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Unit 1

Real Estate

For most of us, and for a variety of reasons, investing in real estate is one of the first
and one of the 1argest real assets in our portfolic. Statistics shows that, on average, real
estate assets have risen in value faster than corporate or government bonds since 1946.
Risk and return statistics break down the performance of real estate investments between
1946 and 1978 into two parts — farms and residential housing. These statistics show that
farm investments dominated the NYSE average — that is, farms yielded slightly higher re-
turns than did stocks on the NYSE, while experiencing less variability of return. Residen-
tial housing had less return (though still less risk) than the average NYSE stock invest-
ment. However, when the psychic income that most homeowners derive from their resi-
dence is considered, real estate investing compares quite favorably with common stock in-
vesting on the NYSE.

A real estate investor can choose to own an asset directly or indirectly. If you buy a
piece of real estate directly, the title is'in your name. However, if someone is injured on
your property, they may sue you for damages, but at least you have complete control over
the asset. Indirect ownership is more complicated.

A real estate investor who does not want direct ownership may choose among several
alternatives. First, the investor could make a mortgage loan to someone else, with real es-
tate as collateral for the loan. Second, the investor could buy a mortgage-backed security
issued by Fannie Mae or Ginnie Mae. A third approach would be to form a real estate syn-
dicate with partners. Some partners could be limited partners, who merely invest money
and take a share of any profits, or some partners could be managers who also draw
salaries. Or, finally, there is the real estate investment trust, an interesting form of indi-
rect ownership.

A syndicate is usually formed by a real estate manager, who raises capital from indi-
vidual investors. A syndicate offers the inexperienced real estate investors an opportunity
to participate in a large real estate venture. Real estate syndicates are frequently organized
as limited partnerships, the risks of limited partners are limited to their investment. There
is no double taxation on real estate limited partnerships, moreover, accounting losses may
offset income from other sources. However, limited-partnership interests often are nort
readily marketable. The three main objectives of real estate limited partnerships are to of-
fer tax shelter, provide tax-free cash flow, and convert ordinary income into long-term

e 1.



capital gains, which receive favorable tax treatment when a partner’s share is sold.

A real estate investment trust (REIT) is like a closed-end investment company
formed to invest in real estate. REITS are exempt from federal income tax if they keep 75
percent or more of their assets invested in real estate, mortgages, cash, or government se-
curities; derive 75 percent of their gross income from real estate; distril,ute at least 90 per-
cent of their income to shareholders (officially called “beneficiaries”) and have at least 100
shareholders, no five of whom can control more than half of the shares. REITs were
granted tax exémption in order to eliminate double taxation of their owner’s income and to
encourage publicly held institutions to divert funds into real estate investing. Shares of
REITs are generally marketable, especially those listed on national or regional stock ex-
changes. Their prices are determined in the open market, and the price of REIT shares
may be above or below the actual value of the real estate holdings. There are many types
of REITSs on the market: some emphasize equity investment, somevmortgages, while oth-
ers prefer to make construction loans. ‘

After the investor selects a type of real estate ownership, there still remains the ques-
tion of what type of real estate to buy.

The major types that are open to investors are: raw land, apartments, office builld-
ings, warehouses, motels, hotels, department stores, neighborhood shopping centers,
private residences, entertainment centers etc. |

Take home investment for example. A home investment can yield two types of in-
come, which combine to give the gain or loss of wealth from an investment in a piece of re-
al estate,

1. Rental income. If the home is rented, rental income is the net income after all
rental expenses have been deducted. .

2. Price appreciation (or depreciation), called capital gains or loss.

The market for real estate is illiquid. As a result, a real estate may have been sold at
a huge discount. Even if a liquid market is available, expert opinions are needed. Each real

estate is unique, and each requires time-consuming study before investment.

New Words &. Expressions

real estate  ANBH7E, FHLFE
real assets KﬁJ}i’lﬁﬁiM?&
rise in value FHH
real estate investment JE M PEHE Y
dominate v. #MiT,HiE
average n. ¥
variability n. AF{k, A[AEMH
residential housing ¥
« 2.

psychic /'saikik/ adj. FRIH G LY
psychic income LRI, R

title n. ﬁﬁ’ﬁ‘¥9ﬂg¥’ﬁﬁ;§ﬁ’
property n., (BB #hr=4p)
ownership n. FFEH, BFER

mortgage loan L

collateral /ko'letorsl/ n. $HAR 5 (=se-

curity) , 88 " {RiF &



mortgage-backed security &%
Fin,EHT AKRSERS

syndicate n.

Bwadl
partner n. ﬂ(ﬁ& y éﬂ(/\
partnership n. &K, &M
homeowner n. RBFE

a share of any profits 1 BEAJE

draw salary S %¢,MFHK

P, A
BALEE, (8% 4l

BB WEZH

accounting n. oM, EEKF

limited partnership HIR-&HE, R &1k

trust n.
venture n.

double taxation

marketable adj. BEXH,HTFTEWH L
HEW

tax shelter MAFBREEFE;RER
B

tax-free BB, EfTHLH

| cash flow ¥ &%

long-term capital gains KEIF AU
REIT B#=8EEEAHE
AT

BEIA
closed-end PFEHR
beneficiary /\benififari/ n.
open market {/_}?Fﬁi’ij/
make loan JpHEHARER
raw land RFEH LH
EHEH, R
AT T B
il N

income tax

gross income

2N

illiquid  adj.
discount n.

rental income

rental expenses FH %%
price appreciation M #&HE{E
depreciation n. W{H

time-consuming BT

Notes

1. Ginnie Mae : BUI¥ 2 E #{#F th 2 .Government National Mortgage Association Mortgage-
Backed Securities (BUF & E K tha A K HERH A MES MR B IZHLSEER.

2.Fannie Mae: B[l the Federal National Mortgage Association (B¢IEFRIXMIHL).

3. a real estate investment trust;REIT FB#i =¥ EEAF,

Word Study
real real property ABEhFE

real DELH QR EE FAAM) | real time SZEREHE

0] ‘ real wages ELFRTH
real cost SEFREEAS title
real estate A, WHELHMMBFRYFTE | title OFS, 2% OMRE,FER,EE

B B PR title deed FFH R LY
REIT AREI=H%BERE title insurance }ﬂfﬁ#ﬂ{%l@:

real income SLFRITA
real inves\tmehtﬂ SERRFR B
real personal disposable income (RPDI)

A NFTZBLE ERRUCA

property
property @MF@%F!FE%& @%7
BT & RN W LT AR 7

property premium o 7 7K
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personal property /[‘AM?:(@?&:'@J}&:%
& &8k FHER S %)

real property ANBF

trust ‘

trust  {HHE, fF#L, EXHE T

R ERRY

charitable trust A3 EFEA Al (k&
R FEILLFD

constructive trust

ANEEAHER)

property register

breach of trust

5 ] B 46 OB UE ]

express trust

EHRAMH W PETE)

flexible trust A]A{EFE
implied trust BRRBL

management trust FHEFHLGEHERXLBE
MR ERZREEN)
FEh L BATEG
BIT(RIEAERBITHET—

ministerial trust

precatory trust

THED

AR fF4E (B E AL

YN EE
RIPEHE
FLM WA ETE
4 BLEFE (R E e A H

private trust
protective trust
resulting trust
split-level trust
FHIHD
trust corporation ' {E§EA T o
trust deed (FFLEH e
HEm ™
HEETE
RIS
trust letter {FFGULHE
trust receipt {HICULHRE

trust estate
trust for sale

trust instrument

trustee
trustee 2 A
trustee clause 3L A KK
trustee for sale HERIHA

trustee in bankruptey B PR E A
trustee savings bank ZILGEERLT
RE NIEFF

trustee securities

Exercises

1. Answer the following questions:

1. What is your largest real assets in your portfolio?

2. In what respects does a home investment differ from an investment in other assets?

Explain.

3. What is a REIT? What are the advantages and disadvantages of investing in a RE-

IT?

4. How many forms of ownership can an investor in a piece of real estate choose

from?

5. What is a syndicate? What are the advantages and disadvantages of investing in a

syndicate?

. When do investors prefer real estate investing to common stock investing?

6
7. In what ways can a real estate investor choose to own an asset?
8

. Which type of real estate will you buy, raw land or apartments? Explain.

II. Translate the following into English:
1 HREK '
LR/ ]

2. 0



3. fRFE ] . 8. AW H

4. RANE R 9. BE
5. % 10 SR H
6. BRAIR YT A 7l . 11. SN
7. R 12. i = THERRE
III. Translate the following English sentences into Chinese:
1. On average, real estate assets have risen in value faster than corporate or govern-
. ment bonds since 1946. '
2. When the psychic income that most homeowners derive from _their residence is con-

sidered, real esgate investing compares quite favorably with common stock invest-
ing on the NYSE.

3. A real estate investor can choose to own an asset directly or indirectly.

The investor could buy a mortgage-backed security issued by Fannie. Mae or Ginnie

Mae.

5. A third approach would be to form a real estate syndicate with partners.

A syndicate offers the inexperienced real estate investors an apportunity to partici-

pate in a large real estate venture.,

7. Limited-partnership interests often are not readily marketable.

8. REITs were granted tax exemption in order to eliminate double taxation of their

’ income.

owners
If the home is rented, rental income is the net ihgome after all rental expenses have

been deducted.

10. The market for real estate is illiquid.

Reading Material

The Advantages and Disadvantages of
Real Estate Investing

Besides psychic income and the inflation hedge, there are other advantages to real es-

tate investments:

.

Financial leverage. Financial leverage can be defined as the use of borrowed money to

buy an investment larger than the investment you would have been able to afford had you

not borrowed the money. When you are able to invest such borrowed money and earn a

rate of return higher than the rate of interest you pay on the borrowed funds, financial

leverage is profitable, and it doesn’t matter whether the rate of return is from periodic in-

come or from an increase in value. Traditionally, real estate investors borrow 60— 80 per-

cent of the value of any properties acquired; which is a much higher ratio of leverage (that

.5.



is, the ratio of loan to value) than is available on most other investments.

When the interest rate on borrowed money is less than the rate at which the real es-
tate’s market value goes up, increased use of financial leverage increases the rate at which
the owner’s equity grows. For income property, this aften means a higher dollar cashflow
per dollar of equity investment. Also, a high leverage ratio increases the likelihood that
tax depreciation will shelter most of the cashflow from income taxes. However, a high
leverage ratio can be risky for the investor-borrower. If a property becomes distressed and
cashflow shrinks to the point that the property can’t pay for itself, and there is no income
from the property against which to write off interest expense, depreciation and property
taxes, the investor must pay off the debt personally. This can lead to bankruptcy if the in-
vestor’s debt exceeds the investor’s liquid assets. Thus, financial leverage is great to have
in good times and horrible to have in bad times.

Tax shelter. Real estate investors can benefit from many different tax advantages.
Rental property can be depreciated, and this depreciation is a tax-deductible expense that
will reduce taxes on the rental income. Also, when a piece of real estate is held longer
than one year and sold for more than it costs, this capital gain income is taxed at a lower
tax rate. Furthermore, both the interest expense on a mortgage loan and real estate prop-
erty taxes can be deducted by either landlords or owner-occupants from their taxable in-
come. Such tax savings are essentially government subsidies for real estate investors.

Control. A real estate owner can control-what color his house is painted, how often
the grass is trimmed, how soon the leaking plumbing is repaired, and other factors, which
may give the investor peace of mind. However, real estate investments also involve some
problems.

A real estate investor should weigh the advantages against the disadvantages before
undertaking an investment. Problems can arise with respect to:

Flaws: A home or a building might have termites, sinking or shifting foundations, a
leaky basement or roof, or other flaws. Furthermore, such flaws may be extremely diffi-
cult to detect, and repairs are frequently costly.

Neighborhood quality: The quality of the location has a tremendous impact on a piece
of real estate. For example, if a retired president of the United States buys and moves into
a home next door to a piece of real estate you own, the value of your property might in-
crease by one-third oyernight. But, if the municipality in which your piece of real estate is
located buys the lot next to yours and uses it as a garbage dump, the value of your invest-
ment would plummet. Such changes in value are generally beyond the investor’s control.

Liquidity: Liquidity is judged by the ease with which an asset can be converted to
cash. Any asset, of course, can be converted into cash if the price is low enough. An asset
is considered to have high liquidity when it can be sold quickly for an amount of cash equal
to its market value. Real estate is generally considered to have low liquidity. This means

that if you were forced to sell your house in a hurry because you had to move to keep your
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job or had to pay for an essential medical operation, you might have the misfortune of not
being able to sell it for more than half what you paid for it Gf credit conditions are tight or
the economy is depressed). Clearly, this lack of liquidity can be costly.

Financial risk: Most real estate investors obtain mortgage loans to finance their pur-
chases. Some mortgages have floating, or variable, interest rates. If market interest rates
rise or fall, the interest on such a variable mortgage (VRM) rises or falls correspond-
ingly. Since most of each monthly mortgage payment is interest expense, rising or falling
interest rates on a VRM can spell financial disaster or financial bliss for an investor, re-
spectively.

The landlord’s lot: Managing a piece of real estate is work, and managing a piece of
rental property is hardwork. A landlord must keep the property rented, execute legally
enforceable rental contracts, collect rent and deal with delinquent payments, stop viola-
tions of leases, keep peace between the tenants and maintain the property in a desirable
condition. These tasks consume both time and money.

Brokers” fees: Real estate agents typically receive five or six percent of the value of
the transaction for helping a client locate and buy a property. Then, they collect the same
commission rate again if the investor employs them to sell the property. These brokerage
fees can easily consume one or two years after-tax income from a good investment. Fur-
thermore, these fees are much higher than the commissions of one percent to buy and one
percent to sell, which are approximately what most securities brokers receive.

Not every piece of real estate is wholly bad or wholly good. Each situation has to be
evaluated separately. However, in view of the high financial leverage available, the vari-
ous tax advantages and the psychic income that can be derived from owning your own resi-
dence, the purchase of a home has much to recommend it as an investment. Furthermore,
the experience gained from owning and operating your own house, condominium, or mobil

home will prepare you for further real estate investing. -

New Words &. Expressions

inflation hedge iE 4% ¥ k1718 occupant n. FEX

financial leverage W 4&¥0HF, & BUATAT leaking plumbing IEFR/KEIKG RE
borrowed fund FriE%H 4 termite /‘taimait/ n. HWN

interest rate &K shifting foundation i Bl &y Hi &t

market value Ti1{g ne.ighborhood quality FBAH X FEE G
equity investment JRARKY b))

cashflow n. W&, WL F® lot n. —3eih,3H

liquid assets W BNEF= municipality n. HIEH,BBEK
tax-deductible expense B % floating or variable interest rates R ZHR A
landlord n. BE BRIE

|7.



variable mortgage (VRM) TB]ZAF|FEIKIM | delinquent payment 3 BAHRAfFEK

bliss n. k. B ,.EH after-tax income BLFUWA
rental contracts FHFHE[E condominium /,konds'miniam/ n. FFH
collect rent YEFH B, LR E X



Unit 2

Buying a Home

Suppose you are considering the purchasé of a $ 70,000 home. Your real estate agent
informs you that the local bank will probably grant you a mortgage loan for 80 percent of
the home’s value if both you and your spouse are gainfully employed. However you must
be able to make a 20 percent down payment; in other words, $ 14,000 of cash is required
“up front. ” Then, the bank will grant you a $ 56,000 mortgage at 15 percent interest, to
be paid off in equal monthly installments of $ 337 over the next 30 years. A budget for
your new home purchase is; '

Monthly payments are;

Mortgage : $737
Real estate taxes 80
Heat, light and water 70
Home insurance | + 15
Repairs and other upkeep , __ 58

_ Total % 960

Monthly savings are;

Income tax reduction $ 234
Price appreciation . 583
Equity accumulation 39
Total %856

Excess of payments over savings is % 104

The budget indicates that if the price of the new home rises 10 percent per year, ‘the
home purchase will cost you only $ 104 per month in the first year, but do not forget that
the capital gain of $ 7,000 per year cannot be spent while your family owns the home.
This capital won’t be available until the home is sold, and the same is true of the equity
accumulation,

The price appreciation and the equity accumulation associated with the home purchase
are like the assets in savings programs from which no withdrawals are allowed. With re-
spect to your monthly cashflow, you save only the $ 234 in income tax. Therefore, you
should be prepared to pay $ 726 monthly from your income. A real estate salesperson anx-
ious to earn a sales commission might not tell you this.

To make the most from a home investment over some holding period, we must define

G
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the rate of return so that we can measure it. This rate of return, or holding period return
(HPR) is an important concept because it measures the speed at which the investor’s
wealth increases or decreases if the investor suffers a loss. The HPR is defined in equa-
tion;

HPR_Total dollar income during some period
_ "~ Purchase price (or dollars invested)

A home investment can yield two types of income: rental income and price apprecia-
tion. The sum of these two types of income is stated relative to the cost of the investment

to determine the homeowner’s HPR ,

Rental income + Price change
Purchase price

HPR =

For example, an investor buys a house for § 80,000, and one year later the house has
a value of $92,000; the homeowner has enjoyed a capital gain of $ 12,000 for the year. If
the home is rented for a net amount of $ 4000, then it yields a total income of $ 16,000 or
20% for the year. Following the equation, we can calculate the homeowner’s HPR as

shown below;

$4,000+$12,000_ $16,000_, .
$ 80,000 —$80’000—0.2—20A

A home investor seeking to maximize the HPR at some selected level of.risk must de-

HPR=

fine risk in such a way that it can be measured and dealt with rationally. Measuring an in-
vestment’s risk is just as important as measuring the HPR. Remember, the minimization
of risk and the maximization of return are the two main objectives in investing.

A dictionary defines risk as “the chance of loss”. This is a definition most people
would agree with, but it does not offer us anything we can measure. Therefore, we relate
risk to variability of return (that is, the degree to which the return on an investment varies
unpredictably). An investment whose HPR varies widely from period to period is riskier
than an investment whose HPR does not change much.

Housing units in PRC completed by developers may be sold to government depart-
ments, enterprises and individuals at prices determined by market forces rather than by
the state.

The market prices have been changing since 1990, so the individual home investors
must be alert to any changes in more than government policies that may make the market

fluctuate.
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New Words &. Expressions

local bank #i 5 4R%T

spouse /spauz/ n. BB B

E& I

!E5Z

T3 5 B - fEHE T

8g87.4 .

15 percent interest 15%FIFIE

pay off &%, 2FER

. in equal monthly installments of 737 ﬁ A
737RITA BB

budget n. THE,HHEF

monthly payment  H 3Kk, & A X1t

real estate tax [ HL =R

downpayment n.
in other words
front .

grant v.

‘developer n.

G p

(L H, FFREI)D R
excess n. RE o

home purchase EFEHE
withdrawal B3, TERES
holding period ##%#]

B

rationally adv.

home insurance

upkeep v.

net amount

A

variability n. W[ #

PRC (People’s Republic of China) Fdg A
RItfE '

Bl R

WHER, iR

market forces

Notes

1. $56,000 mortgage at 15/ is 30 years.

2. $698 of the § 737 monthly mortgage payment is interest expense This $ 698 interest
-expense and the $ 80 property tax are both tax deductible. If you are in the 30 % in-
come tax bracket, you save 30% -+ $ 698-1- $ 80, or $ 234 per month in income taxes.

3. Assume price appreciation of 10)4 annually, or $ 7000 in the flrst year ( $ 583 per

month).

4. $468 of the $ 56,000 loan will be paid off in the first year, which representé $ 39 per

month of equity accumulation.

Word Study

cash
cash Q& @%HT_TE’ZEQEEQH‘JK@
CUEIE- 3155
BMEmr
cash bonus Bl &4 )
cash book FE&H g4
cash card L+
A&

cash account

cash discount

cash dispenser L& H 44
cash flow &Rz, A& E® ‘
cash management service MESEHEIRH
cash on delivery (COD) ﬁ?ﬂﬁ'ﬁ
cash ratio ﬂﬁ =
discounted cash flow ¥ &z (ﬁ)?ﬁ%%
gross cash flow H¥ &Mz
net cash flow %FE '
e 11 e



