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IF YOU FAIL TO PLAN…YOU PLAN TO FAIL!

Many clients today are looking for alternatives to be able to diversify their investments in order to grow their net worth. Investing for your future takes a great deal of thought and planning. As a real estate professional it is my job to help my clients see the Big Picture. That is why I have put together what I call an investment workshop that is intended to be thought provoking and to help start the planning process and analysis that will enable you to start your investing for the future. 

Investors or potential investors chose real estate as their investment vehicle for many reasons;


Retirement income


Future appreciation


Tax Benefits


College

This is just a partial list that I have found when working with my clients. Within each of these areas, investors have several options. Every option has benefits and risks. That is why the information that is listed is to be used as a guide only.

Please be advised:  Individual legal and tax circumstances vary tremendously and require professional planning with a CPA, financial planner or attorney, who will evaluate your specific financial needs and provide you with a financial guide. 

After you have a financial guide then it is time to contact me and we will find a property that will fit your financial plans.
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I.
 COMPARE YOUR INVESTED $ DOLLARS TO ASSET VALUE

	TYPE
	CASH
	%
	ASSET VALUE

	Passbook
	$100,000
	1-2%
	$100,000

	Money Market
	$100,000
	3-4%
	$100,000

	Bonds
	$100,000
	2-5%
	$100,000

	Stocks
	$100,000
	-20/+20%
	$100,000

	Real Estate
	$100,000
	5-25%
	$400-500,000
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II.
REAL ESTATE INVESTMENT BLUEPRINT

.   
Do you currently own any income or investment property?

Do you currently own your own home?

.   
Are you familiar with the tax advantages of real estate ownership?

· Interest deductions

· Depreciation

Are you familiar with various financing methods?

How much cash do you have to invest?

How tolerant are you of risk?

What rate of return would you expect?

What are you trying to accomplish with a real estate investment?



Cash Flow?


Long Term Growth?

How comfortable are you with the possibility of a negative cash flow?

What is your current plan for:


College?


Retirement?


Vacation Home?

What is your time frame for any of the above?

Do you have an exit strategy?

Are you familiar with:


Private Annuity Trusts


Family Trusts


Trusts in General

Are you familiar with the IRS code section 1031?

Are you familiar with T.I.C.’s?

Did you know that you may be able to buy real estate with your IRA or 401K?

Are you aware of the current Real Estate trends?

What areas would you consider investing in? Local? Or out of state?

After you have talked to your CPA or financial advisor call me and I will help you find the right property for you.
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III.
PROPERTY EVALUATION

1.  Location of property

2. Condition of property

3. Rental Market (Survey)

4. Proximity to Services

5. Neighborhood Sales Trends

6. HOA Rules (Home Owner Association)

7. Maintenance and Overhead

8. Rental Pool (School, Military, etc.)

9. Financing
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IV.
BUYING INVESTMENT RENTAL PROPERTY

 
Avoid the 10 Most Frequent Mistakes

1. Don’t become emotional about the property

a. Stop thinking like a homeowner and start thinking like a business person.

2. Do adequate due diligence.

a. Property condition

b. Deferred Maintenance

c. Neighborhood/ local sales

d. Vacancy Factors

e. HOA or local restrictions

f. Market trends

g. Age of appliances, heating etc.

3. Study the competition

a. What amenities does your competition offer

b. Are you competitive

c. Know the rental pool

4. Don’t underestimate the cost of repairs and home improvement

a. They always seem to cost more than budgeted

5. Do a proper rent survey

a. Call rental agencies and property managers

b. Check local newspapers rental sections

6. Don’t overpay for the property

a. Be realistic

b. Know the cost of money

7. Carefully Choose Financing

a. Understand your options

8. Pre-screen the tenants properly.

a. Credit report

b. Rental history

c. Check references and employment

9. Hold the tenants to the terms of the rental agreement

a. Enforce late charges

b. Don’t allow more people than agreed

c. Don’t waiver on your terms

10. Buy enough insurance

a. Liability

b. Cover the unexpected
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V.
INCOME AND EXPENSE VERIFICATION

Income:

1. MLS (Multiple Listing Service)

2. Rent Statement from the seller

3. Copies of rental agreements or lease

4. Tenant Estoppel Certificates from each tenant

5. Area rent survey

Expenses:

1. Taxes

2. Insurance (.3% of purchase price)

3. Workers Comp. Ins.

4. Gas

5. Electric

6. Water/sewage

7. Trash

8. Supplies

9. Cable

10. Maintenance (5% of GSI)

11. Pest Control

12. Licenses

13. Gardener

14. Pool

15. Professional Management

16. Furniture replacement

17. Vacancy factor

Other Considerations:
A. Are the units separately metered for gas, electric?

B. Laundry Facility

C. Separate hot water heaters

D. Rent control?
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VI.
1031 TAX DEFERRED EXCHANGE

1. Open the 1031 exchange before you close on the relinquished (sold) property.

2. Reinvest all net proceeds into the replacement (purchased) property.

3. Obtain an equal or greater amount of debt on the replacement property or you can invest more cash to offset the equivalent amount of debt.

4. The exchanger has 45 days from the close of escrow of the relinquished property in which to identify replacement property.

1st Rule: 3 Property Rule


Exchanger may identify a maximum of three (3) properties without regard to fair market value.

2nd Rule: 200% Rule


When identifying more than three (3) properties, the total fair market value of all properties identified cannot exceed 200% of the relinquished property value. 

95% Exception: If neither rule applies, the exchanger must acquire at least 95% of the fair market value of all the identified properties.

5. The replacement property must be acquired on or before the following dates:

1. 180 days from the close of escrow of the relinquished property, or

2. The date the tax return is due for the year in which the relinquished property is transferred. (The taxpayer has the right to request an extension to file their tax return, however, the entire exchange transaction cannot exceed 180 days.)

6.
Title ownership from the relinquished property to the replacement property must be the same.

For more information on 1031 Exchanges, please visit www.sallymartinrealtor.com.
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VII.
KEY TERMS

Gross Multiplier (Times Gross)

Gross Multiplier (GM) = Market Value or Purchase Price (V)/Annual Gross Scheduled Income (GSI)

GM=V/GSI     V=GMxGSI     GSI=V/GM

$447,500 Mkt Value / $39,600 Annual Gross Scheduled Income = 11.30 Gross Multiplier

Cap Rate

Capitalization Rate (R) = Net Operation Income* (NOI) / Market Value or Purchase Price (V)

R = NOI/V     V = NOI/R     NOI = RxV

$24,958 Net Operating Income / $447,500 Mkt Value = 5.57%

Cap Rate is 5.57%

* Net Operating Income (NOI) = Annual Gross Scheduled Income (GSI) – Operating Expenses assuming the property has no loan and is free and clear.

Cash on Cash

Cash on Cash (C) = Annual Cash Flow (CF) / Down Payment (D)

C = CF/D     CF = CxD     D = CF/C

$1,258 Annual Cash Flow* /$135,000 (30%) Down Payment = .93%

Cash on Cash is .93% (Break Even)

*Annual Cash Flow = NOI ($24,958) - Loan Payments ($312,500 @ 6.5% = $1,975/mo or $23,700/yr)
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VIII.
MARKET VALUE DETERMINATION

A reliable estimate of market value requires you to use more than one method of valuation. Each method has its strengths and weaknesses.

Market Value is that price at which a seller would be willing to sell and a buyer is willing to buy. This definition assumes both parties know the market and neither is acting under duress. Keep in mind, each party has competing interests; the seller wants the highest price, and the buyer wants to pay the least.

There are several different methods to determine value:

A. Gross Rent Multiplier

B. Selling Price per Square Foot

C. Price per Unit

D. Capitalization Rate

GROSS RENT MULTIPLIER:


To determine the Gross Rent Multiplier, you must take the sales price of similar properties and divide that number by the gross annual rents. The average then becomes the gross rent multiplier. To determine the value of a property, take the gross scheduled annual income and multiply it by the Gross Multiplier. Example: If the annual gross income is $100,000 and the Gross Multiplier is 8, then the value of the property would be $100,00 x 8 = $800,000. Gross scheduled income includes income from all sources (rent, laundry, parking, etc.).  This is the simplest method, and is most affected by rent increases. * However, the major pitfall is that it does not take into consideration expenses. If expenses are excessive, then your net income is adversely affected.

SELLING PRICE PER SQUARE FOOT:

To estimate value, you take the square footage of the building and multiply it by the average price per square foot of similar buildings in the area. The advantage of this method is that it can’t be manipulated. The square footage is measurable and the replacement cost is closely related to the number of square feet of improvements. *This method does however have two major drawbacks.

1.   The actual square footage used for “comps” is not always accurate.

2. The unit mix. One-bedroom units generally sell for a higher price per square foot than larger units. This is due to the higher cost of kitchens and baths.

PRICE PER UNIT:


To establish the selling price of the subject unit, you take the average selling price per unit of similar properties and multiply that by the number of units in the subject property. This method is very simple and not able to be manipulated. * The major drawback is that the mix of units can skew the results.

ADJUSTED COST PER UNIT:

This method adjusts similar buildings with differing mixes to a standard unit. If you analyze a large number of sales you will find that a building containing all 2-bedroom units will typically sell for about 23% more than a similar building containing all 1-bedroom units. Coincidently, the 2-bedroom unit should also rent for about 23% more than a 1-bedroom unit.

CAPITALIZATION RATE:

This term refers to the rate an investment is recovered while ignoring the entire cost of debt service. If an apartment building selling for $1,000,000 has an annual income of $80,000 net of vacancy loss and operating expenses it would have an 8% cap rate. In other words the investor would recover 8% of their investment each year. The cap rate is an invaluable tool in comparing real estate investment in one city with an investment in another. It is also a good way to compare the investment against other non real estate opportunities.

SUMMARY:

When establishing the value of an apartment building, do not rely on any one method. Compare the value indicated by each method. If all methods agree, you can be confident about its market value.
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