
  



 

2 
 

  



 

3 
 

TABLE OF CONTENTS 

Our Philosophy ................................................................................................... 7 

The Real Estate Wealth Building System™ - Overview ......................................... 9 

The Property Ledger™ .............................................................................................................................................. 10 

The Acquisition Maximizers™ .................................................................................................................................. 10 

The Finance Expander™ ........................................................................................................................................... 10 

The Knowledge Builder™ ......................................................................................................................................... 10 

What Is Your Dream And What Are You Willing To Pay For It? .......................... 11 

Real Estate Investing Is A Journey Not A Destination .............................................................................................. 11 

Why Is Real Estate a Powerful Tool for Creating Wealth? ....................................................................................... 13 

Real Estate Allows the Use of Leverage ................................................................................................................... 14 

Real Estate Provides Superior Investment Returns .................................................................................................. 14 

Real Estate Produces Monthly Income .................................................................................................................... 16 
Stock Yield ............................................................................................................................................................ 16 
Real Estate Yield .................................................................................................................................................. 16 

Appreciation ............................................................................................................................................................ 19 

Amortization ............................................................................................................................................................ 19 

Ability to Purchase Real Estate below Current Market Value .................................................................................. 20 

Ability to Increase the Value of Your Real Estate Assets .......................................................................................... 21 

Tax Advantages ....................................................................................................................................................... 22 
Depreciation ........................................................................................................................................................ 22 
Tax Free Sale of Real Estate ................................................................................................................................. 22 

With Real Estate You Can Obtain Cash without Selling and/or Paying Taxes ......................................................... 23 

Real Estate is the Easiest Way to Create Wealth with Very Little Cash ................................................................... 23 

Conclusion ................................................................................................................................................................ 23 

The Acquisition Maximizer™ ............................................................................. 25 

Overview of the Acquisition Maximizer™ ................................................................................................................ 25 
The Lynch Pins™ of Real Estate Investing ............................................................................................................ 25 
Market Data Miner™ ........................................................................................................................................... 25 
The Acquisition Locator™ .................................................................................................................................... 26 
Acquisition Strategies .......................................................................................................................................... 26 

The Linchpins of Real Estate Investing™ .................................................................................................................. 27 



 

4 
 

Location – Find “Enchanted Areas” ..................................................................................................................... 27 
Enhanceablity .................................................................................................................................................. 28 
Terms ............................................................................................................................................................... 29 

The Market Data Miner™ .................................................................................. 30 

Determining Market Value ...................................................................................................................................... 30 

Develop an Investment Strategy .............................................................................................................................. 30 

Confine Your Investing Activities to Specific Neighborhoods / Market Areas .......................................................... 30 

Find Enchanted Neighborhoods ............................................................................................................................... 30 

Determining Market Value – Three Approaches ................................................ 31 

Market Value Determination ................................................................................................................................... 31 

The Acquisition Locator™ ......................................................................................................................................... 37 
Overview .............................................................................................................................................................. 37 
The Market Data Miner™ .................................................................................................................................... 37 
Wealth Team Members™ .................................................................................................................................... 37 
Eyes and Ears on the Street™ .............................................................................................................................. 41 
Bird Dog Letters™ ................................................................................................................................................ 41 
Know What You Are Looking For ......................................................................................................................... 43 
Know the Seller .................................................................................................................................................... 44 
Overcoming the Seller’s Objections ..................................................................................................................... 46 

Two Real Estate Investment Strategies ................................................................................................................... 49 
The Buy and Flip Strategy .................................................................................................................................... 50 
Buy & Hold Strategy ............................................................................................................................................. 55 
Enhancing Revenues & Reducing Expenses ......................................................................................................... 56 
Exit Plan ............................................................................................................................................................... 57 

The Terms Expander™ ....................................................................................... 58 

Important Terms to Consider When Structuring and Offer ..................................................................................... 59 
The And / Or Assigns Clause™ ............................................................................................................................. 59 
Earnest Money ..................................................................................................................................................... 59 
Down Payment .................................................................................................................................................... 59 
Promissory Note .................................................................................................................................................. 60 
Interest Rate ........................................................................................................................................................ 60 
Term..................................................................................................................................................................... 61 
When do Payments Start? ................................................................................................................................... 61 
Amortization Schedule ........................................................................................................................................ 61 
Right of First Refusal ............................................................................................................................................ 61 
Bullets/Cash Outs ................................................................................................................................................ 62 
Collateralization ................................................................................................................................................... 62 
Substitution of Collateral Clause™ ....................................................................................................................... 63 
When to Close? .................................................................................................................................................... 63 



 

5 
 

Closing Costs ........................................................................................................................................................ 63 
What’s included in the Deal? ............................................................................................................................... 64 
Contingencies ...................................................................................................................................................... 64 

Overview of The Finance Expander™ ................................................................ 65 

Private Lenders/Investors ........................................................................................................................................ 66 
Platinum Investment Club™ ................................................................................................................................ 66 
Current Lending Environment ............................................................................................................................. 67 
Private Investor Profile ........................................................................................................................................ 67 

Substitution of Security Clause™ .............................................................................................................................. 70 
Discussion of the Two Conditions ........................................................................................................................ 70 
When Do You Negotiate the Substitution of Security Clause™? ......................................................................... 73 
How Do You Substitute Security? ........................................................................................................................ 73 
Would $225,000 Change Your Life? .................................................................................................................... 73 

First Right of Refusal Clause™ .................................................................................................................................. 73 

All Inclusive Deed of Trust (“Wrap Notes”) .............................................................................................................. 74 
Example of a Wrap Note Purchase ...................................................................................................................... 75 
Becoming the Bank with a Wrap Note ................................................................................................................ 75 
Mechanics of the Wrap Note ............................................................................................................................... 76 
Conclusion ........................................................................................................................................................... 76 

And/Or Assigns Clause™ .......................................................................................................................................... 77 
Background .......................................................................................................................................................... 77 
Option 1:  Close On the Property in Your Name .................................................................................................. 78 
Option 2:  And Assigns - Add another Party to the Transaction .......................................................................... 78 
Option 3: Or Assigns – Sell Your Contractual Rights to Someone Else ................................................................ 79 
Explaining the and/or Assigns Clause™ to the Seller ........................................................................................... 80 
Caution ................................................................................................................................................................ 80 

Common Mistakes to Avoid When Investing In Real Estate .................................................................................... 80 
Only Buy Property Which Has a Positive Cash Flow from Month One ................................................................ 80 
Under Estimating the Time and Costs of Renovating a Property ........................................................................ 81 
Purchasing a Property without a “Plan B”- .......................................................................................................... 81 
Getting Stuck in “Analysis Paralysis” ................................................................................................................... 81 
Buying Properties Lacking Barriers to Entry ........................................................................................................ 82 
Buying Properties in Areas Where People Do Not Want to Live ......................................................................... 82 
Purchasing Properties in Great Areas However the Property is Located Next to a Problem Property ............... 82 
Buying Obsolete Properties Which Cannot Be Remedied without Spending Substantial Amounts of Money ... 82 
Lack of Proper Contingencies when Purchasing a Property ................................................................................ 83 
Buying Property with Obvious Problems ............................................................................................................. 83 
Not Properly Inspecting the Books and Records ................................................................................................. 84 
Not Listening To Your “Gut Instincts” .................................................................................................................. 84 
Buying the Highest Priced Property in the Neighborhood .................................................................................. 84 
Not Talking To the Neighbors When Doing Your Due Diligence .......................................................................... 84 
Entering into Partnerships without Written Agreements ................................................................................... 84 



 

6 
 

Giving Away Your Entrepreneurial Profit ............................................................................................................. 85 

The Knowledge Builder™ .................................................................................. 85 

Overview of The Knowledge Builder ™ .................................................................................................................... 85 

What Every Real Estate Investor Needs to Know about Cash Flow Analysis ........................................................... 86 

Determining Effective Gross Rental Income ............................................................................................................ 89 

Operating Expenses ................................................................................................................................................. 91 

Net Operating Income (“NOI”) ................................................................................................................................. 94 
Why is NOI Important? ........................................................................................................................................ 94 

From Net Operating Income to Taxable Income and Cash Flow .............................................................................. 95 
Taxable Income .................................................................................................................................................... 95 
Investment Property Cash Flow before Tax......................................................................................................... 96 
Cash Flow after Tax .............................................................................................................................................. 97 

Financial Calculations Real Investors Must Know .................................................................................................... 97 
Gross Rent Multiplier ........................................................................................................................................... 97 
Capitalization Rate ............................................................................................................................................... 99 
Determining Cap Rates ...................................................................................................................................... 100 
Return on Equity ................................................................................................................................................ 101 
Cash-on-Cash Return ......................................................................................................................................... 102 
Loan Performance Metrics ................................................................................................................................ 102 
Time Value of Money and Related Calculations (Net Present Value and the Internal Rate of Return) ............ 104 
Successful Real Estate Investing ........................................................................................................................ 106 

The Property Coach™ - Stay On Track .................................................................................................................... 106 

Concluding Thoughts ............................................................................................................................................. 111 

Continue Your Real Estate Education ..................................................................................................................... 112 

About the Author ............................................................................................ 112 

Exhibit A: Real Estate Navigation Forms™ ....................................................... 113 

Exhibit B: The Buy & Flip Formula ................................................................... 115 

Exhibit C: The Property Coach™ ...................................................................... 116 

 

  



 

7 
 

Our Philosophy 
After we developed The Property Ledger™, the cloud based real estate investment software which allows 
investors to: 

•  Analyze real estate investments;  

• Determine if the potential acquisition meets their financial goals; 

• Replace pro-forma results with actual operational results;  

• Track the financial performance and growth of their real estate portfolio over time, and  

• Store property related documents “in the cloud” for easy access. 

It became apparent from the questions which we were receiving from our clients that there was a need for 
solid, actionable information to assist investors in the sport of real estate acquisition and finance. 

While we at The Property Ledger™ are committed to assisting investors create wealth and a spendable 
cash flow through real estate; and have prepared a myriad of tools and informational materials to achieve 
this goal, we did not have a comprehensive package in which all of this information could be found.  
Accordingly, we decided to assemble in the Real Estate Wealth Building System™ which was first 
discussed in The Real Estate Wake-up Call. 

The Real Estate Wealth Building System™ is a combination of interrelated strategies, concepts, systems 
and tools related to the acquisition and financing of investment grade real estate. These tools may used 
separately however, to create the greatest leverage for yourself, your time, and your future financial 
options, you will want to use as many of the concepts discussed in the Real Estate Wealth Building 
System™ in all of your real estate transactions. 

The one thing which we would like to stress is that The Real Estate Wealth Building System™ is not the 
flavor of the month which so called real estate gurus on TV are selling where one size fits all.  The Real 
Estate Wealth Building System™ is designed to provide you with the tools and knowledge you need to 
develop custom transactions which address the specific needs of the seller as well as your financial 
objectives.   

The key concept we want to stress and is the cornerstone of  The Real Estate 
Wealth Building  System™ is that there are two components to value in every real 
estate transaction: the sticks and bricks of the property AND the terms which you  
negotiate.   

As such, we want you to have the ability to have the flexibility to be able to sell one without the other.  For 
instance, if you negotiate great seller financing and later sell the property on which you negotiated great 
seller financing terms, you want you to be able to keep the favorable financing related to the property, and 
only sell the “sticks and bricks”. 

Often we are asked if “This program includes everything I need to become a real estate investor?” or 
“Does this program come with electronic forms for me to fill out?”  The answer to these questions is “No”.  
While we do provide a number of forms with the Real Estate Wealth Building System™, what is important 
are not the forms, but the concepts which we are teaching.  In real estate investing there is no one tool 
which will fit every situation.  There are however, concepts and tools which when fully understood, will 
allow you to use the appropriate tool in the appropriate situation to locate, acquire and finance real estate 
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investments.  Unless you understand what you’re doing and how the tools fit together in the larger 
scheme of things, you cannot expect to utilize the tools with great success. 

We view real estate investing as a team sport, with you as the quarterback. You don’t need to know all of 
the market information in your city, but you need to know how to go out and get it. You don’t need to know 
all of the tax codes; however, you will need to develop a Wealth Team™ which includes accountants and 
lawyers.  You don’t need to know how to write the offer of all offers which will work every time, but you do 
need to know some basic information about your seller as well as the tools which are described in The 
Real Estate Wealth Building System™ to allow you to prepare an offer which meets the majority of your 
needs as well as the seller’s needs.  In short, we are not attempting to catch the fish for you; we want to 
teach you how to fish. 

Lastly, we would like to congratulate you on your decision to purchase The Real Estate Wealth Building 
System™. You are one of rare individuals who have decided to take control of their financial life and not 
be dependent upon the actions of others (i.e. Wall Street, the Government, etc.) and are willing to work 
for their financial independence! 
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The Real Estate Wealth Building System™ - Overview 
The Real Estate Wealth Building System™ is a series of specialized systems and tools which will provide 
you with the tools you will need to acquire and finance your real estate investments.  At the heart of the 
Real Estate Wealth Building System™ is The Property Ledger™, which acts as the command center of 
The Real Estate Wealth Building System™.  

In fact, as The Property Ledger™ is a secure cloud based real estate investment software which you can 
access 24 hours, we recommend that you consider downloading an electronic copy of The Real Estate 
Wealth Building System™ into your version of The Property Ledger™ so that you may access this 
information at any point in time from anywhere you have access to the internet. If you haven’t purchased 
your copy of The Property Ledger™ go to www.thepropertyledger.com/buy and get your subscription 
today.  

In a nutshell, the Real Estate Wealth Building System™ is a proven system which will help you acquire, 
and finance your real estate investments.  

A graphic representation of The Real Estate Wealth Building System™ is illustrated below: 

The Real Estate Wealth Building System™ 

http://www.thepropertyledger.com/buy
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The major components of the Real Estate Wealth Building System™ consist of the following: 

The Property Ledger™  
The command center of Real Estate Wealth Building System™ is The Property Ledger™, the cloud 
based real estate investment software which allows you to evaluate your real estate acquisitions, track 
the financial returns of individual properties as well as your entire investment portfolio; replace a 
property’s pro forma estimates with actual results, and store all important property related documents in 
the cloud for easy access.  Without the utilization of The Property Ledger™ to keep you on track and act 
as your financial way finder, you may stumble in your journey to reach financial independence.  

The Acquisition Maximizers™  
The Acquisition Maximizers™ are unique processes to develop your knowledge of your real estate 
market(s), create a lead generating machine and evaluation process to allow you to acquire properties 
utilizing both a Buy and Flip and Buy & Hold investment strategy. 

The Finance Expander™  
The Finance Expander™ consists of logical steps and strategies to increase your options as they relate to 
the financing of your real estate acquisitions and sales. 

The Knowledge Builder™  
The Knowledge Builder™ represents all of the tools which we provide on a daily, monthly and/or quarterly 
basis to keep you motivated, on-track and informed as it relates to the acquisition and financing of your 
real estate investments.  

The remainder of the course material will follow the outline of the diagram above. We strongly 
recommend that you study the flow chart as this will help you to integrate the concepts and tools into your 
real estate investment activities. 
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What Is Your Dream And What Are You Willing To Pay For It? 

Real Estate Investing Is A Journey Not A Destination 
When I talk about investing in real estate I am not referring to purchasing properties and flipping them to 
someone else in order to make a few thousand dollars, this is speculating not investing.  The type of real 
estate investing which is the topic of The Real Estate Wealth Building System™ relates to purchasing 
properties and leasing them to create a steady stream of income to pay-off mortgage and generate 
excess cash which can be used for future investments, the creation of a spendable/leverageable cash 
flow and/or paying for living expenses in retirement.  You should treat your investment portfolio just as 
you would your 401K, Roth IRA or IRA, meaning never using the income or value generated by the rental 
properties unless it is to purchase additional rental properties.  In this way you can continue to compound 
your investment returns and generate a significant amount of wealth over time. From the beginning I have 
stressed that the Worry Free Retirement™ is not a get rich quick scheme.  It may take you 20 years to get 
to the point to where you have the income and net worth levels which will allow you to retire and live in 
the style which you desire.  However, what is wrong with waiting 20 years if in the process you generate 
income on which to live which would have not been available to you?  The number of years it will take you 
to get to your investment goal will be directly proportionate to the amount and time which you devote to 
real estate investing.  If you invest the time and effort and are able to purchase two properties a year; you 
will arrive at your goal much faster than if you were purchasing only one property every other year.   

The other aspect of real estate investing which I want to be up front about is that it will take sacrifices on 
your part in both time and money.  There will be times when you may want to go to a movie or watch TV 
rather than to prospect for more potential real estate deals or you may want to take the $5,000 in cash for 
the next down payment on a rental property and use it for a vacation; but I urge you to think about how 
you are using both your time and your money.  For when you look at the opportunity cost of not finding 
the next real estate deal or foregoing the next rental property for a vacation, think about how much wealth 
that the foregone transaction may have added to your net worth or how much extra monthly cash flow the 
rental unit may have added to your Worry Free Retirement™. While I am not advocating that you not 
enjoy life and not take vacations, I am challenging you to live differently in the present so that you 
may live differently in the future. 

Lastly, there will be times, when the real estate market is not performing well.  During these times I urge 
you not to panic!  Real estate is a cyclical business; meaning it goes up and goes down over specific time 
periods however, ever since records have been kept on real estate appreciation, real estate has 
appreciated at an annual average rate of approximately 6 percent. There may be time when you see the 
values of your properties going down when this happens I suggest that you do the following…..nothing. 
The only way to actually lose money in real estate is to sell.  If you do not sell you can’t lose money and 
as the purpose of the Worry Free Retirement™ is to generate wealth and monthly cash flow, stay the 
course and keep your properties rented and continue to pay down your mortgages.  The value of your 
properties will go back up over time and you will be in the black again.  The beauty of real estate is that 
time cures all mistakes and/or changes in the market.  In fact, when the real estate market declines I 
suggest that this is the best time to look for deals as sellers are more apt to work with you structure little 
or no money down transactions. 

The key is to start today!  You must make the “crucial decision” of whether to choose financial freedom. 
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The Crucial Decision 

 

No one will go out and do this for you. You have to take the action to begin to take control of your 
financial future and begin the foundation of your Worry Free Retirement™. The journey of one thousand 
miles begins with the first step; so take the first step; begin reading books on real estate investing; print 
out the Real Estate Navigator™ forms found at www.thepropertyledger.com/resources/real-estate-
navigator-forms (“Resources”) and begin to explore your neighborhood and surrounding area to become 
familiar with the real estate market; talk to local real estate professionals working in the areas you want to 
invest in; join a local real estate investment club (go to www.nationalreia.com for a real estate club near 
you) but do something to begin your Retirement Cash Flow Solution™. 

Be advised that the journey you are about to embark is a long journey which will be full of challenges 
however, the rewards of the Real Estate Wealth Building System ™ include: 

• Taking control of your financial destiny;  
• Developing a non-entitlement mentality;  
• Increasing your financial, real estate and business knowledge; 
• Increasing your net worth;  
• Creating a stable monthly income; and  
• Developing your financial security 

http://www.thepropertyledger.com/resources/real-estate-navigator-forms
http://www.thepropertyledger.com/resources/real-estate-navigator-forms
http://www.nationalreia.com/
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These rewards far outweigh the potential obstacles you may experience along the way.  With that in mind 
let’s begin your journey into financial self-reliance by discussing the building blocks which will be both the 
cornerstone as well as the keystone to your Worry Free Retirement™ – real estate. 

Why Is Real Estate a Powerful Tool for Creating Wealth? 
The press and financial institutions have continually preached to us that the only way to retire rich is to 
invest in stock and bonds; preferably with their specific institution’s brokers, mutual funds, and/or 
retirement accounts.  While I do believe that these types of financial instruments have a place in your 
financial strategy, they do not have the financial horsepower which you will require if you are to have a 
Worry Free Retirement™.  The  Real Estate Return Maximizers™ are advantages of real estate investing 
that the Old School Investment advisors just a soon that you not know about.  Why? Because armed with 
the following facts and knowledge you will be less inclined to rely upon the Old School Method of 
Investing to achieve your financial goals. 

 

The Real Estate Return Maximizers™ 
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The 10 Real Estate Return Maximizers™ which provide the fuel for the Real Estate Wealth Building 
System™ and ultimately fund your Retirement Cash Flow Solution™ include the following: 

Real Estate Allows the Use of Leverage  
Real estate is the only investment vehicle that I am aware of where banks and/or private investors are 
happy to lend money for your investment purposes.  Financial institutions and/or private investors are 
happy to lend 80 percent of the purchase price of real estate to investors provided the investor has 
reasonably good credit. The ability to use other people’s money (“OPM”) is called “leverage”.  The more 
of the purchase price you finance with OPM typically, the higher the interest rate.  For instance, there are 
private investors in the Phoenix market who are willing to lend 100 percent of the purchase price of 
investment properties however; the terms are 15 percent interest and a maximum term of 6 months.  I 
personally do not recommend pursuing these types of loans as they can lead to potential disaster if you 
cannot refinance the initial purchase mortgage.   The fact that you are able to use OPM to fund your real 
estate investments allows you to supercharge your investment returns as we will explore later.  This is not 
the case with other investment vehicles. 
 
Can you imagine going into your bank and asking the banker to lend you 90% of the market value of 
Google and Microsoft stocks which you would like to purchase?  The banker would not only laugh you out 
of the office but he might also ask that you check yourself into a hospital for overnight observation! 
 
Let’s explore the concept of leverage as it relates to investing $50,000 in either stocks or real estate. If 
you purchase stocks you will invest your money and upon purchasing your stocks you will have $50,000 
in stocks at the end of the day (assuming they do not decrease in price at the close of the day).  The 
second investment alternative is to invest the $50,000 into real estate. 

Because the banks are willing to lend you 90 percent of the purchase of your real estate investments, you 
could acquire $500,000 ($50,000/10%) worth of rental properties with our $50,000 investment.  Thus, the 
use of leverage allows you to control $450,000 ($500,000 Real Estate - $50,000 Stocks) in more assets 
which will appreciate overtime as well as generate a monthly income provided you had purchased wisely 
and rent the unit for more than your monthly expenses.  Why are lending institutions willing to loan up to 
90 percent of the purchase price to acquire property?  The answer is that real estate is considered a safe 
and secure investment.   

A further indication of the security of real estate in the eyes of lending institutions is the interest rate which 
they are willing to loan money to purchasers of real estate.  As you know banks charge interest rates 
which are set in relation to the security securing the loan and the perceived risk they see in being repaid.  
Interest rates vary over time however assuming a 90 percent loan to value, a reasonable interest rate 
may be 6.5 percent which is much less than that of business loans (10 percent) which is much less than 
interest rates being charged on credit cards (18 percent).   Leverage is one of the most important factors 
in generating and turbo charging our financial return related to our Worry Free Retirement™.  Let’s now 
explore how the use of leverage as it relates to how real estate provides superior investment returns over 
other investment such as stocks.  

Real Estate Provides Superior Investment Returns  
Continuing with our example above of investing $50,000 in stocks or purchasing $500,000 in investment 
property and ignoring the other positive attributes of real estate including tax benefits and monthly rental 
income; real estate provides superior rates of return to stocks and other assets given the underlying 
power of leverage.  Using our example above, let’s assume that over a 10 year period the stocks 



 

15 
 

appreciate in value at the historical average annual rate of return for stocks of 10 percent.  At the end of 
the 10 year period the value of your stock portfolio will be $129,687 which represents a total return of 159 
percent over the period. Not bad right? 

Now let’s investigate the real estate side of the equation.  Assuming that your real estate investment of 
$500,000 increases in value at the historical average of 6 percent per year over the same 10 year period.  
At the end of the 10 year period your real estate investment portfolio will be worth $895,424 equating to a 
return of 791 percent over the 10 year period!  The table below illustrates the difference between the 

stock and real estate investment vehicles over the 10 year analysis period. 

Assuming that you invested our $50,000 in real estate rather than stocks; at the end of the 10 year period 
you would be $315,737 wealthier in just appreciation differences than you would have had you invested 
your money in stocks.  Are you beginning to see why you need to consider real estate as the cornerstone 
of your investment portfolio if you want to retire worry free?   

To give you a real life example of the power of leverage and its effect on investment returns, Jeff and 
Susan who reside in Colorado, wanted to purchase two rental properties in Arizona as part of their 
retirement plan.  They purchased a 3 bedroom/2 bath single family home in North Phoenix for $148,000 
with a $15,000 down payment and a $133,000 loan. They also purchased a 3 bedroom/2 bath single 
family home in Gilbert, Arizona for $175,000 with an $18,000 down payment and a $157,000 loan. Today 
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the North Phoenix home is now valued at $275,000 while the Gilbert home is appraised at $300,000.  As 
a result of utilizing OPM and purchasing two rental properties, Jeff and Susan have experienced a 
$252,000 [($275,000 + $300,000) – ($133,000 + $157,000)] increase in their net worth which equates to a 
764 ($252,000 / $33,000) percent return on their cash investment in the rental properties!  

Real Estate Produces Monthly Income  
Real estate utilized for investment purposes (with the exception of land unless leased) produces rental 
income to offset the costs of ownership, maintenance and financing costs. Obviously, it is the goal of all 
real estate investors to have a positive cash flow after paying all operating expense including financing 
costs for all properties.   While some stocks offer dividends and bonds provide principal and interest 
payments, they do not provide these funds at a high enough yield to propel you to your Worry Free 
Retirement™.  When discussing the concept of income as it relates to investment it is necessary to 
discuss the concept of “yields”.   

Yield is defined as the ratio of annual income generated by asset, divided by the dollar amount of the 
investment.  Often times the national press will report the yields of various investment alternatives and in 
my mind present misleading information related to the yields generated by real estate versus other 
investment vehicles primarily that of stocks.  For instance, the news media may indicate that the yield of 
real estate investment for the year was 8 percent versus 15 percent for stocks.  The challenge with these 
types of press reports is that they do not represent a comparison of “apples-to-apples” but rather “apples-
to-oranges”.  To truly understand the concept of income and yield you must get into the details….So let 
me put on my CPA hat for a minute and let’s pull back the curtain on the press’ portrayal of yield.  

Stock Yield  
Assuming that you invest $10,000 in the purchase of stock you will expend a total of $10,000 and receive 
stock certificates on the day of purchase for $10,000.  If the stock pays a dividend of $1,500 your yield on 
that particular investment will be 15 percent ($1,500/$10,000). 

Real Estate Yield 
In order to estimate the yield on a real estate investment the calculation is not as simple as that of the 
stock given the fact that we have utilized OPM and are incurring expenses to operate the rental property.  
Assuming that you have the same $10,000 to invest you will be able to purchase a $100,000 investment 
property (assuming a 90 percent loan).  Assuming that the real estate assets yields 8 percent; the real 
estate asset will produce $8,000 in rental income or 8 percent times the home price of $100,000.  
However, given the fact that you have only invested $10,000 to purchase the real estate your gross yield 
is much more than the 8 percent, it is actually 80 percent ($8,000 / $10,000).  

In order to be truly comparable, if you are going to consider leverage in our yield analysis, you also need 
to take into account the fact that you have to pay the debt service on your $90,000 mortgage in addition 
to operating expenses.  Additionally, you have to factor in the tax advantages which will accrue to you as 
the result of investing in real estate.  One of the tax benefits that the government gives real estate 
investors is depreciation.  Depreciation is an accounting principal which spreads the cost of an asset over 
its useful life.  It is an attempt to match the cost of the asset with the income it produces over 
predetermined useful life period established by the government. 

As of the date of this writing the depreciable life of residential property is 27.5 years while commercial 
property is 39 years.  Depreciation is calculated based upon the depreciable cost of your investment 
which is the cost of the asset less the value of the land (land is not considered an asset that loses it 
value) over the depreciable life of the property (i.e. 27.5 or 39 years). The beauty of depreciation is that 
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while the government allows depreciation to reduce the income generated by your rental property for tax 
purpose however, it does not require a cash outflow.   

Additionally, we have to make an adjustment for the payment of debt service related to your mortgage.  
For tax purposes, you are only able to deduct interest payments from your taxable income.  As such, we 
have to back out the payment of principal related to your mortgage. 

The table on the following page illustrates the calculation of yields between stock and real estate. In the 
case of real estate I have illustrated: (i) the gross yield, (ii) the yield of the property after taking into 
account operating expenses, depreciation, mortgage interest payment as well as the corresponding tax 
benefits and, (iii) the yield of the property after taking into account operating expenses once the mortgage 
has been paid-off along with the corresponding tax benefits. 
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As you can see from the analysis, the determination of yields as it relates to real estate can by fairly 
complicated.  The point of this exercise is to make you aware that what is reported in the press may not 
necessarily be a fair representation of the facts.  Given the fact that you can use leverage to purchase 
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real estate assets allows you to generate a huge gross yield on our investment.  In our example, the 
gross yield of real estate compared to that of stocks was 80 percent for real estate versus 15 percent for 
stocks.  This is much more that what the press in our example was reporting for real estate of 8 percent.   

After including the costs of property ownership and in our case I assumed that the property owner was 
only responsible for property taxes and insurance as well mortgage payments, and the property owner 
enjoys the tax benefits associated with real estate, we see that your net yield was approximately 7.6 
percent.  Once the mortgage on the property is paid off the net yield increases to 48 percent.  

It is also important to remember that in the calculations above I have only looked at the income side of the 
various assets and I have not considered the effects of yearly appreciation which as it relates to real 
estate can be huge.  I have also assumed that rental income will remain constant over the life of the 
rental property which is typically not the case.  Depending upon your particular market, rental rates can 
generally be expected to increase between 2 to 5 percent per year.  This is typically not the case in 
relation to dividends on stocks which are paid out based upon a certain dollar amount per share of stock 
and is typically linked to the financial performance of the company. 

It is important to understand that the yield calculation as the income which will be generated once the 
mortgage as has been paid-off is the second key ingredient to your Worry Free Retirement™.  What other 
assets can you think of which produce an annual yield of approximately 48 percent? Real estate is the 
only vehicle I am aware of which will produce this type of yield on a consistent basis.  Are you beginning 
to see why it is important to have real estate holdings as the core component of your retirement holdings?  

 Only by generating yields of 50 percent will you be able to retire worry free and not be reliant on the 
government or having to reduce your standard of living. The goal of the Worry Free Retirement™ is to 
grow a huge net worth through real estate and have our real estate investments generate a net monthly 
positive cash flow for during our retirement years.  One of the most compelling factors of owning rental 
properties is that every morning your tenants get up to go to work so that they can pay down your 
mortgage and once the mortgage has been paid off that money (after paying operating costs) will go into 
your pocket to fund your retirement, pay down other investment property’s mortgages, fund your 
retirement lifestyle and/or create additional wealth or allow you to give back to the community. 

Appreciation  
With the exception of the “Great Depression”, since records have been kept in relation to the appreciation 
of single family homes, single family homes have increased in value at an average rate of approximately 
6% per year or approximately twice the rate of inflation.  As such, not only does real estate appreciate 
over time, it also provides an excellent hedge against inflation.   

Combining leverage with the appreciation produces huge returns as we have previously illustrated on the 
table “Real Estate Provides Superior Investment Returns”.  Review this section again to see how 
appreciation coupled with the powerful return supercharger of leverage produces a 791 percent return for 
real estate versus the 159 percent return for stocks. 

Amortization 
On a monthly basis tenants make their rental payments and you utilize their rental payments to pay down 
the mortgage on the property, increasing your equity in the property and increasing to your net worth.  
The table below takes the information from “Real Estate Provides Superior Investment Returns” and adds 
the yearly equity generated by the principal reductions of the outstanding mortgage. As you can see your 
previous return of 791 percent has now been increased to 931 percent when you factor in the effect of 
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paying down the outstanding mortgage balance. What is great about the increase in returns is that other 
people are working for you to pay down the mortgages on your investment properties and propel you to a 
Worry Free Retirement™. 

 

 

Ability to Purchase Real Estate below Current Market Value  
Another major benefit of real estate over other assets especially stocks is that you can purchase real 
estate below its fair market value.  This is not the case for stock as the market dictates on a daily basis 
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what holders of the stock are willing to sell shares their shares of XYZ Company.  For instance, if the 
stock market price for XYZ Company is $150 per share, there is no possible way that you can purchase a 
share of XYZ Company for $100.  As such, if you want to buy XYZ Company on this particular day, you 
will have to pay $150 per share.  If you thought that the value for the company was only $100 and as 
such were only willing to pay $100 per share, you would have to check the stock market every day until 
the price of XYZ Company dropped to $100 per share. This could take one day or 10 years; there is no 
telling when the stock may drop to $100 as the stock market will dictate when this will occur.  Additionally, 
you cannot call the management of XYZ Company on the phone and offer them $100 per share for their 
stock you have to go through the stock market.  As such, it is impossible to acquire on any given day 
stock a value below what the market is willing to take for the stock.   

With real estate however, on any given day there may be properties for sale which are well below their 
fair market value given the sales of similar properties.  How can this happen?  Why would someone sell a 
piece of real estate far below its fair market value?  The answer is simple…..it’s called life.  Individuals 
and families alike go through personal and financial changes which from time-to-time can result in the 
sale of assets far below their fair market value.  One of the biggest life events which causes individuals to 
sell their property below fair market value is divorce.   

Often times as couples are going through a divorce they want out of each other’s hair and they may want 
to sell their mutual property as quickly as possible so that they may go their own separate ways.  In such 
a situation is it possible to purchase a house worth $300,000 for $200,000?  Absolutely it is.   In such a 
situation using the power of leverage for just $20,000 down or 10 percent coupled with a 90 percent 
mortgage, one will  instantly create $120,000 equity in the home ($300,000 value – $180,000 mortgage) 
which equates to cash-on-cash return of 500 percent ($100,000/$20,000)!  Real estate is only investment 
vehicle which I know of which will allow investors instant equity and huge cash-on-cash returns.  Here 
again this type of advantage is what allows you to achieve your Worry Free Retirement™.  

Ability to Increase the Value of Your Real Estate Assets  
One of the huge differences between stocks and real estate is that with real estate you have the ability to 
increase the value the property by your personal efforts; this is not the case with stocks. If you purchase 
$50,000 in stock there is nothing you can do personally to increase the value of the stock.  You are at the 
mercy of the company’s board of directors, management and the consumers who purchase the product of 
the company.  In fact, as owners of Enron stock found out; the value of stock can evaporate overnight. 
This type of loss in value has never occurred with real estate.  Have you ever heard of someone losing 80 
to 100 percent of their real estate value overnight?  I sure haven’t. 

Another huge advantage of real estate over stocks and other investments is that you can take action to 
increase the value of the property.  It is amazing the value increase you can experience by purchasing 
the worst house on the block and merely cutting back overgrown landscaping and painting the home; you 
can literally purchase a home for $85,000, paint it for $1,200 and have its value increase to $95,000. 

Commercial property values can be enhanced my merely increasing the rents.  For instance, if you 
purchase a commercial property, provide cosmetic improvements and divide larger spaces into smaller 
spaces which demand a higher per square foot rental rate, you can experience a huge increase in value.  
For example, assuming you  purchase a 5,000 square foot building which was commanding rents of 
$1.25 PSF per month and subdivides the space into smaller spaces with market rents of $1.67 PSF per 
month, assuming a 10% cap rate, the value increase would amount to $252,000 ([($1.67 - $1.27) x 12] x 
5,000 sf / 10%).  I do not know of any investment other than real estate which will allow you to use your 
creativity and/or sweat equity to increase the value of your assets. 
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Tax Advantages  
Because the government is very supportive of property rights and having individuals assisting in providing 
decent affordable housing for the nation’s population; the government offers many tax advantages for real 
estate investors which are not available to investors in stocks and bonds.  While the topic of tax 
regulations can be very complicated and detail oriented; if you are going to be a serious real estate 
investor and pursue the Worry Fee Retirement at a minimum you must become acquainted with the tax 
laws and I strongly suggest that you bring on an CPA as part of your Wealth Team™ (to be discussed 
later) to assist in matters of taxation and estate planning.  While it is not the purpose of this book to 
discuss tax regulations surrounding real estate investing, I want to discuss the two if major tax advantage 
of real estate over stocks and other investments mainly: (i) depreciation and (ii) the tax free sale of real 
estate.  

Depreciation  
As I previously discussed in Section 3, “Real Estates Provides Monthly Income”; real estate investors are 
able to offset real estate income with the use of depreciation. Depreciation allows you to depreciate the 
value of the property (excluding land value) over time.  Depreciation does not cost you any money and 
yet it can provide a tax loss to offset your income.  There is no such corresponding offset for income 
received from stocks or bonds. 

Tax Free Sale of Real Estate  
 As of the date of this writing, the government allows individuals and/or couples to exclude from the sale 
of their principal residence $250,000 and $500,000 respectively provided that they have lived in the home 
for 2 of the last 5 years.  As such, if you and your spouse purchased a home for $200,000 and have lived 
in the home for 2 of last 5 years and sell the home for $600,000; you do not have to pay taxes on your 
$400,000 ($600,000 - $200,000) gain!  For a real life example of this tax benefit, Richard and Amy 
purchased their principal residence in Scottsdale, Arizona for $410,000. They recently sold their house for 
$829,000 making for a profit of $419,000 in just two years.  As the result of the sale and the federal 
government’s exclusion of the gain on their principal residence, Richard and Amy paid no taxes on their 
$419,000 profit!  If this had been a stock rather than a home they would have had to pay a 15 percent 
capital gain tax on the profit or $62,850 ($419,000 x 15%).  This is a huge tax benefit which we will 
discuss later in the book as a way to accelerate your purchase of real estate investments. 

For more information related to tax advantages of real estate, I recommend Diane Kennedy’s book 
entitled Real Estate Tax Loopholes. In my opinion, the book discusses complex topics in an easy to 
understand format.  As always, I suggest that you consult with your tax advisor on tax issues as tax 
advantages vary from individual to individual.  If you don’t have a CPA, I strongly suggest that you add 
one to your Wealth Team™ as the payment and/or deferral of taxes can have huge implications for you 
investment returns, net worth and estate planning. 
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With Real Estate You Can Obtain Cash without Selling and/or Paying 
Taxes  
As your real estate portfolio appreciates in value you may refinance the property and pull out cash without 
paying any taxes.  Excluding the use of margin loans, if you want to pull money out of stocks you have to 
sell the stock which may trigger a taxable event.  As long as you have owned the stock for over 12 
months, the gain on the sale of stock will be taxed at your capital gain rate which as of the date of this 
writing is a maximum of 15 percent.  With real estate, provided the value of your property has increased, 
you may refinance your property and receive income tax free.  For instance, let’s say you purchased a 
home 5 years ago for $200,000 and now the property is worth $400,000.   

Assume further that the outstanding mortgage you obtained when you purchased the home is now 
$150,000 leaving you with equity in the home of $250,000 ($400,000 - $150,000).  If you obtained a new 
80 percent loan on the value of the home or $320,000 ($400,000 x 80%) and paid off the remaining 
$150,000 mortgage, you would walk away from the closing table with a check for $170,000 ($320,000 - 
$150,000).  All of this money would go to you tax free to be used to spend in your retirement or to 
purchase new investment properties.  The ability to pull cash out of real estate assets without triggering a 
taxable event is not available with other types of investments. 

Real Estate is the Easiest Way to Create Wealth with Very Little Cash 
For the nine reasons previously discussed, real estate is the only investment vehicle available to all 
investors regardless of means which will increase in value, provide tax benefits as well as generate a 
monthly income which will allow you to reach a Worry Free Retirement™. I began my real estate 
investment career in a bad real estate market, with no money and bad credit.  At present, the value of our 
family’s real estate holdings is in excess of $7 million with equity of over $4 million. If we can do it, so can 
you!   

Additionally, investing in real estate is a lot of fun.  There isn’t any place my wife and I go in our business 
and personal travels where we don’t explore the local real estate market and look for potential real estate 
investments.  As of the date of this writing, in addition to the rental properties my wife and I own in the 
Phoenix metropolitan area; we own rental and investment property in the White Mountains of Arizona; 
near the northeast entrance to Yellowstone Park in Montana, on the beach along the Sea of Cortez in 
Mexico as well as Sydney, Australia. What makes this even better is that every time we go to Montana, 
Mexico or Australia we can write-off a portion of the trip as a business expense….This is another tax 
benefit which the government allows.  

Conclusion 
As you can see, real estate is an investment which provides a myriad of advantages to that of stocks and 
bonds do not.  The Real Estate Return Maximizers™ are the reason why that if you want to have a Worry 
Free Retirement™, real estate has to be at the core of your investment strategy.  In my opinion, without 
owning at least 2 to 5 rental properties in addition to your principal residence, you will not generate the 
returns, yields, net worth and on-going monthly income which will be necessary to provide for you in 
retirement.  As such, you may be forced to sell stocks, bonds and mutual funds to provide for monthly 
living expenses, thus depleting your net worth and triggering potential taxable events and forcing you to 
live below the standard the living which you are currently accustom. 
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The Acquisition Maximizer™ 

Overview of the Acquisition Maximizer™ 
Before we get to the details, let’s reacquaint ourselves with the graphical representation of The 
Acquisition Maximizer™. 

 

 

The purpose of The Acquisition Maximizer™ system is to put into place the knowledge and the systems 
which will allow you to generate a constant flow of acquisition candidates for your real estate enterprise. 
The components of the Acquisition Maximizer™ system include the following: 

The Lynch Pins™ of Real Estate Investing  
The Lynch Pins™ are a concept and strategy which will help you focus on looking for the type of 
properties which will ultimately allow you to see the greatest degree of financial success through 
appreciation, rental increases, low vacancy rates, reduced maintenance costs, and value enhancement. 

Market Data Miner™  
Once you have determined what type of properties to invest and where to invest, the Market Data 
Miner™ will assist you in determining the market rents, vacancy rates, and sales prices in your market 
area. This information is critical if you want to make wise investment decisions.  Remember you make 
money in real estate when you buy property and not when your sell. This is why it is critical that you have 
knowledge of the market in which you are investing.  The Market Data Miner™ provides with the 
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background on how to locate and retain the market data which will be critical in the creation of your real 
estate portfolio. 

The Acquisition Locator™  
The Acquisition Locator™ is the system which when put in place and maintained will provide your 
business with continued leads for the acquisition of investment properties under the Buy & Flip and Buy & 
Hold business strategies. The main components of the machine which will keep your real estate business 
growing are: 

Wealth Team™ Members – Wealth Team™ members are the professionals which you hire for 
their particular expertise related to growing your business. These include real estate brokers, title 
companies, accountants, lawyers, property managers and handy men.  

Eyes and Ears on the Street – Your “Eyes and Ears” on the street are people you deputize to 
help you find potential real estate acquisitions before they hit the market. These could be 
mailmen, garbage men, barbers, hairdressers, neighbors, and baristas at the local coffee house 
or the clerk at the grocery store. Your Eyes and Ears are anyone who has continual contact with 
the public in the area in which you want to invest. 

Bird Dog Letters™ - Represent letters which send out to selected property owners within your 
selected market areas determine from your work with The Lynch Pins™ asking if they are 
interested in selling their property. 

It is our firm belief that to be successful in building a profitable real estate business you need to know 
your seller and understand the problem which they are trying to solve by selling their property. Once you 
understand where they are coming from you will be able to customize a sales proposal using your Terms 
Expanders™ which will enable you to conclude a successful negotiation for both you and the seller.   

Acquisition Strategies 
The two acquisition strategies which we will be exploring are the Buy & Flip and the Buy & Hold. They are 
described as follows: 

The Buy & Flip – Purchasing property with the intent of selling the property to others through an 
all cash sale or through the provision of financing for the sale. In order to carry out a Buy & Flip it 
is suggested that you utilize The Buy & Flip a systematic formula to prevent you from losing 
money on your Buy & Flip transaction. 

The Buy & Hold – Purchasing property with the intent of holding on to the property for the long 
term (i.e. forever) with the intent of enhancing cash flows and value over time. 

The Terms Expander™ - The Terms Expander will keep a number of terms and conditions 
which you will want to employ in your negotiations with the seller to create value and flexibility. 
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The Linchpins of Real Estate Investing™ 
If you are going to be a real estate investor who is looking to purchase investment property for the long 
term and create the financial tools and options which will create a myriad of options for you to enhance 
property values and harvest cash flow over the years; then you need to understand The Linchpins of Real 
Estate Investing™ which are: 

• Location 

• Enhanceablity 

• Terms   

Location – Find “Enchanted Areas” 
If you are going to do well over the long term in the arena of real estate investing whether this means 
flipping properties or buying for a long term hold, then purchasing properties in great locations is a must.  
You may have heard that the secret to making money in real estate is “location, location, location”.  
Location is one of the keys to the Real Estate Wealth Building System™.    Well located property is 
typically found within a 7 to 10 mile radius of a major metropolitan employment center in areas of the 
community which are “enchanted”. “Enchanted” is defined as areas which are highly sought after because 
within a short walking distance they offer coffee shops, restaurants, parks, playgrounds, quality schools, 
libraries, wooded lanes, public transportation, entertainment venues, and employment opportunities.   

To give you a better idea of what is meant by “enchanted”, I own a number of investment properties in the 
area of 40th Street and Camelback Road in Phoenix, Arizona. Within this neighborhood there are some of 
the best public schools in the state, public parks, walking/jogging paths along a canal, a post office which 
was converted into a wine bar, ten highly noted restaurants, a gourmet specialty grocer and a pizza 
restaurant which is continually being written-up in the New York Times as having some of the best pizza 
in the United States.  As a result of this area’s charm and amenities, it is highly sought after by renters 
and buyers alike.  

The reason you want to find enchanted neighborhoods is because people will always want to live in these 
areas whether they want to purchase a home or rent.  Homes built-out on the outskirts of town will not be 
where people want to be long term. Sure these houses are nice and they provide shelter however, they 
do not provide the sense of community and interaction which the enchanted neighborhoods provide.  
Second of all, the areas on the outskirts of town are not proven while the enchanted areas have proven 
themselves over the years and through the ups-and-downs of the real estate market.  As such, it is 
recommended that you identify the enchanted areas and focus your real estate investment activities in 
these areas.  Remember you want to be a real estate investor rather than a real estate speculator. 

Lastly, just about every problem real estate investors experience managing rental properties are a factor 
of the location of the property.  I once purchased a condo, in a not so great location because I could 
purchase the unit for only $24,900! While at the time I thought I was making a great buy, the purchase 
has cost me so much time to manage, the purchase really has turned out to be not such a hot investment, 
as the area is in a “not so hot location”, and as a result the tenants are also “not so hot”.  I have problems 
with late payments, damaged property, and noise complaints.  By contrast the properties which are 
located in “enchanted areas” attract “enchanted tenants”.  The enchanted tenants understand that they 
are paying a fair rent for a great location with a huge livability factor and they know their unit is in demand. 
As such, the pay their rent on time, care for the property and follow the rental policies.   

While we are looking for properties which have a huge “livability factor” we also have to understand that 
we are looking for properties where the average Joe can afford to live.  As such, we are looking for Fords 
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not BMWs.  When looking for single family homes we want to find homes which are in lower 1/2 of sales 
and/or assessed valuations occurring within the market area, meaning we are purchasing affordable 
properties in a highly sought after location. As such, you need to have a thorough understanding of your 
selected market to be able to determine the value of homes in your area. (See the Determining Market 
Values section for more information). 

Enhanceablity 
When you look for investment property in enchanted areas you want to find properties where you can 
change something about the property which will in turn “enhance” the value of the property. This concept 
of “enhanceablity” may take many forms. For instance, you could purchase a single family home however; 
given your knowledge of the market and the zoning of properties in your market area you understand that 
while the property is currently a single family home, the zoning laws allow you construct an additional 
three units on the property.  By changing the picture from one single family home to effectively a single 
family home in addition to a tri-plex, you have increased the value of the property.   

Ways to enhance the value of property include the following: 

• Adding additional rental units to a property; 

• Increasing below market rents to market rents; 

• Installing coin operated laundry facilities; 

• Charging for reserved parking; 

• Installing storage facilities and charging for storage space; 

• Installing soda/candy machines; 

• Installing video games in laundry areas; 

• Renting furnished units; 

• Cleaning units; 

• Removing carpets to expose hard wood floors; 

• Landscaping / removing trash; 

• Painting the interior and exterior of the unit; 

• Adding a carport or garage; 

• Installing new carpets; 

• Installing new plumbing fixtures; 

• Adding new interior and exterior doors; 

• Putting in new windows; 

• Adding a porch / deck; 

• Installing new lighting fixtures; 

• Adding new bathroom fixtures; 

• Installing ceiling fans. 
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Another way to enhance the value of a property is to reduce expenses.  While you should be monitoring 
all of your expenses on a consistent basis, the expenses which appear to be the most prone to 
overcharging are: 

• Property Insurance (monitor your coverage and shop insurance on an annual basis); 

• Property Taxes (protest your property values annually to reduce property taxes); 

• Utilities (consider having your units individually metered to allow tenants pay for their own utilities 
including water). 

Monitoring and reducing your expenses can result in huge value increases. For instance, if you reduce 
your expenses by $100 per month or $1,200 per year, assuming a 6% Cap Rate; you have increased the 
value of your property by $20,000 ($1,200/6%)!  Not bad for a few phone calls to reduce your expenses. 

Terms 
Terms may mean a lot of different things to different real estate investors. For instance, if your investment 
strategy is to Buy & Flip; then purchase price is the most important term. If your investment strategy is to 
Buy & Hold, then purchase price is not necessarily the most important term.  With the Buy & Hold, I will 
always give on price to get other terms some of which are discussed here. 

Seller Financing – The Pot of Gold 

One of the greatest terms you can negotiate with a seller is seller financing. When I look back on 
the best investment deals I have ever done, they all share one thing in common – seller financing.  
Seller financing is when a seller carries back a promissory note secured by a deed of trust on a 
property.  For instance, you may purchase a duplex for $200,000 with $10,000 down and the 
seller carries back the remainder of the purchase price in the form of a $190,000 promissory note 
payable monthly at 6% interest only or more with the balance due and payable in 10 years.  In my 
opinion seller financing is the pot of gold at the end of the rainbow given all of flexibility you can 
create with seller financing that you cannot achieve with a bank.   

While we will get the details of seller financing and terms in later sections some of the terms 
which you will want to negotiate as part of your purchase include the following: 

1. Inclusion of the And/or Assigns Clause™ (See And/or Assigns Clause Section for more 
information). 

2. Get the seller to participate in the financing of the property. 

3. Terms on the seller financing including interest rate, amortization period and cash out. 

4. Substitution of Collateral Clause™ ™ (See Substitution of Collateral Clause Section for 
more information) 

5. Right of First Refusal Clause™ (See Right of First Refusal Clause Section for more 
information) 

6. Down payment (How much and when paid?) 

7. Closing date (30 days, 90 days, a year?) 

8. Personal property included in the sale of the property. 

9. Inspection provisions. 

10. Contingency clause(s). 

This is just a primer on terms. To get more specific information on terms see The Terms 
Expander™ Section. 
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The Market Data Miner™  
To be a successful real estate investor you must know your market.  You have to commit to doing 
something every day to continue to learn about the markets in which you are investing. This means 
driving your market, calling on for sale and/or for lease signs, inspecting units which are offered lease, 
driving resent sales comparables, and  talking with neighbors.  This is a huge part of the sport of real 
estate investing. It’s just like the star athlete who trains day-in and day-out when no one is watching or 
cheering.  If you want to make great real estate investment decisions you have to know the market. If you 
are unwilling to do this legwork you may as well stop reading and find another vocation because you will 
not be a great real estate investor. If you are willing to do the day–in and day-out investigation of your 
market you will be successful. 

Determining Market Value 
When investing in real estate it is crucial to determine the value of property in the market area in which 
you are investing. It is only through the determination of value that you will be able to determine if the 
property you are purchasing is a good value or what the value of the property will be once improvements 
have been made and/or the rental rates increased. If you are not familiar with market values, chances are 
you eventually will make a buying mistake and pay too much for a property. Remember you make 
money in real estate when you buy not when you sell. 

Develop an Investment Strategy 
One of the biggest mistakes which real estate investors make is that they do not have an investment 
strategy and knowledge of their market area.  As a result, they have no disciple surrounding what types of 
properties they are looking for and what they are going to do with the property once they have acquired it.  
Additionally, because they have not identified an investment strategy which includes the area(s) in which 
they are going to invest; they have no knowledge of values in their specific market area(s) because this 
area has not been identified.  As such, before you begin to purchase investment property you need to: 

• Identify your preferred property type (single family homes, duplexes, condos, etc.); 

• Identify the market area(s) in which you are going to invest (See The Lynch Pins™ Section; 

• Define your investment strategy (Buy & Flip, Buy & Hold.); 

• Learn everything about you can about the market in which you are investing. 

Confine Your Investing Activities to Specific Neighborhoods / Market 
Areas 
There are plenty of markets in which you can invest however, the market areas you choose will dictate 
the type of tenants you will have.  If you invest in rental properties in run down, crime prone areas 
chances are pretty good that you will get less than stellar tenants.  This is why it is strongly suggested 
that you find neighborhoods which have survived the tests of time and are what are referred to as 
“enchanted” (See The Lynch Pins™). 

Find Enchanted Neighborhoods 
The first step in selecting a market area is to find an area which is located within 10 miles of an area’s 
major employment center.  Generally, the major employment center will be the central business district of 
a community.  While a 10 mile radius covers a lot of land area, within this radius you will want to identify 
the areas which are “enchanted”.  By enchanted, we are referring to areas which are highly sought after 
because they are within walking distance to coffee shops, restaurants, parks, playgrounds, quality 
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schools, libraries, wooded lanes, public transportation, entertainment venues, and employment 
opportunities. 

The reason you want to find enchanted neighborhoods is that people will always want to live in these 
areas; Homes on the outskirts of town will not be where people want to be long term.  Secondly, the 
areas on the outskirts of town are not proven while the enchanted areas are.  As such, it is recommended 
that you identify the enchanted areas and focus your real estate investment activities in these areas.  
Once you have identified your enchanted neighborhoods and their physical boundaries, it is now time to 
get down to work to determine market values. 

Determining Market Value – Three Approaches 

Market Value Determination  
The three ways which appraisers determine market value is through the: 

• Cost Approach  

• Sales Approach 

• Income Approach 

The Cost Approach values property through the determination of what it would cost to build the 
property today and then depreciates the newly constructed value to adjust for the property’s age to 
determine the value of the property today. This approach is primarily utilized by insurance companies 
or appraisers who are attempting to value a “one of a kind” property for which there are no real good 
sales comparables available.  

The Sales Approach seeks to determine what similar types of property are selling for and then 
adjusts the value of the sales comparables to that of the property which is being valued.   

The Income Approach values a property based upon the income stream which it produces after 
paying for expenses such as property taxes, insurance, repairs, maintenance, but before debt 
service. 

For purposes of our discussions we will be dealing with the Sales and Income Approaches to value.  
Additionally, we have broken down the discussion to two type of properties single family residential and 
multifamily. 

Single Family Home Valuation (Sales Approach To Value) 

Single family homes are valued primarily using the Sales Approach.  Property valuations using the 
Sales Approach utilize sales of similar type properties in and around the area in which the property 
you are attempting to value is located.  Accordingly, in order to value a property you must learn 
everything you can about the sales which have occurred in an area so that you may adjust the sales 
comparables prices to match the characteristics of the property you are attempting to value. As such, 
when you are first learning about sales prices within your market area, you must first obtain a listing 
of all sales which have occurred in the market area over the last six (6) months.  You can obtain this 
list by providing your Wealth Team™ real estate agent and/or title agent with a boundary description 
of your market area and asking them to provide the following information related to each sale: 
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• Address 

• Sales date 

• Sales price 

• Zoning classification 

• Home  size (Square footage) 

• Lot Size 

• Home make-up (number of bedrooms and baths, pools, garage stalls, etc.) 

• Style 

• Construction type 

• Days on Market 

• Type of sale (arm’s length, bank REO, short sale, etc.) 

• School District 

• Assessed value of property 

• Property tax rate 

The Threshold Theory™ 

Once you have obtained this information, you now need to drive by each one of the sales which have 
occurred over the last 6 months and implement what I call the “Threshold Theory™”; meaning the 
only way to understand your market is to walk through as many “thresholds” and inspect the sold 
and/or homes for sale to understand values in your specific area.  When you are working on your own 
unique Threshold Theory™ I suggest that you utilize the Real Estate Navigation Forms™ which are 
available via free download at our website located at www.thepropertyledger.com.  Additionally, I 
have attached the Real Estate Navigation Form™ which I use for tracking sales comparables within 
my market areas for your ease of reference.   When completing the Real Estate Navigation Forms™ 
using the information which you have obtain from the real estate brokers, title agents and/or other 
Wealth Team™ members, you will begin to see trends in pricing which have occurred over time and 
will be able to determine sales prices per square foot. 

Now drive the front and rear (if possible) of the properties sold and let the image of the sale become 
etched in your mind.  Create a “mini-brand” of the sale in your mind so that over time you will be able 
to discern the value of property just by looking at it.   

Once you have completed your drive-bys, you can now begin to estimate the value of the property 
you are interested in purchasing (“Subject Property”) by comparing the sales comparable to the 
Subject Property. For instance, if a sale comparable had a swimming pool and the Subject Property 
does not, then you would reduce the sales price of the sale comparable by the cost to add a 
swimming pool (i.e. about $25,000). You make adjustment for all appropriate difference between the 
properties for items such as: 

• Age of property 

• Condition of property 

• Locational characteristics 

• Size of home 

http://www.thepropertyledger.com/
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• Size of lot 

• Zoning 

• Upgrades 

• Garage(s) 

• Amenities (porches, pool, built-in BBQ, etc.) 

• Sales type (Bank sale, REO, distressed sale, arm’s length, etc.) 

 
If you inspect enough homes and keep records on each one of them you will soon find yourself 
being able to discern bargains when you see them.  Soon you will find yourself driving up to 
homes and intuitively being able to estimate the market value in its current condition and/or the 
value of the home once the home has been painted, landscaped and repairs made.   

There are no short cuts in relation to learning your market.  There are no websites which will 
magically estimate the value of the property or tell you the value of a property will be once the 
property has been fixed up.  You have to do this yourself and there is only one way to do this – by 
inspecting a lot of properties.  You have to get out of your car and inspect homes and 
neighborhoods.  There are no short cuts.   

With this having been said there are a number of websites which you can utilize to supplement 
your real estate market analysis but not replace it.  These websites include: 

• Your local Multiple Listing Service (the best information available); 

• County Assessors Websites – visit the county assessor’s website to get information on 
recent sales transactions, assessed valuations and property tax information.   

• Zillow – free real estate information. Search homes for sale, home prices, home values, 
recently sold home mortgage rates, apartment rentals, and other related items. Go to 
www.zillow.com for details. 

 
Multiplexes (Income Approach to Value) 

Properties with multiple rental units (duplex, triplex, four-plex, apartments) as well as office 
buildings, industrial buildings and retail facilities are typically valued using the Income Approach 
to Value.  With this having been said it is always good to check the reasonableness of your value 
conclusion using the Income Approach with the Sales Approach.   

In its simplest form, the Income Approach values of a property based upon the net operating 
income (“NOI”) which the property produces over a twelve month period.  The NOI is the money 
which is left over after you have collected all of your rents and paid all  of your expenses related 
to ownership (i.e. insurance, property taxes, repairs, maintenance, utilities, etc.) assuming that 
you own the property free and clear (i.e. no mortgage).  If rents go up and/or expenses go down, 
your NOI increases and as such so does the value of the property. 

To understand this concept more fully, it is first necessary to understand the concept of a 
Capitalization Rate otherwise known as a “Cap Rate”.  A Cap Rate is any rate which is used to 
convert income into value and reflects the relationship between one year’s income and the 
corresponding value.  An easy way to understand cap rates is as a measure of risk, the riskier the 
investment, the higher the Cap Rate. The safer the investment, the lower the Cap Rate.   

http://www.zillow.com/
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Let’s think about this concept for a minute.  At present there are not a lot of safe investments out 
there.  If you were to purchase a US Savings Bond the government would pay you approximately 
1.5%.  This rate is not very high however, it is safe.  You will not lose your principal and you will 
receive interest payment of 1.5% per year.  If you wanted a higher interest rate you would 
purchase a US Treasury Bond due in 30 years for 3.94% interest.  If you wanted an even higher 
rate of 10% to 15% you could purchase stocks however, you risk losing your investment if the 
stock price goes down.  Taking this concept and applying it to real estate, if you are purchasing a 
property in an enchanted area where employment opportunities abound and where people want 
to live, this is a much safer investment than purchasing the same property located on  the fringes 
of the metropolitan area which does not the possess the characteristics of an enchanted area.  As 
such, you would want a much higher Cap Rate say 9% or 10% to compensate you for the risks 
you are taking by purchasing the property on the fringes as opposed to accepting a 5% to 6% cap 
rate for the property located in the enchanted neighborhood. 

Another way to look at Cap Rates is that it is the return an investor expects to receive for 
purchasing a property. For example, if an investor purchases a property for $200,000 in cash 
which generates $12,000 in NOI then the investor is earning a 6% ($12,000/$200,000) return 
which is also the Cap Rate.   

1. Calculating Cap Rates 

Cap Rates are calculated by dividing the NOI by the sales price of the property. For 
instance, if the NOI for a building is $25,000 and the sales price is $350,000 then the 
Cap Rate is 7.14% or ($25,000 / $350,000 = 7.14%). 

When utilizing the Income Approach it is important to remember the following 
formulas.  If you know two of the variables it becomes easy to calculate the missing 
variable. 

Cap Rate = NOI/Sale Price 

NOI = Cap Rate x Sales Price 

Sales Price = NOI/Cap Rate 

The important concept to remember is that: 

• As Cap Rates go up - values go down. 

• As Cap Rates go down - values go up. 

The concept of Capitalization Rate is important as this is how you will make a lot of 
money purchasing multiplexes.  For example, because you have done your market 
analysis you have determined that Cap Rates within an enchanted neighborhood are 
5%.  Because the seller of a property has not been paying attention to Cap Rates 
and has agreed to sell you his triplex which has an NOI of $25,000 for $350,000 you 
purchased the property for a 7.14% ($25,000/$350,000) Cap Rate.  

However, because the market for triplexes is at a 5% cap rate the value of the 
property which you have just purchased for $350,000 is $500,000 ($25,000/5%).  
You just made $150,000 without doing anything to the property!  Do you see how 
important this concept is?  Take the time and play around with the concept of Cap 
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Rates until you are comfortable with the math.  It may take some time however soon 
you will be comfortable with this concept.  

It should also be mentioned that The Property Ledger™ will automatically calculate 
Cap Rates as well as other measures of financial return on your property as well as 
your entire real estate portfolio.  If you are currently not using The Property Ledger™, 
you may want to consider using this valuable tool.   For more information on the 
basics of financial analysis see the Knowledge Builder Section. 

2. Estimating NOI 

In order to estimate the value of a property you must first estimate the NOI for the 
property.  Naturally, if you are purchasing the property you will want to do the 
following: 

• Review all of the leases which make up the rent roll to determine that they 
are seasoned (meaning that the rents have been in place for a number of 
months and not just raised yesterday); 

• Inspect the units to determine that the rents are appropriate for the units; 

• Inspect the last three (3) years tax returns of the rental property to determine 
what the owner is actually reporting in terms of revenue and expenses 
related to the property; 

• Get property tax records related to the property from the tax assessor; 

• Call the utility company to determine the average utility bill for the property. 

As a general rule of thumb operating expenses (including vacancy) will be 
approximately 30 to 35% of a property’s gross rent. 

The calculation of NOI is as follows: 

  



 

36 
 

 

If you are utilizing The Property Ledger™ to analyze new acquisitions you know how 
easy the estimation of NOI and the resulting financial returns metrics can be. If you are 
not using The Property Ledger™ I suggest that you get your subscription today at 
www.thepropertyledger.com/buy. 

 
3. Power of Cap Rates 

The power of Cap Rates are evident when you begin to play with numbers.  For instance, 
if you are able to increase rents by $100 per month or $1,200 per year then you have just 
increased the value of the property by $20,000 ($1,200/6%) assuming a 6% Cap Rate.  If 
you lower your expenses by $100 per month and thus increase your NOI by $100 per 
month or $1,200 per year you have increased the value of property by $20,000 
($1,200/6%).  Are you getting the picture on how just small changes in rent and/or 
expenses can multiply into huge value changes through the power of Cap Rates? 

In closing, the knowledge of your market in terms of value and Cap Rate is absolutely 
crucial.  If you are not willing to put in the time to identify specific enchanted 
neighborhoods and learn everything is to learn in terms of value, rental rates and Cap 

http://www.thepropertyledger.com/buy
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Rates, then you should not bother to invest in real estate.  I have known a lot of real 
estate investors many who have made money in real estate and many who have lost 
money investing in real estate.  The difference between the two groups is that the 
successful investors invested in an area in which they were familiar and they knew 
everything about the market area in which they were investing.  Which type of real estate 
investor do you want to be? 

The Acquisition Locator™ 
Overview 
The purpose of The Acquisition Locator™ is to put in place systems which when engaged will leverage 
your time and increase your lead and keep the phone ringing; this is accomplish by enlisting the help of: 

• Market Data Mining™; 

• Wealth Team Members™; 

• Eyes and Ears  on the  Street™;  

• Bird Dog Letters™. 

While real estate investors have different types of properties which they want to pursue as an investment 
strategy, we at The Property Ledger™ general encourage real estate investors, especially those starting 
off, to focus on properties which make up the bottom 1/3 to 1/2 of the market.  This means that if the 
median home price in a particular market is $200,000; you will want to focus on homes which are priced 
at or below $200,000.  Why do we recommend this strategy? Because we want to be purchasing homes 
which we can either flip to buyers or rent out to the largest segment of the population.  Not everyone can 
afford a $750,000 home or a$2,500 per month lease payment, but in this instance the majority of the 
people could afford a $200,000 home.  We want to find Fords not Ferraris. 

The Market Data Miner™ 
When you are out in your markets inspecting rental comps, sales comps, new listings, inspecting rental 
units and speaking with neighbors, you will find for sale by owners (“FSBO”) properties available for sale, 
neighbors who know of someone on their street who may be considering selling their property, realtors 
working the area and other parties who may know of potential sales opportunities in the area.   

This information typically is not public information and you can use this to get a first chance to purchase 
the property prior to the information becoming public or before a realtor gets involved.  Here again, the 
only way to get this information is to get out of the car and start looking and property and talking with 
people.  Remember that our approach to creating and developing our real estate business is relational in 
nature. You can only get this information if you are talking with people.  This information is not available 
on any website, social media or newspaper. You have to be willing to get out of your comfort zone and 
speak with others.  For further information see The Market Data Miner™ section. 

Wealth Team Members™ 
The purpose of the Wealth Team™ is to leverage your time, efforts and effectiveness.    By creating your 
Wealth Team™ you will be able to leverage your time by having your Wealth Team™ do much of the 
work you had been doing allowing you to look for additional real estate investments or enjoy other 
pursuits. 
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While everyone’s Wealth Team™ may differ based upon the requirements of the particular investor; at a 
minimum I suggest the following professionals be considered as part of your Wealth Team™. 

 
The Wealth Team™ 

 

 
 

 
The Property Ledger™ 

The Property Ledger™ is the foundation of the Real Estate Wealth Building System™ and should 
be the cornerstone of your Wealth Team™.  The Property Ledger™ functions as the nerve center 
of  The Real Estate Wealth Building System™ and is the tool which is utilized to  prepare the 
acquisition analysis required for evaluating rental property acquisitions, preparing financing 
requests, monitoring the growth of your net worth, calculating your investment returns, and 
projecting your property’s and your portfolio’s cash flow.   
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Real Estate Agent 

The purpose of the real estate agent is to continually search for real estate investments for you 
which meet your investment criteria.  Not only can a real estate agent locate the next investment 
property but they can also prepare market comparables for both sales and rental rates and 
assemble statistics related to the market. The information generated by the real estate agent can 
then be input into The Property Ledger™ to evaluate the financial merits of the investment 
opportunity. 

Property Manager 

A great property manager can save you a lot of time and money.  Property managers not only 
lease the property once it has been acquired but they also perform routine maintenance on the 
property, clean the unit, clean the carpets, paint the walls and ready the property for rental upon 
the departure of a tenant.  Charges for property managers are dependent upon the tasks which 
they are asked to perform so it is crucial that you understand what your needs are in relation to 
the property management function and communicate such needs to the property management 
company when you are interviewing property managers for this member of your Wealth Team™.  
Don’t be afraid to ask the property manager for a custom set of services tailor made to fit your 
requirements.  As an example, because I have a great handyman that I found when I was acting 
as the property manager and because my handyman was cheaper than my  property manager’s 
handyman; I ask that the property manager not use their handyman, but rather used my 
handyman related to any repairs on my units. 

Mortgage Broker / Banker  

The mortgage broker and/or banker is one of the most important individuals on the Wealth 
Team™.  It is important to have a lender/banker who specializes in 1 to 4 units and another which 
specializes in properties in excess of 4 units.  It is important to remember that the requirements 
related to qualifying for single family home is a lot different than qualifying for a 12 unit building. 
More than likely you will have to two lenders who specialize in each borrowing type to assist you 
in your acquisitions.  

One tip is to provide and update your person financial information to your lending Wealth Team™ 
members on a monthly or quarterly basis. By having all of our personal and financial information 
with your lenders, you are to call the mortgage broker with the particulars of a transaction and 
they take it from there related to the preparation of a loan package; coordinating with the real 
estate broker and the title company.  As a result, you do not have to do anything related to 
obtaining a mortgage and coordinating the closing and this saves me a huge amount of time.  

CPA/Tax Specialist  

As one of the major benefits of real estate investing are tax benefits in order to take advantage of 
all of the tax advantages which accrue as a result of real estate investing and ownership, you will 
to need have a good CPA on your Wealth Team™.  We suggest a CPA who specializes in real 
estate and preferably one who is actively involved in real estate investing for his or her own 
portfolio.   Make sure you listen to their advice and follow through on their recommendations.  As 
you will a own number of rental properties as part of your Retirement Cash Flow Solution™ make 
sure that either you or your spouse qualify as a “real estate professional” so that you can enjoy all 
of the tax benefits of real estate ownership. 
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Insurance Specialist  

Get a good insurance agent as a member of your Wealth Team™ who can handle all of your 
insurance needs related to your rental properties. The ideal Insurance Specialist will balance your 
insurance coverage needs with your property’s cash flow requirements. 

Attorney  

It is good to have a relationship with an attorney who you can turn to when required.  Obviously, 
you want the attorney to be a specialist in real estate to assist with tenant issues, liability issues, 
and tax issues. 

Title / Escrow Specialist 

This is one of the most important member of your Wealth Team™ as this specialist can provide 
you with information on the names and address of property owners in the markets in which you 
are looking for acquisitions which have equity in their homes and may be candidates for seller 
financing.  This will be accomplished through the mailing of “Bird Dog Letters” which will be 
discussed in a later chapter.  

Additionally, the Title / Escrow specialist will help you in the drafting of your specialized 
documents including promissory notes, deed of trust, as well as title policies.  In order to get them 
to provide this information you may want to tell what you are doing and that in exchange for them 
providing information on properties which meet your buying criteria you agree to use them for all 
of your title work.  Remember that our whole philosophy of real estate investing is one of 
relationship and that you are attempting to do is to create a relationship with  this individual which  
will be a “win, win”  relationship for both parties. 

Bookkeeper 

Real estate investing is a business and should be treated as such. Hire a bookkeeper to track 
revenues and expenses for your portfolio and to coordinate with your CPA at tax time.  I also 
have my bookkeeper assist in scanning records into The Property Ledger™ and provide actual 
operating results so that I can continually monitor my real estate portfolio’s growth over time with 
The Property Ledger™.  If you do not wish to hire a bookkeeper, at a minimum, I strongly suggest 
that your purchase an easy-to-use accounting software package such as QuickBooks in order to 
allow you to track your revenues and expenses as well as to prepare monthly and annual 
financial reports. 

Handyman 

I can’t tell you how much time and money a good handyman can save you.  In my case, not only 
does my handyman do work on behalf of my property management company which saves me 
approximately 30 percent from what the property management company would charge; they 
know all of my properties inside and out and know exactly what has to done to each one every 
time there is tenant turnover.  
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Eyes and Ears on the Street™ 
As it is impossible for us to be present in our markets 24 hours a day you need to enlist the help of others 
who are in the market areas on a daily basis.  We call these individual our “Eyes and Ears on the 
Street™”.  These are people for whatever reason are working and/or living in the areas we are interested 
in investing and who may hear from a friend, neighbors, relatives, or co-workers who are thinking about 
selling their property located in the market areas you are investing.  

The way to get these individuals to help you look for property is to first introduce yourself to them and tell 
them what you are attempting to do. For instance, you may introduce yourself to the individual, tell them 
what you are looking for in terms of investment property and tell them that if they happen to know of 
someone who is thinking of selling their property; if they would provide you with their name and address 
and if you are successful in closing the transaction with the sell that you will pay them a 3% finder’s fee.  
Additionally, you should get their name, telephone number and email address to include in your data 
base.  I suggest that you then  send out a monthly update letter to all  of your Eyes and Ears on the 
Street™ and remind them of what you are looking for and let them know of any Eyes and Ears on the 
Street you have recently paid a finder’s fee.  If you purchase a $200,000 property and pay your Eyes and 
Ears on the Street ™ who may be a garbage man earning $35,000 per year a fee of $6,000 this is going 
to get people’s attention and they are going to pay extra attention to what is going on in their 
neighborhood. 

When developing your Eyes and Ears on the Street™ take the time to sit down with your potential 
informant and give them a good description of what you looking for (i.e. single family  homes, multiplexes, 
etc.) and a business card with your contact information. Tell them all they have to do is to provide with the 
address of the property which may be coming up for sale and you can do the rest. Naturally, if they can 
give you the name and contact number of the seller that’s even better.   

People you   may want to consider as potential Eyes & Ears on the Street™ include: 

• Baristas at coffee shops; 

• Store owners/workers 

• Waiters and waitresses 

• Gas station attendants 

• Clerks at grocery stores 

• Barbers / hair stylists 

• Policeman 

• Mailmen 

• Meter readers 

• City inspectors 

Bird Dog Letters™ 
The other important thing you do to continually generate leads is to send out letters asking home owners 
and/or property owners if they want to sell their property.  I call these letters “Bird Dog Letters™” because 
you are hunting for property which you can purchase with meet your acquisition criteria, and these letters 
serve to flush out the opportunities for us.   
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When sending out a Bird Dog Letter™ it is important to get the recipient interested in opening the letter.  If 
they don’t open the letter you have just wasted our opportunity to connect with the potential seller.  In 
order to get the recipient interested in opening the letter I recommend sending out plain white business 
sized envelopes which are hand addressed, your return address in the upper left hand corner of the 
envelope without your name and a plain stamp in the upper right hand corner.  Why to all of this work you 
ask yourself?   Because you want the recipient to open the letter.   

When most people get their mail they sort the mail over the garbage can. Junk mail and unwanted 
solicitations do not get opened and most often get immediately thrown into the garbage. However, when 
someone gets a hand addressed self-stamped envelope they will ask “Who is this person sending me a 
hand addressed stamped envelope? Who lives at this return address? What do they want? I better open 
this letter and find out.”  And this is exactly what you want them to do.   

I have included an example of Bird Dog Letter™ below: 

 

 

Don’t feel that you have to use this format; however, we wanted to give you an example of the “look and 
feel” of the letter. 
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If you want the phone to ring with Buy & Flip   and Buy & Hold opportunities, you have to be proactive and 
send out the Bird Dog Letters™ on a regular basis.  I suggest sending them out at least once a quarter to 
the property owners in the markets in which you are attempting to scare up opportunities.   

This brings us back to what we are looking for.  Remember the Lynch Pins of Real Estate Investing™ - 
Location, Enhanceablity and Terms.  We get the names and mailing address of the property owners 
which fall within our hunting criteria from our title company Wealth Team Member™ by providing them 
with the following criteria. 

A. Boundaries of your market area; 

B. Single Family Homes: 

• Assessed Valuation Guidelines – Lower 1/2 of the assessed value of single family homes 
within your market area; 

• Properties which have not sold within a minimum of 10 years thus they should have some 
equity. 

C. Multiplex (2 units +) 

• Names and address of all multiplex (2 units and above) regardless of assessed 
valuation and last sales date.  

In my experience with sending out Bird Dog Letters™ you should expect only a 1% to 3% response rate. 
The responses you get will vary from individuals wanting to know what you will pay for their home to 
others wanting to know who would send out such a letter.  At any rate, when the phone rings, be read to 
drop everything and field the call.   

If you  know that single family homes in  this area are selling in the $200,000 range and you need to 
purchase them below retail in the $170,000 range to have them work  for your investment strategy, if 
someone believes their home is worth $400,000 you probably don’t want to waste your time  on the call. If 
however, they have lived in their home for 20 years and believe their home is worth $195,000; you 
probably will want to prepare a property profile on the property and set up an appointment with the 
property owner to discuss a sale of the property and the courtship with this individual begins! 

The key with Bird Dog Letters™ to get the phone to ring is to consistently send 
them out on a quarterly basis to potentially qualified sellers. 

Know What You Are Looking For 
When you are hunting for investment property whether it be through looking at FSBO sales, the multiple 
listing services, driving your market areas, sending out Bird Dog Letters™, or your Eyes and Ears On the 
Street™ you have to know what you are looking for otherwise you may spend a lot of time and energy 
chasing transactions which do not fit your investment criteria.  In order to keep things simple we suggest 
that when starting out, confine you’re investing criteria to the following simple criteria that the potential 
acquisition must meet: 

• Be located in your defined market area; 

• Adhere to the tenants of the Lynch Pins of Real Estate Investing™ (Location, Enhanceablity and 
Terms); 

• Be within the lower 1/2 of the assessed values in your market area (Remember we are 
purchasing Fords not Ferraris); 
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• Property has not been sold within a 10+ year time period (This allows for the owners to have 
experienced appreciation in their property and also a significant reduction in their outstanding 
loan balance meaning that they have equity in their property and could potentially be interested in 
participating in seller financing.  See The Terms Expander™): 

• Be purchased below the retail value of property selling in the area (Note: Businesses which buy 
at retail and sell at retail go broke.  You have to purchase properties below retail value.); 

• If possible, involve the seller in some portion of the financing of the property; 

• Lastly, the property must GENERATE  A POSITIVE CASH FLOW FROM MONTH ONE (I 
suggest using The Property Ledger™ the cloud based real estate investment software at 
www.thepropertyledger.com/buy to evaluate the transaction including the tax implications of your 
investment). 

With the criteria above, you will save a lot of time money when looking for investment property. If the 
property you find meets these criteria you can generally be secure in knowing that you have found a great 
investment. 

Know the Seller 
In order to develop custom crafted transactions using the Real Estate Wealth Building System™ you 
have to know the seller and what goals they are trying to achieve through the sale of their property.  
Usually when people are selling real estate, they are generally trying to resolve issues in their life. These 
issues range from: 

• Financial challenges • Children moving from area • Retirement 

• Divorce • Death of Spouse • Job Change 

• Marriage • Health Condition • Moving 

The point is whether they mention a specific goal or not, they are generally attempting to achieve a goal 
or solve a problem whether this is stated or not. Your goal is to earnestly and honestly get to know the 
seller so that you help them get from where they are to where they are going. 

As you begin your interactions with the seller, try and mirror the language and level of sophistication of 
the seller.  If you are speaking with an 80 year woman who has just lost her husband of 55 years you 
would not talk to her in the same fashion if you were dealing with a male 40ish real estate attorney. Know 
your audience and speak to them in language which they will understand. 

While speaking with them they will provide you clues to about their life and these clues represent 
opportunities to get to know them better. For instance, if you see a picture of the seller fly fishing, you 
may want to strike up a conversation with them about fly fishing or fishing in general.  Take clues from 
your environment. This is why it is important to always meet the seller at their residence. In the seller’s 
residence is where they will have their whole life on display and this is where you will begin to pick up 
clues about their life which open up avenues for discussions related to their life.  The reason that it is 
important to spend time to honestly and earnestly get to know the seller is because if you have a personal 
relationship with the seller they are more likely to listen to your offer which in most cases will include an 
opportunity for the seller to participate in the financing of the purchase. Think about it, if a complete 
stranger came up to you and ask you a personal question or a personal request, you would more than 
likely say “no”. However, if a friend asked you a personal question more than likely you would respond. 

When you are building the relationship with the seller, here are the questions which you as a buyer 
should know about the seller when you are preparing to structure accustom crafted purchase offer. 

http://www.thepropertyledger.com/buy
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Is there an urgency of the seller’s situation?   

Is there a clock ticking in the mind of the seller to accomplish the sale within a period of time? 
Such as: foreclosure, default, 1031 exchange and have identified their replacement property. Is 
there anything going on that creates a legal/financial deadline may be of benefit to you in the 
structuring the transaction.  This could be a personal issue as well.  

Is there a looming financial need which the seller is trying to accomplish? What amount of 
money will solve the financial pressure the seller is under? 

Who is the decision maker?  

If husband and wife – who is the decision maker?  Focus your analysis on the decision maker 
and what they are trying to achieve. 

What is the seller’s perception having to do with how complicated the situation is at hand? 

How familiar are they with all of the steps involved in the sales transaction? Are they 
knowledgeable in terms or real estate transactions or not? What is their perception around the 
complexities of getting the transaction closed? 

What is the seller’s emotional connection / or not around the property? 

Are they attached or detached to the property? This is a critical part of the puzzle in structuring 
you offer.  Show sensitivity to deep seller connections with the property. Be aware of this 
connection if there in fact emotional issues surrounding the transaction. 

Being aware of what the seller sees when he/she looks at you. 

They are not going to say this however, they may be thinking that you are one of those late night 
cable TV “nothing down real estate investors”: 

 Look for body language in how they are approaching you. Items to watch out for 
include: 

• Firm handshake 

• Squinting eyes 

• Defensive position and/or posture 

 Look for these clues and try and to improve the seller’s perspective of you. 

• Look for items which will connect you to the seller (i.e. golf clubs “wow 
you are a golfer, so am I”). Awareness is the key. 

• You may want to call out the elephant in the room (i.e. discuss the fact 
you are a real estate investor). 

• Where do I stand in the seller’s eyes? If they see you poorly you must 
work hard at creating a better place and connection with the seller. 

 
Are there any unrelated life events which are creating pressure on the seller? 

Is owning the property becoming a full time job for them when all they want to do is move to 
Arizona? Have their children moved out of state and they want to do is move? Do they want to 
travel and not have to own the property? Life is dynamic and ever changing. When things change 
….things change. 
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By selling this property focus on the gain which they will receive as the result of the sale 
or the relief which they will feel when it is sold?   

Once your know this, you can present your offer in this light, for instance, if this is an estate sale 
and they don’t want to deal with the clean  out  of the unit, assure them that you will purchase the 
home “as is” as will do all of the clean out so they don’t have to deal with it. 

Do the sellers have other properties? 

Do your homework; some sellers are dumb like a “fox” meaning they pretend that they have 
never sold a property before when they hold multiple real estate holdings. Do research on their 
level of their sophistication as it relates to real estate. How did they come into the ownership of 
the property? Was the property purchased 20 years ago or was the property quit claimed to 
them?  

Probe for whether they will providing your offer to a CPA, Attorney, Financial Advisor etc. 

Write the offer to the level of sophistication of the person who is going to be reading the offer.  

Overcoming the Seller’s Objections 
When discussing sales possibilities with the seller it is important to spend time with them to understand 
their goals and objectives related to selling their property. The more time you spend with the seller they 
are likely to ask you questions or present objections to your proposed transaction structure.  This section 
is designed to present you with some of the more common objections you will hear from sellers and give 
you some responses which you may want to consider. 

Being in front of sellers multiple times gives you the opportunity to overcome seller’s objections. When 
responding to the seller’s concerns, your responses will have much less effect unless you are actually 
face- to-face with the seller.  The only way to get better in the area of real estate transactions is to be in 
the arena with the seller and read the verbal and non-verbal clues which the seller is communicating.  

Remember that you and you alone will be facing the seller in the negotiations and as such you need to 
know a lot about the property before you even get to the meeting. The basis of this information will come 
from your Wealth Team Title Member who provides with information related to the property including but 
not limited to: 

1. Date of purchase; 

2. Purchase price; 

3. Date home was constructed; 

4. Square footage; 

5. Sale price per square foot; 

6. Pool / Garage; 

7. Mortgage / encumbrances on the property; 

8. Name of Seller; 

9. Recent sales comparables in the area; 

10. Rental rates in the immediate area; 

11. Does the Seller own other property in the area? 
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Additionally, before meeting with the seller, try and learn everything you can about the seller; what do 
they do? Do they own other property and what is their level of sophistication surrounding the ownership of 
real estate?  

Remember there are no scripts for the interaction with sellers. The purpose of the Real  Estate Wealth 
Building System™ is to prepare custom crafted offers which not only meet your objectives but the seller’s 
as well. With this having been said, the following represent some of the more common questions you will 
hear? 

Why do you want to buy my house?   

This is usually a very defensive question, so be sensitive, when addressing this question you may 
want to approach the question by saying something to the effect “You and I both know that I 
haven’t been inside your home however, you home is located in a very attractive area which I am 
interested in purchasing your property.” 

If they object to the proposed purchase price which is lower than what they are seeing in 
relation to other homes which are listed in the neighborhood? 

A seller can list their home for any price they want which may or may not be in line with the 
market.  Additionally, if the seller takes your purchase price they are not paying the 6 or 7% sales 
commission which they would be with a broker.  The sellers are not going to be required to 
address all of the items which will be brought up through a home inspection which will occur as 
the result of selling through a broker.  Other items which the seller should consider include that 
they will not be required to pay points on the loan and/or buy down the mortgage.  Lastly, you 
should be willing to purchase the home immediately and as such they will not have to have the 
house on the market of any length of time. 

Interest Rate Structures (Thoughts) 

If the property is a non-owner occupied residence which is in bad shape, I would suggest a non- 
interest accrual interest rate because the unit is like a mini-business and the unit is not ready for 
business as we have to get it ready prior to being able to rent the unit. 

Additionally, develop an understanding for what lending institutions are willing to pay for savings 
deposits in their institutions.  Get flyers from banks to show them that you can pay the seller 
many times what the banks are willing to pay. 

• If rates are so low why don’t you go to the bank and get a lower interest rate? 

Use this statement in a slightly different way by saying 
something to the effect, “Yes they are and they are paying you 
even less interest for your savings.  I would rather pay you 4.5% 
rather than the bank and this is for your benefit. I would rather 
benefit you than the bank”. 

Capital Gains 

If the seller is going to assist in the financing of the property, discuss how the seller will   not have 
to pay the capital gains tax to the government until they receive a principal payment and as such, 
the seller will be earning interest on money that they would have otherwise had to pay to the 
federal government. This can be a huge benefit to the seller. 
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What if the Seller is going to invest in another property? 

If they haven’t already identified the property for replacement, we may ask them to reconsider 
and consider selling the property on an installment sale rather than a 1031 Exchange and have 
the clock ticking and they end up purchasing a crummy property. 

Collateral for the Seller’s Promissory Note 

Money always wants three things: 

1. A positive return; 

2. A substantive collateral; 

3. Customer service. 

The question then becomes, “Where is the best place to put the sale’s proceeds to get a 
positive return with substantive collateral and great customer service as opposed to 
placing the sales proceeds with some nameless faceless person at a bank?  What can be 
a better piece of collateral than the home which you are familiar?” 

• The objection will generally come when you attempt to move the 
collateral through the Substitution of Collateral Clause™. Meaning 
that the beneficiary (i.e. seller) may want to know that there is ample 
collateral value and sufficient cash flow to meet the debt.   

• An important reason that the seller would want to have the 
Substitution of Collateral™ clause utilized in their transaction is for 
their protection.  If you  sell  the property the seller is right  back  in  
the same situation  of  having to  pay capital gain taxes and invest 
the proceeds in  the bank and generating a low interest rate. 

• First Position vs.  Second Position  

Some seller’s wanted to be in first position rather than second position.  This can 
be solved by providing an insurance policy which will pay the second mortgage 
off if anything should happen to you.  The key however, is to develop a 
relationship with the seller. In the case that you invoke the Substitution of 
Collateral Clause™, you will provide them with the appraisal of the property; 
proof that there is sufficient equity in the property in addition to your financial 
statement and other information which they may require. 

NOTE: See Substitution of Collateral Clause™ for specific details of 
this strategy. 

And/or Assigns 

The way to address questions related to why you added the “And/or Assigns Clause™ is to 
protect the seller.  “Look Bill and Sue, I have written this offer up with a $300,000 cash offer to 
close in 60 days. If something happens which prevents this from happening, this clause gives me 
a safety valve to bring in more horsepower to the close the transaction should this happen.” 

NOTE: See the And/or Assigns Clause™ for specific details related to this strategy. 

Due on Sale Clause  

On your promissory notes include a clause which does not include a “due on sale clause” 
whereby you would have to cash out the seller/beneficiary when and if you sell the property. 
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You want the seller to understand the following premise that you are involving them in the 
transaction and that they are becoming your business partner.  You are the day-to-day operator 
and they are the financial partner. As such, you want to create every opportunity to have the 
business succeed. This is in everyone’s best interest that they get a check every month and to 
guarantee this you need to have the flexibility to adjust accordingly so the business has the ability 
to pay the creditors, of which the debt on the property is the biggest creditor. 

Term of Note 

Some sellers want the term of the note to be only 3 years.  You will want the term of the note to 
be the longest time possible. The cycles of real estate are usually 7 to 10 years and in this time 
period, the property should have increased by 20% to 30% and in this world you should be able 
to go out and get a mortgage to cash them out.  You may be able to cash you out sooner but you 
don’t want to agree to anything that you cannot 100% guarantee.  As such, write up the note with 
“interest only or more payments” so you can pay-off early if possible. The “or more” portion of 
this clause allows you pay-off the note at any point in time without penalty. 

Down Payment  

You usually will put 10% down and let the seller know that you are reserving money to do work on 
the property which will increase the value of the property and therefore the value of their 
collateral.  If possible, you can give them temporary cross collateralization on another property 
however, I would only do this if absolutely necessary. 

Ability to Purchase Note Should Seller Want to Sell the Note In the Future (Right of First 
Refusal) 

If the seller is going to sell the promissory note I want the ability to get a phone call to purchase 
the note at the proposed terms. Make sure you bring this up in the negotiations as you cannot go 
back to the seller in the future to negotiate this unless this has been included in the initial 
promissory note. 

NOTE: See the Right of First Refusal Clause™ for more specific details related to this strategy. 

Two Real Estate Investment Strategies 
The Real Estate Wealth Building System™ centers on creating financial opportunities in both the 
“hunting” and “farming” arenas of real estate investing.  You are out in the marketplace hunting for 
transactions which you will either execute through a Buy & Flip or a Buy & Hold. The Buy & Flip is utilized 
to generate cash for your business while the Buy & Hold is framed by increasing rents and reducing 
expenses, until such a time when the fruits of your labor (i.e. increased cash flow) may be harvested (i.e. 
refinanced).  

When hunting in your market area it is important to be flexible and keep your entrepreneurial options 
open to every possibility which may come your way.  The two options which are the focus of The Real 
Estate Wealth Building System™ are the Buy & Flip and the Buy & Hold.  While we get into some detail 
related to other types of transactions the two aforementioned strategies are the two which you will devote 
most of our attention and of the two, the one which is the most important and will create the most wealth 
for you and your family is the Buy & Hold strategy.  No one ever got wealthy buying & flipping properties, 
however, many individuals have created significant wealth by purchasing properties and holding on to 
them for long periods of time.  As such, while the Buy & Flip strategy can generate significant cash and 
income which you will have to pay income taxes on, but it could be the means by which you could quit 
your day job, generate cash for the next down payment and become a full time investor.   
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The Buy and Flip Strategy 
While I recommend holding appreciating assets for the long term as the key to wealth creation, we do 
release that many of the users of The Property Ledger™ implement the Buy & Flip strategy as a means 
of generating cash flow and/or to dispose of properties which do not meet their Buy & Hold strategy.   

When purchasing properties to flip, purchase properties which are located in high demand “enchanted 
areas” that are in the 1/2 of the assessed value of homes in that area.  When buying property to flip, the 
key is to be able to sell the property within an approximate 90 day window.   

Obviously, the most important element in a Buy and Flip is the purchase price; you want to be able to 
purchase a home which when renovated will sell quickly.  Therefore, it is absolutely essential that you do 
not over pay the property. When negotiating for the purchase price fight for every dollar and negotiate 
every aspect of the transaction from closing costs, contractor’s pricing, and the cost of building supplies. I 
strongly recommend that you follow the Buy & Flip formula presented below and only enter into 
transactions which adhere to this formula.  The Buy & Flip Formula™ is illustrated below: 
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In the case above, if the net figure in the Buy & Flip formula is positive; the acquisition would meet the 
criteria of the Buy and Flip. We have included blank forms of the Buy & Flip Formula as Exhibit B for your 
use. 

When pursuing a property for the Buy & Flip the most important element of the negotiation is the price, 
meaning you are willing to give on other terms if you are able to negotiate a price which will yield a 
positive figure in the Buy & Flip Formula™. With this having been said, you can use many of the concepts 
in the Real Estate Wealth Building System™, to super charge the returns of the Buy & Flip Formula™ as 
illustrated in the example below. 

Buy & Flip with the Substitution of Collateral Clause™ Example 

In this example you purchase a single family home which meets the Buy& Flip Formula™ for 
$100,000. The seller agrees to finance $60,000 of the sale with a promissory note payable at 6% 
interest or more due in 20 years. The promissory note is secured by a Deed of Trust on the 
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subject property however, the seller has agreed to include the Substitution of Collateral Clause™ 
as part of the transaction which allows you to move the collateral from the subject property to 
some other property in which you have $60,000 in equity and cash flow sufficient to support the 
$300 [(60,000 x 6%) /12 months)] monthly payment required to service the $60,000 debt.   

In this example let’s assume that you agree to sell the home to a buyer for $170,000. As part of 
your rights under the Substitution of Collateral Clause™ you tell the beneficiary of the promissory 
note (i.e. the initial seller) that you are moving his or her collateral from the subject property to 
another property which you   own with sufficient equity to cash flow to secure and service his or 
her outstanding obligation.  In this example, when you close and pay off the remaining $40,000 
loan balance ($100,000 - $60,000) you will walk away from the closing with $130,000 ($170,000 - 
$40,000) which is 10% down on a $1,300,000 property. See the Substitution of Collateral 
Clause™ section for further details. 

Buy & Assign Example 

In this example let’s assume the same facts as Example 1 however, when your write up the offer 
to purchase the property you list the buyer as “Your Name and/or assigns”.  Because you 
negotiated such a great price and terms on the property you could assign your purchase to 
another party (the “or assigns”) and receive an assignment fee for the putting the transaction 
together.  A good rule of thumb or an assignment fee is 50% of the value which have 
created.  

Remember that the value you created in the transaction not only consists of the “sticks and 
bricks” but also the terms which you negotiated.  In this example keeping the math simple to  
illustrate the concept let’s assume that because you were using the Buy & Flip Formula™ you 
had the necessary 30% profit or $30,000 ($100,000 x 30%)  built into your sales price.  In this 
instance you get 50% of this amount or $15,000 as an assignment fee. But this is not all; you also 
negotiated great terms on the seller financing and you should be compensated for this as well if 
the assignee is going to benefit from your terms.   

In this instance, let’s assume that typical standard financing in this type of transaction would have 
been at 7.5% amortized over 30 years.  This equates to payments of approximately $5,080 per 
year.  As you negotiated a 20 year interest only loan at 6%, the payment related to the $60,000 
financing is $3,600 per year or a savings of $1,480 ($5,080 - $3,600) per year for twenty years or 
$29,600.  The present value of receiving 20 payments of $1,480 per year for twenty years is 
$16,975 (assuming a 6% interest rate); meaning that the value of receiving the benefit of all of the 
$29,600 in payments over time is equal to $16,975 in today’s dollars.   

As such, if you were to take 50% of this amount as an assignment fee for negotiating the fantastic 
terms which would be worth $8,487.  Accordingly, you could assign this transaction for a total of 
$23,487 ($15,000 + $8,487) and still pass on $23,487 of benefit to the assignee.  A true “win/win” 
transaction for all parties involved. 

Other Financial Tools to Consider Using with The Buy & Flip:  
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Important Income Tax Considerations Related the Buy & Flip  

If you are doing a lot of buy and flips, the Internal Revenue Service (“IRS”) may consider you a 
real estate dealer.  “Dealer” status is an IRS classification which determines how the income an 
investor receives from their real estate holdings will be taxed. The IRS very generally defines a 
real estate dealer as follows: 

Real Estate Dealer – You are a real estate dealer if you are engaged in the 
business of selling real estate to customers with the purpose of making a profit 
from those sales. (IRS Publication 334: Tax Guide for Small Business) 

As may be expected the definition above leaves a lot of room for interpretation and creates a lot 
of gray area.  In fact, this is an area which receives a lot of litigation among investors and the IRS. 
This stems primarily from the fact that real estate investors can use multiple sales strategies in 
their investing activities. For instance, investors often sell their properties on a lease purchase or 
contract for deed (i.e. land contract or installment sale). The gains from these types of sales occur 
over a long period of time (15-30 years) and in some cases the profits from these sales 
transactions may not occur at all. 

The Dealer status is very subjective and will depend on a number of factors which the IRS will 
consider including the following: 

• Purpose of the acquisition; 

• Length of ownership; 
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• Number of transactions by the investor; 

• Proportion of income from real estate transactions; 

• Frequency of sales; 

• Amount of gain realized; 

• Nature of advertising for the properties. 

If an investor is determined to be a Dealer then ALL of the investor’s real estate related 
profits may be taxed as ordinary income and by subject to self-employment taxes as well. 

This applies even when the investor’s true intent is to keep the property for the long term (i.e. the 
Buy & Hold).  As a result, the investor will lose the benefits of depreciation and long-term capital 
gains treatment.  This is the case even if you collect your profit over 15 to 30 years.  What’s 
worse is that if you are determined to be a dealer you also lose the ability to do 1030 exchanges. 

The following examples illustrate a few of the ways in which you may be affected. In these 
examples I have assumed that the investors have not established separate entities for performing 
the investment activities and are doing the investments in their own name. 

Example 1 – You are a Flipper 

If you Buy & Flip properties for short-term income, then the IRS will classify you as a 
Dealer. Your properties will be treated as “inventory” and you will report your profits on a 
Schedule C of your federal tax return. The gains will also be subject to self-employment   
tax. 

Example 2 – You are Primarily a Landlord and do Occasional Flips 

If you Buy & Hold property for the long term appreciation (our recommendation) then you 
are normally considered an “investor” by the IRS. However, if you start to do a number of 
Buy & Flips to generate additional income, the IRS may treat you as a Dealer.  Thus all of 
your real estate income may be subject to dealer tax treatment.  Your rental income will 
be treated as ordinary income and be subject to self-employment taxes.  

Example 3 – You Sell Most of Your Properties through an Installment Sales Method 
and do Occasional Flips. 

If you sell your properties using owner financing or lease options, then you likely use the 
installment method to report your gains. However, since you do a few flips on the side, 
the IRS may classify you as a Dealer and tax all of your properties as such.  Instead of 
getting taxed over the 15 to 30 period on your potential profits from these sales as you 
receive them you will taxed upfront on all of your paper profits….even if you never 
receive the profits! 

Example 4 – You are Primarily a Flipper and have a Few Rentals on the Side 

If you Buy & Flip most of your properties then the IRS will classify you as a Dealer and 
tax your accordingly. 

The savvy real estate investor will operate their different real estate activities through separate 
entities, such as corporations or limited liability companies (“LLC”). In other words, they may have 
one entity for Buying & Flipping properties and another for holding real estate for the long term. 
This separation of activities segregates your passive investing (long term rentals and lease 
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options, installment sales) into one entity which will continue to enjoy the benefits of depreciation 
and long term capital gains treatment; while the other entity will recognize income for the active 
activities (flips).  

As you can see there are many situation where a real estate investor may cross into the realm of 
the real estate dealer which is not something you want to do. As such, it is important to bring a 
CPA onto your Wealth Team™ to prevent this from happening.  

Buy & Hold Strategy 
While the Buy & Flip Strategy will put money in your pocket, over time the Buy & Hold Strategy will make 
you wealthy.  Unlike the Buy & Flip where price is the primary consideration, with the Buy & Hold cash 
flow is the primary consideration.  As such, it is absolutely imperative to structure the transaction so 
as to allow for a positive cash flow from day one.  Accordingly, you want to structure the transaction 
with as many of the following terms as possible: 

Seller Financing 

Whenever possible it is important to get the seller to assist in the financing of the property.  This 
is done for a lot of reasons which will explored in the other sections however, the main reason is 
to allow for flexible terms which financial institutions would not allow such as the Substitution of 
Collateral Clause™ , Right of First Refusal™ and All  Inclusive Deed of Trust options to just name 
a few. The other reason is to provide the seller with a higher interest rate than that which the 
banks or financial institutions would provide through CDs, savings accounts or money market 
funds.  Additionally, by having the seller  finance a portion of our purchase, even if it is only 5% or 
10% of the purchase price, the seller then becomes one of your Platinum Investors™ and opens 
the door for you to approach them  in the future for future funding of other acquisitions. 

Interest Rate and Term 

You want to set up the lowest interest rate possible, for instance 4% to 6%, payable over the 
longest term acceptable to the seller (20 to 30 years would be great) and if possible allow for the 
payment of “interest only or more” so that you can decide on a monthly basis whether we 
want to pay down any of the principal of the note or just pay the minimum required (i.e. interest 
only). 

No Due on Sale Clause  

If you have to negotiate great terms on your seller’s financing you may not want to sell your great 
terms with the property.  It is important to understand that real estate really has two value 
propositions; one is the value of the sticks and bricks and the other is the value of the 
terms.  You may want to sell the sticks the bricks at some point in the future but not the great 
terms you negotiated. For  this reason you want to make  sure that he outstanding balance of the 
promissory note is not due and payable when and if the property is sold. This will set up the ability 
to evoke the Substitution of Collateral Clause™ and/or the All Inclusive Trust Deed (see these 
sections for more information). 

Right of First Refusal  

Many times a promissory note holder may need cash quickly and will want to sell their promissory 
note to someone who buys promissory notes.  In most cases the transaction is done at a price 
which is less than the outstanding balance on the promissory note. If the beneficiary of the 
promissory note is willing to sell the note for less than the outstanding balance, you (the maker of 
the note) want the right of first refusal to purchase the note from the beneficiary at the terms 
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which they have agreed to sell the note to the third party.  For this reason we insert language into 
the promissory note which allows us the first right of refusal to purchase the note should the 
beneficiary of the note decide to sell the note prior to maturity.  See the Right of First Refusal™ 
section for more information. 

Substitution of Collateral 

More than likely the initial promissory note will be secured by a Deed of Trust on the subject 
property however, by creating the ability to move the security for the Deed of Trust from  the 
subject property to another property you own whereby: (i) the  replacement property has sufficient 
cash flow to  make the interest only or more payments, and (ii) the new property has sufficient 
collateral value to secure the balance  of the promissory note on the date  on which the Deed of 
Trust  is  moved from  the subject property to the replacement property; this will set up the ability 
for you to sell the subject property and keep all of the net sales proceeds.  See The Substitution 
of Collateral Clause™ for more information. 

When evaluating a property for the Buy & Hold obviously you want to assess all of your 
investments utilizing the Lynch Pins™ criteria (location, terms, and enhanceablity) and determine 
that from day one you are generating a positive cash flow. 

Enhancing Revenues & Reducing Expenses 
From this point you want to put into play your strategies for enhancing the cash flow by increasing 
revenues and reducing expenses.  Enhancing cash flow can be done many different ways including but 
not limited to: 

• Increasing below market rents to market; 

• Charging for reserved parking; 

• Charging for storage; 

• Creating storage areas for lease; 

• Adding coin operated laundry equipment; 

• Painting exterior of property; 

• Removing over grown landscaping; 

• Adding covered parking; 

• Painting units; 

• Adding new cabinets and/or fixtures; 

• Reducing utility expenses; 

• Reducing insurance expenses; 

• Reducing property taxes; 
The idea behind enhanceablity is to use your imagination and entrepreneurial skills to fill a void in the 
marketplace and be rewarded for your vision and efforts.  Keep in mind that for every $100 per month you 
increase revenues and/or reduce expenses you are increasing the value of the property by approximately 
$20,000 assuming a 6% cap rate ($1,200 / 6%). 

The concept of increasing cash flow and thus the value (or equity) in the property is at the heart of how 
the Buy & Hold can be a license to print money.  For instance, assume that you purchase a six unit 
building for $675,000 with an NOI of $3,900 per month or $46,800 per year.  Assume further that with 
your ability to increase rents to market levels, charge for parking, rent storage lockers to tenants, add a 
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coin operated laundry facilities and reduce operating expenses you increase the NOI of the property to 
$4,900 per month or $58,000 per year, you have just enhanced the value of the property by $305,000 to 
$980,000 ($58,000 / 6%) and created $200,000 in levergeable equity. By “leverageable equity” I am 
referring to net cash flow which can be used to pay debt service on additional borrowings.  In this case, 
the extra $1,000 per month in cash flow will finance an additional $200,000 in borrowings at 6% interest 
only or more ($12,000 / 6%). This means that you could harvest $200,000 of the increased $305,000 
in equity by borrowing an additional $200,000 from one of your Platinum Investors™ and use the 
$200,000 as a 10% down payment on a $2 million property and the play continues on and on!  By 
the way, you do not have to pay taxes on the $200,000 which you took out of your six plex, even if you 
were to use the money to buy a car, purchase a vacation home, or take a luxury trip around the world 
because it is borrowed money and not income and therefore it is not taxed.   

Exit Plan 
Although I suggest never selling your Buy & Hold properties, there may come a time when you life 
circumstances may dictate you sell a property. The question then becomes how can you sell this property 
in such a way so as to minimize my capital gains taxes? Remember that if you sell a property you have to 
recapture all of the depreciation which you have written off over the years. 

The federal government allows you to recapture the cost of the structure (excluding land) over a 27.5 year 
basis for residential property and 39 years for a commercial structure.  So assuming that you purchase a 
$675,000 six-plex of which $100,000 represented the cost of the land, you have the ability to offset 
income generated by the property by $20,909 (($675,000 - $100,000 Land) / 27.5 years) per year which 
represents depreciation.  If you were to sell the building at the end of year 10 for $900,000 the remaining 
basis in the building and your taxable gain would be as follows: 

Adjusted Basis/Taxable Gain  

 

 

Rather than pay capital gains tax on the $434,090 gain you may want to consider a 1031 Exchange which 
allows you to purchase another building(s) of equal or greater value or sell the building on an installment 
sale. If you are choosing the installment method, we recommend that the structure be set up such that the 
seller pays interest only over an extended period of time and if they ever pay you principal and thus a 
return of your basis which triggers capital gains taxes, the transaction is structured so that they have to 
pay your taxes as well if they do in fact pay off the principal balance.  
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At any rate, taxes are an important fact of life in any real estate transaction and I encourage you to 
explore all of the options with your Wealth Team™ members including your attorney and CPA 

The Terms Expander™ 
As a refresher, The Terms Expander™ consists of the following strategies which will allow you to 
supercharge your options related to an acquisition as well as your financial returns. 

 

 

 

Creating flexible terms in relation to your Buy & Flip and/or Buy & Hold transactions will allow you create 
additional value in terms of money and flexibility.  As such, it is important to have a good understanding of 
all of the potential terms which you can negotiate as it relates to a real estate transaction.  As it relates to 
The Real Estate Wealth Building System™ the terms we want you to have etched into your memory are: 
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• The “And/or Assigns” Clause™  

• Seller Financing  

• The Substitution of Collateral Clause™ 

• The Right of First Refusal Clause™ 

• All Inclusive Trust Deed (Wrap Notes)  

If you can study and understand the power behind these terms you will have the ability to create huge 
amount of cash flow and wealth over time as you build your real estate portfolio.   

Important Terms to Consider When Structuring and Offer 
As terms are the center of the Real Estate Wealth Building System™ you should have these deal points 
in every transaction: 

The And / Or Assigns Clause™  
Always purchase the property in “Your name and/or assigns”. This will allow the ability to assign your 
transaction to another investor and  pocket an assignment fee equal to ½ of the equity which you are 
providing the buyer or alternatively, to bring in a partner to help close the transaction. For more 
information on the And/or Assigns Clause™. 

Earnest Money  
Earnest money are funds which you pay to the seller or to escrow to show your intention to purchase the 
property. As to who you may wish to pay to secure the transaction is entirely up to you. As you recall for 
there to be a binding real estate agreement, there must be a written and signed agreement 
between capable individuals in which consideration is given and received.  If you have a signed 
purchase agreement with a seller and it’s a great transaction that you don’t want to get away, you may 
want to have them sign the purchase offer, give them a check for earnest money, have them endorse the 
check and drive them down to the bank and have them deposit the check in the bank thus allowing the 
transaction to be enforceable. 

Down Payment  
In every transaction the seller and/or financial institution will require a down payment to ensure that the 
buyer has a vested financial interested in completing the transaction as structured. This is generally 
handled through the down payment of funds towards the purchase price of the property with the balance 
being provided through some sort of financing.  For residential properties the standard down payment is 
anywhere from 10% to 20%.  For commercial properties this may be a minimum of 20%.  Being a real 
estate investor and being knowledgeable about the positive benefits of leverage it is in your best interest 
to minimize the amount of the down payment (assuming you are funding the down payment from your 
own cash reserves).  With this as your objective you also have to be cognizant of the fact that a seller is 
not going to write you a check to close the property. As such, it is important to know how much they are 
going to need to pay off the banks (if any), pay their closing costs and satisfy any other immediate needs 
they may have for cash.  The other question you need to answer in  relation to the down payment is do 
they need the down payment in  one lump sum payment or  could the down payment be paid over time?  
Remember everything is negotiable you just have to get used to asking. The answer to every question 
you don’t ask is “No”. 
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The last issue to consider around the down payment is does the seller need the down payment in terms 
of cash or would some other type of payment (non-monetary) suffice?  For instance, if you have a boat 
that you are no longer using and in your negotiations with the seller they have indicated that they are 
going to use part of the property’s sales proceed to buy a boat, you may want to see if they would take 
your boat as part of the down payment.  Here again, anything is possible as long as your keep your eyes 
and ears  open for clues related to what your seller is trying to achieve as it relates to the sale of their 
property. 

Promissory Note  
When you are no longer dealing with the banks and regulated financial institutions related to the provision 
of financing for a real estate transaction, you are able to create hand crafted promissory notes related to 
the specific transaction at hand and the specific goals which the seller is attempting to achieve in the sale 
of their property.   

Additionally, given the cyclical nature of the real estate market with its highs and lows you want to create 
as much flexibility for yourself as is possible so that you may meet the ever changing demands of the 
market over the long haul.  Accordingly, there are a number of items which need to be addressed in our 
offer related to the financing of the property when we involve the seller in the financing of the property.  
The main items which you need to consider are as follows:  

Interest Rate  
In this regard the lower the interest rate the better. When discussing the interest rate with the seller, it is 
important to know what financial institutions are currently providing in terms of 15 and 30 year mortgages.  
Additionally, you should know what financial institutions are paying in terms of interest on certificates of 
deposit, savings accounts and money markets.  You should also bring copies of recent financial 
advertisements which support your figures to show the seller.  The reason that this is important is that if 
the seller says “they want all cash so that they can put the money in the bank and earn interest” and the 
banks are only paying 2% interest, you can gently ask the seller if they “would consider earning 3 times 
what the banks are paying by providing a portion of the financing of your real estate acquisition?”  Once 
they understand that the banks are only paying $2,000 per year for the $100,000 they are depositing in 
the bank and you’re willing to pay them $6,000 per year secured by the property which they have owned 
for all of these years, your offer begins to sound pretty good.  

Remember that the discussion of interest rate always begins with where the market for money is at the 
time you are doing your transaction.  Interest rates move up and down with changes in the economy so it 
is important to be knowledgeable of interest rate movements.  The key is to setting your interest rate so 
that you can line up other opportunities (All Inclusive Trust Deeds, Substitution of Collateral Clause™, 
etc.) and get the lowest interest rate possible. 

Key Points to Remember When Negotiating Interest Rates: 

• With a Buy & Hold property you want a fixed interest rate for as long as term as possible. 

• For the Buy & Flip the interest rate is less important as you do not intend to hold the property long 
however, you should always be thinking of your “Plan B” in case something happens to the 
market and you can’t sell your   property and have to rent it out. In this case, the lower the interest 
rate the better.  This is the type of situation where if you have a low interest rate and a long term, 
you could provide financing to a buyer and make money through an All Inclusive Trust Deed.   

• Structure the payments of the promissory note to be “___% interest only or more” so that 
you can pay interest only, or pay interest and principal depending on the amount of cash flow 
being generated from the property. 
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• Considered an interest rate structure which may begin at 3% the first year, 4% the second year 
and 5% thereafter.  This will allow time to implement your rental rate enhancement strategies for 
the property and give you a lower debt service payment in the earlier years of operations. 

• The value of long term low interest rates is huge and should be considered as a separate 
component of value to the transaction that doesn’t necessarily need to be sold when the property 
is sold. 

• Keep flyers from banks in your car in relation to what banks are offering for savings accounts, 
Certificates of Deposits and money market accounts. 

• If possible, determine what monthly payment the seller is attempting to achieve to “solve” their 
financial objectives and solve for this interest rate. It may often be lower than what you were 
going to offer. 

• Consider giving a number of different offers and let the seller decide which best meets their 
needs. For instance, the lowest price may be for an all cash sale, the second for a higher price 
with the seller participating in the financing.  

Term  
When structuring the term for the Buy & Hold the longer the term the better. You never know what will 
happen over the next 5 to 10 years so if you can obtain long term low interest rate, lock it in!  This type of 
financing will open up a lot of additional strategies for you down the road such as the Substitution of 
Collateral Clause™ and the All Inclusive Deed of Trust.  Every transaction should have the longest 
term possible given the desires of the seller and be written up with payments equal to “_____% 
interest only or more.”  This will allow you to determine if you want to pay interest only or if you would 
also like to pay down a portion of the principal. 

If  the seller wants to see an amortizing loan, meaning that each month you are paying both principal and 
interest (similar  to most bank financing) you want to get as  long as amortization period as possible (30 
years) to minimize your payments. 

When do Payments Start? 
The start date of the payments related to the promissory note are negotiable as well and should be tied to 
the specific strategy surrounding the property.  For instance,  if your plan  is to notify all  of the tenants 
that there is going to be a significant rental increase  in  30 days and as a result they all move  out and  
you then plan on refurbishing all of the units over the next 30 days and then lease up the property in  
which case you  do not expect any rental revenue to be coming  in  for 3 months, you may want the first 
payment to begin  in  month 4 and have interest accrue to the outstanding principal balance of the note 
for 3 months. 

Amortization Schedule 
If possible you want to set up your promissory notes so that they are structured as “interest only or more 
payments” which will enable you to decide the amount to pay the seller and over what term the 
promissory note will amortize. The seller will want to know the outside date on which the promissory 
note will be paid off so try to push this date out as far as possible, 20 to 30 years is optimal.  At a 
minimum this date should be 7 to lo years.  Obviously if the seller wants to receive both principals and 
interest payments on a monthly basis, have the promissory note amortize over a 30 year period with the 
due date out 7 years or more. 

Right of First Refusal  
If you are involving the seller in the financing it is important to include the Right of First Refusal Clause™ 
in the promissory note to allow you the ability to purchase the note in the case that the beneficiary of the 
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note, decides to sell the note at a discount at some time in the future.  This can save you tens of 
thousands of dollars. For instance, if you have involved the seller in $200,000 of a $250,000 property 
purchase and after year 3 when the balance of the promissory note is $187,000; the beneficiary for 
whatever reason may want to sell the note to an investor for quick cash and agrees to sell the note to the 
investor for $120,000.  In this case if you have included the Right of First Refusal Clause™   in your 
promissory note, you would have the ability to cash out the beneficiary of the note for $120,000 and you 
would have increased the equity in your property by $67,000 ($187,000 - $120,000).  This is an 
important clause which you want to include in all of your promissory notes but it has to be done 
as part of the original negotiations.  You can’t go back to the seller when they are selling the note and 
ask for this option.  It has to be done as part of the originally transaction.  See the Right of First Refusal 
Clause™ section for more detailed information. 

Bullets/Cash Outs 
The date on which the seller who is providing the financing wants all of their cash and the date on which 
all of their outstanding balance is due and payable is called the “cash out” our “bullet”.  As time moves 
very fast,  the shortest  cash out period which  I recommend is 5 years;.7 is better; 10 is  preferred and 
15+ years is the best. 

Collateralization  
If you are involving private investors which includes the seller in the financing of your acquisition it is 
important to ensure that the promissory note obligation is properly collateralized. This is typically done 
through the Deed of Trust or Mortgage on the real property.  For purposes of our discussion I will refer to 
the collateralization document as the Deed of Trust.  The Deed for Trust may be first, second or third 
position.  The difference between the first, second and/or third Deeds of Trusts relates to the security 
position that the Deed of Trust holder has in relation to the property.   

For instance, in the case that the there are two outstanding Deeds of Trust totaling $200,000 made up of 
a First Deed of Trust of $150,000 and Second Deed of Trust for $50,000 and the Maker of the promissory 
note has not been current on  their payments and the holder of the First Deed of Trust begins the 
foreclosure process with the intention of selling the property which is ultimately done for $175,000; the 
holder of the First  Deed of Trust would receive $150,000 from the sale and the holder of the Second 
Deed of Trust would have received only $25,000.  The remaining $25,000 would be an unsecured claim 
against the maker of the note.  As such, you want to make sure that your promissory notes are properly 
security with real equity.  Your investors provide the fuel for your business and you want to make sure 
that they are properly covered at all times in both equity and cash flow. 

It is important to remember but when you purchasing a property, the security for the promissory note 
does not need to be the subject property.  It can be a completely different property.  The key to 
remember is that there is sufficient equity in the property providing the security and that there is sufficient 
cash flow in the property providing the security for the note.  For example, assume that you own a four-
plex in which there is $200,000 in equity and a $1,000 per month positive cash flow.  Assume that you are 
now purchasing a single family home for $150,000 with $15,000 down (equity line of credit, other 
borrowings) and the seller carrying back $135,000 with payment of interest only or more at 6%.   

The monthly payments on the promissory note are $675.  Rather than securing the seller with a first Deed 
of Trust on the single family home you are purchasing, you put the seller in a second position on the 
duplex.  Now you have a single family home with no debt on the property. You fix-up the property and sell 
it for $200,000 which is free and clear of all encumbrances. You walk out of escrow with a check for 
$200,000 (less closing costs) of which only $50,000 ($200,000 - $150,000) is taxable gain. The remaining 
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$150,000 is all tax free to you because you still are obligated to repay these funds to the seller.  The gain 
on sale could be avoided entirely if you enter into a 1031 Exchange and are purchasing like-kind property 
or properties of equal or greater value.  The point is that creating this type of flexibility with the seller gives 
you options that you would not have if you went to traditional bank, with the banks its’ their way or the 
highway. 

Substitution of Collateral Clause™  
Adding the Substitution of Collateral Clause™ to your promissory note will provide you with a huge 
amount of flexibility down the road and it is one of the most powerful financial tools in the financing tool 
box.  In a nut shell the Substitution of Collateral Clause™ will allow you to ethically move the collateral 
from one property to another at some point in time at your discretion. As such, the Substitution of 
Collateral Clause™ has to be established when you are negotiation the initial term of the 
promissory note and not at some point in the future.  When drafting you promissory note in most 
cases the promissory note will be secured by a Deed of Trust on the subject property.   

When to Close?  
This is one of the terms that real estate investors often pay little attention to yet it can be one of the 
decisions when thought through can save you a lot of money.  

For instance if you are purchasing a Buy & Hold property and do not have enough funds on hand to make 
your down payment to close the transaction, if you close on the 5th of the month, it is the responsibility of 
the seller to collect all of the rents for the month and bring these funds along with the security deposits 
and last month’s rent to the closing.  This can often times add up to be a significant portion of the down 
payment which you may utilize to help close the deal.  As loan payments are made in arrears, your 
collection of the following month’s rental payments will provide funds for your first month’s debt service 
payment. 

In some instances you may be having material ordered for the property and they will not ready for some 
period of time. For instance, if you are purchasing a property to flip and have ordered cabinets which will 
not be ready for three months, you may want the closing to occur the morning on which the cabinets will 
be delivered.  This will save you having to pay three months’ worth of mortgage payments on the property 
while you wait for the cabinets to be finished. 

Closing Costs  
When your review your closing statement it can be very confusing and very frustrating when you see the 
range of fees being charged for  various services being provided.  The key to closing costs is to get your 
seller to pay as many of the fees as is customary and if possible given their reasons for selling the 
property ask them to pay for other fees which may not necessarily be customary.  All they can say is “no”.  
If they say “yes” you can save hundreds to thousands of dollars on the transaction which stays in your 
pocket.   

Other strategies which you may want to consider for reducing closing costs are: 

• Get a real estate license and save half of the 6% sales commission. 

• If you don’t want to get to real estate license sell the property yourself. 

• Establish a tiered commission structure with the real estate agent getting a higher commission 
structure if they are able to deliver a higher sales price. 

• Negotiated discounted title and escrow fees with Wealth Team™ members. I would suggest that 
you let them know that you will give them all of your business in the future if they are willing to 
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work with you on a fee structure. If they do agree to this, make sure you follow through on your 
end of the bargain. 

What’s included in the Deal?  
When writing up your offer the simple rule to remember in relation to what comes with the 
property and what does not is that anything that adds value to the property should be included in 
the transaction. Anything that takes away from the value of the property should be the 
responsibility of the seller to dispose of prior to closing. For instance, if there is a broken down car in 
the driveway which has no value, you should require the seller to remove the car at their cost prior to the 
closing date.  If on the other hand the home is full of furniture belonging to the previous owner and the 
surviving adult children don’t want to deal with it, you may want to write up your offer to include all of the 
furniture and sell the furniture after the closing for cash or donate the furniture to a local charity and take a 
tax deduction. 

Contingencies  
When structuring the offer to purchase unless you are absolutely positive you can and will the close the 
transaction, you should add a number of contingencies which will allow you back out of the transaction 
and not lose your earnest money. Reasonable contingencies include making the sale contingent upon 
physical inspection, review of leases, review of tax returns, and obtaining acceptable financing. 
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Overview of the Finance Expander™ 
The diagram below illustrates the various strategies which make up the Finance Expander™. 

 

The time to find your financing is before you need it. So many beginning investors run out and make 
offers and when one is finally accepted they start looking for financing.  The key to real estate financing is 
to get your financing in place before you need it.  This will take some time so you want to start sooner 
rather than later.   

I suggest that you begin and foster relationships with three types of lenders as follows: 

• 1 to 4 unit lender 

• 5+ unit lender 

• Private lenders/Investors (Platinum Investor Club™) 

In the world of real estate finance there are two types of traditional lenders; those who lend to buyers of 
single family homes, duplexes, triplexes and four-plexes and those who lend to buyers of property which 
contain more than 5 units.   
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In the 1 to 4 unit lending world the lender will typically package their mortgages in larger loan pools and 
sell the loan pools to investors.  They then take the proceeds from the transactions and make more loans 
and repeat the process. 

In the 5 and up category you are usually dealing with a firm which will typically retain their loans on their 
books. Because of this they are much more conservative and will demand more “skin in the game” on the 
part of the borrower.  Typically this will include a larger down payment, debt service coverage ratios and 
they will limit the amount of loans to anyone borrower. 

Private Lenders/Investors 
The third category of lenders are private lenders. By private lenders I don’t mean “hard money lenders” 
who want 3 points and 15% interest due and payable in 12 months. I am referring to sellers of property, 
friends, family, employers and others with money who are willing to invest money with someone they 
know and they have a relationship.  People are so tired of investing money with nameless financial 
institutions where they speak with someone new every time they call. They are also tired of seeing their 
nest eggs diminished by ravishes of the stock market. They are looking for an investment in which they 
know the individual, know how to contact the individual, earn a respectable rate of return on their invested 
dollar and want to have their money collateralized so that they do not lose the principal.  These investors 
are what we refer to as your “Platinum Investors™” and will make up your “Platinum Investment 
Club™”.  There is a lot of money out their looking for a home and if you are willing to put yourself out 
there and ask for the ability to borrow their money and secure their investment with an investment real 
estate where the cash flow covers the operating expenses and their debt service and there is plenty of 
equity to secure their investment, you may never have to borrow funds from a bank again. 

Platinum Investment Club™ 
As a real estate investor you always have to be hunting for two things, investment property and 
money.  You can’t have one without the other meaning, that if you want to purchase a property you need 
to have sufficient capital to complete the transaction.  Conversely, money will be attracted to individuals 
and properties which have the ability to repay the borrowed dollars. The purpose of this section is to 
outline a process by which you can find private investors to assist in the funding of real estate investment 
opportunities. 
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Before we get into the details of finding private investors it is important to understand why individuals lend 
money.  In a nutshell, individuals lend money because they want to make money. They seek to have a 
return of (i.e. principal) and a return on (i.e. interest) the funds which they lend.  Individuals lend money to 
people who are trustworthy, have a proven track record investing in real estate and a history of repaying 
their obligations.  Additionally, because many of these investors have experienced the loss of their hard 
earn funds through the stock market, they want their funds to be secure and protected from loss.  

As such, if you are just starting out investing in real estate and you do not have a proven track record, 
large cash reserves or other collateral, you are viewed as a greater risk than the individual who has been 
investing in real estate for thirty years, owns 100+ units and has large cash reserves.  As a result, you will 
have to pay a higher rate of interest than the proven investor.  Over time however, with experience and a 
growing net worth, the interest rate which you are paying will decrease as your perceived repayment risk 
decreases. 

Current Lending Environment 
During the Great Recession many Americans saw the value of their investment portfolios shrink 
dramatically.  Furthermore, because these individuals do not want to lose any more of their principal, they 
have put their remaining funds in perceived safe investments such as money market funds, bank insured 
savings accounts and certificates of deposits.   

In order to package a compelling offer for private investors, it is important to understand what other 
investment vehicles are available to individuals with cash. If they want a completely safe investment they 
can put their money in a bank insured savings account or money market mutual fund and earn less than 
1% interest. If they want a slightly higher return with a high degree of security they could purchase a 10 
year  US Treasury Note and earn approximately 2% interest.   Alternatively, they could buy a high grade 
corporate bond and earn approximately 3.5% although these instruments are much less secure.  If they 
really wanted to try and get a higher return on their invested dollar of say 8% to 10% they could invest in 
stocks.  However, given the experience with the stock market over the last few years many individuals are 
not willing to risk their principal to the ups-and-downs of the stock market and are looking for safer 
investment vehicles.  

These individuals are looking for a minimal return on their invested dollar provided they are given security 
against the potential loss of their principal.  As such, many of these individuals are investing their money 
in savings accounts, money market accounts and certificates of deposit all earning approximately 2% (if 
they are lucky). Because inflation is averaging 2%, the purchasing power of their invested dollar is 
effectively zero (2% interest earnings – 2% inflation).   For this reason, if you can demonstrate to these 
individuals that you have located an investment vehicle which not only provides them with collateral for 
their loan but will generate sufficient net operating income to service their debt while at the same time 
providing them with a 5% or 6% rate of interest, you should have an audience which is willing to listen to 
your investment offer. Think about the offer, if you pay them a 6% interest you have just tripled the 
amount of interest they are earning on their savings and thus have tripled the things which they can do 
these funds.  

Private Investor Profile 
When I am referring to potential investors, I am not talking about sophisticated Wall Street types or day 
traders who are trading stock and bonds all day long from their home office: I am referring to individuals 
who have worked hard, saved their money and are looking for a safe investment vehicle which will 
provide rates of return in excess of what can be earned in a bank with an individual they know and trust.  
If you are able to demonstrate to these individuals that you have located an enchanted property which 
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has sufficient value to provide security for their loan and generates sufficient cash flow to pay the 
operating expenses and debt service of the property at a rate of interest of 5% or 6% you will have the 
attention of these investors. 

Presenting an Alternative Investment Vehicle 

In order to present you investment offer to prospective investors, I suggest that you present the 
following offer to your potential Platinum Investors™: 

“I am putting together an investment pool of dollars to purchase well located 
enchanted real estate. If I find an investment property whereby there is sufficient 
equity in the property to secure your invested funds and the cash flow from the 
property is sufficient to repay your invested dollars at the agreed upon terms and 
conditions, would you be willing to lend me your money at a 5% or 6% rate of 
interest?” 

When you ask this question, shut up and let them answer “yes” or “no”.  I guarantee you that if 
you ask this question to 50 individuals you will find one or more investors who will take you up on 
your offer.  Why, because you have just doubled or tripled their income while providing them with 
collateral and security for their invested dollar, which is want they want.  You are providing these 
investors with the perfect investment vehicle!  

As such, you should not be bashful when asking individuals for money as you are helping them in 
retirement by doubling their retirement income or you are assisting them to prepare for retirement 
by doubling their interest earnings.  Think about the billions and billions of dollars that are being 
held by the banks in low interest earning savings accounts in which the investors are losing their 
purchasing power.  There is plenty of money out there, all you have to do find enchanted real 
estate with sufficient equity and cash flow to secure their borrowed funds and then be willing to 
tell individuals of your investment opportunity. 

What Are Investors Looking For? 

The rule of money is that money follows those projects and/or individuals who have the ability to 
repay the money pursuant to its terms and conditions.  You do not want to approach investors 
with a shoe box full of papers which you throw out on the table and start trying to explain to them 
why they should invest with you.  This would be the same as the captain of an ocean liner telling 
his paying passengers that the ship will set sail once he figures out to start the engines and raise 
the anchor.  This does not breed a lot of confidence.   

When asking for money you must be speak with fluency and knowledge. You must be able to 
explain why this a good investment and how you have determine the amount of equity within the 
property, sales comparables with the surrounding area, what the cash flow of the property is and 
how this relates to the market. To this end, you may want to brush up on your financial analysis 
skills by reviewing the financial concepts included in the Knowledge Builder™ section.  

Who Are the Platinum Investors? 

The first group of individuals you want to ask for funding of your investment properties   consist of 
everyone you know with money.  This includes family members, in-laws, family friends, business 
acquaintances, partners, school friends, etc.  To get started, I recommend that you list everyone 
you know in each of these groups and begin to contact them.  Make it a goal to call at least 3 to 5 
individuals a day and present them with your offer. Add this task to your daily “To Dos” on your 
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Property Coach™ (See Exhibit C). If this is not a good time for them to invest, ask them if they 
know of someone else for whom this offer may be of interest. I guarantee you that if you ask 50 
people you will get 1 or 2 individuals to invest with you. 

The second category of investor is the seller of the property you are purchasing. If I look back at 
my investing career the vast majority of my purchases were financed by the seller who carried 
back financing to assist me in the purchase of their property.  When these individuals assist in 
the financing of the purchase, they become one of your Platinum Investors™. This is why I 
always try and get sellers to assist in the financing, even if it is only for $10,000 or $20,000.  
Some of you may think that that having sellers finance $20,000 of the purchase price is more of a 
hassle than what it is worth but let’s explore this belief. 

Even if you have a seller provide $20,000 in financing they become one of your Platinum 
Investors™, and accordingly you are going to  meet with them on a quarterly basis for a Platinum 
Investor Summit Meeting™ to discuss: (i) the current status of the property; (ii) improvements you 
have made to the property; (iii) their amortization schedule; (iv) their inclusion as a loss payee on 
the property insurance binder; and (v) what you can do to make their experience with you more 
memorable. When you have these quarterly summit meetings you increase the possibility of other 
financing opportunities.  For instance, after a number of these quarterly summit meetings when 
you have developed a personal relationship with your investors you can ask them if they have 
any other funds which they may want to place with you.   The key to this however, is that you 
have to be absolutely diligent in making sure that you  have paid this investor like clockwork and 
have done everything you  have promised to do as part of your purchase.  Assuming that you 
have been diligent in all of your dealings with the investor, the conversation may go something 
like this: 

You: “Frank, is the rest of your investment portfolio generating a guaranteed 6% rate of 
return similar to the loan you have with me?” (Shut up at this point and listen) 

Investor: “Well no its not, this investment is ok, but this group is not only earning less 
than 6% but I am also losing my principal with this investment.” 

You: “If you are interested, I can provide you with a guaranteed 6% rate of interest, 
secured by well-located enchanted real estate similar to our current investment. Would 
you like to move your money from the current portfolio to real estate?” (Stop talking and 
listen to their answer) 

More times than not, you will find that the investors will be agreeable to move their funds 
from underperforming investment vehicles to you and your investment machine.  Why will 
be they willing to do this? The answer is simple, you have earned their respect, they know 
who you are and you are providing them with a secured investment which is earning more 
money that what they can earn in a bank.  In essence you have become an important part of 
their retirement plan and in many cases you are their retirement plan.  This comes with a lot of 
responsibility but as a result you become a trusted advisor, friend and part of their life.  When you 
continue to nurture this relationship the aforementioned conversation may continue and you will 
find that the investors will want to continue to invest with you and your real estate investment 
machine.  This is the reason that why it is important for you to involve the seller in all of your 
purchases whenever possible. 
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Substitution of Security Clause™   
The following clause should be included as part of your promissory note with the seller who is providing 
seller financing.  (Note: You are the “Maker” of the promissory note.) 

Maker at Maker’s option, reserves the right to substitute the collateral for the 
promissory note initially secured by the property described as [include description 
here] with substitute real property provided that the following conditions are 
satisfied: 

(i) Equity in the substitute property is equal to or greater than 
the outstanding principal balance on the promissory note at 
the time of substitution; and 

(ii) Net cash flow on the substitute property is equal to or 
greater than the minimum payment due on the outstanding 
principal balance of the promissory note at the time of 
substitution. 

Note: The two conditions shown above would not necessarily need to be met however; ethically I believe 
that you should include these conditions in your Substitution of Security Clause™.  If you are going to be 
successful as a real estate investor you need to be professional and ethical.  It only makes sense that if 
you are going to substitute the security from one property to another that the substitute property has 
sufficient equity and cash flow to meet the outstanding balance of the note as well as the monthly debt 
service payment. 

Discussion of the Two Conditions 
In order to substitute the collateral for the promissory note from the original property to the substitute 
property, certain conditions must be met.  It is important that you understand these conditions so that you 
can demonstrate to the beneficiary (i.e. seller) of the promissory note that there is sufficient security in the 
substitute property and that the substitute property will generate sufficient income to pay the minimum 
monthly payments on the promissory note.  As such, let’s discuss each of these conditions.  

1. Equity in the substitute property is equal to or greater than the outstanding principal 
balance on the promissory note at the time of substitution 

This condition is intended to demonstrate to the beneficiary that there is sufficient equity in the 
substitute property to provide for the pay-off the existing balance of the promissory note at the 
time of substitution, should you not make your monthly payments as required by the terms of the 
promissory note.  Equity is defined as the difference between the current market value of the 
property less any outstanding indebtedness on the property.  For example, if you owned property 
with a fair market value of $200,000 with current indebtedness on the property of $75,000; the 
equity in the property would be $125,000 ($200,000 - $75,000).  In its simplest terms, if you want 
to transfer a $150,000 promissory note secured by deed of trust from one property to another; 
then the substitute property must have at least $150,000 of equity. 

2. Net cash flow on the substitute property is equal to or greater than the minimum payment 
due on the outstanding principal balance of the promissory note at the time of 
substitution. 

The second requirement which should be met if you are going to substitute security is that the 
substitute property should be generating a net positive cash flow after vacancies, operating 
expenses and debt service of existing promissory notes and/or mortgages in an amount equal to 
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or greater than, the minimum monthly debt service payment of the promissory note which is being 
transferred to the property.  For example, if in our example above, the debt service on the 
$150,000 promissory note is $750 per month; then the net cash flow from the property to which 
the promissory note is being moved must be equal to or greater than $750 per month. 

As the beneficiary may want independent verification that the two conditions have been obtained, 
you should be ready to provide this information to the beneficiary.  This can be done by having an 
appraiser provide an appraisal of the property to indicate the current market value of the property 
as of the date of substitution. Additionally, to confirm that the net cash flow of the property you 
can have your accountant provide a balance sheet, a profit and loss statement and as well as a 
statement of cash flow.  If you don’t have these professionals as part of your Wealth Team™ 
make sure that you go to our website www.thepropertyledger.com/resources/create-your-wealth-
team and look up real estate professionals you may wish to consider as members of your Wealth 
Team™. If the two aforementioned conditions are realized, then you have the ability to invoke the 
Substitution of Security Clause™ and move the promissory note, secured by a deed of trust from 
the original property to the substitute property.   

Example – Assume that during your investment career you have purchased a 
four-plex which currently has an outstanding principal balance of $175,000 and a 
current value of $350,000 which equates to equity of $175,000 ($350,000 value - 
$175,000 outstanding principal balance = $175,000 net equity).  The net positive 
cash flow after paying all operating expenses and existing indebtedness is $800 
per month. 

At present, you have a single family home under contract to purchase for $150,000.  You are 
purchasing the property with a 10% down payment ($15,000) and seller financing of 90% or 
$135,000 ($150,000 x 90%) evidenced by a promissory note with monthly payments due at 6% 
interest only or more with the balance due and payable in 25 years.  The promissory note is 
secured by a first deed of trust on the property. You have discussed your desire to include the 
Substitution of Security Clause™ in your promissory note with the seller who has agreed to 
include the clause in the promissory note.  A deed of trust is recorded against the property 
recording the seller’s interest the promissory note.  You close on the home and begin to make 
monthly payments of $625 ($135,000 x 6%/12 months) to the seller (beneficiary of the promissory 
note) 30 days after close of escrow. 

Because you have a great understanding of the marketplace and as you have now fixed up the 
property you decide to sell the property for $250,000 for which you have a buyer.  During the 
escrow process you inform the beneficiary of the promissory note that you would like to invoke 
the Substitution of Security Clause™  and move the promissory note secured by the deed of trust 
from the single family home to the four-plex.   

As you currently have $175,000 in equity in the four-plex ($350,000 - $175,000) there is sufficient 
equity in the four-plex to take on the promissory note from the single family home of $135,000.  
As the $800 net positive cash flow from the four-plex is greater than the $625 minimum monthly 
payment of the promissory note; you have met all of the requirements necessary to substitute the 
collateral from the single family home to the four-plex. 

During the closing of the single family home to the buyer you instruct the escrow company to 
prepare a full re-conveyance without satisfaction related to the deed of trust securing the 
promissory note on the single family home “in favor of” and new deed of trust in the four-plex. The 

http://www.thepropertyledger.com/resources/create-your-wealth-team
http://www.thepropertyledger.com/resources/create-your-wealth-team
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full re-conveyance without satisfaction means that the seller has released all claims to the single 
family home but has not been paid in full and the deed of trust has now been moved from the 
single family to the four-plex, meaning that the single family home now has no encumbrances on 
the property.   

As a result you are able to walk out of the closing on the sale of the single family home with a 
check for $225,000 as illustrated below: 

 

An important factor to keep in mind is that promissory note portion of the transaction or $135,000 
of the $225,000 is tax free to you.  This is due to the fact that you still owe the $135,000 to the 
seller of single family home and thus this is not reportable as income to you.  $90,000 ($225,000 - 
$135,000) of the cash proceeds would be reported as ordinary income as in our example the 
single family home was held less than 12 months.  If the property were held for more than 12 
months, the income would be reported as capital gains income.    

The indebtedness on the four-plex has just increased from $175,000 to $310,000 as illustrated 
below: 
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When Do You Negotiate the Substitution of Security Clause™? 
If you want to utilize the Substitution of Security Clause™ this has to be done at the time you are 
negotiating the sale of the property and the terms of the financing with the seller.  This is the time 
at which you have the greatest influence over the seller.  If you do not include the Substitution of Security 
Clause™  as a part of your promissory note negotiations during the sale it is extremely doubtful that after 
4 years of ownership should you decide to sell the property and want to substitute the collateral, that the 
beneficiary of the promissory note will allow you do so.  This has to be discussed and documented as part 
of the initial purchase and promissory note terms. 

How Do You Substitute Security? 
The Substitution of Security will take place during the closing of the sale of the property in question.  For 
instance, assume in our example that we transferring our deed of trust securing the current $135,000 
promissory note from the single family home to the four-plex.  In this instance, we would call the 
beneficiary of the promissory note and notify them that we are evoking our rights under the promissory 
note to substitute the collateral for the deed of trust from the single family home to the four-plex.  As such, 
as part of the closing process the beneficiary will sign the deed of trust indicating a re-conveyance without 
full satisfaction.  This is a fancy term to indicate that the beneficiary has relinquished their security in 
interest in the single family home in favor of placing a $135,000 security interest as evidenced by a 
second position deed of trust on the four-plex.  

I want to caution the reader to be prepared to demonstrate to the beneficiary that there is sufficient cash 
flow in the substituted property to support the debt service requirements of the added indebtedness and 
that there is sufficient equity in the property to support the additional obligation.  As a mentioned earlier, it 
is suggested that you provide this information via a certified statement from your accountant in the case 
of proving sufficient cash flow and an appraisal related to proving sufficient equity in the property.  This is 
why it is so important to have created your Wealth Team™.   

For more information on potential Wealth Team™ members go to our website at and look under our 
“Resources” tab for Wealth Team™   members.  

No Due On Sale – Remember that if you are going to invoke the Substitution of Collateral 
Clause™ you need to make sure that the promissory note is Not Due on Sale: 

Would $225,000 Change Your Life? 
Would walking out of closing with $225,000 in your pocket change your life?  As the average median 
income in the United States is approximately $42,000, closing a transaction similar to the one outlined 
above would create approximately 5 years’ worth of salary working 8 hours per day, 5 days per week.  
This would allow you to quit your job and pursue real estate investing full time or purchase that new car, 
go on a dream vacation? 

First Right of Refusal Clause™ 
Over time through the purchase of the real estate with the participation of the sellers in the financing of 
the purchase you will begin to accumulate a number of promissory notes and at some point in time the 
one of the sellers may want to accelerate the receipt of cash from their promissory note through the sale 
of the note to a note buyer.  In order to protect yourself from this eventuality and possible to provide with 
you and opportunity to purchase the note at a discount from its face value, we recommend that you put 
the following clause in each one of your promissory notes with the seller: 
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Maker of note to first right of refusal to purchase note should beneficiary elect 
to sell note prior to maturity. 

This clause not only could lead you to a great opportunity, but it will also act as poison pill to any third 
party note buyer who may be interested in purchasing the note.  What the clause says is that you the 
ability to match any offer a note buyer makes on your note.  This does not mean that you have to 
purchase the note, it just gives you the “first right of refusal” to purchase the note should the beneficiary 
wish to consider the offer.  Just by including this clause in the promissory note will make the note less 
appealing to potential note buyers because they may lose the opportunity to purchase the note should 
you decide to exercise your option to purchase the note at their negotiated terms. 

For example, if the beneficiary decides to seller their $200,000 promissory note with you to a note buyer 
for $110,000 they first have to come to you and give the opportunity to cash them out for $110,000.  At 
that point it is your decision whether you want to exercise your right to do so.   

If you decide to exercise your option with a cash out for $110,000 the seller will sign a Full Reconveyance 
with Satisfaction releasing any rights they have in the property.  You should be aware that as you have 
just been relieved of $90,000 in debt obligation that you will have a taxable gain of approximately $27,000 
($90,000 x 30% tax rate) however, you have just increased your equity in the property by $63,000 
($90,000 - $27,000).  Not a bad pay off or just inserting this clause in your promissory note! 

 

All Inclusive Deed of Trust (“Wrap Notes”) 
Tip: Utilizing Wrap Notes allow you to become the bank and make a financial spread lending funds to 
buyers of real property. 

A Wrap Note, is also known as a promissory note secured by an all-inclusive deed of trust.  Under the 
terms of the wrap note you’re purchasing property from a seller subject an existing underlying mortgage 
recorded on the property.  You purchase the property “subject to” the existing mortgage which is then 
wrapped by another promissory note. Under the terms of the all-inclusive deed of trust the seller remains 
responsible for the payment on the underlying mortgage meaning that you send in your payment to the 
seller and he makes his payment to the individual or institution who financed the initial promissory note 
and the seller retains the difference between what was received and what had to paid out.  The key to 
using the wrap note is that the underlying promissory note cannot be “due on sale”, meaning that 
the underlying mortgage has to be paid  off if the property securing the promissory note is sold to 
another party. 
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Example of a Wrap Note Purchase 
Assume that you purchase a property for $200,000 with a $20,000 down payment and that the property 
has private financing which can be wrapped.  Generally this means that there is not a due on sale clause 
in the note requiring that the note be paid off once the property is sold.  Under this example, the 
underlying mortgage requires a payment of interest only or more at 6%.  Accordingly, your minimum 
monthly payment on the property is $900 as shown below: 

What you have accomplished is the purchase of the property utilizing existing financing on the property.  
But what are some things you can do with the property to allow you to profit from the terms you 
negotiated with the seller? 

Becoming the Bank with a Wrap Note 
Let’s now assume that you spend $10,000 fixing up the property and because you purchased the 
property well, you determine that the new value of the property is $300,000.  You could sell the property 
for $300,000 and take your money and go to the next deal however, you would neither be compensated 
for the great terms which you negotiated on the purchase nor would you be able to take advantage of the 
fact that because the promissory note is not due on sale and that you could wrap the underlying 
mortgage.  Accordingly, you determine that you will list the property in the paper for $300,000 and 
advertise the fact that you will provide the financing.  The phone rings off the hook and you sell  the 
property for $300,000 with $30,000 down to recapitalize your initial down payment of $20,000 and fix up 
costs of $10,000 and take the remainder of $270,000 ($300,000 - $30,000) in the form of a promissory 
note at interest payment of 9% interest only. 

It is recommended that when structuring a wrap mortgage that you increase the interest rate between 
what you are paying by at least 2 % to 3%.  The difference in the interest rates is referred to as “margin” 
or “spread”.  Additionally it is critical to match the due dates between the underlying mortgage and the 
wrap note. For instance, if the underlying mortgage has a balloon payment due on or before June 30, 
20XX; you will want the wrap mortgage to have its balloon payment due three months prior to this date on 
or before March 30, 20XX so that if the borrower cannot make the balloon payment you have sufficient 
time to make arrangements to take back the property and make the necessary payment.  

Going back to our example, the buyer to whom we sold the property is now paying us 9% interest only on 
the $270,000 promissory note amount of $2,025 as follows: 
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Under the terms of this transaction, you have sold the property and have a received a promissory note of 
$270,000 from the buyer which is secured by a deed of trust on the property. On a monthly basis the 
buyer will pay you a minimum of $2,025 of which you need to pay $900 to the underlying mortgage holder 
and as such you are generating $1,125 ($2,025-$900) per month in positive cash flow from the sale as 
follows:  

 

Breaking down the transaction further, you are making a 3% (9% - 6%) interest spread on the underlying 
$180,000 mortgage or $450 per month.  Additionally, you are making 9% or $675 per month on the 
$90,000 promissory note ($270,000 - $180,000).  Added together you are achieving a weighted average 
interest rate of 5% or $1,125 on the $270,000 outstanding mortgage balance as shown below. 

What you are doing is nothing different than what banks are doing.  You are making a spread on money.  
Banks borrow money at X and lend it out at Y and pocket the difference. Is there any wonder why the 
banks own the best office and retail locations in the all major cities around the world?   

Mechanics of the Wrap Note 
Under a wrap note it is strongly recommended that you set up the transaction with an escrow or Title 
Company which will be responsible for receiving the payments from the buyer using these funds will 
make sure that the payment on the underlying mortgage is made.  This will prevent any problems for 
occurring and will ensure that all parties are paid in a timely manner by an independent third party. 

Conclusion  
While wrap notes do not necessarily work in all situations, the wrap note is an invaluable tool which can 
help generate a significant positive cash flow. Additionally, the wrap note could assist you sell a property 
in a down market when lending requirements are tight and buyers cannot qualify for a mortgage.  
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Employing the wrap note strategy not only are you the seller of the property but you are also the bank.  In 
a worst case scenario, you could sell your property for what you paid for it and still generate a positive 
cash flow due to the spread in interest rates.  The wrap note is definitely a tool which you want to be 
aware of and use as appropriate. 

And/Or Assigns Clause™  
Significant numbers of the people I have met when discussing real estate investing have indicated that 
they “don’t have any money to purchase real estate” and therefore do not attempt to utilize real estate as 
a method to improve their financial lives.  Ironically, one of the ways which individuals may generate 
income for the purchase of real estate is through the purchase of real estate.  In particular, we are going 
to be discussing the power of the “And/or Assigns” Clause™ and how to make money purchasing real 
estate without ever taking title to the property.   

As such, when purchasing real estate include the And/or Assigns Clause™ in all of your purchase 
contracts as follows: 

Purchaser:  John and Jane Doe and/or their assigns, agree to purchase the 
property located at …………….. 

Background 
As you all are aware, I’m a firm believer in holding real estate for the long term.  In my opinion, this is the 
only way to create significant wealth over time however, with this having been said, it is important to be 
aware of all of the tools of real estate investing to ensure that you can take advantage of all real estate 
opportunities.  Inserting the And/Or Assigns Clause™ in your purchase offers will allow you to make 
money even though you don’t purchase the property. In fact, if you are beginning your real estate 
investment career and do not have a lot of cash to begin purchasing real estate, the And/or Assignments 
Clause™ may be the way you generate additional cash to allow you to begin to purchase properties with 
a down payment.   

For a real estate transaction to be legally enforceable three things must occur: 

1. The contract to purchase real estate must be in writing; 

2. The contract must be signed; 

3. There must be consideration given and received. 

Once the purchase contract has been signed and consideration given and received; meaning the seller 
has accepted something of value (i.e. money) and has taken possession of the asset (i.e. depositing the 
funds in their bank account), a real estate transaction has been legally established and the rights to the 
purchase contact may be assigned to another party if so desired so long as the seller has been made 
aware of the possible addition of other parties and/or the possible assignment of the rights to purchase 
the property through the use of the And/or Assigns Clause™.   

 As part of the purchase contract there is an identification of the parties to the transaction meaning the 
buyer and the seller.  When you are preparing any offer to purchase real estate always include as 
the buyer the following “Your name and/or assigns”.  Does this mean that you are not going to 
purchase the property and someone will? No, it merely creates the flexibility for you to either: 

• Close on the property in your name; 

• Add another party to the transaction (i.e. a partner) or  
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• Assign your rights under the purchase agreement to someone else who will close the transaction. 

We will now explore each of the following options in more detail. 

Option 1:  Close On the Property in Your Name 
Just because you have added the And/or Assigns Clause™ to your purchase contract does not preclude 
you from closing on the property in your name, just as if you had only included yourself as the buyer in 
the transaction.  Here again, adding the Clause to your purchase contract does one thing – it creates 
options for you should you need them. However, you still have the ability to purchase the property in your 
name.   

Should you want to purchase the property in your name and you inserted the And/or Assigns Clause™ 
when you submitted your purchase offer which was accepted, there is nothing that you have to do, you 
merely close the transaction in your name and title to the property will appear in your name once all of the 
documents have been recorded.  As such, the insertion of And/or Assigns Clause™ does not affect you 
purchasing the property in your name whatsoever, it merely creates options for you should you need 
them. Let’s look at those options now.  

Option 2:  And Assigns - Add another Party to the Transaction  
Once a purchase offer has been accepted in which the And/or Assigns Clause™ has been included, you 
have the ability to activate the “and assigns” portion of the And/or Assigns Clause™ which will allow you 
to bring another party into the transaction.  When the transaction closes, both of your names will be on 
the title to the property.  What are some of the circumstances in which you may want bring another party 
to purchase a piece of real estate?  Well there are many however, some of these include: 

• Inability to secure financing; 

• Insufficient income to qualify for the loan; 

• Property requires a lot of rehab which you do not or cannot perform; 

• Property size is greater than that which you are used to.  

As a personal comment, I prefer to not have partners in my transactions other than my wife.  In a perfect 
world, I like to be in control of my own destiny and I do not like to have to get approval from partners in 
relation to making decisions related to our investment.  However, in some instances I have had to bring 
partners into some of my transactions.   My feeling that it is better to have ½ of the pie than no pie at all. 

A personal example of using the “and assigns” portion of the And/or Assigns Clause™ and bringing a 
partner into one of my transactions occurred when I was  looking for duplexes and four-plexes and I ran 
across an underpriced office building located in great location close to the main financial center of 
Phoenix, Arizona. As I knew that the building was priced $55 per square lower than other comparative 
buildings, as I had recently completed an exhaustive search for office space related to our national real 
estate consulting firm; I made an offer on the building using the And/or Assigns Clause™ and a 90 day 
escrow period.  I choose a long escrow period because I knew that the seven figure purchase price of this 
building was well in excess of what I could personally afford and that I would need a partner to assist in 
the financing of the office building.  Given the fact that the building was drastically undervalued, I was 
able to locate a commercial real estate investor who was happy to assist and provided a large portion of 
the down payment to purchase the property with me.   

As a result, I was able to trigger the “and assigns” portion of my purchase offer and include the investor 
on title with me and we closed the transaction. To date the building is 100 percent occupied, is 
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experiencing a positive cash flow and has significant equity which we split 50/50.  This is a perfect 
example of how the “and assigns” portion of the And/or Assigns Clause™ can work to assist in the 
building of your real estate portfolio; without the use of the And/or Assigns Clause™, I would have never 
been able to purchase the office building or even consider purchasing the building.  However, with the 
use of the And/or Assigns Clause™ I was able to secure 50 percent of a great transaction which I would 
have otherwise had to pass-up. 

Option 3: Or Assigns – Sell Your Contractual Rights to Someone Else 
The third option available using the And/or Assigns Clause™ is to assign the contractual rights you 
secured under your purchase agreement to someone else……for cash.  Here is an example of how you 
can make money without every purchasing the property although it is a transaction which I did not 
participate in, I typically close my purchases and hold them for the long term.  In this instance, an investor 
I know entered into contract using the And/or Assigns Clause™ to purchase a home which had a value in 
the low $400,000+ range for $310,000.  Because he was interested in generating as much cash as 
possible to invest in a personal project, he decided to call another investor he knew who invested in this 
type of property and agreed to sign over his contractual rights to purchase the property for $310,000 for a 
cash payment of $45,000 plus the $5,000 earnest money deposit he had made when submitting his offer 
to the seller.  

As the buyer he was assigning his rights knew that at a minimum the value of the house was $400,000 he 
would have instant equity of at least $45,000 ($400,000 - $355,000).  In all, my investor friend made 
$45,000 and spent a total of 5 hours on the transaction from start to finish or approximately $9,000 per 
hour.  Not bad.  This is type of transaction which can create the funds necessary to use to begin building 
your real estate portfolio or quit your day job and pursue real estate investing full time.   

When doing an assignment of this type it is important to be purchasing properties in good 
locations in the lower 1/2 of market so as to ensure that you have the largest audience available to 
assign the purchase contract.  Additionally, it is important to transfer significant value to the 
assignee in the transaction.  In my mind a 50/50 split is fair. So if you have created $100,000 of 
value, asking for a $50,000 assignment fee is fair.   I value my time and you should value yours.   

Remember you make money on the buy and not the sale of real estate and the ability to purchase real 
estate depends upon your knowledge of the market / neighborhood you are buying in.  You have to have 
a great knowledge of the market so that you will know value immediately and will be able to create value 
for yourself and the ultimate buyer of the property.  To this end, there is no way to understand the real 
estate market unless you understand and inspect all of the recent sales comparables in your area.  If you 
are going to make money in real estate you have to practice your craft and the most critical part of real 
estate investing is understanding the market.  

When driving the sales comparables in your area you need to able to rattle off the following information 
related to the sale: 

1. Date of sale 

2. Sales price 

3. Financing structure 

4. Square footage 

5. Bedrooms/bathrooms 

6. Price  per square foot 
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7. Condition of the property at sale 

8. Date of construction 

9. Lot size 

10. Underlying zoning of property 

11. Time on market 

12. Amenities (views, pool, BBQ, etc.) 

Armed with this information you will be able to spot the bargains and make offers which will build your 
portfolio or allow you to wholesale the transaction to others. 

Explaining the and/or Assigns Clause™ to the Seller 
Occasionally, when I have purchased a property using the And/or Assigns Clause™, I have been asked 
by the seller, “I thought you were going to purchase the property, I don’t know if I want to have “and/or 
assigns” in the purchase offer.”  If you get this type of push back from the seller don’t panic, it is a fairly 
common occurrence.  The point you want to make to the seller is that the insertion of the And/or Assigns 
Clause™ into the purchase contract is for their own protection and ensures that either you or someone 
will close on the property per the terms of the purchase contract.  For instance, if you for some reason 
cannot raise the funds necessary to close on the purchase you can bring a partner to assist.  Once the 
seller understands that the And/or Assigns Clause™ is for their benefit, they typically do not have a 
problem of including the And/or Assigns Clause™ in the contract.  

Caution 
When entering into a purchase contract and giving consideration to the seller, you had better make sure 
that you can close on the transaction yourself, bring in a partner or assign the purchase to another for 
cash.  Remember that your word is your bond and you have to perform if you want to be a successful real 
estate investor.  Additionally, if you assign the purchase contract to another, make sure that the party to 
whom you have assigned the contract will close on the transaction.  The last thing you want to have 
happen, is that you get a reputation around town of entering into transactions and assigning the rights to 
other who cannot perform pursuant to the terms of the purchase contract.  Remember if you are going to 
be a real estate professional your word is single most important asset. 

Common Mistakes to Avoid When Investing In Real Estate 
Over the years I have had many real estate investing learning experiences; some of which have been 
provided in a classroom setting, others have been passed on to me through the experiences of other 
investors and some have been provided through my own experiences in purchasing real estate.  When I 
began buying real estate in the early 1990’s there was relatively little information available for real estate 
investors. Investors had only one option available to them and that was to move forward in the direction of 
their dreams and try not to make any major mistakes.  This is what I did and while I did not make any 
major mistakes I have had my share.  As I look back at my experience, it would have been helpful if 
someone would have put down the most common mistakes that investors often make so that at least I 
could have been on the lookout for them and perhaps avoided many of my “learning experiences”. With 
this as a background, I have listed some of the most common mistakes real estate investors make when 
they first get started.  Hopefully, this list will act as a “cautionary tale” of what not to do.   

Only Buy Property Which Has a Positive Cash Flow from Month One  
I cannot tell you how many investors purchase real estate with a negative cash flow and assume that they 
will be able to fund the negative cash flow and recoup their investment and the money they have sunk 
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into the property when they sell. This is not real estate investing, this is speculating.  We are real estate 
investors and we only buy properties which will generate a positive cash flow from day one.  All it takes is 
for an investor to experience an unexpected cash flow situation and they will no longer be able to fund the 
property and it could go into foreclosure, destroying the credit of the investor and turning them off of real 
estate investing for good.  

This is why it so important to have an in depth knowledge of your real estate market and know how to 
properly prepare a financial analysis of the potential real estate investment. Out of all of the mistakes 
which an investor may make, this is the most cardinal sin of them all.  If you cannot purchase a property 
in such a manner so that it generates a positive cash flow, pass on the investment and find another.  
There is an old adage in real estate circles which says, “Some of the best deals that you can do are the 
deals that you don’t do”.  No truer words have ever been spoken.   

For more information on performing real estate analysis go to www.thepropertyledger.com and sign up for 
a free 30 day trail of The Property Ledger™ the cloud based real estate investment software which will 
assist you in the preparation of your financial analysis.  

Under Estimating the Time and Costs of Renovating a Property 
The second deadliest sin in real estate investing is underestimating the cost and time it will take a 
beginning real estate investor to remodel and resell a property. If you are just starting out with a buy and 
flip home I strongly recommend that you double both your anticipated budget and the time which you 
estimate it will take to renovate your property.   Anyone who has ever remodeled a home can attest to this 
cosmic rule of the real estate universe.  Naturally, as you build a team of professionals and continue to do 
buy and flips you will get a better feel for both the time and costs which are required however, I strongly 
recommend that when you are starting out that you give yourself a wide margin of error when estimating 
the costs for the renovation as well as the time requirement.  This also extends to including additional 
interest carrying costs associated with any loans you are taking out to assist in the acquisition and 
renovation of the property. 

Purchasing a Property without a “Plan B”-  
Many beginning investors assume that they will purchase an investment property and everything will fall 
into place the way in which it was envisioned.  For example, if they are purchasing a buy and flip property, 
they assume that they will complete the project on time and on budget and that the market will remain 
strong and they will sell the property for the price which they had determined in their pro forma.  Very 
rarely do things go as planned in real estate and it is important to evaluate various back-up plans 
including the worst case scenario.   

If the project is financially viable under the worst case scenario, then you should consider moving forward 
with the investment. For example, you are planning a buy and flip transaction and are unable to sell your 
property for whatever reason, what other alternatives could you employ to weather the storm? Could you 
rent the property out and still maintain a positive cash flow? Could you enter into a lease purchase 
agreement with a renter/buyer? Could you provide seller financing to assist in the sale of the property?  
These are just a few of the ideas for a Plan B however, the main point is to make sure you have thought 
of alternative exit strategies if things do not go according to plan; meaning that if the initial plan for the 
property does not materialize do you have a back-up plan which makes economic sense? 

Getting Stuck in “Analysis Paralysis”  
Being a successful real estate investor means taking action with our knowledge of the real estate market 
and finance. Just by looking at a property you should be able to tell within the first 5 minutes if the 

http://www.thepropertyledger.com/


 

82 
 

property is a viable investment.   You should not have to prepare a PhD. dissertation related to the 
analysis of the property.  With this having been said, it is important to double check your initial impression 
of the potential acquisition with a formal cash flow analysis.  If the acquisition is made, I also suggest that 
you update your Proforma with the property’s actual operating results in order to determine if you are on 
track with your initial projections.  This is why The Property Ledger™ is such a powerful tool in that it 
allows you to do this for all of your investment properties as well as your entire real estate portfolio. 

Buying Properties Lacking Barriers to Entry  
Stay away from properties located on the fringes of an urban area where there remain vast swaths of 
undeveloped land. Buying long term hold properties on the edges of metropolitan where there are no 
barriers to entry will prohibit your ability to attract tenants, increase rents and see substantial price 
appreciation.   

Buying Properties in Areas Where People Do Not Want to Live 
You always want to purchase property in “enchanted areas”. By “enchanted” I am referring to areas of 
town that are located near employment centers which have access to coffee shops, eateries, parks, and 
good schools.  In essence, these are the areas of a community which have survived the test of time and 
as a result, it is where people want to live.   

These are not areas of town which are located on the periphery or are next to an industrial park, off a 
major freeway or located adjacent to a noisy intersection. In my experience the enchanted areas rent 
themselves and attract a more stable and longer staying tenant base. As a result, a property owner will be 
able to increase rents and the value of the property will continue to escalate over time. In times of 
economic slowdown, the enchanted areas retain their value or lose their value much slower than other 
areas within the same community. 

On the flip side, if you purchase property in an area of town which is run down you are asking for a 
property management nightmare.  These areas attract a more transient tenant base which are generally 
harder on the property in terms of use and as these areas of town  are a dime a dozen, they do not 
command the type of rents which lead to continual rental increases.   

Purchasing Properties in Great Areas However the Property is Located Next to a 
Problem Property  
I have seen investors purchase great investment properties in enchanted areas however, they are located 
next to the one property on the street which has clunker cars in the driveway, a sofa in the front yard and 
a huge ham radio antenna in the backyard, thinking that they were going to be able to persuade the 
owner to clean-up the property.  

There is a reason for the previous owner sold the property and more times than not it is because they are 
having problems managing the property given the existing neighbor.  Remember you can clean-up your 
property but you can’t make your neighbor paint their house, pull the weeds in their yard, or stop their dog 
from barking.   Unless you have a sure fire way to get the next door neighbor to clean-up their property, 
stay away from  this type of property. 

Buying Obsolete Properties Which Cannot Be Remedied without Spending 
Substantial Amounts of Money  
I have witnessed investors purchasing out-of-date or obsolete properties thinking that the market would 
embrace the property and finding out later that there is a reason why the property is obsolete. For 
instance, I have an investor friend who purchased a 2 bedroom / 1 bath home in an area of town were the 
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market dictates 3 bedroom / 2 bath homes.  Needless to say they continue to have a hard time renting the 
property and as a result the property does not produce a positive cash flow.  

They could remedy the situation by adding another bedroom and bath however the cost of the renovation 
does not make economic sense given the rent structure of the neighborhood. Remember, you need to 
purchase property which people want to live in be able to rent the property at a rental rate which will 
generate a positive cash flow from day one.  Here again, the lesson is only purchase property which is in 
demand by the demographic in which the property is located.    

Lack of Proper Contingencies when Purchasing a Property  
Even when you have located that perfect property in an enchanted which has the ability for you to 
enhance cash flow through various revenue expansion techniques which will enable grow your cash flow 
and thus the value of the property, make sure you include sufficient contingencies within your purchase 
offer which will allow you to back-out of the transaction should you discover something wrong with the 
property or should your economic or life situation change.  This will prevent you from losing your earnest 
money or having to proceed with the transaction should you want to back out of the purchase.  
Contingencies vary given the particular nature of the individual transaction however, some typical 
contingencies include the following:  

1. An acceptable property inspection;  

2. Obtaining financing within specific rate and term parameters; 

3. An acceptable review of the subject property’s books and records;  

4. A partner’s approval;  

5. An attorneys and/or accountant’s review of the purchase offer; 

6. Successful rezoning of the property.   

The goal of the contingencies is to give yourself at least one option to exit the transaction should you 
so desire. 

Buying Property with Obvious Problems  
Many investors have a tendency to believe they can fix any problem a property may have and have the 
problem fixed on time and on budget. My experience is that this is not necessarily the case and if you 
purchase property which has significant structural challenges such as a leaky basement, a sagging roof, 
or a sinking foundation you are asking for trouble.  Stay away from these types of properties unless your 
strategy is to knock down the unit and build a new property.  Once a property has structural problems 
involving basements, foundations and/or roofs, you are asking for an expensive undertaking in both time 
and money.  
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Not Properly Inspecting the Books and Records  
In my experience sellers over estimate their rental revenues and under estimate their operating expenses 
when they are advertising their property for sale.  As such, do not blindly take the word of your seller. In 
the words of Ronald Regan “trust but verify”. In the real estate investment world this means as a part of 
your offer requiring the ability to review the project’s books and records.  The review should include at a 
minimum the following documents:  

1. Current rent roll;  

2. Lease agreements; 

3. 3 years tax returns related to the property (Schedule C); 

4. Service contracts (i.e. provision of laundry equipment, property management contracts, etc.   

This is the only way you can get a feel for the actual rents which the property is generating and the actual 
expenses which the owner is paying so as to determine if the property is an economically viable 
acquisition.  

Not Listening To Your “Gut Instincts”  
Given my experience the one thing that has cost me a lot of time and money was not trusting my initial 
gut instincts about a property and/or a tenant. I can remember early in my investment career renting to 
tenants who had money at the ready and wanted to rent my property yet there something which did not 
feel right about them which I ignored because they had money and were ready to rent.  In the end, I 
regretted renting to them and they required me to spend a lot of time and money evicting them from the 
property and cleaning up the damage they had caused. The moral to the story is that if your gut is telling 
you not to rent to an individual or not to purchase a property then listen to your instincts. Move on.  
Sometimes the best deals you do are the ones you do not do. 

Buying the Highest Priced Property in the Neighborhood  
The key to purchasing property which generates a positive cash flow from day one is to not be buying the 
most expensive property in the neighborhood unless you can justify the price. The general rule of thumb 
is to buy the least expensive property in the best enchanted area and fix-up the property in order to 
increase revenues, reduce expenses and enhance the value of the property. 

Not Talking To the Neighbors When Doing Your Due Diligence  
As part of my due diligence I make it a necessity to speak with neighbors surrounding the property in 
order to better understand the make-up of the neighborhood and to learn what they like and do not like 
about living in the area.  Additionally, I will ask questions specifically related to the property which I am 
looking at purchasing to better understand the motivations of the seller in wanting to sell the property. You 
can learn more about a neighborhood and a property by spending 15 minutes with a neighbor than you 
can learn in 12 hours with a real estate broker.  As such, get out of the car, walk the neighborhood and 
talk to the neighbors about the area in which they live. 

Entering into Partnerships without Written Agreements  
Often times beginning investors borrow money from friends and family or alternatively they will go into a 
partnership with friend or family member thinking that they do not have to document each other’s roles 
and responsibilities through a partnership agreement. If things do not work out the way the partners had 
intended and the partners do not have a written agreement spelling out the responsibilities of each party, 
this has a tendency to lead to conflict, law suits and lost friendship.  If you are going to purchase a 
property with another individual you must document the partnership through a written agreement signed 
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by both parties. If a conflict arises or if a partner wants to leave the partnership, then all parties may refer 
to the terms of the partnership agreement to resolve the situation. It is for this reason that we at The 
Property Ledger strongly recommend that investors include legal counsel and accountants as part of their 
Wealth Team™. 

Giving Away Your Entrepreneurial Profit 
Many times a seller of a property will indicate that their rents are below market and that you could 
increase the property’s rents from $500 per month to $700 per month without any problem at all.  As 
such, they have valued their property assuming that the rents are currently at $700 per month.  Do not fall 
for this sales tactic, if it were this easy they would have already increased the rents. It is for this reason 
that you need to review the books and records of the property and only be willing to pay for the actual 
performance of the property given its existing rent and operating expense structure.  If after you purchase 
the property you increase the rents by $200 per unit or $2,400 per unit per year this equates to an 
increase in value of $40,000 ($2,400/6%) per unit assuming a 6% capitalization rate.  Do not give your 
entrepreneurial profit away to someone who has not earned it.   

The Knowledge Builder™ 

Overview of The Knowledge Builder ™ 
As a reminder, The Knowledge Builder™ consists of the following productivity and educational tools to 
allow you to accelerate the success of your real estate business. 
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What Every Real Estate Investor Needs to Know about Cash Flow 
Analysis 
Investing in real estate is a numbers game and as such, you have to know to the numbers.  If you are not 
interested in learning the numbers doing the work necessary to understand your market area both of 
which are critical to becoming a successful investor, then you may as well stop reading and find another 
investment vehicle to get to where you want to go (if you can find one as powerful as real estate 
investing). 

Numbers are at the heart at of real estate investing and connect to the four critical elements that surround 
income property investments including: 

1. Cash Flow – The net spendable cash generated from a income producing property  

2. Appreciation – The increase in value of a real estate asset over time. 

3. Loan Amortization – The pay down of debt over debt over time. 

4. Tax Benefits /Tax Shelter – The ability to deduct depreciation as well as mortgage interest 
against taxable income. 

If you are to be successful in real estate you have to know the numbers in relation to the market in which 
you are investing.  These numbers include: sale prices, rental comparables, days on market, 
capitalization rates, vacancy rates, rental concessions, average expenses per square foot, expense 
ratios,  property tax rates, insurance rates, loan  terms, loan origination costs, interest rates, amortization 
tables, depreciation  rules, recapture provisions, ordinary income tax rates, capital gains tax rates, as well 
as  passive loss rules just to name a few. 

It is our goal to provide you with sufficient background information so that you may become a successful 
real estate investor who is knowledgeable of their local market and of cash flow analysis. When you know 
how to crunch the numbers your chances of success are greatly improved and you will have the ability to 
be reasonably certain of the outcome of your real estate investments and the resulting investment 
returns.  Try and say this about the stock market (i.e. GM, Enron, and Lehman Brothers).  Once you begin 
the learning process and begin to run the numbers you will see how easy this process can be.  While the 
process may be easy, it will take a commitment on your part to learn the aspects of your particular market 
understand the basics related to the tax implications of real estate investing and yes, crunch the numbers.   
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Why is developing an understanding of financial literacy so important?  Let me demonstrate by illustrating 
an advertisement that a vendor included on their website for the sale of a $75,900 home which when 
renovated with $12,000 worth of repairs would generate a 10.86% cash-on-cash return assuming a 100 
percent cash investment as follows: 

If you were not educated in real estate financial analysis you may think that this was a great investment.  
However, if you were educated in real estate financial analysis and understood cash flow analysis you 
would know that the figures above are not a true reflection of the actual returns an investor would 
experience if they purchased this property.  For instance, the analysis above assumes that the property 
will be leased 100 percent of the time and will not experience any down time.  This is not a very 
reasonable assumption.  Additionally, the analysis above does not factor in repairs and clean-up 
expenses which will have to be made when the tenant moves out as well as the costs of utilities and 
landscape maintenance while the property is being leased.  Additionally, the cash flow does not include 
the leasing commission which an investor would have to pay a property manager to lease up the 
property.  Accordingly, if you were to revise the cash flow analysis using professional real estate investor 
standards (“PREIS”) you may find that this investment was not generating a 10.86 percent return but 
rather a 7.48% return as follows: 



 

88 
 

 

 

As you can see from the analysis above there is a 31 percent difference between what the vendor was 
advertising and what PREIS standards would indicate.  If you wanted to achieve a 10.86 percent return 
on the home you would have to purchase the home for $48,250 as indicated below: 
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When investing in real estate knowledge is power.  You have to be knowledgeable about real estate 
financial analysis and cash flow as well as your local market. Armed with these tools you will be able to 
make well informed decisions. 

Crunching the numbers can take many forms from something as basic as a piece of paper and a pencil, a 
financial spreadsheet application or a sophisticated financial software program like The Property 
Ledger™.   Whatever tool you decide to use, you have to make the decision to “decide” that whatever it 
takes, you will stay the course to become financial literate as it relates to real estate cash flow analysis. In 
the next section we will begin to get into the basics of cash flow analysis.  

Determining Effective Gross Rental Income   
The basic premise behind preparing a cash flow analysis related to a real estate investment is that you 
want to purchase a property such that the cash flow generated from the real estate investment is positive 
from the first month.  More specifically, you want  the rents collected from the property to not only pay for 
the monthly operating expenses of the property, but  also the  debt service on funds which may have 
been borrowed to purchase the property.  If an individual is purchasing properties which do not generate 
a positive cash flow from the date of acquisition, that individual is not an investor in real estate but is 
rather a speculator in real estate.   
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Based upon a lot of the marketing information which professionals and vendors of real estate investments 
are producing and real estate investors are purchasing; it is apparent that both the so called professionals 
and the investing public are not knowledgeable in relation to the preparation of real estate financial 
analysis.  The Property Ledger™ was developed to provide real estate investors with an accessible 
financial tool which would not only crunch the numbers related to the cash flow of a single real estate 
asset but also that of your entire real estate portfolio.  However, when teaching courses on how to utilize 
The Property Ledger™ it became apparent that many investors were not fully up to speed on the financial 
terms which are utilized in the preparation of a cash flow analysis.  To address this issue we will be 
presenting key financial terms utilized in cash flow analysis revolving around the determination of rental 
income. 

Rental Income – This is also known as “Scheduled Rents” or “Gross Scheduled Rents” and represents 
the total rental revenue which the property would achieve upon the collection of the rents of the occupied 
units as well as the potential market rents from all of the vacant units for a 12 month period using the 
current market rental rates for your particular property.  Market rents are derived from your investigation 
of the market in which your property is located.  Additionally, if the property in question is currently not 
achieving market rents you would need to determine the costs necessary to bring  the property up to 
current market rental rates and included this cost in  your cash flow analysis.  Remember that all market 
rents are determined by the market so it is important to have working knowledge of the market in your 
area.  In performing your market analysis you may want to utilize our Real Estate Navigation Forms™ 

which may be downloaded at our website www.thepropertyledger.com. 

 

Rule of Thumb - A single family home should generate a monthly rental rate of 
between 1.00% and 1.33% of the purchase price to support a 100% financed 
transaction. For example, if you purchase a home for $100,000, you should ideally 

rent the home from between $1,000 to $1,300 per month to have a positive cash flow.   

 

Other Income – Other Income comes from sources other than rental of the units.  Such income may 
include late fees, coin-operated equipment such as washers and dryers, soft drink and candy machines, 
and electronic games. This category also includes rents from storage lockers, boat docks, and parking for 
which tenants pay. 

 

Gross Rental Income – Represents the total of Rental Income plus Other Income. 

Vacancy Allowance - As we all know it is unlikely that all of our units will be occupied 100% of the time.  
As such, it is important to factor into the cash flow analysis the downtime which an investment property is 
estimated to experience during the year to account for the fact that tenants move out of units and that it 
takes time to ready the unit for leasing and to lease the unit to a new tenant.  This is especially important 
in that we have already assumed in our Rental Income estimate that 100% of our units are leased at the 
beginning of the year.  Here again, it is important for you to have a good understanding of the submarket 
in which your property is located.  In a well located enchanted area in which there is a huge demand for 
rental property, you may want to utilize a 4% to 6% vacancy allowance.  This would allow for a 15 to 20 
vacant days per year per unit.  If you are in a less desirable area in which there are multiple competing 
properties for lease you may need to use a 15% to 20% vacancy rate which would equate to 55 to 73 
days vacant.  The time it takes to lease a property will have a significant impact on the cash flow of your 

http://www.thepropertyledger.com/
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investment property.  This is why it is important to purchase investment grade property in enchanted 
areas where people actually want to live.  For more information on this topic you may want to review The 
Lynch Pins of Real Estate Investing™. The other factor to include in your Vacancy Allowance estimate is 
an allowance for uncollectable rents.  This is why sometimes this category is also referred to as “Vacancy 
and Collection Allowance”.  This may be not be a factor if you are purchasing property in great locations 

with high demand from credit tenants, however,  if your property is located in less 
desirable area with less qualified tenants, this figure could add another 2% to 3% 
to your Vacancy Allowance. 

Rule of Thumb – If information related to vacancy rates is not readily available, 
many investors utilize a vacancy rate of between 4% - 6%.  This vacancy rate 
rule of thumb is only applicable to existing properties as if you were building an 

apartment building from scratch and leasing up the building for the first time the vacancy rate would be 
much higher.  

 

Effective Gross Income – Represents Gross Rental Income less the Vacancy Allowance and represents 
your best estimate of the available funds which will be collected during the year and available to pay 
operating expenses and debt service.  The subject of operating expenses will be discussed in our next 
section. 

Operating Expenses  
Operating expenses are the expenses which are paid by a real estate investor which keep the property 
generating revenues on a monthly basis.  Operating expenses do not include mortgage payments, 
depreciation and/or capital improvements.  The table below illustrates some of the typical operating 
expense categories for a standard residential rental property. These categories were taken from the 
standard default operating expense analysis from The Property Ledger™, to the extent that a specific 
operating expense category or property expense is not shown below, The Property Ledger™  may be 
customized by the user to add such categories and/or expenses. 
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The most common operating expenses as they related to residential real estate include: 

Property Taxes – Represents the property taxes which you as a property owner will pay on an annual 
basis related to the operation of state, county, municipal government as well as school district operations.  
You may obtain a property’s current property tax bill by going on line to the respective county’s treasurer 
or county assessor’s website and searching for the property’s tax bill by parcel number, owner and/or 
address.  Remember, when you are purchasing a property at a price other than that which the originally 
owner paid and/or the current assessed valuation of the property, your property tax payment will vary 
from that which is shown on  the current tax bill based upon your purchase price.  Make sure you take this 
into account when estimating your prospective investment’s property tax payment or you may under 
estimate this expense.  In my mind it is always better to be conservative (meaning selecting a higher 
number) when estimating operating expenses. 

 

Rule of Thumb – When in doubt in relation to your revenue and/or expense assumptions always be 
conservative; select lower rental rates and higher expenses.  Remember the goal in real estate investing 
is always to have a positive cash flow from day 1 and the best way to assure this to use very conservative 
assumptions. 

 

Property Insurance – Property insurance is necessary to protect both you and your lender from loss in 
the case of a fire, flood, earthquake or other catastrophe which may damage or destroy your investment 
property.  It also includes liability insurance to protect you in the case that a tenant or tenant’s guest is 
injured while on your property.  As is the case with property taxes, if you are paying more for a property 
than that of the original owner, your insurance premiums will likely be higher than that of the current 
owner.  The best way to zero in on this expense is to call your property insurance specialist and give 
them the details related to your purchase along with the coverage you desire for the property. They will 
then be able to give you an exact quote related to this expense category.  

Repairs and Maintenance – Repairs represent the items which need to be fixed over the course of a 
tenant’s use and include such things as leaky faucets, heating and cooling repairs, minor plumbing 
repairs, electrical and/or appliance repairs.  Repairs and maintenance represents those costs necessary 
to keep every running for the tenant’s use of the facility.  They do not include replacement of an air 
conditioning unit, remodeling   of a bathroom, replacement of windows or other improvements which 
increase the useful life of the property.  These types of improvements are capital improvements and must 

be depreciated over their useful life as outlined in the federal tax code. 

Management Fees – Management fees represent the fees paid to an outside 
party to manage and lease your property.  Typically, these rates range from 5% to 
10% of the effective gross income generated by the property.  Even if you manage 
the property yourself you should factor in a management fee as your time is 
valuable and you should recognize the economics of your time.  I can assure you 

that when you sell your property, should you present your property’s profit and loss (“P&L”) statement to a 
prospective buyer and a management fee is not shown on your P&L, the buyer will add one to his or her 
analysis thus increasing the operating costs of the property and reducing the price which they can pay for 
the property.   
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Utilities – Utilities relate to electricity, natural gas, heating oil, water, sewer, and potentially trash pick-up.  
Depending upon the type of property you are analyzing, the tenant may pay a majority of these costs.  I 
know that for all my single family residential units the tenants pay all of the aforementioned utility costs.  
In order to get a good indication of what the tenant’s typically pay in relation to a potential acquisition, look 
at their individual leases.  Typically, the tenant’s responsibilities related to utilities will be spelled out in the 
lease.  Additionally, in most states you can call the respective utility company and they will provide with 
the actual utility billings for the property in question for the last year.   

Reserve for Replacement – A rental property contains many components which will wear out over time 
including but not limited to appliances, HVAC units, water heaters, and roofs.  As such, it is important to 
set aside an amount from your annual cash flow to be able to replace these items when they wear out. 
This is done by making an allowance in your cash flow for a “Replacement Reserve”. This way when the 
item(s) wears out you will have funds available to replace the item in question.  This is a deduction from 
your cash flow and should be accounted for accordingly.  

Additionally, you will want to look at the seller’s tax returns related to the property in question and 
compare their tax return to what the seller and the real estate broker are representing in terms of 
operating costs. Obviously if their costs are much higher on their tax return than their selling Proforma 
you will want to investigate the difference.  When in doubt use the higher figures as these typically will be 
more reflective of actual operating costs.  In our next section I will discuss how a property’s net operating 
income is calculated. 
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Net Operating Income (“NOI”) 
Now that you have estimated the Effective Gross Income and your operating expenses, you can now 
estimate a property’s net operating income (“NOI”).  NOI is calculated as follows:\ 

Gross Scheduled Rents 
Plus:  Other Income 

Less:  Vacancy Allowance 
Equals - Effective Gross Rent 
Less:  Operating Expenses 

Equals – Net Operating Income 

 

NOI represents the amount of funds the property is expected to produce after the payment of normal 
operating expenses.  Here again, mortgage payments, capital improvements and depreciation are not 
part of the calculation of NOI. 

Why is NOI Important? 
We have spent the last 3 sections explaining the steps required to estimate a property’s NOI.  Why is the 
estimation of a property’s NOI so important? 

NOI is one of the most important “numbers” in cash flow analysis in that: 

1. Real estate investors are not purchasing an asset, they are purchasing an income stream and the 
NOI is the main component of that income stream. If you think that this is a crazy idea, 
when was the last time you purchased you a stock for the look of the stock certificate?  The 
answer is “never”; you purchased the stock for the anticipated economic benefits which the 
company stock would provide you over time.  The same is true for real estate investing. 

2. NOI represents the return that the investor will receive on their investment if they purchase the 
property utilizing a 100% cash purchase.  For instance, if a property’s NOI is $10,000 and the 
investor purchased the property for $100,000 cash, the investor’s cash-on-cash return (before 
taxes) is 10% ($10,000/$100,000). 

3. NOI represents the maximum amount of funds available to service debt on the property should 
you desire to finance the property with a mortgage.   For instance, the NOI of $10,000 could pay 
the mortgage on a $124,000 mortgage assuming a 30 year amortization period and a 7% interest 
rate or alternatively the NOI could fund a $150,000 note over a 15 year period at a 0% interest 
rate.  Do you see how important this figure can be in the negotiation of the terms related to the 
purchase of real estate?   

4. A traditional lending institution will utilize a property’s NOI to estimate the property’s debt service 
coverage ratio (“DSC”).  The DSC ratio is the ratio between a property’s annual NOI and the 
property’s annual debt service.  A DSC of 1 means that there is exactly enough NOI to support 
you annual debt service and not a penny more.  A DSC of less than 1 indicates that the NOI is 
not sufficient to cover your debt service, while a DSC of more than 1 indicates that NOI is 
sufficient to cover your debt service with additional funds remaining. 

5. NOI determines the value of the property in question when applying a capitalization rate (“Cap 
Rate”).  A Cap Rate is defined as the anticipated rate of return produced by a real estate 
investment.  The formula for a Cap Rate is: 
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Cap Rate = NOI/ Purchase Price 

Thus if the NOI is $10,000 and the purchase price is $120,000, then the Cap Rate is 8.33% 
($10,000/$120,000).  In short, NOI is an objective measure of a property’s income stream, while the Cap 
Rate is a subjective measurement of how an investor’s capital must perform at a point in time. We will 
explore the concept of Cap Rates in detail in a future section. 

NOI represents the starting point for the question, “How much money did I make this year?”  This begins 
to get us into the discussion of taxable income which is calculated as follows: 

NOI 
Less:  Interest on Mortgage Debt Paid 

Less:  Depreciation (Discussed in future chapter) 
Less:  Amortization of Points and other Costs 

Equals – Taxable Income (Loss)  

NOI is one of the most important calculations a real estate investor can make as it is at the heart of so 
many other calculations which provide the investor with an indication of the performance of the 
investment.  These calculations can then be compared to other real estate investments in order to select 
the investment which best meets the return requirements of the individual investor. In the next section I 
will get into more details related to the calculation of taxable income. 

From Net Operating Income to Taxable Income and Cash Flow  
Over the past sections we have focused on the elements which are included in the calculation of net 
operating income (“NOI”) and why NOI is so important in the determination of operational performance 
and value of a rental property.  However, NOI is not the end point of your journey to determine the 
response to the question “how much money did my property make this year?”  To answer this question 
you have to determine the property’s taxable income. 

Taxable Income 
Taxable income a rental property’s NOI less that certain costs which are allowed as additional deductions 
for federal tax purposes.  The additional expenses which are deducted from NOI to arrive at taxable 
income are interest on mortgage indebtedness, depreciation and amortization. 

Interest on Mortgage Debt -  If you have utilized a mortgage in the purchase your 
property, be it a first, second or third mortgage the federal government allows you to 
deduct from NOI that portion of the mortgage or mortgages which relate to interest 
payments.  For instance, if you took out a $120,000 mortgage to purchase a property and 
paid a 6.5% interest rate amortized over 30 years, you have made payments equal to 
$9,189 of which $7,800 of these payments would have represented interest on the 
mortgage. When calculating taxable income this amount ($7,800) may be deducted from 
a property’s NOI. 

Depreciation - In order to allocate a rental property’s costs over its useful life the federal 
tax code allows you to deduct a portion of the rental property’s cost each year from NOI 
to determine taxable income.  After making an allowance for land costs as land costs are 
not depreciable, the resulting amount is your deductible basis for tax purposes.  
Generally land costs are assumed to be approximately 20% of a residential home’s 
purchase price but this amount may vary by location so please consult with an appraiser 
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in your area to determine the land value. The tax code allows residential property to be 
depreciated over 27.5 years while commercial property is depreciated over a 39 year 
period.  As such, assuming that we purchase a $150,000 single family rental property the 
annual depreciation allowance which would deduct from NOI is calculated as follows: 

Purchase Price   $150,000 
Less:  Land Cost (20%)  ($30,000) 
Depreciable Basis   $120,000 
Depreciable Life (Years)  ÷       27.5 
Annual Depreciation Allowance $    4,364 

The important thing to remember is that this $4,364 deduction is not costing you any 
money. It is merely an accounting provisions which allows you to deduct a portion of our 
property’s costs against the income generated in that particular year.  In a nutshell, the 
depreciation deduction allows you to not have to pay taxes on $4,364 of net rental 
income produced by the property.  Remember also that if you are making capital 
improvements to your property which prolong the life of the property such as adding a 
new roof, these costs must be accounted for and depreciated over their useful life.  Make 
sure consult with your Wealth Team Tax Advisor™ in relation to these matters.  

Amortization – Amortization is similar to that of depreciation however rather than 
applying to a physical asset such as a rental property, it applies to “soft costs” which 
pursuant to federal tax code you are not able to expense in one year.  A good example of 
a cost which is required to be amortized is that of loan origination fees which are required 
to be spread over the life of the loan.  Thus if you paid $2,500 in order to secure your 
financing for the 30 year mortgage, $83.33 per year may be deducted from  the 
property’s NOI to recognize  this cost. 

If you are using The Property Ledger™ to perform your investment these calculations are performed 
automatically for you. Once again, if you are not using The Property Ledger™ as the nerve center of your 
real estate business, we strongly recommend that you reconsider.  Get your subscription today at 
www.thepropertyledger.com/buy. 

Investment Property Cash Flow before Tax 
Cash flow from a rental property is much easier to calculate for a rental property than taxable income.  In 
fact, if you use a checkbook to pay for you rental property you already understand the concept of cash 
flow.  Cash flow is merely the difference between what you take in and what you pay out.   

Again we start with NOI as our starting point and deduct debt service along with capital expenditures 
which were made in the current year.  

Cash flow and taxable income are similar in some ways but they are different, cash flow for instance is 
real, it is the money you have left in your checking account after all of the bills have been paid and capital 
expenditures made to the property.  Taxable income on the other had while it begins with NOI has many 
“phantom” adjustments which must be made to NOI and do not reflect the actual expenditure of funds for 
the year.  Taxable income is an accounting function, not reality. 

The relationship between taxable income and before tax cash flow is illustrated below: 

http://www.thepropertyledger.com/buy
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Comparison of Taxable Income to Before Tax Cash Flow 

 

Cash Flow after Tax 
Cash flow after tax requires the combining of the two concepts shown above.  The first step in the 
determination of after tax cash flow is to calculate the tax which is due by multiplying taxable income by 
your tax rate.  To the extent that one has positive taxable income a tax payment will be required. The 
extent that one has a negative taxable income, a tax savings will be created.  Once the tax has been 
determined, this amount is either subtracted (tax payment) or added (tax savings) to the before tax cash 
flow to determine the after tax cash flow.  While this discussion of taxes related to rental property is overly 
simplistic, this should give you an understanding of the basic concept of after tax cash flow.  As always, I 
strongly recommend that you speak with your tax consultant in relation to matters surrounding tax 
planning.  

Now that we have discussed the basics of cash flow analysis, in our next sections I will explore 
investment return metrics.   

Financial Calculations Real Investors Must Know  
Gross Rent Multiplier  
In our last five sections we have explored the steps required to calculate net operating income, taxable 
income as well as before and after tax cash flow.  With this information we can now begin to explore all of 
the various financial calculations which all real estate investors should be familiar.  
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The first financial metric which we will be discussing is the Gross Rent Multiplier (“GRM”).  The formula for 
the GRM is shown below: 

Gross Rent Multiplier = Market Value (Sales Price) / Gross Scheduled Rent (Annual) 

Alternatively, the equation may be stated as follows: 

Market Value (Sales Price) = Gross Scheduled Rent x Gross Rent Multiplier (Annual) 

or 

Gross Scheduled Rent (Annual) = Market Value (Sales Price) / Gross Rent Multiplier 

The GRM is a very simple metric to estimate the value of an income producing property.  The GRM is a 
market driven measurement which will vary depending upon the current dictates of the market as well as 
the location of the property in question.  The theory behind the GRM is that if properties are selling for X 
times their gross scheduled rent and you are purchasing a property in the same area; then you should 
you expect to pay the same X times the gross scheduled rent of the property you are buying.    

The GRM is also an easy calculation that may be made in your head or on the back of an envelope and 
can be used to give you a ball park estimate of a property’s value. The challenge with GRM is that it does 
not take into account the time value of money, the quality of tenants, vacancy rates and/or the operating 
expenses related to operating the property and for this reason the results of the GRM must be taken with 
a grain of salt however, the GRM utilized with other financial metric begins to paint a financial picture of 
the property being evaluated.   

The GRM is a good start on the road toward a more thorough analysis of the property in question 
however; it will not tell you the whole story.  For instance, if the property you are considering purchasing 
has a GRM which is significantly higher than others in the market , you can be reasonably assured that a  
more detailed analysis will not make the property more appealing unless one was able to acquire the 
property at much lower price.  With information, you can then decide if you want to pursue a more 
rigorous analysis related to the property. 

Example 

Assuming that you investigating the purchase of a property which the owner and rent roll 
indicate a gross scheduled rent of $145,000 per year.  You have investigated recent 
sales in the area and have found the following sales of similar rental properties: 
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Given the information provided what is the indicated value of the property using the GRM method? 

In order to determine the value of the property one should determine a range of values as indicated by 
the high, low and average GRM’s to determine an indicated range of values as follows: 

 

 

Given the analysis above the GRM indicates a market value of between $828,000 and $1,123,000 with 
the average being approximately $1,018,000.   

As the market determines the GRM and as Gross Scheduled Rent may be manipulated by owners so be 
careful when utilizing this approach. We strongly recommend that it be only one of many indicators which 

you utilize when evaluating a real estate acquisition. 

 

Rule of Thumb – The GRM is a quick and dirty to way to check out the 
reasonableness of a potential property acquisition.  One would be suspicious if a 
GRM was lower than 4 and higher than 10. 

 
 

Capitalization Rate 
We discussed the capitalization rate or “Cap Rate” in a previous section however, let’s now get into more 
detail about this important real estate financial metric.  The Cap Rate is utilized to express the relationship 
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between the property’s current year or coming year’s net operating income and the value of the property.  
In other words, the Cap Rate turns the NOI into value. 

There are basically two types of Cap Rates as follows: 

1. Overall All Cap Rate - Reflects the relationship between the NOI and the sales price or value of a 
property. The Overall Cap Rate  formula is as follows: 

Overall Cap Rate = NOI / Property Value (Sale Price) 

With this formula if you know just two of the variables above you can transpose the formula to 
calculate Property Value and NOI as follows: 

Property Value = NOI / Overall Cap Rate 

or 

NOI = Value x Overall Cap Rate 

2. Equity Capitalization Rate – Is an income rate which reflects relationship between NOI and the 
amount of equity invested in the property.  The Equity Capitalization Rate is often referred to as 
the cash-on-cash return, cash flow rate and/or the equity dividend rate.  The Equity Capitalization 
Rate formula is as follows: 

 Equity Cap Rate = NOI / Equity Investment 

Determining Cap Rates 
The best way to get information related to Cap Rate is to do your homework.  Look at recent sales of 
properties in your area with the goal of obtaining the information which you would need to calculate the 
Cap Rate as shown above.  Additionally, you can talk with real estate brokers or appraisers in your area 
who are knowledgeable of recent sales trends and get their opinions as to where Cap Rates are now and 
where they are anticipated to go in the future. As it is important to have a team of professionals who are 
knowledgeable about the market and willing to assist you in your real estate business. 

You may wonder, why it is so important to have an understanding of Cap Rates.  The simple answer is 
that it can make you a lot of money.  For instance, if you are well versed in market prices, Cap Rates and 
Cap Rate trends in a market you may find a property in which  the seller is willing to sell the property for a 
7% Cap Rate.  In this example let’s assume that the property in question has a NOI of $25,000.  As such 
you purchase the property for $357,000 ($25,000 / 7%).  However, as this is an enchanted neighborhood 
which is extremely desirable, you know that the actual Cap Rates being experienced in the neighborhood 
are actually in the 5% range.  As such, you turn around and sell the property for $500,000 ($25,000 / 5%) 

and make a profit of $143,000 without so much as just being a good student of your 
market and Cap Rates.  

Rule of Thumb – Another way to think of a Cap Rate is a measure of risk. The 
higher the risk related to a property the higher the Cap Rate should be to 
compensate for that risk. For instance, the Cap Rate associated with a building in a 

desirable part of town should be less than a building in a less desirable area as the risks related to 
leasing, tenants, vacancies, and operating costs are less than the undesirable area. 
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Return on Equity 
Similar to Cap Rates, there are two ways of approaching Return on Equity (“ROE”).  In each example 
“return” means the cash flow after taxes generated by the property.  The component which differs in the 
two approaches is that of the definition of “equity”. In the most traditional approach, equity is your initial 
cash invested in to purchase the property.  In the second definition, equity is the initial cash which was 
invested in the property plus the additional equity which has built up due to property appreciation and 
mortgage amortization.  The two alternative formulas are expressed as follows: 

Traditional Method: 

ROE = Cash Flow after Taxes / Initial Cash Investment 

Alternative Method: 

ROE = Cash Flow After Taxes / Property Value less Outstanding Mortgage Amount 

Example 

Let’s say you purchase a property with $50,000 down and at the end of 
the year your after tax cash flow is $4,500.  The ROE using the 
traditional method is calculated as follows: 

ROE = $4,500 / $50,000 = 9% 

Now let’s assume the same facts as in the example above related to initial down payment and cash flow, 
and add the facts that the property has a value of $300,000 and an outstanding mortgage of $230,000.  
The ROE using the alternative method is calculated as follows: 

ROE = $4,500 / ($300,000 - $230,000) = 6.43% 

As The Property Ledger™ was developed for primarily those real estate investors who employ the Buy 
and Hold strategy; The Property Ledger™ utilizes a derivation of the second method of calculating ROE.  
As holders of property for the long term are interested in their ROE which has accrued over time, The 
Property Ledger™ utilizes the following ROE formula 

ROE = Cumulative After Tax Cash Flow / Property Value less Outstanding Mortgage Balance 

This twist on the ROE formula is important to Buy & Hold investors because if an investor’s goal is to 
maintain a minimum ROE of 15% over time, they need to determine what the cumulative ROE on their 
property. If the ROE drops below the 15% ratio, they may refinance their property and take out some of 
the equity and purchase additional property so as to maintain their required 15% ROE. 
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Rule of Thumb - When you make projections of a property’s value and loan balance 
5 to 20 years in the future, you may also estimate the ROE for each one of those 
years using the formula’s discussed above.  When doing this you may see that your 
ROE is falling even though the value of the property and the cash flow is increasing 
and you may wonder how can this be?  The answer lies in the fact that your equity is 
increasing at a faster rate than your after tax cash flow.  This usually happens 

because the mortgage balance pay down over time will increase with each passing year.  If the cash flow 
only grows a little while the equity grows a lot, the ROE has to decline.  At this point, you may ask 
yourself, “Is this a good use of my money or should I look for additional investments?”  The answer to 
your question may be one of the following: (i) continue paying off the mortgage and allow the property to 
become debt free thus enhancing your cash flow; (ii) refinance the property or place a second mortgage 
on the property thus harvesting some of your equity to be invested in additional properties; or (iii) sell the 
property and invest in a larger property. 

Cash-on-Cash Return 
As we discussed in previous sections, the cash-on-cash return is also referred to as the Equity Dividend 
Rate and is the ratio of a property’s cash flow (both before and after taxes) and the initial cash which was 
invested to purchase the property.  Typically the cash-on-cash return is performed in the initial year of a 
property’s acquisition as it is a good way to get a quick read on the property so that you may compare 
one property with another or alternative investment vehicles.  The formula for the cash-on-cash returns is 
as follows: 

Cash-On-Cash Return – Before Taxes (“COCRBT”) 

COCRBT= Annual Cash Flow BEFORE Taxes / Cash Invested 

Cash-on-Cash Return – After Taxes (“COCAT”) 

COCRAT= Annual Cash Flow AFTER Taxes / Cash Invested 

 

Rule of Thumb – The cash-on-cash return calculation is a quick and dirty way to get 
an initial feel for the return metrics of an investment property however, it does not 
take into account the time value of money.  As such, cash-on-cash returns should be 
used in conjunction with other return metrics. 

 

Loan Performance Metrics 
This section deals with two return metrics which will help you assess the performance of your property 
vis-à-vis any outstanding debt you may have on your property.  The two measurements which we will be 
dealing with are the loan-to-value ratio (“LTV”) and the Debt Service Coverage Ratio (“DSCR”). 
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A. Loan-to-Value 

The LTV is the ratio between the total outstanding loan balance on a property and the 
property’s appraised value or selling price whichever is less expressed in terms of a 
percentage.  When a lender underwrites your mortgage they will select the lesser of the 
two amounts.  While you may have negotiated a fantastic deal when purchasing the 
property for much less than the property’s appraised value, when lenders finance 
investment property they will usually finance only 70% to 80% of the lesser of the lower of 
the appraised value or selling price. They do this because they do not want to take back 
the property or lose money on the transaction. Accordingly, the lender’s view of the LTV 
is as follows: 

LTV = Outstanding Loan Amount / Lesser of Appraised Value or Selling Price 

B. The Property Ledger™ LTV Formula 

While the formula above reflects the lender’s view of the world, we at The Property 
Ledger™ take a different view.  As we are typically dealing with real estate investors and 
NOT LENDERS, The Property Ledger™ calculates the LTV using the greater of sales 
price or fair market value.  We believe that this reflects the “real world” of property 
investing. As such, The Property Ledger™ LTV formula may be expressed as follows: 

LTV = Outstanding Loan Amount / Greater of Appraised Value or Selling Price 

C. Debt Service Coverage Ratio (“DSCR”) 

The DSCR is the ratio between a property’s net operating income for the year and the 
amount of annual debt service which is required to pay-off the property’s outstanding 
mortgage.  The formula for calculating the DSCR is as follows: 

DSCR = Annual NOI / Annual Debt Service 

For purpose of this example, let’s say that your NOI for the property is $4,000 and your 
annual debt service is $4,000 your DSCR is equal to 1 ($4,000 / $4,000)  which means 
that the property is or will be generating exactly the amount of revenue necessary to 
service the debt and not a dollar more.  If your DSCR is less than 1, then the property is 
not generating sufficient revenues to service the outstanding debt on the property.  If the 
DSCR is greater than 1 then the property is producing additional revenues above that 
which is required to service the debt on the property.  

 

Rule of Thumb – The DSCR is not typically used by single family home lenders 
however, it is utilized by commercial and/or multifamily property lenders.  Typically, 
a lender wants to see a DSCR equal to or in excess of 1.2; meaning that the 
property generates 20% more revenue than that which is required to fund the debt 
service on the property.  
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Time Value of Money and Related Calculations (Net Present Value and the Internal 
Rate of Return) 

 
Time Value of Money  

The most important element in real estate investing is cash flow. Meaning that the first calculation 
you need to determine is whether the property will generate sufficient rental income to pay all of 
the operating expenses and debt service on the property.  However, all of that cash does not 
come in all at once; in comes in on a monthly basis over many years. If you sell the property, you 
will consider the net sales proceeds as part of your overall cash receipts for the property. 

The time value of money plays an important consideration in determining the value of your cash 
flows which will occur over time as cash which you receive today is more valuable than cash flow 
which you will receive two years from now.  One of the reasons that a dollar received today is 
more valuable than a dollar received two years from today is inflation erodes the purchasing 
power of the dollar received two years from today. 

When you are looking at a series of cash flows which are anticipated to be generated over the 
years, you want to calculate the present value (“PV”) of these future cash flows.  In essence this 
is the reverse of compounding interest which instead of watching a small value get larger over 
time, you are watching a larger value get smaller as it is discounted back from the future into 
today’s dollars. 

Discount Rate 

When you find the PV of cash flows you are valuing the future cash flow in terms of today’s 
dollars employing the use of a discount rate.  Discounting is the way of measuring the loss of 
value created by the deferral of return into the future.  The amount of the discount rate is 
determined by what you could reasonably expect to earn in alternative investments.  Say for 
instance that you could earn 10% in other alternative investments with a similar risk profile as that 
of your real estate property.  As such, you will want to discount your future cash flows by 10% as 
this is the rate of return which you could achieve with other investments.  

The PV of the cash flows is nothing more than the sum of the discounted cash flows from the 
date on which they are received to the present time.  Let’s say that you purchase a single family 
for $100,000 and pay all cash. Over the next five years you receive rental payments ranging from 
$9,000 to $12,000 and sell the property for $145,000 as shown below. 
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Net Present Value 

Assuming that you are utilizing a 10% discount rate, the discounted value of the $200,500 cash 
flows is $131,594 in terms of today’s dollars.  As we invested $100,000 to purchase the property 
the net present value (“NPV”) of the cash flows is $31,594 ($131,594 - $100,000).  Because the 
NPV is greater than 0, ($31,594) this means that you received a higher rate than 10%.  If your 
NPV was equal to 0 then you would have earned a 10% return. If the NPV was less than 0, the 
rate of return earned on the property would be less than 10%. 

 
Rule of Thumb – If the NPV is greater than 0, then your rate of return is greater than your discount rate. 
If the NPV is less than 0, then your rate of return is less than the discounted rate used. 

 

Internal Rate of Return (“IRR”) 

The IRR is a superior measurement of a property’s investment quality because it takes into 
account the timing and size of every cash flow which a property generates and calculates a 
unique rate that makes the sum of the discounted cash flows equal to the initial investment.  The 
Appraisal Institutes defines the IRR as “an annualized rate of return on capital that is generated 
or capable of being generated within an investment or portfolio over the period of ownership.” 

Using the example utilized to calculate the PV and NPV of the cash flows shown below, the IRR 
is 17.25%.  
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While there is much more detail which I could get into related to IRR, I do not feel that it is necessary for 
purposes of this discussion. 

Successful Real Estate Investing 
What type of properties do successful real estate investors purchase? Are they multiplexes or single 

family homes? Are they located in suburban or urban location?  

The answer to these questions is that while successful investors invest in all of the 
above, the physical attributes of the property are secondary concern.  The investor is 
not so concerned about purchasing “sticks and bricks” as they are about purchasing 
the income stream of the property. 

Obviously, the   physical condition and location of the property play huge role in 
affecting the cash flow of the property but prudent investors look for a return on investment. To achieve 
the necessary return to meet the investor’s return requirements, the investor reviews, confirms, and 
analyzes the numbers including the current financial data as well as projects going forward over time.  An 
investor never gets emotionally connected to their properties or holds them too long.  The decision to Buy 
& Hold the property should be based on a series of financial metrics including the properties NOI, net 
cash flow and the various returns on investment metrics. 

 
Rule of Thumb –Never hold on to the property for emotional and/or sentimental reasons.  Let the  
numbers direct your buy and sell investment decisions. Financial metrics are an objective measurement 
of whether you are achieving your financial goals…or not. 

 

Of course you could say that “math is not my strong suit” and decide to use the back of a napkin 
approach to investment analysis where you scratch out a few number  on the back of a napkin and hope 
that this is a sufficient analysis.  As in any business transaction where individuals do not do their due 
diligence, there are winners and there are losers.  Those who do the work required preparing the financial 
analysis either make the purchase with a reasonable good understanding of the profit which will accrue to 
them over the years or they pass on the opportunity.  The napkin scratchers have not put the time 
necessary to evaluate the transaction as such are more prone to making bad financial decisions which 
could cost them thousands of dollars, ruin their credit and  cost them countless hours of headache and 
wasted time.  The decision is yours as to which approach you will select. 

The Property Coach™ - Stay On Track  
Starting your entrepreneurial real estate business is a lot of work but it can be hugely rewarding if you 
stay on track and continue to build your business day-by-day.  To keep your attention focused on the 
tasks which will keep your phone ringing and your business growing, we developed The Property 
Coach™ which allows on a quarterly basis to capture all of the important priorities which must be 
addressed during the quarter to keep your business growing. 

The Property Coach™ classifies your day into three important activities which keeps your business 
growing. These activities include: 
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Product Days – Performing those tasks which allow you to located Buy and Flip and/or Buy and Hold 
properties as well as to develop your Property Club™; those individuals and companies who will help you 
located real estate investments which meet the Lynch Pins of Real Estate Investing™. 

Funding Days – Securing money to help your business grow by developing banking relationships, 
private investors and nurturing your Platinum Investment Club™ members. 

Selling Days – Developing a list of potential buyers and/or investors to take your Buy and Flip or for you 
to assign deals for an assignment fee. 

The Property Coach™ Guide follows. We have included a blank Property Coach™ as Exhibit C.  
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Other Knowledge Builder™ Tools 
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The Knowledge Builder™ is a group of tools which are meant to keep your real estate investment skills 
honed and up to date.  Other Knowledge Builder™ tools which you may want to include in your on-going 
real estate education include the following: 

Wealth Team™ - These are professionals who you have included in your real estate team which allow 
you to leverage your time and focus in the areas of real estate investing which will  provide the greatest 
returns.  For a listing of potential real estate professionals you may want to consider on your Wealth 
Team™ go to www.thepropertyledger.com/resources/create-your-wealth-team. 

The Property Report™ - The Property Ledger’s quarterly newsletter which will provide with valuable 
insight and tools which you can immediately implement in  your real estate investing enterprise. To 
subscribe go to www.thepropertyledger.com/resources/the-property-report. 

The Property Strategies™ - Individual strategies related to the sport of real estate acquisition and 
finance which can supercharge your financial returns.  See a listing of Property Strategies at 
www.thepropertyledger.com/buy. 

The Property Blog™ - Weekly real estate investment advice to consider as you continue your real estate 
investing. See www.thepropertyledger.com/blog. 

The Property Academy™ - A listing of video tutorials related to the use of The Property Ledger™ and 
financial analysis. See www.thepropertyledger.com/resources/the-property-academy-video-tutorials. 

Facebook – Follow The Property Ledger™ on Facebook and receive information and articles on recent 
trends in real estate investing. 

Concluding Thoughts 
Purchasing real estate is the best way for persons of every economic means to develop wealth and 
recurring cash flow over time.  If anyone tells you that you will get rich quick by investing in real 
estate…run away. They are lying. 

Real estate investing takes time and persistence.  You need to know the real estate market in which you 
are investing and this doesn’t happen overnight.  This information includes sales comps, rental comps, 
vacancy rates, cap rates, standard lease terms, etc.  With this information you can begin run your 
numbers to determine the potential economic returns of the real estate investment.   

While all of the economic return metrics are important to assist you in the evaluation of your potential 
purchase; the most important economic metric is whether the property will produce a positive 
cash flow from day 1! This is the first metric which you need to consider before you look at other rates of 
return.  The way you get rich in real estate is to buy well located property in enchanted areas that people 
want to live and structure the transaction so that you will be generating a positive cash flow from on unset 
of the purchase.  To help you structure the transaction you may have to evaluate multiple purchase 
scenario; to do this you will either need to use a lot of paper, an electronic spreadsheet or The Property 
Ledger™.  I personally use The Property Ledger™ as I want to not only evaluate individual real estate 
purchases, I want to know how my entire real estate portfolio is performing and what the value of my 
portfolio will be once the last mortgage has been paid off and what the net monthly cash flow to me will be 
once this has occurred.   It is also important for me to be able to access all of the important documents 
related to the property at a moment’s notice. The Electronic Library™ of The Property Ledger™ allows 
me to do this effortless access these documents.   

http://www.thepropertyledger.com/resources/create-your-wealth-team
http://www.thepropertyledger.com/resources/the-property-report
http://www.thepropertyledger.com/buy
http://www.thepropertyledger.com/blog
http://www.thepropertyledger.com/resources/the-property-academy-video-tutorials
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By whatever means you decide to “crunch the numbers”, I hope that this overview of real estate analysis 
has been helpful to assist you achieve your goals.   

Continue Your Real Estate Education 
As real estate investing is a journey not a destination, make the commitment to yourself to continually 
learn more about real estate investing, business, creative thinking, and finance while surrounding yourself 
with likeminded individuals.  One recommendation is to join a real estate investment club in your area.  
Real estate clubs typically hold monthly meetings and discuss topics of interest to the real estate investor 
such as financing ideas, short sales, value enhancement methods, market trends, landlord / tenant issues 
and other matters relevant to that particular market.  The clubs will also host ongoing educational events 
and host speaker events.  One of the great things about investment clubs is that it allows you to associate 
on a monthly basis with individuals such as yourself who have decided to take their financial freedom 
seriously and are working hard to make it happen.  Personally, I find making contact with likeminded 
individuals refreshing as most of the time I am surrounded by pessimistic individuals who believe that 
they victims of their fate who are unwilling to make changes in their lives to have a bigger future.  You can 
find a real estate investment club in your area by going to www.nationalreia.com. 

Additionally, continue to read books on the subject of real estate investing.  I typically read up to 4 books 
a month on the subjects of business and real estate. Think about the knowledge you would have if rather 
than watching 30 minutes TV in the evenings you read a book with the goal of reading 3 books a month? 
In a year you would have read 36 books, in 10 years it would amount to 360 books.  Do you think that 
reading 360 books would help you to develop as a better real estate investor and business person?  You 
bet it would. As my career forces me to travel a great deal, I listen to CDs in the car and down load CDs 
onto my iPod so that as I travel, I may listen to business books and motivational messages.  This allows 
me to complete a 5th book per month while I am a captive in my car or an airplane.   

About the Author 
Carter Froelich, CPA is the managing member of The Property Ledger, LLC and the creator of the web 
based software of the same name.  Carter is also the managing principal of a national consulting firm and 
was a consulting Manager with the consulting and accounting firm of Kenneth Leventhac & Company 
which was acquired by Ernst & Young in the mid 1990’s. 

Carter is a former Arizona State General Real Estate Appraiser and is a licensed Certified Public 
Accountant in the states of Arizona and California. 

Carter and his wife, Bronwyn are active real estate investors owning 19 properties in the United States, 
Mexico and Australia.  Carter, Bronwyn and their three children live in Phoenix, Arizona. 

  

http://www.nationalreia.com/
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Exhibit A: Real Estate Navigation Forms™ 

Market Sales Analysis 
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Exhibit A: Real Estate Navigation Forms™                                      
Rental Market Analysis 
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Exhibit B: The Buy & Flip Formula 
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Exhibit C: The Property Coach™ 
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