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IMPORTANT: FREE AUDIOBOOK

If you are reading this book, I’'m going to make two assumptions about you:

1.) You are interested in gaining Financial Freedom through real estate
investing
2.) You don’t have a ton of spare time.

So to help with both these things, I want to give you some free gifts to say
THANK YOU for buying this Kindle book, including the audio version (Mp3)
of this book (a $29 value.) No strings attached. Listen and learn in your car,
while walking your dog, at the gym, or wherever.

To get the audiobook, just go to https://www.biggerpockets.com/bookbonus or
text just the word “BOOKBONUS” (no spaces) to the number 33444 on your
phone.

Simple, right? Then don’t wait — do it now. This link won’t be up forever.
In addition to the audiobook, you’ll also get:

- Over 30 rental property owner forms (lease, application, etc)

- A printable poster on the step-by-step path to rent out a house

- The complete, official Audiobook of “The Book on Rental Property Investing
read by... me (the author.)

»

I hope you enjoy and love this book! Hopefully these bonuses will make you
love it even more and will help you on your journey toward financial freedom



through rental properties!
Your friend and mentor for the next 400 pages,

Brandon Turner
Author and Real Estate Investor

PROLOGUE

What if I told you that you could make millions of dollars in real estate, doing
nothing but sitting on a beach?

Pifia coladas, little white umbrellas, endless sand—sounds pretty great, right?

Well, that is not going to happen, at least not anytime soon. If you were looking
for an easy path to riches, rental properties are probably not the right avenue for
you. I know I’ve probably just lost half of those who picked up this book, and
that’s okay. I know that millions more are willing to do what is necessary to find
success, even if that path is more difficult than the late night television
infomercials would have you believe.

Obviously, people flock to real estate for a reason. In my opinion, real estate can
provide the best, safest, fastest path to financial freedom compared with any
other method used to build wealth. I’ve seen it in my own life, which I’ll explain
in a moment. But first, let’s talk about what this book will not teach you.

If you were looking for a book written by the latest guru, you are going to be
disappointed. You are not going to learn some secret strategy that I discovered
and that no one else knows. After all, I’'m not anything special. In fact, I'm just



like you. I may be further along on my real estate journey than you are, or I may
be years behind you—in which case, I hope to learn from you as well. The truth
is that we’re on the same journey together, playing the greatest game ever
invented. In writing this book, I hope to share with you the lessons I’ve learned
so far, both the successes and the mistakes. I believe these lessons will help you
achieve a greater life than you have ever imagined.

Moreover, you should never learn from just one person, I believe, and anyone
who says otherwise is probably trying to sell you something. The best education
comes from experience, and by learning from the collective experiences of
others, you can supercharge your real estate ambitions to find greater success,
faster and with less drama.

Therefore, in the pages of this book I’ve incorporated the lessons and stories of
real estate investors from the BiggerPockets community in an effort to help you
gain the greatest perspective. Together, as a community, let’s help each other
find financial freedom through real estate investing.

What Do You Want?

Let me ask you a very basic question: what do you want?

Go ahead, say it out loud. Money? A new house? To fire your boss, quit your
job, and work for yourself? How about a better retirement? More wealth for your
kids? A summer in Europe? Longer sleep? Whatever it is, yell it out! (Unless
you are sitting in a Starbucks right now, in which case, you probably shouldn’t
yell. But I'd like a tall extra-hot peppermint hot chocolate, please!) Let me share
with you one of my all-time favorite quotes. Michael Jordan (yes, that Michael
Jordan) once said, “Some people want it to happen. Some wish it would happen.
Others make it happen.”

Which kind of person are you?

Now, there is nothing wrong with wanting things in life. Don’t feel silly about
identifying material things you want when you answer that question. Having
goals is great—but it’s not enough! You need action, too! You will need to get
off your butt and change your world yourself, because no one else will do it for
you. My goal in writing this book is to not only give you theory and hope but to
also give you the tools and knowledge you need to reach your goals. You
already know that real estate can change your life. Now it’s time to learn how to
make that happen. It’s time to take action.

e Are you committed to taking action?



e Are you committed to dedicating your spare time?
e Are you committed to replacing daydreams with strategies?
e Are you committed to investing your money?

I hope you answered “yes” to all of these questions. And don’t worry if you
don’t actually have the money, the spare time, or the knowledge just yet. If you
are committed to giving this a try, I’ll help you get there. Remember, you are not
doing this for me; you are doing it for you.

As you work through this book, I encourage you to not only read but also
internalize every concept. Don’t simply pass your eyes over the words without
understanding the concepts being explained. Reread sections if you need to. Ask
other experienced investors about the topics. Share the lessons you’re learning
with your significant other as you digest them. Question everything I say, and do
whatever is necessary to have it make sense in your own mind. Take your time.

About Me

“If you do this, Brandon, you’re going to go broke, be homeless, and ruin your
life. Please reconsider. ”

This was not the response I was hoping for when I finally told my parents I
wasn’t going to go to law school, despite months of studying and a strong score
on the law school entrance exam. Instead, I had set my sights on becoming a real
estate investor.

I had been raised in a “go to school, get a great job with a great company, and be
responsible” household. I can’t fault my parents for this mentality — after all,
this was how they themselves had been raised. My parents are incredible people
who simply wanted the best for me, but I needed to do things differently.The
path I had in mind was neither better nor worse — just different.

My entrepreneurial itch led me to the fascinating world of real estate investing,
and specifically to rental properties. The idea of using my creativity in place of
cash to build passive income exhilarated me. However, my ambitions hit an
almost immediate roadblock with my parents’ warning of catastrophic failure.
My tenants wouldn’t pay, they feared. I would have to deal with evictions. I
would lose all my money, lose my properties, end up on the street, start dealing
meth, and for good measure, probably end up killing someone in a bar fight.

All because I wanted to be a real estate investor.

At that point, I was forced to face my future head on. Do I abandon my newly
discovered dreams and come back to earth? Should I suck it up, stop



complaining, and go to law school? After all, my parents had a point. A good
law education pretty much guaranteed a good job. A good job meant stability.
Real estate, on the other hand, didn’t seem very stable. What if my tenants
wouldn’t pay? What if I had to deal with evictions? How could I survive?

Before giving up and accepting what seemed to be my fate, I turned to the only
source I knew at the time to ask: Google which brought me to this brand new
website called BiggerPockets. Suddenly, a switch flipped in my brain. There on
the screen were other aspiring (and practicing) investors with the same questions
and concerns.

More importantly, there were answers.

My entrepreneurial ambitions didn’t necessarily mean I would end up a meth
dealer wanted for murder. My quest for knowledge brought me to
BiggerPockets.com, for which I now blog, design, write, teach, network, and
help out however I can. But that’s a story for another day...

In short, I had discovered that all my questions had answers. There was hope.
“Financial freedom” was not just a buzzword late-night charlatans used to sell
their programs. Financial freedom was a real thing, enjoyed by millions of
people around the world. And I wanted it with every ounce of my being!

So I confronted my parents’ concerns, quit my job, walked away from my law
school applications, and jumped into full-time real estate investing, acquiring
dozens of rental units over the next decade. I just turned 30 years old this year.
I’m not a multimillionaire, I don’t drive a Tesla (yet), and I definitely don’t
spend my life on the beach, though I enjoy an occasional nice vacation.

What I do have, however, is financial freedom. Because of my real estate
investments, I’m able to live the kind of life I choose, not one given to me. As |
continue to earn more money, I can pour that extra income into additional
investments. My current investments are allowing me to buy more investments,
a concept known as “exponential growth”—and it’s freaking awesome! Thanks
to my rental properties, I am creating an awesome future for myself, my wife,
and our future children.

Most real estate authors and gurus tend to be reluctant about sharing information
about their personal investments, but I say, screw that! As of today, I have 44
units, spread out over a dozen or so properties (both single family and
multifamily). In the beginning, I worked hard to acquire them, and now I try to
pick up a few new ones each year. My wife and I manage the properties
ourselves, splitting the duties and sharing the rewards.



To help us keep our life sane and manageable, we collaborate with some great
individuals, including an incredible part-time office manager, numerous
contractors, and other valuable professionals. We travel a lot, but in a modest
way. We buy nice stuff, but we don’t overdo it. We hang out with our friends
and family every chance we can. And we absolutely enjoy life to the fullest. Real
estate has been a major contributor to our lifestyle design. Furthermore, I am not
done with my journey. I am not writing this book from the position of “back in
the day, this is how it was done.” I am writing it in real time, as I live the very
life I'm describing. As I said before, this is a journey you and I are on together,
and I still have more to learn. I’ll make mistakes, screw up, get frustrated, and
feel discouraged. I don’t yet have it all together.

I hope that this book will be different because of this.

I can’t tell you how many books I’ve read by has-been investors who no longer
invest and are teaching tactics that no longer work because the game has
changed. I’'m happy for them that they achieved financial freedom and were able
to retire, but that’s not me.

I only want to teach what I actually do.



About This Book

This book will likely ruin your life, as great books tend to do.

It will challenge the way you look at life, finances, and real estate. It will lead
you to envision a different life for yourself, one not suggested by your parents,
society, your alma mater, or the media. It will encourage you to step out and
create a whole new path for yourself, one that you construct out of thin air. It
will introduce you to numerous ideas, paths, strategies, and concepts for
achieving financial freedom through rental properties. It will give you answers to
questions you never knew to ask, and likely leave you with a few more questions
I didn’t think to answer (but don’t worry, that’s not a bad thing).

My goal with this book is to create the single greatest guide on rental property
investing ever written. Trust me, I’ve read hundreds! In each chapter, I will
explore one specific step in rental property investing, explaining it in depth and
helping you understand how to navigate every stage of the process.

Whether you are just getting started or already own hundreds of units, I hope this
book will help you make more income, retire sooner, unlock more free time,
amass more units, or achieve whatever other goals you might have. Yes, this is
an ambitious undertaking, but I am up for the challenge. Are you?

Finally, I believe one pass through this book will not be enough. I include so
many lessons, tips, stories, and details that you’ll likely remember only 20% of
what you read. Do you want to be only 20% prepared to take on your first (or
next) rental property investment? I didn’t think so! I therefore encourage you to
read this entire book not just once but multiple times. You’ll never look back at
your life and say, “I sure wish I hadn’t spent so much time preparing for my
future.” As good ole Abe Lincoln reportedly remarked, “Give me six hours to
chop down a tree, and I will spend the first four sharpening the axe.”

It’s time to sharpen your axe. I’ll see you in Chapter 1.
Your friend,

Brandon Turner



CHAPTER 1- WHY I LOVE
RENTAL PROPERTIES

“My mission in life is not merely to survive, but to thrive; and to do so with some
passion, some compassion, some humor, and some style.”

-Maya Angelou

My eyes were glued to the nine simple words I held between my shaking fingers
in that dark all-you-can-eat Chinese buffet restaurant.

Surely it was a coincidence; it had to be, right?

Or perhaps someone was playing an extremely elaborate prank on us. No, that
would be impossible. This really just happened.

It was a hot summer afternoon, several days after my high school graduation.
My best friend Matt and I had decided to venture down to our favorite
restaurant, a hole-in-the-wall Chinese buffet restaurant on the outskirts of
Minneapolis, to grab an early dinner. We talked about life, girls, our college
plans, our crazy friends, the latest small-town gossip, and all the other pressing
issues that two 18-year-old guys in the Midwest typically discuss over sweet and
sour chicken, fried rice, wontons, Jell-O, and unlimited soda refills.

As our conversation began to wind down, the tall, middle-aged waitress came to
collect the dirty plates and drop off our check. Neither of us reached for the bill,
though; instead, we reached for the two fortune cookies that lay atop the
overturned invoice on the table.

“Brandon,” Matt asked, “as we grow up, do you want to live an ordinary life or
an extraordinary one?”



As I held my fortune cookie, still in its wrapper, I thought about his question for
a moment. I was an ordinary kid in an ordinary town, with ordinary grades, an
ordinary job, and an ordinary outlook on life. Things seemed pretty good to me,
so as I peeled the clear plastic wrapper off my fortune cookie, I looked Matt in
the eye and replied, “I’ll take an ordinary life. I’'m happy with that.”

In reality, I didn’t believe I could ever achieve something more than ordinary, so
why kid myself? I could handle ordinary. I deserved ordinary. I was destined for
ordinary.

I cracked my fortune cookie in half and carefully retrieved the white strip of
paper nestled inside. Printed in red ink were nine words I will never forget:
“There is no such thing as an ordinary life.”

Why Do I Love Rental Properties So Much?

It’s no secret that I love rental properties.

Sure, flipping and wholesaling properties might be fun. Notes and tax liens
might have fewer tenants. The stock market might be more popular. But rental
properties are my true business love.

Let me explain why.
Ability to Purchase with Leverage

Rental properties are great because you can borrow the bank's or someone else's
money to increase the potential return. This is known as leverage. In other
words, you don’t need to have 100% of a property’s purchase price on hand to
be able to buy it. I’ll explain this more in depth later in this chapter, but for now,
I’ll say this: rental properties allow me to buy large properties for far less cash
than I might need to purchase stocks or other investments.

Ability to Hustle for Greater Returns

Not only can I leverage my cash, but I can also leverage my time and abilities to
make magic happen in this game—something difficult to do with other
investments. In other words: I can hustle. If I want to do the work needed to
rehab a property, I can do that. If I want to leverage my networking skills to raise
money, I can do that instead. If I want to leverage my knowledge and time to
find better deals that provide an even greater return, I can do that. Rental
property investing gives me the ability to hustle for my future.

Ability to Manage My Investment Directly

I’ll fully admit I’m a bit of a control freak, and that drives me toward rental



properties in a powerful way. With a rental property, I am directly responsible
for the outcome of my investment. It is up to me to analyze a property before I
buy it; it’s up to me to ensure the property is in good condition to rent; it’s up to
me to ensure the property is running at peak performance. I don’t have to depend
on some board of directors in New York City for my life’s direction. I can
manage my investments directly and personally.

People Always Need a Place to Live

The real estate market will go up and down, but the beauty of rental properties is
that demand will never end. People always need a place to live, so unlike
investing in the latest tech trend or in your brother’s start-up, real estate is an
investment that will last. Furthermore, because increasing student loans are
making qualifying for a mortgage more difficult and our culture increasingly
values mobility, the demand for rental properties will only grow over time.

It’s Worked for Millions of People Before Me

Perhaps one of the greatest benefits to rental property investing is the proof of
concept handed down by millions of successful investors before us. Since the
dawn of human civilization, landlords have build wealth by owning and leasing
out residential property. Today is no different, according to a joint survey
produced by BiggerPockets and Memphis Invest in 2012, “one out of eight, or
28.1 million Americans, either consider themselves to be residential real estate
investors or own residential investment properties todayl[i].”

Fairly Stable and Predictable

Yes, events such as the market collapse in 2007 do happen, but rental property
owners who were investing for long-term gains did not suffer like those who
were trying to be “fancy.” (Or as my good friend and fellow landlord Jordan
says, “punk drunk on greed.”) Furthermore, I would argue that the 2007 real
estate crash was predictable for those who were paying attention, because one of
the defining characteristics of the real estate market is the boom-and-bust cycle
that never goes away. Once an investor learns to identify this cycle, the old
adage of “buy low, sell high” becomes much easier to achieve.

Incredible Variety

Rental properties also offer an incredible amount of variety within the asset
class. I can invest in single-family houses, small multifamily properties, large
multifamily apartments, office buildings, high end, low end, Section 8, transient,
and any of a number of other options. Then, within each of those classes, I can



find larger properties, smaller properties, ones that are newer, older, taller,
shorter, ugly, beautiful, and so on. The possibilities are endless. As famed
investor Donald Trump once said, “It’s tangible, it’s solid, it’s beautiful. It’s
artistic, from my standpoint, and I just love real estate.”

Simple and Straightforward

Although I’'ll never claim that working with rental properties is easy, I do
maintain that investing in rental property is fairly simple and straightforward.
Sure, it involves more than just buying a piece of property and placing renters in
it, but the strategies for success are not overly difficult to learn or master. To
help, a tremendous amount has been written on the topic by those who have
mastered it. Books (such as this one), podcasts, videos, blogs, forums,
networking groups, mentorships, and more can be found to help you learn nearly
everything you will ever need to know.

In addition, knowledgeable people are available to help. Several months ago, I
ran into a situation I didn’t know how to handle (a smoking tenant accidentally
lit part of the outside of her house on fire yet claimed she hadn’t). I reached out
to other investors on the BiggerPockets Forums and received some excellent
advice on how to proceed—and it didn’t cost me a thing.

I Can Buy Below Market Value

I was raised by a “garage sale mom” who taught me the value of always
haggling for the best deal. As a result, one of my favorite reasons for investing in
rental properties is my ability to find properties that I can buy below market
value. In other words, I can shop for a great deal! Finding properties that are
worth $100,000 that I can buy for $80,000 truly excites me and is an integral
part of how I’ve been able to build wealth so quickly over the past eight years.
And I will definitely cover this strategy in more depth later in this book.

Insider Trading Is Legal

In the Wall Street world, there is a concept known as “insider trading,” which is
when an investor makes a profit on a stock because he or she had access to some
secret bit of information that helped him or her buy or sell at the right time. This
practice is not just discouraged in the stock market, it is also illegal and can even
land you in jail (just ask Martha Stewart). However, as a rental property investor,
I can leverage any secret knowledge I can find to benefit my investments. If I
know that a new light rail is moving into a neighborhood, I can jump in and
swoop up properties before word gets out. If I hear that a major industry is
leaving an area, I can get out of that area before the market declines. And unlike



in the stock market, this is 100% legal and encouraged in the rental property
realm.

Multiple Ways to Profit

One of the greatest benefits of rental property investing, especially compared
with other real estate niches and strategies, is the opportunity to capitalize on all
four of real estate’s major profit sources. This point is so important that I believe
it deserves its own section, which follows next.

Not Having to Be Present to Make Money

Finally, I love the idea that I can make money without physically needing to be
present. That’s called a “JOB” and I want to avoid that. However, understand
that real estate is not generally a 100% passive activity, but over time the
systems you create can help you outsource most of the landlording process. The
dollars will roll in whether you get out of bed in the morning or not.

The Four Wealth Generators

When 1 first decided to become a real estate investor, my inclination was to
become a full-time house flipper. I love the idea of taking a property in disrepair
and making it shine. However, I quickly realized that when I was flipping
houses, I was building a job rather than an investment. Although I could make
good money when I sold a property, I was capitalizing on only one source of
wealth generation and when I stopped working, the money stopped flowing.
Then I discovered another investing niche that took advantage of not just one but
of four different sources of wealth generation: rental properties. Those four
sources are appreciation, cash flow, tax savings, and loan paydown. Let me
explain each one in more detail.

1. Appreciation

When I was in high school, my dad bought himself a gorgeous 1969 Chevy
Camaro with a convertible top, leather interior, and roaring engine. Lucky for
me, he is a generous guy and had no problem letting his 17-year-old son drive
the car around on special occasions, including a couple of proms. He held on to
that car for about five years and sold it soon after I graduated, for roughly $5,000
more than he paid for it. In other words, unlike the cars most of us drive every
day, this car actually went up in value, as classic cars tend to do. In a way, my
dad enjoyed the use of a classic American muscle car for free for five years,
thanks to appreciation.

Now, by appreciation, I don’t mean enjoying the car (though, yes, we did



appreciate it that way, too). I’'m talking about appreciation in the sense of
positive financial investment. By its simplest definition, appreciation is an
increase in the value of an asset over time.

e A muscle car worth $15,000 in 1999 might be worth $20,000 in 2004.

e A nice wine might be worth $45 the day it was bottled but $455 a few
years later.

e A house worth $100,000 in 1990 might be worth $500,000 today
because of appreciation.

There are actually two kinds of appreciation in real estate: natural and forced.

Natural appreciation is the natural tendency for prices to rise over time. This
kind of appreciation is tied to several factors, including inflation, scarcity, and
good ole American greed. When the house your parents purchased in 1955 could
be sold 40 years later for ten times its original value, this is natural appreciation.

Forced appreciation is also mentioned often in the investment space, and it’s
the concept of improving a property so the property’s value becomes greater. For
example, turning a two-bedroom home into a three-bedroom home can increase
its value immediately. Adding a second bathroom can likewise increase its value
immediately. Increasing the amount of profit a property can earn, especially a
large multifamily property, can increase its value immediately. Each of these
tactics involve forced appreciation.

As I mentioned earlier, when I flip a house, I capitalize on only one kind of
wealth generation, which is appreciation (primarily forced appreciation). Rental
properties capitalize on all four.

Great wealth has been built through appreciation, of course. I know numerous
homeowners who bought a simple home in California 20 years ago and are now
millionaires because of that one purchase. Appreciation is a powerful tool and
something investors should seriously consider.

However, as great a generator as appreciation may be, it does have a dark side.
In the early 2000s, the real estate market across the country was “appreciating”
like crazy. People bought terrible properties and made a killing just on the
appreciation. They began losing sight of the math behind an investment and
simply bought whatever they could because they could always sell it for more
later. “Who cares if the property loses money every month?” they thought. “I’ll
just sell it in a few years and make so much more!”

This “greater fool theory” of investing eventually caught America with its pants



down.

Prices stopped climbing, unemployment grew, and individuals suddenly realized
that they were no longer holding on to investments but rather playing in the
world’s largest game of legalized gambling—and they had just lost. This
plunged the world into the greatest recession most of us had ever seen and
caused more than four million completed foreclosures[ii].

There’s no denying the incredible role appreciation has played in investors’
lives, but there’s also no denying the risk involved in relying on appreciation to
make a profit. I recommend that instead, investors view appreciation as icing on
the cake, a bonus that will assist in the investment but is not the basis of that
investment. Investing in locations where appreciation is likely is a wise move,
but I don’t recommend investing in a bad or marginal deal in hopes that
appreciation will bail you out. This is known as “speculating,” and it isn’t much
better than getting in your car, driving to Vegas, and betting all your money at
the poker table.

Will prices continue to climb because of inflation, scarcity, and greed?

I have no doubt they will. Appreciation will make millionaires (and billionaires)
out of certain people reading this book, but your deal analysis should not assume
it. Treat appreciation for what it is: a possible reward for an investment done
right.

Let’s move on to the second wealth generator in real estate: cash flow.

2. Cash Flow

In layman’s terms, cash flow is the amount of income left in your business after
all the bills have been paid; this amount is often expressed as a monthly dollar
amount. In the real estate rental business, cash flow is the income left after
paying out expenses that affect the property, such as mortgage, taxes, insurance,
vacancies, repairs, capital expenditures, and utilities. Therefore, to truly
understand your cash flow, you must truly understand your income and
expenses, and this is where most people struggle. After all, we are not
magicians, so how do we accurately predict the future cash flow of a property
we don’t yet own?

Although predicting the cash flow of your investment with 100% certainty is
impossible, you can generate a fairly close estimate by looking at both historical
data and industry-averaged data. Cash flow is perhaps the most important wealth
generator for rental property investors. Appreciation is nice, but most investors,
including me, are looking for a solid, stable return on investment, which is



achieved through steady cash flow. I want to see that the property is generating
revenue today (or as soon as possible after it is purchased). I don’t want to buy
for a “what if” scenario; I want to buy for a “this is” reality. Cash flow is the
lifeblood of any rental property investor. Keep the cash flow pumping, and
you’ll keep growing. Break even on cash flow or lose money on cash flow, and
you are on a path to financial ruin.

I’ll repeat myself one last time: buy rental properties that offer cash flow today.
3. Tax Savings

The U.S. government likes real estate investors. We provide housing for the
increasingly rent-minded population and ensure stability in the economy. As
such, the government chooses to reward and encourage real estate investors
through favorable tax treatment. Of course, I'm not a CPA, and you should
always meet with one before making any major financial decisions, but let me
assure you, I pay far less in taxes than most Americans, despite earning more
income (both passive and active) than most.

Of course, this doesn’t mean you should simply buy any property just because of
the tax benefits. Tax benefits will never make a bad deal good, but they can
make a good deal even better.

4. Loan Paydown

The fourth and final wealth generator is known as the loan paydown, which in
simple terms is this: you can automate part of your wealth building by simply
obtaining a loan on your rental property and using the income from your tenants
to pay that loan down each and every month.

If you’ll recall, I remarked earlier that a property’s cash flow is its total income
minus its total expenses. One of these expenses is the entire mortgage payment,
though in reality, a mortgage payment has two separate parts:

1. Principal
2. Interest

The principal is the actual balance of the loan being paid down, while the
interest is the profit the lender makes, based on the interest rate you agreed to
pay when you secured the loan. For example, you might have a mortgage
payment that is $500 a month, and part of that payment amount (the principal)
goes to pay down the loan, while the rest (the interest) goes to pay the interest.
For most U.S. loans, the portion of interest versus principal is defined by a term
we know as “amortization.” At the beginning of a loan, most of the borrower’s



monthly payment goes toward interest, but as the loan matures, the payment
concentration shifts, so that most of the payment eventually goes toward
principal. So, your payment might be $500 per month for 30 years, and during
month one, you’ll pay $400 just in interest and only $100 toward the principal.
In month two, however, this shifts to $399 in interest and $101 toward the
principal. This trend continues until the 30 years have passed, at which point,
100% of your final payment goes toward the principal.

To best determine exactly how much of your monthly payment is applied to
principal and how much to interest at different times during the loan payback
period, use an online amortization calculator such as the one found here:
www.amortization-calc.com/.

So let’s return to the matter at heart: how loan paydown can be a wealth
generator. As I mentioned earlier, you can build wealth simply by using the
rental income from your tenant(s) to pay down your property’s mortgage. It’s a
somewhat automatic way of building wealth, because it happens naturally. I like
to joke that I could work a minimum wage job for the rest of my life and never
save a penny, and I would still retire a millionaire because my current property
mortgages are being paid down by my tenants each and every month.

Now, I’m not suggesting that you go out and purchase a property that is a bad
deal but breaks even in hopes of building wealth that way. Instead, I'm simply
explaining how the loan paydown can be a wealth generator for a rental property
investor. Keep in mind, though, that this particular wealth generator does not
apply if you pay all cash for a property, because in that case, there is no loan to
be paid off over time. However, without a loan, you get to keep a higher
percentage of the property’s rental income, so the cash flow would likely be
greater.

I think this leads us to a very valuable question: how much money does one need
to get started? Should a person obtain a loan? Should an aspiring investor pay all
cash? What about down payments?

How Much Money Does One Need to Invest in Rental
Properties?

In the history of the world, perhaps nothing has killed more real estate ambitions
than the belief that one does not have enough money to get started.

In fact, I speak with people all the time who don’t realize that investing in real
estate without having the full, 100% purchase price of a property is totally
possible. They look at a $100,000 property and try to do the math in their head,
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thinking, “Well, if T saved $100 per month from my job, I could start investing
83 years from now. But that’s never going to happen, so I guess investing in real
estate is only for the privileged rich.”

Not so! Enter leverage.

Leverage is a financial term that simply means applying a small amount of force
to achieve far greater results. With real estate, leverage usually comes in the
form of a loan. Although such a loan could come from a number of different
sources, the practice is quite similar. A small down payment is supplied by the
real estate investor, a lender provides the remaining balance of the property’s
purchase price, and the investor pays that lender a small amount each month
until the loan is paid off.

For example, I might consider that same $100,000 property but get a bank to
lend me 80% of the purchase price. They would supply $80,000 via a loan, and I
would need to come up with just the $20,000 down payment (plus closing costs,
which I’ll cover in a moment).

Let me repeat, using this approach, I only need to save up $20,000 to buy the
property, instead of the entire $100,000 purchase price. Yes, I will need to pay
the bank a certain amount each month for many years, but if I’'ve done my math
correctly, I’ll ultimately make far more income each month than I'll spend on
that loan payment. Granted, saving $100 a month, as I mentioned in my earlier
example, to save up a $20,000 down payment would still take many years, but
other strategies are available for using even more leverage or finding lower-
priced properties. I’ll cover these strategies in a later chapter of this book.

Yes, this is pretty basic stuff, but you might be surprised how many new
investors fail to realize that this is how the game is played.

Leverage, of course, can be both a blessing and a curse. The more leverage you
use, the greater the risk you may be taking. For example, if you paid 100% cash
for a property, you wouldn’t have a loan payment due each month, so a three-
month vacancy on your property wouldn’t hurt as much. Or if you bought a
house with just 5% down, and the value of that property dropped by 20%, you
would then be “underwater” on your loan, meaning that you’d owe more money
on the house than its worth. This in turn limits your future options and can make
selling, refinancing, or doing pretty much anything else with the property very
difficult. In fact, leveraging was largely the core cause of the housing collapse
and glut of foreclosures in the market in 2007 and 2008. Homeowner Hank
purchased a home for $100,000 using 100% financing and putting down $0 on
the property. When the value of that property later dropped to $80,000 and



Homeowner Hank lost his job, he couldn’t sell the property, because he owed far
more than what he could get for it. The bank needed $100,000 to be satisfied, but
the most Hank could recover by selling the property was $80,000. As a result,
Homeowner Hank—Ilike millions of others—simply allowed the bank to
foreclose on and take the house.

So, was leverage to blame? Should we pay 100% for rental properties? What is
the magic number?

I’d like to reframe these questions and force you to think about things in a
slightly different light. Rather than discussing how much money to put down for
a property, I want to encourage you to think, “How secure can I be?” There are
ways of increasing your security when you use leverage, so let me cover the two
main points.

First, a property’s down payment is not as important as the deal you get. To
illustrate this, let me ask you a simple question of “which of the following is
riskier:”

¢ You purchase a house for $100,000 and put 30% down, thus obtaining a
$70,000 loan;

e I buy an identical house for $70,000 with 0% down, thus obtaining a
$70,000 loan.

So, who is at more risk? Even though our loan amounts are identical, I would
argue that you are at the greater risk, because you have more cash invested. I just
did the up-front work required to pay $70,000, and you did not. I leveraged my
creativity in place of a down payment.

Secondly, when investing in rental properties, knowledge can help decrease the
risk involved with leverage. The better you understand the market, your
investment, and how to manage that investment, the lower your risk that
something will go wrong. For example, if you do the math correctly before you
buy an investment property and know that you must account for the property
sitting empty a certain percentage of the year, then that vacancy, when it occurs,
will not have as negative an effect on your bottom line. It’s just part of the
business. Your knowledge can help secure your investment(s) against the things
that will go wrong. For this reason, you’ll spend an entire chapter of this book
learning how to analyze a real estate investment.

Perhaps you can now see why I can’t give a simple answer to the question “How
much money does one need to invest in rental properties?” However, I don’t
want you to finish reading this section without having a good number in your



head, so let me offer two of the most common scenarios.

House Hacking: If you plan to purchase and live in a small multifamily
property of two to four units, you could obtain a bank loan for as low as 3.5%
down through the FHA loan program. This approach, known as “house
hacking,” is a great strategy for individuals who are just starting out with real
estate and have limited cash and experience. However, to qualify, you are
required to live in the property for at least one year.

Conventional Loan: A conventional loan is a loan that conforms to some strict
government guidelines. Most banks want a minimum of a 20% down payment
for rental properties. A number of banks will allow less, in some cases as low as
10%, while other banks will require more, such as 25% or even 30%. Each bank
has its own requirements, but as of the writing of this book, obtaining financing
for roughly 20% down should be possible, as long as you qualify for such a loan,
which we’ll discuss later. Many of the examples in this book will use
conventional 20% down payments as the norm for planning and strategizing for
the future, as this approach is the most common. Understand, however, that the
dollar amount or down payment percentage is not as important as the concepts
working below the surface. So no matter how much money you have, keep
reading.

If you want to read more of what I know about investing with creativity, check
out my previous book, The Book on Investing in Real Estate with No (and Low)
Money Down: Real Life Strategies for Investing in Real Estate Using Other
People’s Money, which is available from Amazon.com and at
BiggerPockets.com/nomoney.

I have no problem with people who want to use 100% cash for their real estate
purchases, completely avoiding any kind of loan. I am a big fan of the personal
finance advice of Dave Ramsey, who is a staunch advocate for always paying
100% cash for any investment property. However, I also recognize that for many
people, including me, waiting to invest until all the cash needed has been saved
up would require decades of sitting on the sidelines.

If you decide to invest using all cash, I encourage you to pretend that you are not
doing so when you are shopping for deals. Having excess money on hand when
you’re shopping is dangerous, whether you are at Nordstrom, the supermarket,
or looking for rental properties. Being able to pay all cash allows people to be
“soft” on the math and pay too much for a property because writing a check is
much easier than finding a great deal. Know your numbers, scrutinize each
property carefully, and be sure the property you’re targeting will provide a solid



return on investment. Remember, price does not equal value. As Warren Buffet
says, “Price is what you pay, value is what you get.”

What About Reserves?

The past several pages have focused primarily on the down payment needed to
invest in rental properties. However, there is another purpose for your cash, and
that is for reserves.

As the saying goes, “It’s better to dig a well before you are thirsty.” The fact is,
when investing in rental properties, things are going to go wrong. You’ll have
good months, bad months, and average months—and you’ll never know which
one you will get. This is why having cash reserves to cover any problems you
might face is so imperative. Buying a rental property and being forced in the first
month to evict a tenant and invest thousands of dollars in repairs would be
terrible, but this kind of thing could in fact happen.

The amount of cash you should have in reserves depends on a number of factors,
most notably the number of properties you own, the condition/age of those
properties, the anticipated cost of fixing the properties (would you do the work
yourself?), saving for larger future big-ticket expenses, and your management
abilities. However, I would encourage you to start with six months of expenses
for each unit you have. For example, if you own a single-family home that costs
you $800 per month in expenses, I would recommend having $4,800 in reserve
savings for that property. As you obtain more and more properties, you may be
able to decrease this amount some, but it serves as a good starting point.

So, how much money should you have to get started? This will depend on your
plan, which I’ll cover more in the next chapter, but the simple answer is this:
enough to cover your down payment and reserves.

Now, I don’t want be accused of making rental property investments sound too
glamorous, so let’s address some of the downsides.

Top Five Difficulties of Rental Property Investing

As I’ve mentioned numerous times already, I love rental property investing. It’s
my passion, my hobby, my career, my baby.

However, it’s not always fun, and I want any potential investor to know both the
positives and negatives before jumping in. Obviously, I don’t want to discourage
you, but I’d rather have you know the tune before starting the dance. The
following list outlines some of the primary difficulties, dangers and annoyances
of being a rental property investor. I will also include some thoughts on how to



overcome these issues.
1. Building Wealth Takes Time

“What? You mean rental property investing is not a get-rich-quick activity? I
want my money back!”

Yes, incredible wealth has been built by those who own rental properties.
However, that wealth has never been built overnight. Instead, generating wealth
through real estate is about taking consistent action over a long period of time.
The keywords there are “consistent action” and “long period of time.” Are you
prepared to get in this game for the long haul? Are you ready for the ups and the
downs that will come with your rental properties? If so, proceed.

2. It Can Be All Consuming

Rental property investing has a tendency to take over your life, as any passion
can. My wife and I sit down for dinner each night and struggle to not talk about
our rentals. When I lie in bed at night, I have to force myself to not think about
all the moving parts. Even when I’'m watching an episode of Friends, I find
myself thinking, “Hmmm, I wonder how much that apartment would actually
rent for...”

Then there are vacations. Landlording doesn’t offer a two-week, paid vacation
each year. There is no “vacation auto reply” feature you can engage to deal with
maintenance emergencies while you’re away. Problems do happen—any time,
any day, any year. A broken pipe does not respect your personal time. However,
your business will run the way you set it up to run. If you appoint yourself the
“fixer of pipes,” then yes, you may run into problems. However, if you run your
business like an owner instead, you can then outsource most problems and enjoy
the occasional vacation. But if you are anything like me, you’ll spend a good
chunk of that vacation thinking, “Hmmm, I wonder how much that place would
rent for...”

3. You Have to Deal with Difficult People

As a rental property owner, you are not an island. You must be involved with
—gasp! —other people! One of the things that has gotten me “down” in the past
decade of being a landlord is being required to deal with people who aren’t
necessarily easy to get along with.

From contractors to deadbeat tenants to bankers and other challenging
individuals, sometimes you will have to associate with difficult people in
difficult situations. You may need to fire a contractor who doesn’t show up on



time. You may need to let your property manager go when he or she can’t fill a
vacancy fast enough. You might have to hear the same sob story about why the
rent was late for the 100th time. You will probably have to evict a tenant.

Understand, however, that you can limit your exposure to difficult people by
managing effectively. By doing your due diligence up front to find a great
contractor or property manager, you will reduce the probability that you will
later need to fire that person. By screening your tenants exceptionally well,
you’ll be able to weed out the ones who will cause you the most damage. By
outsourcing tasks you don’t want to do (such as answering phones and showing
vacant units, as I have done), you can decrease your interaction with difficult
people and situations.

4. It Involves Paperwork and Bookkeeping

Here’s something no one told me when I was getting into the rental property
game: there is a lot of paperwork to keep track of! From leases to forms to taxes
to insurance, a good portion of an investor’s time is spent just keeping the
paperwork side of the business organized. I probably receive 50 pieces of mail
each week that somehow involve my rental properties, and each one needs to be
opened, read, dealt with, and filed. Luckily, my wife is a master at handling this
side of the business and keeps our life organized, because without her, I’d be an
unorganized mess!

Furthermore, when investing in rental properties, you absolutely must keep
accurate bookkeeping and accounting records, which can be challenging.
QuickBooks is not an easy software to learn, and if you stick to using
spreadsheets, be prepared to juggle a lot of them. Receipts need to be logged and
filed, contractors must be paid and those charges recorded, and come spring,
your taxes will begin to take on a life of their own as your rental portfolio grows.

5. You Can Lose Your Investment

Lastly, let’s be honest: rental properties are an investment, and as the basic
definition of investments would imply, you could end up losing. Not every rental
property owner is successful. In fact, I would argue that most “mom and pop”
landlords lose money because they don’t run an effective rental property
business. However, there are ways of decreasing your risk and increasing your
chances for success, and by reading this book and improving your knowledge,
you are already employing one such way.

There are likely other downsides to rental property investing that I didn’t cover
in this section, and you’ll hear about them the more time you spend around



landlords. (We’re a vocal bunch!) However, none of these problems are
insurmountable. With the right education, networking, and systems in place,
you’ll do great.

But I Don’t Want to Fix Toilets at 2:00AM!

When talking to people about becoming a rental property investor, the most
common excuse I hear is “But I don’t want to fix toilets at two in the morning!”

Really?

Let me just clear up this myth right now. The only landlords fixing toilets at two
in the morning are those who are not managing their properties effectively. They
are running their business like a hobby rather than a business. Only once in my
decade of investing in real estate have I woken up in the middle of the night to
handle an emergency, and lo and behold, it wasn’t actually an emergency.

Yes, things happen in the middle of the night, but 99.9% of them can be fixed
during business hours, and for the .1% of instances when you do face a middle-
of-the-night emergency, there are people who can be called (usually, a plumber).
I don’t wake up at two in the morning to fix toilets, and you shouldn’t have to,
either. As I’ve said several times so far: you have the power to set up your
business the way you want it, so don’t create a business where the 2:00AM toilet
fix is even a possibility.

The 2:00AM toilet story that everyone seems to talk about is not something that
really ever happens, but it is an excuse that millions of broke people have used to
stay broke. Saying, “But I don’t want to fix toilets at 2:00AM!” is much easier
than saying, “I don’t want to invest my time and energy into an opportunity that
will help me gain financial independence.”

Which kind of person are you?

Why Do So Many Rental Property Owners Fail?

They started investing in real estate 30 years ago, with so much hope for their
future.

A rental house here, a duplex there, and soon they had a rental portfolio that
would make anyone proud. They actively managed their properties and worked
to make sure they were operating at peak efficiency. Then, several years ago, the
husband and wife both retired from their day jobs and eased into retirement—
funded by their rental income and social security.

This year, they are filing bankruptcy and losing a majority of their properties to



foreclosure.

Sadly, this is not a made-up example; this is the story of one of my friends’
parents, and they are not alone. In fact, 95% of the units I’ve purchased have
been foreclosures that belonged to landlords who failed and lost their properties
to the bank. Most of these people, I would guess, will never again be active in
real estate investing. They worked hard for years to build a financial future for
themselves, only to see it come tragically crashing down around them, dashing
any hopes for lasting wealth creation.

This begs the question: why?

If real estate is as good an investment as we all (on BiggerPockets) make it out
to be, why do so many real estate investors fail?

Perhaps more importantly, how do you avoid this possibility in your own life?

This question that has been swimming around in my mind for some time now.
Each week on the BiggerPockets Podcast, I ask our guest, “What is it that sets
successful investors apart from those who fail?” The answers are as diverse as
the personalities of the guests with whom we’ve spoken. So what is it?

I’m intrigued by this idea and scared that I may end up the same way. After all,
as Mark Cuban famously said, “Everyone’s a genius in a bull market.” Is that
what real estate is? Do some people simply get lucky, while others don’t?

Let’s look at some of the possible reasons rental property investors go broke and
explore the things you can do to protect yourself.

Too Much Risk?

First, let’s talk about the elephant in the room: risk.

Risk is inherent in every investment there is. After all, you know the phrase
“more risk, more reward.”

However, there is obviously a tipping point at which the risk becomes too great,
as my friend’s parents discovered. Perhaps it’s overleveraging properties by
obtaining too many “low-down” deals that weren’t deals after all, or maybe it’s
trying to buy too many, properties too fast. Maybe it’s constant refinancing of
the properties, pulling out all the equity and investing it in more and more deals.
Whatever the reason for the bankruptcy, the risk clearly became too great, and
these investors lost.

As rock ‘n’ roller Nick Cave sang, “If you’re gonna dine with them cannibals,
sooner or later, darling, you’re gonna get eaten.”



So how might someone prevent this? Avoid risk altogether? Invest only in 100%
safe deals?

Of course not. Risk is required for entrepreneurs, but learning to navigate that
risk will define your success.

Like a team of white-water rafters braving the wild waves, you can’t always see
what the future holds, where the rocks hide just below the surface, or when the
next waterfall will appear. However, by having the right people in the boat with
you, keeping an eye out for potential dangers, working to avoid potential
problem areas, and wearing the proper life jacket, you can avoid a premature
“death.”

I caution anyone reading this chapter, including me, to think of risk as a
dangerous but powerful tool—and to never forget that this tool cuts both ways.

Not Enough Education?

Far too many people jump into buying real estate before understanding what
they are doing. They simply decide that real estate is the right path for them and
start purchasing properties. There is a big difference between being busy and
being effective, and this is the case with a lot of real estate investors; they
believe that because they are buying properties, they are going to succeed. Never
mind that they bought the wrong property in the wrong area with the wrong
financing.

The solution to this problem is proper education.

I’'m not talking about the “get rich quick,” late-night television kind of
education. I’'m talking about taking the time needed to build an educational
foundation that can support your investing future. The mission of BiggerPockets
is to help individuals build this foundation through a variety of methods,
including our forums, podcast, blog, and this very book you are reading.

Furthermore, I encourage you to continue learning through library books,
meetups, and other low-cost resources. You don’t need to spend tens of
thousands of dollars for an education. Information has been democratized, so
you simply need to reach out and grab it. No one can do it for you!

Not Enough Analysis?

When I first began investing in real estate, I thought I knew what I was doing,
but I made some big mistakes, because I didn’t do a careful enough analysis.
Had I continued on that path, I would have been in the same boat as my friend’s
parents.



You see, so many people buy properties without doing the right math. As I often
say, “Without the right math going into an investment, you’ll never get the right
profit coming out of it.”

The future is impossible to know, but with solid analysis, it’s much easier to
predict. We’ll talk a lot more about analysis throughout this book, and I would
encourage you to look at these sections with the reverence the topic deserves.
Bad math makes for bad investments!

Are You Working On Your Business or In Your Business?

Is real estate your investment or your hobby?

I believe one of the greatest reasons investors fail is that they don’t treat their
business like a business.

e They never develop systems to help them as they grow.

e They treat their tenants like friends.

e They don’t create clear policies for finding good tenants.

e They simply approach investing like a church picnic, and it shows.

If you want to avoid failing, treat your rental property business the same way a
CEO would look at any other business, because that is what it is. Monitor your
business’s health, hire the right people to do the right jobs, and continually find
ways to improve your bottom line to create a long-lasting business.

So Why Do They Fail?

A real estate investor may fail for a variety of reasons. However, in my limited
time on this planet, I’ve seen the four mistakes I just listed played out time and
time again in the lives of those who ultimately failed in their investments. It
breaks my heart to see someone so excited about what real estate could do only
to lose it all in a foreclosure or bankruptcy.

Don’t be that person.

If you want to avoid losing all the hard work you are putting in (or all the hard
work you are about to put in), pay attention to the following four points:

e Understand that risk is a powerful but dangerous tool, so tread
cautiously.

e Build a solid educational foundation for yourself before getting in too
deep.

e Don’t skimp on the math. Always understand the numbers for any



property you buy.

e Work on your business, not in it. Treat your investments like a business
—which they are.

Quitting (or Not Quitting) Your Job Through Rental
Properties

Let’s be honest: we all dream of quitting our jobs, whether next week, next year,
or in the next decade. And real estate is appealing because of the financial
freedom it can offer through rental properties. But when is the right time to quit?
Do you need to leave your job soon to become a successful real estate investor?
What if you love your job?

Should You Quit?

Do you love your current job? My guess is that if you are reading this book, you
probably don’t. According to Forbesliii], nearly two-thirds of Americans are not
happy at work. I know I’ve been there. I once worked for a large national bank
and hated it. I loved the bank and loved my coworkers, but I hated the job itself
—the pressure to sell, the pressure to please, and the pressure to perform. Ugh. I
don’t like pressure. So I quit my job and went full-time into real estate investing.
It wasn’t always easy, but it was much better than working at the bank. Later,
after I had stabilized much of my rental portfolio and had enough passive
income to pay the bills, I actually went back into the work world, but for
different reasons. I no longer had to work; I was choosing to work, to help build
something amazing (BiggerPockets) with people I love and respect.

Allow me to share some thoughts on how you can quit your miserable (or not so
miserable) job and embark on a career in real estate investing, whether you plan
to quit in 20 days or 20 years. Remember, it won’t be easy. Rental property
investing is not a get-rich-quick strategy. It takes commitment, persistence, and
maybe even a little bit of luck.

However, before you put in your two-weeks’ notice, we should get a few things
straight.

1. Quitting Your Job Soon Through Rental Properties Will Be
Tough
You can make money relatively quickly in real estate in a lot of ways, but rental

property investing is not one of them. Wealth is built in the long run, and as a
result, you’ll probably not quit your job next week unless you already have a



large amount of investment capital with which to start or you want to make
rental property investing a job, which brings me to my second point.

2. Real Estate Investing Can Be a Job or an Investment. Which Do
You Want?

A job is something that earns you money today, to live on. You put in the hours,
and cash is deposited into your checking account. An investment, however, is
money earned from mostly passive sources. House flipping and real estate
wholesaling, for example, are “jobs.” Owning rentals is an investment
(hopefully?!).

Which one do you want?

This might seem to be a strange question, and there is no universal right or
wrong answer, but I believe that thinking this one through all the way is
fundamentally important. You see, there are a lot of other options if you don’t
love your current job. Going into full-time real estate investing should not be
your only alternative to a bad job. Why? Because real estate investing for
income is a job. Know that jerk from work you don’t like and want to get away
from? Yep, he’ll be part of your real estate investing job, too, in some form.
Know that pressure you felt at your job to perform? Yep, that will be there as
well. The grass is not necessarily greener on the other side.

There is one essential truth that I harp on all the time: Find what you love to do
in life more than anything else, and do that for a career. If that means teaching
high school math, teach high school math. If that means traveling the world,
then find a job that lets you travel the world. And if that means investing in real
estate for income, then invest in real estate for income.

Now let me clarify something important here: I’m not suggesting that you should
only invest in real estate if you love investing in real estate. I’'m saying you
should only invest in real estate as a career if you love investing in real estate.
Do you see the subtle difference?

I believe everyone can—and should—include real estate investing as part of
their strategy for retirement and wealth building. However, that doesn’t always
include doing it full-time and making a steady income from it. The beauty of
owning rental properties is found in the flexibility to make the investment what
you want, and if that for you means “passive,” then you can make it (mostly)
passive. I’ll show you how throughout this book.

3. Even If You Can Quit, Should You?



The third point I want to make is this: even if you can quit your job because of
your real estate activities, should you? Because this book focuses specifically on
rental property investing, I’'m going to ignore the other ways of making money
in real estate and get specific about rentals. To be able to quit your job and find
“financial freedom” through rental properties, you have to be able to live off
your cash flow. If your investment properties provide $3,000 per month in cash
flow, and you need $3,000 per month to live, you might think that quitting your
job is the next logical step.

This was my thought process when I quit my job the last time. I had enough cash
flow from my rental properties to cover all my bills, so I quit. Then, when I sat
down and spent some time working on my plan to build wealth, I realized a very
important fact: I was eating my financial potential alive by destroying the
greatest wealth-building device on earth: compound interest.

Compound interest is the profit earned by reinvesting profits. To quickly
simplify this concept, I’ll use a story. Let’s pretend that your bank account has
$1,000 in it. That account is special and automatically earns 10% interest every
year. So, at the end of the first year, it has $1,100 in it, meaning that you made
yourself $100. (because 10% of $1,000 is $100). If it earns 10% interest again
the next year, you will not have earned $100, but rather $110, because the 10%
is now calculated on the $1,100 you had in the account at the beginning of that
second year (10% of $1,100 = $110). In other words, your previous interest
positioned you to earn additional interest. Following this pattern, after 30 years,
that account would have more than $18,000 in it.

Now, compare that with a similar scenario: what would happen to that bank
account if you withdrew the $100 in interest you earned the first year and hid it
under your mattress? You’d still have $1,100 total after that year (the $1,000 in
the bank plus the $100 under your mattress), but at the end of year two, you will
have earned just $100 in interest, because the 10% is calculated only on the
money in the bank account—the money under your mattress earns nothing. You
could keep doing this every year for 30 years at 10%, and the most you’ll ever
make is $100 per year, or $3,000 in interest total, and you’ll have $1,000 in the
account at the end (if you add nothing else to it).

So what’s my point? Trust me, I'm getting somewhere, and if you can
understand this entire concept, you can build an absurd amount of wealth in the
coming years. Hang with me a little longer while I explain.

The graph in figure 1, which shows what your total net worth would be over 30
years using both of the scenarios I just outlined and with no additional money



being deposited into the account. The curved line represents the “compound
interest” scenario, in which the money is continually reinvested. The straight line
represents the “simple interest” scenario, in which the profit is withdrawn and
spent each year rather than reinvested.

Sure, at the beginning, the two lines are almost indistinguishable. However, after
a while, the compound interest line begins to take on a life of its own. This
mathematical phenomenon is known as exponential growth, and it is exactly
how wealth is built.

Let’s now bring the focus back to real estate and your job. When you own a
rental property and use all the profits from that investment to live on, you
severely hurt your ability to build wealth through compound interest. Although
you may still build wealth through the loan paydown, tax savings, and
appreciation, you can do better. By reinvesting your cash flow into your
business, you’ll be able to earn additional interest on the previous interest, just as
my example with the $1,000 bank account shows. Taking the cash flow and
enjoying your profits may be tempting, but don’t do so without first considering
the long-term ramifications. Perhaps you don’t want to build massive additional
wealth. If that’s the case, then by all means, live on your cash flow!

Compound Interest vs. Simple Interest
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Figure 1

But if you are looking to grow your net worth exponentially, consider keeping
your job or finding another way to make income.

When you invest for the future (largely with buy-and-hold investing), you are
reinvesting your profits back into your business and thinking for the long term.
You cannot simply rely on the money you earn from your investments to sustain
you and pay your bills. You must have another source of income. This is why
many rental property investors also flip houses or get into wholesaling. These
options help them pay the bills and save up additional cash to support their rental
property business.

4. How to Quit Your Job Through Rental Properties

Okay, so I just spent several pages trying to convince you to not quit your job, or
at least to not live off your cash flow yet. However, I know some of you are
further along this path or maybe don’t want to build a massive rental property
empire, so let me explore the idea of quitting your job through rental properties.

If you want to quit using rental property cash flow, common sense would dictate
that you need a significant amount of cash flow coming in. There are two ways
you can accomplish this: the “cash flow per door” method and the “return on
investment” method. I’ll explain both.

Cash Flow Per Door: One easy way to think about financial freedom from your
job through rental properties is by looking at “cash flow per door.” In other
words, after all the bills are paid each month, how much money is left over per
unit? Let’s say you want to see a minimum of $100 per month, per unit in cash
flow after all the expenses are paid. So how many units would you need to have
to quit your job? If you need $2,000 per month to survive, you’d need 20 units.
(Be careful, though. Real estate always has ups and downs, with unforeseen
expenses that could occur at any time, so make sure that if you are following this
strategy, you have significant cash reserves.) Additionally, do you want just
enough income to “survive?” How much income do you need to thrive? A good
friend of mine advises investors that “your business should bring in at least 3X
of your current job before thinking of quitting your job. 1X for tax, 1X to
survive, and 1X for reinvestment and unexpected events.” I think his advice isn’t
too far off.

Return on Investment: The more “math-minded” investors out there can get a
lot more technical by looking at return on investment and the amount of cash
invested. For example, let’s say that you only buy rental properties that produce



a 10% return on investment for your money; we’ll also assume you want to
“retire” with $100,000 per year in passive cash flow from your rental properties.
You would then use these two figures to determine how much cash you’d need
to invest. To do this, use the following simple formula:

Annual Cash Flow / Interest Rate = Cash Invested
$100,000 / 1 = Cash Invested

$100,000 / 1 = $1,000,000

Therefore, at a 10% return on investment, you would need to invest $1,000,000
of your cash to achieve $100,000 in cash flow from your properties.

When I had less capital to invest, I generally used the “cash flow per door”
method, simply because I was investing with creativity. After all, when I used $0
to buy a property, my return on investment was infinite, so the return on
investment calculation didn’t make much sense. As I grow my wealth and get
into more and more boring traditional real estate investments, I’ll likely shift my
process to use the return on investment calculation to determine how much I
need to retire. Depending on how much money you plan to use when getting
started, you may want to use either option, or even both.

What Next?

If your goal is to quit your job, this book will help. If your goal is to pad your
retirement, this book will help. If your goal is to build incredible wealth, this
book will help. Whatever goal you have for your life, I believe rental properties
can help you achieve it and attain the life you want to live.

Over a decade ago, I sat in that dark all-you-can-eat Chinese buffet restaurant
and read those nine words that changed my life: There Is No Such Thing As An
Ordinary Life. I truly believe this. Life itself is so extraordinary and unique that
the only thing keeping people ordinary is themselves. This book is designed to
help you break away from ordinary and achieve more. I want you to realize that
an extraordinary life is not only possible, but it is also there for the taking. An
“ordinary life” doesn’t really exist, so it’s time for you to take hold of your
destiny and hang on for dear life. It’s going to be a wild ride.



CHAPTER 2 - THE FIVE KEYS TO
RENTAL PROPERTY SUCCESS

“Success is not to be pursued; it is to be attracted by the person we become.”
- Jim Rohn

Thomas Edison’s teachers said he was too stupid to learn anything.

Beethoven handled the violin awkwardly, and his instructor once called him
“hopeless as a composer.”

Babe Ruth led the American League in strikeouts for five different seasons and
was known as the “strikeout king.”

Despite their past, these three would go down in the history books as incredibly
successful individuals. They didn’t let their past determine their future. They
rose up and conquered their industry, leaving a mark that no one could ever
erase.

You may not be the next Edison, Beethoven, or Babe Ruth, but you do have the
ability to achieve incredible greatness yourself. Success is an action, and I
believe you have what it takes to achieve it. This chapter is all about finding that
success, despite what your past might be. You are about to learn the five keys to
rental property success. Although acquiring rental properties involves many
other steps as well, these five keys are essential and nonnegotiable if you want to
find long-lasting success. Master these five, and you, too, will go down in
history as a person of incredible success.

1. Think the Right Thoughts



The first and perhaps most important step in becoming a successful rental
property investor is thinking the right thoughts. In other words, it’s not an
external action you need to take, but an internal mindset you need to create.

This mindset begins by flipping a switch in your head so that you say to
yourself, “I am doing this,” rather than, “I want to do this.” You tell yourself, “I
will do this,” rather than, “I can do this.” Your mind says, “I won’t give up,”
rather than, “I hope I won’t give up.”

Let me illustrate this further using a common desire for most of the world: six-
pack abs. You see, I want to have six-pack abs. I can get six-pack abs. And when
I start to work toward those six-pack abs, I hope I won’t give up on that journey.
But you know what? I’'m not getting six-pack abs with that mindset!

To take it a step further, I even know how to get six-pack abs. I know the
exercises I need to do, the food I need to eat, and the lifestyle I need to follow.
But I’m still not getting that six pack! Why? Because I’'m not yet committed! 1
haven’t yet flipped that switch in my head so that I tell myself, “I am getting six-
pack abs, I will do this, and I won’t give up.” Deep inside my soul, I know I have
not flipped that switch, committed myself, and started taking action. And as
much as I don’t want to admit it, I know that I have not yet committed to getting
that six pack. It’s just a dream, a desire.

Does this sound familiar to you? Have you “flipped the switch” of success in
your mind? Have you made the commitment to yourself that you will become a
rental property investor, come hell or high water?

If not, don’t worry. I believe that by the end of this book, you will. First, here are
a few tips for moving in that direction.

A. Write Down Your Goals, and Read Them Out Loud Every Day

I got this tip from Grant Cardone, an investor with over $350,000,000 in real
estate assets whom we interviewed on the BiggerPockets Podcast (show 108).
He’s been reading his goals out loud to himself every morning and every night
for 30 years, and he also reads them when he’s feeling down. In addition, in his
book The 10X Rule: The Only Difference Between Success and Failure, Cardone
encourages his readers to take whatever goal they might have, multiply it by ten,
change their plan/mindset to reflect that new goal, and then take massive action
to accomplish their revised objective.

For example, one of my goals was to achieve 100 rental units, and my mind
worked toward that goal. I could buy a fourplex here, a single-family house
there, a small apartment building there... it was all very attainable. After



applying the 10X Rule to my goals, though, I’'m now aiming for 1,000 units. My
mindset is very different. I no longer think in terms of “a single-family house
here.” That will never get me to 1,000 units! I have to think bigger. As Napoleon
Hill states in Think and Grow Rich, “Whatever the mind can conceive and
believe, it can achieve.” Your mind will naturally work to solve the problem or
goal you’ve set before it. So raise your goal, think differently, and 10X your life.

B. Realize That You Are Who You Associate With

As entrepreneur Jim Rohn said, “You are the average of the five people you
spend the most time with.” Think about the five people with whom you occupy
your day—you are likely very similar. Why is this? One big word: homeostasis.

Homeostasis is a scientific term that essentially means that things like to stay
constant and level. The human body is a homeostatic biological machine that
wants to stay at 98.6 degrees. Your home’s thermostat is a homeostatic device
that wants to keep the house temperature at a comfortable 72 degrees. Your car’s
cruise control is a homeostatic feature that keeps your freeway commute moving
at a steady 74 mph while you drive to work.

Your social life is a homeostatic entity that desires to keep everyone on the same
level, usually subconsciously. As you start to grow your wealth or your level of
success, your friends will naturally feel the pull of homeostasis and, with no
maliciousness intended, attempt to pull you back to their level. They won’t
understand your newfound passion. However, if you instead hang around with
five people far more successful than you, their homeostatic tendencies will kick
in, and they’ll naturally want to help you rise to their level of success.

Please understand that I’m not encouraging you to abandon all your friends.
Money is, by far, not the most important thing in life, and the homeostatic
phenomenon also applies to character, intelligence, passion, and other
nonmonetary traits. I choose to spend time with people who make me a better
person in all aspects of my life. I’'m also not suggesting that you to befriend
successful people just to take advantage of their position and raise yourself up in
the world. I’'m simply encouraging you to be mindful of the people with whom
you spend the most time and of how they influence your world view.

Try to spend time, each and every day, with other real estate investors. Their
homeostatic tendencies will naturally lead them to want to help you achieve their
level of success. When I first got into rental properties, I helped my best friend
paint a house for his landlord. While painting, the landlord, Kyle, stopped by to
check up on the work, and he and I got to talking. That conversation led to



coffee later, which progressed to thousands of phone calls and one of the best
friendships I have today. For the past eight or so years, Kyle and I have chatted
about business at least once a week, sharing our stories, our problems, our tenant
drama, our financing tips, and more. Kyle naturally wanted to bring me up to his
level of success, and I graciously accepted.

Who do you know in your life with whom you could build a relationship? If you
said “no one” and immediately shut your brain off, shame on you! There are tens
of millions of real estate investors out there, and likely dozens right in your area.
Get off your couch, and go build some relationships! Local real estate clubs and
landlord meetups are good places to find these individuals, as is a referral from
your real estate agent or simply word of mouth.

C. Change Your “I Can’t” to “How Can I?”

In my previous book, The Book on Investing in Real Estate with No (and Low)
Money Down, I spoke at length about the concept of changing your mindset from
one of “I can’t” to “how can I?” This change of vocabulary is simple yet
profound. As Robert Kiyosaki explains in his book Rich Dad Poor Dad,
responding to new ideas with “I can’t” shuts your brain off and stops it from
working for you. By changing your mindset from an immediate declaration of
“no” to an immediate question of “how,” you put your brain into overdrive to
help you accomplish your goals.

e “I can’t afford that property” becomes “How can I afford that property?”
e “Ican’t find a good deal” becomes “How can I find a good deal?”

e “I can’t connect with the right partner” becomes “How can I connect
with the right partner?”

In all these situations, suddenly you have a puzzle to solve, a journey to start.
You’ll begin to see solutions where before you saw only a blank wall. You brain
will learn to think creatively, and over time, you’ll find that nothing is
impossible. Mom was right when she told you, “You can do anything you want
if you just put your mind to it.”

Change the way your mind thinks, and you’ll change the way your mind
operates.

2. Study the Right Source

Once you’ve “flipped the switch” in your head and are fully committed to a
future that involves building wealth through real estate, it’s time to take action.



Before you make your first purchase, however, you need to gain some education.
Therefore, the second key to success in rental property investing is to study the
right source.

But what is the right source? And how do you study it?

What Should You Learn?

It’s easy to get overwhelmed when you decide to take the plunge into real estate
investing. There are literally hundreds of different paths you could take to
achieve wealth through real estate, and sadly, many people never decide on and
commit to one path, and thus never get started. You’ve no doubt heard the term
“analysis paralysis,” which refers to when people spend so much time learning
and analyzing, they never get around to actually doing anything.

The secret to overcoming analysis paralysis, I believe, is in focus.

When you are first getting started in the world of real estate, learning a little bit
about a lot of things is important. However, as you progress, you will want to
start focusing on a specific real estate strategy and avoid getting caught up in
discussions on other strategies. Yes, flipping houses may sound fun, and
wholesaling real estate may sound like a quick way to make a buck, but if
you’ve committed to becoming a rental property investor, don’t spend too much
time thinking about these other paths. Every rule has its exceptions, of course,
but don’t get caught up chasing the next shiny object. Instead, when you hear
about a different path someone took to achieve success, try to glean the mindset
they took and apply it to the path you have chosen.

That you are reading this book on rental property investing is a good indication
that this is the path you want to go down, which is great! But I believe you can
refine your focus even more by narrowing down exactly what kind of rental
property you want to buy. High end? Low end? Multifamily? Single family? I’ll
talk more about this later when the times come to lay out your plan, but keep one
word in mind as you move forward: focus.

Studying the Right Information

So what is the “right” source for you to study? Where do you find the best real
estate knowledge? Let’s explore several of the most common learning methods
you can use to obtain knowledge about the particular real estate niche you want
to focus on. I'll start with one that I already know you are good at...

Books



Congratulations! You are already onto this one!

When 1 first got started investing in real estate, I fell in love with real estate
books. The summer after I decided that real estate was going to be my future, I
read more than 100 real estate books, averaging almost one per day. I didn’t pay
for most of them, because I simply went to my local library each week and
reserved a handful of titles I wanted to read.

Books have a way of changing the way you think, because you are spending so
much time inside an author’s head. By reading this book, today, you are getting
a glimpse inside my mind and learning how I think about real estate. It took me a
decade to learn how to get where I am today, and you will learn everything I
know about rental properties in the next few hours! Does that excite you as much
as it does me?

I want to give you a list of my favorite real estate books, so you can head to your
local library or hop onto Amazon.com and pick up a few for yourself, but rather
than taking up space in this book to do so, I’ll simply invite you to go to
BiggerPockets.com/BestBooks to find my list of my 21 favorite real estate
books, written by such authors as Gary Keller, Spencer Strauss, J Scott, Larry B.
Loftis, Frank Gallinelli, and Ken McElroy!

The last thing I want to say about books before we move on is this: don’t just
read. When you are first getting started, read as much as you can, but after a
while, you will need to stop reading and start doing. You might brag to your
friends that you read 20 books this month, but if you didn’t learn anything or
take action on the information in those books, what was the purpose? You would
be better off reading just five books in a year and taking action on what you
learned! So with this book, set a goal for yourself of reading every word, maybe
even twice, and then putting the lessons in it into action.

Podcasts

Perhaps the newest educational medium on this list, podcasts are audio shows
you can listen to online or on your smartphone. When I decided to take a more
active role at BiggerPockets, the first thing I insisted to Josh (our CEO) is that
we start a podcast, largely because I was addicted to listening to other podcasts,
and I knew the power they had to help and inform people. We launched the
BiggerPockets Podcast in January 2013, and within days, we hit the top ten list
of ALL business podcasts on iTunes—and we’ve remained the number one real
estate podcast in the world ever since. As of the publication of this book, we
have 1,415 five-star ratings and have had more than eight million downloads.



But more importantly, we’ve recorded more than 140 shows, interviewed 120+
guests, talked for over two-hundred hours, and covered everything from losing
millions of dollars to investing while working a full-time job, as well as about
wholesaling, lease options, rental properties, landlording, flipping, mobile
homes, commercial investing, and so many other topics. We’ve asked every
single guest about the real estate and business books that changed their lives.
We’ve discovered the secret to their success and what they believe sets
successful investors apart from those who give up or fail. We’ve asked them
about their mistakes, failures, victories, and routines. And we’ve done all of this
to help you become a better investor.

Podcasts are free, and you can listen to them while you drive, while you work,
while you fold laundry. You can listen with your spouse, with your kids, or
alone. You can even listen at double speed to fit more shows into your busy
schedule.

Earlier in this book, I talked about the power of the people with whom you spend
your time and the influence they can have on your success. So why not spend a
few hours each week taking in a real estate podcast and learning from other
investors? Podcasts have an incredible way of making you feel like you know
the host or guest, as though you are actually sitting down with them for coffee.
Every BiggerPockets meetup or event I attend, I hear that sentiment from dozens
of people I've never met before; they tell me, “I feel like I know you!” And the
funny thing is that because they have listened to so many episodes of our show, I
feel like I know them, too.

Keep in mind, if one show per week is not enough for you, there are dozens of
real estate podcasts available, some better than others. I'd recommend the
BiggerPockets Podcast, of course, but my other favorites are The Real Estate
Guys Radio Show and Just Start Real Estate with Mike Simmons, but if you
look around, you may find others you enjoy also. And if you find a good show
you enjoy, help the podcaster out by leaving him or her a rating and review on
iTunes. Producing a podcast is the most time-intensive activity I do each week,
so I know how much work goes into them. Give your favorite podcaster a boost
by improving their rankings in iTunes with a positive review!

Blogs

If you had said the word “blog” ten years ago, very few people would know
what you were talking about. However, today, blogs are everywhere. For those
still unaware, a blog is a collection of articles, called posts, published online for
free. Anyone can start a blog and share their knowledge, which makes blog posts



one of the best ways to gain real estate education without having to pay a penny.
The Internet has hundreds, if not thousands, of real estate investing blogs written
by real-life, practicing real estate investors and covering practically every real
estate niche and strategy.

Forums

Books are amazing sources of information, and blog posts can offer terrific
insight, but both of these sources are “one directional.” In other words, you only
receive information. Engaging in a conversation with either one is difficult, if
not impossible. So for this aspect of your education, I recommend getting
involved in an online real estate investing forum.

Forums are essentially online conversations around a particular topic. One
person starts a “thread,” or conversation, and anyone in the community can
respond with a post to offer advice or knowledge, or to in any other way further
engage in the discussion. Forums are great, because when you are investing in
rental properties, situations will arise that no book or blog post has ever
addressed. For these “what if” questions, being able to ask for input from others
in the same position via a popular real estate investing forum, such as the
BiggerPockets Forum, is really nice. And most forums are free to use.

Not only are forums great for asking questions, they are also a fantastic way to
network. When you jump into a forum to engage in conversation (no matter what
your experience level is), people see you and connect, just like in the real world.
You can quickly establish yourself as someone who is serious about the business
and find potential lenders, partners, deals, and other valuable resources and
opportunities. I often hear stories about individuals in the BiggerPockets Forums
who are finding incredible success because of their participation there. I strongly
encourage you to do the same—take ten minutes each day to interact with others
and build your reputation on the BiggerPockets Forums or the online forum of
your choice.

YouTube

Want to hear a secret?

YouTube has more than just cute cat videos! Shocking, I know. But with
432,000 hours of content being uploaded to the site every day, YouTube is
actually filled with a lot of great educational content that can help you grow as a
rental property investor.

Keep in mind, that I’m not just referring to videos on real estate investing. You



can also find videos on business management, motivation, home repairs, and
pretty much anything else you need to help you become a more successful real
estate entrepreneur. Just don’t get too sidetracked by all the cat videos. There are
a lot of them!

What About Coaching Programs?

No doubt, you have seen expensive coaching and training programs advertised
on late-night television or Internet banner ads. Real estate gurus claim to be able
to teach you to become filthy rich through real estate investing. Is this real? Can
you really learn from these guys?

Let me first explain how this industry works. Typically, this kind of coaching or
training involves several “layers,” and as you peel away the layers, the education
gets more and more expensive. Let me share the most common layers, so you’ll
be able to recognize them in the future.

1. The Free Class - You might come across an advertisement on the radio, on
television, in your local newspaper, or on your favorite website—something
like “Free Real Estate Seminar” at a local hotel or conference center. The
marketing teams behind these gurus spend a lot of money to drive traffic to
these free seminars, hoping to pack the room with wannabe real estate
investors.

2. The Hype - In the seminar, the real estate guru creates massive hype around
what real estate can do, showing photos of his properties, citing impressive
numbers on how much profit he made, and claiming how easy it was. He
tells stories of past students who have amassed a fortune from his investing
tips. He pushes on all the right pain points about how hard being broke is,
how you are not taking care of your family well enough, how you are
missing out on life’s luxuries. Then, he pitches hard for you to attend his
weekend boot camp, usually for a small yet not insignificant chunk of
money, between $200 and $500. After the pitch, he encourages the attendees
to run to the back of the room to sign up—and many people do.

3. The Boot Camp - At the boot camp, the guru goes into more detail about
what real estate can do, shares more numbers related to what he’s done, and
will probably spend a decent amount of time showing you a high-level
overview of the kind of investing he is touting as “the best way to invest in
real estate.” He may even talk about numerous different strategies people
use to build wealth in real estate. Some gurus are even known to spend a
significant amount of time teaching those present how to negotiate and as a



“test,” encourage attendees to call up their credit card companies and get
their credit card limits raised significantly. However, the guru’s only real
goal is to get you to sign up for the next level of training, which is typically
a $20,000 to $50,000 in-depth coaching program with some live events built
in.

I have no doubt that many (though not all) of these “real estate gurus” have good
information to share. However, the problem lies not so much in the “what” as in
the “how.” These people are expert marketers and manipulators and know how
to touch on the right pain points and cause your emotions to lead you to make an
expensive purchase. Their pitch logically makes a lot of sense: with just a
$25,000 investment in your future, you’ll end up making much more than that
from the real estate training you’ll learn. What’s $25,000, $50,000, or even
$100,000 when you’ll be making millions of dollars from your real estate
investing?

The problem, in my opinion, is twofold. First, I believe that the vast majority of
those who attend these events will never actually use the information presented.
And second, the information people learn from those programs could easily be
learned elsewhere absolutely free (such as on BiggerPockets)!

Does coaching work? Sure, for some people. But I believe anyone who can
succeed because they took a super expensive training program could have
succeeded without that program as well. After all, the program is not what
makes you successful. You make yourself successful. Real estate programs offer
education, motivation, and accountability, which can all be obtained for much
lower costs than what these salesmen charge. Rather than helping most people
get ahead, these programs simply plunge many Americans into further debt and
despair when they end up spending their life savings on coaching for an activity
at which they will not succeed.

That said, do programs like this have a place? Yes, I believe so. Successful
coaching has been demonstrated in almost every industry there is as far as
getting people motivated and moving toward their goals. However, the people
who get the largest benefit from coaching are those who have already found a
significant level of success in whatever they are doing. They have proven
themselves to be someone who takes action, is a self-starter, and is willing to
work hard. And most importantly, they have money to spend—and it’s not
coming from a credit card.

To summarize, expensive coaching and training programs may have a place, but
they are probably not appropriate for new investors. Real estate gurus have a



terrible reputation for taking gullible and low-income people and pitching them
hard to pay for overpriced training that they are not ready for and that will only
put them in a worse situation. In the end, these gurus provide no more than an
organized version of what interested individuals can already get on their own:
education, accountability, and motivation. If you want to save your money and
still get all three of these benefits, get active on BiggerPockets and use your cash
for your next big investment instead.

At this point, I’ve addressed both the need to think the right thoughts and the
best ways to study the right subjects. Now, let’s move on to the third key to
success in rental property investing: picking the right plan.

3. Picking the Right Plan

“Would you tell me, please, which way I ought to go from here?”
“That depends a good deal on where you want to get to,” said the Cat.
“I don’t much care where —,” said Alice.

“Then it doesn’t matter which way you go.”

-Lewis Carroll, Alice’s Adventures in Wonderland
Do you know where you want to go?

No, not physically. Do you know where you want your rental properties to take
you? Do you know when you want to retire? Do you know how you are going to
retire? Do you know what kind of rental properties you want to buy? Where you
want to buy them? How you plan to put it all together?

These questions can all be answered by having a solid plan. Therefore, the third
key to success in rental property investing is to create the right plan. Chapter 3 of
this book will actually walk you through several distinct plans that others have
created, but first, I want to talk about the basic theory behind having a plan.

Your Plan Is Not Your Business Plan.
What?

Yes, I'm not talking about a formal document that you write “objective” at the
top of and give to your banker. Although an official business plan might come in
handy for you some day, I am talking about writing down your strategy for
achieving financial freedom through rental properties. Yes, it should be written
down, but no, you don’t need to make it anything fancy. Your banker is not
going to see this plan. I’'m not going to see it. Your ninth grade English teacher
will not see it. Most likely, the only people who will ever lay eyes on the



document will be you and your spouse, significant other, business partner, or
accountability partner. Sure, you can draft a business plan if you want, but what
I’m referring to here is a written declaration of your deep-seated belief as to
where you are headed.

I first wrote my plan down at 3:00AM, by hand, on an 8 %" x 14” piece of paper.
Nine years later, I still have this document and refer to it often, and although I
haven’t followed it exactly (plans do change!), I have adhered to it as closely as
possible.

So again, the kind of plan I’m referring to outlines your vision for where you
want to go and how you plan to get there.

e What is the end goal? Where are you headed?
e What kind strategy do you want to use?

e What won’t you do? (e.g. I won’t purchase condos, commercial real estate,
etc.)

e What kind of properties do you want to buy?
e How often will you buy properties?
e How are you going to finance it all?

These questions are all part of your plan, which you will put together soon. You
may not know all the answers to these questions yet, and that is okay. The goal
of a plan is to get you thinking, learning, and strategizing.

Your Plan Can Change

That’s right, your plan is not written in stone. It is fluid and may change over
time. The purpose of a plan is not to outline every detail of your investing life,
but rather to give you a road map for where you hope to travel. Your plan may
begin with the idea of buying small, multifamily properties but may shift later to
buying single-family homes, or apartments, or notes, or any of a hundred other
strategies. Again, that’s okay.

Like Alice in Wonderland, if you don’t care where or how you end up, having a
plan doesn’t matter. But you are not Alice. You have goals, and you have a
future to prepare for. You likely don’t want to work the next 50 years and retire
on social security, waiting for that small check to come in the mail each month
before you can go buy bread. You want financial freedom—that is your goal.
Am I wrong? If not, let’s get started building your plan.

How Do I Start My Plan?



Begin your plan with the end in mind. This may seem pretty obvious, but so
many people start planning their investment strategy by picking out a particular
house, without even knowing whether that particular house is part of their plan
or should be included in their plan! Just as a road trip begins with a destination
in mind, so should your investment plan.

This takes us back to the idea of goal setting that I talked about earlier in this
chapter. Where do you want to go? What are your long-term goals? Where do
you see yourself in five years? Ten years? Twenty years?

There are numerous destinations people are trying to reach with their real estate
investing, and each of these individuals is working a plan to get there. So take a
moment and think about where you want to end up financially. Get specific!
When do you want to get there? Get specific!

Write your goal/destination here:

Congratulations! You’ve just taken the first step in building your investment
plan! Feels pretty good, doesn’t it? Goals are incredibly important, but a goal
without a plan is just a dream. We need to go further and help you get there. But
first, let’s talk about your “why.”

What Is Your “Why”

I want to challenge you to think even bigger than your goals. Goals are great, but
they fall short, because they are easy to change in difficult times. For example,
you might set a goal to lose 20 pounds by Christmas, but a few weeks into your
diet, you lose motivation and end up eating an entire chocolate cake.

Why? Because you were focused on the goal, not the why. Why do you want to
achieve the goal you just wrote down? What is the purpose of doing so?
Building wealth is great, but let me make one thing very clear: you’ll never see a
hearse followed by a U-Haul, because you can’t take it with you when you die!
Material things are temporary, but experiences and the impact we have on others
lasts forever. Acquiring assets just to acquire more assets is mostly pointless.
There has to be a greater reason you want to achieve this. Take a moment and
ponder your “why.” What is your reason for wanting to build wealth, increase
cash flow, or whatever other goals you might have?

e To spend more time with your kids or grandkids?

e So you can travel the world and collect life experiences?



e To help break the cycle of poverty in your family’s lineage?
e So you can leave a terrible job?

e To ensure there is always food on the table for your family, even if you were
to pass away?

e So you can wake up every morning and do what you want, not what
someone else wants you to do?

Knowing your why will help you reach your goals. When attaining your goal
becomes difficult, it is easy to say, “Well, I guess I don’t need to build wealth.
After all, rich people suck.” But when your goal is “I want to attend every single
sporting event and school play my kids are ever in, so I need the freedom to do
that,” suddenly those challenges become much easier to fight through.

Write why you want to build wealth through real estate here:

Let’s now talk about the kind of vehicle you’ll use to get there.

What Kind of Investment Property Should You Buy?

Do you plan to buy single-family homes? Small multifamily properties?
Apartment complexes? Maybe all three? Maybe something else?

In Chapter 7, I’'ll cover the different kinds of rental properties you can buy, so
you should probably finish this book before finishing your plan. But if you
already have a clear idea of what you want to buy, you can write that here:

How Often Will You Buy?

Do you plan on buying one property in your first year? Two? Ten? What about
in your second year? Or your third?

The goal of your plan is to help you envision what your future could look like
based on certain things being true, so feel free to experiment here. What if you
bought one house in year one, two in year two, three in year three, and so on?
What if you bought one apartment complex every five years? What would that
look like?

Again, this may change as you work your way through this book, but start by
jotting down your thoughts on your buying frequency here:




How Will You Finance Your Deals?

Finally, knowing how you will finance your deals is a good idea. Do you make
extra income from your job that you can dedicate a part of to buying deals? Or
will you have to be more creative in financing those properties? This can be the
most difficult part of the plan for many people, especially if they have not yet
learned what those financing techniques are. (Don’t worry, though; by the end of
this book, you will.) If you already know how you’ll finance your properties,
write that here:

What Should Your Plan Look Like?

As I mentioned earlier, I wrote my first investment plan on an 8 %" x 14” piece
of computer paper, because I happened to have it lying around. You can write
yours on a piece of paper, type it up on a word processor, or draw it on your
bedroom wall! The point is to write it down! I like using paper and pencil,
because this allows me to erase and move things around as I go.

To start, write the word “Today” at the top in big letters. Then at the bottom,
write out your goal in big letters. The space in between is where you will write
out your plan. Fill in that space with the vision you have.

In Chapter 3, I’ll share four different plans with you that you can use as a guide
for your own, editing, tweaking, or discarding, as you like. But first, let’s talk
about the final two keys in rental property success.

4. Acquire the Right Asset

Step four in achieving success through rental properties is acquiring the right
assets and avoiding liabilities. Simply put, liabilities are things that detract from
your wealth, while assets help grow your wealth. Liabilities include things that
take money from your pocket every month, such as car payments, rent, utility
bills, and cell phone bills. Assets are things that help you grow wealth, such as
real estate, stocks, and businesses. Therefore, as the author of Rich Dad Poor
Dad, Robert Kiyosaki would argue (as would I) that if you want to build wealth,
you need to start collecting more assets and decreasing your liabilities!

Of course, given that this is a book about rental property investing, I would
argue that the greatest asset you can acquire is real estate. However, not all real
estate is the right asset. A friend of mine once said, “You can go broke buying
good deals,” and he is right. Just because something seems like a good deal



doesn’t mean you should buy it. The right property must fit with your plan, your
budget, and your ability to manage.

Throughout this book, I’ll share numerous tips on how to find and acquire the
perfect assets that fit your plan. For now, let’s address step five, managing the
right metrics.

5. Manage the Right Metrics

All the steps up to this point are for nothing if you can’t manage the asset(s) you
have purchased. Rental properties are different from most other asset classes
because they must be continually maintained and managed. Unlike stocks, for
which you can simply write a check and then ignore them for years, rental
properties require continual oversight.

Rental property investing is a lot like a tightrope walker trying to stay balanced
on wire hundreds of feet above a crowded city intersection. One small slip, and
all could be lost. The tightrope walker’s primary job is to move forward while
not falling off to the left or right. He simply needs to maintain his balance until
he gets to the other side. When a gust of wind comes from the left, he leans to
the right. When his foot begins to slip, his other foot keeps him steady.

When dealing with rentals, you’ll encounter many “gusts of wind” that threaten
to knock you off your tightrope. The way you manage will make the difference
between staying on the wire or falling.

I use the phrase “manage the right metrics” not only because it rolls off the
tongue nicely, but also because it describes exactly what a good rental property
owner does. A metric is generally defined as “a standard for measuring or
evaluating something.” So with respect to real estate, a metric would be how
your property is performing. What did the cash flow look like last month? What
kind of increase did you see in expenses over the previous 12 months? What has
appreciation done to your property over the past decade? These metrics, and
many others, will help you stay steady on the wire, balancing and
counterbalancing until you reach the other side.

In Chapters 17 and 18 of this book, I’ll specifically discuss managing the rentals
you own, including both physical management (dealing with tenants) and
business management (dealing with the numbers). Both are key to finding
success through rental properties.

Conclusion



Have you committed yourself to being successful?

Have you shifted the way your mind thinks, focusing on the “how can I?”
question rather than the limiting “I can’t” statement? Have you committed to
investing the time needed to learn everything you need to know about real estate,
building your educational foundation so no one can ever knock you over?

Have you committed to planning your future, setting goals, and working toward
those goals consistently? Have you committed to finding only the best deals that
fit your plan and to doing the work necessary to make your dream a reality?
Have you committed to managing your investment to the utmost detail, watching
every metric so you can continue to build and grow your wealth over the coming
years?

I hope you have. Now, I want to actually show you a few real life sample plans
that you can adopt for your own future. Be careful though, the next chapter
might just change your life forever.



CHAPTER 3 - FOUR SAMPLE
PLANS

A goal without a plan is just a wish.

-Antoine de Saint-Exupery

Now that you know where you want to go, having a plan for how to get there is
important. So this chapter is all about developing a road map for your rental
property future. After all, you would not pile the family in the car, back out of
the driveway, and then drive across the country to visit Disneyland without a
GPS or road map. Sure, you might make it all the way to your destination, but
along the way, you’ll hit numerous roadblocks and dead ends, make countless
wrong turns, backtrack when you get lost, and arrive late, with a vehicle full of
grumpy kids.

The same is true for your investing future. By knowing the general direction you
want to go, you’ll probably more or less reach your destination, but it’ll likely
take you much longer than anticipated and cause you a lot of stress in the
process. Your goal should be to arrive at your destination with as little hassle
and as much speed as possible. Your plan will be the catalyst to do just that.

In this chapter, I’ll discuss several different plans that people use to achieve their
goals through rental properties. My goal with this chapter is twofold:

1. To show you there are multiple ways of reaching your destination
2. To inspire you to create your own plan

Unlike most real estate gurus, I am not going to tell you that there is only one
right way to invest in real estate. I will not say, “This is the path that will work



for you.” And you may not like this. Maybe you want a simple answer so you
can just go do it. However, the truth is that there is no one right way, though
there is probably a right way for you. I hope that by the end of this chapter you
are ready to build your own road map and find that way.

Plan 1: How to Make $1,000,000 Through Rental
Properties

The plan I am about to describe is very similar to the one I am taking in my life.
The idea is simple: buy incredible rental properties, save the cash flow, and
reinvest that cash flow into even more properties. This is not a get-rich-quick
plan. It plays out over seven to ten years—maybe more, maybe less. The time
line is not important, nor are the specific numbers. What matters is the
underlying math, and I hope that after reading about this plan, you will better
understand the kind of plan you will want to build for yourself.

Before I get to the plan for making $1,000,000 in net worth, let me clarify a few
things:

e This is not the only way to make money in real estate, just one path that I
like.

e This is not a guaranteed plan. This is an “if-then” plan. If A, then B, and if B,
then C. Everything depends on those “ifs.”

e This plan works based on ideal numbers. For example, I use a nice, round
“3% appreciation” number, because that has been the U.S. historical average.
However, real life is not likely going to appreciate by exactly 3% each year.
Some years might be 1%, some might be 5%, and others might be
-4%. Again, these are average ideals.

e The specific price per unit does not matter as much as the mathematical
concepts I’'m about to talk about. For example, if I say, “Buy a $100,000
house,” half the readers of this book will instantly think, “Phhhh... I could
never find a house that cheap,” while the other half thinks, “Phhhh... I
would never pay that much for a house.” Real estate is relative to location,
and that’s okay! The mathematical concepts are what matter, far more than
the specifics. You might find properties with values that are higher or lower,
depending on your location.

e This is not legal advice. I'm not even telling you that this is the path you
should definitely take. Again, this is just one plan that has worked!



Setting Your Buying Standards

The vast majority of properties out there are terrible investments and would end
up costing you more than you’d make. Instead, you must adhere to certain
standards for this plan to work. The following is an example of such standards:

e Multifamily property (In this plan, we’ll be buying fourplexes and 24-unit
apartments.)

e Cash flows of $200 per unit, per month after all expenses have been paid,
including vacancy, maintenance, utilities, management, capital expenditures,
taxes, and insurance, plus any other expenses the property may have.

e Property must be purchasable for a discount because you are great at finding
great deals in the market. For this sample plan, we’ll be buying each
property at 80% of what it’s normally worth. For example, while the average
buyer would pay $100,000, we’ll pay $80,000.

e Property’s value must be capable of being improved by 10% during the first
year through “forced appreciation” (such as a paint job and landscaping)

e Property must appreciate at 3% per year after year one

You may be tempted to say that these standards are impossible to fulfill, but trust
me, they are not. BiggerPockets is full of examples of investors who are
following these very standards and succeeding. Perhaps the area you live in is
different, but these locations do exist. I own properties just like this. However,
you will have to think differently. For example, ask most average Americans
whether buying a property for 80% of its value is possible, and they’ll say,
“No.” Ask an experienced house flipper, and he or she will say, “Yes, but that’s
paying way too much.” You see, a house flipper or real estate wholesaler
typically has to purchase a property for far less than 80% of the value for their
plan to work. It all comes down to mindset. Are you someone who says, “It can’t
be done!” or someone who asks “How can it be done?”

Buying Your First Property

Using these standards, we find a fourplex that needs a little help. Perhaps it’s a
bank repo that smells like a hundred cats, or a for-sale-by-owner (FSBO)
property owned by someone who can’t quite take care of it. I'm not talking
about a disaster—just a place that needs some cosmetic assistance.

The property is listed at $100,000, but we are able to buy it for $80,000. For
simplicity’s sake, we’ll say that the seller will pay our closing costs, which
means we are required to put down $16,000 for a 20% down payment. In



addition, we will spend $4,000 on minor repairs and improvements to satisfy the
standard of 10% appreciation during the first year.

Year One

Here is a summary of our portfolio after year one:

e Our loan is for $63,500 (approximately).

e Our value is at $110,000 (10% appreciation during year one).

e Our cash flow saved (from cash flow) is $10,000. (Okay, technically $9,600.
I like easy math.)

e Our total equity is $46,500.
e Qur total net worth is $56,500.

Now, I just want to quickly remind you that this kind of property doesn’t exist
on every street corner. Is finding these properties difficult? Yes! Is finding these
properties hard if you only need to find one such property every two years across
the entire United States? Well, it’s definitely not impossible!

Year Two

Nothing changes during year two. During this year, you simply manage your
property incredibly effectively. Cut expenses as much as possible; raise the rent
as much as possible. Run a well-oiled machine. By the end of year two, our
portfolio looks like this:

e Our loan is for $63,000 (approximately).

e Our value is at $113,300 (3% appreciation during year two).
e Qur total cash flow saved is $20,000.

e Our total equity is $50,300.

e Qur total net worth is $70,300.

Year Three

At the start of year three, we will buy our second fourplex, using the $20,000 we
have saved from the cash flow. (That’s right, we’re not going to put any more of
our hard-earned cash into this plan.)

This next property will be exactly like our first—identical, with the same
numbers, same price, and same cash flow. (Remember, this is an “ideal”
scenario just to represent how this works in the real world. Maybe you’ll buy a
fiveplex, a triplex, or four separate houses. The underlying math is what is



important.) We now have two income streams going: Fourplex A and Fourplex
B. For the sake of time, here are our combined figures for the end of year three:

e QOur combined loans are $126,000.

e Our combined value is $227,000.

e QOur annual combined cash flow saved is $20,000.
e Our total equity is $101,000.

e Qur total net worth is $121,000.

Year Four

At the end of year four, we will simply “rinse and repeat” once again. You
guessed it—another fourplex, same numbers. We now have three streams of
income going: Fourplex A, Fourplex B, and Fourplex C. The totals for the end of
year four are as follows:

e QOur combined loans are $177,000.
e Our combined value is $350,500.

e Our annual combined cash flow saved is $30,000 ($10,000 from each
property).

e Our total equity is $173,500.

e Qur total net worth is $203,500.

Year Five

At the end of year four/the beginning of year five, we will make our first “trade-
up.” If you are familiar with the board game Monopoly, you’ll recognize this
strategy. In Monopoly terms, we’re essentially going to trade our houses for
hotels. In this example, however, we will trade our three fourplexes for one
apartment building. As you saw at the end of year four, we have accumulated
approximately $203,500 in equity, but we can’t use all of this cash; the trade-up
has certain costs associated with it (such as agent fees and closing costs) that
need to be covered.

We will use a 1031 tax exchange to defer taxes to a later date (I’ll explain the
power of the 1031 tax exchange deferral in Chapter 19) but we still need to pay
closing costs and for an agent to sell the properties. After all expenses have been
paid out, we will have approximately $175,000 remaining to invest in our next
property. As you can probably guess, we will use this as a 20% down payment
on our next investment, allowing us to pay up to $875,000 for a property.



We will buy our new property using the same “standards™ as for our first three
properties. These were (as a quick reminder)

e Multifamily property
e Cash flows of $200 per unit, per month after all expenses have been paid
e Property must be purchasable for 80% of its value

e Property must be capable of being improved by 10% during the first year
through “forced appreciation”

e Property must appreciate at 3% per year after year one

After some careful searching, we find an apartment building worth $1,000,000,
but we are able to buy it for $800,000. Our 20% down payment ($160,000)
makes the loan amount $640,000 and leaves us with approximately $13,000 for
closing costs, reserves, and some repairs.

At the end of year five, our portfolio looks like this:

e QOur loan is for $625,000.

e Our value is $1,100,000 (10% during year one).

e Our cash flow saved is $57,600 (24 units x $200 x 12 months).
e Our total equity is $475,000.

e QOur total net worth is $532,600.

Year Six

No changes or purchases are made during year six. We just relax and collect the
cash flow, saving every penny for our next trade-up. Again, this is a time to
manage effectively and save cash. At the end of year six, our portfolio looks like
this:

e Our loan is $610,000 (approximately).

e Our value is $1,133,000 (3% during year two).

e Our cash flow saved is $115,200 (24 units x $200 x 24 months).
e Our total equity is $523,000.

e QOur total net worth is $638,200.

Year Seven

Year seven is another year of rest—if you can call it that! We simply manage
effectively and save all the cash we can. At the end of year seven, our portfolio



looks like this:

e Our loan is $595,000 (approximately).

e Our value is $1,167,000 (3% growth over the previous year).

e Our cash flow saved is $172,800 (24 units x $200 x 36 months).

e Our total equity in the property is $572,000.

e Our total net worth is $744,800, including the cash flow saved.

Perhaps you want to simply live off the cash flow from this point on. This
scenario is generating a respectable $57,000 in passive income each year, which
is approximately what the average American household earns. However, the
total net worth is only three-quarters of a million dollars. One final trade-up
would be needed to reach that final million-dollar figure. Perhaps this could
happen right away during year seven or perhaps not for several years. The key is

to work with the market, to learn to ride it like a wave. For example purposes,
let’s sell now and trade up.

End of Year Seven/Start of Year Eight

We take all the equity and cash we have (approximately $744,800) and subtract
the sales expenses (we’ll say $94,800) to give us a nice round final profit of
$650,000 to use for our final down payment.

Our final purchase will be a 75-unit apartment community listed for sale at
$3,400,000, but we are able to purchase it for just $2,750,000 (20% off because
the same rules apply!). We’ll use the down payment of $650,000 (making the
seller pay closing costs) for a total mortgage amount of $2,100,000. At this final
stage of our “million dollar journey”—the end of year seven or the start of year
eight—our portfolio looks like this:

e QOur loan is $2,100,000.

e QOur value is $3,400,000.

e Our cash flow saved is $0 (but will be $15,000 per month going forward).
e Our total equity is $1,300,000.

e Qur total net worth is $1,300,000.

We did it! One million dollars ($1.3 million, actually), with only five purchases
in seven (maybe eight) full years of investing.

Is This Possible?



Remember, this is an ideal situation with nice, round numbers. Many people
have moved much faster, while others have moved much slower in their
investment journey. The purpose of this exercise was simply to give you a “big
picture” idea of how the approach works and to provide a good illustration of
what I call “trading up.” This journey could take ten years, or it could take 20. It
depends on a number of factors, many of which are outside your control (such as
inflation, the market, the economy). However, this represents a possible road
map. If this were your road map, it would be much easier to stay on track and
avoid the shiny-object syndrome so many of us face! This plan sets standards
that, if obtained, would give us the outcome we desire.

Let’s now look at the second plan in this chapter, which focuses on single-family
homes.

Plan 2: Building Wealth Through Single-Family
Homes

In this plan, we’ll look at the concept of building wealth through the purchase
and holding of single-family homes. While in the previous example, we started
with a goal of achieving $1,000,000 in net worth, this time, our goal is to make
an extra $5,000 per month in cash flow from rental properties. This might be
perfect for someone looking to quit their job, supplement their retirement, or just
create more passive income with which to travel more and live a more luxurious
life. So without further suspense, let’s get to the plan!

For this plan, let’s pretend we are currently making $60,000 a year after taxes
from our day job, which works out to $5,000 per month. We have $10,000 in
savings and have “flipped the switch” in our head that says, “Yes! I’'m going to
do what it takes!” Therefore, the first part of this plan will be to set aside 20% of
our income for investment purposes. Yes, cutting 20% out of our life is not
always easy, but sacrifice is often needed. As a result, we will live on only
$48,000 per year and put $12,000 per year toward our investments.

Year One

During year one, we are simply going to save money and learn. We’ll read a lot
of real estate books, ask a lot of questions, hang out in the BiggerPockets
Forums for a few minutes every day, listen to podcasts on our daily commute,
and simply grow our knowledge base. We’ll also save $1,000 per month from
our job. So at the end of year one, we have $12,000 saved, plus the $10,000 we
started with, giving us $22,000 with which to begin our journey at the start of



year two.

For those who say that $1,000 per month is impossible to save, perhaps consider
finding a way to earn an extra $1,000 per month instead. The same principle
applies.

Year Two

The first property we will purchase is a three-bedroom, two-bath 1970s home
located in a blue collar neighborhood. The home is a bank foreclosure listed at
$100,000. However, because of a smoke smell permeating the home, the
property has been sitting on the market for several months. We come along, and
after doing an in-depth analysis, we decide that we can pay $80,000 for the
home. We offer this price and ask the seller to pay the majority of the closing
costs. After some brief negotiation, they accept.

Take a look at figure 2, the breakdown on this property’s numbers, produced by
the BiggerPockets Rental Property Calculator. As you can see, with this
property, we are planning on making approximately $370 per month in cash
flow. At the end of the year, we may have to pay some taxes on this, so we’re
going to set aside about $70 a month for that purpose and use a clean $300 per
month as our cash flow number on this property. Keep in mind, this is after all
the expenses have been paid or set aside for, including property management,
vacancy, repairs, maintenance, capital expenditures, taxes, insurance, and
utilities. A person could theoretically have an extra $100 per month added to this
cash flow by managing the property themselves, but I like to include
management in here, because we are still working a job while putting this plan in
place. Therefore, we are now able to save $300 per month extra because of this

property.
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Also, from this point forward, each year, we will add $100 per month in savings
from our personal income, because we get an annual raise from work and have
decided to save a portion of this for our future as well. Therefore, during year
one, we saved $1,000 per month; during year two, we will save $1,100 per
month; in year three, we’ll save $1,200 per month; and so on.

So we add the $300 per month from the property to the now $1,100 we saved
from our income each month, which means we are now saving $1,400 per month
for all of year two. At the end of year two, therefore, we have $18,800 saved—
enough to purchase another property.

Year Three

For simplicity, we will purchase a second rental property this year using the
exact same numbers as we did the first time. In other words, we will spend
$16,000 on the down payment and achieve, after all expenses have been paid,
$300 per month in cash flow. We can now add that to the $300 we are saving
from our first rental property and the $1,200 we are saving from our job for a
total monthly savings of $1,800. At the end of year three, then, we have $21,600
to use for another purchase.

Year Four



Again, for simplicity, we will purchase a third rental property this year using the
exact same numbers as we did for the first two. In other words, we will spend
$16,000 on the down payment and achieve, after all expenses have been paid,
$300 per month in cash flow. We can now add that to the $300 we are saving
from our first rental property, the $300 we are saving from our second rental
property, and the $1,300 we are saving from our job for a total monthly savings
of $2,200. At the end of year four, therefore, we have $26,400 to use for another
purchase.

Year Five

Once again, we will repeat this exact same process to buy a fourth rental
property, using the money we have saved as our down payment. Although the
down payment is only $16,000, we have $26,400 to use, which means we have
some more cash to put into repairs, reserves, or any other costs.

We’ll purchase this property using the exact same numbers as we used for the
others, and we will once again increase the amount of cash we are saving from
our job. Therefore, at the end of year five, we will be saving $2,600 per month
and own four rental properties.

Years Six Through Ten

As you can see, we are following a very simple pattern here of buying one house
per year and saving our income. However, starting in year seven, some
interesting things start to happen. We are able to save so much money at this
point that we can buy not one but two rentals in year seven. By the end of year
six, we are saving $1,500 per month from our job and $1,500 per month from the
five rentals we now own for a total of $3,000 per month. This translates to
$36,000 per year, enough for the down payments on two properties instead of
just one.

This is when real estate starts to get fun, because we get to see the effects of
compound interest kicking our investments into high gear. Check out the
following graph, which shows this pattern of using total saved cash flow to buy
rentals. In fact, every year after year seven, we’d be able to increase the number
of rental properties we can buy. We’ll buy two properties in year seven, two in
year eight, three in year nine, four in year ten, and five in year 11.

Year Year Year Year Year Year
6 7 8 9 10 11

Properties 1 7 7 3 4 5



Purchased
Rentals

O 5 7 9 12 16 21
Job savings = $1,500 | $1,600 | $1,700 | $1,800 | $1,900 | $2,000
T"tf“l‘(l);”h $1,500 | $2,100 | $2,700 | $3,600 @ $4,800 | $6,300

Total saved | $36,000 @ $44,400 | $52,800 & $64,800 & $80,400 | $99,600

Clearly, the total cash flow we are receiving each month is increasing very
rapidly. In fact, after we purchase the five properties in year 11, we are receiving
$6,300 per month in cash flow. Our goal, if you’ll recall, was just to make an
extra $5,000 per month, and already we have surpassed that!

At this point, there are a few things we could do:
1. Continue working our day job and buying more properties
2. Continue working our day job and begin paying off all the properties
3. Quit our job and become a full-time real estate investor
4. Retire and lay on a beach

It’s up to you. The exciting thing is that we achieved our goal: $5,000 per month
in passive income from the rentals we owned.

If this plan didn’t seem cool enough as it is, keep in mind that this plan did not
even take into consideration the fact that rental income tends to climb over time,
so that the $300 per month in cash flow from the first few properties would
likely become much more, resulting in even greater total numbers. The plan also
doesn’t factor in the equity you would be building through the loan paydown or
through appreciation.

Again, this plan is a very simplified representation of what could happen if you
choose to follow this particular rental strategy. Understand, however, that real
life is never as neat and clean as it looks on paper. For example, consider the
following scenarios:

. What if you got laid off from your job and couldn’t buy for a year?
. What if you didn’t get a raise at work?

. What happens when the bank stops lending?

. What if interest rates rise dramatically?

These are all real-life situations that could happen to you along your plan, so



don’t freak out when they do. Life will never look like it does on paper, and
that’s okay. The point of a plan is not to map out exactly where you’re headed,
but to give you a North Star to follow.

Let’s look at another plan, one often well-suited for younger investors and those
just starting out: the house hack.

House Hacking

The third plan I want to discuss in this chapter is the idea of the “house hack.” If
you’ve been listening to the BiggerPockets Podcast for any length of time, you
will have likely heard this phrase before and know that I hold a special place in
my heart for this kind of strategy.

House hacking is the idea of combining your investment property with your
personal residence. Although it is possible to do with just a single-family house
(by doing a “live-in flip”), the phrase is more often used to describe the practice
of buying a small multifamily property (a duplex, triplex, or fourplex), living in
one unit, and renting the other units out.

My first rental property was a small duplex that I bought for $89,000. The
property needed some “sweat equity,” which my wife and I spent a few weeks
doing, and then we rented the property out. Although we had stumbled across
this “house hacking” strategy accidentally, we quickly realized the power of this
method when the mortgage payment of approximately $630 per month was fully
paid by the tenants in the other unit who were paying $650 for rent. In other
words, the tenants were allowing my wife and I to live for free, before operating
expenses.

House hacking has several distinct benefits that make it an especially terrific
investment for first-time investors:

. Low (or No) Down Payment Financing - When you plan to live in
a property for at least one year, financing becomes much more friendly for
the borrower. For example, an FHA loan allows for just a 3.5% down
payment and the USDA (United States Department of Agriculture) loan
allows for $0 down if you are buying in a rural area. Traditional 20% down
loans also work in this pricing structure and can do even more for your
wealth building plans.

. On-the-Job Training - House hacking is a great introduction to the
world of landlording. You buy the property, and suddenly you are a landlord
—=s0 you’ll learn very quickly what to do and what not to do!



. Close Monitoring of Your Investment - When you live in your
investment property, keeping an eye on the property and making sure it’s
running at peak performance is easy. It’s unlikely that the lawn will get
overgrown, the tenants will move in a pit bull, or maintenance will go
unreported for months.

. Saved Expenses - Because you live at the property, you can manage
the other tenants yourself very easily and don’t have to worry about paying a
property manager who will do substandard work!

The following plan that you and I are about to walk through follows a serial
house hacker. We’ll pursue the house-hacking strategy for numerous properties
to reach our goal. In this case, let’s set a goal of simply “living for free,” so we
can save money and pursue other investments in the future.

The Plan

To start the first year, we will buy a triplex. We’ll start small, because it’s our
first property, though we could start with a two or a four-unit property. Triplexes
in this area run between $210,000 and $230,000, depending on the condition.
However, we are smart shoppers and can get a great deal on a foreclosed triplex
for $180,000, and each side will rent for $950 per month. (As before, pay more
attention to the concept here than the actual numbers; every area is different.) To
get this $180,000 mortgage, we’ll put just 3.5% down through an FHA loan.

After the purchase, we’ll invest a few thousand dollars and a few hundred hours
making it look fantastic—new paint, cleaning, etc.

At this point, if the property were 100% rented out to tenants, it would bring in a
total of $2,850 per month, but because we’ll be living in one of the three units,
we can only expect approximately $1,900 per month in income.

For expenses, we can expect a mortgage—including taxes, insurance, and
mortgage insurance—of $1,200 per month. We also know the water bill, which
the landlord is responsible for paying, runs roughly $130 per month. We’ll set
aside 5% of the total gross rent ($2,850) for the vacancy, 5% for repairs, and 5%
for future capital expenditures (CapEx, the big-ticket items that need to be
replaced every so often) of about $142.50 each (because $2,850.00 x .05 =
$142.50).

At this point, our expenses look like this:
Mortgage: $1,200.00
Utilities: $230.00



Vacancy: $142.50

Repairs: $142.50
CapEx: $142.50
Total Expenses: $1,857.50

If you’ll recall, our total monthly income on this property with the other two
units rented out was $1,900, so our cash flow is as follows:

$1,900.00 - $1,857.50 = $42.50

Now, we are not only living for free, but we are also making a small sum of
money each month for doing so! Notice that in the expenses we just listed, we
did not include property management. I generally advise that people include
property management in their analysis, because they won’t always be able to
manage their property themselves. But in the case of house hacking, including
this figure is okay, because you will not be living in one of the units forever
either.

Therefore, whenever you analyze a “house hacking” potential deal, you should
analyze the deal two different ways: while in the process of house hacking and
after you move out. After all, if the deal only makes sense because you’d be
living there, then it really closes off your options for moving someday. You must
buy with the end in mind, so let’s run the numbers on this property as if you are
no longer living there. To do this, I’ll double the cost of the vacancy and repairs
(up to 10% each) and add in an 11% expense for property management.

Total income: $2,850

Total expenses are as follows:

Mortgage: $1,200.00
Utilities: $230.00
Vacancy (10%): $285.00
Repairs (10%): $285.00
CapEx (5%): $142.50
Management (11%): $285.00
Total Expenses: $2,427.50

Total Income - Total Expenses = Total Cash Flow
$2,850.00 - $2,427.50 = $422.50



As we’ve discovered, even after moving out of this property, we could
reasonably expect to get around $422.50 per month in cash flow. For putting just
3.5% down, that sounds like a pretty great deal to me. What do you think?

How to Make $100,000 Per Year Using the BRRRR
Strategy

Some people work so hard to make money in real estate. They flip dozens of
homes, deal with hundreds of tenants, and are always trying to put out a fire
somewhere. Sounds exhausting, doesn’t it? But what if I told you that within
five years. you could be making $100,000 annually from just two real estate
transactions per year? Sound too good to be true?

Today I want to teach you about the BRRRR strategy and the power it can have
in your real estate investing. I’ll also be walking you through a step-by-step plan
for making $100,000 per year using this powerful investing plan.

What Is BRRRR?

BRRRR is an acronym for a popular investment strategy that until now hadn’t
been given a name. So, I decided to name it! BRRRR stands for:

. Buy

. Rehab

. Rent

. Refinance
. Repeat

In other words, it’s the strategy that involves buying fixer-upper rental
properties, repairing them, renting them out to great tenants, refinancing them to
get your money back, and then repeating the process. This can be a powerful
strategy because it allows you to acquire numerous properties without running
out of capital to invest.

Let’s break the strategy down and look at each step.

Buy

The first step in the process is to buy a great deal. Not just any deal—a great one
—great location and great neighborhood, but a fixer-upper house.

BRRRR investing is very similar to house flipping; in fact, it is house flipping,
but rather than selling the house, you rent it out after fixing it up. But the same



principles that go into house flipping are needed here.

For example, a popular rule of thumb used by many house flippers is the 70%
rule. This rule states that the most a flipper should pay for a property is 70% of
the after repair value (ARV, what the house is worth after it has been fixed up)
less rehab costs. So, a house that has an ARV of $150,000 and needs $30,000
worth of rehab could be bought for $75,000, because $150,000 x .7 = $105,000

$105,000 - $30,000 = $75,000

Think that’s impossible to achieve? Just ask most successful house flippers, and
they’ll tell you that their entire business model is build on similar margins. So
stop saying, “I can’t do this,” and start asking, “How can I do this?”

It may require direct mail. It may require Craigslist. It may require driving for
dollars. It’s going to take some hustle. But if house flippers can do it, so can you.

To finance this first purchase, you’ll not likely be able to use a traditional lender.
Most lenders are unwilling to loan money on a fixer upper. This means you’ll
probably have to look at options such as hard money, private money, cash, home
equity, and the other strategies that I outline in my previous book, The Book on
Investing in Real Estate with No (And Low) Money Down. So if you haven’t read
that yet, start there. It’ll change your life.

Rehab

The next phase in the BRRRR strategy is to fix the property up. However,
because this property will be rented out for a period of time rather than flipped,
the materials you use should reflect that reality.

For example, I'm working on a BRRRR property right now (I just purchased it
last week and am in the middle of the rehab part now). When my crew tore up
the carpet, we discovered beautiful hardwood floors underneath. Although this
seems great, I’m actually not going to refinish them—yet. To refinish them
would cost me around $3 per square foot, or $3,000 total. Then, when I go to sell
the property someday, I’ll probably have to refinish them again because of the
heavy tenant usage. And that’s if I can refinish them again (you can only refinish
floors so many times before they are sanded too deep). So I’m going to use
laminate wood floor throughout the entire home. This will protect the original
floors, for around $2 per square foot, and will look amazing. Then, before I sell
it someday, I’ll just remove the laminate and finish the floors then, to sell for top
dollar.

The key to rehabbing a BRRRR property is to make the property as “tenant



proof” as possible, using materials that will last a long time and won’t need to be
redone later. Also, rehabbing with the goal of getting the highest ARV and rent
possible is important. For example, if you can turn a two-bedroom home into a
three-bedroom home, do it! This can add hundreds of dollars per month in cash
flow and thousands in equity.

Of course, you could do all the work yourself if you wanted, or you could hire it
out. That’s up to you and depends on your skills, availability, and desire. DIY
can save you a lot of money, increasing the odds that you’ll find a deal with
numbers that work. But it will also take a lot of weekends and evenings.

Rent

Next, it’s time to rent the property out to great tenants. Luckily, you just bought
a property located in a great location and rehabbed it to look brand new. Finding
incredible tenants to rent the house shouldn’t be hard.

Furthermore, because the property was rehabbed at the start, your repairs and
capital expenditures (roof, siding, paint, etc.) should be fairly low for the next
few years. Everything has already been fixed! Of course, you’ll still need to
budget for repairs and maintenance, but these should be much less than you
thought.

To rent the property out, you might choose to hire a property manager, but
because you already rehabbed the property and are renting to high-class, great
tenants, managing a BRRRR deal shouldn’t be too difficult. I recommend saving
the money and doing it yourself!

I’m going to say something a little controversial now: the goal of the BRRRR
strategy is not to make a ton of cash flow. I know, I know—that goes against
almost everything I’ve been preaching thus far. But I’m not saying to buy
something that won’t cash flow. Long-term negative cash flow is not acceptable,
ever. However, if I’'m only making a little bit of cash flow, that might be okay
with the BRRRR strategy, because the power of this strategy is in the long
“flip”—the equity built. I’1ll explain this more in a bit.

Refinance

Earlier, I talked a little about how you were going to finance the property and
mentioned that getting a conventional mortgage on a fixer upper is tough.
However, conventional mortgages are really nice—low interest, long term, easy.
So the fourth step in the BRRRR strategy is to refinance into a nice conventional
mortgage after the property has been fixed up. Even better, by refinancing, you



have the possibility of getting all your money back.

Of course, you don’t need to refinance the property to get your money back.
Perhaps you make great income from a job and can afford to let your down
payment/rehab money stay in the property. This will likely help you get better
cash flow, and maybe you’ll get a better return on investment (ROI) than you’d
get elsewhere. However, if you are like me, you probably want your money back
so you can do it again and again. Let’s talk about how to do that.

In other words, let’s go back to those numbers we used earlier. We found a
property that had an ARV of $150,000. We purchased it for $75,000 and put
$30,000 into the rehab. At this point, we have $105,000 into the purchase.

Most lenders will allow you to refinance a property for 70% of the ARV (in
other words, they will do a 70% loan-to-value [LTV] loan on the property).
Well, it just so happens that 70% of $150,000 is $105,000, so we could
theoretically get back 100% of our invested capital.

That’s right, we’re going to refinance this property with a low-interest, 30-year
fixed mortgage for $105,000. This will pay back whatever source of funds we
used for the original purchase and rehab. In this example, the only money out of
pocket will be the closing costs.

After the refinance, you should have a completely stabilized rental property that
shoots off a little bit of cash flow each month and has roughly 30% equity just
sitting there. Plus, you’ll have all your money back, so it’s time for the next step.

Repeat

The final R in the BRRRR strategy is to repeat the process. It worked once, and
we got all our money back, so why not do it again? And again? And again?

Sure, at some point, the bank will stop refinancing the properties for you. And
maybe you’ll need to find another solution, such as a portfolio lender or a
partnership. But it can be done.

With each deal you repeat, you are gaining 30% equity at the end of the day and
getting your cash back in your pocket.

How to Make $100,000 Per Year with BRRRR

Now that we’ve covered the five steps of the BRRRR strategy, let’s look at an
example of how someone could make $100,000 per year using it.

Historically, prices of real estate have climbed approximately 3% per year on
average. Yes, some years are better and some worse, but over time, this has been



true. For our example here, though, let’s be a bit more conservative and assume
2% per year.

Using this figure, let’s say we bought a property today with an ARV of $150,000
but paid just $75,000 for it, then rehabbed it with $30,000 and refinanced it for
$105,000. Then we rented the property out. At a 2% increase per year, this
property could be worth $165,000 in five years. At the same time, the loan
during those five years would have been paid down, so the balance would be just
$96,000.

In other words, after five years, we would have $69,000 in equity. Of course, if
we went to sell the property, it would likely need another coat of paint and
maybe some other minor fixes. Plus, we’d have to pay the real estate agent about
$10,000 as commission. And then we’d pay a few thousand in other sales
closing costs. So that $69,000 in equity would look a lot more like $50,000 in
profit at the end of the day.

Therefore, to make $100,000 per year using the BRRRR strategy, you simply
need to buy two deals each year, and then begin selling two each year starting in
year five. As long as these numbers work, you’ll never have more than ten
properties, and after five short years, you’ll be making six figures—by just doing
two purchases and two sales per year. Now that could truly be a “four-hour
workweek.”

The Biggest Drawback of the BRRRR Strategy

At this point, you are probably thinking, “This sounds great. So what’s the
catch?” As with all investments, you need to be aware of a few drawbacks. One
you may have already wondered about: what if you can’t refinance?

If you are unable to refinance the property to get your money back out, you are
forced to kind of stop in your tracks. Therefore, I recommend visiting a few local
banks and making sure you are a good enough borrower before you ever
purchase the first deal. Of course, if after the rehab, you are unable to refinance
the property, you could always wait until the first-year lease is over with the
tenants, kick them out, and sell the property. Having multiple exit strategies is
always a great thing, and it’s one of the perks of the BRRRR strategy.

Other drawbacks exist as well. What if the tenant destroys the house? What if
you can’t find a good enough deal? What if you can’t finance the original
purchase?

These are legitimate questions, but the cool thing is this: there are answers!
These are the kinds of questions asked every day in the BiggerPockets Forums,



so if you are not engaging there, you are missing out on one of the most
powerful tools you have at your disposal.

Conclusion

The BRRRR strategy has many moving parts, but if you work it right, it can be a
powerful ally in helping you build some serious wealth.

Following this strategy can help you combine the equity growth of flipping with
the tax benefits, cash flow, and appreciation of rental properties, maximizing
your profit at the end of the day.



CHAPTER 4 - THE TEN
MEMBERS OF YOUR REAL
ESTATE TEAM

"Talent wins games, but teamwork and intelligence win championships."
-Michael Jordan

“Man, this is the closest I’ve ever been to dying.”

Although he uttered these words at the end of the ninth round, Muhammad Ali
would go on to fight five more rounds against his rival Joe Frazier on that
blistering hot October morning in 1975. With temperatures at an estimated 120
degrees inside the arena, 27,000 pairs of spectator eyes remained glued on the
two fighters, as Ali and Frazier danced around the ring, looking for the next
blow that would disable the other man. Their faces bruised and swollen. And
with sweat pouring into their eyes, each man landed punch after punch on the
other without any sign of relenting. Associated Press boxing reporter Ed
Schuyler later said of the fight, “I’'m sure I never saw a fight where two guys
took as much punishment as those two did that day.”

Finally, just before the bell rang to start the 15th round, Frazier’s coach ended
the fight, and Ali was declared winner of the “Thrilla in Manila”—which
became one of the most talked about fights of all time.

Even though Ali’s bruised face was the one plastered all over the newspapers, he
was not the only winner that day. Ali may have been named one of the greatest
fighters of all time, but without his team, he would have never made it to that



overheated arena in the Philippines. From his boxing coach Angelo Dundee to
his trainer/speechwriter Drew Bundini Brown to his ringside physician Ferdie
Pacheco to his cornerman Jabir Herbert Muhammad and many others, Ali used
an entire entourage of individuals to secure victory time and time again.

A solid team can help turn an average fighter into a world champion and can
help turn you from a new investor into a successful real estate mogul. But what
does a “team” mean when talking about real estate? How does one build this
team?

Your real estate team is a collection of people alongside whom you will work to
make your real estate ambitions a reality. I am not talking about hiring
employees, though an employee could be considered part of your team. I am
referring to the professionals with whom you surround yourself and who each
play an important role in finding, financing, and managing your rental portfolio.

People get kind of weird about the word “team,” thinking of such groups as
more “formal” than they probably need to be. A team is just made up of people
you can depend on, and your teammates don’t even need to know they are part
of this team! You don’t need a team name, a uniform, or matching socks. You
just need reliable people. As with any sport, you are only as good as the
members of your team, so work hard up front to build a solid team of
professionals. In this chapter, I outline ten different team members you should
begin building relationships with, starting today.

These are the teammates who will help you win your own Thrilla in Manila.

1. Spouse

Perhaps the most important member of your team is your very own spouse (or
serious romantic partner). It doesn’t even matter whether or not they care about
real estate: your spouse/significant other has a huge impact on your mental state,
ambitions, free time, money, future, and every other aspect of your life. Your
spouse will likely become your confidant, your sounding board, and your
cheerleader as you get into this game of real estate. A spouse who is opposed to
your mission can be a serious hindrance to your reaching your goals, so having
your spouse “on your team” and not an outsider is imperative.

But what happens if you reach the conclusion that real estate investing will be
your ticket to financial freedom before your significant other does? In other
words, what if your spouse doesn’t support your real estate goals or dreams?



This is one of the most common questions I am asked on BiggerPockets and a
problem nearly every real estate investor must overcome (because it’s unlikely
that both people will fall in love with real estate at the same time). For those who
have not yet been bitten by the real estate bug, real estate investing will likely
appear no different than selling Amway™, Tupperware™, or one of the 50 other
moneymaking ideas you’ve had in the past decade! So how do you convince
your spouse that your motives are pure and that this time is different?

The following are five tips to help you do just that, based both on the things I
had to do at the beginning of my real estate journey.

Focus on Your Education - The first way to show your significant other that
you are serious about this business and to help them also see the light is by
becoming an expert. Be able to answer every question they might ask you! Learn
everything you possibly can about what you want to do before trying to convince
them to come along on your journey. Read tons of real estate books, listen to a
ton of podcasts, hang out in the BiggerPockets Forums, and attend local real
estate networking events. Show your significant other that this is not just a fad in
your life—this is your life!

Start Slow - When you begin to tell your significant other about real estate
investing, you’ll likely be very excited and want to share everything you’ve
learned. In your excitement and zeal, you can very easily overwhelm your
spouse with theories, facts, figures, concepts, math, and properties. Rather than
convincing them, you’ll just drive them further away as they see a huge,
complicated world that requires far more effort to understand than they want to
put forth.

Instead, start slow, and keep things simple. An easy-to-understand concept, such
as the idea that passive income could replace a nine-to-five job, might be easier
to digest than the concept of the awesome wealth-building potential of a 1031
tax deferred exchange! (I’'ll cover that in Chapter 19.) The Roman Colosseum
wasn’t built in a day but was constructed brick by brick, from foundation to roof;
in the same way, you’ll need to build your partner’s knowledge brick by brick.

Encourage Them to Learn - In addition, you can always encourage your
partner to read or listen to the same educational material that got you hooked.
When 1 first started, I remember asking my wife to read Rich Dad Poor Dad,
because it changed my thinking in such a profound way! I simply let Heather
know how important this was for me and asked her to try it out. It took a bit of
prodding, but eventually she did read the book, and it helped put her on the same
wavelength as me. Books have a unique ability to do this!



Another great way to get your spouse to learn without them needing to work is
by listening to a real estate podcast (such as the BiggerPockets Podcast) or
audiobook together in the car while driving somewhere. Sure, your partner might
zone out, but audio has a way of penetrating the mind on both a conscious and
subconscious level and transforming how a person thinks. Nearly every week, I
get an email from a listener of the BiggerPockets Podcast, telling me about how
the podcast finally made things “click” for their significant other. It can do the
same for you!

Share the Why - We talked a lot about goal setting in Chapter 2, and one of the
points I stressed was understanding the “why” behind your goal. Having a goal
of making $1,000,000 or retiring at 40 years old is great, but goals are rather
useless without the why. The why guides you through difficult times and keeps
you focused on the stuff that really matters. The same is true when trying to
convince your spouse—let them know the why! Which of the following sounds
more convincing?

A.) Honey, I want to invest in real estate so we can make millions.
or

B.) Honey, I want to show up for every football game, school play, and music
recital our kids are ever in. With our current jobs, we’ll miss out on so much!
This is why I want to use real estate to build passive income!

Include Them - Finally, find ways that your significant other can get involved
(if they want to). They don’t need to know everything you know, but maybe
they’d love to help out in one way or another to feel “included” and “on your
team.” For example, my wife doesn’t sit down and analyze every property with
me, but she enjoys dealing with the books and keeping us organized (something
I do not excel at!). In this way, she is able to provide incredible support to our
vision, and we are able to work together to find even more success.

Understand that your spouse does not need to participate with you in your real
estate ambitions for you to succeed. However, it’s helpful if your spouse is at
least supportive of your goals and not fighting against you.

Finally—and this is just my personal opinion—your marriage is worth far more
than your wealth. I recently read a business book that advised readers to leave
their spouse if their financial goals did not align. How tragic! To summarize a
lesson from one of the most well-known people to ever walk this earth (Jesus),
“What good is it to gain the entire world but forfeit your soul?” Keep your
ambitions in check on your journey to build financial freedom. Otherwise, you



may gain the freedom you desire but find it incredibly lonely at the top.

2. Mentor/Accountability Partner

The next person you should have on your team is a mentor or accountability
partner. This is the person you can turn to when things get tough or you need
some motivation to continue. Of course, succeeding without a mentor or
accountability partner is entirely possible, but having someone there you can talk
to and who can keep you moving in the right direction is exceptionally helpful
when building a real estate empire.

Now, when I say “mentor,” a lot of folks instantly think of a paid coach,
someone who advertises their services for educational training. This is not what
I’m talking about at all. I’'m referring to a real mentor, someone who is in your
local area, also invests in real estate, and is willing to share their stories, lessons,
failures, and successes with you.

For me, this person was Kyle, who I mentioned previously in this book. Kyle
was my best friend’s landlord, whom I met while helping my friend paint a
house. I had just purchased my first rental property and was excited about the
future of real estate in my life, so of course, I had a lot of questions for Kyle.
How did he get started? Did he know any good contractors? How did he find
good tenants? Where were the good or bad areas to buy? As we talked, Kyle
could see that I was passionate and excited about real estate, which I believe
helped encourage him as well. We ended up having coffee on several occasions
over the next few months, and I soaked up as much information as I could. I also
started doing small maintenance tasks for him, cleaning properties after a tenant
vacancy, dropping off legal notices for tenants, picking up supplies for
construction projects, screening potential tenants for him, showing units when he
couldn’t, watching over his properties while he was on vacation, and whatever
else I could do to provide value in the relationship.

Through my developing friendship with Kyle, I was able to learn an extensive
amount about our local market, attract private lending from someone he knew,
and get introduced to a lawyer I still use today. We even worked together on a
number of projects. Kyle has been hugely influential in my success thus far and
has become one of my best friends in the process.

Do you see the value in having this person on your “team”?

So, how do you find this person? It’s not necessarily easy, but it also isn’t as
hard as you might think. With 28 million real estate investors in America and
only 43,000 zip codes, that works out to an average of 651 real estate investors



within a 60-minute drive of where you live. You only need to find one or two
who will work. Sometimes, new investors get a little weird about finding a
mentor and end up approaching their potential mentor in a manner similar to
how I asked my high school crush to the prom. Please do not approach an
experienced person and ask, “Will you be my mentor?” Doing so is like asking a
person to marry you on your first date! As I explained earlier, you are not
forming some exclusive club here; you are building relationships, and
relationships happen organically, yet purposefully. Here are a few ways you can
find local investors with whom to build relationships: Position yourself where
landlords hang out — If you have a local real estate club or landlord association, I
recommend attending their meetings and striking up conversations with as many
folks as you can. Be wary of anyone who is selling any kind of mentorship or
product, though. You want to find real-life landlords to develop relationships
with.

1. Ask your family and friends who are renting - Who is their landlord?
Does that person have a lot of properties? What are they like? Can they
introduce you? As I mentioned earlier, this is how I found my mentor, Kyle.

2. Ask a real estate agent - Great real estate agents love to be a
connector of people. As a result, if you want to find a prolific landlord in
your area, simply ask an experienced real estate agent if they would
introduce you to some of the local players.

3. Hang out on BiggerPockets - Finally, remember that millions of
landlords come through the halls of BiggerPockets each year, and many
spend a good amount of time in our forums. I encourage you to consider
BiggerPockets, as a whole, your digital mentor as you embark on your real
estate journey. You see, a mentor provides real-time feedback, tips, stories,
and a willing ear to listen, and this is exactly what you will find on
BiggerPockets. Seek to become the enthusiastic learner that mentors love to
help, and do so every day in the forums. Ask questions, send colleague
requests, and form solid, lifelong relationships with those in the community.

Now, how do you get this person to become your mentor? Let me ask you this:
who is the most recent friend you’ve made in your life? When you met this
person for the first time, did you walk up to them and ask, “Will you be my
friend?” Of course not! You developed that friendship via numerous
conversations and encounters. The same thing applies when building a
mentorship. I once had a BiggerPockets member ask me to be their mentor
(mistake number one) and then ask that I drive two hours to go talk to him since



he didn’t want to drive to my town (mistake number two). Do you think I ended
up working with this person? Not a chance. Another friend of mine (a former
BiggerPockets Podcast guest) recently received an email from someone that
stated, “I’ve selected you to be my mentor. When can we meet?” No, no, no!
Come on, people! Use some common sense when looking for a mentor.

Once you meet someone with whom you’d like to build a relationship, rather
than uncomfortably asking that person to commit to being your mentor, why not
just ask them to grab a cup of coffee or some lunch? Or ask if they’ll show you
their most recent property. Or offer to help them fix up a unit for free. Or ask
them what kind of property they are looking for, and then go out and find it for
them! The point is this: build a relationship by offering value. Give more than
you get. Offer more than you ask. Be a friend first and a real estate entrepreneur
second. By following these simple steps, you’ll build some lifelong relationships
that will help you achieve your real estate goals.

3. Real Estate Agent

The next member you must find for your team is a great real estate agent. Even
if you plan to use other, more unconventional methods to find your deals, having
a solid working relationship with a real estate agent as you build your rental
portfolio is still good. A great real estate agent can help you better understand
the real estate market, including which areas and property types are selling or
renting well. A great agent can help you find comparable sales data (aka
“comps™), so you can know the value of any property you go to look at. A good
agent can help you bid on HUD (U.S. Department of Housing and Urban
Development) properties, bank repos, and other properties listed on the MLS
(multiple listing service), as well as set you up with automatic alerts so you’ll be
notified the moment a new property that matches your qualifications hits the
MLS.

So how much does a real estate agent cost?

Well, if you are looking to use them to buy property, nothing! In a typical
transaction, the real estate agent is paid by the seller, which means using an
agent will be free for you. For this reason, working with an agent is a no-brainer
when you’re looking for properties to buy. However, when you go to sell a
property, you will need to decide whether using an agent is the right thing to do
(it probably is) and factor in the 6% or so that a seller must pay.

Keep in mind, a real estate agent is used to buy property that is listed on the
MLS, not for unlisted properties. In other words, if you see a “for sale by owner”



sign in front of a house, an agent may not get paid for helping you buy that
house, unless the owner agrees to offer a commission (which they likely won’t—
hence the “for sale by owner” sign!). If you find a deal through direct mail, you
are most likely on your own for the offer, the negotiation, and the closing. (But
don’t worry, after finishing this book, you’ll see that this is not such a tough
process on your own.) So again, a real estate agent is an important person to
have on your team whether you buy on the MLS or not, but the level at which
you use them will depend on how you plan to acquire properties.

Notice that throughout this section, I’ve used the phrase “great real estate agent”
numerous times. This is because all real estate agents are not created equal! In
fact, I would go as far as to say most real estate agents are pretty terrible with
regard to helping investors. If you are going to build a relationship with an agent,
don’t you think it would be wise to build one with an agent in the top tier? Me,
too. So what makes a great agent?

Understands the Investor Mindset - A great agent understands that a cute
kitchen and a pretty tile design on the bathroom floor are not your primary
concerns. If that is all your agent seems to talk about, run the other direction!
You need an agent who understands the real estate investor’s mindset and can
help you achieve your goals, not theirs. They should understand the basics of
return on investment, appreciation, making lowball offers, dealing with
foreclosures, and what properties are currently renting for. You can find this out
when interviewing your agent.

Responsive - Real estate is becoming an increasingly fast-paced profession, and
speed is often the number one determinant in getting a deal accepted. You
therefore need an agent who is highly responsive and accessible through
multiple means of communication. You should be able to reach them whenever
you need to! I’m not saying the agent needs to work 24/7 for you, but if your
agent shuts off their phone at 5:00 p.m. and avoids calls on weekends, you
probably need to find another agent who is willing to be available when you are.

Hungry - You need an agent who is ambitious and whose livelihood depends
heavily on getting another deal. If they don’t work, they don’t eat! I’ve worked
with agents in the past who have been in the game so long that they hardly have
to work to make their commissions; the leads just casually come to them, and
they casually work through the process. In other words, they aren’t hungry!
Avoid these agents and focus on the ones who are dedicated to finding you a
great deal!

Has a Pulse on the Local Market - Your agent should have a firm grasp on the



current state of your local market. If there is a new Walmart going in, they
should know about it! If there are zoning changes being discussed in the local
city council, your agent should be aware of the proceedings! They should know
where prices are rising, where they are falling, what areas are being revitalized,
and what areas are turning into a ghetto.

Tech Savvy - This should almost go without saying, but I’ll say it anyway: your
agent should be exceptionally tech savvy. They should know how to submit
offers electronically to gain a competitive advantage over older, slower agents.
They should allow you to sign documents via computer rather than with a pen.
They should be able to use their smartphone on the fly to look up data about a
property while visiting it. Although most agents today have a good grasp on
technology, many are still stuck in the “old ways” and as a result, are being left
behind.

Has Investment Experience - Although this is not a “make or break”
characteristic, partnering with an agent who has personal real estate experience
is helpful. After all, truly understanding the mind of an investor is hard if they
haven’t been there and done that themselves.

Offers One-on-One Support - Some agents are so good at what they do that
they have an entire team under them that gives them support, in which case, you
may never actually talk to the agent directly, just to their assistants. In my
personal opinion, I would avoid this kind of situation, if possible. You want to
build a relationship with an agent, not with some big shot who will barely give
you the time of day.

Well Connected - A great agent should know people and be willing to connect
you with them. If you need a contractor, they should have some good ideas about
whom to call first. If you need a lender, they should have some personal
favorites to recommend. If you are looking to connect with other local investors,
they shouldn’t keep their address book closed.

Honest and Displays Integrity - Finally, working with an agent who has a
reputation for being honest and true is imperative. There are many dishonest
salespeople out there whose only goal is to get a paycheck. These are the kind of
agents who will encourage you to buy a bad deal because it’s good for them. An
agent with integrity is one who puts your needs above their own and understands
that a slow dime is better than a fast nickel.

Here are three good ways I recommend to find a good agent:
1. Referrals



2. Referrals
3. Referrals

Don’t hire an agent just because you saw their name on a park bench. Don’t hire
an agent just because your sister’s boyfriend’s parents’ nephew is an agent—or
even if your own mom is an agent. Get referrals from others, and find out who
the best agents in your town are. One great way is by using the BiggerPockets
Forums to ask others or by using the member search tools at
BiggerPockets.com/meet to find agents in your area.

Finally, once you have the names of a few agents in your area, it’s important to
interview them carefully to make sure you are a good fit. Yes, I recommend
actually setting up an appointment with them to sit down and talk. You’ll be able
to share your plans with them and ask them a series of questions to help you
discover what kind of agent they are.

This meeting is also when the agent will size you up to decide whether they want
to work with you, too. In reality, most agents don’t like working with investors,
especially new ones. Most agents have been burned by wannabe investors in the
past, people who talked a big game but in the end were just another flash in the
pan, fresh out of some guru boot camp. When agents think of investors, they
often just think, “big waste of time.” This is your chance to prove them wrong,
by being prepared and having a solid plan in place for what you are looking for
and how you plan to fund your deals.

Finally, I want to end this section with a warning: no matter how good an agent
is, the buck always stops with you. Never rely on an agent to make decisions for
you. Even the best agents tend to be highly optimistic about properties, and your
job is to trust, but verify. Look at the data your agent provides and make your
own decisions about a property, location, or market trends. An agent is one of
the most valuable members of your real estate team, but they are not a substitute
for poor planning or a shortcut to easy deals.

Should You Get Your Real Estate License?

A real estate license is not required to invest in real estate, of course, but many
investors choose to get their license anyway. Should you? Let’s take a look at
the pros and cons of getting your license to help you determine whether this is
the right path for you.

Pros

Direct Access to the MLS - Perhaps the number one reason investors get their



real estate license is to gain unlimited access to the MLS, so they no longer need
to access all the listings through an agent. As I’ve mentioned numerous times
already in this book, speed is key when trying to get a good deal in today’s
market, and being an agent can help you do this faster.

Property Access - Having your real estate license gives you the ability to check
out almost any home without needing another agent to open the door for you.
This can make the property searching process much easier, because you don’t
need to bend to anyone else’s schedule.

Real Estate Relationships - Being an agent can help you build relationships
with other agents, as well as with lenders, appraisers, title companies, and others
in your local real estate industry.

Control the Deal - When you have your license, there is no third party between
you and the deal. Whether you are buying or selling, you are able to make
decisions and control what happens to a much greater degree than when using an
agent.

Commissions on Your Deals - Being an agent can help you make (or save)
money on your own deals. When you buy a home listed on the MLS, the
commission is usually split 50/50 between the agent who brings the buyer and
the agent who listed the deal. Therefore, when you buy a property yourself, and
you have a license, you get to keep part of this 50% split for yourself or use it
toward your down payment or closing costs. (Your managing broker, with whom
you will need to work for the first few years, will also get a chunk of your 50%
commission, though. It’s not all yours!) When you sell, you can either keep that
money or use it as part of your negotiation strategy and give it to the buyer.

Commissions When You Work for Others - Finally, once you have your
license, you’ll be able to help other individuals buy or sell properties, and you’ll
earn a commission each time they do. This can put a lot of extra money in your
pocket, which you can then plow back into your investment strategy. You might
even decide that being an agent is better than your current job and decide to quit
that job.

Cons

Costs - Getting your license is not free. You’ll likely need to spend between
$2,000 and $3,000 up front to get your license, plus several thousand per year
after that to hold on to it. Of course, if you are making or saving more money
than this by becoming an agent, this is not really an issue.

Education - Becoming a real estate agent is not as easy as filling out a form.



You must attend a significant amount of educational classes before you can get
your license. In Washington state, where I live, the class is 90 hours long—more
than two full weeks. Although you can take it at home on the computer, it’s not a
quick thing, no matter how you do it.

Disclosures - As an agent, you will need to disclose that you have your license
on all your paperwork, including direct mail, when dealing with motivated
sellers. It’s unlikely that this would be a problem (and in fact, it could help
bolster credibility), but sometimes, people just don’t want to work with an agent.
To be honest, I think this is a very minor issue and probably not an issue at all.

Paperwork - An agent has a lot of paperwork to manage, which can add a
degree of administrative hassle to the mix. I enjoy the fact that my agent handles
everything for me and I just need to sign the occasional document.

Focus - Finally, I am a strong believer in focusing on what you can do best and
letting others do what they do best. This is the primary reason I do not currently
have my license. My agent is the best agent in town, so why would I want to
compete with him? I’ll let him do what he does best, and I’ll keep doing what I
do best.

So, should you get your license? The truth is that it probably wouldn’t hurt. I’ve
chosen not to have mine (currently), but there are many days that I wish I did.
There is no universal “right or wrong” answer here, just a “best for you” answer
that only you can know. You can succeed with a license; you can succeed
without one.

4. Lender(s)

Unless you plan to pay all cash for your next property, you will likely need to
build a relationship with a lender (or lenders) so you can get deals funded.
Although I dedicate an entire chapter of this book to the world of real estate
financing, I think touching on the lender here is important because they are part
of your team—and a valuable member at that.

Lenders come in all shapes and sizes. For example, you could work with any of
the following:

. A large national bank
. A small community bank or credit union
. A mortgage broker who helps you find financing from numerous

different lenders



. A mortgage company
. A private or hard money lender with whom you build a relationship

As you continue reading the rest of this book, you’ll begin to understand which
of these five you should begin your journey with, but it doesn’t hurt to start
building relationships with all of them right now. Whether you plan to start
investing this week or not for three more years, start having conversations with
bankers today. Find out what their requirements are. Ask them what kind of loan
programs they have. Maybe even send them a Christmas card!

The truth about lending is this: almost every lender can do pretty much the same
thing. Loan programs do not differ that much from one lender to the next, but
what does differ is the skill of the person behind the counter, typically the “loan
officer” or “banker.” When I used to work as a loan officer, I would close
significantly more loans than others in the bank, not because I was getting more
leads, but because I was able to work those leads through the arduous process to
have them come out the other side. It’s important that you find a lender who is
ambitious, creative, and hard working. If you wait to add this person to your
“team” until you have a deal, you are taking a risk that you’ll end up with one of
the bad ones, and you might even lose the deal.

5. Contractors and Handymen

Two weeks ago, I called six different contractors to come take a look at a small
repair job on my personal house. Every single call went to an answering machine
or voicemail. “Okay, understandable,” I thought. “They are busy working. I’ll
leave a message.”

In total, four of them called me back, and I scheduled four different
appointments to get estimates. Of the four contractors with whom I had arranged
appointments, two never even showed up.

Of the two remaining, one said he didn’t know how to do the job. The other said
he would call me back with an estimate in 24 hours. It’s been a week, and now
his phone is disconnected.

And I still need the repair job done.

For anyone who’s ever tried to hire a contractor or handyman for their home or
business, this story probably sounds a bit familiar. It’s difficult! Among the more
than 100 guests we’ve had on the BiggerPockets Podcast, I would rate “finding a
contractor” as the number one difficulty mentioned.

Why is it so tough?


http://www.biggerpockets.com/podcast

Well, I see two primary reasons:

1. Contractors are not generally good business owners. This problem is
part of the “E-myth” mentality, which dictates that just because someone
can bake, that doesn’t mean they can run a bakery. Just because someone
can swing a hammer doesn’t mean they can answer phone calls or show up
on time!

2. Real estate investors are always looking for a good deal now, which
means we don’t typically call the “big guys” (those who are good at running
their business), because we know they’ll be too expensive, are probably too
big for small maintenance jobs, and will likely already be booked for the
next three months.

So what should an investor do? How can you add a good contractor or
handyman to your team?

Finding an Incredible Contractor or Handyman

1. Be Proactive, Not Reactive

Have you ever heard the old phrase “The the best time to look for a job is when
you don’t need one”? The same principle applies to contractors. If you are
“reactive” in your search for a contractor, only waiting until something happens
and you need to react to a situation, you are setting yourself up for problems.
Instead, be proactive. Finding good contractors is a lifestyle, not a one-time
event. Have a continually evolving list of people you could call for various
problems, and continue to add people to this list, even when you don’t need
someone at the moment.

I ask nearly every person I meet in public if they have a good contractor, because
I know that the success of my business hinges on the people I hire to take care of
problems. The same will likely be true for your business, so be proactive and
start looking for great contractors today.

2. Understand Price Versus Cost
When you buy something, are you buying based on price or cost?

Confused? I was, too, but several days ago, I read something from the late Zig
Ziglar in which he discussed the difference between price and cost, and
suddenly, I realized a huge error I’d been making in my investing business for
the past decade. I’ve been hiring contractors based on price, not cost! Let me
explain.



Price is the monetary amount you pay when you purchase something, but cost is
the long-term monetary amount you pay over the life of a product or service. For
example, the price of dishwasher A might be $400, and the price of dishwasher
B might be $500, but if dishwasher A costs an extra $20 per month in energy to
run, buying dishwasher B would be the smarter move!

You see, the difference between buying for cost and buying for price is subtle,
but it can have a tremendous effect on your business. This principle also applies
to hiring a contractor. Are you hiring on price or cost? If you are like me, price is
probably the larger concern. But if you hire someone because their price is
cheap, you might be setting yourself up for a lifetime of high cost on that repair.

So when hiring a contractor, don’t necessarily choose the cheapest option. You
might think you are getting a great deal, but in the long run, you may end up
spending much more. For two years of my investing business, I hired a local
handyman to do most of my work, because he had the lowest price. It’s been two
years since he stopped working for us, and not a week goes by that I don’t find
something he did wrong that I now have to pay to fix. If only I had hired based
on cost instead of price!

As Mike F, an investor from Colorado, recently stated in the BiggerPockets
Forums, “We learned long ago, the old adage for construction has always ringed
true: Pick any two: Price, Quality, Service. You can’t have all three.”

3. Ask for Referrals

This is an obvious one, but it’s so important, I can’t skip it! One of the best ways
to find good contractors is by simply asking others who they have used for
similar work!

When people ask me who my best contractors are, I have no problem telling
them, because I know it will help my contractor out and make me look good. I
want my contractor to love working for me and to always put me at the top of his
list, and giving him more work via referrals is a great way to do that.

So don’t be shy about asking other investors who they use!

Also ask your family and friends. As agent Jon Deavers points out on the
BiggerPockets Forums, “Good realtors work by referral to generate their own
business, and part of that is by making good referrals to other professionals. You
can bet if you have an experienced Realtor, he/she is going to refer someone that
has completed work and made their previous clients happy.”

4. Check References
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Always check references.
Always.

This is especially true when dealing with contractors. Despite what you might
think, even references supplied by the contractor will generally be honest with
you, and you’ll learn a lot. Ask to see examples of the kind of work you plan on
having done.

Megan C, an investor from Texas, recently told me she always asks potential
contractors for three referrals from the most recent jobs they’ve completed and
then calls those references to ask “if they showed up on time or when they said
they would, did they complete the work, did they try to change the $$ amount
mid-work or after it was done, and would you use them again.”

Excellent advice!

5. The 6:00 a.m. Home Depot Trick

One of the most clever ideas I’ve ever heard for finding contractors came from
house flipper J Scott (author of the best house flipping book ever written, called
The Book on Flipping Houses: How to Buy, Rehab, and Resell Residential
Properties) on the tenth episode of the BiggerPockets Podcast.

J’s suggestion was this: Go to Home Depot at 6:00 a.m. and meet the contractors
who are there. These are the contractors who get up early and get their supplies
before heading over to the job site. This is a strong indication that they know
what they are doing and are not going to take advantage of you.

Although this is no silver bullet, it can separate the ambitious contractors from
those who sleep till noon to fight off the hangover from last night’s party.

6. Ask Store Employees

Darren Sager, a real estate investor from New Jersey, suggests visiting supply
stores (such as a plumbing supply store if you need plumbing or a lumber yard if
you need something built) and ask the employees who work there who they
would have work on their houses. These employees have a unique insight into
the quality of materials that the contractors use, as well as into the experience
level and management style of those who buy from them.

7. Place Craigslist Ads

Have you checked Craigslist for contractor ads? Or even better, have you placed
an ad there yourself? I found one of the best handymen I have after we placed a
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free ad on Craigslist asking for local handymen who could do occasional tasks
for our real estate investment company. We received several responses, hired
each to do a small task, and quickly found a great guy we now use often for
small tasks.

8. Make Them Compete

Sometimes, the best answer is not finding one contractor but several who can
compete for your business, says Royce Jarrendt, a home builder from Virginia.
Jarrendt says, “The best solution to finding a good contractor is find three good
contractors. It’s way too easy to get cozy with what you think is a good situation
with a contractor. Competition is what drives price and quality. All of my
contractors know that I know other contractors, and because I am honest,
respectful, and fair, they are willing to give me their best ... price, quality,
attention.”

I know some investors call three to five contractors to do a bid and tell them all
the same appointment time, both to minimize the hassle of meeting multiple
contractors and to encourage lean bids.

9. Whom Do They Like to Follow?

Another suggestion that came from the BiggerPockets Podcast was to ask good
subcontractors whom they like to follow. In other words, which drywall person
does the painter like to follow? Which framer does the plumber like to follow?

If you ask for referrals from other subcontractors, you can gain valuable insight
from those who have to work where the last guy left off!

10. Be Clear About Your Expectations

With all this talk about finding a good contractor, there is also something to say
about your responsibility in the relationship. Often a “bad” contractor only
seems bad because they did not clearly understand the client’s expectations at
the start of a job. Martin Scherer, in investor from California, says to give
contractors clear, detailed instructions of your needs: “Contractors are not mind
readers. If you give contractors a clear list of expectations, you will find your
task much easier.”

Wrapping It Up: Finding Contractors

A great contractor or handyman can make your real estate investing life smooth
sailing, but a difficult contractor can make you wish you had never bought a
piece of real estate (and may keep you from buying any more).
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Sure, finding good, reliable contractors can be difficult, but if there is only one
thing you should remember after reading this book, this is it: finding contractors
is a verb! In other words, it’s something that you physically have to do in your
business, and something that never really ends. You cannot sit by and wait for
the ideal contractor to walk into your life.

You must get out there and find them.

Now, I just spent a lot of time talking about the “big five” team members: your
spouse, mentor, agent, lender, and contractor. The next five I will describe are
also very important, but they require a bit less space to discuss. Each of the
following can be best found through referrals from other investors, agents, or
others in the real estate business. As with everything I’ve mentioned thus far, be
sure to actively work to find the best team member possible. A team is only as
strong as its weakest member, so don’t skimp on any of these. Do the work
needed to find great team members.

6. Bookkeeper

One of the things not often addressed in real estate books is bookkeeping, but
this is one of the most important parts of an investor’s job. Although you are
entirely capable of doing your own books, you may want to hire a bookkeeper to
keep track of income and expenses and to get your finances tax ready.

Bookkeepers keep an accurate record of the incoming credits and outgoing
debits from your account, helping you keep constant tabs on how your business
is performing. Each month, they reconcile the transactions they’ve recorded on
paper (or on the computer) with the related bank account to make sure every
penny is accounted for. Bookkeeping is largely akin to data entry but with some
knowledge of how to enter that data.

A bookkeeper is not the same as a CPA (certified public accountant), and the
same level of education and training is not needed; thus, the same kind of pay is
not needed. Pricing for bookkeepers can be all over the board, depending on
what you need done and the experience level of the bookkeeper, but typically,
good bookkeepers can be found in the $20 to $50 per hour range.

7. CPA

A CPA, short for certified public accountant, is a professional accountant who
offers financial advice, creates financial reports, offers tax recommendations for
your business, and prepares your personal and business tax returns. This is likely
not the same person who does your bookkeeping, but rather someone who looks



at the “big picture” of your business and helps you plan and prepare for tax
season. A great CPA is vital in your real estate investing business, and not just
for investors with a lot of properties. I recommend finding a good CPA
immediately, even if you have no properties yet, because a good CPA will help
you choose the best tax-saving strategy for buying and holding your properties.

A great CPA can save you more money than they cost, but they are not cheap.
Plan on spending between $100 and $300 per hour, depending on your location,
for a qualified CPA. To prepare your tax returns, plan on spending much more
than you would heading to your local grocery store to have some guy in a
cubicle do them. Those tax preparers are simply not trained to offer the kind of
advice and tax preparation needed by a real estate investor. I recommend finding
a CPA who specializes in helping real estate entrepreneurs, and ideally a CPA
who owns real estate. I’ve made the mistake of hiring just a local, “general”
CPA who cost me almost $10,000 in IRS fees. (Luckily, the IRS waived the
penalty, because it was the CPA’s fault! Thanks, IRS!)

8. Lawyer

As an attorney guest on the BiggerPockets Podcast recently told me, when you
invest in real estate, it’s not a matter of “if” you get sued but “when.” The more
wealth you build, the more properties you own, the larger your footprint on earth
is, the greater chance you have of someone trying to take some of it away from
you! This is why a good lawyer is incredibly valuable for your business!

A good lawyer will help make sure your lease and other forms are legally
binding, as well as guide you on (and prepare) the best legal entity for holding
your properties (which I’'ll cover in Chapter 14). They can help you evict a
tenant who isn’t paying, advise you on how to a handle sticky situations, and,
depending on your state, can help you actually buy or sell real estate. (Some
states use an attorney, while others use a title company to transact real estate. I’1l
cover the specifics in Chapter 13.) There are many types of attorneys out there,
and the attorney who finalized your cousin’s divorce or got your nephew out of
his DUI is probably not the same attorney who will help you build your
business. As with a CPA, having an attorney who either invests in real estate
themselves or specializes in this kind of work is best. Be sure to interview your
attorney to find out what they are good at and how much they charge, and as
always, ask for referrals!

Attorneys are one of the most expensive members of your team but one that you
won’t have to use too often. Attorney rates typically start at $200 per hour and



can climb as high as $600 an hour, depending on experience and what they are
doing for you. While these numbers can intimidate a lot of investors, understand
that you will not likely be using your attorney for dozens of hours of work—
usually just 15 minutes here, 30 minutes there, and so on.

9. Insurance Agent

If there is one thing I hate more than almost anything else in real estate, it’s
insurance. You see, one of the mistakes I’ve made in my investing career has
been chasing the lowest insurance rate, switching companies every year to get a
better deal. However, this created a logistical nightmare that I’m still digging
myself out of. There were simply too many moving parts for me to control! It
seems that not a week goes by that I don’t have an insurance policy being
cancelled or changed, or something being mailed to the wrong address. Just the
other day, I found out that I've been paying for two different policies on the
same property for years. Years!

All this would have been solved, or at least lessened, had I stuck with having one
great insurance agent on my team. I recommend finding an insurance broker,
rather than just an agent at a specific company. A broker can shop around at
different companies for the best rate and coverage, and can switch your policy if
necessary without your having to take your business elsewhere. Today, I have a
great agent who can shop numerous companies for the best policy and can
change policies as needed while keeping all my paperwork in his office. Now
when I get notice that a policy is changing, expiring, being cancelled, or
whatever, he simply takes care of it for me.

So don’t just get insurance, get an insurance agent on your team.

10. Property Manager

If you don’t plan to manage your own property, you will need a property
manager to look after your investment. Even if you do plan to manage yourself,
building a relationship with a local property manager might not be a bad idea,
because let’s face it, you didn’t get into real estate to manage tenants for the rest
of your life. At some point, you will probably want to transition to property
management, SO now is a good time to start planning.

A great property manager can mean the difference between success and failure
for your investment. I hope you didn’t just skim over that line. Just in case you
did, I’'m going to repeat it in all caps, bold, and italics: A GREAT PROPERTY
MANAGER CAN MEAN THE DIFFERENCE BETWEEN SUCCESS AND



FAILURE FOR YOUR INVESTMENT.

Let’s talk just about what a property manager does, what makes a good property
manager, and how you can find one.

A property manager can manage a wide variety of tasks concerning your
property, depending on the manager. Most commonly, a property manager will
do the following:

. Advertise vacancies

. Take phone calls from potential tenants

. Show units to prospects

. Hand out and accept applications

. Screen tenants for rental, career, and criminal history

. Choose a tenant and sign a lease

. Accept maintenance phone calls and schedule needed appointments
. Prepare monthly reports concerning the property

. Supply the owner with a year-end summary

. Manage problems as they arise

. Stay in constant communication with the owner about problems

. Pay property bills (sometimes, depending on the manager and the
bill)

A great property manager will do all of these tasks exceptionally well, keeping
your property running at peak efficiency. Now for the bad news: if you are
looking at this list and thinking, “Wow, they take all the hard work out of being
a landlord! How do I sign up?” I need to caution you: finding a manager who
does all these tasks as well as you think they should be done can be very
difficult. After all, the property is not their own, so it’s tough to find someone
who will go above and beyond like you might.

In addition, most property managers make a significant portion of their revenue
on the turnover between tenants, so they are incentivized not to do a good job.
I’m not saying that they purposefully would choose a bad tenant just to get the
“turnover fee” again and again—because turnover does cost them a lot in time,
advertising, and stress—but they may not try as hard as you would to keep a
property operating at peak efficiency.

Property management fees differ depending on the size of the property and its



location, usually ranging between 8% and 12% of the monthly rent, with 10%
being the most common for single-family and small multifamily properties.
Also, as I just mentioned, management companies have a “placement™ fee that is
typically equal to one-half of the first month’s rent (or even the entire first
month’s rent) upon a lease signing. Some management companies also charge a
“renewal fee” each year when the tenant renews their lease, but this is not as
common. Again, this depends largely on your location, but be sure to interview
multiple property managers in your quest to find a great one for your team.

You may or may not choose to use a property manager at this time, but it still
does not hurt to have one on your team with whom you can begin building a
relationship for more than just management reasons. A good property manager,
even if they are not managing your properties, can be helpful in other ways. For
example, they can be a great source of leads for your next property; after all,
they know exactly how different properties are running and have a good
indication as to the level of interest the owner has. They can also help you better
understand the market, such as vacancy rates or current market rent.

I’ll talk a lot more about property management in Chapters 17 and 18, but I
wanted to give you a high-level overview of what a property manager does here
so that you can begin formulating your thoughts in that direction. Let’s wrap up
this discussion on team members and start talking about the next leg of your
investment journey (and one of the most important steps to get right), analyzing
a deal.



CHAPTER 5 - ANALYZING A
RENTAL PROPERTY

“Nature is written in mathematical language.”
-Galileo Galilei
When I was a kid, Duck Tales was one of my favorite television shows.

Each day after school, I’d watch the adventures of Huey, Dewey, and Louie as
they fought off the Beagle Boys who wanted good ole Scrooge McDuck’s hard-
earned money. They always managed to thwart the efforts of the villains and
save Scrooge’s cash and as a reward, Scrooge McDuck and his three nephews
would take a swim in his vault of money. Yes, you remember. They would jump
off the diving board headfirst into mountains of gold coins. When I was a kid,
nothing seemed more exciting to me than that.

So how did Scrooge get so much money? To use his own words, by being
“smarter than the smarties and tougher than the toughies.”

Yes, this is only a cartoon, but I think there is a valuable lesson to be learned
here. If you want to succeed and swim in your own river of cash, you need to be
smarter than the rest. I believe the best way to do this is through a solid grasp
of the numbers.

Math is not most people’s favorite subject in school, but it may be the most
important for a real estate investor. Understanding how your business makes
money is imperative in helping it make more. This is why I harp so often on
getting a firm understanding of the math involved when buying an investment
property. I don’t care if you are buying your first or 100th property, you need to
understand and do the math.



That is my ultimate goal with this chapter: to help you learn to analyze a real
estate deal so that you can make the best investment possible. After all, one of
the most common phrases you’ll hear over and over again in your investing
career is this: you make your money when you buy. In other words, if you don’t
have the right math going into a deal, you’ll never get the right profit coming out
of it. You should know up front that your property will make money, and you do
that by correctly analyzing the property. As Grant Cardone said in the 108th
episode of the BiggerPockets Podcast, “If you don’t know you made money on
the day you bought it, that was a bad deal.”

How to Analyze a Rental Property

I look at several primary factors when analyzing a rental property, but the two
most important are as follows:

. cash flow
. appreciation

Cash flow is simply the money that’s left after all the bills have been paid.
Appreciation is the equity gained as the property value increases. As we
discussed briefly in Chapter 1 there are not a lot of great ways to estimate future
appreciation without a crystal ball, so I generally choose to focus on cash flow.
After all, I am a buy-and-hold investor, and I assume any appreciation is “icing
on the cake” rather than the goal.

What Is Cash Flow?

As I mentioned earlier, cash flow is the money left over after all the bills on a
property have been paid. This is a simple enough definition, but it gets a lot of
people in trouble. You see, technically, cash flow is defined this way: Income -
Expenses = Cash Flow

Okay, great. However, where people tend to screw things up is knowing just
what is included under “income” and “expenses.” This distinction can get you
into a lot of trouble, especially if you forget to list some of the expenses. Let’s
look at each one in detail, starting with income.

Calculating Income

A property’s projected income may seem fairly easy to compute, but given that
all the calculations for cash flow are based on this number and that the future
success or failure of your investment is based on this, I hope you don’t mind if
we spend a few minutes talking about how to really nail this figure down.



The key to calculating income is knowing the fair market rent. The fair market
rent is the price someone is willing to pay to use your property for a set period of
time. Fair market rent is determined by the market and what the local average is
for certain characteristics of the property, such as the following:

. Location of the property

. Number of bedrooms and bathrooms

. Amenities such as air conditioning, parking, and appliances
. Size of the property

Each of these items comes into play when you are deciding how much a property
should rent for. It’s your job, as a landlord, to accurately estimate the potential
rent for any property you are analyzing. This is not always an easy task, but here
are several tips for determining what your prospective property could rent for.
The following eight tips were outlined perfectly by landlord Kevin Perk on a
BiggerPockets Blog post:

1. Constantly scan your local papers. I say “papers,” plural, because
many markets are served by more than one. For example, in my market, the
daily paper does not really serve me well, but the weekly paper does. It may
seem old school, but a lot of landlords and tenants are old school.

2. Check out Craigslist often. Many big and small landlords advertise
their properties here, and you can get a lot more information than from the
newspapers. This is a great resource for almost every part of the county.
Plus, you can do keyword searches for your specific market and type of

property.
3. Check out your competitors’ and local property management

companies’ websites. They will often have several listings near you and
will show all of the amenities.

4. Read local “For Rent” signs. Call the number on the signs and act
like a potential tenant. This is a great way to find out what properties in your
area are going for.

5. Talk with other landlords. You can find them at your local REIA
(Real Estate Investors Association) meetings. Rents are not a big secret, and
if a landlord has been able to raise their rents, they are often almost boastful
about it.

6. When your unit goes vacant, try to bump up the rent. See if the
market will bear the increased price. If you do not get any takers in a
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week or so, start easing down on the price until the unit rents. You will
eventually find the market rate.

7. Too many applicants? Raise the rent. Conversely, if you have
multiple applicants on the first day of availability, your rent is likely too
low. Renters flock to a deal. Back up, do a little research, and set the price
higher.

8. Check the MLS. Many landlords and real estate agents now also list
their available rental on the local MLS. If you are an agent, you should
check out this searchable database. If not, you may want to find one to help
you.

Once you have a pretty good idea of what the property will rent for, you need to
estimate the expenses of your rental property.

Estimating Rental Property Expenses
Expenses are deceptive.

If there is one thing that causes landlords to lose money each month and
eventually go bankrupt, it’s this: they underestimate expenses. On paper, their
deal might look pretty good, but in reality, expenses add up very quickly. The
low margins of profit to be made on rental properties can easily be cannibalized
by unexpected expenses. Therefore, having a firm grasp on what those expenses
might be is vital to your success.

Let me give you a bad example of calculating cash flow. You might say, “The
mortgage is $800 per month, and the property will rent for $1,000 per month, so
my cash flow would be $200 per month.”

False.

You see, you forgot about a lot of other expenses, including these:

. Taxes

. Insurance

. Flood Insurance (if needed)
. Vacancy

. Repairs

. Capital expenditures

. Water

) Sewer



Garbage

Gas

Electricity

HOA (home owner’s association) fees (if applicable)
Snow removal

Lawn care

Property management

Some of these items are easy to calculate, because you can simply call someone
important to find out about the cost. For example, consider the following

options:

Taxes - Call your local county or look online at the county

assessor’s page.

Insurance - Call your insurance salesman and ask for a quote.

Flood insurance (if needed) - Call your insurance salesman and ask

for a quote.

Water - Call your local water department.

Sewer - Call your local water or sewer department.
Garbage - Call your local trash provider.

Gas - Call your local gas company.

Electricity - Call your local electric company.
HOA fees - Call the HOA president or hotline.

Snow removal - Ask local landlords what they pay or call a snow

removal company.

Lawn care - Ask local landlords what they pay or call a lawn care

company for a quote.

Keep in mind, not all of these will apply to every property (or tenants may pay
their own expenses), and some properties will require more expenses than I’ve
listed here. Don’t get overwhelmed, though—the more properties you look at in
your local area, the more you will understand what the “normal” expenses are.

The numbers we just listed are fairly easy to determine, but other numbers are
more difficult, such as vacancy, repairs, capital expenditures, and property
management. But just because these numbers are difficult to nail down doesn’t



mean we shouldn’t include them. Instead, we need to use “averages.” And to do
this, we look at those numbers as percentages and translate those percentages
into dollar amounts.

Let’s look at a few of the most common:

Vacancy: Properties are usually not rented 100% of the time; tenants move on,
and your property will likely sit vacant for extended periods of time. The length
of time will depend on your local area and how good you are at filling those
vacancies, so I can’t give you an absolute number. If you are unsure, try talking
with some local property management companies to see what their typical
vacancy rate is.

Once you know the typical vacancy rate, as a percentage, you can break that
percentage down into a monetary amount. For example, if a property rents for
$1,000 per month, and you believe the property will have a 5% vacancy rate,
you simply multiply $1,000 by .05 to get $50. This is the amount you will want
to include for your vacancy expense each month.

Repairs: Repairs are difficult to estimate, because a lot of variables come into
play. A house that is 90 years old will likely have significantly more repair costs
than a house built last year. A recently rehabbed house will also likely have
fewer repairs needed than a home untouched for decades. Therefore, when
determining the cost of repairs, you will need to look at the property itself to
decide how much you should allocate for repairs. Personally, I like to assume
between 5% and 15%, depending on the condition and age of the property.

Keep in mind, this is a percentage averaged out over a long period of time, so it
doesn’t mean that every month you can expect 5% to 15% of the rent to be spent
on repairs. You may go six months without a single repair and then get hit with a
$1,500 water leak. You just never know.

Capital Expenditures: Also known as CapEx, capital expenditures are those
expensive “big ticket” items that need to be replaced every so often, but not
every month or year. This could include roofs, appliances, driveways, plumbing
systems, or any other large item you should budget for. Many people ignore the
CapEx in their analysis, which I feel is a mistake. After all, if you were to earn
$100 per month in cash flow for ten years ($12,000) and then needed to put on a
new roof for $12,000, what did you really accomplish in those ten years?

Like repairs, CapEx is difficult to estimate because it depends on the condition
and age of your property. However, you can sit down and estimate how many
years a roof will last, how many years an appliance will last, what the condition



of your plumbing is, what a new driveway will cost, and so on—and then divide
these out by the number of years.

To estimate the total CapEx, you should set aside, start by listing every “big
ticket” item that might need to be replaced in the next 20 years. Use the
following chart to get started, but understand that your area might have different
expenses than these. (Special thanks go out to Ben Leybovich and Serge Shukat
for illuminating this CapEx estimation process for me!) The following chart lists
13 of the major capital expenditures that a typical property has, then looks at the
total replacement cost for that item and how long that item will likely last. This
tells us how much per year we should be saving to replace that item. We can
then break that figure down into a monthly price.

Capital Expense Total Lifespan | Cost per | Cost per
Replacement (years) Year Month
Cost

Roof $5,000 25 $200 $16.67

Water Heater $600 10 $60 $5.00

All Appliances $1,000 10 $100 $8.33

Driveway/Parking $5,000 50 $100 $8.33

Lot

HVAC $3,000 20 $150 $12.50

Flooring $2,000 6 $333 $27.75

Plumbing $3,000 30 $100 $8.33

Windows $5,000 50 $100 $8.33

Paint $2,500 5 $500 $41.67

Cabinets/Counters $3,000 20 $150 $12.50

Structure $10,000 50 $200 $16.67

(foundation,

framing)

Components (garage | $1,000 10 $100 $8.33

door, etc.)

Landscaping $1,000 10 $100 $8.33

TOTAL $41,100 $2,193 $182.75

According to this chart, then, we should be setting aside $182.75 per month for
CapEx. However, there are limitations to estimating capital expenditures this
way. This chart tends to assume that everything was brand new when the



property was purchased, but what if the plumbing only has a few years left?
What if the paint is peeling, so the property needs new paint next year? Although
the average of $182.75 might be true over the long run, if starting today, you
only saved that much each month, and then you were hit with a $5,000 bill for a
roof replacement next year, you wouldn’t have enough cash set aside to cover it.
Again, the $182.75 in this chart is just an example for one fictional property.
Each item may cost more or less for you. You may have expenditures that I
didn’t list. The point of this chart is to merely show how to calculate CapEx for a
property.

I have one final note about CapEx: notice that the chart we presented wouldn’t
change much if the home were a $500,000 property or a $25,000 property. Sure,
you might need to replace more windows or a bigger roof, but this differential is
not as large as the cost difference between a $25,000 property and a $500,000
property. (In other words, just because a house worth $500,000 is 20 times more
expensive than one that is $25,000, that doesn’t mean a roof, windows, paint, or
anything else will also be 20 times more expensive.) What this means is that
CapEx is a much greater percentage of the income, the lower the property value.
On a home that rents for $2,000 per month, the CapEx of $200 per month is 10%
of the income, but on a home that rents for $600 per month, the CapEx of $200
per month will be 30% of the rent. Just keep this in mind when you run an
analysis on a property.

Property Management: Property management companies typically charge a
percentage of the rent, along with a fee, to rent out a unit. These numbers can
vary based on area, but in my area, property managers charge 10% of the
monthly rent and 50% of the first month’s rent when a unit is turned over. Rather
than spending the time to get the exact cost of the property management based
on vacancy rate, I will generally just add 1% to whatever the monthly percentage
is. In this case, the property manager charges 10%, so I’ll call it 11%, assuming
that extra 1% will cover the cost of their fee upon tenant turnover.

Now what if you are going to manage yourself? You must still budget for
management. Here’s why: if you are successful (and you will be!), you cannot
manage forever. There will come a day when you will have too many properties,
and you’ll need to start using property management. What happens if you never
budgeted for it? That’s right: you lose all your cash flow. So whether you plan to
manage yourself or not, budget for a property manager.

Putting All the Numbers Together

At this point, you should have a list of all the expenses and income sources for



your property.
For the rest of this chapter, let’s look at a hypothetical scenario: 123 Main Street
is for sale for $100,000. It is a three-bedroom home that would rent for $1,200

per month. Breaking down the numbers, we’ve determined the following
monthly expenses:

. Taxes - $120/month

. Insurance - $55/month

. Flood insurance (if needed) - None needed
. Vacancy - 5% or $50/month

. Repairs - 5% or $50/month

. Capital expenditures - $183/month

. Water - Tenant pays

. Sewer - Tenant pays

. Garbage - Tenant pays

. Gas - Tenant pays

. Electricity - Tenant pays

. HOA fees (if applicable) - None

. Snow removal - Tenant pays

. Lawn care - Tenant pays

. Property management-11% or $132/month

We now know that our monthly expenses will average $590. This number is
known as our “operating expenses.” Keep this in mind—it will come in handy in
just a moment.

We are not yet done determining our cash flow. There is still one major expense
we have not included: the mortgage!

To determine the mortgage amount, simply use an online calculator to determine
your monthly payment. In our example here, we know the total cost of the
property is $100,000, so our loan amount will depend on how much of a down
payment we put. Let’s assume we put 20% down: $100,000 x .20 = $20,000.
Therefore, our loan amount would be $80,000 (because $100,000 minus $20,000
is $80,000).

Now we simply enter $80,000 into the mortgage calculator to determine our



mortgage payment. The calculator will also ask for an interest rate and loan
period. To determine the interest rate, ask a local mortgage lender what current
rates are for the kind of property you are attempting to buy. Most residential
loans (one to four units) will allow you to go for 30 years, whereas most
commercial property will allow 20-25 years. Plug those numbers into the
calculator to determine your mortgage payment.

In this case, we’ll use an interest rate of 5.5% and a loan period of 30 years to
discover our monthly payment will be $454.23.

Finally, we have all the pieces needed to put together our cash flow analysis
puzzle. We learned earlier that our total operating expense was $590.00 per
month, and now we know our mortgage will be $454.23. Let’s add them
together: $590.00 + $454.23 = $1,044.23.

Therefore, we can estimate that the total expenses on this property will be
$1,044.23 per month.

Determining Cash Flow

Now, let’s return to the definition of “cash flow” that we discussed earlier,
which was this:

Income - Expenses = Cash Flow

We know the total income, and we know the total expenses, so now we can
determine our cash flow. To use our example, in this case, our property will rent
for $1,200 per month. Therefore

$1,200.00 - $1,044.23 = $155.77

On this sample property, our estimated cash flow will be $155.77 per month or
$1,869.24 per year.

Is this a good deal? A cash flow of $155.77 might seem like a great deal, or it
might seem terrible. For that, we need to look at the return on investment.

Cash-On-Cash Return on Investment

At this point, we know that our example property will give us about $155.77 per
month in positive cash flow.

This seems to be a good thing, but is it really?

The best way to determine whether this is actually a good deal is by comparing it
with something else. After all, this investment did cost you money to buy it,
right? You spent $20,000 on the down payment, plus (let’s say) another $5,000



on the closing costs and another $3,000 on rehab to get the property 100% rent
ready.

At this point, you have paid $28,000 of your own hard-earned cash to acquire the
property. So, is $155.77 per month a good deal on a $28,000 investment?

This is when the cash-on-cash return on investment comes in really handy. The
cash-on-cash return on investment (often abbreviated as CoCROI) is a simple
metric that tells us what kind of yield our money is making us based only on the
cash flow (ignoring appreciation, tax benefits, and the loan paydown). The
CoCROI is nice because it allows us to compare this investment against other
investments, like the stock market or mutual funds. So let’s do that.

CoCROI is simply the ratio between how much cash flow we received over a
one-year period and how much money we invested. In other words

CoCROI = Total Annual Cash Flow / Total Investment
So using our example, we get:
CoCROI = $1,869.24 /$28,000.00 = 6.7%

We have determined that this property should produce a CoCROI of 6.7%. Is
this good? That’s up to you to decide. Over the past two decades, the stock
market has averaged around 7% so I like to think 6.7% is a bit below average
compared with that, and not likely something I would pursue. But keep in mind,
this doesn’t take into account the appreciation that will take place, the tax
benefits you might receive, or the loan paydown that is taking place (after all,
every month, the loan gets paid down a little more!). The bottom line is: only
you can determine what a “good” return on investment is, because it will be
based on your interpretation of what acceptable is. The question is this: does the
property and its return on investment fit within your plan? If so, you may want to
pursue it!

What About the Rules of Thumb?

Around BiggerPockets and the rest of the investing world, there are some “rules
of thumb” to help people analyze properties a bit better. Wikipedia defines “rule
of thumb” as “a principle with broad application that is not intended to be strictly
accurate or reliable for every situation. It is an easily learned and easily applied
procedure for approximately calculating or recalling some value, or for making
some determination.”

Notice two things about this definition:

1. Not intended to be strictly accurate
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2. Easily learned and easily applied

I am hesitant to even include this section because of item one, but have decided
to do so because of item two. You see, I might mention one of the following
rules with numerous disclaimers and warnings, but some readers will still latch
on to these rules as though I were handing down the Ten Commandments!
Please understand that these are just quick guides, and although they are
valuable for you to be familiar with, they do not carry immense weight in
actually purchasing a property. Their main purpose is in helping you quickly
identify bad properties so you don’t waste time analyzing them. After all, when
you are looking for a real estate deal, you will likely have hundreds to choose
from. If you tried to analyze the income and expenses for each and every
property that comes across your computer screen, you’d never leave your desk!
Instead, the rules of thumb are a sort of “internal gauge” that will help you
determine whether a property deserves further consideration.

But let me get to the two most common rules of thumb, and this will become
more clear.

The 50% Rule

Many people are terrible at estimating expenses on a potential deal. I just spent a
significant chunk of this book showing you how to accurately estimate cash
flow, but again, it would be a waste of your time to do this on each and every
property you happen to come across. Therefore, another, much faster way to
estimate cash flow is by using a technique known as the 50% rule. This rule of
thumb states that a rental property’s expenses tend to be about 50% of the
income, not including the mortgage principal and interest (P&I) payment.
The formula looks like this: Cash Flow = (Total Income x .5) - Mortgage P&I

In other words, simply divide the income in half and subtract out the mortgage
payment!

For example, you were scanning through Zillow.com for properties and came
across a duplex that piqued your interest. Knowing the rental rates in the area,
you know that the property might rent for $600 per side, for a total income of
$1,200 per month. You also see that the property is being sold for $120,000, so
you do a quick calculation in your head and assume your mortgage payment
(without taxes and insurance) would be approximately $550 per month (or
simply use an online mortgage calculator to determine this number): Therefore,
according to the 50% rule,

Cash Flow = ($1,200 x .5) - $550
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Cash Flow = ($600) - $550
Cash Flow = $50

In this example, we determined using the 50% rule that you could expect $50 per
month in cash flow.

So, how accurate is this?

It depends. You see, the expenses on this property could vary wildly. For
example, the following are typically included in that 50%:

e Taxes
e [Insurance

e Maintenance

e Repairs
e Vacancy
e (CapEx

e Property Management

But what if the taxes were much higher than normal on this property? What if
the insurance was higher? Or what if the property was old and therefore needed
lots of continual maintenance? You see, the 50% rule doesn’t know the specifics
of your property, so it could never be perfect. It is just a rule of thumb to help
you quickly screen properties. Your property’s operating expenses might be as
low as 30% or as high as 70%—you won’t know until you actually run the
numbers. However, while you are quickly looking at dozens of properties, the
50% rule can be a nice tool to quickly say, “No, no, no, no, maybe, no, maybe,
no, no” on the properties you scroll through. Then you can take a deeper look at
the “maybe” properties and ignore most of the “no” properties.

The 2% Rule (The 2% Test)

The 2% rule also helps you analyze a property for its cash flow potential, but in
a different way than the 50% rule does, because the 2% rule doesn’t estimate
how much cash flow you’ll receive, but rather serves as a “pass-fail” test to flag
properties that warrant further investigation.

The 2% rule is simply the ratio between rental income and purchase price.
“Meeting the 2% rule” means that a property’s monthly rental income must
equal 2% of the purchase price or greater. The formula would look like this:
Monthly Rental Income / Purchase Price = X



If X > .02, then the 2% rule has been met.
If X <.02, then the 2% rule has not been met.

The 2% rule is really a terrible name for this process; it probably should be
called the “2% test.” Does it pass the 2% test? Since I’m writing “the book” on
rental property investing, I think I’1l take this opportunity to officially change the
name. Yes, that’s right, you heard it here first. The 2% rule is now the 2% test!

Now, the value of 2% could easily be replaced with another number to test that
as well. For example, many people look for “the 1% rale test,” in which the
monthly rental price is 1% of the purchase price or higher. (Again, it’s really the
“1% rale test.”) You might hear people talk about the .5% rule test, the 1.5%
rle test, the 3% rle test. It’s all the same thing: the monthly rent over the
purchase price.

So what does this even mean? Why does 2% even matter? What do you win if
you “pass the 2% rule test”? A new car? A 40-pound stuffed animal from the
carnival? Hardly.

In fact, passing the 2% rule test doesn’t really mean anything universally. The
2% rule test comes in handy once you know your local market. For example, in
my local real estate market, I know that if I can find a property that gets close to
2%, it’s probably going to cash flow well. I know that because the rental income
is so high compared with what typical expenses are, it should do pretty well. At
the same time, I know that if something falls below 1.5%, it’s probably not
going to cash flow unless the tenant pays the majority of the bills. When I get
down to 1%, I know for an almost absolute fact that it will not cash flow in my
area!

Now keep in mind that this is my area. Yours might be different. Maybe you’ll
discover that 1% is plenty to get you enough cash flow to create a solid return on
investment. The point is this: don’t get caught up on the idea that you have to hit
some mythical 2% to have a good investment.

123 Main Street Analysis

Okay, enough with the talk about analyzing properties. Let’s go ahead and
analyze a deal together, from beginning to end! The following numbers are not
made up—this is an actual deal that came across my desk today, and you are
going to help me analyze it! (The address has been changed to protect the
innocent!) First, let me tell you a bit about 123 Main Street, as seen below in
figure 3.



123 Main Street - Metropolis

3 Bed - 1.75 bath - 1,253 sqit

back with alley access.

Price: §77,900

Bedrooms: 3

Bathrooms: 1

Size 1,253 S5q. Ft.

§/5q. Ft. $462/5q. Ft.

Type: Single Family House
Year Built 1768

Lot Size: 7,200

Days on Market: 21 days

Meighborhood Metropalis

MILS#: 747498
Status Active
Property Tax: $1,466.18

Figure 3

Step One: Figure Out Total Project Cost

The first step in analyzing this property is to find out our total project cost. In
other words, how much is this property going to cost to buy, fix up, and get
rented?

Four values typically help us determine the total project cost:

1. Purchase Price: This is pretty self explanatory, but the purchase
price is the actual amount you will pay for the property. This is not
necessarily the asking price or what it’s worth. This is what you will
actually pay. In the case of 123 Main Street, I’'ll use a value of $75,000.
(They are asking $77,000, but it’s been on the market for 21 days, so I think
they’ll go down a little.)

2. Purchase Closing Costs: The purchase closing costs are all the costs
associated with the purchase transaction. Included might be loan points, loan
origination fees, prepaid insurance, prepaid property taxes, title and escrow
fees, recording fees, attorney charges, and other fees custom to your area. In
my experience, these purchase closing costs usually average around $1,500
for a $100,000 property, plus any fees added by your lender. In the case of
123 Main Street, it’s fairly inexpensive, but I know that I would likely be
obtaining a loan, so I’m going to use $2,500 as my purchase closing costs.

3. Pre-Rent Holding Costs: In other words, how much will I need to
pay monthly for this property before I can get it rented? Enough for two



months? One month? Because you won’t likely have a renter the first day
you buy it (especially if it needs a lot of repairs), you should be sure to
account for any holding costs. These costs will likely be the mortgage, taxes,
insurance, and utilities. For this property, I think it could be rented within
two months, so I’m going to use a nice round number of $1,200 here.

4. Estimated Repairs: How much work does this property need before
it’s rent ready? Although I dedicate an entire chapter to this question later in
this book, let’s do a quick preliminary analysis of the repairs needed. Right
now, you may not have even been to the property, so you might need to
make some assumptions. Once you’ve walked through the property, you’ll
be able to refine those assumptions to be much more accurate. Then, after
the inspection and bids from contractors, you’ll be able to get even more
specific. To help estimate the rehab budget, I recommend filling out the
following form with your best estimates. These are the 24 main categories of
repairs you’ll likely face when estimating the repairs. As you can see in this
chart, figure 4, I’ll use $17,250 as our total repairs needed.

Interior Repairs Exterior Repairs
£1EN = .
Demo e HVAC L Y 0 Landscaping 2300
Sheetrock 42l Cabinets L0 Concrete L2 Painting #1500
Plumbing 20 Appliances #1L-00  Gutters 2] Septic 3]
Carpentry rl Daoors b Garage &500 Deck )
Electrical ; Flooring ! "_-' Siding E:‘:_:- .-.-I Foundation __ %Y
Fainting £500  Insulation #l _ Windows #2wll  Other &1 000
Total Repairs” __#11150
Figure 4

At this point, we have everything we need to estimate the total cost of the
project:

Purchase Price: $75,000.00

+ Purchase Closing Costs: $2,500.00

+ Pre-Rent Holding Costs: $1,200.00

+ Estimated Repairs: $17,250.00
= Total Cost of Project: $96,950.00

At this point, we can see the total amount we’ll have in this property and can
compare this with other homes selling in the area. After all, a fixer-upper like
this house doesn’t make sense if all the other homes that are already fixed up
cost around the same price (after all, why go through the hassle of a rehab if you
aren’t getting something for your work?). In this case, however, I can see
numerous examples of similar fixed-up properties selling in the $110,000 to
$130,000 range, so I actually expect the ARV (after repair value) for this



property to be approximately $120,000. So far, so good.
Step Two: Figure Out the Financing and Total Cost Out of Pocket

Next, we want to determine how much the financing on this property will cost us
each month. If you plan to pay 100% cash for the property, then you can skip
this step. However, if you plan to use a loan, we’ll need to know how much it’s
going to cost each month. I’ll dedicate an entire chapter to financing later in this
book, so don’t worry too much about the specifics right now. Instead, let’s just
look at the underlying math.

Typically, a bank will require a 20% down payment on a rental property like
this, with some banks requiring 25%. In addition, they will likely not cover the
repairs, pre-rent holding costs, or the closing costs. Instead, they will base that
20% or 25% on the purchase price alone. In this case, the purchase price we are
analyzing for is $75,000, so a 20% down payment would mean our loan is for
80% of the purchase price.

Down Payment: $75,000 x .2 = $15,000
Loan: $75,000 x .8 = $60,000

Our loan from the bank will therefore be for $60,000, and we will need to pay
$15,000 for a down payment.

Now, to determine the total amount of cash we’ll need to have to make this deal
a reality, we simply need to subtract the loan amount from the total project cost.

Total Project Cost - Loan Amount = Total Cash Needed
In the case of 123 Main Street, we know that the total project cost is $96,950, so
$96,950 - $60,000 = $36,950

Therefore, to buy this property with a 20% down payment loan, and to cover
repairing the property, closing costs, and pre-rent holding costs, we’ll need
approximately $36,950 in cash.

Before you start with Negative Nancy thoughts like “I don’t have $36,950!”
continue reading. There are numerous ways to finance real estate, including a lot
of creative methods that don’t require a full 20% down payment. There are also
ways you can include the repairs in the cost of your loan. I’ll talk more about
these strategies in Chapter 13 or pick up a copy of my previous book The Book
on Investing in Real Estate with No (and Low) Money Down at

BiggerPockets.com/nomoney.
Step Three: Calculate the Monthly Mortgage Payment
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To calculate the monthly mortgage payment, you’ll need to use a mortgage
calculator; the calculation is impossible to do in your head but exceptionally
easy to do online through one of millions of online mortgage calculators. To
calculate the mortgage, you’ll need three numbers:

1. Loan Amount
2. Loan Period (length)
3. Interest Rate

The loan amount we have already determined, so we just need to know the
length and the rate. Although mortgages come in all shapes and sizes, 30 years is
the most common, though some people do choose 15. For our purposes, we’ll
choose 30. As for the rate, it changes daily and depends on numerous factors, so
your best bet is to call a few local banks and ask them where current rates are for
non-owner-occupied properties. Today, those rates hover around 5%, so that’s
the number we’ll use.

Now we simply need to plug our values into the mortgage calculator to
determine our mortgage payment. Some mortgage calculators, such as the
BiggerPockets Mortgage Calculator, allow you to include annual taxes and
insurance with the payment, but we will include those items later in our
discussion on expenses, so we’ll leave them blank here.

As you can see in figure 5, our expected mortgage payment will be $322.09.

Mortgage Payment Calculator

Calculator Results

Tiotai Montly Papsen

Figure 5

Step Four: Determine Total Income
What do you think our 123 Main Street property will rent for?

That’s kind of a silly question, isn’t it? After all, you know nothing about the
area! Remember, trying to determine the fair market rent depends on numerous
factors, including location and characteristics of the property.

A quick scan of Craigslist and the local newspaper for this area shows us that



prices for three-bedroom homes in this neighborhood are renting for between
$975 and $1,350 per month. The higher end of that spectrum seems to be nicer
homes that have been rehabbed, whereas the lower end seems to be more in line
with houses that need a ton of work. Since 123 Main Street will be rehabbed,
you can expect it to get near the top of that range, but we also don’t want to price
it too high in our estimates. So let’s shoot for a $1,200 per month price for fair
market rent.

With this property, there are no obvious extra ways to make more money—no
laundry machines, no storage buildings, etc. Therefore, we can move on.

Total Monthly Income: $1,200

Step Five: Determine Total Expenses

Next, we need to nail down the expenses for 123 Main Street. To do this, let’s
take another look at that list of all possible expenses and determine which ones
we might need to pay as the landlord.

Expense Applicable? | Monthly Cost
Mortgage Yes $322.09
Taxes Yes $122.18
Insurance Yes $56.00

Flood Insurance No

Vacancy Yes 5% or $60.00
Repairs Yes 5% or $60.00
Capital Expenditures | Yes $150.00
Water No

Sewer No

Garbage No

Gas No

Electricity No

HOA Fees No

Snow Removal No

Lawn Care No

Property Management | Yes 11% or $132.00
Other No




| Total | | $902.27 |

According to our graph, we can estimate $902.27 per month in expenses for 123
Main Street. Of course, we would also want to check to make sure there were no
other special expenses unique to this location or this house, but we’ve done that
homework and are comfortable with this number.

Our total expenses: $902.27
Step Six: Evaluate the Deal

We now have all the numbers needed to make a decision on this property.
Total Monthly Income: $1,200.00

Total Monthly Expenses: $902.27

To determine our cash flow, we subtract the expenses from the income:
$1,200.00 - $902.27 = $297.73

Therefore, we can estimate that per month, 123 Main Street will produce
approximately $297.73 in cash flow, on average, over time. To get the annual
cash flow, we simply multiply this number by 12:

$297.73 x 12 = $3,572.76

Now we want to determine what kind of ROI this cash flow represents. To do
this, we simply need to divide the annual cash flow by the total invested capital.

Annual Cash Flow / Total Invested Capital = CoCROI

We determined back in step two that the total invested capital on this project
would be $36,950.00. We’ve also estimated the annual cash flow to be $3,572
.76. Therefore,

$3,572.76 / $36,950.00 = 9.67% CoCROI

In this example, we could estimate that this property, with this cash invested,
should return around 9.67% on our money. Remember, however, that this does
not take into account the fact that the loan is being paid down each month, that
the home has some incredible equity built in (since we did a slight rehab on it),
and that there may be other tax benefits to go with it, or that would at least
minimize the tax we would need to pay on the property.

Let’s take this one step further and try to determine our overall return (the ROI
we’ll see when we combine the cash flow, equity growth, and loan paydown
over time). A 9.67% CoCROI might be a good number to know, but let’s
quickly compute the overall return on this property, assuming a few things.



First, let’s assume that we’ll hold this property for five years and then sell.

Let’s also assume that appreciation will increase the value of the property 2%
per year over those five years. In other words, up in step one we determined that
the property was worth $120,000. Therefore,

Start $120,000
End of Year 1 | $122,400
End of Year 2 | $124,848
End of Year 3 | $127,345
End of Year 4 | $129,892
End of Year 5 | $132,490

At the end of year five, our property is worth $132,490. Of course, if we were to
sell it, doing so would cost us some money. Again, we’ll need to make a few
assumptions. We know real estate agents will charge around 6% (roughly
$8,000), and the other closing costs will likely run around $4,000. Plus, we’ll
probably need to do some cleaning up of the property, such as a new paint job.
So let’s add another $5,000 there. Our total sales expenses, at this point, would
be $17,000.

Next, we simply need to determine how much the mortgage balance would be at
the end of five years. Our initial mortgage, if you’ll recall, was $60,000.
However, we know that in five years, that loan will have been paid down some.
To determine just how much, we need to use an “amortization calculator,” which
you can find easily online on a site such as www.amortization-calc.com/. By
doing this, I can see that at the end of year five, we’ll owe $55,004.72 on the
loan.

We now have all the puzzle pieces needed to determine our overall return. To do
this, we will want to find out exactly how much profit we made over those five
years. This profit is spread among two categories: cash flow and equity. Let’s
look at equity first. The equity is the profit we’ll get if we sell, not including any
money we’ve paid for a down payment. To determine this, we simply start with
the sales price and deduct everything that has ever been paid for the property,
including sales expenses, the loan payoff, and the total invested capital. For 123
Main Street, these figures are as follows: Sales Price:

$132,490.00

Sales Expenses: $17,000.00
Loan Payoff $55,004.72
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Total Invested Capital: $36,950.00
Profit: $23,535.28

Therefore, when we go to sell the property, we will have made a profit of
$23,535.28. However, we are not quite done. We’ve also made some good cash
flow over the previous five full years. A few moments ago, we estimated that
this property would produce $3,572.76 in cash flow each year. Knowing that we
held on to the property for five full years, we can multiply that by five to get our
total received cash flow: $3,572.76 x 5 = $17,863.80

So, we’ve made $17,863.80 in cash flow over those five years and another
$23,535.28 in equity over the same time frame, for a total of $41,399.08 in five
years. But we are still not quite done. What does this actually mean?

Remember, the total return is the ROI we’ll see when we combine the cash flow,
equity growth, and loan paydown over time. It’s similar to cash-on-cash return,
but it includes all the profit made, not just the cash flow.

To determine our total return, we need to use the following formula:
(Total Profit / Total Invested Capital)

Time (in years)

If this is confusing for you, let me try to explain in words what we are doing.
Essentially, we are doing the same ROI calculation we’ve done in the past, just
taking profit divided by investment. However, because we are spreading this out
over a number of years, we need to divide by that figure to likewise spread the
investment out over a number of years. So, let’s do this with 123 Main Street:
($41,399 .08 / $36,950.00)

Total return = 22.4%

We determined earlier that our total CoCROI on this property would be 9.67%,
and now we can see that if our rehab caused the value to increase to $120,000,
appreciation carried the value up 2% per year and we sold for full value in five
years, after expenses we might expect a 22.4% overall ROI, on average, each
year for the next five years. However, we’ve made a number of assumptions that
could or could not be true. What if appreciation carried the property’s value up
5% per year? What if we received no appreciation? What if we held on for ten



years? Twenty years?

The point of this exercise is not to show you exactly what you will receive from
a property, but to help you learn how to calculate these numbers. If you want to
get even more fancy, you can pull out the IRR (Internal Rate of Return) or
MIRR (Modified Internal Rate of Return), but those discussions are far beyond
the scope of this book.

Once you have a firm grasp of why the numbers work the way they do, and you
are able to do these calculations by hand, I encourage you to check out the
BiggerPockets Rental Property Calculator at www.BiggerPockets.com/analysis
to help you save a lot of time doing these numbers. Everything we just went over
can be done in just a few minutes on the calculator, and numbers can easily be
adjusted and changed as needed. For example, if you wanted to know what
would happen with a rehab budget of $30,000 instead of $17,250, you can
simply edit the report and run the numbers again, rather than starting over at the
beginning and going through the whole process. Online calculators, such as the
BiggerPockets Rental Property Calculators, can help you out tremendously and
save you a lot of time once you understand the basics of how they work.

Putting It All Together

At this point, you can likely run the numbers on any potential deal just like a pro.
If not, don’t worry—you’ll get better in time. I encourage you to start analyzing
deals every single day, both for practice (practice makes perfect!) and because
real estate investing is a game of odds. The more deals you analyze, the more
offers you can make, and the more deals you’ll get accepted.

Think about it: if you analyze two properties every day, at the end of a month,
you will have analyzed 60 different deals. Let’s just assume that 10% of those
deals, after analysis, looked promising enough to pursue and make offers on.
That leaves you with six properties you can make an offer on each month. Of
those six, how many of those offers will get accepted? Perhaps one? I think one
out of six offers is very reasonable. Therefore, if you analyzed just two deals per
day, made offers on 10% of them, and had just 16.66% of those offers accepted,
you could buy a new property every month.

People often complain to me that they can’t buy a deal, and I usually ask them,
“How many offers have you made this week?” or “How many deals have you
analyzed today?” The answer is usually zero. So if you are looking to do more
deals, start by analyzing more properties. It really is as simple as that.

Of course, what if you start analyzing a lot of deals and no deals look promising?


http://www.biggerpockets.com/calc
http://www.BiggerPockets.com/analysis

What if 100% of the properties for sale in your area are too expensive and don’t
look good after analysis? This is an increasing problem these days, one that is
especially prevalent in expensive areas. If you find yourself in a city where home
prices easily climb above $300,000, you might have tremendous difficulty
finding any deal that will work. So how should you invest in real estate when
you live in such an area? Let’s find out.



CHAPTER 6 - INVESTING WHILE
LIVING IN AN EXPENSIVE AREA

"Opportunities don't happen. You create them."

-Chris Grosser

“I’ll be right over to take some photos,” my agent said to the woman on the
phone, who was calling to list her property for sale while I sat in my agent’s
office, “and I’m actually sitting here with one of my biggest clients. Do you
mind if I bring him over to look at your property?”

I followed my agent to the woman’s house. I knew the location well, because I
owned another house on the street already. I was actively looking for a house to
flip, and this neighborhood could work well.

After my agent signed a couple of documents with the woman, the property
owner gave us both a tour of the home. “I just need to get out of this town,” she
complained. “My family has all recently moved to California, and this house is
keeping me here. I just don’t have the money to repair it.”

I made her an offer that day, which she readily accepted: $16,000. Yes, that’s
right: $16,000. The house wasn’t in terrible shape, but it did need a good deal of
work to get it up to rentable standards. But for many of you reading this book
right now, you are thinking, “Just $16,000 for a house? That’s insane.”

Yes, it is. That was the lowest-priced home I have ever purchased. To brag a
little more, my 24-unit apartment complex only cost me $565,000. Also crazy,
right? I mean, in some areas of the country, you can barely buy the lowest-end
home for what I paid for my apartment complex. So is that the secret to my



success? I’m just “lucky” enough to live in an area where prices are cheap?

It’s a perfectly valid question. Sure, I am located in a very low-priced area, and I
know that there are some areas where prices are astronomically high. Many
major metropolitan areas, such as New York, Los Angeles, Denver, Seattle, and
Washington, DC, have prices well above the national average. If you live in such
an area, this chapter is for you. I want to share a few thoughts I have concerning
high-priced locations and how you can still invest while living in such a place.

Are You Looking for Homes on Sale?

How much do you pay for a gallon of milk?

Three dollars? Four dollars? Five dollars? These are all prices I see when I shop
for milk, but I never spend more than $2.50. How is it possible that I can get
milk for $2.50 a gallon while others are paying up to double that? It’s because
I’m actively looking for a deal. My $2.50 a gallon for milk is not normal; it’s a
sale.

In the same way, the property prices I talk about are not normal. No one lists a
home for $16,000 like the one I mentioned earlier, even in my area. Often,
seasoned investors like me talk about the cheap prices we are getting to make a
point (as I’m doing in this very section of this book), but remember that those
prices are not retail prices. That home was actually listed at over $30,000 (still a
low price, I know), but I knew the seller was motivated, and I could solve her
problem quickly.

Are you actively seeking a deal?

When you pull up your list of nearby homes for sale, are you simply looking at
the average sale price and trying to compare that with the $16,000 deal I got? If
so, you will be very disappointed. The average price for a home in my area is
more than ten times as expensive than what I offered. I've seen only a few
properties that cheap, and most have major problems. The $16,000 deal was a
special deal. The apartment complex for half a million dollars was also special. I
only buy special deals. They are not once-in-a-lifetime opportunities, but they
are also not everyday deals.

I forget now where I heard it (probably the BiggerPockets Forums), but to find a
good deal, you should look at 100 homes, offer on ten, and get only one offer
accepted. This means that just 1% of the deals that look promising actually are.

What does this mean for your business?

It means you need to look at a lot of properties. You can speed up the time by



having very defined standards that you follow, but in the end, you are simply
going to need to look at a lot of properties and try to find a great deal!

Next, let’s talk about relativity. And no, we’re not going to talk about Einstein.

Is the Price Relative?

Let’s go back to that analogy about milk. I have a bit of a riddle for you:

When would it be the same for my budget to pay $5.00 for milk as it would to
pay $2.50?

The answer, of course, is if I made twice as much money. In other words, if 1
suddenly made double my income but spent double the amount on milk, the
percentage of my income I’'m spending on milk wouldn’t change.

This is also true in real estate. A home that sells for $100,000 in one area may
produce $1,000 per month in rent. However, that same style house in another
area may sell for $300,000, but the rent may be $3,000 per month. It’s all
relative! So before you instantly assume you live in an area that is too expensive
to invest in, decide first whether the math still works. Many times, it will!

Often, certain investments are working in your town, but they are just not
working at your financial level. In other words, the numbers work, but they are
so high that the barrier to entry is keeping you out. If so, there are creative
methods you can use to get involved. For example, forming a partnership,
raising private money, or engaging in real estate wholesaling can allow you to
still be involved. There are also a lot of creative ways you can invest in
properties that require far less money, which I talk about in my previous book,
The Book on Investing in Real Estate with No (and Low) Money Down.

I understand, of course, that in some areas, a home selling for $300,000 still may
only rent for $1,000 per month. I understand that in some areas, the relativity
between rent and price is out of whack. Sometimes, properties are just not worth
buying.

What then?
What Is Working in Your Area?

Perhaps your goal is to buy and hold single-family homes in Manhattan. I’'m
sorry, but that’s probably not going to work out real well for you. Each location
is optimal at certain things, but not at everything. If the math doesn’t seem to
work on a certain type of investment in your area, perhaps it’s time to consider
what is working.



. Would wholesaling commercial properties be a better use of your

time?

. What about multifamily properties?

. How about condo conversions?

. What about fast food triple-net leases?

. Have you considered subsidized low-income housing?

Before blacklisting your entire town, make sure you take time to investigate
exactly what your town is good at. Perhaps you’ll discover a highly profitable
investing strategy that your “expensive town” is excellent at.

There are dozens of different ways to invest in rental properties; you might just
need to find the right niche.

To find what is working in your town, simply connect with investors who are
actively engaged in your market. What are they investing in? How are they
making a profit? Discover the secret to their success, and you’ll find the path to
yours.

Have You Checked the Outskirts?

How much do Starbucks’ employees make in downtown New York City?

My guess is not a whole lot more than they make in my small rural town. My
point is this: the large percentage of society who make less than $15 an hour and
work in expensive cities still need to live somewhere near their place of
work. Baristas are not making six figures, yet they still manage to work in
expensive areas. How?

In nearly every expensive city, there are pockets of low-priced properties.

Don’t get me wrong, I’m not advocating slumlording or investing in a dangerous
ghetto. Those areas have problems and extra expenses of their own. Location is
still key in any real estate investment. I’m referring to the middle-class
neighborhoods on the outskirts and in the suburbs. Generally, these areas are
found 20 to 40 miles outside the city center, in smaller towns and communities.
Speak with a good real estate agent about these areas or get on BiggerPockets
and connect with some local successful investors and see where they are
investing. Find the best location with the lowest prices, and focus your efforts
there.

If still you find that there are no decent locations nearby that you can invest in,
perhaps it’s time to look outside your area and consider long-distance investing.



Long-Distance Rental Property Investing

We’ve talked about ways of making real estate investing work in your area, but
what about simply investing somewhere else, in an area that does make sense? Is
that a terrible idea?

Not necessarily. However, investing at a long distance can prove difficult if not
done correctly. When you are first learning the ropes behind real estate
investing, you will quickly learn that there are a lot of ropes. Sometimes, those
ropes get tangled and need to be untangled, and investing from a long distance
can make the untangling process difficult.

That said, if investing outside of your area makes the most sense to you, there
are strategies that will work. In this next section, I’ll outline three different
strategies people use to invest in real estate from a long distance.

1.) DIY

The first method I call the “DIY” method, because you will “do it yourself.”
This is the method I probably wouldn’t recommend to the average person just
getting started, because trying to do anything by yourself is tough. However,
many people do invest at a distance on their own and are able to do so quite well.

The first step in DIY long-distance investing is to establish your ideal location
and truly understand that city. It helps to look somewhere where you have some
sort of connection. For example, I grew up in Minnesota until my college
sweetheart took me west, so today, I would not be opposed to investing back in
my homeland. I understand all the different towns, the main drivers of industry,
and the areas to avoid, and I have connections to people there.

Secondly, when investing at a distance with the DIY method, I highly
recommend using an excellent property manager. I’'ll cover the topic of using
property managers much more in depth in Chapter 17, but don’t assume that it
will be easy to manage a property from thousands of miles away without a
property manager. Yes, you could look up the phone number of a plumber or
handyman to take care of repairs, but who will check to make sure the work was
done right? Who will make sure the tenant is abiding by their lease? Who will
show a vacant unit to prospective tenants? Who will make sure the home is
physically being taken care of? I’m not saying it’s impossible to invest in real
estate at a distance without a property manager, but it would not be my first
choice.

Perhaps the most difficult aspect of DIY long-distance investing is being able to



buy the right property. After all, if you don’t live near the location, it can be
exceptionally hard to know the true value of a home by the little pictures and
description you see on the Internet. Getting a true feel for the location without
being there is tough! Therefore, if you plan to go this route, I recommend you
spend a lot of time researching the location (as I'll explore in Chapter 8) and
then actually take a trip there to see it firsthand. Drive the streets. Talk to local
business owners. Speak with local real estate agents. Seek to truly understand as
much as you can about the area and determine the best place to invest in that
community. A $300 plane ticket is far less expensive than buying a bad deal.

No matter how much research you do, you’ll still never understand the area to
the same depth that a local resident might. For that reason, you may want to
consider forgoing the DIY method and using a long-distance partner.

2.) Using a Long-Distance Partner

A second technique some people use when investing at a distance is partnering
with someone who currently lives in a good location and using that person to be
the “boots on the ground.” The right partner will understand the local area and
have keen insight into the good and bad areas. They can also check out
properties, meet contractors, show vacant units, do property maintenance, and
keep tabs on it over the years.

Partners, of course, bring challenges of their own. In a partnership, each party
has their own agenda, personality, and way of doing business. A partner,
especially one located far away from you, must be completely trustworthy, and
trust can be tough to build. However, if you can overcome these challenges, a
long-distance partnership can help you get a foothold in a location you don’t
know very well.

Now, to give you some additional insight into this strategy of using a partner to
invest at a distance, [ want to introduce you to a friend of mine, Mehran Kamari,
who uses a partner to invest at a distance because he lives in an expensive area.
The bolded text below were my questions to Mehran, followed by his answers.

Mehran, were do you currently live? 1 live in sunny Southern California
(Woodland Hills.)

Why don’t you invest in your area? My current real estate goal is to replace my
W-2 income with stable cash flow. I feel without getting very “creative,” it’s
difficult to achieve this goal in my local market. Everything is so expensive, and



the price-rent ratios are not great at all. I also don’t like the landlord-tenant laws
here. California is a lot more tenant friendly than many other states.

Where do you invest? Right now, I invest in the Midwest, with an emphasis on
Milwaukee, Wisconsin.

How did you pick an area to invest in? It’s important to decide on your
investing goals, so you can pick a market that aligns with them. Looking for
stable cash flow, I naturally gravitated toward the Midwest markets. There are
less volatile swings in property values and lower barriers to entry. In contrast to
the SoCal market, the price-rent ratios in some of these Midwest markets are
amazing. I felt in these parts, my limited funds could go further than in SoCal.
My main market now, Milwaukee, is pretty landlord friendly, too!

What are some of the challenges you’ve faced? To be honest, I’ve avoided a lot
of the common challenges investors face by spending a lot of time on the
BiggerPockets Forums and learning from the mistakes/challenges of others. One
challenge I've had, though, is with a bad property manager on my first deal in
Indianapolis. I made the purchase without first developing relationships with a
team on the ground. I relied solely on the property manager (PM) that was
already managing the property for the previous owner. Things started out
smooth, but she quickly turned into the PM from hell. I started getting reports
and rents a month or two late, eventually ending up not receiving them at all. I
procrastinated on firing her, and it has cost me thousands of dollars now! I've
learned that management can make or break any deal. As an out-of-state
investor, almost everything relies on your person on the ground; they are
basically an extension of you. I can’t stress how important it is to not tolerate
poor performance from your PM.

What has worked really well for you?

On my second deal, I tried a different approach. I partnered with a local investor
in Milwaukee, Dawn Anastasi, instead of just going the basic property
management route. I didn’t know it at the time, but this turned out to be a game
changer. This strategy is great, because our interests are aligned, and we’re both
financially vested in our deals. It’s a different story when you’re working with
someone that can focus on your projects rather than 500 other properties they’re
managing! I don’t just feel like another number on a spreadsheet; we’re partners.
I wouldn’t make another out-of-state purchase without this arrangement in place.
In fact, it’s worked so well that I’ve had no reservations in making acquisitions. I
now own/co-own more than 20 properties, and things are going great!




Okay, so that was a quick email conversation I had with Mehran Kamari, which
I thought was important to include here because his strategy is definitely
something you could adapt if you find yourself in an expensive market like
Mehran did. But now, let’s move on and talk about a third strategy for investing
at a distance, especially if you are looking to invest in smaller, single-family
homes: turnkey investing.

What Is Turnkey?

Turnkey investing is a loosely defined investment strategy in which the investor
buys, rehabs, and has a property managed through a third party, usually from a
long distance away. Their goal is to make the entire real estate investment
process as simple as possible, so all you need to do is “turn the key” (get it?).

There are hundreds of turnkey providers in America (and across the world), and
no two companies are exactly alike. Some will buy, rehab, rent, and then sell a
property to you, the investor. Others will simply help you find the property and
let you do most of the heavy lifting on the rehab side (if there is any rehab to
do), then manage the property for you. Again, each company runs their operation
a little differently, so if you decide to go with a turnkey company, it’s important
that you do some in-depth research on exactly what that turnkey company will
and will not do.

Benefits of Turnkey Investing

Turnkey investing has several distinct advantages over doing it all yourself.

. Service at a Distance - The first and most obvious benefit to
turnkey investing is the ability to invest in a good real estate market without
needing to live there. Being a landlord is not always easy, and trying to be
one from thousands of miles away can be even tougher. Many people who
live on the East or West Coast of the United States, as well as many who
live outside the country, rely on turnkey companies (usually in the Midwest,
where cash flow tends to be higher) to invest in great markets.

. Market Insight - A good turnkey company knows its market with
far more precision than an outsider would. You might be able to do some
research on a particular area and check out the school ratings, crime reports,
and price ranges, but a turnkey provider will know the heart of an area.
They will know why people prefer one area over another. They’ll know why
this block is worse than that block. They’ll know the reputations behind



certain neighborhoods, properties, and businesses. They’ll have an ear to the
ground about societal changes that could affect the local economy. It is very
difficult for an outsider to gain this perspective, because it is normally
reserved only for long-time locals, which a good turnkey provider should be.

. Professional Staff - Turnkey providers, because they are property
management companies, will generally either have in-house staff or work
closely with vendors to make sure your property is taken care of. They have
someone who will answer the phone, someone who will fix a running toilet,
someone who can sign a lease with a new tenant. When you invest on your
own, you have to either do all these roles yourself or find someone to do
them in a market you may not know.

. Marketing Machine - Many turnkey providers buy, sell, and rent
dozens or even hundreds of homes per month. For this reason, they are
required to consistently drive leads to all parts of their marketing machine.
They might use billboards, radio ads, newspaper ads, and other avenues to
direct both motivated sellers and tenants to their business. As a result, they
may find better deals than you could—and get tenants faster.

. Management Experience - Let’s face it, most people are not good
managers. Turnkey providers, on the other hand, are usually experienced in
dealing with tenants and contractors. Their experience helps them make the
right decisions more often.

. Simplicity - Finally, although each turnkey company operates a
little differently, they all have the same goal: to make the investment
property easier for you. When you invest in real estate by yourself, you are
forced to handle all the moving parts yourself, which can be overwhelming
(hence, the point of this book!). A turnkey company attempts to simplify the
process so that ideally, you will only need to write and receive checks.

The Downside of Turnkey Investing

At this point, you are probably thinking to yourself, “Wow, turnkey sounds
pretty ideal. Why wouldn’t everyone do this?” There are some potential
downsides to turnkey investing that you should know before you jump into that
kind of investing, so let me walk you through three big ones:

e Financial - A turnkey company is a business that needs to make money,
and they do this through several methods. First, turnkey companies often
buy property at a discount and then sell it to you, the out-of-state owner,
for a higher amount, essentially “flipping” the property to you for a



decent profit. Then, the turnkey provider usually makes a monthly
income by managing the property for you. It makes sense that you
would pay a premium for the ease of service you get. You can’t usually
have your cake and eat it, too! That said, remember that turnkey
companies do have a marketing machine running 24/7 and as such, are
generally able to find incredible deals in their market, so even if they do
make a profit when they sell to you, you might still be buying “below
average” and getting a great deal.

e Analytical - Perhaps the largest complaint I hear about turnkey
companies is their inability to correctly analyze a property. They
conveniently underestimate (or completely ignore) many important
expenses, such as maintenance, repairs, vacancy, and CapEx. Perhaps
the turnkey companies do this on purpose, or maybe not. The point is
that if you are going to buy a property, you need to do the math. Never
outsource the analysis to a third party.

o Ethical - Perhaps the greatest risk you take when choosing to invest in
real estate through a turnkey company is the level of trust you must
place in this provider. After all, you are relying on their knowledge and
expertise to choose a location, choose a property, choose a tenant, and
manage that tenant. That’s a lot of trust you are placing in someone who
gets paid whether or not the investment is good. It would be fairly easy
for a turnkey provider to take advantage of out-of-state investors by
encouraging them to buy bad properties in bad locations. In fact, I’ve
heard many horror stories of investors who buy a property through a
turnkey provider only to discover that it was a “pig with lipstick” that
immediately began costing the investor a lot of money in repairs.

So should you invest in real estate at a distance through a turnkey company?
That’s a decision only you can make after careful investigation into a particular
company. There are both benefits and disadvantages, so you should weigh those
against the possibility of investing in your own market. If you live in an
expensive area and want to invest in lower-priced properties, turnkey can be a
great alternative to being a local landlord. Just be sure to do your research and
know what, and who, you are investing in.

Investing in an Expensive Area: Wrapping It Up

Do you live in an expensive area? Do you want to continue living there?
Luckily, you don’t need to choose between living where you want and investing



in rental properties. But it’s going to require some extra legwork, as I’ve
outlined in this chapter.

Don’t let “the prices are too high” be your excuse to continue sitting on your
couch each night watching Seinfeld reruns. Get out there and find some sale
prices, or identify an area where they exist.



CHAPTER 7 - TYPES OF RENTAL
PROPERTIES

“It is hard to imagine a more stupid or more dangerous way of making decisions
than by putting those decisions in the hands of people who pay no price for
being wrong.”

-Thomas Sowell

“Sir,” I began, my voice trembling, “I would like to ask your daughter out.”

The other end of the line went silent, just long enough to make my 18-year-old
self wish T had never called. My stomach sank. I simply wanted to be a
gentleman and ask her father’s permission before officially asking out the girl of
my dreams. Yes, it’s a bit old fashioned, but I knew (rightly so) from the depths
of my soul that this would be the girl I would marry, so I might as well start the
family relationship out on the right foot.

Finally, her father spoke up and asked a simple question, “Well, where do you
want to go?”

I hadn’t expected that response. I didn’t want to “go” anywhere; I simply wanted
her to be my girlfriend. But now I was getting 20 questions, and my already
nervous teenaged mind didn’t know where to go next. “Ask her out” was the
phrase all the young people used, wasn’t it? I hadn’t thought any deeper than
that.

“Well, um, I don’t, uh, I’'m not, um... well,” I stammered on for what seemed
like an eternity, sounding like a complete idiot every awkward second. Finally,
in a stroke of genius, I managed to spit out, “A movie! Yeah, I’d like to take her



to a movie.”
“Oh yeah?” he replied, “Which movie?”

Uh oh. More questions! This wasn’t supposed to be so hard. I didn’t have plans
to go anywhere, but looking back, I see how my initial statement of “I’d like to
ask your daughter out” could be confusing. I wracked my brain for the name of a
movie, any movie, hoping the answer would suffice.

Finally, my future father-in-law let me off the hook and laughed, thanking me
for the call and telling me, “Good luck.”

You see, when I was 100% ready and committed to pursuing the girl of my
dreams, the woman I would someday marry, I quickly realized I didn’t have a
plan. I didn’t have specifics in mind. I knew the end result I wanted, but the
details were fuzzy.

Real estate investing is a lot like this. You tell me, “Hey, Brandon, I want to
invest in real estate,” and my response is in the same spirit as my father-in-law
during that awkward conversation more than a decade ago: “Okay, what do you
want to invest in?”

It’s not enough to simply want to invest in real estate. You need to have a plan
for what you will invest in. Given that you are reading this book on rental
properties, I think I can assume you want to invest in rental properties, but that’s
not enough. What kind of rental properties? Are you even sure?

In this chapter, I want to give you an overview of the different types of buy-and-
hold investment properties that exist, as well as the subsets within each type. The
better you understand the different kinds of investments available, the better
decisions you’ll be able to make about what to buy.

Let’s start by talking about the most common, the single-family house.

Single-Family Homes

Description: A single-family residence, commonly abbreviated as SFR, is your
typical “house.” One kitchen, one bathroom, a few bedrooms, and usually on its
own plot of land. Ownership of a single-family home is often seen as “the
American dream” and as such, is the most common type of real estate in
existence. Prices for SFRs are based on what other similar homes have recently
sold for, which means the price fluctuates wildly based on local market trends.

Pros

. Plentiful: There are a lot of SFRs out there! Nearly every street in



America has a single-family home on it, and new SFRs are being built every
day.

. Strong Exit Strategy: SFRs are generally fairly easy and fast to
sell, compared with many other property types. This is because of the large
number of people in the world always looking to buy a home.

. Involve Fewer Bills: With an SFR, the tenant will typically pay for
their own utilities, including water, sewer, garbage, and electricity. (The
owner is still usually responsible for insurance and property taxes, as well as
repairs and mortgage.)

. Easy to Finance: SFRs are fairly easy to finance because, again,
they are so commonplace. There are thousands and thousands of banks
willing to lend on a single-family home, if your credit and income look
okay.

. Easier to Manage: When a family rents an SFR, the property can
be much more “hands off” than a multifamily property. For example, your
SFR tenant will typically not call and complain to you about the neighbor
being noisy—they’ll call the cops. In a multifamily property, however, they
will call the landlord about noise.

. More Stable Tenants: Tenants who rent SFRs tend to stay for
many years and be higher-quality renters than multifamily. An SFR is less
“transitional” than an apartment and caters to people who are already
“settled” in life (with a stable job, income, etc.).

. Better Appreciation: SFR prices are based on “the market,” which
is largely based on emotion and the U.S. economy. While this can be both a
good and bad thing, the fact is that if you can time the market correctly you
can often buy low and sell high, making significant profit through that
appreciation. (The same principle applies, of course, to a market that is
dropping. However, in a declining market, you can simply hold on to the
property and wait for prices to go back up.)

. Less Expensive to Buy: Although the cost per unit is significantly
higher than for multifamily properties, overall it is generally cheaper to buy
an SFR than it is to buy a multifamily, commercial, or most other kinds of
properties. This is because of both the simple cost (one house is probably
cheaper than a ten-unit apartment) and the fact that single-family homes
often require smaller down payments than larger multifamily properties do.

Now that we’ve looked at a number of the benefits to investing in single-family



homes, let’s look at some of the negatives to doing so.

Cons

. High Cost Per Unit: When buying an SFR, the price per unit can
be exceptionally high compared with a multifamily property. For example,
in my neighborhood, I can buy a nice SFR for approximately $100,000,
which makes the price per unit $100,000. I can buy a duplex for
approximately $120,000, which makes the cost per unit roughly $60,000. Or
I can buy a ten-plex for approximately $300,000, which makes the cost per
unit around $30,000. As you can see, the cost per unit, at least in my area, is
definitely much higher with an SFR.

. Slower to Scale: Building wealth one house at a time can take a
while, because each transaction requires you to engage in the entire buying
transaction for just one property—one loan, one insurance policy, one
manager (if desired). When buying multifamily properties, however, you
might be able to acquire two, four, ten, 50, or even 1,000 units with one
transaction. If your goal is to get 100 units, doing so with SFRs can be
tough.

. Limited Loans: When trying to buy SFRs, you are often limited at
the number of properties you can have financed on your personal credit
report. Currently, the limit is usually four or ten, depending on your bank
and if they are packaging and selling their loans to Fannie Mae or Freddie
Mac. However, you may have trouble reaching even those limits because of
how quickly an SFR can raise your debt-to-income level above the bank’s
limit.

. Expensive Rehabs: After a tenant vacates one of my apartment
units, tenant turnover is generally fairly easy and relatively inexpensive.
Mostly, this is because of the property’s smaller square footage and the
shorter residence of the tenant. On the other hand, when one of my house
tenants vacates, the rehab costs can often reach into the thousands, as the
tenants have “dug in” more than they would in an apartment.

. More Competition: When you are shopping for an SFR, you are
fighting to find a good deal in a sea of wannabe homeowners who don’t care
about a good deal. They don’t care about cash flow or ROI or future
appreciation. They care about getting a pretty house in a pretty location with
a pretty front porch. As such, the competition for SFRs can simply drive you
away from most of the properties on the market. Trying to find that one deal



that will provide you with the cash flow you need can feel like finding a
needle in a haystack.

Now, let’s compare that with multifamily residential real estate.

Multifamily Real Estate

Multifamily properties, on the other hand, are buildings with more than one unit.
A multifamily could be as small as two units in a duplex or as big as thousands
of units in a large apartment complex. Few people ever buy a multifamily to live
in (though I do love the strategy of “house hacking,” where an individual lives in
one unit and rents the other units out), but instead, most multifamily properties
are owned by real estate investors who rent the properties out to those who can’t,
or won’t, buy a single-family home of their own.

Multifamily classification is generally split into two categories: small and large.
Small multifamily properties are any property that contains two, three, or four
units. Large multifamily properties, therefore, are those with five or more units.
This is an important distinction because of the way these properties are valued
and financed. Smaller multifamily properties are considered “residential” to
most lenders, and are thus seen as no different from an SFR. Large multifamily,
however, is considered commercial real estate, and the rules change drastically.

While the value of a residential property (single family or small multifamily) is
determined by what the similar house down the street sold for, value on
commercial property is determined by comparing the ROI one would achieve
with that of other commercial properties down the street. More technically, it is
based on the ROI an investor would achieve if they did not use a loan. This is
known as a “cap rate,” and every location has a different normal cap rate to
compare different properties against.

Let’s talk about the pros and cons of investing in multifamily properties.

Pros

. More Cash Flow Possibilities: If purchased right, multifamily
properties have a likelihood of producing positive cash flow from day one.
In addition, rents can be increased a small amount for each unit or expenses
decreased and the ripple effect of those changes can cause huge increases in
cash flow.

. One Loan, Multiple Units: Trying to get a loan is a long, arduous
process that no one enjoys. But it is a necessary evil for most real estate
investors. This is a huge benefit of investing in multifamily properties: there



are fewer loans to obtain! If you were to go out and buy 20 SFRs in the next
few years, that’s 20 loan applications you’d need to fill out, 20 financial
statements you need to prepare, 20 yesses you need to hear from the
underwriting department. Exhausting, isn’t it? Instead, you can buy a 20-
unit apartment building and get just one loan—one application, one set of
financials, only one yes.

. One Insurance Policy: I hate insurance. I understand the
importance of it, but the insurance world is just so cumbersome and
frustrating. A good amount of my wife’s administrative time is spent just
dealing with insurance. We have boxes and boxes of paperwork with
nothing but insurance documents. When you invest in a multifamily
property, you have one insurance policy on it. It’s so much easier to keep
track of and manage!

. Math over Emotion: When investing in multifamily units, I am
able to separate emotion from the transaction much more easily than with a
single-family home. Multifamily is all about the math, the numbers!

. Business, Not Hobby: Furthermore, it’s much easier to treat
multifamily investments as a business rather than a hobby because of the
nature of the beast. Multifamily properties are designed for investors to own
and management companies to run; thus, the cost of hiring such a
management company is often figured into the cost of owning the property,
leading to less hands-on-management by you.

. Income Valuation: As I mentioned earlier, multifamily units with
five or more units are not valued the same way as SFRs. If I were to sell you
my single-family home, the appraiser would look at a few other single-
family homes that were similar and base their appraisal on the selling price
of those other homes. Commercial properties, on the other hand, are valued
based on the ROI they give their owners. After all, it’s not easy to compare a
24-unit apartment building with another 24-unit apartment building with the
exact same returns, because you’ll never find that exact similar property.
Commercial investments are just too different from one another. Instead, we
rely on the cap rate to base value on. If these three properties that recently
sold gave the owner a 10% ROI, then this one should also. So why is this
income valuation so important? Because the value can be changed
internally, rather than relying on others, by simply lowering expenses or
raising the income. Small changes to the income can make drastic swings to
the value of the property, and a savvy investor can use this to their



advantage to supercharge the wealth building process.

. Less Competition from Homeowners: When shopping for a
single-family home, an investor is competing against tens of thousands of
others looking for a home. Most of this competition is in the form of non-
investors who buy property for way too much money because the front
porch is “so cute” or the backyard is “perfect for Fido!” This can make
competition much more difficult, because you are playing the game with a
different objective! Instead, when you buy multifamily properties, you are
competing with other investors, which means there is far less competition.

Okay, multifamily properties sound pretty terrific. So what’s the downside?
Let’s find out.

Cons

. More Expensive: First, multifamily properties typically cost much
more to buy than a single-family house. This can be a barrier to entry for
many people trying to get started, so multifamily is often not considered
until much later in one’s investment career. That said, smaller multifamily
properties have some lower down payment financing options, and larger
multifamily properties often include raising money from other people.

. More Management Intensive: I'll be the first to admit it,
multifamily tenants cause more headaches than single-family tenants. They
are generally more “transitional” and thus have much more drama in their
lives. Tenants stay for shorter periods of time, which can add significant
expense to your bottom line. They call and complain for pettier reasons,
have more difficulty paying the rent on time, and tend to be harder on units
because they don’t always feel like the place is their real “home.” That said,
as I mentioned earlier, multifamily properties are often managed by third
parties, so the owner doesn’t need to be very involved in the management
drama.

. More Savvy Competition: Although there is less competition from
homeowners when investing in multifamily properties, the folks you are
competing against are far more sophisticated than the average homeowner.
They can spot a deal just like you can and generally have a lot more capital
with which to buy those deals.

. More Complicated: Most people can easily wrap their head around
a single-family investment property, but the more units there are in a
property, the more complicated (and expensive) it all becomes. Suddenly,



you are dealing with 20 moving parts rather than just two or three.

. Fewer to Choose from: Depending on where you live, there may
be a lack of available multifamily properties from which to choose. While
single-family homes are plentiful across the world, multifamily properties
may be sparser in your location.

. Government Regulations: Finally, when you invest in multifamily
properties and raise money from others to fund it, you enter a whole new
world of government regulations that dictate what you can and cannot do
while raising that money. If you do it wrong, you might end up wearing an
orange jumpsuit and earning $1.38 an hour serving soup to other white
collar inmates.

So which should you choose? Single family or multifamily?

I wish it were that simple. I’'m not going to be the guy who says, “This is the
right path” or “This is the only way to invest!” There is never one right path, but
there may be a right path for you. My goal is to help you see the pros and cons of
each choice and allow you to weigh the options and make the best decision for
you and your family. Furthermore, although I believe that focusing on one niche
is helpful, it is possible to try to invest in either single family or multifamily and
just see which comes up first. As long as you are willing to do the work and
learn to run the numbers on either one, you can pursue both and buy whatever
crosses your radar first.

While we are on the subject of property types, let’s discuss some of the more
common ones you may consider investing in. Each of the following could fall in
either the single-family or the multifamily category.

Condos

Condos (short for condominiums) are a property ownership structure in which
there are many individually owned units within one complex. A collection of
condos often looks like an apartment complex (though it definitely doesn’t have
to), but rather than having one owner who leases out all the units, each unit is
individually owned by a person who either lives in the unit or rents it out. The
individual owners legally own each unit, but the exterior walls, roofs,
foundation, and other common areas are owned jointly by the entire community
and managed by the homeowner’s association (HOA). The HOA collects a
monthly fee and pays for repairs and upkeep to the common areas. Condos can
be decent investment properties because of the minimal expenses (for example,
you won’t need to directly pay to fix a roof leak, paint the outside, or other such



maintenance), but there are a few concerns you should be aware of:

1. Some condo associations forbid using a unit for rental purposes,
especially for the first year or two. Before investing, be sure to investigate
the rules outlined in the condominium map (often called a condominium
plan) and the covenants, conditions, restrictions, and easements (CC&Rs).

2. The HOA fee can be hefty and cause your cash flow to dwindle.
Obviously, you should know this before buying the property by doing your
homework and including this fee in your analysis.

3. As Joshua Dorkin, CEO of BiggerPockets, often shares about his
experience owning a condo, the HOA operations board can get “crazy”
when normal people get into a position of power and can make life
miserable for others just because they can.

4. Condos can charge “special assessments,” which are extra monthly
fees tacked on to your HOA fee to pay for certain upgrades or repairs to the
property that the HOA can’t cover with its normal budget. These special
assessments can quickly turn a positive cash flow property into a negative
cash flow property, and there isn’t much you can do about it.

5. Condo prices, especially in large cities, tend to swing wildly with the
economy.

Many investors find success with condos, but risks do exist, so if condo rentals
are the path you want to take, be sure to do your homework, plan for the worst,
and hope for the best!

Townhomes

Townhomes are very similar to condos in that they often involve multiple units,
individually owned, within one complex. Townhouses, however, have much less
of an “apartment feel” and are typically multiple stories in height, giving the
townhouse the feel of a single-family, detached home. Townhouses usually share
a wall with another unit, because multiple townhouses are lined up side by side.

Townhouses share most of the advantages and disadvantages of a condo, in that
an HOA generally governs the property and can make changes that affect your
investment.

REOs/Foreclosures

An REO (short for real estate owned) is a property that has been foreclosed upon
by a bank and is now owned by the bank. The terms “REO property” and



“foreclosed property” are often used interchangeably, but both refer to the same
concept: a bank-owned property. Although in the past, it was possible to buy an
REO directly from a bank through its REO department, today, REOs are usually
listed on the MLS with other, conventional homes. The homes are listed through
local real estate agents and sold to the highest or best buyer.

In my experience, 90% of the deals I’ve purchased have been REOs, because
they have been the best deals on the market over the past few years. REOs can
be exceptionally good for investors for two reasons:

1. There is usually something distressed about the property. Most REO
properties have been vacant for months or even years, so problems such as
bad smells, mold, and vandalism are common. For this reason, many people
simply avoid these properties, because they don’t want to deal with the
problems. This gives investors—who can hopefully see past superficial
surface problems—Iless competition and a better chance of snagging a great
deal. I'll talk more about buying fixer uppers in a moment.

2. Unlike typical home sellers, banks are not emotional creatures. They
are not likely to get offended by a low offer and will look at your offer
analytically, not emotionally. For this reason, banks are often willing to drop
their price fast to get the property sold and off their books.

Fixer Uppers

Remember that high school movie where the homely girl was transformed into
the beautiful prom queen when she removed her glasses and put on some
makeup? (Yeah, me neither. I was watching Die Hard.) The point is this: human
nature loves to see transformations. We love to see the before and after and
marvel at what it must have taken to get from A to B. Just tune into any episode
on HGTYV to see what I’'m talking about.

For this reason, people love to buy fixer uppers. But is this always a good idea
when investing in real estate? Should you invest in a fixer upper when getting
into rental properties?

What Is a Fixer Upper?

First, let’s all get on the same page as to what I’'m even talking about when I use
the term “fixer upper.” A fixer upper is a home that needs either minor or
significant rehabilitation before it can be used for its intended purpose. Being
that this is a book on rental property investing, that intended purpose would be to
rent out to tenants. The repairs a fixer upper can need range from light cosmetic



work, such as fresh paint or new carpet, to more intensive renovations, such as a
new roof, foundation, plumbing, or electrical.

I actually love investing in fixer uppers. In fact, I’ve never purchased a property
that didn’t require some level of rehab to get it to a rentable condition. For me, it
has just made sense. On the 44th episode of the BiggerPockets Podcast, Michael
Woodward tells a story about taking his kids to look at potential houses to buy.
Michael mentions that when they walk into a house with an absolutely terrible
odor, he turns and asks his kids, “Boys, what does that smell like?” In unison,
they shout, “Money!” What this cute story represents is often the truth with fixer
uppers. There can be money in the mending, riches in the restoration, freedom in
the fixing! At the same time, fixer uppers do carry a large degree of risk and can
turn your investment into a money pit. So let’s examine both the pros and cons
of buying a fixer upper.

Pros

Less Competition: Finding good, nice homes can be tough in a crowded market,
because everyone is looking for a nice house. This is especially true in the
single-family space when you are competing with owner-occupants for
properties. People don’t want to buy a project; they want to buy a home that is
move-in ready. The same is often true for multifamily properties. Investors don’t
usually want to buy a problem; they’d rather buy something that is easy to
simply purchase and rent out. Therefore, when you invest in a fixer upper, you
clear out the vast majority of the competition because most people simply do not
want to do the work needed to bring a home up to par. Instead of competing with
100% of the population, you are competing with perhaps 10% of those who are
willing to look at fixer uppers. This can make finding a deal much easier, even in
a hot market.

Forced Appreciation: I also love fixer uppers because you can build some
immediate equity in the property through a concept known as “forced
appreciation.” Earlier in this book, I talked about the four wealth generators of
real estate (appreciation, cash flow, tax savings, and loan paydown).
Appreciation is the concept that properties tend to gain value over time. But
what if I wanted to shorten that time? What if I didn’t want to wait 20 years for
inflation to push my property value up? While it’s very difficult to raise the
value of a nice home, it is possible to raise the value of a fixer upper and take
advantage of this amazing wealth generator called appreciation.

For example, three years ago, I purchased my own primary residence for
$62,000, and it was a fixer upper. It needed paint, flooring, some foundation



work, new windows, new counters, and a whole lot more. I ended up putting
about $20,000 worth of work into the property, so I currently have
approximately $82,000 in the home. However, the home is not worth $82,000.
As soon as I finished the rehab, it became worth what other fixed-up homes of
its size and condition are worth in my neighborhood—about $132,000. So I was
able to raise the value of the home from $62,000 to $132,000 through just the
power of the rehab. Now I will be able to take further advantage of that great
wealth generator we call appreciation (which is guided by inflation and the real
estate market) from a starting point of $132,000 rather than $62,000. In other
words, if the market appreciates 2% per year, it’s going up 2% from $132,000
(to $134,640 next year, $137,333 the following year, $140,079 the following
year, and so on). My wealth creation was supercharged through the power of
buying a fixer upper.

Potentially More Cash Flow: Because fixer uppers allow you to buy a property
for far less than other properties in the area, a fixer upper can also help you
achieve greater cash flow. To illustrate what I mean, let’s return to the story I
just shared about my own primary residence. Had I purchased this home for the
full value of what it was worth, my ability to earn any cash flow from the
property would have been severely diminished, because my mortgage payment
would have been much higher. Instead, my mortgage is cheap enough that if I
rented the home out today, I would be renting it for what a $132,000 house
would rent for, but I’d only be paying a mortgage on an $82,000 house (because
I refinanced to a $82,000 loan, getting all my rehab money back!) Therefore, my
cash flow is also being supercharged because I bought a fixer upper.

Unique Financing Options: Finally, one of the reasons I like fixer uppers so
much is the unique financing ideas it can offer. I’ll also discuss financing in the
cons section for fixer uppers, but let’s first talk about how fixer uppers can lend
themselves to greater financing options.

Although most lenders do not lend on properties that need a lot of work, I’ve
found a unique way to invest in fixer uppers that allows me to ultimately get the
rental property for very little of my own cash. To accomplish this, I find a great
deal, get a private lender or hard money lender to finance the purchase (and
hopefully the rehab), and then, after a “seasoning” period of six to 12 months, I
refinance the home into a long-term mortgage. I call this the BRRRR strategy
(for buy, rehab, rent, refinance, repeat), which I outlined in Chapter 3.

I recently accomplished this with the purchase of a fiveplex in my town. The
property was listed at $120,000 (and had been reduced from a starting price of



$150,000). I offered the sellers (a local bank) $90,000 for the property, and they
accepted. The property needed about $10,000 of work (mostly interior and
exterior paint, some carpet, and some cleaning). To fund the purchase of this
property, I called a friend I’d met on BiggerPockets who I knew lent money to
individuals for short-term rehabs. He agreed to fund the entire $90,000 purchase
price if I funded the rehab costs. A little over one year later, I went to a local
bank and refinanced (obtained a new loan) for $90,000 to pay off my friend from
BiggerPockets. In the end, I have about $10,000 invested in this deal, with cash
flow of $800 per month, and have about $60,000 of equity built into the
property. All this was made possible because it was a fixer upper.

Now before you go out and buy a fixer upper because of what I’ve just said, let’s
talk about some of the dangers, risks and disadvantages, because there are many!

Cons

Hidden Expenses: Any time you open up a wall, rip up a floor covering,
remove part of the roof, or undertake another rehab project on a fixer upper, you
increase the risk of finding more that needs to be fixed. For example, you might
decide that you need new cabinets, but suddenly you realize that you also need
new electrical work in the wall behind those cabinets. Maybe you’ll discover
some lead-based paint. Maybe you’ll find rotten wood. The point is this: it’s
very difficult, especially as a new investor, to accurately estimate the total cost
of rehab on a project.

Stress: Rehabbing a home is usually not a peaceful experience. From the first
swing of the hammer to the final change of the locks, dealing with the drama
associated with rehabbing can be stressful. If you plan to do the work yourself,
plan on coming home each day with cuts, bruises, and a lot of frustration. If you
plan on hiring it out, expect to deal with contractors who say one thing and do
another, show up late, and miss deadlines. As you get more proficient at
rehabbing a home, it can become an easier task, but learning how to efficiently
rehab a house takes time.

Potentially More Out-of-Pocket Costs: Because of the two items I just
mentioned, maintaining your budget while rehabbing a home is difficult. The
same applies for maintaining your timeline. Therefore, when investing in fixer
uppers, it’s easy to spend more money than you planned and for the project to
take longer, thus throwing your analysis out the window. This can affect your
ROI and turn a great deal into no deal at all.

Five Questions to Ask Before Investing in a Fixer



Upper

So should you invest in a fixer upper? Despite the cons I outlined, I would say
yes, you should definitely consider it because of the overwhelming pros.
However, before you jump into your next project, ask yourself these five
questions about the deal.

1. How Bad Is It? There are many levels of severity when dealing with
fixer uppers. Some properties need just a few thousand dollars worth of
paint, while others need a complete overhaul. As common sense would
suggest, the less work a property needs, the less risk you’ll have that
something will go wrong during the rehab. At the same time, however, the
less work a property needs, the more competition you’ll face. This is why I
generally look for properties that appear to need a lot of work to the general
public but that actually just need minor fixes. For example, homes that have
a bad smell because of pets or cigarettes are a prime candidate for me,
because smells are easy to rectify. An ugly exterior paint job or a bad roof
are also fairly easy (if costly) to remedy, but they scare away more potential
homeowners. So, before you buy a fixer upper, I encourage you really look
at the property and have an accurate estimate of what it’s going to take to fix
it up. Don’t go into a fixer upper blind.

2. Is It Worth It? Let me ask you a question: is it better to buy a house
for $120,000 that needs $30,000 worth of repairs, or a house that is
$150,000 that is 100% finished? With all other factors being equal, the
finished house clearly has the advantage. However, many investors fail to
comprehend this logic and instead think “fixer upper” automatically means
“great deal.” It doesn’t! Often, the cost of rehabbing a project will negate
any discount you might get. On the other hand, if you could get that same
property for $90,000 and put $30,000 into it to make it worth $150,000, now
we’re talking!

3. Do I Have the Time? Whether you plan to do the work yourself or
not, fixer uppers take time! You have to be present at the property often to
make sure the work is being finished correctly, or maybe you’ll end up
having to do the work yourself. I have a friend who bought a fixer upper
triplex with plans to live in one unit and rent the other two out, but it took
him three years to fix up the two other units and get them rented! While this
friend may still have a great investment on his hands, he lost close to
$40,000 in potential rent over those three years because he didn’t have time
to handle a fixer upper.



4. Do I Have the Skills? Most people who are looking to get started
with fixer-upper rental properties plan to do the work themselves. I actually
encourage this, as long as the work is on a small scale. Being able to do your
own rehab can save you a ton of money and can help you get a good feel for
how long projects take so you can better manage the hiring out of those
projects in the future. However, if this is your plan, do you really have the
skills to take on the project? If not, see the next question in this list.

5. Do I Have the Drive? Or more importantly, do you have the mental
skills and motivation needed to learn how to accomplish those projects? My
first home was a fixer upper, and I had never swung a hammer in my life!
However, I picked up a book on home improvement and began learning on
the job. I also called in a lot of favors from other people I knew and had
them teach me how to do things. By the end of the project, I could install
carpet, tile a bathroom, lay laminate wood flooring, solder copper pipes, and
fix a leaky roof—not because I had the skill, but because I had the desire
and motivation to learn.

By answering these five questions for every project you are about to take on, you
can better decide whether it is the right path for you. Fixer uppers can be a great
way to supercharge your wealth creation, but they also present increased risk.
Just be sure to do your due diligence on any fixer upper you plan to buy and
accurately account for the hurdles you might face. Then take action, and get a
little dirty!

Commercial Real Estate

Commercial real estate consists of property leased to businesses for work
purposes rather than to individuals for living space. Doctors offices, grocery
stores, strip malls, restaurants, the building that houses the local Starbucks, the
office building down the street, and hundreds of other buildings that house
businesses fall within the commercial real estate realm. Commercial real estate
can be advantageous because they require less hands-on interaction from the
owner. After all, a commercial tenant is not likely to call to complain about the
neighbor being noisy or the toilet being clogged, or to give excuses about why
the rent is late (though, depending on the commercial tenant, all these could be
possible). As a result of their more stable nature, commercial real estate tends to
offer lower returns, but this may be ideal for an investor later in their real estate
career.

Commercial properties also usually require a higher down payment, 30% or



more, and may encounter much longer periods of vacancy. When you own a
single-family house, there are generally thousands of potential families waiting
to move in. When you own a specialized commercial property, the property’s
shape and size may mean only one kind of tenant could ever move in there,
which in turn means it might sit vacant for months or even years before the right
tenant comes along.

One of the most popular types of commercial investments is known as “triple-
net” or NNN. In a NNN lease, the commercial tenant pays for nearly every
single expense, including maintenance, improvements, remodeling, capital
expenditures, insurance, and taxes. This can be one of the most passive real
estate methods on earth, but as such, the return will likely also be significantly
lower than you might see in other, more active, niches.

Although there are certain principles within this book that relate to commercial
real estate investing, most of my experience lies in residential, so that is where I
will keep my focus.

Wrapping It Up

The goal of this chapter was to give you an in-depth look at the most common
types of rental properties a person can invest in. Next time someone asks you,
“What kind of real estate do you want to invest in?” you won’t need to stumble
around for an answer like an 18-year-old kid trying to impress his girlfriend’s
dad!

There is no one “right” path for you to take. Rather, the type of real estate you
choose to invest in will depend on the kind of real estate that works well in your
area, with your budget, within your time frame, and with your skill set. In truth,
any of these types of rental properties could help you achieve financial freedom
and independence. Which will you choose?

In addition, you are not limited to just one of these types. My first deal was a
single-family house, but my second deal was a duplex. Within a few years, I had
purchased a 24-unit apartment complex, and now I’m looking at more
commercial properties. A diverse real estate portfolio is definitely possible, but
each type of rental property requires a whole new set of rules, so I recommend
starting with one type and expanding as you gain experience.

Hopefully, you now have a solid grasp of the different types of investment
properties you could buy. However, one thing matters even more than the type
of investment, and that’s location. Even a great investment, if purchased in a
poor area, could turn into a horrific experience. But how do you find the best



location? Let’s find out in the next chapter.



CHAPTER 8 - LOCATION,
LOCATION, LOCATION!

“Even in a bad market, location, location, location is a way to still buy and sell
property.”
-Vanilla Ice

Recently, my wife and I had a fantastic opportunity to take a road trip around the
entire United States, leaving Seattle and driving to New York City, down the
East Coast, and across the South. For almost five weeks, we rode (and often
slept!) in our little Prius, traversing through mountains, deserts, forests, and
more cornfields than I knew existed. This trip was definitely one of the
highlights of my life, and not just because of the scenery. Along the way, we met
with hundreds of real estate investors from the BiggerPockets community,
hearing their stories of real estate success and struggles.

I talked with Josh and Summer, a young couple from Montana who were
beginning to build wealth through a small duplex they created by moving a
mobile home onto the same land as a single-family house. I met with Jered in
Ohio, whose knowledge of the construction industry allowed him to buy more
than 20 rental units before his 25th birthday. C.C. in New York is buying
brownstone townhouses near New York City to craft his financial independence
in a market that most people consider “too expensive.”

Real estate investing is possible in any market and in any location. However,
understanding the location you are investing in is key to being successful with
that investment. Each of the stories I just mentioned demonstrate a different style
of real estate investing, crafted out of the location each investor found



themselves in. Your investing journey will likewise be specific to you and your
location. You need to gain an in-depth understanding of the location you plan to
invest in so you can find a strategy that will work best for you there. That is the
goal of this chapter: to help you master the concept of location.

In this chapter, I will explain several key indicators that define an area’s
strength. Keep in mind that money can be made in any real estate market and in
pretty much any location. The purpose of this section is not to give you a
checklist of where you should and should not buy, but to help you know what to
look out for and to consider when analyzing a location, as well as provide you
with some links to resources where you can investigate these indicators more
thoroughly.

Neighborhood Classes

As you begin investing in real estate, you’ll likely hear people talk about a
property being in an A, B, C, or D location. Just like your high school class
grades, a neighborhood can receive a grade, though the classification is a bit
more subjective than a simple high school test. There is no government
organization, board, or company that classifies locations. It’s honestly more of
an unwritten rule accepted by most investors, and the lines are not incredibly
clear. You might think a location is an A location (the best), while I might think
it’s a B location (second best), but for the most part, investors will agree on the
class distinctions.

Some investors grade locations on an A through C scale, whereas others grade
on A through F scale. In other words, you might say a location is a C location,
meaning that you think it’s the worst, because you grade on an A through C
scale; at the same time, someone who grades on an A through F scale might
think it’s pretty middle of the road. For the sake of our discussion in this chapter,
we’ll use an A through D scale, which is probably the most common grading
scale.

In addition to the location receiving a grade, the property itself can be classified
as an A, B, C, or D property. So you might hear someone say, “I have an A
property in a B area.” To add more specificity to the classification system, some
will add a + or - to those grades, so you might hear “The property is a B-house in
a B+ area.” I’'ll leave out the + and - designations in this chapter, but you can
always use them if you want to get fancy or more specific.

Let’s take a minute and talk about the different classes of locations and property
types.



Class A

A Class A location is an area that has the newest buildings, hottest restaurants,
best schools, wealthiest people, and highest-cost real estate. This is truly the best
location you can find, and the highest-quality tenants are looking to rent here.

A Class A building follows the same concept. It is generally newer, probably
less than ten years old, and therefore has fewer maintenance issues. The building
has modern amenities, such as granite countertops, hardwood floors, and other
in-demand features. Class A properties generally command the highest rent but
may provide a lower amount of cash flow, because of the high-demand for an
“easy investment.” More demand, higher purchase cost = lower cash flow.

Class B

A Class B location might be slightly older than a Class A one, but perhaps still
has decent restaurants, schools, and people. This might be your “middle class”
areas, but these will attract more blue collar workers who live paycheck to
paycheck.

A Class B building follows the same concept. It is probably 15-30 years old,
mostly upgraded but perhaps lacking the shine of a Class A property. Rental
income is probably lower than what you might find with a Class A property, and
the maintenance costs will likely be higher because of the age of the home.

Class C

A Class C location is likely a lower-income area with homes that are old—30
years or more. This area tends to attract people who are either on government
subsidies or working low-wage jobs. You’ll likely find a lot of check-cashing
businesses, pawn shops, and other such businesses in this area.

A Class C building follows the same concept. The property is likely older than
30 years and looks the part. Numerous repairs are likely needed, and ongoing
maintenance should be expected. Systems in the property, such as plumbing and
electrical, may be outdated and require ongoing attention. Properties will
typically rent for a low amount in this area, but the properties will also be much
more affordable than Classes A or B.

Class D

A Class D location is a war zone where you likely would not want to travel
alone. Not every city has a Class D area, but you’ll likely recognize one when
you see one. Often, even cops are nervous about entering these areas, and crime



and drug use/sales run rampant. There are probably numerous buildings with
boarded-up windows and other indications of being vacant.

A Class D building is likely old, similar to a Class C one, but with far more
neglect. Chances are, the property is currently uninhabitable, needing significant
repairs before it could be lived in. Class D properties are generally exceptionally
cheap, but getting good tenants can be difficult and dangerous. Unless you really
know what you are doing, I don’t recommend getting involved with a Class D
building or location.

As I mentioned earlier, the class distinctions are not very rigid or defined, but the
classifications I just outlined here should give you a general indication of how
investors view properties and neighborhoods. While doing research for this
book, I stumbled upon a humorously accurate interpretation of the four classes,
written by Matt R on the BiggerPockets Forums (see figure 6.) There is no right
or wrong answer to the question “What classification should I invest in?” You’ll
likely find investors who only buy A, others who only buy B, others who only
buy C, and still others who only buy D (God help them!). Each has pros and
cons. Typically; the nicer properties will cost the most but may produce the least
amount of headache—though this is not always true.

Matt R.

%é Great question. Here is my nawbie take on the subject

A= you and you family would liva in it
B= you and you family could Fve in it.
C= you and your family could live in it if it was emergency.

D= %0 WOULD RATHER BE CAMPING

Figure 6

Because I am largely a “value add” investor (someone looking to rehab a
property to bring its value up), I tend to look for Class C properties in Class B
areas, but you’ll likely find a strategy that works well for you.

Now that I’ve introduced you to the concept of location classification, let’s move
on to talk in depth about some of the different location characteristics that help
define an area.

Crime



An area with a lot of crime can make finding and keeping good tenants difficult
for a rental property owner. Therefore, it’s important to understand the criminal
activity of the location you want to invest in. There are several great tools you
can use to help you investigate the criminal activity in a particular area. I
recommend the following resources:

. www.crimereports.com/ (Free)

. www.neighborhoodscout.com/ (Paid)
. www.city-data.com/ (Free)

. www.usa.com/rank/ (Free)

Each of these sites allows you to access in-depth information on the volume and
types of crime in an area. I recommend beginning with CrimeReports.com and
typing in the zip code of the area where you want to invest. You’ll see a crime
map of that area that shows robberies, thefts, assaults, murders, sex offenders
and other offenses.

For example, the following is a map (figure 7) of the town of Aberdeen, where I
have several rental properties. I can see that the bulk of the criminal activity in
this area is located north of the river, but the south side is relatively safe. When
you are driving around the area in person, however, both areas look similar, so a
person would not likely know about the difference in crime without a map like
this. As a result, I’'m much more inclined to buy a property in the south side area
than in the northern part, because of the crime.
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Keep in mind, crime maps, while helpful, don’t show the kind of “invisible
borders” that exist in a community. For example, let’s say that there is a four-
block area in the middle of your town where crime is high. On the crime map,
you can see that most of the crime takes place within this zone, but what about
immediately outside that zone? There may not be a lot of crime there, but the


https://www.crimereports.com/
http://www.neighborhoodscout.com/
http://www.city-data.com/
http://www.usa.com/rank/

proximity to the high-crime area may make finding good tenants just as hard as
in the high crime area. Or perhaps the general public’s perception of this area is
that the “bad” area is confined to this smaller footprint. You see, a crime map
can’t give you the public’s perception; only talking with locals can help you
know that.

Drugs

High drug abuse locations are a bit more difficult to determine, but generally
speaking, drug abuse is highly related to the criminal activities in an area. High
crime areas tend to have the most trouble with illegal drugs. To get more
specific, honestly, the best way to know is by simply talking to people in the
area. Head to a local grocery store and ask people about the area. Drug abuse
affects many families, so most people will have an idea of where the high drug
use areas are. You can also call your local police station and ask to speak with an
officer who can shed some light on the areas of your town with the most drug
abuse problems.

Schools

In doing research for this book, I posed a question on the BiggerPockets Forums
about what indicators people considered when deciding on a location. Although I
received dozens of responses, the number one response that was mentioned over
and over and over again was great schools!

Personally, not having children of my own yet, I didn’t realize how important
this aspect is to people, but it makes absolute sense. People will typically do
anything for their children, so getting them into a good public school is
incredibly important for many parents. Since the school a student is assigned to
is based on location, a property located near a good school district should rent
for a higher amount and maintain a lower vacancy than one near a bad school
district.

To research school districts, head to GreatSchools.org and simply type in an
address or zip code for your potential rental property. GreatSchools gives each
school a rating “based on test scores and other available data, including student
academic growth and college readiness.[iv]” According to the GreatSchools
website, “The GreatSchools Rating is on a 1-10 scale, where 10 is the highest
and 1 is the lowest. Ratings are broken down into three categories: ratings 1-3
signal that the school is ‘below average,” 4-7 indicate ‘average,” and 8-10 are
‘above average.’”



Jobs Versus Unemployment

In general, a high number of jobs make for a strong rental market, whereas high
levels of unemployment can make it more difficult to find tenants who
consistently pay their rent. While you may hear things like “The national
unemployment level is at 5.9%,” this really means very little for you and your
rental properties. You need to get specific and look at the unemployment rate in
your city. To do this, you could dig around the United States Department of
Labor’s website (which operates exactly how you’d imagine a government
website would operate!), but I usually just head to www.city-data.com/ and look
up your city to discover your local unemployment rate.

Again, keep in mind that higher unemployment does not necessarily mean you
shouldn’t invest there. My area currently has a 9.9% unemployment rate, which
is 50% higher than the Washington state average. While that seems terribly high,
remember that this also means we have a 90.1% employment rate, so 90% of our
population is employed. A higher unemployment rate just means I need to screen
my tenants even better than I normally might to make sure they are in the 90%
who are employed, and I need to make sure their job has a high likelihood of
lasting (in other words, their job is not a temporary one).

Population Growth

A growing population should allow you to raise rents over time and should also
increase the value of your property through appreciation because of supply and
demand. Yes, you know that I advocate primarily buying for cash flow when
investing in rental properties and that appreciation is just “icing on the cake.”
But why not buy cash flowing properties in areas that have the highest chance
for getting that icing?

Population growth is impossible to predict with 100% accuracy, but educated
guesses can be made based on historical data and current trends. To research
population historical data, I like to head to www.usa.com/rank/, where you can
enter your target market’s zip code to see data such as population, population
growth, and population density, and to learn where your city ranks among other
cities in your state. You can also research the fastest growing cities in your area
to spot trends.

Housing Starts and Building Permits

Another key indicator of population growth (and of the potential for appreciation
with your property) is the data for housing starts and building permits. This


http://www.city-data.com/
http://www.usa.com/rank/

publicly available data shows you the number of new homes being constructed
in a certain area, which can help you determine whether an area is being
overbuilt, underbuilt, or right on track. An area that is declining or holding
steady in population but rapidly expanding in housing starts or building permits
could indicate higher vacancy in the future, because supply will outpace
demand.

To research housing starts and/or building permit applications, check out the
U.S. Census Bureau’s new residential construction data (free) at
www.census.gov/construction/nrc/ or the National Association of Home
Builders site (paid) at www.nahb.org/.

Transportation

If you want to rent to good people who have good jobs, you’ll likely want to
invest in areas where those people can get to work! Although it’s entirely
possible to invest in rental properties in rural areas, as I do, your choice of the
best tenants will increase if you are in an area where good tenants can travel to
work reasonably easily. Look for locations with close access to mass public
transit. My good friend and fellow BiggerPockets member Darren Sager
recommends buying properties within walking distance of the local light-rail,
because economic growth tends to follow the rail. But even if your area doesn’t
have a light-rail, look for places within a moderate commute to major centers of
employment.

Proximity to Local Businesses

When seeking a good economic market, why reinvent the wheel? Consider this:
when Starbucks decides to open a new store, do you think they do their
research? How about Walmart? Or Costco? Of course they do! Large businesses
like these spend millions of dollars a year doing research on every aspect of a
community before deciding to invest their money into a new store there.
Therefore, it would make sense that if Starbucks or other national businesses
begin to invest in an area, it might be a good area for you to consider.

This is also helpful because your tenants will want local businesses to shop at,
and if they have to travel 30 minutes to get their tall extra hot peppermint hot
chocolate with whip but no mocha drizzle, it might be a bit tougher to find a
tenant.

Price-to-Rent Ratio


http://www.census.gov/construction/nrc/
http://www.nahb.org/

One of the most popular numbers people like to consider when analyzing a
location is the price-to-rent ratio. In other words, what is the average ratio of the
median monthly rent divided by the median purchase price in the area? If that
confused you, let me break it down a little further. The median sales price of an
area is the point at which half the properties are more expensive and half the
properties are less expensive. You can find this data in a number of places, but
I’ve found the most accurate figures at www.zillow.com/research/data/, where
you can download a massive amount of data about nearly every zip code in
America. Scroll down to the Other Metrics section, and click on Data in the zip
code column.
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You’ll be able to download a CSV (comma separated values) file, which you can
open with Excel or Google Docs, and see the current and historical median sale
price data for almost every zip code in the country. Find your local median sale
price by searching for your zip code and write that number down somewhere.
Then head back to www.zillow.com/research/data/ and under Zillow Rent Index,
download the data in the row marked All Homes in the zip code column.

Zillow Rent Index (ZRI)
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Figure 9

Then, simply find your zip code and look in the column representing the most
current quarter (all the way to the right). There you will find the median rental
price for your zip code. To find the price-to-rent ratio, simply divide the first
number by the second.


http://www.zillow.com/research/data/
http://www.zillow.com/research/data/

Price-to-Rent Ratio = Median Monthly Rental Price /
Median Sales Price

In my area, according to the data from Zillow, I’ve found my median monthly
rental price is $839 and my median sales price is $106,846.15; therefore, my
price-to-rent ratio is .7%.

Now that I’ve shown you how to calculate this number, let me explain why you
might not want to use it! As with any calculation, everything comes down to the
data you input. Garbage in, garbage out. In the case of my area, I know that this
data might be technically correct, but I also know it doesn’t take into account
numerous factors. For example, it doesn’t separate out the properties in the
lower-income areas of this zip code. It doesn’t look at the condition of the
properties. It doesn’t distinguish between properties of different sizes or number
of bedrooms. It doesn’t look at a lot of things. When I purchase a single-family
house in my area, I typically will pay approximately $50,000 for the home,
which will rent for around $750 a month. This is a price-to-rent ratio of 1.5%,
double what the data showed. So keep in mind that although this data does have
some use, especially in comparing one area with another, you must take this
information with a grain of salt and look at properties with specifics, not
averages, or you might miss out on a great location simply because of bad data.

Vacancy Rates

You heard me mention the concept of vacancy rate a few times thus far in this
book. This term denotes the percentage of a year that a property will sit empty. It
is a very important calculation to include in your numbers when you buy a rental
property, but it is also an “average” number that you should consider when
determining the best location in which to purchase a rental property. Buying in
an area with a high average vacancy rate means that your property will likely be
vacant more often. Because vacancy is one of the most costly expenses for a
landlord, it would make sense that you would want to buy in areas with below-
average vacancy rates.

So how do you find an area’s average vacancy rate? There are three different
approaches to finding this data:

1. Census - The U.S. Census Bureau tracks vacancy rates with data
points in many areas of the country, including the largest 75 markets in the
country. This data is fairly “raw” and will require you to download
information to a spreadsheet to analyze it. This data also does not get down
to the level of specific neighborhoods, which can dramatically affect the



vacancy rate.

2. Agents - If your specific location uses real estate agents to fill vacant
units, you can call in a favor and ask a real estate agent to conduct a
comparative market analysis on local rental property stats. This can show
you how long currently available properties on the MLS have been vacant.
This will also show you how long properties sat before being rented,
original listing prices versus rented prices, and other data points.

3. Property Managers/Landlords - The third—and in my opinion,
best—approach to finding an area’s vacancy rate is by calling up a local
property manager or large landlord (in number of units, not body fat!) and
asking them. They should know this number off the top of their head and
can probably give you a more accurate picture than either of the other
options listed here. Property managers can tell you specifics about which
streets or neighborhoods have a higher or lower vacancy, as well as other
nuances about locations. In addition, this gives you the chance to interview
some property managers on the phone in case you decide you want to hire
one to watch over your investment.

What is a good vacancy rate? The truth is that there is no standard right or wrong
number, but according to the U.S. Census Bureau[v], in 2014, the nationwide
average was 7.6%, compared with a record high of 10.6% in 2009 and record
low of 5.0% in 1981. Your area will likely have a different number, and
honestly, that’s okay. No matter what the vacancy rate is for your area, the truth
is this: make sure you incorporate this vacancy rate into your analysis.
Furthermore, know that vacancy rates are largely affected by the way you
manage a property. I’ll talk more about the specifics of lowering your vacancy
rates later in this book, but consider this: the average vacancy rate in my area
hovers around 6%—8%, but in my company, we run under 2% all year round. Of
course, when I analyze a deal, I am sure to include a 6%—-8% vacancy rate,
knowing that I will not always be the one managing my properties so efficiently.

Property Tax and Insurance Rates

Finally, as with vacancy rates, every location has different taxes and insurance
rates, and this is something you should both be aware of when purchasing and
include in your estimates when analyzing a property. Some areas of the country
have surprisingly low property tax rates (Denver, for example), while other areas
have exceptionally high rates (such as much of the northeastern areas of the
country). The same is true for insurance rates, because some areas require higher



insurance rates as a result of the weather or climate. (Florida, for example, tends
to have higher insurance rates because of hurricanes.) Also, be sure to consider
whether or not the area you are considering is located in a 100-year floodplain.
This is a designation given by the Federal Emergency Management Agency for
areas that have a 1% probability or greater within a 100-year time frame of
flooding. If you buy a property in such an area, any bank or traditional lender
will require you to have flood insurance on the property, because traditional
insurance policies do not cover damage caused by floods.

Flood insurance is required on several of my properties, and trust me, it can add
a significant expense. Additionally, the future cost of flood insurance is a
political issue because it is currently subsidized by the United States
government, which keeps prices down for those who are required to have it.
Recently, the cost of flood insurance has been fluctuating, because the
government’s subsidy ended and a “patch” was applied in Congress to kick the
can down the road a bit. The possibility of further hikes in the future is a real
danger.

So what’s my advice on buying in an area that requires flood insurance? I can’t
say not to do it, because some of my best properties are located in these kind of
areas. (The property’s location in a flood zone is one of the reasons I was able to
get such a good deal!) It is just imperative that you include the cost of flood
insurance in your estimates and plan for that price to increase over time.
Furthermore, look into the actual risk of the property. For example, I purchased a
triplex last year in a flood zone, but the property’s first floor was physically 15
feet off the ground—so I had little to worry about.

That said, I will also caution you with this: for years, everyone laughed at the
idea of a flood in my area, and we joked about the whole “flood insurance thing”
being unnecessary, until this past winter, when that once-in-a-100-years flood hit
my town. We received seven inches of rain in 24 hours, overflowing the city’s
water control systems and flooding the town. I spent the morning walking
through three feet of rainwater, checking out my properties and, in total, ended
up with $5,000 worth of damage. My deductible on my flood insurance was
$5,000 per property, so the insurance didn’t even help, but I escaped relatively
easy. All of this is to say that you must understand that floods, in a floodplain,
are a very real possibility, so if you are considering investing in rental properties
in this kind of location, plan for the worst and hope for the best.

Moving On



I don’t know what your location is like, so I can’t craft the perfect investment
strategy for you. However, you now have all the tools needed to go out and
research your prospective location to fully understand what you are getting into.
Success through real estate investing can be found in any location, but only if
you understand that location! So take the time needed to dig in, get the facts,
understand the location, and then build your plan around that.

After you’ve studied your market, it’s time to take some action and begin
shopping for a great deal. Therefore, in the next chapter, I’ll dive into the
concept of finding great real estate deals within that market.



CHAPTER 9 - HOW TO FIND
RENTAL PROPERTIES

“Things may come to those who wait, but only the things left by those who
hustle.”

-Abraham Lincoln

An ancient proverb tells the story of a young man who wanted to jump over a
hill.

In preparation for this feat, he trained night and day for many months. He
worked on his leg muscles, ate the right food, talked with others who had made
the same jump, and visualized success.

On the day of the big jump, he stood facing the hill, determined to make the
jump a success. He knew he would need a good running start, so he backed up.
Then he backed up some more. Then he backed up some more, until he could
barely see the hill. Then, with all his effort, he took off like a rocket, running at
full speed. He ran so fast and so hard that by the time he made it to the hill, he
was too tired to make the jump, so he stopped, gave up, and went home.

The first eight chapters of this book have been a warm-up. You’ve done your
stretching, your preparation, your education. You’ve likely “flipped the switch”
and have fully decided that rental properties will be the key to your success.
You’ve nailed down a niche that you want to enter, and you’ve begun building
your plan for buy-and-hold domination. You even know how to analyze a
location and a deal to make sure the investment is solid. But up until this point,
it’s all been talk, preparation, and backing up. I firmly believe that everything



you’ve done so far has been necessary, but like the young man in the story, this
is often as far as many new investors make it in their journey. They prepare and
prepare and prepare—and then give up.

But not you! For you, the time has come to stop preparing and start running
toward the hill. It’s time to jump.

In this chapter, I’ll focus on how you can find a great rental property with which
to start building your future wealth. I'll talk about eight different ways you can
find investment properties, starting with the most common: the MLS.

1. The MLS

The MLS, or Multiple Listing Service, is the collection of all homes listed for
sale by real estate agents in your area. In truth, the MLS is not one specific list
but rather hundreds of lists from different, smaller MLSs across the country. In
the years before modern technology, agents would pass around a physical copy
of this list so that other agents in the area would know what was on the market in
that area. Today, however, the Internet has simplified the process dramatically.
Now, all the little MLSs have been combined into one master list we commonly
refer to as simply “the MLS.” Now, before you jump on your computer and try
to download this list for yourself, understand that you can’t—at least not
completely. The MLS is a tool owned and used by licensed real estate agents, so
unless you or your spouse have your license, you will have to start your search
elsewhere.

Several websites allow you to search some of the MLS, such as Zillow.com,
Trulia.com, Realtor.com, and Redfin.com. However, none of these offer the full
picture of what’s available in a given area. To get the most up-to-date, correct,
and complete data, you must access the MLS directly through an agent. It’s a
slightly annoying process to always have to go through a third party, and this is
the primary reason many investors get their real estate license. However, if you
don’t have your license and don’t plan to get it in the near future, you will need
to deal with it.

Your agent will send over real estate deals, hopefully automatically and
electronically, that fit what you might be seeking, as mentioned earlier when I
discussed working with an agent. Your agent will likely send you a link to a
website that has more information about a property, usually including photos,
property specifics, and other data that will help you decide if the property is
worth pursuing. At this point, the ball is in your court to decide whether the
property is worth looking at in more depth. If you toured every single property



you came across, you’d waste a lot of time, and your agent would probably stop
working with you! Instead, you will do some quick math and make some quick
decisions based on what the numbers, location, and property type are.

If the property seems to have potential, you may want to set up a showing to
check it out as soon as possible, or if you have time, perhaps you drive to the
property right then and there to investigate further. A few nights ago, my agent
sent me a listing that he thought I would be interested in, and I was. After some
quick number crunching at home, I jumped in my car to go dig in a little more,
since I was unfamiliar with the location. I discovered a lot just by looking at the
outside of the home and peering in the windows (don’t worry, it was a vacant
HUD property). I made my decision that night to pursue the property, set up a
time with my agent to see it, and make an offer.

I typically “look” at several dozen properties per week on the computer screen,
but I only actually physically look at maybe one in a 100. There are simply too
many bad deals on the MLS! This doesn’t mean you can’t find them, though. In
fact, the vast majority of the properties I have purchased have been on the MLS;
you just need to be smart. Let me share with you my top ten list for getting a
great deal on the MLS.

1. Find a Great Agent - A great agent who is fast and motivated is the
key to success on the MLS. Because there is such high competition for
properties on the MLS, you need someone who is responsive and will get
the job done. If you can’t find this person, consider becoming an agent
yourself.

2. Set Up Automatic Alerts - With the help of your agent, be sure to
set up automatic alerts about properties when they come on the market or
drop in price. I have an automatic alert set so that any multifamily in my
area will be emailed to me immediately, as well as any house under
$100,000 in my town. This way, I can check it out right away.

3. Quickly Screen Out the Duds - Most of the properties on those
automatic alerts won’t be good enough, so learn to quickly screen out the
bad ones. This will save both you and your agent a lot of time, so you can
focus on the small percentage of deals that will be worth pursuing.

4. Be Faster Than the Rest - Again, your success using the MLS is
strictly tied to your ability to be fast. You may not have the highest or best
offer on a property, but if you get it in before the other guys, you might just
hear a “yes” before the competition has even looked at the property! Too
late for them!



5. Look for Hidden Value-Add Opportunities - Look for properties
that can be changed slightly to increase their value dramatically. For
example, I’'m sure I’ve mentioned this before in this book, but I’ll say it
again: I love finding two-bedroom houses and turning them into three-
bedroom homes. This is not always possible, of course, but many two-
bedroom homes have an extra “bonus room” or attic that can be converted
this way, and huge equity can be added through the conversion. This is just
one example of something that most people don’t see, but if you can
envision the possibilities, you can take a mediocre property that most people
would pass on and turn it into an incredible deal!

6. Make Lots of Offers and Fail Often - Finding great deals on the
MLS is largely a numbers game. You are playing with statistics when trying
to find that one deal that will provide great cash flow. Perhaps only one in
100 deals are worth buying, so you need to look at 100 properties (on paper
or screen) before you offer on one. And because most properties for which
you submit an offer will not work out, you need to offer often and fail often.
That’s right: fail often. A wise investor once told me that if he gets more
than one in ten offers accepted, he knows he is offering too much! Although
the ratio may be different for you, the point of his statement is solid: don’t
be afraid to submit a lot of offers.

7. Look for Old Listings - While speed is incredibly helpful when
buying on the MLS, the opposite end of that spectrum can also be a gold
mine for investors to find hidden deals: old listings. If you’ve ever tried to
sell a home, you’ll understand what I mean when I say, “It’s stressful.”
There is always that worry that your property won’t sell, and you’ll be stuck
holding it forever. Therefore, the longer a property sits on the MLS without
an offer, the better chance you’ll have of getting a great deal. And the longer
it sits on the MLS, the more searchers forget about it. It’s no longer the
“cute new kid in school.” It’s just another overpriced property that most
people are ignoring, and as a result, it might just be your ticket to getting a
deal put together that makes financial sense (and cents!).

8. Focus on Distressed - When buying a property on the MLS, focus
on the deals that need work. I have already talked about the pros and cons of
buying a fixer upper, so I don’t need to belabor the point. Just remember
that homes that have some kind of “problem” are the ones that 90% of the
home buyers out there are avoiding, so focus in on those for the best chance
at a deal.



9. Make Your Offer Clean - A clean offer is one without a lot of
contingencies. I'll discuss contingencies more in depth later, but a
contingency in an offer is a legal reason to back out. The more
contingencies you have in your offer, the less inclined the seller will be to
accept it. Common contingencies include the “inspection contingency,”
which allows you to back out if you uncover something bad about the
property’s condition during the inspection, or the “financing contingency,”
which allows you to back out if you can’t get financing. I’'m not telling you
to necessarily remove those contingencies, especially if you are new to this
game, because they help you limit risk. However, understand that the more
contingencies you have in your offer, the less inclined the seller will be to
accept. Imagine that a seller receives two offers: one from you with
numerous contingencies that would allow you to back out of the deal
anytime before closing for almost any reason, and another offer with no
contingencies. The seller will likely choose the “cleaner” offer because they
don’t want to be jerked around—even if the cleaner offer was for less!
Therefore, keep your offer as clean as possible to increase your chance of
getting an acceptance.

10.  Work When No One Else Is Working - Finally, when dealing with
the MLS, make it your goal to submit offers when your competition is
relaxing. BiggerPockets contributor and real estate investor Mark Ferguson
often talks about the success he has had by offering on deals on Friday,
when most agents and investors have already begun wrapping up for the
week and are planning their weekend fishing trip or barbecue! By the time
Monday rolls around and other agents and investors start working, he’s got
the contract accepted and the property tied up, and he is already getting his
inspection scheduled. This same principle applies to holidays and especially
to the end of the year. Most people see the time between Thanksgiving and
New Year’s Day as “holiday” time, so they work half as hard. Savvy
investors, however, know that this is the best time all year to find deals, for
two reasons. One, during this season, banks are in a hurry to unload their
properties before the new year, and two, there is less competition for
properties!

The MLS can be a great source of deals for a real estate investor, but because of
the sheer quantity of deals and the number of competitors, you need to be both
fast and smart. As real estate investing becomes more and more popular, the
MLS will also become more and more difficult to find deals on. Even terrible
deals will be snatched up quickly, because people generally have no idea what



makes a good deal! Therefore, you may need to expand your horizons and look
elsewhere for a deal, and that is what I’ll focus on for the rest of this chapter.

2. Direct Mail Marketing for Deals

One of the most common methods used by house flippers and wholesalers to
find deals, yet neglected by nearly all rental property investors, is using direct
mail marketing. Direct mail is the act of sending out a large number of targeted
letters or postcards to people who might be interested in selling their property,
knowing that a small percentage will call you to talk more about the possibility
and that a small percentage of those will end up actually selling you their
properties.

While this may seem to be a lost cause, direct mail marketers know that the
proof is in the percentages. If they can get, for example, 5% of those mailed to
call about selling their property, and if they can buy, for example, 5% of the
homes of the people who call, they can still make far more than those letters or
postcards cost. Let’s say that a wannabe landlord sent out 1,000 letters and got
5% of those people to call for more information about selling their property to
that landlord, resulting in 50 phone calls. Now let’s say that 5% of those 50
phone calls resulted in a property being purchased, or 2.5 homes—but since a
person can’t really buy half of a home, we’ll round down to two homes. So,
could you spend the money needed to send 1,000 letters if you knew you were
going to buy two properties? If those deals are as financially solid as they should
be, I hope your answer is yes! (Keep in mind that these numbers are
hypothetical. Every direct mail campaign will have different results, based on
numerous factors.) It’s easy to see why flippers and wholesalers might do direct
mail—because they get repaid right away when they sell the home. Buy-and-
hold investors, on the other hand, do not quickly sell, so they don’t see that
money spent returning to them soon, which explains the lack of use of this tactic
among rental property investors. However, if you consider the cost of direct mail
just part of your investment (think of it as an additional closing cost), then it’s
hard to not want to try this method.

Who is actually saying yes to selling you their properties? Typically, these are
motivated people who can’t or won’t sell with a real estate agent. It might be
someone caught in a nasty divorce who is just trying to liquidate the property as
fast as possible. It might be someone who is in danger of losing the home to
foreclosure. It might be someone who inherited the house but doesn’t want it. It
might be someone who tried to be a landlord but failed miserably and now has a
deadbeat tenant who won’t pay rent and won’t leave. Do you see a pattern here?



Direct mail marketing is about finding people with problems and helping solve
their problems. You are not taking advantage of anyone or trying to trick
someone into selling their house. You are simply canvassing a large number of
people and trying to find those with whom you can find a win-win solution for
all parties.

There are a number of different contact lists you can buy and mail to, but the
most common is the “absentee” list. This means that the person on record for
owning a property does not actually live in the property. You can find and
purchase these lists from companies such as ListSource.com or MelissaData.com
and then send letters, postcards, or whatever you think will work best to secure
you a deal. Typically, you’ll spend approximately $.60 for each postcard and
approximately $1.00 for each letter, but this can depend on how much work you
do yourself and how much you outsource.

One final note about direct mail marketing: success is found in repetition. It is
unlikely that the person you mail to this month will respond with an immediate
“yes.” Trust and brand recognition need to be built first! We’ve all heard it said
that before someone buys a product from a company, they need eight
interactions with that brand. The same is true for your direct mail, so I encourage
you to mail regularly and to the same list. Some direct mail marketers send
letters monthly to the same list, while others send quarterly. You will likely find
a solution that works well for you, but again, the point is this: repetition is
key! If John Homeowner gets a letter from you every month for a year, and he
suddenly realizes he needs to sell fast, who do you think he will call? Some
stranger from an ugly yellow sign taped to a telephone pole by the Laundromat
or you, the company that has been reaching out to him for 12 months?

For a much more in-depth look at direct mail marketing, check out “The
Ultimate Guide to Using Direct Mail Advertising to Grow Your Real Estate
Business” at www.BiggerPockets.com/directmail.

3. Driving for Dollars

Have you ever been driving in your car and noticed a house that made you think,
“Boy, that house needs some work!”

If so, then you are already proficient at “driving for dollars™!

Driving for dollars is the practice of getting in your car and driving up and down
the streets of neighborhoods where you want to invest, looking for potential
deals. Then you simply try to buy those properties!



But what does a “deal” look like?

Typically, when you’re driving for dollars, you want to focus on properties that
look distressed, vacant, or transitioning negatively. For example, a property with
18-inch-high grass indicates that someone probably doesn’t care about the
property much. A mailbox stuffed with old, wet pieces of mail shows that
someone might not live there. A tarp on the roof that seems to have been there a
while shows that the house might have some problems that the owner can’t fix.

While driving in the neighborhoods where you want to buy, you’ll likely
encounter dozens of potential properties. Write down the address of each one,
including notes about its condition, and snap a photo as well. When you get
home, do some digging into the public records to see who owns the property.
Many times you can even do a reverse phone number search to get the owner’s
number. Or perhaps you just want to write a letter offering to buy the property
and mail it to the owner’s address listed in the tax records.

Driving for dollars is one of the lowest-cost methods of finding potential
properties, because it involves nothing but a tank of gas and your time, which
makes it great for those who are looking to get started investing in real estate but
have limited funds. It can also help you get to know your prospective
neighborhoods really well, which will help you make smarter decisions about
your real estate.

For more on driving for dollars, I encourage you to check out Chris Feltus’s
posts, “Driving for Dollars Bible[vi]” and “Driving for Dollars Bible 2[vii].”

4. Eviction Records

I’ll never forget my first eviction.
Cockroaches. Filth. Anger. A crazy lady. And a hefty bill at the end.

As any landlord reading this can testify, evictions are not fun. They are messy,
stressful, time intensive, and expensive! During this period of time, many
landlords begin to question why they are even in this game to begin with. And
this is why targeting landlords who are in the midst of an eviction can be so
powerful! They have a problem, and there is a great chance they will be
motivated to get rid of the property as fast as possible. Had someone talked to
me while I was going through my first eviction, I would have seriously
considered unloading the property right then and there.

So, how can you target landlords who are going through an eviction?

Public records.


http://www.biggerpockets.com/renewsblog/2013/05/03/driving-for-dollars-bible-part-1/
http://www.biggerpockets.com/renewsblog/2013/05/10/driving-for-dollars-tracking-owners/

That’s right, evictions are part of the public record in most counties of America.
In other words, you can take a trip to your local county administration office and
ask to see a list of the current evictions. Different counties and states do
evictions a little differently, so I can’t tell you exactly how to track down the list
of evictions in your area, but if you ask around enough, it shouldn’t be hard to
find.

Then make some phone calls or send some letters!

5. BiggerPockets Marketplace

What if there was a single source online where real estate investors came
together to buy and sell their properties?

What a coincidence! There just happens to be such a place, and we call it the
BiggerPockets Marketplace. Every day, dozens of listings are posted, and real
transactions happen as a result. You can post an ad for either something you
want or something you have.

. Looking for a certain kind of property in a certain area? Make a
post!

. Looking to sell one of your properties? Make a post!

. Looking to partner with someone? Make a post!

The beauty of the marketplace is in its connection to the Keyword Alerts on
BiggerPockets that I described in Chapter 2.

You never know who is looking to sell you a deal in your area.

6. Craigslist

In the “good ole days,” people used the newspaper to place classified ads.
Although the newspaper might still be an effective tool in some areas, a new
business has emerged that is quickly putting newspaper classifieds out of
business: Craigslist.

Craigslist is an online classified section where it is free to post and free to
browse, so it makes a great resource for finding real estate deals.

There are three strategies I want to share for using Craigslist:

1. Search for Sellers: Perhaps the easiest and most passive way to use
Craigslist is to simply search the site for real estate postings in your
area. You can do this fairly easily and can even automate the process so
new posts that contain certain words that you choose are sent directly to


http://www.biggerpockets.com/alerts

your email inbox (you can do this through IFTTT.com). The problem
with this strategy is that there are a lot of folks doing this. If you want to
get really creative, you need to go on the offensive, which brings me to
the next tip in this list.

2. Post an Ad: Why wait for the deals to come to you? Instead, post an ad
that says you are looking for a house to buy. Make it big, and make it
flashy. Get people’s attention!

3. Search for Landlords: Perhaps my favorite use of Craigslist is actually
in contacting landlords who are posting on Craigslist. Landlording is not
easy, and as I often say, 90% of landlords out there suck! Many
landlords lose money year after year and are only hanging on to their
property because they know it would be hard to sell without first fixing
it up. Therefore, you can use Craigslist to search for rental listings that
appear to have been placed by “mom and pop” landlords (not
professional property management companies). Most likely, the
landlord put their phone number directly in the post, so call them!
Explain that you are looking to invest in real estate in their area and saw
their post, and although you aren’t interested in renting it, you may be
interested in buying a property. Even if they don’t want to sell that
particular property, there is a chance they will have something else they
do want to sell or they know someone else who does. Worst case
scenario, you build a relationship with a local investor. Maybe you’ll
even gain a mentor out of the deal!

Craigslist truly is a no-brainer when you are on the hunt for a good deal. Not
only is it free, but it’s also where people go to buy and sell things. So why not
take five minutes today and find a great deal on Craigslist?

7. Wholesalers

How great would it be if you could sit at home while someone else was out
there, pounding the pavement, looking to bring you a killer deal?

That’s exactly what could happen if you get your deals from a wholesaler!

Wholesaling is the business of finding incredible real estate deals (usually
through the methods I’ve already mentioned), putting those deals under contract,
and selling (or assigning) that contract to another investor for a slightly higher
amount.

For example, a wholesaler might find a deal and put it under contract for



$110,000 and then sell that deal to you for $115,000, netting a $5,000 profit for
him/herself and helping you get a great deal.

The key to working with wholesalers is this: find a good one! This is actually
trickier than it sounds, because there are a lot of wannabe wholesalers out there
who claim to know what they are doing but who really don’t. Wholesaling is one
of the most difficult real estate “jobs,” because you have to be great at almost
every aspect of the transaction (marketing, analyzing, communication, sales,
negotiation, etc.). Nevertheless, the approach is consistently taught by real estate
gurus as a get-rich-quick way to build wealth with real estate. However, if you
are able to connect with a great wholesaler, you truly can get hot deals delivered
straight to your inbox.

To find wholesalers, I recommend the following:

. Call the numbers you see on those ugly “bandit signs” on the side of
the road.

. Go to every real estate club in your area.

. Create a Marketplace posting on BiggerPockets.

. Train your own wholesaler on how to find you deals!

8. Passion

Finally, the last method to find great deals is what I call “passion,” and this is
hard to describe exactly, but here’s the gist: people want to help you achieve
your goals! Once you let the world know what you want, other people will help
you get it!

Let me tell you a quick story. When I was 24 years old, I had just finished
reading Ken McElroy’s book The ABCs of Real Estate Investing: The Secrets of
Finding Hidden Profits Most Investors Miss, and I quickly fell in love with the
concept of investing in apartment complexes. At church the next morning, I
mentioned my newfound love of apartment investing to a nice older couple who
told me that they actually had an apartment complex they were looking to sell!

Now, was that luck, or was that something I did? I think both. As the saying
goes, “The harder I work, the luckier I get!” I didn’t tell just this one couple
about my goals, I told everyone I knew, because I was so passionate about it!
This is the concept of finding deals through passion. Let your goals and passions
be heard, and amazing things can happen.

(To read the entire fascinating story of how I bought that 24-unit apartment



complex, check out the Kindle book from BiggerPockets, How We Bought a 24-
Unit Apartment Complex for (Almost) No Money Down: A BiggerPockets
QuickTip Book. It’s only $0.99 on Amazon, and you can read it in under an
hour.)

Conclusion

As real estate grows in popularity, you have two choices:
1. Sit out and wait until the next crash.
2. Do what needs to be done to find a deal.

I know which option I'll be taking. Do you?

Now that you have some good ideas for finding properties, let’s talk about the
process of determining whether a deal is worth buying.


http://www.amazon.com/Bought-24-Unit-Apartment-Building-Almost-ebook/dp/B00T8A58QO

CHAPTER 10 - WHICH
PROPERTIES MAKE THE BEST
RENTALS?

Jim Halpert: “Question, what kind of bear is best?”
Dwight Schrute: “That’s a ridiculous question.”
Jim Halpert: “False. Black bear.”
~NBC’s The Office

In 2006, NASA admitted it had accidentally taped over the original recording of
the first lunar landing.

In 1962, Decca Records had a choice to sign one of two bands. They chose Brian
Poole and the Tremeloes. Which band did they reject? The Beatles.

In 1788, the Austrian army accidentally attacked itself and lost 10,000 men.

Clearly, mistakes happen. The same will be true for your real estate business,
though hopefully to a lesser extent than the examples above. But one mistake
that can be fatal to your real estate business is choosing the wrong property.
Picking the wrong property is a lot like picking the wrong spouse. It can be
incredibly stressful, expensive to get out of, and detrimental to your well being!
But how do you know what the right property is? After all, there are a lot of
properties out there. What should you buy? What should you avoid? Are four
bedrooms better or worse than two bedrooms? What about garages? Neighbors?
These are important questions you should be asking if you want to buy the right
deal and have the most success as a landlord, so let’s examine several things I



look for when shopping for a rental property.

Keep in mind, as with all things in this book, all of this depends heavily on the
trends in your location. Furthermore, the following list is not a bunch of rules
you must follow, but rather pieces of wisdom that I’ve picked up and have
served me well.

Bedrooms - It’s hard to get long-term tenants in a one-or two-bedroom house.
Tenants who are single tend to choose a one-bedroom but quickly hook up with
that cute guy/girl from work and then need a larger place. They move into a two-
bedroom and soon start having kids and again find they need more space.
Therefore, in my experience, three-or four-bedroom houses tend to make the
best rentals because they attract long-term tenants, which cuts down your
vacancy expenses. Furthermore, three-bedroom houses are generally the best
kind of property to sell, which can be great when that time comes.

If you are looking for a multifamily property, two-bedroom apartments are
usually acceptable, and incredibly common. Single-bedroom and studio
apartments are also common, but they tend to attract a more transient tenant, so
expect more turnover in that style.

Also, understand that having more bedrooms is not always better. Once you get
into five-bedroom homes or higher, you’ll find the only tenants willing to rent
them are families with a lot of kids. Now, I like kids as much as the next person,
and I would never discriminate against them (that’s illegal, anyway!), but the
truth is that having a lot of kids is hard on a property—broken windows, stained
carpet, etc. Keeping a house to three bedrooms (maybe four) is the best way to
keep the kid count down legally.

Age - The older the property you buy is, the more expensive it’s going to be to
fix. I invest in a lot of older homes because they offer the best price in my
market, but I definitely pay dearly for my choices. Projects that seem to be fairly
simple have a tendency to get out of hand quickly, as existing but previously
unknown problems are discovered. You have to deal with the work that others
who were far less skilled have done over the years and live with the
consequences of past shoddy work.

Older homes are also generally less energy efficient than newer homes, which
can cause the utility bills to be much higher. You might not think that matters
much if the tenant will pay for their own heating or cooling, but trust me, tenants
know. If your property costs an extra $100 to heat or cool, your tenants will do
the math, and you may have a more difficult time keeping a property rented long



term.

Again, ’'m not telling you that you should not invest in older homes. Just
understand that the newer a property is, generally the fewer issues you will need
to deal with.

Garage - When you are investing in single-family houses, you may have
difficulty finding a stable, long-term tenant for a house without a garage.
Tenants tend to accumulate a lot of stuff, and they need a place to store it. Plus,
in areas that get a fair amount of snow or rain, tenants like the luxury of being
able to park in a garage. I’ve generally found that the homes I own that have
garages stay rented far longer than those that do not.

Utilities - Some properties, especially older ones, have all the utilities paid by
the owner, which is not ideal. Buy these kind of properties only if the numbers
truly make sense, because having so little control over this major expense will
give you a major headache. When tenants don’t need to pay for their own heat,
they tend to leave windows open in the winter or the air conditioner running 24/7
in the summer. If they don’t need to pay for water, they’ll never let you know
about the constant drip in the bathroom, thereby costing you hundreds of dollars
a year.

When looking for single-family homes, look for ones for which all utilities
(including water, sewer, garbage, electricity, and heat) can be paid directly by
the tenant. When shopping for multifamily, at least look for ones where heat and
electricity can be paid by the tenant, and if you can find properties that can be
converted to a “master metered” system to allow tenants to pay for their own
water, you’ve potentially struck gold!

Lawn - Properties with large lawns, gardens, and other outside features will
never be taken care of by tenants the way that you or I would take care of them.
Although there are exceptions to every rule, I look for properties that have
smaller yards to keep the yard work for the tenant at a minimum. That said,
recreational space is very important in attracting a stable long-term tenant, so
make sure there is somewhere the tenant (and/or their kids) can run around and
have fun.

Parking - Stable tenants need a place to park their vehicles. Off-street parking
(a driveway, carport, or garage) is something nearly all great tenants prefer, so
look for properties with this feature. And generally, two parking spots are better
than one, three are better than two, and so on.

Location - I talked about location a lot already in the previous chapter, so I



don’t need to belabor the point. However, when shopping for a property, keep an
eye out for what’s nearby. A tenant is just like you: they want to eat out
occasionally, take a jog in a park, pick up milk from the grocery store. Buy in
locations where tenants want to live, and you’ll find a more stable rental.

These are just a few of the property characteristics I look for when buying a
property. You don’t need to get each and every one perfect to get a great rental
property, but these factors are important to consider when shopping.

Now, this might surprise you, but I actually don’t like to buy “perfect”
properties. The fact is that perfect properties come at a premium! A savvy
investor is always looking to snag a great deal, which is why I tend to avoid
perfect properties and instead look for problem properties. I’ll explain.

Eight Problems I Look for When Shopping for Rental
Properties

Yes, you read that correctly.

When looking for a rental property, I actually proactively look for problems.
Sure, it’s entirely possible to buy a rental property that is 100% finished and
great, and perhaps for you and your business model, that is what you should do.
But for me, I want to find problems that I can fix that will help me get a better
deal.

How do problems get me a better deal?

It’s simple: when most people encounter the following eight problems, they turn
around and walk out the door, repulsed and saying, “No way!” I walk into that
same property, take a look around, and start to get excited. In fact, it’s hard for
me to be excited about a property that doesn’t have problems! It’s the fear of
dealing with problems that drives most people away, and with less competition, I
know I can find better deals.

Before I get to the list, I will caution you: with problems comes risk. It’s
imperative that you understand the full nature of the problem at hand and that
you include an accurate budget to fix that problem when doing your numbers.
Whether you are using a spreadsheet you created or the amazing BiggerPockets
Rental Property Calculator, just be sure to include an accurate amount to cover
each problem. If you are unsure how to properly estimate repair costs, I
recommend picking up a copy of J Scott’s excellent book The Book on
Estimating Rehab Costs: The Investor’s Guide to Defining Your Renovation
Plan, Building Your Budget, and Knowing Exactly How Much It All Costs,



which you can find on Amazon or at BiggerPockets.com/flippingbook.
With that, let’s get to the eight problems.

1. The Bigfoot Smell

When you walk into a house, and it smells like bigfoot died in the kitchen, is
your first thought, “I gotta get outta here?” The truth is, most people respond
with disgust, but seasoned investors see opportunity. Bad smells are one of the
easiest problems to fix in a property but one of the things that drives away 99%
of the competition. Bad smells are generally caused by one or more of a few
things, none of which are difficult to solve:

. Rotten food in the cupboards or rubbed into the carpet
. Cat or dog urine soaked into the floor

. Smoke residue on the walls, ceiling, and floor

. Mildew on the windows, walls, or other surfaces

. Bigfoot dead in the kitchen

As long as you are not dealing with some kind of environmental issue or a major
sewer leak under the house, you’ll likely find smells are fairly easy to eliminate
with some cleaning. To get rid of the smell, go through the following list in
order and stop when the smell is gone:

1. Carpet - In my experience, getting rid of the carpet and the pad
underneath will get rid of 90% of the problem immediately, so plan on
hiring a couple people for a few hours to remove the smelly carpet. For less
than $100, most of your problem will be solved. Open all the windows and
let the property air out for a few hours.

2. Mop - Mop the floor with a mixture of bleach and water. Let it dry,
and open the windows to air the place out. (It can take a day or two for the
smell of bleach to disappear and let you know if the smell is truly gone.)

3. Clean - Make sure every crumb in the kitchen is picked up and all
windows have been washed. Obviously, you will need to do this anyway, so
find a professional cleaner who can come in and clean every square inch.

4. Prime the Floors - If the smell persists, buy some cans of Kilz Oil-
Based Primer and a long-handled paint roller from the local hardware store.
Pour the primer out onto the floor (this is a lot of fun, actually!) and spread
it over every square inch. I will warn you: oil-based primer is strong
smelling, so be sure to use a respirator (they run about $30) so you don’t



pass out. I’'m not kidding—you will pass out otherwise. I’ve been there,
done that. The chemicals are just too potent.

5. Wash the Walls - This approach is most commonly used when
dealing with stale smoke smell. Get a good sponge and a bucket of soapy
water, and scrub the walls. Often, you will be able to physically watch the
smoke residue wipe away from the walls, which is an oddly satisfying
experience.

6. Prime/Paint the Walls/Ceiling - Lastly, and for situations where the
other approaches have not solved the problem, hire someone to spray the
entire inside of the house with that Kilz Oil-Based Primer (about $200 in
primer will do a whole house, plus two days of labor).

Following these steps, I've never had a problem smell I could not eliminate.
Whether you do the task yourself or hire a local handyman to do it for you, the
entire process is unlikely to cost more than $1,000 (not including the cost of the
new carpet, which you are likely planning to replace anyway), and you’ll have a
fresh, clean, and newly painted property, ready for a new tenant. The great news
is that a bad smell can drive the cost of a home down considerably, maybe even
tens of thousands of dollars. Now you understand why investors often say,
“Mmmmm, it smells like money!”

One final caveat on the smell issue: make sure the smell is not coming from a
busted sewer line under the property or in the basement or something tragic like
that. That fix could be much more expensive. If you are unsure what is causing
the bad smell in a property, bring along someone with more experience and/or be
sure to get a professional inspection on the property.

2. The Hidden Third Bedroom

I mentioned earlier that I don’t like two-bedroom homes for a rental property.
However, there is one case where I get very excited about buying a two-bedroom
home: when there is a hidden third bedroom.

No, I’m not talking about some mysterious bedroom hidden behind a wall
(though admittedly, that would be pretty cool!). I’m talking about taking a room
that is not considered a bedroom and turning it into one.

For example, the other day, I checked out a house that had two bedrooms, one
bathroom, a laundry room, and then a large “storage room” next to the laundry.
This storage room was 10 feet by 12 feet—the perfect size for a bedroom. The
walls were finished, the floor just needed carpet, and a door needed to be added.
In other words, to turn this two-bedroom home into a three-bedroom home, I



was looking at maybe $3,000 of labor and materials. As a two bedroom, the
property was worth about $90,000. However, as a three-bedroom home, that
same house was worth closer to $115,000. Why the agent didn’t list it as a 3-
bedroom, I’ll never know. But I see this kind of thing all the time.

In many cases, the difference in house value between a two bedroom and a three
bedroom can be significantly higher than the cost of converting a “hidden
bedroom” into a functional, legal bedroom. This helps build some immediate
equity in the property, since you’re paying for a two bedroom but will own a
three bedroom. In case you are wondering, the jump from three bedrooms to four
bedrooms is likely not the same as from two to three, so I usually stick to the
latter.

Of course, not all two-bedroom homes have this hidden bedroom; most don’t.
But I’ve found that around 20% of two-bedroom properties do have some
potential for a third bedroom. Keep an eye out for this kind of property, and look
for keywords like “bonus room,” “attic,” and “huge bedroom” (which can often
be split in two).

3. Ugly Countertops and Cabinets —

You’ve likely heard the phrase “kitchens and baths sell houses,” and it’s not an
exaggeration! People spend a large amount of time in the kitchen, and nothing
says “1979” like bright orange countertops or ugly cabinets. Most people simply
avoid houses with these problems. Those people don’t realize how easy it can be
to transform an ugly kitchen into a modern, beautiful one with just some new
counters and a fresh coat of paint on the cabinets.

Yes, that’s right, many times you can paint old cabinets to make them look brand
new! Rust-Oleum sells a really nice cabinet refinishing kit for less than $100 at
Home Depot that will turn nasty cabinets into modern works of art. (See figure
10 for one of my recent transformations. In this property, I didn’t even replace
the countertops; I simply painted the cabinets, installed new hardware, and
added a tile backsplash and new flooring.) Furthermore, replacing countertops is
a fairly straightforward process.



Before: Dark and Dated

I

i

After: Light and Modern

Figure 10

You can pick up prefabricated laminate countertops from Home Depot or
Lowe’s for a few hundred bucks and have it installed in a couple of hours, or
you can spring for nicer granite or quartz if the neighborhood style demands it.
All in all, don’t be scared off by 1979! It’s entirely possible to turn a dated, ugly
kitchen into a gorgeous one for less than $1,000, so look for easy wins like that
to snag a great deal!

4. The Bad Roof

This one might come as a bit of a shock to people, because a leaking roof seems



like it would be a pretty major problem. However, I like finding properties that
are in desperate need of a new roof, because it scares off a lot of the competition,
and getting a new roof is not a difficult process. Yes, it can be fairly expensive,
but I can usually get the current roof removed and a new one put on for less than
$6,000, and it’s completed in just one or two days. Now I don’t need to worry
about the roof leaking on my rental property for many, many years, and I can
factor that into my budget.

Keep in mind that roofing costs can vary wildly depending on the contractor you
consult. In my area, the two largest contractors will typically charge between
$15,000 and $20,000 to replace a roof, and because they are the largest roofing
contractors in my area, most people call both and get bids from both, only to find
that the bids are within a few hundred dollars of each other. Little do they know
that the companies are actually owned by the same person, so of course, the bids
come in the same! If they took the time to call a few more contractors, they’d
discover that the cost of a roof is usually less than $6,000 from nearly everyone
else in town—same materials, same quality, but drastically different prices. So
keep that in mind when shopping for your next roof. Don’t get taken advantage
of! Shop around, ask for referrals, and then check up on those referrals. Don’t let
a bad roof overwhelm you, but instead, look at the opportunity!

5. M...M... Mold?!

Uh oh, did I just say the M word? Yep! And yes, mold is one of best problems I
look for when buying a property. You see, mold is a scary thing to the average
consumer, maybe even to you, but it shouldn’t be. You see, mold is a fungus that
grows naturally everywhere. It’s in your house right now. It’s in your car. It’s
probably in your beard and in your hair. It’s in the air you breathe, all the time, if
you live in a wet climate. (Still scared?) Mold is everywhere that there is
moisture.

However, when mold spores begin to settle and accumulate in large quantities,
suddenly the human eye can detect the mold and will start to see spots of black
or green on certain surfaces. Now, if there is enough mold in an area, it can be
dangerous to people with certain immune system problems, but in small
quantities, it’s not like anthrax, as much of the U.S. population seems to think.
But let’s just them keep thinking that mold is just slightly worse than eating a
spoonful of ricin; while they are out there complaining about a few spots of mold
in a property, I’m out there investigating why there is mold and snatching up
amazing deals.

Mold is not a random occurrence; it happens for a reason. That reason is



moisture. Eliminate the moisture, and you eliminate the visible mold! If you
walk into a potential rental property, and there is mold all over the bathroom
walls, and then you notice that there are no windows or a vent in the bathroom,
guess what? That’s right, the mold is growing because the moisture from
showers can’t leave the bathroom. Install a vent, and the problem is probably
solved. Mold all over the ceiling? I would wager that there is either a roof leak
or no ceiling insulation directly above the moldy spot (so, condensation in the
room is forming on the cold spot where the insulation is missing, causing mold
growth).

The only mold I would really worry about is mold in basement walls, because it
indicates water seeping in through the foundation—and that begins to scare me.
Fixing a bad, leaking foundation can be incredibly complicated and expensive,
so unless you are more experienced, I would steer clear of those issues.

6. Compartmentalized Configuration

I think this might be the longest word in this entire book, but the concept is not
hard to understand. Compartmentalization is the characteristic found in many
homes, especially older properties, where the rooms were designed to be
separate from each other. Today, there is a movement toward open-concept
living, in which the living room, dining room, and kitchen have no clear borders
and all kind of blend together. People want to cook in the kitchen while still
engaging with the rest of their family in the living room or dining room, but
properties that are severely compartmentalized do not allow for this and are
therefore not as desirable to the average homeowner. As with the rest of the
items in this list, anything that drives away the general population makes me
take interest.

Compartmentalization is a problem that intrigues me for two different reasons.
First, in a rental property, compartmentalization is not always a problem, so you
can pick up a house for less than other similar homes, but it might not rent for
any less. Second, compartmentalized properties can be “opened up” fairly easily
to modernize them. Usually for less than $2,000, a contractor can go in and tear
out a wall to open the property up, increasing the desirability, and thus, its value.
Figure 11 shows how I recently opened up a compartmentalized kitchen into a
spacious open-concept by simply removing one wall that divided the dining
room and kitchen.

7. Jungle Landscaping
You’ve likely heard the term “curb appeal” before and probably know the



importance of having a property look pristine from the street. After all, the
landscaping is the very first thing potential buyers see when they visit the
property. This is why I love to find properties where the yard looks less like a
yard and more like Tarzan’s jungle. Long grass, dead grass, overgrown bushes,
pink flamingos—it’s all good! Landscaping is not a terribly difficult or
expensive thing to clean up, but the bad condition can drive away the bulk of the
competition and help you snag a great deal. It’s amazing what a simple cleaning,
mowing, and edging can do to a property, and typically for less than $1,000, a
problematic landscape situation can become a nice yard.

8. Junk, Junk, and More Junk

Have you ever watched the television show Hoarders? This show takes you
inside the homes of individuals who have the compulsive habit of saving or
collecting an absurd amount of junk.

Figure 11

Sometimes the house is filled so high with junk that it’s impossible to get into
certain rooms. While this makes for highly entertaining television, this is not
some mythological thing: hoarding is a real and very common problem for
people around the world. When these hoarders need to move or they pass away,
the junk they leave behind can be a major roadblock for casual buyers. However,
when I see junk, I don’t see a problem, I see opportunity. I might be able to get
an incredible deal on the property because no one else wants to handle the
problem! I can simply hire someone to come clean it out 100%, bringing it to a
point where I can put in new carpet, perhaps paint it, and get it rented out for
incredible cash flow.

We just looked at eight problems that I like to find in a potential rental property.
Now I'll share three problems I don’t want to see when I’m shopping for a deal.

Three Problems I Avoid When Shopping for a Rental
Property

The following are three problems I try to avoid when I look for a rental property.
This isn’t to say I will never touch a property that has one of these issues, but
there better be a really good reason for it, and I would have to factor it into my
numbers.



1. Neighborhood

You cannot easily fix a neighborhood. Sure, you could join the local city council
and start a neighborhood watch, but the neighborhood is not likely going to
change because you want it to. Therefore, I don’t want to buy a property where
the neighborhood will always be an unsolvable problem. The property will
continually be difficult to rent, the tenants will trash the house, I’ll have to deal
with evictions and late rent, and in the end, the property’s value may never
increase (and might actually decrease). I’'m not saying I will only buy in a Class
A neighborhood, but I’'m definitely not going to buy in a Class D area.

2. Foundation Issues

Foundation issues scare me because they can be a money pit to fix, and the cost
of a solution can sometimes eclipse six figures. This is especially true with
foundation issues on a house with a basement or slab. I would also put any
property that has water leaking in the foundation in this problem category and
steer clear. Yes, there are investors who specialize in properties that have bad
foundations, but for me, the risk is too great.

3. Shared Driveways

I once bought a nice house in a nice area that shared a driveway with a
neighbor’s house. Literally, the two houses were 20 feet apart with the driveway
in between, split evenly down the middle into “their side” and “my side.” When
I bought the house, I didn’t see any issues with this situation, but within a few
months I learned a terrible truth: the neighbor was a driveway hoarder.

He started to pile up garbage, boats, engines, tires, and everything else you could
imagine in the driveway. Although he was polite enough to keep his junk on his
side of the shared driveway, it made my property look incredibly bad, and we
had a terrible time trying to rent or sell it. The junk in the neighbor’s driveway
reduced the value of my property by 20%, and there was nothing I could do
about it. Now I don’t buy properties where the neighbor could so easily affect
my bottom line.

In addition to these three, there are other location-specific problems, such as
being directly below a flight path or next door to loud/angry dogs. Likely, you’ll
have your own list of “won’t touch” property features, and that’s okay. Success
is found more often in what you say “no” to than what you say “yes” to. You
don’t need to try to fix every deal you find. As the saying goes, “One man’s junk
is another man’s treasure.”



Wrapping It Up

There is no set rule as to what makes a perfect rental property. Instead, the
perfect rental property is one that helps you achieve your goals. Period. Buying
the wrong deal will take you further from those goals. This chapter wasn’t
designed to give you a list of exactly what you should and should not buy, but I
hope that the principles I covered will help you narrow your buying criteria
down so you can focus on hunting for only the best properties and avoid
potential mistakes.

As you begin to search for deals, a funny thing will happen: you’ll likely find
potential deals! This can be a little scary for a new investor, because it then
becomes time to start interacting with—gasp! —other people! In the next
chapter, I will cover the process of making an offer and negotiating your way
into your dream rental property.



CHAPTER 11 - SUBMITTING
YOUR OFFER

I wanna make you smile, whenever you’re sad. Carry you around when your
arthritis is bad. All I wanna do, is grow old with you.

~ “Grow Old with You,” Adam Sandler in The Wedding Singer

My palms were sweaty, and I could barely hold the guitar pick in my right hand.

I had traveled 2,000 miles for this moment, by plane, three buses, and two
hitched rides. The noise of the waves crashing on the sand and the crackling fire
near my feet helped calm my nerves on this foggy October afternoon. All I could
do now was wait for her to come to me.

I finally spotted her a half mile down the beach, walking with her friends toward
me, completely unaware of my presence on the beach and in this part of the
country. Her beauty was breathtaking, even from this distance. It had been
several months since we had last seen each other, and it took everything in me
not to run down the beach toward her and throw my arms around her small
frame. When she finally approached, it took her a moment to realize who I was.

The surprise was worth every second of the journey.

Her friends, who had been in on the ruse, left us there alone to watch the fire and
the waves. We talked of my internship on a U.S. Senate race that I had quit to
come see her. We talked of my morning, stranded in downtown Tacoma,
Washington, when the bus I was hoping to take didn’t materialize. We talked
about how much we missed each other.

And then Adam Sandler helped me win my bride.



I reached over and picked up an old acoustic guitar and struggled through a
version of Adam Sandler’s classic song from the 1998 movie The Wedding
Singer titled “Grow Old with You.” As I closed out the song, my sweaty fingers
“accidentally” dropped the guitar pick into the hole on the front of the acoustic
guitar. I tipped the guitar upside down but instead of the pick falling out, a small
gold wedding ring came out and landed on the sand.

I picked it up, set down the guitar, and dropped to one knee.

She said yes.

Making an offer of marriage is scary stuff!

You never know, with 100% confidence, what the other person will say. But if
you don’t stick your neck out there and make the offer, you’ll never experience
the incredible joy of hearing that “yes” and spending a lifetime together.

Imagine if I had never worked up the courage to ask Heather to marry me.
Imagine if I had stayed at that internship, where life was “safe.” The thought is
too tragic for me to even consider!

In a similar (yet much smaller) way, making an offer on a piece of real estate is
also scary. As with marriage, you never know exactly what you are getting
yourself into. There is risk. There is danger. But without the offer, you’ll never
experience the life that comes after. You’ll never hear a “yes” without the
request.

My goal in this chapter is to help you overcome the fear and complexity
surrounding making an offer on your future rental property. I will give you the
tools, tips, and process you need to not only present your offer, but also to get
that same positive response I heard on that beach almost a decade ago...

Yes!

How to Make an Offer

Everything in this book, up to this chapter, has walked you through the dating
phase of your relationship with real estate. You’ve explored. Learned. Grown.
But now it’s time to take action and move your relationship to a new level. It’s
time to quit thinking, planning, and talking. It’s time to start doing.

As with a marriage proposal, making an offer to buy a piece of property can be
overwhelming, but most of that is mental.



In reality, making an offer is a pretty easy task if you’ve done the rest of your
homework up to that point. You’ve committed to doing this, made a plan, and
done your math homework, so now you are ready to offer. Now is not the time to
be timid! All the planning, all the analyzing, all the mindset changes you go
through, they don’t mean anything if you don’t actually get out there and make
an offer! Now is the time for boldness, confidence, and paperwork!

How you offer will depend a lot on who will receive the offer. For example,
buying on the MLS is going to be very different from offering on a home from a
motivated seller. I'll talk about both briefly.

Offering on a Property on the MLS

When you want to offer on a property currently listed on the MLS, you need to
go through a real estate agent. Typically, one agent will represent the seller and
another will represent the buyer, but the seller will pay the commission for both
agents. In other words, a real estate agent is typically free for the buyer (you!).
Therefore, your first step in offering on a deal on the MLS will be to find a real
estate agent to work with.

Yes, you can use the same agent who is selling the property. In fact, some
investors like to work this way, because the agent is incentivized to encourage
their client to take your offer, because they would make double the commission.
The downside to this, however, is the inherent conflict of interest present when
the listing agent, who is morally bound to get the seller the highest price
possible, is also working for you. Some states, in fact, make this practice illegal
as a result. I recommend using the same agent (known as “dual agency”) only if
you are an experienced investor and don’t need any advice from the agent.

Once you have your agent, offering on a property can be a quick process. The
agent will walk you through each step using the forms supplied by the local
MLS. You’ll need to check the boxes, sign on the right lines, and send the offer
off with your agent to deliver (electronically, most likely) to the seller. Most
agents can do the entire offer process online, but I recommend sitting down with
your agent if you are just getting started with real estate and having them walk
you through each step of the process.

Once the offer has been sent off, you just need to wait for the seller to respond.

Offering on a Property Not Listed on the MLS

If you are buying a property that is not listed on the MLS, you will probably not
be using a real estate agent. While this can seem intimidating, this happens all



the time, and although an agent won’t be there to hold your hand, you’ll get
through it just fine!

Making an offer to a private seller usually begins with a verbal offer, offered in
casual conversation. It’s usually far less official at first, and it’s usually just
brought up when touring the property. When I am trying to buy a home from a
private seller, I like to start by asking the seller how much they would like to get.
Then, after some negotiation (which I’'ll cover later in this chapter), you’ll come
to an agreement on price. At that point, you can pull out your official purchase
and sale document and sign in all the necessary places to make it official.

Another casual way to make an offer without being too official is by using a
letter of intent. A letter of intent is a simple document that lists the conditions of
the purchase and sale, usually on one page, and doesn’t use all the legalese. It’s
not a legal document, just a way for both parties to see the summary of what’s
being offered. Often, the official purchase and sale document can be dozens of
pages long just to explain a few important facts. A letter of intent simply places
those facts on one page, so both parties can decide whether an official purchase
and sale agreement is worth drafting.

If you don’t have a purchase and sale (P&S) agreement lying around, don’t
worry! There are several places you can go to get one:

e Local Title Company - Title companies will often give away legal P&S
agreements because they know that by providing this free form, you will
likely end up using them for the sale closing.

e Online - There are several online websites that offer state-specific legal
forms for purchase. You can also check the BiggerPockets FilePlace at
BiggerPockets.com/files for other useful forms and documents.

e Office Supply Store - Many office supply stores, especially the big box
stores, carry P&S agreements along with many other legal forms.

e Other Investors - Ask around at your local real estate club to see if
anyone has the form you need. Most investors would have no problem
sharing theirs.

Finally, no matter how you obtain your P&S form, I recommend that you have a
local attorney take a glance at it. You want to be sure you are covering all the
necessary bases, and a lawyer can help you do that. You can also simply get a
P&S agreement from an attorney, though this might the most expensive option.

The Earnest Money Deposit



The earnest money deposit, also known as a good faith deposit or simply earnest
money, is money provided by the buyer when an offer is submitted as a way of
showing the seriousness of the offer. This deposit is essentially the buyer saying,
“Look, I really want to buy this property, and I’m putting my money where my
mouth is.”

The earnest money is pledged, and should the buyer not fulfill his end of the
contract, the seller can keep the money. Yes, you can lose your earnest money!
However, there are certain conditions that allow you to back out without losing
it, which I'll talk about later in this chapter.

How Much Is the Earnest Money Deposit?

The amount of earnest money supplied depends greatly on the price of the
property and the person from whom you are buying the property. For example,
the earnest money on a $40,000 house will probably be far less than the earnest
money on a $1,000,000 apartment complex. Although there is no hard and fast
rule that governs the amount required, most earnest money deposits tend to be
1% to 2% of the purchase price.

Because the seller gets to keep the earnest money if the buyer backs out without
a legitimate reason (which we’ll talk about in a moment), the higher the earnest
money deposit, the better the chance that your offer will be accepted. (I’ll talk
more about this in a moment.) That said, when dealing with motivated sellers,
the earnest money becomes much less “normal,” because the seller generally
doesn’t know or care much about the amount. Some investors simply make the
earnest money $1.00, and most private sellers don’t seem to notice or mind.

Who Holds On to the Earnest Money Deposit?

The earnest money should not be given directly to the seller. Instead, this money
is usually held by a third party, most likely the title company or attorney who is
handling the closing. This ensures that the rules that govern what happens to the
earnest money are followed. This is most commonly done when the contract has
been accepted and signed by both parties, not before. If you are working with a
real estate agent, your agent will mostly likely tell you when and where to drop
off the earnest money check.

What Happens to the Earnest Money?

So what exactly is the earnest money used for? What ultimately happens to it?
There are three possible scenarios that could play out, depending on how the
deal is done (or not done).



1. If the sale goes through, the earnest money becomes part of the cash
the buyer would be required to bring to closing. For example, if your down
payment plus closing costs came to $50,000, but you gave a $2,000 earnest
money deposit, you would only be required to bring $48,000 to the closing
table, as directed by the title company or attorney who closes the sale.

2. If the sale does not go through, and the buyer does not have a legal
reason to back out, then the deposit is forfeited to the seller, and the seller
receives the deposit.

3. If the sale does not go through, and the buyer does have a legal
reason to back out, the deposit is returned to the buyer.

So what are these “legal reasons” I have mentioned?

Most contracts, real estate or otherwise, contain certain provisions that outline
conditions in which the contract could be terminated. These provisions are
known as “contingencies.” In other words, the property sale is contingent on
some specifically listed things. These are legal loopholes that allow you to not
follow through on your contract, should one of those contingencies happen to
occur.

Technically, you could have contingencies for anything you can think of. Yes,
that means you could write up a contingency in the contract that says, “This
contract is contingent on the grass being colored purple” or “This contract is
contingent on my hair falling out before closing.” If you were to include those,
and the grass was NOT colored purple or your hair did not fall out, you could
cancel the contract and back out with no repercussions. Of course, these are
absurd examples meant only to illustrate what a contingency is.

So what kind of contingencies should you put in your offer?

First, understand that the more contingencies you put in your offer, the more
leery a seller will be to accept it. Think about it: if someone offered to buy your
home but only if 50 little contingencies happened, would you feel comfortable
accepting? Probably not! However, at the same time, contingencies are often
necessary to protect yourself from things you couldn’t anticipate. Like knowing
how much to offer, knowing which contingencies to include in the contract
depends on the deal itself and the person you are submitting the offer to. If I was
competing with numerous other people for a property, I might include far fewer
contingencies than I would if I were offering on a deal with no competition. But
let me share the two most common contingencies you’ll likely encounter: 1.
Inspection - You can only learn so much about a property by walking through it



on a quick tour. As I’ll talk about more later in this book, it’s pretty important to
do a deep inspection of a property before buying it, using a professional
inspector to find every imperfection they can about the property. An inspection
contingency, therefore, gives you the ability to inspect everything about the
property within a certain time frame and back out if you find something that you
didn’t expect. On residential homes, a ten-day inspection contingency is most
common. This means that after ten days, the contingency is no longer applicable.

Inspection contingencies are very common in real estate contracts, but some
experienced investors do choose to waive this contingency, opting instead to
take the risk that nothing unforeseen will come up in the inspection. If it does
and they have to back out because of it, they could lose their earnest money.
Other investors, including me, often designate much shorter inspection periods
(often as brief as three days), knowing that this will still allow time to get in and
get the property looked at in detail, but it will look better than those who need
ten days. (Of course, you need to know that you can get it inspected in this time
frame. Often, professional inspectors are booked out several days in advance and
take a couple of days to get the report to you.) 2. Financing - What would
happen if you tried to buy a property but at the last minute, you found out that
your financing had fallen through? As disappointing as that might be, you might
also lose your earnest money if you don’t have the financing contingency in
place. The financing contingency allows a buyer to back out and to keep their
earnest money should the buyer not be able to obtain a loan.

Of course, if you are paying cash for a house, you will have no need for a
financing contingency, and your offer will likely look much stronger to the
seller. Some investors choose to avoid using the financing contingency, even if
they are using a loan. This can help make their offer stand out, because the seller
knows that either the deal will close or they’ll get the earnest money, no matter
what happens. Of course, if you choose to waive the financing contingency but
still plan to use a loan, this can increase your risk of losing that earnest money
should something go wrong with your financing.

What Should the Offer Include?

Every real estate offer can basically be boiled down to the who, what, where,
when, why, and how of the deal.

WHO is making the offer and to WHOM?
WHAT is being bought and for WHAT amount?
WHERE am I getting the funds? (the financing)



WHEN am I planning to buy it? (the closing date)
WHY would I back out of this offer? (the contingencies)
HOW is this all going to happen? (the fine print)

In essence, everything from a transaction can be summed up in this. When
offering on a deal on the MLS, your agent will likely walk you through every
step of the document, but if you are offering on a property directly to a seller
without an agent, you are on your own. Therefore, let’s go through these
elements in a bit more detail.

The WHO and WHOM are fairly obvious when you’re making an offer. The
WHAT and WHEN should be clear as well. So let’s focus on the WHERE,
WHY, and HOW.

Where Are You Getting the Funds?

Yes, the chapter on funding your purchase comes later in this book, but let’s
touch on the subject now. When you submit an offer, you’ll likely include what
kind of financing you’ll be using for the purchase. Will you be using all cash?
Will you be obtaining conventional financing through a local bank? Will you be
using private or hard money? Most sellers want to know this information before
they allow you to tie up their property for the next month or two only to back out
at the last moment because you can’t actually buy it. If you are using financing,
it can help to provide a letter from the lender showing that you have already
been approved for a loan (known as a pre-approval letter).

Why Would You Back Out of the Offer?

In other words, as we discussed earlier in this chapter, what are the contract
contingencies? Can the buyer back out if they can’t obtain financing? What if
they find some surprise problems during the inspection, like asbestos in the attic
or plumbing that hasn’t worked in a generation? What if the house appraises for
far less than what was offered? Make sure your P&S document spells all this
out.

How Will This All Happen?

In other words, the contract should spell out the exact process by which the sale
will proceed. This includes all the small print that helps the title company or
attorney know exactly how to move forward with the sale.

How Much Should You Offer?



Now for the difficult question: how much should you offer?

Hopefully, you did your preliminary numbers on the deal and have a decent idea
of what you can pay for the property. But should you offer that exact amount?
Should you lowball the seller (offer an extremely low price, hoping they take it)?

The truth is this: there is no one right way.

Some investors choose to submit a lot of lowball offers, hoping something,
somewhere pans out. Others choose to give their highest and best offer up front.
Still others find room in the middle. Each of these techniques have a time and
place, but each individual deal will dictate the kind of offer you should submit.

For example, if the home has been sitting on the market for a long time, and you
have a good indication that the seller is eager to sell, there is no real danger in
submitting a lowball offer to see what happens. However, if you are in a
competitive market and a new listing hits the MLS at a great price and you know
that it’s going to sell quickly, you may want to cut out the chase and simply offer
your highest amount, right then and there. Sometimes, you may even need to
offer more than the asking price.

The transaction for a triplex I recently purchased went exactly that way. The big,
ugly, purple triplex REO hit the market at $70,000, and I knew just by the photos
that this thing would go quickly. It needed some work, but the property was in
overall great shape and would bring in almost $2,000 per month in income.
Within hours of the home hitting the MLS, I submitted a bid of $72,000 for the
property, wanting to be the first and assuming that any other offers would be full
priced but that few would go over. I was right, and today, this property is one of
my highest cash flow deals. Had I tried to lowball the seller with a $50,000 offer,
they would have laughed at me and moved on to another interested party. But for
me, even at $72,000, the numbers worked great. And that’s key! The numbers
worked at $72,000. I would never pay more than asking price just to win a bid if
the numbers didn’t pencil out, and you shouldn’t either, unless you have some
dramatic future reason for doing so.

Another property, which I mentioned earlier in this book, I walked through a
home on the MLS, and the seller was home, so we struck up a conversation. She
was trying to move to California, and the house, which she could not take care
of, was the only thing keeping her from doing so. She was eager to go be with
the rest of her family and just wanted out. The seller was asking $30,000 for the
piece-of-junk property, but because of the condition, I didn’t expect any other
investors to be pounding down her door. It was only a mediocre deal. I offered
her $16,000 for the property and told her I could close in two weeks. She took it.



As you can see from these two examples, I submitted an offer on both these
properties the day they were listed, yet my strategy was different for each. The
motivation was different, as was the relative price. These are just a few nuances
in the real estate game that you’ll master quickly once you start making offers.
Never assume that the offer process is always black and white, and keep your
eyes open to cues that will help you make a solid offer with the best chance of
being a win-win for all parties involved.

There is no silver bullet in knowing exactly how much you should offer. Each
deal is different and requires a different analysis and strategy. Yes, this means it
takes work! However, the more offers you make, the more deals you’ll close,
and the faster you’ll reach your financial destination. Just keep one eye on the
financials and the other on the situation, and you’ll do great.

16 Tips for Getting Your Offer Accepted

Making offers—and getting them accepted—is often as much about art as math.
This section will give you 18 tips for getting your offer accepted. No one tip is
applicable to every situation, but to paraphrase an analogy, “The more tools you
have in your tool shed, the more projects you can build!” Consider each of these
a tool in your shed.

1. Work Fast - As they say, the early bird gets the worm! Sometimes, the secret
to getting a “yes” is as simple as being the first to offer on a property. Be sure to
have automatic alerts set up with your real estate agent, so you’ll instantly be
notified about new properties as they hit the market. Then, don’t hesitate! Run
the numbers and make the offer! Don’t let fear slow you down.

2. Offer Your Best Up Front - Rather than playing a game with the seller, offer
your maximum offer right up front. If they counter and try to make you go
higher, just say no! If the numbers work at $90,000, sometimes it’s best to just
offer $90,000 and not try to shoot for $85,000.

3. Submit a Letter with Your Offer - When offering on a piece of property,
remember that there is always a person at the other end of the line making the
decision, even if it’s a bank REO. So if you want to get your deal accepted, get
that person to like you! I think the best way to do this is simple: include a letter
with your offer. This doesn’t have to be anything formal, just a quick message
letting the seller know who you are and what you plan to do with the house. I use
this strategy almost every time I submit and offer, and I can promise you, it
works!

I also believe it’s important to include a photo with the letter. This lets the seller



know that you are not just “some investor.” You are a real person! (Include your
family in the photo for added benefit!) Here’s the letter I use, in figure 12, for an
example. Feel free to modify this and submit it with your next offer:

Hellal

My name is Brandon; my wife and | are active real estate investors here in Grays Harbor
County... and have a special love for ugly properties, which altracted us to yours! ;) We love
this community and love 1o make cid properties new again, revitalizing this area and
improving the neighborhoods where we live and waork!

As you know, Address has a few maintenance concems, but that's my specialty
I'd love to put new electrical, windows, flooring, and Toundation in, plus the usual paintietc,

A5 my real estate agent's name  can testify to, | am a very active buyer hera in town
and always do what | say I'm gaing to do. | don't put properties under contract unbess I'm sure
| can deliver,

Hopefully this attached offer sounds reasonable to you! | know I'm offering less than you
were asking, bul due to the repairs needed, these are the numbers that make it wark for me.

Either way - | wish you the best of luck!

| hook forward o working with you,

Sincaraly,

=
e
é‘ Brandon and Heather Turner

Figure 12

4. Discover the Seller’s True Motivation - Always try to determine what the
seller’s true motivation is. Are they looking for the absolute highest price? Are
they in need of a fast closing? Just yesterday, I walked through a house with
someone who called me after finding my “I buy houses” website. While touring
the house, I learned that the home is owned by his grandmother, who can no
longer afford the tax or insurance payments on the home. They want to use the
money to buy her a new car, and soon. This person’s main motivation was not
getting the highest price but solving a problem quickly.

5. Feel Uncomfortable - A real estate agent friend of mine once told me, “If 1
submit an offer, and it doesn’t make me blush, I offered too much!” In other
words, when you’re trying to get a good deal, submitting offers should make you
a bit uncomfortable! So get out there, make some offers, blush a bit, and get a
few killer good deals.

6. All Cash Helps - If you can afford to offer all cash on a property, this can
help you get an offer accepted, even if other potential buyers have offered more!
Sellers love cash buyers, because they know the money is there, and the risk that
the buyer will not be able to follow through drops significantly.



7. Remove the Financing Contingency - Even if you can’t afford to offer all
cash, you can always remove the financing contingency from the offer. Of
course, if you remove the financing contingency and then can’t get a loan for the
property, you could lose your earnest money deposit. This is a risk, of course,
but if you are confident taking this risk, it can help grease the offer and help you
get to “yes.”

8. Waive the Inspection Contingency - Most sellers know that their property
needs a lot of work. Therefore, sellers get nervous when people want to do an
inspection of the property. They fear that they will accept an offer, and then a
week later, the buyer will back out because they discovered how bad the
property really is. Therefore, if you want to dramatically increase your chance of
getting an offer accepted, don’t include an inspection contingency. Again, this
will increase your risk, because if you learn something about the condition that
you did not expect, you can’t back out without losing your earnest money
deposit. However, removing the inspection contingency can be a powerful way
to make your offer stand out.

9. Close Faster - Once a seller decides to sell their property, they can’t wait to
get that burden off their shoulders! Make your offer stand out by offering a
shorter (sooner) closing date. Of course, if you are using a normal bank loan,
you might not have much of a choice (banks typically take 30-45 days to get
through all the paperwork to buy a property). But if you are using cash, private,
or hard money, set a quick close date.

10. Give Two Offers - When you submit an offer on a property, the seller will
compare what you offered with what they are asking. If you offer $150,000 on a
$190,000 house, they will instinctively do the math and say to themselves,
“Wow, they are offering me $40,000 less than what I’m asking.” Instead,
consider submitting two offers on a property, so the seller compares the two
offers, rather than the asking price and your offer. Perhaps one offer could be for
$150,000 cash, and the other for $165,000 with financing and will take 60 days
to close. The seller is now trying to decide which offer is better—and ignoring
their asking price. This “price anchoring” strategy is used in many different
industries but only rarely in real estate (which is too bad, because it works really
well!).

11. More Earnest Money - Show the seller you are serious by offering a larger
earnest money deposit. Although 1%—-2% is customary, consider offering
significantly more to show the seller how dedicated you are. Just be sure you
have those contingencies in place, should you later want to back out. I’ve even



known some investors who offer all cash, with no contingencies, and they make
their earnest money the exact same amount as the purchase price! In other
words, they guarantee a sale in the offer. Now, that is a powerful offer.

12. Provide Your Pre-Approval Letter with the Offer - If you’ll be using
bank financing for the purchase, be proactive and include a copy of your pre-
approval letter with your offer. It’s one thing to tell the seller that you can
qualify, but it’s another for them to physically hold the pre-approval letter in
their hands so they know that the sale will go through.

13. Include an Escalation Clause - An escalation clause can be included in an
offer and is used when a property might have multiple bidders. It essentially
says, “If someone else bids higher than me, this offer will automatically increase
to $X above theirs, up to a certain point.” So you might offer $100,000 on a
property but include an escalation clause that says you will pay $500 higher than
any other offer that comes in, up to $110,000. This way, if someone comes and
offers $106,000, your bid will automatically increase up to $106,500. The
danger of an escalation clause, of course, is that it tells the seller exactly how
high you will go! Therefore, only use an escalation clause if you know there will
be multiple offers, and never make your maximum price higher than what you
should pay.

14. Offer to Clean Out the Property - Houses can accumulate a lot of stuff
over time, and removing this stuff can be incredibly overwhelming for the seller.
Therefore, if you are offering on a property that has a lot of junk in it, make your
offer stand out by offering to clean out the property for the seller. Or, to tie in
one of the tips I mentioned earlier, give the seller two offers, one that includes
junk removal and one that doesn’t!

15. Pay the Seller’s Closing Costs - Selling a home can be expensive, so if the
math works for you, consider offering to pay part or all of the seller’s closing
costs.

16. Offer Again - Finally, remember this: just because your offer was turned
down, that doesn’t mean you can’t offer again soon. I once offered $60,000 on a
property that was listed at $80,000 and was rejected. I let it go. After the
property sat on the market for three more months, the seller dropped their price
down to $59,000. I offered $40,000 at that point, and my offer was accepted—
$20,000 less than I had originally offered to pay!

Wrapping It Up

Making an offer is scary, it’s overwhelming, it’s a big deal.



However, it’s also necessary if you want to get off the sidelines and take your
future by the tail so it submits to your desires. As with a marriage proposal, if
you want to hear “yes,” you need to first present the offer. There are no two
ways about it. The dating phase is over; it’s time to get serious.

Of course, certain discussions need to take place before the transaction can
happen. Who’s going to pay for what? When is it going to happen? How do we
know this is really the right thing? In real estate, this is known as the negotiation
period, and your success at this stage will determine the success of your financial
future.



CHAPTER 12 - REAL ESTATE
NEGOTIATION

“In business as in life, you don’t get what you deserve, you get what you
negotiate.”

~ Chester L. Karrass

It started with a flock of Canadian geese in the wrong place at the wrong time.

On an average, cold January afternoon in 2009, Captain Chesley “Sully”
Sullenberger lifted the Airbus A320 carrying 150 passengers and five crew
members out of LaGuardia airport in New York City. At 3:27 p.m., two minutes
after takeoff, the plane struck the flock of birds, which disabled both engines and
caused a fire in at least one. The plane was dead in the air. Without sufficient
altitude and with no power to climb much higher, Captain Sully promptly
determined that returning to the airport was not an option, and only one
alternative existed: a water landing on the Hudson River.

As Captain Sully lined the plane up with the water, he focused on keeping it
level. Too far left or right, and the wings could hit the water first, causing the
plane to tear apart. If the plane tilted down too much, it could cartwheel head
over heels, killing everyone on board. If it tilted back too much, the plane’s tail
would catch the water, causing the Airbus to slam down on the surface with the
force of a bomb. Minor adjustments were made, both by the onboard electronics
and by the captain himself—a little bump left, a little bump right. At 3:29 p.m.,
Captain Sully radioed the three most terrifying words any airline passenger
could hear: “Brace for impact.”



The plane collided with the water of the Hudson River at 3:31 p.m., in full view
of the lawyers, stockbrokers, and other professionals in the skyscrapers along the
Manhattan skyline. Because of the precise leveling of the plane and Captain
Sully’s experience, the plane did not tear apart, nor did it flip. It landed perfectly
on the water, and Captain Sully, along with the four other members of the crew,
assisted all 150 passengers to safety. Captain Sully was an American hero.

In an interview with news anchor Katie Couric after the event, Sullenberger said,
“One way of looking at this might be that for 42 years, I’ve been making small,
regular deposits in this bank of experience, education, and training. And on
January 15, the balance was sufficient so that I could make a very large
withdrawal.”

As 1 prepared to write this chapter on negotiation, my thoughts immediately
went to the concept of an emergency water landing and the “Miracle on the
Hudson.” Negotiation is the art of staying steady in a turbulent situation. It’s
about making minor adjustments to the left, to the right, backward and forward.
It’s about keeping calm when hope seems lost. It’s about successfully handling
the unforeseen circumstances that hit you right in the face.

Although you may never safely crash-land an airliner onto the Hudson River, I
believe that you have—that every person has—the skills to become a great
negotiator. All you need are “small, regular deposits into the bank of experience,
education, and training.”

In this chapter, I will give you that.

The Negotiation Process

In the previous chapter, I talked about the process of offering on a piece of real
estate. What happens next, however, is somewhat out of your control. You wait
for a response. A seller could respond to your offer in three different ways:

1. Accept it
2. Reject (or ignore!) it
3. Make a counteroffer

If they accept it, great! If they reject it, that’s okay; there is always another deal,
or you could reoffer again when the seller wises up. However, when a seller
submits a counteroffer, that’s when the real fun begins.

A counteroffer (often just called a “counter”) is a response to another, earlier
offer. In other words, if you offered $100,000 on a property, and the seller says,
“No, I want $110,000,” that response from the seller is the counteroffer.



In most of the deals I’ve offered on, the original offer has not been accepted; the
same will likely be true for you. And that’s not a bad thing! I argue that if your
initial offer is accepted, you probably offered too much! Of course, if you are in
a highly competitive market, this might not be the case, but generally, I consider
a counteroffer a good thing. It means the seller wants to sell to me and is willing
to find common ground where both parties can get what they want. The
negotiation process is where the two sides try to make that happen. Remember,
both parties want the exact same thing: a sale.

Many people see the word “negotiation” and envision one party winning and the
other losing. However, in a good negotiation, both parties walk away feeling like
they achieved pretty much, if not exactly, what they wanted. When there is no
negotiation, that’s when one of the parties tends to feel they got shafted! So
remember: a little back-and-forth is a good thing. In this chapter, I will explain
how to do that, successfully.

Keep in mind, I’m not referring to negotiating just on the price. In fact, there are
multiple parts of the contract that can be negotiated. For example, you could
negotiate for any or all of the following:

. Price - How much are you actually going to pay for the property?

. Closing date - When will you close? Next week? Next month?

. Closing location - Where is the closing going to take place? Your
title company? Theirs? An attorney’s office?

. Contingencies - What contingencies could be removed from the
P&S agreement?

. Financing - Will the seller agree to carry a second mortgage on the
property?

. Closing costs - Who will pay for what during the closing process?

. Home warranty - A home warranty is sometimes included in the

sale of a home and covers certain repair items after the sale happens. This
can help smooth any concerns on the part of the buyer. Will your deal
include one? If so, who will pay for it?

. Repairs - What do you need the seller to fix before you purchase
the property? Will you hold them to it? Will you buy the property “as is”?

. Credits - What about getting credits at closing toward certain
repairs that are needed? If a new roof is needed, and the seller doesn’t want
to put one on before closing, could you negotiate the cost of a new roof



given to you at closing?

. Possession date - When will you actually take control of the
property? While it’s most common to transfer possession immediately after
the title has been transferred, this is negotiable. Maybe the seller needs a few
more weeks. Maybe you want to get in early. It’s all negotiable.

. Items left in the property - What is the seller required to leave at
the property? Appliances? Tools? Furniture? This is all negotiable.

Again, these are all elements you can negotiate, either offering or asking for a
concession. (A concession is when the other party gives up something in the
negotiation.) Perhaps the seller is firm on the price, but you can get more repairs
done on the property before closing. Or perhaps they don’t want to do anything
with the condition or the price, but the seller is willing to carry a contract on the
property (seller financing) for a short period while you fix it up. The possibilities
are nearly endless as to what your negotiation can produce, so look at
negotiation as a huge opportunity for you to creatively achieve your goals.

When you’re offering on a property through the MLS, the negotiation will take
place through the agents. You’ll never likely sit down across from the seller to
engage in some television-worthy negotiation. Instead, the negotiation will take
place through a back-and-forth exchange of documents signed by you, given to
your agent, sent to their agent, and finally given to the seller. The seller will then
either accept, reject, or reply with a counteroffer. Your job, at that point, will be
to either accept the counter, reject it, or reply with yet another counteroffer.

When offering on a property outside the MLS, through a private seller, your
negotiations will likely be much more direct. In fact, you might negotiate every
point on the hood of your car or sitting at the seller’s kitchen table. Yesterday, I
negotiated a deal while sitting inside the seller’s truck, just outside the house I
was buying! The back-and-forth will likely be much less formal, though I still
recommend putting as much of the negotiation on paper as possible, even if that
just means pulling out a sheet of blank paper and writing down the terms.

When to Negotiate

There are three primary times when you might consider negotiating the terms of
the offer.
1. At the Beginning

The most intense negotiations you’ll likely encounter when buying a property
will happen at the beginning, immediately after you submit an offer. This is



when the big items on the agenda are hashed out and your “ideal offer” is
presented to the seller. You submit an offer, they counteroffer, you might
counteroffer that, and so on, until either an agreement is reached or you go your
separate ways.

2. After the Inspection

If the inspection reveals some defect in the property you were not expecting, you
can negotiate again at this point. If you included an “inspection contingency” in
your offer and you are within your inspection time frame, you can back out of
the deal and will get your earnest money back. Some investors choose to
negotiate very lightly at the beginning and instead to push their weight around
after the inspection. Personally, I don’t recommend this tactic unless you
absolutely have to. This is not a great time to negotiate, because at this point,
you have likely spent a good deal of money on the inspection, possible
appraisals, and other aspects of the deal. However, if you find something you
didn’t expect during the inspection, don’t be afraid to renegotiate the deal. Just
don’t be a jerk about it!

3. Anytime!

In reality, negotiations can (and will) happen at every step of the process. Until
the property’s title is officially transferred from seller to buyer at closing, the
real estate deal always feels as though it’s balancing on the edge of a cliff, and
the slightest breeze could push it over. Negotiation is about both parties keeping
the deal from falling, so slight negotiation is needed throughout the process to
make sure it closes.

13 Tips for Successful Negotiation

Although the following tips may not work in every case, the more negotiation
strategies you know, the better you’ll be able to negotiate any deal. You’ll likely
find that you already use a number of these strategies in your daily life, whether
negotiating with your kids, your spouse, or coworkers.

1. Be Prepared to Walk Away

Perhaps the most important negotiation strategy of all is being 100% prepared to
walk away from a deal if you don’t get what you want. When you don’t need
something as much as the other person, your position is strengthened. This is
much more difficult than it might seem, though, especially for new investors.
You work so hard to find a deal and finally locate something that might work, so



you are now likely emotionally attached to the deal. You really want the deal to
go through! I get it! But if you are desperate, you’ve already lost.

Also, make sure the other party knows that you are prepared to walk from the
deal if you don’t get what you need.

2. Know Your Role

Before going into a negotiation, and throughout the negotiation process, know
your role and where you stand. What is the prize? If you walk into a negotiation
like John Wayne and start demanding a ton of concessions, but the seller has five
backup offers on their property because it’s a seller’s market, you’ll just make a
fool of yourself as they slam the door on your offer and turn to one of the other
buyers. So have an accurate perspective on where you stand in the negotiation.

3. Always Get Last Concession

The negotiation process contains a lot of back-and-forth, asking for (and
offering) concessions. For example, the seller might ask you to pay $100,000,
and you can accept, but only if they pay for your closing costs. Maybe they’ll
come back and say “I can’t pay all of them, but I can pay some,” so you can
reply with “Sure, as long as you throw in a home warranty.” As J Scott, author
of The Book on Flipping Houses, once wrote, “If the other party realizes that
every time he asks for something, he will need to give something, he will
naturally shy away from asking for more than what he needs in fear that he will
be asked to give up something important in return for additional (non-essential)
demands on his part.”

4. Find True Motivation

What does the other party really need from the negotiation? Often, the true
motivation is not what you think it is. Maybe they need to close quickly, so price
is less important. Maybe they don’t want to lose their recurring income from
their rental property, so they might be open to seller financing. Use the
negotiation time to discover what their true motivation is, and try to give them
what they need while you get everything else you want.

5. Use a Red Herring

This negotiation strategy is named after a technique used to train dogs for fox
hunting competitions by distracting the animal with the strong scent of a dead
fish. The red herring tactic is meant to drive the negotiation to focus on
something inconsequential, distracting the seller from what you really want. For



example, you might really want the best price, but when you offer that low price,
you also offer, and focus on, something you know the seller won’t give up, like
agreeing to leave their fine dining china in the home. They may insist that the
china is nonnegotiable, perhaps even be a little offended you asked, but it will
make the low-priced offer appear even better. “This guy is crazy,” they’ll say.
“There is no way we’re giving you Grandma'’s fine china! We’ll take the price,
but we’re keeping the china.”

And you’ll smile and accept.

6. Institute a Penalty When They Ask for Concessions

The negotiation process can be awkward and uncomfortable for all parties, but
everyone wants the same thing. You can help your negotiation by making it a
little more uncomfortable by instituting a penalty whenever the other party asks
for a concession. A penalty could be as simple as not responding for several days
or requiring your lawyer to look over the issue. This will train the other party to
stop asking for concessions, because they’ll quickly realize it hurts them every
time they do.

7. Stick to Your Numbers

Real estate is largely a game of mathematics and numbers, so while negotiating,
stick to your numbers, and don’t let emotion take over. Appealing to the math is
a great strategy when negotiating, because it’s hard to argue with. “Mr. Seller,”
you’ll say, “at $100,000, my expenses with taxes, insurance, vacancy,
maintenance, and management will be almost $900 per month, and I can only
rent the property out for $1,000 per month, which would only give me a 5%
return on investment. This doesn’t work for me, but at $90,000, it would push
my return up to 9%, which does work for me.” It’s hard to argue with that.

8. Don’t Get Offended

Keep the negotiation light, and don’t get offended. Remember, it’s all a game of
back-and-forth. I’ve seen friends carry on negotiations that look a lot like this:

My friend: “I can pay $100,000.”

The seller: “No, $100,000 is way too low. I need at least $120,000.”
My friend: “Screw you! You’re crazy!”

End of negotiation.

Don’t be like my friend. Keep it light, so neither side gets offended. Your goal is



to keep working the negotiation until both sides get what they want, so unbunch
your panties and sit down at the negotiation table until you get what you came
for.

9. Negotiate with Data

When possible, use data to negotiate your point. One of the best ways to do this
when buying a piece of property is by having the comparable sales (comps) with
you when negotiating. The seller may want $150,000 for their property, but if
you can show them that other similar properties have sold recently for only
between $120,000 and $130,000, you’ll take them out of their fantasyland and
ground them in cold, hard facts. It’s tough to argue with data!

10. Don’t Be Insulting

Don’t insult the other party or their property. Don’t tell them they are crazy, that
their property is a pile of junk, or that they are terrible negotiators. You need to
keep the other party liking you while negotiating.

11. Let the Other Party Feel Good

At the end of a good negotiation, both parties should feel as though they won
and the terms are fair. You never want to leave a negotiation with the other party
feeling ripped off. Therefore, be sure to give something as well when
negotiating, and don’t dominate every point. Let the seller believe that they are a
good negotiator and got some great concessions out of you. Let them see you
bleed a little bit! For example, if your maximum allowable offer on a deal is
$67,000, make $62,000 your known “max offer” and let them push you a bit
higher if needed. They’ll feel good that they pushed you higher than you wanted,
but you’ll still get exactly what you wanted—they just don’t know that!

12. Demonstrate Why You Are a Great Buyer

During the negotiation for a property, feel free to remind the other party often
why you are a great buyer. If you are paying cash, drop that fact numerous times
in the conversation. Let them know how consistent you are in your purchases,
how strong your credit is, how pretty you can make houses look when fixed up.
You want the other party to want to sell to you, so remind them often that you
are the best. When talking with motivated sellers, I like to tell brief stories about
other properties I’ve purchased and rehabbed, sharing how I closed so quickly
and was able to help the seller out. I find ways to slip into the conversation the
benefits of selling to me, without making it obvious that I’'m “selling myself.”



This helps encourage the seller to keep negotiating and ultimately sell the
property to me.

13. Ask for Their Lowest Price, Then Go Lower

When negotiating in person with a motivated seller, one tactic that works almost
every time is simple: ask the seller what their lowest price is. They’ll usually tell
you a number, but this is never their real lowest price—this is their starting
price!

Then, ask them a follow up question like “Okay, but what if I could pay all cash
and close next week?” They will almost always go a little lower. If you wanted
to push it one more time, you could say something like “So, if I were to offer
you [amount even lower than their new lowest price] and get you the cash you
need in the next ten days, that would be unreasonable?” No one likes to appear
unreasonable, and there is a good chance they’ll respond with “Yeah, I could do
that.”

In just less than one minute, you were able to talk them down twice from their
“lowest price,” potentially saving you thousands (or even tens of thousands) of
dollars. Calculate that out to a per-hour cost, and it’ll be the best, easiest money
you’ve ever made!

Conclusion

Like crash-landing a plane on an icy river, your goal with your negotiation is to
keep it level and safely accomplish your goals. Negotiation is about the give-
and-take, the minor adjustments to the left and to the right that will help you
bring your next deal to a happy landing.

However, unlike plane crashes, negotiation is not a rare occurrence. It takes
place at part of every real estate transaction in every part of the world. It can be
uncomfortable, awkward, and scary. It requires practice, patience, and guts.
However, if you don’t negotiate, finding a great deal and reaching your real
estate goals will be incredibly hard. So overcome those fears, learn to master the
art of negotiation, stick to your numbers, and go build yourself an incredible
future.



CHAPTER 13 - FINANCING YOUR
RENTAL PROPERTY

“Creativity is just connecting things. When you ask creative people how they did
something, they feel a little guilty because they didn't really do it, they just saw
something. It seemed obvious to them after a while. That's because they were
able to connect experiences they've had and synthesize new things.”

-Steve Jobs

When I purchased my first home, my real estate agent gave me a $100 gift card
to the local hardware store. I knew nothing about rehabbing properties, but I was
ecstatic! For the first time in my life, I was going to buy tools. My own tools!

My first purchase consisted of the basics: hammer, screwdrivers, a drill, and a
few miscellaneous objects I thought I might need to successfully tackle the rehab
of my home. I went back to my newly purchased property and got to work. But I
quickly ran into problems when my hammer and drill proved ineffective for
most of what needed to be done. I found myself back at the hardware store,
buying more tools so I could accomplish more tasks around the house. Over the
past decade, I’ve acquired an entire garage of tools that allow me to handle
anything from flooring to plumbing to roofing to foundations.

Understanding financing is a lot like collecting tools in a toolbox. The more
tools you have, the more (and bigger) projects you’ll be able to tackle, and the
more successful you’ll be. Since I began investing in real estate nearly a decade
ago, I’ve purchased real estate in almost every way possible. If you are new to
real estate, you might be asking yourself, “How many ways are there, really?”
The answer is a lot.



My goal in this chapter is to educate you on all the most popular ways of
financing rental properties, whether you have hundreds of thousands of dollars in
the bank or just a few bucks. I'll cover traditional methods as well as more
creative options, in hopes of giving you all the tools you need to tackle whatever
projects are put in front of you. Let’s get started with perhaps the oldest form of
financing: cash.

All Cash

Many investors choose to pay all cash for an investment property. Back in 2012,
BiggerPockets and Memphis Invest conducted a nationwide survey of American
citizens and discovered a number of interesting facts, including that 24% of U.S.
real estate investors were using 100% cash to finance their investments.

To be clear, even when investors use terms like “all cash,” the truth is, no “cash”
is actually traded. In most cases, the buyer brings a check (usually certified
funds, such as a bank cashier’s check) to the title company, and the title
company writes a check to the seller. Other times, the money is sent via a wire
transfer from the bank.

This is the easiest form of financing, because there are typically no
complications, but for most investors (and probably the vast majority of new
investors), all cash is not an option. However, let’s talk about this for a moment
longer.

There exists a debate in the investment world about using cash for a property
versus getting a loan. In one camp, you have the “no debt” people, who say a
person should only invest in rental properties if they can pay all cash for the
deal. The “leverage” camp responds with the math that shows that a person using
leverage can obtain a much better ROI by using a loan. The “no debt” camp fires
back, “But 100% of foreclosures happen to people with debt.” And the debate
rages. Who is right? If you had $100,000, would it be better to buy one house for
$100,000 or five houses with a $20,000 down payment on each?

Once again, I don’t believe there is a right answer, but rather a right answer for
you. In other words, what works for me might not work for you. Your decision
to use debt will depend heavily on your personal finances, your goals, your age,
and other key factors.

Using all cash is safer in some regards, of course. If you owned a piece of
property worth $100,000 without a mortgage, you could easily sell the property
if you needed to. If the property was tough to rent out, you could afford making
the tax and insurance payment to keep the property floating until a renter began



to pay. For simplicity, let’s say that the house rented for $1,200 per month, taxes
and insurance were $200 per month, and all other expenses, over time, averaged
$400 per month (repairs, vacancy, CapEx, maintenance, etc.). This means your
total expenses on the property, not including the mortgage, would be $600 per
month, and your cash flow would be $600 per month, or $7,200 per year. While
this isn’t a bad amount of cash flow, it represents just a 7.2% cash-on-cash ROI.

On the other hand, let’s say you bought this same property but used a 20% down
payment loan, meaning you took out an $80,000 mortgage. Eighty thousand
dollars at 4.5% interest for 30 years is about $400 per month. So, add that $400
to the $600 in expenses we already assumed, and you are at $1,000 per month in
total expenses with the mortgage in place, leaving you with $200 per month in
cash flow, or just $2,400 per year—far less, of course, than the $7,200 per year
we saw with the all cash purchase. However, $2,400 in cash flow on a $20,000
investment represents a 12.0% cash-on-cash ROI—a pretty drastic difference.

Maybe the difference between 7.2% and 12.0% doesn’t seem that drastic, but
check out this chart in figure 13 that shows what a $100,000 investment, over 30
years, looks like at 7.2% and 12.0%.

Clearly, leverage can increase the ROI with the property. But is the increase
worth the increased risk you are also taking? That’s a question for you to decide.
So let me mention a few more possible concerns with paying all cash for a

property.
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Figure 13
In Chapter 1, I talked about the four wealth generators of rental properties.
Those were:
. appreciation
. cash flow

. tax savings



. loan paydown

So we’ve already seen that paying all cash can help you get a higher cash flow
dollar amount but potentially a lower cash-on-cash ROI. But let’s look at how it
affects the other three wealth generators.

Appreciation - The property will appreciate at the same amount whether you
have a loan or not. But, again, what actually changes is the ROI. If you paid
$100,000 for the property with all cash, and in one year, the property value
climbs to $110,000, you have effectively increased your wealth by 10% and
made $10,000 in equity. If you used that 20% down payment and only spent
$20,000 on the property, and the value then climbed to $110,000, you’d have
also made $10,000 in equity. But you’ve made $10,000 in equity but only
invested $20,000, which means you’ve increased your wealth by 50%! Of
course, the leverage game works both ways: if the property were to decrease in
value, you could be looking at a catastrophic loss in value. However, if you are
following the rest of the guidelines in this book and are buying great rental
property deals, and if the appreciation is only the icing on the cake, you could
continue holding until the value rose again.

Tax Savings - Although you will still get the depreciation benefit if you own
a property free and clear, you will no longer be able to deduct the mortgage
interest payment from your taxes, so you will likely end up paying the IRS each
year on the money you make from your rental property. In the example of the
$100,000 house, with the all cash offer, the owner was clearing around $7,200
per year but can only deduct approximately $3,000 from depreciation, leaving
them with a tax bill at the end of the year on their profit. However, when using
leverage, the cash flow comes to only $2,400 per year after all expenses. At this
point, the $3,000 deduction for depreciation would show a paper loss on the
property, and no taxes would likely be due (depending on numerous factors,
such as the percentage of the mortgage payment that was interest compared to
principal.). Again, keep in mind that this is a very simplistic discussion on
depreciation, and you should consult with a CPA for more information.

Loan Paydown - Of course, if you have no loan on the property, you have no
loan paydown. You have essentially killed one of the four wealth generators. In
the example of the $100,000 property, the tenant is paying off that $80,000
mortgage little by little, which increases your total return. Although you started
with a mortgage of $80,000, after ten years, you might owe only $65,000 on the
property, increasing your net worth by $15,000 because your tenant paid the
mortgage each month. After 30 years (or whatever loan length you used), the



property is 100% paid off, and you never (hopefully) had to make that payment
yourself. (Of course, you are still physically making the payment, but it’s your
tenant’s rent that is covering that payment.)

Liability with Cash Offers

Finally, let’s talk about one more reason you may or may not want to use cash:
liability.

When investing in real estate, there is a very good chance that someday,
someone will try to sue you. When you own a property free and clear, this is
typically evident on the public record, because there is no bank lien on the
property. Therefore, you are essentially holding up a sign that says, “I have lots
of money that you can try to take!!” If a disgruntled tenant approaches a lawyer
to try to sue you, which scenario do you think will make the lawyer more excited
to go after you: you have $100,000 of equity in a property or $20,000 of equity
in a property? If the latter, the lawyer would understand that even if he did win
the lawsuit, the most they could do is force the sale of the property, probably at a
discount. After all the closing costs, there would be little or no meat left on the
bone. Therefore, lawyers (especially those paid on the outcome of a lawsuit, as
most lawyers of this type are) are reluctant to pursue rental owners who have a
lot of leverage.

It may seem to you that I’m trying to influence you one way or another on using
leverage, but honestly, that’s not my goal. There are more important things in
life than maximizing your ROI. Security, flexibility, and the “happy wife, happy
life” (or happy husband) philosophy may matter to you more than maximizing
your return. Maybe that 7.2% cash-on-cash return, for example, combined with
the possible appreciation on the deal, would be more than enough for you. Great!
My goal in this section was to simply share with you the benefits and risks of
both options.

That said, here are a couple quick tips for if you do plan to use all cash on your
investment properties:

1. Pretend You Aren’t - Using all cash makes people lazy. When
buyers can simply write a check for a property, it’s natural not to have the
same motivation to find an incredible deal. Therefore, when buying a
property for all cash, pretend you are not doing so. Run the numbers as
though you had to obtain 100% financing for the property. Would it still
cash flow? If not, you may want to think twice about buying it. Analyze
your cash-on-cash return, and make sure you aren’t using your all cash



purchase to justify a bad deal.

2. Use Entities Wisely - If you are going to own properties free and
clear, at least try to hide the fact! Talk with your CPA and lawyer to
discover the best way to hide your ownership from the public record.

3. Consider Financing Later - Using all cash when making an
offer can help you get better deals because sellers love cash offers.
However, just because you bought a property with all cash, that doesn’t
mean you have to keep it that way. You can place financing on the property
after the purchase (usually 6-12 months later, depending on the bank) and
start taking advantage of the benefits of using leverage. It can be the best of
both worlds. And if you are concerned about the risk, also understand that
the financing doesn’t need to be 80%. Maybe you want to obtain a 50%
loan, or a 30% loan, or a 70% loan. The options are plentiful.

Using all cash is just one option for financing real estate, and for most people,
the possibility doesn’t even exit. So let’s talk about some of the other strategies
for financing real estate, beginning with a conventional loan.

Conventional L.oans

Conventional loans are the standard loans you might obtain from a local bank,
credit union, or mortgage lender. They are very similar to the kind of mortgage
you would obtain when buying a home to live in. The bank or lender who lent
the money on your own home (if you have obtained a mortgage in the past) can
probably lend on your rental property, too. However, although loans on primary
residences tend to have some fabulous low down payment options, with a
conventional rental property loan, you will need to come up with a sizable down
payment, typically 20%-30%, depending on the lender. In addition, a
conventional loan will require you to meet a certain debt-to-income requirement,
income level, and other metrics (which I’ll cover a lot more in the next chapter).

How Conventional Loans Work

When a lender creates a mortgage for you, it’s actually fairly likely that they will
sell the loan. In fact, that’s the primary job of most lenders: issue a bunch of
mortgages, package them together with a big bow, and sell the loan package so
the lenders get their money back. The most likely buyer of these loan packages
are the two government-sponsored enterprises Fannie Mae and Freddie Mac, the
nicknames given to the Federal National Mortgage Association (FNMA, or
Fannie Mae) and the Federal Home Loan Mortgage Corporation (FHLMC, or



Freddie Mac). The purpose of these huge pseudo government institutions is to
buy up mortgages from lenders so the lenders can get their money back and can
re-loan again.

As such, Fannie Mae and Freddie Mac, like any other mortgage buyer, wants to
know exactly what they are getting, so they have strict requirements on what
they will and will not buy. They’ll define loan amount ranges, borrower credit
score minimums, loan-to-value minimums, and other requirements. Again, I’ll
cover each of these much more specifically in the next chapter, but my point
here is to let you know: if you plan to go conventional, you must be a round peg
to fit their round hole. No square pegs allowed.

The Conventional Lending Process in Seven Steps

Getting a conventional loan is not a complicated process, but there are a lot of
moving parts. Allow me to give you a quick summary of the entire process, so
you’ll best know what to expect when getting your loan.

Step One: Shop

When shopping for a conventional loan, I recommend beginning your loan
search before you get your property under contract. After all, the bank needs to
approve both you and the deal before lending, so you might as well get the first
half of that equation out of the way to make sure you aren’t wasting anyone’s
time. It would be best to know before shopping for a deal whether or not your
credit score is high enough to secure that deal!

Start with the bank that you already have your primary checking account with.
Schedule an appointment with the loan officer, and actually sit down with them.
Ask them what kind of loan programs they have for rental property loans. Ask
them the rental property loan amounts they typically lend on, the current interest
rates, the term, and any other information. Have the same conversation with
three or four other lenders in your area, and be sure to mix it up between banks,
credit unions, and mortgage companies. Once you have the basics from each
company, pick one and get pre-qualified.

Step Two: Pre-Approval

Getting pre-qualified means getting a conditional “yes” from the bank before
you even find a deal by bringing in all your financial paperwork. In other words,
the bank approves you before they even see whatever property you hope to buy.
Now, of course, the deal will need to make sense to them, but getting yourself
and your financials approved is the most difficult part. Of course, it’s possible to



skip the pre-approval and just bring a deal and your paperwork in, but when
you’re hunting for a killer real estate deal, this pre-approval can help a lot.

Step Three: Submit the Property Information

Once you find your deal, it’s time to get the second half of your approval
equation started: the approval of the property. The lender will require you to
submit (or have your real estate agent submit) information about the property,
most likely the P&S agreement. The lender may also want to see additional
documents from you if it’s been awhile since you got pre-approved (such as
updated pay stubs and bank account information).

Step Four: Loan Goes to Underwriting

When all the information has been gathered, it is sent to the lender’s underwriter,
who will give the final “yes” or “no” on the loan. It’s likely that during this time,
the underwriter will make you jump through numerous hoops before giving you
the loan. In the next chapter, I will go into more detail on this process and how
to ensure that you get a “yes.”

Step Five: Lender Issues an Appraisal

The lender will likely hire a residential real estate appraiser to give them a
valuation of the property. The lender’s goal, of course, is to be secure in their
investment, so they want to make sure they are not loaning more on the property
than they should (and also that the property is in good enough condition for them
to loan on). A typical single-family house appraisal will cost approximately
$400, while a small multifamily appraisal might cost up to $1,000. If you are
buying a commercial property, expect to be in for at least $4,000. This appraisal
cost is not generally fronted by the lender, but you will be required to pay this
before the appraiser will go out. This, of course, is to protect the lender from
spending money on an appraiser and then having the loan not go through.

Step Six: Loan Goes Back to Underwriting

After the appraisal is complete, the underwriter once again reviews all the
documents for the property, including the information just obtained in the
appraisal, and decides whether or not they want to take the risk of lending to
you. They may, once again, ask for you to jump through certain hoops. For
example, I once had an appraiser require that the gutter downspouts on a
property have “splash blocks” installed before they would issue a “yes” on the
loan. They also, again, may want to see more pay stubs or other financials from



you. Just get them what they need, and do it as quickly as possible. The biggest
delay in the underwriting process is usually the borrower needing to get
paperwork to the lender, so don’t be a clog in your own pipe! Ultimately,
underwriting will either approve or deny the loan.

Step Seven: Loan Closes

If the loan is approved, the bank will let you or your real estate agent know. The
title company or attorney will also be informed, and closing will take place soon
after. At the closing table (typically at your title company or attorney’s office),
you will bring a check for the down payment, and your lender will wire over the
funds for the purchase. The title company or attorney will take care of the
paperwork, and you’ll be the owner of a new property.

The Pros and Cons of Conventional Lending

Although conventional lending is perhaps the most common type of real estate
loan, it may or may not be the best option for you. There are both advantages
and disadvantages to be aware of before obtaining a loan, and the more aware
you are, the better loan decisions you can make.

Pros

e Low Interest Rates - There’s no denying it: conventional loans
likely have the best rates you’ll find for long-term real estate financing.
With investment loans usually .5 to 1 point higher than owner-occupied
loans, you can borrow money at incredibly low rates (as of this writing,
you can still get investment loans at less than 5% interest). This will
help keep your mortgage payment low and thereby maximize your cash
flow.

e Long Terms - When you borrow from a conventional lender, your
loan will likely be able to extend for a long term, maybe even up to 30
years if you’re buying a residential property. This can help keep your
payment low, though it will also extend the amount of time you’ll have
debt on the house.

e Professional - A conventional lender is in the business of lending, so
the entire process is much more defined and professional than a
relationship-based loan would be. This isn’t the lender’s first rodeo!

Cons
e Max Number of Loans - Conventional loans may have great terms



and rates, but real estate investors are capped on the number of
conventional loans they can have. The current limit has been raised to
ten loans, though many investors are not even able to get to that limit
because of the rise in their debt-to-income (DTTI) ratios. In other words,
for every loan you obtain (debt), the percentage of your debt to your W-
2 income rises, until you are pushed out of the “acceptable” range
defined by the conventional lender. I’1l talk more about this DTT issue in
the next chapter.

e Slow Process - Conventional loans are not fast to obtain. Because of
the legal scrutiny your loan must go through and the mounds of
paperwork you’ll must provide, the process of obtaining a loan can be
arduous, usually taking 30 days or more.

e Property Condition - Conventional lenders only want to lend on
properties that are in good shape. This can rule out a lot of the best
properties for investors, because we tend to focus on properties that are
in terrible condition so we can improve their quality and value. If the
property is missing any of the basic necessities for home living (for
example, it has bad flooring, a poor paint job, a leaky roof), the bank
will likely not fund the deal until the issue is fixed.

e Not Very Entity Friendly - Conventional lenders are also not very
fond of loaning on properties owned by an entity, such as an LLC or
corporation, especially for residential loans. In other words, if you want
to keep your name off the public record and add some asset protection
by purchasing the property with your LLC, a conventional lender will
likely never do it. You could, as many investors do, buy the property in
your personal name and then transfer it to your LLC, but you put
yourself at risk of having the “due on sale” clause called by the bank.
The due on sale clause is a part of nearly every mortgage paperwork that
says, “If you sell or transfer the property, we have the right to call your
loan due now or foreclose on you.” This has been happening more and
more lately in the real estate space, so I can’t suggest that this is a good
idea. Be sure to talk to a lawyer and CPA who can help you sort these
types of issues out. But the point is this: conventional lenders don’t like
entities.

So, should you use a conventional loan? Personally, I love getting conventional
loans if I can get them. However, those days have long since passed for me,
because I've hit the limit on the number of conventional loans I can obtain. If
you are still able to do so, I would definitely strongly encourage you to use a



conventional loan for your next property. Very few financing strategies can live
up to the low cost and stability of a conventional loan.

Let’s now talk about another loan that operates very similarly to a conventional
loan but that avoids some of the disadvantages conventional loans have.

Portfolio Lenders

In the previous section, I discussed how most financial lenders sell their loans in
packages to Fannie Mae and Freddie Mac. As a result, those conventional
lenders must abide by the strict rules handed down from those government-
sponsored enterprises. However, not all banks operate the same way. Some
banks choose to instead hold on to their loans and keep the money in the
community. These are known as portfolio lenders, and they can be a powerful
ally for a growing real estate investor.

Because these portfolio lenders keep some of their loans “on their own books”
(in their own portfolio of loans), they don’t have to fit into the same
government-prescribed box. Instead, because they are lending their own money,
they can be a lot more creative. The maximum rule of four or ten properties? Not
with a portfolio lender! The DTI (debt to income) problem? This is easily
explained to a portfolio lender. Can you see how powerful these lenders can be?

Keep in mind, I’'m not suggesting that a portfolio loan is easier to qualify for.
Portfolio lenders still have minimum qualifications that must be met, and your
loan will still need to be approved by the portfolio lender’s board or
underwriters. Don’t think that a 520 credit score will work, and don’t assume
you’ll be able to get a 0% down loan. In these categories, the lender might even
be stricter, but the rules are much more flexible, and you will likely be dealing
with a person, not a faceless corporation.

How to Find a Portfolio Lender

Before the real estate crash of 2007 and 2008, there were many more portfolio
lenders operating in the United States. Today, you will have to search a little
harder. None of the “big banks” (the national ones with television commercials)
will do portfolio lending. Instead, you’ll want to focus your search on small,
local community banks. Look for banks that have a maximum of 20 different
branches. Credit unions might also be a good source of portfolio lending.

Of course, portfolio lenders will not be labeled as such. No brochure in their
lobby will use the words “portfolio lender,” and no category in the yellow pages
will list them for you. Instead, you’ll simply need to call them up and find out. In



episode six of the BiggerPockets Podcast, investor Arthur Garcia talked about
how he did just this! He picked up the phone book, called every lender listed,
and simply asked, “Do you do any portfolio lending?” Eventually, he found a
great portfolio lender in his area, ironically based out of a Walmart!

If you follow this strategy, just be sure to do the following:

1. Ask to speak with the loan officer, because the teller will likely have
no idea how to help you.

2. Even the loan officer might not be familiar with the term “portfolio
lender,” so you may need to explain exactly what you mean and what you
are seeking.

Portfolio lenders are often both conventional and portfolio, and they can put you
into whatever loan fits your needs best. Also, keep in mind that portfolio loans
may be slightly higher in rate and shorter in term, or they may involve a balloon
payment. (A balloon payment is a “due date” on a loan that is shorter than the
amortized term. For example, you may have a 30-year fixed-rate loan, but if it
has a ten-year balloon, you must pay the entire balance of the loan off at year
ten, most likely through a refinance.) Portfolio lenders have been incredibly
helpful in my own investing career, and if you can build a solid relationship with
a portfolio lender, I think you’ll have the same experience. So get out there this
week, and start building that relationship!

Now, let’s talk about a form of lending that doesn’t involve a bank or credit
union: private lenders!

Private Lenders
What is private lending?

Private lending is exactly what it sounds like: borrowing money from private
individuals rather than from institutional lenders. Private lending is used all over
the world by real estate investors and is, perhaps, the oldest of all forms of
lending. Generally speaking, when investors use the words “private lending,”
they are referring to lending based heavily on relationships. Although the first
form of private lending is typically through family or friends, it doesn’t have to
be. You could borrow money from pretty much any person, anywhere, and as
long as that entity is not a bank or mortgage company or something similar, that
transaction could be called private lending.

To illustrate how private lending works, let me tell you a story about a deal I’'m
putting together right now. The Cedar house is located about one-half mile from



my personal house in a great location. This 1960s-style house needs basic
updating, including fresh paint and carpet, but it also needs new siding, new
windows, and a new garage door. Now, if I wanted to, I could go to a local bank
and drop 20% or 25% on a down payment for the property and come up with the
repair money out-of-pocket after closing. That is, of course, if the bank would
lend on the house at all. After all, as I explained earlier, banks don’t like to lend
on properties that need work. Instead, I’'m turning to private lending.

Through the reputation I built for myself on BiggerPockets I received notices
from several individuals who were interested in talking more about lending.
These were not bankers, but just people looking for a good investment for their
money. After several conversations with different lenders, I felt a strong
connection with one in particular, and we’re now in the process of closing on
this deal. They’ll lend the purchase price and maybe even the repair money, and
I’ll get into the house for little out-of-pocket money. Then, each month, rather
than paying a bank the mortgage payment, I'll pay this individual the mortgage
payment. In a year or so, after a period of “seasoning,” I’'ll go to a bank and get a
traditional 30-year mortgage on the property; then, I'll pay off the private lender,
drop my interest rate, and increase my cash flow.

Typically, a private money lender is looking for a fairly short-term loan, but this
is not always the case. Some investors are in this lending game for the long haul.
If you find these lenders, hang on tight and treat them right. They can be pure
gold to you.

Now, let’s address a fundamental question involving private lenders: why would
someone lend their money to you through a private loan, rather than placing it in
the stock market or funding their own real estate deals?

Higher Return - Private lenders lend money because they want a good ROL.
Perhaps they believe they can get a higher return by investing with you than by
putting the money in the stock market or somewhere else. Although private
lending rates are not standard and are, essentially, whatever is negotiated, these
rates are usually higher than a borrower would get from a bank or mortgage
company. The most common private money rates I see fall between 6% and
12%, depending on the relationship.

Security - Let’s say a person places their cash in the stock market, investing in
ABC Soda Company, and the very next week, the CEO of ABC Soda is
photographed snorting drugs in a brothel, which drives the company’s stock
price down 80%. There is little the investor can do but pull their money out and
take the loss. However, if you pull the same stunt and end up not paying your



lender, the lender has far more security: the property! In other words, on a
typical private lending deal, the lender will have a lien on the property, so if you
don’t live up to your end of the deal, they can take the house, sell it, and get their
money back.

Passivity - Private lending rates very high on the “scale of passivity”. In other
words, it requires very little physical or mental work over the long run to achieve
a solid return. The lender is not crawling under houses. They are not yelling at
contractors. They are not picking up rent checks and filing for evictions. They
are walking out to their mailbox and picking up a check, and with direct deposit
these days, they might not even be doing that much work! Of course, if the
borrower does not pay, the level of passivity decreases dramatically, because the
lender will need to take steps to get their money back, likely through foreclosure
on the property. However, a lawyer typically handles that process.

Private Versus Hard Money Lending

I feel it’s probably a good idea to talk briefly here about the difference between
hard money and private money. Both terms are tossed around interchangeably in
the real estate industry, and there is a lot of confusion about the difference. Let
me try to sort this out a bit.

Hard money is a form of private lending, and private lending is a form of hard
money lending. There are a lot of similarities, and a lot of crossover, but most
investors would agree to the following:

e Hard money lending is the process of borrowing money from a
professional private lender, with the bulk of the lending decision based
on the hard asset being bought. In other words, hard money lenders are
professionals who lend out their own money, or other people’s money,
for a living. They have a set way of doing things, a predefined interest
rate, a predefined set of fees (points), and a very short term (usually less
than one year).

e Private lending is the process of borrowing money from nonprofessional
lenders, so that the bulk of the lending decision is based on the
relationship between the borrower and lender but enhanced by the hard
asset being bought. In other words, private lenders are lending their own
money but don’t typically do so for a living. They might be retired, or
they might work a normal nine-to-five job. The rates, fees, and terms are
usually lower and much more negotiable.



Again, the difference between hard money lending and private lending is not
always black-and-white, and some lenders fall somewhere in the gray middle. In
the end, though, what they call themselves doesn’t matter much. The questions
are these: how much is it going to cost, and does the math still work for you?

Where to Find Private Lenders
Private lenders are everywhere.

A recent study by the U.S. Department of Labor and Training showed that 22%
of American workers have at least $100,000 in their retirement fund. With 154
million workers in America, that means more than 30 million Americans have
more than $100,000 in their retirement account, being shaken around by the
stock market or collecting low fixed returns from CDs, annuities, savings
accounts, or other conservative investments.

These individuals are in your grocery line, at your church, part of your local
civic club, in your family. Anyone with a good chunk of money tied up in IRAs,
savings accounts, or under a mattress could be a private lender. However, not
just any rich person is ideal to work with. You’ll want to find individuals who
are easy to work with and understand that there is risk. You don’t want to
borrow Grandma'’s last dollar.

But how do you recognize these lenders? It’s true, they don’t wear a sign around
their necks. Instead, you must let them come to you. Follow this simple three-
step process:

1. Go to where private lenders might be.
2. Build your brand.
3. Ask.

Of course, this is easier said than done, so let me expound on it. First, you must
go to where private lenders might be. This means getting out there and
networking. Attend your local real estate club. Hang out in the BiggerPockets
Forums. Attend civic events in your area. Next, talk about what you do. Don’t
brag, but simply let your passion for real estate shine through. And third, don’t
be afraid to ask people if they would consider private lending. This is the most
crucial part of the entire process, so let’s focus on “the ask.”

In my previous book, I shared a strategy I like to use:

“When talking with people about your business, it’s a good idea to say
something like, ‘So, if you know anyone who’s interested in lending on
deals like this and working with me, definitely give them my number.’



This opens up the conversation so they can say, ‘You know, I might
actually be interested in something like that’ or ‘I know a guy who very
well might be interested.” Either way, the seed has been planted, and
you didn’t come across as begging for money—and you may just find
some really valuable clients.”

Of course, when you are just starting out and don’t have a brand to build, this
can be challenging. You may need to develop that brand first, through
partnerships, doing small deals with hard money, or by just becoming the most
knowledgeable guy or gal in the room.

How to Get Private Lenders to Say Yes

Of course, anyone can ask someone to lend them money. I get asked all the time!
I usually turn them down, though, and you will be turned down, too, unless you
understand what the lender wants. The goal of a private lending relationship is to
create a win-win solution for both parties, but to understand what “win-win” is,
you need to have a firm grasp on what a private lender is seeking. To help
illustrate this, I’'ll outline eight different things killing your private money
chances, and I'll share how you can overcome these roadblocks so you hear a
“yes” every time.

1. Not Having a Deal - First, if you are struggling to get financing, the
simple answer might be that you don’t have a good enough deal. The solution, of
course, is to go out there and find an incredible deal. Run it by a few other
experienced investors on the BiggerPockets Forums and see what they think. Is
it really going to be a solid investment?

2. Not Hanging with the Right People - Who are you associating with? If
you spend all your time hanging around your video game buddies, it’s unlikely
you will meet the kind of people who will eventually fund your deal. Get out
there and start networking with folks who are more successful than you.

3. Not Building Your Personal Brand - Here’s the cold, hard truth:
people don’t lend money to people they don’t trust. To build trust, you must
build your personal brand, which is made up of your experience, knowledge, and
the way you present yourself. So start building your personal brand today.
Imagine a colleague of yours is telling one of their friends about you. What
would they say about you? Is it “That guy is hilarious on Friday nights!” or
“That guy is wicked smart with real estate.” That latter statement is the brand
you need to build.



4. Not Building Relationships - In item two of this list, I talked about
hanging out with the right people, but networking doesn’t help if you don’t start
deepening those relationships. Get to know the people you are talking with on a
deeper level. Take them out for coffee. Call them on the phone. Chat with them
on BiggerPockets. Before you can expect someone to trust you with their money,
you need to first build a solid relationship with them.

5. Bad Math - Math is incredibly important when buying rental property, and
bad math can lead to bad deals and financial loss. So to maximize your chance of
getting private lending on a deal, be sure your math is solid. Prove to the lender
that you’ll make the profit you need. Of course, I recommend using the
BiggerPockets Rental Property Calculator for doing this, but however you do the
math, make sure you do it right!

6. Asking Them to Take on Too Much Risk - Private lenders need to be
secure in their investments, so be sure that you are not asking them to take on an
inordinate amount of risk. There are numerous ways to decrease their risk, such
as lowering the loan amount, increasing the amount of money you are putting
down, and requesting the repair money in draws after the repairs have been
completed.

7. Not Presenting the Deal Right - Your deal might be great, but if you
can’t effectively communicate this to your lender, your chance of getting a “yes”
is diminished. When presenting your deal, you need to abide by the five Cs of
deal presentation, which are as follows:

1. Confidence - When you present the deal, are you confident in the
numbers? If you aren’t confident in the deal, why should they be
confident in lending to you?

2. Clarity - Is the information clear? Can the private lender clearly see the
amount they need to lend, the ROI they’ll receive, the income, the
expenses, and any other pertinent information? If not, make this
information clearer.

3. Conciseness - Don’t make the private lender sift through a document
that is 200 pages long. Yes, they should have all the information they
might need, but make the presentation concise so the information is easy
to digest.

4. Convenience - How easy is it for the lender to get the information they
need? Don’t make them sift through 20 different documents and
webpages to learn what they need to know. Make it stupidly simple for



them to access the data they must have to make a decision.

5. Creativity - Finally, creativity. Although it’s certainly possible to
present a deal in a boring black and white spreadsheet, I really want to
emphasize the use of great design in your presentation. How does your
presentation look? Is it a bunch of chicken-scratch handwriting on the
back of a cable bill? Or is it laid out nicely, with photos, charts, graphs,
and easy-to-follow numbers? Design matters more than you think, so be
sure your presentation is aesthetically pleasing!

8. Not Asking - Finally, this may be both the simplest and the most difficult
part: ask! If you are having trouble getting private funding, it may simply be
because you are too nervous to ask. So ask! Yes, you’ll get rejected, but if
you’ve followed the seven previous steps, you’ll have a much greater chance of
hearing “yes!”

If you decide to use private lending to fund your next investment, you can
usually have your attorney or title company prepare the note and deed of trust (or
whatever recording method your state uses). The private lender will likely get a
first-position lien on the property, and all the financing details will be handled
through the closing process. You’ll then make your payment to the private
lender each month until the loan is paid off.

Private lending can be a terrific way to fund real estate deals, but it does take
work. You’ll need to build relationships, find great deals, and then execute the
deal as flawlessly as possible. However, if you’re willing to put in the work, you
can find an inexhaustible source of funds for your real estate deals.

Let’s talk about some other methods you might use to fund your rental property
purchases.

Other Creative Methods

The methods I've outlined thus far are some of the most common for financing
real estate, but they don’t paint the whole picture of available financing methods.
One of the things that makes real estate investing so exciting is the creativity one
can implement to fund deals. In truth, your ability to fund is limited only by your
imagination (and the law, of course), so the purpose of this section is to expand
your mind and allow you to explore the more “creative” side of real estate. If
you’ve read my other book, The Book on Investing in Real Estate with No (and
Low) Money Down, you’ll recognize these tactics and can refer to that book for
much greater detail.



Home Equity

If you own your own home, you may be able to use some of the equity in your
home to purchase rental properties. As I’ve discussed before in this book, equity
means the spread between what is owed on a property and what the property
could sell for. In other words, if you owe $80,000 on your primary residence but
it could sell for $200,000, you have $120,000 in equity. This equity can be
borrowed against at very low interest rates through a home equity loan or home
equity line of credit at your local bank or credit union. You may also see these
loan products referred to as a “second mortgage,” because the lender will place a
lien on the property that is in second place to the primary loan on your house.

A home equity loan and a home equity line of credit are similar but have a few
major differences. The loan is typically taken out all at one time and paid back in
installments until it is paid off, much like a typical mortgage or car loan. The
interest rate and payment are generally fixed for the life of the loan (but they
don’t have to be). A home equity line of credit, on the other hand, is a revolving
account that works much like a credit card. You can borrow as much as you
want, up to the limit, pay it back, and then borrow again. You pay interest only
on the amount that is currently borrowed, so you could leave the balance at $0
until you need it. These lines of credit generally have lower interest rates than
home equity loans, but those rates are generally variable and so can rise or fall.

Partnerships

Partnerships have been one of my favorite creative methods of investing in real
estate over the past decade, because even though I’'m good at a lot of real estate
things, I have a lot of shortcomings as well. Partnerships can be valuable tools
when investing in rental properties, because two people can work together to
cover for each other’s shortcomings and do some amazing things. For example,
if one person is great at getting a mortgage but has no time to find or manage
deals, they could partner with someone who struggles with getting a loan but has
more flexibility and knowledge to handle putting the deal together and managing
it. Or perhaps both parties put in 50% of the income and split the responsibilities
50% also, making less work and less income for both partners.

If you plan to use a partner to invest in real estate, take incredible care in picking
the right partner. Never pick a partner based on convenience; rather, choose a
person because they are someone you would enjoy working with and because
they have something you need, while you have something they need. Pick a
partner the same way you would pick a spouse—after a lot of careful



consideration. This is especially true when investing in long-term buy-and-hold
real estate, because you’ll be attached to this person for many years. You don’t
want to end up with a partner for the next 20 years with whom you don’t get
along. Be sure that your goals and work ethic are in near-perfect sync and that
your roles are carefully defined (on paper) before buying a single piece of
property. Have a lawyer write up a partnership agreement to protect you both,
because as my friend Chris Clothier likes to say, “Every partnership will end.
You decide at the beginning how it is going to end.”

Seller Financing

When a seller owns a piece of real estate free and clear (meaning they have no
mortgage on the property they own), they can sell the property using seller
financing, which can be a really powerful method for investing in real estate
without having to work with a bank. In seller financing, the owner sells the
property to you, but they also act as the bank, so your mortgage is paid to them
every month rather than to another lender. The title is transferred into your
name, but the previous owner holds a lien on the property (a mortgage) so that if
you don’t pay, they can foreclose, just as a bank would. Once the loan is paid off
(usually though a refinance or when the property is sold), the lien is released,
and the two parties go their separate ways.

Seller financing can be a great win-win for both the buyer and the seller. The
buyer can purchase a property without needing to go to a bank, fill out the
paperwork, get approved, get an appraisal done, and provide a large down
payment. The seller can go from “owner” to “lender” and start receiving
monthly passive checks in the mail that are secured by real estate.

I purchased my 24-unit apartment complex just after I turned 25 using seller
financing. I put down a $15,000 down payment and the sellers financed the
$550,000 purchase. A few years later, the property appraised for $900,000, and I
was able to get a new loan for $650,000 through a local bank, keeping the
$100,000 difference. This has helped me get into even more properties while still
owning the 24-unit one. And it was made possible through seller financing!

House Hacking

If you are just getting started on your real estate journey, one of the best ways to
finance your real estate deal is through the process of house hacking.

House hacking refers to the unique strategy of combining your primary
residence with an investment. There are two primary ways this can be



accomplished:

1. A Live-In Flip - Buy a single-family house with the intention of
fixing it up and reselling it within a couple of years.

2. A Small Multifamily Property - Buy a small multifamily property
(two to four units), live in one unit, and rent the other units out.

My first two deals represented both sides of the house hacking coin. I was 22
years old and had purchased, fixed up, and sold my first property—my primary
residence—clearing $20,000 in the process. I had successfully invested in my
first property, but suddenly I found myself facing the very real possibility that I
was going to be homeless. Sure, I could go find a place to rent, but I had been
bitten by the real estate bug and knew that real estate investing was going to be
my ticket to financial freedom.

I read a few books on the topic of buying a duplex, triplex, or fourplex so I knew
that there was potential in a small multifamily property. I called my agent, found
a small duplex that was a bank repo, and purchased it for $80,000. I spent a few
weeks cleaning it up, painting it, and doing small maintenance work, and then I
rented it out. My total mortgage payment was a little over $600 per month, and I
rented the front house out for approximately that same amount—meaning I was
living almost for free (just paying utilities)! A year later, I moved out and rented
the house I was living in out, and ever since, I have been receiving significant
cash flow each and every month, and I will continue to for the rest of my life, or
for as long as I own the property.

I included the strategy of house hacking here in the financing portion of this
book because of the relatively easy financing given to homeowners and the
power this can have for investors who are willing to house hack. Financing
through an FHA loan can get you into a property for just 3.5% down. In other
words, if you buy a $200,000 triplex, you’ll only need to come up with $7,000
plus closing costs to get into a nice, 30-year low-rate fixed mortgage. After one
year, you can move out and keep the loan in place for as long as you need. This
one loan can be a fantastic way to jump-start your investing career. However,
keep in mind that the FHA currently only allows you to have one FHA loan in
your name at any given time, so this is not a pattern that can be repeated over
and over, unless you refinance out of the previous loan before undertaking the
next.

House hacking can provide several other unique benefits, including the
following:



. Great cash flow

. Rent paid to yourself, rather than some landlord

. The ability to gain multiple units in one transaction

. The ability to live free or cheap while the other tenant pays your
bills

. A low-risk introduction to the world of landlording

. Relatively easy leasing of the unit(s)

Finally, know that simply buying a small multifamily to house hack is not the
secret to success. If you buy a bad deal, you might as well keep renting!
However, if you do your homework, shop smart, and snag a great deal, house
hacking can be incredibly powerful in helping you build financial freedom.

BRRRR Investing

The final financing option I want to discuss here is not a type of loan but rather a
strategy that combines several of the methods already mentioned into one. I call
it BRRRR (short for Buy, Rehab, Rent, Refinance, Repeat) real estate investing,
but it has also been called a “fix and rent” or “fix and hold” strategy. We looked
at this strategy back in Chapter 3, but I want to touch on it here again for those
who want to use this strategy to finance their deals. It combines the equity
growth and quick financing of house flipping with the long-term stability and
wealth creation of rental properties—a perfect hybrid of the two.

In BRRRR real estate investing, the property is treated like a flip, using short-
term financing such as private money, hard money, a home equity loan, or cash
to acquire and rehab. Then, after the property has been finished, it is rented out
to a tenant. The owner then obtains a refinance on the property to pay off the
short-term loan and turn the property into a stable, long-term, cash flow positive
property.

Of course, as with all investments, the math has to work for the strategy to work.
When a person goes to refinance such a property, a bank will typically only
refinance up to 75% of the new value. Therefore, for you to get enough to
refinance the entire short-term loan and to possibly get back your rehab money,
the property needs to be worth significantly more than what you paid for it.

For example, let’s say you bought a property for $100,000. The property needs a
$25,000 rehab to be rent ready, for a total cost of $125,000. You could use a
short-term loan to buy the property (like hard money) and your own cash to
rehab the place. Then, you’d refinance the property with a new loan from a



lender. If the new lender’s appraisal came in at $160,000, they might give you
75% of that amount in a new loan, which is $120,000. This would pay back your
entire short-term loan, get you most of your rehab budget back, and give you a
stable, long-term rental property with $40,000 of equity at the start.

Of course, this example only works if the ARV comes out at the $160,000 level.
It wouldn’t be as nice if the ARV were to come in at $100,000, and the bank
would only give you a loan for $75,000—not even enough to pay back the short-
term loan. This is what I mean when I say the math has to work for the strategy
to work.

Before I conclude this section on BRRRR real estate investing, let me
summarize some of the pros and cons of this strategy.

Pros

Potential No Money Down — BRRRR investing is one of my favorite strategies
for investing without needing a lot of cash. If the numbers work out right, you
could get into a deal for very little money out-of-pocket, or perhaps even none!
Of course, the better the deal you can find, the less money you’ll ultimately need
to provide.

High ROI - Because of the low amount of out-of-pocket cash you’ll need for
this strategy to work, your ROI should be astronomical. In other words, if you
end up having only $10,000 in the deal, but you are cash flowing $2,500 per
year, that’s a 25% cash-on-cash return, and that doesn’t account for all the equity
you built during the rehab stage.

Equity - BRRRR real estate investing allows you to build some serious equity
right off the bat. Rather than owning a rental property that is worth what you
paid for it, wouldn’t owning one that you have $40,000 of equity in be better?

Renting a Rehabbed Property - After the full rehab has been done, and the
property is rented, you own and lease a property in Class A condition. This can
help you attract the best tenants and reduce your maintenance budget on the
property, making your landlording more hassle free.

Cons

The Short-Term Loan - The short-term loan you get at the beginning can be
expensive, especially if you are using a hard money loan. Also, the short term on
these loans can make the carrying costs expensive, possibly resulting in negative
cash flow during the time you are paying on the loan. For this reason, many
people use a home equity loan or cash to fund the first phase of the project, then



refinance to get their cash back so they can rinse and repeat.

The Possibility It Doesn’t Appraise - Of course, if after the rehab, the home
doesn’t appraise high enough, you could end up with a problem. This is why
doing the correct math going into the deal is imperative.

Seasoning - The refinancing bank will likely require you to wait six months or
maybe even 12 months after the original purchase before they will refinance the
property. This period of time is known as “seasoning,” and most conventional
and portfolio lenders require it. If your end-lender requires you to wait 12
months, but your short-term loan is only good for nine months, you’ve got a
problem. Therefore, when I use this hybrid real estate investing strategy, I try to
make sure my short-term loan is for no less than 18 months. This gives me the
time I need to refinance, and if something goes wrong after month 12 and the
refinance won’t work, I still have six months to sell the property or hunt for a
new refinance.

Dealing with a Rehab - Finally, when you use this strategy, you have to deal
with the complications of a large rehab project. And trust me, rehabbing a
property is not easy. Dealing with contractors, unknown problems, mold,
asbestos, theft, and the rest of the headaches that come with a rehab are not fun.

In summary, BRRRR real estate investing can be a powerful way to build
wealth through real estate and one of my all-time-favorite strategies. Being able
to capitalize on the forced appreciation the way a house flipper would while
acquiring a great rental property that will provide years of cash flow is truly
getting the best of both worlds. However, the strategy is not a simple
undertaking, it requires exquisite math, planning, and the ability to find a great
deal. But for those willing to take on the challenge, BRRRR real estate investing
can supercharge your business and set you on a path to greatness.

Conclusion

However you choose to finance your next rental property deal, my hope is that
you now have the tools you need to get out there and make it happen. Whether
you decide to go the conventional route, use a portfolio lender, get an equity
line, or employ any other strategy I’ve discussed, get out there and learn more
about that specific topic.

Sit down with a banker. Call up a mortgage broker. Apply for a home equity line
of credit.

Do what you need to do to make financing the least of your concerns, and then



get on with the rest of your investment strategy.



CHAPTER 14 - HOW TO GET A
LOAN APPROVED,
GUARANTEED

“I have always been afraid of banks.”
-Andrew Jackson, 7" President of the United States

One of the worst jobs I ever had was as the front-end personal banker at a
national bank. Yep, I was the guy who sat at the desk and took loan applications
and tried to get you to refinance your house.

Man I hated that job; it was awful. So much sales pressure, so many hours of
staring at the clock, so many loans—so many reminders that I should be out
investing my money, rather than working for it. My job did, however, give me
some insider information about how the loan process works. Want to know what
I found out? Loans are like a gun safe. They can be opened with the right code
—every time!

I included the word “guaranteed” in the title of this chapter not because I believe
you will always be able to get a loan approved, but because I want to
demonstrate that the lending process is not a mystery. It’s a lock that can be
opened with a code. If you enter the right code, you will get your loan approved.
Can you enter that code today? Maybe, maybe not.

Unlike the code to a gun safe, though, this code is not one I can simply give you;
the “digits” of the combination are something you must already have. But I do
know that if you enter it correctly, if you have what it takes, you will get



approved. Whether you are looking to buy your first home, purchase an
investment property, refinance a current loan, or achieve something totally
different, this chapter will give you the tools you need to crack that code and
hear a resounding “yes” from the banker, every time.

Understanding How a Loan Works

Before getting into the details of just how to get your loan approved, let’s talk
about the basics. How does a loan even work?

Obviously, there are a lot of different kinds of loans and lenders. There are
conventional banks, mortgage brokers, portfolio lenders, hard money lenders,
private lenders, and still others. Each has their own system. However, let me
make a few quick points about the loan process. Typically, the person you are
talking with is just a salesperson (like I was). Here’s the secret that makes the
entire loan-procuring process ten times easier: That person is not the one
ultimately responsible for saying “yes” or “no” to your loan.

When you go into a bank and sit down with a banker, most likely, they are
simply there to collect your information and be your contact person. The real
decision-maker is the underwriter. The underwriter is an individual trained to
look at all the puzzle pieces that the salesperson gives them and to approve or
deny a loan based on those facts. The underwriter knows all the rules, laws, and
regulations and can make an informed decision. Now, although the underwriter
holds all the decision power, the underwriter is usually not very creative and
definitely not emotionally involved (purposefully). Therefore, to get a loan
approved, you must accomplish two things:

1. Convince the front-end sales guy that you and your loan are worthy

2. Get the front-end guy to convince the back-end underwriter that you
and your loan are worthy

I find that the first part, convincing the front-end guy, is always easy. These
people are very quick to say, “Yeah, no problem. We can do that.” I ran across
this about a dozen times when trying to refinance my recent fiveplex. Over and
over, I heard it: “Yeah, Brandon, no problem. We can do that loan for you!”
Then six weeks go by, and I get that fateful call: “Hey Brandon, this is [insert
sales banker’s name here], and it actually looks like we can’t do that loan. You
see, our bank will only [insert excuse here].”

I don’t blame the banker; I used to be one. I had one whole week of training, and
I was sent out onto the sales floor to secure multimillion-dollar loans. In fact, I



was paid commission on loan applications in addition to loan closings. In other
words, as a front-end banker, it was in my best interest to get someone to apply
for a loan, whether or not I thought they could actually get approved. Approval
was the underwriter’s job. I was just collecting leads and acting as the
“middle man.” Even though the banker is not the one ultimately responsible for
approving your loan, they are the first person to focus your efforts on.

The Banker’s Role in Your Loan Approval

Let me tell you a quick story about myself, not so I can pat myself on the back,
but to illustrate a point. When I worked at the bank, I was able to close twice as
many deals as the other banker who worked there. We both had the same
number of leads, the same number of applications, and the same underwriters,
but I was able to do twice as much. Why?

It’s the same reason I have been able to buy twice as much real estate as most,
and for almost no money down: Because I was creative. You see, most people
don’t punch the code in correctly the first time when trying to get a loan
approved; there is something wrong with it. A boring banker or underwriter will
simply say, “No, sorry” and give up, but I was different. Rather than saying, “I
can’t get this loan approved,” I always asked myself, “How can I get this loan
approved?” Remember the shift in thinking that I talked about in Chapter 17?
This carries over into all parts of life!

Now, I didn’t do anything unethical or illegal to get these loans pushed through.
Sometimes it was as simple as paying off a small credit card first or changing the
loan type. My point is this: when you start looking for a loan, look for a creative
banker. You want someone who is not simply going to say “yes” or “no” like a
computer, but someone who will fight to get your loan approved.

Perhaps the best way to find this, at least when looking to get a loan on a piece
of property, is by asking some real estate agents who their preferred lender is. In
my town, nine out of ten agents will say the same person. Find this person—
that’s your first step in getting your loan approved.

Even the best, most creative banker is not going to think of everything, however.
This is why it’s ultimately up to you to make sure your loan gets approved.
No, you didn’t misread that. Once you finish this chapter, you’ll have no excuse
for simply “applying and praying” for loans. You’ll know, or at least have a very
good indication, whether your loan will be approved or denied. No matter how
good your banker is, they still can’t turn a pig into a pancake. Your application
must pencil out for the underwriter. To make sure it does, let’s talk about how an



underwriter thinks.

Understanding How an Underwriter Thinks

Let me tell you a little industry secret: lenders need you more than you need
them.

Think about that. Without borrowers, a lender makes no money. Why else do
you think banks and mortgage companies spend hundreds of millions of dollars
on advertising? They need us! So why does getting a loan seem so difficult?

To put it plainly, a lender follows the exact same advice I give new real estate
investors: it’s better to do no deal than a bad deal. In other words, they would
rather deny a loan than lend on something that will go bad. This seems pretty
obvious, but understanding it is the first step in getting your loan approved. A
loan is a gamble for the lender, and the lender wants to bet only on sure things.
This is why getting a loan seems so hard—because you have to prove you are a
good bet.

So, what constitutes a “good bet”? I actually don’t know, because I don’t know
your lender. However, there is a really easy way for you to find out: ask them!
Start building relationships with your local banks now, whether you plan to
borrow this year or not. You never know when that relationship will come in
handy. I’ll now give you some specifics on exactly what your banker wants to
see. It’s time to unlock the code!

The 12-Digit Code You Need to Get Your Loan
Approved

Remember, your lender needs to loan out money; you just need to get the safe
open!

When an underwriter looks at your loan to decide whether to issue a “yes” or
“no” verdict, they want to make sure you have the right code. This code is the
minimum requirements the institution requires to lend. Some of these
requirements are set by the bank policy, others are set by the government. Still
others are set by the individual underwriter. Getting your loan approved is as
easy as correctly entering the code. In this section, I will outline the 12 digits of
that code. Some banks may require fewer digits, while others may require more,
but these 12 should get you started.

1. Property Type



Some lenders loan only on certain types of property. So the first thing you
should ask yourself is whether the lender lends on the kind of property you want
to buy. For example, if you are looking to purchase a commercial property, but
the lender you are talking with only loans on residential properties, you’ll see a
door slam in your face. Trust me, I’ve been dealing with this.

2. Property Location

Typically, lenders have certain locations they will and will not lend in. Be sure
that your lender is okay with the location of your property.

3. Property Condition

Many lenders will loan only on a property that is in great condition. Why?
Because they want to ensure that the property can be sold if they later need to
foreclose (and they want to ensure that it won’t drop in value because of the
condition). Therefore, be sure to check with your lender on what kind of
condition they want. Keep in mind, there are strategies for buying properties that
need work, so don’t automatically rule out the fixer upper.

4. Loan Amount

This is something I have run into often in my search for a loan over the past
year. You see, the fiveplex I am refinancing is a commercial property, because it
contains five units (anything over four is considered commercial). However,
most commercial lenders have loan minimums, and since I only need $100,000
for the refinance, I heard a lot of noes.

5. Debt-to-Income Ratio

When you’re buying a property, lenders want to know that you can afford it. To
determine this, they use a ratio known as debt-to-income or DTI. This is a
percentage based on the relationship between your debt and your income.
However, there are two different DTI numbers they care about, so let’s look at
both:

e Front-End DTI Ratio — Front-end DTI is the relationship between
how much your total housing payment will be and how much debt you
have each month. For example, if your primary residence house
payment is $1,000 per month, and you earn $3,000 in gross monthly
income from your job, your current front-end DTI would be 33.3%,
because $1,000/$3,000 = .333. For real estate investors trying to buy or
refinance rental properties, this number is not as important as the back-



end DTI.

e Back-End DTI Ratio — Back-end DTI is the relationship between
how much total debt you have and how much income you make. In
other words, your total monthly debt payment divided by your total
monthly income is your back-end DTI. So, if your total debt payment
each month is $2,000 per month, and you currently earn $4,000 per
month from your job (gross), your back-end DTI would be 50%
(because $2,000/$4,000 = .50).

Every lender has a DTI number they care about, and one of the most important
things you can do to ensure your loan gets approved is to ensure that you are
below the threshold of what the bank likes to see. Typically, you probably want
your front-end DTT to be less than 28% and your back-end DTI to be less than
36%. When checking with a lender on their DTT requirements, you will typically
see these numbers in the following format: (28,36), in which the first number is
the front-end DTI, and the second number is the back-end DTI.

6. Loan-to-Value Ratio

A lender’s primary concern is to avoid risk. To do this, they want to ensure that
no matter what happens in the future, they will be okay. If you continue to pay
forever, they are happy with the interest. But if you stop paying, they want to
know that they are not going to lose money. To ensure this, a lender wants to
know that there is sufficient equity in the property to cover the costs, should they
need to foreclose on you and sell the home. To gauge this, the lender relies on a
percentage known as the loan-to-value ratio, or LTV. This is the ratio between
the total loan amount(s) and the property’s fair market value: LTV = Total Loan
Amount(s)/Fair Market Value

For example, if a property is worth $500,000, and you are looking to get a loan
for $400,000, you are looking at an 80% LTV loan, because $400,000/$500,000
=.80.

Lenders typically have different requirements for maximum LTV based on the
property type. For example, for an owner-occupied property with an FHA loan,
the lender will go up to 96.5% LTV. However, on a commercial property, a
lender may not want to lend above 50% LTV.

If you are an investor, you are likely to find 70%-80% LTV the norm for
investment properties.

I have one additional note about LTV: the LTV is calculated using all the loans
that have a lien on the property, including second and third mortgages. The



lender will likely add all these loans together to determine the LTV.
7. Credit Score

This one is pretty self explanatory, but banks want to know that you are
trustworthy before they lend money to you, so they generally have a minimum
credit score that they want to see. This number will depend on the lender and the
loan type, but if you are below a 600, understand that obtaining any kind of loan
could be difficult.

To check your credit score, I recommend visiting CreditKarma.com, which
allows you to see your score for free—actually free—no free trial, and no credit
card required. (They make their money by selling credit cards. Yes, kind of
ironic.)

8. Repayment Source

Lenders want to ensure that your ability to repay the loan will stay consistent. To
do this, they will dig in on your repayment source for the loan. For most
borrowers, this means they will look into your job. They will want to know how
long you have worked there and how much you have historically made.

If you just started a new job, getting approved can be more difficult than if you
have had the same job for years. If you are a property investor, the lender will
also look at your rental income and may be able to use that income to offset your
debt. However, most lenders will not give you any credit for this rental income
unless you have been a landlord for more than two years (remember, they want
stability).

In addition, no matter how long you’ve been a landlord, you likely will never get
100% of the rental income counted toward you. They will likely give you 70%—
80% just to be safe on their end.

9. Experience

Next, they may want to know your experience level. This is especially true on
large, commercial, or multifamily loans. Why? Because the bank knows that you
will not be able to cover the payment if something goes wrong. If the mortgage
payment on your new apartment complex is $30,000 per month, the lender
knows that there is no way you could pay that if all your tenants left. So they’ll
want to look at your experience level to make sure you have the skills necessary
to avoid such a catastrophic event.

10. Cash Reserves



The lender will want to ensure that you have the cash available to weather any
storm. Be sure to have at least some cash in a savings account before applying
for your next loan. The amount will depend on the lender and how many
properties you own, but every lender will want to see something.

11. Recent Credit Changes

A lender wants to know that not only is the property going to be stable but that
you will also be, especially with regard to your credit decisions. For this reason,
it’s important not to do anything crazy with your credit while you’re trying to
obtain a loan, such as opening up new credit accounts or adding on new debt.

12. Compensating Factors

Lastly, understand that in the end, loan decisions are eventually brought to a real,
live person, so there could be compensating factors if you fall short on a
requirement or two. For example, if your credit score is a few points shy of what
they like to see, but your LTV is exceptionally low, the lender may waive the
minimum credit score requirement, because the equity in the LTV compensates
for it. However, there is no way of knowing exactly what your lender will or
won’t do, so it’s best to simply try to fit your peg within their round hole
perfectly.

Now that you have a good idea of how a lender thinks, let’s talk about how to fit
your loan into a package that a banker will be excited about.

Make Your Lender’s Job Easier to Get Your Loan
Approved

Earlier in this chapter, I mentioned that getting a loan approved requires a certain
code. If you can get the code right, you can get the “safe” to open.

However, a code does you no good if you can’t find the keypad! In other words,
you might know the 12 digits needed to open a safe, but if you don’t know how
to punch those numbers in, those digits will be worthless to you. So let’s crack
this safe together. As I said before, a lender wants to approve your loan. The
banker wants to say yes. The underwriter wants to say yes. So why do we hear
so many noes? Because people don’t enter the digits correctly! What’s the best
way to make this process go more smoothly? How do you enter these digits
correctly? It’s simple: do the heavy lifting for your banker.

Your banker has a lot of loans going on at the same time. They are doing a car



loan for Bill Johnson, a house refinance for Sally Wiggins, and a broom loan for
Harry Potter. Therefore, a banker will likely take the path of least resistance and
prioritize the loans that will be the quickest and easiest to enter. So if you want
your loan to get approved and get approved quickly, do the heavy lifting for
them; make their job is as easy as possible. You already know the 12 digits that
the banker needs to enter, so write these out in great detail and make everything
“plain as the nose on their face” simple for the banker, then provide
documentation to back it up. When you speak with the front-end banker, ask
them for a list of all the items you will need to have. Likely, that will be at least
the following:

. Tax returns for previous two years

. W-2s for previous two years

. Pay stubs for previous two months

. A personal financial statement

. Bank statements

. The Purchase and Sale documents for the property
. Descriptions of all your properties

When the banker gives you this list, don’t think of it as a wish list but as a must
list. Your job is to compile this information in the most organized format
possible. If there is one tip from this chapter you must remember, it is this: there
is power in presentation. Go overboard. Have fun with it! When I applied for the
loan that was ultimately approved for my recent fiveplex refinance, I organized
the entire packet in a binder I bought from Staples, complete with a cover page,
summary, photos, and divider tabs. There was nothing magical in this, but I
simply gave him everything he wanted in the most organized way possible.

Furthermore, I ran this property through the BiggerPockets Rental Property
Calculator and took the PDF report it generated and included that on top of the
organized packet. This enabled the lender, in one place, to see all the financials
of the whole property. Upon receiving this application, besides being blown
away by its organization, he commented how nice it was to see the summary
document. And within a few days, I had a full loan approval. (If you are not
using this calculator to apply for loans or analyze potential deals, you are really
missing out. Check it out today at BiggerPockets.com/analysis.)

Moving On

Whether you plan to use a traditional bank, a credit union, a hard money lender,



a private lender, home equity, or another financing technique I discussed in the
previous chapter, you will always hear “no” unless you can crack the
combination. My goal in this chapter was to share the most common pieces of
the code that bankers and other decision-makers need. I hope that you’ve finish
this chapter with a solid understanding of how to get your loan approved so you

can move forward with your rental property purchase.

Speaking of the rental property, at this point in the book, I’ve covered everything
from the mindset to the planning to the shopping and now the financing. But
there is one more step between getting your financing in order and becoming a
landlord: the due diligence process.



CHAPTER 15 - THE DUE
DILIGENCE PROCESS

“One of life's most painful moments comes when we must admit that we didn't do
our homework, that we are not prepared.”

-Merlin Olsen

Did you know that of the most famous painters and sculptors in human history
began his career as a fraud?

Michelangelo di Lodovico Buonarroti Simoni, more commonly known today as
simply “Michelangelo,” was a promising young artist working for the Medici
family around the same time Columbus set out on his first navigation to the
Americas. But before Michelangelo would go on to create some of the most
renowned pieces of Renaissance art (such as David and the ceiling of the Sistine
Chapel), he participated in a classic art forgery scheme. According to The Life of
Michelangelo, a biography by Ascanio Condivi, Michelangelo’s employer
Lorenzo de’ Medici looked at a sculpture the young man had made and asked
him to “fix it so that it looked as if it had been buried” so he could “send it to
Rome and it would pass for an ancient work, and you would sell it much better.”
Of course, despite Michelangelo’s best efforts, the deception was soon
discovered by the buyer.

Art forgery is as much of a problem today as it was in Michelangelo’s time.
Millions of dollars are lost every year because of such deception, and many
people have been made fools after spending inordinate amounts of money on
something fake. The artwork an individual thinks they are buying is often very
different from what they are actually buying. With art, discovering fakes can be



incredibly difficult because of the impressive nature of the forger. However,
with proper due diligence, a buyer can discover a fair amount of knowledge
about the history of a piece of artwork.

The same problem art buyers face exists for real estate buyers, and investigating
a property’s hidden past is one of the most important aspects of the rental
property investing process. After all, you don’t want to buy a piece of real estate
only to later discover that what you thought you were buying and what you
actually bought were two separate things. In this chapter, I’ll dive into the topic
of doing your due diligence on a property to make sure you get what you pay
for.

What Is Due Diligence?

Due diligence is the process you’ll go through after getting an offer accepted but
before you actually take ownership. This is your time to investigate the property
as much as you can, trying to bring to light anything that is hidden (either
purposefully or accidentally). After all, the information presented to the public
when the home was “on the market” is rarely good enough.

Real estate agents and private sellers tend to diminish the negatives about a
property while highlighting the positives. Sometimes there are problems that the
seller never even knew existed. In some cases, the selling party flat out lies about
the property, which can cause financial issues for you down the road. The due
diligence process is there to help you uncover those things and assist you in
getting an accurate picture of exactly what you are buying.

The due diligence process will differ, depending on what kind of property you
plan to buy. If you are buying a 200-unit apartment complex, your due diligence
list will be miles longer than what you’d have for a single-family house. Because
this book is geared slightly toward the smaller end of the property scale, I’ll
focus on the due diligence you might want to do for a single-family or small
multifamily property. This can be broken down into three major categories:

1. Title Inspection
2. Document Inspection

3. Physical Inspection

Title Inspection

How would you feel if I sold you a piece of property and later, you found out
that I did not have the legal right to sell it? What if it was still owned by



someone else, even after you bought it? Tragic, right? For this reason, every
property you buy must go through the title inspection process.

Keep in mind, this may get a little complicated with legal terms, and you may
start to want to look for the nearest exit while reading it! This information is
important to understand, but don’t let it overwhelm you. Your job in this process
is actually fairly simple and straightforward. What I’'m about to tell you is the
legalese behind the title search. You will have very little interaction with what
I’m about to say. That said, read it anyway to familiarize yourself with this step.

When a piece of real estate is sold, the title (a bundle of rights giving ownership
to an individual) is transferred from one person to another through a legal
document called a “deed.” In the United States, this deed is recorded at the
county level to be made part of the public record and preserved forever. The
deed simply shows that the title has been changed. When the property is later
sold or transferred another time, the deed is once again recorded. This process
begins when the property is first built or developed and continues forever. In
other words, if you wanted to go to your local courthouse and see every single
person or entity that has ever owned your house, you could do that. This is
known as the “chain of title” and is the process of going back in time, through
research, to find each and every person who has ever owned the property to
make sure the paperwork has been correct each time.

Furthermore, over the years, other documents can get recorded on the chain of
title in addition to the deed and that give people certain rights to the property.
The most common examples would be easements, covenants, or liens.
Easements (a legal right given by the property owner to another party to allow
them to use or cross the property) and covenants (a legal document that explains
how a property can be used) are fairly common and not a big deal, but a lien can
make or break a sale.

A lien is a legal claim against a property made by a person or entity to secure the
payment of a debt. The most common example would be a mortgage, where the
bank places a mortgage or “deed of trust” on the property to make sure it gets
paid back before the property is sold again. Another common example is when a
contractor places a “contractor lien” or “mechanics lien” on a property, making
sure they eventually get paid what they are owed.

When someone has a lien on a property, they can foreclose on the property under
certain conditions. For example, if an owner/borrower stops paying the mortgage
payment, the bank’s lien allows the bank to foreclose and take the property. And
because liens are attached directly to the property via the chain of title and the



public record, no other bank will want to finance something that has an existing
lien. It’s too much risk!

Therefore, your goal when buying real estate is to only buy properties that have
a “clear title.” This means a title that has been researched and found to be
complete and free of liens or other issues. If this research sounds overwhelming,
and you envision yourself pouring over hours of file cabinets at your local
county courthouse, don’t worry; it’s much easier than that. This is when the
attorney or title company comes into play.

Title Company or Attorney

Each state is different with respect to who researches the chain of title closing
the sale of a property. In many East Coast states, an attorney handles the closing
process as well as the title research. In the Midwest and on the West Coast,
lenders, title companies, escrow companies, and attorneys generally handle the
title research and closing. Talk to some local investors in your area (on the
BiggerPockets Forums, perhaps?) to see how it’s done in your area.

When you’re working with a real estate agent, your agent will likely recommend
an attorney or title company if you don’t already have a favorite. They will send
the necessary documents over, and the attorney or title company will get to work
researching the chain of title and will also order your title insurance.

Title insurance is simply a kind of insurance, just like car insurance, fire
insurance, or any other type, except that it is designed to protect the owner
and/or lender from problems with the title. In other words, if a title insurance
policy is taken out on a piece of property, and later it was determined that a
mistake had been made in the due diligence process and a mortgage was still in
place on the property, the title insurance policy would cover any financial
damage from that situation. Most title companies and attorneys are pretty good
at researching the chain of title, so it’s unlikely that you’ll ever need to file a
claim on title insurance, but nevertheless, most lenders will not fund a deal
unless title insurance is in place to protect their loan. Title insurance can be
purchased by either an attorney or a title company, and the cost is usually
wrapped into the closing costs.

If you are buying the property without an agent, through a private sale, you will
need to contact the title company yourself to get the title process rolling. If you
are paying cash for the property, you may be able to skip the title search (or do
your own), as well as the title insurance, but I do not recommend this. It usually
doesn’t cost more than $1,000, and you’ll save yourself significant headache



should a hidden lien be discovered years later.

As for the title inspection process, this pretty much covers it. Again, in most
cases, you won’t need to do much of anything for this process to happen—you
just need to make sure the right people get it done. The other parts of the due
diligence process, however, may require a lot more work on your part.

Document Inspection

After the purchase and sale agreement has been signed, it’s time to start
reviewing the documents. If you are buying a single-family home that has not
recently been used as a rental, the documents you receive may be minimal.
However, if you are buying a rental house, a multifamily property, or a
commercial building, you’ll likely have a lot to review.

As I mentioned at the beginning of this chapter, the purpose of the due diligence
process is to make sure you are actually buying what you think you are buying.
Inspecting the paperwork is a good way to do that. The seller may claim that the
property’s tax bill is $1,500 per year, but how would you know for sure if you
don’t investigate? They may say the property rents for $675 a month, but how
would you know if you don’t check to confirm this?

The following is a list of documents you may receive from the seller. Keep in
mind, not all of these will be used in every situation, because it largely depends
on the type of property you are buying. However, I'll list the most common
possibilities here so you can know what to keep an eye out for.

Seller Disclosures - Most states, if not all, require that the seller disclose any
known defects in a property before selling it. Therefore, in most deals you
purchase with the help of a real estate agent, the seller will give you a pile of
forms in which the seller lists anything that might be wrong with the property.
You’ll want to read this document carefully, so you’ll know immediately about
any issues with the property that the owner knew about. Of course, the large
loophole here is that the owner must know about the problems, so this should not
take the place of your doing your own investigation on the property’s condition.

Seller’s Tax Returns - One of the most powerful tools you can use to determine
the truth about a property’s financials is the seller’s tax returns. A seller will not
likely make a property look extra “cash flow-plush” for the IRS, so tax returns
will likely be the most accurate representation of how the property really
performs. To get these —simply ask for them! Look for any discrepancies
between tax returns filed and the financial information provided by the seller,
but also recognize the difference between aggressive tax write-offs and



deception. If you find inconsistencies between the numbers they provided and
the numbers on the tax returns, you’ll want to dig further into this.

Current leases - If the property is an existing rental property, be sure to dig
through the lease(s) with a fine-tooth comb. After all, a lease goes with the
property, so that lease between the seller and their tenant will become the lease
between you and the tenant. Be sure to pay special attention to the rental rate, the
length of the agreement, and any special, out-of-the-ordinary terms written into
the lease. You don’t want to discover after you buy the property that they had a
20-year lease for $1 per month!

Current Rent Roll - The rent roll is a list of all current tenants, their rental
amount, and other information (such as move-in date and lease term length). In
essence, it’s a summary of what you’ll hopefully find in their leases, but double-
check that anyway. Make sure the numbers add up to what you think they
should.

Tenant Estoppel Certificates - If you are buying a property that is already
rented, and especially if you are buying a property with multiple units, I highly
recommend getting estoppel certificates from all the current tenants. An estoppel
certificate is simply a form that the existing tenant fills out, letting you know
what the terms of their current lease are. This can help you verify that the seller
did not change the lease agreement without the tenant’s knowledge or create a
fake one, just to make the income seem higher (trust me, this happens!).

Current Year’s Tax Bill - Be sure to verify that the tax amount you ran your
numbers with is the actual tax bill. You can usually verify this online through
your local assessor’s office.

Recent Utility Bills - Utilities are a major expense with real estate, so verify that
the numbers you used for your math homework are accurate. Either ask for
specific bills or call up the local utility companies and get the information
directly from the source. Also verify who pays for which utility, especially if you
are purchasing a multifamily property, and always check to make sure the utility
bills have all been paid. When I first got started investing in real estate, I
discovered several days after closing that there was a $400 garbage bill that the
previous owner had not paid, and the debt was now mine. Now, I check to make
sure all bills have been paid before closing!

Security Deposits - If the property is already rented, make sure you verify the
security deposit amounts to ensure you are given the correct cash at closing.

Recent or Current Maintenance on the Property - Again, this is most helpful



when a property is already rented. You’ll want to get a good idea of what work
has recently been completed on the property and what still needs to happen. This
can also help you determine whether the owner has simply been deferring
maintenance to make the expenses appear less than they really are.

HOA Documents - If the property is governed by an HOA, you’ll need to
review the HOA’s declaration of covenants, conditions, and restrictions, more
commonly referred to as the CC&Rs. This document explains all the things you
can and cannot do according to the HOA. For example, an investor I recently
talked with told me that he bought a condo in Chicago, only to find out a few
months later that the HOA would not allow the property to be used as a rental!
Don’t fall into that trap. Review the CC&Rs!

You may also review other documents, depending on the property and the rules
or customs of the location in which you are buying. I simply could not list every
possible document! The important thing to remember is this: verify everything.
Let’s now talk about the third inspection you’ll need to do during the due
diligence process: the physical inspection. Are you ready to get a little dirty?

Physical Inspection

Just as you can’t judge a book by its cover, you also would be wise to avoid
judging a property by its paint job. Below the surface of your property lies
incredible amounts of risk that if not discovered in advance could cause
immense financial loss later on. Therefore, the physical inspection of the rental
property you are about to purchase is one of the most important steps in the
entire due diligence process.

Should You Do Your Own Inspection?

The first thing I have to point out about inspections is that unless you are a
licensed and experienced contractor, do not do your own inspection. Yes, you
should walk through the property and make sure there are no major red flags
before spending the money on an inspector, but your official inspection should
be done by a real, licensed property inspector.

How to Find an Inspector

The easiest way to find a home inspector is by asking your real estate agent who
they like to work with. They’ll likely have the name of someone that they’ve
worked with in the past. If you are not working with an agent, or if your agent
doesn’t have any recommendations, ask other local real estate investors, real
estate agents, mortgage professionals, and/or property owners.



Speed is critical at this point, because you’ll likely only have a week or so
(depending on the details both parties signed in the P&S agreement). After the
inspection, the inspector may take a couple of days to get their final report back
into your hands, and you may need a day or two to think about what to do, so the
moment you get the property under contract, the clock is ticking! I would try to
get the inspector onto the property within four days of mutual acceptance.

The Day of the Inspection

If possible, make sure the power, water, and all other utilities for the property are
turned on before the inspection. If there is no water, how can the inspector check
for leaks? If there is no electricity, how can he or she tell which lights work and
which don’t?

After hiring the inspector, you or your agent will schedule a time for the
inspector to look at the prospective property. Although you do not need to be
present for the inspection, I highly recommend that you are. You are paying for
the inspection anyway, so get your money’s worth! Walk, crawl, climb, and
touch every inch of the property as the inspector does, asking questions along the
way. By doing this, you will be able to get a better idea of exactly what is wrong
with the property so you can make the best decision on what you want to do with
the problems you find. You may get a 30-page (or longer!) report from the
inspector, but it can be hard to tell from a written description how bad something
really is. The report may say something scary like “illegal and dangerous wiring
in bedroom two,” but without being there to ask more questions, you might not
realize the issue is simply two wires being mixed up in the light fixture—a 30-
second repair!

What Does the Inspector Look For?

Everything! The inspector will look at the property from the foundation to the
roof and try to determine what they can about the condition of the property. If
there is a crawlspace, they’ll get down on their hands and knees and crawl
through the entire thing, looking at the foundation posts, beams, and joists.
They’ll investigate for rot, incorrect past repairs, and evidence of rodents. Inside
the house, they’ll look at the condition of the doors, windows, walls, and
flooring. They’ll check the cabinets, the drawers, the plumbing, the electrical
outlets. They’ll look at the heat source and make sure it’s working correctly.
They’ll crawl into the attic and look for issues there, and they’ll hopefully walk
up on the roof to check out the shingles and the chimney, if there is one. They’ll
also look at gutters, downspouts, and any landscaping issues that could affect the



condition of the property.

After the Inspection

The report that the inspector provides you several days after the inspection will
likely be scary! This is especially true with older homes. After all, the
inspector’s job is to discover every single possible problem they can about the
property, and let’s be honest, no property is perfect! In fact, I’d be nervous if the
report didn’t contain a laundry list of problems, because I’d assume the inspector
had been sleeping during the inspection! Your job, after the report comes in, is to
decide which issues are important and which aren’t. Again, being present for the
inspection makes this process much easier.

Should You Use Your Contractor as Your Inspector?

Although there is nothing wrong with bringing your contractor through the
property to take a look, I recommend hiring a third-party professional inspector
to officially check out the property. Unlike the contractor, the inspector won’t
have any conflict of interest with the property, since they won’t be doing the
work. Moreover, contractors may be great at fixing things, but they are not
generally trained to spot problems. A contractor might see a crack in the wall
and begin talking about how to patch it, whereas an inspector will dive in to find
out why it cracked. This distinction is very important.

How Much Does an Inspection Cost?

First, think of an inspection as an investment rather than an expense. The
inspector will find things out about the property that you didn’t know, and
learning these things up front can either help you negotiate a better deal on the
house or save you from problems later on. An inspection can also help you plan
the entire rehab process on a property and allow you to create a checklist for
addressing all the issues to make the property right.

The cost of an inspection depends largely on the size of the property, but for
easy reference, a typical single-family home will cost between $350 and $500
for an inspection. A small multifamily property might cost up to $1,000. Larger
multifamily properties (five or more units) get more expensive the larger they
are. But again, don’t think about the cost, think about the value and peace of
mind you’ll get.

Other Inspections You May Want to Get
I hope I've convinced you, at this point, that getting your property inspected by a



professional inspector is important. However, even a great home inspector has
their limits. There are several different types of inspections you may decide to
have done on the property. Although these are fairly uncommon, they may end
up saving you a lot of money in the long run. (Your home inspector may also
suggest these separate inspections after he completes his walk-through of the

property.) Plumbing - A home inspector can look for leaks and can test to
make sure the water is running and draining well, but he can’t see inside the
drain pipes to confirm that there are no major problems. For this reason, you
may decide to hire a plumber or plumbing inspector to stick a camera down the
sewer lines and check for problems. After all, a cracked drain line can cost
thousands of dollars to repair, especially if it’s broken under a driveway or
parking lot.

Asbestos - Asbestos is a naturally occurring fibrous material used during the
20th century in a lot of building materials, but it was later discovered to be
dangerous, even deadly, to humans who might breathe in fibers that become
airborne. Asbestos can be found in hundreds of different products but is most
common in popcorn ceilings, exterior siding, and pipe insulation. If you or your
inspector have concerns about asbestos being used on your property, get the
house tested by a local environmental testing agency. Although asbestos can be
removed, this must be done by a licensed professional trained to remove the
lethal product.

Lead-Based Paint - Before 1978, lead was often used in both interior and
exterior paint. It was added to paint to speed the drying time, increase the
longevity of the paint, and resist moisture, which can cause corrosion on the
painted surface. It was later discovered that lead can cause damage to the human
nervous system, especially in young children. In 1978, lead-based paint was
outlawed in the United States for residential use. Therefore, anything built
before 1978 may contain lead (the older the home, the greater the chance).
Because of the danger this poses, there are some fairly strict laws in place
concerning the disturbance or removal of lead-based paint from a property; this,
of course, means that the issue can be very expensive to remediate. If you are
buying a property that was built before 1978—and especially if you plan to do
major work on it—you may want to test the surface of several painted areas of
the property to determine whether lead exists. You can either hire a professional
to do this, or you pick up a lead-test kit from any home improvement store and
do it yourself.

Pests/Wood Destroying Organisms - Termites, flying beetles, carpenter



ants, and other wood-eating bugs can cause tens of thousands of dollars in
structural damage to a house, years before a homeowner or tenant even knows
they are there! If your home inspector finds evidence of pests in the home, or if
you simply live in an area of the country where this is common, hiring a
professional pest inspector to perform a pest inspection would be wise. This is
also known as an “inspection for wood destroying organisms.” These inspections
are generally done by local pest control companies whose workers are
specifically trained to spot signs of these “silent killers.”

After the Inspections

After the property has been physically inspected and you’ve looked over the
reports, you’ll need to decide whether the property is still worth pursuing. If you
included an inspection contingency in your offer, you could likely back out
without losing any of your earnest money. However, if you did not include an
inspection contingency and decide to back out, you will probably lose your
earnest money deposit—though that might be better than losing tens of
thousands of dollars on a money pit because you let your emotions keep you in a
bad deal.

Also remember this: it is an inspector’s job is to scare you with facts. If you are
just getting started with your first deal, a scary inspection could raise
unwarranted fear and make you back out of a deal that is actually totally
manageable. I recommend consulting other local real estate investors about your
concerns before backing out. A great place to do this is on the BiggerPockets
Forums, where you can ask for advice any time, for free, from the community.
Just go to www.BiggerPockets.com/forums and let people know what the
inspection report says.

Finally, keep in mind that the items you discover in your inspection can be used
to negotiate a better price on the property. If you find things that you did not
know about, you can ask the seller to either fix those issues, credit you the cost
of those repairs at closing, or simply lower the price of the property. Of course,
they may say “no,” but if the issue is serious enough, there is a good chance they
will make some concessions.

Conclusion

The due diligence step is one of the most important aspects of the entire
property-buying process. Without it, you may think you are buying a great deal
when in fact, you are buying a pig!


http://www.biggerpockets.com/forums

By having the title carefully inspected, you can ensure that the property will
indeed be 100% yours. By verifying all the documents that come with the
property, you can validate that the numbers advertised with the property align
with the truth. And by having the property physically inspected, you help reduce
the risk that hidden defects could cause untold damage later.

After the due diligence period, it’s almost time to take ownership of the
property. However, before the previous owner hands over the keys, you need to
get a few more ducks in a row that will make the landlording process easier and
the transition much smoother.



CHAPTER 16 - GETTING READY
TO CLOSE

“Dig your well before you’re thirsty.”

~ Chinese Proverb

After being accidentally abandoned on Mars with no hope of a quick rescue,
NASA Astronaut Mark Watney was forced to do what humans were designed to
do best: survive.

This is the story told in the 2011 bestselling book by Andy Weir titled The
Martian. Although the story is fiction, the incredible truths it contains about
science, ingenuity, problem solving, and the human spirit have rocked millions
of readers and tens of millions of viewers through the recent theatrical release of
the film, starring Matt Damon. In the story, Watney must grow food in an
unfruitful climate, maintain contact with Earth through a broken machine, and
survive hundreds of days of unimaginable danger. Luckily for him, NASA was
prepared.

In the tale, before Watney’s spaceship left Earth for its 124-day journey to Mars,
NASA sent 14 advance unmanned missions to the red planet, depositing on Mars
all the supplies the astronauts would need to live and explore there, including
their home, vehicles, and tools. In other words, NASA knew that if it didn’t
prepare for everything before the mission, the mission could never succeed.
After all, planning and building a new rocket to send forgotten supplies could
take years, so if something were to break on Mars and the astronauts didn’t
already have the ability or tools to fix it, it would be too late. This preparation
gave Mark Watney the resources he needed to extend his life on Mars.



Although again, the story is fiction, the underlying message is still true:
preparation is key to success. And like planning a space voyage, a rental
property owner must properly prepare before purchasing. The way you set up
your rental business before you close on a property will determine the success
you’ll have later. Therefore, in this chapter, I focus on the idea of preparation—
the things you should do (or consider) before closing on your first, or next, rental
property. This stuff might not be the most glamorous, but just as preparation
saved Mark Watney, it just might save your life (or at least your financial life!).

Let’s start with the one thing every rental property owner must deal with:
insurance.

Order Insurance

Fires, floods, and water leaks happen. Luckily, we live in a society that spreads
this risk around to everyone to make sure such incidents don’t bankrupt anyone.
I’m talking about insurance! Therefore, before you close on your rental property,
make sure that you have adequate insurance coverage. Although rental property
insurance is slightly different from your normal homeowner’s insurance policy,
the process for getting it is nearly identical. Call up the same insurance agency
that insures your house or car (or call up another, or several), and get a quote on
the policy. Let them know this is for a rental property and that you are
purchasing the property. If the quote looks good to you, you’ll need to request
that a “binder” be sent to the attorney or title/escrow company that is handling
the closing of your property. Most likely, the cost of the insurance will be paid at
closing directly to the insurance company, but that may not necessarily be the
case for you. Your insurance agent will be able to fill you in on the details. Also
keep in mind that if your lender is setting up an “escrow” account, which I’1l talk
about in a moment, you may be required to pay one full year in advance for the
insurance. Be sure to plan for this possibility when you do your math.

What kind of insurance should you get on the property? To answer that question,
I turned to my own insurance agent, Caleb Backholm of Backholm Insurance, to
write the next section of this chapter for me and help us all better understand the
difference in policies.

Insurance for Landlords

Insuring an investment property is something every investor will want to
do. In truth, it’s probably an expense an investor would like to skip, but
seeing your hard work and money go up in smoke is a nightmare that can
ruin years of work. Here’s how to avoid that, or at least insure against it.


http://backholminsurance.com/

How do you choose the right insurance? For homes that will need some
fixing up, the choice may be partially made for you, because you may be
limited to an actual cash value (ACV) policy. That means the insurance
company will give you only enough insurance to cover what you paid for
the property, minus the value of the land it sits on. This often occurs when
the house is older and the plumbing, electrical, and roof have not been fully
updated.

The downside for those insured with an ACV policy is that if the structure
sustains major damage, there likely won’t be enough money paid out to
rebuild. In a worst case scenario, you may have only enough money to pay
off the loan and be left with a vacant lot or a damaged building. But an
ACYV policy is still better than nothing and will often be sufficient for small
losses, especially if you are prepared to pay a bit more than the deductible
(because of depreciation) or do some of the work yourself.

An important note about ACV policies is this: about one-half of them don’t
cover water damage from frozen or broken pipes. In some cases, you just
can’t get it because of age or something else. But at least it’s good to know
that up front or get it endorsed to the policy if you can.

On the other hand, a replacement cost policy is the preferred option if you
can get it. The coverage is better, and it will pay for the full cost of a
covered loss (minus your deductible) or even to fully rebuild the house, if
necessary. To qualify, the property must be in good condition, with the roof
and paint in good shape. I can’t tell you how many times over my years in
insurance I’ve come across houses that couldn’t get a good policy because
of the condition of the roof or siding. Other problem issues include a lack
of gutters, no handrail on the stairs, and debris left in the yard. Don’t let
your renters leave an old appliance or broken-down vehicle in the yard. An
insurance inspector will usually cancel the policy if they see that.

When looking at a replacement cost policy, make sure the dwelling
coverage (Coverage A) involves enough of a payout to rebuild, based on
what contractors are charging in your area. In some cases, this number may
not be even close to what you paid for the property. It could be much more
or much less, and a lot of people are surprised by that. It does not matter
what you paid; it matters what a contractor will charge you to rebuild that
same home in the same construction style on the same lot.

With most policies, if you are more than 20% under market costs, you will
be subject to a coinsurance penalty. This means that if the home would cost



$200,000 to rebuild, and you are insured for less than 160,000 (80% of
value), any claim you have will be paid out at the same ratio. For easy
math, if the value is $200,000, and you insure for $100,000, you are at
50%. If you have a toilet overflow that causes $8,000 in damage, the
insurance company would pay only 50% of the cost—$4,000, minus the
deductible. This is because you were only insured at 50% value on the
home. Watch for this, and make sure your house is insured to full
replacement value. (Note that with an ACV policy, you can usually get one
that will pay 100% on partial losses, even though the home coverage is not
at replacement value.) Next, make sure your policy includes outbuildings
(garage, shop, etc.), if you have any. Also look for “loss of rents coverage.”
If your renters have to move out after a fire or other covered damage to the
home, this will pay you the rent you would have collected from them
during that time.

Lastly, make sure you have liability coverage on the home. Common limits
are $300,000, $500,000 and $1,000,000. It doesn’t cost much to get the
higher coverages here, so it’s almost always worth it. If someone gets hurt
and sues you, this coverage is a lifesaver. I recommend requiring your
renters to carry their own renter’s insurance as well. It’s very inexpensive
for them in most cases, and if they are found liable or negligent in an
injury, it’s good to have a policy for that claim to go against rather than
having your insurance be the only option. And while we are talking about
tenants, don’t let them have dangerous dogs or other pets. If you’re a
serious investor, you don’t want a dog bite claim on your record. Insurance
companies hate those.

I hope that helps you out on your journey toward real estate success. And
keep in mind, having a good agent who can look things over for you is
always a plus, but being armed with at least basic knowledge is extremely
valuable for every real estate investor.

(Thanks again, Caleb!)

Setting Up Your Bank Accounts

You must keep your rental property expenses separate from your personal
income. I'll repeat this: don’t use your personal checking account to run your
rental business! If you have the property owned by a legal entity, this could
destroy any chance of protection that entity might otherwise offer. And even if
you don’t have such an entity, mixing your expenses will make your
bookkeeping far more complicated.



Before purchasing your next rental property, head to your local bank and open a
business checking and savings account for the property. Yes, you will need both
a checking and a savings account. The checking account will handle the income
and expenses, while the savings account will hold the security deposit given by
the tenant. At most banks, basic business checking accounts are free, as are
savings accounts. (You may need to pay for checks, though.) I also recommend
setting up these accounts two to three weeks before closing on the property, to
ensure you have time to get the checks and/or debit cards in the mail.

Speaking of checks, this is a good time to determine how you want to pay for
expenses with your rental property. Although check writing seems to be a dying
practice since the emergence of debit/credit cards, I still find that running much
of my rental business using a good old fashioned checkbook is much easier. You
may find the opposite is true for you, but whatever you do, have a system for
how you’ll do it, and determine that system right now, at the beginning.

Preparing Forms

If you’ll be managing your own rental properties, it’s a good idea to pull
together all the forms you’ll need to do so. I recommend getting a small file
cabinet and some file folders and putting five copies of each form in the file
cabinet. This way, when you suddenly need a lease, application, or other form,
you’ll won’t have to go digging to find it.

If you are more comfortable with tech-related solutions, you could also place all
the forms “in the cloud” using a service like Google Drive. Google Drive is a
free, online cloud-based storage system that integrates with the rest of the
Google platform. You can create folders and upload forms there, which means
you can access them anywhere. The benefit of this, of course, is the ability to
retrieve a form even if you are not home.

If you are using computerized property management software, you may also
have the ability to sign most forms directly on a smartphone or tablet,
eliminating the need for paper forms altogether. But taking inventory of what
you have and what you’ll need would still be a good idea.

At minimum, I recommend gathering the following, along with any
other forms required by your state, county, or city:

. Application
. Rental Minimum Qualifications Form
. Month-to-Month Lease



. Annual Lease

. Three-Day Notice to Pay or Quit (or Five-Day Notice or whatever
your state requires)

. A Deposit to Hold Agreement

. Property Rules and Regulations

. Adverse Action Notice (explaining why someone was turned down)
. Notice for Landlord or Maintenance to Enter a Unit

. The Lead-Based Paint Packet

. Ten-Day Notice (or whatever other notice your state allows for this
purpose.) to Comply

. 20-or 30-Day Notice to End Tenancy (as allowed by your state)

. Move-Out Packet (explaining the move-out process for tenants)

. Cleaning Expectations

. New Tenant Checklist

. Move-In & Move-Out Condition Report

. New Owner Announcement Form

. Pet Addendum

. Tenant Reference Questionnaire

. Disposition of Deposit

. Mold and Mildew Disclosure Form

As a bonus for you purchasing this book, you can get a sample copy of all these
forms right now by visiting www.BiggerPockets.com/LandlordBookBonus.

Preparing Bookkeeping

Before closing on your property, you should also begin getting your
bookkeeping in order. In other words, how will you track the income and
expenses for the property? You may choose to use a computer-based accounting
software, such as QuickBooks or Quicken Rental Properties, or an online
property management tool such as AppFolio.com, VerticalRent.com or
Buildium.com. Another option would be to simply use Excel or Google Sheets
(the free, online, cloud-based spreadsheet powered by Google). Consider setting
up a 30-minute meeting with a CPA to go over the methods that they would



prefer for keeping track of your income and expenses.

Do I Need an LLC?

This may be the most common question I receive from BiggerPockets members:
“Should I set up an LLC for my real estate business?” It’s a good question,
because I’m sure you’ve heard horror stories of landlords getting sued by tenants
and losing everything. You didn’t spend years learning about real estate,
growing your portfolio, and figuring out how to be an effective landlord just to
lose it all to some deadbeat looking to game the legal system.

However, LLCs are also highly misunderstood in the real estate space, because
they are just so darn complicated. What works for one person may not work for
you, and what works for you might not work for me. I could easily give you the
simple answer of “talk to an attorney,” but I want to dive a little deeper. Of
course, I am neither an attorney nor a CPA, so please take what I’'m saying as my
own personal opinion and get a qualified person to help you out with these legal
discussions.

What Is an LLC?

First, let’s start by talking about what an LLC is and what it isn’t. An LLC is not
equal to a get-out-of-jail-free card. You can be sued with an LLC, and you can
still lose everything. An LLC is not designed to prevent you from ever being
sued. An LLC is intended to help you manage and contain the fallout from such
a lawsuit. According to the United States Small Business Administration|[viii]
(SBA), a limited liability company is “a hybrid type of legal structure that
provides the limited liability features of a corporation and the tax efficiencies
and operational flexibility of a partnership.” Given this definition, an LLC’s
benefits are threefold:

1. Limited Liability - If you were to get sued, your liability (the
damage to your wallet) could be contained to the assets within the LLC, not
everything else you own. In other words, if the LLC is set up correctly, and
you get sued and lose, the creditors probably would not be able to take your
personal house or car, or garnish your W-2 job wages. Or course, there are
ways a judge might “pierce” the protection of an LLC and go after these
things if every I is not dotted and every T not crossed.

2. Tax Efficiency - The LLC is fairly easy to handle during tax time,
especially if it is a “single-member LLC,” which means an LLC owned by
just you or by you and your spouse. LLCs are known as “pass-through



entities,” which means the income and expenses flow magically through the
LLC and are reported (and paid) by each individual member on their
personal income statement. There is no “corporate tax” like a corporation
might pay. This can definitely make taxes easier and less expensive than for,
let’s say, a corporation. That said, although a single-member LLC does not
require its own business tax return, a multimember LLC does. Don’t make
this mistake.

3. Operational Flexibility - Finally, an LLC is fairly flexible in
terms of running it. You don’t need thousands of documents or to issue
stock. An LLC can be set up fairly easily and inexpensively and requires
just a few documents.

It’s easy to see why an LLC might be advantageous to a real estate investor.
Let’s say a tenant slipped on the stairs and broke their hip. The tenant decides to
sue the landlord for “neglect,” and the court sides with the tenant. For whatever
reason—Ilet’s say your insurance doesn’t cover all the legal penalties—you, as
the owner, are required to pay $500,000 out-of-pocket to the tenant. Ouch. If you
own the property without an LLC, the tenant could have your wages garnished,
force you to sell all your properties, and drive you to bankruptcy. You could end
up eating cold beans out of a can under a bridge while pigeons sit on your
shoulder—not a fun place to be. On the other hand, if the owner of that property
was “Main Street Investments LLC” rather than you personally, then the LLC
would be the entity getting sued. The courts could make you sell that property,
or other properties owned by that LL.C, but they likely wouldn’t be able to make
you sell other properties owned by other LLCs, if you have them. They won’t
take your primary residence. You won’t be eating cold beans. Sorry, pigeons.

Of course, this example is a bit overdramatized and unlikely to happen. And I
don’t actually mind eating cold beans. But it illustrates the fear that drives most
investors to pursue an LLC. Even though it may sound like I’m encouraging you
to establish an LLC, hold your horses. There are some other important factors to
consider first.

The Problems with an LLC

LLCs are great; I won’t deny it. However, they might not be great for you. There
are some fairly important considerations to weigh before you jump on the LLC
bandwagon.

Lending on an LLC Is Almost Impossible



That’s right, if you plan on using a loan to acquire an investment property, it’s
unlikely you’ll be able to have an LLC own the property. Most residential
lenders (lenders who provide loans for one-to-four unit properties) simply will
not lend on a property that is part of an LLC, which forces you to turn to a
commercial lender with higher fees, higher rates, and shorter terms—something
you probably don’t want to do.

Many investors simply transfer the ownership of a property to an LLC after
purchasing the property in their primary name, but that presents some big risks
as well. If the bank finds out (and they probably will, because of insurance
paperwork), they might call your note “due” because of the “due on sale” clause.
Of course, you didn’t actually sell the property, but you did transfer the title
from one entity (your name) to another (your LLC). In the past, this has never
really been a problem, because banks have generally turned a blind eye to such
transactions. However, this seems to be changing and is expected to only get
worse as interest rates rise. If you plan to go this route, consider speaking with
your bank and getting permission, in writing, to transfer your properties to an
LLC after buying them. This is the only way you’ll be truly protected from that
dreaded “due on sale” clause.

What Are You Protecting?

New investors automatically think they need an LLC to protect themselves, but
when you are first starting out, how much wealth do you really need to protect?
Think about it. You have a property or two with very little equity. You have car
payments. You don’t have six figures in the bank. Yet you want to go through all
this trouble to protect your “wealth”?

Additional Paperwork and Hassle

Although LLCs are definitely easier than corporations with regard to paperwork
and taxes, they still add a lot of complications to the mix. This is especially true
if the LLC involves multiple members who are not married, because an
individual business tax return will be required for each member. Setting up the
LLC takes money, maintaining it takes money, and filing taxes takes money—all
this on a property you probably are not making much on in the first place.
Imagine spending $2,000 per year on asset protection on a house that only cash
flows $1,200 per year. Yes, an LLC can turn a good investment into a bad one.

The Truth About New Investors and LLCs

Here’s the thing I’ve noticed: people like to set up LLCs because it makes them



feel like they are taking action. But they aren’t. In fact, the hurdle of setting up
an LLC is probably the number one excuse people have for not taking action. I
see it almost every day on BiggerPockets. “I want to invest in real estate, but I
don’t know what to do about an LLC.” How absurd! The truth is this: people use
the concept of an LL.C as an excuse to avoid getting out there and taking action.
It’s easier to say, “I don’t have an LLC yet, so I can’t buy a property” than it is
to say, “I’m scared.” But this is often the truth.

Yes, LLCs are valuable. Yes, I have them. Yes, I recommend talking with
someone about setting one up—at some point. However, LLCs are no substitute
for taking action. If you don’t have any wealth to protect, perhaps you don’t
need an LLC. When you find yourself building wealth and creating a sizable
business, that’s when an LLC will come in most handy. By that time, you’ll be
able to afford the proper attorneys and CPAs who can handle establishing the
LLC correctly. And maybe at that time, they’ll still tell you that you really don’t
need an LLC. Maybe they’ll set you up with something different.

What Should You Use Instead of an LLC?
Let’s recap the three benefits of an LLC:

1. Limited Liability

2. Tax Efficiency

3. Operational Flexibility

What other legal structure can help you protect yourself from losing personal
money if you get sued and is also easy to manage and has a relatively simple tax
structure?

I suggest two options: insurance and leverage. I'll talk about both, briefly.

Insurance

That’s right, good insurance can help you avoid eating beans under a bridge with
the pigeons. Get the right insurance, and get enough of it. Talk to a good
insurance agent about your options, and let them know your fears. They’ll be
more than happy to sell you the best policy possible.

Leverage

When someone is going to sue you, what is their goal?

It’s to get as much money from you as possible, of course. This is why leverage
can actually be a big help in protecting your assets. By “leverage,” I mean the



down payment you use for your purchase. For example, if you owe $100,000 on
a property, and the property is worth $110,000, you are highly leveraged. People
often look at this like it’s a bad thing, but in asset protection, it’s a huge benefit.
What kind of lawyer will go after someone, spend hundreds of hours litigating,
and force them to sell their rental, only to find there is no blood to be squeezed
from that turnip? On the other hand, if you own a rental property free and clear,
and it’s worth $110,000, suddenly the idea of suing you becomes much more
exciting for an attorney, because they know there is a ton of money for them to
take.

I’m not saying you should go increase the leverage on every property you own,
but I am saying that when you are first starting out, you’ll likely be very highly
leveraged—and therefore not a large target for lawyers to come after.

So, Should You Get an LLC?

Unfortunately, I must conclude this section with the dreaded answer everyone
hates: I don’t know. To get a better answer, you should talk to an attorney and
CPA. Only they will be able to truly help you know if you are ready for an LLC.
An LLC is a powerful legal entity, but only if it’s set up correctly and actually
beneficial to you. And there is no easy way for me to tell you if that’s the case
for you.

However, I encourage you not to let the LLC question stop you from moving
forward with your real estate ambitions. Don’t let it be an excuse, and don’t let
the fear of a lawsuit stop you from achieving your dreams.

Final Walk-Through of the Property

Finally, on the day of closing, I recommend setting up an appointment to walk
through the property one last time. This will help you verify that everything is
still the same and that nothing has changed since you made the original
agreement. I would hate to see you buy a property only to show up and find that
all the windows and doors have been removed. (It’s happened, I’m sure!) If you
are confident that the property is in the condition you expect, then it’s time to
move forward. But there is one more thing you may wanna do before signing the
documents, during this due diligence phase...

Plan the Rehab

If you wait until after you close on the property to plan the rehab, you’ll already
be behind schedule. During the due diligence process, start getting contractors



into the property, and schedule them to begin working the day after closing.
Make a plan for what should get fixed first, second, third, and so on. Get the
materials list together and ready to order the day the property closes. (I don’t
recommend buying the materials before closing, though. If something goes
wrong, you could have a lot of materials on your hands and no property!)

Sign the Docs

Your closing agent will likely call you a few days before closing to schedule the
date and location where you’ll sign all the paperwork. They’ll also tell you the
final amount of money you’ll need to bring with you to close the deal. The
process for signing all the paperwork depends greatly on the state in which you
are buying, but most likely, it will take place at the attorney’s or title company’s
office. You’ll need to bring three important things to the meeting:

. Yourself and anyone else on the loan or title
. Your government-issued ID
. A certified check

Be sure to read over exactly what you are signing, because title companies and
attorneys do make mistakes. Have the person organizing the documents go
through all the math behind the numbers you are supposed to bring to closing.
Also verify that the names and address are correct, as are the terms of who pays
what. If it all looks good, sign your name on the dotted lines, and hand over the
check.

Once you have done this, the actual transfer of title could take anywhere from a
few hours to a few days. The attorney or title company will let you know when
they estimate it will close, and they will likely call you after it is finished. Your
real estate agent will probably give you the keys, though your area might have a
different custom for handing these over. Don’t worry about it too much, just go
with the flow. It’1l all work out fine!

Wrapping It Up

Congratulations! You are now a rental property owner! How’s it feel? Do
yourself a favor, and take your spouse out to dinner. Celebrate! This is an
amazing thing, and I’m proud that you’ve made it this far. However, understand
that the journey is not over but is just beginning. You are now a landlord—so it’s
time to get busy!



CHAPTER 17 - MANAGING YOUR
RENTALS (PART I)

“Success is where preparation and opportunity meet.”
- Bobby Unser

The year was 1978. In South London, an elderly woman’s only precious cat ran
up a tree and could not get down. She begged and pleaded with the cat for hours
but soon discovered it was hopeless. Finally, she called the local fire station to
request help. The firemen came to help the poor woman and had cleverly and
creatively devised a plan to get the cat out of the tree. Finally, the ladder went
up, and the cat came down in the arms of a heroic fireman. The neighbors
cheered, the elderly woman was full of joy, and the firemen rejoiced in their
accomplishment. The elderly woman treated the heroes to some afternoon tea,
which they graciously accepted. Finally, as the afternoon waned, the firemen
took their leave as the woman said a final goodbye. Still celebrating their
victorious cat rescue and discussing the delicious snacks they had just enjoyed,
the firemen backed out of the driveway—only to run over and kill the cat.

No matter how smart and clever you have been up to this point in your real
estate investing, and no matter how much work you’ve invested, now is not the
time to get sloppy. You must, at all costs, avoid killing the cat. As Babe Ruth
famously said, “Yesterday’s home runs don’t win today’s games.” You’ve
navigated the confusing world of real estate to buy a rental property, and now
you are the proud owner of an income-producing asset. However, all of that
time, money, and work could be jeopardized if you don’t manage the property
correctly. Now is when you must ratchet up your business, rather than wind



down.

I have designed this chapter and the next to help you avoid killing everything
you’ve spent so much time building, and you will do this through the systematic
and professional management of your tenants. In this chapter, I will look
specifically at the business side of property management and the things you must
do before a tenant moves in. The foundation you build in your management
business will ensure a long-lasting and profitable rental property experience.
Let’s get started with perhaps the most fundamental question: should you
manage your properties yourself or let someone else do it?

Self-Management Versus Property Management

When you own a rental property, should you manage the property yourself or
hire a professional to manage it for you? The response to this question, I’'m
afraid, is again “there is no right answer, but there may be a right answer for
you.” Every person has different skills, personalities, and time availability. The
purpose of this section is help you make the best choice for you and your family.

Role of a Property Manager

First, let’s address what a property manager actually does, though even that is
tough to give a straight answer about! You see, property managers do a wide
range of tasks depending on the manager and the owner with whom they
working. However, most of the time a property manager will be responsible for
the following:

. Advertising vacant units

. Screening applicants

. Approving tenants and signing leases

. Handling phone calls from tenants

. Scheduling maintenance-related appointments
. Issuing late notices

. Filing evictions, if needed

. Keeping a record of income and expenses

They may also pay your property’s bills, depending on the manger.
In addition, property managers offer numerous benefits, such as the following:

. They can clear up your day, allowing you to spend more time with



family and friends, or at your day job.

. A property management company has the infrastructure in place to
handle your rental, including office staff, paperwork, and signage.

. A property manager will have a reliable set of contractors with
whom to work and can benefit from volume pricing

. A property manager can give you more time to look for other deals,
helping you focus exclusively on the task that brings in the most money for
you.

. A property manager will have a lead system in place for attracting

potential tenants. People will know their name, recognize their signs, and
call them without their even needing to advertise your property.

Sounds like a dream, right? Property management can be a powerful thing,
allowing you to work on your business rather than in it. However, management
does have some disadvantages.

Disadvantages of Property Management

Price - Although the price for management depends greatly on where you live,
management is usually in the 8%-10% range, plus a fee when a new tenant
moves in, usually between 50% and 100% of a month’s rent. In other words, if
the rent on your property is $1,200 per month, you might pay $120 per month
plus $1,200 every time a unit turns over. Furthermore, some management
companies charge a renewal fee each year, even if the tenant doesn’t move.
Clearly, the expense of a property manager can be a huge drain on your cash
flow, and something you must budget for.

For example, let’s look at the numbers on a sample property: 123 Main Street.
This property is a three-bedroom home that you purchased for $100,000 (with a
$20,000 down payment), so you now have a mortgage payment of $500 per
month. When you ran the numbers, you found that all the expenses (taxes,
insurance, maintenance, CapEx, vacancy, etc.) came to $400 per month on
average, over time. This means your total expenses on the property are $900 per
month. If the home rents for $1,100 per month, you are looking at about $200
per month in cash flow, or $2,400 per year. On your $20,000 investment, this is
a 12% cash-on-cash ROI. Not too bad, right?

Now let’s factor in property management. If your local management company
charges 10% of the rent, that’s $110 per month. Your $200 per month in cash
flow has now dropped to $80 per month, or $960 per year. On your $20,000



investment, you are looking at a cash-on-cash return of just 4.8%, a huge
difference from what you thought you would be getting. However, is that
difference of $1,320 per year in cash flow worth it for you? Could you invest
your time elsewhere to make a better return? Or are you better off self-managing
and keeping that extra income? These are questions you’ll need to ask yourself.

No One Cares Like You Care - The fact is this: no one will care as much
about your property as you do. Your property manager will likely have
hundreds, if not thousands, of properties to manage. Yours will not be special.
When a potential tenant walks through the door, your property manager has no
incentive to show your property over any other. They won’t be as available to
drive to your property to check it out as much as you might. It’s not that they
don’t care; it’s just that you are one in a bunch.

Case in point, I use property management on just a few properties I own, as an
experiment. Recently, a tenant of mine called the company and said that their
gutters were detaching from the roof on one part of the house. The property
manager got a bid from their main contractor to fix the problem, and the bid
came in at $1,200. Now, I’'m no Handy Manny, but even I know that fixing this
kind of gutter problem would require just a few screws and maybe one hour of
work. So, $1,200? Someone was getting ripped off. I told the manager to get a
second bid from someone else. The second bid? Just $115, and the person also
took care of a few other issues while at the house. Now, had I not encouraged the
second bid, the property manager would have blindly accepted the $1,200 price
tag because they don’t care as much as I care. The money is not coming out of
their pocket, so they don’t have the incentive to examine the bid to determine
whether they are getting ripped off or not.

Therefore, if you end up hiring a property manager, understand that your job is
not 100% passive. You will still need to manage the manager and stay on top of
them to make sure they are doing what they are supposed to do. Don’t assume
that property management means you can forget about the property and just
collect checks.

Property Managers Kinda Suck - Okay, not all of them, but I would
venture to say that most property managers are pretty terrible. Of course, if you
begin managing your properties, you’ll likely be terrible, too. But because it’s
your property, you’ll learn and grow quickly from the on-the-job training.
Therefore, if you are going to use a property manager, just remember this: most
of them suck. You need to find the one that doesn’t. A property manger will be
one of the most important members of your team, so it’s imperative you invest



the time up front to find the right one. Treat it like a job interview. Get referrals
and actually talk with those referrals! Ask the property manager hard questions
in an interview. Don’t settle for mediocre. If you are going to trust the most
significant investment in your portfolio—and the key to your family’s future
wealth—to someone, shouldn’t you do your homework first?

Property Manager Interview Questions

When you sit down with your potential property manager, I recommend starting
with the following questions:

. What are your management fees?

. How do you communicate with owners? How frequently? What
about?

. How many properties do you manage?

. How long have you been a property manager?

. Am I locked into a management contract with you? If so, how does
that work?

. How many evictions do you have each month?

. What kind of reserves do you/does your company require?

. How long does a typical tenant stay in a property?

. How long do properties usually stay vacant before being rented?

. How do you screen tenants?

. Do you accept people who have had an eviction on their record?

. How do you handle maintenance requests?

. Is there a minimum charge for a maintenance visit?

. What do you do if a tenant doesn’t pay rent?

. How do you market vacant properties?

These questions should serve as a starting point for your conversation, but don’t
let it end there. Dig in on each point until you truly understand the kind of
manager they are. Write down the person’s answers so you can review them later
and compare your notes with the responses of other property managers (because
of course, you should interview more than one).

So What Should You Do?



I wish I could give you a simple answer as to whether or not you should hire a
property manager or do it yourself. But I don’t know you. You might be a
terrible manager. You might be really busy. Or you might be great.

However, I can say this: managing tenants is not as difficult as it might sound if
you treat it like a business. This means continually learning, growing, and
networking. It means having systems in place to handle problems. It means
always trying to improve.

In the rest of this chapter, I will focus on those who plan to self-manage. Even if
you expect to hire a property manager, I recommend that you read through the
rest of this chapter anyway so you can understand how I suggest doing things
and can better manage your manager and know whether they are doing a good
job.

Business or Hobby: Getting in the Right Mindset

Now that we’ve got the “property management versus self-management”
question out of the way, let’s zoom in on the world of self-management. Let me
ask you a question: are you excited for middle-of-the-night phone calls, sleepless
nights, and profitless rentals? If so, manage your properties the way most people
do, as a hobby.

If, however, you want your rental property experience to be different, you will
need to be different.

The difference between success and failure as a landlord often comes down to
the method used to manage those rentals. Is this a hobby for you? Are you just
doing this “on the fly,” with no plan, direction, or purpose? Or is this a business
for you, one you’ll run with efficiency, systems, and processes? If you chose the
former, like most landlords, prepare for some difficult years ahead. But if you
chose the latter, welcome to the world of property management!

Managing tenants is a business. This means you need a process for doing things.
Yes, I know you didn’t get into real estate investing just to get back into the
corporate world of systems and processes, but trust me, this is designed to help
you work less and experience less stress in your management. Let me tell you
about one kind of landlord, and you can decide whether you’d enjoy this life.

The buzzing cell phone wakes him up at 2:27 a.m. He picks up the phone, and
the tenant on the other end of the line begins screaming about how someone is
parked in their parking spot. He tells the tenant he is sorry and says, “There is
nothing I can do,” but the tenant insists. So he calls the other tenant upstairs, at



2:28 a.m., and asks them to move their car. They insist that they only parked
there because the downstairs tenant was in their parking spot. But while they
have the landlord on the phone, the upstairs tenant lets him know that although
rent is due tomorrow, they won’t get paid until next week, so they’ll need
another extension. He tells them to make sure they drop the rent off at his house
next Friday, and it’ll be fine.

But next Friday comes, and the rent doesn’t show up. The landlord drive to the
tenant’s place, only to discover that the lawn—which is the landlord’s
responsibility—hasn’t been mowed in almost a month. The landlord kicks
himself for forgetting again and makes a mental note to try to come mow the
lawn on Sunday. When he knocks, the chained door opens three inches, and a
pair of unfamiliar eyes stares out blankly. The landlord assumes this must be the
upstairs tenant’s new girlfriend, whom the landlord didn’t know was staying
there. Smoke billows out of the partially opened door, and it doesn’t smell like
cigarette smoke. Her boyfriend isn’t home, she says, and she isn’t sure when
he’ll be back: “Might be a few days.” The landlord asks her to ask the tenant to
call and walks away shaking his head. He’s used to this.

On his way down the steps, he’s stopped by the other tenant, who again
complains about the upstairs tenant parking in his spot too often. The landlord
reassures him that he’ll talk to the upstairs tenant about this and try to fix the
problem. The tenant also reminds him that the bathtub faucet has been
continually running for months, and the landlord promises once again that he’ll
come fix it soon. He just needs to wait for both tenants to pay rent so he can
afford the new faucet.

As the landlord walks back to his car, defeated, he asks himself, “Is this really
financial freedom? Is this really what I fought so hard for? Is this what I saved
all my extra income to invest in?”

You are probably a bit depressed after reading this. Good! But you need to
understand that this is reality for millions of landlords across the world.
Defeated. Burned out. Broke.

Is this the life you want?

Of course not! The landlord in that story approached his business like a hobby, a
side project, something he does when he finds time. He’s deep inside his
business and can’t seem to get out. He’s fighting a losing battle with his tenants
and losing ground every day. But if there is one silver lining to this story, it’s
this: when this landlord goes bankrupt, and he most likely will, you and I will be
there to get a great deal on his property, turn it around, and start managing it like



a business.

We’ll create office hours, have a system in place for parking, collect rent
automatically, issue legal notices the day after a tenant is late, kick out bad
tenants, move in great ones, raise the rent, hire the right people to do
maintenance jobs, and work far less but make far more money.

I’1l dedicate the rest of this chapter to the business of property management and
how to deal with tenants. However, I cannot cover each and every scenario and
situation you may come across. This is why I am spending so much time harping
on this one fact: treat your business like a business. If you can nail down that one
basic principle and fully internalize it, you’ll be able to handle all these
situations on your own because you will be in the right mindset.

Owning a business means creating a policy of how things are done—and
sticking to that policy.

Owning a business means having rules—and enforcing those rules.

Owning a business means setting boundaries—and making sure others abide by
those boundaries.

Owning a business means continually finding ways to become more efficient
and profitable.

Owning a business means outsourcing the things you aren’t good at or don’t
enjoy.

Owning a business means being productive and maximizing every second.

Owning a business means working on your rental business, not in your rental
business.

Let’s get into the specifics of managing your property. Although I am about to
share a lot of specifics about how I manage my properties, you may find your
own way to manage yours. The tools and techniques may differ, but as long as
you remember that you are a business owner and not a hobbyist, you’ll do great.

Getting a Property Ready to Rent

Before you can start giving tours of the property, it needs to be rent ready. Trust
me, if you start showing properties before they’re fixed up and ready to go,
you’ll likely only attract tenants who are highly motivated to move in because of
an eviction or some other less-than-positive reason. I once bought a vacant,
incredibly ugly, purple triplex in the month of December, but because of the
rainy winter weather, I couldn’t paint it until spring. So I decided to rent the



property out, as it was, and paint it later. Huge mistake! I ended up evicting two
of the first three tenants despite their solid applications and a great tenant
screening. The simple fact is this: bad tenants are the only ones attracted to bad
properties.

Therefore, rather than placing tenants and then fixing the property up, fix it up
and get it ready to rent immediately after purchasing it. This means having a
thorough cleaning done, installing new blinds on the windows (if needed),
getting the carpets professionally cleaned, ensuring that all appliances work,
painting the interior and exterior (if needed), and performing whatever other task
is necessary to make sure the property is in tip-top shape.

I recommend snapping as many photos as possible after the property has been
rehabbed. This way, you’ll have a reference point to look back on after the next
tenant moves out, so you can see what has already been fixed and what has not.
This will also help you market the unit, because you can use the photographs
almost everywhere you advertise the property. If you own a high-quality camera
(a DSLR) or have a friend or family member who does, I recommend using it to
take the photos. There is a huge difference between a photo shot with a cell
phone and one taken with a more professional-level camera.

I also recommend setting up a Google Voice phone number at this time. Google
Voice is a completely free service that gives you a second phone number that
can be forwarded to your cell phone, landline, or both. You can even set it up to
ring one phone during part of the day and another phone at another time. Or
when you go on vacation, you can easily switch the phone to call your
maintenance guy or someone else you designate.

Once the property is ready to show, you need to start getting tenants through the
doors. But first you must attract those tenants through advertising.

Five Ways to Find Great Tenants

You may have found the real estate deal of the century. You may have achieved
the best financing available. You may have the best plan, the best forms, the best
mentor. But if you get the wrong tenant, you can lose it all. A common mistake
with new landlords is to place just anyone in a unit. After all, they’ve worked so
hard to get the rental property purchased and now they have a looming mortgage
payment and a vacant unit. Fill ’er up, right? Not so fast! You actually need to
find the right tenant, not just any tenant. This begins with marketing.

Here I will outline my five favorite ways of attracting tenants to my properties.
If I have a lot of vacancies, and I’'m having trouble finding a tenant, I might do



all five at once. If vacancies are fairly easy to fill, I might only do one or two.
However, it’s important for you to understand all five so you can adjust your
marketing campaign to fit your local rental market.

1. Sign in the Yard

Perhaps the oldest method on this list for finding tenants—a sign in the yard—is
also one of the most effective. You can pick up a “for rent” sign at almost any
hardware store for around $5 and immediately start advertising your vacancy. I
recommend including all the pertinent information about the unit on the sign
directly, or as much as you can fit, to weed out those who won’t qualify. For
example, if you just place a phone number, every person who drives by will ask
the same question: “How much?”

At a minimum, I like to include the rental price, the security deposit amount, the
number of bedrooms, and my phone number. If I have space, I’ll write out a
couple of the qualification standards as well (which I’ll talk about in a moment),
such as “no smokers” or “650 credit score minimum.” This will further limit the
number of “tire kickers” who call and will help you get phone calls only from
good prospects.

If you want to take your signage to a higher level, you can design and print a
custom sign for around $20 with an online print shop such as VistaPrint.com.
This can help you stand out as a more “professional” landlord. I have about a
dozen signs printed that have only our phone number, business name, business
website, and “for rent” on them. When I use one of these signs, I try to attach a
flyer box (a special box, usually with a see-through/clear front, meant to hold
informational papers) to it (or near it) so people can get more information about
the property.

One word of caution, by placing a “for rent” sign in the yard, you are letting
everyone know that the property is vacant (or will soon be vacant). This, of
course, increases the risk for vandalism, so many landlords choose not to
advertise with a sign.

2. Craigslist

Lately, our number one driver of tenants happens to also be the least expensive:
Craigslist. Craigslist is the world’s largest classifieds website, and in most areas,
it’s completely free to post a “for rent” listing, which will be seen by hundreds or
even thousands of potential tenants. In my experience, the leads I get on
Craigslist tend to be higher-quality applicants than those from other sources,



though that could just be my area.

When you’re creating your Craigslist ad, I recommend including as much
information about the property as possible and uploading as many photos as you
can. Spend some time making your ad stand out. I recommend using the free
website Postlets.com to create your ad, because this will help you format your ad
so it looks amazing and will give you some basic HTML code you can simply
copy and paste into the Craigslist ad to stand out.

As with a sign, I recommend including as much information as possible about
the property and the minimum standards you set regarding who can rent the
property. This way, the tenant can learn all about the property and decide
whether it’s worth pursuing before calling you. However, I do not recommend
including the address of the property in the listing, because this will only
encourage vandalism. Craigslist allows you to instead include the street names of
nearby cross streets so that prospective tenants can know the general area but
still need to call you for the specific address.

3. Newspapers

Although newspapers may be dying a slow death, they may still be an incredibly
effective strategy for driving tenants to your property. This, of course, depends
on the cost of taking out a classified ad in one. In my local newspaper, I pay
approximately $20 a week for a basic ad that looks like something like this: 2
Bedrm 1 Bth Apt in Aberdeen.

New paint, flooring, & lots of storage.
W/D Hkps. No pets, no smoke.
555.555.5555.

The goal of a newspaper ad is to deliver the pertinent information in as short of a
space as possible, so you’ll want to abbreviate as many words as you can, as I’ve
done in my example.

One tip that has worked well for me: find out all the different advertising pricing
options and devise a strategy based on that. For example, I discovered that
taking out a “monthly ad” was only $80, but I could cancel it whenever the unit
got rented. In other words, if I order it for a month but only use it for a week, I
only pay $20, rather than the weekly rate of $50. Your local newspaper may
have similar pricing strategies. I’ve even heard of landlords with multiple
properties negotiating an “annual ad rate” and simply changing the ad to fit
whichever property they currently have empty.



4. MLS

If you live in a large city, it’s very possible that the MLS will be the main driver
of tenants for your property. Although the MLS is best known for listing homes
for sale through real estate agents, homes can also be listed for rent on the MLS,
and real estate agents can help bring you tenants—for a price. You will typically
need to pay the agent a fee when the property is rented, but this might be a small
cost to get a great tenant. If you plan to use the MLS to list your property, talk
with your real estate agent about how it’s normally done in your area, as well as
the typical prices you may end up paying.

5. Existing Tenants

If you already own a number of rental properties, your current tenants can be a
great source of finding new tenants. When I am having a slow time getting a
property rented out, I like to send a postcard to our existing tenants offering
them the ability to “choose your neighbor.” I also offer a cash reward if they
refer someone who ends up renting from me, usually about $100. This money is
only given dfter their friend has moved in and paid the rent plus deposit.

Accepting Phone Calls

When you receive a phone call from a prospective tenant, always pre-screen
them. This means trying to qualify the tenant over the phone before spending
time going to the house to show them. The easiest way to do this is by setting
rental criteria and explaining that criteria over the phone. My criteria look like
this:

. Their gross monthly income must be approximately three times or
more the monthly rent.

. Applicants must have a favorable credit history (a score of 600 or
higher).
. Applicants must have a source of income and be able to furnish

acceptable proof of the required income.

. Applicants must have good references concerning rental payment,
housekeeping, and property maintenance from all previous landlords.

. The number of occupants per bedroom is limited to two (per
Washington State law).

. Only non-smokers are considered.



You can read this list over the phone to the prospective tenant and ask them if
they meet these qualifications. If they don’t, don’t rent to them. These
qualifications are designed to take the emotion out of renting to someone, so
stick with them. By allowing tenants who don’t meet your minimum
qualifications to move in, you are only setting yourself up for failure later on.

A note on discrimination: Be sure to not discriminate when you are advertising
and screening for tenants. Federal law defines seven protected traits of people
against whom you cannot discriminate, which include race, skin color, sex,
national origin, religion, disability, and familial status. You cannot even ask
questions about these terms without appearing discriminatory, so don’t do it.
Additional protected statuses (such as being on Section 8, marital status, and
political affiliation) may also be protected, depending on the state you live in. Be
sure to check with your state’s fair housing laws.

Showing the Property to Tenants

Showing units can be difficult because much of the time, tenants with whom you
have arranged a meeting will simply not show up. To combat this, I use one of
two techniques:

1. I give them the address to drive by first and tell them to call me back if
they are interested in seeing the inside. This eliminates the people who
lose interest because of the location.

2. 1 try to “batch” all the showings within one time frame. I will tell all
callers that I will be at the house from 5:00 to 5:30 on Friday afternoon,
for example, and if they want to see it, they should show up then.
Having multiple tenants look at a property at the same time can be a
little bit awkward, but it creates a sense of competition and scarcity,
which allows for more applications.

It’s also a good idea to include the criteria and application process with the
application. This allows the prospective tenant to easily understand how the
process works and gives you yet another way to pre-screen for duds.

The Application Process

Give an application to every single person who is interested, even if you are not
interested in them (this is another measure to ensure you will not be charged
with discrimination). Encourage them to fill it out there, though the applicant
will usually want to fill it out later and drop it off or mail it to you. I try to
discourage this, because it adds a lot of time, but sometimes the tenant will want



to think about it, so have a plan in place to deal with this.

The Rental Application

An ideal rental application should have space for the tenant to fill in the
following items for all adult applicants, at minimum:

. Name(s)

. Date of Birth

. Social Security Number

. Phone Number and Cell Phone Number

. Alternate Phone Number

. Previous Addresses (past five years)

. Current Employer (name, hire date, income, contact info)
. Past Employer (name, hire date, income, contact info)
. Emergency Contact Information

. Release of Information Statement

. Signature

. Application Fee

Always, I repeat, always take an application fee with the application. Don’t even
bother processing any part of the application unless the tenant has paid the
application fee. The amount you charge must be reasonable and reflect the actual
cost of you running the application, plus reasonable compensation for your time
doing so. I recommend finding out what the local property management
companies charge and charging a similar amount. Currently, I charge $35 per
adult. Be sure to check with your state laws and make sure there are no laws
dictating how much you can charge.

Immediate Disqualifiers

When you receive an application from a tenant with the application fee, look the
document over and check the important things before ordering the official
background check. The obvious things are those you read to the tenant over the
phone, which I covered earlier.

If you can quickly see that the rent for the house is $1,000 per month and the
applicant makes only $1,800 per month in gross income, they clearly did not
pass the income qualification. Sometimes this is because of a writing error or



income they forgot to include, so be sure to clarify with them before rejecting
the application. Chances are, however, that the tenant simply doesn’t qualify and
was hoping you wouldn’t notice. If you did a thorough job of explaining the
criteria over the phone with the applicant and they still applied and didn’t
qualify, it’s up to you if you want to return the application fee. However, don’t
bother running the background/credit check if they are disqualified because of
one of the obvious criteria. I’ll cover more on how to disqualify someone in just
a moment.

Screening Tenants

Have you heard the story about the tenant who deliberately threw maggots down
the stairs to the tenant below? Or about the tenant who moved 15 children into
an 800 square foot house? I did not make these stories up for your entertainment;
they are true stories from actual BiggerPockets members and are just a tiny
sample of what a real estate investor must go through sometimes as a landlord.
However, your experience doesn’t have to be like these if you have a great
tenant. Screening is how you separate the good from the bad, or at least try to.

Screening is about digging into an applicant’s background and discovering who
they really are outside of the application. After all, an application can only tell
you so much, and data can be easily manipulated or falsified. Screening your
tenant means looking into the information they provided, as well as analyzing
outside information you can discover, and coming to a reasonable assumption
regarding the kind of tenant they will be. I say “reasonable assumption” because
there are no surefire ways of knowing the future quality of a tenant. As
landlords, our job is to simply screen effectively and choose the best possible
applicant for the property.

Deciding what kind of background or credit history you’ll allow depends largely
on your location and the strength of your market. If you have a lot of applicants
to choose from, you can be pickier and only accept the most qualified tenant.
However, if you are struggling to get applicants, you may need to lower your
standards slightly (and I mean slightly) to move someone in. For me, I hold the
person’s rental history and income in a lot higher regard than I do their credit,
because I live in a lower-income area where the vast majority of prospective
tenants have terrible credit. Your area might be different, so if possible, talk with
other local landlords or ask for advice on the BiggerPockets Forums.

The things I look closely at on the background and credit checks are these:

o Prior felonies



o Prior evictions filed

. Prior evictions carried out

. Bankruptcies

. Judgments

. Other criminal issues or a bad financial history

I make it a policy to never rent to a person with an eviction on their record or a
recent felony (within seven years). Yes, people do change, but personally, I
don’t find the risk worth taking. I'll leave that risk to other landlords (and then
buy their properties after they are foreclosed on and lose it all!).

Verifying Income and Rental History

People often lie, especially when they want to get into a new rental and cannot
qualify. As a result, verifying everything that the tenant writes on their
application is vitally important. As I explained earlier, your application should
include a “release of information” signature from your prospective tenant to
allow you to properly check their claims.

Begin with their job. The application should include the name and phone number
of their current employer, so call and speak with the company’s manager, owner,
or human resources manager. Many times, you will be required to fax over the
release of information signature. The important questions to ask are these:

. How much do they currently make?
. How long have they worked there?
. Is this job considered temporary?

Next, call their previous landlords. Don’t simply call their current landlord,
because many landlords will lie or embellish the truth in an effort to get rid of
bad tenants. Instead, call all their previous landlords for at least the past five
years. Be sure to conduct a background check and credit check to see if any
other addresses appear that might indicate they conveniently “forgot” to list a
landlord they rented from. When talking with previous landlords, you might
want to consider asking the following questions:

. How long did the tenant rent from you?
. What was their monthly rent?
. Did the tenant give proper notice when vacating?

. Did the tenant receive their security deposit back?



. Would you rent to this tenant again?

Accepting or Denying an Applicant

After doing a background check and verifying that the information listed on a
potential tenant’s application is correct, you will have a good idea of whether or
not the tenant is worthy of your rental property. Sometimes, you will receive
applications from multiple parties who all qualify. To avoid discrimination
complaints, I recommend processing applications on a first-come, first-served
basis, processing applications until you discover the tenant does not qualify and
moving on to the next. Of course, you can choose to rent to the most qualified
individual, but be sure that you can clearly demonstrate what (nondiscriminatory
thing) made one better than the other.

When you deny an applicant, clearly documenting your reasons for doing so is
important to avoid discrimination complaints. Always inform the tenant with a
written notice. I always send a letter to the tenant stating that they did not meet
the minimum requirements for tenancy for “such and such” reason. Be sure to
keep a copy of all records pertaining to the prospective tenant so you can back
up your reasons for denying them in the future, should you need to.

When you find an applicant who meets all your requirements, you can verbally
let them know that they are approved. However, your job is not yet finished.
Many times a good applicant will be approved but will find another place to rent,
leaving you wondering what happened to them. Therefore, it is important to
require a deposit to hold the vacant property. This deposit is nonrefundable and
should be due within 24 hours of the tenant being accepted. Simply let the
approved applicant know that you cannot hold the property indefinitely, so if
they want to guarantee their position, they must pay the deposit within 24 hours.

Some landlords actually require that this deposit be paid when the application is
filled out, and the landlord simply returns the deposit if the tenant doesn’t
qualify. I don’t personally use this technique, but it may work for your location
if there are a lot of qualified applicants trying to rent your property.

This deposit will become the tenant’s security deposit (which I will get to later),
so it’s not an unexpected or extra cost for the applicant. When you collect this
deposit, be sure to sign two copies of a “deposit to hold agreement” that states
what the deposit is for and what the terms are. Essentially, this document will
declare that the applicant has until a certain, clearly specified date to sign a lease
agreement. If an agreement is not signed by that date, the deposit is forfeited to
the landlord.



Both you and the prospective tenant will receive a copy of this agreement, which
will serve as a receipt for the applicant. I try to schedule the lease signing for as
soon as possible, to minimize the amount of time the property is left vacant and
costing me money. Typically, I will not hold it longer than two weeks unless I
absolutely love the tenant and don’t want to lose them. This is up to you and
your discretion.

To sign a rental lease with your tenants, you will need to have, of course, a lease.
You can get a state-specific lease agreement from a number of sources, such as
EZLandlordForms.com, USLegalForms.com, a local paper supply company
such as Staples or Office Depot, or your attorney. Don’t simply download a free
lease off the Internet. Each state has different rules and laws that govern the
landlord-tenant policies in that state, so chances are that a lease found for free
online may not be legally binding for you. Don’t skimp on the quality of your
lease.

Before purchasing your lease agreement, however, you need to decide whether
you want a month-to-month rental agreement, a one-year lease, or something in
between. Most landlords choose a one-year lease in an effort keep their tenants
in the home as long as possible and to minimize turnover. Others choose to offer
only month-to-month leases, to maintain the ability to quickly and easily remove
a tenant if things don’t work out. Still others choose a six-or nine-month lease,
which is often helpful in ensuring that a lease doesn’t end during the holiday
months of November through January, when vacancies are the most difficult to
fill. This comes down to a personal choice, but no matter which lease term you
choose, be sure to obtain the correct lease agreement form.

Although lease agreements generally vary in length and content, most contain
the following information:

. Names of tenants

. Address of the rental property

. Lease term length

. Rent amount

. Security deposit amount

. Late fee description

. The move-in condition report

. Provisions for or against pets, utilities, smoking, and the like

You may also need to provide certain state and federal documents with your



lease, depending on when your home was built and your state’s laws. The U.S.
Environmental Protection Agency requires that you give your tenant a pamphlet
called “Protecting Your Family from Lead in the Home” if your property was
built before 1978. Check with your local attorney for other state-specific forms
you may be required to provide.

Signing a Lease Agreement

Schedule a time for the tenant to meet with you at the property or, as Chris
Clothier recently mentioned on an episode of the BiggerPockets Podcast, sign all
papers at your attorney’s office (showing professionalism and the seriousness of
what they are signing). Don’t sign at a coffee shop or via mail/fax; actually meet
at the property on the day they will be moving in or drive over from the
attorney’s office after signing. I find it helpful to go through the lease ahead of
time and mark all the signature or initial areas with Post-it notes or a highlighter
so nothing is forgotten or missed.

When you meet with the tenant, walk them through each provision in the lease,
step by step, and sign (with a blue pen) as you go. This may be time consuming,
but is will help protect you when the tenant says, “Well, I didn’t know that”
months down the road. You may consider having the tenant initial next to
important items as well, such as a “no pet” policy. It’s easy for a tenant to later
forget details, so having them initial such things is helpful in jogging their
memory later on.

Accepting the Rent

During the lease signing, when you get to the part that says how much the
monthly rent is, this is a good time to collect the money for the first month’s
rent. You should have already received the tenant’s security deposit (in the form
of the “deposit to hold” when they were approved), so typically, this is when you
would collect the first month’s rent.

If a tenant moves in in the middle of the month, I don’t prorate the amount they
pay for that first month. Instead, I prorate the second month to match the first. In
other words, every tenant pays a full month’s rent when they move in, but when
the time comes to pay the rent on the first of the following month, they will pay
only for the amount of days they lived in the home the previous month. For
example, if the rent is $1,200 per month, and they move in on January 10, they
will pay a full $1,200 for rent when they move in but only $800 on February 1.

One final note on the rent, only accept rent in certified funds, such as a money



order or a cashier’s check. Don’t take cash, and don’t accept personal checks,
especially for the first month’s rent. You do not want to move a tenant in and
find out weeks later that the check was bad, forcing you to evict. This is a wise
policy to have all around in your relationship with your tenants: certified funds
only.

As for rent payments in the future, I recommend not picking up the rent in
person, because this will only train the tenant to expect you each month. For my
rentals, I used to mail monthly statements to the tenant, and they mailed their
certified funds to my post-office box. However, over time, I grew tired of the
“my check is lost in the mail” story, so I switched to giving tenants three
different options:

. PayNearMe.com or Payl.ease.com - These similar services
allow tenants without bank accounts to pay at local businesses like Wal-
Mart or 7-11. Currently, the tenant must pay a small fee ($4) for this
service, but it is generally free (or low cost) to the landlord.

. Dwolla - Similar to PayPal, tenants can use Dwolla to pay rent
directly from their checking account for free. This was a little bit
cumbersome to get set up, but once I got it going the process works pretty
great. The only trouble I’ve had is that some banks don’t work with Dwolla
(usually small community banks) so prepared for such an instance.

. Intuit Payment Network - Intuit, the company behind
TurboTax and QuickBooks, offers a payment solution that is extremely easy
to use and that allows tenants to pay their rent directly from their checking
account. Currently, payments are just $.50 each and we use this when the
tenant’s bank doesn’t work with Dwolla.

Many landlords have different techniques for collecting rent, so be sure to check
out the BiggerPockets Forums for more suggestions and ideas from other
experienced property owners. Ultimately, you may change or adapt your style as
you learn more and grow, or as technology advances.

The Move-In Condition Report

By this time, the rent and security deposit have been paid, and the lease has been
signed. It’s now important to do one final thing before handing over the keys:
the move-in condition report. The move-in condition report is simply a paper
that the tenant will sign that documents, in detail, the condition of the property.
Allow the tenant to take some time walking through the property and inspecting



it, perhaps even taking notes on the condition of each room. If there is a hole in a
door, document it. If there is a light switch that doesn’t work, document it. If
there is a stain on the carpet, document it. The move-in condition report is
designed to protect both your interests and the interests of the tenant when the
time comes for the tenant to move out. As much as you might think you’ll
remember every detail of the home, trust me, you won’t. By documenting
everything and having the tenant sign off on that documentation, the tenant
cannot come back to you later and say, “Oh, the giant hole in that wall was
already there when I moved in.”

For the same reason, I also recommend taking photos (or a video) of the property
before handing over the keys. This will be further evidence in the future when
the tenant moves out. In many states, a landlord cannot deduct any charges from
the security deposit if a move-in condition report was not filled out when the
tenant moved in. Do not make this mistake! Document, document, document.

Handing Over the Keys

When the tenant has filled out the entire lease agreement, both parties have
signed it, the move-in condition report has been signed, and the rent has been
paid, you can now hand over the keys to the tenant to allow them possession.
Although the tenant may ask to do so, never let a tenant move things into the
property before signing the lease and paying the rent. The consequences for
failing to do this could be disastrous.

The process for moving a tenant into a property may seem overwhelming at first,
but soon, the process will be second nature to you. I encourage you to take this
application time seriously, because it will set a standard for how your tenant
relationship will go for the next several years. By showing you are a professional
at every step, your tenant will respect you and follow your rules, because you are
the authority. This is the first step in “training your tenants,” whereby you set the
ground rules at the beginning of your relationship and ensure that they are aware
you’re not the kind of landlord they can walk all over.

Bookkeeping and Taxes

Perhaps the least sexy part of being a real estate entrepreneur is keeping track of
the bookkeeping. Yes, I know you got into real estate to free yourself from
bureaucracy, paperwork, TPS reports, and having a “job.” I know you want to
just sit back and wait for the checks to come in. However, if you don’t do
accurate accounting within your business, you could lose everything and, maybe
worse, end up in jail. Besides, for a landlord, bookkeeping is designed to help



you pay less taxes. That’s right, less taxes. The better job you do at bookkeeping,
the lower taxes you’ll likely pay.

Bookkeeping is the practice of knowing where every dollar comes from and
where it goes. Really, it’s as simple as that. The way you track that, however, is
where things can get a little complicated. Numerous tools are available out there
to help you track your income and expenses.

Spreadsheet - A good spreadsheet software (such as Microsoft Excel or the
free Google Sheets) can help you keep an accurate record of the money that goes
in and out of your business, though it generally must be designed from the
ground up, so you need at least a basic understanding of how accounting for
landlords works. The downsides of the spreadsheet model are that there is no
automatic bank reconciliation, and you can’t take the data and create numerous
different reports like you might be able to with some other methods I'll outline
in a minute. However, when you are just getting started, using a basic
spreadsheet might be enough for you. If so, I find it best to divide your
spreadsheet into sections that correspond with the IRS’s categories for income
and expenses, as seen in figure 14.

QuickBooks - Many landlords choose to use professional accounting software
such as QuickBooks to record everything. QuickBooks can be a bit
overwhelming to learn and may feel like you are swatting a fly with a cannon,
but once you learn the system, keeping track of income and expenses becomes
increasingly easy, as does tax time (CPAs love landlords who use QuickBooks
correctly). QuickBooks, however, is not designed specifically for landlords and
rental properties, so it takes some heavy configuration to get it set up properly
for you and your rental business.
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If you are unfamiliar with how to use QuickBooks, I recommend taking an



online course to learn the software. There are also several good training
programs specifically designed to teach landlords how to use QuickBooks for
their  business, such as mylandlordsbookkeeper.wordpress.com/ and
www.LandlordAccounting.com.

Rental Property Software - A third option used by landlords to track their
income and expenses is online rental property software such as VerticalRent,
Buildium, or Appfolio. These products are designed to help you manage your
property (keeping track of tenants, leases, reminders, repairs, etc.), but each also
contains basic accounting features. These programs let you prepare and print
numerous reports, such as a rent roll and end-of-year tax statements. Most of
these programs charge a monthly fee to manage your properties, so be sure to
shop around to determine which would work best for you and your portfolio. For
example, Buildium and VerticalRent are designed a little more for the smaller
investor, while Appfolio is designed for the investor with dozens (or hundreds)
of units.

Bookkeeper - Finally, you might want to consider outsourcing your entire
bookkeeping operation to someone professionally trained to do it. Although you
will still need to accurately track receipts and income, you can hire a
professional bookkeeper to keep it all in order, enter it into QuickBooks or
another program, and get the paperwork ready for tax season. There are
bookkeepers in nearly every town, but it would be best to find one with
experience dealing with rental properties for other landlords or themselves.

Bookkeeping can be stressful and annoying for any landlord, but the more
professional your bookkeeping is throughout the year, the easier tax season will
be. In addition, the more expenses you accurately record, the less money you’ll
pay come tax season. So focus on doing your bookkeeping correctly from the
start, and hire a professional if you don’t want to do it yourself.

Paying Taxes

The IRS considers the cash flow you receive on your real estate income.
Therefore, you must pay taxes on this money. The good news, however, is that
the current IRS code is very generous to real estate investors, allowing you to
deduct nearly all your expenses and even some unrealized expenses, namely,
depreciation. This can help offset your cash flow and make your actual tax bill
zero, if not less. The method for doing your taxes is beyond the scope of this
book, but I will leave you with this: the more properties you have, the more
difficult and complicated your taxes will be. I could no longer do my taxes even
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if I wanted to. The upside, however, is that when you are at the higher levels of
this game, a good CPA should be able to help save you more money than they
cost you.

Wrapping It Up

Preparation is key to the success of any venture, and landlording is no different.
The topics I covered in this chapter may feel overwhelming, but trust me, the
way you set up your landlording business from the beginning will define how
your landlording business operates in the end. From finding the perfect tenant to
setting up the books, the importance of preparation cannot be overstated. You’ve
done so much great work so far, now is not the time to back over and kill the cat.
Take special care during this part of your business development to ensure that
the empire you’ve built stays strong.

No matter how well you set up and prepare your rental property, you will have
problems. Things break, people lie, and conflicts will arise. In the next chapter, I
will deal exclusively with those issues: how to handle problems with your rental
property investing, because trust me, you are going to have them.



CHAPTER 18 - MANAGING YOUR
RENTALS (PART II)

“The tree that never had to fight
For sun and sky and air and light,
But stood out in the open plain
And always got its share of rain,
Never became a forest king
But lived and died a scrubby thing.”
~ Douglas Malloch, “Good Timber”

Many years ago, researchers in Illinois planted a number of small trees inside a
greenhouse, dividing the trees into three groups. Trees in the first group were
supported firmly by a wooden stake to help them grow tall and straight. Those in
the second group were not staked at all, but left to grow free. Trees in the third
group, as in the second, were not staked but manually shaken back and forth for
several minutes each day. After several months, the researchers looked at the
three groups of trees and saw the inevitable: the staked trees in the first group
were tall but weak. The trees in the second group were of medium height but
also fairly weak. The trees in the third group, which had been shaken daily, had
developed strong roots and a thick trunk that would help them grow tall and
strong, though perhaps a bit more slowly than the other two groups.

The analogy should not be lost on you. Strength comes from adversity, as you
have no doubt found in other areas of your life. Problems will arise, and how
you deal with them is what defines your future. In this chapter, I will explore the



many different problems you will encounter in your rental property business,
specifically regarding the management of tenants. Problems will occur in your
business, but how you overcome those difficulties will ultimately lead to your
long-term success. Let’s begin by talking about the most common problem
you’ll encounter: maintenance and repairs.

Maintenance and Repairs

As much as I wish rental properties stayed in tip-top shape forever, this just is
not the case. One of your most important jobs as a landlord is to maintain the
property and fix things when they break. Although this can be expensive and
stressful, if you followed the analysis part of this book, you will have money set
aside to handle these issues. If not, you’ll need to come up with the cost from
your own pocket. Either way, the repair must be fixed.

The Ten Most Common Repairs You’ll Encounter

The most common repair requests we get from tenants are the following:

1. Fridge/Stove/Dishwasher Not Working - Appliances have a lot of
moving parts and therefore tend to break down fairly often. Although some
issues can be fixed by the landlord themselves (replacing a burned-out light
bulb, installing a new heating element), many issues will require a qualified
appliance repair person. Unless a new appliance is needed, the typical cost
to fix this sort of issue is between $50 and $100 per hour, and most repairs
can be handled in one hour. If you do need a new appliance, consider buying
a used one. Used appliance stores exist in almost every town and, especially
in the case of stoves, can provide units that are just as good as new (though I
never buy used dishwashers).

2. Water Leak in Ceiling or Under Windows - Water may be required
for the human body to survive, but it’s deadly to a rental property. If left
unchecked, water can destroy wood, drywall, flooring, and virtually every
other surface of your property. Even in small amounts, moisture can cause
mold to grow, which can be expensive to remediate if it gets out of control.
When your tenant reports a water problem, make this your number one
concern! Hire a qualified contractor to check the problem out and fix it
immediately. When you’re dealing with a water leak, don’t hire the cheapest
guy, hire the best. It’s also a good idea to know whether your property has
water supply lines in the ceiling, so if there is a leak, you can call a plumber
instead of a roofing contractor.



. Water Leak Under Sink - A water leak under a kitchen or bathroom
sink can have one of two causes: the supply line (the pipe that brings water
to the sink, both hot and cold) or the drain (the drain that takes the water
from the sink and sends it out to the sewer). I estimate that 90% of water
leaks are caused by the drain pipe not fitting together correctly. This is a
fairly easy thing for you to learn how to fix (watch some YouTube videos to
find out how) or hire a plumber, which should cost approximately $100.

. Water Drip from Faucets - A slow drip from a sink or bathroom can
end up costing you hundreds of dollars per year. So if you have a slow drip,
get it fixed right away. In most cases, the problem can be solved with a $.50
rubber washer and about an hour of work by a plumber (or you). However,
occasionally, the entire faucet will need to be replaced. If this is the case,
don’t buy the $18 faucet that is mostly plastic. You’ll just be tearing it out
next summer and replacing it again. And again. And again.

. No Hot Water - If the tenant loses their hot water, it’s likely a problem
with the hot water heater. If they need a new hot water heater, you’ll spend
approximately $600 for a plumber to replace it. However, it might just be
the heating element inside the heater, in which case you can either replace it
yourself for $20 and a couple hours of work or hire a plumber for a couple
hundred bucks to do it for you.

. Bugs/Rodents - Dealing with pests can be one of the most annoying jobs
for a landlord, because much of the time, it’s the tenant’s fault because they
are dirty! Bugs and rodents like crumbs, so tenants with clean houses rarely
have a problem. That said, it’s still your responsibility to make sure that any
infestation is taken care of. We tackle this issue on two fronts: educating the
tenant and hiring a pest specialist to deal with the issue, which typically
costs a few hundred dollars. Also be sure to seal up any holes, no matter
how small, that bugs or rodents could use to get into the property. Many
landlords include in their lease that pest control is the tenant’s responsibility
after a certain number of weeks. This way, the landlord can say that it was
definitively not the property’s problem but must be the tenant’s. I find this
works okay in single-family houses, but in multifamily units, it can be
impossible to find out where the bugs originated from, because they travel
through walls easily.

. Garbage Disposals - These technological wonders may be great for
grinding up food in your house, but they are a constant thorn in the side of
landlords. They break all the time! I believe this is mostly because tenants



put things into them that never belong in a garbage disposal. (“I didn’t know
I wasn’t supposed to put whole chicken bones down there!”) For this reason,
I try to remove garbage disposals from my properties whenever possible.
However, if your garbage disposal breaks while a tenant is in the property
and you need to fix it, there are generally two things that could be wrong.
First, it might just be “stuck” and needs an Allen wrench to unstick it. Or the
motor might be burned out, in which case, you’ll need a new disposal, which
might run a couple hundred bucks, including installation by a handyman.

8. Toilet Water Leaks - Toilets may be made of long-lasting porcelain, but
the tank parts are generally cheap pieces of plastic that break all the time. If
a toilet is running (water can be heard going through it 24/7, or the tank
refills with water on its own every so often), it’s most likely a problem with
the flapper. Typically, these kind of problems can be fixed with less than
$20 in parts and an hour of labor by a plumber, handyman, or you.

9. Clogged Toilet - If your tenant clogs their toilet, this is not your
responsibility. Problems that are caused by the tenant are the tenant’s
responsibility, so inform them that they need to call a plumber to deal with
the issue. Or call a plumber yourself and bill the tenant for the cost.
However, if the drains seem to be clogged in the bathtub or bathroom sink as
well, this is a good indication that the problem may lie with your drain pipe,
such as a collapsed pipe or a tree root that has grown through it. (I once had
a tenant who flushed huge rocks down the toilet! This caused a major
problem for me—and resulted in a hefty plumber’s bill!)

10. Furnace Repairs - Heat is vital, so a furnace repair (especially
during the winter) is one of the most important repairs on this list. If a
furnace goes out, it could be something as simple as the pilot light going out
or as complicated as a gas leak. When your tenant calls, get a furnace repair
specialist out to the property immediately. Also, many furnace problems
would have never happened had the furnace filter been replaced often, so be
sure your tenant knows how and when to do this.

You’ll likely encounter more problems than I’ve listed here while owning rental
properties, but these ten issues will likely represent 99% of the issues you’ll
face. None of them, by themselves, are that expensive to fix. However, if left
untreated, each of these can end up costing you thousands or even tens of
thousands of dollars in damage. Treat each of these items with care and address
them immediately. Your tenant, and your wallet, will thank you.



Landlord Versus Tenant Responsibilities

Not all repairs are the responsibility of the landlord. Your job is to provide a
safe, habitable property that is up to code. For example, unless your local
jurisdiction specifically requires it, you do not have to provide new paint if a
tenant’s child draws all over the wall. You don’t need to fix a piece of torn
carpet if the tenant tears it. You don’t need to provide new blinds because the
tenant doesn’t like the color. Unless your lease or local laws require you to fix
these items, doing so is up to you.

However, items such as smoke detectors, heat, appliances, plumbing, these are
your responsibilities to maintain. I recommend that you get a copy of your
state’s landlord-tenant laws and read them thoroughly to understand what is, and
is not, required in your area. Furthermore, repairs that are needed because the
tenant broke something can be made the responsibility of the tenant. For
example, if a tenant breaks a window while moving some furniture, you are not
responsible for the cost. However, unless you want your window covered with
cardboard and duct-tape for the next six months, you may want to hire the
contractor to fix the issue and bill the tenant (I highly recommend that!) While
the landlord definitely has certain responsibilities with regard to the condition of
the property, so does the tenant. It is the tenant’s responsibility to report
problems when they occur, and if they don’t, the cost of fixing those issues could
be placed on the tenant (depending on your state’s laws). Your tenant also must
keep the property reasonably clean and safe and make sure they don’t misuse the
systems in the property, such as by overloading electrical outlets or flushing
large objects down a toilet.

Annual Preventative Maintenance

In addition to fixing problems when they happen, there is another category of
repair that as a landlord, you’ll need to make sure gets done: preventative
maintenance. In other words, these are tasks that need to be accomplished on a
regular basis, usually annually, whether or not anything is broken. They are
preventative measures, not necessarily repairs.

Accomplishing these projects annually will keep your property’s future repair
needs to a minimum and allow your property to run like a well-oiled machine. It
will help you save money over time, because you’ll spot problems before they
become an issue. I recommend giving the following list to your handyman once
a year for each unit you own. Keep in mind, this list is just a sample of some of
the ongoing property maintenance you may need to do. Not all will apply to your



property, and your property may have additional concerns. But this is a good
place to start.

Interior
. Change furnace filters (probably more than once per year)
. Vacuum dust from fridge coils
. Replace smoke detector batteries
. Check to make sure carbon monoxide detector is installed and
working
. Sweep the fireplace
. Ensure that lint from the dryer vent has a clear path to outside
. Flush water heater
. Check expiration date on fire extinguisher
. Repair any broken grout or caulk in bathroom
. Tighten any handles, knobs, racks, etc.
. Remove showerheads and clean sediment
. Check weather stripping on all doors and windows, and repair as
needed
Exterior
. Clean gutters and remove all leaves and junk from inside
. Check siding and roofing for visible signs of problems
. Check sump pump and make sure it is still operational
. Test garage door opener, including auto-reverse function
. Check window screens and repair as necessary
. Look for signs of termites or other bugs
. Check trees for power line interference
. Recaulk any doors or windows as needed
. Trim up the landscaping
. Inspect the crawl space; look for bugs and water leaks
. Touch up peeling or damaged paint.

. Fertilize the lawn



. Close off any openings to the crawlspace
. Check water valves (in both the fall and spring)
. Wash exterior with garden hose and mildew cleaner

By executing this preventative maintenance checklist each year, you will be able
to catch problems before they become expensive fixes while at the same time
keeping your property looking great. Plus, your tenants will appreciate your
dedication in helping their home look and operate the best. It’s a true win-win.

Dealing with Difficult Tenants

One of the toughest parts of being a landlord is dealing with difficult tenants. No
one enjoys confrontation or drama. But unless you outsource your tenant
interaction to a property manager, you will have to expect to handle such
situations yourself.

Of course, the best way to minimize drama with tenants is through proper tenant
screening and allowing only the best tenants to rent from you. However, even
with the highest screening standards and practices, bad tenants will make their
way into your property. Therefore, the next best way to minimize bad tenants is
by effectively training them.

Training Your Tenants

Charlie is my adorable 18-month-old Yorkie, who weighs less than ten pounds.
Although he’s kind of a stupid dog, every head in the room invariably turns
whenever he jumps in the air, rolls over, “speaks,” or does any of his other
special tricks. That’s the fun advantage dogs have over cats—their trainability.

Like dogs, tenants need to also be trained. Yeah, I just said that! It may sound
demeaning, but it is not. We are all trained to do certain things. We obey the
speed limit, don’t talk on our cell phone in the movie theater, and cover our
mouth when we sneeze. Properly training your tenants can make all the
difference in the world between being successful in real estate and being
absolutely miserable. Tenants are like pets but with cell phones, Facebook, and
lawyers. They need to be poked and prodded into submitting to the will of the
landlord. But how do you train a tenant? Despite the urge, not with a big stick!
Tenants are trained the same way Charlie was: establish rules, reward good
behavior, and apply punishment when rules are broken. Therefore, the first step
is establishing your rules via the lease agreement. Make sure your tenant has a
copy of their lease and that it contains all the rules and regulations you want



followed. Then, make sure you enforce them! Just like when a bad parent refuses
to punish their kid for misbehaving and ends up with an unruly kid on their
hands, when you fail to enforce a rule for your tenant, you will find yourself
dealing with selfish, spoiled, and entitled tenants.

The easiest way of punishing tenants is through fees—Iate fees, noncompliance
fees, etc. Now, many landlords struggle with applying fees, especially when the
tenant calls and says they can’t pay rent because “so-and-so” has this sickness or
their vehicle broke down or they lost hours at work. However, it is not the
landlord’s job to be Santa. You will find that when your policy is to never budge
on the rent, suddenly all those excuses just disappear.

When 1 first started in real estate, I tried to be “nice” all the time. But trying to
be the nice guy screwed me over time and time again. As soon as I made the
decision to enforce every fee, late payments dropped from almost a dozen a
month down to none. Late fees are rare now, and when they occur, tenants don’t
call and complain. They know the rules. They are properly trained.

But even well-trained kids, pets, and people cause problems. No matter how well
you screen and how well you train, you will still need to deal with issues as they
arise. In this section, I want to discuss five of the most common problems you’ll
likely encounter as a landlord and share my best tips on training your tenants to
abide by your rules.

1. Late Rent

Late rent is not okay. You cannot allow a tenant to pay rent late on a consistent
basis. I don’t say this just for your benefit, but also for your tenant’s. If you let
them pay late, you are training them that this is okay. They will pay later and
later, until pretty soon, they are three months behind and you have a completely
untrainable tenant. When you allow late rent, you just make the problem worse
for everyone. You might think you are being a jerk by enforcing on-time
payments, but trust me, you are doing your tenant a favor. Of course, this is one
of those areas of landlording that I, and millions of other landlords, will tell you
is important, but you will still probably ignore it until you discover the truth for
yourself. It’s hard to be strict, but in the end, it truly is the best scenario for
everyone.

When I first began landlording, a lot of tenants paid late. Tenants would call, and
I’d give them a few more days. They would tell me a story about why the rent
was late, and I’d sympathize and waive the late fee. I worked out payment plans.
And then I stopped being Mr. Nice Guy and—here’s a novel concept—started



simply following the rental agreement. Once the tenants knew I was serious and
that there was a penalty to paying late, the late payments stopped almost
completely. Late rent is fairly rare now, because the tenants have been properly
trained. And that’s the key.

When the rent is due but doesn’t come in, immediately serve a notice to pay or
vacate. Each state is different, but most require a notice to be served on the front
door of the property that tells the tenant they have three to five days to pay or
vacate. This form will probably also list the late fee they now owe because of
being late. The amount of the late fee should be defined in their lease. Don’t just
make one up. When the set number of days is up, and they still have not paid,
it’s time to get them out of there. You have a few choices:

1. Work out a payment plan

2. Ask them to leave

3. Pay them to leave (cash for keys)
4. Evict them

I don’t recommend option one. Trying to work out a payment plan has never
worked for me. It shows that you are soft on the rules and trains them that the
next time, they can just “work something out” again. I don’t recommend this
except in extreme cases.

Option two is to simply ask them to leave. Simply talk with the tenant and let
them know, “Hey, this is not working out. Let’s just go our separate ways,
okay?” This rarely works, but it’s worth a conversation. Maybe they feel they
are stuck between a rock and a hard place, because they have a lease and they
don’t want to break it, but they also can’t afford the rent. By letting them know
that you are okay with them leaving, maybe they’ll take you up on the offer. If
not, I usually move quickly to option three.

Option three is commonly known in the landlord space as “cash for keys.” It is
the act of paying your tenant to vacate the property. Yes, seriously. I know this
goes against everything you want to do to a tenant who is causing you so much
financial pain and stress, but don’t let your pride get in the way of the almighty
dollar. It’s just business, and paying the tenant to leave may be a cheaper option.
An eviction can cost between $1,000 and $3,000 just for the attorney, and
depending on your state, it could take several months of lost rent to get them out.
When the eviction finally does go through, chances are the tenant will have
trashed the unit and left a huge mess for you to have to pay to have cleaned. An
eviction could easily end up costing you $5,000 or more at the end of the day.



Instead, why not offer the tenant a few hundred bucks to walk away quickly,
saving their record from having an eviction on it? Of course, if you offer them
money, do so on the contingency that they leave quickly (within a day or two)
and that the property be “move-in ready” for the next tenant. Then, don’t hand
over the cash until they have vacated, given you the keys, and signed a release
letting you know they have moved out, and you have inspected the unit to make
sure it wasn’t trashed. Cash for keys may damage your ego a little, but it can
save you thousands of dollars and keep your stress level at a minimum.

Sometimes, though, you will simply have to evict a tenant. No one likes to evict,
and as I mentioned, the process can be very expensive and lengthy. You can do
the eviction yourself, but I don’t recommend it for new investors, because there
are so many legal steps you must take, and if you do any of them incorrectly or
in the wrong order, you could be forced to start your eviction over from the
beginning, costing you even more time and money. Instead, use an attorney who
is well trained in evicting tenants. After the initial notice is taped to their door or
you’ve given it to them in person, and after the number of days required by your
state is over, call up your attorney and explain the situation. They will likely
want a copy of the lease, as well as all the information about the tenant that you
have. After you hand that over, you are done. You can sit back and wait for the
attorney to handle the eviction.

2. Neighbor Conflicts

If you are buying a multifamily property, it’s likely you’ll get complaints from
one tenant about the other, such as the following:

. The tenant upstairs walks too loud.

. The other tenant parks in my parking spot.

. The tenant downstairs is having sex too loudly at 2:00 a.m.
. They keep throwing trash in my yard.

. I don’t like their kids playing near my garden gnome.

Sometimes, having tenants feels a bit like running a day care. (I should know,
my mom did day care in our house for my entire childhood.) Although there is
no cure-all solution for this kind of drama, here are a few tips for handling it.

Let Them Figure It Out - When I’m not renting out a unit, I let most calls
go to voicemail and then call the tenant back. If it’s a tenant complaining about
something another tenant is doing, I will often wait a couple days to call them
back (unless it is an emergency). About 90% of the time, the tenants handle the



situation themselves.

Be Direct - If one tenant is doing something that violates their rental contract,
be direct and firm with them. In most states, there is a “notice to comply” form
you can deliver to the tenant that basically says, “You have X days to stop this,
or you’ll be evicted.” This usually gets their attention.

You Can’t Solve Everything - With many issues, I just tell the tenant,
“Sorry, there is nothing I can do.” For example, if a tenant complains about
another tenant walking too loudly across their floor, I can’t tell the upstairs
tenant to tiptoe around their unit.

Fire a Tenant - If one tenant is constantly causing problems, fire them! Ask
them to move, pay them to move, or when their rental lease comes up, simply let
them know you will not be renewing their lease, so they’ll need to move. About
10% of your tenants will cause 90% of the drama, so don’t hang on to that 10%.
Fire them and move on.

3. Moving in Unapproved Pets or People

This happens more often than you might think. Tenant Gary moves in his
girlfriend, Rhonda. Rhonda moves in her cat, Baxter. But neither Rhonda nor
Baxter were approved to live in the property. So what do you do?

When a tenant moves a person into their unit, the new person must be approved
by you, the landlord. In other words, they need to fill out an application, pay the
screening fee, and go through the same process as any new tenant. Otherwise,
you have no idea who is living in your property. How would you like to find out
you are renting to a level-three sex offender? That’s bad for business.

If you notice that a tenant has moved someone else into their unit without telling
you first, you must address this promptly. Send a letter that states the problem
and give them a short time frame in which to fix it. Include an application and
insist that it is filled out. If the tenant ignores you, post a legal notice to comply,
in accordance with your state’s laws, and then evict them if they don’t. Again,
this is all about training the tenant.

As for pets, this can be hard if you are an animal lover (like I am), but you must
make the tenant abide by the contract they signed with you. If pets are allowed
in the property, make sure the tenant pays the required fee, if you have one, and
that the pet is licensed. If pets are not allowed, send a “notice to comply” form
and give them a short deadline by which to remove the animal. You are not
being cold and heartless, you are simply protecting your investment.



Since we’re on the topic of pets, let’s talk about that.

I absolutely love my two dogs and my two cats. I’m a total “animal person” and
couldn’t imagine life without them. However, although pets can be man’s best
friend, they definitely are not always a landlord’s best friend. Pets cause
additional wear and tear on a building, make noises that irritate the neighbors,
and can bite people, which can trigger a lawsuit. If not taken care of properly,
pets can also cause a property to smell pretty bad and can chew up pieces of
building material not meant for consumption.

So should you accept pets?

For me, the answer is generally no. However, there are times when I will accept
them, and the logic may seem a bit backward: the nicer the property, the greater
chance I’ll allow a pet. In my experience, dirty people have dirty pets, but clean
people have clean pets. In general, nicer properties attract nicer tenants, who
take better care of their pets.

Ironically, as I was typing the previous paragraph this morning, my dog jumped
off the couch and proceeded to throw up on the floor. Seriously. So I set down
my laptop, carefully cleaned up the mess, and came back to my writing—no
smell, no stain, no problem. However, had that happened with a dirty tenant, I
would expect to find the remains of that puke when the tenant moved out. I don’t
know how people can live that way, but trust me, they do.

I never allow pets in a multifamily property, period. Although I might like tenant
A and could allow them to get a cat, which likely wouldn’t be a problem, tenant
B will see that I allow pets and move in a big, angry German Shepherd. Then I’d
have to be the jerk who makes them get rid of their dog and must try to explain
why I allowed the other tenant to have a pet but not them.

If the home is a nice single-family home, I may allow a pet under a few
conditions:

1. The tenants are high-quality tenants. I’ve seen their car. I’ve seen
their previous house. They have great references.

2. I usually set a 20-pound limit for dogs, to keep out the big,
dangerous breeds.

3. If finding a non-pet tenant seems hard. If I have a number of
vacancies, I may allow a pet to help me fill the vacancy faster. Stable people
tend to have pets, and I want stable people, so I might trade the risk of a pet
to get a house filled faster. As an added bonus, good, stable tenants tend to
have pets and have a hard time finding rentals that will take them.



Therefore, those tenants tend to stay a lot longer.

4. I always charge a nonrefundable pet fee when the tenant moves in.
Right now, that fee is $300 per pet. This may seem steep, but trust me,
“animal people” will pay it. I might give a slight discount if it’s two cats or a
small dog and a small cat (like $300 total), but I always charge a fee. Be
sure to check with your state’s laws as to whether you can charge a
nonrefundable fee for this. If not, just add it to the security deposit.

5. The pet must be licensed with the city and current on all its shots,
and the tenant must sign my “pet addendum.”

I wish pets could live in all my properties. They are so cute and innocent. But the
problem is not with the pets; the problem is with the pet owners. Left unchecked
and uncared for, pets can cause immense damage to your property and rob cash
flow from your pocket every year. So think long and hard before allowing a pet
in your rental, and if you allow it, take the precautions necessary to ensure you
don’t get screwed at the end of the tenancy.

Of course, when I’m talking about pets I’m not talking about renting to people
with service animals. Service animals are protected by Federal Law and a tenant
with a service animal cannot be denied the ability to have that animal, or you
could face some serious discrimination charges.

4. Breaking a Lease

Let’s say that a tenant has signed a one-year lease with you, but in the seventh
month, they find a new place and ask to leave. What should you do? Stick to the
lease. The lease is a legal contract between you and your tenant, which is
something you must remind your tenant. Tell them that it’s fine if they move, but
they must continue paying rent until their lease is done or until you get the unit
re-rented to another person. Let them know that you’ll do your best to get the
property rented to another family, but you can’t guarantee how long that will
take.

Of course, you probably will not end up taking a tenant to small claims court if
they do break their lease; you’ll probably just keep their security deposit and
take the loss. But you don’t need to let them know that.

5. Drugs

Drugs are never fun to deal with, but this is a situation you likely will encounter
as a landlord, no matter what class of tenant you rent to. The fact is this: some of



your tenants will likely do drugs. Most of the time, you’ll never know until it’s
too late and they begin using their rent money for drugs and coming up with all
sorts of excuses as to why the rent is late. Stick to your policy, and follow the
steps I outlined earlier.

If you suspect drug dealing in your property (this is usually obvious because of
the heavy traffic your tenant receives, usually from people who stay for just a
minute or two), you have a few choices. You could try to evict them and get
them out of the property, but you then run into the challenge of having to
convince a judge that they are dealing. If the judge decides to be lenient and give
the tenant “one more chance,” you might waste a lot of time and money for
nothing.

Instead, I follow the same steps I outlined earlier when a tenant doesn’t pay rent.
First, I ask them to leave or simply don’t renew their lease if they are at the end
of their term or are paying month-to-month. If I can’t simply ask them to leave,
I’ll pay them to leave. I’'m not going to confront them on my suspicions of drug
dealing. I’ll simply let them know I’'m doing some restructuring and need them
to move out promptly. If they still won’t move, I could wait until their lease is up
or go the eviction route. If you find yourself in this situation, no matter what you
do, don’t let them stay long. A drug dealer can cause you to lose good tenants
and put a serious delay on your ability to build wealth. And of course, there is
always “cash for keys,” where you would pay the tenant to move out. For a drug
dealing ruffian, this might just do the trick.

If You Are Unhappy, Your System Is Broken

Hopefully, by now, you’ve picked up on the fact that systems are incredibly
important to me. I’'m a huge believer in running your rental business as a
business, which means having processes, checklists, and ways of doing things
that are repeatable and explainable. When a tenant pays rent late, I have a
defined process for dealing with the problem, because I have a system in place
for it. When a tenant wants to move in a dog, I likewise have a process for
handling that request. When I want to buy a new rental property, I have a
process. Systems and processes make business easy and fun. A good system
allows you to work less and enjoy life more.

Of course, not everything you encounter can be planned for ahead of time. For
example, I recently had a tenant call and tell me, “Hey, Brandon, I just saw
another tenant in the apartment complex sitting in his bedroom, pointing a
shotgun out the window.” I don’t have a specific process or checklist for that, so



it was a problem I had to deal with on the fly. Problems cause stress, stress
causes chaos, and chaos causes unhappiness. I don’t want to be unhappy, and
I’m sure you don’t, either. So, I want to explain something that will
revolutionize your life: If you are unhappy, your system is broken.

In other words, if something in your business is causing you stress, most likely,
you either don’t have a system for that issue, or you are not following your
system. Either way, it’s broken. I don’t get stressed out anymore when tenants
pay rent late, because I have a system. However, recently, I did discover a
system I have not yet perfected: finding contractors.

I was recently rehabbing a home that I plan to rent out. Although I've been using
several different contractors on the project, as the property neared completion,
my contractors stopped showing up. The tenant had already paid the first
month’s rent and was ready to move in, but the house was not done! I called
every contractor I could, but no one would show up. I ended up picking up my
tools, heading to the house, and finishing the job with my wife. The whole time,
I was stressed and irritated, thinking, “I should be working on my book right
now” and “I should be finding other great rental property deals right now.”
Instead, I was doing hard physical labor that I didn’t really want to do. That’s
when it occurred to me: my system was broken. Rather than being mad, I
changed my attitude to that of “Okay, how do I fix this system so this doesn’t
happen again? How do I make this process easier and more reliable next time?” I
brainstormed about a half-dozen solutions and began writing down my new
system for making sure contractors finish the job, including making sure
paydays were given only dafter certain benchmarks were achieved, thereby
incentivizing the contractors to finish if they wanted to get paid. Next time, I’ll
also likely hire a project manager to handle the contractor relations, something I
recognize is a weakness of mine.

Will this work for me? I don’t know, but next time I have a large rehab of a
rental property, I’m going to try it out and test the new system. And I’ll continue
to tweak it and test it until the rehab process on a large property is as smooth and
easy as dealing with a tenant paying their rent late.

As you build your investment business, problems are going to occur. Like the
trees I described at the beginning of this chapter, the strongest trees grew from
being shaken. So don’t think of problems as irritations but as opportunities to
strengthen your system. And the stronger your system, the greater your ability
will be to scale and the less work you’ll need to do to build wealth.

Stop being unhappy, stressed, and surrounded by chaos. Systematize everything,



and find peace in your business.

I could have concluded this book here, but managing your properties is not the
end of the game. Someday, you’ll need to do something with your rental
property. In the next chapter, I will focus on the end goal and everyone’s favorite
part: building serious wealth.



CHAPTER 19 - EXIT STRATEGIES
AND 1031 EXCHANGES

“I was at this casino minding my own business, and this guy came up to me and

said, "You're gonna have to move, you're blocking a fire exit." As though if there

was a fire, I wasn't gonna run. If you're flammable and have legs, you are never
blocking a fire exit.”

-Mitch Hedberg, Comedian

Widely considered one of the most influential military leaders in human history,
Alexander the Great began his conquest of the Middle East at the age of 20, and
a decade later, he controlled one of the largest empires the world had ever seen.
But then it all fell apart because of poor long-term planning. At the age of 33,
the great king was struck by a severe fever and died. Because he had not
appointed an heir to take over the vast empire he had forged, the Macedonian
kingdom fell into a 40-year civil war.

Although I don’t expect civil war to erupt in your life because of bad planning,
the truth is the same: poor long-term planning results in chaos. In this chapter, I
will help you peer into the future and look at the possible choices you have for
relinquishing your throne, so to best prepare for the day that you do. After all,
chances are that you don’t want to hang on to your property forever. This book
has focused primarily on buying the asset that will take you into retirement
(hopefully at an early age!), but the fact is that you didn’t get into real estate to
own a bunch of rentals. You got into real estate for the benefits that those rentals
can provide, namely, financial freedom, wealth, and security for you and your
family. As a result, sometimes you will need to get rid of properties to either



trade up to larger deals, trade down to fewer properties, or simply to ride the
wave of “buy low, sell high.” So let’s talk about some of the best exit strategies
for your rental portfolio.

Hold Forever

Speaking about stocks, billionaire Warren Buffett once said, “Our favorite
holding period is forever.” Personally, I don’t think this is a terrible strategy for
real estate investors, either. It’s entirely possible to hold on to your property
forever. Perhaps your kids will inherit the property after you go, or perhaps the
property will be sold upon your death and the money distributed among your
family. Although there is nothing wrong with this plan, I encourage you to keep
a few things in mind:

1. Understand that as you age, it will become more and more difficult
for you to be involved with the property. Your hands (and mind) will not
work the same way, and it would be a pity to lose everything you’ve worked
so hard for at the end of your life. So be sure to structure your investments
in such a way that they become 99.9% passive for you, later in your life.
This means either owning properties that require very little involvement
(such as some commercial real estate) or using property managers to take
care of your properties for you. You may also decide to “trade up” into
easier-to-manage properties, which I’ll talk about in a moment when I
discuss the 1031 exchange.

2. If you plan to hold on to your properties forever, be sure to consult
with some expert asset protection lawyers who can structure your rental
business in such a way that taxes will be minimal, or nonexistent, for your
descendants.

What if you don’t want to simply keep your properties forever? One common
tactic many investors use to keep the cash flow flowing without the day-to-day
management of tenants is selling with seller financing.

Seller Financing

Once you pay your property off and no longer have a bank loan, you can easily
transition to the role of “the bank” and sell your property using seller financing.
In other words, the same strategy I explained in Chapter 13 in my discussion of
creative ways to finance your rental you can use to sell your rental.

Seller financing has a few key benefits over a regular sale:



1. Possibly higher sales price - When selling a property with seller
financing, you may be able to get a higher sales price, because the buyer is
more concerned about the terms.

2. Lowertax bill - If you were to sell the property outright, you
might be hit with a huge tax bill. Instead, with seller financing, you pay only
on the income received in a given year.

3. Ongoing passive income - Although selling all your properties
and suddenly having a million dollars in the bank might feel nice, that
money will only last so long. By selling using seller financing, you turn that
equity into passive monthly income that will last you long into retirement.

If you plan to use seller financing, just be sure to hire a lawyer and do your
homework, because there are numerous laws that must be followed, as well as
some general best practices that are beyond the scope of this book. Also, the
person you sell to matters, so screen them carefully and require a sizable down
payment.

Cash Out

At some point, you could simply cash in your chips and exit the real estate game.
Sell the properties you have, pay the hefty tax bill, and move your money into a
savings account, stock market, or another passive investment. Or, you could use
that money to become a private money lender or hard money lender, assisting
other real estate investors in building their dreams while you collect interest on a
secured asset that you understand, having been in the game for many years.

Finally, let’s talk about one of the most common strategies real estate investors
use to build wealth: the 1031 exchange. Although this isn’t necessarily an exit
strategy only, I felt it best fit this chapter, because ultimately, the 1031 exchange
can save you millions of dollars in taxes and ensure your wealth is transferred to
your heirs with the least possible taxation.

The 1031 Exchange

If you decide to sell a rental property at some point, you will need to pay taxes
on that gain.

Bummer.

This might not be a big deal if you are a terrible investor or have had some bad
luck that kept you from achieving any financial gain. But 1 hope that instead, you



are a smart real estate investor. You read BiggerPockets, after all. You aren’t
going to make some measly profit or sell at a loss. You will rock this game and
make some serious moolah when you sell! In short, you will have so much cash
that you’ll need to get yourself some bigger pockets. (See what I did there?) But
then, Uncle Sam is going to come knocking for his piece of the pie. And trust
me, he’s got quite an appetite.

But don’t fret! I've got some good news: the IRS wants to partner with you on
that money by allowing you to do a 1031 exchange.

Seriously? Partner? With the IRS?
Yep—through a 1031 exchange.

A 1031 exchange (pronounced “ten-thirty-one exchange” if you are cool like
me), is a tax strategy so named because of its inclusion in Section 1031 of the
IRS tax code. It is also commonly known as a “Starker exchange” or a “like-
kind exchange.” In essence, a 1031 exchange allows an investor to “defer”
paying any taxes on the profit of a property when it is sold, as long as another
“like-kind” asset is purchased using the profit received. I'll explain exactly what
that means in just a moment, but let’s cover the big picture first.

First, understand that the 1031 exchange is not just for real estate, though that is
how it is most commonly used. In reality, a person could use a 1031 exchange to
defer taxes on numerous asset types, from paintings to businesses to cattle to
automobiles, but given that this book is specifically about real estate, we’ll keep
our focus on that.

I mentioned that the IRS wants to “partner” with you. Now, the IRS doesn’t
come right out and say that anywhere, but in a way, that’s exactly what they are
doing. When you make money, you must pay taxes on that income. But if you
follow the strict rules of a 1031 exchange, the IRS is basically telling you (in a
whiny, nasally voice, of course): “Hey, you have obviously been doing pretty
well with this real estate thing. So why don’t you hang on to our money for a
while and reinvest it in your next deal. This will help you make more money next
time, and we’ll get an even bigger share down the road. Unless you want to
partner again on another deal after that.”

This is what is meant by “deferred” taxes. The taxes will still be due someday
(unless you die before you pay, but I’ll discuss that scenario later), but until that
point, it can be extremely advantageous to keep using what would otherwise be
the government’s money to invest in properties. In addition to the government
“partnering” with you, the entire U.S. tax system is designed to encourage



particular behaviors in society by rewarding or penalizing people for certain
actions. In this case, the U.S. government rewards real estate investors, because
we are providing housing for the masses.

The logical reason for the 1031 exchange makes sense. After all, if you make
$100,000 on a property and then use that $100,000 to buy another property, you
are clearly not out spending your $100,000 on shiny new toys. In fact, as I’ll
discuss in a minute, the money never even touches your bank account after the
sale of the property, but is instead held by an “intermediary.” So the IRS, in all
its benevolence, has decided to be fair and not require us to pay those taxes yet.

Nice guys, the IRS, right? Well, maybe. I’ll get to that.

In addition to tax savings, the 1031 exchange offers several other benefits. It can
allow a real estate investor to shift the focus of their investing without incurring
the tax liability. For example, perhaps you are investing in properties that are
low income and thus high maintenance. You could exchange the high-
maintenance investment for a low-maintenance investment without needing to
pay a significant amount of taxes. Or perhaps you want to move your
investments from one location to another without the IRS knocking. The
1031 makes this possible.

To illustrate how a 1031 works in the real world, let me share a few examples:

1031 Exchange Examples

Because 1031 exchanges can be slightly complicated, I want to share stories
from a couple of BiggerPockets members who used the 1031 exchange to defer a
lot of money on the sales of their real estate investments.

1031 Exchange Example 1

In July of 2013, Jason Mak purchased an 81-unit apartment building in
Riverside, California. Paying $3.1 million for the property, he immediately set
out to improve the property. He evicted bad tenants and improved management
efficiencies, while also enhancing the physical condition of the property, adding
a new roof, painting, landscaping, installing an elevator, and performing other
valuable refinements. After increasing occupancy from 60% to 95% and
stabilizing the entire operation, Jason sold the property for $5.5 million in the
spring of 2015. Overall, he netted a final profit of $2 million on the two-year
apartment turnaround!

Had Jason simply sold this deal, he would have needed to pay close to $600,000
in capital gains tax—but he knew better. Jason used a 1031 exchange to parlay
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his cash into two new properties, a 24-unit apartment building and an upscale
office building. Although he reduced the number of units he managed by doing
so, Jason was able to buy nicer properties in significantly better locations that
will be easier to manage and increase his ability to grow wealth.

1031 Exchange Example 2

In 2012, Serge Shukat (whom we have interviewed twice for the BiggerPockets
Podcast, episodes 60 and 131) purchased a newer single-family home for
$70,000, located in Casa Grande, Arizona. The home was a foreclosed property
that quickly climbed in value. When Serge sold the home two years later for
$135,000, he cleared almost $60,000 in profit. According to Serge, he would
have had to pay close to $15,000 in capital gains tax, plus an additional $3,000
or so for the recapture of depreciation (which we’ll talk about in a moment.)
Instead, Serge spent $600 on the 1031 exchange process and was able to roll his
entire profit into the purchase of a newer, larger single-family home and a 2006
mobile home on one acre of land. Essentially, he turned one $1,000 per month
rental into two that gross $1,950 per month.

1031 Exchange Rules

If you plan to use a 1031, understand that you must follow some pretty strict
rules. If you don’t, you won’t get the tax-deferred exchange. It’s as simple as
that. So let’s talk about those 1031 exchange rules now.

1. “Like-Kind” Stipulation

The IRS requires that the property being sold (the “relinquished” property) and
the property being acquired (the “replacement” property) be “like-kind” assets.
In other words, you can’t trade a car dealership for a rental house, because they
are different kinds of assets. However, you can exchange almost any type of
investment real estate for any other type of investment real estate. For example,

e exchanging a duplex for an apartment complex
e exchanging a piece of raw land for a rental house
e exchanging a vacation rental property for a strip mall

Also, keep in mind that the property must be an investment, not your primary or
secondary home. In addition, both properties must be located within the United
States to qualify.

Sorry, house flippers—properties that are designed for quick purchase and resale
do not count.
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2. Required Value of the Replacement Property

For you to be able to completely avoid paying any taxes on the sale of your
property, the IRS requires that the replacement property acquired be of equal or
greater value than the property being relinquished, though that value could
be spread out over multiple properties.

For example, let’s say you have a property that you are going to sell for
$1,000,000. To get the full benefit of the 1031 exchange, you must buy at least
$1,000,000 worth of like-kind real estate. That could be an apartment complex
costing more than $1,000,000 or four different properties of $250,000 or more
each—it doesn’t matter. (Also note that acquisition costs, such as inspections,
escrow fees, and commissions, do count toward the total cost of the replacement
property.) Technically, you could carry out a partial 1031 exchange and actually
purchase something of lower value, but you would need to pay taxes on the
difference. For example, if the relinquished property is sold for $1,000,000 and
you purchase a new property through the 1031 exchange for $900,000, you will
need to pay the normal capital gains tax(es) on the $100,000 difference. This
extra $100,000 is known as “boot.”

Finally, understand that when I talk about the sales price of a relinquished
property, I am talking about the entire sales price, not just the profit you made.
In other words, let’s say you purchased a piece of property for $100,000 and sold
it later for $200,000. The replacement property (or combined properties) would
need to be greater than $200,000, not just the $100,000 in profit you made.

Now that you understand the price range, it’s time to start looking for a
replacement property—and you better hurry up!

3. The 45-Day Identification Window

The IRS imposes a very strict timeline on identifying the property you plan to
buy: 45 days.

That’s right, you must identify the property you plan to close on within 45 days
or lose the entire benefit of the 1031 exchange.

If you are an experienced investor, you probably recognize that this is not a lot
of time to find a property, especially in today’s hot market. Sometimes I will go
six months without buying a property, simply because I can’t find a deal worthy
of buying! I think this is a great indication that the creators of this rule didn’t
invest in real estate, but this 45-day rule is unlikely to change anytime soon, so
just understand that the day you sell your relinquished property, the clock starts



ticking.

Of course, you will likely have more time than just 45 days to begin looking,
because the timer doesn’t start until the day you sell your property. You will
probably list your property for sale several months before closing, so if you are
confident that you want to do a 1031 exchange, start looking for deals long
before your property is officially sold. Ideally, the day you list the property for
sale would be the day you begin your search, or as my friend Serge Shukat told
me, consider selling an asset using the 1031 exchange after you find a new deal
to purchase. Also keep in mind that you can also negotiate a long escrow period
on the property you are selling, giving you more time before the countdown
begins.

In addition to adhering to the countdown the IRS places on real estate investors,
you must follow some strict procedures in this process. For example, you are
allowed to officially identify three potential deals, which is helpful in case the
first one doesn’t work out. If you only identify one deal, and something happens
later in the due diligence period, you might miss out on the entire 1031
exchange. However, if you’re thinking that you’ll just identify a ton of
properties, hold your horses! The IRS generally allows you to identify up
to three potential replacement properties, but no more.

A few exceptions to this rule exist, known as the 95% rule and the 200% rule.
These exceptions state that you can identify more than three properties, but you
are required to actually purchase 95% of those you identify or the total
combined cost of all those identified properties must be less than 200% of the
sales price of your relinquished properties. For example, if you formally identify
20 different potential properties, you would either have to purchase 19 of those
(95% of the 20) or the combined value of all 20 would need to be less than 200%
of your sales price. I’'m sure you can imagine the difficulty in both these
scenarios, but because they are exceptions to the rule, they are seldom used.

What exactly does “identifying” a property mean? This is what the IRS says on
this point:

“The identification must be in writing, signed by you and delivered to a
person involved in the exchange like the seller of the replacement
property or the qualified intermediary. However, notice to your
attorney, real estate agent, accountant or similar persons acting as your
agent is not sufficient.”[ix]

Once you have identified the properties, you’ll need to move forward with
closing on those properties, because another timer will have already begun



ticking: the 180-day closing window.

4. The 180-Day Closing Window

We discussed earlier that the clock for the 45-day window starts ticking the
moment a relinquished property is sold. At this same moment, another clock,
known as the 180-day closing window, also begins counting down. The IRS
requires that the new replacement property be fully purchased (the title officially
transferred) within 180 days of the sale of the relinquished property. This rule,
along with the 45-day rule, is strictly enforced, and your entire 1031 exchange
will fail if you do not adhere to both rules.

5. Necessity of an Intermediary

Finally, one of the most important rules governing the entire 1031 exchange
process is this: you may not touch the profit from the relinquished property’s
sale if you hope to avoid the taxes!

Although you may have up to 180 days between the sale of the relinquished
property and the purchase of the replacement property, the proceeds may never
enter your bank account or an account controlled by you. Instead, you must
use a qualified intermediary. An intermediary is someone who holds on to your
money while you wait to buy the new property.

Of course, a lot of people out there would love to hold on to your money for you,
but I recommend using a qualified intermediary, also known as an
accommodator. Hundreds of companies can serve this role for you, as a quick
Google search will reveal. I recommend going with an established company that
has a long history and a solid reputation to avoid fraud or other unfortunate
situations.

Also keep in mind that although the IRS doesn’t specifically state what a
qualified intermediary is, they do define what a qualified intermediary is not. A
qualified intermediary cannot be you, your agent, your broker, your spouse, your
family member, your investment banker, your employee, your business
associate, or anyone who has had one of these roles in the previous two years.[x]

How to Do a 1031 Exchange, Step by Step

At this point, we’ve covered all the dirty details about 1031 exchanges, so let’s
put it all together and walk through, step by step, the process for carrying one
out. Be aware that the following is just a general outline, so specific deals will
likely vary slightly from this process.



. Decide to Sell and Do a 1031 Exchange - Not every purchase is worth
doing a 1031 exchange. After all, with all the requirements, costs, and
countdown timers, simply paying the tax and moving on may be
advantageous. That is definitely a discussion for you to have with your
accountant.

. List Your Property for Sale - You then list your property for sale, as
you ordinarily would. Your agent will likely include language in the
listing paperwork regarding your desire to do a 1031 exchange and the
buyer’s needed willingness to play along.

. Begin Looking for Replacement Properties - Remember, the moment
the relinquished property is sold, the 45-day countdown begins.
Therefore, you should begin looking for deals immediately.

. Find a Qualified Intermediary - Look for someone professional with a
good reputation.

. Negotiate and Accept an Offer - When someone agrees to buy your
property, you will need to make sure the paperwork clearly states that a
1031 exchange is taking place on your end, and the buyer will need to
comply. Although the buyer does not need to do a lot of work, they may
need to sign off on certain paperwork, such as assignments or
disclosures.

. Close on the Sale of Your Relinquished Property - The title company
or attorney will handle the closing, as with any other real estate
transaction, except that your qualified intermediary will be actively
involved in the process, and the funds will transfer to their bank
account, not yours.

. Identify Up to Three Properties Within 45 Days - Now is the time to
officially designate the properties you might pursue. Keep in mind, you
can identify up to three properties, or more if you close on 95% of them
or the total combined value of the identified properties is less than 200%
of the sales price of your relinquished property.

. Sign a Contract on the First-Choice Property - Most likely, of the
three properties you identify, one will stand out as your first choice.
You will need to get that property under contract and open escrow,
making sure the seller knows you are purchasing through a 1031
exchange. You could also go under contract on all three of your
identified properties, using contingency clauses to back out on the ones



you later decide not to pursue.

9. Let Your Qualified Intermediary Work with the Title Company
- You, your agent, and your qualified intermediary will work with the
title company or closing attorney to make sure to dot all the Is and cross
all the Ts. This is actually a fairly simple process, one that your
qualified intermediary should be familiar.

10. Close on the Replacement Property - Finally, the qualified
intermediary will wire your money over to the title company or
attorney, and the property will close as in a normal transaction,
deferring your need to pay the taxes until some point in the future, if
ever. (I’1l talk about the “end game” in a moment.)

The beauty of the 1031 exchange is that you can repeat this process over and
over again on properties and continue deferring taxes indefinitely. This can help
you build some serious wealth over time, greater than if you simply paid the
taxes each time.

How a 1031 Exchange Can Make You Millions

In this section, I’ll present a timeline for two different investors who bought and
sold properties over a 35-year span. The investors in both scenarios start with the
same amount of money ($50,000), buy the same property (a $250,000 deal, 2
column below), have the same growth (5% equity growth each year, reflected in
the 3 column below), and reinvest their profit (4" column below) plus their
previous down payments as a 30% down payment on their next deal (5"
column), but each ends up with a very different amount because of the taxes.
(For simplicity, I do not include closing costs, depreciation, loan paydown, cash
flow, or other obvious sources of income and expenses in this diagram. This is
simply to illustrate a point.) See figure 14.

Investl;:r #.1 :
Equity to Reinvest
Years | Purchase Price | Sold For Profit [ (1031 Used)
1ws | 5250,000.00 | 3$319,070.39 $69,070.39 | $119,070.38
6 to 10 | 5585351.85 | 3759.836.72 5164,484.77 | $283,555.16
11015 | $1,417,775.79 | $1,809481.10 | $391,705.31 | S675,260.47
16 to 20 | $3,376,302.35 | $4,309,112.44 | §932610.08 | §1,608,070.56
211025 | $8,040,352.79 | $10,261,754.02 | 52221,401.23 | §3,828471.79
Figure 15

Investor #1 purchased a $250,000 property with his $50,000 down payment.
After five years, he sold it for $319,070.39. He was able to use the entire profit



and his equity he’d built thus far, to put a 30% down payment on his next deal.
This continued for 25 years with no tax due, because he continually used the
1031 exchange. Now let’s take a look at the numbers for Investor #2, who chose
not to use the 1031 exchange. See figure 15.

Investor #2

Profit to Reinvest

Years Purchase Price Sold For Profit (15% Tax Paid)
1t05 | $250,00000 | $319.070.39 | $69.070.39 | $108,709.83 |
Bto 10 $543,549.16 | $693,721.77 | $150,17261 | $236,356.55 |
" 11t015 | §1,181,78276 | $1,508,287.54 | $326,504.79 | §$513.88562 |
161020 | $2,560,428.10 | $3,279,313.71 | $700.88561 | $1,117,288.39 |
211025 | $5586441.95 | §7,120,872.86 | §1,543,430.91 | $2,429.204.66 |

Figure 16

After 25 years, Investor #2 ended up with just less than $2.5 million. Although
this is still a respectable sum of money, notice that this investor trails Investor #1
by more than $1,000,000! This is because Investor #1 was able to put the
government’s money to work by using a 1031 exchange, helping him build
greater wealth.

Now, what happens to Investor #1 at the end of year 25? After all, the 1031
exchange is simply a method of tax deferral, not tax avoidance. Or is it? Let’s
talk about that next.

The 1031 Exchange End Game

In our examples, Investor #1 ended year 25 with $3.8 million, while Investor #2
ended with $2.4 million. But what happens after that? Typically, there are two
common scenarios for any real estate investor when they are done with their
investment career.

1. Cash Out

Some investors decide to exit the real estate game entirely, cashing in their chips
and walking out the door. In other words, they decide that they will pay the IRS
what they owe after selling all their properties. However, at this point, they are
not simply paying the taxes on that final property’s profit but (put very
simplistically) on all the properties for which they have ever used the 1031
exchange. Because the “cost basis” of a property is carried forward on every
deal, that final tax bill will likely be exceptionally large.

Keep in mind that if you opt for this end game strategy—cashing in your
investments and paying the tax—you will still likely have significantly more



income than if you had paid taxes each time you sold a property.

2. Die and Pass It All On

That’s right, many investors simply choose to hold their properties until the day
they die, and to pass the properties on to their heirs. The benefit of this approach
is that current inheritance laws allow the heirs to receive the property on a
“stepped up basis,” which means the tax consequences virtually disappear.

For example, let’s say the adjusted basis on a property, after numerous 1031
exchanges and lots of time, is $200,000, and the property is worth $3,000,000. If
the owner sold the property five minutes before dying, they would owe taxes on
the $2.8 million in gain. But if the estate passes to the investor’s heirs, the basis
is automatically bumped up to the fair market value, or $3,000,000. The heirs
could then sell the property and pay little, if any, tax. Of course, there are special
rules and fine print that accompany this (especially for the exceptionally
wealthy), so be sure to talk with a qualified professional about your estate
planning!

Understandably, not every investor wants to hold on to properties until they die.
I know I don’t want to be dealing with tenants when I’m 40 years old, so being a
100-year-old landlord is absurd! So how does one get around this?

You do it by trading up into properties that are significantly easier to
manage! For example, perhaps you could 1031 exchange your equity into a
multimillion-dollar shopping mall, as part of a syndication with hundreds of
other investors. Or trade it into a NNN lease commercial investment where the
tenant pays everything and you sit back and collect a check.

There are hundreds of ways to make money with real estate, so simply trading
up to a more passive method sounds pretty good to me.

Final Thoughts on the 1031 Exchange

I’ve just spent multiple pages giving you more information about 1031
exchanges than you probably ever wanted to know. You should feel proud: you
now know more about this option than 99.99% of the U.S. population!
Hopefully, by now, you have all the knowledge you need to decide whether a
1031 is right for you and, if so, how to accomplish such a task.

A 1031 exchange may be slightly complicated, but the long-term benefits of
using this tax loophole can pack a tremendous punch in helping create your
future wealth and should be considered by all serious real estate investors who
are in this game for the long haul. But remember, if you are considering a 1031



exchange in your future, please speak with a qualified tax professional about
your options.

Wrapping it Up

Real estate investing is an exciting game, but it’s a means to an end. Whatever
your goals are in life, I sincerely hope real estate investing can help you achieve
them. And once you have reached your goals, you will need to decide where to
go next. Onward and upward? Or retirement on the beach with your loved ones?
The choice of how you liquidate your assets will be one you’ll need to make
with careful consideration and planning, which can begin right now. Like
Alexander the Great and the fall of the Macedonian Empire, you don’t want your
real estate empire to fall apart someday because of poor planning. So begin
looking at your future today and decide how you will best exit the game safely,
securely, and financially whole.



CHAPTER 20 - FINAL THOUGHTS

“Life's like a movie, write your own ending. Keep believing, keep pretending.”

-Jim Henson

Over the past 100,000 words or so, we’ve gone on a journey that began with just
changing the way you thought about real estate, then progressed through the
process of building a plan, networking, and eventually buying your deal and
managing it effectively. I hope you now have all the tools you need to begin
building your rental property portfolio so you can achieve everything you could
ever want in life.

But this isn’t over just yet.

In this final chapter, I want to talk about the rest of your life as a rental property
owner. After all, simply finding and acquiring great properties is not enough to
give you long-lasting success. You must live successfully to maintain that level
and grow over time. So let’s talk about what comes next in your life, after the
acquisition, in a section I’ll call “the five success principles of rental property
ownership.” I believe these five principles will help you continue to achieve
your goals with rental properties until the day you exit the game forever.

The Five Success Principles of Rental Ownership

The character of Uncle Ben, from the Spider-Man comics and movies, once said,
“With great power comes great responsibility.”

Although he may have been giving Spider-Man advice on kicking bad guys’
backsides, the same principle applies to real estate investors. You stumbled upon
something incredibly powerful when you decided to get into real estate



investing. Most of your family and friends will never flip the switch in their head
to take control of their financial destiny. In much of the world, even those who
know about the power of real estate couldn’t do anything about it.

But you—you are incredibly blessed with great power, which means you’ve got
some responsibilities now! Maybe you don’t yet feel that you are “successful,”
but that’s okay. If you cultivate these habits now, they can help you develop into
the kind of investor who is successful. Fake it till you make it, right? Therefore,
the following are the five responsibilities every rental property owner must
maintain throughout their investing life.

1. Manage Effectively

The first responsibility you’ll have as you become an experienced real estate
investor is to manage your portfolio effectively. Whether you have a property
manager in place or you manage your own tenants, you are still a manager!

Owning a rental property is a lot like walking a tightrope. You need to keep
walking on that thin line, and when a gust of wind comes from the left and
pushes you to the right, you must lean to the left so you balance yourself and
don’t fall off.

In your rental property business, “gusts of wind” can take many forms. Thieving
employees, bad property managers, natural disasters, fires, economic
depressions, and other such factors can throw your investing off kilter and force
you to step in and maintain stability. Don’t assume that just because you own
some rentals that you can sit back and relax on a beach 365 days a year.

Yes, the goal may be financial freedom, but that freedom requires some ongoing
work.

2. Increase Income

As you move through your investment life, one of your tasks will be to increase
the income your rental properties generate. And I’m not talking about just
raising the rent, though that is obviously the largest aspect of increased income.

First, you need to ensure that your property is always being rented at the market
rate, not below. Maybe you think that by offering below-market rent, you’ll deal
with less drama, which may be true. But how much are you sacrificing? This
becomes increasingly problematic the more units you have. If you own 50 units,
and each is under market by just $25, that’s $1,250 you are missing out on each
month, or $15,000 per year. At a 10% cap rate, that’s $150,000 in value you are
not receiving because of just $25 a month.



Of course, you must also be cognizant of being priced too high. Just as I
advocate raising the rent to stay current, you must be quick to decrease the rent if
needed to fill units. As I’ve mentioned at other times in this book, vacancy will
be one of your biggest cash flow killers, and keeping your rent competitive is the
easiest way to keep vacancy rates down. It may be a bit of a balancing act, but
learning to maximize your income is incredibly important for your entire
investment life.

3. Decrease Expenses

Another task you’ll need to continually stay on top of is decreasing expenses.
I’'m not saying you should spend all your time pinching pennies, and some
landlords take this way too far. You shouldn’t sacrifice your tenant’s right to
quiet enjoyment of their property just because you want to save money.
However, you can cut costs in numerous other ways as a landlord, such as the
following:

. Transferring the responsibility of certain utility payments (water,
garbage, electricity, etc.) to the tenant.

. Switching your garbage pickup to a larger can with fewer
collections

. Negotiating lower rates with vendors in exchange for longer
contracts or exclusivity

. Switching to energy efficient appliances when you are responsible
for paying for the electricity

. Switching to low-flow toilets and implementing other water-saving
techniques to keep the water bill down if you are responsible for paying it

. Shopping around for better insurance rates

. Challenging your property tax bill if you feel it is too high

These are just some ways you can decrease expenses as a real estate investor. No
one else will likely do these tasks for you, but small changes can sometimes
result in a massive boost to your bottom line.

4. Execute Your Plan

In Chapters 2 and 3, I talked about building a plan and compared investing in
real estate without a plan to the act of driving across the country without a road
map. Hopefully, you’ve created a plan for yourself and have a goal for where
you want to go. However, just having the plan is not enough. Now you need to



carry it out.

I recommend reviewing your goals on a daily basis and monitoring your
progress on a monthly basis. In other words, if your goal is to achieve
$1,000,000 in net worth, where are you right now? On episode 113 of the
BiggerPockets Podcast, real estate investor and author Jay Papasan described
how keeping track of his net worth daily has made the greatest impact on his life
and his investing. Smart dude!

Your plan will likely change over the course of your career, as it should. Life
happens, and it can throw curveballs into your plan. Kids are born, natural
disasters happen, your physical abilities slow down, and you become
increasingly aware of your own mortality—these things can all play a role in
your plan. However, a goal without a plan is just a wish, so even if your plan
changes, keep working it and don’t give up.

5. Give Back

Finally, I believe that every investor has a duty and obligation to give back to
others, regardless of the level of success they have achieved. You can give back
in multiple ways, but I encourage you to look at giving back both educationally
and financially.

Educationally - You might have just purchased your first deal, but that puts
you miles ahead of 90% of the rest of the population who have never owned a
real estate investment. So give back, and share what you’ve learned! This is the
spirit of the BiggerPockets community, where people from all different
experience levels can share, learn, and grow together. So tell your story, help
others, and encourage them to achieve the success you’ve seen.

Financially - I believe strongly in giving back financially. If life has rewarded
you, I feel you should give back financially to help those with fewer
opportunities than you. Do some research and find an organization you can trust
to use your money to make a difference in the world. Not only is this good for
the world, it’s also good for your heart, helping keep you grounded and focused
on the things in life that really matter. It’s easy for real estate investors to get so
focused on money and success that they lose sight of the bigger picture. And you
don’t need to be a millionaire to start giving back. Do it today! I recommend
starting with giving 10% of your income to a good cause and see where that
takes you.

You’ll never get to the end of your life and say, “Man, I wish I hadn’t given
back so much.” Cultivate an attitude of generosity in yourself and become the



kind of person who contributes to society. After all, much of the success you’ll
achieve in life was facilitated by someone else giving back and helping pave the
way for you. It’s now your turn to pay it forward.

Will You Take Action?

Let me end this book by asking you a very simple question: what do you wish
you had in life?

A new car? A nicer house? More time to spend with the family? An early
retirement? More time and money to travel? Less time spent at work?

These may be great things to desire for your life, but just wishing for them is not
enough. As I originally noted in the prologue of this book, Michael Jordan once
said, “Some people want it to happen. Some wish it would happen. Others make
it happen.”

Which kind of person are you?

You’ve just read an entire book on the step-by-step method for building wealth
through real estate. You’ve learned how to get your mind in the right place.
You’ve learned how to make a plan that will help you reach your financial goals.
You’ve learned how to find properties that best meet your criteria and how to
analyze those deals to make sure they make sense. Finally, you’ve learned how
to finance those properties and, once purchased, how to manage them to make
sure they continue to operate at peak performance for you.

I’ve poured my heart and soul into this book and given you every single piece of
information I know about real estate investing. I’ve told you stories about other
investors who have found success through real estate. And you have access to
the BiggerPockets community, including the incredible BiggerPockets Forums,
where you can reach out to others any time you have questions or concerns about
your next step. In other words, you’ve been given every single piece of the
puzzle, handed to you on a silver plate!

But there is one thing you are still missing—action.

Without action, you are just another book reader. Without action, you are just
another wantrapreneur. Without action, you are just a wisher, a dreamer.
Without action, you are destined to continue down the same path as everyone
else. Without action, you are stuck.

Books are great, and you’ve taken an important and valuable step in reading this
one. Hopefully, you’ll pass it on to a friend, or go back and reread it, this time
with a highlighter and pen in hand. Still, a book is just a stack of papers,



wrapped in cardboard and covered in ink. It’s what you do with the information
in it that matters.

So take action!

Don’t sit on the bench while others take the field. Get out there and make it
happen. Don’t wish it, don’t want it—do it.
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on his personal website, www.BrandonTurner.me.
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MORE FROM BIGGERPOCKETS

If you enjoyed this book, we hope you’ll take a moment to check out
some of the other great material BiggerPockets offers. BiggerPockets is
the real estate investing social network, marketplace, and information
hub, designed to help make you a smarter real estate investor through
podcasts, blog posts, videos, forums, files, and more. Sign up today—
it’s free! www.BiggerPockets.com

Be sure to also read:

FREE: The Ultimate Beginner’s Guide to Real Estate Investing

The Ultimate Beginner’s Guide to Real Estate Investing
is a free guide designed to help you build a solid
foundation for your venture into real estate. In the eight
chapters of this book, you’ll learn how to best gain an
education (for free), how to pick a real estate niche, and
how to find, fund, and manage your latest real estate
investment. Get it free today at
www.biggerpockets.com/ubg.
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The Book on Managing Rental Properties
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[ No matter how great you are at finding good rental
| MANAGING property deals, you could lose everything if you don’t
[REHT.II.I. manage your properties correctly! But being a landlord
_h“.“.mm doesn’t have to mean middle-of-the-night phone calls,
costly evictions, or daily frustrations with ungrateful
tenants. Being a landlord can actually be fun IF you do it
right.

That’s why Brandon and Heather Turner put together this
comprehensive book that will change the way you think of being a landlord
forever. Written with both new and experienced landlords in mind, The Book on
Managing Rental Properties takes you on an insider tour of the Turners’
management business, so you can discover exactly how they’ve been able to
maximize their profit, minimize their stress, and have a blast doing it! Get the

book today on Amazon or at www.BiggerPockets.com/RentalBook
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The Book on Investing in Real Estate with No
(and Low) Money Down

Is a lack of money holding you back from real estate
success? It doesn’t have to! In this groundbreaking
book from Brandon Turner, author of The Book on
Rental Property Investing, you’ll discover numerous
different strategies a real estate investor can use to buy
real estate using other people’s money.

Less “hype” and more “practical strategies,” you’ll
learn the top strategies that savvy investors are using to

buy, rent, flip, wholesale properties at scale! Get it today at
www.biggerpockets.com/nomoney.
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The Book on Flipping Houses
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The Book on Flipping Houses, written by active real
estate fix-and-flipper J Scott, contains more than 300
pages of detailed, step-by-step training perfect for both
the complete newbie and the seasoned pro looking to build
a killer house-flipping business.

Whatever your skill level, The Book on Flipping Houses
will teach you everything you need to know to build a
profitable, efficient house-flipping business and start living

the life of your dreams. Get it at www.biggerpockets.com/flippingbook.
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The Book on Estimating Rehab Costs

', One of the most difficult tasks for a real estate investor is
estimating repairs. To help you overcome this obstacle, J
, Scott and BiggerPockets pull back the curtain on the rehab
LA process and show you not only the cost ranges and details
associated with each and every aspect of a rehab, but also the
framework and methodology for estimating rehab costs.
A You’ll discover how to accurately estimate the variety of
= costs you will likely face while rehabbing a home as well as
which upgrade options offer the biggest bang for your buck.

Whether you are an experienced home renovation specialist or still learning how
to screw in a light bulb, this valuable resource will be your guide to staying on
budget, managing contractor pricing, and ensuring a timely profit. Get it at
www.biggerpockets.com/rehabbook.
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