai repail any credit prablems
- 5. As a buyer eventually qualifies for financing and executes the purchase ontion, [nvestar
delivers litle and receives surike price from buyer *
— "THe sifect of iederal migome @xes (SN indiuded in this anaiysis
21%
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Dispaosition Phase—Exit Strategies =,
The ohvious strategy thir an be Used o complele dn mvestment m distressed properties -
would he ta.sell the propatty upon: completion of the holding period’ phase. However.if
o sule cammol be wchieved bevamse of o chumge m okl conditions ar [mother reasons, -,
an investor could consider-converting a disiressed property into a rental properly toeam .
Incameor. perliaps, usirglie property as q personal residence.
-
Conclusion T
Resiclers shoutd now have o genernl underssanding ol the ditermmmmts of house:prices and apprigsil _y
progedures used (or resicdenunl monigage (eouling, We have provaled echmgues for deiermining the
appreciation Tates in house prices amd on eguity. as well us feders) imcomme tax tredtment for home- -
owners and comparisons wilh the coshof reating. We'have also ceviewed the three approschies tsed N
by sppraikers foestimate the market vidie of residantiad properiies. Varioms wssuey invalving housing
Bubbles imd imesting indisiressed properiics hnve heen distissed, Lenders and investons should b _—
famnliar wilhv these concepts and with 1he assumprions made by 8ach and sherr effeets on valie:
—
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Why 15 the Fredme agprinch 1o vilue ofter diffieult (o ase Om a singls-fanily residentil

“appeaikal?

What ave’ the differences belween the cost and sules compaison approtches Lo apprising
propeny?

What' ame e capital gmns rufes us apphed to wesidential propeny pwners'?

List four smpartant drwers of housme demany And price Appreeiation,,

Whits are prblie gouds? How miy they be veflected it house priees?

Whep considering an wnyesivent 1w “disiressed”™ properiies what are Ui two most importani
arewsof resemrch tht shiould be mrdertaken?

You are considermg anoption wopnrehase oy vent = sinele resdinwal property You ean e it

fon §2.0060 per monith and the owner would be Lt:smmmbii: lopsnaimenance, PIopoLy Wstanee;

und property taxes. Altermitively. you am purchuse Ty prapeny tor $200.000 and Tingnee i

with un 80 peroent mongage loin at 6 percent interest that will fully amortize overa 30-yem

period The loun vam e prepaigl o dny fime with o, penalt ty

You have done researchn the nuarket ares and found tha (1} propeties have lsioncally
ippreciated at o tnnual rte of 3 percent: perverw, @l rents on stk properties have also
iy w3 percemianmuatly; (2) mamienince wnd InSuninee ave eurrently ST.500.00 cach fres
yedar and they TRve heen Inevensing af e of 3 peredi per e (3) youl e die o 26 percen
el vy peand plam iococeipy the property: s your prmespal respdence fur at least Tour
vears; {4) the eapral gams exclusion wonld apply when you sell the property; (35 selltg cosix
wallld be 7 pereant m the yearof sule: und (61 property lixes have generally beenaboui 2 percam
of propety vilde euch yem

Based on thie itormadon yon must deexle

e, Livorder 1o garn a 1@ perveit /RR dfterlaxes om youn eajuity, should youbiy e propeity or
bl Tory Tour-yeur pertad: of vwaership?

b Whit i your expucted poriemd of owneship wis to chitnge o five veurs?Would awhmg or
renting be belter U yiou sumted 1o esmn 410 pércent percent IRR sfter Lixes”

o Approximiely whal level of roms wonld muke you md(fferem berween owning and rcni.ing
tor a four-vear period? Assume that w 4.8 percont afterstax. R would e the mimmum yon
wottld e (o carn of cantal mvested in the hume. '

You are considerm the purchase ol 1 property today for S300.000. You plaa 1 finance 1, with

un K peeei loan. The: nppn..mullml rale on the property values cx.pectcd fohed percen anmi

wily for the mext three years,

a. ‘Approxumate Ihe expected nunual averape e of appeecrion onshone squay fos e mext
three vears.

B W yonr o think thitl i F300.00U purchiase price inay be somewhat ligh and Vi iy
pay s price, the expeeted appraciation ales /0 your house price 'will be as lollows. yea
1=0%. year 2=2%. und year 3=3% How will your answer (oparlila) change?

Yot die piying 1o estumate (he Value ol o property thil you are mtergited in buying. The

subjeet property I8 ludated ot 322 Rock Cieek Rb'znl A nawsuburl O A limee metropoliss)

arcd, The praperty v like many others wy the aven, watl three hedraams, rwo baihs, 1 living
ropny,:a don: wlarge kitchen, wnd a lwesgar ;__¢mgx:. “The residence has dhow 1800 g fees

of ar-camiitioned space and ks-of tradiiianal desigm The property is locared o an interar ol

withmo petentiitl flooding prohlems. The usdlily of construction appedrs 16 be ahoul average

Teir thés nimarkel ares. The property’ buting purchised was-buih-within the pust {6 vewy Thice

properties hiave heen chosen ns comparables and they 5o were Corstnicied within the pas,

bWy VAP,
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Comparable propecties m the mea Have the mllowing chareieristies:

Comparahle | Comparable |I Comparadle I
Agdress 123:Clay St 301 Chafry Lane 119 Avenue #
Sale price $85.000 $79.000 $75.800
Time of saje’ 8 menhs age 7 months ago 13 monthsado
Deslgn Moderh Tradlitiainal Traditional
Parking Z-catigarage 2:gan carpait 1*ay garage
Location Comer 101 Interiariol Interior ot
Dralnage Gooo Below average Good
Bedrogms Fout Three Twie
Baths Twa Two' Twer
Caristriction Average Average Below average

You have come w seme vonclusions concerning whit you behieve the diffErent suiribaues of the
comparihle propeties e likely o be worth w the markey are. Apprecianen uy house villugs
in i lie avea bas been very low over the past zight moeihs. amil you timrk (lat @ny propecties that
have solid withim that peciod would probably nol reyume amy. adiustonents (o the ime of sale.
Flowever, one of e comparable propertiey suld over 31 ymr' szon and yul thiok ivwill regme
n blﬁfﬂl upvargl atgustment, You lilso belieye that propeioes i (he imed (hol ure Jodaled neir
the ereekesell far sboar 51,208 [ess than orher properies wthe wew because o1 wslowsr e ol
rurmil alier hevy Tains. Propreriies on cormer lots generaltly sall fora prenunm of abew $1 D0
Hauges with.the tushianabile. moden design nsully brmg abour $1.000 more flan those' that
hitve tradutionnl dusign chirneteristics. Becanse (hree-bedronm homes ez ponyidered dusimble
by buyers th'ihe aren, an additiondl ourth Bedmogm will generally cnly add ubout 51.200 1
vale e property, However, properies Thal vontun ohly twa bedrooms fiie riier ifficalt te
sell, und vlien bring $2.000 less than therethree:bodipom eoumerparts when ey aresold. Most
homes i the area have a lwo-car garage; bur when propesiiss lisve wome-gar garage, Uiey usi-
-ally sell for thout $800 less ‘A two-caropen tarport generally reduces the value of the propesty
by & ik smount. be S8 The inferior construeton yuulity exhibried by eomparuble fl1
should reduce 105 viilie by abyoul 5 L SO0,
@ Youplm to completé the sales companson approach w value and assign an esnmate of value
1 tise subject properly. Give speciiic reasoms for you thoice of valie
B Acseeom] approncli pange the vost methad of valsuion will also be used 1o gsrmate. value.
Compuning, vacimi Lo sales in1hs nxrkes sres mdiemes et valne af'1he lon the 'subeet
property. is constructed om0 $13.000  Arcontitioned space m the: dwelling would cost
dhioul $36:00 per squurs foor Lo reproduce: mid e garagy would vest approxinunely $3.700
woneproduce. Complete (he cast appmach 1o value, assiimmng thit, begdusi e propeny
bemg valued iy relatively new, addspricizion vl the Struciure 1s reguiied.

4 -An invesion is zonsidering e acquisiton of o “distressed’ property” which 1 on’ Norilluke
Ranks REO Hst The propeery i availilife for 200,000 gnd e investor estammies thal hecan
borrow SE60.000 wi-§ percent Ingerest mmd (hu (he propierny will require the folluwing (otal
expendilures duriing the next yoor; '

Inspectian S 5OC
Titls Search 1.006
Renovation, 13000
Landseaping 800
L.oan lhterest 12,800
Insurance 1,800
Property taxes, 6,000

Seliing expenses 8,000
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¢ The tnvestor is wondéring whial such 8 property must sell for alier one year i order to earma
20 percent relibvn (JRR) on ‘equiity, What other issues mist he constiter?:

t The lender mow i concermod that if the property does non sell, e may have 10 carry iheprop=
crly forane additional year: He believes thut e could reo it and realize net cash TMow before
dibtservico of K L1L200 per mont, However, e world buve (0 make gn addidonat $12.800 in
HUCICSL payMealy on his Jum tiaritia thad tme, und then sell, Whot wollld the price have tahe:
al e end of year 2 iy ordet 1o eam 3 20 pitvenl IRE o1 cquity?

You htive an opporimity . deguive & property frons First Capital Bank. The bank reeently

obuined the property Frdm 3 bbrrower who difiulied 6nfus loan Frst CapitaTis offeting

the! woperty Ior $200,000, 17 you buy the propusty, you béelicve thar you will havi 1o §piend

(1) 510300 oy vanous ul.qumunnﬂ:hmd expenses and (%) na average o $2,000- permontl)

duxlug the nexi (4 montihs far repuir-gosts, and 'so on, marder wprepare; 11 Tor: satle. Beeansay

Eirst Capiial Bunk woold fike Lo sell ths property axsoan as possthle, 1 e willimg w provide

SIRO:000 in fnuncing at 8 percent interest for 12 montlts puyable monthly [interest only), Yom

nMi'k'ct n:awc‘h i'rfdié'mc% lhm e you remm' lht rrru']:m iy it rn'dy sell! f'u"r .ﬂ!f‘iul ﬁ_'?.S D004t IJlL

y:gpuwu. m.ur-._lm- m .u.ll m_c |§m_pgty at rhat, l]ml:_

Af you wanded to enrm 1 20 pereent /tum componnded monthly, do you believe i this
woull e a goull investment? [ not, whattcounteroffor would you have (o make First Capital o
oreler o achieve The 20 percent retuin?

Spreadshect Probiem. Use the Ch7_Rent_vs. Own warkshivel ivihe Exoel workbodk provided

on the webgite. Determvine [he after-tax JRE for Gwnimd versuy renting, i each ol the [ive yeam,

wilh he [eTlawing changés, m)Lhg origmal assumplions In the spreadshest”

e Thie homeowher Bus 213 percent marginal fux mlé instend of 28 pement,

by Nents and propecty values:will not merease over tie fve years
‘¢, [ loan amdinl s 103,000 mvead o 120,000,
< The mitial rent foryear |is 815000 mrstead of $12:000.



