RENT VS. BUY

Incoming MBA students at Tuck have a choice to make, should they buy a condo or live in graduate student housing.

In 2009 the average condo price at a popular location was $148,823 for a 2B 1.5Bath condo.  Condo fees were $325/month.  Graduate student housing was $1,300/month for a similar unit.  

	Advantages of Renting
Monthly payments – in many markets renters pay less than they would on a mortgage for a comparable unit.
Maintenance – renters enjoy less responsibility for maintenance on the property (mowing the lawn, repairs, etc.)
	Advantages of Buying
Fixed mortgages – The ability to lock in a fixed rate is advantageous especially over long periods of time.
Equity – Over time buyers earn equity (most of the initial payments go towards interest).




Note: Generally, the decision to buy-versus-rent boils down to how long you plan to stay in the same location, let’s look at some numbers.

	Rent – Rent for a similar unit was $1300 and expected to increase by 3% in year 2.
	Insurance – Homeowners’ covers loss of the property.  Renters’ covers belongings.
	Utilities – Since the units are comparable size, utilities are equal.

	Mortgage Payment – Based on a 30-year fixed rate mortgage of 4%.
	Property taxes –estimated based on prior year’s taxes paid and published rates.
	Equity investment – asset appreciation, down payment, and reduction in principal.

	Down payment – with 20% or more down buyers are not required to pay PMI.
	Maintenance Costs – selected 1.5%; estimates range from 1.5% to 5% of property value.
	Opportunity costs – interest forgone on either the down payment and security deposit 

	Tax Savings – Mortgage interest and property taxes are tax deductible.  The assumption used in this example is that taxes will be reduced by 25% of the amount that taxable income is reduced.

	Closing costs – Include, loan application and origination, appraisal, and title search fees; closing costs are paid by the buyer.  The seller pays real estate commissions and other closing costs.



Closing Costs can range from 2 to 7% of the loan value and include the following:
(1) Application fee – usually range from $100 - $500.
(2) Loan origination fee – usually 1% of the mortgage amount.
(3) Appraisal fee – usually range from $200 - $500.
(4) Title search – an average for Vermont is $1,367.[footnoteRef:1] [1:  http://www.bankrate.com/finance/mortgages/2010-closing-costs/vermont-closing-costs.aspx] 


[bookmark: _GoBack]Based on the assumptions stated above, renting is superior to buying for a one year horizon, buying is marginally superior to renting with a two year horizon…  BUT one must also include the “non-economic” costs of buying a home which include the stress of selling it during the second year of your MBA and the additional time required to solve any maintenance issues on your own.
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Cost of Renting 1 Year Total (2 Years)

Rent 1300 15,600 $       31,668 $           

Utilities 150 1,800 3,600

Insurance 100 1,200 2,400

Opportunity cost of Deposit 26 53

Total Cost of Renting

18,626 $       37,721 $           

Cost of Buying 1 Year Total (2 Years)

Mortgage Payment $568 $6,821 $13,642

Condo fees $325 $3,900 $7,800

Down Payment $29,765 $29,765 $29,765 *Year 1 Only

Opportunity Cost of Downpayment 595 1,202

PMI NA 0 0

Property Tax 1.44% 1,929 1,967

Homeowners' Insurance 200 2,400 4800

Closing Costs $3,823 $3,823 *Year 1 Only

Maintenance costs 1.5% $2,232 $4,464.69

Utilities 150 $1,800 $3,600

Total Cost before tax benefits $53,265 $71,064

Tax savings $1,663 $3,315

Equity investment $29,765 $29,765

Increase in Value 0 0

Additional Equity (Principal reduction + Increase in value) $2,097 $4,279

Less Fees if Sold $3,823 $3,823

Total Cost of Buying

23,563 $       37,529 $           

Assumptions

Rental Deposit $1,300

Initial Rent $1,300

Expected Increase in Rent 3%

Interest Rate 2%

Condo Price $148,823

Down payment 20%

Origional Loan Amount $119,058

PMI 0%

Mortgage Rate (30 year) 4%

Mortgage balance at end of year 1 $116,962

Mortgage balance at end of year 2 $114,780

Assessed Value 133,941 $ 

Property tax rate 1.44% 1.47%

Closing Costs $3,823

Lender's origionation fees $1,578

Origination + Third party fees $2,245

Sources:

Closing Costs: http://www.bankrate.com/finance/mortgages/closing-costs/closing-costs-by-state.aspx

Property tax rates: http://www.state.vt.us/tax/index.shtml

Maintenance Costs: http://www.coldwellbanker.com/real_estate/learn/planning_for_home_maintenance_costs

Example Condo: http://www.zillow.com/homedetails/226-Woodhaven-Dr-UNIT-8D-White-River-Junction-VT-05001/2115690180_zpid/

Rent vs. Buy Example


