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Foreword

Learnfrom an Expert

Go to any bookstore, and you will find there are many books

written on the subject of investing in real estate. Ifyou are like me,

you mayhave read several of them. While the books are written by

people who claim to be financially successful, I notice that manyof

them are not really real estate professionals.

One famous real estate author made a lot of money selling his

realestate investmentbooks,yet,in reality, he lostmost ofhismoney

in real estate. Today, he continues to earn a lot of money selling his

booksand charging a lot ofmoneyforhisseminars. Anotherfamous

author wasa garagemechanic onlya few years ago. He got into real

estateafterbeingfiredfrom hisjob. Anotherbookiswrittenbyan ex-

banker who now sellshis secrets on how to find foreclosure proper

ties from banks. I recently ran into an ex-financial planner who

stopped selling mutual fundsafter the stock market crash and isnow

holding seminars, teaching his investmentsecrets, and then getting

his audience to invest in his high-pricedproperties.
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The Rich Dad Company asked Ken McElroy to write this book

for five reasons:

1. Ken is a real estate professional. Right out of college,he be

gan his career as a property manager. Today, Ken McElroy

owns one of the largestproperty management companies in

the southwestern United States. Ken is also a developer of

multimillion-dollar commercial properties, the president of

the Arizona Multihousing Association, and is active in lobby

ing Congress for the real estate industry Due to his track

record and reputation, investment bankers such as Lehman

Brothers are often Ken'sfinancial partners in his projects.

2. Property management is one the most important aspects of

real estate investing. Many people do not get into real estate

investing—even though in my opinion it is the best invest

ment class in the world—because they do not want to fix toi

lets or deal with tenants. I do not blame them. Ken's insight

into the managementside of realestate investing is priceless.

3. Propertymanagement isa long-termprocess. Findinga prop

erty, financing a property, and selling a property are, in most

cases, relatively short-term events. If you are a true investor,

rather than a speculatorwho flips properties for profits, the

management of property is an ongoing process. In other

words, the core of real estate is a long-term process of prop

erty management.

4. Propertymanagement is where most of the profits are made

or lost. Manypeople lose money in real estate simplybecause

they fail to manage their properties properly. If they cannot

control the occupants, income, and expenses, the property

soon goes downhill. The good news is that professional real
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estate investors love buying properties from investors who

fail to manage their properties well. Why? Becauseyou can of

ten buy the property at a good price and then, with good

management skills, you can increase the cash flow as well as

the value of the property.

5. KenMcElroy is a great teacher.KenMcElroy is not only a Rich

Dad Advisor—for he does advise me on my property invest

ments—we are also partners in several property invest

ments. Most important to you, he is a great teacher who

knows what he is talking about. Ken often accompanies me

to speak to largegroups, where he talks about how to man

age property, how to analyze an investment, and how to tell

whether or not the seller or broker is tellingyou the truth. If

you ever have an opportunity to hear Ken speak about in

vesting in real estate, take it.

As I said, there are many books on real estate investing and many

people claiming to be realestate experts. What makes this book dif

ferent is, first, it iswritten from the most important aspect of real es

tate investment, which is property management; and second, this

book is written by a real expert.

—Robert Kiyosaki
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Chapter 1

The Myths
and the Magic

In every business and every industry there are people who just

seem to drip with success. They seem to know all the right people,

make all the right decisions, be in all the right places at exactlythe

right time. Theyseem destined for successwhether they even try or

not. Real estate investingis no different. In everycityor town, there

seem to be real estate tycoons that struck it rich through real estate.

These are the people who just make success look easy. They ap

pear confident, knowledgeable, savvy, and seem to see opportuni

ties where others don't. It's easy for onlookers to think the

achievements of these golden feware the result of luck or some sort

of magic. But magicand luck have absolutelynothing to do with it.

About fifteen years ago, I decided I was going to be one of the

people I just described. I wasgoing to makemyown success,be my

own boss, and achieve financial freedom. And I chose property
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management as my route. Call it instinct, call it impatience, call it

burning desire. I wasn't about to wait for a luckybreak or a magic

charm. I set out to make my dream happen, and I did it through

action.

In the earlydays ofmyfirst propertymanagementand realestate

deals, there wasa lot of trial and error and I made myshare of mis

takes.Butforeveryone mistake I made,I learned ten lessonsand got

smarter every day. I started to see patterns, discover formulas and

systems, and developa networkof people I could count on. It took

timeand it took work, but the more I pursued mydream, the luckier

I felt and the more often magical opportunities presented them

selves to me.

Maybe there is a bit of luck and magic in success. But it's luck

and magic that comes from workinghard and being prepared. At

the Rich Dad Seminars, where I often speak, I see people all the

time who are taking the first steps toward future success, much

like I did nearly two decades ago. Many have what it takes: the

drive and desire that will help them overcome obstacles and be

prepared.

Unfortunately, I alsosee at the seminars some who lackwhat it

takes. Theyare the ones looking to get richquickand havelittleor

no idea of the commitment required to achieve business success.

Others have a lot of desire, but lack the technical skill and the

knowledge that can only come from experience. I wrote this book

for them. This is not a get-rich-quick book. It is not a book written

to motivate, although I hope you'll be inspired to follow your real

estate investment dreams. Instead, it is a book that will disclose

proven methods, remove the unknowns, and shorten the learning

curve for anyone who chooses investment real estate as his or her

path to financial freedom.
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Before weget toodeepintothe how to'soffinding, buying, and
managing investment property, let's take some time to drive out a

few myths, myths that ifyoubuyinto them,will onlyholdyou back.

I think you'll find the following listfamiliar. Have you or others said

these verythings? Are anyof these statementsechoingin your head

and preventing you from moving forward? Are these untruths para

lyzing youwithfear? Let's get rid of them rightup front. It's time to

dump the baggage!

Myth #1: You Have to AlreadyBe Wealthy to
Invest in Real Estate

People think they need to havea largelump sum of money to invest

in real estate. They think it is likesaving for their first home or that

it's something they can only do once they have made their fortune

elsewhere. Both of these thoughts couldn't be further from the

truth. You don't need hundreds of thousands of dollars in the bank

to investin real estate and you certainly don't need millions. All you

need is a good real estate deal that makes sense—one that has

profit potential and is based on solid financials.

My partner and I have been working this wayfor years. My very

first investment deal was a condo that I bought furnished and

rented out. It was a two-bedroom unit that I put into a rental pro

gram. People who wanted to get awayfrom it all could call up and

rent my condo or one of a hundred others for a weekend getaway.

Acool $116,000 waswhat I paid and I put down $20,000 out of my

own pocket. You'reprobablythinking,"See,I knew you had to have

some cash to get started in this business."

Well, I did that deal before I knew better. Contrast that with a
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more recent acquisition of a 182-unit apartment complex in Sun

City, Arizona. The total cost was $9 million. Before you close the

book and say, this is out of my league, let me finish the story. The

down payment was $2 million, which we raised from other in

vestors. My out-of-pocket was zip. I gave the majority of the owner

ship to the people who lent me the down payment; in essence, I

formed a partnership with them. My salesmanship had nothing to

do with it. The deal wasthe hero; it wasso good that people wanted

to be a part of it. What I've come to know is that there are a lot of

people looking for good real estate deals.

Some people are partner-averse, but I think partners are valu

able.Theyhelp you spread your riskbyallowing you to own smaller

positions in a number of properties rather than a big position in just

one. And it's a fact that teams accomplish more. As for the return?

Which deal would you rather do, the $116,000 property that cost

you $20,000? Or the one that cost you nothing and yieldedyou 10

percent of a $9 milliondeal? For the record, that's $900,000 and I'd

choose the latter anyday of the week.

Once you have located a real estate opportunity, the task is find

ing investorswho are lookingto earn a good return on their money.

The first deal you do, granted, is the most difficult, because you are

an unproven entity. But trust me: It gets easierand easier with every

successfuldeal you put together.

Ml things are difficult before
they are easy.

Today, my partner and I have people literally standing in line

who want to invest in our next real estate venture. Not because
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we're anything special. But becausewe are thorough. We look at a

lot of deals and choose only the ones that are financially viable like

the one above. We also communicate with our investors and treat

them fairly. Theymakemoneywhenwe makemoney.

You may be surprisedto learnthat there are plentyof people in

terested in investing in real estate, particularly when other invest

ment vehicles like the stock market and bonds are flat or declining.

Just lookaroundat a Rich DadSeminar. Thereare thousandsofpeo

ple in every city in which we speakwho are looking for real estate

investment deals that makesense. One of the people in a Rich Dad

Seminarcould be your first investment partner.

Myth #2: You Need to Start SmalL-Big Deals
Are Too Risky

There isnothing wrong with starting small. Perhaps you're thinking

about buying a $250,000 single-family home and making it a rental
property. Oreven a $320,000 duplex. But why ruleout a $2 million,
fifty-unit building? Believe it or not, any of these properties are

withinyour reach.

Ofcourse right nowyou're thinking, "No way! I can't afford a $2

million mortgage!" And to thatI say, you may be right, but youdon't

haveto be able to afford it. Here'swhy. Mortgages on smallerprop

erties like single-family homes are almost always guaranteed

through the buyer's own personal earning potential and wealth.
You may be surprised to learnthat larger investment propertyloans

are securedbythe assetitself. In other words, insteadof the $2 mil

lionbuilding riding on yourownwealth, it is riding on its ownvalu

ation. This already is less risk to you.
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Let's look at the previous example. The condo I purchased for

$116,000 with a $20,000 out-of-pocket down payment was 100 per

cent myresponsibility from mortgage to management. The $9 mil

lionproject that I owned 10percentoffer no out-of-pocket costwas

actually less risky because I had no cash invested and the property

was professionally managed. The other property was mine, all

mine—for better and for worse. Five years later, I sold the condo for

$121,000, againof$5,000. Recentlywerefinanced the 182-unit build

ing,whichwe had owned less than a year. Its newly appraisedvalue

was $11.3 million, more than $2 million above what we paid for it.

Andsince I own 10 percent of the project, I made over $200,000 in

less than a year. A testament to the power of buying and managing

right and managingwell.

This example also demonstrates risk related to valuation.

When you buy a house or condo and rent it out, appreciation of

the property rests solely on the appreciation of the surrounding

neighborhood. You better have bought in the right neighbor

hood, because there is little you can do to increase the value of

your property By contrast, appreciation in commercial property,

likeapartment buildings, is based on the cash flow of the property

itself.The more money it makes, the more money it is worth. Now

you're in control! When cash flow increases so does the value of

the property Manage your property right and you'll increase the

value. Don't manage it right, and the value will stay the same or

go down.

Another waylargerproperties are less riskyrelates to occupancy.

When a single-family home is rented, it's 100 percent occupied.

When it is empty, it is 100percent vacant,and you are covering the

mortgage out ofyour own pocket in its entirety. In a largerproperty,

even an eight-unit building, if one resident leaves, you still have
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seven residents paying rent. Your exposure related to occupancyis

greatly reduced the more residents you have.

Myth #3: You Can "Flip" Your Way to Success or Get
RichQuick with NoMoney Down

Many people think that flipping property, in other words buying it

and quickly turning around and selling it for more than you paid for

it, is the wayto grow wealth.The people who believestronglyin this

have been lucky enough to make money this way. But in my opin

ion, this is like day trading in the stock market. It isn't easy, and it is

very risky

No money down is another way of saying that the property is

100 percent financed. That means a much larger part, if not all, of

your cash flowis going toward the monthly payment. In no-money-

down deals, you'll be paying higher interest rates because there is

greater risk to the lender, havehigher loan costs, and havevirtually

no money to improve the property or even repair it should some

thing break. With this model, you are banking on the property ap

preciating to makemoneyrather than improving the operations of

the property and making money through cash flow. Let's hope the

market is high-flying and that you time it perfectlybecause you'll be

banking on external factors being just right.Appreciation, as you'll

see in great detail later, is only in your control when you've im

proved cash flow. In this scenarioyou have none!

As you might have guessed, I don't believein zero dollars down,

and I don't believe in flippingproperty.Evenin the example where

I personallyput no cash down on the $9 millionapartment building

in Sun City, we as an investment team put $2 milliondown. I believe
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that buyingand holding income-generating assets like rental prop

erties is how you build wealth.You maysay, "But I need the capital

gain—the additional equity I've made on this property—to buy a

second bigger rental property with more units. That means I have to

sell the first one." In my experience this just isn't true. What you

need is a second investment deal that makes sense that you can

bring to investors. They will help you raise the down payment on

the second property and you will reward them as the investment

makes money.

We recendyfinished construction ofa 208-unit propertylocated

in Goodyear, Arizona, which cost us $13.8 million to build. Upon

completion it appraisedfor $16.3 million. We have receivednumer

ous offers to sellthispropertyand brokers were standing in linefor

the listing. As temptingas it was to walk away after twoyears'work

with $2.5 million in cash, we did not sell it. The problemis one of

taxation. Had we taken the $2.5 million gain, we would have been

forced to place that money back in the market to avoid a pretty

hefty tax bill. Sure we had appreciation, but we also had what is

known as a "taxable event." Imagine the taxbill of 30 percent on a

$2.5 million gain. That'san unnecessary $750,000 taxpayment.

Ifyou want the moneyout, you don't need to sell. You refinance

the property and pull out what equityyou can. There is no taxable

event, and you are not forced to put the moneyinto another invest

ment. In the case of the 208-unitproperty, we will refinance and we

will use the equity that we pulled out of the property to pay back

our investorswith interest. It's a great systemand best of allyou still

own the property, you continue to receive cash flowfrom the build

ing in the form of rent, and as the buildingappreciates, you can re

finance and take the gain—tax-free—again. That's the money that

you can use for other dealsand it's what I do everyday.
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Property 95 percent of the time is going to become more valu

able, not less valuable as the years pass. Especially ifyou follow the

methods in this book that teach you to buy property right so you

can afford the necessary improvements that will revitalize the

neighborhood and makeit a better home for residents.All that adds

valueand it makessense to ride the waveof appreciation long term.

Myth #4: Some PeopleJustHave theMidas Touch

It is easyto think that people who are successful investing in reales

tate have some sort of Midas Touch. But there is no such thing. They

are just people who see opportunitiesand knowhow to makethem

real and profitable.

Take anyten-acre pieceof land. Let's saythis parcelis flanked by

significant retail presence on all sides and most of the big retail

chains are represented in adjacent centers. There's also a large mi

crochipmanufacturer nearbythat employs 1,000 people.

Ask a tract home builder and he'll see fortysingle-family homes

on that ten acres. Aska custom builder, and he'll see ten luxury es

tates. Ask a retail commercial developer and she'll see a new shop

ping center anchored by two large retailers, with specialty stores

and restaurants as fill-in. Ask a multifamily developer and she'll see

a 150-unit apartment community with clubhouse, pool, and work

out facility. Another commercial developer who specializes in office

space may see a three-story office building. In other words, every

one sees the property differently, and each vision will deliver a dif

ferent level of payout—some better than others.

The important part of recognizing opportunities is common

sense. People who seem to have the Midas Touchuse their common
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sense when looking at property and opportunities. In the example

here, common sense tellsme that buildingcustom homes would be

a tough sell on a ten-acre parcel flanked by heavily trafficked retail.

Single-family tracthomes maybe justaschallenging. Additional retail

maybe viable ifthe developercanlurehigh-quality anchor tenants to

the location. But theymayalready be operatingin other nearbycen

ters. By far in this example, either multi-unit housingor office space

are the most viable options. Why? Because of the nearby employ

ment base, the absenceof apartments in the area, the proximity to

retail, and the lackof office rentals. The developer in this instance

who buildsoffices or apartmentswill havethe best chanceofsuccess

and will appear to havethe Midas Touch. There'sno magic, justcom

mon sense.

How do you know you're relying on your common sense? It's

easy Ifeveryone you talk with is having difficulty seeingyourvision

fora propertyit canbe eitherone oftwothings: Arevolutionary idea

that will proveeveryone wrong. Or a bad idea that everyone recog

nizesas a bad idea, exceptyou. In 99 percent of the cases, the latter

proves to be true. Remember, ifyouhave to hard-sell yourvision for

a property to everyoneyoushareitwith, it islikelyyour projectwhen

completedwill be a hard sell, too! And that will costyou money.

Myth #5; You Need a Great Deal ofConfidence

Not true. People underestimate themselves all the time. They lis

ten to that little voice of self-doubt that whispers and sometimes

shouts in their brain telling them all the reasons why they can't do

something, why they shouldn't even try. I believe there are two

voices: the voice of reason, and the voice of self-doubt. The voice
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of reason is common sense; the voice of self-doubt is your past

leading your future.

I made a consciousdecisionnot to let mypast dictate myfuture. I

grew up in an average middle-class home. There's nothing wrong

with that. In fact, in myestimation, there's everything rightwith that.

I worked for what I got. I learned solid values. A good deal of that

camefrom myparents. My fatherwasnot particularly entrepreneurial

untillater in hiscareer. Hardworking, yes, but not entrepreneurial.He

workedfor the same companyformostofhiscareerand earned a sta

ble living that supported our middle-class lifestyle. It wasa good life

for me, mybrother,and twosisters.

When I got out of college I followed in my dad's footsteps and

got a job. But while in that job, I began to meet people—people

who showed me their entrepreneurial ways. Theybecame my men

tors, and from them I became entrepreneurial. Then I combined

the innatevalues I received frommyparentsand myown newfound

entrepreneurial spirit and I becamewhole.

Nothing in myupbringing would have preparedme forwhat I'm

doing now. And yeteverything did. Ibelieve it isup to eachofus to let

go of the memories and the scars of unsupportive fathers, ultra-

critical mothers, ridiculing friends, and teachers who labeled us from

the first dayofschool. Everybody hashadnegative influences in their

lives and every one of us will have lots more. Look at Hollywood.

What's a celebrity profile on E! without the struggles, without the

strife? Everyone must rise from challenging situations—that's what

successful people do. Theydecide to get beyond their past,whatever

it maybe. I'vechosen to acceptmypast, learnfrom it, copywhatwas

good, and realize the bad stuffonlymakesme stronger.

Real estate investing isa businesswhere youwill need to drawon

your strength. My advice is not onlyto look for strength in all that is
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good in your life, but also to use the hard times for what they are:

character-building experiences. And contrary to what most people

think, we can never have enough character. That's my soapbox on

confidence and character. The rest of this book is dedicated to build

ing your property investmentbusiness.

Myth #6: You Want to Do It but Don'tReally
Have the Time

This really comes down to choices and priorities. There is always

time to do the things we need to do like go to work every day,

mow the lawn, feed the dog. Often there isn't time to do the

things we really want to do. Learn to speak a second language,

build a bookcase, or volunteer in the community. There is a dif

ference between need and want. We'll often do what we need and

put offwhat we want. Unfortunately our wants are what truly en

rich our lives.

The investment real estate business is something you should

want to do and mayeven need to do. It's work. To be trulysuccess

ful, especially in the beginning, you will be involved in the day-to

day activities of finding and evaluating property, negotiating deals,

overseeingcontract repair work, possibly even managing the prop

erty once it's yours. I can honesdy say, I find the business rewarding,

fun, and because of that, it is profitable.

I fell victim to the mythof not having enough time myself, and I

take full blame. Sharon Lechter and Robert Kiyosaki asked me to

write this book two years ago. Finally I embraced the idea and actu

ally started wanting to get it done. But wanting was not enough.

What got me going was a do-it-or-else deadline. That got my atten-
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tion and made me realize I needed to get disciplined and write the

book. That's what got the book done.

Ifyou don't have the time to beginyour real estate investment

business, maybe inyourmind, you don't really needto do it.Maybe

you simply want to do it, and "want" alone may not be enough to

get youstarted.After all, ifyouworkduringthe weekat another job,

you will have to search for and evaluate property on the weekends.

You'll need to make phone calls when you can during the week or

in the evenings. There's always a way to make your dreams come

true... as long as they are trulyyour dreams.

Myth #7; You Have to Know Somebody to
Get Going in This Business

While knowing a few keypeoplesuchasa realestateagent, an attor

ney, or a banker maysave you some time, you don't need to know

anyoneeven remotelyconnected with investment real estate to get

started. In thisbook,you'lldiscover the keypeople you need to have

on your team.Andyou'll find that the goals you set for yourselfwill

actually define the team.People you knowtodaymayor maynot be

the ideal peopleforyourteamonceyoudeterminewhatyouwantto

gain from your real estate investmentbusiness.

Just get started and you'll be surprisedhow manypeople you'll

get to know and how much they will teach you. You'll have "friends

in the business" before you know it. Here's what I mean. We're do

ing a deal in Portland, Oregon. I live and work in Arizona. I hadn't

been to Portlandin over ten years. Anyone I had once known there

was long since gone. Neither I nor anyone else in my company

knewa soul in Portland. Whatwe did knowwasthat the citywassit-
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uated on two rivers and that unemployment was high. The latter

meant that the people who owned property were probably not do

ing so well. Andto me that spelledbuying opportunity. We had one

big problem: We knew about the city, but we didn't know a single

person in the city. We figured the market conditions were at least

worth a plane trip and a fewdays in Portland.

Before our trip, we made our minds up to find our team, at

least the start of it. So we went on the Internet and looked up

property managers, city officials, brokers, and so on in prepara

tion for our trip. We were not about to travel that far and not meet

with anyone who could educate us about the market. As a result,

we had ten or twelve meetings over a period of two days. It cost

us a few lunches and dinners, but we had the beginnings of our

team.

Myth #8: You Have to Be a SeasonedNegotiator
and Businessperson

Again, this is just not true. Experience in business may make that

first walk into an investor's office more comfortable, but that's all it

will do.Your true powerand confidencewon't come fromyour past

experience. Instead, it will come from the solid deal you assemble

that is a win-win for everyone involved. This book will show you

how to find and evaluate property with the ultimate goal of estab

lishing a realistic purchase price that maximizes your monthly in

come and appreciates the asset. Find a deal like that and everyone

will want a piece of the action.

Over the years, I've walked awayfrom a lot of deals, and nego

tiation had nothing to do with it. One of those deals was a 205-unit
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building in Glendale, Arizona. About ayearagothe listing pricewas

$7.9 million, and the broker told me there were other offers—the

highest one being$7.2 million. We didour homework on the prop

erty and by myestimation, $7.2 million wasfair based on the oper

ations of the property. The seller declined every offer and pulled

the listing. Six months later, the seller relisted the buildingfor $8.1

million. If I had stillbeen interested in the property I would have

made an offer based on operations. It would have been the same

$7.2 million offerI madebefore. Thesellerwouldprobably kick me

out, alongwith everyone else who made him an offerbased on op

erations. Areyou surprised to learn that he still owns the building

today?

With the method in this book, you'll find out that the listing

price is meaningless. There is no point negotiating based on this

number, and actually doing so is a recipe for disaster. That's because

in most cases, the listing price is the seller's opinion of what the

property is worth. It is not founded on the actual operations of the

property. What most people consider negotiation meetings are for

me more accurately described as presentation meetings. That's

when I present the numbers, and they are pretty much take-it-or-

leave-it deals.When I get kickedout, and in truth, usuallyit is a mu

tual parting of the ways, it's because the numbers don't work.

Walking awayis a good thing.

Myth #9: You Have to Know a LotAbout
Real Estate

Thismyth holds people backeverysingleday. Theyfeel they have to

already be experts in a field in order to be successful, whether it is
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realestate or stockinvesting or dry cleaning! First of all, success is a

journey, it's not a destination, and all successful people start at the

same place. One day they wake up, they throw their legs over the

side of the bed, they yawn—and they begin.

Onlyby beginning and by continuing day after day do we ever

become experts. We gainexpertise through experience. By reading

this book, you'll get a solid framework from which to begin. And

you'llgainenough knowledge to sound really smart at cocktail par

ties and backyard barbecues, but more importantlyyou'll learn tons

more from your first deal. And more still from your second and

third. Andeven more from your fourth.

I learn something new with every venture. Some of the build

ings we recently bought in Portland were built on an old wooden

pier constructed in the 1930s. Whowould haveguessed when I em

barked in this business that I would have to learn everything about

the structural integrity of seventy-year-old piers? Not me, but we

needed to find out everythingabout the condition of that pier be

fore we went forward and purchased the property. I live in the

desert. So you can imaginehow foreign it was for me to hire divers

and a boat and structural engineers to do the inspections. It was a

real learning experience. I'm always encountering something new.

That's part of what keeps it allinteresting.

The only wayyou'll know a lot about real estate is to begin in

real estate. Once you do that, you'll meet people, learn your mar

ket, see the patterns, and understand the trends. You'll encounter

your own seventy-year-old wooden piers, but that willkeep it fun.

And before you know it, you'll be wowing people at cocktail par

ties and barbecues with experiences you've lived rather than just

read about.
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Myth #10 You Can't BeAfraidofFailing

Show me an entrepreneurwhosays he or she isn't afraid of failing

and I'll show you a liar! A bold statement, absolutely, but a true

one. Everyoneis afraidof failing. The differenceis that some of us

let that fear of failure hold us back. Sometimes fear stops us from

beginning altogether and that's unfortunate. If that's the case,

make the decision now to just begin putting one foot in front of

the other, making one phone call at a time, visiting one property,

and then another. It's not hard, but it can seem so if we focus on

the end result instead of the tiny—and very doable—steps in
between.

Sometimes fearoffailure occurs when it comestime to "pullthe

trigger" on a property. I call it analysis paralysis and people fall into

it all the time.Theyoveranalyze an opportunityand are neverquite

ableto signon the dotted line. This bookwill proveespecially help

ful to people with this sort of fearbecause it will show you exacdy

what you need to know to analyze an investment property When

the numbers add up, no further analysis is necessary Frozenin fear

will be a thing of the past.

Another wayfear of failure presents itself is through regret. In

other words, we've pulled the trigger, but then when difficulties

occur—and they will occur, they always do—we regret the deci

sion and waste energy by asking "Why did we do this?" instead of

"What can we do to get past the hurdle?" This form of fear can turn

an otherwise great opportunity into a bad investment. In my life, I

don't regret decisions. I just consider the place where I'm at as the

starting line and go for the gold everyday.

I admit when I was just starting out I had an acute fear of fail

ing. The difference is I knew that if I did nothing and remained
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frozen in fear, I would fail. I felt I had a better chance of success by

just goingforward one step at a time to makesome opportunities

pay off. That's the thing about fear of failure, if you don't use it

to your advantage as a motivator, it becomes a self-fulfilling

prophecy.

Myth #11: You Have to Know the Tricks of
the Trade

There are no tricks of the trade in the purest sense of the term. But

there are secrets to success in life. And as long as you know those,

you'll be successful at anything. First, you have to set goals. Goals

will be the foundation of the roadmap for your success. They will

also tellyou when you have arrived, so you can pat yourself on the

back. Everyone needs that reinforcement. Not coincidentally the

next chapter is allabout goal setting.

Second, you have to persevere. Quittingwhen things get tough

doesn't produce winners. In fifteen years, I could have quit a hun

dred times. I've had plenty of tough problems. Financing that falls

through, employee problems, and downright frightening residentis

sues.Butsuccessful peoplework throughdifficulties and theycome

out on the other side stronger, more confident, and better prepared

for the next challenge.And trust me, there willbe more challenges.

Finally, you have to understand the process. That's what this

book will do. It will take you from beginning to end and every step

in between. From setting goals to setting up your team, to finding

property, to evaluating it, to determininga purchase price, to man

aging it, I'll let you in on fifteen years' worth of experience. I hope

this book will become your handbook for success.
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CHAPTER 1 ACTION STEPS ——

• Understand the myths in this chapter.

• Ask yourselfif there are any others.

• Identify the ones you believe to be true.

• Determine which mythshavebeen responsible for hindering

your success.

• Make the commitment to abandon these unproductive myths.

• Make the commitment to learn techniques and preparedness

so magical things happen.





Chapter 2

You Gotta

Have a Goal

The title of this chapter spells out pretty clearly how I feel about

goals and realestate investment. Having a goalis not optional. Goal

setting is step number one in the process. In this chapter, you'll

learn how to set yourgoal, whata realistic goalshould look like, and

set milestones to achieve it. You'll come to understand the benefits

of goal settingand discover how "goal power" can be your key to
success.

When I first started out, I had a goal. I wanted to be my own
boss. I was tired of working for someone else, and wanted to start

some sort of business on my own. Admittedly, I never actually

wrote down mygoal in those early days, and I didn't tell too many

people either. In fact I barelyverbalized it to myself. More accu

rately, I felt it.

It wasn't untilyears later that I really understood goal power, the
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poweryoufeel whenyou'veset a targetandyouconcentrateallyour

efforts on hittingit. It makes youfocused. It makes you decisive. And

ultimately it makesyou successful. I don't knowifanyone else before

me has used the term "goal power." It justseemed to accurately com

municatea fact that's importantrightnow: that having a goal makes

you powerful.

Whafs a Goal?

It's easy to get hung up on terminology. Is that a goal? Is it a vi

sion? Maybe it's an objective? Maybe it's a mission? Forget all that

right now. And don't worry about textbook definitions. My goal

with this book is for it to become the best-selling guide that sim

plifies the process of real estate investingby showing you how to

find, buy, and manage property right, and I mayas well start with

goal setting.

A GOAL IS SOMETHING YOU PLAN TO ACHIEVE

Simply stated, a goal is somethingyou plan to achieve. Maybe your

goalis to buyone investment propertyin a twelve-month period. Or

maybe you want to earn $5,000 per month in income within two

years. You might even set your goal so high that you decide you

want to be the number one rental property owner in your town

within five years.

Whatever goal you set, make sure it is something you plan to

achieve. Nothing ismorevalueless than a goalthat sitson a shelfand

never receives anyaction. Those are simply dreams. There's no real

power in dreams unless theyare acted upon.
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YOUR GOAL SHOULD BE MEASURABLE

Your goal should be measurable. My goal of wanting to be my own

bosswasn't really a good goal. As I said, it took me years to learn how

to set goals and to takeadvantage of the powertheyharness.Amuch

better goal for me wouldhaveincluded a time limit, saywithinone

year, to become my own boss, or an earnings level, like earning

$75,000 per year.

Goals that arevague are hardto attain andareevenharder to stick

to. Ifthere isno timelimit, dollar amount,or rankcomparison, forex

ample, howwill youknow youhave "arrived"? It'svirtually impossible.

One real estate investor I know has a very measurable goal to

acquire one two-unit property per year. Another has a goal of ac

quiring ten homes ayear. Thepointhereisthat the goals areachiev

able and measurable.Whatwill your goalbe?

YOUR GOAL SHOULD BE ATTAINABLE

Goals must be realistic and attainable,otherwise they will either be

shelved and neveractedupon or modified midstream to something

more realistic. The latter alternative is acceptable, but goals that are

set too high can trigger feelings of failure if not attained. On the

other hand, they can be exhilarating ifactually achieved.

My first goal of becoming my own boss was very achievable

looking back on it. But at the time it seemed like an ambitious

dream. Afterall, I had a steady job that paid for my car, my house,

my lifestyle. Deciding to give all that up was frightening, but I

knew it was something I had to do. The goal, while lofty, was not

impossible. And that gave me hope, motivation, and a desire to

achieve it.
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Setting Your Goal

Goalsetting requires you to be honest with yourselfand reflect on

what you really want in life. That means taking the time to think

about what you want for yourself and your family right now, in the

years ahead, and long into the future. It may even include aspira

tions you have for your children. Ifyou think this level of goalset

ting is a wasteof time,you maywant to reconsider.

I learned about two fantastic goal setting programs through

myinvolvement in an association called Young Entrepreneurs' Or

ganization (YEO). I'm part of the Arizona chapter and my involve

ment hasbeen one of the best business decisions I'vemadein my
career.

The firstprogram iscalled Strategic Coach, and it's founded and

run by Dan Sullivan. This programis centered on the "sevenlaws"

for experiencing continued personal growth and helping you de
velop a life plan. Strategic Coach meets with you every quarter to
see howyou are doingto achieve yourgoal.

The Strategic CoachSeven Laws of Lifetime Growth:

1. Always make yourfuture better than yourpast.

2. Always make yourcontribution bigger than your reward.

3. Always make yourlearning greater than your experience.
4. Always make your performance greater thanyour applause.
5. Always makeyour gratitudegreater than your success.

6. Always make yourenjoyment greaterthanyoureffort.

7. Always makeyour confidence greater than your comfort.

TM & © 2002, The Strategic Coach, Inc.All rights reserved, www.strategic
coach.com.



You Gotta Have a Goal 25

There's another terrific program called Setting Family Goals by

Charlie and Barbara Dunlap. This programfocuses on balancing your

marriage, family, and business. Think about it, how much time do

you spend planning your workday? How much time do you spend

planning yourfamily or yourmarriage? Ifyouwere like me, planning

workwas at the top of the listand Ispent verylittletimeplanningmy

family goals.

After meeting with Charlie and BarbaraDunlap, I now have a

solid plan for my marriage, my family, and mywork. Work is now

in third position, behind marriage and family. Once I developed

a marriage and a family plan, I actually became a better busi-

nessperson because my personal goals integrated with my work

goals.

Charlie and Barbara sayyourgoals shouldbe general, but it is the

specific to do's and the objectives that need to pass the SMART test.

"S" specific

"M" measurable

"A" agreed upon in writing

"R" realistic

"T" time activated

Charlie also happens to be my personalmentor and I meet him

once a month. Strategic Coach, Charlie and Barbara Dunlap, and a

host of other similar organizations enroll thousands into their pro

grams everyyear. Peopleare setting goalsand shaping their lives ...

intentionally. If you think this is crazy, know there are whole indus

tries built on this, and people everywhere are using goal setting to

make their dreams realities.

It's been said "a goal not written down is a wish." I've also heard
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"a goal is nothing more than a dream without a time limit." I made

a decision a long time ago not to risk my future on wishes and

dreams. Instead I got smart and set goals with the help of people

like Charlie and Barbara. You can reach Setting Family Goals at

ChadDunCo@aol.com.

These are the people who are setting courses for their livesand

living them. Sure there will be bumps in the road and sometimes

they will get off course—even change their courses purposely

along the way But the bottom line is that their goals empower

them.

YOUR GOAL MAYEVOLVE OVER TIME

Aftera fewyears of working for myself as one of the two principal

owners in Arizona-based MC Companies, the real estate investment

firm my partner and I still own today, I began to discover that my

goal had evolved. I wanted to be more than just my own boss. I re

alized that I wanted freedom. Freedom financially to do the things

in lifeI wanted to do. Like spend time with my children. Coach Lit

tle Leagueand travelwith myfamily. I knew this goal could only be

attained through the accumulation ofwealth, wealth that would ap

preciate over time. So my partner and I, in addition to managing

properties, began investing in them as well. Today, I have a measur

able goal related to financial freedom. I'm not there yet, but I'm

working on it!

There's nothing wrong with a goal that evolves over time, un

less you are changing your goal every time you hit a roadblock.

That's called avoidance. Over time as you are working to achieve

your goal, your experiences will make you smarter. You may even
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see things a whole new way. Your goalmayshift as a result of new

awareness. My first goal was to be myown boss. That evolvedinto

a goalof financial freedom, and nowmygoalis to help others who

want to do the same.

MAKE YOURSELF ACCOUNTABLE TO SOMEBODY

When I set a goal for myselfa few years ago to get back in shape,

I knew I'd have a better chance of succeeding if I had a partner.

You know, someone who I'd meet at the gym every morning.

Someone who would egg me on to do just one more set on the

bench press machine. Someone who I knew, on those mornings

when I just didn't feel like running, would be waiting for me up

the road at 5:30. This is accountability and goals are easier to at

tain when there are one or more people supporting and encour

aging you.

AtMC Companies I have my partner, Ross McCallister. Ross and

I help each other stayon coursewithour five-year strategicplan.We

also share the plan with the entire companyof over 150employees.

Byincludingeveryone in the vision everyone knowshow they fit in.

We're also accountable to one another, and we're allworking in the

same direction.

The person or persons you are accountable to could be a busi

ness associate, a friend, your husband or wife, even your investors

and employees. The important thing is to find a person who is en

couraging and supportive of your venture. That's not to say you're

looking for a person who never challenges your decisions. On the

contrary,you're lookingfor a person who isbased in realityand sup

portive of your dream.
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Achieving Your Goal

Settingyour goal is certainly an important first step, but what you

do after that really defines the level of success you will ultimately

achieve. Achieving my goals meant I had to do four things really

well: Communicate, plan, persevere, and stayfocused. Let's look at

these important concepts in more detail.

COMMUNICATE YOUR GOAL CLEARLY

If you have goal fear, that is the fear of telling anyone your goal in

caseyoudon't achieve it,get beyondit.Whenyouhaveyourgoalset

on paper and burned into your psyche, tell everyone. Tell your real

estate agent, tell your attorney, tell your friends, family members,

business associates, I mean everyone. These are the people who will

help you attain it. Andin case I haven't made it clearyet, goals are

never achieved alone.

Here's an exampleof a hypothetical goal:

We will acquire one eight-unit property in the Phoenix

metro area within the next twelve months that will gener

ate at least $4,000 of average annual income over the next

five years.

That's a goal. It's measurable and it's clearly defined. It's cer

tainly attainable. All that is really left is to make it happen. Contrast

that goalwith this uninspiredand nonmotivating goalstatement:

I want to investin some realestate and am lookingfor a good

rental propertydeal that will supplement myincome.
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This goal is extremelyvague. It's hard to realistically attain and

difficult to execute. And forget about communicating it! But un

fortunately, that's how most people set and communicate goals, if

you can call this statement a goal. It reallysounds more like a pipe

dream.

Ifyou share a goal as written in the first examplewith a few real

estate agents, a fewmortgagebrokers,and some property managers,

I know you will get calls. They will bring you opportunities because

they can tellyou are serious, that you knowwhat you want, and that

you have a set time limit. Ifyou go to the same group with the goal

as written in the second example, they will probablynot respond at

allbecause they don't know how. There's nothing there for them to

sink their teeth into. Fewif any opportunities will come to you; in

stead, you'll be forced to find opportunities yourself. And given the

vaguenessof the goal,you havea lot of work ahead of you.

Communicating a goaleffectively puts you in the driver's seat. In

the firstgoal example,you're in charge.In the second goal example,

if any real estate agents respond to you, they will be showing you

the properties that are in their interest to sell, not necessarily in

your best interest to buy. That's a dangerous position.

You'll know whether or not your goalsare concrete by listening

to whatyou say. Shouldyoufindyourselfsaying phrases like, "Ifyou

hear of anything, let me know ..." or "Tell me if you see anything

that looks good . . ." then you need to define your goal further.

Those phrases are telltalesigns of vagueness.

PLAN AND SETMILESTONES

Once you haveyour clear, measurable goal defined, you'll also want

to layout the path you planto taketo achieve it.Thatmeansdrafting
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a planandsettingmilestones soyouknow whenyou've achieved im

portant steps alongthe way.

Thereare fundamental milestones that relate to personalbehav

iors and financial freedom.

Whatbehaviorsshould we change or eliminate?

Behavioral Changeto Do list

Taking the same route to workeveryday

Hour-longlunches

Watching TV everynight

Bychanging these three simplebehaviors you are setting mile

stones that help you achieve your goal. Taking a different route to

workgives you new sceneryand helps you learn about the market

and the propertieswithinit. It helpsyou understand traffic patterns

and gives you new perspective on new areas. Using halfyour lunch

hour to eat frees up the other half to make phone calls, meet with

your team, and even visit properties.Andin case you're a numbers

person, a half-hourper weekdayadds up to ten hours per month!

Finally, eliminating TV, or at least reducingyour viewing time, frees

up countless hours in the evenings to work on your business. Look

at your own behaviors and modify them to achieve your goals.

How much money do you need to make to be financially free

and what are you going to do to make it happen?

Financial Freedom to Do List

Add up your personal expenses

Determine what you can reduce, eliminate, or do without

Figure out how many properties you need to buy to cover the total
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Over the years I've establisheda systemthat I use every time. It's

the system you'll discover in this book. You should also communi

cate milestones clearly to your network of business partners, and

everyone you meet. You never know who will be the one to reveal

the perfect property opportunity to you,so the more detailyou can

provide up front the better.

Business to Do list

Findyour team

Evaluate the market

Finda great property

Assign a valuation to the property

Establish a property plan

Develop a budget

Manage the property

Use the chart to help you map out your goals. Be honest with

yourselfand writein those things thatyoureally planto accomplish.

PERSEVERE AND DRIVE THROUGH ALL OBSTACLES

Ifyou've ever been part of anything entrepreneurial or even ifyou

ever built something from scratch, then you know endeavors such

as these take twice as long as you think, require twice as much

work, and cost a lot more than you expected. Those are facts of

life, so I amneversurprised whentheyprove to be true. Every proj

ect brings with it obstacles. Things that make work work, if you

want to look at it that way. Or, things that keep work interesting. I

prefer the latter.
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In Portland, the acquisition of our waterfront building is des

tined to be a great investment.It's righton the Willamette River, and

as I mentioned earlier, part of the building isbuilton the pier. There

are waterfrontviews and the entire project isover300units.There's

nothing else likeit in the wholecity. Soundslikea dream come true.

Well many would have viewed the dream more like a nightmare

from the start. From problems stemming from years of deferred

maintenance to battling numerous structural inadequacies, you

name it and we encountered it. We could have let these obstacles

and dozens of others stop us a hundred times from closingon this

deal. But we knew in our hearts this property wasworth the effort.

It wasworth driving through everyone of these obstacles. We found

solutions and invested the money necessary to bring this amazing

project to its full potential.

When it comestoproperty investing,
the saying "where there's a will,
there's a way" has neverbeen

more meaningful

KEEP YOUR FOCUS

There's a funny thing about goalsand success.The closer you get to

achieving your goal and the more successful you become, the more

opportunities will come your way. You'll be tempted on almost a

weeklybasis with new properties and other business opportunities

that promise to increaseyour revenue. The "sure things"will come

out of the woodwork.

At least this is how it was and stillis for me. All these opportuni-
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ties are great, but you can't let them steer you away from your goal.

Here's what happened to me. Afterwe had built our property man

agement business to a significant size and had begun looking for

ways to increase revenue, I decided to start a carpet cleaningcom

pany. It made sense at the time; afterall, we had thousands of apart

ment units with carpets to clean, why should that business go to

some other company? That singlelesson cost me a quarter of a mil

lion dollars. But even more than the money, it took my eye off my

goalfor at leasta yearor two. It slowed the pace ofour growth. Our

companywouldhaveachieved itsgoala lot quickerifit hadn't been

for this diversion. I guess I should sayI learned more than one les

son on that deal.

As opportunities present themselves, ask yourself, "How many

ballsdo I want to juggle? If I take on this project can I manage ten

more balls in the air? Andmore importantly, will takingon this proj

ect get me closer to achieving my goal?" If your goal is to buy an

eight-unit property and earn an average of $4,000 per year in the

next five years, will a hot deal on a single-family home get you closer

to achieving that?Noitwon't, and in fact, it will divertyour attention

from the original goal and certainly not net you $4,000 per year in

income over the next five years. If you are set on your goal—and

you should be—sometimes it means passing up great deals that

don't support it. Focus equalsdiscipline.

Goalsetting is not an option; it isa requirement for success.The

sooner you begin establishingyour goal, the sooner you'll be ready

to take the next step—establishing your team.
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—— CHAPTER 2 ACTION STEPS

• Understand and believe in goalpower as a means to accom

plish your dreams.

• Search within yourself and set a goal for your real estate in

vestment business.

• Overcome goal fear, which is the fear of telling others your
goal in case you fail.

• Findsomeone to whomyoucanbe accountable.

• Tell everyone yousee aboutyourgoal.

• Setmilestones, the baby steps,forachieving yourgoal.

• Tell everyoneabout your milestones.
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It Takes a Team

Who was it that said "No man is an island"? Whoever he was, he

could have been living in the twenty-first century because today

we don't do anything without the help of other people. Even

when movie stars win Academy Awards, they never walk up to

the podium, face the crowd, smile, and say, "Thank you. I am

quite wonderful for having done this all by myself." Instead, it

practically takes a vaudeville cane to yank them off the stage as

they thank the hundreds of people who helped them all along

the way Everyone has a team. Even the Lone Ranger had Tonto

and Silver!

Well, in the business of investment real estate, you can't afford

to be a lone ranger. In fact, it's impossible to accomplish your goal

on your own no matter what your goal is. And no one is expecting

you to. Quite the opposite. We're expecting you to build an exten

sive network and a close-knit team that will be your most valuable

resource.
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Why Have a Team?

Having a team of experts on call is not free and it is not cheap.

Those are the two biggest reasons why many inexperienced in

vestors make a rookie mistake: They try to do almost everything

themselves. Sure, they maysave a few dollars in the short run, but

they usually lose in the long run. Without experts on your team,

deals take longer to find, evaluate, and close,so there's the valueof

your time and the loss of valuable opportunities. Do-it-yourselfers

miss details that experts would see in a minute, like clauses missing

in contracts, obvious defects in construction, and hundreds if not

thousands ofother issues experts would point out up front.

An expert team on your side means you'll have fewersurprises

asyou wade through the sometimes turbulent waters ofpurchasing
and managing a property. Surprises arewonderful on birthdays, but

the kinds ofsurprises that come from investment propertyare usu
ally not verywelcome.

Real-World Case

One investor who decided to go it alone is a man from Seattle who

called us rightafterhe purchased a 100-unit propertyand asked us
to help him manageit. The keyword here is "after." The property is

in Phoenix and he had absolutely no plan for it. He had never

walked into anyof the units; he nevercalled anyone to inquirewhat

the resident mix was like. He never even checked what kind of

neighborhood the property was in. When we talked it was obvious

he had not done any research at all on the property; he bought it

sightunseen. The propertywas in massive disrepair—a niceway of
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saying it should have been condemned—and worse than that, it

was full of gang members. Eventhe Phoenixpolice department was

instructed to never enter the premises without backup.

This man's laziness on the front end cost him tons of money. I

wonder whynow, but we did take on the managementcontract for

this property and the price tag was pretty steep to get this place

backin shape. Outsidecontractorsofeverykind,lawyers, you name

it, we hired them all. We sent evictionnotices that nearly evacuated

the entire place just to get rid of the riffraff. That meant the owner

endured months of significantly reduced income and sky-high mar

keting costs to get the propertyleased. It was a mess that took the

better part ofa year. Ifthis man had taken the time to establisha net

workof people in Phoenix beforebuying property, theywould have

either steered him clearof this property or flushed out all the issues

so he could have establisheda plan to turn the property around.

This is just one example. There are thousands of others. The

point here issimply that the wise investor pays on the front end and

reaps the rewards on the backend. The fees it would have cost the

property owner from Seattle to have his Phoenix team visit the

property and file a report or two were a pittance when compared

with what it cost him out of his own pocket to get his investment in

shape. Had the workbeen identified up front, the cost of the prop

ertyimprovements wouldhavebeen factored into the seller's listing

price. Build your team now. You'll savemoneyand be prepared for

whatever you encounter along the way.

And here's one more bonus. Often it is the team you establish

that becomes the foundation for your entire network.Think of your

network as your lifeline. Not only will they help you with the deals

you're working on now, they are usually the ones who will bring you

your second, third, and fourth property opportunities—particularly
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ifyou havevoiced yourgoalto them clearly, as discussed in the pre

viouschapter. There's no need to do all the workyourself. You need

experts. I've been doing this for years and I still relyon my team of

experts. I wouldn't do a dealwithout them.

My Brother-in-Law Is an Accountant

People havewildly different views on partneringwith family mem

bers. Some saygo for it and savea bundle. Others sayavoidit at all

costs. I fall somewhere in between. I believe that having family

members on your team, or even partnering with them, is a good

idea as long as you makean informeddecisionand know what you

are getting into. You'll want to go in with your eyes wide open on

this one, because, let's face it, nextyear'sThanksgiving dinner is on

the line. Plenty of families can mix business relationships with per

sonal relationships and do just fine. Others have not mastered the

art. Onlyyou knowwhere your family fits in.

Having family memberson your teamhassome pros and cons as

you can see in the table below:

Pros:

The Prosand Cons ofWorkingwith FamilyMembers

It's easy This is definitely the easyway. If my brother-in-law is

an accountant, I have that chore done. No need to spend time

shopping around.

Keeps the peace. In some families, hostilities may occur if you

don'tuse the in-house pro.
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Low cost or no cost. Often family members will giveawaytheir

services to relativesfor nothing.

Loss of objectivity. It's hard to have the tough conversations

you need in businesswith a family member and still "pass the

turkey" the next day.

Loss of bargaining power. I evaluate rates and fee annuallywith

allmysuppliers; this is tough to do with family members.

Loss of relationships. Families have been destroyed over bad

business dealings.

Whichever route you choose—to employ the talents of family

members, or to not employ them—know that your degree of suc

cess will be directlyproportional to your degree of integrity. People

like to work with fair and honest people. This book and its meth

ods are based on those values. Master them and I guarantee you'll

sleep better at night and not surprisingly, people will line up to

work with you.

Partners—A Good Thing or a Bad Idea

AtMC Companies my partner, Ross, and I have been together since

almost day one. His skills and my skills dovetail perfectly. He han

dles the construction and development and I handle the manage

ment and operations. We both handle acquisitions and together we

each bring to the deal our own unique perspectives. It's a great re

lationship and because we have mutual respect and honesty, it

works. Wealso push each other along, as I recommended in the last
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chapter. It's great to have someone to whom you are accountable.

We've accomplished a lot more together than we ever would have

accomplished alone.

QUALITIES OF A GOOD PARTNERSHIP

Some partnerships are destined for success and others are

doomed to failure right from the start. What makes or breaks a

partnership? Here are some qualities good partnerships have in

common:

• Healthy debate: You should have room for debate before

decisions are made.

• Open-mindedness: You shouldn't have to spend valuable

time continuallyconvincing your partner of your goals.

• Commitment: You should be committed to each other and

your goals.

• Similar values: You and your partner should share the same

values.

• Accountability: You and your partner should push each other

to achieve objectives and have mutual accountability.

These qualities will guide you in establishing a partnership in

your business. Nowwe'll look at how to partner with others outside

your company: setting up your team.
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Your All-Important Team

The following lists includeall the people and professionals you will

eventually haveon your team and how to evaluate and select them.

While the listsmayappear overwhelming, understand that you will

accumulate these contacts over time, and you don't need all of

them at all times. There's no need to run out and start interviewing

paving companies, for example, when you don't have a parkinglot

that needs resurfacing. You just need a few key team members to

get started—an attorney, an accountant, a realestate broker, and a

property manager. But here are the full lists to get you prepared:

YOUR BUSINESS TEAM

Beforeyou do anything, even print your business cards and letter

head, get your business set up correctly. To do that you'll need to

talk with an attorney who will advise you about setting up your

company. Should you set up a corporation, a limited liability com

pany, or some other business entity? You'll need to know the pros

and cons of each to make that decision. Regardless of which you

choose, havinga formalcompanyestablished will protect your per

sonal assets and provide tax advantages to you. If you need more

information before choosing your own business team, you should

contact:

• Your own attorney. You'll need this person to file the paper

work with the corporation commission. There are do-it-yourself

kits, but unless you know what you're doing, I adviseagainst them.

• Yourown accountant. This person willbe able to giveyou tax

advice based on your own personal financial situation.
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THE PROPERTY SEARCH TEAM

The property search team includes people you will most likely

have to find on your own. I recommend interviewingseveral pro

fessionals in each field until you find people you like, who know

the market, have your same levelof integrity, and who understand

they are there to help you achieveyour goal. Both of these profes

sionals can also help you establish the rest of your team especially

for the property inspections commonly called due diligence once

you get into escrow.

• Real estate broker. The real estate broker will help you un

derstand your market and help you find properties.

• Property manager. Thisperson will help you assess the prop

erties you are considering from an operational perspective. They

will giveyou a solid idea of what you are getting into.

THEOFFERTEAM

Your property search team will most likely refer some or allof these

professionals to you as you need them. That's another reason why

who you choose as your real estate broker and your property man

agement contacts are so critical. Theyset the tone for your entire

team and therefore your entire work experience. Choose wisely!

• Attorney. Your attorney will certainly help you set up your

business, but he or she will alsohelpyouwade through letters of in

tent and purchase and sale agreements.

• Lender or mortgage broker. Finda lender or broker who un

derstands the businessof property investing. Notonlywill they lend
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you money but they will alsoprovideyou with leads on other prop

erties that are ripe for sale.

• Investors. Bycommunicatingyour goals and doing the work

of building your team, you should find several sources of equity

who will entertain investingin rental property.

• Contractor/Rehab specialist. Contractors see things you and

I don't when it comes to walking a property. BeforeI sign any deal,

I havea contractor perform a detailedinspectionand file a report of

all critical and noncritical repairs.

OTHER TEAM MEMBERS

Fromtime to time,you mayfindyou need these professionalsto as

sist with projects that arise when either considering a property or

once you own it. As with the professionals on the previous list,

these team members will come to you through referrals.

• Accountant.Your accountant will help you not onlywith your

own business finances, but also help you put together profit-and-

loss projections for the properties you are considering.

• Appraiser. An appraiser is an important team member and

should be a person who specializes in both your market and the

types of properties you are targeting. Thisprofessionalwill help you

determine the appraised valueof property before and after the sale.

• Architect. Some properties need more than just a coat of paint

and the bushes trimmed to get them into shape. An architect can

help you with new design ideasand renovations to increasecurb ap

peal and operations performance.
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• Insurance agent. The insurance agentwill help you place the

proper protections when you own the property. Having the right

coverage for the rightpricewill be necessary ifyouacquire property

• Property tax consultant. Property taxes are realities in this

business and propertytaxconsultants canensure thatyourtaxes are

being assessedfairly and accurately

• Income taxconsultant. The tax laws are complicated and it is

always good to have the advice of someone whose job it is to keep

up with tax law.

• Estate planner. As yourrealestateassets grow, an estate plan

ner can helpyoushelterand dispose of them in the eventof illness

or death.

• Environmental company/industrial hygienist. If you suspect

mold,asbestos, or anyother environmental hazard, you'llneed one

of these to help you through the process of testing and removal if

necessary.

• Surveyor. As you are rehabilitating a property, you mayneed

the services of a surveyorto assess boundary lines, elevations, and

other such matters.

• Structural engineer. Your contractormayfind a problem that

jeopardizes the structural integrity of the building. Call in a struc

tural engineer, who will analyze the problem and recommend a

strategyto repair the building.

Teams are just that: People who work together to get the job

done. Theyshouldbe on yoursideand havethe mentality that when

you are successful, theyare successful. Keep searching untilyou find

peoplewhosegoals and business methodsgelwithyourown.
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CHAPTER 3 ACTION STEPS ——

• Understand it takes a team to be successful in this business.

• Determine whether you want a partner.

• Evaluate partner candidates based on the qualities of a good

partnership.

• Establish your business team first—an attorney and an ac

countant.

• Begin networking to find other teammembers foryourprop

erty search team, your offer team, and other team members

you'll need from time to time.





Chapter 4

Research Can Be Fun?

AtRobertKiyosaki's Rich Dad Seminars where I often speak, atten

dees always ask me, "How do I find good investment property?"

This has to be the most commonly asked question, and for good

reason. There is a needle-in-a-haystack sort of quality to this whole

endeavor, or at least it seems that way, particularly if you've never

done it before. Do you look in the newspaper, grab sales sheets

from real estate offices, check out the Internet, drive around? The

whole thing seems so haphazard. Truth be told, there is a lot of in

formation out there about property and a lot of ways to get that in

formation. Maybe too many ways. Knowing which resources are

valuable and knowing how to access them can save you time and

frustration.

In this chapter, I'll reveala research strategy that you simplycan

not do without. Bywalking you through my experience of buying a

property in a new market I knew nothing about, you'll see how this

research method works and what you can gain from it. There's no

real trick to this at all. It's just having fun, being open to the infer-
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mation that's available about your market, knowing where to look,

and committingyourselfto do it.

Researching a marketcanbe a lot like doing the preliminary re

searchfora college paper. Maybe yourememberthe feeling ofstep

ping into the library for the first time. Looking around at all the

books, magazines, computerdatabases, and microfilm (ifyou're as

old as me) was overwhelming. You knew the information youwere

looking forwas in there somewhere; the problem was finding it and

making sense out of it.Your first paper was always the hardest. But

once you got familiar with the best sources in the library the next

papersget easierand easier. (Well, at leastthat was whatI was told.)

My college professors would be proud of me today, because I did

eventually learn how to do research. And I learned how to make it

really fun. We havea great time researching marketsand properties

because research to me is nothing more than using the resources

around you to gaininformation and insight into a particular subject.

In this business that means talking to people, touring an area, tak

ing in the sights, evenwithin yourown town. Kind of sounds like a

purposeful, tax-deductible vacation, doesn't it.Well it canbe, so let's

get the party started!

The research techniques described in this chapter will help you

three ways. First, theywill give youa snapshotof the various markets

and submarkets within your city or town. The more diligent you are

aboutdoingthe research the morevivid the picturewill be.Andin the

chapters aheadyou'll see why a veryvivid picture here will save you

time and moneylater. Second, this research will showyou how the

marketwill influence your propertyinvestment. Andthird,you actu

ally may be lucky enoughto find property leads during the research

phase (butdon't counton it). Themost important fruit from youref

forts is the picture of the market. Theproperties will comelater.
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I grouped the research I do into three easy-to-define and

easilyunderstood categories. The descriptions for each are in the

sections that follow.

Level One Research

Level One Research is what I call the very preliminary stuff. To

do it, you don't even have to leaveyour house. This is research you

do before you even set foot on a property, or in the case of the true

story of our acquisition of the waterfrontproperty in Portland, Ore

gon, before we even set foot in the town. You should know we

didn't just pick Portlandout of a hat. Beforewe settled on Portland,

our goal was to do Level One Research on all the major markets in

the Western United States. It was time to expand our company's

reach, and the question waswhere to go. One of the first things we

did waslook at all the newspapers and business journal newspapers

in every majorWesterncityviathe Internet. We followed the online

hyperlinks to every interesting lead.

Forexample,we'd type in a citylikeDenver into a search engine

and up would pop a story about population growth. We'd follow it.

Then as part of that story there'd be a link about school funding.

We'd follow it. What we found was very interesting, particularly in

Portland. First we discovered that the city has an urban growth

boundary that we felt would limit the supply of rental property in

the future. That's a good thing! Nextwe found that the cityof Port

landwasprogressive in their downtownplanningand progressive in

terms of transportation with their light rail, bus system, taxisystem,

streetcar system, and even plans for a future water taxi on the

Willamette River. Wealso found that living and working downtown
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was in high demand and that the downtown employment picture

was favorable. We were beginningto get our picture of the market.

It was looking good.

Then we started to uncover some of the city's limitations. On

the downside we found statewide unemployment was leading the

country with a whopping 8.1 percent. This was an important find

ing because when we sawthat statewide number compared to un

employment in downtown Portland, we knew for us the only

opportunity was downtown or possibly a few other suburban

bright spots. Furthermore, downtown was mostly all built out and

had even greater supply restrictions than the rest of the metro

area. Our job was not going to be easy

We found out this informationin less than a dayallfrom mydesk

in Phoenix, Arizona. Although there were some negatives about the

market, overall we were pleasantly surprised and impressed with

Portland. It was nothing like we expected it to be. We thought it

would be a place with major corporate layoffs, a place plagued by

downturns in the logging industryand agriculture, and one that was

especially hard hit by other economic woes including declines in

the stock market and the after-effects of the 9/11 tragedy, which had

happened just four months earlier. Our preconception of the area

was based on the broad brushstrokes painted by the media and,

boy, were we wrong.

We saw Portland as a progressive city that was concerned about

the quality of life and that had long-term plans for building a won

derfulcommunityfor todayand tomorrow. We alsofound that down

town Portland was one of the least affordable places to live in the

Northwest.

Portland was a mixed bag, but the negatives didn't scare us. In

real estate, you've heard the saying buy low and sell high. In most
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cases the opportunities to buylow are when the economy is down

and the pressismaking a living bysaying badthings aboutyou. That
was Portland.

The point here is not to sellyou on Portland, but to tellyou that

we would have never known any of this unless we decided to do

Level One Research in that area. We would have never found out

that downtown Portland was a market withgood employment, that

it was progressive and forward-thinking, that it had a veryhighcost

of home ownership, and that it was in high demand. This was all

good news for rental property investment, contrary to the picture

the media painted.

We knew it wasworthy of a site visit.

Level Two Research

In Portland, we were a couple of desert dwellers from Arizonawho

came armed with information but hadn't seen rain in months let

alone trees that actually bear leaves. We were as green as the Port

land landscape. We plunkedright into this marketknowing no one.

We were prepared, however, to conduct Level Two Research once

we got there to develop a team that would help us understand the

market and maybeeven lead us to property. Research plays an im

portant role in establishing yourself within the market and finding

the people who will help you make thingshappen.

Level Two Researchis about meeting face-to-face and we didn't

waste time.Even before we arrived we had made phone calls to set

up meetings with property managers, commercial brokers, com

mercial lenders, city officials, and businesspeople like the pub

lisher of the local apartment guide. When we arrived we met with
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each of them. First of all, theywere amazedat how much we knew

about the area and the depth ofour knowledge. Theyaffirmed the

thingswe presumed to be true and set us straight on the assump

tions that were offbase. For instance, they confirmed our assump

tion that the limitedsupplyof housing in downtownPortlandwas

greater than in any other area of the city. They confirmed that

there was a high demand to live and work in the city. They con

firmed that the downtown area was not only a vibrant, progressive

community for those who lived there, but that it was also a draw

for people who livedelsewhere through its Saturdaymarkets, jazz

festivals, holidayevents, convention center, RoseGarden, parades,

and more. It was a true citycenter.

We didn't get eveiything right during our Level One Research,

though.The peoplewe met withsurprised us bypainting a gloomier

pictureof the oudying suburbanareas thanwehad paintedourselves.

There was more overbuilding than we had assumed and there was

more available land than we had assumed. Nike and Intel had a very

large presence there without much other employment of any size.

The overall picturewas clearly a risky one.

It wasduring this time that we really started narrowingin on our

submarket. In anyeconomicdownturn, it's always smart to be in the

marketthat will turn positive first. That's true ofanything in business

whether it's the stock market, a business sector, or real estate. So we

looked at several submarkets and determined that downtown Port

land was strongest at this point and would be the first to rebound

basedon the simpleeconomics ofsupplyand demand,itsdiversified

employmentbase,and lack ofaffordable housing. We learned that as

the economy rebounded, the downtown market would be the area

that rebounded first.

While we were meeting with all our contacts, we clearly com-
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municated our goal—to buy a 200-plus-unit apartment commu

nity—and asked them a variety of questions like: who their fa

vorite property management people were, what lawyer they

recommended for legal work, if they knew any good accountants.

We asked for recommendations for every team member we listed

in the last chapter. Bythe time we left two days later,we had a vivid

picture of the market, and we had narrowed our search to a viable

submarket. We had some good leads for our team, and we were

told of several properties that were possibilities. We also took in

the sights, ate wonderful dinners, and generallyenjoyed our time

in Portland.

Level Three Research

When we returned to Arizona, we not only vividly remembered

what green trees looked like,we knew Portland was an investment

opportunity.Butwe stillneeded a bit more information to feelgood

about making a move there. That's where Level Three Research

came into play We firstcalledeveryteam referraland asked them all

the same questions we asked of our initialcontacts in Portland. Not

only did they give us their opinion and insights, they pointed us in

the direction of numerous Web sites,analyst newsletters, economic

development offices, citygovernment contacts, and other Portland

businesspeople who could add the finishing touches to our picture

of Portlandand could keep us on top of happenings in the area for

as long as necessary. Through this exercise we started to discover

who should be on our team.

We signed up for free online newsletters, got on the mailing lists

and e-mail lists of real estate agents, commercial brokers, loan offi-
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cers, and other professionals helpful to us. We are forever in the

know and hooked into the network. No longer do we have to seek

out all the information, a lot of it comes automatically to us.

During this whole processwe felt like detectives following up

on leads and putting the evidence together to arrive at a conclu

sion. Byinvolving others, wewere able to maintainour objectivity

and keep our perspective.All this took wassome time on our part.

The biggest out-of-pocket costs were our economy seats on

Alaska Airlines and one night at 5th Avenue Suites. We're talking

shoestring. And best of all, we paid nothing for the information

we received during the process. On top of it all, it was a good

time. Whywouldn't you do this?

Ultimately, our vision ofan apartmentcommunity evolved into a

condominiumconversion project. The researchwe did took our vi

sion ofan ordinary projectand madeit extraordinary. We were able

to redevelop an area, deliver exacdy whatthe areaneeded, and give

the cityand the peoplewhat theywanted.

I don't buy anything without researching the marketfirst. Even

in Phoenix, which is a market I know extremelywell, I do research

before I buy anything. Things change, markets and submarkets go

in and out of favor, big projects like highways change the patterns

and flow of a city There is always something.

Today, thanks to the Internet, research is easyand takesvirtu
ally no time.Everything isonlineand available. Foras difficult as re

searching that first college term paper was, this is a breeze. And

there's never been more riding on getting an A.
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CHAPTER 4 ACTION STEPS =====

Become familiar with the resources available online like:

° newspapers

° business trade publications

° government Web sites

° trade organizations

Realize that governmentofficials and staffpeople workforyou

and that meeting withyou is part of their job.

Testyour research abilities—see how much information you

can find out about your hometown:

° online

° through face-to-face meetings

° through in-depth follow-up phone calls





Chapter 5

Swamplandfor Sale

Next time you drive to work, take your son or daughter to school,

or race down a highway you've traveledhundreds of times, look to

the right and the left. Maybe I should say glance. Repeatedly. (It's

safer that way) But what I mean is this: Take the time to reallylook

around. I travel roads, the same ones every day, just like you do. I

think I know the area. You probablythink you do too. Afterall, you

pass by the same houses, the same stores, the same apartment

buildings, the same office parks every day, right? Well, caution

here. This type of complacent "knowledge," the knowledge you

get by passing by, can be dangerous when it comes to property in

vesting. First impressions and outward appearances of cities or

towns and the neighborhoods within them—also called markets

and submarkets—can be deceiving.

So can buying anything in a market that you know nothing

about. You've heard the saying, and it's true, a lot of swampland

gets sold to unsuspecting buyers not just in Florida but in every

city and town across America. Every town has its swampland. You
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know, it's the investment that sucks up allyour resources and of

fers nothing in return. And let's face it, getting people to venture

into the murkywater is a lot more challenging with alligators lurk

ing around.

Ifwe learn anything from all those poor people who have pur

chasedswampland with the hopes ofstriking it rich,we should take

awayone lesson:

The market is more important
than theproperty.

I'm always amazedby how much there is to know about a spe

cific marketor evena small submarket justa fewblocks in size. What

you see on the surfaceis just the beginning. Andjustwhen I think I

know an area really well, something changes. In this chapter, I'll

show you how to get beyond the appearances, avoid the swamps,

and see the true picture ofa marketand its smallersubmarkets. And

in the process you'll gain objectivity—a very good thing indeed

when it comes to real estate investing.

The Problem with GutFeelings

Too many people purchase investment real estate on a hunch or

a gut feeling. And while it is important to have instincts, under

stand that they are the products of experience, not a right of

birth. This gets back to the myths. People are not born knowing

this stuff. I believe it is impossible for a person who has never

done a single investment deal to have an instinctive knowledge
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that one deal will be better than another. It's not that simple. In

fact that's the kind of naive thinking that gets investors off to the

wrong start.

Save your gut instinctsfor twentyyearsdown the road. Starting

offon the right foot involves doing one thing really well: evaluating

your market and submarket. You must get to knowyour target area

and become an expert in it. Not for the sake of merely being an ex

pert, but for the ultimate purpose of finding a great property in

vestment that isviable and profitable for the long term. That's what

we're shooting for here. If you can accomplish that, the rest be

comes easy. And that goes for finding and keeping residents, which

directlyimpactsyour cash flow and profitability.

I've been in business for a long time and even I don't relyon in

stincts alone. Before we invested in the Portland River District, we

did our homework. You read about our online research, our site

visit, our marathon of meetings during our two-day tour and our

follow-up phone calls. That was covered in the last chapter. To be

honest, we had no choice. Knowing everything about the Portland

market and the submarket of the River Districtwas the only wayfor

me to make realistic projectionsabout future profitability. It was the

only way I could feel comfortable about making an investment.

Knowing the market inside and out was the key to knowing if the

project would be viable.

Factfindingis the opposite of relying on gut feelings. In the last

chapter as I discussed my research method, I touched on a few im

portant concepts that are worth defining further. These concepts

are critical to understanding the total picture of the market and

submarket.
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Supply and Demand

When it comes to investing in property of any kind, particularly

rental property, I make sure my first objective is to get an ac

curate read on the supply and demand in the area. I'm not talk

ing anything complicated, just basic economics. Supply is

defined as the number of rental properties available in a market

or submarket.

Ideally supply shouldbe low and
demandshould behigh.

Demand is defined as the number of people looking to rent.

Supply is easy to determine. In Portland, we asked our emerging

team, specifically brokers and property managers. They had

detailed data, including property names, sizes, addresses, and

dates of construction. Seek out this help; why do all this work on

your own?

Demand on the other hand is a bit trickier. I estimate demand

based on occupancyrates in the area. Ifa submarket has high occu

pancy, demand isgreat. Ifoccupancy is low, demand is soft.Another

indicator of demand is the prevalence of move-in incentives and

specials. If there are a lot of move-in specialsadvertised, demand is

low. If rental properties are offering no incentives at all, demand is

high. These are some outward signs.

Another factor to consider when determining supply and de

mand is future supply. By future supply I mean any and all new

rental property that is in various stagesof development, from plan-
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ning to permitting to construction.Futuresupplyis a critical indica

tor of how properties in the area will perform long term.

If through your research you find that supply is greater than de

mand, you maywant to stayaway or at least keep lookingfor a bet

ter market.Your job of finding residents, generating cash flow, and

increasing the profitability of the property will be more difficult.

Andremember, the value of a rental property increases based on its

operations and cash flow.

In Portland, demand in the River District submarket we chose

for our waterfront project certainly exceeded the existing supply.

We knew that based on our face-to-face meetings and the fact that

nothing was available in the area to rent. But by contrast, in the

smallmountain communityof FountainHills, Arizona, the opposite

is true. Here rental properties, includinglargeapartment communi

ties, and uncountable numbers of duplexes, condos, and single-

family homes seem to be everywhere. Many were purchased by

hopeful investors. Andnow they are competing head-on for a rela

tively smallnumber of renters. The reasonsfor this lopsided market

state are no mystery. Rather they are totallyexplainable. Have you

figured them out yet?

The Three Drivers ofSupply and Demand

Simply there are three drivers of a market's or submarket's eco

nomics that come into play. As an investor in real estate, you'll want

to keep each of these variables in the forefront at all times.Theyare

true indicators of supply and demand.
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EMPLOYMENT

This is the first and possiblymost important indicator of demand

and for good reason. If a market or submarket has lots of jobs,

people will come to fill those jobs.Very basic stuff. It is a fact that

jobs drive residency, so with all things being equal, property that

is near to employment is in greater demand. That's not to say

that people won't drive to livein a highlydesirable city or town or

that people won't drive to their job. But just be aware of the mar

ket condition.

Whenyou're looking for indicators of supplyand demand, look

at employment. In the case of Fountain Hills, Arizona, there is little

to no employment base at all. Nearly everyone who lives in the

town, who is of workingage, works elsewhere, like in neighboring

Scottsdale. Scottsdale, bycontrast, has manyemployers.Both Foun

tain Hills and Scottsdale are desirable places to live and both com

munities are beautiful places with excellent qualities of life. But

Scottsdale wins in terms of employment and therefore in terms of

demand.

People have to really want to live in Fountain Hills, and many

do. But the lack of a large employer or large office complex that

brings workers to the town means that Fountain Hills will find it

difficult to balance the supply anddemandforrentalpropertiesfor

many years to come. This same theory is also true for the town's

retail businesses and restaurants. Employmentopportunities bring

customers.

It is afact thatpopulation
follows employment.
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The sayingthat people go where the jobs are is true. It's what at

tracted people to Houston, Texas, in the late 1970s and early 1980s

and it's what has been attractingpeople to Phoenix, Arizona, for the

last twentyyears or so. Create jobsand people will come.

High employment can be beneficial for rental property invest

ments, but be sure to look at the whole picture. Even communities

with lots of jobs can stillbe overbuilt, thus throwing off the delicate

balance of supply and demand. Scottsdale has been smart to limit

the supply of rental properties. That has helped keep the vacancies

lowand the rents high. Fountain Hills, with its plentiful land bycon

trast, allowed the construction of too many rental units and there

fore vacancies are higher and rents are lower. Fountain Hills could

have been a premium rental community even without a strong em

ploymentbase and once was beforea boom in rental properties oc

curred in the mid- to late 1990s. After all, the town is a tremendous

draw for winter visitors and part-time residents, a good market for

rental communities.

Employment stability is alsosomethingto consider. As you eval

uate your market and submarket for employment, look at how sta

ble the employmentbase is.Arethe companiesreputable? Aretheir

productsor services in evergrowing demand? Is the mix of compa

nies diversified? These are indicators of stability. Just look at Hous

ton in the 1980s. Rental properties were booming and then the oil

industry came crashing down, takingwith it banks, hotels, home-

building companies, and numerous other businesses. Apartments

were vacant all over town, so to lure renters, owners and property

managerswere offering ridiculous move-in packages, includingsix

months' free rent, free televisions, and no security deposits. A sig

nificant drop in the local employment had a significant impact on

the economy.
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POPULATION

In a world of choices, choose to have your first—well let's face it,

all your investment rental propertywhere the people are!We've al

ready established that you need a stable and growingemployment

base, so it makes sense that you'd also want to be in an area where

there are lots of people. People who are your future customers.

That maybe a bit cut-and-dried for the new investorwho's thinking

about takingadvantage of a "greatdeal"on a single-family home on

the outskirts of town, off the beaten path. While it may be a won

derful property,and seem likea great deal, that's meaninglessifno

body is around to lease it. In this book, you'll find that once the

market is selected, the key to success is in the property itself and

valuation is a function of its operations—how well it operates now

and how well it will operate in the future. By operations, I mean

how much income the property generates, what the expenses are,

and what the overall profitability is.Operationssuccess in this busi

ness relies on a market of renters.

Peoplecertainly go where the jobsare. But they also migrate to

placesthat havea certainpersonaor living experiencebuilt into the

area.That's a somewhatvagueconcept, I know, so it maybe best to

use examples rather than try to explain it. If you've ever been to

Venice Beachin California, you knowthat it's a submarket of the Los

Angeles market that has a definite persona or living experience.

First of all, it's a California beach town that conjures up all the fun

and freedom that the California Office of Tourism, Hollywood, and

the Beach Boys spent decades promoting through commercials,

movies, and songs. Next, it's a submarket even among other beach

town markets that has a reputation for being edgy,avant-garde, and

youthful.



Swampland for Sale 65

Purchase investment property in Venice Beach and you

wouldn't have to say much more. Lots of people are drawn to this

lifestyle and the persona ofwhat living inVenice Beachmeans. Con

trast that with the Phoenix submarket of Dobson Ranch. There are

rental properties in this master planned community, but the area

has no real persona that drives the multitudes to it. Sure it's a nice

place to live and a great place for families, but there is no major

image that draws population. I'm sure most everyone reading this

book has never even heard of it.

Other areas that come to mind when I think of living experience

and persona are Key West, Florida, and CoronadoIsland, California.

Theyboth are exclusive beach resort communities.Whistler, British

Columbia, is another example and the name is almost synonymous

with skiingand stunning alpinescenery. GigHarbor, Washington, is

a mecca for boating enthusiasts. Aspen, Colorado,is the place to ski

and be seen. And finally Scottsdale, Arizona, is known for sun, golf,

spas, and shopping. These are famousplaces that possess personas,

but there are other less famousareas in every community that have

unique personas and living experiences that are known to those

who livein the region.

Take some lesser known areas in Arizona: Litchfield Park, which

was once known as the location of Luke Air Force Base and a lot of

farms, is now readily known in the Phoenix metro area as a boom-

town with lots of development, a sports arena complex in neigh

boring Glendale, and retail everywhere you turn. Mill Avenue, a

submarket of Tempe, Arizona, is well known as a youthful, happen

ing, artisticcollegecenter. Do you understand through these exam

ples the concept of persona and living experience?
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Places that have clearly defined
personasarepopulation
draws almost aspowerful

as employment.

The lure of charming buildings in towns that lack employment

and a solid persona have tempted even the best of us, me included.

Butdon't be caught! Charming buildings in towns withlots of peo

ple stay charming afterthe sale. And theyget even morecharming

when they are making money. Unless you're a Vegas gambler who

always tries to beat the odds, stayaway from markets and submar

kets that are not drawing people.

Now that you know some of the reasons why markets attract

people,you'll need to know howto quantify the population inyour

area. Here's another time when the team comes into play. Talk to

yourcity or town officials, visit theirWeb sites and set up meetings.

Remember, as a taxpayer, youare paying their salaries. You are their

customer. Do whatever it takes to get realistic population projec

tions, and when they rattleoffblue-sky numbers ask them to elabo

rate on the factors theysee that are contributing to this optimistic
growth scenario.

Ifanyofyoursourcesprojectpopulation to decline, that's a bad

sign. But at least they are honest. I always look for real indicators

from people, not blue-sky and value them for telling it like it is. In

addition to employment and town persona as population draws,

your contacts mayalso refer to the following:

• New highwaysor highwayextensions. These create new traf

fic patterns and transform areas that once seemed a long distance



Swampland for Sale 67

away, into places that suddenly seem close by. Ifa new highwayproj

ect is slated near that single-family home off the beaten path we

talked about earlier, it maynot be such a bad investment opportu

nityafter all.

• Masterplanned communities. These largeresidentialprojects

combine home and work and with them draw lots of people. New

communities in particular are usually backed by big-dollar advertis

ingcampaigns and the older ones likeDobson Ranchmentioned ear

lier in this chapter become yesterday'snews.

• Newsports stadiums and arenas. So often the hub of urban

redevelopment is a sports stadium or arena complex. These facili

ties bring tens of thousands of people to an area and open up all

kinds of opportunities for investment real estate. The new Phoenix

Coyotes hockeyarena in Glendale has been one of the most impor

tant projects in the recent emergence of neighboring Litchfield

Park, the boomtown we talked about earlier.

• Universities and university expansion. Universities are al

ways population drivers because just by the nature of what they

do, they bring a steady stream of students, faculty, and supporting

businesses to an area. The Mill Avenue submarket of Tempe that

we spoke of earlier is in walking distance of Arizona State Uni

versity.

• Redevelopment areas. Our River Districtproject in Portland is

an excellent example of a redevelopment area. The ideal central lo

cations,communitygoodwill, and an aura of "coolness" often associ

ated with redevelopment makes these kinds of projects population

magnets. People love the wow factor associated with before-and-

after stories.
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• Casinos. Casinos bring with them the masses who every

weekendand a lot ofweeknights want to try their luckand winbig

bucks. Theysaythat in the Gold Rush of 1849 the peoplewhomade

moneywere the oneswhohoused the miners and sold them goods.

The same is true here, except the gamblers at the slots are the

modern-day miners.

• Military bases. Notallmilitary personnel live on the base.The

property around government installations is often a good invest

ment. Just be careful of base closings, which are often in the news

around government budget time.

• Regional airports. Scottsdale airport is a prime example of

how valuable real estate can be around airports. The Scottsdale

Airpark is a haven for small businesses and a real driver of rental

communities and single-family homes in the area. A brand-new

highway linking the airport to the rest of the Phoenixmetro area

didn't hurt either.

• Company relocations. When Boeing moved from Seatde to

Chicago with it went thousands of jobs. Bad for Seatde, great for

Chicago. Corporate relocations are instantpopulation boosters.

• Major events. The 1962 World's Fair redeveloped downtown

Seatde and the legacy of that event, of course, is the Space Needle,

which isstill a tourist attraction over forty years later. Olympic Games
alsohavea way of transforming communities, as the 1996 games did

in Adanta and the 2000 games did in Salt Lake City Even annual

events like the SuperBowl cancompletely revitalize an areathrough

huge injections of new money.

These are just a few population drivers and when you see,

hear, or read about them, they are good indicators for growth.
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Projects and developments such as these tend to reshape the

face of a community, and change of this type is potentially lucra

tive for real estate investors. But there are also a few things to

watch out for:

• Resilience. Make sure that the growth of a market or submar

ket isn't too heavily reliant on one thing. In other words, if one ma

jor employer is responsible for nearlyall the population in a given

area, think twiceabout investing. Ifthe employermoves,so will your

market. You want a market that can withstand the ups and downs.

Motorola has significantly scaledbackits Phoenixoperations, which

could havebeen devastating to manycities. ButPhoenix'sstrong, di

versified economy and vigorous small-business community mini

mized the sting.

• Economic Diversity I steer clear of areas that don't have a

good diverse economy. It's happened beforeand it will happen again

that an entire market falls victim to an industrysector that goes bust.

It happened in Pittsburgh, Houston, it happened in Detroit, and

most recentlyin the SanFrancisco Bay Area when the dot-com bub

ble burst.

• Pioneering. Pioneers have a romantic place in history, but I

make a point of never being one. Being too far out on the fore

front of things can be expensive and dangerous. I try not to cre

ate the wave, simply catch a wave I see beginning to build and

ride it in.

• Affordability. I always look at the affordability of housing in a

particular market. If a single-family home is out of reach for most

people, apartment living becomes a valuableoption. This is the case

in big cities like New York and San Francisco, which attract large
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populations, most of whom cannot affordhomes. Lookfor markets

where the cost of home ownership far exceeds the cost of renting.

The closer the two variables are to each other, the harder it is to find

renters and the harder it is to keep them.

LOCATION

Location is the most important thing when it comes to real estate,

at least that's what everyone says. And I agree. But to me, loca

tions have to be evaluated not based on geography alone, but

based on how they measure up in relation to supply and demand.

After a location has met the criterion of being in an area with

good employment prospects and a growingpopulation, I look for

a few important physical features that experience has shown to

be valuable:

• Great locations have drive-by visibility. The more cars that

passbyyourpropertyand see your"For Rent" sign, the better your

chances of success.Drive-bys are one of the most effective forms of

advertising and certainly one of the most cost-efficient. Whenyour

property is on a street with no traffic, you'll have to resort to more

expensive and less effective methods of advertising. Thisalmost in

evitably reduces your profitability becauseloweroccupancy means
lower cash flow.

• Great locationspossess a rare quality. There's a one-of-a-kind

quality about great locations that you can't find everywhere. Our

Portland project was one of the onlywaterfront properties left in a

wildly popular area. It was an islandwaitingto be found. That's the

rare qualityI'm talkingabout.
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• Great locations are in demand. Some investors think they

can't afford to even look at property in the hot locations. I hear

this often at Rich Dad Seminars.But the truth is affordability is ev

erywhere, even in the hottest neighborhoods, if you buy the

property based on operational performance and not on the sale

price. You'll be reading more about this concept in chapters to

come, but for now know that you should never rule out A-plus

neighborhoods.

Take another look at these three characteristics of great loca

tions and what you find is that they add up to one simple truth:

Great locations are low in supply and high in demand. This is at

the heart of your market evaluation. Be realistic with your analy

sis and look at the future of the market with a keen eye on the

present. Propertyinvesting should payoffnowand later. The first

step in buying right is knowing your market better than anyone

else.

Focusing Your Market

Afterall the evaluation is said and done, you should be armed with

the information you need to narrowyourmarket. Afewchapters ago

we talked about goal setting. I put forth as an example the goal of

finding an eight-unit propertyin Phoenix. Thegoalwasas follows:

We will acquire one eight-unit property in the Phoenix

metro area within the next twelve months that will gener

ate at least $4,000of average annual income over the next

fiveyears.
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After reading this chapter, you should now be thinking that

"the Phoenix metro area" as a market is waytoo broad. That should

be narrowed considerably As you learn more about your own mar

ket, you will find yourselfcontinually refining your goal and your

search. That's perfectlyfine.Thisgradual focusingis necessary and

those who can't do it effectively find this type ofwork... well, a lot

of work.

So let's now refine our market to Scottsdale. That's much bet

ter. And we'll focus it even further to the Old Town area, a sub-

market of Scottsdale. I now know that myproperty choices will be

in the hundreds, not the tens of thousands. Do you see what I

mean about a lot of work? Focusing your market makes things

manageable.

CHAPTER 5 ACTION STEPS

Selectone market in your state, preferably one close to home,

that you maybe interested in.

List everysubmarketor separate neighborhood.

Defineand describethe employment picture of the area.

Defineand describe the unique persona of the submarket.

Determine supply-and-demand estimates:

° ask your team

° read the visual signals
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• Check your findings against the information in this

chapter.

• Rate the submarkets based on the criteria.

• Select your submarket.





Chapter 6

Finding Your
Diamond in the Rough

Identifying investment propertyis like dating. You want to makesure

you choose wisely becauseyouwill be committing time, energy, and

money. You'll be putting your heart into the effort and have big

dreams ofwhere things maylead—maybe a long-termcommitment,

maybe marriage. Dating just anyone, like targeting anyold property,

can be a huge time wasterand even cost you a lot of money I speak

from experience on both counts.

After the last five chapters you can see that choosing wisely in

volves setting a goal, buildingyour team, and evaluating and focus

ingon your market.There's a lot ofpreparation required before you

actually select a property. Andwhat you are lookingfor isn't neces

sarily the winner of the beauty pageant, but a diamond in the rough.

This is the one with the most potential, and potential as you'll see in

later chapters means bottom-line dollars.



76 The ABC's of Real Estate Investing

Timeand again, investors start at this stage—they workon find

ing a property and completely skip the preparation work. This is

whythe word "risk" is so often associated with real estate. Selecting

the property should come onlyafteryou haveassembleda team to

assist you, decided upon yourgoal, and done the work of identify

inga market or submarket. Never should it come before. It requires

a level of trust, but like I always say:

Trust butverify.

Bynow you have found your market and a submarket or sub-

markets within it. The next step is finding the property that will

achieveyour income and profitabilitygoalswithinyour chosen area.

Thischapter will showyou how. To do that, I'll takeyou through the

same steps I use to find property. We'll save the evaluation of that

property for Chapter 7.

This chapter and the one that follows are critical to your suc

cess in this business because this book isn't about just buying

property,it's about buyingproperty right.Forthe right price, in the

right area, with the right expectation to achieve your goal. This is

the only wayI buy, and the reason is simple. When you buy right

youspend yourdays tendinga gardenrather than digging out rocks.

Life is too short.

Setting Target Property Parameters

Let's go back to the hypotheticalgoal of findingan eight-unit prop

erty In the last chapter we focused our market to the Old Town
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area of Scottsdale. Now it's time to focus our propertyparameters.

Our goal currently reads:

We will acquire one eight-unitproperty in OldTown Scotts

dale within the next twelve months that will generate at

least $4,000 of average annual income over the next five

years.

You knowwhat's coming, don't you? We need to get more spe

cific about our eight-unit property. That's a vagueterm. WhenI was

just starting out in this business, I searched for property myself.

NowI hire someone to sift through property that is listed and not

listed to find what fits my parameters. You might think that's a lux

ury only established investors can afford. Not so. The person who

worksfor me is a broker and he gets paidwhen he findsa deal that

closes. Anyone can afford this kind of help. And helpful it was for

both of us. Together we were able to focus our search, hold each

other accountable, and improve our chances of success. Now, we

meet for an hour everyweek. It's not a huge commitment of time,

but it adds a lot of value.

Forme, it helps a lot to have a precise idea of the kind of prop

erty I'm interested in. It saves a lot of time,keeps mybroker and me

focused, and helps make the work manageable. I am very specific

about what I want to consider. For example, we're looking in one

market right now for a 150-plus-unit community in a good location

with high visibility, drive-by traffic on majorstreets, and constructed

after 1988. Even more specifically, I'm looking for owner-managed

properties where the owners live out of state and have just one or

two properties in the entire city.

These parameters are not arbitrary. I want properties that are of
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substantialsizeso we canafford to havea professional property man

ager on site to handle the day-to-day issues. That works wellwithin

my company's structure. The year 1988 is important because many

properties older than that takea lot ofmoneyto bringup to the stan

dard of other apartment buildings in the area. You will find it's nor

mal to replace roofs, paint, install new carpeting,and so forth. But if

all the other apartment buildings in the area have washer-dryer

hookups and yours doesn't, you will either have to spend lots of

moneyremodeling and updatingifpossible, or chargebelow-market

rents. Neitheris a good alternative. Seewhat I mean about knowing

your market?

Bytargeting properties that have owner-managers who liveout

of state, I have found there is a higher likelihood that they are not

managing the property to its full potential. There are a number of

likely reasons for this:

• Travel. Often people buy property in hot markets that are

far away from their own hometowns and underestimate how

much time and energy is required to manage it. Add in travel time

and expenses to that, and you can see why absentee ownership is

prevalent.

• Complacency. It's easyfor out-of-towners to lose interest and

become complacent over time. Especially if they are making money

and their property isn't one they drive by every day.

• Perception. Many owners wrongly believe that the invest

ment real estate business is an investment and not a business. They

think it is likea stock or a bond that they can buy and forget. In truth

it is a business they need to operate.
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• Lack of information.Thisactually happened with a property

my company manages; the owners have no idea at all about the

market, the market potential, or the condition of the property it

self. The owner bought it sight unseen! That is beyond my com

prehension.

Learning about your market to the level of detail that will

make you successful in this business continues during this phase

of the process. At last, you are drillingdown to individual proper

ties and there are a lot out there. You'll want to make sure your

target market isn't too big or you will end up considering thou

sands of properties. Recall in the last chapter the concept of mar

kets and submarkets. In San Diego, you have the Gaslamp

Quarter, Balboa Park, Sea World Area, Old Town, and Coronado

Island. In New York, you have Greenwich Village, SoHo, Upper

West Side, Upper East Side, TriBeCa, Harlem, Midtown. Then

there are submarkets within those areas. Know where you want

to be specifically, and start there. You may have to work your way

outward or to other submarkets if there is nothing in your first-

choice market.

The more established you become in this business and the more

people you tell about your goal, the more opportunities will come

your way. At least they will appear as opportunities; many of them

are distractions cloaked as opportunities. As tempted as you will be

to jump on a plane and fly from California to Floridaor fromVirginia

to Texas when you see what looks or sounds like a great deal, stay

focused and resolute on your goal. It's too overwhelming to try to

consider everything at once.
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Becoming an Expert

You need to become an expert in the submarket you select and a

good deal of that learning happens during the market evaluation

phase. But it also happens as you are evaluating properties. Adopt

the mind-set that learning is ongoing and forever. You never know

enough about a market and the market is constantly changing. I

look at everything around me in terms of real estate. Call it a sick

ness, but everystory I read in the paper, everyconversation I have,

every retail center I see, everystoplighterected on a street corner,

everynewemployer or employer expansion has realestate implica

tions to me. I see them everywhere. My eye is trained. But ifyour

senses are not as honed as mine, here are some guidelines to help

to achieve expert status:

USE YOUR RESEARCH

The researchyouhavedone in preparation for propertyinvestment

should be organized and usable. I have market and propertyinfor

mation organized so that I can refer to it at any time. Just because

I'm in the property-targeting stagedoesn't mean that I stop looking

at myresearch. The work that you did before should become your

bible. Scan it more intensely now that you've chosen your market

more specifically.

The research thatyoudid monthsagoshouldbe continually up

dated. Real estate is a fast-moving business, so I do researchall the

time. Anything that I see that pertains to my target markets I cata

logue and keep. Anything thatpertains to markets I'mnot currendy
targeting I catalogue and track. You justneverknowwhen a sleepy

community like Litchfield Park, Arizona, will pop onto the radarand



Finding Your Diamond in the Rough 81

become a boomtown, unlessyou trackit! Then, you'llsee it coming

often before anyone else.

READ EVERYTHING

I read every newspaper I can get my hands on in our target mar

kets. Sure I glance at the property listings, but more important, I

look at the news, the sports, the neighborhood happenings.

That's where I get a real picture of the market. Forexample, I look

for any big events that relate to the area. Take, for instance, the

school district passing a bond initiative to build another elemen

tary school. That's the kind of news that will draw people to a

community. Similarly, things like new retail centers, rezoning of a

land parcel, declarations of historic landmarks, crime reports, all

have real estate implications. So do feature stories that rank com

munities with the wealthiest zip codes, that have the lowest

crime, and that have the best school test scores. Even the morn

ing traffic reports tell you something about a market and its desir

ability.

LOOKAROUND

Before you seriously target a property, look hard at the neighbor

hood. I know this from experience. There are several apartment

buildings we manage but do not own. One building, when we took

over managing it, was so full of gang members, drugs, and violence

that anyone reputable was long gone. It was a haven for criminals.

Worst of all, it was right in the center of a neighborhood riddled

with crime. Things were so bad that in one apartment I entered dur

ing the site visit there was an M-16 propped up next to the door.
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Honest truth. We managed to clean up the apartment community

through massevictions and the hiringof off-duty citypoliceofficers

to patrol the property twenty-four hours a day. We made it undesir

able for criminals and slowly good people moved back in. But the

apartment building was all we cleaned up. We did not change the

neighborhood. And that's the lesson. You cannot changethe neigh

borhood, so make sure the property is in a place that you're pre

pared to manage. As a reminder, youwant to be riding the front of

the wave, not creatingthe wave. There's a difference. Let the hero

be Spiderman.

LISTENMORE THAN YOU TALK

Listen for the word on the street. The buzz. Not just what the news

is saying, but rather whatpeopleare informally talking about. Shop

owners, other apartmentowners, neighbors, utility meter readers,

cable technicians, mail carriers, UPS carriers, everyonewho spends

time in the market.Listen to what the insiderson your team are talk

ingabout. Listen to where theysaytheyaregoing next. Butdon't be

fooled byrumors. Ifyouhearsomething, verify itwithyour teamof

experts and others with opinions that matter. I believe in my net

work, and I make a point of keeping in touch with everyone in it

regularly. Thereare people whoI go to lunchwith just to listen to
what they have to sayand to find out what they are doing. Eventu

ally, you'll hear about things you'll read in the papers weeks later.

That's being on the front of the wave.
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JOINA BUSINESS NETWORKING GROUP ORTRADE ASSOCIATION

Oftenyoucanfindgroups that meet regularly that havesimilar goals

as you. I am active in the local Arizona Multihousing Association as

well as in the National Apartment Association and the Institute of

Real EstateManagement. Theseare good places to meet people who

mightbe valuable additions to myteam,to findpeople I maywant to

hire, and to stayon top of issues that couldaffect myinvestments.

Search on Your Own or Eire Out?

You can do all this pavement poundingyourselfand it's probablya

good idea regardless of which path you choose—to hire or not to

hire. For one, you'll be smarter about the propertyyou inevitably

purchase, and two, it will make youa better judge ofpropertiespre

sented to you bythe brokeryouhire.Buthiring this service out has

its benefits.

Brokers will help you find property in your market and will do

it on a 100 percent commission basis. That's what they do. When

you close the sale, a commission is paid, often by the seller. First,

brokers tend to specialize in their markets, so choose one who is a

specialist in your target market. Ifyou make a good selection your
broker can be a wealthof information to you. Theyknow the new

retailstores that are cominginto town, the new roads and highway

projects, even employers who are expanding or downsizing. Sec

ond, brokers save you a lot of time. They will be able to find prop
erty quicklyand present you with choices.Third, brokers can make

calls to property owners for you so you can cover more ground.

You probably won't strike a deal on the first call or even the tenth
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call. Finally—and this is a big benefit—thereare no up-front costs

to you.

Ifyou choose to hire a broker, makesure you havea person you

trust and that he or she matches your high degree of integrity. As

with everything, there are good brokers and bad brokers. A good

broker will be focused on building a relationship with you long

term versus working to obtain a commission. Good brokers really

do knowwhat's going on in the market.Moreover, they are known

for knowingwhat's going on in the market.Theyare quoted in the

paper. They are active in the community. Good brokers communi

cate with you often vialetters and e-mail. Theyare proactive in the

waythey do businesswithyou byfollowing up on the details.They

are usuallythe top producers in the market. Remember, trust but

verify.

The hardest road is the oneyou travel
alone. No man is an island.

Nothing Isfor Sale

After weeks of narrowing your market, defining your submarket,

learning everything there is to know, and talking with business

leaders in the community, your broker gives you the bad news:

There's nothing for sale that meets your criteria. So now what do

you do? Should you move on? Start looking in another part of

town? Wait until something suitable comes on the market? Of

course not. You simply make a move to buy a property that isn't

technically for sale!
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I believe when a property is listed, it's too late. By that point,

you're competing with other prospective buyers, and workingwith

a seller who has established a purchase price that he or she may

want to stick to. When I see a waveworth riding in a particular area,

I don't wait for the "ForSale" sign to get plunked into the ground. I

go for it. Often, the "ForSale" sign never makes it in the ground be

cause other people recognized the trend before you did and beat

you to it.

The issue here isabout the realestate and buyingit right. It's not

about whether the property is for sale or not. You've heard the say

ing "everything is for sale,for the right price." Well, the same is true

here. Most of the properties we purchased in 2002 were not listed

for sale. Theywere all acquired by making the first move and con

tacting the owner. So how do you do that?

Contacting the Owner

When you begin working in the investment real estate industry,

you'll quickly realize there is no privacy in this world. I mean it. In

less than ten minutes on the Internet, I can find the value of the

house you are living in, how many square feet, how many bed

rooms and baths, what you paid for it and when, what it looks like,

where it is located, and in manycases see an actual aerial photo

graph of it taken bya satellite camera! Does that surprise you? Well

you won't be surprised for long because this is exactly the type of

information you'llbe pulling offthe Internet yourselfas you inves
tigate properties.

Everything I mentioned in the paragraph above is a matter of

public record. None of the sources to find this information are ille-
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gal or shady In factmost allof them are government agencies. My

point here is simply, if I can find out that information about your

house, you can find it out about any buildingyou are interested in

purchasing. That includes the name, address, and phone number

of the owner.

That's one easy way to find out information about a property,

and you're always better offknowing as much as you can. You can

also take the direct approach and ask residents, the property man

ager, realestatebrokers whoworkthe area,the taxassessor'soffice,

and tide companies.

Sometimes as you look for the owners of a property you'll dis

coverit is owned bya corporation, not a person. Don't let that stop

you. Call the corporation commission in your state and you'll be

able to get the names, addresses, andphone numbers of the corpo

ration officers. Nothingis secret!

Once you have enough facts about a property, you'll want to

call the owner. This is the best wayto find out more about a prop

erty and see if the owner would entertain an offer. Making the

phone call can be scary at first but not ifyou are honest from the

get-go. There'sno need to tap-dance. Just askthe question and be

prepared for rejection.

To help you through the first conversation with the property

owner, I'veset up the following table. It maps out a typical conver

sation and what to say.
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The OwnerSays

Hello.

Yes I am.

I might be interested in
that. What did you have
in mind?

You Say

Hello, my name is (your

name). Are you the
owner of the property
at (state the address)?

Your property is one of
ten on the list that fits

my parameters of an
eight-plex in Old Town

Scottsdale and I'd like

to talk to you about
buying it.

First thing is I'm not a
broker lookingfor a list
ing, and I'd like to say
that everything we talk
about here is confiden

tial and I am prepared
to send you a confiden
tiality agreement. I'll fax
it to you immediately,
signed by me.

Comments

At this point the owner

is thinking you are a
mortgage broker trying
to get him to refinance.
He'll want to hang up.

Now the owner is think

ing, "Who is this guy
and is he reputable? Is
he a broker just trying
to get a sales listing or
is this a real buyer?"

The owner is thinking
the confidentiality
agreement is very pro

fessional. He likes that.

This sounds legitimate.

(Tablecontinued)
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The Owner Says

What kind of money are
we talking about?

What kind of informa

tion do you need?

You Say

I'm not prepared to
make an offer today,but
once I find out more

about your property
and its operations, I'll
get a formal offer to you
within a week. If you
can give me some basic
information, I could get
an offerstarted right
away.

My offer will be based
on a return on my in

vestment. And I won't

know what that return

is until I look at the op
erations of the prop
erty.

For starters, I'll need

the rent roll [which is a

listingof the units and
how much they rent
for] and your current
occupancy.I'll also need
your operating ex

penses.

Comments

At this point, you are
not in a position to

make any kind of offer
because you don't know
how the property is op
erating. Remember,

buying right is about
buyingbased on operat
ing performance.

The seller may be reluc
tant to give this infor
mation or he or she

may be open to it.

You must make the

owner understand that

he or she is risking
nothing by giving you
this information and

that he won't ever get
an offer unless he does.

The rent roll and cur

rent occupancy rate are

the two key indicators
of how a property is op
erating. These two
pieces of information
are critical to establish

ing the purchase price

as you'll see in the next
chapter.

You will likelyfind you
are educating the seller
here and helping him
determine what the

property is really worth.
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The OwnerSays

I don't want to send

you that information.

Tell me a little bit about

you and your company.

You Say

Okay, I can make you
an offer without this in

formation, but unless I
know how the property
is operating, the offer
maychange dramatically
should we decide to go
forward and I will see

this information during
the buying process.

I'd rather be informed

now and provide you a
reasonable offer right
up front. If nothing else,
you'll get an assessment
of how much your
property is worth. I'd
rather not have to rene

gotiate further down
the line.

We are a real estate in

vestment company in

(your town) and are
looking for properties
in this one-mile area

near the Old Town

Scottsdale center. With

the right information we
are prepared to make
an offer within one

week.

Comments

The owner needs to un

derstand that there is

no risk here. This is in

formation you'll need to
know sooner or later,

and sooner is better. As

you'll see in the next
chapter, you'll review
the property operations
in detail before you buy
anything, so there's no
point keeping this infor
mation secret.

If the owner asks this

question, be prepared
with your thirty-second
speech about your com
pany.

The owner at this point
may want to have one
more credibility check.
The idea here is to

make sure he or she

knows you are profes
sional and credible and

that you mean business.
You must demonstrate

that you are capable of
pulling off the deal and
that you are decisive
about what you want.

(Tablecontinued)
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The Owner Says

That sounds fine. I'll get
you the informationyou
need.

I'll look forward to hear

ing from you.
Thank you. Goodbye.

You Say

To summarize then:

You're going to get me

the rent roll and the oc

cupancy and operating
expenses by tomorrow
morning. I'm going to

send you my confiden
tiality agreement imme
diately, and I'm going to
send you my offer letter
within a week of receiv

ing your information.

Great. I'll get back to
you.Thankyou for your
time. Goodbye.

Comments

To conclude the call, re

state the action items

and set up the deliver
able dates.

Conclude the call on a

cordial, optimistic note.

If the Seller Is Not Interested

The Owner Says

No, I'm not interested.

You Say

I see. Can I send you my

information and keep in
touch?

And please call me if
you reconsider.

Comments

In the event of rejec
tion, don't burn the

bridge. Many of the
properties I own today
were originally owned
by people who were not
interested in sellingat
first. Stayin contact
with these people and
call once a quarter. Put
them on your mailing
list.
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Contacting the owner can be easy, provided you steer the con

versation in the direction just demonstrated. The goal with the

first phone call is to try to educate the seller and build a relation

ship. There are two kinds of sellers: one trusting and the other

untrusting. Some people may give you lots of information and

that helps. Others may be secretive and not want to divulge any

thing. Either way, keep accurate notes of everything stated, be

cause what is stated in this conversation is highly material to any

future negotiations.

Learning and Networking

Whether your first contact with a property owner leads to an even

tual purchase or not is not that important. The whole exercise is

worth the practiceand the learningthat can onlycome from doing.

I find that no matter how much I think I know about a market, I al

ways come away fromconversations withpropertyowners knowing

more than I did before. You'll be surprised at how quickly you will

come to knowa marketor submarketbytalking to property owners

within it.

As a side benefit I also know I've established another entire

network of people for future leads. Fve found several properties

this way. One building I now own came my way from a property

owner who didn't want to sell the building I initially contacted

him about. Instead, we ended up doing a deal on another prop

erty a few miles away. This happens often.

This whole process is about becomingan expert, putting out

feelers, and getting some actiongoing, so don't be discouragedif

your first calls are rejections. It's like fishing. You put the worm
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on the hook, castit out, andseewhat comes back. Eventually one
or twowill bite and then the realaction begins. And that's the fo

cus of our next chapter, determining the initial valuation of the
property.

CHAPTER 6 ACTION STEPS

• Narrow your target property parameters further based on

your initial review of properties in your targetedsubmarket.

• Find out everything you canaboutthe properties inyourtar
geted submarket:

° use your teamto helpyouget specifics on everyproperty

° create a spreadsheetor chart that compares, at a glance,

the rents, features, and amenities

• Continue to read the business, government, and news sec

tionsof newspapers and recognize how anychanges can im

pact real estate.

• Find all the real estate associations in your area and join

them. Attend their functions and make a point of meeting

people.

• Decide whetheryouwanta broker to help youfind property.

• Locate and target a fewproperties you maybe interested in

buying.

• Find the owner information on the Internet.
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Call and meet with residents,shop owners,and property man

agers to get more information.

Get ready to make your first phone calls (you'll need the in

formation in Chapter 7 to follow up on any properties that

maybe for sale, so hold offon making your calls!).





Chapter 7

Is It Really
a Diamond?

Someone once told me that the average person remembers only

three to five concepts in a business book.Just three to five! I know

alreadyin this book there havebeen dozens of concepts presented.

So which ones are going to be remembered and which ones forgot

ten? I found this statement hard to believe until I started to think

backon the books that I read recently. AndI had to admit that ifI re

membered three concepts in each of them I was lucky. (I always

knew I was average.)

Well, I'm not going to assume that with this book I'm going to

change the reading comprehension rate of the typical human. And

I'm not goingto take it personally ifafterreadingthisbook, you don't

retain every single thing. But I will be disappointed if you don't re

member the concepts in this chapter. In fact, ifyou forget everything

elseyou read in thisbook, thisis the one chapterI hope you not only
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remember, but refer to often. Because ifyou master the process I'm

revealing in the pages ahead, yourlife asan investor in rentalproperty

will be infinitely easier. Infinitely!

It's true that your success in this business is the result of your

preparation. That's the message and the purpose of the earlychap

ters of this book. But regardless of how prepared you are, you can

create a disaster foryourselfin a matter of seconds ifyou can't tell a

diamond from a cubic zirconium. That's the time it takes to sign

your name on the dotted line of a bad deal.

I know that sounds pretty scary. There is littlegrayarea separat

ing a good deal from a bad one; and to me, grayarea is made up of

black and white. Adeal is either good or bad and fortunately a bad

one is easy to define. It is simplya deal where the numbers don't

work. In other words it's when the projected cash flow—income

minus total expenses—equals a low or negative number.

Ingood dealsthe numbers work.
In baddeals, they don't.

Does this seem terriblyobvious? Ofcourse it does. Butyou'd be

surprised how many times investors ignore this simple truth. They

purchase property based on the seller's asking price, or something

close to it, instead of the operational performance of the property.

Here are a few principles about property investingwe need to get

out on the table right now:

• The seller's askingprice is irrelevant.

• You determine the property value, which becomes your offer.
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• Withmultipleunits, the propertyvalueisbased on the current

cash flowof the property.

These three principlesare the foundation for everything else in

this chapter. That's because in this chapter, I will walk you through

my own personal system for determining property valuations for

multipleunits. It's calledthe Five Step PropertyEvaluation and I've

used it for the past fifteen years with outstanding results. Here it is

in a nutshell:

1. Verify property income.

2. Verify expenses.

3. Determine net operating income.

4. Find the capitalization rate and valuation.

5. Calculate the loan payment and your profit or cash on cash.

I use those five steps to come up with the initial cash flow for the

property and arrive at an offer price. To do that, we look at every

thing associated with expenses—including our loan payments—

and everything associated with income during our analysis. In the

end we have a solid picture of the bottom line for the property and

are in a position to make our offer.

You'll realize the importance of this process when you think of it

this way. Would you put your money into a mutual fund without

lookingat its past earnings performance?Would you put your money

in an annuity if you didn't know the annual interest rate? Probably

not. Well, why invest in real estate without a reasonable estimate of

what your return on investment will be? In real estate investing, re

turn on investment is also called "cash on cash," and it is your net

cash flowas a percentage of your down payment.
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For instance, if you put $100,000 down on a property and it

brings in $1,000 of income per month, your cash on cash is 12

percent per year. Not bad. But if that same property brought in

$500 per month, your 6 percent return maynot seem worth your

time. As you read on, you'll see why it's too early to make that

judgment.

Furthermore, the process I will describe in this chapter will en

ableyou to value propertywithoutactually doinga physical inspec

tion. You heard me correctly. In over 95 percent of the offers we

make, I do not visit the communitybefore I complete the valuation

and makean offer. Whatcould I really gainbydoing a property visit

that I couldn't learn from the sellerat this point? If I personally vis

ited everysingleproperty mycompanyis considering,we would be

forevervisiting propertiesand haveno timeleft to actually purchase

them. At this stage, I rely on my team to fill in any gaps I may have

in my knowledgeabout a property.

Case in point, we just opened escrow last week on a 172-unit

apartment building in Glendale, Arizona. I had one of my team

members visit the property while we reviewed the numbers. The

negotiation lasted about three weeks as we went back and forth on

the offer price. The figures we used for our evaluation came en

tirelyfrom the seller and the broker listing the property.Don't mis

understand. I will not buy the property without walking each and

every unit, performing a thorough inspection, and verifying the

numbers. I just let my team do a lot of the preliminary screening

for me.

Another property in the works right now is in San Diego.We're

in the second round of negotiations and I have yet to actuallyvisit

the property. This shows the level of confidence I have in my part

ners and my team members. They feel good about the property, so
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I feel goodaboutthe property; I trust themimplicitly on whatcould

be a $66millionacquisition.

My pointwith these two stories is that offers are nothingmore

than an opportunity to lookat the numbers and make an educated

guess about how a property will perform in terms of cash flow,

based on a brief, top-line evaluation. As you'll see in a later chapter,

you'll findout about the propertyin minutedetailonce you "tieup"

the propertybygettingit undercontract. That'swhenyoubeginthe

inspection periodknown asdue diligence. Butlet'snotget aheadof

ourselves. Let's take a look at the Five-Step PropertyValuation. That

will give us the information that we need to say"go" or "no go" to a

property investment.

Step 1: Verify Property Income

Evenif the seller discloses the current income on a rental property

either througha pro forma documentor verbally, verify it. Property

income is the first and perhaps the most important factor when it

comes to buying investment property. Unlike your primary resi

dence mortgage, which the bank secures with your own assets,

rental investment property loans are most often secured by the

income-generating potentialof the property itself. Ifyou don't ver

ifyincome right up front, you'llhaveto do it later for the bank, so

there's no time like the present. And this one variablewill tell you

without going any further whether this property is worth any more

of your time.

Before we get too far, let's define some terms. There are three

types of income to consider with any property: actual income, ac

tual potential income and future potential income.
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• Actual income: The total income the property generated in

the prior twelve months.

• Actual potential income: Thetotal income the propertycould

have generated in the prior twelve months had all units been 100

percentoccupied andhad the ownertaken advantage ofall other in

come opportunities.

• Futurepotentialincome: The totalincomethe propertycould

generateat today's market rents, 100 percentoccupancy, and taking

full advantage ofall other income opportunities.

Traditionally, many propertyowners will tryto selltheirproperty

based on the future potential income. It is in your best interest to

buy it at the actual income. That's the way I like to buy—based on

the way the propertyiscurrently runningand the amount ofmoney

it iscurrently making. I thinkofthat as"wholesale." Ifyoubuyprop

ertybasedon howit couldrun and the incomeit couldgenerate in

the future—the future potential income—I call that buyingit "re

tail." Try to avoid retail purchases at all costs. Buying right means

buying at wholesale. When you buy wholesale, your mortgage is

lowerand rightout of the gate that meansyou are maximizing your

profitability on the property

With the important distinction between retail and wholesale

out in the open, trust but verifyall numbers listed on the back of

the sales brochures you get from brokers and sellers. These sales

brochures have a fairly standard format. Usually on the front there

is a photo of the building and on the back are a lot of numbers

that depict the property's operations performance. You simply

cannot accept these numbers as fact, since they are often inflated.
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Before you start a rumor that KenMcElroy is a broker hater, know

that on the bottom of every sales brochure I've ever seen are

these words:

This brokerage company makes no warranty or representa

tion about the content of this brochure. It isyour responsibil

ity to independentlyconfirm its accuracy and competencies.

Any projections, opinions, assumptions or estimatesused are

for exampleonlyand do not represent the current or future

performance of the property.

This disclaimer makes it pretty clear that a smart investor must

verify eachand everynumberin thisbrochure. Ifyoudon't, theyare

basically saying with thisone statement: It's yourownfault.

Here's how you verify the income from the numbers on a typi

calpropertypro forma in a sales brochure. The information I'll use

in this exampleis from an actualproperty in Phoenix, Arizona. Let's

start with unit mix and rent schedule.

UNIT MIX AND RENT SCHEDULE

The unit mix and rent schedule is a table that is usually in rental

property brochure pro formas. It lists the number of units, the

type, square footage, and rent. Its purpose is to give you a picture

of the income, by unit and overall for the property. Here's an

example:
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Number Total Total Rent/

ofUnits Type Sq.Ft. Sq.Ft. Rent Rent Sq.Ft.

6 1/1 650 3900 *$475 $2,850 $0.73

2 2/1 750 1500 *$575 $1,150 $0.77

8 Averages 675 5400 *$500 $4,000 $0.74

♦Current rents average $480 for the two-bedroom units and $422 for the one-
bedroom units.

I use unit mixand rent schedule tables to verify the rent income

on properties, and from experienceI haveyet to ever find one in a

pro formathat accurately depicted the actualincomepicture.That's

why it's important to know how to read and analyze this informa

tion. Let's look a little closer.

Number Total Total Rent/

ofUnits Type Sq.Ft. Sq.Ft. Rent Rent Sq.Ft.

6 1/1 650 3900 *$475 $2,850 $0.73

2 2/1 750 1500 *$575 $1,150 $0.77

8 Averages 675 5400 *$500 $4,000 $0.74

♦Current rents average $480 for the two-bedroom units and $422 for the one-
bedroom units.

With this information, the owner is tellingyou that the total rent

for the eight units on this property is $4,000 per month based on

the rents as listed in the "Total Rent" column. But on this par

ticular table, the seller put asterisks next to the rents to indicate

that the actual rents are lower. Significantly lower—see the small

print. Aninexperienced buyer might look at this table and conclude

that the $4,000 is the actualincome of the property. But the fact is,
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and by the seller's own admission, which is rare by the way, this

$4,000 is the future potentialincomebased on higher rents, which

mayor may not be at the market rent levels.

Let's see how the income picture changes when we insert into

the table the actual rents for this property.

Number Total Total Rent/

of Units Type Sq.Ft. Sq.Ft. Rent Rent Sq.Ft.

6 1/1 650 3900 $422 $2,532 $0.65

2 2/1 750 1500 $480 $960 $0.64

8 Averages 675 5400 $437 $3,492 $0.65

Now that the actual rent numbers are in this table, it is clear that

the rents used by the selleror brokerwere a full $63 per unit higher

than what the property is actually generating. Over a twelve-month

period, that equates to $6,048. Ifyouwouldhavebought this prop

erty based on the seller's pro forma, your income would have been

more than $6,000 belowwhat you expected.That's not good.

But what if the seller doesn't reveal the actual rent numbers in

the small print on a brochure pro forma, and they usually aren't.

Then you must request a rent roll and use those numbers for your

calculations. You should even verify the small print rents on a

brochure such as this one bycomparingthem to the actualrent roll.

Trust, but verify.

WHAT ABOUT VACANCIES AND OTHER INCOME?

At this point, we have verified the actual potential income for the

property. Remember that's the income the property could generate
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at current rents with 100 percent occupancy. But certainly, it is

highlyunlikely that this property is or will be 100percent occupied

every day of everyyear from now until eternity. So we have to take

into account vacancy and turnover from residents moving in and

out. And while we're at it, we should consider any other income

generated from sources likelaundryfacilities, parking, and so on.

The typical pro forma lists these values as well. And surprise!

these numbers, too, I have found to be inaccurate most of the time.

Vacancies are usually understated and other income is usually over-

inflated. The key here is to try to project what the vacancies and

other income will be in the future. It's nice to know where you've

been, but where you're going is really more important. That's why

the windshield is so big and the rearviewmirror is so small.

Common sense will tellyou that if an apartment is not rented, it

is not producing income,and that reduces your cash flow. Evenifthe

vacancy rate is listed on the pro forma, verify it with the property

manager on your team. He or she will be able to tell you if the va

cancyrate listed is at, above, or belowthe average of the market and

will knowthis becausevacancies are mosdya function of supplyand

demand within the market. You can also find this information by

lookingat the monthlyrent rolls and move-in dates on the leases.

The income sectionon the pro formais where the seller lists the

property's income and the vacancy rate. It shows the income from

rent, minus the averagevacancy for the property, and adds to it the

other income the property generates. The typical pro forma income

tablelookslikethe one below, whichcontains numbers takendirecdy

fromthe propertyin Phoenix. In this real-world example, the selleror

brokerisreporting a totalincome for the propertyto be $45,120 per

year, using a 7 percent vacancy rate and $480 in other income. That

seems pretty good. But look at the rent figure. It's based on the in-



Is It Really a Diamond? 105

flated rent numbers listed on the unit mix and rent schedule. You re

member those; theywere the ones withthe asterisks. That's not good.

Income

Seller

Pro Forma

Gross Scheduled Rent $48,000

Less:Vacancy 1% $(3,360)

Net Rental Income $44,640

Plus Other Income $480

Total Income $45,120

Take a look belowat what happens to our total incomewhen we

insert the real rents in theprojected column. Keepin mind the rent

valueis the onlythingwe havechangedin thisanalysis. The total in

comefor the propertyfalls by$5,669 ($45,120 - $39,451). That'sa

lot of money, especially if you were counting on it. Reality hurts—

particularly ifyou don't see it coming.

Income

Seller Prior Year Our

Pro Forma Actuals Projected

Gross Scheduled Rent $48,000 $41,904

Less:Vacancy 1% $(3,360) $(2,933)

Net Rental Income $44,640 $38,971

Plus Other Income $480 $480

Total Income $45,120 $41,800 $39,451
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Now, look at the three figures for total income: the seller pro

forma number of $45,120; the prioryear actualnumber of $41,800;

and our projected number of $39,451. First, let's compare the seller

pro forma income number with the prior year actual income num

ber.What this tellsyou is that the reported seller pro forma income

number is $3,320 more than the incomefrom prior yearoperations

($45,120 - $41,800). The seller is implying that you can improve

the operations fromwhat it was lastyear, and they don't even know

what kind of manager you'll be! This isn't flattery. It's more like a

"fast one."

As I'm sure you have guessed, when I formulate my offer I dis

regard the other two income numbers and use my own projected

figure, the one that takes into accountthe real property rents. The

best part of this strategy is that because the numbers are real, they

are easy to defend during the negotiation process.

This is how easyit is to verify income and how easyit is to catch

these kinds of inconsistencies in the numbers. As I mentioned, in

come is often inflated, so don't be shocked if the difference be

tween the numbers on the pro formaand the numbers you project

are in the thousands. That is common.

Before we leave the topic of income, let's address future po

tential income. Recall that future potential income is the total in

come the property could generate at today's market rents, 100

percent occupancy,and by taking fulladvantage of all other income

opportunities. You mayfind through your income verification pro

cess that the reported rents are well below the market. This could

be your 'Advance to Boardwalk" card, so keep it close to your vest.

It's this kind of upside potential that property investors dream

about. With income verified, it's now time to turn our attention to

expenses.
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Step 2: Verify Expenses

Expenses are the second important variable to consider. As I men

tioned earlier, the definition of net operating income is income mi

nus expenses. In the previous section, weshowedyou the specifics

you need to review to estimate the income potentialof a property

In this section,you'llsee how to assess the expenses.

Just as we did when we verified income, you'llwant to get a pic

ture of the current expenses. Unlike the income calculation where

our goalwas to be 100percent on the money in terms of accuracy,

with expenses the goal is to get reasonably close. We'll find out all

the minutedetails laterin the game. This isanotherareawhereyour

team of pros can help you.

Regardless of whether you will be using a property manage

ment company or not, calling one to visit the property and help

you assess everything involved in running the place is a good idea,

particularly ifyou are lookingat a multi-unit building. Just call and

say, "I'm looking at buyingan eight-unitbuilding, and I'm not sure

ifI want to run it myself or hire a companyto do it. I'd liketo show

you the building and talk with you about it." The hour or so you

spend with the property management representative will be a

good investment of time. And if you have to pay that person an

hourly consulting fee, it's worth it. Make the objectiveof the meet

ing twofold. First, you'll want to learn what it will take to run the

property, and second, you'll want to get insight on how to mini

mize expenses.

Keep in mind, at this point in the process your goal is to get an

idea of the ongoing services and repairs as well as upgrades the

building may need. Later in the process, you'll go into lots more

detail. This is the time to put rough numbers on paper and ana-
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lyze if the cost of the needed repairswill stillallow you to be prof

itable. There is a real balancing act between spending enough

to get the place in shape and overspending. Again, your property

management representative can help you determine many of

these costs.

The goal throughout this whole exercise is to get a picture of

where your expenses are and try to find ways to do things better,

smarter, and for less money. Those increase your net income and in

crease your profitability. So what are the expenses? To answer that

question, we'll turn to the pro forma expense table. It shows the

seller's anticipated expenses for the coming year (the pro forma

column) and the actualexpensesfor the prior year. Here's what this

table looks likefor the property in Phoenixwe're using as our real-

world example:

Expenses

Seller Prior Year

Per Unit Pro Forma Actuals

Repairs and Maintenance $838 $6,700 $8,010

Utilities $409 $3,273 $3,273

Real Estate Taxes $425 $3,400 $3,400

Insurance $125 $1,000 $1,000

Replacement Reserve $150 $1,200

TotalExpenses $l,947/unit

$2.88/sq. ft.

$15,573 $15,683

Let'sanalyze these figures in much more detail and add our pro

jected expenses. Firstwe'll look at "Repairs and Maintenance."
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Seller Prior Year Our

PerUnit ProForma Actuals Projected

Repairs and Maintenance $838 $6,700 $8,010 $8,010

The first thing that caughtmyeyeon this tablewas a sellerpro

forma value lower than the prior year actuals number. For some

reason this selleror brokerwants buyers to believe that the repairs

and maintenance will actually go down! In fact, this seller predicts

repair and maintenance to go down byover $1,300 from the actual

prior year costs. Here's a rule of thumb: As properties age, repair

and maintenancecostsgo up. Common sense says expenses in the

coming year will be the same or more. We'll keep it simple here.

For purposes of my projections I will use the prior year actuals

number of $8,010 knowing that even this number could be low.

Time will tell.

Next we'll look at the utilities:

Seller Prior Year Our

PerUnit ProForma Actuals Projected

Utilities $409 $3,273 $3,273 $3,273

The seller's pro forma utilities figure appears to be in line with

the actualexpenses from the prior year, but let me caution you that

utilities normally have standard rate increases from year to year. In

this pro forma the seller projects no increases. For now, we'll use

the sellerpro forma number, but youcanget a veryrealistic projec

tion simplyby contacting the utility companies.

Howabout the next linein our expensetable: "Real Estate Taxes"?
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Seller Prior Year Our

PerUnit ProForma Actuals Projected

Real estate taxes $425 $3,400 $3,400 $3,400

Real estate tax expenses are simple to determine with almost

pinpoint accuracy. The data is usually available on the Internet in

most areas. Simply go to the countyassessorWeb site and locate the

property search area of the site. Then just type in the property ad

dress to get the current figures. In most casesyou'llsee not only the

prior year property taxamounts,but alsoprojectionsfor one or two

yearsout. Focuson the future and use the next year's assessment as

your projection.

Understand that property sales often trigger tax increases, so

you may want to consult with your real estate tax team member

about this. For the purpose of the expense evaluation, I'll just say I

found the seller's figures to be accurate.

Nextis the insurance expense line.

Seller Prior Year Our

PerUnit ProForma Actuals Projected

Insurance $125 $1,000 $1,000 $1,200

Insurance is a fast-moving business and rates can vary widely

from company to company. My suggestion is that you get a cou

ple of insurance agents to bid on the property and use that num

ber in your projections. As your business grows you can bundle

allyour properties under a bulk insurance program, which gener

ates substantial savings. We do this and secure bids annually. For
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our expense analysis on the Phoenix property, we will increase

our projected figure to $1,200per year based on my personal ex

perience.

Finally, we'll look at "Replacement Reserve":

Seller Prior Year Our

PerUnit ProForma Actuals Projected

Replacement Reserve $150 $1,200 $1,200

The replacement reserve is the funds you put aside for the in

evitable replacement of capital items such as appliances, carpets,

countertops, roofs, and so on. I get really nervous when I see that

the seller did not spend a dime on the property in the prior year as

this table indicates. Moreover, the broker or seller projected an ad

ditional $1,200 for the new buyer and trust me, this is no gift. This

tells me that this property has some deferred maintenance and it's

probably more than the $1,200 figure. For purposes of this offer, I

will keep the number at $1,200 fornow, but afterI walk the property

I mayhave a very different opinion.

ADJUSTED EXPENSES

At this point, we have the numbers we need to complete our analy

sis.Todo this, we get out our calculatorand run the expense totals.

Keep in mind that we haven't visited the property and once we do,

we may adjust these numbers again based on what we find during

our inspections.

Here are our totals:
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Expenses

Seller Prior Year Our

Per Unit Pro Forma Actuals Projected

Repairs and Maintenance $838 $6,700 $8,010 $8,010

Utilities $409 $3,273 $3,273 $3,273

Real Estate Taxes $425 $3,400 $3,400 $3,400

Insurance $125 $1,000 $1,000 $1,200

ReplacementReserve $150 $1,200 $1,200

Total Expenses $l,947/unit

$2.88/sq. ft.

$15,573 $15,683 $17,083

Take a look at the total expenses line to see how the numbers

differ. As you can see, the range is significant, from $15,573 to

$17,083. That's a $1,510 ($17,083 - $15,573) difference between

our projected expensesto operate the property and the seller's pro

forma expenses. Had you bought this property without going

through this exercise, that $1,510 may have been money right off

your bottom line.

Step 3: Determine Net Operating Income

Afteryou have determined your income potential for the property

andyouhaveagoodestimate ofthe expenses, youneed to determine

the net operatingincome(NOl). This is a veryimportantnumber be

causeyouwill eventually baseyourofferon it.To calculate it,yousim

plysubtractyour expenses from your income. Hopefully you end up

witha laigepositive number. Thelarger the better! Butbeforeyouget

too excited when you see the number, whichis one indicator of net



Is It Really a Diamond? 113

cash flow, remember that this number does notinclude your loan pay
ment. The loan payment will bedetermined byhow much you pay for
the property, yourdownpayment, and the interestrate.

NOI(NetOperating Income) =
Income — Expenses

Income

Seller Prior Year Our

Pro Forma Actuals Projected

Gross Scheduled Rent $48,000 $41,904

Less: Vacancy 7% $(3,360) $(2,933)

Net Rental Income $44,640 $38,971

Plus Other Income $480 $480

Total Income $45,120 $41,800 $39,451

Expenses

Seller Prior Year Our

Per Unit Pro Forma Actuals Projected

Repairsand Maintenance $838 $6,700 $8,010 $8,010

Utilities $409 $3,273 $3,273 $3,273

Real Estate Taxes $425 $3,400 $3,400 $3,400

Insurance $125 $1,000 $1,000 $1,200

ReplacementReserve $150 $1,200 $1,200

Total Expenses $l,947/unit

$2.88/sq. ft.

$15,573 $15,683 $17,083
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Now isthe easy part. Take your projected total income of$39,451

andsubtract yourprojected total expenses of$17,083 to getyournet

operating income of $22,368.

Let's look at NOI a bit closer to portray the full picture:

Net Operating Income

Seller Prior Year Our

ProForma Actuals Projected

Income Total $45,120 $41,800 $39,451

(Less) Expense Total $15,573 $15,683 $17,083

Net Operating Income $29,547 $26,117 $22,368

This table reveals a brutal fact: the seller's pro forma net operat

ing income is a full $7,179 ($29,547 - $22,368) higher than our

projected net operatingincome. This is a significant difference and

would certainlyhaveset up an unsuspectingbuyer for failure. I'llsay

again, net operating income is a very important number, and in a

fewminutes you'll see why

Step 4:Find the Capitalization Rate
and Valuation

Capitalization rate? I know you're thinking this is starting to sound

complicated; definitely third-year college accounting. Well before

you close the book, allow me to explain. First, it sounds waymore

complicated than it is. In numerical terms, the capitalization rate is

the net operating income divided by the purchase price.
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Capitalization Rate = NetOperating
Income + Purchase Price

So now you're thinking, "Ken, how can I calculate the capital

ization rate when I don't have a purchase price yet? That's what

I'm trying to figure out through this whole exercise after all.

Don't tell me algebra is involved!" No, algebra is not involved.

This is actuallyreallyeasy. The purchase price here is actually the

purchase price trends for a comparable building in your market.

So this very complicated sounding word is actually something

you can get very easily from brokers, real estate agents, or even

the pro forma document for the property.The people in the busi

ness—your team members—will either know the capitalization

rate for your market or help you calculate it, and that's all there is

to it.

To determine how much the property is actually worth—in

other words the property's valuation—you just divide the net oper

ating income by the capitalization rate. The number you arriveat is

the valuation. It was called purchase price in the previous formula.

Andthe valuation is your initial offer.

Property Value and Offer Price = NOI
-r Capitalization Rate

So let's continue with our real-world example. The capitalization

rate used in the Phoenixproperty pro formawas8.74percent, a stan

dard rate used by the broker. At this stage, I'll just use the capitaliza

tion rate provided. There's no point going through a lot of effort to
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do otherwise until much later, ifat all. Sowe'lldivideour NOI by our

capitalization rate, andindoing so, wearrive at a property value and

offerpriceof $255,926.

$22368 + .0874percent = $255,926
The offer should beno more than

$256,000.

We've arrived! We have an offer price! But there's something

missing. Oh,yes, you're probably wondering what the seller's ask

ing price was on this property. I won't keep you in suspense. The

asking price was $338,000. Ofcourse, you're thinking that sounds

really high. Here'san indication of justhowhighthat priceis. Ifyou

purchased the property with a down payment of 10 percent this

would have equated to a loan payment of $25,524 usinga 7.5 per

cent interest rate. Remember our projected net operating income?

Letme refreshyour memory: it was $22,368. Canyou see the prob

lem with this? The income falls well short of even covering your

loan, let alone anything else. Had you bought this property at the

listpriceof $338,000 or evenat $300,000 youwouldhavebeen in a

negative cashflow situation immediately.

And just in case you're thinking that I pulled our example pro

forma from a small-time brokerage company that was unsophisti

cated, guess again. It was quite the opposite. This pro forma was

prepared and distributed byone of the nation's top brokers.
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Step5: Calculate the LoanPayment and
Your Profit Cash on Cash

Assuming you and the seller agree to the price of $256,000, now is

time to figure out what the loan payment might be. This is where

yourfinance team memberor brokercouldstep in, but I did it my

self in a matter of seconds. I just went online and typed into my

Google search engine the words "mortgage payment," and up

popped numerous mortgage calculators. I entered two numbers,

the loan amount and the interest rate. Instantaneously the mort

gage paymentschedule appeared! I lovethe twenty-first century.

Back to our real-world example. The numbers I used were

based on our offer price and 10 percent or $25,600 down and the

same interest rate of 7.5percent. The mortgagecalculatorchurned

out a loan paymentof $20,010. Certainly a more palatable number

when you consider your projected net operating income, which is

$22,368.

The verylast step is to find out your actualprofit bysubtracting

your loan payment from your projected net operating income. Us

ing the net operating income of $22,368 and subtracting the loan

paymentof $20,010, the projectedprofiton this property is $2,358.

Is that good or bad? Well here's how you know. You calculate your

cash on cash, which you recall, is a lot like return on investment.

To calculate cash on cash, divide your profit of $2,358 by the

down payment of $25,600. For this deal,your cash on cash return is

9.2 percent. Not a bad return.

Cash on Cash = Profit •*• Down
Payment
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Congratulations! Ifyou purchase this property for$256,000 with
10percentdown, yourreturnon investment will be 9.2 percent.

These five steps—the Five Step Property Evaluation—are the

most important concepts in this book. They give you the ability to

evaluate property investments like the pros do. They give you

power and confidence. They give you realistic, fact-based bench

marks to make the best property choices. Theygiveyou the basis

from which to have reasonable conversations with the seller. And

theygive youpeaceofmind thatyou arenot getting intosomething

that may not pan out.

Ifyou spend the timegathering the incomeand expense infor

mation clearly prescribed in this chapter, you'll know what it will

take to run this property and how much moneyyou can expect to

make from it. You'll be well informed before you even talk to the

seller again and certainly beforeyou ever make an offer. I buy all

my rental properties this way using these exact same five steps. I

would never dream of doing it any other way. I like sleeping at

night too much.

CHAPTER 7 ACTION STEPS

Get on mailing lists to secure several real property pro for-

mas to practice the Five Step Property Evaluation process.

Use the numbers on the pro forma to calculate your offer

price.

Realize that when you go through these steps for real, you

will verify all the numbers on the pro formawith your team

members.



Is It Really a Diamond? 119

Begin making calls to property owners to discuss buying

property you are interested in.

Perform thisvaluation process on an actual propertywithac
tual data.





Chapter 8

The Big Commitment

The last chapter was all about determining the valuation of a prop

erty; in essence, building your buying case. The Five Step Property

Evaluation is like embarking on a fact-finding mission where you

search for the information you need to create a snapshot of the

property. I saysnapshot, because youreally won't knoweverything

there is to knowabout the property. You'll havea good idea ofwhat

the propertyisallaboutand asenseofhowitgot to be that wayYou

may even have an idea of how it will perform in the future. But

you'll know far less than 100 percent of all there is to know. And

that's okay. Atleast the picture is concreteand real, based on num

bers and facts. There will be time to find out all the details during

the due diligence phase.

Commitments are tough for me anyway. Just ask my wife. Al

though, thanks to her, I learned manyyears ago how to recognize a

good thingwhen Isawone. Thesameis true forproperty. I'vegotten

much better at taking the leap toward commitment particularly if I

follow one simple rule. When I know 70 percent of everything there
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is to knowabout a property, that's enough to makea decision. To me

60percentis too little, andifIwait until I know 90percent, someone

has either already beaten me to the punch or I fall into the trap of

neverhaving enough information to makea decision. As I liketo say,

analysis paralysis. Looking backI probably didn't know70percent of

all there was to know about mywife when I made the big commit

ment. You might sayI got lucky. That was marriage. Don't try your

luck with real estate.

Beforewe go anyfurther, I want to point out that if after your

analysis you don't think the property is a good investment, in

other words, if the net cash flow is too low, then you may need to

walkaway from the deal or offera much lower price to make the

numbers work. These numbers don't lie and unless your math is

wrong, the estimatesyou arrivedat are factual. It is perfectlyokay

to walkaway, although you mayfeel likeyou did a lot of work for

nothing. But remember, everystep in this process is a learningex

perience, and with every exercise, every calculation, every build

ing walk-through, you are getting smarter. The next time you'll be

twice as fast and three times more thorough. Learning is never a

waste of time.

Iwalk away from mostdeals at thiscritical point. I makethisstate

ment because by now most people are emotionally involved in the

property and the processand are reluctant to sayno go to a deal. It

takes me about thirtyminutes to do the Five Step PropertyValuation

process once I have allthe informationI need. I use the numbers and

my common sense to move to the next deal if the one I'm working

on doesn't jibe.

Should you decide the property still looks like a good idea,

you'll find your high levelof preparation will put you in an excellent

position for negotiation because you have all the numbers and all
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the facts. And believe me, numbers and facts take the emotion right

out of the process. But let's be real. There maybe some hostilityon

the part of the seller, who thinks the propertyisworth farmore than

you've shown it to actually be; that happens often. But the differ

ence is that armed with the numbers, you are not waltzing into the

seller's office making an arbitrary low-ball offer. Instead, you are

coming in with a well-prepared case, based on research and facts,

calculated with industry-standard formulas, and a realistic offer

number. Kick and scream as the seller may, you'll both know that

the offeryouare presenting isa fair one. It justmaytake the sellera

little longer to arriveat that conclusion.

Now it is time to convince the seller to

sell theproperty toyou.

Whenyou feel good about the numbers and arrive at the deci

sion to buy, you have reacheda real milestone. In this phase of the

process, the goal is to "tieup the property"What I mean by that is

you want to get the propertyoffthe market by beginning the pro

cess of generating the letter of intent or in some cases executinga

purchase and salecontract. As soon as the purchase and saleagree

ment issigned, the propertyisno longeravailable to anyother com

petitive bidders. Thequicker you cantieup the propertythe better

chanceyou haveof closing the dealat your price.That's whyI try to

complete the steps in the lastchapterwithin forty-eight hours of re

ceiving all the necessary information. It's taken me years to get the

process that streamlined, but I've alsowon several deals thanks to

our speed.

Regardless of whether it takes you two days or two weeks,
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once you make the decision to buy, there is a standard protocol

for buying investment property: Remember, the goal is to tie up

the property, and during that time, you negotiate the terms of the

sale and, equallyas important, reviewthe property and its opera

tions in its finest detail. By the time you are done, you may find

your offerwas too high and needs adjustment. Or you mayfind it

was right on the money. If it is too low, let your own personal

ethics be your guide.

Let'sget to the protocol.Thisis typical of largerdeals and char

acteristic of how purchaseshappen in manystates. But everystate

is different so consult your team members—your attorney, real es

tate agent, broker—on this one. Regardless of the vehicle, the deal

points that you must work through during this protocol are the

same. Don't worry so much about the vehicle—whether it's a letter

of intent or a standard purchase and sale agreement from the Na

tional Association of Realtors—be more aware of the deal points

within it.

Letter ofIntent

Onceyou'veestablished the valuation usingthe five steps in the last

chapter, you are readyto draft the letter of intent or a purchase and

sale agreement. I prefer to use a standard letter of intent to map out

the deal points between myselfand the sellerbefore movingto a for

mal purchase and sale contract. Letters of intent save me a lot of

money in attorney feesbecauseattorneysare not usually involved in

letters of intent negotiations. Further, the work done during this pro

cess makes the actual contract process smoother and faster. The let

ter of intent containsyour offeralongwith the basicdeal points like
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down payment amount, due diligence time frame, escrow amount,

and financing contingencies.

We'll get to contingencies in a minute. But for now you can see

whyit is a good idea to haveyour team in place early. The last thing

you want to do at this stage of the game is begin relationships with

banks, title companies, or investors. You'll want the relationships to

be established; time is of the essence. Get your letter of intent out as

quickly aspossible so youcanagreeon the basic terms of the dealand

tie up the building. In high-demand markets time is not your friend,

so I typically fax or paya courier to hand-deliver the document to the

seller. Regular mailis waytoo slow.

Letters ofintent are like a proposalyousend to the seller. Theyare

designed to be negotiated and the original document you send over

is the starting point.Thesellerwill review the offer and the terms and

will usually counter the offerand adjustsome of the terms. This is a

back-and-forth process, so don't be surprised if it takes weeks to ac

complish. That's normal.

Realize, even though you are actively negotiating the terms of

the sale with the seller, the property is not off the market. In fact, I

recently lost a property during the letter of intent stage. It felt like

you can imagine it felt. Unbeknownst to us, the sellerwas working

with another buyer and used our offer to increase the offerof that

buyer. The seller ended up completing a purchase and sale agree

ment with the other buyerand it went into escrow. Nota good feel

ing! But it happens more often than you think. But don't burn the

bridge. This property came back around to us three months later

when the first buyer couldn't get financing and we later put the

property into escrow.

Sample letters of intent are available on my Web site (www.mc

companies.com) and will giveyou an idea of what these documents
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look like. Theyare nothingyou need to draft. Typically your real es

tate brokerwill prepare lettersof intent and you will verify and ap

provethem. Notethat the letterof intent is usually not binding. It is

justa letter that delineates yourintent to purchase the property and

the terms of that purchase.

Purchase and SaleAgreement

Once both the buyer and the seller agree upon the terms in the

signed letter of intent, you are ready for your attorney to draft up

the purchase and sale agreement or you can use a standard form

from an agency you may be workingwith. This is where you com

municate all the specifics of the sale, in other words you list ex

actly what each party is going to do to complete the deal. These

can be tens of pages in length and some negotiation takes place

here as well. Purchase and sale agreements always spell out how

the seller will provide information on the property's current op

erations. They list critical dates, including when your deposit be

comes nonrefundable, when the due diligence evaluation period

ends, and your close date. There can be plenty of back-and-forth

between the buyer's and the seller's attorneys. But this usually

goes much quicker than the letter of intent. That's where the bulk

of the deal is hashed out.

When you get ready to actually sign the purchase and sale

agreement you will have to put down earnest money, which usually

is fully refundable until the completion of the due diligence pro

cess and you've secured financing, which we'll talk about later.

There is some important language that I make sure is in every con

tract we sign.



The Big Commitment 127

That language is as follows:

• Purchase price: What is the total price?

• Down payment: How much do you need down?

• What is the initial deposit to open escrow and start your de

tailed research?

• Who holds the buyer's deposit in escrow and when does it

become nonrefundable?

• What are the time frames after the agreement acceptance

date especially for contingencies and closeof escrowdate?

• What are the prorations for rents, taxes, insurance, security

deposits, all of which should be splitbetween the buyer and

seller at close of escrow?

• Whenwill the title report be deliveredand what is in it?

• Whatare the financing contingencies, including getting a new

loan or assumingthe existing one?

• What are the due diligence timeframes, including receiptofall

books and records, rental agreements, operating statements,

rent rolls, personal property inventories, service contracts, util

ityinformation, ALTA* survey, environmental reports, building

plans, engineering reports, or any recent appraisals? As the
buyer, you must receive all of these before the due diligence
period begins.

• What is the timeframe to performthe pest controlinspections?

*An ALTA survey is a boundary surveyof your property to reveal the actual
property lines and easements.
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• Whatare the timeframes for the physical inspections of allin

terior and exteriorspaces,including units and common areas?

• Does the seller have any information with regard to lead-

based paint or mold and other allergens?

Again, the contractlawgoverning the saleofcommercial property

varies bystate, so you'll want to makesure you consulta qualified at

torney. Bynow, however, you should have one on your team and he

or she should be familiar with your specific goals. Work closely with

your attorney and your broker to make sure you receive the items

promised in the agreementon time.

Contingencies

Your attorneywill be ableto advise youabout contingencies. Contin

gencies are provisions within a contract that give you recourse to

cancel the deal in the event of unforeseen circumstances. A few ex

amples of typical contingencystatements include loancontingencies

and due diligencecontingencies. These are critical and I recommend

they be in everypurchaseand saleagreement.

Aloancontingency states that the saleiscontingenton you qual

ifying for the loan.Thisgives youan out should the lender refuse to

finance the deal. I won't do a contract that doesn't have a loan con

tingency We were property-managing a project where a buyer put a

deposit of $200,000 in earnest moneyon a property that didn't have

a loan contingency. He didn't get the loan. The sad ending is that he

lost his $200,000. True story.

Due diligence contingencies are equally important. This lan

guage in a purchase and sale agreement states that you as the
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buyer are entitled to any and all documents related to the prop

erty. It also states that you as the buyer may ask any questions

about the property and that you are due answers from the seller

to the best of his or her knowledgein a timelymanner.As you will

come to find out in the next chapter, the results of the due dili

gence process are ultimately what decides your purchase or de

cline of the property. They also help you formulate your property

plan and operating budget, two steps critical in maximizing your

investment. This clause ensures that you get all the information

you need.

Signingthe Agreement

Once both the buyer and the seller agree upon all the terms of the

agreement, you have a completed purchase and sale agreement

that is ready to sign and date. This agreement is binding, and in

most casesyou will be asked to put down an earnest money deposit

on the date you sign the contract. Again, this earnest money is fully

refundable and you can walk away from the deal until you have

completed and waived the contingenciessuch as due diligenceand

getting the loan. And that's what we'll cover in the next chapter.

But as binding as the agreement is,with the right language built

in you can walkaway, extend your dates, or adjust your offer based

on your findings during due diligence. We have rescinded our of

fers on a few properties for just cause. In fact there was one prop

erty that we pursued through the signingof the purchase and sale

agreement. During the due diligence investigation process, the

structural engineer on our team found that the building was built

on what they term in Arizona "expansive soil."What that means is
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that the soil expands and contracts more than normal and can

cause foundation problems. Knowing that, we looked further and

found a twenty-foot hairline crack in the pool, small foundation

cracks, and exteriorwall separations. Thiswas indicative of bigger

problems that could be incredibly costly, and we felt the risk was

too great, so we sent a letter to the seller stating that we were re

scinding our purchase offer in accordance with the terms of the

agreement.

CHAPTER 8 ACTION STEPS

Visit my Web site (www.mccompanies.com) and print out

several sampleletters of intent and get familiar with the pro

visions and language.

Do the same with purchase and sale agreements.

Continue to seek out property prospects, calculatevaluation,

and when you see a deal with numbers that work, generate a

real letter of intent or in some states the purchase and sale

agreement.



Chapter 9

Due Diligence:
The Easter Egg Hunt

In Webster's dictionary, the definition of "diligent" is "prosecuted

with careful attention and effort." But it's really the synonyms for

the word that reveal exactly what is expected during the due dili

gence period when purchasing investment real estate. The syn

onyms for "diligent" include "conscientious, thorough, careful,

thoughtful, attentive, and meticulous." And that's exactly how you

need to behave when you do due diligence on a property.You need

to conscientiously review every document pertaining to property

operations. You need to perform thorough walk-throughs of every

apartment unit. You need to pay careful attention to every detail.

You need to be thoughtful about howyou can improve the property

and cut expenses. You need to be attentive to the tasks and deliver

them on time and you need to be meticulous in your evaluation and

reporting.
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Thanks, Webster, I couldn't have said it better myself. And

that's really what the due diligence process is. It is your time to

take a thorough look at everything pertainingto the property and

report the good, the bad, and the ugly. It's the time when you

make detailed assessments of actual costs for property improve

ments, ongoing maintenance,and operations. It's your last chance

to make sure you have uncovered every hidden flaw, are aware

of every possible problem, and are realistically projecting the op
portunities.

Thegoal ofduediligence is tofind out
100percent ofeverything there is to

know about theproperty and
generate an operatingplan and

budgetfrom that information.

Inmyyears ofbuying property, I've uncovered everything imag
inable during due diligence. In one building, while doing a thor

ough unit-by-unit walk-through, I found everything from vacant

units thatweresupposed to be occupied (falsified rent rolls), units
thatcannot be leased because fixtures have been removed to repair
other leased apartments (cannibalized units), a loose ten-foot-long
boa constrictor left behind by a resident, a naked man in what

should have been a vacant unit, roof damage so bad I could see

daylight, innumerable missing appliances, units missing carpeting,
you name it.

You'll be surprised by what you find. Or in some cases, you

won't be surprised at all. But either way, you'll rest much easier af-
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ter the whole process is over and you know the property you are

purchasing has been fully revealed to you. You'll be loving the lan

guage in your purchase and sale agreement that saysall units must

be rent-ready at close of escrow!

Right now you're probablythinkingthere are a thousand things

to look at related to a property. This would take a year to accom

plish. You're right, there are a lot of things to look at and evaluate,

but you're wrong about the timetable. The bad news is you don't

have a year to accomplish the due diligence. Rather, you typically

have about thirty days. Eeeek! That's impossible! I thought that too,

but then I remembered, I have a team, and they can make the due

diligence process much easier, waymore manageable, and actually

a good time.

To me due diligence is really kind of fun. I guess it's the ele

ment of surprise and of finding the unexpected—both for the

good and the bad. It's likean Easteregg hunt, and come to think

of it, as a kid, I used to like those too. You just never know what

you are going to find. But unlikemypreparation for an Easter egg

hunt I come to the due diligence process with more than an

Easter basket. In all cases, because I was thorough on the initial

property valuation, I have a strong belief that whatever I find

is fixable. I also take comfort in knowing that anything I find

that would cost me money to fix is a final negotiation point be

fore the sale closes. That's right: Ifyou find that the property re

quires any type of major repair, such as a new roof, exterior

painting, new appliances, termite extermination, snake and naked

man removal, you can get estimates and factor the costs into the

final valuation and purchase price. That's what I call finding the

golden egg!



134 The ABC's of Real Estate Investing

The Due DiligenceChecklist

As I mentioned, I'vegotten really good at due diligence. I've seen it

all and our due diligence checklist is compiled from over fifteen

years of experience. For years, every time we thought we had ev

erythingon the list, we'd encounter a property that would throw us

a curve. For the past year or so, this checklist has remained static.

We reallyfeel we've got it all.

The Due Diligence Checklist

The File Audit

Purpose: To verify the actual potential income calculation.

Lookfor:

• A signed rental agreement on every unit to ensure you

havebindingcontracts.

• Monthlyrental rates from the rent roll that match the num

bers used in your offer.

• Security deposits that match the amounts reported to the

escrow agent. They belong to the residents, so they trans

fer to the new owners.

• The quality of the residents in each unit. Do they pay on

time?Arethey creating problems for other residents?Have

credit backgroundand criminal checksbeen completed on

all residents?
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The Interior Inspection

Purpose: To help you learn about the physical property, get

a sense of the quality of the residents, and help you under

stand the exposure to your future cash flowshould you pur

chase the property.You'll determine the actual condition of

the personal property and get a feel for the extent of major

repairs.

Lookfor:

• Clues about the lifestyles of the current residents. I've

witnessed everything from major drug activityto people

livingin squalor. Think about what you are seeing. Ares

ident living without furniture, sleeping on the floor, and

keeping his articles in a Hefty bag could be a future

vacancy.

• Residents not living in units that the seller had desig

nated as rented. Some sellers inflate their rent rolls and

list residents who don't reallyexist, or simply have such

bad records that they do not know the current rental

picture.

• Missing furniture, appliances, or items near the end of

their useful life. Make a list of all appliances, carpet, vinyl

floors, and cabinets that fall into these categories.

• Major water, fire, or resident damage to the premises and

contents.

• Telltale signs of pest problems in each unit and document

any pest control needs.
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Government Agency Reviews

Purpose: To determine that the property is in compliancewith

government standards.

Lookfor:

• Fire code violations. I invite the local fire department to

complete an inspection.This inspection with our Portland

project discovered an old fire sprinkler system in need of

repair that even the current owners didn't know about.

• Outstanding permit problems. Have any remodels, addi

tions, pools, and so forth been added without proper per

mitting?

• Environmental concerns suchasasbestos, mold, leadpaint,

or radon.

• Existing ownership issues like zoningviolations or encroach

ment onto another property.

Service Agreement Review

Purpose: To determinethe service commitments of the current

ownerandlookforways to improve themshouldtheysurvive a

transfer ofownership.

Lookfor:

• Poolserviceagreements.

• Heating,air conditioning,and coolingservice agreements.

• Landscaping contracts.

• Coin-oplaundry equipment servicecontracts.
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• Cable and alarm contracts.

• Parkingcontracts.

• Advertising contracts.

Exterior Inspections

Purpose: To evaluateallexterior components of the property

and determine when they mayneed repair or replacement.

Lookfor.

• Roofproblems, including signs of leaks and overall disre

pair or wear.

• The condition of heating, ventilation, and cooling systems

and the equipmentservice and maintenance records. What

is the repairhistoryand the ageofeachpieceofequipment?

• Electrical wiring that is not in compliance with current

codes.

• Plumbing that isaged, corroded,or leaking and the typeof

plumbing. Copper, PVC, and galvanized plumbing all have

their own unique problems.

• The condition of the exterior paint and trim.

• The condition of the driveways and parking lots. Are they

cracking and full of potholes?What repairs are necessary?

• Landscaping problems, including irrigation and sprinkler

system breaks, large trees that need trimming, and root

growth that is cracking sidewalks or causing foundation

problems.
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The purpose of this entire inspection process is to put an esti

mated cost to each item in the list. Not simplyfor cost sake but to

arrive at a total number that we can take back to the seller and dis

cuss. What if the property is not in compliance with the fire de

partment? What if there are environmental hazards? What if three

out of the eight units obviously need new carpeting? In many

cases, if you bring these issues to the seller's attention, they can

be fixed before you close. That saves you money—in some cases,

lots of it.

Books and Records

As important as it is to know everythingabout the physical prop

erty, you absolutely need to dig just as deep into its operations.

That means looking at the books and records. This is also the time

to begin gatheringinformation for your operating budget by cate

gorizingthe income and expenses.These are the things I reviewin

great detail:

• Twenty-four months of income and expense statements: I

compare the income and expenses to the projections. This is the

time to makenotes for the operatingbudget and flushout allthe un

usual expenses or majorperiods of rent loss.Discuss these withyour

selleror broker before the due diligence period ends. You absolutely

want to meet your deadlines.

• All service agreements: I look for those agreements with ter

minationclauses longer than thirtydays. I verify that these costs are

in the operating budget, whether the service is needed, and also

what services are missing. I assess the current management com-
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panyand determinewhether theystayor go. I review all advertising

agreementsfor effectiveness. It's worthyour time to look at allthese

agreements because you couldfind yourself locked into them. Any

contractyou don't want to assume, you need to spell it out before

the completionof due diligence.

• Current rent roll: This is when I verify the actual income,

the actual potential income, and the future potential income to

the penny.Take a hard look at every unit that is under the market

rent. This isyour golden egg "Advance to Boardwalk" card that will

create an increase in your cash flow after you purchase the prop

erty. Take detailed notes for your management plan and operating

budget.

• Utility bills: Here I verify all the utilities. Call the utilitycom

panies and get the last twelve months' operating history on each

account.Ask about increasesfor the next year. Finally, insert the re

vised figures into your budget.

• Payroll information: On larger properties I look at who is

workingat the property and how much they are paid, especially if I

want them to stay and work for me or the management company.

Whenassumingthese employees, treat them likenew hires. Besure

to find out the accrued vacation information. We also run a criminal

and credit background checkson all new hires as well as complete

a drug screening before we acquire them.

For me the due diligence process is an exciting time. Sure I

get some great stories out of what I see, but more importantly, I

know that whatever I find will be documented for the next round

of discussions with the seller. The due diligence document is my

report card to evaluate how well I estimated the numbers during
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the Five Step Property Evaluation. In many cases the problems I

find during due diligence either result in a reduction in the

price of the property or,better yet, they are fixed before we close

escrow.

It's this kind of information that is only going to help you be

more successfulwith whatever property you purchase—this one or

another. We recendy found a new landscapecompanyin this way. I

receiveda monthlylandscape contract on a property we were con

sidering. The landscaping looked great and I was surprised to see

the cost was much lower than what I was paying at some of my

other properties. In fact, it was lower than what I budgeted for this

project! This one find is saving me thousands because now this

landscaping company does the bulk of our work at this and our

other properties.

Regardless ofwhether I findhidden jewels likea great landscape

company I didn't know about before, or buried warts that if missed

would have negatively impacted cash flow, I am happy Happy be

cause additional revenue opportunities are always great and happy

because any problems now in the open giveme additional bargain

ing leverage. Onlythe stuffthat isn't found during due diligence is

scary to me.

Once the sale is closed, you're stuck with any and all hidden

problems. And they can cost a lot. Imaginenot checking the prop

erty's drainage only to find that after a big rainstorm raw sewage

drained into one or more of your apartments. Don't laugh, it hap

pened to a friend of mine on Maui. Andthe costs to clean up all the

damage and correct the drainageproblem were huge. That's why, as

you can imagine, I am very diligent during due diligence. You

should be too.
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CHAPTER 9 ACTION STEPS ———

Review the detailed Due Diligence Checklist and make

copies of it so you can use it as a guideasyou are inspecting

properties.

Useyour team members to help with the inspections and to

ensure you meet your due diligence deadlines.

Look forand keep notes of golden eggs—management plan

opportunities you see when you look at the property and an

alyze the books.

Categorize income and expense items as you discover them

for the development ofyouroperating budget.

Stay calm about problems you find. Remember, if you find

them duringdue diligence, the expenseof taking care of them

will not come out of your wallet.

Be keenly aware of and adhere to the critical dates in the

contract.





Chapter 10

Making Sense
ofIt All

Now that you haveall the information, howdo you makesense of it

alland know what to look for. You mayfeelyou've just become part

of the research business instead of the property investment busi

ness. Andat some point you're going to want to get out of analysis

mode and say"Showme the money."

This chapter will showyou howto makesense ofall the data, and

howto put it into a formthat will enableyou to see exactlywhere the

money-making opportunities are and where they aren't. Becausere

member, at this point, you are still in due diligence mode, so ifyou

find that the money-making opportunities aren't there, there is still

time to renegotiate the purchase price or pullout of the deal entirely

if the numbers simplywon't add up to profit in your pocket.

In the sections that follow, I'll walkyou through how to formu

late a management plan and an operating budget simultaneouslyfor
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the property. They really go hand in hand. The management plan

will define the keystrategiesyou will use to either cut expenses, in

crease income, or both. The operating budget links numbers to

those strategies and helpsyouquantify yourbangfor the buck.

At this point, I ask myself how I will run the property once it's

mine. I'd rather take the time before I've closed on the sale to de

velop a few "what if" scenarios than to live through some "ifonly"

scenarios: "IfonlyI had takenthe time to developan operatingbud

get. IfonlyI had bothered to hirea propertymanagerto help me as

sess the costofmaintenance." Ifonly, ifonly. Thegoalof thischapter

is to makesure you neversay"ifonly."

Why Go It Alone?

Thisis a critical juncture.You'll want to callin your team to help you

or even just provide their opinionson the data you compiled.I typ

ically callin my taxaccountant, property management expert, insur

ance agent, contractors,and anyoneelsewho I mayneed to makea

thorough evaluation.

Not longago, wewere in due diligence on a property in Tucson,

Arizona, that wasin bad need of repair. There wasno wayI could es

timate the costs of repairson myown,as theywere waybeyond the

scope of my expertise. So I called in my contractor to do a site in

spectionand askedhimwhatitwouldtaketo get the placein shape.

He providedme with a rough estimate of $700,000, which we pro

vided the seller.

Unfortunately the Tucson property had been severely ne

glected and the seller, which was the bank, was not interested in

making the needed repairs. Theywere also not interested in enter-
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taining our greatlyreduced purchaseprice. Sowe parted ways and

moved on to the next deal. Even though we didn't close on the

property, the information was out in the open, and that's the

power. There are no strong-arm tactics here, just the reality. And

the reality wasI wasn't buying the propertyat myinitial offerprice

knowingit needed $700,000 in repairs.

The Property Plan^-Adding Value

It would be nice ifmakingsense of your property evaluation was as

easy as finding that $700,000 worth of repairs are needed, saying,

Mr. Seller, wewant to reduce our asking priceby$700,000, take it or

leave it. It's not that simple. With the Tucson property, we lookedat

the $700,000 repairbill as part of the bigger picture. And that bigger

picture is calledthe property plan.

You will reach your financial goalsmuch quicker ifyou can find

property that is underperforming and kick it into shape through

sound management. As you probably know by now, sound man

agement means reducing expenses and raising income. That's

how you increase the valueof your investment. Hopefully, during

your evaluation and due diligence you found some specificways

to increase the cash flow of the property. Here's some food for

thought:

• Whilewalking the property did you turn the corner and ask

where the laundry facility is onlyto be told there isn't one?

• Did you walk into one of the units and find a breathtaking

mountain view and later look on the rent roll to discover

there was no premium for this unit?
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• During your property inspection, did you encounter a ram

shackle tennis court that would be an ideal location for six

more rental units or garages?

• Have you thought about investing $20,000 to install access

gates, which increase the perceived value of the propertyand

enableyou to add $10 or $15 in rent per unit, per month?

You get the idea. The propertyitselfshould be showingyou the

money. If you aren't seeing increased income potential around al

most everycorner,you're not looking veryhard—or there maynot

be much. If it's the latter, you maywant to consider another prop

erty alternative.

Your team members should be active participants in your mis

sion of findingincome-generating or expense-saving opportunities.

Theywill see things youdon't see. Ifyou think there is no creativity

in thisbusiness, youare deadwrong. I havemore funwalking prop

erties with my team and just exploring the possibilities. Remember,

that's how money is made—when you and your team see things

other people don't see and then capitalize on them.

At this point, your job is to ask "what if?" Andwith every "what

if," enter the numbers into the budget and see how the bottom line

shapes up. Here are a few what if's you should be asking of the

properties you are considering:

• What if I increase the rents?

° Will it create more vacancy?

° Howquickly will I rent the unit ifsomeone movesout?

° Can I test it on vacant units before issuing increases to ex

isting residents?
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° Whatis the marketrent in the areaand are myrents in line

with the market?

• What if I need to attract new residents?

° Do I have a system in place?

° Do I have a waiting list if I am full?

° Am I keeping in touch with the vacancy rates and conces

sions in the area bycommunicating with myteam and sur

veyingcompetitors regularly?

° Is that advertisement in the newspaperworth the expense

and is it makingmytelephone ringand getting me rentals?

° Whatis the advertising cost per rental?

• Whatif I plan to adhere to the leaseagreement?

° Will it generate more income through late fees, nonsuffi-

cient funds fees, parkingfees, water and sewer fees?

° If I do this what does it mean financially?

° Will it create more vacancies?

• What if I charged location premiums, installed access gates,

or put in a children's playarea?

° Would the residents payfor it?

° What other things can I provide that the residents will

pay for?

° Will the investment payforitselfwithin twenty-four months?

• What if I replace an item instead of repair it?

° Howmuch more rent will I get?

• What ifIbidout mylandscaping andmaintenance and repairs?

° WouldI save any money?
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• What if I had a couple of insurance companies bid my

insurance?

° WouldI save any money?

• Whatif I installed energy-efficient lighting?

° How much would it cost?

° Howmuch moneywouldI savein energybills?

° Would the return on investment be worth the outlay of

cash?

• What ifI hire myownmaintenance person to handle routine

maintenance?

° Howmany repairs canmymaintenance person handle?

° Howoften am I paying foran outside serviceto do routine

maintenance?

° What can I personally do to save money? Property manage

ment, landscaping, accounting, painting the unitson move-

out, cleaning them before the next person movesin?

° Do I really know my property so that if an unusual ex

pense shows up I recognize and can flag or investigate it?

As youcansee, there are lotsofways to increase income and re

duce expenses. It just takes looking at the property and seeing the

opportunities, understanding the residents' needs, and creatively

comingup with solutions.
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Real-World Example

My partner and I recently purchased a 182-unit property located

in Sun City, Arizona, an age-restricted fifty-five-and-older commu

nity. It was constructed in 1996 and was in excellent condition.

The ownership was based in NewYork Cityand this was their only

property in Arizona. After running the numbers we calculated that

the property was worth about $9 million based on the prior two

years' actual operating numbers. This property was never listed

for sale.

We tied the propertyup at $9million and started the due diligence

process. We revised our operatingbudget for future operationswhile

we developed the property plan. Through all our investigation, we

discovered three main areas that were ripe for better management

under new ownership:

1. Transportation: The existing residents wanted some sort of

community transportation.

2. Apartment location:The seniors at this community didn't like

to climb stairs, so the upstairs apartments were usually the

ones that were vacant.

3. Cableand alarm:The property waslocked into a bulk rate ca

ble and alarm agreement.

After doing our research in the surrounding area we found

that we were one of the only communities without a van to shut

tle the residents around the community, to and from appoint

ments and special events. We found that our competition had

transportation service and had a much higher occupancy because

the van service attracted seniors who didn't want to drive. With
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that knowledge, we budgeted $54,000 for a twenty-one-person

van into our operational projections. We have owned this prop

erty long enough to tellyou that this investment in the van has in

creased our rentals, occupancy, and cash flow and ultimately the

property value.

The second actionwe took in response to the three items in our

plan related to pricing. Clearly our residents valued the first-floor

apartments more than the second-floor units, so we priced them

accordingly, making the first-floor rents slightly higher than the

second-floor rents. Over time we were able to lease these first-

floor apartments for $75 per month higher than the second-floor

apartments. We alsoincreased the rent on the units that had excep

tionally good locations or outstanding views. This equated to overa

$6,000-per-month increase in our cashflow and the first-floor apart

ments are still100percent occupied!

Finally, in response to point three in our plan,we renegotiated

the bulk cableand alarmagreements.The existingagreements com

bined were about $21 per unit per month for all182 apartments, re

gardless of whether or not the apartment was occupied. This

equated to a $3,822 per month savings. Better yet, the residents

liked the new arrangement because for the first time they could

choose the cable plan they wanted, instead of being locked into a

plan negotiated by the absentee ownership eight years prior. The

same went for alarm service.

I knowyou're thinking that,wow, it must be great to haveallthat

extra income every month from simply executing this plan, and

you're right, it absolutely is. Butthe benefitofgood operations goes

one further. Remember from earlier in this book: The value of a

multi-unit rental property is a function of operations. Well, the re

sult of all this increased operating income paid off just as we had
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planned: in a recent appraisal of $11.3 million, over $2 millionmore

than we paid for the property just one yearago.This is the power of

planning your success and using a good property management

company that can, first, identify new ways to increase the net oper

ating income and that, second, has the experience to help you make

it happen. This in turn increases the value of the property and in

creases the return to investors.

I can't emphasizeenough the importanceof putting your prop

erty plan on paper and then working your plan. It is not a compli

cated document. There's no need to put it in a big three-ringbinder.

As you can see, the propertyplan that yielded us thousands of dol

lars in operating income and millions in appraised property value

was a simple three-point plan.

The propertyplanissimplyyourgoal forthe property. And justas

I statedearlierin thisbook thatyouneed to telleveryone yousee and

knowabout your own personal goal, you need to do the same here.

You should communicate the goalyou have for the property to your

property managers, your investors, andperhaps most ofall, yourself.

At this point, we'vedone a great job of finding all the opportu

nities and all the hidden expenses. We havesome great ideasfor in

clusionin our property plan. Butfor all thiswork, we still onlyhave

words on a page.We need to makethe leap to the numbers side of

things. So, take a deep breath, leave your college accounting pho

bias behind, and let's do it.

The Operating Budget

This reallysounds much more complicated than it is. In Chapter 71

taught you how to read a seller's pro forma and make an offer. The
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steps to the budgetare not all that different. You calculate the prop

erty income by using the information you obtained on the income

statement, rent survey, rent roll, and operating statements. Then

you look at expenses based on the actual and projected expenses

you've gleaned from the due diligence process.

Let's look at income first and revisit some of our concepts in a

new light.

ACTUAL POTENTIAL INCOME

The mainsourceof incomeon mostanypropertyisusually the rent

existing residents are paying. That's the actual potential income of

the property. Forthat reason, you'll wantyour rent figures to be as

accurate as possible based on the information that you have. The

easiestwayto get this information is to get the existing rent roll or

scheduleofwhateachresidentis paying, put the units in numerical

order, andadd up the rent amounts. Another way is to physically re

view each leaseat the propertyand writedown the rent each occu

pant is paying and markoffall vacant units. It's a good idea to do

this anyway just to makesure that all the residents listed have bind

ing lease agreements.

Once your analysis is completed, your spreadsheet should look

something like this:

Apt* Type of Unit SizeIsq.ft. Monthly Rent Resident

Unitl 1 bedroom 650 $410 Kiyosaki

Unit 2 1 bedroom 650 $410 Hopkins

Unit 3 1 bedroom 650 $410 Beckel

Unit 4 1 bedroom 650 $430 VACANT
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Unit 5 1 bedroom 650 $425 McCallister

Unit 6 1 bedroom 650 $420 Flanagan

Unit 7 2 bedroom 750 $490 Lechter

Unit 8 2 bedroom 750 $470 Stullick

Total 5,400 $3,492

Based on this rent roll, the actual potential income including

the vacantunit is $3,492 per month. Usethisnumber asyour actual

potential income in your budget.

02HER INCOME OPPORTUNITIES

Most properties have other income opportunities. These should

also be factored into your budget. The most common examples of

other incomebudget itemsinclude the following:

• Laundry income.

• Parkingincome.

• Water and sewer income.

• Late fees.

• Nonsufficient funds fees.

• Cable income.

• Internet revenue.

• Telephone income.

From the operatingstatements and individual ledger cards for

each resident you should get an idea ofwhat other types of income
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existat the property. After all, somebodyhas to deposit this money

into the bank account, so there is a paper trailsomewhere.

Sometimesthis information isdifficult to get fromthe seller. Not

everyone is a good bookkeeper. If this is the case with the property

you are buying, you will need to re-create the records from the facts

you do know. For example, if there is a laundry room with coin-

operated washersand dryersand you do not see the laundryincome

on the seller's income and expense statements, you will need to go

direcdy to the company that services the machines and collects the

coins to findout howmuchyoushouldexpect on a monthly basis.

Finding the other income sources can take some time. Kim

Kiyosaki just told me recently that she wasbuying a property froma

seller whose books showed that for over four years the laundry

company had not paidanything to the sellers. Thewashers and dry

ers were there. People were usingthem. You can bet this detailwas

flushedout duringdue diligence and a realistic incomenumberwas

entered into an operating budgetbefore Kim bought the property.

This is the process of uncovering and entering onto a spread

sheet your incomeopportunities. Each opportunityshould haveits

own line. Onceyou have exhausted all the existing income oppor

tunities, youenter lines foranynewincome opportunities you may

add once you take over the property. With income out of the way,

you do just as we did before when we were valuing the property,
you turn to the expenses.

Expenses

Just as you created a new line for each income opportunity for your

property,you'll create a new line item in your spreadsheet for each
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expense. In the sections that follow, I'll listand describe most of the

most typical expenses you will encounter with your new property.

PAYROLL

Payroll covers the salaries and wages you payyourselfor your staff.

Atypical management staff, depending on the size of the property,

can include severalpeople. First there are the on-sitemanagersand

leasingagents. Then there's the housekeeping staffthat assistwith

unit turnover and upkeep of common areas. There are also mainte

nance people who complete minor repairs of buildings and

grounds. Again, the property management expert on your team can

tell you how much management and maintenance you can expect

and the kinds of costs you'll incur. In addition to the actual wages

for yourself and your staff, ifyou have one, you'll want to factor in

state and federal taxes, worker's compensation, health and dental

insurance, as wellas possibly a 401(k) plan.

ADMINISTRATIVE

Administrative costs includethe fees you payforspecial professional

services such as an attorney to help you establish partnerships and

assist youwithevictions. Accountants will help you manageaccounts

receivable and accounts payable as well as guide you through tax

laws and tax reporting. Ifyou plan to manage the property yourself,

youraccountant will comeinhandy. Inaddition to these professional

services, all the things you do to run the property on a day-to-day

basis are considered administrative expenses. These include every

thing from Post-it notes and postage stamps to criminal and credit

background checks.
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MARKETING AND ADVERTISING

You can ask the property owner to show you the advertising costs

for the past year and you mayor maynot get usable information.

Better than that, ask the management company representative to

giveyou an estimateof projectedcosts to advertisethe property. He

or she will know all the advertising vehicles in your market, the

costs, and have a good feel for just how competitive the market is.

You should know that as well, but the management company will

put those abstractions into marketing dollars. The more competi

tors there are in your market, the more you need to advertise to get

noticed. That costs more money.

MANAGEMENT COSTS

Management costs include the fees you pay to a professional man

agement company or the salaries and wages you pay to yourself or

your own staff. Again, when you meet with your property manage

ment representative, this person can giveyou insight on how much

your management fees will be, what maintenancecosts you can ex

pect, and the nature of those costs.

REPAIR AND MAINTENANCE COSTS

Repairand maintenance expenses will varydepending on your unit

turnover or how many move-outs and move-ins you experience in a

givenyear. Other factors that affect repairand maintenancecosts are

your resident profile, property condition,and the responsiveness of

the manager to resident repair requests. Ifyou keep your property in

top condition, you will spend less in the long run on things like

carpet cleaning, interior painting, electrical repairs, plumbing, appli

ance repairs, heating and air conditioning repairs and service. Land-
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scaping, pool service and supplies, and pest control also fall under

this category.

PROPERTY TAXES

Thereare twokinds ofpropertytaxes: realpropertytaxes, whichare

on the real estate property, and personalproperty taxes, which are

taxes on the contents of the property likerefrigerators, stoves,dish

washers, and other appliances. There are two ways to get these

numbers. First they are typically listed on the financials you receive

from the owner, or you can get them from the tax assessor's office.

One thing to knowis that taxes usually go up afteryou purchase the

property because the assessors use the new purchase price as the

new assessed value. Yet another reason to make sure you don't

overpayfor the property! Sowhen you are entering in the property

tax costs into your analysis, you may want to inflate them. Your

property taxteam member cangive youinsighton how much to raise

the tax costs.

INSURANCE

This is an important line item expense and it's a critical one. Why?

First, insurance is expensive, and second because usually the bank

requires you to have insurance locked and loaded before signing

the loan. This number is easy to get. Just call up a few insurance

agents and get some quotes. The kind of insurance you will need

includes property/casualty and general liability. Deductibles are

what will make your insurance costs vary. We vary our deductibles

depending on the property. As a rule, you'll want to have insurance

for the big things that can go wrong. You don't want to pay high



158 The ABC's of Real Estate Investing

premiums for all the small things that you could afford to pay out

of pocket. Talk with your insurance agent about the proper cover

age for your property and the risksof having high deductibles.

UTILITIES

Identify all the utilities used in the building. This can include elec

tric, gas, trash, sewer, water, cable, and phone. Check to see if the

utilities are individually metered, which means each rental unit has

its own meter, or if the utilities are master-metered. If they are

master-metered, there is one meter for the entire building. Individ

ually metered is the better scenariobecause the resident pays their

own bills. Individually metered buildings mean lower expenses to

you because every resident pays for their own utilities. In master-

metered buildings there is no incentive for the tenants to keep util

ity costs down.

I stay clear of buildings that are master-metered for this very

reason. Ask the owner to provide you with the financials for the

property and these numbers should be there, but again, I always

verify them.To verify the figures all youneed is the building address

and the utility companies can supplyyou the bills for the previous

year. If they won't disclose the information, call the owner and ask

him or her to contact the utility companyand authorize the release.

Be sure to get all the bills. Sometimes there are seasonal differ

ences, especially for heatingand airconditioning. Let'snot haveany

surprises!
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CAPITAL REPAIRS

These are the major improvements needed to keep or bring the

property up to standard. Often properties in need of some work are

the best buyingopportunities, but you'll want to have a realistic as

sessment of just how much moneyit will take to get the place livable

and looking good. I'm talking repairs to roofs, parking areas, side

walks, driveways, lighting, and purchases of carpeting, appliances,

hot water heaters, air conditioners, and so on. This is all the stuff

you would look at when buying a home—except you're evaluating

it on a much bigger scale.

When you finish entering all the expenses into your operating

budget, total the income and total the expenses. Subtract the ex

penses fromthe incomeand youwill get agood picture ofyour cash

flow and net operating income. If it's really big, go back and make

sure your calculations are correct.And if it's negative, don't be dis

couraged. This iswhere creative accounting comesin. Not the kind

that will land you in a white-collar-crimes prison, but the kind that

makesyou reassessyour businessmodel.

Once the budget is finished you'llwant to compare it to the ac

tual operating incomeand expenses ofyour property and look for

any glaringerrors or omissions. Ifyou have tried every which way

to make the bottom line a positive number or, let's face it, a num

ber that you're happy with and the deal stillisn't working,you may

want to consult with your team. Ifyou've exhausted their ideas or

the ideas they have presented are so far-fetched, you may have to

lower the offer price further or simply walk away from the deal if

you can't realizea positivecash flow or a cash flow you will be sat

isfied with. The last thing you'd want to do is move forward and

pray for a miracle. That's not how miracles work. Lucky breaks
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come to those who do their homework and through preparedness

recognize opportunities.

Confrontation Time

This doesn't have to be difficult, but you do eventually have to re

veal to the seller your findings on the property Andyou'll need to

do this before the end of due diligence or the property is yours,

warts and all,as the sayinggoes.

It's all in the presentation. You can ram your findings down the

seller's throat, plant your feet in the sand, and say, "Take it or leave

it."Betteryet, takea tactful, matter-of-fact approach that attacksnei

ther the property nor the seller's ego. It is a discussion about the

numbers, not about the seller'sor the buyer's honestyand integrity.

It's a direct conversation about the numbers where everything is

out on the table and there are no underlying motives.

There are times, yes,when there can be blatant sellercover-ups.

But in most instances, aswasmyexperiencewith our Portlandproj

ect, the seller has no idea how much money is needed for repairs

or maintenance, for instance. You are the bearer of that news, so it

is in your best interest to do it professionally, truthfully, and with

documentation.

The property plan process and your professionalism can help

you avoidthe swift kickout the door,and best of all, help you create

a win-win final propertynegotiation. After all, you should not be try

ing for the win-lose scenario.You never want to burn bridges in this

business. Your seller today could be your buyer tomorrow or even

lead you to your next deal. I've had plentyof instanceswhere a seller

on one deal has turned into an investor on another deal or a seller on
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another building. I never lose sight of the fact that this is a relation

ship business.

Here is a short reference list of findings I've had to confront

sellers with in the past; you may find yourself in the same

position:

Vacant units listed as occupied on the rent roll.

Notices to vacate or unreported future vacancies.

Poor resident profiles with high credit risk that could create

future vacancy.

Missing appliances, carpet, and so forth—somebody has to

pay for this.

High maintenance expenses required to get the units in rent-

ready condition.

Pest control issues, including termites, scorpions, roaches,

and pigeons.

Noncancelable service contracts that add expense to your

operating budget and affect your cash flow.

Utility costs much higher than the previousyear.

Prior insurance loss at the property that affects the cost of

future insurance.

Property tax higher than disclosed.

Violation notices from the city

Fire code violations.

Environmental problems.
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Moving Forward

The operating budget is the last big test of a property's worthi

ness. If the operating budget calculations look good for the first

year and you project that you will make enough money to achieve

your goal, you are ready to move forward and take ownership of

the property. Remember, you will likely be adjusting the offer

price slightly to account for any repairs, upkeep, improvements,

or other costs you may have discovered during due diligence.

Present your numbers and your rationale to the seller and finish

the deal.

It was a long time coming, from initial market evaluation,

to property search, to selection, to property evaluation, and fi

nally to developing an operating budget. You will soon be the

proud owner of investment rental property. Now the thrill of

ownership begins. It's time to executeyour plan to improve the

property and maximize its cash flow. That is the subject of our
next chapter.

CHAPTER 10 ACTION STEPS

Visit www.mccompanies.com to download the chart of ac

counts and sample budgets.

List all yourprojected expenses and income sources foryour
budget.

Enter the projected numbers for each expense and each in

come source.
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• Total the spreadsheet and perform similar calculations on

several "what if" scenarios:

° increased/decreased expenses

° increased/decreased income

• Determine the expense and income levels that maximize

cash flow.

• Make that the foundation for your property plan.





Chapter 11

You Own It...

Now What?

Congratulations! You're the proud ownerof real estate investment

property. After the toasts are overand you've finished calling your

spouse, mom, anddad to let themknow the deal hasgone through,

you'll sitback, relax, and inaboutfive minutes, you'll probably think

... nowwhat? Unless you havea plan, which of course,you do.

You maybe amazed to discover that I have never purchased a

single property without going through the process described in

the last chapters. To me it has justneverseemed worth the risk to

rely on gut instincts alone. And I certainly do everything in my

power to not get emotionally attached to anyproperty. In fact, I go

into everyproperty deal with the full assumption that I won't close

the sale. That sounds pessimisticperhaps, and anyone who knows

me, knows I am an optimist through and through. So what's with

the negativity?
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I don't really lookat it asnegativity. I lookat myattitude as realism.

No one likes to work harder than they have to, including me. And I

know through personal experience and through the stories of hun

dreds of people who have shared theirstruggles withme at Rich Dad

Seminars, there is no fix, no repair, no advertising strategy that can

mend a property that you simply paid too much for. Even improved

management practices don't do the trick.

I hope you realize that no matter how manydeals I do, I stillgo

through the samevaluation process, the same contract process, the

same due diligence process, and perhaps most important the same

property planning process. I don't take shortcuts and, knock on

wood, I have not had one property that has not performed. Some

maylook at what I do and say, "Theguymust loverisk." But in truth,

I don't feel that what I do is risky at all. Doing the homework helps

create sure things. Or as closeas anyone can get to sure things. It

has paid offfor me.

By now you knowI don't leave much to chance, and buying an

apartment building without a solid plan of how I am going to in

crease income and reduce expenses to maximize my cash flow is

not going to happen. Throughmuch of the workyou will havecom

pleted so far, youshouldhavesolidideasinyourplanforhowto run

your building. That'sgreat. Now's the time to put those ideas in mo

tion. This is not a drill. I repeat. This is not a drill.

Follow Through

Follow through. Those are words that will become our mantra for

this chapter, because in the pages ahead, I'llwalkyou through man

aging the property. Before you think that we'll be talking about
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shampooing carpets and trimming trees, let me clarify that manag

ing the property means following through on your property plan

and stayingwithin your operating budget. Managing the property is

about maximizing your cash flow.

At this point, you may have already decided to manage the

property yourself or to hire a professionalmanagement company.

I know plenty of people in both camps and they all say the same

thing. It is simply a matter of choosing how you want to spend

your time. I know one property owner who is incredibly success

ful. He has vacation homes in some of the most beautiful places

on earth. He owns apartment buildings, we manage them, but he

does allhis own painting. Sure it saveshim a ton of money, but it's

more than that. I think it's being part of management that he

reallyenjoys.

Property ManagerJob Description

Regardless of whether you decide to hire outside management or

do it yourself, you'llwant to make sure you knoweither what kind

of job you've just created for yourself or what you expect of the

propertymanagement companyyouhire.Sothinkof thischapter as

either what to look for in a propertymanagementcompanyor what

to expect of yourselfas your own property manager.

The key to good property management and a good property

managerhas to do with systems. Systems to handle advertising and

marketing, leasing, employee-related issues, hiring of outside ven

dors and bidding for services, reporting, emergencies, maintenance

requests, rent collection, accounting, operating budgets, legal pro

cedures, and anything else necessary for running rental property.



168 The ABC's of Real Estate Investing

Not only must a property managerhave all these systems in place,

he or she must follow them.

The tasksof a propertymanagerfall into several categories:

SOLVING PROBLEMS DAILY

The mainfunctionofa propertymanagerisfirstand foremost to im

plement your property plan, and second to solveproblems. This is

what I do everydaywith my property management company. My

staffand I handle thousands of units combined and even though

our job title says propertymanager, we are really problem solvers.

Because the reality of the business is thatyouare managing a lot less

thanyouare problem solving, especially in the beginning whenyou
just take over a property.

HANDLING STAFFING ISSUES

Propertymanagers alsohandleallstaffing issues. Ifyou need a leas

ing agent on site, the property management company will have

trainedand qualified professionals to handle the job. Ifyou are do

ingit yourself, either you or someone you hire will takeon the task.

That means you'll be responsible for training and equipping the

person you hire with all the knowledge, skills, and materials he or

she will need for success.Thiscan include training in customer ser

vice, sales, fairhousing policies, and so on.

You'll alsoneed a maintenance person or handyman. Again, this

maybe you or it maybe someone you hire. Ifyou contract with a

property management company, they will usually provide this ser

vice. If you are managing the property yourself, look for a person

who has enough timeandwhowill be available to you anytime you
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call. The last thingyouwantis a residentwitha leaky waterpipe or

a clogged toilet waiting for service. It's damaging to your property

as well as to your reputation. An angry resident will move out and

not only leave you with a vacant non-income-producing problem,

that angry resident will cost you money to get the unit back into

rent-ready condition.

LEASING THE PROPERTY

It is the property manager's job to do the advertising required to

keep the property at 100 percent occupancy or as close to it as pos

sible. That means knowingwhichadvertising vehicles get results and

developing the promotions and promotional messages that get the

job done. This could be ads, it could be signs, it could be signing

agreements with localapartment finder services, or it could be set

ting up a resident referral program. There are an unlimited number

of tactics for getting prospective resident traffic. Professional prop

erty management companies know what works and what doesn't.

You can also handle this part of the job on your own.

But be aware that getting residents is not the sole objective.You

want to attract the right residents. So as a rule, I never rent an apart

ment to anyone who has not been run through a criminaland credit

check. In every apartment buildingor community that we manage,

everyapplicant is run through a backgroundcheck.We are not un

der any obligation by lawto rent to criminals or sex offenders under

any equal housing act. And I don't feel any moral obligation to give

those who need a "freshstart" a home in our apartments. What I do

feel is a moral responsibility to provide as safe a living environment

as possible for our residents.

I feel even more strongly about background checks after the
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9/11 tragedy. When the identities of the terrorists behind the at

tacks as well as those who took part in the killings were revealed,

several news stations reported where they lived and interviewed

neighbors. In almost every instance, they lived in rental housing

and many of them had fraudulent Social Security numbers, and

some even had criminalbackgrounds. Missed opportunities lead

ing to a globaltragedy. I background-check everyone and tell them

right up front. If they don't like it, they go somewhere else and

that's exactlythe point.

INCREASING THE CASHFLOW

It is the property manager's responsibilityto increase the cash flow

of the property. Good property managers understand the real-

world parameters within which they must work to achieve this

goal, but ifyou are managing the property yourself, you'll want to

be aware of what the market is doing in your immediate area. Take

the time to review your local newspapers, drive by the competi

tion, and call the surrounding properties in the area so you'll know

your market before you increaseyour rents. Simply calland ask the

rental rate, the square footage, the deposits required, and what is

included in the rent.

LEGAL AND CONTRACTS

Get into the rental property business and you'll quicklylearn that

most states have a lot of laws governing the operations of apart

ments—big or small. A professional management company knows

these lawsand has in place the appropriate forms for residents and

property owners to complete upon leasing. In addition, they know
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how to file the appropriate reports and documents with the gov

ernment. If you do not use an outside firm, you'll need to create

your own leases, eviction notices, pet addendums, and so on in ac

cordance of the law.

Management companies also ensure that all residents are

treated the same, in other words, that all have read and signed the

required paperwork and are apprised of their rights as tenants and

of your rights as the landlord. When you are your own property

manager, especially of small properties, it's easy to be laxwith your

paperwork. This can and will get you into trouble eventually. Ifyou

don't believeme, rent the movie Pacific Heights. Noteveryone is as

nice as they appear on the outside.

MAINTENANCE

It's the property manager's job to maintain the landscaping, paint

the apartments and the buildings, make sure all the appliances

withinthe rental units are in good working order,and do everything

including changethe lightbulbsin the commonareas. This isallthe

routine stuff that makes an apartment building look like a great

placeto live, ifit is done right, or a dump ifit is neglected. It's allin

the details when it comes to maintenance.

You or your property manager will receive, manage, and com

plete all work orders for existing residents, you'll clean the car

pets, manage the trash pickup as well as coordinate or meet with

all contractors for repairs. Additionally, if you are your own prop

erty manager, you'll need to source and negotiate your own

providers for these services, including plumbers, electricians, car

pet cleaning companies, landscapers, painters, carpenters, and so

on. Property management companies typically have agreements
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with companies they can count on at a favored rate based on vol

ume of work.

RENT COLLECTION

Rent collection can be an easy thingor a verychallenging thing de

pendingon the precedentyou set with your residents. In the build

ings mycompany manages, wegobythe letterofthe lawandmake no

exceptions forresidents whodon't paytheir rent on time. In thisbusi

ness,youhaveto be tough. You'll heareverystoryand althoughI feel

forsomeofthe peopletelling them,I also feel for the peoplewho pay

their rent on time. Apropertymanagement company will operate just

as I do with no grayarea when it comes to collecting rent. It is easy

when you are managing this aspecton your own to cut people slack

and be lenient. Don't do it. Our policy is to never allow partialpay

ments, we do not waive any late fees, and we do not accept checks

fromanyonewho pays latemore than one time. After that,we accept

onlymoneyorders.Never, everwaive late feesor nonsufficient funds

fees. In some cases those are the only motivators you have for resi

dents to payon time. Remove thisandyou are asking for trouble.

Realize that with every exception you make you are setting

precedents. If for any reason you ever need to evict a resident for

nonpayment of rent, your previousgestures of kindness may harm

your case. Establishyour collection policy in accordance with your

state's laws and stick with them no matter what.

PAYING THE BILLS

When you own rental property, you may think you are in the ac

counting business. There are lots of accounting duties associated
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withpropertymanagement. Property managers are responsible not

only for collecting and depositing rent into the bankaccount, they
alsoare responsible for paying all the bills on time. Every expense

lineitemin the operating budgetwill have bills attachedto it. Prop

erty managersyou hire will takecare ofallmonthlybills aswellas all

other bills that occur lessfrequently At the end of each month your

property manager or you should complete an analysis of the in

come and expenses and compare it to the budget. Do it monthly

and you'll stay on top of your business.

MANAGING THE BUDGET

Along with collecting the rent and paying the bills, it is the property

manager's job to manage the property's operating budget. That

means that allexpenses as wellas rental income need to be posted

and compared to the operatingbudget. Iftheycome in lower, great.

If they come in higher, then you'll want to knowwhy.

There are many property management software packages that

help you manage the operating budget and most of them work this

way: When you enter the bills into the systemfor payment you code

them to the correct account in your chart of accounts. Eachaccount

has a monthly allocation and when the bill is entered the software

simply deducts the invoice amount from the budget, leaving you

with the balance. In a wayit's as if each account in the overallbud

get has its own checkbook register. This way, you can manage each

individualaccount instead of just the bottom line.

Life is not perfect and there will be times that you must over

spend in an account or you learn the hard waythat you did not allo

cate enough in your budget to operate efficiendy In either case,

manysoftwareprogramswill help you analyze how farover or under
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budgetyouareforeachaccount. This iscalled avariance analysis and

I do them monthly. Variance analysis reports helpyousee justhow to

adjustyourspendingsoyourbottomlinestays on budget.It alsoisa

good learning tool for future budgets you will do.Your budgetswill

get increasingly accurate the more you do.

EVICTIONS

Evictions are a necessary part of this business, but the good news is

they don't have to be traumatic to you, the property owner. Evic

tions can happen fora number of reasons,including nonpayment of

rent. But mycompanyhas evictedpeople for allsorts of reasons and

it is wellwithin our rights to do so. The only time I feel good about

evictingsomeone iswhen the eviction involves drug dealers.As dif

ficult as it is under normal circumstances, however, I never avoid

the inevitable when it comes to evicting people.

Once again, a property management company that profession

allymanages your buildingwill handle evictions to the letter of the

law. Before you do one on your own,be sure you know your rights

and the resident's rights. If you are managing your property your

self, you maywant to consult with your attorney before embarking

on this process.

CUSTOMER SERVICE

A big part of managing a property is being available for your resi

dents. Residents need to know that they can call any time of the

daywith a problem or an emergencyand that their request will be

attended to in a reasonable time. This is not too much to ask; after

all, if they wanted to handle their own maintenance problems
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they'd own their own home. This round-the-clock customer ser

vice is built into a professional property management agreement.

It's something you have to provideifyou manage the property on

your own.

Atour properties we have a twenty-four-hour policyon all non

emergencymaintenance items and an immediateresponse on emer

gencies. What constitutes an emergency? For us it is fire, flood, or

blood. Thereare certainly exceptions to thisbut wedo not dispatch

maintenance after hours for residents locked out of their apart

ments because they lost their key(and theydo call). We havean on-

call system 24/7 set up for all of our communities that is very

responsive. On emergencyitems likea murder,we are quick to re

spond so that we can cooperate with the authorities and the fami

lies of the victim.

Those are just some of the job responsibilities that come with

the title property manager. It is a big job that is round-the-clock,

365 days a year. If after reading this, you're thinking, Propertyin

vesting isn't for me, I don't want to work that hard, take heart.

Maybe property investingis for you. Propertymanagement isn't. I

realize the first inclination is to want to save money so you can

maximize your cash flow, but ifyou don't want to manage proper

ties, that's not the place to cut corners. If a property is not man

aged well, it will not onlymake it difficult for you to find residents,

it will make it difficult for you to raise your rents to market value.

That will make it impossible for your asset to appreciate—after all

its value is based on how it operates. Finally, hiring a professional

property management company frees up your time to look for and

evaluate your next property investment. As we discussed early in

this book, the way to wealth is property ownership, not property

management.



176 The ABC's of Real Estate Investing

Poorproperty management is one very
large contributor toaproperty's under-
performance and reduced valuation.

Hiring a Property Management Company

If after reading this chapter so far, you are leaning toward hiring

a property management company to professionally manage your

property, then you'll need to know what to look for so you hire

the best. Not all property management companies are created

equal.

I've compiled a list of questions I ask when I'm hiring a prop

erty management company. Believe it or not, we don't self-manage

all our properties. Often if we don't have a presence in a market

it doesn't make sense for our management company to do the

work required for just one property. So we hire it out. But as you

can well imagine, we're savvy shoppers. You will be too with the

list below:

• Property management fees: Fees run approximately 8-12

percent of gross rent for single-family properties and 4-8 percent

depending on size for multiple-unitproperties. Be skeptical of any

thing higher or lower.

• Time in business: I look for property management compa

nies in business for at least three years.

• Accounting softwareand capabilities: I prefer to work with a

company that has severalpeople in their accounting department. A

single person is a bad sign. I want to know what their accounting
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reports look like, when during the month they produce them, how

they deliver them, and what their banking relationships are. I, of

course, check the banking references.

• References: In additionto checking the banking references, I

get a listofallthe propertiesthe company ismanaging. I personally

call and visit at least five of the properties. I don't bother with gen

eral references, as no one ever gives out the names and numbers of

people who will not giveglowing reports.

• Policies and procedures: I ask to see their policies and pro

cedures manual so I can understand how their organization works.

This document also reveals subtleties about the company culture,

management style, and employeeprofessionalism.

• Professional affiliations and associations: The property man

agement company should have memberships in local and national

trade organizations including the National Apartment Association

and the localaffiliate, the Institute of Real EstateManagement, the

National Association of Realtors. They should also carry one or

more of the following professional designations, includingCertified

Property Manager (CPM), Accredited Management Organization

(AMO), Certified Apartment Manager (CAM), and Certified Apart

ment Property Supervisor (CAPS).

• Training programs: Property management requires a broad

range of skills from sales to customerservice to finance to legal. I

look for a company that invests in its employees and provides train

ing in those areas.

• Real estate licenses: Before I hire a properly management

company, I ask for copies of their state real estate licenses. If the

property manager is licensed, you are protected by the government

in the event of wrongdoing, such as commingling of rent moneys,
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and you have recourse against their license through a sanctioned

government body.

• Legal and backgroundchecks: I askfor the name of the firms

that the company uses for evictions and for criminal and credit

background checks. I won't go with a company that does not per

form background checks.

• Vendornegotiations: Properlymanagementcompaniesneed

to tell me how they havenegotiated withvendors to saveme money

on maintenance, supplies, services, advertising, everything. When

you work with a large management company there should be

economies of scale that mean savings to you.

• Employees: I want to know who the actual individual is that

will be running my building. I expect the company to run back

ground checksand drug tests on allemployees. You need to be care

fulwhen you invite a propertymanager to overseeyour property.

When to Fire Your PropertyManager

Realize you get whatyou payfor in property management.Andhow

you treat your property management company will directly affect

how they treat you. This must be a relationship of mutual respect

and clearaccountability Thereshould alsobe mutual trust. Thisis a

partnership, so go into it as one. Ifyou assume an "us against them"

mentality, you will lose in the long run.

A very wise man once told me that property management is a

thankless job. Curious, I asked him what he meant because he

clearlyhad many more years of experience as a professional prop

erty manager and investor. He told me the following, which I have

never forgotten.
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There are three basic ways a property managercan be fired.

The first way is when the property itself does not perform

well, especially if the property performs worse than the investor

anticipated. Achange maybe necessary to improve the property

operations.

The second wayto get fired is if the property does not improve

its operations year to year or the operations remain the same. No

improvement? Well, that is not whywe bought the property, is it?

Fire 'em!

Thethirdway to get fired isifthe propertyreally outperformsthe

investor's expectations. Thereasonforthe firing is that management

looks easyand a propertymanager isnot needed when a properlyis

doing so well. Theinvestor cando the jobandsave the fee.

What this amusing story communicates is all too true: that

propertymanagers are at the mercy of the propertyowners. And
asa propertyowneryoumay feel prettypowerful. Butdon't abuse

this power. Choose wisely in the first place, treat each other with

respect, and stickwithyour propertymanagement partner. They
in turn will rewardyou with a high level of serviceand the returns

youare looking for. Turning yourpropertyintoa revolving door of

property managers is not only inefficient, it will undermine your

success. Look for the long-term relationship that builds momen

tum and profits.

Butas a propertyowner, youhaveto recognize when a property

managementcompanyshould be fired. Theseare the things I won't

tolerate when it comes to property management:

• A company that doesn't assume a partner mentality and

doesn't communicate to the property owner things like mar

ket conditions that affectsupply and demand.



180 The ABC's of Real Estate Investing

• Acompany that neglects the physical conditionof the prop

erty. If the property manager sees a piece of litter on the

ground, he or she should not step over it.

• Acompany that has high employee turnover in any area; this

makesbuildinga relationship difficult.

• Acompanythat has inconsistentor incomplete reporting.

Those are valid reasons to fire your properly management com

pany. I liketo set the expectation level from the verybeginning, right

in the management agreement. Then I discuss it with the company.

Many of these expectations are regulated statebystate so be aware of

yourstate laws and do not acceptanyservice belowgovernmentstan

dards. On the flip side,you do need to haverealistic expectations. If

youpaidtoo muchforthe propertyandexpectthe propertymanager

to performmiracles and bail youout, youwill be disappointed.

While I may be a bit biased about property managers and the

high levelof servicethat a verygood property managercan deliver,

I can relate to those ownersand investors who believethat properly

management is easyand anyone can do it. I can relate to them be

cause these are the ownerswho are the focus of myproperty acqui

sitions. Invariably, properties managed by owners are full of

income-generatingpotential because the owners just are not expe

rienced or interested enough to manage the property right. They

are prime acquisition targets.

The Domino Effect

Property management can be characterized as a whole bunch of

small decisions. Make the right choices all along the way, and the
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road can be smooth. But make the wrong choices—take shortcuts,

burn bridges,anger residents,or rip offservice providers—andyour

challengeswill be greater.You can choose to take the right path, or

take the wrong path, the choice is yours.But ifyou chose the latter,

your one bad choice can havefar-reaching effects. It's likea domino

effectand here are some examples ofwhat I mean:

RENTING TO THE WRONG PERSON

We recentlyhad a new resident who happened to be a convictedsex

offender move into one of the properties we manage. This person

lied on their application by checking "no" to the question that asks

if they had ever been convictedof a felony.

Apparently this person moved from Texas to Arizona and broke

the lawby not registering with the state untilaftermoving into our

property. We weren't alerted to thisbyour criminal and creditback

ground screeningcompanywho processedthe application.

You can imaginemy shock when I received the letter issued by

the local police department to the neighborhood that a sex of

fender wasliving at the property. Andyou can imagine the anger of

the residents in the community when the local authorities notified

them and then the local media picked up the story.

The hundreds of residents and their families living at the prop

ertywereup in arms. Obviously, wehad to actfast. We fielded dozens

of phone calls from our current residents worried about their chil

dren's and their ownsafetyand the propertyownershad a fewthings

to sayas well. To solvethe problem, I immediately contacted the res

ident and we discussed the situation. I agreed to take care of the

moving expenses for the person, who wanted to relocate. The man

ager personallyoversaw the moveand the situationwas resolved.
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This kind of swift action turned a bad situation into one that ac

tuallymade us stronger. We demonstrated that when concerns are

raised, no matter how infrequently, we take them seriouslyand try

to be responsive. We didn't make a big splash about the situation,

we simplytold people who asked that the person had moved out.

Had we not taken this course ofaction,we would haveexperienced

a massexodus of good residents,guaranteed.

NOT TAKING CARE OF YOUR CURRENT RESIDENTS

There isno mystery to the trend thatwhenyou takecareofyour res

idents they are more likely to renew their leases. This is human na

ture. We've all had bad experiences at a hotel or department store

and sworethatwewould nevergo back. It isno different in property

management.

Taking care of your residents means responding to their calls

quickly. It meansfixing whatneeds to be fixed. It meansa courteous,

professional staff that is always happy to help. It means doingevery

thingyou wouldexpectyourself ifyou were a resident. The domino

effect here is that unhappyresidents createvacancies and vacancies

createcashflow problems. Residents talkto one another and misery

loves company. Taking care of residents keepsyour pool areaswon

derful retreats instead ofsoapboxes fordisgrunded residents. Parking

lots stayparking lots, not commonareas forgripesessions. Beproac

tiveand create a system that is responsive to your residents and you

will keep them.

NOT BUDGETING FOR THE UNEXPECTED

Haveyou everheard the phrase "sft^happens"? Well, I am proof that

when it does, cleaning up after the mess takeslonger and costs more
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than you always think it will. Be prepared for problems that will de

velop as you own a property. I'm talking about things likeblown hot

water tanks, floods that require newflooring and drywall, small fires

that damage cabinets and appliances, compressors that fail on the

hottest day of the year, broken windows, carport damage from mov

ing companies, and wind storm damage allwith repair costs that are

less than your insurance deductible. Got the point?

Maintain a reserve fund that is adequate for your properly for

when the unexpected happens. Hopefully you never have to use it.

It's hard to set guidelines for how much to put aside because every

property is in a different conditionwhen you buy it.WhatI do is look

at this conditionand flag thingslike older roofsor appliances that are

likely to fail. Then I put asideadditional fundsfor thingsthat break un

expectedly.

Property management isa 365-day-a-year, twenty-four-hour-a-day

job.You owe it to your residents to be available and responsive.You

also owe it to yourself if you are serious about your investment ap

preciatingand generating cash flow. This is the customer service as

pect of the businessand it isabsolutely fundamental to your success.

People are social beings. They talk. Word gets around about the

great places to live and the not so great places to live. Make sure the

word on the street about your propertyis in the great placescategory

Accomplish that through youractions. Your life maybe busy, but itwill

be a lot easier.

CHAPTER 11 ACTION STEPS

Set up your systems for maintenance, accounting, and rent

collection.
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• Investigate hiringa professional property management com

panyand interview several.

• Run criminal and credit background checks on every new

applicant.

• Becomeinvolved in local supporting professional affiliations.

• Enforce the policies and procedures in the lease, no ex

ceptions!

• Respondquickly to your residentswith a smile.



Chapter 12

To Sell or Not to Sell

In an earlier chapter, we talked about the pros and cons of flipping

your wayto wealth. Flipping as you recall, is the act of buyingprop

erty and sellingit rapidlyat a profit.That profit is either used to pur

chase another property or pocketed. Many people think this is the

wayto build wealth, but to me it is not. I am a firm believer in buy

ing and holding property. That's what I do and that's how you cre

ate wealth and cash flow.

But sometimes, you will want to or need to sell your properly.

That doesn't mean you simply call your real estate agent and put a

"ForSale" sign out on the street. It requires some strategy. Just as you

want to manageyour properly to maximize cash flow, you'llwant to

sell your property to maximize your return on investment. That

means you'llwant to sellyour property at the highest price possible.
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And if you've learned anything from this book, hopefully you've

learned that the priceof a propertyisbased on its operations.

Bynowyou will havealready done your managementplanwhich

guides you as you manage your property to maximize its cash flow.

That's great. That's what a management plan should do. Of course

you're using it daily. Referring to it often. And updating it annually,

aren't you? Well, maybe not annually. In truth ifyou're likemost peo

ple,once your building isoccupiedand runningwell, you maynot re

member where the building is,let alonewhere the managementplan

is. It's scarybut it happens. I'm not endorsingthat type of absentee

ownership, ofcourse!

So, if you are an absentee owner, find the management plan,

dust it off, and take a look at it. You'll need this to prepare your

property for sale. This entire book has trained you to view and

evaluate properties as a buyer. But to sell your property, you have

to view it as a seller. Remember the discussion about retail and

wholesale? Buyers want to buy property at wholesale, and sellers

want to sell it at retail. This chapter will show you how to have as

much of your operations at the retail level to bring you the high

est sale price possible. How do you do that? There are two basic

methods.

Maximize Your Future Potential Income

When you are buying and holding property it makes sense to want

to maximize your cash flow. Afterall, you want to reap an annual re

turn for years to come, and the higher the better. To do that you'll

wantyour property at 100percent occupancy, even ifit means some

of your rents are slighdybelow market.
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However, when you are planningto sellyour property, you want

your rental rates to be at the market rate in the area. This is because

the value of the propertywill be based upon not necessarily the cur

rent income, but the future potential income of the property Some

times there is a very big difference between the two.When you are

selling your property, you want to demonstrate the highest future

potentialincomefor the property, not the highestactualincome,be

cause remember, as explainedin Chapter7, the actual income is the

wholesale price,potentialincomeis the retail price.As the seller, you

want to sellat as closeto retail as possible, evenat the expense ofoc

cupancy!

Let me explain: No buyer will buy your property with the as

sumption that it will be 100 percent occupied forever. If they do,

please have them e-mail me immediately, I have swampland I'd like

to show them. Rather, buyers must understand there will always be

a vacancycomponent in the analysis, which could be as lowas 2 per

cent and I haveseen it as high as 20percent. Regardless of the num

ber, the point I'm trying to make is that when you are selling your

property it is not always to your benefit to be at 100 percent occu

pancy. When I'm buying a property, 100 percent occupancy to me

means that the rents are too low or the seller is trying to pull one

over on me.

To maximizeyoursaleprice, you are
better offhavingyour marketrents
high and creating somevacancy

Let me give you an example. If your twenty-unit property was

100 percent occupied and the rents were an average of $35 lower
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per unit when comparedto the marketrents in the area,youwould

be losing $700 in rent per month (assuming againyou were at 100

percent occupancy). You've left $8,400 in annual cash flow for the

next buyer ($700 per month multiplied by 12 months). This short

fall goes straight to the bottom line,and remember the bottom line

determines the ultimatevalueof the properly.

Going back to our formula for calculating the offer price of a

properly, you knowthat the offerpriceequals the net operating in

come divided by the capitalization rate. Using a conservative capi

talization rate of 10percent,divided into the $8,400 in cashflow left

on the table, you would experience an $84,000 reduction in your

purchase price.Just fromhaving your rents $35 per unit too low!

As I mentioned before,buyers will assumethere will be some va

cancy, so they will assigna 5-7 percent vacancy rate on your prop

erty even if it is currendy 100percent occupied or not.

You cansee howimpossible it becomes to get top dollarforyour

property ifyour rents are below-market. Sometimes it is difficult to

have all the rents in line with the market, but you should at least

have some of them at that level. If you do not have one unit with

rents at market and your buyer read this book, you'll find yourself

on the other side of the valuationdiscussionwe outlined in Chapter

7. That's not a good place to be. Atthat point, your onlyalternatives

will be to sellyour property low, or hold on to it and prepare it for

sale by increasing your rents and therefore the future operation's

performance potential.

Your team members can help you update your market rent in

formation. Management companyand broker contacts will be par

ticularly helpful. I must emphasize, however, that to be successful in

this business,you need to knowthis informationon an ongoing ba

sis. You can see from the example above how quickly a small $35
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rent difference can result in loss of cash flow and loss of value. This

is a business you'll want to stayon top of.

Now that you knowthe importanceofmaximizing the future po

tential income of the property, you're probablywondering how you

accomplishit. There are two ways:

• You re-rent vacancies at the market rent (retail).

• You renew your current resident leases at the market rent

(retail).

Don't be alarmed if these actions create vacancies and turnover.

In some cases they will. But remember, you are not managing to

maximize cash flow here. You are managing the property for sale

and that meansyou want to demonstrate the property's highest po

tential income. You can only do that by demonstrating your rental

units can command rents at the market level. The more units you

can move to market level rents, the smallerthe gap between whole

saleand retail. Thesmallerthe gap, the easieritwill be foryou to get

a retailprice for your property.

Running YourExpenses Lean

The next area to manage when you want to sell your property is

your expenses.There are two kindsof expenses: fixed and variable.

The fixedexpenses are your property taxes, utilities, insurance. The

variable expenses are management costs, payroll, administrative,

advertising, repairs, and maintenance items. You'll have a lot more

impact on the variable expenses, so you'll want to focus on those

first. The goal is to minimize them as much as possible. Not for the
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sake of being a cheapskate,but for the purpose of showing that you

can operate the property with the lowestpossibleexpenses.

Remember, as a buyer you will be lookingat the expenses of the

properties you buy and will likely be estimatingthem higher. Now,

as the seller, you'llwant to demonstrate the lowest possible operat

ing expenses. In fact, when I'm positioning a property for sale,we'll

minimizestaffmembers, reduce or canceladvertising, and raise the

deductible on the insurance all in an effort to minimize the ex

penses. It's nothing complicated, but it can make a big differencein

the sale price of your property.

Lookhard at the managementplanyou created during due dili

gence. Areyou still takingadvantage of everycost-saving tacticyou

outlined in the plan? Lookat everything, includingthe smallthings;

they add up. Bid out allyour servicesagain, adjust your rents to re

flect location premiums, have your landscaper visit only one time

per week instead of two. Beas diligentnow as you were when buy

ing your property.

Seek OutQualified Buyers

Once you have your property positioned for sale, you'll want to

seek out qualified buyers. Forsome reason, some sellers like to be

secretive about selling their property. Maybe they expect a drop in

the levelof property management service if the management com

pany knows the property will be changing hands. Agood properly

management companywill help you by creatingvalue if they know

the goals of the ownership.

Whetheryou managethe propertyyourselfor use a professional

companyyou need to communicate to everyoneyourgoalofselling
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the property. What some of mypropertymanagement clients don't

understand is that we are working with manyinvestorsand owners

of property within our own company. Property management com

paniesare a primesourceofleads, soyouarewise to takeadvantage

of the network. There have been times when we've found buyers

for propertieswe manage. Ifyou are working with a large manage

ment company that is reputable and successful, there will not be

anyhardship associated with the loss of one management account.

Again, this is a relationship business and if the company was doing

a good job, they know you'll seek them out on the next property

you purchase.

There isa timeforconfidentiality ofcourse,and that timeiswhen

you are actually approached by a prospective buyer. You'll want to

have a confidentiality agreement readyfor the prospect to sign be

foreyou disclose anything to him or her. This protects both of you.

What to Do with Your Money

If you do sell your property, you need a plan for what to do with

your money. I havea friendwho had a small property in SanDiego.

Although the property wasnot listedfor sale,he wasapproached by

a prospective buyer. They made an offer for a sum of money way

higher than what he paid for the properly. He took the deal and de

cided to sell. Unfortunately at the time, the San Diego apartment

market was really hot and he could not find another deal that was

worthyof reinvesting his money. Hadhe knownthat at the time, he

might have thought twiceabout takingthe offer. To avoida large tax

billon his huge capitalgain, he wasforced to look in other markets

in other cities and states to reinvest his money
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Now he isout ofhiscomfort zone.He has had to quickly assem

ble a team,learnanother market, actually multiple markets, visit nu

merous potential properties, allwhile working at another job. This

deal threw his life into totalupheaval. Andthe clockwasticking. On

exchanges such as this, you have a limited amount of time to rein

vest the money and declare it tax-free. He had to cut corners on

thingslikeassembling his team and evendue diligence. He barreled

headlong into a property he didn't know enough about, just to

avoid the big tax bite. It was the wrong property, bought too high

and with a lot of deferred maintenance. It was a bad deal, but one he

had litde choice but to take.

My point is not to slamthe practicesof this investor, but to warn

future sellers that ifyou don't havea plan for your capital gain,you

should not sell the property. It is easyto be lured by the cash. Ifyou

are trulya property investor, youwill likely haveirons in the fireand

have some properties on the horizon. That's great. But ifyou are a

passive investor with no properties in process, you may have to

scramble and be left with a bad investment or a large tax liability.

I wouldneversella propertywithouthaving at least three or four

dealsin the works forwhich Icoulduse the moneyto reinvest. That's

the onlywayto prevent a heftytaxbill and avoid making foolish de

cisions that will cost you moneyin both the short and long run.

A Final Word

There will come a daywhen the properties mypartner and I own will

be sold. But until that day, the cash flow generated from them, and

their appreciation in value, ensures that we have the ability to do the

thingswe lovetoday, and in the future. There isa freedom that comes
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with that knowledge. It was what I was searching for when I set my

ownpersonal goal offinancial freedom. Litde didI know that the free

domwould gofarbeyondthe dollars. Freedom to spend timewithmy

family. Freedom to do the things that I want to do. Freedom to share

myexperiences withothers. Property investing—particularly buying

and holding property—started out as a means to an end. But it has

become something much more. It is an end in itself and a thrilling

journey.
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