Principles of Real Estate 

Problem Set 3
1.
Compute the lender’s expected yield for the following monthly payment Graduated Payment Mortgage (GPM) if the lender expects the borrower to repay the loan, without penalty, at the end of three years.  The loan has a $1,000 origination fee and two discount points.


Loan amount:
$100,000.00



Annual interest rate:
7%



Loan term
30 years     



Graduation rate
10%



Graduation term
5 years



Monthly pmts for 1st year:
$451.29
2.
Compute the lender’s expected yield for the following monthly payment Price Level Adjusted Mortgage (PLAM)  if the lender expects the borrower to repay the loan, without penalty, at the end of three years.  The loan has a $1,000 origination fee and two discount points.


Loan amount:
$100,000.00



Annual interest rate:
4%



Loan term
30 years     



Expected inflation




End of year 1:
3.0%




End of year 2:
3.5%




End of year 3:
4.0%

3.
Compute the lender’s expected yield for the following monthly payment Adjustable Rate Mortgage (ARM) if the lender expects the borrower to repay the loan, without penalty, at the end of three years.  The ARM is indexed to yields on one-year US Treasury Securities with a 275 basis point margin.  The contract rate of interest is adjusted annually and has interest rate caps of 2% at the time of the adjustment and 6% over the life of the loan.  The loan has a $1,000 origination fee and two discount points.


Loan amount:
$100,000.00



Initial interest rate:
4.5%



Loan term
30 years     



Expected yield on one-year US Treasury securities




End of year 1:
4.0%




End of year 2:
4.5%

4. 
Six years ago you financed the acquisition of an $180,000 house with an 80%, 30 year, 7.5% annual fixed interest rate, monthly payment loan.  The current market annual interest rate for 25-year fixed rate residential loans has dropped to 6.75% with a 1% loan origination fee.  If you refinance, you also have to pay $1,500 in additional closing costs.  Your lender will let you refinance the outstanding mortgage balance on the existing mortgage, the $1,500 in closing costs, but requires that you pay the 1% loan origination fee out of pocket.  Compute the before tax net present value of refinancing if you discount future expected before tax cash flows at 7% and you expect to sell the property five years from today.   Should you refinance?  Why or why not?  
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