Chapter

Should You Be a Real
Estate Investor?

This headline could <casily have appeared in any U.S.
newspaper in 2006, 2907, or 2008. But, looking back over
time, the same pronouncements were made at various times in the
1970s, 1980s, and 1990:. Real estate values change every few years,
and the cycles are continuous. The big difference in the cycle that be-
gan a downward <piral in 2006 was that additional economic condi-
tions aggravatca.the situation. These included liberal credit, wide-
spread speculation, and predatory lending practices. Making matters
worse, big financial institutions jumped into the speculative trend,
investing billions of dollars in mortgages through formalized
programs.

You have probably seen and heard the bad news for yourself. Fore-
closures are up, housing prices are falling, and the number of homes on
the market is higher than ever before. Adding to the problem are “ex-
perts” on television financial programs, some announcing that the hous-
ing crisis will last another two to three years. In fact, however, no one can
really illustrate the market cycles that way, and financial news programs
thrive on bad news. Unfortunately, this only makes things worse because
audiences become increasingly afraid when they hear the endless streams
of negative forecasts.

H eadline: “The big run-up in real estate values is now over.”
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Key Point

Endlessly hearing bad news affects investors and adds to their
apprehension. Remember, however, that when things sound the gloomiest,
it is the best time to buy.

The downtrends always end, and the market always turns upward.
But, knowing how long it will take can be very difficult because so many
factors influence the timing of every cycle. Wherever the market is at this
moment, it will be at a different place next year; and, in the future, the
pattern will be repeated.

The uptrend cycle is also interesting. Once real esiate cycles turn
around, the same doom-and-gloom experts will tell-you that you have
missed the boat and that you should have bought ast year. These experts
fail to realize that, with real estate, even when vou bave missed the latest
boat, there will be as many “boats” coming in the future as you have
missed in the past—if not more. Real estaie is not a one-time opportu-
nity, as it is made to sound on financial programs. Many factors—shifts
in the job market, population grovith and migration trends, regional
desirability, and economic factar: like interest rates—all mean that real
estate opportunities occur net iust once, but repeatedly and in very pre-
dictable cycles.

The many advantages of owning real estate are difficult to beat with
other forms of investmént. Real estate comes with the usual investment
risks, but some wvery special risks related to real estate should also be kept
in mind when you compare it to alternatives. With real estate, you gain
tax advantages and direct control over the asset, and attain the ability to
borrow money to purchase a property without being taxed on the money
borrowed. (In fact, by refinancing, it is possible to keep your capital
working while you still own the property.) In exchange for these advan-
tages, you need to buy an expensive property, place yourself in debt, and
in most cases, be unable to get your cash out through a quick sale. You
also cannot sell part of your investment as you could stocks or shares of
a mutual fund.

Real estate provides you with a combination of benefits and
control. You can influence the value of a property with landscaping,
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roofing, a new coat of paint, and interior design, for
example. When you buy stock in a corporation, it
does not give you the right to go to corporate head-
quarters and sit in on management meetings, and
you cannot own the specific assets represented by
your shares. Stock ownership gives you a portion of
ownership in an intangible unity called “equity,”
which collectively owns the company and appoints
executives and managers. This is an important
distinction.

One of the risks that many first-time real es-
tate owners do not consider is that if you become
a landlord, you will have to interact with tenants.
This means that they may call you in the middle
of dinner or while you are trying to watch the
game on Sunday. These problems keep many
would-be investors out of the businesscentirely.
But, with careful screening of applicaiits and by
the proper use of a telephone answering machine,
you can achieve a relatively comiteitable balance,
while still acting as a responsible-and fair landlord.
All you really want as a landiord is a tenant who
will pay the rent on time and do a reasonable job
of caring for your property.

Looking beyord the potential problems of
dealing with tenants, the potential gains from in-
vesting in real estate make it worth a serious look.
Let us begin by establishing a few important dis-
tinctions. Real estate is land plus permanent im-
provements, which most often means buildings.
You may also become involved in the rights at-
tached to the ownership of real estate, broadly
called real property. Also be aware of the important

real estate

land and all
permanent
improvements
on it, including
buildings.

ights
intangible assets
added onto real
estate, which have
value not because
of the land itself
but because of the
advantages these
rights provide.

real
property

real estate plus
the rights
attached to it,
such as leases,
easements, and
estates.

difference between the full value or price of real estate, as opposed to
equity, which is the portion you own after deducting debt. Equity is the
purchase price (or current value of the property) minus all outstanding

debt balances.
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Should You Buy Real Estate?

The pros and cons of owning real estate help you not only to understand
the breadth of this market, but also to decide whether the market is ap-
propriate for you. A checklist of points to consider:

Positive Attributes of Real Estate

1. Direct control: It is up to you, the owner, to maintain and im-
prove your real estate investment. You do not have this kind of control in
any other type of investment.

2. Monthly income: Rent income pays all or most of your mortgage.
This means that tenants pay your debt and that, as market values in-
crease, you benefit.

3. Tax benefits: Real estate is the only investiient in which you are
allowed to deduct annual losses. You are allowed 10 deduct property de-
preciation, as well as interest, taxes, utilities, “isurance, and maintenance
expenses.

4. Historical returns: Although. re2l estate cycles can last a while and
markets can be tough, historically, fewirns from real estate have been bet-
ter than in any other market.

5. Insurance: Real estateis one of the few investments that yields
monthly cash and is insured: Through your casualty insurance plan, you
are protected against fire, liability, and other losses.

Key Point

Check positive and negative attributes of any investment to identify
risks and rewards of the decision.

Negative Attributes of Real Estate

1. Landlord issues: When you work with tenants, you are likely to
experience some problems. Tenants can be demanding and, in some
cases, they may even do damage to your property. Some investors are
well-suited to take on this risk, but others are not. It is wise to know in
advance how you feel about working with tenants. It also is imperative
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to check references carefully to make sure you get the best possible
tenants.

2. Cash problems: Whether or not you have tenants who pay their
rent, you have to pay your mortgage every month, as well as insurance,
taxes, and utilities. So, extended vacancies or, even worse, having ten-
ants who do not pay rent on time will negatively affect your cash sit-
uation. If your personal budget is not strong enough to carry you
through a vacancy period, you could face problems with your
investment.

3. Market conditions beyond your control: Cycles vary not only by
duration, but from one region to another. These factors are unpre-
dictable. So, as a real estate investor, you have to be willing to go along
for the ride, no matter how long it takes or how many twists and turns
are going to be involved.

4, Financing restrictions: As a homeowner, getting ﬁnancing is rela-
tively easy compared to getting investment property financing. You may
be required to make a larger down paymentcnd pay
higher interest, as well as other loan fees. You may
also be limited in the number of inyestiment proper-
ties you will be allowed to finance: !:2nders are going

equity
the portion of real
estate you own. In
the case of prop-
erty bought for
$100,000 with a
$58,000 mort-
gage owing, the
equity is the dif-
ference, or
$42,000.

to be concerned about your pers¢nat financial strength
and ability to continue morigage payments, even if
you have vacancies in yout investment properties. In
addition, to succeed as a real estate investor, you are
going to need exceptionally strong personal credit.

Real Estate as a Growth Fund

Some investors buy real estate for the long-term ap-
preciation and tax advantages it provides. In com-
parison, the speculator is an investor who attempts to

speculator

make the greatest possible profit in the shortest pos-
sible time and is willing to take higher risks than
long-term investors because short-term profits will
be much higher. Speculators often are accused of be-
ing opportunists in the market, but that characteri-
zation is not always accurate. The speculator is sim-

ply taking a different approach to investing. The

an investor who
buys property
with the goal of
earning the great-
est possible profit
in the shortest
possible time.
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same distinctions can be seen in the stock market. Some investors buy
long-term growth stocks, whereas others try to guess where short-term
price run-ups will occur. In all such instances, speculators chase after
higher profits, but they also assume considerably higher risks. With that
in mind, some long-term investors believe that speculators often do not
achieve as much in the long run because real estate, by its nature, is a long-
term investment. Both approaches have their good and bad features. Con-
sider the following examples, which compare two investors who each have

$50,000 to invest.

Key Point

Decide ahead of time if you want to get into the market as‘a‘'ong-term
investor or a short-term speculator. This will affect how-yon invest.

Example

Karen invested $50,000 as a down payinent on a $160,000 triplex.
Her rents more than covered her morcgage payment, and she held
onto the property for eight years. At the end of eight years, she sold
the property for $235,000, realizing a capital gain of $75,000.
During the holding period; she enjoyed positive cash flow and tax
benefits and, upon sale;she earned a profit on the investment.
Mortgage payments and other expenses were covered by rent
receipts.

Example

Adam paid cash for a run-down house in need of many repairs,
mostly cosmetic. He landscaped the yard, painted inside and out,
repaired the broken windows, and upgraded the plumbing and elec-
trical systems. The total of his purchase price and repairs came to
about $50,000. He sold the house about eight months after he
bought it and, after closing costs, netted $60,000. He made a net
profit of $10,000 (before taxes) in less than one year.

A comparison between these two examples is more complicated
than it seems at first glance because the two people may be paying dif-
ferent tax rates and because there is no way to know what future appre-
ciation may occur on the fixed-up house, nor what rental receipts could
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be earned by turning it into a rental unit. However, the illustrations
demonstrate two different approaches. The first is the long-term strategy,
aimed at achieving positive cashflow, tax benefits, and capital apprecia-
tion. This example is not unusual, but it is ideal. The second example
demonstrates how short-term strategies may work. The risk here is that
the cosmetic repairs may not add enough value to the property to make
it worthwhile in such a short period of time but, again, the example is
not untypical. These outcomes do occur if the speculator understands the
market and knows good value when it presents itself.

The speculator made $10,000 on a fast turnaround of the prop-
erty, which is a better annual rate than the long-term appreciation ap-
proach. However, the speculator gained no tax benefits or positive
cash flow during the holding period. As you can seg, the decision to
be a long-term investor or a speculator depends ¢n'your tax circum-
stances, your ability to manage market risks, and even your personal
temperament.

Speculators share a good part of the bicme for
the national bubble that began to appeasin 2006.
By buying properties and quickly seliing them to
other speculators, a process know as property flip-
ping (see Chapter 13), speculators rapidly drove up
prices. In some markets, nerably places like Miami-
Dade, speculation in the'so-called pre-construction

pre-
construction
market

a market for prop-
erty that has not
yet been built,

a nine-year supply of condo units. Even so, con- | popular among

struction and sp=culation continued. Eventually, the | speculators dur-
market ran out of new speculators, and it was im- |ing bubbles, when
ibl 11 all of th its. This is what i prices are rising
possible to sell all of those units. This is what in- ;
. . . rapidly.
variably occurs when speculation runs wild.

market was so severe that the county ended up with

Key Point

Watch what is going on in your area. If much building is taking place
but there appears to be little or no demand, you may be in the middle
of a bubble.

Combined with predatory lending practices that infected the markets
at the same time, the real estate bubble was exceptionally severe. The
lenders who made borrowing too easy, often giving loans to people they
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predatory
lending

the practice of
granting loans to
borrowers despite
knowing they
cannot afford
payments; or
performing little
or no credit verifi-
cation to close
such loans; or
actively pursuing
current borrowers
to encourage
them to refinance
existing loans
with excessive
loan fees or high
interest rates.

knew could not afford them, aggravated the situa-
tion as long as prices were rising. Speculation and
predatory lending were a dangerous and destructive
combination.

The riskless transaction that lenders and mort-
gage brokers go through when placing mortgage
loans has been and is one of the most destructive
forces in the real estate market—and will probably
continue to be in the future. It is riskless for lenders
because, as soon as loans are underwritten, these
loans are sold to agencies that package them in pools
and sell them. These pools operate like mutual
funds in that they are made up of rramerous mort-
gages. So, for the lender or mortgage broker, there is
no real concern about whether aborrower is finan-
cially qualified, or even whemer the borrower can
afford mortgage payment:. Money is made by plac-
ing loans in secondary inarket agencies, which cre-
ate pools and ther szl them to investors.

key Point

A riskless transaction always damages the market because it creates
artificial economics. Anyone who watched real estate from 2006 to
2008 knows hov much damage riskless transactions create.

A responsible way to get into real estate investing is to be realistic
about what you can afford. Every investment contains risks; in the past—
especially during price run-up bubbles—many people naively believed
that no actual risk was involved. Many speculators lost significant capital
because they bought property at the worst possible time—when prices
were at their highest and just before the bubble burst.

A realistic approach to real estate investing should include a test of
how well real estate matches your 7isk tolerance and personal goals. Addi-
tionally, ask yourself how real estate investments are likely to compare to
non-—real estate investments such as the stock market.
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In the stock market, certain stocks are referred
to as growth stocks. Generally, this means that the
stock’s value is expected to increase over time. If
you buy shares today and the estimate of future
price growth is right, your investment will steadily
grow in value over many years. You will not be con-
cerned with the day-to-day fluctuations in stock
value.

The same is true when you invest in growth-
oriented mutual fund shares. The company’s
management buys shares in companies considered
to be good growth stocks. If the mutual fund’s
management is right, your shares will grow over
time.

With either direct purchase of stock shares-or
mutual fund shares, you depend on the quality of
management to achieve your goals. With meny dif-
ferent choices on the market, you acetnt certain
risks in the selection process, and that is always a
part of the investment equation: Faese same risk
elements apply to real estate as'weil. You always ac-
cept risk when investing, and real estate, like other
alternatives, comes withcpecific risks. In real estate,
these risks include thiee possibilities:

1. The preperty investment may lose value or
fail to appreciate according to your expectations.
All investments contain this risk. Even insured sav-
ings accounts can deteriorate when interest rates are
lower than inflation. The basic market risk is the
best known and, for most people, the primary form
of risk. It is fair to say that, in most regions, real es-
tate has to be held long enough for appreciation to
occur, and the real risk is that you do not know in
advance how long that will be.

2. You may not be able to find tenants or to
charge rents adequate to cover your monthly ex-
penses. When a large number of rentals are available
and there are relatively few tenants, market rates

riskless
transaction

any transaction in
which the actual
risks are trans-
ferred to someone
else; for example,
lenders and mort-
gage brokers who,
when they under-
write and then sell
|2ans, transfer the
risk of lending to
investors in mort-
gage pools.

risk
tolerance

the level of risk or
type of risk a per-
son is able to
stand, based on
experience in the
market, knowl-
edge about invest-
ments, personal
income and avail-
able capital, in-
vesting goals, and
the ability to keep
capital invested for
periods of time.

growth
stocks
stocks expected
to increase in

value over time.
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level out or drop. To avoid vacancies, you may have to reduce rents. The
opposite is true in periods of high demand. With too few units and many
tenants, your market rates will rise.

3. Your tenants may not pay the rent that is due or may not care
well for the property. In real estate, tenant problems are frustrating be-
cause such problems force you to confront matters at once or lose money.
Invariably, that means dealing with people who are having problems be-
yond the landlord—tenant relationship, who are immature and irrespon-
sible, or who simply want to avoid paying the agreed-on rent. Proper
screening and review, and checking of references, reduce these problems
dramatically and should be requirements of being a landlord.

These basic risks are not the whole story, but they are major con-
siderations when you are evaluating the possibility of investing in real es-
tate. These problems will not seem as formidable when you actually buy
a property and begin managing it. With patience <aution, and mainte-
nance, property will appreciate over time whe:, it is carefully and intelli-
gently selected. You will also learn by exp<:ience how to screen tenants,
set fair rents, and confront problems Fetore they turn into crises. Just as
parents learn on the job, landlords tiave to discover the problems that
arise with tenants and learn how o avoid these problems in advance.

Risks are manageable, as 1011g as you are aware of them. A common
mistake is to look for waye 1o eliminate risk, when, in fact, smart invest-
ing calls for awareness'and risk management. Some risks can be miti-
gated. For example. buying fire insurance protects you against a loss of a
rental home; net carry such insurance is to assume more risk than you
can afford. You need to evaluate the different types of risks involved with
investing in real estate, and then determine how much risk—and what
kinds of risks—you are willing to assume. The speculator is willing to
take the risk that the real estate market may not support the strategy of
buying and selling homes in a short period of time. If the speculator’s
timing is off, the strategy will result in a loss, or the property will have to
be held longer than intended.

Most people begin their real estate investments by studying and
comparing prices. You should always keep in mind the risk rule in real es-
tate: The greater the risk, the lower the price. For example, real estate in a
poor location will naturally cost much less than real estate in a prime lo-
cation. The risk in such a case has to do with the potential for apprecia-
tion. The price in the poor location is less likely to rise at the same rate
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as prime property and, in fact, could even fall. As average market prices
rise, the tendency is for better-than-average properties to rise faster than
average and for poorer-than-average homes to lag behind. Good invest-
ing requires foresight. In addition to estimating and calculating the risks
and potential profits, you need to become adept at identifying the good
and bad points about all of the factors affecting price and value: location,
timing, and local economic conditions (now and in the future). This is
exactly the same type of analysis all investors need to perform. However,
instead of studying financial statements of companies and looking at
market index trends, the real estate investor has to be able to read social,
political, economic, and demographic trends within a city and region.
This book assumes that your goal is to invest for future apprecia-
tion. Certainly, speculation is one alternative, but that vrofile does not fit
most people in terms of available capital, financial-goals, or market ex-
pertise. The main focus here is showing you howto
get started by buying one or two rental houses. then
how to build up equity while managing/rioperty

seasoned

and coping with tenants and, ultimately; :ow to cre-
ate a profitable investment for your ‘uvure financial
security.

Long-term investing requires a commitment
longer than two or three years. In fact, “long-term”
generally means 10 years or more because it takes
that long to create seuscned real estate. As you make
monthly mortgage peyments and as property gradu-
ally increases i value over time, seasoning occurs.

The Real Estate Cycle

Real estate investments react to economic cycles, as
do all investments. The major points in the cycle—
falling and rising prices, for example—are charac-
teristics of supply and demand. The tendency dic-
tated by this basic economic idea—that prices rise
and fall according to levels of supply and demand—
is the guiding force in selecting investments, timing
purchases and sales, and selecting one investment
over another.

real estate

real estate that
has been owned
long enough for
market value and
equity to accumu-
late.

supply and
demand
the economic
conditions in the
market that affect
prices. When de-
mand is greater
than supply,
prices tend to rise;
when supply is
greater than de-
mand, prices tend
to fall.
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In a pure market economy, prices rise and fall
in accordance with the dictates of supply and de-
mand. Higher demand places pressure on the
supply, and prices rise; lower demand softens the
market, so that prices fall. The same features are
found in the stock market, which often is called
an “auction marketplace.” This means that prices

market
economy

a market in which
prices are not set
but vary with
purely economic

factors, specifi- change specifically because the mix of sellers and
cally supply and buyers changes. When more buyers want a lim-
demand. ited number of available shares of stock, this dri-

ves up the price; and when the number of sellers
grows, this forces down the price of the stock. An ongoing auction is
underway when the market is open.

Real estate does not change hands in an auction-tnarketplace. Stock
exchanges are public, and millions of individual trades result in tremen-
dous share volume every day. In real estate, brokers are not bidding and
negotiating from moment to moment; and eyl estate sells in large, sin-
gle units rather than in millions of small shzres. Offers are placed in writ-
ing through real estate agents and based on asked prices. Prevailing mar-
ket conditions determine whether a potential buyer makes a full-price
offer or tries to negotiate a lower price. The same conditions also affect
the seller’s response. A firm seiler sticks to the asked price or stays close
to it, but when the marketis soft, sellers have to accept lower bids or their
properties will not sell.

Although the rales of contracting for buy and sell prices and mak-
ing and closinga-deal are the same for stocks and real estate, methods are
different. In the minds of most investors, the rules are different as well.
For example:

1 Many people who can afford to buy 100 shares of stock would
be faced with much more demanding financial arrangements if
they were to bid on real estate. Accordingly, the stock market is
available to many more investors, and trading can occur fre-
quently and in relatively small increments.

1 Stocks are often bought and paid for in cash, whereas real estate
more likely involves financing.

1 Real estate prices are naturally higher than shares of stock, so the
entire process of buying and selling—comparing, negotiating,
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bidding, offering, and closing—tends to be more formal and
take longer.

1 Real estate does not trade hands as frequently as stocks, so the
trading volume in real estate is much smaller, and indicators
based on sales volume tend to cover periods of months and years

rather than tracking methods used in the
stock market, such as hour-to-hour or day-
to-day volume.

Reasons for selling are different as well. Sellers
of stocks often want to take short-term profits and
move on to other issues, or simply want to move
their money to another stock, which they believe
would make a better investment at that moment.
The real estate seller may be anxious to sell foria
number of different reasons. A motivaiea scller
wants to find a fast deal in order to get tiie equity
out and move on. Motivated sellers may tiave made
an offer on another house, be moving to another
area, or be making other majoi life changes. The
degree of anxiety to sell will dictate how much ne-
gotiation the seller is willing to undertake. In a very
soft market—in whicl miany homes are for sale and
few buyers are available—it may simply be impos-
sible to sell a property, at least immediately. In the
auction markecpiace of the stock market, there is al-
ways a ready buyer. The price may be low because
demand is low, but shares of stock on a public ex-
change can be bought or sold at the current price at
any time.

The events and conditions influencing real es-
tate values are referred to as the real estate cycle. Al-
though many factors affect the cycle, including
population, the job market, interest rates, financing,
construction levels, and many other economic
changes, the real estate cycle moves in a fairly pre-
dictable sequence over time. The stages vary in
length of time and rapidity of change based on the

motivated
seller

a seller who is
very anxious to
sell, meaning that
the seller is more
willing than a firm
seller to negotiate
on price and other
terms.

real estate
cycle

the trends in real
estate values,
affected by ever-
changing levels of
supply and de-
mand. The cycle
describes changes
in construction
activity, available
supply of real
estate for sale,
credit available for
financing, interest
rates, population
and job demo-
graphics, and
attitudes among
buyers and sellers
at any given
point.
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Demand begins to rise.
Construction activity increases.
Demand slows.

Supply exceeds demand.
Construction activity decreases.
Demand bottoms out.

kL=

FIGURE 1.1. The real estate cycle.

collective changes in market coniditions; however, six distinct points can
be identified in the course.of the real estate cycle. These are summarized
in Figure 1.1.

1. Demand-segins to rise. Demand rises for many reasons—often for
a combination of reasons. The fact that more buyers are looking for prop-
erty now than a year ago is a symptom of rising demand. It may be caused
by growing population, job creation, and other factors. The forces that
create demand cannot be isolated or easily identified; demand is usually
a general trend involving many parts. One element of demand results
from a decrease in construction activity, leading to housing shortages. In
a truly efficient economy, developers always build exactly the number of
new homes required to meet the needs of the immediate future, while
maintaining supply and demand in a healthy balance so that values grad-
ually rise with moderate inflation. But, that is the ideal world, and the
real world rarely acts that way.

2. Construction activity increases. Why do developers increase
their rates of construction? At the beginning of the cycle, the general
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perception is that demand is on the rise. At that moment, the per-
ception is correct. The trick, however, is to know when to stop build-
ing new homes. Construction activity is responsive. As demand in-
creases, so do the construction rate and pace. That pace often exceeds
actual demand, so that as the cycle tops out, the consequence is
oversupply.

3. Demand slows. When we say that demand slows, we could mean
that demand actually decreases or that the rate of new construction ac-
celerates beyond a more moderate demand curve. As long as construction
and demand are moving at the same pace, there is no relative change in
the real estate cycle. When demand slows for either reason, this event sig-
nals that the top of the cycle is approaching. You will recognize this point
by an increase in the time required for listed property.to sell. In some
markets, homes under construction are sold literally faster than they are
built. But if builders start accumulating an inventory of finished homes
that are not selling right away, this is a sign_that'demand is slowing (or
that construction has outpaced demand).

4. Supply exceeds demand. The cyel« tops out and begins to decline
at the point when property available and on the market exceeds demand.
This does not mean that no real cceace is selling. It does mean that sup-
ply is larger than it needs to he and that demand is not high enough to
move the inventory of availabie property. As a consequence, prices tend
to level off or fall. The cycie may stall—meaning, new construction is
meeting demand, but prices do not rise because the inventory is perpet-
ually higher than it should be.

5. Construction activity decreases. No market can sustain a hold-
ing pattern for long. When inventories of available property are too
high, construction eventually falls off, at least temporarily. Builders
and developers, like everyone else, do not always recognize the point
in the cycle until it is too late. So, at the point where prices have be-
come soft and supply is too high, builders realize that they cannot con-
tinue to develop the market at the previous pace. Another problem in
trying to watch and predict cycles, whether in real estate, the stock
market, or other markets, is that you do not know whether specific sig-
nals indicate changes tomorrow, next week, or next year. Timing is the
difficult part.

6. Demand bottoms out. At the end of the cycle, demand is at its
lowest; construction activity has stopped for the most part; and no
changes are in sight. A cycle may remain at its bottom for a few weeks, a
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few months, or many years. No two cycles follow identical wave patterns,
and there may be numerous false starts along the way. The word “dol-
drums” appears in financial articles, and experts proclaim that the op-
portunities in real estate are over, once and for all. This statement is one
of the predictable events at the bottom of the cycle. Remember, however,
that such categorical predictions—Tlike predictions that inflation is gone
forever—are always wrong. The end of one cycle is also the beginning of
another one.

In practice, cycle length varies considerably. The downtrend from
2006 to 2008 was exceptionally long and widespread compared to previ-
ous cycles. Although cyclical trends vary by region, the complexity of
cyclical movement and the many varied underlying causcs of accelerated
or slowed change cannot be simplified.

Key Point

No two economic cycles are identical. Real 2ctate cycles vary in duration
and severity owing to a variety of supp!y ard demand influences, as
well as conditions in other markets, «<ucii'as the credit market.

The effects of supply and demand are easily understood, but the
general economic theoty remains unchanged. By remembering that
cycles are all differeac from each other, it is possible to make a basic
observation:

1. Supply rises and demand falls.
2. Demand rises and supply falls.

This cycle, like all cycles, involves the cause and effect of supply and
demand. (Please see Figure 1.2.) You are aware of the variables in the cy-
cle and the complexity of influences that have to be added into this, but
the basic equation remains the same. One way to better understand why
cycles move the way they do is to understand that, in the first half of the
cycle—when prices are rising—the price curve tends to run ahead of the
demand curve. On the other side, when prices are falling, the price curve
lags behind the demand curve. The trends run out, and the cycle begins
again—thus, the wave effect.
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/

Supply rises
and demand falls

Market value

Demand rises and
supply falls

FIGURE 1.2. Supply and demand.

Changes in relative levels of supply @rd demand are nothing less
than the sum of all influences in the mziket at that moment. If devel-
opers ceased building altogether biecause of excess supply, demand
would eventually use up that inventory, and the cycle would be forced
to begin anew. If employers came to town, demand for new housing
would accompany new jebs."However, we can never have absolutes,
such as construction levels stopping altogether or a complete turnover
in the job market. Such influences tend to occur incrementally rather
than in single moicus. So, in reality, when we talk about supply and
demand, we ar¢ really describing a trend that involves all of the com-
plex economic, social, and intangible influences at work in the
community.

Real Estate Rules of Thumb

The factors that influence real estate values are complex, as they are in
most markets. Just as determining why a particular company’s stock
sells for $80 per share whereas a comparably capitalized competitor’s
stock is worth $60 can be elusive, so does the same difficulty apply
to the real estate market. You simply cannot compare between regions.
Thus, a single-family home of 2500 square feet, less than five years old,
may be priced at $1.2 million in San Francisco but at $165,000 in
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Indianapolis. Even with a thorough understanding of all the influences
creating variances in supply and demand, differences in price cannot be
easily explained. This makes an important point, however: Before buy-
ing real estate, it makes sense for any investor to study the local market
and to attempt to understand the kinds of growth rates likely to occur
in coming years. This involves analysis of historical price changes, the
local economy, available land, costs of construction, and migration
trends.

Key Point

The more research you perform about your current real estate market,
the better. This defines how well you will time your decision 1a enter
the real estate market.

For example, as the baby boom generatio: has grown and begun to re-
tire, population levels in that age range have grown in Florida, Texas, and
Arizona, while shrinking in the Northeasce: v and Great Lakes states. A 2005
study estimating a shift in Electoral Cellege votes by the year 2030 demon-
strated how this population shift wili'dramatically change not only voting
trends, but overall population age; notably in Florida, Texas, and Arizona.

Table 1.1 is a breakdown of the estimated change showing the
largest gainers and loseis.

TABLE 1.1. Estimated Electoral College
Changes by State”

State Total
Florida +9
Texas + 8
Arizona +5
New York -6
Ohio -4
Pennsylvania -4
Illinois -3

“The Brookings Institution, The Electoral College Moves
to the Sun Belt, May 2005, at www.brookings.edu.
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TABLE 1.2. Total Increases in Electoral
Votes for the Sun Belt Region”

Year Total Votes
1970 271
1980 288
1990 303
2000 313
2010 (est.) 322
2020 (est.) 331
2030 (est.) 342

“The Brookings Institute, The Electoral College Moves to
the Sun Belt, May 2005, at www.brookings.edu.

The study also estimated the overall chauge in Electoral College
votes by region, estimated to occur by the vea: 2030, combining histori-
cal data with estimated future increases. Please see Table 1.2.

This long-term perspective of popuiation trends demonstrates that
influences on real estate are best viewed as long-term in nature. Whereas
trends in the stock market tend t 1iove rapidly and turn quickly, real es-
tate is likely to demonstrate more consistent and long-term change over
years and decades, rather than over months or weeks.

Key Point

The reality is that population groups migrate over time. The retirement
of the baby aoom generation may be the most significant factor in
determining where real estate values increase in the next few decades.

Although analysis of long-term trends in demographic and eco-
nomic terms provides valuable information, it also makes sense to be
aware of real estate rules of thumb:

1. Real estate is a long-term proposition. It is not realistic to expect
that you can make a killing in real estate in a very short period of time.
Whereas some people have profited from fast speculation, the opportu-
nities are much clearer in hindsight. In fact, the most successful specula-
tions are made at the moment when virtually everyone else is doing the
opposite. You buy when everyone else is selling, for example. Going into
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real estate with the goal of getting rich quick is a risky idea, and the odds
work against you in that case.

2. Real estate markets are strictly regional. You have probably read in
national magazines or wire service stories at various times about “the
plight of real estate.” You may also be aware that a lagging real estate mar-
ket described in such stories does not necessarily describe what is going
on in your town. That is because real estate is always subject to regional
factors, and rarely is local real estate drastically affected by national
trends. For example, Northwest prices move for Northwest regional
causes, and not because of population and employment trends in the
East.

Employment is a good example. Changes in the job market directly
affect real estate supply and demand; and yet, employmei:t varies greatly
from one place to another, often in places separated by only a few miles.
Many people automatically assume that real estate.conditions are the
same everywhere, but this is a mistake. The assumption applies stock
market thinking to real estate. However, whereas the stock market is na-
tional, real estate is strictly regional, so theiies are different. Never make
up your mind about what is going on in your area based on a story writ-
ten by someone living somewhere cisc. Depend only on regional news
and statistics, and talk to real estate agents and bankers in your area be-
fore deciding the condition cf the real estate market.

3. The big run-up is never really over. When real estate prices soar in
a relatively short period.of time (five years or less), a period of pessimism
follows. We are told thet we have missed the chance if we did not buy real
estate several years 2go and, even worse, the opportunity will never come
again.

None of that is true. If; in fact, a recent run-up has peaked, this is
only the end of one cycle; and the end of a cycle is also the beginning of
the next cycle. By waiting for the right signals, you will still be able to
time your investment decisions to approximate the bottom and top
points. Even if you did miss the “big” run-up of the recent past, you still
have time to get in at the bottom of the next cycle.

Why do cycles repeat? Despite the recurring predictions in the
financial press that yesterday’s opportunities are gone forever, there
remains a constant and growing demand for real estate. The initial de-
mand is for housing due to a growing population, and housing demands
spur related demands in manufacturing, industrial, and other sectors.
But, can we depend on such demands increasing into the future? Yes.
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The population continues to grow. Even though the baby-boomer gen-
eration may stop buying homes, their children (and grandchildren) will
continue the demand. There is no reason to expect the demand for
housing to decline in the future. The U.S. Bureau of the Census projects
that the population of the United States will grow more than 35 percent
between 2010 (308.9 million people) and 2050 (estimated 419.9
million).*

Much of the growth will be attributed to two primary factors. One
is a continuing trend in immigration. The second involves people born
between the late 1960s and the late 1970s and their moving into home-
buying age by 2010. This block of the U.S. population is expected to
grow by 1.8 million new households between 2010 and 2020."

Demand coming from population growth, whether due to changes
in growth rates, immigration, or migration, is only one important reason
creating ever-growing demand for real estate. This simply means that, as
people move into the typical home-buying age, beginning at about age
30 on average, new demand for homes is«czrated. Thus, the greater the
increase in population, the higher the-¢mand and, consequently, the
more likelihood of continued long-t¢ria growth in real estate values.

Xey Point

Real estate values do nouv grow for no reason. The clear effects of new
demand are a primery ariver for prices. Except for false demand (e.g.,
that created by sp=aculation and predatory lending), future growth is
predictable bascan a simple understanding of the sources for new
demand.

With these economic realities in mind, it is clear that any specific
run-up in real estate prices is not a singular event. A specific price trend
is going to end as the cycle turns, but the same pattern will recur in the

*U.S. Bureau of the Census, Projected Population Growth of the United States by Race
and Hispanic Origin, 2000 to 2050 (2006 midrange prediction), at www.census.gov/
population.

John E Kennedy School of Government, Harvard University, The Joint Center for
Housing Studies, The State of the Nation’s Housing, 2008, at www.hks.harvard.edu
(growth between 1995-2010 was 12.6 million, compared with estimated growth from
2010 to 2020 of 14.4 million, for a net increase of 1.8 million new households).
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near future. With the previously cited estimated 35 percent increase in
the U.S. population by 2050, it is obvious that future demand for hous-
ing will be higher than it is today.

Also consider the nature of real estate. The costs of construction and
replacement grow with inflation, meaning that materials prices add to the
cost and market value of property. Homeowners themselves work to
maintain and increase values—not only because they want to profit from
their investment, but also because growing values are good for everyone:
individuals, families with children, and the community as a whole. How-
ever, homeowners do not think like investors in many important respects.
Long-term homeowners do not worry about relative price fluctuations,
even when their property values fall because they buy property and re-
main in one place for other reasons—quality of schools; catety, lifestyle,
and proximity to work. To the homeowner, these arethe important con-
siderations. These are important to investors as well, although the in-
vestor’s perspective is different. The investor is miuch more aware of the
cyclical change in real estate, that 7- to 10-yea: fluctuation in supply and
demand within the community.

4. It is impossible to identify exactly where you are in the real estate
cycle. Investors invariably have troutie estimating where they are today.
Their historical perspective is always clearer. Because “value” is a relative
term, perceptions about today’s real estate market have to be based on
cyclical indicators other than price. This cannot be overemphasized.

Price is only one way to measure cycles. When you are estimating
future movements i the cycle, you see price as one of the least depend-
able methods te wse. You can learn much more by running comparisons
of other cyclical indicators, including:

1 Number of housing starts in your area (compared to the past).

1 Length of time housing is on the market between list date and
sale date.

v Dercentage differences between list price and sale price.

These, by no means, make up the whole list, but you can see the
value of these statistical indicators. All are designed for comparisons be-
tween periods. It is the same type of analysis performed in the stock mar-
ket, where analysts are concerned with trading volume, high and low
records for the 52-week period, changes in an issue’s volatility, and other
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such indicators not directly related to prices. In real estate, price seems to
be used all too often as the single indicator of the cycle, and it is not re-
liable as a means for developing the actual trend and identifying the place
within a longer cycle.

Cycle identification is never an exact science because duration and
strength of movement in the cycle vary greatly. If cycles were predictable,
it would be a simple matter to get rich in real estate, given a small amount
of patience.

If you are troubled by the complexity of changing real estate cycles,
you should take comfort in one broad fact: For the most part, real estate
prices rise over time. This may not be true within one specific region over
a lengthy period of time, but for most regions experiencing growth in
population, expanding economic opportunities, or othér changes, real es-
tate generally keeps pace with inflation, and often exceeds it.

5. Real estate is not a liquid asset. Investors-are
always concerned—and rightly so—with the(qies-

tion of liquidity. This is the degree of speed 2 which

liquidity

an investment asset can be converted ints ¢ash. A sav-
ings account, shares of stock or mutual funds, or
money market accounts, for exampie; are highly lig-
uid. Real estate, by compariscn; is considered an
illiquid asset. Some portior. of every investor’s total
funds should be kept in tiquid accounts, so that any
emergency can be paid for without creating a prob-
lem. To get cash out of real estate, you have to sell or
borrow against cauity, and neither of these choices are
desirable at any time. With liquid assets, you can al-
ways cash in or sell a portion of the total investment
with little trouble and without harming the strategy
or being forced to sell everything prematurely.
Because real estate is such a large-ticket item,
you will probably have to finance the majority of the
purchase price. Investors sometimes find that they
need to scramble to find enough cash to cover their

the condition of
an investment
asset in terms of
how quickly it can
be converted into
cash.

illiquid
asset
any asset, such as
real estate, that
cannot be con-
verted to cash
within a short
period of time.

down payment and closing costs on investment property, for several rea-
sons. Lenders generally want 30 percent down on investment property,
whereas home buyers often can get by with only 10 percent down, and
sometimes even less. So real estate investors are sometimes forced to give

up liquidity for a while to make the deal work. Hopefully, they will be
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able to build up their “rainy day fund” within a few months so that emer-
gencies that arise can be managed without taking drastic action.

6. Ifyou select real estate diligently, you will make money—eventually.
When you make an investment and it falls in value, you naturally think
you have made a terrible mistake. But in real estate, as in other markets,
a decline in price may be only temporary. It is rare that residential real es-
tate loses value permanently. If you can afford to wait, chances are good
that the investment will pay off. This claim, of course, comes with a se-
ries of “if” statements: if history is right, if you buy residential property,
if you can afford to wait, and so forth. You also need to consider that a
profit itself cannot be viewed simply—if you had placed your money else-
where, you may have made 7ore money. So, real estate, even though prof-
itable over the long term, may prove to be a relatively pecrly performing
investment compared to other choices.

It is also inaccurate to make absolute comparisans because risks vary
so much between investments. When you buy stock, you have no insur-
ance whatsoever, although returns may be hig! . in the short term. When
you buy a certificate of deposit, you have izisirance automatically, but re-
turns are predictably disappointing, périiaps, lower than inflation. So a
true comparison has to be made witk risks and return levels in mind,
both actual and potential.

It is always desirable to buy real estate following the basic maxim of
“buy low and sell high”; hewever, if you miss the absolute bottom of a cy-
cle, this does not mean'that the opportunity has been lost. Real estate is
one of the few invesiments that produces income at a considerable level,
through rent. (Savings accounts come with interest, and stocks pay divi-
dends, but these are nothing compared to rents, which often are enough
to pay your entire mortgage payment each month.) Rather than compare
real estate to other investments with dissimilar risk/return features, you
may do better by setting goals and then determining whether you are
reaching those goals. As long as your tenant is generating enough income
to cover your monthly mortgage payment, taxes, insurance, and other ex-
penses, you can afford to wait out the market. Even with marginal cash
income versus outflow, you need to consider tax benefits as well. Ulti-
mately, the only value that really counts is the value at the time you sell
(or refinance), compared to the value at the time of purchase.

As an investor, you will consider these matters and, when the time
comes to sell, you will calculate a profit or loss on some basis. Forgetting
for the moment the pretax and after-tax calculations that are possible, the
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calculation of profit on real estate is somewhat complex—not because the
numbers are difficult to find, but because it is not clear which numbers
should be used. To illustrate this problem, ask yourself: Should you base
the calculation on the price of the home and the profit realized or on the
amount of money you actually invested?

Example

You bought a rental property two years ago and paid $100,000.
However, your down payment was only $40,000 and you financed
the balance of $60,000. You recently sold the house for $120,000
(not counting closing costs). What is your net profit?

If we base “profit” on the price of the home, ther the net profit is
$20,000. It was purchased for $100,000 and sold f5r;$120,000, so the
profit is 20 percent (on the investment):

$20,000

2 = 0%
$100,000

However, if we base the calctlstion on the
amount of money put into the investment, the out-

come is quite different. The d¢wn payment in this | annualized
example was $40,000, and. the profit was $20,000. | return

That is a 50 percent retura (on the equity): a rate of return
expressed for the
$20,000 — 50% average 12-month

$40,000 B 0 period. When a

return occurs over
Another complication in the examples above is | a period other
that the entire transaction took two years. So if you | than one full year,
want to calculate the annualized return, you need to it does not reflect
o L an accurate an-
divide the results by two. This is necessary because

. . . nual rate; the
returns will be different based on how long it takes | ,1nualized return

to earn them. enables consistent
comparisons
Example between invest-

You bought two homes exactly six years ago. The | ments by express-

first one was sold two years later for a return on | ing all returns as

the investment of 20 percent. The second home ezl ez
. a single, average

was sold after being held five years, and the return year

on investment was 35 percent.
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On the surface, you may believe that the second home, which
yielded a 35 percent return, was the more profitable investment. But, that
is not the case. Let us look at the average annual rate of return:

Home Holding Period Return on Investment Annual Return
1 2 years 20% 10%
2 5 years 35% 7%

Even though the overall return on investment was greater for the
second home, the real annual return was higher on the first. This be-
comes important if, by selling after two years, you freed up capital to
reinvest. The calculation for annual return is done by dividing the rate of
return by the number of years in the holding period:

20%

— = 10%
2 (years)

If the holding period involves partial yeass, the same calculation can
be done using the number of months instead-of years. The result of that
calculation is then multiplied by 12, representing one full year.

Example
You held an investment for 7¢-months and sold it, realizing a return
of 31 percent. To annualjze:

31% 0.4079% (monthly i )
_—— = (. mont interest rat
ST —— o (mo y interest rate

0.40729¢X 12 (months) = 4.89% (annualized rate)

These calculations become valuable for comparisons between dif-
ferent real estate investments. To evaluate your past performance or set
investment goals for yourself relating to future performance, it is impor-
tant to arrive at a consistent method for measuring return. Annualizing
that return is especially important for real estate, which tends to be long
term. Accordingly, you will need to measure annualized returns on an av-
eraged basis to have a meaningful comparison.

Real Estate Investment Performance

Any investment can be studied in historical perspective, and it is easy to
see where great opportunities were missed. For example, you could have
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doubled your money last year by timing the purchase of a number of
stocks, but this does not guarantee that the same thing will happen again
this year. Most investment markets are uncertain, even in the long term.

Real estate is an exception to this rule, especially over the long term.
As an investment, real estate has beaten inflation almost every year, a
claim that no other investment can make. So even while increasing in
value, real estate also exceeds inflation most of the time. Moreover, prop-
erty values grow not only from changes in supply and demand, but also
from equity. So, the longer you own property, the more equity you accu-
mulate from monthly payments. This is because, in a long-term mort-
gage, very little goes to principal during the earlier years; instead, most
payments are toward interest. For example, in a 6 percent, 30-year mort-
gage, only one-half of the loan is paid off in the 20th year.

Key Point

New demand is not the only factor that increases real estate value. Paying
down a mortgage loan also “grows” equiw.-cover time, so the longer you
own real estate, the more equity you.c:a2ce.

As an investor, if you hold a property for five years and then sell it,
how much of your total:payments would go to principal? With a 6 per-
cent, 30-year mortgage of $100,000, less than 7 percent, or about
$6,900, goes to prinvipal. The rest of your payments, or $29,000, all go
to interest. So,tve longer you own a rental property, the more of your
payments would go to paying down the loan, as opposed to just “rent-
ing” the money over three decades. This reality becomes significant be-
cause of the fact that the typical American home changes ownership
every five years.*

Over a 30-year period, interest costs more than twice the amount
of the property itself. For example, with a 6 percent loan, the total of
payments over 30 years is $215,838 for a mortgage of $100,000. Dur-
ing the same period, however, real estate is likely to grow tremendously
in value and to beat inflation. A comparison of increases in housing

*U.S. Census Bureau, Survey of Income and Program Participation, 1996 (latest avail-
able), at www.census.gov (average duration of ownership was 5.7 years for nonmetro-
politan homes and 4.5 years for metropolitan homes).
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prices from 1977 through 2006 and the annual
Consumer Price Index (CPI) makes this point. In
that period, growth in property values was higher
than inflation in all except eight years. The worst
periods were between 1980 and 1982 and between
2005 and 2006, the two latest years in this 30-year
year but sold . .
I e term. This means that housing underperformed 27
year, distinguished |  percent of the time but outpaced or matched infla-

existing
home
a home built dur-
ing a previous

from a new home tion 73 percent of the time. For many investors,

orone built during | keeping pace with or exceeding inflation is consid-
the reported year.

ered a worthy goal.

These historical results show that long-term in-
vestment in real estate is profitable; .assuming you
pick properties wisely, based on-£ond, basic invest-
ment criteria (see Chapter 2) Table 1.3 summarizes

a home built and the 30-year results from 197/ through 2006. The
completed during

a reported year, .. . . .. .
e Y isting homes nationa!."An existing home is a home
distinguished

01 A1) G built in any previous year but sold during the re-
home in statistical | ported year. In"ceinparison, a new home is one built
studies. and completed during the reported year.

In the able, CPI is the reported annual rate of
inflation published by the Bureau of Labor Statis-
tics. The last column, “Difterence,” is the net percentage derived by sub-
tracting CPI from housing. This is the percentage at which housing
exceeded (or fell b<low) inflation. The same results are also shown graph-

new home

housing increase represente.the median prices of ex-

ically in Figure 1.3.

Of course, past performance cannot be used to predict future trends
in real estate or any other investment. However, this long-term chart
demonstrates the overall trend in real estate values. You can also spot the
most recent upswing in price changes, showing the faster than usual run-
up and creation of the price bubble, followed by the decline in the last
two years. Please see Table 1.3.

Prices of real estate rose every year during this 30-year period, an
impressive record that no other market can match. When the stock mar-
ket moves through its own cycles, primary trends move up and down,
with markets losing value during some years. Housing, however, rose
every year and beat inflation most years.
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FIGURE 1.3. Real estate investment perfo- mance.

Percentages reflect the net differences between existing home price increases and
annual CPI.

Source: National Association of Realtors «'vd Bureau of Labor Statistics.

Key Point

Beyond the comjaiison of increases in housing values and inflation,
remember this.iriportant point: In the 30-year period—from 1977
through 2008, housing values grew every year (even when growth was
lower than inflation).

Part of the reason for this trend is that housing itself is part of the
CPIL. So the two elements—existing home prices and the CPI—are not
really distinct and separate. However, because beating inflation and
maintaining purchasing power of capital are such widespread investment
goals, this exercise makes the point that real estate offers a triple benefit:
(1) its consistent growth in value; (2) its beating inflation most of the
time; and (3) its being a low-risk product with tax benefits.

Another distinction between the stock market and real estate is
found in the nature of real estate itself. It is a necessity. Everyone needs



34

SHOULD YOU BE A REAL ESTATE INVESTOR?

TABLE 1.3. Housing Values and CPI, 30 Years

Year

1977
1978
1979
1980
1981

1982
1983
1984
1985
1986
1987
1988
1989
1990
1991

1992
1993
1994
1995
1996
1997
1998
1999
2000
2001

2002
2003
2004
2005
2006

Housing
Increase
12.6%
13.5
14.4
11.7
6.8
2.1
3.7
3.0
4.3
6.4
6.6
4.3
4.3
2.6
5.0
3.4
3.0
2.8
23
4.5
7.1
8.2
9.8
7.7
10.6
10.7
14.6
14.7
0.2
-8.9

CPI
Increase
6.5%
7.7
11.3
13.5
10.4
6.1
3.2
4.3
3.6
1.9
3.7
4.1
4.8
5.4
4.2
3.0
3.0
2.6
2.8
2.9
2.3
1.6
2.2
3.4
2.8
1.6
2.3
2.7
3.4
3.2

Difference

6.1%
5.8
3.1
-1.8
-3.6
-4.0
0.5
-1.3
7
1.5
2.9
0.2
-0.5
-2.8
0.8
0.4
0
0.2
0
1.6
4.8
6.6
7.6
4.3
7.8
9.1
12.3
12.0
-3.2
-12.1

Sources: Housing increases are national median prices for ex-
isting homes (from National Association of Realtors [NAR], at
www.realtor.com); CPI increase are from The Bureau of Labor

Statistics at www.bls.gowv.
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shelter, but in difficult economic times, not everyone holds onto stocks.
So, there is a considerable difference between paying for a necessity ver-
sus buying stocks. Whereas stock values grow or shrink due to a variety
of factors beyond supply and demand, the real estate market is truly the
result of supply and demand.

Consider, for example, what occurred just before the 2006-2008
bubble burst. The price trend was strongly upward, reflecting an excess of
demand over supply. The causes of this strong economic weighting are
understood by most people. The two big influences were speculation and
ill-advised liberal lending policies. These were artificial, but they created
demand, which contributed to the rapid growth in prices. Once those ar-
tificial demand factors ran their course (by the beginning of 2006) and
the bubble was acknowledged by most people, it burst. and prices fell. In
the stock market, trends come and go rapidly, often ‘without any specific
economic reason other than “irrational exuberance.”

Every investor can fall victim to irrationaj exuberance and poorly
timed investments. The key to smart investiag is not only to pay atten-
tion to cyclical price movements, butaico to apply common sense. As
long as the price you pay for investiier t property is attractive, rental de-
mand is high, and rental receipts cover your mortgage payments and
other expenses, you can afford.to wait out a weak market. In other words,
it is often necessary and prudent to enter a real estate investment for the
long term, meaning five«years or more.

Key Point

Irrational exuberance can lead investors to pay too much for real estate
or to enter the market at the worst possible time. This is why it makes
sense to perform extensive analysis and to ignore what “most people”
think. Remember, the majority is often both irrational and exuberant.

If you are willing and financially able to accept the risks of investing in
the real estate market, you will prosper over time. Looking at any five-year
period over the past 30 years, you will realize that most were quite profitable.
Even with the few exceptions, where growth over inflation was small or
falling, the overall market remained strong. Real estate prices for existing
homes rose every year during the 30-year period, as shown in Figure 1.3.

As long as market realities are digestible, the big question most first-
time investors ask is: Where do I find the money for a down payment?
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For many, affording the family home is a stretch, so affording extra in-
vestment property is likely to present an initial hurdle. Many first-time
investors will consider using the equity in their family homes as seed
money to begin a real estate investment plan.

Your Home as an Investment

Investors find that real estate outperforms many other choices. The main
reason to 7ot pick real estate is the high cost and low liquidity (i.e., the
ability to get money out, especially compared to stocks). Real estate is
also a tangible asset, meaning that it has physical
value. In comparison, shares of stock.are not tangi-
ble but represent indirect, partial’'ownership in a
much larger corporation.

The fact that real esrare Lias physical value is a
positive attribute. As ari-ixvestor in real estate, you

tangible
asset

any asset with

physical value, . ; e .
such as real estate. | are able to see it, fixend maintain it, insure it, and

In comparison, create increased value through caring for the prop-
intangible assets, | erty. Every hoiicowner understands this feature
such as shares of merely by keeping the roof in order, clearing out

stock, lack physi- . N . T
phy gutters, pamting inside and out, and maintaining
cal value. i
the yard.

Key Point

There is no investment that offers so much direct control as real estate.
Its tangible feature means you can see what needs to be fixed, painted,
or replaced. With stock market investments, you cannot see problems in
management, markets, or capitalization.

Homeowners know better than anyone else how valuable their eq-
uity is and how crucial it is to let that equity grow. However, some home-
owners use their home equity to begin an investment program. By refi-
nancing to free up cash, you can gain a down payment for an investment
property. However, this also increases overall risks, both personal and
investment-wise. Your home mortgage payment will probably increase
when you refinance, as you are then using borrowed money to put down
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on an investment, requiring even more borrowing. Before using your
home equity in this manner, it is important to understand the level of risk
involved. Five critical questions should be asked first:

1. Is there high demand for rentals in your city? It only makes sense
to borrow for investment real estate if you are reasonably sure that you
are going to be able to keep the property rented. Thus, you need to judge
the local demand level for rentals, remembering that houses and apart-
ments often attract different demographics of renters. For example, in an
area with a larger than average college population, demand for apart-
ments may be quite strong; however, this does not mean that demand for
houses is equally as strong. If vacancy rates are high, it may not be a good
time to buy rental houses.

You can find information about rental demand by checking with
local property management companies, lenders;.real estate agents, and
rental agencies (i.e., companies that sell lists of'ava:lable properties to ten-
ants). You can also tell a lot by driving aronnd and counting the number
of “for rent” signs in the area where you+vant to buy and by determining
how long it takes for these houses toget rented.

2. Can you afford to continusnaking mortgage payments on your
home and rental property, even: if the investment property stays vacant
for two or three months? Everr in areas with strong rental demand, it is
possible that a house will remain vacant for more than a month. This is
especially true if you rieed to make repairs between tenants or if your
property is on the'high end of the rental spectrum (which is often the
case for houses; compared with apartment rent levels). If you cannot af-
ford three months of mortgage payments without rental income, you
probably are not ready to invest in rental property.

Remember, too, that demand levels change. So, although demand
may be strong today, it may decline next year. Demand may also be sea-
sonal. If your city or county has a high level of seasonal employment or
tourism, the off-season market will experience a reduced demand level.
In college towns, the summer months are probably going to have higher
vacancies as well. Plan for the worst-case situation and develop a contin-
gency plan. For example, you may need to set aside cash in a reserve fund
to pay for investment property mortgages during slow seasons.

Some property may also create a negative cash flow, meaning that the
combined cost of the mortgage, expenses, and maintenance exceeds monthly
rental income. In this case, you need to be able to afford a shortfall each
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month for as long as you own the property. This negative cash flow may be
mitigated by tax benefits, at least to some degree. But negative cash flow only
makes sense if you are confident that property values are rising to a greater
degree than your annual cash outlay.

3. Does real estate investing fit within your long-term personal financial
plan and goals? Not everyone has the same set of goals over the long term, so
it is important to make sure that real estate is a good match for you. For ex-
ample, if you expect to pay for a child’s college education in two years, it does
not make sense to tie up all of your available capital for the next five years.

This same caveat applies when you consider using home equity to
begin your real estate investment program. You have to make sure you can
afford to carry greater personal debt for at least five years (or more) as part
of your plan. This means you need to have enough incom¢ «o make higher
payments on your home, as well as carry your investmept mortgage dur-
ing short-term periods of vacancy or monthly negaiive cash flow.

4. Are you willing to work with tenants? Many first-time landlords
do not realize the potential maintenance l#v2ls involving tenants (see
Chapter 11). Although many problems between landlords and tenants
can come up, these can be reduced or 2vc¢ided with a thorough screening
process, including taking written apptications and checking all references.
Even then, you will have to deal with: tenants for a range of issues.

In some states, the law favois tenants to such a degree that landlords
are at a clear disadvantage: An online search by state for “tenants rights”
will provide links to the\agency overseeing landlord and tenant law in
your state. Links ta ¢ach state are also located on www.rentlaw.com. You
should also cheeix with people who rent out property in your city or
county. Also check local ordinances. Many states or counties provide
“tenants’ rights” pamphlets, and it is wise to obtain these and be familiar
with local rules and restrictions.

As long as you thoroughly screen potential tenants and act fairly,
you have an excellent chance of a positive relationship with your tenants
most of the time. Most people respond to fair dealings. Remember that
landlords operate both an investment and a business. So, if you substitute
the word “customer” for “tenant,” you will see how this dual role applies.
At the same time, customers have to pay for their purchases in a timely
manner, and as a landlord you should not be expected to act as a lender,
a parent, or an understanding friend. You have to make your mortgage
payments on time, so you also have every right to expect tenants to pay
their rent on time and in full every month.
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5. Do you believe that real estate values are going to rise in your city or
county in coming years? Investors want to put their money into invest-
ments that will increase in value; this is common sense. But some real
estate investors have clouded judgment, believing that “real estate values
always go up.” This is not true everywhere or every year.

With your money at risk, you need to also examine the driving
forces that cause values to rise. For example, strong employment growth
and new construction in your city are positive signs for real estate (even
though it may take several years for values to appreciate). However, if em-
ployment is falling in your area and no new construction is underway,
then there is no justification for believing that values are going to rise. A
good test is to perform an online search for one- to two-year-old homes
for sale by ZIP code. Check www.realtor.com and enre: your ZIP code,
then go to the advanced search and specify that you want to see proper-
ties that are only one to two years old. If none cemes up, it means there
is little or no new construction activity going on !n other words, there is
low demand for zew housing, meaning that the local market is not grow-
ing. This is only one of many ways thatv5u can develop sound opinions
about your local market.

Expanding Your Purtfolio

One of the pitfalls in buying investment real estate is the possible enthu-
siasm of first-time tnvestors. Getting rental property can be exciting and
promising, witi: wealth-building potential and an expanded portfolio.
Bug, it is unlikely that you will “get rich quick” in real estate despite what
many promoters claim. It is more likely that you will build wealth
through diligent research and smart property selection.

Making money in real estate requires an appreciation of your potential
and limits. For example, your income is going to limit the amount you can
borrow on an investment property, as well as the number of properties
lenders will allow you to carry at the same time. You will also discover that
managing property takes time, and the more property you own, the more
demand you will experience. For example, even if your rent agreement re-
quires tenants to maintain the yard, this does not mean they will follow the
rule. So, you may end up mowing lawns and weeding yards on the week-
end, even while charging tenants more rent for the extra work. You will also
be expected to perform minor repairs and maintenance on your property.
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Many landlords have discovered that their weekends and, often, their
evenings, are not their own when they have rental properties to care for. If
you end up with four or more property rentals, you should plan on always

having to deal with at least one crisis each week.

Key Point

A reality check: Just because a landlord includes a requirement in the rental
agreement does not mean that the tenant is always going to comply. You
need a back-up clause, such as higher rent for nonperformance.

So, expanding your investment portfolio is not as easy financially
or practically on a personal level as you may desize Many books pro-
pose that you can get into the market with liitie or nothing down
and expand your real estate “empire” until'you own 30 or 40 proper-
ties, raking in profits within a few montis. This outcome is unlikely,

seller
financing

a financing
arrangement in
which the prop-
erty owner agrees
to let the buyer
purchase the
property partly
with cash and
partly with the
seller providing a
mortgage. The
seller assumes the
role of lender, and
the buyer agrees
to make monthly
payments to the
seller, with
interest.

and most of the programs offering these concepts
make their money selling expensive how-to kits or
seminar attendance fees. In these programs, noth-
ing is ever mentioned about the unexpected costs
of investment: unpaid rent or vacancies, leaking
rocts, broken windows, outdated septic systems, or
nest infestations.

The point is that the landlord business can be
very profitable and satisfying, but it may also have
pitfalls. You are going to need to know about the
worst-case possibilities before you expand beyond
your means for managing (and affording) multiple
properties. Landlord operation is highly satisfying as
long as you are able to stay in control, and this usu-
ally means limiting the number of properties you
own at any one time. Only through direct experi-
ence will you discover the right number for yourself.
You may be happy with only three or with as many
as 10, all depending on your willingness to dedicate
time, your financial resources, and levels of rental
demand.
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If you want to expand your holdings but
lenders will not grant you more loans, you have a

few choices. You can use home equity or even sav- |€arry

ings or credit cards, but this involves extraordinary |2 term referring to
levels of risk. The repayment demands of using |2 sellers holdinga
money or lines of credit beyond your means is not |7 for part of
. . the debt owed by

appropriate for most people. Another approach is to  [yhe puyer. The
find property with seller financing. This means the | seller helps a
seller is willing to carry a loan for you and that in- [ buyer close the
stead of making payments to an outside lender, you | deal by providing
pay the seller directly. You get your financing, and | Partof the pur-
the seller closes the property while creating an in- fj‘::e AL
come stream from interest. -

A word of caution: When sellers are willing te
carry a loan as part of the deal, it may be because-of their interest in gen-
erating interest income. However, it may also be tecause the seller knows
that conventional financing cannot be obtdizied due to a structural prob-

lem with the house. For example, lendeis may require a foundation on

homes and refuse to finance propeities with post-and-beam supports.
Making this change is expensive,so-sellers may not have enough equity
to be able to afford the change.'Remember, however, that any such prob-
lems are going to become yeur problems when you want to sell the house.

Key Point

When a seller is willing to carry a loan to make the sale happen, be
careful. Remember, any problems you accept as a buyer are still your
problems when you become a seller.

As a general rule, the more a seller is willing to carry financing, the
more the likelihood that there are problems with the house. It could
mean that the value is not there, at least that it is not equal to the selling
price. It could also mean that the house has a high degree of deferred
maintenance, repairs that are needed but have not been made. This re-
duces the current value because those repairs have to be made at some
point. It is also often the case that putting off deferred maintenance even
longer adds to the eventual costs involved.
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Example

A buyer was looking for seller financing because he knew he would
not qualify for a bank loan. One seller was willing to carry up to
80 percent of the purchase price. But on close examination of the
property, the buyer decided not to go for the deal. The house had
thousands of dollars of deferred maintenance: a leaking roof, an
inadequate foundation causing slanting floors, leaking plumbing,
unsafe electrical systems, and many other problems. These costs
were far too high. The “bargain” was not really a bargain at all.

deferred
maintenance

work required
(that has accumu-
lated over time
and has not been
done) to properly
maintain or up-
grade a property.
Examples include
old, chipped
paint; broken
windows; leaking
gutters; unre-
paired pest dam-
age; sagging
foundations; out:
dated plumbing,
electrical, or heat-
ing systems; and
leaking roofs.

The fact that a seller is willing to carry part of
the financing does not always mean that there are
big problems. However, it often happens that seller
financing indicates problem bcuses and attracts
buyers with poor credit. This.is just one potential
trap to look out for and avoid. Be aware that deals
requiring the degree of deferred maintenance that
goes far beyond cosmeric repairs are the most likely
ones to involve s:lizr financing. You may end up
acquiring a big:cadache and no real market value
rather than & good deal. In setting a price, take into
account.the amount of work required to fix those
probletas and, if you do make an offer, discount
the price with these repairs in mind.

Remember, every investment buyer eventually
becomes a seller. Evaluate every potential invest-
ment property in terms of the problems you will en-
counter when you want to sell. The methods you
can use to find the best values in real estate are the
subject of the next chapter.



