Case 8
Picking a Price

Sam, the youngest of four, will graduate in industrial engineering this June. His future plans
have not solidified yet, but his parents clearly believe that he will be self-supporting. In fact,
they are planning on selling their home, taking a world cruise, and investing for their
retirement.

Sam has been asked by his parents to spend part of his semester break/holidays helping
them analyze a 4-plex that they are considering buying. The building is part of a rental
complex with cooperative management of the pool and parking areas. The complex is about 5
years old, and it appears stable and desirable.

Sam realizes that other investments might be more appropriate, but they are not interested
in his general advice. Rather, they have asked him to calculate the highest price that they
could afford to offer (the asking price is $160,000). Also, they have asked him to ignore the
impact of inflation and taxes for this preliminary financial analysis since their future financial
position and the future tax laws are both unclear.

They have developed some information, but they suspect some may be missing. Since
they are gone for the evening, and Sam wants to ski tomorrow, he plans on “guesstimating”
any missing numbers. This will give his parents a preliminary estimate, and it will involve
them in the iterations to a sufficiently accurate answer.

Financing for the purchase will come in two pieces. The 20% down payment will be part
of the proceeds from the sale of their home, while the other 80% will be financed with a 9%,
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20-year mortgage. In discussing this interest rate, his parents also mentioned that their long-
term investments in the stock market had averaged an annual rate of return of about 11%.

The annual operating costs for the 4-plex, as reported by the current owner, have been
about $350 for water and sewer, $150 for lawn mowing, and a $700 assessment from the
cooperative pool/parking authority. The renters pay for their own electricity and natural gas.
Property taxes are calculated at 1.8% of the assessed value, and properties are assessed at
100% of market prices with biannual adjustments by the city. The city currently appraises the
property at $103,000 for the building and $41,000 for the land. Insurance for fire and liability
is 1% of the building’s value.

Rents for these and other similar units in the cooperative have been fairly stable at
$550/month or $500/month for long-term leases.

Suggestions to the Student

1. Real estate deals usually have substantial transaction costs. Realtor’s fees
average 6% and are paid by the seller. Loan origination fees, title insurance fees,
etc., will often cost the buyer 1.5%. These closing costs must be apportioned
between the buyer and the seller—for the property purchase and for its later sale.
How much occurs now and how much at the problem’s horizon?

2. What horizon should be used? What happens to the property at the problem’s
horizon?

3. How should the property’s value at the horizon be determined? What is it?
4. Are there other costs or possibilities that must be allowed for? What are they?
5. What is the maximum purchased price that can be justified?

6. Which variables represent the bulk of the “risk”? What risks are not addressed?
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