Lesson 7: The Investment Decision: Criteria

Notes:

[bookmark: _GoBack]After completing this lesson you will be able to:
· Define decision-making criteria
· Calculate Payback Periods (PB)
· Calculate Return on Assets (ROA)
· Calculate Returns on Investments (ROI) or Returns on Equities (ROE)
· Calculate Gross Income Multipliers (GIM)
· Calculate Net Operating Income Multipliers (NIM)
· Calculate Overall Capitalization Rates (OCR)

The Investment Decision: Criteria 

Definition: The purpose of investment decision criteria in real estate is to quantify certain measures in order to compare them to a predetermined benchmark or to rank properties according to the decision criteria of choice (i.e. payback).
Ultimately, using these tools will facilitate the decision-making process.

There are several formulas we use to evaluate real estate investment.
Some are simple (rules of thumb approach) and can be calculated quite easily using a basic calculator; others are more complex and require a financial calculator or a scientific calculator.
In this course we will use the Rules of Thumb Techniques. 

 Rules of Thumb Techniques

The real estate income statement is a tool that will assist you in calculating Net Income Multipliers (NIM), Gross Income Multipliers (GIM), and Overall Capitalization Rates. It is also very helpful in determining the cash flow after taxes (CFAT) on assets.
The Rules of Thumb Techniques are based on the real estate income statement, which is similar to the traditional income statement that companies use in their annual financial statements. However, the terms used on the statements differ. For example, instead of the "sales" which usually appear on traditional accounting statements, "potential gross income" is used in real estate.

A Typical Real Estate Income Statement

	Operation
	Calculation
	 

	 
	Potential Gross Income
	PGI

	Less
	Vacancy and Credit Losses
	VCL

	Equal
	Effective Gross Income
	EGI

	Less
	Operating Costs (without Depreciation or CCA)
	OE

	Equal
	Net Operating Income
	NOI

	Less
	Depreciation or Capital Cost Allowance (CCA)
	CCA

	Equal
	Earnings Before Interests and Taxes
	EBIT

	Less
	Interest expense
	IE

	Equal
	Earnings Before Taxes
	EBT

	Less
	Taxes
	TAX

	Equal
	Earnings After Taxes
	EAT

	Add Back
	Depreciation or Capital Cost Allowance
	CCA

	Less
	Principle portion of Mortgage Payment
	PRIN

	Equal
	Cash Flow After Taxes
	CFAT
















Payback Period (PB):
The number of years or period to recover your investment costs
If the investment cost (cash outflow) is $60,000 and the cash inflow is $20,000 per year for 5 years, the PB is 3 years. 

Return on Asset (ROA):
This is the rate of return on asset, often denominated on a per annum basis. 
If the return or profit is $20,000 for the year and the investment costs $100,000 (total costs of the investment, i.e. loan plus the down payment), the ROA is 20%.

Return on Investment (ROI) or Return on Equity (ROE):
This is the rate of return on the down payment (the equity) on the asset, often denominated on a per annum basis.
If the return or profit is $10,000 for the year and the down payment or equity is $40,000 (i.e. cost of investment is $100,000) less loan ($60,000), the ROI or ROE is 25% (i.e. 10,000 divided by 40,000). 

Gross Income Multiplier (GIM):
This is a multiplier or number of times. The GIM is calculated as follows:
[image: im]



Value of property equals the Asking Price (if the property has not been sold) or Selling Price if property has been sold.
Effective Gross Income is the Potential Gross Income (100% occupancy) less vacancy and Credit Losses. 

Note: 
Both Seller and Buyer knows the Effective Gross Income and Seller wants a high price (high GIM) and Buyer wants a low price (low GIM). Remember: buy low, sell high.










Example 1: Finding the GIM
Given:


	Operation
	Calculation
	 
	 

	 
	Potential Gross Income
	PGI
	500,000

	Less
	Vacancy and Credit Losses
	VCL
	40,000

	Equal
	Effective Gross Income
	EGI
	460,000









Suppose the asking price is $2,000,000 and the effective gross income is calculated above, the GIM = 4.347826times, rounded to 4.35 times. Suppose the property was sold at a 10% discount (i.e. 90% of 2000000 =1800000), the GIM = 3.913043 times, rounded to 3.91 times.

Note:
Buyer wants low GIM (3.91), Seller wants high GIM (4.35).

Net Operating Income Multiplier (NIM):
[image: im]This is a multiplier or number of times. The NIM is calculated as follows:


Value of property equals the Asking Price (if the property has not been sold) or Selling Price if the property has been sold.
Net Operating Income is the Effective Gross Income less Operating Expenses (without depreciation also called capital cost allowance).

Note: Both Seller and Buyer know the Net Operating Income and Seller wants a high price (high NIM) and Buyer wants a low price (low NIM).

Example 2: Finding the NIM
Given: 





	Operation
	Calculation
	 
	 

	 
	Potential Gross Income
	PGI
	500,000

	Less
	Vacancy and Credit Losses
	VCL
	40,000

	Equal
	Effective Gross Income
	EGI
	460,000

	Less
	Operating Costs (without Depreciation or CCA)
	OE
	60,000

	Equal
	Net Operating Income
	NOI
	400,000







Suppose the asking price is $2,000,000 and the net operating income is calculated above, the NIM = 5.00 times. Suppose the property was sold at a 10% discount (i.e. 90% of 2000000 = 1800000), the NIM = 4.50 times.
Note: Buyer wants low NIM (4.50), Seller wants high NIM (5.00).


Overall Capialization Rate (OCR):
This is a rate of return and not a multiplier, as the name suggests. It is calculated as follows:
[image: cr]

Value of property equals the Asking Price (if the property has not been sold) or Selling Price if the property has been sold.
Net Operating Income is the Effective Gross Income less Operating Expenses (without depreciation, also called capital cost allowance). 
Note: 
Both Seller and Buyer know the Net Operating Income and the Seller wants a high price (low OCR) and the Buyer wants a low price (high OCR). Note that this is the opposite of what was said about NIM.

Example 3: Finding the OCR
Given:
	Operation
	Calculation
	 
	 

	 
	Potential Gross Income
	PGI
	500,000

	Less
	Vacancy and Credit Losses
	VCL
	40,000

	Equal
	Effective Gross Income
	EGI
	460,000

	Less
	Operating Costs (without Depreciation or CCA)
	OE
	60,000

	Equal
	Net Operating Income
	NOI
	400,000











Suppose the asking price is $2,000,000 and the net operating income is calculated above, the OCR = 20%.Suppose the property was sold at a 10% discount (i.e. 90% of 2000000 = 1800000), the OCR = 22.22%.

Note: 
Buyer wants low price and Seller wants high price; this happens when buyer gets high OCR (22.22%) and Seller gets low OCR (20%).

Note:
[image: cr_nim]
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