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Rules of 
engagement
In order to receive credit for this 
course, you must:

• have your webcam on 90% of 
the time;

• keep your device stationary; 

• respond to polls, questions, and 
assignments;

• have pencil, eraser and 
calculator handy;

• minimize other distractions to 
participation.

Do you agree to the rules of 
engagement?
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Your course materials:
https://debbietheteacher.com/ifcourse

• two copies of FMRR form

• one copy of Ott Case Study

• one copy of Case Study #2

• one copy of Tables A and B

• The textbook 

• Do not print the textbook as it is very long (unless you want to!)
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Course 
objectives 

By the end of this 4-hour 
program, students will be 

able to:

• Compare and contrast various measures of 
return;

• Perform an investment analysis of 
income/rental property using the FMRR. 
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Qualifying the investor (pp. 33-37)

• Amount of initial investment required.

• Amount and timing of cash flows expected from the 
investment.

• The certainty of anticipated investment performance.

• Amount of expertise and time required to manage the 
investment.

• Tax impact.

• Yield measurement.
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•5% return on a cash investment equal to the purchase price (capitalization rate);  
OR
•5% return on the down payment (cash-on-cash return/equity dividend rate);  
OR
•5% return on the down payment, closing costs and other initial expenses; OR
•before-tax 5% return;  OR
•after-tax 5% return;  OR
•5% return this year;  OR
•average 5% return for every year of ownership;  OR
•5% return including sale proceeds (FMRR). 

Yield measurements: (p. 35)
When a prospective landlord states, “a 5% return,” the real estate agent needs 
to know if the client is referring to:



This course 
discusses the 

following yield 
measurements:

• A return on a cash investment equal to the 
purchase price (capitalization rate);

• A return on the down payment (equity dividend 
rate);  

• A return including sale proceeds (FMRR).
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Capitalization Rate 
(pp. 40-43)

Process of converting future income into 
a single present amount.

Net Operating Income   

Cash Value      =
Cap Rate



A pro forma or 
reconstructed 
operating statement

• Create a statement of 
projected income and 
expenses statement for the 
next 12 months.

• Base projections on one or 
two years and from other 
available resources.  

• Use annual figures. 
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The capitalization rate

Projected gross income $14,400

- vacancies (8%) -1,152

Effective gross income             $13,248

- operating expenses                 - 4,600

Net operating income        $8,648

= 4.94% cap rate
$8,648  Net Op. Income 
$175,000 Sales Price (V)



Problems with 
Cap Rate

•Considers operating expenses.

•Considers periodic vacancy.

•What does it ignore? 

• appreciation

• financing/leveraging

• tax consequences and 

•proceeds from the sale.
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Cash-on-cash return  
(or equity dividend rate/EDR)

(pp. 43-45)

Measures the return received 
on the initial investment.

Cash Flow (BTCF)

Initial Investment        

=  Cash-on-cash return

(or equity dividend rate)
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Calculating the cash-on-cash return

Projected gross income $14,400

- vacancies (8%) -1,152

Effective gross income         $13,248

- operating expenses - 4,600

Net operating income        $  8,648

- debt service ($1,766 is principal) - 7,891*

(Before-Tax) Cash Flow       $    757

$ 757   BTCF   =  

$56,000 down pmt
including $3,500 in closing costs                

*assumes $175,000 
purchase;  30% down; 
$122,500 loan at 5% for 
30 years

1.35% cash-on-cash return

or EDR

$175,000
x 30% down
$52,500
+ 3,500 closing costs
$56,000 total down



Problems with 
the Cash-on-
Cash Return

•Considers operating expenses and 
leverage. 

• But what does it still ignore? 

• tax consequences;

• appreciation; and 

• sales proceeds.
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• Assumes that investor wants long-term wealth 
building. 

• FMRR is considered by many to be one of the best 
measurement tools.

Financial Management Rate of Return (FMRR)      (p. 47)
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Let’s talk tax consequences first:
Calculating taxable income 

(p. 49)

Projected gross income $14,400

- vacancies - 1,152

Effective gross income          $13,248

- operating expenses - 4,600

Net operating income            $ 8,648

-interest - 6,125

-depreciation - 16,660

Taxable Income - 14,137

What is the 
significance of 

negative taxable 
income?



Negative taxable income is a GOOD thing.

Net operating income        $ 8,648

-interest - 6,125

-depreciation                      - 16,660

Taxable Income - 14,137

Tax bracket x 32%  

Tax saved                             - $4,524
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If Bill and Ginny earned $100,000 of 
ordinary income, 

the IRS would see it this way:

$100,000 income
-14,137 loss of income on condo

$  85,863  taxable income

This is $4,524 the IRS is NOT receiving.

What if the taxable income were positive?



Calculating Depreciation
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Purchase price $175,000
Closing costs  +3,500
Total acquisition costs  $178,500
Improvement Value  x 80%
Cost basis $142,800
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How Tax Reform Acts Have Reduced 
Depreciation Deductions 

(p. 51)

In 1981
142,800 Cost Basis

15 years
= $9,520

Under ACRS:

$9,520 x 175% = 

$16,660 depreciation deduction
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1981 Tax Consequences

Projected gross income $14,400

- vacancies - 1,152

Effective gross income        $13,248

- operating expenses - 4,600

Net operating income          $ 8,646

-interest - 6,125 

-depreciation - 16,660

Taxable Income - 14,137 

x tax bracket                             x 50%

Tax saved $ 7,069

7,69



Current Rules: Residential Property
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142,800 Cost Basis

27.5 years = $5,193

NO ACRS  



Current Rules:  Commercial Property
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142,800 Cost Basis

39 years
= $3,662

No ACRS 
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1981 Tax Consequences

Projected gross income $14,400

- vacancies - 1,152

Effective gross income        $13,248

- operating expenses - 4,600

Net operating income          $ 8,648

-interest - 6,125 

-depreciation - 16,660

Taxable Income - 14,137 

x tax bracket                             x 50%

Tax saved $ 7,069

7,69
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2021 Tax Consequences
24% tax bracket

Projected gross income $14,400

- vacancies - 1,152

Effective gross income        $13,248

- operating expenses - 4,600

Net operating income          $ 8,648

-interest - 6,125 

-depreciation - 5,193

Taxable Income - 2,670 

x tax bracket                            x 24%

Tax saved $ 641

7,69



32

2021 Tax Consequences
35% tax bracket

Projected gross income $14,400

- vacancies - 1,152

Effective gross income        $13,248

- operating expenses - 4,600

Net operating income          $ 8,648

-interest - 6,125 

-depreciation - 5,193

Taxable Income - 2,670 

x tax bracket                            x 35%

Tax saved $ 935

7,69



Calculate after-tax cash flow (ATCF)

Before tax cash flow 

+ tax saved or ( – taxed owed) 

After-tax cash flow

Before-tax cash flow: $ 757 *

+ tax savings + 641**

After-tax cash flow $1,398
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* Slide 19

**Slide 31



After-tax cash flow: $1,398  = 2.5% 

Down payment $56,000 
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$    757       =  1.35%

$56,000  
Before-tax cash flow:

Down payment

After-tax equity dividend rate

Before-tax equity dividend rate



Two more potential taxes 
on the ownership / sale of 

investment property

1. Income tax on rents/income

2. Capital gains tax on the sale

3. Depreciation recapture tax on the 
sale
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2. Capital Gains Tax
American Tax Relief Act of 2012 (TATRA)

Long-term capital gains tax is a tax on profits from the sale of an asset held for 
more than one year.
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Remember 
the rules on 
the capital 
gain of a 
personal 

residence are 
different.



How do you calculate capital gains taxes?

Sales price (in future)

-costs of sale (commission, etc) (6%)

Realized sales price

-Acquisition costs (purchase price, closing costs)

Capital gain

X appropriate tax rate

Capital gain tax due

$202, 825
-12,170

$190,655
-178,500
$12,155

X?
$$$$$
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3. Depreciation Recapture Tax

•Add up all the depreciation you have taken.

•Currently taxed at 25%

•Depreciation must be taken.

•Remember: when you sell an investment property 
for cash, you must pay both capital gains and 
depreciation recapture taxes.
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$5,193 yearly dep. deduction
x 5 years

25,965 depreciation
X 25%

$6,491 dep. tax



Future Value of Money:
Table A: The “WC Fields Table” or

Put $1 away and fuggadaboutit, pp. 68-69
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Time Value of Money:  Lump Sum (pp. 68-69)

• Future value--using 
Table A, calculate 
the following:

• The future value of $1 at 10% in 10 years

• $1 x 2.594 = $2.59

• The future value of $10,000 at 10% in 10 
years

• $10,000 x  2.594 = $25,940

• The future value of $10,000 at 10% for 20 
years

• $10,000 x 6.727 = $67,270

Where would Table A be useful 
in determining the value of 

rental property?



Future Value of Money:  
Table B: save $1 today 

and then $1 next year, pp. 70-71
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Time Value of Money:  Annuity
(pp. 70-71)

• Future value--
using Table B, 
calculate the 
following:

• The future value of $1 at 10% in 10 years if another 
$1 is added every year

• $1 x 15.937 = $15.94

• The future value of $2,000 at 10% in 10 years if 
$2000 is added every year

• $2,000 x 15.937 = $31,874

• The future value of $2,000 at 10% for 20 years if 
$2,000 is added every year

• $2,000 x 57.270 = $114,544

Table B:  useful in determining the 
value of 

•your 401k? 

•savings for college tuition? 

•Rental property?



One more step before 
we put it all together.

If you invested $100 in 
bananas ($1 each) and 

received a annual return of 
3% of those bananas, how 
many bananas will you get 

back at the end of the year?
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Three bananas. 
Before tax.
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How many bananas would you 
have after tax if you were in the 

33% tax bracket?

Approximately two bananas 
after tax.

What’s the math you performed to get two bananas?



3                x 67%       =        2

50

X 67%     =

(what you keep)

(100%-33%=67%)



Why are we talking about        ?

• Because we want to compare bananas to bananas--NOT bananas to oranges.

• The FMRR is based on after-tax calculations.  

• How do we know if the FMRR is a good number?

• We compare the investor’s return on alternative investments to the FMRR.

• If investors say that they can get 3% (or bananas) on another investment 
(say, the stock market market)—that’s a before-tax return.

• We have to convert that 3% to an after-tax return.

• So we have to convert the 3% before-tax to an after-tax return of 2%.

• Now we know that the FMRR has to be better than 2%. 
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3%                x 67%       =        2%
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X 67%     =

(what you keep)

(100%-33%=67%)



The Otts, p. 76
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Worksheet 1
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Remember paint-by-

numbers?  This is 

FMRR by the letters!



The purpose of 
Worksheet #1

To lay out all of the paints and label them.
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The purpose of 

worksheet 1- to 

get all the 

ingredients for 

the recipe laid out 

and labeled
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The purpose 
of 
Worksheet #2

• To estimate how much cash the Otts will 
have at the end of the year.

• To calculate the cap rate and the before-tax 
equity dividend rate.
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The purpose 
of 
Worksheet #3

• To estimate how much cash the Otts will 
have remaining after they pay taxes on their 
investment’s earnings.

• To calculate the after-tax equity dividend 
rate.
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1,398

8



The purpose of 
Worksheet #4

• To estimate how much cash the Otts will 
after they sell the investment in five years.

• To calculate their appreciated value.

• To calculate their capital gain and 
depreciation recapture taxes.
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The purpose of 
Worksheet #5

• To estimate how the total future wealth 
obtain by the Otts when they consider not 
only their sales proceeds but also the cash 
the investment has earned every year for 
five years.

• To calculate their FMRR.
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Calculating the FMRR: Performance Summary

• Investors must ask, “What rate of return did I receive if I invested 
$56,000 in this condominium for 5 years and received $77,126 at the 
end of the holding period?”  

• While a financial spreadsheet or calculator could do this calculation 
in seconds, calculating the FMRR by hand is more tedious.  

• The investor must actually play a guessing game and use Table A to 
answer this question.
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Guessing Game

• Let’s guess that the Otts received 5% on their investment. 

• Using Table A, we find that the factor for 5% for 5 years is ____.
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56,000  Present Value
x ________

?  Future Value



Could the rate have been 8%?

At 8%, the factor is ____:

56,000  Present Value

____x_______ ____

?  Future Value
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Case Study 2: Radcliffe  
See Handout
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3,150
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18,920

7.4%
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Let’s look at my Excel spreadsheet.
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FMRR assumes:   (pp. 94-95)

• long-term wealth building

• exclusion of other tax deductions (e.g, state tax deductions)

• tax bracket stability

• current tax provisions are in effect 

• constant appreciation

• positive cash flows are reinvested

• BE CAREFUL: the FMRR model tends to make leveraging very 
attractive; always compare with cap rate.
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Responsibilities of Real Estate Professionals
(pp. 95-97)

• obtain the skills required to analyze and compare alternative 
investment properties
• Take a 1031 Tax-deferred Exchange course with an expert (try CLE or CCIM 

courses) and/or buy Tom Mahlum’s book Understanding 1031 Tax Deferred 
Exchanges

• establish long-term relationships with clients who will buy and 
sell investment properties over time

• offer additional services to clients including property 
management
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Responsibilities of Real Estate Professionals (cont.)

• evaluate the investor's financial and personal profiles and 
property attributes;

• provide appropriate information for investors in order to make 
decisions; but

• do not provide legal or accounting advice.
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▪www.debbietheteacher.com or

▪e-mail:  DebbieTheTeacher@gmail.com

Stay in touch...

I’ll send you the spreadsheet within 24 hours.  
Play with it!



Polling question:

Course 
evaluation
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It’s always my pleasure to be 
your teacher.

Email:  

DebbieTheTeacher@gmail.com

Website: 

DebbieTheTeacher.com

Facebook: DebbieTheTeacher

51 Years of Teaching
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