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Preface

Instead of the Latest “Secret Formula,” Learn Proven Steps

to Success

The recent “real estate boom” has led to an equally great boom in
the number of books published on the subject of how to make money
in the real estate market. Everywhere you turn—whether it’s print, tel-
evision, or the Internet—people are talking about real estate. Is it going
up or down? Do you get in now, later, or is it too late? There are many
resources: some good, some bad, some original, and some just a rehash
of old ideas. Occasionally, though, an author writes a special book that
really sets him or her apart from the pack. That such writer is William
“Bill” Bronchick.

Bill Bronchick is an accomplished author, speaker, commentator,
and real estate investor. This book, Defensive Real Estate Investing, is
a culmination of his years of practical experience and the experiences
of other investors we know. For those of us who view real estate in-
vesting as a profession, Bill has produced a book that anyone can use,
whether you're a novice or seasoned professional.

Defensive Real Estate Investing is an in-depth look at the chal-
lenges of succeeding in both the short term and long term as a real es-
tate investor. Novice investors are often looking for a “magic
bullet”—an idealistic, hopeful way to make a quick buck. These im-
petuous investors soon realize that their approaches to investing don’t
work consistently and they’re off in search of the next “secret formula”
that will make it all work.

At some point, novice investors (and even some experienced in-
vestors) come to the frustrating conclusion that real estate investing is
harder than they thought. If this is the case, why do so many people
believe you can get rich quickly by investing in real estate? Given this
conundrum, is it possible that success in real estate investing is limited
to the lucky or privileged few?

Bill says, “Success in real estate is for just about everyone.” It does-
n’t matter whether you have an hourly job in a fast-food restaurant or
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you’re the CEO of a large corporation. You must, however, follow cer-
tain steps to be successful. If you take shortcuts, you run the risk of fail-
ure. Instead of offering a magic bullet or secret formula, Defensive
Real Estate Investing provides you with concrete steps to success.

Successful Investors Are Made, Not Born

To be a successful investor, you must acquire the correct real estate
investor mindset, learn sound money management skills, and most im-
portant, develop a “can do” attitude with an appropriate plan of action.

Bill has developed several brilliant acronyms that make it easy to
learn and remember these steps to success, like the “Buy the WOB in
the MOB near the Blob” and the CLEAR method of analyzing a deal to
determine if it is a great deal. (You'll learn about these concepts later
in this book.)

Remember, to succeed, you must first learn to think like a suc-
cessful real estate investor. After you read this book, you’ll have gained
the real estate investor’s mindset and you will have a set of guidelines
to use and review. Success in real estate investing looks easy and it can
be—but only for those who know how.

This book is both for serious beginners who are studying real estate
investing and for experienced investors who need to go back to the ba-
sics to polish their techniques and improve their profits.

I've known Bill Bronchick for more than ten years. Together, we
offer more than 40 years of combined real estate experience. It’s been
a privilege collaborating on this book. In fact, through him, I've re-
learned real estate investing techniques that have helped me become a
more profitable investor.

My recommendation therefore is to enjoy Defensive Real Estate In-
vesting to develop the proper real estate success mindset, learn sound
money management skills, and develop your “can do” attitude and plan
of action. I invite you to read, enjoy, and learn from our experiences.

—Gary R. Licata



Introduction

The Key to Success is Using Ten Principles of Defensive Investing

Countless people are attempting to become real estate moguls in
today’s market. All of them, in one way or another, strive to be suc-
cessful. Gary Licata and I know from our past 40 years of combined ex-
perience that, unfortunately, the vast majority of these people will fail.
Despite their best efforts, many of them won’t be able quit their day
job or, if they do, they may not be able to sustain a steady income
stream by being a real estate investor. Many of them will go to from one
seminar to another, read book after book, and eventually quit the busi-
ness altogether out of frustration, failure, or impatience. You may know
someone like this or you may be that someone. Is there an answer to
this dilemma? Yes, and you’ll find the answer in this book, Defensive
Real Estate Investing.

Real estate markets go up and down, and every investor, whether
novice or experienced, must learn the principles of successful invest-
ing to survive. While the title Defensive Real Estate Investing suggests
that this book is intended for those investing in falling housing mar-
kets, the principles apply to every market. This book conveys ten uni-
versal principles that have stood—and will continue to stand—the test
of time. Regardless of where the market is heading, ten principles of
defensive investing will work for you every time, in any market.

The Ten Principles—Proven and Reliable

These ten principles are not magic bullets; they’re tried and tested
concepts that are proven and reliable. We use these methods in our
own real estate investing careers. In addition, we’ve met thousands of
investors who have succeeded and failed. We've elicited a common
thread from their successes and failures for this book.

Take one of our clients, Sharon. A few years ago, she and her hus-
band wanted to make a move out of their stressful business. Doing
fairly well, they had managed to save a few hundred thousand dollars.
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However, they were nearing retirement age and didn’t have enough
money in their retirement savings to retire comfortably.

Sharon enrolled in one of our coaching programs. She learned the
successful principles of the real estate investing business, and in less
than three years, has purchased 17 properties with a net worth of over
one million dollars! Her success was typical of someone who has a
sound investing strategy, not just because she had a few hundred thou-
sand dollars to invest. Many people start out with a decent nest egg and
lose it because they don’t have a plan or squander it in low-yield in-
vestments that take too many years to accumulate the sufficient funds
for a healthy retirement.

You may be thinking, “I don’t have several hundred thousand dol-
lars. How can I get started and be assured of similar success?” You sim-
ply don’t need a lot of money to get started. In fact, most people we
meet have less than $20,000 when they start their real estate investing
careers. In fact, the more cash you start out with, the more you have to
lose, and thus the more “defensive” you have to be in your approach.

“Defensive,” among other things, means being thoughtful, conser-
vative, and not-too-risky in your approach. It means knowing where
you are in the real estate cycle, whether you are in an up or down mar-
ket; you don’t want to sell too early or buy too late. It also means know-
ing how to preserve your cash flow, analyze a deal from all angles, and
run your investments like a business.

If you use the techniques outlined in this book you can be inde-
pendently wealthy in fewer than ten years. Keep in mind that real es-
tate investing isn’t a “get-rich-quick” scheme. It takes time, diligence,
persistence, and good planning. Above all, it takes using intelligent in-
vesting principles.

If you apply what you read in this book, you can be a successful real
estate investor, no matter where you're starting. When we speak at one
of our seminars, it gives us great pleasure to look at the faces in the
crowd and wonder who will be the next success story. This book shares
the message of intelligent investing. We hope it will have an impact that
will set you in the right direction. We’ve written this book as a resource
you can use daily. Please don’t read it only once and put it away.

Each chapter in this book directs you towards one of the ten prin-
ciples of defensive investing.
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In Chapter 1, you learn what it takes to be a real estate investor: the
virtue of patience. We provide real-life examples that guide you through
the investing process and help you develop the necessary skills to be a
successful real estate investor. Getting rich is a matter of degree. How
rich do you want to be, where do you start, and how do you reach your
goals? We help you answer these questions in Chapter 1.

Chapter 2 discusses in detail the real estate market, how to deter-
mine the market you're in, and how can you use that information to
profit. Discussions include median versus average prices and what this
means to you. In addition, you learn whether market timing is a good
or bad idea.

Chapter 3 is the essence of the investing world—that is, learning
how to determine the true value a house and sell it for a profit. We de-
tail what it takes to rehab a property, identify which repairs add value,
and determine which improvements and repairs to avoid because they
won’t increase your return on investment. You'll also learn which real
factors determine value and how they can help you buy a house at the
right price.

Chapter 4 is probably the most important chapter in this book.
You'll discover how to make your profit when you buy (versus making
a profit when you sell). If you don’t understand what we mean, be sure
to read every word of this book more than once!

Chapter 5 provides insight into where to invest. Do you invest in
your own backyard or in another part of the country? Is location more
important than price or vice versa? We provide specific examples of
the types of projects that are worth taking on and show you how to an-
alyze a deal. You'll also recognize the certain types of properties that
are more profitable than others—and which properties you should
avoid at all costs.

Chapter 6 discusses the critical topic of cash flow versus cash re-
serves. We detail sources of cash and formulas for analyzing cash flow.
Moreover, if you aren’t starting with much cash, we teach you how to
generate a cash reserve.

Chapter 7 prepares you for exit strategies. The reality is that not all
deals work the way you anticipate so it’s important to have multiple
plans of action and a backup plan.

Chapter 8 gives you details about legal and tax aspects of real es-
tate. You'll learn simple techniques to keep the profit you earn.
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Chapter 9 reveals common real estate investment scams and traps
you must avoid, the common myth about “nothing down,” getting cash
back at closing, and other “get-rich-quick” schemes. You'll identify
these schemes and determine how to protect yourself from unscrupu-
lous investors. We also show you what to look for when researching an
investment club.

In Chapter 10, we provide specific examples of how to treat real es-
tate investing as a business. That includes how to set up your company
and your office, set goals, bring in partners, hire employees, and take
the steps necessary to be a professional real estate investor. You'll as-
sess your strengths and weaknesses and bring together the important
members of your real estate success team.

The Real Secret to Successful Investing

The secret is there’s no secret. Nevertheless, we can offer a solid
piece of advice based on our years of experience: Take investing one
step at a time.

That means plan carefully, don’t overdo it, and build up slowly so
you don’t get off track. If you were planning to run a marathon, you
wouldn’t just show up for the race, would you? Of course not; you'd
prepare and take it one step at a time. You’d consult with experts, plan
your training schedule, work on your stamina, eat well, cross train,
stretch before and after each run, and build up to the big race.

Writing this book has been a labor of love based on our personal
experiences, failures, and successes. We enjoyed collaborating on the
ideas for this book. We want to share our experience with you to pre-
vent you from making mistakes. Most of all, we want to help make the
investing process easier and more profitable for you.

After we speak in public, we often ask each other, “Who’s going to
be the next successful investor from this group?” Will it be you? If you
apply the ten principles of defensive investing, you’ll change your
mindset about real estate investing forever.

Remember, success is a process, not a place. We hope you enjoy the
process and can benefit from our help to get you to the top—wherever
that is for you.

—Bill Bronchick and Gary Licata



C HAPTER

Don’t Try to
Get Rich Quick

“The things that will destroy America are... the love of soft
living, and the get-rich-quick theory of life.”
—Theodore Roosevelt

As we discussed in the introduction, investors should be defensive
in their approach to real estate investing, whether the market is up or
down, good or bad.

To build wealth quickly, the assumption is that one must accept
more risk. This assumption is generally correct, but lowering risk
means more than just doing things more slowly; it means thinking
things through before you take action. The ten principles in this book
determine exactly how you can do that in your real estate business.

Getting Rich in Real Estate Isn’t Easy or Instant

Generally speaking, people want something for nothing. This
statement may sound cynical, but ask yourself these questions and an-
swer honestly:

* Would you rather work more time or less?

* Would you rather have more income or less?
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» If we can show you how to make more and work less, would
you be interested in hearing how?

Doesn’t the last question sound like a typical late-night infomercial?
This is why advertisers are so good at exploiting human nature!

If getting rich in real estate were easy, everyone would be doing it.
It’s not easy. Many aspiring investors are lured into the world of real es-
tate investing because they see other people doing it and want to taste
a better life. Unfortunately, it isn’t realistic to expect instant wealth
without first investing considerable time and effort. While many peo-
ple have gotten rich quickly in real estate in recent years, more often
than not, it was pure luck. Most investors who succeed in real estate
do so in the long term—through hard work and patience. Those who
try to “crack the code” and shortcut the system are often disappointed.

Another common mistake impatient investors often make: They
learn a few tricks and think success will instantly follow. Another com-
mon mistake is seeing the instant success of someone else and believ-
ing you’ll have the same results. In reality, this rarely (if ever) happens.
These people may have had a good plan, but face failure because they
didn’t give the required effort necessary to achieve the goal. It takes a
lot of work to achieve long-term success in real estate, which is why so
few accomplish it on a grand scale.

Many people start out in real estate investing with great fervor, only
to become discouraged after a few months when they don’t attain in-
stant fortune. They discover they can’t get rich quickly and easily so
they move on to the next investing scheme.

Surprising as this may sound, real estate has a lot in common with
weight loss. In real estate, as in the weight loss industry, everyone talks
about it and many try it, but few experience real long-term success! Both
industries offer thousands of “get rich quick” and “get slim quick” gim-
micks, making billions of dollars in sales in the “getting people to try.”

If you've tried to lose weight, you know it isn’t easy. In fact, it’s a
serious challenge. Yet the basic concept is simple: eat less, exercise
more. Even with this approach, most people give up after a few weeks
because they don’t have the discipline or the patience to work consis-
tently at a well-defined plan.

Does this mean that all the weight loss plans you see on television are
a scam? No, most of them will work if you follow their plan. Likewise,
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most of the techniques advertised on real estate investing infomercials
do work if you work. Admittedly, like weight loss commercials, the re-
sults take longer for some people than for others. The problem is that too
many people are impatient and either give up or, worse, engage in risky
or speculative real estate deals that end up bankrupting them.

The bottom line is that if you set realistic expectations, apply our
principles, have a good plan, and work hard, you’ll succeed.

Start with Realistic Goals and Expectations

Thinking big is great, but we cringe when we hear someone say, “I
want to make a million dollars in real estate in my first year.” Everyone
loves a dreamer, but there’s a fine line between dreams and delusions!
Someone who earns $50,000 a year and has no prior experience in real
estate probably wouldn’t make that kind of money by next Christmas.

What kinds of expectations are realistic for a beginner? The best ap-
proach is to set short-term, intermediate, and long-term goals. Be sure
your goals are realistic, specific, and attainable. For example, your goals
may look like this:

« Fifteen-year goal: Retire with $10,000 in passive income per
month, inflation-adjusted. This may require between $3 and $4
million in free-and-clear rental real estate.

* Five-year goal: Acquire between $3 and $4 million in real estate
in steadily appreciating areas. Buy, fix, and flip five properties per
year at an average profit of $20,000 to replace current income.

* One-year goal: Buy, fix, and flip two properties and acquire
three rental properties to keep.

» Six-month goal: Buy one rental property and one fixer-upper.

Be as specific as possible and take time to do the math. For exam-
ple, if your goal is to retire within 15 years, how much income will
you need to attain that goal? If you need $10,000 per month, will that
require owning and collecting rent on five houses? Ten houses? Will
you be managing that property? If you pay a manager, how will that
affect your bottom line? If you need $10,000 in today’s money, what
will that amount be worth adjusted for inflation? The more diligently
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you put the pen to paper—or the fingers to the keyboard—the better
prepared you'll be.

To avoid setting yourself up for certain disappointment and possi-
ble financial disaster, you must forget the dream of becoming an
overnight millionaire. Instead, focus on the slow-and-steady route, aim-
ing to accumulate wealth one small step at a time, one deal at a time.
(We'll discuss setting goals in more detail in Chapter 10.)

Most important, be defensive in your approach. Think things
through. Be conservative and cautious while always considering the
risks. Real estate generally goes up and down in natural market cycles
about every seven to ten years from top to bottom to top (or from bot-
tom to top to bottom, whichever way you view it). Could property val-
ues decline after you buy them instead of increase? Could you end up
at the bottom of a cycle when you plan to retire, and how will this af-
fect your decisions? Could inflation be more than you expect? Could
your kids’ college cost more than you anticipated?

When you develop your goals, spend plenty of time. Be sure to look
at the positive and also anything that could negatively impact your
goals. Imagine that you’re preparing this plan for your boss—what
would he or she think about it? What aspects would you need to clar-
ify and present in more detail if you had to “sell” it to someone else?

A True Story: Focus on
Quality, Not Quantity

Steve bought 140 investment properties in his first three years of in-
vesting. Each house he purchased had less than 10 percent in equity. He
hoped that appreciating values would be his payoff. Unfortunately, the real
estate market in his city leveled off and he ended up with multiple vacan-
cies, negative cash flow, and financial distress. Steve would have been bet-
ter buying one-third as many properties with more equity while focusing on
quality deals rather than quantity.
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Developing Skills Takes Time

When you invest in real estate, risk is directly proportional to edu-
cation. Compare this to the stock market where even the most edu-
cated professionals still can’t invest and achieve great returns with any
degree of certainty.

On the other hand, real estate has a higher learning curve than the
stock market, which means you must be willing to invest more time
and resources to get results. Real estate is more like running a business
than managing an investment, so it takes more time to learn. If you're
hoping for success in real estate (or any challenging field), you must be
prepared to invest time to develop the necessary skills and expertise.
Too many aspiring investors assume they can jump into the fray and
learn as they go. Certainly many people do this, but the stakes are high;
there’s plenty of money to be made in real estate, but there’s plenty to
be lost! More often than not, foolish investors jump into investing with-
out knowing the rules and end up paying an expensive lesson.

At any given time, in virtually every major city across the nation, nu-
merous real estate seminars are offered to guide you through the learn-
ing curve. Seminars run the gamut from affordable to expensive and
from useless to very helpful (and everywhere in between). We recom-
mend that you attend a few reasonably priced seminars; you’'ll likely
learn at least a few helpful tips. In addition, this gives you the oppor-
tunity to meet other investors in your area.

How do you know if a real estate seminar is worthwhile? Here are a
few facts to consider when determining whether to invest in a seminar.

* Price—Be cautious of seminars at either extreme of the price
spectrum. If the seminar is free, it’s usually because the pro-
moter plans to make a profit by selling his products to the at-
tendees. If you attend free seminars, be prepared for a sales
pitch for books, CDs, coaching, or other seminars. By contrast,
expensive seminars sometimes leave investors feeling as if they
didn’t receive sufficient material to justify the high cost.

* Class size—Free or low-priced seminars generally require large
audiences to make the event cost-effective for the promoters.
This means it’ll be difficult to ask questions or receive individ-
ual instruction.
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 The expert’s teaching ability—Some experts are knowl-
edgeable in their field, but they simply don’t have the teaching
skills necessary to convey information in an interesting and
easy-to-understand manner. Unfortunately, it’s difficult to judge
a speaker’s teaching ability beforehand unless you can get feed-
back from others who have previously attended one of the
speaker’s events.

* Refund policy—All legitimate seminars should offer some
type of refund policy. Always ask about the refund policy before
registering for any events.

* Your commitment level—Until you're completely certain
that you wish to pursue the real estate business seriously, avoid
spending an excessive amount of money on seminars or coach-
ing programs. It’s wiser to attend a few low-priced seminars
first while you’re deciding whether you’re really committed to
this field.

Many investors go to one extreme or the other—they jump into real
estate investing without an education or they spend tens of thousands
of dollars on education and don’t ever buy a property! Neither outcome
is desirable, but certainly there needs to be a balance. Our advice: Learn
a little, take action, then learn more and apply it. Education is a lifelong
process. Chances are, the more you learn, the more you'll earn.

Success Requires Education plus Action

Some people are critical of the real estate seminar business because
it attracts so many people to real estate investing, yet few people make
the grade in real estate, even with the right education. Success takes
more than education; it takes massive action in the direction of your
goals. If you don’t plan to apply new information, then getting an edu-
cation and spending money on seminars and books is a waste. Never-
theless, given the two extremes, you can lose a lot more money by
making a mistake than by attending seminars and doing nothing. So in-
vest in your education, or you’'ll learn an expensive lesson with the first
mistake you make. We call that going to a “real-life seminar.”



1/ Don’t Try to Get Rich Quick

Mentoring and
Coaching Programs

Ideally, finding an experienced mentor who can guide you through the
process of real estate investing is infinitely important. However, few people

offer mentoring for free and, even so, such a person may be a poor teacher
or mentor. Currently popular are coaching and mentoring programs from
“gurus” who charge as much as $25,000 or more. If you're willing to pay a

high price for this type of program, ask the seminar leaders the following
questions before you sign up:

1. Who will be teaching me—you (the guru) or someone else?

2. How quickly will you respond to questions?

3.

4. How many students are in the program? Will you give me their

Are you currently active in real estate investing?

names and contact information?

The Internet is a great place to find reviews from people who've partici-
pated in coaching programs, but keep in mind that most of the opinions you

get from people about anything on the Internet are negative. It's human na-
ture for people who are dissatisfied to voice their opinions, particularly those
who don't succeed and want to find someone else to blame for their failures.

In today’s information age, there’s no excuse for making a mistake

that someone else has made and can teach you to avoid.

The more you learn, the less daunting real estate investing will be-
come for you. Being defensive means taking time to anticipate poten-
tial pitfalls and, most important, being aware many pitfalls exist that
you didn’t even think of. The only thing more dangerous than igno-
rance is the ignorance of what you are ignorant about! (Think about

that last sentence for a moment.)
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Key Points to Remember

The most important concepts addressed in this chapter are:

There is no magic bullet or secret to overnight real estate success.
You must have patience to accumulate wealth.

Take the time to plot an action plan—and stick to it.

Get an education before attempting your first deal.

Learning isn’t enough; you must take action to achieve results.



C HAPTER

2

You Can Profit in Any
Market, but You Must
Know Your Market

“Give me six bours to chop down a tree and I'll spend the first
Jour sharpening the axe.”
—Abraham Lincoln

The most common myth in real estate: You can only make profits
when the real estate market is rising. While it’s true that more people
make money in rising markets than falling markets, the reason is often
luck, not good market timing. Armed with the right knowledge, you
can profit in any real estate market.

First, however, you need to apply the second principle—know
your market—so you can plan your investing strategy to fit that mar-
ket. The defensive investor cannot operate in the dark with improper
assumptions about where the market has been and is going. Different
strategies apply to different market conditions, so it’s critical to first as-
sess the investor’s target market thoroughly.
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What Determines the Market?

Most people think of the real estate market as something that’s
measured like the stock market—bearish or bullish. In real estate, the
common expressions for a bull market are “up,” “strong,” “good,” “hot,”
and “seller’s.” A bearish market is described as “soft,” “bad,” “down,” or
“buyer’s.” On a daily basis, you’ll hear the media use these expressions
to describe the real estate market based on facts and figures, most of
which are confusing to the average investor. Let’s discuss each of the
categories for the numbers you may be hearing and see how they affect
the market and, more importantly, your investing strategies.

” o«

Market Categories

New home sales. Sales of new-construction homes is an indicator
used by many market economists to measure the strength or weakness
of the housing market. This data comes from homebuilders in the form
of scheduled permits for new home builds and orders for new homes
from consumers. This data is somewhat relevant to your investing plan
because it can show how strong the demand is for new homes. How-
ever, keep in mind that in some places—such as inner cities where
there is no available land—developers aren’t building new homes in
mass quantities. Likewise, in suburban areas where land is plentiful,
there is endless room and an oversupply results.

Note that most of the homebuilders in the United States are large
companies that operate in many different markets. These companies
work on large volumes and may continue building houses in markets
where they are breaking even or possibly losing money, simply because
they’ve committed to building permits and plans. Therefore, while large
builders are still making new homes in a particular market, they’re often
looking at long-range plans, not short-term financial decisions. This can
create a false sense of market strength, not to mention an oversupply
problem that can affect the rest of the local housing market.

A good way to tell if a builder in your market is doing well is to look
at its supply of housing. A typical supply for builders is about six
months of homes, that is, if they stopped building, they’d run out of ex-
isting inventory in six months. Having more than six months on hand
is a sign of oversupply. The reverse is also true. Plus, if builders are sell-
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ing lots without homes on them, this generally means they own too
much land, another sign of a soft market for new homes in that area.

Be sure to compare apples to apples. When you analyze home-
building and sales data, it’s important to compare single-family homes
with single-family homes. Condominiums and multifamily homes have
different buyers, so it’s possible to have a strong demand for one and
not the other. This is why data for single-family homes, condominiums,
and multifamily homes is often broken down in sources that report on
real estate.

Our Advice: Look for Investment
Projects Near New Developments

One side effect of building new housing is having a place for new
homeowners to shop. Massive new home developments are often built in
places where there is no shopping, so inevitably a strong retail market will
follow. We suggest that you look for opportunities to invest in projects that
“feed” off new residential housing developments.

Home resales. The resale of existing homes is another indicator of
your local real estate market, particularly in areas where there isn’t a
large supply of new homes. This data comes from the REALTORS® as-
sociations such as the National Association of REALTORS® (NAR).
Note that the price of home resales is more important than simply the
number of homes sold. Also, home resales may be stated as, “sales of
homes down 15 percent.” This simply means the number of homes
sold has decreased, not the price. A decrease or increase of the num-
ber of homes sold is only part of the equation. Data for home resales
can be found at www.realtor.com.

Mortgage applications. Applications for new mortgage loans
show data that is ancillary to the sale of new and existing homes. Of
course, some of this is refinancing, which is driven by the rising effi-
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ciency and falling cost of loan processing and in large part driven by
low interest rates. Statistical data for mortgage loan applications can
be found at the National Association of Mortgage Brokers’ Web site at
www.namb.org.

Rental vacancy rates. Rental vacancies are relevant to the values
for multifamily housing, and they can be a good sign of what’s hap-
pening in the single-family homebuying arena. When interest rates are
low, homebuying goes up on the low-end of the price scale, simply be-
cause it’s cheaper to make mortgage payments than rent payments.
This trend leads to higher vacancy rates in an area and, thus, lower
rents. Why? Because in this market, managers and owners lower their
rents to make properties more attractive to the few renters that are
available. Likewise, when interest rates and home prices rise, renting
becomes a cheaper option. This causes a drop in the demand for sin-
gle-family housing and an increase in the demand for rental units and
homes. Daily interest rate data can be found at www.bankrate.com.

Cost of materials. The increase in the cost of certain building ma-
terials can affect housing prices. For example, a rise in the cost of tim-
ber can affect the cost of housing nationwide.

It’s worth noting that often these statistics are based on nationwide
facts and figures. The nationwide statistics aren’t as important to you if
you're only buying in your local market. (In most cases, this is your
own backyard or a particular “emerging” market.) The stock market
uses indexes to determine the market as a whole, but is this really im-
portant if you only own two stocks? Likewise, does it matter how many
homes sold nationwide when you only buy homes in Cleveland? In
short, you need to focus primarily on local trends rather than national
trends. (The two exceptions to this rule are interest rates and income
taxes, discussed next.)

Interest rates. Nationwide and even global factors such as the Fed-
eral Reserve rate, worldwide markets, and competing investments
such as stocks and bonds control interest rates on mortgage loans.
When interest rates fall, housing becomes cheaper across the nation
because homeowners’ monthly payments are lower. However, the flip
side of the equation is that when interest rates rise (particularly for bor-
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rowers who are getting adjustable-rate loans), the mortgage default rate
will increase, causing a boost in the number of properties available for
sale as foreclosures. Foreclosures are generally sold cheaper than other
houses, which can drive down prices. If lenders are dealing with too
many defaulted loans, they may tighten their practices, making it
harder for people to borrow money, particularly those with poor credit
and low income as well as those who want very large mortgages
(called “jumbo” loans in the business).

Income taxes. Federal income tax rates, particularly on investment
properties, can have sweeping changes on the real estate market na-
tionwide. A prime example was the Tax Reform Act of 1987, which
changed depreciation rules on investment properties and was a major
catalyst to the downfall of real estate in many parts of the country. A
similar change to the tax laws in the future (e.g., a change in whether
property owners can deduct interest payments) can significantly affect
the profitability of real estate for investors. A drastic change could drive
investors away from real estate, causing a drop in the number of buy-
ers, thus a drop in demand, and a resulting drop in prices.

Analyzing Your Market

Use the MAD Method

There are many complicated ways to analyze the market conditions
in your local area, enough to confuse and boggle the novice investor’s
mind. However, you can keep things simple by using our “MAD”
method. This means paying attention to three important factors and
noting whether they’re going up or down:

* M—Median housing prices
» A—Active listings on the market
* D—Days on the market

By paying attention to these three simple factors, you’'ll get a good
snapshot of the state of your local market.
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Median housing prices. The median home price is the exact mid-
dle of the scale, meaning that half the houses sold for less and half sold
for more. Compare this with the mean or average, which takes the total
number of dollar sales and divides it by the number of homes sold.

What Does Median Price Mean?

Let’s say you had seven properties in a neighborhood and they sold for
the following amounts:

+ $87,000

+ $110,000
+ $112,000
+ $115,000
+ $118,000
+ $120,000
+ $122,000

The median price of these properties is $115,000. The mean or average
price is $112,000, which is logically closer to splitting the difference be-
tween the high and low sales.

Generally, the median price is considered a more reliable indicator of the
state of the market than the mean price. Why? Because if more homes on the
extreme high end or low end of the spectrum sell (as in this example), it can
throw off the whole equation and provide a misleading figure. Therefore,
using the median price is a better yardstick to measure your local market.

If median house prices in your area are rising, this can be a good in-
dicator that your market is on the way up. If prices are rising, you can
ride the appreciation of the properties. In this kind of market, you
won’t have to buy houses as cheaply, depending on your exit strategy
(discussed in Chapter 7). However, if they have been rising for several
years and the rise in price is slowing, it can be a sign that your market
is flattening or getting ready for a fall. That requires you to be more de-
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fensive in your buying—that is, you would buy properties at a lower
price and assume no market appreciation (or possibly anticipate falling
prices in the short term). Also, keep in mind that many areas are sea-
sonal, so housing prices may be higher in the spring and summer than
in winter (or vice versa in ski resort areas, for example).

Our Advice: Use Housing Tracker
to Find Median Prices

Web sites such as Housing Tracker (www.housingtracker.net) can help
you keep abreast of the latest median prices of homes in your market. You
can also use this Web site to compare past prices and other markets.

It’s important to keep in mind that even if a real estate market is
reaching a peak in prices within a particular area, this doesn’t neces-
sarily mean it will collapse. The fact that real estate values in a specific
city have climbed at twice the rate of inflation last year and only half
the rate of inflation this year doesn’t mean the bottom is falling out be-
cause markets inevitably rise and fall in price.

A temporary excess of demand over supply causes a rise in prices,
but supply almost always catches up. When it does, prices level off;
sometimes they drop for a period and then rise again, with the next
peak being higher than the last peak due to inflation. However, just be-
cause a boom in housing prices exists, a bust doesn’t necessarily fol-
low. A likely scenario may be a “cooling off” where prices remain flat,
appreciating just above average inflation.

Keep in mind that just because your city’s average real estate values
or home sales may have declined, it doesn’t mean this was true for the
entire city. Unfortunately, people see headlines like “Median Real Estate
Prices Falling” and they panic. You need to look specifically in the
price range and location of houses you’re buying. For example, the
mass overbuilding of new $750,000 homes in your market may not af-
fect the older $200,000 homes that you’re buying. On the other hand,
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What Causes a Real Estate Bust?

The “bubble” theorists claim that if housing prices rise too rapidly, a
bust or sudden drop is likely to follow. However, the bubble theory is full of
hot air, according to a report published by the Federal Deposit Insurance
Corporation (FDIC) in 2005. A 25-year study of nationwide housing prices
shows that only 17 percent of local markets “busted” (experienced a 15 per-
cent decline in five years) after a boom period (experienced a 30 percent in-
crease in three years). The vast majority of “busted” markets could be
explained by local economic conditions that resulted in mass unemploy-
ment or a mass population decrease in that city. In other words, once hys-
teria subsides, most real estate markets tend to flatten or fizzle after a boom,
rather than crash (absent other contributing factors such as a recession in
the local economy).

To invest defensively, keep an eye out for local or national events or is-
sues that could potentially kill a market, such as:

+ rising interest rates,

+ drastic tax or zoning law changes,

+ amajor local employer leaving town or downsizing,

+ a local industry (such as oil or high tech) that is substantially af-
fected by world events, and

+ environmental issues such as lack of water supply, pollution, or
public health issues (e.g., “cancer clusters”).

it’s certainly possible that a particular development or sector within a
market (such as high-priced condominiums) could fall in a market in
which median prices are otherwise stable or rising. In short, know
your market on multiple levels—national, local, and microlocal.
Housing prices alone may not be an accurate indicator of the local
market. Sellers often give buyers concessions at closing rather than
drop the price, which can skew the math. For example, a concession
may include paying some of the buyer’s loan fees or allowing a credit
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for items that are in need of repair. In the case of new homes, housing
prices don’t always reflect builder concessions, such as favorable fi-
nancing or upgrades.

In addition, housing prices don’t reflect the amount of money sell-
ers spend to renovate the property before the sale. In a seller’s market,
homes will sell quickly regardless of their condition. In a buyer’s mar-
ket, sellers may spend as much as 10 percent of the price of the home
doing renovations before placing it on the market. Thus, for example,
if the price of a house rose 5 percent in the last year, it’s really a net
loss of 5 percent for that area. You need to look not only at numbers,
but also at the houses for sale. Go to open houses and talk with real es-
tate brokers in a particular area to get a reality check of what’s really
going on.

Active listings on the market. This is the second factor to track in
our MAD method of determining the state of your local market. The
changes in the number of properties available for sale provide a good
sign of the state of the local market. The basic economics of supply and
demand determine whether the local housing market is rising or
falling. When demand exceeds supply, prices rise—and the real estate
market is said to be rising. When supply exceeds demand, prices fall—
and the real estate market is said to be falling.

Most residential properties for sale are listed on the Multiple Listing
Service (MLS). The number of active listings on the MLS today com-
pared to six or 12 months ago (adjusting for seasonal changes) can tell
you if the market in your area is rising or falling. A good real estate bro-
ker can provide you with the numbers for listings by searching the
local MLS.

In addition, you can check your local building department for the
number of permits for new buildings to see if more development is
coming. Being active in local politics can give you the inside track on
upcoming projects that builders are involved in to get housing devel-
opments approved. Also, it never hurts to make friends with people
who are in ancillary businesses such as the subcontractors who supply
goods and services to home builders. They often can provide prospec-
tive and “inside” information that the statistics won’t show.
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Economic Factors
Behind the Math

Instead of focusing on price and inventory trends, take time to study
the local economic factors that cause trends. Weather, cost of living, taxes,
and overall “livability” can all play a factor in driving population statistics,
but jobs are generally the main factor. If the job market is good, it will drive
people to move into a particular area. If it's poor, people will move away.

If housing supply is limited, find out why. Is it because of unanticipated
demand or because of geographic limitations, such as lack of land or zoning
restrictions? In some parts of the country, water supply, highway infrastruc-
ture, or political factors limit growth.

Keep in mind also that nationwide migration of the existing population
will play a big factor as baby boomers retire.

Boomers may move to retirement-friendly areas and many will pur-
chase second homes and condominiums in resort communities. This in-
creases demand without increasing population. In addition, immigration
from Mexico and other countries may affect housing prices, especially in
border states where people come to work and live. Finally, “wildcard” fac-
tors such as terrorism, hurricanes, earthquakes, and weather may drive peo-
ple in and out of certain parts of the country.

Days on the market. This is the third factor to track in the MAD
method. It will help you determine the state of your local market, after
median housing prices and active listings on the market. This factor is
the average number of days it takes to sell a house in the relevant price
range. For example, a market in which a house sells for $250,000 in
three weeks is quite different from a market in which the same house
sells in six months (the latter is known as a soft market). In a soft mar-
ket, sellers can drop prices, give concessions, or wait longer for their
houses to sell. The vast majority of homes are owner-occupied, so
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there’s generally not a negative impact to sellers who can’t sell their
houses because they can continue to live in them unless sellers are in
dire need to move because of a foreclosure, job transfer, or other firm
deadline they're likely to hold out for more time to get their prices. If
sellers have enough equity in their homes, they can refinance their
loans and take their homes off the market.

You can find the average days on market for a particular-priced
home by asking a real estate broker to search through the MLS. Make
sure you’re comparing apples to apples—that is, the average days on
the market for houses in the same area and in the same price range. If
the broker has access to the right information on the MLS, you can
compare renovated versus nonrenovated homes to get a more detailed
analysis. The more information you have, the more accurate your as-
sumptions about the market will be and the more solid your resulting
investing plan will be.

Our Advice: Watch for
This Listing Trick

Because an old listing can spell trouble for a seller who doesn’t want to
appear too motivated, real estate brokers often cancel listings, wait a few
weeks, and then relist a property that hasn't sold. Make sure you take this
possibility into account when you're analyzing days on the market data.

Work Your “Farm” Area

Real estate brokers generally have particular neighborhoods in
which they work, rather than an entire city. Brokers refer to this as a
“farm” area. You'd be wise to adapt a similar approach to your business.
The goal is to become an expert on one specific farm area, roughly
3,000 to 5,000 homes. In some locations, this will be easy because the
homes are divided into subdivisions or developments.
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You’d be wise to learn the neighborhood inside and out and be-
come familiar with every detail about it.

Values. Become familiar with the high and low range of the neigh-
borhood. If all the homes are similar and were built in the same time
period, this task should be quite easy. You should be able to rattle off
value estimates almost instantly upon hearing a few pertinent details
about a particular property in your farm area, such as the style and size
of the home. In older neighborhoods (usually 50 years or older), a par-
ticular geographical area may have a wide variety of homes, making it
difficult to determine values. Novice investors should avoid these areas
until they have more experience.

Schools. Schools, particularly elementary and middle schools, are
an important factor for people with families who are considering mov-
ing to an area. Get to know the local schools and determine which are
the most desirable.

Zoning and homeowners’ association restrictions. Learn the re-
strictions on building and remodeling as well any homeowners’ asso-
ciation (HOA) rules or covenants for the neighborhood that may affect
its salability. For example, there may be a covenant restricting how
many unrelated people can live in a home within that neighborhood.

Local shopping and developments. A new road, highway, or com-
mercial development nearby can affect property values in a positive or
negative way. For example, a new shopping center or highway nearby
may improve values or be so close as to create undesirable traffic and
noise. Get to know what’s in the works by following local news and at-
tending local city council and HOA meetings or by visiting the local
zoning and planning department.

Failed communities. Many new developments that rely on a golf
course, ski resort, shopping mall, or other attractions for value can
tank quickly if the attraction closes, is becoming run down, or isn’t as
great as it was predicted to be. Be especially careful of the risk if the at-
traction hasn’t yet been completed, such as a new country club.
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Our Advice:
Always Use Common Sense

While statistics, calculations, and economic factors are relevant, so is
common sense. Look around. Observe what's really happening in your farm
area right now. Talk to your local real estate brokers, investors, and lenders
for a better picture of the local market. Don't focus solely on broad nation-
wide, statewide, or even citywide statistics. Be concerned with the median
prices in the particular neighborhoods in which you buy houses; the aver-
age time on the market; the changes in sales prices, inventory, sales con-
cessions, and days on market from last year to this year.

You need more than a snapshot of your farm area—you need thor-
ough, up-to-date insight on the housing situation in your farm area.

Different Markets, Different Strategies

Once you learn how to analyze where your market is and the di-
rection it’s probably going, then you can plan your investment attack.

Certain strategies work well in a rising market, others work better
in a flat or falling market. Many strategies will work in any market, as
long as you know your market and adjust your investing accordingly.
Here are some of your options.

Flipping works in every market. Frustrated investors often com-
plain that specific real estate techniques such as flipping (buying low
and selling quickly for a profit) won’t work in their market. We call this
the “not in my market” myth. The reality is this: Flipping works in any
market, depending on how you do it. For investors who buy dilapidated
properties, rehab them, and sell them quickly, the market appreciation
or decline isn’t relevant to profit because the holding period is typically
only a few months. If your plan is to flip houses, you only need to know
what the resale value is for that type of house in that neighborhood and
approximately how long it will take to sell (days on market).
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If you're in a hot market, you can sell properties faster or, if you
keep them, you can ride inflation—that is, realize gains from inflation
over the years. Flipping in a hot market means you won'’t find as many
incredible bargain properties, but you’ll be able to get top dollar on any
resale. If you time it right, the property may appreciate in the few
months you’ve owned it.

Our Advice: Keep in Touch
with Sellers in Denial

Buyers and investors are often more receptive to noticing the signs of a
weak market than sellers may be. Sellers have a tendency to stay in a state
of denial for a while, refusing to believe the market is taking a turn for the
worse. They'll convince themselves that any slowdown is a temporary fluke
or won't affect an “irresistible” property like theirs. Such a seller will be re-
luctant to consider a low offer. In this case, it's best to move on to the next
deal rather than wasting time trying to get a reluctant seller to “see the
light.” Nevertheless, keep this seller in the back of your mind and check back
after a few weeks or months. By that time, the seller may have accepted the
reality of the market and might be more agreeable to discussing your offer.

Market timing. Without a doubt, price inflation is the easiest way
to make money in real estate because you don’t need to struggle to find
a super bargain; you only need to hold on to the property long enough
to ride the market. Markets generally go up and down in price cycles,
about every seven to ten years from bottom to top to bottom again,
with the next top being higher than the last. There are two problems
with using this approach:

1. Your local market may move inconsistently with your retire-
ment plans—your retirement age may end up in the middle of
a bad market trough and you won’t be able to sell or rent your
properties for what you anticipated.
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2. You may be wrong about the top or bottom of the market. Be
sure to apply the market factors we discuss in this chapter to
any market in which you choose to invest.

While there is no crystal ball, educated investors can make some
good investments in places other than their own backyards #f they're
armed with the right information. (You'll find a list of sources for this
data in Appendix 1.) However, keep in mind that market timing by it-
self isn’t enough. You must learn how to make an investment within a
particular market that makes sense.

The following chapters provide more guidance and formulas to
help you make prudent investment decisions—whether your market is
rising or falling in the short term.

Long-term investing works in any market. If you buy and hold
property for the long term (15 years or more), you're not likely to lose.
Real estate values go up and down in cycles, but they generally go up
in the long run, with few exceptions. (The same is generally true of the
stock market in the long run, but there’s one problem: You have no
guarantee that a company in which you invest will be in business in 15
years!) Therefore, if you try to time the market in the short term and
make a mistake, you may end up doing just fine if you hold on to your
investments long enough. Historically, median real estate prices out-
perform inflation over the long haul. At the risk of beating a dead
horse: Be a defensive investor. That means have a solid plan as well as
a good backup plan with an exit strategy if the first plan doesn’t work.
(Chapter 7 discusses multiple exit strategies in more detail.)

The Great Debate: Flipping versus Holding

Some investors focus on flipping—that is, turning properties over
quickly, rather than keeping them long term. In some cases, holding
property generates more long-term wealth for you than flipping. There-
fore, you may consider flipping some properties and holding others.
On the other hand, you may consider using the flipping strategy
awhile, and then begin holding properties later. The big question is,
“When should you hold versus when should you flip?”
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The advantages of flipping. The main advantage of flipping is that
you get your cash out immediately rather than later. For many people,
the certainty of getting a paycheck right away is highly appealing. Flip-
ping takes the real estate market per se out of the equation. If you buy
a property correctly, whether the market is rising or falling is almost ir-
relevant, except for how long it will take you to resell the property. (Of
course, if you buy cheap in a soft market, you can afford to hold a prop-
erty longer.)

Flipping is generally good for your cash flow, which is important in
any business. If you purchase houses and acquire too much equity and
not enough cash, you may get into a cash crunch if you don’t have ad-
ditional income. (We’ll discuss the importance of cash flow more in
Chapter 6.)

Don’t forget that you can flip houses as a part-time or full-time busi-
ness. You can do as much or as little as you want and you can also af-
ford to take a break from your flipping business. In short, once you
empty your inventory, you're not tied to your business; you can take
long vacations or up and move to another city and start over.

The disadvantages of flipping. The main disadvantage of flipping
is that it’s “hands-on” income: Once you stop flipping, you stop mak-
ing money. If you're young and like to work for a few months and then
take a few months off, the flipping strategy can work for you. However,
at some point, you'll realize that if you keep spending the profits, you
won’t accumulate wealth.

In addition, if you flip, you lose the benefit of market appreciation.
While market timing is a risky venture, a good market timer can gain
wealth quickly with little effort by buying properties at the right time
in emerging markets (developments, cities, or parts of the country that
are ripe for economic growth and new jobs, thus new home building).
On the other hand, if you buy a property in the wrong place at the
wrong time, particularly for the wrong price, you can end up with a
property you can’t get rid of quickly enough. You could also get in over
your head in a rehab project and have to bail, risking the loss of thou-
sands of dollars.

Finally, if you don’t spend all your income on living expenses, what
will you do with it? A diversified portfolio is a good idea—you could
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put some of this cash in bonds, money markets, or mutual funds—but
you might earn a better return by leaving your profits in real estate
rather than taking them out.

The advantages of holding. Property holders can generate true
wealth over the long term. Historically, property values appreciate at a
rate greater than the rate of inflation in the United States. If you buy in
the right neighborhoods, your annual appreciation may reach double
digits. You can use properties with equity as collateral. You can pro-
vide rental income for your retirement years, and you can pass prop-
erty down to the next generation. Once your rental properties are
owned “free and clear,” you have passive income from rents paid that
gives you an income even when you’re not working.

The disadvantages of holding. The main disadvantage to holding
on to property is that your assets aren’t liquid. Unlike stocks or bonds,
real estate isn’t easily converted to cash. When selling real estate, you
have to locate a buyer and then pay transaction-related costs.

If you must sell when the market is down, you won’t get the best
price. If you have tenants in your property under a lease, you can’t sim-
ply kick them out without notice. You have to wait until the lease ex-
pires, pay the tenant to leave early, or hope to find a buyer who doesn’t
mind having someone living in the property. Moreover, of course, the fu-
ture is always uncertain. While real estate may have appreciated in a par-
ticular area an average of 10 percent over the past 20 years, it doesn’t
mean it will do so in the future.

If you hold properties, you also risk running into negative cash
flow. There may be times when your properties are vacant or need re-
pairs. That’s when you have to dip into your savings to feed the prover-
bial “alligator at your door.”

What's Right for You?

The important question isn’t whether flipping is better or worse
than holding, but which strategy is right for you. To discover the an-
swer for yourself, ask these questions:

¢ Do I need additional income now or in the future?
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 Am I in a high-income tax bracket that would be adversely af-
fected by more income now?

* Does my local real estate market present opportunities to ac-
quire bargains, yet still command high rents that would cover
my expenses if I need to hold on to the properties?

* Do I have other income or savings that I could tap into in case
my rental properties become vacant or need major repairs?

* Do I have the time and patience to deal with tenants and land-
lord issues?

* Is the local real estate market rising or falling at this time?

* Does bringing in income now or later fit into my short-term and
long-term financial goals?

Most investors start out flipping houses, and then gradually work
into managing rental houses or becoming involved in larger, more com-
plex real estate projects. Some people don’t have the temperament to
deal with tenants and the headaches that come with rental properties.
Some look for side income by flipping. Others want to quit their jobs
and make flipping houses their full-time business.

As you can see, many investors were once in your shoes making
these decisions. Be sure to consider all options, including a mixture of
flipping and holding properties. Reevaluate your financial goals on a
regular basis and adjust your real estate strategies to support these
goals. Moreover, of course, make sure your strategy is appropriate for
your local market.

Being defensive may mean adjusting your strategies on a regular
basis, as well as re-evaluating your goals to work within market condi-
tions. Sometimes the market works for you and sometimes it may be in
conflict, but smart investors know how to make any market work to
their advantage.
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Key Points to Remember

The most important concepts addressed in this chapter are:

» Focus on one limited farm area and learn everything you can
about that market.

 If you use the right approach, any type of market can offer great
opportunities.

* Use our MAD approach to determine market conditions.

* Market timing alone isn’t likely to work—you need to apply the
principles of successful investing to any market.

* Consider a mix of flipping and holding properties.

* Whatever strategy you choose, be sure it supports your long-
term investing and financial goals.






C HAPTER

3

Learn How to
Valuate a Property

“Country clubs and cemeteries are the biggest waste of prime
real estate.”
—Rodney Dangerfield, from the movie Caddyshack

How do you know if you have found a good deal? You can’t deter-
mine whether you have a good deal unless you know what the prop-
erty is currently worth. In the stock market, the current day’s trading
price will give you an idea and you can compare that to the earnings
report of the company. In real estate, the current valuation isn’t so cut
and dry. The third principle of defensive investing is learning to valu-
ate a property.

Most novice investors are either ignorant or downright delusional
when it comes to property values. A defensive investor does extensive
research, verifies all assumptions, and is extremely conservative when
estimating property values.

The Art and Science of Valuating a Property

To valuate a property, some people look at appraisals, others look
at the tax assessor’s value, and others say that a house is worth what

29
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someone will pay for it. Further confusing the issue, we can look at the
income the property generates or the insurance replacement value. In
some cases, the land is worth more than the house itself and any im-
provements are ignored.

All these factors have importance when you valuate a property so
we’ll discuss how to apply each factor and in which circumstances.
Keep in mind that valuation is more of an art than a science, but by
using a few formulas and practicing them, you can learn to valuate any
property correctly.

Warning! Don’t Ask the Person
Who Has a Stake in the Property

The worst way to find out a home’s value is to ask someone who has an
interest in the deal. For example, asking the listing real estate broker for ad-
vice on what the property is worth is like asking your barber, “How’s my hair-
cut?” In both cases, they’ll tell you what they think you want to hear. A bad
deal burns many novice investors because they trusted someone for advice
and that person was biased by the potential profit of the deal.

Common Methods to Estimate Property Value

Generally speaking, a good appraiser can pinpoint a home’s value
within 1 to 2 percent. As an experienced investor, we recommend you
shoot for the same accuracy rate.

Appraisers typically use the following three ways to estimate a
property’s value:

» Comparable sales approach
* Replacement cost approach

* Income approach
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Comparable sales approach. This is the most common method to
valuate single-family homes and condominiums. The comparable sales
approach (also known as using comps) involves comparing a specific
property to other similar properties in the area that have sold recently.

Ideally, all the properties you consider should be roughly the same
size and style. They should have the same number of bedrooms, bath-
rooms, and other rooms, and it’s important that they’re in the same
neighborhood. Comparable sales are considered a very good indicator
of the market because the market is always changing. Comps reflect
these changes (More details about using comps are explained later in
this chapter.).

Replacement cost approach. Using this method of valuating a
property, you add the value of the land, the age of the building, and the
cost to reconstruct the building. It’s important to go by today’s costs,
not original construction costs, because it would most likely be more
expensive to construct the building at current prices. The goal is to fig-
ure out what it would cost today to replace the building if a fire, natu-
ral disaster, or other unexpected event destroyed it.

The cost replacement approach is not as accurate as comps be-
cause of the variations of land values. For example, a “shack” on the
beach that can be replaced for a few hundred thousand does not take
into account the value of the land.

Income approach. The income approach is particularly useful
when you’re valuating commercial property and multifamily rental
property with more than four units. The valuation of income proper-
ties is based on its capitalization or cap rate, which is the value of prop-
erty compared to the income it brings in. Cap rates are a measure often
used on income properties to make comparisons to other income
properties. When using this approach, you base your figures on the
building’s actual current revenue.

It’s important not to be misled by a seller’s representation that he’s
renting the property for less than market because he doesn’t want ten-
ant turnover. In addition, don’t go by “full occupancy” estimates ei-
ther—vacancies are a real factor determined by the market and the
condition of the property. While using the income approach does
make sense for income properties, it’s generally not as accurate as the
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comparable sales approach for single-family units because owners, not
tenants, occupy most single-family properties. Thus, the comparable
sale for an owner-occupant is more accurate than a sale to an investor
who will rent the property. For two-unit, three-unit, and four-unit prop-
erties, it’s best to look at both comparables sales and income. For lend-
ing purposes, the comp standard is generally used for four units or less.

Comparable Sales Method

The comparable sales method is the most commonly used—and the
most accurate method—to determine the value of single-family homes,
condominiums, and small rental buildings (two to four units). There-
fore, the rest of this chapter describes how you can implement this for-
mula in your investing activities. Much of the legwork noted here is
what a professional appraiser would do. (We’ve provided a sample ap-
praisal report in Appendix 2.)

When doing comparables sales, make sure you compare actual
sales, not listings. Remember, a listing price is an asking price. Novice
investors often look at listing prices to determine what a house is
worth, but this isn’t as accurate as looking at properties that have sold
within the last six to 12 months.

Listing prices become relevant, however, if they’re substantially dif-
ferent from the sold prices because it may indicate a trend (for exam-
ple, a rapidly appreciating or declining market). Furthermore, when
you look at sold prices, compare them to the original asking prices.
This will give you an idea of where the marketing is heading.

Real estate brokers are notorious for choosing the highest priced
listings and sales, then using them as your comparables. Not all bro-
kers who do this are dishonest, but brokers are trained to be opti-
mistic. Appraisers are more conservative and realistic about the
amount for which the home will sell. Still, it can be helpful to take a
peek at newer listings as a market barometer; if the new listings are
substantially lower than existing home sales, for example, this may in-
dicate a falling market.

In addition, you can have high-tech help when it comes to deter-
mining a home’s value. Start by researching information about sold prop-
erties on your local government Web sites for your target area. Many tax
assessors’ offices and county courthouses have searchable online data-
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bases where you can view the prices for properties within a specific
area. They usually list some information about the properties, including
square footage. Subscriber Web sites such as www.dataquick.com and
www.electronicappraiser.com can give you detailed information, par-
ticularly in areas where online data is scarce.

Free Web sites such as www.zillow.com that offer property data
are available, but the information is less detailed than for the paid Web
sites. For example, the seller’s name may be missing, which could be
relevant if the seller was a bank (as in the case of a foreclosure sale). If
that’s the case, it can’t be considered a comparable sale because this
property was sold in distress.

Be careful using Web sites that offer a computer-generated valuation.
These are automated valuation models (AVMs), which are statistical
models of many comparable sales of reportedly similar comparables.
Many times they’re not similar, but they’re generally accurate within 10
percent. Remember, we advised you to become an expert in your farm
area. If you're becoming an expert in your area, 10 percent isn’t good
enough. AVMs are useful for preliminary research and for getting a
rough idea of value, but they aren’t nearly as accurate as using your own
eyes, driving by properties, and applying experience and common
sense to create your own comps.

The most useful computer database for getting information about
comps is the local Multiple Listing Service. This database shows the
number of days on market and includes notes that indicate whether
the property was updated, whether the seller offered concessions, and
so on. This additional data is generally not available through other
sources and most MLS systems aren’t accessible to the general public,
so having a real estate broker help you will be crucial.

Be forewarned: Comps provided by a broker who is listing the
property may not be the best indicator of value. Agents carefully select
the comps, providing the ones that best suit their own purposes.

While many factors come into play when you’re evaluating a resi-
dential property’s value by comps, the three key factors are location,
size of the home, and the number of bedrooms and bathrooms. Obvi-
ously, you'll need to look at many other aspects before you can pin-
point the exact value of a property, but these are the “big three.” You
should be able to look at comparable sales involving properties with
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the same three factors and get a good idea of the value of properties
you may invest in.

Location, location. This factor is extremely important when you're
comparing sold properties. A professional appraiser typically looks at
houses in the same subdivision and so should you. In the case of a sub-
division where the houses are all similar and built in the same time pe-
riod, you only need to compare similar houses with similar styles to get
an accurate valuation. If there’s a wide mix of properties in the subdi-
vision, you may need to go outside of it to get comparable sales, but be
careful with “dividing lines.” Geographic dividing lines such as differ-
ent sides of the river, the park, or a main highway may put the prop-
erty in another school district and may not give you accurate comps.

Look Within a One-Mile Radius

Appraisers and loan underwriters generally look at comparables sales
within one mile of the subject property. However, in populated cities, one
mile may be too far. In rural areas, one mile may be too close.

Within a subdivision, you'll find variations in lots that affect privacy,
road noise, or sunlight. These lot variations won't affect the valuation unless
an extreme difference exists. For example, if a row of houses backs up to a
major road, this may drop the value of the house as much as 10 percent. If a
row of houses backs up to power lines or a garbage dump, the discount may
be even more substantial. On the other hand, a great view may affect the lot
substantially—in a positive way, of course. A location on a golf course, lake,
ocean, or simply having a spectacular view may push values up by 25 per-
cent. Take note of the assessed land value versus the improvements, then
note what the average lot premium or discount amounts to. You can check
the lot premium in new home developments by asking the builder. In older
areas, the home sales records of similar houses in the neighborhood will be
reflected in the prices of houses sold that are the same model, but have dif-
ferent lots. Amateur investors often make the mistake of comparing houses
that are across the street from each other, overlooking the fact that the lots
have significant variations.
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What Is Assessed Value?

County tax assessors value property for tax purposes. This is called the as-
sessed value. This figure usually has some bearing on market value, but don't
rely on its real market value. Instead, look at the assessed value as it compares
to the selling prices on the comparable properties as a reference point.

In some parts of the country, assessed value is a formula based on real
value so the amount is more reliable. In either event, only use the assessed
value as a benchmark. For example, if the assessed value of homes in your
farm area is generally 90 percent of market value and your subject property
is listed for double the assessed value, something may be wrong!

Square footage. When determining a home’s value be sure to eval-
uate the home’s square footage. Note that appraisers typically look at
homes that are within 20 percent more or less in square footage as
comparables. Doing the same shouldn’t be a problem for you and your
farm area. Generally (especially within a subdivision), most homes fall
within a fairly limited size range. Granted, nearly every neighborhood
has one or two homeowners who try to outdo their neighbors by
building a behemoth that towers over all the other homes—and a few
tiny homes may dot the neighborhood—but the majority will fall in the
middle of the spectrum, often at several size increments. Therefore,
you should be able to develop a good gauge for the selling price of
homes in those particular sizes.

Not all square footage
is created equal

Most people think that if a house has 1,000 square feet and is worth
$100,000, then the 1,100-square-foot house next door would be worth
$110,000. Wrong; the extra 10 percent in square footage equals only a few
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percentage points in value. If these two houses offer the same location,
style, and number of bedrooms and baths, the 10 percent additional square
footage won't change the valuation much because there is a fixed cost on a
house based on the value of the land, cost of construction, sewer, subdivi-
sion plans, and more. An extra few hundred feet of space involves very little
cost—only wood, nails, carpet, and possibly some minor electrical and
plumbing costs.

Below-ground space. While finished basements can add value, the
amount of value is less than it is for above-ground living areas. In addi-
tion, this greatly varies depending on different regions of the country.
In humid areas, below-ground living space isn’t as valuable to home-
owners as in dryer areas of the country. Thus, the American National
Standards Institute (ANSI) uses above-ground construction as the na-
tional standard for comparing values.

Sometimes homeowners refinish basements (or add other space)
without obtaining proper building permits from the county. Be sure to
check public records to see if the finished square footage represented
by the seller matches the county’s file.

Bill’s Advice: Know
the Local Laws

A client rented an illegal basement apartment to a woman who had
stopped paying rent. We filed for an eviction in court for nonpayment of
rent, but the judge dismissed the case. He said my client wasn't legally per-
mitted to collect rent in the first place! In some parts of the country, added
or renovated space requires a certificate of occupancy from the local build-
ing department before you can close on the sale of the home. In other
areas, this sort of thing is overlooked. In short, get to know what’s custom-
ary in your area.
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Bedrooms and baths. To determine a home’s value using comps,
also look at the quality and number of bedrooms and bathrooms. After
studying the farm area awhile, you’'ll become familiar with the price
levels for the most common bedroom and bathroom combinations:

* two bedrooms and one bathroom (“two-one”),

e two bedrooms and two bathrooms (“two-two”),

* three bedrooms and one bathroom (“three-one”), and
* three bedrooms and two bathrooms (“three-two”).

When comparing bathrooms make sure you understand the differ-
ent types of bathrooms and compare them correctly. A full bathroom
includes a shower, bath, toilet, and sink. A three-quarter bath has a toi-
let and a sink plus a shower but no tub. A half bath has a toilet and sink
but no tub or shower. A three-quarter and full bath have roughly the
same value, particularly if another bathroom in the house has a tub. A
half bath has less value unless there are enough other bathrooms in the
house. In addition, a five-piece bath (separate shower and tub) gener-
ally doesn’t add more value than a regular full bathroom with a combi-
nation shower and tub.

Other factors that affect the value of the home. There are other
factors to consider that will affect the value of a home, but generally
you’d give these less weight than the location, size, and number of bed-
rooms and bathrooms.

Some houses have one-car or two-car garages, some have carports,
and others have neither. The garage factors in some value, depending
on the rest of the neighborhood. For example, if the neighborhood
comps all have two-car garages, this can affect value as much as 10 per-
cent on the subject property if it only has a one-car garage or no garage.
However, if the houses are all small and there’s a mix of garage options,
the garage won’t be as big an issue. Likewise, a four-car garage in a
three-car garage neighborhood probably won’t count for much either.

One exception is with condominium developments. Parking spots or
garages are generally sold with condominiums and can have substantial
value, particularly in large cities where parking is limited to the street.
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In most cases, a swimming pool won’t affect the value of a prop-
erty. In fact, in most regions of the country, a pool may actually dimin-
ish the value because it’s considered a safety issue and may take up
precious backyard space. In hot regions like Arizona or southern
Florida, though, a small dipping pool is a nice feature. However, it still
won’t affect the value to a large degree.

A House Is Its Own Best “Comp”

An appraisal is a certification by a licensed professional that a house
is worth a certain amount based on comparable sales. It is, however, an
opinion of value based on one person’s analysis and experience. The
actual “market value” is the amount a buyer is willing to pay and for
which a seller is willing to sell under normal circumstances.

Investors often misunderstand the phrase market value. Here’s a
good way to understand this: Imagine that a home has been on the mar-
ket for several months. Typically, homes in this particular market sell
within a few weeks; if the seller doesn’t receive a single offer, then you
have to assume the property is overpriced. Several factors may con-
tribute to the problem, including the condition, location, and layout of
the house. However, all of these factor into the asking price. In short, if
the house is priced right for its location, condition, and features, it will
sell within the same time frame as other houses in the neighborhood.

Many times the real estate broker takes a listing at a higher price than
“market” with full knowledge that the home is listed too high. Some-
times brokers do this to win the listing over competing brokers by telling
sellers what they want to hear. Like the barber who says, “It’s a great hair-
cut,” they’ll say, “I'll get you a higher price.” Most often, having an asking
price that is higher than market is the seller’s fault (rather than the bro-
ker’s) because the seller has unrealistic expectations about the prop-
erty’s value. However, you can’t always blame sellers. They get their
information from other brokers, the sales prices of other homes in the
neighborhood, information and misinformation from neighbors, and the
most recent appraisal. Therefore, your job as an investor is to sift through
the information and determine the real value of the property.

In the real estate business, the subject property is often its own
best “comp.” This means that the final sales price agreed upon by the
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buyer and seller is generally the property’s true market value. It does-
n’t matter what the real estate broker, appraiser, neighbor, or mortgage
broker have said. The actual selling price will often determine the
property’s value.

A common trap for novice investors is the so-called “bargain” prop-
erty. For example, a house is appraised at $200,000 and available for
only $150,000. Certainly, there are cases in which a property is avail-
able for a real discount of 25 percent, particularly if the property is in
disrepair or the seller is extremely motivated as in the case of a divorce
or foreclosure.

Absent motivating circumstances, however, if the property in ques-
tion sells for $150,000, the comp has been established for this house.
The value of the property is what it sold for, regardless of what the ap-
praisal shows. Many houses are listed on the MLS as “priced below ap-
praisal” and, in fact, sit for months without selling. If a property was
listed on the MLS at $150,000 for six months when the average num-
ber of days on market in that price range is 96 days, does the $200,000
appraisal mean anything? Obviously not!

A word to the wise: When you’re doing comparable sales, look at
the sales history of the property itself. Knowing if it was previously
listed, relisted, or sold helps a great deal in determining a property’s
true value. Don’t buy a house you think is worth $200,000 just because
it’s appraised for $200,000. Do your due diligence.

Estimate Repairs Accurately and Carefully

One area in which both new and experienced investors often run
into trouble is estimating the costs of repairs and how this affects the
current and potential value of a property. Looks can be deceiving.
What appears to be a minor problem can often end up costing a lot to
fix. Even if you don’t plan on doing any of the work, you still need to
know how the current condition of the property affects its market
value. Obviously, two identical houses side by side are not worth the
same amount if one needs substantial repairs.

Be sure to follow these rules:

* Do the math correctly.
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* Don’t do the work yourself.

» Estimate high on repairs.

Do the math correctly. If a house is listed for $180,000 and needs
$20,000 in repairs, it should be worth $200,000 when fixed up, cor-
rect? Theoretically the answer is “yes,” but then why bother with the
headache and risk of a rehab? You should look at the least to double
your money on the rehab, thus you should pay $160,000 (or less) for
the house. The bottom line is that you need to know the current “as is”
value as well as the “after-repaired value.” The as-is value of a house
should be a lot less than its value after it’s repaired, less repair costs,
because a house that needs $20,000 in work lacks market appeal and
attracts fewer buyers. In other words, you want to discount the prop-
erty more than the dollar value of repairs needed.

Our Advice: Get Appraisals for
“Before” and “After” Values

When you purchase a property using institutional financing, the lender
requires a professional appraisal. Ask the appraiser for two values: an “as is”
value and an estimated value after certain repairs are completed. Be pre-
pared to give the appraiser a written list of repairs you intend to make on
the property.

It’s important to do research that will give you a basic idea of the
cost of common home repair projects. At the very least, spend time
browsing home repair stores to become familiar with the costs of
building supplies. Call a few contractors or “handymen” to estimate
labors costs.

Don’t do the work yourself. Many novice investors evaluate the
cost of the labor by assuming they’ll do some or all of it themselves.
This is generally a mistake for several reasons. First, your time is more
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valuable than a contractor’s time, so it’s best to hire out the help. If you
get a particular “Zen” from plumbing, that’s great, but replacing toilets
isn’t the best use of your time.

Second, most investors are unskilled or lack the necessary time to
devote to rehab projects; this causes frustration with an extended rehab
project. Finally, what if you’re injured or have a family emergency and
can’t complete what you started? Always assume you’ll hire people in
the trades to help and figure this cost into your purchase price.

Estimate high on repairs. Novice investors often delude them-
selves about the necessary rehab costs. The following story illustrates
how investors should approach estimating a rehab project.

Legend has it that Tiger Woods was playing golf in a tournament
with the late Payne Stewart, another great golfer. They were tied at
even par. On one particular hole, they both hit their drives down the
fairway and their balls landed about 100 yards from the green. Payne’s
ball was just a few inches behind Tiger’s, so he would take the next
shot. Payne asked his caddy how far he was from the hole. “One hun-
dred yards,” his caddy replied, handing him a club. Payne hit the ball,
which landed ten feet from the hole. Tiger turned to his caddy and
asked, “How far?” His caddy replied, “Ninety-seven yards,” and then
handed Tiger a club. Tiger hit his ball six inches from the hole. Payne
turned to his caddy and angrily demanded, “Why did you give me a
round number and Tiger’s caddy gave him exact yardage?” Payne’s
caddy replied, “Because you're not as good as Tiger Woods.”

The lesson here is that most investors are not good enough at esti-
mating repairs to guess exact numbers. Instead, it’s best to think in in-
crements of $5,000 or $10,000, always rounding high. For example, an
investor who’s talented at estimating repair costs may come up with
the figure of $7,200 to rehab a property. A “guestimating” investor may
come up with a similar number, but should round it up to $10,000 to
play it safe.
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Bill’'s Advice: Be Very
Conservative on Old Houses

If you're looking to purchase older homes, consider the “Hoffa Factor,”
that is, the odds that when you open up the walls, you might find Jimmy
Hoffa buried there!

Joking aside, rehabbing old houses frequently comes with surprises that
you don't discover until you start taking things apart. Therefore, we suggest
that novice investors estimate as high as 50 percent more on repair budgets for
older homes.

Ideally, you already have a trusted contractor on your side. Good
contractors have the experience and expertise to provide a quick, ac-
curate estimate of needed repairs. Even so, always estimate high on re-
pair costs and cost of materials. Our experience has consistently
shown us that two things are inevitable when rehabbing a property:

* It always costs more than you think it will.
* It always takes longer than you think it will.

As with market conditions and property values, be defensive. Esti-
mate conservatively on repairs and you will be pleasantly surprised if
it costs less.

It’s essential to know how to valuate a house quickly and accurately
because you can’t determine whether you have a good deal unless you
know what the property is currently worth. Being defensive means being
as dead-on accurate as you can with the realistic value of a home in its
present condition and what it will be worth after repairs or renovations.
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Key Points to Remember

The most important concepts addressed in this chapter are:

» Comparable sales are generally the best way to assess a home’s
value.

* Knowing the costs of repairs is essential when determining a
house’s value.

» Always be conservative and estimate high on repairs.






C HAPTER

4

Determine Your Profit
Before You Buy

“Look before you leap.”
—Confucius

In this chapter, you'll learn the cardinal rule of real estate: You
don’t make your money when you sell; you make your money when
you buy. This means that, as an investor, you shouldn’t buy houses
with the assumption that you'll figure out how to make a profit later.
Instead, you need to ensure that you get a good deal—better yet, a
great deal—when you buy a house so you see your profit up front. This
chapter addresses determining your profit before you buy.

The Past Doesn’t Equal the Future

Many people make the mistake of counting on earning a profit be-
cause of something that might happen after they buy, such as the prop-
erty appreciating in value. While it’s true that most properties generally
do go up in value over time, this isn’t always the case, especially in the
short run. Unforeseen events may depress property values in the area.

Beware that many investment gurus use this emphasis on apprecia-
tion as a tactic when they’re trying to persuade prospective clients to
accept their advice about investing. They’ll often use a pitch along this
line: “If you had used this strategy of ours ten years ago, you would

45
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have realized a 100 percent return on your money.” Hindsight is always
20/20 and every economist is a genius when looking back.

When you’re investing in real estate, never presume that a property
will increase in value. Don’t be controlled by the blind hope—based
on the fact that the property’s value rose in the past—that it will con-
tinue to appreciate if you hold it for another few years.

Over the long run, the real estate market always seems to correct an
investor’s mistakes. Values go up and down in cycles in the short run,
but over 20 or 30 years, the market tends to go up at a steady, conser-
vative pace. History has shown that real estate has almost always out-
paced inflation over the long term. However, if you're looking at the
short term and counting on a three- to five-year strategy because real es-
tate values went up over the past few years, you may be taking an un-
necessary risk. A more defensive strategy is to make your profit from the
start by getting the proper discount when you purchase a property.

Comparing real estate investing with the stock market. To grasp
the idea of up-front profits and their importance in a real estate deal,
it’s helpful to compare real estate and the stock market. When you buy
a stock below value, you assume that it’s undervalued. Thus, for you to
realize a profit, your stock must go up in value.

With real estate, the concept of value is different. Value is regarded
as what a property will sell for today. For example, if similar houses are
selling for $100,000 in a neighborhood, buying a property for $50,000
is a bargain because you can realize a profit by selling it quickly at its
current value: $100,000.

In real estate, a particular investment is a deal in one of four cases:

1. You can buy it below it's current market value

2. There is some upside potential, such as a change of use, better
management or additions and improvements that can be made
to the property

3. It will provide sufficient income in relation to the purchase price

4. Future market appreciation.

The latter two cases are very similar to the stock market in that they
are driven by earnings per dollar invested or future speculation, both
of which are market-driven. The first two cases are generally based on
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seller distress or mismanagement, neither of which have much to do
with the local real estate market.

In the stock market, a business may have a good plan but lacks cap-
ital; therefore, an investor can supply the necessary capital in ex-
change for future profits. In real estate, a seller’s distress can mean
profits for a buyer. Certainly market timing opportunities exist in real
estate, but regardless of the market, one thing is constant: Individuals
are often in distress.

Reasons for their stress might include:

* Divorce

* Job loss

» Foreclosure

* Death

* Lack of interest in the property

Thus, even if you think there are no deals in your town because it’s
a seller’s market or there’s no growth opportunity, someone always fits
in one of the categories. Someone always exists who will sell you a
property for less than fair market value. These people are called moti-
vated sellers.

Find Motivated Sellers

The key to getting great real estate deals in any market is finding
motivated sellers. After all, only those who absolutely need to sell are
going to price their homes well below market value or accept unusual
financing arrangements.

Generally, motivated sellers are facing some kind of crisis or hard-
ship such as divorce, unemployment, or financial instability. In these
cases, the property and the expenses of owning that property are one
of many problems these people must deal with. Therefore, they’re usu-
ally eager to get rid of their properties.

Here is your dream scenario: A property owner says, “That’s it, I
want out. I can’t take it anymore. I've got to sell right now. I've just got
to get rid of this house.”
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How do you find these motivated sellers? Fortunately, that isn’t dif-
ficult to do these days because many motivated sellers exist out there.
Start by scanning the classified ads for “For Sale by Owner” properties.
Look for key words that signal distressed sellers such as “must sell” and
“needs work.” Basically, look for anything that implies desperation or
urgency on the seller’s part.

You can also take a proactive approach by advertising that you're
looking for properties. It’s important to emphasize that you’ll pay
quickly for homes. The lure of fast money will help you reel in dis-
tressed sellers.

When it comes to finding distressed homeowners, a little detective
work also comes in useful. Search public notices and courthouse
records for owners who are delinquent on their property taxes or are
in some stage of the foreclosure process. There’s a good chance these
people are having money problems and may be eager to sell their
homes before a foreclosure is complete.

How to Analyze a Potential Deal

When you find a motivated seller, consider whether that person’s
property is a good deal or not. Before you can do this, determine your
plan for this property. Too many novice investors just assume, “Every-
thing in this area has gone up, so I ought to invest.” In other words, be-
fore you buy a property, construct a viable plan including an exit
strategy. (You'll learn more about exit strategies in Chapter 7.) The key
point here is this: Never go into a deal without knowing exactly how
to exit it. The lower the purchase price relative to the current market,
the higher your profit potential will be.

A “Good Deal” Can Vary from Place to Place

When it comes to determining a good deal, no cut-and-dry formula
works for every market. In some areas, you can pay 90 percent of mar-
ket value and still make a substantial profit, especially when demand is
high. In other places, you may need to obtain a property for 70 percent
of market value or less to be confident that you’ll do well. Once you be-
come familiar with an area and have completed a few deals, you'll get
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a feel for the market and know exactly what kind of discount is neces-
sary to consider buying a property and calling it “a good deal.”

Unfortunately, this means that you'll be less likely to spot a good
deal when you first start out. Therefore, if you’re a novice investor, we
suggest you accept the fact that you’ll miss out on a few good deals by
taking a defensive stance. Being too aggressive can lead to borderline
deals—deals that don’t provide much profit. It’s better to let a few
deals slip through your fingers rather than take a chance on properties
that end up costing you money.

Knowledge Is Power

The keys to analyzing a good deal are knowledge and education. In
real estate investment, a strong correlation exists between knowledge
and risk. The more knowledge you have about properties, markets,
mortgages, financing, neighborhoods, local rent rates, repair costs, and
so forth, the less you risk losing on a deal.

CLEAR System of Analyzing Deals

Cash Flow

A great way to determine whether a deal is good is to use our
CLEAR system. CLEAR stands for:

* Cash flow

* Leverage

* Equity

* Appreciation

e Risk

Let’s analyze each of these concepts.

Cash flow is an important consideration when you evaluate a po-
tential deal. Yo