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FINANCIAL STRATEGIES
Smart use of fiscal planning & action

Most investors will secure a mortgage 
when purchasing real estate. While 
there are many reasons why the use of 
debt is commonplace in the world of 
real estate, the concept of positive lever-
age is at the top of the list. This concept, 
commonly known as “the spread,” com-
pares the unleveraged or free and clear 
yield of the real estate to the interest 
rate of a mortgage that would be used 
to purchase the investment. The spread 
is the difference between the two rates 
and the greater it is, the better it is for 
the investor. So it should be no surprise 
that one of the most popular forms of 
analysis focuses on determining the 
spread. But, similar to my son’s shoe 
decision, there are several levels of this 
analysis – good, better and best. And, 
similar to the shoes, there is certainly a 
cost versus benefit decision that needs 

to be made when choosing which spe-
cific analysis to use. 

Good 
Spread between the CAP rate and the 
loan constant 

The mechanics of this particular anal-
ysis are actually pretty simple. By now, 
you should understand that CAP rate 
is determined by dividing the purchase 
price by the net operating income. And 
while the concept of a loan constant 
may not be familiar, it is just as simple – 
divide the original loan amount by the 
monthly payment. I will use an example 
for each analysis to better illustrate the 
process. Suppose we are looking at a 
property that has a purchase price of 
$1.4 million and an NOI of $123,404 
(for details on this calculation, see the 
Financial Strategies column in the 

Get What You Pay For

On the eve of yet another youth soccer season, I recently took my 
son to the sporting goods store to buy a new pair of soccer shoes. 

We narrowed the choice to three – a relatively inexpensive pair, a 
moderately priced pair and an expensive pair. And to my surprise 
(or shock), my son didn’t immediately focus on the most expensive 
pair. Instead, he began to ask questions about why there was such 
a difference in price. And this led to a whole discussion about cost 
versus benefit and choosing the appropriate tool – in this case, a 
shoe – to fit the need. 
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November 2013 issue of Properties, avail-
able at www.propertiesmag.com). The 
resulting CAP rate would be 8.81%. On 
the debt side, we can get a loan with a 
75% loan to value, 8% interest rate and a 
25-year amortization. The resulting loan 
constant would be 9.26%. And the dif-
ference between the two, or the spread, 
would be 0.45%. 

Better
Spread between the unleveraged IRR and 
the effective cost of borrowed funds

This analysis is much more involved. 
The unleveraged IRR requires assump-
tions on future income and expenses, 
an assumption for a future sale event 
and costs associated with both the 
acquisition and the disposition. The 
effective cost of funds incorporates any 
costs associated with securing the loan 
as well as any balloon that will be in 
place. Going back to our example, sup-
pose that we expect NOI to grow at 
3% each year and that we will sell the 
property at the end of the fifth year, 
capitalizing the sixth year NOI at 9% 
to determine the future sale price. We 
will also assume $20,000 in acquisition 
cost and $79,450 in disposition cost. 
By using a financial calculator, we can 
determine that the associated IRR is 
10.20% (for details on this analysis, see 
the Financial Strategies column in the 
February 2014 issue of Properties). On 
the debt side, the loan will carry costs 
of $21,000 and has a five-year balloon. 
So the effective cost of borrowed funds 
would be 8.51% (for details on this 
calculation, see the Financial Strategies 
column in the February 2015 issue of 
Properties). The spread using this analy-
sis would be 1.69%.

Best
Spread between the unleveraged after-tax 
IRR and the after-tax effective cost of 
borrowed funds

This analysis takes the “better” anal-
ysis one step forward by considering 

Daus, You Know?
FOURTH QUARTER FOCUSED As we approach 
the three-quarters point of the year, the total 
investment sales volume is significantly ahead of 
the pace that has been set over the last five years. 
It will be interesting to see what the last quarter 
of 2015 has in store for us.   –AP
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taxation. The unleveraged after-tax 
IRR incorporates the shelter provided 
by cost recovery as well as the result-
ing tax consequence, both during the 
holding period and at the sale. The 
after-tax effective cost of borrowed 
funds simply reduces the before-tax 
cost by the investor’s ordinary tax 
rate. Again using our example, sup-
pose that the property is an apartment 
building, resulting in a 27.5-year cost 
recovery schedule. We assume that 
we are subject to a 20% capital gains 
rate, a 25% recapture rate and a 39.6% 

ordinary tax rate. After calculating 
the cash flow after taxes during the 
hold period and the sales proceeds 
after tax upon the sale, we can use 
a financial calculator to determine 
the leveraged after-tax IRR would be 
6.88% (for details on this calculation, 
see the Financial Strategies columns 
in the March and April 2009 issues 
of Properties). The debt side is much 
easier – simply reduce the effective 
cost of borrowed funds by the ordinary 
tax rate of 39.6%. This results in an 
after-tax effective cost of borrowed 

funds equal to 3.44%. And the spread 
using this analysis would be 3.44%. 

As you can see, the amount of work 
required to complete the “better” and 
“best” analyses is significantly greater 
than that required for the “good” analy-
sis. But the results can be much more 
insightful, as they incorporate a much 
larger range of data. In our example, 
the property’s spread is unfavorable 
when using the “good” analysis but this 
dramatically changes when using the 
“better” and “best” scenarios. 

Ultimately, my son ended up getting 
the “better” pair of soccer shoes, as the 
“good” pair did not offer enough support 
while the “best” pair offered features 
that few 11-year-olds can appreciate. 
Which analysis an investor chooses 
to use is certainly an individual deci-
sion but understanding the features and 
benefits of each will put them on much 
firmer footing. 

Alec Pacella, CCIM, senior vice president at NAI 
Daus, can be reached by phone at 216.455.0925 
or by email at apacella@naidaus.com. You can 
follow him on twitter @dausyouknow or on his 
blog at http://blog.sbequitiesinc.com.
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Schill Grounds Management has been a trusted provider  
of commercial landscaping and snow removal services to premier  

properties in Northern Ohio for 20 years.

Now, we’re pioneering the use of sustainable  
business practices and products.

From propane-powered equipment to bio-nutritional fertilizers to  
reduced pesticide use, Schill delivers earth-friendly solutions that protect  

the planet and your property – without costing more.

Find out how Schill can help you create 
healthy, green spaces for living, working, or 

shopping. Call us today.

5000 Mills Industrial Parkway  •  North Ridgeville, OH 44039  •  (440) 327-3030  •  schillgroundsmanagement.com

Retail | Commercial | Industrial | Condominiums
HOAs | Apartments | Hospitals | Assisted Living

• Grounds Maintenance & Landscaping
• Snow & Ice Removal Services
• Sustainable Landscaping Re-Design/Planning
• Custom Grounds Maintenance Plans to Reduce Costs Over Time.
• Improvement of Curb Appeal 
• Reduce Liability with Safe Environmental Solutions.

Find out how Schill can help you create healthy green spaces for 
living, working, or shopping. Call us for a quote today!

5000 Mills Industrial Parkway 

North Ridgeville, OH 44039

(440) 327-3030 
schillgroundsmanagement.com
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Your best source for landscaping, snow removal & ice 
management services is Schill Grounds Management.
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