
	COH
	NO COH

	-Have DP
-Have $ for fees
-Lower LVR
-Less risk, less return
	-Have DP
-NO extra $ for fees
- Higher LVR (because extra debt is incurred to borrow processing fee)
Higher risk, higher return







	Real Estate Investment
	Stocks and Bonds (REITS)

	Differences

- High Initial Investment
- Illiquid: hard to sell homes quickly
- No short selling
- Tangible Asset, requires maintenance


	Differences

-Low initial investment
- Liquid
-Short Selling
- Intangible asset, no maintenance


	Similarities

- Is a financial security/asset
- Collateral
- higher LVR because property val low risk
Cash flows:
- Rental income 
- Sell for future Cap gain


	Similarities

- It’s a financial security/asset
-Collateral
-Lower LVR because higher risk
-Cash flow:
-from dividends
-from cap gains
-interest from bonds




Real Estate Investment Process

S1: Identify Investor Objectives 

- DPMT?
-Risk Return Preferences?

S2: Analyze Investment Climate & Market Environment


Legal Environment

Buyer exchanges $ for Deed and Title
Seller exchanges Deed and Title for $

Notary:
	Def: Lawyer who evaluates purchase/sale of property

	- Cloudy title:
		Def: When buyer buys from seller without notary evaluation and approval
	-Clear Title:
		Def: When a buyer buys the propertry from seller after notary evaluates and approves property

Escrow Account: Buyer puts DP and mpmt into a Escrow acct to protect himself from fraud or property issues

Financing Enviro

DPMT=YES
Mortgage=agreed upon

Notary deal is the intermediary in all exchanges of $$: -DPMT, MPMT, Insurance


Tax Enviro

CF pa= Income Tax
Cap Gains= SP-OC= Capital Gains Tax

In Canada:
In 1987, Gov’t changed rules regarding real estate construction tax deductions

	Old System: Pre Dec 31, 1987
	New System: Post Dec 31, 1987

	
- No PIU: CCA can be taken as costs are incurred
- Soft cost can be fully deducted
- 5% CCA FYR
-Cap Gains taxable 2/3

Much greater tax deductions

	
- PIU: CCA is taken after project completion
- Soft costs and Hard cost must be kept together until project completion
- Soft costs can be fully deducted after PIU
- 4% CCA HYR 
-Cap Gain taxable 50%

-This was put into effect to max govt revenue and rush projects to be completed




Market Enviro

Do research to determine housing supply and demand

S3: Develop Financial Analysis

Operating Decisions

- Is NOI>MPMT+ Taxes
	-if not you cannot proceed: -NPV

Financing Decisions

-MPMT     
	-Interest PMT is tax deductible
		-Depends of LVR/NOI/EAR
	-Principal Repayment

Reversion Decisions (Selling prop after x years)

-NOI>MPMT+TAX

-When prop is sold, Cap Gains are incurred
Cap gains are taxable

(SP-OC)=CG
find taxable amt
apply tax rate

S4: Apply Decision Making Criteria

1) Rules of Thumb Technique

EX: 
Pval=500,000
DPMT=100,000
CF p.a= 25,000

a) Payback Method (NO TVM, not discounted)

Payback Period= DPMT/CF p.a =4 years
b) Return on Investment

ROI=ROA=CF pa/Asset Value=25%
-This is the return on equity if levered

c)Return on Asset 

ROE=CF pa/DPMT=5%
-This is the return on equity if Unlevered

c) GIM= PVal/EGI

d)NIM= Pval/NOI

e)OCR=NOI/Pval

(Note: c-e, Buyer uses purchase price as Pval, Seller uses Ask price as Pval, Investor uses Ask price if unsold/ Purchase price if sold)

2) Discounted Cash Flow Techniques

Discounted Payback Period

Subtract Discounted cash flows from DPMT until NPV=0. Determine T when NPV=0


	
	Investment Decision (100% Equity)
	Financing Decision (LVR=75%)

	Non DPB
	3 yrs
	1.4 yrs

	DPB
	3.75 yrs
	2.2 yrs

	NPV
	27401$
	75000$

	IRR
	29.29%
	63%

	PI
	1.45x
	6.7x

	Discount Rate (Wacc)
	10%
	9.6%



Relationships:
IRR>DR  NPV>0
PI>1 NPV>0
Waccu>Waccl
DPB>Non DPB
PI^NPV^
Non DPB & DPB for ID > Non DPB & DPB for FD

3) Traditional Valuation Techniques

a) Cost Approach

- When to use: 
	-To find value of a unique property
	-To find value of a property with little or no depreciation
-Disadvantages:
	-Because of old/unique nature, it is hard to calculate depreciation

b) Net Income Approach

-When to use:
	-To value a property that generates revenue
-Advantages
	-No CCA or Depreciation calculation difficulties due to fiscal/monetary policy use in calculations (VCL/ECB/LVR)
		-This also make the estimate reflect recent market conditions

c) Sales (or Market) Comparable Approach

- When to use it?
	-Properties that have many recently sold comparables (residential)

-Disadvantages: No two properties are alike
-Advantages: Easy to find comparables and apply adjustments


S5: Investment Decision

-Check S:1 again













Real Estate Major Players



		
Equity Investor and Mortgage Lenders
·  Promissory Note
·  Mortgage Document
·  Debt Service
Equity Investor and RE Investment
·  Property Rights
·  Cash Flows
Mortgage Lenders and Government
·  Restrictions on Lenders
·  Mortgage Laws
Government and Equity Investor (REI)
·  Restriction on users
·  Taxation: ON CF & CG and many others
·  Eminent Domain: Right to buy back property at fair market Val if prop is needed for hospital/airport/etc
·  Police Power: Right to enter property with due cause
Government and Tenant
·  Restriction on use
·  Landlord – Tenant Laws
Equity Investor and Tenant
·  Lease Document: Lease Agreement
·  Leasehold: Auto Renewal of Lease
·  Use of Property: Cannot sublet/ only x many people may live on property/ if residential, cannot use for commercial activity






Real Estate Pricing Puzzle

What is a good ask/buy price?

Cost<Value for transaction to take place (Cost=ValueNo transaction)

Demand^  Small gap cost vs val

Present Models to Value Property

Capm E(R) & Risk (beta)

Black and Scholes  Bullshit

APM Can be used if  you can quantify all variables (Very difficult)

Summation Approach  Sell property for more than you bought it and you will be happy    (Best Method)

Note: the only time you know the MV of a property is after it has been sold

The Appraiser
-Appraiser will guesstimate the property value: Appraisal Value

-Appraiser underestimates value for buyer, Overestimates for supplier
-Appraiser always suggest buying/selling because they make a % commission on every transaction

- Short Run Evaluations:
	-Hired during good times, wants to come up with data before good times are up so data is collected over a short period

- Sample Size:
-Must show ~35 samples to accurately represent population
- Brokers are too lazy/Client will not be able to choose with that many options
-Broker shows 3 houses usually

-Morgnand Index  Real estate price index
	-each prop reviewed quarterly
	- 10 props in a year = “40 samples” (deception by brokers)

Unlevered Bias

-Assumption that everyone buys house with all $

Low Risk, High Reward

Housing:

30$/sqft
- Low risk
-When its time for renewal, PASS ON INFLATION to tenant

Mall:

10$/sqft + % of sales

-Sales price goes up due to inflation, and rent can be raised to match inflation at renewal  AVOID ALL INFLATION

-Miles & McQueen
	-Looked at 300 properties
		- Conclusion: RE less risk & More return than S&B
	-Risk = diversifiable + undiversifiable risk
		-Undiverifyable risk= INFLATION
			-86% of undiversifiable risk goes away with with RE investment
				AKA RE is a hedge against inflation
-Comm 308
	-Risk^  Return^ (NOT TRUE)
	-Undiversifyable Risk^  Return^ (TRUE)
-No one will give you extra return for taking on extra diversifiable              risk, Get a better portfolio manager!!!

Portfolio Implications

-Limited # of S&B, so corporations invest in RE
-RE out earns S&B, less risky

-Companies have their own appraisal dept
-Feasibility Study: Appraisal study, costs a fraction of the cost of the property, guarantees its worth

-Rule of Best Use:
	-RE investors think they can make better use of property than current use
	-This why price is always going up

Should Companies Own Real Estate?

· Why the low investment in Real Estate by Pension Funds* in the early 70s?
· In early 70’s 10% of companies $ was invested in RE
· What prompted growth of mid-70s to mid-80s?
· Deregulation of capital markets in 1976 (Regan)
· Outsiders can now invest in USA with minimal penalty
· Will these levels increase?
· Yes
· Portfolio Implications
· Companies started using foreign debt with RE as collateral
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