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	In three previous articles we considered Capitalization Rate, Gross Rent Multiplier and Cash-on-Cash Return as ratios that enable investors to value potential properties.  Internal Rate of Return or "IRR", is another ratio that should be used in coordination with other ratios (CAP Rate, GRM, C/C, etc.) to analyze the value and measure performance.  IRR is a calculation of your actual return on your investment that incorporates most of the important factors of property ownership rather than just a ratio for comparison to other properties.
            IRR is a more comprehensive analysis than any of the previous methods mentioned here.  It incorporates your initial investment (down payment), periodic cash flows from operations (net remainder of all income less all operating expenses including mortgage payments), cash proceeds upon sale (net profit or capital gain), all factored in over a projected holding period (5 years, for example).  This is really the "meat" of the whole investment-it shows you what your projected interest return is over your ownership period.  IRR is how many dollars are invested and when they will be invested and how many dollars return to you and when.
            As the name implies, this is a calculation of the "internal" return, because it measures the interest rate on dollars invested in the project for the time they are left in.  It does not normally include external factors such as taxes or any earnings that might be taken out over the time of ownership.  (External factors can be factored in after you calculate the IRR, however.)
            The formula for calculating IRR is not quite as simple as the formulas for the other factors we have considered.  Basically, you start out with your INITIAL INVESTMENT, which is your Down Payment plus any Other Acquisition Costs.  Then you take the formula for your cash return that we arrived at in the last article considering Cash-on-Cash return (Potential Rental Income less Vacancy and Credit Losses equals Effective Rental Income.  Plus Other Income (laundry, fees, etc.) equals Gross Operating Income.  Less Operating Expenses equals Net Operating Income (NOI).  Less annual Debt Service equals our first year CASH FLOW BEFORE TAX).  We then calculate Cash Flow each year separately adding in projections for appreciation over the 5-year holding period, say 4% per year, and projections for any increase in expenses, say 2.5% per year.  From the appreciation factors, we can estimate a sale price in the 5th year, deducting the sales costs and mortgage balance equaling your PROCEEDS FROM THE SALE BEFORE TAX.  Our CASH FLOWS EACH YEAR BEFORE TAX plus our PROCEEDS FROM SALE equals our Net Dollar Return overall.  Now we divide the Net Dollar Return into the initial investment to give the IRR, or interest rate returned on our investment.
            It is important to keep in mind that the return on your investment represented by the IRR refers to the percentage rate each dollar earns for each period invested.  If your IRR calculates out at 15%, that means you are getting a 15% annual return on your amount invested.  Your return can fluctuate based on positive and negative cash flows.  Cash flows taken out of the investment during the ownership period decrease the amount invested while cash put into the investment (negative cash flows) during the ownership increase the investment amount.  
I realize this sounds pretty complicated but it can be done on the HP10B calculator (about $20) with worksheets to keep the figures straight, or on several computer programs available, which cost from $0 to several thousand dollars depending on the other features and analysis provided.  I use a spreadsheet program where I enter incomes, expenses, mortgage factors, and appreciation factors, and it calculates CAP RATE, GRM, CASH-on-CASH, and IRR and also factors in taxes and depreciation to give after tax returns.  I can also do "what if´s", changing factors here and there to see the effect on the ratios.  Here again, this is where an experienced broker has to use "art" mixed with the "science" to know that each factor used is based on fact, accurate figures, current market conditions and future market forecasts.  (If your agent can´t calculate this for you, you´re not dealing with an investment property agent - switch to one that knows what he is doing --you are doing yourself a disservice!)
             In summary, IRR is probably the most complete single ratio available for property evaluation.  It probably should be used a lot more than it is currently but is hampered by the complexity and the lack of understanding by the investor.  Again, though, it should be used in combination with all the other ratios and comparison methods to thoroughly analyze properties before risking your investment dollar.  Whether you are buying 10 units or 200 units you need to take advantage of every tool you have available.
                                                                --Robert
	
	

	 
	
	


