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Investors nationwide use commonly accepted formulas to analyze new purchases and arrive at
appropriate prices for the sale and purchase of investment properties. A few commonly used
methods to determine the value of an investment property are the Income Capitalization Rate
(Cap Rate), the Gross Rent Multiplier (GRM) approach and the cash-on-cash rate of return.

CAPITALIZATION RATE (CAP RATE): The cap rate is the ratio between the first year Net Oper-
ating Income (NOI) and the purchase price of the property. The cap rate formula below can be
used to arrive at the value of an investment property, when the cap rate and the net operating
income are known. Another variation of the cap rate formula is to determine the cap rate of an
investment property when the NOI is known and the price is fixed.

NOI NOI

= Investment Value = Cap Rate
Cap Rate Purchase Price

Once the NOI for an investment property has been determined, the following assumptions can
be made: the lower the cap rate, the higher the sales price; the higher the cap rate, the lower the
sales price; sellers want buyers to accept the lowest possible cap rate; from the buyer's point of
view, the higher the cap rate, the more advantageous the purchase. Pros: The main advantage
of using a cap rate is its simplicity. It also accounts for vacancy and operating expenses. Cons:
The reliability of using a cap rate is limited because it only looks at a one year forecast and does
not take into consideration any financing or tax implications.

GROSS RENT MULTIPLIER (GRM): The value of an investment property is calculated using the
Gross Scheduled Income (GSI = the maximum amount of annual rent received if the property
was 100% occupied) for year one, multiplied by the GRM.

First Year GSI x GRM = Investment Value

If an investor wants to calculate the GRM for a potential investment, divide the asking price by
the first year GSI. The higher the asking price, the higher the GRM. Sellers generally try to sell
their properties at the highest possible GRM. Buyers typically try to purchase investment proper-
ties at the lowest possible GRM. The lower the GRM, the more attractive the investment be-
comes to the buyer. Pros: The GRM is a convenient tool because of its simplicity. Cons: The use-
fulness of the GRM is limited by the fact that it does not take into account vacancy and uncol-
lected rent, operating expenses, debt service, tax impact or income past the first year.

CASH-ON-CASH: Another measurement of investment performance is called the cash-on-cash
rate of return. This involves comparing an investor's initial investment to the potential before-tax
cash flow that the investment property is likely to produce.

Before-Tax Cash Flow

= % Return

Initial Investment
Pros: Cash-on-cash takes into consideration vacancy and uncollected rent, operating expenses,
and debt service. Cons: Cash-on-cash does not take into consideration anything past a first year
forecast and does not take into account tax considerations.

MARKET RESEARCH CAN BE TIME CONSUMING - HERE IS A SOLUTION

As important as it is to determine the value of real estate, many investors want to know where
to buy for immediate appreciation. One market research website is designed to help investors
choose the right locations and help real estate professionals grow their business. The Signil.com
site is updated with weekly information including comprehensive city ranking systems, zip code
level mapping, comprehensive market summaries and much more covering the country. You
can set up a free Member account and get two months FREE by visiting www.signil.com/api.
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