SOME THINGS TO KNOW ABOUT INVESTING

The most often asked questions from individual preparing to invest in property are:

· what is the cash flow?

· what will the return on my investment be?

Becoming familiar with several basic investment principles will reassure you that you are receiving appropriate answers to all of your questions. 

Let’s look first at cash flow. Positive cash flow is most often a direct result of the amount of down payment. For example, if one pays all cash for an income producing property, it will produce a positive cash flow. Should one purchase the same property via maximum leverage (using minimum down payment funds), it will most likely result in negative cash flow. 

DEPRECIATION MAKES A DIFFERENCE


Don’t be too quick to condemn a negative cash flow position. The most often made mistake by investors is their failure to examine “after tax” benefits. Experienced investors recognize that a major consideration in every investment is the depreciation allowance. Depreciation is a non-cash expense that can be claimed each year without spending a cent to offset it. Thus, depreciation does not reduce the property’s cash flow. 

On the other hand, depreciation can make a dramatic difference in sheltering your cash flow in the investment by providing a “paper loss”. The typical real estate “straight line” depreciation schedule is 27.5 years. The land portion of the property’s cost is not depreciable and is deducted from the purchase price before calculating the depreciation schedule. 

FIGURING THE RETURN


A distinction must be made between various “returns” on investment property. Most people first think of “before tax cash flow” which is determined by first deducting the overall cash outlays (e.g.: mortgage expense, taxes, insurance and operating expenses) from the gross income. The percent of return is then determined by dividing the resulting cash flow by the amount of cash invested . . . resulting in a before tax consequence return. 

More important to most investors is the “after tax return” taking into consideration the tax shelter benefits of depreciation. Calculate depreciation (27.5 years) by multiplying the “improved” portion of the property value by the factor of .0363. There are various analysis worksheets available that will identify the return following all the allowable deductions in calculating the after tax return on actual cash invested. 

LEVERAGE IS ALSO IMPORTANT


Leverage involves the use of other people’s money (typically a lender) with which to purchase the property. Thus, the smaller the down payment, the higher the leveraged position in the ownership. While leverage is good, the investment can be jeopardized by attempting to leverage too much. Careful analysis is required, taking into consideration the investor’s goals, comfort zone (with negative cash flow), ability to find appropriate financing, etc., when determining down payment amounts. See the “Leverage Makes a Difference” worksheet to appreciate the impact leverage makes on an investment strategy. 
DETERMINING VALUE


A common phrase heard in the investment arena is “the project is made at the time of purchase”. Translated, this means that if one pays too much (over market value) for the investment, it will impact the return on yield on the investment over time. At the same time, it is important to remember that good investments are lost because someone wanted to make a “killer deal”. Another adage to remember is “buy at market and sell at market and one will generally make money”. 

There are some rules of thumb that have been used to provide a guide to value (e.g.: gross rent multipliers, cap rate calculations, etc.). Each method has its deficiencies and must not be relied upon totally in the decision making process. There are also very sophisticated methods of evaluating an investment, most of which provide so many numbers and statistics that most investors can not make sense of them or become so confused that they end up making no decision. 

TRUST YOUR INSTINCTS (AND YOUR TEAM OF ADVISORS)


There comes a time in the investment process that, after evaluating all of the information, you end up relying upon your gut instinct . . . does the venture feel right or not? Seek some consensus from your team of advisors . . . your real estate representative, mortgage lender, attorney and/or accountant. Then make a decision and move forward. After all, remember the phrase “he who hesitates is __________________”.
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