Principles of Real Estate 

Problem Set #4


You are considering the purchase of a garden apartment property for $1,500,000 today.  First year rents are $235,000 and annual nonrental income is $15,000.  Vacancy and collection losses amount to 15% of potential gross income and operating expenses are 35% of effective gross income.  You expect potential gross income to increase 4% annually and property value to increase 3% per year over an anticipated 5 year holding period.  You will have to pay a 4% selling commission when you sell the property in five years.  

You intend to finance the acquisition of the property with a 25 year constant monthly payment loan.  You expect to borrow 75% of the purchase price at 9% annual interest.  Financing costs amount to 2% of the contract loan amount.  These financing costs are not financed.


You are in the 36% tax bracket for ordinary income and you will depreciate the basis of the property, which amounts to 80% of the purchase price, using straight line depreciation over 27.5 years.   According to the Taxpayer Relief Act of 1997, capital gains will be taxed at 20%.  You discount future expected after tax cash flows from income property investments at 13% annually.  Compute the expected after tax net present value of this investment assuming you have sufficient passive income to take any passive losses generated by this investment.  Should you purchase this property?


Compute the following end of year 1 ratios, multipliers, and rates of return:

1. Debt service coverage

2. Break even occupancy level

3. NOI multiplier

4. Before tax return on original equity

5. After tax return on original equity

6. Overall rate of return
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