Principles of Real Estate
Professor Thibodeau

Tenure Choice Problem

You are thinking about buying a condominium in Boulder.  The price of the one-bedroom condo is $180,000.  You intend to finance the acquisition with a $144,000, 5.5% annual interest rate, 30-year, monthly payment conventional mortgage.  The loan has a one percent loan fee and two discount points.  In addition to the down payment, you will have to pay $2,500 in closing costs when you purchase the property. The first year’s hazard insurance premium is $800 and the first year’s property taxes are $1,200.  In addition, you expect to pay $1,800 in maintenance and repairs expenses during your first year of homeownership.  Alternatively, you can rent the property for $1,200 per month.  The contract rent includes the condo fee.  You expect to live in the condo for four years and then sell it.  Over this period of time, you expect the market value of the condo to increase 3% per year.  When you sell the property you have to pay a 6% broker’s commission and an additional $2,000 in closing costs.  Rents, taxes, insurance and maintenance and repair expenses are also expected to increase 3% per year.   You discount expected after tax cash flows at 5% annually and your marginal ordinary income tax rate is 15%.


a.
What is the present value of the after tax cost of renting?


b.
What is the present value of the after tax cost of owning?


c.
What would the monthly rent have to be to make you indifferent between owning and renting (other things equal)?


d.
What would the purchase price have to be to make you indifferent between owning and renting (other things equal)?


e.
What would the appreciation rate in the market value of the property have to be to make you indifferent between owning and renting (other things equal)?


f.
How long until owning is cheaper than renting (on an after tax basis)?


g. 
How does the minimum holding period change if you are in the 28% tax bracket; the 33% tax bracket; the 40% tax bracket?


h.
How does the minimum holding period change if mortgage interest rates increase to 6.5%; to 7.5%; or the 8.5%.

