September 8, 2016

Lesson 1: Real Estate Investment
Overview

Investment in Real Estate:
Down-payment required
Good area (less risk) v Bad area (more risk). If invest in latter, expect more money because of risk. If former, expect less money

Real Estate Process
 steps involved will be covered in other modules

RE Investment v Other Investments 

Outperforms stocks and bonds with lower risk – return on Real Estate is higher than stocks and bonds and comes with less risk

Major players in Real Estate Investment Process
1) Tenant
2) Government 
3) Banks
4) Investors

Minor players in Real Estate Investment Process
1) Notaries/Lawyers
2) RE Agent/Broker
3) Contractor
4) Home Inspector

Major Profit: 
Capital Gains: (selling price of investment – original investment).
 The higher keep investment the higher will be the capital gain. 

Notes from Slides and Professor’s Comments

Purpose of REI
to buy land and all physical properties attached to it (house, trees, fences) to generate income by selling or renting 

REI cycle
cycle of risk 
the REI cycle experiences excess when supply of properties is high  decrease in property values. This is a good time to buy, not to sell 

Factors affecting RE market:
interest rates, taxes, legal restrictions, local or provincial economy, population mobility, vacancy, property location, public opinion of property (to be further discussed)

Advantages & Disadvantages of REI

	Advantages
	Disadvantages

	· Risk in REI is low. Compared to other types of investment, REI is stable and secure.
· Appreciation of real estate increases annually.The Canadian Real Estate Association found that residential real estate is increasing in value an average of 5% per year. 
· Down payment is accessible. REIs are of low risk because the property is used as security; therefore, financing can cover up to 90% of the amount needed to buy a property. 
· Net return will most likely be high. Real estate value increases with time. Thus, by the time you sell a property you will be receiving more than what you spent. 
· Tax rates are beneficial to REI. Canadian laws allow contributors several advantages that go from tax-free to tax savings on capital gains. 
· REI builds up on equity. Payments on mortgage mean acquiring equity, the part of the property that becomes yours, and that is clear of debts.
	· Basic knowledge is essential to make sound decisions. Although some REIs do not require that you be an expert on real estate, you will need to allocate time to research and planning to reduce investment risks and ensure the expected outcomes.
· Cash is not available immediately. Despite having a big real estate investment, you will need to find a buyer or borrower to turn your investment into cash and this process might take some time.
· REI is a long-term investment. You might have to wait 5 to 10 years before selling the property to see the expected return. 
· Advice from experts is necessary. Suggestions from legal, accounting, insurance, and real estate experts will help you plan to reach your REI objectives and avoid any potential problem that any investment might involve.
· 



Other Advantages and Disadvantages added by Professor:

1) Down-payment
Can invest in Stocks for as low as 15$ month – not for REI. Therefore, down-payment is higher

2) Appreciation/Depreciation value 
RE consists of land – always appreciates in value, but building can depreciates. With proper maintenance, however, building can also appreciate
Land appreciates by at least inflation rate
Tenants rate increases by inflation rate
Longer keep REI, longer return

3) Expenses
Deductible in taxes
Tax rates are beneficial in REI

4) Equity
As you pay off REI, equity increases – market value of land and building

Disadvantages
1) Requires maintenance
2) Cash flow – cannot get money immediately, takes time. REI is illiquid
3) Long term investment – want to keep it for a long time. 
4) Requires advice of expert 
a. Down-payment
b. Require money from bank

Major Players in the REI Process

1) Equity Investor 
Assesses how REI will be taken, as individual or organization
Will analyze questions such as how the organization will be created and how marketable it is, who are partners, how will liabilities be shared, taxation opportunities and constraints.
Who is purchaser? (individual, corporation, partnership, Mutual fund, REI)
Goal: cash flows and sell for capital gains

2) Mortgage Lender
(savings/loans – eg Caisse Pop, Insurance Company, Chartered Banks, 
Individuals, Mutual Funds, REITS). 
Can borrow for short period (1-5 years) or intermediate (6-10 years), long term (10+)
Goal: make interest from equity investor / use of collateral 

3) Tenant: purchases right of possession and uses property from equity investor
Residential Tenant
Commercial Tenant (eg: office space or Retail)
Industrial (eg . Factory)
Special Purpose (eg: occupied by doctors who provide services, old-folks home, theatre, sports, reception hall)
“Other”: (eg: purchase a piece of land and rent out to a farmer)

4) Government 
To make sure all is legal 
Imposes taxes
All levels of government 
Goal: govt objective is to get people to invest in RE is for taxes

Relationship between REI participants

1) Equity & Mortgage Lender
You decide to invest in REI to make money. By buying property, you have certain property rights such as renting to tenant or selling when you want.
To own this property, required  to borrow money from bank. 
Promise bank to pay money back – bank requires that you give the title of property to bank until payment is made. Mortgage lender gets a mortgage document called collateral 
This document specifies the method of payment, which consists of prepayment of interest first and principal at the end, or the repayment of both principal and interest in each amortization. 
Mortgage Payment: debt service – process of servicing debt is paying debt 
Mortgage payments = principal + interest generated through time. 

2) Equity Investor & Tenant 
EI = landlord. Owner of property. 
Lease – may use the property as agreed. Can use the property for x number of years.
Leasehold = how long can use property

3) Government, Tenant, and Lender
Government tells investor there are rules and regulations  Landlord/Tenant laws 
Government regulates the use that the tenant can make of the property on lease Tenant cannot use the property for purposes other than those outlined in lease. 
Landlord/Tenant laws have evolved to also include the actions that tenants should take to protect the property, such as installing fire alarms, etc. 

4) Government & Lender
Government tells lender can give investor money and this money must be repaid in certain amount of time   Mortgage Laws (debt service laws)
Government imposes restrictions on mortgage lenders which will depend on the nature of the mortgage lender (i.e. restrictions on banks are different than restrictions on corporations)

5) Equity Investor & Government
EI pays taxes to the government 
Government hopes investor keeps property for long time, and when sells, must pay capital gain or wealth taxes
Most taxes are on income and capital gains. 
The taxes on income are for money made on rents received from tenants. 
The taxes on capital gains (wealth) are for gains for selling a property. 
The government also requests a "welcome tax" from the buyer of a property and a "goodbye tax" from the seller of a property.

Government has 3 limitation on ownership (owner has 3 limitations)
1.  Government has police power – can enter property without your permission (police, social services, fire – any government agency that feels to benefit must enter)
2. Property Taxation – valuation every 4-5 years and govt taxes people who own property
3. Eminent Domain – government can expropriate property and give you fair market value. 

6) Government, Tenant and Landlord
Landlord/Tenant Laws: if there is any dispute between landlord and tenant, these laws take effect

*NOTE: see slide 10 for interrelationships 

REAL ESTATE INVESTMENT PROCESS
Everyone must follow 5 steps to be safe 

Step 1: Identify investors objectives, goals, constraints.

Requires identifying what level of wealth you have for down-payment, and what kind of risks you are capable of handling. 
Objectives: 
Make money, looking for a specific rate of return, identify level of risks willing to undertake
Goal: make money,
Restraints: 
Wealth. Require a down-payment. If don't have down-payment, no use going through process. 
Risk. Maybe no tenants, maybe good tenant and make money or maybe bought in bad area and risk is too high. Higher return, higher risk and vice versa. 
Is the bank willing to lend you money? If not, added constraint. 

*If can't handle restraints, abandon project. 

Step 2) Analyze Investment Climate and Market Conditions
Financing environment 
Who will lend, at what rate or for how long  - demonstrates feasibility and profitability.
Legal environment 
Am I allowed to borrow this money to invest in this RE
Analysing legal opportunities and limitations that a REI may entail 
Tax environment 
Taxes decrease the REI’s income – therefore need to know the taxation system and the impact that it will have on expected gains. 
when make money, need to pay taxes if buying property as investment 
Rental Income 
Capital Gains (or “wealth gains” (selling price – original cost). Taxes on wealth are capital gains taxes
Market Environment
Market where you are buying, supply/demand, good or bad time to buy
Risks associated with certain type of property

Step 3) Develop financial analysis 
If I buy property, how do I know if I will make money after expenses. 
“Operating Decisions” – am I making money during operating this investment
“Financing Decisions” – do I have enough money to pay back bank
“Reversion Decisions” – will I make money after selling. 

*This steps involves number crunching
how much profit per year?
How much is mortgage payment?
How much is capital gain when I sell?
How much will taxes diminish my profit?
How much will taxes decrease my capital gains?
What strategies should I use to reduce taxes on profits and capital gains?

Step 4) Apply decision-making criteria 
eg: how long to get back down payment, or to get back loan.
1. Rules of Thumb Approach
measure the payback period necessary to regain what was invested to acquire a property, and the methods needed to achieve the highest rate of return.
Techniques are: payback method, return on investment (ROI), return on equity (ROE), return on asset (ROA), gross income multiplier (GIM), net operating multiplier (NIM) and overall capitalization method (OCR).

2. Traditional Valuation Techniques 
Estimates the value of the property that will be used in the REI
Cost Approach
Net Income Approach
Market (Sales) Comparable Approach 

3. Discounted Cash flow techniques
Calculates the value today of the REI future cash flows. Technique considers time value of money and includes following:  
Involves time value of money. 
Discounted payback period method – how long to wait to get back money
Net present value method – how much money will I make for keeping property at the end of period X. 
Internal Rate of Return method: This will help you calculate how much it costs to borrow and how much you will make 
Discounted methid – weighted average cost of money. 

Step 5) Investment Decision 
Go back to step #1: 
do I have the money to put down payment? 
Am I happy with money I will make?
Am I able to accept level of risk?

*Before deciding #5, ask #1 again. If answers are Yes in terms of wealth, risk and return, then go ahead with investment.

If decision is NO: 
Find another project until it satisfies your needs. 
Repeat process as many times as necessary

Interviews

Jeremy Kenney
Commercial real estate broker specializing in office leasing
Why use a broker

1) Save money 
Brokers save investors money time and risk. In return, landlord pays a fee
Fees will be paid as part of transaction regardless

2) Have access to best market information
Increase negotiation power

3) Save time
Eliminates non-productive time 
Professional handles leg work with lease renewal 

4) Not using a broker tips hands to landlord
Eliminates what not using one suggests – that don’t plan to move or that less likely to drive a hard bargain
Landlord keeps guessing and encourages you to stay

5)  Experience
Can transfer collective insights into best practices and standard procedures

How to select broker?
Company structure, transparency, collaboration, experience, reputation, etc

Farah-Martine Dai 
Real Estate Appraiser

Different approaches

1) Cost Approach
Special purpose or new properties
2) Income approach
Income producing (commercial)
3) Sales comparable 
Residential – high number of transactions. 

Career Opportunities
Banks, insurance or private companies (brokerage) or government 

2 professional associations that give you designation for appraiser
Appraisal institute of Canada Or Order of chartered appraisers of Quebec
6 courses of distant learning from UBC + written and oral exam + 1 year applied experience and mentor with experienced appraiser to gather experience
in Quebec, can become designate with Order of chartered appraisers. Need to complete a certificate at UQAM + written and oral exam + 1 year applied experience + mentorship

Create Own career path
diversity of market, properties and choose a specialization 

Disadvantages:
tight deadlines + travel

Valerie Jose 
RE Broker (Residential)
areas of specialization: appraiser, brokerage, mortgage brokers, development contractors/promoters, property management, RE marketing, corporate RE (management side), RE investment field
different set of drivers influencing market demand. Cannot assume because one is doing well, the other is as well. 

New changes of Real Estate Brokerage ACT
OACIQ – replaced the ACAQ 
Designation of agent is now a RE broker or Mortgage brokers
Brokerage firms are now known as Agencies – can hire brokers
Broker now holds a license – professional
Not insured personally and can be held liable
New law is to protect public. 

“Farming Area” – area of specialization.  


Lesson 2: Time Value of Money 
INTRODUCTION:

Long term investment: + 1 year
Speculation: bying real estate to keep for long period (+ 1 year up to lifetime)

Time Value of money 
Time now is worth more than time later. Why? Can earn interest on it 
Value of RE increases in value over time:
Inflation
Component of real estate consists of land – scarcity resource that increases over time

TVM – 5 components
Present Value = PV
Payments = PMT (equal payments at equal intervals)
Future Value = FV
period = t
Interest rate  = r (% per period)
Number of periods = n

NB: If know any 4, can find the missing 5th. 

Nominal Rate or Effective Annual Rate 
Rate that banks give you
Stated rate in contract
In some calculators, NR is referred to APR (annual percentage rate)

Interest charged 1x per year
When bank gives you a rate (nominal) if interest is calculated once a year, the final rate charged is effective annual rate. Nominal rate = effective annual rate if interest calculated once a year

Interest charged 2x (or more) per year
Every 6 months you get interest, and then the following rate you will get interest on the interest already received 
Effective rate > Nominal rate if more than 1 compounding period (how many times interest calculated) per annum
If interest is calculated per day, than you have 365 compounding periods, so the effective rate will be greater than the nominal rate.

Eg: present value of today (money received today). If brought that money to next period (future value). If take FV and bring it up to today, this is present value. If take PV of today and bring to future, this is future value. 

HOW TO CALCULATE THE EFFECTIVE ANNUAL RATE 

a) 1 compounding rate
n = effective annual rate

b) compounding period is semi-annual (interest calculated 2x per year)

c) compounding period is quarterly (interest calculated 4x per year)

d) compounding period is monthly (interest calculated 12x per year)

e) compounding period is weekly (interest is calculated 52x per year)

f) compounding period is daily (interest is calculated 365x, 366x per year)


LESSON:

TVM = value of money increases when bringing money from present to future and decreases when bringing from future to present 

RATE OF RETURN 

1. Nominal rate of return (different names)
Coded rate
Stated rate
Observed rate
Annual percentage rate

The nominal rate is also known as “in name only” because it has not been adjusted for inflation. Other sources might also call it Quoted Rate, Stated Rate, Observed Rate, or Annual Percentage Rate (APR). In a given problem, when we talk about the interest rate we are talking about the nominal rate, always written on a per annum basis.


Eg: 
1000$
Nrate is 10% compounded annuall
 interest calculated 1 x per year

Loan = 1000, interest = 10%x1000 loan = 100$
At the end of Y1, you owe bank $1,100.00

Compounded semi-annually
Loan is 1000$
Nrate is 10% per annum c. semi-annually
At end of first 6 months = 1000+(5% x 1000$) = 1,050$ after first 6 months. 

First 6 months = $1,050
Second 6 months = $1,050 x 5% - 52.50

Total: $1,050 + 52.50 = $1,102.50
NB: when interest is compounded more than once, the total amount of money will always be greater 

**NB2: Ending balance of first period, becomes starting balance of the second period 

2. Effective Annual Rate

The effective annual rate (EAR) is the interest rate compounded once per year.

Manual Calculation 

Interest compounded annually

(1100 – 1000)/ 1000 = 10%

NB: EAR = Nominal Rate when one compounding rate. 

Interest compounded semi-annually

EAR – (1102.50 – 1000) / 1000 = 10.25%

NB: EAR > Nominal Rate when more than one compounding period. 

In this case, the nominal rate = 10%, but the effective rate is 10.25%

Mathematical Formula for EAR

[image: ar]

On calculator: 
1. Nominal Rate  Press NOM
2. Enter # of compounds
3. Press C/Y
4. Press CPT
5. Press EFF

M = compounding period. 



Table Method for EAR
	Period
	Beginning Balance
	Interest
	End Balance

	Year 1
	1,000
	100
	1100



For effective rate compounded semi-annually

Mathematical Calculation 
[image: Macintosh HD:private:var:folders:55:pnq1849d0p54hympmzzyhg1w0000gn:T:TemporaryItems:ear_ex3b.gif]

Table method for EAR

	Period
	Beginning Balance
	Interest
	End Balance

	6 months
	1,000
	50
	1,050

	Year 1
	1,050
	52
	1,102.50




5 variables in Time Value of Money

[image: Macintosh HD:private:var:folders:55:pnq1849d0p54hympmzzyhg1w0000gn:T:TemporaryItems:imgPresentValue.gif]
PV: The present value is the current value that a future amount of money is worth. This value is calculated using four variables: interest rate, number of periods or compounds, future value, and payment.

FV
Payment (equal value at equal intervals)
Period (# of periods. Eg: semi-annually =2)
Rate (if interest compounded more than once, it will be specified)





1) Present Value of a single amount

Using the Mathematical Formula 

[image: resent_value]

*Note: “r” must be in decimal form. 

Using the Calculator
1. Enter future value
2. Press [image: uture_value]
3. Enter number of compounds
4. Press [image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]
5. Enter interest rate
6. Press [image: -y]
7. Enter payment
8. Press [image: mt]
9. Press [image: pt]
10. Press [image: resent_value]

2) PV of an ordinary annuity 

[image: Macintosh HD:private:var:folders:55:pnq1849d0p54hympmzzyhg1w0000gn:T:TemporaryItems:pv_ex5.gif]

Using the Calculator
	Procedure
	Applying Procedure
to Example 5

	Enter future value
	0

	Press [image: uture_value]
	[image: uture_value]

	Enter number of compounds
	5

	Press [image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]
	[image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]

	Enter interest rate
	10

	Press [image: -y]
	[image: -y]

	Enter payment
	1000

	Press [image: mt]
	[image: mt]

	Press [image: pt]
	[image: pt]

	Press [image: resent_value]
	[image: resent_value]

	Result
	3790.79




3) PV of an annuity due
[image: Macintosh HD:private:var:folders:55:pnq1849d0p54hympmzzyhg1w0000gn:T:TemporaryItems:pv_ex7.gif]


	Using the Mathematical Formula


[image: olution]
 
 (Note: same as above except for multiplication of (1+r)
	Procedure
	Applying Procedure
to Example 6

	Enter future value
	0

	Press [image: uture_value]
	[image: uture_value]

	Enter number of compounds
	5

	Press [image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]
	[image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]

	Enter interest rate
	8

	Press [image: -y]
	[image: -y]

	Enter payment
	1000

	Press [image: mt]
	[image: mt]

	Press [image: pt]
	[image: pt]

	Press [image: resent_value]
	[image: resent_value]

	Multiply partial result by (1+r)
	 

	Result
	4312.13




	




NB: Annuity due > greater than annuity ordinary

4) Present Value of a Lump Sum 

 [image: Macintosh HD:private:var:folders:55:pnq1849d0p54hympmzzyhg1w0000gn:T:TemporaryItems:pv_ex6.gif]

	Procedure
	Applying Procedure
to Example 7

	Enter future value
	5000

	Press [image: uture_value]
	[image: uture_value]

	Enter number of compounds
	20

	Press [image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]
	[image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]

	Enter interest rate
	4

	Press [image: -y]
	[image: -y]

	Enter payment
	0

	Press [image: mt]
	[image: mt]

	Press [image: pt]
	[image: pt]

	Press [image: resent_value]
	[image: resent_value]

	Result
	2281.93



NB: PV is always less than FV

FUTURE VALUE 
The future value is the value that a current amount of money will have at a specified date in the future. This value is calculated using four variables: interest rate, number of periods or compounds, present value and payment.

Methods to Find Future value

Methods to Find Future Value
Using the Mathematical Formula 
[image: uture_value]

Note: rearrangement of formula for present value using algebra

Using the Calculator
1. Enter present value
2. Press [image: resent_value]
3. Enter number of compounds
4. Press [image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]
5. Enter interest rate
6. Press [image: -y]
7. Enter payment
8. Press [image: mt]
9. Press [image: pt]
10. Press [image: uture_value]


Future Value of an ordinary annuity
fixed amount of equal payments each year
when payments arrive at the end of period, it is called an “ordinary annuity” or “deferred annuity”
Expecting a series of fixed amounts of payments after every year. Brining amount to future
This is a future value problem, but there are fixed amounts of fixed receipts. Amounts must be fixed, as well as intervals (periods 1,2,3,4,5…)

Note: Present Value is 0 because there is no one fixed present value. 


4) Future value of an annuity (‘Annuity Due’)
payment received at beginning of each year 
last payment arrives one period before n 
question is still the same – what is the future value of this annuity 
eg: lease car, apt rental

[image: olution]


	Procedure
	Applying Procedure
to Example 10

	Enter present value
	0

	Press [image: resent_value]
	[image: resent_value]

	Enter number of compounds
	5

	Press [image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]
	[image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]

	Enter interest rate
	8

	Press [image: -y]
	[image: -y]

	Enter payment
	1000

	Press [image: mt]
	[image: mt]

	Press [image: pt]
	[image: pt]

	Press [image: uture_value]
	[image: uture_value]

	Multiply partial result by (1+r)
	 

	Result
	6335.93



Note: FV of annuity due > FV ordinary because you are depositing money at the beginning of the period instead of at the end. 

Future Value of a Lump Sum Payment
Note: not an annuity 

	Using the Mathematical Formula
 
[image: olution]

	



	Procedure
	Applying Procedure
to Example 11

	Enter present value
	5000

	Press [image: resent_value]
	[image: resent_value]

	Enter number of compounds
	20

	Press [image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]
	[image: http://www.econcordia.com/courses/real_estate/lesson2_sm/images/bt_n_small.jpg]

	Enter interest rate
	4

	Press [image: -y]
	[image: -y]

	Enter payment
	0

	Press [image: mt]
	[image: mt]

	Press [image: pt]
	[image: pt]

	Press [image: uture_value]
	[image: uture_value]

	Result
	10955.62





Lesson 3: The Market Environment
Introduction
Step 2 of REI is analyzing market environment
Not usually studied (timely, costly, difficult to get information)
Should companies own RE
The RE puzzle
Studying the RE environment requires spending money up front before purchasing
Problem: Market is continuously changing, supply/demand always changing
Value not = to cost. If that was case, nobody would buy or sell
The gap between value and cost is what you find when you study the market 


Overview
Market environment is not widely understood or researched
Legal environment  lawyer/notary
Financial  banks
Tax  accountant 
But for market, must know what is happening (good to buy or sell, interest rates, etc)

The Market Environment 
The market environment is one of four environments that need to be analyzed in order to assess the investment climate and market conditions. Information about the market environment can be costly to obtain.

Companies & Real Estate
Step 2 of RE investment process – requires analyzing investment climate and market environment. Today, we disucss later
Problem: few people analyze market because the market condition changes rapidly, federal market changes due to fiscal policy

Should companies own Real Estate? Yes, limited amount of stock and bonds 
RE gave higher return with lower risk
Because limited bonds and risk, companies with no liquidity problems can now invest in RE investments
RE requires a lot of money and return comes from Capital Gains (holding property for a long period) and companies with pension funds and insurance want to involve themselves in RE
Studies show investing in RE helps reduce inflation
Study shows that 86% of market risk can be reduced if company invests in RE

Companies can invest in various types of real estate (commercial, residential, industrial, other purpose)

In commercial market, few turnovers (property being bought/sold). This is opposite to residential examples. So analysis is easier in latter case. 

Low turnover in commercial requires companies to depend on appraisal values
Appraisers undervalue the values and overrates the return 
Tendency to say that RE gives higher retun to lower risk. But this can be due to errors by appraisers, sampling. 
When underprice the appraisal you overrate the return!! 

In TSX, a few indexes that specializes in Real Estate (eg: Morguard Index)

Problems with analyzing market:
In market, difficult to get info because confidential + expensive
Money must be spent prior to investing in RE – most people don't want to spend before investing. 

Why companies should include RE in their Portfolios?
Studies demonstrates that RE outperforms stocks and bonds
If liquidity not an issue, should invest in RE
20% of portfolio for RE reduces 20% of inflation 
barrier to entry (huge down-payement)
large companies that don't have liquidity should invest in RE because of studies conducted by several experts. 

Companies own real estate for the following reasons:
 Stocks and Bonds 
There are a limited number of stocks and bonds
Studies show that real estate outperforms stocks and bonds
Studies show that real estate offers higher returns with no increase in risk compared with other investments
Real estate provides higher overall returns with lower variance if one does not require a high level of liquidity

The Morguard Index of the Toronto Stock Exchange 
The Morguard Index of the Toronto Stock Exchange (TSX) indicates high returns and low risk
The Morguard Index uses proxy data (appraisal values) which can cause inaccuracies because it fluctuates with market conditions
The Morguard Index uses quarterly appraisal values to determine returns
Studies on the Morguard Index show annual data, making it difficult to analyze the data

Appraisal Values and Actual Values 
Studies do not determine the relationship between appraisal values and actual values
If appraisal values are understated or overstated, they will cause errors in returns

Appraisers

If, for example, an appraiser deliberately understates the value of a house, he or she indirectly increases the rate of return for the client. If he or she overstates the value of the house, it decreases the rate of return. The following example illustrates this.
Example:

Cash Flow = $10,000

True Market Value = $100,000

If you hire an honest appraiser, he or she will inform you that your rate of return is 10.00% (simply divide the cash flow by the market value: $10,000/$100,000).

A dishonest appraiser will downplay the market value and inform you that your property is only worth$90,000, and by doing so he or she has increased your rate of return to 11.11% ($10,000/$90,000).

A bad appraiser who overvalues the property decreases your rate of return. If he or she states that the value is$105,000, your rate of return is only 9.52% ($10,000/$105,000).

Informational Costs: 
 
The real estate market is segmented (residential, commercial (retail and office), industrial, special purpose and others) which increases information costs
The real estate market is also segmented based on local market conditions
Information costs increase the cost of operating real estate portfolios
Information is difficult to find (commercial, industrial, special purpose) because of low turnover or low number of transactions given in a special period, compared to residential
Information on real estate (if low turnover) is available through proxy (the use of appraisal values) which increases information costs

Capital Gains
Capital gains make up a large portion of estimated returns (capital gains equal selling price minus original costs)
Miles and McCue's study for a regional real estate portfolio indicates that only 14% is market related (not diversifiable), whereas 86% is diversifiable

	Advantages
	Disadvantages

	· Real estate segmented geographically:
different cities, municipalities, priced/reacts differently to market conditions. It increases information costs (different markets and tenants). This characteristic of real estate permits the investor to diversify his portfolio in two possible ways:
Invest in one type of real estate in different cities, e.g. invest only in residential in Anjou, Cote-Saint-Luc, NDG, DDO, etc.
Invest in different types of real estate such as residential, commercial and industrial in only one city.
· By diversifying, the investor can reduce his information costs significantly. 
· Real estate is segmented  by asset type:
residential, commercial, industrial, special purpose (e.g. old people’s home), and others (land).
· Segmented market implies disequilibrium, i.e. costs (price) not equal to value.
· Market segmentation suggests the possibility of lowering risk through diversification.
	· Diversification benefits and information costs.
· Barrier to entry (large amount of money required). Real estate segmented by wealth (approximately 25% down payment).

· Different type of expertise required.
· Imperfect competition (barrier to entry) and information costs (paid prior to investing) i.e. inefficient market which creates opportunities.
· Higher information costs if investing in different segments.



The Real Estate Pricing Puzzle:
Another topic in market environment
Present model for valuation is too simple. 
If look at market, more people investing in RE and enough order in system – people making money, so formulas being used are not adequate
We need better models because value of RE is not just depending on risk/return. 
Other factors that determine value of property: loans, down-payment, location

Performance of RE over time has been very good – this demonstrates enough efficiency in system for people to make money. 
Note: many studies conducted during “good times” suggesting that RE gives you huge profit.

Problems with standard models of calculating: 
PROBLEM: good times= good results. Investing in RE is long term commitment, but studies over short period. 

PROBLEM: In order to study RE, like to see selling price. But most properties bought/sold have not been bought or sold. So need to find a proxy value for these problems:
Finding value using an appraiser who is an expert in finding value
By looking at appraisal value, assume this is future value of property
But finding appraisal value causes data problems
Property undervalued and overrates ROR 

PROBLEM: Most appraisers use small sample size 
Sampling error = values that are wrong because of small sample size

PROBLEM: Appraisers assume property bought with cash
Not accounting for leverage (property purchased using bank loan,  mortgage loan or downpayment)
Appraiser assumes cash payment.
Why? Mortgage information is confidential. Cost of finding values are very high. 


PROBLEM: Appraiser may undervalue property thereby exaggerating return 
studies demonstrate that RE gives higher return and less risk than bonds – so maybe because of appraiser overvalue. 


Why does investing in RE lower risk?
1. In lease, tenant must pay rent, regardless of market environment (rent is less risky than from profits from goods for sale)
2. Inflation can be passed onto tenant by increasing rent
3. Management of company can affect price of stocks/bonds, but problems with tenant/landlord will not change rental income 

**Note: when studies say RE gives higher return, the cost of operating the RE (management cost) is not accounted for. 
Therefore, “lower risk” is actually very questionable because you don't know what the cost of operating the RE will be. So actual return might be less. 

Q. Based on this puzzle and other factors, should companies keep RE in their investment portfolio? YES

1. RE has land and land appreciates over time. 
2. RE is negatively correlated with the market environment. 
3. Just because all data is not available, does not mean that good appraisal values cannot be used 
4. Don't have to differentiate investment – can make money investing in one type of investment or a combination thereof
5. Value of RE is based on supply/demand. Higher demand = higher value 
6. Optimists always buy, pessimist do not, so price of RE always goes up
7. Prices are buyers upwards because investors value on best use
8. Price inefficiency in market is based on supply/demand (the RE market). This is good because it creates opportunities in RE market (gap between what seller/buyer want)

Conclusion for RE puzzle: the present models to value RE are too simplistic. More complication formulations are required (eg: arbitrage pricing). Best way to value in intro course: 
If sell when value goes up, good idea. As long as value of RE increases, then it is a good investment  summation approach
Always a gap between what seller and buyer want. This gap is called inefficiency in market This is good b/c creates opportunities in RE market. 





Why Is Real Estate a Puzzle?

 
The present model (Capital Asset Pricing Model – CAPM) being used to value real estate is doing a poor job because it does not consider cash payments.

Performance Justifies the Development of New Models
The market should develop new models because:
The performance of real estate compared to the other investments in the market justifies this
Studies show that companies are including large amounts of money in real estate in their portfolios
The performance of real estate investments outperforms other investments in the market as many studies have indicated
There is enough order in the financial market to justify this
Companies hire specialists in real estate for consulting services and to write reports on how good the market is for real estate investments. The companies know that the report will favour investing in real estate prior to acquiring the professional services; they simply need a professional’s name on the report. This is what “studies are done only in good times” implies; it is very rare to find any study conducted when markets are down. Furthermore, inefficiency also exists due to appraisers manipulating the numbers to their advantage and thus increasing rates of return as the above-mentioned example illustrates. Finally, current models do not capture the qualitative aspects that are taken into consideration during a real estate transaction. As mentioned earlier, they only consider risk and return, which is not sufficient.

Problems with Data
Appraisal values estimated by the appraiser are not the same as the actual values (actual selling price). True market value can only be found when the property is sold; we hire an appraiser to determine a property’s value prior to selling. The value they return is known as a proxy. Appraisers have the habit of downplaying numbers so that when a buyer offers a bid near the true market value one will be pleased with this work. 
Short-run evaluation when real estate investments are long-term investments.
Sample size will cause sampling errors; i.e., 1/100 compared to 1/99 does not contain much estimation error; however, in real estate the sample size is smaller and therefore the difference between ¼ and ½ is quite significant. 
Un-levered basis (assumed no leverage or debt, 100% down payment). Un-leveled property is that which is purchased with cash only (no loan used). 
Data problems, in addition to the conclusion that real estate gives higher returns and has lower risk compared with other investments, are questionable.

Reasons for Lower Variance
Three possible reasons for lower risk (or variance):
Rent income is less risky than other income because of contractual agreements or leases
Stocks and bonds are affected by other factors such as human resources, lumpy investments, immobility and market segmentation 
Management costs are not accounted for in the analysis
 So, less risk or variance would be expected. However, less risk or variance does not mean excess return.

Portfolio Implications

 Real estate is negatively correlated compared to the stock market.
Data problems versus high percentage of portfolio: problems with appraisal values should not stop you from investing in real estate.
Diversification benefits possible within same market (to reduce information costs), i.e. do not have to evaluate different classes of real estate such as residential, commercial and office. 
Price should reflect mean evaluation of investors.
Prices should reflect highest and best use, but not true in real estate because a) there is no short selling; b) price adjustment is slower; and c) optimistic opinion (pessimistic will not buy). 
Prices are biased upwards because of the sequential bidding process.
Real estate prices vary between the average value of potential buyers and the best use of the property.
Some price inefficiency exists: markets are segmented and not everyone has the capital required to conduct a feasibility study; therefore, inefficiency arises.

Conclusion
Historical models used in the stock market such as the Capital Asset Pricing Model (CAPM) and the Arbitrage Pricing Model (APM) have proved to be unsuccessful in real estate.
The Summation approach still works best.
A gap exists (market price versus mean expected).
Optimists buy and no short selling, i.e., price estimate less than market price.
The studies provide a balanced view of current issues.
There is a need for redefined models.
Future studies should show or explain how a qualitative variable (i.e., a house is on a corner, pay is in cash, etc.) affects the property value.


Lesson 4: The Legal Environment
Lesson 4: The Legal Environment
Introduction 
Legal environment is ¼ environments (Tax, Financing, Market)
Why is legal environment important?
Exchange of title, and money  legal matters
Therefore, want to make sure purchasing from the true owners

Overview:
Exchanging money for property therefore want to make sure goes to rightful owner and that property is free of problems
Must use a notary for this process 
Want to make sure that you are getting what you paid for – what you agreed to buy
Lawyer / notary makes sure that you get what you agreed to buy

The Legal Environment
Until money is exchanged, no transaction is complete
If seller backs out, refuses to pay commission, buyer doesn't have money  legal problems!
Notary makes sure that property is “clear”
Job of notary is that nobody else can come and have a claim against your property
For instance, if money paid isn’t used to clear prior mortgage, then the bank still has a lean on the property. 
Duty of notary is to make sure all parties are paid. 
All cloudy property is cleared

Example: Member of selling party and wife dies. Problem because one owner cannot sell – the transaction cannot be completed (same for buyer)

Example 2: Property destroyed by act of god – transaction cannot go through

Who is responsible for all the expenses (i.e. moving, down-payment)  these become legal questions
Lawyer is the only person who distributes money
Broker cannot control money

The Law of Agency
The legal environment in real estate transactions includes two parties: principal and agent. They are governed by the law of agency.
The law of agency entails rules set forth when another individual is doing something on one’s behalf. In real estate, a principle hires an agent to sell his house, or a principal can hire an agent to purchase a house on his behalf.


Agency is created when one person is given the right to act on behalf of, or under the control of, another. The law of agency concerns the legal rights, duties, and liabilities of the principal (P), the agent (A) and a third party (TP), based on contracts and/or the relationship between them.

	Principal
	The person for whom an agent acts is a principal; therefore, in signing a listing agreement an owner becomes a principal.
· A disclosed principal is identified to the third party.
· An undisclosed principal is secretly represented by an agent who appears to be acting in self-interest.
· A partially disclosed principal is not identified to the third party, although the agent acknowledges that a principal is involved.

	Agent
	The person acting for, or representing, another with the latter’s authority is an agent, i.e. a broker acts as an agent under a listing agreement.

	Third Party
	The third party often refers to a potential buyer.

	Fiduciary Relationship
	When buying, selling, or leasing, trust and faith should exist between the parties involved; these traits are both expected and necessary.
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Three parties
PrincipalSeller
Agent/Broker
Third party (buyer)

Principal hires agent to find a third party. 

If transaction settled by notary, the notary will pay agent commission as directed by principal.

Principal will give notary title of property to transfer to third party and the third party will give notary money to transfer to principal

Duties, Liabilities and Rights of Principals and Agents

	Principal
	Agent

	Compensation. A principal’s main duty is to compensate the agent in accordance with the contract of employment.
Accuracy. A principal must also give the broker/agent complete and accurate information when listing a property.
Liability. A principal is liable on all agreements or contracts made by an agent within the authority given the agent.
Agents are personally liable for their own acts.
Must give access to property
	Care. An agent must be diligent and reasonable and act in good faith in any representation. Agents are personally liable for their own acts.
Obedience. An agent should obey instructions that pertain to the purpose of the principal–agent relationship. This includes keeping within the authority granted; any agent who exceeds his or her authority will incur personal liability, unless such acts are affirmed by the principal.
Accountability. An agent should keep adequate records concerning funds or property. It is illegal for a broker to commingle or mix personal funds with the funds of a principal.
Loyalty. An agent must not benefit from the relationship except through compensation from the principal unless otherwise agreed. This is also known as faithful performance.
Communication. Any information given to the agent must be communicated immediately to the principal.
Any agent who exceeds his or her authority will incur personal liability, unless such acts are affirmed by the principal.
An agent has the right to enforce a contract between a principal and a third party if an interest is held in this contract, such as the collection of an anticipated commission.
Most listing agreements provide that a broker may engage salespersons as agents. In this instance the broker/agent acts as the principal.





Listing Agreement

DEFINITION: A listing agreement is an oral or written contract of employment between a principal and a broker/agent to buy, sell, or lease real estate. The broker/agent needs this agreement in order to enforce his or her right to a commission. This agreement also creates the traditional principal-agent relationship discussed earlier.
This is the foundation of a broker’s business as it provides the basis of a broker’s trust and confidence in the principal and addresses the right to compensation.
A typical “listing” is not a contract. Rather, it is a unilateral contract that becomes bilateral upon performance by the broker and is therefore revocable by either party at any time prior to performance.
Listing agreements may be reached orally, but written agreements are needed in order to collect a commission. Therefore, most brokers refuse to handle a property without a written agreement.
Most listing agreements provide that a broker may engage salespersons as agents. In this instance the broker/agent acts as the principal.

Allows the broker to act on behalf of seller to find potential buyer
If property sold, P pays broker commission
All payments of $ must be handled by the notary
Notary collects money by buyer for seller and transfer title to buyer
Notary makes sure all people are paid, including commission for broker and any leans on property, property taxes, electricity bills


Types of Listings


	Open
	An owner offers several brokers an equal chance to sell realty; the broker who arranges the sale receives compensation. The owner may receive the right to personally sell the property without becoming liable for a commission. The sale of the property terminates an open listing.

	Exclusive Agency
	Engaging one broker to sell realty with a right retained by the owner to sell the property without the obligation of a commission. Usually contains words “exclusive agency”. The purpose is to give the broker holding the listing the opportunity to apply their “best efforts” without interference or competition from other brokers.

	Exclusive Right-to-Sell
	Engaging a broker to sell realty with commission to be paid to the broker regardless of who sells the property, owner included.

	Multiple
	A special version of exclusive right-to-sell agreement, it involves multiple listing service groups wherein all members agree to share listings with others in the group. This is advantageous to the owner as the property gets wider exposure, a higher price and a likely shorter selling time.

	Net
	Engaging a broker to sell realty at a fixed or minimum price, with any excess to be considered as the broker’s commission.




NB: Transaction can be to sell, buy, exchange or to lease. Law of agency can be used in any of these

Problems Faced by parties
Broker: No full disclosure by P
When rightful owner is represented by someone else, notary cannot allow transaction to go through
Seller is less than 18 years  transaction will not go through

Requirements for a transaction to go through:

Must be sold by rightful owner
Must be sold in accordance with rules/regulations of law (+18)
All parties paid according to agreement
Buyers/Seller have agreed and abided by all conditions 

Critical Issues in the Listing Arrangement

Asking Price:	
In his or her own self-interest, an owner wants the highest possible price and therefore prefers a high asking price.
A broker prefers a low listing price for a quicker sale.
A fiduciary relationship requires that the broker provide the owner with the market value of the property and document that any suggested listing price is not too low.

Reservation of Right-to-Sell
An owner may retain a right-to-sell without a commission being required, even in an exclusive right-to-sell agreement, by reserving in the contract as exceptions the names of parties with whom negotiations have previously or are currently being conducted.

Broker Compensation
Commission rates are largely set by local area customs.
Brokers are prohibited from collusion in setting commission rates.
The amount of commission or method of determining commission should be included in a listing agreement. Many commission methods are possible.
 
	Flat Commission
	Fixed dollar amount, regardless of sale price.

	Percentage Commission
	Fixed percentage of sale price.

	Split Commission
	Different percentages, higher percentage up to a certain amount of the sale price and a lower percentage for the balance.

	Net Listing/Residual Commission
	The owner sets the asking price; anything above it is commission.



Critical Issues in the Listing Arrangement (Cont'd)
 
The Termination and Duration of an Agreement

Termination by actions of the parties:
· Mutual consent of the parties
· Completion of the contract by sale
· Time expiration or running-out
· Revocation by the principal
· Revocation or abandonment by the agent
 
Termination by law:
Destruction of the property, as by fire
Death of the principal or agent
Insanity of principal or agent
Bankruptcy of the principal or agent

Broker Proof of Performance
A broker’s obligation is to find a buyer who is “ready, willing, and able” (RWA).
Failure to complete a sale through fault of the owner (due to title defects, refusal of spouse to sign deed, fraud, the owner changing their mind or requiring terms not included in the listing agreement) does not cancel commission. If a qualified RWA buyer is found, the broker is entitled to commission.
The owner may include a “no-closing, no commission” clause, which means unless the transaction results in a conveyance of title, no commission need be paid.

Commissions

General Rules on Earning Commissions

To get commission, the broker must:
Show an agreement or contract of employment
Be the procuring cause in the sale
Bring about the deal on the terms of the employer
Act in good faith
Produce a purchaser who is “ready, willing and able”
Arrive at a completed transaction
The employer is liable and must pay commission in every case where performance has occurred.

Commission on Installment Sales 
Owners use installment sales to spread property payments over time in order to keep tax payments low.
A broker may agree to accept commission in proportion to principal cash payments received by the seller.

Commission on Exchanges, Loans, and Leases
All parties in an exchange pay a commission based on the value or price of their respective properties. In some instances the broker may receive double commission.
A broker is entitled to a commission for producing a mortgage loan only if the loan is approved.
A lease broker is not entitled to compensation unless a lease or a complete agreement on their terms is obtained.

Selecting a Broker
Important considerations in selecting a broker are:
Office and agent specialization
Office location and procedures
The firm’s attitude and reputation
A positive track record evidenced by satisfied clients

INTERVIEWS
Offer to a seller englobes a series of conditions (price, quality, the act itself comprising the final sale and transfer of ownership)
Once offer is made, a contract is formed and from that we have an initial agreement
Here, a set of obligations arises
As a buyer: must be of Good faith F and price on paper is price will pay

Steps in a transaction

Step 1: Inspection 
get inspection to inform us to understand what we have
from this stage on, can continue and inform seller if want to pursue offer

Step 2: Financing
Financing: for many, require a loan. Legal obligation to guarantee our loan  hypothec/mortgage
Bank wants property in itself as a guarantee. Will determine if worth financing 

Step 3: Notary
Search titles – who has right of ownership on title
Eg: Bank who financed; construction workers with lean on property
If not done right, then you as buyer can become liable for debts
Transfer of title

Legal Responsibilities 
What if we make offer and then no longer want it?
Prior to conditions being filled, then can backtrack. All parties released of obligations
If conditions have been fulfilled (inspection, approval of finance). Under CCQ, cannot be forced to buy property. Can still backtrack
But seller and broker might have recourse in civil courts

Note: when an agreement has been formed, this is when law starts taking place. 


Lesson 5: The financing environment
RE Process:
1. Objectives/goals/constraints
Wealth constrain that we need to know
W/o downpayment, cannot invest
In financing environment, we buy RE using borrowed money 

Financing Environment
99% of RE investment using other peoples money
leverage = bank loan or mortgage
bank lends a certain percentage of value of property using loan to value ratio: the maximum percentage of the value of the property the bank will lend you against the property

Overview
Need a mortgage to invest in RE
Use property as guarantee collateral or security and get a mortgage by a FI which involves a term, interest reate and amount of payments
The longer term, less payments
Mortgage may include processing fees, or penalty in mortgage agreement 

The Financing Environment
The financing environment exists when a buyer does not have sufficient cash to purchase the property in question; he/she resorts to his/her bank to obtain a mortgage to cover the portion that is missing.

Mortgage 
Mortgage is the term used for a loan on a real estate transaction.
It may also go under the name Loan-To-Value ratio.


Loan-To-Value (LVR) Ratio
The loan expressed as a percentage. In other words, it is the mortgage value that the bank is willing to give you.
Max amount of $ bank will loan against property
Eg: If LVR is 70% and value of property is 100k, then the max that bank will loan is 70k

Eg: property is 2million dollars. The LVR is 75% (max bank will loan is 75% of value of property). 
LVR = 1.5 million 

Mortgage Payments
Usually refer to monthly instalments made to your bank in order to reduce your outstanding loan and eventually pay it off entirely.
 
 
 Mortgage Payment = Interest portion + Principle portion

2 components
a) The Principle (paying off the debt, you are paying a portion of debt to reduce it(
b) Interest is what bank charges to use money. Calculated by multiplying loan balance by nominal rate 
Interest expense is tax deductible meaning that interest is calculated before taxes
Principal is not tax deductible so interest will be paid after on the after taxed income. 
 

Principle portion = Mortgage Payment – Interest portion

 
Mortgage Loan Balance
The portion of the loan that is still outstanding at any point in time.

Mortgage Loan Balance = Mortgage Loan – Principle portion
 
 
Outstanding Loan Balance
Refers to mortgage loan balance.

Effective Cost of Borrowing
Effective Cost of Borrowing (ECB) is a rate expressed in percentage form which takes into consideration the effects of processing fees, cancellation penalties, and so on. Processing costs are fees many banks charge in order to process your mortgage, due to the extensive paperwork and efforts on their behalf.
If processing fees, ECB > EAF 
If no processing fees, they are equal 
If one compounding period, EAF = nominal rate

[bookmark: ecb]Effective Cost of Borrowing (ECB) 
Processing Costs: Processing fees (%) x Maximum Loan

Net Amount: Max loan – processing fees

MPmt(PVAterm,EAR) = Loan
 

MPmt(PVAterm, ECB) = Loan – processing fees
 

MPmt(PVAterm, ECB) + [Mortgage Balance + penalty] (PVterm, ECB) = Loan – processing fees

Financing Decisions to choose a lender



**See printed lesson for answers


Lesson 6: The Tax Environment 
· Under step 2, invest climate + market environment. Today  TAX
· Wealth (capital gains) – pay capital gain taxes
· Operational income – regular taxes
· When you do tax planning have to figure out how much tax on rental income, and wealth taxation on capital gains (when you sell the property at end of holding period). 

Overview:
If you have profit = regular tax
If you sell property = capital gain wealth taxes 
Tax environment is important to calculate annual tax and tax if you sell the property, determine what taxes you will pay
Old rules prior to 1987
Capital Cost Allowance = depreciation of building under ITA

The Tax Environment
Governments on all levels (municipal, provincial and federal) tax the equity owner on income and capital gains.
The taxes on income are for money made on rents received from tenants.
The taxes on capital gains (wealth) are for gains for selling a property.
In addition, certain municipal governments oblige equity owners to pay taxes. The buyer pays a "welcome tax" and the seller pays a "goodbye tax".

Canadian Taxation: Old & New Rules 

Few industries will be as severely affected by tax reform as the real estate development industry. The rationale behind the proposed changes is spelled out very clearly in the government’s Tax Reform papers in the following comments:
           “The nature of real estate is such that it can be largely debt-financed. In addition, vacant land is often held for several years before it is sold, and real estate property may take long to construct. As a result, the carrying cost of unused land and soft costs attributable to building construction often represent a significant portion of the cost of the property while the related income is not earned for several years. The effect of this mismatching of revenues and costs is to permit these costs to shelter other income from tax.”
The new rules apply to vacant land carrying charges and construction period soft costs incurred after December 31, 1987. In this lesson, we will look at some of the changes on and before December 31, 1987 and after December 31, 1987.
We will refer to the rules on or before December 31, 1987 as the old rules and after December 31, 1987 asthe new rules.
	On/before December 31, 1987
	After December 31, 1987

	Class 3 CCA rate 5%
	Class 3 CCA rate 4%

	Method: Declining balance method
	Method: Declining balance method

	Full-Year Rule if Half Year does not apply
	Half-Year Rule
Very first year that you operate building, you can apply 50% of cca rate, and thereafter charge full CCA percentage
Eg: 1st year charge 2% and thereafter 4%

	Capital Gains 75% later changed to 66.67%
	Capital Gains 50%
Capital gain = (selling price – original cost of property)
Under new system, only 50% tax on capital gains. 

	No put-in-use 
If building a property, can depreciate value of property even if not complete. (take CCA before)
	Put-in-use in effect
Must complete property before taking CCA
All construction costs can be accumulated before taking cca. 




Capital Cost Allowance (CCA)
The Capital Cost Allowance (CCA) is a depreciation method under Canadian tax law which allows for the accelerated write-off of property under various classifications.
The Capital Cost Allowance (CCA) rate applicable to buildings in Class 3 will be reduced from the current 5% to 4% on a declining balance basis, effective for acquisitions after 1987. 
These rules will not apply to buildings acquired after December 31, 1987 and before 1990 pursuant to an obligation in writing from Revenue Canada where the property was under construction on June 18, 1987.  
Special transitional rules will also apply to the cost of post – 1987 additions and alterations to a 5% rate building.

Put-in-use
Put-in-use means that all costs are capitalized to year 0 when the building is constructed and ready to be occupied.
The new “put–in–use” rule applies in order for the capital cost allowance on buildings not to be available until the first year the building is put in use (this is the year that the building is completed and thus ready for use). This proposal, coupled with the existing “half-year” rule which limits the CCA in the year of the acquisition of an asset to one-half of the normal CCA rate, will result in a significant slowing down in claims for capital cost allowance on buildings.
The increase in the proportion of capital gains (the difference between the selling price of the property and the initial cost of the property) to be included in the income will impose an additional tax burden on companies disposing of investment properties.
The following are important terms that you will find when calculating the CCA:
 The Full-Year Rule (FYR) applies when 100% of the CCA rate is taken in year 1.
 The Half-Year-Rule (HYR) applies when 50% of the CCA rate is taken in year 1.
 The Beginning Undepreciated Capital Cost (BUCC) is the amount prior to CCA being taken.
 The Ending Undepreciated Capital Cost (EUCC) is the amount after CCA is taken.

Example 1
Assume that construction of a building costing $20,000,000 had been started under the existing rules in 1989 and the building is completed and occupied in 1990. Assume also that $14,000,000 of the construction costs are incurred in 1989 and the balance of $6,000,000 in 1990.
The table below compares the capital cost allowance (CCA) available under the old rules and new rules.
Old Rules
	Year
	BUCC
	CCA
	EUCC

	1989
	14,000,000
	700,000 *1
	13,300,000*4

	1990
	19,300,000 *2
	965,000 *3
	18,335,000*5

	1991
	18,335,000
	916,750*6
	17,418,250*7


*1   5% × 14,000,000 = 700,000  
*2   13,300,000 + 6,000,000 = 19,300,000  
*3   5% × 19,300,000 = 965,000
*4 14,000,000-700,000 = 13,300,0000
*5 19,300,000 -  965,000 = 18,335,000
*6 5% x 18, 335, 000 = 916, 750,000 
*7 18, 335, 000 – 916, 750 = 17, 418, 250

Total CCA for 3 years = 700,000 + 965,000 + 916,750 = 2,581,750
Formulas: 
BUCC = amount give + any additional costs for that year. If no additional cost, carry over EUCC amount from year prior.  
CCA  % x BUCC
EUCC = BUCC – CCA for that 

New Rules
	Year
	BUCC
	CCA
	EUCC

	1989
	14,000,000
	0
	14,000,000

	1990
	20,000,000
	400,000 *4
	19,600,000

	1991
	19,600,000*6
	784,000 *5
	18,816,000*7


*4   4% × 50% × 20,000,000 (14,000,000 + 6,000,000) = 400,000
*5   4% x 19,600,000 = 784,000
*6 Carry over from EUCC
*7 19,600,000 – 784, 000 = 18, 816, 0000

Total CCA for 3 years = 0 + 400,000 + 784,000 = $1,184,000
 In the above example, the effect of the put-in-use rule and the reduction in the CCA rate to 4% is to limit the CCA claimed in the first three years of the project under the new rules to $1,184,000 compared to $2,581,750 under the old rules, a reduction of about 50%.

Formulas:
Under new rule don’t calculate CCA for first year
For BUCC, carry for EUCC year prior and add any costs that have been made that year
CCA year 1 = 50% of CCA rate
CCA after year 1 = 100% of CCA rate

Example 2
A business corporation with a December 31 fiscal year-end commences construction on a building costing $10,000,000 on June 30 and puts the building into use on December 31 of the following year. Interest and property taxes during the construction period are $300,000 in year 1 and $900,000 in year 2. Construction costs incurred up until December 31 of year 1 are $6,000,000. The balance of construction costs are incurred in year 2. The total deductions (deductible expenses and capital cost allowance) are as follows under the old and new rules:
	Old Rules
	Year 1
	Year 2

	Deductible expenses
	$300,000
	$900,000

	Capital Cost Allowance
	$300,000 *1
	$485,000 *2

	Total deductions
	$600,000
	$1,385,000


*1   5% × 6,000,000 = 300,000  *2   5% × (5,700,000 + 4,000,000) = 5% ($9,700,000) = $485,000
*2   5% × (5,700,000 + 4,000,000) = 5% ($9,700,000) = $485,000
	New Rules
	Year 1
	Year 2

	Deductible expenses
	0
	0

	Capital Cost Allowance
	0
	$224,000 *3

	Total deductions
	$0
	$224,000



*3   4% × 50% × ($6,000,000 + $300,000 + 4,000,000 + 900,000) = $224,000
In the above example, which combines the reduction in the CCA rate from 5% to 4%, the total capitalization of soft costs, and the put-in-use rule, the total deductions from income over a 2-year period are reduced from $1,985,000 (600,000 + 1,385,000) to $224,000 (0 + 224,000).


Lesson 7: The Investment Decision (Criteria)
Introduction: 
Step 4 of RE Process asks us to aply decision making criteria
3 ways: Rule of thumb, discounted cash, traditional valuation approach 
various ways to calculate the investment decision 

Overview:
basic investment decision criteria: ROT techniques.
Payback period, number of year to pay back, return on investment, assets, equity
Simple methods without using the time value of money. 

Investment Decision: Criteria
The purpose of investment decision criteria in real estate is to quantify certain measures in order to compare them to a predetermined benchmark or to rank properties according to the decision criteria of choice (i.e. payback).
Ultimately, using these tools will facilitate the decision-making process.

There are several formulas we use to evaluate real estate investment. 
Some are simple (rules of thumb approach) and can be calculated quite easily using a basic calculator; others are more complex and require a financial calculator or a scientific calculator.
In this course we will use the Rules of Thumb Techniques.

Rules of Thumb Techniques

The Rules of Thumb Techniques are based on the real estate income statement, which is similar to the traditional income statement that companies use in their annual financial statements. However, the terms used on the statements differ. For example, instead of the "sales" which usually appear on traditional accounting statements, "potential gross income" is used in real estate.

The real estate income statement is a tool that will assist you in calculating Net Income Multipliers (NIM), Gross Income Multipliers (GIM), and Overall Capitalization Rates. It is also very helpful in determining the cash flow after taxes (CFAT) on assets.







A Typical Real Estate Income Statement 
	Operation
	Calculation
	 

	 
	Potential Gross Income
	PGI

	Less
	Vacancy and Credit Losses
	VCL

	Equal
	Effective Gross Income
	EGI

	Less
	Operating Costs (without Depreciation or CCA)
	OE

	Equal
	Net Operating Income
	NOI

	Less
	Depreciation or Capital Cost Allowance (CCA)
	CCA

	Equal
	Earnings Before Interests and Taxes
	EBIT

	Less
	Interest expense
	IE

	Equal
	Earnings Before Taxes
	EBT

	Less
	Taxes
	TAX

	Equal
	Earnings After Taxes
	EAT

	Add Back
	Depreciation or Capital Cost Allowance
	CCA

	Less
	Principle portion of Mortgage Payment
	PRIN

	Equal
	Cash Flow After Taxes
	CFAT





Examples:

1) Payback Period (PB)
Number of years to recover original investment w/o time value of money 
PP (number of payments to recover the investment)
If the investment cost (cash outflow) is $60,000 and the cash inflow is $20,000 per year for 5 years, the PB is 3years.

Example: 

$100,000 investment 
Yr 1-5: $40,000 per annum

How long must you wait to recover $100,000
In 3 years, will get $120,000 
In 2 years, will $80,000. 
If wait another 6 months, will get remaining $20,000 to make up investment 

2) Return on Assets (ROA) = profit/ total value of investment 

This is the rate of return on the asset, often denominated on a per annum basis.
If the return or profit is $20,000 for the year and the investment costs $100,000 (total costs of the investment, i.e. loan plus the down payment), the ROA is 20%.

Want to buy property for $200,000
DP: $50,000 (DP is equity)
Loan: $150,000 (Loan is mortgage loan)
LVR: 75% (150k/200k)

ROA:
ROA = profit / value of asset
Total Asset value is $200,000
If profit is $40,000
ROA = 20%

3) Return on Investment / Equity (ROI / ROE) = return on DP or equity (proft/DP or equity)
This is the rate of return on the down payment (the equity) on the asset, often denominated on a per annum basis. 
If the return or profit is $10,000 for the year and the down payment or equity is $40,000 (i.e. cost of investment is $100,000) less loan ($60,000), the ROI or ROE is 25% (i.e. 10,000 divided by 40,000).


ROI(ROE) 
ROI (ROE) = Profit/ Equity
Profit = $40,000
Equity = $50,000
ROI = 80%

4) Growth Income Multiplier 
GIM = Value of Property / EGI*

How to calculate EGI?
Potential Gross Income (PGI) = $500,000
Credit and vacancy losses (VCL) = $60,000

 *EGI = PGI - VCL
EGI = $440,000


Gross Income Multiplier (GIM)
This is a multiplier or number of times.  The GIM is calculated as follows:

[image: im]
· Value of property equals the Asking Price (if the property has not been sold) or Selling Price if property has been sold. 
· Effective Gross Income is the Potential Gross Income (100% occupancy) less vacancy and Credit Losses. 

Note: 
Both Seller and Buyer knows the Effective Gross Income and Seller wants a high price (high GIM) and Buyer wants a low price (low GIM). Remember: buy low, sell high.

Example 1: Finding the GIM
Given:
	Operation
	Calculation
	 
	 

	 
	Potential Gross Income
	PGI
	500,000

	Less
	Vacancy and Credit Losses
	VCL
	40,000

	Equal
	Effective Gross Income
	EGI
	460,000


 
· Suppose the asking price is $2,000,000 and the effective gross income is calculated above, the GIM = 4.347826times, rounded to 4.35 times. Suppose the property was sold at a 10% discount (i.e. 90% of 2000000 = 1800000), the GIM = 3.913043 times, rounded to 3.91 times.

Note:
Buyer wants low GIM (3.91), Seller wants high GIM (4.35).


5) Net Income Operating Multiplier:
NIM = Value of property / Net Operating Income** 

** NOI = EGI – OE 
EGI = $440,000
Operating Expense (OE) = $240,000
NOI = $200,000 

NIM = 2,000,0000/200,000 = 10

Net Operating Income Multiplier (NIM)
This is a multiplier or number of times.  The NIM is calculated as follows:

[image: im]
· Value of property equals the Asking Price (if the property has not been sold) or Selling Price if the property has been sold. 
· Net Operating Income is the Effective Gross Income less Operating Expenses (without depreciation also called capital cost allowance).

Note: Both Seller and Buyer know the Net Operating Income and Seller wants a high price (high NIM) and Buyer wants a low price (low NIM).

Example 2: Finding the NIM
Given:
	Operation
	Calculation
	 
	 

	 
	Potential Gross Income
	PGI
	500,000

	Less
	Vacancy and Credit Losses
	VCL
	40,000

	Equal
	Effective Gross Income
	EGI
	460,000

	Less
	Operating Costs (without Depreciation or CCA)
	OE
	60,000

	Equal
	Net Operating Income
	NOI
	400,000


 
· Suppose the asking price is $2,000,000 and the net operating income is calculated above, the NIM = 5.00 times. Suppose the property was sold at a 10% discount (i.e. 90% of 2000000 = 1800000), the NIM = 4.50 times.

Note: Buyer wants low NIM (4.50), Seller wants high NIM (5.00).



NOTE: NIM and GIM are multipliers eg: (2,000,000/200,000) = 10X


6) Overall capitalization Rate 
OCR = NOI / Value 

(formula reversed from NIM)

Example:

NOI = $200,000
Value = $2,000,000
OCR = 10%

Overall Capitalization Rate (OCR)
This is a rate of return and not a multiplier, as the name suggests. It is calculated as follows:
 
[image: cr]
· Value of property equals the Asking Price (if the property has not been sold) or Selling Price if the property has been sold. 
· Net Operating Income is the Effective Gross Income less Operating Expenses (without depreciation, also called capital cost allowance). 

Note: 
Both Seller and Buyer know the Net Operating Income and the Seller wants a high price (low OCR) and the Buyer wants a low price (high OCR). Note that this is the opposite of what was said about NIM.

Example 3: Finding the OCR
Given:
 
	Operation
	Calculation
	 
	 

	 
	Potential Gross Income
	PGI
	500,000

	Less
	Vacancy and Credit Losses
	VCL
	40,000

	Equal
	Effective Gross Income
	EGI
	460,000

	Less
	Operating Costs (without Depreciation or CCA)
	OE
	60,000

	Equal
	Net Operating Income
	NOI
	400,000


 
· Suppose the asking price is $2,000,000 and the net operating income is calculated above, the OCR = 20%.Suppose the property was sold at a 10% discount (i.e. 90% of 2000000 = 1800000), the OCR = 22.22%.

Note: 
Buyer wants low price and Seller wants high price; this happens when buyer gets high OCR (22.22%) and Seller gets low OCR (20%).

***Note:
[image: cr_nim]


NOTES FROM SELF-TEST

Q.5 + Q.6 = Calculating profit
When calculate profit = Total – All money invested (Loan + DP) = Cash Outflows
Be careful between “expected” (listed price) and “actual” (what sold for). Seller will want former, buyer wants latter. 


Lesson 8: The Investment Decision – Techniques
Introduction 
Cost-approach: trying to find value of unique building; where you cannot compare with other buildings. Also Used when the property does not generate income
Net-income approach: when property generates rental income (eg: office building – can use NIA or sales comparable approach); can also use the cost-approach together because CA is always there for property tax purpose
Sales Comparable approach: used when you have many examples available in market – eg: residential properties – many are bought and sold daily so if someone wants to find value of residential property, use SCA and make a series of adjustments. Can use the cost-approach for taxes 

EG: trying to find value of church, or hospital – these are not bought and sold on daily basis so SCA cannot be used. And it does not generate rental income so cant used NIA)

Calculation using Cost Approach
Step 1: ask contractor to give you how much it would cost (estimate) to build exact same building. 
3 ways to evaluate:
a) Square foot-basis method
b) Unit in place method
c) Quantitive survey basis 

Calculation for NIA
Must calculate Net Operating Income 
Potential gross income (how much income if property is 100% occupied) and then estimate the vacancy and credit losses (no tenant/concessions made by landlord to tenant) 
When take PGI – VCL = EGI (effective gross income)
Deduct operating costs from EGO and get NIA
NOI – weighted average cost of capital 
Most people put down a DP and borrow rest from bank. By combiging two, look at average of borrowing money (your equity and banks)

Calculation of SCA
No two properties are alike; will compare property that you want to buy and make a series of either positive or negative adjustments
Eg: one house may have 10k of space v 9k  need adjustments; if both have pool, no adjustments needed

Overview:
Cost-Approach
Useful for new or incomparable building 
Disadvantage: no depreciation calculated
In old building many depreciation (3 types)

NIA
Rental properties

SCA
Many comparable (eg: residential)

Traditional Valuation Techniques
· Cost Approach
· Net Income Approach (NOI)
· Sales Comparable Approach

THE COST APPROACH 
Eg: unique building (old church or factory being sold)

Step 1: Ask contractor how much to build brand new church 
Step 2: Value of Land (based on municipality) 
= This gives you value of new church	
BUT, you want to know how much an old church costs (must be deducted with depreciation)
Most difficult thing to do because there are 3 types of Depreciation
a) Physical depreciation
Expert must estimate wear + tear of church (roof, walls)

b) Functional depreciation
Expert to determine air conditioning, doors, heating, water systems working well
Anything that has a functionality
How inefficient are all these apparatus in church
*very complicated, need an engineer

c) Locational depreciation
building in expensive v cheap neighbourhood


How does evaluator calculate cost of new building?
1) Square-foot basis 
2) Put-in-place method:	
Contractor says: to build foundation, costs x, for walls, costs x, etc. 
How much each element costs to put in place. 
Will give you an estimate

Note: the value of church + land can vary between two methods. Methodology + components are different, so answer will be different.

3) Quantitative survey basis
How much raw materials needed to build church (steel, cement, labour etc)
Contractor will also include profit that he needs

Why cost approach used?
When other two methods are not usable – last resort 
To value unique real estate investments.
To value real estate projects with little or no depreciation.
When real estate investments do not produce income, i.e. when the Net Income Approach cannot be applied.
When real estate investments do not have any comparables, i.e. when the Sales or Market Comparable Approach cannot be applied.
By municipalities or local governments to calculate property taxes.

Advantages / Disadvantages

	Advantage
	Disadvantages

	Easy to apply the procedures if the information is available.
	Difficult to evaluate depreciation.
Depreciation calculations are very subjective.
Different variables used to calculate value of new building, i.e.  generates different answers.



How to apply the cost-approach

	Steps
	Calculate
	Formula

	A
	Value of the building 
Calculate this value, as if the building were new, using any one of the following methods:
· Per square foot basis (eg: price base on square feet)
· Quantitative survey basis (eg: estimate based on raw materials + materials used)
· Put-in-place basis (eg: how much they will charge you for each element)
	A

	B
	Depreciation
· Physical depreciation (wear + tear)
· Functional depreciation (wear + tear)
 Calculated by Age(years)/Estimated Economic Life x A
· Location depreciation (eg: roads too narrow, too much crime, difficult to access home because busy)
	B

	C
	Net cost of building or book value
	A - B = C

	D
	Value the land as if it is vacant 
Based on municipality (value / per square foot x # of square feet)
	D


	E
	Value of the real estate investment
	C + D = E




Example 1	
You are given the assignment of appraising a property. This property has 28,000 square feet (sqft) of usable space. Analysis of construction costs indicate a per square-foot cost of $27 for the first 18,000 square feet of space and $5more per square foot for the remaining space. The property is twenty years old with an estimated economic life of eighty years. Changing neighbourhood (location depreciation) characteristics have had a negative influence on the property of approximately 14% of building (construction) costs. An examination of similar lots indicates a land value of $17.50 per square foot and this property is on 55,000 square feet of land.
	Steps
	Calculate
	Result

	A
	Value of the building
	

	
	First 18,000
	18,000 sqft × $27/sqft =
	486,000
	

	
	Remaining 10,000
	10,000 sqft × $32/sqft =
	320,000
	

	
	 
	 
	806,000
	806,000

	B
	Depreciation
	(314,340)

	
	Physical and 
functional depreciation:
	20/80 × 806,000 =
	201,500
	

	
	Location depreciation:
	14% × 806,000 =
	112,840
	

	
	 
	 
	314,340
	

	C
	Net cost of building or book value
	491, 660

	D
	Value the land as if it is vacant 
55,000 sqft × $17.50/sqft
	962,500

	E
	Value of this real estate investment
	1,454,160




**See other examples on slide




The Net Income Approach

When to use Net Income approach
To value real estate investments that generate income.
To value real estate investments when the Cost Approach is difficult to apply.
To value real estate investments when there are few or no comparables on the market, i.e. when Sales Comparable cannot be applied.

How to apply the Net Income Approach


	Steps
	Calculate
	Formula

	A
	Potential Gross Income (PGI)
(square feet x cost per square foot)
	A

	B
	Vacancy and Credit Losses (VCL)
(% x PGI)
	B

	C
	Effective Gross Income (EGI)
	C = A - B

	D
	Operating Expenses (OE)
(without depreciation or capital cost allowance)
	D

	E
	Net Operating Income (NOI)
	E = C - D

	F
	Weighted Average Cost of Capital (WACC) 
	{rd × LVR}  +  {re × (1 – LVR)}*

	G
	Apply the formula
NOI divided by WACC
	E/F


 
Weighted Average Cost of Capital (WACC) 
{rd × LVR}  +  {re × (1 – LVR)}
rd = Cost of Debt: This is the interest rate the bank charges you on the mortgage.
LVR = Percentage of Real Estate Investment as Debt: This is the loan amount, therefore making 1-LVR the down payment.
re = Cost of Equity: This is the opportunity cost that your equity could have earned if you did not invest in property (for example, if markets are currently yielding returns of 10%, then 10% is your cost of equity (in economics this is referred to as an opportunity cost)).
 in examples, this looks like “the opportunity cost of your dp is 6.5% above the EAR of the loan. SO you have to add this percentage to the loan 


Formula = NOI / Weighted Average Cost of Capital (before tax)

1) calculate Net operating income = EGI – Operating Costs 

EGI = PGI - VCL
Potential Gross Income = total number of usable square footage x rent per square foot per annum)  assumes 100% of area is rented out
Vacancy (square footage of vacacy x square foot cost)
Credit losses =  free rent 

Operating Costs
How much to operate w/o depreciation 

2) Calculate WACC before tax 
Cost of borrowing money from bank is 10%
Cost of own money is 15% 
Combine the percentage and get WACC
If take 50/50 = 12.5 percent. 

Advantages and disadvantages 

	Advantages
	Disadvantages

	Do not have to calculate depreciation which is very subjective and difficult to calculate (see cost approach).
Takes into account changes in the fiscal policy (such as supply and demand, etc.) and monetary policies (such as interest rates, inflation, etc.) of the economy.  up to date values

All information is current 
	Difficult to estimate expected vacancy and credit losses.
Difficult to estimate expected operations expenses.
Difficult to estimate Net Operating Income if vacancy and credit losses and operating expenses are difficult to estimate or sometimes subjective.



Example 2:

A property has 21,000 square feet of rentable space at $25 per square foot. You expect a vacancy and credit loss of 7% and operating expenses (without CCA) amount to $128,000. Financing for this property is as follows: down payment is 35%; loan is $360,000 at 8.75% per annum compounded monthly; processing fees are 1.10% of the loan and the term is 18 years. The opportunity costs of your down payment are 6.50% above the effective annual rate (EAR) of the loan. Tax rate is 40% and 50% of capital gains is taxed. You have cash on hand.

	Steps
	Calculate
	Result

	A
	Potential Gross Income (PGI)
21,000 sqft × 25
	
525,000

	B
	Vacancy and Credit Losses (VCL)
7%
	
(36,750)

	C
	Effective Gross Income (EGI)
PGI – VCL
	
488,250

	D
	Operating Expenses (OE)
(without depreciation or capital cost allowance)
	
(128,000)

	E
	Net Operating Income (NOI)
EGI - OE
	
360,250

	F
	Weighted Average Cost of Capital (WACC) 
{rd × LVR}  +  {re × (1 – LVR) }
rd × LVR = 9.109582% × 65% = 5.921228% 
re*(1 - LVR) = (9.109582% + 6.5% ) × 35% = 5.46335 4%
	
11.384582%

	G
	Apply the formula 
NOI divided by WACC
	
3,164,367



**See other examples on slide 14



Sales Comparable Approach
Also known as market comparable approach
Useful when many of the same types of properties being bought and sold
Subject + comparable might not be the same  must make adjustments
If not alike, either positive or negative adjustment required

When is this method used?
When there are comparables (eg: office buildings bought/sold on daily basis)
Cost of each of these buildings are known so you have access to them by the govt and municipality
To value real estate investments that have many comparables, such as residential properties.

Residential properties are bought and sold every day.
Comparable properties used for comparison have few differences for adjustments.
Adjustments are usually required with reference to Time (inflation); Location (location or middle or across); Size (square feet); Age (number of years); Garage (number of garages); type of Financing used; and Others (such as swimming pool, etc.).
When the Cost Approach and Net Income Approach are not applicable.


Advantages / Disadvantages
Note: Usually use 3 comparables 

	Advantages
	Disadvantages

	Easy to find comparables.
Comparables are bought and sold every day.
Takes into account changes in the fiscal policy (such as supply and demand, etc.) and monetary policies (such as interest rates, inflation, etc.) of the economy.
Using latest values to make the evaluation 

	Difficult to find comparables with no adjustments; no two properties are exactly the same (time and costly)
Difficult to estimate the required adjustments, very subjective depending on buyer or seller’s point of view, very biased.
Standard estimates (biased downwards) suggested by appraisers to make adjustments.
Difficult to quantify or to put a dollar amount on all the differences between subject property and comparables.



How to apply the sales comparable approach

Using the selling price of the comparables, the subject property is used to incorporate the difference between the subject property and the comparable, with positive or negative or no adjustments, depending on what is necessary.




	Selling Price of Comparable
	Selling price of property used as comparable.

	Adjustments
	 

	Time
	Always increases (positive adjustment) the value of real estate because of inflation.

	Location
	A corner property gets a positive adjustment and a middle or across gets a negative adjustment.

	Size
	More useable space (square feet) get a positive adjustment and vice versa.

	Age
	An older property (age) gets a negative adjustment and vice versa.

	Garage
	Garages (two, one or no garage) get a positive adjustment, and more garages get a more positive adjustment and vice versa.

	Financing
	Financing gets a positive or negative adjustment or is ignored if conventional mortgage is used.

	Others
	Others (such as swimming pool, sauna, etc.) may get a positive or negative adjustment or they may be ignored depending on neighbourhoods.

	Estimated Selling Price of Subject Property
	The selling price of the comparable plus the above adjustments (positive, negative or not applicable) is the estimated price of the subject property. Compare this estimate with the asking price and decide or negotiate.



Example 3
A potential buyer offers you $450,000 for your property today and you have the following information to evaluate the offer (based on affer). Should you sell?
Housing prices are increasing at 2.60% per annum
$56 per square foot
$22,000 per year reduction for age
Two-car garage valued at $42,000 compared to $25,000 for a one-car garage
Corner property warrants a 15 percent premium
Swimming pool worth approximately $30,000 considered a good selling point in your neighbourhood
What is the estimated value of the subject property based on the comparable approach?


	
	Comparable
	Subject Property
	Adjustments
	Result

	Selling Price of Comparable
	$800,000
	See above
	 
	$800,000

	Time
	Three months ago
	See above
	3/12 × 2.60% × 800,000
	5,200

	Location
	Corner
	Middle
	15% × 800,000
	(120,000)

	Size
	16,600 sqft
	14,200 sqft
	2,400 square feet less:
2,400 × 56
	(134,400)

	Age
	13 years
	20 years
	7 years older: 
7 × 22,000
	(154,000)

	Garage
	Two-car garage
	One-car garage
	42,000 minus 25,000
	(17,000)

	Financing
	Conventional
	Conventional
	 
	

	Others
	No
	Swimming pool
	 
	30,000

	Estimated Selling Price of Subject Property
	 
	 
	 
	409,800


 
Should you accept the offer? Yes, because the offer ($450,000) is greater than the estimated value ($409,800).

Approach to use when buying a residential property
All approaches can be used by residential property 
[bookmark: _GoBack]Can use comparable, yes, but can use the other two (net income if there is rental income) and to find the cost approach  
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